) Uamaging Director
g@ Kl'a nes ha res Cell: +1 (646) 218 9852

brendan.ahern@kraneshares.com

Mainland Chinese Equities’ Benefit to Strategic Asset Allocation

Abstract:

Headlines have lamented the poor returns of the “lost decade”. The rise of correlations across global
indices is an equally serious issue for investors. Historically US investors allocating to international markets
benefited from their positive, non-correlated returns. The benefit of international investing has diminished
due to a multitude of factors including globalized fund flows, orchestrated central bank policy and the rise
of major market participants. Market moving events or the actions of major market players ripple across
the globe. This paper will quantify the change in correlations that has taken place. The mainland Chinese
equity market offers investors one market that has not been fully integrated into globalized fund flows.
Using the MSCI China A Index as a proxy, we will quantify the inclusion of this market within strategic asset
allocation. The MSCI China A Index captures large and mid cap representation across China securities
listed on the Shanghai and Shenzhen exchanges.

The Rising Tide of Correlations

The three legs of the Modern Portfolio Theory (MPT) stool are return, standard deviation and correlation.
Per the theory, packaging asset classes that act differently together rewards an investor with a smoother
ride and better risk adjusted return. Historically within MPT international investing offered US investors
non-correlated positive returns that raised their risk adjusted returns. On the next page is a graphical
representation of the S&P 500’s correlation to the MSCI All World Index Ex-US.
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Correlation of MSCI All Country World Index Ex US to S&P 500
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In the 1990°s and into the early 2000's the average correlation between the MSCI All
Country World Ex US index to the S&P 500 index remained relatively low at 0.29

The era of easily accessible risk adjusted returns is ending as global markets have become increasingly
correlated with one another. Over the past ten years correlation between the S&P 500 and the MSCI All
World Index Ex-US has increased steadily. It is difficult to say exactly why or when this occurred though
the globalization and interconnectedness of markets and economies are likely key contributors. Below is
an updated chart of the correlation between the two indices over the past decade.

Correlation of MSCI All Country World Index Ex US to S&P 500

0.9
0.8
0.7
0.6 Average Correlation: 0.5
0.5
0.4
0.3
0.2
0.1

0
3/1/04 3/1/05 3/1/06 3/1/07 3/1/08 3/1/09 3/1/10 3/1/11 3/1/12 3/1/13 3/1/14

Over the past decade the average correlation between the MSCI All Country World Ex
US index to the S&P 500 index saw a substantial increase to 0.5

What investors do with this information runs from doing nothing and hoping the current high correlation
regime dissipates to David Garff's recommendation of becoming more tactical in their country allocations.
The opening of the mainland Chinese equity markets provides investors with an additional option.
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The Case for MSCI China A In Strategic Asset Allocation

The Chinese mainland markets have been largely ringfenced from foreign investors. With a market
capitalization of nearly one trillion US dollars, non-Chinese investors make up a de minimis percentage
of equity ownership estimated between 1-2%. The mainland equity markets are unique in this regard. The
below chart highlights the lack of correlation to global benchmarks.

Correlation of MSCI China A Index to Major MSCI Asset Allocation Benchmarks

1

ACWI - All Country World Index

ACwi EAFE - Europe, Australasia, Israel
EAFE 0.96 1 and Far East

EM - Emerging Markets
=M 088 080 1 USA - Companies listed in the
USA 0.9 0.83 0.74 1 United States

China - Chinese companies listed
China 0.67 0.67 0.83 0.53 1 in Hong Kong

. Frontier - Frontier Markets
Frontier 0.38 0.39 0.36 0.32 0.31 1

China A - Chinese companies listed

China A 0.16 0.17 0.28 0.08 0.43 0.15 1 on Shanghai and Shenzhen Stock
Exchanges

Source: Bloomberg, weekly correlation from September 30, 2003 to September 30, 2014

Correlation of 1 means two securities move together, correlation of 0 means the securities are independent of one
another. Correlation of -1 means securities’ movements are inverse to one another. Correlations above 0.7 are
considered significant.

An interesting data point to highlight is the lack of correlation the China A market has to other Chinese
markets. 11% of the names in MSCI China A are dually listed on the Hong Kong Stock Exchange (Chinese
stocks listed on the Hong Kong exchange are commonly referred to as H-Shares). In looking at periods of
market stress we find the disconnect between the H-Share and A-Share market noteworthy. What's the
cause of this disparity?

The H-Share market is widely held by both active and passive investors globally due to its inclusion in
broad market indices, conversely the A-Share market is not included in such benchmarks. If investors
sold their emerging market investments, that selling pressure would directly affect the H-Share market
but not the A-Share market. There have been several examples of periods when the H share market
declined while the A share market did not. The chart on the next page is a graphical representation of the
A Share/H Share premium discount. When values are above 100, the A share stock is a premium to its H
share equivalent.
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03/31/2014 - 12/27/13 - 02/06/12 - 05/27/11 - 01/26/10 -
09/30/2014  02/05/14 05/23/12 10/4/11 10/06/10

A/H Premium 7.23% 9.29% 15.31% 46.48% -24.99%
Discount

MSCI China A 19.73% -3.17% 5.11% -10.69% -2.94%
MSCI China 7.31% -9.999% -10.65% -32.95% 17.24%
S&P 500 6.42% 4.73% - 1.23% 14.96% 777%

A Share / H Share Premium Discount Change
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The MSCI China A Index offers investors the potential to recapture the the risk adjusted returns typically
associated with international investing due to the de minimis level of foreign ownership and insulation
from foreign ownership driven flows.

Full inclusion of the mainland markets within MSCI Emerging Markets would raise China from a 18.9%
to 27.7% allocation.

Current Status (as of 6/30/2014) Full Inclusion™
KR = South Korea IDOZtL\;rs, 8.7% H-share, 9.9% D, 2.2% Othelrs, 7.8% A-share, 10.2%
BR = Brazil TH, 2.6% Red Chip, 5.1% TH, 2.3%

TW = Taiwan MY, 3.7% C b Chip, 3.8% MY, 3.3% H-share, 9.0%
, 3.87%

159

-

0,
SA = South Africa MX, 5.1% MX, 4.5%

RU = Russia

B-share, 0.2%

H 0,
N, 5.3% Red Chip, 4.7%

In = India IN, 6.0%

. KR, 15.9% P Chip, 3.6%
MX = Mexico Emerging RU, 5.6% —— B-share, 0.2%
_ RU, 6.3% Markets
MY = Malaysia Markets
TH = Thailand SA,6.7% KR, 14.2%
= altan o
ID = Indonesia 7% BR, 11.6% o
: W, 11.2% W, 10.0% BR, 10.4%
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MSCI China A offers compelling valuations to other global markets. The low valuations appear to be
partially driven by the increasing earnings per share growth.

As of September 30, 2014 _ P/E Forward P/BV

MSCI China A 12.56

MSCI ACWI IMI 17.83 14.4 2.02
MSCI Emerging Markets 12.67 10.3 1.52
MSCI USA 18.91 15.64 2.72

Source: MSCl as of September 30, 2014

The mainland market’s low P/E (green line) has been driven by strong
Earnings Per Share growth (blue line).

Mainland Market P/E and Earnings Per Share Growth
Oct 2008 - Oct 2014
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Earning Per Share Growth

e==MSCI China A Index - Trailing 12M Earnings Per Share e===MSCI China A Index - Price Earnings Ratio (P/E)

Source: Bloomberg as of October 2, 2014

In addition to the portfolio benefits of MSCI China A, we believe there are several catalysts for the mainland
markets after several years of flat returns:

» Anewreform minded President and Premier assumed leadership in March of last year and will serve
a term of ten years. Since their appointment they have instituted a multitude of reforms including
liberalizing lending interest rates, cracking down on corruption, addressing pollution concerns,
establishing the Shanghai Free Trade Zone, and reforming State Owned Enterprises.

« Beginning in late October 2014 the Shanghai-Hong Kong Stock Connect Program will allow foreign
investors to invest directly into the mainland markets without pre-approval. In the short term, this may
rectify the discounts exhibited by the mainland markets. In the long run, it could allow index providers
to include the mainland indices in their broader benchmarks. Full inclusion of the mainland markets
within MSCI Emerging Markets would raise China from a 18.9% to 27.7% allocation.
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About KraneShares:

KraneShares is a product of Krane Fund Advisors, a boutique asset
management firm delivering China-focused exchange traded funds to
US investors.

Our local presence and Chinese partners position us to provide ETF
strategies from a Chinese perspective.

KraneShares is China focused and partnered with local Chinese
professionals.

What sets KraneShares apart:

New paradigms in China-focused investment products

KraneShares ETFs offer US investors innovative ways to invest into China,
allowing them to capture the drivers of China's long-term economic
growth. Our products are developed from a Chinese perspective and
provide a simple, yet differentiated, medium to invest into the second
largest economy in the world.

Helping US investors understand the China opportunity

China has 2000 years of history, 1.3 billion people and is growing at
exponential speeds. Understanding China requires more than simply
reading the newspaper. KraneShares provides transparency into China's
capital markets, people, society and culture to help US investors decode
the China investment opportunity.

Focused on China and partnered with local Chinese professional
expertise

KraneShares has "boots on the ground” in China. Our team and
partnership network includes Chinese nationals and seasoned US
investment professionals. We provide the local Chinese perspective to
US investors.

Brendan Ahern

Managing Director

Cell: +1 (646) 218 9852
brendan.ahern@kraneshares.com

Contact Us:

Brendan Ahern

Managing Director

Cell: +1-650-866-9975
brendan.ahern(dkraneshares.com
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Carefully consider the Funds' investment objectives, risk factors, charges and expenses before
investing. This and additional information can be found in the Funds' prospectus, which may be
obtained by clicking here. Read the prospectus carefully before investing.

Investing involves risk, including possible loss of principal. There can be no assurance that a Fund will achieve its stated
objectives. The Funds focus their investments primarily with Chinese issuers and issuers with economic ties to China. The
Funds are subject to political, social or economic instability within China which may cause decline in value. Fluctuations in
currency of foreign countries may have an adverse effect on domestic currency values. Emerging markets involve heightened
risk related to the same factors as well as increase volatility and lower trading volume. Current and future holdings are subject
to risk.

Narrowly focused investments and investments in smaller companies typically exhibit higher volatility. Internet companies are
subject to rapid changes in technology, worldwide competition, rapid obsolescence of products and services, loss of patent
protections, evolving industry standards and frequent new product productions. Such changes may have an adverse impact
on performance.

The ability of the KraneShares Bosera MSCI China A ETF to achieve its investment objective is dependent on the continuous
availability of A Shares and the ability to obtain, if necessary, additional A Shares quota. If the Fund is unable to obtain sufficient
exposure due to the limited availability of A Share quota, the Fund could seek exposure to the component securities of the
Underlying Index by investing in depositary receipts. The Fund may, in some cases, also invest in Hong Kong listed versions of
the component securities and B Shares issued by the same companies that issue A Shares in the Underlying Index. The Fund
may also use derivatives or invest in ETFs that provide comparable exposures. Investments in derivatives, including swap
contracts and index futures in particular, may pose risks in addition to those associated with investing directly in securities
or other investments, including illiquidity of the derivatives, imperfect correlations with underlying investments, lack of
availability and counterparty risk. The use of swap agreements entails certain risks, which may be different from, and possibly
greater than, the risks associated with investing directly in the underlying asset. The Fund, may be concentrated in the financial
services sector. Those companies may be adversely impacted by many factors, including, government regulations, economic
conditions, credit rating downgrades, changes in interest rates, and decreased liquidity in credit markets. This sector has
experienced significant losses in the recent past, and the impact of more stringent capital requirements and of recent or future
regulation on any individual financial company or on the sector as a whole cannot be predicted.

The KraneShares ETFs are distributed by SEI Investments Distribution Company, which is not affiliated with Krane Funds
Advisors, LLC, the Investment Adviser for the Fund.

For financial professional use only
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