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With Barclays Global Investors (“BGI” ) launching the
first ever exchange-traded fund to track China’s
A-Shares, the future of ETFs in Hong Kong is taking
a new direction.

O
ne year ago Hong Kong Securities

examined the future of the local

exchange traded fund, or the ETF

market. One year on, we focus on investor

motivations, and see a marked new trend in

Hong Kong based ETFs, and the movement is

towards Chinese securities.

Recapping – What is an ETF?

Let’s refresh our memories. An ETF is normally

an index-tracking mutual fund or a unit trust

traded on an exchange. Its principal objective

is to track, replicate or correspond to an index

on equities, debts or other securities, by

investing in all or substantially all of its assets

in the constituent securities of the underlying

index. ETFs are priced continuously and can

be bought or sold throughout the trading day

on the stock exchange. ETFs are attractive to

individual and institutional investors alike as

they provide cost efficient exposure to a broad

range of asset classes. ETFs are also widely

used in the international market as arbitraging

tools in conjunction with other strategies in

trading equit ies, index futures or other

derivatives. One very obvious advantage of

ETFs is the ease of buying and selling of these

funds.

Regional Hub or Window on China?

“Hong Kong is not, and will never be a regional

ETF hub in the strict sense,” according to Mr

Joseph Ho, Regional Director for North Asia of

Barclays Global Investors (BGI). “It will never

be attractive for a Singapore based fund

manager to invest in Hong Kong in a Singapore

ETF or any other country ETF other than ETFs

based on the Hong Kong or the Chinese

markets. The fund manager is better staying

closer to home or going to the individual

markets respectively.” The Hong Kong based

ETF market has however recently shouldered

another much more important function, as a

safe window from which to bank upon in the

Mainland market. Today, there are three

Chinese ETFs trading on the Hong Kong Stock

Exchange including the latest offering, the

iShare FTSE/Xinhua A50 China Tracker

(2823), an A-Shares ETF, from BGI.

The Role of ETFs in HK

Not surprisingly, institutional and retail partici-

pation in ETFs, which are primarily indexed

funds, in the United States is significantly higher

than in the Hong Kong market. According to Mr

Ho, of every $10 invested in the US equity

market by institutional investors, $4 goes into

indexed funds. Retail participation in indexed

funds in the US is lower with indexed mutual

funds accounting for roughly 10% of all US

equity mutual funds.  In contrast, the concept

of indexing is still not popular in many Asian

markets including Hong Kong.

The successful product infiltration of ETFs into

US retail and institutional investors is partially

due to the product variety of ETFs available in

the US which allows them to build a portfolio of

investments based around ETFs. Mr Ho says

in metaphorical terms, “one investor might want

to build a temple while another might want to

build a church”, to indicate that the way different

ETFs can be stacked up enables this type of

complexity. Tax issues have also played an

important part of the success of the product in

the US – these issues are of course of less
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importance in the making of investment

decisions in Hong Kong.

Due to the small size of the local market, the

lack of local ETF product diversity is likely to

continue in Hong Kong. Mr Ho suggests that

with the HK Tracker Fund already in place to

cover general Hong Kong stocks, the local ex-

change is likely to play host to ETFs that cover

other niche markets or segments of markets.

However, the fact that there are already

three ETFs based on Chinese securities is a

hopeful sign as it exploits Hong Kong’s real

and perceived strength as the window into

the Chinese market.

The New ETF Based on China

A-Shares

In addition to the HK Tracker Fund, Mr Ho

anticipates strong growth opportunities from

the newly launched A-Shares ETF in the

coming years. This ETF tracks the FTSE/

Xinhua China A50 Index, which captures the

top 50 A-shares that trade on the Shanghai

and the Shenzhen stock exchanges.

The new A-Shares ETF is an innovative

product in that it allows ordinary investors to

gain access to the A-Shares markets in spite

of the strict requirements and qualifications of

the existing QFII program. Investors simply

place orders with brokers to buy and sell the

ETF on the local exchange.  Behind the scenes,

BGI has teamed up with Citigroup Global

Markets, a QFII, which also acts as the

participating dealer and market maker for the

ETF to facilitate the process.

When the fund makes an investment in the

A-Shares market, Citigroup will buy the

underlying shares in Shanghai or Shenzhen.

Then it will issue and list what are called CAAPs

(“Chinese A-Shares Access Products”), which

are primarily zero-strike warrants that replicate

the economic benefits of the underlying A-

Shares in Luxembourg.  The A-Shares ETF

holds these CAAPs as opposed to the

underlying A-Shares directly.

As the first ETF to offer trading on the A-Shares

and fully capitalize on China’s economic growth

( in the region of  8 percent  for  2004),

Mr Ho believes that the new ETF is fulfilling an

untapped demand. The other China-related

ETFs primarily revolve around investments in

H-Shares and Red Chips listed in Hong Kong.

The A50 China Tracker is appealing to over-

seas investors who want to buy A-Shares and

fully capitalise on China’s economic growth. If a

balanced portfolio has exposure to  H-Shares,

Red Chips, and A-Shares, we can expect to see

this continued flow into the A-Shares,  Mr Ho

believes.

Whilst the structure is appealing, a number of

institutional investors comment that the short

term volumes of the A-Shares ETF will be limited

due to the high underlying price of the A-Shares

market in comparison to Hong Kong listed

H-Shares.

Commentators suggest that many investors will

continue to take on China related exposure

through the Hong Kong listed H-Shares as they

are stil l currently cheaper on a price-to-

earnings basis and investors are also more

comfortable with the regulatory requirements

applicable to Hong Kong listed China com-

panies and the resulting transparency.

Investment Risks

As with all China investments, the A-Shares

ETF does not come without its own list of risk

issues. For one, A-Shares companies may not

be as transparent as H-Shares companies. And

as a result, they may be more expensive on a

real price-to-earnings basis. However, some

risk aspects of A-Shares investment are

reduced significantly by the ETF structure as

retail and institutional investors have a liquid

exit point guaranteed by market makers.

Liquidity in secondary market trading is being

provided by Citigroup Global Markets which

acts as both a participating dealer and market

maker. In the former role, Citigroup Global

Markets will create or redeem units in the ETF

depending on the supply and demand situation.

In its latter role, it ensures liquidity by actively

providing quotes on both the bid and offer side

to make sure investors can get out of the market

whenever they wish.

ETFs – Outlook Ahead in Hong Kong

“Human nature is a killer,” suggests Mr Ho.

“People will always still like to pick a good fund
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Hang Seng H-Share Index
ETF (Stock Code: 2828)

This H-Shares product is based on the Hang

Seng China Enterprises Index, which was

launched in 1994 to benchmark the

performance of Mainland enterprises listed

in Hong Kong – companies among the top

200 companies  in  te rms o f  market

capitalisation in Hong Kong.

iShare MSCI China
Tracker Fund
(Stock Code: 2801)

This product began trading in November

2001 and includes H-Shares and red chip

shares that are l isted in Hong Kong;

B-Shares which are incorporated in the

Mainland and trade on either the Shanghai

or Shenzhen Stock Exchanges, which are

quoted in US dollars on the Shanghai Stock

Exchange and HK dollars on the Shenzhen

Stock Exchange, and can be traded by non-

residents with appropriate foreign currency

dealing accounts; and N-Shares that are

listed in New York.

manager and pick stocks. Actually with all the

major banks offering traditional mutual funds,

they will never be a substitute for an ETF.” But it

is human nature to take long-odds and to believe

you can beat the market. An ETF is more likely

to give you a long-term return. “We buy the mark-

six even although we cannot logically justify this.

The trend towards ETFs acknowledges that

people are beginning to realize they are fallible,”

Mr Ho explains. ETFs are by definition not

actively managed, and this can be viewed either

positively or negatively given the degree of

your belief in your own knowledge or your fund

manager’s knowledge.

Looking ahead, ETFs based in Hong Kong will

provide the dual benefit of tapping into an

emerging market without the usual element of

human error of a traditional mutual fund. Only

time will tell whether this is especially true of

the new A-Shares offering.
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