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Summary:

The article is an examination of QFII derivatives in the China market. The journalist
extensively quoted Claudia Zeisberger on topics such as QFII arbitrage, ways to design
derivative products and the investment banks’ rationale on derivative products. The article
also quoted a Deutsche Bank representative, Melvyn Ford from Merrill Lynch, Nicole Yuen
from UBS China and Vincent Chan from Credit Suisse.
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Translation:
QFI1 Derivatives Ready to Fly

As well as making the market less volatile, arbitrage tools make the A share market more
attractive to foreign investors, and lower overall operating risks.

“If I’'m a manager of an American retirement fund, first of all, I’ll see if the market is worth
investing in. Then | ask; does it have enough tools that allow me to arbitrage?” says Claudia
Zeisberger, a professor of the INSEAD Asia Pacific Institute of Finance.

Claudia Zeisberger, who has over 10 years of experience trading in the global OTC derivatives
markets, is thoroughly familiar with QFII operations - having once worked for Deutsche Bank,
Berisford Capital Markets Group (BCMG) and Dresdner Bank in New York.

China has quickened its pace of approving QFII quotas since last November, but foreign
investors’ concerns regarding the QFII have never abated. A prospectus provided by a foreign
bank concerning investing in China’s capital market has listed a range of imperfections-
including over-valued stock prices, restrictions on corporate governance, disclosure and
supervision issues, inflexible control of inward and outward remittance, issues of investment
principal ownership, and a lack of hedging tools.

“Previously in Taiwan, while foreign institutional investors could not short sell individual
shares, they would still be able to hedge their positions through the MSCI Taiwan shares index
futures traded in the Singapore Exchange. In my opinion, if it is able to attract foreign
institutional investors, then it’s necessary for China to have various risk hedging tools - which
would be especially practical in view of the intense volatility of the A share price,” the QFII
manager of a foreign institute told Securities Market Weekly.

“From the perspective of product structure, the links of the monetary market and the share
market volatility are two important components of the design of the financial derivatives,”
stated Claudia Zeisberger — highlighting the present focus of QFII derivatives.

Derivatives hedging risk

According to this magazine’s investigation, foreign capital has been testing the policy’s limits
ever since QFII came into China, aiming to expand the operating space.

“Until now, QFII has only offered the simplest of products — for example, issuing equity notes
and products, and giving investors a chance establish a relationship with the China market
through these products,” says Claudia Zeisberger.
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The current trend is to profit through short selling A shares. There many methods for doing
this. For example, foreign investors borrow a certain number of shares from QFII, and sell out
when there is the expectation of a bearish market. If the share price drops, then buying in at a
low price and giving the shares back to QFII at term allows the investor to make a profit from
selling high and buying low. However - if the prices of shares increase, the investor will bear
the losses. For example: Foreign fund A buys an A share through the QFII channel (or QFII
will by the shares itself, using a subsidiary). Fund B believes that China's stock market will
remain bearish, so it borrows shares from Fund A through QFII. Since Fund A is a long-term
holder, it can make a series of agreements to, with the addition of a bond, lend the shares to
Fund B. Let’s assume that Fund A bought 100 shares at RMB100/share, and Fund B believes
that this share will drop to around RMB8O0 in the next three months. So Fund B sells out all
these shares after acquiring them from Fund A. Three months later, this share falls to RMB80,
as expected, and Fund B spent RMB10, 000 to buy 125 shares. 100 of these shares will be
returned Fund A, plus interests and associated fee, and a fee for QFII. The remaining 25 shares,
worth RMB2, 000, make an outstanding ROI -and QFII collects a commission by providing
the trading platform.

Alternatively, QFII can itself design some derivatives - for example through tools such as
MSCI China A share indexes, which can be issued to investors. This method is comparatively
more complex, and can be easily discovered by the supervisory authority. A small proportion
of “notorious” hedging funds have entered the China market through the QFII, and a large
number of them invest through buying the derivatives designed by the investment bank-type

QFII.

Claudia Zeisberger states, “the above two products are more or less the same, and for foreign
investors both serve a very limited role. Moreover, because of the restrictions of the China
market environment, they cannot be leveraged by investors.”

In the monetary market it is common practice by foreign investors to, during the process of
adjusting the RMB exchange rate, exchange USD into RMB to buy Chinese government
securities - while at the same time buying from the NDF market a RMB foreign exchange
forward contract, of the same quantity and term as the purchased government securities. If the
RMB appreciates, the price of the government securities will increase and the foreign financial
institute can realize the exchange difference gain by selling out the securities to get RMB to
buy back USD, and then pay back the borrowed USD. If the RMB’s interest increases, though
the securities price will drop the NDF market will manifest a RMB appreciation — and the
corresponding premium will be increased.

Claudia Zeisberger stresses, “Short selling is difficult not only in China, but also in the whole
of Asia as well. Hedging funds have met the same difficult positions in Hong Kong and
Singapore. Regardless however, the capital market definitely has China market related
products being created, whose purpose is to short sell and arbitrage.”
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QFI1 does not have a strong urge to short sell

A source from the Deutsche Bank said that currently there isn’t a strong drive for either
hedging funds or QFII to short sell. The precondition for this short selling is that QFII would
own enough shares, and be able to lend — however, “the size of the QFII is too small.”

Melvyn Ford, Managing Director of Global Equity Finance at Merril Lynch, said that many
hedging funds have asked their subsidiary broker company if it is possible to artificially short
sell. That is, asking if the investment bankers can create a transaction by utilizing derivatives,
allowing hedging funds to make a gain from a particular share price drop. “Merrill Lynch does
not plan to provide the artificial short sale transactions. This would consume the company’s
mainland shares — and there are restrictions on foreign investors buying mainland shares.”

Nicole Yuen, head of UBS China equities, said that she too has received similar inquiries —
however UBS China’s policy is to never do anything illegal. She said that the majority of her
company’s clients were long-term foreign investors, with a very small percentage of them self-
trading. Hedge funds short selling A shares through QFII will only benefit the clients, and
bring very little if any benefit to the company. For this reason, the company has minimal
motivation to participate in such a transaction. * | think the investment banks themselves will
think of ways to bypass the restriction and arbitrage, which can be likened to the struggle
between virus software and anti virus software”, Claudia Zeisberger.

Complementary products constantly launched

Many institutes are bullish on hedging operations in the China market. SIMEX created an
excellent platform for institutional investors hedging on the majority of the Asian indexes, by
planning to launching China A share index futures.

SIMEX points out that the A share index futures will provide a hedging tool for QFII already
investing in China’s stock market, and on the other will provide an investment tool for foreign
investors who were blocked from the China market by China’s investment policies.

The launch of the MSCI China A share index has also facilitated the R&D of index derivative
tools.

“QFII is constantly having to explain details to clients, in part because China does not have a
MSCI index, and that China has not been included into the MSCI index system,” Vincent
Chan, Head of China Research of Credit Suisse, explains.

More than 90% of American institutional investors’ international investment is benchmarked
against the MSCI indexes; while in Europe the proportion is over two thirds. Almost all
investment institutes set up their investment ratio in the world’s securities markets based on
this index, so a market lacking this feature is not going to attract a large number of
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multinational investors. The MSCI index was launched by MSCI Barra, who last year
announced that they will formally launch “MSCI China A Share Index”. Deborah Yang, Vice
President of MSCI Barra, stated “this index is compiled in strict accordance to MSCI’s global
index requirement, and it is only a matter of time before it would be included into the MSCI
global index.”

Michael C. Lin, CEO of TISC Greater China Investment Banking, noted that inclusion into the
MSCI was one of the major turning points for Taiwan’s QFII’s fast development. Taiwan’s
stock market attracted minimum foreign investment before joining the MSCI, because while
the stock market was not included into a performance evaluation index, it was not be visible
on the investment radar. Upon Taiwan’s inclusion into the MSCI index in April 1996, the
total transaction value for that every month was higher than for any period since February
1995.

“Mutual funds and retirement funds attach more importance on index products, and carry out
contract transactions based on this index. This makes the creation of the index fundamental.
The MSCI index does not, however, need to be very complex”, stated Claudia Zeisberger.

® Inset text: Risk Premium in An Emerging Market
For foreign investors, an emerging market has high returns as well as high risks. Excessive
returns are needed to compensate this risk.
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