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For the last several decades, China’s economy has been growing at an extraordinary clip
and now stands as the second Targest economy in the world. Inevitably that rate must
slow, which is exactly what has happened each year since 2010.

The absolute rate of growth of the economy is a strong point of pride in china, and
authorities in the country have historically made it clear each year what they would
Tike to see as the target growth rate. For the last several years, however, that growth
mandate may have come at the expense of stability in the economy.

China 1is unique 1in that much of the private sector 1is concentrated in state-owned
enterprises (SOE), which can be heavily influenced by government entities. Some critics
have argued that these state-owned corporations have been encouraged to take on
excessive leverage in order to help prop up the culturally significant gross domestic pr
oduct (GDP) growth rate. This way, a hard Tanding would make way for a gradual sTlowdown.
The hard Tanding has thus far been avoided, but at a cost, as China’s total debt/GDP
ratio has soared in recent years, climbing from 194% of GDP in 2011 to 258% at the end

of 2016.1
Changes Coming from the Top

The Chinese authorities had seemed to Tlargely ignore the growing number of red flags as
Tong as the economy chugged along as desired. However, the past few months have seen a
marked change in behavior from the top down.

e In March, cChina’s premier, Li Keqiang, set the 2017 GDP growth target of “around

6.5%, or higher if possible,”? providing flexibility in verbiage and implying that

the minimum growth rate was not the traditional meet-or-else requirement.

e On April 25, President Xi Jinping gathered together some of the top politicians to

discuss “safeguarding national financial-market security.”3 That the president Tled
this meeting (as opposed to bankers and regulators) should underscore how serious
the government is about fixing the debt issue.

e Importantly, accelerating the urgency of the situation 1is the upcoming twice-a-
decade Tleadership transition, which will take place Tlater this fall. Surely the
Chinese government wants to be on stable footing before then.

with renewed mandates to fix skyrocketing debt, regulators got to work-and the effects
were immediate.
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Impact of Tightening on Financial Markets

The deleveraging campaign has been aimed at the shadow banking sector, as nontraditional
Tenders have proliferated in recent years due to their lack of regulatory burden.

Two specific targets in shadow banking have been wealth management products (WMPs) and e
ntrusted loans, both of which have significantly risen in prominence during the Tlast few
years. This April, the number of WMPs issued by Chinese banks fell by 39%, and the total

value of entrusted loans fell by 4.8%the first contraction in loans since 2007.% That is
on top of an increase in the overnight Tending rate (which began 2017 at 2.12% and ended

April at 2.88%) and increased standards on new property purchases.

Chinese stocks and bonds have fallen sharply as a result of the crackdown, wiping away

at least $450 billion in total value between mid-April and early May.® Among Chinese
equities, an important distinction 1is that the pain was mostly felt on the onshore
market (A-shares), but the offshore market (H-shares) has been relatively insulated.

Difference between Chinese Equity Markets

The two Chinese onshore stock markets are the Shenzhen Stock Exchange and the Shanghai
Stock Exchange.

e Shenzhen Composite Index: Targely features the smaller, fast-growing stocks that
represent much of the “new” China

o Shanghai Composite Index: still relatively concentrated in the traditional state-
owned financial and industrial behemoths (with a 31.9% allocation to SOEs’)

onshore markets have started to open to foreigners in recent years but still tend to be
primarily traded by domestic retail investors; as such, they can be quite volatile
during market turbulence (with a 10-year standard deviation of 34.0% for the Shenzhen
Composite and 29.7% for the Shanghai Composite, as compared to 15.3% for the S&P 500 and

23.5% for the MSCI EM Index®).

The offshore stock market, the Hong Kong Stock Exchange (and the Hang Seng Index), is
similar in composition to the Shanghai Composite in that it also has a large allocation
to mature state-owned companies, especially among banks. Because such a large portion of
the Index is more reflective of the “old” china, the Hang Seng tends to trade at a
discount to the two onshore markets, but 1is typically less volatile due to its more
patient global investor base.

Several other closely followed dindexes gauge the offshore market, with the primary
differences being that in addition to owning H-shares, some of them also include U.S.-
Tisted chinese stocks (MSCI china Index and S&P China BMI Index), whereas some do not (F
ISE China 50 Index). However, each has a significant weight to SOEs, particularly in the
financial sector.

% wWeight in State-owned Enterprises
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which china Market to own?

Given the size of the cChinese economy and market, we believe it is simply too big to not
own, particularly for investors with tracking error constraints. That said, due to the
many nuances of the Chinese stock markets, we believe investors would be prudent to take
a more discretionary approach than simply owning all parts of the market.

In 2015, wisdomTree created an index that takes the liquidity and valuation advantages
of the offshore markets, complements them with the growth potential of the fast-growing
technology and consumer names and reduces one of the biggest risks normally affiliated
with Chinese investing.

The wisdomTree China ex-State-Owned Enterprises Index invests in both H-shares and U.S.-
Tisted Chinese stocks, and thus has exposure to growth technology stocks such as Alibaba

and Baidu.? The key difference between the wisdomTree Index and the other offshore-
focused indexes 1is that the WwisdomTree Index reduces exposure to companies with
significant state ownership at its annual rebalance, and thus will be less influenced by
government mandates. This 1is an increasingly important distinction given the current

market environment-and with Q1 GDP coming in at a better-than-expected 6.9%,10
authorities may have room to tighten further in the months ahead.

Performance during Tightening

Indeed, during the deleveraging campaign over the past few weeks, a clear delineation
between winners and losers in China has emerged. The volatile onshore markets have seen
their previous gains for the year erased. The offshore markets, despite holding up
better than the onshore ones, have been weighed down by their lagging positions in SOEs-—
which have been magnified given the underperformance of the financial sector. On the
flipside, the wisdomTree Index has continued to rally, seemingly unaffected by the
crackdown.
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Source: Bloomberg, as of 5/15/17. Past performance is not indicative of future results. You cannot invest directly in an index. Index performance does not represent
actual fund or portfolio performance. A fund or portfolio may differ significantly from the securities included in the index. Index performance assumes reinvestment of
dividends but does not reflect any management fees, transaction costs or other expenses that would be incurred by a portfolio or fund, or brokerage commissions
on transactions in fund shares. Such fees, expenses and commissions could reduce returns.

Given that the offshore-focused indexes are heavily allocated toward the very financial
firms with messy Toans on their books that the debt mandate is aimed at reducing, this
trend of outperformance may persist down the road.

conclusion

For 1investors who want to access the Chinese markets while also being cognizant of the
debt situation, the WwisdomTree China ex-State-Owned Enterprises 1Index provides a
powerful balance of risk, valuation sensitivity, growth prospects—-and, most of all,
balance sheet freedom. Investors wanting to take advantage of this opportunity could
Took to the WisdomTree China ex-State-Owned Enterprises Fund (CXSE), the ETF that tracks
this Index.

1source: Bloomberg, as of 12/31/16.
2gloomberg, 3/4/17.
3B1oomberg, 4/26/17.
Bloomberg,

4source: 5/5/17.

>Source: Bloomberg,

5Source: Bloomberg,

’source: Bloomberg,

as of 4/30/17.
as of 5/7/17.

as of 4/30/17.

8source: Bloomberg, as of 4/30/17.
%visit wisdomTree.com for current holdings.

0source: Bloomberg.

Important Risks Related to this Article

Statements concerning financial market trends are based on current market conditions,
which will fluctuate. References to specific securities and their dissuers are for
illustrative purposes only and are not intended to be, and should not be interpreted as,
recommendations to purchase or sell such securities.
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There are risks associated with investing, including possible Toss of principal. Foreign
investing 1involves 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
Tess Tiquid 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 increases its
vulnerability to any single economic or regulatory development related to such sector.
As this Fund can have a high concentration in some issuers, the Fund can be adversely
impacted by changes affecting those dissuers. 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 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 its
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 qinternal 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 idinvestment 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

Leverage : Total assets divided by equity. Higher numbers indicate greater borrowing to

finance asset purchases; Tleverage can tend to make positive performance more positive
and negative performance more negative.

Gross domestic product (GDP) : The sum total of all goods and services produced
across an economy.

Shadow banking system : A collection of non-bank financial intermediaries that provide
services similar to traditional commercial banks.

Entrusted loan : A loan between borrowers and lenders that is organized by an agent
bank.

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.

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

the Hong Kong Stock Exchange or other foreign exchange.

Shenzhen Composite Index : An actual market-cap weighted index (no free float factor)
that tracks the stock performance of all the A-share and B-share 1lists on Shenzhen Stock
Exchange.

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

MSCI Emerging Market 1Index : The MSCI Em (Emerging Markets) Index is a free-float

weighted equity index that captures large and mid cap representation across Emerging
Markets (EM) countries.

Hang Seng Index : oOne of the earliest stock market indexes in Hong Kong. Publicly
Taunched on 24 November 1969, the HSI has become the most widely quoted indicator of the
performance of the Hong Kong stock market. To better reflect the price movements of
major industry sectors of the market, HSI constituent securities are grouped 1into
Finance, Utilities, Properties, and Commerce and Industry Sub-indexes.

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

S&P china BMI Index : A comprehensive benchmark that defines and measures the
investable universe of publicly traded companies domiciled in china, but are Tegally
available to foreign investors.

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.

Tracking Error : Can be discussed as both the standard deviation of excess return
relative to a specific benchmark, or absolute excess return relative to a specific
benchmark.

Liquidity : The degree to which an asset or security can be bought or sold in the

market without affecting the asset’s price. Liquidity is characterized by a high Tevel
of trading activity. Assets that can be easily bought or sold are known as 1liquid asset.

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



wWisdomTree BLOG ARTICLE

_______________________ _: 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.

_______________________ ¢ An index is created by applying a certain set of selection and weighting
rules at a certain frequency. WisdomTree rebalances, or re-applies its rules based
selection and weighting process on an annual basis.
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