9" Floor, Nexxus Building

Investing through discipline 41 Connaught Road Central, Hong Kong
Tel: (852) 2880 9263 Fax: (852) 2564 8487

Email: vpl@vp.com.hk

, Value Pal‘tners Value Partners Limited

e This document is issued by Value Partners Limited flmrimation purposes only. Neither Value Partngrs
Limited nor the Directors of the company accept angaasibility whatsoever for the accuracy or
completeness of the information contained in this document.

»  This document should not be copied or distributed to thartlgs without the written consent of Value
Partners Limited.

* This document does not constitute a prospectus, an offeriovigation to subscribe any securities, or &
recommendation in relation to any securities.

Value Investing - Making it work in China and Asia

A Presentation by

Mr. Cheah Cheng Hye
Chairman and Co-Chief Investment
Officer, Value Partners Ltd.

Organized by

Columbia Business School's
Heilbrunn Center
of Graham & Dodd Investing

21 October 2010

here today. So, first | would like to acknowledge
Helene and Sid Lerner, whose family actually
made the Graham & Dodd Center possible, which
of course runs this breakfast.

Bob Bruce, who is unfortunately not here,
who funded the first breakfast, Mario Gabelli and
GAMCO, who are responsible for the original
internationalization of this event, who are funding
and have continued to arrange the simulcast of this
Unfortunately, Dean Hubbard could not be herevent to London, and obviously to Fidelity, who
today, so | am on this platform without a leashare providing their offices in London. | think & i
and | intend to make the most of it. So, the morleeing transmitted also to Hong Kong this time in
time you can give me, the more grateful | will be. some form, at the behest of the EMBA-Global

All right, if you have read your programs,program in Hong Kong, which is a collaboration
you will see that this is now the 20th version oféf Columbia Business School, London Business
this breakfast. | would like to see a show of handschool, and the University of Hong Kong, all of
— how many people were actually here at the firgthich 20 years ago was completely inconceivable.
[Graham & Dodd Breakfast] in the broom closet a{Ve are obviously extraordinarily grateful to Value
the Intercontinental Hotel? Okay, well, it has beeRartners Ltd., for making Mr. Cheah available on
an extraordinary development over that periodhis occasion, but, I think, most of all, | woulkd
and there are people who are due credit for tite acknowledge all the people in this room who
expansion to the extraordinary group that you séepresent what is increasingly a vibrant and

Professor Bruce C. N.
Greenwald

Robert Heilbrunn
Professorship of Finance
and Asset Management '
at Columbia Business
School.
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valuable community of value investors, as thextent to which they can anticipate similar market
name implies. So, thank you all for being here armdkevelopments.
for your long-term support, and | look forward to
the 40th of these to occupy the whole of this hotel

There has, I think it’s fair to
There have in the past year also been some fairly say, been an extraordinary
monumental changes at the Graham & Dodd
Center at Columbia University. One in particular |
would like to acknowledge on this occasion. Erin
Bellissimo, after eight years and an extraordinary

degree of productivity that not only involves . . .
g productivit y Invo ne aspect of this focus on relatively high-level

taking programs at Columbia Business School ar%] has b that le h b i
out of the Heilbrunn Center from nothing to th’;'lf enomena has been that people have begun 1o

you see today, but who also produced fo Pok around and remark on the extraordinary
children in that ti'me, is leaving, | think, rightter differences in economic performance — both pre-

this breakfast. So, first of all, | would like tega C1SIS and post-crisis — around the world. In
round of thanks to Erin for all her efforts. | m&,Jmpartlcular, the differences between the rates of

Erin stand up, they won't notice, but you shoul rowt_h in_emerging markets — Brazil, Indla,_
anyway. ussia, and the other resource exporters and China

We are very lucky to have the Louisa Seren@" the one hand, and the traditional developed

who has so far in the last six months proved to %@dustnal economies of Europe, the U.S., and

an extraordinarily able replacement for Erin an apan on the other. There has, | think |ts_fa|r to
will carry on that work. Louisa, if you'll stand up say, been an extraordlna_lry amount of excitement
that would be good, too ’ about the former economies, for good or ill.

| think it is important in this process of
looking at macro forces, to look at different
economic contexts around the globe and not lose
§ight of fundamental value principles. And there |
0Would start with Warren Buffett's two rules of
81vesting: rule #1 is don’t lose money; and rule #2

amount of excitement about
the former economies, for
good or ill.

Before | start to do the substantive introduction t
today’s breakfast, let me just talk a little bitoalb

procedure. I'm going to do an introduction that
hope will only take up all the rest of the 1
minutes | have. Then, | am going to turn it over t 3
Mr. Cheah who has prepared remarks that shodﬁjdon tforget rule #1.

run some 45 minutes to nine o'clock. Then. we First and foremost, | think value investing is
will take questions from the floor. If you,’re about avoiding permanent impairment of capital.

: ; hat means preeminently, | think, no bubbles —
worried, | actually have a couple of questions tg . ’ ’ .
start with, but ygu should feeIIJ free ?0 ask you ot Japan in 1989, not tech and telecom stocks in

; . 999, and not housing and financial stocks in
questions at the end of his prepared remarks. 2008. The problem of course with that prescription
theis in recognizing when you are in the middle of a
QMbee. There are, | think, well established
symptoms that we can look at. First, all these
Qubbles are associated with an extraordinary
gegree of enthusiasm and certainty about the
Rjospects of a particular asset class or a paaticul
group of stocks or the prospects for a particular

ntry. The problem is that sometimes this
pthusiasm is justified.

| think the second and more reliable measure
when you are in the middle of these bubbles. |
rT){\/ould have to say what | think is the most likely

bble out there at the moment is US treasuries;

the returns that are available from the favored
securities are disproportionately less than

All right, with that as housekeeping,
developments of the last three years have had
extraordinary impact. | think it is clear for
investors, in particular, on attitudes toward
macroeconomic factors. When we started th
breakfast 20 years ago, if you mentioned the wo
‘macroeconomics’, people would act as if you ha
transgressed some of the deepest taboos of

profession. As we stand or sit here today, almo§
everybody is suddenly a macroeconomist in some
degree. The success of some investors

anticipating, and, in many cases, profiting fro
the severe economic declines in 2008 and 20
has obviously led a lot of people to think aboet th
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comparable returns, or in many cases, less riskgcount for less than 40% of national income.
returns that are available on other securities. Sdpw that is going to play out and what that is
for example, you can get 2.5% on treasuries toddikely to mean for profits, | think nobody without
because we are in uncharted macroeconomang-term substantial expertise in China is going
territory (at least, with a substantial possibilitiy to be able to discern particularly effectively.
inflation undermining the value of that At the level of firms, there are accounting
investment.) differences, and in China and also in many other
Treasuries are not risk-free, | think, in theemerging markets, there is a degree of government
present environment. At the same time, there aimvolvement and involvement of state-run
extraordinary franchise businesses that are selliegterprises in those economies that is
with 3% or more dividends — with earnings returnsnprecedented. We don’t have a lot of experience
that are very stable — of 5-8% that are natbout economies that evolve over time towards
susceptible to the ravages of inflation, becausegher-end products, and how those state-run
they have pricing power and are able to pass aloegterprises are likely to adapt. Accounting,
increases in costs that are not particularlseporting, and financing requirements in such
susceptible to deflation, because, by their naturenvironments are just very different from what we
they are insulated against competition. And, ifre used to.
there is any growth, you are looking in these On the other hand, whether it is Warren
lower-risk opportunities at returns of 8-11%pBuffett and Charlie Munger with their investment
versus the 2.5% that is available on treasuries. in BYD on the long side, or Jim Chanos with his
effective commitment on the short side, people are
going to engage in the investment climate and
How that is going to play out with the investment possibilities in China. Under
and what that is likely to mean those circumstances, it seems to me the best we
for profits, I think nobody can do. is provide a reliable guide as a starting
without long-term substantial point with that engagement, and we are therefore

. . . extraordinarily privileged today to have Cheah
expertise in China is going to be Cheng Hye as our speaker, who is — | think it is

able to discerljl particularly fair to say — over the last 20 years, the preentinen
effectively. value investor in China, and in Asia, more
generally.

The problem is that in the case of the emerging He is the chairman, co-founder and co-chief
economies, trying to do similar calculations is bynyestment officer of Value Partners, which
no means an easy task. And there, | think, yaWanages $6 billion. If you read the press, this is
have gOt to rely on the second fundamental BUﬁ%rtiCmar]y appropriate since Mr. Cheah began
principle, which is: know what you are buyingjjife as a reporter, which means there is hope for
understand where your margin of safety is comingverybody, no matter where they start. Value
from. Partners has been widely recognized in the press
What that means is coming to terms with th@ot only for being the leading value practitioner i
help of experts in these areas and in the nature ®fhina and Asia, but also for being one of the very
these economies. China, in particular, is okay | thest investors and most highly regarded investors.
not know if any of you have tried to look at thesince China is not notable sympathetic to a value
national-income statistics from China. The lasipproach, it is a true testimony to the value sf hi

that are available on the official website that hdvice_ So, itis a great honor to present Mr. Ghea
looked at are from 2005, and they are prettigheng Hye.

rudimentary. Also, at the national level, what they
tell you about that economy is that it is an
economy of a kind we have never seen before.

In a typical developed economy, or even in
most developing economies, wages account for
roughly two-thirds or slightly more, of national
income. If you [can believe it], wages in China
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applied it quite religiously; we used to call iteth
Bible. But in more recent years we switched to a
different book. I am not plugging the book, just
telling you what we do. It is a book by a guy
named Martin Fridson, whom | never met, called
Financial Statement Analysis. It is a simpler book,

Mr. Cheah Cheng
Hye

Chairman and Co-
Chief Investment

Officer, Value but pretty much the same thing &ecurity

Partners Ltd. Analysis.

Thank you very much, Professor. We'’ve conducted about 2500
Professor Bruce Greenwald, | appreciate the company visits per year,

opportunity to speak today. | want to say thank excluding phone calls. That is
you again to the Heilbrunn Center for Graham & the real source of our power;

Dodd Investing and Columbia Business School, . . .

and of course | am deeply grateful to all of you fo just old fashlgned kicking the
coming. | will try my best to share with you what | tires.
know about how to apply the value investin

discipline in my part of the world, East and>: We do a lot of financial modeling. We've
Southeast Asia. conducted about 2500 company visits per year,

Now, before | go on, | need to tell you excluding phone calls. That is the real source of

according to Compliance regulations, that th@Ur power; just old fashioned kicking the tires.
statements that | am about to make to yoWhat we are good at is that we put into practice

represent my personal opinions and not those B¢ theory of value investing that my colleagues
Value Partners. and | have read about and we've study very

seriously.

As for Value Partners, we are the only listed asset, | actually do not believe we have anything
management company in Asia, outside Japan, afidginal to say about the theory, but | think we
even in Japan there is only one listed company, 8§ve gained some valuable insights that | will
there is ample documentation available on who w1are with you about its actual application; tisis i
are and what we do; there is a lot of transparency¥hat we are actually good at. Now, before I go on
The company was listed in 2007 by Morgaﬁo the next slide, 1 want to tell you that_by the
Stanley and JP Morgan. The mission of thEPughly mid-to-late 1990s, | was coming up
company is very straightforward. Our mission is t§92inst the big “what if" question, as | tried to
build a temple of value investing for East angreate a sustainable business model out of the

Southeast Asia. This phrase was coined by yOLﬁgnc_ept that. | wanted to carry out value inves:ting
truly. Actually, | used to be a journalist; | worke N this very immature market that we cgll China.
for The Wall Street Journal in the 1980s. But Because | began to ask myself what if we can
seriously, what we are really trying to say wittfreate a business modgl — a value investing flrm -
this phrase is that we are first and foremost aevalthat performs, but that is not dependent on having
investor, and only secondly are we a Chin& 9€nius or a star performer or some kind of a
investor. The distinction is quite importantMagical black box within the firm? _
because up to now, China has been what | call a | €ven began to wonder if there was some kind
‘story’ market. A lot of people buy and sell Ching®f & conspiracy, maybe by the marketing people or
based on stories they read in the press or on witag Press, to try to tell the story that to bea th

somebody has told them about. In the process,fa"ket you needed to have a genius or a star
can be very difficult to carry out fundamentaiPerformer or a black box, and I thought to myself

value investing according to the textbooKhat t_his was not a very sustainable way of doing
definition. the job. So, | began to ask myself very
So, we are trying to go the other way. ouyptraightforward questions like, is there a way that

standard textbook throughout the 1990s wd¥rmal people, ordinary people that you recruit

Graham & Dodd’sSecurity Analysis. We actually Out of college, can become very good value
investors, at least with respect to the China r&gio
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So, that became a kind of quest for me. Initiatly, of Merrill Lynch. That was the first mainland
was just intellectual, but as | am going to explai€hina company. Today, of course, it is the partner
to you over the next 15 minutes, we turned it intof BMW in China.
a reality. Things happened at Value Partners too
First of all, you have got to understand that i§uickly; there was not enough time to put together
you do not have good people you cannot createaa in-depth and appropriate culture of professional
good product. So, the first answer to the puzzle artegrity. That is why you sometimes hear some
the question | just raised is to create a very gogpeat horror stories. Very basic concepts that
corporate culture. And the second thing we dahould have been instilleth the market when
which is, | think, a bit more interesting, although people first joined, concepts like put a client's
know that sometimes when | say this, | am greetedterests first, be transparent in your dealings,
with a bit of hostility from people who do notidentify and be wary of potential conflicts of
want to hear about this. | believe | have succeededterest... You would be amazed by how many
to some extent anyway, in industrializing the valupeople in my industry, in my part of the world,
investing process, transforming it from a boutiqubave never heard about it or only pay lip service t
craft into a process of mass manufacture. It souniis
pretty elaborate, but actually is very simple. So the first thing | did was — actually not the
Again, | will explain to you, but | am trying to first, but sometime in the mid-to-late 1990s —t pu
get away from a system that relies on geniuse®gether what | calMy Promise, and | asked my
and trying to get a system that | turned into ataff to sign it, individually. | framed it and piit
sustainable and a scalable process. In fact, wefront of them, in front of their computer, seeth
have been doing this in Hong Kong since the latgould be reminded of it every day. And we do a
1990s - sometimes with great difficulty.lot of this brainwashing thing, you know, that we
Sometimes, we thought better to just give up, bifave elaborate ceremonies and kind of assure one
we stuck to it and we have in the process createzhother that we are very serious about our
what | think, is a pretty valuable business that iRromise.
fact has consistently been able to beat the market. So, here is a copy of the promise and it
basically just encapsulates basic concepts that you
need, because value investing is really a kind of a
I believe I have succeeded, to very vigorous philosophy and deep exploration of

some extent anyway, in reality, but if you don’'t have people who are
industrializing the value intellectually even honest, there is no way you can

investing process, carry out the mission.
transforming it from a
boutique craft into a process My Promise
of mass manufacture. It
sounds pretty elaborate, but
actually is very simple.

As a Value Partners person, I pledge to:

+» Be honest and straightforward

<+ Put my pride, not my ego, into the job

+ Always strive for self-improvement

The first part of what we do is that we had totstar « Putclients’ interests fivst

from almost ground zero in terms of Creating al < Be fair and responsible to shareholders

appropriate culture to implement and execute thi « Keep our workplace free from office politics
concept. Here, | have to take two steps backwar( « Keep secrets, mamtain confidentiality

and explain to you the context in which | operate < Uphold our reputation for creative, high-value solutions
because here | am in a market that, unlike in th
United States, is a very young and immatur
market. The first companies from Mainland Chine
were only listed in 1991 or 1990, | cannot
remember; there is a company called BrilliancBlow, we then go on to the actual investing
China, and it was listed in New York with the helgprocess. When | talked about using words like

«» Emphasize a user-friendly, cost-effective approach

++ Focus on concrete results, not excessive procedure

www.valuepartners.com.hk
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mass manufacturing and industrializing a craft, The first skill, obviously, is originating ideas.
what | really meant was that | have broken it dowfriginal ideas itself is an important skill. We leav
into a set of skills. Each skill can be mastered by matrix, let us call each of it A, B, C, D. I'mitg
fairly ordinary people with probably just a collegeproud to tell you that | actually scored A in
education, and the process is teachable, asiginating ideas, but unfortunately, in some other
repeatable, is sustainable, and is scalable. It gkills | have like a C.

definitely not magic, it is definitely not driveryb Each human being has different strengths and
genius, but it is all the above that | mentioned tawveaknesses, but together we make a formidable
you. team, | think. So, for originating ideas for a \alu

I would identify each of these skills to you,investor in China and Hong Kong, the key is to
but the starting point for this is that there are ind ideas that are very contrarian. Perhaps |
number of images | can draw for you to try teshould illustrate it on the board. | will go thrdug
communicate what | am actually trying to achieveeach skill step by step and tell you or highlidig t

One is, | was very frustrated by the idea thagalient points that we use to train people for each
no matter how smart a human being is — even tk&ill.

President of the US, for example, who is after all For originating ideas skills, which | claim to
just a human being — his potential for excellersce score an A, we have a universe of several
almost defined by the limitations of being humarthousand stocks: Taiwan, Mainland China, Hong
But what | really want, if possible, is an operatio Kong, and in the case of Value Partners, some
or situation that can be almost beyond human kKorea, Japan and Southeast Asia. We simply
superhuman — and then | thought of the concept divide all the stocks into category 1, 2 and 3.

the ant colony. One is undervalued, so your job if you work

There is a saying that in case of an all-odbr me or in my team is that you must try to
nuclear war, the human beings won't survive butlentify Category 1 stocks and then do research on
the ants will. Why is that? Each ant is probably & Category 1 stocks are undervalued. Category 2
pretty dumb animal or insect, but together, bis fair value. We find a lot of sell-side brokeesid
socializing the process involved in survival ando recommend Category 2 stocks.
production, they are incredibly strong. You can't And, when you sit in a taxi and the taxi driver
really kill them all, they are repeatable, they areells you about stocks, it is probably Category 3.
scalable, etcetera. So, technically, our objective is to buy 1 and

sell at Category 2.5. Later | will start tellingak
the problems, but anyway, right now | am just
Each human being has giving you the theory. For Category 1, generally,
different strengths and the most fertile area to find these ideas are stock
weaknesses, but together we thaft are unpopul_ar that nobody cares abOL_Jt -
make a formidable team. definitely not an index stock, or t_hat somet_hlng
bad has happened. It sounds so simple, but in real
life it is quite difficult to do because maybe dt i
dAsian culture or human nature, but people do not

Finally, I thought about what Chairman Mao sai L .
or was alleged to have said. | was too youn@el safe sticking thelr necks out to look at these
popular companies.

actually, but there was something about usin . :
socialism to help capitalism. So, as a company, we So, in China-related stock markets, there are

. , . . actually quite a lot of Category 1 stocks becatise i
are a pretty socialist company. | won't go into b}; a \)//e(rqy emotional magrke)t/ very momentum
detail, but people have compared us to bei <§r ’

Israelis on &ibbutz — everyone helps each others e S0 stocks fall in and they fall out of favo

but we are actually doing all this in cause of thIea'rly qwckl_y, and, in fact, n a r?‘ther predictab
capitalist system actually way. Now, in case you can identify good Category

Anyway, so what we are really doing is thatl stocks, your next step is to start looking at the

we have broken down each skill into steps anr&search part of it. Remember, | said this was skil
ry;nber 2.

here are the steps, these are the so-called sel¥ Research, now for a firm like Value Partners,

specialist skills. and | think a number of firms around the world, is
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quite difficult to push out to the frontier people who were analysts and fund managers, few
intellectually. We have standardized oupeople actually wanted to stick their neck out and
spreadsheet, and we look at all the obvious detaiisake a real decision.
and financial numbers and number crunching. The We call that a lack of killer instinct — this is
only thing new | can say about research is that one of my phrases. Nobody really wants to Kill
the China context, we have been movingnybody anymore in our civilized world, you
increasingly away from quantitative analysis t&now. So, we even have a guy who has since left
qualitative analysis. When | first started in théhe company, we called Mr. OTOH.
1990s, there were very few companies with OTOH stands for ‘On The Other Hand'.
superior business characteristics in China. What Yeah, I'm sure all of us know about this, that
you were really buying were pretty lousythe analyst will always give analysis in about 30
companies trading at very cheap prices, and thagges that take you half the night to read, and the
in fact, it was quite difficult to be a long-termconclusion is: however, if, but, and on the other
investor because some of these companies d@nd, you know. So, in the end, you don’t know
chopped up, or competitors came in and they awat you are supposed to do, if anything.
gone. So, | am trying to kill the Mr. OTOHs in my
So, we were pretty much a traditional classicompany, but it is not easy, and | began to realize
value investors trying to get the last free puff ofhat it is possible to train and be good in decisio
the cigarette. But in more recent years, the tremdaking. One clue to the way we are doing it is
has been much more encouraging. You are findirmprrowed from the Buddhist philosophy, which |
more companies that may fit the description of am a follower. It is to remove yourself, your sense
good franchise. l.e. a sustainable, competitivef self from the equation, when you are trying to
advantage, durable advantage we call it, and to daalyze anything. By injecting yourself or your
that it is very difficult to quantify in numbers. sense of ‘me’ into an analysis, you distort the
reality because your ego gets involved. Your
perceived self-interest, your need to be given
So, in China-related stock credit for something, gets involved. So, remove

markets, there are actually yourself from the analysis.

quite a lot of Category 1 ; NtOV\.” Eh(_erh_next cue, we bca”t itl “d?ag)
stocks because it is a very structuring. is again came about almost by

. accident, because | began to realize that by local
emotional market, very Hong Kong standards, we are a very big company.
momentum driven, so stocks But anyway, we are a big guy in our little
fall in and they fall out of patch of the jungle, and we can demand good
favor fairly quickly. treatment from the brokers, and | began to realize
that if we decide to buy something based on the
research and our idea finding, we shouldn’t just go
You have to look at the characteristics of thand try to buy in the stock market. We should
management and the business model. But &pproach the company and say, let's make a deal:
summary, we are looking for something called th&e’ll buy 5% in your company, and you do it
three R’s: the Right Business, run by the Righthrough a form of placement of a single block of
People at the Right Price. And as | mentioneshares or what the American people call “PIPES”
earlier, we are seeing a trend where the origingnsactions, which | think stands for privately
emphasis of Value Partners on just the Rigkfomething, something per equity, whatever, you
Price, because it was the only thing we havenknow.
found, is changing more and more to the Right You always get better termsore discount, or
Business run by the Right People. you can get them as convertible bonds. For your
The third skill was originally not considered ainformation, about slightly over a year ago, an
skill until I began to realize that decision makingAmerican company called Affiliated Managers
is in fact a teachable skill in itself. Actuallpet Group, listed in New York City — the chairman is
real problem is the lack of decision makingover there. They bought 5% of my company
because although we had a team of almost 3frough a negotiated deal.

www.valuepartners.com.hk
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All right, so due structuring in itself just not done at the fund’s managerial level; it is done
brings a lot of benefits to clients. at my level.

Now, the next skill 1 think we’ll mention is I am actually the Co-CIO with another guy
Execution. This is no longer done by our fundchamed Mr. Louis So. We two guys are responsible
management team. It is actually done by for these skills, for better or for worse. We toy t
specialized team of full-time dealers; we haverovide leadership to the team, motivating people.
three of them in the office. It is in itself aHere, the key take-away you should note is that
specialized task. there is an abundance of hard skills in Asia, but a

Then, from here on my scores are droppinghortage of soft skills. What do | mean by that?
for your information. | tend to get high scoresénerFor your typical Asian people, if you can sit an
and lower scores as we go along because | getamination and provide some text books, they
bored as we go down the sausage-makingould do very well; they have that kind of culture.
machine. But if you ask them to do things that are not so

Maintenance — this is just a fancy word fotangible like communicating with people,
saying, “after you buy the stock, don't forgetmotivating people, providing leadership and
about it.” Keep in touch with the company, updatéeading, they are not so good. | am not sure why
your research vigorously, and keep thinking howhat is so, but it is a fact. So, we tend to stleigg
you can continue to enhance the value of tHitle bit in finding people who are willing to be
investment. leaders or to even communicate properly with

And the final thing is Exit. For people like me,people in the office leadership.

Maintenance and Exits are weak points, and | tend Macro strategy, | am not a macro expert, but
to try to delegate it to other members of my teamdecause of my perhaps size and experience, | am
who are more interested in these particular skillplugged to people who are macro experts, and |
Exit means actually selling the stocks, and theake sure they give me the first call if they think
prevailing wisdom for this is that you areanything is worth talking about. That is probably
supposed to exit when you figure that what yogood enough, but you have to have some sense of
know about the company and the people in thtbe environment where you are trying to put
company is quite common knowledge tamoney to work, although we remain primarily a
everybody, so you have no more value to add twttom-up stock picking company, and asset
the investing process. allocation and portfolio construction must take

Then you should be getting out; in theory. Ininto account your evaluation of the macro
real life, we usually sell far too early. | thinkis a environment.
thing about value investors. We see a lot of So, more or less as an example, we went from
problems all the time. 10% cash in our funds to 1% cash in our funds

between June and July this year, because, from a
macro point of view, we concluded this is one of

I think it is a thing about value those windows that opened up for China investing

investors. We see a lot of where you should be very aggressive when putting

problems all the time. money to work.

All right, sorry, just a short intermission. In eas The right way to go to do our
you are the CIO, you have to master these job is that if you enter a
additional skills that | had not mentioned earlier. transaction if you are a buyer,
The additional skills are: providing leadership, to  you shouldn’t be buying if you
make things happen — macro strategy — which we  think the seller knows more
didn't use to think about as a skill, because we than you.

were diehard, bottom-up value investors, until the

Asian financial crisis. And then we realized that

you actually better have some idea of what is tn@egative interest rates, soft landing, now

overall macro environment you are operating inpcreasingly evident for the China economy, and
asset allocation and portfolio construction. Tlsis i
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various other factors, including inflation, areelii You definitely can practice advantage
to increase a harder landing because the Homwyesting. Portfolio construction at my level is
Kong dollar and the US dollar are pegged, so waostly based on the idea of taking advantage of
are importing a lot of loose money policies fronthe macro environment and highlighting your core
the US, even though our own economy is actuallyompetence. Actually, we only have one real core
doing very well. So, the adjustment is taking placeompetence: stock picking.
through asset prices. So, the portfolios that | run are all designed to

| want to share with you at this point, the- as Professor Greenwald mentioned earlier — to
halfway mark of my prepared remarks, thapather against the downside risks, while
internally we no longer call ourselves ‘valueparticipating in the upside through a construction
investors’, although of course we are, you knowsystem that basically allows us to shine in the one
otherwise | don’t think | will be invited to spe&ix thing we know best: picking stocks.
you today. But internally, we use another phrase
now. | won't write it because it's easy to
remember This process allowed us to grow

We call ourselves ‘advantage investors’, our fund size in a way that
which is part and parcel of the seven skills
approach | mentioned to you.

I have developed and written quite a number
of memos internally on the concept that the right k
way to go to do our job is that if you enter a running the fund.
transaction if you are a buyer, you shouldn’t be

buying if you think the seller knows more than ) o
you. I am going to go on because it is time to talk abou

If you are a seller, you shouldn’t be selling joverall things | learned about how to survive and

you have not clarified why the buyers are wiIIina:Erc’S_lOer in China-related markets. Here, | am
to buy from you. This is a simple advantage ideaf2ving one of my main subjects, which is how |
that you must always have some confidence thg}lnk we are trying to industrialize the process of
you have an advantage over the counter party fivesting, but before I go away from the subject, |
any transaction, and we have developed maMyant 10 emphasize again that when | tried to
theories about advantage, most of it is based gscribe this process to some clients, | noticad th
the idea of having more research. thgy.were not very happy, because they thought

Here we are blessed. because unlike tQis is @ some sort of a trick for us to become an
relatively more efficient market like the US, our@SSeét gatherer, that the reason we have this
markets are extremely inefficient. We have amdustnahzed process was because we want to get
sorts of people who are not qualified to be in thBIg- _
stock market but who insist on being in it anyway, ~ThiS process allowed us to grow our fund size
| had many experiences where | asked peopld, @ Way that couldn’t be _done if our bu3|_ness
“what is the purpose of the stock market mynodel was based on a single human being, a
dear?” And they are, “Oh! It's there for you tocertified genius running the fund. But here we can
make money.” have many, many people are doing it, right?

That is all they will say. They forget that the But I just want to assure you this is really not
market is there to mobilize surplus savings of §ue- The truth is, from the 1990s onwards, | was
society and put it to work in productiveery interested in knowing how we can develop a
enterprises. Nobody cares about that actualljuStainable business model for running money,
asset-wise, maybe. and yet beat the market consistently, and yet

But anyway, so if you take the trouble todepend on hiring normal peqple to join our
research and do company visits, you have actuaffgmpany. Not great people, but just normal people
a pretty strong advantage over many other playef§!0 can, however, become great, and also a
in China-related stock markets who are actualjyStém that we help each other with our

quite, you will say, ‘uneducated’ in the true sens&/€aknesses, in a very humble and frank manner.
of the word. Okay, let us talk about Asia as a whole. First

of all, | already mentioned it is basically a very

couldn’t be done if our business
model was based on a single
human being, a certified genius
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inefficient market. You don’'t necessarily makerained or US-inference fund manager. | believed

money by investing in superior businesses. Asith having a very concentrated portfolio. | used to

said, there is a growing number of such superigo around telling everybody “you won’t see more

businesses, but it is still much less than ithan 40 companies in my fund, these are my high

America. You make money by taking money frontonviction ideas,” and | was very proud of it; and

stupid people who shouldn’t be in the market; thdhen as the years went by, | began to realize that

is the truth about it — it's changing but it's ktil our market was really very different from the US,

there because there are just a lot of crooks out thette wi
You need to be familiar with the political andvery bad corporate governance, and some of these

social context of the investment, not just thguys are very convincing.

financials. We have problems sometimes with

Asian people who came out of US Universities

with an MBA or whatever, because we find that I used to go around telling

they are too focused on numbers alone. Actually, everybody “you won'’t see more

there is enormous baggage in Asia regarding its than 40 companies in my fund
history. Some people are very sensitive about these are my high conviction’

politics and social issues. You have to be id ,, d1 d of it
sympathetic to it You have to understand why ldeas,” and 1 was very proud ot it.

sometimes so-called irrational things are done. |
think even the Chinese Government, from m
feedback now, is beginning to realize that growt
for the sake of growth is not that ideal.

0, your high conviction idea may turn out to be
actually your next lament, you know. But you

There are a lot of other things that ardvon't know unti you wake up the next morning
important, like having a clean environmentand read about it in the newspaper that your

reducing the income gap between the rich aAHvestment, which mgkes up 5% of your
poor, countryside and cities, and not just gro\,\Iﬂ,“1oncentrz';1ted fund, has just evaporated overnight.

for the sake of growth, and this is in the sam It happened to me quite a number of times, so

context that you must understand what mak Shave many scars with me. So, in the last,

people do what they do. Because of their histor‘gispec'g"y 10 years, I’VE tswungh to %hc_hffer?[n_t
their social values, etc. ew. For emerging markets such as China, it is

One exercise we try to do sometimes Witlpetter to have a very diversified portfolio. Don’t

0 .
some success is, we imagine what the newspa;? more 'than say 1 to 2% of your fund in any
- : -noartlcular idea, because you can then go to sleep

gwch better and you can withstand all these nasty
accidents that seem to happen every now and then,

I think it is probably because of my own"© matter how hard you work at it.

; So, now we have a portfolio with typically
background as a newspaperman. It is very useful A )
when you look that way; that you can imagineover 80 to 110 companies inside. Now, why don’t

’ ore fund managers do what | say; it's because

close your eyes and imagine, because you will fir(g X lot of self-int t Few fund
that sometimes the outcome for your particula ere IS a lot of sefl-interest. ~ew Tund managers

yﬁon’t have the kind of research resources that | do

six months from today, 12 months from today, 3
months from today.

company, whether it is a car company or a .
agricultural company, is driven not just by. you have a research team of maybe 5. people, it
’ already quite a feat to have a fund with maybe

numbers, but by government policies and’.”. AT
sometimes even by, let us say, the phenomen R ideas inside; but we have the resources. We

called El Nino, which is a kind of a temperature ave 100 companies and we stil have the

: : ; : . tesources to come up with 100 top-notch ideas;
ﬁlcmate thing that is sweeping the Pacific rlghg;md that is what we are doing. Keep it diversified,

Now, the last one | will say again is somethin € _able to withstand the unexpe(_:ted bad guy who
that | noticed. Sometimes, people don’t want t T”"es at you, shakes hands with you, and then
hear from me but | have got a secret that | wiffiSaPPears with all your money very suddenly,

share with you. When | first started my job withyOU know.
Value Partners in 1993, | was like every other US-
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As professor Greenwald was saying, it got theasily spoil it by becoming a victim of the money
downside risks, you see, not the variation. Keep disease, putting money in front of everything else,
diversified. whereas money in fact should be a byproduct of

Now, the next phenomenon | want to tell yoprofessional excellence.
about is that our industry over there is surrounded If you are very good in what you do, money
by pirates; not Somali pirates. By this, | meawill find you, you don’'t have to find money. It
stock promoters whose full-time specialty igeminds me of Sash Spencer.
giving you very convincing presentations and Okay, | jumped the slide a little bit. So, your
getting you to put money into their projects oname is your brand. Now, the next thing we want

companies. | am very familiar with thisto do is that we think that the disease of fund
phenomenon. | have lost some money to theseanagement is ego. People who have had some
guys, too. success being money managers, they are very

It partly has to do with what | mentionedvulnerable to the ego disease. They think they are
earlier, the fact that it is a young market and Bod and we try to discourage that. For example,
takes time for the proper values and professionake have this Master Big Theory of how you see
integrity to develop. So, you have all these wellyourself. If you see yourself as smart, you are
dressed young men and women who specialize likely to do stupid things. If you see yourself as
talking to fund managers like me. They know thadtupid, you are likely to do smart things.
we control a lot of money, and unlike banks we do
not really have credit evaluation, we just decide.

Sometimes, within the same day, we can give you You can very easily spoil [your
tens of millions of dollars of other people’s money  personal brand] by becoming a
to finance your project if your presentation sounds victim of the money disease,

right. putting money in front of

So these days, if someone comes to see me thi 1 h
who has got the right university degrees and attire everything elise, whereas money

and speaks like my kind of language and tells what 11t fact should be a byproduct of
| want to hear, | am actually very suspicious. I'm professional excellence.

not relaxed at all. 1 now have a history of

preferring people who are pretty rough and ready,

and look like they just came out of the shop floor50, We try to tell each other, let us see eachrothe
That is my kind of person now. as stupid people. It is better to assume we are

stupid. And we also find, at least for our team,

| mentioned earlier about abundant hard skills, n@€ople tend to overreact to almost everythings It i
much soft skills, and here is the other thing abotftat kind of office: we are nervous, we are jumpy,
our industry. Because of the incredible growth anéfere is a very high energy level. The average age
abundance of wealth created so suddenly in just #pmy office is about 30 to 35 years old, lots of
years by the financial industry in East andurplus energy.

Southeast Asia, everybody wants to join in. Even S0, | had to train people before you even
people who are not the least bit interested fiecide what to do, decide how much you are
finance. This is very unhealthy. It has created illing to invest emotionally, and as a reactiam, t
phenomenon that | call the money disease, whegqdy situation. Once you have decided it should be
people join because they think they will make a Id10 reaction, some reaction or a lot of reactioanth
of money not because they are interested in ofiecide the contentsf your reaction; what exactly

profession. and how you want to react. And of course, be a
At Value Partners, we usually have arfontrarian, as always.
induction class that within the first 3 months, | | want to show you how all these years of

will personally give you a talk where | try tofighting and being hurt and trying to be the best i

explain to you that your name is your brand. Ipossible. My own signature is “Learn.” | changed
your name is John Smith, then John Smith is yolity Signature when | was about 25 years old from
brand. It stands for how people will see you in thBly name to “Learn,” so that | can remind myself
years and the decades to come, and you can vEMery day when I sign my name to be humble and
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learn new things, because | think the commitment Because | think it is not sustainable for a
of learning is one of the major characteristicaof business model to depend on the constant inflow
civilized and responsible human being, whethef geniuses to join you, and even if they do, they
you are a fund manager or you are not a funday not stay for very long.
manager. But if you are a fund manager, even Finally, | started these formal remarks or
more so. discussion by saying that | don’t have much to say
So, timing is good. I'm on track. about theory, but we have gained a lot of insights
| just want to end the formal presentations anidto the practice of value investing. In fact, |
invite your questions by summarizing somevould end by saying that how you see yourself is
slogans you will see on the walls at Valuerery important, and very often | find that | am my

Partners, my office in Hong Kong. own worst enemy.
We try to be small enough to be effective, big My own error rate is about one third — about
enough to be strong. one third of everything | do. With hindsight, |

This is probably the subject of another speeckish | had not done it, but it is done, it is tadel.
but essentially, even though we have grown to Upo, the way | see myself and the way my young
to 100 people, | have been trying the variouseople who are working with me see themselves is
concepts and theories to divide the theme intbat we think of ourselves first and foremost as
small boutiques, so that each person working soldiers. You know, we don’t wear a uniform, we
Value Partners would not have a big compangon’t carry a gun, but we act very much like real
disease. soldiers, very disciplined, very committed.

He or she is actually working for a small We don’t have any breaks, and we know that
group of only 5 people, and they have to think likeve are engaged in a war that never stops, the war
a boutique and perform like a boutique. | am stiflor performance, and these things are not very
facing some difficulties in executing thistheoretical for us because we actually mean what
concept... That's for the next speech. we say.

Also, | think | told this earlier that we try to
create a company where we depend on ordinaffiank you so much.
people and try to turn them into extraordinary
performers.
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Professor Bruce Greenwald: private entrepreneurs who were allowed to
flourish, and we took big stakes in them. Some of
All right, we’ll go ahead and take questions. Cathem let me down; they are some of my worst
we turn the lights up a little so we can see thiesses, but those that you make money. You make
audience? | mean, | would be happy to tak&0 beggars, you make 20 beggars, and they are
guestions from the audience if there are ones asttll your friends till this day.
there, since — Ah. Yes. So, the whole Value Partners fund was in fact
a kind of antimagnetic fund in the sense that the
main game about China is the state-owned
Speaker #1: enterprises, but we went the other way. We
focused on the small number non-state enterprises,
Thank you very much. Thank you for your kindand the answer to your question, by the way, is
remarks. Two questions really. You mentionethat forced mergers between private enterprises
that you are finally finding a fair amount of qugli and state-owned enterprises, as far as | know, are
companies with enduring franchises in Asianot a major issue in China. It gets reported by the
Right? Quality enduring franchises. Two-partnedia like Bloomberg, partly because the Western
guestion. When we look at the non-SOEs imedia, of which | used to be a representative
China, the non-SOEs, how many do you think wilinyself, is very ideological. They tend to pick on
be allowed flourish over a number of years? those stories and highlight it, but this is not the
mean, | see they are confiscating BYD’s landnain landscape. This is only part of the landscape
there was an article in Bloomberg last week abotliat interests a Western audience.
a private auto company being forced to merge Rest assured that most private enterprises in
with an SOE for political reasons — that is part IChina are left to their own devices for betterar f
Maybe an easier question is, since about 90% wbrse, but the real body is not a level playing
the SOEs’ CEOs are appointed by the communield. If you are the private enterprise you don’t
party, what is their principal objective? Is it figa get access to bank lending, bank loans; you don't
to maximize shareholder value or to promote thget access to privileged locations, and you have to
communist party’s agenda regarding China? wait a lot longer for licenses and other things, So
the playing field is very unfair if you are not a
state-owned enterprise. And the way to get around
Mr. Cheah Cheng Hye: that is to be corrupt — yes!
So, there is a saying that may be less true, I'm
Actually this is a fundamentally credible questiontrying to figure out what are the right words to
because the economic and political system of these... I'm not good at discounting, is that you
People’s Republic of China is not capitalism in thbave got to be friends with the government
American sense. It is a form of authoritarian statefficials. But every now and then, the government
capitalism. So, your question reflects the readity officials turn against you and then they pick up
what this actually means. The SOEs are there your file and say, you did XYZ corrupting back in
carry out the concept that the party remains ih985. Sorry boys, you know, you're in jail.
control, although at the working level we have a See, it's a very messy system. Yeah, a lot of
system of material incentives and backup forces teeartbreaks.
promote an efficient economy. Now, having said
that, | am not allowed to show you for compliance
reasons my performance, but | can tell yo®rofessor Bruce Greenwald:
verbally without giving you numbers because of
the restrictions, that we have flourished essdntialOkay, yes, go ahead.
by focusing on private chips.
Private chips is the jargon used by the industry
to describe non-state enterprises. From the 1998seaker #2:
onwards, | figured that these big gigantic state-
owned enterprises were not my cup of tea. So,(lhaudible)
went on my way to cultivate a small number of
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Professor Bruce Greenwald: 2 western multinationals; BlackRock and | think
StateStreet
Okay, for people who didn't hear that question, We are not supposed to get in there. We got in
the question was: as the fund has gotten bigger atheére only because we came out of a differentiated
has had almost of necessity to move into larg@roduct.
cap stocks, how has that changed the investment Now that we are successful, we are
process? conceptually, and | will choose my words, because
for regulatory reasons | cannot kind of say too
much, but we are coming out with similar
fundamental indexing products for other asset
Mr. Cheah Cheng Hye: classes and markets across the Asian continent.
This will be my avenue for growth in future
The investment process actually has not changbdcause of the limitations of the actively managed
for us in response to size constraints or sizgar.
considerations, | should say. It has changed in
response to my intellectual frustration, with the
notion that both in the Western world and the
Eastern world, that successful, glamorous heddeofessor Bruce Greenwald:
funds depend on star managers or mysterious
black boxes. | think | tried to describe how | drie In the back.
to change it into a process of very ordinary
manufacturing process, but the answer to your
question is on several levels. Speaker #3:
First of all, | think at some point, firms of
Value Partners will come out against thédow does your research effort cover small and
constraints of capacity. Yeah, | think that's thenedium-sized companies in Asia, which are not
right word, capacity, yeah. We, in fact, brieflycovered by the institutional research community?
closed our funds several times in the past becauBe give you an example, IDS, which Li & Fung
we ran out of ideas. The way | have tried to do thecquired a couple of weeks ago; it didn’t have any
job is that | know that at some point | won't banstitutional research coverage on it at all, yeah.
able to take on any more money. And if you just looked at it, you know that Victor
My self-interest is performance rather thamnd William Fung would support the company,
size, because | earn performance fees, which amed as part of that, when you have got somebody
more important to me than the small annual feeréputable like the Fung Brothers behind the
get for size, and | have responded. company, do you give it a higher valuation, if you
If you look at my website from last year withwill, in terms of an asset allocation?
my strategic partner, the Ping An Insurance
Company of China, | launched an ETF division:
Exchange-Traded Fund division. Three or fouProfessor Bruce Greenwald:
years ago, almost by accident | read the CFA
journal, a professor from New York, but it is kindOh, oh, there are two questions. The first is, how
of unfair, | forgot his name. He was writing aboutlo you go about doing research on companies if
the concept of fundamental indexing. He took thehere is no published research on those companies,
S&P 500, he picked the 25 cheapest stocks é@xcept | assume the financials are available, so
terms of fundamental value, at least the lowest Pthat's the first question. The second question is,
if | am not mistaken, and it worked, hehow important is the reputation for integrity and
outperformed. | had simply copied his idea. the quality of the people back in the companies,
Okay, having succeeded with that, it was aand how far does that affect your decision on the
astonishing example. | think I'll blow my trumpetamount of money you'll allocate to funds?
a little bit here, of a local Hong Kong Chineserfir
being able to penetrate into a space dominated by
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Mr. Cheah Cheng Hye: to do more IR and talk to the media and come out
with this and that.
Thank you for these questions. We are — you are But, for your information, contrary to what
talking with the right guy at this time because weome people in our audience may think today, in
are the pioneers of small-cap research and algeneral, the accounting standards for Hong Kong
China B-share research. The lack of publishdisted companies is very high; it is world clags. |
research is a huge advantage. You don't realiy typically done by a Big-4 auditor.
want someone else competing with you anWe actually have the head of E&Y here, he used
researching the company. You want to be the first work in Hong Kong for many years.
ambulance on the scene, you know, so | estimate Anyhow, and the regulators are incredibly
that in my universe there are approximately 100€rict; they have a habit of jailing anyone who
to 1300 companies with market capitalizatiowviolates the securities regulations, so published
below US$1 billion. accounts are not an issue, it is not some Mickey
| classify them as small cap stocks, and wklouse play at all.
have an army of people there researching them Your second question is about integrity issues.
and confidently buying them, usually throughThis one is a tough one for me, too. | have been in
structured deals; and these people are, franklye market — | am now 56 years old. | was a
speaking, desperate. They don’t have a brand; thegwspaperman from the age of 17 to 36, and from
don’t have a major institutional investor as theithen on | was in the financial industry as a hefad o
shareholder, so we squeeze them. We usually asksearch, and then a money manager, and to this
in one particular case | can still recall last yage# day | get fooled. | was fooled as recently as st
asked for the maximum discount of 19.9% to thgear ago by this guy who ran a company called
quoted price in the stock marketAnd the guy Peace Mark who, however, was anything but
said yes. Actually, | was astonished, but anywaygeaceful.
took it, you know. He ran a chain of watch shops selling fancy
So anyway, so no research is a good idesuropean watches, and he disappeared after | had
because it means you are really, really in theut in about Hong Kong $40 million into his
promised land, what | call Category #lcompany. We are still chasing him, and this guy is
Remember | told you about Category 1, 2, 3lke the, | can’t remember the term now. I think it
Yeah. Now, the real trouble with some of theses something like the great grand wizaofl the
guys are actually value traps. You could be iRreemason’shapter of Hong Kong, a pillar of the
Category 1 forever. You never make any moneyommunity, the son of one of the most established
out of it, you know? It refuses to move down theolonial families, etcetera. So what do you do?
conveyor belt to category 2.5, when you ar&hat is why | told you, right? You have to be
supposed to sell it, right? So, after you gettis i diversified, do a lot of background checks, and
fairly useful to try to encourage the managememiray for the best.
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