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China's GDP growth slowed to 10.3% (y/y) in Q2 2010, as the slowdown in Economif{
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GDP growth in 2010 is expected to be 9.5-10%, and 8.7% in 2011.

CPlI inflation unexpectedly dropped to 2.9% in June, as the reported cost of
residence stopped rising, and that of clothing and transport dropped from last
month. We expect CPI inflation to climb above 3% again in the next couple of
months, but maintain our annual CPI inflation forecast of 3%, as the
government is likely to delay energy and resource price hikes further.

The strong recovery in exports has more than offset the slowdown in
investment. We expect export growth to slow from 40%+ to less than 10% in
Q4, but upgrade our annual export growth forecast to 24%, and trade surplus to
$185 hillion. Thisis supportive of our view that CNY/USD will strengthen by
about 4% this year.

Asworries of overheating 3 months ago turned into concerns of a hard landing
on balance, we think the government will maintain the current macro policy
stance, with no rate hike this year or additional property tightening measures.
The next noticeable policy move is likely to be announcement of new
investment programs for next year and beyond, in the context of regiona and
industrial rebalancing.

Table 1. GDP growth forecast

% 2009 2010
2009 2010E 2011E| Quarterly

Q1 Q2 Q3 Q4 Q1 Q2 Q3E Q4E
yly 6.5 8.1 9.4 11.5 11.9 10.3 9.4 8.2

change

yly 9.1 9.5-10 8.7
a/q (saar) 7.7 14.9 11.9 11.7 9.2 8.6 8.0 7.2

Source: NBS, CEIC, UBS estimates
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Growth outlook: soft landing

China's GDP growth slowed to 10.3% (y/y) in Q2 2010, as the slowdown in stimulus-related investment
growth led to a deceleration in heavy industry production (Chart 1-2). Given the change in base effect, the
slowdown is largely expected. We expect GDP growth to slow to about 8~8.5% in Q4 2010 as the impact of
the property tightening measures becomes more apparent (Table 1). Annual GDP growth in 2010 is expected to
be 9.5-10%, and 8.7% in 2011.

Chart 1: Investment led the slowdown Chart 2: Heavy industry production is decelerating fast
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Within fixed investment, the obvious slowdown in infrastructure investment has been partially offset by the
rising real estate investment so far this year, while manufacturing investment has also started to recover (Chart
3-4). Going forward, we expect property investment to slow as weak sales and stagnant priceslead to adrop in
housing starts and slowdown in construction. As we have stated numerous times before, the deceleration in
property construction will lead to a drop in demand for commodities and construction materials later in the
year, bringing down heavy industrial production further (see “Property Construction and Exports, Both
Heading South”, 13 July 2010, and “China Property Data: A Desired Outcome?”, 10 June 2010)

While we expect economic growth to “soft land”, the downside risk mainly comes from two fronts: a double-
dip in the developed economies; and the steeper-than-expected slowdown in China's heavy industrial sector —
from weaker-than expected property construction and more closure of energy-inefficient plants. If the two
factors overlap, GDP growth could be below 8% in either Q4 2010 or Q1 2011.
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Chart 3: The offsetting factors Chart 4: Manufacturing investment is recovering
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Inflation forecast: achieving the “magical” 3%

We have maintained from the beginning of this year that CPI inflation is not a big concern and that it is going
to average at about 3% in 2010. Nevertheless, the drop of June CPI inflation to 2.9% was unexpected. Food
prices dropped m/m as some seasonal and one-off factors faded, and that is expected. Prices of core
manufacturing goods such as clothing and durable goods stayed flat or declined, underscoring our belief that
existing output gap in global economy will keep core inflation subdued. Residence prices (which include rent,
utilities, renovation materials and housing costs) stopped rising m/m, which is somewhat surprising.

We expect CPI inflation to climb above 3% again in the next couple of months before it slows again at the end
of 2010. Thisis based on our assumption that the government will continue to control new bank credit at 7.5
trillion this year and will delay energy and resource price hikes further until 2011. We maintain our annual CPI
inflation forecast of 3% for 2010, and revise down our 2011 inflation forecast to 3.5%.

Trade forecast: return of the export engine?

On the back of the strong export growth so far, we upgrade our export growth for 2010 to 24% (from 18%).
Exports grew by 43.9 percent in USD terms in June and have outpaced imports in recent months. As a result,
trade surplus rebounded from 14.3 billion in Q1 to 41.2 billion in Q2. Excluding the price impact, we expect
net exports to contribute to 1 percentage point of GDP growth in 2010, a huge turnaround compared to the -4
percentage pointsin 2009 (Chart 5).

Does this mean that China's export engine is back to full steam and can we expect its trade surplus returning to
arising trend as a share of GDP? No. It is true that that the strong recovery in exports has more than offset the
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slowdown in investment this year. But we expect export growth to slow to less than 10% in Q4 (and possibly
zero in December), as base effect fades and as the rebound in export demand weakens. Over the medium term,
we see the contribution of net exports to GDP growth dropping to zero, even as trade surplus stay substantial in
absolute terms (Table 2). This is supportive of our view that CNY/USD will strengthen by about 4% this year
and 3-5% a year in the next couple of years.

Chart 5: The export-turnaround offsets the investment slowdown
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Table 2: Trade and Current Account forecasts

2008 2009 2010 2011

actual actual forecast forecast
Exports of goods (%, in USD) 17.2 -16.1 24.0 12.0
Imports of goods (%, in USD) 18.5 -11.2 30.0 12.0

Trade surplus (Customs, USD billion) 298.1 195.7 184.0 206.0
Current account (USD billion) 436.1 297.1 320.6 361.4
Current account (% of GDP) 9.6 6.0 5.6 5.3

Source: CEIC, UBS estimates
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Macro policy: Relaxing or further tightening?

As economic growth slowed, the worries about overheating and asset bubbles have declined, but fresh
concerns about a hard landing increased. While some believe more tightening measures are necessary to bring
down housing prices, others call for a new stimulus or arelaxation in macro policy to avoid a“double dip” in
China's economy. The latter group of people may consider 8% GDP growth as too low and sub-8 percent
growth as arecession.

We see the ongoing deceleration of economic activity as still consistent with a soft-landing scenario, and
expect the government to maintain the current macro policy stance for at least the next few months. For policy
makers, GDP growth of 11% (H1 2010) and export growth of 40%+ hardly warrants a relaxation of policy or
fresh stimulus.

On the property sector, policy makers are likely to wait to see the full impact of the ongoing measures before
implementing new policies or changing course. We do not expect property tax to be unveiled any time soon.

On_monetary policy, we expect (i) no change in this year’s credit target (RMB7.5 trillion new loans, 18%
growth); (ii) no rate hike in 2010; possible rate hike starting in Q2 2011; and (iii) no RRR hike in the short
term, an increased use of central bank bills to sterilize inflows of foreign exchange, which is expected to
increase again in the coming year.

On fiscal policy: The ongoing clean up of local government investment vehicles is critical to contain fiscal and
banking sectors risks over the medium term. However, this does not mean that government stimulus-projects
launched in the past 18 months will not be supported. Moreover, the “exit” from the RMB 4 trillion-stimulus
will only be gradual — which means budget deficit will likely be kept above 2% of GDP in 2011. In the
Chinese context, this is considered a “proactive” fiscal stance, even though the fiscal impulse could be
negative. We also expect new investment programs in the context of balancing regional growth and/or
developing new strategic industries to be announced for implementation in 2011 and beyond, which could be
seen as a continuation of the stimulus.
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