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For Japanese of a certain age, the inflation shock of the Covid and post-Covid era is a

bit of a wake-up call. After trending either downward or ever-so-slightly upward since

the 1990s, suddenly Japan’s CPI bolted higher in just the last few years. The primary

cause: a collapse in the yen from ¥103 per dollar in early 2021 to ¥155 (figure 1).

Figure 1: USDJPY Has Fueled Japan’s Surprise Inflation

This jolt has been more than psychological.

With its currency in the basement, the other side of the inflation coin is Japan’s

sudden competitiveness on the wage front. In late 2012, when the yen was so strong that

a dollar only fetched ¥77.8, a Japanese worker who earned ¥1,000 could convert that wage

to $12.85. Fast forward to the present. In the last dozen or so years, the average

Japanese worker’s wage only grew at a 0.6% yearly rate, according to the OECD. But when

you convert today’s ¥1,075.8 wage to USD, that is $6.92.

In contrast, an American who earned $12.85 back then has seen annual income growth of

3.6%. Compounded to the present, the American worker is up to $19.46. That is about

triple the Japanese worker’s compensation in USD terms (figure 2).

Figure 2: Japan’s Wage Arbitrage
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In the U.S., both the manufacturing and services gauges for the ISM PMI have broken

below 50, the line of demarcation1 between expansion and contraction (figure 3). Japan’s

Tankan survey is in the opposite camp: both gauges are above the zero line on that

diffusion index. In the case of services, the 34 it registered in the latest survey is

the highest in three decades.

It’s little wonder why this is the case: wages are paid in cheap yen while foreign

revenues are collected in stronger currencies such as the dollar.

Figure 3: U.S. in Contraction, Japan in Expansion

I’ve written extensively about the country’s expansion of the NISA retirement system,

the country’s defined contribution program. The bullish event was the tripling in the
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annual maximum contribution amount that went into effect for 2024. Depending on the

exchange rate at any given time, the contribution limit, in USD terms, leaped from

$7,500-$8,000 per year to $22,500-$24,000.

As we imagined would happen, a large amount of NISA contributions have been going into

Japanese stocks, seemingly on account of many Japanese coming to realize that 0% yields

on bonds are no longer going to cut it amid the country’s sudden flirtation with

structural inflation.

The Japan Times reported on May 5:

Nearly 50% of investments made through the new Nippon Individual Savings Account, or

NISA, program went to Japanese stocks from January through March, a survey has

shown…

"The amount bought via NISA was more than three times the year-before level," Daiwa

Securities Managing Executive Director Kotaro Yoshida said, explaining moves by NISA

account holders at the company…

Stocks with stable and high dividends were especially popular.

The confidence to purchase Japanese equities has been helped by the Name and Shame

List initiative of the Tokyo Stock Exchange (TSE), which is strong-arming companies into

a shareholder-friendly corporate governance regime.

Under a push called “Management That IS Conscious of Cost of Capital and Stock Price,”

they told all listed companies that they needed to put together proposals for getting

their price-to-book ratios and profitability metrics higher. Those who didn’t propose a

corporate governance game plan would be shamed by having their name on the notorious

list.

It worked. Most companies have complied (figure 4). We tabulate that 78.7% of the market

capitalization of DXJ, the WisdomTree Japan Hedged Equity Fund, created a proposal. In

our two small-cap mandates, DFJ and DXJS, 60%-61% of the market cap has developed a

profitability strategy that is to the stock exchange’s satisfaction.

Figure 4: Three-Quarters of Companies Have Made Name & Shame List Disclosures

For definitions of terms in the chart above, please visit the glossary.

Because the TSE is so focused on sub-1.0 price-to-book ratios, there is something that

is promising for DXJ at the moment: nobody wants to be the executive who presides over a

lowly equity valuation. In terms of a catalyst for DXJ, about 20% of its exposure is in

stocks whose price-to-book ratio is below 1.0, ostensibly because most of them have not

(yet) complied with the demands of the TSE. As they do—so the theory goes—then perhaps

those firms’ valuations could rerate upward.
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Figure 5: DXJ vs. MSCI Japan, Sorted by Price-to-Book Value

We have three long-only Japan Funds. They are:

DXJ: WisdomTree Japan Hedged Equity Fund

DXJS: WisdomTree Japan Hedged Small Cap Equity Fund

DFJ: WisdomTree Japan Small Cap Dividend Fund

 

 

1 Demarcation = the marking of the limits or boundaries of something

Important Risks Related to this Article

DXJ/DXJS/DFJ: There are risks associated with investing, including the 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

Japan, thereby increasing the impact of events and developments in Japan that can

adversely affect performance. This may result in greater share price volatility. Funds

focusing their investments on smaller companies or certain sectors increase their

vulnerability to any single economic or regulatory development. Please read the Fund’s

prospectus for specific details regarding the Fund’s risk profile.

DXJ/DXJS: Investments in currency involve additional special risks, such as credit

risk, interest rate fluctuations, and derivative investments, which can be volatile and

may be less liquid than other securities, and more sensitive to the effect of varied

economic conditions. As this Fund can have a high concentration in some issuers, the

Fund can be adversely impacted by changes affecting those issuers. Due to the investment

strategy of this Fund it may make higher capital gain distributions than other ETFs.

Dividends are not guaranteed, and a company currently paying dividends may cease paying

dividends at any time. 

For the top 10 holdings of DFJ please visit the Fund's fund detail page at https://www.w

isdomtree.com/investments/etfs/equity/dfj

For the top 10 holdings of DXJ please visit the Fund's fund detail page at https://www.w

isdomtree.com/investments/etfs/equity/dxj

For standardized performance and the most recent month-end performance click here NOTE,
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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.

Related Blogs

+ China Is Following Japan’s Lead on Capital Markets Reform

+ Japan’s Retirement Contribution Overhaul Is Fueling Its Bull Market

+ Japanese Stocks Are Red Hot

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. 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.
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DEFINITIONS

Consumer Price Index (CPI)     : A measure that examines the weighted average of prices

of a basket of consumer goods and services, such as transportation, food and medical

care. The CPI is calculated by taking price changes for each item in the predetermined

basket of goods and averaging them; the goods are weighted according to their

importance. Changes in CPI are used to assess price changes associated with the cost of

living.

ISM Services PMI    : The ISM Services PMI (formerly the ISM Non-Manufacturing Index)

provides a detailed look at the economy from a non-manufacturing standpoint.

Price-to-book ratio   : Share price divided by book value per share. Lower numbers

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