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Key Points

e 20 Years after Asian Global Financial Crisis, China has emerged
as 2nd largest economy

 Huge global major transformation from Trumpian Geo-politics,
QE, Technology, Climate Change, Demographics, Social
Inequalities, regulation and intense competition

 China adapting with 19th Party Congress roadmap towards
Quality and People-centred Growth

e Major correction of imbalances in Debt model through system-
wide regulation and transformation through technology and
innovation, at all levels

e Internet+ and Made in China 2025 will be game-changer for all



Transformative Mega-trends that Change Finance

* Global Rebalancing — Multipolar Cold War 2.0 = Growing
geo-political risks — Trump + Terrorism = Geopolitics

e Demography — Dividends or Age burden?

e Financialization and Debt Overhang — Who pays?

e Disruptive Technology — Jobs and Creative Destruction
e Climate Change — Water, Food & Energy Stress

e Governance — Democracy, Market or State?

Every emerging market is facing huge challenges to policy
and business models, as America First means no more level
playing field. Everyone for themselves.



Global Supply Chain under Disruption — Rules,
Technology, Disengagement
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Section 1 Stimulus Program (2008-2010)

RMB 4 trillion Stimulus Package stopped Crisis
shock, but created over-investment fuelled by
debt



2007/8 GFC Shock + Wenchuan Earthquake Provoked
Stimulus Package Focused on 7 Priority Areas

Sectoral Composition of Stimulus Investment (March 2009 plan, as percent of total)

Transport & power infrastructure (railroad, road, airport, electricity grid) 37.5%
Rural village infrastructure 9.3%
Environmental investment 5.3%
Affordable housing 10.0%
Technological innovation and structural adjustment 9.3%
Health & education 3.8%
Post-earthquake reconstruction 25.0%

e Central government funding RMB 1.2 trillion from budget, with
remaining RMB 2.8 trillion from local governments,
enterprises, and banks - led to outburst of credit growth

Source: Christine Wong. 2011. "The Fiscal Stimulus Program and Problems of Macroeconomic Management in China." 32nd Annual 6
Meeting of OECD Senior Budget Officials, Luxembourg, 6-7 June 2011.



https://www.oecd.org/gov/budgeting/48143862.pdf

2009 Stimulus Created Massive Profit Opportunities, Financed by
Debt + Shadow Banking and Later Corruption, Excess Capacity Issues

Estimated Size and Composition of Stimulus

Stimulus (RMB billion) 2008 2009 2010
Fiscal deficit 111 950 650
Net new bank loans 252 5070 1936
Net new bond finance 251 467 -232
Total 614 6487 2354

Stimulus (% GDP)

Fiscal deficit 0.4% 2.8% 1.6%
Net new bank loans 0.8% 15.1% 4.9%
Net new bond finance 0.8% 1.4% -0.6%
Total 2.0% 19.3% 5.9%

Source: Christine Wong. 2011. "The Fiscal Stimulus Program and Problems of Macroeconomic Management in China." 32nd Annual

Meeting of OECD Senior Budget Officials, Luxembourg, 6-7 June 2011.
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Positive and Unexpected Consequences

* Rapid acceleration of upgrading of city and high-speed
rail infrastructure

 Growth spillover from coastal to inland areas, as export
sectors hurt by GFC

e Emergence of new Tech Platforms and FinTech

* Beginnings of Outward FDI and RMB internationalisation
e Local government financing overshoot

 Shadow banking credit accelerated

e Corruption emerges as major social issue



Section 2 Overview of Chinese Economy
Strong Growth and Strengthening External
Demand Amid Tightening Financial Conditions,
Accumulation of Public and Private Debt



China’s New Normal - IMF (2017) Article IV

China: Selected Economic Indicators

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
Projections

NATIONAL ACCOUNTS

Real GDP (base=2015) 7.9 7.8 7.3 6.9 6.7 6.7 6.4 6.4 63 60 58
Total domestic demand 79 8.1 7.2 7.2 74 7.0 6.9 6.8 66 62 59

Consumption 8.7 7.2 7.2 8.3 84 8.6 8.0 74 71 66 62
Investment 71 91 71 6.1 6.3 5.2 5.5 6.0 6.0 5.8 5.6
Fixed 9.0 9.3 6.8 6.7 6.7 5.2 5.6 6.1 62 60 58
Inventories (contribution) -0.6 0.1 0.2 -0.2 -0.1 0.1 0.0 0.0 00 00 0.0

Net exports (contribution) 0.3 0.1 04 -0.1 -0.5 -0.1 -0.2 -0.2 -0.2 02 -01

Total capital formation (percent of GDP) 472 473 468 447 442 437 429 424 420 417 414

Gross national saving (percent of GDP) 1/ 497 488 490 475 459 451 443 436 429 423 418

MACRO-FINANCIAL

Total social financing 3/ 191 175 14.3 124 129 131 11.0 12.2 114 108 9.9
In percent of GDP 169.0 1800 1898 1976 2090 2169 2216 2291 2353 2409 2455

Total domestic nonfinancial sector debt 184 175 143 16.1 170 157 134 126 122 114 105
In percent of GDP 1787 1903 2007 2158 2364 2510 2621 2720 2813 2896 296.7

Domestic credit to the private sector 198 166 131 147 167 160 121 115 108 102 9.6
In percent of GDP 1346 1423 1485 1576 1723 1833 1892 1943 1984 2021 2053

House price 4/ 8.7 7.7 14 91 113 104 8.6 8.3 79 72 68

Household disposable income (percent of GDP) 594 600 607 610 614 617 620 620 621 622 625

Household savings (percent of disposable income) 408 385 380 376 359 353 341 330 320 313 310

Household debt (percent of GDP) 29.6 33.0 354 38.2 442 46.3 48.7 513 540 571 605

Non-financial corporate domestic debt (percent of

GDP) 1050 1093 1130 1194 1281 1349 1385 1411 1427 1435 1433

GENERAL GOVERNMENT (Percent of GDP)

Net lending/borrowing 5/ -0.3 -0.8 -0.9 -2.8 -3.7 -3.7 -3.7 -39 40 -41 -42
Revenue 278 27.7 28.1 28.5 28.2 274 27.3 27.2 269 268 267
Expenditure 28.1 285 29.0 31.3 319 311 311 311 309 309 308

Debt 6/ 155 16.0 38.6 364 36.6 375 384 393 402 412 422

Structural balance -0.1 -0.5 -0.5 -2.5 -3.6 -3.7 -3.7 -39 -40 -41 -42

BALANCE OF PAYMENTS (Percent of GDP)

Current account balance 25 15 22 2.7 17 14 13 1.2 09 07 04
Trade balance 36 3.7 41 51 44 41 3.9 3.7 34 32 30
Services balance -0.9 -13 -20 -19 -2.2 -23 -23 -23 24 -24 -25

Net international investment position 218 207 152 149 160 167 167 166 162 156 149

Gross official reserves (bn US$) 3,388 3,880 3,899 3406 3,098 2934 2902 2881 2848 2792 2714

Source: IMF. August 2017. "People’s Republic of China 2017 Article IV Consultation." IMF Country Report No. 17/247.



https://www.imf.org/en/Publications/CR/Issues/2017/08/15/People-s-Republic-of-China-2017-Article-IV-Consultation-Press-Release-Staff-Report-and-45170

China’s Economic Outlook — IMF (2017) Article IV

 China needs to focus on priority areas to sustain growth over
medium term:

— Further boosting consumption - increase social spending
with progressive taxation

— Increasing market forces by reducing implicit subsidies to
SOEs and opening more key sectors to private investment

— Deleveraging private sector with greater recognition of bad
assets and more market-based credit allocation

— Ensuring macro sustainability by gradual fiscal consolidation
and less monetary accommodation. Focus on quality and
sustainability of growth and less on quantitative targets

— Improving policy frameworks for center-local fiscal relations,
financial stability, and data to manage better modern
Chinese economy

11
Source: IMF. August 2017. "People’s Republic of China 2017 Article 1V Consultation." IMF Country Report No. 17/247.



https://www.imf.org/en/Publications/CR/Issues/2017/08/15/People-s-Republic-of-China-2017-Article-IV-Consultation-Press-Release-Staff-Report-and-45170

China’s Economic Outlook - IMF (2017) Article IV

e China needs to focus on priority areas to sustain growth over
medium term:

Further boosting consumption. Increase social spending
with progressive taxation

Increasing market forces by reducing implicit subsidies to
SOEs and opening more key sectors to private investment

Deleveraging private sector with greater recognition of
bad assets and more market-based credit allocation

Ensuring macro sustainability by gradual fiscal
consolidation and less monetary accommodation. Focus
on quality and sustainability of growth and less on
guantitative targets

Improving policy frameworks for center-local fiscal
relations, financial stability, and data to manage better
modern Chinese economy

12

Source: IMF. August 2017. "People’s Republic of China 2017 Article 1V Consultation." IMF Country Report No. 17/247.



https://www.imf.org/en/Publications/CR/Issues/2017/08/15/People-s-Republic-of-China-2017-Article-IV-Consultation-Press-Release-Staff-Report-and-45170

Progress Made in Structural Reforms

e “=K—[E—4%H" (5targets—3 “outs”, one reduction and one repair) in supply-
side reform

Debt Leveraging. Ratio of assets and liabilities of industrial enterprises
dropped from 56.3% to 55.8%

Capacity Reduction in Steel and coal successfully completed with national
capacity utilization rate of 77.0%, record 5-year high

De-stocking. Commercial buildings space for sale decreased by 106.16
million sq. m.

Reduce costs. Industrial enterprises costs cuts through controls
Short-term repairs. Short-term investments in environmental protection,
water conservancy, agriculture increased by 23.9%, 16.4% and 16.4%
respectively

e Industrial profit increased by 21.9%, 12.5 percentage points higher than in
2016

e Tertiary sector now 58.8% of GDP, 1.3 percentage points higher than in 2016

e New Economy helped Value added growth by 11.0%, 4.4 percentage points
faster than whole industrial sector

13

Source: Liao Qun. 2018. "Prospects for Economic Growth in the Mainland and Hong Kong." 2018 Hong Kong Chinese Commercial Bank Association Lecture, 23 January 2018.



Stronger Domestic Demand Helped Further
Reduce China’s External Imbalance

Non-Financial Sector Debt: High and Rising

In percent of GDP
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Source: IMF. August 2017. "People’s Republic of China 2017 Article 1V Consultation." IMF Country Report No. 17/247.
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Better Demand and Supply Measures in Real
Estate Sector Contained Bubble risks

Residential Real Estate Inventory Ratio Falls

(In years)
4
—All
~Tier ]
3 —Tier I

—Tier Il or IV

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 Apr 2017

Tier I Cities' Real Estate Price Growth Moderates

(In
65

55
45
35
25

15

-15

=25

percent, year-on-yeargrowth, 3mma)

—Tier ]
TierII
==Tier Il or IV

2008 2009 2010 2011 2012 2013 2014

Source: IMF. August 2017. "People’s Republic of China 2017 Article 1V Consultation." IMF Country Report No. 17/247.

2015 2016 2017

15


https://www.imf.org/en/Publications/CR/Issues/2017/08/15/People-s-Republic-of-China-2017-Article-IV-Consultation-Press-Release-Staff-Report-and-45170

In China it is Mainly Corporate Debt that is High
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Weak SOE Return on Equity

(Net return on total owners' equity; in percent)

20
10 +
Potential distortions from uneven level of
playing field between SOEs and private firms.
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Overcapacity: Deteriorating Utilization and Large Global Share
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SOEs Structurally Less Efficient than Private Sector,
Reducing Economy-wide Productivity

Low Transfer of SOE Dividend to Fiscal Budget

(In percent of aggregate SOEs' profit)
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Source: IMF. August 2017. "People’s Republic of China 2017 Article 1V Consultation." IMF Country Report No. 17/247.



https://www.imf.org/en/Publications/CR/Issues/2017/08/15/People-s-Republic-of-China-2017-Article-IV-Consultation-Press-Release-Staff-Report-and-45170

Resolving Weak Firms Can Increase Growth by 1
Percentage Point — IMF staff estimates

Better Resource Allocation from Resolving Weak Firms Can Raise
Growth Potential
(In percent, per year)

1

Resolving weak firms
08 Growth potential from can raise growth
individual reforms potential significantly
0.6 , A , , : .
| 1
0.4
) . I
, N
Removing Reducing  Reforming SOEs Total gains from Converging to
zombies overcapacity resolving weak the cross-
firms country efficient
distribution

Source: IMF. August 2017. "People’s Republic of China 2017 Article 1V Consultation." IMF Country Report No. 17/247.



https://www.imf.org/en/Publications/CR/Issues/2017/08/15/People-s-Republic-of-China-2017-Article-IV-Consultation-Press-Release-Staff-Report-and-45170

Section 3 China’s Digital Transformation

New growth areas will be Strong Consumer Base,
Internet+ and Made in China 2025 digital
transformation



Progress on 2016 Reform Recommendations

A. Tackling corporate debt

* Proactive loss recognition and sharing of losses
* Harden budget constraints -
e Overcapacity cut

» Mitigating social costs of layoffs -

B. Accepting the slowdown
* Lower and sustainable growth targets -

* Reining in local government borrowing Legend

e Structural fiscal reforms Substantial progress -
C. Guarding against financial risks Some progress

» Stronger supervision on shadow finance - Limited progress -
e Address real estate sector risks

D. Progressing to effective floating exchange rate
e Achieving an effective float over the medium term.

e Adopt a more market-based monetary framework.

e Careful sequencing of reforms on capital account

E. Enhance transparency and communication

F. SOE reforms ]

Source: IMF. December 2017. "People’s Republic of China : Financial System Stability Assessment." IMF Country Report No. 17/358
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http://www.imf.org/en/Publications/CR/Issues/2017/12/07/people-republic-of-china-financial-system-stability-assessment-45445

5 Areas that can Improve China’s Growth

Five opportunities can generate productivity and GDP growth

*x x Kk Kk K

Better serve Digitize Move up the Improve Go global
the middle class to enable value chain operating and potentially
as it triples new business  and raise returns efficiency raise
processes 2-3 times to raise productivity
productivity 10-15%
15-30%

Transforming institutions would enable the transition

-

Develop Improve
to more capital corporate in talent aggregate public-sector
competition markets restructuring demand effectiveness

Source: Woetzel, Chen, Seong, Leung, Sneader & Kowalski. 2016. "Capturing China’s S5 Trillion Productivity Opportunity." McKinsey Global Institute.



https://www.mckinsey.com/global-themes/employment-and-growth/capturing-chinas-5-trillion-productivity-opportunity

China Enjoys Scale Advantages, with Huge Base of 695
mn Mobile Users and 282 mn Digital Natives

Million people, 2016

B China Other countries

Total Internet users

2.5x

432 434 )
287
China India EU United
States

Mobile internet users

695 2.1
371 343
262
China India EU United
States
Mobile internet users as proportion of total
online users, %
95 86 79 91
Digital natives’
282 3.8x
160 135
75
China India EU United
States

Digital natives as proportion of total
online users, %

39 37 31 26

Source: Woetzel, Seong, Wang, Manyika, Manyika & Wong. 2017. "China’s Digital Economy: A Leading Global Force." McKinsey Global Institute.
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China's Digital Economy: Story of Commercial
Success and Investor Excitement — McKinsey (2017)

% of total retail e-commerce | Mobile payments,’ % of global unicorns?®
transaction value 2016, $ billion June 2016
A BPl Rest of
19 the world
Rest of
the world
United
45 States
United 11x 47
States
China LI China
34
Y
2005 2016 China United Total Total

States number valuation

Source: Woetzel, Seong, Wang, Manyika, Manyika & Wong. 2017. "China’s Digital Economy: A Leading Global Force." McKinsey Global Institute.



https://www.mckinsey.com/global-themes/china/chinas-digital-economy-a-leading-global-force

Chinese Players use Super Apps Offering One-stop
Solution to Consumers

Number of features by key application categories

WeChat

29

2011 2014 20172

Alipay

Finance
9

Utilities and social services 6

Entertainment 2

Dining

3
Shopping 2

Health 1 Char. donation 1 13

2011 2014 20172

39

Shopping
6

Dining
3

Finance
35

Utilities and
social services
8

Communication Entertainment

5

Charitable donation
3

Source: Woetzel, Seong, Wang, Manyika, Manyika & Wong. 2017. "China’s Digital Economy: A Leading Global Force." McKinsey Global Institute.

5

Health Media
2 1
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In Mobile Payments, Government Policy Left Space
For Innovators to Experiment

Selected examples

Commercial move @ Regulation event

2000 2005 2010 2015
Money-transfer cap
2005 11 years =————
Alipay’s online money-transfer Online money-transfer
service (from debit card to cap imposed by the
Alipay account) government
Customer
protection (escrow 2005 =————— O years
and goods claims)
Alipay’s launch of E-commerce requirements
escrow services for consumer-goods claims
Online payment
2003 = 7 years ﬁ@
Taobao’s first Payment business license
online payment to third party passed by
transaction the government
Barcode-based
mobile payment 2011 m—
5 years
Alipay's launch of Barcode payment
barcode-based standard released
payment services by the government
Online payment <1 2 149 1,811

transactions
$ billion

25

Source: Woetzel, Seong, Wang, Manyika, Manyika & Wong. 2017. "China’s Digital Economy: A Leading Global Force." McKinsey Global Institute.
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China’s Internet Giants Providing Funding and
Talent to Broader Digital Economy

Venture capital investment from China vs. United States, 2016 Top 50 startups in China?
%; $ million
BATZ [ FANG2 Others
China United States
100% = 2,334 31,006  100%= 36,987 60,990 BAT |
6 BAT alumni-

founded

58
a0 96 a5 Other 50
42 BAT invested
10 g5
2013 2016 2013 2016

1 Includes completed domestic venture capital investment deals only.
2 BAT = Baidu, Alibaba, and Tencent. FANG = Facebook, Amazon, Netflix, and Google. 26

NOTE: Numbers may not sum due to rounding.
Source: Woetzel, Seong, Wang, Manyika, Manyika & Wong. 2017. "China’s Digital Economy: A Leading Global Force." McKinsey Global Institute.



https://www.mckinsey.com/global-themes/china/chinas-digital-economy-a-leading-global-force

China in Global Top Three for Venture Capital
Investment in Key Technologies

Venture capital investment in leading technologies, 2016

USS million
Fintech Virtual reality Autonomous driving 3D printing Big data
. United United United United
China - 7,158 States 1,437 States 582 States 602 States 6.065
United . . . United
Ch - 221 . 1,673
States 5437 China - 1,312 China - 357 Ina Kingdom
Uplted 1793 Japan 166 Japan 263 Germany 182 China I 942
Kingdom
United . .
Germany = 668 Kingdom Australia 264 Japan 181 Singapore | 651
Japan | 493 France 20 United 142 Russia 181 Russia | 554
Kingdom
Wearables Education technology Robotics and drones Al and machine learning
United United United United
States 1,724 States 1,282 States 728 States 3,782
. . . United
China - 992 China - 681 China . 227 Kingdom 1,222
Germany = 170 Japan 217 Japan 129 China . 900
United .
Canada = 134 Kingdorm 163 Singapore 96 Japan 473
United India 145 Canada = 59 Australia = 329
Kingdom

Source: Woetzel, Seong, Wang, Manyika, Manyika & Wong. 2017. "China’s Digital Economy: A Leading Global Force." McKinsey Global Institute.
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3 Digital Forces Can Shift (or Create) 10%—45% of
Industry Revenue Pools by 2030

CHINA IS ALREADY A GLOBAL FORCE IN DIGITAL TECHNOLOGIES IT LAGS BEHIND THE UNITED STATES
ON THE DIGITIZATION OF ITS INDUSTRY,

BUT IS CATCHING UP QUICKLY
= "X 2 ']
4.91 S| 4

Top three gap in 2013 3.7x
share of global of global in the world for venture gap in 2016
e-commerce unicorns' capital investment in
transactions emerging technologies?

THREE DIGITAL FORCES CAN SHIFT (OR CREATE)
10-45% OF INDUSTRY REVENUE POOLS BY 2030

< 9

a -
°

\ \=
DISINTERMEDIATION DISAGGREGATION DEMATERIALIZATION
Using digital to cut out Breaking up large items Turning the physical into the virtual
the middle man (cars, properties) and (3-D printing, virtual reality)
repackaging as services

Source: Wang, Woetzel, Seong, Manyika, Chui & Wong. 2017. "Digital China: Powering the Economy to Global Competitiveness." McKinsey Global Institute.



https://www.mckinsey.com/global-themes/china/digital-china-powering-the-economy-to-global-competitiveness

Potential Impact of 3 Forces in Key Sectors is Large

CONSUMER AND RETAIL AUTOMOTIVE AND MOBILITY
13-34% 10-30%
EEEEN
NN ENEEEENEEE
EEEEEEEEE EEEEEEEEEE
ANEEEEEEEN ENEEEEEEEN
GOVERNMENT CAN:

= Be a major investor in, and consumer of,
digital technologies

= Promote healthy and dynamic competition

= Manage [abor markets transition
during digital disruption

= Reach global consensus on digital governance

HEALTH CARE

12-45%

FREIGHT AND LOGISTICS

23-33%

BUSINESS PRIORITIES INCLUDE:

Adopt bold sirategies

Use China's digital ecosystem
Maximize value from China's
massive data pool

Build an agile organization

m Digitize operations

Engage with policy and regulation

29

Source: Wang, Woetzel, Seong, Manyika, Chui & Wong. 2017. "Digital China: Powering the Economy to Global Competitiveness." McKinsey Global Institute.



https://www.mckinsey.com/global-themes/china/digital-china-powering-the-economy-to-global-competitiveness

Productivity-driven Approach Can Add S5 trillion
Each to GDP and Household Income by 2030

The current investment-led model is not sustainable

Debt of non-financial Corporate returns’ Cost
corporations has doubled have dropped of delay
136% o 2-3 trillion
o, OfGDP 10.3% RMB
8 /0 40/0 additional cost to
of GDP repair bad debt
for every year
investment-led
model continues
2007 2015 2004 2014

By 2030 a new productivity-driven model can create more...

...growth ...income ...wealth
$5.6T $5.1T = $11,200
more GDP vs. more household per capita income (from
investment-led Income vs. 25% of South Korea's level
model investment-led model in 2015 to 55% in 2030)

30
Source: Woetzel, Chen, Seong, Leung, Sneader & Kowalski. 2016. "Capturing China’s S5 Trillion Productivity Opportunity." McKinsey Global Institute.



https://www.mckinsey.com/global-themes/employment-and-growth/capturing-chinas-5-trillion-productivity-opportunity

Consumption Growth to Continue in 2018, but
Ample Savings to Spend

Post-90s Generation Consumers have unique set of priorities

[ Statistics for the total survey populations

39

Happiness
seekers

Believe success
means pursuing
a happy life

Success
seekers

Believe success
means being rich

Not concerned
about brands but
the actual product

Willing to pay extra
for environmentally
friendly products

3

I

Buy what they like

Less likely to save
for rainy days

28

27

Laid back

Believe that “as long
as you work hard,
you can change
your life”

3

Less likely to pay
a premium for new
technology

16

T

Spendthrifts

Willing to spend
to try new things

Believe expensive
products are better

Proud to afford small
luxury items to show
their tastes

Source: Gordon Orr. 2017. "What can we expect in China in 2018?" McKinsey&Company.

10

Have parents paying
for big-ticket items

Willing to pay for the
latest technology

Seek for and pay a
premium for high-
quality items
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Concluding Remarks

e Chinais recovering due to worldwide revival in growth and trade

e Xi's 19th Party Congress focused on comprehensive reforms in
14 areas

e Top priority is People-based and Quality Growth, underpinned
by financial stability and address debt issues

e Growth areas will be strong consumer base, Internet+ and Made
in China 2025 digital transformation

e |f carefully managed, 2018 could be pro-cyclical China benefiting
from global growth, plus contributing to global growth

e However, risks still remain from geopolitical accidents and policy
mistakes

32



Thank you

Q&A to
altsheng8@gmail.com
and www.andrewsheng.net
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