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OUTLOOK Recession

hat this time is different is without a doubt. The question is,
how different? While the depth of the contraction may have
a parallel with the Great Depression, the speed of the collapse
of employment is unrivaled in US history. Thus, the comparison
to past economic cycles is fraught with imperfect analogs. The
~~ center of the debate is the recovery phase: a sharp rebound that
matches the decline? A U-shaped recovery that endures a few

quarters before returning to trend? Or the dreaded L-shaped

recovery that echoes the Great Depression? Our argument is a
bit of each. Some sectors/regions will rebound sharply, some will endure a prolonged contraction,

while others will face enduring impairment.

«¢ Highlights

e Second quarter GDP will drop over $1
trillion (25% annualized).

e Jobs losses will approach 40 million as
second order impacts reverberate.

The lasting impact of the Pandemic will vary
upon the sector and region. The crucial
question is how consumer behavior will change?

e Lost wages will approach $500 billion

The answer lies at the intersection of ) ) ]
and make some industries unviable.

demographics, consumer behavior, and faith in ) ] .
e Investment will decline $200 billion as

government. Succinctly, discretionary spending )
equipment and structures fall.

will decline as savings increase.

e Imports falling faster than exports
- Jason Prole improves net exports and masks the
real decline in demand.

e Government is the only game in town.
’»
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The Outlook

he economic impact of the Pandemic will most assuredly resemble the
Great Depression in depth. The critical question is the length of the

recession. Monetary and fiscal policies are precedented in their scale

Will and scope. These measures will limit the risk that an economic recession

consul.ner doesn’t become a depression era. The threat still exists. The recessions that

behavior occurred, which bookend the 2010s, transpired as the Millennial generation

Change? became the dominant proportion of the workforce. These economic setbacks
are preventing them from forming new households that would drive an
increase in consumer spending for the next decade. A prolonged recession
would only augment the effect as they spend less and save more.
Placing the current economic situation in this context enables a better
understanding of where the economy goes from here. The first quarter saw a
material drop of consumption of $260 billion and investment of $48 billion
(exhibit 1). These amounts would annualize into a 6% rate of decline. This
quick calculation materially understates the damage. Why? Social distancing
was only in place for fwo weeks during the quarter, and most states didn’t
adopt the measures until after the end of the quarter.
Exhibit |. GDP Contribution by Component
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Source: Federal Reserve Economic Database, CRM Calculations.

April 2020 2



Capital Risk United States Economics

The Outlook

The States will maintain mitigation measures until at least the end of April.
Most States will go further and keep the mitigation measures in place until at

least the end of May. The implication is that the economic impact will be a

The speed
of the

decline is

multiple of the previous quarter.

The drop that materialized in the first quarter has not existed in the GDP data
unrivaled. from 1947 (exhibit 2). The Great Recession did not approach that peak rate of
year-over-year decline, and it was the most significant decline in the data.
Neither the stagflation of the Seventies nor the war-induced fiscal expansions
of the Fifties or Sixties were as deep as what the economy recently experienced

in just two weeks.

Exhibit 2. Real GDP Change (Year/Year, %)
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Source: Federal Reserve Economic Database, CRM Calculations.

The size of

the first This outcome leaves a challenge of epic proportions in front of the US
quarter fall economy. A conservative estimate for the second quarter would double the
has not magnitude of the impact from the first quarter. This calculation would result
occurred in in an estimated decline of $600 billion (12% annualized). The carnage will be
the data much worse than this amount because most States are not lifting their social

distancing measures on May 1*. Even for those that are removing restrictions,

they are not a complete reversal of prior rules.
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The economic output lost in the second quarter will fall north of $1.2 trillion

A $1.2
trillion
quarterly
decline.

(25% annualized). The decline in the first quarter is known. Extend the prior
number by a multiple of four to reflect eight weeks of social distancing rather
than only two weeks to derive the fall for the current quarter. The optimism in
that number does not consider that social distancing measures could extend
for twelve weeks (the whole quarter). Regardless of the time frame, the impact is

unfathomable.

A similar number materializes when estimating the impact of the individual
components. Assessing the six sectors that are most directly affected by the
economic shutdown enables a clearer understanding of the significance
(exhibit 3). The leisure sectors will bear the burden of the economic calamity
with dining & hotels falling an estimated $400 billion and recreation declining

$235 billion. These declines are devasting for these sectors.

Exhibit 3. Economic Impact by GDP Component

Current 1% Quarter Change 2" Quarter Change
Component Value ($B)  Value ($B) Percent Value ($B) Percent

Durable Goods 386 -68 -14.9 -135 -35
Consumer .

. . Clothing 369 -44 -10.5 -129 -35
spending is Gas 440 6 14 44 10
on 11fe- Dining/Hotels 793 -7 -8.4 -397 -50
Support. Recreation 470 -47 9.1 -235 -50
Transportation 407 -37 -8.3 -122 -30
Investment 2,665 -61 2.2 -213 -8

Total 5,530 -270 -6.6 -1,275 -23

Source: Federal Reserve Economic Database, CRM Calculations.

Investment also will fall over $200 billion as equipment and structures
continue their prior decline. Without a clear picture of when removing the
economic straitjacket, these numbers will not return. Currently, no clarity

exists. Thus, regardless of the measurement, the result is grim.
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The question arises as to the length of the recovery. While the uniqueness of
the current situation fails to find a parallel in economic history, the prior data
helps frame a possible trajectory. The debate on how long the exit centers on

three types:

The e The hopeful “V” recovery that rebounds as fast as it fell (e.g., 2001).
recovery e The “U” recovery rebounds after a few challenging quarters (e.g., 2008).
may not be e The dreaded “L” recovery has growth permanently impaired (e.g., the
a quick. Great Depression).

While we all want a V-recovery, it is improbable. With a robust fiscal response,
an extended U-recovery is possible. With an inadequate fiscal response, the

likelihood is of an L-recovery.

Exhibit 4. US Recession Time Until Return to Prior Peak

Start Date End Date Quarters  Component Proximate Cause
1947-Ql 1947-Q4 3 Government Marshall Pan
1948-Q4 1950-Ql 5 Investment Cold War/Berlin
1953-Q2 1954-Q4 6 Government Korean War
1957-Q3 1958-Q4 5 Government Interest Rates
R . 1960-Ql 1961-Q2 5 Investment Government
ecoveries 1969-Q3 1970-Q3 4 Government Vietnam War
average Six 1973-Q4 1975-Q4 8 Investment Oil Shock
quarters. 1980-Ql 1981-Ql 4 Consumer Interest Rates
1981-Ql 1983-Q2 9 Investment Interest Rates
1990-Q3 1991-Q4 5 Investment Commercial Real Estate
2000-Q3 2002-Ql 5 Investment Technology
2007-Q4 2011-Q2 14 Investment Residential Real Estate
Average 6

Source: Federal Reserve Economic Database, CRM Calculations.

A quick rebound is dubious, given the history of recessions in the US. The
average duration is six quarters, and the Great Recession took 14 quarters to
achieve its prior peak (exhibit 4). The interesting artifact of US recessions is

that they are usually the result of changes in Government expenditures (e.g.,
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war) or investment (e.g., real estate). The one instance where consumption led

the decline was the result of monetary policy in the 1980’s lifting interest rates

This decline
is uncharted
territory.

to fight inflation. The high rates led to a double-dip recession only a quarter
after recovery. This data highlights the uniqueness of the current situation:
consumer-led demand destruction is unprecedented in the data reaching to

the 1940s. This place is unchartered territory.

Exhibit 5. Real Consumption Growth per Capita.
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Source: Federal Reserve Economic Database

The only parallel for demand-led contraction is the Great Depression. The

The risk is a
change to

effects on consumption lingered until the mid-1960s as real consumption
growth per capita was constrained (exhibit 5). The Millennial generation is in
consumer their household-formation period. Yet, consumption after the Great Recession
behavior. only peaked at the average for the prior four decades. This situation alone

portends slow consumption growth.

The addition of the Pandemic will depress the prior trend on consumption
growth further as savings rates expand. While the Millennial generation will
enable modestly higher productivity growth over the next decades, a

reduction in consumer spending may outweigh the benefit. Thus, the
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Japanification of the US is the greatest threat from the Pandemic: increased

savings, lower consumption, and increased productivity.

The outlook reflects an optimistic outlook with a duration of six quarters until

returning to the prior peak. Our expectations for the second quarter include

A $1.2
trillion
decline.

declines of $1.2 trillion for consumption and $240 billion for investments
(exhibit 6). The result is a 6.5% decline in GDP ($1.2 trillion at an annualized
rate.) This decline is four times the most significant quarterly decline seen

during the Great Recession.

Exhibit 6. Forecast for US GDP Growth
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Source: CRM estimates. Amounts are annualized rates.

Return to year-over-year growth occurs in the second quarter of 2021, while
the prior peak takes two years to achieve. The current estimate for the calendar
The risk is year is a 3.5% decline. There is material risk to the forecast. An anti-
the policy viral/vaccine/ testing program is assumed to arrive in the fourth quarter. This
response. outcome permits the dynamism of the US to jump the economy back to
normal. Inadequate fiscal policy and poor pandemic management would place
this outcome at risk. The belief is that the stakes are too high not to get it right.
Only time will tell whether this faith was properly directed.
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demand-driven recession is rare enough that comparisons are
difficult. Forecasting the evolution of the economy after the

Pandemic is even more so. There are two challenges: determining

The
Pandemic
will pass.

the duration of the mitigation measures and then assessing the speed at which
business resumes its ordinary course. While there are bounds on the former
that permit a credible argument, the latter is without any bounds. There is
simply no way to limit the outcomes because of the uncertainty around
consumer behavior. Thus, a discussion of consumption begins with where we

are and ends, at best, with a coherent argument because this time is different.

The fall of consumption was not a surprise given the social distancing
measures. Indeed, it is hard to consume anything other than food and utilities
when sequestered at home. The rise of non-durables was thus not a surprise.
People stocked up consumer staples for their extended economic hibernation
(exhibit 8). Further, a drop in durable goods orders aligns with the absence of
people shopping for cars and home furnishings. Even though services are the
primary component of consumption, it is starting to see both the magnitude

and composition of the decline.

Exhibit 8. Consumption Contribution by Component
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Source: Federal Reserve Economic Database. Values expressed as annualized rate.
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Dining & Hotels were a significant contributor to the decline, while recreation

and transportation also falling (exhibit 9). The surprise, however, was the

Health Care
is leading
the decline!

counterintuitive decline of health services. One would expect that health
services would expand during a pandemic. Yet, in the first quarter, they fell.
The news makes us think of emergency services, rather than the more

extensive services of preventive care (e.g., doctors’ visits) and care facilities.

Exhibit 9. Service Consumption Contribution by Component
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Source: Federal Reserve Economic Database. Values expressed as annualized rate.

The dominant size of health services relative to the other components in the
category explains the magnitude of the fall. The underlying components
provide further detail. In the final month of the quarter, physician services fell

about 25% or $120 billion. People stopped going to the doctor’s office.

The health Hospital and nursing home services also fell $120 billion or ten percent. In a
care decline pandemic, people do not want to be anywhere near a hospital (e.g., diagnostic
places the services) or transition to a nursing home. The continuation of the trend would
economy at substantially impair the economy because of the large relative size of the
risk. sector and the high wages within the industry.
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The issue of lost wages is paramount in a demand-driven contraction. This

outcome is the reason why the health sector is disconcerting. It is among the

The size : : .
d hich largest employment sectors in the US, with wages in the upper half of the
an 1
5 range (exhibit 10). The economy can endure losses in the retail and leisure
wages make : , :
sectors. If the health services and professional services meet a fate only half as
health care : .
. bad, then the economy is headed for a depression.
material.
Exhibit 10. US Employment, Wages, and Income by Sector
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Source: Federal Reserve Economic Database. Size of circle represents total income of the sector.
The scale of the consumer impact is evident in the initial claims for
Claims may unemployment that totaled nearly 30 million in six weeks. This amount is about
reach 40 20% of the workforce. During the Great Depression, it took three years to
million and exceed that level and four years to achieve a 25% unemployment rate.! The US
lost wages will, most likely, approach the 25% peak in the second quarter after initial
$500 billion. claims for unemployment approach 40 million people. The impact on lost

wages for three months: $500 billion. These numbers are without precedent.

I Bureau of Labor Statistics. "Labor Force, Employment, and Unemployment, 1929-39: Estimating
Methods." Page 2, Table 1. Accessed May 1st, 2020.
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The Pandemic will end. An anti-viral that can treat people will arrive or a

vaccine developed with the next year or a little longer. These events limit the

A rel:)ound extent to which the US will have to enforce the draconian social distancing
requlr?s policies, which are required. The quickest way out is to develop a robust
exte.nswe testing and tracing regime to enable the quarantining of only the infected, not
testl.ng and the entire population.? Regardless of the mitigation method, the economic
tracing. impacts are all about equal.® Thus, the focus belongs on the long-term effect on
consumption through consumer behavior.
If consumers save more and increase their savings rate one percent, then
potential economic growth would fall roughly 0.5. Over a decade, this rate
would add a further $1.2 trillion to lost production. While increased savings
would lower the cost of capital for investment and improve the capital
account, the impact on domestic demand is material. Most developed
countries have made an incredible effort to avoid the unemployment that the
US is experiencing. If the US is slower than its peers in returning to regular
activity, future US competitiveness is at risk.
Inadequate Mitigating this uniquely American carnage requires targeted and prolonged
policy may fiscal support. Monetary policy will enable financial assets to recover
place UsS eventually, and the current demand vacuum will fill with the end of the virus.
business at The risk of a lingering impairment to consumption requires that fiscal policy
risk. address employment and not the balance sheet of business because, without

demand, there is no business to support.

2 CRM covered the topic of mitigation strategies for the COVID-19 Pandemic in its article, “Countering
COVID-19” March 2020.

3 CRM estimated the economic impact of the COVID-19 Pandemic mitigation strategies in its article,
“Economic Epidemic” March 2020
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nvestment is the usual suspect in recent economic downturns in the US.

While this time, it is not the prime suspect, it is an accomplice before the

Investment , :
fact. One of the reasons why this downturn may endure is what was
was . .
) happening in the US economy before the Pandemic arrived.
contracting
before the N -
. Exhibit | |. Investment Contribution by Component
Pandemic.
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Source: Federal Reserve Economic Database. Values expressed as annualized rate.
Businesses looks ahead when planning to invest, which is why current
Investment business investment is indicative of future expectations. Firms in the US did
may not not see robust demand in the near or long-term. Investment in structures
return declined for six quarters before the Pandemic hit and equipment was down
quickly. over four quarters. Indeed, business did not see any need to expand to meet

future demand. If business investment was declining before this current

demand destruction, it does not bode well for the future.

With consumers constrained for the foreseeable future, big tickets items (e.g.,
automotive) are off the table. The implication is that business investment will
crater this quarter with residential structures joining the plunge. The result is
an aggregate drawdown of $200 billion that would parallel the peak decline
of the Great Recession. If this time is different, then this estimate may be

conservative.
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Exports & Imports

Imports
were falling

before the
Pandemic.

Goods
exports are
unmoved in
two years.

April 2020

United States Economics

ddition by subtractions occurs sometimes, and this is one of those

times. A material decline of imports that exceeded the fall of exports

supported the headline number for GDP. The result is an increase in
the terms-of-trade that is additive to GDP. The problem is that this beneficial

outcome masks a couple of distressing signs for domestic demand.

Exhibit 9. Net Exports
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Source: Federal Reserve Economic Database. Values expressed as annualized rate.

A decline in demand is a problem, whether it is for domestic or foreign goods.
The decline is a sign that the consumer is not spending. The outcome is
understandable in the current situation. The problem is that imports fell
materially in the prior quarter by a roughly equal amount. Demand was

already declining before the Pandemic.

On the other side, goods exports are below their peak of two years ago. While
the on-going trade wars temper the interpretation, it remains an unfortunate
sign that both external and internal demand is declining at the same time.
While the usual suspect of Oil enters the equation for the current quarter’s
import decline, it was not the case for the current quarter. This situation
highlights one of the problems with the Pandemic: it was hitting an already

declining economy.

13



Capital Risk United States Economics

Government

The only game in town is Government expenditures. During the Great

Recession, Government expenditures expanded about five percent per year for

Fiscal . , .
. two years. The ensuing economic recovery saw government expenditures not
support will : o .
dt returning to their prior peak at the end of 2009 until the fourth quarter of 2019.
neea to . .
d Merely maintaining the then-current expenditures would have added about
enaure. . .
0.8% per year to GDP over the decade. That is where the trouble lies: Congress
did not show the ability to meet the moment during the Great Recession or its
aftermath.
Exhibit 10. Federal and State Government
= Federal State & Local
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Source: Federal Reserve Economic Database. YoY = year-over-year percent change.
Demand- The scale of the Pandemic is multiples of the Great Recession. The critical
destruction difference is that it is a demand-led contraction as a result of (correct)
needs government policy. Thus, the policy response needs to address the problem:
focused lost employment and wages. Unfortunately, the program design does not
policy. sufficiently focus on those in need, nor is the amount adequate to solve the

problem.
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Government

Three significant programs require focus. These programs and their expected

cost include the following:

Precision is
needed in
some
programs.

= Rebate Checks ($300 billion)
* Unemployment Compensation ($250 billion)
Small Business Loans ($349 Billion)

All these programs are needed. Properly focusing them would enable a more

effective impact and prolong their ability to aid those in need.

The rebate checks are issued to anyone indiscriminately. Even with job losses
approaching 20% of the workforce, 80% of the people still have an income.
While augmenting spending during a demand contraction is admirable, four
out of five people don’t need it and have nothing to spend it on. Focusing on the

rebate checks on those in need would deliver more bang for the buck.

Unemployment compensation augments current rates by $600. This amount
alone exceeds the prior paycheck for some sectors. Ensuring adequate income
during this period is essential. These excess payments are inefficient because
there is little opportunity to spend the extra income. Further, the poorly
allocated money is better used to extend the benefits for those in need. A
targeted program would better help the less fortunate and may reduce the

cost.

The Paycheck Protection Program effectively provides eight weeks of
Focus

would yield
a better

compensation for employers who maintain staffing levels. The major problem
with this program is that it is not specific because any company can receive the
benefits, even those that will not reduce staff. The limited scope of eight weeks
impaCt at is a problem as well because the start period is mid-February: a month before
lower cost. social distancing occurs. Thus, the program is not focused on those in need
and applies to a period when the support was unnecessary. A better focus

would enable the program to help more people for a longer duration.
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Disclosures

This document was produced by and the opinions expressed are those of Capital Risk
Management LLC (CRM) as of the date of writing and are subject to change. The information
and/or analysis contained in this material have been compiled or arrived at from sources
believed to be reliable, but CRM does not make any representation as to their accuracy or
completeness and does not accept liability for any loss arising from the use hereof. The
information in this document may contain projections or other forward-looking statements
regarding future events, targets, management discipline or other expectations, and is only as
current as of the date indicated. There is no assurance that such events will occur, and they
may be significantly different than that shown here. The information in this document
including statements concerning financial market trends, are based on current market
conditions, which will fluctuate and may be superseded by subsequent market events or for
other reasons. This material was prepared solely for informational purposes and does not
constitute an offer or an invitation by or on behalf of CRM to any person to buy or sell any
security. This material should not be viewed as a current or past recommendation or a
solicitation of an offer to buy or sell any investment products or to adopt any investment
strategy. Nothing in this material constitutes investment, legal, accounting or tax advice, or a
representation that any investment or strategy is suitable or appropriate to your individual
circumstances, or otherwise constitutes a personal recommendation to you.
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