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A need to discount China’s long-term growth potential

Yes, we all know the growth story. We are bombarded with it, virtually every day, with
evermore impressive figures. China is consuming more commaodities, pushing prices
higher. China signs a new oil supply agreement. China establishes trading links with yet
another African country. A mainland company attempts another global take-over. Recently,
China burnished its growth credentials further by publishing another set of sizzling
economic figures, recording an average 10.8% growth for the first half year.

But discernible concerns can be identified within this welter of good and, undoubtedly, impressive economic data.
The most apparent is the extent to which China’'s economy is overheating. Is it growing so fast that domestic
demand will outstrip the economy's capacity to deliver, despite those impressive growth figures? Will the
overheating sections of the economy trigger additional official attempts to slow growth to more sustainable levels?
If the authorities are tempted to do this, will they miscalculate and inadvertently push the economy into recession?

And then there is the issue of returns on investment. While investors may focus on the authorities' attempts to
slow growth, many easily overlook the impact that over-investment can have on potential investment returns. If
there is “excessive” investment, then returns on investment can be low. One has only to see the role that
overinvestment played in the Korean economy during the Asian crisis to realise that over-investment can old
significant consequences for investors. In truth, China's potential over-investment remains a major concern to
many of Prudential's funds.

So where does the truth lie? Growth yes, but has this been discounted? Perhaps, more to the point, how much
should be discounted? It is easy to make the case that China will see several decades of economic growth, but it
would take a brave (and foolhardy) investor to discount prices that far ahead. More significantly, how does one
value a market such as this? Price- earnings multiples that look high today may look cheap in several years.

There are no simple answers. When an economy emerges, and often well into the advanced stages of its
development, many rules of investment may no longer apply, or they may “bend” at the very least. Take monetary
growth, for example.

In an advanced economy, monetary growth that consistently outstrips day-to-day economic growth is often a fair
indicator that inflation is in the pipeline; this is the “too much money, chasing too few goods” kind of argument.
Within a developing economy, however, high levels of monetary growth will more than likely feed production than
it will push prices higher.

This has certainly been the case for emerging Asia. Even Singapore has seen extended periods during which
money growth has been very high and yet inflation remaining low. When looking at the long-term charts, it is
apparent that high monetary growth fed production more than prices throughout most of the 1980s and early
1990s. This situation is quite common in developing economies as they “monetize”. In short, the “normal”
investment rules may be “bent” such that investors are left grappling in a new environment. The emergence of
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China (and India) has certainly changed the investment rules, at least temporarily.

As a result, investors are left wondering what all that growth is worth, knowing full well that the path to growth will
likely contain potholes, and some deep ones at that. This caution can often be seen in the path of the stock
market as investors fluctuate between greed and fear. This has been evident within the China stocks.

Between 1999 and mid-2003, for example, the “H” share index (comprising China stocks listed on the Hong Kong
exchange) remained virtually flat, and fluctuated around that trend. The concerns were not so different from those
of today - involving, for instance, the clarity of earnings and valuations. The effect of deregulation on certain
industries, especially the electric utilities, was a major stumbling block. Equity prices rose once investors became
more comfortable that China's economy was embarked on the road of reform, that the legal framework was being
strengthened and that strong economic growth was being reflected in rising company profits.

In May 2003, China stocks were caught up in the burst of enthusiasm that swept global markets. This was partially
due to relief that fallout from the US invasion of Iraq was not as bad as feared, but also investors' worst-case
SARS epidemic fears were not met. Perhaps more significantly, investors realised that they had been too
cautious; their China concerns had been more than adequately discounted. Between May 2003 and March 2004,
Hong Kong's “H” share index rose more than 130% and led similar rises in both India and Indonesia.

In general, as investors' confidence rises and they become more familiar with an emerging market, history shows
that they become less aggressive in discounting their concerns, which stands to reason. This rising confidence is
reflected in market pricing, which currently seems to be the case in China. Following the April 2004 sell-off, for
example, China's equities again fluctuated around a trend, but this time a rising one. Over the nineteen months to
last November, the index rose 20%. But then, take-off!

Investors became more confident that global growth was intact given the perception of a less hawkish stance by
the US Federal Reserve Board on US interest rates. Investors concluded, once again, that they had been too
cautious, that China stocks were too cheap. They drove them sharply higher. In the rallies that peaked in early
May this year, China again led the region, rising over 30%. Despite resurgent global growth fears, which
reappeared in late July as the US announced lower than forecast growth, China stocks bounced back rapidly.

To put all of this into one figure, despite all the worries over growth, oil prices, clarity of earnings, China's still
emerging legal and compliance framework, two sharp sell-offs and a host of other concerns, the China stock index
has more than doubled since May 2003.

Is there more to come? There has to be, in our view. The clincher is that prospective valuations, taking into
account forecast earnings growth, are not significantly higher than they were when the market first started rallying
more than two years ago. Put another way, investors still seem to be discounting their concerns about China
rather than placing any premium on China's long-term growth potential.

Let us put this into further perspective. On today's consensus profits forecasts, China is valued lower than
Singapore - and recent profits forecasts in China have been rising. When investors were valuing Singapore as a
growth market in the late 1980's and early 1990s, they valued the market at around 17~18x, rising to as high as
24x. The former valuation is some 40% higher than today's China valuation.

The message is clear - investors are not discounting China's full long-term potential even if current valuations are
at cyclical highs. Many financial stocks, for example, look expensive today on growth forecasts that go out three
years, but what about subsequent years?

Major concerns undoubtedly remain, but equally, historical evidence suggests that investors tend to err on the
side of caution in the early days of an emerging market's development. This all suggests that there is plenty of
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upside to come - but it will take time, and it will be volatile. An investor's key attributes should be patience and the
nerve to withstand some volatile periods. But, nevertheless, the longer-term outlook looks very attractive.

Dated: 10th August 2006

Prudential Asset Management Disclaimer

This newsletter is solely for information and private circulation to any potential clients of Prudential Asset
Management (“PAMS”) and may not be published, circulated, reproduced or distributed in whole or part to any
other person without our written consent. This newsletter should not be construed as an offer or solicitation for
the subscription, purchase or sale of any securities mentioned herein. Whilst we have taken all reasonable care
to ensure that the information contained in this newsletter is not untrue or misleading at the time of publication,
we cannot guarantee its accuracy or completeness. You should not act on it without first independently verifying
its contents. Any opinion or estimate contained in this newsletter is subject to change without notice. Investors
may wish to seek advice from a financial adviser before making a commitment to invest in units of the funds of
PAMS (“Fund”). In the event an investor chooses not to seek advice from a financial adviser, the investor
should consider whether the Fund is suitable for him. Prudential Asset Management and its related and
affiliated corporations together with their respective directors and officers may have or may take positions in the
securities mentioned in this newsletter and may also perform or seek to perform broking and other investment
services for the corporations whose securities are mentioned in this newsletter as well as other parties. The
predictions, projections, or forecast on the economy, securities markets or the economic trends of the markets
are not necessarily indicative of the future or likely performance of the Fund or the manager. Past performance
of PAMS and/or Fund is not necessarily indicative of future performance of PAMS and/or Fund. The value and
income from investments may fall as well as rise. Prudential Asset Management (Singapore) Limited is an
indirect subsidiary of Prudential plc of the United Kingdom. Prudential Asset Management (Singapore) Limited
and Prudential plc are not affiliated in any manner with Prudential Financial, Inc., a company whose principal
place of business is in the United States of America. Prudential plc and its related and affiliated corporations
are a leading international financial services group providing retail financial products and fund management
services. As a group, Prudential plc has, as of 31 December 2005, over 16 million customers worldwide and
over US$400 billion of funds under management. As of 31 March 2006, Prudential Asset Management
(Singapore) Limited has approximately S$34.96 billion of assets under management of which approximately S
$12.07 billion are discretionary funds managed in Singapore.

OCBC Bank Disclaimer:

The information, opinions and statements contained in these materials are intended for general circulation only.
They do not take into account the specific investment objectives, financial situation or particular needs of any
particular person who may be in receipt of the materials. The materials may cover a wide range of topics and
are not intended to be a comprehensive study or to provide any recommendation or advice on personal
investing or financial planning. Accordingly, they should not be relied on or treated as a substitute for specific
advice concerning individual situations. Please seek advice from a financial adviser regarding the suitability of
any investment product taking into account your specific investment objectives, financial situation or particular
needs before you make a commitment to purchase the investment product.

The materials speak as of their date and do not reflect any changes in law, events or practice since that date.
OCBC Bank does not undertake an obligation to update the materials or to correct any inaccuracy that may
become apparent at a later time. All information, opinions and statements expressed are subject to change
without notice.

The materials may be taken or compiled from sources that OCBC Bank believes to be reliable. While all
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reasonable care has been taken in preparing the materials, OCBC Bank does not represent or warrant that the
materials are accurate, useful, adequate, timely or complete and they should not be relied upon as such. Some
of the information in the materials may contain projections or other forward looking statements regarding future
events or future financial performance of countries, assets, markets or companies. These statements are only
predictions and actual events or results may differ materially. Similarly, any past performance figures are not
necessarily indicative of future or likely performance. Any reference to any specific company, financial product
or asset class in whatever way is used for illustrative purposes only and does not constitute a recommendation
on the same. While all reasonable care has been taken in preparing the materials, no warranty whatsoever is
given and no responsibility or liability is accepted for any loss arising directly or indirectly in connection with or
as a result of any person acting on any information, opinion or statement expressed in the materials.
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