FOR PROFESSIONAL INVESTORS - 24 April 2024

Chi Time

The global impact of China’s disinflation

Do not impose on others what you yourself do not desire.

Confucius

As China restructures its growth model by shifting investment from property to new infrastructure! and high
value-added manufacturing, it also raises investors’ concerns about its disruption on investment returns. The shift
is creating disinflationary pressures on both the Chinese and the global economy, squeezing profit margins and
export market shares of manufacturers outside China.

There is no evidence yet that China is exporting deflation at this point. Disinflationary pressures in China could
help lower tradeable goods prices, facilitating disinflation abroad and help offset some of the structural rise in
global inflation due to deglobalisation and green transition.

Creative destruction & structural disinflation

China is going through a ‘creative destruction’ process (see ‘Chi on China: China’s Structural Growth (11) —
Thinking Outside the Growth Box”, 14 February 2023’) in which new, sunrise, industries (notably high-tech,
semiconductor and Internet of Things) replace old, sunset, industries (including the property sector). This process
is inherently deflationary because the rate of destruction is faster than the rate of creation.

The investment rebalancing process is seen in the decline in China’s investment in the property sector and the
simultaneous increase in its capital expenditure on high value-added manufacturing and new infrastructure
(Exhibit 1). However, private-sector demand has been sluggish, hence, excess capacity has built up, reducing
capacity utilisation (Exhibit 2), and eroding pricing power and profit margins. This matters not only for China but,

1 According to the Chinese government, the new infrastructure investments include telecommunications, 5G/6G networks, Al development,
fintech, energy transition and inter-city transportation and rail system.
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given its size, also for the world at large. Economies that compete with China will face intense margin pressures
and potentially a loss in export market share.
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Domestically, the excess capacity has led to another round of deflation, with the GDP deflator falling since the
second half of 2023 (Exhibit 3). Nevertheless, China is still unlikely to fall into a Japan-style deflation quagmire
(see ‘Chi on China: Is China Falling into a Balance Sheet Recession?”, 16 August 2023'). This is because a large
part of its economic problem is cyclical in nature, which should be simple to fix by aggressive policy easing.

Exhibit 3
China's GDP deflator fell into deflation again
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The global spillover
Internationally, China’s export prices are falling faster than the pace during the 2009 Global Financial Crisis
(Exhibit 4). This is good news for importers of Chinese goods but bad news for China’s export competitors.

Exhibit 4
China's export prices have plunged
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Even commaodity prices are feeling the downward pressure, with steel being a notable example as China is the
world’s largest producer and consumer of steel. The sharp decline in its property sector has cut steel demand
significantly, creating an over-supply condition that overwhelms the demand from the other industries, such as
shipbuilding, cars and infrastructure. A large part of China’s production is exported, pushing down steel export
price (Exhibit 5).

Exhibit 5
China steel export volume and price*
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The renminbi exchange rate

The price declines have dragged down the renminbi’s real effective exchange rate (REER), which reflects both
changes in the nominal exchange rate and relative prices between China and other countries. China’s REER has
weakened sharply since 2022, due to both a weak nominal renminbi exchange rate against other currencies and
falling domestic prices relative to other countries (Exhibit 6).
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Exhibit 6
Renminbi real exchange rate has fallen sharply since 2022
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In 2023, the renminbi’s REER fell the most compared with its Asian peers (Exhibit 7), boosting China’s export
competitiveness. The resulting downward pressures on global prices mean that if manufacturers elsewhere do
not cut prices to compete with China, their export volumes are likely to suffer.

Exhibit 7
The renminbi's REER depreciated the most in 2023 (%YoY)
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Is China exporting deflation?

There is no conviction yet for China exporting deflation. Local deflation is likely to be a cyclical phenomenon

because:

1) Aggressive policy easing can fix the cyclical excess capacity and ease the structural drag on growth
stemming from creative destruction, ending the deflationary pressures.

2) Excess capacity is focused on the secondary sector of the economy, which only accounts 38% of GDP and
29% of employment, while the tertiary sector, which accounts for 55% of GDP and 47% of employment, has
shown recovery momentum. In other words, excess capacity is not systemic so that the resultant deflationary
pressures are not as intense as observers fear.

3) US import price data from the major developed markets and key Asian trading partners have shown even
larger price declines than from China in 2023, arguing that prices were falling outside China too.

Challenges

Manufacturing economies that compete with China face the biggest challenge from China’s disinflationary
pressures. Europe, Japan, Thailand and South Korea appear to be the most exposed to rising trade competition
from China, while Mexico, Brazil and the US appear less at risk.
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Meanwhile, commodity exporters, including Australia, Indonesia, Colombia and South Africa also face challenges
from China’s sharply reduced demand for commodities as its property sector shrinks and investment shifts from
commaodity-hungry industries to tertiary and high-tech, green industries which are less commodity-intensive.

Finally, if China’s disinflation prolongs, equity markets of the economies that have larger exposure to China’s

trade competition and commodity demand will face downside pressure than those that are more insulated from
China’s events.

ChiLo BNP Paribas Asset Management
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DISCLAIMER

BNP Paribas Asset Management France, “the investment management company,” is a simplified joint stock company with its registered office at 1 boulevard
Haussmann 75009 Paris, France, RCS Paris 319 378 832, registered with the “Autorité des marchés financiers” under number GP 96002.

This material is issued and has been prepared by the investment management company.

This material is produced for information purposes only and does not constitute:

1. an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any contract or commitment whatsoever or

2. investment advice.

This material makes reference to certain financial instruments authorised and regulated in their jurisdiction(s) of incorporation.

No action has been taken which would permit the public offering of the financial instrument(s) in any other jurisdiction, except as indicated in the most recent
prospectus and the Key Investor Information Document (KIID) of the relevant financial instrument(s) where such action would be required, in particular, in the
United States, to US persons (as such term is defined in Regulation S of the United States Securities Act of 1933). Prior to any subscription in a country in
which such financial instrument(s) is/are registered, investors should verify any legal constraints or restrictions there may be in connection with the subscription,
purchase, possession or sale of the financial instrument(s).

Investors considering subscribing to the financial instrument(s) should read carefully the most recent prospectus and Key Investor Information Document
(KIID) and consult the financial instrument(s’) most recent financial reports. These documents are available on the website.

Opinions included in this material constitute the judgement of the investment management company at the time specified and may be subject to change without
notice. The investment management company is not obliged to update or alter the information or opinions contained within this material. Investors should
consult their own legal and tax advisors in respect of legal, accounting, domicile and tax advice prior to investing in the financial instrument(s) in order to make
an independent determination of the suitability and consequences of an investment therein, if permitted. Please note that different types of investments, if
contained within this material, involve varying degrees of risk and there can be no assurance that any specific investment may either be suitable, appropriate
or profitable for an investor's investment portfolio.

Given the economic and market risks, there can be no assurance that the financial instrument(s) will achieve its/their investment objectives. Returns may be
affected by, amongst other things, investment strategies or objectives of the financial instrument(s) and material market and economic conditions, including
interest rates, market terms and general market conditions. The different strategies applied to financial instruments may have a significant effect on the results
presented in this material. Past performance is not a guide to future performance and the value of the investments in financial instrument(s) may go down as
well as up. Investors may not get back the amount they originally invested.

The performance data, as applicable, reflected in this material, do not take into account the commissions, costs incurred on the issue and redemption and
taxes.

All information referred to in the present document is available on www.bnpparibas-am.com
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