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UNDERSTANDING

Managing Inflation Through Monetary Policy

Monctary policy is the process by which the
government with help of the central bank controls:

i1} the supply of money iAdding money mto the
COOTOmy )

i) availabthey of money (Taking some money out
of circulation)

(1) costof money or rate of nterest {Cost of credit)

These steps are taken to induce growth of the
economy in a stable manner. When the economy
grows in an unbridled manner, it causes an increase
i the rate of inflanon. Hence this growth has to be
managed in such a way that inflationary forces are
contained while the economy grows.

Monctary policy 15 generally reterred to as either
heing an expansionary policy or a contractionary
policy.

An expansionary policy increases the total supply of
money in the economy while a contractionary policy
decreases the total money supply in the sconomy.

Expansionary policy 15 traditionally used to
combat a recession by lowening interest rates.
Lowered interest rates means lower cost of credit
which induces people to borrow and spend thereby
providing steam to various industries and kick
starting a slowing economy. An expansionary
policy is also known as “accommodative” as it
helps to spur growth of the cconomy.

On the other hands a contractionary policy results
N INCreasing interest rates to combat intlation (or
cool an otherwise owverheated economy)l. An
economy growing in an uninhibited manner leads
to intlabion which s reterred to as an overheated
economy. Hence increasing interest rates increases
the cost of credit thereby making people borrow
less. Due to lesser borrowing the amount of money

in the system reduces which i tum brings down
mflaoen and slows or cools the economy, A
contractionary  policy 15 also known as a tight
policy as it tightens the How of money to contain
inflationary forces.

Otherwise the monetary policy 18 neutral which
neither aids growth nor shows it down.

It should be noted thar be monetary policy should
always be aligned to the hscal policy of the
povernment. [Fiscal policy is the government's

borrowing, spending and taxation plans)

Monetary policy rests on the relationship between
the interest rates in an economy, that s the price at
which money can be borrowed, and the total

supply of money. Monetary policy uses a vanety of
tools to contral one or both ot these, to influence

ootcomes  like economic growth, inflaton,
exchange rates with other currencies and

unemplovment.

There are several monetary policy toals available to

achieve these ends.

1. Increasing interest rates {repo rates, reverse repo
rates, et

2. Reducing liguediry by sucking our excess money
trom the system.

3. Increasing reserve { CRR) requirements.

All of the above tools have the effect of contracting
the money supply and if reversed, they help in
expanding the moncy supply.

The monetary policy 15 set by special institutions
called central banks {such as the Bank of England,
the European Central Bank, the Federal Reserve
Svstemn in the United States, the Bank of Japan or
Mippon Ginko, the Bank of Canada, BBl erc.)




UNDERSTANDING

How does the monetary policy function?

The primary tool of the monetary policy entails managing the quantity of money in circulation through the
buying and selling of various credit instruments, foreign currencies or commodities, All of these purchases
or sales result in the increase or decrease of the base currency entering or leaving markert circulation. The
tools that are used by the RBl are as follows:

Increase / decrease in lending rates; From time to time, the RBI makes an adjustment in its lending rate (repo
rate) in order to influence the cost of credit. By doing so it makes borrowing expensive, thereby discouraging
borrowing. This brings about a reduction in the money in the system and helps lower the inflation rate.
However a reduction in borrowing also slows down the economic growth and hence this method needs to be
deployed after analyzing and understanding the impact of such a step on the economic growth. Due to this,

the central banks resort to other methods as a means to the same end of lowering inflation.

Fig.: 1
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LAF or Liquidity Adjustment Facility: It helps to inject and sterilize iquidity trom the economy. Under this,
the RBI conducts daily auction of repos and reverse repos to manage liquidity in the system. (Repo s the
activity through which banks borrow money from RBl while reverse- repo 1s the activity through which the

RBl absorbs excess money from the system).

In other words, if the RBI wants to reduce money supply, it will absorb money against security of
government securities. On the other hand if RBI wants to inject money into the system it would do so in

exchange for bonds thatis available in the banking system.
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.. Reduce liquidity

RBI uses repo & reverse repo
to...

..Induce liquidity

MSS or Market Stabilization Scheme: Whenever liquadity in the system increases, the RBI intervenes to
stabilize the system. The central bank does this by issuing fresh Bonds and Treasury Bills in the open market.
By injectung the bonds and sucking out the excess money, the RBI contains the inflationary forces and cools
the economy. This tool was used extensively at the time when dollar inflows into our economy were very
high, resulting in rupee appreciation. In order to stabilize the exchange rates, the RBI first boughr additional
dollars thereby stabilizing the rate of exchange. The excess rupees for the dollar purchases was subsequently
sterilized through MSS. The MSS 1s generally a short term action and is independent of the government's

borrowing program.

Fig.: 3
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CRR: Cash reserve ratio is the statutory requirements levied by RBI, for banks to set aside cash with the RBI.
The reserve requirement is a bank regulation that sets the minimum cash reserves each bank must hold in
order to meet withdrawal demands. It 1s defined as the percentage of total deposits thar the bank holds as
cash. The reserve ratio is sometimes used as a tool to contain inflation. By increasing the CRR, the RBI
decreases the lending capacity of the bank to the extent of the increase in the ratio. Thus when the CRR was
raised from 7.5% to 8.25% the banks were deprived of lending to the extent of 75 basis points of their
deposit value.
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Minimum Cash Reserve Ratio (CRR)

The People's Bank of China oo uses change in

reserve requirements as an inflation-fighting tool Eurozone | 2.00
and has raised the reserve requirement nine times in Slovakia 2.00
2007 alone Switzerland 2.50
e Chile 4.50
However, there are several western countries that hk,“mn 7.00
) _ ) i India 8.25
do not deploy this tool for inflation containment. Latvia .00
Cash reserve ranio in several countries across the Burundi B.50
; . i Hungary B.75
world are depicted in the table as under: g s
Cash Pt . . United Stares 10.00
: ASI reserve ratio i vartons countries | Erfanka 10.00
- .1 Bulgarna 12.00
Austraha None Lh:nn_ 16.50
. Estonia 15.00
Canada None .
) Lambia 17.50
Mexico None C
‘roana 19.00
New Zealand None iy
Tajikistan 20.00
Sweden None i
United Kined N Suriname 35.00
nie ngdom None Jordan 80.00
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Inflation and commodity futures

Commodity furures have been in the himelighe over commodities. For instance, a farmer whao is expecting
the last few months. Some have felt that it is one of the a harvest of nce after 3 months is exposed to the nsk
kev reasons for fuelling inflatton and has aided the of price flucruanons. If prices rise he will have nothing
prices surge for some commaodities. o complain but in case the price falls then he will have

Az avesult of this, the government has banned trading by bésr thicloases.

in some commodities: like wheat, sova, oil, chana, Henece in order to mitigate this nsk, the farmercan sell
rubber and potato, the same quantity of rice in the turures marker at the
: current price with a promise to deliver the same at the
As expected, the move has come in for a lot of g
; i specified furnre dace.
crificism  from  various pockets of the market,
especially the commadity brokers, Understandably, Obviously, it the price nses in the spot market, the
no trading means lower volumes and loss of farmer will still have to deliver the agreed quantity of
brokerage income. rice at the agreed price. He wall thus have to incar an
opportunity loss by selling his harvest ar the agreed

However, let us take an wnbiased look and try to ; ;
contract price as against the market price.

understand the relaoonship berween 3
3 However this is what sets up the market and

commuoditics tutures trading and inflation.
acts as motivation for the buver of the

Sa to begin with, let's understand wihat Fufures contrace,

are commodiry fistures.
yfu However, a person using futures trading

A Futures conrract (or Futures) s a for hedging his underlying exposuref

product which gers traded ina commodity mvestments must not worey about this

exchange. It 15 a contract on any underlving opportunity loss as his objective is o guard

commaodity like Gold, Rubber erc. Under this himself against uncercaintics.

contract, the settlement s done ar a predetermuned . ; .
& P Mow, using futures in this way for genuine hedging

price on a future date entered at the fime of sigming 4 not cause any major prablems. Howeves
M5 L ! 5. .

thie contract.
problems arise when people start to speculate using

For example, furures trading.

1. ©OnMay 1, Mc A ageees to buy 1kg of Gold from For example, a person who does nor have any rice to

Mr B and the settlement of thes trade to be done sell agrees to sell predicting a fall in price, Thus he 13
on June 30, 2008, taking a chance, If prices were to fall in line with his

forecast, he would then buy the rice and immediately

2. The rate at which rhe deal wall be sectled will be
decided on May 1.

sell it ar the agreed higher price based on the coneract

and pocket the difference as his profit. If more people

3. In other words, irrespecrive of the price stmilarly start to speculate and sell, the prices will get
maovement in Gaold berween May 1 and June 31, depressed in the futures marker which will also have a
the deal will be sertled ar the price decided on downwards effect on the prevailing prices.

May 1. This becomes a futures contract. _ ;
In the same manner, if speculators start purchasing in

Thus, futures' rrading helps o effectively hedge the the futures market based on their forecase that prices

rsk of upwards movement in the prices of are set to nise, the demand thar gets aggrepared in the




futures market leads ro price rise. When such a
scenanie occurs, traders in the spot marker get
tempred to hoard the commodicy and sellitata higher
cost in the future. This kind of a sitwation impacts the
prices in the spor market driving it upwards and

causes inflation rates o nse.

The following example wall illustrate the impact of

futures market on the spor market,

Let's assume that the current marker price of wheat is
Rs.200- per kg and the futures price for July montch
delivery s Rs. 21/~ If many traders think thar the
prices of wheat conld nse in the coming weeks due to
some  factors? They would not buy additional
quantitics of wheat from the spot market since they
will have to make provision to store the same which
would be both cumbersome and costly. Hence they

buy into whear futures.

This incremental demand caused the price to rise from
Rs.21 1o Rs.22. If this continues, the price can go up
to any levels depending on the demand supply facrors

iri the Putures segment.

Mo, if it rises to levels like Bs. 25 or Rs. 26, the spot
sellers might be induced to wait for more time before
selling their srock. This will result in decrease in
supply in the spot marker leading to price increases

there as well,

This is the concern thar has led o0 ban on futures

trading so that it docs not resulrin undue speculation.

The derractors of this policy measure have their own

arguments againse this move:

1. The Wholesale Price Index (WPH has been close
tey 8% which 15 an area of concern. Bur since the
contribution of some of the banned commaodities
is only 4.2% approximarely, it means thar a 10%

rise 10 these commaodities wall result in a roughly
+.42% change in the WP index.

2. The futores marker being the main source of

information for the farmer helps him o plan his

UNDERSTANDING

production of crops in a steady and scientific
manner. It is important to note that commadity
production has a long gestation period and supply
cannmt keep pace with fuctoating demand.
Hence information abour the future becomes all

the more essenrial,

For example, the furores market will give the farmer
an indication that one of his crops, lers say whear, is
trading ar a high price. This informarion will allows
him to plan his future crop in which he will increase
the proportion of whear instead of, ler's say
sugarcane, which is being waded ar a2 moch lower

price in the futures market.

This kind of planning is advantageous on several

Councs

2. It helps the farmer plan for better profits by
tocusing on crops which will give him better yields
therehy increasing his productivity. In the above
example the increase in supply of wheat combined
with the decrease in supply of sugarcane will
increase his produoctivity and provide better

yields.

b, The increased wheat and decreased sugarcane
supply (w.rt the example discussed above) due to
the adequare and accurare information broughs
about by the existence of futures market helps in
moderating the prices of both commaodiries in the
lomg run. The informanon thar fotures rading
provides is transparent and truly representative. e
helps the common man (farmer) plan his activicy

in a sceentific mannet.

However in the absence of the furures miarker, the
farmer gets the price set by the government in the spot
market rather than the prevailing real demand. This
leads to subsequent shortages leading o price
escalation in the long run. Afrer all production
volumes cannot be increased at short nozice. Also,
affows unscrupulows: meddle men who are berter
informed to use unfarr means such as hoarding erc tor

personal gains.
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Monetary Policy - Linkages Across Economies

While the developed economics have been losing prime probiem that subsequently reared its ugly head.
sleep over the risks of financial meledown and Druring this period, China and Gulf ail exporters
recession, the worry of emerging economics has been purchased American Treasury bonds, This was done
"Rising inflation’. Chana™s intlation race has jumped for the following reasons :

ro 8. 3% from 2.2% inearly 2007; Bussia's is running ) )
: I. To park their savings i a stable asset like the US

dollar

at 13.3% [sce chart). HSBC forecasts that the average
inflatton rate in emerging economics will rise to 6.6%
this vear, the highest in tenvears. 2. In order o hold down their currencies whach

: would benefit chetr export strategics.
e reason for this rise ininflation is che suege in food

and energy prices. Food accounts for a bigger share of It was this demand of US Treasury Bonds by these

spending in emerging economies like India nations which lead to the increase in the price

of the bonds, thereby reducing

than in developed cconomies like

the US. Therefore rising their yields. Since the yiclds

ﬁﬂ‘lil‘l H.I'll.‘l meat prices WErS ROl AMMracnve any

have a bigger impact more, It drove
On emMerging domestic

cconomics  than INVESTMCNT  INEo

developed ones. rex| estace
While this is the

supply side

giving eise 1o the
howsing  boom.

problem; lax Low yields also

monetary policies ENCOMESECd

are alse to he mvestars o seck
blamed for adding

fucl o the infladonary

higher returns n
riskier assers, such as

forces. morgage-backed securinies.
Evenrually chis led o the bursting of
As America comes to terms with the

: the housing bubble and che. infamous sub-prime
possibility of a recession, emerging economies on the

other hand are displaving handsome growth rates in prakles:

the vicinity of 6.5 % which 15 abour fowr times thar of S0 the monetary policies of some countries driven
developed nations. Thus some amount of decoupling purely by the need to control exchange rates in a way
15 being observed. Bur this decoupling effect is not started this encre problem. It 1s this same exchange
seen in the monetary policies of developed and rate policies that are leading emerging economies to
developing narions and rchis linkage 1 monerary run overly loose monetary policies.

olicics complicates matters. i :
i 4 Many emerging countrics still peg their currencies to

Ler us go hack to the period which witnessed the the dollar bur most try to limic the amount of
housing hoom in America. It is interesting ro note that appreciation. This means that as the Fed cuts rates
emerging nacions are partly o blame for the sub- there 15 pressure on emerging economics to do the




same, o prevent capital inflows from pushing up
their exchange rates. However they should acroally
be downg just the opposite as nsing inflation 1s whar
they should be combating. However by cutting
interest races and inducing demand, they are only
adding fuel into the mflavon fire. This surging
demand i emerging cconomics boosts commodity
prices and further reduces the spending power ot
developed natons like the US. Hence their ceneral
banks cutr rates further. Thus the incerest rate ovele
begins once agan across several nanons leading 1o

more growth ininflation and more sutfering.

Such loose monetary policies have had stamling
results with regards to real interest rates. In China

and Russia, actual real rates are negarive against

I ieflated by cheap money
Bl abzam-ieim miveen i rans, %

COFALETHY S
%o rheinga oris e Baie

[ JF L P
] poiEy fiiw rale

o 0 0d fE s D7 JE |

Sy Thamsrer Gulciniey, Blgrjed Tladay, fake b SLEHES Wil o

estimates of neutral real rates of B% and 3%
respectively  (Neutral rates are those thar would
balance economic growth as well inflation favorably
for the naton), In India, real rates are close to zerostll
far below the estimated neutral rate of 6'%. Only in
Brazil are real rates positive and above the neueral

rare. Admitredly this ignores other dightening

UNDERSTANDING

measures thar central banks use, such as banks'
reserve requirements |both India and China have
been sreadily increasing them). Nevertheless, i is no
coincidence thar Brazil has cthe lowest inflation rate of
the towr countrice. Russia, with the lowest real
intercst rares, has the highese inflation. This also
explains what drives the Indian government oo
increase CRR onoa regular basis and desist from
InCreasing interest rates. If incerest rates are increased,
cconomic growth, which s already showmng signs
of a slow dows, will further decelerate. And of rares

are decreased, then inflanon will boose uwp rise up

further,

Another manner of managing overheated emerging
ecomomies i& to let their currencies rise. This would
help to curb infladion by reducing impore prices, and a
flexible exchange rate would create more room for an
independent monetary policy withour getting roo
caught up in following the monetary policies of
developed nations. As is the case with every policy,
there are caurions thar need to be ohserved. Allowing
these currencices ro appreciate too much could lead o
a flood of foreign capital as was the case in India very

recently, eroding export competiriveness.

Yer another oprion and the one most likely 1o be
pursued 15 to do noching apart from slapping on some
remporary price controls, and hope thar inflation
pressares will soon ease. The Indian government did
adopt this policy during the earlier part of the year
with the hope thar inflation pressures would ease our.
However since inflanon continued to rise, the RBI has

had to slam on the monegary brakes by inceeasing the

CRE rates.



LEARNMNING SERIES BY PROFESS0OR SIMPLY SIMPLE

Understanding Fiscal Deficit

The government needs moncy
tor s huge expenses. We can
broadly divide government

EXPEECS INtD Do Ty pes:
1. Revenue expenses
2. Capital expenses.

The by the

government tor paving salary

ITLCRE Y E'FI":"I'IT

ter 1ts staft 16 revenue expense,
and the money spent tor
constructing a  hospital s
capital expense.

50 how does the government meet these expenses?
The government finances its expenses by

1. Revenue by direct and indirect taxes.

5
—_

Revenue by non-rax means which include:

*  Revenue receipts: These include dividends
received from public sector compamies,

fees, fines, forfeitures etc.

o Capital receipts: These include sale of
P5Us, recovery of loans, borrowings of the

ROV ETRIMCT.

Revenue receiprs are recurring in nature hke the
salary you earm while capital receipts are
nccasional in-flows like the proceeds you may

recerve on selling vour house,

Soowhiere 1s the deficit?

* The expenses that the government incurs are
always more than the income 1t makes. This

difference or deficit 15 known as  “Fiscal

Deficie™. It is expressed as a percentage of GDR.

# The fimancing of this deficit 15 known as

“deficit financing ™.

So how is this deficit financed?

* Through government borrowings:

It
borrowings of the government as revenue in

15 due to this reason we had incleded

one of our earlier point.
DR

*  Through printing of additional currency notes.

Which is a better option then?

*  Borrowmg money from the market is a better
opticn because if the government were to print
more notes it wouald mcrease supply of money
in the economy therehy reducing its “buving
power” and causing inflation.

*  Inflation would hurt one and all making the
government un-popular.

#  Therctore borrowing trom the market 15 a
better option as it does not alter money supply.
But this too cannot go on endlessly. To

understand this let's loolk at the nexs Poine,

Crovernment borrowings too have a limat.

&  Borrowing money from the market cannot be
an endless strategy purcly because there is
limited money in the market and needs to be

made available tor other borrowers as well.

*  Too much of borrowings will drive up interest
rates making credit expensive and therchy

pul‘t]np‘ PEESSLITT O F‘I!'iL'I’.'!i-

*  Hence the only way to contral the dehicit in the

long run is by spending less and earning more.
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Winners across product categories

Tata Balanced Fund @ Tata Infrastructure Fund

Tata Liquid Fund
Balamced Fund Category Diversified Equity Fund Category

Liguicl Fund - Institutional Category
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Celebrating 10 years
of consistent performance

Tata Pure Equity Fund is proud to celebrace 10 years of

consistent performance. The past decade hasseen numerous
ups and downs in the ..:.'lp.'i:.'|| markers, Bur Tara Pure Equirty I A I A

tund has consistently nutj:-:r!"m'mu:-_i the market over the

long term and delivered good returns to its investors. PUHE EQUI I '

Perlormance al a Glanee (%) CAGR as on 315t May 08 S — FU N D
Since Inception  Last5years  Last 3 years Lasi 1 Year
3243 44,84 33.69 1640

Past Performance of the Scheme may o may not be sustaned in future. Benchmank Returni SENSEX)Last 1 year 12.83%, Lasi Jyears
34.67%. Lastbyears 38.30%, Since Inceplion 14.85%. Aeturns are given for growth optian, Dividends assumed to be reinvested. While
calculating refums dividend distribution tax iz exciuded.

Call us at: 1800-209-0101 SMS: TMF to 57575 E-mail: kiranitataamc.com  Website: www. tatamutualfund.com
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