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Why equity indices do not reflect the  
size of equity markets 
 
The rules of inclusion 
Investors looking at the China A Shares market through an 
MSCI ACWI lens would be unaware that it includes almost 
3,700 stocks, many of which are disrupting the global 
competitive landscape, and is the second largest equity 
market in the world, with a market capitalization of $7.4 
trillion4. 
 
The decision by MSCI in June 2017 to include 222 China A 
Shares Large Cap stocks, acknowledges that the expansion of 
Stock Connect has been a “game changer” for accessibility to 
China A Shares. However, the rules for inclusion set by MSCI 
have been highly limiting, with only up to 5% of the market 
cap of eligible A Shares stocks are allowed. Of eligible stocks, 
30% are already available on MSCI via HK listings. After 
inclusion, A Shares will still only make up 0.73% of MSCI EM5. 
 
MSCI’s review of A Shares will occur again in 2018. While some 
believe expansion will be slow – taking up to 15 years6 - we 
believe that pressure for more rapid and comprehensive 
representation of China A Shares in global indices is coming. 
 
If so, this would clearly have a significant impact on US 
investors who track the MSCI ACWI. It will require a re-
evaluation of policy allocation to global equities, and how 
investors want managers to handle the inclusion. Do their 
managers understand the risks and returns and drivers of 
China A Shares? And do the managers fully understand the 
competitive implications that these companies have for other 
companies that might already be in their portfolio? 
 
The Challenge for Plan Sponsors 
A study by Callan Associates in 2016, found that a US plan 
sponsor targeting a 7.5% return would require the sponsor to 
invest across a minimum of 6 different asset classes, and would 
have a projected SD of 17.2%. Callan’s forecast for 2015 – 2024 
is that model portfolios will continue to become more 
complex and return targets harder to achieve7. 
 
 
 
 
 
 
 
 

US plan sponsors face a difficult challenge to 
generate sufficient returns to meet their long term 
liabilities and are increasingly tilting their portfolios 
overseas, with a particular interest in the economic 
growth engine of Asia. 

However, the MSCI World indices, which have 
become a global institutional standard of 
measurement for both return opportunity and risk, 
have not yet fully incorporated China, creating a 
mismatch and a unique challenge to investors in 
navigating this new world order. 

China is now 18.1% of global GDP1, and  
over 35% of GDP growth2. However, it is less than 
3.2% of MSCI ACWI3 – but as indices increase the 
weighting of China assets, such will have profound 
implications for US investors. 

US investors need to be ready for these changes, by 
understanding more about the risk/return profile of 
A Shares and the alpha opportunities and risks that 
they represent. 
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Chart 1: Potential for Additional Qualifying Stocks 
 
 
 
 
 
 
 
 
 
 
 
Source: MSCI, 2017 

 
In this environment, it makes sense for US investors to increase 
their investment universe, and the inclusion of China A Shares 
would significantly expand opportunities for alpha generation 
and capture the risks embedded in the globally connected 
markets. 
 
The key questions for US investors then are: 
 
• How much impact will the inclusion of China A Shares have 

on MSCI ACWI have? 
 
• What are the risks / returns that greater exposure to China A 

Shares brings to the surface? 
 
• What skills are needed by investors to navigate China’s 

inclusion? 
 
The road to A Shares inclusion could be 
shorter and broader than anticipated 
The decision to include 5% cap on eligible China A Shares 
opens the door for index investors but only slightly. However, 
we believe there are good reasons that from 2018, the 
inclusion process for China A Shares could progress faster and 
to a greater extent than many are currently forecasting. 
 
• Firstly, China has been making steady progress in its 

financial reforms, and is well on its way to meeting the MSCI 
checklist for further inclusion. As China recognizes that 
steps towards market liberalization are not going to create 
social or economic disruption, these are likely to accelerate.  

 
• The commitment from the 19th Party Congress in October 

that “China’s open door will not be closed, it will be only 
opened wider” implies that key reforms (see Chart 4) will be 
implemented. 

 
• If so, and China were to follow a similar path to inclusion of 

other Asian markets as they deregulated – then full 
inclusion and eliminating the 5% cap could take place in a 
few years. 

 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
MSCI has identified four main factors to determine if it will 
increase the allocation to A Shares in its indices: 
 
• Resilience of Stock Connect 
• Relaxation of daily trading limits 
• Further progress on trading suspensions 
• Lower restrictions on index-linked investment vehicles 
 
Stock Connect continues to develop well, with over a trillion 
dollars in the three years since it was launched. Average daily 
turnover of foreign investors on Shanghai & Shenzhen 
exchanges flowing through Stock Connect is now around 
$0.63 billion, vs $0.38 billion per day in 20168. 
 
Along with easing daily trading limits of USD 1.9 billion, MSCI is 
closely monitoring trading suspensions. Enhanced disclosure 
rules, and the reduction of length of suspensions down to five 
days, has resulted in a significant decrease in the number of 
these suspensions. This should make it easier for MSCI to 
proceed with broader inclusion in 2018. 
 
Also, loosening pre-approval requirements by Chinese Stock 
Exchanges for financial products linked to China A Shares 
should also pave the way for index-linked investment 
vehicles9. 
 
These measures, and the commitment to further reform as 
evidenced by the announcement on 10 November by China to 
lift the 25% ceiling on foreign investment in Chinese banks, 
should open, we believe, a path to 100% inclusion. 
 
The experience of others: Korea and Taiwan 
Korea’s full inclusion in the MSCI Emerging Markets index took 
over seven years, and it is often mentioned as an example of 
why inclusion of China A Shares could take a long-time. Korean 
inclusion commenced in late 1991, when it opened trading in 
stocks to branches of foreign securities firms. 
 
But there was no further significant steps taken by Korea to 
open capital markets until 1996, when Korea needed to meet 
requirements for OECD membership. This allowed foreign 
banks and securities firms to establish subsidiaries and phase 
out ownership ceiling limits. 
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It was not until the Asian Financial Crisis of 1997-98, that Korea 
fully embraced liberalization, including opening its bond, stock 
and money markets. As a result, MSCI moved to full inclusion 
of Korea in MSCI EM Index in late 1998. 
 
In contrast to Korea, Taiwan moved aggressively to liberalize 
its markets between 1996 and 2001, and proceeded to full 
inclusion in MSCI indices over this period. Similar to Taiwan, we 
expect China to continue to move ahead proactively with 
capital market reforms that help it become a larger player in 
global financial markets. 
 
Chart 2: Potential Expansion of A Shares Inclusion 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: MSCI, 2017 

 
We see evidence of this in the removal of barriers that are 
similar to those which Korea and Taiwan previously 
maintained. The removal of foreign limits on insurance 
companies, asset management and the increasing of foreign 
ownership in banks to 50%, is similar to Taiwan’s path. More 
rapid liberalization would not only address MSCI’s checklist – 
but increase pressure for the inclusion cap of 5% to be raised 
to full inclusion. 
 
Chart 3: The Path Others Followed – China’s / Korea / Taiwan 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

MSCI has already flagged that including Mid-Caps and 
increasing the 5% cap are possible next steps if Stock Connect 
continues to develop in a robust manner10. If so, an increase 
from 5% to allow up to the 30% foreign ownership limit could 
occur. If so, this would expand the market capitalization of 
China A stocks in the MSCI to roughly $697 billion. 
 
The inclusion of A Shares on 30% foreign ownership basis, 
would put China on a similar path for inclusion as Korea and 
Taiwan, as MSCI lifted their limits on inclusion in line with 
those countries lifting caps on foreign investment. If so, China 
A Shares would increase from 0.73% of MSCI EM to 37.2%. 
Clearly, this would be a substantial change to investment 
opportunities in both indices. 
 
Chart 4: Key Steps in Market Liberalisation 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: MSCI, 2017 

 
For US investors, this would open up greater exposure to 
Chinese sectors that are being driven more by domestic trends 
than are currently available via MSCI. For example, while 
Energy and Materials sectors tend to dominate China’s 
international exposures, other key areas, such as Financials and 
Real Estate are far more domestically driven. 
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Implications of expanded A Shares inclusion 
for US investors 
Full inclusion of China A Shares would dramatically alter both 
the Emerging Market as well as the Global Equity environment 
for US investors. It would require them to assess whether a 
passive or active approach is the best way to manage their 
allocations, and whether a specialist or generalist manager is 
best placed to manage these exposures. It will also make the 
inherent risks and return opportunities more transparent. 
 
China A Share Returns 
As part of these considerations, the move to full inclusion 
would open up a much broader investment universe. Sector 
weights within the A Shares universe tilt much more heavily 
towards Industrials, Materials, Consumer Staples and Health 
Care compared to MSCI China Index. 
 
Similarly, full inclusion would also reweight the benchmark far 
more towards Mid-Small Cap than is currently accessible 
through the MSCI China A International Large Cap Provisional 
Index11. 
 
Both of these developments should open up significant alpha 
opportunities for US investors. 
 
• Rising wealth accumulation and discretionary spending in 

China is driving strong increases in demand for consumer 
staples. Where they have a choice, Chinese consumers are 
exhibiting a preference for local brands. The size of the 
Chinese consumer markets is allowing these local brands to 
build scale even before they start targeting export markets. 

 
• Increased domestic consumption, and the demographics 

structure in China, is also driving other sectors that can be 
accessed best through A Shares – such as Tourism and 
Healthcare. 

 
China A Share Risks 
China A Shares factor exposures differ from other Emerging 
Market equities. The higher growth, smaller size characteristics 
of China A Shares have been key drivers of returns, compared 
other EM markets which are dominated more by large 
momentum stocks. 
 
Another unique characteristic of the China A Shares has been 
the short cycle boom-bust phenomenon of IPOs, due to the 
strong demand for start-ups in China. This also reflects the 
significant role that retail investors play in these markets. In 
Shenzhen, in particular, the overall high volatility in the market 
is in large part driven by the price spikes associated with IPOs. 
 
An offsetting factor to the high beta of China A Shares is that 
they have traditionally had a relatively low level of correlation 
to other markets. 
 
 
 
 
 

According MSCI analysis, based on current dividend yields and 
IMF forecasts of GDP growth, at just the 5% level of inclusion, 
investors could have in theory increased the Emerging Market 
allocation from 10% to 15% and picked up a 20bp increase in 
returns at no extra cost in volatility. With a 100% inclusion of 
China A Shares into MSCI EM, and 40% weighting to MSCI EM, 
60% to MSCI World – the projected investment frontier for US 
investors is significantly enhanced. 
 
Chart 5: A Shares efficient frontier scenarios 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: MSCI, June 2017 

 
Apart from returns, there is also the ongoing issue on capital 
and trading controls in China. During the sell-off in China’s 
equity markets after July 2016, many firms suspended their 
trading, leaving investors unable to divest. However, as noted 
above – the disclosure requirements and suspension limits 
imposed by the exchanges in China have significantly reduced 
this (albeit from a high base). 
 
Another issue for some US investors is voting rights. There is a 
view that the quota system, given its recognition by the 
Chinese central bank, gave foreign investors some rights. 
However, this protection seems ambiguous. 
 
The Variable Interest Entity (VIE) is another structure that 
allows US investors to access income streams from sectors 
where direct foreign ownership is prohibited, such as Internet 
related stocks. While the VIEs preclude voting rights, the huge 
capitalizations represented by VIEs mean that any threat to 
these structures would create a massive disruption to China’s 
“new economy.” 
 
While the uncertainty over voting rights is an issue for 
investors, it is not dissimilar from the difficulties they can face 
in enforcing ownership rights in other markets. It should be 
treated as another factor in the cost / benefit of accessing A 
Shares. 
 
Conclusion 
Normally, the size of an economy’s weight in global GDP is a 
strong indicator of its market cap weight in global 
benchmarks. In China’s case, this is far from true now, but will 
most likely soon become so. 
 
The rapid development of China (as with other Asian markets 
before it), requires index providers such as MSCI, to balance 
the opportunity they implicitly provide by inclusion of those 
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countries’ equities against the risks of capital controls in 
markets that are still liberalizing. 
 
We believe that the cautious approach shown to date will shift 
to a more comprehensive inclusion approach, as market 
liberalization continues in China. 
 
For US investors who believe that China will continue to be a 
strong driver of global growth and risks, a higher allocation to 
A Shares ahead of full inclusion, could help boost returns and 
transparency of risk management in an environment where 
achieving target returns for plan participants is increasingly 
difficult. 
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Important Information 
This document is prepared by Nikko Asset Management Co., Ltd. 
and/or its affiliates (Nikko AM) and is for distribution only under such 
circumstances as may be permitted by applicable laws. This 
document does not constitute investment advice or a personal 
recommendation and it does not consider in any way the suitability or 
appropriateness of the subject matter for the individual 
circumstances of any recipient. 
 
This document is for information purposes only and is not intended to 
be an offer, or a solicitation of an offer, to buy or sell any investments 
or participate in any trading strategy. Moreover, the information in 
this material will not affect Nikko AM’s investment strategy in any 
way. The information and opinions in this document have been 
derived from or reached from sources believed in good faith to be 
reliable but have not been independently verified. Nikko AM makes 
no guarantee, representation or warranty, express or implied, and 
accepts no responsibility or liability for the accuracy or completeness 
of this document. No reliance should be placed on any assumptions, 
forecasts, projections, estimates or prospects contained within this 
document. This document should not be regarded by recipients as a 
substitute for the exercise of their own judgment. Opinions stated in 
this document may change without notice. 
 
In any investment, past performance is neither an indication nor 
guarantee of future performance and a loss of capital may occur. 

Estimates of future performance are based on assumptions that may 
not be realised. Investors should be able to withstand the loss of any 
principal investment. The mention of individual stocks, sectors, 
regions or countries within this document does not imply a 
recommendation to buy or sell. 
 
Nikko AM accepts no liability whatsoever for any loss or damage of 
any kind arising out of the use of all or any part of this document, 
provided that nothing herein excludes or restricts any liability of 
Nikko AM under applicable regulatory rules or requirements. 
 
All information contained in this document is solely for the attention 
and use of the intended recipients. Any use beyond that intended by 
Nikko AM is strictly prohibited. 
 
Japan: The information contained in this document pertaining 
specifically to the investment products is not directed at persons in 
Japan nor is it intended for distribution to persons in Japan. 
Registration Number: Director of the Kanto Local Finance Bureau 
(Financial Instruments firms) No. 368 Member Associations: The 
Investment Trusts Association, Japan/Japan Investment Advisers 
Association/Japan Securities Dealers Association. 
 
United Kingdom and rest of Europe: This document constitutes a 
financial promotion for the purposes of the Financial Services and 
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial 
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules). 
 
This document is communicated by Nikko Asset Management Europe 
Ltd, which is authorised and regulated in the United Kingdom by the 
FCA (122084). It is directed only at (a) investment professionals falling 
within article 19 of the Financial Services and Markets Act 2000 
(Financial Promotions) Order 2005, (as amended) (the Order) (b) 
certain high net worth entities within the meaning of article 49 of the 
Order and (c) persons to whom this document may otherwise lawfully 
be communicated (all such persons being referred to as relevant 
persons) and is only available to such persons and any investment 
activity to which it relates will only be engaged in with such persons. 
 
United States: This document is for information purposes only and is 
not intended to be an offer, or a solicitation of an offer, to buy or sell 
any investments. This document should not be regarded as 
investment advice. This document may not be duplicated, quoted, 
discussed or otherwise shared without prior consent. Any offering or 
distribution of a Fund in the United States may only be conducted via 
a licensed and registered broker-dealer or a duly qualified entity. 
Nikko Asset Management Americas, Inc. is a United States Registered 
Investment Adviser. 
 
Singapore: This document is for information only with no 
consideration given to the specific investment objective, financial 
situation and particular needs of any specific person. You should seek 
advice from a financial adviser before making any investment. In the 
event that you choose not to do so, you should consider whether the 
investment selected is suitable for you. Nikko Asset Management Asia 
Limited is a regulated entity in Singapore. 
 
Hong Kong: This document is for information only with no 
consideration given to the specific investment objective, financial 
situation and particular needs of any specific person. You should seek 
advice from a financial adviser before making any investment. In the 
event that you choose not to do so, you should consider whether the 
investment selected is suitable for you. The contents of this document 
have not been reviewed by the Securities and Futures Commission or 
any regulatory authority in Hong Kong. Nikko Asset Management 
Hong Kong Limited is a licensed corporation in Hong Kong. 
 
Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM 
Australia) is responsible for the distribution of this information in 
Australia. Nikko AM Australia holds Australian Financial Services 
Licence No. 237563 and is part of the Nikko AM Group. This material 
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and any offer to provide financial services are for information 
purposes only. This material does not take into account the 
objectives, financial situation or needs of any individual and is not 
intended to constitute personal advice, nor can it be relied upon as 
such. This material is intended for, and can only be provided and 
made available to, persons who are regarded as Wholesale Clients for 
the purposes of section 761G of the Corporations Act 2001 (Cth) and 
must not be made available or passed on to persons who are 
regarded as Retail Clients for the purposes of this Act. If you are in any 
doubt about any of the contents, you should obtain independent 
professional advice. 
 
New Zealand: Nikko Asset Management New Zealand Limited 
(Company No. 606057, FSP22562) is the licensed Investment Manager 
of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale 
Investment Scheme. 
 
This material is for the use of researchers, financial advisers and 
wholesale investors (in accordance with Schedule 1, Clause 3 of the 
Financial Markets Conduct Act 2013 in New Zealand). This material 
has been prepared without taking into account a potential investor’s 
objectives, financial situation or needs and is not intended to 
constitute personal financial advice, and must not be relied on as 
such. Recipients of this material, who are not wholesale investors, or 
the named client, or their duly appointed agent, should consult an 
Authorised Financial Adviser and the relevant Product Disclosure 
Statement or Fund Fact Sheet (available on our 
websitewww.nikkoam.co.nz). 
 
Kingdom of Bahrain: The document has not been approved by the 
Central Bank of Bahrain which takes no responsibility for its contents. 
No offer to the public to purchase the Strategy will be made in the 
Kingdom of Bahrain and this document is intended to be read by the 
addressee only and must not be passed to, issued to, or shown to the 
public generally. 
 
Kuwait: This document is not for general circulation to the public in 
Kuwait. The Strategy has not been licensed for offering in Kuwait by 
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basis a private placement or public offering is, therefore, restricted in 
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should not be reproduced, redistributed, or sent directly or indirectly 
to any other party or published in full or in part for any purpose 
whatsoever without a prior written permission from Nikko AME. 
 
This document does not constitute investment advice or a personal 
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appropriateness of the subject matter for the individual 
circumstances of any recipient. In providing a person with this 
document, Nikko AME is not treating that person as a client for the 
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protections that would be available to such clients. 
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any investments referred to in this document or in related 

investments. Relevant confidential information, if any, known within 
any company in the Nikko AM group or Sumitomo Mitsui Trust Bank 
group and not available to Nikko AME because of regulations or 
internal procedure is not reflected in this document. The investments 
mentioned in this document may not be eligible for sale in some 
states or countries, and they may not be suitable for all types of 
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Oman: The information contained in this document nether 
constitutes a public offer of securities in the Sultanate of Oman as 
contemplated by the Commercial companies law of Oman (Royal 
decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98, 
nor does it constitute an offer to sell, or the solicitation of any offer to 
buy non-Omani securities in the Sultanate of Oman as contemplated 
by Article 139 of the Executive Regulations to the Capital Market law 
(issued by Decision No. 1/2009). This document is not intended to 
lead to the conclusion of any contract of whatsoever nature within 
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Qatar (excluding QFC): The Strategies are only being offered to a 
limited number of investors who are willing and able to conduct an 
independent investigation of the risks involved in an investment in 
such Strategies. The document does not constitute an offer to the 
public and should not be reproduced, redistributed, or sent directly or 
indirectly to any other party or published in full or in part for any 
purpose whatsoever without a prior written permission from Nikko 
Asset Management Europe Ltd (Nikko AME). No transaction will be 
concluded in your jurisdiction and any inquiries regarding the 
Strategies should be made to Nikko AME. 
 
United Arab Emirates (excluding DIFC): This document and the 
information contained herein, do not constitute, and is not intended 
to constitute, a public offer of securities in the United Arab Emirates 
and accordingly should not be construed as such. The Strategy is only 
being offered to a limited number of investors in the UAE who are (a) 
willing and able to conduct an independent investigation of the risks 
involved in an investment in such Strategy, and (b) upon their specific 
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The Strategy has not been approved by or licensed or registered with 
the UAE Central Bank, the Securities and Commodities Authority or 
any other relevant licensing authorities or governmental agencies in 
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