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They say every bull market needs to scale a wall of worry, and late last week, further
evidence was added to this truism: a possible $500 million default by a cChinese
investment trust that was distributed to investors by a state-owned bank, the Industrial
and commercial Bank of china (ICBC). The tremor reverberated outside China because a
Chinese banking crisis that spreads outside its borders 1is the type of exogenous shock
that could put an end to both the global economic recovery and the bull market in
stocks. However, I don’t believe this 1is the butterfly that starts a Shanghai tsunami.
over the weekend, news broke that investors in the trust would, 1in effect, be bailed
out, reversing the ICBC’s 1initial position that the 1investors 1in the trust would be
responsible for any losses. Chinese authorities could have used the pending default as a
teaching moment to instruct investors on the meaning of the phrase “moral hazard.” But
the interests of the Chinese government are broader than just maximizing profits for the
shareholders of a single company. Chinese government officials need to rein 1in the
excesses of China’s multi-trillion dollar shadow banking system while also maintaining
economic growth and social stability. Wwith credit spreads widening and cChina’s Central
Bank working hard to keep its interbank Tending system liquid, Chinese authorities have
Tlittle upside in Tletting outraged investors, who thought their investment came with
downside protection, hold 100% of the proverbial bag, particularly if their investment
capital, collectively through such trust offerings, helps cChina’s more speculative
companies expand. So some combination of the financial institutions or Tocal governments
involved, and not the wealthy private banking clients who bought into the trust, will
end up shouldering the Toss. 0dds are there will be more investment trusts that face
similar resolutions. So given this precedent, Chinese banks will Tikely bear more of the
burden for “trust” liabilities that would normally sit on the balance sheets of private
investors. The flare-up 1in china 1is a reminder of how interconnected the global
financial system and, therefore, the global economy are. The real risk in China is the
“true” quality of the Tloans on the books of the banks that were made to help fuel
China’s investment-led growth over the past decade. In a slowing economy, and certainly
in a recession, defaults rise, particularly among construction, real estate development
and operating companies that embarked on projects when access to credit and expectations
for growth were much greater. If those Toans remain on the books of the Chinese banks,
recessionary write-downs of such non-performing assets could trigger a huge margin call
on China’s credit-led expansion. At least that’s how things work when market forces are
allowed to roam free in a capitalist economy. Like the Greek Furies, the cyclical gods
of capitalist economies use market downturns to hunt down and punish those who took
excessive risks, often killing companies not strong enough to survive the full business
cycle. But cChina 1is an opaque, mixed economy, with key parts of its Tlargest economic
actors owned by the state. It’s hard to evaluate China as a risk when we don’t have
insight into the quality of the Tloans on its banks’ books. Nor do we know what a
recession looks 1ike 1in cChina, or how the government would respond if the credit bubble
were to burst. There is no savings & loan (S&L) crisis, or systemic banking crisis, we
can point to as a precedent. There’s just an economic expansion that’s in {its third
decade-leaving many to wonder: when and how will it end? Or is cChina so efficiently run,
and its capital so elegantly allocated, that we need not worry about excesses that
normally afflict economies at the end of business expansions? Ever since China entered
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the World Trade oOrganization (WTO) 1in 2001 and 1integrated itself 1into the global
economy, it hasn’t experienced what we would call a normal recession. Annual gross
domestic product (GDP) growth in China has never dipped below 6% since then, and even
now, with an $8 trillion economy, it continues to grow at 7%, according to government
reports. But, even though China has been the world’s fastest-growing major economy since
December 31, 2001, china’s equity market, as measured by the Shanghai Composite Index,
has dramatically underperformed the broader MSCI Emerging Markets Index. cChina’s stock
market has returned just 6.7% per year from 2001 through +the end of 2013,
underperforming the MSCI EM benchmark in U.S. dollars by 6 percentage points per year on
an annualized basis. We may now be seeing the Tlong-term effects of State ownership of
publicly traded enterprises. The Industrial and Commercial Bank of cChina 1is typically
one of the Tlarger holdings in most emerging market baskets. It represents nearly 7% of
the weight of the FTSE China 25 Index. The chart below shows how the Industrial and
commercial Bank of china (in white) (Ticker 1398: HK) has sold off over the past few
months, and how the weakening of financial stocks have also impacted the FTSE China 25
Index (in orange) (TXINOUU), 55% of which comprises stocks in the financial sector. By
comparison, the wWisdomTree cChina Dividend Ex-Financials Index (WTCXFTR), which measures
the performance of Chinese dividend paying stocks outside the financial sector (in
yellow), has declined just 1.5% since September 30, 2013:
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standardized Index performance. The risk of a potential banking crisis in Cchina remains.
But it is a risk, Tike the risk presented by the San Andreas Fault in california,
without a specific timeframe. Financial markets meander through each day, knowing that
one day the “big one” may hit. wWe just don’t know when. In the interim, with uncertainty
over how China will navigate a soft landing, P/E multiples on many Chinese companies and
on the Chinese equity market will 1ikely remain depressed. Further bad news out of China
relating to trust defaults will T1ikely -1impact the volatility of stocks 1in the U.s.
Assuming such rumblings stop short of a full-blown credit crisis, I believe any short-
term correction in U.S. stocks will mark another buying opportunity for Tong-term
investors 1in U.S. equities. In the next weeks, 1in Part II of this blog post, I’11
explore the three reasons why I believe the bull market in U.S. stocks still has Tegs.

Important Risks Related to this Article

Investments focused 1in china are idincreasing the impact of events and developments
associated with the region, which can adversely affect performance. Foreign investing

-
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involves special risks, such as risk of loss from currency fluctuation or political or
economic uncertainty.

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

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

Credit spread : The portion of a bond’s yield that compensates investors for taking
credit risk.

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 liquid asset.

Downside protection : A broad investment conception referring to the potential
mitigation of risk or negative return experience.

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

MSCI Emerging Markets Index : a broad market cap-weighted Index showing performance

of equities across 23 emerging market countries defined as “emerging markets” by MSCI.

FTSE China 25 Index : Represents the 25 Targest and most Tliquid Chinese stocks (H
Shares and Red Chips) listed and trading on the Hong Kong Stock Exchange.

WisdomTree china Dividend ex-Financials Index : The Index measures the performance
of dividend paying stocks outside financials sector. It is comprised of the 10 Targest
stocks selected by float adjusted market capitalization 1in each sector except
financials, selected from a universe of Chinese companies with at least $1 billion of

float-adjusted market capitalization.
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