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The 60% plus surge in China’s A-share market since late 2014 has raised concerns about a bubble building,
especially since the ascent came on the back of an explosion in margin trading and a soaring interest in index
futures. The bubble bursting is indeed a risk: borrowing from a broker to buy stocks can accelerate the speed
of price ascent, but it can also exacerbate the force of the downswing should anything trigger a price drop.

However, there is no evidence of China’s margin debt growing to a dangerous level that could trigger a market
crash. There is also no conviction that China’s stock market has developed into an unsustainable bubble.
Academic research has shown that an asset bubble could last for any length of time, ranging from weeks to
years. A recent macroeconomic policy shift by Beijing to contain the downside risk of growth could support the
market boom for a while longer.

Experience in other stock markets shows that an increase in margin trading is not a reliable leading indicator
for stock market crashes. For example, although the explosion in margin trading led to sharp market
corrections in the US in 2000 and 2007, there were many other occasions in the past 20 years when a sharp
rise in margin trading did not lead to a crash. We do not know, ex ante, whether the level of margin debt has
reached a critical level that would lead to a market crash, or whether it is just a market phenomenon along the
way to a higher market peak.
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In China, more relevant to assessing the chances a market crash due to too much froth is a jump in overall stock
market leverage. This often accumulates in invisible ways. Margin debt is just one of them. For example, in the
2005-2007 stock-market boom, leverage built up significantly on the balance sheets of Chinese companies,
especially unlisted state-owned enterprises, which collateralised hard assets to borrow from banks and used the
proceeds for stock punting. This time around, many players are borrowing through the shadow banking market.

As much as we want to, we just do not know exactly how and where speculative leverage is building and when the
red line will be crossed until after the event (market crash). However, putting the recent A-share market boom into
perspectives can help to assess the sustainability of the bull-run.

Firstly, both the Shanghai A-share index and the number of new investor accounts opened have only reached
levels that are about half their 2007 peak (Chart 1 and 2). The latter not only has a close correlation with the A-
share movement, it also shows that only about half of the potential investible funds have entered the stock market,
compared to the last bull cycle (Chart 2).
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Secondly, despite the recent slowdown, China’s nominal GDP has grown by 3.5 times since 2005, the onset of
the last stock market boom (Chart 3). On a macroeconomic basis, this argues that the strong run-up in stock
prices has not been entirely a bubble and that the rise in overall leverage has not all gone to stock punting.

The key fundamental issue affecting the outlook for Chinese stocks rests in the deflationary risk in the system.
China’s PPI has been in deflationary territory for more than three years. Nominal GDP contracted in the first
quarter of this year with the GDP deflator turning negative for the first time since the US subprime crisis. In
fact, China has seen a negative output gap since 2011 (Chart 4).

Chart 3: China's norninal GDP Chart 4: China's potential versus actual output growth
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As a result, real interest rates have soared. High real interest rates can create a downward economic spiral, as they
kill investment appetite, aggravating deflationary pressures and eroding investment sentiment. In the absence of
any big-bang supply-side structural reform, monetary easing is the only option to break the vicious spiral in the short-
term.

Arguably, Beijing was slow in realising this, as it focused on deleveraging the economy in 2014. The interest rate
cuts since November last year show that it has finally recognised this risk and shifted its policy focus from cutting
debt to protecting growth while cutting debt, and from containing inflation to fighting deflation.

While the rise in margin trading is a legitimate concern, the change in Beijing’s policy focus is more important in
shaping the outlook for stocks. Weak growth and deflation risk will put pressure on Beijing to adopt a policy-easing
bias to reduce systemic risk[1]. Stock valuation may be a secondary concern for Beijing at this stage, as it sees a
strong stock market as a facilitator for capital market reform by reducing the reliance of corporate funding on banks.
This benign policy backdrop plus rising momentum can propel Chinese stocks further through price-multiple
expansion.
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DISCLAMER

This material is issued and has been prepared by BNP Paribas Asset Management S.A.S. (“BNPP AM”)*, a member of BNP Paribas Investment
Partners (BNPP IP)*.

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. any investment advice.

This material makes reference to certain financial instruments (the “Financial Instrument(s)”) authorised and regulated in its/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, offering document or any other information material, as applicable, 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 for the Financial Instrument(s) should read carefully the most recent prospectus, offering document or other information
material and consult the Financial Instrument(s)’ most recent financial reports. The prospectus, offering document or other information of the Financial
Instrument(s) are available from your local BNPP IP correspondents, if any, or from the entities marketing the Financial Instrument(s).

Opinions included in this material constitute the judgment of BNPP AM at the time specified and may be subject to change without notice. BNPP AM 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, ac-counting, 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 a client or prospective client'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 the Financial Instruments may have a significant effect on the
results portrayed 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.

This document is directed only at person(s) who have professional experience in matters relating to investments (‘relevant persons”). Any investment or
investment activity to which this document relates is available only to and will be engaged in only with Professional Clients as defined in the rules of the
Financial Services Authority. Any person who is not a relevant person should not act or rely on this document or any of its con-tents.

*BNPP AM is an investment manager registered with the “Autorité des marchés financiers” in France under number 96-02, a simplified joint stock company
with a capital of 64,931,168 euros with its registered office at 1, boulevard Haussmann 75009 Paris, France, RCS Paris 319 378 832. www.bnpparibas-am.com

** “BNP Paribas Investment Partners” is the global brand name of the BNP Paribas group’s asset management services. The individual asset management
entities within BNP Paribas Investment Partners if specified herein, are specified for information only and do not necessarily carry on business in your
jurisdiction. For further information, please contact your locally licensed Investment Partner.
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