
This time it will be different
The market expects an interest rate hike from the Fed-

eral Reserve (FED) at the meeting on Dec 16th. The
probability of an interest rate increase is 80%. We are
as well of the opinion that FED will increase the rate.

We have never seen a rate increase when the market assigned
probability of an increase less than 70%. We think that pre-
ventedFED fromahike back in September: themarketwas not
ready for that. This time theprobability ismuchhigher.Moreo-
ver, the latest economic figures were quite robust and FED has
no excuse anymore not to hike from 0-0.25% level. It would be
a first rate hike since July 2006. In history the FED has never
been so accommodating for so long. Global repercussions are
simply enormous since the global economy got addicted to an
easy money policy. Emerging Markets (EM) assets and com-
modities look vulnerable. Formany years, an excess of liquidity
was directed to EM. In certain parts of the world that created
assetbubbles. Justa fewyearsago, acupofcoffee inStarbucks in
Moscowwas twiceasexpensiveas thesamecupofcoffee inNew
York; restaurants in Sao Paulo were more expensive than res-
taurants inLondon. To an extent that has already been correct-
ed by devaluations in EM currencies with the end of commodi-
ties super cycle; still we believe there are more adjustments to
come. There are indications that credit cycle is turning at least
in EM space. A ratio of rating downgrades to rating upgrades
spiked in Q3 2015. That’s a bearish signal. We are probably in
for a new EM debt crisis, but this time it will be different from
previous episodes. The problem will be more at the corporate
level, as companies struggle to refinance their external obliga-
tions. It is quite clear that Chinese economy has been growing
at a much slower pace. Both exports and
imports are declining. Chinese firms no
longer need the same amount of raw ma-
terials. The demand is still robust but the
paceof expansion ismuchslower.Chinese
real wages jumped 7.5% in 2014, making it
one of the highest increases in the world.
China is becoming expensive, and the
price for basic services and real estate are

becoming one of the highest in the world. That affects not only
Chinabutalsoanumberof commodityproducers fromEMuni-
verse. In a case of Chinese slowdown, we see deflationary wave
to other EM countries. According to IMF data countries that
appear vulnerable on total external debt areArgentina, Turkey,
Indonesia, SouthAfricaandBrazil.At somepointEMassetswill
become attractive again but we are not at that point yet. The
other asset classes/sectors thatwill face headwind areUtilities,
Telecom and Consumer Staples.

Historically US equities did not perform very well after the
first rate hike. Indexes dropped on average by 8% in the first
three months after the hike. The median S&P500 company
currently trades at a historically high Price to Forward Earn-
ings ratio. In 95 cases out of 100 the companies from S&P500
Index have traded at the lower relative level over the course
of the last 40 years. Low interest rates have supported elevat-
ed equity valuations, but the S&P 500 Price to Forward Earn-
ings ratio should begin to contract as the Fed raises interest
rates. The other warning sign is declining profit margins. Al-
though we do not expect to see recession in the USA in the
next year we are not very optimistic on the performance of
the broader US market.

What is interesting this time is the fact that FED is on a colli-
sion coursewithEuropeanCentralBank (ECB) andBankof Ja-
pan (BOJ).Weexpect further roundofquantitative easing from
both ECB and BOJ. That would lead to strength of US dollar.
That along with tepid global economic growth would prevent
FED from aggressive rate increases in 2016. We expect there-
fore just one additional FED hike for the entire 2016.

What would be a reasonable allocation
for a moderately conservative investor for
the next 6-12 months? We think that inves-
tors should stick to US Treasuries, Treasury
Inflation Protected Securities, USD vs Euro,
JapaneseandEuropeanstock. In theUSAwe
see upside in financial sector and for compa-
nies with strong balance sheet and large do-
mestic sales exposure.

ABOUT EASTWESTUNITEDBANK

Since 40 years in „Villa Foch”

With almost 40 years’ experience in Luxembourg, East-West United Bank S.A. (EWUB)
is a Russian capital bank inaugurated in Grand-Duchy of Luxembourg in 1974. Acting as a
business partner dedicated to building and protecting clients’ interests and to providing them
with tailor-made financial solutions, the bank’s long-standing traditions have been success-
fully adapted to modern society’s needs and in 2013, the Bank has recorded a profit on its
operations for the fifteenth consecutive year. EWUB acts as a two-way bridge between the
East and the West connecting Russian and CIS businesses to Europe and helping European
partners to be established in Russia.

“We expect just one additional
FED hike for the entire 2016”
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