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By Luke Oliver, Head of Strategy

MSCI has not increased the inclusion factor of China A-shares in its indexes since November 2019.

While the global index provider is taking a measured approach to inclusion, financial institutions

are proceeding more ambitiously. In fact, international investment in China’s Mainland equity

markets is outpacing MSCI inclusion, which is no small feat considering full inclusion has the

potential to drive over $400 billion of new money into China’s onshore market.  The landscape of1
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China’s capital markets is changing and given the breadth and pace of this change, it might not be

sufficient to wait on the sidelines for the next index inclusion. We believe it is time for all investors

to reassess their China allocation.

Money is already in motion.

In 2018, MSCI provided a projection for the potential inflow that an initial 5% inclusion factor would

generate. MSCI estimated $22 billion could flow into Mainland equities from this first step based

on benchmarked assets.  In Figure 1, we charted MSCI’s projected foreign inflows against actual

foreign inflows via Northbound Hong Kong (HK) Stock Connect, which is the system that gives

foreign investors (including US investors) access to Mainland China. Not only did the flows outpace

inclusion, but they also continued to accelerate without any new announcement from MSCI.

Since the beginning of 2017, the year of the first inclusion announcement, through April 30, 2021,

investors have bought $178 billion worth of China A-shares through HK Connect. Even though 2020

was not an inclusion year, $30 billion still moved into the Mainland. This year as of April 30, we

have seen $23.5 billion in inflows, or an annualized $70.5 billion.  Morgan Stanley & Co. recently

forecasted that this annual number would top $100 billion per year for the next decade.
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That initial inclusion, albeit only 5% of the total potential future inclusion, provided a catalyst that

dramatically widened the audience of market participants with access to China A-shares.

International institutions have opened over 10,000 special segregated accounts (SPSAs), which are

required to trade on the Shanghai and Shenzhen exchanges via Hong Kong Stock Connect. Before

inclusion, only a little over 1,000 of these accounts existed.

With increased access and forecasts that China could become the largest national economy as

early as 2028,  many global institutions have begun to reassess their exposure to China. With the

growing fundamental story, historical underweights, and now increased access, it is not surprising

global institutions are increasing their exposure and recognizing the China A-share opportunity

beyond inclusion.

Flows impact performance.

How investors implement will be important. As international flows increase, a performance

disparity between the MSCI China A Index, which was designed for foreign investors, and the local

CSI 300 index has emerged. Since the beginning of 2020, the MSCI China A Index has outperformed

the CSI 300 Index by 561 basis points, as shown in Figure 2.

The outperformance of the MSCI index is in part driven by flows from MSCI’s clients who utilize

China-specific MSCI benchmarks for their expanded investments. 99 of 100 top global asset

managers are clients of MSCI, 94% of US pension assets are benchmarked to MSCI indexes, and

total assets benchmarked to MSCI indexes tops $14 trillion.  As such, there is potential for this

performance disparity to continue or even accelerate as international investors allocate new

money to China through an MSCI lens.
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The Changing Landscape of China’s Capital Markets

These flows are also changing the composition of China’s capital markets. The volume on the Hong

Kong Northbound Connect channel is now averaging $18 billion per day as of Q1 2021, up from $11

billion this time last year and just $6.4 billion in 2019. The daily average for 2018, when the first

inclusion occurred, was a mere $3 billion.

Figure 3 shows that trading volumes both in Shanghai and Shenzhen on the Mainland as well as

internationally through HK Northbound Connect have both grown steadily. However, Northbound

Connect volumes have become an increasing share of total trading. Prior to inclusion, Northbound

trading represented about 1% of total daily trading volume, today it averages over 11%. These

statistics underscore the growing role of international investors in China’s capital markets and that

the shift, which was originally thought to rely on index inclusion, is now organically happening at an

accelerated pace.
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Another key indicator is moving. The growing participation of international investors is also

reflected in the overall level of foreign ownership of Chinese stocks, which has historically been

among the lowest globally. Figure 4 shows that foreign ownership has picked up in the last four

years as access has heightened awareness of the market. Historically, foreign ownership hovered

around 0.5%, over the past four years this has increased five-fold to over 3.3%, today.  This shows

that international trading is even outpacing the rapidly growing domestic market.

For comparison, 30% of Japanese stocks,  40% of US stocks,  and over 50% of UK stocks  are

foreign-owned. These stats highlight that there is significant scope for China’s foreign ownership

to continue expanding, which could be both a short and long-term tailwind for China A-shares.

7

8 9 10



5/14/2021 Are You Being Left Behind? Institutions Are Not Waiting on MSCI China A-Share Inclusion | KraneShares

https://kraneshares.com/are-you-being-left-behind-institutions-are-not-waiting-on-msci-china-a-share-inclusion/ 6/14

Global investors are underweight China considering its economic significance.

Finally, these trends are likely just the beginning. Considering China’s current and projected

contribution to global GDP, we believe the shortfall in investment is glaring. In figure 5.1, we see

China currently represents just 5% of the MSCI All Country World Index (ACWI) while the US

represents 58%. However, China already contributes 17% of global GDP versus the US at 24%. By

2030, China is forecasted to contribute 26% of global GDP.  The idea that the gap between market

cap and economic significance should tighten, and will tighten with increased foreign investment,

is at the heart of why we believe China is a substantial opportunity for investors.
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While GDP contribution does not necessarily dictate the weight a given country should have in a

global equity portfolio, China has considerable scope to close the gap with the US, Japan, and

other major economies. We believe China A-shares, in particular, warrant a higher weight than

broad benchmarks would suggest, even at full inclusion.

The Solution

The KraneShares Bosera MSCI China A-Share ETF (Ticker: KBA) invests directly in China A-shares,

specifically the MSCI benchmark that we believe is the driving force for international flows into the

market. The steady increase in the global accessibility of China’s Mainland markets prompted us to

https://www.kraneshares.com/kba
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launch KBA in 2014. KBA was the first and is the largest MSCI-linked China A-share ETF in the

United States.

Conclusion

Future-focused institutions and wealth managers are already moving ahead of the curve in

deploying a dedicated China strategy and the flows and market metrics point to a growing tailwind

for Mainland Chinese A-shares. We believe investors waiting on the next inclusion announcement

to allocate could get left behind.

Investors seeking advice on implementing their China strategy should contact us

at info@kraneshares.com.
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Index Definitions

MSCI China A Index: The MSCI China A Index captures large and mid-cap representation across China securities

listed on the Shanghai and Shenzhen exchanges. The index covers only those securities that are accessible

through “Stock Connect”. The index is designed for international investors and is calculated using China A Stock

Connect listings based on the offshore RMB exchange rate (CNH). The index was launched on March 1, 2018.

CSI 300 Index: The CSI 300 Index consists of the 300 largest and most liquid A-share stocks. The Index aims to

reflect the overall performance of the China A-share market. The index was launched on April 8, 2005.

MSCI All Country World Index (ACWI): The MSCI ACWI captures large and mid-cap representation across 23

Developed Markets (DM) and 27 Emerging Markets (EM) countries*. With 2,978 constituents, the index covers

approximately 85% of the global investable equity opportunity set. The index was launched on January 1, 2001.

Term Definitions

Northbound Stock Connect: The trading program that allows foreign investors access to certain stocks listed in

Mainland China through accounts in Hong Kong.

Northbound Connect Inflow: The net purchase of Mainland China-listed equities through the Northbound Stock

Connect program.
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GDP (Nominal): Gross domestic product (GDP) is a measure of the total economic output in a single country,

usually over the course of one year. Nominal GDP, more specifically, accounts for the measure in terms of the

local currency at current exchange rates as opposed to purchasing power parity (PPP), which assumes that all

currencies have equal purchasing power within their respective economies.
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Carefully consider the Funds' investment objectives, risk factors, charges and
expenses before investing. This and additional information can be found in the
Funds' full & summary prospectus, which may be obtained here: KWEB, KBA,
KURE, KFYP, KGRN, KALL, KCNY, KCCB, OBOR, KARS, KEMQ, KMED, KEMX,
KESG, KFVG, KBUY, KSTR, KRBN. Read the prospectus carefully before investing.
Please note these links also contain the Funds' top ten holdings, performance,
and other important information.

Risk Disclosures:

Investing involves risk, including possible loss of principal. There can be no
assurance that a Fund will achieve its stated objectives.

The Funds are subject to political, social or economic instability within China which
may cause decline in value. Fluctuations in currency of foreign countries may have
an adverse effect to domestic currency values. Emerging markets involve heightened
risk related to the same factors as well as increase volatility and lower trading
volume. The funds may invest in derivatives, which are often more volatile than other
investments and may magnify the Funds' gains or losses. The Funds are subject to
liquidity risk, meaning that certain investments may become difficult to purchase or
sell at a reasonable time and price. If a transaction for these securities is large, it
may not be possible to initiate which may cause the Fund to suffer losses.

Narrowly focused investments typically exhibit higher volatility. The Funds' assets
are expected to be concentrated in an industry or group of industries to the extent
that the Underlying Index concentrates in a particular industry or group of
industries. The securities of companies in an industry or group of industries could
react similarly to market developments. Thus, the Funds are subject to loss due to
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adverse occurrences that affect one industry or group of industries or sector. KWEB,
KURE, KFYP, KGRN, KCNY, KCCB, OBOR, KARS, KEMQ, KMED, KESG, KFVG, KBUY,
KSTR, and KRBN are non-diversified.

The ability of KBA, KALL, OBOR, KEMQ, KARS, KURE, KMED, KBUY, KSTR, and
KESG to achieve their respective investment objectives is dependent, in part, on the
continuous availability of A Shares and the ability to obtain, if necessary, additional A
Shares quota. If a Fund is unable to obtain sufficient exposure to limited availability
of A Share quota, the Fund could seek exposure to the component securities of the
Underlying Index by investment in other types of securities.

KCNY and KCCB are subject to interest rate risk, which is the chance that bonds will
decline in value as interest rates rise. The components of the securities held by
these Funds will be rated by Chinese credit rating agencies, which may use different
criteria and methodology than U.S. entities or international credit rating agencies.
The Funds may invest in high yield and unrated securities, whose prices are
generally more sensitive to adverse economic changes and consequently more
volatile.

KCCB invests in perpetual bonds, which offer fixed return with no maturity date.
Perpetual bonds can be more volatile than other types of bonds that have a maturity
date and may be more sensitive to changes to interest rates.The Fund depends on
the CIBM Program to invest directly in RMB Bonds. There is no guarantee the Fund
will be able to continue to participate in the program.

KGRN and KESG may underperform other similar funds that do not consider
conscious company/ESG guidelines when making investment decisions.

KSTR may invest in Initial Public Offerings (IPOs). Securities issued in IPOs have no
trading history, and information about the companies may be available for very
limited periods. In addition, the prices of securities sold in IPOs may be highly
volatile. In addition, as the Fund increases in size, the impact of IPOs on the Fund’s
performance will generally decrease.

The Funds may invest in derivatives, which are often more volatile than other
investments and may magnify the Funds’ gains or losses. A derivative (i.e.,
futures/forward contracts, swaps, and options) is a contract that derives its value
from the performance of an underlying asset. The primary risk of derivatives is that
changes in the asset's market value and the derivative may not be proportionate,
and some derivatives can have the potential for unlimited losses. Derivatives are
also subject to liquidity and counterparty risk.

KRBN relies on the existence of cap and trade regimes. There is no assurance that
cap and trade regimes will continue to exist, or that they will prove to be an effective
method of reduction in GHG emissions. Changes in U.S. law and related regulations



5/14/2021 Are You Being Left Behind? Institutions Are Not Waiting on MSCI China A-Share Inclusion | KraneShares

https://kraneshares.com/are-you-being-left-behind-institutions-are-not-waiting-on-msci-china-a-share-inclusion/ 13/14

may impact how the way the Fund operates, increase Fund costs and/or change the
competitive landscape. Funds may underperform other similar funds that do not
consider conscious company/ESG guidelines when making investment decisions.

KRBN invests through a subsidiary and is indirectly exposed to the risks associated
with the respective Subsidiary’s investments. Since the Subsidiary is organized
under the law of the Cayman Islands and is not registered with the SEC under the
Investment Company Act of 1940, as such the Fund will not receive all of the
protections offered to shareholders of registered investment companies.

KRBN and its subsidiary will be considered commodity pools upon commencement
of operations, and will be subject to regulation under the Commodity Exchange Act
and CFTC rules. Commodity pools are subject to additional laws, regulations and
enforcement policies, which may increase compliance costs and may affect the
operations and performance of the Fund and the Subsidiary. Futures and other
contracts may have to be liquidated at disadvantageous times or prices to prevent
the Fund from exceeding any applicable position limits established by the CFTC.

The value of a commodity-linked derivative investment typically is based upon the
price movements of a physical commodity and may be affected by changes in overall
market movements, volatility of the Index, changes in interest rates, or factors
affecting a particular industry or commodity.

Investments in non-U.S. instruments may involve risk of loss due to foreign currency
fluctuations and political or economic instability. The Fund’s assets are expected to
be concentrated in an industry or group of industries to the extent that the Index
concentrates in a particular industry or group of industries.

Indices are unmanaged and do not include the effect of fees. One cannot invest
directly in an index.

Fund shares are bought and sold on an exchange at market price (not NAV) and are
not individually redeemed from the Fund. However, shares may be redeemed at NAV
directly by certain authorized broker-dealers (Authorized Participants) in very large
creation/redemption units. The returns shown do not represent the returns you
would receive if you traded shares at other times. Shares may trade at a premium or
discount to their NAV in the secondary market. Brokerage commissions will reduce
returns. Beginning 12/23/2020, market price returns are based on the official closing
price of an ETF share or, if the official closing price isn't available, the midpoint
between the national best bid and national best offer ("NBBO") as of the time the
ETF calculates the current NAV per share. Prior to that date, market price returns
were based on the midpoint between the Bid and Ask price. NAVs are calculated
using prices as of 4:00 PM Eastern Time.
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The KraneShares ETFs are distributed by SEI Investments Distribution Company
(SIDCO), 1 Freedom Valley Drive, Oaks, PA 19456, which is not affiliated with Krane
Funds Advisors, LLC, the Investment Adviser for the Funds, or any sub-advisers for
the Funds.
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