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China A-Shares

Introduction

As a follow up to our decision last year not to include China A-shares in the March, 2019
reconstitution, RAFI Indices has recently concluded a second review of the China A-shares
market and have again decided not to include China A-shares in the upcoming March, 2020
reconstitution. In this memo we summarize our review and concerns regarding the China A-
shares market. RAFI Indices plans to consider A-shares again next year for the March, 2021

reconstitution.

Current Practice on China Equity Share Classes
Several types of share classes of Chinese equities are available for investors. Some of the share
classes are eligible for our indices, while others are not. Our policy on each share class is as

follows:
Currently Eligible for Inclusion:

e H-Shares: Stocks from companies incorporated in mainland China, but traded on the
Stock Exchange of Hong Kong in Hong Kong dollars.

e Red-Chip: Stocks from Chinese companies incorporated outside mainland China and
traded on the Stock Exchange of Hong Kong. These companies are substantially owned
by mainland China state entities.

e P-Chip: Stocks from Chinese companies incorporated outside mainland China and
traded on the Stock Exchange of Hong Kong. These companies are substantially owned
by private sector entities.

e S-Shares, N-Shares and L-Shares: Stocks from Chinese companies incorporated outside
mainland China, but traded on the Singapore Stock Exchange (S-Shares), NYSE,
NASDAQ), or NYSE MKT (N-Shares) and the London Stock Exchange (L-Shares).

Currently Ineligible for Inclusion:

e A-Shares: Stocks from companies incorporated in mainland China and traded on the

Shanghai and Shenzhen stock exchanges.



e B-Shares: Stocks from companies incorporated in mainland China and traded on the

Shanghai and Shenzhen stock exchanges in US dollars or Hong Kong dollars.

Evaluation of RAFI Weight in China A-Shares

The inclusion of China A-shares in the eligible universe would result in a noticeable increase in
Chinese equities as a percentage of the overall universe. An examination of the 2019 RAFI
Global Equity Investable Universe (GEIU) shows that free-float-adjusted Chinese equities
constituted 3.2% when China A-shares are excluded. When China A-shares are included in the
analysis, free-float-adjusted Chinese equities (both A-shares and off-shore) constituted 6.7% of

the universe.

Examining the RAFI Emerging Markets Index, free-float-adjusted Chinese equities composed
26.0% of the RAFI Emerging Markets Index at the 2019 reconstitution (excluding China A-
shares). When including A-shares, Chinese equities would have composed a more substantial

weight in the overall index, with a 41.6% allocation.

Current Position on China A-Shares

The inclusion of China A-shares in the GEIU would have a significant impact to the allocation of
Chinese equities in RAFI Indices™. Currently, RAFI Indices does not plan to make China A-
shares eligible for inclusion in the GEIU for the 2020 reconstitution due to our concerns

regarding accessibility and implementation, among others.
Accessibility:

e Through the Stock Connect program, quotas are in place that can impact not only
liquidity, but also trade execution, should the quota be reached, (for both the Shanghai
and Shenzhen Stock Connect programs, the daily quota is 52B RMB). Once the daily
quota is triggered, investors are only able to sell China A-share equities. Given that
several index providers and asset managers will be adding China A-shares over the next
year, we have concerns regarding the liquidity of China A-shares.

e Foreign ownership limits will impact the level of A-shares that can be included in the
index. Individual foreign ownership is currently limited at 10%, with total foreign
investment not to exceed 30% of a security.

e Eligible stocks in the StockConnect program can be recalled, resulting in a restriction on

the purchase of that stock.
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e Additional trading restrictions could apply due to the following:
o The A-share is no longer part of an eligible index under the StockConnect
program.
o The A-share is placed under a risk alert

o The Corresponding H-share ceases to trade.
Implementation:

e Local account set up is needed to facilitate same-day trade settlement, for which
purchases are subject to pre-funding and repatriation of currency is not immediate.

e Under the Stock Connect program, trading suspensions for securities, while improving,
still occur. Trading suspensions often occur without an indication of the reason for the

suspension or a timeline for the expected length of the suspension.
Other Concerns:

e Trading under the StockConnect program is not protected by the Investor Compensation
Fund.

e Limits on short selling and lack of accessibility for hedging and derivatives hampers
investors’ ability to implement and risk manage.

e Inconsistent settlement cycle, (T+0 for mainland securities, T+2 for Hong Kong)

e Difference in trading day and hours could result in a risk of price fluctuations in the A-

share market when StockConnect is closed.

RAFI Indices will continue to monitor the development of the Stock Connect program and the
China A-shares market and seek consultation from clients to determine when inclusion of A-

shares would be appropriate.
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Important Information

The material contained in this document is for information purposes only. This material is not intended as an offer or solicitation for the
purchase or sale of any security or financial instrument, nor is it advice or a recommendation to enter into any transaction. Any offer to sell or
a solicitation of an offer to buy or sell shall be made solely by the legally permitted entity registered or licensed with the applicable
regulator(s) and only to qualified investors through a regulatory registration statement or subject to an applicable exemption and disclosure
document such as a private placement memorandum for pooled investment vehicles, or investment management agreement for separately
managed accounts. The information contained herein may be opinions, which are subject to change, at any time, and should not be
construed as financial or investment advice on any subject matter. RAFI Indices, LLC and its related entities do not warrant the accuracy of the
information provided herein, either expressed or implied, for any particular purpose.

RAFI Indices, LLC, its affiliates, agents, and each of their respective officers, directors, employees, agents, representatives and licensors
(collectively “RI") does not make any warranties, express or implied, to anyone regarding the information provided herein, including, without
limitation, any warranties with respect to the timeliness, sequence, accuracy, completeness, currentness, merchantability, quality or fitness for
a particular purpose or any warranties as to the results to be obtained by any third-party in connection with the use of the information.
Nothing contained in this material is intended to constitute legal, tax, securities or investment advice, nor an opinion regarding the
appropriateness of any investment, nor a solicitation of any type. The general information contained in this material should not be acted
upon without obtaining specific legal, tax and investment advice from a licensed professional. Investors should be aware of the risks
associated with data sources and quantitative processes used to create the content contained herein or the investment management process.
Errors may exist in data acquired from third party vendors, the construction or coding of indices or model portfolios, and the construction of
the spreadsheets, results or information provided. Rl takes reasonable steps to eliminate or mitigate errors, and to identify data and process
errors so as to minimize the potential impact of such errors, however Rl cannot guarantee that such errors will not occur. Use of this material
is conditioned upon, and evidence of, the user's full release of Rl from any liability or responsibility for any loss or damage, direct, indirect or
consequential, arising from or related to (i) any inaccuracy or incompleteness in, errors or omissions in the information or (ii) any decision
made or action taken by any third party in reliance upon the information. RI shall not be liable to anyone for loss of business revenues, lost
profits or any indirect, consequential, special or similar damages whatsoever, whether in contract, tort or otherwise, even if advised of the
possibility of such damages.

Any applicable financial instruments are not sponsored, promoted, sold or supported in any other manner by RAFI Indices, LLC or Solactive
AG nor does RAFI Indices, LLC or Solactive AG offer any express or implicit guarantee or assurance either with regard to the results of using
the Index and/or Index trade mark or the Index Price at any time or in any other respect. The Index is calculated and published by RAFI
Indices, LLC and Solactive AG. RAFI Indices, LLC and Solactive AG use their best efforts to ensure that the Index is calculated correctly.
Irrespective of their obligations towards Licensee, neither RAFI Indices, LLC nor Solactive AG has any obligation to point out errors in the
Index to third parties including but not limited to Licensee, investors and/or financial intermediaries of the financial instrument. Neither
publication of the Index nor the licensing of the Index or Index trade mark for the purpose of use in connection with the financial instrument
constitutes a recommendation by RAFI Indices, LLC or Solactive AG to invest capital in said financial instrument nor does it in any way
represent an assurance or opinion of RAFI Indices, LLC or Solactive AG with regard to any investment in the financial instrument.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™, RAE™, and the Research Affiliates™ trademark and corporate name
and all related logos are the exclusive intellectual property of Research Affiliates, LLC and in some cases are registered trademarks in the U.S.
and other countries. The RAFI trademark is used under license by RAFI Indices, LLC. The RAFI Indices, LLC corporate name and all related
logos are the exclusive intellectual property of RAFI Indices, LLC.

Various features of the Fundamental Index™ methodology, including an accounting data-based non-capitalization data processing system
and method for creating and weighting an index of securities, are protected by various patents, and patent-pending intellectual property of
Research Affiliates, LLC. (See all applicable US Patents, Patent Publications, Patent Pending intellectual property and protected trademarks
located at https://www.researchaffiliates.com/en_us/about-us/legal.html, which are fully incorporated herein.) Any use of these trademarks,
logos, patented or patent pending methodologies without the prior written permission of Research Affiliates, LLC, is expressly prohibited.
Research Affiliates, LLC, reserves the right to take any and all necessary action to preserve all of its rights, title, and interest in and to these
marks, patents or pending patents.

RAFI Indices, LLC is a wholly owned subsidiary of Research Affiliates Global Holdings, LLC and does not offer or provide investment advice or
offer or sell any securities, commodities or derivative instruments or products. Any such business may only be conducted through registered
or licensed entities and individuals permitted to do so within the respective jurisdiction and only in conjunction with the legally required
disclosure documents and subject to the all legally required regulatory filings.

RAFI Indices, LLC may engage in sales and marketing activities with your firm. This includes making available information, education, and
guidance materials, herein and otherwise, regarding certain investment advisory services and/or indices that are constructed, published, and
licenses.

It is not our intent to provide investment advice and accordingly, we will not receive any fees or other compensation directly from you for the
provision of investment advice (as opposed to other services) in connection with any Transaction, unless contracted for or permissioned to do
so. Without an express written objection from you, we will deem that these acknowledgments and representations apply.

© 2019 RAFI Indices, LLC. All rights reserved. Duplication or dissemination prohibited without prior written permission.
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