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Beware of backward looking economic numbers

Last week was a good summary of
the policy divergence across the
world right now. While the central
banks of Japan, the US and the UK
announced they were reducing
monetary stimulus amid stronger
economies, the Reserve Bank of India
hiked rates to halt financial outflows
and because of higher inflation.

The RBI is the latest in a string of
emerging market central banks to take
such action even as inflation in these
nations is being driven by weakening
currencies and higher import prices,
rather than an overheating economy.

In fact, there are many signs that the
economic trajectory India is embarking
on is far from positive. Annualized
industrial production growth was 3.2% in
May, compared to the recent peak of
8.5% in November. Credit growth has
been weak as banks continue to grapple
with some of the worst levels of non-
performing loans in the world and
borrowers balk at rising interest rates.
Inflationary pressure is also subsiding.
Brent crude prices have dropped 8.3%
since 30" June and the government has
reduced the goods and services tax rate.
Plus, monsoon rainfall has caught up,
suggesting the harvest will be sufficient
to keep food prices in check.

Even knowing all that, the RBI increased
the repurchase rate by 25 basis points to
6.5%. The reason had less to do with
the domestic economy. If the central
bank had chosen not to hike, the Indian
rupee may have suffered badly as the
market had priced an 80% probability of
a rate increase ahead of the meeting.
That may sound perverse but it is a
sound approach. Increases in oil and
food prices feed into inflation mostly
through the currency, as they impact
India’s balance of trade and push the
rupee down. By defending the rupee,
RBI governor Urjit Patel was executing
his mandate to keep inflation in check.
The RBI move did not prompt a strong
appreciation of the rupee because it was
mostly priced in. A surprise ‘rates on
hold’, however, could have weighed on

the Indian currency significantly.

The perfect example of what could have
happened had Mr. Patel not chosen the
hawkish path is Turkey. The nation’s
inflation was running at 15.4% in June,
but the central bank chose not to
increase its repurchase rate from
17.75% in its last meeting in the end of
July. Investors had expected a hike and
when it did not materialize, they exited
Turkish assets in droves prompting a
one-day 3% drop in the currency, which
is now down 30.6% in the past year.

By delivering two consecutive hikes just
as inflation looks to be easing, Mr. Patel
has also given himself room to leave
rates unchanged for a longer period and
even, perhaps, reduce them within the
next year as the currency stabilizes.
That tension, however, encompasses all
the troubles facing emerging markets at
the moment. The central banks of the
nations with the most widely — and
safest — currencies in the world are
prompting a mass exodus from the
riskier countries as they roll back a
decade of excess money-printing. In the
past year, US-focused exchange-traded
funds received US$263.2 billion of net
new money, while those investing in
Japan took US$60.2 billion. That came
at the expense of emerging markets.
Direct investment in developing nations
dropped to 3.7% of GDP in 2017 against
previous forecasts of 4.2%, according to
the International Institute of Finance
(IIF), which tracks capital flows ranging
from money spent on factories and
roads to investments in stock and bonds
of developing nations. This year, the IIF
forecasts foreign direct investment into
emerging markets will drop by some
US$ 43 billion. This helps explain why
the FAB Asset Allocation Committee
currently favors stock markets of
developed countries over emerging.

“EM weakness may endure
as the dollar strengthens
and key central banks
tighten monetary policy.”

In fact, the Federal Reserve showed no
sign of slowing down its rate hike
schedule in its latest meeting,
concluded last Wednesday. The central
bank even upgraded the word it used to
describe US economic growth to
‘strong’ from ‘solid’.

The Fed'’s stance found confirmation in
the unemployment numbers released
on Friday. While the 157,000 new non-
farm jobs the US added came in below
consensus expectations of 193,000, the
Labor Department revised the job
creation numbers for June up by 24,000
and by 35,000 for May. The US
unemployment rate also dropped below
4%, to 3.9%, only the eighth time that
has happened since 1970.

The jobs number compounded with the
4.1% annualized rate at which US GDP
expanded in the second quarter to show
that the US economy is, indeed, strong
— or perhaps ‘was’ strong.

Both the jobs and GDP reports, though,
are backward looking. And there were
some particular issues that may have
boosted those numbers and beg
questions as to how sustainable they
may be going forward.

GDP, for instance, was mostly driven by
an acceleration of exports. That item
could have been boosted by US
companies creating global sales orders
ahead of expected tariffs that resulted
from the trade war and which were first
implemented on 6" July. If that is the
case, that part of GDP may slow down
significantly in the third quarter. Indeed,
the Institute for Supply Management
new manufacturing export orders index,
a preview of future exports, dropped in
July after seeing its highest number for
June on record.

This is, perhaps, the first indication of
what kind of impact the growing trade
war may have on the US economy.
Export-oriented sectors of the economy
are particularly sensitive to further pain
as President Donald Trump last week
announced he is considering applying
25% tariffs to some US$200 billion
more of Chinese goods.
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“As the trade rhetoric heats
up, sectors that focus on the
US domestic economy could
outperform exporters.”

However, even the domestic economy
could be slackening a bit. The second
quarter GDP report showed that imports
increased at a slower pace, usually a sign
of slowing demand in the US — although
personal consumption accelerated.
Forward-looking numbers, so-called
leading indicators, are not looking as good
as their rearview peers. The ISM report on
business new orders, a key gauge of what
companies will look to produce in the
coming months, dropped 5.2% to 60.2 in
July, the steepest fall in 15 months. The
Conference Board’s consumer confidence
index, often seen as the most important
measure of future demand in the US, has
dropped for four of the past five months.
The index was at 101.7 in July, down from
109.2 in February, while CEO confidence
fell two percentage points in July. On the
jobs front, the Conference Board’s Help-
Wanted Online index, a measure of
expected job creation, dropped in both
June and July.

All of this does not mean there is a US
recession around the corner, though. Most
numbers, particularly unemployment,
continue to show a strong economy.
However, the leading indicators suggest
the current pace is unlikely to hold. And the
Fed will be watching for signs that the US
is slowing down and by how much. If the
bad news compounds by September, when
the central bank is expected to hike rates
again, the Fed could slacken the pace at
which it is normalizing rates.

Such a move could put a floor under the
losses being suffered by emerging market
currencies and precious metals, which tend
to move in the opposite direction to the
dollar. It could also cap the rise in US
Treasury yields and, by proxy, limit the
downside in fixed income generally.

The yield on the 10-year US Treasury, for
instance, has not breached 3% consistently
even as the US benchmark rate has been
increased to 2%. That failure to rise
suggests investors may be skeptical about
how much higher the Fed can hike.

Buyers of UK assets are expressing similar
skepticism. While the Bank of England
surprised markets by voting unanimously to

hike its benchmark rate to 0.75% last week
and signaled that ‘normal’ rates may be in
the 2%-3% ballpark (hence, several hikes
away), the British pound ended the week
0.8% weaker. The market seems to be
betting that Brexit, and in particular an exit
from the European Union without pre-
agreed terms, could have a serious impact
on the UK economy and that, by this time
next year, the benchmark rate may be
unchanged or even lower.

As emerging markets fixed income
goes, oil-producing nations in the Gulf
Cooperation Council are in a special
position. While their economies could
suffer from rising dollar interest rates —
which affect borrowing costs in pegged
currencies such as the Kuwaiti dinar or the
Saudi riyal — the main source of wealth in
these countries, oil, is well-supported.

The Brent crude price fell 1.5% last week
to US$73.2/barrel, but remained in the
US$72-US$80 range it has held since mid-
April. It could remain within that band for a
while still, and seems unlikely to breach the
US$65-US$90 range the FAB AAC has
forecast for the rest of this year. If
anything, the risk remains to the upside.
The US, Saudi Arabia and Russia are
pumping oil at a record rate, and yet,
prices have failed to drop significantly. That
is a sign demand is strong while there is
little room for supply to increase in the
short-term.

Meanwhile, US sanctions on Iran begin to
be implemented this week, promising not
only less Iranian oil but more political
uncertainty in the Persian Gulf. On
Sunday, Iran’s Revolutionary Guards
confirmed they had been doing war drills in
the Gulf, just as the battle of words
between Presidents Hassan Rouhani and
Donald Trump escalated. The same
Revolutionary Guards called on Mr.
Rouhani to stem the depreciation of the
Iranian rial, which hit a record low against
the dollar last week and prompted a rescue
package on the weekend. Additional
turmoil in the country could boost oil prices.
The current range is helping countries such
as the Sultanate of Oman, where the
budget deficit between January and May
was almost half that of the same period in
2017. If the trend continues, the country
could avoid a downgrade to junk from
either Fitch Ratings or Moody’s, which
have it at the lowest-rung of investment-
grade and with a negative outlook.

Similarly, the Kingdom of Bahrain,
which has been on the crosshairs of
investors, has seen its foreign
exchange reserves climb to US$2.2
billion, the highest this year, suggesting
less concern about how the country will
face a US$750 million bond repayment
in November. At the same time, on
Friday the government in Manama
rejected a parliament proposal to
increase allowances to citizens, in a
sign that Bahrain is keeping a lid on
expenses. That was not enough to stop
Moody’s from downgrading the
Kingdom’s debt to B2 on Friday. Again,
rating agencies are lagging indicators
and the picture is much rosier ahead
than it is in the rearview mirror.

The biggest boost to GCC bonds,
however, may be yet to come. JP
Morgan is currently asking investors
whether it should include the region’s
bonds into its Emerging Markets Bond
Index. Given the size of outstanding
liabilities, GCC bonds could comprise
as much as 12% of the index. Funds
following the index could further boost
bonds in the region. A decision could
come as early as September, when the
index provider usually announces the
annual rebalancing of the benchmark.

“EMBI inclusion could
boost GCC bonds just as
oil prices help the region.”

INVESTMENT SUMMARY: The S&P
500 ended the week 0.76% higher, its
fifth consecutive weekly gain amid
excitement over the US economy. The
NASDAQ 100 index reversed losses
from the previous two weeks, finishing
1.35% higher boosted by better-than-
expected numbers from Apple, which
became the first US company to
achieve a US$1 trillion market cap.
On the other side of the world, the
Chinese yuan continued its slide,
ending the week at 6.8270/US$,
pushing the CSI 300 Chinese stock
index down by 5.9% for the week.

For inquiries related to this article,
please contact:

Alain.Marckus@bankfab.com or
Christofer.Langner@bankfab.com
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This report has been prepared and issued by Products & Services - Elite & Private Banking (‘P&S-EPB”) of First Abu Dhabi Bank
PJSC (“FAB’) outlining particular services provided by P&S-EPB and does not constitute or form part of any offer or invitation to sell,
or any solicitation of any offer to purchase or subscribe for, any shares in FAB or otherwise or a recommendation for a particular
person to enter into any transaction or to adopt any strategy nor shall it or any part of it form the basis of or be relied on in connec-
tion with any contract therefore. This report is incomplete without reference to, and should be viewed solely in conjunction with the
associated oral briefing provided by P&S-EPB. The report is proprietary to P&S-EPB and may not be disclosed to any third party or
used for any other purpose without the prior written consent of P&S-EPB. The information in this report reflects prevailing conditions
and our views as of this date, which are accordingly subject to change. In preparing this report, we have relied upon and assumed,
without independent verification, the accuracy and completeness of all the information available from public sources or which was
otherwise reviewed by us. In addition, our analysis are not and do not purport to be appraisals of the assets, stock or business of the
recipient. Even when this presentation contains a kind of appraisal, it should be considered preliminary, suitable only for the purpose
described herein and not be disclosed or otherwise used without the prior written consent of P&S-EPB. FAB clients may already hold
positions in the assets subject to this report and may accordingly benefit from the buying or selling of such assets as referred to in
this report. This document does not purport to set out any advice, recommendation or representation on the suitability of any invest-
ment, transaction or product (as referred to in this document or otherwise), for potential purchasers. Potential purchasers should
determine for themselves the relevance of the information contained in this document and the decision to purchase any investment
contained herein should be based on such investigation and analysis as they themselves deem necessary. Before entering into any
transaction potential purchasers should ensure that they fully understand the potential risks and rewards of that transaction
(including, without limitation, all financial, legal, regulatory, tax and accounting consequences of entering into the transaction and an
understanding as to how the transaction will perform under changing conditions) and that they independently determine that the
transaction is appropriate for them given their objectives, experience, financial and operational resources and other relevant circum-
stances. Potential purchasers should consider consulting with such advisers and experts as they deem necessary to assist them in
making these determinations and should not rely on FAB for such purposes. FAB is acting solely in the capacity of a potential arm’s-
length contractual counterparty and not as a financial adviser or fiduciary in any transaction unless we have otherwise expressly
agreed so to act in writing. FAB does not provide any accounting, tax, regulatory or legal advice. FAB is licensed by the Central Bank
of the UAE.

London: FAB London Branch is Authorized by the Prudential Regulation Authority. Subject to regulation by the Financial Conduct
Authority and limited regulation by the Prudential Regulation Authority. Details about the extent of our regulation by the Prudential
Regulation Authority are available from FAB London branch on request. Registered in England & Wales: Company No: FC009142:
VAT No: GB245 3301 91.

Paris: FAB Paris Branch is licensed by the French Prudential Control Authority as a credit institution. FAB Paris is registered in
France under the company number: RCS Paris B 314 939 547.

Switzerland: This publication is for your information only and is not intended as an offer, or a solicitation of an offer, to buy or sell
any investment or other specific product. Certain services and products are subject to legal restrictions and cannot be offered world-
wide on an unrestricted basis and/or may not be eligible for sale to all investors. All information and opinions expressed in this docu-
ment were obtained from sources believed to be reliable and in good faith, but no representation or warranty, express or implied, is
made as to its accuracy or completeness. All information and opinions as well as any prices indicated are currently as of the date of
this report, and are subject to change without notice. The analysis contained herein is based on numerous assumptions. Different
assumptions could result in materially different results. At any time the First Abu Dhabi Bank PJSC and/or FAB Private Bank
(Suisse) SA may have a long or short position, or deal as principal or agent, in relevant securities or provide advisory or other ser-
vices to the issuer of relevant securities or to a company connected with an issuer. Some investments may not be readily realizable
since the market in the securities is illiquid and therefore valuing the investment and identifying the risk to which you are exposed
may be difficult to quantify. Futures and options trading is considered risky. Past performance of an investment is no guarantee for
its future performance. Some investments may be subject to sudden and large falls in value and on realization you may receive back
less than you invested or may be required to pay more. Changes in foreign exchange rates may have an adverse effect on the price,
value or income of an investment. First Abu Dhabi Bank PJSC expressly prohibits the distribution and transfer of this document to
third parties for any reason. First Abu Dhabi Bank PJSC and/or FAB Private Bank (Suisse) SA will not be liable for any claims or
lawsuits from any third parties arising from the use or distribution of this document. This report is for distribution only under such cir-
cumstances as may be permitted by applicable law. The “Directives on the Independence of Financial Research”, issued by the
Board of Directors of the Swiss Bankers Association (SBA) do not apply.

Singapore: First Abu Dhabi Bank P.J.S.C., Singapore Branch is regulated by the Monetary Authority of Singapore and holds a
Wholesale Bank license.



