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UNDERSTANDING

Eye for Inflation

Whatis Inflation? economists see as a classic example of imported

) ) o inflation experienced in the Western world in that
Inflation basically means the rise in prices of goods ; o i
i ] o decade wherein price increases of a key imported
and services. Since price rise affects each and every ) ) )
o ) i constituent impacted the prices of goods across
individual and can drastically affect lives, , }
] ] industries.
especially of the poor, most governments set their

primary goal to control inflation. In other words, Demand pull inflation

success in tempering inflation is seen as a measure

of good governance. Demand-pull inflation arises when the aggregate

demand in an economy outpaces aggregate supply.
Since inflation is related to price increases, we need This is commonly described as "too much money

to understand the various forces chasing too few goods". With increasing per

at play that affect prices. capita income seen in emerging

economies, this aggregate demand

Types ofInflation for goods and services has been

There are basically two main Increasing.

types of Inflation.
How is Inflation measured?
- Cost-push Inflation
There are two main indices

- Demand Inflation (or used to measure inflation.

Supply demand mismatch) The first is the Consumer
Price Index (CPI). The CPl is

Cost-push inflation .
ameasure of the price of a set of

It is defined as persistently rising general goods and services. The "bundle,"
price levels, brought about by rising input costs. as the group is known, contains items such as food,
In general, there are three factors that could clothing, edible oils etc. The amount of inflation is
contribute to cost-push inflation: rising wages, measured by the change in the cost of the bundle: if
increase in corporate taxes and imported it costs 5 % more to purchase the bundle this year as
inflation (when imported raw or partly-finished compared to last year, we could say inflation has
goods become more expensive, often as a  been5% based on CPL

result of currency depreciation). For inflation to be . o
The second measure of inflation is the Wholesale

Price Index (WPI). While the CPI indicates the

change in the purchasing power of a consumer, the

cost-push in nature, increases in input prices must
affect a large proportion of the country's
producers, so as to be able to push up the general ' ' '
. WPI is a measure of change in the prices charged to
price level. , . .

intermediaries. The WPI measures the price at
In history, an ideal example of cost-push inflation which a good is sold to other businesses before the

would be the oil crisis of the 1970s, which some good is sold to a consumer. The WPI actually



combines a series of smaller indices that cross many
industries and measure the prices for three types of

goods: crude, intermediate and finished.

Generally, the markets are most concerned with the
finished goods because these are a strong indicator

of what will happen with future CPI reports.

Though the CPI is a more popular measure of
inflation than the WPI, investors watch both
closely. The weekly inflation numbers that are

released are based on WPI.

UNDERSTANDING

Inflation and Your Investments

Inflation is feared by investors as it grinds away the

value of their investments.

The rate of inflation is important as it represents
the rate at which the real value of an investment is

eroded and the loss in spending power over time.

It is crucial to include measures of expected
inflation when calculating your expected return on
investment. As the most basic example, if you
invest Rs.1000 in a 1-year FD that will return 5%

Inflation Baskets

FOOD, BEVERAGES & TOBACCO

a. Cereals b. Pulses

c. Oils & Fats d. Meat, Fish etc.
e. Milk & Milk Products

f. Condiment, Spices eic.

g. Vegetables b. Fruits

i. Sugar, Honey etc.  j. Non-alc Beverages
k. Prep. Meals etc.

l. Pan, Supari, Tobacco etc.

II FUEL & LIGHT

III HOUSING

IV CLOTHING, BEDDING & FOOT-WEAR etc.
a. Clothing & Bedding

b. Foot-wear

V MISCELLANEOUS

a. Medical care

b. Education

c. Recreation & Amusement

d. Transport & Communicaton

e. Personal Care & Effect

f. Household Requisites

g. Others

Electricity for Railway Traction,
Purified Terephthalic Acid(PTA),
Injection Moulded Plastic Items,
Oxygen Gas in Cylinder,

Railway Sleepers (Cement product),
Thinner,

MS/SS Ingots,

Cold Rolled Sheets,

LPG Cylinder,

Jelly Filled Telephone Cables,
Colour TV Sets,

Computer and Computer based Systems.
Light products,

Power, Lubricants...etc.

Total 453 items
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over that year, you will be giving up Rs.1000 right
now for Rs.1050 in 1 year. If over the course of that
year, the inflation is 6%, the purchasing power of
Rs.1000 has decreased by Rs.60, and you have

actually made aloss of 1%.

What it means is that if you had spent that Rs.1000
instead of investing it, you would have been able to
purchase a larger bundle of goods than was
possible with the Rs.1050 you earned a year later.
However, this is not a suggestion that you spend
This only
highlights the fact that your investment decision

your money instead of saving it.

should account for the expected inflation. The rate
which one arrives at after taking inflation into

account is known as the real rate of return.

This real rate of return = Rate of expected returns -

Rate of expected inflation.

The description above explains why investors
follow CPI and WPI reports so closely. In addition
to being aware of the current rate of inflation, it is
crucial to be aware of the inflation rate which the
experts are anticipating. Both the value of current
investments and the attractiveness of future
investments will change depending on the outlook

for inflation.
Hedging against inflation

Although inflation can erode the value of cash
investments, such as stocks, bonds and FDs, some
people believe that investments in real goods, such
as a home, gold are protected from inflation. This is
because the value of a real good is determined to a
large extent by its intrinsic nature, as opposed to
money, which is valued only for what you can trade
it for. If inflation is high, the price of a home or gold
may simply increase at a similar rate, insulating it

from price erosion.

During inflationary times, one should avoid
investing in longer-dated debt investments. This is
because inflation is usually countered by central
banks by raising interest rates. When rates are
raised, issuing banks/institutions raise the coupon
rates on their offerings. Investors in existing
securities witness a fall in their investment value,
while fresh investors will get the opportunity to

earn a higher coupon rate.

So when it appears that interest rates could rise,
invest in short-term deposits/debt funds so as to be
sufficiently liquid. This way when interest rates do
rise, you will be in a better position to benefit from
the situation.

Long on Equity

If you have the appetite for risk, then
equities/stocks is a must-have in your investment
portfolio if you want to successfully counter
inflation. It has been proven time and again how,
over the long-term, equities can be an effective foil
for inflation.

Sample this - over the last 10 years, the BSE Sensex
has appreciated by 14.7 per cent CAGR
(compounded annualised growth rate). On the

other hand, inflation has averaged about 5.6 per
cent CAGR.

In effect, by investing in the BSE Sensex over 10
years you would have outperformed inflation by a
significant margin (9.1 per cent CAGR).

Of course, investing in equities is easier said than
done. More than the money, it involves 'investing' a
lot of time and effort, which is beyond most lay

mnvestors.

Help is at hand, for such individuals in the form of
equity funds. Investing in equity funds not only
saves you time and effort, but also reduces the risk
of investing in equities through superior
diversification.
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Global imbalance: Fueling Inflation

To understand the present bout of inflation, let us
at the outset understand the functioning of the
global economy, which is in a state of extreme
imbalance. This is simply because developed
western economies, particularly the United States,
are consuming on a massive scale leading to
enormous trade deficits.

Crucially, their extreme levels of consumption and
imports are matched by the tendency of the
developing countries in having an export-driven
economic model. Thus while a set of developing
countries produces, exports and also saves the
proceeds by investing their forex reserves back in
these countries, developed countries are
consuming both the production and investment
originating from the developing countries.

In effect, developing countries are building their
foreign exchange reserves while the developed
countries are accumulating the corresponding debt.

What is the reason for this imbalance in the global
economy? After the Asian currency crisis, many
countries found it better to be with the Dollar.
They saw the US as a safe haven and started
investing in US treasuries. This was done despite
getting lower yields as compared to other growing
economies and maybe even their own.

The developing countries are thus stacked with dollars
in forex reserves. Hence, any devaluation in the Dollar
is hurting these economies more than the US.

MORE MOUTHS TO FEED ‘

The world’s population is increasing
steadily, stoking higher demand

1950 1975 2000 2025 2050

Implicitly it means that the developing world is
subsidizing the rich developed world. Put more
bluntly, it would mean that the US has outsourced
even defending the dollar to these countries, as a
collapse of the US currency would hurt these
countries holding more dollars in reserves than
perhaps the US itself!

Naturally, as the players fear a fall in the value of
the dollar and reach out to invest in other assets,
commodities being one of them, their prices begin
torise.

With equity markets showing huge bouts of
volatility, investors have started to invest their
money into commodities as well. Overflow of
money into this asset class has escalated prices of
commodities.

Besides these factors, inflation in commodities to a
large extent has been due to the demand-supply
mismatch that is seen in emerging economies of the
world.

The Economist's commodity index shows a rise,
over the last 12 months, of 32.2% for all
commodities and 54.3% for food. Crude is up
66.4%. There is a wide recognition that such a rise
in these prices has come about on account of a huge
spurt in demand outstripping additional supply,
rather than any artificial supply squeeze (as in the
case of the oil shocks of the seventies). The spurt in
demand comes from the rising prosperity in

THE ASIAN EFFECT

Much of that demand will come from nations in

Asia, in particular China and India

I China Developed nations

[ Emerging Asia (ex India, China) Il India

I Latin America Sub-Saharan Africa
West/North Asia
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emerging economies, particularly India and China.
With growing prosperity, the resultant additional
demand for commodities and energy is huge.

The demand - supply gap also arises from

1. Production shortfalls arising on account of
drought in the southern hemisphere. Australia
and Brazil have been affected badly on
account of poor harvest.

2. The diversion of corn to biofuel, sending
prices of substituted food grains soaring.
Therefore global wheat prices have continued
torise.

Going forward the demand for wheat is expected to
rise while world production is likely to decline even
further. As a result, global food stocks, already at

historically low levels, may fall further by 20 per
cent. Therefore, the upward pressures on
domestic prices of wheat are expected to
continue in the short term. As such, international
prices of wheat have been higher than domestic
prices. This explains why despite the government
lowering import tariffs on wheat to zero,
the quantity of imports haven't increased
significantly.

While transient factors such as droughts are likely
to sort themselves out over time, the shortage seen
due to diversion of crops is more structural and
long term in nature and can be only countered
through a conscious step up in production and
streamlining distribution of present output. Thus
monetary policy changes alone would not suffice to
harness inflationary pressures.

Possible measures to control Inflation

- Increase agriculture output: Thereisa strong case to
increase agricultural output. The challenge is to meet a
secular rise in the demand for every agri commodity
and not to switch crops from those with less demand
to those facing higher demand. This means a
combination of bringing fresh land under cultivation
and hiking productivity of existing tilled land. Bringing
fresh land under cultivation is scarcely an option for
countries like India and China. But Brazil, Argentina,
Australia, etc, can do this relatively easily. Bulk trading
entities in the public sector as well as organized retail
players should undertake contract farming in these
land extensive economies.

- Better transport, logistic and storage facility: There
is plenty of room for India to raise farm productivity.
The biggest challenge here is to build rural roads, so
that additional output in interior villages can be
transported outside to integrate into the national
market. Without such integration, a lot of potential
output is forgone: any increase in output in a closed

community only serves to lower prices, depriving the
farmer of any incentive to increase output. Better
storage facility like deep freezers and warehouses
should be built to increase the life of agriculture
output. Necessary steps should be taken to facilitate
global coordination, for rational distribution of the
existing supply of scarce commodities.

- Fiscal measures:

e  Allowing the rupee to appreciate. This will make
imports cheaper and more affordable. However
a strengthening rupee has its own flip side (that
of hurting exporters by making it expensive)
and is thus only a temporary measure.

e Other measures like hike in CRR to squeeze
excess liquidity and practicing LAF (liquidity
adjustment facility) like MSS, issuances of
special bonds and government securities which
would suck out excess liquidity and help control
inflation from cost push.
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The changing face of inflation

If you have been tracking the global and domestic
financial markets, even remotely, you would have
observed that “inflation” seems to be the most
talked about subject. Whilst the real impact of all
this for many of us could be muted, it remains
imperative for us to surmise the real situation and
comprehend how it could affect our investments,
and ultimately our living.

Inflation in India, as measured by the Wholesale
Price Index (WPI), has been on an upsurge since
February 2008 after months of remaining subdued.
Though the under-currents of inflation scare were
always looming over us, the policy makers had
contained inflation largely during the later part of
2007 and early part of the current calendar year.
Indeed, after touching multi year highs of close to
7% during first half of 2007, headline inflation had
reached as low as 3% during the second half. It is
now evident that the control over inflation was
short lived as we now live with the same headline
number reading 7%+ figures. Admittedly, the
Reserve Bank of India has consistently expressed
the looming fears of possible upsurge in prices. And
now with the fears having materialized, we need to

look at measures that would be needed to combat
inflation.

It is a well known phenomenon that inflation hurts
because it reduces the purchasing power of money.
The rise in price levels could make consumers scale
down their spending, or in the worst case even force
them to utilize their long term savings to meet their
expenditure. It goes without saying that the rise in
prices would not hurt or would hurt less if general
income levels rose correspondingly with inflation.
However with income lagging inflation, it is
consumption that gets hit adversely which thereby
slows down economic growth.

Inflation and growth have always been two
variables that have moved in tandem, though in
opposite directions. Higher inflation warrants
higher interest rates and reduced spending,
thereby impacting growth. Vice versa, lower
inflation is one of the most prominent factors that
fuel growth in any economy. This explains the
fascination for this variable among policy makers.
In a country like ours, the political angle also
assumes significance.

Inflation across the world




