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Higher earnings growth tends to coincide with valuation premiums, and Chinese equities
are no exception. By nature of the country’s fast-paced economic growth and the rising m
arket capitalization of the Information Technology sector, China is among the highest-
growth markets in the world. This broad-based high-growth trend is evident in the more
than 20% long-term earnings growth estimates of Chinese indexes, as well as in price-to-
earnings (P/E) ratio premiums compared to broad emerging markets and developed
international indexes. Below, we contrast WisdomTree’s favored methods for accessing
China against MSCI’s approach to China and emerging and developed markets. In our view,
global competition among businesses will also 1increasingly imply a global competition
for capital.

Global Fundamentals Comparison

Looking at headline fundamentals, China 1is not necessarily cheap compared to slower-
growing economies. China tends to trade at a premium to emerging markets, which tend to
trade at a discount to developed markets given the fundamentally different risk profile.
Today, the S&P China 500 Index is the least expensive way to gain broad-based exposure
with a P/E ratio of 15.7x, a sizeable discount to the MSCI USA Index at 22.8x. On the

other hand, the wisdomTree China ex-State-owned Enterprises Index, currently at a P/E of
21.9x, 1is at comparable valuations to the U.S.

WisdomTree China : :
i - S&P China500 | MSCI Emerging .
Fundamentals ex-State-Owned | MSCI China Index MSCI EAFE Index | MSCIUSA Index
Index Markets Index

Enterprises Index

P/ERatio 2.9 16.3x 157 14.6x 14.6x 22.8x
Forward B/E Ratio 17.3x 12.9x 12.6% 12.5x 14.1x 172
Long-Term Earnings Growth Estimates 8.2% 26.1% 23.0% 18.6% 121% 13.25%
PE-to-Growth (PEG) Ratio 078 0.63 068 0.78 i 1n
Return on Assets 1.8% 14% 14% 15% 1.6% 3.0%
Return on Equity 15.2% 114% 121% 1.8% 114% 13.8%
Leverage 8.4x 8.2x 8.9x 6.1x T1x 4.5
Earnings Retention 78.5% 71.5% L.Th 67.7% 55.2% 58.2%
ROE x Earnings Retention 11.9% 3.2% 8.6% 8.0% 6.3% 3.0%
Dividend Yield 1.0% 17% 1.8% 22% 3% 1.8%

Sources: WisdomTree, MSCI, 3/31/18. Past performance is not indicative of future results. You cannot invest directly in an index.

The key to understanding current valuations 1is rooted in growth rates and profitability:
Growth expectations of 28.2% for the ex-State-Owned Enterprises Index are more than
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doubTe the 13.2% for the U.S., and return on equity offers an improvement of more than
140 basis points. Over the Tlast several years, Chinese firms have grown at remarkable
rates. In response, investors are comfortable paying a market premium to gain access to
that growth. In our view, this trend is primarily reflected in the PEG ratio of cChina-
centric strategies, which are all below 0.8. This compares to the U.S. Index’s PEG ratio
of 1.72x. As a rule of thumb, many investors focus on investing in strategies with PEG
ratios below 1. while P/Es may appear stretched, as long as Chinese firms continue to
meet Tofty expectations quarter over quarter, the market rally in asset prices could
continue.

Sector Tilts: Explaining valuation Differentials in China

Looking deeper, varying sector tilts, alongside growth estimates, justify the valuation
differentials across cChina indexes, in our view. The MSCI china Index and the S&P China
500 Index are broad indexes with nearly 30% weight in Financials and Energy companies,
an over-weight of more than 10% to the ex-State-Owned Enterprises Index. The ex-SOE
Index tilts away from these value sectors in favor of the growth-oriented Information
Technology and Consumer Discretionary sectors. The chart below illustrates the impact of
certain sector weights on P/E ratios. By removing banks and Energy stocks from the MSCI
China 1Index, two Tlower-growth industries with a high degree of state ownership, the
value-tilted MSCI china benchmark is at similar valuations to the ex-SOE Index.

EX-SOE: Comparable valuations to the U.S.

Comparison of P/E Ratio Vvaluation Statistics across Indexes (as of March 29,
2018)
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Sources: WisdomTree, FactSet. Past performance is not indicative of future results. You cannot invest directly in an index.

A review of sector exposures helps inform the valuation differentials as well as clearly
identify Targe sector bets. One of the biggest takeaways from the chart of sector
weights shown below is that the MSCI China Index has an almost 65% combined weight in
Financials and Information Technology. In our view, for a broad-based China index, these
are extreme sector weights. The S&P China 500 Index provides a much more diversified
approach across sectors, with no sector having more than a 25% weight. The sector
allocations that emerge from the ex-State-Owned Enterprises Index also provide some

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/blog/glossary#return-on-equity
https://wisdomtree.com/blog/glossary#basis-point
https://wisdomtree.com/blog/glossary#peg-ratio
https://wisdomtree.com/blog/glossary#msci-china-index

wWisdomTree BLOG ARTICLE

interesting insights to consider. Three sectors stand out as under-weights:

e Telecommunication Services: Large firms like China Mobile dominate this sector,
but these larger players are removed when the focus is on companies with Tless than
20% government ownership.

e Financials: When people think of Chinese Financials, the so-called “big four” come
to mind-China Construction Bank, Bank of china, Industrial and Commercial Bank of
Cchina and Agricultural Bank of china. Al1l of these firms are more than 20% owned by
the government and are widely viewed as instruments of state policy.

e Energy: In this strategic sector, there is also a preponderance of large firms that
are owned by china’s government, as it is focused on securing China’s energy future

Sector weight

WT China ex-
MSCI China State-Owned S&P China 500
Enterprises
Consumer Discretionary 9.1% 22.7% 11.3%
Consumer Staples 2.2% 4.1% 5.5%
Energy 4.8% 0.0% 2.9%
Financials 23.0% 15.8% 24.7%
Health Care 2.7% 6.9% 5.4%
Industrials 3.9% 5.5% 11.4%
Information Technology 40.8% 33.5% 20.9%
Materials 1.5% 2.3% 7.7%
Real Estate 5.3% 8.3% 5.9%
Telecommunication Services 4.3% 0.2% 1.6%
Utilities 2.3% 0.8% 2.6%
Total Weight 100.0% 100.0% 100.0%

Sources: WisdomTree, FactSet, 3/31/18. You cannot invest directly in an index. Weights subject to
change.

conclusion

wWe are bullish on the earnings growth potential across the region, but we caution
investors to consider trade-offs of growth and broadness across Chinese indexes.
valuations relative to the size of the growth opportunity, particularly in the ex-SOE
Index, do not seem stretched, in our view. For a deeper Took, check out our full white p
aper on these indexes.

Important Risks Related to this Article

Investing in Chinese 1issuers 1involves special risks, including (but not Tlimited to):
currency devaluations and exchange rate fluctuations; dintervention by the Chinese
government (including risk of nationalization or expropriation); higher rates of
inflation; greater political, economic and social uncertainty; market volatility; and
Tack of market Tiquidity. The Chinese financial sector 1is undergoing significant
structural and regulatory changes, which have the potential to adversely affect the
profitability of cChinese financial companies. The global deterioration of the credit
markets since Tate 2007 generally has had an adverse impact on a wide range of U.S. and
international financial institutions and markets. These domestic and global factors may
make cChinese financial companies especially vulnerable to Tlosses from rising interest
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rates, Tloan defaults, price competition, and credit and equity bubbles and crashes.
Consequently, securities 1issued by Chinese financial companies may exhibit dramatic
market price fluctuations.

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

Market capitalization : 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.

Price-to-earnings (P/E) ratio : share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.

S&P China 500 Index : Comprises 500 of the largest, most Tliquid Chinese companies
while approximating the sector composition of the broader Chinese equity market. All
Chinese share <classes 1including A-shares and offshore Tistings are eligible for
inclusion.

MSCI USA Index : is designed to measure the performance of large and mid cap segments
of the US market.

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.

Growth : characterized by higher price Tevels relative to fundamentals, such as

dividends or earnings. Price levels are higher because investors are willing to pay more
due to their expectations of future improvements in these fundamentals.

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

Basis point : 1/100th of 1 percent.

PEG ratio : A stock’s price-to-earnings ratio divided by the growth rate of its

earning.

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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