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“Inflation and its possible causes” by S L Rao

   Prices of food products rose by over 20% in 2009-10 and continue to rise; over 12 months in 2010-11, so did non-food articles. With rising crude prices and government wisely deciding not to hold back retail price increases, fuel and lighting have also risen. Electricity prices may not have risen but the losses of the distribution enterprises in the states have mounted to over Rs 60000 crores because the necessary price increases have been withheld.  

   Many factors affect prices. Supplies fall short because of crop failures or reduced imports; world commodity prices rise because of crop failures in usually surplus countries; measures like the American subsidies to their corn farmers for producing ethanol from corn for adding to petrol, diverting land from other food crops; rise in crude oil prices and consequently of gas and coal; prosperity makes demand increase at faster rates than before; money supply increases, government deficits increase and add to the liquidity in the market; there is speculation and hoarding; large inflows of foreign investment funds add to the money supply. 

   What are the measures available to control inflation? Imports of the commodities whose prices are rising can increase if adequate supplies are available. Stern action against hoarding can release more stocks into the market. Government can cut expenditures and reduce deficits, measures that can reduce employment, incomes and demand, and will hurt growth; money supply can be tightened by raising the cash reserve ratios and statutory liquidity ratios held by banks with the Reserve Bank, thus reducing banks’ ability to lend; interest rates can be raised, thus reducing the borrowings and reducing liquidity; foreign investment funds can be controlled. 

   What might be causing the inflation of the last two years? Demand has risen rapidly because of economic growth, infrastructure spending, and social welfare programmes like the national rural employment guarantee scheme. Even though the scheme is under spending, missing many deserving beneficiaries and theft, it has added to the purchasing power of the rural poor. Agricultural productivity in India has been falling for most crops and the inefficient distribution chain spoils much. With rising demand, supplies have been short, and aggravated by bad decisions to export. While the Reserve Bank has been trying to control liquidity and reduce demand by raising interest rates, the money supply is not entirely within its control. Volatile foreign moneys flow in and out through mechanisms like the Mauritius and other small tax havens (free of short-term capital gains tax) and anonymously through participatory notes. These get converted to rupees and add to money supply. With the India growth story in contrast to the static or slow down in the rich countries, foreign funds are flowing more rapidly into India and affect liquidity and prices. 

   With over 300 million very poor, food and fuel inflation hurts them. These prices hurt urban and rural poor, and especially the large numbers of marginal farmers, landless labour, tribal people, etc. If public distribution were efficient, we could have reached money or cheap food to them, But the present physical public distribution with procurement, storage and distribution of grains, kerosene, etc., is inefficient, wasteful and corrupt. Distribution of vegetables is through a few wholesalers who make windfall profits from speculation and rigging the market, also does not benefit the farmer. Poor storage and transportation facilities lead to much wastage.   

   An appropriate policy to moderate inflation would include strong social safety nets for the poor that identifies targets and makes available cheap food and vegetables to them. Cold storages in rural areas and air conditioned transport are a must. For this purpose we must allow large retail chains to enter into distribution of fruits and vegetables. We need a more sophisticated mechanism to establish when shortages are likely and enter international markets unobtrusively and in time so that imported food is available at affordable prices. The same must apply to industrial materials like palm oil for soaps and other chemicals and intermediates. We must quickly introduce the goods and services tax so that there is uniform taxation around India on all products and also fuels. An independent regulator must closely scrutinize technical and financial performance of oil companies. The Regulator must permit reasonable returns but not windfall profits. Electricity regulators must do the same with electricity generation and distribution so that thefts are reduced, efficiency improved but tariffs are in line with costs and the utilities do not accumulate debts. Foreign money inflows must be made less volatile by taxing them when flowing out of India in say, less than one year. The tax evasion routes and the tax shelters in Mauritius and elsewhere as well as the mechanism of participatory notes (also a channel for havala), must be closed. This will improve tax revenues, reduce deficits and enable the Reserve bank to control most liquidity fully and enable monetary instruments to control inflation. Government expenditures must be subject to continual audit by external private auditors so that the theft and waste are minimized, and they deliver what they are supposed to do.

   The answers are well-known. The government does not have the will to act. (869)

