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In June 2017, WisdomTree and MSCI announced that they would be adding Chinese A shares to their indexes 1 in order
to broaden the investable universe to include Chinese-listed ﬁrms. MSCI will be adding China A shares in June 2018,
whereas WisdomTree implemented these changes to two of its emerging market Indexes on August 11, 2017.
While the inclusion of locally listed ﬁrms is certainly a milestone for Chinese capital markets, we believe the listing venue
may be of secondary importance in evaluating the merits of a Chinese equity index.
There is a lot of work on various investment factors—things such as value, momentum and quality. One of the big stories
is how ownership stakes by the Chinese government are associated with higher levels of leverage, lower quality and Profi
tability Metrics; deep concentration in state-run banks; and potentially conﬂicted corporate governance (the G in ESG:
environmental, social and governance) as it relates to shareholders’ best interests.
Below, we highlight a recent development for Hong Kong-listed firms that exemplifies these issues.
The State of State-Owned Enterprise (SOE) Reform
Beginning in the early 1990s, the Chinese government began a slow-moving process whereby state ownership in certain
sectors of the economy would be reduced. Fast forward to 2013 and SOE reform was supposedly at the top of President
Xi Jinping’s list. While the market appeared hopeful, progress on this front remains unclear. The government’s plan broke
down SOE reform into 34 distinct initiatives that would be governed by a number of state agencies. Those agencies have
in turn published at least 36 different plan supplements and launched 21 different reform trials.2
For markets, it appears as though President Xi wanted ﬁrms to be more efﬁciently managed, but only if that efﬁciency led
to higher returns to the government. Similarly, leaders in Beijing have prioritized combining smaller ﬁrms to form larger,
national champions as opposed to fostering growth. Although it may have been naïve to think that reform could mean
privatization, state control has remained stubbornly entrenched in so-called strategic industries such as natural resources,
financials, and telecom.
Troubling Exports: Corporate Governance in Hong Kong
As long-hoped-for shareholder-friendly reforms stalled, many investors simply accepted that SOEs were run as much for
government beneﬁt as their own. Recently, this has been formalized through the amendment of corporate charters on the
mainland that appoint Communist Party committees to an oversight capacity of corporate boards. The obvious concern
is that business interests could take a back seat to government priorities and initiatives.
While these conversions remain ongoing, 32 state-owned enterprises listed in Hong Kong, which account for over $1.25
trillion in market value (32% of the Hong Kong market), have undergone this shift.3 Time will tell how the government
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will balance corporate interests with those of the government.
In March 2015, WisdomTree sought to create an index that would provide exposure to Chinese equities but limit coinvesting alongside the Chinese government: the WisdomTree China ex-State-Owned Enterprises Index. As a result, our
Index will not invest in companies with more than 20% government ownership. In our view, companies that are less
subject to government interference may lead to a signiﬁcant divergence in returns—and at the very least our Index has a
different sector mix and diversification than traditional market indexes.
Sector Differences by Limiting Investment in SOEs

As we show above, by limiting exposure to SOEs, investors can signiﬁcantly reduce exposure to the Chinese Financials,
Telecom and Energy sectors while boosting exposure to the Chinese Consumer Staples and Health Care sectors. This
differentiated sector exposure has been a primary driver of our return advantage over time.
Additionally, as China seeks to transition its economy from export-led growth to domestic consumption, we believe our
Index better reﬂects the “new” china economy versus “old” China. In the chart below, we show the sizable performance
differential between WisdomTree’s ex-SOE strategy, the MSCI China Index and the FTSE China 50 Index. As you can see,
over every time period, limiting to exposures to SOEs has helped to boost returns and limit volatility.
WT China ex-SOE vs. MSCI China vs. FTSE China 50

Ultimately, investors will need to decide if their ﬁnancial interests will always remain aligned with members of the
Chinese government. While it may be impossible to fully limit the inﬂuence of the government on Chinese ﬁrms, limiting
exposure to SOEs could prove prudent should current trends in globalization continue or intensify. And at the very least,
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the sector differentials in the ex-state-owned version of China yields a more consumer-oriented future of the country
compared to the traditional state-run banks and energy ﬁrms in older China indexes. ESG investing is becoming more
mainstream, and for China, focusing on the G in ESG has made a quantifiable difference.

1WisdomTree China ex-State-Owned Enterprises Index, MSCI Emerging Markets Index, MSCI China Index.
2"Reform of China’s Ailing State-Owned Firms Is Emboldening Them,” The Economist, 7/22/17.
3See, for instance, Tom Mitchell, “China’s Communist Party Writes Itself into Company Law,” Financial

Times, 8/14/17.

Important Risks Related to this Article

Investments focused in China increase the impact of events and developments associated with the region, which can
adversely affect performance.
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. 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, Kara Marciscano, 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
Value : Characterized by lower price levels relative to fundamentals, such as earnings or dividends. Prices are lower
because investors are less certain of the performance of these fundamentals in the future. This term is also related to the
Value Factor, which associates these stock characteristics with excess returns vs the market over tim.
Momentum Factor : Characterized by assets with recent price increase trends over time. This term is also associated
with the Momentum Factor which associates these stock characteristics with excess return vs the market over time.
Quality : Characterized by higher efﬁciency and proﬁtability. Typical measures include earnings, return on equity, return
on assets, operating proﬁtability as well as others. This term is also related to the Quality Factor, which associates these
stock characteristics with excess returns vs the market over tim.
Leverage : Total assets divided by equity. Higher numbers indicate greater borrowing to ﬁnance asset purchases;
leverage can tend to make positive performance more positive and negative performance more negative.
Proﬁtability metrics : ﬁnancial identities and ratios that assess how effectively a company is able generate revenue in
excess of its expenses.
State-owned enterprise : Companies in which governments have a signiﬁcant ownership stake and the potential to
influence the firms’ actions over time.
MSCI China Index : A free ﬂoat-adjusted, market capitalization-weighted equity index designed to measure the
performance of the Chinese equity market.
FTSE China 50 Index : a market capitalization weighted index tracking the top 50 Chinese companies. Stocks are
weighted by H or Red Chip share cap as appropriate.
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