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China Banking Sector

Expecting asset quality to deteriorate in 2H22

Although 1Q data showed an improvement on banks’ asset quality, we think the
situation may deteriorate in 2H22. Meanwhile, the slowdown of property loan and
lower LPR will put pressure on banks’ NIM. Those negatives have been reflected
in current valuations but may need catalysts to support sector re-rating. Maintain
OUTPERFORM on banking sector, and our top pick is PSBC (1658 HK, BUY)
with a target price of HK$8.40. Key catalysts are potential liquidity injection and
economic recovery.

B Asset quality improved in 1Q but should deteriorate in 2H22 due to
Shanghai lockdown. In terms of NPL, sector NPL balance reached RMB
2.91tn at the end of 1Q22. NPL balance of city banks grew 14.1% YoY, while
sector NPL change was only 4.5% YoY. In 1Q22, NPL ratio of SOEs and JSBs
were both 1.35%, improving 2.3 bps and 1.9 bps QoQ respectively. But city
banks NPL ratio deteriorated 5.5 bps QoQ. On a year-on-year basis, NPL ratio
of SOEs, JSBs, and rural commercial banks improved 12.5 bps, 9.7 bps and
33.1 bps, but city banks NPL ratio deteriorated 1.6 bps. At the end of 1Q22,
special mention loan ratio was 2.31%, decreasing 0.3 bps QoQ and 11 bps
YoY. Although the asset quality data improved in 1Q22, we believe banks’
asset quality should be under pressure in next few quarters due to Shanghai
lockdown. Our view on asset quality change is supported by deteriorating TSF
and total retail sales.

B From the perspective of loan, SME loan slowed down and property loan
remained muted. SME loan growth recorded a two-year low. At the end of
1Q22, SME loan balance was RMB 20.7tn, +24.6% YoY. The growth rate was
at the historical low since 2Q20. In 1Q22, property development loan balance
reached RMB 12.5 tn, -0.4% YoY. At the same time, mortgage balance was
RMB 38.8 tn, +8.9% YoY. Both mortgage growth and development loan
growth recorded a historical low during last decade. Based on our channel
check, the decrease of property loan growth may add hurdles to banks’
lending strategy, since banks may have to increase allocation to some lower
risk reward assets instead of development loan.

B Maintain OUTPERFORM on banking sector and PSBC as our top pick.
Our target price of PSBC at HK$8.40 implies 0.91x 2022E and 0.85x 2023E
P/B. The stock is trading at 0.66x/0.61x FY22/23E P/B, almost equivalent to
+1SD of 3-yr historical mean.

Valuation Table

’E/Il_kct (l;é#)) Rating C;IJOr’is(lgg ™ Upside
(LC)
PSBC 1658 HK 544 BUY 5.89 8.40 43% 51 06 5.84%
CCB 939 HK 1,389 BUY 5.57 8.10 45% 37 04 8.07%
SPDB 600000 CH 236 HOLD 8.03 9.00 12% 41 04 6.62%
BOSH 601229 CH 94 BUY 6.60 8.68 32% 38 05 7.44%
CQRC 3618 HK 32 HOLD 2.83 3.05 7% 24 02 11.99%
BOCS 601577 CH 32 HOLD 7.99 830 388% 41 06 6.25%
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Ticker Rating IE Upside

1658 HK BUY 8.40 43%

939 HK BUY 8.10 45%
600000CH  HOLD 9.00 12%
601229 CH BUY 8.68 32%

3618 HK HOLD 3.05 7%
601577CH  HOLD 8.30 4%
601658.SH BUY 7.07 38%
601939.SH BUY 7.50 26%
601077.SH  HOLD 3.60 -8%

Source: CMBIGM estimates based on 2022E earnings. Note: All closing prices are as of 16 June
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Source: CMBIGM estimates

Recent Reports:

1. China Banking — Looking for the
safe harbour (link)

2. China Banking — Implications on
loan and deposit rate cut (link)

3. China Banking — Scenario analysis
on banks’ balance sheet (link)


https://www.cmbi.com/article/6173.html?lang=cn
https://www.cmbi.com/article/6823.html?lang=cn
https://www.cmbi.com/article/6800.html?lang=cn
https://www.asiamoney.com/polls/asiamoneys-brokers-poll/brokers-poll-voting
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B On risk control front, SOEs hold more provision than other banks. To prepare
for the headwind, national banks maintain a higher provision coverage ratio
than regional banks. At the end of 1Q22, provision coverage ratios of SOEs,
JSBs, city banks and rural commercial banks were 245%, 210%, 182% and
134%, changing 26 pps, 6 pps, 0.4 pps and 10 pps YoY. In 1Q22, provision
coverage of city banks dropped 7 pps QoQ, while other banks lifted their
provision coverage ratio.

PLEASE READ THE ANALYST CERTIFICATION AND IMPORTANT DISCLOSURES ON LAST PAGE
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Focus Charts

Figure 1: Market lending rate

Figure 2: Sector NPL balance and growth
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Figure 3: Sub-sector NPL ratio

Source: Company data, CMBIGM estimates

Figure 4: Sub-sector NIM
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Figure 5: Sub-sector earnings growth Figure 6: CIR and non-interest income as % of revenue
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Figure 7: Sub sector provision coverage ratio changes

Figure 8: Loan Prime Rate (LPR) changes
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Figure 9: Development loan balance and growth Figure 10: Mortgage balance and growth
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Figure 11: All property loan changes Figure 12: Sector SME loan balance changes
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Disclosures & Disclaimers

Analyst Certification

The research analyst who is primary responsible for the content of this research report, in whole or in part, certifies that with respect to the securities
or issuer that the analyst covered in this report: (1) all of the views expressed accurately reflect his or her personal views about the subject securities
or issuer; and (2) no part of his or her compensation was, is, or will be, directly or indirectly, related to the specific views expressed by that analyst
in this report.

Besides, the analyst confirms that neither the analyst nor his/her associates (as defined in the code of conduct issued by The Hong Kong Securities
and Futures Commission) (1) have dealt in or traded in the stock(s) covered in this research report within 30 calendar days prior to the date of issue
of this report; (2) will deal in or trade in the stock(s) covered in this research report 3 business days after the date of issue of this report; (3) serve
as an officer of any of the Hong Kong listed companies covered in this report; and (4) have any financial interests in the Hong Kong listed companies
covered in this report.

CMBIGM or its affiliate(s) have investment banking relationship with the issuers covered in this report in preceding 12 months.

CMBIGM Ratings

BUY : Stock with potential return of over 15% over next 12 months

HOLD : Stock with potential return of +15% to -10% over next 12 months

SELL : Stock with potential loss of over 10% over next 12 months

NOT RATED : Stock is not rated by CMBIGM

OUTPERFORM : Industry expected to outperform the relevant broad market benchmark over next 12 months
MARKET-PERFORM : Industry expected to perform in-line with the relevant broad market benchmark over next 12 months
UNDERPERFORM : Industry expected to underperform the relevant broad market benchmark over next 12 months

CMB International Global Markets Limited

Address: 45/F, Champion Tower, 3 Garden Road, Hong Kong, Tel: (852) 3900 0888 Fax: (852) 3900 0800

CMB International Global Markets Limited (“CMBIGM”) is a wholly owned subsidiary of CMB International Capital Corporation Limited (a wholly owned
subsidiary of China Merchants Bank)

Important Disclosures

There are risks involved in transacting in any securities. The information contained in this report may not be suitable for the purposes of all investors. CMBIGM does
not provide individually tailored investment advice. This report has been prepared without regard to the individual investment objectives, financial position or special
requirements. Past performance has no indication of future performance, and actual events may differ materially from that which is contained in the report. The value
of, and returns from, any investments are uncertain and are not guaranteed and may fluctuate as a result of their dependence on the performance of underlying assets
or other variable market factors. CMBIGM recommends that investors should independently evaluate particular investments and strategies, and encourages investors
to consult with a professional financial advisor in order to make their own investment decisions.

This report or any information contained herein, have been prepared by the CMBIGM, solely for the purpose of supplying information to the clients of CMBIGM or its
affiliate(s) to whom it is distributed. This report is not and should not be construed as an offer or solicitation to buy or sell any security or any interest in securities or
enter into any transaction. Neither CMBIGM nor any of its affiliates, shareholders, agents, consultants, directors, officers or employees shall be liable for any loss,
damage or expense whatsoever, whether direct or consequential, incurred in relying on the information contained in this report. Anyone making use of the information
contained in this report does so entirely at their own risk.

The information and contents contained in this report are based on the analyses and interpretations of information believed to be publicly available and reliable. CMBIGM
has exerted every effort in its capacity to ensure, but not to guarantee, their accuracy, completeness, timeliness or correctness. CMBIGM provides the information,
advices and forecasts on an "AS IS" basis. The information and contents are subject to change without notice. CMBIGM may issue other publications having information
and/ or conclusions different from this report. These publications reflect different assumption, point-of-view and analytical methods when compiling. CMBIGM may make
investment decisions or take proprietary positions that are inconsistent with the recommendations or views in this report.

CMBIGM may have a position, make markets or act as principal or engage in transactions in securities of companies referred to in this report for itself and/or on behalf
of its clients from time to time. Investors should assume that CMBIGM does or seeks to have investment banking or other business relationships with the companies in
this report. As a result, recipients should be aware that CMBIGM may have a conflict of interest that could affect the objectivity of this report and CMBIGM will not assume
any responsibility in respect thereof. This report is for the use of intended recipients only and this publication, may not be reproduced, reprinted, sold, redistributed or
published in whole or in part for any purpose without prior written consent of CMBIGM.

Additional information on recommended securities is available upon request.

For recipients of this document in the United Kingdom

This report has been provided only to persons (l)falling within Article 19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (as amended
from time to time)(“The Order”) or (Il) are persons falling within Article 49(2) (a) to (d) (“High Net Worth Companies, Unincorporated Associations, etc.,) of the Order, and
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