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At 15% of the global economy and a similar size to the eurozone1, China 

they have to date been largely inaccessible to overseas investors. In this 
paper we look at how investing in China stands currently and a number 
of possible ways that this might evolve over time. We also draw out some 
of the obstacles that stand in the way of further integration with world 
markets. Whatever the path and end point, it appears highly likely that 

benchmarks. How should investors respond? Benchmark providers are 
not masters of the universe so being governed solely by their moves 
strikes us as illogical. The appropriate course of action will depend on a 
number of developments, as we set out in detail in this paper. This paper 
also highlights a number of areas which merit closer investigation and 
which we will cover in subsequent work.
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China punches below its weight in global capital markets…
China’s debt market is the third largest in the world at around 
8% of the global market2, while its equity market is around 
9% of the global universe3. However, only a small proportion 
of these markets is currently accessible to international 
investors. Chinese equities represent a mere 3% of the free-

barely half a percent of the Bloomberg Barclays Global 
Aggregate index (Figure 1). Meanwhile, its local bond market, 
valued at over $9 trillion, is excluded entirely from the main 

…but things are changing
The key reason that Chinese assets are so poorly represented 
in major benchmarks is that the Chinese authorities have 
wished it to be so. Stringent regulations restricting foreign 
ownership of Chinese companies and tight currency controls 

to access local Chinese markets. Chinese state motivations 
have been grounded in a desire to maintain control and over 
genuine concerns about stability of the currency and economy 
if their markets were to be opened more fully. Local Chinese 
asset markets have not been easy to invest in and thereby fail 
a key test of a good benchmark. However, as described later, 
this is changing. This has been most notable in equities and 
has already resulted in the symbolically important move by 
MSCI to announce that it would include an, admittedly very 

hip 
benchmark indices. The early stages of progress are now also 

Figure 1: China is remarkably under-represented in 
global indices
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GDP data cover 2016 calendar year; share of global equity universe is as at June 2017; 

MSCI and Schroders.

1  International Monetary Fund, based on 2016 GDP in current dollar terms
2  Bank of America Merrill Lynch, as at fourth quarter 2016
3  Bloomberg and Schroders, June 2017 1



Figure 2: An alphabet soup of share classes

A-shares Shares in Chinese companies which are traded on the Shanghai or Shenzhen exchange and which are denominated in 
renminbi. Covering over 3,400 stocks with a value of almost $9 trillion, these are the largest part of the Chinese equity 
market by some margin, representing over 70% both by number of companies and market capitalisation. A-shares also 
have the most balanced sector composition (Figure 3).

B-shares Shares in Chinese companies which are traded on the Shanghai or Shenzhen exchange but denominated in a foreign 
currency e.g. US or Hong Kong dollars (HKD). At only 0.2% of the total Chinese equity market capitalisation, these 
represent a dwindling part of the market.

H-shares Shares in Chinese companies which are traded in Hong Kong in HKD. Over 70% of this market relates to the financial 
sector. It is common for companies which issue H-shares to have a dual A-share listing, whereas dual B-share listings 
are far less common. H-shares are around 7% of the overall Chinese equity market and state approval is required for the 
issuance of new shares.

Red chips Shares in Chinese state-owned enterprises (SOEs), which are incorporated outside of mainland China and traded in Hong 
Kong in HKD. At 30% of the index, China Mobile dominates this market. In aggregate, red chips are around 6% of the 
overall Chinese equity market.

P-chips and 
N-chips/US-
listed ADRs

Shares in non-Chinese incorporated companies which operate in China and are traded in Hong Kong and New York 
in the corresponding domestic currencies. N-chips are also sometimes referred to as US-listed American Depositary 
Receipts (ADRs). P-chips and N-chips sometimes have a majority Chinese owner which retains control. They include 
companies such as Tencent (P-share) and Alibaba (N-share). These classes can have inferior voting rights to those in 
the parent company and their legal status has never been formally recognised by the Chinese authorities. They are 
respectively 9% and 7% of the overall Chinese equity market.

Other smaller classes also exist, such as S-chips, which are listed in Singapore, and L-chips, which are listed in London. Source: Schroders, Wind, CICC Strategy research. 
Data as of 17 November 2017.

Figure 3: The A-share market is the biggest and most diverse Chinese equity market 
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Source: Schroders, Wind, CICC Strategy research. Data as of 17 November 2017.
Note that sector breakdown above uses the FTSE sector classification which differs from MSCI. FTSE classify Alibaba as a consumer discretionary stock where MSCI classify it as IT.

Equities: a rich array of options
The complexities of the regulations governing Chinese capital 
markets have given rise to an alphabet soup of share classes, 
spread across several countries, each exhibiting variations in 
size, depth, liquidity, sector make-up and ownership rights 
(Figures 2 & 3).

International investors can easily buy and sell H shares, 
red chips, P-chips and N-chips and, with a little more effort, 
B-shares. These have therefore formed the constituents of 
major benchmarks such as the MSCI China Index, which has in 
turn been a component of widely followed global indices such 
as the MSCI Emerging Markets and MSCI All-Country World 
indices. The combination of these share classes is dominated 
by large technology companies, especially Tencent (17%) and 
Alibaba (13%), and financial stocks, many of which are state-

owned enterprises. The MSCI China represents almost 30% 
of the MSCI Emerging Markets Index but only 3% of the MSCI 
All-Country World Index.

The reason for the absence of A-shares from this and other major 
benchmarks, at least until relatively recently, has been because 
access has been closely guarded by the Chinese authorities. 
Further evidence that this stance is softening came recently with 
the announcement that limits on foreign ownership of financial 
services groups would be relaxed. Access constraints mean that 
A-shares are held almost exclusively by local Chinese investors. 
As a consequence, the A-share market has been dominated by 
retail investors, who own almost 90% of the market4. Greater 
volatility and vulnerability to changes in sentiment have been one 
consequence of this ownership structure.

4  Shanghai Securities Exchange Yearbook, CICC Research, May 2017
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Stock Connect has been a game changer
There are three main ways that international investors have been 
able to gain access to A-shares: the Qualified Foreign Institutional 
Investor (QFII) or Renminbi Qualified Foreign Institutional 
Investor (RQFII) programmes, which have been in operation 
since 2002 and 2011, respectively or, more recently, through 
Stock Connect. Stock Connect is the trading system that links the 
Hong Kong with the Shanghai and Shenzhen exchanges. The key 
similarities and differences are set out below (Figure 4).

Both the QFII and RQFII schemes are confined to qualifying 
investors, who must obtain a licence to trade in mainland 
China. They are also governed by quota restrictions and strict 
repatriation limits. These constraints have heavily limited 
participation in the market. Stock Connect, which initially 
covered Shanghai but was expanded in December 2016 to 
also cover Shenzhen, has been a game changer. It allows 
investors to trade in eligible A-shares via Hong Kong without 
the need for a local Chinese licence (and for domestic Chinese 
investors to invest overseas through the same channel). 
Restrictions on repatriation have been lifted and aggregate 
quotas abandoned – although daily quotas continue to apply, 
at present they are not an obstacle. These changes have 
considerably broadened the scope for international investors 
to access Chinese A-shares, and the expanded system is 
expected to cover more than 80% of the market capitalisation 
of the A-share market. 

One area that has seen improvement, even if it remains 
an issue, is the high level of voluntary suspensions among 

A-shares. This occurs when companies decide to stop trading 
in their shares for extended periods of time, often without 
warning. When this happens, investors are unable to get their 
money out. MSCI has noted that the number of suspensions in 
the A-share market remains “by far the highest in the world”, 
covering more than 100 companies and representing over 
5% of the market. However, even that level is considered 
an improvement following the implementation of new 
policies which have brought down the number of voluntary 
suspensions recently. 

These improvements have culminated in MSCI’s announcement 
in July this year that it would move ahead with plans to include 
an allocation to A-shares within its main benchmarks, beginning 
in June 2018. MSCI is proceeding cautiously, including only 5% of 
the market capitalisation of 2225 large cap A-shares (described 
as a 5% partial Inclusion Factor). Stocks that have been 
suspended for more than 50 days in the previous 12 months are 
excluded from consideration, as are small- and mid-cap stocks. 
This is expected to result in a 0.7% allocation to A-shares in the 
MSCI Emerging Markets Index and 0.1% in MSCI’s main global 
equity benchmark. 

Although the initial inclusion factor and impact on 
benchmarks is modest, the message it sends is momentous 
– the local Chinese equity market, so long excluded from 
mainstream portfolios, is open for business. On inclusion, 
passive investors will immediately be forced buyers of 
the newly-included A-shares, resulting in estimated extra 
demand of around $10-15 billion6. 

Figure 4: There are multiple routes to accessing local Chinese equities

Stock Connect RQFII QFII

Quota size  – No quota limit  – US$218bn  – US$150bn

Eligible 
investor

 – All investors  – Only licensed investors based in selected 
eligible locations where the RQFII scheme 
is available

 – Only licensed investors that meet certain 
operation and AUM requirements

Quota 
requirement

 – No requirement  – Quota linked to asset size or investment 
requirements. To be approved by SAFE

 – Unused quota within a year will be 
cancelled

 – Quota linked to asset size or investment 
requirements. To be approved by SAFE

 – Unused quota within a year will be 
cancelled

Capital 
mobility

 – No restriction

 – Daily investment 
quota of RMB 13bn 
(USD 1.9 bn) for both 
northbound and 
southbound channels

Open-Ended Funds:
 – Repatriation: Daily
 – Lock-up: None
 – Remit Period: 
None

 – Others: Quota 
required to be 
used within 1 year 
upon approval

Others:
 – Repatriation: Daily
 – Lock-up: 3 months
 – Remit Period: 6 
months

Open-Ended Funds:
 – Repatriation: Daily
 – Lock-up: 3 months
 – Remit Period: N.A.
 – Others: Monthly 
repatriation 
cannot exceed 
20% of NAV of 
previous year

Others:
 – Repatriation: Daily
 – Lock-up: 1 year
 – Remit Period: 6 
months

 – Others: Monthly 
repatriation 
cannot exceed 
20% of NAV of 
previous year

Eligible 
investment

 – 1480+ stocks listed 
on Shanghai and 
Shenzhen Stock 
Exchanges

 – All securities listed on Shanghai and Shenzhen Stock Exchanges

Currency  – Offshore RMB (CNH7)  – Offshore RMB (CNH)  – Onshore RMB (CNY)

Source: MSCI, March 2017

5  As of 31 July 2017. MSCI state that the number may change due to regular index reviews and corporate events maintenance.
6  Schroders, MSCI, Bloomberg, CICC Strategy Research, as of December 2015.
7  CNH is the currency code for renminbi when traded outside of China in markets such as Hong Kong. CNY is the code for the 
onshore equivalent, which is used interchangeably with RMB.
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Fixed income
The Chinese onshore bond market is the third largest in the 
world at around 8% of the global market and is very liquid 
(Figure 5). 

Figure 5: Largest debt markets in the world ($ trillion)
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Source: Bank for International Settlements. Data as at Q4 2016. Excludes 
international debt.

A key distinction is between the onshore (domestic) and 
offshore (external) markets, with onshore markets tradable 
only in mainland China and offshore markets traded overseas. 
Securities in the offshore market are mainly denominated in 
US dollars and, since 2007, “offshore Renminbi” (CNH). This 
distinction is important because the offshore market is readily 
accessible by international investors, yet represents only 4% 
of the total (Figure 6). The other 96% is excluded entirely from 
major international fixed income benchmarks. 

Figure 6: The onshore market dwarfs the external market 

0 1 2 3 4 5 6 7 8 9 10

Fin Inst-domestic Nonfin Corp-domestic

$ trillion

Domestic External

Sovereign-domestic

Fin Inst-external Nonfin Corp-external Sovereign-external

Source: Bank of America Merrill Lynch, 12 July 2017

Within the onshore market, Chinese government, municipal 
and policy bank (financial)8 bonds dominate. This is in marked 
contrast to the offshore market, where non-financial corporate 
bonds tend to dominate (Figure 7).

Figure 7: The two Chinese debt markets offer very 
different constituents

Market size ($ bn) Domestic External

Sovereign 3,251 19

Non-financial corporates 2,523 298

Financials 3,406 110

Source: Bank of America Merrill Lynch, 12 July 2017

The onshore corporate bond market
Attention so far has focused on integrating Chinese 
government debt and policy banks in international 
benchmarks, with local non-financial corporate bonds being 
somewhat neglected. However, given the size of the market, 
this seems unlikely to remain the case for long. 

A peculiarity of the local Chinese corporate bond market is that 
it tends to be very short dated. Most bonds have a maturity of 
less than one year, which is much shorter than international 
norms (Figure 8). This can result in higher levels of portfolio 
turnover and increased research demands, given the need to 
continually refresh portfolios.

Figure 8: The Chinese corporate bond market is very 
short dated
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Source: Schroders and WIND, as of 31 August 2017

In addition to the constraints on access which have held back 
investors in the onshore government bond market, there have 
also been issues specific to the corporate bond market. These 
include a lack of consistent accounting standards at Chinese 
companies, accounting standards that diverge from globally 
accepted practice, opaque corporate accounts, unfriendly 
ownership structures, difficulties in comparing Chinese 
companies with similar firms abroad, constrained liquidity,  
and taxation of coupons.

International investors have been particularly sceptical about 
the credit ratings assigned by Chinese rating agencies. At the 
end of August 2017, 59% of the market was rated AAA and a 
further 37% was in the AA category, putting 96% in one of the 
two highest categories (Figure 9).

8  Banks which undertake the policy operations of China's state-owned professional banks. They include the China Development Bank, the Agricultural 
Development Bank of China and the Export-Import Bank of China.
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Figure 9: Realistic credit ratings?

AAA

AA+

AA

59%

20%

16%

2%

AA-

A+ and below

Not rated

2%

1%

Source: WIND and Schroders, as of 31 August 2017

On average, Chinese ratings agencies rate the same borrower 
six to seven notches higher than global ratings agencies9. 
Cases where issuers have retained a AAA rating inside China 
despite international agencies rating them as if they were at 
risk of impending default are not unheard of. Differences of 
opinion on the relative importance of matters such as state-
ownership, leverage, profitability and asset size have all played 
a part in these discrepancies. Conflicts of interest also abound. 
Regulation constrains many local institutions to investing only 
in bonds rated AAA or AA, resulting in a bias towards securities 
being granted one of these ratings. In our experience, the 
quality of the research carried out by the local agencies can 
actually be very high, but the end result is invariably a AAA or 
AA rating, regardless of their findings. Our view is that most 
bonds rated AA- or lower share more characteristics with high 
yield debt than investment grade. 

It is no surprise that international investors have been 
mistrustful. This lack of confidence has been compounded 
by the fact that, until July 2017, global agencies were not 
permitted to rate locally-issued debt. Only debt issued by 
Chinese companies in overseas markets, such as the US, 
has been open to scrutiny. A sign of the Chinese desire to 
encourage international participation in its bond market has 
been the recent decision that global ratings agencies would, 
for the first time, be permitted to rate local debt instruments. 
This move is likely to increase confidence among international 
investors and should result in a closer alignment of ratings 
over time

Various access routes are possible
Access to the bond market shares some similarities with the 
equity market, but also some important differences. As with 
equities, international investors have been able to directly 
access the local Chinese fixed income market through the QFII 
(2002) and RQFII (2011) schemes for a number of years, but 
access has been heavily restricted by licence requirements, 
quotas and repatriation limits. Unlike equities, indirect 
exposure to Chinese interest rates has also been possible 
using “non-deliverable interest rate swaps”10. The RQFII offers 
more relaxed terms, which has spurred international interest. 
Only registered investors in a handful of countries have been 
eligible to apply, but investors have been able to invest in an 
eligible pooled vehicle or fund run by an asset management 
company that holds the licence.

International interest in investing in the onshore China bond 
market increased further following the relaxation of rules set 
by the People’s Bank of China (the central bank) on accessing 
the China Interbank Bond market (CIBM). The CIBM is the 
wholesale over-the-counter market where a majority of bonds 
are traded once they are issued. Furthermore, the application 
process has been simplified and repatriation restrictions lifted. 
Whereas the QFII and RQFII channels allow access to the bond 
exchanges where bonds are initially issued, the CIBM market is 
where secondary trading occurs. Investors with QFII and RQFII 
licences are required to apply for a separate licence to access 
the CIBM market.

Bond Connect: the fixed income market is following in the 
equity market’s footsteps
In the wake of experience gained in the equity market, the 
Chinese authorities are also pushing to further simplify the 
process and enable access to the onshore bond market via a 
“Bond Connect” scheme. The key characteristics are set out in 
Figure 10 below:

Figure 10: Key characteristics of Bond Connect

Access Quota-free access with no lock-up 
periods or restrictions on repatriation

Eligible products All cash bonds

Interest rate 
hedging

Not currently possible, although hedging 
implemented offshore with international 
counterparties is possible

Currency hedging Possible using settlement agents in 
Hong Kong

Participants Institutional investors only

Source: Schroders

It is premature to judge whether investors will choose the 
Bond Connect route over the direct-access CIBM scheme 
route as details are still being ironed out by policymakers and 
investors. The inability to use interest rate derivatives to easily 
hedge interest rate risk directly will be a deterrent to some 
international investors and where there will be pressure to 
change. However, investors can still hedge interest rate risk 
with non-deliverable interest rate swaps.

Although they share similar names, Bond Connect and Stock 
Connect have some important differences. For example, 
unlike Stock Connect, which facilitates two-way trading, Bond 
Connect currently permits international investors to invest 
in mainland China but not local Chinese to invest overseas 
(although this is a plan for the future). More pressingly for 
international participants, the legal protections for investors 
in the bond market are not as strong as in the equity market. 
For example, insider dealing regulations, disclosure of 
interests and “short swing” rules11 which apply to the trading 
of shares do not apply to the trading of bonds on the CIBM12, 
so caveat emptor applies. 

9  BIS working paper 618, Credit ratings of domestic and global agencies: What drives the differences in China and how are they priced? June 2017.
10  An instrument where no Chinese currency actually changes hands but investors earn a return based on whether Chinese interest rates move higher or lower than 
the level priced into the market.
11  Regulations that requires company insiders to return any profits made from the purchase and sale of company stock if both transactions occur within a six-month period
12  Linklaters, Bond Connect-another major milestone in mutual market access, July 2017
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The current state of play: China’s weight in bond 
benchmarks
The US dollar (USD) denominated external debt (offshore) 
weights in major benchmarks are shown in Figure 11. JP 
Morgan is the most widely recognised emerging market debt 
(EMD) benchmark provider and the “Diversified” versions of 
its benchmarks are the most commonly used – these limit 
the weights of those countries with larger debt stocks by 
only including a specified portion of their debt. We have also 
shown the weights in the non-diversified versions in brackets 
for comparison purposes. As is to be expected, they are much 
larger in these indices.

Figure 11: US dollar-denominated Chinese debt already 
features in some major benchmarks

Chinese debt Benchmark Allocation (%)

USD-denominated 
sovereign debt

Bloomberg Barclays 
Global Aggregate

0.6

JP Morgan EMBI 
Global Diversified

 4.0 (8.0)

USD-denominated 
corporate debt

JP Morgan CEMBI 
Broad Diversified

 8.0 (21.0)

Asian USD-
denominated debt*

JP Morgan Asian 
Credit Index

42.9

Source: Bloomberg and JP Morgan. Data as at 31 July 2017. * Index includes sovereign, 
quasi sovereign and corporate debt

So far, major benchmark providers have excluded all local 
Chinese debt from their main fixed income benchmarks. 
However, for some time JP Morgan has maintained a broader 
version of their flagship local EMD index, the GBI-EM Global 
Diversified index, which does include local Chinese debt. 
The GBI-EM Broad Diversified index has a 10% allocation 
to Chinese bonds and the non-diversified version has a 
30% allocation. Furthermore, Asian-focused local currency 
indices have been including China for a while. Bloomberg 
and Citigroup have also recently announced that they too 
are running parallel versions of their main global benchmark 
indices, which include approximately 5% allocations to 
Chinese bonds. These shine a light on how Chinese local 
bond exposure could evolve over time if the various obstacles 
to greater integration can be overcome. The Citi index only 
includes Chinese government debt, while the Bloomberg 
Barclays index only captures government and policy bank 
debt. As a result, these materially understate the true scale of 
the market opportunity by ignoring the majority of the local 
corporate bond market. 

How might China’s presence in the benchmarks evolve?
There is no good historical precedent we can turn to 
for guidance as to how China’s growing presence in the 
benchmarks will evolve and what that means for financial 
markets and investors. Some limited parallels can be drawn 
(e.g. Korea), but they are at best imperfect and none are on the 
scale of an economic and financial market the size of China. 
Rather than making bold predictions, we prefer to consider a 
number of different plausible scenarios. 

In order for benchmark providers to be comfortable adding 
increased Chinese exposure, a number of pieces may have to 
fall into place in the jigsaw. These can be broadly classified into 
economic, political and operational/structural considerations:

Economics
On the economic front, Chinese capital markets are unlikely to 
open up more fully unless two key inter-related variables are 
supportive – the currency remaining stable and the balance 
of payments remaining in check. The Chinese authorities 
are especially concerned about the impact of domestic and 
foreign flows on the currency if they open up their capital 
markets. For example, a large current account deficit could 
result in currency weakness and capital flight unless foreign 
inflows are sufficient to support the currency. Although China 
has a current account surplus at present, this cannot be 
guaranteed. Neither a reliance on the generosity of foreigners 
nor a significant weakening in the currency are likely to be 
palatable outcomes for the Chinese government. Conversely, 
a large current account surplus could drive up the value of the 
currency and reduce Chinese competitiveness in the global 
market. Currency moves can of course also be driven by many 
other factors, such as changes in the preferences of investors, 
both domestic and international. For example, a desire by local 
investors to diversify their assets internationally could lead 
to significant outflows. The perceived risk of this occurring 
will impact Chinese thinking, given that the stability of the 
currency is a policy objective. 

So what might give the Chinese authorities the confidence 
they need to take the next stride and open up their capital 
markets? One area to watch is the debt cycle and the 
implications for capital allocation. Total Chinese debt levels 
have soared by around 100% of GDP since 2008 and are now 
well over 230% (Figure 12). Of concern is that this has occurred 
during a period when economic growth has been slowing as 
the “credit impulse” (the positive impact on GDP growth of 
credit growth) has weakened.
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Figure 12: Credit to non-financial sectors has been growing as a percentage of GDP 
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A large part of this can be explained by how this debt is 
being utilised. Much of the increase has been concentrated 
in state-owned enterprises (SOEs), which account for almost 
60% of corporate debt, but only 15-20% of GDP. Worryingly, 
a significant part of this debt (worth over 20% of GDP) sits in 
sectors suffering from overcapacity, raising questions about 
their ability to repay. Of particular concern is the mountain of 
corporate debt valued at more than 10% of GDP that is owed 
by “zombie” firms – i.e. firms which are managing to stay afloat 
by meeting the interest due on their loans through access to 
what is typically cheap finance, but which have no chance of 
ever repaying their debts13. 

When all lending was carried out by state banks, default risk 
could be carefully managed by the state. However, this is 
less the case today as the financial sector is now much more 
fragmented. It also now includes non-state banks, trust banks, 
other financial institutions and a large and growing shadow 
banking system. Here, individuals are often the ultimate 
lenders through Wealth Management Products that they 
have invested in. This fragmentation increases the risk that 
policymakers may be unable to contain default risk as easily 
as in the past.

Both the fast growth in debt and the ways that it is being 
deployed are likely to put the brakes on any opening of capital 
markets in the short term. Policymakers will be concerned 
that the proceeds of new debt raised by domestic borrowers 
could leave the economy in large volumes in search of higher-
returning opportunities abroad, putting downward pressure 
on the currency. 

If total debt/GDP levels start to come down or even stabilise 
alongside an improvement in the quality of Chinese borrowers 
(for example through the restructuring of heavily indebted 
state owned enterprises), then this could give the Chinese 
authorities the reassurance they need to proceed with further 
opening. However, if IMF projections that total debt will reach 
almost 300% of GDP by 2022 prove correct, then this seems a 
distant prospect.

We should also not ignore the impact that external factors 
could have on the willingness of the Chinese authorities to 

open up their capital markets. For example, if there were to be 
another sustained rally in the US dollar at a time when Chinese 
growth is weakening, then this could add impetus to calls to 
weaken the link with the dollar. Such a scenario might prompt 
the authorities to encourage more portfolio inflows into the 
country to support the currency, thus hastening the opening 
up of capital markets.

Politics
Political considerations and, in particular, the authorities’ 
willingness (or otherwise) to cede control of major companies 
to foreigners are also likely to weigh on any developments. On 
the one hand, if China’s desire to have the renminbi become 
a major reserve currency is to be successful, it will require 
greater openness. On the other, a desire to maintain control is 
clearly unlikely to be consistent with full openness. Regulatory 
and even government scrutiny of takeovers of strategically-
important businesses is not unknown in more developed 
markets, but if applied extensively in China, such reviews 
would limit how truly open Chinese capital markets become. 

However, there are two encouraging signs that suggest 
that Chinese policymakers are keen to address the issue of 
corporate debt within the SOE sector and reduce the Chinese 
currency’s reliance on the US dollar. Firstly, the authorities 
have started to tackle the debt issue by limiting the issuance 
of investment products, called Wealth Management products, 
that have allowed these corporates to finance their debt 
by distributing such products to Chinese investors. On the 
currency side, the authorities have reduced the renminbi’s 
reliance on the US dollar by linking the Chinese currency’s 
value to a basket of major trading partners’ currencies, such as 
the euro, Japanese yen and Australian dollar. 

Operational/structural
As well as the necessary economic and political developments, 
benchmark providers and international investors have a 
“wish-list” of changes they would like to see in Chinese asset 
markets, as set out in Figure 13. Some of these have been 
described in more detail earlier.

13  IMF, August 2017
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Figure 13: Equity and fixed income markets need to 
change before they are welcomed into major benchmarks

Equity specific Fixed income specific

 – A greater alignment of the 
China A-shares market with 
international market standards

 – Evidence that trading and 
settlement via Equity Connect 
have bedded down and are 
operating as they should

 – Relaxation of daily  
trading limits

 – Rules to govern and restrict 
the suspension of stocks and 
evidence that these are 
being followed

 – Loosening of restrictions on 
the creation of index-linked 
investment vehicles

 – Adoption of international 
accounting standards and the 
publication of financial reports 
and accounts in English 

 – Evidence that trading and 
settlement via QFII/RQFII/
CIBM/Bond Connect have 
bedded down and are 
operating as they should

 – Evidence that currency hedging 
can take place cheaply by 
allowing onshore hedging

 – Closer alignment of credit 
ratings between local and 
global ratings agencies

 – English language disclosures in 
bond documentation

 – Unimpeded repatriation of 
portfolio investment proceeds

Source: Schroders, MSCI

Some of these issues have been highlighted by benchmark 
providers as potentially standing in the way of greater 
integration, but that does not mean investors should 
consider them “red lines”. For example, MSCI could raise 
the inclusion factor applied to eligible stocks or include 
mid-cap stocks in the eligible universe without satisfactory 
resolution to the issue of widespread stock suspensions. 
Any stocks guilty of such suspensions for a period of more 
than 50 days in the previous 12 months would simply remain 
ineligible, as at present. MSCI itself states that: “This gradual 
approach to inclusion considered in the proposal reflects 
MSCI’s responsibility to ensure investors have the time they 
require to implement any index changes and to build their 
understanding of a new market before full inclusion can be 
made possible”14. This language strongly suggests that the 
5% inclusion factor is not the end of the road and investors 
should be prepared for an increasing allocation to A-shares. 
It is possible that exposure could creep up gradually under 
the current Connect systems without the need for further 
economic or political openness.

As is abundantly clear, there are many hurdles in the way of 
Chinese capital markets fully opening up and the timescales 
are therefore highly uncertain. Our view is that investors 
should retain a degree of flexibility in their plans as the 
appropriate course of action will be path dependent. We 
therefore set out in Figure 14 three alternative scenarios for 
how China’s presence in benchmarks may evolve in the coming 
years, which we link back to the commentary above.

Figure 14: Alternative scenarios for how China’s place in 
benchmarks develops

Full integration  – China completely opens up its capital markets 
and asset-specific issues are resolved.

 – Chinese asset markets become fully integrated in 
benchmarks and their benchmark weights soar. 

 – While this should not be ruled out as a longer 
term outcome, it is difficult to envisage in the 
near term.

The halfway 
house

 – China gradually opens up its capital markets 
further and/or certain asset-specific issues 
are resolved. 

 – China’s presence in benchmarks continues to 
creep up at a slow but regular pace, though it 
never comes close to its full potential.

No change  – Integration of Chinese capital markets stalls. 

 – Local markets remain largely out of reach for 
most international investors.

Source: Schroders

China’s weight in equity and fixed income benchmarks would 
vary depending on which of these outcomes materialise, as 
shown in Figure 15, which is based on the size of China’s asset 
markets today. For the global aggregate we have assumed 
that, in the full integration scenario, local corporate bonds 
and government bonds are included in the index15. Even this 
significantly understates the potential market opportunity as 
bonds with less than one year to maturity, the largest part 
of the Chinese corporate bond market, currently fail index 
inclusion criteria. As the US dollar-denominated sovereign and 
corporate debt markets are already open for international 
investors, these would not be impacted by any changes in 
capital market openness. 

Figure 15: Potential future benchmark weights
For EMD indices, weights in diversified indices, the main EMD 
benchmarks, are shown. Unconstrained weights are in brackets.

Full integration 
(%)

The halfway 
house (%)

No change 
(%)

Global equities 6 5 3

Emerging 
market equities 42 37 30

Local EMD 10 (36) 5 (8) 0

Hard EMD (USD) 4 (9) 4 (9) 4 (9)

Corporate EMD 
(USD) 8 (23) 8 (23) 8 (23)

Global 
aggregate 9 3 1*

WGBI 5 3 0

Source: Schroders, JP Morgan, Bloomberg, Citigroup. Figures and estimates as at 30 
September 2017 other than WGBI which is as at 28 February 2017

*The Bloomberg Barclays Global Aggregate has a 0.6% allocation to Chinese debt as at 
30 September 2017. 

14  MSCI, Frequently Asked Questions, 2017 Market Classification, June 2017

15  Calculated by assuming that the full Bloomberg Barclays China aggregate index is incorporated in the Global Aggregate.
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Potential inflows are significant
Although some of the percentage differences may seem 
small, the sums of money involved could be vast, as shown 
in Figure 16. An estimated $2.8 trillion passively tracks MSCI’s 
global equity benchmark and a further $1.6 trillion tracks the 
EM benchmark16. A move to full integration could translate 
into almost $300 billion flowing into the A-share market. The 
halfway house scenario could result in more than $180 billion 
of passive money immediately entering the market. These 
figures are likely to materially understate the wall of money 
that could hit Chinese equities as they do not account for any 
actively managed or segregated accounts. 

A far smaller amount is benchmarked against local EMD 
benchmarks, but integration here could drive $25 billion 
of inflows. The real fixed income market impact, however, 
would occur on inclusion in the Bloomberg Barclays Global 
Aggregate or Citi WGBI indices. An estimated $3 trillion is 
benchmarked against the WGBI and $2 trillion against the 
Global Aggregate17, so even a small allocation shift in these 
could drive hundreds of billions of dollars in inflows. 

Another way of looking at the size of potential inflows is to 
consider how much foreigners hold of the market and how 
that might change over time. Whereas less than 4% of the 
Chinese local government bond market is currently held by 
foreigners, figures of 10-30% are more common elsewhere 
and the average across the EM universe is 20%. Even if foreign 
ownership were to rise to only 10% of the $3.3 trillion local 
government bond market, this could result in over $200 
billion of inflows. Convergence to the EM average could see 
over $500 billion. On every possible level, moves to greater 
inclusion of the Chinese market in global benchmarks could 
drive substantial inflows.

Markets are unlikely to stand still
The analysis above is based on the current size of Chinese 
asset markets, but these could evolve very differently in each 
scenario, as could their characteristics. 

For example, in the full integration scenario, China’s capital 
markets could grow rapidly if they converge towards a similar size 
relative to GDP as in other markets. Convergence to developed 
markets would require a 40% expansion and even reaching South 
Korean levels would demand a 10% pick-up. In this scenario, 
we would also likely see a significant increase in the number of 
foreign companies issuing renminbi-denominated debt. It is very 
common for companies to issue debt in developed currencies 
that are not their own (almost half of the par value of US dollar-
denominated corporate debt outstanding has been issued by 
non-US corporations), but this market is largely non-existent 
in China due to capital controls. However, this is beginning 
to change with the emergence of the so-called “Panda bond” 
market. Agency and state issuers in this onshore market include 
the International Finance Corporation, the Asian Development 
Bank and the Polish Treasury. Furthermore, some corporates, like 
Maybank of Malaysia, have also started to issue bonds onshore in 
China to diversify their funding sources. 

In contrast, the “no change” scenario could see the Chinese 
equity and corporate bond markets shrink, while the 
government bond market increases in size, as no progress is 
likely to be consistent with some form of economic stress.

On top of all that, investors also have to contend with currency 
movements. For example, if the local market has grown but the 
currency has depreciated, then the increase will not fully translate 
into a larger benchmark weight, and vice-versa. The benchmark 
weight will also be heavily influenced by how the factors detailed 
above have varied amongst the members of the benchmark. If 
all are experiencing similar levels of growth, then the weights will 
not vary significantly from the levels in Figure 15.

Figure 16: The potential inflows into Chinese asset markets could be vast 
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Source: Bloomberg and Schroders. Estimates as at 30 September 2017.

16  Global equity figure sourced from Bloomberg, CICC Strategy, December 2015. Emerging market equity figure sourced from MSCI, July 2017

17  Barclays Research, September 2017
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How should investors respond?
Above all, there is no need to make hasty decisions. Although 
Chinese policy makers are pushing to open their markets and 
have more of their assets included in benchmarks, any further 

providers are also likely to adopt a gradual approach. Options 
for investors include allocating to China within a broader global 
or emerging market mandate, or treating it as a separate 
standalone allocation alongside an ex-China portfolio. 

The appropriate response will depend on how events unfold. 
For example, the US equity market is around 60% of the global 
equity index, but most investors outside the US do not feel the 
need to manage an ex-US portfolio plus a separate US equity 
allocation. Such a set-up was more common when Japan 
dominated the global equity market in the late 1980s and is 
also frequently seen in global bond ex-Japan portfolios today. 
A key judgement is whether global investors have the skills 

markets or whether specialist local expertise will be required. 

Benchmarks are all well and good but should our investing 
decisions really be governed by whether MSCI, Bloomberg 
or other index providers decide to increase their allocation 
to China? It seems irrational to buy something just because 
it has been included in an index, regardless of whether it 
represents a good investment opportunity or not, or to 

avoid other potential investments just because they are not 
included. Investors should be encouraged by the potential for 
attractive risk-adjusted returns, not have their hands forced by 
benchmark providers. MSCI is not God. Furthermore, China’s 
markets are already accessible to investors, provided they 
follow the right procedures. 

Despite the uncertainties, there are three steps that investors can 
and should take today to respond to developments in China:

1. Raise their levels of understanding of China’s capital 
markets. They are likely to be a growing part of portfolios 
in future. 

2. Ask their fund managers how they are set up to respond 
to change. Do they have the appropriate operational 
infrastructure in place and, more importantly, do they 
have the specialist skills to analyse the nuances and 
particulars of the Chinese market? The opportunity set of 
potential investments is expanding, but it is not for the 
inexperienced or naïve. 

3. Consider allocating to Chinese asset markets today. 
Investors should not be governed solely by benchmark 
providers and Chinese asset markets are already open for 
business from international investors. 

Important information: Any security(s) mentioned above is for illustrative purpose only, not a recommendation to invest or divest. This document is intended to be for 
information purposes only and it is not intended as promotional material in any respect. The views and opinions contained herein are those of the author(s), and do not 
necessarily represent views expressed or reflected in other Schroders communications, strategies or funds. The material is not intended to provide, and should not be relied on 
for investment advice or recommendation. Opinions stated are matters of judgment, which may change. Information herein is believed to be reliable, but Schroder Investment 
Management (Hong Kong) Limited does not warrant its completeness or accuracy. Investment involves risks. Past performance and any forecasts are not necessarily a guide 
to future or likely performance. You should remember that the value of investments can go down as well as up and is not guaranteed. Exchange rate changes may cause the 
value of the overseas investments to rise or fall. For risks associated with investment in securities in emerging and less developed markets, please refer to the relevant offering 
document. The information contained in this document is provided for information purpose only and does not constitute any solicitation and offering of investment products. 
Potential investors should be aware that such investments involve market risk and should be regarded as long-term investments. Derivatives carry a high degree of risk and 
should only be considered by sophisticated investors. This material including the website has not been reviewed by the SFC. Issued by Schroder Investment Management 
(Hong Kong) Limited.


