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In Summary

The underneath contains summaries of the articles given above, including key extracts
from these articles.

1. COVID-19 The economic impact simplified
By: Anuda Weerasinghe

e Much of the crisis from the Covid-19 outbreak is from the human behaviour and
economics at play. While prices wars and low demand pushed oil prices to record
lows, it helped to mitigate the supply side impacts of the outbreak. Sri Lanka could
also use these low oil prices to finance its budget deficit by keeping local fuel prices
unchanged.

e Expectations of decreasing share prices, have led investors to move their money
out of stock markets worldwide to safe-haven assets such as gold. Public
expectations of scarcity due to COVID-19 has led to panic buying. Artificial
shortages caused by the panic buying will only worsen the problem. Consumer
confidence should be improved through clear communication between producers,
governments and consumers.

e Sri Lanka remains vulnerable to a recession due to its heavy reliance on tourism,
remittances and imports. While Covid-19 also suggests a possible global recession
like in 2008, it is not guaranteed. Financial institutions today are stronger and well
capitalised. Success of implemented fiscal and monetary policies and the control of
the spread of the outbreak will determine the future global economic conditions.

COVID-19 which has been in the news for the last few months, has brought the entire
world to a halt in the last few weeks. With 198,006 confirmed cases of COVID-19 and
7,948 deaths across almost 154 countries, it came as no surprise when the World Health
Organization declared the virus a “pandemic” on Thursday.

Despite the biological nature of this virus, much of the crises we are dealing with today
due to COVID-19 revolve around human behaviour and economics.

The oil price crash

Over the course of the last 10 days or so, crude oil prices have dropped from close to $60
to just $28.03 a barrel — the most significant price drop in oil markets since the Gulf War
back in 1991. Understanding the reasons behind this sudden crash relies on understanding
that almost all of the world oil market is controlled by a group of 15 countries called OPEC,
the US and Russia.

When OPEC initiated talks with its competitors to cut back production and minimise COVID-
19’s impact on oil prices, Russia went in the opposite direction and increased production.
The political tensions that sparked this response resulted the OPEC, primarily Saudi Arabia
to do the same and began a price war in the market for oil.

Both Saudi Arabia, and Russia kept increasing their production, and reducing prices in
order to capture more of the market from one another. This sudden increase in oil
production, coupled with the declined demand for oil due to COVID-19 pushed oil prices



to new lows on both the supply and demand sides and brought about the oil price crash
we have seen in the last few days.

Whilst the oil price crash has hit oil exporting countries hard, there is a silver lining because
of the timing of the price crash. Because of COVID-19’s impact on China, a manufacturing
superpower, and the pace at which the virus is spreading across the world, aggregate
supply or the total production of goods and services has declined world over. Sri Lanka’s
manufacturing capacity for example has dropped by nearly $500 mn in the last few
months.

The sudden decline in oil prices can help mitigate this decline on the supply side because
oil is a key input for almost every good or service due to its prevalence in manufacturing
and transportation. The decline in oil prices will reduce production costs across economies
and in turn cause a positive supply shock, where the production potential, output and
aggregate supply increase.

Despite the decrease in crude oil prices however, fuel prices in Sri Lanka have remained
unchanged. It is unclear when prices will be adjusted in line with the global change because
the current government has done away with the fuel pricing formula used to adjust prices
on a monthly basis. However, it is unlikely that fuel prices will be reduced during the next
few weeks since existing stocks sold in Sri Lanka have been purchased prior to the price
crash in global oil markets. Furthermore, since the current Government significantly
reduced taxation on income and some key goods and services like telecommunications,
the Government could take advantage of the situation and finance its budget deficit be
keeping fuel prices unchanged.

Volatility in financial markets

Stock markets worldwide have seen major declines in share prices and have closed
numerous times. The Dow Jones, and S&P both have dropped by over 20%; similarly, the
Nikkei also dropped significantly in the last few days. Even the Colombo Stock Exchange
has seen almost a 9% drop in its All Share Price Index over the course of the last week,
and has been forced to close trading three times during this week. As share prices have
dropped, stock exchange markets have transformed into bear markets with trillions of
dollars wiped out of them.

This high volatility in global financial markets is driven by the self-fulfilling expectations
that have arisen as a result of COVID-19. Investor confidence has taken a hit due to the
rapid spread of COVID-19, and as a result with expectations of decreasing share prices,
investors have resorted to rapidly off-loading their shares before their expectations come
into fruition and they lose money. When enough investors do the same, the expectations
end up being self-fulfilling as the supply of shares on the market increase, and share prices
decline in turn. Since a share is basically a stake in the future output and earnings of a
company, these expectations have gone the other way as well.

For example, Gilead Sciences, which claims to be testing a drug for COVID-19, has been
one of the few stocks to rise in value due to the self-fulfilling expectations that this drug
will lead to profits and an increased share price.

As investors move their assets out of stock exchange markets worldwide, the value of
safe-haven assets has been on the rise. Gold for example soared close to the $1700 mark;
the Swiss Franc and 10-year treasury yield have also seen increases in value. These assets
have increased in value due to the increased demand stemming from increased volatility
in other financial markets and the belief that these safe-haven assets will always hold their
value. It's also interesting to note that the cryptocurrency Bitcoin has also depreciated
quite dramatically despite the fact that it is completely decentralised, is not governed by
any central bank or authority and in turn may be considered a safe haven asset.



Scarcity due to panic buying

Within a day since reports of a second case of COVID-19 in Sri Lanka, long lines have
formed outside of grocery stores and gas stations and shelves have been completely
emptied.

The public expectation of scarcity due to COVID-19 has led to panic buying and a sudden
surge in demand that has made the expectation itself self-fulfilling and temporarily created
a shortage of these essential goods. Our confidence in this expectation of scarcity is
strengthened when we see lines form outside grocery stores and empty shelves;
misinformation and the rapid communication channels available to us today have only
worsened the prevalence of panic buying and artificial shortages.

As these shortages come into fruition, prices could increase and lead to increased inflation.
This is especially problematic for low-income earning households that do not have the
means to purchase and store necessity goods for long periods of time. Since COVID-19
has already impacted the supply-side of most economies by reducing their production
potential, artificial shortages due to panic buying will only worsen the problem. Despite
this, realising the human behaviour that’s causing this problem the key solution is to
manage expectations and increase consumer confidence through clear communication
between producers, governments and consumers.

Is a global recession on the way?

The last major global recession we faced was back in 2008, when the world’s largest
financial institutions crumbled due to deregulation in the financial industry, risky lending,
and the burst of a housing bubble. The events that have transpired over the course of the
last few months due to COVID-19 have definitely raised concerns over a potential global
recession in the near future. The symptoms we have seen thus far suggest a recession on
two fronts on both the supply and demand sides, whereas the recession back in 2008 was
primarily on the demand side.

As mentioned above the supply side has already been affected due to COVID-19’s impact
on China, and the impact on the world’s production potential will only increase as more
people are infected by the virus, and global productivity declines due to an increasingly
infected global labour force.

When it comes to the demand side, we are already seeing clear signs of recession as
numerous industries are struggling to stay afloat amid the COVID-19 crisis. The airline
and tourism industries as a whole have retrenched thousands of employees and in some
cases even shut down as people keep travel to a minimum, and governments world over
implement travel bans and border lockdowns to minimise the spread of COVID-19.

Similarly, recent developments in the last few days have led to the cancellation of
numerous events in the entertainment and sporting industries that usually contribute
billions of dollars to the global economy.

Even the education industry has ground to a halt all over the world; universities and
schools have either cancelled school for a few weeks or have resorted to online school.
Almost every child and youth across the world has been affected by COVID-19 due to the
impact on education, which is also a significant contributor to the global economy and
economic development.

Sri Lanka remains highly vulnerable to a recession due to its heavy reliance on tourism,
which is extremely vulnerable to COVID-19. There has already been a 17.7% drop in
tourist arrivals in February, with Chinese tourist arrivals suffering a drop of 92.5%. The



impact on the island’s economy will only worsen as the virus spreads, travel bans are
imposed and consumer spending across the world declines.

Moreover, with a large portion of its population working outside of the country, Sri Lanka’s
demand side may also be hit by reduced remittances from these exported workers in
nations severely affected by COVID-19. Sri Lanka’s reliance on imports as a small island
nation, also make it highly vulnerable to external global shocks that may transpire due to
COVID-19.

Despite these symptoms and concerns on both the demand and supply side however, a
global recession like the one we saw in 2008 is not guaranteed. This is because unlike in
2008, financial institutions today remain strong and well-capitalised. As a result, they are
in @ much stronger position to implement policies that will help manage expectations,
curtail the economic impact of COVID-19 and reduce the risk of a global recession.

The Federal Reserve in the US for example has already injected $ 1.5 tn into financial
markets in order to help stabilise them and cut their rates to increase investment in the
economy; the European central bank and other governments world over have begun
taking similar approaches to ease the situation. The global economic condition over the
course of the next few months will depend on the success of these policies and the level
of control we will be able to achieve over the spread of COVID-19 worldwide.

For the full article — Refer the Daily FT

2. Economic stimulus: Challenge for governments
By: Dinesh Weerakkody

¢ In addition to placing strain on healthcare systems, quarantine measures to contain
contagion from the COVID-19 pandemic is affecting many sectors of the real
economy. Governments have launched stimulus packages to ease the economic
resulting economic burden, and prevent financial collapse. Central banks will need
to take measures to stabilise bond and inter-bank loan markets.

e Governments face two challenges. First, measures to flatten the contagion curve
come at the cost of a steepening recession curve. This will become a major concern
once the number of new cases begin to drop. Second, economic stimulus will be
ineffective if supply chains aren’t functioning well due to containment measures or
fears of contagion.

e Further, most economic stimulus packages don’t address combatting the virus
itself. In light of this, targeted short-term economic stimulus combined (such as
supporting low-income-households) and spending on strengthening healthcare
systems is important to flatten the curve while minimising long term economic
fallout.

Measures taken by countries contain the spread of the virus have hit the real economy,
with experts now warning of a recession. So, countries globally are facing an
unprecedented crisis.

Many governments have launched stimulus packages to cushion the outbreak’s economic
hit to businesses and households. The stimuli unfortunately don’t directly address the
immense task of dealing with the virus itself.

As the number of cases rises, medical systems could easily become overwhelmed and
perform below expectations. The travel and leisure industries are already facing a huge
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slump in demand. Preventing a collapse of the financial system is essential, as businesses
and individuals will get pushed to delay their loan payments.

Central banks round the world will need to take significant steps to stabilise the Treasury-
bond market and the market for short-term inter-bank loans. In part, this may involve
providing government guarantees for loans that stricken businesses have already taken
out, or else issuing them new ones. Many smaller firms may also need help.

In the US, there is a move to provide low- or no-interest loans for companies of all sizes
that have been negatively affected by coronavirus-related supply chain disruptions, and
to avoid layoffs and work time reductions. The Australian Government is giving small and
medium sized enterprises up to AUD 25,000 to help them cover their payrolls. New
Zealand is looking at NZD 12.1 Bn while the UK announced a GBP 330 Bn package to
support businesses.

Options for governments

The major challenge for most governments is that measures to flatten the infection curve
are steepening the recession curve. Ensuring health services are capable to deal with the
pandemic is important. Concerns for a full-scale economic fallout is not yet fully
understood, but will increase exponentially once the pandemic shows signs of being
controlled and the infected numbers start to drop.

In many markets the economic stimulus packages are seen as a strategy to sustain jobs
and the economy, protect wages, the welfare of workers, and small businesses.

There are many good lessons for governments to adopt from the financial crisis of 2008.
Income support for poor families to ride over the crisis is far more effective because it also
helps small businesses in many ways.

The other challenge for governments would be that even if they ensure zero borrowing
costs, it will not motivate factory owners to re-start operations in factories that cannot
source raw materials from their suppliers, or whose workers are ill, quarantined or simply
afraid of contracting the virus in their workplace or as they travel using public transport
to their workplaces.

While we still have a lot to learn as to how this pandemic is developing, for now it is far
more important to do whatever it takes to force down the infection curve while minimising
the impact on the economy in the short term with targeted stimulus.

For the full article — Refer the Daily FT
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