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IS CHINA A MARKET IN A BUBBLE?

Jeremy Schwartz — Global Chief Investment officer
07/15/2015

The spectacular rise of the local Shanghai market-collectively known as the A-shares
China market—and its dramatic 30% fall in three weeks has many observers painting the

broad China market as a stereotypical bubble.l There were many stocks with extreme
valuations, a large rush 1in unsophisticated traders, a surge in stock trading with
borrowed money and, critically, a general sense that there was not sufficient (or any)
underlying growth in the economy or corporate profits backing this surge in prices. Yet
not all China is the same, and there are some pockets of what may be considered deeper
value segments of the global opportunity set in the cChina market. A-Shares/H-Shares
Disconnect Notably, there has been a huge discrepancy in performance between the stocks
trading in Shanghai and the exact same stocks that are trading just in the Hong Kong
market, where most international investors are able to trade. Part of the surge in the
Tocal A-shares market this year was speculation that more index providers are going to
add china A-shares to their 1indexes. Vvanguard, which utilizes FTSE -indexes in its
emerging market benchmark tracking strategies, was the first major index provider to
adopt provisional indexes to add the A-shares to its emerging market strategies. MSCI
announced June 10 that it was considering adding the A-shares but thought the market was
not quite ready. The fact that more than 1,000 companies suspended trading-basically
because they did not 1ike the market activity in early 3July-probably will not provide
much comfort to MSCI in adding the A-shares. WisdomTree has an emerging markets 1index,
the WisdomTree Emerging Markets Equity Income Index (WTEMHY), which selects from more
than 1,200 emerging market dividend payers in an effort to find the Towest-priced
segment of the market. The Index ranks eligible stocks by their dividend yield and then
selects the top 30%. This is a deeper value selection standard than market cap weighting
or choosing just dividend-paying stocks. Back in 2008 and 2009, cChina was a very small
portion of this Index-representing no more than 3% of the weight when broad market cap-
weighted indexes had as much as 20% in china. Today, China is the Tlargest country in
this value Index with weights over 20%. The reason: A number of the H-shares cChina
stocks, particularly the banks, have dividend yields north of 5%. The weighted average
yield of the china stocks in the WTEMHY 1is 5.3% with a weighted average price-to-
earnings (P/E) ratio of less than 8x. These stocks on a valuation basis do not Took 1ike
a bubble; rather, they may be relatively Tower priced if they can maintain their current
earnings and dividend Tlevels. The cChina stocks in the WTEMHY are absolutely not the same
“bubbTle” stocks trading on the Tocal ChiNext (tech-heavy) exchange, which had median P/E

ratios around 100x and dividend yields of 50 basis po1'nts.2 Interestingly, the same high-
dividend china stocks in WTEMHY also have corresponding A-shares trading on the Tlocal
market. The same stocks trading in China-offering ownership in the same companies—have a
dividend yield of just 3.7% (160 basis points less than the H-shares) and a P/E ratio
over 12x (approximately 55% higher P/E multiple). One can see the dramatic differential
in performance between H-shares and A-shares over the last one year. China Construction
Bank A-shares stock was up 89% over the one year, while the same H-share was up just

20%.3 The weighted average performance of all the A-shares versions of stocks in WTEMHY
was 96% over the prior year, while the H-shares in WTEMHY were up just 19%. valuation
and Return pifferences between H-Shares and A-Shares
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Weight in WTEMHY
H-Share Premium/Discount

1 Year 20.35% 17.31%

3 Year 14.43% 14.21% 16.38% 21.77% 18.33% 11.84%

5 Year 5.62% 6.30% 5.18% 7.95% 2.95% 9.745%
A-Share Return

1 Year 96.35% 88.87% 70.17% 127.74% 137.32% 47.93%

3 Year 26.72% 28.34% 21.68% 34.71% 323a% 23.22%

5 Year 13.50% 16.65% 14.15% 18.61% 15.02% 8.84%

DfP on H-Share
0/P on A-Share

P/E on H-Share 7.76x 5.5% 5.6x 5.7x 6.6x 16.8x
| P/E on A-Share | 1zosx | 7.6 | 7.1x | 9.6x | 9.5x | 22.7x |

Sources: WisdomTree, Bloomberg, 7/9/15. Returns are calculated in U.S. dollars. You cannot invest directly in an index.

Past performance is not indicative of future results.

If you look back over
15 years, there 1is an 1interesting comparison between the Shanghai Composite of A-shares
and the MSCI china Index. Following the market crash in 2008, the Shanghai Composite
Tanguished and underperformed the H-shares MSCI China Index significantly over the next
five years. Starting in late June 2014, that performance gap started to close with the
very strong returns in the A-shares, and the performance of A-shares recently eclipsed

H-shares’ performance cumulatively. Index Performance Comparison
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Sources: WisdomTree, Bloomberg, 6/30/00-6/30/15. You cannot invest directly in an index. Past performance is not

indicative of future results. with the Chinese
market regularly moving 5% every day, it is tough to call what will happen in the short
term for China. One thing that’s clear to me, though, 1is that not all stocks in cChina
are 1in high-valuation, bubble-1ike territory. Certainly the volatility makes dinvesting
there highly uncertain, but it Tooks Tike there are good value stocks to be had in
diversified emerging market strategies that focus on relative valuations in China.

Isource: Bloomberg, 6/12/15-7/8/15. 2Source: Bloomberg, 7/9/15. 3source: Bloomberg,
7/9/14-7/9/15.

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. Investments focused 1in China 1increase the impact of events and
developments associated with the region, which can adversely affect performance.
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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 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

valuation : Refers to metrics that relate financial statistics for equities to their

price Tlevels to determine if certain attributes, such as earnings or dividends, are
cheap or expensive.

Dividend : A portion of corporate profits paid out to shareholders.

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

value : cCharacterized by lower price levels relative to fundamentals, such as earnings
or dividends. Prices are Tower 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.

Market capitalization-weighting : 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.

shanghai Composite Index : A stock market index of all A shares and B shares that are
traded on the shanghai Stock Exchange.

MSCI China Index : A free float-adjusted, market capitalization-weighted equity index
designed to measure the performance of the Chinese equity market.
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