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For most investors, 2017 will likely go down as the year of technology. It was the strongest-performing sector in nearly
every country and region, and if an index or manager was under-weight the tech, it’s extremely unlikely that they were
able to outperform their benchmark. At WisdomTree, our best-performing strategy on an absolute (and relative) basis
against its market capitalization-weighted benchmark has been our China ex-State-Owned Enterprises Fund (CXSE).

Year-to-date, the Fund has returned an impressive 67% compared to a 47.7% return for the MSCI China Index.1

 

The key driver of those returns? Given that our Index methodology eliminates businesses with greater than 20%
government ownership, the resulting portfolio is over-weight tech through our 9.2% and 8.8% weight in Alibaba and

Tencent, respectively. 2 For most tech investors, one of the most exciting attributes of these businesses is the fact that
they’re creating new tools that seek to change the way we live. One such industry that has caught investors’ attention is
cloud computing. Below, we contrast the current state of the cloud in the U.S. and China and then try to discern what it
may mean for CXSE. In our view, Alibaba’s and Tencent’s cloud-based technology could reach levels of dominance in
Asia not dissimilar to Amazon’s and Microsoft’s dominance through much of the developed world.

 

Macro Trends

 

In order to remain bullish on China and the ex-SOE theme, it’s imperative that investors be aware of what’s driving

current earnings but also how they’ll grow into their elevated multiples (approx. ~30x forward P/E3). As we’ve seen in
most tech high fliers, their ability to meaningfully pivot outside of their core businesses has separated businesses such as
Facebook from those such as Snap. Central to our views on China tech are the trends we’re seeing in cloud computing.

 

In a chart first presented by Citi, we compare the relative size of the public cloud market in the U.S. vs. China.

Unsurprisingly, the market in the U.S. dwarfs that of the Chinese by nearly 30x.4 However, given its smaller base, we see
dramatically higher growth rates in the Chinese market. Additionally, we believe the cloud could be ground zero for
China’s stated goal of transitioning from a manufacturing and trade-based economy to one comprising primarily
consumption and services. In fact, we’ve heard several times over the last couple of years that the Chinese government is
actively pushing SOEs as well as smaller firms to embrace technology by migrating segments of their business into the
cloud. In only three years’ time, the International Data Corporation (IDC) predicts that the U.S. advantage will have
narrowed to only 23x. As growth in the U.S. begins to plateau at around 16% per year, China’s growth will continue to
accelerate. While China currently represents a smaller segment of the global market, we believe Chinese firms may
possess a structural advantage when growing the cloud in Mainland China as well as across Southeast Asia.

 

U.S. vs. China Public Cloud Market
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Amazon & Microsoft vs. Alibaba & Tencent

 

In the U.S., Amazon Web Services (AWS) dominates cloud computing  by controlling nearly 40% of the market. Its closest
competitor, Microsoft Azure, currently controls 11%. In China, Alibaba’s AliCloud (41%) and Tencent Cloud (7.1%)

provide an apt comparison to concentration in the market.5 However, there are two main reasons AliCloud currently
generates only 10% as much revenue as AWS: the slope of the adoption curve and geographic focus. Given the lack of
penetration in China by Western tech firms, we believe that the natural oligopoly of AliCloud and Tencent could benefit
if recent efforts by the Chinese government to push more SOEs, government agencies and private businesses into the
cloud intensifies.

 

Given its small contribution to revenue, why should Chinese tech investors care about the cloud? Using AWS’ experience
in the U.S., growth in this part of Amazon’s business has garnered significant attention from analysts and served as a
powerful diversifier from its core e-commerce business. With Alibaba following a similar business model and Tencent
focusing on online services/entertainment, we believe the cloud can have even greater impact for their businesses. This
view is largely borne out by the figures below.

 

In each chart, we plot the total revenue growth trajectory as well as the overall percentage of firm revenue from AliCloud
and AWS. While AWS currently contributes more than 10% of revenue with larger notional amounts, it appears that
Alibaba may be only three years behind in terms of their contribution to total revenue. Recall that AWS launched in 2006,
a full three years before AliCloud. If AliCloud can continue to mimic Amazon’s performance in the Chinese market, our
thesis about the rise of the cloud in China could bear fruit.

 

 

What About Expenses?

 

Compared to other fast-growing pockets of tech, massive capex and significant cash burn can lead to considerable pain
if not monitored closely. Another strong catalyst that we believe could be beneficial for Alibaba’s (and Tencent’s) bottom
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line is the fact that a large percentage of the physical investment in data centers across Mainland China has already been
completed. For the projects that remain, the government’s “One Belt, One Road” initiative could help spur increased
investment in the region with cheap government capital, with a combination of both physical and digital trade linkages
enhancing efficiency across Southeast Asia as a result. To that end, Citi currently estimates that AliCloud’s GAAP

operating income could go positive by as early as Q3 2018, then doubling margins to 6% the following quarter.6 Going
forward, firms will seek to differentiate their capabilities through software and marketing of their platforms. Here again,
we believe Chinese firms’ geographic proximity may provide a leg up against Western competitors such as AWS.

 

In sum, cloud computing seems to be expanding at nearly double-digit rates in China even as official government
growth targets stabilize below 7%. While the cloud represents a comparatively small part of China’s economy and
Alibaba’s revenue, we believe that both trends may be poised to continue to grow. Any investment predicated on
disruptive technology unseating conventional approaches is fraught with risk. But as the trend in e-commerce
increasingly migrates to the cloud, we believe Alibaba and Tencent could continue to be the primary beneficiaries as
their offerings gain market share against Amazon and Microsoft.

 

 

1Source: Bloomberg, as of 10/31/17.
2Source: WisdomTree, as of 10/31/17. Holdings subject to change. For current holdings of the China ex-State-Owned Ent
erprises Fund, visit the CXSE page.
3Source: WisdomTree, as of 10/31/17.
4Source: IDC data, as of 9/30/17.
5Source: Citi, as of 9/30/17.

6Source: Citi, as of 9/30/17.
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Click here for CXSE standardized performance.

 

Performance is historical and does not guarantee future results. Current performance may be lower or higher
than quoted. Investment returns and principal value of an investment will fluctuate so that an investor’s shares,
when redeemed, may be worth more or less than their original cost. Performance data for the most recent
month-end is available at www.wisdomtree.com.

WisdomTree shares are bought and sold at market price (not NAV) and are not individually redeemed from the Fund.
Total returns are calculated using the daily 4:00 p.m. EST net asset value (NAV). Market price returns reflect the midpoint
of the bid/ask spread as of the close of trading on the exchange where Fund shares are listed. Market price returns do not
represent the returns you would receive if you traded shares at other times.

 

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,
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 increases 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. 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
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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

Market capitalization-weighting  : Market cap = share prices x number of shares outstanding. Firms with the highest
values receive the highest weights in approaches designed to weight firms by market cap.

MSCI China Index  : A free float-adjusted, market capitalization-weighted equity index designed to measure the
performance of the Chinese equity market.

Bullish  : a position that benefits when asset prices rise.

Ex-SOEs  : ex-state owned enterprises or companies that are neither wholly or partially owned and operated by a
government.

Forward P/E ratio  : Share price divided by compilation of analyst estimates for earnings-per-share over the coming 12-
month period. These are estimates that may be subject to revision or prove to be incorrect over time.
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