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The governmemt must spearhead the war on inflation through fiscal consolidation and capacity creation

ADITYA PURI

The market and bankers were
expecting a hike of 25basispoi-
nts (bps) in the central bank's
policy repo rate. This was bas-
ed on the assumption that pre-
vious rate hikes were starting
to take effect, leading to a slow-
down in the rate of GDP grow-
th: credit growth was moderat-
ing, global growth was expeet:
ed to slow alown with a eonseq-
yent moderation in commeodi-
ty prices, inflation was a dema-
Re-apd-suppiy-side pheABme:
nen that an [Rterest Rike alone
weuld not selve. 8o, we could
6hoege to Figk a §§$B§ Fise and
Aot ehanes a Big slewdewn iA
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The R131 diadiisiiom ttmlhulk(emdhn—
cy rate by 50 bps surprised the

market and indusity: However,
it must be recognised that the
RBI has done its best to mana-
gethe growth andl inflation dy-
namic in theface of global unc-
ertainty and less-than-optim-
um supportfrom fiscal policy.
The ground reality is that in-
flafioon has moved to 9.4% in
June and islikely 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 thefuel price hikes announ-
ced in the last week of June
kieks in. In faet, the signs of
moderation in demand are, at
best, patehy Some seetors sueh
as automebiles have slowed
down, while ethers sueh as
white geeds eentinue 6 bOoM:
Besides, wages are Fising both
iR the organised and WABHLA:
Riged sectars and job creation
hag piekedup His year Advan:
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The market thoughts today
can be summanised as: (a) the
RBIl action would impactgrow-

Sharper Rate Hikes Hurt More

PRE- POST-

HIKE (@) HilkE() (I(BE‘S)

91-day 8.10 8.40 30
T-bills
364 8.30 8.50 20
day
T-bills
10-year 8.30 8.45 15
G-secs

1-year 7.95 8.35 40
ols

S5-year 755 765 10
ols
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Reflects rising interest
expectation and tight
liquidiity lasting six months
Reflects unamticipated
increase and liquidation of
a heavily-long market, but
also pricing a slowdown

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

Reflects all-round expecta-
tions of a slowdown

th.andl(®) there are more hikes
in the offing and the liguidity
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 Jume:. Managing the
growth and inflation dymamic
is tough, and it is only with 20/
20 hindsight ean you deter
mine what sheuld have been
theeerreetaetion. [A the mean-
time, you take aetioh based on
Bestj wdgement of available in-
formation and future trends.
Will this aggressive action
pay off? And is the RBI com-
pensating forfiscal policy?
TheRBlroleisnotconfined to
a conventional demand man-

ager. The domestic mometary
policy traditiomallly has to en-
deavour to offset the impact of
fiscal policy (deficit), an inflat-
ionary agricultural price poli-
cy and inadequate investmen-
ts in infrastructure 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. Ex e@tm@z MOnetary
poliey to be the mainstay of in-

flatinon eontrol will wabalanee
the growth lﬁﬁﬁtl@ﬁ dynamie
= gpeeifieally in an ecoONOMY
with struetiral imbalances
and a liberal fiseal peliey: Re-

lentless pterest tightening
fay temperatilly BFRg down
priees But. IR the absepee of

supply-side improvememt, it
will result in lowering growth
and return 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 Imperattive but has to
be done carefullly. We cannot
compromise on capital expen-
diture while we persist withre-
venue spending sueh as subsi-
dies — whieh de not reach int-
ended benefieiaries. We must
alse reeegnise that interest
rate is a Blunt teel that cannet
atthe §ﬁi’ﬁ@ e eUFD CONSUM:
ptisn and IRerease &4 éélﬁ‘
creation throwgh mvestment.
Theresore, If we do pet wani
6bp QEBW{B 1o slow down, fe-
duetion In demand shovid Be
Mmatehed By lHE[%%%‘é sﬁ iAvest
mept(eBB=

The combmatl(m of :m uncer-
tain domestic and inter nation-
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
beborne by an entity thatisnot
as sensitive to interest rates:
the governmemt. Thus, fiseal
conselidation \Wil'llhﬁ\/@ toimve-
lveasharp compression of rev-
enue spending and inesme tra-
Asfers with a firm foeus on infk
Fastivetuie and supply-ahain
Building: Only then ean we
Repe 0 get a permanent redue-
tieR iR inflatien levels.
(TiRauibat, 1S nWAnasinadirestor
oF HBFe Rank)
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