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ABSTRACT

ThepaperaimstoanalysetheimpactoftheCOVIDoutbreakonthecurrencymarket.Thestudy
considersspotratesofsevenmajorcurrencies(i.e.,EUR/USD,USD/JPY,GBP/USD,AUD/USD,
USD/CAD,USD/CHF,andCHF/JPY).Tocapturetheimpactoftheoutbreakonreturnsandthe
volatilityofreturnsofsevencurrenciesduringpandemic,thestudyhassegregatedintwowindow
periods(i.e.,pre-[1stJan2019to31stDec,2019]andpost-outbreakofCOVID-19[1stJan,2020
to22ndDec,2020]).Thestudyhasappliedvariousmethodsandmodels(i.e.,econometric-based
compoundedannualgrowthrate[CAGR],dummyvariableregression,andgeneralizedautoregressive
conditionalheteroskedasticity[GARCH]).Theresultofthestudycapturesthenegativeimpactof
theCOVID-19pandemiconthreecurrencies—USD/JPY,AUD/USD,andUSD/CHF—andpositive
significant impactonEUR/USD,GBP/USD,USD/CAD,andCHF/JPY. Investorscan takeshort
position in thesewhilehaving longposition inother currencies.The inferencesdrawn from the
analysisareprovidinginsighttoinvestorsandhedgers.
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BACKgROunD AnD MOTIVATIOn Of ThE STuDy

UncertaintyandvolatilitycausedbytheCOVID-19pandemichascreatedmajordisruptionsinthe
globaleconomy.Theunprecedentedeconomiccrisishasadverselyaffecteddifferentaspectsofthe
worldeconomy.TheimpactofCOVID-19hasadverselyaffectedglobaltradeandtheWorldTrade
Organizationhasprojectedthattheworldtradewilldeclineby13%to32%in2020.TheInternational
MonetaryFund(IMF)hasprojectedthattheworldwidemarketwillshrinkby3%intheyear2020.
IthasfurtherbeenpredictedthatthemajoreconomiessuchasUnitedStates,UnitedKingdomand
Japanwillcontractby5.9%,6.5%and5.2%respectively.COVID-19hascreatedthreemajorshocks
intheformofnegativedemandandsupplyshock,andfinancialshock.Demandshock,ontheone
hand,hasnegativelyaffectedthepurchaseofcommoditiesbyconsumersandhasalsocreatedtravel
limitationsorrestrictions.Ontheotherhand,supplyshockhasnegativelyimpactedtheeconomy’s
abilitytoproducegoodsandservices.Liquiditycrisisandvolatilityinthestockandexchangemarket
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hascreatedfinancialshock.Theamalgamofthesethreemajorshockshasunfavorablyimpactedthe
growthofoveralleconomy.

Theoutbreakofthecoronapandemichasheightenedthelevelsofdisruptionsintheforeign
exchangemarketleadingtotheturbulenceofforeignexchangerates.Exchangeratevolatilityhas
becomeamajorperturbingfactorinmanycountriesasitissignalingtoeconomicdistress.Lockdown
measuresduringtheCOVID-19pandemicresultedinthelowdemandforenergyproductsleadingtothe
depreciationofthecurrencyratesofnetoil-exportingcountrieslikeBrazil,Australia,andIndonesia.
Duringtheworldwidelockdown,currenciesofthecountriesdependentontheexportofafewgoods
depreciatedtoagreatextent.Foreigndebtrequirementsfurtherresultedinthedepreciationofthe
specificcurrencies.Inresponsetothepersistentdepreciationofmanycurrencies,directcoordinated
interventionintheforeignexchangemarketcanbestrategizedbyG-20andotheraffectedcountries.

Theforexmarketwitnessedthestrengtheningof theUSDollar(USD)incomparisonto the
othermosttradedcurrenciesintheworld.ThevalueofBritishPound(GBP)was1.2822USDon
Feb29,2020,anditwentdownto1.2393USDonMarch30,2020.TheGBPfellsignificantlyagainst
theUSDduringtheoutbreakofthepandemic.ThevalueofAustralianDollarandBrazilianrealalso
plungedinaconsiderableway.However,currenciesliketheJapaneseYenandSwissFrancdidnot
observedagreatdeclineintheirvalueagainstUSD.TheIndianrupeealsodepreciatedsignificantly
againsttheUSDduringtheCOVIDoutbreak.IntheweekendedMarch20,India’sforeignexchange
reservealsodeclinedbyasmuchas$11.98billion.Thus, the impactofCOVIDcanbe sharply
observedinthefluctuationsofdifferentforeigncurrencies.Valuableinformationcanbegathered
throughdiseaseoutbreaksthatcanbeusedinvolatilitypredictionsandcanenhanceexchangerate
returns(Lyke,2020).

Thereisaveryscantliteratureavailableonimpactofpandemiccurrencymarket.Thisstudy
analysestheimpactofpandemicbothonreturnsandvolatilityofreturnsofselectcurrenciesand
finallytheempiricalevidencesextendedtoidentifyingthediversificationopportunitiesinthepandemic
scenario.Thismakes thestudynovelanduniquefromtheexisting literature.Thismotivates the
authorstoempiricallyanalyseorcapturetheimpactofpandemiccrisisonthecurrencymarket.The
studyislimitedtosevencurrenciesandhencetheresultsderivedbyapplyingvariousmodelscapture
aglimpseoftheimpactofpandemiconcurrencymarket.

ThestudycapturestheimpactoftheoutbreakofCOVID-19onsevencurrenciesthatareEUR/
USD,USD/JPY,GBP/USD,AUD/USD,USD/CAD,USD/CHF,andCHF/JPY.Tocapturetheimpact
oftheoutbreakonreturnsandvolatilityofcurrencymarketduringpandemic,thestudyhastobe
doneintwowindowperiodsi.e.preandpostoutbreakofCOVID-19.Thestudyhasappliedvarious
methodsandmodelstounderstandtheimpactofpandemiconreturnsandvolatilityofreturnsofthe
selectcurrencies.Forthistrendanalysisi.e.econometricbasedCompoundedAnnualGrowthRate
(CAGR)modelhasbeendoneinbothwindowperiodsandthenthestudyhasappliedeconometric
basedDummyvariableregressiontocapturetheoverallimpactoftheoutbreakofCOVID-19onthe
returnsofindices.Finally,thestudystrengthenedbyapplyingstandardGeneralizedAutoregressive
ConditionalHeteroskedasticity(GARCH1,1)tounderstandthevolatilitypersistencebothlongand
shortterm.

The resultof thestudycaptures thenegative impactof theoutbreakofCOVID-19on three
currenciesthatareUSDJPY;AUDUSDandUSDCHFandpositivesignificantimpactoncurrencies
likeEUSUSD,GBPUSD,USD/CADandCHFJPY.Theoverallimpactofpandemicoutbreakismixed
i.e.4currencieshavepositiveimpactandremaining3havenegativeimpact.Overalllowvolatilitywas
noticedin6outof7currenciesduringtheoutbreakoftheCOVID-19.Duringthepandemicoutbreak,
theshorttermvolatilityincreasedsignificantlybutthelongtermvolatilityreducedsignificantly.It
hasbeenfurtherobservedthatEURUSD,USDCADandCHFJPYhavepositivereturnswithlow
volatilityduringthepandemicoutbreak.Henceforth,thesecurrencieshavebeenconsideredashedge
againsttheprobablelossinthispandemic.Theinferencesdrawnfromtheanalysisareproviding
insighttoinvestorsandhedgers.
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