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The market tussle in the US creates opportunities

¢ The fight between retail investors,
spurred by social media message
boards, and short-selling hedge funds
prompted the worst weekly losses for
the S&P 500 since June.

¢ The S&P 500 was down 3.31% last
week, apparently driven by institutions
selling some long positions to make up
for losses in some of the short ones.

¢ The US stock benchmark was testing
its 50-day moving average and, if this
is breached, some automatic stop-loss
orders could be triggered, prompting
some further short-term weakness .

¢ This technical glitch in the markets
does not change the underlying
fundamental argument in favour of
overweight exposure to equities.

¢ The FAB AAC is overweight in
equities, IG and EM bonds, and gold,
and is underweight alternatives.

Last week offered plenty of talking points
for macro strategists, from a Federal
Reserve meeting to slightly higher inflation
in the US, and weaker industrial outlook in
China. Yet, the story capturing everyone’s
imagination and causing the big swings in
the market is unrelated to any of these
factors: it is the David and Goliath tussle
between the army of investors spurred by
social media platforms, and hedge funds
active in shorting stocks.

Certain stocks being ‘pumped’ by retail
investors had a wild ride in the week, with
one having risen nearly tenfold in 10 days,
just to drop 44% on Thursday. The
broader market, however, has suffered
while  market participants assessed
exactly what has been happening.
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The S&P 500 had its worst week since
June, falling 3.31% over the period, , while
the NASDAQ 100 fell by a similar
percentage. The move in the US dragged
global stocks in the same direction, with
the MSCI All-Country World index
dropping 3.57% over the week.

Some of the best-performing stocks of last
year had a horrible week, which helps
explain the broader market drop. Electric
vehicle maker Tesla fell 6.27% last week,
Facebook dropped 5.89%, Google’s
parent Alphabet Inc.’s class A shares fell
3.45%, and Amazon lost 2.61%. Just
these four stocks represent about 18% of
the S&P 500, so such a big collective
move in them affected the entire index.

It seems logical that the funds shorting the
stocks bought by the retail investors have
been forced to liquidate some of their long
positions to close their bearish bets. Many
of the big movers have been hedge fund
favourites. Also, ‘market-neutral’ funds
had to reduce longs if they closed shorts.
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The S&P 500 has touched a
key moving average, which
could trigger more selling

Long-short hedge funds hold stocks they
like, while shorting those they think may
be overpriced.

In a short-sale, the investor borrows the
stock of a company which it expects to
drop in price, and sells it. The investor has
to return the borrowed stock later, but, if
the price falls, it will be cheaper to buy it
back when it is time to return the stock,
and the manager books the profit.

The trouble is when the price rises,
causing an unrealized loss. In this case
the manager may cut the loss by buying
the stock to repay the borrowed shares,
and because of that pressure the stock
price goes even higher. This is called a
‘short-squeeze’.
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The manager covering the short, however,
has to raise cash from somewhere to buy
the stock. Many times, this may have to be
done by selling some of the stocks about
which the investor is bullish. This is
probably happening right now.

If this is the case, this correction in the
market, particularly in technology stocks,
could continue a bit longer. Basically a
temporary fire-sale is taking place.

Other technical reasons could prolong the
sell-off a bit longer. On Friday, the S&P
500 closed at a level very close to its 50-
day moving average, a widely used
support marker. Many technical traders,
particularly some kinds of hedge funds, put
automatic stop-loss orders at this indicator.
If these are triggered, there could be
another bout of selling.

Finally, many investors have started to
speculate on stock volatility falling. As of
19 January, the Chicago Board Options
Exchange (CBOE) reported the highest
number of speculative positions in a year
that would profit from a drop in the VIX
index. These short-volatility positions must
be hurting after the VIX rose to 33.09, from
23.02 on Wednesday, the biggest one-day
move since 16 March. These short
positions could have helped trigger the
spike in volatility as hedge funds covered
their volatility shorts, too.

It was such a combination of events that
drove the so-called ‘volmageddon’ in the
first week of February, 2018, when a
sudden increase in volatility prompted
buying of the VIX, and resulted in a
sudden correction of stock markets as
market players compensated for some of
their VIX positions by selling stocks and
shorting the S&P 500 index.

To put it into perspective, ahead of the
volmageddon week, the CBOE reported
about 90,000 net-short VIX futures
contracts, whereas on 19 January there
were more than 137,000 such positions.

All of these, plus technical hedging in the
options markets, suggest that there could
be some more pain for stocks this week.
However, history and these same
technical issues suggest this is probably
going to be a short-lived correction, and,
as such, an opportunity to add exposure to
equity markets.

In the two weeks of the volmageddon, in
2018, the S&P 500 fell almost 9%. It then
rallied nearly 5% in the two following
weeks and resumed its march upwards.

There were a large number of
short contracts on the VIX,

which could spur more volatility

VIX Net Non Commercial Futures Position (contracts)

26-Jan-20
0

26-Mar-20 26-May-20

-20

Thousands

-40

-60

-80

-100

-120

-140 Sources: CBOE, Bloomberg, FAB

26-Jul-20

26-Sep-20 26-Nov-20 26-Jan-21

FABT

First Abu Dhabi Bank

While this sort of technical squeeze is
unfolding only in the equities market, it has
started to affect other asset classes. US
Treasury yields dropped below 1% briefly
last week as risk aversion increased. They
resumed their rise on Friday and the 10-
year bond ended the week at 1.09%,
spurred by a higher-than-expected inflation
print in the US.

The ‘Core’ Personal Consumption
Expenditure deflator (which excludes food
and energy), the inflation measure the
Federal Reserve watches most closely,
rose 1.5% in December, higher than the
1.3% consensus forecast. That, however,
remains well below the 2% targeted by the
Fed. Besides, as Jerome Powell reiterated
last week, the Fed is willing to let inflation
run above its target for a while before
tightening monetary conditions.

The Fed also has a dual mandate of
keeping inflation around 2% at the same
time as unemployment remains around
4%. This week, the Bureau of Labor
Statistics is set to announce the
unemployment number for January. The
consensus forecast is for it to remain at
6.7%, far above the Fed'’s target.

This is part of the reason why the Fed has
repeatedly indicated it will not adjust
interest rates, or even reduce asset
purchases, anytime soon.

This continued commitment to loose
monetary conditions, which could be
around for a few years, is part of the
reason why the FAB Asset Allocation
Committee is overweight risk assets, such
as high-yield bonds and equities. In an
environment of low rates, investors will be
forced to take more risk to meet required
return targets.

Hence, there is good reason to believe
that risk assets could continue to rise once
the dust settles on all the position-squaring
caused by the army of retail traders
attacking the short-selling hedge funds .
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Current Tactical Asset Allocation

Commodities
Precious Cash

. Metals
Alternative Return

Strategies
MENA Equties

Government Bonds
LATAM Equities

APAC (ex-Japan) Equities

Fixed Income 42%
Equities 42%
Corporate Bonds

Emerging Markets Debt

Japanese Equities

European Equities

North American Equities

MENA Bonds

Asset Class Positioning

Neutral Moved into overweight equities position.

Keeping slightly overweight focused on EM dollar debt

ST e Qe and corporate investment grade bonds

» ) Slightly overweight Japanese, US and Asia ex-Japan
Equities Overweight
stock markets.

Alternatives Underweight However, still marginally overweight in precious metals
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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. 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, reliabil-
ity 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 complete-
ness 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 conse-
quential 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 consid-
ered 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 associat-
ed 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 Cen-
tral 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 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 ba-
sis 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 war-
ranty, 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 posi-
tion, 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 identi-
fying 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 Bank
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 relat-
ing to the investment products.



