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Supply-side reform: initial taste of
Success

*  Supply-side reform has succeeded in curbing excessive
supply of coal, steel and cement, leading to rebound of energy
and material prices as well as recovery in corresponding
industries

* Hang Seng Composite Energy Index and Hang Seng
Composite Materials Index have been outperforming the
benchmark indices

* Easing deflationary pressure in China would reduce room for
interest rate cuts in the near future.

* Recovery of profitability in manufacturing industry enhances
debt repayment capability of manufacturers and quality of
loan assets in the banking system

Hang Seng Composite Energy Index and Hang Seng Composite
Materials Index outperformed the Hang Seng Index. Hang Seng
Composite Index (HSCI) was up 3.8% YTD. Meanwhile, HS
Composite Energy Index (ENE Index) and HS Composite Materials
Index (MAT Index) surged 18% YTD and 16% YTD. The rise in ENE
Index was driven by the rallying coal-related stocks; meanwhile,
rising prices of ferrous and non-ferrous stocks drove up the MAT
Index. We believe the energy and material stocks were the
beneficiaries of a supply-side reform that reduced supply and pushed
up coal and material prices.

Sharp decline in coal output pushed up coal prices and profits
in coal miners. According to NBS, total coal output was down 10.5%
YoY to 2.46bn tonnes for 9M16. In Sep 2016, coal output dropped
12.3% YoY to 0.28bn tonnes. Meanwhile, prices of 5500Kcal coal
and 5000Kcal coal in Qinhuangdao port surged 55.4% YTD and
55.2% YTD to RMB 575/tonne and RMB 520/tonne. In summary, a
10% decline in coal output led to an over 50% increase in thermal
coal price. Supply-side reform in the coal industry has reduced
supply and driven up coal selling prices. In our view, the sharp
increase in coal prices was the result of reduced supply instead of a
strong demand. In 9M16, output of thermal power, cement, and crude
steel grew by a tepid 0.8% YoY, 2.6% YoY and 0.4% YoY; FAI in the
coal-mining industry fell 26.0% YoY. We expect coalminers to remain
cautious on output expansion. Revenue of coal-mining industry was
down 8.2% YoY in 9M16 but profit was up 65.1%YoY. In 3Q16, profit
surged 181% QoQ, or 192% YoY. With constrained supply and
limited competition, the business environment has turned more
favorable to coalminers.

Demand outstripped supply in cement industry. Cement industry
is another beneficiary of supply-side reform. According to NBS,
cement production grew 2.6% YoY while total GFA of properties
under construction grew 3.2% YoY in 9M16, illustrating that demand
growth for cement was slightly higher than that of supply. As a result,
cement prices increased. According to NBS’s bi-weekly survey,
prices of 325 type and 425 type cement rose by 21.7% YTD and 19.9%
YTD in 9M16. So far in Oct, cement prices edged up further by
4.7%-5.7%. We believe the increase in cement prices in 3Q16 would
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extend into 4Q16. Total revenue and profit of cement industry grew
4.5% YoY and 9.3% YoY in 9M16. In 3Q16, profit of cement industry
grew 3.1% QoQ or 17.4%Y0Y.

Downstream demand boosted steel prices. In 9M16, automobile
production grew 12.3% YoY whereas production of steel products
edged up 2.3% YoY; in Sep 2016, automobile production rose 31.5%
YoY while production of steel products grew slightly by 4.3% YoY.
Total GFA of properties under construction rose 3.2%YoY in 9M16.
Meanwhile, crude steel output grew 0.4%YoY. Demand for industrial
steel and construction steel grew at a faster pace than that of output.
Prices of ordinary medium steel plate and ordinary hot-rolled steel
sheet surged 39.0% YTD and 43.2% YTD in 9M16. So far in Oct,
prices of steel plate and hot-rolled steel sheet rose further by
3.9%-4.9% from late-Sep. These data highlight that supply-side
reform has succeeded in constraining excessive supply of steel.
Revenue of steel making industry was down 4.1% YoY in 9M16 but
profit surged 272.4% YoY. It is apparent that profitability of the steel
industry is recovering

Profitability in the manufacturing industry improved but
manufacturers would remain prudent on fixed asset investment.
Profit growth of the manufacturing industry accelerated from 12.1%
YoY in 1H16 to 13.5% YoY in 9M16. The increase was higher than
that of the industry revenue, which grew 4.2% YoY in 1H16 and 4.6%
YoY in 9M16. In 3Q16, industry revenue and profit rose 4.9% YoY
and 16.4% YoY. The higher growth in profit suggests the average
profit margin of manufactures has been improving. Despite the
positive development, manufacturers remain cautious on expanding
production capacity. Fixed asset investment in the manufacturing
industry expanded by 3.1%YoY in 9M16. For the private sector, FAI in
the manufacturing industry grew 2.5% YoY in 9M16. In our view,
continuous improvement of profitability in the manufacturing industry
would enhance loan repayment capability of manufacturers and
quality of loan assets in the banking system.

Easing deflationary pressure in China in 4Q16 will reduce room
for interest rate cut in early 2017. Producer price index (PPI) for
the industrial sector advanced 0.1%YoY in Sep, the first YoY gain
since Jan 2012. In view of the rising coal and major material prices in
recent weeks, PPl is likely to advance further in Oct. For late 2016 or
early 2017, we believe deflationary pressure in the industrial sector
would keep easing while cost-push inflationary pressure in the
consumer goods sector would increase.
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Exhibit 1: Hang Seng Composite Index and sub-index performance

HANG SENG COMPOSITE INDEX 3,136.08 3.79%
SUB-INDICES.:

INFORM TECH INDEX 8,021.18 28.36%
ENERGY INDEX 8,012.22 17.98%
MATERIALS INDEX 5,121.95 15.90%
PROP & CONSTR INDEX 3,125.51 8.01%
CONSUMER SERVICE INDEX 3,193.09 6.00%
TELECOM INDEX 1,838.21 1.79%
UTILITIES INDEX 6,924.35 0.30%
FINANCIAL INDEX 3,284.71 -1.59%
CONSUMER GOODS INDEX 4,115.47 -1.64%
INDUSTRIAL INDEX 1,140.10 -4.17%
CONGLOMERATE INDEX 2,587.76 -9.00%

Source(s): Bloomberg, ABCI Securities

Exhibit 2: Key financial indicators of industrial enterprises (9M16)

Total 818,560.8 3.7 46,380.6 8.4

Of which: Mining and Quarrying 34,690.1 (8.5) 761.4 (62.1)
Manufacturing 738,333.3 4.6 41,743.8 13.5
Production and Distribution of Electricity, Gas and Water 45,537.4 0.2 3,875.4 (3.6)

Mining & quarrying:

Mining and Washing of Coal 15,950.7 (8.2) 351.8 65.1

Manufacturing:

Manufacture and Processing of Ferrous Metals 45,545.5 (4.1) 1,166.4 272.4

Processing of Petroleum, Coking, Processing of Nucleus Fuel 24,394.4 (4.9) 1,206.1 263.8

Manufacture of Non-Metallic Mineral Products 43,933.7 4.5 2,668.9 9.3

Source(s): NBS, ABCI Securities

Exhibit 3: Key financial indicators of industrial enterprises (3Q2016)

Total 290,148.5 16,382.4

Of which: Mining and Quarrying 12,451.5 (6.6) 540.6 (21.2)
Manufacturing 261,614.7 4.9 14,543.4 16.4
Production and Distribution of Electricity, Gas and Water 16,082.3 0.2 1,298.4 (7.7)

Mining & quarrying:

Mining and Washing of Coal 5,728.6 (3.2) 253.9 192.5

Manufacturing:

Manufacture and Processing of Ferrous Metals 15,747.4 (0.0) 476.1 Note 1

Processing of Petroleum, Coking, Processing of Nucleus Fuel 8,448.0 (0.5) 368.1 665.3

Manufacture of Non-Metallic Mineral Products 16,178.6 4.1 1,009.4 17.4

Note 1: It recorded loss of RMB6.34 bn in 3Q2015
Source(s): NBS, ABCI Securities
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Exhibit 4: Market prices of important means of production in circulation

Rebar 4.86% 10.06% 31.84% 38.25%
Wire 3.94% 8.45% 33.43% 38.69%
Ordinary Medium Plate 3.36% 9.56% 39.00% 43.67%
Ordinary Hot-Rolled Sheet 3.12% 10.51% 43.20% 47.66%
Seamless Steel Pipe 5.60% 15.39% 25.88% 32.93%
Angle Steel 1.47% 8.94% 26.92% 28.79%
~Il.Nonferrous Metals
Electrolytic Copper -0.08% 3.15% 4.11% 4.03%
Aluminium Ignot (A00) 2.40% 3.11% 20.23% 23.11%
Lead Ingot 6.45% 14.71% 11.04% 18.20%
Zinc Ingot 0.48% 14.14% 39.37% 40.04%
~liL Chemical Product
Sulfuric Acid (98%) 10.77% -8.45% -42.48% -36.28%
Caustic Soda (Liquid Caustic Soda, 32%) 8.34% 23.23% 38.23% 49.75%
Methyl Alcohol (Superior Quality) 15.27% 7.32% 18.67% 36.79%
Pure Benzene (Petroleum Benzene, Industrial Grade) 2.58% 7.32% 21.40% 24.53%
Styrene (First Grade) -0.96% 3.82% 16.44% 15.32%
Polyethylene (LLDPE, 7042) 3.49% 3.40% 4.50% 8.15%
Polypropylene (T30S) 4.26% 6.66% 19.10% 24.17%
Polyvinyl Chloride (SG5) 2.76% 26.92% 42.36% 46.29%
Butadiene Rubber (BR9000) 27.38% 30.79% 72.16% 119.31%
Polyester Filament (FDY150D/96F 3.07% 4.23% 16.96% 20.56%
Liquefied Natural Gas 1.80% 3.45% -14.43% -12.89%
Liquefied Petroleum Gas 10.42% 5.33% -15.14% -6.30%
Gasoline (97#) 1.43% 0.15% 1.97% 3.43%
Gasoline (93#) 2.90% 2.28% -3.65% -0.86%
Diesel Ol 9.69% 3.76% -4.66% 4.57%
Paraffin 0.82% -3.09% -6.25% -5.48%
VCoal
Anthracite (No. 2, Washed, Medium Pieces) 4.18% 1.29% -2.91% 1.15%
Ordinary Mixed Coal (4500 kilocalorie) 5.93% 35.97% 47.30% 56.03%
Shanxi Mixed Coal (5000 kilocalorie) 4.41% 37.53% 50.58% 57.21%
Shanxi Superior Mixed Coal (5500 kilocalorie) 2.11% 39.70% 51.03% 54.22%
Datong Mixed Coal 5.92% 35.43% 37.06% 45.18%
Coking Coal (1/3 Coking Coal) 11.73% 33.33% 55.34% 73.55%
Coke (Second-Class of Metallurgical Coke 12.93% 56.83% 125.06% 154.16%
Complex Portland Cement (P.C 32.5 in Bags) 5.73% 12.39% 21.73% 28.71%
Ordinary Portland Cement (P.C 42.5 in Bulk) A4.77% 12.83% 19.91% 25.63%
Float Flat Glass (4.8/5mm) -2.47% 24.44% 28.04% 24.88%

Source(s): NBS, ABCI Securities

Exhibit 5: China’s CPI and PPI Exhibit 6: CPI minus PPI
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I China Economic Indicators |

2015 2016

Aug Sep Oct  Nov Dec Jan Feb Mar Apr  May Jun Jul  Aug Sep
Real GDP (YoY %) 6.9 6.8 6.7 6.7 6.7
Export Growth (YoY %) (5.5) (37 (6.9 (6.8 (1.4) (11.2) (25.4) 115 (1.8) (4.1 (4.8) (4.4) (2.8) (10.0)
Import Growth (YoY %) (13.8) (20.4) (18.8) (8.7) (7.6) (18.8) (13.8) (7.6) (10.9) (0.4) (8.4) (12.5) 1.5 (1.9
Trade Balance (USD/bn) 60.2 60.3 61.6 54.1 60.9 63.3 32.6 29.9 4556 49.98 48.11 52.31 52.05 41.99
Retail Sales Growth (YoY %) 10.8 109 11.0 11.2 11.1 10.2 105 101 10.0 106 102 10.6 10.7
Industrial Production (YoY %) 6.1 5.7 5.6 6.2 5.9 5.4 6.8 6.0 6.0 6.2 6.0 6.3 6.1
PMI - Manufacturing (%) 49.7 49.8 49.8 49.6 49.7| 49.4 49.0 50.2 50.1 50.1 50.0 49.9 50.4 50.4
PMI — Non-manufacturing (%) 53.4 53.4 53.1 53.6 54.4 535 527 53.8 53.5 53.1 53.7 53.9 53.5 537
FAI (YTD) (YoY %) 10.9 10.3 10.2 10.2 10.0 10.2 10.7 10.5 9.6 9.0 8.1 8.1 8.2
CPI (YoY %) 2.0 1.6 1.3 1.5 1.6 1.8 2.3 2.3 2.3 2.0 1.9 1.8 1.3 1.9
PPI (YoY %) (5.9 (9 (59 (5.9 (5.9 (63) (49 (43) (34) (2.8) (2.6) (1.7) (0.8) 0.1
M2 (YoY %) 13.3 131 135 137 13.3 140 133 134 128 11.8 11.8 102 114 115
New Lending (RMB/bn) 809.6 1,050 513.6 7089 597.8 2510 726.6 1,370 555.6 9855 1380 463.6 948.7 1220
Aggregate Financing (RMB bn) 1,082 1,300 476.7 1,020 1,815.1 3,425.3 824.5 2,404.0 751.0 659.9 1,629.3 487.9 1470.0 1720

World Economic/Financial Indicators
Equity Indices Global Commodities Bond Yields & Key Rates

Chg.

Closing Chg. . . Chg.  Volume (5- Yield
price. WTD (%) "'F Unit Price  \wTD (%) Day avg)) (%) Z’I‘a’;g
us. Energy US Fed Fund 050 0.00
DJIA 18,161.19 0.00 17.30 NYMEXWTI USD/bbl. 48.67 (0.06) 589,950 Rate ’ '
S&P 500 2,126.41 0.00 19.94 ICE Brent Oil USD/bbl 49.63 (0.16) 210,484 US Prime Rate 3.50 0.00
NASDAQ 5190.10 0.00 30.64 NYMEX Natural Gas USD/MMBtu 3.12 0.45 103,199  US Discount 100 0.00
MSCI US 2,02589 0.00 20.51 China Qinhuangdao USD/Metric 672.00 467 NIA Window ' '
Europe Port Thermal Coal Tonne : : US Treasur
, y 0.1622 0.50
FTSE 100 6,976.04 (0.29) 60.05 BasicMetals (1Yr)
DAX 10,662.32 (0.32) 19.89 LME Aluminum Cash ~ USD/MT  1,718.75 0.00 10,938  US Treasury 13107 (0.48)
CAC40 4526.25 (0.49) 23.02 |ME Aluminum (5Yr) ‘ ‘
: USD/MT  1,719.00 0.00 48,779
IBEX 35 9,140.20 (0.66) 21.83 3-mth. Rolling Fwd. US Treasury 1.8397 (0.71)
FTSE MIB 17,237.31 (0.50) 49.91 CMX Copper Active USsD/lb. 4,835.00 0.00 9,110 (10Yr) ' '
Stoxx 600 339.61 (0.35) 26.07 |ME Copper 3- mth Japan 10-Yr
- USD/MT  4,843.00 0.00 46,628 0.05) (0.60
MSCI UK 2,034.87 0.00 63.78 Rolling Fwd. Gov. Bond (0.05) (0-60)
MSCI France 129.39  0.00 21.32 Precious Metals China 10-Yr 27440 3.20
MSCI CMX Gold USD/T.0z  1,274.10 (0.21) 161,398 Gov. Bond ' '
136.21 0.00 20.41 :
Germany CMX Silver USD/T. oz 17.84 0.25 55,675 ECB Rate 0.00 0.00
MSCI Italy 49.04 0.00 47.83 NYMEX Platinum USD/T. oz 982.00 0.06 15,106  (Refinancing) ’ '
Asia Agricultural Products 1-Month LIBOR ~ 0.5327 (0.13)
NIKKEI 225 17,425.02 (0.12) 22.04 CBOT Corn USD/bu 353.75 (0.35) 154,295 3 Month LIBOR  0.8859 0.42
S&PIASX 200 5,317.73 0.64 23.82 CBOT Wheat USD/bu 410.75 0.55 64,682 O/N SHIBOR 2.2530 (0.10)
HSI 22,934.54 (0.09) 12.43 NYB-ICE Sugar USD/lb. 22.01 (0.68) 45,958  1-mth SHIBOR 2.7453 0.26
HSCEI 9,559.39 0.46  8.18 CBOT Soybeans USD/bu.  1,013.00 0.10 146,652  3-mth HIBOR 0.6228 (0.59)
CSI300 3,336.28 (0.12) 14.93 Corporate Bonds (Moody’s)
SSE Aaa  3.59 14.00
) 3,100.49 (0.12) 17.59
Composite Baa 4.44 10.00
225'5 . 10,704.30 (0.06) 30.71
omposne
MSCI China 62.13 0.00 13.86 Note:
MSCI 1. Data sources: Bloomberg,
Hong Kong 13,077.52 0.00 15.06 National Bureau of Statistics
of China, ABCIS (updated on
MSCI Japan 835.71 0.00 17.85 date of report)

Currency

USD/CNY NDF

Euro/USD GBP/USD AUD/USD USD/JPY USD/CHF USD/CNY  USD/HKD
12-mth Spot pr.
Spot Rate 1.0953 1.2184 0.7607 104.93  0.9888 6.7720 7.7550 6.9548
(C‘J/Z‘)g WTD (0.29) (0.01) 0.11 (0.18) (0.07) 0.10 0.00 0.03

2. The price is Coal 5500
kcal/kg FOB Spot Price
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Definition of equity rating

Rating Definition

Buy Stock return = Market return rate

Hold Market return - 6% <X Stock return < Market return
rate

Sell Stock return < Market return — 6%

Stock return is defined as the expected % change of share price plus gross
dividend yield over the next 12 months

Market return: 5-year average market return rate

Time horizon of share price target: 12-month

Definition of share price risk

Rating Definition

Very high 2.6 <180 day volatility/180 day benchmark index volatility

High 1.5 < 180 day volatility/180 day benchmark index volatility <
2.6

Medium 1.0 <180 day volatility/180 day benchmark index volatility <
1.5

Low 180 day volatility/180 day benchmark index volatility < 1.0

We measure share price risk by its volatility relative to volatility of benchmark
index. Benchmark index: Hang Seng Index.

Volatility is calculated from the standard deviation of day to day logarithmic
historic price change. The 180-day price volatility equals the annualized
standard deviation of the relative price change for the 180 most recent trading
days closing price.

Disclaimer

This report is for our clients only and is for distribution only under such
circumstances as may be permitted by applicable law. It has no regard to the
specific investment objectives, financial situation or particular needs of any
specific recipient. It is published solely for informational purposes and is not to
be construed as a solicitation or an offer to buy or sell any securities or related
financial instruments. No representation or warranty, either expresses or
implied, is provided in relation to the accuracy, completeness or reliability of
the information contained herein. This report should not be regarded by
recipients as a substitute for the exercise of their own judgment. Any opinions
expressed in this report are subject to change without notice and may differ or
be contrary to opinions expressed by other business areas as a result of using
different assumptions and criteria. The analysis contained herein is based on
numerous assumptions. Different assumptions could result in materially
different results. The analyst(s) responsible for the preparation of this report
may interact with trading desk personnel, sales personnel and other
constituencies for the purpose of gathering, synthesizing and interpreting
market information. ABCI Securities Company Limited is under no obligation to
update or keep current the information contained herein. ABCIl Securities
Company Limited relies on information barriers to control the flow of
information contained in one or more areas within ABCI Securities Company
Limited, into other areas, units, groups or affiliates of ABCI Securities
Company Limited. The compensation of the analyst who prepared this report is
determined exclusively by research management and senior management (not
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including investment banking). Analyst compensation is not based on
investment banking revenues, however, compensation may relate to the
revenues of ABCI Securities Company Limited as a whole, of which
investment banking, sales and trading are a part. The securities described
herein may not be eligible for sale in all jurisdictions or to certain categories of
investors. The price and value of the investments referred to in this research
and the income from them may fluctuate. Past performance is not necessarily
indicative of future results. Foreign currency rates of exchange may adversely
affect the value, price or income of any security or related instrument
mentioned in this report. For investment advice, trade execution or other
enquiries, clients should contact their local sales representative. Neither ABCI
Securities Company Limited nor any of its affiliates, directors, employees or
agents accepts any liability for any loss or damage arising out of the use of all
or any part of this report. Additional information will be made available upon
request.

Copyright 2016 ABCI Securities Company Limited

No part of this material may be (i) copied, photocopied or duplicated in any
form by any means or (i) redistributed without the prior written consent of ABCI
Securities Company Limited.

Office address: ABCI Securities Company Limited, 13/F Fairmont House,
8 Cotton Tree Drive, Central, Hong Kong.
Tel: (852) 2868 2183




