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China Export Competitiveness Suffering Due to Overvalued Yuan...
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Figure 4. EM currencies weaken after China’s exchange Figure 5. Taiwan, Korea and Singapore have significant real
rate reforms linkages with China
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: B North Asia Invertory Ratio
Asian companies cannot afford to i
continue holding large inventories

of unsold goods.

+ However, faced witha weak world

trade environment, clearing

inventories is proving problematic.
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The New Asian Financial Crisis will be Driven by Corporate Debt Defaults...

Dollar Damage

The US. dollar’s surge is hurting companies in emerging markets that
borrowed by issuing bonds in dollars instead of the local currency.

U.S. dollar vs. U.S. dollar-denominated corporate
emerging-market currencies bonds issued by year

140 trade-weighted dollar index $300 billion 2014: 3276,1%

Dec. 26:138.9
A7.4%in2014

January 1997=100
S O e Ao e o]
2014 2000 ‘10

Sources: Federal Reserve Bank of St Louis (dollar index); Dealogic (corporate bonds)
The Wall Street Journal
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Singapore: Private Sector Leverage More Dowaside In Banks And

Has Surged Property Stocks
T SINGAPORE":

BANK STOCK PRICES
INLOCAL CURRENCY TERMS.

- SINGAPORE:
TOTAL PRIVATE DEBT*
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Will Capital Outflow Breakdown the Safest of Asian Currencies? v E":‘""“‘“

Capital Outflows Have Offset Interest Rate Spread Between
The Current Account Surplus Singapore And The U.S.

% of - %of  BPs BPs
GDP SINGAPORE: GDP

~—— CURRENT ACCOUNT BALANCE
~"~FINANCIAL AND CAPITAL

SINGAPORE VS. U.S.:
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A Long Tale of Gold, Copper, and Inflation then Deflation

Metals Industry Heading for Large Scale Insolvency x 1,000
2000

Commodities Bubble Bursting is Historid is Size, Scale, and Scope

1500 Bl -

500 l I l 1 ".

1970 1975 1980 1985 1890 1985 2000 2005 2010 2015
—— LME-Copper Grade A Cash US/MT (RH Scale) Gold Bullion LBM U$/Troy Ounca
Source: Thomson Reuters Datastream
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2025: Shifting Global Landscape
Relative Certainties Likely Impact

® Aglobal multipolar systemis
emerging with the rise of China,
India, and others.
The relative power of non-state
actors - businesses, tribes,
religious organizations, and even
criminal networks—also will
increase.

Continued economic growth—

coupled with 1.2 billion more

people by 2025—uwill put pressure ¢ Unless employment conditions change

on energy, food, and water dramatically in parlous youth-bulge states such as

resources. Afghanistan, Nigeria, Pakistan, and Yemen, these
countries will remain ripe for continued instability
and state failure.

The need for the US to act as regional balancer in
the Middle East will increase, although other
outside powers—Russia, China and India—will
play greater roles than today.

Source: US National Inteligence Counci 30
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South China Sea Icidents Rising

|
|

This map and Its assoclated
timeline show major events of
record that have occurred since the
mid-1950s. The majority of these
incidents have occurred In the past
decade.

Click on markers for incident details.

The number in the ‘2 indicates the number
of events at each location.

Visit Timeline =

Utk S5 342 $83 7|20l 3= 2017d0] t7fer o
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South China Sea
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Construction activity

MALAYSIA
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Will Capital Outflow Breakdown the Safest of Asian Currencies? Sooy
Capital Outflows Have Offset Interest Rate Spread Between
The Current Account Surplus Singapore And The U.S.
% of %of BPs i BPs
GDP SINGAPORE: GDP
— CURRENT ACCOUNT BALANCE
=== FINANCIAL AND CAPITAL
SINGAPORE VS, U.S.:
30| ACCOUNT BALANCE 43 600F 1-YEAR SWAP RATE SPREAD - 600
23%
500 < 500
20 42 400 4 400
300 4 300
10 7110 200 The widest spread - 200
since Asian crisis
100 [~ - 100
0 T 0 ™
: A 0 W 0
S AN R 100 |- 4100
0[S > q-10
b N “»'“‘ . ' \,l.\/,' -200 - -200
2 O @ d20 300F o= -300
ANRLYTICS 400 AIATES - -400
©BCAResearc h 2015 -23% ©BCAResearc 2015
Y Y Y S Y [ v | ) T T 1 I |
2000 2002 2004 2006 2008 2010 2012 2014 2016 1996 2000 2004 2008 2012 2016

A AAA o) el $-2li 4] Z71e] ezt ks s
oA 319 B BEYSUT 1T 1 oAk v EAE v
Utk Fglo] BUHS7HL? 1953904 AAfo] o] 2 7|7k o]
1814E2E] 19148711 AR 7F8 71 Tt AA|F E50] A]7]
ATt Akt clac] e sk 271 AoloA] T
7} uhebd AU, AA| SAel A AAE, AAA, Ak A
2 B% zgele] § o WE AR A ow dake At
et 0] Wit WEL B ) oalojolq A HAmUE
Aotal7] glal Yok iy, uhe ul=e Wit gl s
%) gkomiA Blo] 91%=| 3 Qlryrh,

obAJo ] )it to Asi)2HILA? hete] ofilolize] Hoeti
Sl o] o BASU? 2/t 5 AFa}x 7] uho] 13

ol
-



o 4 WA Lo} obAlot @31 Ak ol3] FEoIA Bof Lhex]
B Q5T Aol Weh 2 AASte] o e wo] g

o

of] AIAF-SAE (World Trade TowedQ} 02 7L ZAGHL: uf
Higizol o A}l vl-g- Hefgheh, mi=o] AlAIFA =717}
2 5 YAl wheh g Ao] Z-Huth AAIFE =71 A7
2 7P} obdutt, 27t et A= ofi AR AlAE Al

i

=
S
i
T
1_.
_‘>i
T
T
i)
>
N
ol
i
=(I)=A
_9_‘
o
<
T
¥
i
i)
o
I
lo
"

e osle giHa AAlelA mlaehe BEska st @4
Hjol g o] st ol Ay,

* 1870 to 1914 represented the high water mark of 19th century globalization.
Globalization involved increasing transfers of commodities, people, capital and ideas
between and within continents.

* Intra-imperial tariff reduction and the widened use of the gold standard deepened trade

 Intra-European and extra-European trade reached a high point in 1913. European
trade roughly quadrupled in real terms between 1870 and 1913

* Prices for everything from commodities , such as wheat, to manufactured good steadily
converged.

* Cross-border capital flows and foreign direct investment boomed. Foreign assets
accounted for 7% of global GDP in 1870 but nearly 20% by 1900-1914 (a level of
integration not met again until 1970).

Globalization, 1870-1914, Daudin, Morys, and O’Rourke
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THE SA TURDAY
POST

American Hegemony is Waning Globally

Free trade system in decay
Global financial status diminished
Declining use of the dollar
Bulging fiscal imbalances

Anemic economic recovery compared to norm
Involvement in long, costly wars

Fraying alliance systems in Europe and Asia
Increased isolationist thinking

Rising strategic rivals in Asia and Middle East
Shrinking US naval power

o] 182 19249 7Y 42 JZ M(Uncle Sam, 1| A H)o] ZL 5
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SU7F? Ao iy, Aol dofd 7Aool Arkal wutH,
AR, AR oln] AIRFE IS U SEollAl ARe-Hokealote} ot
2 o|En} “AZE 259 u=E(Muddle East Meltdown) o] FH ol =95
Ytt, oFa]E]R|Richard Armitage) A +F-5 HARM 0] S5 (Middle Fast)
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The Emerging New

Asian Economic
Disorder:

-

Fault Lines, Fissures,
Fractures, and Failures”

David L. Asher

Principal, Vital Venture Capital LLLC
Senior Fellow, Center for a New American Security

One thing we need to think about is the unthinkable. One of the
unthinkable events you have always thought about in Korea is what
happens in the North. But you had an unthinkable thing happen before,

the Asian financial crisis, which I don’t think anyone really expected

1) This is a transctipt of the speech by Dr. David L. Asher at the IGE/Samsung Electronics
Global Business Forum on September 11, 2015. The views expressed here are the

speaket’s.
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would occur at the level of severity it did. I see the emergence of the
type of characteristics in the financial markets, in economies, and in
politics and strategies among different states that opens the door to a
different and potentially an even complicated, more distressing situation.
It is not necessarily a situation that Korea loses out. It is just a situation
that if Korea does not have a strategy thinking ahead, then it will be a
problem. I think it is a situation where countries that have been relatively
quiet in terms of their actions partly shaped by their own economic
inadequacies may begin to play a more decisive role. So these are the
fault lines. Fault lines are what you have in an earthquake; a fissure is a
hole; a fracture is when something breaks; and we know what a failure is.

So I am looking at the new Asian economic disorder. But I want
to stress that I am speaking strictly personally and thoughtfully and 1
am not representing anyone. Based on my calculations and those of
many other market economists, the true economic growth in China
today is less than 3%. 3% is optimistic, actually. Moreover, the renminbi
(RMB) is at least 20-25% overvalued according to the IMF’s analysis. I
think the balance of payments, despite the huge reserves that China
has accumulated, could be strained in the coming year. Even without a
revaluation, if the Chinese trade keeps defending their currency at this
level, they are going to start running out of money. One thing I should
point out is China has used its currency reserves as collateral on a lot
of other investments, so it does not necessatily own money in the bank
that they can just intervene with whenever they want. It is very hard to
understand the structure. It is very obvious that China’s own internal

disorder is impairing its emerging market and developing market trading
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partners, including Korea.

I have been very aggressive about trading global commodities on
the short side and global oil. I have been extremely short on oil for 9
months. It has been a very profitable trade. I see no reason to stop. I am
back planning for the market to fall on a much greater level. Part of that
is shaped by geopolitics, i.e. by what is going on with Iran and with Saudi
Arabia. The problem is that the new Asian economic disorder can turn
into an outright Asian financial and economic crisis unless we get some
decisive reflation in China and other economies, structural reform which
has been much talked about but not much done, and free trade. Trans-
Pacific Partnership (TPP) is critical because it will create an anticipation
of greater integration rather than greater disintegration which is where
we are going right now.

The Chinese economic crisis, moreovet, is not necessarily about
the economy. It is about the Communist party. It is between capital
and labor, except that capital is the Communist party and labor is the
people. So it is a very interesting situation for the Chinese. The elites,
the capitalists, and the mercantilists are the communists. Based on
his current trajectory, my fear is that if President Xi Jinping, does not
change his economic strategy in line with his announcements, then they
are going to be much more nationalist, mercantilist and expansionist.
That is why they are showing all these weapons. They can say
everything they want about peaceful intentions which I do not believe.
Asia’s economic and political disorder is part of a broader decline of
hegemonic, political, military, and economic stability globally. I blame
the United States in part for this.
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Here is the Li Keqgiang Index. Before Li became the Premier, he said
he had little faith in Chinese official GDP. He preferred, instead, to
look at electricity consumption, rail freight values, and credit growth.
Accordingly, we constructed our own China Momentum Indicators

using these variables estimating appropriate weights and seasonal factors.

Based on that, the Chinese growth is 3%.

CHINA
Leading Economic Indicators
BCA CHINA ECONOMIC LEADING INDICATOR :’:’:fn":s':m MANAGER MANUFACTURING INDEX]
g u
|‘)J (-0.93 Jul) 2 60 | g 60
i\ ‘
| Juof\ 1
i+ \ jl i r}‘ K ‘\'u’\J I\Jl“ J" f\,\q
|
W 1 I\ 50 'l Vi A s
, ; AW % | ‘;ﬁ\ o || ‘
u A [IARY |
VAT w
» | oy 40 | 40
r L.'; | EE
[~ OECD CHINA ECONOMIC LEADING INDEX ] Ann% [T PMiNEW ORDERS?(49.70 Aug) 7
' (6.52Jun) Chg 70 470
i A 25
i 1
I\ i \
N N 20 60| f‘u’\‘i‘ Am( Mo + 60
NN aul VY M
LSV N /1\/ :' [ d4s \‘ | \ \/\/\, WAL
V/ \ (\ / | | ‘\/\ 50 I“ VvV 150
| / |
13 / | 10
|/ v | | v\ |/
\/ \ 40 | 740
g \ -5 |
|
L _ T N R N TR N N T B
_ _ 2006 2008 2010 2012 2014 _
ENTREPRENEUR CONFIDENCE INDEX
. NBS* CHINA LEADING INDEX (114,50 Jum)
it (98.71 Ju) 118 140 - /H q 140
I YA,
I i / /
1A 110 y N
[ 120 :\\ / \ 1 120
/ \/ \
it ’( - 105 !
0 A ,\
v1 N fv m/f“ um \‘; "M 1001 7 100
) u Y, 100
L | T T R R N S N B R
_ 2002 2004 2006 2008 2010 2012 2014 _
NBS* BUSINESS CYCLE SIGNAL
LEADING INDICATOR ( 69.30 Jul) 125k CONSUMER CONFIDENCE INDEX 1 125
o - 150 /| (104.48 Jun)
A\ /| :
ha oF (], 4120
. [BRTR | Y
i ,“ '.‘Ll A [l‘ 7125 M5 | H\" N 4115
i ‘ A o N
N \ 1
f V-k I ANLY] mof) /“‘ m;", Al 110
W Iy A + 100 v 'V A i
[ N [\ 105 \/ | Y |/ "r f\" {105
| Y (YR ! VI ¥
| Y | (A 100 - U 100
;
{ 1
‘V | 95 7 %
© BCA Research 2015 © BCAResearch 2015
N T T Yy ] N A |
1395 2000 2006 2010 2015 1895 2000 2005 2010 2015
*NATIONAL BUREAU OF STATISTICS OF CHINA *SOURCE: NATIONAL BUREAU OF STATISTICS OF CHINA

98



Look at how low all the leading indicators are, based on China’s own
statistics including some of China’s own statistics from the National
Bureau of Statistics that we have constructed. They are at the levels of
the crisis in 1997-98 and 2007-09. We are heading right in the exact same
direction. This is their data. Now you can say the Purchasing Managers
Index (PM) is a little more optimistic. But I can say also that the problem
is that inventory accumulation in China is going through the roof. That
is why we are seeing something of the export statistics showing huge
volatility. Essentially, they are dumping and it is going to become a big
issue in the US Congress soon. Consumer confidence has been the one
hold out, but the problem is that when people start losing their jobs, they
are going to become less confident. China is faced with an existential
ctisis due to its own currency policy. Everyone is talking about how the
dollar has rallied but look at how much more the RMB has rallied over
the last 5 years. Why have the Chinese authorities let their currency go
up this much? I think it is because they got a little bit arrogant and they
got very full of their economic power. They thought they were the new
first largest economy in the world. They wanted to create, as Governor
Zhou Xiaochuan of the People’s Bank of China outlined, a RMB
clearing sphere for currency in Asia. They wanted a strong RMB to be
able to project power through the Asian Infrastructure Investment Bank
(A11B). I think they have been living a dream that will now become a bit
of a nightmare.

They will argue today that their currencies remain significantly
overvalued and I talked to the Chinese about this. Look at the slide

below objectively.
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China Export Competitiveness Suffering Due to Overvalued Yuan...

S VA A *

- \VA‘ i ! \A /\[A\ I\/\A -

. fa¥l | AVA:/\/ Y \/V A ls

RELVAVAY, '\ 8 /Al
v V V/

2010 2011 2012 2013 2014 2018

= 1Y % change of EXPORTS : China ex Hong Kong and Macau (Country)
— 1Y % change of EXPORTS : Japan
e 1Y % change of EXTRA-EMU EXPORTS (SA) : Eure Zone (RH Scals)

Source: Thomson Reuters Datastream

Looking at the beginning of 2015, You get a statistic that jumps
like this when somebody is letting massive amounts of excess steel or
aluminum hit the market. Since China devalued, the RMB trading band
was increased in March 2014 by 2%. As the stock market in Shanghai
started to fall, outflow of capital from China started to increase. It
became like a waterfall of capital flowing out. There is no way they can
maintain this currency level in my mind because they are facing a run on
the bank. A lot of Chinese entities are setting up these import-export
dummy companies. They are buying stuff, for instance in Singapore,
but they are not really buying anything from what I hear. They are just
exporting capital to places like Singapore and maybe even to Korea.
They are falsely invoicing their imports into China to get the money out.

So there is a huge decline in the RMB foreign exchange reserves. This is
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extreme. Anytime you see something move that large in one month, i. e.
$97 billion drop, that is bad. Then the question is: “Is this really going to
be steady A-shares?” They have just stopped the market from trading in
many ways. It is not just price keeping operations, like the Japanese did
in the old days. By the way, the Chinese Communist party is threatened
by capitalism even though it is a capitalist-communist economy. These
contradictions are really important to understand what is going on.

China’s creeping devaluation has led to a collapse in the Morgan
Stanley Capital International (MSCI) Emerging Markets Index. This is
an absolute collapse, levels in which we have not seen in a long time,
since 1997-98. The Shanghai Stock Exchange, which started a year ago,
is also backwards compared to KOSPI and TOPIX. In March of last
year the Chinese government was facing economic downturn at the
beginning of it. They decided, basically, to create a financial bubble of
sorts because they allowed incredible amounts of leverage to be used
by stocks in Shanghai. What has happened is that the RMB and the
Korean won have had to be in a competitive situation because Korea is
an exporting state that is very much integrated with China. It has echoed
the policies in effect. I do not blame you. But is Korea ready to let its
currency drop by 25% more if the Chinese let theirs adjust in October?
Korea has to start thinking about that because the economies of Korea
and China move hand in hand.

Let’s have a close look at Korean exports to China. The Korean
economy basically is being driven by Chinese demand, whether you like
it or not. China has been growing, doubling its GDP every 10 years. The

problem is it is not doing it now. In fact, import volumes from China
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are falling. Import volumes across emerging markets are falling. These
are bad leading indicators. Emerging market bank stocks, which I watch
very carefully as a leading indicator, are falling at the fastest level since the
2008 crisis. It is just the velocity. What makes this crisis different from
1997-98 is the incredible run-up in the private sector debt and corporate
debt across the emerging markets, especially in Asia. A lot of it is people
building big, such as a Korean steelmaker building an Indonesian steel
plant and lots of mining projects in Australia. The amount of leverage
associated with these projects is extraordinary, which is over $30 trillion.

People ask if an Asian financial crisis and emerging market crisis are
going to affect the world economy. Definitely! And you can see that
market capitalization in emerging markets has been really collapsing;
The interesting thing is that developing markets have been increasing,
But the problem is that this is a problem we are going to face again with
US leadership, especially at the end of the Obama administration. The
US in 1997-98 was growing economically at 4.4% on average. The stock
market went way up; inflation went down; and the price of gasoline
drove consumption because it collapsed. People were driving like crazy,
buying internet stocks and second houses. America did not really take
responsibility for the Asian financial crisis.

China’s real GDP is falling, but so is US household debt. The
interesting thing is China’s consumer of last resort is the US. But the US
consumers have been remarkably stingy and conservative. They were
burned by the 2008 crisis and changed their behavior fundamentally. It is
one of the reasons why the US economy is growing not as fast as people

have hoped. On one level, that is good. We have no inflation. We have
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full employment. Emerging market currencies have been dramatically

impacted. See the foreign exchange losses and gains since 11 August

2015 in the graph below.

China Currency Shock on EM

Figure 4. EM currencies weaken after China’s exchange Figure 5. Taiwan, Korea and Singapore have significant real
rate reforms linkages with China
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Basically, the trading value of average emerging market currencies is
about 4% off, which is in line with where the Chinese are. But everybody
has been hit. The share of Australia’s exports to China as percentage
of its total exports is over 30%; Taiwan, 20%; and Korea, over 20%.
But if you look at the value added to China’s exports as percentage of
the total value added, the exports as total percentage of GDP are much
less. In Australia it is about 9%; in Taiwan, 15%; and in Korea, 14%. A
lot of what Korea is doing is being imported to China. The first thing
that China is doing is not from Korea but it is importing materials from
emerging markets. But China imports from Korea a lot of industrial
machinery. Energy is the other piece. That is coming from the Middle

East and Southeast Asia.



The key thing is that the wotld economy is very much leveraged to
China and China is very much leveraged to the world economy. It is
not at all isolated. We see some very disturbing trends. Asian ex-Japan
export growth has been falling at a very rapid pace, which is the most
rapid pace since the Asian financial crisis. Export volumes atre in an
absolute contractionary phase. This is especially problematic because
the whole world trading system has not recovered from the 2008 crisis.
Global trade is still down 12-13% pre-crisis level. I get worried about
this because I am going to talk about how this fits in with history, not
just with the current data.

Obviously, one of the things going up the fastest is mineral fuels.
We are going to see huge bankruptcies in a lot of industries and one of
them is going to be the gas and oil industry. What bothers me today is

also inventory in North Asia — Japan, Korea and Taiwan.

Asian Inventory Liquidation (dumping?)

North Asia Inventory Ratio

Asian companies cannot afford to et

continue holding large inventories
of unsold goods.

However, faced with a weak world
trade environment, clearing

inventories is proving problematic.

Although not as massive as 2007-08, a massive inventory increase
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goes all the way back to 2002. 1997 was the last time we had inventory
buildup like this. So, the question is what is going to happen with this
inventory. I think a lot of it is going to get dumped. And this is why
TPP is so important. If we do not get TPP, we are not really going to
have a firm, clear global trading order. The rules of the World Trade
Organization (WT0O) are already broken down. The WTO is becoming
increasingly irrelevant to world trade. The whole dispute settlement
mechanisms are broken down. When people start dumping, it is going

to lead to protectionism.

The New Asian Financial Crisis will be Driven by Corporate Debt Defaults...

Dollar Damage

The U.S. dollar's surge is hurting companies in emerging markets that
borrewed by issuing bonds in dollars instead of the local currency.

U.S. dollar vs. U.S. dollar-denominated corporate
emerging-market currencies bonds issued by year
140 trade-weighted dollar index $300 billion .....2014 $27611B
Dec. 26:138.9 3
A7.4%in 2014
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125 oo gy [¢]
2014 2000 10
Sources: Federal Reserve Bank of St. Louis (dollar index); Dealogic (corporate bonds)
The Wall Street Journal

In terms of dollar denominated emerging market debt, we are
up over 40% over the 1997 level. There was a 7.4% increase in 2014
alone. Creditors of companies like Asia Pulp and Paper, the biggest
bankruptcy in the history of Asia which was a $14 billion bankruptcy
on bond default, were never able to take control of Asia Pulp and

Paper’s stock. They escaped to China and moved a lot of their money to



China. The emerging market debt market has never got smart. So a lot
of people were smart to issue debt but there is just going to be a lot of
default. Who holds all this debt? A lot of them are being held by credit
linked loans (CI.1s) and other structures that are owned by money market
funds. So the danger is that when China coughs, we catch avian flu and
it affects even our bank accounts. This is just a sign of how much debt
there is compared to 1996.

Indonesia is the one that looks different, but that is because it has
been borrowing so much in the Singapore banking system and it
has been issuing debt to Singapore. Singapore has become a massive
financial hub. Singapore’s total private debt to GDP is 290%. Singapore
bank stocks have gone way up. Is this market going to fall? The real
estate price in Singapore is breaking down. Everyone has been putting
his/her money in Singapore and Hong Kong as safe havens. These
markets are in a bubble. Singapore has been a very stable, important
player in Southeast Asia, but they are facing a bubble.

Singapore: Private Sector Leverage More Downside I Banks And

Has Surged Property Stocks
f
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Why is there a reason to think that this can become an outright
financial crisis? Asian countries have accumulated huge currency
reserves, but now these currency reserves are falling dramatically
year-on-year. They are now in negative decline. Unless something
changes very soon, we are going to start to reverse the huge buildup in
foreign exchange reserves. Moreover, credit growth in Asian and Latin
American economies is still increasing; There is a sort of negative cycle

in play that I could be worried about.

Center fora
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Singapore’s current account balance was about 23%. The IMF says:
“Oh great, there is no problem”. Look at the capital outflow of the
financial capital account balance. It is negative 23% of GDP, which is
the exact same as the current account surplus. Their current account

surplus gives them no security. The one-year swap spread on the
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Singapore dollar versus the US dollar stands at the highest level since the
Asian financial crisis. Could it go up to the 1997 crisis level? Certainly,
if we keep seeing the currency outflow at the level we are seeing here.
They are maintaining their currency like the Chinese are maintaining
their currency, but there is going to be a breaking point.

One of the things that are going to break things down is the massive
flood of oil. At one level, oil is really good. There are lots of reasons
why a country like Korea should diversify its economic strategy a bit
and be more consumer-otiented. The price of oil is collapsing and it is
unstoppable. It is because of politics. Iran is threatening Saudi Arabia
and Yemen. The Saudis are flooding the oil market in retaliation. It is
an oil war and economic warfare. We had economic warfare before.
Saudi Arabia, in order to try to enforce the sanctions against Iran and
to put pressure against the nuclear program, flooded the market and oil
prices collapsed in 2011 and 2012. Then you have a huge surge in Iraqgi
production and a huge surge in Saudi production. At the same time, the
light tight oil (1.10) production, ie. the shale field in the United States,
skyrocketed. I am guessing 50-60% of all US shale oil producers will be
bankrupt by the beginning of next year. But that does not mean they
will stop pumping, These are not major oil producers. They are owned
by medium and small companies which are highly leveraged. If they go
bankrupt, people who have the credit are going to seize the collateral
and pump every drop they can from those oil wells. So the total supply
is not going to stop. We are going to see a massive washout. I believe
that Brent Crude will be at $35 by the end of this year and Western

Texas Intermediate (WTT) at $25. Now, gasoline in the United States,
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Korea, and Japan is going to be the cheapest in history. Also, in China
it will be so to the extent that they let it be unregulated. In that sense, if
you can re-orientate to the consumer, it is going to be great. In fact, a
lot of industrial production, a lot of the chemical industries, and a lot
of people that can win in this scenario are going to make huge profits.
But, people who are leveraged to those credits in the oil sector, including
some of the oil majors, are going to fail. Their stocks are predicting
some sort of problem.

But look at the commodity cycle. This is the tale of gold and copper
booming and busting. This is the price level through all the boom and
bust cycles in the 1970s, 1980s, 1990s, and today. Today’s cycle is not
going to last. When that happens, is the Australian gold industry going

to survive? I doubt it. It will survive, in that somebody else will buy it.

A Long Tale of Gold, Copper, and Inflation then Deflation
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The point is credit default spreads. This is the credit default spreads
(cDS) for Asian metal producers. There was a much higher level of
default back in 2012-13. Now it is extremely low. The markets are not
pricing this. Even the CDS through Asian super senior credit defaults
like in China and in places like Malaysia and Indonesia are about 240%
above the 5-year lending rate. The likelihood of defaults in Malaysia is
probably twice that. The credit default markets are not deep enough
to be giving us accurate predictors. But they are not predicting and the
markets are mispriced. Credit ratings are more accurate. The credit
rating trends are definitely in the negative direction. There are a lot more

downgrades than upgrades emerging,
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Why does this matter from a strategic standpoint? The US CIA’s

National Intelligence Council Report four years ago noted: “A global
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multi-polar system is emerging with the rise of China, India, and others.
The relative power of non-state actors such as businesses, tribes,
religious organizations, and even criminal networks also will increase.
Continued economic growth, coupled with 1.2 billion more people
by 2025, will put pressure on energy, food, and water resources. That
pressure will occur whether there is growth or not, just because of
population, so economic growth does not have to occur. There is going
to be even more pressure if there is no economic growth. The potential
for conflict will increase owing to rapid changes in parts of the greater

Middle East and the spread of lethal capabilities.”

2025: Shifting Global Landscape
Relative Certainties Likely Impact

® Aglobal multipolar systemis

emerging with the rise of China,
India, and others.

The relative power of non-state
actors - businesses, tribes,
religious organizations, and even
criminal networks—also will
increase.

Continued economic growth—

coupled with 1.2 billion more

people by 2025—will put pressure Unless employment conditions change

on energy, food, and water dramatically in parlous youth-bulge states such as

resources. Afghanistan, Nigeria, Pakistan, and Yemen, these
countries will remain ripe for continued instability
and state failure.

The need for the US to act as regional balancer in
the Middle East will increase, although other
outside powers—Russia, China and India—will
play greater roles than today.

Source: US National Inteligence Counci 30

The spread of lethal capabilities in the Middle East is unbelievable
right now; the spread of the actual rise of warfare. “By 2025 a single

“international community” composed of national states will no longer
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exist. Power will be more dispersed with the newer players bringing new
rules of the game while risks will increase that the traditional Western
alliances will weaken.” I actually think the alliance with the ROK and
the United States is in pretty bad shape right now and getting worse.
It continues: “Shrinking economic and military capabilities may force
the US into a difficult set of tradeoffs between domestic versus foreign
policy priorities. The need for the US to act as a regional balancer in the
Middle East will increase, although other outside powers —Russia, China,
and India — will play greater roles than today.”

What the report missed is what is going on in Asia today. What is
going on in Asia today is not just the Chinese economy booming, The
Chinese defense spending has been skyrocketing, China is not a status-
quo power. It is going to seek to dominate the South China Sea as the
US has dominated the greater Caribbean basin. It is like a Monroe
Doctrine. And that is exactly what they just did with the Victory over
Japan Day parade on September 3. Did you notice how many steps the
soldiers were making? 121 steps. Why? 121 years ago was the end of
the Sino-Japanese war. Who lost that war? China. What is China saying
to us? They want to change and reverse history back toward the world
that existed before the Sino-Japanese war. I am pretty worried about
that. Think about how many incidents occurting just on a yeatly basis in
the South China Sea. This chart is from 2.5 years ago. Now there would
be so many more red dots on this chart in terms of maritime incidents
between Chinese coastal guards or Chinese naval vessels and other

regional vessels.
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This map and Its assoclated
timeline show major events of
record that have occurred since the
mid-1950s. The majority of these
incidents have occurred In the past
decade.

Click on markers for incident detalls.
The number in the ‘2 indicates the number
of events at each location.

Visit Timeline =

They are building these coral reefs. Admiral Harry Harris calls it
the Great Wall of Sand. They are building landing strips for airplanes
in places like the South China Sea. I would be very worried if I was in
Taiwan. I would be very worried, going towards 2017, which would be

an important anniversary date for the Chinese Communist Party.
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I am very concerned that this infrastructure will take about two
years to finish in terms of full military facilities. I think they will finish
it. There is no reason why they spend this much money building it. But
they are doing it because as the Chinese economy slips, the mercantile,
imperialist side of China is coming out. And look what they are showing
us. They are showing us missiles. These missiles here can be launched
and can destroy our aircraft carriers. They can also be launched and
destroy Yongsan base. These things are extremely fast and accurate
and very scary. But then they showed us their new bomber, finally. It
can drop nuclear weapons. It can drop massive, conventional payloads,
and it is refuellable. It can fly to the United States. What was happening
at the same time they were doing their 121-step march? They were
sending five-ship flotilla to the Lucian islands in Alaska, coming into my
country’s territorial waters. This is the most provocative demonstration
of force and a violation of my country’s sovereignty ever by the Chinese.

What is even more unwise is that China’s cyber offensive operations
against all of us, including Korea, are out of control. They are treating
the world system as if they can just rip it apart. The thing about cyber
security and why it matters is that the world runs on the internet.
Globalization and cyber integrity are integrated together. And cyber
thievery, cyber espionage, and stealing intellectual property that has
taken billions of dollars in investments by Korean companies and
American companies to develop and building the exact same thing in
China without paying us any royalty will undermine capitalism. If you
want to promote a communist or a socialist system, I guess that is one

way to do that. Why does this matter? I did my doctorate on economic
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history of Japan but had to study all economic history going back to
Babylon. I studied the economy of pre-World War I Europe for one of
my thesis papers. Pre-World War I Europe is a good analogy as to where

we are today. It is not just on the strategic level but it is economic.
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Pre World War I, we saw a breakdown in the long cycle and the
balance of power in hegemonic stability. That may be repeating itself.
What was the breakdown? The period of 1814-1914 was the longest
period of prosperity and economic integration in the world history until
the period of 1953-today. Moreover, the CIA says there is going to be
multi-polarity among competing powers. There is not a single historical
precedent in the world history for a stable transition to economic,
political and strategic multi-polarity. China is on a course towards

militarized hegemony in Asia based on its actions and words, while



America is a reclining power whose actions do not match its rhetoric.
Pivot to Asia? How about retreat to Asia? We are really trying to get
out of the Middle East and come here because we do not like the Middle
East, but we are stuck there. The dark side of globalization is expanding,
Le. cyber crime. Warfare is getting flat. It is getting very cheap to fight
asymmetrically. The balance of power system that we built is very fragile
to outside intrusion as we learned 14 years ago today at this time when
the World Trade Center and Pentagon were attacked. Much depends on
whether the US can become a globalist power. A globalist power does
not mean a global power. We are not the only power, but we want to
lead the globe and make it a safe place for all to trade and prosper. We
need to do that again, but instead our policy is to shield ourselves from a

dangerous globe. That is what President Obama is doing;

: _— S o7 . -
1870 to 1914 represented the high water mark of 19th century globalization.
Globalization involved increasing transfers of commodities, people, capital and ideas
between and within continents.

Intra-imperial tariff reduction and the widened use of the gold standard deepened trade

Intra-European and extra-European trade reached a high point in 1913. European
trade roughly quadrupled in real terms between 1870 and 1913

Prices for everything from commodities , such as wheat, to manufactured good steadily
converged.

Cross-border capital flows and foreign direct investment boomed. Foreign assets
accounted for 7% of global GDP in 1870 but nearly 20% by 1900-1914 (a level of
integration not met again until 1970).

Globalization, 1870-1914, Daudin, Morys, and O’Rourke

116



We saw convergence and globalization before. That is what happened
in Europe between 1870 and 1914, particulatly on the industrial level.
There was a massive increase in economic integration and cross-
border capital flows. Foreign direct investment boomed. Foreign assets
accounted for 7% of global GDP in 1870 and nearly 20% by 1900-
1914. We did not reach that level of integration until 1970. That is how
long it took to rebuild the global system. When the global system breaks,
it really breaks. I am suggesting we are at a breaking point. This is just
a great growth wave in the world. Before World War I in 1907 there
was the financial crisis in the German economy. The war starts and it
gets worse. England was all trending downward. One of the reasons
why the British Empire, Germans, even the Russians and the Japanese
all started building the ships was because their economies were not
doing well. They were trying to use excess steel capacity to build a lot
of ships. So they built the big, long-range warships. That helped set the
stage for the crisis that occurred with World War I. They built these
asymmetrical weapons like the Chinese are building now. When things
got economically bad, they decided they had to use them. One of the
reasons they had to use them is the great World War I recession. Why
did Britain go to war in World War I? It is always a mystery. The Arch
Duke Ferdinand got shot, but why did that mean that Germany and
England had to go to war? The Brits and the Germans both felt that it
was ‘use it or lose it’. Interestingly, everyone thought that Germany was
the rising economic power. But the bigger rising economic power in
1914 was Russia. 5 years later Russia was destroyed and the communist

country was emerging, But that was how quickly things can change. I see
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China today a little bit like what Germany was in 1914. It is a ‘use it or
lose it’ type situation. Their hopes and dreams of empire are crumbling;
One of the things that have also been crumbling in the last few
years is productivity. Productivity before World War I started to decline
after all these years of huge increase. That matters. Because today,
productivity of emerging markets and advanced countries is tanking;
That matters because when productivity starts to decline, people
start to do stupid stuff. It is hard to maintain economic growth when
productivity is declining, Literally, it can’t be done statistically. It brings

out the worst in countties.

THE SHTUI{DH Y
POST

American Hegemony is Waning Globally

Free trade system in decay
Global financial status diminished
Declining use of the dollar
Bulging fiscal imbalances

Anemic economic recovery compared to norm
Involvement in long, costly wars

Fraying alliance systems in Europe and Asia
Increased isolationist thinking

Rising strategic rivals in Asia and Middle East
Shrinking US naval power

The picture is from July 4, 1924 with the Uncle Sam reclining and
a firecracker underneath his butt about to explode. Pretty scary! After

the Washington Naval Conference in 1921-1922, the US basically got
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out of international relations. Doesn’t it sound like today? Free trading
system is in decay. Global financial status of the US diminished more or
less. We have fiscal imbalances and an anemic economic recovery. These
are all classical signs of a hegemonic decline. What happens at the end
of hegemonic declines in history? War! I see a lot of potential for war
to occur. In fact, I see war has already begun. In the Middle East, Saudi
Arabia and Iran are in, what we call, 2 “Muddle East Meltdown”. The
Middle East has now been renamed by Mr. Richard Armitage “The
Muddle East”. It is a mess. Saudi Arabia and Iran are at it. Iran is fighting
with the Houthi rebels in Yemen to try to take Saudi’s eastern province
oil fields. The Houthis in Yemen are related, tribally, to the Fastern
Province Shia; they are cousins. They are part of the same tribe. So,
from Iran’s perspective, this is a fight over the control of oil and Islam. It
is a very significant thing, I saw it in Iraq.

Is there a possibility for implosive conflict in the Korean peninsula?
I don’t know but there is a possibility where you try to do some sort
of quiet reunification, a gradual deal like President Park Geun-hye has
suggested, and the Chinese and North Koreans take advantage of it.
The reason why it matters in the financial markets is war is usually what
breaks down the long cycle in financial markets. The war in 1914 war
led to a huge implosion, which was rebuilt only after World War 1. In
1937 this is also how inflation started. Everyone had been waiting for
inflation. We are not going to get inflation unless we get a supply shock.
But when we get inflation with this much monetary ease out there
and with this much money floating around, it could lead to really huge

inflation.
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Let me just talk about North Korea. North Korea is a commodities
exporting country. The most important military company in North
Korea is called KOMID (Korea Organization for Mining and Industrial
Development). I am asked very often, “How does North Korea finance
its weapons of mass destruction program?” The answer is “Coal and
gold.” What has happened to the global coal market? It has collapsed.
What has happened to the global gold market? It has collapsed. What
is happening to the North Korean GDP? It is collapsing. What does
North Korea do when it does not have money from normal sources? It
is going to engage in a lot of illegal activities. It is very difficult for North
Korea to counterfeit the US dollar today because the US spent a lot of
money to redesign it.

What does North Korea really want to do? I think they want to export
nuclear weapons to Iran with which they have an agreement. Moreover,
they want to deploy and export nuclear capable intercontinental
ballistic missiles (1CBMs). There is a missile called the KIN-08 which has
been talked about in front of Congress by the head of the Defense
Intelligence Agency, by the Chairman of the Joint Staff, by Director
Clapper of the DNI, and by General Scaparrotti who is the Chief
Commander in Korea. They talked about the capability of carrying a
nuclear warhead missile and delivering it as far as the United States. If
the KIN-08 is tested in the next few months and it comes at the United
States even in a test, it is going to be a total crisis in our relationship. It
is going to be a crisis in our relationship with you and potentially even
with the Japanese because the Japanese are about to pass a Collective

Self-Defense Law, but that law does not come into force until April 1 of
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next year. So there is a big window. So is the US going to use its missile
defense with the Japanese, and potentially working with Korea as well,
to stop this missile once it is launched? You have to really stop it on the
ascent phase. Otherwise, you have about 2 minutes for it to go up. I do
not know if we will even technically be able to do it. If we do not and
they succeed in testing it, they have that ability to use that data to be able
to really perfect their nuclear ICBM capability.

North Korea is a proliferation threat. In September 1, 2012 North
Korea signed its first Science and Technology Agreement with Iran.
What did that 2002 agreement lead to? It led to the building of a nuclear
weapons complex on Al Khabar on the Euphrates river. That was the
single biggest active nuclear proliferation in the history of the world.
The danger is that the Science and Technology Agreement that Syria
sighed with North Korea in 2002 could possibly have involved the
Iranians, too. We do not think we know, but we have to be suspicious.
When Alkabar broke ground in October of 2003, the CIAs National
Intelligence estimate, which was declassified in 2005, said that the
Iranian nuclear program stopped around October-November 2003. Is
that a coincidence? Is it is a coincidence that the North Korean HEU
program went really active in the fall of 2003 and early 2004 in terms of
production? I do not believe in coincidences. But what really bothers me
is that North Korea has a market for its nuclear weapons and missiles
and it is called the Middle East. What we got is a war in the Middle Fast
between ISIS, the Sunnis, and the Shia in Iran. In World War I they
wanted dreadnoughts, tanks, mines, and gas. Today, they want nuclear

weapons. My fear is that as much as the world oil markets are collapsing
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today, a war in the Middle East involving the Iranians targeting the
economic infrastructure of Saudi Arabia, which appears to be what their
goal is with the Houthis in Yemen. We have already seen missiles fly
into Saudi Arabia from Yemen. The danger is that we are going to see
potential targeting of oil.

The wortld still runs on oil. Oil at $25 a barrel is a great thing, But oil
at $170 or $200 a barrel would not be a great thing, The potential for
conflict in the Middle East to upset the world economy, which is already
in distressed conditions, into an absolute mega crisis can be a total mess
because of North Korean nuclear proliferation into the Gulf that leads
Saudi to go into nuclear proliferation with the Pakistanis, which leads to
actual energy warfare, which I think has already begun in terms of the
pricing. I just want to suggest that we need to stop thinking just about
peace and start thinking about war. We need to start thinking about
World War III and how it can start. It could start in the South China Sea.
Butif it starts here, it is going to involve all of us.

The Asian economic and financial disorder can turn into an outright
global disorder without decisive reflation. Just on the financial level we
are facing a big problem. Chinese economic ctisis is a Communist Party
crisis. China is becoming more nationalist, mercantilist and expansionist.
The chances of China turning the 121 step march into a turn back
against time and move against Taiwan and liberating the Korean
peninsula by 2017 are rising, As a “policing power”, the US is in recline
and potentially absolute decline. The world remains leveraged to Gulf
oil, and the Middle East is in the first stage of outright Sunni-Shia war

that could eventually go nuclear and involve targeting of oil facilities,
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which would be very hard to replace. Then the market would go crazy.
There are many internal and endogenous reasons for the long
economic growth and financial market cycle, which has existed since
1953. To be peaking out, typically, we have seven-year growth cycles.
If you look at the decline of productivity and global trade, these are all
classic indicators of a beginning of a hegemonic breakdown and end of
a long cycle. A breakdown in the balance of power and multi-polarity
is not inherently benign. It is going to be very dangerous. Does a pre
World War I-like downturn of an economic long cycle matter to the
future of the world system or is this time different? I do not think this
time is different. But, a US-led globalization renaissance is possible. TTP
can be passed by the Congress. The US could try to engage our Korean
and Southeast Asian allies and friends in Australia which are all going
to be facing big problems. We need to get ahead of this economic and
financial crisis and we need to try to plan, try to balance it out, and try to
cut the corporate leverage in economies that are dependent ahead of the

curb and not wait for the next big ctisis.
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You convinced us all for the very decisive need for reflation.
How can this be executed in a very broad sense without creating

a global crisis or a breakup of the existing paradigm?

A They have a financial crisis in China. There are simple things

that they can do. They are going to have to recapitalize their
banking system. In the Southeast Asia commodities trading markets
and even in Australia, they are going to have to adopt the deleveraging
formula. They are going to have to work out these corporate debts,
starting now, as if they are already in default. A preemptive formula for
restructuring of these debts with credit holders is better than waiting
for an absolute crisis. To me, the writing is on the wall. There is no way
that the commodities markets are going to surge back to growth. If
China stimulates now; it probably has to occur through the devaluation
of their currency. That is going to lead to an absolute further crisis in
commodities. We can get ahead of the curb and we can have a frank
discussion about this stuff or we can stick our heads in the sand. Right

now, | think we have our heads in the sand.

Everybody worries about the impact of the Federal Reserve
Q lifting the interest rates sooner or later, especially on emerging
markets. What is your take on its impact on China and commodities
exporting emerging markets and the manufacturing exporting emerging

markets, like Korea?



A I think there are going to be a bunch of October surprises. 1

think in September the Fed will probably delay action. But I
think one of the surprises will be that we are going to get some growth
in the US economy. Unemployment is already at a level that is consistent
with raising interest rates. But because of what is going on in Asia, I
think the Fed may well delay the action for one month. But my theory
is October surprises might be worse than September expectation. That
the Fed raises rates in October and Beijing devalues or re-pegs at a lower
level could be another scenatio. They may say: “Today the currency
is worth X and tomorrow it is worth 20% less than X.” They can just
declare that. I think that would stem the outflow: Also, they can stop all
Chinese tourists from leaving the country and when they come back,
they can take away the goods they are bringing in. So there are ways
the Chinese can enforce this very draconian thing. I think the Bank of
Japan will probably have to ease in October. I think we are going to see
massive bankruptcies in the shale producing sector in the United States,
which is going to cause credit instability in global credit markets. I think
the oil prices could fall below $35 by then. I think it is a scenario possible
in December. I think gold and copper will break the 20-year low very
soon, probably in Octobet. So, it is not just what the Fed does but all this
other stuff. So the possibility for huge volatility spike in October is huge.

I would like to ask about your argument on the growth rate
Q and overvaluation of renminbi. An average 10% growth for

30 years is too much of an exaggeration I think. What is the basis for
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the 3% growth rate? Did you look at some accounting system in China?
Secondly, do you think China should devalue by 20-25%? If so, why are
Chinese products so competitive in the international market? They have
a tremendous surplus. Do you think that surplus is possible with 25%

overvaluation?

A In terms of Chinese growth rate, we have done a lot of testing

using the Granger Causality. We use a lot of the partner
country’s statistics. We run them against the Chinese statistics and see if
they mirror each other and follow each other. We find that they do not
really well. Extrapolating from the partner country’s trade statistics with
China where we have long-time statistics like electricity and production
of cement, the Chinese economy is growing at 3% optimistically based
on our analysis. Again, the index I created was the same index that Li
Kegiang, the Premier, says he uses. Now, it does not include the services
sector, but my belief is that the data of the services sector in China is so
poor that you cannot really trust it. Based on the Chinese own PMIs and
backward data and production, all are heading down decisively now: So a
25% currency devaluation would improve China in terms of trade and it
would then put China back in line with the rest of the Asian economies,

including Korea, in terms of currency.

Chairman SaKong: According to the IME since the start of 2014,
Chinese RMB has been appreciated around 30% on a really effective
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exchange rate base. Still, Chinese RMB is overvalued. That is the
IMF’s estimation. The consensus view is that it is a little bit overvalued.
Whether China will devalue more or not is a separate question.
I think there are different views and because China has so much
dollar-denominated foreign debt and therefore devaluation may hurt
themselves more in different channels. Also, China is very eager to
include the RMB in the Special Drawing Rights (SDR) basket which
will be reviewed this year. In fact, the last devaluation was based on
this type of strategic grounds. I think David is not the only one who
thinks Chinese statistics are flawed. But on the other hand, there are
people who are saying that it is not that bad because those who do not
trust Chinese statistics use mostly the fiscal data, cement consumption,
and oil consumption, mostly the manufacturing related data. Those
who oppose this kind of argument say that now the Chinese industrial
structure itself is changing towards more services. For example, only 5
years ago, China’s service sector was less than 45% of GDP, but now it
is already 50%. As the economy shifts towards service, people consume
less energy and less physical inputs. So, I do not think we can trust it
100%. Even then, the discrepancy cannot be that high. There is always a
time lag in data collection on services. That is another problem. We have
to be a bit careful about this number. I am not defending the Chinese,
but we should be aware that there are counter arguments. Also, in terms
of economic analysis, what is important is trend. If they did not lie
before and then all of a sudden they lied, then it can be a problem. But
if they lied consistently, then the trend analysis would not be affected.

Since it is a controversial issue, I think we have to be careful.
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You mentioned a possibility of an economic and financial crisis
Q in Asia. What do you think will trigger that?

A I think the Chinese allowing their currency to further depreciate

would be the most likely trigger. To me, that is the most likely
scenario after the Xi-Obama Summit. Again, why devaluer? Well, it is
not really devaluation. The Chinese I talk to say, “Look, everybody’s
devalued against us. We have massively depreciated against the dollar,
against the yen, and now against the won. And by the way, Chinese
export competitiveness is not as great as it used to be. There is a lot of
robotization going on in Korean production in Vietnam and Thailand.
China is not as competitive as it was before. Moreover, if they are
exporting in dollars, a weaker RMB will earn a lot of dollars. It depends
on the volume of trade and competitiveness. I think it is not necessarily
negative in terms of their dollar accumulation. I think they can accumulate
even more dollars because they will be exporting the same goods and
earning more dollars. There is an October 27-28 Federal Open Market
Committee (FOMC) meeting; It may be an October surptise, or it may be a
December surprise. The thing is we are facing surprises. What is surptising
to me is people have forgotten what surprises have done historically in
the midst of all these very complicated and fragile conditions. I am not
that pessimistic. I just think we need to look at reality and understand
history. We should say: “Let’s look at these problems and what are the
policies we can enact to avoid this?” And maybe we need to have a talk

with the Chinese and say that if they are going to allow their currency
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to change, it is going to be based on some formula and be a gradual
adjustment strategy. We went through the Plaza Accord in 1985. We used
to plan adjustments back then. They still were dramatic, but they had less
trauma, less impact in some ways because they were at least planned at
a high level. Right now, we are just letting the market run wild. If China
wants to open up and liberalize its current capital account, its currency
is going to weaken. It is inevitable. Maybe that is good. Maybe then we
can all buy Chinese factories that are going to be very cheap and that are
going to have a lot of excess supply. China can open up and become a
more democratic capitalist country. Why aren’t we talking to China about
democracy? Korea became a capitalist democracy in a miraculous way
in 1987-88. If Korea can become a capitalist democracy and Taiwan can
be, then China could be. Why aren’t we talking about it? Instead, we are

allowing the Communist party to act like a communist party.

Chairman SaKong: The points you are making are very relevant to
think about. I just want to remind you of an interesting happening, Just
three days before the collapse of the US stock market in 1929, Irving
Fisher, then the most distinguished and renowned economist at Yale
who s still a very well respected economist, gave a public speech saying:
“The US stock market was on a high permanent plateau and in my view
the stock is still underpriced.” And then three days later it happened.
Of course, Irving Fisher is still well-respected because of his other
contributions. So we never know. Probability may not be that high, but

there is a possibility that can happen.
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Faultlines, Fissures, Fractures, and Failures

Presentation to the Institute for Global Economics
Seoul, Korea
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China’s True Economic Growth Rate is Less Than 3%,
China RMB remains 20-25% overvalued, and BOP could
become strained in year ahead without revaluation.
China’s disorder is impairing its EM and DM trading
partners and will lead to a greater global commodities and

energy price collapse.

New Asian economic disorder could tum into outright
Asian financial and economic crisis without decisive
reflation, structural reform, and free trade.

China economic crisis is a Communist Party crisis. China
becoming more nationalist, mercantilist, and expansionist.
Asia’s economic and political disorder is part of a broader
decline of hegemonic and pol-mil-econ stability globally. 2
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China GDP and CMI
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Yuan Devaluation Dynamics
The Capital Outflow will Drive Yuan Lower
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Shanghai "Shock Exchange' versus the Rest
Last Six Months

80 T T T 80
Mar 2015 Apr2015 May 2015 Jun 2015 Jul 2015 Aug 2015
—— Rebase KOREA SE COMPOSITE (KOSPI) to 100
—— Rebase TOPIX 1o 100
—— Rebase SHANGHAI SE A SHARE to 100
Rebase HANG SENG to 100

Source: Thomson Reuters Datastream

Won/$ and Yuan/$
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0.90 A + 16.0
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T
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Korea and China

Ix 1,000,000
14 -

Hand in Hand

‘ \("%Mv%
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1996 1998 2000 2002
— EXPORTS TO CHINA : South Korea

u
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—— INDUSTRIAL PRODUCTION : South Korea (RH Scale)
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2010 2012 2014

Source: Thomson Reuters Datastream
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EM Stocks and Imports Breaking Down

EM Banks Stocks Have Broken Down

EMERGING MARKETS
EXCLUDING CHINA
BANK STOCKS IN US$*

80

=

60

240
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200
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140

120 -

” CHINA BANK STOCKS**
(TRADING IN HONG KONG)

7 BCA Research 2015
i Elt|

100

2006 2008 2010 2012 2014

2016

140
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100

80

Ann%
Chg
50

“EQUITY MARKET-CAP WEIGHTED AGGREGATE OF 18 EMERGING ECONOMIES:

REBASED TO 100 AT JANUARY 2001
~REBASED TO 100 AT JANUARY 2005;
SOURCE: MSC! Inc. (SEE COPYRIGHT DECLARATION]

EM And Chinese Imports Are Contracting

IMPORT VOLUMES:
“—EMERGING MARKETS*
~TT CHINA™

essarch 2015
T Y I

2000 2002 2004 2006 2008 2010 2012 2014 2016

“SHOWN AS A 3-MONTH MOVING AVERAGE;

‘SOURCE: NETHERLANDS BUREAU FOR ECONOMIC POLICY ANALYSIS.
“*SHOWN AS A 6-MONTH MOVING AVERAGE
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EM CORPORATE Financial BOMB: Primed to Explode?

What If EM Assets Are The Bubble?

Goldilocks Era Is Over For EM

MARKET CAPITALIZATION"
(AS A % OF GLOBAL
~— DEVELOPED MARKETS (L5)
=== EMERGING MARKETS [RS)

EMERGING MARKETS™
PRIVATE SECTOR DERT

o 08 10 2 "

* SOURCE: WSCI NC. (SEE COPYRIGKT DECLARKTION,

* SOURCE. BCA CALCULATIONS BASED ON IMF AND BIS DATA;
CHINA PRIVATE SECTORIS CALCULATED AS CUMULATIVE
TOFAL SOCIAL FINANCING EXCLUBNG EQUITY ISSUAKCE BY

(ONFINANCIAL ITERMAT
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Figure 4. EM currencies weaken after China’s exchange
rate reforms

6% 5% 4% 3% 2% -1% % 2%

mFX losseslgains since 11-Aug-15*

1%

Source: Bloomberg, HSBC. *China announced exchange rate reforms on 11 August

Figure 5. Taiwan, Korea and Singapore have significant real
linkages with China
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China Shock to EM Exports

China's Imports Are Dominated By Commodities And Capital Goods

CHINESE IMPORT COMPOSITION*

IMPORT ITEMS % OF TOTAL IMPORT VALUE
MATERIALS (METALS, CHEMICALS AND OTHER CRUDE MATERIALS) 29.4%
INDUSTRIAL MACHINERY 26.3%
ENERGY (COAL, OIL, GAS AND ELECTRICITY) 13.7%
OTHER MANUFACTURED GOODS 8.8%
OFFICE MACHINES AND TELECOM EQUIPMENT 6.6%
ROAD VEHICLE AND OTHER TRANSPORT EQUIPMENT 8.1%
PROFESSIONAL INSTRUMENTS AND WATCHES 5.6%
FARMING AND ANIMAL PRODUCTS 3.1%
TOTAL 100%
*SHOWN AS A 12 MONTH MOVING AVERAGE, AS OF JULY 2015

18
IV. External Demand Back

Asian Export in Trend Decline...
Exports Value Growth (YoY%) Exports Volume Growth (YoY%)

’\/ﬁvu/\“\

Exports Growth by Key Product Segment** (YoY%) Global Imports Volume Growth (YoY%)

Saurce: Margan Stamey, CEIC data




MNorth Asia Inventory Ratio

Asian companies cannot afford to B v T

continue holding large inventories

of unsold goods.

However, faced witha weak world

trade environment, clearing

inventories is proving problematic.

Center fora

The New Asian Financial Crisis will be Driven by Corporate Debt Defaults...

Dollar Damage

The U.S. dollar’s surge is hurting companies in emerging markets that
borrowed by issuing bonds in dollars instead of the local currency.

U.S. dollar vs. U.S. dollar-denominated corporate
emerging-market currencies bonds issued by year
140 trade-weighted dollar index $300 billion s 2014: $276.11B
Dec. 261389 3
A74%in2014

135

130

January 1997=100

25ty e bbb i

2000 10

Sources: Federal Reserve Bank of St. Louis (dollar index); Dealogic (corporate bonds)
The Wall Street Journal
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Table 1
EM Private Sector's Foreign Currency Debt

AS A % OF GDP

| MALAYSIA 27.7% 324%

CHILE 19.9% 31.1%
| TurKEY 18.7% 26.8%
BRAZIL 105% 24.3%
| Russia 125% 236%
SOUTH AFRICA 10.9% 221%
| PERU 10.5% 19.7%
| TawaN 8.7% 19.7%
| korea 242% 19.2% ‘
| THAILAND 59.1% 17.8%
“ MEXICO 14.0% 16.5%
COLOMBIA 10.5% 14.5%
| PHILIPPINES 16.9% 12.7%
INDIA 65% 124%
} INDONESIA 26.0% 11.3%

CHINA 9.3% 10.9%

* INCLUDES NON-FINANCIAL COMPANIES® AND FINANCIALS' FOREIGN SECURITY
DEBT AND LOANS; SOURCE: BIS

Singapore: Private Sector Leverage Sesiowtte b BebsAnd
Has Surged Property Stocks

9
% o'son SINGAPORE™:
GDP BANK STOCK PRICES

N LOCAL CURRENCY TERMS

GDP

300  SINGAPORE: - 300
TOTAL PRIVATE DEBT*

YEAR MOVING AVERAGE
YEAR MOVING AVERAGE
12-YEAR MOVING AVERAGE

REAL ESTATE STOCK PRICES
INLOCAL CURRENCY TERMS.

Breakdown

N
ANALYTICS _

©BCA Research 2015 o=
| S S S O O | ]
2000 2002 2004 2006 2008 2010 2012 2014 2016 O W TR O s

“EXCLUDING FINANCIAL DEBT; SOURCE: BIS AND IMF 2000 2002 2004 2006 2008 2010 2012 2014 2016
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Will Capital Outflow Breakdown the Safest of Asian Currencies? Sy
Capital Outflows Have Offset Interest Rate Spread Between
The Current Account Surplus Singapore And The U.S
% of %of BPs 9. L
GDP SINGAPORE: GDP
— CURRENT ACCOUNT BALANCE
-~ FINANCIAL AND CAPITAL
SINGAPORE VS. U.S.:
30l ACCOUNTBALANCE {30  G00F 1-YEAR SWAP RATE SPREAD 1K
23%
500 |- 4 500
2 1 20 400 - 400
300 -1 300
10fF 11 s00f The widest spread 4 200
since Asian crisis
100 [~ @- 100
0 0
. /\. 0 Mwm 0
RTINS O N 00 - -100
R AN | P 1-10
SN ONA T W 200 1 200
20+ |7| @ {20 3001 o=
ANALYTICS -400 [ ANALYTICS ] -400
©BCA Research 2015 -23% ©BCAResearch 2015
N N I T Y A I
2000 2002 2004 2006 2008 2010 2012 2014 2016 1996 2000 2004 2008 2012 2016
Center fora
New American
But Surpluses Not Large Enough XL
ENM: FOREX Reserves
Asian nations have accumulated
huge currency reserves as a buffer a
g
against a repeat of the previous 3
. A ®
Asian financial crisis.
However, even these mammoth
surpluses are not large enough to
fund all of the credit outflows. Sl e B ol Rt e LATA M Bt s
sovar in SO
Hence, the countries are losing 0.0
3500
FOREX reserves. 0.0
X 25,00 /
Lower reserves imply lower rates of E o // A\
reserve money growth and therefore 15p M
- e - o R
a (deflationary) cooling in their _—
domestic credit cycles. oo 24
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DEFLATION AND DEFAULT FOR ASIAN OIL PRODUCERS “ :“s.:.,“:".""

Qil Bubble has Burst OPEC Flood Continues

Saudi,Iran And Iraq On Track
To Dominate OPEC Dutput

US. LTO Production Will Drift Lawer Inta 2016
o

in Bbi Ann
Day|  OPECOIL PRODUCTION: Cha
-~ ANNUAL PERCENTAGE CHANGE (RS)
i 3 48
-1 4
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gl i
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A Long Tale of Gold, Copper, and Inflation then Deflation
Metals Industry Heading for Large Scale Insolvency x 1,000
2000
‘ L 10
Commodities Bubble Bursting is Historig is Size, Scale, and Scope
1500 Bl I
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500 i V ]
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- Credit Default Spreads Not Anticipating Defaults.... r 169
] , L 140
200 = A Wy AN IS
/*V‘V‘[ L 120
A M|
i L 100
100
_ 80
50 | 80

2011 2012 2013 2014 2015

DS ASIA MTLSMINING 5Y CDS INDEX (Y) - SM

5D meving average of DS ASIA MTLSMINING 5Y CDS INDEX (Y) - SM
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Rabase LME-Copper Grade A Cash US/MT fo 100 (RH Scale)
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Source: Thomson Reuters Datastream
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Asian CDS Still Not Predicting Credit Crisis

Emerging East Asia CDS - Senior 5-year
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EM Credit Ratings Deteriorating

Credit Rating Trends

Data vary across markets. For details download spreadshest.

Total Changes

102007 4 102010 402010

Date

WUpgraces B Downrades

2025: Shifting Global Landscape
Relative Certainties Likely Impact

A global multipolar systemis
emerging with the rise of China,
India, and others.

The relative power of non-state
actors - businesses, tribes,
religious organizations, and even
criminal networks—also will
increase.

Continued economic growth—

coupled with 1.2 billion more

people by 2025—will put pressure Unless employment conditions change

on energy, food, and water dramatically in parlous youth-bulge states such as

resources. Afghanistan, Nigeria, Pakistan, and Yemen, these
countries will remain ripe for continued instability
and state failure.
The need for the US to act as regional balancer in
the Middle East will increase, although other
outside powers—Russia, China and India—will
play greater roles than today.

Source: US National Inteligence Counci 30



“Forthe first time, in modern history at least, Asia’s military spending is
poised to overtake Europe’s...Chinais doubling its defence budget everyfive
years and India has just announced a 17% rise in spending this year, to
about $40 billion.” Economist, March 24, 2012

Chinese Defense Spending

900

2012 PRC Defanse Budgat = $108.¢ bilion
(US $1=6.207 RMB)

800

—*—Source: 2010 Statistical Yearbook; 2010
Defense White Paper; Xinhua

700 T ~®- Source: Defense White Papers; Xinhua/
China Daily News Articles

~&=Source: SIPRI

i
- 7z

500 // /
400

| ‘Officially Anounced Defenze Expandures l // /
- /‘ /
200 China is not a status quo power. It

will seek to dominate the South China

100 Sea as the U.S. has dominated the
M Greater Caribbean Basin

PO P D ONL DO ONDDONDD PO ONDOORN D
FLFFELFE L EE L LTS FE T TS

Year  inswlog.wordpress.com/2012/03/26/chinas-2012-defense-bLdget: steady-as-she-goes/

Billion(s) RMB

0

South China Sea Incidents Rising
3 2

This map and its assoclated
timeline show major avents of
record that have occurmed since the
mid-1850s. The majority of these
Iincidents have occured in the past
decade.

Click on markers for incident detalils.
The number in the ‘2 indicates the number
of events at each location.

Visit Timeline >
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3

Reefer Madness? gz

Helipad

- UNCLOS 200 nautical FUS) o A original

nile Exclusi » st
mile Exclusive South China Sea 1 tructure
Economic Zone ™ 3

® Disputed islands

Paracels
o :
=--Scarborough
VIETNAM * Subi Reef Shoal
" Existing
Fiery—e 8¢ ./ PHILIPPINES B
Cross <9
Reef «-—Spratlys
/Nattna
MALAYSIA e

INDONESIA
Source: UNCLOS, CIA

Construction activity
CBINES New terrain  Dredging activity

During the anti-Japanese military parade, national flag guards walked a total of 121 steps, ‘N‘_‘w“", e
symbolizing 121 years of the Chinese people's fight against aggression since 1894, when the Security

Sino-Japanese War of 1894-1895began.

China Militarizing for "121 Steps” War?
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THE WAL STREET JOURNAL:

China's Cyber Thievery Is National Policy—And Must Be
Challenged

Itis more efficient for the Chinese to steal innovations and intellectual property than to incur the cost and time of
creating their own.

'y MIKE MCCONNELL, MICHAEL CHERTOFF AND WILLIAM LYNN

| | Only three months ago, we would have violated U.S. secrecy laws by sharing what we write here—even though, asa

(T TNE BT PP R0 .\ el former director of national intelligence, secretary of homeland security, and deputy secretary of defense, we have long
' Kknown it to be true. The Chinese government has a national policy of economic espionage in cyberspace. In fact, the
'» Chinese are the world's most active and persistent practitioners of cyber espionage today.

Evidence of China's i ing theft of propri ies and other i property from
U.S. companies is growing. Only in October 2011 were details declassified in a report to Congress by the Office of the
National Counterintelligence Executive. Each of us has been speaking publicly for years about the ability of cyber
terrorists to cripple our critical infrastructure, including financial networks and the power grid. Now this report finally
reveals what we couldn't say before: The threat of economic cyber espionage looms even more ominously.

Attack Traffic Ouer

43 82 % ABOVE NORMAL

_
246 Ath

» The pre-WW I breakdown in the long cycle, balance of
power, and hegemonic stability may be repeating itself.

There is no historical precedent for a stable transition to
multi-polarity among competing powers.

China is on course toward a “militarized hegemony” in

Asia, while America is a “reclining power” whose actions
don't match its rhetoric.

The dark side of globalization is expanding.
The world of warfare is flattening.

Much depends an whether the US can become a
“globalist power” again and not just a power trying to
shield itself from a dangerous globe...
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¢ 1870to 1914 represented the high water mark of 19th century globalization.
Globalization involved increasing transfers of commodities, people, capital and ideas

between and within continents.
Intra-imperial tariff reduction and the widened use of the gold standard deepened trade

Intra-European and extra-European trade reached a high point in 1913. European
trade roughly quadrupled in real terms between 1870 and 1913

Prices for everything from commodities , such as wheat, to manufactured good steadily
converged.

Cross-border capital flows and foreign direct investment boomed. Foreign assets
accounted for 7% of global GDP in 1870 but nearly 20% by 1900-1914 (a level of
integration not met again until 1970).

Globalization, 1870-1914, Daudin, Morys, and O’'Rourke
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Anglo-German Naval Race, 1904-1914

“Itis generally admitted that the presentrivalry in armaments in Europe—
notably suchas that now in progress between England and Germany—cannot
go onin its presentform indefinitely.” Norman Angell, The Greatiliusion

Summary - Dreadnought Class
Ships Completed or Completing
by August 1914

Countries In order of firstereadnoughts - totals excluds German
Blucher, French Dartons and Russian Black Sea Fleet
drsadnoughts bulding

Britain| 5 lost

Germany (Blucher lost)

Japan| 1 lost

US.A

Austrial 2 lost

France| (Danton lost)

Ital 1 lost

Russia (1Black Sea ship| |
lost) i

Totall 20 9
(plus 3)
(60 Allied, 28
Central Powers,

HMS Dreadnought, 1906

British Growth Before and After the Great War

Percent per year

e e e [ = |

1
1855 1865 1875 1885 1895 1905 1915 1925 1935 1945 1955 1965 1975

Fig. 2.1. Growth of gross domestic product and gross domestic product per man-year
between cycle peaks, 1856-1973

Matthews, Feinstein, and Odling-Smee. British Economic Growtt, 1858-1973.
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THE SATURDAY
POST

American Hegemony is Waning Globally

Free trade system in decay

Global financial status diminished

Declining use of the dollar

Bulging fiscal imbalances

Anemic economic recovery compared to norm
Involvement in long, costly wars

Fraying alliance systems in Europe and Asia
Increased isolationist thinking

Rising strategic rivals in Asia and Middle East
Shrinking US naval power

What forces and scenarios could set the free world back?

- Historically wars have had the greatest impacts on global
economic conditions and broken long cycles

« War is the most likely of the most impactful forces but often
most difficult to foresee.

» Potential scenarios:

+ Saudi vs. Iran — Gulf Conflict = “Muddle East Meltdown”

+ “Implosive Conflict” on the Korean peninsula

» South China Sea - Chinese “Monroe Doctrine” vs. US/Japan
+ India vs. Pakistan nuclear war

+ India vs. China conflict

« Catastrophic cyber attack
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Previous War Shocks to the Long Financial Cycle

Jid
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S&P 500 and 10-Year Annualized Real Rate of Return

sumer pri
Source: Chart courtesy ;!( A Re

Sourca: Anthory Bosckh, The Great Reflation

Asia Flashpoints

North Korea: Global Menace | NI
North Korean government becoming a problem for both

ROK and China. Is forced reunification ahead?

North Korea is determined to test and deploy a nuclear
capable ICBM (ICBM): KN-08

North Korea is the #1 proliferation threat in the world

North Korea’s stockpile of enriched uranium is sufficient
to manufacture dozens of weapons in the coming years =

There is no internal need for HEU bombs, there is a
sufficient plutonium bomb arsenal. NK HEU is for sale...

How much would Iran pay for a nuclear arsenal?

Why did Iran and DPRK sign a Science & Technology
Agreement on Sept 1, 2012 (ala 2002 S&T Agreement l
: | I3
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i 7t : gy 110 "
Flash Points: The New "Muddle East
Despite the promise of democratic reform, the *New Middle East” has
gone from miracle to muddle in the last 36 months.

ISIL is ascendant across Sunni-Caliphate.
Iran/Hezbollah and Saudi/UAE are at WAR. Saudi using oil as a
weapon — expect Iran (backed by Russia to fight back). Energy War?

P5+1 with Iran is likely to trigger a nuclear arms race, not stop onel

Further Middle East instability poses a major geo-strategic stability
threat.

« The world economy runs on Middle East oil and spiking gascline prices—
driven by ME instability—impact consumer confidence globally.

Middle East economies are broke, broken, or breaking down.
Potential for intra-state conflict over oil and water is growing.
Growing danger of trans-regional conflict.

Potential for breakdown/breakupof Syria, Irag, and Libya is growing
The US broke the Middle East balance of power but isn't “owning up”

Projections

OPEC conventional

Unconventional

0 i
1890 2000 2007 2015 2025 2035
Source: EIA




« The US has propelled regime failure in the Middle East but is not actively
supporting new regime construction for fear of being perceived as
interventionist...

- We've created two major pockets of geo-political instability at central
crossing points for rising powers in SW Asia and the Middle East and are
_retreating...Our pivot to Asia is pericyeivg_,‘d_as more of a retreat to Asia,

Mo
Arabian
> Sea
AR -

Centerfora

COnC|USIOnS' History doesn't repeat itself, it just rhymes Sy

Asian economic disorder could turn into outright Asian financial and economic crisis
without decisive reflation.

China economic crisis is a Communist Party crisis {one that Lenin would recognize as
the contradictions between Communist Capitalists and the people). China becoming
more nationalist, mercantilist, and expansionist.

Chances of China turning 114 step march into a turn back the time move against
Taiwan and liberating Korean peninsula by 2017 rising...

As a “policing power,” the US in recline, potentially in decline.

The world remains leveraged to Gulf oil and the Middle East is in the first stage of
outright Sunni-Shia war that could eventually go nuclear.

There are many endogenous reasons for the long economic growth and financial
market cycle to be peaking out — an Asian economic and financial crisis followed by a
major oil shock could cause much more rapid decline.

A breakdown in the balance of power/ multi-polarity is not inherently benign

Does a pre WWI-like downturn of an economic long cycle matter to the future of the
world system or “is this time different?”

A US-led globalization renaissance is possible {America’s economy remains resilient
and technologically dynamic) but would require an unprecedented political,
economic, and cultural shift outward ala post-WWII. 50

—
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