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Morningstar Investment Management The Impact of Coronavirus for Investors

February 2020 Public health outbreaks and epidemics like the recent coronavirus can quickly scare investors and,
eventually, affect economies and businesses. The recent coronavirus outbreak has shut down airports,

For Financial Advisors and halted trade, and led to the rapid construction of new hospitals in China. The effects of the outbreak

Their Clients Using Our Portfolios may push China's economy into a period of slower growth, with stocks trading lower as investors seek
protection.

So, what does that mean for the portfolios we run?

Key Takeaways

» At Morningstar Investment Management, we are watchful. We continually monitor over 250+ markets,
looking at everything from fundamental risks to contrarian opportunities.

» Looking at nine major outbreaks since 1998, there is little evidence linking global epidemics with long-
term investment fundamentals.

» The Chinese economy may slow, perhaps even meaningfully, but that is not a reason to invest or divest.
Long-term investing is often best disconnected from short-term economic reactions, so we implore
investors to maintain their focus on what matters.

» Across the portfolios we run, we do have a relatively small exposure to Chinese assets (both directly and
indirectly) but remain confident these holdings will deliver positive outcomes for long-term investors.
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Epidemics and Investing
To understand the potential impacts of an outbreak, we must make a forecast—formally or casually.
This is a complex task if done correctly, and outside the scope of this piece. But it's important to
acknowledge that we're trying to peer into the future, which is wrought with intellectual danger. No one
can predict the future, but plenty of research suggest ways that forecasts can be improved.’
One way to improve the accuracy of a forecast is to start with base rates. How often do outbreaks
become epidemics? What effect do epidemics have on economies or markets? For this latter question,
we look to Exhibit 1 to provide a sense of base rates —market returns following major epidemics in
recent history.
Exhibit 1 Investors Tend to React to Epidemics, But the Long-Term Picture is Positive
Epidemic Date Subsequent Returns
Tmth 3mth 6mth Tyr 3yr byr
SARS Apr-03 8.7% 17.9% 32.6% 48.3% 26.3% 18.4%
Avian Flu Jun-06 0.0% 3.0% 13.9% 26.3% -6.2% 4.6%
Dengue Fever Sep-06 1.2% 8.2% 13.8%  20.0% -3.4% 1.8%
Swine Flu (HIN1) Apr-09 12.3% 234%  43.6% 58.7% 22.4% 19.2%
Cholera Outbreak Nov-10 -1.9% 7.1% 12.6% 1.2% 11.2% 8.5%
MERS May-13 -0.1% 1.7% 10.7% 15.3% 5.8% 9.5%
Ebola Mar-14 0.4% 3.3% 2.8% 1.7% 5.4% 6.8%
Zika Jan-16 -6.1% 0.5% 6.3% 8.8% 7.1%
Ebola 0ct18 | 0% 2% 11%  13%
4.50
4.00
s 350
5 300
=250
200
S Avian Flu MERS
=
2 150
2 Dengue Fever Cholera Outbreak
g 100
&}
Swine Flu
SARS
0.50
0.00
RS I 33FTEESETI 2T ee =22
22K KIS ILLILIILL|R SR
Source: Morningstar Global Markets GR USD Index, using Morningstar Direct data as at 31 December 2019.
As depicted, market participants tend to react to such unforeseen outbreaks, but markets tend to
recover by the six-month mark. This suggests that sentiment drives early losses, but sustained economic
impacts are less than perhaps investors feared at the onset.
1 See Superforecasting: The Art and Science of Prediction by Philip E. Tetlock and Dan Gardner. The Notes section cites numerous studies, including
those done by Tetlock and his partner, Barbara Mellers.
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Another way to improve forecasts is through humility —especially knowing what you don't and can't
know. Expert epidemiologists might be able to produce base rates on spread rates, mortality rates, and
s0 on, but no one can predict how unknowable factors might affect the spread of this or any outbreak.
That's not to mention knowing how fear might affect markets.

So how can we make a reasonable assessment of the potential impact of the coronavirus? As long-term,
valuation-driven, fundamentally based investors, our concern is any potential impact to businesses' cash
flows.” For example, will the collective impact of the outbreak (fewer flights, less trade, loss of
productivity, etc.) affect a few businesses, a few industries, or entire markets? That's the question we're
asking.

Our answer is that, at this stage, we have to assume the outbreak will take a similar path to other recent
epidemics, and thus we feel there's no reason for investors to be alarmed. Note that there's no "safe"
approach for investors—for example, exiting stocks in favor of cash has its own risk, namely crystalizing
any losses suffered to sentiment while almost surely missing out on a rebound if the virus were to be
contained quickly. So we want to proceed by assuming what we consider to be the most likely scenario,
while taking other possible outcomes into account.

Ultimately, we are very watchful but aren't taking any action. Qur core ambition is to help investors
reach their goals, which requires a measured and repeatable process to investing. Across our portfolio
range, we may hold exposure to Chinese stocks, emerging-markets stocks, emerging-markets debt, and
companies that sell into China to varying degrees depending on the portfolio mandate. Even so, we are
still expecting that these holdings will deliver positive outcomes aver the long term, and it would require
a clear impact to fundamentals for our view to change.

Note that once the facts change, we would expect to change our minds. If we were to see a clear and
significant potential impact to investment fundamentals, we would carefully study the situation, conduct
rigorous scenario analysis, and try to incorporate the new information into our portfolios. Until then, we
remain vigilant.

Final Thought

With lives at stake, it would be uncaring to call the coronavirus "noise." Yet, if we focus on the investor's
perspective, we believe it is not time to act. Moreover, we remain confident in our portfolio holdings
because they reflect a solid base of research and resemble a well-reasoned way to invest. We certainly
won't be hitting the panic button and we hope you won't either.

Nonetheless, while it remains very difficult to predict the impact that the coronavirus will ultimately
have, it is worth highlighting that share and bond markets, in general, are overvalued. This means that
the risk of losing money is elevated and markets remain vulnerable to any bad news, whatever the
cause. In this regard, our portfolios remain defensively positioned, holding more cash than we otherwise
might.

Further information
If you have questions on discussions in this piece or want to propose a pressing question for our
investment staff, please contact your financial advisor. Il

2 Note that as investors have a particular focus on fundamentals. As humans, we care deeply about the loss, suffering, and fear brought by this or
any outbreak. But we mustn't let our emotions drive investment decisions —now or in any circumstance.
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Since its original publication, this piece may have been edited to reflect the regulatory requirements of
regions outside of the country it was originally published in.

About Morningstar, Inc.

Morningstar, Inc. is a leading provider of independent investment research in North America, Europe,
Australia, and Asia. The company offers an extensive line of products and services for individual
investors, financial advisors, asset managers, retirement plan providers and sponsors, and institutional
investors in the private capital markets. Morningstar provides data and research insights on a wide
range of investment offerings, including managed investment products, publicly listed companies,
private capital markets, and real-time global market data. The company has operations in 27 countries.

About the Morningstar Investment Management Group

Morningstar's Investment Management group, through its investment advisory units, creates investment
solutions that combine award-winning research and global resources with proprietary Morningstar data.
With more than USD$220bn in assets under advisement and management as of 30 September 2019,
Morningstar's Investment Management group provides comprehensive retirement, investment advisory,
and portfolio management services for financial institutions, plan sponsors, and advisers around the
world.

Morningstar's Investment Management group comprises Morningstar Inc.’s registered entities
worldwide including: Morningstar Investment Management LLC; Morningstar Investment Management
Europe Limited; Morningstar Investment Management South Africa (Pty) Ltd; Morningstar Investment
Consulting France; Ibbotson Associates Japan, Inc; Morningstar Investment Adviser India Private
Limited; Morningstar Investment Management Asia Ltd; Morningstar Investment Services LLC;
Morningstar Associates, Inc.; and Morningstar Investment Management Australia Ltd.

Important Information

The opinions, information, data, and analyses presented herein do not constitute investment advice; are
provided as of the date written; and are subject to change without natice. Every effort has been made to
ensure the accuracy of the information provided, but Morningstar makes no warranty, express or implied
regarding such information. The information presented herein will be deemed to be superseded by any
subsequent versions of this document. Except as otherwise required by law, Morningstar, Inc or its
subsidiaries shall not be responsible for any trading decisions, damages or losses resulting from, or
related to, the information, data, analyses or opinions or their use. Past performance is not a guide to
future returns. The value of investments may go down as well as up and an investor may not get back
the amount invested. Reference to any specific security is not a recommendation to buy or sell that
security. There is no guarantee that a diversified portfolio will enhance overall returns or will outperform
a non-diversified portfolio. Neither diversification nor asset allocation ensure a profit or guarantee
against loss. It is important to note that investments in securities involve risk, including as a result of
market and general economic conditions, and will not always be profitable. Indexes are unmanaged and
not available for direct investment. Tax treatment depends on the individual circumstances of each client
and may be subject to change in the future.

This commentary may contain certain forward-looking statements. We use words such as “expects”,
“anticipates”, “believes”, “estimates”, “forecasts”, and similar expressions to identify forward-looking
statements. Such forward-looking statements involve known and unknown risks, uncertainties and other
factors which may cause the actual results to differ materially and/or substantially from any future
results, performance or achievements expressed or implied by those projected in the forward-looking
statements for any reason.
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The Report and its contents are not directed to, or intended for distribution to or use by, any person or
entity who is not a citizen or resident of or located in any locality, state, country or other jurisdiction
listed below. This includes where such distribution, publication, availability or use would be contrary to
law or regulation or which would subject Morningstar or its subsidiaries or affiliates to any registration
or licensing requirements in such jurisdiction.

For Recipients in Australia: This Report has been issued and distributed in Australia by Morningstar
Investment Management Australia Ltd (ABN: 54 071 808 501; ASFL: 228986) which is regulated by the
Australian Securities and Investments Commission. Morningstar Investment Management Australia Ltd
is the provider of the general advice and takes responsibility for the production of this report. To the
extent the Report contains general advice it has been prepared without reference to an investor's
objectives, financial situation or needs. Investors should consider the advice in light of these matters
and, if applicable, the relevant Product Disclosure Statement before making any decision to invest.
Refer to our Financial Services Guide (FSG) for more information at
https://morningstarinvestments.com.au/fsg.

For Recipients in Hong Kong: The Report is distributed by Morningstar Investment Management Asia
Limited, which is regulated by the Hong Kong Securities and Futures Commission to provide services to
professional investors only. Neither Morningstar Investment Management Asia Limited, nor its
representatives, are acting or will be deemed to be acting as an investment advisor to any recipients of
this information unless expressly agreed to by Morningstar Investment Management Asia Limited.

For Recipients in India: This Report is issued by Morningstar Investment Adviser India Private Limited.
Morningstar Investment Adviser India Private Limited is registered with the Securities and Exchange
Board of India (Registration number INA0O00001357) and provides investment advice and research.
Morningstar Investment Adviser India Private Limited has not been the subject of any disciplinary action
by SEBI or any other legal/regulatory body. Morningstar Investment Adviser India Private Limited is a
wholly owned subsidiary of Morningstar Investment Management LLC. In India, Morningstar Investment
Adviser India Private Limited has one associate, Morningstar India Private Limited, which provides data
related services, financial data analysis and software development.

For Recipients in Japan:_The Report is distributed by Ibbotson Associates Japan, Inc., which is
regulated by Financial Services Agency. Neither Ibbotson Associates Japan, Inc., nor its representatives,
are acting or will be deemed to be acting as an investment advisor to any recipients of this information.
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