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Chinese equities have ripped higher this year, and we see catalysts to support further

gains.

 

MSCI recently announced plans to add more Chinese A-share stocks to its traditional

China-focused indexes and to its broader emerging market and regional indexes. We think

this will add further buying momentum to Chinese equities throughout the year.

 

Chinese A-shares currently have only a 5% inclusion factor in their indexes—but MSCI is

upping the A-shares’ weight in three equal tranches to 20% by the end of November.

 

This adds to a few other catalysts for potential outperformance of Chinese equities:

 

1 . U.S.-China Trade Deal:   Pessimism about a long-lasting trade war has abated.

While there are fundamental differences in the worldviews of the U.S. and China, we

believe President Trump is likely to follow a similar approach with China to the one

he used in negotiating trade deals with Canada and Mexico—particularly after his “no

deal” discussion with North Korea.

 

2. Chinese Stimulus:  Concerned about the slowdown of GDP, the Chinese government

has taken several measures to stimulate growth by increasing liquidity and

borrowing. In Q4, China launched the targeted medium-term lending facility (TMLF),

which offers a lower interest rate than the existing medium-term lending facility (M

LF) to specifically support small and private firms’ growth. In January 2019, the

People’s Bank of China took further steps to release $116 billion into the market by

cutting required reserve ratios by 100 basis points (bps).1

 

3. Federal Reserve (Fed) Pause: The Fed has lowered its expectations for the pace

of rate increases this year. Similar to the 2016 pause, we believe risk assets can

continue to rally as fears of a recession are pushed into the future.

 

Tracking Money Flows into China

 

While 2018 was a disappointing year for returns, China’s Stock Connect program was a

huge success. In the chart below, we track net flows from foreign investors into Chinese

stocks on mainland exchanges.

 

Net Flow of Foreign Investments through Stock Connect Program
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With many investors needing to continue to buy mainland shares due to MSCI China

benchmark changes, we believe flows into A-shares will continue to accelerate. And we

believe investors should be over-weight A-shares as demand continues to increase.

 

Chinese Beta

 

While many investors spend a great deal of time deciding when and if to go over-weight

China, we believe they often make a mistake about how to access this market.

 

We think China remains in the early innings of its path to financial market

liberalization. Many index providers have a different definition of which types of

Chinese stocks should be eligible for inclusion. So Chinese beta could be composed of

seven share classes trading on four different exchanges.

 

Due to companies’ decisions about where to incorporate and list their stock for trading,

each share class has its own distinct characteristics. As we show below, this can lead

to a wide dispersion of returns. 
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For definitions of terms in the chart, please visit our glossary.

 

In our view, investors seeking broad-based exposure to China should consider a total

market access product across all listings—something like the S&P China 500 Index. 

 

By including all available share classes, investors are able to allocate to China in the

same way they benchmark to U.S. markets via the S&P 500 Index strategies.

 

S&P China 500 Index vs. MSCI China Index

 

When it comes to Chinese beta, many investors have defaulted to the MSCI China Index.

However, our view is the S&P China 500 Index gives a more accurate measure of the

Chinese market not only by offering comprehensive coverage of all Chinese share classes

but by taking a large stake in A-shares. 

 

Comparing to MSCI China’s current 2.25% weight in A-shares, the S&P China 500 Index’s

50.76% weight indicates its focus on the Chinese domestic market. While MSCI just

recognized A-shares’ value with the announcement to increase their weight to 20% in

November, the S&P China 500 Index has already incorporated A-shares as an essential

component. 
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The fundamentals between the S&P China 500 Index and the MSCI China Index are similar.

However, across the board, the S&P China 500 Index has had higher value, better quality

and a lower price.

 

 

For investors looking for a broad access vehicle to Chinese equity beta, WisdomTree

launched a Fund to track the S&P China 500 Index—WCHN, the WisdomTree ICBCCS S&P China 5

00 Fund. MSCI is adding more A-shares this year and will have to continue to creep

higher in their exposure, but our fund is already positioned across all the Chinese

stocks.

 

 

1Source: Kevin Yao, Lusha Zhang, “China Slashes Banks’ Reserve Requirements Again as

Growth Slows,” Reuters, 1/4/19.

Important Risks Related to this Article

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

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 the 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 sector.

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
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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

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.

Gross domestic product (GDP)     : The sum total of all goods and services produced

across an economy.

Liquidity  : The degree to which an asset or security can be bought or sold in the

market without affecting the asset’s price. Liquidity is characterized by a high level

of trading activity. Assets that can be easily bought or sold are known as liquid asset.

Targeted medium-term lending facility (TMLF) : A new type of People’s Bank of China

lending to Chinese banks that can be used up to three year.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

Medium-term lending facility (MLF)     : A type of People’s Bank of China lending to

Chinese banks typically with maturity from three months to one yea.

Reserve Ratio Requirement (RRR)     : portion of depositors’ balances that banks must

have reserved in the form of cash.

Basis point : 1/100th of 1 percent.

Stock Connect : A program connecting Hong Kong, Shanghai, and Shenzhen stock exchanges

to allow international and mainland Chinese investors to trade Chinese stocks.

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

designed to measure the performance of the Chinese equity market.

Beta  : A measure of the volatility of a security or a portfolio in comparison to a

benchmark. In general, a beta less than 1 indicates that the investment is less volatile

than the benchmark, while a beta more than 1 indicates that the investment is more

volatile than the benchmark.

S&P China 500 Index     : Comprises 500 of the largest, most liquid Chinese companies

while approximating the sector composition of the broader Chinese equity market. All

Chinese share classes including A-shares and offshore listings are eligible for

inclusion.

Value : Characterized by lower price levels relative to fundamentals, such as earnings

or dividends. Prices are lower because investors are less certain of the performance of

these fundamentals in the future. This term is also related to the Value Factor, which

associates these stock characteristics with excess returns vs the market over tim.

Quality : Characterized by higher efficiency and profitability. Typical measures include

earnings, return on equity, return on assets, operating profitability as well as others.

This term is also related to the Quality Factor, which associates these stock

characteristics with excess returns vs the market over tim.
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