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The global economic commu-
nityremainssingularlyfocused
on the inflation challenge con-
fronting advanced economies,
wondering how quickly infla-
tion can be brought down and
what the collateral damage to
activityandlabourmarketswill
be. The fact that central bank
credibility in some advanced
economies appears under-
mined — despite Chairman
Powell’s express resolve to stay
the course at JacksonHole, for
example,markets are still pric-
ing in Fed rate cuts in 2023,
thereby impeding monetary
transmission down the yield
curve— isnothelpingmatters
any. But even as these central
banks face their biggest chal-
lenge in five decades, at least
the intellectual consensus and
direction of travel in advanced
economies is clear. Demand
remainsrelativelystrong,activ-
ity was close to the pre-pan-
demic path at the start of this
year,andlabourmarketsarethe
tightest in 50 years. Bringing
down inflation, avoiding a
wage-pricespiral,andprevent-
ing a hardening of inflation
expectations must therefore
constitute the unambiguous
policypriority.

In contrast, the conun-
drums and challenges con-
fronting emergingmarkets are
often much less appreciated.
Post-pandemic,policy in these
economies has often had to
oscillate between healing eco-
nomic scars and preserving
macroeconomicstability,which
often may appear in conflict.
Without thebenefits of exorbi-
tant privilege, for example,
manyemergingmarkets could
notexercisethefiscalfirepower
ofadvancedeconomies,risking
economic and labour market
scarring. Then policy had to
tighten prematurely in some
emerging markets in
response to the
advanced economic
cycle turning, evenas
domestic recoveries
remained incom-
plete.Nowthetrifecta
ofasurgingUSdollar,
rising global interest
rates,andstill-elevat-
edcommodityprices
has engendered a
newchallenge:thatof
containing and
financing the twin
deficits — current
accountand fiscal.

Indiacanserveas
a case in point. The
perceivedgrowthdis-
appointmentinlastweek’sGDP
printmayreignitemarketclam-
our for more policy support
from the government. But,
against the backdrop of an
increasinglyhostileglobalenvi-
ronment, the near-termpolicy
imperative must be to contain
external and internal imbal-
ances.Take thecaseof thecur-
rentaccountdeficit.For thesix
yearsleadinguptothepandem-
ic, India’s current account
deficitaveragedjust1.4percent
of GDP, discernibly below the
2.5percentconsideredsustain-
able. However, a recovering
economy and the global com-
modity price surge has meant
India’sCADisestimatedtohave
widened close to 4 per cent of
GDP last quarter, is tracking
above 5 per cent of GDP this
quarter, and, if crude prices
remain in the $90-100/barrel
range, the full-year deficit in
FY23 is on course to approach-
ing 4per cent ofGDP, or about
$130billion.

Financing a deficit of this
magnitude is understandably
not proving easy given rising
core interest rates are sucking
away capital from emerging
markets.Consequently,theRBI
isestimatedtohaveintervened
with almost $55 billion across
spotandforwarddollarmarkets
sofarthisfiscalyear.Tobeclear,
India still has awar chest ofFX
reserves, so there is no reason
foranypanic.Evenaccounting
for the intervention and lower

“valuation effects” (a stronger
dollarreducingthedollarvalue
of non-dollar FX reserves),
India’s US dollar reserves are
almost ninemonths of (an ele-
vated) import basket, and total
reservesarealmost1.5timesthe
gross financing requirements
oftheeconomyoverthenext12
months—bothmetrics signif-
icantlyhigherthanwhatexisted
atthetimeofthetapertantrum
in2013.Thatsaid,whenassess-
ingFXreserves,marketpartic-
ipantsoftenlookat“burnrates”
as much as “levels” and if the
global environment continues
to be challenging for some
lengthoftime,andBOPcontin-
ues to clock a large deficit, the
challengeswill sustain.

Arelatedphenomenonthat
policymakerswillhavetoclose-
ly monitor is the consolidated
fiscaldeficit.Evenifcentraland
state fiscal targets are met this
year,totalpublicsectorborrow-
ingrequirementswill stillbe in
an elevated 10-11 per cent of

GDPrange,reflect-
ing, in part, the
pandemic
response. The
Centre remains
committed to fis-
cal consolidation,
but with capex
correctly having
becomeastrategic
priority to crowd
in private invest-
ment,andthesub-
sidybill increasing
again tobuffer the
commodity shock
on households
and farmers, poli-
cymakers face
non-trivial fiscal

trade-offs. All said and done,
however, meaningful and sus-
tained fiscal consolidation is
critical, not just to ensure that
large deficits can be financed
domestically in a non-disrup-
tivemannerbutalsobecauseof
the link between fiscal and
external imbalances.

Recall, on a more fundam-
entalbasis, thecurrentaccount
deficit is simply an economy’s
investment-savings gap. That,
in turn, is a combinationof the
public sector investment-sav-
ings gap (i.e. total public sector
borrowing requirements) and
the sum of the private sector
investment-savinggap.Thefis-
cal deficit understandably bal-
looned during the pandemic.
But because private savings
surged (as people could not
spend) andprivate investment
retreated, the private sector
couldabsorblargedeficitswith-
out theneed for foreigncapital
(proxiedbythecurrentaccount
deficit).Butastheprivatesector
has progressively recovered
(anditsinvestment-savingsgap
is normalising) a large, consol-
idated deficit is manifesting
morefundamentallyinawider
currentaccountdeficit,reinfor-
cingtheinevitablelinkbetween
the “twin deficits”. Quantita-
tively, the combination of the
pandemicandthewarhaspus-
hed up the fiscal and the cur-
rent account—summedup in
thechartforillustrativepurpos-
es — to elevated levels by his-

toric standards.
What then should the app-

ropriate policy response be?
Containingexternalimbalances
will necessitate both “temper-
ingdemand”andchanging“rel-
ative prices”. The former will
require both monetary policy
normalisationandmeaningful,
sustained and credible fiscal
consolidation. It’s only when
fiscal deficits come down that
a robust private sector revival
can coexist with a sustainable
current account deficit. Fiscal
consolidation,inturn,willneed
to be intelligent and selective.
With thecapex thrustessential
torevivinggrowthonasustain-
edbasis, itshouldnotbecomp-
romised.Instead,consolidation
should necessitate stepped-up
effortstotargetrevenueexpen-
ditures and subsidies, while
simultaneouslyfindingwaysto
mobilise more revenues, both
taxesandasset sales.

But tempering demand
should be complemented by
relativepricechanges,toensure
bringingdownthecurrentacc-
ountdeficittosustainablelevels
doesnotextractanundulylarge
growth sacrifice. A sustained
termsoftradeshockwouldarg-
ueforaweakerequilibriumreal
effectiveexchangerate(REER),
which has been effectively flat
this year. Empirical evidence
suggestsaweakerREERboosts
India’s non-oil exports and, by
raising the domestic price of
imports, helps rein in non-oil,
non-gold imports. In other
words, real depreciation of the
rupeecansimultaneouslyhelp
narrow the current account
deficit and help domestic
growth. Net of oil and gold,
India runs a current account
surplus, but one that has nar-
roweddiscernibly over the last
decade, suggesting external
competitivenesswillneedtobe
an ongoing policy priority.
Reversingcoursewill continue
requiring all hands on deck—
infrastructure, regulation, fac-
tormarkets—butacompetitive
currency,whilenotnecessarily
substitutingfortheformer,can
serve as a crucial complement.

Thefocussince2020hasco-
rrectly been on containing the
pandemic and addressing the
resultant economic scars.Enc-
ouragingly,someprogressisvis-
ible.Theprivatesectorisslowly
reviving, reflected in firming
production,creditgrowth,taxes
and imports. But even as add-
ressing scarring—particularly
in the labour market — will
need to be an ongoing effort,
near-term policy will need to
re-prioritise and double down
on addressing the “twin defi-
cits”. Policy latitude in emerg-
ingmarketstoaddressthepan-
demic’s scarswas enabledby a
benign global backdrop. Now
astheglobalenvironmentturns
increasingly hostile, emerging
markets have little choice but
to pivot sharply towards mac-
roeconomicstabilityasthebest
meansofinsulatingthemselves
from the raging global storm.

SajjidZChinoy isChief India
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Recalibrating
policy priorities
As the global storm rages, emerging markets will
have to quickly pivot from addressing the pandemic’s
scars to focusing on the ‘twin deficits’ to preserve
macroeconomic stability
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Containing
external
imbalances will
necessitate both
‘tempering
demand’ and
changing
‘relative prices’.
The former will
require both
monetary policy
normalisation
and meaningful,
sustained and
credible fiscal
consolidation

Consumer sentiments in India
deteriorated in August 2022
afterhavingimprovedsubstan-
tially in the previous month.
The Index of Consumer
Sentiments (ICS) shrunkby0.5
per cent inAugust after having
risen by an impressive 6.7 per
cent in July. The ICS had been
rising every month in 2022 till
July. The August fall therefore
broke a seven-month record of
regular gains. Household per-
ceptionsdonotseempoisedfor
a quick recovery in consumer
sentiments. The first week of
September saw the ICS fall bya
substantial 3.1per cent.

The weakening of consu-
mer sentiments inAugust ref-
lects, to a large extent, a sharp
fall in sentiments in the last
weekof Julyand the firstweek
of August. During these two
weeks, the ICS cumulatively
lost 11.3 per cent. This was an
extraordinary fall, the effect
of which was spread over the
ICS of two months. The ICS
was seen improving during
the last threeweeks of August
but the improvement was
slow.The indexdidnot recover
entirely from the fall experi-
enced earlier. There seems to
be some hesitancy.

Thefall in theICS inAugust
reflects the problematic jour-
neyofconsumersentiments in
India in recent times. There
wasacertainweakness incon-
sumer sentiments. This is not-
withstanding the regular imp-
rovement in sentiments for
seven months from January
through July 2022 and the
excellent 6.7 per cent jump in
theICSinJuly.Thesteadyimp-
rovement in sentiments in the
first sevenmonthsof 2022was
alsocharacterisedbyaprogres-
sive fall in the rate of growth
from March through June
2022. The sharp improvement
in July, it nowappears, was an
outlier toaweakening trend in
consumer sentiments.

We have believed thus far
that theweakness inconsumer
sentiments was largely the
result of the erratic progress of
thesouth-westmon-
soon and the conse-
quentdelayinkharif
sowing activities.
But the complete
data for August
reveals a substantial
weakness in urban
sentiments. The
urban ICS declined
by 1.5 per cent in
August while the
rural ICS remained
unchanged.In the
first week of Sep-
tember, the urban
ICSfellby4.7percentwhilethe
ruralICSfellby1.5percent.The
two broad components of the
ICS — the Index of Current
EconomicConditions(ICC)and
the Index of Consumer
Expectations(ICE)—revealthe

sourcesoftheweakness incon-
sumersentiments.Perceptions
seem to differ in the two
regions. But the underlying
common theme seems to be
scepticismregardingthefuture.

The ICC fell 1.2 per cent in
August.Thisreflects
two observations on
the current well-
beingofhouseholds.
First, theproportion
of households that
stated that their in-
comeshadimproved
overayearagofell to
14per cent from16.3
percent inJuly.This
proportion had shot
up in July and in
August it has revert-
ed close to its level
before that. Second,

the proportion of households
thatconsideredthesetobebet-
tertimestospendonconsumer
durablesfell substantially from
14.2 per cent in July to 10.9 per
cent. This measure of house-
holds’ propensity to spend on

consumerdurablesisthelowest
sinceApril2022.Thisreticence
of the households to spend
could restrain the recovery of
the Indianeconomy.

Thefall intheICCisconcen-
trated in rural India andwithin
rural India thedamage is to the
propensityofhouseholdstobuy
non-essentials.RuralICCfellby
2.4percent inAugust.Thepro-
portion of households that
reportedan increase in income
over a year dropped from 15.8
per cent in July to 12.7 per cent
in August. But the drop in the
propensity to buy non-essen-
tials was sharp, from 13.8 per
centto8.7percent,whichisthe
lowest sinceJanuary2022.

UrbanICChasmoveddiffer-
ently. It scaled up a bit, by 0.6
percent.WhileurbanIndiaalso
sawa fall inhouseholds report-
ing an increase in income over
ayear,theirpropensitytospend
on non-essentials did not fall,
althoughitsrateofincreasehad
dampened.The proportion of
households reporting an inc-

reaseinincomefellfrom17.2per
cent to16.5percent,buthouse-
holds considering this to be a
better time to buy consumer
durables increased marginally
from 15 per cent in July to 15.5
percentinAugust.Theproport-
ionofurbanhouseholdsexpre-
ssingittobeabettertimetobuy
consumer durables has been
increasingeverymonthforover
a year, since June 2021 when it
had reached its nadir. But the
rate of increase is slowand this
ratehasalsobeenslowing.

UrbanIndia isnotverysan-
guine about its future. The ICE
for urban India fell by a sub-
stantial 2.8 per cent in August.
Thisreflectsdeteriorationinall
three relevant perceptions
about the future. Fewerhouse-
holdsbelievethattheir incomes
would be better over the next
year,thatthefinancialandbusi-
nessconditionswouldimprove
over the next year, and that
India’s economic conditions
wouldkeepimprovingoverthe
next five years. Further, on all
three counts more urban
householdsbelieve that condi-
tions would worsen. This dim
view of the future could have
influenced the dampening of
urban enthusiasm to buy con-
sumerdurables.

Rural India doesn’t do too
well on ICE either. Its outlook
over the next 12 month is not
very encouraging although it
remains more hopeful that
thingswill not getworse.

Thefall in theICSinAugust
is small at just 0.5 per cent. But
rural India’s steep fall in will-
ingness to spend on consumer
durables and urban India’s
scepticism regarding their
futurewell-beingisworrisome.
The 4.7 per cent fall in the ICS
in the first week of September
amplifies thisworry.
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ON SENTIMENTS

Householdshesitanttospend

The fall in
the Index
of Consumer
Sentiments is
concentrated
in rural India,
and within
rural India the
damage is to
the propensity
of households
to buy non-
essentials

TWIN DEFICITS: SUM OF CONSOLIDATED FISCAL
DEFICIT & CURRENT ACCOUNT DEFICIT (% of GDP)

Note: Consolidated fiscal deficit refers to the estimated public sector borrowing
requirement; *forecast
Source: Budget documents, RBI, JP Morgan estimates
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