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1. The positive global environment is strengthening

The growth of the world economy stabilised by mid-year at around 1% QoQ, and the available indicators suggest so
far that this trend will continue in the second half of the year. Global confidence indicators have continued to improve,
both in advanced and emerging economies, and anticipate a more positive outlook than the activity indicators which
slowed down at the beginning of the third quarter. Nonetheless, global trade growth remains solid and the recovery of
the industrial sector continues apace, underpinning the upturn in investment, while private consumption remains
resilient despite weaker tailwinds.

This positive dynamic reflects a stronger economic performance in all areas. In the advanced economies, US GDP
rebounded in Q2 and dispelled doubts over the sustainability of modest growth in the coming quarters, while a greater
strength from domestic factors was behind the positive surprise in Europe. In emerging economies, stable growth in
China will continue to support the rest of Asia, which, coupled with favourable financial markets conditions, is also
allowing growth in LatAm countries to gain traction. Finally, the recovery in Russia and Brazil means that these two
are no longer dragging global growth.

In an environment where growth remains dynamic and with no downward surprises in inflation, central banks are
pressing ahead with the gradual process of withdrawing monetary stimulus. Specifically, the US Federal Reserve
(Fed) has announced the start of a reduction in its balance sheet from October onwards. We expect a 25 bp hike for
official rates in December this year and then two further hikes up to 2% in 2018. The European Central Bank (ECB)
will announce a scaling down of its asset purchase programme in October, which it would start to implement in
January next year. Our scenario contemplates a gradual reduction in purchases until the programme ends in summer
2018. Rate hikes, however, will be delayed until mid-2019, largely due to the ECB’s growing concern over euro
appreciation and its potential impact on inflation.

All'in all, we maintain our GDP growth forecast of 2.1% in 2017 and 2.2% in 2018. The solidity of global growth, dollar
depreciation, expectations of sustainable oil prices and the mild improvement in construction should support an upturn
in investment. On the contrary, the more gradual improvement in the labor market and higher inflation lead us to
continue to forecast a slowing down in private consumption over the forecast horizon. Even so, more sluggish growth
in prices in recent months and the absence of any clear signs of inflationary pressures mean that we expect the Fed to
continue slowly with its normalisation process for monetary policy.

The risks for this scenario are still to the downside owing to the unknowns regarding the implementation of the
economic policy measures announced, whereas the long period of cyclical expansion together with lax demand-side
policies still work in favour of an accumulation of financial vulnerabilities that could trigger a recession in the medium
term.
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2. Policy-led growth moderation coupled with
mitigated risks

After registering a stronger-than-expected growth in the first half of the year, the economy showed more signs of
moderation in the third quarter due to a number of policy initiatives. These policy initiatives can be further classified to
two set. The first set of policy measures focuses on risk management, including the authorities’ prudent monetary
policy, the stepped-up regulatory tightening on shadow banking activities as well as the overheating property market,
and the stronger exchange rate boosted by the authorities’ increasing invention. The second set of policy initiatives
includes various forms of the supply-side reform. In particular, the authorities recently enhanced the enforcement of
the existing environmental policies to exit obsolete and high-polluted capacity in certain industry on top of their efforts
to use administrative orders to eliminate overcapacity.

Apart from reining in financial risks, the first set of policy initiatives also weighed on aggregate demand. Tightening
credit condition, stemming from a combination of prudent monetary policy and tightening regulations, tends to dampen
domestic investment while a strong currency has taken a toll on exports. Meanwhile, the measures of supply-side
reform have led to a contraction of supply and boosted price indicators, to a greater extent for PPI. As such, growth
has somewhat moderated of late amid the policy-led headwinds from both the supply and demand sides.

On a positive note, a number of long-standing financial risks have shown positive signs of stabilization or even
marginal improvement thanks to the abovementioned policy measures. In particular, the authorities’ efforts to curb
shadow banking activities and housing bubbles have started to take effect. (Please refer to our report Taming China's
shadow banking sector) The indebtedness of the corporate sector also halts its deteriorating trend not only for that the
growth rate of nominal GDP have broadly surpassed the pace of aggregate credit expansion so far in this year but
also for that the increased price levels resulted in a fast rebound in firms’ profits. Moreover, capital outflows have
significantly slowed thanks to both effective implementation of restrictive measures under the capital account and
investors’ alloyed concern over sharp currency depreciation.

All'in all, a policy-led moderation in growth has come hand-in-hand with alleviated financial risks. With a strong outturn
in the first half of the year, it is no doubt that the authorities can meet this year’s official growth target of around 6.5%.
Looking ahead, the dynamic of China’s economy in the coming months will highly depend on the authorities’ attitudes
towards the balance between pursuing growth and maintaining financial stability.

More signs of growth moderation emerged after a strong Q2 growth

The Q2 GDP outturn (6.9% yly) extended its good performance of Q1. Sequentially, GDP expanded by 1.7% g/q,
compared to a mere 1.3% g/q in the first quarter. By category, the contribution of investment to the total GDP growth
picked up in Q2 due to both seasonal factors and improved investors’ confidence. The net exports continued to make
a small but positive contribution to the total GDP growth thanks to the improving external environment. (Figure 2.1)
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Despite the economy’s stronger-than-expected performance in 1H, a batch of activity and credit indicators released
recently indicate that growth is losing its momentum of late. In particular, our MICA model yields a monthly GDP
estimate 6.84% in August (6.90% in July), down from readings in the second quarter. (Figure 2.2) We expect that Q3

GDP will further decelerate to 6.6% in the third quarter. That being said, the growth is subject to a number of policy
headwinds from both supply and demand sides.

Figure 2.1 Growth momentum in 1H is strong Figure 2.2 BBVA MICA model for GDP forecasting
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On the supply side, the growth of industrial production significantly decelerated to 6.0% y/y in August from 6.4% yly
previously (consensus: 6.6% y/y). Meanwhile, the different indicators of producers’ sentiment sent mixed signals.
China’s official manufacturing PMI has been trending up through the third quarter and climbed to 52.4 in September
from 51.7 in August, well above market expectations (Consensus: 51.6) and registering the highest since April 2012.
However, the Caixin China Manufacturing PMI, which includes a survey sample tilting toward SMEs and exporters,
declined to 51.0 in September (versus consensus 51.5) from 51.6 in the previous month. (Figure 2.3)

The divergence between the official PMI and Caixin PMI as well as the anemic growth in industrial production
confirmed our assessment that some growth headwinds such as the RMB appreciation and the enforcement of
environmental policy tend to have a greater adverse impact on SMEs and exporters rather than larger enterprises.
Overall, the supply-side reform and the enforcement of environmental policy have led to production disruption.

The demand side is also subject to downward pressure. Retail sales growth slowed

down to 10.1% y/y in August from 10.4% yly in July (consensus: 10.5% vyl/y). (Figure

2.4) The slowdown is led by auto sales, which grew by 6.0% y/y in August compared to

a 6.4% yly growth in July, mainly due to the expiration of fiscal subsidy for passenger car purchase. The silver lining is

the rapid growth of online sales, surging 34.3% yl/y in the first eight months of the year from 33.7% in the first seven
months.
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Figure 2.3 Decoupling between PMIs and industrial

production
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Figure 2.5 Private and Public investment display the

trend of converging
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Demand-side weakness is also reflected on urban fixed asset investment, which dipped to 7.8% ytd y/y in August
(consensus 8.2% ytd y/y) from the previous month reading of 8.3% ytd y/y. Accordingly, the growth of private
investment declined to 6.4% ytd y/y in August from 6.9% ytd y/y previously. (Figure 2.5) Moreover, the slowdown in
investment is broad based across the infrastructure, real estate and manufacturing sectors. (Figure 2.6) Apart from the
financial tightening stemming from prudent monetary policy and the clampdown on shadow banking activities,
investors could intentionally hold their investment projects in the run up of the Party’s National Congress which is to be

held in mid-October.
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Figure 2.6 Infrastructure investment has
softened
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Price indicators affected by supply-side shocks

The policy-led disruptions of supply side have bolstered up both CPI and PPI and widened their gap again. Headline
CPI inflation picked up to 1.8% in August, above market consensus of 1.6% and up from July’s reading of 1.4%.The
uptick in CPI inflation was driven by food prices as their negative contribution to year-on-year price increase
significantly narrowed in August.(Figure 2.7)

On the other hand, PPI started to pick up to 6.3% yly from 5.5% y/y in July due to the shortfall of certain products

caused by supply-side disruptions. The rising PPI has lent a great support to bolster firms’ profits and nominal GDP to
alleviate the debt overhang of the corporate sector. (Figure 2.8) However, we reckon
these one-off shocks of the supply side cannot be sustainable. That being said, CPI and
PPI are likely to converge gradually in the coming months.

Figure 2.7 CPI picked up marginally in August Figure 2.8 Rising PPI boosted profit growth
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The unexpected RMB appreciation has taken a toll on exports

The RMB exchange rate experienced a sharp appreciation between July and mid-September on the backdrop of a

sluggish USD. Accumulatively, the RMB has appreciated by 2.3% against the USD since the beginning of the second

quarter. It is noted that the RMB appreciation during this period is not only against the USD but also against the

CFETS currency basket. (Figure 2.9) Despite the persist weakness of the USD, the strong rebound of the RMB also

benefits from the ever-increasing restrictions under the capital account as well as the adjustment of the RMB fixing
price against the USD. Moreover, the appreciation of the RMB also has its
self-fulfilling nature as exporters flocked to exchange their foreign currency
revenues for the RMB after seeing a streak of currency strength.
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However, the unexpected strength of the RMB has taken a toll on its external sector. In September, the growth of
exports (in USD terms) increased to 8.1% y/y (versus consensus: 10.0% y/y) from the previous reading of 5.5% while
imports registered a year-on-year growth of 18.7% (versus consensus: 14.7% yly ; July: 13.3% yly). As a result, the
balance of trade narrowed to USD 28.5 billion in September from USD 41.99 billion in August. (Figure 2.10)

The authorities are wary of the adverse impact of sharp currency appreciation on its exports and have recently
attempted to halt its uptrend. In particular, the authorities repealed the 20% reserve requirement for buying FX
forwards so as to reduce the costs of shorting the RMB exchange rate.

Figure 2.9 Imports growth has outperformed exports Figure 2.10 The comparative weakness in processing
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Risks to BOP eased

Foreign reserves continued to grow in the third quarter and reach USD 3.11 trillion at end-September, up from USD
3.02 trillion in July. (Figure 2.11) Barring the favourable valuation effects of non-USD foreign reserves over the past
several months (which we estimated to account for one third of China’s total foreign reserves), the narrowed capital
outflows also contributed to the growth of foreign reserves. In particular, we estimate that capital outflows amounted to
USD 16.1 billion in August, significantly down from USD 33.4 billion in the previous month. (Figure 2.12)

The slower capital outflows mirrored the success of the authorities’ policies

of “promoting inflow and tightening outflow”. On top of a series of opening

measures to domestic financial markets such as the Bond Connect

programme, the authorities have beefed up their efforts to clamp down illegal
capital flows. Moreover, the authorities announced new guidelines for regulating outward FDI. In particular, new
guidelines classified all outward FDI into three categories of Banned, Restricted and Encouraged as below:

e Banned: Core military technology, gambling, sex industry, investments contrary to national security
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e Restricted: Property, hotels, film, entertainment, sports, obsolete equipment, investments that contravene
environmental standards

e Encouraged: Investments that further Belt and Road framework, enhance China’s technical standards, research
and development, oil and mining exploration, agriculture and fishing

As such, we expected that these measures under the capital account as well as stabilized foreign reserves will

continue to mitigate risks to China’s Balance of Payment (BOP) and help to avert a vicious spiral of currency
depreciation and capital flight.

Figure 2.11 Foreign reserves recorded several months of

Figure 2.12 Estimates of Capital outflows
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Monetary prudence and tightening regulations helped to contain credit boom

The authorities fine-tuned their monetary policy stance at end-2016 from “accommodative” to “prudent”. In practice,
the PBoC even guided market interest rates to a higher level so as to curb shadow banking activities and contain
credit boom. These measures have taken effect as M2 growth dipped to its historical low of 8.9% y/y in August,
compared with the previous month’s reading at 9.2% YoY (consensus: 9.1% YoY). (Figure 2.13)

Meanwhile, the growth of new loans and total social financing are steady as

funding demand remains firm. In particular, total social financing increased to

RMB 1,479 billion (prior: RMB 1,220.0 billion; consensus: RMB 1,280.0

billion) in August. (Figure 2.14) Importantly, new loans now accounts for a larger share of total social financing than
before, implying that banks have moved a considerable size of their off-balance-sheet business back to their books as

guided by the authorities. Such a trend will help to contain the risks associated with shadow banking activities and fast
credit growth.
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Figure 2.13 M2 growth dipped significantly in August

YoY

Figure 2.14 Shadow banking activities start to shrink
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Housing markets continue to cool down

The tightening measures on the property market have effectively moderated price increases and frozen the trading
volume in Tier 1 cities (Figure 2.15). As more local authorities started to deploy tightening measures in cities other
than tier 1, housing bubbles now seem to ease further. (Figure 2.16) On top of impose home purchase restrictions; the
authorities also use financial tools to contain housing bubbles. For example, in several cities with rapid growth of
property prices, the authorities increased the interest rate of mortgage loans. Moreover, the authorities particularly
forbid home buyers from borrowing short-term loans to pay for their down payment, in a bid to keep household
leverage at a manageable level.

Figure 2.15 The volume of housing transactions decline Figure 2.16 Mega-cities report remarkable price decline

significantly due to tighter regulations
% yoy % yoy M/M
70 200 100%
60 160 90%
50 120 80%
i 80 70%
30 40
20 60%
0 = 40 40%
-10 680 30%
20 -120 20%
-30 -160 )
NNNNMMMOS ST SO0 ©©©ONNN 10%
Inininbnaninininininnnininin bbby
Q>0D>29>0D29 2029 >0D29 X029 >D [0 T e e e L Y B e o B e e e e e Y
PEz202z22322882223222822 IIUN898998898 98NN
Overall Beijin 58 92352088 s520 g8 ss57?
Shanghai Shénghen 08&)(%208&(%208&{%2
Trading Volume(RHS) = Increase m Unchange = Decrease

China Economic Outlook / 4™ Quarter 2017

10



BBVA ‘ Research

Source: BBVA Research and CEIC Source: BBVA Research and BIS

Corporate deleveraging has born some early fruits

Many investors’ prime concern of China’s economy is the sustainability of China’s corporate debt, which increased
from 130.6% of GDP in 2012 to 166.2% of GDP in 2016. (Such a fast rise in credit generally leads to a financial crisis
in other countries, which makes investors increasingly worried about China’s outlook. (Figure 2.17)

Debt level in  Fortunately, the authorities have already realized the seriousness of this debt problem and set out
China is still  to tackle it. The BIS has reported a slight decline of China’s corporate debt to its GDP in the first
sustainable.  quarter of 2017. We also find some evidence that both SOEs and non-SOEs have made some
encouraging progress in lowering their leverage ratio (refer to our previously circulated note Early fruits of corporate
deleveraging add to growth resilience (Figure 2.18) We estimate that the corporate debt level will continue its gradual
correction in the remainder of the year and decline towards 162.5% of GDP by end-2017. (Figure 2.17)

Figure 2.18 Diverging leverage ration between SOE

Figure 2.17 China’s debt level slightly declined in Q1 sand non-SOEs
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3. Awaiting the important policy meeting amid growth
slowdown

Upward revision of short-run GDP while long-run slowdown is set to continue

China’s growth has exhibited some new developments into the third quarter. On one hand, more signs of moderation
emerged in the third quarter due to a number of policy-related headwinds include monetary prudence, regulatory
efforts to curb shadow banking activities and overheating property market and even recent currency appreciation. On
the other hand, these policy initiatives have helped to mitigate several tail risks to the economy and financial stability,
increasing the likelihood of a soft-landing scenario for the world’s second largest economy.

Accordingly, we raise our 2017 growth forecast to 6.7% from 6.5% previously (official target: 6.5%; Bloomberg
consensus: 6.7%), reflecting the strong 1H growth and mitigated risks. Nevertheless, we anticipate that the authorities
broadly maintain the policy mix in the next couple of years over the concern of financial stability. We therefore keep
our growth projection of 2018 unchanged at 6.0%. The growth will be mainly driven by domestic consumption.

Regarding inflation, we remain our 2017 monthly average projection of CPI at 1.7% at the end of 2017 (Figure 3.2)
due to lower-than-expected food prices in the first half of the year. Looking ahead, the CPI and PPI will gradually
converge over time. CPI is expected to trend up gradually after the food-prices rebound from the current low level.
Meanwhile, the PPI will gradually slow its pace. That being said, supply-side shocks caused by overcapacity

elimination are likely to have diminishing marginal impact on price levels as investors gradually factor it into their
expectations.

Figure 3.1 We have raised our 2017 GDP forecast to

. Figure 3.2 We keep our CPI forecast at 1.7% for 2017
6.7% from 6.5% previously 9 P
yly % yly %
5.0
10.0%
F t
Forecast 4.5 orecas
9.0% 4.0
35
0,
8.0% 3.0
7.0% 2.5
2.0
6.0% 1.5
1.0
5.0%
0.5
40% ————m——————————r————"————" T 00 ————————— T T
NomyILueaNrNaRa e Qo 233399335553 33323884
G dbcdbededbcecdbededdedc d 2SS § 3O BP2553 5858782
83838383&838383838338 BEPE2022532<88°820=2
GDP growth rate_Base line Baseline CPI growth
Source: BBVA Research and CEIC Source: BBVA Research and CEIC

China Economic Outlook / 4™ Quarter 2017
12



BBVA ‘ Research

Currency depreciation will continue with a measured pace

The strong performance of the RMB has made us revise our projections of the exchange rate, mainly in the pace but
not in the direction. We anticipate that the exchange rate will soften towards 6.75 by the end of 2017 and continue its
mild deprecation next year (6.90 by end-2018). Such a trajectory means a relatively stable value against the CFETS
currency basket, which has become the important anchor of the RMB. (Table 3.1)

We believe that a “clean float” remains the authorities’ ultimate goal of exchange rate reform. The floating of the RMB
might take place in the second half of 2019, which could make the exchange rate overshoot to 7.4 during a short
period but ultimately go back to its long-term equilibrium level of around 7.

Table 3.1 Baseline Scenario

Baseline Scenario

2016 2017 (F) 2018 (F) 2019 (F) 2020 (F) 2021 (F)
GDP (%, YoY) 6.7 6.7 6.0 5.2 4.8 45
Inflation (average, %) 2 1.7 2 2.3 25 3
Fiscal balance (% of GDP) -3 -3.5 -3.5 -4 -4 -4
Current account (% of GDP) 25 2.3 2.4 25 2.5 2.5
Policy rate (%) 4.35 4.35 4.1 3.6 3.6 3.6
Exchange rate (CNY/USD) 6.95 6.75 6.9 7.4 6.9 6.8

What's in the 19th Party’s National Congress

On October 18th the Chinese Communist Party (CCP) will hold its 19th National Congress. By then 2,300 delegates of
the CCP, on behalf of 87.8 million CCP members, will convene at Beijing for around a week to form the Party’s ruling
organizations over the next five years, including the Central Committee, the Politburo and the Standing Committee of
the Politburo. In addition to reshuffling the ruling organizations, the Party’s Congress is bound to announce a new set
of important policy guidelines and certain targets of social and economic development for the next five years.

Setting long-term growth targets is always at the top of the agenda for the Party’s Congress. At the 17th Party’s
Congress held in 2007, the Party set up two long-term goals of (i) building a Moderately Prosperous Society by 2020
and (ii) quadrupling 2000 GDP level by 2020. Five years later, the 18th Party’s Congress reiterated the goal of building
a Moderately Prosperous Society while amended the other growth target to double 2010 GDP level by 2020.

The first goal set at the 18th Party’s Congress seems achievable. However, the second long-term goal looks more
challenging. Doubling the GDP size between 2010 and 2020 implies an average aggregate GDP growth rate of 6.4%
during the period of 2017-2020, which is almost 1% higher than the implied growth rate of the first growth target.
Given that China’s economy is still on its trajectory of slowdown and subject to enormous financial vulnerabilities from
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severe corporate indebtedness to rampant shadow banking activities, maintaining an average growth rate of 6.4%
between 2017 and 2020 could be difficult if not impossible.

More interesting is the new long-term growth target to be set at this Congress, in particular the one beyond 2020. The
authorities must have learned a lot of lessons from the past experience with respect to how pursuing a too high growth
rate could lead to serious distortions in the economy and build up the debt level of local governments and the
corporate sector.

We are waiting to see how the authorities will balance different considerations in setting new long-term growth target
at the incoming Congress. It might be good news if the authorities are willing to announce lower but attainable long-
term growth targets or show more flexibility to them (for example, announce a range instead of a point target) at the
Congress.

The Reform Agenda

In the third session of the 18th Party’s Congress held in 2013, the authorities have come up with an excellent blueprint
for reform comprehensively covering many aspects of social and economic development. This ambitious reform plan
once boosted investors’ confidence in China’s economy greatly. However, investors’ confidence faded in the following
years when they found that many important reforms haven’t been put into practice or if any, seriously lagged behind
schedule. One remarkable example in this respect is the SOEs reform. Although the authorities quickly designated a
number of SOEs to pilot different types of reforms in 2014, not much material progress has been made to date. Even
worse is the deterioration in the debt level of SOEs over the past several years.

Meanwhile, some reform measures were deployed swiftly but have unintended effects. For example, the 2013 reform
agenda devoted long lines to financial liberalization. Unfortunately, various liberalizing measures were implemented in
an uncoordinated way and, as a result, increased the volatility of the financial market. Indeed, we have observed
several rounds of market turmoil during the period of 2015-2016, including two stock market crashes in June-July
2015 and January 2016, the RMB devaluation in August 2015, and the bond market crunch in April 2016 etc.

To prevent these market turbulences from escalating to full-fledged systemic debacles, the authorities had to roll back
some liberalizing measures. Now the authorities’ inventions to the FX market become more frequent and the
restrictions under capital account become tighter. All these run counter to the pledges the authorities made in their
2013 reform plan and have caused enormous confusion in the market. The Party’s Congress provides a good
opportunity for the authorities to review and revise its reform agenda and, more importantly, clearly communicate their
ideas to the market. It remains to be seen what changes the authorities will bring to their original agenda and how they
will adjust their implementation strategies according to implementation progress. It will be good news if the authorities
reiterate their resolution to press ahead with SOE reforms and deploy new strategies to overcome the resistance of
interest group. Meanwhile, the market will welcome the authorities’ commitment to financial liberalization and their
simultaneous efforts to build regulatory capacity to withstand associated risks.

China Economic Outlook / 4™ Quarter 2017
14



BBVA ‘ Research

4. Risks to the downside

Although the shift of the monetary stance and newly deployed regulatory efforts have somewhat slowed the
momentum of shadow banking, the gigantic “stock” of these frailties still poses a material threat to the country’s
financial stability. Domestically, risks from financial vulnerability still persist, mainly including debt overhang in the
corporate sector and rampant shadow banking activities. On the other hand, the on-going deleveraging in the real
economy and financial sector, with its original intention of mitigating the above risks, might drag on growth as well.
Altogether, the authorities need to find a balance and choose an appropriate pace between pushing forward the
deleveraging progress and maintaining a sustainable growth momentum.

Regarding the corporate debt problem, although the monetary prudence and supply-side reforms have helped to
stabilize firms’ leverage, it is still not the time for investors to cheer for it. First, complacency could sow the seeds of
failure. Some early success could make the authorities slow their pace and even avoid painful but necessary reforms.
As such, the process of deleveraging and reforming SOEs could be adversely postponed. Second, if non-SOEs don’t
have confidence in long-term growth prospect, the deleveraging process among non-SOEs could prompt them to
increase their cash hoarding while avoid making new investments. As such, the economy could fall in a trap of
“balance sheet recession”, in which even firms with good profitability decline to expand their production capacity while
use their proceeds to pay off their debt. Collectively, such behaviours could lead to diminished investment demand
and years of economic sluggishness as we seen in the past two decades in Japan.

Meanwhile, external risks still abound. Rising geopolitical tensions in the Korean Peninsula have escalated and could
have a noticeable effect on trade and investment flows in the East Asian region. In addition to undermining investor
sentiment, in particular China’s Northeast region which is adjacent to the North Korea and has been under several
years of economic downturn, the standoff could give rise to further military buildups that could divert fiscal spending
from more productive investments.

The still buoyant external demand is also subject to headwinds from rising populism and protectionism globally. The
latest example is that the Office of the U.S. Trade Representative (USTR) formally initiated a Section 301 investigation
into China’s intellectual property practices in August. If the investigation is warranted and finds that China’s trade
policies have harmed U.S. interests, President Donald Trump can apply punitive measures on China’s exports, as a
consequence, could derail the country’s growth recovery.
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