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BEIJING, June 23, 2020

The Wave of Covid Bonds

DOWNLOAD PICTURE

Developing and developed countries alike are in a tough spot due to COVID-19.
Some economists predict a quick V-shaped recovery, while others expect an L-
shaped one. Still others anticipate an uneven W-shaped recovery. There is
nevertheless agreement that governments need to do whatever it takes to address
the crisis, and that trillions of fiscal firepower is needed to weather and recover
from the crisis, such as through stimulus packages worth an unprecedented USD9
trillion globally.

Yet developing countries cannot borrow at the scale of developed countries. Early
in the crisis, developing countries saw unprecedented capital outflows.  Credit
rating agencies have also downgraded the ratings of some developing countries
due to a rise in borrowing costs.  COVID-19 financing gaps, therefore, are
expected to be immense for developing countries.
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Covid Bonds—Up, Up, and Away

Against this backdrop, one approach increasingly used to fill developing countries’
financing requirements is to turn to international capital markets by issuing Covid
bonds. In April 2020 alone, governments worldwide (excluding the US) issued
USD55 billion in international bond markets.  In fact, sovereign bond issuances
from March to May surpassed issuances during the same time in the past year by
over 50 percent (Figure 1). While we cannot say that all sovereign bond issuances
since the onset of the COVID-19 crisis are pandemic-related, at least one quarter
of sovereign bonds issued have news reports confirming the use of such proceeds
for pandemic-related purposes.

 

 

Compared with the global financial crisis in 2008/2009, countries responded faster
this time around (Figure 2). During that period, we witnessed a surge in global
sovereign bond issuance four months after the collapse of Lehman Brothers on
Sept. 15, 2008. Furthermore, most bond issuances were by high-income and
middle-income countries.  In comparison, one month after the World Health
Organization (WHO) declared COVID-19 a global pandemic (March 11, 2020),
weekly sovereign bond issuances soared to nearly USD20 billion. Israel, for
example, issued a total of USD5 billion sovereign bonds to fight COVID-19,  19
days after the number of confirmed cases reached 100.  The Philippines issued
USD2.35 billion worth of Covid bonds 44 days after the number of confirmed cases
reached 100.  For Indonesia, it was 22 days.
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This good news is due, in part, to the liquidity boost from the efforts of the central
banks (e.g., the US Federal Reserve, European Central Bank) of developed
countries, which has helped to keep financial conditions stable and supported
investors’ bond-buying spree.

News reports of these bond issuances indicate that proceeds will be used to
create healthcare infrastructure, provide credit support to keep businesses
running, ensure food security, reduce COVID-19 infections, develop testing
capacity, alleviate supply chain disruptions, maintain basic services, and research
new vaccines and related technologies.

Over the past four months, 34 governments issued sovereign bonds in the
international capital markets. Many of them have good fundamentals. Sixty percent
of these were issued by high-income economies, while 40 percent were issued by
middle-income economies. Eight (China, Bahrain, Indonesia, Israel, the
Philippines, Qatar, Saudi Arabia, Turkey) are regional Members of the Asian
Infrastructure Investment Bank (AIIB). Many economies exhibit steady economic
growth (pre-crisis), have effective governments, fiscal discipline, and were regular
or occasional issuers prior to the crisis. Most have investment-grade ratings,
although some recently experienced credit rating downgrades (while keeping their
investment grade status), and a handful are non-investment grade. A snapshot of
bond issuances for some of these countries, verified to be used for pandemic
relief, is found below (Table).
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Some countries are also testing the market with long tenors. Indonesia, for
example, went to market with a 50-year USD1 billion bond—the first by the country
and by Asia in history. Israel likewise issued its first 100-year USD1 billion bond.
While longer maturity bond issuances are not unusual outside Asia even before
COVID-19 (e.g., Mexico in 2015, Austria in 2017), such issuances suggest that
countries are taking advantage of the low-interest rate environment and that there
is a market appetite for long-dated bonds. Such bond issuances can also assist
countries reduce rollover risks (although at higher yields) and extend the time
horizon of their investments, making them suitable for investing in longer-term
economic recovery needs, e.g., infrastructure.

Despite near-zero global interest rates, yields of existing sovereign bonds among
developing countries (e.g., Turkey, Vietnam, Russia) have increased. In recent
weeks, spreads over US treasuries have started to decline but have yet to come
down to their January levels (Figure 3).

This suggests that while risks have abated somewhat, developing countries are
perceived to be even riskier markets. Those with more favorable credit ratings (i.e.,
developed economies) are considered safe and their borrowing costs are
significantly lower than their developing counterparts (Figure 4).
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Given the objective of Covid bonds, such bonds can be broadly understood to be a
type of social bond. Along these lines, the International Capital Market Association
(ICMA) has extended their social bond categorization to include COVID-19 related
use-of-proceeds.  In fact, some sources attribute the increase in social bonds
over the past few months to Covid bonds. For example, Financial Times indicated
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that USD65 billion Covid bonds were issued from February to April.  This may
indicate that nearly all social bonds issued since February, as seen in Figure 5,
were due to COVID-19 related causes.

 

 

While sovereign and international agencies dominate the social bonds sector
(accounting for 85 percent of total issuances in 2020), more corporate issuers are
entering the social bond market. Corporate social bond issuance is a good way to
boost liquidity in the sector. In addition to relying on government support, firms
(especially large ones) can help themselves by issuing bonds to maintain supply
chains and pay their workforce, among others, during this pandemic. A major
pharmaceutics producer, for example, issued a billion-dollar bond partly to support
vulnerable patients’ access to medicines and vaccines.  On the part of financial
institutions, the Bank of China branch in Macao, China issued a COVID-19 related
bond in February 2020.  Bank of America likewise issued the first pandemic bond
among US financial institutions this May.

 

Maintaining Market Access Through Fundamentals

COVID-19 is posing the most significant economic dislocation since the Great
Depression. The fact that market access remains possible for many developing
economies is a vote of confidence in the macroeconomic policies and
management of these economies. The wave of COVID-19 financing remains
critical for medium- to long-term economic recovery, such as supporting
infrastructure investments and stimulating productive sectors. The lesson perhaps
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for developing countries is to strengthen one’s fundamentals (e.g., effective
institutions, macroeconomic stability) and avenues for financing (e.g., strong
domestic capital markets) while the sun is up so they have ability to borrow when a
storm hits.
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