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Ten years after the Asian Crisis, the ensuing ruble default of 1998 and the Argentinean Financial Crisis of 2001, the situation in emerging markets has became more stable. Still during the last couple of months, in some emerging markets--especially Russia--inflation has become a very popular and ominous word.

I recently visited Russia a couple of times, and the empty shelves in grocery and department stores that were so prevalent in the early 1990s are now a distant memory. This is the case not only in Moscow and St. Petersburg; stores in the Siberian city of Novosibirsk, and the Caspian city of Astrakhan, are as well stocked as those of Sao Paulo or suburban America.

But prices are starting to increase at quite a rapid pace, and this has very important implications for production costs of enterprises funded by foreign direct investment. Inflation severely reduces the purchasing power of domestic currency, so domestic workers demand more. Foreign entrepreneurs and strategists need to understand and be able to react to rising production costs, and the shrinking purchasing power of locals. 

The Russian government, like many other emerging market countries, wrongly blamed their domestic financial problems on increasing consumption in China and India, despite the fact that the rate of inflation for these two rarely exceeded 4% and 7.5% respectively. From 2000-06, the Russian consumer price index increased by 119%, while that of the World, U.S. and E.U. increased by 21%, 17% and 15%, respectively. 
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In the global marketplace, most governments experience similar financial trends. What differs substantially is the sophistication of the strategies that they use to deal with these trends, which is reflected in the above numbers.

Very often, certain price increases can trigger global inflationary pressures. For example, in 2007, the increasing purchasing power of consumers in the Global Emerging Market (GEM) led to rising prices for food. In China, the average price of eggs increased by 20%, vegetables by 23% and all other food products by 18.5%. This caused increases in food prices in Japan, India and even in countries as far away as Chile. However, unlike Russia, the governments of these countries found mechanisms to keep general inflation under control. It is important for investors to understand the financial strategies (or lack thereof) of national and regional governments. 

Russia was unable to control inflation due largely to its reliance on imported food. Some 35% of the Russian daily diet is imported despite the fact that 27% of its labor force is employed in the agricultural sector. By comparison, less than 2% of the work power of the U.S. and about 4% in the E.U. are employed in the agricultural sector. Inefficiencies in Russia’s agricultural sector are the result of several factors. Private initiative and economic interests still suffer from the legacy of command management systems, which never offered normal economic incentives.

Another factor is a lack of western technology and know-how. As a result, many farmers and entrepreneurs from the U.S. and Western Europe are beginning to take advantage of lucrative opportunities for foreign direct investment in agriculture in the global emerging market. Many regional and national governments in these nations have set up incentives to reinvigorate rural areas, which can provide financial support for entrepreneurs and investors from developed countries. It is not uncommon for farmers from emerging markets to import cows or sheep from Australia, Holland, or the U.S. to improve the productivity of their herds.

Moreover, a lack of suitable transport and telecom infrastructure further inhibits productivity in emerging markets. This makes it very difficult for local farmers to deliver their goods to major urban markets. A lack of fuel for trucks and cars exacerbates the lack of infrastructure. This issue can be resolved by the production of ethanol and other biofuels from agricultural waste. Unfortunately, the taxation systems of many emerging markets essentially prevent the development of these industries. In Russia, the tax on ethanol fuel is almost 200% of its production cost, and is higher than the taxes on alcoholic beverages. At least in Russia, fuel ethanol production is not a cause of rising food prices, as it is practically nonexistent. 

Most emerging market governments do not have a strategy to replace imported food with domestic agricultural production and have not been able to motivate domestic producers. Nonetheless, the role of agriculture of emerging markets in the world is increasing. In some cases, food crises are caused by excessive exports to developed countries. This was the case with vegetable oil and fish products. In Russia during the last six years, vegetable oil production has doubled, but because of an increase in exports, the price of vegetable oil jumped by 13.5% in the first eight months of 2007. 

Sometimes, a local food crisis can be the result of improvements in standards of living. As people become more prosperous, they tend to be more health conscious. Many consumers in emerging markets have become aware of the health risks of trans- and saturated fats and have begun to replace them with vegetable oils. Some governments in Eastern Europe and Latin America have enacted restrictions on transfat. As a result, exports of vegetable oils and high-quality butter have decreased from these countries due to rising domestic consumption, causing shortages elsewhere.

Despite many indications of inflation expectations, and the real growth of inflation, and increasing prices of first necessity consumer goods, governments of emerging markets often, for political reasons, print more currency. This is the case in countries like Venezuela and Russia.

In Russia, upcoming parliamentary and presidential elections have caused the government to increase the amount of rubles in circulation by 27.8%. This trend will unfortunately continue, putting more empty rubles in the pockets of Russians. In 2003, which was also an election year, the money supply increased by 50.5%. In 2007, consumer demand increased by at least 15%, twice the rate of growth of the Russian gross domestic product. All of these issues are causes of the current creeping inflation, which is in danger of reaching a gallop. 

Usually, emerging market inflation harms the middle class and the poor the most in these nations. The prices of goods of first necessity and food tend to rise at a faster rate than the prices of luxury and high-quality goods. If these prices increase by more than 1% per month over a sustained period, the likelihood of galloping inflation is very high. Investors pay very close attention to these prices in order to prevent them from skyrocketing and to be prepared to produce goods that are suddenly in higher demand.

The dynamics of prices in developed countries are very different. During times of financial instability, the larger and much wealthier middle and upper classes immediately invest in gold and luxury goods. As a result, the prices for these products rise faster than those of goods of first necessity. Regardless, in all types of economies, the government has the important responsibility of preventing inflation, which is the most sensitive nerve of an economy. 
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