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Key Macroeconomic Risks In 2021

e Legacy costs of the coronavirus pandemic form the foundations of uncertainty

e Covid-19 vaccines are not silver bullets

e Inflation is a clear and present danger to be tolerated
e Paradoxically, debt and corporate earnings optimism now at risk of the recovery they chase

Introduction

After the disruption and volatility felt across the global population and financial markets during 2020, because
of the Covid-19 pandemic, there is increasing consensus, to which we also subscribe, that a strong global
economic recovery will evolve over the coming quarters. Indeed, one might argue that such a rebound is
inevitable in the context of Covid-19 vaccination programs now being rolled out, interest rates having been
slashed toward the zero bound by major central banks and governments around the planet embarking on

significant fiscal easing.

The latter of course is being spearheaded by U.S.
President Biden’s proposed $1.9 trillion American
Rescue Plan. Moreover, fiscal and monetary policy is
set to remain highly accommodative over the coming
guarters with more central banks beginning to lean
toward the U.S. Federal Reserve’s flexible average
inflation targeting (FAIT) policy.

But as we have argued previously, this is no time for
policy-makers to be complacent. As World Bank
Group President David Malpass recently noted, 'Our
response to the pandemic crisis today will shape our
common future for years to come. We should seize
the opportunity to lay the foundations for a durable,
equitable, and sustainable global economy’.
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Transitioning out of the pandemic may be slower and more painful than many foresee, with several key
macro risks still overhanging the market in 2021. Over the following pages we list what we perceive as being
the major macroeconomic risks facing the status quo this year, albeit that this list is far from exhaustive and

is, of course, highly subjective.
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Covid-19 vaccine

The discovery of Covid-19 vaccines and the prompt distribution of the inoculations is heralded by many as a
silver bullet for the global macro outlook. The widespread hope is that a vaccination program, once it hits
herd immunity volume, will allow economic and social distancing lockdown rules to be eased, which in turn
will help countries return toward a degree of ‘normalcy’. This said, we would suggest that while the vaccine is
a huge positive in general, it could also be a major threat for global markets in the months ahead if we get
carried away.

On the positive side the argument is clear. A successful vaccine will help to cauterise the spread of the
pandemic, bring down the mortality rate and allow economies to ‘open up’ again. Social mobility will also
recovery and mental health strains will recede.

But on the flip side we would advocate a degree of caution. Vaccines will not eradicate the pathogen. This is
no time for the global population to let its guard down; even after immunisation, social distancing measures
and face mask usage will still be critical. If we become too relaxed, too quickly we will risk triggering further -
perhaps more violent - spikes of the virus and new variants thereof.

No room for complacency
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New variant Covid-19 spikes

Future spikes in coronavirus infection rates and the appearance of new variants of the virus will remain key
risks for global markets over the coming months. Risk assets will be buoyed by any positive vaccination
news and falling infection and mortality rates, but as we are experiencing currently, the risk of new variants -
especially any that are resistant to current vaccines - will have the potential to swiftly dampen market
sentiment and trigger a renewed bid for haven assets.

Deeper than expected legacy costs of coronavirus

Global markets are optimistically pricing in reflation, based on the expectation that Covid-19 vaccines will
allow the global community to ‘get back toward normal’ and that economies will experience a marked
rebound from recession to expansion. For the record, we are among the subscribers to such an outlook.

Playing devil's advocate though, given the depth of the economic damage that was done around the nadir of
the economic cycle in Q1/Q2 last year, there is a not insignificant risk that recovery will be less impressive
than currently hoped. In particular, labour market scars could prove to be far more persistent than
anticipated, proving to be not only deep, but also structural, which would carry negative implications for
changing consumer habits and ongoing social distancing. Such a scenario suggests that re-employment

could be a slow process and economic recovery forecasts could prove overly optimistic.
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Inflation / tightening bias

There is a broad assumption that interest rates will be held low for the foreseeable future, with the market not
pricing in any rise in U.S. rates until the end of 2023. It is hoped that this low rate environment will create a
fertile landscape for longer-term economic recovery, conditions under which yield curves will (continue to)
bear steepen.

However, the less favourable derivative of this situation for global markets is that the longer policy remains
loose, the greater may be the longer-term inflationary pressure. We expect this to remain an evolving story
during the course of 2021.

Admittedly, inflation is proving to be of limited concern for now thanks to the Fed’s current ‘flexible average
inflation targeting’ (FAIT) policy and also the structural damage that has been felt across labour markets
during the pandemic, which we believe will contain near-term wage growth pressures. The spotlight remains
firmly on ensuring economic recovery for now, but over the coming quarters as economies shift from
recession to positive growth territory, and labour market wounds begin to heal, we are cognisant that rising
inflation could quickly dampen risk appetite and reverse credit markets’ recent positive performance.

Wages are key as labour market recovers
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Rates market taper tantrum

The current subliminal message from the Fed - and indeed other major central banks around the globe - is
that interest rates are set to remain well anchored for the foreseeable future, with base rates now widely
fixed around the 0% bound. The broad assumption among investors is that rates will be ‘low for longer’ and it
is this optimism that has driven the burst of euphoria across risk assets in recent months.

But with equities setting new historic highs on the back of this implied central bank ‘put’, we are cognisant
that global markets will be highly sensitive to monetary policy rhetoric going forward. Moreover, the yield
curve bear steepening trend that we have experienced over the past year — driven by the assumption of
eventual economic recovery — but which has been restrained by central banks’ quantitative easing efforts,
would also be at risk of more dramatic moves if the Fed were to take a step back. As far as the Fed is
concerned, any hint from Powell that he is looking to take the punch bowl away, would surely be punished by
investors across rates and equities.We would conjecture that the market needs reassurance that the Fed
currently plans to maintain its asset purchase program around the status quo ($120 billion/month); anything
less could trigger a classic taper tantrum which we would expect to disproportionately impact the long end of
the rates market.
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Keeping the bear caged for now
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Brexit trade deal collapse

The 11th hour Brexit trade deal agreement struck between the UK and the EU in late December was
interpreted by the market as removing near-term risk from the UK macro outlook. There was a notable sigh
of relief that the UK had avoided crashing out of the EU without a deal and cable rallied accordingly to above
$1.3700. However, many questions remain over the fabric of the ‘deal’ and the extent to which the
compromises that were required from both parties to get the accord over the line will prove workable over the
coming months. With UK macro conditions remaining anaemic at best, we would caution over the risk of a
collapse of the Brexit deal. If this were to happen, economic recovery would be choked and cable would
surely be hit hard.

Weaker-then-expected China growth

Post pandemic recovery is underway in China, as evidenced by the latest Q4 and December 2020 macro
data, and this has been a fillip for global recovery aspirations. Any sign of weakening momentum in the
China rebound story would be a severe shock for global market sentiment. There will be a very sharp focus
on January 2021 and subsequent Q1 data as it is released.

The road to recovery
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Global debt crisis

Covid-19 rescue fund spending, especially in developing economies, has followed a path of exponential
growth. Estimates suggest that global debt increased by $15 trillion in 2020 in the fiscal fight against the
pandemic and that it could extend to $277 trillion, or 365% of world GDP by the end of this year. This may be
manageable while interest rates remain close to 0%, but as bear steepening of yield curves continues,
implying a structural shift higher in debt servicing costs, so the financial burden of meeting interest
obligations on the aforementioned debt could rapidly prove unsustainable. With several weaker nations
having already defaulted in 2020, such an increase in financial distress, if it were to intensify, could be the
trigger for a broader global debt crisis.

Corporate defaults

From the perspective of corporate fundamentals, we would caution that there is a risk in 2021 that authorities
will struggle to contain and cushion the widespread financial stress caused by spikes in risk aversion as a
result of deteriorating pandemic infections and mortality rates and that this could trigger widespread
corporate bankruptcies. Amid more challenging financial conditions and vulnerabilities, financial crises could
erupt in several countries.

Corporate earnings

There is a great deal of optimism baked into equity markets at current levels, with many bourses trading
close to, if not at, record highs. This buoyancy is being fuelled by economic recovery assumptions and
subsequent bullish forecasts for corporate earnings growth. With the Q4 2020 earnings season having
kicked off on a solid footing, equity analyst consensus for FY2021 is now for (S&P500) earnings growth of
over 20%, albeit that such a growth rate is flattered by the weak year-on-year base effect of the FY2020
recession. The key risk going forward therefore, is that if the pace and breadth of recovery should fail to meet
expectations, or worse still a resurgent pandemic should lead to an economic double-dip, risk appetite and
equity markets would likely be punished.

We continue to subscribe to the broader reflation story for 2021 overall, but at the same time recognise that
those sectors that were disproportionately impacted during the economic malaise of last year — hospitality,
airlines, retail and consumer discretionary — will likely be the laggards during the recovery. As global markets
balance all the elements of the macro outlook, there is likely to be a greater sensitivity than usual to
corporate earnings headlines.”

Conclusion

The depth of the global recession that we experienced in early 2020, as a result of enforced Covid-19
economic lockdowns, was met with unprecedented fiscal and monetary stimulus. While the policy responses
and the discovery of Covid-19 vaccines have fuelled widespread optimism that 2021 will be a far more
favourable year, there are still several potential clouds on the horizon. We are not completely out of the
coronavirus woods just yet. This is no time for complacency.

We remain optimistic, but also realistic. Our suggested top 10 macro risks for 2021 are offered as initial
talking points, not firm predictions and the list is certainly not exhaustive. Everything centres around Covid-19
for now and government and central bank policy initiatives that might follow either an easing of the pandemic
or a re-intensification of efforts to battle a resurgent virus. For now, with the global macro outlook looking
brighter, there is light at the end of the tunnel that we hope is continued progress on the vaccination front
and not a new damaging variant coming hurtling towards us. We believe that investors need to carefully
hedge for some of the aforementioned challenges and obstacles that we could encounter in the near-term.

Simon Ballard

Chief Economist

Market Insight & Strategy
FAB Global Markets

Please click here to view our recent publications on MENA and Global Markets
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Important Notice: This communication has been prepared by individual personnel of First Abu Dhabi Bank PJSC or its affiliates
(collectively, “FAB”) and, accordingly, it may not represent the views of FAB. FAB is licensed and regulated by the Central Bank of the
United Arab Emirates and its registered office address is P.O. Box 6316, 1 — Al Qurm, Abu Dhabi, the United Arab Emirates. This
communication is directed at persons (i) who have been or can be classified by FAB as eligible counterparties, professional clients or
sophisticated investors, (i) who have experience in matters relating to investments and (iii) other persons to whom it may otherwise
lawfully be communicated. No other person should review the contents or access the products or transactions discussed in this
communication. All material contained herein, including any proposed terms and conditions, is indicative and for discussion purposes
only, is subject to change without notice, is strictly confidential, may not be reproduced and is intended for your consideration only. It
does not include a number of terms and conditions that will be included in any actual transaction and final terms and conditions are
subject to further discussion and negotiation nor does it purport to identify all applicable risks. This communication is not a commitment
to deal in any product, offer financing or enter into any transaction described herein. FAB is not acting as your agent, fiduciary or
investment adviser and is not managing your account. The provision of information in this communication is not based on your individual
circumstances and must not be relied upon as an assessment of suitability for you of a particular product or transaction. It does not
constitute investment advice and FAB makes no recommendation as to the suitability of any of the products or transactions mentioned.
Even if FAB possesses information as to your objectives in relation to any transaction, series of transactions or trading strategy, this is
not sufficient for, and does not constitute, any assessment of suitability for you of any transaction, series of transactions or trading
strategy. Save in those jurisdictions where it is not permissible to make such a statement, FAB hereby informs you that this
communication should not be considered as a solicitation or offer to sell or purchase any securities, deal in any product or enter into any
transaction. You should make any trading or investment decisions in reliance on your own analysis and judgment and/or that of your
independent advisors and not in reliance on FAB and any decision whether or not to adopt any strategy or engage in any transaction will
not be FAB'’s responsibility. FAB does not provide investment, accounting, tax, financial, legal, regulatory or other advice; such matters
as well as the suitability of a potential transaction or product or investment should be discussed with your independent advisors. Prior to
dealing in any product or entering into any transaction, you and the senior management in your organization should determine, without
reliance on FAB, (i) the economic risks or merits, as well as the investment, accounting, tax, financial, legal and regulatory
characteristics and consequences of dealing with any product or entering into the transaction (ii) that you are able to assume these
risks, (iii) that such product or transaction is appropriate for a person with your experience, investment goals, financial resources or any
other relevant circumstance or consideration. Where you are acting as an adviser or agent, you should evaluate this communication in
light of the circumstances applicable to your principal and the scope of your authority. Any prices used herein, unless otherwise
specified, are indicative. Although all information has been obtained from, and is based upon sources believed to be reliable, it may be
incomplete or condensed, it has not been verified by FAB and its accuracy cannot be guaranteed. FAB makes no representation or
warranty, expressed or implied, as to the accuracy of the information, the reasonableness of any assumptions used in calculating any
illustrative performance information or the accuracy (mathematical or otherwise) or validity of such information. Any opinions attributed
to FAB constitute FAB’s judgment as of the date of the relevant material and are subject to change without notice. Provision of
information may cease at any time without reason or notice being given. Commissions and other costs relating to any dealing in any
products or entering into any transactions referred to in this communication may not have been taken into consideration. Any scenario
analysis or information generated from a model is for illustrative purposes only. Where the communication contains “forward-looking”
information, such information may include, but is not limited to, projections, forecasts or estimates of cashflows, yields or return,
scenario analyses and proposed or expected portfolio composition. Any forward-looking information is based upon certain assumptions
about future events or conditions and is intended only to illustrate hypothetical results under those assumptions (not all of which are
specified herein or can be ascertained at this time). It does not represent actual termination or unwind prices that may be available to
you or the actual performance of any products and neither does it present all possible outcomes or describe all factors that may affect
the value of any applicable investment or product. Actual events or conditions are unlikely to be consistent with, and may differ
significantly from, those assumed. FAB shall not be under an obligation to update any information contained in this communication.
lllustrative performance results may be based on mathematical models that calculate those results by using inputs that are based on
assumptions about a variety of future conditions and events and not all relevant events or conditions may have been considered in
developing such assumptions. Accordingly, actual results may vary and the variations may be substantial. The products or transactions
identified in any of the illustrative calculations presented herein may therefore not perform as described and actual performance may
differ, and may differ substantially, from those illustrated in this communication. When evaluating any forward looking information you
should understand the assumptions used and, together with your independent advisors, consider whether they are appropriate for your
purposes. You should also note that the models used in any analysis may be proprietary, making the results difficult or impossible for
any third party to reproduce. This communication is not intended to predict any future events. Past performance is not indicative of
future performance. FAB accepts no responsibility and makes no representation to you or to any third parties for, and has not
independently verified, the quality, accuracy, timeliness, continued availability or completeness of any data or calculations contained
and/or referred to in this communication and FAB shall not be liable for any special, direct, indirect, incidental or consequential loss or
damage which may be sustained because of the use of the information contained and/or referred to in this communication or otherwise
arising in connection with the information contained and/or referred to in this communication, provided that this exclusion of liability shall
not exclude or limit any liability under any law or regulation applicable to FAB that may not be excluded or restricted. The transactions
and any products described herein may be subject to fluctuations of their mark-to-market price or value and such fluctuations may,
depending on the type of product or security and the financial environment, be substantial. Where a product or transaction provides for
payments linked to or derived from prices or yields of, without limitation, one or more securities, other instruments, indices, rates, assets
or foreign currencies, such provisions may result in negative fluctuations in the value of and amounts payable with respect to such
product prior to or at redemption. You should consider the implications of such fluctuations with your independent advisers. The
products or transactions referred to in this communication may be subject to the risk of loss of some or all of your investment, for
instance (and the examples set out below are not exhaustive), as a result of fluctuations in price or value of the product or transaction or
a lack of liquidity in the market or the risk that your counterparty or any guarantor fails to perform its obligations or, if this the product or
transaction is linked to the credit of one or more entities, any change to the creditworthiness of the credit of any of those entities. FAB

6



Joll ubg il el iy

FAB

First Abu Dhabi Bank

(whether through the individual sales and/trading personnel involved in the preparation or issuance of this communication or otherwise)
may from time to time have long or short principal positions and/or actively trade, for its own account and those of its customers, by
making markets to its clients, in products identical to or economically related to the products or transactions referred to in this
communication. FAB may also undertake hedging transactions related to the initiation or termination of a product or transaction, that
may adversely affect the market price, rate, index or other market factor(s) underlying the product or transaction and consequently its
value. FAB may have an investment banking or other commercial relationship with and access to information from the issuer(s) of
securities, products, or other interests underlying a product or transaction. FAB may also have potential conflicts of interest due to the
present or future relationships between FAB and any asset underlying the product or transaction, any collateral manager, any reference
obligations or any reference entity. Any decision to purchase any product or enter into any transaction referred to in this communication
should be based upon the information contained in any associated offering document if one is available (including any risk factors or
investment considerations mentioned therein) and/or the terms of any agreement. Any securities which are the subject of this
communication have not been and will not be registered under the United States Securities Act of 1933 as amended (the Securities Act)
or any United States securities law, and may not be offered or sold within the United States or to, or for the account or benefit of, any
US person, except pursuant to an exemption from, or in a product or transaction, not subject to, the registration requirements of the
Securities Act. This communication is not intended for distribution to, or to be used by, any person or entity in any jurisdiction or country
which distribution or use would be contrary to law or regulation. FAB may process your personal data to provide you with information or
promotional and advertising communications on products, services, other events and campaigns.

If you wish not to receive email from the Market Insights team at FAB, please click here to send us your request
to unsubscribe, and you shall no longer receive such information. You can also let us know by contacting your usual FAB
representative should you wish to no longer receive any such further information. You may be entitled according to the applicable laws
to exercise your rights to access, to rectification, to erasure and to portability of your personal data, to restrict the use of and to object to
the processing of your personal data. You may exercise any such aforesaid rights by sending your request to FAB at the following
address: privacy@bankfab.com.
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