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Economic activity in China appears to have slowed further during
the month of May, although the moderation in growth continues to
occur at a gradual pace — keeping concerns of a hard-landing at
bay. Nevertheless, hopes of a meaningful acceleration in growth
this year have faded, and expectations are now for growth to
stabilise at sub-8% levels. As a result of the slower than expected
growth, we reduced our growth forecast for 2013 last month to
7%.% (from 8% previously) — although even softer growth remains
a possibility. Authorities appear content with slower rates of
growth suggesting that monetary policy will remain unchanged
until at least next year. However, there has been a noticeable
tightening of liquidity conditions leading up to the national holiday,
and following a clamp down on capital inflows.

Indicators of real economic activity show that growth in China has
stagnated, but has maintained a reasonably rapid pace.
Outcomes for May came in close to market expectations, which
have become far less optimistic then they were at the start of the
year. Industrial production growth ebbed slightly lower in May to
9.2%, which is well below the long run average. Taken together
with softer growth in the services sector — as indicated by the non-
manufacturing PMI index — that implies that GDP growth for the
June quarter may not improve from the disappointing rate (7.7%)
recorded in the March quarter. Manufacturing PMI’s show that
small and medium sized manufacturers came under renewed
pressures with the HSBC PMI — which is more representative of
these firms — dipping below 50 to 49.2 (from 50.4). In contrast, the
official PMI index — which is more representative of larger and
state owned firms — improved marginally to 50.8 (from 50.6).

Industrial activity has come under pressure from soft global
demand as well as a government crack down on property markets
and shadow banking — having a large impact on heavy industries
where are also battling with excess capacity. Overcapacity and
elevated inventories in construction related industries like steel
and cement have contributed to deflationary pressures (see
below), whilst weighing on industrial profits. Nevertheless, steel
output rose 11.3% over the year to May, while cement production
increased 8.5%. Other products, auto production and power
generation eased to 15.7% and 4.1% respectively. In value added
terms, general equipment and textile production also slowed to
9.4% and 8.9% respectively.

Our estimates of fixed asset investment growth show that
momentum has eased further with growth dipping below 20% for
the first time since August last year (increasing 19.8% y-0-y). By
sector, investment in manufacturing has softened significantly
since late 2011 as industry comes to grips with over-capacity in
some sectors (particularly steel, cement, aluminium, plate glass
and coking coal). Growth in real estate investment has remained
volatile, but has not returned to the lows of last year (increasing
18%% y-0-y). The sector is likely to continue seeing headwinds in
response to the uncertainty from renewed attempts by the
government to deflate the sector. Consistent with this, there has
been a slowdown in housing starts, land purchases and property
transactions recently, while slower growth in new project
approvals are all pointing to a weaker trend for investment growth.
Signs of government led investment stimulus have been fading in
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recent months. Investment in public utilities has eased, as has

central government investment (around 8% yoy in May, down )
from almost 20% yoy late last year). Retail Sales

Turning to consumption, nominal retail sales growth once again Year-ended percentage change; index

came in consistent with market expectations for May, picking up % Nominal Retail Sale
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Export growth slowed significantly in May, although this was partly Merchandise exports to major trading partners
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Concerns over a return of inflation pressures were further
alleviated by prices data for May. Year-ended CPI growth eased
to 2.1% in May (from 2.4% in April). Muted inflation pressures % Consumer Prices %

have reduced the need for policy tightening in the near-to-medium
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term. Lower inflation was driven mostly by a decline in food costs,
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while non-food inflation actually rose slightly. While base effects
and an improving global economy (likely to lead to pressure on
commodity prices) are expected to boost headline CPI numbers
over the rest of the year, upstream prices are still suggesting
relatively benign inflation pressures; producer prices fell 2.9%
over the year. Falling producer prices have been driven by lower

costs for commodities as well as emerging over capacity in some Monthly 9f° “

heavy industries. 3 W 3
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finance also came in lower, reducing the value of total social 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
financing. Although softer credit growth may be pointing to Source: CEIC Database, NAB
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further weakness in the economy, it also provides a small amount e .
S . . Total social financing
of relief given mounting concerns over the rapid pace of debt

accumulation that has been taking place. Banks issued RMB RMB RMB Billion, 3mma RMB
667.4 billion in new loans during May, down from RMB 792.9 bn bn
billion the previous month, to see bank credit 14%:% higher over 2000 Total Social Financing 2000
the year. Total social financing fell to RMB 1.19 trillion in May,
from RMB 1.75 trillion in April. After including outstanding 1600 1600
government bonds, total social financing figures suggest that
outstanding debt in China is currently exceeding 220% of GDP, 1200 1200
with this ratio increasing significantly since 2008 — although this
fails to account for double counting due to interest rate arbitrage 800 Other Sources 800
between banks and trust companies.
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Policy expectation:
Despite a disappointing economic recovery and tightening 0 0
monetary conditions, we maintain our view that monetary policy 2003 2005 2007 2009 2011 2013

(benchmark interest rates and reserve requirements) will
remained unchanged until at least next year. While muted inflation
has provided the PBoC with room to ease, they are likely to wait
and see how rapid growth in total social financing at the start of
the year feeds into economic activity, and inflation, over coming
quarters. Also, authorities have emphasised their tolerance to
slower growth, placing more importance on the ‘quality’ of China’s
growth model. Because of this, short-term money market
operations will be relied on to manage market liquidity, while
structural reforms (along with fiscal policy) will be used to address
the structural imbalances that have developed.

Statistical releases available here:
National Bureau of Statistics

For more information, please contact
James Glenn 0392088129
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Important Notices

Disclaimer: This document has been prepared by National Australia Bank Limited ABN 12 004 044 937 AFSL 230686 ("NAB"). Any advice contained in
this document has been prepared without taking into account your objectives, financial situation or needs. Before acting on any advice in this document,
NAB recommends that you consider whether the advice is appropriate for your circumstances. NAB recommends that you obtain and consider the
relevant Product Disclosure Statement or other disclosure document, before making any decision about a product including whether to acquire or to
continue to hold it. Products are issued by NAB unless otherwise specified.

So far as laws and regulatory requirements permit, NAB, its related companies, associated entities and any officer, employee, agent, adviser or
contractor thereof (the "NAB Group") does not warrant or represent that the information, recommendations, opinions or conclusions contained in this
document ("Information") is accurate, reliable, complete or current. The Information is indicative and prepared for information purposes only and does
not purport to contain all matters relevant to any particular investment or financial instrument. The Information is not intended to be relied upon and in all
cases anyone proposing to use the Information should independently verify and check its accuracy, completeness, reliability and suitability obtain
appropriate professional advice. The Information is not intended to create any legal or fiduciary relationship and nothing contained in this document will
be considered an invitation to engage in business, a recommendation, guidance, invitation, inducement, proposal, advice or solicitation to provide
investment, financial or banking services or an invitation to engage in business or invest, buy, sell or deal in any securities or other financial instruments.

The Information is subject to change without notice, but the NAB Group shall not be under any duty to update or correct it. All statements as to future
matters are not guaranteed to be accurate and any statements as to past performance do not represent future performance.

The NAB Group takes various positions and/or roles in relation to financial products and services, and (subject to NAB policies) may hold a position or
act as a price-maker in the financial instruments of any company or issuer discussed within this document, or act and receive fees as an underwriter,
placement agent, adviser, broker or lender to such company or issuer. The NAB Group may transact, for its own account or for the account of any
client(s), the securities of or other financial instruments relating to any company or issuer described in the Information, including in a manner that is
inconsistent with or contrary to the Information.

Subject to any terms implied by law and which cannot be excluded, the NAB Group shall not be liable for any errors, omissions, defects or
misrepresentations in the Information (including by reasons of negligence, negligent misstatement or otherwise) or for any loss or damage (whether
direct or indirect) suffered by persons who use or rely on the Information. If any law prohibits the exclusion of such liability, the NAB Group limits its
liability to the re-supply of the Information, provided that such limitation is permitted by law and is fair and reasonable.

This document is intended for clients of the NAB Group only and may not be reproduced or distributed without the consent of NAB. The Information is
governed by, and is to be construed in accordance with, the laws in force in the State of Victoria, Australia.

Analyst Disclaimer: The Information accurately reflects the personal views of the author(s) about the securities, issuers and other subject matters
discussed, and is based upon sources reasonably believed to be reliable and accurate. The views of the author(s) do not necessarily reflect the views of
the NAB Group. No part of the compensation of the author(s) was, is, or will be, directly or indirectly, related to any specific recommendations or views
expressed. Research analysts responsible for this report receive compensation based upon, among other factors, the overall profitability of the Global
Markets Division of NAB.

United Kingdom: If this document is distributed in the United Kingdom, such distribution is by National Australia Bank Limited, 88 Wood Street,
London EC2V 7QQ. Registered in England BR1924. Head Office: 800 Bourke Street, Docklands, Victoria, 3008. Incorporated with limited liability in the
State of Victoria, Australia. Authorised and regulated in the UK by the Financial Services Authority. This document is intended for Investment
Professionals (as such term is defined in the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005), such persons having
professional experience in matters relating to investments, and should not be passed to, or relied upon by, any other person who does not have
professional experience in matters relating to investments, including but not limited to persons defined as retail clients by the rules of the United
Kingdom'’s Financial Services Authority.

USA: If this document is distributed in the United States, such distribution is by nabSecurities, LLC. This document is not intended as an offer or
solicitation for the purchase or sale of any securities, financial instrument or product or to provide financial services. It is not the intention of
nabSecurities to create legal relations on the basis of information provided herein.

Hong Kong: In Hong Kong this document is for distribution only to "professional investors" within the meaning of Schedule 1 to the Securities and
Futures Ordinance (Cap. 571, Laws of Hong Kong) ("SFQ") and any rules made thereunder and may not be redistributed in whole or in part in Hong
Kong to any person. Issued by National Australia Bank Limited, a licensed bank under the Banking Ordinance (Cap. 155, Laws of Hong Kong) and a
registered institution under the SFO (central entity number: AAO169).

New Zealand: This publication has been provided for general information only. Although every effort has been made to ensure this publication is
accurate the contents should not be relied upon or used as a basis for entering into any products described in this publication. To the extent that any
information or recommendations in this publication constitute financial advice, they do not take into account any person’s particular financial situation or
goals. Bank of New Zealand strongly recommends readers seek independent legal/financial advice prior to acting in relation to any of the matters
discussed in this publication. Neither Bank of New Zealand nor any person involved in this publication accepts any liability for any loss or damage
whatsoever may directly or indirectly result from any advice, opinion, information, representation or omission, whether negligent or otherwise, contained
in this publication. National Australia Bank Limited is not a registered bank in New Zealand.

Japan: National Australia Bank Ltd. has no license of securities-related business in Japan. Therefore, this document is only for your information
purpose and is not intended as an offer or solicitation for the purchase or sale of the securities described herein or for any other action.
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