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Delhi’s basic mistake 

The last weekend’s announcement by Dr. Rajan that he will go back to his old job in 

Chicago at the end of his current term in September, was surely a surprise. My first 

thought was that there must have been family/personal reasons for his decision. After 

all, professionally he had got from Delhi what he had sought: an inflation targeting 

monetary policy framework. But after reading his letter to his colleagues twice, and 

media reports/comments since Sunday, it seems the real reason could well be Delhi’s 

unhappiness with his interest rate policy. I have often criticised both the interest and 

exchange rate policies adopted by Dr Rajan: neither really helped “Make in India”; 

reviving investment; the yawning gap between exports and imports despite the much 

lower oil and gold prices; and the huge and widening net external liabilities. (Net of 

reserves, these are of the order of $ 350 bn!) 

For the political economy, the sometimes conflicting priorities are low inflation, growth 

and job creation, not necessarily in that order. (As for the last item, it is worth 

remembering that 12 mn new job entrants are entering the market each year – and 

there is a pressing need to bring down the share of population dependent on agriculture 

for its livelihood.) Dr Rajan perhaps had a single point agenda, namely inflation control. 

In the process, the interest and exchange rate policies overlooked the other objectives. 

True, inflation has come down and growth rate has increased, but job creation is not 

taking place. Commentators have given credit to monetary policy for the lower inflation: 

but surely the fall in global commodity prices and lower food inflation are equally 

responsible? One point often overlooked in the inflation debate is our demographics. It 

is unrealistic to target Japanese inflation rates with India’s demographics. 

Dr Rajans’s views on the issue of inflation are very clear: even in last Monday’s Tata 

Institute of Fundamental Research lecture he reiterated that “we can never abandon 

inflation to focus on growth” (Indian Express, June 21st). A truism often used on this 

issue is that, in the long run, there is no contradiction between low inflation and high 

growth. The implication is that there is an inherent contradiction in the mandate of low 

inflation and growth, at least in the short or medium term – and, in the long run, as 

Keynes said, all of us are dead anyway! This apart, in a democracy, politicians’ time 

horizons rarely extend beyond the next election.   



One example of the contradiction is worth quoting. In the late 1970s, the US had very 

high inflation (15 %?) and Paul Volcker used monetary policy to bring it down: he 

succeeded but at the cost of a deep recession, unemployment and huge bad debts for 

the banking industry. (The real rates for dollar borrowers at that time were not very 

different from what borrowers in India pay today, compared to manufacturing inflation.) 

It later required a sharp depreciation of the dollar (through the Plaza Agreement of 

1985) to revive growth and employment.  

Coming back to Dr Rajan’s exit in a couple of months, did Delhi not understand the 

implications of inflation targeting when it agreed to the policy framework last year? In 

retrospect, was this where Delhi made the basic mistake? But surely, having passed the 

legislation formalising inflation targeting only recently, Delhi cannot now have a grouse 

on the issue? As for Dr. Swamy’s wild allegations, they are hardly worthy of being taken 

seriously – but perhaps they needed stronger refutation by the leadership.  

Dr Rajan enjoyed the confidence of the foreign portfolio investors. They liked the 

lucrative carry trade in the bond market which a strong rupee provided. And today, we 

need them, given the huge net external liabilities, which will require years to come 

down. The next Governor, whoever (s)he is, has a daunting task on both domestic and 

external fronts. 

The Brexit Referendum  

In the run up to today’s big event, both sides have used lies to a superlative degree 

(lies, damned lies and statistics) to persuade (and confuse) voters. The assassination of 

a young, female M.P. a few days back, an unprecedented event in British public life, 

ostensibly for her “remain” stance, could also influence the choice of some. Once inside 

the polling booth, for those whose minds are not made up, will hearts rule over heads? 

British “exceptionalism” over common European identity? Nostalgia for an empire over 

today’s ground reality? We should get the answer in the next 24 hours.   
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