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1. Introduction

Since the identification of a new type of Coronavirus (novel Coronavirus, later 
called SARS-CoV-2) in December 2019, millions of people have become infected 
globally. Numerous governments have declared a national state of disaster and 
have implemented differing measures, such as lockdowns and quarantines, to 
curb the aggressive spread of the virus: COVID-19. Such decisions have resulted 
in detrimental impacts on the global economy. Declines in global equity markets, 
supply chain disruption and consumer uncertainty have caused both the global 
and South African economy to come to an abrupt halt. 

In April 2020, the International Monetary Fund (‘IMF’) forecasted a 3% contraction 
in global GDP, contrary to the 3.3% expansion predicted prior to the pandemic, 
marking this as the worst economic slump since the Great Depression (1929) 
almost a century ago. South Africa has faced many downturns in the past 20 
years, including the Asian Crisis (1998), the ‘dotcom’ bubble collapse and currency 
crisis (2001), the GFC (2008), European Monetary Crisis, Nenegate (2016) and 
now the COVID-19 pandemic. Several GDP forecasts for 2020 have indicated a 
contraction of the South African economy ranging from 5% to as much as 23.5%. 
Certain industries will be more severely affected than others. These include the 
tourism, hospitality and entertainment industries that have been unable to operate 
under lockdown restrictions. 

The impact of COVID-19 on financial markets and the global economy has been 
severe and continues to unfold as governments consider various courses of 
action. The impact on almost all asset classes and industries has been pervasive, 
which may leave even the most sophisticated institutions grappling with how to 
best respond. 

In this article we explore how the impact of COVID-19 on financial markets affects 
the valuation of financial instruments and the risk management efforts of financial 
institutions. The sections below highlight some key considerations for entities with 
exposure to financial markets with regard to instrument valuations, pricing and 
risk management.
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The accurate valuation and pricing of financial instruments is critical for any 
entity operating in financial markets, specifically when it comes to effective 
risk management, speculation, scenario analysis, stress testing and reporting. 
Valuation models need to be monitored and continually updated to ensure that 
their use is appropriate, especially during periods of volatility and uncertainty 
as with the COVID-19 pandemic. This is particularly important when it comes 
to financial reporting under the requirements of the relevant standard, such as 
IFRS 13, IFRS 9 and IFRS 7.

An entity’s valuation model risk, use of market data and data representativeness 
should be examined.

2.1 Model risk
• The period of heightened volatility would have caused many option positions 

to become significantly in or out of the money. Depending on the underlying 
instrument, such positions may now be illiquid or trading at non-observable 
points of the applicable volatility surface. Valuation models would be  
required to extrapolate existing data points in order to value such positions. 
Market participants should assess whether their extrapolation models and 
approaches are appropriate and result in fair values that are representative.

2. Valuation and pricing

• Over the recent weeks, central banks across the globe have begun cutting 
interest rates, with the general sentiment that this trend may continue into 
the foreseeable future. While the likes of Euro and Japanese rates have been 
negative for some time, this has put several additional economies in low interest 
rate environments. Certain valuation frameworks, specifically for option pricing, 
are not appropriate to use in negative interest rate scenarios without performing 
appropriate adjustments. Market participants should therefore identify any 
instances where they may have exposure to such scenarios and ensure that 
their valuation and risk systems are able to handle negative interest rates.

• Certain valuation models, such as those that follow a simulation approach, 
commonly apply an assumption around the correlations between market 
variables. Such inputs are typically only updated on a periodic basis. 
During periods of market stress, correlations between market variables are 
known to approach one, even when the economic relationship between such 
factors is not intuitive. Market participants should closely monitor correlations 
between market variables and ensure that these have been considered in their 
valuation models. Further consideration should be applied as to the potential 
impact on profit and loss (‘P&L’) volatility associated with updating these 
correlations. 
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2. Valuation and pricing

• Credit spreads are an important input into credit trading, fixed income valuation 
and XVA models. Consideration should be applied by market participants 
to how the current market volatility and the strain that many businesses are 
experiencing will impact their credit profile. Credit spreads have and may 
continue to increase, especially in the short end of the credit curve. This strain 
should be accurately reflected, especially in cases where credit spreads have 
been subjectively determined. 

2.3 Input and output representativeness
• The ongoing increase in market volatility has also created a high degree 

of uncertainty. When performing scenario and sensitivity analyses, market 
participants should ensure that forecasts are robust and that various 
eventualities are considered accordingly. 

• Probabilities of default are likely to be higher in the short term than suggested 
by the corresponding rating for a particular entity as rating agencies 
digest the information that has and will continue to come from the current 
environment. This will have a direct impact on ECL calculations under IFRS 9, 
since forecasted economic conditions are likely to worsen due to COVID-19. 
The effect of this may be particularly severe for junior and speculative grade 
debt given that markets tend to avoid high risk assets in times of heightened 
volatility.

• Market participants typically track the overall exposure to another entity 
to ensure that these exposures remain within acceptable risk limits. A key 
aspect of exposure management is the collateral that is posted or received. 
Where collateral is considered, the valuation thereof should be appropriately 
considered, especially with regard to how this affects counterparty exposure 
under stressed market conditions.

• Given the inherent subjectivity introduced by market strain, market participants 
may need to make several assumptions with regard to inputs and choice 
of models. The associated reporting and disclosure process around these 
assumptions should be sufficiently granular and comprehensive to ensure 
transparency.

• Valuation models may require calibration to traded market data to ensure 
that they are able to accurately price and value the instrument in question. 
Models that were last calibrated before the observable market stress induced 
by the COVID-19 pandemic may not be accurately valuing the underlying 
portfolio. Market participants should therefore ensure that model calibrations 
are inspected and updated to incorporate current market dynamics. This will 
have a direct impact on potential future exposure (‘PFE’) and fair value 
adjustment (‘XVA’) calculations, as these calibrated models are used to  
project future exposures of market portfolios. 

2.2 Market data
• Certain market data might become unavailable during this time due to an 

illiquid market as market participants become reluctant to transact. This is likely 
to result in wider bid-offer spreads and caution should be taken when using 
this information in valuations. In the case where market data is unavailable, 
it might be necessary to use proxies or extrapolation methods. In addition, 
the processes around bid-offer reserving should be closely monitored and 
validated to ensure that these processes are reflective. 

• Focus should be applied to ensuring that the end-of-day snapshots used in 
valuation models are appropriate. Market data volatility may result in data 
points being used in valuation models that is not necessarily reflective of 
where a market participant may be able to transact. Internal price verification 
processes should therefore ensure that this input data has sufficient price 
discovery. 

• Given potentially reduced liquidity, prices for listed instruments may become 
stale and can cause significant valuation issues as the market continues to 
change rapidly. Prices that are unable to reflect the most recent available 
information might result in misrepresentation of the exposure on an instrument.

• Given that central banks across the globe have begun cutting interest rates, 
this will cause many interest rate derivative values to change dramatically. 
For example, fixed rate payers on interest rate swaps may see significant losses 
on their positions, although this is also dependent on the term of the instrument 
due to general yield curve steepening.
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It is inevitable that the risk management functions of financial institutions and 
broader market participants will be impacted by COVID-19. Those involved in risk 
management should ensure that existing procedures and frameworks adequately 
address the appropriate actions to take when such market strain is prevalent. 
There are several risk management aspects that should be considered – we have 
highlighted some of these considerations below.

3.1 Risk metrics
• Banks and financial institutions that perform scenario analysis and stress 

testing, such as for economic capital purposes, should continue to revise 
the appropriateness of their approach. These analyses should be updated 
frequently as new information becomes available and updated forecasts  
and scenarios are developed. 

• P&L volatility should be managed and tracked closely. It is likely that stop 
losses and profits will be triggered under severe market volatility, as well 
as market risk limits being breached. It may therefore be necessary for risk 
management functions to re-allocate limits or refine limits and thresholds in 
the short to medium team. 

3. Risk management

• Wrong way risk may become significant as both default risk and credit exposure 
increase. Counterparty limits in a distressed environment may be triggered, 
so it is important to manage the concentration of exposures proactively and 
effectively. It is vital that the inherent counterparty credit risk is re-evaluated 
under the current conditions and monitored frequently. Counterparty credit risk 
should take into account all of the relevant counterparty’s financial exposures 
as well as the impact of any cross-default clauses in the legal agreements.  

• Basis risk might arise, as hedging strategies may not react to the distressed 
market as expected. Hedge strategies and hedge effectiveness under the 
relevant accounting standard should be monitored closely.
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3.3 Liquidity
• Liquidity constraints may arise as margin calls increase on derivative positions 

and potential termination issues may surface. Traders should therefore ensure 
that adequate stop losses are in place to prohibit excessive losses and margin 
calls, as well as consider potential liquidity constraints in scenario analyses. 
Trade volumes have decreased significantly and will contribute to already 
prevalent liquidity constraints. Liquidity monitoring and management should 
therefore be strengthened and prioritized.

• In times of crises, margin calls should be managed closely as it could increase 
exposure to already distressed counterparties. Banks and market participants 
should follow contractual procedures promptly when making margin calls and 
document all steps thoroughly. 

3.4 Market access
• Potential disruptions to trading and market access may result due to various 

lockdown and quarantine measures. Both the New York Stock Exchange 
(‘NYSE’) and the London Metal Exchange (‘LME’) have experienced disruptions 
since the onset of COVID-19. Certain International Swaps and Derivatives 
Association (‘ISDA’) agreements contain a force majeure clause that outlines 
a fallback whereby alternative methodologies may be used in the case of 
such market disruptions. ISDA agreements should be examined carefully as 
methodologies might differ depending on the product type. 

• Electronic trading based levels and circuit breaker trigger points should be 
examined. The Johannesburg Stock Exchange (‘JSE’) has widened such 
points, allowing investors a brief pause to comprehend market conditions and 
make trade adjustments accordingly. The JSE has circuit breaker triggers on 
an instrument (stock or contract) level, which enforce temporary trading halts 
for periods of five minutes at a time.

• An infrastructure capability review may be necessary to ensure that, during 
extreme events and periods of trade disruptions, trading and market making 
activities, as well as market risk functions, are able to continue. 

3.2 Regulatory considerations
• Value-at-Risk (‘VaR’) and regulatory capital of financial institutions will likely 

increase during this time of economic stress due to the volatility observed in 
the market. This in turn directly impacts the availability of reserves to address 
other business areas that might be stressed. The GFC period of 2008-09 is 
usually used to calibrate stressed VaR (‘sVaR’) models, but it might be the case 
that the current period exhibits greater stress than that of the GFC resulting 
in a VaR that is greater compared to your sVaR when considering each period 
in isolation. In addition, as VaR does not accurately capture risk beyond the 
confidence interval (i.e. tail risk), it becomes clearer as to why expected shortfall 
(‘ES’) should be used as a risk measure instead (as proposed by the most 
recent FRTB regulations).

• Deadlines for regulatory change initiatives may be impacted, and it is 
imperative that banks seek local regulator guidance in order to prioritise their 
activities. Delays in ongoing projects may result in financial loss for many 
institutions – consideration should therefore be applied to the prioritization of 
an entity’s operations so that financial stability is preserved. For example, the 
BCBS has postponed the implementation date for FRTB from January 2022 
to January 2023, allowing banks to focus on the crisis at hand. In addition, 
the new data gathered over this extended period should be used by banks  
to strengthen current models and procedures. 

3. Risk management
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