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SIX REASONS NOT TO WORRY ABOUT
DELISTING CHINESE EQUITIES
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The recent move to potentially delist Chinese companies from American exchanges has made
for good headlines. But the risk to Chinese equities—particularly the non-state-owned
segment of China or emerging markets, where China 1is about one-third of total weight-is
minimal. The risk comes mainly from the expected growth potential of the global economy.

Unless the U.S.-Chinese relationship reaches a point of no return with substantial
escalation to financial “nuclear war,” which would be even more severe than the trade
conflict, investors should realize that the risk from current conflicts is secondary to
fundamental earnings factors driving Chinese equities.

I’ve broken down six reasons why I believe that the delisting threat is insignificant.
1. The Bill Has Not Yet Passed in the House

First, the Holding Foreign Companies Accountable Act, which passed the Senate on May 20,
2020, still needs to pass the House to be enacted. Though there 1is broad bipartisan
support, the fact that it has not passed as of August suggests that companies would be
able to delist in an orderly fashion.

As passed, the law was also vague on the timing and process of delisting, asking
companies to submit audits to the Public Company Accounting Oversight Board (PCAOB),
which oversees all U.S. public companies’ audits. Failure to provide information for
three consecutive years would Tead to the delisting of a company’s shares. The general
interpretation of this requirement 1is that companies will have three years to sort
through the process.

This point 1is crucial, because 1if delisting happens 1in an orderly fashion, then a
natural home for delisted companies such as Alibaba and Baidu 1is the Hong Kong Stock
Exchange, which has actively courted them to relist their shares. Larger companies such
as Alibaba and JD.com have already finished dual 1listing in Hong Kong and New York, with
several other companies preparing for dual 1listing in Hong Kong.

2. ETFs Are Impacted Differently Than Individual Stocks

That brings us to the second point: If these companies already have dual Tistings by the
time the Taw passes, investors in exchange-traded funds (ETFs) who seek tracking indexes
—such as the wisdomTree China ex-State-Owned Enterprises Index-wouldn’t even notice the
impact on their portfolios. A swap of New York Stock Exchange (NYSE) shares for Hong
Kong shares would most Tikely be treated as a corporate action, which happens daily in
the background for portfolio managers. For dinvestors who directly own those stocks
instead of ETFs, it may be a bit more complicated, depending on how their respective
brokerages handle corporate actions.

3. The Role of the PCAOB

The history of the PCAOB is as much about regulatory power as it is about protecting
investors from fraud. The PCAOB was created in response to the October 2001 Enron
scandal. Enron’s auditor is believed to have colluded with the company to manipulate and
falsify dits accounting records. The PCAOB 1is supposed to be the auditor’s auditor,
regulating companies such as Ernst &young (EY) and PricewaterhouseCoopers (PwC). The
current conflict 1is this: Does a Chinese company such as Alibaba fall under the
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regulatory jurisdiction of the U.S. PCAOB because it is Tisted on the NYSE, or under the
Chinese equivalent of the PCAOB because it is a Chinese company?

Most of the Chinese companies Tisted on the NYSE use the cChinese branches of the Big
Four U.S. auditors. Chinese firm Luckin cCoffee-which has been accused of committing
accounting fraud-used EY as an auditor. But most news articles missed the fact that EY
didn’t certify 1its recent annual report, which is believed to have contained the period
when the fraud allegedly occurred. Presumably for legal reasons, EY has been silent on
whether 1its auditing has 1independently uncovered fraud. Emerging market companies
generally carry a valuation discount for the possibility of accounting fraud, so it is
not necessarily evident that delisting would help protect U.S. investors.

4. other Risks in Chinese Equities (Besides Delisting)

Chinese equities have other risks beyond delisting. If U.S. public opinion turned
sharply against China and started to view investment in any Chinese stock as analogous
to what happened in South Africa during the apartheid era, there would be substantial
divestment that could lead to Tlower valuations. That opinion has not translated into
mainstream investment action so far. Based on most of the sanctions imposed to date, the
non-state-owned segment of Chinese equities 1is T1ikely to be Tless politically
controversial than banks or state-owned energy firms.

Based on the U.S. response to Chinese restrictions on airlines flying between the two
countries this year, as well as TikTok and weChat executive actions and Tlegal
challenges, a theme of “reciprocity 1in market access” seems to be driving future
economic conflicts.

5. Potential Ooutcomes of a Reciprocity-Based Strategy

This reciprocity-based strategy does not suggest a dramatic escalation of U.S.-China
financial conflict, such as forbidding U.S. idinvestors from 1investing in any Chinese
equity, whether 1listed on the Hong Kong Stock Exchange or the Chinese mainland.

This kind of escalation of financial “nuclear war” would be a bigger conflict than the
current trade war. Equity markets would suffer if that worst-case scenario were
realized.

The hope, the belief, is still that the U.S. and China will work out some issues based
on mutual benefits and common ground, with whack-a-mole conflicts across broad economics
and politics persisting decades down the road. we can only follow winston Churchill’s
advice: “It is a mistake to try to look too far ahead. The chain of destiny can only be
grasped one 1link at a time.”

6. The Primary Factor (Expected Earnings Growth Rate) Driving Chinese Equities
Has Not Changed

The final point 1is that the primary factor driving Chinese equities 1is the expected
earnings growth rate and whether actual growth supports current valuations.

Pinduoduo, an e-commerce company that directly competes with Alibaba and JD.com, has
seen heavy volatility recently. It delivered high growth, but not as much as the Street
had hoped for in its rich valuation. The top non-state-owned Chinese firms that are the
most vibrant segment of the cChinese economy have delivered significant sales growth
compared to top U.S. firms in the S&P 500.

Future earnings and stock price increases of these companies will come from both U.S.
and Chinese economic growth continuing to support global growth.
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WT China ex-SOE Index: Top 10 Firms in the Communication, Information Technology and
Consumer Discretionary Sectors

Annualized Sales Annualized Sales

CumpRnii Rt Growth (3 Years) Growth (5 Years)

Full Index 20.30% 17.20%
Tencent Holdings Ltd. 13.70% 3410% 3390%
Alibaba Group Holding Ltd. Sponsored ADR 13.00% 48.60% 43.80%
Meituan Dianping Class B 3.50% - -

JD.com, Inc. Sponsored ADR Class A 3.10% 28.90% 35.00%
Baidu, Inc. Sponsored ADR Class A 2.60% 13.60% 14.30%
NetEase, Inc. Sponsorad ADR 2.10% 19.60% 38.80%
TAL Education Group Sponsored ADR Class A 1.70% 54.20% 52.20%
Xiaomi Corp. Class B 1.70% - -

Midea Group Co. Ltd. Class A 1.50% 24.10% 14.20%
Yurn China Holdings, Inc. 1.50% 9.10% -

Top 10 Total/Median Sales Growth 44 30% 26.50% 35.00%

S&P 500 Index: Top 10 Firms in the Communication, Information Technology and Consumer

Annualized Sales Annualized Sales

Comg bz R Growth (3 Years) Growth (5 Years)
Full Index 6.80% 5.10%
Microsoft Corporation 5.60% 16.30% 7.50%
Apple Inc. 5.00% 7.10% 6.00%
Armazon.com, Inc. 3.80% 27.30% 25.80%
Alphabet Inc. Class A 320% 21.50% 19.60%
Facebook, Inc. Class A 1.90% 36.80% 41.50%
Visa Inc. Class A 1.30% 13.80% 12.70%
Intel Corporation 1.10% 6.60% 5.20%
Verizon Communications Inc. 1.00% 1.50% 0.70%
Mastercard Incorporated Class A 1.00% 16.10% 12.30%
ATE&T Inc. 1.00% 3.40% 6.50%
Top 10 Total/Median Sales Growth 24 90% 15.00% 9.90%

Sources: WisdomTree, FactSet, as of July 31, 2020

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.

Earnings growth estimates : Bloomberg analysts’ Tong-term earnings growth

expectations, which encompass the estimated growth in operating earnings per share over
the company’s next full business cycle, typically three to five years.

volatility : A measure of the dispersion of actual returns around a particular average

Tevel.&nbsp.
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