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How emerging markets indexes are constructed matters, especially when the news cycle is dominated by Washington-
Beijing relations.

On Twitter, my colleagues Brad Krom and Jeremy Schwartz have focused for weeks on the performance of emerging
markets’ state-owned enterprises (SOEs). The MSCI China Index was up 7.6% in the first nine months of 2019, yet the
companies in it that are more than 20% government-owned were up just 0.2%. The low state-ownership firms returned
13.1% in the same time period.

Now broaden it out to the whole developing world. In the five years through September, the MSCI Emerging Markets In
dex was up 2.33%, though the 26% of the index that is state-owned could only muster a 0.38% annual performance. The
other three-quarters of the index was up 2.94%.

Western politicians are out in force with harsh China rhetoric. Among those making hardline comments on Twitter are
Massachusetts senator Elizabeth Warren—a top candidate for the Democratic nomination—and Republican senator
Marco Rubio from Florida.

One of the reasons U.S. politicians feel as if they have carte blanche to attack China is public sentiment. I can’t be the
only one who has been surprised by how much Western attitudes toward the country have deteriorated in the last year
(figure 1).

 

Figure 1: Pew Research Center—“Favorable View on China”
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Scrutiny in D.C.

In addition to an ever-burgeoning “entity list” of companies that the U.S. views as national security threats, there is a
move to take a closer look at all Chinese companies listed on U.S. exchanges. This partly explains the struggle in SOE
stock prices this year.

The EQUITABLE Act was sponsored by four senators. Here’s the June release from Rubio’s office:

Washington, D.C. — Today, U.S. Senators Marco Rubio (R-FL), Bob Menendez (D-NJ), Tom Cotton (R-AR) and
Kirsten Gillibrand (D-NY) introduced the Ensuring Quality Information and Transparency for Abroad-Based Listings
on our Exchanges (EQUITABLE) Act, which would increase oversight of Chinese and other foreign companies listed
on American exchanges and delist firms that are out of compliance with U.S. regulators for a period of three years.

Index Pressure

Rubio also wrote a letter to MSCI’s CEO in June, asking to cut down Chinese weights in the company’s indexes. Michelle
Price of Reuters quotes from this letter: “What MSCI is doing is allowing the Chinese Communist Party controlled market
... to access a critical source of capital and clothe itself in a facade of legitimacy.”

Let’s go back a few years. What was the initiative at the big index houses? To increase the weights of underrepresented
Chinese companies, namely the mainland-listed “A-shares.” Unlike Hong Kong-listed “H-shares,” the mainland
companies are disproportionately state-owned, loaded with Communist Party insiders, and critically, have a reputation
for endemic corruption.

Washington’s pressures could force a rethink of the big initiative to “up” SOE weights in the big index houses. Suddenly,
the investment inflow-based thesis for being bullish SOEs withers.

What if MSCI proves recalcitrant and just ignores the senators? The politicians already thought about that, so the next
step was to contact MSCI’s clients themselves.

In August, Rubio and Jeanne Shaheen, the Democratic senator from New Hampshire, wrote a letter to Michael Kennedy,
chairman of the Federal Retirement Thrift Investment Board (FRTIB), urging him to stop tracking the MSCI All Country W
orld ex-US Index, on the grounds that providing capital to Chinese companies fuels the regime. The firms closest to the
Party? The SOEs.

Finally, there’s President Trump. On September 27, Bloomberg reported that the administration is considering options
such as “delisting Chinese companies from U.S. stock exchanges and limiting Americans’ exposure to the Chinese market

through government pension funds."1

From here on, it appears the SOEs will no longer be able to fly under the radar. If Washington continues playing
hardball, investors may want to approach them with caution.

Unless otherwise stated, data source is Bloomberg, as of September 30, 2019.

 

 

 

1Jenny Leonard and Shawn Donnan, “White House Weighs Limits on U.S. Portfolio Flows into China,” Bloomberg,
9/28/19.

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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