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Summary
Chinese economic model reached a tipping point where additional capacity would negatively impact their economy.
US economy was already reaching near full employment.
The possibility of a rate hike by the Federal Reserve made the US investors nervous.
The Chinese market crash triggered the crash in the US.

 The

major US equity indices experienced a bungee jump this week after market analysts were forecasting a correction over the last few
weeks. Seasoned Alarmists like Peter Schiff et al have been warning for years that the current bull market was artificially created by
the Federal Reserve. But, this week's sudden decline even prompted mainstream economists to express their concern about the
viability of the post-2008 economic recovery of the US economy.
There were several factors that led the investors to lose their confidence and each of these concerns has to be addressed fully
before we will see the market settling down and resume the uptrend.
China Has Reached the Tipping Point of its Growth Model
Anyone remember the Asian Financial Crisis and why the Newly Industrialized Economies (NIEs) could not handle the crisis
triggered by Thailand in the 1990s?
Just to refresh our memories, most of these Asian economies were experiencing "production based growth" or picking the low
hanging fruits. Their economies scaled up to a point where adding further capacity negatively affected the output. This is similar to
the concept of diseconomies of scale.
China has been pursuing a similar production based growth model. For years, we knew they have built cities after cities in order to
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meet the GDP target. Oh yes, unlike free market economies, where growth is organic, in the command economy hell of China, you
can apparently "create" growth.
The situation has reached a point where central planners wanted to build 50 Boston size cities by 2020. However, at this point,
creating capacity in the economy is actually (finally) negatively affecting their economy as vital resources are pulled from where
they are needed to build roads and buildings in places, where there is no demand.
Then, the Chinese stock market, including the Shanghai composite, skyrocketed to a point where it was simply not sustainable. It
was a "black swan" event for the Chinese investors to see the price of their real estate investments plummeting and the artificial
stock index reading finally took a dive. It would have been a major surprise to 6% of the investors, who had to rely on a third person
to read the news since they cannot read.
In the coming years, China has to find a way to improve the productivity of their workers and increase per capita output without
simply investing in capacity building projects. Sorry, but just building roads and bridges won't simply allow the Chinese government
to deliver double digit growth in this century.
The US Economy is Overheated to a Certain Extent
Thanks to the socialist from Vermont, Bernie Sanders, there were some structural changes in the US financial industry after the
market took a nosedive after the housing bubble went off. However, the Federal Reserve to some extent has created a bigger
bubble by keeping interest rates near 0% for too long.
The US equity market has been growing for last six years with few minor corrections and it was about time that we had a correction.
The Federal Reserve has been talking about hiking rates for last 12-months but failed to deliver on their promise. They were
scheduled to hike rates after Q2'15 and that created concern among investors.

The US Congressional Budget Office (CBO) estimates that the non-accelerating inflation rate of unemployment (NAIRU) is
currently around 5.2%. The US Bureau of Labor Statistics officially said that in July 2015, the unemployment rate in the US has
fallen to 5.3%.
It means that companies are having difficulty finding "workers" in the US right now to fill their open positions. Top tech companies
had this problem to a certain extent that major companies were asking for immigration reform to bring more programmers in the
US. Now, fast food companies are also facing difficulty finding workers. Forget about the minimum wage increase, many US
companies are voluntarily paying more to their workers just to retain them.
The US economy was clearly showing the signs of overheating and the prospects of an overnight interest rate hike were already
there. The crash in China only triggered this fear factor that the fragile US economy can't sustain the rate hike.
Conclusion
According to George Osborne, the UK chancellor, the issues in China won't affect European economies. The Federal Reserve was
trying to float this concept for the last several weeks as well, that US won't be affected.
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Comments (6)

The issue with globalization is that it acts like leverage, and can cut both ways. It gives our companies the edge of a larger global
market to scale and bring prosperity home, but it also synchronizes the global problems. Hence, the US economy is not immune to
the bad policies of the Chinese central government just like the Chinese workers are not immune to the reckless home buying
binge in the US real estate market.
Commenting on the Monday crash, Lawrence Summers Tweeted that "as in August 1997, 1998, 2007 and 2008 we could be in the
early stage of a very serious situation." He might be right, as this issue is not simply correlated to the Chinese market. The crash in
China only triggered it. Unless the problems of these underlying fundamentals are addressed, the symptoms are simply not going
away.
Disclosure: I/we have no positions in any stocks mentioned, and no plans to initiate any positions within the next 72 hours.
I wrote this article myself, and it expresses my own opinions. I am not receiving compensation for it. I have no business relationship
with any company whose stock is mentioned in this article.

Asbytec
"The possibility of a rate hike by the Federal Reserve made the US investors nervous."
Not sure why, the Fed has been telegraphing a gradual and very small rate hike for over a year. I suspect the
PBoC acted to ease conditions, as a central bank should, "ahead of the Fed" announcement of the pending
rate hike.
It was the Chinese reaction to it's own slowing that makes investors nervous, not the pending tiny uptick in the
funds rate nor a tightening of some $300 billion of nearly $4.5 trillion in US dollar Fed funds market. China
certainly seems to be over stimulated on Fed liquidity and heavy investment inflows. But, the US will likely hold
the course.
The dramatic loss of wealth effect might be a problem. But, then again, those are events happening in the
global economy, specifically China. Not the US. Do we expect Yellen to sit on the board of the PBoC or to send
more stimulus to China via the USD carry? The PBoC is in charge of China, not the Fed.
I believe you are right about Chinese over production. That's where a lot of our own domestic stimulus money
went seeking yield. Growth expectations helped US equities and the domestic wealth effect. But, they fell on
Chinese fundamentals, not domestic US economy.
So, again, will the Fed supplant PBoC policy as it relates to equities involved with China, or will the Fed simply
stick to it's domestic mandate? Do we want the Fed to buy equities like the PBoC to cover our losses? This
was a correction on slowing Chinese growth, it has little to do with US fundamentals. Equities will find a price,
unless China keeps slowing making investors nervous.
In fact, the US may be the place to be for a while. That might actually be domestic stimulus bringing the
participation rate up with it - like it was supposed to do 8 years ago. China is in the PBoC realm of
responsibility to include production and local revenue of US companies operating there.
Even if rates remain low forever, who's looking nervously at Chinese volatility and hard landing? The Congo
might look more attractive. Or the US with slow but resilient growth may be more attractive. And may actually
benefit from it's own monetary policy after an 8 year lag.
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29 Aug 2015, 03:50 AM

ghiblinewt
"And may actually benefit from it's own monetary policy after an 8 year lag."
Too true Asbytec, too true.
30 Aug 2015, 06:47 AM

Shark Traders , Contributor
Author’s reply »
We actually did not say that Chinese investors were worried about a rate hike in the US. On the
contrary, we believe the falling equity markets in China “triggered” the fear of a rate hike in the US
among investors in the US equities.
You are right, Yellen can’t influence Chinese policy makers, but we don’t want her to start QE4 right
away either. The US needs to proper recession to get the “creative destruction” process started. The
large too big to fail banks in 2008, are even larger now, and unless the Fed allow the market to fix
itself, we will continue to go down the road of Japan, a country in stagnation for last 2 decades
because BoJ kept trying to keep the status quo.
31 Aug 2015, 11:27 AM

Asbytec
"On the contrary, we believe the falling equity markets in China “triggered” the fear of a rate hike in the
US among investors in the US equities."
I can buy that. A lot of the wealth effect was wiped out. That could be a problem, I am sure the Fed is
back on it's heels over it. Still, I am not sure the Fed can do much about it since the epicenter is in a
slowing China.
One might be forgiven for wondering if China acted "ahead of the Fed" rate hike to stimulate it's own
economy as (or if or when) the carry trade dwindles. Of course, the currency move, I believe, was as
stated taking one step closer to a free floating currency per IMF. What was striking is, the currency fell
to the lower bound.
Depending on who you read, there my have been a slow grind on he creative destruction. Fed
Governor Powell talks about supply side destruction during the great recession. I think that explains
labor market participation, slow growth, and low productivity. The post crisis economy is simply not
able to hire the larger work force because of it.
Our own monetary policy should be sufficient to overcome slow growth, and maybe excessively so in
light of fiscal drag and the carry trade. It does seem we have not had a $4.5 trillion (25% GDP)
recovery. A slight tightening of Fe funds and a mall rate hike seem to effect EM more so than the US
economy for that very reason.
"...we will continue to go down the road of Japan, a country in stagnation for last 2 decades because
BoJ kept trying to keep the status quo."
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That is my fear, too. Japan has resorted less to domestic investment with a global yen carry trade and
more to currency devaluation. We will be Japan is we resort to war against our own currency. Doing
so, in the face of Chinese slowing demand and over supply (low prices), will not hike commodity prices
pushing higher costs onto the US consumer. Only aggregate demand can do that in a healthy way.
There may be some creative destruction in commodity production in much the same way US oil
production adjusted to falling prices.
I think another round of easing will be disastrous and staying too low for much longer will just have little
effect on the US economy now that employment is getting about as good as it gets. Inflation will have
to come from the demand side and a low funds rate (ZIRP.) It failed to materialize after 8 years of ZIRP
and is lower today.
I think QE can be deflationary, and that may be some of the cause behind the Chinese rout. We may
have been over invested on cheap money and the higher growth expectations abroad. Now that
growth is waning in China, equities corrected. Investment should too. But, on US resilience, we may
actually see greater domestic investment reversing Summer's secular stagnation.
31 Aug 2015, 08:35 PM

Hardog
The economy was not overheated, the Market was. The China spear was much needed.
29 Aug 2015, 01:17 PM

Shark Traders , Contributor
Author’s reply » Unless you are thinking about the “true” labor participation rate, as far as the
“official”unemployment rates go, the US economy does look overheated.
31 Aug 2015, 11:28 AM
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