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COVID-19 Is Not Destructive to Chinese LGS’ Creditworthiness Yet, but

Downside Risk Is Mounting
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The COVID-19 epidemic is likely to hurt some provinces’ economies more
than others, but Hubei is definitely hit the hardest.

Our recent report “March Marks a Critical Point for China’s Economy” summarized
three possible scenarios of the epidemic’s impact on China’s economy. In our
base-case scenario, we expect China’s 2020 GDP growth to fall 50 basis points
to 5.5%, as a result of the COVID-19 outbreak. We also believe economic losses
will be felt unevenly among different provinces and regions, with Hubei being the
most negatively impacted. Guangdong and Zhejiang are two provinces with more
infected cases than other regions, but their well-diversified and developed
economies are sufficiently resilient to absorb such an external shock, in our view.
By contrast, some other more infected but less-developed provinces — such as
Henan, Anhui, Jiangxi and Hunan — may see their economies come under
significant pressure. More importantly, if our pessimistic and severe case
scenarios materialize, we believe the economic impact will soon be felt across the
entire country. On a more positive note, we believe the policy responses by both
the central and local governments have been timely and effective and will mitigate
some of the downside economic risks.

Chinese local governments (LGs)’ budgetary deficits are likely to rise to an
all-time high in 2020 amid slower economic growth and additional fiscal
stimulus measures.

We expect the local governments’ tax and non-tax revenue growth will be subdued
in 2020 due to slower economic growth as well as tax and other economic
incentives to support local enterprises. Fiscal expenditures directly associated with
the containment of COVID-19 may not be a substantial burden to the governments’
fiscal balances, but the stimulus packages that are needed to boost the local
economies will definitely weigh heavily on the governments’ budgetary
performance. We estimate some provincial-level governments’ deficit to revenue
ratios will increase by up to four percentage points in 2020.

With the aid of the central government, provincial-level governments may
maintain their creditworthiness in the near-term. But if our pessimistic or
severe assumptions materialize, there may be pressure on their ratings in
2020-2021.

Even though we believe the impact of the COVID-19 epidemic on Chinese LGs’
fiscal performance is manageable, its mounting pressure on local economies
should not be taken lightly, in our opinion. We expect the central government will
significantly increase its revenue transfers to support LGs in 2020, but its own
fiscal capacity may also be constrained especially if our pessimistic and severe
case scenarios become reality. However, given Chinese LGs’ relatively high
creditworthiness among all domestic issuers, their access to the local bond market
has remained uninterrupted. This should limit liquidity risks, in our view.
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Economic and social impacts are felt unevenly across the nation

The COVID-19 epidemic’s impacts manifest in almost all economic and social aspects, which are difficult to quantify precisely.
Some provinces may report more absolute number of confirmed infection cases, but they may also have larger populations
and more advanced economies. We present two relative measures below, including confirmed cases per million local
population and confirmed cases per trillion GDP, to show the epidemic’s impacts on local communities and economies (Exhibit
1). The local governments’ deficit and debt burden measures also shed some light on their ability to handle post-epidemic
rebuilding.

Exhibit 1: Economic and social impacts on provincial administrative regions in mainland China

Confirmed Confirmed

Regions cases to cases per

population* trn GDP?

Hubei 1,109 14,313

Zhejiang 21 193

Jiangxi 20 377

Beijing 19 116

Chongging 18 240

Hainan 18 316

Anhui 16 267

Hunan 15 256

. ~ Shanghai 14 88

N ““‘.’"' Henan 13 234

Inner Mongolia Beiiin‘l%an - Heilongjiang 13 353

. Hebei .J Guangdong 12 125

® Ningxia 10 192

Sha.m ST T Tianjin 9 96

Jiangsu 8 63

Tibet Shandong 8 106

: Shanghai Fujian 8 70

Sichuan 6 115

Shaanxi 6 95

Guangxi 5 119

COVID-19's impact Hebei 4 90

Mirimal Fujian _ Guizhou 4 87

Low uangdong T Yunnan 4 75
Moderate L] )

Material Macglc?ng Kong Shanxi 4 78

Substantial G_a_msu 3 104

Deficit burden in 2019 Debt burden in 2019 ?-‘n J',“rf, 3 79

) R ° Xinjiang 3 56

. . Qinghai 3 61

Light Moderate Heavy Light Moderate Heavy Inner

Mongolia g &

Liaoning 3 49

Tibet 0 5.9

Average 45 596

Note:1, Number of confirmed cases as of 27 Feb per million local population recorded at the end of 2018. 2, GDP in CNY in 2019.
Source: Bureau of Statistics, National and regional Health Commission, Regional Department of Finance, Wind, Pengyuan International estimates
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Fiscal policies have been rolled out to support local communities and economies

Several provincial-level governments have followed the Ministry of Finance (MOF)’s policies in launching their own measures
to offset the impact of the epidemic. For instance, taxpayers who suffer significant economic losses from COVID-19 could
apply for reductions on their urban land use and real estate taxes in provinces like Hubei, Shandong and Chongging. In
addition, Beijing has stopped collecting some administration revenues such as sewage treatment fees from small and medium
enterprises (SMEs) during the outbreak. Hainan also has announced measures to support its tourism industry.

Exhibit 2: Fiscal policies against COVID-19 by the MOF and some LGs

Tax cuts for enterprises producing key materials

Tax cuts for the donators and anti-epidemic personnel

Fiscal
policies

Duty-free for imported materials against COVID-19

Tax cuts for small-scale taxpayers

Tax cuts for transportation and life service enterprises

Source: MOF

For more research and credit views, please refer to our local government ratings below:

Exhibit 3: Our published issuer credit ratings on 15 provincial-level governments

Provincial-level governments U '.:C Baer el U I.‘C TSzl (e i Issuer reports
Ratings Ratings

Shanghai AA- AA https://www.pyrating.com/RatingsActions/10092.html
Hunan A A+ https://www.pyrating.com/RatingsActions/10117.html
Jiangsu A+ AA- https://www.pyrating.com/RatingsActions/10093.html
Jilin A A+ https://www.pyrating.com/RatingsActions/10091.html
Guangdong AA- AA https://www.pyrating.com/RatingsActions/10107.html
Fujian A+ AA- https://www.pyrating.com/RatingsActions/10115.html
Henan A A+ https://www.pyrating.com/RatingsActions/10094.html
Zhejiang AA- AA https://www.pyrating.com/RatingsActions/10108.html
Jiangxi A+ AA- https://www.pyrating.com/RatingsActions/10116.html
Shandong A+ AA- https://www.pyrating.com/RatingsActions/10095.html
Shanxi A+ AA- https://www.pyrating.com/RatingsActions/10110.html
Sichuan A+ AA- https://www.pyrating.com/RatingsActions/10109.html
Tianjin A A+ https://www.pyrating.com/RatingsActions/10119.html
Guizhou A A+ https://www.pyrating.com/RatingsActions/10111.html
Guangxi A A+ https://www.pyrating.com/RatingsActions/10118.html

Source: Pengyuan International
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DISCLAIMER
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Pengyuan Credit Rating (Hong Kong) Company Ltd (“Pengyuan International”, “Pengyuan”, “the Company”) prepares various credit
research and credit research related commentary (collectively “research”) in compliance with the established internal process. The
Company reserves the right to amend, change, remove, publish any information on its website without prior notice and at its sole discretion.

The research is subject to disclaimers and certain limitations. RESEARCH AND CREDIT RATINGS ARE NOT FINANCIAL OR
INVESTMENT ADVICE AND MUST NOT BE CONSIDERED AS A RECOMMENDATION TO BUY, SELL OR HOLD ANY SECURITIES
AND DO NOT ADDRESS/REFLECT MARKET VALUE OF ANY SECURITIES. USERS OF RESEARCH AND CREDIT RATINGS ARE
EXPECTED TO BE TRAINED FOR INDEPENDENT ASSESSMENT OF INVESTMENT AND BUSINESS DECISIONS.

This research is based solely on the public data and information available to the authors at the time of publication of this research. For the
purpose of this research, the Company obtains sufficient quality factual information from public sources believed by the Company to be
reliable and accurate. The Company does not perform an audit and undertakes no duty of due diligence or third-party verification of any
information it uses in the research. The Company is not responsible for any omissions, errors or inconsistencies of the public information
used in the research.

NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS OR COMPLETENESS OF ANY INFORMATION
GIVEN OR MADE BY THE COMPANY IN ANY FORM OR MANNER. In no event shall the Company, its directors, shareholders,
employees, representatives be liable to any party for any damages, expenses, fees, or losses in connection with any use of the information
published by the Company.

This research focuses on observing trends from the credit markets. This research has not been made available to any issuer prior its
distribution to the public. The Company does not receive compensation for its research.

The Company reserves the right to disseminate its research through its website, the Company’s social media pages and authorised third
parties. No content published by the Company may be modified, reproduced, transferred, distributed or reverse engineered in any form by

any means without the prior written consent of the Company.

The Company’s research is not indented for distribution to, or use by, any person in a jurisdiction where such usage would infringe the law.
If in doubt, please consult the relevant regulatory body or professional advisor to ensure compliance with applicable laws and regulations.

Copyright © 2020 by Pengyuan Credit Rating (Hong Kong) Company Ltd. All rights reserved.
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