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While the spread of the coronavirus has been so far contained, its macroeconomic
implications are bound to be global in view of the integration of China in the global economy.
This note aims at assessing the impact on EM currencies in particular.



We see four main macro channels of transmission from the epidemic:
 first, an impact from slower demand from China, not only on goods exports but also
tourism spending;
 second, an impact on global supply chains in the industry;
 third, an impact on the global risk environment/asset markets;
 fourth, a contagion effect on local business and consumer sentiment.



As far as the first channel is concerned, while Korea, Singapore, Taiwan in addition to
Australia, Japan have high exposure to China in trade for goods, Singapore and Australia also
are almost uniquely (bar Hong Kong) sensitive to tourism from China.



On the second factor, both regional Asia and Central Europe stand out as relying on global
supply chains, making their currencies vulnerable to global supply side disruptions



To gauge the third channel, we look at cross market signals. Taking into acount global factors
(eg. other asset markets such as credit, equities and commodities) EM currencies (EMFX) look
fairly priced according to our statistical analysis based on Principal Component Analysis and
a regression. In turn, we need to focus on domestic catalysts to assess whether there are
specific EM buying opportunities, as EMFX has not overshot at this stage.



Looking at EM domestic fundamentals, we focus on the strength of growth dynamics, which
will offer a buffer to the fourth channel of transmission through local sentiment, in addition
to BoP strength, real interest rate differentials and FX valuation measures. On that basis,
MXN, RUB, INR are attractive in our view while KRW has the potential to outperform SGD as
the epidemic peaks.
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1. Impact from slower Chinese demand with spillovers to the global
economy: for how long and how much will be recovered?
High frequency data and big data analysis, including indices of migration, pollution measures,
housing transactions, job ads or online shopping, suggest a sharp decline in activity in Q1, with
a contraction in Chinese GDP perhaps between 1% and 2%. On a yearly basis this would
translate into the slowest pace in China’s GDP growth over the past 30 years at 2.9% YoY (see
chart 1). Given the strong integration of China with regional economies and its participation to
global value chains, the impact on global growth is likely to be material too.
Chart 1: A severe shock to Chinese growth expected in Q1
China: GDP growth, QoQ and YoY, % - Q1 could register the weakest
yearly growth over close to 30 years
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As long as the peak in the epidemic is unknown (with experts’ predictions ranging from endFeb to some time in Q2) the shape of the economic recovery will remain uncertain. If the
epidemic is contained by Q1, a V-shaped recovery will likely unfold in China and Asia from endQ2 onwards (our base case). If it spreads further into Q2, the global growth recovery we were
looking for at the start of 2020 will not only be delayed but likely derailed. For China, the
spillovers to the labour market would risk making the damage to growth a permanent one. The
longer the hit to activity, the higher the risks that companies will have to fire employees. While
the Chinese government will ensure that SOEs maintain employment, support for private and
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smaller size companies will be more difficult to implement. As a result, in this risk scenario, the
recovery in China would be delayed to H2 2020, with a significant hit to full-year 2020. In turn,
the spillover to the global economy would be significant, specifically for economies with trade
exposure to China, be it in goods or tourism. Chart 2 shows that Singapore, Korea, Taiwan,
Australia and Japan would be most hit by a fall in Chinese demand in addition to a number of
commodity exporters (Brazil, Russia…). Across other developed market economies, it is worth
noting that the direct exposure of Germany with 2.8% of its GDP going to China is much higher
than that of the US.
Chart 2: Exports of goods to China, % of GDP
Exports to China, % of GDP [Last, sort desc.]
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Depending on the type of demand originating from China, the losses incurred in Q1 in the rest
of the world may or may not be recouped in the following quarters: lost discretionary spending
for instance may not be compensated for. It is therefore interesting to separate the exposure
of economies to trade in goods with China from that their sensitivity to tourism from China, as
services activity and more specifically tourist spending, may not be recovered. Chart 3
highlights not only the unique sensitivity of Hong Kong where Chinese tourism accounts for
more than 7% of GDP but also the vulnerability of Singapore where Chinese tourism contributes
to close to 1% of GDP. The exposure of Australia, Japan and Korea to Chinese tourism is also
significant. As a result, the spillover from the virus outbreak adds to the view that policy support
for Singapore, Korea, Australia and Japan will need to be reinforced on the fiscal front, with
cooperation from monetary policy (both Singapore and Korea have fiscal space and already plan
budget stimulus of respectively 1% of GDP and close to 2% of GDP in 2020, we estimate that
Japanese fiscal stance is roughly neutral).
Chart 3: Share of Chinese tourist spending, % of GDP
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A hard landing in China would impact not only the global economy but also global financial
markets in our view, partly because of the large debt burden of Chinese corporates. In addition
to the direct impact from trade links, a material slowdown in China would likely spill over to
the rest of the world through other channels, including financial markets, business
investment uncertainty and the degree (or lack of) policy response. From a macro perspective,
OECD estimates that the impact from a 2-year decline of 2 ppt per year in domestic demand
growth from China for the global economy could amount to as much as 1.8% over 2 years as
the lack of ammunition by central banks, the adverse reaction from financial market and
heightened uncertainty would add to the negative trade impact (see chart 3 above).
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2. Impact on global supply chains from disruption in China’s activity
Although there has been a recent tendency to “re-onshore” production over the past few years
(helped by technological progress in developed markets, the rising share of services in exports,
only to be accelerated by the increased tariffs between China and the US), value-added chains in
the industry are global and the participation of China has grown over the past couple of decades.
Charts 4, 5 and 6 below illustrate the reliance of a few emerging and developed markets on
foreign inputs for their manufacturing exports.

Chart 4: OECD estimates of direct and indirect impacts of a 2 ppt per year in
domestic demand growth from China over 2 years

Source: OECD. Data as of June 2019.
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Chart 5: A graphic illustration of global value chains

Source: OECD. Data as of November 2018.

Emerging Asia but also Central European economies show a high degree of global integration
(see chart 6). In turn, those economies should be most affected by China-led disruptions to
global supply chains. The exposure of Asia and Central Europe to internationally integrated
sectors such as electronics and cars likely account for the relative sensitivity to trade disruptions.
Across major economies, European economies (except France) rely relatively more than the US
on global supply chains. But even so Germany needs relatively few foreign inputs for its
manufactured exports so that the fall in the demand from China (which matters given the
significant share of GDP that Germany exports to China) is more concerning than the disruption
in global value chains caused by the coronavirus.
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Chart 6: Share of foreign value-added in gross manufacturing exports, % of
exports
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3. Impact on EM currencies from global factors (e.g. cross-asset signals and
commodity prices)
The third transmission channel we identified for EM economies goes through global financial
markets. The aim is to assess whether there is value in EM currencies (EMFX) after they have
been affected by the ripple effects of the coronavirus (see chart 7). As currencies do not move in
a vacuum, we first extract information from cross-asset markets, including commodities, equity
and credit markets.
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Chart 7: Spot performance %
YTD EM FX performance vs USD, %
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Specifically, we are interested in finding out whether EM currencies (EMFX) are fairly priced to
global factors or not. To capture global factors, the set of possible variables is large and the
probability for them to be correlated with each other is large. So in order to reduce the
dimensionality issue, we proceed by performing a Principal Component Analysis (PCA), which
allows us to extract linearly uncorrelated factors. We apply PCA on a set of global variables,
including cross-asset markets (equities, credit, commodities, please see detail in note below1).
We call the first axis2 of our PCA the “global factor”.
We can then carry out a regression analysis3 to identify whether a basket of 22 EM currencies4
vs. USD (USDEM) are fairly priced relative to this “global factor” - see Chart 8 below.

1

S&P 500 Index, CRB Commodity index, Crude Oil Futures, U.S. Corporate Credit, U.S. High Yield Credit Index,
Current 10-Year U.S. Treasury Index, MSCI Emerging Markets Index, U.S. Dollar Index (DXY).
2
Based on the PCA results, this first axis accounts for nearly 79% of the variability in the data, therefore being the
factor with the highest explanatory power. The eigenvectors show that our global factor mostly reflects
commodity prices, oil prices and MSCI EM.
3
Since the PCA gives us factors that are orthogonal, we proceed to a regression analysis. The variable of interest
for us (e.g. dependent variable) is USDEM, an index of 22 EM currencies vs. USD. The main goal is to see how well
our global factor explains our dependent variable, e.g. USDEM.
4
KRW, INR, IDR, TWD, THB, PHP, SGD, MYR, CNY, TRY, ILS, RUB, PLN, HUF, CZK, RON, ZAR, BRL, MXN, CLP, COP,
PEN.
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Chart 8: EM currencies (USDEM), monthly variation %: actual and estimated
based on global factors

PCA and regression analysis suggest that EMFX is fairly priced to global
factors
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It is interesting to see how EM currencies have so far reacted to global growth risks compared to
other global slowdown episodes. The reaction seems to be different than the response to other
global shocks such as the last Global Financial Crisis (GFC) in 2008. While during the GFC EM
currencies seemed to be overpricing global factors, there currently is a good alignment between
EM currencies and global factors. In general, it seems that EM currencies are no longer
overreacting to global shocks as they used to (e.g. GFC, EMU crisis, Fed tightening etc.). In our
view, this may reflect the fact that EM economies have more policy space to withstand shocks.
As our PCA and regression analysis suggests that EMFX is fairly priced to global factors, there is
currently no compelling case to buy EM currencies as a whole, in our view. This is all the more so
as we believe that global markets may be too complacent in pricing the risks of global slowdown.
Taking a positive view on EM currencies probably requires both a peak in the epidemic and
domestic EM catalysts. Therefore we focus in the following section on specific EM fundamentals
in addition to global factors.
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4. Uneven resilience of EMFX based on macro fundamentals and valuation
As seen in chart 6 above, although both Brazil and Russia are big exporters to China, BRL is the
second worst performing currency year-to-date (based on spot only) while RUB is a top
performer. The market is still discriminating based on domestic fundamentals.
At this stage we believe that differentiating factors for EM include the resilience of growth, real
interest rates, and BoP dynamics combined with valuation metrics. We find RUB, MXN and INR
attractive, KRW could rebound too while SGD remains vulnerable in our view. RUB is not
significantly expensive on Fundamental Effective Exchange Rate (FEER, see chart 9) and its
valuation is neutral on a historical basis in real effective terms (see chart 10). Based on these
metrics, MXN remains one of the cheapest EM currencies on a historical basis and shows no
significant overvaluation on FEER. Similarly, KRW valuation is neutral on both counts while SGD
is expensive. In contrast, INR is expensive, which explains regular RBI intervention but this is
overweighed in the near term in our view by BoP resilience and positive cyclical dynamics.
Chart 9: FX valuation based on Fundamental Equilibrium Exchange Rate (FEER)

* = vs. EUR. Otherwise vs. USD. Sources: Macrobond, MGI, IMF, GS. Data as of 11 February 2020.
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Chart 10: Historical perspective on EMFX – z-score of real effective exchange
rate
z-score real effective exchange rate
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The starting point for growth in EM is all the more important as EM currencies were already
discounting the outlook for some growth recovery in 2020 before the spread of the virus (see
chart 11). At the very best global recovery is delayed.
We believe that high real rates, strong BoP position and fiscal stimulus underpinning growth
recovery will support RUB. Heavy market positioning could however slow currency gains and the
risk of US sanctions while low in our view at this juncture remains.
MXN benefits from one of the highest support from real rates across EM combined with very well
contained twin deficits. Meanwhile a public/private investment plan should help growth to
recover this year after a dismal performance in 2019.
INR should retain carry attractive as the RBI is on a prolonged pause in monetary easing due to
higher food inflation. In addition, external deficits are under control helped by lower oil prices
and signs of bottoming in activity boosting foreign equity inflows.
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While both Singapore and Korea are heavily exposed to demand from China and the disruption
to supply chains, the speed of the recovery in Korea is likely to be faster than in Singapore in our
view. This would reflect the higher sensitivity of Singapore to tourism from China and the better
positioning of Korea in the electronics sector, with semiconductors less affected. Reflecting the
lasting economic pain hitting Singapore, the MAS is likely to flatten the slope for the SGD basket
at its April meeting in our view, which should be consistent with the SGD basket moving further
down in the weaker part of the band. In turn, we believe KRW is likely to outperform SGD as the
epidemic peaks.

Chart 11: Pre-virus spread EM currencies were discounting some growth
recovery
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