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If history is a guide, the year-end could be good for US stocks

It really could not have been any
different. It would have been rare for
the US stock market to perform
poorly for a long period when
economic growth was very strong.
Last week, what seems like a relief rally
began to shape up, one that could pick-
up speed once the US midterm elections
this Tuesday are out of the way.

“Almost regardless of the
outcome in the polls,
investors are likely to return
to US stocks, which have
now became cheap enough
to provide a buying
opportunity.”

If, however, Republicans achieve a
surprise overall win in the House of
Representatives, the ensuing rally could
be dizzying. That, though, is unlikely.
Throughout American history, almost
every time the US President and his
party dominated the White House and
Congress simultaneously, they lost
control of at least one of the legislative
houses in midterm elections. Hence, if
the House of Representatives ends up in
Democratic hands, as is expected, this
would only confirm history. That
outcome is most likely priced into the
market, however, and is unlikely to
cause another drop in US stocks. There
is the possibility of Republicans losing
the Senate together with the House, but
current opinion polls in the few highly
contested states suggest the right-wing
party will retain its majority in the Upper
House. Hence, the only probable
surprise at this point is if Republicans
instead keep the House.

In fact, the market action in October was
so bad that the amount of bad news
priced into US stocks seems to far
outweigh the actual headlines. Which
helps explain why the FAB Asset
Allocation Committee (FAB AAC) made
a decision early last week to increase its
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overweight in US equities. The week
before, the US Bureau of Economic
Analysis had reported the US had grown
3.5% in the third quarter, slower than the
4.2% of the second quarter but still the
fastest pace since 2015. Most important,
the unemployment rate continues to
hover near the lowest in half a century,
having come in at 3.7% on Friday.
Wages also increased faster, at a 3.1%
year-on-year rate, though part of that
acceleration may have been a statistical
anomaly. In October last year, the US
had been hit by hurricanes Nate and
Philippe, which reduced the wage
reading for that month in 2017, so a year
-on-year comparison made the gains
seem higher. Still, considering the
measure had already accelerated in
September, more Americans have a job
and they are all making more money.

In that environment it would be unusual
if stocks kept dropping. And, true to
form, they did not. The S&P 500 staged
a 2.59% rally last week, marked by two
consecutive days of 1% or more gains,
all of which saw large volumes of
trading. Again, if history is any guide,

November and December should be
positive. In the past 40 years, 80.7% of
the times the S&P gained in December,
and it did so in 70% of the months of
November (see chart above). That
pattern is particularly consistent in years
when midterm elections are held.
Hopefully, it will be enough to recover
from the 7.4% the stock index lost in
October, marking the worst showing for
the month since the Global Financial
Crisis of 2008.

What, however, has also become
increasingly clear is that there is only
one overall direction for fixed income, at
least until the end of the year: down. US
Treasury yields may have stabilized, but
the cost of funding continues to rise.
Libor has continued its march forward
and closed the week at 2.59%, the
highest in a decade. The benchmark
rate has risen about 90 basis points, or
more than 50%, this year in an almost
unchecked rise from the 1.69% it was at
in the first day of the year. Hence,
corporate dollar loans have become
that more expensive given the vast
majority of such lending is tied to Libor.
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That has a particularly negative effect on
emerging market corporations. On top of
paying more in local currencies for US
dollars, they are now seeing their interest
costs go up. The rise in Libor could also
prompt a rise in US defaults - which was
part of the reason why the FAB AAC also
decided to reduce its exposure to US
corporate high-yield. Furthermore, in a
rising rates environment, the only way
investors in bonds can see gains in the
market value of their securities is if the
premium those bonds pay over US
Treasuries drops. That was true for US
corporate high-yield for most of the year.
On 3* October, the average additional yield
that bonds in the Bloomberg Barclays US
Corporate High-Yield Index pays over US
Treasuries dropped to 303 basis points, the
lowest in more than 10 years. The premium
widened through the rest of October, but
the room for further ‘compression’ seems
limited, and perhaps not enough to
compensate for potential losses caused by
rising interest rates.

“The probability of losses in
US high-yield bonds now
outweighs the likelihood of
further gains.”

Similarly, the probabilities are changing for
emerging markets. To be sure, the
situation continues dire. The Federal
Reserve has no reason to stop hiking
interest rates with unemployment at a 50-
year low and core inflation right at the
central bank’s 2% target level. The yield on
the 10-year US Treasury has reflected that
reality, having risen 8 basis points to 3.21%
on Friday, when the October
unemployment report was released. Yet,
unlike the previous sudden rise in Treasury
yields in early October, most emerging
market currencies rose last week.

India, for instance, saw the rupee rally
1.42% amid news that the US would for the
time being give the nation a waiver to buy
Iranian oil and amid cheaper crude prices,
which are likely to reduce the pressure on
the country’s trade balance. The rupee was
not alone. The Turkish lira, the Argentine
peso, the South African rand and even the
Chinese yuan all staged strong rallies last
week.

Yet, the Mexican peso dropped 3.26% last
week after President-Elect Andres Manuel

Lopez Obrador announced a surprise
decision to cancel the construction of a
new airport and potentially cause the
default on billions of dollars of bonds.

The Mexican case may be a good
reminder that while some of the emerging
markets are staging relief rallies (most of
them remain well underwater this year) the
risks for the asset class remain. India, for
instance, faces political uncertainty ahead
of general elections in May next year.
Prime Minister Narendra Modi’s support
has been eroded by demonetization and by
rising inflation. That could undermine his
position in next year’s election and even if
his party wins and chooses to keep him at
the top post, he could be weaker. So, while
emerging markets are beginning to show
signs of recovery and investors may want
to start considering them, it may be too
early to make commit to the asset class.
The exception, at this stage, may be Brazil,
where the election of right wing candidate
Jair Bolsonaro to the presidency two
weeks ago suggests the country may have
just turned a corner. The President-Elect’s
cabinet so far includes the kind of people
who will enact the reforms that could bring
the country out of four-year economic
slump. The confirmation of his election
caused a bit of selling in the Brazilian
currency and stock market, but that was
more a factor of people closing positions
established ahead of the polls. The general
trend is positive and if Mr. Bolsonaro does
implement the widespread privatizations,
government shrinkage and business law
revamp he has promised, Brazil is looking
at the possibility of multiple ratings
upgrades in the next few years.

“Brazil could start to reverse
four years of market losses
and ratings downgrades.”

With that in mind, the FAB AAC decided to
go overweight Latin America via a specific
focus on Brazil. In other words, the FAB
AAC’s position remains underweight
emerging markets in general, but there has
been a move toward neutral in Latin
America, although that was due simply to
an overweight in Brazil. As for the rest of
the emerging markets, the FAB AAC has
taken a view to wait a bit longer before
making a move into the asset class.

In that sense, members are watching two

major developments which could
change the tone for developing nations.
The first would be what happens with
Brexit. Much of the performance of the
dollar this year was due to drops in the
euro and the British pound, which both
have suffered from the tos-and-fros of
how the UK’s exit from the Union at the
end of March will happen. Last week
saw more of that uncertainty as British
authorities suggested there could be a
soft Brexit agreement before the end of
November, only to backtrack a few days
later. There are signs that Europe is
willing to compromise on some of the
stickier issues, but until there is an
agreement, there is the possibility that
the dollar continues to strengthen,
which hurts emerging markets.

The second issue is the trade war with
China. There have also been headlines
suggesting the world’s two largest
economies are coming closer to an
agreement on the issue, although it
may be premature to expect a
resolution. The US is demanding
transparency and an even playing field
on intellectual property, an issue that is
far more sensitive than simply the
amount of imports and exports from
China. Beijing is much less likely to
budge on that than it could have been
about trade in general. President
Donald Trump and the Chairman of the
Chinese Communist Party, Xi Jinping,
are due to meet on the sidelines of the
G-20 meeting later this month, and they
could make progress toward a real
agreement. However, until such an
outcome is clear, the FAB AAC is
choosing to remain underweight
emerging markets.

For inquiries related to this article,
please contact:

Alain.Marckus@bankfab.com or
Christofer.Langner@bankfab.com
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Disclaimer:

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.



