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CHINA’S DANGEROUS GAME - UPDATE

Summary

In China’s Dangerous Game (February 2012), we highlighted China’s domestic imbalances and their implications for a highly-
interconnected global economy. In China’s Paradox (October 2012), we reviewed the structural challenges inhibiting a necessary
rebalancing of growth to a more sustainable model. Collectively, we suggested market participants may be underestimating
the likelihood of a material slowdown in China’s growth rate. With the recent collapse in export growth and the disruptions in
the interbank market, China has now moved to the forefront of investors” minds.

China’s economy cannot be viewed in isolation. Its transition from export-oriented to investment-led growth
combined with its size has affected the entire globe, resulting in trade deficits in the domestic world and a commodity
boom in resource-rich countries. China’s inevitable transition to more domestic demand represents a profound shift
in the global economy

Because the world as a whole is a closed system, China’s enormous trade surpluses manifested as trade deficits in the
West, most notably in the U.S. prior to the recent crisis. China’s previous unwillingness to rebalance to a
consumption-based model, reducing dependence on external demand, was in direct opposition to the need of the U.S.
to shrink its external deficits

Despite the ongoing debate over the wisdom and efficacy of unconventional policy in the U.S., QE created inflation in
China and has arguably assisted the U.S. in reducing its trade deficit, a necessary condition for more balanced growth

China’s quasi-peg to the USD resulted a de facto currency bloc, linking two highly dissimilar countries (a slow
growing, over-levered developed economy with a rapidly rising, low-income emerging market). To prevent a more
rapid nominal appreciation of the currency over the past few years, the PBOC intervened by printing domestic
currency. The result has been inflationary, driving up wages

Since 2005, China’s real effective exchange rate has appreciated by over 70%, representing a material loss in
competiveness. Export growth has since collapsed and other surveys are suggesting continued slowing. Aggressive
monetary policy in Japan that has recently weakened the yen could aggravate the situation

*¥This document is not a solicitation to invest in any investment product nor is it intended to provide investment advice. Please see the “About US” slide for
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Summary

Despite an exorbitant level of domestic savings, fixed asset investment—the leading driver of growth—has been
funded with copious amounts of credit, facilitated in part by the interbank market. Recent stress will result in a
credit tightening, likely slowing domestic contributions to growth further.

Thus far in 2013, China has experienced 9.1 trillion yuan in new credit growth, which is above target. The increase in
the money supply (M2) is also currently running above target. So although the PBOC has tools to alleviate some of
the liquidity pressures in the interbank market, doing so may encourage lending far beyond these targets,
exacerbating the issues the PBOC is now fighting

Sources have suggested the desire of Chinese policymakers to engineer a form of ‘controlled chaos’ in 2013 in order
to reign in previous excesses, reduce moral hazard and emphasize the quality of growth (i.e., ‘rebalancing’). Recent
policy statements and various anecdotes seem to confirm this view

Although commendable and necessary, this strategy is also dangerous. Engineering a ‘soft landing” with an opaque
and highly-leveraged banking system is prone to policy error. Recent history has demonstrated that policymakers
are more successful at changing the direction of certain variables (i.e., credit growth) than controlling the magnitude
of them

Should export growth continue to slow, triggering an increase in unemployment, the authorities may be tempted to
regain competiveness through a weaker currency. This could be easily achieved by opening the capital account,
allowing domestic Chinese capital to flow out of the country to areas where returns are higher. Leadership has
already stated their intent to open the capital account
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Exports and Investment
represent nearly 80% of
growth. ..

...as both slow,
consumption cannot rise
fast enough to prevent
overall growth from
decelerating

Household consumption
in China is low because
household incomes are
low. Shifting this
distribution requires both
political will and time

The purpose of investment
is to provide the
productive capacity and
infrastructure for exports
and consumption

Investment needs to slow
to approximately 35%, a
decline of 15% of GDP

As noted previously, China’s economy is deeply imbalanced, relying on an extraordinary amount of fixed asset
investment to sustain predetermined rates of growth...

Composition of China's GDP
(2011)
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By looking at the flows
among sectors of the ULS.
economy, theoretically,
the U.S. should have
tightened fiscal policy and
devalued its currency
against China (and other
surplus countries)

But because of China’s
quasi-peg to the USD, the
U.S. couldn’t devalue.
However, QE provided
virtually the same effect

China’s imbalanced growth — previously heavily reliant on exports and trade surpluses —manifested as trade
deficits in the U.S. The U.S.’s current account deficit peaked at 6% of GDP, an alarming level...

U.S. Flow of Funds by Sector
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In Q1 2007, the current
account deficit of the U.S.
was at an alarming level,
nearly 6.0% of GDP...

During the financial
crisis, while the public
sector borrowed to provide
temporary demand, QE
served an
underappreciated role: it
inflated China...

The money printed via QE
flowed “downhill” to the
undervalued portion of the
quasi-currency bloc to
China, inflating wages
and unit labor costs.
Since, the U.S. has moved
back towards trade
balance

The national accounting identity ensures that all financial flows in an economy sum to zero. Therefore, one
sector’s financial balance cannot be analyzed in isolation as its effects will be felt elsewhere...

When the U.S. public sector is in deficit, as it has been, annual flows to finance the deficit must come from the
private sector and/or the foreign account (i.e., the inverse of the current account)

Leading up to the crisis, the private sector over-levered. Following the crisis, the government sector levered,
or borrowed, in order to provide demand for the economy, while the private sector reduced demand in order

to repair balance sheets

To eventually achieve a more sustainable balance, both the public sector and private sector needed to de-
lever. However, they could not do so simultaneously unless the foreign account moved towards balance,
meaning the current account improved

This dynamic strongly suggested a negative outcome for China and other surplus countries, including many
emerging markets reliant on external demand (refusing to adjust their economies post-financial crisis)

U.S. Sector Financial Balances
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In dollar terms, Chinese
unit labor costs have been
rising by 11% annualized
since 2005

China’s real exchange rate, which accounts for the nominal appreciation of the currency and the relative change
in unit labor costs, has risen by over 70% since 2005 — the starting point of the crawling peg —representing a
considerable loss of competitiveness...

China Real Effective Exchange Rate
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China may be further pressured by its recent loss of competiveness versus Japan...

CNYJPY Spot Exchange Rate - Price of 1 CNY in JPY
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As China has lost competiveness, producer prices have continued to deflate. With wages rising and the PPl in
deflation, profits are under intense pressure, reducing the incentive to invest...
China PPI YoY
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Given the strong
correlation between
China’s export orders and
its current account
surplus, it is possible that
China may soon run a
current account deficit

Export growth, representing 30% to total demand in China, has stalled. The current account surplus has declined
from over 10% of GDP to around 2.5%...
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Additionally, the Chinese Purchasing Manager Index (PMI) surveys have been at or near contraction since 2011.
In June, the export component fell to 44...
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The Chinese banks are
mostly deposit financed, and
grew loans faster than their
funding sources (i.e.,
deposits) for several years...

The banks face a 70% loan-
to-deposit ratio cap, which
was reached in 2012, forcing
them to eventually slow loan
growth

For several years, strong lending growth exceeded deposit growth. Although lending drove investment and
therefore overall GDP, it also left the banking system tight on liquidity...
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SHIBOR rates reflect the
cost of banks” borrowing
from other banks...

The default of a loan by
Everbright, along with the
PBOC’s decision not to
intervene, caused this
spike

Because nonperforming
loans are often rolled over,
the interbank market is a
better measure of stress
within China’s banking
system than stated NPLs

Since 2008, interbank
assets have risen from 9
trillion yuan to 31 trillion
yuan

Recently, SHIBOR interbank rates spiked to their highest levels in several years, indicating severe liquidity stress
in China’s banking system. In contrast to previous episodes of stress, the recent spike was met with silence from
the PBOC. It is now clear that the PBOC intends to discipline banks for poor lending decisions...

China, Interbank Rates, SHIBOR, Fixing
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Increasingly, the growth
in credit is coming not
from bank loans, but from
‘shadow” sources such as
trusts products and
banker’s acceptances,
where underlying
collateral is questionable...

These products face even
shakier funding than the
banks, as they have to
access it on the market

Thus far in 2013, China
has experienced 9.1
trillion in new credit
growth, above target

The increase in the money
supply (M2) is also
currently running above
target. So, although the
PBOC has tools to
alleviate some of the
liquidity pressures, doing
so may encourage lending
far beyond these targets,
exacerbating the issues the
PBOC is now fighting

Overall credit growth, or Total Social Financing, has been strong, with an enormous push in the first quarter.
Nonetheless, overall economic growth has slowed, an ominous sign suggesting China has exhausted it’s ability
to grow via credit-driven investment...
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Despite the credit boom, the stock market had continued to perform poorly, declining in 2012 and again in 2013...

Shanghai Stock Exchange Composite Index
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About Us

Bienville is an SEC-registered investment adviser, which is independently owned and located in New York, New York. We are a research-focused investment
management and advisory firm offering customized investment solutions to a select number of high-net-worth, family office and institutional investors.

Disclaimer

The Bienville Macro Review (the “Presentation”) is a distribution which highlights the research of Bienville Capital Management, LLC (“Bienville”) in different areas of
interest across the macro landscape. Bienville believes that understanding the global macroeconomic backdrop is a prerequisite to efficiently allocating capital.

The Presentation is not intended to be an all-encompassing review of the financial markets. Rather, it should serve as a concise summary, which provides clients with an
update of Bienville’s areas of focus within its research process. We hope that the Presentation will create an ongoing dialogue with our investors on the global dynamics
that drive the financial markets. The topics covered in the Presentation may or may not be related to Bienville’s active positions or investment strategies.

The content of the Presentation includes forward-looking statements, estimates, projections, assumptions, beliefs and opinions (collectively, “Projections”), which may
prove to be substantially inaccurate or based upon flawed reasoning and assumptions. Moreover, Projections are inherently subject to significant risks and uncertainties
beyond the control of Bienville and its affiliates, including Bienville Capital Partners, LP, Bienville Capital Partners Offshore, Ltd. and Gulf Coast Opportunities Fund,
LP (and collectively with other private investment funds that Bienville or its affiliates may form and manage in the future, the “Funds”).

The information contained in the Presentation regarding Bienville and the Funds has been prepared solely for illustration and discussion purposes. Except where
otherwise indicated, the Presentation speaks as of the date hereof, and Bienville undertakes no obligation to correct, update, or revise the Presentation, or to otherwise
provide any additional materials. Although Bienville believes the Presentation is substantially accurate in all material respects and does not omit to state material facts
necessary to make the statements herein not misleading, Bienville makes no representation or warranty, express or implied, as to the accuracy or completeness of the
Presentation or any other written or oral communication it makes with respect to the tactical positions or investment strategies described herein. Bienville expressly
disclaims any liability relating to the Presentation or such communications (or any inaccuracies or omissions herein). The Presentation merely constitutes an opinion or
belief based upon the information set forth herein, which opinion or beliefs may prove to be wrong. The information and opinions contained in the Presentation are
based on public information.

Neither Bienville nor the Funds makes any commitment or undertaking to take or refrain from taking any investment decision or other action with respect to the tactical
positions or investment strategies described herein. Bienville may change its views about the tactical positions and investment strategies described in the Presentation at
any time, for any reason. Bienville and the Funds may buy, sell, or otherwise change the form or substance of any of their investments at any time. Bienville disclaims
any obligation to notify any recipient of this Presentation of any such changes.

The Presentation is not investment advice, or a recommendation or solicitation to buy or sell any securities mentioned herein or otherwise. If any offer of interests in any
Fund is made, it shall be pursuant to one or more definitive private placement memoranda for such Fund which would contain material information not contained
herein and which shall supersede this information in its entirety. Any decision to invest in a Fund should be made after reviewing the definitive private placement
memoranda for the Fund, conducting such investigations as the investor deems necessary and consulting the investor's own investment, legal, accounting, and tax
advisors in order to make an independent determination of the suitability and consequences of an investment in the Fund.

This Presentation and its contents are confidential and proprietary information of Bienville, and any reproduction of this information, in whole or in part, without the
prior written consent of Bienville is prohibited. For additional information about Bienville, including fees and services, please see our disclosure statement as set forth on
Form ADV. Additional information is available from Bienville upon request.
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