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Key takeaways

» Market reforms have opened up more channels for international investors to
participate in China’s financial markets.

» Chinese equities can largely be categorized into onshore- and offshore-listed ones,
however changes in Chinese equity indices and improvements in onshore- market
structures would mean that the distinction is dwindling.

» We think that an all-China approach to Chinese equity investment may give optimal
exposure to the country’s growth and could be the way forward when it comes to
investing in Chinese equities.

Historical developments and presence of capital controls in China have resulted in

the existence of different share classes for Chinese equities. They can be largely split
into onshore and offshore ones: onshore equities include stocks that are traded on the
mainland Shanghai or Shenzhen Stock Exchanges, while their offshore counterparts are
listed on Hong Kong, the US or other overseas bourses.

As onshore equities are due to take a larger representation on global indices, we believe
international investors should revisit how they are to investin China. In our view, investors
can consider adopting an all-China approach. We define the approach as capturing the
bestinvestment opportunities across all China share classes regardless of listing locations.

Chinese onshore equities were once relatively unknown to outsiders due to limited access
and knowledge of the market. Now, onshore equities are getting more notice from foreign
investors as global index providers increase their representation in global equity indices.
Atthe same time, the emergence of the Stock Connect program, a scheme allowing
international investors to buy domestic shares and onshore investors to invest in Hong
Kong-listed Chinese stocks, is facilitating foreign inflows into the market.

Inview of these trends, we believe the distinction between onshore and offshore markets
will narrow, and investors will be able to adopt a unified strategy that combines the best
opportunities across markets and offers better return potential. Indeed, international
investors have been complementing their existing portfolios by adding onshore names. As a
result, their participation into domestic share markets has significantly increased (Figure 1).

Figure 1: Strong netbuying into onshore shares via Stock Connect
Cumulative net buying of Northbound since inception (US$bn)
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Source: Wind, Goldman Sachs Global Investment Research. Data as of November 2021.
Accessed in December 2021.

As such, we believe an all-China approach may give the best exposure to China’s growth
and should be the way forward when it comes to investing in Chinese equities. The mix

of onshore and offshore shares should be based on a bottom-up stock selection process
that assesses the investment merits of individual names. We believe investors may want
to consider select experienced portfolio managers with deep knowledge of both onshore
and offshore markets to seize the unprecedented opportunity.
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Offshore equities offer many names with growth potential

We believe offshore equity markets provide a compact universe with an abundance
of high-quality names. We think that investors should continue to look for attractive
opportunities in offshore markets and stick to their allocations.

A large selection of opportunities with growth potential

We have found a good and large selection of opportunities with growth potential in
offshore markets including consumer, services and technology companies, or what we call
the structural growth sectors. We believe the transitioning of Chinese economy towards a
consumption- and services-led one is an ongoing positive story, and this is what is boosting
the prospects of companies in the structural growth sectors. They, being the driver of
economic growth going forward, are expected to register faster growth and provide more
opportunities thanks to industry innovation and new listings.

Several of the ten largest Chinese listed companies in the communication-services and
consumer-discretionary sectors by market capitalization are listed offshore in Hong Kong
and the US. Both sectors are good proxies for the structural growth sectors.

Strong outperformance of offshore equities. Regulatory actions aim at promoting long-term
growth.

Offshore equites have registered faster earnings in the past. Earnings per share for MSCI
China Index companies reached compound annual growth rate (CAGR) of 12.0% from 2011
t0 2020, compared with 8.4% delivered by A share companies over the same period'. The
MSCI China Index has been historically dominated by offshore China equities?.

Strong growth of offshore listed equities has translated into their solid market
performance. Figure 2 compares the performance of MSCI China Index, MSCI Emerging
Market Index and MSCI China A Index since the completion of ADR inclusion (ADR stands
for “American Depository Receipts”. They refer to US-listed Chinese companies). Itis not
difficult to conclude that offshore equities have been well-rewarded given their growth
potential.

Figure 2: Strong outperformance of MSCI China Index
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Source: Bloomberg, Invesco. Data as of November 2021. Accessed in December 2021.
Past performance is not a guarantee of future results. Aninvestment cannot be madein
anindex.

That said, regulatory actions towards the technology sector since July 2021 have led to
market volatility and dragged down outperformance of offshore equities. We believe

these policies aim at promoting long-term sustainability and competitiveness of related
industries. Regulators have no intention to undermine offshore equities, comprising mostly
private companies that account for more than 60% of GDP and nearly 90% of employment.
Promoting technological advancement is key to boost China’s productivity and economic
growth. We see communications regarding these regulations have become clearerin
recent days and we believe the focus will be placed on execution going forward.

1. Sources: FactSet, MSCI, Goldman Sachs Investment Research. Data as of end October 2020.

2. MSCIChinalndex captures large- and mid-cap representation across all China share classes. It initiated
theinclusion of ADRsin November 2015 and that of Chinese domestically traded A sharesin May 2018.
Upon fullinclusion, A shares will account for around 40% of MSCI China Index.
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Strong entrepreneurship

We believe the growth potential of offshore listed companies is partially owing to many
of them being private enterprises. The private sector in China is highly competitive. The
intense competition has fostered a strong sense of entrepreneurship and propelled
companies to stay agile and focus on innovation to deliver performance. We are excited
about their future growth and believe they will continue to gain strength given the
government’s desire to improve the overall efficiency of the economy.

Prevalence of industry leaders

Industry leaders are also very prevalent in the offshore markets. As they are known for their
products and services, they are in a better position to attract offshore capital. Smaller
companies, on the other hand, do not have the resources or expertise to manage an
offshore listing. We believe that industry leaders have stronger capability to expand market
shares, further helping solidify their leading positions.

Onshore equities provide complementary opportunities

Onshore equities on the other hand is a deep investment universe with around

4,000 stocks that cover a broad range of economic sectors. We believe it provides
complementary stock names that complete the investment opportunity set of Chinese
equities.

Complementing the opportunity set

Figure 3illustrates sector composition of MSCI China Index and MSCI China A Index. We
can see some sectors that exhibit structural growth (including healthcare and consumer
staples) are better represented in the domestic stock exchanges.

One exampleis aleading pharmaceutical company focusing on the development and
production of oncology and surgery drugs. It has been on the Shanghai Stock Exchange
since 2000 when it went to public. The company offers strong product pipelines and ranks
the top in terms of research and development spending among listed pharmaceutical
companies. It has been favoured by both domestic and international investors.

There are many other examples such as Chinese liquor producers and home appliance
manufacturers that have been gaining tractions since domestic shares become more
widely known after the index inclusion. What is special about them is that they are unique
opportunities only available on domestic exchanges and not listed elsewhere.

Figure 3: Sector comparison between MSCI Chinalndexand MSCI China A Index
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Source: Factset, Invesco. Data as of November 2021. Accessed in December 2021.
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Tap into attractive traditional growth sectors

Meanwhile, onshore equities account for majority of the investible opportunitiesin the
traditional growth sectors such as financials, materials and industrials. Even though on an
aggregate level their growth might be limited, we believe that some can still offer attractive
growth if they derive their revenues from the rising consumer and service demand or are
benefiting from continued reform efforts. The materials sector provides such an example.
There has been significant and sector-wide improvement in profitability and reductionin
leverage due to the supply side reform that has cut the excess capacity in the industry since
2016.

Ashare asanevolving asset

We believe onshore markets are still at a developing stage with some market idiosyncrasies
that investors should pay attention to. It has led us to be selective on domestic shares for
the time being as we believe there is a scarcity of quality names, especially given the wide
universe.

That said, we believe A share will demonstrate itself as an evolving asset that will offer a
more mature market environment and more attractive stock opportunities for investors
to select going forward. Looking ahead, we believe financial reforms aiming at improving
accessibility and regulatory framework and index inclusion will be key catalysts.

Animmature market

Retail investors dominate the onshore market and account for 80% of equity trading
volume (Figure 4). Most retail participants are less sophisticated investors. They tend to
overreact with new information and have shorter investment horizons. Sentiment often
plays a bigger role in driving their investment decisions. This has led to higher volatility in
onshore markets and more concentrated buying in certain sectors and stocks.

Figure 4: Strong of equity trading volume by retail investors
Retail investors’ share of equity trading volume
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Source: HKEx, SSE, Wind, Bloomberg, Goldman Sachs Global Investment Research.
China A as of 2020, Hong Kong as of 2019, other markets as of November 2021.
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The restrictive regulatory framework of onshore market worries some international
investors as well. In order to protect retail investors, onshore regulatory requirements

limit the pool of borrowable stocks for single-stock short-selling - a method which helps
uncover the true value of stocks. There are also restrictions on pricing in initial public
offerings (IPOs) which mask the market value of newly-listed stocks. The approval-based
IPO process also means that the securities regulatory authority must approve applications
before they can list.

The dawn of anew era

China has been earnestin opening up the onshore market to global investors. In recent
years, Chinese authorities have been gradually relaxing restrictions to allow foreign
investors to enter the market. We expect that there will be a more diverse array of investors
in the domestic market, with sophisticated, institutional investors taking up a bigger
presence. We believe A share inclusion into global indices is another catalyst that will help
institutionalize the A share market and make it more efficient.

There are also hopes that the regulatory landscape of onshore market may improve. The
recently launched Scientific and Technology Innovation Board (STAR) in Shanghai has
many regulatory innovations. If done well, these innovations on the STAR Market may be
rolled out to other stock exchanges.

Aunified approachis the way forward

With the distinction between onshore and offshore markets dwindling, we believe investors
canfocus on combining the best opportunities in both onshore and offshore markets to
adopt a unified China approach. We believe such an approach may enable more efficient
alpha generation and could lead to favourable returns.

Thisis because we believe that offshore Chinese equities provide abundant high- quality
names and investors should consider them as important building blocks in their allocation
to China. At the same time, we believe unique opportunities and wide universe of onshore
markets deserve attention. We believe a selective approach at the moment will add the
most value, but as its market features are evolving towards higher institutional participation
and efficiency, we believe A shares will provide more opportunities over time.

Allthese would mean that an all-China approach make more sense as investors look to

tap into the best opportunities that Chinese listed companies have to offer. It also may

give them the best exposure to China’s phenomenal growth. We believe investors should
leave it to experienced managers as they are likely to make better stock selection with their
deeper knowledge of both onshore and offshore markets.

Investmentrisks

The value of investments and any income will fluctuate (this may partly be the result of
exchange rate fluctuations) and investors may not get back the fullamount invested. Past
performance is not a guide to future returns.

When investing in less developed countries, you should be prepared to accept significantly
large fluctuations in value.

Investment in certain securities listed in China can involve significant regulatory
constraints that may affect liquidity and/or investment performance.
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Importantinformation

Thisdocumentisintended only for investorsin Hong Kong, for Institutional Investors and/or Accredited
Investorsin Singapore, for certain specific sovereign wealth funds and/or Qualified Domestic Institutional
Investors approved by local regulators only in the People’s Republic of China, for certain specific Qualified
Institutions and/or Sophisticated Investors only in Taiwan, for Qualified Professional Investorsin Korea,
for certain specific institutional investorsin Brunei, for Qualified Institutional Investors and/or certain
specificinstitutional investorsin Thailand, for certain specific institutional investors in Malaysia, for
certain specificinstitutional investorsin Indonesia and for qualified buyers in Philippines for informational
purposes only. Thisdocumentis not an offering of a financial product and should not be distributed
toretail clients whoare resident injurisdiction where its distribution is not authorized or is unlawful.
Circulation, disclosure, or dissemination of all or any part of this document to any unauthorized personis
prohibited.

This document may contain statements that are not purely historical in nature but are “forward-looking
statements,” which are based on certain assumptions of future events. Forward-looking statements are
based oninformation available on the date hereof, and Invesco does not assume any duty to update any
forward-looking statement. Actual events may differ from those assumed. There can be no assurance
that forward-looking statements, including any projected returns, will materialize or that actual market
conditions and/or performance results will not be materially different or worse than those presented.

Allmaterial presented is compiled from sources believed to be reliable and current, but accuracy cannot
be guaranteed. Investmentinvolvesrisk. Please review all financial material carefully before investing.
The opinions expressed are based on current market conditions and are subject to change without notice.
These opinions may differ from those of other Invesco investment professionals.

The distribution and offering of this document in certain jurisdictions may be restricted by law. Persons
into whose possession this marketing material may come are required toinform themselves about and
tocomply withany relevant restrictions. This does not constitute an offer or solicitation by anyonein any
jurisdictionin which such an offer is not authorised or to any person to whomit is unlawful to make such an
offer or solicitation.

Thisdocumentisissued in the following countries:

- inHongKong by Invesco Hong Kong Limited B B &2 HBR/AE], 41/F, Champion Tower, Three
Garden Road, Central, Hong Kong. This document has not been reviewed by the Securities and Futures
Commission.

- inSingapore by Invesco Asset Management Singapore Ltd, 9 Raffles Place, #18-01Republic Plaza,
Singapore 048619.

- inTaiwan by Invesco Taiwan Limited, 22F, No.1, Songzhi Road, Taipei 11047, Taiwan (0800-045-066).
Invesco Taiwan Limitedis operated and managedindependently.
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