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Many fund managers, especially those with prior experience in buying shares
listed in Mainland China, are getting themselves ready for what many believe may
be one of the most exciting investment opportunities this decade. This article
aims to provide an explanation why it is so eagerly anticipated and what fund
managers are doing to get themselves ready to participate.

Stewart Aldcroft
Chairman of
Cititrust Limited

What is Stock Connect?

Stock Connect is a relatively simple and
straight-forward way in which all investors
globally can, via Hong Kong, trade in
Mainland China listed “A" shares (as they
are widely known) on the Shanghai and
(from 5 December 2016) Shenzhen Stock
Exchanges. As the reciprocal of this, for
investors in Mainland China, they have direct
access to Hong Kong listed stocks.

Stock Connect is a key part of China's aim
to open up its financial markets to the rest
of the world. This has included securities
markets, government bonds, mutual funds,
Exchange Traded Funds (ETF), currency and
forex transactions.

Stock Connect between Hong Kong (HK)
and Shenzhen (SHZN) will launch on 5th
December 2016. This follows the modest
success of the Hong Kong - Shanghai
(SHGH) version of Stock Connect, launched
in November 2014. The addition of the HK-
SHZN link in effect doubles accessibility for
Mainland China investors seeking to buy
Hong Kong listed stocks also.

Changing Quotas for Stock Connect

Mainland China “A"” Shares

Previously, the only way to buy Mainland
China "A" Shares directly was through the

so called "QFIl or RQFIl guota” programme
(Qualifying Foreign Institutional Investor

or RMB Qualifying Foreign Institutional
Investor). An alternative was via some Hong
Kong routes, including “H" Shares listed in
Hong Kong, these being the same companies
as in China, but with a separate listing, with
prices that often traded at discounts to the
Mainland share price. Another route has been
via a variety of ETFs listed in Hong Kong. The
original funds tracked the Shanghai FTSE
A50 Index, as a benchmark, subsequent ETFs
used the CSI300 Index, which covered a wider
spread of stocks. But three years ago, China
began to allow a number of new ETFs to be
set up under their QFIl and later their RQFII
programmes, which offered direct investment
into “A" shares, in portfolios benchmarked
against the major China indices.

The advent of more direct access via Stock
Connect, however, has enabled fund managers
(especially) who might wish to be more
selective of stocks, to choose those equities
they believe might have a better fit to their
portfolios, and exclude those that don't, by not
using ETFs or “packaged” products.

Northbound HK to SHGH

RMB13 billion

Removed from August 2016

(US$1.9 billion)

Southbound SHGH to HK

RMB10.5 billion

Removed from August 2016

(US$1.55 billion)

Northbound HK to SHZN

RMB13 billion

No limit

(USS$1.9 billion)

Southbound SHZN to HK
billion)

RMB10.5 billion (US$1.55

No limit
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Eligible Indices for Stock Connect

SSE 180 Index
SSE 380 Index
All dual listed A and H shares

Shanghai

Shenzhen SZSE Component Index

SZSE Small/Mid Cap
Innovation Index

All dual listed
A and H shares

ChiNext

Hong Kong Hang Seng Composite Large/

Mid Cap Index

Hang Seng Composite
SmallCap Index

Why is Shenzhen exciting?

China offers all the possible varieties any stock market
investor could possibly require from which to choose. In
Shanghai, many of the stocks are those of former State
Owned Enterprises (SOE), or the major banks and other
firms. Many can be among the largest companies in China,
however, due to the nature of the local investor market,
which is still 80%+ dominated by retail investors leading
to high turnover and sometimes extreme volatility, global
investors have generally stayed away from committing
money to the market directly.

Shenzhen, on the other hand, has become much better
known for the range and depth of the mid and smaller
capitalized companies listed on its exchange. It is
sometimes referred to as “the NASDAQ of China.” Most

of these are companies that are owner-managed, they
have been more involved in fast growth businesses, such
as technology or leisure, services or manufacturing and
other modern industries. Not being former SOEs has often
allowed them to be better run with greater efficiency,
leading to a more attractive investment proposition.

Hong Kong
380 Hong Kong
Hong Kong
270 Hong Kong
410 Hong Kong
Hong Kong
200 Hong Kong Professional/
institutional investors only
318 Shanghai
Shenzhen
99 Shenzhen

Also, Shenzhen's proximity to Hong Kong has allowed
considerable interchange of highly entrepreneurial
business leaders to take advantage of China's lower costs
and Hong Kong's global reach.

It has helped them as well that the major index providers
such as MSCI and FTSE have been slow to include China “A”
Shares in the most popular global and emerging markets
indices they offer. Although FTSE has now done so in some
selected indices, MSCI on the other hand has avoided
inclusion of China stocks in its indices citing the poor access,
liquidity, currency transferability and some other factors.
Many observers believe this will change in 2017. If it does, it
can be expected that many institutional investors, especially
those in the United States, will seek to rebalance their
portfolios to include China, to ensure they continue to invest
in line with their chosen benchmark or reference index.

The size and scale of China’'s markets, when included in
the major indices, will compel fund managers to track
China stocks, and if they are to invest assets benchmarked
against the leading indices, use of both Shanghai and
Shenzhen stocks will become essential.

The advent of more direct access via Stock Connect, however, has enabled fund

managers (especially) who might wish to be more selective of stocks, to choose

those equities they believe might have a better fit to their portfolios, and exclude
those that don't, by not using ETFs or “packaged” products.
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RMB61 Trillion (USS 9.4 Trillion) Market Value Geographical Distribution by Sector
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Source: Bloomberg, Wind and Citi Research, as of April 14, 2016.

Getting ready to invest directly into “A" Shares in China

Shenzhen Provides Access to China's New Economy

Nearly three-quarters of Shenzhen-listed companies
are in the “new economy” sectors including IT, health
care and service

45% of the IT companies are listed in
Shenzhen exchange

50% of retailing/service companies are listed in
Shenzhen exchange

55% of health care companies are listed in
Shenzhen exchange
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Of primary importance to major fund managers when

is therefore top of mind for many in the global fund
management business. It has become increasingly
important as those involved have realized that trading in
Mainland China listed stocks is less straightforward than
in say Hong Kong stocks, by comparison, but still quite
acceptable. Many fund managers are now acting to get
set up ahead of the potential inclusion in major indices,
and often as a result of their clients' request for use of
China stocks.

dealing in securities is to ensure maximum efficiency of
the transaction together with minimal risk. For this reason,
the major global custodian firms such as State Street, JP
Morgan, Citi, BNY Mellon, etc., have built highly efficient
systems to interface with fund managers’ own systems
that reduce the extent of human interference. Dealing in
China "A" Shares presents a new challenge, however, as
the Chinese securities markets operate under different
sets of guidelines and practices to those of the rest of the
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Key Terms Relating to Stock Connect

W)

Vv Delivery versus Payment
True DVP
vV Receipt versus Payment
SPSA
SPSA+
"A" Shares
"H" Shares
CCASS

)

Special Segregated Account
SPSA +Custody

world. These differences can involve both the timeframe
and settlement of individual trades, the beneficial
ownership and title of securities bought.

For example, Stock Connect only operates when both

the Hong Kong and Mainland China markets are open

for trading, and when banks in both markets are open

for settlement. There can be occasions when a normal
trading day for China “A" shares occurs but Stock Connect
transactions can't be carried out as it may be a public
holiday in Hong Kong, and vice versa.

China prohibits the over-selling of “A" shares, therefore
brokers are required to do pre-trade checking before
placing trade orders. For all Stock Connect sell orders,
SEHK imposes pre-trade checking against the broker's
account maintained at the CCASS (CSD) to ensure the
broker has sufficient shares to settle the sell trade. Thus, if
an investor seeks to sell some or all of the China “A"” shares
it holds through Stock Connect, it is required to transfer
them to the account of its broker before 19:30 pm of the
prior day (T-1). Failure to meet this deadline means it will
not be allowed to sell those shares on the desired trading
day. Because of this requirement, a Stock Connect investor
may not be able to dispose of its holdings of China “A"
shares in a timely manner, with the consequent possible
change in the price of the stock.

Simultaneous transfer of securities and cash, guaranteed

Shares of Mainland China companies listed in Shanghai and Shenzhen
Shares of Mainland China companies listed in Hong Kong
Central Clearing and Settlement System (operated by SEHK)

However, if the Stock Connect investor maintains its
China “A" shares with a custodian which is a custodian
participant or general clearing participant of the Central
Clearing and Settlement System (CCASS) of Hong Kong,
the Stock Connect investor can request the custodian to
open a Special Segregated Account (“SPSA") in CCASS
to maintain its holdings in China “A" shares under an
enhanced pre-trade checking model, and can designate up
to 20 brokers to effect the sell trade of the securities in
that SPSA account. Each SPSA is assigned a unique ID by
CCASS to facilitate the pre-trade checking requirement.

Provided there are sufficient holdings maintained in the
SPSA when a broker inputs the Stock Connect “A"” shares
sell order with the investor ID, SEHK will perform pre-trade
checking against the investor ID to ensure the broker

is one of the designated SPSA brokers, and there are
sufficient shares in the SPSA account. Thus an investor can
avoid pre-delivery of shares to the broker and only needs
to transfer “A"” shares from its SPSA account to its broker
or the general clearing participant after execution.

For fund managers of Undertakings for Collective
Investment in Transferable Securities (UCITS) products in
Europe, from January 2018 they will be required to also
ensure their Stock Connect transactions are fully compliant
with the “Best Practises"” requirements of Markets in
Financial Instruments Directive (MiFID) II, Article 27.




Markets and Securities Services

China 25.9%
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Current Status

* Inclusion of overseas listed o
Chinese companies such as Baidu
and Alibaba in November 2015
Semi-Annual Index Review

overall quota

Source: MSCI, Citi Research. Data as of March 30, 2016

20verseas listed Chinese companies were included in November 2015.

China 27.3%
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Potential Initial Step:

Partial Inclusion (5%')

e Further relaxation on capital
mobility and other market
accessibility constraints

The Potential Impact of China “A"” Shares inclusion in the MSCI Emerging Markets Index
China 39.9%

3.6%

5.3%
18.2%

14.9%

Sens

EEE Taiwan
s Others

BN |ndia
HEEE China A-shares

Potential Full Inclusion (100%')

HEEm South Africa

Further improvements in quota e Abolishment of the
allocation mechanism and size of

guota system

e Full liberalization of capital
mobility restrictions

e Alignment of International
accessibility standards

"The percentage number refers to the Inclusion Factor applied to the free float-adjusted market capitalization of China A-share constituents in the pro forma
MSCI China Index. China A-share securities are subject to a foreign ownership limit of 30%.

This may necessitate being able to demonstrate that the
trade is carried out at a competitive price, together with
having the ability to make a selection from a range of
securities brokers when the trade is placed. A key factor

is to ensure risks (such as non-receipt of shares, or cash
proceeds in the account) are eliminated when carrying out
the trade, and that the assets are properly segregated and
held correctly in safe-keeping. Providers are being sought
that can eliminate risk and maintain control throughout the
transaction process under Delivery verses Payment (DVP)
standards. (DVP is a security settlement mechanism that
links to a security transfer and a fund transfer in such a way
as to ensure that delivery occurs only if the corresponding
payment occurs, to avoid counterparty risk.)

Clearly, depending on the type of fund, whether it is

a UCITS or AIF (Alternative Investment Fund) product
located in Europe or United States Investment Company
Act of 1940 (‘40 Act) mutual fund, a number of fairly
similar plans need to be developed to participate in the
Mainland China “A" share market.

The recent joint announcement from the CSRC and

SFC highlighted that “Investors should be aware of the
differences between the laws, regulations, rules and market
practices in Mainland China and Hong Kong and should take
appropriate action to ensure compliance and to manage
their risks when investing under Shenzhen-Hong Kong

Stock Connect.” The Mainland China "“A" share market has

a number of unique features, such as pre-trade checking
requirements, prefunding, T+0 settlement for shares and T+l
settlement for cash and no DVP settlement. DVP settlement
is actually not necessary in Mainland China because
everything is prefunded. As a result, there is no counterparty
risk with the broker since all the shares are held in the
investor's account maintained at the China Securities
Depository and Clearing Corporation (ChinaClear) directly. In
another unique feature to this market, ChinaClear also acts
as the central counterparty between the buyer and the seller
(the end investors) meaning there are no failed trades. In
other words, the broker does not handle any of the investor’s
cash or securities and if a broker were to become insolvent,
the investor can quickly use another broker.
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In Hong Kong and other developed markets
such as US, UK and Singapore, the broker plays
an important intermediary role which includes
handling the client’s cash and securities during
the clearing and settlement process. Failed
trades are possible as there is no prefunding
requirement or pre-delivery requirement,

thus DVP settlement is important to avoid
counterparty risk with the broker.

Currently most UCITs funds are using the
Integrated Model to trade Stock Connect
A-shares since the Integrated Model provides
DVP settlement. Although this is a good initial
solution to avoid the pre-delivery of shares to
broker, it also has a significant limitation because
it restricts the investor to use only one broker.
Given the size and volatility of the China A-share
market, it is important that investors have a
failsafe and are able to access backup brokers in
the event their main broker becomes insolvent or
has a system issue preventing trades.

Citi's Stock Connect Solutions

Citi has developed solutions such as Integrated
Custody (Model C) and Integrated SPSA (SPSA+)
to enable clients to access the China “A" share
markets through Stock Connect and transact
under DVP, to access multiple brokers and
provide maximum flexibility. The Mainland

China "A" share market has a number of unigue
features, such as pre-trade requirements,

T+0 settlement for shares and T+l settlement
for cash, no DVP settlement, etc., which are
incompatible with UCITS requirements. Citi has
been a market leader allowing requlated funds
to better comply with UCITS and lower the
contingency risk by enabling the fund to transact
under true DVP with multiple brokers and
maintain full control over the shares at all times.

A simple Checklist of specific items will allow
the administration and operations teams to
identify what they need to prepare, and proceed
accordingly. This could potentially involve
establishing new counterparty relationships, as
not all major custodians are set up to handle
China "A" shares.

Fund Manager Checklist to Prepare to Use Stock Connect

Business Issues

Has your internal Investment Committee reviewed and
approved use of “A" Shares?

Has the market analyst done sufficient research?
Does the fund manager prefer “A" or “H" shares?
Does the fund manager prefer Shanghai or Shenzhen?

Are the stocks being selected included on one of the
approved indices in Shanghai or Shenzhen?

Can your securities broker and trader handle portfolio
rebalancing efficiently?

Operational Issues

Does the usual fund custodian provide direct custody
of A" shares?

Does the usual fund custodian need to set up sub-
custody arrangements?

Do the usual securities brokers have the ability to
provide trade execution for Shanghai and Shenzhen
shares via Stock Connect?

Do you need to establish RMB banking?

Do you need “funding” for portfolio rebalancing?

Has your internal Risk Committee reviewed and
approved use of “A" Shares?

Can the fund ensure DVP settlement and irrevocable
credit of cash proceeds for the sell order on T+0, to
avoid counterparty risk with the broker?

Could the fund have the ability to trade with an
alternative broker for both buy and sell trades as
contingency to avoid market price risk?

Do you have a good understanding of all the key risks
and risk disclosure requirements?

Legal Issues

Do the constitutive documents allow use of
“A" Shares?

Do you need to gain any regulatory approval to
use “A" shares or make changes to the constitutive
documents?

Have you verified beneficial ownership issues?

Will your trading need to be MiFID Il compliant?



How Can Citi Help?

Citi is committed to China business, and offers a full end-to-end solution to enable investing and trading in China “A" shares.
Citi Markets can provide “best-in-class" research on individual securities listed in both Shanghai and Shenzhen.

Citi Markets and Securities Services provide trade execution, post trade and custody services.

Citiis a "Top 3 Provider” of Stock Connect transaction services according to the Hong Kong Stock Exchange.

Citibank provides foreign exchange and banking services.

Further information please contact:

Cindy Chen, Hong Kong Head for Securities Services Benoit Dethier, European Head of Asian Flows Robert Simon, Americas Platform Sales
T: +852 2868 7936 | M: +852 6483 8362 T: +34-91-538 4001 | M: +34-608 589023 T: +1212-723-7571 | M: +1 646-867-4790
cindy.t.chen@citi.com benoit.dethier@citi.com robert.s.simon@citi.com
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Stock Connect Handbook

Market Commentary Disclaimer

In any instance where distribution of this communication is subject to the rules of the US Commodity Futures Trading Commission (*CFTC"), this communication
constitutes an invitation to consider entering into a derivatives transaction under U.S. CFTC Regulations §§ 1.71and 23.605, where applicable, but is not a binding
offer to buy/sell any financial instrument.

This communication is prepared by a member of the Sales and Trading Department of Citi which distributes this communication by or through its locally authorised
affiliates (collectively, “Citi"). Sales and Trading Department personnel are not research analysts, and the information in this communication (“Communication”) is not
intended to constitute “research” as that term is defined by applicable regulations. Unless otherwise indicated, any reference to a research report or research recommen-
dation is not intended to represent the whole report and is not in itself considered a recommendation or research report. All views, opinions and estimates expressed in
this Communication (i) may change without notice and (ii) may differ from those views, opinions and estimates held or expressed by Citi or other Citi personnel.

This Communication is provided for information and discussion purposes only. Unless otherwise indicated, (i) it does not constitute an offer or recommendation

to purchase or sell any financial instruments or other products, (ii) it does not constitute a solicitation if it is not subject to the rules of the CFTC (but see discus-
sion above regarding communication subject to CFTC rules) and (iii) it is not intended as an official confirmation of any transaction. Unless otherwise expressly
indicated, this Communication does not take into account the investment objectives or financial situation of any particular person. Recipients of this Communica-
tion should obtain advice based on their own individual circumstances from their own tax, financial, legal and other advisors before making an investment decision,
and only make such decisions on the basis of the investor's own objectives, experience and resources. The information contained in this Communication is based
on generally available information and, although obtained from sources believed by Citi to be reliable, its accuracy and completeness cannot be assured, and such
information may be incomplete or condensed.

Citi often acts as anissuer of financial instruments and other products, acts as a market maker and trades as principal in many different financial instruments and
other products, and can be expected to perform or seek to perform investment banking and other services for the issuer of such financial instruments or other
products. The author of this Communication may have discussed the information contained therein with others within or outside Citi and the author and/or such
other Citi personnel may have already acted on the basis of this information (including by trading for Citi's proprietary accounts or communicating the information
contained herein to other customers of Citi). Citi, Citi's personnel (including those with whom the author may have consulted in the preparation of this Communi-
cation), and other customers of Citi may be long or short the financial instruments or other products referred to in this Communication, may have acquired such
positions at prices and market conditions that are no longer available, and may have interests different from or adverse to your interests.

Investments in financial instruments or other products carry significant risk, including the possible loss of the principal amount invested. Financial instruments or other
products denominated in a foreign currency are subject to exchange rate fluctuations, which may have an adverse effect on the price or value of an investment in such
products. No liability is accepted by Citi for any loss (whether direct, indirect or consequential) that may arise from any use of the information contained in or derived from
this Communication. Past performance is not a guarantee or indication of future results. Any prices provided in this Communication (other than those that are identified
as being historical) are indicative only and do not represent firm quotes as to either price or size. You should contact your local representative directly if you are inter-
ested in buying or selling any financial instrument or other product or pursuing any trading strategy that may be mentioned in this Communication.

Although Citibank, N.A. (together with its subsidiaries and branches worldwide, “Citibank") is an affiliate of Citi, you should be aware that none of the financial
instruments or other products mentioned in this Communication (unless expressly stated otherwise) are (i) insured by the Federal Deposit Insurance Corporation
or any other governmental authority, or (ii) deposits or other obligations of, or guaranteed by, Citibank or any other insured depository institution.

IRS Circular 230 Disclosure: Citi and its employees are not in the business of providing, and do not provide, tax or legal advice to any taxpayer outside of Citi. Any
statements in this Communication to tax matters were not intended or written to be used, and cannot be used or relied upon, by any taxpayer for the purpose of
avoiding tax penalties. Any such taxpayer should seek advice based on the taxpayer’s particular circumstances from an independent tax advisor.

Citi specifically prohibits the redistribution of this Communication in whole or in part without the written permission of Citi and Citi accepts no liability whatsoever
for the actions of third parties in this respect.

Statements and opinions expressed are those of the author. This communication is intended for reference only and is neither an offer to sell nor the solicitation of
an offer to enter into a transaction with Citi. Nothing contained herein constitutes Citi's opinion. Although the information contained herein is believed to be reli-
able, Citi makes no representation as to the accuracy or completeness of any information contained herein or provided otherwise. The ultimate decision to proceed
with any related transaction rests solely with you. Citi is not acting as your advisor or agent.

This Industry Insight and its contents are proprietary information and assets of Citi and may not be reproduced or otherwise disseminated in whole or in part
without our written consent.
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