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Introduction

With the recent relaxation of the Qualified Domestic Institutional Investors (QDII) rules in
China, institutional investors in China are increasingly able to invest in equity markets outside
the country. Here we address to what extent Chinese institutional investors can obtain

diversification benefits from investing internationally. We also consider the implications of a
potential appreciation in the Chinese currency.

Performance and Risk Characteristics of the China A Market

Figure 1 shows the performance of the MSCI China A index since December 2000, against

the MSCI All Country World Index (ACWI) which covers 23 developed markets and 25
emerging markets around the world.

Figure 1: Historical Performance of MSCI China A and MSCI All Country World Indices (Dec 2000
—July 2007)
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For the entire period shown, the MSCI ACWI recorded an annualized return of 8.0% while the
corresponding return for the MSCI China A Index was 20.9%, both in US dollar terms. The
higher return was largely caused by the sharp rise of the China A market since the fourth
quarter of 2006. The China A market is substantially more volatile than the global market. For
the same period the volatility for the China A market was 26.8% and for the MSCI ACWI was

only 13.4%. The higher return of the China A market therefore came at the cost of
substantially higher risk.

MSCI Barra Research
© 2007 MSCI Barra. All rights reserved. lof6
Please refer to the disclaimer at the end of this document.



M QDII: Diversification Benefits for Chinese

TEECEIEIET  Investors | October 2007

Figure 2: Correlations between MSCI China A Index and Major MSCI International Equity Indices
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Figure 2 above plots the last 24 months of correlations between the MSCI China A index and
other MSCI International Equity Indices. For the MSCI World (Developed Markets) and MSCI
ACWI Indices, the correlation was low throughout the sample period and did not exceed 0.5.
As for the MSCI Emerging Markets Index, the correlation with the MSCI China A Index
exceeded 0.5 only for a brief period in 2005 and early 2006. From a portfolio construction
perspective, these low correlation levels imply that the inclusion of global equities into a
portfolio with Chinese equities could potentially help to diversify risks and lower the volatility of
the overall portfolio.

The Currency Issue

From a risk perspective, there seem to be substantial potential benefits. However, from a
returns perspective, many investors have raised concerns over the a potential appreciation of
the Renminbi relative to the US dollar. This uncertainty has had a dampening effect on the
incentive for Chinese QDII investors to invest overseas, particularly given that the domestic
market is performing well.

The decision whether to venture into foreign equity markets is likely to be part of a long-term
strategy for Chinese institutional investors, Therefore rather than trying to predict the level of
appreciation for Chinese currency over the short to medium term, it is more meaningful to
consider the potential appreciation over a longer term. The implicit exchange rate for a 10-
year non-deliverable forward (NDF) is now 6.50, which implies an expected 14.2%
appreciation from the level at the end of July 2007*. Over a 10-year horizon, a 14.2%
appreciation translates into an average annual appreciation of 1.5% per annum. Thus we
adjust the expected returns for global equities, which are based on the US dollar, downwards
by this value in order to factor in this possible appreciation of the Renminbi. This is
implemented for the analysis that follows.

! NDF value as at August 8, 2007.
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Diversification Benefits

Now assuming the long-term appreciation of the Renmimbi, we look at the risk-return profile
for a portfolio that diversifies into foreign equity. Consider a portfolio that invests in either
Chinese cash, China A stocks, or global equities. The tradeoff between them in the risk-return
space is shown in Figure 3 below. Note that the expected returns and risk levels used in this
analysis are simply based on historical data over the sample period from January 2001 — July
2007. The expected returns used in this example are 6.3% for the MSCI All Country World
Index and 19.2% for the MSCI China A Index. Volatility levels are assumed to be 13.4% for
global equities and 26.8% for China A.

Figure 3: Diversification Benefits from Investing Overseas

20% +

18% - MSCIChina A
16% -
14% -
12% -

10% -

Return

8% -

6% -
MSCI All-Country World

0% T T T T T )
0% 5% 10% 15% 20% 25% 30%

Risk

Note: Returns of MSCI All Country World Index (AWI) in USD are revised downwards by 1.5% per
annum to reflect the expected Renminbi appreciation. For point C, the associated risk-free rate is
3.33%, which is the one-year deposit rate drawn from the International Monetary Fund’s International
Financial Statistics: bank rate/discount rate.

A Chinese investor currently investing only in domestic equities is at the point marked “MSCI
China A”. If he moves all his investments into global equities he would move to the point
denoted “MSCI All Country World”, where he would have lower returns but lower risk. These
two points trace out an efficiency frontier, which captures the risk-return tradeoff from mixing
China A stocks and global equities in varying proportions. Alternatively he could also place all
his investable funds into cash in China, which would be represented by point C.

Point M, which is the tangency point between the efficiency frontier and the cash line, denotes
the optimal mix between Chinese (2/3) and international stocks (1/3). At this point the investor
has a lower expected return as compared to investing fully in domestic stocks, but on a risk-
adjusted basis he stands to gain. This is because the risk-adjusted return that he can expect
from portfolio M is higher than the point marked “MSCI China A”. This may be seen
graphically from the fact that the latter point is below the cash line. Thus even with a possible
appreciation of the Renminbi, this stylized example given long-term historical rates shows that
there may be potential diversification benefits for Chinese investors to consider foreign
investment.

The expected returns for the China A markets that were used above are based on the
average returns over the last several years. However, much of the strong performance by
China A stocks occurred in the last two years (see Figure 4 below). If we exclude 2007, the
average annual return for the six years from 2001 to 2006 is only 11.3%. If we further exclude
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20086, this figure drops to -12.0%. Given the strong run over the last two years, which may not
be sustainable in the long run, the return of the China A market going forward may therefore
potentially be more modest compared to the 19.2% assumed in the analysis of the preceding
section.

Figure 4: Annual Return of MSCI China A Index
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If a lower expected return is used for the China A market, the optimal portfolio (point M in
Figure 3) would allocate an even high percentage to global equities.

Conclusion

Given the relaxation in QDII rules, institutional investors in China are increasingly free to
invest in equity markets overseas. This short note considers the risk-return tradeoff of
international diversification factoring in a potential appreciation of Renminbi. The results show
that there may be potential diversification benefits for Chinese investors in investing in the
global equity markets.
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Notice and Disclaimer

. This document and all of the information contained in it, including without limitation all text, data, graphs, charts
(collectively, the “Information”) is the property of Morgan Stanley Capital International Inc. (“MSCI"), Barra, Inc.
(“Barra”), or their affiliates (including without limitation Financial Engineering Associates, Inc.) (alone or with one
or more of them, “MSCI Barra”), or their direct or indirect suppliers or any third party involved in the making or
compiling of the Information (collectively, the “MSCI Barra Parties”), as applicable, and is provided for
informational purposes only. The Information may not be reproduced or redisseminated in whole or in part
without prior written permission from MSCI or Barra, as applicable.

. The Information may not be used to verify or correct other data, to create indices, risk models or analytics, or in
connection with issuing, offering, sponsoring, managing or marketing any securities, portfolios, financial
products or other investment vehicles based on, linked to, tracking or otherwise derived from any MSCI or Barra
product or data.

. Historical data and analysis should not be taken as an indication or guarantee of any future
performance, analysis, forecast or prediction.

. None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), or a promotion or
recommendation of, any security, financial product or other investment vehicle or any trading strategy,
and none of the MSCI Barra Parties endorses, approves or otherwise expresses any opinion regarding
any issuer, securities, financial products or instruments or trading strategies. None of the Information,
MSCI Barra indices, models or other products or services is intended to constitute investment advice or
arecommendation to make (or refrain from making) any kind of investment decision and may not be
relied on as such.

. The user of the Information assumes the entire risk of any use it may make or permit to be made of the
Information.

. NONE OF THE MSCI BARRA PARTIES MAKES ANY EXPRESS OR IMPLIED WARRANTIES OR
REPRESENTATIONS WITH RESPECT TO THE INFORMATION (OR THE RESULTS TO BE OBTAINED BY
THE USE THEREOF), AND TO THE MAXIMUM EXTENT PERMITTED BY LAW, MSCI AND BARRA, EACH
ON THEIR BEHALF AND ON THE BEHALF OF EACH MSCI BARRA PARTY, HEREBY EXPRESSLY
DISCLAIMS ALL IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED
WARRANTIES OF ORIGINALITY, ACCURACY, TIMELINESS, NON-INFRINGEMENT, COMPLETENESS,
MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THE
INFORMATION.

= Without limiting any of the foregoing and to the maximum extent permitted by law, in no event shall any of the
MSCI Barra Parties have any liability regarding any of the Information for any direct, indirect, special, punitive,
consequential (including lost profits) or any other damages even if notified of the possibility of such damages.
The foregoing shall not exclude or limit any liability that may not by applicable law be excluded or limited.

. Any use of or access to products, services or information of MSCI or Barra or their subsidiaries requires a
license from MSCI or Barra, or their subsidiaries, as applicable. MSCI, Barra, MSCI Barra, EAFE, Aegis,
Cosmos, BarraOne, and all other MSCI and Barra product names are the trademarks, registered trademarks, or
service marks of MSCI, Barra or their affiliates, in the United States and other jurisdictions. The Global Industry
Classification Standard (GICS) was developed by and is the exclusive property of MSCI and Standard & Poor’s.
“Global Industry Classification Standard (GICS)” is a service mark of MSCI and Standard & Poor’s.

. The governing law applicable to these provisions is the substantive law of the State of New York without regard
to its conflict or choice of law principles.

© 2007 MSCI Barra. All rights reserved.

About MSCI Barra

MSCI Barra develops and maintains equity, hedge fund, and REIT indices that serve as benchmarks for an estimated
USD 3 trillion on a worldwide basis. MSCI Barra’s risk models and analytics products help the world’s largest
investors analyze, measure and manage portfolio and firm-wide investment risk. MSCI Barra is headquartered in
New York, with research and commercial offices around the world. Morgan Stanley, a global financial services firm, is
the majority shareholder of MSCI Barra, and Capital Group International, Inc. is the minority shareholder.
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