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The economic and tactical profile of an epidemic

T

he Covid-19 coronavirus outbreak
will claim its victims on a scale that
is still at this stage unknown. Yet the economic damage is not proportionate to the
humanitarian toll. We must be thankful
that the economy is systemically resilient
in a way that the human body is not.
Containment efforts automatically
result in production shutdowns, and
these are underway in various parts of
the world. The US is being drawn in. But
these are supply-side disruptions, very
different from conventional “recessions.”
As the media well know, the public
is easily spooked by potent words. The
World Health Organization, hitherto
cautious, triggered a new stock-market
plunge by the incredibly naïve (and needless) announcement that the virus threat
had become a “pandemic.” Pundits and
attention seekers also encourage panic
when they speak of a “coronavirus recession.” The editors of The Economist
should know better than to adopt as
their headline the threat of “an economic crisis as well as a health crisis.”1
When several central banks cut
interest rates without warning, they
are encouraging panic by surprising
the markets further. The Fed’s actions
violated its policy of forward guidance
and, not surprisingly, capital markets
shrugged it off.

tors. But, in the aggregate, gaps in the
supply of goods and services will be
made up without delay through a mix of
pre-emptive actions and ex post rebuilding (Figure One). There will be an output dip, but no reason to expect more
than that.

Anxiety and economic
damage are scarcely at
all related. “Shock and
awe” are weapons with
which to hit an enemy,
not our own people.
Recessions, typically,
are self-inflicted.
This report stresses the natural
adaptive ability of a free-market economic system. Neither the capacity to
restore normality, nor the incentive, is
harmed by a production hiccup. Nor is
physical capital destroyed.
If output is disrupted in one time
period it will be restored in another —
albeit in a different form.2 Economic
health will be redistributed among sec-

The economic profile of a natural
disaster. Given the stock-market plunge
and the highly disturbed state of economic opinion, one might expect current estimates of growth to be slipping
day by day. That is indeed what is taking
place in the economic forecasting community. But according to immediate
factual news on the US economy, the
Atlanta Fed’s GDPNow website,3 quite
the contrary has been happening.
In mid-February, as the crisis began
to unfold, GDPNow’s estimate of first

Figure One

Stylized Profile of a Hiatus in Economic Activity
Real GDP
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	 1. “The right medicine for the world economy,”
The Economist leader, March 7, 2020.
	 2. Services cannot be stockpiled, and on first
thought this maxim might apply only to
the goods sector. However, the markets for
goods and services are intimately related via
the price system. Substitution effects can
change to help the economy adjust to a constraint.
	 3. https://www.frbatlanta.org/cqer/
research/gdpnow.aspx.
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quarter growth was 2.4 percent, compared with a 1.5 percent consensus view
from the Blue Chip forecasters. From
there actual new data coming in from
the economy have pushed the GDPNow
estimate to 3.1 percent (as of March 6).
Meanwhile the consensus forecast has
been on the decline.
With plenty of warning that the virus was about to show up in the United
States, pessimism caused prognosticators and the economy itself to move in
opposite directions. Anticipating more
difficult conditions ahead, business
boosted production and built up its
stocks of raw materials and unfinished
goods in January and February. Consumers have begun to stockpile their basic requirements too. It’s the first stage
of the theoretical profile which is outlined in Figure One.
A more familiar example of “makeup” is presented by a large-scale strike.
When able to anticipate, manufacturers
increase production and build up inventories until the strike hits. Usually, production must be boosted again after the
strike is over. One famous example occurred back in September of 1970 when
General Motors, at that time the largest
of US employers, was struck for 67 days.4
Real GDP accelerated in the third quarter despite the walkout, then declined
4.2 percent (annualized) in the fourth.
It rebounded at an 11.3 percent annual
rate in the first months of the new year
and, when it was all over, there was no
detectable loss of economic activity.
Amid a state of panic mental processes are impaired, and the quality of
public debate declines. The distinction
between a health crisis and an economic
crisis becomes blurred. Professional econmists who are usually careful to wait for
evidence announce a recession. But history provides no evidence that epidemics
imply recessions. Table 1 illustrates.
How the stock-market prices a disaster threat. Financial prices anticipate
the future even more dramatically than
does the economy. After reaching a new
high on February 19, the US stock mar-

HCWE & Co.
Table 1

Postwar Intercontinental Epidemics and US Recessions:
No Concordance
epidemic beginning

estimated death toll

disease

recession beginning

1949
1954
1957

2m

Asian flu

1960

32m

HIV / AIDS

1958
1961
1968

1m

Hong Kong flu
1970
1975
1980
1982

1996

231

vCJD
2001

2002

762

SARS coronavirus
2008

2009

mumps

2009

400,000

influenza

2012

862

MERS coronavirus

2013

11,300

Ebola virus

2015

53

Zika virus

Data: Wikipedia.

ket has fallen in a series of stages. Thecause of these plunges, as on other occasions, was sheer uncertainty. It could
hardly have been the economic damage
from the virus crisis, which has barely
begun and is at this point unknowable.
What changed during those few
days was not the severity of the crisis
but the reaction of investor sentiment
to surprises. These are points of psychology more than economics. Uncertainty
(the unknown influence of unknown
threats) is more frightening than risk
(the unknown influence of known
threats). The more unfamiliar the situation, the greater the surprise and the
associated fear.
The stock market’s response to uncertainty can be quantified. The market
drops simultaneously with a jump in the

VIX index of implied volatility, then rebounds as it subsides. The correlation
between monthly movements in the
S&P price index and the VIX is strong,
highly significant, and inverse.5 So there
is a close relationship between the level
of the market and the degree of investor
uncertainty or anxiety, expressed by VIX.
Particularly dramatic instances of this behavior are illustrated in Figure Two.
Elevated levels of uncertainty drop
off and normalize with time as the element of surprise declines. Expected return also peaks and falls off in parallel
with the VIX index.6
These observations explain why
the market is as predictable as it is in
times like these. Like the economy after
a dislocation, the market bounces back
in the months following an abrupt set-

	 4. Judy Putnam, “Remembering the GM strike from 1970,” Lansing State Journal, September 17, 2019.
	 5. “Using VIX to reveal the market’s unalloyed economic opinion,” Equity-Market Outlook, corrected edition March 18, 2019, Figure One.
	 6. “Stock-market risk and reward following the setback,” Equity-Market Outlook, HCWE & Co., November 14, 2018, Figure Two.
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Figure Two

How the Market Falls and Rises Inversely with Investor Anxiety
averages for four VIX peak episodes, monthly from 1990
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Data: Month-end S&P 500 total return index and indices of implied volatility for the S&P 500.

back. In early 2009, for example, when
it reached its deep bottom, the characteristic shape of recoveries was already
discernible from past rebounds.7 Figure
Three shows the orderly rebound that

then took place, and the parallel with
these earlier episodes.
This is why the market-timing strategy of “buying on the dips” is compatible with the Efficient Markets Principle.

Figure Three

The Market’s Course since 2009 Compares
with Past Rebounds from Historic Market Decline
from month-end price data since 1949
cumulative change in the S&P 500 price index from the beginning of the rebound
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Data: Month-end prices for the S&P 500 companies (University of Chicago/Dimensional Fund Advisors)

Risk-averse investors sell and stay out of
the market, because they do not tolerate a high level of anxiety: an elevated
VIX. But risk-neutral investors seize the
opportunity, buy, and in time (history
tells us) they profit. Opposite responses
s1
to an upsurge in anxiety
are appropriate. Investors who are highly averse to
risk pay a steep price to avoid it, while
investors who are tolerant of risk are
proportionately rewarded.
The present crisis is a buying opportunity for risk-neutral investors.
Three fact-based beliefs justify a strategy
of buying on a market dip that is triggered by a natural disaster or threat.
One, a financial hypothesis, is that the
market value of a security is inversely related to the prevailing level of anxiety.
Another is the empirical observation:
that anxiety succumbs to “fatigue” and
reverts downward to its norm with the
passage of time. The third, psychological, hypothesis is that investor anxiety
has a life of its own, independent of the
perceived economic threat.
How safe-haven markets price a disaster threat. Risk-neutral investors are
justified both in buying stocks when
the general level of anxiety erupts and
in buying safe-haven investments such
as Treasury debt and gold. And just as
risk-averse investors are justified in selling stocks, they are right to buy these
safe havens. The ways0that, during a crisis, the prices of T-bonds and gold move
s2 of stocks can be
inversely with the prices
seen in Figure Four.
This chart illustrates
two symmes1
tries of response: between investors of
divergent attitudes to risk; and between
the price behavior of assets of divergent
behavior in risky situations.
Investment conclusions. Anxiety and
economic damage are scarcely at all related to each other. It’s easy to forget
that efforts to combat disasters and rebuild are a form of production, adding
to GDP. Epidemic containment efforts
and precautionary preparations come
under that heading. To some extent
the business sector over-produces and
builds inventories in anticipation of

	 7. See “Stock-market resilience – but how fast?” Equity-Market Outlook, HCWE & Co., September 18, 2015.
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Figure Four

How Haven Assets Respond to a Stock-Market Plunge
monthly data from 1973
a) Treasury bonds

(b) gold
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Data: Monthly returns from the S&P 500 companies and long Treasury bonds (University of Chicago/Dimensional Fund Advisors) and spot gold (Metals Week).

shutdowns that are yet to come. Partly
reflecting this mechanism, the Atlanta
Fed’s GDPNow website has raised its
estimate of real GDP to 3.1 percent.
After the economy is done with the
production shutdowns, real GDP will
bounce back to over-production as
businesses and consumers make up for
lost time.
Nor are stocks likely to be held
down for long. Whatever happens on
the biological front, uncertainty and
anxiety will decline. For risk-neutral investors the fallout from the virus threat
is a buying opportunity in the stock
market and a reason to sell safe-haven

assets. For risk-averse investors, the opposite strategy is appropriate.
At this point panic is in the ascendant, but events do not as yet add up
to a significantly weaker year for the US
economy. There will be a hiatus in economic activity, but it will be made up
quickly. The magnitude of the biological threat is still unknown. Aside from
the human tragedy it may cause, the US
economy remains in decent shape. Only
over-zealous containment efforts can
create a full-scale recession.
The view taken by much of the
media is different. The distinction between fear and panic is neglected, and

sheer repetition is causing the public
to believe in a “coronavirus recession”
that the government is expected to treat
with easy monetary and fiscal policies.
These may serve as painkillers, they are
neither necessary nor useful for combating supply-side interruptions.
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