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. Step 1: Macro Theme: The Coming Economic War Between the US and China
—  The Trump administration is determined to engage in an economic war with China
—  They believe that China has been actively engaged already in this war, which goes far beyond trade
—  Thequestion is how far will the US go to win this war, and how will China respond?
. Step 2: Fundamental Economic Framework
—  The US trade balance with China is growing
—  Chinais escalating their acquisition of intellectual capital both directly and indirectly
—  Chinahas put barriers to US technology companies entering into China

. Step 3: Find Potential Repricing Events
—  The Trump administration now has the power to impose unlimited tariffs on a range of China imports
*  They followed the protocol of section 3010f the 1974 Trade Expansion Pact

—  Trump’s aggressive stance towards China was one of the main components of his contract with America during the 2016 campaign
. He has delivered on pretty much every other component of this contract
. Mandate from 2016 partly driven by impact of Chinese imports on voting patterns in the rust belt

—  China may retaliated through a variety of channels beyond increasing tariffs on US imports
. Imposing tariffs is a losing strategy for China given the current trade imbalance
. Constrain access to US markets for US technology companies
. Use their demand for oil to disrupt US foreign policy

. Step 4: Find Asymmetric Trade

—  Trade 1: Receive USD and Sell CNH on a forward basis

—  Trade 2: Buy puts on USD based EM equities

—  Trade 3. Buy tail protection on highly rated corporate credit
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Step 1: Find Macro Theme
Will Trump Tariffs Start A Trade War With China?!

Trade Deficit with China is Growing To Unstainable Levels...So The US Is Raising Tariffs That Could Start A Trade War With China
Goods Trade With China Section 301 Tariffs Tariffs To Date And Potential Escalation
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Step 2: Fundamental Economic Framework
China’s Supply of Cheap Labor Dwarfed That Of The US!?

China’s Cheap Labor/FX Drove A Surge of Imports Into The US3* Step 2: Fundamental Economic Framework

China FX vs USD And China Imports To USA
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Step 2: Fundamental Economic Framework
Yes, And That Will Likely Escalates Into An Economic War Because Of What Happened in 2001

US Manufacturing Jobs Where exported to China After 20011 Sector Never Recovered Even With A Robust Growth in The US2

US Manufacturing Employment
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1. Federal Reserve Bank of St. Louis, FRED data 5

2. Acemoglu, Autor, Dom, Hanson, and Price,” Import Competition and the Great US Employment Sag of the 2000s™ ,Journal of Labor Economics, Vol. 34, No. S1 (Part 2, January 2016)
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Step 2: Fundamental Economic Framework
China’s Entry In WTO Started The Process That Turned The Rust Belt Into A Welfare State

The Rust Belt Is Still In Their China Driven Great Depression? Wage Income Was Replaced By Government Transfer Payments?

Effect of an 51000 Per Worker Increase in Imports from China during

Rea I M ed ia n H ou Seh o) I d I ncome 1990-2007 on Dollar Change of Annual Transfer Receipts per Capita
City 1970 2015 Change e
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Cleveland 45.9 26.2 -43% s Displaced

' ' . Worker 1
Buffalo 42.3 31.9 -25% §s40 | Benefits ( §
Detroit 51.1 25.7 -50% &30
USA 41.3 51.4 24% $20 - si5.08 $18.27
$10 $8.40 $10.00
$3.65
o | M — i e . - ,
1. Census Data 6

2. Autor, Dom and Hanson, “ The China Shock: Learning From Labor Market Adjustment to Large Changes In Trade”, NBER, Working Paper 21906, January 2016
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Step 2: Fundamental Economic Framework

Before “American First”, There Was ”China First”

China’s Economic Policy Is A Zero Sum Game! Even After WTO, China Tariffs Were Much Higher Than The US?

. Protect China’s Home Market From Imports and Competition Average WTO tariffs charged at the border, by sector
- This category features high tariffs, non-tariff barriers, and other B US taif, % [ China tari, %

regulatory hurdles

0% 2% 4% 6% 8% 10% 12% 14% 16% 18% 20% 22% 24% 26% 28% 30%

. Expand China’s Share of Global Markets Vehicles, aircraft, vessels and transport equipment .
- Uses policy tools that includes financial support to boost exports and the Eoctie enddo amon i IR,
consolidation of State-Owned Enterprises into “national champions” that Foodstists, bevarages, lobaoco —
can compete with foreign companies in both the domestic and global Textles and textll articles e
mal’ketS Vegetable products =}
- Chinese enterprises also benefit from preferential policies that lead to Ams and ammunition -
subsidized overcapacity in China’s domestic market, which then depresses B
world prices and pushes foreign rivals out of the global market.
Raw hides and skins, leather, furskins | —
. Secure and Control Core Natural Resources Globally S ——
- China uses a predatory “debt trap” model of economic development and Autices f ione, plaste,CameTt, asbestos, orami ey
finance that proffers substantial financing to developing countries in e
exchange for an encumbrance on their natural resources and access to MoslanegaTmanuipaiured atidkes =
markets Plastics, rubber and articles thereof —
. .y - . Works of art, collectors' pi and anti
. Dominate Traditional Manufacturing Industries . :_" : :’5”“”“[ ’""‘:Z ‘
. . . .. K .. . lachinery and mechanical appliances, el ical
- Chinahas achieved a leading position in many traditional manufacturing equipment =
industries. It has done so in part through preferential loans and below- Chemical products =
market utility rates as well as lax and weakly enforced environmental and Pears, precious or semi-precous stones, precious g
metals
health and safety standards. - :
(optical, —
measuring, medical)
Base metals and articles thereof =
Pulp of wood or of other fibrous cellulosic material |
Wood cork and articles of thereof .=}
Mineral products [ ]
1 “How China’s Economic Aggression Threatens the Technologies and Intellectual Property of the United States and The World” OTM P, June 2018 7

2. “import tariffs charged by China at the border (in comparison to U.S. tariffs ), Trade News Analysis, December 2016
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Step 2: Fundamental Economic Framework

China Policy Has Created Substantial Barriers For US Companies To Invest or Export to China'

E-Commerce and Logistic Access Barriers

E-Commerce

Barrier

Description

Licensing

Although as of 2015, foreign investors are allowed to estab-
lish wholly foreign-owned e-commerce companies in China,
to date only one foreign company has been awarded the
value-added telecommunications services permit for online
data processing and transaction processing business nec-
essary to operate an e-commerce company.

Data localization

China’s draft e-commerce law mandates local storage
of Chinese consumer data. Under the draft law, foreign
platforms allowing Chinese companies to sell on them
and companies operating outside of China but targeting
Chinese consumers would be subject to the requirement.
China’s new cybersecurity law may also mandate data
localization for companies in the e-commerce sector if
e-commerce is deemed “critical information infrastruc-
ture.”

Logistics

Barrier

Description

Ownership ban

Foreign companies are blocked from operating in the doc-
ument segment of China’s domestic express delivery mar-
ket, where China Post maintains a monopoly.

Licensing

‘While both domestic and foreign firms have to apply for
business licenses to operate in the express delivery sector,
foreign companies experience longer waiting periods than
domestic companies for getting their business licenses ap-
proved.

1. “U.S. — China Economic And Security Review Commission”, 2017 Report To Congress

Access Barriers to US Companies Producing or Selling in China

Sector

Summary of Requirements

Selection and cultivation of new varieties of
crops and production of seeds

Chinese party must be the controlling
shareholder.

Exploration and development of oil and natural
gas

Limited to CJV or EJV

Manufacturing whole automobiles

Chinese party’s investment cannot be lower than 50

percent, and the same foreign investor may establish no

more than two JVs in China for the same kind of
automobiles, subject to certain exceptions.

Manufacturing commercial aircraft

Chinese party must be the controlling shareholder.

Construction and operation of nuclear power
plants

Chinese party must be the controlling shareholder.

Value-added Telecommunications Services

Foreign investment cannot exceed 50 percent.
excluding e-commerce. and is limited to WTO
commitments. Note that China classifies a broad
range of internet and technology-related services
under this sector.

Basic telecommunications services

Chinese party must be the controlling
shareholder and foreign investment is limited to
WTO commitments.

Banks Foreign financial institution investment cannot
exceed 20 percent or 25 percent depending on how
the investment is structured.

Medical institutions Limited to CIV or EJV.

Surveying and mapping companies

Chinese party must be the controlling shareholder.

Source: Foreign Investment Catalogue (2017 Amendment).
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Step 2: Fundamental Economic Framework
Example of On Line Ads : Google and Facebook Banned Allowing Trecent and Alibaba to Dominate!

On Line Advertising Has Increased Five Fold in Last 5-years However, US Companies Were Banned From This Market

On Line Advertising In China Active Users By Platform By Area of the World
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1. “U.S. — China Economic And Security Review Commission”, 2017 Report To Congress
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Step 2: Fundamental Economic Framework
US Financial Services Are One of the Major Exports To the World....Except to China?

US Financial Exports Are Growing But Not So Much To China US Banks Are Leaving China Not Trying To Grow Their Footprint
4.5
0 Figure 6: Foreign Banking Assets in China, 2011-2016
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Source: China Banking Regulatory Commission via CEIC database.
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1. “U.S. — China Economic And Security Review Commission”, 2017 Report To Congress
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Step 2: Fundamental Economic Framework
Example of Bank Card Payments: Visa/MC Blocked From China, Allowing UnionPay to Dominate'

Bank Card Payments Experienced Exponential Growth In China China Created Barriers To US Companies Even With The WTO

Figure 8: Chinese Bank Card Payment Transactions, 2006-2016

US S trillions

0 25 0.44 058
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Year

Event

Bank Card Transacti

Source: People’s Bank of China via CEIC database.

1.“US.

China Economic And Security Review Commission”, 2017 Report To Congress

Data In China
China entered the WTO and made
2001 commitments to open up there electronic Less than $100 billion
payment system to foreign electronic payment ' USD
providers
$1.5 Trillion USD
. . UnionPay (Chinese
201 | hWT
010 US requests a consultation wit O Company) 100% market
share
WTO ruling determined that China violated it
agreement on entering The WTO with polices | $3.1 Trillion USD
2012 governing access to payment unfairly UnionPay 100% market
discriminates against foreign payment card share
companies
China announced new technical standard that
all payment processes must meet the PBOC | $6.3 Trillion USD
2014 3.0 standard. This standard is incompatible UnionPay 100% market
with the global industry standard EMV. Only | share
Union Pay follows it. completely
China allows qualified Foreign companies to
q . g P $8.1 Trillion USD
clear payments if they must follow PBOC 3 R
2015 . . UnionPay 100% market
standard, so they would need to redesign their share
cards at a prohibit expense
11
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Step 2: Fundamental Economic Framework

The ”Made in China 2025 Policy Is an Escalation of China’s Economic War On The US !

Goal : 70% of Core Materials Produced in China by 2025

Made in China 2025 Domestic Market Share By Industry

B Target 2020 ™ Target 2025

High Tech Ship Componensts

Super Computers

Electric Cars and Autonomous Vehcles

Advanced Medical Devices

Robots

Cloud & Big Data

Smart Manufacturing Products

Large Tractors

Moble Phone Chips

Wide Body Aircraft

=
=
[ )
=

30 40 50 60
Domestic Market Share (%)

=2
=)
®
=

1. Made In China 2025, The making of a high-tech superpower and consequences for indus trial countries”, MERIC Papers on China, December 2016

90

Made In China Will Be Supported By A Every Area of Their Society

Reaffirms the Chinese government’s central role in economic
planning

Calls on all facets of society to mobilize behind the plan

Seeks technological breakthroughs in key areas for economic and
security purposes

Promotes further civil-military integration and the two-way transfer
and conversion of military and civilian technologies

Leverages state resources, policy support and regulatory systems

Continues to promote import substitution and rely on indigenous
products to meet growing demand in China

Reaffirms the leading role of backbone enterprises in technology
development

Promotes Chinese enterprises to become dominant in the domestic
market and internationally competitive in key industries

12
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Step 2: Fundamental Economic Framework
As is The Past, China Will Use Legal and Illegal Means, And That Could Mean More Rust Belts Globally

Many Channels Through Which China Can Acquire Tech?! Some Of Those Legal, Some Not So Much?

} Non-Traditional Collectors China uses individuals for whom science or business is their primary profession to target and

acquire US technology.
China uses Jvs to acquire technology and technical know-how.
R h tnershi China actively seeks partnerships with government laboratories-such as the Department of Energy llegal
esearch partnerships labs-to learn about and acquire specific technology, and the soft skills necessary to run such facilities.
China uses collaborations and relationships with universities to acquire specific research and
Academic Collaborations gain access to high-end research equipment. Its policies state it should exploit the openness.

of a ia to fill China’s strategic gaps.

b S&T Investments China has sustained, long-term state investments in its S&T infrastructure.
e tech
M&A China seeks to buy companies that have technology, facilities and people. These sometimes vanster orgs/

end up as Committee on Foreign Investment in the United States (CFIUS) cases. -

China uses front companies to abscure the hand of the Chinese government and acquire export Acquisitions
controlled technology. Legal

China uses its talent recruitment programs to find foreign experts to return to China and work Chiiate pcaspeed

Early Stage

on key strategic programs. research centersin US Investment
. . The Ministry of State Security (MSS), and military intelligence offices are used in China's Open Source
Intelligence Services technology acquisition efforis. e U rersier
China uses its laws and regulations to disadvantage foreign companies and advantage its

own companies.

Low Medium High
Y
14
Activity Level
1. Brown and Singh, “China’s Technology Trans fer Strategy: How Chinese Investments in Emerging Technology Enable a Strategic Competitor to Access the Crown Jewels of U.S. Innovations”, DIUX, January 2018 13

2. “Made In China 2025, The making ofa high-tech superpower and consequences for industrial countries”, MERIC Papers on China, December 2016
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Step 2: Fundamental Economic Framework
China State Financial Support Will Create Substantial Advantages Vs US Companies

Selected Government Funds to Support Strategic Sectors? State Funding For Chinese Tech Suppliers is Substantial

Date
Fund Announced Amount (billions) China's tech suppllers recelve generous subsidies tp
. .. Size of reported government subsidies as percentage of total operational revenue in selected enterprises
National Integrated Circuit Fund June 2014 $107.5 (RMB 720) for robotics, industrial software and digitised machine tools
El;ll?lr[ﬁllng Industries Investment January 2015 $6 (RMB 40) .
R 2014 = 2015
Advanced Manufacturing Fund June 2016 $3 (RMB 20) 30
Venture capital fund for state-owned 25
enterprise innovative technology August 2016 $30 (RMB 200)
and industrial upgrading fund 20
China Development Bank support for
Made in China 2025 November 2016 $44.8 (RMB 300) 15
China Internet Investment Fund January 2017 $14.9 (RMB 100) e
Credit lines for China Internet In- =
vestment Fund participants January 2017 $22.4 (RMB 150) 0
. i - si Estun  Boshi Zhi Ki I Digiwi Wuhan  Kunming S
St?et(g?igvsvne(;eélngnterpnse fund for stra. MB.y 2017 $22_4 (RMB 150) iasun n km::m ingdee Inspur Yonyou Digiwin Hualho:ﬁ:lhu"o::;mlng henyang
Robot makers Software developers Machine tool makers t}
TOTAL $250.7 (RMB 1,680) H
Source: MERICS ralculation based on various enterprise reports =
Source: Various.?® °
1. “U.S. — China Economic And Security Review Commission”, 2017 Report To Congress 14

2. “Made In China 2025, The making ofa high-tech superpower and consequences for industrial countries”, MERIC Papers on China, December 2016



SOM Macro Strategies

State Of the Markets: The Coming Economic War Between the US and China

Step 2: Fundamental Economic Framework
One Outcome of the ”Made in China 2025” Could Be China Exporting Excess Capacity to The World*

Robotics Production Capacity In China Will Grow Substantially Planed Capacity Growth Dwarfs Growth in Chinese Demand

The “robot craze” of China's local governments (v
China's new local robot industrial parks risk to create overcapacities

Targets for industrial output of local robot hubs (in billion CNY) until 2020

0-25 @ nodata
@ 25-50 More robots than needed
®50-75 Local targets for robot industry exceeds actual demand (in billion CNY) until 2020
@ over 75 Harbin
700
600
Shenyang —
[ 1)
Tangshan Shenfu New Town P
Xlanghe o
Tlanjin Dallan 300
cangzhou
200
Welfang ®  ongdao
Luoyang Xuzhou 100
Baol [ ] Changzhou o
Nanjin tha"%"aga"E Accumulated targets of Estimated slze of
Hefel i@ @ g Kunshan local governments for the robot Industry  China's robot market
Chengdu @ wuhane w“rﬁ ® shanghal
° L Hangzhou 4
i Jiullang ® ishul Source! MERICS research, MIT :
Changsha
Jinjlang
[ ]
Guangzhou

Shunde @ Dongguan
Zhongshan @ shenzhen
Zhuhal

1. “Made In China 2025, The making ofa high-tech superpower and consequences for industrial countries”, MERIC Papers on China, December 2016 15
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Step 2: Fundamental Economic Framework
China is Also Buying High End Developed Market Technology

China Also Buying Cutting Edge Tech Companies! As Well as Forcing US Tech to Sell To Chinese Companies?

Super Computer Market Share In China
Growing number of acquisitions of foreign tech suppliers ? 120%
Imvestment by Chinese emterprises in foreign companies specialising in automation and digitisation of
industrial production .
m Other USA mIBM mChina mROW
Date Chinese Investor Foreign Target Country Share
Dec 2013 AT KHD Humbeldz Wedag Germany 79% 100%
(|
Jun 2014 Preh (Subsidiary of Jayson IMA Automation Germany 100%
Electronics)
Dec 2014 walorg Electric SIR Solutions Industriali Italy B9%
Jan2o15 Huachangda Intelligent Equip. Shanghai DEMCS Dearborn United 100%
HCLY Mid-West Comparny (DM States
(HCD) pariy (OMw) 80%
Jan 2016 ChamChina* KraussMaffiei machine toals Germany 100% IBM Sale of Thier
Mar 2016 Siasun™ Teutlaff Germany | 100% Supercompuer
Apr2016 Wanfeng pasiin United 100% 9 Business To
States E Lenovo (China)
E
Aprz2016 AVIC* Aritex Spain 95% 7 60%
Apr2016 Wuxi Lead Intelligent Equipment | JOT Automation Finland 100% %
{announced) Ca ;
May 2018 Shanghai Electric* Manz Germany 1957%
May 2016 Dongfang Precision EDF EURCPE SRL Italy 100%
0,
Jun 206 Agic Capital Gimatic Italy WA 40%
Aug 2016 Shanggong Croup H Stoll Germarny 6%
Aug 2016 Midea Kuka Germarny 94.5%
QOct 2016 Shanghai Electric* Broetje Automation Germany 100%
‘Withdrawn FOC Investment Abctron Germany MR 20%
Motes: * = State-owned enterprises (share of state institutions 50%) =
Source: MERICS research E
0%
2014 2016
1. “Made In China 2025, The making ofa high-tech superpower and consequences for industrial countries”, MERIC Papers on China, December 2016 16

2. “U.S. — China Economic And Security Review Commission”, 2017 Report To Congress
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Step 2: Fundamental Economic Framework
They Are Also Forcing Transfer Of US Intellectual Property Through Coercion?

Types of Requests Most Companies Transferred Some Technology

Who asked for your technology
to be transferred?

670/0 How did your company respond?
Company, e oo - 10%
during business transaction
negOtiations It was unacceptable, but we

had to comply to do business - 10%

It was unacceptable and we

330/0 al 0 transter some tec
Central ble and
T 25% O amefoneed the toch 30%
) Local
enti
ty government
entity

17

1. Member Survey, US-China Business Council, 2017
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Step 2: Fundamental Economic Framework
China is Also Buying Access To New Technology With Venture Capital Funding?

Chinese Venture Funding For US Artificial Intelligence Start Ups Chinese E-commerce Company Funding of US Startups

Funding Amount ($) Funding round @ Chinese company
was lead investor
Solu.cM 2013 2014 zuis 2016
500M 25
Uber _| y \
room s373.900 . - s600M — D/ Uber$128
- Baidu - ® ®
Nl
300M 15 N
Tango $280M .
200M #193.6M 10 Alibaba :b D — @&
Fab $150M Lyft $1B —
100M 5 ,L
$9.05M $21.7M Tencent (€3] - - - o —o-@ - | —o
oM 0 |
2010 2011 2012 2013 2014 2015 2016 2017 Lyft $150M

- Funding Participation (§) Deals

18

1. Brown and Singh, “China’s Technology Trans fer Strategy: How Chinese Investments in Emerging Technology Enable a Strategic Competitor to Access the Crown Jewels of U.S. Innovations”, DIUx, January 2018
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Step 2: Fundamental Economic Framework
Scale of Theft of US IP Is Substantial, While Theft of Military High Tech Is Putting The US At Risk!

Estimated Cost of Chinese Theft of US IP Global Proportion of lllicit Software By Region

40 —
35
Total /
2012-2017 i T30
g 25
Pirated Software 20 50 100 250 iy e
Counterfeit Goods 30 140 150 700 3 [ —_— - ’
Theft of Trade R I
Secrets 200 500 1000 2500 £ 0L L _____ I
5 | —" —
0 |
2009 201 2013 2015
Year
—m— Asia-Pacific —&— Latin America —#— North America

—®— (Central and Eastem Europe ~ —#— Middle Eastand Africa  —%— Western Europe

1. The Theft of American Intellectual Property: Reassessments of the Challenge And United States Policy”. Update To The IP C ommission Report, 2017 19
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Step 2: Fundamental Economic Framework
Chinese State Sponsored Entities Are Conducting A Large Scale Cyber War Against the US

Examples of Chinese Cyber Attracts Against The US Military?! And Examples Of Cyber Attacks Against The US Private Sector?

. Breach of more than two dc.>z.en major weapons system de.3|gns in E—— J— F—
February, 2012 from the military and defense contractors including _ _ _
Chinese nationals allegedly stole 275 megabytes of data from Trimble berween
- Patriot missile system (PAC-3) 2015  Trimble Sofeware December 2015 and March 2016. The Department of Justice noted that the dara
co assist in the development of competing global navigation ems."7
—  an Army system for shooting down ballistic missiles vld esiet e the development of competing globzl navigation o=
- the Navy’s Aegis ballistic-missile defense system, 2015  United Airlines  Aviation g;:-imd AJh'r]Cilr::s demcted.hirtrfusizlns;;s nemi PD:;“:E ca.n'ied out l])_g the same
_ the F-35 Joint Strike Fightef’ mnese na Is responsible for € em attas and other intrusions.
. “Titan Rain” a series of coordinated attacks for multiple years since 2006 Vasious Semiconduciors [ 2016, three groups based in China compromised the networks of four companies
- - involved in semiconductor manufacturing, according to a FireEye report.™
at least 2003 which compromised hundreds of government ¥ duer ruring, according o2 Frefye report
Computers Stea| |ng SenSItlve |nf0rmat|0n . v Information In “Op:dralt_irnn Cloud Hol:iper,” APTI0 CDDdL}JC[ed :lsusuined cyh:rmmpaign against
L. . . R 201 arious man: service providers, accessing intellecrual pro and sensitive compan
- In 2004, an analyst traced the origins of a massive cyber espionage ring (kg and cvmomer data™ ¢ prepery e
back to a team of govemment sponsored researchers in Guangdong A dual Canadion and Chine ci e shvsical e office of
Province in China. The hackers, code named by the FBI “Titan Rain" Medrobotics ) Medbories Conporation. and. atempted 1 sl imation. wing s varicey of
others.” 2017 Corporation Robotics computers and other network equipment.”™ The individual had previously attempted
. A . . R to connect digitally with a number of employees at the firm.
. PLA Unit 61398 (a cyber force within the Chinese military) which
. . Chinese actors conducted er espion: inst at least six non-governmental
penetrated the networks of >141 blue chip companies across 20 200 Maliple Pablcpoiy  cepmitins o o bt s s 2 s o Bl e s e 2
strategically targeted industries identified in China’s 12th Five Year DDoS artack against the chinks tanles websice.™
Plan for 2011-2015 SRR — et Shinue gove:}lment.ha:lk:rs;[cule sens;::: dactla.abfouta:lnissilelplu;je:t knm:nass};ci
elense ragon, as we as signals and sensor and inrormation relates 0 cryptograpiy
- Source code was stolen from some of the most prominent U.S. technology Contractor systems, from a private company working on undersea warfare."
companies such as Google, Adobe and others;
- According to Mandiant, PLA Unit 61398 is just one of more than 20 cyber
attack groups within China
. “Hidden Lynx” which according to Symantec has a long history of
attacking the defense industrial sector of Western countries with
some of the most sophisticated techniques has successfully attacked
the tech sector, financial services, defense contractors and
government agencies since at least 2009
1. Brown and Singh, “China’s Technology Trans fer Strategy: How Chinese Investments in Emerging Technology Enable a Strategic Com petitor to Access the Crown Jewels of U.S. Innovations”, DIUX, January 2018
2. Cooper,” Understanding the Chinese Communist Party’s Approach to Cyber-Enabled Economic Warfare” , FDD press, September 2018
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Step 3: Find Potential Repricing Events
The First Salvo In The Coming Economic War With China Is The 301 Tariffs?

The 301 Tariffs Are Focused on Protecting Our Intellectual Property The US Has Proven That China Are After Our Tech

Protect China’s Home Market From Imports and Competition U nder Sectlon 301 Of the Trade ACt of 1974 USTR |n |t|ated an
- This category features high tariffs, non-tariff barriers, and other regulatory hurdles R R . B} . ! .. .
Expand China’s Share of Global Markets investigation to determine whether China’s acts, policies, and practices
- Uses policy tools that includes financial support to boost exports and the consolidation of Stat e- related to technology transfer, intellectual pro perty and innovation are
Owned Enterprises into “national champions ” that can compete with foreign companies in both the A ! T
domestic and global markets unreasonable or discriminatory, and burden or restrict U.S. commerce.

- Chinese enterprises als o benefit from preferential policies that lead to subsidized overcapacity in
China'’s domestic market, which then depresses world prices and pushes foreign rivals out of the
global market.

Following a thorough analysis of available evidence, USTR determined

Secure and Control Core Natural R esources Globally

- China uses a predatory “debt trap” model of economic development and finance that proffers that numerous acts, policies, and practices of the government of China
S o e o ncunbranceon e il related to technology transfer, intellectual property, and innovation are
Dominate Traditional Manufacturing Industries unreasonable or discriminatory, and burden or restrict U.S. commerce.
- China has achieved a leading position in many traditional manufacturing industries. It has done so A .
in part through preferential loans and below-market utility rates as well as lax and weakly enfor ced SDECIflca| Iyl USTR found that
. environmental and health u/.u/ safety s tandards. . Chlna uses jOII’It Ventu re I‘equn’ements, forelgn Investment

. Acquire Key Technologies and Intellectual Property From Other restrictions, and administrative review and licensing processes to
Countries, Including the United States require or pressure technology transfer from U.S. companies.

. Capture the Emerging High-Technology Industries That Will . China deprives U.S. companies of the ability to set market-based
Drlfve Futu(rje Economic Growth and Many Advancements in the terms in licensing and other technology-related negotiations.
Defense Industr . . . . .. .

y . China directs and unfairly facilitates the systematic investment in,

and acquisition of, U.S. companies and assets to generate large-
scale technology transfer.

. China conducts and supports cyber intrusions into U.S. commercial
computer networks to gain unauthorized access to commercially-
valuable business information.

1 “How China’s Economic Aggression Threatens the Technologies and Intellectual Property of the United States and The World” OTMP, June 2018 2 1
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Step 3: Find Potential Repricing Events

The President Is Using 301 Tariffs To Force Major Changes In a Broad Range of Chinese Behavior?

301 Gives The President Almost Unlimited Tariff Powers US Demands Go Far Beyond Trade

Under Section 301 of the Trade Act of 1974, USTR has broad authority
for a range of possible responsive actions to meet the goal of eliminating
or otherwise resolving these unfair practices, such as the imposition of
duties or other restrictions on goods or services. USTR has determined
that appropriate actions for addressing China’s unreasonable or
discriminatory acts, policies, and practices should include the following:

. 25 Percent Ad Valorem Duties: In accordance with the President’s
direction, USTR has determined to impose an additional 25 percent
tariff on approximately $50 billion of products from China that are
strategically important to, and benefit from, the “Made in China
20257 program and other Chinese industrial policies.

. WTO Case: USTR is pursuing dispute settlement at the World
Trade Organization (WTO) to address China’s discriminatory
licensing practices

. The Department of Treasury will address concerns about Chinese
investments in certain technology-intensive sectors.

1 Heather Long, “Trump is asking China to redo just about everything with its economy”, Washington Post, September 21, 2018

. China will cut the $336 billion U.S.-China trade deficit by at
least $200 billion by 2020

. China will stop subsidizing tech companies

. China will cease stealing U.S. intellectual property

. China will cut its tariffs on U.S. goods by 2020

. China will not retaliate against the United States (including
against U.S. farmers).

. The Chinese government will open China to more U.S.
investment

22
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Step 3: Find Potential Repricing Events
It Would Seem That The More likely Course Of US Action is to Escalate

Words Alone May Not Satisfy The US Given Chinese History?! More Likely That The US Escalates and Puts Tariffs On All Imports?

Table I.1 China’s Bilateral C i Relating to Technology Transfer, 2010 - 2016 Section 301 Tariffs Tariffs To Date And Potential Escalation
Year Mechanism G
300
2010 S&ED China reaffirmed that the terms and conditions of technology

transfer. production processes. and other proprietary information
will be determined by individual enterprises.

2011 jccTt China confirmed that it does not and will not maintain measures
that mandate the transfer of technology in the New Energy
Vehicles Sector. China further clarified that “mastery of core 250
technology™ does not require technology transfer for NEVs.

2012 S&ED China reaffirmed its commitment that technology transfer is to
be decided by firms independently and not to be used by the
Chinese government as a pre-condition for market access.

2012 Xi Visit Commitment China reiterated that technology transfer and technological 200
cooperation shall be decided by businesses independently and
will not be used by the Chinese government as a pre-condition
for market access.

2012 Jcet China reaffirmed that technology transfer and technolog
cooperation are the autonomous decisions of enterprises. China
committed that it would not make technology transfer a
precondition for market access.

2014 JccT China committed that enterprises are free to base technology
transfer decisions on business and market considerations, and are
free to independently negotiate and decide whether and under
what circumstances to assign or license intellectual property
rights to affiliated or unaffiliated enterprises.

150

$bill USD

2014 JjccT China confirmed that trade secrets submitted to the government 100 200
in administrative or regulatory proceedings are to be protected
from improper disclosure to the public and only disclosed to
government officials in connection with their official duties in
accordance with law.

2015 Xi Visit Commitment China committed not to advance generally applicable policies or
practices that require the transfer of intellectual property rights or 50
technology as a condition of doing business in the Chinese
market.

2015 Xi Visit Commitment China committed to refrain from conducting or knowingly
pporting cyb bled theft of intell 1 property cyber- 34
enabled theft of intellectual property. including trade secrets or =
other confidential business information, with the intent of 0 n
to or T T

p g comp
sectors. 6-Jul 23-Aug Current Potential Escalation

2016 Xi Visit Commitment China committed not to require the transfer of intellectual
property rights or technology as a condition of doing business.

1. FINDINGS OF THE INVESTIGATION INTO CHINA'S ACTS, POLICIES, AND PRACTICES RELATED TO TECHNOLOGY TRANSFER,INTELLECTUAL PROPERTY , AND INNOVATION UNDER SECTION 301 OF THE 23
TRADE ACT OF 1974, USTR, March 22, 2018
2. Bloomberg
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Step 3: Find Potential Repricing Events
Trump Political Support For The Coming Economic War Comes the First Victim Of the War: the Rust Belt

US Areas Affected By The Growth of China Imports? Not Surprisingly, These Areas Voted For Trump

Most-affected areas of the U.S.

Colors show which areas were most affected by China’s rise, based on the increase in Chinese imports per
worker in each area from 1990 to 2007. Hovering over each area on the map will show a demographic

breakdown of that area, below, and its most-affected industries, at right. 2016 Presidential Election Margin by CongreSSional District
Most-affected 20% Second-highest 20% Middle 20% Second-lowest 20% Least-affected 20% o Niimb £ Seats W
[ umber of Seats Won

Hillary Clinton: 205

- Donald Trump: 230

¥ T

ELECTIONS

Median Congressional Seat:
s Virginia's 2nd: Trump by 3.4%
\ ’ b Median Seat Advantage: GOP by 5.5% .

1. Autor, Dom and Hanson, “ The China Shock: Learning From Labor Market Adjustment to Large Changes In Trade”, NBER, Working Paper 21906, January 2016 24
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Step 3: Find Potential Repricing Events

The Coming Economic War With China Is The Likely Path Given Trump and His Mandate

China Imports A Powerful Tool To Predict Voting Patterns?

Table 2: Counterfactual Outcomes in Closely Contested States

Vote Margin in Favor of Republican Candidate

Chinese Import Growth

Actual Outcome 10% Smaller 25% Smaller 50% Smaller

Georgia 215,380 (5.28%) 202,810 (4.97%) 183,956 (4.51%) 152,531 (3.74%)
Arizona 84,904  (4.12%) 77,860 (3.78%) 67,295 (3.27%) 49,685 (2.41%)
North Carolina 177,009  (3.78%) 141,689  (3.03%) 88,708  (1.89%) 407 (0.01%)
Florida 119,489 (1.27%) 100,727  (1.07%) 72,584  (0.77%) 25,679 (0.27%)
Pennsylvania 73,224 (1.24%) 52,630 (0.89%) 21,739 (0.37%) -29,746  (-0.50%)
Wisconsin 24,081 (0.81%) 11,067  (0.37%) -8,455 (-0.28%) -40,991 (-1.38%)
Michigan 13,107 (0.27%) -3,979 (-0.08%) -29,608 (-0.61%) -72,324 (-1.49%)
New Hampshire -2,687 (-0.37%) -6,830 (-0.94%) -13,045 (-1.80%) -23,404 (-3.22%)
Minnesota -43,783 (-1.49%) -54,009 (-1.84%) -69,347  (-2.36%) -94911 (-3.23%)
Electoral Votes Trump 306 290 280 260

Electoral Votes Clinton 232 248 258 278

Notes: The computation of the counterfactual is based on the estimate that a growth of import penetration by one percentage
point reduces the Republican share of the two-party vote by 1.67 percentage points. Numbers in parentheses indicate the vote
margin in favor of the Republican candidate as a percentage of the total vote.

Trump Promises 2016

Financial Reform

Repeal Obama Care

Tax Reform

Energy Reform

Infrastructure

Immigration Reform

Other

End of Off Shoring

Action 1

Action 2 Action 3

Put a Trump appointee Removed DF

in every financial
regulatory body

Removed the
individual mandates

Signed a $1.5 Trillion
Tax cut and reform

Approved Keystone

Nothing

Travel ban from 6
Muslim countries
approved by Supreme
court

Moved US embassy
to Jerusalem and
recognized it as the
capital of Israel

Removed US from
FTTP, renegotiating
NAFTA

From banks <
250 bill of assets

Failed on full
removal

Opened offshore
oil fields to
exploration

Ending DACA

Removed Us
from Iran Accord ")

weapons
Reduced
incentives to Imposed tariffs
hold profits on Steel
overseas

Trump Has Delivered on the Other Parts of His 2016 Promises

Action 4

Negotiating with North
Korea

Impose tariffs on
China imports

1. Autor, Dom, Hanson, And Majlesi, “Importing Political Polarization he Electoral Consequences of Rising Trade Exposure”, January 6, 2017
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Step 3: Find Potential Repricing Events
China Retaliation Likely To Include Non-tariff Strategies

China Unlikely To Do Tit-for-Tat With Tariffs But There Are Other Avenues That Risk Escalation

Section 301 Tariffs Tariffs To Date And Potential Escalation ’ Farm EXpO_nS_SoybeanS,
600 - China could stop buying soybeans from the US

- China imports more than 60 million metric tons of soybeans from the US
. Airplanes—Boeing
- China could stop buying planes from Boeing

- Boeing sold over 200 planes to China in 2017, which generates over 13% of
its revenue

- Chinais projected to need over 7000 new planes in the next 20 years
. Autos—GM
 China Current - China could stop GM from sell_mg cailrs to the_m _
- GM sold more cars and trucks in China than in the US during 2010-17

& USA Threatened . . -
reatene - China demand for cars is expected to grow from 3.9 million per year to 5
® USA Current million per year by 2020

. Electronics—Apple
- China could prevent Apple from selling their product in China
- China represents over 22% of Apple’s net income
. US Treasuries
- China could start selling its position of $1.2 trillion of US Treasuries
. The Yuan
- China could depreciate their currency to offset the impact of the Tariffs
. Commodities

- China could use their demand for oil to pressure US allies or to counter US
policy in the middle-eastand Iran

- China could disrupt the electric battery market since it processes over 90%
of cobalt processing, which is a crucial ingredient for electric car batteries

500

400 # China Threatened

$bil USD
@
=3
=

200

100

USA Tarriffs China Tarriffs
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Step 3: Find Potential Repricing Events
First China Salvo Using Selective Tariffs Will Likely Not Be Effective: Fungibility of Supply and Demand

Other Sources of Demand For Soybeans Other Than Chinatl Not Easy For China To Replace Boeing As A Source of Planes?

180 Soybean Import/Export Demand Current And Future Demand/ Supply Of Planes By Company and Country
1600 16000
160
1400 14000
—— US To ROW
140
—— ROW 1200 12000
~ ROWTo
120 " ROW, 40
& 1000 # Airbus to ROW 10000
E§ 100 A # Boeing to ROW
.g
R F m Airbus to China P
= S 800 8000 £
E 80 US to China, 40 a = Boeing to China 2
= m COMAC (Chinese)
600 6000
60 7
— China /
40 400 4000
/  ROW To China
20 /
200 2000
0 //
Import Demand Export Supply 0 I—— — 0
Deliveries in 2018 est (LHS) Unfilled Orders asof 2018 (RHS)
1. USDA 27

2. Boeing and Airbus Eamings Reports
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Step 3: Find Potential Repricing Events
Selling Or Not Buying US Treasuries Is A Non-Tariff Option, But What Could They Buy Instead?

China And US Treasuries! Available Supply Of Other DM Government Debt Is Shrinking?

Chinese Ownership and Potental Demand For US Treasuries Potential Alternative To Chinese Buying Non-US Government Debt
1400 1500
1200
1000
1000
500
800 3
=
a ¥
v v
=
]
i 0
600
400 -500
200
-1000
Current Potetial Net Net Net Net Net Issuance Net Issuance
Chinese Purchases of of EMU of EMU of German  of German of Japanese of Japanese
Ownership of US Treasuries Government Government Government Government Government Government
0 o US Treasury Give CA Debt Debt After Debt Debt After Debt Debt After
Current Chinese Ownership of US Treasury Potetial Purchases of US Treasuries Give CA ECB ECB BOJ
1. US Dept of Treasury and IMF Data 28

2. BOJ, ECB Data
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Step 3: Find Potential Repricing Events

However China’s Next Move Could Result in An Escalation In The Economic War

Apple Looks Vulnerable? China Could Use Oil As A Way to Escalate The Coming Economic War?

Apple's Operating Income From China

Crude Oil Exports To US and China By Country
(6-month Moving Average)

25,000 30% 2000
——Saudi Exports To USA
1800
Operating Income (LHS) —Saudi Exports To China
20,000 —Percent of Operating Income (RHS) 1600 —Iran Exports To China
25%
1400
15,000 _ 1200
T SO
£ E 2
& 2 5
20% t & 1000
< El
= £
I3
g =
10,000 800
600
15%
5000 400
200
0 10% 0
o
FY 2011 FY 2012 FY 2013 FY 2014 FY 2015 FY 2016 Py 2017 Jul-04 Jul-05 Jul-06 Jul-07 Jul08 Jul-09 Jul-10 Jul-11 Jul-12 Juk13 Jul-l4 Jul15 Jul-16 Jul-17
1. Bloomberg 29

2. EIA
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Step 4: Find Asymmetric Trades
Trade 1: Position For A Weaker RMB

Trade Thesis China Trade Englne Has Slowed As Their Currency Appreciated?

Fed policy could strengthen the USD against all currencies == China 3-month AAA NCD yield
- Reversmg QE e Over night Shibor fixing
- Raising rates
. China could weaken the RMB for a variety of reasons both directly

and indirectly
- They could weaken their currency to offset the impact of tariffs

- They could weaken their currency by lowering policy rates to spur their
economy

- They could weaken their currency to reignite trade as an engine of growth
They could weaken their currency to retaliate against US tariffs

. Buy USD and sell CNH using a 1-year forward contract

1.0 T T T 1
Aug-15 Aug-16 Aug-17 Aug-18
US Is Raising Rates While China Is Lowering Rates?! China Has Plenty of Room to Depreciate?
Chart 1: FAI, Industrial production, retail sales China Trade Balance vs CNY
% YOY, YTD 70 9.0
13 Al 65 8.5
12 s |ndustrial production 60 8.0
= Retail sales
11 1 ~55 7.5
S
10 g 50 7.0 2
9 =45 652
; 40 6.0 é
8 g o)
A~
. 35 5.5
30 ——CHINA Trade Balance as Percent of GDP (LHS) 5.0
6 4
25 —CNY VS USD (RHS) 4.5
> ' ‘ ' ' 20 4.0
Jul-15 Apr-16 Jan-17 Oct-17 Jul-18 1990 1994 1998 2002 2006 2010 2014 ’
1. Chow, ‘Trade war taking a toll on China; expect more policy support”, DBS Economics, August, 14, 2018 30

2. Bloomberg
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Step 4: Find Asymmetric Trades
Trade 2: Buy Puts On USD Based EM Equity Indexes

Trade Thesis US Technology Companies Are Vulnerable to China Retaliation?

. EM equity associated with China and their currencies could sell off . Sensitivity of Taiwan and South Korea to Trade
in an economic war between the US and China

- US trade deficit with China is growing, as is the intensity of China’s
economic war with the US

60%
- The US could potentially put unlimited tariffs on Chinese imports
. China could retaliate against the imposition of US tariffs
—  Thecould put more barriers to imports from US technology companies e
- They could us oil as a political weapon against the US
. Buy puts on a broad base USD EM equity index 20%
- Impact of an economic war on the Chinese equity markets could be
substantial . .
- Chinaand its circle of influence constitute the majority market weight of 0%

. Exports % of GDP Participation Ratein GVC  Exports to China ( % of Exports to USA( % of
broad base EM indexes (% of Total) Total) Total)

B Taiwan ™ South Korea

US Deficit With China is Growing! China Could Use It Growing Demand For Oil As A Political Weapon?

Real GDP Impact From Tarriffs
(Scenario with 25% Tarriffs on all Trade Between USA and China, No Contagion)
0.0%

+1C;gffa Country/Area EM Equity Index Exposure (%) Eca-;:::lr::::le
0.2% -~
~ -®-World China 3.0 RAME
S0.4% Korea (South) 14.8 KRW
a
&)
2.0.6% Taiwan 12.1 WD
E India 8.9 IDR
E-0.8%
“ South Africa 6.2 ZAR
-1.0%
Brazil 6.0 BRL
-1.2%
Year 1 Year 2 Year 3 Year 4
1.  Bloomberg 31

2. “Trade Wars : There are no winners”, KPMG, August2018, Just US And China involved
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Step 4: Find Asymmetric Trades
Trade 3: Position For A Risk-Off Event From A Full Blown Global Trade War 1!

Trade Thesis US Technology Companies Are Vulnerable to China Retaliation?

Potential Impact On The World From A Full-Scale Trade War
2% 40%

. This Economic war could escalate creating a tail event
- The US could potentially put unlimited tariffs on all Chinese imports
- China could escalate conflict bringing in the rest of the world using non-
tariff strategies
. Escalation would affect not only the US and China but also the rest
of the world
- GDP could fall substantially, bringing down equity markets around the
world
. Buy CDS protection on highly rated US corporates
- Cheaper protection than buying protection on US High Yield or OTM
equity puts
- 60 bp will buy a35% OTM 1-year put on S&P500

1% 20%

0% 0%

-20%

2% -40%
World Inflation (LHS) World GDP (LHS) World Equity Prices (RHS)

US Deficit With China is Growing! China Could Use It Growing Demand For Oil As A Political Weapon?

Real GDP Impact From Tarriffs
(Scenario with 25% Tarriffs on all Trade Between USA and China, with Contagion)
0.0%

—#—China
—-+-USA Corporate Spread
1.0% --World Widening
£ 2% Tail Event AAA BBB  S&P 500
k?: oo 5/1998-8/1998 EM Crisis 94% 70%
g 9/2011-10/2001 September 2011 16% 14% -8%
é -4.0% 5/2002-9/2002 Telecom/Inasdaq Crash  30% 20% -24%
S 5/2008-3/2009 GFC 211% 145% -48%
o |5/2011-9/2011 _ Euro Crisis 82% 63% -17%
-6.0%
Year 1 Year 2 Year 3 Year 4

1. “Trade Wars : There are no winners”, KPMG, August 2018, World Contagion
2. LucaPaolini,”A zero sum game”, PICTET Asset Management, June 2018
3. Bloomberg
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