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We remain focused on China’s growth over the
next decade, and this paper explains how we
can participate by investing in China A-shares.
The MSCI inclusion of China A-shares into
the global indices will undoubtedly increase
investor focus.
The $8 trillion plus A-shares market1 is simply too big to
ignore, and inclusion in the MSCI indexes will increase
foreign interest in this vast and largely uncharted portion of
China’s complex and diverse stock markets. We have extensive
experience in A-shares, and we believe there are plenty of
investment opportunities in China’s $13 trillion economy.2
In the half dozen foreign markets that list Chinese stocks, from
Hong Kong to Singapore and the United States, there are about
1,300 Chinese companies with a total market cap of around
$5.4 trillion.3 On the existing MSCI China Index, which
includes some of the better-known Chinese companies, there
are about 500 companies, representing about $1.7 trillion in
capitalization.4 This number has grown due to MSCI’s inclusion
of more China A-shares companies in the MSCI China Index.
We believe the recent inclusion of China A-shares companies
into the global indices will open the eyes of investors to a
large domestic on-shore market that dwarfs the off-shore
China markets. Furthermore, we expect MSCI will continue
to gradually increase the weighting of China A-shares in the
global indices.5
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The A-shares market is large and
liquid, but highly inefficient in our
view—and therein lies both the dangers
and the opportunities. It may be the
only large stock market in the world
in which individual investors account
for the vast majority—we estimate
about 80 percent—of daily trading
volume.6 In more established markets,
retail investors are less influential on
the market movement. Moreover, in
the A-shares market, even most of the
institutional investors act more like
retail investors by trading constantly,
often turning over their entire portfolio
as many as four to five times a year.7
The result is big swings in stock prices,
and unusually high dispersion in
valuations. In an immature market like
this, buy-and-hold strategies can be
temporarily derailed by the fickleness
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of retail investors. But as long-term
investors, we can ignore some of the
daily noise and remain focused on the
disciplined investment process.
Furthermore, because this market is
so diverse, investors won’t be punished
for not holding a major stock in the
A-shares index. In the existing MSCI
China Index, in contrast, the two largest
stocks account for around 30% of the
index.6 So for funds measured against
the MSCI China Index, in our opinion
much rides on getting a few company
bets right.

buy or sell stocks that are overlooked or
misunderstood as some local A-shares
investors trade on newsflow rather than
changes to underlying fundamentals.
We believe such inefficiencies are less
readily available for those companies
in the MSCI China Index, which are
much larger, more transparent and more
closely followed by analysts.

Conversely, in the MSCI China A
Index, the largest stock accounts for
around 6 percent of the index.8

The China A-shares market offers more
diversified industries, from industrials
to healthcare, consumer services
and media. Within our focus on the
“new” China, we are tracking a few
key themes, built around companies
that are deploying a new generation of
skilled workers, and companies that are
catering to them as consumers.

A market this immature and diverse
also offers frequent opportunities to

Since China reformed its higher
education system in the late 1990s, the
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More skilled workers may mean more high-end consumers
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number of graduates has risen from 1
million to 8 million a year.9 Graduates
in fields from web design to marketing
start out making less than $10,000 a
year, perhaps a fifth of what they can
make in Europe or the United States.10
We see many Chinese companies
taking advantage of this competitive
intellectual labor to gain market share
from global firms in communication
services, technology and health care
fields. The economic model is shifting
from cheap manufacturing labor to
cheaper, highly skilled labor.
Though Chinese companies used to
avoid talking about R&D because local
investors tended to view it as a drain on
profits, there has been a shift towards

research for companies to move up the
value chain. In 2000, China spent less
than 1 percent of GDP on R&D, but
that figure has risen steadily to more
than 2 percent, and has surpassed the
European Union in both percentage and
absolute terms.11 It’s now quite common
to hear up-and-coming Chinese
companies talk openly of aggressive
research spending plans.
High-tech companies employing
more skilled labor means higher
income consumers. Those sub $10,000
annual salaries will rise quickly, and
consumer companies will make their
most significant gains in the most
underpenetrated markets. In sectors
such as luxury goods, entertainment,

and beauty care, the average Chinese
consumer still spends 5 to 10 times less
on average than consumers in the G20
countries.12 We believe there is plenty
of room for the “new” China to grow,
which adds to the excitement and appeal
of the A-shares market.
We remain focused on looking for the
best investment ideas and for companies
that we believe will benefit from the
multi-year structural stories in China.
While there are concerns about the rising
debt in China, we believe that the China
A-shares market is big enough to offer
interesting and profitable ideas for us
to generate both absolute and relative
outperformance.

Risk Considerations:
There is no assurance that a portfolio will achieve its investment objective. Portfolios are subject to market risk, which is the
possibility that the market values of securities owned by the portfolio will decline. Accordingly, you can lose money investing
in this portfolio. Please be aware that this portfolio may be subject to certain additional risks. In general, equities securities’
values also fluctuate in response to activities specific to a company. Investments in foreign markets entail special risks such as
currency, political, economic, and market risks. The risks of investing in emerging market countries are greater than the risks
generally associated with investments in foreign developed countries. Stocks of small- and medium-capitalization companies
entail special risks, such as limited product lines, markets, and financial resources, and greater market volatility than securities
of larger, more-established companies. Derivative instruments can be illiquid, may disproportionately increase losses and may
have a potentially large negative impact on the portfolio’s performance. Illiquid securities may be more difficult to sell and value
than public traded securities (liquidity risk). Non-diversified portfolios often invest in a more limited number of issuers. As such,
changes in the financial condition or market value of a single issuer may cause greater volatility.
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DEFINITIONS:
Gross Domestic Product (GDP) is the monetary value of all the finished goods and
services produced within a country’s borders in a specific time period. It includes
all private and public consumption, government outlays, investments and net
exports. Price-Earnings Ratio (P/E) is a valuation ratio of a company’s current
share price compared to its per-share earnings. Calculated as Market Value per
Share / Earnings per Share. The MSCI China Index captures large and mid-cap
representation across China A-shares, B-shares, H-shares, Red-chips and P-chips. It
reflects the Mainland China and Hong Kong opportunity set from an international
investor’s perspective. The MSCI China A Index is a free float-adjusted market
capitalization index that is designed to measure equity market performance of
the China A share market. The performance of the Index is listed in US dollars
and assumes reinvestment of net dividends.
IMPORTANT DISCLOSURES:
The views and opinions are those of the author as of the date of publication and
are subject to change at any time due to market or economic conditions and may
not necessarily come to pass. Furthermore, the views will not be updated or
otherwise revised to reflect information that subsequently becomes available or
circumstances existing, or changes occurring, after the date of publication. The views
expressed do not reflect the opinions of all portfolio managers at Morgan Stanley
Investment Management (MSIM) or the views of the firm as a whole, and may not
be reflected in all the strategies and products that the Firm offers.
Forecasts and/or estimates provided herein are subject to change and may not
actually come to pass. Information regarding expected market returns and market
outlooks is based on the research, analysis and opinions of the authors. These
conclusions are speculative in nature, may not come to pass and are not intended
to predict the future performance of any specific Morgan Stanley Investment
Management product.
Certain information herein is based on data obtained from third party sources
believed to be reliable. However, we have not verified this information, and we
make no representations whatsoever as to its accuracy or completeness.
The information herein is a general communications which is not impartial and
has been prepared solely for information and educational purposes and does not
constitute an offer or a recommendation to buy or sell any particular security
or to adopt any specific investment strategy. The material contained herein has
not been based on a consideration of any individual client circumstances and is
not investment advice, nor should it be construed in any way as tax, accounting,
legal or regulatory advice. To that end, investors should seek independent legal
and financial advice, including advice as to tax consequences, before making any
investment decision.
Past performance is no guarantee of future results.
This communication is not a product of Morgan Stanley’s Research Department
and should not be regarded as a research recommendation. The information
contained herein has not been prepared in accordance with legal requirements
designed to promote the independence of investment research and is not subject
to any prohibition on dealing ahead of the dissemination of investment research.
There is no guarantee that any investment strategy will work under all market
conditions, and each investor should evaluate their ability to invest for the longterm, especially during periods of downturn in the market. Prior to investing,
investors should carefully review the strategy’s / product’s relevant offering
document. There are important differences in how the strategy is carried out in
each of the investment vehicles.
DISTRIBUTION: This communication is only intended for and will only be
distributed to persons resident in jurisdictions where such distribution or
availability would not be contrary to local laws or regulations.
Ireland: Morgan Stanley Investment Management (Ireland) Limited. Registered
Office: The Observatory, 7-11 Sir John Rogerson’s Quay, Dublin 2, Ireland. Registered
in Ireland under company number 616662. Regulated by the Central Bank of Ireland.
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and regulated by the Financial Conduct Authority. Registered in England. Registered
No. 1981121. Registered Office: 25 Cabot Square, Canary Wharf, London E14
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3, Dubai International Financial Centre, Dubai, 506501, United Arab Emirates.
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the investment is suitable for them. This material has not been reviewed by the
Monetary Authority of Singapore. Australia: This publication is disseminated in
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122040037, AFSL No. 314182, which accepts responsibility for its contents. This
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Japan: For professional investors, this document is circulated or distributed for
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