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Due to its unique nature, capricious investment landscape and burdensome regulatory 
requirements, equity investment in the China A-share market has proven to be difficult to navigate. 
For quantitative investors who prefer to invest in a diversified, liquid investment strategy and need 
easy access to market, data and information, building a strategy for China A-shares has been a 
formidable task.  

Through this paper we seek to simplify this perception. We find that with ongoing market reforms, 
the China A-share market is relatively more accessible to investors than it has previously been. 
Our research indicates that both market and fundamental data on the China A-share market 
are readily available and predictive of future returns. As compared to developed and emerging 
markets, the China A-share market offers a unique investment landscape and compelling risk/
return opportunities. Our research also indicates that developing and implementing a successful 
active equity investment strategy in the China A-share market requires a strong grasp of the market 
and its history, an understanding of the collectivist investor behavior, and an in-depth knowledge 
of the scope and scale of government regulations, market-interventions, and China’s corporate 
governance structures.  

The foregoing quirks in the China A-share market change the behavior of several quantitative 
factors versus their observed characteristics in the rest of the world. Interestingly, we found that 
valuation-based factors work well due to overcrowded growth stocks, while pure price momentum 
does not appear to work well, likely due to collectivist investor behavior. Additionally, firm quality 
and profitability appear to have a muted but positive impact on performance due to what is 
arguably a less developed investment landscape. Accrual-based measures seem to work well due to 
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investor behavior and structural imperfections introduced in the 
market by the government, while sentiment-based factors have 
performed strongly and appear statistically independent of other 
factors.  

Leveraging PanAgora’s unique insights into the China A-share 
market, its decades of experience in alpha signal research and its 
proprietary contextual alpha modelling framework,1 we have built 
a diversified, long-term active equity investment strategy focused 
on the China A-share market. We have found that our strategy has 
performed well in different market regimes. As we have observed 
in developed and emerging markets, a quantitative contextual 
alpha modelling technique can be utilized to harness better long-
term performance versus a “one-size-fits-all”2 approach in the 
China A-share market.

Market Introduction
China is the world’s second largest and second most liquid equity 
market after the United States. With greater than $8 trillion3 in 
market capitalization, China is an economic superpower to be 
reckoned with. The country has experienced aggressive economic 
growth and industrialization over the past several years and holds 
the title of the world’s greatest contributor to economic growth4,5 
and largest investor (Carpenter, Lu, and Whitelaw - March 2015).  
Given this, it is almost a surprise that China’s equity markets are 
relatively new, having been established less than three decades 
ago.
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Privatizing China
Modern Chinese stock markets opened in 1990 in Shanghai 
and Shenzhen as part of state-sponsored economic reforms to 
provide complementary sources of funding to China’s state-
owned enterprises (SOEs).  China’s stock market, until recently, 
was a sideshow in a financial system dominated by a $30 trillion 
banking system which finances centrally planned investment 
(Allen, Qian, and Qian – 2005). 

As its policy indicates, the Chinese financial system will continue 
to be dominated by a strong banking sector. Still, the stock market 
has grown to have a significant impact on the economy. Going 
forward, we expect Chinese stock markets to serve as key entry 
points for domestic retail and corporate investors, the exit point 
for private equity investments, and a principal source of entry for 

foreign investors. As Chinese stock markets become more efficient 
and transparent, they will undoubtedly continue to play a bigger 
role in the second largest economy in the world.  

Given the sociopolitical landscape in China, it is no surprise 
that the stock markets are heavily regulated. Since becoming the 
chief regulator of Chinese markets in 1997, the China Securities 
Regulatory Commission (CSRC) has enjoyed broad authority in 
regulating, and, from time to time, intervening in Chinese equity 
markets to attain state-directed policy objectives.  

Interestingly, only a third of SOE shares were tradable until 
2005. This was due to the Split-Share Structure (SSS) model of 
firm ownership which was created by the Chinese state in order 
to maintain a controlling stake in the SOEs. Central or local 
governments owned non-tradable stocks, while private investors 
held tradable shares. This dual structure created agency problems 
since the state had all the reserved rights for non-tradable 
shares but was not exposed to any market risks. Moreover, SOE 
executives received rewards based on the book value of assets 
rather than the market price of the shares. This meant that they 
had no incentive to maximize stock price or add value to private 
investors’ stakes (He, Mukherjee, and Baker – 2017).  In 2005, 
Split-Share-Structure reform converted a majority of non-tradable 
shares to tradable shares. This reform made two things possible: 
it aligned government and private shareholders’ interests toward 
the common goal of maximizing firm value, and it aligned the 
government-appointed SOE executives' performance directly 
with the SOE’s market performance. These reforms made Chinese 
equity markets relatively more transparent and were a key initial 
step to privatizing China. As of the end of 2016, around 76% of 
total market capitalization was tradable. As of the end of 2017, the 
China A-share market had 3,500 listed firms with north of $8.26 
trillion6 of aggregate market capitalization.  

As the Chinese stock markets have evolved over the years, the 
China A-share market has experienced repeated trading halts, 
market interventions, and IPO suspensions. Markets have been 
historically dominated by domestic retail investors and to protect 
the economic interests of its citizens, the government regularly 
applies regulatory interventions. In the past, the markets were 
referred to as casinos, exhibiting high levels of volatility and 
crowding behavior. Carpenter et al. (2015) found that even with 
these historical deleterious characteristics, the good news is that 
after the economic reforms undertaken a decade ago the Chinese 
stock market has become as informative about future corporate 
profits as in the US. Also, even though it is a segmented market, 
Chinese investors price risk and other stock characteristics like 
investors in other large economies.

Exchanges and Listings
Chinese firms incorporated in mainland China have to go 
through a stringent listing approval process by the CSRC. These 
firms have an option to list as an A-share or a B-share in either 
the Shanghai (SSE) or Shenzhen (SZSE) exchanges. They can also 
list as an H-share on the Stock Exchange of Hong Kong (SEHK). 
Companies avoid the stringent regulations of mainland China 
by incorporating externally and list as either red chips on SEHK, 
as N-chips in the US, as S-shares in Singapore, or as L-shares in 
the London LSE. Larger, more mature firms list on SSE and SZSE 
main boards. Smaller, more growth-oriented firms tend to list 



Factor Investing in the China A-Share Market: Revelations from a Contextual Alpha ModelQuarter 3 • 2019

39

with less exacting listing requirements on the SME or ChiNext 
boards, which are relatively newer entries on the SZSE. One 
key requirement for A-share listing is that China does not allow 
different classes of shares with different voting power, another 
reason why many firms may choose to list outside of China. 
The CSRC recently launched a new Chinese Depositary Receipt 
(CDR) program, which should make it easier for externally listed 
Chinese firms like Alibaba to list on the China A-share market for 
domestic investors.  

The CSRC mandates that if the listed firm has three years of 
consecutive losses, it receives “Special Treatment” status.7 
Further losses in following years can lead to stock suspensions 
and subsequent delisting. This rule can encourage firms to 
significantly manipulate earnings. Firms can also receive “Special 
Treatment” status due to other reasons, such as product-related 
issues. The CSRC recently revised delisting guidelines to make it 
clear that companies that have significant legal issues involving 
national security, public safety, ecological safety, production 
safety and public health will be forced to suspend shares or delist. 
Fraudulent listing and violations regarding key information 
releases will also trigger forced share suspension or delisting. 
For asset managers investing in China, this is a very important 
consideration in identifying a reliable investable universe given 
that their capital is at risk if companies get flagged and suspended.

Evolving Foreign Participation Landscape
China accounts for 8-10% of the world’s aggregate total market 
capitalization.8 However, due to government controls, foreign 
investor participation in Chinese stock markets has been largely 
restricted. Quotas, products, accounts, and fund conversions are 
strictly monitored and regulated. Until 2001, A-shares could only 
be bought by domestic Chinese investors, while foreign investors 
could only own B-shares.  

To attract a greater number of global investors, the Qualified 
Foreign Institutional Investors (QFII) program was introduced 
in 2002. This program significantly decreased B-share issuance.  
In 2011, to further ease foreign participation, the RMB Qualified 
Foreign Institutional Investor (RQFII) scheme was initiated.  
The RQFII program allowed for use of RMB funds raised in 
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Hong Kong by the subsidiaries of domestic fund management 
companies and securities companies domiciled in Hong Kong 
to invest in the domestic securities market. Both the QFII and 
the RQFII programs were very restrictive in terms of lockup 
periods and quotas, and were subject to strong capital controls. 
Investment quotas for both programs were approved by China’s 
State Administration of Foreign Exchange (SAFE).  In early 2016, 
SAFE further relaxed QFII rules to make it easier for foreign 
participants.  

Foreign investments in the A-share market got another significant 
boost with the introduction of the Hong Kong-Shanghai and 
Hong Kong-Shenzhen Connect programs in 2014 and 2016, 
respectively. These programs allowed offshore investors to trade 
A-shares on the Shanghai and Shenzhen exchanges via the Hong 
Kong exchange. These programs drove the inclusion of A-shares 
in the MSCI Emerging Markets Index in June 2018 and currently 
allow for a 60 billion RMB daily quota of foreign investors to trade 
A-shares. The expectation is that these programs will further grow 
as MSCI raises the aggregate weight of A-shares in the Emerging 
Markets Index. PanAgora uses Connect to invest in the China 
A-share market for its active alpha strategies.

What makes China A-shares Unique?
Unique Risks
Retail Investor Participation and Behavioral Effects

Unlike in other developed and emerging markets, retail investors 
are major participants in the Chinese equity markets. According 
to the CSRC, retail investors account for 80% of aggregate trading 
volume.  Compared to the US, Chinese retail investors trade 
almost four times more frequently (Chen, Kim, Nofsinger, and 
Rui - 2007). Chinese retail investors also hold around 58% of 
the aggregate market ( Jia, Wang, and Xiong - 2015), which is 
amongst the highest in the world. A survey9 found that around 
60% of new retail investors have less than a high school education. 
With their lack of formal education and experience, these 
investors seem to be investing based on faith, or conviction in the 
government or pure speculation. Academic journals have found a 
strong preference of collectivistic investment behavior in Chinese 
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investors. A good example of this occurred in 1992 when 500,000 
Shenzhen investors lined up to invest in a new, hot IPO without 
any information on the company or its fundamentals (Mok, 
and Hui - 1998).  Interestingly, for dual-listed stocks with both 
H and A lines, A-shares react more to revisions done by China 
mainland-based analysts vs. H-share prices, which are impacted 
more by offshore analysts (Jia, Wang, and Xiong,- 2015). All of 
these investor behaviors make the China A-share market a very 
interesting use case for testing asset pricing anomalies.

Government Control and Intervention

Chinese markets are heavily regulated by the CSRC – the chief 
market regulator. There are many direct and indirect ways 
the government can control markets. During May 2017, the 
government restricted share sales by large shareholders in order to 
boost investor confidence.  During the summer of 2015, in order 
to stabilize the markets from an imminent plunge, regulators 
halted IPOs and suspended trading in shares accounting for 40% 
of market capitalization. The government can also use indirect 
methods like controlling the yuan level to respond to cash inflows 
and outflows.  

The IPO process is also tightly controlled by the CSRC. Firms 
must go through extensive regulatory approvals and satisfy 
multiple criteria before being listed on the A-share market. 
Duration to list time is unpredictable and the government 
allocates an annual quota of new IPOs. Given this uncertainty, 
past research has shown that the IPO premium in the A-share 
market is several times higher than in other markets.  

To avoid these strenuous requirements, several companies have 
chosen to list outside the China A-share market. Private firms 
in China which seek public capital have also been known to 
acquire zombie-listed companies – raising the implicit shell value 
of declining firms. With the “Made in China  2025” program in 
sight, the CSRC has relaxed IPO regulations for several advanced, 
next-generation technology and manufacturing firms. 

Recently in order to reduce overall economic risks to the financial 
system, the Chinese government has made it a priority to 
deleverage balance sheets of publically listed firms. This is leading 
to sizable public policy controls and the forceful deleveraging of 
firms. These forced interventions have led to several structural 
anomalies which, in our opinion, can be capitalized on via a 
systematic, process-driven approach and harnessed as alphas.

Corporate Governance

There are two major factors which provide Chinese markets with 
a unique setting with respect to corporate governance: market 
dominance by SOEs and the existence of Split-Share Structure.  

SOEs are a significant component of the Chinese A-share market. 
Government owned and controlled, they serve two purposes: they 
cater to a public policy mandate and provide value maximization 
to their shareholders. SOEs are run by state-appointed executives 
who need to align the firm’s interest more with the state vs. the 
investors. This dynamic can lead to inefficient management, 
underutilization of resources and overall poor corporate 
performance.  

China had 172 companies on the Forbes Global 2000 list, publish 
in 2016. These firms, along with others are considered as "national 

champions” for China. With the Chinese government’s goal to 
become the dominant world player in key sectors, these “national 
champions” are empowered with the expectation to continue 
and ultimately change market competition globally. State-Owned 
Assets Supervision and Administration Commission (SASAC) 
was established in 2003 to oversee the management of China’s 
SOEs, including appointing top executives and approving any 
mergers or sales of stock or assets, as well as drafting laws related 
to state-owned enterprises. One of SASACs directives is to enact 
policies which can transform key SOEs into national champions.  

Split-Share-Structure reform in 2005 was a major event in 
China. However, even today only around 20-25% of the market 
capitalization of SOEs is non-tradable. This continues to create 
problems in valuation for SOEs. 

We believe that asset managers, quantitative and fundamental 
alike, should understand these corporate governance subtleties 
in China A-share market and pay important consideration while 
formulating their investment strategies.

Quantifying the China A-Share Market
With our research and analysis, we have come to believe that 
the unique risks and opportunities offered by the China A-share 
market can be harnessed via a quantitative, process-driven, and 
expandable investment approach.

Investable Universe
To manage a liquid, investable China A-share market investment 
strategy, it is important to have a stable investment universe. 
Even though the China A-share market is the second most liquid 
market in the world, it has an interesting stock level liquidity 
profile. As the investment universe has broadened from large-
cap, high-liquidity names to mid-cap names, we observe an 
interesting, homogenous liquidity pattern. Among the top 1,000 
names ranked by liquidity and size, the companies in the bottom 
five deciles tend to have a strikingly similar liquidity profile. These 
names also tend to frequently oscillate around these liquidity 
deciles and be relatively higher-growth, smaller-size names which 
attract higher participation from retail investors. Additional 
challenges involve closely monitoring the market for frequent 
stock suspensions, delistings, regulatory events, and liquidity 
events.
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Given these characteristics, we built a liquidity-stabilized 
investment universe of over 1,000 names using our propriety 
construction methodology. The universe emanating from 
our methodology provides desirable stability in names and as 
indicated by our research, provides sufficient breadth to fully 
express, and capitalize our alpha potential without taking any 
meaningful liquidity or delisting/suspension risk.

Quantitative Factors
Valuation

A valuation strategy of buying cheap and selling expensive 
companies is a well-known investment approach used by 
quantitative and fundamental investors across different 
geographical regions and asset classes. The good news is that this 
strategy works in the China A-share market as well, but not for 
the same reasons.  

Unlike those in other markets, Chinese companies have a lower 
risk of default (Huang, Yang, and Zhang - 2013). This would 
suggest that value stocks should, if anything, perform worse in 
China. There are two possible reasons for this: first, their profits 
are closely monitored by regulators and failure to be profitable 
would lead to suspension or worse - delisting - or second, 
strong IPO regulations cause many close-to-default companies 
to have implicit shell value because they tend to be acquired by 
prospective firms that want to get their listing rights rather than 
waiting for their IPO request getting approved. 

Having said that, China’s being a strong growth-driven market 
means that growth stocks tend to be over-crowded by retail 
investors (Ng, and Wu - 2006). This results in value stocks being 
underpriced and under-appreciated due to lack of interest and/
or attention by investors. Value premium is thus supported by the 
behavioral biases China A-share investors exhibit.

Firm Quality, Profitability and Accruals

Firm quality and profitability strategies have been successfully 
tested in developed and emerging markets. These strategies are 
designed to be stable, to exhibit low turnover, and to provide 
ample diversification benefits vis-a-vis other quantitative 
strategies, such as value and momentum.   

In the China A-share market, these quality and profitability 
strategies show positive, but muted, performance. Profitability 
works better in countries with low political risk, where firms have 
easy access to capital and have fewer limits to arbitrage. The China 
A-share market, being more restrictive and regulated, tends to 
have lower return premia from quality-based measures (Sun, Wei, 
and Xie – 2014). However, given their low correlation with value, 
quality, and profitability, these strategies help investors avoid value 
traps where firms are cheap for a reason.  

Historically, we have found that accruals-based signals have 
worked well in the China A-share market. Low-accrual firms 
tend to do better because investors tend to focus more on total 
earnings vs. differentiating between stable cash-based earnings 
and mean-reverting accrual-based earnings, hence missing the 
potential earnings management provided by firms (Richardson, 
Sloan, Soliman, and Tuna   - 2005). We are aware of no reasons 
that investors in the China A-share market would be any 
different. If anything, given the amount of unsophisticated retail 

participation in the China A-share market, this effect is more 
pronounced. Additionally, given the high degree of earnings 
management in the China A-share market, as identified by other 
researchers and as we saw through our own research, accrual 
effect becomes even stronger. Past research has indicated that 
earnings management is more pronounced in less developed 
markets (Leuz, Nanda, and Wysocki – 2003). Driven by 
regulations in China A-share market, Chinese firms in distress 
use earnings management as a tool to increase negative accrual 
income. When A-share firms go through two consecutive annual 
losses or show negative shareholder equity they receive a “special 
treatment” status.  A third loss results in trading suspensions and 
a fourth leads to delisting. This motivates firms to use earnings 
management as a tool (Li, Niu, Zhang, and Largay -- 2011).

Momentum

Momentum is another well-known strategy which bets on buying 
past winners and selling past losers. This strategy has a good 
and stable track record across regions and different asset classes. 
Interestingly, we have found that traditional price-momentum-
based strategies have not historically performed well in the China 
A-share market.  

We think this is driven by collectivist investor behavior and by 
how retail investors participate in the China A-share market. 
Retail investors trade significantly more often than investors in 
other markets. This reduces the cycle of anchoring, disposition, 
and overreaction, which are the key behavioral ingredients for a 
successful momentum strategy. Additionally, research indicates 
that investors in the China A-share market tend to adapt faster 
to realized gains and losses vs. other markets (Arkes, Hirshleifer, 
Jiang, and Lim – 2010). If anything, the aforementioned theory is 
more supportive of reversals than momentum. Chui, Titman, and 
Wei [2010] further pointed out that individualism in a country’s 
population is positively correlated with equity momentum 
returns and weakly associated with reversal returns. The majority 
of investors in China tend to show collectivist culture, hence 
momentum is less effective. 

However, the momentum effect can be captured by alternate 
measures and China-specific data. Research indicates that 
leveraging China A-share-focused data and other alternate 
measures can help us capture non-price-based stock level 
momentum.

Sentiment

Sentiment refers to a set of orthogonal strategies which captures 
alpha via crowdsourcing different views from savvy investors. 
These strategies have a proven track record in developed and 
emerging markets. Managers and researchers have looked at 
various sources such as stock size, trading volume, stock-level 
shorting information, mutual fund manager behavior, biases 
from retail investor trading behavior, alternate data/information 
from social media, and chat groups to capture investor sentiment 
and create appropriate investment strategies. Such strategies not 
only capture smart or informed investor behavior, but also help 
quantitative managers systematically capture and leverage several 
inefficiencies in the aggregate stock market. 

Our research indicates that an amalgamation of these alternative 
data strategies creates a very strong signal for forecasting future 
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returns in the China A-share market, especially with the observed 
high level of stock market inefficiency driven by retail investor 
participation and structural inefficiencies created by active 
interference by the regulators and markets. These strategies 
appear to offer uncorrelated alpha exposure to other strategies at a 
meaningful turnover.  

Above table has annualized Sharpe Ratio's for major factor composites in 
PanAgora's China A-share liquidity stabilized 1000 stock universe.  Period: 
Dec 2007 - May 2017.  Each stock is ranked to aforementioned factors and the 
Annualized Sharpe Ratios were captured over the period. 
Exhibit 4 
Source: PanAgora Asset Management

Contextual Model
Contextual Modelling Framework
Our proprietary contextual alpha modeling technique seeks to 
maximize alpha capture by dynamically differentiating return 
drivers of each stock independently. Our alpha modeling 
approach can be contrasted with the one-size-fits-all approach in 
building alpha models in developed and emerging stock markets. 
The philosophy extends to the China A-share market and should 
outperform one-size-fits-all models by leveraging our contextual 
modelling framework. We believe that every company is unique 
and idiosyncratic by nature and one-size-fits-all is too general 
to be effective. Contextual models adapt to changes in company 
characteristics over time as the firm evolves through its life cycle.

Contexts
As Sorensen et al. (2005) mentioned in their work, linking a 
stock’s ranking signal or factor to expected return and assigning 
it an appropriate weight is a matter of context. The application of 
a timely security selection criterion is conditional. For example, 
many researchers demonstrate that value as a selection variable 
is often conditional on the type of firm, other non-value factors, 
the investment horizon or some other dimension. Sloan (2001) as 
well as Beneish, Lee, and Tapely (2001) call this interdependency 
of security factors contextual. Seasoned active managers know 
that value investing focuses on discovering cheap stocks with 
a balance of quality; at the same time, growth investing often 
seeks to balance positive momentum with quality and cheapness. 
This anecdotal assertion finds substantiation in prior academic 
studies. For example, Daniel, and Titman (1999) find that 
momentum effects are stronger for growth stocks. Asness (1997) 
finds that value strategies work, in general, but less so for stocks 
with high momentum. In a particularly relevant study, Scott, 
Stumpp, and Xu (1999) focused on prospect theory and investor 
overconfidence. They provide empirical evidence that rational 

value investors should emphasize cheapness, while growth 
investors should let winners run — with the prospect of future 
good news.

With the China A-share market in mind, a carefully crafted set 
of contexts was made with the most economic and fundamental 
sense. As mentioned before, Chinese state-owned enterprises 
(SOEs) are an integral part of the Chinese economy. Government 
owned and controlled, they serve two purposes: first, they cater 
to a public policy mandate, and second, and most especially, 
they provide value maximization for shareholders. SOEs are run 
by state-appointed executives who need to align a firm’s interest 
more with the state versus the investors. This dynamic can lead to 
inefficient management, underutilization of resources, and overall 
poor corporate performance. Also, SOEs receive preferential 
support and attention from Government versus privately run 
firms – giving SOEs meaningful competitive advantage in certain 
sectors.  Given this, it is imperative that we generate a separate 
alpha model for SOEs. Our contextual alpha modelling technique 
provides us with this handle to model SOE vs. non-SOE firms. 
Another good example is price momentum. As we discussed 
earlier, price momentum does not work in the China A-share 
market. However, research indicates that splitting a firm into high 
versus low price momentum stocks can help boost returns via 
applying our contextual framework.  

One more differentiating characteristic in the China A-share 
market is participation from retail investors. As we mentioned 
earlier, historically, retail investors have shown very interesting 
and asymmetric market participation when it comes to trading 
specific stocks at different periods of time. Collectivist trading 
behavior displayed by Chinese domestic A-share investors further 
exacerbates this effect. We are able to capture this asymmetric 
trading behavior and model return drivers for these using our 
contextual methodology.  

From our research, we find that the presence of the 
aforementioned contexts adds significant value to the contextual 
alpha modelling framework and helps us outperform the one-
size-fit-all approach.

Model Performance: Factor Diversification and 
Contextualization
Driven by both “factor diversification” and “contextualization,” 
our contextual alpha model seeks to deliver performance benefits 
to a one-size-fits-all model. The model appears to weather the 
significant downturns of the MSCI China A-share standard index, 
strongly delivering positive performance in both up-markets 
and down-markets while displaying reasonable levels of market 
neutrality and robustness in performance. Observed performance 
from the strategy indicates downside protection and upside 
benefits.  

Through understanding the China A-share market and its history 
and leveraging the data sources, both domestic to the China 
A-share market and global, accessing our deep alpha factor library 
and by utilizing the contextual framework, we are able to build 
a diversified, sustainable, long-term active equity investment 
strategy which appears to outperform the one-size-fit-all approach 
in the analysis period we tested.  Additionally, driven by the 
contextual nature of our model and the uniqueness of the China 
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A-share market, the China A-share strategy appears to offer 
significant alpha diversification benefits over existing emerging 
and developed strategies. 

Our contextual model has shown to deliver long-term alpha 
efficacy with ICs (information coefficient) not showing decay by 
half until at least nine months after signal formation.  

Conclusion
As the China A-share market evolves and China opens its doors 
to foreign investors, it will become increasingly important to more 
fully understand the innate structure and history behind China’s 
equity markets. Controlled by a command economy, this market 
behaves much differently compared to equity markets in the rest 
of the world.  

We aim to simplify quantitative investment in the China A-share 
market. Building a successful, diversifiable, quantitative, and 
process-driven investment strategy in the China A-share market 
requires deep understanding of the current market and its history. 
Also essential is knowledge of investor constitution/preferences, 
the scope of government regulations and tools regulators employ 
to control the markets, and the dynamics of China’s special 
corporate governance setup. 

Based on our experience and diligent research, we identified 
several structural, risk and alpha opportunities which we believe 
can be harnessed via quantitative methods to help generate risk 
adjusted returns. Given the esoteric nature of the China A-share 
market and its participants, we believe, it is important that we 
build an investment strategy which leverages China-specific 
information. We leveraged our specialized knowledge to build a 
tradable investment universe, alpha signals, and overall model 
and investable portfolios. 

Further, we built our China A-share alpha model using PanAgora’s 
proprietary contextual alpha modelling technique and have 
found that our alpha modelling framework has historically been 
successful in outperforming the one-size-fits-all alpha model. Our 
contextual technique adapts to changes in a company’s individual 
characteristics over time as it and the overall Chinese investment 
landscape evolve. The framework also provides us with the ability 
to model firms separately when they have markedly different 
attributes, such as when a firm is an SOE or a non-SOE.

Endnotes
1. PanAgora’s ‘contextual’ active equity process for A-Share 

investing presented here is distinguished from PanAgora’s 
‘defensive equity’ process. For details on former refer 
Sorensen et all (2005, 2007). The latter utilizes a unique 
A-share weighting scheme that optimizes between well-
known alpha factor attributes for each stock  and the 
diversification value of each stock. 

2. The “one-size-fits-all” model is created without any 
contextual partition, using the same procedure as 
contextual. For details on contextual alpha modelling refer 
Sorensen et all (2005, 2007).

3. Source: Bloomberg, end of 2017. 
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