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Briefing: Novel Coronavirus

On the 7th January, a week after the World Health Organisation (WHO) was alerted to
a number of cases of pneumonia with unknown aetiology, Chinese authorities
identified a novel form of coronavirus. Coronaviruses, according to the WHO, are ‘a
large family of viruses that cause illness ranging from the common cold to more severe
diseases such as Middle East Respiratory Syndrome (MERS-CoV) and Severe Acute
Respiratory Syndrome (SARS-CoV)’. The most recent WHO situation report (#14, 03
February) documents 17,391 confirmed cases. All but 153 of those are inside Chinese
borders. 2,296 are described as ‘severe’ and the number of deaths stands at 361.

All of that sounds very serious indeed. And it is.

Actually, what struck me when I was searching for some context for those numbers
was just how serious the more familiar seasonal influenza burden can be. Taking the
USA as our example, and counting the last ten years, the Centers for Disease Control
and Prevention estimates that there are between 9.3 and 45.0 million cases of flu each
winter - that’s in the range of 2.8 to 13.7 percent of the US population. The number of
cases requiring hospitalization falls between 140,000 and 810,000 and the number of
deaths has varied between a low of 12,000 in 2011/2012 and a high of 61,000 in
2017/2018.

I was similarly surprised at the number of times the WHO has declared a Public Health
Emergency of International Concern (PHEIC). Indeed, the current coronavirus-related
PHEIC is added to an existing ongoing Ebola-related PHEIC. Prior recent emergencies
include outbreaks of the zika virus in 2016, an earlier Ebola outbreak from 2014, polio
in 2014 also and swine flu in 2009.

MERS, incidentally, is missing from that list. That particular coronavirus infected

around 1,340 people; mostly in Saudi Arabia between 2012 and 2015 but also in a
separate outbreak in South Korea and with a handful of cases in more than 20 other
countries. The mortality rate for MERS was as high as 40 percent, resulting in close to
500 deaths – including, according to the European Centre for Disease Prevention and
Control, three deaths here in the UK. Quite why MERS wasn’t declared a PHEIC is not
clear to me.

I’m reasonably convinced, however, that had the current PHEIC framework been in
place at the time, the SARS epidemic would have been declared an international public
health emergency back in 2003. So far as I can tell, it is the lessons learned from that
outbreak that gave rise to the current WHO guidelines.

The SARS outbreak struck China between November 2002 and July 2003. Its origins
were eventually traced to a colony of horseshoe bats in Yunnan province. It infected
around 8,100 people with a mortality rate near 10 percent.

By comparison, the current coronavirus has proved far more contagious but, whether
this is due to the disease’s pathology or to the policy response in China, it is associated
with much lower mortality (2.1 percent on current WHO numbers).

Thinking about it, I’ve noticed that the SARS outbreak is being used as a model by
many in the investment industry in a bid to judge the impact of today’s virus on the
Chinese economy and capital markets more broadly. Back then, the SARS outbreak
saw Chinese growth slow from 11.1 percent in the first quarter of 2003 to 9.1 percent
during Q2. Mind you, growth for the full year still came in at 10.0 percent.

SARS lasted for just 8 months. Its impact on the economy was short-lived and front-
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loaded.

And the effect SARS had on the Chinese stock market? The MSCI China Index increased
68.7 percent during 2003.

Mind you, you are hard pressed to find any stock market anywhere in the world that
didn’t gain in feverish fashion that year. March 2003, coinciding with the coalition
invasion of Iraq, marked the end of a huge bear market and the beginning of an
economic expansion that extends to the present-day. That’s one of the reasons I’m not
at all convinced of the utility in the SARS comparison. Additionally, and
notwithstanding the differences between the two viruses, the Chinese economy now
accounts for 18 percent of global output (compared with 4 percent in 2002) with
around 70 percent of that comprising the service sector (again, compared with 40
percent in 2002).

In addition, this time around, the policy response from the Chinese government is
staggering – symbolic of which is the ambition to build a 1000-bed hospital in just 10
days. Around 40 million people in Wuhan and Hubei are effectively on lockdown and
Shanghai is more or less closed. It is that policy response, and the brake on economic
activity it elicits, that will impact Chinese output and, by extension, global output too.

Given the scale of the response, I expect output to be much more severely dented
than it was during the SARS outbreak.

Of course, the Chinese government can – and will – offset the full impact of the
lockdown with various fiscal and monetary support measures. We have already heard
that the People’s Bank of China will shore up liquidity in the financial system with a
cash injection of close to $22 billion.

The key question though, is how long will the disruption to activity last. Two scenarios are
apparent. Either this outbreak will persist for longer than the 8 months associated with the
SARS outbreak, or it will persist for a shorter period of time.

My guess – and that is all it is – is that this outbreak will persist for a shorter period of time.
Let’s call this scenario ‘Scenario A (<8M)’ and let ‘Scenario B (>8M)’ counter any
deficiencies in my guesswork.

Scenario A (<8M) calls for a relatively short-lived but severe negative impact on Chinese
output. Economic activity might fall from an expected 6.0 percent pace to less than 5.0
percent. That would represent the slowest increase in output since 1990 - when the
government’s murderous response to the student protests in Tiananmen Square led to
delayed entry to the World Trade Organisation and suspended loans from the World Bank
and Asian Development Bank - but the dip in growth that we see in the first half of the year
would likely be matched with a surge in the second half. Scenario A (<8M) elicits a fall in
the order of 10 or 20 percent in the Chinese stock market. In fact, we are close to that
range already. On opening on Monday – following the Lunar New Year holidays – the
Shanghai Composite caught up with nearly a week of falls elsewhere in Asia by shedding
7.8 percent of its value. That brings it into line with the decline in the MSCI Emerging
Market index from its peak on the 20th January. The MSCI World index is down 4.3 percent
over the same period.

Of course, the risks are to the downside, but ultimately Scenario A (<8M) represents an
opportunity to buy risky assets at a discount – particularly if prices decline beyond 10
percent.

Scenario B (>8M) sees a sustained spread of infections beyond the next 4 months or so and
into the second half of the year. That leaves the lockdown and business closures in place –
or extended into other regions hitherto less severely affected – suppressing economic
activity for longer than I’m currently anticipating. In this scenario, a slowdown in Chinese
output will have a broader impact on global growth with immediate
implications for those businesses with a sizable customer base
and/or production base inside China.
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output will have a broader impact on global growth with immediate implications for
those businesses with a sizable customer base and/or production base inside China.

As far as the regional stock markets might be concerned, I’m guessing that those
countries with trade surpluses with China will likely be hit hardest; they include
Taiwan, South Korea, Australia, Brazil, Switzerland, Japan and Germany.

In this case we are looking at falls in Chinese stocks well beyond the 20 percent mark
with declines in stock markets in Japan, US, UK and Eurozone threating declines of
approaching 20 percent. The big four central banks – the Federal Reserve, European
Central Bank, Bank of Japan and Bank of England – will likely loosen policy in this
scenario and I’m counting on markets reacting favourably to any support the banks
supply.

What worries me most about Scenario B (>8M), at least from the narrow perspective
of the capital markets, is the long-term implications of a broader policy response. I
don’t doubt that the government would meet Scenario B (>8M) with enormous fiscal
and monetary support. But, with a large fiscal deficit and a huge stock of non-
performing loans, more spending and looser loan conditions threaten a good deal of
instability in what is the world’s second largest economy.

Of course, there is a great deal of speculation here. The inferences I have made about
the extent to which markets might move is little more than an informed guess.

The outlook is uncertain.

Fortunately though, there is one asset-type in particular that we can rely on to rise in
conditions characterised by unusual levels of uncertainty. While stocks have fallen in
value, government bonds have risen. Gilts are up 2.0 percent since the 20th January.

The same gains are apparent in US treasuries and German bunds. That’s why I
maintain some exposure to government bonds, even in the face of ultra-low interest
rates.

At this moment in time, my long-term outlook remains unchanged.
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While a reasonable course of action regarding investments may be formulated from the application of our research, at no time will specific recommendations or customised advice be given, and at no time may a

reader be justified in inferring that any such advice is intended. Although the information contained in this document is expressed in good faith, it is not guaranteed. Cormorant Capital Strategies Limited will not

accept liability for any errors or loss arising from the use of this document. Readers are directed to our terms and conditions.

Cormorant Capital Strategies Limited, registered in England, number 05346579. Our registered address is 84 Bromefield, Stanmore, HA7 1AQ.

Crown copyright material is reproduced with the permission of the Controller Office of Public Sector Information (OPSI). Bank of England data reproduced with kind permission of the Bank of England.

(1) MSCI United Kingdom Value, Bats 100, Bats 250, Bats UK Small Companies, S&P 500, Euro Stoxx 50, Nikkei 225, MSCI Brazil, MSCI Russia, MSCI India, MSCI China, Financial Analytics (2) MSCI United Kingdom, MSCI

World ex Value, MSCI Emerging Markets, MSCI United Kingdom Value, Bats 100, Bats 250, Bats UK Small Companies, Barclays Gilt 1 – 5 Years, Barclays Sterling Gilts, Barclays Sterling Gilts 15+, Barclays UK

Government Inflation Linked Bond, Financial Analytics (3) MSCI World, Barclays Global Convertibles, Barclays Global Treasury, MSCI World ex UK Large Cap, MSCI World ex UK Small Cap, MSCI World ex UK Value,

MSCI World ex UK Growth, MSCI World, MSCI World Equal Weighted, MSCI World High Dividend, MSCI World Minimum Volatility, MSCI World Momentum, Financial Analytics (4) MSCI World Consumer

Discretionary, MSCI World Consumer Staples, MSCI World Financials, MSCI World Health Care, MSCI Industrials, MSCI World Materials, MSCI World REITs, MSCI World Technology Hardware & Equipment, MSCI

Telecommunications Services, MSCI World Utilities, Financial Analytics (5) SPDR FTSE UK All Share ETF, SPDR S&P 500 ETF, SPDR MSCI EMU ETF, SPDR MSCI Japan ETF, SPDR MSCI Emerging Markets ETF, SPDR

Barclays Gilt, iShares Index-Linked Gilts, iShares Global Corporate Bond ETF, iShares Global High Yield Corporate Bond ETF, Mixed Assets assume separate equal weighted parcels of equity and bond exposure (6)

Financial Analytics, overseas exposure assumes equal weight in US, Europe, Japan and Asia (7) Reference National Life Tables, Office for National Statistics, sustainable income assumes life expectancy, a gross 5

percent growth rate, annual income paid out at the start of the period.
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