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Main Takeaways

a The China Vulnerability Sentiment Index (CVSI) remained stable
through Q3 despite the escalated trade disputes with the US and

growth slowdown [

a By component, the SOE Vulnerability index experienced a roller coaster trend, it remained
vulnerable despite that SOEs still outperformed their POE peers amid tightening credit
conditions

a Housing Bubble Vulnerability index remained healthy as property prices remained resilient in
many cities. But the index was still in a positive territory

a Shadow banking Vulnerability index held well, driven by the government’s persistent efforts
to facilitate financial deleveraging and curb shadow banking activities

a Exchange Rate Vulnerability Index plummeted to the negative territory before it recovered
on the central bank’s revealed efforts to stabilize the exchange rate
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BBVA Research

The China Vulnerability
Sentiment index
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Tracking China Vulnerability in Real Time:
Value Added through Big Data

... provide accurate information

But not in real time...
Hard &
Soft
Indicators

China
Vulnerability ... Support with Sentiment
Sentiment Through Market Movements
Index

Sentiment
(GDELT)

... Real Time analysis of sentiment
on Special Topics not quotes
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A Balanced set of Information in the Database:
Hard Data, Markets and Sentiment

Chinese Vulnerability Sentiment Index (CVSI): Components and evolution

China Vulnerability Sentiment Index (CVSI)

SOE Vulnerability Housing Bubble Shadow banking FX Speculative
Index Vulnerability Index | Vulnerability Index Pressure Index
(SOEI) (HBI) (SBI) (FX1)

Hard & Financial data

Mortages.loan (M) NPL.Ratio (M) Foreign.Reserves (D)
GICS.Housing.Index (M) TSF.Aggregate.New Increase (M) CNY Exchange Rate (D)
Housing.Price (M) Entrusted.Loans (M) CNH Exchange Rate (D)
New.Construction (M) Wenzhou.Index (D) HICNHON.Index (D)
RealEst.Invest (M) 45% | wmps Acceptances (M) 35% 40%

Total.profits (M)
Liabilties (M)

Real time sentiment indicators

State owned enterprises (D)
Resource misallocs &policy
Failure (D)
Resource misallocs&SOEs (D)
Institutional reform & SOEs (D)
Industry policy (D)
Industry laws and regulations (D)
Local government and SOEs (D)
Debt and SOEs (D)

75%

Housing policy & institutions (D) Non bank financial institutions (D) Currency exchange rate (D)
Housing markets (D) Asset management (D) Currency reserves (D)
Housing prices (D) Bank capital adequacy (D) Capital account (D)
Housing construction (D) Financial sector instability (D) Macroprudential policy (D)
Housing finance (D) Banking regulation (D) Exchange rate policy (D)

Land reform (D) Infrastructure funds (D) lllicit financial flows (D)
Financial vulnerability & risks (D)
Monetary & financial stability (D)
State financial institutions (D)
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Vulnerability sentiment index has shown a greater
volatility amid intensifying growth headwinds

Chinese Vulnerability Sentiment Index
(CVSI) (Evolution of the “Tone” of main followed themes about vulnerability in China.
Lower values indicate a deterioration of sentiment and higher vulnerability)
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China’s activity indicators confirmed growth slowdown

Growth moderated in Q2,with BBVA MICA model for monthly
consumption contributed most GDP forecasting
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~ BBVA-MICA GDP Growth (Monthly)
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Source: CEIC & BBVA Research Source: CEIC, Haver & BBVA Research

GDP growth slowed down slightly to 6.7 in Q2 compared with 6.8 previously, dragged mainly

by slower business activity and domestic demand. Dual challenges from external trade war
& internal de-leverage is expected to weigh further on growth going ahead
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Escalating trade conflict with the US
S 4t April, China has
announced a 25% tariff on

231 March, China is $50 billion worth of goods
mulling tariffs on about $3 from the United States,
billion of US exports of including soybeans, cars,
fruits and port etc. to chemicals and aircrafts,
China, imposing 25% tariff with conditional

on US pork exports and implementation based on
15% tariffs on US steel the next steps by the US
pipes, fruit and wine, 301 Section

effected from 2th April
result

Steel and
Aluminum 4t April, the US
released a detailed

Solar panels Aluminum foil - 8th March, new tariffs list of China’s Section
and washing on imports of steel 301 Investigation
machines February, (25%) and Aluminum related to aerospace,
anti-dumping (10%) from all other information tand
and anti-subsidy countries except for commurication
%g%?;ﬁ}fgex tariffs on China’s Canada, Australia and }re]gzgtc;!ggyinvolving .
! aluminum foil Mexico temporarill '
Chm(lese s((j)Iar P y total amount of 500
panels an billion USD,
washing machines suggested 25% tax

rate

The deterioration in US-China relations is driven by deep-seated concerns among American

trade and national security officials that the US is at risk of losing its technological superiority
because of China’s unfair trade practices and massive subsidies for domestic firms
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Escalating trade conflict with the US (2)

On 26" June, China
lowed the import tariffs
of some Asian countries,
and cancelled the tariffs
on soybeans

Anti-dumping
subsidy
investigation

On the 26th

June, Trump said that
he will strengthen the
investment in
technology of all
countries through the
Foreign Investment
Committee

On 9t Aug, the
Chinese
government
unveiled the same
amount of tariffs to
retaliate against
Washington’s

On 6t July, the
Customs Tariff
Commission
imposed a same

China Vulnerability Sentiment Index / 9

On 19t Sep, China
retaliating by announcing
tariffs on $60 bn on US
goods, also by filing a
complaint to the WTO, as
$7 bn of US’s anti-
dumpling measures are
found illegal

US ratchets up
pressure on
China

amount of tax to decision

US imports. (34 . .
bi”i('m Zoods(at More tarrifs will
25% ) be imposed

On 71 Aug, the White
House unveiled fresh
tariffs on $16bn of
American goods.

Trade war started -

On 6t July, the
White House
proposed a levy
on 34 billion
goods at 25%

On 17th Sep, Trump
announced to impose
tarifffs on $200 bn
Chinese exports at
10% on 24th Sep &
also threatened tariffs
on additional $267bn
Chinese goods.

Although the short-term impact of US punitive tariffs on China’s growth is limited, the rising

uncertainties have dampened economic confidence. We expect relevant uncertainties remain
high before US mid-term election in November
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More supportive economic policies are
expected to bolster the domestic economy

Further easing of monetary policy
is expected...

%

Interest rates are falling as the central
bank eases

%
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- |nterbank Repo Fixing Rate: NIBFC: 7 Days

Source: Haver & BBVA Research Source: Haver & BBVA Research

The authorities have shifted their monetary policy stance to pro-growth from

the previously “neutral” at the conjuncture of an slowing credit growth,
escalating trade war and worsening domestic indicators
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BBVA Research

The SOE Index



Chinese SOE Vulnerability
Index recent development

SOE Vulnerability

index experienced a
roller coaster trend, it

| ‘ remained vulnerable
despite that SOEs still
outperformed their
POE peers amid
tightening credit
conditions
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Source: www.gdelt.org & BBVA Research
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Risk sentiment improved in most SOEs in the 1H of 2018

Chinese Vulnerability Sentiment Index Colour Map: Patterns and Comovements
(Standard values. Light Blue values indicate a improvement of sentiment while dark blue stands for higher

vulnerability sentiment)

Soe Company

2016
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2017 L 2018

JAN FEB_MAR APR MAY JUN JUL AUG SEP OCT NOV DEC ANFEB MAR APR MAY JUN JUL AUG SEP

Ansteel
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China Aerospace Science

China Coal Tech

China Communications Construction
China Datang

China Eeclronlcs Co

China Group Ce
China Energy Conservation Environmental Protection Group
China First Heavy Industries

China Grain Reserves

China Guodian

China Huaneng

China International Intellectech
China Minmetal

China Mobile

China National Aviation Holding
China National Building Materials Group
China National Chemical Co

China National Chemical Engineering
China National Coal Group

China National Petroleum Corporation
China National Salt

China National Travel Service

China Nonferrous Metals

China Nuclear Energy

China Shipbuilding Corp

China Shipbuilding Industry Corp
China Southern Pow er Grid

China State Construction Engineering
China Telecom

China United Netw ork

Chinese State Grid Corporation
Cnooc

Cofco

Dongfang Bectric

Dongfeng Motor

Harbin Blectric

Shenhua Group

Sinochem

sinopec

Sinosteel Corporation
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Source: BBVA Research, Bloomberg, GDELT Vulnerability Intensity: Low s see—— High
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The profitability between SOEs and POEs are diverging

SOE sales rebounded from SOE profit also rebounded
the year-end low in 2017 in recent months
% YoY
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Source: NBS & BBVA Research Source: NBS & BBVA Research

Both SOEs and POEs benefited from the rebound in industrial profits as a

consequence of overcapacity reduction from the supply-side reform
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Fixed assets investment (FAI) of SOEs slump

SOEs’ fixed asset investment Leverage ratio in SOE rebounded
continued to be sluggish
ytdyly
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Source: CEIC & BBVA Research Source: NBS & BBVA Research

The sluggish FAI was dragged down by an outright decline in infrastructure investment

undermined by increasing government checkups. Aiming to bolster flagging growth, China
nearly quadrupled the value of FAI projects approved recently
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China’s de-leveraging effort has mainly squeezed
smaller lenders rather than well capitalized SOEs

RMB, trn

2014 1H 2015 1H 2016 1H 2017 1H 2018 1H
= N ew MSE loan ====MSE loan growh(RHS)====Large enterprise loan growth (RHS)

Source: PBoC & BBVA Research

Yearly growth of bank lending to micro and small enterprises (MSEs) moderated to 12.2% in
June 2018 from 17.2% a year ago. As a result, share of new bank lending to MSEs declined

to 20.9% of total new corporate loans, a five-year low. By contrast, bank lending to large
enterprises remained stable
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Corporate bond yield spreads by rating levels have
diverged

Corporate bond yield spreads by rating levels have diverged since the first
quarter of 2018 (1-year tenor)

%
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Source: Wind & BBVA Research

Corporate bond yield spreads continue to widen despite efforts by the central

bank to boost interbank liquidity in this period
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China’s private companies are tested with default risks

Bond defaults mostly come from More listed companies were involved

the private sector in bond defaults
Private I I | I

enterprise 2014 2015 2016 2017 2018 YTD
63%

) ) RMB bn
Public enterprise 3% Local state-owned

enterprise 5%

Sino-foreign
joint venture
29%

= Listed ™ Non-listed

Source: Wind & BBVA Research Source: Wind & BBVA Research

Amid the tight credit conditions, weaker corporate borrowers confront refinancing risk. Private

firms dominated in this round of default, we expect that Chinese authorities will allow more
defaults in the coming months. But the default risk seemed idiosyncratic rather than systematic
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BBVA Research

The Housing Index



Housing Bubble Vulnerability index

Housing Bubble
Vulnerability index
continued its
momentum as

property sales remain
\ resilient

It is in a positive
territory
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Source: www.gdelt.org & BBVA Research
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Property market delivered an upside surprise

The value of property sales is on

The amount of mortgage loans
the rise due to accelerating prices

continue to grow

Square m,bn RMB,tn RMB bn %
Y]
/’/
il
VHNDOOAANNMMST ILILW© O~
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GO bbb dddddddd b
O 50V S5 VS OVS VS OVOS OSSOSO SO S
om"Qom"Q0"PQ0"PO0>PQ0"P0"2Q0>PQ0>AQ"
2010 2011 2012 2013 2014 2015 2016 2017 2018
Annualized B Real Estate Developer loans
= Floor Space Sold (LHS) === Housing Mortgage loans
=== Commodity Building Sold Value (RHS)

==Growth of Real Estate Developer Loan outstanding (RHS)
Source: CEIC & BBVA Research

Source: CEIC & BBVA Research

The property market sales still resilient. Banking regulators are getting

more cautious about mortgage lending
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Construction activity has been quite strong in 2018

The rebound in construction activity in 2018 has been surprising

YoY
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e xavator output ====Construction starts (RHS)

Source: Wind & BBVA Research

The recovery in construction starts is tightly linked to the recovery in sales. With housing sales
surprising to the upside in recent months, this stimulates more construction activities. Other

indicators confirm the strength: output of excavators, which historically correlates well with
construction, is rising by more then 30% so far this year
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Housing prices rise but with a slower rate

Housing price MoM comparison Housing price growth decelerated
among cities in Aug 2018 in first-tier cities since mid-2016
% yoy % yoy
/
/ v
/
@ Increase O OO W WOWWWOWOMNMNMNDNPN NN NN 00 00 00 00 00 00 00 00
C Stable T b AP T AT A A b AT A
= Aggregate price == Beijing === Shanghai
- ====Shenzhen trading volume

Source: NBS & BBVA Research Source: CEIC & BBVA Research

Sales growth has been particularly strong in most cities, the property

market will remain the main bulwark for domestic demand
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A property tax has been discussed for years
as yet there is no clear path to reality

Tax not listed in

Official rhetoric legislative plan
on curbing assets \
Tax pilots in bubbles —
Chongqmg. Tax added to NPC'’s
& Shanghai National average selling
\

legislation plan ~
Price,6mma -
"
\\|

Policies to boost
rentals, stop flipping

Third Plenum decision
to establish tax by legislation ‘ . .
Property registration
System starts
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Source: CEIC & BBVA Research

The authorities have brought up the idea of imposing property tax again. This time it

seems that they really want to put it into practice rather than just paying lip service
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BBVA Research

The Shadow banking Index



Shadow banking
Vulnerability Index

Shadow banking
vulnerability index
bounced as financial
deleveraging
continues to see
progress due to
government efforts to
m facilitate financial
deleveraging

Financial regulatory
campaign continues,

28988998 3855553838

LoL B b Lo En g L L B h limiting the room for
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financial arbitrage

Source: www.gdelt.org & BBVA Research
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Financial deleveraging continue to see progress

Broad shadow banking assets continued Intensified regulations have a growing
to decline in the first half of 2018 impact across shadow banking sector
RMB,tn RMB trillion % yoy

J.HH”“ .|II|”|

2010 2011 2012 2013 2014 2015 2016 2017 2018 2011 2012 2013 2014 2015 2016 2017 2%8
1H

=== Shadow banking == Bank loans B\WMPs outstanding B Trust Company asset B Entrust loans
EEN Bank asset Shadow banking as % of GDP Bank acceptance B Others
Source: CIEC & BBVA Research Source: CIEC & BBVA Research

The three core component of shadow banking including trust loan, entrusted loan and bank
acceptance all dipped to their slowest pace in fifteen months. Besides, assets funded by

bank’s wealth management products (WMPs) and non bank financial institutions’ (NBFIs)
asset management schemes also declined
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Coordinated regulatory actions
help to curb WMPs growth

WMPs outstanding shrank in 2017 WMPs shifted to equity-linked products

RMB trillion
I I I | | 2014 2015 2016 2017 2018 1H
2011 2012 2013 2014 2015 2016 2017 2018 L] Equity-like products and others Cah and deposits
= Money market instruments = Non-standard debt assets

mm \VMPs outstanding(LHS) ==#==9% of Deposits(RHS) ®Bonds

Source: CEIC & BBVA Research Source: CEIC & BBVA Research

WMPs distributed by banks has picked up to RMB31 trillion in May 2018.This translated to

yearly growth of 6.0% compared with full year growth of 1.7% in 2017.The pickup was mainly
from WMPs purchased by individual investors
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Rural commercial banks’ NPLs jump

Marked rise in rural commercial banks’ NPLs ratio

RMB,bn

SERRERE

2016 Q1 2016 Q2 2016 Q3 2016 Q4 2017 Q1 2017 Q2 2017 Q3 2017 Q4 2018Q1 2018 Q2

N\ PL Value-Rural commercial banks ====NPL Ratio-All commercial banks(RHS) ====NPL ratio-Rural commercial banks(RHS)

Source: PBoC & BBVA Research

Commercial banks’ nonperforming loan (NPL) ratio increased by 11 bps in the second quarter

of 2018,mainly driven by a 103 bps spike among rural commercial banks. This reflects impact
from the regulators’ enforcement of a stricter standard of NPL recognition policy
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Trust loans were also hit by regulations

Growth in trust company loans

RMB trillion %

11(i! INY["

2012Q4  2013Q2  2013Q4  2014Q2  2014Q4  2015Q2  2015Q4  2016Q2  2016Q4  2017Q2  2017Q4  2018Q2

mmm | oans made by Trusts(LHS) ====Trust loan as % of bank loan(RHS)

Source: China Trustee Association and BBVA Research

Growth of outstanding trusts loans remained strong in Q1 2018 but has begun to moderate.

With the growth of other shadow bank components such as WMPs and asset management
plans, trust loans have become the next focus for regulatory scrutiny.
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Trust lending to LGFVs contracted
on scrutiny restrictions

Growth in trust lending to LGFVs fell in 2018 Q2

RMB trillion

2014Q4 2015Q1 2015Q2 2015Q3 2015Q4 2016Q1 2016Q2 2016Q3 2016Q4 2017Q1 2017Q2 2017Q3 2017Q4 2018Q1 2018Q2

= Trust sector lending to LGFVs ====Year-on-year growth(RHS)

Source: China Trustee Association and BBVA Research

LGFVs are facing more refinancing pressure followed by multiple policies introduced by
the central government in the past twelve months to restrict new financing to LGFVs.

China is pushing local Govt’s to accelerate special bond sales to stabilize investment
growth, which has slowed over recent months
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P2P lending growth halved with declining number of
operating platforms

Units RMB billion

——
2010 2011 2012 2013 2014 2015 2016 2017 2018 1H

I Operating P2P platforms = Toubled P2P platforms* === Qutstanding P2P loans

Source: Wind and BBVA Research

P2P lending has attracted more stringent regulatory oversight for its high default rates due to
weak risk management and fraud. However, the continuous increase in ‘troubled” P2P platforms

has not posed as a significant systemic risk given the industry’s relatively smaller size(around
2% of broad shadow banking assets).
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PBOC'’s direct lending to banks grows
amid the financial deleveraging

The PBOC'’s claims on other depository corporations rose to RMB 10.3 trillion

13Q1 13Q2 13Q3 13Q4 14Q1 14Q2 14Q3 14Q4 15Q1 15Q2 15Q3 15Q4 16Q1 16Q2 16Q3 16Q4 17Q1 17Q2 17Q3 17Q4 18Q1 18Q2

E Claims on central government ¥ Claims on other depository corporations ®Claims on NBFIs ™ Other assets B Foreign assets

The PBOC'’s claims on other depository corporations-mainly policy and commercial banks

rose to RMB 10.3 trillion in the 2Q of 2018,with the share of such claims on the central
bank’s balance sheet inched up to 29% of its total assets




Shadow Banking connected with
traditional banking was squeezed

Banking System

a Investment receiables

a TBR >
F |

F |

Bank acceptance
WMPs

Source: BBVA Research

Capital Market

a Corporate bonds ***

A& A-Share market
a Derivatives

v

A

Real Economy

a LGFVs

a PPP Projects

a Property developers
a Overcapacity sectors
a NPLs
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NBFIs

Broker's asset mgmt schemes
Mutual funds’ asset mgmt schemes
Trust plans

Private funds

Insurance debt schemes
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BBVA Research

The exchange rate Index



Exchange Rate Vulnerability Index

Exchange Rate
Vulnerability Index
bounced but still in
the negative territory
given that the recent
RMB depreciation
could partially offset
the tax Trump
administration levied

The authorities’ recent
efforts to stabilize the

L8 9883988838555 3383
Y exchange rate helped
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to anchor market

sentiment
Source: www.gdelt.org & BBVA Research
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The exchange rate got support from
the central bank

Recently depreciation significantly against
USD as well as the CFETS basket
The escalating trade
conflict with US is likely
further hurt the Yuan,
which has hit a one year
low against the US dollar

Wary of excessive capital

outflows, PBOC reapplied
its model with a
“countercyclical factor”
for setting yuan’s daily
official value to prevent
Yuan from falling too
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The level of FX reserves stabilized,
but downward pressure remains

RMB to USD depreciated significantly The depreciation added more

in the recent months uncertainties to capital outflows
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The depreciating RMB exchange rates will add more risks for capital outflows. The authorities

will interview the market to ensure that the RMB exchange rate and the foreign reserves are
within the psychological level of 7 and $ 3 trillion
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Disclaimer

This document has been prepared by BBVA Research Department, it is provided for information purposes only and expresses data, opinions or
estimations regarding the date of issue of the report, prepared by BBVA or obtained from or based on sources we consider to be reliable, and
have not been independently verified by BBVA. Therefore, BBVA offers no warranty, either express or implicit, regarding its accuracy, integrity
or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and should be considered as
forecasts or projections. Results obtained in the past, either positive or negative, are no guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic context or market
fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in financial
assets or instruments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be aware that under no
circumstances should they base their investment decisions in the information contained in this document. Those persons or entities offering
investment products to these potential investors are legally required to provide the information needed for them to take an appropriate
investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation, distribution, public
communication, making available, extraction, reuse, forwarding or use of any nature by any means or process, except in cases where it is
legally permitted or expressly authorized by BBVA.



