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EDITORIAL

THE CORONAVIRUS: INTERNATIONAL PROPAGATION AND TAIL RISKS

The international propagation of the coronavirus forces a rethink of the consequences for the global economy. Coming
after the outbreak in China, the marginal impact on the global economy of the spreading of the epidemic should, a
priori, be rather limited. Yet, financial markets have reacted very negatively. This jump in risk aversion reflects con-
cern that the economic consequences may have been underestimated thus far as well as increased focus on tail risk.
This ‘financial accelerator’ phenomenon may in turn contribute to the worsening of the growth outlook.

The international propagation of the coronavirus forces a rethink of the
consequences for the global economy. The epidemic, which combines
a demand, a supply and an uncertainty shock, has a direct impact on MARKET REACTION TO THE GLOBAL PROPAGATION OF THE CORONAVIRUS
the real economy via a decline in spending and production -due to
the shutdown of factories and offices as well as travel restrictions-, L .
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ering that countries like Italy have a far smaller weight than China and 100

should also generate smaller spillover effects. The regional impact can,
however, be more significant. Italy for instance, has a weight of 15% in
eurozone GDP.
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compared to Europe or the US. The large drop in risk appetite, which 96

is also manifested in a strengthening of the euro versus the dollar, re-

flects a growing concern that, due to the international propagation, the U
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cific developments fuel concern that the overall macro impact may
have been underestimated. Tellingly, European economic commission- SOURCE: MARKIT, BLOOMBERG, BNP PARIBAS
er Gentiloni has stated it is still too early too fully gauge the impact.

The jump in investor risk aversion could also be due to increased con-
cern about tail risks. As a consequence, low likelihood developments
end up having a disproportionate impact on behaviour. This also applies
to consumer behaviour. Infection worries may be such that they cause
a precautionary drop in demand. Such a ‘safety first' reactioncreates a

disconnect between the number of infections and the macro impact.
This risk is of particular importance for the travel and hospitality in-
dustry, with people refraining from traveling, including business travel,
not because they are income-constrained but because of health safety
concerns or because international conferences are cancelled for the
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same reasons. This in turn can generate spillover effects to other sectors® . Health concerns can also have a supply side impact when staff have
to stay at home because they or their children are in quarantine, although it must be said that in many sectors information technology enables
working from home and thus should limit this effect somewhat? . Finally, financial developments may act as an accelerator and contribute to
the worsening of the growth outlook. If companies can’t produce or ship their output or are confronted with a drop in demand, tensions may
arise in terms of working capital requirements. This is increasingly observed in China. A hit to profits may end up causing a ratings downgrade
which pushes up funding costs. The latter will also increase when investors are shunning the corporate bond market, causing a significant spread
widening, like we have seen this week.

William De Vijlder

1. According to Eurostat, the EU tourism industry (traditional providers of holidays and tourism services) consists of 2.4 million businesses, mostly SMEs, employing about 13.6 million
people. Adding closely linked sectors, one ends up with a workforce of 27.2 million people (11.7% of total employment) and 10.3% of GDP.

2. Arecent Financial Times article mentions research by Marcus Keogh-Brown and Richard Smith who argue that ‘prophylactic absenteeism’ -staying home to avoid inflection- cause most
of the economic impact. Source: Overreaction to the epidemic risks economic sickness, Robert Harding, Financial Times, 26 February 2020.
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