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e In all, China’s economic growth slowed down but sill maintained on
quite stable increase over 7% in 1H2014. Stable macroeconomic
environment provided the good external condition for the development
of China’s banking sector. According to NBSC, as at the end of
2Q2014, accumulated GDP increased by 7.4% to RMB26.9 trillion, the
same as the growth in 1Q;

« By the end of 1H2014, China’s foreign reserve increased largely by
14.20% y-y to US$3.99 trillion accumulatively, but both the growth rate
and the amount went down. The scale of China’s reserve increased
consistently mainly benefited from FDI, trade surplus and international
capital inflow, representing that international investors have confidence
in China’s economy, but the growth of capital inflow will slow down. On
the other hand, this will reduce inflationary pressure to China and bring
more rooms of the adjustment for the PBOC to manage the growth of
loans;

« Due to the reduce of the liquidity, CPI decreased slowly this year, by
the end of Aug 2014, China’s CPI increased by 2.0% y-y, of which food
index increased by 3.0% y-y, both dropped obviously compared with
the beginning of the year. We think China may face the deflationary
pressure in future if CPI dropped largely under the downward trend of
the economy;

« The PBOC continues to hold quite easing monetary policy in 2014. By
the end of Aug 2014, l-year deposit and lending interest rates of
Chinese financial institutions maintained 3% and 6% respectively.
According to the money supply, China’s M1 and M2 increased by
5.71% and 12.84% y-y respectively, which trended to decrease;

« Deposit of residents decreased continually in 2014 while RMB loans of
financial institutions dropped as well. By the end of Jun 2014, personal
savings increased by 8.45% to RMBA4.837 trillion, and RMB loans of
China’s financial institutions reached to RMB77.63 trillion, up 14.03% y-
y, as 14.15% in Jun 2013. It is worth noting that personal savings
decreased in Jul and Aug;

« Due to the slow-down of macroeconomic environment, the performance
of domestic banks trended to decrease in 1H2014. According to the
data in 1H2014, Chinese banks’ profit growth decreased, in line with
our expectation. In all, considering the large difference of the operating
scale, we exclude city commercial banks, NIMs of 9 domestic listed
banks continued to decrease, and net profits increased by 8.7% in
average;

« By the end of 2Q, net loans of 9 domestic banks increase by 8.07% in
average. BOC's net loans recorded the largest growth, up 10.73% to
RMB8.024 trillion compared with the end of 2013, the only one gained
more than 10% of growth rate among the peers. BoCom had the lowest
growth rate, up 5.06% to RMB3.35 trillion;

e In 1H2014, banks scale remained stable growth, most of them gained
the higher growth of assets compared with the end of last year. CMB
and CITIC Bank's total assets increased by 25.3% and 18.4%
respectively, and BOC's total assets also increased by 11.5%;

« According to the distribution of loans, manufacturing, wholesale and
retail, transportation, storage & postal, and property development are
still the major parts of the banks’ loans, especially the proportion of the
loans in manufacturing was much higher than others;

Page | 1



2014 Interim Report of China’s Banking Sector

26 September 2014

« The bank’s asset quality still remained stable, and however, the NPL
ratios went up slowly with the increased amount of the NPLs. By the end
of 2Q2014, ABC still owned the highest NPL ratio as 1.24% among the
peers while CMBC had the lowest one as 0.93%. We expect most of the
banks’ NPL ratio will up continually in the next few quarters,
representing the continued deterioration of banks’ asset quality;

« Based on the new method approved by the CBRC since 2013, domestic
banks’ CAR declined obviously, but started to rebound this year. As at
the end of Jun 2014, all banks’ CAR increased y-y except BOC, CARs
of state-owned banks were much lower than others. We expect the
CARs will continue to go up in 2H2104;

« By the end of June, BOC’'s NIM was the lowest among the peers, but
continued to increase slowly. ABC’s NIM was the highest, maintained at
the stable level. Additionally, CMBC’s NIM increased rapidly, and its
incomes gained the large growth due to the low base. The performance
of ABC’'s profit growth was better than other large-sized banks.
Quarterly net profit of 9 domestic banks increased by 8.67% in average.
CMB gained the highest growth as 17.09% while CITIC Bank owned the
lowest one as 1.39% only;

« Currently, the valuation of domestic banks is relatively lower. Overall,
domestic banks’ P/B now is below 1.0x and P/E is lower than 10x,
around 4.0-6.0x, therefore the valuation is quite attractive and we still
recommend the Buy rating for the sector;

« Considering the operating performance and share prices of banks, we
prefer ABC and BOC among the large-sized state-owned banks, and
CMBC, CITIC Bank and CMB among joint-stock commercial banks.

China’s macroeconomic environment maintained stable

Overall, China’s economic growth slowed down but sill maintained on quite
stable increase over 7% in 1H2014. Stable macroeconomic environment
provided the good external condition for the development of China’s banking
sector. According to NBSC, as at the end of 2Q2014, accumulated GDP
increased by 7.4% to RMB26.9 trillion, the same as the growth in 1Q;

We believe the range of decrease should be small although China’s
economy trends to go down based on the current data, and it should be
around 7.3%-7.4% in 2014.

Figure 1. Quarterly GDP growth of China
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According to the foreign reserve, China’s reserve decreased obviously after
2011 based on the previous high base. However, it has started to increase
since 2H2012 affected by internal and external economic environment.

By the end of Jun 2014, China’s foreign reserve increased largely by
14.20% y-y to US$3.99 trillion accumulatively, but both the growth rate and
the amount went down. The scale of China’s reserve increased consistently
mainly benefited from FDI, trade surplus and international capital inflow,
representing that international investors have confidence in China’s
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economy, but the growth of capital inflow will slow down. On the other hand,
this will reduce inflationary pressure to China and bring more rooms of the
adjustment for the PBOC to manage the growth of loans.

However, we expect the scale of international capital inflow will continue to

increase under the further opening of China’s market in future.
Figure 2. China’s foreign reserves
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Due to the decrease of the liquidity, CPI decreased slowly this year, by the
end of Aug 2014, China’s CPI increased by 2.0% y-y, of which food index
increased by 3.0% y-y, both dropped obviously compared with the beginning
of the year. We think China may face the deflationary pressure in future if

CPI dropped largely under the downward trend of the economy;
Figure 3. China’s CPI
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The PBOC continues to hold quite easing monetary policy in 2014. By the
end of Aug 2014, l-year deposit and lending interest rates of Chinese

financial institutions maintained 3% and 6% respectively.
Figure 4. China’s 1-year deposit and lending rates
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According to the money supply, as at the end of Aug, China’s M1 and M2
increased by 5.71% and 12.84% y-y to RMB33.20 trillion and RMB119.75

trillion respectively, which trended to decrease;
Figure 5. The growth of China’s money supply
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The PBOC has strictly controlled the loans since 2010, and the growth of
both deposits and loans of China’s financial institutions maintained at the
low level. Deposit of residents decreased continually in 2014 while RMB
loans of financial institutions dropped as well. By the end of Jun 2014,
personal savings increased by 8.45% to RMB4.837 trillion, and RMB loans
of China’s financial institutions reached to RMB77.63 trillion, up 14.03% y-y,
compared with 14.15% in Jun 2013. It is worth noting that personal savings
decreased in Jul and Aug, down to RBM47.1 trillion in Aug.

Figure 6. China’s RMB loans and deposits of residen  ts by the end of Aug 2014
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Currently, loans of financial institutions still increase by over 10%. By the
end of Aug, RMB loans of China’s financial institutions reached to
RMB78.72 trillion. The market concerned about the risks of shadow banks
of financial institutions in China.

Currently, the concern is mainly from the uncertainty of the scale of shadow
banks, and there are large differences of the estimation based on different
methods. According to FSB, take the US as the benchmark, China is still at
the early stage of the financial market, and the scale of shadow banks would
be very small based on the financial derivatives, hedge funds, etc., around
RMB5-10 trillion as estimated.

However, considering China’s unique financial system, including non-
banking financial institutions such as securities, funds, trusts, leasing,
wealth management and PE, etc., we forecast China’s shadow banks would
amount to RMB45 trillion approximately, around 60% of total RMB loans of
China’s financial institutions.

Shadow banks would be one of the largest threats for China’s current
financial system considering it was one of main reasons of financial crisis in
the U.S. in 2008, and it is difficult to estimate its real scale. We believe it
may be one of major causes for China’s financial crisis in future.
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Stable operating performance of domestic banks

Due to the slow-down of macroeconomic environment, the performance of
domestic banks trended to decrease in 1H2014. According to the data in
1H2014, Chinese banks’ profit growth decreased, in line with our
expectation. In all, considering the large difference of the operating scale,
we exclude city commercial banks, NIMs of 9 domestic listed banks
continued to decrease, and net profits increased by 8.7% in average;

By the end of 2Q, net loans of 9 domestic banks increase by 8.07% in
average. BOC's net loans recorded the largest growth, up 10.73% to
RMB8.024 trillion compared with the end of 2013, the only one gained more
than 10% of growth rate among the peers. BoCom had the lowest growth

rate, up 5.06% to RMB3.35 trillion;
Figure 7. Growth of accumulated net loans of domest  ic banks
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Source: the company’s reports, PSR

In 1H2014, banks scale remained stable growth, most of them gained the
higher growth of assets compared with the end of last year. CMB and CITIC
Bank’s total assets increased by 25.3% and 18.4% respectively, and BOC'’s
total assets also increased by 11.5%.

We believe total assets of banks will continue to increase stably in 2H2014,

with the average growth of 10% approximately.
Figure 8. Total assets growth of domestic banks
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According to the distribution of loans, manufacturing, wholesale and retail,
transportation, storage & postal, and property development are still the
major parts of the banks’ loans, especially the proportion of the loans in
manufacturing was much higher than others. However, in recent years, the
banks increased the proportion of loans in wholesale and retail sector, and
reduced the proportion of other main sectors.
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Figure 9. Distribution of the loans of domestic ban ks
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The bank’s asset quality still remained stable, and however, the NPL ratios
went up slowly with the increased amount of the NPLs. By the end of
2Q2014, ABC still owned the highest NPL ratio as 1.24% among the peers
while CMBC had the lowest one as 0.93%.

We expect most of the banks’ NPL ratio will up continually in the next few
quarters, representing the continued deterioration of banks’ asset quality.
However, the absolute value of the NPL ratio still maintained at the low level

as 1% in average, therefore total risks are under control in the short term.
Figure 10. NPL ratios of domestic banks
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The other main risk is coming from the capital pressure. Based on the new
method approved by the CBRC since 2013, domestic banks’ CAR declined
obviously, but started to rebound this year. As at the end of Jun 2014, all
banks’ CAR increased y-y except BOC, CARs of state-owned banks were
much lower than others. CMBC and CITIC Bank gained the largest growth
of CAR, and CCB had the highest CAR of 13.89% based on the absolute
value among the peers.
We expect the CARs will continue to go up in 2H2104.

Figure 11. CARs of domestic banks (based on new met  hod)
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On the other hand, according to the profit performance, profits of domestic
banks continued to increase stably. This is because the bank’s NIM
maintained at the stable level under the unchanged interest rates made by
the PBOC.
By the end of June, BOC’s NIM was the lowest among the peers, around
2.27%, but continued to increase slowly. ABC’s NIM was the highest as

" PhillipCapital

Your Partner In Finance
Phillip Securities (Hong Kong) Ltd

Page | 6



2014 Interim Report of China’s Banking Sector

26 September 2014

2.93%, maintained at the stable level. Additionally, CMBC’s NIM increased
rapidly, and its incomes gained the large growth due to the low base. The

performance of ABC’s profit growth was better than other large-sized banks.
Figure 12. NIM of domestic banks
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Due to the stable level of NIM, interest incomes of domestic banks
increased slowly, and the growth of non interest incomes also declined
because of the stronger market competition. It is worth noting that
intermediate businesses of both CMB and CITIC Bank increased
significantly, net commission income and fee grew 67.34% and 60.55% y-y
to RMB23.702 billion and 12.807 billion respectively.

We expect the banks’ incomes would increase continually, but the growth of
non interest incomes, especially for commission income and fee will be

higher than that of interest incomes.
Figure 13. Growth of net interest incomes and non-i  nterest incomes of domestic banks
in 2Q2013
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However, the slow-down of the growth of interest income also caused the
bank’s profits to decline. By the end of 2Q2014, quarterly net profit of 9
domestic banks increased by 8.67% in average, among which CMB gained
the highest growth as 17.09% to RMB15.514 billion, and ABC and CEB
also gained the growth rates of 11.6% and 10.43% respectively. CITIC Bank
had the lowest one as 1.39% only.

We estimate the quarterly profit growth of domestic banks would continue to

decrease, around 7%-8% in average in 2H 2014.
Figure 14. Growth of quarterly net profits of domes tic banks
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Recommendation and valuation

Currently, the valuation of domestic banks is relatively lower. Overall,
domestic banks’ P/B now is below 1.0x and P/E is lower than 10x, around

4.0-6.0x, therefore the valuation is quite attractive.
Figure 15.Valuation of the banks in H Shares
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Additionally, according to the share price performance, based on the latest
closing price (25 Sep), we can see CITIC Bank gained the best share price
performance in terms of the return in 1 year. In the long run, most banks’
share price performance is better than the benchmark, among which
CMBC'’s return is the highest, as 108.7% in terms of the price return in 3
years, and CCB has the lowest return, only around 3.7%. In the long term,
the banks’ risk resistance capability is still quite strong.
However, share prices of banks have changed with a remarkable periodicity,
and therefore, timing is a very important issue for purchasing.
In summary, considering the operating performance and current share
prices of banks, we prefer ABC and BOC among the large-sized state-
owned banks, and CMBC, CITIC Bank and CMB among joint-stock
commercial banks, and still recommend the Buy rating for the sector.

Figure 16. Price performance of domestic banks
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PHILLIP RESEARCH STOCK SELECTION SYSTEMS

Total Return Recommendation Rating Remarks
>+20% Buy 1 >20% upside from the current price
+5% to +20% Accumulate 2 +5% to +20%upside from the current price
-5% to +5% Neutral 3 Trade within * 5% from the current price
-5% to -20% Reduce 4 -5% to -20% downside from the current price
<-20% Sell 5 >20%downside from the current price

We do not base our recommendations entirely on the above quantitative return bands. We consider qualitative factors like (but not limited
to) a stock's risk reward profile, market sentiment, recent rate of share price appreciation, presence or absence of stock price catalysts, and
speculative undertones surrounding the stock, before making our final recommendation

GENERAL DISCLAIMER

This publication is prepared by Phillip Securities (Hong Kong) Ltd (“Phillip Securities”). By receiving or reading this publication, you agree to be bound by the
terms and limitations set out below.

This publication shall not be reproduced in whole or in part, distributed or published by you for any purpose. Phillip Securities shall not be liable for any direct
or consequential loss arising from any use of material contained in this publication.

The information contained in this publication has been obtained from public sources which Phillip Securities has no reason to believe are unreliable and any
analysis, forecasts, projections, expectations and opinions (collectively the “Research”) contained in this publication are based on such information and are
expressions of belief only. Phillip Securities has not verified this information and no representation or warranty, express or implied, is made that such
information or Research is accurate, complete or verified or should be relied upon as such. Any such information or Research contained in this publication is
subject to change, and Phillip Securities shall not have any responsibility to maintain the information or Research made available or to supply any
corrections, updates or releases in connection therewith. In no event will Phillip Securities be liable for any special, indirect, incidental or consequential
damages which may be incurred from the use of the information or Research made available, even if it has been advised of the possibility of such damages.

Any opinions, forecasts, assumptions, estimates, valuations and prices contained in this material are as of the date indicated and are subject to change at
any time without prior notice.

This material is intended for general circulation only and does not take into account the specific investment objectives, financial situation or particular needs
of any particular person. The products mentioned in this material may not be suitable for all investors and a person receiving or reading this material should
seek advice from a financial adviser regarding the suitability of such products, taking into account the specific investment objectives, financial situation or
particular needs of that person, before making a commitment to invest in any of such products.

This publication should not be relied upon as authoritative without further being subject to the recipient’'s own independent verification and exercise of
judgment. The fact that this publication has been made available constitutes neither a recommendation to enter into a particular transaction nor a
representation that any product described in this material is suitable or appropriate for the recipient. Recipients should be aware that many of the products
which may be described in this publication involve significant risks and may not be suitable for all investors, and that any decision to enter into transactions
involving such products should not be made unless all such risks are understood and an independent determination has been made that such transactions
would be appropriate. Any discussion of the risks contained herein with respect to any product should not be considered to be a disclosure of all risks or a
complete discussion of such risks.

Nothing in this report shall be construed to be an offer or solicitation for the purchase or sale of a security. Any decision to purchase securities mentioned in
this research should take into account existing public information, including any registered prospectus in respect of such security.

Disclosure of Interest

Analyst Disclosure: Neither the analyst(s) preparing this report nor his associate has any financial interest in or serves as an officer of the listed corporation
covered in this report.

Firm’s Disclosure: Phillip Securities does not have any investment banking relationship with the listed corporation covered in this report nor any financial
interest of 1% or more of the market capitalization in the listed corporation. In addition, no executive staff of Phillip Securities serves as an officer of the listed
corporation.

Availability

The information, tools and material presented herein are not directed, intended for distribution to or use by, any person or entity in any jurisdiction or country
where such distribution, publication, availability or use would be contrary to the applicable law or regulation or which would subject Phillip Securities to any
registration or licensing or other requirement, or penalty for contravention of such requirements within such jurisdiction.

Information contained herein is based on sources that Phillip Securities (Hong Kong) Limited (“PSHK”) believed to be accurate. PSHK does not bear
responsibility for any loss occasioned by reliance placed upon the contents hereof. PSHK (or its affiliates or employees) may have positions in relevant

investment products. For details of different product's risks, please visit the Risk Disclosures Statement on http://www.phillip.com.hk.
© 2014 Phillip Securities (Hong Kong) Limited
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