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Last week, Professor Jeremy Siegel and I chatted with Marc Chandler, currency strategist

at Brown Brothers Harriman, and Ruchir Sharma, head of macro and emerging markets at

Morgan Stanley Investment Management. The conversation focused on the current state of

affairs in emerging markets (EM), currencies and prospects in a rising rate environment—

with a focus on China.   Oil, Inflation and the Fed There is much discussion about how

emerging markets will react to a monetary policy interest rate hike by the U.S. Federal

Reserve (Fed). One factor showing easing of inflation concerns—and that could

potentially cause a slower or later hiking-cycle —is downward moves in commodity prices.

Sharma firmly believes that low oil prices are a function of persistent weakness in

China. While the Fed focuses on core inflation, it also looks for important signals from

the labor markets, and we have yet to see any real signs of wage inflation there. This

implies that the Fed may normalize policy slowly, and the pace could continue to be

supportive for EM. Chandler does not believe a slowdown in China is causing oil to

weaken. He believes oil prices are being suppressed due to the glut in oil supply—and

the latest news showed U.S. rig counts increasing and OPEC persistently experiencing

oversupply.   China's MSCI Equity Index    and  SDR Currency Inclusion   Chandler

believes that the recent sell-off in Chinese equities will have a limited impact on

broader economic activity, and its adverse wealth effect is immaterial. This is in part

due to the disproportionately small percentage of Chinese citizens who own equities—

pegged at less than 10%. However, the government’s heavy-handed actions aimed to

counteract the fall in the stock markets will most likely delay its A-share inclusion in

MSCI indexes. A key focus for the Chinese government this year has been the yuan’s

inclusion in the International Monetary Fund's Special Drawing Rights (SDR). The IMF

makes this decision once every five years, and inclusion is a major status symbol for a

currency. Despite meddling in the stock markets, China has taken systematic steps to

ensure that its currency is more accessible to foreigners. It has also kept the yuan

from weakening too significantly, and there has been remarkable stability in the

currency despite the equity volatility.   Setting the Record Straight on Chinese    

Capital Outflows  Many observers have cited three consecutive quarters of shrinking

Chinese foreign exchange reserves as indication of severe capital outflows. Capital

outflows tend to lead to a weaker local currency. The People’s Bank of China (PBoC) has

attempted to stem yuan depreciation by selling foreign reserves. This has manifested in

much lower foreign reserves over the past three quarters. Chandler believes these

concerns are overblown. He believes much of the outflow can be attributed to the fact

that reserves are reported in U.S. dollars and the euro has fallen significantly. For

example, if an estimated 25% of China’s $4 trillion of reserves were in euros, then

because the euro alone has depreciated 20% last year, that would account for two-thirds

of the shrinkage in its reserves.   Is China Close to a 2008-Like Crisis?       Sharma

believes that the Chinese outflows are systemic, even after accounting for valuation

effects. He pegs real Chinese growth at 5% despite official numbers suggesting growth

closer to 7%—considering weak electricity consumption, low freight traffic, slower

credit growth and flatlining manufacturing activity. Despite these concerns, Sharma

believes that the very structure of China and its heavy state-owned influence will keep
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the country from falling into a 2008-style U.S. financial crisis. Instead, he believes

that China may adopt a Japan-like model of extend and pretend to work out problem loans.

This extended duration of bad debts could clog the banking system for a long time,

forcing Chinese economic growth to remain lower for longer.   The USD in Perspective 

Chandler focuses on currencies, so I was interested in his thoughts here. While some

valuation measures show the euro and yen becoming undervalued, Chandler believes we are

still in the middle of a longer-term move in the U.S. dollar. He notes the drivers of

the major dollar rallies: • The Reagan dollar rally was a policy mix in which a fiscal

accelerator was applied, leading to a tax cut and spending increases. Paul Volcker later

put on the breaks through higher rates, which was ultimately bullish for the dollar.   •

The Clinton dollar rally was a function of the tech bubble and Americans showcasing

increases in productivity—causing an influx of capital into the U.S. supporting the

dollar.   • The Obama dollar rally is a function of divergence in monetary policy, where

the Fed is expected to raise rates in September of this year while the European Central

bank (ECB) and Bank of Japan (BOJ) are stepping on the quantitative easing pedals well

into 2016. This environment continues to be supportive for the U.S. dollar. Despite this

being a fairly telegraphed cycle with surveys showing that a large majority of

economists believe September will mark the first Fed rate hike, Chandler believes the

hike is still not priced into the futures market.     Read the Conversations with

Professor Siegel Series here.

Important Risks Related to this Article

WisdomTree and Foreside Fund Services, LLC., are not affiliated with Brown Brothers

Harriman or Morgan Stanley. Foreign investing involves special risks, such as risk of

loss from currency fluctuation or political or economic uncertainty. Investments in

emerging, offshore or frontier markets are generally less liquid and less efficient than

investments in developed markets and are subject to additional risks, such as risks of

adverse governmental regulation and intervention or political developments. Investments

focused in Europe, Japan or China increase the impact of events and developments

associated with the regions, which can adversely affect performance.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)
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 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.

WisdomTree BLOG ARTICLE

WisdomTree.com   1-866-909-WISE (9473)

https://wisdomtree.com/~/link.aspx?_id=629EA1A21F5646E3B6A5AD58E8AAAB5C&_z=z
https://wisdomtree.com/#externalLinkModal


DEFINITIONS

Inflation : Characterized by rising price levels.

Federal Reserve   : The Federal Reserve System is the central banking system of the

United States.

Monetary easing policies    : Actions undertaken by a central bank with the ultimate

desired effect of lowering interest rates and stimulating the economy.

Hiking Cycle   : monetary policies that have the overall impact of reducing the

availability of credit, which is widely thought to have the potential to slow economic

growth.

Organization of the Petroleum Exporting Countries (OPEC)        : whose mandate is to

coordinate and unify the petroleum policies of its members and to ensure the

stabilization of oil markets in order to secure an efficient, economic and regular

supply of petroleum to consumers, a steady income to producers, and a fair return on

capital for those investing in the petroleum industry.

MSCI China Index : A free float-adjusted, market capitalization-weighted equity index

designed to measure the performance of the Chinese equity market.

Special Drawing Rights (SDR) : an international reserve asset and accounting measure

created by the IMF.

A-share : shares traded on the Shanghai and Shenzhen stock exchanges. This is contrast

to Renminbi B shares which are owned by foreigners who cannot purchase A-shares due to

Chinese government restrictions.

International Monetary Fund    : international organization for global monetary

cooperation, secure financial stability, facilitate international trade, promote high

employment and sustainable economic growth around the world.

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.

Foreign exchange reserves : The total balance of foreign currency deposits and bonds

held by a central bank or monetary authority.

Valuation  : Refers to metrics that relate financial statistics for equities to their

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

Tech Bubble : Market collapse between 1999-2001 that was led by technology stock.

Quantitative Easing (QE) : A government monetary policy occasionally used to increase

the money supply by buying government securities or other securities from the market.

Quantitative easing increases the money supply by flooding financial institutions with

capital, in an effort to promote increased lending and liquidity.

Futures price : the price of a futures contract.
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