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In brief

To avoid overfitting a model based on historical data, it is

important to understand how policy affects market behavior.
We describe important regulatory changes in the Chinese

A-shares market over the past decades, analyze the impact
of these changes on market efficiency and investigate the

relevance of past data - and what it all means for factor

investing strategies.




Factor investing has a relatively short history in Figure 1

China. But the abundance of alpha opportunities High turnover in China
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cross-sectional stock dispersion, high liquidity and 500

competitive transaction costs make it an attractive
universe for alpha-oriented quants. What really
sets the market apart, however, is the unique
development of its requlatory landscape over the
past three decades, which has significantly 300
influenced factor behavior.

400

China today is the second-largest economy in the 200
world, and China's A-shares market is the world's
second-largest equity market. It is very liquid, with

an annual turnover ratio of more than 200%, 100

compared to around 100% in the US and Japan

(figure 1). One reason for this immense trading 0. . . . . . . .
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: T~ H - 2005 - 2010: The end of Non-Tradeable Shares
IneffICIenCy N the A Shares The Non-Tradeable Shares (NTS) reform in 2005 was

market has drawn the one of the most important regulatory changes in
. . . Chinese stock market history. In the early 1990s,

attentlon Of quantltatlve the Shanghai and Shenzhen exchanges were

. established as part of China's economic reform,

|nveStorS- which introduced market-based mechanisms to its

centrally planned economy. The initial privatization
of State-Owned Enterprises (SOE), which had
become dominant players during the strong

While the peculiar combination of high liquidity and economic growth of the 1980s, helped to dilute

market inefficiency in the A-shares market has government ownership with new initial public
drawn the attention of quantitative investors, avid offering (IPO) capital. It also created a unigue split-
participation by retail investors is not the only source share structure. The government’s majority

of systematic inefficiency. Effects from top-down ownership in these companies was retained in the
policies have also played an important role, albeit form of NTS held by the state or its entities, which
Growth potential

Even though the number of listed companies has increased significantly in recent years, China is still
somewhat behind in terms of market capitalization as a percentage of GDP. This bodes well for the
market's longer-term growth potential.
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accounted for about two-thirds of all outstanding
shares by the end of 2004. These NTS afforded the
same right to the holder as Tradable Shares (TS),
but they could not be traded in the public market.
This created a major hurdle for corporate
governance: NTS holders wielded majority control of
the firm but had little incentive to improve share
price performance or protect minority shareholders”
rights. Large NTS ownership was a hurdle for
privatization and market reforms, and led to a less
attractive capital market for new entrants seeking
listing.

In 2005, the China Securities Regulatory
Commission (CSRC) announced a reform of NTS
policy, requiring their holders to compensate TS
holders in exchange for the right to trade NTS in the
future. This, in effect, converted all NTS to fully
tradable shares; the process was largely completed
by the end of 2010 (figure 2).1

Implications for factor performance

The increase in market liquidity may have created
downward price pressure on NTS stocks with a book
value that was below the market price after adjusting
for the compensation to TS holders. Furthermore,
there is reason to believe that firms with previously
weak governance benefited most from the alignment
of shareholder interest through the reform. As a
result, the NTS reform had a considerable impact on
factor performance from 2005 to 2010:

First, during the announcement and implementation
period, stocks of companies with a local auditor -
and thus perceived as having weaker governance -
performed significantly better than those with an
international auditor (Beltratti and Bortolotti, 2007).

Second, 22% of the 1209 companies that
implemented the reform from 2005 to 2007
promised dividends or other shareholder-friendly
incentives, which may have boosted performance of
the dividend yield factor in the period.

At the same time, market sentiment was much
better than the possibility of share dumping by the
NTS holders would have suggested. This was likely
due to the selling restriction placed on the originally
non-tradeable shares in the first 12 to 36 months
after implementation of the reform. Although the
market rose 126% (CSI300 Gross, CNY) in the
following year, the onset of a liquidity rush after
expiry of the lock-up period was considered to have
played a role in the market crash of 2008.

2013 - 2016: Rise of reverse mergers

Initial public offerings serve an important role when
it comes to bridging the supply of and demand for
capital in a market economy. Historically, the IPO
application process in China worked on an approval
basis, with companies wishing to be listed subject to
a rigorous, lengthy vetting process by the CSRC to
ensure they meet all the necessary criteria in terms
of profitability, governance and other factors. In
2013, the government proposed an IPO reform: the
application-based process would be replaced by a
registration-based one with more focus on corporate
disclosures. Implementation, however, was delayed
until recent years, when the newer STAR Market and
ChiNext boards began adopting the more efficient
process.
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Almost all shares now tradeable
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The costly wait and uncertainty associated with an
IPO approval caused many private companies
seeking public capital to take an alternative route:
reverse mergers. A wave of backdoor listings (a
private company “taking over" a, usually dormant or
relatively low-valued, listed company) rose to nearly
20 per year from 2011 to 2016 (figure 3). This
spurred demand for listed companies with a higher
probability of becoming the target of such a reverse
merger. ST stocks (listed companies that suffer
losses for two consecutive years or more are labeled
“ST", Special Treatment, to represent their risk of
delisting), which have poor fundamental and residual
value, typically fell into this category.

Ultimately, in September 2016, the CSRC issued
stricter rules on stock mergers, which imposed
requirements similar to those for an IPO. Coupled
with an acceleration in domestic IPO approvals, the
number of reverse mergers has dropped significantly
in recent years. Over the last two years, the CSRC
has tried to revitalize the M&A market with a more
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More firms engaged in reverse mergers from 2013 to 2016 as

IPO approvals slowed
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efficient examination and approval process as well as
relaxed fundraising regulations. It has also renewed
its pledge to convert the current approval system for
mainboard listings to a registration-based system.

Implications for factor performance

Lee et al. (2017) found that, before the reform,
firms characterized by small size, low profitability,
high delisting risk (ST status) and low ownership
concentration tended to become the targets of
reverse mergers. This also explained why ST stocks
outperformed the CSI800 Index by 52% p.a. from
2011 to 2016. Among ST stocks, companies with
lower EV/Asset also earned a higher premium vs.
CSI800 (+58.5%, 1C=0.63) than those with lower EV/
Asset (+45.3%, IC=0.61) ratios, suggesting that
firms with lower total takeover cost compared to
their assets (which may also be written off in the
future) had greater appeal.

When the IPO reforms are eventually extended to
the Main Boards, there is good reason to believe that
some of these IPO-related anomalies will change or
even disappear.

2007: Less red tape for private placements
Corporate refinancing took a hiatus after
implementation of the NTS reform, and was
restarted in 2006, when CSRC published the
Regulation for Listed Companies. In 2007, details
about private placement regulation were also
unveiled, marking the beginning of vibrant growth in
the private placement market (figure 4). An IPO
drought between 2012 to 2014, and after the stock
bubble crash in 2015, also strengthened the role of
private placements as the primary capital raising
channel for many companies.

Firms typically use private placement to raise capital
for acquisitions, project financing or shoring up
capital. Acquisition was the primary motivation in
more than half of placements since 2006 and is
often viewed as a positive management signal in
China. Although a portion of them were linked to
reverse mergers, most were legitimate acquisitions
of assets for business expansion or transformation in
step with China's economic development.

Implications for factor performance

The strong performance of companies offering
private placements was heavily correlated with ROE,
issuance ratio, lock-up period and short-term price
momentum, but may also have been influenced by
market sentiment (Liu, 2016). In an efficient market,
we would have expected firms that issue stock
(lower investment quality) to subsequently earn
weaker returns relative to other firms (Greenwood R.
et al., 2010). But the unusually good performance
of companies offering private placements indicates a
systematic anomaly that may continue in the future.

2004 - 2016: More dividends, please!

Information economics theorizes that companies pay
dividends to signal sound prospects and good
corporate governance, thus reducing agency risk
(Jensen, 1986). Considering China's concentrated
ownership structure, dividends could help enhance
minority shareholders' rights and prevent the

inefficient deployment of companies’ free cash flows.

Figure 4
A private placement boom
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In 2004, CSRC provided its earliest guidance, stating
that listed companies should implement proactive
profit distribution. Two years later, in 2006, it
reiterated that shareholders of listed companies are
entitled to obtain dividends and other forms of
interest distribution.2 In 2008, the CSRC further
specified the rules by requiring total cash dividend
payouts to be no less than 30% of the average
annual distributable profits in previous the three
years.

Implications for factor performance

The reqgulator’s support for dividends may have had
some impact on the performance of stocks with a
high dividend yield, which outperformed the market
from 2005 to 2009 and again from 2013 to 2016,
closely mirroring the periods after policy enactment
(figure 5). In these two periods, the “dividend yield
factor” proved particularly successful.

Figure 5
Outperformance of dividend yield factor from 2005 to 2009 and
2013 to 2016
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Source: MSCI. A-shares, cumulative daily factor return for dividend yield from 31 December
2004 to 14 December 2020. Factor returns are based on multivariate cross sectional
regression of market, industry and risk indices factor exposures on China A-shares stock
universe. Dividend factor exposure is calculated using the stock'’s historical dividend yield in the
previous 12 months and forecast dividend yield in the next 12 months. Past performance is
not a guide to future returns.



2009 - 2019: Institutionalization

There is a common perception that retail investors

in China lack the ability to price and time their
investments efficiently. Their substantial share in
trading volume has thus contributed to the historically
high volatility of the China market, as well as to
factor premia such as reversal and liquidity.

However, there are early signs pointing to a potential
shift in the investor base. Both markets for higher
growth companies (the new STAR Market, introduced
in 2019, and Chinext, which started in 2009) require
a higher level of capital and experience from investors.
Retail investors who cannot meet such requirements
can only participate via mutual funds or ETFs. This
has boosted the growth of mutual funds as they
become a popular means for retail investors to
participate in the bull run this year. According to
Wind, more than 1,100 new funds were launched

in 2020, raising a total of USD 373bn.

Furthermore, CSRC has also consolidated the
Qualified Foreign Institutional Investors (QFII) and
RMB Qualified Foreign Institutional Investor (RQFII)
schemes for foreign investors, scrapped their quotas
and enhanced their appeal in various aspects.

Implications for factor performance

As the investor mix changes, past factor anomalies
may be replaced by other factor premia that exist in
more efficient markets. For instance, in 2020, the
reversal effect, which is strongly associated with
retail investor behavior, has weakened significantly
relative to price momentum (figure 6).

Conclusion

We have examined several important reforms related
to historical ownership structure, primary market
operation and corporate governance in China. Their
effects on the market often reveal themselves in the
behavior of factors. Therefore, as factor investors,
we must treat past data with caution. The challenge
for factor investors in China is not so much the
length of time series or the availability of data, but
the relevance of past data for today, given how rules
and conditions have changed over the years. In this
regard, in-depth examination of the causal effects of
quantitative factors and an ongoing challenge of
assumptions in the face of changing regulatory and
economic landscape will be essential for maneuvring
the upcoming bends and curves in the road.

The challenge for factor
investors in China is the
relevance of past data for
today.

Figure 6
More momentum, less short-term reversal
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exposure is calculated using the stock return in the previous 12 months with a lag of 1 month.
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Notes

1 To ensure an equitable outcome, the exact compensation terms were to be negotiated
between the shareholders of each firm, requiring a resolution approved by at least two-thirds
of the TS holders and two-thirds of all shareholders. The premium paid to the TS holders
eventually averaged to about 30%.

2 CSRC (2204, CSRC (2006)).

About risk
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 full amount invested.
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