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Macro Theme: China’s Failing Growth Model is A Systemic Risk
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This Model Has Lead Too Many Buildings And Factories ! These Vulnerabilities Are Now Exposed As The Economy Slows 2
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What Now? Slowing Growth and Too Many Buildings and Factories Already’
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Even Though Already at Developed Market Levels And Repayment Issues Will Grow
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Market Thinks The Positive More Than Offset These Issues

China is Transitioning to a Service Economy - Government is Turning to Stimulus Both Through Credit and Infrastructure 2
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These Positives Are Illusionary: Tertiary Growth # Consumer Growth!

Yes, The Service Sector Has Taken Over From The Manufacturing Yes, Investment in The Service Sector Is Growing
100% 350000
90% S =Primary & Secondary Fixed Investment
80% % (Manufacturing Sectors) 300000
o
70% 2 Tertiary Fixed Investment ( Service Sector)
] 250000
60% —
8
0, o
50% = 200000
40% ©
()
30% 150000
20% 3
10% & 100000
0%
1Q2004 1Q2006 1Q2008 1Q2010 1Q2012 1Q2014 1Q2016 50000
== Manufacturing Sector Tertiary Sector 0

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

But The Growth is Through Financials and RE But that Growth Has Come Through Real Estate

100% 350000
90% < e BTT + Real Estate Fixed Inv = Tertiary Fix
- Investededment 300000
80% 2 « = = BT + Transportation Fixed Investment (BTT)
(U]
70% é @==  Basic Tertiary (BT) 250000
60% = @ Primary & Secondary
50% O 200000
G P
40% ©
v & 150000
30% g ' d
20% g 100000
10% &
0% 50000
1Q2004 1Q2006 1Q2008 1Q2010 1Q2012 1Q2014 1Q2016 =
0
= = =Teritiary Sector without Finaical & Real Real Estate Tertoiry Sector 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

1.  IMEF Article IV China 2015
2. National bureau of Statistics China (NBS) 1. NBS 5
3. McKinsey Global Institute, “ Debt and (not Much) Deleveraging”, February 2015



SOM Macro Strategies

Macro Theme: China

Step 2: Fundamental Economic Framework
These Positives Are Illusionary: Infrastructure Growth Is Part of the Problem

Infrastructure Growth Has Been Substantial Already ! Infrastructure Look At a Par With Most Developed Nations Already 2
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Investment Infrastructure Is Already Sizable 2 China Should Reduce Infrastructure Investment Not Grow it 3
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These Positives Are Illusionary: Consumer Growth Is Constrained By Savings and Income!
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These Positives Are Illusionary: High Savings Rate Structural Not Easy to Change

One Child Policy Has Reduced the Number Children ! Fewer Children Means Fewer Females = More Savings 2
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Figure 4: Total fertility rates 1950-2010. Source: United Nations World Population Prospects 2010.

Fewer Children Means = More Savings !

Figure 2. SavingsRa e, by Head SAge
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Figure 3: Household saving rate (left axis) and ratio of parents, age 20-50, to children, age 0-19
(right axis).
1.  Curtis, Chadwick, Lagauer, Steven and Mark, Nelson, “Demographic Patterns and Household Savings in China”, March 2014
2. Wei, Shang-jin and Zhang, Xiaobo, “The Competitive Saving Motive: Evidence from Rising Sex Ratios and Savings Rates in China”, JPE, Vol 119, No 3, (June 2011)_
3.  Rosenzweig, Mark, and Zhang, Junsen, Economic Growth Center, Yale University, “co-residence, Life-cycle Savings and Inter-generational support in Urban China” April 2014
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These Positives Are Illusionary: Credit Growth # Economic Growth

China Needs An Ever Increasing Level Of Credit To Grow ! Productivity is Declining in Part Because of Falling Urbanization 3
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These Positives Are Illusionary: Trade Growth Masks Larger Problems!

Positive Traded Balance Offset By Capital Outflows Trade Balance Growth Comes From Falling Imports
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Step 3: Potential Catalyst

So, As China’s Growth Engine Fails, Problem With Loan Losses Will Mount !-2

Over 2/3 of Debt Backed By the Problem Sectors This Could Result in Substantial Losses
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The ROW Economies Could Slow As China Imports Slow

A 10% Decline in China Imports Could Have a Substantial Impact on
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1. IMF Working Paper, “China and Asia in Global Trade Slowdown”, Hong, Lee,Liao and Sneviratne, May 2016 12

2. IMF Working Paper, “China’s Imports Slowdown: Spillovers, Spillins, and Spillbacks”, Kierye, Alexei, and Leonididov, Andrei, March 2016
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contained herein has been obtained from sources believed to be reliable, but is not
necessarily complete and its accuracy cannot be guaranteed. No representation or
warranty, express or implied, is made as to the fairness, accuracy, completeness, or
correctness of the information and opinions contained herein. The views and the other
information provided are subject to change without notice. This report has been created
without regard to the specific investment objectives, financial situation, or particular
needs of any specific recipient and are not to be construed as a solicitation or an offer to
buy or sell any securities or related financial instruments. Past performance is not
necessarily a guide to future results. Company fundamentals and earnings may be
mentioned occasionally, but should not be construed as a recommendation to buy, sell, or
hold the company’s stock. SOM Macro Strategies accepts no liability for any damage
caused by any virus transmitted by this company’s emails, website, blog and Apps.
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