Amore explicit analysis of the impact of monetary policy on inflation is needed

Look for an Inflatable Model
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W § 7 ithconsumer price ind-
% & | ex(CPI)inflation touch-
% / %/ ing86.9%, there is some
W U concernaboutwherein-

o

flation is headed. But so-
mehow these discussions are more fo-
cused on causes behind sectoral price
increases, such as food price, than the
reason for the increase in the general
price level. The clear distinction bet-
ween the two is being overlooked.

Withacaponmonetary income, any
increase in the price of one commodi-
tywill beoffset by the decline in the pri-
ce of other commodities. For general
price level to increase, we need to look
beyond individual price formations.

Economist Milton Friedman had fa-
mously stated, ‘Inflation is always and
everywhere a monetary phenomenon.’
Much water hasflownunderthe bridge
since he said that in 1970. We have mo-
vedaway from the days of hisstrict ‘Qu-
antity Theory of Money’, which postu-
lated anincrease in prices proportional
to the increase in money supply.

There are many modifications and
adjustments to the theory. The focus of
policymakers has alsoshifted from qu-
antity toprice (read: interest rate). But
the fact remains that inflation — defi-
ned as a continuous increase in the ge-
neral pricelevel —can’thappen witho-
ut the intervention of a macro variab-
le, such as money or liquidity. Only re-
lative price changes can be explained

by changes in supply and demand rela-
tive to individual products.

However;, the ‘Structuralist School’
treats inflation as a purely real pheno-
menon. According to this school, infla-
tion is the result of different segments
of society competing with one another
tohavea larger share of the cake. Amo-
dification of this thought is that infla-
tion happens only when society is ope-
ratingat thelimitof itscapacity and try-
ing to move beyond. This is popularly
described as ‘overheating’. These are,
however, not sustainable situations.
Thereisalimit to velocity changes.

In the monetary policy statements,
the discussions on inflation are mostly
centred around real factors. There is al-
soalotof mentionabout inflation expec-
tations. But there is no explicit discus-
sion on how their own decisions on poli-
cy rate change (and, by implication
change, in liquidity) will affect the beha-
viour of prices. Perhapsthemodelsthey
use for forecasting growth and other pa-
rameters incorporate this factor:

Free Flow of Liquidity

Policy rate changes do have aliquidity
impact. Central banks cannot act like
King Canute. They can’t order interest
rates, They have to act on money supp-
1y; or the currently preferred term, li-
quidity Lowering of policy rate must
be accompanied by an enlargement of
liquidity. In fact, post-2008, developed
economies moved directly to ‘quanti-
tative easing’, when policy rate chang-
esdid not have the desired effect.

In the minutes of the Monetary Poli-
cy Committee meeting held on May 20-
22, RBI deputy governor Michael Patra
rightly observes, ‘Relative pricestend to
adjustwithin thebudget constraint. For
setting monetary policy, however, it is
the absolute level of prices and its pro-
spective moments that matter This

If money supply does increase because of active
lending, there will be an impact on prices, particularly
if the assumption of negative growth holds
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Policy inflates

warrants acareful assessment of aggre-
gate demand.” He then goes on to talk
about the behaviour of money supply:
Aggregate demand here must be read
asaggregatemonetary demand.

There is a need to clarify one point
here. The injection of liquidity is not
identical with increase inmoneysupp-
Iy The money multiplier depends
upon how active banks are in terms of
lending. Post-2008, the injection of liqu-
idity by the central banks in developed
countries had no impact on general
price level because of poor lending.
Much of the increase in liquidity en-
ded up as excess reserves, with very
little impact on money supply:

Liquidity increase has a dual effect.
Availability of credit will push, on the
one hand, output and, on the other, de-
mand. Studies show that the demand
effect is usually stronger than the out-
puteffect.

Given the seriousadverse impact of
Covid-19, RBI is focused on augmen-
ting liquidity through several chan-
nels: open market operations (OMOs),
long-term repos (LTRs) and reduction
of cash reserve ratio (CRR). At some
point, RBImay alsohave tosupportthe
government borrowing programme,
which is bound to increase. Thus, liqu-
idity will increase substantially:

The impact on money supply can be
significant given the pressure on banks
put by policymakers to lend. In that si-

tuation, can inflation remain quiet?
Thus, the reason for the price increase
will be not supply — demand imbalan-
cesinrelation to individual products—
but the overall increase in money supp-
1y The price increase can come with a
lag. But given the forecast of a decline
in output (GDP), increase in money
supply canonly push prices forward.

No More Surprices
Policymakers can legitimately take a
viewthatahigherlevelof inflationcan
be accepted in a difficult year like this
one. If despite stronginjectionof liqui-
dity, money supply does not increase,
or increases modestly; there will be
negligible effect on prices, If money
supply does increase because of active
lending, there will be an impact on pri-
ces, particularly if the assumption of
negative growth holds. In that case, in-
flation is policy induced.

Itisnot ‘stagflation’. The purpose of
this article isn’t to argue against the
currentstance of monetary policy It is
only topoint out that theactions of mo-
netary policy authorities themselves
have an impact on inflation. In mone-
tary policy statements, a more explicit
analysis of the possible impact of
changes in reserve money and money
supply ongeneral pricelevel isneeded.

The writer isformer Reserve Bank of
India (RBI) governor
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