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Market Review

America

The possible economic damage from the coronavirus drove wild swings in financial markets
amid a depth of risk-off fear not seen since the global financial crisis. Plunges in risk markets
triggered circuit breakers that halted equity trading sessions. Fears over the impact of the virus
pushed oil prices into freefall. The collapse was exacerbated by the start of a price war between
Saudi Arabia and Russia, which left Brent crude at US$22.74 a barrel and WTI at US$20.48 a
barrel. Both oil gauges fell 66% over the quarter to their lowest levels since early 2002.

Sovereign bonds initially rallied strongly in the risk-off environment. This saw yields fall below 1%
across all maturities of US Treasuries for the first time in history. The benchmark 10-year yield
fell to a record low on 9 March of 0.54%. However, as the scale of the fiscal response dawned
on investors in terms of unprecedented government deficits and bond issuance, sentiment
turned abruptly in mid-March. Yields sharply retraced their earlier moves, led by European
sovereigns. A gentler rally to the end of the quarter left the 10-year US Treasury yield 125 bps
lower over the three months at 0.67%.

The US Federal Reserve (Fed) led the global monetary policy response to the coronavirus
outbreak. It cut interest rates twice in March at unscheduled meetings to lower its benchmark to
just above zero. The Fed also undertook to boost QE bond purchases by at least $700bn,
comprising $500bn of Treasuries and $200bn of mortgage-backed securities, and soon
upgraded that pledge to unlimited QE. In its statement, the Fed said that it “will continue to
purchase Treasury securities and agency mortgage-backed securities in the amounts needed to
support smooth market functioning and effective transmission of monetary policy to broader
financial conditions.”

The central bank announced several further actions, including letting banks borrow cheaply for
as long as 90 days and reducing reserve requirement ratios to zero. In addition, the Fed
assumed the role of central banker to the world by acting to ensure a supply of dollars. The Fed
established a temporary repurchase agreement facility to allow foreign central banks to swap
any Treasuries they hold for cash. Fed Chairman Jerome Powell said the central bank will
maintain its efforts to keep credit flowing in the economy. “When it comes to this lending we’re
not going to run out of ammunition,” he pledged. “That doesn’t happen.”

It took little time for the impact of sweeping business closures to be felt in the real economy. The
number of people seeking jobless benefits surged to 3.28m in the week to 21 March and 6.65m
the week after, dwarfing previous highs. At the beginning of March, the number stood at
211,000. The non-farm payrolls report showed that the labour market lost 701,000 jobs in
March, which pushed the unemployment rate up to 4.4% from 3.5%.

Europe

The outbreak of the coronavirus has threatened the eurozone with potentially the worst slump in
its history and a possible resurfacing of threats to the cohesion of the currency union. The
epicentre of the pandemic spread to Europe in March as Italy and Spain both saw confirmed
cases surpass those in China. Borders were closed, many regions and countries locked down
and entire sectors of the economy paralysed.

The scrapping of buying limits allows the ECB to target its firepower where it is needed most,
such as Italy in the recent turmoil. This removes the need for recipients to apply for support
under outright monetary transactions (OMT), which carries a stigma and comes with conditions.
OMT was the policy bazooka that backed up Draghi’s “whatever it takes” pledge in 2012. While it
was mentioned as peripheral yields surged again, it has never had to be used, and may now not
need to be given the ECB’s more flexible powers.

There were also senior discussions over the issue of a common debt instrument (coronabond) to
raise funds for the benefit of all member states. Many countries support such a move although
the fiscally cautious Germans and Dutch considered it premature for such mutualised financing.
In other measures, the ECB added €1.2 trillion to its latest tranche of TLTROs, which aims to
encourage banks to lend, and made the terms more favourable.

Backing up the central bank, governments announced massive fiscal stimulus to cushion the
economic impact of the virus. The German government secured emergency powers to unlock a
historic rescue package. The extraordinary setting aside of a constitutional debt limit enables
new borrowing of €156bn, which is equivalent to around half of the country’s normal annual
spending. Italy could spend €25bn in battling the impact of the virus.

Inflation in the eurozone slowed in March to 0.7%, which is its weakest pace in five months. This
is down from 1.2% in February and reflects the collapse in oil prices. Inflation is likely to weaken
further in the coming months as efforts to contain the coronavirus demand the continued
widespread shutdown of economic activity. The annual rate of core inflation, which strips out
volatile food and energy costs, slowed to 1.0%.

In the context of the shock caused by the coronavirus, the UK’s departure from the EU at the
end of January proved insignificant. However, initial battle lines drawn ahead of trade talks
highlighted several likely flash points, including over fishing rights and the UK’s rejection of a
“level playing field” of EU standards.
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A new strain of coronavirus that took hold in Wuhan, China in December increasingly dominated
markets over the quarter. Its epicentre spread alarmingly from Asia to Europe and eventually the
US, leaving in its wake a rising toll of deaths and investor panic. Central banks across developed
and emerging economies delivered a swathe of emergency rate cuts, launched or massively
expanded quantitative easing (QE) programmes and strove to maintain lending liquidity to avert a
credit crunch. The possible economic damage from the virus drove wild swings in financial markets
amid a depth of risk-off fear not seen since the global financial crisis.

Fears over the impact of the virus pushed oil prices into freefall. The collapse was exacerbated by
the start of a price war between Saudi Arabia and Russia, which left Brent crude at US$22.74 a
barrel and WTI at US$20.48 a barrel. Both oil gauges fell 66% over the quarter to their lowest levels
since early 2002. Paralysed activity across broad sectors led to purchasing managers’ index (PMI)
readings confirming the biggest slump in manufacturing since the global financial crisis. China, from
where the coronavirus originally spread, reported manufacturing activity falling to its weakest level
on record in February as millions of workers remained quarantined. China also provided a tentative
glimmer of hope at the end of the quarter as its factory sector unexpectedly returned to expansion
in March. Although very early days in any recovery, China’s experience offers hope that economies
can recover quickly once lockdown restrictions are lifted. This improvement almost entirely
accounts for a slight rise in the JPMorgan global manufacturing PMI in March. Excluding China, the
reading of 46.6 is its lowest level since May 2009.

Financial difficulties caused Lebanon to default on a March 2020 bond (US$1.2bn notional) just
prior to its maturity date. Prime Minister Hassan Diab stressed that priority will be given to imports
of necessities such as food and medicine over servicing offshore debt. A renegotiation between the
government and bond holders and restructuring of the debt are expected to follow.

Moody’s cut its rating of South Africa’s debt to one notch below investment grade, which will see
the country’s bonds removed from investment-grade benchmarks. Moody’s cited unreliable
electricity supply, persistently weak business confidence and investment, and a rigid labour market
that continues to constrain the economy. It kept a negative outlook, which maintains a risk of further
downgrades. South Africa’s central bank previously announced that it will start QE as the economy
heads towards its largest budget deficit in a generation.

Ecuador’s bonds fell after Moody’s cut the nation’s credit rating deeper below investment grade.
Fitch downgraded Colombia’s rating to its lowest level above junk, citing a loss of fiscal credibility
and slumping oil prices amid a weaker economic performance. Ukraine moved closer to securing
much-needed funding of US$8bn from the International Monetary Fund (IMF) after its parliament
approved reforms that were a condition of the support. The expanded IMF package is expected to
unlock a further US$2bn from other international lenders.
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Japan

A new strain of coronavirus that took hold in Wuhan, China in December increasingly
dominated markets over the quarter. Its epicentre spread alarmingly from Asia to
Europe and eventually the US, leaving in its wake a rising toll of deaths and investor
panic. The possible economic damage from the virus drove wild swings in financial
markets amid a depth of risk-off fear not seen since the global financial crisis.
Sovereign bonds initially rallied strongly in the risk-off environment. However, as the
scale of the fiscal response dawned on investors in terms of unprecedented
government deficits and bond issuance, sentiment turned abruptly in mid-March. The
March sell-off in Japanese government bonds overwhelmed the earlier rally to leave the
10-year yield 3 bps higher at 0.02%. This was the first time in over a year that the
Japanese benchmark has ended a month in positive territory.

In common with central banks around the world, the Bank of Japan (BoJ) reacted
swiftly to try to limit the damage from the virus. It left its policy rate unchanged at -0.1%
but raised the target for its asset purchases and announced a new programme of loans.
The BoJ doubled its annual purchase target of exchange-traded funds from ¥6 trillion to
¥12 trillion and of real estate investment trusts from ¥90bn to ¥180bn. Purchases can
be flexible within those upper limits. The BoJ increased the purchase of commercial
paper and corporate bonds by ¥2 trillion to boost the financing of large firms. The
central bank also created a new programme of one-year, zero-rate loans to financial
institutions to promote lending to firms hit by the virus outbreak. The central bank also
gave itself more flexibility to buy shorter-dated debt and increased the frequency of
purchases of debt maturing in up to 10 years. The BoJ pledged to take additional
monetary easing steps as needed without hesitation, which could include cutting
interest rates deeper into negative territory.

Prime Minister Shinzo Abe promised a stimulus package larger than that offered in the
wake of the global financial crisis. The government duly proposed a support package
worth ¥60 trillion, including ¥20 trillion of fiscal measures. More than ¥10 trillion is set to
be handed to the public as cash, subsidies and coupons. This is equivalent to a 5-
percentage point reduction in the rate of sales tax, which was hiked in October from 8%
to 10%.

Industrial production increased in February for a third consecutive month, rising 0.4%
month-on-month, with electronic components & devices showing double-digit growth.
Exports declined by an annualised rate of 1% in February while imports slumped by
14%. The annualised rate of consumer price inflation fell over the quarter to 0.4% while
the rate of core inflation excluding fresh food and energy fell to 0.6%.
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