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Global growth is recovering slowly in a complex environment, pending
the withdrawal of extraordinary monetary stimuli in the US, at the same
time as geopolitical risks are multiplying. We slightly adjusted our 2015
GDP forecasting downward to 3.7%, on account of recent outturns.

China’s growth further moderated in Q3. The lackluster domestic
demand has prompted the authorities to implement additional stimulus
measures to revive real estate market and boost growth momentum.

We maintain our growth projections of 7.2% for 2014 and 7.0% for
2015. Headline inflation is expected to rise gradually while the RMB
could appreciate by 2-3% next year. Moreover, policy stance will
remain “pro-growth” as the authorities continue to press ahead with
long-term structural reforms.

Risks are still to the downside. Risks concentrate on uncertainties
surrounding the US monetary policy normalization, the sluggish real
estate market as well as the debt overhang of local governments.
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Summary

China’s growth moderated further in the third quarter to 7.3% vyly, slightly down from 7.5% vyly in the
previous quarter, while above market expectations (BBVA: 7.0% yly versus Consensus: 7.2% yly).
Domestic demand remained lackluster due in large part to the persistently sluggish property market as
well as its adverse spill-over effects to other related sectors. Meanwhile, a surprisingly strong performance
in the export sector and the authorities’ stimulus policies partly offset the anemic domestic demand.

Weak domestic demand has prompted the authorities to ramp up their loosening efforts. Latest easing
policies included: (i) lowering mortgage rates to revive housing demand, (ii) injecting liquidity to the
banking sector through Medium-term Lending Facility (MLF) as well as (iii) cutting tax for SMEs. These
new stimulus measures, together with the previously implemented ones, are expected to underpin the
economy and alleviate the hard-landing risk in the near future although they are unable to change the
moderating trend of economic growth in the medium-and-long term.

Structural reforms forged ahead in several important aspects. First, the State Council promulgated new rules
on local government debt management early October, which reaffirmed the central government’s “no bail-out”
principle toward debt obligations of local government; second, the Chinese Communist Party’s Fourth
Plenum concluded with an ambitious and welcomed plan to overhaul the country’s legal system and
establish the rule of law; last, the authorities piloted “the mixed ownership reform” in six large state-owned
enterprises (SOESs), seeking to partially privatize the SOEs and enhance their corporate governance.

Looking ahead, we believe that our 7.2% growth projection of 2014 is achievable although it is lower than
the official target of 7.5%.We also maintain our 2015 growth projection of 7.0% on account of increasing
uncertainties of external demand, the anemic property market, other financial fragilities and growth
headwinds. Nevertheless, the authorities still has adequate policy buffers to engineer a soft-landing next
year. Given their increasing tolerance of economic slowdown, the authorities are likely to lower 2015’s
growth target to 7.0% from this year’s 7.5%, leaving more room for pushing forward structural reforms.

Meanwhile, headline inflation is projected to gradually rise from 1.9% at end-2014 to 3.0% at end-2015,
with an annual average of 2.9% for next year. Despite recently strong exports, the RMB’s appreciation
against USD is to be limited (our forecast is 6.10 per USD at the end of the year) between now and the
end-year as pressure of capital outflows are on the rise. For 2015 as a whole, we anticipate that the
surplus under the current account will widen as the other major economies gradually recover while the
capital account could shift to small deficit from surplus. Nevertheless, additional 2-3% (pent-up)
appreciation against the USD is anticipated in 2015 as the exchange rate of the RMB is moderately
undervalued by 5-8%.

On the policy front, the authorities will keep the overall policy stance pro-growth. Although the authorities
seem to commit to their “targeted easing” mode in the rest of 2014, they may revert to conventional
monetary tools next year, to bolster growth. We project that the PBoC will cut banks’ required reserve ratios
(RRRSs) by up to 200 basis points in 2015, coupled with other unconventional monetary policies such as the
MLF, rediscount window or refinancing programs. We don’t rule out the possibility of interest rate cuts next
year although we are skeptical of their real effectiveness and are concerning about their side effects. On the
fiscal side, we expect the central government to keep its fiscal deficit at 2.5% of GDP in support of growth.
Additional easing might be implemented to offset the prospective consolidation at the local government level.

Risks to China are still to the downside, concentrating on the uncertainty surrounding the normalization of
US monetary policy, the continuously sluggish domestic real estate market, the potential deflation risk as
well as a number of existing financial fragilities.
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A slower global recovery in a complex environment

Before turning to China, we review the Global Outlook. Readers may go
directly to the sections on China, if they wish, by turning to page 5

From a medium-term perspective, since the beginning this cycle has been different from previous cycles.
Six years on from the deepest crisis since World War Il, we can say that, in general terms, per capita income in
the developed economies is growing more slowly than in any other recovery in the second half of the 20" century.
This is partly due to the high levels of private indebtedness built up in the previous expansion, resulting in debt
service obligations that are restricting spending and investment decisions.

Altogether, this cycle is still compatible with an improvement in GDP growth in the coming quarters,
although at a slower rate than we were forecasting three months ago. According to our calculations, global
GDP will expand by 3.2% in 2014, the same as in 2013, and by 3.7% in 2015. These estimates are 0.2pp lower
than our previous forecasts and are subject to downside risk. The global scenario is still pending the withdrawal
of - extraordinary and sustained - monetary stimuli in the US, at the same time as geopolitical risks are
multiplying. In addition, China is faced with the challenge of managing the slowdown in its economy, while at the
same time reducing its financial vulnerabilities and rebalancing growth towards domestic demand; and the euro
area is still facing downside risks to growth and inflation.

All'in all, the economic policy is growth-supportive, especially as regards central bank provision of liquidity, but the
recent spike in financial volatility is a sign of the uncertainties surrounding the present economic
recovery. In terms of demand policies, we expect fiscal policy to be less restrictive in the US and the euro
area in 2014-15, as a consequence of both discretionary decisions and the room for manoeuvre offered by more
favourable funding conditions, which are in turn thanks to supportive monetary policy.

The Fed and the ECB will continue to play a crucial role in our forecast global economic scenario. In the
most probable scenario, the Fed will continue guiding the perspectives for interest rates and shrinking its balance
sheet in accordance with data prints on the recovery and inflation, with a bias towards erring on the side of
patience. From the ECB, we expect communication consistent with anchoring policy rates for as long as
necessary, and the implementation of balance-sheet expansion measures in addition to those already put into
practice or announced. As well as the limitless provision of long-term liquidity for European banks, the availability
of even cheaper funding if these funds are used to increase the flow of credit to the economy and the announced
asset purchases, there is a significant increase in the probability of euro area sovereign bond purchases, provided
that expectations for long-term inflation continue to de-anchor. Finally, the banking sector asset quality review
and balance-sheet stress test was a positive. This process has given the market more and more homogenous
information on the European banking sector and introduces the implementation of common supervision in the
euro area. All of this is a necessary condition for allowing the flow of bank credit to meet solvent demand.

However, central bank support cannot be permanent: their ability to stimulate demand is waning because
households and companies form their expectations and make their spending, saving and investment decisions
taking into consideration, for example, their expectations for central bank policies. And the capacity for the latter to
surprise is increasingly limited, particularly if the anchor of the price stability target is maintained. The demand-led
policies allow downward phases in the economic cycle to be offset, but other types of measures need to
be implemented at the same time, with a less immediate but more lasting impact. These policies should
improve the efficiency of allocating resources — employment and capital — which are going to be less abundantly
available than in the past. Employment, due to population ageing; capital, due to the regulatory changes in
financial intermediation and the high levels of debt in the economy, which make it more expensive. The efficient
use of productive factors is not fostered by expansive demand policies. What we need is more measures
that boost underlying capacity for growth.


http://serviciodeestudios.bbva.com/KETD/fbin/mult/1405_Global_Economic_Outlook_tcm348-448754.pdf?ts=852014
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Moderated growth prompted new easing efforts

Third quarter GDP growth came out at 7.3% yl/y, slightly down from 7.5% yly in the previous quarter, while
above our projection and market expectations (BBVA: 7.0% yly versus Consensus: 7.2% yly). In
sequential terms, aggregate output expanded at a pace of 1.9% qg/q sa, down from 2.0% g/q sa in Q2,
pointing to a moderation in growth momentum. Domestic demand was affected by the persistently sluggish
property market as well as its adverse spill-over effects to other related sectors. In the meantime, a
surprisingly strong performance in the export sector during Q3 and the authorities’ previously unveiled
stimulus policies helped to avert a sharp fall in aggregate output.

The better-than-expected GDP outturn in the third quarter could disguise the weaknesses of the economy.
For instance, some significant discrepancy resurged in September between China’s reported exports (to
Hong Kong) and Hong Kong’s reported imports (from China), implying that Q3 export figure might be
subject to certain upward biases caused by exporters’ mis-invoicing behaviors. In addition, some monthly
activity indicators and credit data also suggested that growth momentum in Q3 could be weaker than the
headline figure showed. In particular, July credit data surprised the market to the down side as both new
bank loans and the total social financing fell dramatically from the previous month. The August industrial
production significantly decelerated to 6.9% y/y from July’s 9.0%, a record low since Dec 2009.

The lackluster domestic demand in Q3 has prompted the authorities to beef up their loosening efforts and
unveil new stimulus initiatives. First, to boost anemic housing demand, the People’s Bank of China (PBoC)
and China Banking Regulatory Commission (CBRC) took steps at the end of September to lift some
existing tightening measures on the property market and encourage banks to extend more mortgage loans
with lower interest rates. (Details in the Box) Second, the PBoC continued to deploy unconventional policy
tools to inject liquidity of up to RMB 700 billion into the banking sector in September and October, which
was equivalent to reducing the RRR by 50-100 basis points. Third, in order to better support the Small-
and-Medium Enterprises (SMESs), the central government extended the tax exemption period of SMEs to
end-2015 when it expired at end-September. Moreover, the government expanded the scope of the tax
exemption program to include all the SMEs with monthly sales revenue below RMB 30,000 (compared to
the ones below RMB 20,000 previously).

As we anticipated in our last issue of China Outlook three month ago, structural reforms gained traction in
the second half of the year. During the third quarter, the authorities kicked off a pilot program of “the mixed
ownership reform” on six large state-owned enterprises (SOESs), seeking to partially privatize the SOEs
and enhance their corporate governance. The pilot program is expected to be expanded to include more
SOEs in the next couple of years, which was deemed to be another significant cornerstone of China’s
structural reforms.

At the beginning of October, the State Council promulgated a set of new rules for local government debt
management. Chief among them was the central government's “no-bailout” principle toward debt
obligations of local governments. It is a welcome development because these new rules not only provided
a long-term solution for the debt overhang of local governments but also initiated the long-awaited
overhaul of the fiscal relationship between the central and local governments.

Moreover, the Chinese Communist Party’s Fourth Plenum in October concluded with an ambitious but
necessary plan to overhaul the country’s legal system and establish the rule of law. In particular, the
Plenum proposed to establish a wide range of new mechanisms that protect the integrity of the
constitution and ensure the impartiality of the judicial system.
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Growth further moderated in the third quarter

China’s third quarter GDP growth came out at 7.3% yl/y, slightly down from 7.5% vy/y in the previous
quarter (Figure 3.1) while above market expectations (BBVA: 7.0% y/y versus consensus: 7.2% yly). In
sequential terms, Q3 GDP expanded at a pace of 1.9% g/g sa, decreasing from 2.0% g/q sa in Q2.
Detailed analysis of expenditure components shows that net exports contributed to 2.5% out of 7.3% GDP
growth in the third quarter, substantially higher than its contribution in the second quarter (0.8% out of
7.5% GDP growth). Accordingly, the contribution of investment declined to 2.1% in Q3 from 4.0% in Q2
while consumption’s contribution edged up to 2.8% from 2.5% in the previous quarter.

The trend of economic rebalancing is mixed. The rising share of service sector in total GDP confirmed the
trend that domestic demand is tilting toward consumption rather than investment, (Figure 3.2 and 3.3)
which should be considered as welcome news. On the other hand, the current account surplus widened
again, thanks to the exceptionally strong exports, which indicated that Q3 growth was external demand
driven instead of domestic demand driven. (Figure 3.4) In sum, the ongoing rebalancing between
consumption and investment is coupled with a deteriorated imbalance between domestic and external

demand.
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Figure 3.3 Figure 3.4
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The labor market was still in good shape. The urban registered unemployment rate stayed at 4.07% in Q3
while China’s survey unemployment rate, which is a more reliable indicator of unemployment but before was
not open to the general public, stood at 5.0%, flat with its average from January to August. In the meantime,
the ratio of demand to supply in the labor market remained high (Figure 3.5). However, the PMI sub-
component of the employment has softened and wage growth has slowed (Figure 3.6), both of which were
driven by the sluggish manufacturing activity in Q3.

Figure 3.5 Figure 3.6
The labor market was still in a good shape The wage growth has decreased marginally
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Figure 3.7 Figure 3.8
China’s manufacturing activities have moderated Retail sales growth was marginally decreasing
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Economic activities moderated in Q3. Industrial production growth rebounded to 8.0% y/y in September, from
6.9% in the previous month, which was registered the lowest reading since December 2009. The September
outturn is however still below its long-term trend. (Figure 3.7) In October, the official PMI edged down to 50.8
from the last month’s reading 51.1, pointing to a further weakening of growth momentum even though the
whole manufacturing sector remained in an expansion territory.

On the demand side, retail sales softened slightly in September (Figure 3.8), likely driven by a
combination of slower income growth (Figure 3.6) and the continuing anti-corruption campaign. The
latter particularly weighed on the sales of luxury goods and restaurant businesses.

Investment decelerated in Q3 significantly. The fixed asset investment (FAI) of non-SOE was declining
through the entire Q3 while SOEs FAI rebounded in September thanks to the authorities’ stimulus polices
(Figure 3.9). In addition, small upticks were also seen in investment in infrastructure and manufacturing
sectors in September although real estate investment dipped further at the same time (Figure 3.10).
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Figure 3.9

Investment displayed different patterns in forms
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Figure 3.11

The external demand boomed up in Q3 which
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Figure 3.12

The trade figure distortion was mainly with

Hong Kong
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Exports picked up significantly to 15.3% in September from 9.4% of the previous month, above the market
consensus of 12.0%. Several factors have contributed to the better-than-expected export growth: first, the
economies have been in the recovery trend in the advanced countries, especially the US, where the
unemployment rate and inflation have been moving toward the Fed’s long-run policy targets at a faster
than-expected pace; second, the lower base in September 2013 helped to boost the export growth this
September; third, although the RMB started to resume appreciation in Q3, it still has not reached the
previous high of 6.10 RMB/USD in February, which, together with the export-boosting measures
implemented early this year, contributed to the pick-up in exports. (Figure 3.11)
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Figure 3.13
Domestic demand and re-exports are helping Figure 3.14
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However, the excellent performance in the export sector might be exaggerated by the resurge of mis-voicing
exports between China and Hong Kong. According to Hong Kong’s custom statistics, the import from China
was $23.35 billion in September, significantly lower than China’s reported $37.6 billion exports to Hong
Kong. The gap between the shipments reported by China and Hong Kong widened to 61% compared to a
range of 27-40% registered in January to August, 2014 (Figure 3.12).

Imports also gave an upside surprise to the market in September, rising to 7.0% from -2.4% of the last
month, due to a confluence of factors: first, in terms of the price effect, the recently stronger performance of
the RMB may spur the import growth; second, according to the detailed breakdown of imports reported by
the China’s Customs, the processing-trade related imports has significantly increased, coinciding with the
release of new products by Apple. (Figure 3.13)

The commodity imports displayed diversifying paths: oil and iron ore demand has edged up slightly at the
end of Q3 after a decline in July, whereas copper continued to dip (Figure 3.14) due to the weakened
demand from relevant industries that were plagued by over-capacity problems. As a consequence, trade
surplus shrank to USD 30.9 billion in September from USD 31.6 billion USD in June. So did the foreign
reserves, which declined to 3.89 trillion USD at end-September from 3.99 trillion USD at end-June.

Moreover, the capital account posted a deficit of 81.6 billion USD in Q3, while the net FDI inflow was 43.9
billion USD. The co-existence of deficit capital account and net FDI inflow indicated that the US QE tapering

and the increasing concerns over China’s economic outlook led to a considerable amount of portfolio outflow
from China. (Figure 3.15)
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Figure 3.15 Figure 3.16
Both trade surplus and foreign reserves shrank Deflation risk might be on the rise
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Inflation remained tame

Inflation decreased to 1.6% y/y in September (Figure 3.16) from 2.0% y/y in August, which was the lowest
inflation since August 2010. Low inflation outturns through Q3 are broad-based and mainly due to weak
domestic demand. For instance, the food price inflation decelerated from 3% y/y in August to 2.3% yly in
September, driven by both the ongoing anti-corruption campaign and plummeting commodity prices. The
housing rental also slowed as the property market froze: rental index only gained 1.6% y/y in September,
down from 1.9% yl/y in the previous month.

Meanwhile, producer price inflation (-1.8% y/y in September) still stayed in negative territory which has
lasted for 31 months, partly due to the overcapacity problems in several specific industries (Figure 3.17). A
combination of persistent price decline and still elevated financing costs seriously eroded the profitability of
the corporate sector and thereby limited their capacity to make additional investment.

On the positive side, slowed inflation provided more room for policymakers to loosen monetary policy.
Moreover, given that the demographic pattern is set to further squeeze labor supply, labor income as well as
inflation are expected to trend up in the medium-and-long term. We therefore believe that the deflation risk
(measured by CPI) is still low although the PPI can dip further in the near future.
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Figure 3.17
PPl inflation was still in the negative region
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The RMB resumed appreciation in Q3
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Figure 3.18
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RMB has started to appreciate in Q3 after its weakening trend since the PBoC widened the currency’s daily
trading band to +-2% from +-1% in March (Figure 3.18). To date, the RMB has appreciated by 1.8% against
the USD since end-June, with its current level at around 6.13. However, the RMB has not fully recovered its
lost ground yet. In the meantime, the NEER and REER have appreciated by 4.5% and 5.0% as of end-
September, respectively, compared with the end-June, mainly due to the rapid appreciation of USD during
Q3. (Figure 3.19) The resumed appreciation of the RMB could be largely ascribed to strong exports. In the
meantime, the exchange rate volatility has significantly risen, in line with the authorities’ intention to enhance
the two-way flexibility of the exchange rate to reduce speculative money inflows.
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Figure 3.20

Credit
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Credit growth became volatile in Q3 while interbank market stayed stable

After a significantly downside surprise in July, credit growth rebounded in August and further stabilized in
September. Both new bank loans and the total social financing, which is a broad gauge of credit capturing
bank loans and shadow banking activities, rollercoastered through Q3, largely due banks’ “mid-year window
dressing” (which tends to raise credit data in June while lower it in the following month). Accordingly, year-
on-year growth of M2 stabilized to 12.9% in September, compared with 12.8% in August and 13.5% in July.
(Figure 3.20 and 3.21)

In terms of the inter-bank market, the Shibor rate has kept stable since the significant credit crunch of June
2013. Recently, the rates at short-tenors (including overnight Shibor, 7-day Shibor and 3-month Shibor) all
stabilized at low levels. The stable interbank market may be partly due to the twice PBoC’s fund injections
during Q3 (Figure 3.22). The first time was to inject liquidity of up to RMB 500 billion into the five largest
state-owned banks in September and the second time was to inject additional 200 billion RMB to 20 listed
commercial banks in October through the Medium-term Lending Facilities (MLF). Altogether, they were
equivalent to reducing the RRR by 50-100 basis points, effectively accommodating liquidity demand in the
banking sector.
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Figure 3.21 Figure 3.22
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The sluggish real estate market has prompted the government to issue
stimulus policies

The property market showed no sign of improvement in the third quarter. Downbeat market expectations
over slowing GDP growth and oversupply problems in many cities continued to weigh on housing prices and
transactions, especially in small cities. Banks’ cautious stance against mortgage loans further dampens
housing demand. As revealed by the NBS, no city (among 70 reported ones) registered a year-on-year price
increase in September, substantially down from 56 cities half a year ago. (Figure 3.23) The property market
transactions are sluggish as well, with its year-on-year growth rate stood at around -10%. (Figure 3.24) To
revive the housing demand, the authorities have recently lifted some existing tightening policies on the
property market and encouraged banks to extend more mortgage loans with lower interest rates. (See the
Box).

Figure 3.23
A majority of cities reported housing price decline
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Figure 3.24
Housing prices and transactions are sluggish
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Structural reform forged ahead in Q3

As we anticipated in our last issue of China Outlook three month ago, structural reforms gained traction in
the second half of the year. First, China’s State Council promulgated a set of new rules to regulate local
government debt. Chief among them is the central government’'s “no-bailout’ principle toward debt
obligations of local governments. Furthermore, an unspecified transition period (which was later reported to
be one year by a number of domestic news media units) will be given to local governments before their full
compliance with the new rules. Overall, we consider it a positive development because these new rules not
only provide a long-term solution for the debt overhang of local governments but also initiate the long-
awaited overhaul of the fiscal relationship between the central and local governments. Nevertheless,
operational uncertainties in the transition period could discourage banks or other funding sources from
extending new credit to local governments, which could lead to growing liquidity risks and weigh on short-
term growth outlook.

Second, the Chinese Communist Party’s Fourth Plenum in October revealed the Party’s plan to overhaul the
country’s legal system and establish rule of law. The new leadership vowed to establish a wide range of new
mechanisms to protect the integrity of the constitution and ensure judicial impartiality. Although the
conclusions asserted that the Chinese Communist Party should keep a tight grip on the judicial system, it
also conveyed a strong message of reform, encouraging the development of a ‘constitutional government’. In
this respect, the document proposed the establishment of a wide range of new mechanisms that protect the
integrity of the constitution. Another highlight in the conclusions is their emphasis on concrete mechanisms
and policies over abstract principles, for example, to minimize local authorities’ intervention in trials, a series
of cross-regional courts will be established to strengthen their impartial stance versus local government
interests.

Third, the authorities kicked off an important pilot program of six large state-owned enterprises (SOES),
seeking to partially privatize the SOEs and thereby enhance their corporate governance. In particular, China
National Building Materials Group and China National Pharmaceutical Group Corporation (Sinopharm) would
be the first two central SOEs to undertake “mixed ownership reforms”, which means transferring control of
state capital to state-owned investment holding companies that will only focus more on capital management
while has less influence on day-to-day operation of the SOEs. The pilot program is expected to be expanded
to include more SOEs, which was deemed to be another significant cornerstone of China’s structural reform.
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Box 1. New stimulus measures targeting the property market

As part of the authorities' efforts to revive the
sluggish housing demand and buttress the
economy, the People’s Bank of China (PBoC) and
China Banking Regulatory Commission (CBRC)
jointly unveiled a number of stimulus measures on
Sep 30th, 2014. The thrust of new measures is to lift
some existing tightening policies on the property
market and encourage banks to extend more
mortgage loans at lower interest rates. In this box,
we first analyze the importance of the real estate
sector to the entire economy; then, we review the
tightening measures previously imposed on the
property market and finally, we examine the recent
new easing policies and assess its effectiveness.

The importance of the real estate sector in
China

The real estate sector has become one of the
important sectors in China's economy as the
country started its decades-long urbanization
process in late 1990s. Headline statistics shows that
property investment accounted for around 15% of
the total GDP in China by 2012, which is even
higher than other countries' peaks in the booming
years of housing bubbles. In the meanwhile,
mortgage and property development loans together
accounted for around 20% of total bank loans in
2013, compared with less than 15% in early 2005.

The above headline figures could underreport the
importance of the real estate sector to the entire
economy by omitting its spillover effects on other
related sectors. By adopting the input-output
analysis, Hong Kong Monetary Authority (HKMA)
estimated in its Half Year Financial Stability Report
(March 2014) that a 1% percentage fall in the real
estate sector could lead to a fall of 0.32 ppt in the
economy’s total value-added output in 2010. By-
sector analysis further identified a number of sectors
which are most vulnerable to the fluctuation of the
real estate sector, including Iron and steel,
construction materials, and chemical sectors.

Tightening measures on property market

China’s authorities maintaining a tightening stance
against the property market during its boom period
starting from April 2010 till June of 2013. In addition
to the Hukou-related home purchase restrictions,
the authorities implemented a number of initiatives
to tighten credit to the mortgage appliers and real
estate developers, including:(i) the minimum down
payment for first-time home buyers was set at
30%;(ii) second home buyers were required to pay
minimum 50% down payment while mortgage rates
were raised to 1.1 times the benchmark mortgage
rate compared to 0.8-0.85 times the benchmark rate
for first-home buyers; (i) banks were forbidden to
provide mortgages for third-home (or beyond)
purchase; and (iv) banks were required to
implement restrictive standards for extending loans
to the real estate developers.

New stimulus policies are set to boost the
property market

Starting from Q3 of 2013, the sluggish property
market has become the major risk to China’s growth
outlook, as it started to exert negative spillover
effects on production activities in related industries.
In a bid to stimulate the property market and
maintain economic growth momentum, the
authorities promulgated the new stimulus policies on
Sep 30th, 2014.

Key points in the new measures on the property
market include: (i) second-home buyers will be
offered preferential terms of mortgage loans
(specifically minimum 30% down payment
requirement and up to 30% discount of the
benchmark mortgage rate) as long as they have
paid off their first-home mortgage; (ii) a ban on
mortgages for third-home buying is to be lifted; (iii)
banks will be allowed to issue Mortgage-base
Securities (MBS) and special financial bonds
(covered bonds) in support of mortgage loan
extension; and (iv) more property developers will be
allowed to issue bonds in the interbank bond market
to raise funds.
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The loosening measures on the property market are
aimed to stimulate housing demand. We believe
that these new stimulus measures can boost the
demand by increasing the affordability of second-
home purchase and will partially offset the downturn
in the property market. However, we don’t think that
they are able to significantly revive the investment-
driven demand for property and, as a consequence,
lead to the overheating in the property market
again.

However, two caveats are noteworthy with regard to
the new stimulus measures for the housing market:
first, the effectiveness of these stimulus measures
are dependent on the general liquidity condition in
the banking sector, which necessitates more
liquidity injection by the central bank; second, it will
take a longer period of time for the improvement in
the property sector if any to pass through to other
related industries. That said, it might not have an
immediate impact on manufacturing activities in the
fourth quarter of this year.
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Economic slowdown is set to continue in 2015

Moderation but not hard-landing

China’s economic growth is expected to stabilize further in Q4 and conclude the year with an annual growth
of 7.2%, consistent with our projection three month ago. The recently adopted pro-growth measures can
partially offset growth headwinds stemming from the anemic property market and intensified uncertainties of
external demand.

As to the growth projection of 2015, we tend to maintain our previous forecast of 7.0%, (Figure 4.1) which,
though further edges down from 2014, is in line with our soft-landing scenario of China’s economy in the
medium-and-long term. Our projection has been influenced by several factors. First, China’s potential GDP is
believed to be on a gradually moderating trend. Demographic changes, which are partially due to China’s
long implemented birth-control policy, no longer move in favor of China’s economy as working-age
population has started to peak. On the side of capital stock, the over-capacity problem is bound to plague
several industries for a longer period which will hinder capital accumulation. More importantly, the growth of
China’s productivity, which used to be the engine of the stellar growth in past decades, could decelerate
when the unavoidable but necessary economic rebalancing shifts labor from the manufacturing to the service
sector.

Second, the authorities still have sufficient room for additional policy maneuvering on top of the stimulus
package implemented thus far in 2014. With banks’ RRR standing at up to 20%, the PBoC could easily
unleash more liquidity to ensure financial stability and spur bank lending. The PBoC have alternative options
to further ease monetary policy such as interest rate cuts and other forms of unconventional policies as they
have implemented this year. Moreover, China’s central government still has a healthy balance sheet with a
debt level of around 20% of GDP. It means that China’s central government can keep its expansionary
stance in support of growth as well as facilitate fiscal consolidation at the local government level.

Last but not least, China’s authorities are now showing a greater willingness to tolerate relatively lower
headline growth rate in the short term in exchange for long-term sustainability and high quality of economic
expansion. Toward this end, the authorities are set to press ahead the structural reforms in the next couple
years, which could bring some headwinds to growth.

By expenditure, domestic consumption is expected to be the main driver of growth next year amid the
rebalancing of the economy. On the other hand, the deceleration of investment is likely to continue in 2015 in
spite of the authorities’ beefed-up efforts to support infrastructure investment. The external sector could
provide further albeit still limited boost to aggregate demand as other major economies are expected to gain
momentum gradually.

China’s inflation is expected to remain tame through 2015, thanks to the overcapacity problem in upstream
industries as well as the moderated economic outlook. In particular, we made slightly downward adjustment
for our inflation projection to 2.1% for the full-year average of 2014 and 2.9% for 2015. (Figure 4.2)
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Figure 4.2
Figure 4.1 Inflation will be maintained within the 3.5%
GDP growth will be stabilizing in 2015 tolerance region
0,
%yoy A’yOy
10 1
13 - Forecast Forecast
—> 8 1 —>
12
11 4 6 1
10 A 4
9 .
2 4
8 .
7 4 IIIIIIIIIIII 0 +—r—"T"-""rr—f—T—TFT-"—"T-"—"T"T"T—
6 S e e S B L R a e e e a e e e e e e e e 5 \"'\/
ANANANANM (V')(‘OQ‘Q‘Q‘Q‘LOLOLOLOKOLORO(DI\I\I\I\ B -
A A A A A A A A NI~ 0 0O O O O «d d NN MM <
¢L—d<b¢é;‘1cb¢é;‘1cb¢é;’1cb¢édd>¢édd> QQQQQ Q@ A o G d
gsmmgswmgswwgswmgswwgsmm S 2ES9E58S898S 9825885
PNOZSPNAZSONAZSONAZSONAZDNA 2838383838383 838%8
Source: NBS, CEIC and BBVA Research estimates Source: NBS, CEIC and BBVA Research estimates

More balanced external position and renewed currency appreciation

The RMB has resumed its appreciation trend in Q3 as current account surplus widened on back of strong
export performance. However, we suspect that the momentum of currency appreciation against the USD
could come into a halt in the fourth quarter due to the prospective strength of the USD, which could be
compounded by accelerated capital outflows stemming from investors’ expectation of narrowing interest rate
differential between the US and China. That said, the RMB is likely to approach our projected 6.10 CNY/USD
at the end of the year, implying a modest appreciation of the currency between now and then.

Looking ahead, we still anticipate 2-3% pent-up appreciation of the RMB next year, based on our
assessment that the RMB exchange rate is moderately undervalued by 5-8%. The bulk of the appreciation
is likely to happen in the second of the year, pushing the exchange rate up to 5.95 CNY/USD at end-2015.
The widened current account surplus (2.8% of GDP in 2015) will be the main driver of currency appreciation
next year. On the other hand, more capital outflows could be seen in 2015, driven by both the Fed’s interest
rate hikes and China’s liberalizing efforts of the capital account. All in all, China has a good chance to

register a small deficit under its capital account next year, reversing its decade-long “twin surplus” under both
the current and capital account.

Table 4.1
Baseline Scenario: Forecasting

2011 2012 2013 2014 (F) 2015 (F)
GDP (%, yly) 9.3 7.7 7.7 7.3 7.0
Inflation (average, %) 5.4 2.6 2.6 2.1 2.9
Fiscal balance (% of GDP) -11 21 -1.9 -2.5 -2.5
Current account (% of GDP) 1.8 2.3 2.0 2.5 2.8
Policy rate (%) 6.56 6.00 6.00 6.00 6.00
Exchange rate (CNY/USD) 6.30 6.23 6.05 6.10 5.95

Source: BBVA Research
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Policy stance will remain growth-supportive

We anticipate the policy stance to remain pro-growth in 2015. On the monetary front, we expect the PBoC to
cut RRR by up to 200 basis points (likely in four times) next year, so as to spur bank lending and lower
financing costs of corporate and households. Compared to the adjustment of RRR, interest rate cuts are less
likely to be adopted because lending rates have already been liberalized, which renders the adjustment of
the benchmark lending rate ineffective. Moreover, the reduction of deposit rate could incentivize depositors
to put more money in the high-risk shadow banking activities for higher returns, running against the
authorities’ intention to curb the shadow banking sector and safeguard financial stability.

Some forms of unconventional monetary tools are expected to be deployed in 2015 too. For example,
selective RRR could boost bank lending to specific sectors which the authorities deems important. The
Medium-term Lending Facility (MLF) can help to maintain the liquidity adequacy of the banking sector,
averting the repeat of cash crunch and market panic seen in June 2013. Furthermore, the PBoC can directly
inject more long-term and stable funds by directly lending to banks or acquiring assets from their balance
sheet, likely the mortgage loans as the authorities are keen to boost bank lending to the property sector. All
in all, these unconventional policy tools are complementary to the conventional ones (primarily RRR cuts) to
sustain growth next year. For more details of the PBoC’s options of monetary tools, please refer to our last
China Economic Outlook.

On the fiscal front, the case is a little sophisticated. At the local government level, we expect there will be
certain consolidation as the authorities set out to tackle the debt overhang problem by implementing more
stringent rules on borrowing of local governments. On the other hand, the central government still has a
healthy balance sheet and is in a position to continue its expansionary stance, in order to offset the
consolidation at the local government level. That said, the central government is likely to beef up their efforts
to support infrastructure investment, particularly in shanty-town renovation programs, high-speed railways,
water conservancy and environmental projects.

The authorities will press ahead with structural reforms as well. We expect that the birth control policy will be
further relaxed next year to allow for second-child birth for all the couples. Regarding the local government
debt management, we anticipate that the central government will unveil operational and coordinative policies
and arrangements to facilitate the implementation of new rules. On the SOEs reform, the current “mixed
ownership” pilot program could to be expanded to include more SOEs and additional reform modes.
Moreover, the authorities could replicate the liberalizing policies of the Shanghai Pilot Free Trade Zone and
Qianhai Free Trade Zone in other regions, in a bid to promote international trade. On financial liberalization,
we expect that a national deposit insurance scheme is to be established by next year. At the same time,
more bank licenses could be granted to private capital and foreign financial institutions. However, the cap of
deposit rates is unlikely to be lifted next year. On the external side, the PBoC could further widen the daily
trading band of the RMB and reduce their intervention of its exchange rate.
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Risks are still to the downside

Risks to China are still to the downside, concentrating on the uncertainty surrounding the normalization of
US monetary policy, the continuously sluggish domestic real estate market, the potential deflation risk as
well as a number of financial fragilities.

Although the US Fed has official exited the QE, it still remains an open question how the ultra-low interest
rate will continue. An unanticipated interest rate hike could bring enormous shocks to global financial assets
and cause disruptive capital flows from the emerging markets back to the U.S. Regardless of its in-place
restrictions under the capital account, China has found it increasingly difficult in detecting capital flows
across its porous "Great Wall" which used to successfully immunize the country from influctuation of global
capital movements. On the other hand, the monetary easing in Bank of Japan and European Central Bank
may offset the influence of US QE tapering to some certain degree.

Based on our analysis in the Box, it could be too optimistic to expect the recently unveiled stimulus
measures to have a pronounced impact on the property market. Against the backdrop of economic
slowdown, housing has become less attractive than before as an investment vehicle for people to park their
life savings, which could be compounded by higher expected returns offered by USD denominated assets.
That being said, the property market could continue to hold back growth for a while.

More recently, persistently low inflation has added investors' worries about the deflation risk. Indeed, the
recently weak CPI outturns were partially due to the sluggish commodity prices in the global market. The
overcapacity problems in several upstream industries are at play too. All in all, deflation risk could be very
devastating for China as its overall debt has remained at a high level.

The financial fragilities continue to pose risks to the financial stability and economic growth. The authorities'
clampdown efforts has slowed the growth of the shadow banking activities but did less to unwind their vast-
sized "stock". Moreover, new regulations of local government debt is bound to introduce more uncertainties
at the early stage of unwinding LGFV debt, which could add more headwinds to growth by holding back local
governments' infrastructure investment.
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Table 6.1

Macroeconomic Forecasts: Gross Domestic Product

(YoY% growth rate) 2011 2012 2013 2014 (F) 2015 (F)

United States 1.8 2.3 2.2 2.0 2.5

Eurozone 1.6 -0.6 -0.4 0.8 1.3
Germany 3.7 0.6 0.2 1.3 1.4
France 2.1 0.4 0.4 0.4 1.1
Italy 0.6 2.4 -1.8 -0.3 0.8
Spain -0.6 -2.1 -1.2 1.3 2.0

UK 1.1 0.3 1.7 3.1 2.7

Latin America * 4.1 2.6 2.4 0.9 1.8
Mexico 4.0 3.7 1.3 2.5 3.5
Brazil 2.7 1.0 25 0.2 1.3

EAGLES ** 7.0 5.4 53 4.9 5.3
Turkey 8.8 2.1 4.1 2.5 3.9

Asia Pacific 6.1 5.2 5.2 5.0 5.2
Japan -0.5 15 1.5 1.1 1.3
China 9.3 7.7 7.7 7.2 7.0

Asia ex China 3.8 35 3.4 3.5 3.9

World 4.1 3.4 3.2 3.2 3.7

* Argentina, Brazil, Chile, Colombia, Mexico, Peru, Venezuela.

** Brazil, China, India, Indonesia, Mexico, Russia, Turkey.

Forecast closing date: 30 October 2014.

Source: BBVA Research and IMF

Table 6.2

Macroeconomic Forecasts: Inflation (Avg.)

(YoY% growth rate) 2011 2012 2013 2014 (F) 2015 (F)

United States 3.1 2.1 1.5 1.9 2.2

Eurozone 2.7 2.5 1.4 0.5 1.0
Germany 2.5 2.1 1.6 0.9 1.5
France 2.3 2.2 1.0 0.7 0.9
Italy 2.9 3.3 1.3 0.3 0.7
Spain 3.2 2.4 2.4 0.0 1.0

UK 4.5 2.8 2.6 1.5 1.6

Latin America * 7.0 6.3 7.8 13.1 14.2
Mexico 3.4 4.1 3.8 4.0 3.4
Brazil 6.6 5.4 6.2 6.3 6.2

EAGLES ** 6.6 5.1 5.3 4.8 4.6
Turkey 6.5 8.9 7.5 8.8 7.0

Asia Pacific 4.9 3.4 3.5 3.4 3.6
Japan -0.3 0.0 0.4 2.2 1.5
China 5.4 2.6 2.6 2.2 2.9

Asia ex China 4.6 4.0 4.2 3.9 3.7

World 5.2 4.2 4.09 4.2 4.4

* Argentina, Brazil, Chile, Colombia, Mexico, Peru, Venezuela.
** Brazil, China, India, Indonesia, Mexico, Russia, Turkey.
Forecast closing date: 30 October 2014.

Source: BBVA Research and IMF
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Table 6.3
Macroeconomic Forecasts: Exchange Rates (Annual Average)

2011 2012 2013 2014 (F) 2015 (F)

Eurozone USD/EUR 1.39 1.29 1.33 1.33 1.19
Japan JPY/USD 79.8 79.8 97.6 104.7 115.3
China CNY/USD 6.46 6.31 6.20 6.14 6.02
UK GBP/USD 0.62 0.63 0.64 0.61 0.64
Forecast closing date: 30 October 2014.

Source: BBVA Research and IMF

Table 6.4

Macroeconomic Forecasts: Policy Rates (End of period)

(%) 2011 2012 2013 2014 (F) 2015 (F)
United States 0.25 0.25 0.25 0.25 0.50
Eurozone 1.10 0.75 0.25 0.05 0.05
Japan 0.10 0.10 0.10 0.10 0.10
China 6.56 6.00 6.00 6.00 6.00
Hong Kong 0.50 0.50 0.50 0.50 1.50
India 8.00 8.00 7.75 7.75 7.00
Forecast closing date: 30 October 2014.
Source: BBVA Research and IMF
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by
Banco Bilbao Vizcaya Argentaria, S.A. (hereinafter called “BBVA”) to provide its customers with general information
regarding the date of issue of the report and are subject to changes without prior notice. BBVA is not liable for giving
notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any
securities or other instruments, or to undertake or divest investments. Neither shall this document nor its contents form
the basis of any contract, commitment or decision of any kind.

Investors who have access to this document should be aware that the securities, instruments or investments to
which it refers may not be appropriate for them due to their specific investment goals, financial positions or risk
profiles, as these have not been taken into account to prepare this report. Therefore, investors should make their
own investment decisions considering the said circumstances and obtaining such specialized advice as may be
necessary. The contents of this document is based upon information available to the public that has been obtained from
sources considered to be reliable. However, such information has not been independently verified by BBVA and
therefore no warranty, either express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts
no liability of any type for any direct or indirect losses arising from the use of the document or its contents. Investors
should note that the past performance of securities or instruments or the historical results of investments do not
guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests
of investors. Investors should be aware that they could even face a loss of their investment. Transactions in
futures, options and securities or high-yield securities can involve high risks and are not appropriate for every
investor. Indeed, in the case of some investments, the potential losses may exceed the amount of initial
investment and, in such circumstances; investors may be required to pay more money to support those losses.
Thus, before undertaking any transaction with these instruments, investors should be aware of their operation,
as well as the rights, liabilities and risks implied by the same and the underlying stocks. Investors should also
be aware that secondary markets for the said instruments may be limited or even not exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the
securities or instruments referred to, directly or indirectly, in this document, or in any other related thereto; they may trade
for their own account or for third-party account in those securities, provide consulting or other services to the issuer of the
aforementioned securities or instruments or to companies related thereto or to their shareholders, executives or
employees, or may have interests or perform transactions in those securities or instruments or related investments
before or after the publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates” salespeople, traders, and other professionals may provide oral or written market
commentary or trading strategies to its clients that reflect opinions that are contrary to the opinions expressed herein.
Furthermore, BBVA or any of its affiliates’ proprietary trading and investing businesses may make investment decisions
that are inconsistent with the recommendations expressed herein. No part of this document may be (i) copied,
photocopied or duplicated by any other form or means (i) redistributed or (iii) quoted, without the prior written consent of
BBVA. No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or
persons or entities in the same) in which its distribution is prohibited by law. Failure to comply with these restrictions may
breach the laws of the relevant jurisdiction.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating
to investments falling within article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005
(as amended, the “financial promotion order”), (ii) are persons falling within article 49(2) (a) to (d) (“high net worth
companies, unincorporated associations, etc.”) Of the financial promotion order, or (iii) are persons to whom an invitation
or inducement to engage in investment activity (within the meaning of section 21 of the financial services and markets act
2000) may otherwise lawfully be communicated (all such persons together being referred to as “relevant persons”). This
document is directed only at relevant persons and must not be acted on or relied on by persons who are not relevant
persons. Any investment or investment activity to which this document relates is available only to relevant persons and
will be engaged in only with relevant persons. The remuneration system concerning the analyst/s author/s of this report is
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based on multiple criteria, including the revenues obtained by BBVA and, indirectly, the results of BBVA Group in the
fiscal year, which, in turn, include the results generated by the investment banking business; nevertheless, they do not
receive any remuneration based on revenues from any specific transaction in investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other
regulations, includes rules to prevent and avoid conflicts of interests with the ratings given, including
information barriers. The BBVA Group Code of Conduct for Security Market Operations is available for reference
at the following web site: www.bbva.com / Corporate Governance”.

BBVA is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV),
registered with the Bank of Spain with number 0182.
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