EMERGING MARKET IDEX

In response to decision to integrate China’s
domestic markets into the global financial
system, Michelle Qi, Chief Investment Officer,
China - Equities, shares why the Chinese
domestic markets are attractive and answers
five key questions on the US-China trade
talks.

Eastspring Investments welcomes the decision by
MSCI to raise the inclusion factor of China A-shares
from the current 5% to 20% in three steps. The
decision is largely in line with MSCl’s detailed

plan but slightly ahead of market expectations:

1) ChiNext Large Caps will also be included with

a 10% inclusion factor in May 2019; 2) Mid Cap
Stocks will be included in Nov 2019 instead of May
2020 as previously proposed.

This implies that demand for China A shares
from global asset managers will increase over the
next few years. Following the three-step inclusion
plan, the pro-forma weight of China A-shares in
MSCI Emerging Market index will be increased
10 3.3% versus 0.7% previously, leading to an
estimated inflow of US$70-80bn this year, and an
even larger inflow next year.

The presence of foreign institutional investors
in the A-share market will be further strengthened.
According to statistics from the People’s Bank of
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China, foreign investors' equity holdings stood at
RMB1.15trn or 6.7% of A-share free-float cap as at
end 2018. This is already close to the equity AUM
of domestic mutual funds, the current mainstream
local player in the A-share market.

Accordingly, we will see stronger pricing power
of foreign investors in the onshore market. The
strong northbound inflows (RMB130 bn, 40% of
total inflows in 2018) have been a key driver to the
A-shares’ bull run year-to-date. Foreign investors’
investment thesis, research framework and stock
picking preferences have had a growing impact on
the A-share market and is likely to continue going
forward.

Why do Chinese domestic markets provide an
attractive investment proposition?

Compared to H-shares or American Depository
Receipts, A-shares offer a more comprehensive
sector and company coverage, such as the
consumer and health care sectors which can




benefit from China’s long-term demographic shifts
and structural changes. A-shares also have lower
correlations with offshore markets than other
emerging markets, thus providing a better risk
diversification profile.

In the short term, we expect economic and
corporate earnings growth to bottom in the first
quarter of 2019 and recover in the second half
of the year. This, along with the MSCl inclusion
factor in the middle of the year, points to some
fairly attractive investment opportunities. We
look to industry leaders across sectors with solid
fundamentals, convincing growth and reasonable
valuations to deliver better performances.

FIVE KEY QUESTIONS ABOUT THE US-CHINA
TRADE TALKS

1. WHAT IMPACT HAS THE US-CHINA TRADE
WAR HAD ON CHINESE MARKETS
TO DATE?

The positive trade talks is one of the drivers that
have contributed to the market re-rating year to
date. The potential tariff hike which may even
evolve into a full-out trade war had been worrying
A-share investors and weighing on market
valuations throughout the past year. With the trade
talks close to reaching a deal, the major external
downside risks seem largely removed, leading to a
recovery in market sentiment.

2. HOW HAS PRESIDENT TRUMP’S
ANNOUNCEMENT OF A POSTPONEMENT IN
THE PLANNED TARIFF INCREASE AFFECTED
THE MARKETS? IS IT THE MAIN REASON
BEHIND THE MARKET’S STRONG RALLY ON
25TH FEBRUARY?

The announcement was one of the drivers

behind the market's rally, with the financials and
technology sectors registering the largest gains.
While the rally in the technology sector was largely
helped by the tariff announcement, the catalyst
behind the rally in the financials sector was the
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speech delivered by President Xi at the Politburo
meeting on 22 February, which highlighted the
significance of financial services to the economy.

3. WHICH SECTORS DO YOU BELIEVE WILL
BENEFIT MOST FROM AN IMPROVEMENT IN
THE US - CHINA TRADE RELATIONSHIP? WHY?

We see the potential trade war having an impact
on the Chinese economy mainly via two channels:
1) In the short-term, a sharp drop in export growth
may slightly weigh on Chinese GDP growth, 2) Over
the longer term, rising uncertainties due to US-
China tension could result in slower global growth,
which may further contain China’s corporate
earnings and wage growth. The latter would have
a more profound impact on the China economy
than the former.

Concerns over the trade war weighed on
market sentiment and led to visible de-rating
throughout 2018, as long-term uncertainties for
businesses and the Chinese economy rose. Hence,
we expect the A-share market to enjoy a broad
based uplift should the US-China relationship
improve.

4. FOR INVESTORS LOOKING TO AVOID THE
VOLATILITY OF THESE TRADE NEGOTIATIONS,
WHICH SECTORS OF THE CHINESE ECONOMY
ARE LIKELY TO BE LEAST AFFECTED AND
WHY?

Intuitively, sectors with smaller export exposures
especially to the US (in other words, a higher
reliance on domestic demand) could be less
vulnerable. These sectors include the healthcare,
F&B, consumer services (media/tourism), and real
estate sectors etc.

However, as elaborated earlier, if trade tensions
intensify, it is likely to hurt market sentiment and
weigh on valuations across the board. Sector
performances will then be determined by the
details of supportive domestic monetary and fiscal
policies.



5. WHICH OTHER COUNTRIES MAY BENEFIT
OR LOSE OUT FROM AN IMPROVEMENT IN US-
CHINA RELATIONS?

Should US-China relations deteriorate, other
manufacturing bases that export similar products
such as Mexico, Thailand, Germany, Canada, Japan
and Taiwan, will likely benefit from winning US
market share, and vice versa.
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Sources: 'JPM JACI Non Investment Grade Index from Thomson Reuters Datastream as at 15 November 2018.

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: 19940763 1H), 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).

Malaysia by Eastspring Investments Berhad (531241-U).

United States of America (for institutional clients only) by Eastspring Investments (Singapore) Limited (UEN: 19940763 1H), 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 TAR.

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.

The views and opinions contained herein are those of the author on this page, and may not necessarily represent views expressed or
reflected in other Eastspring Investments’ communications. 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. Reliance upon information in this posting is at the sole discretion of the reader. Please consult your own professional adviser
before investing.

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. Data from third party sources may have been used in the preparation
of this material and Eastspring Investments has not independently verified, validated or audited such data. 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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