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Corona crisis causes turmoil in financial market

The COVID-19 pandemic is first and foremost a human
crisis. Its most direct impact is on health and human well-
being. The medical emergency and the public response to
it —most importantly restrictions on movement — have
also had a dramatic impact on economic activity, and led
to significant job losses.

The global economy is now expected to enter into
recession in 2020, following decade-low growth of 2.3 per
cent in 2019. Although much of the focus to date has been
on those countries that have been hit the hardest by the
pandemic, the crisis has reverberated around the world,
feeding through to financial markets.

Shocks to the real economy have led to three prin-
cipal developments on global financial markets: (i) ex-
treme global financial market volatility; (ii) large capital
outflows and pressure on many developing countries’ for-
eign exchange rates and reserves; and (iii) a substantial
increase in the risk of debt distress in public and private
debt. These financial impacts are feeding back into the
real economy, increasing the magnitude and duration of
the recession.

This policy brief analyses the impact of COVID-19
on the financial sector and puts forward policy recom-
mendations, focusing on how the international commu-
nity can support countries most in need, in four areas:
i) launching a large-scale, coordinated stimulus package
that includes a significant increase in access to conces-
sional financing; ii) strengthening the global financial
safety net; iii) initiating a debt moratorium; and iv) in the
medium-term, building a more sustainable future. These
measures should complement other national and interna-
tional actions to address the health, social and economic
impact of the crisis.

FINANCIAL MARKET TURMOIL

Since the scale of the COVID-19 shock became more
broadly recognized in early March, global financial mar-
kets have witnessed heavy losses and intense volatility
not seen since the onset of the 2008 world financial crisis.
Financial markets in Asia, Europe and the Americas col-
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COVID-19 on the financial sector and puts forward policy
recommendations, focusing on how the international
community can support countries most in need, in four
areas: i) launching a large-scale, coordinated stimulus
package that includes a significant increase in access
to concessional financing; ii) strengthening the global
financial safety net; iii) initiating a debt moratorium;
and iv) in the medium-term, building a more sustainable
future. These measures should complement other
national and international actions to address the health,
social and economic impact of the crisis.

lapsed, with the Dow Jones registering its second-largest
percentage drop in history on 16 March (Figure 1).
Valuations have plunged across asset classes, as
reflected in widening credit spreads (i.e. the interest cost
borrowers pay above a benchmark, such as US Treasur-
ies) on corporate and government bonds. For instance,

Figure 1
Dow Jones Industrial Average, Nikkei 225, FTSE 100,

January 2007-March 2020
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according to some estimates, emerging market sover-
eign high yield spreads are currently pricing in an ex-
pected default rate of roughly 11 per cent (UBS Financial
Services, 2020).

Three related factors can help explain the volatility
in asset prices: (i) the high risk of a global recession and
its impact on corporate profitability; (ii) structural mar-
ket issues, such as forced sales due to deleveraging; and
(iii) fear and uncertainty, and panic selling. It is extremely
difficult to discern how much of the selloff is due to each
of these different factors. But the downturn is at least in
part a response to the real economic impact of the pan-
demic, as reflected in sharp declines in the share prices
of airlines, energy companies, financial institutions and
manufacturing companies. There is an indication, howev-
er, that markets may have overshot, due to both fear and
uncertainty and structural market issues. For example,
current valuations of dividend futures imply that it would
take over ten years for corporate earnings per share to
reach the level of early 2020. This is an extremely long
time compared to past economic and financial crises, af-
ter most of which earnings returned to previous levels
within less than four years (Cembalest, 2020).

A high degree of leverage and vulnerabilities in the
global economy prior to the crisis has contributed to
the selloff (Chambers, 2020). As highlighted in the 2020
Financing for Sustainable Development Report (FSDR)
(United Nations, 2020), while banking sectors in most
countries have been strengthened since the 2008 crisis,
risks have migrated to non-bank financial institutions
(i.e., institutions that do not have a full banking license or
are not supervised by a banking regulatory agency). The
FSDR notes that the share of countries with vulnerabili-
ties in non-bank financial institutions increased by almost
20 percentage points during the second half of 2019 alone,
to reach levels similar to those before the 2008 crisis. In
particular, “leveraged loans” (loans to higher risk cor-
porate borrowers, most of which are then packaged into
“collateralised loan obligations”) have doubled in volume
since the 2008 crisis, to reach $1.2 trillion in 2019.

As aresult of the high degree of leverage in the econ-
omy, widening credit spreads and falling asset prices as-
sociated with COVID-19 have triggered additional asset
sales by fund managers to cover losses and repay debt,
increasing pressure across markets. Downgrades by credit
rating agencies may further worsen the spiral, as the man-
dates of many investors forbid them from holding bonds
with sub-investment grade credit ratings. As this means
higher funding costs for companies, it increases the like-
lihood of bankruptcies and layoffs, and can also reduce
future investments, impacting future GDP growth. This

is one reason why it is so important for central banks to
continue to provide liquidity to markets.

Banks and other financial institutions will also likely
see their earnings decline as a result of the pandemic, as
the share of non-performing loans increases and interest
rate margins fall as a result of reductions in policy rates.
This is reflected in financial industry valuations, which
fell roughly 39 per cent, significantly more than overall
US markets. However, banks have more robust balance
sheets than they did prior to the 2008 crisis, partly re-
flecting more stringent regulation — which should enable
them to withstand some of the growth in non-performing
loans. Indeed, banks can and already are playing an im-
portant role in mitigating the impact of COVID-19 on the
real economy. They can roll over loans and provide loan
forbearance where necessary, such as for SME loans and
mortgage payments for individuals who have become li-
quidity-constrained.

CAPITAL OUTFLOWS FROM DEVELOPING
COUNTRIES SURGE

The forced deleveraging across asset classes has also im-
pacted many developing countries. Higher demand for
dollar liquidity has led to unprecedented capital outflows
from developing countries, particularly “emerging mar-
ket” countries. Cumulative outflows since late January
surpassed the levels documented at the peak of the 2008
Financial Crisis, representing the largest capital out-
flow ever recorded. As of March, investors had removed
around $oobn from emerging markets since the start of
the crisis (Figure 2).

Similarly, credit spreads on emerging market sov-
ereign bonds have widened to more than 6oobps, more
than doubling since the start of the year to reach a post-
financial-crisis peak.

The capital outflow has led to a dramatic decline in
emerging market currencies, with a number of curren-
cies depreciating by more than 10 per cent. Given that a
significant share of developing country public debt is in
foreign currencies, mainly in US dollars, this will lead to
a substantial increase in external debt servicing and re-
financing costs for both corporations and governments.
And for some developing countries the shortage in dollar
liquidity and higher refinancing costs will undermine debt
sustainability.

DEBT DISTRESS ON THE HORIZON

Even before the COVID-19 pandemic, global debt had
reached record highs, with 44 per cent of least devel-
oped countries (LDCs) and other low-income developing
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Figure 2
Accumulated non-resident portfolio flows to emerging
markets since indicated date
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countries assessed at high risk of external debt distress
or already in debt distress (defined by the IMF as experi-
encing difficulties in servicing existing debt levels). Both
public and private debt are currently at record levels, with
private debt in emerging markets having grown particu-
larly fast following the 2008 crisis. In addition, the com-
position of sovereign debt changed in many developing
countries. As the 2020 FSDR points out, the long period
of unusually low international interest rates and unprece-
dented levels of global liquidity associated with quantita-
tive easing provided developing countries, including least
developed countries, increased access to commercial fi-
nancing. While providing much needed resources in the
short term, this has also resulted in higher debt servic-
ing costs, and heightened interest rate, exchange rate and
rollover risks.

With COVID-19 and related global economic and
commodity price shocks, particularly the drop in oil pric-
es (which was aggravated by political tensions), these
risks are now materializing, putting significant pressure
on debt sustainability in many countries. In Africa, six
countries with high oil exports could experience signifi-
cant shocks, while the fall in tourism will hurt many small
island developing States and other tourism-dependent
countries. In addition, highly leveraged corporations in
developed and emerging economies are extremely vulner-
able to shocks, which could amplify difficulties to service
their debt.

In these extraordinary circumstances, resources
to implement countercyclical measures and finance
emergency health measures will be severely constrained
in many countries. They will not be able to adequately

respond to the health risks, let alone the economic and
financial shocks associated with COVID-19. This calls for
urgent action.

POLICIES TO ALLEVIATE TODAY'S
TURMOIL AND PAVE THE WAY TO A
SUSTAINABLE FUTURE

Governments must take immediate steps to address the
human, economic and financial havoc being wrought by
the COVID-19 pandemic and to prevent a potentially
devastating debt crisis. Such policy responses need to be
human-centred and gender-responsive. They should be
designed to help those most in need, so that the burden of
the crisis does not fall on those least able to bear it. And,
as short-term policies today will affect future outcomes,
even immediate crisis measures should be aligned with
sustainable development.

At the national level, fiscal and monetary policies
include: expanding public health spending, paid sick leave,
wage subsidies and transfers, and granting loan forbear-
ance and other assistance to struggling households and
companies — along with injecting much needed liquidity
to stabilize markets.

Developing countries that experience large, sudden
capital outflows need to consider all options in the pol-
icy toolkit, including capital flow management policies.
However, many countries, especially those with high debt
burdens, will be constrained in the use of fiscal measures.
The global community must support countries in need,
both to ensure that no one is left behind and to effectively
combat the pandemic.

At the international level, globally-coordinated
rapid response measures would ensure maximum impact
and signal global resolve to combat the pandemic and re-
ignite inclusive growth. As many of the issues are global,
multilateral cooperation will be necessary, including in
health policies and international trade (e.g., eliminating
barriers that affect global supply chains).

In addition, the international community must:

> Support countries most in need

As called for by the UN Secretary-General, major eco-
nomies should come together to launch a large-scale,
coordinated stimulus package of at least 10 per cent of
global GDP to help boost the world economy. This in-
cludes significantly increasing access to concessional fi-
nancing for developing countries. As a first step, despite
enormous domestic pressures in the face of COVID-19,
donors should immediately reverse the decline in offi-
cial development assistance (ODA), particularly to LDCs,
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which may be hard hit by both social and economic im-
pacts of COVID-19, and for whom ODA remains essential.
In 2018, total ODA fell by 4.3 per cent and ODA to LDCs
declined by 2.2 per cent in real terms.

» Ensure adequate liquidity and resources

There are several immediate steps the international com-
munity can take to strengthen the global safety net.

» Provide emergency funding

Support the IMF to increase its total lending resources to
$2.5 trillion in order to respond to the increasing number
of countries requesting emergency funds. As much of this
increase as possible should come through quota-based
resources. Donors should increase contributions to the
IMF’s Poverty Reduction and Growth Trust (PRGT) and
Catastrophe Containment and Relief Trust (CCRT) to fi-
nance concessional help during this crisis, to complement
increases in ODA.

A sizable issuance of Special Drawing Rights (SDRs)
by the IMF would provide international liquidity for all
countries. Countries could enhance the liquidity impact
of such an issuance by lending unused SDRs back to the
IMF to increase its lending capacity.

An increase in central bank bilateral swap lines can
help countries manage foreign exchange needs, particu-
larly for US dollar liquidity. The US Federal Reserve has
expanded the set of countries that are offered swap lines
to 14 (mainly developed) countries. Central banks should
consider extending such arrangements to additional
countries in need.

» Prevent a debt crisis

The international community should immediately sus-
pend debt payments from least developed countries and
other low-income countries that request forbearance.
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