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B PREFACE

China and the world are witnessing the emergence of a new and important group of Chinese
investors: the emerging affluent. The product of China’s extraordinary economic transformation,
this group is looking for new ways to invest its money and to fulfill rising expectations.

In the years since this group’s appearance on the global stage, a type of conventional wisdom
has emerged around it. Open a newspaper or ask a pundit, and you'll likely see these investors
referred to as “punters,” “gamblers” or “cash-hoarders.” Both Charles Schwab and Shanghai
Advanced Institute of Finance (SAIF) believe that the only way to test whether this conventional
wisdom is true is through rigorous research. Therefore, in 2015, we initiated a study to find out.

To test the validity of this conventional wisdom, we commissioned a survey of 450 investors
across four Chinese cities and 30 interviews with experts on China’s investment climate. While
Charles Schwab provided industry expertise to the study, SAIF helped interpret and refine the
findings.

As you'll see from our findings, when it comes down to it, China’s emerging affluent investors
aren’t much different from their counterparts across the world. They are a diverse and varied
group, but at their core yearn for options that will provide for their kids and help them look
after their parents, as well as build a more prosperous and predictable future for themselves.
We conclude that to date, however, this group’s rising aspirations have not been met with
products or services that are well-suited to their investment needs.

This study aims to shed light on the behaviors and motivations of this important group, to
contrast these with the widely-understood limitations of their current investment options, and
to consider a more client-centric path forward for financial services in China. We hope that it
delivers insight on these issues for investors and commentators in China and overseas.




China’s past three decades of breakneck economic growth have produced an important and growing group of emerg-
ing affluent investors. As of 2012, this group already comprised 120 million individuals. By 2020, this number is
projected to more than double to 280 million.’

Emerging affluent investors have frequently been characterized in the news media and the “conventional wisdom” as a
homogenous mass that gives little thought to long-term goals. This study sets out to examine this view, drawing on a
survey of 450 investors and interviews with 30 industry experts.

Contrary to the “conventional wisdom,” this study finds that China’s emerging affluent are not so different from their
counterparts abroad. They are a diverse group who tend to be highly educated, under 50 years old, married with a
child, and own a home and car. Their annual after-tax income ranges between RMB 125,000 to RMB 1 million.

Recent surveys of consumer behavior indicate that China’s emerging affluent want to ensure that family members
enjoy world-class education and healthcare. Moreover, they seek to maintain their own high living standards. However,
we believe that precipitously rising expenses will push this group to acquire new sources of income to continue
supporting its aspirations.

Because policy plays an important role in China’s financial market, it exerts a significant influence on investor behavior.
Much of Chinese investors’ “herd mentality” stems from the fact that regulatory changes have a far greater influence
on equity investment in emerging markets than in developed markets. Perceiving this influence, investors in emerging
markets tend to move together. In addition, the perception of “guarantee” leads investors to take part in risk-taking
even though they are more risk-averse in perception.

For several reasons, China’s emerging affluent have few reliable options for investing that match their long-term needs.

These factors also contribute to the difficulty of building diversified investment portfolios in China. Our survey and
related interviews suggest that:

O Domestic wealth management firms frequently offer mass-marketed products instead of personally tailored
investment plans. Of the 32 percent of investors interviewed who had sought out professional financial advice,
only 23 percent described their advisor as “caring about my financial future and investment goals.” Only 34
percent believed their advisor to be trustworthy.

o Online wealth management platforms have done little to speak to Chinese investors’ needs. While convenient,
mobile platforms offer neither professional financial planning services nor personalized advice. In fact, many of
these companies see no need to provide professional services.

o Chinese wealth management products lack transparency. Financial advisors rarely provide detailed information
on specific products, and most wealth management products (WMPs) are concentrated in China’s increasingly
troubled industrial sector.

O China’s stock market can be turbulent. Seventy-three percent of survey respondents cited market volatility as a
major obstacle to investing. In large part due to this volatility, or at least, perceived volatility, emerging affluent
investors only invest approximately 20 percent of their total assets in stocks, preferring instead to hold their
assets in cash, cash-equivalents, or real estate.

O Finally, overseas markets remain inaccessible to China’s emerging affluent. This is due to complicated foreign
currency exchange rules, as well as insufficient information about overseas investment opportunities. Only 8
percent of the investors surveyed have assets overseas, and 76 percent indicated they do not understand
overseas markets.

Change is on the way. China’s central government recognizes the problems that afflict the country’s financial sector,
and has proposed significant reforms that include RMB liberalization, IPO registration reform, and supply-side reform.

If change is to occur, the experience of developed markets suggests that industry players may explore a client-centric
business model. To do so, industry players would consider:

O Embracing an advisory-investment model of wealth management which places the investor-advisor relationship
at the center.

o Moving from product-pushing to financial guidance and planning.

Developing investor education programs aimed at informing investors about goal-setting, planning, and risk
management.

Integrating investing technologies to provide clients with an enhanced experience founded on clean integration
with human services.

If Chinese investors are to feel secure in their financial future, the mismatch between client needs and services
provided must be resolved. Financial service providers, in particular, need to create an environment in which
client-centric assistance is not only available, but expected. By prioritizing long-term planning needs, we suggest that
investors will gain the confidence and security needed to not merely survive, but to flourish.

1 Boston Consulting Group, 2012: The Age of the Affluent, accessed at http://www.bcg.com.cn/ex-
port/sites/default/en/files/publica-
tions/reports_pdf/BCG_The_Age_of_the_Affluent_Nov_2012_ENG.pdf
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China’s past three decades of breakneck economic growth have produced an important and growing group
of emerging affluent investors with the potential to remake China’s economy and shake the world. According
to the Boston Consulting Group, this group already comprised 120 million individuals in 2012, representing 9
percent of all households in China. By 2020, this number is projected to more than double to 280 million.?

Despite their large and growing numbers, China’s emerging affluent—due to their relatively recent appear-
ance—rank among the least understood groups in contemporary China. In fact, emerging affluent investors
have frequently been characterized in the media and the “conventional wisdom” as a homogenous mass that
gives little thought to long-term goals and prefers to pursue high returns in the short term. This study sets
out to test this hypothesis, and finds that contrary to this caricature, this group is diverse, sophisticated, and
eager for prudent long-term investment strategies.

This study finds that in reality, China’s emerging affluent are not so different from their counterparts abroad.
Much like upper middle-class individuals in developed countries, they tend to have at minimum a college
education, be married with one child, and own a home and car. They are young urban professionals, with the
majority under 50 years of age. Furthermore, this is a group with tremendous spending power, earning an
annual after-tax income of RMB 125,000 to RMB 1 million. They are projected to account for 35 percent of
China’s total consumption and 5 percent of total global consumption within the next five years.®

The sudden speed with which China’s emerging affluent have encountered and embraced modern urban
lifestyles has led to a simultaneous rise in life expectations. Not only do these individuals hope to care for
their families: they want to ensure that family members enjoy world-class education and healthcare. More-
over, they seek to maintain their own high living standards. However, in the face of precipitously rising
expenses in each of these areas, this group will require new sources of income to continue supporting its
aspirations. For this reason, China’s emerging affluent have begun searching for new ways to invest.

Although long characterized by commentators as stock market “gamblers” or “under-the-mattress cash
hoarders,” China’s emerging affluent investors are actually a varied and increasingly sophisticated group that
has few reliable options for investing. China’s stock market can be turbulent, its banks and brokerage houses
have struggled with innovation, and the country’s plethora of new Internet finance innovators frequently offer
incomplete products with little understanding of investors’ needs. Foreign markets are appealing in theory,
but are perceived as difficult to access and even harder to navigate in practice. On the other hand, domestic
wealth management firms offer mass-marketed products instead of personally tailored investment plans.

China’s government recognizes the extent of the problems that plague China’s emerging affluent investors,
and is gradually implementing measures such as “supply side” economic reforms and capital account
liberalization with the potential to broaden investor options. Nevertheless, if the rising tide of expectations -
around quality of life, experiences, and financial security - among China’s new investing class is to be met,
industry players will ultimately need to transform their service model into one that accounts for individual
client concerns and needs. Their ability to undertake this transformation will depend on seeing the world
from investors’ point of view. That goal is our starting point with this study.

2 Boston Consulting Group, 2012: The Age of the Affluent, accessed at http://www.bcg.com.cn/export/sites/default/en/files/publica-
tions/reports_pdf/BCG_The_Age_of_the_Affluent_Nov_2012_ENG.pdf

3 Ibid.

04 | MAY 2016

SAIF - Schwab || 05



CHINA'S EMERGING AFFLUENT INVESTORS

This study sets out to test the widely-held notion that mainland Chinese investors are a
homogenous investor segment that primarily favors chasing short-term returns instead of
planning for long-term investment goals.

To test this notion, we initiated two streams of research:

1. Background Survey: In order to gain a better understanding of Chinese investors, we
commissioned a survey of a total of 450 people from four cities—Shanghai, Beijing, Guangzhou,
and Hangzhou—with the target group’s annual household disposable income ranging from RMB
125,000 to RMB 1 million (US$ 20,000 - US$ 170,000).

Exhibite 1: Demographic Situation of the Charles Schwab 2015 Survey

Annual Disposable Income Age Gender

9 d

21-29 m30-39 m 40-49 m 50-59 m 60-65 Male = Female

B 125,000-499,999 RMB
500,000-1,000,000 RMB

Source: Charles Schwab 2015 survey

2, Stakeholder Interviews: In order to gather firsthand information about China’s domestic
financial industry, we interviewed 30 key stakeholders from three broad constituencies:

® Industry players including experts from banks and wealth management companies who
understand the domestic industry landscape;

® Academics & scholars from renowned Chinese universities whose research focuses on
domestic financial markets and investor behavior;

¢ Influential media personalities including distinguished journalists, editors, and social
media opinion leaders who focus on the financial services industry.

The study also builds on a 2014 survey carried out by Charles Schwab and Tsinghua University,
titled “China’s Emerging Affluent Urbanities and Investing” We will quote some findings from
the 2014 survey results in this paper.

This white paper is a joint study of Shanghai Advanced Institute of Finance (SAIF) and Charles
Schwab Co., Inc. While Charles Schwab provided industry expertise to the study, SAIF helped
interpret and refine the findings.

FRARTS, FhPbE: PEREEVAES

Our survey suggests that one of the ways China’s emerging affluent seek to grow their wealth
and achieve their aspirations is through prudent investment. However, this group is neither a
homogenous mass nor a group of thrill-seeking speculators. It is a diverse group with long-term
goals that has been forced to rely on short-term methods to cope with volatile markets and an
immature financial services industry.

What do the emerging affluent want?

China’s emerging affluent seek to enjoy the comforts of modern consumerism, provide for their
children’s education, pay for their parents’ healthcare costs, and save for their own retirement.
Contrary to the widespread characterization of emerging affluent Chinese as short-term
schemers, our survey indicated that 42 percent of China’s emerging affluent primarily invest as
a means to improve their standard of living. Another 45 percent invest for purposes such as
retirement or their children’s education. Just 13 percent of respondents stated they invest for
short-term purposes, such as turning a quick profit or generating enough cash to make a major
purchase.

Exhibit 2: Most Important Reason for Investing

Increase my wealth to improve _ o
my standards of living 42%
Have enough money to 33%
support me in retirement 0

Fund the education of my o
children/grandchildren - 12%

Make a major expenditure o
(e.g., car or home improvement) 6.5%

short term gains [l 6.5%

Source: Charles Schwab 2015 survey
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CHINA'S EMERGING AFFLUENT INVESTORS

“Successful investing” means different things to different people. In our survey, exactly half of
investors indicated either achieving long-term investment goals or earning the market average
to be the most important aspect of successful investing. However, a sizeable proportion of
investors—21 percent—defined “beating the market” as successful investing, while another 20
percent selected “achieving my short-term goals.” Only 8 percent indicated “not losing any
money” as their most important success factor.

Exhibit 3: Definition of “Successful Investing”

Achieving my long-term _ o
investment goals 26%
Earning the average market return 24%

Beating the market average _ 21%

Achieving my short-term o
investment goals 20%

Not losing any money - 8%

Source: Charles Schwab 2015 survey

What are they investing in?

China’s affluent investors typically desire stability. According to one financial planning expert,
this need is a key driver of investors’ preference for “tangible” assets, such as cash and real
estate. Confirming this, our survey found that while 98 percent of the respondents own cash or
cash equivalents, 79 percent own percent stocks, and only 69 percent own fixed-income
products. Similarly, the 2014 Charles Schwab-Tsinghua University survey revealed that Chinese
investors hold twice as many assets in real estate as in liquid, investable assets. The same
survey found that affluent investors hold an average of 45 percent of their total investable
assets (excluding real estate) in cash and only 20 percent in stocks.

In contrast to assets traditionally thought of as “safe,” such as cash and real estate, securities
such as equities, bonds, and derivatives are generally perceived as unstable. However, the
benefit of these investments is that they are not directly vulnerable to currency inflation. In this
sense, while emerging affluent investors make financial investments in order to grow their
wealth and achieve long-term stability, they do so with an incomplete awareness of the rates of
return and risks involved with various assets.

Affluent investors hold an
average of 45% of their
investable assets (excluding
real estate) in cash

The emerging affluent
investing behavior is
nuanced and situational

FRHATS, Wbtk PEIRSEVAES

How are they investing?

The emerging affluent are not mere “stock punters”: their investing behavior is much more
nuanced and situational. In fact, Chinese investor behavior in financial markets, to a large
degree, can be understood as stemming from conservative inclinations. This is illustrated by the
following two findings from our survey:

e A majority of investors (54 percent) indicated they would invest in an asset with a lower
return that offered a 100% chance of earning that return, while only a small percentage
indicated they would take their chances on a riskier but higher-yielding investment.

e A plurality of investors (40 percent) indicated they would switch to bonds if the stock
market experienced a major downturn.

In light of the above evidence, our survey data suggests that Chinese investors seem perfectly
willing to accept lower rates of return in exchange for heightened stability. On the other hand,
Chinese investors have a propensity to use short-term investments as a means of attaining
financial stability—a relatively risky strategy that sometimes runs counter to their goals. For
instance, Chinese investors often adopt aggressive investing habits, such as market timing and
jumping from product to product based on short-term performance. These are widely recog-
nized among financial experts in developed countries as high-risk practices. Furthermore, our
survey revealed that 48 percent of investors would double down on a stock after a price decline
in hope of capturing upside. This is known as averaging down, and is also typically a high-risk
strategy.

China’s self-directed investors

Faced with uncertainty, China’s emerging affluent investors have often been left to fend for
themselves: their investment decisions are primarily self-directed. They gather market- and
investment-related information on their own, using a mix of sources such as friends and
relatives, newspapers, and dedicated financial websites. In our survey, 64 percent of the
emerging affluent investors named friends and family as an important information source when
making investment decisions. This high percentage reveals that China’s emerging affluent
investors trust their inner circle the most, engaging cautiously with outsiders.

Aside from trusting family members and friends, half of our respondents also named news
media and financial websites as important information sources. Furthermore, the emerging
affluent often combine this self-directed approach with new technologies, such as mobile
phone applications, to carry out banking and investing activities.

08 | MAY 2016
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CHINA'S EMERGING AFFLUENT INVESTORS

Exhibit 4: Sources of Investment-Related Information

Friends, colleagues, or family _ 64%

Mass news media
(o)
(e.g.Newspaper,TV,radio) 48%

Online financial websites _ 50%

Professional investment advisors
T ol s 15%
form financial institutions

Independent financial advisors o
(e.q cra cra) | 1%

Other 4%

Source: Charles Schwab 2015 survey

Given their limited sources of information, it is not surprising that Chinese investors’ knowledge

of financial markets is incomplete. In the words of one wealth manager from a major

state-owned bank:

Usually, clients have basic knowledge about investing before coming to us, like the
difference between products, rate of return, and national policy trends; however, they
know almost nothing about financial indicators like the EPS and PE ratio. They lack the
professional knowledge that would allow them to craft safe, realistic expectations for
their investments. While it should be the financial advisor’s responsibility to guide
investors’ understanding of investment strategies, this kind of advisor-to-investor
informational exchange rarely takes place in China.

According to this wealth manager, discrepancies in Chinese investors’ expectations stem from
a lack of professional contact and guidance. Our research supports this conclusion, with

merely 32 percent of investors seeking professional investment advice.

A shortage of reliable advice

If Chinese investors lack the investment knowledge needed to meet their own expectations,
then why do so few seek professional advice? Based on our survey, the fundamental reason is

simple: Chinese investors simply do not trust the financial advisors currently available to them.

Of the 32 percent of investors who have engaged with an advisor, only 23 percent described
their advisor as “caring about my financial future and investment goals.”

Merely 32% of investors are
seeking professional
investment advice

Of the 32 percent of
investors who have
engaged with an advisor,
only 23 percent described
their advisor as “caring
about my financial future
and investment goals.”

FRHRTS, BRPLE: PENREEVAES

In the 2014 Charles Schwab-Tsinghua University study, while 71 percent of respondents who
had used a third-party financial advisor believed that trustworthiness was important, only 34
percent of respondents believed their advisor to be trustworthy. Furthermore, only 25 percent
of respondents indicated that their advisor helped them to develop a plan to meet their
long-term investment goals, while 61 percent deemed this attribute to be important. These
numbers indicate that there is considerable demand for financial advisors to focus on
long-term planning. Nevertheless, this desire is not being effectively catered to.

Barriers to offshore investing

In addition to lacking trustworthy, responsive advisors, China’s emerging affluent investors
realize that they are overexposed to systemic risks in the Chinese market. In our survey, 73
percent of respondents indicated market volatility as their biggest concern when investing.
While moving money offshore would be an effective way to limit overexposure, overseas
markets remain inaccessible to China’s emerging affluent. This group sees overseas markets as
confusing and risky, and they lack the expertise to navigate them alone.

Unsurprisingly, only 8 percent of the investors we surveyed have assets overseas. Most
investors (76 percent) simply do not understand overseas markets. A lot of them (44 percent)
do not know how to access information regarding overseas investment opportunities. Of the 92
percent of investors who have not invested overseas, only 35 percent expressed interest in
offshore investments. Despite the fact that offshore investing would help China’s emerging
affluent limit their exposure to the volatility that characterizes domestic markets, they lack both

the knowledge and professional support needed to invest overseas with confidence.

Exhibit 5: Main Reason Not Investing Abroad

| don’t understand overseas
o)
market and regulztions MM 7%

Foreign exchange risk 56%
| don’t know how to access
information regarding foreign _ 44%
Currency convertibility restrictions 36%
| don’t want to pay foreign taxes _ 36%
| don’t think | have access to 31%

offshore investment

Source: Charles Schwab 2015 survey
Note: Respondents who do not have assets overseas and do not plan to invest overseas
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CHINA'S EMERGING AFFLUENT INVESTORS

China’s emerging affluent investors are a significant group striving to live newfound modern
lifestyles that they understand will require increasing amounts of financial support. Further-
more, affluent Chinese wish to ensure that both they and their children can maintain their
lifestyles over the long term. When combined, these factors contribute to a diverse array of
aspirations and investment goals.

From wealth to happiness

Today, China’s emerging affluent have reached a point where they no longer earn to survive:
they earn to achieve personal fulfillment. Despite China being classified as a “middle-income”
country, the emerging affluent have achieved a level of disposable income that is comparable to
the upper-middle class in the United States.” Consequently, their rising affluence has translated
into a new set of expectations pertaining to lifestyle, consumption, and the future.

A recent survey by McKinsey & Co. lends credence to the idea that emerging affluent Chinese
lifestyles and consumption patterns have experienced a fundamental shift. Despite a broaden-

ing economic slowdown, consumer confidence remains high, and most Chinese believe their

incomes will rise significantly over the next five years.5 Nevertheless, the slowdown has More Chinese prioritize

prompted consumers to become more selective about how and where they spend their money. happmes? over Vf'e_alth’ and
are focusing on living more
balanced lives and building
up to achieve emotional benefits through their purchases. Importantly, compared with six years ties with family

Consumers are shifting to premium products across a wide variety of categories, “trading up”

ago, more Chinese prioritize happiness over wealth, and are focusing on living more balanced
lives and building ties with family.

Rising expectations meet rising costs

In spite of their newfound wealth and fulfillment, China’s emerging affluent faces a set of
growing pressures that accompany their expectations and investment priorities. For starters,
living costs are rising exponentially. According to China’s National Bureau of Statistics (NBS),
living costs have been growing at approximately 10 percent per annum since 2009. In top-tier
cities, living costs have been growing at even faster rates. For the emerging affluent, major
costs include property, education, healthcare, and as mentioned above, discretionary spending
on consumer goods, entertainment, and services.

4 United States Census Data

5 McKinsey & Company, 2016: The Modernization of the Chinese Consumer, accessed at:
https://www.mckinsey.de/sites/mck_files/files/the-modernization-of-the-chinese-consumer.pdf

Concerns around future
high healthcare expenses
are the number one reason
Chinese save

Those who choose to have
a second child will see their
cost structures change

FRHATS, Wbtk PEIRSEVAES

Healthcare costs are high on the list of affluent investors’ sources of anxiety. Government
statistics indicate out-of-pocket healthcare expenses have been growing at an 11 percent
compound annual growth rate since the beginning of the century,® and are expected to increase
even more as Chinese society ages. These growing healthcare costs can greatly influence
Chinese behavior in spending and investment. According to the 2014 Charles Schwab- Tsing-
hua University survey, concerns around future high healthcare expenses are the number one
reason Chinese save.”

Yet another major expense among China’s emerging affluent that will only increase in the future
is the cost of raising a child, which is already much higher than it used to be. According to
research firm KapronAsia, the average cost of raising a child in China is estimated at RMB
40,000 per annum.’ For parents who wish to send their children to overseas universities, the
cost is considerably higher, with families having to pay for premium English classes, expensive
educational consulting services, and sky-high college tuition fees. Finally, it is particularly worth
noting that following the central government’s lifting of the One-Child Policy, many affluent
Chinese families’ child-raising expenses will now double. As the emerging affluent focus more
on family and happiness, those who choose to have a second child will see their cost structures
change.

Changing demographics and investing for the future

On top of surging healthcare and childcare costs, shifting demographics will impose consider-
able economic pressure on China’s emerging affluent in the future. Currently, China’s underde-
veloped national pension system may not be able to support the emerging affluent’ evolving
lifestyle expectations.

Retirees in China today tend to live more frugally than upper middle-class American retirees.
Whereas many upper middle-class American retirees aspire to spend a decent portion of their
retirement savings on leisure activities like travel, Chinese retirees assume that the vast
majority of their savings will be required to pay for necessities such as living expenses and
healthcare. Yet as today’s emerging affluent carry their rising tide of expectations with them into
old age, they will expect to live entirely different lifestyles than that of their parents’ generation.
Because higher lifestyle and consumption expectations have already settled in, the emerging
affluent will require a substantial nest-egg to retire comfortably.

6 Kieger AG, 2015: Healthcare in China, accessed at: https://kieger.com/fileadmin/News/2015-05-05-BRO-HEALTHCARE_IN_CHINA.PDF
7 McKinsey & Company, 2016: The Modernization of the Chinese Consumer.

8 KapronAsia, 2015: The End of China’s One-Child Policy Could Bring More Opportunities to Education-Oriented Wealth Management
Products, accessed at: http://www.kapronasia.com/china-baning-rsearch/the-end-of-chi-
na-s-one-child-policy-could-bring-more-opportunities-to-education-oriented-wealth-management-products.html
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CHINA'S EMERGING AFFLUENT INVESTORS

A recent report from insurer AlA suggests middle-class mainland Chinese investors have a
desire to save, on average, US$ 1.79 million (RMB 11.1 million) for their retirement.’ China’s
current national pension system provides far less than this. As of late 2014, the urban pension
system’s average monthly payout amounted to RMB 2,070 (approximately US$ 332 at 2014
exchange rates). While the urban pension system was designed to support a replacement rate
of 70 percent of the employee’s final salary, it actually covers about 40 percent due to unex-
pected wage inflation.”

Exhibit 6: China’s Pension System

The urban employee system covers approximately 320 million participants, with about 80
million in retirement and 240 million still contributing. Currently, employers contribute
about 20 percent of an employee’s monthly salary, while employees contribute about 8
percent of their own salary. Contribution rates vary by city.

Although China is also experimenting with a defined-contribution system akin to the 401(k)
in the US to supplement pension benefits, the system is still in its very early stages.”At the
end of 2015, the system has approximately RMB 630 billion assets under management,
which are invested primarily in domestic equities and fixed income products and managed
by professional asset managers. However, the range of investments are typically limited to
a large, one-size-fits-all portfolio that is selected by the employer.’?

On top of this, China’s emerging affluent are facing pressure to prepare for the future as China
is rapidly aging as a society. Currently, there are more than 200 million people above the age of
60 in China, and an additional 10 million people per year are slated to enter the 60-or-above
age bracket over the next 10 years. By 2050, nearly one-third of China’s total population will be
over 60.13According to The Economist, China’s old-age dependency ratio was 11 in 2012,
meaning every 100 working-age persons had to support 11 senior citizens. However, by 2050,
China’s old-age dependency ratio will have increased nearly fourfold to 42

9 AIA Group, 2015: Hopes and Aspirations of the Middle Class in Asia: Mainland China, accessed at:
http://asiamiddleclass.aia.com/www/downloads/press/re-
ports/AlA%20Survey%200n%20Middle%20Class%20Hopes%20and%20Aspirations%202015-North%20Asia-China%20Report-English.pdf

10 “China to Reform Pensions by Asking Government Employees to Pay,” Bloomberg News, December 24, 2014, accessed at:
http://www.bloomberg.com/news/articles/2014-12-24/china-to-reform-pensions-by-asking-government-employees-to-pay

11 China’s Ministry of Finance, “The Notice on Several Issues Regarding Company Pension, Occupational Annuity Personal Income Tax,”
December 6, 2013, accessed at: http://szs.mof.gov.cn/zhengwuxinxi/zhengcefabu/201312/t20131206_1021661.html

12 Dimensional Fund Advisors Pte. Ltd., 2015: China’s Retirement System: What Does the Future Hold? Accessed at: https://us.dimension-
al.com/media/323321/Chinas-Retirement-System-What-Does-the-Future-Hold.pdf

13 WANG Xiaohui, “Media: China will be ‘Super Old’ by 2035, with RMB 4 Trillion Annual New Pension Gap,” China Times, March 27, 2015,
accessed at: http://finance.sina.com.cn/china/20150327/234121829795.shtml

14 “China’s Achilles Heel,” The Economist, April 2012, accessed at: http://www.economist.com/node/21553056

Middle-class mainland
Chinese investors have a
desire to save, on average,
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far less than this
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Although most Chinese
investors are generally
risk-averse, their risk
appetite may be affected
by government policy

FRHATS, #hpti: PEIRSEMAES

In order to delve deeper into the behavioral traits of the emerging affluent, this section features
insights from experts from the Shanghai Advanced Institute of Finance (SAIF) at Shanghai Jiao
Tong University—China’s premier financial studies institute—about why Chinese investors
behave the way they do.

Immature investors, or just realistic?

Scholars agree that China’s policy and industry environment largely determines investors’
behaviors. For example, both Professor Ning Zhu and Professor Jun Qian agreed that China’s
financial market plays an important role in the lack of portfolio diversification among China’s
emerging affluent investors. While Prof. Zhu pointed out that the lack of a developed bond
market is an important barrier to diversification, Prof. Qian opined that there are not enough
long-term products on the market. According to Qian, “In the developed markets, investors can
invest money in stocks, real estate, bonds, and other derivatives. In China, investors do not
have such abundant choices, and as a result, they choose the wealth management products
(WMPs) issued by banks.

Similarly, scholars reason that because policy plays an important role in China’s financial
market, it necessarily exerts a significant influence on investor behavior. For example, when
explaining why “herd mentality” exists among Chinese emerging affluent investors, Prof. Zhu
asserted that regulatory changes have a far greater influence on equity investment in emerging
markets than in developed markets. Perceiving this influence, people therefore tend to move
together. In addition, Prof. Zhu noted that although most Chinese investors are generally
risk-averse, their risk appetite may be affected by government policy. Since “the government
and media create a layer of ‘guarantee’ which leads investors to believe otherwise risky
investments to be ‘safe,” investors sometimes tend to act recklessly. Professor Paul Burik even
asserted that Chinese emerging affluent investors’ reluctance to seek financial advisors’ help is
“not a sign of immaturity” Rather, Prof. Burik declared, “It reflects a ‘sound appreciation’ for the
business models of most wealth managers and private bankers”
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Room for improvement

While acknowledging the need to improve the overall environment for investors, scholars also
believe that emerging affluent investors need help to achieve their investment goals and
aspirations. Professor Yeguang Chi noted that the discrepancies between investors’ goals and
their actual behaviors indicate a general lack of investment knowledge. In the words of Prof.
Chi:

This is hardly surprising, because many Chinese investors have not had the opportunity
for any portfolio-management education. Simple concepts such as diversification and
the Sharpe ratio "can be new to Chinese investors. In other words, many Chinese
investors have good investment objectives but are held back by their lack of investment
knowledge and tools. As the famous Chinese saying goes, even the best cook cannot
make a meal without basic ingredients. Without basic investment education, it is
impossible for the majority of Chinese retail investors to construct an efficient portfolio
to achieve their investment goals.

Furthermore, Prof. Chi noted that the reason why Chinese retail investors underperform is
largely because of the lack of professional financial advisors. Whether and how China’s existing
financial services sector is capable of taking responsibility to help the emerging affluent fulfill
their goals, however, remains to be seen.

15 The Sharpe ratio is an academic name for the risk-return ratio, a calculation that measures return on investment in terms of risk over a set
period of time.

“The reason why Chinese
retail investors underper-
form is largely because of
the lack of professional
financial advisors.”

FRHATS, Wbtk PEIRSEVAES

While the incomes and expectations of China’s emerging affluent have risen, China’s financial
services sector has not kept pace. Unlike upper-middle class investors abroad, most Chinese
investors chart their financial futures without assistance from financial service professionals.
Though Chinese investors are eager to receive the type of strategic investment advice their
international counterparts enjoy, they generally perceive domestic financial advisors as unhelp-
ful, unsophisticated, and - above all - untrustworthy.

Exhibit 7: Introduction to China’s financial services sector

China boasts the third largest financial market in the world measured by the value of its
domestic assets—equities, bonds, and loans'® Taken together, the Shanghai Stock
Exchange (SSE) and Shenzhen Stock Exchange (SZSE) are the second-largest in the world
by market capitalization, valued at approximately US$ 7 trillion. In addition, the country’s
debt markets are the third largest by the value of bonds outstanding at just under US$ 8
trillion.”’As a proportion of national GDP, however, China’s financial sector is comparatively
small, at roughly 9 percent. From this perspective, the country lags behind not only
developed countries such as the United States and Japan, but also smaller Asian neigh-
bors like Thailand and Korea.’

Over the last twenty years, China’s emerging affluent have become increasingly familiar with
investing. In fact, judging from data taken from the 2014 Charles Schwab-Tsinghua University
survey, China’s emerging affluent consider themselves to be reasonably seasoned when it
comes to making investment decisions (69 percent identified as either “somewhat experi-
enced,” “experienced,” or “highly experienced”).

While this data reveals a certain degree of self-confidence among investors, it does not
indicate the lack of a need for professional advisory services. China’s investors seek to be
actively involved in charting their own investment strategies. They wish to be respected,
engaged with, and understood. When asked to rank the most important attributes of a financial
advisor, investors cited qualities such as “monitoring my investments and suggesting changes,’
“giving feedback on investment ideas,” and “helping me develop a long-term financial plan.”

16 Barry Eichengreen, “China’s Challenge—How to Strengthen the Financial System,” Capital Ideas (Fall 2015), accessed at: http://www.chi-
cagobooth.edu/capideas/magazine/fall-2015/chinas-challenge-how-to-strengthen-the-financial-system?cat=policy&src=Magazine

17 “China Opens Bond Market to Foreigners as Outflows Hurt Yuan,” Bloomberg News, Feburary 24, 2016, accessed at: http://ww-
w.bloomberg.com/news/articles/2016-02-24/china-opens-bond-market-to-foreigners-as-outflows-weaken-yuan

18 Gabriel Wildau, “China Services Sector Key to Growth,” FT, December 6, 2015, accessed at:
http://www.ft.com/intl/cms/s/0/0f6f0018-9817-11e5-bdda-9f13f99fa654.html#axzz44CcAKUHd
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Emerging affluent investors also communicated a clear desire for professional, personalized
assistance. Nevertheless, only 32 percent of the emerging affluent investors in our survey
actually make use of financial advisors. The reason for this lack of engagement is that the
emerging affluent often do not trust the financial advisors available to them. In our survey,
financial advisors did not score highly on any of the above-mentioned measures that investors
value. In fact, when those who had experience with financial advisors were asked their percep-
tions, only 23 percent believed their advisors cared about their financial future and investment
goals.

The underdevelopment of China’s financial services industry and the trust deficit that pervades
it stem from several factors. These include a lack of product transparency, limited business
models, and incomplete innovation to combine technology with financial services. When added
together, these factors deprive clients of what they require most from their financial service
providers: personalized engagement that helps them understand and monitor their portfolios.
As one professor of finance explained, “It’s not true that Chinese investors don’t do portfolio
management; the data we have reveals that they do. However, investors don’t know how to
make the right portfolio. Wealth managers are not very ‘professional’...they hardly ever explain
portfolio management to their clients.” In other words, Chinese investors are eager to learn and
collaborate: it’s just that their advisors currently have not seized the opportunity to teach and
closely engage them.

Inadequate product transparency

Perhaps unsurprisingly, one of the most urgent needs of Chinese investors is to understand the
content of their investments and the risks they carry. However, many investment products
available to emerging affluent investors offer little transparency. The most prominent example
of this phenomenon can be found in the wealth management products (WMPs) offered by
Chinese banks and investment firms. Emerging affluent investors have poured money into
these products over the last two years, increasing the amount of outstanding WMPs in Chinese
banks from RMB 15 ftrillion in 2014 to RMB 23.5 trillion in 2015, accounting for 16.8 percent of
system deposits.wComprehending the massive scale and particular nature of WMPs is crucial
to understanding the worries confronting China’s emerging affluent today.

While Chinese financial service organizations have reaped tremendous gains by selling WMPs
(including fixed-income products, insurance packages, trusts, private equity, and mutual
funds),zofinancial advisors may not always provide detailed information on product content.
According to many experts, this lack of transparency is intentional: based on sparse aggregat-
ed data released by China’s financial industry, most WMPs are concentrated in China’s increas-
ingly troubled industrial sector. This imbalanced allocation inhibits stable long-term planning,
and even poses a systemic risk to China’s financial sector.

19 Linette Lopez, “A Massive Threat to China’s Banks is Building, and It Looks A Lot Like a Ponzi Scheme,” Business Insider, March 9, 2016,
accessed at: http://www.businessinsider.com/fitch-warns-on-chinese-wealth-management-2016-3

20 n 2015, domestic securities brokerages alone generated a combined US$90 billion in operating income, with 124 of 125 brokerages
turning a profit. See, Mckinsey & Company, “The Gold Runsh in China, February 25, 2016. Accessed at: http://www.mckinseychi-
na.com/the-gold-rush-in-chinas-wealth-management-industry/

2

Leslie Shaffer, “China Banks Face Credit Risks from Ties to Wealth Management Products,” CNBC, March 16, 2016, accessed at:
http://www.cnbc.com/2016/03/16/china-banks-face-credit-risks-from-ties-to-wealth-management-products-other-banks.html

“Many so-called ‘advisors’
are merely hired as
salespeople...they only care
about selling their
products.”
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Exhibit 8: What motivates banks to push WMPs? Shadow banking

Most WMPs are considered to be “off-balance sheet” accounts, which means that banks
do not report profits from WMP sales. However, since the People’s Bank of China (PBoC)
began liberalizing interest rates in 2013, banks have been aggressively pushing wealth
management products to offset declining profits from interest rate spreads. Due to banks’
forceful efforts to sell these products, by the end of 2015, WMPs accounted for nearly
one-fifth of the total value of all bank deposits.22A working paper authored by Professor
Jun Qian of SAIF, Professor Viral V. Acharya of New York University’s Stern School of
Business, and Professor Zhishu Yang of Tsinghua University’s School of Economics and
Management examined the WMPs issued by China’s largest 25 banks from 2008 to 2014.
This working paper found that the more banks were constrained by on-balance-sheet
lending quotas, the more they tended to issue WMPs. Furthermore, the higher the risk
that issuing banks had, the higher their promised returns would be, even though the
returns were often not guaranteed. Ultimately, the authors of the paper concluded that

shadow banking today contributes to “the fragility of the Chinese banking system.” #

Products over clients

In spite of the questions that surround China’s WMPs, domestic advisors are incentivized to
sell them without regard for their clients’ financial needs. China’s financial advisors generate
most of their revenue through commissions and channel fees, earning anywhere 30 to 50
percent of their annual income from sales commissions- Even brokerages, which have a
generally good understanding of client relationships and segmentation, may tend to focus on
product push rather than investor education. As one investment firm associate explained,
“Aside from services provided to the ultra-wealthy, local financial companies do little work to
educate investors. Local companies are often occupied with their business; they lack the
manpower and time to provide personal services. Even if they do educate investors, the
purpose of this education is to make the clients believe in the generic financial packages
they’re buying?”

Given the business model of financial investment organizations, many Chinese investors
question the integrity of both the products they are sold and the advisors who market them. In
the words of one online trader, “Many so-called ‘advisors’ are merely hired as salespeo-
ple...they only care about selling their products.” This belief was echoed across many of our
interviews, reflecting a widespread lack of confidence in domestic financial services.

22 Lopez, “A Massive Threat to China’s Banks is Building, and It Looks A Lot Like a Ponzi Scheme,” Business Insider, March 9, 2016.

23 Acharya, Viral V,, Qian, Jun “QJ,” and Yang, Zhishu, “In The Shadow of Banks: Wealth Management Products and Issuing Banks’ Risk in
China,” Draft paper February 2016, http://www.saif.sjtu.edu.cn/sites/default/files/imaes/ymzhou/shadowbank-china-aqs-15feb2016-all.pdf

24 LI Zhen, “WMPs have Low Returns, Client Managers Can Get As High As 5% Commission,” Guangzhou Daily, August 12, 2014, accessed
at: http://finance.cnr.cn/gundong/201408/t20140812_516195194.shtmles/ymzhou/shadowbank-china-ags-15feb2016-all.pdf
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Technology versus the human touch

As Chinese investors increasingly seek convenience and accessibility to investments, many
have turned to online financial platforms to satisfy their investing needs. At first glance, it is
reasonable to think that China’s wide array of new online wealth management platforms could
disrupt China’s financial industry and encourage much-needed solutions for China’s emerging
affluent investors. Innovative mobile platforms have emerged in recent years, including applica-
tions for peer-to-peer (P2P) lending and stock trading. Applications such as Yu’e Bao, a market
investment tool developed by Internet giant Alibaba’s subsidiary Ant Financial, have developed
into low-cost, convenient channels through which investors access various products. By
January 2016, Yu'e Bao had attracted 260 million users.?

Upon closer inspection, however, online wealth management platforms have done little to
speak to Chinese investors’ need for personalized financial planning. While convenient, mobile
platforms offer neither professional financial planning services nor personalized advice. In fact,
many of these companies see no need to provide professional services. As one interviewee—an
associate at one of China’s largest online financial service companies—indicated, the compa-
ny’s ambition lay in becoming a large third-party platform for various products, not providing
financial advisory services. Although companies such as this one certainly improve investing
accessibility, they can still do more to answer investors’ need for individual long-term planning.

Explosion of WMPs generates concerns about fraud

Although the wealth management industry has enjoyed enormous financial success, fraud
remains a problem, with several high-profile cases of fraud having been reported in the mass
media. Equity contribution thresholds for wealth management businesses are low, which has
led to a proliferation of small-scale wealth management companies that invest in the second-
ary market or stocks. Likewise, the industry lacks policies aimed at managing risk at larger
financial institutions. As it stands now, banks are not required to separate their wealth
management and lending businesses” If major projects end up defaulting, it is unclear how
banks would be able to recover money and return it to WMP investors.

25 WEN Kun, “Yu'e Bao Has 260 Million Users,” Shenzhen Special Zone Daily, January 27, 2016, accessed at: http://media.peo-
ple.com.cn/n1/2016/0127/c40606-28087747.html

26 WU Hongyuan, LIU Caiping, DING Feng, and YANG Qiaoling, “Regulators Leave Wealth Management Industry Unplugged,” Caixin Online,
February 17, 2016, accessed at: http://english.caixin.com/2016-02-17/100909815.html

73% of survey respondents
cite market volatility as a
major obstacle to investing

A mere one-fifth of China’s
industrial companies are
listed on its A-Share
markets, while almost no
emerging technology
companies are represented
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Beyond concerns about fraud and untrustworthy advisors, a prominent source of frustration for
China’s emerging affluent investors is the country’s historically volatile stock market. Chinese
investors are keenly familiar with the disconcerting turbulence of Chinese markets, with 73
percent of survey respondents citing market volatility as a major obstacle to investing.
Paradoxically, this heightened concern simultaneously fuels both conservative and speculative
inclinations.

The paradox of conservative asset allocation and aggressive speculation

On the one hand, volatility breeds apprehension among emerging affluent investors, leading
them to defensively balance their investment portfolios away from stocks. According to the
2014 Charles Schwab-Tsinghua University survey, excluding real estate, emerging affluent
investors invest only about 20 percent of their total investable assets in stocks, and hold 45
percent of their wealth in cash or cash-equivalents. While not always the case, this sometimes
results in inflationary pressures that diminish investors’ purchasing power.

On the other hand, since Chinese investors allocate so little of their investable assets to
stocks, they sometimes demonstrate speculative proclivities. According to the 2014 Charles
Schwab-Tsinghua University survey, Chinese investors trade stocks 36 times per year on
average. This suggests a habit of timing the market, which is usually not a winning strategy for
the average retail investor.

In SAIF Professor Jun Qian’s view, speculative inclinations among investors are only further
reinforced by the disconnect between China’s stock markets and its real economic situation. As
Prof. Qian explained, a mere one-fifth of China’s industrial companies are listed on its A-Share
markets, while almost no emerging technology companies are represented. When a stock
market fails to reflect the circumstances of the broader economy, rumor-driven speculation
gains an upper-hand over strategic decision-making. Due to the unrepresentative nature of
Chinese stock markets—as well as insufficient information concerning business operations—re-
tail investors experience difficulty in assessing companies’ long-term value. This results in a
feedback loop that results in further speculation and uncertainty.
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Our research shows that three key factors drive China’s stock market volatility:

® Prevalence of retail investors - Unlike stock exchanges in developed countries,
China’s stock exchanges are dominated by individual retail investors, who own
approximately 80 percent of all tradeable shares.’In interviews, experts explained
that since retail investors are not financial professionals, they are more susceptible
to following and exacerbating short-term trends 2

® Government intervention - China’s stock markets are subject to proactive govern-
ment intervention. This is in part because the government seeks to prevent the
deleterious effects a drastic market downturn would have on state-owned assets’"
and social stability. However, the government’s preference for intervention some-
times spreads uncertainty that destabilizes markets even further, resulting in
heightened volatility and co-movement among stocks. This was seen in January
2016, when the implementation of a circuit breaker mechanism accelerated severe
market losses.

® Market isolation - China’s stock markets are relatively isolated from international
markets. China caps foreign ownership of shares to under five percent of total
market capitalization, and has strict controls on capital outflows. According to one
general manager at a securities firm, “The complicated nature of rules concerning
foreign currency exchange tends to discourage offshore investments.” Under such
circumstances, it is difficult for domestic investors to minimize their exposure to the
systematic risk inherent in domestic markets. This consequently increases the
likelihood of hasty decision-making during periods of uncertainty.*’

27 “Chinese Stock Volatility’s Family Wealth Impact Limited: CICC,” Xinhua News Agency, July 20, 2015, accessed at: http://news.xin-
huanet.com/english/2015-07/20/c_134429275.htm

28 SAIF’s Prof. Bin Zhao conducted a study on the stock split and investor trading behavior for SSE, and found that retail investors tended to
purchase a lot of stocks of companies that had just made dividend announcements, causing stock price to surge. See: ZENG Gang, Bin
Zhao, GUO Daiyuzhu, High Dividend Phenomenon Research. Accessed at: http://www.sse.com.cn/aboutus/research/join-
tresearch/c/3990530.pdf

29 In China, a substantial portion of listed shares are owned by state-owned enterprises (SOEs).

30 The effect of market segmentation on stock prices, see: Qian Sun, Wilson H.S. Tong, “The Effect of Market Segmentation on Stock Prices:

The China Syndrome,” Journal of Banking & Finance 24 (2000) 1875-1902, accessed at: https://www.wiso.uni-hamburg.de/fileadmin/sozia-

loekonomie/bwl/bassen/Lehre/International_Finance_|/Assignments/2000_Sun_and_Tong.pdf
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Volatility fuels China’s contradiction of conservative asset allocation and aggressive specula-
tion. What prevents emerging affluent investors from limiting their exposure to volatility and
shifting their paradoxical behavior, however, is the fact that it is difficult to build a truly diversi-
fied investment portfolio in China. As one professor of finance explained, “In China, there is
comparatively little public information about individual companies, so stock swings are driven
by rumors” Beyond this lack of information transparency, factors that limit Chinese investors’
ability to diversify include the inherited investment habits of individual investors as well as high
deposit thresholds to access wealth management accounts. These factors are explained below.

e Lack of information transparency - Chinese investors have limited access to credible
market information sources that go beyond news reports, advice from friends and
relatives, and perceptions of government policy trends. There are comparatively few
objective channels to analyze a company’s operating performance or industry perfor-
mance.

o Inherited investment habits - Chinese investors, especially the emerging affluent, have
relied on real estate investment as a major source of returns for over 20 years. This
singular reliance on real estate has created a risk-prone mindset that prioritizes
higher-return investments in a single asset class, such as stocks. There is little incentive
to invest in index funds because, due to their highly regulated nature, they come with
high annual commission fees and channel fees, and offer comparatively low returns.

e High deposit thresholds for wealth management accounts - Most wealth management
companies require a minimum of RMB 500,000 - RMB 1 million in initial capital to access
their broader suite of investment products, particularly products of overseas investment.
This excludes average investors from the game. However, this is gradually changing with
emerging Internet finance platforms and bank-issued portfolio products.

These obstacles to diversification make it difficult for China’s emerging affluent to limit their
exposure to systemic risk in the domestic financial market. In order to address these challeng-
es, many academics and policy advisors have suggested that China’s government will need to
implement a set of reforms that open China’s financial services industry to competition,
decrease barriers to offshore investment, and punish fraudulent behavior within the financial
services industry.
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China’s central government recognizes the problems that currently afflict the country’s

financial sector, and has proposed significant reforms to improve the situation. The most

significant reform the government has decided to pursue is gradually liberalizing the capital

account to allow for more capital inflows and outflows. If managed properly, capital account If managed properly, capital

liberalization could potentially benefit investors by easing restrictions on investing in overseas account liberalization could

. tentiall nefit investor:
equity markets. potentia ly be ent investors
by easing restrictions on

investing in overseas equity
China has already experimented with these reforms in an ad-hoc fashion by establishing the markets.

Qualified Domestic Institutional Investor (QDII) scheme, which allows mainland investors to
participate in foreign mutual funds. In addition, the introduction of the Shanghai-Hong Kong
Connect has opened a channel through which Chinese can begin to invest in overseas markets.
On the inbound side, the Qualified Foreign Institutional Investor (QFIl) program provides foreign
institutional investors access to China’s capital markets, despite low value caps limiting foreign
ownership to five percent of China’s total market capitalization. This is one reason that institu-
tional investors have a weak presence in China’s domestic stock markets today.

In theory, the benefits of capital account liberalization are several-fold. First, with greater
flexibility to move money in and out of China, domestic financial services firms would have to
increase their level of competitiveness in order to retain market share. Second, additional
capital account liberalization would also further integrate China’s capital markets with the rest
of world. While this might potentially heighten volatility in the short term, over time, the
extreme volatility that characterizes China’s markets would be reduced, and investors seeking
modest long-term financial gains would reap the benefits.

Supply-side reform to boost services?

Beyond capital account liberalization, the Chinese government has also announced its intention
to prioritize “supply-side reform” in the finance industry. The purpose of China’s supply-side
reforms is to encourage more efficient, market-oriented use of capital and investment. At the
National Financial Work Conference in December 2015, PRC Minister of Finance Lou Jiwei
pointed out that supply-side reforms in the financial sector will focus on promoting
state-owned financial institution reforms, establishing a multi-layered and professional
financial services sector, and opening the sector to more competition.

While the nuts and bolts of supply-side reform have yet to be fully specified, the broader
objectives introduced by the central government—such as RMB liberalization and IPO registra-
tion reform—have the potential to significantly benefit Chinese investors. As the government
attempts to implement these reforms, industry must do its part to meet the rising tide of
expectations among China’s emerging affluent by switching to a model of investing that places
the long-term goals and needs of clients front and center.

#RHATS, Wbtk PEIRSEMAES

China’s emerging affluent investors are heading into the future with high hopes. To pursue their
aspirations, they are actively managing their personal finances and, for the most part, have
managed them reasonably well. Nevertheless, the emerging affluent still demonstrate notice-
able investment missteps. In order to help investors reach their potential, China’s financial
service providers can take the time to educate clients by providing them with professional
guidance, product knowledge and the basics of financial planning. Financial advisors must also
begin to engage with investors on a personal level, working with clients to define concrete
investment goals. Not only should this client-centric model of investing allow investors to
formulate realistic long-term plans for achieving financial stability, but it will historically also
gives rise to a more mature, better-functioning domestic financial sector.
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Emerging affluent investors’ misperceptions of wealth management

In order to reshape the relationship between advisors and investors in China, it is first neces-
sary to understand how investors conceptualize wealth management. Today, most of China’s
emerging affluent investors define wealth management as a specific type of investment.
According to our survey, 60 percent of investors equate wealth management with investing in
the stock market; 58 percent associate it with using assets or cash to invest; and 43 percent
believe wealth management is investing in funds. Instead of viewing wealth management as a
comprehensive investment-advisory discipline that encompasses numerous types of financial
services, emerging affluent investors appear to treat wealth management as a type of transac-
tion. This prevailing perception contributes to some of the common investing mistakes that we
uncovered in our survey results, and is reinforced by the product-based nature of the wealth
management industry in China.

Exhibit 9: Definition of Wealth Management

Investing in the stock market NN 60%

Using ma assets or cash to invest
Investing in fund markets NN 43%
Maintaining asset value 24%
Hedging losses NN 24%
Experiencing high ROI 20%
Increasing the amount of assets| NG 18%
Diversifying investment to reduce 18%
Maintaining wealth in general  [INEGEENE 17%
Having good insurance coverage 16%
Having substantial savings NN 16%
Owning real estate 14%
Having fixed returns [N 14%
Minimizing risks 12%

Investing in bonds/treasury I 10%

58%

Source: Charles Schwab 2015 survey
Note: Definitions which accounted for less than 10% of the base are not shown

“A six percent return would
be very high in the US, but
in China it’s considered
low.”
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Unrealistic expectations

Since China’s emerging affluent view wealth management within a transactional framework,
they often tend to conflate concrete investing goals with vague aspirations. This is a common
source of confusion—one that financial planners in developed markets are tasked with helping
clients address. In our survey, although 44 percent of investors suggested they have long-term
investment goals, 45 percent indicated they invest to increase their wealth and improve their
standard of living. In truth, this vague desire is not a defined goal, but an aspiration that leads
to unrealistic expectations. Younger emerging affluent investors, in particular, are susceptible to
this unhelpful investing mindset (see Exhibit 10 below).

Exhibit 10: Primary Reason for Investing (by Age)

Age Total No. Retirement  Education {/r:/cerael?ﬁe 'EAX?ZL e gg?nr;—term
20-29 56 21% 7% 52% 11% 9%
30-39 159 26% 13% 47% 7% 7%
40-49 119 36% 13% 41% 6% 4%
50-59 106 43% 10% 48% 4% 5%
60-69 10 40% 20% 20% 0% 20%

Source: Charles Schwab 2015 survey
Note: Respondents who do not have assets overseas and do not plan to invest overseas

Without specific goals to keep them anchored, investors are more likely to engage in impulsive
decision-making that they believe will expand their aspirational possibilities. This risky
decision-making often comes in the form of aggressively buying and selling stocks over the
short-term in pursuit of higher rates of return. As one vice-president of an investment firm
indicated, “Most Chinese investors consider the stock market to be a short-term investment
channel, and investors expect high returns. A six percent return would be very high in the US,
but in China it’s considered low.”

To illustrate this point, Chinese investors often resort to comparing their investments to a
benchmark, such as the China Securities Index (CSI) 300, to measure performance. However,
while an index score represents the performance of a bundle of assets before cost, an inves-
tor’s real portfolio incurs costs such as taxes and channel fees. In other words, indices do not
paint a full picture of investment outcomes for investors. As professionals, financial advisors
have a responsibility to carefully explain such knowledge to their clients.
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The case for client-centric investing in China

With diverging investment goals, perceptions, and habits, China’s emerging affluent investors
require more than a short-term, product-based, one-size-fits-all approach to investing.
Instead, consumer trends and increasing affluence suggest that Chinese investors could benefit
from a client-centric approach to investing that provides personalized advice and encourages
prudent investment practices. This involves working with a qualified wealth manager to set
goals and develop a financial plan, as well as delegating investment management to profes-
sional portfolio managers. The benefits of this approach versus a purely self-directed approach
are clear both in terms of a more holistic planning orientation and concrete, long-term goal
setting.

For the typical emerging affluent investor, financial planning is a new concept. According to a
senior executive of a US-based financial planning standards accreditation organization, one
reason most Chinese investors do not appreciate the value of planning is because the
overwhelming majority of them earned their fortunes without a plan. This perception of
planning as being low-value is confirmed by our survey data. When asked about primary
obstacles that prevent investors from achieving their investment goals, only 23 percent
indicated “lack of financial planning” Interpreted in another way, 77 percent of investors believe
that financial planning would not help them achieve their investment goals.

In order to create an investing environment that encourages long-term financial planning,
wealth management companies would need to work to make investor expectations of their
advisors more centered on achieving long-term goals. Although it may be difficult for domestic
companies to actively abandon their strong focus on product marketing, doing so would
constitute a necessary step along China’s path to a healthier functioning financial industry.

The need to integrate technology and people

Beyond shifting to a client-centric business model, wealth management firms may benefit from
incorporating new technologies into their financial services. Illustrating this point, the 2014
Charles Schwab-Tsinghua University survey revealed that only 50 percent of respondents
handled their investing in-person at a bank branch, while 77 percent engaged in online
banking. Still, new technologies remain incapable of serving investors’ most pressing personal
needs. While 54 percent of respondents indicated that it was important for investments firm to
offer accessible online platforms, even more (58 percent) prioritized the opportunity to work
with knowledgeable representatives.

Incorporating technology into financial services is not an “either-or” proposition: the experience
of developed markets suggests that what consumers really desire is a technologically
enhanced experience that is founded on and cleanly integrated with human interaction - a
“relationship.” For Chinese investment firms, there are many opportunities for advancement on
this front.

One reason most Chinese
investors do not appreciate
the value of planning is
because the overwhelming
majority of them earned
their fortunes without a
plan

While 54% of respondents
indicated that it was
important for investments
firm to offer accessible
online platforms, even more
(58%) prioritized the
opportunity to work with
knowledgeable representa-
tives
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Encouraging the exploration of offshore opportunities

Finally, a crucial step that China’s domestic financial services industry should take to diversify
client portfolios is to help investors explore offshore investment opportunities. According to
one bank manager, “Offshore investments are not particularly interesting to the average
Chinese investor. Only investors with at least RMB 30 million or professionals at banks are
likely to pursue offshore investment opportunities” Reasons for this current reluctance to
invest abroad include a complicated foreign currency exchange process, the small-scale nature
of offshore investments in comparison to the large domestic projects Chinese banks tend to
fund, and the fact that China’s domestic financial market (until very recently) was growing at a
rapid pace. Still, our survey found that the emerging affluent are gradually becoming more open
to investing abroad, with about one-third of respondents who do not own assets abroad
indicating they would consider offshore investing if the option were made available. Both
government and industry stakeholders have the opportunity to cooperate to make this type of
financial diversification easier to achieve.

Role for industry to facilitate new type of investing

The enormous personal wealth being created and accumulated in China bodes well for the
domestic wealth management industry. Nonetheless, this industry is still in its infancy. The
market remains largely product-driven, clients’ investment universe is still highly limited in
scope, and no institutions have established a truly sustainable business model. Similar to their
high net-worth peers, we believe that emerging affluent investors in China will, over time, shift
their household assets away from bank deposits to assets that have the potential to deliver
higher returns. In order to capture this growth, domestic firms will have to develop new
business models and strategies.

In order to facilitate this new type of investing, we believe that industry players may consider:

e Embracing an advisory-investment model of wealth management which places the
investor-advisor relationship at the center.

e Moving away from product-push to providing total financial advising solutions.

e Developing investor education programs aimed at informing investors about goal-set-
ting, planning, and risk management instead of product pitches.

e Integrating investing technologies to provide investors with an enhanced experience
founded on and cleanly integrated with human interaction.

China’s emerging affluent crave investment strategies that speak to their desire for long-term
financial stability and rich life experiences. In taking the steps outlined above, industry players
would assist this complex group of investors in navigating an opaque, volatile financial market
that is more often perceived as a threat rather than as a means of achieving their goals.
Furthermore, by embracing a new investment model that addresses clients’ personal needs,
domestic financial advisors can encourage a more balanced approach to investment across the
Chinese economy as a whole.
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As China’s economic transformation has returned the country to a position of global promi-
nence, its inhabitants have started to grow accustomed to the unprecedented comfort and
security that characterizes modern life. For no group of people is this truer than China’s
emerging affluent, who not only hope to care for their parents and provide for their children’s
future, but also expect to maintain their own high living standards. These investors are not the
“stock punters” and “gamblers” that popular media have made them out to be; they are a
diverse group of sophisticated individuals who view China’s volatile financial market with
considerable apprehension. These individuals may find benefit in professional wealth manage-
ment services that take their concerns into account and cater to their long-term needs. Unlike
the financial planning industry in developed countries, however, China’s domestic wealth
management firms still largely rely on mass-marketed products such as WMPs.

If Chinese investors are to feel secure in their financial future, this mismatch between needs
and services provided should be to be resolved. In order to adequately define and meet their
financial goals, China’s emerging affluent could benefit from professional assistance. China’s
government and financial service providers have the opportunity to work together to create an
environment in which this kind of assistance is not only available, but expected. While wealth
management firms can begin to engage with investors and educate them about financial
markets and risk, China’s government should continue to push forward financial reforms such
as capital account liberalization. Above all, financial service providers should prioritize inves-
tors’ long-term planning needs, giving them the confidence and security needed to not merely
survive, but to flourish.
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