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Highlights:

e Slower growth but not too slow as China steps up investment.

e Main upside surprise from the tax and social contribution cut. Fiscal
policy to play a bigger role.

e Not necessary bad for bond investors as social contribution shortfall
can be financed by the possible injection of state assets.

e Chance of a benchmark interest rate cut is higher, but no urgency to cut
now as monetary condition has eased since 4Q18.

China’s Premier Li Kegiang delivered his 2019 government work report this
morning. Most of the key targets are in line with market and our expectations.
The main upside surprise was from the CNY2 trillion tax and social contribution
cut target to lower the burden for business, higher than last year’s actual CNY1.3
trillion tax cut. In addition, it seems that a benchmark interest rate cut is no
longer unthinkable to support the financial sectors to channel the liquidity to the
real economy.

Slower but not too slow

As widely expected, China lowered its growth target for 2019 to 6-6.5% from
around 6.5% in 2018. Despite the slower growth target, China keeps its job
market target, such as 11 million urban job creation and 5.5% surveyed
unemployment rate, unchanged. This is the sign of bottom line thinking.

Meanwhile, China also increased its investment expenditure to support the
growth. Fixed investment in railway project will be increased to CNY800 billion
from last year’s CNY732 billion. On central government level, budget for fixed
asset investment will be increased by CNY40 billion to CNY577.6 billion.

On money supply growth, although China did not give a quantified target for M2
and aggregate social financing growth same as last year, the 2019 work report
tweaked the language saying that China’s M2 and social financing growth should
match the nominal GDP growth. Noting that China’s nominal GDP grew by about
9.7% in 2018. This implied that the ideal M2 growth in 2019 may be at 8.5-9%
range, higher than the actual 8.1% in 2018. A stronger credit expansion is
supportive of growth.

As mentioned by Premier Li in the speech, China needs a good result to celebrate
70th anniversary of the founding of the People’s Republic of China this year. As
such, we think China will not hesitate to step up more policy supports to provide
the floor to the growth.
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Fiscal policy to play a bigger role

Premier Li did not disappoint market on fiscal policy. Although China’s 2.8% fiscal deficit target is
largely in line with expectation, the estimated CNY2 trillion tax and social contribution cut still
surprises market on the upside. VAT for manufacturing sector will be lowered by 3% to 13% while
VAT for transportation and construction sectors will be lowered by 1% to 9%.

China’s bond investors have been jittery recently due to concerns about shift of monetary policy
and higher fiscal deficit. Nevertheless, we think this round’s higher than expected tax cut may not
be necessary bad for bonds as the projected CNY2 trillion cut includes both tax cut and social
contribution reduction. Social contribution shortfall could be financed by the injection of state
assets rather than new borrowing.

Chance of a benchmark interest rate cut is higher
Although Premier Li has reiterated that China will not flood the economy with the excessive
liquidity, the chance of a benchmark interest rate is higher in our view after Premier Li said in
today’s speech that China will use tools of reserve requirement ratio and interest rate to guide
financial institutions to expand their credit support to the real economy. In addition, Premier Li
also said China wants to lower the real interest rate.

China has refrained from touching its benchmark interest rate since 2015 due to constraints from
the higher housing prices and de-leverage campaign. However, given China has shifted its focus
to smooth the transmission mechanism from easing money to easing credit, a benchmark
interest rate is no longer treated as a merely simulative tool but a possible tool to support the
lending to the real economy.

Nevertheless, we think there is no urgency for China to cut its benchmark interest rate as China’s
easing monetary policy has taken effect and monetary condition in China has eased since 4Q
2018. PBoC reported a 31bps decline of weighed average loan rate in the last quarter of 2018 in
its 4Q monetary policy report. In addition, loans priced below benchmark interest rate increased
to 16.27% up from 9.59% in July, signalling easing monetary condition.

Chart 1: Weighted average interest rate to the real Chart 2: Monetary condition has eased from 4Q18 with
economy declined by 31bps in 4Q 2018. More loans were priced at below benchmark
9 - 40
8 35
8 1 30
7 -
25
7 -
® ® 20 -
6 -
15 -
6 -
5 | 10 -
5 4 5 4
4 T T T T T T T T T T T T T T T T T 0 T T T T T T T T T T T T T T T T T
Q& < VW d W M O LN N NN AN O S VW Hd E o e Y B T e, Y S e I S e N B S e N BSOS e, N B B e BN
O O 1 O O O O « O «+« O O O O « O O O O O O O O O O O O O O O O O O o o O
A T T T T T I Y Oy Y GV N G S ddddodmssTondEr R DR
o O O - - i — i i i i i - i - L = = = = = D = = = = T = e = = = T s
O O O O O O O O O O O O O O O o o o O O O O O O O O O O O O O O O O O O
N AN N N N NN AN NN AN NN NN NN N AN AN NN AN NN AN NN AN AN NN NN
—Weighted average interest rate to real economy — Percentage of loan priced below benchmark

Treasury & Strategy Research



&
5 March 2019 China —Q OCBC Bank

Source: Wind, OCBC

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.

This report is intended for your sole use and information. By accepting this report, you agree that you shall not share,
communicate, distribute, deliver a copy of or otherwise disclose in any way all or any part of this report or any
information contained herein (such report, part thereof and information, “Relevant Materials”) to any person or entity
(including, without limitation, any overseas office, affiliate, parent entity, subsidiary entity or related entity) (any such
person or entity, a “Relevant Entity”) in breach of any law, rule, regulation, guidance or similar. In particular, you agree
not to share, communicate, distribute, deliver or otherwise disclose any Relevant Materials to any Relevant Entity that
is subject to the Markets in Financial Instruments Directive (2014/65/EU) (“MiFID”) and the EU’s Markets in Financial
Instruments Regulation (600/2014) (“MiFIR”) (together referred to as “MiFID 1I”), or any part thereof, as implemented
in any jurisdiction. No member of the OCBC Group shall be liable or responsible for the compliance by you or any
Relevant Entity with any law, rule, regulation, guidance or similar (including, without limitation, MIFID II, as
implemented in any jurisdiction).
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