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The uptrend of CPIl adds uncertainty to policy & market

China’s consumer inflation will increase in 3Q22 as it may exceed 3% in
September. Then it may moderately decline in 4Q22 and rise again in 1Q23. The
pick-up of CPI may post a dilemma for PBOC as DR007 may face moderate
upside pressure in 2H22. The uncertainty of RRR policy rises, while the possibility
of further LPR cut declines in 3Q22. PBOC may use structural or targeted easing
policy to support the growth. Chinese stocks may soften or even see moderate
corrections in July to August after the rally in May and June due to four reasons.
Firstly, the uptrend of consumer inflation reduces room for further liquidity easing.
Secondly, the recent rises of Covid-19 cases may make it more difficult for China
to further loosen its zero-Covid policy. Thirdly, overseas economic slowdown may
bring downside uncertainty for China’s exports and capex in manufacturing.
Lastly, stocks in some sectors rebounded too fast in the past two months. But
Chinese stocks still have upside room if we look into a longer period as the
economy should be in the resumption cycle in 2H22-1H23.

B Fuel, food and service inflation all climbed. Consumer price index (CPI)
picked up 2.5% YoY in June after rising 2.1% YoY in May, beating
expectations. Fuel inflation and food inflation respectively climbed from 27.1%
and 2.3% in May to 32.8% and 2.9% in June. Meat price was on an uptrend
as live hog sector faced a de-capacity cycle. Meanwhile, core CPI YoY growth
slightly rebounded from 0.9% in May to 1% in June as the reopening gradually
supported service prices. From the MoM perspective, gasoline, meat and
service price respectively increased 6.7%, 1% and 0.2% in June, compared
to the growth of 0.6%, 1.9% and 0% in May.

B PPI further slowed amid divergence for different commodities. The YoY
growth of producer price index (PPI) slowed from 6.4% in May to 6.1% in June.
Oil price rebounded as global supply disruptions continued, overseas demand
rose in summer holiday and domestic demand also resumed amid reopening.
But coal price further declined as domestic output and capacity expanded
noticeably to assure energy supply security. Steel and non-ferrous metal
prices also further weakened as property development investment remained
weak. PPl in equipment sector also slowed due to base effect as well as weak
capex and durable demand.

B CPI will be on an uptrend in next three quarters. The YoY growth of CPI
may exceed 3% in September and 1Q23. Firstly, oil & gas prices may remain
high if the Ukraine crisis continues and the US does not see a recession this
year. Secondly, China’s food inflation will rise as live hog sector sees a de-
capacity cycle and grain prices face upside pressure amid rising gap between
domestic and global markets. Thirdly, service inflation may mildly rise amid a
gradual reopening of economy.

B PPIshould be in a slowdown with possible fluctuations around the year-
end. The YoY growth of PPl may be lower than the CPI growth around
September and further decline to below 2% in 4Q22. Firstly, the base effect
will cause a natural decline of the YoY growth. Secondly, metal price has
additional downside room as the US Fed continues to tighten policy and
China’s land market and property development investments remain weak.
Coal price may also further decline in 2H22 if its output continues to increase.
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Thirdly, capital goods price may see downside pressure if overseas demand
slows and domestic supply chain gradually resumes.

B Policy implications. The pick-up of CPI may post a dilemma for PBOC as
the central bank has to pay attention to consumer inflation risks while
supporting economic resumption. DR007 (7-day repo funding rate as an
indicator for money market liquidity condition) has declined to low levels again
recently after the seasonal tightening in late June. But it may face upside
pressure if the CPI growth continues to beat expectations. For the economy,
however, the growth is not so strong that PBOC could sharply tighten the
liquidity. The recent rebounding of Covid-19 virus in some cities may cause a
softening of economic resumption pace, making the situation more
complicated for the central bank. Therefore, we expect a gradual or mild
increase of DR0OO07 in 2H22. The uncertainty of RRR policy increases as
PBOC needs more time to observe inflation and economic condition. The
possibility of LPR cut declines at least in 3Q22. The central bank may use
structural or targeted easing policy to support the growth.

B Implications for the Chinese stock market. Chinese stocks may soften or
even see moderate corrections in July to August after the rally in May and
June. Firstly, the upside risk in consumer inflation will reduce the room for
further liquidity easing. Secondly, the recent rebounding of Covid-19 cases
make it more difficult for China to further loosen its zero-Covid policy, implying
a possible softening of reopening effect in 3Q22. Thirdly, overseas economy
will slow down, bringing downside uncertainty for China’s exports and capex
in manufacturing. Lastly, stocks in some sectors rebounded too fast in the rally
in May and June. Looking into a longer period, however, Chinese stocks still
have upside room as the economy should be in the resumption cycle in 2H22-
1H23.

THIS DOCUMENT MAY NOT BE DISTRIBUTED IN THE UNITED STATES, CANADA, THE PEOPLE'S REPUBLIC OF CHINA
(THE "PRC") (EXCEPT IN COMPLIANCE WITH THE APPLICABLE LAWS AND REGULATIONS OF PRC) OR JAPAN. THIS
DOCUMENT HAS BEEN FURNISHED TO YOU SOLELY FOR YOUR INFORMATION AND MAY NOT BE REPRODUCED OR
REDISTRIBUTED TO ANY OTHER PERSON.
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Figure 1: MoM Changes of China Consumer Prices

Figure 2: China Agricultural Product Price
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Figure 3: China Pork Price and Supply
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Figure 4: China Feed Production & Hog-to-grain Ratio

(RMB/Kg) (mn)
55 - 35
50 - | 30
45 -

40 M2
35 - - 20
30

15 1

10 T T T T T T T 0
2015 2016 2017 2018 2019 2020 2021 2022

Pork price (LHS)

) . - 15
25 4
20 4

Number of live hog slaughtered (RHS)

(%) )
35 - 20
30 - - 18
25 - 16
201 \ -4

15
' - 12

10 A
- 10

° ] ! J\\MMW‘

0 1 1" 1 AVl
®) 1 l}f i
(10 1y

-— ('] o =t w w =~ w (o] o — o™
— — — — — — — — — o~ o~ o
o o o o o o o o o o o o
™ ™ o™ ™ ™ o™ ™ ™ o™ ™ ™ o™

Feed production YoY (LHS) Hog-to-grain raio (RHS)

Source: Wind, CMBIGM

Figure 5: China Core CPI Growth & 2Y T-bond Rates
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Figure 6: China Producer Price Growth in Commodity
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Figure 7: China Producer Price Growth in Equipment Figure 8: China’s Producer Price
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Figure 9: Global M2 Growth & Commodity Price Figure 10: Global Supply Chain Pressure
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Figure 11: Manufacturing Capacity Utilisation Ratio Figure 12: Gold Price and US$ Real Interest Rates
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Figure 13: Copper-to-gold Ratio & Inflation Expectation
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Figure 15: China Land Revenue & Infrastructure Figure 16: China Fiscal Revenue & Expenditure
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Figure 17: Operation of Asphalt Plant in China Figure 18: Mobility Index in Shanghai
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Figure 19: PBOC Policy Rates Figure 20: Liquidity Easing & M2 Expansion
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