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Theglobaloutlookislookingincreasinglystagfla-
tionary in the near term. An unrelenting array
ofadversesupplyshocks—frommanufacturing
supplychainstocommodityandlabourmarkets
— have simultaneously caused activity to slow
andprices to ragearoundtheworld.TheUShas
already registered two quarters of negative
growth,andwhilethismaynotbecharacterised
as a recession just as yet, given the strength of
the labour market, the writing is clearly on the
wall,particularly inEuropehitbyanewnatural
gas shock.What’smoreworrying is the Fedwill
have to keep hiking into a slowdown, to tame
still-elevated inflation pressures. Commodity
prices, despite their recent correction, are still
almost25percenthigherthanatthestartof2022
butmoreimportantly,developedmarketlabour
marketsarethetightestindecades,engendering
the realprospectof awage-price spiral.Markets
therefore expect another 100 bps of Fed hikes
this year — on the back of the 225 bps already
delivered—andfortheECBtomoveanother50
bps inSeptember.But slowinggrowth, elevated
inflation and tighter monetary conditions are
not the only challenges. The US dollar has
strengthenedalmost11percentthisyear,putting
significant pressure on emerging market cur-
rencies. And there’s unlikely to be
any relief on this front. The dollar
has typically strengthened inglobal
recessions, especially if the Fed is
unable tocut ratesanytimesoon.

All this creates an unenviable
backdrop for emerging markets
whose cyclical positions are very
differentfromtheirdevelopedmar-
ket counterparts, and who don’t
benefitfromreservecurrenciesand
exorbitant privilege, and where
inflationexpectationsaren’talways
asanchored.Inparticular,emerging
marketpolicymakersmustconfront
at least threedilemmas:

The first is that of protecting
growthversuscompressingimb-
alances.BeforetheUkraine-Russia
war, the cyclical positions in developed and
emergingmarkets were very different. The for-
mer were almost back on their pre-pandemic
paths; the latter discernably below. In thewake
ofhigh inflation, therefore, the intellectual con-
sensus in the former was clear: to focus over-
whelmingly on disinflating. Waters get more
muddiedinemergingmarketswhererecoveries
fromthepandemicremainmoreincomplete. In
India’s case if GDP grows at 7 per cent in FY23,
the level of GDP will still be about 6-7 per cent
below its pre-pandemic trend, as is the case for
several other emergingeconomies.

Yet, inflation remains above the RBI’s 6 per
cent upper tolerance band and, with the trade
deficit still veryelevated, thecurrentaccount is
likely towidenpast 3 per cent ofGDP this year.
Tobeclear, thereisnothreatofa2013-likeevent.
TheRBIisarmedwithawarchestofFXreserves,
which provide significant buffers to shocks.
Instead, the dilemma is whether the relative
policy focus should be on protecting growth or
compressingimbalances?Demandcompression
willhelpreduceimbalancesbutcanexacerbate
an incomplete recovery. Yet, livingwith imbal-
ancesrisksahardeningof inflationexpectations
and a constant drip-feed of FX reserve losses,
bothofwhichcancreatetheirownuncertainties.
Hence thedilemma.

Aseconddilemmarelatestotheextentto
which the rupee should be used as a shock
absorber. When hit by a persistent negative
terms-of-tradeshock,theunderlyingequilibrium
exchange rate is expected to weaken, inducing
the needed expenditure switching (higher exp-
orts, lower imports) tonarrow the current acco-
untdeficittomoresustainablelevels.Butaweak-
er rupee will also pass through into domestic
prices,pressurising inflationand increasing the
monetarypolicychallenge.Hencethedilemma.

A third dilemma is how to use the fiscal
to simultaneously support growth and sta-
bility.Afterthepandemic,privateconsumption

andprivate investmentareunderstandablytak-
ingtimetorecover.Exportsprovidedimportant
tailwinds last year but canbe expected towane
amidstaglobalslowdown.Theupshot: theonus
on public investment to drive growth and job
creationhasonlybecomemoreurgent.Thecen-
tralgovernmenthascorrectlydoubleddownon
capex—upalmost 1per centofGDPover three
years.Simultaneously,however, thesubsidybill
hasincreasedinresponsetosurgingcommodity
prices. Meanwhile, preserving macro stability
in a hostile global environment necessitates a
continuedreductionof India’selevatedconsol-
idated fiscal deficit. How then can the fiscal
simultaneously reduce the deficit, accommo-
date higher subsidies and double down on
capex?Hence thedilemma.

Resolutionofthesedilemmaswillnecessitate
judicious policy assignment. The objective of
macropolicymustbetoprogressivelybringinfla-
tion down toward its medium-term target and
reininthecurrentaccountdeficit tosustainable
levels,andyetdosoinamannerthatminimises
thehit togrowth.

Threeobjectives,however, require three ins-
truments (fiscal,monetary, exchange rate)—as
Jan Tinbergen, the first Nobel Laureate in Eco-
nomics, demonstrated — and, while these
instruments are not orthogonal (their impact
will spill over into each other) the keywill be to
assign each instrument towards accomplishing
abroadergoal.

The exchange rate can and should be used
towardsequilibratingexternalimbalances.There
isnowsufficientempiricalevidenceinIndiathat
a weaker trade-weighted-real-effective-excha-
nge-rate(REER)willhelpnarrowthecurrentac-
countovertime,byboostingexportsandreduc-
ing discretionary imports. A weaker rupee can
therefore simultaneously help external imbal-
ances and boost growth. Much has beenmade

of the rupee’s slide in recent months
but, inaworldwheretheUSdollarhas
strengthened by almost 11 per cent in
2022,rupeedepreciationof6percent,
infact,makes itamongthebetterper-
forming emerging market currencies
this year. In fact, the REER has been
flat since the start of the year, despite
sustainedadversetermsoftradeshock.
Ifthispersists,theneedoftheeconomy
willbemorecalibratedrupeedepreci-
ation,notappreciation.

Evenastherupeeisdeployedtow-
ardshelpingexternalbalances,monet-
arypolicywillneedtocontinuefocus-
ingonachievinginternalbalance.The
RBIhascorrectlypivotedsharplyfrom
April to combat inflation. But mone-
tary conditions still remain relatively

accommodative and inflationary expectations
—notwithstandingtheir recentstabilisation—
havehardenedover the last twoyears, suggest-
ing more will have to be done. A hardening of
expectationsrisksworseningthefuturegrowth-
inflation trade-off and with inflation expecta-
tions typically adaptive, the sooner theRBI can
help dis-inflate, the greater the ameliorative
impactonexpectationsandthemorefavourable
the activity-price trade-off for the future.

On its part, fiscal policy faces a fine balanc-
ing act between growth and stability. Deficits
will need to be brought down, not least to help
with narrowing the current account deficit.
Meanwhile, pressure on the expenditure side
keeps mounting. Interest payments have
increased sharply in thewake of higher public
debt, capexwillneedto leadgrowth in thenear
term, and health and education spending will
have to be upped in the medium term. How
can policymakers square this fiscal circle?
Tactically, we may have no choice but to cut
backonexpenditureswith lowermultipliers in
thenear term.Butstrategically, apart frombet-
ter targetingsubsidies, thefocuswilleventually
havetobeonrevenuemobilization,withIndia’s
consolidatedtax/GDPratioessentiallystagnant
for the last 15 years.

A stagflationary global environmentmakes
policycalibrationparticularlychallenging.The
key will be judicious policy assignment. The
rupee should be used to compress external
imbalances, aided secondarily by normalizing
fiscal and monetary policy. Monetary policy
shouldfocusondis-inflatingassoonaspossible,
so that expectations don’t harden further. And
growthshouldreceiveahelpinghandfromhigh-
multiplierpubliccapex,theexpansionaryeffects
of a weaker rupee and a preservation ofmacro
stability.Thiswill requireanextraordinarybala-
ncingact.Butthenthesearenotordinarytimes.

SajjidZChinoy ischief IndiaeconomistatJPMorgan
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Respondingto
globalstagflation

DEVANGSHUDATTA
NewDelhi, 2August

The inauguration of the
India International
BullionExchange(IIBX)

at GIFT City three days ago
plugs a gap in India’s financial
infrastructure, especially as it
pertains tobullion. If the regu-
latory fine print is thought
through carefully and well-
drafted, thiscouldeasethehas-
sle involved in importing pre-
cious metals, either for
investment or as inventory for
the jewellery trade.

India is one of the largest
gold importers in the world,
secondinthelistbehindChina.
Gold is regularly the second
largest item on India’s import
list (behind fossil fuels) with
anywhere in the range of 600-
900tonnesimportedannually.
Historically, whenever there’s
pressure on the current acco-
unt,goldisoneofthecontribut-
ing factors.

Traditionally, families buy
gold,mostly in the formof jew-
ellery, with a surge in wedding
season.It’sseenasanemergen-
cystoreofvalue in timesofdis-
tress, aswell as ahedge against
inflation. In 2021-22, over 850
tonnesofgoldwas imported,at
avalueofover$48billion.

Theancientsystemofpawn-
broking, where jewellery is
offered as collateral for loans,

has been largely replaced by
institutional deals. At least a
dozen large listednon-banking
finance companies (NBFCs)
specialise in loansagainstgold,
along with instant over-the-

counter deals available from
manybanks.Thepandemicand
associated lockdowns with the
large-scale spike in unemploy-
ment and medical bills to pay
for many families led to an
expansion in this trade, and a
huge jump in the number of
gold auctions, usually run by
NBFCs trying to recover their
capital on loandefaults.

In addition, there’s con-
sumption from the jewellery
trade. Indiahasathrivinggems
and jewellery industry, which
imports gold and precious
stones, and sells domestically
aswell asexports in significant
volume. There are import
duties on gold, and jewellery
exports involve a fair amount
ofpaperworktoprocessincom-
ing imports and the outgoing
transactions for jewellers.

Jewellers, like any other
business, rack up inventory

based on their assessment of
future demand for their value-
added products andwhat they
guess to be the price curve.
Interestingly, jewellery is one
itemthatcanbeboughtforcash
without KYC or PAN/Aadhaar
document being required for
cash transactions of less than
~200,000 (KYC is required for
cash transactions of above
~50,000 forotherpurchases).

Whilebullioncanbebought
by individuals domestically
frommany sources, including
banks and commodity exch-
anges, it is also possible to buy
gold Exchange Traded Funds
(ETFs). It isalsopossibletoloan
gold to the government under
variousgoldmoneti-
sationschemes.Gold
futuresarealso trad-
ed on the commodi-
ty exchanges, which
allow speculators a
chance toprofit.

What does the
IIBXaddto thisecle-
cticmix?Rightnow,
it’s a cash-upfront exchange
where transactions have to be
settled with full value on the
transaction date itself (T+0).
Physical metal is involved,
with contracts delivered and
held in designated warehous-
es. A cumulative storage
capacity forapproximately 125
tonnes of gold and 1,000
tonnes of silver is planned at
GIFTCity. Inaddition,units in
SEZs (specialeconomiczones),
which are permitted to store
bullion for purposes of spot
delivery contracts and issue
bullion depository receipts
(BDR) for tradingonIIBX,may
hold gold for IIBX.

There are plans to eventu-
allymovethissettlementtoT+2
and to introduce silver con-
tracts. The combination of full
settlement and physical deliv-
ery should cut down the scope

for short-term speculation.We
may assume, with fingers
crossed, that the oversight
mechanism will be good
enough to prevent outright
fraud,unlikewhatoccurredon
theNationalSpotExchangeLtd
where a ring of unscrupulous
brokerscreatedasystemofcir-
cular trading of non-existent
commodities to setupabadla-
financingmechanism.

Only qualified jewellers
can transact on the exchange.
The empanelled partiesmust
have a net worth of ~25 crore
and 90 per cent of their pre-
vious revenues must have
been through goods cate-
gorised as precious metals.

Non-resident
Indians and institu-
tions and funds run-
ning gold ETFs
empanelledwith the
International
Financial Services
Centres Authority
(IFSCA),which is the
nodal authority, can

also participate. So far, some
56-odd entities, mostly jew-
ellers (many of them listed),
have signed up for the IIBX.

HowdoesthelaunchofIIBX
helpstrengthenthegoldecosys-
tem? It removes friction from
physical imports, setting up
alternatives to Dubai and
Singapore for imports. If IIBX
takes off as conceptualised, it
could become the single chan-
nel(oranear-monopoly)forbul-
lion imports. Thiswould aid in
price-discovery, offer comfort
in valuations of metal purity,
reduce transaction and trans-
port costs, and also yieldmore
complete data regarding such
transactions. Using the SEZ
model, this could also conceiv-
ably ease the paperwork invol-
vedinmanufacturingjewellery
forexportsusinggoldimported
via this exchange.

Agold standard for
thebullion trade
IIBX has the potential to ease the hassle involved
in importing precious metals

Againstanincreasinglystagflationaryglobalbackdrop,
domesticpolicywillhavetojudiciouslyassign
differentpolicyinstrumentstohelpachieve
competingmacroobjectives

SAJJID Z CHINOY

PEERZADAABRAR
Bengaluru, 2August

Open, the Google and Tiger
Global-backed neobank, is
planning to onboard about 10
million small businesses in
threeyearsinabidtosolvechal-
lengesfacedbysmallandmedi-
um enterprises in managing
finances.

Open offers a business acc-
ountinpartnershipwithbanks
that help SMEs automate and
run their finances effectively.
The firm, which works with 14
banksinIndia,aimstoglobally
onboard 250 banks that would
beusing its platformand tech-
nology.Itplanstoscaleupoper-
ations in markets like Europe,
Southeast Asia and West Asia.

“WestartedOpen fiveyears
backprimarilytosolvethechal-
lenges small businesses face
whenitcomestobusinessban-
king because there are a lot of
inefficiencies in the existing
processes,” said Anish Achut-
han,co-founderandchiefexec-
utive officer of Open. “Today,
many topbanks in thecountry
are deploying our solution to
launch theirownneobanks.”

For instance, the firm’s
BankingStacksolutionempow-
ersbanksandfinancial institu-
tions to launchdigital banking
services.It isusedbymorethan
15 banks in India and two in
SoutheastAsia.

Opencompeteswithcomp-
aniessuchasRazorpayandBri-
tish fintech firms like Revolut

and Tide. It recently became
India’s100thunicornafterrais-
ing $100million in a round led
by Temasek, Google, and SBI
Investments. It is servingmore
than2.3millionSMEsandpro-
cessing $30 billion in transact-
ions annually. The platform,
whichonboards100,000SMEs
and start-ups every month,
enables businesses to collect
payments,makeseamlesspay-
outs and streamline expense
management. Other processes
includemanagingcompliance,
auto-reconcileandcategorising
income and expense, thereby
automatingbook-keeping.

“Wemanagedepositsworth
$2 billion on our platform. We
aimtotakethis toabout$7bill-
ionby2023,” saidAchuthan.

Open toonboard 10mnSMEs

The objective of
macro policy
must be to
progressively
bring inflation
down towards its
medium-term
target and rein
in the current
account deficit to
sustainable
levels, and yet
do so in a
manner that
minimises the
hit to growth

If IIBX takes off
as conceived, it
could become
the single
channel
(or a near-
monopoly) for
bullion imports

GILDED TRADE
Indiagoldimports $ mn

FY11 40,657
FY12 56,497
FY13 53,830
FY14 28,705
FY15 34,462
FY16 31,768
FY17 27,515
FY18 33,648
FY19 32,910
FY20 28,228
FY21 34,604
FY22 46,239
Q1FY23 10,491
Source: Bloomberg/MoC
Compiled by BS Research Bureau

FilephotoofPrimeMinisterNarendraModi launching the
India InternationalBullionExchange inGandhinagar
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