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Banking Watch

China

Bank profits expected to stall

After better-than-expected results in 2012, we expect profit growth
to slow sharply in 2013, and even to turn negative in 2014-15

We have long expected profit growth to decline in the coming years due to a
slowdown in economic growth, rising NPLs, gradual interest rate liberalization, and a
tougher regulatory environment. Since our last estimates of Chinese banks’ profitability
in May 2012 we have revised down the outlook due to slower expected credit growth
and narrower interest margins (NIMs). The former is due to slower GDP growth and
tighter credit policies. At the same time, China’'s new policy makers seem committed
to faster interest rate liberalization (below), which is likely to accelerate the trend of
narrowing NIMs. As such, after last year's 19% growth, we expect profits to grow by
only 2% this year, and to turn negative thereafter (-8% and -10% in 2014 and 2015).

Financial liberalization will lead to narrower net interest margins, and
weigh on bank profitability in the near term

Interest rate liberalization has already begun with the implementation last year of
wider permissible interest rate ranges for banks in the pricing of their loans and
deposits. These liberalization measures are resulting in higher deposit rates and lower
lending rates. We expect this trend to continue as interest rates are fully liberalized by
end-20715 under our baseline.

There are additional factors that could weigh further on profit
growth, especially an increase in non-performing loans

Adverse cyclical factors consisting of somewhat slower GDP growth and, more
importantly, lower credit growth, should push up the non-performing loan ratio from
the current level of 1.6% to double as much by 2017. In addition, there are other
potential sources of higher NPLs which are excluded in our baseline scenario but
which are nevertheless important to consider. First, if problem loans extended to local
governments are not fiscalized (i.e., there is no bailout), NPLs could rise to 6.1% in
2017. Second, if banks need to subsidize losses from shadow banking activities in
which they are involved (i.e., bail out trust companies and the like belonging to their
same financial group), the NPL ratio would rise by an additional one percentage point.
All in all, in a worst case in which these two scenarios come to pass at the same time,
NPLs could be 2-3 times higher than in our baseline.
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A review of the strong 2012 profit results

Chinese bank profit growth slowed to 19% in 2012 from a record high 39% in 2011.
Nevertheless, the 2012 results exceeded our expectations (of 11%, projected in May 2012).
The are two main reasons for this better than expected result: first, faster-than-expected credit
growth of 16.1% in 2012, as the authorities eased policies to counter the impact of external
headwinds to GDP growth; second, a smaller reduction in the net interest margin than we had
expected, notwithstanding two interest rate cuts in June and July (Chart 1) and accompanying
liberalization steps that narrowed lending spreads, possibly due to the typical front-loading of
lending that occurs early in the year (prior to the measures that took place to enhance interest
rate flexibility); indeed, the effect of the narrower lending spreads on bank NIMs is more
apparent in the current year (Chart 2). By category, both net interest and non-interest income
performed well in 2012, rising by 17.9% and 21.8%, respectively (Chart 3). Rapid credit
growth kept the non-performing loan ratio on a declining trajectory, down to 1.6% in 2012
from 1.8% the previous year, even as the outstanding level of NPLs rose (Chart 4).
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Net interest margins have fallen this year
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Chart 3 Though NPLs are rising, the ratio has
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Bank profit growth expected to stall in 2013

We have long expected profit growth to decline in the coming years due to a slowdown in
economic growth, rising NPLs, gradual interest liberalization, and a tougher regulatory
environment associated with Basel Ill implementation (see Get Ready For a Hard Landing in
Profits, May 2012). Despite the better-than-expected outturn of last year, we have revised our
profit outlook down for 2013-17 due to: () changes in our baseline macro assumptions
(Table 1) which imply slower credit growth; and (i) a faster pace of interest rate liberalization
than previously anticipated (full interest rate liberalization by end-2015), which will lead to a
more significant decline in net interest margins. We project that profit growth will be barely
positive in 2013, and turn negative in 2014-15 before picking up again in 2016 after interest
rate liberalization is complete. Note that the macro outlook is deteriorating, and any further
downgrades to GDP growth, which appear likely for 2013-14, would further erode bank profits.

Table 1
Profit Outlook and Underlying Assumptions and Ratios

2011 2012 2013 2014 2015 2016 2017

GDP growth 9.2% 7.8% 8.0% 8.0% 8.0% 7.6% 7.4%
CPI average 5.4% 2.6% 3.0% 4.0% 4.0% 4.0% 4.0%
Credit growth 18.9% 17.9% 13.5% 13.0% 13.0% 12.5% 12.5%
Net interest margin 2.7% 2.6% 2.3% 2.0% 1.6% 1.6% 1.6%
Share of fee & investment income 33.8% 35.0% 36.5% 38.0% 40.0% 40.0% 40.0%
NPL ratio 1.8% 1.6% 2.0% 2.4% 2.8% 3.1% 3.4%
Provision / NPL 278.1%  296.0% 220.0% 175.0% 155.0% 150.0% 150.0%
Profit growth 39.2% 18.9% 2.0% -10.4% -7.7% 9.1% 11.7%

Source: BBVA Research

Our projections, however, should be viewed as suggestive as the calculations are highly
sensitive to key assumptions, including the pace of interest rate liberalization and the rise in
NPLs and associated provisioning. That said, the bottom line is that it will be difficult for profits
to grow, even with resilient GDP growth and stable inflation. The assumptions are described
more fully below. At the outset, our baseline scenario for profits during 2013-17 incorporates
the following:

e Annual credit growth of the banking sector slows from 15.4% in 2012 to 13.0% in 2017,
reflecting the macro outlook and the authorities” efforts to keep credit growth broadly in line
with nominal GDP growth in order to contain financial fragilities;

e Interest margins gradually decline to 60% of their current level by end-2015, driven by
interest rate liberalization and enhanced competition (this would bring NIMs from 2.6% in
2012 to 1.6% by 2015, in line with average NIMs in high income economies®;

e Under our benign baseline scenario, the NPL ratio would pick up over the next few years to
from 1.6% at present to 3.4% at end-2017, assuming the credit growth rates described
above and an average annual increase in NPLs of 30% over the period 2013-17, the same
pace as in the year from September 2011, after NPLs bottomed out (see below for a
discussion of additional factors that could bring NPLs even higher and further reduce profits).
The provision/NPL ratio is projected to gradually decrease from 296% in 2012 to the
regulatory minimum of 150% in 2017 as banks utilize some of their existing provisions
against rising NPLs, thereby mitigating the impact on profitability;

1: See “Financial Institutions and Markets across Countries and over Time - Data and Analysis,” Thorsetn Beck and Asli Demiguc-Kunt,
World Bank Working Paper, 2009.
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e We assume fee and investment income rise as a share of total income, to 40% in 2017
from 35% in 2012, but it is unlikely to go beyond this level as it is already relatively high
compared to other emerging economies;

e The implementation of Basel Ill, which the authorities have confirmed for 2016, will
probably have a negative impact on profitability. Given the difficulties in measuring it,
however, we assume this negative impact to be fully offset by efficiency gains.

Regarding financial liberalization, it appears that the authorities are accelerating the pace of
reforms relative to previous expectations, with a view to achieving full interest rate liberalization
by end-2015 (see Taking Stock of Financial Liberalization, December 2012). Although the
deepening of financial reforms should benefit the financial sector in the long run, it the near
term it will lead to higher deposit rates and thereby squeeze bank NIMs. The establishment of a
deposit insurance scheme, widely considered to be a necessary step for further interest rate
liberalization, will probably add costs to banks in the form of contributions to the deposit
guarantee scheme.

NPLs are likely to increase in the coming years

One of the reasons for declining profit growth during our projection horizon is an expected
increase in non-performing loans (NPLs). As shown in Chart 2 above, the absolute level of NPLs
has been rising since early 2012, although the NPL ratio has been stable because of an
offsetting increase in outstanding credit. Going forward, it will become more difficult for banks
to keep NPL ratios from rising by simply expanding credit, as was done last year. In addition, a
number of early indicators point to a rise in NPLs, such as the increasing level of overdue loans,
not counted in NPLs according the bank accounting rules (Chart 5).

Chart 5
A rise in overdue loans is a sign of higher NPLs ahead
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Beyond the GDP growth and credit cycle, there a couple of potential sources of NPLs to
consider beyond our baseline in which the NPL ratio rises from the present level of 1.6% to
3.4% by 2017 (Table 2). To do so, we construct two additional scenarios.

The first additional source of NPLs, evaluated in Scenario A, is potentially bad loans that were
extended in order to finance local-government projects under the stimulus package of 2008-
2009. Some 50-60% of total principal payments associated with these loans are coming due
over the next few years. We continue to expect that a resolution to the debt overhang of local
governments will include a combination of central government funds and write-offs by banks, of
which the latter will contribute to a rise in NPLs. Under the methodology discussed in our
report Who will pay the bill for local governments’ fiscal stimulus? (July 2011), we now estimate
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that RMB 3.5 trillion of total LGFV loans (RMB 10.0 trillion) that is expected to encounter
repayment difficulties, will need to be absorbed as losses by the banks, with the central
government under our scenario absorbing the remaining losses associated with loans made
directly to local government agencies (according to our estimates, total outstanding loans to
local agencies is RMB 6.5 trillion).

Another potential source for higher NPLs has to do with banks” involvement in shadow banking
activities (see An update on China’s shadow banking activity: have the risks increased?
March 2013). In particular banks have been active in marketing various wealth management
products (WPMs) as a way of increasing their fee & commission income. These activities expose
the banks to financial risks and losses, for example if they are pressured by the government to
bail out loss-making Wealth Management Products (WMPs). This is especially so for banks that
are affiliated (by belonging to the same financial group) with trust companies offering WMPs. It
is also possible that banks may need to transfer funds to their affiliated trust companies or other
related non-bank financial institutions if and when they suffer losses. In Scenario B, we further
add the impact on NPLs of banks having to absorb losses on projects financed through WMPs.
For this purpose we assume that 10% of total projects financed by WMPs (RMB 13.0 trillion)
encounter repayment difficulties and end up as NPLs on bank balance sheets. This would bring
the NPL ratio up to 7.1% by 2017.

Table 2
NPL ratio

2011 2012 2013 2014 2015 2016 2017
Base Scenario 1.8% 1.6% 2.0% 2.4% 2.8% 3.1% 3.4%
Scenario A (Baseline +LGFV loans) 1.8% 1.6% 2.8% 4.0% 4.8% 5.5% 6.1%
Seeriario B (Baseline+LGFV loans 18%  16%  31%  46%  56%  65%  7.1%

Source: BBVA Research

Under these two scenarios of higher NPLs, bank profits would be significantly lower. In
particular, average annual profits of the banking sector would be 63% and 86%, respectively,
lower than the level in the baseline scenario.
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya
Argentaria, S.A. (hereinafter called “BBVA") to provide its customers with general information regarding the date of issue of the report and are
subject to changes without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments,
or to undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any
kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be
appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to
prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such
specialized advice as may be necessary. The contents of this document are based upon information available to the public that has been obtained
from sources considered to be reliable. However, such information has not been independently verified by BBVA and therefore no warranty, either
express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct or indirect losses
arising from the use of the document or its contents. Investors should note that the past performance of securities or instruments or the historical
results of investments do not guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors
should be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities
can involve high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed
the amount of initial investment and, in such circumstances; investors may be required to pay more money to support those losses. Thus,
before undertaking any transaction with these instruments, investors should be aware of their operation, as well as the rights, liabilities and
risks implied by the same and the underlying stocks. Investors should also be aware that secondary markets for the said instruments may be
limited or even not exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments
referred to, directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account
in those securities, provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies related
thereto or to their shareholders, executives or employees, or may have interests or perform transactions in those securities or instruments or
related investments before or after the publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates” salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to
its clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and
investing businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this document
may be (i) copied, photocopied or duplicated by any other form or means (i) redistributed or (iii) quoted, without the prior written consent of
BBVA. No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the
same) in which its distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

In the United Kingdom, this document is directed only at persons who () have professional experience in matters relating to investments falling
within article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”),
(i) are persons falling within article 49(2) (a) to (d) ("high net worth companies, unincorporated associations, etc.”) Of the financial promotion order,
or (ji)) are persons to whom an invitation or inducement to engage in investment activity (within the meaning of section 21 of the financial services
and markets act 2000) may otherwise lawfully be communicated (all such persons together being referred to as ‘relevant persons”). This
document is directed only at relevant persons and must not be acted on or relied on by persons who are not relevant persons. Any investment or
investment activity to which this document relates is available only to relevant persons and will be engaged in only with relevant persons. The
remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including the revenues obtained by BBVA and,
indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment banking business;
nevertheless, they do not receive any remuneration based on revenues from any specific transaction in investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to
prevent and avoid conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for Security
Market Operations is available for reference at the following web site: www.bbva.com / Corporate Governance”.

BBVA is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV), registered with the Bank of Spain with
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