“ ABN-AMRO

Short Insight

Arjen van Dijkhuizen
Senior Economist

Tel: +31 20 628 8052 .
arjen.van.dijkhuizen@nl.abnamro.com

Group Economics
Emerging Markets &
Commodity Research

10 July 2019

China: After the truce

A truce without a deal yet, but at least a truce

e Another truce, another rebound in PMIs?

e Swine flu drives up CPI; PPI is approaching deflationary territory

e Foreign reserves rise to 14-month high

1. Atruce without a deal yet, but at least a truce

Recently, we cut our 2019-20 growth forecasts for a wide number of advanced and
emerging economies (including China, see our June China Watch here), due to a more
negative view on the impact of trade tensions as much of the damage on the global
economy has already been done. The escalation of trade tensions since early 2018 has
negatively affected global business confidence, investment, trade and growth. Given the
unexpected twists and turns in the trade/tech war so far (with an unexpected re-escalation
of US-China tensions in May, Trump’s threat to sanction Mexico for non-trade related
reasons, and a recurrent threat to tariff cars and/or other imports from the EU), we think
that on a global scale firms will remain cautious for the time being. For the Chinese
economy, direct effects from tariffs on trade flows are significant. Total Chinese exports
and imports have slowed, but bilateral trade with the US has collapsed since late 2018
(trade figures for June will be published later this week). The (second) truce in the US-
China trade/tech conflict agreed in late June at the margins of a G20 summit in Osaka,
implies that the potential drag from tariffs will be lower, at least for now. Indeed, despite all
damage done already, it does make a difference whether USD 250 bn of exports to the
US is levied by 25% tariffs (current reality) or more than double that amount (threat).

2. Another truce, another rebound in PMIs?

China’s PMls for June published in early July pointed to a softening of momentum. For
the first time since February, both the manufacturing indices from Caixin and NBS are
back below the neutral 50 mark. The US-China trade/tech conflict seems to have had
a material impact on China’s manufacturing PMIs over the past one and a half year
(beside other factors like shifts in the policy stance). Obviously, that is most visible in
the PMI export and import subindices. Particularly since the US started to announce
China-specific tariffs in the spring of 2018, export and import PMIs have fallen sharply
below the neutral 50 mark. However, after the first truce agreed between Trump and
Xiin late 2018, these indices showed a significant recovery, climbing back towards the
50 mark until April. Not surprisingly, after the unexpected re-escalation of US-China
tensions in May, these indices got hammered again. All this suggests that purchasing
managers’ expectations on export and import flows are at least in part shaped by the
state of play in US-China negotiations. With a second truce agreed between Trump
and Xi in late June, that could lead to some improvement again, even though the
Osaka meeting did not shed much light on whether the two sides will be able to reach
some sort of a deal later on.
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US-China trade has collapsed
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Imports/exports expectations driven by trade conflict

China, PMI export and import sub-indices, 50 = neutral mark
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https://insights.abnamro.nl/en/2019/06/china-watch-growth-forecasts-down-a-bit-on-trade-tech-conflict/
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3. Swine flu drives up CPI; PPl is approaching deflationary territory Swine flu drives up CPI, PPl comes down again

CPl inflation in China was stable at 2.7% yoy in June, and still below the 3%

0,
‘target’. That followed a pick-up in preceding months driven by swine flu /olfy
effects on food prices. Food price inflation jumped from 0.7% yoy in /_/\\
February to 8.3% in June, the highest level since January 2012. Core 10 A
inflation has been quite stable, coming in unchanged at 1.6% yoy in June. 5
Meanwhile, producer price inflation has fallen back again, to 0.0% yoy in AN~
June, after a short-lived pick-up in March/April. That is putting downward 0 ! ! ! ! ! \/Nv' T
pressure on industrial profits and leads to higher debt repayment pressures. 5 \/\/‘\/\F\J/

Falling producer prices in China also have the potential to spark global
deflation fears. We should add that the current levels are not at all
comparable with the sharply negative PPI numbers in 2012-2016 (during the
commodity slump). All in all, we think that the latest inflation figures are in
line with our view that the PBoC will continue with easing monetary policy
through (significant) RRR cuts and (modest) rate cuts as well as through
targeted measures to support bank liquidity and bank lending, particularly to
the private sector.
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4. Foreign reserves rise to 14-month high

On Monday, China’s FX reserves for June were reported at USD 3.12 tn, .
FX reserves reach a 14 month high

up by USD 18bn compared to May and also higher than consensus

i . . USD trillion USD billion
expectations. FX reserves are now back at the highest level in fourteen 4 120
months. According to the State Administration of Foreign Exchange
(SAFE), the rise of FX reserves was partly driven by valuation effects. Seen 80
over a slightly longer term, the 25% drop witnessed in 2015-16 (when yuan 40
devaluation fears fed capital outflows) is clearly behind us. Since January 3 ¢ . ; : : . /M'\’_' 0
2017, FX reserves have risen by 4%. That partly reflects a fading of yuan 40
depreciation fears: even a 10% CNY depreciation versus USD last year on 80
escalating US-China tensions did not cause renewed pressures on FX
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reserves. Off course, the tightening of capital restrictions in 2016 is an
important factor in this respect. Last but not least, the ongoing inclusion of
certain Chinese equity and bonds in global indices is a structural factor
supporting portfolio inflows from abroad. According to Bloomberg
estimates, foreign investors bought at least USD 75bn of Chinese bonds in
June (with foreign investors now owning 8.3% of total government bonds).

11 12 13 14 15 16 17 18 19
Monthly change (rhs) —FX reserves, stock (lhs)

Source: ABN AMRO Group Economics, Thomson Reuters Datastream

DISCLAIMER

This document has been prepared by ABN AMRO. It is solely intended to provide financial and general information on economics. The information in this document is strictly proprietary and is being supplied to you
solely for your information. It may not (in whole or in part) be reproduced, distributed or passed to a third party or used for any other purposes than stated above. This document is informative in nature and does
not constitute an offer of securities to the public, nor a solicitation to make such an offer.

No reliance may be placed for any purposes whatsoever on the information, opinions, forecasts and assumptions contained in the document or on its completeness, accuracy or fairness. No representation or
warranty, express or implied, is given by or on behalf of ABN AMRO, or any of its directors, officers, agents, affiliates, group companies, or employees as to the accuracy or completeness of the information
contained in this document and no liability is accepted for any loss, arising, directly or indirectly, from any use of such information. The views and opinions expressed herein may be subject to change at any given
time and ABN AMRO is under no obligation to update the information contained in this document after the date thereof.

Before investing in any product of ABN AMRO Bank N.V., you should obtain information on various financial and other risks and any possible restrictions that you and your investments activities may encounter
under applicable laws and regulations. If, after reading this document, you consider investing in a product, you are advised to discuss such an investment with your relationship manager or personal advisor and
check whether the relevant product —considering the risks involved- is appropriate within your investment activities. The value of your investments may fluctuate. Past performance is no guarantee for future
returns. ABN AMRO reserves the right to make amendments to this material.

© Copyright 2019 ABN AMRO Bank N.V. and affiliated companies ("ABN AMRO)

F ABN‘AMRO Group Economics - Enabling smart decisions



3 Short Insight — China: After the truce — 10 July 2019

Key forecasts for the economy of China

2016 2017 2018e 2019e 2020e
GDP (% yoy) 6.7 6.8 6.6 6.2 5.8
CPlinflation (% yoy) 21 15 1.9 25 25
Budget balance (% GDP) -3.8 -3.8 -4.2 -4.5 -4.5
Government debt (% GDP) 16 17 19 22 25
Current account (% GDP) 1.8 1.6 0.4 0.0 0.0
Gross fixed investment (% GDP) 42.7 429 44.4 43.3 42.3
Gross national savings (% GDP) 459 46.3 451 43.7 42.3
USD/CNY (eop) 7.0 6.5 6.9 6.9 6.7
EUR/CNY (eop) 7.3 7.8 7.8 7.7 8.0

Economic growth, budget balance, current account balance for 2019 and 2020 are rounded figures
Source: EIU, ABN AMRO Group Economics
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