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Expectations in a nutshell

• Tensions between North
Korea and the U.S. have
been increasing lately and
are unlikely to abate.

• While sanctions against
North Korea are now
widely endorsed, military
options are limited and a
denuclearization seems ever
more unlikely.

• Capital markets might be
impacted as even unarmed
escalations could lead to
increased risk aversion or
harm trade between China
and the U.S.

All opinions and claims are based
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is subject to change at any
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North Korea will keep markets guessing

The Communist regime has developed nuclear strength

surprisingly fast. Tensions are increasing. No easy

solution in sight.

Kim Jong-un has just done his part to stir up tensions again. Last
Sunday his regime claimed to have successfully tested a hydrogen
bomb that could fit onto a long-range missile. This comes just
days after North Korea launched several more missiles of which
one flew over Japanese territory. While our main scenario remains
that no disorderly/armed conflict will emerge, we see good reasons
to stay alert. For one thing, the nuclearization of North Korea has
progressed at a much faster pace than predicted by the West. It
is currently testing long-range missiles able to carry nuclear heads
and to reach the U.S.

Second, while no party seems eager to take this conflict to an
armed stage, the leaders of the two main conflict parties share a
certain degree of unpredictability and similar motives: both seem
to have an interest in keeping an international conflict alive in order
to distract from domestic difficulties. Furthermore, Trump seems
eager to present himself as an unconventional leader with little
inclination to comply with diplomatic protocols. While Kim Yong-
un certainly seems to care even less about diplomatic conventions,
he seems to have played his cards well so far. The state-run North
Korean Central News Agency for example recently showed its
intention to provoke the President of the United States by calling
him "the source of headache at home and abroad", adding that his
policies were either ignored or delayed.1 With the U.S. having few
means to sanction those provocations, these are easy wins for Kim
domestically.

At the same time, Trump's standing with the more moderate part of
the U.S. electorate has weakened after he seemed to reach out to
the far right with his comments on Charlottesville and his pardoning
of the controversial Sheriff Joe Arpaio. On foreign matters, however,
there are two indications he might be leaning towards a more
conventional diplomacy: the sacking of his former advisor Steve
Bannon and his speech on the "renewed" Afghanistan policy, which
is basically a continuation of the old policy.

Another reason to believe that diplomatic efforts will be upheld
and eventually increased, is the fact that China and Russia recently
endorsed UN sanctions for the first time. Even on the diplomacy
front, however, there are problems of the administration's own
making. U.S. Secretary of State Rex Tillerson needs to speed up
the nomination process for the many unfilled senior positions in
his Department. The U.S. embassy in Seoul in the meantime is still
waiting for an ambassador to replace its interim Chargé d'Affairs.

1
https://www.bloomberg.com/news/articles/2017-08-29/trump-vows-all-options-open-after-north-korea-missile-launch
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So far, some financial assets most exposed to the conflict such as
South Korean equities or the South Korean Won have only shown
muted reactions. However, this conflict still has the potential to shift
the risk appetite of international investors considerably. Our base
scenario calls for the continuation of the current unstable situation.
While the pace of coordinated international action has increased,
so has the danger of an abrupt escalation.

No easy solution

Irrespective of current leadership in both Washington and
Pyongyang, the North Korean situation does not lend itself to easy
solutions. It has been a problem in the making for decades. The
war of 1950-1953 did not end with a peace treaty but only an
armistice. Hostilities have been a recurrent element of the divided
countries' past. While the respective historic allies of North and
South Korea have stuck to their original protégés by and large,
North Korea's allies seem increasingly reluctant to further offer
unconditional support. Neither China nor Russia seem to be too
eager to have another neighbor armed with nuclear weapons (North
Korea conducted its first nuclear test in 2006), especially one with
the sort of erratic leadership lately on display. At the same time,
China probably neither wants a failed state at its doorstep, nor
reunification, nor an increased U.S. presence in the region. Russia's
interests are likely to be quite similar. But positions are moving.
China and Russia recently participated for the first time in the
UN securities council vote on the matter. This contributed to the
unanimous vote, supporting a prolongation of UN sanctions. While
there remain question marks on Russia's willingness to vigorously
implement those sanctions, China just decided that its companies
are no longer allowed to setup new joint ventures with North Korean
companies or increase existing investments. We believe this is likely
to have a big impact on North Korea's economy. How has this
change come about? Well, the fact that U.S. president Trump has
linked China's actions on North Korea with trade relations between
the U.S. and China may actually have helped. Whatever the reason,
Beijing seems more willing to cooperate.

An open question remains how much influence, whether politically
or economically, China can exercise on North Korea. With the latter
depending on all sorts of imported goods and materials, most
crucially energy, one could argue that China has plenty of cards to
play. Nevertheless some observers argue that Kim Jong-un would
be prepared to risk supply cuts and the suffering of his people rather
than change course.

Economic implications

Capital markets might pay less attention to North Korea's military
antics, if it wasn't for South Korea. Less because of the size of
its GDP (2% of global GDP, almost 50 times the GDP of North
Korea) but because of its pivotal position in global supply chains
and its dominant market position in certain industries, in particular
for consumer and other electronics. The country produces 40% of
the global liquid crystal displays and 17% of global semiconductors.
Its strength are memory chips with more than 70% of global DRAM
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and almost half of the global NAND production based there. South
Korea is the world's fifth largest exporter. It is feared therefore
that even a conventional attack on South Korea by North Korea
would not only damage that nation's economy but also cause major
disruptions to international supply chains. Even worse would be the
humanitarian catastrophe Pyongyang could cause as South Korea's
capital with its population of 10m is less than 50km from the border
with the North.

Another possibility of how this crisis could harm the economy is
by hurting trade relations. Given Trump's often-stated desire to
introduce tariffs and punish China for its "unfair" policies, he could
find a welcome excuse to do so in case he feels that China does
not exert enough pressure on North Korea. Similarly, South Korea
could fall victim to Beijing's retaliation measures in case it wants to
punish U.S. allies. Regional frictions could harm international trade
even more than a pure Sino-American trade dispute as more than
half of Asia's export stay within Asia.

Our three main scenarios:

• Base scenario: Military escalation avoided, nuclear threat
from North Korea remains, but is contained by sanctions
and implicit pressure. We believe that it is as illusionary
to believe that North Korea will ever dispose of its nuclear
arsenal voluntarily, as it is to believe that any foreign power
could manage a surgical pre-emptive strike that would destroy
North Korea's nuclear capacities. More aligned and increased
sanctions mainly from Russia, China and the U.S. could tame
North Korea and stop further provocations. Until the latter
becomes evident, financial markets will react to sporadic
regional eruptions and changes in tone mainly from North
Korea and the U.S..

• Risk scenario 1: Military conflict remains limited and can be
contained before spreading to a global crisis. This would entail
taking the war of words to the next level and eventually involve
military action. A trigger could be North Korea crossing a red
line by, for example, launching a missile in the direction of
the American territory of Guam. Assuming China fails to give
North Korea military support, and the UN manages to keep a
unanimous stance towards North Korea, the conflict could be
contained and further military escalation avoided.

• Risk scenario 2: Conflicts escalate to a global one, if, for
example the U.S. starts a full-blown pre-emptive attack or if
North Korean missiles reach U.S. mainland. Escalation and
retaliations could lead to an involvement of China and Japan as
well. The main casualty could, however, be South Korea even if
only conventional weapons were to be used due to its proximity
to North Korea. Enormous human casualties, international
trade disruptions and potentially a prolonged trade war
between the U.S. and China could be the consequences.

For both risk scenarios we only see single-digit probabilities.
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Capital markets reactions

Tension increased again at the beginning of August. At a press
conference held on August 8th, President Trump said that further
threats from Kim Jong-un "…will be met with fire and fury, and
frankly power the likes of which this world has never seen before."
Taken at face value and taking World War II including the nuclear
bombing of Hiroshima and Nagasaki as a point of reference,
President Trump may have had at least a nuclear strike in mind,
when he said those words. Considering this verbal escalation,
the reaction in capital markets was rather subdued. The Korea
Stock Price Index (Kospi) lost 1.1% that day and another 2.1% the
following two days, most of which has been recovered since. The
Korean Won actually gained some ground during those three days.
The MSCI World Index equally lost 1.1% on August 10, but this has
only been the second time this year that it fell by more than 1%.
So even if we rule out military action, any further escalation in this
matter could cause market participants to reduce their risk exposure
in an environment of already mature capital markets.
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Glossary

Korea Stock Price Index (KOSPI)

The Korea Stock Price Index (KOSPI) captures the performance of
the 759 companies listed on the Korean stock market.

MSCI World Index

The MSCI World Index tracks the performance of mid- and large-
cap stocks in 23 developed countries around the world.
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Risk warning

Investments are subject to investment risk, including market
fluctuations, regulatory change, possible delays in repayment and
loss of income and principal invested. The value of investments can
fall as well as rise and you might not get back the amount originally
invested at any point in time.

Investments in Foreign Countries – Such investments may be in
countries that prove to be politically or economically unstable.
Furthermore, in the case of investments in foreign securities or
other assets, any fluctuations in currency exchange rates will
affect the value of the investments and any restrictions imposed
to prevent capital flight may make it difficult or impossible
to exchange or repatriate foreign currency. Foreign Exchange/
Currency – Such transactions involve multiple risks, including
currency risk and settlement risk. Economic or financial instability,
lack of timely or reliable financial information or unfavorable
political or legal developments may substantially and permanently
alter the conditions, terms, marketability or price of a foreign
currency. Profits and losses in transactions in foreign exchange
will also be affected by fluctuations in currency where there is a
need to convert the product’s denomination(s) to another currency.
Time zone differences may cause several hours to elapse between
a payment being made in one currency and an offsetting payment
in another currency. Relevant movements in currencies during
the settlement period may seriously erode potential profits or
significantly increase any losses.

High Yield Fixed Income Securities – Investing in high yield bonds,
which tend to be more volatile than investment grade fixed income
securities, is speculative. These bonds are affected by interest rate
changes and the creditworthiness of the issuers, and investing in
high yield bonds poses additional credit risk, as well as greater risk
of default.

Hedge Funds – An investment in hedge funds is speculative
and involves a high degree of risk, and is suitable only for
“Qualified Purchasers” as defined by the US Investment Company
Act of 1940 and “Accredited Investors” as defined in Regulation
D of the 1933 Securities Act. No assurance can be given that
a hedge fund’s investment objective will be achieved, or that
investors will receive a return of all or part of their investment.
Commodities – The risk of loss in trading commodities can
be substantial. The price of commodities (e.g., raw industrial
materials such as gold, copper and aluminium) may be subject
to substantial fluctuations over short periods of time and
may be affected by unpredicted international monetary and
political policies. Additionally, valuations of commodities may be
susceptible to such adverse global economic, political or regulatory
developments. Prospective investors must independently assess
the appropriateness of an investment in commodities in light
of their own financial condition and objectives. Not all affiliates
or subsidiaries of Deutsche Bank Group offer commodities or
commodities-related products and services.
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Investment in private equity funds is speculative and involves
significant risks including illiquidity, heightened potential for loss
and lack of transparency. The environment for private equity
investments is increasingly volatile and competitive, and an investor
should only invest in the fund if the investor can withstand a total
loss. In light of the fact that there are restrictions on withdrawals,
transfers and redemptions, and the Funds are not registered under
the securities laws of any jurisdictions, an investment in the funds
will be illiquid. Investors should be prepared to bear the financial
risks of their investments for an indefinite period of time.

Investment in real estate may be or become nonperforming after
acquisition for a wide variety of reasons. Nonperforming real estate
investment may require substantial workout negotiations and/ or
restructuring. Environmental liabilities may pose a risk such that
the owner or operator of real property may become liable for the
costs of removal or remediation of certain hazardous substances
released on, about, under, or in its property. Additionally, to the
extent real estate investments are made in foreign countries, such
countries may prove to be politically or economically unstable.
Finally, exposure to fluctuations in currency exchange rates may
affect the value of a real estate investment.

Structured solutions are not suitable for all investors due to potential
illiquidity, optionality, time to redemption, and the payoff profile of
the strategy. We or our affiliates or persons associated with us or
such affiliates may: maintain a long or short position in securities
referred to herein, or in related futures or options, purchase or sell,
make a market in, or engage in any other transaction involving such
securities, and earn brokerage or other compensation. Calculations
of returns on the instruments may be linked to a referenced
index or interest rate. In such cases, the investments may not be
suitable for persons unfamiliar with such index or interest rates, or
unwilling or unable to bear the risks associated with the transaction.
Products denominated in a currency, other than the investor’s home
currency, will be subject to changes in exchange rates, which may
have an adverse effect on the value, price or income return of the
products. These products may not be readily realizable investments
and are not traded on any regulated market.

Hong Kong

The contents of this document have not been reviewed by any
regulatory authority in Hong Kong. You are advised to exercise
caution in relation to the investments contained herein. If you are
in any doubt about any of the contents of this document, you
should obtain independent professional advice. This document has
not been approved by the Securities and Futures Commission in
Hong Kong nor has a copy of this document been registered by
the Registrar of Companies in Hong Kong and, accordingly, (a)
the investments (except for investments which are a “structured
product” as defined in the Securities and Futures Ordinance
(Cap. 571 of the Laws of Hong Kong) (the “SFO”)) may not be
offered or sold in Hong Kong by means of this document or
any other document other than to “professional investors” within
the meaning of the SFO and any rules made thereunder, or in
other circumstances which do not result in the document being
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a “prospectus” as defined in the Companies (Winding Up and
Miscellaneous Provisions) Ordinance (Cap. 32 of the Laws of Hong
Kong) (“CO”) or which do not constitute an offer to the public within
the meaning of the CO and (b) no person shall issue or possess
for the purposes of issue, whether in Hong Kong or elsewhere, any
advertisement, invitation or document relating to the investments
which is directed at, or the contents of which are likely to be
accessed or read by, the public in Hong Kong (except if permitted
to do so under the securities laws of Hong Kong) other than with
respect to the investments which are or are intended to be disposed
of only to persons outside Hong Kong or only to “professional
investors” within the meaning of the SFO and any rules made
thereunder.

Singapore

Singapore Interests in the funds mentioned herein are not allowed
to be made to the public or any members of the public in Singapore
other than (i) to an institutional investor under Section 274 or 304
of the Securities and Futures Act (Cap 289) (“SFA“), as the case
may be, (ii) to a relevant person (which includes an Accredited
Investor) pursuant to Section 275 or 305 and in accordance with
other conditions specified in Section 275 or 305 respectively of
the SFA, as the case may be, or (iii) otherwise pursuant to, and in
accordance with the conditions of, any other applicable provision
of the SFA.

Important Information

Deutsche Asset Management is the brand name of the Asset
Management division of the Deutsche Bank Group. The respective
legal entities offering products or services under the Deutsche
Asset Management brand are specified in the respective contracts,
sales materials and other product information documents.
Deutsche Asset Management, through Deutsche Bank AG, its
affiliated companies and its officers and employees (collectively
“Deutsche Bank”) are communicating this document in good faith
and on the following basis.

This document has been prepared without consideration of
the investment needs, objectives or financial circumstances of
any investor. Before making an investment decision, investors
need to consider, with or without the assistance of an
investment adviser, whether the investments and strategies
described or provided by Deutsche Bank, are appropriate, in
light of their particular investment needs, objectives and financial
circumstances. Furthermore, this document is for information/
discussion purposes only and does not constitute an offer,
recommendation or solicitation to conclude a transaction and
should not be treated as giving investment advice. Deutsche Bank
does not give tax or legal advice. Investors should seek advice
from their own tax experts and lawyers, in considering investments
and strategies suggested by Deutsche Bank. Investments with
Deutsche Bank are not guaranteed, unless specified.

Investments are subject to various risks, including market
fluctuations, regulatory change, possible delays in repayment and
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loss of income and principal invested. The value of investments
can fall as well as rise and you might not get back the amount
originally invested at any point in time. Furthermore, substantial
fluctuations of the value of the investment are possible even
over short periods of time. The terms of any investment will
be exclusively subject to the detailed provisions, including risk
considerations, contained in the offering documents. When making
an investment decision, you should rely on the final documentation
relating to the transaction and not the summary contained herein.
Past performance is no guarantee of current or future performance.
Nothing contained herein shall constitute any representation or
warranty as to future performance. Although the information herein
has been obtained from sources believed to be reliable, we do
not guarantee its accuracy, completeness or fairness. Opinions and
estimates may be changed without notice and involve a number
of assumptions which may not prove valid. We or our affiliates or
persons associated with us or such affiliates (“Associated Persons”)
may (i) maintain a long or short position in securities referred to
herein, or in related futures or options, and (ii) purchase or sell,
make a market in, or engage in any other transaction involving such
securities, and earn brokerage or other compensation.

The document was not produced, reviewed or edited by any
research department within Deutsche Bank and is not investment
research. Therefore, laws and regulations relating to investment
research do not apply to it. Any opinions expressed herein
may differ from the opinions expressed by other Deutsche Bank
departments including research departments. This document may
contain forward looking statements. Forward looking statements
include, but are not limited to assumptions, estimates, projections,
opinions, models and hypothetical performance analysis. The
forward looking statements expressed constitute the author’s
judgment as of the date of this material. Forward looking
statements involve significant elements of subjective judgments
and analyses and changes thereto and/or consideration of different
or additional factors could have a material impact on the results
indicated. Therefore, actual results may vary, perhaps materially,
from the results contained herein. No representation or warranty is
made by Deutsche Bank as to the reasonableness or completeness
of such forward looking statements or to any other financial
information contained herein.

This document may not be reproduced or circulated without our
written authority. The manner of circulation and distribution of
this document may be restricted by law or regulation in certain
countries, including the United States. This document is not
directed to, or intended for distribution to or use by, any person
or entity who is a citizen or resident of or located in any locality,
state, country or other jurisdiction, including the United States,
where such distribution, publication, availability or use would be
contrary to law or regulation or which would subject Deutsche
Bank to any registration or licensing requirement within such
jurisdiction not currently met within such jurisdiction. Persons into
whose possession this document may come are required to inform
themselves of, and to observe, such restrictions. Unless notified
to the contrary in a particular case, investment instruments are
not insured by the Federal Deposit Insurance Corporation (”FDIC“)
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or any other governmental entity, and are not guaranteed by or
obligations of Deutsche Bank AG or its affiliates.
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