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CORONA: DEEP RECESSION, BUT NO DEPRESSION

The economic slowdown in the first half of 2020 will be unprecedented. In our core scenario, we

expect a rebound in the second half.

IN A NUTSHELL

Martin Moryson
debt.

Chief Economist Europe

The new Coronavirus Covid-19 has paralyzed the
world at such a speed that, in the short term, even
comparisons with Fukushima, 9/11 or the financial
crisis appear insufficient. In order to cope with the
exponential spread of the virus, all industrialized
countries have had to effectively freeze large swaths
of economic and social life. It is difficult to estimate
how great the economic damage will be, but it is likely
to be considerable. These necessary containment
measures have plunged global economic activity into
a sharp recession in record time.

We want to make an initial attempt to quantify the ex-
tent of the economic damage caused by the preven-
tive measures currently in place, the means by which
further countermeasures can and should be assessed
and the size of fiscal rescue packages. Of course, the
situation remains fluid. Our goal is less to exactly
quantify the impact than to provide some rough rules
of thumb of what to watch out for and how the likely
consequences should be assessed.

The economic damage is caused primarily by the fact
that in order to prevent a large number of new infec-
tions with the novel Coronavirus (or more precisely: to
spread their occurrence over time) the economic and

| _ Currently the global development of the virus seems more likely to follow the ex-
ample of Italy than that of China.

_ Visibility remains limited, however, not least when it comes to developments of
tools and best practices to combat the virus.

_ We expect that the current state of large swaths of Europe's economy being frozen
will last into May at most, when social-distancing measures are likely to start being
lifted step-by-step. Remedial actions by governments look set to mitigate the nega-
tive economic impact, but will most likely result in sharp increases of government

social interactions of a large part of humanity have
been severely limited. Numerous countries are in a
lockdown mode: curfews have been issued in an ever
growing list of countries and territories. At the time of
writing, the list includes large parts of the United
States, Italy, France and Spain. In Germany, all public
events have been banned, all shops deemed not
"systemically important" have been closed, interna-
tional air traffic has largely been suspended and the
free movement of goods is severely restricted.

Many of these emergency measures may be neces-
sary for health reasons until more effective medical
remedies and practices to combat the threat can be
developed and deployed in coming months. The crisis
could certainly have been managed with less eco-
nomic and social collateral damage if there had been
better and more internationally coordinated health-
policy responses early on. The same is probably true
of the fiscal and monetary measures currently being
discussed or already passed. Ideally, these should be
coordinated at the G7 or, better still, the G20 level.
Restrictions in international travel, interest-rate cuts
and announcements of fiscal pacts could all have
been better coordinated among the actors. Unfortu-
nately, the crisis is hitting the world at a time when
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populist and protectionist measures had already been
gaining traction.

Moreover, from a global perspective, the pendulum
between "freedom" and "security" has now swung a
long way in the direction of "security." This, too, tends
to lead to measures that have a serious impact on
society and the economy.

ECONOMIC IMPACT: A DEEP GLOBAL RE-
CESSION

It is difficult to quantify the effects of the numerous
measures, not least since they are constantly chang-
ing. An initial indication of how the protective steps
taken are affecting various sectors can be obtained
from China. It is not only the manufacturing industry
that is suffering, but also the service sector. Overall,
figures from China paint a frightening picture: Trade
in passenger cars was down by around 80% from
February 2019, industrial production fell by 13% and
retail sales by 22%.

Figure 1 provides an illustration of how individual sec-
tors might be affected in the Eurozone. Some sectors

are unlikely to suffer any significant losses — most
obviously, providers of medical equipment have al-
ready seen a spike in demand, though, of course,
they too may suffer from Covid-19 shocks to their
supply chain. Other sectors have been hit extremely
hard: above all tourism and the entire arts and culture
sector, which had to cease operations overnight.

Trade and manufacturing, too, have been hit to a
very considerable extent. If these losses are added
up for the Eurozone, the result is likely to be a loss of
over 17% of the gross domestic product (GDP). This
takes into consideration the weight of individual sec-
tors during normal times. As a rule of thumb, we esti-
mate that around 1.5% of the annual GDP will be lost
per month while the Eurozone largely remains in
lockdown. Individual EU member states are affected
to varying degrees. Germany, for example, is hit
harder because the manufacturing industry accounts
for a larger share of total value added. Italy and
Spain, on the other hand, suffer more because tour-
ism is coming to a standstill, which accounts for a
larger share of GDP there.

FIG. 1: ESTIMATED LOSS OF GROSS VALUE ADDED DUE TO COVID-19
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In general, it makes sense to differentiate between
the world's three big economic regions (China, the
United States and Europe). Their local economic sys-
tems are structured differently, as are their counter-
measures. That is partly, but not solely, a result of the
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course the pandemic itself has taken. China, for ex-
ample, is already able to slowly ramp up its produc-
tion again, but in doing so is encountering reduced
demand from the rest of the world. By contrast, the
lockdown in Europe and the U.S. has only just begun.
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However, the extent of the impact appears to be simi-
lar for all regions. As a rule of thumb, one can deduct
around 1.5% of annual GDP per month of lockdown.

THE PROGRESSION

We believe the crucial question therefore is how long
the now adopted measures will last and whether they
might become even more severe. We assume that, in
Europe, the current countermeasures will be main-
tained until May, at the latest. A certain normalization
of circumstances should therefore show up in the
third quarter.

Various reasons for this assumption should be con-
sidered:

Most obviously, the number of new infections may
begin to fall, not least because of the measures
themselves. In addition, there is still a small hope that
warmer temperatures may slow the virus — as is typi-
cally the case with most flu epidemics caused by
(unrelated) influenza viruses. We caution, though,
that such hopes are highly uncertain, as so much
about Covid-19 remains unknown. In any case, sum-
mer temperatures alone are unlikely to eliminate the
virus. By autumn at the latest, or when economic ac-
tivity resumes, the number of infections could rise
again.

A vaccine would have to be sufficiently tested before
it could be administered to millions upon millions of
people. That will almost certainly take at least a year.
A drug that alleviates the effects of the disease is not
yet in sight, but could be subject to an accelerated
approval procedure. In the short term, however, the
most important thing would be to have more widely
available tests so that larger sections of society can
be tested and virus carriers, and their contacts, can
be isolated more quickly. This was one of the most
important building blocks in facilitating a rapid re-
sponse to the pandemic in Singapore and Taiwan.

However, policymakers cannot rely on such progress
for the time being, which is why we believe the exist-
ing exceptional measures are likely to remain in place
for some time to come. But neither can they last for-
ever: in a liberal society, the suspension of almost all
basic political and civil rights (freedom of movement,
freedom of assembly, the right to education, to the

undisturbed practice of religion and the free exercise
of professions) is tricky for long periods of time. The
founding father of German hygiene research, Max
von Pettenkofer, said that no epidemic could be so
bad that one could permanently suspend or freeze
civil society.”

In addition, from a certain point on, the economic
damage caused by a policy geared exclusively to
fighting the virus would no longer be socially accepta-
ble. If the lockdown in the Eurozone were to continue
for a whole year, economic output would have to be
expected to fall by 17% compared with the previous
year, and if second-round effects were taken into ac-
count, it would certainly be possible for the slump to
be far greater. Unemployment would likely rise mas-
sively, and a banking and also a public-debt crisis
might well follow.

There is a bigger, underlying reason, though, why we
currently expect the most severe containment
measures to remain in place for a maximum of two
months and to be gradually relaxed after that. As a
German saying goes, desperation is the mother of
innovation. In past wars and other crises, democratic
and (in normal times) open societies with free market
economies have frequently proven surprisingly resili-
ent. Citizens, business and various government
agencies learn over time, including from the example
of other countries. Currently, the best practices in-
clude not just testing and contact tracing, but the very
blunt instruments of curfews and lockdowns. As time
passes, we believe more precise, milder and less
economically costly forms of social distancing are
likely to emerge. In this battle of "human vs. virus" we
would firmly place our bets on human innovation and
resilience.

Meanwhile, we feel the current severe countermeas-
ures provide valuable time to expand the health-care
infrastructure. If, for example, the treatment options
improve and there is a sufficiently large number of
tests, then the measures could be restricted to those
people who are actually infected and their immediate
surroundings.

"Source: https://www.spiegel.de/gesundheit/coronavirus-medizinhistoriker-ueber-parallelen-der-corona-epidemie-zu-frueheren-seuchen-a-3bab7496-ff0b-4a4d

-a8d5-43ed4beb7aa8
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FIG. 2: GDP GROWTH RATES
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This should result in a growth picture that stands to
be more moderate than many other, more pessimistic
scenarios currently circulating. One must assume a
sharp recession in China in the first quarter, and this
recession is virtually travelling around the world
alongside the rapid spread of the virus we have all
been witnessing. In Europe and the U.S., we believe
the recession will most probably start at the end of
the first quarter.

Overall, the first quarter should have been only slight-
ly affected in western industrialized countries. We
believe the full impact of the "shock freeze" on the
economy will only be seen in the second quarter. We
currently assume that the lockdown in most industri-
alized countries will last for a total of two months and
the subsequent thawing phase will last for around
three months. We expect only quite moderate growth
rates for this period after the most severe virus-
containment measures are lifted. It will take some
time before production can be ramped up — in addi-
tion, demand from partner regions will be weak. The
annual growth rates for the three regions in such a
scenario are clearly negative. We expect economic
output in the Eurozone to decline by around 5% in
2020.

For the U.S., we expect a decline of 3.5%. There, the
rise in unemployment is likely to be more pronounced
due to very weak protection against dismissal. This
will probably have a greater impact on consumption
there than in European countries. Consumer spend-
ing is also likely to be impacted by the fall in share

2020 Q2

2020 Q3 2020 Q4

prices through stronger wealth and sentiment effects.
However, we believe the subsequent upswing could
be somewhat more dynamic again, as the U.S. has
one of the most flexible economies in the world and
may more quickly be able to seize new business op-
portunities the post-Covid-19 world might offer.

In China, the Coronavirus crisis has taken its huge
economic toll during the entire first quarter. However,
we expect the recovery to start in the second quarter.
For the full year, China looks set to achieve some
growth, probably about 2%. In this scenario, the glob-
al economy would swiftly slide into a recession, but
experience a rebound in the second half of 2020,
instead of a full-blown, prolonged depression.

Our scenario, although quite plausible as things
stand at present, could of course prove to be too opti-
mistic or too pessimistic. Governments and central
banks are supporting the economy with substantial
rescue packages. State institutions are certainly un-
dergoing an extraordinary stress test at the moment,
and the conditions for internationally coordinated co-
operation have been better. Nonetheless, Western
democracies have repeatedly proven their ability to
act in the past, even if, especially in times of crisis,
not always as quickly as financial markets had
hoped.

FISCAL POLICY: SHARP RISE IN GOVERN-
MENT DEBT

We expect the lockdown to lead directly to a massive
increase in unemployment. This in turn should lead to
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a sharp decline in private consumption. Subsequent
corporate bankruptcies could drag banks and even
states into the abyss. Although the Coronavirus crisis
should ultimately be temporary by nature, the ques-
tion arises as to how many companies will be able to
survive the forced slumber. In our view, only fiscal
policy can limit the economic damage.

The immediate question is: how much money does
the state have to spend to contain the crisis? A sim-
ple calculation can provide a rough idea. The fallout
could be reduced to virtually zero if government
spending were to make up for every activity cancelled
due to Covid-19. Imagine a special Coronavirus gov-
ernment agency, which simply bears the costs of all
cancelled meals and hotel bookings, as well as pay-
ing airlines the full passenger revenue at this time of
year for keeping their planes grounded, instead of
flying. The owners of empty theatres, cinemas and
bars would similarly be reimbursed by this hypothet-
ical agency.

This is unrealistic, of course, but it gives you an idea
of the scale of the programs required: they would
need to be roughly equivalent to the forgone GDP.
We estimate that the Eurozone economy will shrink
by about 5% this year. The bailout packages would
have to roughly fill this gap, i.e. have an equally high

volume. This would cause public debt in the Euro-
zone to rise by around 5% of GDP in each member
state - and that would come on top of new debt issu-
ance already planned before the crisis. A similar or-
der of magnitude probably also applies in the U.S. In
addition, gross domestic product would still fall in real
terms, so that the national debt ratio could well rise
by 10 or more percentage points. This is due to the
fact that when calculating the government debt ratio,
both the higher new debt issuance and the fall in
GDP need to be taken into account.

The packages of measures currently being discussed
or already launched certainly point in the right direc-
tion: short-time working allowances, tax deferrals,
bridging loans for small and medium-sized enterpris-
es. These are similar to the replacement measures
we mentioned in the above thought experiment. One
could also envisage issuing a Corona bond for the
Eurozone, for which all member states would be joint-
ly liable. Given the size of the task to be solved, this
is a thoroughly plausible idea.

In the U.S., the rescue packages have a funding vol-
ume of around 5%.2 The corresponding packages in
Europe — especially in Italy and France — do not
seem to be of the required size yet (see Fig. 3). They
will probably continue to grow in the coming weeks.

FIG. 3: ESTIMATED FUNDING VOLUME OF CORONAVIRUS-RELATED FISCAL PACKAGES*
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2|n addition, there are guarantees of a similar magnitude, which may or may not be drawn.
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With the clean-up work that will follow, it could prove
helpful that this time it is a truly global crisis, triggered
by an external shock, with no clearly identifiable cul-
prit. This should be helpful in the long term for crisis
management based on solidarity. In Europe, the
question of debt sustainability will most likely arise
sooner or later — especially for Italy. The demand for
a common solution looks set to gain further promi-
nence, for example by issuing Corona bonds. The
idea is quite plausible: given the size of the problems
that are already pending, another euro crisis is the
last thing European policymakers would want to have
on their crowded agenda.

MONETARY POLICY: INTEREST RATES AT
OR BELOW ZERO, ASSET PURCHASES AND
UNLIMITED LIQUIDITY

In this crisis, monetary policy can neither address the
causes nor combat the immediate consequences.
But it can support fiscal policy by keeping credit mar-
kets liquid and ensuring that companies can
"hibernate" the crisis. In the meantime, major central
banks have pulled out all the stops. Taken together,
their monetary-policy measures are truly unprece-
dented. Interest rates are virtually at zero, central
banks are providing the banks with basically unlim-
ited liquidity, and they are buying bonds on a large
scale, including corporate bonds, which should help
calm credit markets. These measures are likely to
remain in force for quite a while, partly because of

GLOSSARY

The Eurozone is formed of 19 European Union member states that
have adopted the euro as their common currency and sole legal
tender.

The financial crisis refers to the period of market turmoil that started
in 2007 and worsened sharply in 2008 with the collapse of Lehman
Brothers.

Fiscal policy describes government spending policies that influence
macroeconomic conditions. Through fiscal policy, the government
attempts to improve unemployment rates, control inflation, stabilize
business cycles and influence interest rates in an effort to control
the economy.

The Group of 20 are the largest industrialized and emerging econo-
mies in the world.

The gross domestic product (GDP) is the monetary value of all the
finished goods and services produced within a country's borders in
a specific time period.

the duration of the aforementioned clean-up opera-
tion and partly because inflationary pressures are
likely to remain subdued for now: in the short and
medium term, the pandemic is certainly deflationary
because demand is initially more affected than sup-
ply. Admittedly, it cannot be ruled out, or indeed must
be assumed, that production potential will also be
negatively impacted by the crisis. Probably, some-
time will have passed, though, before this is felt in
production and is released in corresponding inflation
pressures.

TO SUMMARIZE

Despite the difficulty to predict how the virus will
spread and what countermeasures governments will
take: In this battle of "human vs virus" we would firm-
ly place our bets on human innovation and resilience.
We believe the solution may come from better treat-
ment options for patients, from a vaccine or — the
most promising at present - from improved testing
options. As time passes, more precise, milder and
less economically costly forms of social distancing
are likely to emerge.

Nobody can say what the world will look like after the
Covid-19 shock has passed. However, governments
are currently making every effort to contain the eco-
nomic "fallout". This could well succeed. We remain
cautiously optimistic that in a year's time, humanity
will again be more confident about the future than it is
today.

The Group of 7 (G7) consists of the finance ministers and central-
bank governors of the seven major advanced economies as report-
ed by the International Monetary Fund: Canada, France, Germany,
Italy, Japan, the United Kingdom and the United States. They meet
to discuss primarily economic issues.

Inflation is the rate at which the general level of prices for goods
and services is rising and, subsequently, purchasing power is fall-

ing.

Liquidity refers to the degree to which an asset or security can be
bought or sold in the market without affecting the asset's price and
to the ability to convert an asset to cash quickly.

Monetary policy focuses on controlling the supply of money with the
ulterior motive of price stability, reducing unemployment, boosting
growth, etc. (depending on the central bank's mandate).

A recession is, technically, when an economy contracts for two
successive quarters but is often used in a looser way to indicate
declining output.
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document may be restricted by law or regulation in certain countries, including the United States.
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such restrictions.
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