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Macro Weekly: Fed rate cut odds climb amid viral outbreaks outside China
This week’s highlights
 Production gradually bounces back in China
In China, daily new confirmed and suspected COVID-19 cases dropped further. The
new-confirmed cases outside Hubei increased only by single digits for a couple of days
(Fig 1). According to the MIIT, the production resumption rate picked up by 3.2ppt to
32.8% on 26 Feb from four days ago. The NDRC noted that progress in coastal provinces
was faster, with industrial production of above-scale producers exceeding 90% in
Zhejiang, and over 70% in Jiangsu, Shandong, Fujian, Liaoning, Guangdong and Jiangxi.
Among key sectors, steel production recovered to 67.4% of the previous level, while
non-ferrous metal producers recorded a recovery rate of 86.3%. High-frequency data
including coal consumption (Fig 2) and the Baidu migration index also showed that the
work resumption rate is improving gradually. However, before COVID-2019 peaks,
services sector activities will likely remain sluggish.
 China PMIs dipped in Feb due to the virus outbreak
China’s manufacturing PMI dropped to 35.7 in Feb, the lowest reading in the data’s
history (since 2005). Production, new orders and purchase indexes all dropped below 30.
Non-manufacturing PMI was hit harder, with the services index declining to 30.1 and
construction PMI falling below 30. New orders in these two sectors both weakened
sharply in Feb. Among the 21 services sectors, financial services remained in
expansionary territory, while telecom and IT services sectors held better than others. In
contrast, transportation, accommodation, catering, tourism and household services
sectors saw their activities index dropping to below 20. The NBS said it is expecting the
index to rebound in Mar as production resumption picks up. In Nov 2008, China’s
manufacturing PMI dropped to 38.8, then recovered to above 50 in four months. We
expect the manufacturing PMI to rebound to over 40 in Mar. But given the slower
recovery in the non-manufacturing sector, its PMI is likely to remain soft in Mar.
 Fed sends dovish signal as the virus spreads outside of China
The spreading of COVID-2019 outside China has accelerated. By Saturday, over 50
countries reported 6009 cases combined, with Korea, Japan, Italy and Iran recording
more cases than elsewhere. Major stock indexes in the euro area and the US have
declined by more than 10% over the past week. Credit spreads also widened. Fed
Chairman Powell released a statement before market closure on Friday, saying that the
central bank is closely monitoring developments of the coronavirus outbreak and will
take appropriate measures to support the economy. After this remark, the 10-year UST
yield sank to 1.15%. The dollar index retreated, and the RMB exchange rate
strengthened slightly.
 Chances of a Fed rate cut increases as market risks rise
We expect the Fed to continue with its dovish message in the near-term and cut its
policy rate by 25bp in Mar. Further rate cuts will depend on the evolution of the viral
outbreak. In our baseline scenario, with more travel bans put in place in the US, market
concerns of a pandemic risk will ease. Meanwhile, as China’s production gradually
normalizes, the hit to the global supply chain will be limited. The impact of the outbreak
on US consumption and the labor market will likely be contained. In this scenario, we
expect UST 10-year yield to rebound to around 1.5%, and rise further in 2H20F. However,
if the outbreak expands and disrupts supply chains, the Fed will cut rates further,
depressing the 10-year yield.

Fig 1. Newly confirmed cases in China fall further
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Fig 2. Coal consumption by major power
plants recovers to c.60% of pre-CNY level
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What’s next?
 Resilient US data expected in Feb
The latest US data, including regional Fed manufacturing survey reports and job claims,
shows the overall economy has been little affected by the viral outbreak so far. The
upcoming labor market report and ISM will be under the spotlight given the surging rate
cut expectations. The consensus forecasts a small drop of ISM manufacturing index by
0.4 to 50.5, and non-farm payrolls to maintain a solid gain of nearly 200k. Oxford
Economics forecasted an additional 0.2ppt slowdown of US growth in 2020F to 1.3% if
the Asian pandemic continues, and that a global pandemic will lead to a recession in
the US.
 China trade growth expected to turn negative in early 2020F
We expect China’s export and imports growth to decline in Jan and Feb due to the viral
outbreak. Global leading indicators, including PMIs in advanced economies and
Korean exports, still point to improving external demand. However, risks of the
coronavirus outbreak turning into a global pandemic could endanger the Asian supply
chain, adding uncertainties to the trade recovery outlook.

Table 1: Upcoming data releases and events
Date

Time

Country*

Data release

Period

Bloomberg

CCBIS

Prior

2 Mar

9:45

CH

Caixin China PMI Mfg

Feb

46

--

51.1

2 Mar

23:00

US

ISM Manufacturing

Feb

50.5

--

50.9

3 Mar

18:00

EC

CPI Core YoY

Feb P

1.2%

--

1.1%

4 Mar

23:00

US

ISM Non-Manufacturing Index

Feb

55

--

55.5

6 Mar

21:30

US

Change in Nonfarm Payrolls

Feb

175k

--

225k

6 Mar

21:30

US

Unemployment Rate

Feb

3.6%

--

3.6%

6 Mar

21:30

US

Average Hourly Earnings YoY

Feb

3.0%

--

3.1%

7 Mar

CH

Exports YoY

Feb

-23.5%

-19%

--

7 Mar

CH

Imports YoY

Feb

-14.7%

-21%

--

7 Mar

CH

Trade Balance

Feb

$12.75b

$5.1b

--

7 Mar

CH

Foreign Reserves

Feb

--

--

$3,115.5b

Date

HK time

Country

Central bank speaker/event

4 Mar

3:50

US



Fed's Mester addresses UK Society of Professional Economists

4 Mar

5:30

US



New York Fed's Logan discusses Ample Reserves Regime

4 Mar

7:30

US



Fed's Evans to take part in moderated Q&A

5 Mar

7:30

US



Bullard opening remarks

6 Mar

7:30

US



Fed's Kaplan speaks at Chicago event

6 Mar

9:00

US



Fed's Kashkari speaks at University of Minnesota

6 Mar

9:45

US



Fed's Williams speaks at Foreign Policy Association Dinner

7 Mar

--

US



Fed officials to address Shadow Open Market Committee

* CH = China, EC=Euro area
Source: Bloomberg, CCBIS estimates
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Rating definitions:
Outperform (O) – expected return > 10% over the next twelve months
Neutral (N) – expected return between -10% and 10% over the next twelve months
Underperform (U) – expected return < -10% over the next twelve months
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