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A
n issue that has attracted

surprisingly little notice is

the size and growth of the

trade deficit. Even more worrisome

is the flat trajectory for exports

— which escapes notice because

comparisons are with the corre-

sponding month of a year earlier.

But if one looks at the variations

month-on-month, the loss of all mo-

mentum becomes obvious because

exports from April to August have

stayed constant at about $16 bil-

lion. Even the usual seasonal up-

swing after the summer slump is

missing. In contrast, imports have

been growing (hitting $29 billion

in August), and the trade deficit,

therefore, has grown from $10 bil-

lion in April to $13 billion in August

— which makes for 30 per cent

growth in four months. The full year

could register a trade deficit of $150

billion. At 10 per cent of GDP, that

would be the largest trade deficit

in recent Indian history, and also

the largest for any significant econ-

omy in the world.

These numbers have attracted

next to no notice because remit-

tances by Indians overseas and

the surpluses on trade in services

(IT software, BPO and the like) neu-

tralise a good part of the deficit in

the goods trade. Even after ac-

counting for this, the deficit on the

“current account” is more than 3 per

cent of GDP — again, historically

high for India. Even this has not rung

any alarm bells because there is a

surplus inflow on the “capital ac-

count”, accentuated in recent weeks

by the surge in portfolio money. Net

capital flows are more than the cur-

rent account deficit, and the Reserve

Bank, therefore, reports an addition

to its foreign exchange reserves.

As A V Rajwade has been point-

ing out in his Monday columns in

this newspaper, the issue when look-

ing at the current account is not the

financial question of whether the

deficit is bridged easily or with dif-

ficulty (with equity inflows, debt

and remittances), but whether

the real economy is in balance. It

is worth bearing in mind that the

capital inflows push up the rupee’s

value and so make life difficult

for exporters — thus adding to the

already yawning trade deficit. It

makes no sense at all for the rupee

to be stronger against the dollar

than it was a decade ago, since

Indian inflation has been greater

than US inflation throughout the

intervening period. On an inflation-

adjusted basis, the rupee has moved

up quite substantially against the

dollar — at a time when the Chi-

nese have done the exact opposite

with the yuan, and improved the

competitiveness of their exporters.

Second, as the world has realised

in the wake of the financial crisis of

2008-09, financial flows are fick-

le; one day money can rush into a

country, the next it can flow out with

the same rapidity. All it takes is

for some analyst in the financial cap-

itals of the world to point out that

India’s trade account does not look

in great shape, and people who con-

trol money may start worrying about

the rupee’s stability and trigger a

quick capital outflow.

This may not happen in the

foreseeable future because the In-

dian economy happens to be in

a sweet spot, but that is no reason

to not focus on the imbalances. In

any trade-off between righting the

real economy and paying heed to

the financial sector, it should be

obvious post-financial crisis that

the thing to look at is the real econ-

omy. If this means having to push

the rupee down, and if the only

way to do that is to slow down cap-

ital inflows, then that is what

has to be done — even if the stock

market hates the idea.

Tackle the inflows

I
t is now two years since the Great

Crash of September-October 2008.

The crisis has brought forth vari-

ous dirigiste panaceas, along with

a revival of crude Keynesianism.

Some see the crisis as marking the col-

lapse of market capitalism. My own di-

agnosis in my columns of early 2009 was

consolidated in my “The Great Crash

of 2008” (Cato Journal, 2010, 20(2): 265-

277). But it is now time to see how events

and policies have unfolded during the

last two years and the lessons to be drawn.

This is the purpose of this and the next

few columns. In this, I discuss monetary

policy and the claims of its impotence in

the face of liquidity traps.

As I have argued, the 2008 Crash is

best seen as a Hayekian recession caused

by “easy money” with the Fisherian con-

sequences of a “balance-sheet recession”.

How can the central bank avoid the de-

flationary Fisherian consequences of a

financial crisis when — after the Hayekian

boom — deleveraging is required by most

agents in the economy?

It has been claimed (most strident-

ly by Paul Krugman in his New York

Times columns) that, once the central

bank has cut interest rates close to ze-

ro, it would face a Keynesian liquidity

trap, and the only recourse to keep up

aggregate demand is through massive

fiscal spending. Japan is cited as an

example of a country in this trap. But

is this argument correct?

Central to an answer is the trans-

mission mechanism of monetary policy:

whether it works principally through

changes in interest rates or changes in

broad money through the “real balance

effect” which changes relative prices and

net wealth. Meltzer (A History of the Fed-

eral Reserve Vol. 1, 2003) shows clear-

ly, from charting the real interest rate

against the growth of the real money bal-

ances in the US from 1919 to 1951, that

“proposition 1: when growth of real bal-

ances rises sharply, expansion follows

whatever happens to the real interest

rate. Proposition 2: when real balances

decline, or their growth is compara-

tively slow, the economy goes into re-

cession even if the real interest rate is

comparatively low or negative... Propo-

sition 3: if the real interest rate is com-

paratively high, the economy expands if

real balances rise and does not expand

if they fall” ( p 744). So, the transmission

is from money to asset prices and in-

flation or deflation via the real balance

effect and not through interest rates. If

broad money (M2/M4) expands, even

with price deflation and hence rising re-

al interest rates at the zero bound, the

economy should expand.

To put Krugman’s argument in per-

spective, it is important to distinguish be-

tween two types of liquidity traps, one, a

“narrow” liquidity trap which applies to

narrow money (M0 or M1), i.e. the mon-

etary base, and a “broad” liquidity trap

based on broad money (M2 or M4) which

includes bank deposits. Tim Congdon

(“Monetary policy at the zero bound”,

World Economics 2010, 11(1): 11-46)

shows that the first one can occur if the

central bank confines itself to money mar-

ket operations with commercial banks to

influence the monetary base. But the sec-

ond will not, if it coordinates with the fis-

cal authorities to conduct debt market op-

erations to change the broad money sup-

ply (including bank deposits). It is worth

spelling out this difference.

I
n a money market operation, the cen-

tral bank (say) purchases securities

from commercial banks by expanding

their cash reserves at the central bank,

thereby expanding the monetary base

(M0). Normally, the commercial banks

would respond to their higher-than-de-

sired cash reserves by expanding their li-

abilities, i.e. loans to the non-banking sec-

tor. The resulting increase in bank de-

posits would expand the broad money

supply (M2/M4). However, in a banking

crisis, the commercial banks may be un-

willing to increase their liabilities (loans).

In this case though the monetary base has

increased, broad money will not. The

economy is in a “narrow” liquidity trap.

But, if the central bank and the Trea-

sury conduct a debt market operation in

which (say) the Treasury sells new short-

dated government bonds to the com-

mercial banks for newly created public

sector deposits at these banks, which

it then uses to buy long-dated securi-

ties from the non-bank public, their bank

deposits will increase, raising the broad

money (M2/M4) supply. The government’s

temporary deposits at the commercial

banks are replaced by the long-dated se-

curities it purchases from non-banks,

which can then be extinguished. The net

effect being unchanged total government

debt, of shortened maturity, and an in-

creased broad money supply. An alter-

native would be that the central bank

itself purchases assets from non-banks,

thereby increasing their bank deposits

and thus broad money. This is the form

that the loosening of broad money through

“quantitative easing” (QE) has, in fact,

taken after the crisis. It is only if the

increase in broad money has no effect

on the non-banks’ normal desire to sub-

stitute excess cash for bonds or equities

(or general spending) — i.e. the non-

banks’ demand to hold money is infinitely

elastic — that there will be a “broad” liq-

uidity trap. There is no evidence that this

has, in fact, occurred.

Congdon (op.cit.), in examining the

long Japanese deflationary episode, shows

that it was due to inappropriate concen-

tration on the “narrow” money definition

of money and its control by the central

bank through money market operations

with the commercial banks. If it had co-

ordinated with the finance ministry to ex-

pand broad money by debt market op-

erations, it could have engineered an eco-

nomic expansion even if there was price

deflation and a near-zero interest rate.

Ben Bernanke had clearly learnt this

lesson when he argued that the mone-

tary authorities could always increase

the broad money supply at a zero in-

terest rate through unconventional means,

for which he was nicknamed Helicopter

Ben. During the recent crisis, through

QE, the second leg of a Fisherian debt

deflation has been prevented by the Fed,

as well as the Bank of England and the

European Central Bank.

The current concern is the ability of

these central banks to exit from QE in

time, before the inflationary consequences

of their exploding balance sheets lead to

inflation, and rising nominal interest rates

on government debt, worsening the debt

dynamics of the public sector. But by and

large, the “liquidity trap”, cited by Key-

nesian fiscalists for the impotence of mon-

etary policy, is a paper tiger.

The main activity of economists since

1776 has been to fill the gaps in Adam

Smith’s system, to correct his errors and

to make his analysis vastly more exact

—Ronald Coase,

Nobel Prize Speech, 1991

I
t is now widely accepted that biogra-

phies of great writers are interesting

only insofar as they illuminate their

work, and to do this effectively requires

a discursiveness on the part of the biog-

rapher which alone would tell you what

turned the writer on to do the work she did

in her lifetime. Not to emphasise the work

would be to reduce the biography to an ex-

ercise of hagiography like most of our

biographies of the big and famous that tell

us of lives too good to be true. Nicholas

Phillipson’s Adam Smith: An Enlightened

Life (Allen Lane/Penguin, Special Indian

Price, ̀ 899) places his work, widely re-

garded as the foundation of modern eco-

nomics, firmly within the larger scheme to

establish a grand “Science of Man” that en-

compassed law, history, aesthetics, eco-

nomics and ethics — more a work of phi-

losophy than of pure economics.

Possibly because An Inquiry into the

Nature and Causes of the Wealth of Na-

tions (1776) was multidisciplinary and

broadened the study that Adam Smith be-

gan in The Theory of Moral Sentiments

nearly 20 years earlier in 1759, there has

been no unanimity on what precisely his

influence was based on. Was it because he

was the masterly advocate of laissez faire?

That he was opposed to every effort by a

government to control the self-interested

activities of individual economic actors, so

granting the licence to greed and other

vices, and malpractices, and quite content

that markets should be the battlefield from

which the most oppressive combatants

would emerge as “victors”?

Should the “Invisible Hand” of the mar-

ket decide? What does his statement that

“it is not from the benevolence of the butch-

er, the brewer, or the baker that we expect

our dinner but from their regard to their

self-interest” really mean? Quite apart from

the fact that these iconic statements can

be interpreted in different ways, there is

also the sad fact that not many economists

have read The Wealth of Nationsas a whole;

they have snatched bits and pieces and

drawn their half-baked conclusions that

we have accepted as the truth because they

came down to us from experts.

The basic question we need to ask is

whether Smith wholly approved of a so-

ciety in which man’s economic activities

are actuated by self-interest. In his Theory

of Moral Sentiments, Smith had identified

human perfection with virtue and virtue

of the highest order with altruism. Phillip-

son’s biography  provides a balanced

picture of Adam Smith’s work against the

background of the Scottish Enlightenment

and the influence of his philosopher friend,

David Hume. A good biography is itself

a kind of a novel. Like the classic novel,

a novel believes in the notion of a “life, a

story that begins at birth, moves on to a

middle part, and ends with the death of the

protagonist”. So, it is here but it is prima-

rily “an intellectual biography, one which

traces the development of his mind and

character through his published and un-

published texts, one that is set in a coun-

try that was generating its own form of En-

lightenment”. Phillipson succeeds in show-

ing that all of Smith’s writings make up

a single coherent whole. He begins by giv-

ing a compact account of Smith’s life

and times and of the intellectual traditions

that he drew on and modified. 

Given this background, Phillipson turns

to his central undertaking, pointing out

that, according to Smith, a commercial so-

ciety tends to promote certain virtues among

its members. By eradicating poverty, it

reduces incentives for individuals to resort

to crime and nations to enrich themselves

by wars of aggression. 

By maintaining a stable Constitution,

especially if courts are independent and

markets are free, a commercial society en-

hances individual freedom, which is a pre-

condition of moral choice. Competition in

markets compels individuals to exercise

self-control, prudence and industriousness,

virtues which, though imperfect, are at-

tainable by ordinary people. Although these

virtues promote the well-being of the in-

dividual rather than the good of others,

they unintentionally benefit others. Phillip-

son suggests that Smith’s practical aim

throughout the Theory of Moral Sentiments

is “designing the decent society”.

The Wealth of Nations, which is a fol-

low-up to Moral Sentiments, shows how

men can live and work well together. Ac-

cordingly, Smith urged governments to do

two things — promulgate justice and

foster institutions that improve people’s

moral conduct. Basic among such insti-

tutions is the family, which lays the foun-

dations of moral conduct by training the

child to restrain its will and respect others.

Smith’s practical proposals aimed

to improve both material and moral

conditions of people. Because his books

have not been read as a whole, today’s

social scientists and proponents of pub-

lic policy have ignored or distorted his

outlook. Above all, they have ignored

Smith’s constant theme that unintended

consequences of good intentions are

often bad. The biography sums up

Smith’s intellectual contribution and

for this alone, the book needs to be

read, and not just by economists.

T
he preparations for the Com-

monwealth Games (CWG)

have received such a ham-

mering from the media and sec-

tions of the public, many of whom

have made plans to get out of the

city, that someone looking down

from outer space might wonder

if there has been any long-term

improvement in civic amenities.

The onlooker might, however, no-

tice a very well-lit Capital, in it-

self an achievement for a city that

till not long ago was plagued by

chronic power outages.

The bosses who run Delhi’s pri-

vatised electricity supply compa-

nies (discoms) have assured citi-

zens as well as the powers-that-

be that they are well prepared for

the CWG with plentiful backup of

electricity and that the extravaganza

should pass without a flicker. If some

larger public good can be achieved

from the CWG, an uninterrupted

power supply is surely one. One vis-

ible result is the gawping crowds

that gather in the evenings to ad-

mire the effective rainbow-coloured

lighting of the vast winged canopy

that crowns the Jawaharlal Nehru

stadium. In its own way, it is as spec-

tacular a display as the lighting of

Rashtrapati Bhavan, Parliament

House and the Lutyens complex at

Vijay Chowk on Republic Day.

How long these good times will

last is another matter. The dis-

coms say that given Delhi’s grow-

ing hunger for electricity, and the

cheap rates at which it is sold to

consumers, the day may not be

too far when power sputters out

and the city returns to the dread-

ed days when the government-

run Delhi Electricity Supply Un-

dertaking (DESU) and Delhi

Vidyut Board (DVB) were in

charge. Those were the dark days

when the National Capital Ter-

ritory was contemptuously known

as National Blackout Territory.

Since 2002-2003 when Anil Am-

bani and Tata-owned companies

took over, they have been successful

on some fronts: bringing down ag-

gregate technical and commer-

cial (AT&C) electricity losses, main-

ly due to inefficiency and pilferage,

from about 52 per cent to around

18.5 per cent this year; they have

achieved this by reducing theft,

modernising the distribution net-

work and improving metering,

billing and payment collections. In

some relatively well-off parts of Del-

hi, such as Hauz Khas and R K Pu-

ram,  AT&C losses are down to 3-

4 per cent, comparable to well-run

cities like Singapore (4 per cent)

and Melbourne (8-9 per cent).

But Delhi’s power requirements

have also grown at a brisk rate,

from 3,000 Mw in 2002-03 to 4,720

Mw currently; of this the city on-

ly generates about 1,100 Mw and

the rest is purchased from nation-

al corporations like NTPC and NH-

PC, and private suppliers. And here-

in lies the rub: whereas cost of buy-

ing power has gone up steeply, from

`1.42 per Kw in 2002-03 to `3.43

per Kw this year, the percentage

increase has not been passed on to

consumers. This is because the Del-

hi Electricity Regulatory Com-

mission has repeatedly ruled out

an increase in consumer tariffs.

Delhi’s domestic consumers pay

lower unit rates, at 30 paise per Kw,

than those in metros like Mumbai,

Kolkata, Bangalore and Hyderabad

who pay between 40 and 50 paise

per Kw. Ironically, Delhi’s neigh-

bouring towns like Faridabad, Noi-

da, Gurgaon and Jaipur — and even

Amritsar — have more outages de-

spite paying higher rates.

Such a scenario is beginning to

cast shadows on Delhi’s brightly-

lit future. The discoms are nervous

because they are borrowing mon-

ey to sustain the financial gap. The

Capital’s political establishment

says its hands are tied in support

of a price increase because the reg-

ulator won’t allow it. It is true that

in many parts of the city the pow-

er situation has shown a marked

improvement — complaints are

better attended to, repairs are more

efficient and billing and payment

have been made kid simple. Neigh-

bourhood groceries will pay your

bijli bill for a small charge.

But how long will shining

lights be there in the big city? “In-

creased demand for power and

a better system have also raised

expectations,” a senior official

told me. “If we return to the black

era of outages, electricity stations

will be stoned by the people.”
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From darkness unto light
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P
roblems of great magnitude

surround us. The most in-

tractable is the Kashmir prob-

lem. At the moment, we seem to

be sitting on a political/security time

bomb. Anger, alienation, despair,

discontent, distrust, fear, frustra-

tion, passion make it almost im-

possible to return to normalcy.

There exist inherent limita-

tions to state power. This is par-

ticularly so in democratic coun-

tries. The UPA is an ensemble of

disparate political parties. It fol-

lows an agenda called “Common

Minimum Programme”. On Kash-

mir, there is no common mini-

mum programme. This became

clear at the all-party meeting

called by the prime minister the

other day. The best and the most

relevant, and imaginative, speech

was made by Sonia Gandhi. Heal-

ing, she said, is the answer. It

is. Only she can provide it by vis-

iting Srinagar and spending some

time in the Valley, now engulfed

by fire and fury.

The problem is devilishly com-

plicated. Do all-party meetings

help? Sometimes they do. I have

been a member of the Cabinet

Committee on Security (CCS). It

is headed by the prime minis-

ter. Its members are the ministers

of finance, home, defence and ex-

ternal affairs. Invariably, all are

men of experience, sagacity and

prudence. The CCS might con-

sider holding an in camera meet-

ing or meetings in Srinagar. We

all are aware that there are no

easy-fixes. Confidence-building

measures should be spearhead-

ed by the CCS in consultation with

all concerned. This, inevitably,

will be a long-drawn process. At-

tempted it must be. An integrat-

ed, coherent and creative poli-

cy is the need of the hour. Not

name-calling or blaming A, B

or C. We are, in Kashmir, on the

edge of an abyss. Are there no

valid intermediaries?

There must be. The vicious cir-

cular should be replaced by virtue

circle. Hot air? Maybe. Do you

have a better suggestion? Kash-

miris are traumatised. Action tem-

pered by wisdom is needed. Kash-

mir must not be allowed to be-

come a chronic nervous disease. 

A word about the media. It

is perhaps the most powerful in-

strumentality available. It can al-

ter perception, provide hope, re-

move hopelessness. On February

27, 1950 (long before TV arrived),

Jawaharlal Nehru, in a letter to

the chief ministers, wrote: “I would

suggest to you especially to keep

in touch with editors of news-

papers in your state. It is always

a good thing to send for them and

have informal off-the-record talks

with them. Give them such real

news as you possess.”

This media involvement ex-

ercise should be undertaken soon.

It can only do good. Often the me-

dia gets it right and the govern-

ment gets it wrong. Some in the

media do sensationalise serious

matters and give prominence

to trivia. These are exceptions.

Peace and tranquility are of

the utmost importance in Jam-

mu and Kashmir. Its strategic lo-

cation is unique, bordering Chi-

na and Pakistan, with Afghanistan

and Russia very near. US Pres-

ident Bill Clinton called Kash-

mir the most dangerous place

in the world. Tony Blair, in his

recently published autobiogra-

phy, has lumped Kashmir with

Chechnya, Yemen, Palestine,

etc. Not elevating company.

A sinister dimension was

added to the travail of Kashmir

in 1991. Terrorism. Pakistan is

wholly responsible for this. British

Prime Minister David Cameron,

in forthright language, made it

clear that Pakistan was har-

bouring and exporting terrorism.

With the arrival of the Taliban in

Afghanistan for the second time,

the situation in Kashmir has be-

come both fragile and danger-

ous. The US is reluctant to call a

spade a spade. Our American

friends (friends they certainly

are) in this case

are all chatter and

ignoring matter. I,

for one, do not

imagine that Mr

Obama will pro-

vide us much

comfort on this

score. India is a

strategic partner

(not an equal one,

if I may say so) but

Pakistan is a de-

pendable and

trusted ally. That

is the adamantine reality.

When South Delhi becomes

critical of the UPA, then things

must be very wrong. When car-

toonists start lampooning the PM,

he must sit up. The rise in prices

is now affecting even the mid-

dle class. The burden on our poor-

er brethren must be, and is, hor-

rendous. Two articles by two well-

informed and public-spirited in-

dividuals have highlighted the

widening rich-poor divide. Arund-

hati Roy in Outlook and P Sainath

in The Hindu have made blister-

ing attacks on the ruling estab-

lishment. No response has come

from the establishment. Neither

the magazine nor the newspaper

can be accused of being either ill-

informed or irresponsible.

Tailpiece

A word about Article 370 of our

Constitution. The BJP, when out

of office, invokes this Article in

connection with Jammu and Kash-

mir. It does not do so

while in government.

How did Article 370

find a place in the

Constitution? On page

55 of Volume 3 of Let-

ters to Chief Ministers,

Pandit Nehru wrote,

“This matter came up

before us when the

Constitution of India

was being finalised

about November

1949. Sardar Patel

dealt with it then and

he gave a special, though transi-

tional, place to the Jammu and

Kashmir state in our Constitution.”

The transitional bit was jet-

tisoned soon thereafter. Now,

it is unlikely to be dropped

or even modified. Life was

much less complicated in 1949.

The Kashmir conundrum

When South Delhi

becomes critical of

the UPA, then

things must be

very wrong. When

cartoonists start

lampooning the

PM, he must sit up
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