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China’s growth outlook is subject to mounting headwinds

in Q1

China’s 2015 first quarter GDP growth slowed down to 7.0% y/y from 7.3% yl/y of last quarter, which is in
line with our and market expectations (BBVA: 7.0% y/y versus Consensus: 7.0% y/y) but still registered
the lowest growth rate since1990. In sequential terms, Q1 GDP expanded at a pace of 1.3% q/q sa,
decreasing from 1.5% g/gq sa of Q4 2014. A number of important activity indicators in March were also
released today, among which industrial production, urban fixed asset investment and retail sales all fell
short of both market expectations and the last quarter’s readings. In particular, the growth of industrial
production declined to 5.6% y/y in March, which is merely higher than the record low of 4.0% yly in Jan-
Feb of 2009 under the hardest hit of the Global Financial Crisis (GFC). Putting together, the Q1 GDP
outturn and March activity indicators point to mounting headwinds to China’s growth, which stem from the
sluggish property market, overcapacity in some industries, the effects of fiscal consolidation at the local
government level as well as the short-term policy uncertainty ahead of the National People’s Congress
(NPC) in March. Looking ahead, we anticipate the authorities to deploy more pro-growth measures to
sustain domestic demand and prevent a hard-landing scenario. Given the authorities’ ample policy
options, the 7.0% official target is still achievable with the enhanced policy support.

e Industrial production and fixed asset investment were dragged by anemic
domestic demand. The growth rates of industrial production and investment in March were
below both market expectations and their previous readings. The deceleration of industrial
production was broadly based but more pronounced on the sectors with overcapacity problems
such as mining, chemicals and steel & iron. Following a similar trend of the industrial production,
urban fixed asset investment decreased to 13.5% YTD y/y (Consensus: 13.9% YTD yly) from
13.9% YTD yly in Jan-Feb (Consensus: 13.9% YTD vyl/y). The authorities’ beefed-up efforts of
boosting infrastructure investment failed to arrest the downward forces caused by lacklustre
investment in the real estate and manufacturing sectors. (Figure 1) In the meantime, retail sales
growth slowed down to 10.2% y/y, compared to 10.7% yl/y in the previous month, below the
consensus of 10.9% y/y (Figure 2).

¢ Mounting headwinds are weighing on the full-year growth outlook. Although the Q1
GDP outturn is still in line with the official 7.0% target, the below-expected activity indicators in
March suggested that the economy is losing the momentum at a pace faster than people’s
projection. The trend looks disappointing given that the Q1 and March outturns for GDP and
activity indicators came on the back of a series of easing measures since last November including
two 25-bps interest rate cuts and one 50 bps cut in the required reserve ratio (RRR). In view of it,
we would like to highlight the downside risk to our full-year GDP growth rate 7.0%, due to the
recently weakening growth momentum.

e Looking ahead, we anticipate more pro-growth measures to be deployed to spur
domestic demand. On the front of monetary policy, the PBoC are likely to cut interest rates by
additionally three times (cumulatively 75 bps) and trim the RRR by another 100bps during the rest
of the year. (Previously we projected only a 25bps interest rate cut and a 50 bps RRR cut) The
PBoC will also increase the usage of targeted policy tools to ensure liquidity adequacy in the
banking system in a bid to lower financing costs for firms, including selective RRR cuts, direct
refinancing to banks, reverse repo, short or medium term lending facilities and other innovative
measures. On the fiscal front, the central government should expand their fiscal deficit
significantly from the budgeted 2.3% of GDP. Furthermore, the central government is likely to
enhance its support for local governments to lessen their financing burden and thereby enable
them to maintain their pace of spending. In this respect, the Ministry of Finance (MOF) could
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allocate extra quotas, on top of the existing RMB 1 trillion limit for this year, to local governments
to replace their high-yield bearing debt with low-cost municipal bonds.

Figure 1
Slowing FAI led by anemic investment in the real

estate and manufacturing sectors

Figure 2
Retail sales moderated but still held up in Q1
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Figure 3
Q1 GDP outturns show economic rebalancing is
on the track

Figure 4
2015 GDP is projected to expand by 7.0% with the
downside risk
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.
BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.
This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.



