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China’s uniqueness, size, continuing growth story, and
low correlation profile suggest that investors would be
well-served by a dedicated China portfolio allocation.
China’s size and share of the global economy make it impossible for institutional investors
to ignore. Recent market headwinds emanating from the country’s COVID lockdown policy,
regulatory actions, friction with US regulators, and geopolitical positioning have led some
investors to reassess their portfolio allocations to China.
Messaging from the China Politburo’s1 recent quarterly economic meeting was about policy
easing and supporting growth — and the country’s 5.5% GDP growth target was re-affirmed.
This is at odds with the hawkish tone and less accommodative policies seen in many developed
countries, and also provides an example of the unconnected business cycle playing out in the
Chinese economy.
Despite China’s economic backdrop and recent market drawdowns, we believe the country’s
growth story will continue, although that story is changing and becoming more complex. China’s
contribution to global growth is increasing — though at a slower pace — and we believe that
the China investment opportunity remains compelling over the long term, even as we remain
cautious in the short term. With that as context, we hope the thinking below can help you to clarify
your view on China’s role within your broad asset allocation framework.

Case for a Standalone
Equity Allocation

China makes up 30.57% of the MSCI Emerging Market Index.2 When such a concentrated
position is embedded within an index, it is generally a prudent portfolio decision to disassemble
the concentration and create appropriate levers by which targeted re-allocations are possible.
If the only China exposure an investor has is within a broad EM index, when that investor wishes
to make a trading decision on a specific China view they would also be selling/buying the other
70% of the EM index along with it — an action that may not be desired.
The last twelve months provide an example of substantial differences among the constituents of
an EM allocation. China experienced multiple challenges, which has put systematic downward
pressure on stocks. However, outside of China, strong commodity production by other EM
countries was highly supportive during the current period of high inflation.
Looking back over the last 10 years, there were instances where the return differences
between China and the rest of EM were more than 40% (see Figure 1). With this amount
of deviation, the ability of investors to take targeted profits or preventive losses becomes
an important portfolio construction tool. Having separate China and EM ex-China asset
allocations will provide this flexibility.

Figure 1
Return Differential of
MSCI China versus
MSCI EM ex-China
Rolling One-Year Basis
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Source: State Street Global Advisors, MSCI, FactSet. As of April 29, 2022.

Returns Profile

Figure 2
P/E of MSCI China
Relative to P/E of
MSCI World
Next Twelve
Month Basis

China equities are currently trading at a comparatively deep discount not only to themselves,
but also to developed markets — largely due to the aforementioned headwinds (see Figure 2).
While valuations can remain abnormal for a prolonged period of time, we think they are
particularly important when looking at a long-term horizon. Additionally, while economic growth
and equity valuations often become disconnected in the short term, we believe there is a
connection over a longer horizon. From this perspective, China continues to have a superior
economic growth advantage over developed markets, now and in the future.
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Quality Style Bias

Within China, we continue to believe a structural quality style bias is important, as it can dampen
volatility when further risks arise. Specifically, we see opportunities in the new economy that
pick up on technology and rising consumer themes, as well as in industries that were named as a
priority in the “Made in China 2025” plan (see Figure 3).

Figure 3
Priority Industries
Named in “Made in China
2025” Plan
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Source: english.gov.cn.

Active Management

Figure 4
Gross Excess
Returns of
Active Managers
versus Preferred
Benchmarks
Trailing Five-Year Basis

To help navigate China’s unique and evolving landscape, we have a strong preference for active
management. For example, the Chinese regulatory rule-making process has little transparency,
e.g., often lacking public debate or open hearings as part of the process. This means markets
can be caught off-guard by unexpected announcements. However, we believe quality active
managers can better navigate this landscape by picking up on subtle messaging, or other signals
that regulatory changes may be on the way. Also, a less efficient market with lower analyst
coverage and higher retail ownership is typically a ripe environment for experienced active
management. Figure 4 shows the opportunities being realized by active management in the
China equity markets versus other global markets.
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And while we do have a preference for active management, we also believe there is an essential
role for index allocations. Index investing offers a low-cost and liquid way of gaining exposure,
allowing for quick and nimble adjustments without disturbing an active program. As a general
guideline, we recommend that between one-third and one-half of an overall EM equity exposure
be held in index strategies.
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Diversification

A China allocation provides strong portfolio diversification benefits. In 2020, China emerged
from the worst of the pandemic before most of the rest of the world. As populations remained
homebound and started spending on goods rather than services, China’s manufacturing and
exporting sectors benefitted. The Chinese business cycle entered recovery mode before much
of the rest of the world. And currently, from a monetary policy perspective, much of the world is
increasing policy rates while China is going the other direction and implementing an easing policy.
The China business cycle is frequently idiosyncratic in nature, and often moves in an
asynchronous way. Return correlations show these effects, and China stands out on a
relative correlation basis (see Figure 5). Much of the developed world sees intercorrelations of
0.75 and above, while China correlations to these same regions are in the 0.50 range. Further,
by extracting China from the rest of EM, the MSCI EM ex-China correlations to other regions are
much the same as intercorrelations within the developed world. This shows that EM ex-China is
generally more sensitive to the global growth environment, while China’s economy exhibits a bit
more independence.

Figure 5
Return Correlations of
MSCI China with Other
Major Global Indexes
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China Bonds

Figure 6
Chinese and Regional
Bond Yields
As of April 30, 2022

The past couple of years has seen growing inclusion of Chinese bonds in some of the major fixed
income benchmarks, spurred by a series of Chinese policy changes that has opened up the
country’s onshore bond market. Historically, China bonds have exhibited a yield pick-up over
much of the developed world. During the pandemic, when global central bank policy rates were
lowered, the relative level of China yields was particularly appealing. More recently, however,
as US rates have risen, the yield advantage has diminished — though it remains in place versus
some major regional benchmarks (see Figure 6).
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However, beyond yields, China bonds exhibit low volatility and impressive diversification, even
more so than their equity cousins. They deliver an appealing mix of characteristics from a
portfolio construction perspective.

Figure 7
Correlation of
China Government
Bonds with Various
Asset Classes
As of April 29, 2022
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The Bottom Line

Endnotes

Given China’s idiosyncratic path, the ongoing evolution of its growth story and associated return
opportunities, and the unique risks involved, we believe that investors would be well-served to
give particular consideration to a dedicated China portfolio allocation — one which would allow
them to tailor and adjust their China exposures to meet their particular return and risk objectives
over time. Within China, we find appeal in quality companies, new economy sectors, and priority
industries declared in the Made in China 2025 plan. In addition, the low correlation profile of both
equities and bonds are particularly appealing from a risk perspective.
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Group of 25 top officials who oversee the Chinese
Communist Party.
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As of April 30, 2022.
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About State Street
Global Advisors

Our clients are the world’s governments, institutions and financial advisors. To help them achieve
their financial goals we live our guiding principles each and every day:
•
•
•
•

Start with rigor
Build from breadth
Invest as stewards
Invent the future

For four decades, these principles have helped us be the quiet power in a tumultuous investing
world. Helping millions of people secure their financial futures. This takes each of our employees
in 30 offices around the world, and a firm-wide conviction that we can always do it better. As a
result, we are the world’s fourth-largest asset manager* with US $4.02 trillion† under our care.
* Pensions & Investments Research Center, as of December 31, 2020.
† This figure is presented as of March 31, 2022 and includes approximately $73.35 billion USD of assets with respect to SPDR
products for which State Street Global Advisors Funds Distributors, LLC (SSGA FD) acts solely as the marketing agent.
SSGA FD and State Street Global Advisors are affiliated.
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Marketing communication
State Street Global Advisors
Worldwide Entities
For use in EMEA
The information contained in this
communication is not a research
recommendation or ‘investment research’
and is classified as a ‘Marketing
Communication’ in accordance with the
Markets in Financial Instruments Directive
(2014/65/EU) or applicable Swiss regulation.
This means that this marketing communication
(a) has not been prepared in accordance with
legal requirements designed to promote the
independence of investment research (b) is not
subject to any prohibition on dealing ahead of
the dissemination of investment research.
This communication is directed at
professional clients (this includes eligible
counterparties as defined by the appropriate
EU regulator) who are deemed both
knowledgeable and experienced in matters
relating to investments. The products and
services to which this communication relates
are only available to such persons, and persons
of any other description (including retail clients)
should not rely on this communication.

Important Information
The information provided does not constitute
investment advice and it should not be relied on
as such. It should not be considered solicitation
to buy or an offer to sell a security. It does not
take into account any investor’s particular
investment objectives, strategies, tax status or
investment horizon. You should consult your tax
and financial advisor.
All information is from SSGA unless otherwise
noted and has been obtained from sources
believed to be reliable, but its accuracy is not
guaranteed. There is no representation or
warranty as to the current accuracy, reliability
or completeness of, nor liability for, decisions
based on such information and it should not be
relied on as such.

Investing in foreign domiciled securities may
involve risk of capital loss from unfavorable
fluctuation in currency values, withholding
taxes, from differences in generally accepted
accounting principles or from economic or
political instability in other nations.
Investments in emerging or developing markets
may be more volatile and less liquid than
investing in developed markets and may involve
exposure to economic structures that are
generally less diverse and mature and to
political systems which have less stability than
those of more developed countries.
Equity securities may fluctuate in value and can
decline significantly in response to the activities
of individual companies and general market and
economic conditions.

The views expressed are those of Chris
Carpentier through May 24, 2022, and are
subject to change based on market and
other conditions. This document contains
certain statements that may be deemed
forward-looking statements. Please note that
any such statements are not guarantees of
any future performance and actual results or
developments may differ materially from
those projected.

Bonds generally present less short-term risk
and volatility than stocks, but contain interest
rate risk (as interest rates raise, bond prices
usually fall); issuer default risk; issuer credit risk;
liquidity risk; and inflation risk. These effects are
usually pronounced for longer-term securities.

Investing involves risk including the risk of loss
of principal.

International Government bonds and
corporate bonds generally have more moderate
short-term price fluctuations than stocks, but
provide lower potential long-term returns.
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Actively managed funds do not seek to
replicate the performance of a specified
index. An actively managed fund and may
underperform its benchmarks. An investment
in the fund is not appropriate for all investors
and is not intended to be a complete
investment program. Investing in the fund
involves risks, including the risk that investors
may receive little or no return on the investment
or that investors may lose part or even all of
the investment.
The trademarks and service marks
referenced herein are the property of their
respective owners. Third-party data providers
make no warranties or representations of any
kind relating to the accuracy, completeness or
timeliness of the data and have no liability for
damages of any kind relating to the use of
such data.
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Any fixed income security sold or redeemed
prior to maturity may be subject to a substantial
gain or loss.
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