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“In emerging markets it is commonly perceived that

foreign reserves are an important stabiliser for a
currency. Implicitly a country with large foreign
reserves must have a more stable currency. Practical
experience seems to imply that foreign reserves are
not the only thing that matters.”

In emerging markets it is commonly perceived that foreign reserves are an important stabiliser for a currency. Implicitly a country
with large foreign reserves must have a more stable currency. Practical experience seems to imply that foreign reserves are not the
only thing that matters.

If we look at Korean and Japanese foreign reserves to GDP, we can see that Korea in general has a higher level of foreign reserves to
GDP than Japan.
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Despite having higher foreign reserves, the Japanese Yen has in general appreciated against the Korean Won, and particularly
appreciated during the Asian financial crisis and the Global financial crisis. The higher levels of relative foreign reserves proved
totally ineffective when needed most.
Fortunately, we are provided a hint as to why this might be from a bigger breakdown of Korean and Japanese current account data.

Net primary income is the returns generated on foreign assets less the amount earned by foreigners on domestic assets. Japan has
been earning a return on its foreign investments for a significant amount of time, while the Koreans have only just begun to
generate a return on their net investments. We can safely assume that Korean and Japanese foreign reserves hold very similar
assets. The difference in these numbers come from the private sector net positions.

Page | 2 RUSSELL CLARK – MARKET VIEWS

RUSSELL CLARK – IS CHINA MORE LIKE KOREA THAN JAPAN?

Intriguingly we can see a build-up in the private sector indebtedness prior to the steep devaluations in the Korean Won in both
1998 and in 2007. Conversely Japan companies being creditors to the world repatriate money in times of stress, leading to a strong
Yen and weak Won.
If this analysis is correct, then what does it imply for China? Like both Japan and Korea it has very substantial reserves relative to
GDP.

In fact its levels of reserves are larger than both Japan and Korea relative to GDP.

However its primary income is generally negative. Unfortunately, China only began publishing a net international investment
position in 2011, so we cannot do a long term comparison of it private sector position. China lists its net investment position in
September 2014 as USD 1.8 trillion. Foreign reserves at that time were USD 3.9 trillion, implying that the private sector has a net
liability of USD 2.1 trillion, or roughly 20% of GDP.
When I see the negative primary income and a net liability position of the private sector in China of 20%, it seems to me that China
is in a similar position to Korea in 1997. Investors should be prepared for potentially significant weakness in the Chinese Yuan.
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DISCLAIMER
This Market View has been prepared and issued by Russell Clark Investment Management Ltd (the "Firm") authorised and regulated by the
Financial Conduct Authority. It has been approved as a financial promotion by the Firm and as such is intended for professional clients and eligible
counterparties only and is not intended for retail client use. It is not intended for distribution to any country where such distribution or use
would be contrary to local law or regulation.
This Market View is provided for information purposes only and should not be regarded as an offer to buy or sell any investments or related
services that may be referenced herein. No guarantee is made as to the accuracy of the information provided which has been obtained from
sources believed to be reliable. The view expressed in this Market View are the views of the portfolio manager at time of publication and may
change over time. Nothing in this Market View constitutes investment, legal tax or other advice nor is it to be relied upon in making an investment
decision. No recommendation is made positive or otherwise regarding individual securities mentioned herein. Past performance is not indicative
of future performance. The price of investments can go up as well as down and can be affected by changes in the rates of exchange. The
information contained in this document is strictly confidential and is intended only for the use of the person who has been provided the Market
View by the Firm. No part of this Market View may be divulged to any person, distributed, resold and or reproduced without the prior written
permission of the Firm.
Where “forward looking” information, including estimates, projections and subjective analysis and judgement are provided no representation as
to the accuracy of such projections or estimates or that they may be realised. Certain assumptions used in formulating such “forward looking”
information may differ materially from actual events or conditions.
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