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US stocks look ripe to resume the rally after this correction

October is coming to an end — good
riddance. The month was particularly
painful for stock investors as even
US equities (until recently some of
the best performing securities in the
world), lost a lot of ground. The S&P
500 dropped 8.8% between 1+ October
and 26" October, leaving the index
negative by 0.56% for the year-to-
date. The correction, however, was
likely just that - a correction. In the
process, stocks have become a lot
cheaper and compelling as an
investment. Now, there is a good
argument to see a rally going into
year-end.

The S&P 500 companies now trade on
average at 14.8 times their expected
earnings for next year, the lowest they
have been in terms of this metric in 2
years (see chart). What is more, the
underlying US economy is very strong,
which could mean healthy earnings
growth going forward. On Friday, the
Bureau of Economic Analysis said that
US GDP grew 3.5% in the third quarter,
after 4.2% in the second quarter. Strong
economic growth tends to translate into
higher revenues and earnings for listed
companies, and that is exactly what is
happening. Three of every four
companies that have reported third
quarter results so far have beaten
analyst estimates — even though
analysts have recently started to revise
their estimates higher.

“US stocks have become
cheap after this correction,
especially since the
economy is very strong.”

In such an environment it is hard to
understand why stocks dropped so
much, so fast. In fact, there have only
been three other months of October that
were this bad or worse for US stocks in
the past 40 years: 1978, 1987 and 2008.
Those who enjoy financial history will
recognize the pattern — all of them were
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the beginning of major financial crises. In
fact, two recent market crashes started
in the month of Halloween; 1987’s Black
Monday and the Lehman Brothers
bankruptcy filing were both in October.
Does this mean the market drop this
month is the signal of something bigger
brewing? No, that seems very unlikely.
In the previous instances of really-bad
Octobers, the US economy had already
been slowing for a while and there were
clear indications that big problems were
brewing. In 1978, the oil crisis had
already started, in 1987, the savings and
loans crisis had been simmering for
months and the same is true about the
sub-prime mortgage market in 2008.
This time, instead, the US economy has
been accelerating, with jobs and wages
increasing. There also appears to be no
clear bubble popping or immediately
brewing economic issue. The move,
therefore, may be much more related to
how markets operate now instead of
major underlying problems. Passive
investors now are a very large part of the
stock market, for one. In total, exchange-
traded funds that focus on stocks have

more than US$2.7 trillion of assets.
While that is spread across an array of
markets across the world, it is fair to say
more than two-thirds of the amount
focuses on US stocks. Considering the
roughly US$23 trillion market
capitalization of the New York Stock
Exchange, ETFs could now make up
more than 10% of stock ownership. Itis
a bit more complicated — ETF stock
ownership is much more concentrated
on a few companies, since they tend to
follow indices and may have even more
weight than that for those benchmarks.
While ETFs are a great tool that allows
individual investors to diversify their
portfolios at a low-cost, they also could
exacerbate moves in the indices they
track. The S&P 500, for instance, is
market-cap weighted. This means that
as a stock price rises, it gains weight in
the index. That has a deadly effect on
passive investors, such as ETFs, which
have to buy more of the stock as its
price goes up and sell it as it drops.
This causes feedback loops which
make sharp moves in stock markets,
particularly in the US, sharper. Add to
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that the growing number of hedge funds
that trade based on momentum using
computers. These hedge funds teach
machines to see which way the market is
going and to then follow. So if the computer
programs suggest the market is going up, it
starts buying, and it sells when the market
reverses. Again, another feedback loop.
These dynamics may have had a
significant part in the sudden sell-offs in
October and February. It could also mean
that the recovery and ensuing rally will
be very strong, after all, the feedback
loop works both ways.

There is, however, a third potential element
which probably worsened the drop, and
which has also been hitting emerging
markets: interest rates. The cost of
leverage has gone up and that may have
caused some investors to reassess
their positions. The best example of that
dynamic is the cost of Libor. The
benchmark rate borrowers use for almost
everything, from commercial mortgages to
margin loans, started this year at 1.7%,
and closed at 2.52% on Friday. That
means that a leveraged investment in, say,
a bond with a 3% coupon now offers a very
small profit — if any at all, once transaction
costs are factored in. This has helped push
down emerging markets, where there was
a large amount of leveraged investments,
particularly high-yielding government
bonds such as those of Argentina, Brazil,
India, South Africa and Turkey.

It may have finally made its way into US
stock markets in the past two months,
when the Libor increase was particularly
violent — the measure has increased 20
basis points since 29" August. It is
probably not a coincidence that the two
corrections in the stock market this year
happened after a sudden rise in Libor. The
benchmark has also been rising faster than
even US Treasury yields, and continued to
go up last week even as Treasury yields
retreated. The divergence has to do with
the increase in the US fiscal deficit and the
relative safety of US bonds. The US budget
deficit has increased 50% since Donald
Trump took over the White House, and
much of that cash shortfall is being covered
with short-term bonds. With more
government bonds available at a higher
yield, investors and banks are now
requiring an even higher return to lend to
each other instead. The US deficit is
expected to continue to rise and the
Federal Reserve is likely to hike its

benchmark rate at least a couple more
times in the next year, so Libor is likely
to rise further from here.

That should not be a problem as long as
the move is not too fast. And after a quick
correction, benchmark rates seem to be
stabilizing, and settling into a new range.
That augurs well for stock markets and
risky assets as well, and adds to the
argument for increasing exposure to
equities, in particular in the US.

“Benchmark rates are settling
into a new range after a
volatile period, providing
another sign that risky assets
could gain into year-end.”

If volatility does indeed subside, gold
and silver could resume their
downtrends. The precious metals have
been in a bear market for most of the year
as the US dollar rose. Gold had risen for
the past four weeks, having increased
3.6% since the start of October. It is,
however, still 5.3% down in the year after
having dropped almost all of the other
months of 2018 so far. Silver has it even
worse, given that it had started rising only
two weeks ago, but could now resume the
drop which has pushed its price down by
13.5% in 2018 to date. Among precious
metals, platinum is perhaps the only one
which has something going for it. The
metal is used to make catalytic converters,
which reduce car pollution. The parts can
also be produced with palladium, which
saw its price hit a record US$ 1,144.2 last
week. As a result, catalyst factories could
shift to platinum, which sells at US$ 832,
and increase demand for the metal.
Overall, however, the outlook for
commodities is hardly promising.
Particularly given that the US dollar has
continued to strengthen and there are few
fundamental reasons to expect the
currency to shift direction. The three
currencies that most influence the value of
the dollar, the British pound, the euro and
the Japanese yen are all weakening. The
European currencies are unlikely to
strengthen at least until there is clarity on
how the UK’s exit from the EU is
determined. And last week saw yet another
sign that the UK could reach the March
deadline to leave the bloc without a final
agreement to smoothen the exit as Prime

Minister Theresa May faced a rebellious
cabinet in a meeting last Tuesday, just
to answer uncomfortable questions in
Parliament on Wednesday.

“A hard Brexit could push
the euro and the pound
down and boost the dollar.”

That is bad news for emerging markets,
amongst the worst-performing assets
for the year-to-date. A stronger dollar
and rising US interest rates have
already helped push the MSCI
Emerging Markets Index down 21% this
year. Yet there is reason to also believe
the turning point for the asset class
could be near. While the Chinese
economy grew less than expected in
the third quarter, new loans in the
Eastern side of the economy grew more
than forecast. That suggests the
Chinese reflation is well under way and
should eventually start to translate into
stock market gains. Furthermore, Brazil
is expected to elect a market-friendly
candidate in an election being held
today. The Brazilian real has rallied
14.2% since the start of September,
when it became clear that Jair
Bolsonaro would be the likely winner of
the presidential election. If he carries
out his promised market-friendly
policies, the excitement about Brazilian
assets could even reignite the appetite
for other emerging markets.

INVESTMENT SUMMARY: The
NASDAQ Index dropped 3.7% last
week, pacing losses for other US stock
indices. It was its fourth consecutive
negative week. Some of the best
performing stocks until September were
the biggest losers in the past five
weeks, suggesting investors are
revising their exposure to stocks with
stretched valuations. Most technology
companies, however, have beaten
analyst estimates in the third quarter,
suggesting growth remains strong.

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.



