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Economic Commentary 
 
February 2020 
 
The last couple of months of 2019 and the beginning of the New Year have been good for 
investors. Sharemarkets have risen on the strength of improved economic data and positive 
developments in the “Trade War” and Brexit, and this has seen wholesale interest rates 
stabilise and even lift slightly. The only factor which has counterbalanced the rising markets 
and prevented the full effect of the market gains from reaching portfolio valuations is the 
strength of the NZ dollar (particularly against the AUD). In the last few weeks, however, 
markets have been volatile due to the outbreak of Coronavirus, and this is likely to continue 
over the short-term. 
 
Looking back on 2019, it certainly proved to be very strong for financial markets. The main 
NZ and US sharemarket indexes were up around 30%, the Australian ASX200 up 18%, and 
emerging markets (such as China and the Asian economies, excluding Japan) appreciated on 
average by about 15%. It is fair to say that very few investment commentators or analysts 
expected these levels of return. In fact, at the beginning of last year the expectation was for 
increasing official interest rates in the US and for these to produce ongoing volatility and 
lower overall returns compared to recent years. The main driver has been the dramatic 
turnaround in interest rates and the move from central banks around the work to reduce 
rates to stimulate economic growth. Interest rates affect asset prices (eg. shares, bonds, and 
property) in a number of ways, most directly by reducing the required return and thereby 
facilitating inflation of asset prices. Investors have moved from low return fixed interest (e.g 
term deposits and high-quality bonds) and sought improved yields in the sharemarket and in 
more risky debt securities. Unfortunately, many of these investors do not fully understand 
the higher risk to which they are exposing themselves and their hard-earned savings.  
 
December and January have seen some positive geopolitical news. The US and China 
reached settlement of ‘phase one’ of a trade deal, which will result in reduced US tariffs for 
Chinese imports and greater purchases of US agricultural products by China. This provides a 
greater degree of certainty for businesses operating in these markets, but there remain 
significant issues to be worked through over the medium to long-term. In the UK, the 
Conservative Party won a landslide victory in the general election on December 12th. This 
gave Prime Minister Boris Johnson the numbers to finally push through his Brexit legislation, 
and the UK exited the European Union at the end of January. The process of negotiating a 
trade agreement now begins, with a deadline of 31st December. If no agreement is reached, 
significant tariffs will be imposed between the two parties, and this could impact economic 
growth on both sides. An interesting consequence of the UK election result was the 
significant appreciation in the value of UK commercial property and infrastructure 
companies. Following the result, Labour leader Jeremy Corban announced his resignation  
and markets had been concerned that, should the Labour Party win, many of the large UK  
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infrastructure assets may be nationalised. This was supressing valuations and share prices. 
With Corban now out of the running the market responded by bidding up prices, providing 
strong gains for investors holding those assets. 
 
The biggest cause of market volatility since the beginning of the year has been the 
emergence of Coronavirus in China. This is a classic example of what market participants call 
“event risk”, a completely unexpected event which could not have been foreseen and 
affects your investments. At this stage, it is almost impossible to predict the impact that the 
virus will ultimately have across the globe. Much will depend on the length of time it takes 
to bring the spread of new cases under control. Initial market reaction was a sell-off of risky 
assets (shares) and a movement of capital to more defensive assets, particularly high-quality 
bonds and government debt. However, most developed markets have recovered from the 
lows after the initial outbreak and are now trading at higher levels than they were in late 
January. With the low level of interest rates globally, many investors seemed to view the 
market fall as an opportunity to buy. This implies that the markets are taking a longer view 
and see the impact of the virus as short-term. The exception to this has been the Chinese 
markets, which were closed for the Chinese Lunar New Year when the virus first emerged 
and plunged 8% on reopening in early February. They have since recovered some of the 
losses but remain down on pre-virus levels. 
 
Whether Coronavirus becomes a major influence on markets will depend on whether 
international authorities are able to contain the spread and develop effective vaccines and 
treatments. The biggest impact in the short-term will likely be in the tourism and travel 
industries, affecting airlines, airports, hospitality etc. Over the medium term, the Chinese 
economy may slow and trade would be affected. Already we are seeing a fall in commodity 
prices such as oil, dairy, meat, and forestry. The longer the situation continues, the greater 
the effect. However, despite some of the sensationalist reports from the media, it is 
important not to overreact. New viruses are emerging continually around the world and 
past experience with SARS and ‘bird flu’ suggest that financial markets typically overlook 
short-term events and bounce back well after the initial shocks (as we have seen to date). 
Unless the situation deteriorates significantly, dips in the market may well represent an 
opportunity to buy good assets at reduced prices. But, there is the potential for a global 
pandemic and this possibility shouldn’t be discounted. 
 

Our approach to portfolio management continues to be somewhat conservative, and as a 
result we remain slightly underweight in the growth asset classes. This is more reflective of 
the high level of asset prices, due to an extended strong “bull” market and low interest 
rates, than concerns about Coronavirus (although it does position us defensively for any 
impact from this also). We will closely watch ongoing developments to ensure that portfolio 
asset allocations remain suitable and will continue to use experienced, proven fund 
managers who actively monitor your investments for downside risk. 
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