COVID-19 Outbreak Alters Growth and Rate Projections
February 26, 2020
Unexpected COVID-19 Outbreak Alters Growth and Rate Projections
■
■
■
■
■
■
■
■
■
■
■

COVID-19 has spread considerably faster than SARs
COVID-19 has not been contained to mainland China as it initially appeared it would be
Some countries are likely to see significant economic contraction in 1Q20
Almost all countries, including the U.S., appear to have some economic vulnerability
Any rebound in activity is likely to be delayed by the magnitude and persistence of the outbreak
We have very little certainty in how COVID-19 will progress going forward
Fed officials responded to uncertain economic conditions assertively in 2019
Uncertainty from the virus, the inversion of the yield curve, and still-soft inflation are likely to result in another easing of policy
We now expect the Fed to cut rates in March or April
We are lowering our 1Q growth projection from 1.9% to 1.0%, followed by a slower rebound
For link to full Coronavirus Chartbook, please click here

The COVID-19 outbreak has now crossed a threshold sufficient to warrant adjustments to our 2020 economic growth and interest
rate projections. Coming into the year, we anticipated that the Fed’s Monetary Policy Framework Review, due to be completed this
summer, would be the most likely catalyst for a policy rate cut in 2020. On balance, however, we expected economic and financial
conditions would warrant no changes in policy. Trade negotiations and the election were seen as the biggest risks to stable growth.
The COVID-19 outbreak, however, has added an unexpected and increasingly significant headwind. Through five weeks of monitoring, the virus has already spread dramatically more than the 2003 SARs pandemic and the economic impact is proving to be more
consequential. Moreover, the market response has bolstered the argument for a policy response. While significant uncertainty
attends our projections given our inability to project the future path of the outbreak, we do believe that the economic consequences
and market reaction have already reached levels which will warrant a policy response. As such, we now expect the Fed to ease policy at either their March 18 or April 29 meetings. Additionally, we have adjusted lower our 1H20 economic growth projections as
well as our expected path for longer Treasury yields.

Spread of the Virus
In assessing the potential economic impact of the virus, we have focused on 1) the number of confirmed cases, 2) the ability/inability
to contain the virus to affected geographic regions, and 3) the case fatality rate. The number of confirmed cases, currently in excess
of 80,0001,2, quickly exceeded the count from the SARs pandemic (less than 9,000 cases1). The coronavirus was initially contained
primarily to mainland China. Over the past week, the virus has spread rapidly outside of mainland China. While the vast majority of
newly confirmed cases have occurred only in a handful of countries, there is little certainty that it can be contained to those regions.
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The virulence of COVID-19 remains more benign than that of SARs; however, the case fatality rate is increasing in a similar pattern
to the SARs rate.

Impact on the Global Economy
The global economic impact is now expected to far exceed that of the SARs outbreak, the most comparable pandemic in recent
history. SARs resulted in a sharp slowdown for some Asian economies (Hong Kong, South Korea, Singapore, Malaysia, China) ; but,
the global impact was limited and the U.S. impact was imperceptible. Additionally, the affected economies saw quick rebounds. For
several reasons, we now expect COVID-19 to have a more material impact. Chinese economic growth now accounts for 19.3% of
total global growth today, up from 8.7% in 2003 3. Emerging and developing Asian economies (including China) now account for
34.2% of global growth, up from 18.6% in 20033. China’s role in the global supply chain has increased six-fold from 20034 and its
role in global tourism has increased eight-fold5. Any regional slowdown would necessarily have a larger impact on the global economy today than it did during the SARs outbreak. Already, there is evidence that efforts to contain the virus are having a significantly
damaging impact on travel, tourism, and the global supply chain.
EFFORTS TO CONTAIN VIRUS
■
■
■
■
■
■
■
■
■

China extended Lunar New Year holiday keeping factories closed longer and limiting economic activity further
Quarantine of over 60 million people in hardest-hit Hubei province
Significant travel restrictions within China across multiple provinces
Over 50 countries have imposed new travel restrictions and tighter visa requirements
U.S. airlines and many others from foreign countries suspended services to China, and some to Hong Kong
Partial border closing between Hong Kong and China
Hong Kong schools closed through at least Easter
South Korea announced “maximum” quarantine measures in Daegu, the city at the heart of the outbreak in South Korea
Italy quarantined several cities most affected by the virus; Venice cut short its annual carnival celebration
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ECONOMIC IMPACT
■ Tourism associations globally have warned of significant costs from lost travel
■ International Air Transport Association expects global air travel to decline for the first time in more than a decade, projecting
$29.3 billion in lost passenger revenues
■ United Airlines suspended its full-year revenue guidance citing uncertainty regarding outbreak
■ Apple warned it would miss current quarter revenue guidance because it is “experiencing slower return to normal conditions
than we had anticipated”
■ Apple closed retail locations across China and ran reduced hours elsewhere
■ Starbucks closed nearly half of its 4,600 stores in China, with China accounting for roughly 10% of its global revenue
■ Facebook halted business travel to China
■ Hilton said roughly 150 hotels in China were closed
■ InterContinental Hotels Group said 160 hotels are closed in China
■ Nike closed roughly half of its stores in China
■ Yum Brands China arm (e.g. KFC and Pizza Hut) closed 30% of its stores; of those still open, same store sales are down 50% in re
cent weeks and its CEO said the virus is causing a “significant interruption”
■ HSBC and Singapore’s three largest banks warned the virus may necessitate larger loan loss reserves
■ Federation of German Industries warns that 5,000 German companies in China facing significant disruptions in supply chain
■ China Passenger Car Association said auto sales fell 92% in the first 16 days of February from the same period in 2019
■ Many auto manufacturers closed factories for several weeks; roughly 80% of global car production requires parts from China by
some estimates
■ Volkswagen reports that 2/3rds of its 2,100 dealers in China remain closed as of late-February
■ Port of Los Angeles projected 25% drop in container volumes in February, primarily in drop in Chinese vessels
■ Port of Long Beach reports $12 billion in lost activity from canceled ships
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Market Reaction
The market response has only heightened the argument for the Fed to ease monetary policy. Stocks finally capitulated to global
anxieties once it became apparent that the virus was spreading outside of China. The Dow Jones Industrial Average has now lost
almost 9% in the five trading days ending February 26. However, a 9% pullback in an already-soaring stock market is unlikely to
move Fed opinion. More likely to change officials’ perceptions is the re-inversion of the yield curve. With the overnight rate set at
1.50-1.75%, short Treasury yields remain anchored well above intermediate- and longer-maturity yields. As of February 26, the 1month T-bill is trading at 1.55% while the 2-year yield has fallen to 1.15%, the 5-year yield has dropped to 1.14%, and the 10-year
yield has hit a new low of 1.31%. As discussed extensively in 2019, an inverted yield curve can disrupt credit creation and weigh on
business confidence if policymakers fail to respond. As such, we expect some policymakers to be compelled to action by the inversion of the yield curve.
The inversion has occurred as investors have increasingly come to expect the Fed will cut rates. Prior to official reporting of confirmed cases, Fed Funds Futures showed investors expected the Fed to cut rates by 25 bps in 2020. As of February 26, futures contracts now show investors expect the Fed to cut between 50 and 75 bps this year.
MARKET ACTIVITY SINCE THE COVID-19 OUTBREAK
■
■
■
■
■

Gold has hit a 7-year high
U.S. WTI Crude oil is -18.5% in 2020 to its lowest level in 14 months
Trade-weighted U.S. Dollar is +2.1% in 2020 to the strongest since October
S&P 500 fell 7.6% over a four-day period as virus cases ballooned in South Korea and Italy, the largest such decline since 2018
Treasury yields have dropped sharply
■ 2-year yield is -42 bps in 2020 to 1.15%
■ 5-year yield is -55 bps in 2020 to 1.14%
■ 10-year yield is -61 bps in 2020 to 1.31%, an all-time historic low
■ 30-year yield is -58 bps in 2020 to 1.81%, an all-time historic low
■ 2s/10s spread is -19 bps in 2020 to 15 bps
■ 3m/10y spread is -54 bps in 2020 to -20 bps, the deepest inversion since September 2019
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Previous Fed Communications Advocate an Assertive Policy Response
In mid-July 2019, the U.S. and China were locked in a fierce trade war that had fueled economic uncertainty. This had led the Fed
to remove the two rate hikes it had projected for 2019 and spurred markets to price a series of rate cuts into futures contracts. On
July 18, influential New York Fed President John Williams gave a speech 6 that caused a sharp drop in interest rates, eliciting a clarification from the central bank’s spokesperson that his remarks were purely “academic” and not about “potential policy actions at the
upcoming FOMC meeting” on July 31. While the Fed did cut at that meeting, the first of three rates cuts in 2019, President Williams
“academic” remarks may now be more “operational” considering the recent outbreak of the new coronavirus.
The premise of the speech, which started with a now-ironic analogy about the benefits of vaccination, was to advocate for an assertive monetary policy response when rates are near the zero lower bound (ZLB). While there is an argument that the Fed should
resist the urge to respond to the virus in order to keep what policy powder they have left dry for use in an actual downturn, Williams argued for doing just the opposite. When interest rates are farther away from the ZLB, policymakers can “afford to move
slowly” in responding to “potentially adverse economic developments.” But when the ZLB is in play, as it is today, “you want to do
the opposite, and vaccinate against further ills. When you only have so much stimulus at your disposal, it pays to act quickly to lower rates at the first sign of economic distress.” Another main argument in the paper for acting assertively was that it would also
keep inflation supported near target, a major focus for Fed officials today. Both of these arguments, which are particularly relevant
to today’s economic environment, drove Williams to conclude that policymakers “should vaccinate the economy and protect it
from the more insidious disease of too low inflation.”

Monetary and Fiscal Stimulus
To ease the economic impact of the outbreak, we expect governments and central banks to respond with significant stimulus. In
China, where the virus has already taken a significant toll, the government and PBOC have already responded by lowering rates and
adding fiscal stimulus. Other countries are expected to do the same.
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MONETARY AND FISCAL STIMULUS MEASURES
■
■
■
■
■
■
■
■
■
■

Since January 21, the PBOC has weakened its yuan fixing rate by 2.2% to back above 7 yuan-per-Dollar
Since January 21, China’s CSI 300 has dropped 4.6%
PBOC lowered the rate it charges to banks for one-year loans
PBOC lowered key benchmark rates (the 1-year and 5-year Loan Prime Rates) for businesses and households
PBOC has indicated that it is likely to cut the reserve requirements for banks to provide more liquidity for the economy
PBOC considering cutting its benchmark deposit rate
President Xi has said fiscal policy will be more “proactive” and there will be “more flexibility” in monetary easing
China offering tariff waivers on certain types of imports
Allow flexibility for bad loan reporting and collections
Singapore and Hong Kong have announced significant stimulus measures, with South Korea expected to follow
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INTENDED FOR INSTITUTIONAL INVESTORS ONLY. The information included herein has been obtained from sources deemed reliable, but it is not in any way guaranteed, and it, together with any opinions expressed, is subject to change at any time. Any and all details offered in this publication are preliminary and are therefore subject
to change at any time. This has been prepared for general information purposes only and does not consider the specific investment objectives, financial situation and particular needs of any individual or institution. This information is, by its very nature, incomplete and specifically lacks information critical to making final investment decisions.
Investors should seek financial advice as to the appropriateness of investing in any securities or investment strategies mentioned or recommended. The accuracy of the
financial projections is dependent on the occurrence of future events which cannot be assured; therefore, the actual results achieved during the projection period may vary
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