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MOODY'S ANALYTICS

COVID-19: Global Economic Tsunami

BY MARK ZANDI

OVID-19 has created a worldwide economic tsunami. The global economy is engulfed in a serious

downturn. The virus has caused significant parts of the Asian and now European and U.S. economies to

all but shut down. More financial pain is quickly coming as layoffs mount, businesses curtail investment,
and retirement nest eggs evaporate. Central banks have responded aggressively but are running out of room
to maneuver as interest rates hit the zero lower bound. The onus is now on governments to quickly provide
substantial financial support to hard-pressed households and businesses. How much economic damage COVID-19
ultimately does will depend on the trajectory of the virus—and how governments respond.

For the global economy, we are updat-
ing our baseline scenario (the middle of the
distribution of possible outcomes) given how
rapidly the virus has undermined the econo-
my. It is unprecedented for us to update our
forecasts between our monthly forecast up-
dates. We will also be updating our alterna-
tive, more severe, scenarios in coming days.
It is not difficult to construct substantially
darker scenarios for the global economy.

Economic tsunami

The economic tsunami that hit China
and much of Asia earlier in the year and hit
Europe a few weeks ago is now slamming
the U.S. economy as more parts of the coun-
try require nonessential businesses to shut
down. In the U.S., a fifth of the workforce is
on some degree of lockdown. This sudden
stop in the economy is unprecedented. The
only analogue is the 9/11 terrorist attack.
But that lasted for a day or two, and except
for airlines, businesses continued to operate.
China's experience with COVID-19 demon-
strates the economic devastation the disease
brings to an economy. Chinese GDP is on
track to decline by 27% at an annualized rate
in the first quarter.

U.S. businesses immediately laid off
workers. Initial claims for unemployment in-
surance spiked last week (the week of March

8) to over 280,000 from about 210,000 the
week before (see Chart 1). U.S. claims of over
240,000 per week are consistent with no
job growth. This suggests jobs will decline in
March. There are numerous reports of laid-
off workers unable to file for Ul because so
many people are trying to file at the same
time. Millions of job losses are likely in com-
ing weeks, particularly for households that
live paycheck to paycheck. A survey conduct-
ed by the Federal Reserve last year found
that almost half of Americans effectively live
paycheck to paycheck.

The second wave of the economic tsuna-
mi will hit when the other half of households
come to terms with their much-diminished
wealth. Losses in the
U.S. stock market are
more than $10 trillion,

depending on the day 280

its 50s and 60s and owning more than half
of all stocks, will turn particularly cautious.

If sustained, the loss of stock wealth will by
itself reduce GDP over the coming year by an
estimated 2%.

Wave three will be a sharp pullback in
business investment. Businesses were al-
ready on edge from the trade war between
the U.S. and China, Brexit, and a long list of
other geopolitical concerns. But the virus
will be too much to bear. Investment in the
energy industry is already falling because
of the collapse in oil prices. That collapse is
due in part to the global recession as well
as the brinkmanship between Saudi Arabia
and Russia that has prompted the Saudis to

Chart 1: Layoffs Spike
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Chart 2: Global Downturn
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ramp up oil production. A surge in business
bankruptcies and failures is surely coming.
It will further exacerbate the investment
decline and be an impediment to the future
economic recovery.

Dark global outlook

Our darkening outlook for the global
economy is struggling to keep up with the
growing magnitude of the crisis. We have
long been wary of the economy's growth
prospects this year and the threats to that
growth, but COVID-19 has resulted in
consistent substantial downgrades to the
outlook. In January, prior to the virus, we
expected global real GDP growth of 2.6% in
2020 (see Table 1). This is close to the global
economy's estimated growth potential, and
thus unemployment was expected to remain
low and stable. With the virus now shutting
down travel, trade and many businesses, the
global economy is expected to suffer with
real GDP falling by 0.4% (see Chart 2).

Europe will be especially hard-hit since
it has been unable to contain the spread of
the virus. Italy has had the most serious out-
break so far, but all of Europe’s major econo-
mies have closed borders and schools and
quarantined large parts of their populations.
The European economy was fragile before
the virus hit—it returned only recently to full
employment after a decade-long struggle in
the wake of the financial crisis. Europe is also
struggling to muster an economic policy
response. The Bank of England recently low-
ered rates to the zero lower bound and the
European Central Bank has maintained neg-

ative rates since the
crisis. Germany and
the UK. are imple-
menting large fiscal
stimulus packages,
but the rest of Europe
has little fiscal space
to respond. Euro zone
real GDP is expected
to decline by nearly
3% in 2020.
Emerging econo-
mies will be ham-
mered given the
collapse in oil and
other commaodity prices, which are staples
for many Latin American, Middle Eastern
and African economies. The price of a barrel
of West Texas Intermediate has slumped to
below $25 on weaker global demand and
the recent brinkmanship between Saudi
Arabia and Russia over who should bear
the brunt of necessary oil production cuts.
EM economies are also struggling with the
flight-to-quality and the appreciating U.S.
dollar. This is especially problematic for

countries such as Hong Kong and Saudi
Arabia that peg their currencies to the dol-
lar. Real GDP is expected to decline by any-
where from 1% to 4% this year, depending
on the EM economy.

The U.S. economy will also suffer sig-
nificantly. Lockdowns have already cost
the economy nearly a percentage point in
GDP, and the losses are mounting rapidly.
U.S. real GDP is expected to decline by
nearly half a percentage point this year. A
massive and mounting monetary and fis-
cal policy response will limit the economic
damage compared with much of the rest of
the world. The Federal Reserve's aggressive
actions should stabilize credit and equity
markets, and we expect lawmakers to ulti-
mately provide $1.65 trillion in discretionary
fiscal stimulus—deficit-financed increases in
government spending and tax cuts—equal
to nearly 8% of GDP. Even so, U.S. real GDP
will decline.

Asia appears past the worst of the vi-
rus, and while there is still considerable
economic fallout to come, the region’s
economy should be able to eke out a small

Table 1: Moody's Analytics Baseline Outlook Downgrades

Real GDP growth, % change annualized rate

2020Q1 2020Q2 2020Q3 2020Q4 2019 2020

World Jan baseline 2.7 2.9 2.7 2.6 2.5 2.6
Mar baseline 0.7 1.6 3.5 2.8 2.4 1.9

Current baseline -6.5 -0.1 3.6 3.2 2.4 -0.4

United States Jan baseline 1.5 2.2 1.5 1.2 2.3 1.8
Mar baseline 1.1 -0.4 1.7 2.4 2.3 1.3

Current baseline -1.3 -4.9 -0.3 1.3 2.3 -0.5

China Jan baseline 7.2 6.6 5.5 5.8 6.1 6.2
Mar baseline -0.9 5.1 11.4 5.8 6.1 4.4

Current baseline -27.2 21.4 28.9 12.7 6.1 1.7

Brazil Jan baseline 2.0 2.4 2.5 2.6 1.1 2.2
Mar baseline 1.3 2.0 2.5 2.6 1.1 2.0

Current baseline -5.0 -5.9 -1.4 2.9 1.1 -1.6

United Kingdom Jan baseline 1.2 1.1 1.1 1.1 1.3 1.0
Mar baseline 0.6 0.5 1.2 1.1 1.4 0.7

Current baseline 0.0 -3.9 -5.1 2.5 1.4 =13

Euro zone Jan baseline 1.4 1.5 1.8 1.4 1.2 1.3
Mar baseline 0.7 0.8 1.2 1.3 1.2 0.8

Current baseline -5.7 -7.4 -0.8 1.6 1.2 -2.7

Note: Current baseline is the COVID-19 Critical Pandemic scenario.

Source: Moody’s Analytics
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Chart 3: Critical Turn in U.S. Trajectory
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gain in GDP this year. After cratering in the
first quarter, China's economy is staging a
strong comeback. Barring a return of the
virus, China should be fully up and run-
ning later this year. Of course, with global
travel still largely shut down and the global
economy struggling to revive, the Asian
economy will not get into full gear until
next year. The ability of Asian governments
to quickly and effectively lock down their
infected populations has allowed them to
restart their economies more quickly and
to limit the damage to the region’s longer-
term growth prospects.

Epidemiological assumptions

Our baseline outlook for the global econ-
omy is increasingly pessimistic. Still, given
how quickly events are moving and the high
degree of uncertainty around the virus' path,
it may not be pessimistic enough. There are
three critical known unknowns: the trajec-
tory of the virus, the policy response, and
what other problems may develop due to the
extraordinary pressure on the economy and
financial system. Numerous and far darker
economic scenarios are possible depending
on how these—and other unknown un-
knowns—play out.

In the U.S., an increasingly tenuous as-
sumption is that, while the virus will not
play out nearly as well as in South Korea,
it will not be as bad as in Italy. The Korean
government and healthcare system have
managed the crisis well, while the Italians
have been overwhelmed. To date, the U.S.
federal government'’s crisis management

18 20 22 24 26

efforts have been poor—the lack of testing
kits is symptomatic—suggesting the virus
will be more widespread and result in more
hospitalizations and deaths than we are cur-
rently assuming. Indeed, the recent spike in
new infections in the U.S. suggests that the
trajectory of the virus may be even more se-
rious than in Italy (see Chart 3).

Policymakers break glass

Global central banks and governments
are rapidly ramping up their response to the
health and economic crisis. Central banks
are slashing interest rates, engaging in sub-
stantially more quantitative easing, providing
substantial liquidity to financial markets,
and reducing capital requirements for their
banks. Governments are declaring states of
emergency, appropriating funds to address
the health crisis and providing discretionary
fiscal stimulus that includes more govern-
ment spending and tax cuts.

In the U.S., the Fed has reduced the
federal funds rate to the zero lower bound,
restarted quantitative easing, lowered re-
serve requirements for banks, and is provid-
ing substantial liquidity to credit markets
via a number of financial-crisis-era credit
facilities resurrected in recent days. We as-
sume that a new, much larger credit facility
will soon be established to support lending
to businesses via the banking system, and
potentially to certain non-bank financial
institutions that are critical to credit flows
to businesses.

Discretionary fiscal stimulus in the U.S.
is assumed to ultimately total at least $1.65

Jan-19 Mar-19 May-19 Jul-19 Sep-19 Nov-19 Jan-20 Mar-20

Sources: Federal Reserve, Moody’s Analytics

trillion. Already appropriated is more than $8
billion via the first tranche of stimulus, $90
billion in the second tranche, and $50 billion
freed up with President Trump'’s emergency
declaration. Another $1.5 trillion in stimu-
lus is likely to come imminently in a third
tranche of stimulus. This one will include di-
rect payments to individuals, loans and loan
guarantees to small businesses, and sup-
port for a bailout fund for airlines and other
hard-pressed companies. These measures

are in addition to the so-called automatic
stabilizers built into the tax code and govern-
ment programs. Even more fiscal stimulus is
increasingly likely.

Financial fault lines

Our baseline outlook also depends on
credit markets functioning reasonably well,
albeit with significant support from the
Federal Reserve. Liquidity in credit markets
has become increasingly impaired, including
the repo and commercial paper markets (see
Chart 4). If liquidity dries up, and short-term
funding markets effectively close to large
corporates that issue short-term debt and
financial institutions that raise funds neces-
sary for their own lending, the impact on the
economy will be severe and immediate.

The high level of corporate debt is anoth-
er threat. There are many large multination-
als with strong balance sheets and little debt,
but there are also many highly leveraged
companies that will likely face a Hobson'’s
choice: make their debt payments in a timely
way or cut payrolls and investment. Either
way the economy will suffer. We assume
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these financial fault lines are not severe or
persistent enough to materially weaken the
economy. However, this is an increasingly
tough assumption to make.

Dark scenarios

COVID-19 is an unprecedented global
pandemic and economic shock. Economies
around the globe are shutting down, and the

sudden halt to business is resulting in serious
economic and financial damage. It is not dif-
ficult to construct very dark scenarios—each
darker than the last. With the epidemiology
of the virus all but impossible to gauge, these
dark scenarios cannot be ruled out, and we
consider them in the various alternative
scenarios that we will continue to construct
and update. Yet, while our baseline outlook

has also turned quickly more pessimistic,

the recession that now engulfs the world
ultimately should not be as severe as the
financial crisis nor, certainly, as terrible as
the 1930s’ Great Depression. However, the
scenario that comes to pass will depend criti-
cally on how effective global policymakers
are in containing the virus and responding to
the economic fallout.
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