
CAPTURING QUALITY AND DIVIDEND
GROWTH IN JAPAN
Jeremy Schwartz — Global Chief Investment Officer

04/09/2015

Japanese equities have been among the best performing global markets since late 2012.1

The depreciation of the yen and the rise in equity prices have been widely noted. But

looking under the hood, we’ve noticed another important change occurring in Japan.

Japanese policy makers are attempting to break the stigma of Japan’s perennially low

return on equity (ROE) to help revitalize their equity market. How Might They Do It?   

Japanese companies are known for keeping large cash balances—a practice well suited for

deflation. Lowering these cash balances is one way to quickly increase ROE, and a

powerful avenue to accomplish this would be increasing dividends. And while U.S.

dividend growth has been tough to beat over the last year, Japan’s looked even better:  

Index Dividend Growth (2/28/1975 to 2/28/2015)      

 For definitions of

indexes in the chart, please visit our glossary. How Can You Access It? The WisdomTree

Japan Hedged Dividend Growth Index focuses on quality metrics, connecting them to the

potential for future dividend growth in Japanese equities. The key tenets of this Index

methodology are: • Forward Looking: Half of the selection criteria for the WisdomTree

Japan Hedged Dividend Growth Index are based on long-term earnings growth expectations.

Simply put, firms that exhibit faster earnings growth have, in our opinion, a chance to

ultimately grow their dividends faster over time.   • Quality Focused: The other half

of the selection criteria are based on the average return on equity and return on assets

(ROA) over the past three years. By looking at both, we can mitigate the risk of

becoming exposed to highly leveraged firms.   • Currency Hedged: Central bank policies—

in particular those of the Bank of Japan (BOJ)—may lead to increased risk of fluctuating

currency values. This Index hedges the impact of changes in the value of the yen against

the U.S. dollar to mitigate this potential issue.   How Does This Index Look against

t h e   JPX-Nikkei Index 400  ? On January 6, 2014, the Tokyo Stock Exchange began

calculating a new index, the JPX-Nikkei Index 400. Instead of simply including listed
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companies and weighting them by market capitalization, this index was among the first in

Japan to select companies based on measures of profitability, corporate governance and

other factors meant to incentivize “investor-friendly” practices.2 A new index is one

thing, but even more important is the fact that the Government Pension Investment Fund

(GPIF) and the Bank of Japan (BOJ) are buying equities with the goal of tracking the

performance of this index. These are some of the biggest players in Japan leading by

example and putting in a wall of liquidity for firms that gain inclusion. One of the

critical early questions we asked was how the WisdomTree Japan Hedged Dividend Growth

Index compares to the JPX-Nikkei Index 400. We found that3: • More than 97% of the weight

of the WisdomTree Japan Hedged Dividend Growth Index is in stocks that are also included

in the JPX-Nikkei Index 400. Since both indexes focus on quality and profits—albeit in

different ways—this did not surprise us.   • Return on equity for the WisdomTree Japan

Hedged Dividend Growth Index (10.2%) was slightly higher than it was for the JPX-Nikkei

Index 400 (9.5%), but the return on assets (ROA) figure for the WisdomTree Index (3.0%)

was about twice that of the JPX-Nikkei Index 400 (1.6%), leading to almost 45% lower

leverage. An interesting point on the subject of leverage: the WisdomTree Japan Hedged

Dividend Growth Index had less than 4% weight to Financials, whereas the JPX-Nikkei

Index 400 had 18.0% weight to this same sector, certainly a notable difference.  

Introducing the WisdomTree Japan Hedged Dividend Growth Fund (JHDG)         The

WisdomTree Japan Hedged Dividend Growth Fund (JHDG) is designed to track the performance

of the WisdomTree Japan Hedged Dividend Growth Index. We are excited to add this tool to

our Japan toolkit in order to give investors more options to think about what is

happening in Japan as well as how they might like to express their views in a portfolio

context.         1Source: Bloomberg, with data from 11/30/12 to 2/28/15. 2Source: Tokyo

Stock Exchange JPX-Nikkei Index 400 information page, as of 3/6/15. 3Source for the below

bullets is Bloomberg, with data as of 2/28/15.

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 Fund focuses its

investments in Japan and can be impacted by 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 Fund uses various

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

U.S. dollar, which may not be successful. Derivative investments can be volatile, and

these investments may be less liquid than other securities, and more sensitive to the

effects 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. The

Fund invests in the securities included in, or representative of, its Index regardless

of their investment merit, and the Fund does not attempt to outperform its Index or take

defensive positions in declining markets. Due to the investment strategy of this Fund,

it may make higher capital gain distributions than other ETFs. Please read the Fund’s

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

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

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

profit a company generates with the money shareholders have invested.

Deflation : The opposite of inflation, characterized by falling price levels.

Qualified dividends   : Dividend paid by corporations meeting certain criteria defined

by the Internal Revenue Service and therefore eligible in certain instances to be taxed

at rates below a tax filer’s tax bracket on ordinary income.

Long-Term Earnings Growth Expectations     : Compilation of analyst estimates of the

growth in operating earnings expected to occur over the next full business cycle,

typically 3 to 5 years, sourced from Bloomberg.

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.

Leverage : Total assets divided by equity. Higher numbers indicate greater borrowing to

finance asset purchases; leverage can tend to make positive performance more positive

and negative performance more negative.

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.

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.

Government Pension Investment Fund (GPIF) : Japan’s largest public pension fund.

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 level

of trading activity. Assets that can be easily bought or sold are known as liquid asset.
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