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TAPERING IS NOT TIGHTENING

•

The Federal Reserve is
expected to announce that
it will soon start reducing
its asset purchases.

•

However, Fed governors
may also downgrade their
growth outlook and push
out the timeline for future
rate hikes.

•

Meanwhile, Chinese assets
continue to suffer the
fallout from Evergrande.

•

The FAB AAC is overweight
in equities, IG and EM
bonds. It is underweight
cash and neutral in gold.

It could be the US Federal Reserve’s way of saying that the
market emergency that the Covid-19 pandemic created is over.
This week, the Federal Open Market Committee meets and
should start commenting more clearly about when it will
reduce the amount of bonds it buys every month, a move long
since denoted as ’tapering’ by the financial media.
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The Fed’s asset purchases have not made
up for higher Treasury and MBS issuance

Hence in the past 12 months there has been a reduction in
liquidity (if fiscal stimulus is excluded), despite the Fed’s bond
buying program. Still, the central bank has been under
pressure, particularly regarding the purchase of mortgagePerhaps one of the things that financial commentators have backed securities, as home prices as measured by the S&P Case
not sufficiently emphasized is that tapering is not tightening. -Schiller Index increased by 19.1% in the 12 months to June.
Even if the Fed announces it will buy less than US$80 billion in The Fed is therefore hard-pressed to justify that it needs to
US Treasuries and US$40 billion in mortgage-backed securities, continue to support the mortgage market when mortgage
it will continue to buy some amount of both, and to replace the rates are near all-time lows, while home affordability has fallen
bonds that mature in its portfolio.
significantly. The Fed also began to buy US Treasuries to
This is important for a few reasons. Every time the Fed buys a
US Treasury bond, it prevents a portfolio manager or a bank
from buying it, effectively forcing that cash to be injected
elsewhere - hopefully into other loans that will prop up growth,
so central bank thinking goes. Hence, even if the amount it is
buying is reduced to US$80 billion a month, instead of US$120
billion, there still is US$80 billion of money that would have
gone into these bonds that is going back into the economy.

normalize financial conditions, which refer to the markets.
Bond spreads are near all-time lows in the US, and stock
market indices have recently logged record after record (the
S&P 500 had more than 50 new highs this year), hence it is
difficult to justify financial conditions still needing support.

In conclusion, there appears little reason for the Fed to
continue to buy mortgage-backed securities and US Treasuries
at the same rate as recently, although there are arguments in
The trouble is that while the Fed has been buying bonds every favour of continued bond purchases albeit not so aggressively.
month, the US Treasury and issuers of mortgage-backed
securities have also been busier than usual. Treasury issuance, Starting by the fact stated above, that the US Treasury will
for instance, has increased to an average of US$276 billion likely still be selling a lot of bonds, a reduction of the amount
since the pandemic began, from about US$98 billion in the the Fed buys should reduce liquidity in the market. An outright
year preceding that, while mortgage-backed security issuance halt to the bond-buying, would, therefore, be a significant
tightening, something the Fed is likely to avoid for now, given
has increased to US$345 billion, from about US$156 billion.
how fragile the economic recovery still is.
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The fragility of that recovery has been in evidence recently, as
most indicators have come in weaker than expected. The Citi
Economic Surprise index for the US has been in negative
territory since the end of July, indicating that more of the
economic indicators for the country have come in below the
median estimates of economists.

In fact, while this week’s FOMC meeting could provide some
clarity on when and how the central bank will taper its asset
purchases, it is also likely to give investors a less-rosy outlook
for the US economy. The quarterly summary of economic
projections is likely to downgrade the outlook for US GDP
growth this year from the 7% median forecast shown in the
last summary, published in June.
The slowdown in growth has been partly due to a
retrenchment of US consumers, as the number of Covid-19
cases rose to more than 1 million per week, from less than
100,000 a week, since July. While the number of new cases
seem to have stabilized somewhat, hovering around 1 million
cases/week for the past five weeks, the arrival of the ‘flu
season in the coming weeks could increase those numbers.

While the views of the central bank of the world’s largest
economy will be front-and-centre for most portfolio managers
this week, the fate of the world’s largest real estate developer
will also demand some attention.
China Evergrande Group has to make an US$83.5 million
interest payment on its 8.25% bond due in March. There is
increasing speculation that the company will miss this
payment, which is reflected in the market price of the bond,
last quoted at 29.5 cents on the dollar, according to
Bloomberg. With US$14 billion of dollar bonds outstanding,
Evergrande is by far the biggest component of the Bloomberg
China High-Yield index, accounting for nearly 12% of it if the
face value of the debt is considered.

Most of the company’s bonds are already trading at around
30% of face value, after it indicated it had hired financial
advisers to look at its options, including restructuring. With
some US$304.5 billion in liabilities, the default of an entity as
huge as Evergrande could not be without consequences.

Investors have been selling bonds of property companies as a
result of the debacle, pushing the ICE BofA China High-Yield
While that suggests a further economic slowdown in the index down almost 15% since the start of May, to its lowest
winter months ahead, it also means that the recovery will since March, 2019, if the pandemic selloff period is excluded.
probably last longer. After all, whether it is through In some ways, the situation is so extreme that it is likely to
vaccination or infection, the world is becoming more immune prod Chinese regulators to ease domestic financial conditions.
to Covid-19, and eventually the global economy should open The default of Evergrande is increasing the odds of further
entirely. As and when that does happen, there could be a monetary loosening by the People’s Bank of China, and
further leg-up in growth.
perhaps even increased government spending. If that is what
As a result, while the Fed could downgrade its outlook for actually transpires, investors may paradoxically pencil-in
growth this year, it may upgrade its expected expansion for improved growth in China and the US relative to what they
next year above the 3.3% it had previously projected, and were assuming at the end of last week.
even the 2.4% for 2024 published in the June summary.
Finally, the slower expected growth this year could lead the Excluding the pandemic selloff, Chinese
Fed to push its time horizon for rate hikes further into the
junk bonds are at their lowest since 2019
future. It would not be surprising to see their median estimate
of the timing of the first hike to
2024, from 2023.
Portfolio managers will be
watching the Fed’s statement
and economic projections
more closely than ever,
because of these cascading
effects. If the Fed says (as its
Chairman
Jerome
Powell
suggested in the last meeting)
that it will start tapering soon,
but that it will leave rates near
zero for longer, the market
could find some support and
start
to
reverse
two
consecutive weeks of losses,
which have left the S&P 500
down 1.98% for September so
far.
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Asset Class

Positioning

Detail

Cash

Underweight

Putting cash to work in risk assets.

Fixed Income

Overweight

Keeping a slight overweight focused on EM dollar debt and
on corporate investment grade bonds

Equities

Overweight

Slightly overweight in Asia ex-Japan and US markets.

Alternatives

Underweight

However, reducing the underweight in hedge funds

Precious
Metals
Alternative Return
Strategies
MENA Equties
LATAM Equities
APAC (ex-Japan) Equities

Commodities
Cash

Cash & Money
Alternatives 11% Markets 5%

Government Bonds

Japanese Equities
Fixed Income 42%
Equities 42%

European Equities
Corporate Bonds

Emerging Markets Debt
North American Equities
MENA Bonds
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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
orbe 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 appropriateprofessionals or experts.

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 purchasersshould consider consulting with such advisers and experts as they deem necessary to assist them in making these determinations.

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.

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: GB2453301 91.

The information in this report reflects prevailing conditions and our views as of
thisdate, 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 containedand/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, marketor 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.

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.

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 orotherwise 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 orrepresentation 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 potentialpurchasers 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
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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 anyaccounting, tax, regulatory or legal advice. FAB is licensed by the
Cen-tral Bank ofthe UAE.

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 maynot 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 position, or deal as principal or agent, in relevant securities orprovide 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 di icult 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 arisingfrom 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/
investPlease contact your relationship manager

