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Japanese large caps have been a bright spot for value investors over the last three

years—particularly when implemented with a currency hedge, as the yen weakened

considerably.

The WisdomTree Japan Hedged Equity Index outperformed the MSCI Japan Index by more than

20% per year for three years—a dramatic relative differential from a combination of

better performance of the underlying equities and the currency hedge.

Index Annualized Total Returns: 8/31/20–8/31/23

I have long advocated that investors should default to being more hedged and taking less

currency risk when investing abroad—the S&P 500 has a weak dollar bias inherent to

multinational earnings (as I wrote about here). Thus, I see less diversification

stemming from adding foreign currency bets on top of the long foreign stock exposure.

Better Diversifier:  Rather, I see a strong U.S. dollar overlay on top of unhedged

stocks as a better diversifier to U.S. large caps.

Carry Trade : You are also paid the relative interest rate differential between

countries by hedging, and that number has approached 6% in Japan. The Bank of Japan has

maintained a negative interest rate policy at the short end while the Fed hiked rates

more than 500 basis points in about a year. This carry from hedging offers a nice added

return on top of what local Japanese investors earn in their own market.

The time to add foreign currency is when you have a view that currency should

appreciate.

The very large moves in the yen have some feeling the government and Bank of Japan will

intervene to arrest the slide. With a 5%–6% carry, you need the yen to drop below the

138–140 level, from the current 147 level, to break even from the carry you receive from
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hedging.

WisdomTree offers a Japanese small-cap ETF, DFJ, that is unhedged to the yen and for

those who do think government or central bank interventions could alter the yen’s

direction; a portfolio blend that is 50/50 hedged/unhedged with small caps is one thing

to explore for those who agree with my longer-term hedged baseline but want some added

yen exposure. Small caps are perhaps a more natural place to add the yen, as they’re

more sensitive to local economic dynamics than large caps, which often are more

competitive with a weak currency.

The below analysis compares a Japan portfolio (50/50 Blend of DXJ/DFJ) to standalone

investors in Japan and the global markets.

It has been difficult to beat the U.S. markets over the last five years. The MSCI EAFE

compounded at 4.1% a year, while the S&P 500 delivered 11.1% per year.

Yet note that DXJ outperformed the S&P 500 over the last five years, with more than

double the gains over the last three years.

Over the long run (last 13 years), DFJ has outperformed the MSCI Japan Index, but over

the last five years, large caps have benefited more from a weak currency.

 

For standardized returns as of the most recent quarter-end and the fund’s annual

expense ratio, please click the respective ticker: DXJ, DFJ.

One of the reasons Japan performed so well over recent years: an increased focus on

returning cash to shareholders in the form of dividends and buybacks.

Warren Buffett’s investment in five Japanese trading companies was an added catalyst in

the last three years as those companies dramatically grew payouts.

But over the last decade, one can see the dividend growth in the WisdomTree Japanese

Hedged Equity Index has been almost 10 times the dividend growth in the MSCI EAFE Index

and double that of the S&P 500 Index.

Even Japanese small caps delivered higher dividend growth than the S&P 500 over the last

decade!

Fundamental Driver of Return: Dividend Growth
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Valuations Supportive:

We started this piece with the comment that Japan has been a bright spot for value

investors from a performance perspective—but also still carries attractive valuations

when compared to other global value alternatives.

The S&P 500 is selling at more than 20 times trailing earnings and a considerable 10 P/E

point premium to international markets with the MSCI EAFE Index.

Japan Discount:  Both WisdomTree large and small caps trade at a good discount to the

MSCI EAFE Index of international stocks.

Japan was not known as a high-dividend country in the past.

But one can see even the MSCI Japan Index has a higher dividend yield than the S&P 500,

and both WisdomTree Japan strategies have competitive dividend levels compared to the

MSCI EAFE Index.

For the most recent month-end performance and 30 day SEC yield, please click the

respective ticker: DXJ, DFJ.

Further Catalysts

Japanese exchanges are taking action to catalyze corporate governance change, bring

refreshed sentiment and revitalize valuations in companies with price-to-book values bel

ow 1.0. 
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DFJ has an aggregate valuation below this critical 1.0 threshold, meaning there is still

room for valuation improvement as companies take action.

The most common response from Japanese management has been to increase dividends and

buybacks in a renewed spirit of shareholder-friendly corporate governance. Performance

has also improved for those with high dividend yields.

If one wants to add yen exposure because they think Japanese authorities think the yen

weakened too much, this portfolio blend of 50/50 DXJ and DFJ represents a solid value-

based option to do so.

Important Risks Related to this Article

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. Investments in currency involve additional special risks, such as credit

risk and interest rate fluctuations. Derivative investments 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. Please read the Fund’s prospectus for specific details regarding the Fund’s

risk profile.

Diversification does not eliminate the risk of experiencing investment losses. 

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,

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

+ Buffett Back for More in Japan

+ Japanese Stocks Are Hopping Higher

Related Funds

+ WisdomTree Japan Hedged Equity Fund

+ WisdomTree Japan SmallCap Dividend Fund

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

Large-Capitalization (Large-Cap) : A term used by the investment community to refer

to companies with a market capitalization value of more than $10 billion. Large cap is

an abbreviation of the term “large market capitalization”. Market capitalization is

calculated by multiplying the number of a company’s shares outstanding by its stock

price per share.

Hedge : Making an investment to reduce the risk of adverse price movements in an asset.

Normally, a hedge consists of taking an offsetting position in a related security, such

as a futures contract.

MSCI Japan Index  : A market cap-weighted subset of the MSCI EAFE Index that measures

the performance of the Japanese equity market.

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.

Diversification : A risk management strategy that mixes a wide variety of investments

within a portfolio.

Carry trade   : A trading strategy that involves borrowing at a low-interest rate and

investing in an asset that provides a higher rate of return.

Interest Rate Differentials    : The Difference between the 2 Year interest rate swaps

of the United Kingdom vs. the United States.

Federal Reserve   : The Federal Reserve System is the central banking system of the

United States.

Basis point : 1/100th of 1 percent.

Small caps   : new or relatively young companies that typically have a market

capitalization between $200 million to $2 billion.

Central bank : Refers to the the monetary authority of any country.

MSCI EAFE Index : is a market cap-weighted index composed of companies representative

of the developed market structure of developed countries in Europe, Australasia and

Japan.

Dividend growth : The growth in trailing 12-month dividends for the specified universe.

Valuation  : Refers to metrics that relate financial statistics for equities to their

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.
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