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Don’t get fooled by high annual growth numbers

e NPC signals shift away from growth targeting, more room for quality growth

e Annual growth data distorted by large base effect from covid-19 shock

e Fiscal stimulus will be reduced, but gradually

e Monetary policy: more focus on financial derisking, targeted support for SMEs

e Export outperformance contributes to bottlenecks, moderation in freight rates

National People’s Congress signals shift away from growth targeting

On 5 March, at the start of China’s annual National People’s Congress (NPC), Prime
Minister Li Kegiang presented the government’s work report for 2021. The government has
adopted a growth target of ‘above 6%’ for 2021, which is rather conservative compared to
the consensus forecast (8.4%) and our own estimate (8.5%). Due to the strong base effect
stemming from the first quarter of last year (when real GDP contracted by 9.8% qoq and
6.8% yoy), annual growth will be extremely high in Q1-21. That will lift average annual
growth for the full year. Even if China would have 0% quarterly growth in the course of this
year, average annual growth for 2021 would still be around 6.5%.

Base effect covid-19 shock brings bumper yoy growth in Q1 ... while ‘distorting’ yoy activity data for January-February
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In our view, this conservatism reflects the fact that China’s economy has been leading the
recovery from the covid-19 collapse, with real GDP growth in Q4-20 at 6.5% even higher
than the latest pre-corona number). That has created more room for policy makers to focus
on other important goals, such as financial derisking and containing overall leverage,
normalising public finances, and environmental protection. Moreover, it signals that for
Chinese policy makers numerical growth targets are losing importance compared to ‘quality
of growth’ indicators. Striking in that respect was the fact that — for the first time - the
government did not include a numerical growth target in its 14" Five Year Plan (covering
2021-2025).
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More room for ‘high-quality’ growth

Beyond economic stabilisation, leverage control and a normalisation of macroeconomic
polies, the government’s work plan for 2021 emphasises the importance of domestic
innovation in high-tech industries (in line with the 14" Five Year Plan covering 2021-2025
announced in October 2020). The government aims to develop infrastructure and logistics
systems favourable to new connectivity techonology (including 5G). Beijing is also indicating
a further opening up of Chinese markets to foreign direct investment, although that will likely
continue to be operated in a targeted way (with China being particularly keen to attract FDI
in sectors such as advanced manufacturing, high tech, energy saving and environmental
protection). Beijing also announced it will take legal steps against foreign sanctions and
investment screening over national security concerns. Strengthening domestic demand (part
of the so-called dual circulation strategy introduced last year), high-quality urbanisation,
revitalising rural areas, facilitating foreign trade and investment and environmental
protection/decarbonisation are key policy goals as well.

Annual growth data for January/February ‘distorted’ by large base effect

Meanwhile, the monthly activity data for January-February combined were published earlier
this week. Industrial production and retail sales came in a bit better than expected, while
urban fixed investment was weaker than consensus expectations. Industrial production was
reported at 35.1% yoy ytd (consensus: 32.2%). Retail sales came in at 33.8% yoy ytd
(consensus: 32.0%). Urban fixed investment grew by 35.0% yoy ytd (consensus: 40.9%).
Earlier this month, exports and imports data came in much stronger than expected (see
below). As mentioned earlier, these strong annual growth data do not tell much about
current momentum, as they largely reflect the very weak base from a year ago when China
was in lockdown for several weeks following the initial spread of the corona virus.

Other data tell a less bullish story. China’s Purchasing Managers indices (PMIs), both from
Caixin and NBS, weakened for a third consecutive month in February. The surveyed
unemployment rate in urban areas rose back to 5.5% (December: 5.2%), although
remaining below the corona-related peak of 6.2% in February 2020. This weakness is partly
driven by the impact of the new regional lockdowns and tighter mobility restrictions, but also
by the projected decline in the contribution of net exports and the turn in the policy cycle. All
in all, we think that the January-February data are in line with our base case. We expect
bumper annual GDP growth of almost 20% yoy for Q1-2021, but relatively weak quarterly
growth.

Fiscal stimulus will be reduced, but gradually

In its workplan, the government announced to aim for a reduction of the official on-budget
deficit ratio by 0.4 %-points of GDP, from 3.6% in 2020 to 3.2% in 2021. That is quite a
modest fiscal adjustment, but these figures do not tell the whole story. This official budget
deficit ratio is also impacted by drawdowns of fiscal deposits and/or transfers from other
fiscal accounts. The effective deficit ratio is a more direct measure of the difference between
budget revenue and budget expenditure in any given year. This effective deficit rose to a
record high of -6.2% of GDP in 2020, as revenues were under pressure and expenditure
was lifted following the covid-19 shock. We expect the effective deficit ratio to be reduced by
a bit more than the official budget deficit (between 1-1.5 pp).

A more conservative overall fiscal stance is also visible in the slightly lower full-year quota
set for the issuance of local government special bonds (reduction from RMB 3.75 trillion to
RMB 3.65 trillion), although around RMB 150 bn of potential issuance is left over from last
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China’s effective budget balance

year’s target. Moreover, local governments are entitled to use part of the proceeds that were
not used last year to spend this year. Hence, the augmented deficit (taking into account
these special local government bonds, LGFV bonds, support of policy banks etcetera) will
likely be reduced even more. Still, we do not foresee a ‘cliff edge’ ending of fiscal support as
Beijing does not want to jeopardise the hard won economic stabilisation.

Lending growth is set to moderate again
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Monetary policy: more focus on financial derisking, with targeted support for SMEs
With the economy having recovered from the covid-19 collapse and the pace of leveraging
up having risen again last year, the government has put financial derisking and containing
leverage higher on its priority list. This is visible in a renewed slowdown of overall lending
growth in the second half of 2020, after an uptick following the covid-19 shock. It is also
visible in a renewed crackdown on shadow banking and a more hawkish approach versus
fintechs and other platforms. We expect this trend to continue in the course of this year.
According to the government’s work plan, monetary policy will be normalised this year. The
government aims for growth of money supply and aggregate financing to equal nominal
GDP growth in 2021. Despite the shift in focus, the government will continue with targeted
support for SMEs and sectors hit relatively hard by the pandemic (such as transport and the
hospitality sector). Bank lending to SMEs (supported by government policy) is targeted to
grow by at least 30% this year, following a 40% contraction last year. The inflation target has
been cut from 3.5% in 2020 to 3.0% for 2021, equal to the target set in pre-corona years.

Exports outperformance contributes to bottlenecks, some moderation in freight rates
Earlier this month, China'’s foreign trade data came in better than expected. Exports in
dollars over January-February rose by a stunning 60.6% yoy compared to last year
(consensus: 40.0%), while imports in dollars rose by 22.2% compared to the same period in
2020 (consensus: 16.0%). Also here, the yoy figures do tell more about last year's collapse
than about the current momentum. That said, as we have indicated before, China’s exports
have performed remarkably well following the covid-19 shock, profiting from pandemic
specific demand for medical supplies, computer products and goods that can be bought
online (sectors in which China is well positioned). The acceleration in China’s exports has
clearly outperformed the rebound in global trade last year, while Chinese exports have also
grown faster than Chinese imports.
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Exports have outperformed, but export PMIs below 50 now Container freight rates: first signs of moderation

CN exports in USD, % yoy, 3mma Index, 50 = neutral mark WCI Container Freight Benchmark Rate per 40 Foot Box
50 100 10000

8000

25 I 75 6000
{\h /\/\f\ 4000
— a e So—reTA w1\~ —va “‘ ~
0 \/—\ W e 50 2000 = P A A (_,,._./'—/
z | = .
-25

—,\_'_\A—'_'_h,r,./-—'w'—"’

0 r T T T
25 18 19 20 21

08 09 10 11 12 13 14 15 16 17 18 19 20 21 . )
——Shanghai to Rotterdam ——Rotterdam to Shanghai

——Exports (lhs) PMI exports (rhs) Composite

Source: Bloomberg Source: Bloomberg

China’s export outperformance is one of the factors that has contributed to (China-centered)
logistical bottlenecks in international shipping, partly related to inelasticities in the supply of
container (ships). This has contributed to a surge in freight rates, particularly for goods sent from
Chinese ports, and a general lengthening of delivery times in manufacturing (see for more
background our recent Global Trade Watch, Bottlenecks may cap rebound). These bottlenecks,
together with seasonal factors, may also have contributed to the recent slide in China’s export
PMIs, with the export subindices from Caixin and NBS having fallen below 50 in February.
Although these bottlenecks may cap (not prevent) the expected further rebound in global trade in
the near term, we assume that these bottlenecks will be mainly a temporary phenomenon that will
be resolved in the course of this year, as pandemic disturbances will fade and supply and
demand will find a new equilibrium. Although it is too early for definitive conclusions in this area,
the recent (still modest) drop in these freight rates seems to underline that view.

Key forecasts for the economy of China

2018 2019 2020e 2021e 2022e
GDP (% yoy) 6.6 6.1 23 8.5 5.5
CPlinflation (% yoy) 1.9 2.9 25 15 25
Budget balance (% GDP) -4.1 -4.9 -5.2 -4.5 -4.0
Government debt (% GDP) 16 17 22 24 27
Current account (% GDP) 0.2 1.0 15 2.0 2.0
Gross fixed investment (% GDP) 43.0 42.4 42.3 41.7 41.9
Gross national savings (% GDP) 441 441 444 445 441
USD/CNY (eop) 6.9 7.0 6.5 6.4 6.2
EUR/CNY (eop) 7.8 7.8 8.0 74 6.8

Budget balance and current account balance for 2021 and 2022 are rounded figures
Source: EIU, ABN AMRO Group Economics
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