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China: a shift to a commodity-light service economy is rippling through 
China has been the most commodity intensive economic story since World War II. To 
put it into some perspective, over the last 10 years, in spite of being essentially a coal 
consumer, China solely accounted for more than 40% of the total growth in oil 
demand! Commodities demand will long be impacted by the on-going and irreversible 
economic shift. Still, the Silk Road project will restore marginal capital expenditures 
over the long term. 
On the supply side, it is now done with unsustainable capital expenditures and 
esoteric mega-projects. Bad politics is also helping (Brazil). But vulnerable producers, 
in a first phase, accept to sell at distressed prices in order to generate a sufficient 
cash-flow to pay funding i.e. survive. This is temporary, just like the protection they got 
from the forward sale of their production. There comes a time when the music stops. 
Commodities producing countries and firms have remained in denial about this 
tectonic shift. It needs a while to sink in and allow for practical adjustments i.e. 
downsizings.  
Commodity consumers (firms and households) will greatly benefit for long  
 
Oil. The OPEC cartel is officially dismantled 
The OPEC meeting on Friday, December 4th, gave a strong signal: no more output 
ceiling to control prices. Saudi Arabia will continue pumping to protect its market share 
from internal (OPEC) or external (Russia, USA) rivals. The ceiling of 30 million barrels 
per day, established in 2011 by OPEC, by the way disappeared. The emergence of 
Russia, the United States and Iran has required OPEC to give up its production 
constraints, in order to keep its market share. The message to the oil market seems 
clear: nobody wants to cut production. Saudi Arabia formally considered that a drop in 
its production would not necessarily lead to higher prices, as other producers, such as 
Russia, could easily replace it. 
This translates into potential economic and geopolitical risks, prompting some players 
to seek a stabilization of prices towards $60 a barrel. If low prices favour economic 
growth in developed countries, a number of emerging oil producing countries will be 
penalized. In response to international sanctions, Russia has increased its production 
to expand its revenues and strengthen its new geopolitical posture. In selected 
producing countries, the value of oil production accounts for a significant share of 
GDP. Actually, it is the case in Saudi Arabia (57% in 2014), Iraq (56%), Oman (43%), 
Algeria (30%), Iran (30%), Angola (50%) and Venezuela (20%). At the same time, 
Saudi Arabia, Iran and Libya are the only countries that could easily increase their 
production to offset falling prices. But in terms of domestic policy, the situation is quite 
different and dangerous for most OPEC countries: their oil revenues permitted 
generous social policies. Too high budget deficits could force them to drastically 
reduce spending and create potentially domestic social unrest. The price of oil for a 
balanced budget is $49 for Kuwait, $55 for Qatar, $81 for Iraq, $87 for Iran, $96 for 
Algeria, $106 for Saudi Arabia, $117 Venezuela, $122 for Nigeria and $269 for Libya. 

     Performances 2015    
 (December 31st, 2015) 

Equities 
MSCI World -2.7%  
S&P 500 -0.7% 
Eurostoxx +6.8% 
Nikkei +9.1% 
MSCI Emerging -17.0% 
 
Bonds  
US Treasury 10y +1.7% 
US Corporate -0.8% 
Bund 10y +2.1% 
EU Corporate -0.7% 
 
Currencies 
USD index +9.3% 
EUR/USD -10.2% 
GBP/USD -5.4% 
USD/CHF -0.6% 
USD/JPY -0.3% 
 
Commodities 
Gold -10.2% 
Silver -11.6% 
Oil (Brent) -35.0% 
 
Source: Bloomberg 
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« Walking on thin ice »  

 
2016 could be more positive, in spite of risks 
A more favourable stock market is possible in 2016, supported by 1) a recovery 
in profit growth from the 2nd quarter of 2016, 2) a stabilization of commodity 
prices, 3) a stable economic growth (no recession). If manufacturing indicators 
are weak, those in services and private consumption remain strong. The ECB 
disappointed by minimal measures taken at its last meeting, but it will remain 
very accommodative and "will do whatever it needs" to support the economy and 
avoid deflation. The BoJ and the PBoC will also continue to be supportive with 
accommodative monetary policies. 
Not surprisingly, the Fed raised the Fed Funds in December, due to a return to 
full employment. Historically, higher Fed Funds flatten the slope of the curve of 
US interest rates, and this flattening is favourable to equity markets. So the very 
gradual rise in US short rates will not penalize the equity markets. 
However, financial markets remain risky with the recent widening of yield 
spreads - high yield compared to the investment-grade – which anticipate an 
increase of default and a deterioration of macroeconomic conditions. 
 
 
Yellen adopts a safe approach 
As expected, the Fed has not disappointed. The Fed has raised its reference 
target range at its December 16th FOMC meeting, to 0.25-0.50% from 0-0.25%. 
Moving forward, we anticipate four 25 bps increases in 2016, although we would 
highlight that there are risks on both the pace of rate increases and its magnitude 
considering possible surprises on US inflation and economic growth. One of the 
major questions is when will the Fed cease the reinvestment of maturing MBS 
and eventually Treasury securities. This will be a key question moving forward 
for US monetary policymakers. The Fed is expected to maintain the size of its 
balance sheet at a light level. 

Over the next 2-6 months, oil prices will remain low: there is no limit to production 
within OPEC, while Russia compensates international sanctions by increasing 
production. The Saudi strategy has not worked yet: Russia has increased 
production and is also benefiting from the rise of the dollar against the rubble. So 
far, the US shale sector has resisted much better than expected, namely thanks to 
productivity gains. 
Oil market experiences a new regime. Maintaining and gaining market shares 
remains the No. 1 priority of Russia and Saudi Arabia. The United States do 
not control anything, as 100% of the oil companies are private. 
 
 
No expectation of a Japanese ¨QQE3¨ 
The Japanese economy continues to face headwinds. In order to boost the 
economy, the Japanese government will likely unveil a supplementary budget in the 
near term. Meanwhile, we assess that further monetary stimulus in the form of 
another QE is unlikely. Japanese monetary authorities remain confident that the 
BoJ price stability target of 2% yoy will be achieved within the foreseeable future. 
The JPY was one of the worst G-10 performers in 2014 but has held up relatively 
well against the backdrop of a generally stronger USD in 2015. The JPY will not be 
“debased” again. 

Will Russia be respectable 
in 2016 again?  
Western governments presented a 
united front in imposing economic 
sanctions on Russia in the wake of 
Ukraine invasion in 2014. The 
sanctions damage considerably the 
Russian economy. Putin’s intervention 
in Syria is proving ineffective, due to 
the weakness of the government, who 
has lost control of the major portion of 
the country. The spectre of the 
humiliating Afghan retreat in 1989 will 
prevent Russia from contemplating a 

necessary ground military 
intervention. In the aftermath of recent 
terrorist attacks in Europe and in spite 
of the showdown with Turkey, a 
convenient community of geo-political 
interests has built between Russia 
and the West. It will become 
increasingly difficult for Western 
countries to continue applying 
economic sanctions to Russia, 
beyond the recent 6 months renewal 
of it by Europe. A likely stabilisation - 
granted at a low level – of energy 
prices and of the Rubble are obvious 
preconditions to fully engage. A 
domestic economic recovery might 
take place by the end of 2016.  

Russian assets (corporate bonds in 
hard currencies, government 
bonds in Rubble) deserve interest 
in the near future 
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INVESTMENT CONCLUSION 
 
The early weeks of the New Year deserve particular attention. Fundamentals remain 
in principle supportive, but critical issues, namely in emerging and credit markets 
need to rapidly stop deteriorating, for markets to thrive. The US dollar may keep on 
benefiting from the improvement of the US economy.  
 
Many companies have increased their debt in a very low interest rate environment 
to finance expensive acquisitions or to fund the dividends or, in the oil and mining 
sector, to increase the current and future production. If the fall in commodity prices 
were to continue, we may see the concretization of this default risk in the segment 
of small and medium-sized companies, coupled with the suppression of dividends 
among major oil and mining companies; a specific sector risks that could spread to 
all financial markets. 
 
Absent such kind of undesirable accidents, valuations (PER) are obviously not 
anymore cheap, but not extreme either. We could expect an expansion of multiples, 
provided a - stabilization - scenario of the Chinese economy and commodity prices 
materializes.  

Currencies. IMF Yuan 
inclusion is a non-event 
 
The IMF approved the addition of 
the Chinese Yuan to its basket of 
reserve currencies, as widely 
expected. The SDR inclusion is 
seen as a validation of China’s 
efforts to open up its economy and 
capital markets to foreign investors. 
It should encourage more inflows, in 
order to facilitate the process of 
deleveraging in the domestic 
economy. This decision comes just 
after China took another major 

policy step in opening up the 
interbank FX market to foreign 
reserve managers. The weight of 
the RMB in the new SDR basket will 
be just below 11.0%. The RMB’s 
inclusion is not likely to have any 
significant impact in the near term. It 
will induce global central banks to 
buy RMB assets. The main loser is 
the EUR, which will drop to 31% 
from 37.5% as of October 1st, 2016. 
The other ¨rebalancings¨ are largely 
negligible. The levels will be 41.73% 
for the USD, 30.93% for the EUR, 
10.92% for the CNY, 8.33% for the 
JPY and 8.09% for the GBP. 
The EUR will remain weak i.e. the 
most appropriate ¨funding 
currency¨ for speculators 
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