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Novel coronavirus: A market view ...

The global economy and financial markets are in quarantine

The coronavirus is not only
having a serious human
impact but is also affecting
global consumer and financial
market sentiment and comes
at a time when the world
economy can least afford it.
While forecasts and
calculations are difficult, we
want to provide some
thoughts about the potential
economic and financial market
impact.
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We are sure to be able to win in this battle to
beat the epidemic through prevention and
control.
bo)
Xi Jinping (China's President, quoted in NYT)

Even though the outbreak of 2019-nCoV, the
novel coronavirus, first occurred in December
last year in the city of Wuhan in China, it has
only become headline grabbing over the last
twenty days, when it was confirmed that the

virus is spreading on a human-to-human
basis. Since then public and social media
reports about the virus and its implications
have surged. Many reports have tried to find
comparisons, with the outbreak of SARS,
another coronavirus in China’s Southern
province of Guangdong back in 2002, being
the prime example. We note that the
confirmed number of people infected by the
current coronavirus has already exceeded that
of SARS and is accelerating faster, even
though the fatality rate, currently below 3%,

Coronavirus continues to spread
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remains lower than the 10% reported during
the SARS pandemic. Among the more than
28,000 confirmed cases, of which nearly
4,000 are critical, more than 200 have been
reported outside of China. 565 fatalities have
been reported so far in China, and one in the
Philippines.

Putting pandemics into perspective

Without being medical scientists, we note
that there were more than 140,000 deadly
cases of measles globally in 2018. The recent
outbreak in Congo was reported at the same
time as the Wuhan coronavirus and has been
characterised as the worst measles pandemic
ever. However, it has not been headline-
grabbing. Malaria caused 405,000 fatalities in
2018, mostly in Africa, but also in Papua New
Guinea, however, very few in developed
countries have been affected. It is not widely
known that in the same year there have been
1.5mn deadly cases of tuberculosis, nearly
100 times more than the current coronavirus
has caused so far. Most fatalities occurred in
the Southern hemisphere. In their report ‘A
World at Risk’ the World Health Organisation
(WHO) and the Word Bank criticise that there
has not been enough focus on global
preparedness for health emergencies and urge
the world to be better prepared, as infectious
disease outbreaks are increasing.

What makes the current coronavirus
seemingly more dangerous than the other
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Shock and relief: Performance of equity market indices 2020
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diseases mentioned is the fact that there is no
vaccination available. While Chinese sources
imply that an immunisation may be available
within three months, Western physicians
believe it will take more than a year. Another
risk factor is the fact that the incubation
period lasts up to two weeks, which increases
the multiplier effect, as it was reported that
about five million Wuhan residents left the
city to travel during Lunar New Year holidays
before a curfew was ordered.

China’s global role has expanded
significantly

In the eighteen years since SARS, China’s
economy has developed and opened up
significantly, with the number of overseas
Chinese tourists soaring amid higher
disposable income and the range of
destinations broadening significantly, which
has increased the risk of infections. This is the
main reason why the WHO has declared the
coronavirus outbreak as a global threat. While
the WHO believes that China’s policies to curb
infections are stringent, it warns of the virus
spreading to populous nations with a less
developed health system and political
structures that may be less determined to
impose tough measures to avoid infections.

How the international integration has
advanced is exemplified by the case of a
German company, where ten confirmed
infections have been reported as one of the
first person-to-person transmissions outside of
China. The German automotive supplier,
which runs 11 production facilities in China
including Wuhan, had invited a Chinese
employee from Shanghai, whose infection
was only confirmed upon returning to China.
A far more integrated global economy
naturally goes hand-in-hand with higher
infection risks.

Fears of another ‘Spanish Flu’ seem
overdone

Fears that the novel coronavirus could end up
being another ‘Spanish Flu’ of 1918-20,
which infected 500 million people, about a
third of the world’s population, and killed an
estimated 50-100 million, or 3-5% of the
global population at the time, seem overdone.

We note that China’s authorities have taken
drastic measures to contain infection,

including construction and operation of a
1000-bed hospital within only ten days. Other
countries with confirmed or likely cases of
infections have also applied a strict policy of
quarantine. Globally, medical treatment and
proper hygiene etiquette offer the potential
for containment.

Investor fears appear to have spread
quicker than the virus

We recognise that not only is the virus
spreading, but that fear is spreading even
faster, mainly through social media, impacting
consumer and business sentiment. This makes
it important to think about scenarios on how
economies will be impacted.

Our core scenario assumes that the pandemic
will peak relatively soon, as many other global
and regional pandemics have done before.
There have also been cases of a second, less
intense wave. The question of the peak level
of infections and the breadth of the bell-curve
are needed to make somewhat reliable
forecasts, however difficult this is.

China's retail, accommodation and
entertainment sectors will suffer most

The prime impact will of course be seen in
China. We assume that consumption will take
the biggest hit. Not only have about 50mn
people in the province of Hubei been

confined, but many other spots have been
closed to the public, with the Forbidden City
in Beijing just one example. Public events have
been cancelled, and travel agencies have had
to cancel group tours. Popular public places
are now deserted, while working from home
is promoted. It is unavoidable that service
sector activity will take a severe hit at least in
Q1, with the retail sector, travel, catering and
entertainment being most affected.
Manufacturing should take less of a hit, but
supply chain issues and workers not being
able to travel back to their factories from their
New Year holidays will make it difficult to run
production as usual.

Despite encouraging economic indicators for
December and early January, before the
impact of the coronavirus escalated, GDP
growth in Q1 will come under severe pressure
and will be much weaker than previously
expected. The big unknown is what happens
in Q2, which depends on whether infections
peak earlier or later. In the former case, a
recovery should already be underway in Q2,
accompanied by strong public support
measures both on the monetary and fiscal
front. However, if the pandemic continues to
expand into Q2 before peaking, the recovery
will set in later than in our base case.

Ambitious growth targets remain intact

2020 is an important year for China as it is
the last year of the ten-year plan to double
real GDP and income. Due to statistical
revisions, GDP growth has been revised up by
0.1 percentage points in each year between
2014 and 2017, which enables China to
achieve its minimum goal of 5.6% GDP
growth in 2020. We believe the government
will do its utmost to guarantee its growth
target for 2020 that was decided at the
Economic Work Conference last year but will
only be officially announced at the National
People’s Congress in March. We believe a
target of ‘around 6%’ is likely.

Due to the dramatic, unexpected
conseqguences of the coronavirus, China’s
government will focus on re-establishing
public confidence and will not let itself be
restricted by self-imposed deleveraging
policies. However, we believe these will be
adhered to in the following years. Financial

China's economy has a much bigger impact now
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Mainland Chinese tourists are playing a major role in Asia
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regulators clarified they had full confidence
that they would be able to maintain stable
economic conditions in the long term. Banks
have been urged to increase lending to the
companies most affected in the Hubei
province and to lower borrowing costs. On
Monday, net reverse repo liquidity was

injected, while borrowing rates have been cut.

Firms are also allowed to delay reporting
results for 2019. We believe that private SMEs
will again be at the centre of stimulus
measures.

Asia will suffer from its high dependency
on China

Next to China we need to look at the impact
on other Asian countries, whose exports to
China will be affected by slower domestic
demand in China and production disruptions.
In terms of the impact on each country’s GDP,
Taiwan would be most affected by far,
followed by Vietnam, Hong Kong, Malaysia
and South Korea. Even though China is
Japan's biggest export market, its impact on
Japan’s GDP is limited, as domestic demand is
the major driver for growth.

From the opposite perspective, Asian
countries may also be impacted by disruptions
to imports from China. This issue is less critical
for imported consumption goods, but more
dire for critical components to the production
process for re-exports. Vietnam stands out, as
value added imports from China made up
more than 16% of its GDP over the last three
years, followed by Malaysia, Thailand and
Hong Kong. These countries would quickly
need to find alternative sources in order to
maintain their production and export levels.

Chinese tourists will be missed

Over the last ten years, Chinese tourism has
expanded significantly both at home and
abroad. In the third week of January, China’s
domestic travel agencies were ordered by the
authorities to cancel all group tours, while
various international airlines have stopped
flights to and from China. In terms of the
impact of Chinese tourist spending on
domestic GDP, Hong Kong, Thailand and the
Philippines are most affected, followed by
Vietnam, Japan and Singapore. Japan's
inbound tourism has already suffered by a
drop of two thirds in terms of tourist arrivals

from South Korea due to the bilateral conflict.

However, Chinese tourists spend much more
per capita than South Korean visitors, which
would be a blow to Japan’s tourism revenues.

Bringing it all together to the global level

What will be the impact on global growth? In
a preliminary estimate of the direct and
indirect impact of the coronavirus outbreak
Goldman Sachs assumes a hit of only 0.1-0.2
percentage points if infections peak in Q1.
Should this peak be delayed into Q2, the hit
to the global economy is estimated at 0.3
ppts, leaving the annual growth rate
unchanged from last year. Our own global
growth outlook is less optimistic, as we
assume a mild US recession will occur later
this year due to capacity constraints and a
downturn in the job market. The outbreak of
the coronavirus will add to our somewhat
gloomier global scenario and highlights that
the global economy has little capacity to
absorb shocks.

Risk assets: Another ‘V'-shaped recovery

What about the impact on financial markets?
In line with our introductory remarks, the
novel coronavirus attracted global attention
only starting from mid-January onwards. Until
Monday this week, the Singapore A50 FTSE
China futures have tumbled 15%, with both

domestic ‘A’-shares and Hong Kong listed ‘H’-
shares down a bit less. The MSCI Asia APEX
50 index, a liquid proxy to the MSCI Asia ex
Japan index, fell about 10%. Other major
equity markets reacted later and less, with the
US S&P 500 index, UK’s FTSE 100 index, the
Eurostoxx 50 and Japan's Topix down in the 4-
5% range. Before the virus had caught
attention, the favourable global liquidity
environment and some positive earnings
reports had dominated investor attention.
Meanwhile, the government bond market has
reacted more swiftly, with the core
government bond yields slumping last week,
as the 10yr Treasury yield fell to 1.5%, just a
touch above last year’s low, and with the 10yr
Bund yield at -0.44%, down 28bps from its
recent high. Bond markets, as well as some
commodity markets, have obviously been
pricing in a more fragile global economy even
before the outbreak of the coronavirus,
matching our own more cautious assessment,
before bouncing.

Pent-up demand should help to lead to a 'V'-
shaped recovery of consumption, and
production moving back to normal at the first
signs that virus infections are starting to peak,
and the disease is being contained. This
pattern would be in line with previous
instances of global pandemics, including
SARS. We believe that investors will react even
quicker, moving back into risk assets earlier,
probably when the momentum of new
infections (the first derivative) slows. This is
the market reaction we have experienced over
the last three trading days this week, when
equity markets rallied, with the S&P500
futures even reaching a record high. We
believe it is too early for a market turnaround
of such a scale and at such an early stage.

At some point, hopes for further liquidity
injections and company buybacks may add to
a potential risk-on mood once coronavirus
fears subside. However, this latest exogenous
shock shows how vulnerable equity markets
can be, particularly given stretched valuations.

Asian countries depend on trade with China: some more, some less
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Disclaimer and cautionary statement

This publication has been prepared by Zurich Insurance Group Ltd
and the opinions expressed therein are those of Zurich Insurance
Group Ltd as of the date of writing and are subject to change
without notice.

This publication has been produced solely for informational
purposes. The analysis contained and opinions expressed herein
are based on numerous assumptions concerning anticipated
results that are inherently subject to significant economic,
competitive, and other uncertainties and contingencies. Different
assumptions could result in materially different conclusions. All
information contained in this publication have been compiled
and obtained from sources believed to be reliable and credible
but no representation or warranty, express or implied, is made by
Zurich Insurance Group Ltd or any of its subsidiaries (the ‘Group’)
as to their accuracy or completeness.

Opinions expressed and analyses contained herein might differ
from or be contrary to those expressed by other Group functions
or contained in other documents of the Group, as a result of
using different assumptions and/or criteria.

The Group may buy, sell, cover or otherwise change the nature,
form or amount of its investments, including any investments
identified in this publication, without further notice for any
reason.

This publication is not intended to be legal, underwriting,
financial investment or any other type of professional advice. No
content in this publication constitutes a recommendation that any
particular investment, security, transaction or investment strategy
is suitable for any specific person. The content in this publication
is not designed to meet any one’s personal situation. The Group
hereby disclaims any duty to update any information in this
publication.

Persons requiring advice should consult an independent adviser
(the Group does not provide investment or personalized advice).

The Group disclaims any and all liability whatsoever resulting
from the use of or reliance upon publication. Certain statements
in this publication are forward-looking statements, including, but
not limited to, statements that are predictions of or indicate
future events, trends, plans, developments or objectives. Undue
reliance should not be placed on such statements because, by
their nature, they are subject to known and unknown risks and
uncertainties and can be affected by other factors that could
cause actual results, developments and plans and objectives to
differ materially from those expressed or implied in the forward-
looking statements.

The subject matter of this publication is also not tied to any
specific insurance product nor will it ensure coverage under any
insurance policy.

This publication may not be reproduced either in whole, or in
part, without prior written permission of Zurich Insurance Group
Ltd, Mythenquai 2, 8002 Zurich, Switzerland. Neither Zurich
Insurance Group Ltd nor any of its subsidiaries accept liability for
any loss arising from the use or distribution of publication. This
publication is for distribution only under such circumstances as
may be permitted by applicable law and regulations. This
publication does not constitute an offer or an invitation for the
sale or purchase of securities in any jurisdiction.
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