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Start of a rate hike
cycle

The PBOC announced this evening that it had decided to raise the benchmark
deposit and lending rates. We view this move as the beginning of a rate hike cycle
that may involve two more rate increases (each 25bps) in the coming 12 months,
and which should pave the way for accelerated deposit rate deregulation. In our
view, it is a very important signal that a policy consensus has been reached to
tolerate lower GDP growth, and we believe it demonstrates the government'’s
determination to resolve the negative interest rate issue and to use interest rate
policy to contain speculative property demand. We think this policy move is most
negative for the property sector and other highly leveraged industries, broadly
negative for commodities, but may be mixed for banks.

Global Markets Research

Today's PBOC decision to hike rates, which surprised most market observers, is
broadly consistent with our expectation (see China section of our Asia Economic
Monthly published on 11 October and our macro commentary published on 13
October). However, the decision to symmetrically raise both the one-year lending
and deposit rates by 25bps is a surprise to us (as we thought the one-year lending
rate should go up 18bps and the one-year deposit rate should rise 27bps).

We see several key messages from today’s decision:

First, this rate hike decision is confirmation that a policy consensus has been
reached to tolerate lower growth. Note that this rate hike (especially the lending
rate hike) is taking place at a time when yoy GDP growth is obviously decelerating
(the consensus among government economists is that yoy GDP growth will
decline towards 8-8.5% in Q4 from nearly 12% in Q1).

Second, the government is now convinced that negative real interest rates need to
be corrected, as they tend to exacerbate inflation expectations, property bubbles
and over-investments. As we have argued for a long time, the root causes of the
property bubbles are excessive monetary growth and very negative real mortgage
rates. Today's decision raises the five-year deposit rate by as much as 60bps,
which obviously signals that the PBOC is attempting to attract speculative funds
from the property market back to bank deposits. As long-term bond yields will also
rise as a result of the deposit rate hikes, the increased attraction of bonds should
also help limit property speculation.
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Third, we see today’'s move as the beginning of a rate hike cycle. We think next year’s CPI
target will likely be set at 3%, and the upward pressure from the recent rise in global
commodity prices and the need to more aggressively implement resource pricing reforms
suggest that the risks to CPI inflation will be on the upside. This means that to ensure
positive real interest rates, the benchmark one-year deposit rate will likely be raised twice in
the coming 12 months (each 25bps). We have therefore raised our 12-month projection for
the one-year benchmark deposit rate from the current 2.5% to 3%.

Fourth, we think the PBOC will likely accelerate the pace of deposit rate deregulation.
Although the NIM of banks has expanded marginally following today’'s symmetric rate hike
(and therefore earnings are boosted by 1-3% for most banks), the improved margin should
also reduce banks' opposition to interest rate liberalization. This would permit an acceleration
of deposit rate deregulation, which could be modestly negative for NIMs going forward. Note
that interest rate deregulation is not only justified on the basis of correcting negative real
rates, but is also needed to prepare for RMB internationalization and improving the monetary
policy transmission mechanism.

Fifth, this rate hike decision reinforces the probability that China will shift to a “prudent”
monetary policy stance next year from a “relaxed” one this year. This means that loan
growth will likely slow to 16% next year from 18.8% this year.

Sixth, considerations of the timing of this rate hike may include: 1) end of the Party Congress;
(2) the September CPI figure, to be released next week, will likely be higher; (3) the pace of
the stock market rally in recent weeks has becoming worrying to some policy makers.

We see the following market implications:

1) Today's decision (and the likely further rate hikes) will be most negative for
properties. On the one hand, lending rate hikes will increase mortgage rates; on the
other hand, following the deposit rate hikes, deposits and bonds will become
meaningful alternatives to property investments and should thus further reduce
speculative demand for properties.

2) Rate increases will also be negative for commodities, as their demand growth is
highly sensitive to overall investment and loan growth.

3) Rate hikes are negative for highly leveraged sectors, such as power and selected
commodities and property companies (see Figure 1).

4) On banks, we think the market reaction may be mixed. On the one hand, the
asymmetric rate hikes marginally increase the NIMs. On the other hand, as we
discuss above, the broader macro concerns on GDP and loan growth deceleration,
as well as the signals from the PBOC for further rate hikes and deposit rate
deregulation imply increased uncertainties on banks over the medium term.

Page 2

Deutsche Bank AG/Hong Kong



Deutsche Bank

19 October 2010 China Macro Strategy

Figure 1: Companies with high debt-to-equity ratio in DB China universe

18-Oct Net
Pri M. i
Sector Rating IocZT (USE?:) debzt{;qou . 2010
Huadian Power 1071.HK  Utilities Hold 2.1 1,699 362% NA NA NA NA
Datang Int'L Power 0991.HK  Utilities Buy 34 5,096 359% 15.6 9.8 1.2 39%
Huaneng Power Intl 0902.HK  Utilities Hold 4.9 7,615 285% 11.9 12.7 1.2 2%
China Power Int'L 2380.HK  Utilities Hold 1.8 752 249% 131 12.2 0.6 28%
China Gas Holdings 0384.HK  Utilities Hold 46 2,055 173% 33.7 28.3 4.3 18%
Beijing Cap Int'L Airport  0694.HK  Transportation Buy 4.2 2,322 155% 33.0 17.9 1.2 67%
CNBM 3323.HK  Materials Buy 20.0 6,325 135% 12.1 93 24 24%
Shanghai Forte Land 2337.HK  Real Estate Buy 2.4 773 131% 8.3 6.8 0.8 NA
China Yangtze Power 600900.SS Utilities Buy 8.6 21,208 126% 18.5 17.8 2.1 6%
Shenzhen Expressway-H 0548.HK  Transportation Hold 4.4 2,447 117% 14.0 12.3 1.1 NA
China Resources Power 0836.HK  Utilities Buy 16.0 8,621 117% 13.2 12.2 1.8 10%
China Medical Tech CMED.OQ Health Care Equipme Buy 1.7 434 1M1% 15.8 7.4 1.4 39%
Longyuan Power 0916.HK  Utilities Buy 8.2 8,044 87% 31.3 19.9 2.2 48%
Galaxy 0027.HK  Consumer Services Hold 6.9 3,508 81% 234 17.6 3.6 62%
Brilliance China 1114 HK  Automobiles & Com|Hold 6.6 4,300 79% 31.7 256 4.8 17%
Renesola SOL.N Semiconductors & St Buy 13.4 1,147 78% 7.5 54 2.1 23%
China High Speed Trans 0658.HK  Capital Goods Buy 16.9 2,748 73% 141 12.2 34 12%
Yuexiu Property 0123.HK  Real Estate Buy 2.1 1,876 72% 125 7.8 0.9 39%
Guangzhou R&F Prop 2777 HK  Real Estate Hold 12.2 5,051 71% 10.7 8.4 1.8 NA
China Shipping Developn 1138.HK  Transportation Buy 114 5,021 70% 175 10.9 15 48%

Source: Deutsche Bank estimates
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Appendix 1

Important Disclosures
Additional information available upon request
For disclosures pertaining to recommendations or estimates made on a security mentioned in this report, please see

the most recently published company report or visit our global disclosure look-up page on our website at
http://am.db.com/ger/disclosure/DisclosureDirectory.eqgsr.

Analyst Certification

The views expressed in this report accurately reflect the personal views of the undersigned lead analyst(s). In addition, the
undersigned lead analyst(s) has not and will not receive any compensation for providing a specific recommendation or view in
this report. Jun Ma

Equity rating dispersion and banking relationships

Buy: Based on a current 12- month view of total share-

holder return (TSR = percentage change in share price 400 59 %

from current price to projected target price plus pro- 350 +

jected dividend yield ) , we recommend that investors 300 -+

buy the stock. 250 4 34 %

Sell: Based on a current 12-month view of total share- 200 +

holder return, we recommend that investors sell the 150 4

stock 100 < 17 % 13 % 08 %
Hold: We take a neutral view on the stock 12-months 50 ° 1 14 %
out and, based on this time horizon, do not recommend 0 T T

either a Buy or Sell. Buy Hold Sell
Notes:

1. Newly issued research recommendations and target m Companies Covered  m Cos. w/Banking Relationship |
prices always supersede previously published research.

2. Ratings definitions prior to 27 January, 2007 were: Asia-Pacific Universe

Buy: Expected total return (including dividends) of
10% or more over a 12-month period

Hold: Expected total return (including dividends)
between -10% and 10% over a 12-month period
Sell: Expected total return (including dividends) of -
10% or worse over a 12-month period
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Regulatory Disclosures

1. Important Additional Conflict Disclosures

Aside from within this report, important conflict disclosures can also be found at https://gm.db.com/equities under the
"Disclosures Lookup" and "Legal" tabs. Investors are strongly encouraged to review this information before investing.

2. Short-Term Trade ldeas

Deutsche Bank equity research analysts sometimes have shorter-term trade ideas (known as SOLAR ideas) that are consistent
or inconsistent with Deutsche Bank's existing longer term ratings. These trade ideas can be found at the SOLAR link at

http://am.db.com.

3. Country-Specific Disclosures

Australia: This research, and any access to it, is intended only for "wholesale clients" within the meaning of the Australian
Corporations Act.

Brazil: The views expressed above accurately reflect personal views of the authors about the subject company(ies) and
its(their) securities, including in relation to Deutsche Bank. The compensation of the equity research analyst(s) is indirectly
affected by revenues deriving from the business and financial transactions of Deutsche Bank.

EU countries: Disclosures relating to our obligations under MiFiD can be found at http://globalmarkets.db.com/riskdisclosures.
Japan: Disclosures under the Financial Instruments and Exchange Law: Company name - Deutsche Securities Inc. Registration
number - Registered as a financial instruments dealer by the Head of the Kanto Local Finance Bureau (Kinsho) No. 117.
Member of associations: JSDA, The Financial Futures Association of Japan. Commissions and risks involved in stock
transactions - for stock transactions, we charge stock commissions and consumption tax by multiplying the transaction
amount by the commission rate agreed with each customer. Stock transactions can lead to losses as a result of share price
fluctuations and other factors. Transactions in foreign stocks can lead to additional losses stemming from foreign exchange
fluctuations. "Moody's", "Standard & Poor's", and "Fitch" mentioned in this report are not registered as rating agency in Japan
unless specifically indicated as Japan entities of such rating agencies.

New Zealand: This research is not intended for, and should not be given to, "members of the public" within the meaning of the
New Zealand Securities Market Act 1988.

Russia: This information, interpretation and opinions submitted herein are not in the context of, and do not constitute, any
appraisal or evaluation activity requiring a license in the Russian Federation.
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