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Is progress actually being made toward the ever-elusive “trade deal” between China and

the U.S.?

 

Thus far in 2019:

 

China’s equity market has been one of the best performers globally after a tough

2018. Part of this may be a recovery rally; part of it may be the recognition of

various stimulative measures within China—plus the possibility of a trade deal.

 Beyond China, global equity markets have generally been rallying, as have global

bond markets (whose yields have fallen) and the price of gold. A perception of high

political risk and a global economic slowdown have been juxtaposed with a strong

asset price rally.

 

Emerging Markets Charging Forward as the U.S. Federal Reserve Pauses for NowEmerging Markets Charging Forward as the U.S. Federal Reserve Pauses for Now

 

One of the more remarkable transitions we’ve seen globally is how, in 2018, the Federal 

Reserve (Fed) was expected to hike policy rates four times, followed by three more

increases in 2019. Merely 12 months later, we find ourselves wondering if they will hike

policy rates at all this year.

 

When shifts like this occur, opportunities can present themselves within emerging market

equities, because the U.S. dollar can move from being a headwind to a tailwind for unhed

ged returns.1 

 

In 2018, the dollar’s appreciation took away 4.50% from unhedged emerging market

equity investors.

 Thus far in 2019, the dollar’s depreciation added nearly 0.75% to unhedged emerging

market equity investors.

 

This can be additive if markets also have a catalyst to change their view on a major

market like China and shifts from a bearish to a bullish sentiment can occur.

 

China Is a Market That Moves in Sweeping TrendsChina Is a Market That Moves in Sweeping Trends

  

One of the primary questions many investors face is whether to take exposure to a broad
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benchmark or whether a more country-specific basis makes more sense.

 

Figure 1 indicates the performance of the S&P China 500 Index, one of the broadest

equity benchmarks for China, against the MSCI Emerging Markets Index.

 

It’s easy to remember the start of 2016, when China was destined for the so-called

“hard landing.” This was the catalyst for a trend of China equity underperformance

until the end of the first quarter of 2017.

From about the end of April 2017 to May 2018, there was a strong year of

outperformance of China’s equities over broader emerging markets. During this

period, we started hearing about the “China-FAANG” stocks as the Information

Technology sector was strong, similar to what was seen in the U.S.

Emblematic of the trade tensions in place through the second half of 2018, China’s

equities began to underperform broader emerging markets. This was a tough period for

emerging markets overall, featuring tightening monetary policy from the Fed and a

strengthening U.S. dollar. Notably, China is also the world’s second largest

economy, so it is difficult to see much in the way of performance from emerging

markets without China following suit.

Similar to how the appreciation of the British pound may be implying the possibility

of an eleventh-hour BREXIT deal coming together, China’s equity market seems to be

front-running the possibility of a trade deal with the U.S. We’ve seen

outperformance of China’s equities to start the year.

 

Figure 1: The Sweeping Trends of China’s Equities vs. Broader Emerging MarketsFigure 1: The Sweeping Trends of China’s Equities vs. Broader Emerging Markets

  

It may be tempting to think about individual sectors within China to increase the octane

and cyclical nature of any strategy. Figure 2 indicates just how challenging that might

be. In 2017, for example, the spread between the best and the worst of the GICS sectors

was around 100%. To mitigate the risk, we think broad exposure to China’s equity market,

as opposed to betting on certain sectors, will benefit any asset allocation looking to

invest in China.
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Figure 2: Gauging the Massive Shifts in China’s Sector PerformanceFigure 2: Gauging the Massive Shifts in China’s Sector Performance

  

Does China’s Does China’s ValuationValuation Indicate Strong Return Potential? Indicate Strong Return Potential?

  

China, like any emerging market country, is never without significant risks. For

example, it is easy to tweet about possible trade deals in order to grab headlines, but

to actually negotiate bilateral trade agreements all the way to completion is

notoriously difficult.

  

Fortunately, China’s equity market is currently trading near the steepest discount on a 

forward P/E ratio basis that we have seen since June 2016. A lower forward P/E ratio on

its own could mean very little, but seeing a lower valuation at a time when one is

getting ready to possibly capitalize on an improvement in relations between China and

the U.S. could make such a strategy more interesting.

 

Figure 3: China’s Equities Trade at a Steep Discount to U.S. EquitiesFigure 3: China’s Equities Trade at a Steep Discount to U.S. Equities

  

Conclusion: China May Go Down, but It’s Never OutConclusion: China May Go Down, but It’s Never Out
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It is easy to get wrapped up in the short-term thought processes and headlines that

always surround China. The fact is, this is the world’s second largest economy. It is a

massive market that, even if growth is slowing, is still far outpacing what’s seen in

developed markets. There can always be downdrafts, but in our view it’s important to

look forward, as the next rally can also be right around the corner. 

  

  

1Source: Bloomberg, with data for 2018 from 12/31/17 to 12/31/18 and for 2019 YTD from

12/31/18 to 2/22/19. 

Important Risks Related to this ArticleImportant Risks Related to this Article

T h e Global Industry Classification Standard (“GICS”) was developed by and is the

exclusive property and a service mark of MSCI Inc. (“MSCI”) and Standard & Poor’s

(“S&P”), a division of The McGraw-Hill Companies, Inc., and is licensed for use by

WisdomTree Investments, Inc. Neither MSCI, S&P nor any other party involved in making or

compiling the GICS or any GICS classifications makes any express or implied warranties

or representations with respect to such standard or classification (or the results to be

obtained by the use thereof), and all such parties hereby expressly disclaim all

warranties of originality, accuracy, completeness, merchantability and fitness for a

particular purpose with respect to any such standard or classification. Without limiting

any of the foregoing, in no event shall MSCI, S&P, any of their affiliates or any third

party involved in making or compiling the GICS or any GICS classifications have any

liability for any direct, indirect, special, punitive, consequential or any other

damages (including lost profits), even if notified of the possibility of such damages

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 INFORMATIONIMPORTANT INFORMATION

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

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

read and consider carefully before investing.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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DEFINITIONSDEFINITIONS

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

United States.

Real policy rateReal policy rate  : Reflects the policy rate controlled by the central bank, net of the

expected inflation rate.

HeadwindHeadwind  : challenges to performance or expectations of performance.

TailwindTailwind  : Situation that will help growth in a sector/asset class because of some

development in another sector/asset class.

UnhedgedUnhedged  : Strategy that includes the performance of both the underlying asset as well

as the currency in which it is denominated. The performance of the currency can either

help or hurt the total return experienced.

Bear marketBear market  : A sustained downturn in market prices, increasing the chances of negative

portfolio returns.

BullishBullish  : a position that benefits when asset prices rise.

S&P China 500 IndexS&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.

MSCI Emerging Market IndexMSCI Emerging Market Index  : The MSCI Em (Emerging Markets) Index is a free-float

weighted equity index that captures large and mid cap representation across Emerging

Markets (EM) countries.

Monetary policyMonetary policy  : Actions of a central bank or other regulatory committee that

determine the size and rate of growth of the money supply, which in turn affects

interest rates.

BrexitBrexit  : an abbreviation of “British exit” that mirrors the term Grexit. It refers to

the possibility that Britain will withdraw from the European Unio.

GICSGICS  : Global Investment Classification System, which assigns companies to specific

industries and sectors.

ValuationValuation  : 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.
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