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In my recent blog post “Old China vs. New China,” I argued that old-style China indexes

like the FTSE China 50 Index, dominated by about 75% exposure to state-run banks,

telecommunication companies and energy companies, fail to reflect the economic future of

China, which is a shift toward consumption and services driving its growth. WisdomTree

developed what can be referred to as a “new China”-oriented ETF, the WisdomTree China

ex-State-Owned Enterprises Fund (CXSE), which is designed to track, before fees and

expenses, the WisdomTree China ex-State-Owned Enterprises Index, an Index that excludes

state-owned enterprises. WisdomTree believes CXSE better represents the long-term

rebalancing in China’s economy, with approximately two-thirds of its exposure in

technology and consumer companies.   Large Outperformance in One Year: Why?      Since

the inception of the WisdomTree China ex-State-Owned Enterprises Index, it has

outperformed the FTSE China 50 Index by more than 1,300 basis points (bps) and the MSCI

China Index by 1,100 bps as of March 31, 2016. See standardized performance of the

WisdomTree China ex-State-Owned Enterprises Index here. One way WisdomTree sought to

differentiate this new China Index from the beginning was to include a broad cross

section of China—including the H-shares trading in Hong Kong, as well as U.S.-listed

American Depository Receipts (ADRs) that are often in the technology sector. We viewed

these companies as key to driving China’s growth and included them from the inception of

the Index. On June 10, 2015, there was a major decision focused on adding China A-shares

to the MSCI Index family. MSCI delayed the addition of A-shares, which marked the peak

of the Shanghai Composite Index in 2015, as investors became disappointed that there

would not be an influx of capital into China A-shares.1 (Note: WisdomTree does not

include A-shares in its Indexes yet either.) All eyes will be on MSCI’s 2016

announcement in anticipation of MSCI adding the A-shares at a future date. But A-shares

inclusion is not the only important MSCI inclusion story.   MSCI Adding ADRs   One

important factor causing CXSE to outperform the traditional China indexes is that CXSE

already includes in major weights China ADRs trading in the U.S., while the traditional

MSCI Indexes are in the process of adding exposure to them. Importantly, MSCI’s

inclusion of these technology- and consumer-oriented China ADRs is being phased in in

two tranches: the first occurred in November 2015, and the second is set to occur in May

2016. While there is uncertainty around the timing of A-shares’ inclusion in MSCI

Indexes, we know with certainty that MSCI will double its weight in the ADRs that are

already included in CXSE at full weights. Let’s look at performance during the last MSCI

inclusion window for indications of which buying and selling pressures may impact

relative performance in the coming weeks.   MSCI Inclusion Factor: Set to Occur    

Again in May   Over the period from October 15 to November 30, 2015, CXSE banked more

than 1,250 basis points of outperformance versus the MSCI China Index. See standardized

performance of CXSE here. Below we list the performance of the 10 largest ADRs by weight

in CXSE and how they performed in the six weeks ahead of the first MSCI inclusion. As an

example, Baidu.com averaged almost an 8% weight in CXSE but zero weight in the MSCI

China Index over this period. This stock was up 45% over the six-week period ahead of

the MSCI rebalance. MSCI China was down 4.61% over this period.2 Given that MSCI index-

tracking Funds largely do not like to experience tracking error, it is unlikely that
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index Funds have their full exposure to these stocks yet. There is likely going to be

buying ahead of the MSCI inclusion of greater weight to these ADRs.3 The ADRs now being

added to MSCI China represent more than a third of CXSE weight and around 11% of the

traditional cap-weighted MSCI China. We anticipate further selling in the other stocks

in MSCI China, as they must make room for the addition of the new ADRs, and there will

be buying pressure on these existing ADRs.3

 Visit the CXSE page

for current holdings.   Bottom Line  WisdomTree believes investors in Chinese ETFs

should re-evaluate their exposures to China. The long-term motivation is that we believe

the sector exposures in CXSE are more consistent with the economic policy and changes

occurring in the region. But there is also some additional timely motivation that

suggests now would be a very good time to make the switch—ahead of the second tranche of

ADRs being added to the MSCI China Index, given the large weight these stocks represent

in CXSE.         1Sources: WisdomTree, Bloomberg, refers to the Shanghai Composite Index

level high on 6/12/15. 2Sources: WisdomTree, Bloomberg, 10/15/15–11/30/15. 3Source: MSCI,

as of 3/31/16.

Important Risks Related to this Article

Double-digit returns were achieved primarily during favorable market conditions.

Investors should not expect that such favorable returns can be consistently achieved. A

fund’s performance, especially for very short periods, should not be the sole factor in

making your investment decision.   

Past performance is not indicative of future results.

There are risks associated with investing, including possible loss of principal. Foreign

investing involves special risks, such as risk of loss from currency fluctuation or

political or economic uncertainty. The Fund focuses its investments in China, thereby

increasing the impact of events and developments associated with the region, which can

adversely affect performance. 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. 

The Fund’s exposure to certain sectors may increase its vulnerability to any single

economic or regulatory development related to such sectors. As this Fund can have a high

concentration in some issuers, the Fund can be adversely impacted by changes affecting

those issuers. 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
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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.

WisdomTree BLOG ARTICLE

WisdomTree.com   1-866-909-WISE (9473)

https://wisdomtree.com/~/link.aspx?_id=629EA1A21F5646E3B6A5AD58E8AAAB5C&_z=z
https://wisdomtree.com/#externalLinkModal


DEFINITIONS

FTSE China 50 Index     : a market capitalization weighted index tracking the top 50

Chinese companies. Stocks are weighted by H or Red Chip share cap as appropriate.

State-owned enterprise   : Companies in which governments have a significant ownership

stake and the potential to influence the firms’ actions over time.

Basis point : 1/100th of 1 percent.

MSCI China Index : A free float-adjusted, market capitalization-weighted equity index

designed to measure the performance of the Chinese equity market.

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

the Hong Kong Stock Exchange or other foreign exchange.

ADRs : American Depository Receipts, shares of a firm incorporated outside the U.S. but

issued by a global bank and traded in the U.S., denominated in U.S. dollars.

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.

Shanghai Composite Index : A stock market index of all A shares and B shares that are

traded on the Shanghai Stock Exchange.

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.
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