olobal storm of

THINK 5

#

stagflation

inflation will linger, and the slowdown will worsen as the global economy moves in a disinflation glide path

RK PATTNAIK

he global economy is

suffering from twin

shocks of a massive

slowdown in growth
accompanied by a sharp and
unprecedented elevation of in-
flation (see Table 1). This is the
phenomenon of “stagflation”, a
vice-like grip from which it is
not always easy to emerge un-
scathed.

The concern about the cur-
rent stagflation is fuelled by the
stagflation risks experienced
during the 1970s. Even though
the fear of stagflation looms,
the opinions on the associated
risk of stagflation resulting in a
global recession and successive
financial crisis are divided,

While some experts have
opined that the recent surge in
inflation will be prolonged and
leave a permanent scar on the
global economy, others argue
that the current state of stagfla-
tion is materially different from
the 1970s, This is because many
countries have taken recourse
to inflation-fighting tools in
terms of conduct of “inflation
targeting” monetary policy
with the overarching objective
of price stability.

This is very different from
what happened in the 1970s,
when elevated inflation per-
sisted and inflation expecta-
tions were de-anchored due to
repeated shocks of inflation. On
top of it, there was a protracted
period of weak growth.

Even though the monetary
and fiscal policy process have
been strengthened, there re-
mains a fear that protracted
high inflation will adverselyim-
pact global potential growth —
the growth rate of the economy
at full capacity utilisation.
Against the above backdrop of
“gloomy and more uncertain”
global economic prospects (as
mentioned by the IMF), it is im-
perative to address the follow-
ing questions: What are the

contributing factors for the
slowdown in growth? What are
the drivers of multi-year high
inflation?

After the pandemic-related
recessionary impact, global
growth recovered in 2021 sup-
ported by unprecedented fiscal
and monetary policy accom-
modation. However, there was
rapid slowdown in economic
growth due to weak growth in
the US (fading of pent-up de-
mand and the withdrawal of
monetary policy accommoda-
tion amid high inflation),
China (lockdowns due to a
policy of zero tolerance for
Covid infections) and Russia
(the war in Ukraine).

The surge in inflation rates
across the glohe is of a kind not
seen in the last half a century,
and is adversely impacting real

disposable  income and
dampening business
sentiment.

Furthermore, a benign infla-
tion rate has translated into a
malignant one because of the
protracted war in Ukraine, res-
ulting in soaring energy and
food prices. The war has disrup-
ted the distribution of basic
food and energy and fuelled
higher inflation.

Inflation above target
According to the World Bank
Report of June 2022, “While de-
mand shocks were the domin-
ant force in pushing inflation
down in the first half of 2020,
oil price shocks and supply
shocks have become more in-
fluential in pushing inflation
up since early 2021, especially
for core inflation and CPI in ad-
vanced economies.”

Currently, as the World Bank
Report for July 2022 has ob-
served, all advanced economies
and 90 per cent of emerging
and developing economies are
above their inflation targets.
Policymakers are thus trapped
between the twin blades of the
scissor of stagflation — that is,

Globalgrowth
and inflationny;

Indicators 2020-21 2021-22 2621-23
Globalgrowth 61 32 29
Globalinflation 47 83 47

AEs** growth 5.2 25 14
of which

us 5723

UK i4 32 05
Eurg area 54 26 12

AEs inflation 31 66 33
of which

us 26 85 27
UK 07 7 4
Euro area 13 74 35

EMDEs? growth 68 3.6 3.9
of which BRICS

Brazil 4.6 1.7 1.1
Russia 47 -6 -5
India 81 33 4%
China 13 46 5

South Africa 49 23 14

EMDEsinflation 59 95 73
of which BRICS

Brazil 32 83 82
Russia 34 67 213
India 5.5 1 67
China 24 09 21

South Africa 33 46 57

Sources: World Economic Qutiook July 2022
Uptate, IMF, US Fed Reserve, European Central
Bank, tradingeconcmics and Statista.com
*Emerging Markets and Developing Economies
**Advanced Economies  *RBI Estimate

high inflation and low growth.

In response to high inflation,
most central banks have taken
recourse to monetary tighten-
ing to control inflation and an-
chor inflation expectations. Asa
result, policy rates have moved
up significantly (see Table 2). It
is expected that more tighten-
ing is on the way.

The monetary tightening ac-
tions of central banks will even-
tually put these economieson a
disinflation glide path. The
IMF's World Economic Outlook
(WEO) July 2022 update ob-
served that the disinflation ad-

i Table 2
Key policy ratesinx

Indicators 02021 2001-22
AEs** of which 3
us 0.25 2.5
UK 0.1 175
Euro area (MRO)" 0 - 0.5
EMDEs*

of which BRICS

Brazil 2 1378
Russia 45 8
India 4 5.4
China 2.95 2.85
South Africa 5 55

Sources: US Fed Reseryes. ECB, Bank of England,
Russian Central ank, RBI, tradingeconamics.com
e and Developing Econemizs

*Main Redinancing Operations

justment could be more dis-
ruptive than expected. The WEO
update notes that in a number
of advanced economies, rising
interest rates together with low
growth will worsen the debt dy-
namics and increase sovereign
and corporate spreads espe-
cially in high debt countries,

The widespread capiral flight
from emerging markets and de-
veloping economies (EMDEs)
would put pressure on interna-
tional reserves and cause depre-
ciation of their currencies, Fur-
thermore, trade restrictions
due to the lingering war in
Ukraine may adversely contrib-
ute to world food inflation. It is
important to note that cur-
rently fiscal space is almost ab-
sent both in advanced econom-
ies and EMDEs so the fiscal
policy interventions to address
growth is limited.

This tells us that controlling
global recession at this junc-
ture is not a simple task of ad-
dressing  aggregate demand
with higher interest rates.

The President of the World
Bank, David Malpass, in his fore-
word to the Global Economic
Prospects June 2022, observed:
“Even i a global recession is
averted, the pain of stagflation

could persist for several years —
unless major supply increases
are set in motion.” He sugges-
ted that “reducing the risk of
stagflation will require tar-
geted and impactful measures
by policymakers across the
world.”

The policy measures are
more structural in nature
which includes streamlining
business regulation, encour-
aging green investments and
digitalisation.

Five key areas

In this context, it is appropriate
for world policymakers and
political leaders to pay focussed
attention to the suggestions by
David Malpass in the following
five key areas: {a) delivery of
emergency food, medical and
financial aid to those affected
by the Ukraine war; (b) avoid-
ing export and import restric-
tions to counter the spike in oil
and food prices; (c) stepping up
debt relief efforts; (d) expand-
ing Covid-19 vaccination cover-
age; and (e) speeding the trans-
ition to low-carbon energy
sources with new frameworks
and incentive structures.

In sum, even though the cur-
rent stagflation is in many re-
spects different from the stag-
flation of 1970s, the war in
Ukraine and the consequent
sanctions on Russia have de-
globalised trade.

Elevated inflation, particu-
larly in food and fuel, will stay
for a longer period. Growth
slowdown will be further ag-
gravated as the global economy
will move in a disinflation glide
path due to monetary policy
tightening. In the absence of
fiscal space, fiscal policy inter-
vention will remain limited. As
aresult, stagflation may well be
a prolonged phenomenon,

The writer is v former central
banker ond a faculty member at
SPMR. Views are personal,
1hrough The Billion Fress.



