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Global Macro – COVID-19 hammers the global
economy and financial markets
The global macro situation has certainly not as been as fuid and as
uncertain since at least The Great Financial Crisis in 2008-09 and
perhaps ever. The scale of financial market turmoil is set to continue.
Three key factors will determine asset prices reaching some degree
of equilibrium that would become evident through a gradual decline in
financial market volatility – COVID-19 data; global policymakers’
responses and valuation
COVID-19 DATA FLOW REACHING A 1ST CRITICAL MOMENT
While there us currently much focus on the central bank and government response to
the consequences of the global spread of COVID-19 and the knock-on impact on the
financial markets, ultimately this turmoil will only end following certain developments
or events. The fundamental driver of this turmoil therefore remains crucial to
engineering a change in investor sentiment and market conditions.
One potentially important moment is upon us in terms of the day-to-day updates of
the COVID-19 data. Many readers I’m sure may have seen the below chart or are
aware of it – it illustrates the point that many countries are on the same track. If we
assume that continues we can extrapolate potential turning points or said differently,
investors can start to conclude whether say Italy’s COVID-19 breakout will be worse
st
th
than China’s. From the day of the 1 100 case of COVID-19 was reported in China
to the peak (when the 5-day change in new cases peaked) the period was 26 days.

REST OF EUROPE AND THE US IS TRACKING ITALY
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Taking the data from Italy, today is the 24 day since the 100 case was reported
and hence by the weekend, if Italy started to turn, markets would start to conclude
that we may be witnessing the beginning of an easing of the crisis in Italy. This is
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relevant also from the context of reports from medics at the epicentre of the crisis in
Italy – Lombardy – on Monday reporting for the first time evidence of a peak in cases
materialising.
It’s premature to conclude that yet of course but it worth monitoring the data over the
coming days to see if this is what’s starting to unfold. If that was the case, then
investors’ confidence in other extrapolations would rise and for the first time, some
firmer evidence of a potential peak globally could be available. Again, this is all very
The second crucial component in helping restore some financial market order is
policymakers’ response in dealing with the global macro-economic fallout from the
crisis and the financial market turmoil.
The continuous signs of extreme dollar illiquidity continued, despite the number of
liquidity steps taken by the Fed on Sunday when rates were cut by 100bps and QE
was increased by USD 700bn. The support for the CP market yesterday also helped
and the Fed yesterday also activated the Primary Dealer Credit Facility providing
cheap financing for primary dealers. Both these programs existed during the Great
Financial Crisis and the Fed see the benefits in reactivating these programs. The Fed
may well explore the opening of additional avenues of liquidity over the coming days
and weeks as required. The list of global central bank action is growing by the day
and we expect this to continue with central banks using what is available to help
th
support financial market conditions. The BoE cutting again on 26 March and
restarting QE seems very likely now.
The list of governments acting is also growing although the level of detail and the
fragmented nature of actions was not helping lift investor confidence. However,
yesterday certainly saw a greater degree of urgency and evidence of the need for
much more aggressive action. Spain announced programs equivalent to 20% of
GDP; the UK, 15% of GDP; and the US is considering some form of direct cash
transfer to individuals and market talk of a package amounting to close to a USD
1trn. Germany already confirmed similar measures of guarantees to support lending.

MARKET VOLATILITY BACK TO 2008-09 CRISIS LEVELS

IN GDP TERMS THE FED HAS PLENTY OF AMMUNITION

Source: Macrobond, Bloomberg

Source: Macrobond

But the lockdown to large portions of economies across Europe and the UK and the
US will mean dramatic declines in GDP – no matter what measures are put in place
now. Given Italy, Spain, Germany and France are close to complete lockdown and
with the UK to follow – financial markets will continue to adjust over the short-term
with position capitulation the key driver. Germany was already close to recession
prior to COVID-19 striking and the estimate for euro-zone real GDP ahead of COVID19 was already below 1.0% Negative calendar year GDP growth now looks
inevitable. UK growth prior to COVID-19 stood at 0.8% according to BoE forecasts –
again negative calendar year GDP growth is highly likely. The Great Financial Crisis
of 2008-09 resulted in deep slowdowns in activity – but this global lockdown means
huge number of sectors will see growth effectively falling to zero for a period.
4
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COVID-19 scrambles race for the presidency
The election in November is secondary in market focus to the
unfolding COVID-19 crisis. But the crisis could play an important role
in how the election plays out. What is now clear is that Joe Biden is
the probable candidate and how the coronavirus crisis plays out in the
coming weeks and months will be very important.
BIDEN’S RESOUNDING VICTORIES WERE CRUCIAL
In less than eight months, Americans will go to the polls to choose their president,
deciding between four more years of President Trump or a return to Democratic
leadership. The election’s environment has shifted dramatically in the last few weeks,
as former Vice President Joe Biden re-emerges as Trump’s presumptive challenger
and the coronavirus pandemic threatens the U.S. and global economy.
Biden, the early Democratic frontrunner in national polling, slipped in the first several
voting states, only to find himself rising from the back of the pack to become the
presumptive Democratic nominee. We predicted at the onset of 2020 that he would
be in this position, even if the route his candidacy took was populated by twists and
turns. Ultimately, Biden was the benefactor of a timely convergence of events in late
February and early March that put him firmly in command of the Democratic race.
Foremost among them:


South Carolina Congressman Clyburn endorsed Biden just ahead of that
state’s primary, helping him to retain and expand his crucial “firewall” of
African American support.



Former New York Mayor Michael Bloomberg’s self-funded candidacy
collapsed following lackluster debate performances, motivating many voters
to give Biden a second look.



Relatively centrist candidates Mayor Pete Buttigieg, Senator Amy
Klobuchar, and Bloomberg all dropped out of the race and endorsed Biden’s
candidacy, dramatically narrowing moderate voters’ choices.

Taken together, the boost to Biden looks to be too much for progressive standardbearer Senator Bernie Sanders to overcome. Despite high expectations early in the
race, Sanders has failed to broaden his base of support. On the other hand, Biden
has consolidated his lead by emphasizing the message he used to launch his
presidential campaign almost a year ago—that he is the candidate who can unite
voters of different ideologies to defeat Trump.
Following Biden’s resounding primary victories on March 3 (“Super Tuesday”), March
13, and March 17, which all but ended Sanders’ chances of securing the nomination,
the contours of the presidential race seemed largely set. Biden, as nominee, would
seek to capitalize on Trump’s polarizing personality and more controversial policies,
with the outcome ultimately coming down to a matchup of the candidates’ relative
strengths and their respective ability to turn out voters, especially in the handful of
swing states that will determine the winner.
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BIDEN NOW THE PRESUMPTIVE DEMOCRAT NOMINEE

Source: Democratic National Committee (DNC)

The expectation had been that Trump would be buoyed in his battle for re-election by
the strong U.S. economy, but the outbreak of the coronavirus now looks more likely
to drag the U.S. into recession in Q2. Traditional election dynamics will also take a
backseat to the urgency of the coronavirus pandemic, and the ways in which the
Trump administration’s response is shaping public views of his presidency. Like
many other areas of the world, we are at an inflection point in the U.S., and the virus’
spread over the coming weeks will have a broad impact on Trump’s ability to
reassure American voters and secure his re-election. The virus has upended U.S.
politics, in the same way it has upended daily life and the economy.
U.S. equities have tumbled into bear market territory, threatening to wipe out all the
gains made under the first three years of the Trump presidency. Americans are
increasingly gripped by anxiety as events large and small are cancelled, and millions
of people engage in “social distancing.” There are mounting concerns over whether
the U.S. healthcare system is equipped to deal with a pandemic of the projected
magnitude of the coronavirus. Confirmed COVID-19 cases in the U.S. continue to
grow exponentially, even as widespread availability of tests remains in question. On
March 13, President Trump—after weeks of downplaying the severity of the risk—
declared a national emergency.

TOTAL NEW CASES OF COVID-19 SURGE IN THE US

Source: Macrobond, Bloomberg
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Coronavirus is also having a direct impact on the process of electing a president.
Democratic primary debates that usually take place in packed auditoriums are
instead being held in near-empty news studios. A number of states in the last week
decided to delay their presidential primaries due to coronavirus concerns—an
unprecedented action. Trump, Biden, and Sanders have all cancelled largescale
campaign events in the coming weeks, and organizers for the Democratic and
Republican national conventions, currently scheduled for July 13-16 in Wisconsin
and August 24-27 in North Carolina, respectively, may likewise find that these
marquee events must be significantly altered. Dramatic changes to how Americans
vote in November may need to be considered and implemented if the coronavirus
fails to subside or strengthens again in the fall.
On the surface, all of this disruption would seem to point to the end of Trump’s
presidency when voters go to the polls later this year. With the president evading
responsibility for perceived missteps in his administration’s early handling of the
crisis, the door has opened for Biden to present himself as a president-in-waiting,
albeit one with a steadier hand than the incumbent. Biden is trying to seize this
opportunity. However, a great deal can change between now and the election—and
we do not yet know how the public will ultimately judge the Trump administration.
Early data suggests the issue is being viewed through a largely partisan lens, like
other issues in American society. Polling shows Democrats are more concerned
about coronavirus and far more likely than Republicans to hold a negative view of
Trump’s handling of the crisis. Similar partisan rifts emerged during the Obama
presidency with the 2009 swine flu outbreak and 2014 Ebola crisis, with Republicans
believing Obama failed to effectively address those challenges and Democrats
supporting the president’s response. It’s unclear if that partisan divide will continue to
hold true. The key difference with the current crisis—and the reason the situation
could present a more existential threat to Trump’s presidency—is that those earlier
scares did not precipitate massive lifestyle adjustments or present such stark risks to
the economy.

VIEW OF VIRUS HANDLING REMAINS ALONG PARTY LINES

Source: Quinnipiac and CBS

We find ourselves in uncharted territory, in terms of American politics and society
more broadly. Both parties have politicized this pandemic, even as they also ask
Americans to rise above partisan bickering and unite behind the common goal of
defeating the coronavirus. Trump his hoping that in doing so, voters will rally behind
him as the commander in chief. Biden, of course, wants voters to see him as a more
dependable alternative to the current president. At this stage in the election, how
things will unfold remain very uncertain.
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US Rates
‘Community Spread’ of the COVID-19 virus may prove more severe
for the U.S. and, possibly, the world’s economies. Community Spread
likely pulls forward into the year 2020 the recession risks our models
spied for the years 2021-2022. Although fiscal and monetary
policymakers may take forceful actions over the near-term, our
models are concerned over the risk of the emergence of a U-shaped
recession-recovery pattern in 2020-2021. If so, then ZIRP may
persist for longer than most participants expect.
OVERVIEW
Prior to the “community spread” of COVID-19 in America (and the world, for that
matter), our models forecasts suggested that the consensus economic growth
estimate for the United States was too optimistic, and in need of being reduced. Our
models forecasts suggested a similarly over-optimistic growth expectation for
overseas economies and for the world economy in the year 2020 (and 2021 and
2022).
Again, in comparison to our models forecasts, the economic growth SEP Projections
of Monetary and Fiscal authorities in America were “over-optimistic” for the years
2020-2021-2022, as well.
In light of community spread of COVID-19, we are currently running new simulations
through our GDP models and we hope to be updating our baseline economic
forecasts over the coming days – see Table 3.
Still, clearly, a central risk to the outlook is that community spread of COVID-19 likely
may trigger a remarkable pull-back in both private sector nonfarm payroll growth over
nd
rd
the 2 and 3 Quarters of 2020 – alongside a contemporaneous pull-back in
consumer and business spending plans. If so, the risk scenario for the U.S. economy
nd
(and world economy) is a decline into a “technical recession” in the upcoming 2 and
rd
3 Quarters of 2020.
th

th

As the March 17-18 FOMC has been cancelled, looking ahead to the April 28-29
Meeting, our models highlight risk that the FOMC’s SEP Economic and Interest Rate
Projections are in sharp need of DOWNWARD revisions for the year 2020 (and
possibly for the year 2021).
Here are our expectations for the FOMC’s revisions to its SEP Median Projections:


Real GDP growth revised toward +1.30% from previous +2.00%,



Unemployment Rate revised toward 3.90% from previous 3.50%,



Total PCE Inflation revised toward +1.60% from previous +1.90%,



Core PCE Inflation revised toward +1.60% from previous +1.90%,




Fed Funds Rate Projection revised to 0.125% from previous 1.625%, and
“Terminal” Longer-Run Fed Funds Rate Projection revised toward 2.00%
from previous 2.50%.

As we have highlighted for more than three years now, in contrast to our models
remarkably “dovish” economic and interest rate forecasts for the years 2020 through
2023, most official, investor and market participants projections for the U.S. economy
and for interest rates (and for the world’s economy) are too optimistic and too
“hawkish,” including (especially for the years 2021, 2022 and 2023) – see Tables 1,
2, 3:
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FOMC, ECB and IMF projections for growth, inflation and interest rates,




Forwards markets interest rate projections,
(Bloomberg) median consensus estimates for growth, inflation and interest
rates.

Again, our models forecasts had highlighted U.S. slowdown/recession risks for the
time period from year 2022 through year-end 2023.
The community spread of COVID-19 simply has encouraged our models to pull
forward in time the slowdown/recession forecasts - into the years 2020 and 2021.
To capitalize upon the sharp divergence of our models dovish forecasts versus the
markets hawkish forecasts, from late-January 2020 through early-March 2020, our
core investment stance recommended a step-ladder of strategic and tactical outright
long positions in FFK0, FFV0, EDU1, EDZ2 and EDZ3 contracts.
Over the last eight-weeks, these investments have paid off handsomely and we have
taken profits in many of these contract holdings.
We are thinking about new investment strategies for the “new horizon.”

BASE CASE EXPECTATIONS


Next Fed move: FOMC restores ZIRP, of a policy rate of 0.00% to 0.25% for the
balance of the year 2020 – with the effective federal funds target rate trading
near nine or ten basis points.
*** Our models highlight risk that the policy interest rate remains at ZIRP
over all of the year 2021, as well.
Our economic models highlight “recession risk” for America over the year 2020
and of a weakened growth rate for America over the years 2021-2022-2023.
Our models highlight risk of significantly weaker economic growth in overseas
economies (especially Europe) over the entirety of the years 2020 and 2021.
As we had been expecting for Chair Powell in the year 2020, the Committee
likely may ultimately deliver upon an easing cycle of risk-management
emergency/insurance policy interest rate cuts – to support financial conditions,
confidence and economic activity (as health officials wrestle with community
spread of COVID-19) – see Tables 1 and 2.



Terminal rate view: For a decade now, our models have forecast a relatively
“low” neutral-terminal federal funds target rate of near 1.50%. Such a forecast of
the “terminal rate” remains significantly lower than the FOMC’s baseline
projection of near 2.50% to 3.00%.
We note that, over the previous eight-years, the Committee steadily has marked
lower their projection for the terminal rate from 4.25% towards 2.50%, but the
Committee has not embraced our forecast for a neutral rate of just 1.50%.
*** We expect the FOMC to lower its SEP Projection for the terminal rate to
th
just 2.00% at the March 17-18 Meeting.
The basis for our models forecast of a “low” terminal interest rate includes many
factors: our discoveries over deep structural challenges to U.S. labor markets
(also, in numerous labor markets abroad) and of persistent uncertainty in the
political landscape of America to address such challenges (uncertainty that
typically dampens the pace of business investment, business formation and of
labor productivity growth) and of quiescent inflation at home and disinflationdeflation risk abroad (where structural issues in the labor force prevail in most
developed economies).
According to our models forecasts, the Committee over-shot the ‘neutral policy
rate’ during its interest rate policy tightening cycle over the years 2017-2018.
Due to such an “over-shoot” risk, we anticipated reductions in the policy interest
rate over the year 2019 into the year 2020.

9
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COVID-19 community and global spread simply reinforced the trend to lower
interest rates – as the spread pulled forward into the year 2020 the recession risk
our models had spied for the years 2021 and 2022.


Curve shape comment: Our models continue to glean risk over the
emergence of a “U-shaped” economic slowdown and recession in the USA
over the years 2020-2021-2022-2023.
Given our chief intermediate-term risk concern, our models continue to forecast a
series of non-conventional measures by the FOMC over the near- and
intermediate-term horizons – see our Tables 1 & 2 – alongside a stepwise series
of stimulative fiscal policy responses.
Should our risk-based interest rate scenario prove accurate, then the 2s-10s
yield curve likely may steepen somewhat over the intermediate-term – see
Forecast Table 2.
Please note: Over all of-2019 into 2020, the FOMC’s SEP “dots charts” predicted
a further STRENGTHENING of the U.S. economy over the years 2021 and 2022
and of the possibility of another TWO-to-THREE twenty-five bps short-end
interest rate HIKES over those years – potential outcomes that were/are the
exact opposite of our models economic and interest rate forecasts.
*** The FOMC needs to DRASTICALLY reconsider and revise its near- and
intermediate-term SEP projections for the U.S. (and world) economy!

KEY RISK FACTORS TO OUR VIEW IN THE MONTHS AHEAD
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A U-Shaped recession risk for America and the World’s economy in the
years 2020-2021. Risk over the USA and worldwide “community spread” of
COVID-19 over the spring-summer 2020. Risk of potentially deeper impediments
to the world’s economic supply chain.



Risk of a re-emergence and deepening of “community spread” of COVID-19 (in
the absence of the emergence of a vaccination for the COVID-19 virus) over the
(normal flu season’s) time period from October 2020 through March 2021 – that
may prompt the FOMC to maintain the range of the federal funds target rate near
ZIRP, 0.00% to 0.25%, through most of the year 2021.



Risk of weak economic growth over the years 2020-2021 (and of further
disinflation pressures) in Europe and in Asia (e.g., China, Japan, South Korea,
Singapore, Hong Kong, elsewhere) – that depletes growth more broadly through
emerging economies.



Risk of a deepening of strains in the markets for risky assets over 2020-2021 (on
balance).



Risk of a continuation of financial markets illiquidity – across a range of securities
– as traders work from home and Dodd-Frank regulations limit financial
intermediation.



Risk of average monthly growth in total nonfarm payrolls of just +127.34K per
month (or lower) in the year 2020 and of just +101.56K per month over the year
2021.



A “TARP-like” bailout program: Adverse risk to commercial aircraft industry runrates and deliveries over nearly all of the year 2020, into the First Half of 2021
alongside a dramatic pull-back in the run-rates of the airlines/transportation
industries.



Political risks abound over foreign trade negotiations, of Brexit (trade
negotiations), of geopolitical matters, of the outcome(s) of America’s November
2020 National Elections, of FAA rulings, etc.



As we have argued upon numerous occasions, there remain strong global
influences upon the U.S. Treasury (and swaps) yield curve! Global financial

conditions and flows need to be monitored closely over the near- and
intermediate-terms, including actions of foreign central bankers. The ‘levels’ of
overseas interest rates need to be monitored closely, as well.


Good Luck to All in 2020 and 2021 !

TABLE 1: FEDERAL FUNDS RATE FORECASTS AND US TREASURY YIELD CURVE FORECASTS

Source: Bloomberg LP, Federal Reserve, * MUFG MUSA (John Herrmann) Forecast for quarter-end yields, 03/17/2020

TABLE 2: OUR MODELS FORECASTS FOR THE “PATH” OF FOMC RATE CUTS

Source: Federal Reserve, Bloomberg LP, MUFG Securities forecasts & calculations, 03/17/2020. * = Projected Dates
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TABLE 3: OUR MODELS FORECASTS POINT TO RISK OF FURTHER “DECELERATION” IN GDP AND JOBS GROWTH

Source: BEA, BLS, DoL, Federal Reserve, Bloomberg LP, MUFG forecasts and calculations
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FX
The intensification of the coronavirus crisis which is hitting hard public
health, the global economy and financial markets is triggering a surge
in demand for the safety of the US dollar similar to during the peak of
the global financial crisis in late 2008. On that occasion, the dollar
index strengthened by almost 19% between August and November
2008. There is a clear risk that the US dollar will continue to
strengthen sharply if global policymakers do not take further more
aggressive preventative action. This could now include globally
coordinated USD selling intervention. An even stronger US dollar
would further reinforce downside risks for the global economy.
BASE CASE EXPECTATIONS, JPY, EUR & CNY
USD/JPY – BEARISH BIAS


Range: 100.00-112.00

The yen has rebounded sharply as investor fears over the negative impact for the
global economy and financial markets from the twin COVID-19 and oil price shocks
have intensified. Despite some rebound in USD/JPY, the yen remains the best
th
performing G10 currency since the US equity market peaked on 19 February. The
sharp sell-off in global equity markets has seen the yen resume its usual role as a
safe haven currency during periods of more intense risk aversion. At the same time,
the yen is benefitting from the unwind of funding positions. The sharp turnaround in
sentiment towards the yen is also evident by the spike in demand for yen calls which
has reached its highest levels since the global financial crisis in late 2008. On that
occasion USD/JPY formed a temporary bottom at 87.19 in December 2008 after
falling sharply from a high of 110.66 in August 2008. The adjustment lower in
USD/JPY has not been as aggressive on this occasion having recently hit a low of
101.19 after falling from a high of 112.23 in February. It still leaves scope for further
USD/JPY downside even if yen bullish sentiment is becoming more extreme.

YEN IN DEMAND AS FEARS OVER GLOBAL ECONOMY INTENSIFY

Source: Bloomberg, Macrobond & MUFG GMR
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The stronger yen provides another headache for Japanese policymakers who are
combating the negative coronavirus shock to Japan’s economy. The BoJ has
announced a package of easing measures including: i) increased purchases of ETFs,
J-REITs, CP and corporate bonds and ii) the introduction of Special Funds-Supplying
Operations to Supply Corporate Financing. The BoJ decided against lowering their
key policy rate deeper into negative territory. Given the BoJ’s depleted ammunition,
the onus is now on fiscal policy to provide more support for Japan’s economy.
According to reports, government lawmakers are calling for a fiscal package totalling
up to JPY30 trillion. The policy steps while more comprehensive than initially
expected are unlikely to prove sufficient to prevent the yen from strengthening further
in the current challenging external environment as the global economy falls sharply
into recession.

EUR/USD – BEARISH BIAS


Range: 1.0400-1.1300

The low yielding euro has been outperforming alongside the yen and Swiss franc
since the global equity markets peaked. The euro has benefitted at least initially from
position liquidation given its role as a funding currency. It even temporarily helped to
th
lift EUR/USD to within touching distance of the 1.1500-level on 9 March. However,
the pair has since fallen sharply back below the 1.100-level as US dollar liquidity
conditions have tightened. The Fed’s co-ordinated efforts with other major central
banks to cheapen US funding through their swap lines has failed to prevent the US
dollar from surging higher. The euro basis widened sharply to its highest level since
the global financial crisis. Tightening US dollar liquidity has stopped the EUR/USD
rate from moving higher in response to aggressive Fed easing. Ultimately, shortterm, Fed action to open other avenues of USD liquidity on top of measures taken
yesterday will be the key short-term determinant of USD direction. We expect more.

DOWNSIDE RISKS FOR EUR/USD INTENSIFY

Source: Bloomberg, Macrobond & MUFG GMR

The US dollar’s role as the main global reserve currency and liquidity of US markets
add to the appeal of the US dollar in times of crisis, with repatriation flows likely to
reinforce US dollar strength as well. On the other hand, the euro’s safety appeal is
being undermined by the scale of the negative shock to the euro-zone economy. The
coronavirus is creating the biggest disruption in Europe at present. European
14
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policymakers are responding quickly to support growth. Similar to the BoJ, the ECB
outlined a package of easing measures including: i) additional LTROs, ii) offering
considerably more favourable TLTRO terms, and iii) increasing asset purchases by
EUR120 billion to the end of 2020. National government are also starting to
significantly step up fiscal support. The French government has put forward plans for
an additional EUR45 billion of spending plus EUR300 billion of bank loan guarantees.
The Spanish government has just announced EUR200 billion of support including
EUR100 billion of guarantees for company loans and EUR17 billion direct
aid/subsidies to keep companies afloat. While the government support measures will
not prevent a sharp collapse in the European economy in the coming quarters, they
will help ease some of the pain and disruption that could deepen and prolong the
recession. There are tentative signs as well that European bond markets are starting
to show concern over the hit to public finances from lower GDP and fiscal easing.

USD/CNY – BULLISH BIAS


Range: 6.9700-7.0700

The good news is that, thankfully, it’s fair to say COVID-19 in China has passed its
peak. Intra-month we had shifted earlier by a month our working assumption on when
COVID-19 would peak in China (meaning a flat-lining of the cumulative case count),
from originally late April to early May to late March to early April. It appears we may
be close to the mark. China continues to report new cases daily, though lately its PR
apparatus has tilted to imported cases from abroad. Hopefully within the next few
weeks we will receive the news that China had no new cases to report that day.

Till, then, of course, the rest of the world has become much more grim. This
underscores differentiation between the COVID-19 disease itself with its impact on
the global macro-economy. While currencies may be susceptible to emotional
influences – after all, they are partially traded by human beings – our view has been
it makes much more sense for asset prices to react to actual macro and policy. We
think the world is going into lockdown and, hence, into recession, never a good
scenario for emerging markets, not least the largest emerging market of all.
It still appears our last working assumption (from March’s MUFG Foreign Exchange
Outlook), of China getting 70-80% of its economy back by end-March and maybe
100% by end-April, is correct. By now all migrant workers have returned. But if you
look at congestion patterns among China’s main cities and compare weekdays with
weekends, you will see some parts of urban China still remain a ghost town on
weekends. That’s because folks are still too scared to use the subways and buses,
which means much reduced services and consumption. Overall at pixel time urban
civil transport may be 2/5 off of normal. Overall freight logistics are only 1/8 off but
there is anecdotal evidence shipments to SMEs remain much more sluggish. You
can understand the bias towards large SOEs by watching one commodity which has
bucked the recent slide in prices, and that’s coking coal, evidence of China, Inc.’s
main intent to bully build its way out of this mess. Despite the ghoulish Jan+Feb PMIs
and key indicators, steel production rose YoY. Overall coal use is still down a fifth but
power production will probably be back at 100% by the start of April.

Another side to the bullheaded strategy is to hold asset prices steady, harking back
to CNY management between 2008-10. Though we were heartened by the much
more realistic releases of Jan-Feb PMIs and real indicators (relative to consensus,
which sometimes seemed in La La Land), asset price reactions thus far have
underwhelmed us. Remember, we have just witnessed the all-time worst PMIs and
economic readings for China (let’s repeat that for effect: all-time worst), so of course
the currency should strengthen! To be fair, onshore markets are not yet back at full
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strength, with split arrangements and all that. And USD demand is likely down from
importers during the severe downturn. We don’t know if this is a function of the
currency side agreement we had written about between China and the US, but from
a strictly macroeconomic point of view, it makes no sense to hamstring your asset
markets so they cannot react to very real and consequential changes in the economy
(we could even call it historic and not exaggerate). It is like deciding to run onelegged in the Olympics. The problem with China getting back to 100 in April is that,
using a two-month lag, the rest of the world may be at 60 by then (or maybe 65 if all
that G7 stimulus comes through) – the point is, it’s not 100. China firing all its pistons
domestically might make for 4% growth, we’d reckon, with the rest of the world out of
action taking -2ppt out. Asset prices should react to something like that. And if they
don’t, our experience is artificial prices only delay the inevitable with rising risks of a
disorderly adjustment.

THE MAIN EVENT: COVID-19 CASE COUNT

Source: CEIC, MUFG GMR

KEY RISK FACTORS IN THE MONTHS AHEAD
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The US dollar could continue to surge higher if financial markets remain in a
state of crisis and policymakers efforts to restore more normal market functioning
fail. Tightening US liquidity conditions have already triggered a sharp US dollar
rally which sends a clear warning signal. If not addressed a stronger US dollar
will reinforce funding pressures especially for emerging markets who are already
facing the risk of a sudden stop in capital flows.



On the other hand, the US dollar could be vulnerable to a sharp reversal lower
from increasingly overvalued levels if the financial conditions begin to normalise
from current crisis-like conditions. Potential triggers could include successful
efforts from policymakers to ease US dollar liquidity conditions, and or globally or
G7 coordinated intervention to dampen US dollar strength. Any positive news
that the threat from the coronavirus is beginning to ease such as a slowdown in
the rate of new cases and progress towards a vaccine could also help to ease
US dollar demand.



An effective curative treatment is found against COVID-19



An effective vaccine is found against COVID-19



More MNCs move major/new lines of production away from China
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MARKET SELL-OFF
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March has already set market records after only half the month done. Both equity
and bond markets sold off significantly from late February to mid March due to
concerns over the spreading of the coronavirus (also known as COVID-19) and its
impact on the global economy. As of the close on March 16, US equity markets are in
bear market territory, down over 29% since the selloff began on February 20, after
reaching record highs. US markets have now given up all the gains from the last year
and are now down at multi-year lows, with the S&P 500 at the lowest level since
December 2018 and the Dow Jones Industrial Average at its lowest level since
February 2017. Both the S&P 500 and the Dow Jones Industrial Average fell 10% on
March 12 alone, their largest single-day percentage drop since the “Black Monday”
crash on October 19, 1987. The week ending February 28 was the worst week
percentage drop in the markets since Oct. 2008 – the Dow and S&P were both down
11.1%. The Dow Jones Industrial Average fell 2,997 points (-12.9%) on March 16, its
largest point drop in its history.
The selloff started on Feb. 20 as coronavirus cases rose globally and accelerated
Feb 24-28, with the Dow dropping nearly 1,000 each day. Markets rallied slightly on
March 3-4, then sold off March 5-6, and accelerated on March 9 with equity markets
down 7.8%, largest single-day decline since Dec. 2008. The chart below shows the
S&P 500 Index decline over the past month:

S&P 500 INDEX DECLINE OVER THE PAST MONTH

Source: Bloomberg
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In credit markets, bonds declined as credit spreads widened, due to a mix of both
rate movements and credit concerns. As shown in the table below, average spreads
in the Bloomberg BofA ML Corporate Bond Index widened from 100 bps to 226 bps
over the past month.

AVERAGE SPREAD OF BLOOMBERG BOAML IG CORP BOND INDEX

Source: Bloomberg BofAML Corporate Bond Index Spread to Worst

ECONOMIC IMPACT FROM CORONAVIRUS
As we began the new year, markets were not concerned about coronavirus since it
was largely contained to China and nearby Asian countries and investors comparing
the outbreak to the quite small prior outbreak of SARS in 2002-2003. However, as
February progressed, virus cases spiked higher and expanded into every continent.
As we go to press, there are over 167,000 cases of coronavirus globally, with the
death toll over 6,400 and the World Health Organization called it a pandemic. The
threat of a global economic slowdown has certainly increased and has been reflected
in the markets negative reactions. Across Europe, nearly every country has closed its
borders or greatly restricted travel. In the US, every industry sector has been affected
by the coronavirus outbreak, including Consumer/Retail, Energy, Industrial,
Transportation, Technology, and especially Travel, Gaming, and Leisure. The Oil
sector has been impacted hard due to the oil price war between Saudi Arabia and
Russia that we discuss further below. Airlines have also been hit hard after President
Trump closed all air travel between Europe. The less affected sectors appear to be
Healthcare, Telecom, and Media.
While many US companies have warned that coronavirus will impact their financial
performance this year, they can’t yet fully quantify the impacts. For example,
Anheuser-Busch InBev said that the virus is impacting Ebitda by $170m for Jan-Feb.
While this is very small so far, if the virus impact continues through the year, the
annualized impact would be $1.0bn out of $21bn total, or at least 5% of total
EBITDA. GE said the virus would impact cash flows by $300 - $500m in 1Q, but
reaffirmed full year guidance.
Tech companies are saying that the supply chain has been disrupted, leading to
lower sales volumes in 1Q20, but it’s still too early to fully quantify the impact.
Several tech companies have removed their prior full year earnings guidance.
Additionally, the US State Dept warned Americans to avoid cruise ships. Many
companies are cancelling conferences or converting them to online webcasts,
companies are splitting employees workplaces, schools and colleges are beginning
to cancel classes or move them online, professional sports leagues have postponed
all events, and most large public events have been cancelled.
The International Air Transport Association Thursday projected the impact of the
coronavirus will cost the airline industry $63 billion to $113 billion in lost revenue this
year, up from an estimate for a $30 billion loss just two weeks ago.
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S&P said they expect coronavirus impact may reduce global GDP growth by 50 bps
in 2020 and the Paris-based OECD now expects the weakest global growth this year
since the 2009 recession, and said a ‘long lasting’ epidemic would risk a worldwide
recession. Goldman Sachs recently reduced US first quarter GDP growth to 0%. JP
Morgan estimates US economy will contract by 2% in the first quarter and 3% in the
second quarter.
Moody’s, in its report from March 6, said: “We have therefore revised our 2020
baseline growth forecasts for all G-20 economies. We expect these countries, as a
group, to grow by 2.1% in 2020, 0.3 percentage point lower than our previous
forecast. We have lowered our 2020 forecast for China's growth to 4.8% from our
previous estimate of 5.2%. For the US, we now expect real GDP to grow by 1.5% in
2020, down from our previous estimate of 1.7%.”

FED CUTS RATES 150 BPS AND STARTS $700 BN IN BOND
PURCHASES
The U.S. Federal Reserve delivered two emergency interest rate cuts on March 3
and March 15 totaling 150 bps and announced $700 billion in purchases of US
government and mortgage-backed securities in order to pump liquidity into the
financial system. This was the largest rate cuts since the 2008 financial crisis. The
target fed funds rate is now 0% to 0.25%. Additionally, on March 16, the Fed
announced $500 billion in an unscheduled overnight repo program.
In its statement, the Fed said, “The coronavirus outbreak has harmed communities
and disrupted economic activity in many countries, including the United States.
Global financial conditions have also been significantly affected. The Committee
expects to maintain this target range until it is confident that the economy has
weathered recent events and is on track to achieve its maximum employment and
price stability goals.”

US TREASURY CURVE HITS RECORD LOW YIELDS

US TREASURY CURVE CHANGE OVER THE PAST MONTH

Source: Bloomberg

US treasury yields fell dramatically in March, as a result of both flight to quality in light
of the virus outbreak as well as the Fed’s 150 bps cut. The entire treasury curve fell
below 1% for the first time in history on March 9. The entire treasury curve remains
nearly 100 bps lower than levels one month ago as shown in the chart above.

OTHER GOVERNMENT SUPPORT
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Over $2.0 trillion in global government support has already been pledged or is under
consideration to counter the virus’s impact, with central banks cutting rates and
governments implementing stimulus spending and/or tax cuts, highlighted by the
following:.
In addition to the US Federal Reserve’s $700 billion purchase program, President
Trump declared a national emergency, which frees up $50 billion in federal aid to
help states and local governments to increase the testing and treating of the
coronavirus. The US government also passed a $7.8 billion spending bill that
includes funds for medical supplies, developing treatments for the virus, measures to
prevent its spread, and tests, vaccines and therapies. President Trump also
announced a $50 billion loan support package for the SBA (Small Business
Administration) and is also considering corporate payroll tax cuts and financial
support to the airline, cruise ship, and oil industries. The US Congress has also
proposed various additional fiscal stimulus packages worth over $750 billion.
Overseas, The Bank of England cut its benchmark rate by 50 bps to 0.25%, its first
cut since the 2008 financial crisis. Britain also announced a $39 billion stimulus
package. The ECB left rates steady but announced a EU 112 billion program to ease
banks’ regulatory capital to induce lending, and the EU announced a $41 billion
stimulus package. Additionally, the IMF is ready to mobilize $1 trillion in loan
capacity, the Peoples Bank of China injected $79bn of liquidity via lower bank cash
reserves, Germany pledged unlimited support to its economy, Sweden’s Riksbank
announced $81 billion in stimulus, Italy is preparing a stimulus package worth EU25
billion, Japan announced $4.3 billion of support, Hong Kong started a $15 billion
relief package, and South Korea announced a $9.9 billion in a special budget to aid
medical response, businesses, and households.

OIL HIT HARD IN MARCH
Crude oil has declined a surprising 47% from February 20, with WTI going from
$53.78 to $28.70 on March 16. Oil has suffered its largest decline since the Gulf War
in 1991 and is at its lowest level since the last oil crisis in February 2016. The two
main reasons are coronavirus and the lack of OPEC agreement on a production cut.
OPEC tried to agree to cut oil production by 1.5 million barrels a day (or about 1.7%
of total global consumption of about 91 million barrels a day) to offset the demand hit
from the coronavirus epidemic, but was unsuccessful due to Russia’s objection to the
cut. Now Saudi Arabia is in an oil price war with Russia and announced an increase
in its production to a record 12.3 million barrels a day next month, 25% higher than
last month’s production.

PRIMARY ISSUE CALENDAR IMPACTED
What started out as a robust new issue calendar was significantly curtailed at the end
of February, then reopened briefly on March 4, before closing again through March 9.
We’ll see if the primary calendar becomes more active as more stimulus / central
bank measures are announced. New issuance for month to date in March is about
$35bn covering 52 deals, compared to $103.5 bn in 218 deals during the same
period in February. Year to date, total IG issuance totaled $255bn, which is 3%
ahead of the same period last year.

BBB FALLEN ANGEL FEAR REIGNITED
The market selloff and wide-ranging economic impact has reignited the debate over
the large amount of BBB credits and potential for downgrades to high yield. There is
currently about $3.4 trillion of BBB rated credits, making up about 50% of the
Investment Grade Index, which is up from 46% in 2015, according to Credit Sights.
With companies enjoying growing profits and cash flows over the past several years,
as well as record low borrowing rates, management teams have become more
20

18 March 2020

aggressive by paying higher dividends and larger stock repurchase programs, while
leverage has been increasing. The following table from Credit Sights lays out their
views of which companies may be in danger of falling into high yield, Again, this is
Credit Sights views and not those of MUFG:

CREDIT SIGHTS: BBB FALLEN ANGEL SCORECARD

Source: CreditSights, Bloomberg, ICE BAML Index Data

MARCH: TOUGH TIMES AHEAD
Despite the surprising selloff in the markets so far in March and the continued
uncertainty surrounding coronavirus, we remain cautiously optimistic that the virus
will eventually be contained, and government fiscal stimulus will aid those industries
most impacted, and the economic impact will not extend into next year
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