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Rundown 

 

1. China is very close to a major financial bust 

2. This bust is ultimately the result of falling demand in the U.S. that will be 

secular in nature 

3. Ultimately, a China bust will set the stage for global deflation gripping the 

developed and emerging market world 

4. Commodities, commodity currencies, and emerging market equities will be hit 

hard as a result of this bust i.e. risk assets will be crushed in a world of deflation 

that in essence represents the market finally providing global rebalancing 

5. The three trades we like the best on a China bust are: a) Short Copper – The 

proverbial canary in a coal mine, b) Short the Australian dollar against the US 

dollar – Australia is the new Chinese satellite country and the reserve currency 

wins in a deflationary world, c) Short the Emerging Market Stock Index – 

Emerging markets have discounted Goldilocks and have by no means 

decoupled from developed world demand 

 

 
 

 

The China bust story is amazingly simple.  The problem is nobody wants to believe it.  In my 

mind it is a three part story.   We will examine it accordingly: 

 

1. Why a secular fall in US demand endangers China and is the core of the problem 

2. Why China’s current growth model based on domestic investment is unsustainable 

3. Why attempts to contain inflation represent the catalyst for the bust 

 

BLACKSWAN is definitely out of the mainstream when it comes to China.  There is a powerful, 

institutional, vested interest in pretending China can carry the world even if the US is in 

trouble—funds and fees of all sorts are predicated on China growth optimism.  Even without 

examining the date, anecdotally there are signs that Goldilocks has left the building.  I pose this 

question:   

 

If growth is so vibrant and all is so rosy, why has China’s stock market significantly 

underperformed major world markets?  Below is a comparison of the …  
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Dow Jones Industrial Average and the Shanghai Composite Index Daily: 

 

 
 

And if China growth and all things commodities that go along with it look so great, why did the 

world’s largest private commodities trader and marketer—Glencore—decide to cash out and go 

public?  We usually see that type of thing very much near the top of markets, not anywhere near 

the bottom.  

 

 In short, the China and emerging market (EM) story that everyone seems to be banking on is 

simply the recycled decoupling story.  It goes something like this:  

 

China and emerging markets will lead us to the Promised Land regardless of falling growth in 

those washed-up developed economies of the US and Europe.  Someday this story will come 

true.  But we are not there yet.  It is still a total fantasy because global demand for what China 

and EMs peddle is still driven by US and European consumer consumption.  Period! 

 

If you knew nothing about what you’ve read in the financial press, written mostly by what I refer 

to as Chinese cheerleaders, you may have as clear a view on this as Mark Lapolla of the firm 

Knight Capital Americas, when considering China as the global growth savior.  He put it this 

way in a recent interview back in April with Katherine Welling:  
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I think the China situation, however, is profoundly simple.  The idea that the free world is 

placing its hope in a repressive, communist regime employing command and control 

economic management while violating trade protections and human rights 

everywhere…is absolutely astounding, amazing.  I would suggest that, in itself, should be 

a sufficient warning flag.  But let’s be a lot more specific. I actually see the situation in 

China as very analogous to the US in 1929 and Japan in the 1980s. 

 

I am in total agreement and found his comments quite interesting.  I said the same thing about 

two years ago during a presentation on global rebalancing and the risks and opportunities in 

China; I shared these comments then: 

 

 Export model dependence and lack of a viable domestic consumer market means when 

demand falls globally, the majority of the adjustment will be borne by the trade-surplus 

countries. [China being the world’s major surplus country at the time; but encompasses 

most of the Asian-block nations.] 

 

 Key point: The US was the trade-surplus country in 1929; it is why the US took the 

brunt of the global adjustment domestically.  China’s trade surplus now represents a 

much bigger percentage of its total economy compared to the US trade surplus in 1929.  

So, if US savings rates continue to climb and stay there, the fundamental reasoning of an 

export-model is history.  China’s adjustment could be much more severe than now 

expected.   

 

I think we are now at the starting line of China’s painful domestic adjustment.   

 

Did anyone else notice that China’s Purchasing Managers Index [HSBC] for June slipped below 

50, registering at 48.9?  This signifies contraction. This is slowdown! 
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BEIJING, July 21 (Reuters) - China's factory sector shrank for the first time in a year in July, a survey 
showed on Thursday, feeding worries among the country's main trading partners that its growth is 
unsustainable and could lead to a slump.  

The HSBC flash purchasing managers' index (PMI) fell to 48.9 in July, suggesting the manufacturing 
sector contracted at its fastest pace since March 2009, as monetary policy tightening and slack global 
demand weighed on the sector. 

 

Back to Mr. Lapolla and the other parallels between the US in 1929 and China now:  

 

1) Massive disparity of wealth, income, and education. 

2) Rapid industrialization and displacement of labor. 

3) Opaque and misleading economic and financial data. 

4) Massive build-up of leverage across the ―rising‖ class. 

5) Bubbles in both residential real estate and fixed asset/infrastructure development. 

6) Accelerating and uncontrolled growth in disintermediated credit. 

7) Expected transference of economic growth to domestic demand.  

8) An accelerating price/wage spiral. 

 

The China/EM story will end in tears.  I believe there will be a major bust. That bust will likely 

trigger a very nasty period of global deflation and surprise those who are certain that inflation is 

in our future.   

 

Change in US Demand Pattern is Secular not Cyclical 
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The US-China Symbiotic Relationship is Dead 

 

A few years ago, I created a chart showing a circular goods/credit/money flow relationship that I 

termed the US-China Symbiotic Relationship.  This relationship benefited both parties.  The US 

received massive flows of money from China that its financial system used to manufacture credit 

for its consumers so they could buy houses and more consumer goods—from China.  In short, 

China shipped over boat loads of goods, while the US shipped back containers filled with US 

dollars.   

 

As you can see, credit expansion was at center of this relationship.   

 

US-China Symbiotic Relationship 
Single Currency Zone Argument

 
 

However, this game could only go on for so long.  Effectively, the system became saturated.  

Thus, the demise of credit expansion effectively ended this symbiotic relationship. 

 

Consumers’ ability to take on leverage peaked.  And with it, a key source of consumer wealth 

peaked—housing.  This is a critical point, and continues to be, because much of Wall Street 

investment banks’ recycling of Chinese trade surpluses was in the form of derivative instruments 

tied to housing, since everyone knew at the time that house prices always go up.  But of course 

we now know that wasn’t true.  The entire edifice of derivatives created on that bet, most rubber 

stamped with Triple-A ratings by hand-in-glove, fee-hungry ratings agencies, effectively 
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evaporated.  With it, the idea that Mr. Consumer would continue to draw credit from his home 

(which acted as his local ATM) also died. 

 

As you can see in the charts below, China’s largest customer, the American consumer, was taken 

out of the game.  This was a serious blow to China whose growth was predicated primarily on 

the export model.  The former drunken-sailor spending pattern of the US consumer morphed into 

a pattern of prudent savings almost overnight.   

 

Two graphic representation of this major change in consumption are evident and powerful: an 

absolute decline in consumer installment credit outstanding for the first time since 1942 and a 

significant improvement in the US current account deficit which I think will eventually move to 

surplus in the years ahead.  

 

 
 

Now take a look at the dramatic improvement in the US current account deficit since the 

credit crunch: 
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In the chart below you can see how China was forced to respond to this fall in US demand—it 

began injecting huge amounts of credit into its system in order to drive growth from internal 

investment.  
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I have depicted the breakdown of the symbiotic relationship. Excessive credit thrown into an 

economy effectively closed and controlled, as China’s is, leads to bubbles and misallocation of 

capital.  It’s all exacerbated by China’s continued need to peg its currency to the US dollar.  

 

Chinese Stimulus Pumping Up GDP is good
…but there are other dangers

Bubble-iscous
Money Locked 
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Cap Invest @ 50% GDP  
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Seemingly costless 
Chinese capital?
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•Property Bubble
•Stock Bubble
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Adjustment

 
 

Chinese Over-Investment: The Tipping Point? 

 

China funneled directly through stimulus and bank loans (banks are effectively conduits of the 

central committee in China) an estimated $2 trillion dollars into its economy in 2009 in order to 

replace the lost external demand from the US and elsewhere as a result of the credit crunch.  That 

is a staggering amount of money, representing about 50% of the total size of the Chinese 

economy.   

 

The numbers in terms of capacity/supply created by $2 trillion, which was also magnified by 

thousands of off-balance sheet investment vehicles in China, is staggering in scope.  Much was 

productive, but much of this represents a massive overinvestment and misallocation of capital.  

And this emphasis on investment to drive growth came at the expense of developing a viable 

consumer market. In fact it is part and parcel to a reduction in domestic consumption; more on 

that in a bit ... 

 

Through 2009, China’s level of Gross Fixed Capital Investment to GDP is unprecedented, even 

when compared to countries in the past that experienced huge growth spurts like China.  It is 

now estimated that infrastructure and capital spending represent about 70% of GDP.  That is an 

amazing and scary number and shows how unbalanced and dependent on investment China’s 

economy has become.  
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The major concern you likely have heard about is the massive build and rampant speculation in 

Chinese real estate.  Though numbers differ, depending on the source, I gleaned these from the 

Bank Credit Analyst:   

 

 The residential floor space under construction in urban areas has surged seven-fold in the 

past decade to about 3 billion square meters.  

 There are currently roughly 30 million units under construction that will be delivered 

sometime in the next 18-24 months.   

 This inventory is in excess of ―hidden inventories‖ held by speculators that hold multiple 

units.  

 

[Note:  There are other more dramatic stats, this one from hedge fund manager and China bear 

Jim Chanos, ―There's currently 30 billion square feet of Chinese real estate in the works, which 

would work out to a 5x5 cubicle for every man, woman, and child in the country.‖] 

 

Effectively much of this inventory is coming to market at a time when China is already 

aggressively tamping down on speculation in the form of banning fourth, third, and second 

mortgages, i.e. making it difficult for speculators with money (those that can afford real estate) to 

buy multiple units.  

 

This makes sense as a way to help reduce speculation and slow rising prices.  The problem is that 

first-time buyers are already priced out of the market at current levels.  Nationwide the house 

price-to-income ratio is about 10.  In first-tier cities like Beijing this ratio is running at about 22!  

For comparison, the average price-to-income ratio at the peak of the US housing market was 

around 6.  [According to Gary Shilling, a square meter of property in China costs a staggering 

164 times per capita income, compared with 33-times in ―high priced Japan.‖  Yikes!   

 

It is no wonder why many industrial companies (SOEs – State Owned Enterprises) in China also 

operate real estate divisions, to take advantage of this speculative orgy.  But SOEs involved in 

real estate development is indicative of too much money and its misallocation, according to 

Michael Pettis, Professor at Beijing University: 

 

It is hard to imagine that in China today the incentive structure for top managers of SOEs 

is aligned with that of creating economic value.  Like anywhere else, the bigger your 

company, the more important you tend to be as CEO, the more preciously your bankers 

and investment bankers will treat you, the more time you will spend with senior political 

leaders, and the more highly remunerated you, your family and friends tend to be.  

What’s more, as Beijing tries to consolidate smaller companies into larger ones, the 

bigger you are the most likely you are to be the head of the surviving company.  In that 

case companies will want to grow. 

 

There is an additional and very important distortion.  The most important comparative 

advantage that large Chinese companies have is access to cheap credit, and so from a 

P&L point of view the best policy is always to borrow as much as you can and buy or 

build assets.  Even if you overpay or if your projects are actually value destroying, it 

doesn’t matter too much because artificially low interest rates are the equivalent of debt 
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forgiveness, and after several years of hidden debt forgiveness, even the worst 

investments start to seem profitable. 

 

Under those circumstances, I would not be confident that every large SOE investment or 

every move to diversify is likely to create economic value.  The fact that nearly every 

important SOE, and many not-so-important ones too, have real estate development 

subsidiaries probably has a lot more to do with access to cheap capital and the 

opportunity to share in the real estate bonanza than with any real ability to add to 

the underlying wealth of China. 

 

Thus, there is a huge oversupply of housing in China.  There is rampant speculation by wealthy 

individuals and businesses.  In short, it is a giant bubble waiting to pop.  A movie with a bad 

ending we have all seen before.   

 

Beyond real estate, capital spending to increase capacity in many key industries has led to 

dramatic overcapacity and stockpiles of commodities.  For example, the Financial Times 

recently reported that ―China is underreporting the amount of steel it makes by about 4m tones a 

year—roughly the amount made by Germany. China steel output last year was 672 million 

tones—nearly half of the world output—as opposed to the 627m tones reported by the Chinese 

authorities.‖   

 

According to the Bank Credit Analyst, ―Another way to assess the size of the construction 

industry is to look at cement consumption.  Per capita cement consumption in China is now 

higher than any other nation in history, including periods of respective construction booms.  

Taking into consideration that China still has 50% of its population living in rural areas, such a 

high cement consumption ratio hints of over-construction in cities and towns.‖  It also shows the 

huge capacity in the cement industry.   

 

China also has significant overcapacity in its aluminum industry and reported to have huge 

stockpiles of copper.  Given China’s seeming insatiable demand for copper over the years, I 

think this is the one metal to watch as a signal of growth problems in China—it is the proverbial 

―canary in the coal mind‖ for China.   

 

Interestingly, just as SOEs have been engaged in rampant real estate speculation, we are seeing 

various non-commodity players speculate in the copper market using large warehouse stockpiles.  

This may make it appear there is more demand for copper than there really is.  This is from a 

recent missive by Michael Pettis:  

 

China had been importing for many months far more copper than was needed for real use 

– and this in spite of a huge surge in domestic infrastructure and real estate development 

which has boosted the demand for copper.  Imports continued even when London 

prices exceeded Shanghai prices by more than the equivalent of China’s value-added tax. 

 

Instead of being shipped to end users, it seems that copper was being stockpiled in 

warehouses.  Why?  One possibility of course was pure speculation.  If you think 

domestic Chinese copper use is going to soar, and with it prices too, then it might make 

sense to buy copper and hoard it. But there seemed to be a lot more hoarding than 
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normal, and anyway with London prices often above the tax-adjusted Shanghai prices, 

why would anyone want to speculate on foreign copper when it could be bought more 

cheaply domestically? 

 

It turns out, that the copper purchases were not entirely, or even mainly, speculative.  

They were part of a financing scheme for companies that, in spite of the avalanche of 

new lending occurring both within and outside normal RMB lending, were having trouble 

accessing bank credit. 
 

 

 

I think this huge capacity build was not only part necessity by Chinese policy makers to keep 

growth on track, but also part big bet that global demand would return.  That is: they were 

betting the US consumer would recover once the impact of the credit crunch had passed.  If so, 

the additional capacity in China would mean Chinese companies would grab an even greater 

share of final goods production and sales.  However, the US consumer has not rebounded 

because jobs in the US have not rebounded.  

 

A structural change in the US job market is ultimately the trigger for a big bust in China 

 

Returning to Mark Lapolla, he has some fascinating things to say about the US job market that 

help explain why the US recovery, if we can call it that, has been a true jobless recovery.  He 

believes this is the new norm, and it also means US consumption, which by the way represents 

70% of the US economy, is in deep trouble because of this structural change in jobs.  

 

The basic notion is that the world has rapidly bifurcated, in terms of value creation, 

between intellectual property and what I’m calling ―scale.‖ [Silicon Valley versus China 

for example.] 

 

…The upshot, though, is that what we’ve got is a very natural swap.  Ricardo talked 

about it; it’s known as Ricardian comparative advantage today.  In this case, we basically 

swap intellectual property, where we have a comparative advantage, to the world, in 

exchange for cheap labor, where clearly nations like China, and increasingly, Vietnam, 

Bangladesh, etc., have a great advantage because they have so much capacity.  But 

what’s happened here in our world is that—unlike the scale businesses which require a 

profusion of capital and labor and commodities as inputs—intellectual property actually 

requires less and less input.  It requires very little capital, relative to scale operations, and 

it requires a de minimis amount of labor relative to the economic value that’s created. 

 

So if we look at the number of jobs that were added to this economy through the end of 

the fourth quarter, relative to the NIPA profits that were added since the bottom of the 

profit cycle, what we find is that the incremental profit per employee added in the US in 

this recovery comes to $80,000—whch is about what the profit per employee is at Intel 

and slightly higher that it is at Texas Instruments.  But average profitability across this 

economy is just under $14,000 per worker—so we have had a near-vertical increase in 

productivity during this recovery.  Making this, in a way, the mother of all jobless 

recoveries.  But it’s also very important to remember that the jobs recovery in the 
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previous cycle—after the internet bubble burst—was actually the weakest on record, up 

until the current one.  But this one makes the last one look positively robust.   

 

…if you take a look at the data, it’s quite obvious: Any way you slice it, nominal 

wages, real wages, hourly wages, the duration of unemployment—all of these 

measures imply that we have a growing structural fracture in the labor markets.  

 

When we look at the data, it’s clear that labor has been in decline for a good 30 years.  To 

my way of thinking, the deregulation of finance in the 1990s was absolutely necessary to 

enable wealth to be conveyed through the ownership of residential real estate, so that 

those who didn’t have any pricing power in the labor market—and really didn’t have a 

call on the intellectual property profits in our society—were able to keep up with the 

Joneses.  It’s quite simple.   

 

This last part has often been characterized as the average consumer using his home as an ATM.  

This is also the same consumer who was being benefitted from all those Chinese surpluses 

recycled back into the US economy and continued to buy all those Chinese exports.  This same 

consumer is now facing a three-pronged problem: 

 

1. His primary asset, his home, has plummeted in value.  

2. He is indebted to the hilt.    

3. His job prospects have diminished substantially. 

 

It means, at least over the foreseeable future, according to Mr. Lapolla: 

 

…it suggests that people are going to have to shift down the way they live and the way 

they expect to live—perhaps even further than they already have.  Thus, the propensity to 

save in this country has to continue to rise—which (although not in the short term) is very 

bullish long term—whether that is captured in the aggregate data or not.  

 

This helps explain why the savings rate is rising and monetary velocity continues to decline: 
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No matter how many reserves the Ben Bernanke and his friends at the Fed create, consumers are 

not taking it.  And if consumers don’t take the money it isn’t inflationary.  This is the same 

deflationary pattern we witnessed in Japan.   

 

Thus, China’s capacity bet predicated on a return of the US consumer is horribly wrong.  

This means China is in for a painful transition.  The treadmill is turning vicious. 

 

Inflation and social unrest must be dealt with 
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Sowing seeds of bust and longer term deflation 

 

You can see why I use the term treadmill to describe the situation facing policy makers in China.  

Below is my representation of that treadmill that is turning vicious (this was created several 

months ago and I think depicts the spinoff problems that flow from overinvestment and 

misallocation of capital): 
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External demand has not rebounded and the huge infusion of credit is creating a serious and 

dangerous inflation problem.  Dangerous because inflation leads to social unrest as the cost of 

living rises for those already struggling to feed themselves.  Empty bellies inspire boldness.   

 

Chinese officials are well aware of the fact that Tiananmen Square was triggered in large part by 

rising inflation in China.  That is the last thing they want to see again.  Thus, we are seeing a real 

clamp-down on credit, in the form of rising interest rates, attempts to stifle real estate 

speculation, and hikes in reserve requirements.   

 

Food prices as of May rose 11.7% from a year earlier.  I think it’s worse than most realize.  I 

received this email recently from a friend in London. He relayed comments from a friend of his 

who works for Ford Motor in Shanghai.   
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I had dinner with a friend in London the other night.  He’s an engineer for Ford in 

Shanghai, just over for a break from the insanity, and rice. So I took him for fish and 

chips. He said there are loads of demos on the streets, but they’re never reported, and the 

people are beaten down (literally) before they get a chance to really do anything.  A 

friend of his, who works for a Shanghai paper, says they are not allowed to mention them 

by party order. There’s a lot of anger simmering because of the disparity between 

rich and poor, and inflation is a huge problem for normal people, and is getting 

worse looking at this weekend’s figures. The cost of living for them is astronomical.  

The people can see that the rich and the party officials are having a fine life, while they 

struggle – the old commie classic – but that’s what socialism’s always been about, isn’t 

it?  Enforced equality for everyone else, while the party officials and their enablers live 

high on the hog…nothing’s changed in 100 years of Marxism, and never will. And the 

number of billionaires in shanghai is just ridiculous. There’re probably as many there as 

are in the whole of Europe. 

 

Generally speaking, he said, the Chinese see westerners as a bunch of mugs who are 

finished and there for the taking economically – and we’re helping them do it. 

 

Let’s see how long they can make it last before the proverbial hits the fan… 

 

He added... 

 

I don’t believe they can move from a centrally planned agrarian economy to a market 

industrialized economy so quickly without ballsing it up along the way. 

 

Some of the figures he quoted for everyday, basic stuff were eye-watering for 

westerners, let alone Chinese.. In addition for him, he doesn’t trust a lot of Chinese 

goods – you don’t know what’s in them, or where it’s from.  Cereal for example, he pays 

US$18 a box for, imported. $18! I have another friend whose sister works at one of the 

western investment banks in Shanghai – they spend a fortune importing food for their 

employees (which the employees then have to spend a fortune on) because they don’t 

trust it. Sounds like a great place, huh? 

 

Helmets at the ready… 

 

The reason why Chinese officials attempts to control inflation can ultimately lead to a popping of 

the bubble is because China’s monetary policy tools are extremely blunt instruments.  A money 

manager once commented that China has two monetary policy tools, a flame thrower and fire 

extinguisher.  Thus, managing a soft landing in an economy as lopsided as China’s ... and when 

inflation is raging, is about as easy as herding cats.  

 

We also know that investment cycle requires constant feeding of credit, as even a small decline 

of credit at the margin can often lead to a catastrophic decline.  This is from George Soros, 

Alchemy of Finance, explaining the classic boom and bust process:  

 

Collateral values have become greatly dependent on the stimulative effect of new lending 

and as new lending fails to accelerate, collateral values being to decline.  The erosion of 
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collateral values has a depressing effect on economic activity, which in turn reinforces 

the erosion of collateral values.  Since the collateral has been fully utilized at that point, a 

decline may precipitate the liquidation of loans, which in turn may make the decline more 

precipitous.  

 

…In a bust, the reflexive interaction between loans and collateral becomes compressed 

within a very short time frame and the consequences can be catastrophic.  

 

China realizes they must make the transition to a more consumer driven economy.  But they also 

realize that process is going to be extremely painful.  Plus, many powerful rich players in China 

are quite happy with the status quo despite the dramatic income disparities and rising social 

unrest we are now seeing. And they will do all they can to thwart any transition that gives the 

average Chinese consumer a bigger piece of the pie.   

 

Japan was in a similar position as China when its bubble burst in 1989.  They believed they 

would quickly recover by stimulating consumer demand. It didn’t happen.  

 

―This year, China overtook Japan as the world's second-largest economy, a shift in the global 

pecking order that surprised nobody who has been paying attention for the past 20 years.  

 

―What was truly surprising is that Japan was still No. 2. Like a distant uncle whose death 

notice reminds you he was alive, Japan is noteworthy for its furtive slinking from the world 

stage. It is an extraordinary disappearing act for a country whose global hegemony was seen 

as a fait accompli just 20 years ago. But the ur-Asian-export juggernaut has slipped into a 

permafunk of its own making. Japan as Number One now languishes as the 400,000th most 

popular book on Amazon.com while When China Rules the World is a bestseller.  

 

―The funny thing is that China borrowed much of its economic model from Japan: producing 

low-cost exports to fund investment at home while aggravating trading partners. At times, it 

seems like only the names have changed. Where Detroit automakers once denounced Honda 

and Toyota for dumping cheap, fuel-efficient sedans on American housewives, Treasury 

Secretaries now wring their hands about the undervalued renminbi while China's trade 

surpluses yawn. 

 

―As pleasurable as it must be for China's leaders to have beaten Japan at its own game, the 

joke might soon be on them. In fact, they would do well to veer off of Japan's development 

path promptly. Sure, Japan's export boom funded stellar growth for four decades. But its 

undervalued currency eventually helped blow one of the largest bubbles in history, the 

bursting of which still hobbles Japan today. Japan's famously dismal demographics didn't 

help, but China's aren't much better. Beijing's one-child policy, introduced in 1979, has 

worked its way up the population pyramid such that China's supply of rural workers ages 20 

to 29 will halve by 2030. Worse yet, China is much larger than Japan -- which means that the 

global consequences of a crash would be far greater. For the moment, Beijing is riding high, 

but China's sustained success depends on understanding where Japan went so badly wrong.‖  

 

     Ethan Devine, Foreign Policy, ―The Japan Syndrome‖ 

 



Danger, Red Dragon! 18 

 
China-Japanese parallels are eerie. During the 1980s it appeared Japan as the Creditor 

Superpower was going to gobble up the world with their powerful export machine and massive 

current account surpluses rolling in.  Then a little thing called the US stock market crash in 1987 

changed the game.  Dollar credit flowed from the global system triggering an improvement in the 

US current account balance which was followed by a US recession.  This came as the Japanese 

yen was appreciating in value, thanks to the G7 Plaza Accord to pressure the yen higher because 

of all those Japanese exports.  

 

The litany: 

1) Japan’s very hot stock market broke in 1989. 

2) Then its extremely over-priced real estate bubble started its collapse (remember when the 

Imperial Palace in Tokyo was worth more than the entire state of California). 

3) Japanese authorities did all they could in the form of stimulus to try to keep air in the 

bubble 

a.  They pumped more money into the stock and property markets in order to revive 

the wealth effect for domestic consumers 

b. They subsidized export companies to keep exports flowing (but the world’s major 

consumer—the US economy—was entering recession and not there to buy). 

c. They lowered interest rates to zero 

d. They continued massive fiscal stimulus by building infrastructure across the 

country 

 

But it didn’t work.  The massive dislocations caused by artificial channeling of credit within the 

Japanese economy in order to focus almost entirely on building a global export machine created 

the malinvestment that has taken years to work off precisely because the Japanese economy was 

so imbalanced—production versus consumption.  Attempts to change this model were scant at 

best; instead they kept morbid companies alive and forced consumers to save thanks to 

artificially low interest rates.   

 

 

Summary 

 

Falling external demand is unlikely to return and drive a resurgence of the Chinese export model 

anytime soon.  The policy of force-fed investment is leading to much overcapacity, misallocation 

of capital, and creation of a very nasty inflation problem.   

 

The slowdown in the Chinese economy is already taking hold evidenced by the latest Purchasing 

Managers Index numbers as policymakers try to tamp down on inflation.  However, growth is 

highly dependent on increasing levels of credit at this stage in the cycle.  It is a setup for a classic 

bust.   

 

Stay tuned.  

 

My three favorite ways to play a bust in China 
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1. Short Copper (or buy puts on the ETF) – there has been a very close correlation between 

copper prices and Chinese growth, i.e. demand for copper.  Thus, any change in growth 

expectations in China should lead to a significant fall in the metal.  

 

Copper versus Shanghai Composite Stock Index Daily:  In the past the Chinese stock market 

were highly correlated.  But that has changed and a major divergence has developed.  Copper has 

climbed higher and higher along with other risk assets; and has been one of the strongest 

materials in the commodities complex. I think it is extremely overvalued, especially now that we 

have real evidence that Chinese growth is slowing.   

 

 
 

 

 

 

 

 

 

 

 

 

 

Copper Fund ETN - JJC 
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The Dow Jones-UBS Copper Subindex Total Return , symbol JJC 
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2. Short the Australian dollar against the US dollar (or buy puts on the ETF) – Based on the 

fact that Australia has effectively become a satellite country of China, and the Australian 

economy is already beginning to slow, I think the currency is extremely overvalued on a 

longer-term basis.   

 

 

Australian dollar ETF, symbol FXA:  This currency continues to power higher with other risk 

assets.  Despite the slowing of the economy and recent revelation the Reserve Bank of Australia 

signaled it will be on hold for the next few months, the Aussie keeps climbing.  It would likely 

make sense to get some confirmation on a change in trend, possibly from a break in the 200-day 

moving average.   
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3. Short the Emerging Markets Index (or buy puts on the ETF) – The inflation problem 

China is dealing with is also a problem in many other emerging markets.  Should there be 

real concerns about Chinese growth, there will be very fast risk contagion into all emerging 

market stock indices.  Already, emerging market stocks have stalled a bit, as many EM-

country central banks are hiking rates.   

 

MSCI Emerging Markets Fund, Symbol EEM:  China is the largest market weight in this 

index.  As you can see, this index has been testing its 200-day moving average:   

 

 
 

 

 

 

Regards, 

 

Jack & JR 

 

 
 

http://us.ishares.com/product_info/fund/overview/EEM.htm

