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 The new coronavirus is likely to prove considerably less deadly overall than the common seasonal flu. Despite 
this, the precautionary measures taken to fight such outbreaks - such as travel bans and quarantines - have 
significant short-term negative economic effects. 

 The fact that about 98% of confirmed cases to date remain in China with a 3% mortality rate suggests a 
containable crisis. 

 China and perhaps Hong Kong will suffer large drags to service sector activity. Like the case of SARS in 2003, 
we would see a significant market drop as a strong potential buying opportunity thereafter. 

 World markets more broadly are likely to see a more volatile period just ahead which is typical after large equity 
market gains. Our overweight to gold and US Treasuries should help diversified portfolios. Active hedgers may 
still see some value in shorter-term hedging instruments. 

 

Wuhan Virus in Context 

In any given year, more than 500,000 can lose their lives to the common influenza. As discussed in last week ’s bulletin 

(Asia Strategy Bulletin | How scary is the "Wuhan flu"?), with careful actions from health authorities, the actual loss of 

human life from the newest coronavirus is likely to fall far short of this toll.  Why is it then that financial markets can turn 

their attention almost singularly to such an issue?  Why would travelers shudder in fear from risks that are statistically 

much smaller than those they already routinely take? 

In 1918, the so-called Spanish flu, a strain of H1N1, wiped out an estimated 5% of the earth’s population at a time when 

international travel was a minor fraction of what it is today. (As a share of the world population, this was about 400X more 

deadly than the common flu).  When a new animal-to-human mutation (zoonotic) disease is identified as transferable 

from human to human – with no medical treatment available - global health authorities fortunately act with an abundance 

of caution. They behave as though the unknown and unwelcome new disease might be another earth-crushing 

disaster.  The ultimate danger is, after all, uncertain until the passage of time.  

Given estimates from authorities that the incubation time for the Wuhan virus is 10-14 days, and reports that the disease 

could be spread during an incubation period without symptoms, it seems highly likely that the number of reported cases 

and fatalities will continue to grow.   

As we write, there have been 2,018 confirmed cases of the coronavirus in 12 countries, with cases predictably 

growing.  Of these, 1,984 are in China, mostly in the city of Wuhan, Hubei Province.  All of the 56 deaths thus far (about 

3% of those infected), have been in China.  While increased fatalities and larger numbers of contracted cases seem 

nearly certain to be reported, the high degree of regional concentration seems consistent with a moderate degree of 

contagion; a containable threat. 
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The economic consequences of the new pandemic will be largely driven by the required precautions just 
discussed. 

The quarantine in Wuhan will have a crushing short-term impact on the Hubei region, but the travel restrictions and 

intentional changes in consumer behavior in China will have a somewhat larger overall impact in the quarter ahead. This 

will be particularly acute for China’s services industries such as tourism as discussed in the bulletin linked above.  In 

early 2003, China’s GDP halved in the second quarter and doubled in the subsequent quarter. A similar but less extreme 

pattern can be expected this year, along with some rather modest impact on China’s trading partners. 

Importantly, a setback in China’s economy comes at a time when financial market optimism toward a cyclical recovery 

has been building.  Global equities have risen 11% since the Autumn, largely on the pre-conditions for a rebound in 

manufacturing activity, with a mild rebound seen in trade and transportation measures from a depressed 2019 thus 

far.  Gains are merely incipient, but global trade and industrial activity are convincingly poised for such a return to growth 

(see figure 1). Yet the sharp improvements in cyclical equities have left financial markets in a pause and vulnerable to 

news like the coronavirus concerns. 

 

More than a Virus Story 

As global markets head into a week of quarterly earnings reports and a Fed decision, we see higher volatility than the 

past few months in the period ahead.  For those willing to hedge volatility, we don’t consider it too late.  Our own 

positions overweight in US Treasuries and gold are also in place for diversified portfolios. 

As figures 3-4 show, the Fed’s large actions to smooth seasonal reserve demand over the turn-of-the-year hang as an 

irritating question mark. How much of the roughly $250 billion in temporary reserves will be made permanent, and how 

fast?  How much did the Fed spur credit markets beyond the gains driven by economic optimism?  Investors will find out 

soon. 

For the full year ahead, our optimism remains that cyclical industries will confirm the strength seen in equity markets, 

even if new doubts emerge. The decline in China/Hong Kong markets have the makings of a significant 

opportunity to buy into a sizeable decline, just as was the case following the SARs period. 

For those concerned by a likely rise in volatility, as Outlook 2020 describes, our long-term investment focus is on more 

than a cyclical snapback or swing in sentiment. Quality income-generating assets, particularly firms able to increase 

dividends, have outperformed over both the long-term and when markets face short-term challenges.   

 
Figure 1: US Core Retail Sales (Y/Y%) vs ISM Export 
Orders Index 

Figure 2: US Equity/Bond Relative Performance vs 
ISM Orders Index 

  
Source: Haver Analytics and Factset as of January 27, 2020. 
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Figure 3: Securities Held Outright by the Federal 
Reserve ($Trlns) 

Figure 4: Temporary Reserve Additions through 
Repurchase Agreements ($Blns) 

  
Source: Haver Analytics as of January 27, 2020. 
Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the 
performance of any specific investment. Past performance is no guarantee of future results. Real results may vary. 
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