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For the first five months of 2014, Japanese equities1 didn’t deliver compelling

performance, yet economic conditions in Japan, thanks to Abenomics, are looking better

and better. We notice that many of Japan’s largest, most globally oriented firms don’t

trade strictly on what’s going on in Japan, though, and their share prices are heavily

influenced by developments around the world. We believe that small-cap Japanese stocks

may offer greater sensitivity to the local economy. And the evidence is encouraging:

small caps are currently outperforming their more global brethren in the large-cap

space. Thus, we believe that fears about Japan’s consumption tax hike derailing Japan’s

local economy are misplaced, since small caps are much more heavily dependent on actual

Japanese consumption. WisdomTree has an array of Indexes focused on different parts of

Japanese equity markets. Performance in 2014 through May 31, 2014 • WisdomTree Japan

SmallCap Dividend Index (Japan SmallCaps Unhedged): 0.72%. Click here for full Index

performance. • WisdomTree Japan Hedged SmallCap Equity Index (Japan SmallCaps Hedged ):

-3.21%. Click here for full Index performance. • WisdomTree Japan Hedged Equity Index

(Japan Global Exporters Hedged): -5.34%. Click here for full Index performance. While

past performance does not guarantee future results, it’s important to note that, over

this period, the Japanese yen has appreciated approximately 3.5% versus the U.S. dollar,

explaining the majority of the performance difference between Japan SmallCaps Unhedged,

which benefits from an appreciating yen—and Japan SmallCaps Hedged, which does not. Even

so, both of these Indexes have provided some mitigation of negative performance compared

to Japan Global Exporters Hedged—the most globally sensitive of the three Indexes shown.

Japan Small Caps Since 2006     One five-month period is not enough to serve as the

foundation for too many conclusions, but one Index on this list—Japan SmallCaps Unhedged

—has been around since 2006, giving us the ability to look at nearly eight years of

performance and to include the impact of the 2008–09 global financial crisis. Evolution

of Sector Exposures   Japan SmallCaps Unhedged is focused on dividend payers. Unlike

U.S. small caps2, where only roughly half of broad-based small-cap indexes paid at least

one dividend over the prior 12 months, in Japan the figure was nearly 96% (as of

5/31/14). Going back to 2006, the Consumer Discretionary and Industrials sectors have

tended to garner the largest weights—each over 20% on average. While intuition may

suggest that a dividend-focused approach would tilt heavily toward defensive sectors,

what we’ve seen in this particular segment of the market is that the strategy has tended

to largely avoid Utilities and Telecom, have less than 5% weight in Health Care and have

approximately 11.3% exposure, on average, in Consumer Staples.3 The Japanese Consumer 

vs. the Global Consumer    In Japan, a differentiator of small-cap exposure is local-

revenue sensitivity. In Japan SmallCaps Unhedged, for example, weighted average revenue

from within Japan for constituents in the Consumer Discretionary sector was more than

80%.4 This is very different from the picture painted by Japan Global Exporters Hedged,

which saw 34%.5 The conclusion: While both Indexes have significant exposure to Consumer

Discretionary stocks, one is a play on the Japanese consumer, whereas the other is more

of a play on the global consumer. As Abenomics is transmitted to local Japanese

consumers, the constituents in Japan SmallCaps Unhedged might be directly sensitive to
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the changing landscape of increased aggregate demand in Japan.   Significant

Performance Difference—Not a Fluke!  

 For definition of

indexes in the chart, please visit our glossary. • Small Caps Have Long-Term Edge:   

While the short-term performance has been encouraging for Japan SmallCaps, it’s not

unique to 2014. Going back over longer periods such as three and five years, Japanese

small caps outperformed the MSCI Japan Index by over 3 percentage points per year.   •

What about  Drawdowns and 2008?   Many look at 2008 performance as a test of how a

strategy performs in a difficult market. Japan SmallCaps Unhedged was down 17.4%,

whereas MSCI Japan was down 29.21%. For context, the S&P 500 Index was down 37% during

the same period. Conclusion: Local Japanese Small Caps vs. Large Global Firms       

Based in Japan   Abenomics is geared toward improving overall economic conditions in

Japan to promote long-term growth. However, Japan’s economy—especially seen through many

of its large-cap equities—is heavily integrated into the global economic landscape. For

those looking to more purely express a view on the development of Abenomics in Japan,

small caps offer an interesting option. And the outperformance of small caps over large

caps in 2014 suggests that Japan’s large-cap markets are being driven more by the global

environment than the local economy.         1Refers to the TOPIX, 12/31/13–5/31/14.

2Refers to the Russell 2000 Index. 3Sources for entire paragraph: WisdomTree and

Bloomberg, with data from 6/1/06 to 5/31/14. 4Source: Bloomberg, as of 5/31/13, using

most recent completed annual geographic revenue screening for Japan. 5Source: Bloomberg,

as of 5/31/13, using most recent completed annual geographic revenue screening for

Japan.

Important Risks Related to this Article

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

or political or economic uncertainty. Investments focusing on certain sectors and/or

smaller companies increase their vulnerability to any single economic or regulatory

development. Investments focused in Japan are increasing the impact of events and

developments associated with the region, which can adversely affect performance.

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)
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 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

Abenomics  : Series of policies enacted after the election of Japanese Prime Minister

Shinzo Abe on December 16, 2012 aimed at stimulating Japan’s economic growth.

WisdomTree Japan SmallCap Dividend Index : Designed to provide exposure to dividend-

paying small-capitalization companies in Japan.

Unhedged : Strategy that includes the performance of both the underlying asset as well

as the currency in which it is denominated. The performance of the currency can either

help or hurt the total return experienced.

Rate-Hedged : A bond portfolio that has offsetting positions in Treasury securities to

reduce interest rate risk.

WisdomTree Japan Hedged Equity Index      : Index designed to provide exposure to

Japanese equity markets while at the same time neutralizing exposure to fluctuations of

the Japanese yen movements against the U.S. dollar. Constituents are dividend-paying

companies incorporated in Japan that derive less than 80% of their revenue from sources

in Japan. Weighting is by cash dividends paid.

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

the performance of the Japanese equity market.

Drawdowns : Periods of sustained negative trends of return.

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.
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