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we’ve previously made the case that state-owned enterprises (SOEs) in emerging markets
(EM) are prone to conflicts between the interests of shareholders and government stakeho
lders, possibly affecting their profitability and future returns.

More recently, we showed how a non-SOE approach can give investors access to the quality
factor, resulting in a smarter way to invest in the Chinese equity markets.

Having returned more than 37%! in 2017, EM had its best performing year since 2009.
Thanks to a solid economic outlook, many <investors increasingly are considering adding
to their EM exposure in 2018. In the past, investors did not have a choice between SOE
and non-SOE exposure and had to approach EM using traditional beta. In 2014, we Taunched
the WisdomTree Emergin Markets ex-State-Owned Enterprises Index EMXSOE), which
measures the performance of EM stocks classified as non-state-owned enterprises (less
than 20% government ownership), creating exposure for those who want to focus on EM
companies that are free of significant government ownership.

Is It worth owning State-Owned Enterprises?

we Tlooked to quantify the impact of SOEs on the return of the most commonly used EM
benchmark, the MSCI Emerging Markets Index (MXEF). To do so, we split MXEF’s
constituents into SOEs and non-SOEs and ran a contribution to total return analysis
spanning multiple periods. Some of the biggest SOE names in the index are China Mobile,
Sberbank of Russia, Gazprom and Petrobras.

MSCI Emerging Marketes Index (MXEF)
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Sources: WisdomTree, FactSet, as of 12/29/17. Past performance is not indicative of future results. You
cannot invest directly in an index.

Shown in blue, non-SOEs have been the main driver of performance for MXEF over the past
10 years. During this period, the average weight of non-SOEs in MXEF’s portfolio has
been 70%, yet they’ve contributed more than 90% of MXEF’s total return. The basket of
non-SOEs in MXEF has outperformed the basket of SOEs by more than 18% during the last
year and by 500 basis points (bps) annually for the past five years. This chart makes a
compelling case for seeking a non-SOE exposure when allocating to EM.

Focusing Your Non-SOE Exposure in EM

To measure whether EMXSOE’s approach has been successful when compared to a traditional
beta investment, we used the same SOE and non-SOE classification mentioned above.

EMXSOE vs. MXEF (8/29/14-12/29/17)

ribution Components Average Segment Weights | Segment Performance

Att
Segment e Stock — - Total WT Index |Benchmark W, WT Index Benchmark
acatien Selection nEEraction Attribution| Weight Weight -Wee Return Return

Non-50E 0.37% 3.29% -0.94% 2.72% 100.00% 73.26% 26.74% 7.94% 5.E5%
S0E 0.99% 000 0.00% 0.99% 0.00% 26.74% -26.74% = 0.37%
Total 1.36% 3.29% -0.94% 3.71% 7.94% A.24%

Sources: WisdomTree, FactSet. Past performance is not indicative of future results. You cannot invest directly in an index.

Since its inception, EMXSOE has outperformed the MXEF by 371 bps annually. During this
period MXEF’s average exposure to SOEs was close to 27%, which means EMXSOE had an
active under-weight of 27% 1in that category. This under-weight and the corresponding
over-weight in non-SOEs explain a good amount of EMXSOE’s excess return. In the right-
most column, we can see how during this period MXEF’s non-SOE basket outperformed 1its
SOE basket by more than 5% annually, furthering our case for a non-SOE focus.

How Does a Non-SOE Focus Alter Your Sector Tilts?

Given that historically a significant amount of SOEs have been concentrated in the
Financials, Energy and Telecommunication Services sectors, one of the most immediate
effects of focusing exclusively on non-SOEs has been under-weights in those sectors. In
fact, since 1its 1inception in 2014, EMXSOE has been under-weight in those SOE-centered
sectors and has been over-weight in the Information Technology, Consumer Discretionary
and Consumer Staples sectors, which have 1little government involvement. The resulting
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sector over- and under-weights have resulted in excess returns for EMXSOE, as it has
outperformed MXEF by 3.71% on an annual basis.
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Sources: WisdomTree, FactSet, for the period 8/29/14-12/29/17. Past performance is not indicative of future results. You
cannot invest directly in an index.

Non-SOEs as a Proxy for EM Quality

while conducting this analysis, we realized that companies with Tless government
ownership have, on average, higher return on equity (ROE). Using our factor attribution
framework, we can show how favoring non-SOEs is also a way to access the quality factor.
Using ROE as a measurement for quality, we segmented the EM equity universe into five
ROE quintiles, the first being the top 20% measured by ROE (representing the highest-
quality segment of the market) and the fifth quintile being the bottom 20% (representing
the Towest-quality segment).

EMXSOE vs. MXEF (12/30/16-12/29/17)

Attribution Components Average Category Weights | Category Performance

Category P Stock S Total | WTindex | Benchmark oW WTIndex Benchmark
ocation Selection fiteraction Attribution| Weight Weight £t Return Return

1st Quintile [Highest Quality) 0.37% 1.74% 2.55% 31.47% 24 95% 6.53% 49.87% 42 99%
2nd Quintile 0.09% 0.84% 0.08% 0.67% 20.26% 20.67% 0.41% 39.94% 35.14%

3rd Quintile 0.04% 3.58% 0.18% 3.36% 20.34% 21.56% -1.22% 62.05% 44.83%

4th Quintile 0.23% 1.40% 0.08% 1.56% 15.26% 16.15% 0.89% 37.92% 29.87%

Sth Quintile [Lowest Quality) 0.43% 123% 0.39% 127% B8.79% 12.74% -3.95% 34.55% 26.03%
Megative ROE 0.05% 0.33% 0.09% 0.46% 3.08% 2.44% 0.64% 56.85% 43.10%

Not Classified 0.16% 0.72% 0.43% 0.45% 0.80% 1.49% 0.69% -B.92% 6.17%

Total 1.10% 5.85% 0.63% 10.32% 47.60% 37.28%

Sources: WisdomTree, FactSet. Past performance is not indicative of future results. You cannot invest directly in an index.

Above we can see how EMXSOE’s non-SOE focus translates into a significant 6.5% over-
weight in the highest-quality quintile with a corresponding 3.9% under-weight in the
Towest-quality quintile. Year-to-date, EMXSOE has outperformed MXEF by more than 1,000
bps. The allocation column shows us how the focus on higher quality helps explain a
portion of the excess returns.

conclusion
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we believe that non-SOE exposure is a more efficient way to approach EM equity markets.
Investing in companies that have shareholder interests as a top priority has proven to
be a way to tap into quality and the resulting sector tilts could lead to potentially
higher expected returns.

lsource: Factset. Data as of 12/29/17.

Important Risks Related to this Article

Investments in emerging, offshore or frontier 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.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is 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. 1dinvestors 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 1investments 1in 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 1indicative 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 1its
affiliates, nor Foreside Fund Services, LLC, or 1its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 dinstruments 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 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss 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.

than the benchmark, while a beta more than 1 indicates that the investment 1is more
volatile than the benchmark.

MSCI Emerging Market Index : The MSCI Em (Emerging Markets) Index is a free-float

weighted equity index that captures large and mid cap representation across Emerging
Markets (EM) countries.

Basis point : 1/100th of 1 percent.

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

Quality Factor : Excess returns achieved by companies exhibiting higher quality or
profitability vs the market. Typically measured using operating profitability, return on
equity and/or return on assets.&nbsp.
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