CHINA RISK RATING UPDATE

. Socio-Political Risk Dynamics

A. Direction of change in socio-political risks:

Trend of Socio-Political Risks In China

Grade

——Domestic political risks

—Social disorder risks

External risks

—Systemic deficiencies

—Total risks
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The government is
between a rock and a hard place
when it comes to inflation, which
Premier Wen Jiabao identified as
Public Enemy No. 1 at the
National People’s Congress. The
national leadership is trying to
talk tough to convince people that
inflation will be brought under
control soon and that the
economy is not in danger.
However, the actual problem is a
lot more complicated that just
inflation.

& Government policies
have been and still are
contradictory. The government
wants the economy to grow
rapidly and has stimulated the growth by capping retail prices for energy. Tampering with retail
pricing in a fast-growing, large economy like China’s has been a major contributing factor not only to
higher world market prices for oil, coal and other raw materials, but it is also a factor contributing to
higher inflation for other products like foodstuffs. Now, the government is under pressure to increase
subsidies further — not so much to stimulate economic growth as to provide relief for the masses of
poorer Chinese who cannot easily digest the higher food costs. In is an understandable response to
a very real threat. If it does not provide relief, it risks greater social unrest in the form of
demonstrations by people who are supposed to be the bedrock of the Communist Party. However, it
is also bad economics that will have negative consequences as well. Government financial
resources are going to be wasted. Profits of a number of state-owned companies are going to be
hurt. The level of non-performing loans at Chinese banks is likely to increase. And governments of
other countries that have to deal with the inflationary pressures that are resulting from China’s
policies are likely to increasingly resent Beijing’s interventionist policies for their destabilizing global
impact.

Grades are scaled from zero to 10, with zero being the best possible and 10 the worst.

China’s leaders are always sensitive to social unrest threats, but they are particularly on
edge these days. A new generation of leaders is emerging that is being tested by their response to
the new challenges. The Olympic Games are just months away. Some foreign special interest
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groups are already trying to use the Games as a way to pressure Chinese to change its foreign
policies, and China’s leaders do not want the situation to be further complicated by local
demonstrations blamed on government policy shortcomings.

President Hu and his team are aware of the downside risks they are facing. Some
developments have moved in their favor — like the return to power of the KMT in Taiwan, which has
reduced the risk of deterioration in cross-Strait relations in the near term. But other developments
are going to hurt China. The weakening of the US economy is a big negative for Beijing. In addition,
the leading US presidential candidates are scoring points by banging on the drums of protectionism.

The big risks that China is facing, however, are home grown. The government is fighting
hard to maintain the economic and social status quo until the Summer Olympics are over. However,
the rest of the world is not standing still. The government’s interventionist policies are, at best, stop
gap measures. They are not solutions. And by failing respond properly to market forces today,
when the times does come that the government has to make adjustments, the resulting pain could
be that much worse due to the distorting impact of the measures now being taken.

Although a lot of attention has been on how much the government has been trying to
restructure government ministries and agencies to improve efficiency, it is perhaps more telling what
is not being changed, since this reflects entrenched points of view that are resistant to reform. For
example, the leadership has been unable to agree to any modification in the current “one-child”
policy even though the present policy has clearly worrying demographic implications. The
government was also unable to agree on major financial sector reform. There is a push in some
qguarters to set up a cross-sector financial regulator, but this reform proposal was unable to
overcome opposition from more narrow interests that favor the continued separation of regulation of
banks, securities and insurance companies. Even in industries where reform is being pushed — such
as in the energy sector, resistance from state-owned oil and power companies lobbying against the
idea of a powerful energy ministry will interfere with the way reform is actually implemented.

We have given the government some credit for its ministry-reform initiatives. This is
reflected in the better score in our model assessing the variable of institutional weakness. But the
fact remains that the reform process must go much deeper — something the government is unwilling
to do at this time because it does not consider the institutions to be developed enough, and
President Hu does not have the power to overcome opposition from different vested interest groups.

It was relatively easy for the government to claim that reform, to the extent that it was being
pushed, was working well as long as the economy was booming and most Chinese were
experiencing real improvements in their living standards. However, the criteria against which the
government is likely to be measured by its own population will toughen if the economy slows and
increasing numbers of people sense they are no longer making much progress or are even
experiencing harder living conditions. It is these more adverse circumstances that the government
will be facing in the months ahead. There are not a lot of channels available to the public to register
their growing complaints and frustrations if, indeed they have any. They cannot send out a negative
vote the way Malaysians did to their government last weekend. In China the government has the
power to keep the lid on the pressure cooker in the near term but not indefinitely. There could be an
increase in demonstrations in the months ahead focusing on bread-and-butter living issues. If so,
the government’s reaction to these pressures could be a defining feature that affects who in the
government is promoted and who is fired, how China is perceived regionally and internationally, and
the confidence of the local population in the ability of the national leadership to steer a steady
course.
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B. Grades and weights of key socio-political risk variables:

Mar. 2007 | Feb. 2008 | Mar. 2008
Wgt Grade | Wgt Grade | Wgt Grade

1 Domestic political risks 20 4.45 20 4.59 20 4.81
1l.a | Change of government and key leaders 20 4.50 30 4.50 30 5.00
1.b | Inability of the government to implement its policies | 30 5.75 30 6.00 30 6.25
1.c | Adverse policy changes 30 4.75 25 4.25 25 4.25
1.d | Disruptive political transition 20 2.00 15 2.50 15 2.50
1l.e | Other 0 0 0
2 | Social disorder risks 25 5.41 25 5.53 25 5.59
2.a | Labor activism 35 4.70 35 4.90 30 4.90
2.b | Social activism/unrest 35 5.95 35 6.10 40 6.10
2.c | Regionalism 30 5.60 30 5.60 30 5.60
2.d | Other 0 0 0
3 External risks 20 6.34 20 6.15 20 6.15
3.a | Risk of a change of leadership / government 15 5.75 20 6.00 20 6.00
3.b | Risk of unfavorable external policy changes 40 6.95 40 7.00 40 7.00
3.c | Risk of external social unrest 25 6.00 20 5.25 20 5.25
3.d | Military risks 20 6.00 20 5.50 20 5.50
3.e | Other 0 0 0
4 | Systemic risks 35 6.70 35 6.64 35 6.74
4.a | Corruption 40 7.00 40 7.00 40 7.50
4.b | Nationalism and other cultural risks 20 5.50 20 5.20 20 5.20
4.c | Institutional weakness 40 7.00 40 7.00 40 6.75
4.d | Other 0 0 0

RISK INDEX 100 5.86 100 5.85 100 5.95

Grades are scaled from zero to 10, with zero being the best grade possible and 10 the worst.

I[I. Economic Dynamics
A. Macroeconomic data and forecasts

(all units are in U.S. dollar billion unless otherwise specified)

2002 2003 2004 2005 2006 2007 2008
GDP (current US$ prices) 1452.90| 1640.97| 1931.64| 2234.13| 2699.97| 3271.52| 3878.72
GDP (real growth rates) 9.10 10.00 10.10 10.40 11.10 11.40 9.60
Population (million) 1281.37| 1290.91| 1301.24| 1307.00| 1316.15| 1325.36| 1334.64
Inflation (% change) -0.80 3.2 2.40 1.80 1.50 4.80 8.00
Exports 325.57| 438.37| 593.32| 761.82| 969.08| 1218.00| 1400.70
Imports (c.i.f.) 295.22( 412.84| 561.23| 660.01| 791.71] 955.80| 1070.50
Current Account Balance 35.42 45.87 68.66] 160.82| 249.90| 400.00{ 450.00
Foreign Exchange Reserves 286.00| 403.25| 609.90f 818.90( 1006.30( 1530.00( 2000.00
Total Outstanding Foreign Debt 170.10 193.6] 248.00| 281.00| 260.00| 240.00( 230.00
Exchange Rate vs. US$ (end year) 8.28 8.28 8.28 8.08 7.81 7.30 6.80
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B.

Comments on economic trends and developments

Consumer price inflation hit a 12-year high of 8.7% in February-over-February, up from 7.1% in
January-over-January. Inflation has been driven mainly by higher food prices — a trend
exacerbated by severe winter storms that disrupted the transport of farm produce and coal. But
the actual problem of inflation is much worse than the official figures indicate since the
government has frozen prices controlled by the state, and it is using intimidating tactics at the
local level to hold down price increases in other sectors. Moreover, the problem with inflation
goes beyond food. Oil, iron, coal and other raw material input costs are surging, which will push
up manufacturing costs, while property prices rose 11% in the 12 months through January,
which will push up housing costs, another component of ordinary people’s spending.

The Central Bank is trying to refrain from raising interest rates further, but more increases might
be inevitable. The authorities have also been using other means to cool activity, imposing strict
credit quotas on banks and allowing the most rapid appreciation of the renminbi since its de
facto peg to the US dollar ended in 2005. Easy access to money has been blamed for
increasing the risk of overheating and a tighter credit supply is needed to dampen speculation in
the property and stock markets. However, really cracking down on credit could aggravate the
problem of non-performing loans, which increased to 8.05% of total loans of the big state-owned
banks in the fourth quarter of last year from 7.83% in the third quarter.

The boom in the economy has left the government’s fiscal accounts in strong shape, but the risk
now that problems like inflation are mounting is that the government will waste its assets through
subsidies, more bank bailouts and other non-productive expenses. Central government
spending is forecast to rise 17.8% this year to Rmb 3.48 trillion, including a 45% increase in
spending on education to Rmb 156.2 billion, although the really big increases in absolute terms
will be for defense (by 18% to Rmb 417.77 billion) and infrastructure. Premier Wen is
forecasting the that fiscal deficit will decline to Rmb 180 billion from Rmb 200 billion, but that
might have to be reviewed if profits at state-owned enterprises are hit by the more difficult
economic environment and the need to absorb cost increases rather than pass them on to
consumers.



