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Banking Watch

China

Get ready for a hard landing in profits

China’s banks have been recording double-digit profit growth for much
of the past decade. We believe this is about to change, even under our
baseline scenario of a soft landing in economic activity.

Profit growth averaged 27% from 2007 to 2010, reaching a record 39% in 2011. However,
we believe that such a high growth rate is unsustainable. We expect it to slow to around 8%
per year on average over the next few years.

The projected hardlanding in profit growth is due to a slowdown in
economic growth, rising non performing loans (NPLs), gradual interest
rate liberalization and a tougher regulatory environment.

Our profit growth projections are consistent with our baseline macro scenario, which
projects a soft-landing for China’'s economy. We also include further liberalization of interest
rates although in a gradual way. We also forecast a rise in NPLs from their currently
exceptionally low level due to weak asset quality at the local government level, the much
weaker real state market as well as poorer economic activity in more general terms. The
time for deeper financial sector reform seems now ripe with the government introducing
several measures. which should result in more heightened competition and a narrowing of
interest margins. Finally, implementation of Basel Ill regulatory framework will imply higher
additional capital requirements for banks limiting further their profitability.

Slower profit growth will constrain banks’ ability to raise capital
through retained earnings. We should soon be seeing a new wave of
efforts to raise capital by Chinese banks.

Under our baseline scenario for economic growth, inflation, bank asset growth and other
relevant variables, we estimate that banks would need to raise up to RMB 14 trillion in new
capital during 2014-16 (@bout one-third higher than the capital raising efforts during 2010-11).
The calculations are, however, highly sensitive to assumptions of NPLs, and the pace of
interest rate liberalization. Capital raising needs of the large listed banks with higher
dividend payout ratios would make them move proactively.
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After a surge in China’s bank profitability in 2011, we expect profit growth to moderate over the
next few years even as the economy manages to engineer a soft-landing. In particular, profits will
come under pressure from the following four sources: (i) slowing asset growth; (i) rising NPLs;

i) narrowing net interest margins; and iv) higher costs from Basel lll implementation. The
moderation in profits is likely to weigh on retained earnings and the organic growth of capital,
leading some banks to cut dividend payout ratios.

A look back at banks” higher-than-expected
profitability

Profit growth of Chinese banks climbed to 39% in 2011, a new high over the past decade. By
category, both net interest income and fee & commission income performed well. Net interest
income rose by 40% as interest margins widened (Chart 1), and fee & commission income was
up by 62%. On the other hand, investment income increased by only 23% in 2011, mainly due to
the subdued stock and bond market. Overall, net interest income continued to account for the
lion's share of the total income, at about two-thirds.
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We view the main drivers of high growth in bank profitability to be both cyclical and structural in
nature. Regarding the former, during 2010-2011, the economy grew rapidly on the heels of the
massive stimulus package in previous years. As a result, cash flows of borrowers, including both

enterprises and local governments, remained solid through 2010-2011, helping to keep bank NPL
ratios at a low and stable level.

Meanwhile, the main structural factor for high profit growth has been continued regulated
interest rates, with deposit interest rates subject to a ceiling and lending rates subject to a floor.
As such, the regulated interest rate environment has effectively protected net interest margins.
The central bank’s preferred use of quantitative tools (i.e., credit quotas and RRR adjustments) in
its monetary policy conduct have further ensured banks” high profit in both easing and
tightening cycles. During easing periods, when liquidity is abundant, banks can profit from the
large-scale credit extension; and during tightening cycles, enforcement of credit quotas infers
stronger pricing power for banks (Charts 3 and 4).
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Chart 3 Chart 4
Strengthened pricing power bolstered up net Enabliing banks to maintain high profit growth
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Why high bank profit growth is not sustainable

We expect the cyclical and structural factors that drove high profit growth during 2010-2011 to
reverse over the next few years. The deepening of financial sector reforms and the
strengthening of banking regulations, in particular the implementation of Basel lll, are expected
to impose additional costs on banks.

In the first place, NPL ratios are likely to rise from the current record lows as the economic
growth slows and on weakening asset quality from the rapid loan growth of 2008-09. Regarding
the latter, local government borrowing through LGFVs will mature in the next three years.
Although the authorities have already allowed banks to roll over part of gualified LGFV loans,
many LGFVs will face financial difficulty projected in our previous thematic report (China
Banking Watch: Who will pay the bill for local governments'fiscal stimulus?). In addition,
tightening measures in the property market, combined with efforts to slow shadow banking
activities, will squeeze funding sources of real estate developers. And finally, the ongoing gradual
decline of housing prices will impact collateral valuations.

Further weighing on the profit outlook is that supportive structural factors are unlikely to remain
intact over the coming years. In particular, the authorities are likely to liberalize interest rates in
order to remove the distortions they create by impeding an efficient allocation of capital.
Although the authorities are likely to undertake liberalization only gradually, bank interest
margins will nevertheless come under pressure. Another important move in this direction is a
pilot program of financial reform in Wenzhou, announced in April. The thrust of this pilot
program includes: () reduced entry thresholds for new private banks in order to enhance
banking competition; and (ii) to allow individuals to engage in outward portfolio investment. The
first point is expected to enhance banks competition and have negative impact on the
incumbent banks. If successful, the authorities plan to broaden the program to other cities over
time.

Lastly, implementation of Basel Ill regulations will impose additional costs on banks. Like many
other countries, China has already set out a roadmap to implement new regulations on bank
capital, liquidity, leverage ratios and bad loan provisions to comply with the requirement of Basel
Il framework (China Banking Watch: Relaxation of banking requlations in support of growth)

Hard landing in bank profits to be expected

The factors discussed above suggest that the surge in bank profitability seen in the past couple
of years is unlikely to be sustained. That said, bank profits are expected to remain healthy, albeit


http://www.bbvaresearch.com/KETD/fbin/mult/110721_Chinabankingwatch_LGFV_EN_tcm348-282203.pdf?ts=2152012
http://www.bbvaresearch.com/KETD/fbin/mult/120410_China_Banking_Watch_Regulation_EN_tcm348-309241.pdf?ts=752012
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at single digit growth levels. We also expect the authorities to manage the pace of reforms and
regulatory implementation in a manner so as to avoid adverse shocks to bank profitability and
stability.

Our scenario for banking profit projections is based on our baseline macro outlook (China
QOutlook Second Quarter 2012), under which the economy manages to achieve a soft-landing
in the next few years. China’s real GDP growth is still expected to remain robust, with stable

inflation (Table 1.
Table 1
2012 2013 2014 2015
GDP growth 9.2% 8.3% 8.7% 8.6% 8.6% 8.5%
CPI average 5.4% 3.5% 3.8% 4.0% 4.0% 4.0%

In addition, our baseline scenario in projecting banks profits during 2012-16 incorporates the
following assumptions:

e Annual asset growth of the banking sector slows from 19% in 2011 down to 16% in 2016, in
line with our projected soft-landing for real GDP and inflation;

e Interest margins gradually decline to 60% of the current level by end-2016, driven by both
enhanced competition and interest rate liberalization;

e NPLs are assumed to pick up over the next few years to 34% as of end-2016 from current
18%, implying an average 30% annual growth in NPLs over the period of 2012-2016;

e The ratio of provision/NPL is projected to gradually decrease to 150% in 2016 from 278% in
2011 as the banks mitigate the negative impact of the rising NPLs on their profitability;

e The income structure of banks is expected to be further balanced as the share of fee and
investment income to the total income increase to 40% in 2016 from 34% in 2011;

e The additional costs incurred by the implementation of new regulations, which are difficult
to be quantified, are assumed to be offset by the continuing efficiency gain of banks.

An assumed 40% cut in net interest margin (NIM) is particularly aggressive; as it implies a decline
to 16% from the current level of 2.7% (market expectations are often as much as a halving of net
interest margins). This is slightly lower than the average NIM among high income countries
(which over the period of 1995-2007estimates' but it is probably close to their NIM today.

Table 2

2012 2013 A 2015 2016
Asset Growth 18.9% 17.8% 17.0% 16.5% 16.0% 15.0%
Net Interest Margin 2.7% 2.5% 2.3% 2.0% 1.8% 1.6%

% of fee and investment
Income 33.8% 35.0% 36.5% 38.0% 40.0% 40.0%

NPL Ratio 1.8% 2.1% 2.4% 2.8% 3.2% 3.4%
Provision / NPL 278.1% 240.0% 210.0% 180.0% 160.0% 150.0%

""Financial Institutions and Markets across Countries and over Time - Data and Analysis”. By
Thorsten Beck and Asli Demirguc-Kunt, World Bank Working Paper, 2009
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Based on the set of assumptions above, we project that the profitability of the entire banking
sector will enter a period of single digit growth as reported in Table 2. However, the results are
suggestive because the calculations are highly sensitive to the pace of interest rate liberalization
and the rise in NPLs. Our bottom line is that the profit growth of China’s banks is expected to fall
sharply over the next few years even when real GDP still maintain a relatively rapid growth and
the inflation is stable.

Chinese banks to raise capital again

The moderated profit growth is set to bring new challenges to the organic growth of capital
through retained earnings. This could force banks to cut their dividend payout ratios.

According to 2011 annual financial reports, bank capital remained solid in 2011 (Chart 5). This was
mainly due to capital replenishments totaling RMB 380 billion, compared to RMB 500 billion in
2010. Based on our economic growth and balance sheet scenarios, among other variables, we
estimate that Chinese banks will face a capital gap of around RMB 1.8 trillion over 2012-2016 if
they target to keep the Capital Adequacy Ratio (CAR) above 115% and maintain a dividend
payout ratio of 22%. Even if banks halve their dividend payout ratios, capital would contract to
RMB 1.3trillion. Pressures on dividend payout ratios would be higher for large commercial banks,
which have typically had higher-than-average dividend payouts. (Chart 6)

Chart 6
Chart5 Banks with higher dividend payout ratio are
Banks’ capital level is still robust facing larger pressure on capital
14 New CAR for SIBs: 11.5% 14 %

New CAR for non-SiBs: 10.5%

40 4
12

35
10
30 -
25
20 -
15
10

54

04

Dec-11 ——— —
o N & o © =
o

g8 8 g g & g 8
0 99 o o o © o o o «H oA o o o 2 2 o = Z
29 2S99 7 9 9 g 7 g 3 6
O 5 £ 9 9 5 € a O g £ o @

[ s 2 92 [ s 2 9 D s 32 9 . . .

[s] 2 0 0 2 0 0 N2 m Listed Banks Dividend Payout Ratio in 2011

B Commercial Bank: Capital Adequacy Ratio

Source: Banks reports, Wind and BBVA Research Source: Banks reports, Wind and BBVA Research



BBVA Banking Watch
Hong Kong, 21 May, 2012

DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya Argentaria, SA.
(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 (ii) redistributed or (i) 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”), (i) are persons falling
within article 49(2) @) to (d) (‘high net worth companies, unincorporated associations, etc.”) Of the financial promotion order, or (i) 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 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.



