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One of the investment factors gaining popularity in the U.S. marketplace has been the qu

ality factor. For international markets, we’ve seen growing adoption of factor investing

for broad-based regions, but for country allocations, we’ve seen reluctance by investors

to move beyond some of the original exchange-traded funds (ETFs) in their respective

categories.

 

Japan is a market where WisdomTree has a unique position as being the first ETF provider

to offer a currency-hedged exposure with the WisdomTree Japan Hedged Equity Fund (DXJ).

DXJ employs a methodology similar to WisdomTree’s original offering of dividend-weighted

stock Indexes, but it also provides a screen to global companies with a requirement that

purely local Japanese stocks (those with more than 80% of revenue from Japan) are

excluded from the Index.

 

Just over two years ago, WisdomTree launched a Japanese version of the Quality Dividend 

Growth Index methodology that WisdomTree debuted in 2013 in the U.S. markets. This Index

methodology incorporates dividend weighting, but it has a stock-selection methodology

that narrows it to stocks with high return on equity (ROE), high return on assets (ROA)

(which penalizes the use of leverage) and strong earnings growth expectations. 

 

In many ways, the quality screens WisdomTree developed four years ago foreshadowed

similar screens that the JPX-Nikkei Index 400 now includes. The JPX-Nikkei Index 400 is

the Abe government-promoted Index in Japan meant to encourage better focus on corporate

governance and shareholder-friendly actions such as increasing dividends and buybacks to

foster better ROE. 

 

In some ways, the JPX-Nikkei Index 400 has more relaxed requirements to get included.

The WisdomTree Japan Quality Dividend Growth Index employs a more stringent quality

focus—for starters by including fewer stocks; only the 300 best-ranked stocks per the

stock selection methodology. Moreover, WisdomTree’s ranking is done on the combined

quality and growth prospects—not the total size of the firm or total size of its

earnings. This ranking leads to stocks that we believe are from companies with better

profitability metrics and have in aggregate stronger earnings prospects.

 

Return to Operating Profitability in Japan 

 

We have been presenting the case on the long-term return to operating profitability in

the U.S. markets. Japan is an interesting case: At face value, knowing the market has

deflated from one of the largest bubbles of all time in 1989—where value investing has

been a particularly good long-term strategy—it is not obvious that a focus on just

profitability metrics would have been a strong long-term strategy. Based on the Fama–Fre
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nch factor universe for Japan,1 however, it is clear that operating profitability worked

as a factor strategy for Japan over the last three decades. Whether it is among the

largest market cap stocks where the highest-profitability stocks outperformed the

lowest-profitability stocks by 255 basis points (bps) per year, or the smallest cap

stocks where highest-profitability stocks outperformed by just under 300 bps per year,

we saw a consistent trend of profitability being rewarded in the Japan focus. 

 

Profitability and Size, Japan Quintiles: 6/30/1990–3/31/2017

 

DXJ and JHDG vs. Japan Benchmarks

 

In the two years that we have been running the WisdomTree Japan Hedged Quality Dividend 

Growth Fund (JHDG)—our quality strategy for Japan that neutralizes the currency impact,

similar to DXJ—we have also seen that quality has been working particularly well in

real-time results.

 

Whereas DXJ has returned very close to the MSCI Japan market returns, JHDG has added

about 225 bps per year ahead of the MSCI Japan Index local returns (NDDLJN) and about

165 bps per year ahead of the JPX-Nikkei Index 400 (JN4NUH).2

 

WisdomTree Japan Fund vs. Benchmark Indexes (April 9, 2015 — May 24, 2017)
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Sector Differentials

 

From a sector overview, the primary difference between DXJ and JHDG comes down to sector

exposures. Both Funds have their largest exposure to the Consumer Discretionary sector—

many of the global brands are competing at higher levels of profitability on a global

basis. But beyond that sector, Telecommunications is a large exposure in JHDG and the

largest over-weight compared to DXJ, along with smaller over-weights to Consumer Staples

and Real Estate.
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DXJ has a larger exposure to Financials than the quality fund, JHDG. Quality also is

under-weight in some of the Industrials and Health Care exposures, although those are

modest differences compared to Financials. 

 

Telecom and Financials are thus the two most notable differences that quality is over-

weight the former and under-weight the latter. 

 

If you are looking at Japanese exposures and are willing to look beyond the most liquid

vehicles like DXJ, we believe our Quality Dividend Growth Strategy offers an interesting

long-run alternative that taps into the quality factor research discussed above. 

 

 

1Fama-French factors include beta, size, value, operating profitability and investment

patterns. Additional details on these factors can be found from the Kenneth R. French

Data Library, http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/Data_Library/f-

f_5developed.html

2Source: WisdomTree, 4/9/15–5/24/17. Time frame chosen for inception of JHDG on 4/9/15.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Foreign

investing involves special risks, such as risk of loss from currency fluctuation or

political or economic uncertainty. Funds focusing their investments on certain sectors

increase their vulnerability to any single economic, regulatory or sector-specific

development. This may result in greater share price volatility. The Funds focus their

investments in Japan, which can be impacted by the events and developments in Japan that

can adversely affect performance. Dividends are not guaranteed and a company currently

paying dividends may cease paying dividends at any time. The Funds use various

strategies to attempt to minimize the impact of changes in the Japanese yen against the

U.S. dollar, which may not be successful. 

 

Investments in derivative investments can be volatile, may be less liquid than

securities and may be more sensitive to the effect of varied economic conditions. As

these Funds can have a high concentration in some issuers, the Funds can be adversely

impacted by changes affecting those issuers. The Funds invest in the securities included

in, or representative of, their Index regardless of their investment merit and the Funds

do not attempt to outperform their Index or take defensive positions in declining

markets. Due to the investment strategy of these Funds they may make higher capital gain

distributions than other ETFs. Please read each Fund’s prospectus for specific details

regarding each Fund’s risk profile.

 

The Global Industry Classification Standard (“GICS”) was developed by and is the

exclusive property and a service mark of MSCI Inc. (“MSCI”) and Standard & Poor’s

(“S&P”), a division of The McGraw-Hill Companies, Inc. and is licensed for use by

WisdomTree Investments, Inc. Neither MSCI, S&P nor any other party involved in making or

compiling the GICS or any GICS classifications makes any express or implied warranties

or representations with respect to such standard or classification (or the results to be

obtained by the use thereof), and all such parties hereby expressly disclaim all

warranties of originality, accuracy, completeness, merchantability and fitness for a

particular purpose with respect to any such standard or classification. Without limiting

any of the foregoing, in no event shall MSCI, S&P, any of their affiliates or any third

party involved in making or compiling the GICS or any GICS classifications have any

liability for any direct, indirect, special, punitive, consequential or any other
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damages (including lost profits) even if notified of the possibility of such damages.

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

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.

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

Quality Factor   : Excess returns achieved by companies exhibiting higher quality or

profitability vs the market. Typically measured using operating profitability, return on

equity and/or return on assets.&nbsp.

Currency hedging : Strategies designed to mitigate the impact of currency performance

on investment returns.

Dividend : A portion of corporate profits paid out to shareholders.

Return on Equity (ROE) : Measures a corporation’s profitability by revealing how much

profit a company generates with the money shareholders have invested.

Return on assets (ROA) : Firm profits (after accounting for all expenses) divided by

the firm’s total assets. Higher numbers indicate greater profits relative to the level

of assets utilized to generate them.

JPX-Nikkei 400   : is composed common stocks whose main market is the TSE 1st section,

2nd section, Mothers or JASDAQ market (in principle). The components are reviewed

annually to keep the representativeness of the market. The Annual Review shall be

conducted at the end of August as follows.(1)1000 stocks are selected based on trading

value in the past 3 years and the market value on the selection base date (the end of

June) of the Annual Review, (2)Each stock is scored by 3-year average ROE, 3-year

cumulative operating profit and market value on the selection base date with the weights

on the each indicator 40%, 40%, 20% respectively, (3)400 stocks are selected by the

final ranking with the scores calculated in (2) and qualitative factors from the

perspectives of corporate governance and disclosure. In case of delisting of the

components due to a merger or bankruptcy etc, new stocks shall not be added in

principle. When the Annual Review is conducted, the number of components is back to 400,

therefore the index is calculated with less than 400 components until then.

Buyback : When a company uses its own cash to purchase its own outstanding shares; may

positively impact the share price.

100% Passively Hedged Approach : Strategy designed to have the full currency exposure

hedged, regardless of any changes in market conditions.

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.

Basis point : 1/100th of 1 percent.
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