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AS THE CORONAVIRUS GOES GLOBAL, RISKS HAVE RISEN.

New infections in South Korea and ltaly are alarming. A swift return to normality seems ever more

doubtful. We remain tactically cautious.

IN A NUTSHELL

Spring is famous for unstable weather but before win-
ter is over the stock-market weather has changed
quite dramatically — and has become distinctly wintry.

Various stock indices were trading at new highs on
Wednesday, February 19, as if the coronavirus epi-
demic had already been confined to the history books.
It was noticeable though that even as stock markets
were trading up, suggesting demand for riskier assets,
government-bond yields remained well below January
levels, implying caution was also in the air, and base
metals such as copper were only stabilizing after a
sharp bearish drop in prices. Gold meanwhile was
rallying, showing that the classic safe haven was in
favor. In simple terms, the markets painted the follow-
ing picture: the economic slump is significant (judging
by the copper price), but central banks and other play-
ers will provide stimulus as usual in the form of cheap
money (hence low government-bond yields), and so in
the end everything will turn out fine (and hence high
equity prices). To allow this happy story to play out,
three conditions must be met in our view:

First, the spread of coronavirus must be con-
tained rapidly.

Second, production must be brought back to
pre-crisis levels as quickly as possible.

And third, central banks and finance ministers
must also deliver the additional stimulus that
markets are seeking.

On the last of these three conditions, there is good
reason for optimism. The first liquidity injections and
interest-rate cuts have been delivered, especially by

_ ltaly has reported some 200 and South Korea almost 1000 new cases over the weekend.

__An increasing number of countries have announced fiscal and monetary relief packages and there are also
increasing reports of economic fall-out from the virus.

_ We maintain a defensive bias, as long as the virus' dynamics make it hard to grasp.

China. Tax cuts, government aid and other fiscal as
well as regulatory measures complete the picture.
Other countries, mainly Asian ones, are joining in.
Thailand, the Philippines and Indonesia have already
cut interest rates, as have Brazil and Mexico. The list
is likely to get longer in the days to come.

Assessment of to what extent China is back in busi-
ness is trickier. Official economic statistics will only be
available in several weeks’ time. Meanwhile analysts
have to rely on traffic-congestion data, air-pollution
levels or similar indicators to provide an accurate pic-
ture of economic activity. These indicators currently
point to a slow increase in output from low levels. An-
other piece in the puzzle are sentiment indicators,
such as the first purchasing managers' indices for
February. In the case of Japan, in particular, they
show a dramatic deterioration in service sector senti-
ment while the repercussions for the manufacturing
sector seem modest so far. In Europe sentiment has
even improved, with only some sub-components
pointing to mild disruptions in supply chains.

It is, however, the first of our conditions that is critical.
The rate of new infections in China keeps going down,
but the sharp rise in reported infections in South Ko-
rea and ltaly is cause for concern. Together with in-
creasing new cases in Iran and Singapore this raises
fear that the epidemic could turn into a pandemic.
South Korea plays an important role in global supply
chains, Italy is a country that is already economically
fragile and burdened by high government debt. In re-
cent years tourism in southern Europe has benefited
considerably from the political tensions in North Afri-
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ca. Tourists might now quickly react to news of the
coronavirus outbreak. Outbound tourism from China
has already dropped sharply.

SARS crisis of 2003 (see Chart of the Week as of
February 14, 2020). In our main scenario for the stra-
tegic outlook, we continue to assume that the virus

will clearly be seen to be contained in coming weeks
and that a large part of the lack of economic activity
can be recovered in the course of the year. In the
short term, however, we remain somewhat more cau-
tious, as the disease is proving difficult to control and
there is no evidence that the epidemic has passed its
peak. We therefore prefer to position ourselves with a
focus on liquidity, government bonds, gold and defen-
sive equities.

Accordingly, global markets have reacted sharply to
the weekend news. European stock indices lost more
than 3% and sovereign-bond yields (except in ltaly)
receded. 10-year U.S. Treasury yields are almost
back to their historic lows from July 2016.

We have warned previously against becoming too
optimistic too early (see CIO Flash as of January 30,
2020), and are skeptical about premature compari-
sons with the strong stock market recovery after the

GLOSSARY

Technically, a bear market refers to a situation where the index's
value falls at least 20% from a recent high.

Treasuries are fixed-interest U.S. government debt securities with
different maturities: Treasury bills (1 year maximum), Treasury
notes (2 to 10 years), Treasury bonds (20 to 30 years) and Treas-

A central bank manages a state’s currency, money supply and in- ury Inflation Protected Securities (TIPS) (5, 10 and 30 years).

terest rates.

Yield is the income return on an investment referring to the interest
or dividends received from a security and is usually expressed an-
nually as a percentage based on the investment's cost, its current
market value or its face value.

The Purchasing Managers Index (PMI) is an indicator of the eco-
nomic health of the manufacturing sector in a specific country or
region.

A safe-haven investment is an investment that is expected to retain
or even increase its value in times of market turbulence.
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