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Official policy interventions start to calm financial markets
 US stock market ends the week with
a strong rally after policy statements
are positively received.

 Historic

volatility seems to be
triggering
deleveraging
and
emphasizes the need for quality assets.

 The

US Federal Reserve has
intervened in money markets to correct
short-term liquidity concerns.

 The Fed starts buying long-term
bonds again, officially restarting
quantitative easing program.

 US and China say they will add their
strategic petroleum reserves at these
lower prices.
Most periods of high volatility in financial
markets began as a result of leverage
being unwound, or due to excessive
valuations. The 2008 Global Financial
Crisis happened after investors and
institutions made excessive leveraged
investments in mortgages. When that had
to be unwound it triggered a domino effect
that brought the entire world into a
recession. Similarly, in 1998, Russia’s
default on its debt caused an unwinding in
the leverage of what was at the time the
world’s largest hedge fund, Long Term
Capital Management, and the US financial
system nearly collapsed.
This time, while the trigger has been the
rapid spread of a new coronavirus strain
from China, the violence of the market sell
-off suggests there are large amounts of
leverage being unwound very quickly,
creating a self-feeding spiral. The speed
at which investors have liquidated
positions in stock funds suggests a fire
sale. According to the Wall Street Journal,

investors pulled US$47.4 billion from
global stock-focused mutual funds in the
three weeks ended last Wednesday. A
correction in gold prices last week at the
same time as the S&P 500 fell offered
further indication that margin calls and fire
sales are increasing the market volatility.
When the value of securities held by
leveraged investors falls, they are faced
with margin calls. In these situations, they
often have to sell the most liquid asset,
preferably the one that has previously
rallied the most. In fact, gold prices
dropped in the immediate weeks after
Lehman Brothers filed for bankruptcy,
setting off the domino effect that led to the
Global Financial Crisis. Once margin call
sales subsided, gold rallied.
The market activity of the past two weeks
has all the hallmarks of a similar situation.
Gold had gained 29.1% in the year ended
9 March, 2020. As some diversified
investors seemingly took profits to meet

The recent drop in gold prices
suggests some investors were
selling to meet margin calls
margin calls, gold prices fell nearly 10%
last week. Palladium, a favourite among
hedge funds, had its worst week in more
than a decade, falling almost 30%.
The other haven, US Treasuries, did not
drop as much, but yields for the 10-year
note still rose to 0.96% from a low of
0.45% at the start of the week. The
performance of US Treasuries last week
probably offers proof that part of the
violence of the sell-off of the past two
weeks was driven by margin calls and
deleveraging activity too.
Once margin calls have been paid,
lenders have to park the proceeds
somewhere. Given the general fear, banks
are likely to buy US Treasuries, helping to
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push their prices up. At the same time,
mortgage
investors
have
probably
continued to buy long-dated Treasuries
and swaps (which mirror Treasuries) to
hedge for potentially higher home loan
refinancing activity, which reduces the
average life of mortgage portfolios.

allow instant liquidity but when investors
start to sell them and the managers need
to reduce their portfolios they cannot
always find buyers for the securities they
hold. That forces them to sell some
securities at discounts, pushing the whole
market down further.

Again, that also creates a self-feeding
spiral. The yield on the 10-year US
Treasuries is used as the benchmark for
fixed-rate home loans in the US, so when
it drops, mortgage rates fall too and
refinancing activity increases. That, then
prompts more hedging by mortgage
investors, pushing yields further down. An
indication that
mortgage investors
hedging was part of the reason why US
Treasury prices had rallied so much in the
past two weeks is in the fact that swaps
were leading Treasuries and trading at
lower yields than the bonds themselves.
Usually swap yields are higher than those
of Treasury notes because the derivative
contracts have an added layer of risk in
the counterparty issuing them.

The fact that ETFs have been part of the
sell-off is evident in the discount at which
these funds are trading. Some of the
largest equity ETFs have traded at their
highest discount to net asset value since
they were listed. The net asset value
should represent the market value of the
securities held by an ETF, but when too
many people are selling their holdings the
market price of the fund tends to fall below
that net asset value. However in normal
market conditions the two values should
once again converge.

These kinds of spirals are hard to break
and have been exacerbated this time
because of the structure of financial
markets. The use of exchange-traded
funds (ETFs), some leveraged, now
dominates trading. According to one study
index funds own more than half of the US
stock market, for instance. These funds

The risk here becomes that some of these
funds are leveraged and may not meet
redemptions fast enough. That happened
with some leveraged ETFs that allowed
investors to create short positions on the
VIX volatility index in February 2018, when
the S&P 500 suddenly plunged. This time,

The US stock volatility in the
past 10 days was one of the
highest in 40 years

the first victims have started to show in the
oil space. Wisdom Tree last week
announced the liquidation of two leveraged
oil exchange-traded products (an ETF that
is slightly different as it allows some
structuring). The funds used swaps to
emulate the moves in oil prices and the
sudden collapse of last Monday triggered
a forced liquidation of their positions.
The recent price weakness that led to the
collapse
of
these
exchange-traded
products is not surprising given the events
of the last few weeks. Brent crude prices
dropped 24.1% on Monday after Saudi
Arabia announced that it was going to start
producing near capacity, despite a sharp
slowdown in global demand. The decision
came in the wake of an OPEC meeting
two weeks ago, in which Russia refused to
agree to further output cuts, as the nation
felt that the curbs the group had
implemented since 2016 had done more to
reduce OPEC’s share of the global market
than control prices. Oil stabilized later in
the week amid news that China and the
US intend to use the opportunity of multiyear low oil prices to add to their strategic
petroleum reserves. While that may help
slow the price drop, the supply and
demand mismatch could continue because
end-demand for crude is weakening.
Saad Rahim, the CEO of Trafigura, an
important oil trading company, said on
Friday he expected oil demand to see the
steepest drop in history. His forecast
resonates with the International Energy
Agency (IEA), which three weeks ago said
it expected global annual oil consumption
to shrink for the first time since the Global
Financial Crisis. The IEA then estimated
supply would outpace demand by some
500,000 barrels this quarter. However, that
assessment considered only the Chinese
lockdown. As the rest of the world closes
its borders and tells people to stay home,
that forecast has become obsolete at best.
There are still very few numbers to show
the true impact of the coronavirus on oil
demand, but the volume of oil processed
by China’s largest oil company, Sinopec,
in February, was 24.4% lower than in
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January. It was also the lowest in two
years. If that were to be extrapolated to the
US and Europe, which were moving into
lockdown mode last week, oil demand
could drop by some 8 million barrels/day.
US oil demand had already been dropping,
with the International Energy Agency
estimating that Americans consumed 18.3
million barrels/day in the week ended 6
March, compared to 20.9 million barrels/
day in the last week of December.
Meanwhile, Iraq, Nigeria, Russia, Saudi
Arabia and the United Arab Emirates are
expected to increase production by as
much as a 4.5 million barrels/day,
according to Bloomberg. The two elements
point to excess oil supply in the range of
10-12 million barrels/day, in line with the
number that Mr. Rahim from Trafigura
suggested last week.
To be sure, the true picture of oil demand
will only start to become apparent when
inventory data for the US and Europe
(which usually comes with a two-week
delay) is released this Wednesday. As
stockpiles increase, oil prices could
continue to stay under pressure.
While President Donald Trump initially
celebrated the lower oil prices, his
announcement on Friday that the US
would take advantage of lower prices to
rebuild its strategic reserves suggests he
is trying to help put a floor under crude
prices. Cheaper gasoline is good for the
American consumer, and could soften
some of the impact of the coronavirus, but
it also could put many shale oil companies
in Texas, North and South Dakota out of
business.
That
could
impact
the
economies of these states, since the
energy industry employs more than
157,000 people in the US, according to the
Bureau of Labor Statistics.
Hence, President Trump is involved in a
difficult balancing act of keeping oil low to
spur more consumer demand, while
softening the drop to avoid a spike in
unemployment within the energy industry
that could deal a blow to the virusweakened US economy.

Stock investors seemed to recognize that
potential collateral damage last week. The
announcement that Russia and Saudi
Arabia were opening the spigots last
weekend was part of the driver for the
7.6% drop in the S&P 500 on Monday.
Indeed, that day the S&P 500 Energy subindex fell 20.1%. Similarly, President
Trump’s announcement that he was filing
the strategic reserves pushed the same
index up by 8.8% on Friday, while the S&P
500 ended that day 9.3% higher.
The
support
from
the
reserve
replenishment, however, may be limited.
The US Strategic Petroleum Reserves
maximum capacity is 714 million barrels
and it currently holds about 630 million
barrels. Assuming oversupply in the
ballpark of 10 million barrels/day means
that filling the US Strategic Petroleum
Reserve would correct the market
imbalance for less than eight days. In
other words, until the OPEC reduces
output oil prices could continue to suffer.
That could represent a challenge for US
high-yield because of the weight of energy
sector in the asset class. Bonds from this
industry represent about 4.5% of the IBoxx
US Corporate High-Yield index, the fourth
biggest weight in the measure.
The potential for rising unemployment in
the energy sector, as well as the impact on

airlines and retailers of the recent
lockdowns could further depress consumer
and business confidence. These effects
could slow down the US economy, which
helps explain why the Fed has already cut
interest rates by 50 basis points and could
cut even more this Wednesday.
The central bank is also increasing its
quantitative easing efforts. The key for the
world economy to turn around, however,
will be fiscal spending, and this is why
markets rallied so much after President
Trump announced such measures on
Friday. Fiscal stimulus takes a while to be
felt in the economy, but eventually, once
the virus spread subsides, the impact of
monetary and fiscal easing will help world
growth bounce back.
For most equity investors it appears too
late to sell, especially since the moves in
markets have been unprecedented.
Rather, properly diversified investors
should have benefitted from that
diversification, and should make sure that
the underlying fundamental quality of their
positions remains high.

More oil from OPEC when
global demand is falling could
lead to temporary oversupply
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Current Tactical Asset Allocation

Asset Class

Positioning

Detail

Neutral

After allocating more cash to investment grade
corporate debt

Fixed Income

Overweight

Moving to slightly overweight after adding overweight to
EM dollar debt and corporate investment grade bonds

Equities

Overweight

Rotating US exposure to defensive stocks

Alternatives

Underweight

However, overweight on precious metals specifically

Cash

Investment
Weekly
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. This report is for general informational purposes 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 connection with any contract therefore.
Anyone proposing to rely on or use the information contained in this publication should independently verify and check the accuracy, completeness, reliability and suitability of the information and should obtain independent and specific advice from appropriate professionals or experts.
This report is provided on a confidential basis for informational purposes only and is proprietary to P&S-EPB. This report may not be disclosed to any third
party or used for any other purpose without the prior written consent of P&S-EPB. The manner of circulation and distribution may be restricted by law or
regulation in certain countries, hence any unathorised use or disclosure of this document is prohibited.
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. FAB PJSC makes no representation or warranty, expressed or implied, as to the accuracy, timeliness or completeness of the information in this report. FAB PJSC shall have no liability to the Customer or to third parties for the quality, accuracy, timeliness, continued
availability or completeness of any data or calculations contained and/or referred to in this report nor 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 report or otherwise arising in
connection with the information contained and/or referred to in this report, provided that this exclusion of liability shall not exclude or limit any liability under
any law or regulation applicable to FAB PJSC that may not be excluded or restricted.
Past performance is not a guarantee of future performance and should not be seen as an indication of future performance due to a variety of economic,
market or other factors. The information contained in this report does not purport to contain all matters relevant to any particular investment or financial
instrument and all statements as to future matters are not guaranteed to be accurate. Any projections of potential risk or return are illustrative and should
not be construed as limitations of the maximum possible loss or gain. Data included in this report may not take into account all potentially significant factors,
such as market risk, liquidity risk and credit risk. Undue reliance should not be placed on forward looking statements in making an invewstment decision.
In addition, our analysis are not and do not purport to be appraisals of the assets, stock or business of the recipient and has been prepared without taking
into account the objectives, financial situation or needs of particular person. 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 investment, transaction or
product (as referred to in this document or otherwise), for potential purchasers. In receiving this report, the client is fully aware that there are risks associated with investment activities. 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 obtain the investment offering materials, which include a description of the riks, fees and expenses
and 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 circumstances. Potential purchasers should consider consulting with such advisers and experts as they deem necessary to assist them in making
these determinations.
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 Author ity 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 F rance under
the company number: RCS Paris B 314 939 547.
Switzerland: This publication is for informational purposes 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 worldwide on an unrestricted basis and/or may not be eligible for sale to all investors. This report is for distribution only under such circumstances as may be permitted by applicable law.
All information and opinions expressed in this document 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 services 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 current or 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 and/or FAB Private Bank (Suisse) SA expressly prohibit 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.
Singapore: First Abu Dhabi Bank P.J.S.C., Singapore Branch is regulated by the Monetary Authority of Singapore and holds a Wholesale Ban k
license.
For more details relating the investment products, please refer to the Prospectus and/or offering document on https://www.bankfab.ae/en/invest
Please contact your relationship manager for information relating to subscription, redemption, dividends, client eligibility and/or any other information relating to the investment products.

