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As some European and North American coronavirus hotspots start to see light at the end of the tunnel, many emerging
markets are bracing for the worst of the impact. More and more developing countries are imposing lockdowns to prevent the
spread of the coronavirus, even as the global “coronacrisis” is set to devastate their domestic economies and dislocated
financial markets threaten their access to capital. As emerging markets grapple with this three-fold challenge, some are
warning that they may face their worst-ever emergency.
 
There are encouraging signs of improvement in some of the wealthy countries that are home to coronavirus hotspots, such as
Italy and the United States. In many of these nations, leaders are starting to plot a course out of lockdown, considering how
best to slowly restart their stalled economies.
 
However, even as green shoots spring up in rich nations, emerging markets are facing devastation. Countries such as India,
Brazil, Mexico, South Africa, and many others have seen growing domestic outbreaks of coronavirus. At the same time, as
wealthy countries have shut down, emerging markets have seen exports collapse along with travel and tourism revenue.
Compounding the pain, oil prices have slumped – dealing serious damage to oil-dependent emerging markets such as Nigeria
– and financial markets have partially seized up amidst an investment flight to safety.
 
It’s a perfect economic storm, made worse because today’s heavily indebted emerging markets are even more vulnerable than
they were before the 2008 financial crisis. As a group, they may be facing their worst-ever catastrophe.
 
Coronavirus outbreaks and lockdowns
 
Around 30 emerging economies have imposed lockdowns in the face of coronavirus outbreaks, including India, Pakistan,
Vietnam, South Africa, Malaysia, and Mexico. Measures range from travel bans to total economic closure – according to data
compiled by Oxford University, countries like Mauritius, India, South Africa, and Mali have some of the world’s harshest
restrictions.
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Governments hope that these restrictions will slow the spread of the deadly coronavirus, sparing their fragile health systems
and saving lives. However, they are coming at a steep economic cost at a time when emerging markets are already struggling.
 
Economic devastation
 
The first country to implement a coronavirus lockdown was China, where the virus first emerged. That initial lockdown had
several knock-on effects on China’s trading partners and on emerging markets more generally. Reduced demand from China
threatened commodity prices and funds began to flow out of emerging markets.
 
As the coronavirus spread to wealthy nations, the economic pain intensified. Travel bans multiplied, consumer demand
collapsed, and many countries across Europe and North America imposed restrictions on economic and social activity in a bid
to slow the spread of the virus. These lockdowns led to a near-total collapse in global demand for travel, tourism, luxury
goods, clothing, and many other products and services – including oil. Emerging markets’ exports plunged, starving them of
much-needed foreign currency and sharply contracting their economic activity. Further, as these countries imposed their own
lockdowns, domestic demand collapsed, worsening the pain.
 
Financial market dislocation
 
The next phase of the crisis came as financial markets began to seize up. Stock markets plunged and worrying signs emerged
in major credit markets – even the market for US Treasuries, usually the world’s most stable instruments, showed signs of
dislocation. Major central banks acted quickly to contain the fallout. The US Federal Reserve (Fed) and the European Central
Bank (ECB) rolled out a host of emergency monetary policy measures. The Fed flooded markets with liquidity and the ECB
moved to shore up European bond markets.
 
While these actions helped to stabilize global financial markets, they – together with rising risk aversion among investors –
imposed a fresh wave of pain on emerging markets.
 
According to the Institute of International Finance, a record $83 billion flowed out of emerging market shares and bonds in
March as investors fled to the safety of US Treasuries and other dollar- and euro-denominated assets. These outflows sent
emerging market stock markets crashing and led to spikes in bond yields.
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Both corporate and sovereign emerging market were sold aggressively, and the major credit rating agencies issued several
sovereign debt downgrades for these markets. This withdrawal of liquidity threatens to create a fresh financial crisis. While
the situation has stabilized somewhat, the risks remain high.
 
Emerging market borrowing has grown steeply since 2009, buoyed by ultra-low interest rates in the US and Europe that drove
yield-seeking investors to pile into emerging market debt instruments, which were often denominated in dollars. According to
Foreign Policy, a US news magazine, internationally traded emerging market corporate debt quintupled to $2.3 trillion between
2007 and 2019.
 
Today, faced with tighter borrowing conditions, plunging exports, and frozen domestic economies, many of these corporate
borrowers are now facing rising default risk. Worse still, there is a global shortage of US dollars due to peaking demand. The
Fed has reopened its financial crisis-era liquidity swap lines, providing dollars to desperate foreign central banks, but among
emerging markets, only Brazil and Mexico have access to the facility.
 
For others, the dollar drought, together with investment outflows, are combining to send many emerging market currencies
into freefall, making it even more difficult for borrowers in these markets to repay their hard-currency debts. As emerging
market governments eye debt freezes and relief, market conditions remain tense.
 
 
 
 
 
 
 
 
 
 
 
Government responses
 
The final factor exacerbating the crisis in emerging markets is their governments’ limited capacity to respond. While wealthy
countries have been rolling out unprecedented fiscal policy responses to the economic pain associated with coronavirus,
emerging markets have been unable to do the same. Many, including key countries like Brazil and Mexico, lack automatic
stabilizers like unemployment insurance, which are helping ease the pain in wealthy nations.
 
In addition, because they are facing rising borrowing costs and collapsing currencies, many emerging markets are struggling
to raise debt to finance an emergency fiscal response. Thus, the economic impact of the coronavirus will be felt far more
deeply by emerging market households and businesses than their wealthy country peers.
 
Strong action by global institutions and wealthy nations is needed to avert an emerging market crisis, which could spread even
more economic pain around the world. Unfortunately, an increasingly isolationist US seems uninterested in leading a global
effort to help troubled nations, while Europe is grappling with its own economic woes and most multilateral global institutions
are constrained by budget cuts and declining US support. Unless things change, the outlook for emerging markets and the
global economy looks grim.
 
Intuition Know-How has a number of tutorials that are relevant to emerging markets and other topics discussed above:
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In the wake of the 2008 financial crisis, governments around the world made a concerted effort to enhance the stability and
security of the global financial system. Through global regulatory frameworks such as Basel III and domestic regulatory
efforts such as the US Dodd-Frank Act, regulators sought to ensure that banks were well-capitalized and prepared to weather
inevitable economic and financial downturns. These efforts are being put to the test by the chaos unleashed by the
coronavirus pandemic and they are holding up, at least so far.
 
Despite widespread financial market disruptions and slumping economic
activity, banks have – thus far – been stable in the face of the coronavirus
crisis.
 
Some argue that this is thanks to the enhanced bank regulations
implemented around the world in the wake of the 2008 financial crisis. 
As the disruptions continue and the economic fallout widens, however, 
some worry that those reforms may not be enough to allow banks to 
emerge from the “coronacrisis” unscathed.
 
Post-2008 reforms
 
While there were many underlying causes, it is generally accepted that
the global financial crisis originated in the US mortgage market. 
Excessive leverage and a relentless focus on returns led to a concentration 
of risks in certain segments of this market. When those risks began to 
unwind, it sent shudders throughout the interconnected global financial 
system, causing credit markets to seize up and leading to a long and 
painful global recession. To save the financial system, governments around 
the world were forced to bail out banks and other financial institutions.
 
In the wake of the crisis, the G20 – a group of the world’s 20 leading
economies – undertook an overhaul of global financial regulation. To 
oversee the process, the G20 created the Financial Stability Board (FSB) 
and it, together with the BCBS (see box), developed a new global banking 
regulatory framework designed to reduce banking risk, strengthen bank 
balance sheets, and enhance the banking system’s resilience during times 
of crisis.
 
These global initiatives were complemented by domestic efforts among
the world’s leading financial sectors. In the US, for example, the 
Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act) was implemented to address various US
financial system issues. Among the Dodd-Frank Act’s provisions were measures addressing bank capitalization, systemic risk
monitoring, derivatives markets, and bank prudential regulation. The Act also included a controversial provision known as the
Volcker Rule, which prohibited depository banks – with certain limited exceptions – from engaging in proprietary trading or
owning and sponsoring private equity or hedge funds.
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The Basel Framework is an international
regulatory framework for banks established
by the Basel Committee on Banking
Supervision (BCBS). 
 
The latest Basel Framework is known as
Basel III. Like its predecessor (Basel II), it has
three pillars:
 

 
Together, the three pillars represent a global
effort to ensure the safety, soundness, and
resilience of the global banking and financial
system. 
 
Originally scheduled for January 2022, the
BCBS has deferred the date for the final
implementation of Basel III to January 2023
in light of the coronavirus crisis.

What is the Basel Framework?
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Stress tests and capital buffers
 
Two key aspects of post-crisis banking regulation were enhanced capital requirements and mandatory stress testing.
 
Basel III established guidelines for bank capital requirements and local banking authorities in most jurisdictions adopted
regulations implementing these standards. The goal was to ensure that banks would have adequate capital reserves to remain
solvent during market downturns.
 
Stress testing regimes were also widely adopted. Banks that meet certain thresholds and are overseen by the US Federal
Reserve (Fed) and the UK Bank of England, for example, undergo annual stress tests, while in Europe, the European Banking
Authority (EBA) conducts annual stress testing of a sample of European Union banks.
 
Stress tests are simulations designed to see how well a bank would perform under varying conditions of economic stress. By
conducting such tests, regulators hope to ensure that banks are better prepared for major financial downturns.
 
Coronavirus stress test
 
The coronavirus crisis, with its far-reaching financial market and economic impact, is imposing a sharp and painful real-life
stress test on the financial system. In the US, for example, the scale of the economic shock has been unprecedented. Since
the coronavirus lockdown began, for example, over 22 million Americans filed for unemployment – more than during the entire
recession of 2008/9.
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Economists are projecting extremely painful economic contractions for the world’s leading economies. Goldman Sachs
predicts that the US economy will shrink by over 6% in 2020 – compared to a 4% contraction between the end of 2007 and the
middle of 2009 – while forecasters anticipate that Germany’s economy will shrink by 10% in the first quarter of 2020, and
France’s by 6%.
 
Yet so far, despite the unprecedented economic gloom, banks have proven relatively resilient. Many analysts believe that
banks’ improved capitalization levels will help them weather these tough conditions. Although job losses and business
closures will inevitably lead to rising credit defaults, many observers are optimistic about banks’ resilience.
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Some, however, have cautioned that things may not be as rosy as they seem. In the last three years, under US President
Donald Trump, there have been a number of successful efforts to roll back the provisions of the Dodd-Frank Act and ease
bank regulations. The Fed’s annual stress tests have also been criticized as too mild, especially in the face of the current
reality. Banks, critics warn, may be far less prepared than they appear.
 
As the crisis continues and the economic toll mounts, all eyes will be on the banking system as market participants hope that
the regulatory efforts of the last decade will be enough to see it safely through the downturn.
 
Intuition Know-How has a number of tutorials that are relevant to bank regulation and other topics discussed above:    
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