





Hong Kong Investment Funds Association..............

MPF Structure and Investment - An Overview ..........

Frequently Asked Questions

I am 30 years old. I have been buying stocks for a few years. However,
I suffered heavy losses during the Asian financial crisis. Should I

refrain from investing in stocks for MPF purposes? ...........c.oevueeueennenn..

Up till now, I have never made any investments and I put all my savings in the
bank. I am not interested in any type of investments. Under MPF, can I just put

all my contributions into my bank as a long-term fixed deposit? .................

The name of “Capital Preservation Product” seems to indicate that it can protect
my capital from investment losses. As I do not want to suffer any losses for my

If CPP does not offer guarantees, does it mean I should go for “Guaranteed Funds”

if I don’t want to suffer any losses? ... .....ovueieiieeiieiniineeneennennennns
Why is inflation risk so formidable? .............cooiiiiiiiiiiiiiiiiiiiiiin

Can I beat inflation by putting money in deposits or in government papers? .......

It’s all very well for you to say that we should try to achieve real growth. But my
concern is that if my fund manager is too aggressive and uses a lot of derivatives
and margin trading... or if he does a very poor job and loses most or all of my

money, I would be left withnothing. ................coociiiiiiiiiiiiiin..

Apart from losing capital, are there other types of risks under

MPF that T have tobe aware 0f? .. ....c.vveteeennnnneeeeeeennnnnneeeeennnnns

What do investment managers do with my MPF contributions and

how do they InVest? ..........uiueiiniitineineeneenneenteneenneaneennnnns

It is often said that if I can take more risks, I can have higher returns.
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Does it make a lot of difference if I earn 1% more orless? ..........ccovvvvuunnn.
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When I get back my MPF savings at 65, the stock market plunges 30%.
Does that mean my MPF would also drop by 30%? .........ccoovieiieineennennen. 18

If I invest in an equity fund, and the fund plunges substantially

It is said that in selecting a fund, one can use the fund’s past performance data as
reference. Are the data reliable? How should I interpret thedata? ................ 20

If I can’t rely solely on past performance, what factors should I consider

whenIchooseafund? ..........oouiiuiiniiiiiniiiiiiiiiiiniinennennennns 22
As an employee, what are the fees and charges thatT havetopay? ................. 26
How is the price of my unit arrived at and how can I monitor my investment? ...... 27
How and when would I know how many units [ am entitled to? . .................. 29
How can I know whether the fund(s) that I invest in are making profits or losses? ... 30

Some people say that MPF is a long-term investment. Does this mean that
I should stick to the same fund that I chose from day one until retirement? . ........ 31

Many MPF companies provide a number of free switches per year.

If I think that the performance of the MPF company chosen by
my employer is very poor, can I join another provider? ..................oooue.. 33

Is MPF the same as authorised funds available in the market

Is my employer responsible for teaching me how to invest for MPF purposes? ...... 34

If I think that the return of MPF investment is very attractive and would

like to contribute more than 10% (i.e. the mandatory percentage—5% from employer;

5% from employee), can I do so? Will the excess have the same protection as the
mMandatory POrtioN? .. ......eueeuutnne it ineenuenueaneenteneeiaeinenneeness 35

I am now 30 years old with a monthly income of $10,000. How much will I get
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The Hong Kong Investment Funds Association (“HKIFA”) is a non-profit-
making professional body that represents the investment management
industry in Hong Kong.

Our roles
Established in 1986, we have two major roles, namely:

*  Promotion/education: to promote Hong Kong managed investment
products; and to educate the public about how to make use of funds
for financial planning purposes; and

o Consultation: to act as the representative and consulting body in all
dealings with the government and the regulation of unit trusts, mutual
funds, retirement funds and other funds of a similar nature.

Our membership

We have about 50 fund management companies as full/overseas members.
They manage about 70-80% of SFC authorized funds, involving total assets
of about US$220 billion. They also manage about US$15 billion of Hong
Kong retirement assets.

In addition, we have about 50 associates, which include trustees, lawyers,
accountants and other professionals involved in the fund industry.

* Data were as at the end August 2000.

Our MPF initiatives

From year 2001 onwards, we would regularly provide MPF
performance data as well as other industry data through the HKIFA
website (www.hkifa.org.hk) as well as the media. In addition, we
would undertake educational initiatives to facilitate employees to
make informed investment decisions for MPF.
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Full/Overseas Members

Aberdeen International Fund Managers Limited
ABN AMRO Asset Management (Asia) Limited
Access Investment Management (H.K.) Limited
AIG Asset Management Company (Asia) Limited
AXA Investment Managers Hong Kong Limited
Barclays International Funds Asia

Baring Asset Management

BNP Paribas Asset Management Asia Limited
BOCI-Prudential Asset Management Limited
Citibank Global Asset Management (Asia) Limited
CMG First State Investments (Hong Kong) Limited
Core Pacific Asset Management (HK) Limited
Daiwa SB Investments (HK) Limited

Dao Heng Fund Management Limited

Dresdner RCM Global Investors Asia Limited

E D & F Man Investment Products (HK) Limited
Fidelity Investments Management (HK) Limited
Friends Ivory & Sime Asia Limited

Global Asset Management (HK) Limited

Hang Seng Investment Management Limited
Haussmann International Asia Limited

HSBC Investment Funds (Hong Kong) Limited
Income Partners (Asia) Limited

Indocam Hong Kong Limited

INVESCO Asia Limited

JF Funds Limited

Lloyd George Management (Hong Kong) Limited

Lloyds TSB Pacific Limited



Mansion House Investment Management Services Limited
Manulife Funds Direct (Hong Kong) Limited

Merrill Lynch Mercury Asset Management Asia Limited
New Alliance Asset Management (Asia) Limited

Newton Distributors Asia Limited

Nomura Asset Management Hong Kong Limited
Panurgy Limited

Polaris Unit Trust Managers Limited

Schroder Investment Management (Hong Kong) Limited
Scudder Investments Asia Limited

SHK Fund Management Limited

Standard Chartered Investment Services

TAL CEF Global Asset Management Limited

Templeton Franklin Investment Services (Asia) Limited
UBS AG

Value Partners Limited

Worldsec Asset Management Limited

Associates

Alpha Global Asset Management Limited

AMS Trustees (H.K.) Limited

Arthur Andersen & Co.

Baker & McKenzie

Barclays Global Investors North Asia Limited

Bermuda Trust (Far East) Limited

Butterfield Trust (Hong Kong) Limited

Central Registration Hong Kong Limited

Chubb Group of Insurance Companies/Federal Insurance Company -
Hong Kong

Citibank N. A.

Clifford Chance

Commerzbank Asset Management Asia Limited



Cypress International Investment Advisors Limited
Deacons Graham & James

Deloitte Touche Tohmatsu

Deutsche Bank AG, Hong Kong Branch

Ernst & Young

Fiduciary Trust International Asia Limited

Galaxia Investment Limited

Herbert Smith

Hong Kong Bank Trustee Limited

ING Investment Management (Asia Pacific) Limited
Johnson Stokes & Master

Korea Investment Management Asia Limited
KPMG

Linklaters & Alliance

Lipper Asia Limited

Long Investment Management Limited

Marsh (Hong Kong) Limited

MeesPierson Fund Services (Asia) Limited

Nikko Global Asset Management (Hong Kong) Limited
Pacific World Asset Management Limited

Pegasus Fund Managers Limited

Phillip Securities (HK) Limited
PricewaterhouseCoopers

Slaughter and May

Special Assets Limited

Standard & Poor’s Fund Services Asia Limited
State Street Global Advisors

State Street Trust (HK) Limited

Stephenson Harwood & Lo

The Northern Trust Company of Hong Kong Limited
Towry Law (Asia) Hong Kong Limited

VL Neuberg & Co.

William M Mercer Limited



MPF Structure and Investment —
An Overview






Employer/

/ Employees

Promoter and /

intermediary

/

Administrator,
custodian and
other service
providers

Notes:

(1) The MPFSO requires that every registered MPF scheme shall be
administered, managed and maintained by an approved trustee. The

@

trustee is responsible for appointing and monitoring the performance

N

\ HKMA, OCI
@

Investment |
Manager

of all service providers of a scheme.

The Mandatory Provident Fund Schemes Authority (“MPFA”) is the lead
regulator of the MPF System. In addition, the Securities and Futures
Commission (“SFC”), the Office of the Commissioner of Insurance
(“OCI”) and the Hong Kong Monetary Authority (‘HKMA”) also have a

role to play in the system.

SFC
@



Member choice means that employees (who are members of an MPF scheme)
can have the right to choose MPF constituent funds. However, member choice
is limited to the choice offered by the master trust(s) chosen by the em-

ployer.

Employees choose constituent fund(s). A constituent fund invests in one or
more approved pooled investment funds (“apif”) or invests directly. An apif
can be a unit trust or an insurance policy.

An example:

ABC MPF Master Trust

Constituent Fund A:
Capital Preservation
Product

Constituent Fund B

Constituent Fund C

Constituent Fund D

1

Direct investment
in shares and/or
bonds, etc

apif

apif apif

Employer selects the master trust

For
members
to choose



Frequently Asked Questions






First of all, under MPF, you won't invest directly in individual stocks or
bonds. You will invest in constituent funds (“funds”).

There are different types of funds and they will, according to their pre-
set investment objectives and policies, invest in a
basket of stocks, bonds, and/or money market
instruments. As to the key features of the various
fund types, please refer to table 1. These funds
provide you with professional management,

diversification, choice, and convenience.

While you may have suffered heavy losses during the crisis, it does not
necessarily mean that you should shy away from funds that invest in
stocks. Why?

In discussing MPF investment, you should always bear in mind the
following:

e the objective of MPF investment is to achieve long-term
returns which can outperform salary inflation; and

e generally, you would not get your accrued benefits (“your
MPF”) until you reach the retirement age of 65.

The importance of this is that with such a long
investment time frame, you can probably be as
growth-oriented as your time frame allows. You
don’t have to be too concerned about short-term

o
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volatilities because you are well-positioned to weather the ups and
downs. Short-term movements in an investment would be of great
relevance if you can only invest for a short period, say below 12 months.
However, if you can invest your money for a period of 5, 10, years or
more - in your case, 35 years, short-term ups and downs should not be
a major concern to you as long as the overall trend is positive.

Chart 1 shows the returns you would have get if you put your money in bank
deposits, bonds, and stocks in the past 15 years. You can see from the chart
that more volatile investment such as stocks produced the highest returns
despite the short-term ups and downs, whereas a seemingly stable investment

such as deposits produced a much lower return over the longer term.

Return (%)

Chart 1: Cumulative Returns, 15 years to Dec 31 1999

Hang Seng Index
L]

SCI World Equity Index
S$SB World Government Bond Index
Hong Kong 3-month Deposit (SCMP)
= Price Inflation - CPI (C)

84 85 86 87 88 89 90 91 92 93 94 9 9% 97 98 9
Year Source: Watson Wyatt

But of course, apart from the time frame, you should consider other factors,

such as your target retirement income, sources of retirement income, risk

and return expectations, and financial conditions. And you should consult
your MPF company, too. We will discuss these factors in detail later on.
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ch as “Capital Preservation Products”, and
est in bank deposits, as well as bond and

of risk/return characteristics, they would
Please see table 2 on page 7.



All MPF schemes must offer a Capital Preservation Product (“CPP”) as one of
the investment options.

CPP does not offer guarantees. It does not mean that if you put HK$1,000 in
a CPP, you will get back HK$1,000. What it provides is that if the net return
does not exceed savings account interest rate and the Compensation Fund
Levy, the MPF company cannot charge administration fees.

The key objective of CPP is to provide a return that is similar to the bank’s

saving rates. As such, it tends to adopt a conservative approach, such as

focusing on investing in short-term HK dollar
deposits and bonds.

) Compared with stocks, deposits and bonds

probably will provide more stable returns.
But at the same time, it is more likely that the
benefits may be eroded by inflation, resulting
in inadequate benefits at retirement and defeating the key objective of MPF.

“Guaranteed Funds” usually provide one of the following:

e soft- provide a guarantee over a particular period, e.g. career life, where
a minimum return for that period is guaranteed;

5



e hard- provide a guaranteed return on a year-
on-year basis.

Under MPF, funds offering soft guarantees are
more common.

Usually, guarantees will only be provided when members meet certain
qualifying conditions imposed by the guarantor, e.g. has to stay with a scheme
for a number of years. If you withdraw eatlier, it is likely that you will not be
able to enjoy the guarantee.

Guaranteed funds can also result in a dilution of performance.
How would this happen?

There is no free lunch and to enjoy the guarantee, you have to pay something
for it. To provide the guarantee, a MPF company:

*  needs to set aside some money for rainy days. A fee, called the guarantee
fee, will be charged for this. What this means is that less of the actual
return is passed to members than from non-guaranteed products; and

e would primarily invest in short-term money market or bonds to ensure
that the guarantee return is met. These instruments tend to provide a
relatively lower rate of return, possibly below salary inflation in the
long run.

As explained in Table 2, there is another type of fund, called money market
funds, which is to a certain extent, quite similar to CPP and guaranteed funds
in that they are all conservative types of investments. Their objectives are
also quite similar, i.e. to produce returns that are similar to bank’s savings
rates. But money market funds do not charge a guaranteed fee and do not
have as many restrictions as CPP.
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No matter whether you invest in CPP, guaranteed funds or money market
funds, you should bear in mind that while they can offer greater safety of
capital than stock or bond funds, it is likely that their long run returns would
be below inflation.

Inflation risk is probably one of the most, if not the most important risks, that
you have to face in managing your retirement investment.

If one looks at the inflation figures in Hong Kong in the past 17 years, one
would note that the average annual inflation was at about ' =

7%. What this means is that even at an inflation rate of 7%, =
you would need an income of over HK$77,000 in 20 years’

time to have the same purchasing power that HK$20,000 has
today.

To keep up with the rise in prices, you have to find a way that can enable
your income to grow at the same, if not a faster, rate. If not, your purchasing
power and living standards will drop.

This is particularly important because life expectancy continues to increase —
in Hong Kong for male, it is about 78 years old and for female, about 82.
Thus, if you retire at 60, you have over 20 years to prepare for. You can’t rely
too much on social security because the allowance is meager — you can
only get a few hundred dollars per month.

Thus, with a longer post-retirement duration, you have to save more at your
working life, not only because you have to prepare for your retirement, but
because the future will cost more.

\

)



It is quite unlikely becau
papers, especially those
US) are often below inflatic

The key solution is to invest

higher chance of producing re c
inflation, such as stocks. This o @ -g
shown by the returns of the glo L
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(16%)*, or the Hong Kong stock m () S
inflation in Hong Kong (7%)* in th
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But of course, higher risks usually go
invest, you have to be clear about your

(7 It’s all very well for you to say tl
(7~ real growth. But my concern i

fund manager is too aggressive and uses
rivatives and margin trading... or if he doe
bad job and loses most or all of my money,

be left with nothing.
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The concern that you have relate to the risk of losing
or all of your investment.

Members can incur investment losses, but the traditional app

fund investing and the check and balances under MPF can
help minimize the losses to which scheme members would b
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etirement funds has traditionally been less
, or equity funds. Please see table 3.

long Kong Retirement Fund vs. Hong
et

HK Retirement Fund Hang Seng Index

1999 30.7% 68.8%
1998 8.0% -0.3%
1997 -7.3% -20.3%
1996 16.0% 33.5%
1995 15.4% 23.0%
1994 -13.3% -31.1%
1993 53.5% 115.7%
1992 5.1% 28.3%
1991 16.2% 42.1%
1990 -3.4% 0.0%
1989 17.9% 5.6%

11.6% 16.7%
5.3% -10.3%

Source: Watson Wyatt
ent funds tend to adopt a very prudent ap-
e a reasonable rate of return which is above
evel of volatility. Also, their diversified and
reduce the volatility of the funds.

0 very stringent investment guidelines and

not more than HK$100
s issued by a particular




e generally, a scheme cannot borrow to invest
e derivatives can only be used in very limited circumstances.

In terms of monitoring, apart from the MPFA and the SFC, there is the trustee,
which will monitor the operation of fund
managers on a day-to-day basis to ensure that
they invest according to the laws and
regulations, as well as the fund’s trust deed.
The trustees are accountable to scheme
members, i.e. employees, but not the fund

Scheme members managers. They have a duty to ensure that
the assets are properly invested. The trustee has to exercise its powers of
investment for the best interest of the beneficiaries of the scheme.

Thus, there are safeguards and mechanism in place to ensure that the
investment management activities are carried out propetly.

Most investments carry risks. They can generally be categorised as follows
and you should consider each of them before investing:

e Earn less than inflation or “purchasing power risk”

e Earn less than you expect or need, e.g. not have sufficient money to
lead your desired lifestyle after retirement

e Lose some or all of your original investment

e Earn less than you could have if you have put it in other investments

o



e Value of your investment moves up and
down over the short term

e Have to sell the investment when it is
not performing well

Table 4 shows the risks commonly associated with different types of
investments.

Table 4 - Relationship between investments and risks - based on his-

torical evidence
Assumptions: all instruments are invested over a long term.
Type of risks Bank deposits Bonds Stocks
Earning less than Possible in Possible in Unlikely
inflation, i.e. risk of the long term the long term in the long term

losing “Buying Power”

Investment return less Unlikely Possible Possible
than you expect

Losing some or all of Very unlikely (but can Possible - if not held Possible

your inital investment happen if a bank goes to maturity (e.g. share price drops)
bankrupt) (e.g. bond price drops)

Earning less than you Possible Possible Unlikely - depending on

could have with other the nature of individual

investments over a long stocks

period

Value of your investment Unlikey Possible Very likely (Greater

moves up and down over movement than in bonds)

the short term - known

as volatility

Losing some of your Unlikely Likely Very likely

capital if you have to sell

the investment when it is
not performing well




Employer & Employees’
Contributions

Investment managers are entrusted with the
task of developing investment strategies
and making investment decisions in accor-

dance with the investment objectives stated
in the MPF’s offering document.

Returns Investment
Managers
Investment managers adopt a long-term @

Investment

investment approach and invest the pool
of assets in a wide range of securities. The objective is to diversify invest-
ment risks and to achieve the best returns for scheme members.

Diversification is effective at two levels: namely to provide an attractive return
and to minimise individual security’s impact on a fund’s overall portfolio.

Diversification is achieved in a number of ways:

* By the number of securities held: A fund typically invests in a few
dozens to over a hundred securities. Under MPF, there are detailed rules
to ensure sufficient spread of investments. For example, if a fund has
HK$1,000, it cannot hold more than $100, i.e. 10% in securities issued by
a company.

* Among different types of securities: Mainly applicable for balanced
funds. They may invest in stocks, bonds, and money market instruments
to ensure extensive diversification.

* Across industries or markets: Often adopted by equity funds, by
investing in different industries or markets’ securities. Bond funds may
also use this strategy, such as by investing in bonds issued by different

governments or orporations.



* Within maturity ranges: A strategy often employed by bond and money
market funds. They typically diversify assets in securities of different
maturities.

An investment management team typically consists of a number of invest-
ment professionals. The roles of each manager may vary. For example, for
an equity team, some may research the effect of general economic trends,
such as inflation or interest rates; while others may focus on individual in-
dustries, sectors or markets.

Usually, the fund manager will either adopt a top-down or bottom-up ap-
proach.

1. Macro (Top-down approach):
Start with the global economy and then analyse the
fundamentals of each country, industry and company.

|
1w A

1

Analyse interest rate, inflation, balance of trade and
other economic data

v A

Analyse the growth potential of different industries

v ‘A

!

Visit listed companies & discuss with the management their
corporate strategies & development plans. Visit production
facilities; and study financial statements

v A 2

2. Micro (Bottom-up approach):
Focus on researching the companies, supplemented
by macro economic factors.

A top-down approach means that the manager will study the macro eco-
nomic conditions and then goes down to micro corporate factors. The re-
verse will happen for a bottom-up approach. Some fund managers use the
former, some the latter, while others adopt a mixed approach.
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Chart 2: Risk and Return
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Chart 3: Growth of MPF Account (Multiple of Annual Salary)
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It is quite unlikely.

A key reason is that by then, it is very likely that

only a small portion of your MPF will be in stocks.

Your investment in MPF is not static - on a regular

basis, your MPF company may offer a service to

review your portfolio with you to see if the mix

(e.g. the percentage in stocks, in bonds and cash) continues to meet your
needs and suit your financial background.

In other words, you can adjust your investment mix according to the phases
of your lifecycle. As you grow older, the percentage of stocks in your portfolio
would probably be reduced gradually (e.g. when you are 30, your stock
content may be about 80%; but when you are 60, the bulk of your investment
may be in money market funds or bond funds. Stocks may only account for
about 10% of your portfolio).

Thus, even when there is a market crash when you reach 65, the impact on
your overall portfolio will be minimal as your holding in stocks is probably
very low then.

Moreover, you can choose to stay in the fund when you reach 65 - some
MPF companies will be able to offer this option to you. If you don’t need the
cash immediately, you can let the money stay in the fund to continue to
grow and cash out when the market recovers.



It is inevitable that stock markets have ups and downs. Before you invest,
especially in “growth” investment, you have to fully understand the risks
involved. You must also make sure that the risks are within your tolerance
levels.

Most MPF companies will provide facilities to
help you ascertain your risk tolerance levels. %

What happens if you switch from an equity fund
to a money fund or a lower-risk fund when there
is a market crash? It is very likely you would immediately realise losses.

In fact, if the overall trend is positive, there is no
strong reason why you should be in a hurry to
redeem because MPF investment is in terms of
decades, rather than in weeks or months. If your
objective is to achieve growth, you should stick
to it and refrain from being swayed by short-term
movements.

One point worth noting is that, as MPF contributions are made on a regular,
rather than on a lump-sum basis, you can enjoy the benefit of dollar-cost-
averaging.

How does this work?

Under MPF, most members’ contributions are made on a monthly basis. By
investing monthly rather than on a one-off basis, the risk of timing the market



wrongly or going into the stock markets when they are
over-valued are minimised. Regular contributions mean
that as the price drops, you can buy more units; and
when the price rises, you will buy fewer units. This

process helps you average out the costs of your units and
smoothes out market volatilities. Example (with $1,000):

Original price Price falls Price rises
unit price HKS$10 HKS$8 HK$12.5
units that can be 100 units 125 units 80 units
purchased

There are detailed rules governing how MPF companies can use fund per-
formance data for marketing purposes.

Before discussing how to interpret performance data, we would like to draw
your attention to the fact that as MPF funds are virtually new funds, at present,
there are generally no historical performance data.

At best, what you can do is to look at the historical per-
formance data of similar funds to have a better under-
standing of the fund manager’s experience and track
record in retirement fund management. But MPF funds

and non-MPF funds differ in many areas, including structures,
and governing regulation, etc. and thus their performances are not directly
comparable.
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In general, when you study the past performance of a fund, you can:

look at its performance over different time

frames, say one, three, five, and ten years to

understand how the fund has performed in

different market conditions. Some funds may

perform better in bull markets, while others

may do better in bear markets. The most im-

portant point is whether its performance is

consistent over the long term - a fund that comes first in one year and
then drops to the bottom in the next may not be a good pick. A fund that
has consistently been in the first or second quattile in the last ten years
may be more preferable because its investment process is well-tested.

To check how stable the fund’s returns have been, you can also look at
a fund’s year-on-year performance figures as they can tell you whether
the fund earns most of its returns in one year, or steadily over a few
years.

compare its performance with its peers, i.e. those with the same invest-
ment objectives and strategies. For example, you can compare X
global equity fund, against Y global equity fund. But it would not be
appropriate to compare it with B bond fund.

compare it against the relevant benchmarks, e.g. you may compare a
HK equity fund against the Hang Seng Index but you should not com-
pare it against a global bond index.

The last two points highlight the importance of comparing like with like and

they should be seen together. For example, if your global fund produces a

return of 15% in a year, you may be very pleased because it is 5% above the

%



al funds on average outperformed the index
rmance is actually below average.

st performance is not indicative of future per-
for reference.

n past performance, what factors should
oose a fund?

verage, comprise five to six funds, and each

—t

objective.
should choose, you should first ask yourself:

o reach 65:

adopt a more growth-oriented approach and
shorter, say less than five years, you probably
1d rely more on money market funds or those
can provide more stable returns.

what is your investment objective or what
of returns do you expect to get:
orm inflation, you probably need to consider
h as growth or balanced funds.

ment income:

an approximate level of
ment - this will determine
ribute more than 10% (5%
m employee) into the MPF.
intain the same standard of

o




living during each year of retirement, your MPF needs to amount to
about 60-80% of your final year salary, adjusted for inflation.

sources of retirement income:
e.g. if you do not have other sources of income, there is a greater need
for you to contribute more than 10%.

risk tolerance level:
e.g. if you are very edgy whenever there are
any market ups and downs, you probably
should opt for more stable products, but of
course, the tradeoff is that you may get a lower
return than if you put the money in growth
investments.

what is the nature of each fund, e.g.
o what is its investment objective and strategy
¢ what are the key risks involved, e.g.

e [nflation Risk, or the Purchasing Power Risk—
Inflation risk is related to the impacts of rising prices on invest-
ments. If an investment’s return is lower than inflation, your
money will have less purchasing power as time goes by.

o [nterest Rate Risk—
Interest rate risk is mainly relating to the sensitivity of an
investment’s price to changes in interest rates. This type of risk is
generally associated with bonds but it can apply to equities as
well. In bonds, the price carries an interest rate risk because if
bond prices rise, outstanding bonds will not remain competitive

%



unless their yields and prices are adjusted to reflect the current
market situations. There is an inverse relationship between bond
prices and bond yields: as bond yields go up, bond prices go
down, and vice versa.

Market Risk -

Both stocks and bonds involve some degree of market risk - that
is, the risk that you may lose some of your principal due to price
volatility. Stocks generally are more volatile than bonds: stock
prices can rise or fall dramatically due to changing investor de-
mand; while prices of existing bonds can fluctuate with changing
interest rates.

Credit Risk -

Credit risk involves the danger of losing all or part of your capital
because of the failure of the issuer. Credit risk varies with invest-
ment products. Bonds backed by governments with sound fi-
nancial background are in general more secure and have lower
credit risks. Long-term bonds usually have higher credit risk than
short-term bonds because of the former’s increased uncertainty
that results from holding bonds for many years.

Liquidity Risk or Marketability Risk -

This relates to the risk that you may not be able to liquidate your
investment when you need cash. Government bonds or blue
chips, for example, are relatively easier to market; while fourth
and fifth liner stocks tend to be more difficult to market.

o



o Currency risk -
The risk that the value of an overseas investment as measured in
the investors base currency is adversely affected by movements
in exchange rates.

e [nterest rate risk—
The risk that interest rates will be raised, e.g. by the Central Bank to
control inflation, adversely affecting the value of the asset portfo-
lio.

e Political risk-
Coups, wars, etc, typically result in a sell-off in financial assets.
Political risk can also result in assets being frozen, currencies be-
coming non-convertible, etc.

 what are the fees and charges

¢ is the fund volatile* (a commonly quoted number is the standard
deviation - generally speaking, the larger the num-
ber, the higher the risks)

o what is the asset size* (some studies indicate that if a
fund size is too small, e.g. say below US$5 million, it

is not economical to operate)
* who manages the fund and how has it done in the past*
o what services are available (pre and post-sales)

(* As most MPF funds are newly set up, these factors will only be re-
levant in a few years’ time)

E



Under MPF, most of the fees are borne by employees. There are basically
two types of fees/charges:

*  omngoing costs: those that are incurred for the whole investment pe-
riod, e.g. investment management fee, trustee/custodian fee, guaran-
tee fee, legal and administration fees.

You don'’t have to pay them out-of-pocket - they are accrued on a daily
basis. In other words, they are taken out from the fund’s
assets before it is divided amongst the investors. For
example, a fund has total assets of HK$100 and the ac-
crued expenses are at HK$1. The HK$1 will be taken out

from the HK$100 and the remaining HK$99 will be shared amongst

= - %

investors.

o ome-off costs: costs associated with buy-
ing and selling funds: e.g. bid/offer spread.
They are computed as a percentage of the
net asset value and will only be incurred
when there is a transaction, e.g. entry,
switching or exit.

Some MPF funds may charge a fee for the provision of services, e.g. for
providing additional statements.

The levels of fees are spelled out clearly in the offering document. When
you study the fees, you should check the current as well as the maximum
fees. If a MPF company wishes to change the fees, it has to give three months’

&

advance notice to the investors.



Also, you should consider fees
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very different impacts compar
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Most MPF funds are valued daily, thoug
weekly.

Example - A balanced fund, with daily deali

On every dealing day, the trustee will value th:
after dealing closes.

Assumptions:

(i) number of units in issue: 50,000



OWS:

Value (HK$)

100,000
200,000
100,000

5,000
405,000
(5,000)
400,000

f quotations and MPF companies will use

nd, you will sell at HK$8 (or at a slightly
f you check the fund price quotation table,
is example, you will find HKS$8 in the col-

nd, you will buy at a higher price, i..
read is 1%, then you will buy at HK8.08. In
this price from the “offer price” column.




HKS$ 8.08 i the offer price. Bid and offer is from the angle of the MPF company.
In short, you buy at the offer (higher) price and sell at the bid (lower) price.

NAV
If you wish to switch out of this fund, you will sell at HKS8 (NAV).
If you wish to buy into this fund, you will buy at HK$8 x (1 + front end load %)

MPF funds will publish their dealing prices in newspapers specified in the
offering documents. Also, some MPF companies provide hotlines and
websites for you to check the prices.

4

— ]

7 Fund - 1 Unit

A )
Fund - 1 Unit

C ]
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Fund - 1 Unit

For example, on Monday, you inform
your MPF company that you would put
new contributions of HK$1,000 into a bal-

anced fund. Assume this fund has daily

dealing.
At what price will the company buy units for you?

The price published in Monday’s newspaper? No, it will use the price pub-
lished in Wednesday’s newspaper (or afterwards). Why?

Because there is only one valuation point at each dealing day, and the
valuation point is usually at the day close. Thus, when you place a sell or a
buy order on Monday, you would only know the dealing price on Tuesday
(by phone or through the website). This mechanism, called forward pricing,
aims to ensure that all investors are treated fairly.
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Example:

Amount invested (order placed on Monday) HK$1,000
Unit price* HK$10
Units entitled to = 100 units

* It will usually be available in the print media on Wednesday or afterwards.
But you can check it by phone or through the website on Tuseday.

You can calculate it based on the price quotes:

Example [:
Unit price (HK$)
You buy at: $10
You sell at: $15
Capital gains $5 (an increase of 50%).
Example II:
Unit price (HKS)
You buy at: $10
You sell at: §8
Capital loss $2 (adrop of 20%).

Generally speaking, your funds can make money for you through:

\]
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e income growth: e.g. funds that invest in bonds or stocks are expected
to produce interests or dividends, which will be reinvested. Only in
very limited circumstances prescribed by the MPFSO, such as retire-
ment, death and total incapacity will they be paid out.

o capital growth: if the stocks, bonds or other securities held by a fund
increase in value, the value per unit will rise correspondingly.

MPF is a long-term investment, but it does not necessarily mean that you
should stick to the same fund throughout the entire working life.

On a regular basis (e.g. annually or semi-annually), your
MPF company may review with you your financial condi-
tions, as well as investment objectives/needs. It will, based
on the outcome of the review, provide professional input

regarding whether there is a need for you to modify your investment strate-
gies and portfolio mix.

Of course, you should also do your homework and monitor the fund perfor-
mance regularly, say quarterly, to see how they com-
pare with similar funds or relevant indices. You should,
apart from checking the monthly pay slips, check your
annual benefit statement as well as other additional
statements provided. It would also be useful if you can
study the market updates so as to have an overall un-
derstanding of the investment climate.

(Note: From 2001 onwards, HKIFA will provide MPF performance
data through its website:www.hkifa.org.hk and various channels.)
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Switches should primarily be used to tie in with
major changes in:

*  your career;
e your financial conditions; or
o the investment climate.

Switches relate to how you would like to have your investment mix: i.e.
whether you want to have more in stocks or in bonds, or more in cash? In

determining the mix, you have to consider:

o how many years before you retire:
e.g. When you are younger, say in the early 30s, you may invest more
in stocks than bonds and cash. But as you grow older, say in the early
60s, you may wish to hold more bonds and cash.

High Equity High

Weighting
Weighting

Cash/Bond

Low Low

Young Old

Young Old
Age

Age

*  what is your goal:
if you invest primarily for growth, you aim to increase the value of your
investment over the long term. If you invest in income funds, you aim
to receive a regular flow of income. If you wish to have stability, you

o
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e notify trustee of any changes in employer and employee’s information;
and

*  maintain records.

Certainly, both the employer and the employee can make
voluntary contributions on top of the 10% mandatory per-
centages.

In fact, studies indicate that 10% is not sufficient for re-

tirement and to ensure that you can maintain you pre-

retirement standards of living, you need to invest more.

You should consult your MPF company and based on their
advice, determine the optimal level of contributions.

You must remember that the combination of time and compounding means
that the earlier you start to save and the more you save, the more you can get
on retirement. It is estimated that for every ten years you delay in starting to
invest for retirement, you need to save three times as much each month to
catch up. Thus, the sooner you begin investing for retirement, the better.

Voluntary contributions basically enjoy the same kind of protection as man-
datory ones, except that they are not subject to the requirements of vesting,

5

preservation and portability.



In general, in your statement there would be a number of accounts as fol-

lows:
Current Past
Employment Employments
(In Aggregate)
Statement Mandatory T Employer | Employee || Employee
1 2 3
Voluntary, T Employer | Employee | Employee
\ if applicable \L 4 5 6
Please refer to Chart 4.
New entrant to MPF Scheme
Age at entry: 30
Retirement: 65
Salary: HK$10,000 p.m.
Salary Inflation: 8% p.a. (Assumptions only. The inflation rate can

be higher or lower.)

Whole of his MPF contribution invested in:

Scenario 1 - Growth Fund earning 10% p.a.*
Scenario 2 - Balanced Fund earning 8% p.a.*

Scenario 3 - Guaranteed Fund earning 6% p.a.*

Scenario 4 - CPP earning 4.5% p.a.*

* These data are examples only and investment involves risks.



Chart 4: Growth of MPF Account (Multiple of Salary)

s Growth Fund earning 10% p.a.  |_ e

® Balanced Fund earning 8% p.a

5% Guaranteed Fund earning 6% p.a.

CPP earning 4.5% p.a.

MPF account as a multiple of salary (years)

Source: Watson Wyatt

MPF Account/Final Salary:

e  Growth Fund, assuming 10% p.a. (4.9 years)
e  Balanced Fund, assuming 8% p.a. (3.5 years)
*  Guaranteed Fund, assuming 6% p.a. (2.6 years)

o  CPP,assuming 4.5% p.a. (2.1 years)

—End -



This booklet has been prepared to help you understand more about investment
Sfor MPF purposes - in particular relating to MPF master trusts. The
information given is for reference only and is not a substitute for professional
advice, which you should seek before you make any investment decisions.
(October 2000)
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