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Why exclude state-owned enterprises (SOEs) from equity allocations?

 

This a natural first question investors tend to ask when they hear of WisdomTree’s suite of ex-state-owned equity ETFs.

 

The rationale is simple: to mitigate exposure to the corporate governance issues that arise from state ownership, which
can cause operational inefficiencies and weaker profitability.

 

WisdomTree was the first to package this type of solution into rules-based ETFs. But we were far from the first to identify
the negative impact of the state-ownership structure on shareholders. This topic has been analyzed and written about in
many forums—in intergovernmental organization (IGO) reports, the financial press and sell-side research.

 

Let’s review some of the recent commentary.

 

The Washington Consensus

 

The International Monetary Fund (IMF) and the World Bank have long advocated for the economic development of
emerging markets through a market-based approach, with a preference for the privatization of SOEs. The philosophy of
these IGOs is often referred to as the Washington Consensus.

 

The IMF published a paper in June assessing SOEs in Central, Eastern and Southeastern Europe.1 Their conclusion was
that SOEs in the region generally “generate less revenue than their private counterparts, incur heavier costs of
production not least on wages, and as a consequence are significantly less profitable.” Political influences often result in
SOEs employing too many people that are paid too much.

 

A broader study written by the World Bank in 2014 came to a similar conclusion. It argues SOE underperformance is in
part driven by exogenous factors such as lower commodity prices or other sector-specific factors, but conclude there is

“increasing recognition that poor corporate governance of SOEs is at the heart of the matter.”2

 

Having multiple owners—shareholders and the government—significantly exacerbates what is referred to as the
principal-agent problem. This refers to the challenges of aligning the self-interests of the owners of capital (i.e.,
shareholders) with those of the agents who are employed on behalf of the principals.

 

The varying self-interests in the multi-principal model of SOEs makes it difficult for the agent to act in the interests of
both principals when they have potentially competing goals and objectives.
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Principal-Agent Problem

 

Operation Car Wash

 

In November 2014, just a few weeks before WisdomTree launched the WisdomTree Emerging Markets ex-State-Owned 
Enterprises Fund (XSOE), the offices of the state-owned oil-giant Petrobras were raided by Brazilian police. The cause
was the firm’s involvement in a vast money-laundering scheme dubbed Operation Car Wash.

 

This example of corruption, coupled with lackluster profits and performance from other state-owned giants in countries
like Russia and China, led The Economist to quip that perhaps the scariest words for investors to hear are “I’m from a

state-owned firm and I want your capital.”3

 

What did they argue was behind the poor performance? A “huge” misallocation of capital—again, because of poor
corporate governance structures in which minority shareholder interests were superseded by political motive.

 

China’s Red Flags

 

As a percent of total market-capitalization, no country has more SOEs than China. And under current Chinese Premier Xi
Jinping, the government control over SOEs is only getting tighter, writes the Financial Times in a June article titled

“Chinese governance raises red flags.”4 They write that many foreign investors are now hesitant to invest in Chinese
SOEs because of these concerns.

 

As MSCI continues to incrementally add A-shares to its flagship emerging markets index, investors should keep this stat
in mind: MSCI says SOEs make up 58% of the constituents of its MSCI China A International Index.

 

SOEs: Value Opportunity or Trap?

 

In a May 2018 note, UBS wrote that the return-on-equity (ROE) of emerging markets SOEs was about 11.05%, compared
to 13% for non-SOEs. In addition to higher profitability, UBS also found significantly lower leverage and better

performance in favor of non-SOEs, going back a decade.5

 

But the valuation opportunity in emerging markets was decidedly in the favor of SOEs, in part due to sector differences,
but also because of the greater risks to shareholder interests.

 

This brings us back to a quote from The Economist: “Who are SOEs run for? The public good, as interpreted by
politicians? Or shareholders?”

 

This question is an important one for investors to contemplate as they assess the various risks inherent in investing in
emerging markets.
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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. 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. Funds focusing their
investments on certain sectors and/or regions increase their vulnerability to any single economic or regulatory
development. This may result in greater share price volatility. Investments in currency involve additional special risks,
such as credit risk and interest rate fluctuations. The Fund invests in the securities included in, or representative of, its
Index regardless of their investment merit and the Fund does not attempt to outperform its Index or take defensive
positions in declining markets. 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. 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

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

Intergovernmental organization  : An organization composed primarily of sovereign states, or of other
intergovernmental organizations. IGOs are established by treaty or other agreement that acts as a charter creating the
group. Examples include the United Nations, the World Bank, or the European Union.

International Monetary Fund  : international organization for global monetary cooperation, secure financial stability,
facilitate international trade, promote high employment and sustainable economic growth around the world.

Market Capitalization  : 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.

A-share  : shares traded on the Shanghai and Shenzhen stock exchanges. This is contrast to Renminbi B shares which are
owned by foreigners who cannot purchase A-shares due to Chinese government restrictions.

MSCI China A International Index  : Captures large and mid-cap representation and includes the China A-share
constituents of the MSCI China All Shares Index. It is based on the concept of the integrated MSCI China equity universe
with China A-shares included.

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.

Valuation  : Refers to metrics that relate financial statistics for equities to their price levels to determine if certain
attributes, such as earnings or dividends, are cheap or expensive.
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