India’s monetary policymakers can’t ignore the impact of money supply or liquidity on inflation

Hear the Liqui
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~w~ nflation has emerged as an im-
portant concern in most coun-
tries, including the US and In-
| dia. In the US, the consumer
~"= price index (CPT) inflation had,
in December 2021, touched a very high
level of 7%. One year earlier; it was on-
ly at1.4%. In India, CPI inflation stood
at5.59% in December:

Asearly as January 2020, it had tou-
ched 7.59%. Thereafter, it started com-
ing down. However, it touched again a
high of 7.61% in October 2020, It again
started coming down, and after touch-
ingalowof 4.35% in September 2021, it

al Reserve has taken the view that the
current level of inflation in the US is
too high and has, therefore, started
initiating measures to tighten mone-
tary policy Indian policymakershave,
so far, taken the view that growth is
important and that the level of CPI
may moderate in the future. They
have, until now, continued with the
same policy stance of being accom-
modative. This is partly a matter of
personal judgement and partly de-
pendent on expectations of the future
behaviour of inflation.

Getting a Grip on Inflation

This aspect is related to the second
question of the causes of inflation.
One may not go the whole hog with
Milton Friedman who had said that in-
flation was always a monetary phe-
nomenon. By the same token, we can-
not completely neglect the impact of
money or liquidity Not only policy-
makers, butalso policy analysts—and
editorial writers—tend to ignore this.
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These other indica-
tors of price behaviour cannot also be
ignored,

In this context, two questions arise,
One relates to what the acceptable lev-
el of inflation in the context of the im-
pact of Covid-19is. The second centres
around the factors that should be tak-
en into account while analysing the
cause of inflation.

On the first question, the US Feder-

argument appears to
be that there is no demand pressure,
and supply considerations alone affect
prices. It is further argued that as the
supply situation eases because of the
removal of Covid restrictions, prices
will come down.

Even if one were tolook at the prob-
lem from the demand side, what is rel-
evant is ‘monetary demand’. In the US
case, it is very clear. Tt is the extraor-

Supply shocks can only affect relative prices, but not
the general price level, unless they (supply shocks)
are accompanied by liquidity expansion
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RBI, Gol, don't forget the iceberg

dinary increase in liquidity and the
ballooning of the balance sheet of the
Fed that has finally resulted in price
increases not seen in the last several
decades.

Itisinterestingtolook at the data on
liquidity in India a little more closely:
The table enclosed provides the infor-
mation on liquidity growth. Reserve
money growth since April 2021 has re-
mained high, although year-on-year
growth has shown some decline. Mon-
ey supply growth has been subdued —
that is, less than the growth rate of re-
serve money, It is not far-fetched to see
the cause of somewhat lower growth
inmoney supply.

The credit growth has been lower
and, therefore, the meney multiplier is
low. Supply shocks can only affect rela-
tive prices, but not the general price
level, unless they (supply shocks) are
accompanied by liguidity expansion.

Thecaseforaneasy money policy in
the context of a situation such as the
one faced after the advent of Covid-19
can be well understood and appreciat-
ed. But its possible impact on price lev-
el should not be missed. The focus on
the level of interest rate should not
hide the relationship between quanti-
ty (liquidity) and price (interest rate).
The resurgence of the term ‘quantita-
tive easing’ cannot be overlooked,

While making forecast of inflation,
policymakers must take into account
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the possible impact of their own ac-
tions. It is well understood that the
process of ‘money creation’ involves a
process of ‘credit creation’. Thus, the
expansion of money has a dual effect
—on ‘output’ and on ‘demand’ — and,
therefore, on prices. The demand effect
isimmediate, while the output effect is
lagged and sometimes uncertain.

OutputasthePeg

This approach is a far cry from the
original quantitative theory of money.
It moves away from the assumption of
constant ‘output’ or ‘transactions’. We
need to be aware that after two years,
output is back only to where it was in
April 2020, Meanwhile, money supply
has increased, which will stay at that
level.

Monetary policy is always confront-
ed with the problem of notonly what to
do but also when to do— or not to do.
The time has come for India’s moneta-
ryauthoritiesnotonly to‘pause’ butal-
sotogiveasignal of achange in stance.
This does not mean that the growth re-
covery will be impaired. The biggest
gainer of the expanded liquidity so far
is the government. Keepitg the inter-
est rate low artificially has its own im-
plications. ‘Financial repression’ can
alsodosome damage.
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