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China’s hew
catalysts

The latest slew of market initiatives has
generated a new wave of investor interest
in the world's second largest economy.
Fund managers share their views on the
opportunities and the pitfalls.
Turn to Page 6 for our Cover Story.

,,,,,



PW6

AUGUST 28
2017

BY KUEK SER KWANG ZHE

he continued liberalisation of China’s fi-

nancial markets has attracted keen inter-

est from global investors,who are taking a

closer look at the viability of investments in

the country as well as the prospects of Chi-

nese companies that are listed on foreign
bourses. The recent inclusion of China A-shares in
the MSCI Emerging Markets Index and the launch
of the Bond Connect scheme by China and Hong
Kong have also sparked positive sentiment around
the globe.

While the A-Shares will only have about 1%
weightage on the index, the inclusion is largely
seen as a symbolic move by MSCI. Nevertheless,
thisis expected to see a lot more inflows into China.

Sat Duhra,manager of the Henderson Asian Div-
idend Income fund, is of the view that China will
further liberalise its financial markets.“You look at
how China has been opening up its capital accounts
[including financial markets] over the past 10 years.
It is a pretty good move,” he says.

“Think about where its economy was 10 years
ago and compare that to what you see today. You
can imagine that in the next 10 years, it will be a
very open place for businesses. It will be the kind
of place investors want to get into.”

The liberalisation of the Chinese financial mar-'

kets is a macroeconomic theme that many fun
managers are riding on. It has sparked a lot of in-
terest among local investors as well.

“The inclusion of China A-shares in the MSCI
Emerging Markets Index has boosted overall mar-
ket sentiment and will bring in new and long-term
international capi alinto the market ” says Lei Jing,
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The latest slew of market initiatives has generated a
new wave of investor interest in the world's second
largest economy. Fund managers share their views on
the opportunities and the pitfalls.

~ sion of China A-shares on its index, MSCI warned
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managing director and chief investment officer for
fixed income at Beijing-based Harvest Fund Man-
agement.

Besides opening up its equity markets,China re-
cently launched its Bond Connect scheme linking
overseas investors to the country’s US$9 trillion bond
market. Patrick Chang, chief investment officer at
CIMB-Principal Asset Management Bhd, believes
it is a good move and China is on the right path.

However, the interest has not fully translated into
action among investors, he says. “The inclusion of
China A-shares into the MSCI sparked huge interest
among local investors. When I speak to investors,
for the first time, there is a lot of appetite for China.

“There has been a very big shift in their mindset
over the last 12 months.They want to diversify away
from Malaysian equities into Asia-Pacific.They want
to focus on large markets with huge growth. How-
ever, there is still a wall of concern among some of
them [that is preventing them from investing in
the market].”

This comes as no surprise as investors have many
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concerns.For instance,China’s stock markets have the =~

highest number of trading suspensions in the world
In fact,only a month after approving the inclu-

the country for having too many stock trading sus-,

Shanghai-based consulting firm Z-Ben Advisors
said an average of 265 stocks — or one out of every 13
counters — listed in China were suspended in July:.
The data also showed that the number had risen
every month this year and was up by 30% from a
average of 202 stocks in January.

Corporate governance is another concern for lo-,

cal investors.The Malaysian experience of investing;
o+ .
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Beware of the
value trap

Investors who are interested in
investing in China should avoid
falling into the value trap, says Sat
Duhra, manager of the Henderson
Asian Dividend Income fund. This
means buying companies that look
attractive based on their cheap
valuations. In fact, the companies'
performance and share price tend
to remain flat over the years.

Duhra says Chinese companies
are typically state-owned
enterprises across various sectors,
including banking, industrial and
property. "It is very easy to fall into
the trap because these companies
are constantly cheap and relatively
attractive. You tend to think of
buying into them and hope there
might be an inflection point where
things happen and the share prices
rally. But if you look at the past five

years, the share prices have been
volatile and they have not rallied
much. In fact, they always stay
cheap and that is the trap no one
wants to fallinto.”

Instead, he suggests that
investors pay a premium to buy into
well-run private companies that
are profitable and have no debt.

He advises investors to look at the
companies' financial statements
and talk to their management

to seeif they are experiencing
structural growth. "It is better to
pay a little more to buy into good
companies in fast-growing sectors
such as personal computer gaming
and sport brands," he says.

As a dividend income fund
manager, Duhra suggests that
investors focus more on the
companies' cash flow and dividend
payout instead of their price-
earnings ratio as it is not a good

reference point for investors in Asia.

The PERs highly depend on the
accounting standards adopted by

the particular country.
Also, corporate governance is

anissue in some emerging markets.

“Instead, you need to look at what
kind of growth the companies have
with the investments they make.
More importantly, what is the cash
flow they are producing? Are their
operations strong? What are their
actual returns like after deducting
the cost of capital? If you don't look
at companies in Asia this way, you
will get burnt," says Duhra.

With good cash flow, these
companies are more likely to pay
attractive dividends, which could
provide investors more confidence
after realising their gains, he says.
A consistent dividend payout
also shows that a company
holds enough cash and
cares about the interests
of its shareholders.

This could reduce the
possibility of any
manipulation to its
financial statements.

extended and
mature stage of
recovery.
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Malaysia is China's largest trading
partner in Southeast Asia and the
recipient of large-scale investments
worth up to RM400 billion inlocal port
and railway projects. Investors can
ride the China theme by investing in
companies with ties to these projects
as well as Chinese companies listed
on thelocal bourse.

Patrick Chang, chief investment
officer at CIMB-Principal Asset
Management, says the One Belt,
One Road initiative is an obvious
*play for investors to tap. This
includes construction companies
P that will benefit from mega
infrastructure projects that are
being kicked off on the back of
'Chinese investments.

According to a Fundsupermart.
dcom report, titled Idea of the Week:
The Belt and Road Initiatives Saga —
Malaysia's Stake, the mega projects

HINA PLAY IN THE MALAYSIAN MARKET

(MAHB) are two examples of such
companies. "*About 40% of OldTown's
revenue comes from product sales to
Chinese tourists. | know many who
visit relatives in China [often] bring
OldTown white coffee with them.

“MAHB is another example. If you
look at the company's statistics, the
number of tourists has increased.
Also, | go to Malaysian airports all
the time and there are often long
queues.”

Chang says the growth of the
tourismindustry is expected to
continue in the next few years. "'As
mentioned, there are 150 million
outbound tourists leaving China
every year. This is expected to
increase to 200 million by 2020."

The weakening ringgit and eVisa
— China's online electronic visa
programme — have helped boost
tourist numbers, he adds.

include the LRT3 project, which will
see the involvement of Beijing-based
rolling stock manufacturer CRRC
Corp Ltd. The project, whichis now
worth RM1.56 billion, will see three
more packages worth RM2.5 billion
kick in by the end of this month and
funds have been exclusively allocated
to Malaysian companies, says the
report.

Another project is the RM55
billion East Coast Rail Link, funded by
China Communications Construction
Co Ltd and Export-Import Bank
of China. Itis the largest railway
project undertaken by the private
sector in Malaysia. The ECRL will
connect Wakaf Baru in Kelantan to
the Integrated Transport Terminal in
Gombak and Port Klang, Selangor.

Chang says the tourism theme
is another direct play. OldTown Bhd
and Malaysia Airports Holdings Bhd

in locally listed China companies have not been
encouraging. Just last month, The Edge published
a report that showed most of the red chips (Chi-
wna-based companies listed on the local bourse) had
corporate governance issues such as late submis-
sion of financial reports and inaccuracies in their
financial statements.

From a macroeconomic perspective, investors
are worried about China’s high corporate debt and
trillion-dollar shadow banking industry that fuels
high financial leverage.

KEY REASON INVESTORS SHOULD

LOOK AT CHINA: GROWTH

Despite the risks,fund managers note that there are
compelling reasons for investors to invest in China.
Growth is one of them.Last year, the gross domestic
product of the world’s second largest economy stood
at US$11.2 trillion, having grown at a rate of 6.7%.
By comparison, the US recorded a GDP of US$18.57
trillion while its economy grew 1.6%.

Much of the growth is happening in China’s tech-
nology sector.This can be seen in the performance
of players such as Tencent Holdings Ltd and Alibaba
Group Holding Ltd.Just a few years ago, the tech sec-
‘tor had a weightage of less than 15% in MSCI China.

[It is very easy \ oc}‘ay, it has shqt up to 35%, says Chgng. '
- The economic composition of China is changing.
tofallintothe N\ )
L ANd the key reason why people are excited about the
value trap _country is because they want to have exposure to its
! \because,these . “tech companies,which are expected to experience

@OpaiolciplSERCVESIIN - _high growth,” he adds.

CelaEEigNAEREENSl  The valuations of these tech companies are high,
and relatively . but their growth potential is enormous as they are
attractive. diversifying into other sectors.This could justify the
> Dubra high price-earnings ratio of the tech giants.

“For instance, Tencent — one of the core hold-
ings of the CIMB-Principal Greater China Equity
Fund — started out as an internet-based company.
W NIt is now diversifying into other businesses such
.~ as online gaming, e-wallets and payments. It is
o »one of the largest money managers in the world —
. and this is happening in a world where growth is
5 scarce,” says Chang.

“Then investors may ask about the high valua-
. \/ tions.For now,the valuations of the tech companies
. 6 are alright as the companies are producing earnings
’y . and their cash flow is strong.”

= Tourism is another sector in China that he is

B - looking at.Ctrip — an online portal that provides
> =l travel services such as accommodation reserva-

"

tions, transport ticketing, packaged tours
and corporate travel — is one of the
bellwether stocks in CIMB’s funds.
Chang calls the company the “Tr-
ipAdvisor of China”.

The reason for the growth
of this sector is the rising
wealth of China’s citizens
as well as its expanding
middle class.Travelling

has become part of their life style.“There are about
150 million outbound tourists leaving China every
year.Imagine the growth potential,” says Chang.

“Also, the Chinese are fast adopters of e-com-
merce and online payments.This benefitted online
portals such as Ctrip.”

Both Tencent and Ctrip are H-shares, or the stocks
of China-based companies that are listed on the
Hong Kong stock exchange.

China companies can offer investors in other
parts of Asia some unique investment opportuni-
ties. “There are companies operating in emerging
industries such as financial technology (fintech),
DNA sequencing and new energy vehicles. China
has developed these industries into globally recog-
nised ones while other industries have been grow-
ing rapidly,” says Harvest Fund Management’s Lei.

In the case of fintech, there are a number of up-
and-coming players trying to make their mark on
various industries.One of them is Ant Financial, the
payment affiliate of Alibaba,which runs the Alipay
mobile payment services. The company, valued at
US$60 billion in April last year and more than double
that ascribed to Snap,is planning to be listed on the
Hong Kong stock exchange. However, it was report-
ed that the listing plan had to be delayed to 2018 as
the company needed to secure regulatory approval
and focus on building its business.

According to a recent Bloomberg report, Ant Fi-
nancial almost doubled its earnings in financial year
2017 as it expanded its wealth management business
overseas.The report pointed out that the company
had racked up a pre-tax profit of US$814 million.

In the DNA sequencing industry, BGI Genomics
Ltd — one of the leading research companies in the
genomics industry and the world’s largest genom-
ics organisation (according to its website) — made
its debut on the Shenzhen Stock Exchange in July,
raising US$250 million in its initial public offering.
Founded in 1999, the company generates most of its
income from fertilisation and health,basic research,
complex disease and drugs research services. Prior
to listing on the Shenzhen Stock Exchange, it failed
in its attempt to get listed in the US and Hong Kong.

For new energy vehicles, Yutong Bus is a good
example,says Duhra,who is with Janus Henderson
Investors. “If you are in Singapore, you can see their
buses.The company is growing internationally and
it has a real edge in new energy vehicles. This is a
unique business in China. If you compare it to the
US, it can be like Tesla.”

CHINA'S ECONOMY BETTER THAN
CRITICS EXPECTED
Looking at the performance of the Chinese econo-
my over the past 10 years,fund managers are of the
view that it is on the right path.The economy has
been growing consistently and the markets have
gradually opened up.

Also,China has successfully avoided a hard land-

CONTINUES NEXT PAGE
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A SCEPTIC'S
VIEW

While many investment experts are bullish on the
Chinese economy, some are not. John D Kuhn, author
of China Fortunes: A Tale of Business in the New
World, is one of the sceptics.

Kuhn, who first visited Chinain 1984 and invested
about USS1billion in private equity there in 2006, has
not invested in Chinese publicly-traded securities
since. And he has no plans to do so as the level
of governance and disclosure required of listed
companies there “is wholly inadequate”.

"While a reading of China's rules on disclosure
shows that it employs standards similar to those
adopted by securities commissions, stock exchanges
and accounting associations around the world, the
practice of disclosure there s totally different. Why?
Because there is no accountability or penalties
[imposed on those who break the rules],” says Kuhn.

"For example, if General Motors did not voluntarily
discloseinits public filings that, say, Warren Buffett
had through various means accumulated 10% of the
company's stock, the people responsible would be
prosecuted. And if they were found guilty, they would
serve a significant jail term. Nothing like that exists in
China. It is just a different world and the people who
pay the price are the common shareholders."

Kuhn says the same logic applies to the country's
legal system. “The court is another example of the
same phenomenon. Back in the 1970s after Chairman
Mao died and China was coming out [to the world],
various foreign experts worked with the country to
implement a legal code and court system similar to
those of first-tier economies. And the result is that
the Chinese court system appears to be — on the
surface — very similar to the functioning legal system
in, say, the US or Europe. But if you try participating in
it, it is not even worth a serious discussion.”

Also, he does not believe that the inclusion of
China A-shares in the MSCI Emerging Markets Index
will enhance the level of corporate governancein
the country. "l don't think it willimprove its markets'
transparency and corporate governance. | am not sure
what will change the way China handles these things
— maybe if something like what happenedin Japan,
where the market dropped precipitously and has
never bounced back, [occurs in China as well]."

Kuhn's views are based on his first-hand
experience as a private equity investor in China. ‘A
typical portfolio manager, as diligent as he may be,
usually sits at his desk in comfortable places like Hong
Kong or Singapore. At best, he pays periodic visits to a
company whose securities the firm owns. Even what
that happens, the company can control what he sees
and hears when he visits," he says.

"Onthe other hand, when you are a direct
private equity investor, you experience first-hand
the patheticinadequacy of these systems. That is
what makes a private equity investor's hair curl and
causes one to realise how different Chinais from other
investment milieus.

"“Everyone s entitled to their own opinion.
However, | wonder how many of them have dealt
with Chinese warlords who, on a day-to-day basis,
demand huge sums of money from various ill-gotten
gains."”

Kuhnis also of the view that while China's
economy will continue to grow, itis “living on
borrowed time"' due to years of questionable practices
and non-accountable borrowings. “The Chinese
economly is just beginning to show cracks in the
facade from years of corruption and rampant non-
accountable borrowing, For evidence of the coming
catastrophe, one only needs to look at Dalian Wanda
Group. The same kind of behaviour was rampant
inJapanin thelate 1980s. This, together withiits
demographics situation, is one of the key reasons why
its economy has not recovered since.”
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Terrorist attacks spur uptake in travel insurance

BY PATHMA SUBRAMANIAM

cts of terrorism are be-
coming a common oc-
currence. In Malaysia,
although such inci-
dents are rare, there is
still concern about the
risks as a result of freer movement
of people and goods across borders.

Insurers such as AIG Malaysia In-
surance Bhd and AXA Affin General
Insurance Bhd tell Personal Wealth
that they are getting requests for
protection against possible acts of
terrorism. While the companies
decline to reveal any numbers, they
acknowledge that public awareness
of potential terrorist attacks when
travelling abroad has heightened.

Also, the uptake of travel insur-
ance has increased tremendously
over the years. “The travel insur-
ance industry as a whole has seen
double-digit growth year on year
through market penetration and
awareness,” says AIG CEO Antony
Lee in an email interview.

Most people who buy travel in-
surance do so because of the high
medical costs in some jurisdictions
or their unfamiliarity with their
destination.AIG’s Travel Guard, for
instance,covers medical fees, flight
delays and baggage loss or damage.

“Based on our records, people
tend to buy travel insurance for long-
haul destinations such as the USand
Europe because they are less familiar
with those places and worry about
high medical costs,” says Lee.

However, travellers headed to
short-haul destinations should also
consider similar coverage as terror-
ism is becoming a significant risk,
he says.“As global incidents become
more common,we do see an increase
in concern about terrorism-related
events.”

Nevertheless,despite the appar-
ent concern and risk,more than half

of Malaysian travellers do not pur-
chase travel insurance, according
to AIG’s estimate.

Insurance coverage that includes
terrorism has been around for more
than a century, but it came to the
fore after the Sept 11 terrorist at-
tacks in the US,which killed almost
3,000 people and caused a whopping
US$10 billion worth of infrastructure
and property damage. Acts of ter-
rorism have been on the rise since.

Global risk,retirement and health
consulting firm Aon plc says there
was a 14% increase in terrorist at-
tacks globally last year from 2015.
According to the “2017 Risk Maps:
Guide to Political Risk, Terrorism
and Political Violence” report, the
higher terrorism risk is a reflection
of this increase in terrorist attacks.

The report also says there are
now 87 countries with exposure to
terrorism risk, up from 78 last year.
This means that 43% of all countries
are exposed to the perils of terrorism.

Of all the regions,Western coun-
tries saw the greatest increase (174%)
in terrorism-related violence last
year while Sub-Saharan Africa and
the Middle East saw the second and
third biggest increases at 64% and
53% respectively.Western countries
also experienced the greatest relative
increase in terrorism-related vio-
lence,with a 174% rise in incidents
and a 25% increase in casualties,
according to Aon.

The report points out that ter-
rorists are shifting from highly co-
ordinated, spectacular attacks to
smaller, guerilla-style strikes. For
example, extremists used vehicles
as improvised weapons and killed
99 people last year.

In Malaysia, most of the reported
acts of terrorism have been limited
to off the eastern coast of Sabah,
where raids, kidnappings and ter-
ror attacks have been orchestrated
by militant groups. As security is
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still precarious in this area, the UK’s
Foreign and Commonwealth Office
has advised against all but essential
travel to the islands off Sabah.

Given the change in the tactics
of terrorists, travel insurance cover-
age has expanded significantly. In
the past, the coverage focused on
illnesses and problems related to trip
cancellations. But now,kidnapping,
acts of war and terrorism and other
potential dangers of travel are cov-
ered by many insurance providers.

“For travel and personal acci-
dent policies underwritten by AXA,
terrorism coverage is offered as an
extended cover under most of our
packaged products and is not of-
fered as a product on its own,” says
the insurer,adding that there have
been more requests for the extend-
ed coverage.

Personal accident insurance pro-
vides compensation in the event of
injury, disability or death caused
solely by violent, accidental, exter-
nal and visible events.Such policies
typically cover accidental death,
permanent disablement, medical
expenses, hospitalisation, weekly
indemnity, repatriation and funeral
expenses.
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However, it is worth noting that
most personal accident policies ex-
clude acts of war or terrorism, radi-
ation or contamination by radioac-
tivity as insured perils because of the
long-term and cumulative conse-
quences such incidents may have.

AIG’s Lee says the travel insur-
ance comes into effect once an at-
tack is considered an act of terror-
ism and it is verified and recognised
by the relevant governments. “Most
travel insurance benefits include
medical treatment and evacuation
cover for incidents resulting from
terrorist acts. It is important for
customers to read their policy and
understand the terms and condi-
tions as they differ from product
to product.”

AIG, for instance,allows its travel
insurance policyholders to claim for
travel cancellation if the Malaysian
government issues a notice formal-
ly advising against non-essential
travel to areas impacted by acts of
war or terrorism. According to its
website, the travel insurance also
covers cancellation within 14 days
prior to the scheduled departure
caused by events such aswidespread
violence. “However, this policy ex-

cludes strikes or events due to an
act of war, assertion of sovereignty,
insurrection, revolution and use of
military power.”

Travel insurance also comes with
exclusions. “For travel insurance,a
key exclusion is the policyholder’s
involvement in the terrorist act or
terrorist organisation. We stress that
itis important for customers to read
their policy’s general exclusions sec-
tion to better understand their cov-
erage.Exclusions may include acts
of war and nuclear and/or chemical
contamination,” says Lee.

Insurers such as AIG offer stan-
dalone terrorism insurance for
properties and business, which is
specifically designed to cover risks
such as sabotage and other acts of
terrorism. While there have been
enquiries on terrorism risk-related
coverage, the take-up rate of com-
mercial insurance remains low at
this time, says Lee.

“Owners of properties with the
greatest potential for loss of life,
property damage and emotional,
financial or political impact should
take up terrorism insurance. Busi-
nesses that should take up terrorism
insurance include airports, casinos,
convention centres, hotels, hospitals,
shopping malls, iconic structures,
stadiums and arenas, colleges and
universities and utilities,including
water treatment and power gener-
ation plants, natural gas fields and
pipelines as well as railroads or sub-
ways,” he says.

This type of commercial insur-
ance excludes loss or damage by
chemical or biological release, or
exposure of any kind; loss or dam-
age arising directly or indirectly
from nuclear detonation,reaction,
radiation or radioactive contami-
nation; and loss or damage caused
by attacks using electronic means,
including computer hacking and
viruses. €]
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Economy continues to grow at a healthy pace

FROM PREVIOUS PAGE
ing as expected by its critics in the
past two years. The country’s for-
eign reserves have stabilised and
the economy continues to grow
at a healthy pace of more than 6%
each quarter. On top of that, Bei-
jing has started to clamp down on
excess credit and shadow banking
activities.

Duhra is of the view that China
has shown it is doing better than
critics have expected in recent years.
“A few years ago, when its foreign
reserves fell to below US$3 trillion
[for the first time in six years] and
its property market went down by
about 10%, some were saying that
China would have a hard landing.
But what happened recently was
its foreign reserves stabilised and

the economy continues to grow.The
government is starting to clamp
down on excessive credit and off-
balance-sheet debt,” he says.

On the other hand, the level of
innovation in the country remains
high amid the government clamp-
down and consumer consumption
and manufacturing production
are still at healthy levels. “Amid
all these, you see that the increase
in the number of patents in China
is very impressive. The retail sales
numbers are high, as are the pro-
duction numbers.China isin a very
good place. You can’t ignore these
and say, ‘T don’t want to invest in
China’)” says Duhra.

CIMB-Principal’s Chang is also
positive on the Chinese economy
and stock markets,judging by their

recent performance. “We have gone
through a lot of noise saying that
China’s growth has been going
down, especially during the deval-
uation of the renminbi. But as you
can see,year to date, MSCI China is
up by more than 25%.The growth is
slowing, but steady,” he says.

“We have also seen earnings up-
grades and the government reform-
ing state-owned enterprises. The
government is also cutting down on
excessive credit,which has caused
some companies to go bankrupt.”

Chang believes that when mar-
kets are sceptical about China, it
represents a good buying oppor-
tunity for investors to engage in
relatively contrarian trades. This
is what CIMB-Principal did two
years ago.

Chang says he and his team
bought some A-shares when the
markets plunged due to the ren-
minbi devaluation a few years ago.
The team reaped a return when the
markets recovered. “As I said, every-
body has a wall of concern about
China. But looking at the country
today, its economy is quite stable.
I am still very bullish on China.”

Gary Lim, regional fund man-
ager at Apex Investment Services
Bhd, has a positive view on China’s
economic growth and the liberal-
isation of its financial markets, at
least in the shorter term.“China is
making structural improvements
for the better and the markets are
increasingly allowing investors to
get exposure to attractive sectors
in the country.”

Lim says China’s further inte-
gration into the global economy is
expected to benefit global growth.
“China has a rapid accumulation
of domestic savings. This capital,
when permitted to flow overseas
by the Chinese government, could
sustain global economic recovery
even as the US appears to be on
an extended and mature stage of
Tecovery.

“The One Belt, One Road initi-
ative is one such government-led
initiative.We can debate about the
rationales, motive and costs. But
really, the capital-starved emerg-
ing economies must benefit in the
short term from much-needed in-
vestments before we even think
about the long-term implications
whatever they may be.” a



