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A game-changer
China’s new QFIl rules open doors

The qualified foreign institutional investor scheme now has a wider investment scope, simpler application process and lower barriers

to entry. Family offices are taking note

I nternational investment in Chinese assets has
ramped up swiftly in recent years as Beijing

has opened new access channels. Index providers
have included A-shares and onshore bonds in

their global benchmarks. As Thomas Fang, head

of China global markets and qualified foreign
institutional investor (QFII) representative at UBS,
points out, foreign holdings of Chinese equities
have grown four-and-a-half times since 2017

to about 8-9% of free-float market cap of the
A-share equity market. Even amid the global havoc
wreaked by the Covid-19 pandemic, inbound flows
held up well as China’s economy has rebounded
quicker than most.

Against this backdrop, the latest relaxation of rules
for the QFIl scheme — a key channel for accessing
onshore assets — came into effect on November 1.

It is widely regarded as a game-changing move —
and one that looks set to fuel another surge in
overseas demand for Chinese assets, especially from
family offices and hedge funds.

"The finalised rules simplify the QFIl approval
process, lower the barriers to entry and broaden
the investment scope,” says Ben Teo, head of global
market financing at UBS Securities, and chairman
of UBS Futures. “They have made the scheme more
attractive [on several fronts].”

The rules were approved and published by
the People’s Bank of China, State Administration
of Foreign Exchange and the China Securities
Regulatory Commission (CSRC). This development
follows the merger of the QFII scheme with its
renminbi equivalent in June, which simplified
the process around the repatriation of assets
from China.

It is now easier for family offices and hedge funds
to obtain QFIl approval. Additionally, licence-holders
can now access onshore margin financing and the
stock borrowing and lending (SBL) market, and
invest in new types of instruments and products,
including listed derivatives, depository receipts, bond
repo and asset-backed securities. They can now also
invest in local private funds and private placements
of shares (see box: New private placement rules).

Ben Teo, head of global market financing,
UBS Securities, and chairman,UBS Futures

SBL on the rise

Inflows from new QFII holders are expected to help
China’s nascent SBL market reach critical mass. It
has already expanded exponentially from less than
$100 million in December 2018 to $750 million in
July last year to $19 billion as of November 20, says
Teo (see figure 1).

This came as a result of two key developments
in 2019. One was the introduction of a mechanism
allowing flexible SBL rates and tenors to be
negotiated bilaterally, replacing fixed rates and tenors.
This mechanism was introduced on the Shanghai
Stock Exchange STAR Market in July last year,
subsequently extended to ChiNext and is expected to
be extended ultimately to main board stocks.

The other change was the setting of clear rules on
how — and how much — exchange-traded fund (ETF)
providers could lend.’

“The market really took off towards the end of
last year and the beginning of this year," says Teo, as
the top onshore ETF providers started to come in.

Further inflows are expected to come when other
big strategic lenders enter the market. The likes of
China’s National Social Security Fund and large
insurance companies are yet to begin lending.
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Family offices, hedge funds, quant funds and
active managers are now very keen to tap into
the onshore A-share inventory, says Teo. However,
China’s SBL market operates differently from those
elsewhere, via a centralised counterparty known as
China Securities Finance Corporation Limited. To
make use of it, QFIl holders will need a new working
model and end-to-end setup, from execution to
settlement.

However, once everything is in place, the SBL
market could ultimately reach $40 billion, at a very
conservative estimate, says Teo.

Derivatives and private funds

Another key development is that QFIl holders
can now trade all onshore listed derivatives.
There are 60 listed commodity derivatives
contracts, three index futures, three bond futures
contracts and various listed options available,
says Teo.

Before November 1, QFlls could only trade
index futures for hedging purposes. The CSRC
requirement that financial futures can only
be traded for hedging purpose is no longer
explicitly stated in the finalised QFIl rule, leaving
room for exchanges to set their own rules. For
the time being, hedging requirements in listed
index futures for QFIl holders still remain per
exchange requirement.

There is a caveat, however. All products and
trading models incorporating these derivatives
instruments must be approved separately by the
CSRC and relevant regulatory bodies. “We haven't
seen any products being approved yet, but we
expect this to start in the first half of next year and
proceed in batches,” says Teo.

The third important area of expansion of the QFlI
product scope is that licence-holders are able to
invest in onshore private funds.

Family offices are keen to engage with local
managers, says Teo. In addition, foreign hedge
fund managers have set up shop onshore with
wholly foreign-owned enterprises and private fund
management licences (see figure 2).
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Streamlining and simplifying

Not only do QFIl holders now have more flexibility
around the securities that they can invest in, it is
also quicker and easier to gain approval for a licence
in the first place.

To start, the entire process has been
digitised; with the help of a local custodian,
applicants are able to file all the requisite
documentation online. With family offices
often lacking the human resources of larger
financial institutions, this alleviates some of
the operation burden surrounding licence
applications, says Teo. CSRC will also now
process QFIl applications in 10 working days
instead of the previous 20.

In addition, the regulator has reduced the
amount of documentation required to apply. For
example, applicants no longer have to submit
three years of financial records.

Itis still early days, but UBS is already seeing
rising interest in QFIl applications from family offices
eager to take advantage of the new opportunities
on offer — even as they still await clarity on several
areas. The growth trajectory, as ever in China,
looks impressive. l

" CSRC, June 2019

NEW PRIVATE PLACEMENT RULES

Recent changes to the qualified foreign institutional
investor (QFI) scheme will allow foreign investors greater
access to private placements, whereby debt or equity securities
are sold privately to groups of investors.

This is expected to spark interest in the securities from
institutions such as family offices, says Chris Bland, director
of the capital consulting team in the UBS Asia-Pacific global
markets division.

The rules have also been changed around private
placements, which relate to the length of lockups, the level of
discounts permitted and the number of investors allowed into
a placement and other restrictions. For example, a mainboard
listed private placement in China could only previously be
issued to up to 10 investors, and on ChiNext, the country’s
Nasdaq equivalent, that number fell to five. The limit has now
been raised to 35 for both markets.?

“The regulator has made it clear overseas investors are encouraged to
participate, in another step to open up their markets to international participants,”

says Bland.

In addition, the limit on the discount has risen to 20% from 10% versus the
benchmark, which is the 20-day average price before issuance.? And the definition
of 'benchmark days' has become more flexible, so that the issuer can select a date —

[f

Chris Bland, director,
capital consulting team,
UBS Asia-Pacific global markets

Moreover, the lockup period — imposed so that major
shareholders cannot trade too freely as insiders — has been
shortened for block trading. The time has been halved from
36 to 18 months for major shareholders and from 12 to six
months for other investors.?

“The market is now much more attractive to secondary
buyers,” says Bland. “A 36-month or 12-month lockup was
a little too long for our clients to want to hold the assets.
But 18 months or six months — that is a lot more palatable.”

UBS initially saw interest in the newly open private
placement from its larger investment bank clients and is now
starting to see interest from family offices, says Bland.

“Thanks to UBS's long-standing footprint and strong brand
in China, we have got first-mover advantage, from what we can
tell,” he adds. “We are getting shown deals that | just don't think
all the other foreign brokers have the same level of access to.”

UBS has set up and road-tested the process with a few placements for the largest
clients, and there are now 400500 deals coming up this year, says Bland. “There's

now a very robust system in place that we've honed over the past few months, and

say, the date of an extraordinary general meeting, a board meeting date or the

issuance kick-off day — that allows them to achieve the pricing it is looking for.

everyone knows how it works from a market perspective.”
UBS handles all the documentation and bid levels and therefore takes care of a
large portion of the risk for clients.

2 CSRC, February 2019
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2 Overview of China futures exchanges

Zhengzhou Commodity Exchange
(ZCE)

Full membership

e Established in 1993

e Specialises in agricultural and
chemical products: white sugar, cotton,
thermal coal, purified terephthalic acid (PTA)
and methanol

e Ranked 12th globally in 2019 by
total volume traded from the Futures
Industry Association (FIA)*

o White sugar first option launched
(April 19, 2017)

e Qverseas investors and intermediaries are
allowed to directly trade PTA futures from
November 30, 2018

© QFlls allowed to trade commodities
futures and options upon further
approvals* (November 1, 2020)

(CFFEX)

Clearing membership

China Financial Futures Exchange

Dalian Commodity Exchange
(DCE)

Full membership

e Established in 1993

® Specialises in oil crops and
industrial products: iron ore, coke, coking
coal, soybean, soybean oil, soybean meal,
petroleum-based products, including linear
low-density polyethylene and PVC

e Ranked 11th globally in 2019 by total
volume traded from the FIA

o Soybean meal first option launched
(March 31, 2017)

o Qverseas investors and intermediaries
allowed to directly trade iron ore futures
from May 4, 2018

© QFlls allowed to trade commodities
futures and options upon further
approvals* (November 1, 2020)

(INE)

Full membership

Shanghai Futures Exchange
(SHFE)

Full membership

e Established in 1999

® Specialises in steel chain, base
metal and precious metal products:
copper, aluminium, zinc, nickel, steel rebar,
tin, natural rubber, fuel oil and gold

e Ranked 10th globally with the Shanghai
International Energy Exchange in 2019 by
total volume traded from the FIA

e Copper first option launched
(September 21, 2018)

e QFlls allowed to trade commodities
futures and options upon further
approvals* (November 1, 2020)

Shanghai International Energy Exchange

e Established in 2006

e Specialises in financial futures such as index
futures and government bond futures

e Key contract is CSI 300, SSE 50,
CSI 500 index futures, two-year, five-year
and 10-year treasury bond futures

e Ranked 28th globally by total volume traded
from the FIA

e CSI300 index first option
launched (December 23, 2019)

e QFlls allowed to trade China Financial
Futures Exchange index futures in
hedging purpose (May 4, 2011); other
financial futures and options upon further
approvals* (November 1, 2020)

e Established in 2013

e Registered in China (Shanghai) Pilot Free
Trade Zone

e Shareholders are SHFE and Shanghai
Futures Information Technology Co., Ltd

e Pilot exchange to allow foreign participation

o Crude oil futures first product
launched (March 26, 2018)

© TSR 20 futures launched on Aug 12, 2019

o Low sulfur fuel oil futures launched on
June 22, 2020

® QFlls allowed to trade commodities
futures and options upon further
approvals* (November 1, 2020)

Source: FIA exchange rankings.

*Specific types of products eligible for QFlls shall be proposed by securities and futures trading venues to the CSRC for approval according to the Provisions
on issues concerning the implementation of the measures for the administration of domestic securities and futures investment by QFlls and renminbi QFlls
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Q&A: Eric Pong

The future of Hong Kong
family offices

Avenue Family Office is a large external asset manager based in Hong Kong, with the majority of its client base in Hong Kong and
mainland China. Eric Pong, Avenue Family Office's founder, explores why political risk in Hong Kong is a primary concern for clients

What are your clients’ main concerns
currently and how are they positioning?
Eric Pong, Avenue Family Office:
Political risk in Hong Kong is one of the
biggest issues clients are having to deal
with. Some family clients are asking us to
switch from booking assets in Hong Kong
to Singapore or Zurich.

In the long term, they are concerned
about the political aspect — the future of
Hong Kong. But, in the short term, we are
not avoiding investment in China- or Hong
Kong-related investments. Clients see the
stock market performing well.

However, for medium-term positioning,
some are looking to reduce loan liabilities, take profits after the rebound in markets
in March and reduce emerging markets exposure. In any case, they don't invest in
illiquid assets — if anything goes wrong, we can liquidate as quickly as possible. |
personally think Hong Kong's financial system remains resilient and the competitive
edges will continue to sustain its leading global financial centre status. Yet, Hong
Kong will need some time to recover from the pandemic and various impacts.

Eric Pong, Avenue Family Office

How does Avenue Family Office manage risk?

Eric Pong: We use hedging instruments — foreign exchange forwards to

hedge our investments in Singapore or UK bonds, for example, but not
complicated products. Portfolio diversification and asset management are crucial
which we always take a flexible asset allocation to cope with the rapid changing
investment environment.

Does Avenue Family Office use any market access products?
Eric Pong: We have an actively managed certificate issued by UBS that we
set up a year ago. It mainly participates in equities in Hong Kong, the UK
and the US.

UBS has a very good reputation and credit rating, so we don't need to worry
about issuer risk. It also has a comprehensive equity trading platform.

Does Avenue Family Office incorporate environmental, social and
governance (ESG) factors into its investing process?

Eric Pong: When we are going to pick any investment or stock, ESG is one

of the key issues we will focus on — for example, whether a company has
sustainable growth, good governance, and so on. These are key factors that will
affect the share price of companies. We have been looking at ESG factors more
and more. &
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Q&A: Manish Bhargava

Actively managed certificates
Opening doors to third-party capital

Singapore-based Straits Investment Management (SIM), which manages assets for parent firm Straits Trading Company; started
accepting money from third-party private and institutional clients in October last year. Chief executive Manish Bhargava discusses the
current investment environment and how SIM uses actively managed certificates

How is your investment portfolio set up?
Manish Bhargava: We invest globally in publicly
traded real estate equities (real estate investment
trust and developers). We run a diversified book and
tend to avoid concentrated bets.

What are your main portfolio concerns

right now?

Manish Bhargava: Global central banks have cut
rates to near zero and have committed to keeping
them at these levels for the foreseeable future.

This massive stimulus could trigger inflation, so
staying in cash is going to be very painful. Real
interest rates have turned negative in the US and
several other economies. Managing money in a
zero interest rate environment will be the most
important topic of discussion in the coming months/
years. Dividend yields are dipping but remain far
higher than bond yields. We believe investors will
be forced to increase their allocation to equities,
and in fixed income they will have to move down
the credit stack to get yield.

How have you been using actively managed
certificates (AMCs) for your client portfolios?
Manish Bhargava: We've launched one —

Straits Global Property — with UBS. It is an

absolute return strategy, investing primarily in

real estate securities.

What are the

main benefits of
this product?
Manish Bhargava: It
was very quick and easy
to launch — we got it
up and running within
a month. It has helped
us take on third-party
capital from family
offices and accredited

. Manish Bhargava,
investors, and assets X
Straits Investment
under management
Management

have grown significantly
since launch in October
2019. It is operationally light, UBS publishes the
net asset value daily and trading commissions are
quite sharp.

What sort of markets does the AMC invest in?
Manish Bhargava: Our investments span across
the developed markets — the US, UK, western
Europe, Japan, Australia, Singapore and Hong Kong.
Our portfolio is 100% liquid.

What has the performance been like?
Manish Bhargava: As of September 16, we
are up 6.9% (net of fees) year to date. In
comparison, the Global Real Estate Index

Family office investing Special report 2020

(FTSE EPRA/NAREIT Developed Index) is down
15.2% year to date.

What do you see as the benefits of using
UBS for an AMC?

Manish Bhargava: UBS has a superior product

in comparison with other providers. They were

very competitive when it came to pricing. Their

online platform is also very easy to use, completely
web-based and can be accessed from a tablet or
smartphone. That has been very useful during the
Covid-19 pandemic — having the flexibility to monitor
and trade the portfolio from anywhere in real time.

What about the second AMC you
are considering?

Manish Bhargava: We have started
the dialogue with UBS. However, it's
still early in the process for
the next one, which
could be in the fixed
income space. l
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This analysis has been provided by UBS, for informational purposes only and should not be used in substitution for the exercise of independent judgement.

This material contains data derived as a result of back-testing of data and is provided by UBS in good faith using its standard methodology for information of this kind. That methodology relies on proprietary
models, empirical data, assumptions and such other information that we believe to be accurate and reasonable. The current data that UBS selected for preparation of this material may be substantially different if
the date is selected from a different time period and this may have substantial impact on the back-testing results.

This information is provided to you for information purpose only and UBS makes no representation as to the accuracy, completeness or appropriateness of such methodology and accept no liability for your use of
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This analysis is confidential. UBS specifically prohibits the redistribution or reproduction of this material in whole or in part without the prior written permission of UBS and UBS accepts no liability whatsoever for
the actions of third parties in this respect. © UBS 2020



Will the world always
be this unpredictable?

Will my portfolio weather the storm?
How can | be sure?

For some of life’s questions, you're not alone.
Together we can find an answer.

The value of investments may fall as well as rise and you may not get back to the amount originally invested.
© UBS 2020. All right reserved.





