


Goldman Sachs Economic Research China Economics Quarterly

Table of Contents

Themes of the quarter:

Growth outlook:

Real GDP growth came in at 10.6% for 1Q2008 and CPI inflation at 8.3% for March page 3
Can policy start to ease? page 8
Is the PBOC losing its control over money supply? page 11
Raising our 2008 inflation forecast significantly page 13
Policy issues:

On reports of the PBOC easing credit controls page 17

The PBOC raised the reserve requirement ratio on March 18 and April 16 by 50 basis points each
page 18

Thematic issues:

How similar is China’s current inflation episode compared with the experiences in 1987-1988 and
1993-1994? page 19

Charting China page 26

We would like to thank our intern, Yitian Li, for her contribution to this publication.

Authors
Hong Liang Helen (Hong) Qiao Yu Song EvaYi
hong.liang@gs.com helen.giao@gs.com yu.song@gs.com eva.yi@gs.com
852-2978-0036 852-2978-1630 852-2978-1260 852-2978-1870

Issue No: 08/01 1Q2008



Goldman Sachs Economic Research China Economics Quarterly

China impression — 1Q2008:

e Real GDP growth softened but inflation reached a new decade high in 1Q2008 (see Real GDP
growth came in at 10.6% for 1Q2008 and CPI inflation at 8.3% for March).

e Developments in both domestic credit and FX inflows data at the start of the year cast doubts on
the effectiveness of the existing tightening package. We upgraded our inflation forecast as a result
(see Is the PBOC losing its control over money supply? and China: Raising our 2008 inflation
forecast significantly,).

e We reviewed the similarities and differences between the current episode of inflation with two
historical episodes and argued that currency appreciation remains the most viable option for the
Chinese government (see How similar is China's current inflation episode compared with the
experiences in 1987-1988 and 1993-1994?).

e We argued that in light of the heightened inflationary pressures, it is vital for the government to
maintain a tight policy stance in order to anchor inflationary expectations (see Can policy start to
ease? and On reports of the PBOC easing credit controls).

What else is in this issue:

e We reviewed policy tightening measures adopted (see The PBOC raised the reserve requirement
ratio twice on March 18 and April 16).

Key charts of the quarter:

Exhibit 1: Growth moderated further in 1Q2008 Exhibit 2: But rapid broad money supply
growth drove inflation to a high decade high
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102008 data summary:

% change, unless otherwise stated

2008 2007 2006 2005
GDP 1Q 4Q 3Q 2Q 1Q 4Q 3Q 2Q 1Q 4Q 3Q 2Q
yoy 10.6 11.3 12.2 12.6 11.7 11.3 11.5 12.4 11.3 10.4 10.3 10.6
qoqg (sa) 2.2 1.7 2.3 4.0 3.0 2.5 2.4 3.2 2.8 2.7 3.0 2.2

2008 2007

Mar Feb Jan Dec Nov Oct Sep Aug Jul Jun May Apr
Industrial Production
yoy 17.8 15.4 15.4 17.4 17.3 17.9 18.9 17.5 18.0 19.4 18.1 17.4
goq (sa, ann) 21.8 15.5 14.2 12.0 9.8 7.8 9.7 19.0 22.0 21.3 20.1 23.6
mom (sa) 2.9 1.3 21 1.0 1.0 0.3 2.3 0.0 -1.6 3.8 1.9 1.3
Nominal Retail Sales
yoy 215 20.2 20.2 20.2 18.8 18.1 17.0 17.1 16.4 16.0 15.9 15.5
qoq (sa, ann) 21.4 225 22.7 22.2 20.4 20.1 19.9 19.8 20.2 19.2 18.2 16.0
mom (sa) 2.5 1.1 1.3 2.2 1.6 1.9 1.2 1.7 1.6 1.3 1.8 1.4
Real Retail Sales
yoy 12.7 12.3 12.3 13.8 12.1 12.2 11.5 11.3 11.5 12.4 13.2 13.0
qoq (sa, ann) 10.8 13.7 14.1 15.1 12.9 10.7 9.2 9.7 12.9 14.4 15.0 13.3
mom (sa) 1.2 1.0 0.0 2.0 0.7 1.4 1.1 0.9 0.6 0.2 1.5 1.3
Fixed Asset Investment
yoy 27.2 24.3 24.3 20.1 26.0 30.7 24.8 27.3 26.2 28.5 26.9 25.9
qoq (sa, ann) 25.9 25.3 25.1 27.0 26.4 26.9 25.8 26.7 26.2 25.8 26.4 25.4
mom (sa) 2.2 1.9 2.2 1.7 1.4 2.8 1.5 2.2 1.8 2.1 2.0 2.0
Price Indicators
Consumer Price Index
yoy 8.3 8.7 7.1 6.5 6.9 6.5 6.2 6.5 5.6 4.4 3.4 3.0
qoq (sa, ann) 9.1 8.5 6.9 6.5 6.7 9.4 10.8 10.3 8.4 5.9 4.4 2.6
mom (sa) 0.6 1.1 0.6 0.6 0.7 0.5 -0.1 1.2 1.0 1.0 0.6 0.2
Producer Price Index
yoy 8.0 6.6 6.1 5.4 4.6 3.2 2.7 2.6 2.4 25 2.8 2.9
qoq (sa, ann) 12.5 12.2 11.0 8.1 5.6 4.3 4.1 4.3 3.7 3.3 2.4 2.7
mom (sa) 1.3 0.7 1.0 1.1 1.2 0.5 0.3 0.3 0.3 0.4 0.2 0.5
Trade Indicators
Exports
yoy 30.6 6.5 26.7 21.7 22.8 22.2 22.8 22.7 34.2 27.1 28.7 26.8
goq (sa, ann) 25.1 26.8 24.0 9.1 13.1 15.4 28.7 54.9 25.6 17.5 -14.2 33.8
mom (sa) -5.8 -3.1 10.6 -1.5 1.9 1.6 0.1 -0.6 5.3 0.5 3.5 16.7
Imports
yoy 24.6 35.1 27.6 25.7 25.3 25.3 16.1 20.1 26.9 14.2 19.1 215
qoq (sa, ann) 35.7 43.6 42.0 294 25.9 24.3 32.6 25.3 22.4 19.0 234 25.8
mom (sa) -1.8 -0.4 7.1 1.3 2.3 55 -0.8 -0.9 9.0 -1.8 1.5 2.9
Trade Balance (USD bn) 13.4 8.6 19.5 22.7 26.4 27.2 24.0 25.0 24.4 26.9 224 16.7
% yoy 98.2 -63.9 22.7 8.0 15.4 14.0 56.9 32.8 67.3 86.7 73.3 60.9
Financial Indicators
M2
yoy 16.3 17.5 18.9 16.7 18.5 18.5 18.5 18.1 18.5 17.1 16.7 17.1
goq (sa, ann) 16.9 16.7 16.4 11.6 17.3 15.5 20.2 20.9 22.0 16.6 14.9 16.3
mom (sa) 0.1 1.4 25 0.0 1.3 15 1.3 0.9 25 1.4 1.1 1.3
Total Loans
yoy 16.2 17.1 17.5 16.4 17.5 18.0 17.3 17.0 16.5 16.3 16.0 16.0
qoq (sa, ann) 18.5 19.8 15.6 11.3 14.9 18.2 18.0 18.5 17.2 17.2 14.9 19.2
mom (sa) 0.0 1.7 25 0.3 0.8 1.6 1.1 1.5 1.6 1.2 1.2 1.5
FX Reserves (USD bn) 1682 1647 1590 1528 1497 1455 1434 1409 1385 1333 1293 1247
Proprietary Indicators
GSCA 11.4 10.4 10.4 11.2 11.4 12.2 12.0 11.9 13.0 12.8 12.4 12.2
CEMAC-GS Coincident Indicator (Index) 102.64 102.62 102.60 103.15 103.30 103.21 103.04 102.78 102.61 102.52 102.41 102.14
CEMAC-GS Leading Indicator (Index) 103.22 103.23 102.64 10251 102.77 103.48 103.84 104.02 104.05 103.82 103.43 102.95
GS China FCI (Index) 109.0 107.8 108.4 108.0 108.1 106.8 106.8 107.0 106.7 107.4 107.3 106.9
GSPCC (Index) 189.9 184.6 176.4 166.7 159.6 157.0 155.3 150.1 146.0 145.6 147.2 145.5
(% yoy) 30.7 26.5 21.5 17.3 13.4 12.3 12.3 10.4 7.4 2.5 4.2 5.5

Source: NBS, CEMAC, PBOC, CEIC, Goldman Sachs Economics Research.
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Real GDP growth came in at 10.6% for 102008 and CPI

inflation at 8.3% for March

This comment was first published on April 16, 2008.

1. GDP growth moderated on the back of
slower exports growth

Real GDP growth moderated further to 10.6% yoy in
1Q2008 from 11.3% yoy in 4Q2007.> On a quarter-on-
quarter (qoq) basis, GDP growth picked up to 2.2% from
1.7% in 4Q2007 (see Exhibit 1). In light of the recent
data revision on 2006 and 2007 GDP, we have
adjusted our 2008 and 2009 GDP growth forecasts to
10.5% and 10.0% respectively. The adjustment is
purely a technical adjustment as the result of the data
revision and the new forecasts have maintained the same
sequential slowdown as being factored in before.

The softening was mainly driven by slower growth in
net exports. Exports growth moderated, but was still
held up at impressive levels. It recorded 21.4% yoy
growth in 1Q2008, compared with 22.2% in 4Q2007,
and 27.9% in the same period last year. On the other
hand, mainly because of the substantial increase in
commodity prices in 1Q2008, trade surplus growth,
measured in USD terms, decelerated to -10.9% yoy in
1Q 2008 compared with 12.2% yoy in 4Q2007, and
101.3% yoy in 1Q2007. In our view, this significant
deceleration in the trade surplus is consistent with a
significant deceleration in total corporate earnings in
1H2008.

In the meantime, domestic demand growth remained
strong. The nominal growth rates of fixed asset
investment and retail sales have largely maintained their
speed since early-2007, although the real rates of growth
are slightly lower in 1Q2008.

As for the month of March, industrial production posted
strong growth of 17.8 % yoy, compared with 15.4% yoy
in January-February. This is also a strong performance
sequentially. Fixed asset investment growth accelerated
to 27.2% yoy in March, up from 24.3% yoy in January-
February. Real retail sales growth also accelerated to
12.6% yoy in March from 12.3% yoy in January-
February, partly reflecting the effect of inflation and
negative real interest rates.

! please note that the NBS has revised up 2006 and 2007 real GDP
growth by 0.5% respectively on April 10, 2008. GDP growth rates
referred in this comment are all based on the estimated new GDP levels
and growth rates.

Exhibit 1: Growth moderating in 1Q2008
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Exhibit 2: CPI inflation moderated in March
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2. Headline inflation rate moderated to 8.3% in
March

Headline CPI inflation moderated to 8.3% yoy in March
compared with 8.7% yoy in February (see Exhibit 2).
However, in our view, the underlying inflationary
pressures remain undiminished and there are significant
risks of a rebound in CPI inflation in the coming months.
Meanwhile, the yoy reading of PPI inflation in March
continued to accelerate to 8.0% yoy from 6.6% yoy in
February. Its sequential momentum also accelerated to
12.5% qoq from 12.2% qoq.
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3. Tightening stance to be maintained

Despite the moderation in GDP growth in 1Q2008 and
lower yoy inflation in March, we believe it is crucial to
maintain the tightening policy stance to anchor rising
inflation expectations. It is still too early for the
government to claim victory for their inflation battle,
particularly given continued pressures from large FX
inflows and risks of renewed expansion in domestic
credit.

Therefore, we expect the government to maintain its
strict lending controls, accelerated CNY appreciation
pace, continued withdraws of liquidity via open market
operations and regular hikes to the reserve requirement
ratio. We also maintain our calls of two more interest
rate hikes (27 bp each) this year because of the elevated
inflation risks.

Hong Liang
Yu Song
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Appendix: Our thoughts on China’s GDP revision for 2006 and 2007

This comment was first published on April 10, 2008.

The National Bureau of Statistics (NBS) revised 2006 and 2007 GDP data today. Here are our thoughts on the revision:

e China revised 2006 and 2007 Real GDP Growth to 11.6% and 11.9%, respectively (see Exhibit 1). Most of the
revisions came from the tertiary industry, which reflect newly available survey data. Besides, nominal levels of
the primary industry were revised down but their growth rates remain unchanged, which implies that the revision
was a result of valuation changes (data on the primary industry are compiled using real volume and are subsequently
converted into levels under certain assumptions).

Exhibit 1: Summary table of GDP revision

Real GDP Growth Nominal GDP Level
Old New Revised by Old New Revised by
% % % RMBbn  RMB bn %
Aggregate GDP
2005 104 10.4 0.0 18387 18387 0.0
2006 111 11.6 0.5 21087 21192 0.5
2007 11.4 11.9 0.5 24662 24953 1.2
Primary Industry
2005 5.0 5.0 0.0 2307 2307 0.0
2006 5.0 5.0 0.0 2474 2404 -2.8
2007 3.7 3.7 0.0 2891 2810 -2.8
Secondary Industry
2005 11.7 11.7 0.0 8736 8736 0.0
2006 13.0 13.0 0.0 10316 10316 0.0
2007 13.4 134 0.0 12138 12138 0.0
Tertiary Industry
2005 105 10.5 0.0 7343 7343 0.0
2006 10.8 12.1 13 8297 8472 21
2007 114 12.6 12 9633 10005 3.9

Source: CEIC, NBS, Goldman Sachs Economics Research.

e The revised real GDP growth rates highlighted the extent of overheating for the overall economy, which is
consistent with the heightened inflationary pressures surfaced since early 2007, rather than any negative supply-side
shocks. It has also validated investors’ perception that China’s official GDP data may have understated the true
growth rate of the economy.
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Box 1: The timeline of policy tightening in China since 2007

April 16, 2008
The PBOC raised the RRR by 50 bp to 16.0%, effective April 25, 2008.

March 18, 2008
The PBOC raised the RRR by 50 bp to 15.5%, effective March 25, 2008.

January 16, 2008
The PBOC raised the RRR by 50 bp to 15.0%, effective January 25, 2008.

December 20, 2007
The PBOC raised the 1-year deposit rate by 27 bp, lending rate by 18 bp, and other rates by various degrees, effective
December 21, 2007.

December 8, 2007
The PBOC raised the RRR by 100 bp to 14.5%, effective December 25, 2007.

November 21, 2007
The State Council issued a statement urging the ministries and local governments to ensure that all new projects have
been properly authorized and meet the land-use, energy efficiency and environmental protection criteria.

November 10, 2007
The PBOC raised the RRR by 50 bp to 13.5%, effective November 26, 2007.

October 13, 2007
The PBOC raised the RRR by 50 bp to 13%, effective October 25, 2007.

Late September, 2007
Monetary authorities gave strict orders for commercial banks to abide to the 15% total CNY loan growth target set for
the year.

September 14, 2007
The PBOC hiked the 1-year benchmark deposit rate by 27 bp to 3.87% p.a. and the 1-year lending rate by 27 bp to
7.29% p.a., effective September 15, 2007.

September 6, 2007
The PBOC raised the RRR by 50 bp to 12.5%, effective September 25, 2007.

August 21, 2007
The PBOC hiked the 1-year benchmark deposit rate by 27 bp to 3.60% p.a. and the 1-year lending rate by 18 bp to
7.02% p.a., effective August 22, 2007.

July 30, 2007
The PBOC raised the RRR by 50 bp to 12%, effective August 15, 2007.

July 20, 2007
The PBOC raised benchmark interest rates by 27 bp, effective July 21, 2007.

July 20, 2007
The MOF cut the tax on interest income to 5% from 20%, effective August 15, 2007.

June 18, 2007
The MOF announced a series of export tax rebate adjustments affecting about 37% of China’s export categories.

May 30, 2007
The MOF raised the stamp duty on A and B shares to 0.3% from 0.1% overnight.
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Box 1: The timeline of policy tightening in China since 2007...continued

May 18, 2007
The PBOC widened the USD/CNY trading band from +/-0.3% to +/-0.5% around the central parity.

May 18, 2007
The PBOC raised the 1-year deposit rate by 27 bp and the 1-year lending rate by 18 bp as well as the RRR by another
50 bp.

April 29, 2007
The RRR was raised by 50 bp, effective May 15, 2007.

April 5, 2007
The RRR was increased by 50 bp, effective April 16, 2007.

March 17, 2007
Both the benchmark 1-year deposit and lending rates were increased by 27 bp.

February 16, 2007
The RRR was increased by 50 bp, effective February 25, 2007.

January 5, 2007
The reserve requirement ratio (RRR) was increased by 50 bp, effective January 15, 2007.

Issue No: 08/01 7 1Q2008
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Can policy start to ease?

This article was first published on April 7, 2008.

The tightening policies adopted so far (monetary tightening plus adjustments in export policies),
coupled with the slowdown in global demand, have already led to a deceleration in growth since
3Q2007.

However, persistent inflation and widespread wage pressures suggest that growth will probably
need to slow further before China can claim victory against this inflation bout.

In addition, excess liquidity, counter-productive price controls, and persistent negative real interest
rates leave China very vulnerable to fresh inflation shocks, induced either by rising inflation
expectations or by any unexpected supply shocks.

Therefore, we believe the government should not and is unlikely to loosen its policy tightening yet. If
policies get loosened prematurely, we believe growth would unlikely be boosted much because of
supply constraints, but inflation would likely become a bigger and more protracted policy challenge
than expected, and consequently, the negative impacts on China’s asset markets would also be more

prolonged.

Recent macro data from China have confirmed our
concerns since late-2007 that, while external demand is
weakening, domestic inflation will become the
predominant policy concern. More importantly, because
of the self-imposed constraint of a (very) gradual
appreciation path for the CNY, the dis-inflation policy
package is likely to involve many administrative
measures, which will either inflict pains on domestic
demand when China and the rest of the world badly need
it, or will be ineffective in bringing inflation down, or
even worse, be completely counterproductive (such as
the price controls).

As these worrisome macro trends played out and China’s
equity markets sold off in response, many investors are
asking: Will a slowdown in growth, realized or
anticipated, give room for the government to reverse its
tightening stance? In other words, can the government
start to ease?

Our view is: Not yet. The reasons are 1) growth needs to
slow meaningfully from last year’s 11%-+ range, possibly
to below 10% level, in order to bring inflation down to
below 5% on a sustainable basis; 2) it remains very
challenging for the central bank to bring money supply
growth down to the level consistent with its inflation
target under the current exchange rate policy setting; and
3) negative real interest rates, coupled with the ill-
designed price controls, leave China very vulnerable to
further inflationary shocks, induced either by rising
inflation expectations or by any unexpected supply
shocks.

If the government loosens its policy tightening
prematurely, we believe growth would unlikely be
boosted much given how tight overall capacity has
already been, but inflation would likely become a bigger
and more protracted policy challenge than expected.
Consequently, the negative impacts on China’s asset
markets would also be more prolonged.

We lay out our thoughts in details as follows.

I. Growth has slowed, but will likely need to
slow further

The 11-year record high inflation rate in 2007 came on
the back of an 11-year record high real GDP growth,
following 4 consecutive years of above-trend growth (see
Exhibit 1). The acceleration in growth was in turn
propelled by the acceleration in money supply growth
since late 2006. Therefore, to bring inflation down to 5%
or below, growth needs to decelerate back to its potential
level, possibly in the 9%-10% range, while broad money
supply (M3) needs to grow no more than 18% yoy.

The tightening policies adopted so far (monetary
tightening plus adjustments in export policies), coupled
with the slowdown in global demand, have already led to
a deceleration in growth since 3Q2007, and real GDP
growth is likely to head to 10% or slightly below very
soon (see Slower GDP growth, elevated CPI inflation
and money/credit growth above the targeted range—A
preview of the 1Q/March data to be released, China
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Views, April 7). However, persistent inflation and
widespread wage pressures suggest that growth will
probably need to slow further before China can
eventually put this inflation bout behind it.

However, if policymakers let their foot off the breaks
now because of the “pains” associated with the
disinflation process in terms of growth slowdown and
softening in pockets of the job market, aggregate demand
may get boosted, but actual growth may remain static
because of the supply constraints. The causality of such
premature policy easing is inflation, which would likely
rise further and eventually require more sacrifices in
output growth to contain.

Il. More worrisome, the current monetary
policy framework weakens the credibility of
the central bank

As we have argued in a previous article, there are serious
doubts about whether the Chinese central bank could
control the money supply growth while keeping both the
interest rates and the currency value substantially below
where they should be'. Monetary data in January-
February re-confirmed our view;

1. Banks continue to expand their lending,
sometimes off their balance sheets. They are set to
exceed their 1Q2008 CNY credit quota, and without
any credible punishment from the central bank, they
will likely exceed the full-year credit quota again as
well. In the meantime, anecdotal stories and our
estimation of M3 suggest banks have also been
expanding their off-balance-sheet lending through
loan securitization and trust companies. Moreover,
foreign exchange (FX) lending continues to
accelerate. If the current pace of FX lending
growth is maintained (40%-50% yoy growth),
even if banks stay within their CNY lending
quota, total loan growth would grow 20%+ in
2008 compared with 16.4% in 2007!

2. FX inflows continue to pour in. The net addition
to China’s already hefty FX reserves was about
US$60 billion per month in January-February,
compared with a trade surplus of US$14 billion per
month. Its growth rate continues to be 30%+ yoy,
still much faster than nominal GDP growth.

With the CNY continuing to be (crawling) pegged to the
USD at a significantly undervalued level, we remain
doubtful that China can control its money supply growth,
and therefore inflation, while the US tries to reflate its
economy with massive monetary easing.

1 see China’s renminbi: An unbearable straitjacket for the central
bank, Asia Economics Flash, November 12, 2007.

Exhibit 1: Excessive aggregate demand
expansion leads to rising inflation with a time
lag
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lll. Price controls are backfiring

At present, we see risks of fresh inflation shocks
potentially coming from 4 major sources of
vulnerabilities:

1. Energy price controls. State-owned downstream oil
industries and utility companies have reported
massive profit declines, even outright losses, in the
first 2 months of the year. If oil and coal prices do
not come down quickly in the near term, let alone
rise further, the artificially repressed energy prices
will need to be adjusted upwards, or China will
likely face a widespread policy-induced energy
shortage.

2. Price controls on essential food products imposed in
early-January are being selectively lifted. However,
maintaining such “soft” controls is likely to deter
effective supply responses while encouraging
hoarding activities.

3. To keep grain prices low, the government has sold
large quantities of its grain inventories every week
since last November. As a result, domestic wheat
and rice price increases have lagged significantly
behind other food products, and their price levels are
now only about half of the level in international
markets. However, with agricultural production
costs and farmers’ own consumption costs continue
to rise, farmers are understandably not only reluctant
to sell their grain inventories now, but also allocate
less acreage to grain production this year. In the
meantime, consumers may want to hold more grain
inventories because of rising inflation expectations.
The recent jump in rice prices in Asia, in the
absence of any supply shocks, demonstrated how
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powerful inflation expectations could push up prices
instantaneously.

4. Negative real interest rates leave China particularly
vulnerable to changes in inflation expectations. The
real deposit rates have been negative for more than a
year, reaching more than -4 percentage points in
recent months, and will likely remain in the negative
territory for the foreseeable future. The failure to
raise nominal interest rates ahead of the inflation
curve has been the main factor behind China’s past
boom and bust cycles.

In our view, there is no pain-free solution for any of the
above challenges because of the large distortions already
being generated by these policy choices. However, we
also believe China will eventually move away from these
controls, some in the short term, and some over the
medium to long term. Only in the near term, pressures to
break these controls would add considerable upside risks
to China’s already worrisome inflation outlook.

Concluding thoughts

Our baseline forecasts assume CPI inflation will peak in
1Q2008 at 8% and trend down toward 5% by the end of
the year, on the back of slowing growth and a
meaningful deceleration in money supply growth. The
dis-inflation policy package we envisage would involve
an annualized 12% CNY/USD appreciation, 2 more 27-
basis-point interest rate hikes, frequent reserve
requirement ratio hikes, and continued controls on bank
lending. Coupled with a slowdown in global demand, we
believe such a tightening package has a reasonable
chance to help China muddle through the current
inflation bout.

However, the risks to our inflation forecast remains
clearly on the upside, even though the risks to our 10%
growth forecast for 2008 are slightly on the downside. In
particular, excess liquidity, counter-productive price
controls, and persistent negative real interest rates leave
China very vulnerable to fresh inflation shocks. As a
result, the risk premium for China-related assets will
likely remain elevated as the market continues to
question the ability of the current economic policy
setting to maintain macro stability and sustain strong
growth.

Hong Liang
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Is

the PBOC losing its control over money supply?

This article was first published on February 15, 2008.

After a brief dip in December 2007, both money supply and loan growth rebounded sharply in January 2008. The
magnitude of the money supply rebound is especially disheartening, given the heightened risks of inflation. This
unexpected monetary loosening has not only clouded the inflation outlook for the rest of this year, but also cast
doubts on the government’s capability to control money supply by mainly relying on administrative controls.

The strong monetary data in January has again confirmed that, under the current interest rate and exchange rate
environment, both the demand for and supply of credit remain buoyant. In other words, the frequent reserve
requirement ratio hikes and the limited adjustments in interest rate and currency so far have left monetary policy still
(far) behind the curve, and are not restrictive on the margin for banks. As a result, the only binding constraint for
bank lending remains to be the heavy-handed “window guidance” by the central bank, i.e., their enforcement of the
credit quota.

However, as Chinese banks become more commercial-oriented after their listings, credit control, an old (but then
effective) policy tool from the planning-era, seems to be losing its effectiveness quickly. Aside from creative
financial innovations (such as putting some lending off balance sheet by securitizing the loans), commercial banks
have continued to push higher the credit ceiling imposed on them by the central bank. If the central bank silently
allows a slippage of its 1Q credit quota, its annual credit quota for 2008 would likely be exceeded by a significant
margin again.

Moreover, as China becomes more open and integrated with the global economy, foreign exchange (FX) borrowings
shall become very attractive commercially because of the lower interest rates for FX loans vs. CNY loans and the
expected CNY appreciation, and because they are not subject to the lending quota for CNY loans. Indeed, total FX
loans increased by 42.6% yoy in January as compared with 30.2% in December 2007!

Exhibit 1: Total FX loan growth

% chg yoy

45

40 -

354

30 4

25 4

20 ~

154

10 4

5

0

Jan-03 Jan-04 Jan-05 Jan-06 Jan-07 Jan-08

Source: CEIC, Goldman Sachs Economics Research.

5.

If money supply continues its current growth trend, the inflation trajectory for China in 2008 will likely be a lot
higher than what we and the consensus are currently expecting. Even after the snow storm effects subside, fast
monetary expansion would keep inflation at elevated levels or even re-accelerate it again. However, any further
acceleration in inflation rate from here (6.5% yoy as of December 2007) would push it to levels that would be very
uncomfortable for both policymakers and China’s investors, and it would also make the eventual “landing” of this
inflation episode much harder than otherwise the case.
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6. So, is the central bank losing its control over money supply? In our view, the answer tilts towards a “yes,” as long as
the CNY remains quasi-pegged against the USD at a significantly undervalued level. In other words, money supply
in China is affected more by the US Fed than the People’s Bank of China itself. The problem is that the Fed is now
easing its monetary policy aggressively, but China is trying to engineer a monetary tightening because it is running a
close to 7% headline inflation, with additional pent-up inflation pressure from its repressed energy prices.

7. When will China free itself from the straitjacket imposed by the outdated currency policy so as to allow its monetary
policy to regain independence, but more importantly, to allow its economy to rebalance and decouple?
Unfortunately, we don’t know the answer, and the waiting has certainly been long. However, it has become
increasingly clear that, without a breakthrough of the CNY policy, China is unlikely to be able to put its macro
house in order. In addition, in the near term, policymakers will likely be pushed to try to tighten the monetary policy
further, and have little room to contemplate any easing.

Hong Liang
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Raising our 2008 inflation forecast significantly

This article was first published on February 22, 2008.

The latest developments in both domestic credit and FX inflows macro data have not only pointed to
significant upside risks to inflation, but also have cast serious doubts on whether the current
tightening package, which involves a lot of administrative controls but little change in the underlying
economic incentives, will be effective.

Therefore, we have raised our 2008 inflation forecast substantially to 6.8%, compared with 4.5%
previously. We believe the near-term inflation rise to high single-digit levels (even reaching double
digits potentially in some months) will likely add significant policy risk premiums to China-related
assets, and its eventual cure will likely entail some real pains in the economy.

However, currency appreciation remains a viable, and the most optimal, policy tool for China to cure
its inflation problems (and many other challenges) without generating a hard landing for the overall
economy. We believe that, as the macro situation deteriorates further and other policy options
become more painful, China is pragmatic enough to make the right policy choice (eventually) for the
benefits of its own macro stability. Therefore, we have raised our CNY/USD appreciation rate

significantly, particularly in the near term.

As we have highlighted at the beginning of the year, the
most important macro questions for China in 2008 are
the behavior of inflation and the choice of policy
responses. The latest macro data has not only pointed to
significant upside risks to inflation, but also has cast
serious doubts on whether the current tightening
package, which involves a lot of administrative controls
but little change in the underlying economic incentives,
will be effective. Based on the latest developments, we
have revised our 2008-2009 macro forecasts
substantially by:

1. Raising significantly our inflation forecast for 2008
to 6.8% from 4.5% previously.

2. Changing our policy call to involve a substantial
monetary tightening through currency and interest
rate adjustments. We now expect CNY to appreciate
significantly, front-loaded in the next few months,
and 2 more interest rate hikes this year.

3. Lowering our GDP growth forecast in 2009 to 9.5%
from 10% previously.

In our view, much of the policy challenge facing China
in the near term is the result of policy being behind the
curve for too long, particularly the limited progress made
in currency adjustment. The near-term inflation rise to
high single-digit levels (even reaching double digits
potentially in some months) will likely add significant
policy risk premiums to China-related assets, and its
eventual cure will likely entail some real pain in the
economy.

However, we believe currency appreciation remains a
viable, and the most optimal, policy tool for China to
cure its inflation problems (and many other challenges)
without generating a hard landing for the overall
economy. We believe that, as the macro situation
deteriorates further and other policy options become
more painful, China is pragmatic enough to make the
right policy choice (eventually) for the benefits of its
own macro stability. Therefore, we have raised our
CNY/USD appreciation rate significantly, particularly in
the near term.

The following sections discuss in more detail our views
on inflation, growth and policy outlook for 2008-2009.

Inflation has become a real and present threat
to macro stability

Since we first warned investors of the significant upside
risks to inflation in May of last year, CPI inflation has
continued to advance faster than expected, jumping from
less than 3% in 1Q2007 to more than 7% in January
2008. Rather than blaming it on bad weather or pork
supply, we believe headline inflation has (always) been
driven by fast monetary expansion (see Exhibit 1), and
therefore, only until China can effectively tighten its
money supply growth will it be able to truly put off
inflation pressures on a sustained basis.

Our previous inflation forecast of 4.5% for 2008
assumed a significant slowdown in money supply
growth, mainly delivered through an effective quantity
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rationing of domestic credit, and by a deceleration in
foreign exchange (FX) inflows because of slowing trade
surplus growth. As a result, we thought China could
“muddle through” this inflation episode with only limited
adjustments in interest rates and the currency.

However, the latest developments in both domestic
credits and FX inflows have cast serious doubts on these
assumptions. The rebound in domestic credits in January
and continued pouring inflows of FX have kept broad
money supply growth at above 20% level, adding further
fuel to the inflation engine. As a result, we believe the
inflation trajectory for China in 2008 will be a lot higher
than what we had expected before.

Therefore, we have raised our 2008 CPI inflation
forecast to 6.8%, compared with 4.5% previously and the
current consensus forecast of 4.5%. We have also raised
our inflation forecast for 2009 to 3% up from 2.5%
previously. Exhibit 2 plots our expected quarterly
inflation path for 2008, which projects the inflation rate
to stay in the 7%-8% range for 1H2008 and gradually
trend to slightly above the 5% level by year-end. We
expect the deceleration in inflation in 2H2008 to be
driven by a meaningful tightening of monetary
conditions through interest rate and currency adjustments
(more details on the policy trajectory in the next section).

Unfortunately, we see the risks to our already
significantly-above-consensus forecast for inflation are
still on the upside. While the pure weather-induced
spikes in food inflation would likely subside eventually,
continued expansion in money supply will keep inflation
at elevated levels or even re-accelerate it again.
Specifically, we see there are significant pent-up
inflation pressures in the following two areas:

1. The need to lift price controls. Experiences
everywhere, including China, have repeatedly
demonstrated that price controls are never effective
in containing inflation pressures. To the contrary,
they tend to exacerbate an existing inflation problem
by reducing effective supply while keeping demand
buoyant. At the present, we see pressing need for the
government to loosen their controls on energy
prices, and the controls over key food products have
become more difficult to implement.

2. The need for the relative grain prices to adjust.
Despite the significant price increases in many food
products (and their associated production costs),
grain (wheat and rice) prices in China have so far
only seen very limited increases, and are well below
international prices. Stable grain prices have been
achieved by the government actively running down
the state-owned grain inventory, and they may
become harder to sustain if other prices, including
the production costs for farmers, continue to rise.

Exhibit 1: Inflation,
inflation, has been
expansions in China

including
driven

food price
by monetary

% chg yoy % chg yoy

40
T 38

35 A
—CPI

30 - -+ 34

- - - CPI: food price

25 4 = Broad money supply growth* ( RHS)

+30
20
»1 26
15 A

10 - VY 22

-+ 18

114

-10 - - 10
1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Broad money supply only contains M2 before 2003, since non-M2
components in M3 supply take up very small weight back then. We used a
"M3 proxy" for broad money supply after 2003. M3 proxy includes net
foreign assets and domestic credits, and the only item in M3 that is not
included in the M3 proxy is "other assets", whose level is only attainable
since 2006, however, it should not have much impact on the growth rate
of M3 due to its small share and very stable growth.
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Exhibit 2: Inflation has further legs to run
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What should China do to prevent inflation from
accelerating further?

Policy options getting narrowed, with the
pressure point squarely on the CNY

We believe policy formulation and implementation will
likely become more decisive this year, because
government re-elections at the central and local levels
will be completed after the National People’s Congress
meeting this coming March, but more importantly,
because of the elevated inflation risks. Any further
acceleration in inflation rate from its present point (7.1%
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yoy as of January 2008) would push it to levels that
could lead to broad-based social discontent, and
therefore, concerns for political stability in China.

Compared with the policy package envisaged previously,
we now expect a significant portion of the monetary
tightening to be delivered through a change in the
underlying economic incentives—that is, the exchange
rate and interest rates, because we have observed that the
old administrative control tools from the planning-era are
losing their effectiveness quickly. In particular,
commercial banks’ willingness and capability to lend
remain buoyant under the current interest rate and
exchange rate environment, and FX inflows keep
pouring in through various channels including trade
accounts, foreign direct investment inflows, and FX
loans.!

Exhibit 3: FX inflows have become an increasingly
important source of money creation
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Exhibit 4: Growing interest rate differentials have limited the scope for further interest rate hikes
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Even if the government can regain its control of domestic
loan growth, the size and speed of FX inflows may keep
broad money supply accelerating (see Exhibit 3). As a
result, we now believe the central bank will be pushed to
undertake a significant adjustment in the currency as
well as a modest adjustment in interest rates in the near
term. Specifically, we forecast:

1. Two more interest rate hikes. We are now expecting
the People’s Bank of China (PBOC) to raise its
benchmark 1- year deposit and lending interest rates
twice, by 27 basis points (bp) each time (likely in
1Q and 2Q), compared with our previous call of no
rate hikes in 2008. In addition, we see more pressure
on short-term deposit rates relative to rates over the
longer term.

! see Is the PBOC losing its control over money supply? China Views,
February 15.

2. Faster CNY appreciation, particularly in the near
term. Because of the growing interest rate
differentials between the CNY vs. the USD (see
Exhibit 4), we believe currency adjustment will take
on a larger role in tightening monetary conditions
this year compared with the past. We now expect
12% CNY/USD appreciation over the next 12
months vs. 10% appreciation expected previously.
More importantly, we expect significant CNY
appreciation in the next 3-6 months, and have
adjusted upward our 3 and 6-month CNY/USD
forecasts to imply a cumulative 5% and 9%
appreciation rate respectively (see Exhibit 5).

In the meantime, as part of ongoing liquidity
management by the central bank, we expect frequent
reserve requirement ratio adjustments, and continued
credit quota enforcement (likely on a monthly basis).
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Growth implication

The magnitude of the CNY/USD appreciation over the
next 12 months, if realized, would imply a substantial
trade-weighted appreciation of the currency (15.7% in
NEER terms based on our current EUR and JPY
forecasts). Accordingly, we expect to see a notable
change in trade growth and its contribution to growth
(see Exhibit 6). Once a meaningful currency appreciation
takes place and export growth softens visibly, we expect
the government policies to switch to a domestic-demand-
friendly stance, particularly in areas related to domestic
investment. As a result, the engine of growth would
switch away from exports and move towards domestic
demand.

We have kept our 2008 GDP growth forecast unchanged,
since we see higher downside growth risks from exports
are likely to be balanced out by stronger domestic
demand (in light of the recent strong credit data).
However, we have lowered our GDP growth forecast for
2009 to 9.5% from 10%, because we now expect a
quicker adjustment in China’s trade imbalances than
before.

Concluding thoughts

Even though our growth forecasts for 2008-2009 remain
benign, the near-term inflation risks and the uncertainties
associated with potential different policy choices with
vast different macro implications, in our view, will likely
continue to put a cautious overlay for China related
investment themes. If China chooses to intensify the use
of various administrative controls, we believe those
controls will ultimately fail to contain, but even
perversely, exacerbate the existing inflation problems.
On the other hand, if China allows a meaningful CNY
appreciation to deal with its current macro challenges, it
would be the beginning of a truly domestic-demand-
driven growth era. We believe China will ultimately be
able to make the right policy decisions, but before that
happens, things may still get messier.

Hong Liang

Exhibit 5: Faster CNY appreciation
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Exhibit 6: Summary indicators

(percentage change, unless otherwise indicated)

2006 2007E 2008F 2009F

GDP 111 11.4 10.0 9.5 (10.0)
Domestic demand 9.5 8.9 9.3 10.5 (10.3)
Private consumption 8.0 8.5 9.5 10.0 (10.3)
Government consumption 9.3 9.0 9.2 95 (9.8)
Fixed investment 10.8 10.4 9.9 10.5 (10.3)
Net exports (percentage point contribution) 23 3.2 1.6 01 (0.8)
Exports (G&S) 19.6 19.0 12.0 7.0 (15.0)
Imports (G&S) 183 16.8 115 7.8 (16.0)

Memo:
Current account balance (as % of GDP) 9.4 11.9 119 (12.2) 93 (10.1)
CPl inflation (period average) 15 4.8 68 (45 30 (25

Previous forecasts are in parentheses.
Source: CEIC, Goldman Sachs Economics Research.
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On reports of the PBOC easing credit controls

This comment was first published on February 1, 2008.

China’s central bank, the People’s Bank of China (PBOC) has put on its website a notice to its branches and all
commercial banks, asking them to strengthen their credit provisions to storm-affected areas, particularly those loans
related to disaster relief, energy provision, food production and transportation, as well as micro financing to farmers.

There is no mention or any indication by the PBOC to ease the aggregate loan quota set for the full year, nor the
quarterly allocation of loan quota within the year.

Our channel check with banks suggest 1) no easing on the loan quota set for 1Q or the full year; and 2) limited interests
for banks to provide the type of loans the central bank has called for.

In our view, with the large overhang of inflation risks in the next two months, it is too early to expect macro policies in
China can switch to an easing mode.

Hong Liang
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The PBOC raised the reserve requirement ratio on March 18
and April 16 by 50 basis points each

The People’s Bank of China (PBOC) raised the reserve requirement ratio (RRR) twice since February on March 18 and
April 16 by 50 basis points (bp) each to 16.0% from 15.0%.

We believe these RRR hikes are helpful in demonstrating the central bank’s tightening stance. However, we maintain
our view that small scale hikes to the RRR are not sufficient to control monetary expansion and inflation. With the
excess reserve ratio consistently standing at above 2% level, 50-bp increases in the RRR are not binding on banks’
capabilities to lend.

Going forward, we expect the central bank to implement further tightening measures including regular hikes to the RRR,
2 hikes to benchmark interest rates, continued credit rationing in commercial lending, as well as faster appreciation of
the currency.

Yu Song
Hong Liang
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How similar is China’s current inflation episode compared
with the experiences in 1987-1988 and 1993-1994?

This article was first published on March 12, 2008.

In this article, we take a close look at what happened during 1987-1988 and 1993-1994, China’s two
previous encounters of high inflation (or close to hyperinflation). The resemblances of these experiences
to China’s current inflation challenge are striking, despite the substantial structural changes that have
taken place in the economy since then.

These similarities include: 1) a significant acceleration in money supply growth has preceded every
inflation bout in China; 2) inflation begins to accelerate notably shortly after real deposit rates become
negative; 3) various administrative controls, such as credit, investment, and price controls, are always an
integral part of the dis-inflation package, but also are always unable to bring inflation down on a
sustainable basis; and 4) therefore, substantial adjustments in interest rates and the exchange rates,
although often being too late to engineer a soft landing of the economy, have also always taken place in
the end.

On the other hand, a key difference in China’s external balances now vs. then offers a potential brighter
outcome for the current inflation landing exercise. China today is running a significant current account
surplus on the back of its substantially undervalued currency, as in contrast to its past inflation bouts that
were associated with a rising current account deficit with an overvalued currency. Therefore, we believe
a substantial appreciation of the CNY remains a viable and the most optimal policy option that can bring
in a landing of inflation with only limited damage to its domestic demand.

With the official reported CPI inflation surging to 8.7% The resemblances of these experiences to China’s current
in February 2008, the market is understandably worried. inflation challenge are striking, despite the substantial
How bad could China’s inflation problems become? Are structural changes that have taken place in the economy
there risks that China will have an inflation bust, i.e., a since then. In our view, the following observations from
hard landing of the economy in the end? What can and/or the 1987-1988 and 1993-1994 experiences provide a few
will policymakers do in response? important sketches in the roadmap of how the current

inflation episode may develop:
In our view, these are the right questions to ask, and for
investors/policymakers to focus their attention on, rather 1. A significant acceleration in money supply growth
than to continue blaming pork or global commodity has preceded every inflation bout in China.
prices, or betting on the base effect for help in 2H2008.
2. Inflation begins to accelerate notably shortly after

China is no stranger to inflation (even hyper-inflation). real deposit rates become negative. That is, velocity

Its deflation experience during 1997-2002 was indeed an begins to increase once households see the real value

abnormality in its three decades of fast economic growth. of their bank deposits being eroded by inflation.

At a US$2,000 per capita income level, China’s policy

challenges for sound cyclical management should be and 3. Various administrative controls, such as credit,

have predominantly been with how to prevent its investment, and price controls, are always an

buoyant demand from running ahead of its supply integral part of the dis-inflation package, but also are

capacity (rather than the so-called oversupply problems). never able to bring inflation down on a sustainable

In this context, we believe China’s previous experiences basis.

of high inflation offer some very interesting insights on

its current challenges. 4. Therefore, substantial adjustments in the interest
rates and the exchange rates, although often being

In this article, we take a close look at what happened too late to engineer a soft landing of the economy,

during 1987-1988 and 1993-1994, China’s two previous have also always taken place in the end.

encounters of high inflation (or close to hyperinflation).
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However, a key difference in China’s external balances
now vs. then offers a potential brighter outcome for the
current inflation landing exercise. Specifically, rather
than running a rising current account deficit with an
overvalued currency (as in 1987-1988 and 1993-1994),
China’s challenge today is what to do with a significant
undervalued currency (and consequently a large current
account surplus). We believe a substantial appreciation
of the CNY, therefore, remains a viable and the most
optimal policy option, and there is no conflict this time
between the two policy objectives of bringing inflation
down and getting the external imbalances corrected.

No doubt it is a difficult policy choice to make,
especially since many (better cyclical) opportunities have
been missed and the external imbalances have already
become so large. Nevertheless, further delays in taking
on the needed policy adjustments, in our view, increase
the risks of turning missed opportunities into an inflation
crisis, which would eventually entail more painful
adjustments for the overall economy.

So, what have (not) we learnt from the history of
inflation in China?

“Inflation is always and everywhere a
monetary phenomenon ™"

With inflation veering its ugly head in many parts of the
world today, it is perhaps a great time to revisit the
wisdom offered by Milton Friedman four decades ago on
what drives inflation and what polices will work (and not
work) to bring inflation down. Incidentally, Friedman’s
two visits to China, in 1988 and 1993, coincided with the
two high inflation bouts in China post-1949.

Exhibit 1 illustrates a close relationship between the
broad money supply growth rates vs. the CPI inflation
rate during the past two and half decades, and money
supply growth rate appears to lead CPI inflation for
about 6-12 months. Such a tight relationship is clearly
maintained during this cycle as well (see Exhibit 2).?
Broad money supply growth has begun to accelerate in
late-2006, and is currently running at 22%-23% yoy.

On the other hand, the specific factors that led to the
acceleration in money supply growth, and the particular
consumer products that first showed acute price
pressures, differ in each inflation episode.

! Milton Friedman, 1967, The Counter-Revolution in Monetary Theory:
First Wincott Memorial Lecture, Delivered at Senate House, University of
London, 16 September, 1970 (lea Research Monographs, 24).

2 The broad money supply growth we monitor is an M3 proxy. For detailed
discussions on why we believe M3 is now a better matrix than M2 as a
measure of monetary expansion, please see China: M2 growth may have
understated the speed of monetary expansion, Asia Economics Flash, July 5,
2007 and China: Why should we care about M3 growth? Asia Economics
Flash, July 9, 2007.

Exhibit 1: CPI inflation rate is closely correlated
with the broad money supply growth rate...
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Exhibit 2: ...the money supply growth rate
appears to lead CPI inflation for about 6-12
months
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* Broad money supply only contains M2 before 2003, since non-M2
components in M3 supply take up a very small weight back then. We used
a "M3 proxy" for broad money supply after 2003. M3 proxy includes net
foreign assets and domestic credits, and the only item in M3 that is not
included in the M3 proxy is "other assets," whose level is only attainable
since 2006, however, it should not have much impact on the growth rate
of M3 due to its small share and very stable growth.

Source: CEIC, Goldman Sachs Economics Research.

In previous inflation episodes, the acceleration of money
supply was led by fast domestic credit expansion, often
to fund government-led investment projects, and by the
need to monetize fiscal deficits (see Box 1 for a more
detailed chronology of the 1987-1988 and 1993-1994
inflation experiences). Non-food consumer goods led the
charge in the 1987-1988 inflation bout, while food price
inflation was an important catalyst in the 1993-1994
inflation episode. In contrast, an important source of
monetary expansion this time has come from persistent
foreign exchange (FX) inflows, and the inflation
pressures first showed up in asset prices and now mostly
in the food category.
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Box 1: Precludes of the previous high inflation episodes in China
1987-1988

e This overheating episode was in many ways an extension of the earlier one that occurred in 1984-1985.

o  Money supply growth accelerated dramatically after the party congress in 1984 that pushed forward many reform
initiatives. Overheating became apparent in 1985 and the government implemented tightening measures.

e However, the government subsequently loosened policy in 1986 due to concerns of over-tightening.

o Policymakers were slow in reacting to rising inflationary pressures partly because they focused only on the yoy
growth of CPI, which remained low, while sequential inflation pressures had already accelerated significantly.

e The government’s decision to liberalize the price system amid rising inflation exacerbated the situation. It raised
people’s inflationary expectations and contributed to widespread panic purchases of consumer goods during the

height of this inflation episode.

1993-1994

o Real estate and other investments accelerated rapidly after Deng Xiaoping’s visit to Southern China in 1992.

o Inflation expectations rose rapidly in 1993, and farmers were unwilling to sell grains in the market in 1994.
Inventory hoarding, including that of grains, exacerbated the boom-bust cycle.

However, to say CPI inflation has been concentrated in
food prices so far this time does not offer investors (or
policymakers) any guidance on how relative prices will
adjust going forward, that is, whether the present price
pressures in a few food categories will likely be followed
by ratcheted upward adjustments in relative prices. With
buoyant income growth and a very willing banking
system, we believe the risks are rising for inflation
pressures to quickly pass-through to the broad consumer
basket, including further relative price adjustments
within the food category, and eventually to the non-food
products.

Indeed, history has shown that inflation in China tends to
be a very volatile process, especially after real deposit
rates dip into the negative territory.

Inflation began to accelerate (shortly) after
real deposit rates turned negative

Because the central bank is always slow in adjusting
nominal interest rates, rising inflation soon pushes real
interest rates into the negative territory. However, with
most of the household financial wealth in the form of
bank deposits, negative real deposit rates tend to lead to a
change in household consumption behavior quickly. That
is, households will begin to convert their bank deposits
into real assets. These real assets in 1987-1988 and 1993-
1994 were mainly various consumer goods, and this time
around they have included real estate, paintings,
domestic A shares, and exotic teas etc. Such inflation
hedging demand may also soon show up again in
ordinary consumer goods if inflation expectation is not
contained soon.

Exhibits 3A-3C plot the real deposit rate vs. the headline
inflation rate for the 1987-1988, 1993-1994, and the
present inflation episodes. One can see clearly that the
slope of CPI inflation became much steeper once the
negative real rate line is crossed.

Looking from another angle, velocity tends to rise with
escalating inflation expectations, although over the long
run, velocity exerts a downward trend due to financial
deepening. Exhibit 4 suggests we are now at another
turning point of velocity rising, and therefore, likely
more inflation troubles ahead.

Exhibit 3A: The 1987-1988 episode
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Exhibit 3B: The 1993-1994 episode
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Source: CEIC, Goldman Sachs Economics Research.

Policy responses have always involved
extensive administrative controls

Box 2 details the various credit controls, prices controls,
and controls on domestic investment and consumption
imposed during the 1987-1988 and 1993-1994 inflation
episodes. Many of these measures, unfortunately, look
indeed familiar.

What is interesting, however, is these administrate
control measures were not able to accomplish the dis-
inflation policy objective for a sustained period of time
even when arguably the government had more or better
controls over resource allocations back then.

Substantial interest rate and exchange rate
adjustments followed sooner or later

China’s disinflation efforts have never gotten away from
some substantial adjustments in the interest rates and the
exchange rates, even in 1987-1988 and 1993-1993, when
presumably the economy was less open and less market-
oriented. Exhibit 5 details the magnitudes of the
cumulative policy adjustments in interest rate and
exchange rate during these two periods. These
adjustments were neither small nor gradual.

It then begs the question: can China avoid taking the
needed adjustments in the currency and interest rates this
time?

Exhibit 3C: The current episode

% yoy %
9 T5

81 —CPI

74 ST - - - Real deposit rate (RHS, reversed)

0 T T T T T T T T T 3
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Source: CEIC, Goldman Sachs Economics Research.

Exhibit 4: Velocity tends to rise with escalating
inflation expectations

% % yoy
1993-1994
-16 4 - 10

1988-1989 |

- - - Real deposit rate (reversed)

—Velocity (RHS) 15

+-10

] Las
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Source: CEIC, Goldman Sachs Economics Research.

The answer is likely to be “No,” not after its economy
has become much more open and much more market-
driven. The real question is whether the eventual policy
adjustments come in too little and too late for a soft
landing of the economy.

What are the key differences between the
current vs. the past inflation episodes?

No doubt many structural changes have taken places
over the past decade:

Exhibit 5: Magnitude of interest rate and currency adjustments during the last two periods

1987-1989

Interest rate * 414 bp (in 2 installments)
Exchange rate Depreciated by 14% (in 1 installment)
* 1-year benchmark deposit rate.

Source: CEIC, Goldman Sachs Economics Research.

1993-1994

234 bp (in 2 installments)
Depreciated by 50% (in 1 installment)
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Box 2: Tightening measures used in previous inflation episodes

1987-1988

Monetary: The People’s Bank of China

e Imposed strict annual loan quotas according to the amount of deposits each commercial bank received. Lending
activities were monitored on a quarterly basis and assessed on a monthly basis.

e Raised the reserve requirement ratio (from 10.0% to 13.0%) and benchmark deposit interest rates (from 7.2% p.a.
t0 11.34% p.a.).

e Closed and consolidated a number of financial institutions including trusts, city cooperatives as they engaged in
“risky” lending activities that were not subject to the annual bank lending quotas.

Investment controls: The government (led by the then planning commission)

e Re-assessed and downsized investment projects under construction.
e Terminated or suspended investments deemed as non-vital production projects.
e Tightened the controls on land transfers.

e Requested investment projects to be approved by provincial or central governments.

Price controls:

o Officials at different levels of government were held accountable for controlling inflation in their regions/areas.
e Some key commaodities in high demand (e.g., color TVs) could only be sold at government-sanctioned stores.
e  Price ceilings were imposed on some other commaodities (e.g., cooking wok and thermos flask).

e Hotlines were set up to encourage the reporting of non-compliance.

Consumption: The government

e Controlled spending by government agencies and state-owned enterprises.
e Investigated and closed unauthorized off-the-book funds owed by various government-related entities.

e Limited the pace of headline wage increases and imposed strict controls on the way wages/bonuses were
distributed.

1993-1994
Monetary: The People’s Bank of China

e Formally set the annual loan quotas for commercial banks and monitored lending activities on a quarterly basis and
assessed on a monthly basis.

e Requested commercial banks to ensure that they had enough cash for their daily businesses.

e Raised benchmark interest rates (1-year lending) from 8.64 % pa to 10.98 % pa.

e Devalued the CNY by 50% vs. the USD.
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Box 2: Tightening measures used in previous inflation episodes...continued
Investment/real estate: The government

e Assessed investment projects under construction.
e Imposed strict controls on new projects to be started.
e  Stopped investment projects that:
1) were not encouraged by the industrial development policy;
2) did not have secure sources of funding;
3) did not have clear market prospects;
4) did not have the appropriate conditions to start construction.

e Tried to cool down the growth of the real estate sector.

1) The Ministry of Construction led a major assessment on the real estate industry for illegal activities and other
irregularities.

2) Rights to use land would be stripped if, one year after obtaining such right, the actual investment taken is less
than 25% of the purchasing costs of the land usage rights.

Price control measures: The government

e Froze price adjustments for all goods with controlled prices from September 1993 until the end of the year.

e Imposed price ceilings on goods used in agricultural production.
Consumption: The government

e Restricted consumption growth by various government institutions.
Agricultural: The government

e Tried to alleviate the burden on farmers.
o Local government officials were held responsible for food supplies in their regions.

e Government agencies must pay farmers in cash (no issuance of IOUs).

1. The economy is much more open (trade as a percent Exhibit 6: Bank deposits remain the
of GDP was 67.1% in 2007 vs. 31.9% in 1993). predominant form of household financial assets
as financial market reforms continue to lag
2. It is also much more market oriented (SOEs % Share of Bank Deposits in GDP

accounted for a much smaller share of output and
employment, and many have been listed in the
equity markets, including 4 out of the 5 largest 1407
commercial banks). 120 1

160 4

- - - Total

Household

. . R 100 4
However, financial market reforms continue to lag, and

bank deposits remain the predominant form of household 801
savings. Total household saving deposits in the banking 60
system are now 70.0% of GDP, vs. 25.6% in 1987 and
41.8% in 1993 (see Exhibit 6). In other words, if the

40 -

authorities were worried about the “tiger in the cage” 20

(i.e., a sudden unleashing of purchasing power from the o ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘
peop|e’5 Saving accounts because of negative real rates) 1985 1987 1989 1991 1993 1995 1997 1999 2001 2003 2005 2007
in the late 1980s and early 1990s, the tiger is now much

bigger. Source: CEIC, Goldman Sachs Economics Research.
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In our view, these structural changes, plus the unique
features of Chinese households’ balance sheets, have
made the economy more responsive to changes in the
exchange rate and currency than before. Looking from
another angle, delays in adjusting the price of money will
now likely generate more volatile and faster price
movements in the markets, such as the real estate and
equity markets, and goods and services, than before.

On the other hand, the key difference in this inflation
episode is the position of China’s external balances.
China today is running a significant current account
surplus on the back of its substantially undervalued
currency, as in contrast to its past inflation bouts that
were associated with a rising current account deficit
under an overvalued currency (as in 1987-1988 and
1993-1994). A substantial appreciation of the CNY
remains the most optimal policy option, in our view, and
there is no conflict this time between the policy
objectives of bringing inflation down and getting the
external imbalances corrected.

Therefore, the outlook for the current inflation landing
episode could potentially be brighter if China has the
confidence to take on the challenge of getting its
currency right quickly despite a worsened external
environment to do so. However, further policy delays, in
our view, increase the risks of turning missed
opportunities into an inflation crisis that eventually
would entail more painful adjustments for the overall
economy, not just for the export sector.

What policymakers will likely do in the near term

In response to the 8.7% CPI inflation in February, we
expect the government will likely try another round of
monetary tightening in the very near term, with a modest
rate hike, a potentially more meaningful hike in the
reserve requirement ration, and faster CNY appreciation.
In the meantime, bank lending quotas will likely be
enforced more strictly, and be broadened to include FX
loans. Measures to tighten FX inflows may also be
contemplated.

If these measures are effective in slowing down broad
money supply growth, China may have a chance to bring
inflation down to about 5% by the end of the year (but
the full-year inflation rate will likely be way above the
official target of 4.8%. Our inflation forecast for 2008 is
6.8%). If they fail, we believe the pressure will squarely
come back for China to adjust the currency and the
interest rates much more than what we have currently
projected, i.e., two more 27-bp rate hikes and a 12%
appreciation of the CNY over 12 months. In that
situation, the negative impact on output, corporate
earnings, and bank asset quality would also be much
more severe than expected.

Hong Liang
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Charting China

Monthly Activity Indicators

Exhibit 1: The leading indicator rebounded while the

coincident indicator softened in 1Q2008
Index 1996=100

Index 1996=100
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Source: CEIC, Goldman Sachs Economics Research.

Exhibit 2: Activity growth accelerated in March but

growth in 1Q2008 as a whole softened
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Source: CEIC, Goldman Sachs Economics Research.

Exhibit 3: Strong IP and electricity production data

were the main drivers of the March rebound

% chg yoy Components of the GSCA
30
ODec 2007
251 O Jan-Feb 2008
— W Mar 2008
20 4 -
15
10 A
5
o H [ [
P Retail FAI Exports  Imports  Electricity Household Passenger Freight
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Note: these variables are measured in real terms.

Source: CEIC, Goldman Sachs Economics Research.

Exhibit 4: Industrial production accelerated strongly

in March
% chg
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Industrial Production
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Source: CEIC, Goldman Sachs Economics Research.
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Exhibit 5: Fixed investment growth remained robust

% chg Fixed Investment
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Source: CEIC, Goldman Sachs Economics Research.

Exhibit 6: The share of fixed assets investment

Mar-08

financed by retained earnings remained large
% share of total FAI

FAIl by Source of Funding
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Source: CEIC, Goldman Sachs Economics Research.

Exhibit 7: Growth of investment in the pipeline
softened

Investment Under Construction

New Investment Projects

Exhibit 8: Corporate profits showed a noticeable

slowdown in January-February

Year-to-date Industrial Enterprise Profits to Sales Ratio

s —All industries

- - - Downstream industries

2001

2004

1999 2000 2002 2003 2005 2006 2007 2008

Source: CEIC, Goldman Sachs Economics Research.

Exhibit 9: Nominal retail sales growth accelerated on

higher inflation while real growth remained solid

% chg yoy
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Source: CEIC, Goldman Sachs Economics Research.

Exhibit 10: Automobile sales growth on the rise

Rmb tn (ytd) % mom % yoy Rmb tn_(ytd) % mom % yoy % chg yoy

Jan-05 7.0 — 21.4 05 — 6.6 90

Feb-05 7.0 — 21.4 0.5 — 6.6 ..

Mar-05 9.4 34.3 29.4 1.0 117.0 7.3 o

Apr-05 10.8 14.7 26.2 1.6 52.4 13.5 80 1 .o —— Total automobile sales
May-05 11.9 10.6 28.7 2.1 35.2 24.9 P

Jun-05 13.2 10.7 28.6 3.0 405 24.8 70 1 o

Jul-05 14.1 7.3 26.1 3.5 17.9 285 o - - - Sedan sales
Aug-05 14.8 47 29.7 4.0 13.5 28.4 '

Sep-05 15.2 2.9 27.9 4.5 13.0 27.9 60 '

Oct-05 15.9 4.2 27.8 5.1 11.8 285

Nov-05 16.5 4.3 28.8 5.5 9.7 28.4 50 1

Dec-05 17.8 7.9 29.7 6.5 16.9 32.4

Jan-06 9.8 — 39.8 0.6 — 33.4

Feb-06 9.8 — 39.8 0.6 — 33.4 40

Mar-06 12.2 25.0 30.1 15 131.1 42.0

Apr-06 13.9 13.9 29.2 2.1 418 322 30 4
May-06 15.1 8.6 26.9 2.6 26.4 23.6

Jun-06 16.6 10.2 26.3 3.7 38.9 222

Jul-06 17.4 4.3 22.8 4.2 15.1 19.3 20
Aug-06 18.0 3.6 21.6 45 5.9 11.4

Sep-06 18.8 4.6 23.6 4.9 9.1 75

Oct-06 19.4 3.3 22.6 5.3 8.6 4.4 10 4

Nov-06 20.1 3.2 21.3 5.7 9.0 3.7 A

Dec-06 21.7 8.0 21.4 6.7 16.6 3.4 0

Jan-07 10.7 — 9.3 0.4 — -35.9

Feb-07 10.7 — 9.3 0.4 — -35.9

Mar-07 14.2 327 16.0 1.3 210.2 -13.9 -10 4

Apr-07 16.4 15.8 18.0 2.0 61.0 2.2
May-07 17.5 6.9 16.1 2.8 37.2 6.1 20

Jun-07 19.3 9.8 15.8 3.9 39.2 6.4

Jul-07 20.3 5.6 17.2 4.8 23.9 14.6 Mar-05 Sep-05 Mar-06 Sep-06 Mar-07 Sep-07 Mar-08
Aug-07 212 4.2 17.9 5.2 7.9 16.7

Sep-07 222 4.9 18.2 6.0 16.1 24.2

Oct-07 23.1 3.7 18.7 6.7 10.6 26.5

Nov-07 241 4.4 20.1 7.4 10.3 28.0 .

Dec-07 26.1 8.5 20.6 8.6 17.2 28.7 Source: CEIC, Goldman Sachs Economics Research.
Jan-08 13.0 — 22.2 0.4 — 2.6

Feb-08 13.0 — 22.2 0.4 — -2.6

Mar-08 16.9 20.8 19.5 1.2 204.4 4.4

Source: CEIC, Goldman Sachs Economics Research.
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Price Indicators

Exhibit 1: CPI inflation accelerated to a decade high in

Exhibit 4: REER appreciated on higher domestic

February
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Source: CEIC, Goldman Sachs Economics Research.

Exhibit 2: PPI accelerated strongly as well on the back
of higher commodity prices
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Source: CEIC, Goldman Sachs Economics Research.

Exhibit 3: Real estate prices continued to rise at a
rapid pace

% chg yoy Property Price Index
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Note: quarterly data before July 2005, monthly since then.
Source: CEIC, Goldman Sachs Economics Research.

inflation but the NEER showed little appreciation
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Source: CEIC, Goldman Sachs Economics Research.

Exhibit 5: CNY/USD appreciation slowed recently...
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Source: CEIC, Goldman Sachs Economics Research.

Exhibit 6: ...but daily volatility of the CNY exchange

rate inched up
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Trade Indicators

Exhibit 1: Exports growth maintained its gradual Exhibit 4: Domestic-demand-driven imports growth
softening trend while imports growth accelerated picked up while processing imports growth eased
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Source: CEIC, Goldman Sachs Economics Research. Source: CEIC, Goldman Sachs Economics Research.

Exhibit 2: Export growth to the US showed the most Exhibit 5: IT exports growth trending down steadily

while non-IT exports growth showed high volatility

visible deceleration
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Source: CEIC, Goldman Sachs Economics Research. Source: CEIC, Goldman Sachs Economics Research.
Exhibit 3: Imports growth from non-traditional markets Exhibit 6: China’s exports have become less
has been especially strong dependent on the US
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Financial Indicators

Exhibit 1: Money and credit growth moderated in Exhibit 4: Bond yields shifted down after the last
March interest rate hike
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Exhibit 3: The sterilization by PBOC bill issuance has

Exhibit 6: Financial conditions tightened, driven by
increased

slower money supply growth and weak equity market
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Annual Macroeconomic Indicators

Exhibit 1: GDP per capitarising steadily Exhibit 4: Domestic demand has remained firm, while
growth contribution from external demand inched up
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Source: CEIC, Goldman Sachs Economics Research. Source: CEIC, Goldman Sachs Economics Research.

Exhibit 2: Cyclical volatility has been significantly

Exhibit 5: Manufacturing industry growth has

outpaced other sectors
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Exhibit 3: The saving-investment imbalance continued Exhibit 6: Household income and expenditure growth
to grow trending up
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Summary Indicators (Annual)

(percentage change, unless otherwise indicated)

Per capita GDP (2007): 2485 USD
Total population (2007): 1321 mn
2001 2002 2003 2004 2005 2006 2007E 2008F 2009F

REAL SECTOR
GDP by expenditure (at 1990 prices)
GDP 8.3 9.1 100 101 104 116 11.9 10.5 10.0
Private consumption 5.7 6.5 6.3 7.1 6.7 8.4 9.3 9.9 10.5
Government consumption 11.1 7.9 6.0 7.3 9.7 9.7 9.5 9.5 9.9
Fixed investment 90 129 165 121 114 113 10.6 10.6 11.2
Domestic demand 8.8 88 105 10.0 8.3 9.9 9.4 9.9 11.0
Net exports (contribution to growth) 0.0 0.7 0.1 0.6 2.5 2.4 3.2 1.6 0.1
Exports (G&S) 71 247 269 277 224  19.6 19.0 12.0 7.0
Imports (G&S) 81 261 297 29.0 20.3 181 16.8 11.5 7.8
GDP by Industry
Primary Industry 2.8 2.9 25 6.3 52 5.0 3.7 3.7 3.0
Secondary Industry 8.4 98 127 111 11.7 13.0 13.4 9.6 10.2
Industry 87 100 128 115 116 129 13.5 9.5 10.1
Construction 6.8 88 121 8.1 126 137 12.6 8.5 12.0
Tertiary Industry 102 104 95 10.1 105 12.1 12.6 11.5 11.5
Goldman Sachs China Activity Index (GSCA) 6.8 98 129 131 116 115 12.2 — —
PRICES
CPl inflation (period average) 0.7 -0.8 1.2 3.9 1.8 15 4.8 6.8 3.0
CPI inflation (period end) -0.3  -04 3.2 24 14 2.0 6.6 5.2 3.0
GDP deflator (period average) 2.0 0.6 2.6 6.9 4.2 3.3 5.2 8.3 4.5
EXTERNAL SECTOR (USD bn unless otherwise indicated)
Current account balance 174 354 459 68.7 1608 2499 3852 5219 5039
(as percent of GDP) 1.3 2.4 2.8 3.6 7.2 9.4 11.7 11.9 9.2
Exports 318 388 520 701 904 1144 1431 1706 1807
Imports 301 352 474 632 743 895 1045 1185 1303
Capital and financial account 348 323 527 110.7 63.0 10.0 72.7 51.0 22.6
Foreign direct investment 374 468 472 531 678 60.3 62.7 66.0 72.6
Portfolio, net -194 -103 114 197 -49 676 -200 -450 -80.0
Other capital flow 169 -41 59 378 01 17.3 30.0 30.0 30.0
Net errors and omissons -4.9 78 184 270 -168 -12.9 0.0 0.0 0.0
Overall balance (as percent of GDP) 3.6 5.2 71 107 9.2 9.3 13.9 13.0 9.6
MONETARY & FINANCIAL SECTOR Latest in bold
Money Supply M2 176 169 196 145 16.3 17.0 16.7 16.3 (Mar)
Domestic Credit 71 375 195 9.2 108 157 17.6 17.2 (Feb)
Stock price index (Shanghai composite) 39 -199 -63 10 -222 413 160.0 9.1 (Mar)
Lending rate (1y, %pa) 585 536 531 538 558 5.90 6.78 7.47  (Mar)
Deposit rate (1y, %opa) 225 200 198 205 225 2.36 329 414 (Mar)
Memo items
Forex reserves (USD bn) 212 286 403 610 819 1066 1528 1682 (Mar)
months of imports 105 116 117 130 149 16.2 19.2 19.1  (Mar)
Exchange rate (end of period, USD/CNY) 828 828 828 828 8.08 7.81 7.30 6.43 6.12

Real Effective Exchange Rate Index (period avg) 1020 983 910 883 87.7 88.3 92.0 — —

Source: NBS, CEMAC, PBOC, CEIC, Goldman Sachs Economics Research.
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