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MSCI'S A-SHARES
INCLUSION A RIGHT MOVE
FOR THE LONG TERM

JUNE 2017
This month, MSCI will again decide whether to include Markets Index from 1% to approximately 0.5%, as well
Chinese A-shares in its global indices. This will mark as a new framework that bypasses restrictions under
the fourth annual attempt by MSCI and we think there Beijing’s Qualified Foreign Institutional Investor (QFII)
is a 70% chance of a success, compared to last scheme and Renminbi Qualified Foreign Institutional
year’s 50%. Investor (RQFII) scheme.
The improved odds are helped by MSCI’s latest The more gradual introduction is likely to find favour
proposal, which lowers the number of stocks with most global investors, especially those who are
considered for inclusion from 448 to 169 (Fig.1) still wary after the bouts of volatility seen in June 2015
and reduces their weightage in the MSCI Emerging and January 2016.

Fig.1. New proposal improves inclusion odds

448 securities (Original proposal)

f original proposal)

209 securities Exclude 32 securities suspended
(54.7% weighting of original proposal) for more than 50 days

177 securities Exclude 8 securities not eligible
(48.5% weighting of original proposal) for Stock Connect

169 securities (New proposal)

(47.4% weighting of original proposal)

Source: MSCI, as at May 2017.
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Meanwhile, the launch of the Shenzhen-Hong Kong
Stock Connect scheme in December 2016, some
two years after the introduction of the Shanghai-
Hong Kong Stock Connect scheme, allows MSCI
to propose an inclusion framework based on the
stock connect schemes.

Investors now have access to over 1,400 A-share
companies listed in Shanghai and Shenzhen through
the stock connect schemes, which have greatly
increased the accessibility of the Chinese A-share
markets for global investors. This marks a shift from
MSCI’s early approach based on the QFII/RQFII
framework, which comes with inherent restrictions
such as quota, limited capital mobility and the need
to apply for a licence.

REGARDLESS OF THIS YEAR'S
OUTCOME, INCLUSION IS THE
RIGHT COURSE OF ACTION FOR
THE LONG-TERM

Given the growing significance of the Chinese
economy, investors should be given the opportunity
to gain exposure into mainland-listed Chinese
companies. Currently Chinese companies listed in
Hong Kong and the US only account for a portion
of China’s economy, not an accurate representation
of the gamut of investment opportunities available
in China.
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The investment potential is also evident looking at the
size of the market as well as the corporate earnings.

China’s A-share market is now the second largest

in the world behind the US, totalling over USD7.2
trillion in market capitalisation'. Furthermore, Chinese
A-share companies posted robust revenue growth

and double-digit earnings growth in the first quarter of
2017, a result that has been hard to come by over the
past few years (Fig.2). Well-run businesses are able

to take advantage of the country’s economic growth to
produce positive earnings results which could translate
into improved free cash flow generation and strengthen
the case for increased dividend payouts.

BOTTOM-UP STOCK PICKING
OPPORTUNITIES FOR VALUE
INVESTORS

China A-shares have generally in the past traded

at a premium over China H-shares. But following the
relative underperformance of China A-shares in
recent years, this premium has closed significantly.
The price-to-earnings premium, for example, has
quickly evaporated to low single-digits from as high
as 60% just over two years ago, while the price-to-
book premium gap has narrowed from a high of 80%
to being on par with MSCI China (Fig.3). In other
words, one could find good Chinese companies at
reasonable valuations.

Fig.2. A-share companies’ revenue and earnings growth
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Source: Wind, UBS estimates, as at May 2017.

' Data as at 31 May 2017.
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All said, the China A-share market still has room to
improve, in particular on issues such as corporate
governance, financial reporting standards and investor
education. While some would argue that these are

the reasons against an MSCI inclusion, we think the

inclusion could in fact help China A-shares align with
global standards and more importantly result in a more
accurate reflection of the global investment universe.
MSCI’s revised proposal is a step in the right direction.

Fig.3. Valuation gap has closed
12-month forward price-earnings (x) 12-month forward price-to-book (x)
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Source: Bloomberg, as at 31 May 2017.
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Disclaimer
This document is produced by Eastspring Investments (Singapore) Limited and issued in:

Singapore and Australia (for wholesale clients only) by Eastspring Investments (Singapore) Limited (UEN: 199407631H),
which is incorporated in Singapore, is exempt from the requirement to hold an Australian financial services licence and is
licensed and regulated by the Monetary Authority of Singapore under Singapore laws which differ from Australian laws.

Hong Kong by Eastspring Investments (Hong Kong) Limited and has not been reviewed by the Securities and Futures
Commission of Hong Kong.

Indonesia by PT Eastspring Investments Indonesia, an investment manager that is licensed, registered and supervised by
the Indonesia Financial Services Authority (OJK).

United States of America (for institutional clients only) by Eastspring Investments (Singapore) Limited (UEN:
199407631H), which is incorporated in Singapore and is registered with the U.S Securities and Exchange Commission as a
registered investment adviser.

European Economic Area (for professional clients only) and Switzerland (for qualified investors only) by Eastspring
Investments (Luxembourg) S.A., 26, Boulevard Royal, 2449 Luxembourg, Grand-Duchy of Luxembourg, registered with the
Registre de Commerce et des Sociétés (Luxembourg), Register No B 173737.

United Kingdom (for professional clients only) by Eastspring Investments (Luxembourg) S.A. - UK Branch, 125 Old Broad
Street, London EC2N 1AR.

Chile (for institutional clients only) by Eastspring Investments (Singapore) Limited (UEN: 199407631H), which is
incorporated in Singapore and is licensed and regulated by the Monetary Authority of Singapore under Singapore laws which
differ from Chilean laws.

The afore-mentioned entities are hereinafter collectively referred to as Eastspring Investments.

This document is solely for information purposes and does not have any regard to the specific investment objective, financial
situation and/or particular needs of any specific persons who may receive this document. This document is not intended as
an offer, a solicitation of offer or a recommendation, to deal in shares of securities or any financial instruments. It may not be
published, circulated, reproduced or distributed without the prior written consent of Eastspring Investments.

Investment involves risk. Past performance and the predictions, projections, or forecasts on the economy, securities markets
or the economic trends of the markets are not necessarily indicative of the future or likely performance of Eastspring
Investments or any of the funds managed by Eastspring Investments.

Information herein is believed to be reliable at time of publication. Where lawfully permitted, Eastspring Investments does
not warrant its completeness or accuracy and is not responsible for error of facts or opinion nor shall be liable for damages
arising out of any person’s reliance upon this information. Any opinion or estimate contained in this document may subject to
change without notice.

Eastspring Investments (excluding JV companies) companies are ultimately wholly-owned/indirect subsidiaries/associate of
Prudential plc of the United Kingdom. Eastspring Investments companies (including JV’s) 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.
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