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he covid-19 pandemic is not just a
health crisis; it is in equal measure an
economic crisis, the consequences of
which could potentially be catastrophic. As
policymakers scramble to contain the out-
break’s economic fallout, the Reserve Bank
of India (RBI) must play a critical role in
financing both the government and private
sector, A conventional recession typically
occurs when people choose to cut their
spending. It is usually dealt with by design-
ing a broad-based stimulus package
intended to stimulate economic activity. An
off-the-shelf package, however, may nothe
very useful in a pandemic-induced slow-
down where large partsof the economy can-
not operate, as they are undera lockdown.
The first order of business, therefore, is for
thegovernment to transfer resources tosec-
torsimpacted by social distancing measures
to help them minimize the cost of the crisis.
Countries have lost no timein mobilizing
resources to confront the crisis. Japan, for
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example, has earmarked awhopping 20% of
gross domestic product (GDF) to fight it. The
Indian response, atbarely 1% of GDP thus far,
is woefully inadequate. Conservative esti-
mates suggest that India would need
upwarids of 10% of GDP to address the fallout
from the crisis. However, this then begs the
question of how the Union government,
with limited fiscal elbow room, proposes to
finance these expenditures.

The government. as many analysts have
pointed out, has already helped itsell to
India's entire household savings. Further
borrowing would drive up bond vieldsand
crowd outalready weak private investment.
Extraordinary times call for extraordinary
measures, and therefore, policymakers must
put previously discarded options such as
external foreign currency borrowing and
RBI monetization of the fiscal deficitback on
the table. While the formerissusceptible to
rollover and exchange rate risk, the latter
might result in runaway inflation. However,
these concerns must e weighed against the

eould spark inflation and raise long-term bor-
rowing costs are not borne outby recent aca-
demicevidence. Jordi Gali (hit.ly 2VNQHYE)
shows that if prices are slow to adjust, then
increased liquidity under money financing
mayactually lower borrowing costsand stim-
ulate economicactivity. Arecent IIMB study
by Abhishek Naresh and

Conventional monetary policy has been
highly ineffective in stimulating credit pro-
vision inIndia. The transmission of changes
from the short-term interest rate to the long
rate, theone that matters to most economic
activity, has been quite weak. Moreover,
monetary policy effects take time and are

dependenton the banking
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consequencesof an inadequate government
response for lack of mobilized resources.
Withvery low costs of borrowing abroad,
foreign currency borrowingslook attractive
for a cash-strapped government. Fears that
money financing, or simply printing money,

few monthsare like pennies thrown at com-
panies before they get hit by a steamroller.
Thecentral bank must move fast to separate
insolvent firms from illiquid firms, and
address the needsof the latter. Ifnot, other-
wise efficient firms could collapse as well.

take toxic loansoff the hal-
ance sheets of banks and
non-bank finance companies.

In doing so, RBI can inject liquidity
quickly and also stall the degradation of
these loans withits longer holding capacity.
Central banks in other countries have done
this before and have even made money by
taking on risks that commercial banks are

Opt for policies that are pragmatic and not dogmatic

lnath to taking during acrisis. Allowingthe
problem to fester could result in a wave of
defaults that could spill overinto debt mar-
kets and affect millions of retail investors
through their mutual fund holdings. The
news that Franklin Templeton is shutting
downsix of its debt funds suggests that such
awave might have already started.

An aggressive asset-buying programme
by RBI can focus on firms and sectors that
arelikely to have the most significant impact
on the economy. Metrics such as employ-
ment creation and linkages with other sec-
torscan be used to pick loans to target.

Theunique nature of this economic crisis
caused by the pandemic requires us to be
Aexible in ourresponse and not be wedded
to existing frameworks. The medical frater-
nity has made itclearthat a vaccineisa good
18 months away and that a second wave of
infections will almost certainly come during
the latter half of 2020. Addressing the eco-
nomicfallout would require a massive effort
onall fronts. Thecentral bank must do what
it takes, even if it means temporarily mor-
phinginto an asset reconstruction company.
Itistime for usto follow pragmatic and not
dogmatic economics.
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