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Towards a bumpy transition

General Information

GDP USD8227.103bn (World ranking 2, World Bank 2012)
Population 1350.7 million (World ranking 1, World Bank 2012)
Form of state Communist State

Head of government LI Kegiang

Strengths Weaknesses
A Strong FX reserves and external surpluses A Ageing population
A Large domestic market A Difficult business environment, lack of transparency
A Huge industrial base A Rising share of non-standard financing
A Solid growth prospects A Indebtedness on regional and local level
A Low public and external debt A High inequality, low share of private consumption to GDP
A Improvement in macro-prudential management regarding the economic performance
A Increasing market orientation A Competitiveness erosion
A Key sectors with overcapacities especially steel and solar
A Geopolitical tensions with key countries in the region,
notably Japan
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Economic Structure

GDP breakdown (% of total, 2012) Trade structure (% of total, 2013e)
u Agriculture By destination / origin
® Manufacturing, mining and utilities Exports Rank Import
- %)al:js;ructmn Hong Kong 17.7% 1 9.4% South Korea
® Transport and communications United States 16.6% 2 8.4% Japan
oFi
- hnance Japan 68% 3 74% United States
10% South Korea 41% 4 48% Germany
Germany 3.0% 5 4.5% Australia
By product
Exports Rank Imports
Computer Equipment 12% 1 12% Crude Oil
Telecommunications Equipment ~ 10% 2 9% Electronic Components
Electrical Apparatus 6% 3 7% Iron Ores
Sources: Chelem, UnctadStat, IHS Global Insight, Euler Hermes ~ Miscellaneous Manuf. Articles 5% 4 4% Electrical Apparatus
N Leather 5% 5 4%  Basic Organic Chemicals
Economic Forecast
2009 2010 2011 2012 2013e 2014f
GDP growth (% change) 9.2 10.5 9.3 7.7 7.7 7.5
Inflation (%, end-year) 1.9 4.6 4.1 2.5 25 3.0
Fiscal balance (% of GDP) 3.1 -1.5 -1.3 -2.2 25 2.1
Public debt (% of GDP) 17.7 33.5 28.7 26.1 26.5 26.2
Current account (% of GDP) 5.2 5.1 1.9 2.4 2.1 1.8
External debt (% of GDP) 8.9 9.4 9.5 9.0 9.7 10.7

Sources: IHS Global Insight, National sources, Euler Hermes

Economic Growth

Towards 7.5% growth

GDP grew by +7.7% for a second consecutive year in

2013, slightly above government expectations (+7.5%). GDP growth (%)
This performance was driven by an improving external 9% -
environment and a supportive policy mix. Indeed, while

growth was slowing down in H1 2013, the authorities 8% 2012 m2013e  m2014f
unveiled a mini-stimulus package to support the private

sector, especially SMEs (through tax breaks) and 79 |
exporters (reduced fees), and to accelerate public

infrastructure expenditure. Signs of the rebalancing of 6% -
the economy from exports/investment-led growth to

private consumption-led growth started to appear. o
Investment decelerated on the back of rising credit

constraints. Private consumption showed resilience %
driven by a strong labor market (unemployment rate at

4.1%) and a rise in wages. For the first time, the share of 3
sector services in the GDP went above the share of the
manufacturing sector. 2% |
Economic growth is expected to decelerate to +7.5% in

2014. Aside from private consumption which should 1%
prove resilient, public consumption is expected to slow

down in line with the withdrawal of the stimulus o

measures. Investment growth is projected to ease on the
back of credit tightening and a slowdown of non-standard
financing (shadow banking). Exports will remain a key
growth driver but their contribution to GDP growth
should be less robust, bearing the brunt of
competitiveness erosion.
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Sources: IHS Global Insight, Euler Hermes
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Economic Policies

Financing risk has increased...

Since the last year, the country is subject to recurrent
liquidity tensions due to rising concerns over economic
prospects and the solidity of the financial system. These
events have forced the authorities to intervene through
liquidity injections and a mini-fiscal stimulus package. Total
social financing flows, which is a broad measure of credit,
decelerated (from 25% in 2012) but remained at a decent
level (10% in 2013), consistent with the government
growth target (initially at +7.5% in 2013). However, the
breakdown continues to show a strong contribution of
nonbank and off-balance sheet financing to overall credit
growth (7pps). Indeed, the alternative credit flows (proxy
of shadow banking) increased from 12% of GDP in 2012 to
14%in 2013, while bank credit stabilized at 17%. In terms of
stock, the alternative credit outstanding is estimated at 61%
of GDP (1/3 of total credit) and bank credit at 120%.

Meanwhile, the bank’s exposure to the shadow banking
system increased especially through Wealth Management
Products. These are short-term investment products that
banks proposed to customers, with “higher expected”
returns than common deposits. At the end of 2013, the
outstanding of the WMP was estimated at 18% of GDP. In
principle, banks are not liable for losses generated by WMP
products; the last WMP defaults showed however that
banks could be involved to mitigate default risk.

... but remain manageable

However, systemic risk should be controllable as China’s
financial situation is solid. First, the Chinese State benefits
from strong buffers. Monetary authorities have room for
maneuver. Indeed, inflation pressures are under control,
remaining below the official’s target (+3.5%). Reserves are
the highest in the world. Moreover, public finances are at
sustainable levels by international standards although the
last national audit (end 2013) pointed to high local and
regional government debt, bringing the full government
debt (including indirect engagement) close to 50%/60% of
GDP.

The banking sector is strong. The banking sector is mostly
state-owned. The 5 largest banks account for around one
half of the banking system. Most of them are compliant
with Basel lll. Funding and liquidity ratios are estimated to
be sound. In case of shock, the Chinese state is expected to
intervene to mitigate default risks. The risk of a shortfall in
liquidity exists but is confined to small actors, especially
small financial institutions. As the authorities want to limit
moral hazard risk, liquidity injections are expected to be
more selective, targeting financial institutions with high
systemic and reputational impact.  Small financial
institutions involved in shadow banking transactions with
no systemic impact are most at risk. In terms of sectors, the
ones which are the most at risk due to overcapacities and
the use of shadow banking are the steel and solar sectors.

Finally, the improving regulatory framework is expected to
attenuate financial tensions. Financial reforms are
projected to continue to curb the rise in shadow banking.
Local government should be more “controlled” to limit
budget slippage. The PBoC will likely toughen its stance to
contain moral hazard risks. All in all, while this more
stringent tone will add some pressures on the financial
system in the short term, triggering another episode of
tensions, reforms should be a driver for future growth.
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Monetary policy
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Public finance
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External Sector

Current account SUI'plUS set to moderate

The country is likely to continue to register external
surpluses in the mid-term benefitting from its large
manufacturing base. However such surpluses should be
lower than in the previous decade. First, the rebalancing
from investment/export-led growth to a more private
consumption-led economy implies (i) an acceleration of
imports, (ii) a deceleration of exports. Moreover, export
performance should suffer from competitiveness
deterioration  through rising labor costs, RMB
appreciation, all the more so as other key export growth
“drivers” are not fully operational (development of Free
Trade Zones like SFTZ, of more value added industries).

Net investment flows to rebalance

The financial account is set to rebalance. Indeed, foreign
investments in the country are expected to remain
strong. In particular, investment in service industries
should strengthen as private consumption is expected to
expand. Infrastructure projects and ambitious plans
unveiled during the third plenum regarding the
promotion of green energy, the development of value
added industries but also the liberalization of the
economy should be key drivers to attract investment.
However, contrary to the past decade, net inflows are set
to grow at a moderate pace as outward investment will
probably accelerate in parallel. Resource investment is no
longer the only key determinant of Chinese investments.
Private companies with sufficient financial strength aim
for more value added industries and more diversified
partners.

Liquidity ratios to remain strong

The Chinese State has a strong ability to cope with
external shocks. External liquidity ratios are sound. In

ﬁarticular, external debt remains at an acceptable level

DISCLAIMER

These assessments are, as always, subject to the disclaimer provided below.

Sources: IHS Global Insight, national sources, Euler Hermes

Sources: IHS Global Insight, national sources, Euler Hermes

This material is published by Euler Hermes SA, a Company of Allianz, for information purposes only and should not be regarded as providing any
specific advice. Recipients should make their own independent evaluation of this information and no action should be taken, solely relying on it. This
material should not be reproduced or disclosed without our consent. It is not intended for distribution in any jurisdiction in which this would be
prohibited. Whilst this information is believed to be reliable, it has not been independently verified by Euler Hermes and Euler Hermes makes no
representation or warranty (express or implied) of any kind, as regards the accuracy or completeness of this information, nor does it accept any
responsibility or liability for any loss or damage arising in any way from any use made of or reliance placed on, this information. Unless otherwise
stated, any views, forecasts, or estimates are solely those of the Euler Hermes Economics Department, as of this date and are subject to change without
notice. Euler Hermes SA is authorised and regulated by the Financial Markets Authority of France.

© Copyright 2014 Euler Hermes. All rights reserved.

View all Euler Hermes Economic Contact Euler Hermes Economic
Research online Research Team

http://www.eulerhermes.com

Last review: 2014-03-10

Country Risk Analyst:
Mahamoud Islam

*  research@eulerhermes.com o

mahamoud.islam@eulerhermes.com



http://www.eulerhermes.com/economic-research/Pages/default.aspx
http://www.eulerhermes.com/economic-research/Pages/default.aspx
http://www.eulerhermes.com/
mailto:research@eulerhermes.com
mailto:mahamoud.islam@eulerhermes.com

