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Spend Prudently, Build Infrastructure 
The government must spearhead the war on inflation through fiscal consolidation and capacity creation 

A D I T Y A PURI 

The market and bankers were 
expecting a hike of 25 basis p oi-
nts (bps) in the central bank's 
policy repo rate. This was bas-
ed on the assumption that pre-
vious rate hikes were s tar t ing 
to take effect, leading to a slow-
down in the rate of GDP grow-
th: credit growth was moderat-
ing, global growth was expect-
ed to slow clown with a conseq-
uent moderation in commodi-
ty prices, inflation was a dema-
nd-and-supply-side phenome-
non that an interest hike alone 
would not solve. So, we could 
choose to risk a 25-bps rise and 
not chance a big slowdown in 
growth. The yield curve in the 
markets reflected the above. 
The government yield curve 
was extremely flat. The 364-day 
T-bill yield was 8.15-8.20%, 
while the benchmark 10-year 
bond was t rading at 8.30% lev-
els, reflecting expectations of a 
slowdown. The absolute ra tes 
on T-bills of all maturi t ies had 
come off 10-15 bps from their 
highs, reflecting expectations 
of the end of the hiking cycle. 

The R131 decision to hike poli-
cy rate by 50 bps surprised the 

market and industry. However, 
it mus t be recognised that the 
RBI has done its best to mana-
ge the growth and inflation dy-
namic in theface of global unc-
ertainty and less-than-optim-
um support from fiscal policy. 

The ground reality is that in-
flation has moved to 9.4% in 
June and is likely to be revised 
upwards by a fair bit to reach 
double digits. The figures for 
July and the subsequent mon-
ths will be worse as the impact 
of the fuel pr ice hikes announ-
ced in the last week of June 
kicks in. In fact, the signs of 
moderation in demand are, at 
best, patchy Some sectors such 
as automobiles have slowed 
down, while others such as 
white goods continue to boom. 
Besides, wages are r is ing both 
in the organised and unorga-
nised sectors and job creation 
has piekedup this year. Advan-
ce taxcollectionshavebeen str-
ong and corporate profit mar-
gins have shrunk a little in the 
last quar ter but remain heal-
thy So, the ingredients of clas-
sical demand-pull inflation 
seem to be still in place. It is cle-
ar that monetary tightening in 
advanced economies will not 
happen and we are unlikely to 
see a softening of commodity 
prices as the impact of weak-
ening demand will be offset by 
excess liquidity — giving no 
respite on the supply side. 

The market thoughts today 
can be summarised as: (a) the 
RBI action would impactgrow-

S h a r p e r Rate H i k e s H u r t M o r e 
PRE- POST- CHANCE 
HIKE (%) HIKE (%) (BPS) REMARKS 

91-day 8.10 8.40 30 
T-bills 
364 
day 
T-bills 

8.30 8.50 20 Reflects rising interest 
expectation and tight 
liquidity lasting six months 

10-year 
G-secs 

8.30 8.45 15 Reflects unanticipated 
increase and liquidation of 
a heavily-long market, but 
also pricing a slowdown 

1-year 
OlS 

7.95 8.35 40 Reflects unanticipated rise 
and liquidation of a 
received market, and 
expectations of tight liquid-
ity for another six months 

5-year 
OlS 

7.55 7.65 10 Reflects all-round expecta-
tions of a slowdown 

th .and(b) there are more hikes 
in the offing and the liquidity 
will remain in deficit for the 
next three months. Other fac-
tors remaining stable, the base 
effect will bring down inflation 
to 7.4% by June. Managing the 
growth and inflation dynamic 
is tough, and it is only with 20/ 
20 hindsight can you deter-
mine what should have been 
the correct action. In the mean-
time, you take action based on 
best judgement of available in-
formation and fu ture trends. 

Will this aggressive action 
pay off? And is the RBI com-
pensating for fiscal policy? 
The RBI role is not confined to 

a conventional demand man-

ager. The domestic monetary 
policy traditionally has to en-
deavour to offset the impact of 
fiscal policy (deficit), an inflat-
ionary agricul tural price poli-
cy and inadequate investmen-
ts in infras t ructure and agri-
cultural supply chain. The fis-
cal deficit that was budgeted at 
4.6% of GDP for 2011-12 is like-
ly to slip. Expecting monetary 
policy to be the mainstay of in-
flation control will unbalance 
the growth inflation dynamic 
— specifically in an economy 
with s t ructural imbalances 
and a liberal fiscal policy. Re-
lentless interest t ightening 
may temporarily bring down 
prices but. in the absence of 

supply-side improvement, it 
will result in lowering growth 
and r e tu rn of inflationary pre-
ssures. Clearly we need fiscal 
and monetary policy to be on 
the same page to tackle inflati-
on effectively Fiscal consolida-
tion is an imperative but has to 
be done carefully. We cannot 
compromise on capital expen-
di ture while we persist withre-
venue spending such as subsi-
dies — which do not reach int-
ended beneficiaries. We must 
also recognise that interest 
ra te is a blunt tool that cannot 
at the same time curb consum-
ption and increase capacity 
creation through investment. 
Therefore, if we do not want 
GDP growth to slow down, re-
duction in demand should be 
matched by increase in invest-
ment (GDP = C - 1 - G). 

The combination of ;m uncer-
tain domestic and internation-
al environment and high inter-
est rates means that private in-
vestments are likely to be rela-
tively thin. Thus, the burden of 
capacity creation will have to 
be borne by an entity that is not 
as sensitive to interest rates: 
the government. Thus, fiscal 
consolidation willhavetoinvo-
lveasha rp compression of rev-
enue spending and income tra-
nsfers with a f i rm focus on inf-
ras t ruc ture and supply-chain 
building. Only then can we 
hope to get a pe rmanen t reduc-
tion in inflation levels. 
(Theauthor is managingdirector 
of HDFC Bank) 

Economic Times - Delhi Monday, 08 Aug 2011 Page# :17 Size : 378.86 sq.cm. (84.19 col
cm)


