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Urgentactiontoreinvigorate the financial system is imperative, asdelay increases costs exponentially

A Shot to Boost Confidence

Aditya Purl

w ndia’slockdown has been both
most stringent compared to
other countries as well as one
| of the most effective. But as
“*~ with countries battling Covid-
19 with similar containment strate-

gies, thishascomeata cost.

A ‘revival’ strategy consists of dif-
ferent components: direct expenses
to fight the virus itself, ‘relief’ for
those whose lives and livelihoods ha-
ve been severely impacted; ‘stimu-
lus’ for getting businesses back on
theirfeet.

A common misconception is that
resources allocated for revival have
been insubstantial. This argument
assumes that stimulus must neces-
sarily be fiscal in nature. However,
economic revival is also contingent
on the aggregate flow of funds to the
economy. RBI's targeted long-term
repo operations (TLTROs) aimed at
enhancing investment in corporate
bonds and commercial paper amo-
unting to ¥1.5 lakh crore must be ta-
kenintoaccount. So,anaccurateme-
asure of the total amount already al-
located for economic revival — the
relief package, plus targeted liquidi-
ty facilities — adds up to 3.2 1akh
crore, or 1.5% of GDP. This is by no
means insignificant.

Should We Scale theWall?

However, more is needed. Increased
allocations to infrastructure progra-
mmes and employmentschemeslike
MGNREGA must be bolstered. Whi-
ch brings us to the inevitable ques-
tion of the dangers of going beyond
the boundaries set by ‘fiscal space’.

How real is this threat? Credit rat-
ingmethodologies, and policy bench-
marks such as targets set by the Fis-
cal Responsibility and Budget Mana-
gement (FRBM) Act, give an impres-
sion of ‘exactness’ based on mathe-
matical calculations. They are, how-
ever, more thumb rules. Policymak-
ers may want to bear some things in
mind. This is an exceptional year
and if ratingagencies were to penali-
seany amountfiscal ‘slippage’, it wo-
uld dent their credibility as arbiters
of a country’s economic health. Se-
cond, on GoI's external debt obliga-
tionsfront, India isparticularly com-
fortable. Its externally held sovere-
igndebt isapaltry 3.8% of GDP.

Rating agencies are known to put
considerable emphasis on ‘structu-
ral factors’. India has made conside-
rable efforts to improve its ‘structu-
ral stability’ via implementation of
the Insolvency and Bankruptcy Code
(IBC), goods and services tax (GST),
etc. So, the short-term prospects for
growth relative to the rest of the
world should work in India’s favour.

More needs to be done on the re-
formsfront, though. A reform packa-
ge must be accompanied by a medi-
um-termplan toreturntoapathof fi-
scal discipline. How much fiscal sti-
muluscanGolrealistically give? The
consensusamongeconomists, banks
and other stakeholders is that a sti-
mulus of around 4.5 1akh crore can
be announced without rocking too
many boats.

Factoring inrevenue losseson the
back of a drop in GDP, a large short-
fall in disinvestment receipts, and
significant compression of regular
budgeted expenditure to ‘accommo-
date’ a stimulus, the fiscal deficit-to-
GDPratioshouldbe5.5%. Assuming
an overshoot of 1% on the aggregate
for states, this should take the conso-
lidated deficit for the economy to
9.5%. This seems reckless profligacy,
but may be the bare minimum nee-
ded to bootstrap the economy.

Evenasthesizeof thefiscal packa-

A guarantee to mitigate credit risk will spur banks to
open up their lending. So, a 220,000 crore equity
commitment could enable 23 lakh crore of credit flow

We have to fiip the switch now!

gematters, itsdesignisjustasimpor-
tant. So, for India, with admittedly
fewer fiscal resources than many
other economies, the challenge is to
get the best bang for our buck.

CreditWherelt's Due

We must redefine stimulus as the ef-
fective flow of funds to the economy
thatcanaiditsrevival. A criticalcom-
ponentof thisflow iscredit. The task
cutout for our policymakers is toen-
surethat inanenvironmentof enhan-
ced creditrisk, adequate creditflows
tosectorsneeding iturgently.

Gol must guarantee that it would
bear the first loss on bank lending to
sectorslike MSMEsand NBFCs. This
can be done through the Credit En-
hancement Guarantee Corporation
envisaged in Budget 2019-20, or throu-
gh more focused special purpose ve-
hicles (SPVs) housed in entities like
the Small Industries Development
Bank of India (Sidbi). Gol will have
toprovide the capital for these SPVs.

Themitigation of creditrisk thro-
ugh the guarantee will spur banks to
open up their lending sluices. Simu-
lations show that a 20,000 crore equ-
ity commitment could facilitate €3
lakh crore of credit flow. Currently,
banks have about8.51akh crore par-
ked with RBI as reverse repo balan-

ces. This is, potentially, the quantum
of funds thatcanbechannelled tothe
real economy with a relatively small
allocation of capital along with gua-
rantees. Guarantees involve no im-
mediate spending and have no direct
fiscal impact. This s, thus, aformula
for maximum stimulus with mini-
mum fiscal cost.

If credit risk still hold banks back
from lending to particular sectors,
these SPVs with government gua-
rantees open up an avenue for RBI to
purchase debt paper issued by com-
paniesinthesesectors, be they finan-
ce, manufacturing or services. Each
credit guarantee or direct purchase
of securities is an important ‘signal’
that provides help to credit. It is un-
likely that the entire quantum of gu-
arantees will be invoked, or that RBI
will have to purchase large amounts
of corporate bonds or commercial
paper. But the confidence it brings
back to credit, bond and money mar-
kets could be agame-changer.

What we need is renewed confl-
dence in the financial system to revi-
ve the economy. And the price of this
confidence is just a small fiscal allo-
cation, nota gargantuan stimulus.
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