Are we going back
towards the era of

‘Volcker Shock’?

A potential risk, especially for emerging market economies (EM), is the downward pressure
on their currencies due to gain in dollar index. Though in recent times the dollar index
has shown a bit softer trend, several EM currencies faced peer pressures.
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ile U.S. consum-
ersareirritant on
several aspects,

including healthcare and
gun violence, most of them
are now concerned about the
elevated inflation reaching
9.1%, possibly a nightmare
knocking at the door of every
U.S. citizen, which happened
forty years back during the
Paul Volcker and President
Richard Nixon inflation era
during the 1970s. Histori-
cally, the first inflation in U.S.
during the period 1946-48
had its roots in the military
build upin World War IL Fed
placed close to $100 billion

in war orders. Later, during
1969, the conventional Philips
curve wisdom was broken,
inflation soared up to 5.5%
due to government spend-
ing and budget deficits. A
new term “Stagflation” was
then coined up to indicate
that both unemployment
and inflation both was rising.

The Vietnam war that
started during the era of the
36th U.S. President Lyndon B.
Johnson, continued fiscal ex-
penditure pressure under the
era of the subsequent Presi-
dent Nixon, but more inter-
estingly, Nixon put toan end
to the “gold convertibility”

of other countries’ curren-
cies vis-a-vis U.S. dollar, as
it was extremely difficult for
the U.S. to maintain supply
of gold which was depleted
faster amid rising demand
from other countries’ due to
the erosion of dollar value
amid rising U.S. inflation.
After assuming Fed Chairin
August 1969, Paul Volcker
showed a much stringent
“hawkish” stance regard-
ing the monetary policy.
The interest rates have been
increased from 13.7% in Oc-
tober 1979 to 20% by 1981.
Before, that, by January
1980, U.S. entered recession.
Though, after that Fed took a
relatively softer stance, nev-
ertheless, in July, 1981 unem-
ployment reached at 10.8%.
In August 1987, when Volcker
left office, inflation reduced
to 3.4% from its earlier peak
0f 9.8% in 1981. Since then,
U.S. inflation remained be-
low 5%, only in 2022, it has
started again picking up to
reach now at 9.1%. In the
current context, Fed Chair-
man Jerome Powell, after 75
bpsrate hike, has highlighted
that the Fed is “not trying to
induce a recession now.....it's
our goal to bring about 2 per-
cent inflation while keeping
the labor market strong.”
However, as lucidly ex-
plained by the “Dylan Mat-
thews” in a Vox Column,
the path may not be smooth,
citing what Larry Summers

have mentioned as “We need
five years of unemployment
above 5 percent to contain in-
flation — in other words, we
need two years of 7.5 percent
unemployment or five years
of 6 percent unemployment
or one year of 10 percent
unemployment.” Fed is
concerned about the wage
inflation too, as increasing
labour costs can also feed up
to already buildup inflation.
Wages and salaries for the
private sector workers have
showna risingtrend. U.S. en-
ergy crisis is a big issue now,
the price of natural gas has
skyrocketed. Electricity and
fuel prices are likely to be vol-
atile further, going forward.
Procurement and installation
of renewable energy projects
are expensive as well as need
upgradation of power grid in
several parts of the U.S. The
transitionis likely to raise the
global average cost of produc-
ing and delivering each unit
of electricity by 25% by 2040,
compared with 2020.
Another potential risk, es-
pecially for emerging mar-
ket economies (EMs), is the
downward pressure on their
currencies due togain in dol-
lar index. Though in recent
times the dollar index has
shown a bit softer trend, sev-
eral EM currencies including
the Hungarian forint, Polish
Zloty, Indian Rupee, Czech
Koruna faced peer currency
pressures. Eurozone inflation

rising to 8.9%YoY from 8.6%,
with core inflation also rising
t04.0% from 3.7%. Food in-
flationand Core inflation has
firmed up, while elevated
natural gas prices have also
pushed up the energy prices.
Given pressures are building
up for severalinput prices, fi-
nal prices are hiked by sub-
stantial margin by producers
topass on prices towards end-
consumers. Given this back-
drop, a 50 bps rate hike by
the ECB in September 2022
cannot be ruled out.

As Martin Wolf putin a Fi-
nancial Times (FT) column,
the scale of the surge in the
supply of broad money in
2020, in response to the Co-
vid-19 crisis, the pervasive-
ness of the supply disrup-
tions was not recognized
soon enough. In effect, itis a
frustration that we don’t have
any other alternative but to
follow the same path that
Volcker did earlier in 1970s,
putting the onus entirely on
the concerned Central Bank
(CB) not to ask government/
policymakers about any other
possible measures (e.g., how
to contain natural gas and/or
fuel prices) or to going into a
deep debate to find any alter-
natives to control inflation
without curtailing demand
and putting an economy
into recession. Interestingly,
if we hear to a CLSA (29 July
2022) report, this is entirely
a “monkey business.”

Once, macroeconomic situ-
ations are under control, we
do not bother for any genuine
way out or serious thoughts
sothat we can tackle any simi-
lar crisis in future. In India, a
somewhat good news is that
in July’22, FPIs have invested
around Rs. 5,000 crore in
Indian equities, after a net
withdrawal of Rs 50,145 crore
from the stock marketseen in
June, followed by a relatively
softer USdollarindexand im-
proved corporate earnings.

On the other hand, the
banking system liquidity
hasdeclined fromRs. 1.5lakh
crore from last week to Rs.
50,000 crore. The surplus
liquidity is declining, and
the call rate has increased
over the repo rate indicating
bank’s demand for liquid-
ity is now higher compared
to earlier. The RBI has sold
dollar in the spot market to
arrest the rupee’s decline,
and consequently India’s
forex reserves have also de-
clined. In the forthcoming
August’22 Monetary Policy,
a 35-50 bps repo rate hike is
expected, and given that infla-
tion has slightly moderated,
but given that call rate is way
above the policy reporate, the
RBImay changeits stance to-
wards calibrated tightening.
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