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Investing is rooted in quantitative analysis, but the ultimate decision to buy or sell is often overruled by intuition.

The latter situation may cause investors' portfolios to reflect a home bias—their portfolios lack global diversity and are
concentrated in securities listed in their own country.

Perhaps there is some validity to this common behavioral tendency. Investing internationally can add a layer of
complexity, especially when corporate governance and political influence are concerns.

Naturally, many investors default to “beta” products that offer total market exposure for their foreign equity allocations.
But intuition tells us extra discretion may be needed when investing abroad.
lllustration by Example: China State-Owned Enterprises

China’s equity market has become more accessible to nondomestic investors over the last decade. The nation’s Stock Co
nnect program, which opened stocks listed in mainland China (A-shares) to offshore investors, and MSCl's decision to
include a greater proportion of A-shares in its Emerging Markets benchmark are key developments that have helped

buoy China’s equity market to rank second largest globally, behind the United States'.!

Despite these advancements, 2019 returns for the broad Chinese equity market did little to incentivize investors to
diversify outside of the U.S. Chinese equities, as measured by the MSCI China Index (MXCN), returned 23.46% while the

MSCI USA Index returned 30.88%—a 7.42% performance differential 2

For investors still searching for a compelling reason to diversify, there is a Chinese equity market exposure that
significantly outperformed both the broad Chinese and U.S. benchmarks in 2019—the WisdomTree China ex-State-Owne

d Enterprises Fund (CXSE) returned 36.44% in 2019.3 For standardized performance of CXSE, please click here.

Our intuition about political influence in foreign markets can help explain CXSE's outperformance.

CXSE invests in non-state-owned companies (non-SOEs), defined as companies with less than 20% government
ownership.

State-owned enterprises (SOEs) have been a meaningful headwind on MXCN's returns in, and before, 2019:

e 2019: MXCN held approximately 40% of its weights in SOEs, which returned 9.27%. The non-SOE group returned
34.94%. As a reminder, CXSE returned 36.44% compared with MXCN's aggregate return of 23.46%.%

e Since Third-Quarter 2015: MXCN's weight was about evenly split between SOEs and non-SOEs. The SOE group
generated a negative annualized return of -3.86%, and the non-SOE group returned 13.28%, annually. Over this

same time period, CXSE's annual return was 10.30% versus 3.90% for MXCN.>

e Last 10 Years: MXCN held approximately 65% of its weight in SOEs, which returned 2.23%, annually; non-SOEs

returned 8.05% annually. In aggregate, MXCN's annualized return over the last decade was 5.78%.°

Measurable results help validate the instinct that government ownership could negatively impact returns, but we are still
left questioning “How?”

SOEs are more heavily concentrated in “old economy” sectors like Financials and Energy, while non-SOE companies
tend to be driven by “new economy” consumer trends in the Information Technology and Consumer Discretionary
sectors.

WisdomTree.com * 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/blog/glossary#quantitative-analysis
https://wisdomtree.com/blog/glossary#home-bias
https://wisdomtree.com/blog/glossary#beta
https://wisdomtree.com/blog/glossary#stock-connect
https://wisdomtree.com/blog/glossary#a-share
https://wisdomtree.com/blog/glossary#msci-china-index
https://wisdomtree.com/blog/glossary#msci-usa-index
https://wisdomtree.com/~/link.aspx?_id=E292EF69FA714B2B92A62D206B7FAD04&_z=z
https://wisdomtree.com/~/link.aspx?_id=E292EF69FA714B2B92A62D206B7FAD04&_z=z
https://wisdomtree.com/blog/glossary#state-owned-enterprise

WisdomTree BLOG ARTICLE

Our sense is China's evolution into a more consumer-centric economy would result in faster revenue and pretax
operating earnings growth for SOEs versus non-SOEs. Taking a step further, given that CXSE filters out exposure to
SOEs, we would expect the weighted average revenue growth of the companies currently held in CXSE to be greater
than that of MXCN.

The results in the figure below confirm our assumptions—the current constituents of CXSE have consistently generated
stronger weighted average revenue and operating income growth than those currently held in MXCN.

e Revenue Growth
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Sources: WisdomTree, FactSet, as of 1/31/20. Weighted average sales and cperating income
growth are calculated as the sum product of a constituent weight and annual sales or operating
income growth, respectively. Past performance is not indicative of future results. Weights subject
to change. Compound annual growth rate (CAGR): The mean annual growth rate of an

investment over a specified period of time longer than one year.

CXSE's over-weight allocations in the Consumer Discretionary (+7.4%) and Information Technology (+3.8%) sectors are

certainly major drivers of the growth differential versus MXCN.” However, it's worth noting that growth measures for
CXSE still outpaced MXCN over the trailing 1-,3-, and 5-year periods based on median and simple average calculations,
which remove the impact that constituent weights can have on aggregate measures of central tendency.

As expected, a basket of faster-growing companies has a higher valuation—CXSE is currently valued at 19.1x estimated

earnings versus 12.6x for MXCN.8 Importantly, CXSE appears fairly valued relative to the non-SOE subset of the MSCI
China Index:

e CXSE is valued at 22.8x trailing-12-month price-to-earnings, in line with the non-SOEs in MXCN (22.9x).

e CXSE is valued at 19.1x forward-12-month price-to-earnings, slightly below the non-SOEs in MXCN (20.2x).

e CXSE is valued at 2.2x trailing-12-month price-to-sales, slightly below the non-SOEs in MXCN (2.5x).

In addition to a growth premium, CXSE's valuation also likely incorporates a premium for higher quality. In aggregate,
CXSE benefits from a higher return on equity and assets, with a lower level of leverage than MXCN.
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WisdomTree China ex-

State-Owned MSCI China Index
. Enterprises Fund
Price-to-Earnings 22 Bx 13.5x
SOEs NA 7.5x
non-SOEs 22.8x 229«
Forward Price—to—Earningsé 19.1% 12.6x%
SOEs NA 7.3
non-SOEs 19.1x 20.2x
Price-to-Sales 22% 1.4x
50E= NA 0.7x
non-50Es 2.2« 2 5x
Return-on-Assets 2.2% 14%
50E: NA 1.3%
non-50Es 2.7% 25%
Return-on-Equity 14.8% 11.8%
50E= NA 10.9%
non-50Es 14.8% 14.7%
Leverage b 9% B 2x
50E: NA B.2x
non-SOEs i 6.9 5.9x

Sources: WisdomTree, FactSet, as of 1/31/20.

Performance is historical and does not guarantee future results. Current performance may be
lower or higher than quoted. You cannot invest directly in an index.

WisdomTree, its affiliates and their indepsndent providers are not liable for any informational
errors, incompleteness or delays or for any actions taken in reliance on information contained

herein.

For definitions of terms in the chart please visit our glossary.

Naturally, this analysis of growth trends in China raises questions about the potential impact from the coronavirus
outbreak. The virus will likely be a headwind on sales and earnings in the near term, but there is too much uncertainty to
determine the ultimate extent of the impact. For reference, year-to-date returns for CXSE and the MSCI China Index are
5.37% and 2.01%, respectively, as of this writing.”

Despite potential near-term headwinds, we urge investors to trust their intuition when investing in Chinese equities over
the long term. The WisdomTree China ex-State-Owned Enterprises Fund is a potential solution for investors seeking to
avoid portions of the Chinese market where a high-level government influence may dilute future potential returns.

TSource: Bloomberg, as of 2/7/20.

2Sources: Bloomberg, WisdomTree, for the period 12/31/18-12/31/19, in U.S. dollars. You cannot invest directly in an
index. Index performance does not represent actual fund or portfolio performance. A fund or portfolio may differ
significantly from the securities included in the index. Index performance assumes reinvestment of dividends but does not
reflect any management fees, transaction costs or other expenses that would be incurred by a portfolio or fund, or
brokerage commissions on transactions in fund shares. Such fees, expenses and commissions could reduce returns.

3Source: WisdomTree, for the period 12/31/18-12/31/19 at net asset value (NAV), in U.S. dollars.
4Sources: WisdomTree, FactSet, for the period 12/31/18-12/31/19, in U.S. dollars. CXSE returns are at NAV.

SSources: WisdomTree, FactSet, for the period 7/01/15-01/31/2020, in U.S. dollars. CXSE returns are at NAV. Time
period chosen because on 7/01/15, the WisdomTree China Dividend ex-Financials Fund (CHXF) was restructured and
renamed the WisdomTree China ex-State-Owned Enterprises Fund (CXSE).

Source: WisdomTree, FactSet, for the period 1/31/10-1/31/20, in U.S. dollars
’Sources: WisdomTree, FactSet, as of 1/31/20.
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8Sources: WisdomTree, FactSet, as of 1/31/20. Lower numbers indicate an ability to access greater amounts of earnings
per dollar invested.

9Sources: WisdomTree, Bloomberg, for the period 12/31/19—-2/12/20, in U.S. dollars. CXSE returns are at net asset
value.

Important Risks Related to this Article

There are risks associated with investing, including the 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 the risk of 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. 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

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. MSClI, 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 investments.
Beta : A measure of the volatility of a security or a portfolio in comparison to a benchmark. In general, a beta less than 1

is more volatile than the benchmark.

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

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

State-owned enterprise : Companies in which governments have a significant ownership stake and the potential to
influence the firms’ actions over time.

Operating income : Profit after operating expenses and depreciation.

earnings per share. Lower numbers indicate an ability to access greater amounts of earnings per dollar invested.

12-month forward-looking P/E ratio : Estimated P/E ratio for a 12-month forward horizon.

Return on Equity (ROE) : Measures a corporation’s profitability by revealing how much profit a company generates with
the money shareholders have invested.

Return on assets (ROA) : Firm profits (after accounting for all expenses) divided by the firm's total assets. Higher
numbers indicate greater profits relative to the level of assets utilized to generate them.
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