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 While investors are buying the dip and sending US equities
to all-time highs, commodities and trade-related data are
dropping to multi-year lows.
 Commodity-related trade indices such as the Baltic Dry
Index (BDI) is now in freefall, having declined 80% since
September 2019, and is on track to hit a new all-time low.
 The third and fourth week of February will be a critical
window to watch given that most companies in China will
resume operations. Many employees are set to travel over
this weekend back to their work places and resume working
next week.
 We cannot rule out the possibility that the current outbreak
spills over into the broader economy and thereby create a
financial shock enough to dent investors’ “Buy The Dip”
(BTD) mentality.
 Therefore, we maintain our recommendation to minimise
risk exposure and hedge with precious metals such as gold
and silver, while only buying quality blue-chip companies
with healthy balance sheets. We also believe the current
outbreak has the potential to lead to structural changes in
China’s working and learning environment, and may benefit
technology companies specialising in e-learning.

First, China GDP growth in 2020 could fall below 6%. The 2003
SARS outbreak lasted from November 2002 until July 2003.
The peak of reported cases and when the most severe
quarantine measures were taken by the authorities was in
April 2003. The full year impact was around 0.5% based on
annualizing the 2% dip in 2Q03 GDP growth compared to
1Q03.

A black swan to shock the global economy? Following the
assassination of the commander of Iran's Quds Force, which
resulted in a bumpy start to the year for the global financial
market, we think that the current outbreak of the novel
coronavirus (2019-nCoV) has the potential to dent investors’
sentiments to buy the dip. The outbreak in China has resulted
in temporary regional economic shutdowns but will have farreaching impact on both the country and the global economy,
although to an uncertain extent at the moment.

However, the contagion scale of 2019-nCov is multiple times
larger than 2003 SARS. More importantly, there was not a
single city that was locked down back then. This is the first
time in the history of the PRC that China is locking down cities.
Not only were restrictions placed on commuting and
production activities in almost the entire Hubei province , but
also top tier cities such as Hangzhou, Nanjing, and Wenzhou
and the crucial transport city Zhenzhou shut as well.

As of the date this report is published, total infected cases
reported are 28,281. The death toll is 565, with the mortality
rate at around 2%. Since 23rd January, when Wuhan, which
has been the epicenter of the 2019-nCov outbreak was
completely quarantined, there were an additional 34 cities
being shut, and more cities are expected to take the same
quarantine measures.
The current outbreak has several similarities to 2003 SARS,
including the pathogen, the onset time, part of the symptoms,
and so on. Hence, we will analyse the potential economic and
financial impact based on economic performance during 2003
SARS period, even though it will be challenging to justify any
quantitative impact at the moment given the uncertainty of
how the outbreak will develop.
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In 2003, the manufacturing industry accounted for 58% of
China’s economic output while the service industry’s
contribution was 39%. We believe that these ratios helped
cushion the financial and economic impacts of SARS. This is
because in general, the manufacturing sector recovers more
quickly than the service sector because the resumption of
production is easier driven by the wage demand from labor
while consumer spending especially service-related sector
requires the return of consumer confidence.
The outbreak of SARS in 2003 was also mostly concentrated
in Beijing City (3.7% of China’s GDP), Guangdong province
(11.7% of China’s GDP), and Shanxi province (2.1% of China’s
GDP).

Meanwhile, the long holiday in China has been extended for
another week. Hubei province, the most severely infected
area, has extended it until 13th Feb. Accordingly, we can
estimate that a significant segment of China’s economy is
almost shut down for at least two weeks. Based on 2019 China
GDP breakdown, the service sector contributed 59%. Without
a doubt, retail, F&B, tourism, off-line media, transportation,
and hospitality sectors will hit a speed bump during this
period. Due to a longer period of recovery expected, 1Q20
and 2Q20 GDP growth are expected to be lower YoY.
Therefore, we think that it might be challenging for China to
maintain its 6% growth this year.
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Figure 1: China GDP growth and breakdown by industries (2003 vs 2019)
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Figure 3: Baltic Dry Index (BDI) – Reaching all-time lows
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Second, a short-term fall in exports for some export-oriented
countries is imminent. Against the backdrop of the Sino-US
trade tensions, together with soft domestic PPI and high CPI,
China could further reduce its raw material imports, and
especially energy related products and end product export.
Currently, dozens of cities have restricted traffic and
production. Oil prices (Brent) have dropped by 16% since the
outbreak was publicly announced in China. Meanwhile,
copper has plummeted by 11%; Iron ore sank by 17%; Coffee
tanked by 14%; Soy bean prices fell by 7% in that last two
weeks. Basically, both hard and soft commodities that China
has substantial demand for are under pressure. Counties such
as Australia, Brazil, and Mexico will suffer from a short-term
decrease in exports. The 2019-nCoV and trade tensions seem
to be a double whammy for international trade.

Third, there are new opportunities following this outbreak. In
retrospect, one of the reasons China recovered quickly from
the 2003 SARS was the tailwind of becoming a member of
WTO in late 2001. China was on track to being the world
factory since the domestic and overseas demand surged. The
quarantine measures during 2003 SARS period hit consumer
sectors as well. The crisis back then burgeoned the
opportunity of online shopping and logistics. Taobao, the
most popular and largest e-commerce platform in China, was
launched in 2004. Since then, China has been embracing the
golden era of e-commerce.
At the moment, the lockdown has no end date. Students and
employees are forced to stay at home and postpone the
resumption of school and work. Online education and home
office (remote work) are key trends to watch out for in China
now. We believe the internet sector in China will enter into
wave of structural change soon, as people accept remote
study and work.
The implications on financial markets…
For now, the impact on financial markets will be difficult to
gauge given the abundant liquidity being injected into the
global financial system. However, the key point to note is the
divergence between the weakness in commodities-linked
data and the strength in equities market. At one point, either
one has to give in.

Figure 2: China PPI and CPI
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Most investors are still preconditioned to BTD, which has
worked well over the last 10 years, until such time when the
economic data starts to turn down, possibly by as early as
February. When a surprise shock coincides with slowing
economic growth, sentiments can quickly change.
We will continue this discussion in the second part of a series
of reports we will publish on the Wuhan Outbreak. We will
discuss the potential domino effect that the current situation
can lead to.
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Definition

Outperform (OP)

We take a positive view on the stock. The stock is expected to outperform the expected total
return of the KGI coverage universe in the related market over a 12-month investment horizon.

Neutral (N)

We take a neutral view on the stock. The stock is expected to perform in line with the expected
total return of the KGI coverage universe in the related market over a 12-month investment
horizon.

Underperform (U) We take a negative view on the stock. The stock is expected to underperform the expected total
return of the KGI coverage universe in the related market over a 12-month investment horizon

Disclaimer

Not Rated (NR)

The stock is not rated by KGI Securities.

Restricted (R)

KGI policy and/or applicable law regulations preclude certain types of communications, including
an investment recommendation, during the course of KGI's engagement in an investment
banking transaction and in certain other circumstances.

This report is provided for information only and is not an offer or a solicitation to deal in securities or to enter into any
legal relations, nor an advice or a recommendation with respect to such securities. This report is prepared for general
circulation. It does not have regard to the specific investment objectives, financial situation and the particular needs
of any recipient hereof. You should independently evaluate particular investments and consult an independent
financial adviser before dealing in any securities mentioned in this report.
This report is confidential. This report may not be published, circulated, reproduced or distributed and/or
redistributed in whole or in part by any recipient of this report to any other person without the prior written consent
of KGI Securities. This report is not intended for distribution and/or redistribution, publication to or use by any person
in any jurisdiction outside Singapore or any other jurisdiction as KGI Securities may determine in its absolute
discretion, where the distribution, publication or use of this report would be contrary to applicable law or would
subject KGI Securities and its connected persons (as defined in the Financial Advisers Act, Chapter 110 of Singapore)
to any registration, licensing or other requirements within such jurisdiction.
The information or views in the report (“Information”) has been obtained or derived from sources believed by KGI
Securities to be reliable. However, KGI Securities makes no representation as to the accuracy or completeness of such
sources or the Information and KGI Securities accepts no liability whatsoever for any loss or damage arising from the
use of or reliance on the Information. KGI Securities and its connected persons may have issued other reports
expressing views different from the Information and all views expressed in all reports of KGI Securities and its
connected persons are subject to change without notice. KGI Securities reserves the right to act upon or use the
Information at any time, including before its publication herein.
Except as otherwise indicated below, (1) KGI Securities, its connected persons and its officers, employees and
representatives may, to the extent permitted by law, transact with, perform or provide broking, underwriting,
corporate finance-related or other services for or solicit business from, the subject corporation(s) referred to in this
report; (2) KGI Securities, its connected persons and its officers, employees and representatives may also, to the extent
permitted by law, transact with, perform or provide broking or other services for or solicit business from, other
persons in respect of dealings in the securities referred to in this report or other investments related thereto; and (3)
the officers, employees and representatives of KGI Securities may also serve on the board of directors or in trustee
positions with the subject corporation(s) referred to in this report. (All of the foregoing is hereafter referred to as the
“Subject Business”.)
However, as of the date of this report, neither KGI Securities nor its representative(s) who produced this report (each
a “research analyst”), has any proprietary position or material interest in, and KGI Securities does not make any market
in, the securities which are recommended in this report.
Each research analyst of KGI Securities who produced this report hereby certifies that (1) the views expressed in this
report accurately reflect his/her personal views about all of the subject corporation(s) and securities in this report; (2)
the report was produced independently by him/her; (3) he/she does not carry out, whether for himself/herself or on
behalf of KGI Securities or any other person, any of the Subject Business involving any of the subject corporation(s) or
securities referred to in this report; and (4) he/she has not received and will not receive any compensation that is
directly or indirectly related or linked to the recommendations or views expressed in this report or to any sales,
trading, dealing or corporate finance advisory services or transaction in respect of the securities in this report.
However, the compensation received by each such research analyst is based upon various factors, including KGI
Securities’ total revenues, a portion of which are generated from KGI Securities’ business of dealing in securities.
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