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Currency war is reaching a new ¨season¨ 
China didn’t participate and was rather a victim of it. For instance, the ¨tradeweight¨ 
YUAN rose about 15% last year. Investors now are proving unnerved by its sudden 
fall – of about 3% - versus the USD. They fear that Beijing will retaliate and succumb 
to Sirens call, by engineering an outright devaluation. Devaluation would bring short-
term relief: 

 Political. This is an opportune timing to take advantage from the delay imposed by 

the IMF (SDR basket). This would (finally) draw a line in the sand to ¨currency 
dumpers¨ i.e. Japan, Korea, emerging Asia 

 Macro. This would temporarily support the economy, namely exports and alleviate 
domestic deflationary pressure 

But the disadvantages would be severe. It would seriously impair Chinese 
corporations and banks with large foreign debts. It would restore the US Congress 
activism to call the YUAN a manipulated currency. It would also be incompatible with 
Beijing application to the SDR basket, which implies currency stability. 

Besides devaluation, Beijing has actually decided to dismantle its currency regime, 
and leave the USD currency zone. Therefore it engineers a more volatile YUAN, 
namely versus the USD. Incidentally, this fully complies with IMF request of a more 
freely traded currency! Additionally, China has prominent reasons to float (de-peg) the 
YUAN: 
I) Speculation. Historically, pegs exacerbated financial cycles (in 90’s they caused 
Asian and Latin America crisis). The YUAN ¨managed peg¨ doesn’t break this rule. It 
has incentivised foreigners to aggressively buy China real estate, Chinese corporate 
to borrow in foreign currencies, and hedge funds to set-up huge carry trades (short 
USD – long YUAN).  
II) Monetary policy. Beijing is funded to front run the Fed to avoid importing a 
tightening US monetary policy. A de-correlation with the USD will reduce the 
contraction of the stock of China FX reserves. 
The open question is to figure out if China remains in control. Actually, China is a 
proponent of progressive economic and financial approaches. In this specific case, it 
has the means to match its ambitions: a huge buffer of FX reserves and a little 
liberalised capital account. The reduction of the YUAN volatility is also achievable 
¨overnight¨ in a command economy. 
 
Emerging countries face headwinds, not only from China 
Strong political system, vibrant demography, low wages and abundant natural 
resources created a perfect biotope for most emerging countries. They based their 
economic systems on mercantilism - competitive exports - and specialization. This 
¨economic system¨ actually delivered solid and sustained growth in past decades. Its 
success required low worldwide barriers to exports and solid demand for (scarce) 

     Performances 2015    
      (August 31st, 2015) 

Equities 
MSCI World -2.0%  
S&P 500 -2.9% 
Eurostoxx +6.9% 
Nikkei +9.3% 
MSCI Emerging -12.5% 
 
Bonds  
US Treasury 10y +0.9% 
US Corporate -0.8% 
Bund 10y +-0.1% 
EU Corporate -1.2% 
 
Currencies 
USD index +6.2% 
EUR/USD -7.2% 
GBP/USD -2.0% 
USD/CHF -2.6% 
USD/JPY +0.4% 
 
Commodities 
Gold -4.6% 
Silver -6.8% 
Oil (Brent) -5.6% 
 
Source: Bloomberg 
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« The Yuan ¨floating¨ is a game changer. Watch for direct competitors, namely Japan and 

Korea »  

than in former crisis. Currency adjustments are also used to adapt to lower USD prices 
of commodities. This protects nominal revenues of domestic companies and ensures 
the stability of fiscal policy. But nevertheless, a liquidity crisis is dramatically unfolding. 
A prolonged downturn of raw material prices would fuel hyperinflation, capital flight, 
lower foreign direct investments, and speculation. Flexible currency prices help, without 
providing solid immunization in globalised markets. Forex reserves, though high in 
historical perspective, actually contracted in real terms in past months. This translates 
into falling monetary bases, hence domestic liquidity. China has just removed the 
anchor to Asian currencies. Investors may ultimately require a higher risk premium due 
to their lower ¨predictability¨. In spite of reminiscence of 1998, we think that the current 
liquidity crisis will not morph into a solvency crisis. Over time, a better resiliency could 

only be achieved via lower dependency to commodities’ revenues, more diverse 
service based activities and lower foreign debt levels… 
 
Currencies. Expect a dovish ECB stance 
We have identified 5 factors, which the ECB will monitor closely and which need to start 
to deteriorate before the ECB decides to ease further. 
1. The upward pressure on the EUR has strengthened, after PBoC changed its 
currency regime. 
2. The oil price considerable decline is clearly increasing deflationary tensions in the 
Euro area. 
3. The expected inflation has dropped below 2.0% to reach 1.6%. A year ago, at this 
same level, Draghi drew market participants’ attention to this medium-term inflation 
measure. 
4. Higher real rates could be seen as an unwarranted tightening of the monetary policy. 
5. The weakness in the Chinese economy increases the downside risk to the ECB’s 
expectations that the recovery will broaden further. 
If some of these factors were to worsen, we expect the ECB to scale up the monthly 
asset purchases. The ECB’s inflation projection for 2017 is crucial for market 
expectations. We can easily expect a slightly lower forecast for 2017, mainly driven by 
the lower oil price.  
 

 
 

resources. 
In recent years, things dramatically changed, as: I) World trade growth evaporated II) 
demography is seriously deteriorating in several emerging countries, hence their cheap 
labour advantage. II) the US shale revolution is structurally modifying the energy supply, 
by removing scarcity of energy underlying (oil and gas). 
China and financial markets are pressing hard. China, as the world largest commodities 
consumer, dramatically impacts demand and price of most raw products. This is 
reinforced as this command economy acts as a unique agent - a country - with weakened 
peers (say Russia, Iran, etc.). Financial markets became significant forces in 
commodities, with the financialization of oil and of precious metals. They added liquidity, 
but also ¨speculation¨ to the traditional supply and demand. This partly reversed lately, 

due to drastic banking regulation and to downsizing of non-profitable activities (i.e. 
commodities desks). 
Emerging countries learned a (partial) lesson. After a quiet end of last decade, the 
aggregate leverage ratio of emerging countries has climbed again. But the nature of debt 
is less worrying this time: it is largely denominated in local currencies, and was 
prominently raised by public sector. The level of FX reserves is more than twice higher 

Swings in very liquid 
assets proved 
dramatic  
 
WTI and EURUSD respectively 
lost 13% and 5% in a couple of 
days; just to recover their initial 
level in the subsequent week. 
US high tech sector 
experienced the same sort of 
gyrations. The stabilisation of 
the YUAN, contrary to common 
fears, helped stop the one-way 
selling. It also contributed to 
lower currency volatility in other 
pairs, namely JPYUSD, hence a 

diminished pressure on carry 
trades. Absence of corrections 
in past years proved addictive 
for investors. The brutal one 
which is underway is 
consequently healthy in this 
respect. It will ultimately reduce 
the building of excess leverage 
by a too large base of investors, 
including more conservative 
ones. 
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INVESTMENT CONCLUSION 
 
August proved a dire month in terms of performance across all asset classes. 
Volatility resurgence surprised investors who were cautiously getting more relaxed 
in the aftermath of a long Greek psychodrama. The weak economics and financial 
links, emerging markets dependent on natural resources, were particularly hard hit. 
The fall in energy prices proved dismal and is now even threatening the lowest cost 
producers of Middle-East. The on-going liquidity crisis in emerging markets is not 
over. In a worst-case scenario, it may turn into a more global one. 
Markets are very oversold. Policymakers, and among them central bankers, will 
most probably react. The wild card is China, which may surprise by unconventional 
measures. We would take advantage of a significant rebound in risky assets to 
reduce risks. 

Incredibly unloved 
bull markets 
 
US retail investors pulled 
money out of equity and bond 
mutual funds in the same 
magnitude as in 2008… This 
broad-based nervousness 
represented about $8 billion 
withdrawals in equities and 
$16 in bonds in last two 
months. Emotion has definitely 
taken over, ahead of important 
central bank meetings (ECB, 
Fed). If history is any guide on 

classical equities’ corrections, 
it takes twice more time to 
recover than to fall. That would 
translate at best into a rally in 
last quarter 2015. A pre-
condition of a change in 
investors’ panic mode, i.e. a 
calmer Yuan front, must 
definitely set-in by then.  

 

ASSET ALLOCATION 

 

Cash
2.5%

Fixed income
30.0%

Equity
40.0%

Alternative 
investments

20.0%

Miscellaneous
7.5%


