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Mapping the virus toll on China
The coronavirus poses a risk to China’s growth as the government races to contain
the outbreak, and the global economy could suffer from disruptions in business activity.

to restaurants, and factories are not making widgets. That
said, large parts of the economy are operating normally,
including the financial markets.

For the domestic economy, it matters
how long these disruptions last.

The coronavirus outbreak in the city of Wuhan is clearly
very serious from an epidemiological perspective.
While data on the virus is changing rapidly, it has
infected more than 73,000 people around the world,
mostly in Hubei province. The death toll is over 2,000
as of February 18, 2020, including six people outside
mainland China. It seems as though the fatality rate
is around 2.6%, but many experts feel the number of
cases is understated (see our January blog). Medical
facts aside, there clearly has been an impact on China
and the global economy.

Cities under lockdown
Wuhan, roughly the size of London, is pretty much on
lockdown. The city, located on the Yangtze river, plays a
role in manufacturing and is an important transshipment
hub. China has restricted the movement of about 50 million
people in an attempt to limit the spread of the virus. A
large number of companies have closed their operations in
China, disrupting economic activity. People are not going
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There are global spillovers. Fewer Chinese tourists will
travel to Singapore — or Paris — and fewer people from
outside the region will travel to East Asia. Firms that rely on
sales and exports to China will see weaker demand for their
products, and companies reliant on inputs from Chinese
factories will have to curtail their production. For example,
Hyundai was forced to cut production at its Korean
factories because of a shortage of Chinese-sourced parts,
and companies selling luxury goods to China are reporting
earnings problems. For the domestic economy, it matters
how long these disruptions last. The longer they last, the
more demand is lost permanently, and the greater the risk
of disruption to production in the rest of the world.

A V-shaped effect
Under most scenarios nothing much will change over
the long term. This is why economists are talking about a
V-shaped economic impact. This means China’s economy
will weaken sharply and then quickly recover on improving
virus data. The growth rate will not shift over the long term.
Could it be worse than this? Under one scenario, things
could get worse semi-permanently. A long economic
disruption would affect the viability of some firms and the
banks that extended loans. The government will have to
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China GDP growth holds steady
(%, quarter-on-quarter)
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Source: Putnam, as of January 31, 2020. We base our China GDP Nowcast on a tailored methodology that captures daily data releases for the most
essential growth characteristics for the China — including purchasing managers’ index data, industrial production, retail sales data, labor market
metrics, real estate price indexes, sentiment indicators, and numerous other factors. The mix of factors used may change over time as new indicators
become available from data sources or if certain factors become more, or less, predictive of economic growth.

take on the losses, leading to higher public debt. The jobless
rate may rise. But so far this is a tail scenario.
Global financial markets are another channel we
have to watch. Amid fears about contagion, the dollar
strengthened, commodity prices fell, and equity markets
dropped. The faster China is able to overcome the virus
and get its economy on the upstroke of the “V,” the more
likely it is these effects will diminish and even reverse.
If risk appetite declines further, weaker commodity
prices will hurt emerging markets and a stronger dollar
will become a headwind for the United States. If equity
market valuations are based on unrealistic expectations
about the pace of demand growth in China, the outlook
for returns will be worse.
So how big are these effects? We won’t know with even
moderate confidence until there is some stability in the
rate of infection and the virus data. That would allow
for the lifting of restrictions on China’s economy. Many
epidemiological models suggest the infection is nearing its
peak. It may not be long before China returns to normalcy.
But for now, the economic downturn is deepening. We are
still on the downstroke of the “V.”

Cloudy world economic picture
The coronavirus poses a risk to global growth because of
China’s size and its integration with the global economy.
We could see an impact of as much as 2% on global
growth in annualized terms during the first quarter of
2020. We expect that drop, however, will be temporary.
Still, there is risk the negative effects will be larger if
the virus data does not improve. The bigger the drop
in activity, the longer the tail of the drop. The “V” will
become a bit more of a “U” or, in the worst case, similar
to something halfway between a “U” and an “L.”
Has our global outlook changed? Annual output will be
lower because of the drop in the economic activity in
the first quarter of this year. And we are not optimistic
going into the second half of 2020 since the virus
could spread further and force other countries to take
measures that will harm their short-term economic
prospects. There is a chance that China’s downturn will
be deeper or last longer.
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Markets look to the Fed
It is through the financial markets that monetary policy affects the real economy,
and central banks such as the Fed play a key role in fueling investor expectations.

We think that asset markets often seem to price in only
two outcomes: the very good and the very bad. We’re
either booming or in recession. To the extent that market
valuations are based on expectations of strong growth in
2020, we should prepare for disappointment. That doesn’t
mean recession is likely. Indeed, recession probability
remains low. But growth prospects are mediocre, with not
much upside risk and plenty of downside.

There continues to be ongoing tension in the current
configuration of monetary policy, economic performance,
and asset valuations. The first is that risky asset pricing
seems to reflect a lot of optimism about the growth
outlook. So, when early data on the coronavirus outbreak
seemed to threaten this, the impact on asset prices was
extreme. The equity price fall per death was, frankly,
astonishing, especially since the probability of this being
more than a temporary economic problem was, and
remains, very low. Still, we have to acknowledge that this
probability is not zero.
Certainly, the economic effects seem to be on track to be
bigger than we thought likely when the virus story first
broke. The S&P 500 Index started January strong before
giving back gains and closing flat for the month. U.S.
stocks outperformed international indices, with steep
losses in emerging-market equities in January. However,
U.S. Treasuries and the dollar rallied as investor piled into
safer havens.
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U.S. economy is coasting along
In the United States, overall growth has been slow and
steady. There has also been little change in our recession
probability models, and we still think a recession is not
likely. The Conference Board’s Leading Economic Index
(LEI) is hovering right around zero and is sending a message
similar to that of 2012 and 2016: very weak momentum and
not an imminent recession. The LEI, which tracks swings
in the U.S. business cycle, comprises 10 factors including
initial claims for unemployment benefits, factory orders,
building permits, and changes in the S&P 500.
That said, there are worries about risks from the trade
war, about the downside from the coronavirus pandemic,
and that, at the current pace of growth, we are a bit too
close to stall speed. A shock is more damaging when the
economy is just bumbling along. We also worry that the
U.S. economy is a bit unbalanced and a bit too dependent
on the continued willingness of households to spend.

Assessing the Fed’s role
The role of central banks in all this matters, and
asset markets have become a key part of the policy
transmission mechanism. The Fed’s monetary policy
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Conference Board Leading Economic Index
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Sources: The Conference Board, Bloomberg, as of January 2020.

meeting in January illustrated this. Members of the Fed’s
Open Market Committee (FOMC) left the federal funds rate
at a range of 1.50% to 1.75%. However, the FOMC raised
the interest on excess reserves (IOER) by 5 basis points to
1.60% from 1.55%. This is the interest the Fed pays banks
on the reserves that it holds on its balance sheet, and is
one of a few short-term rates used to keep the fed funds
rate within its target band.
The Fed insisted that this was a “technical” adjustment
and not a policy signal. Even so, the fed funds rate rose 5
basis points, as did the overnight repo rate. So, it was a
tightening. It came at the height of the coronavirus scare,
and on a day when the yield on the 3-month Treasury bill
rose above the yield of the 10-year Treasury note. Yield
curve inversions matter. The inversion didn’t last very
long, but it was an indication that the Fed’s move was, at
best, an ill-timed misstep and, at worst, a policy mistake.

Policy tools and growth
Remember that we spent much of 2018 worrying that
the Fed would tighten too much. It is now clear with
the benefit of hindsight that the Fed did indeed over
egg the pudding and then spent much of 2019 undoing
that mistake. The risk of inappropriate central bank

hawkishness is almost always greater than the risk of
inappropriate dovishness, and it’s certainly greater at the
moment. This matters for the outlook.
If asset markets don’t get the strong economic growth
they seem to be expecting, they’ll have to rely on
policy support instead. If we are right about the growth
outlook — that it’s OK, but not as good as consensus
expectations — then this is a recipe for volatility. As
we have argued in the past, there is a central bank put
under asset markets, but the strike price of that put is
well below current levels.
And it’s worth emphasizing that we are virtually certain
to get a few ugly data points in the next few months from
China and a few other countries. It will be hard to interpret
them, and it would be inappropriate to extrapolate the
weakness into a story about a collapsing world economy.
But, if they cluster and dominate the headlines, some
investors are going to start running for the exits.
Overall, we are on the bearish side of consensus, not
expecting a recession but expecting somewhat slower
growth and bouts of asset market volatility.
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London braces for post-Brexit trade
The U.K. officially quit the EU at the end of January, and during the transition period,
officials will need to hammer out a trade deal by the end of 2020.

Despite the language contained in the supporting
documents to the Withdrawal Agreement, Prime
Minister Boris Johnson’s government has started to set
out a negotiating position that will likely impose some
considerable economic distance between the EU and
the U.K. Johnson has doubled down on a vision for a
“Canada-plus,” free trade deal, which will be similar to
the EU–Canada trade pact. Such a deal is remarkably
unambitious. The U.K.’s fallback position is a trade deal
with the EU that will be based on WTO rules — a deal
that, according to the government’s own analysis, would
cost about 5% of GDP over a lengthy transition period.
The United Kingdom formally left the European Union on
January 31. The country is in temporary limbo, and key
Brexit issues are, at long last, coming into focus. A trade
deal must be concluded with the EU in less than 11 months
in order to avoid a hard landing.

Intricately linked economies
The outlook for the British economy depends on the
terms of a future trade relationship governing goods and
services. The economies of Britain and the EU are tightly
integrated, having been part of the same trade policy
regime for almost 50 years. The U.K. needs to get its EU
relationship sorted out before it can sign any trade deal
with the United States, Japan, or anyone else. This is crucial
because those trade partners will need to know what kind
of commitments Britain will make with the EU, its largest
trade partner.
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It is inevitable that the costs of changing existing
relationships will be evident before the benefits of
the new regime become clear. Still, the government’s
current position is pretty much the extreme, hard Brexit.
Of course, the negotiations are just beginning, and
there’s every reason to expect the final outcome will be
some distance from the U.K.’s initial demands. The shift
in tone, however, is quite striking.
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The U.K.’s GDP growth remains slow
(%, quarter-on-quarter)
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Source: Putnam, as of January 31, 2020. We base our U.K. GDP Nowcast on a tailored methodology that captures daily data releases for the most essential growth characteristics for the U.K. — including purchasing managers’ index data, industrial production, retail sales data, labor market metrics, real
estate price indexes, sentiment indicators, and numerous other factors. The mix of factors used may change over time as new indicators become available from data sources or if certain factors become more, or less, predictive of economic growth.
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The Putnam Global Risk Appetite (RA) Index is a proprietary quantitative model that aims to measure investors’ willingness to invest
in risky assets, including equities, commodities, high-yield bonds, and other spread sectors. With a composite view of risk-appetite
signals across a broad mix of asset types, Putnam’s RA Index provides a framework for discussing investor preferences and can signal
trend changes in broad market sentiment.
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Source: Putnam. Data as of January 31, 2020. To create the Global Risk Appetite Index, we weigh the monthly excess returns of 30 different asset
classes over 3-month T-bills relative to the trailing 2-year volatility of each asset class. The higher the excess return and the lower the volatility, the
greater the risk appetite; conversely, the lower the excess return and the higher the volatility, the stronger the risk aversion.
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The Putnam Global GDP Nowcast Index is a proprietary GDP-weighted quantitative model that tracks key growth factors
across 25 economies. This index and individual country indexes are used as key signals in Putnam’s interest-rate and
foreign-exchange strategies.

Global growth rises modestly
SHORT-TERM TREND
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Economic growth is stabilizing at a slow but steady pace.
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Among G-10 economies, the United States
and Britain had positive data flow. In the
United States, according to the Bloomberg
Consumer Comfort Index, housing activity
and jobless claims improved. Britain’s GDP
outlook was buoyed by housing prices
and improving consumer and economic
sentiments. In Canada, exports and wages
dipped. Economic indicators held steady in
Latin America and China.
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This six-year illustration captures GDP gyrations since the financial crisis.
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Source: Putnam. Data as of January 31, 2020. We base our Global GDP Nowcast on a tailored methodology that captures daily data releases for the
most essential growth characteristics for each of 25 countries — including purchasing managers’ index data, industrial production, retail sales data,
labor market metrics, real estate price indexes, sentiment indicators, and numerous other factors. The mix of factors used for each market may
change over time as new indicators become available from data sources or if certain factors become more, or less, predictive of economic growth.
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This material is for use with institutional investors and investment
professionals only. This material is a general communication being
provided for informational and educational purposes only. It is
not designed to be investment advice or a recommendation of
any specific investment product, strategy, or decision, and is not
intended to suggest taking or refraining from any course of action.
The opinions expressed in this material represent the current,
good-faith views of the author(s) at the time of publication. The
views are provided for informational purposes only and are
subject to change. This material does not take into account any
investor’s particular investment objectives, strategies, tax status,
or investment horizon. Investors should consult a financial advisor
for advice suited to their individual financial needs. Putnam
Investments cannot guarantee the accuracy or completeness of
any statements or data contained in the material. Predictions,
opinions, and other information contained in this material are
subject to change. Any forward-looking statements speak only as
of the date they are made, and Putnam assumes no duty to update
them. Forward-looking statements are subject to numerous
assumptions, risks, and uncertainties. Actual results could differ
materially from those anticipated. Past performance is not a
guarantee of future results. As with any investment, there is a
potential for profit as well as the possibility of loss. This material
is not directed at, or intended for distribution to or use by, any
person or entity that is a citizen or resident of or located in any
jurisdiction where such distribution, publication, availability, or use
would be contrary to applicable law or regulation or would subject
any Putnam company to any registration or licensing requirement
within such jurisdiction. The information is descriptive of Putnam
Investments as a whole, and certain services, securities and
financial instruments described may not be suitable for you or
available in the jurisdiction in which you are located.
This material or any portion hereof may not be reprinted, sold,
or redistributed in whole or in part without the express written
consent of Putnam Investments. The information provided
relates to Putnam Investments and its affiliates, which include
The Putnam Advisory Company, LLC and Putnam Investments
Limited®.
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Issued in the United Kingdom by Putnam Investments Limited®.
Putnam Investments Limited is authorised and regulated by
the Financial Conduct Authority (FCA). For the activities carried
out in Germany, the German branch of Putnam Investments
Limited is also subject to the limited regulatory supervision of the
German Federal Financial Supervisory Authority (Bundesanstalt
für Finanzdienstleistungsaufsicht - BaFin). Putnam Investments
Limited is also permitted to provide cross-border investment
services to certain EEA member states. In Europe, this material
is directed exclusively at professional clients and eligible
counterparties (as defined under the FCA Rules, or the German
Securities Trading Act (Wertpapierhandelsgesetz) or other
applicable law) who are knowledgeable and experienced in
investment matters. Any investments to which this material relates
are available only to, or will be engaged in only with, such persons,
and any other persons (including retail clients) should not act or
rely on this material.
Prepared for use with wholesale investors in Australia by Putnam
Investments Australia Pty Limited, ABN, 50 105 178 916, AFSL
No. 247032. This material has been prepared without taking
account of an investor’s objectives, financial situation, and needs.
Before deciding to invest, investors should consider whether the
investment is appropriate for them.
Prepared for use in Canada by Putnam Investments Canada ULC
(o/a Putnam Management in Manitoba). Where permitted, advisory
services are provided in Canada by Putnam Investments Canada
ULC (o/a Putnam Management in Manitoba) and its affiliate, The
Putnam Advisory Company, LLC.
This material is prepared by Putnam Investments for use in Japan
by Putnam Investments Securities Co., Ltd. (“PISCO”). PISCO is
registered with Kanto Local Finance Bureau in Japan as a financial
instruments business operator conducting the type 1 financial
instruments business, and is a member of Japan Securities
Dealers Association. This material is prepared for informational
purposes only, and is not meant as investment advice and does
not constitute any offer or solicitation in Japan for the execution
of an investment advisory contract or a discretionary investment
management contract.
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