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Extended growth momentum with contained financial risk

Thursday, June 15, 2017

Highlights:

e China’s financial de-leverage started to take effect driving funding
demand from shadow banking back to on-balance sheet.

e The inefficient long funding chain has been shortened in the
interbank market as a result of de-leverage. Slower M2 growth could
be a new normal.

e Property tightening measures started to bear the fruits

e However, the negative impact of de-leverage and tightening has been
well offset by the still resilient growth momentum.

e The stable private investment, together with improving
manufacturing activities, shows that the recent recovery is genuine
and the momentum is likely to last longer than initially expected.

e Nevertheless, our view on the growth has peaked in 1Q has not
changed.

“Extended growth momentum with contained financial risk.” This is the
picture painted by the latest May economic data in China, possibly the
best scenario for China’s policy makers.

Below are our four key takeaways from the data. First, China’s financial
de-leverage started to take effect driving funding demand from shadow
banking back to on-balance sheet (eg, new Yuan loan higher than
aggregate social financing). Second, the inefficient funding chain has
been shortened in the interbank market as a result of de-leverage. (eg.
M2 fell to new record low). Third, property tightening measures started
to bear the fruits (eg, property investment slowed). And fourth, the
negative impact of de-leverage and tightening has been well offset by
the still resilient growth momentum (eg, private investment remains
steady while manufacturing activities continued to climb up)

Financial de-leverage taking effect

New Yuan loan grew by CNY1.11 trillion in May beating market
expectation of CNY900 billion. The composition of loan growth looks
healthy with medium to long term demand from household and
corporate remains strong. Medium to long term loan to household
sector increased by CNY432.6 billion, less affected by property tightening
measures while medium to long term loan to corporate increased by
CNY439.6 billion.


mailto:xied@ocbc.com

&
15 June 2017 China _QOCBC Bank

The stronger than expected on-balance sheet loan expansion was probably the result of
China’s de-leverage efforts to curb the off balance sheet and shadow banking activity,
which may drive loan demand back to traditional loan. This explains why aggregate social
financing fell short of new Yuan loan in May, which grew by CNY1.06 trillion. Although
trust loan remain sizable at CNY181.2 billion, entrusted loan and undiscounted bankers’
acceptance fell by CNY27.8 billion and CNY124.5 billion. The decline of entrusted loan, in
particular, was at its record high level. This is probably due to China’s de-leveraging push.

The bond market, however, became the unintended victim of recent financial de-
leverage. As a result of sharp surge in yields, which resulted in the cancellation of bond

issuance in May, total net issuance of corporate bond in May fell by record high of
CNY246.2 billion.

Chart 1: Entrusted loan fell by record in May Chart 2: Record decline of net bond issuance in May
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Source: Bloomberg, OCBC

M2 growth is another witness of China’s de-leveraging. M2 growth decelerated to 9.6%
yoy, below 10% for the first time in history. According to PBoC, the entire lending chain
has been shortened significantly in May as a result of de-leverage. M2 from financial
sector only grew by 0.7% while M2 from non-financial sector grew steadily by 10.5%. The
lower M2 growth is likely to be the new normal going forwards.

Property tightening yields results

Most growth data exceeded the market expectation in May with the exception of fixed
asset investment, which decelerated to 8.6% yoy in the first five months from 8.9% yoy in
the first four months. The deceleration of fixed asset investment was mainly the result of
slowdown in infrastructure investment as well as property investment. Investment in real
estate decelerated to 8.8%, down from 9.3% while property sales also slowed down to
18.6% from 20.1% due to tightening property measures.
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Growth momentum remains steady

The negative impact of property tightening measures and volatile money market on
growth has largely offset by steady private sentiment and improving manufacturing
outlook. Private investment remains stable expanding by 6.8% in the first five months.

The stable industry production was partly driven by the rebound of mining production,
which grew by 0.5%, first positive growth since Sep2016. Manufacturing production
remained relatively stable at 6.9% vyoy. In addition, fixed asset investment in
manufacturing accelerated to 5.1% in the first five months.

Chart 3: Private investment remains steady Chart 4: Manufacturing output continues to outperform
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The stable private investment, together with improving manufacturing activities, shows
that the recent recovery is genuine and the momentum is likely to last longer than

initially expected despite rising volatility in the money market as a result of financial de-
leverage.

Nevertheless, our view on the growth has peaked in 1Q has not changed. We still expect
the growth to slow in the coming quarters for two reasons. First, the higher funding costs
in the money market will be partially passed to the real economy, which will slow the
growth down. Second, the tug of war between driving financial de-leverage and ensuring
the financial stability will continue which may lead to volatility in both capital market and
real economy periodically.
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This publication is solely for information purposes only and may not be published, circulated, reproduced or distributed in whole or in
part to any other person without our prior written consent. This publication should not be construed as an offer or solicitation for the
subscription, purchase or sale of the securities/instruments mentioned herein. Any forecast on the economy, stock market, bond
market and economic trends of the markets provided is not necessarily indicative of the future or likely performance of the
securities/instruments. Whilst the information contained herein has been compiled from sources believed to be reliable and we have
taken all reasonable care to ensure that the information contained in this publication is not untrue or misleading at the time of
publication, we cannot guarantee and we make no representation as to its accuracy or completeness, and you should not act on it
without first independently verifying its contents. The securities/instruments mentioned in this publication may not be suitable for
investment by all investors. Any opinion or estimate contained in this report is subject to change without notice. We have not given
any consideration to and we have not made any investigation of the investment objectives, financial situation or particular needs of
the recipient or any class of persons, and accordingly, no warranty whatsoever is given and no liability whatsoever is accepted for any
loss arising whether directly or indirectly as a result of the recipient or any class of persons acting on such information or opinion or
estimate. This publication may cover a wide range of topics and is not intended to be a comprehensive study or to provide any
recommendation or advice on personal investing or financial planning. Accordingly, they should not be relied on or treated as a
substitute for specific advice concerning individual situations. Please seek advice from a financial adviser regarding the suitability of
any investment product taking into account your specific investment objectives, financial situation or particular needs before you
make a commitment to purchase the investment product. OCBC and/or its related and affiliated corporations may at any time make
markets in the securities/instruments mentioned in this publication and together with their respective directors and officers, may
have or take positions in the securities/instruments mentioned in this publication and may be engaged in purchasing or selling the
same for themselves or their clients, and may also perform or seek to perform broking and other investment or securities-related
services for the corporations whose securities are mentioned in this publication as well as other parties generally.
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