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Breakneck gains in stock markets create excitement, but also raise fears of bubbles. There are good
reasons for the strong ongoing rally in Chinese equities, and — although risks lurk on the horizon — we
aren’t in bubble territory.

The tailwinds

The S&P China 500 Index is up 17.7% and the CSI 300 Index is up 16.8% year-to-date . The recovery in
Chinese equities, following the sharp drawdown in the middle of March this year, can be broken down into
three phases:

1.Initial recovery due to policy support: The People’s Bank of China (PBOC) responded to the economic
crisis with cuts in reserve requirements and lending rates, and by introducing targeted lending to distressed
sectors. This monetary lifeline was supported further by the 4 trillion yuan (US$559 billion) fiscal stimulus
announced by the Chinese government in May.

2.The tipping point: Policy firepower was in the tank, but equity markets were eagerly awaiting positive
economic data as lockdown conditions were eased in China. Strong manufacturing and services Pur-
chasing Managers Index (PMI) numbers for June released in the first week of July provided a boost to risk
sentiment triggering a sharp rally.

3.The uptick in margin trading: In China, margin trading on the stock market has a high correlation with the
stock market itself. Total outstanding balance of margin transactions in China, a measure of speculative
trading, has risen sharply in July propelling the rally further.
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C51 300 Index

Source: Bloomberg, data from 13/07/2014 to 11/07/2020. CHMDMTT Index refers to China Margin Trading
— Total Outstanding Balance of Margin Transactions (Right axis, in 100 million China Renminbi). SHSZ300
Index refers to the CSI 300 Index (Left axis, in China Renminbi).

Historical performance is not an indication of future performance and any investments may go
down in value.

The risks ahead

1.The economic challenge is not overcome yet: The Chinese economy contracted 6.8 year-on-year in the
first quarter of 2020. Annual inflation rate rose from 2.4% in May to 2.5% in June. Despite the improvement
in PMIs, the all-important reading of gross domestic product (GDP) growth for the second quarter may still
be a humbling one. It may remind markets that the challenge of achieving an economic recovery will only
be overcome gradually.

2.The return of trade wars: Recent US sanctions on Chinese officials for human rights violations in the
western region of Xinjiang may be symbolic, but they have further raised the temperature between the
two nations. China has already announced its intention to respond in kind by sanctioning US officials. The
all-important trade relationship between the two countries remains perilous and could deteriorate again.

3.Sentiment can shift quickly: Stock market rallies that are stoked by retail sentiment can switch directions
quickly. Memories of 2008 and 2015 remain fresh in the minds of observers analysing Chinese stock
markets.

Not quite in bubble territory yet

One possible way to study stock market bubbles — if only ex-post — is to observe the surge in valuation
multiples. While price-to-earnings (P/E) multiples for Chinese stocks have indeed risen in July, they remain
far from alarming levels seen during previous stock market bubbles. It also does not seem unreasonable
to expect earnings for Chinese businesses to improve as the economy recovers in the second half of this
year. This too, could help keep valuation multiples in check.
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Figure 02: Chinese valuation multiples have risen, but not to alarming levels

Source: Bloomberg, data from 12/07/2005 to 11/07/2020. SHSZ300 Index refers to the CSI 300 Index.

Historical performance is not an indication of future performance and any investments may go
down in value.

Under a pragmatic approach, investors should maintain optimism about an improving macroeconomic
outlook, but remain cognisant of the risks which may still create volatility.
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Important Risks Related to this Article

Important Information

Marketing communications issued in the European Economic Area (“EEA”): This document has
been issued and approved by WisdomTree Ireland Limited, which is authorised and regulated by the
Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA: This document has been
issued and approved by WisdomTree UK Limited, which is authorised and regulated by the United Kingdom
Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as “WisdomTree” (as
applicable). Our Conflicts of Interest Policy and Inventory are available on request.

For professional clients only. The information contained in this document is for your general
information only and is neither an oer for sale nor a solicitation of an oer to buy securities or
shares. This document should not be used as the basis for any investment decision. Investments
may go up or down in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should be based on the
information contained in the appropriate prospectus and aer seeking independent investment, tax
and legal advice.

The application of regulations and tax laws can oen lead to a number of dierent interpretations. Any views or
opinions expressed in this communication represent the views of WisdomTree and should not be construed
as regulatory, tax or legal advice. WisdomTree makes no warranty or representation as to the accuracy of
any of the views or opinions expressed in this communication. Any decision to invest should be based on
the information contained in the appropriate prospectus and aer seeking independent investment, tax and
legal advice.

This document is not, and under no circumstances is to be construed as, an advertisement or any other
step in furtherance of a public oering of shares or securities in the United States or any province or territory
thereof. Neither this document nor any copy hereof should be taken, transmitted or distributed (directly or
indirectly) into the United States.

Although WisdomTree endeavours to ensure the accuracy of the content in this document, WisdomTree
does not warrant or guarantee its accuracy or correctness. Where WisdomTree has expressed its own
opinions related to product or market activity, these views may change. Neither WisdomTree, nor any
ailiate, nor any of their respective oicers, directors, partners, or employees accepts any liability whatsoever
for any direct or consequential loss arising from any use of this document or its contents.
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