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A CLOSER LOOK AT CHINESE BANKS
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Concerns about a slowdown in Chinese growth and a rise in U.S. Treasury yields have put
pressure on emerging market equities this year. One segment in particular receives much
attention: the CcChinese banks. cChinese banks trade at some of the Tlowest price-to-
earnings multiples and the highest dividend yields in the emerging markets. There is
skepticism about the asset quality of Chinese banks and whether their non-performing
loans (NPLs) are as low as they officially report. A Chinese Property Bubble? Some
analysts argue that excessive Tloan growth in China has resulted in a surplus of
properties with artificially inflated values. These analysts have also accused the
Chinese government and banks of not accurately reporting these potential bad Tloans.
Certainly slower growth or a “hard landing” 1in cChina could put pressure on non-
performing Tloans, but below I will discuss why I believe accusations of outright
accounting manipulation have been exaggerated. Non-performing Loans The China Banking
Regulatory Commission recently announced that by the end of 3June, the non-performing
Toan balance of commercial banks was 539.5 billion yuan, with an NPL ratio of 0.96%. The
commission also reported that loan Tloss provisions stood at 1.57 trillion yuan, up

18.97% year-over-year, and the provision coverage ratio was 291.3%!. This means that
commercial banks have set aside enough reserves to cover approximately three times the
amount of current non-performing loans. In the below chart I highlight the -dindividual
NPL ratios and the respective allowances for a few of the largest Chinese banks as of
their most recent 2013 1interim financial reports. Non-Performing Loan Statistics
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Loan Ratio Relatively Low: Many of the banks above have low non-performing Toans
relative to the size of their assets—many ratios are close to or below 1.00%. To put

this in perspective, the five largest U.S. banks have an average NPL ratio of 1.78%.2 e
Allowance to Loan Losses Relatively High: The Chinese banks also typically have a
high amount of allowances, in the range of 3% of total Toans-which is about 3x their NPL
ratios. To put this 1in perspective, the five Tlargest U.S. banks have an average

allowance amount of just 1.65x.2 Chinese banks thus have a greater cushion in terms of
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already provisioning for Tlarger Toan Tlosses. ¢ Asset Quality Discussion: I have
discussed this asset quality question with Tracy Yu, a china financial analyst for
Deutsche Bank. Her cash flow analysis of the Chinese banks suggests that NPLs are not
being underreported. Her analysis showed: 0 Cash Increase Matches Profit
Increase: The 1increase 1in pre-tax profit of the H-Share-listed Cchinese banks

from 2007 to 2012 was matched by their net increase in cash. This indicates that

the Toans performed as expected and the CcChinese banking profits were not
accomplished through accounting gimmicks. If NPLs were underreported, one would
expect net profits to be higher than increases in cash. 0 Another piece of evidence

Tracy pointed to was the amount of dinterest dincome that comes from accruals

instead of cash payments: only 46 basis points of assets—which is better than
comparable ratios in other emerging markets such as India or Indonesia. o
wealth management products (WMPs) are a source of concern, yet recent disclosure
suggests that two- thirds of the wWMPs are invested in fairly conservative assets
that are Tiquid. only one-third of wWMPs are invested in riskier, Tess liquid
assets, and these represent only 2.2% of total banking assets. Chinese Banks
Potentially offer Attractive valuations 3Jiang 3Jianqing, chairman of the Industrial
and commercial Bank of China (ICBC), commented on the valuations of Chinese banks:
“Since last year the market has been extremely suspicious of the Chinese banking sector.
They’ve pressured our [price-to-earnings] and [price-to-book] ratios to low Tevels. Such

good profits, such good returns, such good quality. we think it’s a Tittle bit unfair”.*

The chart below displays the most recent reported profitability (1H 2013) increase
compared to the same period the year before and other valuation metrics for a few

Chinese financials: Fundamental Metrics
Company Net Profit P/E Ratio Dividend Yield
Increase
Agricultural Bank of China 14.70% 5.9x 5.55%
China Construction Bank 12.70% 5.7x 5.68%
Bank of China 12.40% 5.3x 6.26%
Industrial & Commercial Bank of China 12.40% 5.9x 5.60%
China Merchant Bank 12.39% 5.1x 5.52%
Sources: Bloemberg, WisdomTree (02/30/13). Past performance is nof indicative of future resulls. conclusion It is

impossible to know what the future will hold, but it is important to consider current
valuations. only very rarely do we find companies with dividend yields that are
approximately equal to their price-to-earnings ratios. The market has a fundamental
mistrust of the Chinese banking system-yet cash flow analysis suggests the asset quality
of Chinese banks 1is better than many think. The cChinese banks receive much of their
funding from strong deposit bases and are unlikely to need to raise more equity capital
to fund their operations. I believe these companies’ high dividend yields make them

attractive for income-oriented emerging market strategies. lchina Banking Regulatory
commission 2013 Half-year work Conference on National Banking Supervision & Economic and

Financial Situation Analysis Cconference 2Source: Bloomberg, 9/30/2013. 3Source:

Bloomberg, 9/30/2013. 4Gabriel wildau and Lawrence white, “Investor Doubts Linger as
China’s ‘Big Four’ Banks Top Forecasts,” Reuters, 8/30/2013.

Important Risks Related to this Article

ALPS Distributors, Inc. is not affiliated with Deutsche Bank. Foreign investing involves
special risks, such as risk of Tloss from currency fluctuation or political or economic
uncertainty. Investments 1in emerging, offshore or frontier markets are generally Tless
Tiquid and Tess efficient than investments 1in developed markets and are subject to
additional risks, such as risks of adverse governmental regulation and intervention or
political developments. Investments focused in China are increasing the impact of events
and developments associated with the region, which can adversely affect performance.

For standardized performance and the most recent month-end performance click here NOTE,
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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 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 1its
affiliates, nor Foreside Fund Services, LLC, or its 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

Treasury yield : The return on 1investment, expressed as a percentage, on the debt
obligations of the U.S. government.

Dividend yield : A financial ratio that shows how much a company pays out in dividends
each year relative to its share price.

Non-performing loan : A Tloan that is in default or close to being in default. Many
Toans become non-performing after being in default for 90 days, but this can depend on
the contract terms.

Loan loss provisions : money set aside to help cover potential bad loans.

H-Share : A share of a company incorporated in the Chinese mainland that is Tisted on

the Hong Kong Stock Exchange or other foreign exchange.

Basis point : 1/100th of 1 percent.
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