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Declare this an emergency 

Come on and spread a sense of urgency 

And pull us through 

And pull us through 

 

And it’s time we saw a miracle 

Come on it’s time for something biblical 

To pull us through 

And pull us through 

 

Proclaim eternal victory 

Come on and change the course of history 

And pull us through 

And pull us through 

 

And this is the end, the end 

This is the end 

Of the world 

 

Well not quite yet whatever Muse’s eccentrically expansive talent Matthew 

Bellamy might have us believe. The world may have been saved for now 

but to paraphrase Zhou Enlai (when asked about the impact of the French 

Revolution), it really is too early to tell what the medium term economic, 

social and political consequences will be of the unprecedented interventions 

and distortions introduced to try to prop up the Ponzi.  

The financial markets seem to believe that everything is returning to normal 

(whatever that is) and, of course, the markets are always right at any one 

time.  Nevertheless, we continue to take a somewhat more cynical and 

jaundiced view. We can see the potential for a late-1993 Asian fund-flow 

rerun of Barton Bigg’s notorious “tuned in, overfed and maximum bullish” 

moment, but we would also caution that this will be a train one has to be 

prepared to step off in short order. Moreover, short-term trading views 

aside, our oft-repeated advice holds; in the coming years it will not only 

matter what assets you own, but where you own them, and what passport 

you carry. 

With the New Year, DSGAsia celebrates a decade in business. We would 

like to wish everyone a healthy and successful 2010 and thank you all for 

your continued support. We are especially grateful to those of you – a 

significant proportion of our client base – who have been with us since 
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inception. These days, independent research outfits are a well-accepted part 

of the Asian landscape but ten years ago, establishing our own boutique 

consultancy was viewed as rather a high risk proposition. To this end, 

Sylvia and Teresa, as well as of course Mrs DSGAsia, also deserve the 

plaudits for signing up at the outset and then sticking with us for the 

duration of the ride. Zero staff turnover in a decade – now there’s a result! 

Looking back to the views we presented a year ago, we believe we called 

the general trajectory of economic activity and inflation pretty correctly, but 

were far too cautious on our attendant asset market recommendations. We 

also got the euro badly wrong even as many of the malignant manifestations 

of this flawed political construct became increasingly apparent. Still we are 

nothing but stubborn in our belief (amongst others) that the ECB presides 

over the greatest Ponzi scheme of them all and that the economic, social and 

political ramifications of the system’s inherent contradictions are only going 

to get uglier over time. Perhaps this is a story for this forthcoming Year of 

the Tiger….
1
 

 

To be fair, we have not actually been unmitigatedly bearish on markets over 

the past twelve months, albeit we would still contend that the world has 

deep, deep problems to confront. Coming into 2009 we were arguing that 

belated government actions had most likely headed off Great Depression II, 

and at the same time were championing a limited form of decoupling for 

Asia.
2
 It had hitherto been our view that when the greatest Ponzi pyramid 

scheme of all time started to unwind, the claims that the region could escape 

the fallout would be shown to be risible. However, Asia’s largely superior 

financial sector health, and its generally strong balance of payments and 

fiscal positions coming into the crisis, also led us to conclude that its 

recovery process would be a lot quicker and sharper than the West’s.  

                                                           
1
 Having checked with Mrs DSGAsia this apparently does not give one carte blanche to 

expand the mistress pool…. 

2
 See: “What can Asia do and will it work?” January 13

th
 2009. 
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Inherent in this view was the important belief that China had both the 

metaphoric and literal bullets to fire to save itself, if not quite the world. For 

what it is worth, we think that this year China crashes the world again for if 

there is one thing that freaks the boys in Beijing even more than slowing 

growth, it is surging inflation, and surging it currently is. In essence, if the 

party’s over, the Party’s over, so to speak. The PBoC being given the green 

light to crunch credit again will shaft commodity prices and commodity 

currencies and serve to reinforce the still deflationary dynamics in the major 

developed economies. More on these ideas in due course…. 

Given our worldview of a year ago, and given also where asset prices had 

fallen to, we recommended buying the Asian currencies and bonds that had 

been most beaten up due to (subsequently resolved) balance of payments 

problems as well as selective convertibles and equities.
3
 The mistake was to 

say “selective,” and to then subsequently chicken out of many of our 

positions around the middle of the year on the grounds that valuations no 

longer seemed wildly compelling in the context of policy responses that 

seemed to become ever more Japanese by the day.  

Throughout the year we were regularly flummoxed by the seemingly 

widespread inability of markets to discount. To us, it seemed pretty obvious 

at the start of 2009 that the macro numbers would have to get sequentially 

better from H2 if only due to base effects, inventory trends and the 

unprecedented monetary and fiscal stimulus applied. But as the data 

improvements started to come through much as expected, so it seemed that 

the analytical community response was to extrapolate the trend ever further 

upward.  

Perhaps this is right and the goosing of financial markets will indeed 

translate into a full blown resumption of the old consumption and 

investment patterns ( though what this implies for bond markets tends to be 

conveniently ignored by the bulls). In essence, this implies that the bubble 

mentality has yet to be destroyed and attempts to reflate once more and 

encourage a return to incorrigible dissaving behaviour in the West are going 

to be successful (if only to set things up for an even bigger bust further 

down the line). Still, as long as the worthy financiers and complicit 

generations who have caused all these problems can be absolved of their 

                                                           
3
 Our personal expression was predominantly via the China A-share tracker, Chinese short 

dated RMB bonds and longer duration Korean paper both dollar and local currency. We 

now only hold the RMB paper and the Korean dollar bonds. 
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pain and responsibility (and by implication are allowed to screw the retirees 

and the young), then that is alright then. 

We have to admit that this is a possibility in which case our resumed caution 

of the past six months will be looking even more misguided twelve months 

hence. However, our experiences of Asian and Japanese savings behaviour 

post their own financial busts, not to mention our belief in following the 

signals for money, credit and balance sheets trends, continues to shape our 

view that deflation, drawn out retrenchment, and anaemic growth will 

continue to dominate in the West. Furthermore, despite Asia’s superior 

internal fundamentals, domestic demand re-orientation is a multi-year and 

perhaps even a multi-decade process. The region will surely remain highly 

vulnerable to oscillations in developed world demand and risk appetite 

cycles.  

If one believes, as we do, that Obama’s America missed a fabulous 

opportunity to put into practice what it has preached to the outside world 

about financial sector clean-up best practice, then this implies an awful, 

Japanese-style nuclear winter for macro-analysts. In such an environment, 

one is always trying to call mini spasms in economic activity in response to 

policy/regulatory tinkering and inventory/production cycles. Yet with 

balance sheet damage lingering, zombie companies and banks poisoning the 

operating environment for their more healthy counterparts, and the dead 

weight of government interference becoming ever heavier, full blown 

investment cycles never really get the opportunity to take hold. We have 

often remarked that the single most important career choice we made when 

deciding to specialise in Asia was to pick to come to Hong Kong rather than 

Tokyo. We still believe non-Japan Asia is going to remain the world’s most 

vibrant and interesting story but sadly the Nippon nemesis threatens to 

engulf us all at a global level. Far more choleric, irascible societies, and 

potentially far less quiescent bond markets in West, suggest that pulling off 

two decades of stagnation may not be quite as “easy” as it has been in 

Japan. The implication is that not being in the wrong place at the wrong 

time (physically as well as monetarily) is going to be just as important as 

trying to time the short cycles of resurgent optimism. 

Returning to the outlook for 2010, there are so many moving parts to this 

story that shaman forecasters risk looking even more foolish than normal. 

We will therefore try to keep things simple. If you have to monitor only two 

variables this year then these should be money/credit growth in the West 

(the top charted overleaf – be very scared) and inflation in China. In short, 

the former continue to slow precipitously (with private credit in outright 
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contraction mode) despite the most frantic efforts of balance sheet trashing 

central bankers. (The supply side of the balance sheet may be healing at a 

faster rate than it ever did in Japan but the demand constraints will likely 

endure.) The later, meanwhile, in a country where the credit multiplier still 

works all too well, is accelerating sharply as per our lower chart below. 
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We have discussed both phenomena in detail in recent times and would 

refer you back to two more detailed exposés we penned towards the end of 

2009: Liquidity Update and China: Accelerating Inflation and Trade Deficit 

Potential.
4
 We would contend that there is nothing inconsistent in believing 

that the developed world still risks deflation while in the emerging 

economies, especially China and others in this neck of the woods, we are on 

the cusp of a highly destabilising inflation. The near-term juxtaposition of 

the two has been a boon for local assets, especially in the context of China’s 

atavistic mercantilist tendencies which have stayed the currency hands of 

most of its neighbours. The medium-term implications (which could 

crystallise as early as Q2 if current PRC price trends are extended) is that 

the region may find itself (as in late 2007) having to tighten monetary policy 

just as growth in the developed world starts to roll again hard. (And indeed, 

just as the international allocators are finally putting their funds to work in 

the region…. c’est la vie.) 

The bull counter to all of this is that the money and credit trends we are 

monitoring are lagging indicators and that as the financial sector continues 

to heal and household employment prospects stabilise, so private sector 

balance sheet expansion will resume driving investment and consumption 

growth higher. Moreover, inflation in China is not a problem – after all Wen 

Jiabao has said so – and will only gradually edge higher which, in the 

context of improving exports, will accommodate only a mild tweaking of 

monetary settings and the RMB. 

As we have already mentioned, we are not buyers of the story that the 

money multiplier is about to kick into action again in the US and Europe but 

we will be more than happy to change our assessment should we see the 

variables we track start to turn around. How long one would have before the 

bond markets freak is an altogether different matter. As for China inflation 

edging back towards 2-3% and then staying there, well, good luck. History 

suggests that Chinese exceptionalism has never extended into the realm of 

monetary debasement, and the PRC’s citizens are the biggest sceptics of all. 

The lower chart overleaf suggests the scepticism is already building…. 

                                                           
4
 November 23

rd
 2009 and December 16

th
 2009, respectively. 
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In recent months we have found ourselves fielding an increasing number of 

questions on the Japanese bond market and whether the time has finally 

come for the country to implode under the weight of its government debt 

edifice. For those of you who missed our year end missive,
5
 we struggle to 

see an imminent JGB collapse but if it does happen, the knock-on effects 

will be seriously ugly. As we wrote the other week: “we suspect a 

                                                           
5
 See: “The last thing the world needs is for JGBs to collapse”, December 7

th
 2009. 

We struggle to see an 

imminent JGB collapse 

but if it does happen, 

the knock-on effects 

will be seriously ugly 



Asia’s Economic and Financial Market Landscape – 2010 

                    DSGAsia                         4 January, 2010       8 
 

combination of growth fade, entrenched deflation and the unique structure 

of Japanese government debt ownership [see the chart below] will all place 

a ceiling on JGB yields. Investors should also note that if Japanese bonds 

collapse then the likely response will be huge, likely-cajoled overseas 

repatriations which will hardly be good news for sovereign borrowings 

elsewhere. Shove 2% on 10-year JGBs and you can likely add 3% to USTs 

and 5% to Aussie bonds. Japanese bonds may well crash though not any 

time soon in our opinion; but be careful what you wish for.” 
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A JGB collapse is certainly not impossible. While one should probably give 

some license to a new government feeling its way in the world, its initial 

policy conduct has hardly been inspiring. And if Japanese citizens finally 

conclude that they need to bail en masse then it would surely be game over. 

They are certainly grumpy (in a very polite Japanese way; Koreans would 

be rioting and setting themselves on fire) and Hatoyama’s poll ratings have 

already plunged precipitously. But the evidence does not suggest that this 

discontent is translating itself into wholesale capital outflow and emigration. 

In fact if one is looking for bond market mayhem and attendant contagion, 

then Europe is surely the potential epicentre. We are certain you do not need 

to read yet another of our anti-euro rants so we will confine ourselves to a 

simple statement of fact: monetary union equals fiscal union equals political 

union; a fact that average Europeans are increasingly growing to recognise. 
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There seems little doubt that if deflation starts to rear its head again in 

America, then Helicopter Ben will open the monetary spigots even wider. 

Hence we have no problem with the idea that the dollar is a steaming heap 

of doggy-do. But so, in fact, are almost all fiat currencies. The question 

therefore is, sadly, which turd do you least mind treading in? And the dollar 

at least looks cheap on almost any metric. 
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The euro along with the Yen looks the biggest outlier at the expensive end 

of the currency spectrum and their relative strengths have supposedly been 

underpinned by having more “responsible” (in this context not de-basing) 

central banks. In the case of the Yen, we would tend to agree that the BoJ 

has been more parsimonious than most (its financial system was in better 

shape to handle the meltdown this time, hard as this sounds to believe). 

However, as we outlined in Mirror, Mirror on the Wall, Who’s The Easiest 

of All?,
6
 the ECB has been every bit as loose as the Fed, albeit in a 

backhanded, disguised way so as not to let German taxpayers know their 

money is being used to bail out Spanish and Greek banks. Perhaps the 

subterfuge can continue or alternatively, perhaps the Germans can bounce 

the Greeks (and by implication the other PIGS) into embracing 

Irish/Latvian-style adjustment policies. In such circumstances, the euro 

                                                           
6
 August 13

th
 2009. 
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would likely remain stronger than it should be otherwise. However, if Greek 

blackmail succeeds, and others in Europe have to more overtly write the 

cheques, the direction would be far more ambiguous. Our preference would 

be the USD to outperform the JPY which in turn will outperform the EUR. 

And as for the British Peso, we would be long USD/GBP but short 

EUR/GBP. 

The other “wrongly” valued currency is of course the RMB. China has been 

trying to portray itself as a paragon of virtue and stability by keeping its 

currency stable, and implementing massive monetary and fiscal stimulus 

which has helped pull the world out of its swan dive. On the currency front 

though, this claim is wearing gossamer thin, and not just in Washington and 

Brussels; Asians, very sotto of course, are also getting increasingly hacked-

off with Beijing’s barely-disguised mercantilism (it takes one to know one). 

If you are a small country like Malaysia, or even Taiwan, the international 

ramifications of heavily manipulating your exchange rate are not that 

noticeable. However, if you are the world’s biggest exporter, it is a harder to 

pull off such tricks with a straight face. With great power comes great 

responsibility…. 

We have no particular axe to grind with the PRC. After all, China is 

behaving no differently from any country throughout history. The UK and 

America were similarly mercantilist at similar stages of their development 

while the belief that countries conduct policy on any other basis that 

national interest has always been a naive fantasy. For sure great and 

wannabe great powers become more subtle over time in judging when to be 

seen to be acting altruistically so as to further advance their medium-term 

interests, and China is still learning-on-the-job the arts of such statecraft. 

But irrespective of who is right and who is at fault, the PRC is not winning 

too many friends currently and risks increasing policy retaliation for its 

recalcitrance. This is why we believe that as year-on-year exports turn 

positive again, so Beijing will throw a few bones to the wolves in the form 

of a limited upward adjustment of the RMB. 

A stronger RMB would also help dampen imported inflation pressures, not 

to mention boost the overseas purchasing power of Chinese households. 

This is all consistent with the idea of rebalancing the economy towards 

consumption with the simple proviso that it also undermines the privileged 

positions of the state-owned industrial behemoths. The SOEs’ rents (and 

those in turn kicked back to their patrons in the CCP) rely on a serially 

underpriced cost of both external and internal capital which means they 
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have zero interest in seeing meaningful currency flexibility or credit 

allocated on price rather than favour. 

A final (and poor quality) reason often offered for continued RMB 

shadowing of the dollar is the sizeable valuation loss that would have to be 

taken on the country’s copious pile of FX reserves. In essence we have 

always viewed this (as indeed have more thoughtful contacts – off-the-

record of course – in the technocracy) as an unrealised cost of a massive 

export subsidy that has generated billions of dollars of income and 

underpinned massive job-creation. True as this may be though, one does not 

want to be the Governor of the PBoC on the day he has to announce that his 

balance sheet has taken a quarter of a trillion dollar hit.  

To this end, the central bank and the broader state-related apparatus have 

been trying to steadily diversify the reserves pool into potentially harder 

and/or non-dollar assets (with mixed success). Establishing a significant 

weighting in gold has not been a major strategy, however, since racking up 

a serious percentage would mean buying up all the world’s annual 

production (about 2,500 tonnes) and a good deal more. China has in fact 

added only about 400 tonnes to its stash since 2003 taking it to 1,054 tonnes 

(about USD35 billion worth) according to the official release we have seen. 

But in the context of USD2.3 trillion of FX reserves, this hardly registers.  

Furthermore, China has in recent years become the world’s biggest gold 

producer (276 tonnes in 2007) ahead (just) of South Africa, the USA and 

Australia, the other main players. The PRC is also estimated by many 

parties to have the largest remaining stock of ore still in the ground (and has 

been investing heavily in the technology to better extract it). Hence it has 

largely been able to sate its needs by buying its own gold production, and in 

an environment when prices have been rising, it has seen little urgency to 

accelerate extractions.  

Do not get us wrong. We have been huge gold bulls since 2001 and unlike 

the Chinese government, have had no trouble building a sizeable position 

into our personal portfolios without moving the market.
7
 Nevertheless, if 

                                                           
7
 Holding our stash in Hong Kong has hitherto seemed safer than buying an ETF in the US 

or the UK where one risks suspension of convertibility and questionable backing by the 

underlying. However, the revelation a month or so back of between 5,600 to 5,700 “fake” 

400 ounce gold bars (roughly 60 metric tonnes or USD2.5 billion worth) in Hong Kong has 

given us food for thought. The bars were gutted and filled with tungsten which has an 

almost identical density to gold (apparently). Naturally fingers were first pointed at the 
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our view on Chinese inflation and subsequent reaction is correct, then gold, 

and indeed all commodities and commodity currencies, could face a major 

setback in the coming months. The subsequent stepped-up currency 

debasement of such an outcome would favour one buying the gold dip. 

However, the argument for industrial resources is more ambiguous since the 

whole world, including China, has already fired off myriad bullets and (in 

many cases) trashed the national balance sheet to offset what otherwise 

would have been an even more acute slowdown (and this one has been 

pretty acute by any standard).  
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As we argued at the outset, base effects, inventory/production trends and 

residual fiscal stimulus should continue to deliver better sequential data 

outcomes into this quarter and next, and Asia’s numbers will reflect this 

accordingly (see the chart above). Sustainability is another issue and the risk 

that momentum turns down again into the latter part of 2010 remains 

significant. While the year-on-year comparisons get increasingly easier 

from here on in, absolute export levels remain relatively subdued. Non-

Japan Asian export volumes are still on average 11% below the peaks 

                                                                                                                                                    

PRC which has managed to fake everything from Gucci bags to baby formula over the 

years, but if the more excitable blogs are to be believed, Uncle Sam might be the more 

likely candidate. This story has been given remarkable little air in the press. For a fuller 

write-up see “Dubai, Dusell, What Duyado?”, November 30
th

 2009. 
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recorded in late 2008, albeit the last quarter has seen a 10-15% 

improvement (at a time, it should be noted, of normal seasonal strength). 

We would recommend watching the volume levels rather than highly 

distorted YoY growth rates as the better indicator of whether or not 

sustainable final demand is really returning. 

Finally, what does this all imply for equity markets? We have often pointed 

out that in the early 1990s when we faced a far milder version of developed 

world balance sheet rebuilding, Asian corporate profit growth remained 

insipid for an extended period (see our final chart below).
8
 Were it not for 

the these days crucial China inflation variable, we would probably be 

arguing that super-loose inherited monetary conditions from the West would 

favour further equity market re-rating even in the context of subdued 

earnings. As things stand today, we believe that expectations for the E 

beyond the middle of this year, and the continued assumption of an 

incoming wall of liquidity, are both going to be severely tested. We will 

detail our views at a country level in next week’s Asian Asset Market 

Quarterly. 
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 And as we discussed in our previous AAMQ, October 19

th
 2009, the share of global 

cyclical in the regional listings universe has risen by eight percentage points since 1994 to 

54%. So much for domestic demand re-orientation insofar at least as what one can buy in 

size in a regional portfolio. 

We would recommend 

watching the volume 

levels rather than 

highly distorted YoY 

growth rates as the 

better indicator of 

whether or not 

sustainable final 

demand is really 

returning 
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