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If we break down investing into two principal components, most questions typically

center upon when to buy or sell and what to buy or sell.

 

The trade war between the U.S. and China over the last 16 months has encouraged

investors without a dedicated position in China to focus almost exclusively on the first

question of when to buy.

 

In our view, a formal trade agreement is likely to be signed before the G20 meeting in

June. In response, investors may want to have a plan in place, as China is simply too

large an opportunity to ignore in global portfolios.

 

As confidence in an impending deal has grown, global equity markets have rebounded

sharply following a painful fourth quarter in 2018. But there’s a wide degree of

dispersion between different measures of Chinese markets, where the question of what to

buy or sell takes priority.

 

In figure 1 below, we show three commonly followed Chinese equity benchmarks.

Unfortunately, if investors gained exposure via the FTSE China 50 Index, their returns

would only be about half as much as 2019’s top performer, the S&P China 500 Index. The

considerable underperformance of the MSCI China Index to start the year also leaves much

to be desired.

 

While investors  should be comfortable with greater volatility in China than in

developed markets, we’ve outlined three basic factors that can help investors avoid some

of the pitfalls of Chinese stocks.

 

Figure 1: YTD Performance of Major Chinese Indexes
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1. Number of Holdings

 

In the U.S., most commonly followed large-cap benchmarks from S&P and Russell have

anywhere from 500 to 1,000 stocks. Chinese benchmarks  tend to be more concentrated. For

example, the FTSE China 50 Index only holds 50 names. For an economy as large and

dynamic as China’s, it seems like gaining exposure through 50 stocks is

counterintuitive, and may help explain why the index has lagged to begin the year. While

the MSCI China Index currently holds 469 stocks, our current favorite benchmark for beta

is the S&P China 500 Index, which follows a comparable index methodology to the S&P 500 

Index in the U.S.

 

2. Sector Concentration

 

Most investors targeting beta exposure to China are unlikely to have a strong view on

individual sectors. Like the S&P 500 in the U.S., the S&P China 500 Index offers

comprehensive exposure to all areas of the Chinese economy without making oversized bets

on particular sectors. The MSCI China Index, however, consolidates more than 70% of its

overall weight in the Communication Services, Financials and Consumer Discretionary

sectors. By comparison, the S&P China 500 Index sports an aggregate 18% underweight to

these three sectors. That’s a more modest 52% of the total index. In our view, the S&P

China 500 Index has the unique potential to mitigate the concentration risk that lurks

in other approaches.

 

Figure 2: S&P China 500 Index vs. MSCI China Index–Sector Weights
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3. Share Classes

 

In January, MSCI announced that it would accelerate the pace of inclusion of Chinese A-s

hares in its indexes. While this announcement may have flown under the radar, due to

macro headwinds from trade, it marks yet another step in the process of financial market

liberalization in China.

 

In our view, A-shares represent an opportunity to broaden exposure to companies listing

on mainland exchanges, and possibly tap new sources of alpha. The S&P China 500 Index

currently maintains a 50% overweight to A-shares compared to the MSCI China Index. Even

after their inclusion process is complete, the S&P China 500 Index will still hold

nearly 40% more in A-Shares (52% vs. 10%). The FTSE China 50 Index currently does not

include exposure to China A. Going forward, we anticipate a gradual shift as more 

Chinese companies migrate from Hong Kong to mainland exchanges. Investing in China may

increasingly mean investing onshore as the Chinese market increases foreign access to

their markets.

 

Final Thoughts

 

As the two largest economies in the world, the U.S. and China, and their relations with

each other, dictate the tone for global markets. While the U.S. has been a leader in

global capital markets for nearly a decade, China’s rise is still in its infancy.

 

We continue to believe that a convergence is well underway between the role China plays

in the global economy and the role that it will eventually play in global portfolios. In

our view, the WisdomTree ICBCSS S&P China 500 Fund (WCHN) represents one of the best

ways for investors to gain access to beta in Chinese markets.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Foreign
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investing involves special risks, such as risk of loss from currency fluctuation or

political or economic uncertainty. The Fund focuses its investments in China, including

A-shares, which include risk of the RQFII regime and Stock Connect program, thereby

increasing the impact of events and developments associated with the region which can

adversely affect performance. Investments in emerging or offshore 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. The Fund’s exposure to certain sectors may increase its

vulnerability to any single economic or regulatory development related to such sectors.

As this Fund can have a high concentration in some issuers, the Fund can be adversely

impacted by changes affecting those issuers. The Fund will be required to include cash

as part of its redemption proceeds which introduces additional risks, particularly due

to the potential volatility in the Chinese market and market closures. The Fund invests

in the securities included in, or representative of, its Index regardless of their

investment merit and the Fund does not attempt to outperform its Index or take defensive

positions in declining markets. Due to the investment strategy of this Fund it may make

higher capital gain distributions than other ETFs. Please read the Fund’s prospectus for

specific details regarding the Fund’s risk profile.

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)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

FTSE China 50 Index     : a market capitalization weighted index tracking the top 50

Chinese companies. Stocks are weighted by H or Red Chip share cap as appropriate.

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

designed to measure the performance of the Chinese equity market.

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

level.&nbsp.

Large-Capitalization (Large-Cap) : A term used by the investment community to refer

to companies with a market capitalization value of more than $10 billion. Large cap is

an abbreviation of the term “large market capitalization”. Market capitalization is

calculated by multiplying the number of a company’s shares outstanding by its stock

price per share.

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.

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.

Alpha  : Can be discussed as both risk-adjusted excess return relative to a specific

benchmark, or absolute excess return relative to a benchmark. It is sometimes more

generally referred to as excess returns in general.
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