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Abstract

The COVID-19 pandemic has affected different sectors of the economy and also the financial markets around
the world. In this study, we examine the economic and financial market effect of the outbreak in India. We have
used normal raw data to check the movement of equity, bond, gold, GDP, inflation, and exchange rate. The
study also used VAR and impulse response function to check the inter-dependence impact between financial
markets. The study found that the Indian economy and the financial sector have experienced a volatile
environment due to the Covid-19 outbreak. We finally conclude the article by mentioning a few policy
recommendations for the Indian economy.
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. Introduction

In December 2019, a new respiratory illness known as Covid-19, caused by a novel coronavirus
disrupted the economy in the following years. It has caused the worst recession since the great depression of the
1930s. To date, the world has recorded 18.3 crore Covid-19 cases with 39.6 lakh fatalities, and we are still
counting. The count for India is 3.05 crore Covid-19 cases and 4 lakh fatalities. Covid-19 has impacted all the
advanced as well as developing nations adversely. Services like airlines, hotels, etc. are not generating much
revenue, unlike IT and Medical services. The poorer countries like India that cannot provide monetary and fiscal
support unlike developed countries are suffering. Covid-19 has affected the components of aggregate demand.
The declining consumption has caused a drop in the value of assets and the declining investment indicates the
uncertainty of future profitability. The economic recession has shifted the global balance of power. Usually, in
situations like these, the United States of America plays an essential role in galvanizing the world. But it did not
do so. It threatened to withdraw from the WHO (World Health Organization). Global trade has fallen between
13% to 32% causing disruptions in the movement and flow of goods. The economic effects are largely
dependent on the medical effects. As of the time of writing this paper, the second wave of Covid-19 has struck
India. It has caused a lockdown which has led the economy to deteriorate further.

The Indian economy is battling two wars, one is against Covid-19, the other is the economic crisis.
Most credit rating agencies like Moody’s have drastically cut India’s GDP forecast compared to earlier
projections due to deteriorating macroeconomics variables such as forex reserves, export, and industrial activity.
India’s financial position has been worsening for several quarters now and the pandemic has only made it worse.
The country remains virtually shut since March 25, 2020, and businesses face an uncertain future. Among the
worst-hit sectors are airlines, hotels, real estate, automobiles, etc. RBI is warning of a painful and slow recovery
in every sector. India has become the hot spot of coronavirus due to the increase in the number of confirmed
cases because of the 1% 2" wave, and 3 wave all due to the emergence of new strains. The effect of
Coronavirus is most devastating for India out of SARS CoV, Bird Flu, HIV-AIDS to name a few viruses.

India has been in partial lockdown since March 2020 and has restricted their economic agent’s
movement from one state to another state and even within the state due to the infectious Covid-19. Covid-19 is
having a growing impact on the Indian economy and the financial market. Unfortunately, the Indian health crisis
becomes an Indian economic crisis due to the cancelation of flights, restriction on labour mobility and volatility
in stock markets, fall in oil prices, and so on. For vulnerable families, loss of income due to an outbreak can
translate to spikes in poverty, missed meals for children, and reduced access to healthcare beyond Covid-19.
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This study is important because India is one of the fastest-growing economies and the fifth largest
economy in the world (Economic Survey 2019-20, 2020). This article will help, policymakers, government
bodies, and financial markets participants to be better informed about the impact of Covid-19 on the Indian
economy and financial markets. It will help them with better policy and financial decisions. Hence, we develop
two main objectives of our study, firstly, we check the impact of Covid-19 on financial markets. Secondly, we
also examine the impact of Covid-19 on the Indian macroeconomic scenario.

The remainder of the paper is organized as follows. Section 2 presents the literature review. Section 3
discusses the data and methodology used. Section 4 presents the results and analyses. Finally, in Section 4 we
conclude the study.

I1.  Literature Review

The Indian economy was still recovering from the demonetization shock and the implementation of the
GST. Covid-19 is a new challenge that has halted economic progress and could have effects lasting for decades.
The Indian government’s response to Covid-19 was a lockdown, restricting people’s movement and business
activities. The government imposed lockdown, which made 1.3 billion people of India under restrictions (Das,
2020), and took stringent action against people violating the rules and regulations. The government decreased
the interest rates and announced massive relief packages so that the growth is not hampered. The financial
markets have been volatile and unpredictable at times due to uncertainty that looms over Covid-19. Indian
economy is struggling with macroeconomic indicators and financial markets have also been volatile since the
pandemic began in December 2019. Some sectors are expected to do well during the Covid-19 outbreak for
example information technology, pharma, and healthcare (Singh and Shaik, 2020). Online retail is also expected
to do well by 30 percent in 2020 (National Investment Promotion and Facilitation Agency, 2020). However,
sectors like the hotel and leisure industry, aviation, automobile, housing, etc. for which demand can be
postponed will face most of the burden.

Covid-19 has impacted the entire nation, resulting in lower economic activity due to lower supply and
demand shocks. It is difficult to predict the exact magnitude of India's economic loss due to a prolonged period
of economic slowdown (Dev and Sengupta 2020). The effect of Coronavirus on the global economy is predicted
to be dramatic. According to UNCTAD estimates, the loss occurs to India's trade as a result of the Covid-19
pandemic would stand around US$348 million. The outbreak of the Covid-19 pandemic is an unprecedented
shock to the Indian economy. With the prolonged country-wide lockdown, global economic downturn, and
associated disruption of demand and supply chains, the economy is likely to face a protracted period of
slowdown. The magnitude of the economic impact will depend upon the duration and severity of the health
crisis, the duration of the lockdown, and how the situation unfolds once the lockdown is lifted.

The travel and lockdown restriction will affect the hotels, restaurants, and aviation industry. World
Tourism Organization (UNWTQ) (2020) estimates that international visitor arrivals will decline by 20-30
percent. However, the decline could be bigger and prolong for a long period.

I11.  Data And Methodology

The study is done using secondary data. To check the impact of Covid-19 on the financial market we
have looked at three financial instruments equity, bond, and gold. To check the impact of Covid-19 on the
economy we have used GDP, inflation, and exchange rate as the macroeconomic indicator. Data on the daily
closing prices of all these three financial instruments was taken from Bloomberg. The data for the
macroeconomic indicators were taken from trading economics. Data is collected from January 2017 to June
2021 including both the period before and during Covid-19. The period from January 2017 to January 2020 is
considered as pre-Covid-19 and from February 2020 to June 2021 as the post-Covid-19 phase. To study the
effect of Covid-19 on financial markets, we need to look at returns instead of prices. Hence, we calculated the
log-returns using the formula:

Ri; =In (P”Tf) .......... (1)

P; ;. is the closing price of the asset on day t of security i
P;,_4 :isthe closing price of the asset on day t -1 of security i
R;, :isthe return on asset i on day t

To analyze the Covid-19 impact on economic and financial markets we will adopt very basic
econometrics methodology like VAR and Impulse response function. Vector Autoregressive (VAR) models
were introduced by Sims (1980). The term AR is the appearance of the lagged values of the dependent variable
on the right-hand side of equation 1. Vector represents the notion that we are dealing with two or more
variables. In the VAR system of equation, each variable depends not only on its past values but also on the past
values of other variables. A basic plan VAR model takes the following form:
YV, =C+AY +AY o+ e +AY 4w, 2)
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Here, is a ( vector of an endogenous variable at a time ‘t’; is a ( vector of constant; is a time-invariant
(' matrix and is the error term in the equation which is also called the impulse or innovation in the model. In this
study, we have AIC (Akaike Information Criterion) to select the optimal number of lags. We have got the
optimal lag length as two, selecting a lag length greater than two will lead to an increase in mean square error,
and selecting a lag length less than two will lead to an increase in auto-correlation error. In this study, we have
also performed the impulse response function which is done after the VAR analysis. The impulse response
function (IRF) shows the response of the dependent variable to a shock or impulse that happens in the
independent variable. To analyze the impulse response function, it’s important to understand the notation for
shock and response. For example, AB represents the response of A on B during the time path. AA represents an
autocorrelation plot for variable A.

Table 1: Summary Statistic of the Financial Instruments taken in the study

Equity Bond Gold

count 1111.000 1111.000 1111.000
mean 11264.162 5.673 3341.726
std 1698.402 1.282 723.437
min 7610.250 3.313 2546.000
25% 10224.850 4.062 2737.550
50% 10922.750 6.255 2907.850
75% 11843.925 6.563 4167.925
max 15879.650 7.980 5027.250
Skewness  1.008 -0.506 0.637
Kurtosis 0.678 -1.127 -1.205

IV.  Result and Analysis

The first table highlights some descriptive statistics using both closing prices for equity, gold, and bond
(see Table 1). Looking at Figure A, we find that GDP fell drastically after May 2020, and still, it is well below
the pre-pandemic level. Inflation seems to be in control for the time being because of demand and supply
constraints. The demand for goods and services has decreased because people are spending less which is evident
by the increase in saving rate’. The supply also has reduced due to various supply chain constraints® which is
keeping the inflation within range. However, inflation will most likely increase in the future because of the low
interest rate, massive stimulus package, and excessive money supply. The exchange rate indicator shows that the
currency has depreciated.

The impact on the equity market was severe during the initial phase of the pandemic but there has been
a sharp reversal and surprisingly the equity market is at an all-time high. The yield for bond markets has fallen
which is also one of the reasons for the rally in equity markets because they are viewed as alternative
investments. Gold which always acts as a haven in times of crisis has gone up by more than 50 percent. Looking
at Table 2 which reports the VAR model for equity bond and gold, we find that pre-covid the past values of
equity and gold were significantly affecting the current values of the equity market. For the bond equation, only
the past values of the bond are affecting the current bond yield and the same is observed for the gold equation.
Table 2, reports the VAR model for post-covid. Interestingly, the equity markets have become less significant to
past values of gold and only the last time period value affects the current value of the equity market. The bond
market seems to be affected by the past values of equity and bond. Gold is unaffected by both equity and bond,
only the lagged one-period gold value affects the current prices of gold.

Figure A shows the pre-covid impulse response function for the equity market, bond, and gold. We find
equity has a positive effect on both gold and bond over the long run. Any shock or impulse in the bond leads to
a negative effect on equity and a stronger negative effect on gold. Equity reacts positively to gold over the long
run and bond reacts negatively to an impulse or shock that happens in gold. Figure B shows the post-Covid-19
impulse response function for the equity market, bond, and gold. The shock to the equity markets negatively
affects the bond market till the 15" lag but becomes positive over the long run. The shock to the equity markets

2 https://timesofindia.indiatimes.com/business/india-business/pandemic-has-household-savings-jumping-to-
22-5-of-gdp-report/articleshow/82276051.cms

3 https://www.frontiersin.org/articles/10.3389/ffutr.2021.660116/full
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positively affects gold till the 6™ lag but becomes negative over the long run. The effect of bonds on equity and
gold is negative in the long run. Gold has a positive effect on equity and a negative effect on bonds.

We cannot perform similar VAR and IRF analysis for the macroeconomic variable because of the rarity
of data. For example, GDP is reported quarterly thereby providing us with little scope to analyze the
effect of covid-19 on the macro-economic indicator.

V.  Conclusion

We know that Covid-19 has disrupted the financial and economic sector of the Indian economy. In this
study, we extend the growing literature on the effect of covid-19 on the Indian economy and the financial
markets. We find that covid-19 has decreased GDP, inflation is well above the RBI inflation targeting zone, and
the exchange rate has also depreciated. The financial sector saw massive wealth-getting wiped out in the first
phase of the pandemic journey, but they have recovered well and given good returns to investors. The gold and
equity have done well compared to bonds which are offering a low yield. The VAR and IRF further suggest that
the interdependence between financial market have changed post-covid-19 outbreak.

The government should provide financial support to sectors that are worst hit due to Covid-19. A large
number of employees in these sectors are expected to experience job losses. This sector needs quick assistance
and support from the government to weather the never-ending Covid-19 storm. The government should also
allocate a significant portion of funds to the healthcare sector. The macroeconomic variable like inflation needs
to be closely monitored so that appropriate monetary policy decisions can be taken.
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Figure B: This figure represents the performance of Equity, Gold and Bond in India from 2016 to 2021.
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Table 2: VAR Model for Pre-Covid-19 Daily Closing Price of Equity, Bond and Gold
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Note: ***, ** * represents 1%, 5%, and 10% level of significance respectively. To check normality, we conduct
Jarque Bera normality test.

Figure C. Impulse Response Function for Pre-Covid-19 Closing Prices of Equity, Bond and Gold
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Table 3: VAR Model for Post-Covid-19 Daily Closing Price of Equity, Bond and Gold
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arque Bera normality test.

Figure D. Impulse Response Function for Post-Covid-19 Closing Prices of Equity, Bond and Gold
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