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THE START OF A GLOBAL RECESSION

What a huge difference three months makes. At the start of the first quarter of 2020, the world looked like it
was ready to continue on the path of the biggest bull market in history. Fast forward to the beginning of the
second quarter of 2020 and it is pretty clear that there will be a global recession over the next two quarters, at

least, with only the duration thereof uncertain.

In these extra-ordinary times, our China team has experienced and lived through the entire Covid-19 virus
cycle and seen the social as well as economic implications. This may bring about some perspective on

potential outcomes, perspective which is perhaps different to what nations under lockdown are experiencing.

The Covid-19 outbreak in China started towards the end of December 2019 and by the 22" of January 2020
the Chinese government had realised the severity thereof. Containment measures were taken very quickly.
At that point in time, there were around 400 confirmed cases in Wuhan and another 200 in the rest of China.
With only the information at hand, the Chinese government decided to place the entire country in lockdown by
the 271 of January 2020. Thereafter, no one was allowed on the streets or in the shops, factories were closed,
and mobility was strictly limited. By the 27t of January 2020 cases in Wuhan had risen to over 1400, the rest

of China following suit with an additional 1400 confirmed cases.

The lockdown had an immediate impact on the transmission of the virus. Social distancing proved extremely
effective and with a strict lockdown, new infections and incremental cases were contained extremely quickly.
While infections that occurred prior to the lockdown were worked through the hospital system, new cases
peaked around two weeks after the strict lockdown was imposed. China started phasing in the return to work
from the 10" of February 2020. As at the 315t of March 2020, local transmissions had all but ended and life as
well as the economy were almost back to normal. The Chinese population are aware of the dangers of
imported cases and strict contact tracing and temperature checks aim to limit the risks of a secondary outbreak.
In the event of another outbreak, the authorities would revert to stricter measures. As it stands, the economy
is returning to normal at a rapid pace, with most restaurants starting to fill up and almost all services being
restored. The entire cycle was spread over roughly two months. The first two weeks were extreme with the
economy limping along with no work being done; however within four weeks, work resumed following a phased

approach

So, what does the Chinese experience showcase as possible takeaways for rest of the world?

1. Italy wentinto a serious lockdown around the 10" of March 2020, with the rest of Europe following suit
around the 14t to 15" of March 2020.

2. Prior to the lockdown, new infections occurred and currently these infections are working their way
through the hospital systems.

3. We are already seeing the impact of the Italian and European lockdown; new cases in Italy and Spain

seem to have peaked.
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4. Europe as a whole started to impose lockdowns later than when China did. They are hence likely to
experience far more cases than what China did. This is as a result of the exponential spread of the
virus.

5. However, there is no reason to believe that the European lockdown would not have made an impact
on overcoming the terrible virus. In fact, latest data clearly shows the peak in Europe has passed and
a recovery phase is already in progress.

6. The US is about another week behind Europe in terms of action time frames. Worse yet, the US
started the lockdown later than any other country and even as we speak, the lockdown has only taken
place on a state by state basis.

7. South Africa took decisive action much earlier than the US or Europe did. As such, if our detection is
similar, we should see an outcome significantly better than the US or Europe. After fifteen days of

lockdown in SA, it is clear that SA has escaped the worst. SA should still be vigilant like China has

been.
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Source : Wind as at 31 March 2020

Note : China data was smoothed for different testing standards in Hubei, when testing kits were low. Total number was
unaffected. The Chest x-ray diagnostic cases were smoothed over the previous week.

Looking at our two funds:

From an asset allocation perspective, we reduced equities when new cases in France and Germany increased
by 100 per day. Having witnessed it in China, it was clear that the only outcome would be a lockdown, which
when extrapolated to the largest and second largest economies in Europe, would imply a slower recovery for
China. This resulted in the Fund cutting equity exposure down to 50% when the market was within 5% of its

peak.

Global central banks have announced that large scale monetary stimulus (unlimited quantitative easing in

Europe and the US, even via directly purchasing investment grade bonds and ETF’s), as well as some of the
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largest fiscal stimulus in history (the US stimulus of US$ 2 trillion is double the size of the 2008 crisis bailout)
are on the way. China is slowly dribbling in fiscal stimulus news into the market on a daily basis, but overall,
early analysis seems to indicate a package of around 5-8% of GDP. This will be mostly in infrastructure such
as 5G, tourism and high- tech industries, as well as support for small enterprises. No fiscal stimulus will be
useful until the virus is under control. As such, strict lockdowns are crucial.

Valuations are currently cheap, sentiment is negative and policy extremely supportive. As such, we are
keeping a very close eye on our proprietary indicators. We stand ready to increase risk when they show a

recovery, either in the real economy or in sentiment.

Chinese equity valuations fell away much sooner than those seen in the rest of the world owing to it being the
place where the coronavirus started. However, it was also the first country to recover from the virus, and much
like back in 2009, chances are China will lead the global recovery. Itis also the reason why the Chinese equity

market has escaped the worst of the correction.

1 Year Forward PE Ratio
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Source: Bloomberg as at 31 March 2020

We have always said that China is not a normal emerging market and the coronavirus highlights it even more
clearly. Both the equity and currency as well as the economy handled the coronavirus outbreak much better
than most developing and developed markets. As a large and united country, it was also easier to approve
stimulus measures and implement ways to restore the economy. The result was as expected. The Prescient
China Balanced Fund was (and is) a fantastic diversifier over these periods, providing a strong counterbalance

in a period of very weak returns.
Global markets are currently experiencing unchartered turmoil, with virtually all asset classes selling down
aggressively. Returns for some of the major asset classes for the period 1 January 2020 to 31 March 2020,

further highlighting the diversification benefit of the Fund:
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Returns of major asset classes
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Source: Bloomberg, 1 Jan 2020 to 31 March 2020

From an equity perspective, arbitrage opportunities are increasing. Combining this with a global liquidity
squeeze and the ability to invest both onshore and offshore, we are seeing a lot of opportunities to add alpha.
With stimulus targeting smaller enterprises, and considering their underperformance over the past 3 years,
this market segment is showing some of the best opportunities in a decade. With the selloff often
indiscriminate, historic factor relationships are pushed to the limit. We are increasing tracking error in the Fund

and targeting a doubling of tracking error over the next year.
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Both A/H arbitrage and futures arbitrage strategies rose to all-time highs during the recent crisis. Over the

next year or two we will benefit from unlocking these opportunities.
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We are finding some of the best opportunities in almost a decade in the current dislocation. The Prescient
process has always been to quantify and take risk when being paid to take it. This is undoubtedly the best
time since the Fund started. As a team based in China, the initial Western reaction seems to be that the
coronavirus was a Chinese virus that would not affect them. Italy shattered that illusion with other Western
countries experiencing the same viral spread. Similarly, the current sentiment in the West seems to be too
negative, with people touting social distancing for over 18 months. Although most cities are going to have a
heightened awareness, the reality of full lockdowns should last between 3-5 weeks before we can expect to
see a material decrease in the number of new virus infections. With the same virus and similar measures

taken there is no reason to believe that China’s outcome will not be replicable around the world.

Once the virus impact has been contained, 5-10% of GDP stimulus should be more than enough to kickstart
the global economy. The longer-term impact of global money printing will remain to be seen, i.e., the
monetization of fiscal deficits could prove the end of low inflation or modern monetary theory could still prove
true. Yet in either case, real assets would be a better place to be than in cash. To the team here in China, it

looks like a great opportunity to do research and start increasing risk.

The information contained herein is provided for general information purposes only. This information does not constitute a solicitation,
recommendation, guidance or proposal, and the service provided is not intended nor does it constitute financial, tax, legal, investment or other
advice. Whilst reasonable steps are taken to ensure the accuracy and integrity of information contained herein, Prescient accepts no liability or
responsibility whatsoever if any information is, for whatever reason, incorrect. Prescient further accepts no responsibility for any loss or damage
that may arise from reliance on information contained herein. Prescient Investment Management Ltd, is an authorised financial services provider
(FSP 612). Collective Investment Schemes in Securities (CIS) should be considered as medium to long-term investments. The value may go up
as well as down and past performance is not necessarily a guide to future performance. CIS’s are traded at the ruling price and can engage in scrip
lending and borrowing. Performance has been calculated using net NAV to NAV numbers with income reinvested. There is no guarantee in respect
of capital or returns in a portfolio. A CIS may be closed to new investors in order for it to be managed more efficiently in accordance with its
mandate. Prescient Management Company (RF) (Pty) Ltd is registered and approved under the Collective Investment Schemes Control Act (No.45
of 2002) (FSP 612). Collective Investment Schemes in Securities (CIS) should be considered as medium to long-term investments. The value may
go up as well as down and past performance is not necessarily a guide to future performance. CIS’s are traded at the ruling price and can engage
in scrip lending and borrowing. A schedule of fees, charges and maximum commissions is available on request from the Manager. There is no
guarantee in respect of capital or returns in a portfolio. A CIS may be closed to new investors in order for it to be managed more efficiently in
accordance with its mandate. CIS prices are calculated on a net asset basis, which is the total value of all the assets in the portfolio including any
income accruals and less any permissible deductions (brokerage, STT, VAT, auditor’s fees, bank charges, trustee and custodian fees and the
annual management fee) from the portfolio divided by the number of participatory interests (units) in issue. Forward pricing is used. Performance
has been calculated using net NAV to NAV numbers with income reinvested. The performance for each period shown reflects the return for
investors who have been fully invested for that period. Individual investor performance may differ as a result of initial fees, the actual investment
date, the date of reinvestments and dividend withholding tax. Full performance calculations are available from the manager on request. For any
additional information such as Fund prices, fees, brochures, minimum disclosure documents and application forms please go to

WWW.prescient.co.za.
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http://www.prescient.co.za/

CONTACT INFORMATION:
For more information, please contact:
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