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Japanese financials have been clobbered over the last year. Going into the latest Bank

of Japan (BOJ) meeting on July 29, the WisdomTree Japan Hedged Financials Index (WTJFH)

was down 31% year-to-date.1 On the day of the meeting, when the BOJ doubled its exchange-

traded fund (ETF) purchases but failed to add to its bond-buying program or cut interest

rates more, a move that disappointed analysts WTJFH rose 7.7%, while the broader

Japanese market was up just over 1%. What’s behind this rally? Firstly, Japanese

financials are attractively priced. On a price-to-book (P/B) basis, the Japanese banks,

which make up 56% of WTJFH, are currently selling at.51. This is a very depressed set of

valuations for banks that have strong balance sheets.   Valuations of Japanese Banks 

and Financials   For

definitions of terms in the chart, visit our glossary. One of the primary fears for

Japanese financials has centered on the negative interest rate policy (NIRP) that Japan

implemented earlier this year. NIRP has hurt bank profitability, as Japanese government

bonds (JGBs) held on bank balance sheets show no income, and it also has put pressure on

the entire interest rate curve, causing a decline in interest rate margins and profits

the banks can earn. These negative-yielding JGBs act like another tax on the banks.

Going into the BOJ meeting, as investors widely expected more stimulus, it was possible

the BOJ would lean more heavily into the NIRP policy and take rates more negative. When

that didn’t happen, it was viewed largely as a positive for the banks. Also, there was a

release from the BOJ stating that there will be a comprehensive review on the entire BOJ

stimulus package of quantitative easing combined with negative rates at the meeting in

September. Some have commented that perhaps the BOJ will go back on its NIRP policy and

hike rates, although that is viewed as just a small possibility currently. Further, the

Bank of Japan increased U.S. dollar funding for Japanese banks; it doubled a swap line

from $12 billion to $24 billion of U.S. dollar funds that could be lent by the BOJ to

banks for a period up to four years. The BOJ also established a new facility to help

banks access this funding market. As U.S. dollar bank funding markets were starting to

become more expensive for the banks, this provided additional relief and positive

sentiment for the banks.2 One of the strongest performers in WTJFH on the day of the

BOJ’s meeting was Nomura Holdings, a 3.09% weight in the Index as of July 29. Nomura was

up over 12% on news that it will conduct a buyback of up to 2.5% of its shares.3 We have

discussed this trend for Japanese financials in particular to increase their buybacks
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after being the worst-performing segment of the market. The net buyback yield of WTJFH

is over 2%, which combined with the 3% dividend yield gives a 5% dividend plus net

buyback yield.4 These companies are returning cash to shareholders at rates hardly ever

seen in Japan in the last 30-years.   Over-Weight Financials on Valuation  

Normalization Japan remains a hotly contested market, with many investors not sure what

to think about the current disappointing market returns as well as the BOJ’s lack of

action. We’d emphasize the Bank of Japan did take some meaningful decisions, such as the

doubling of equity purchases and the support for banks discussed above. After Prime

Minister Shinzo Abe’s fiscal package becomes clearer, we are also highly likely to see

additional bond buying from the BOJ. Japanese financials are a sector worth considering

to supplement broader market positions in Japan on sharply depressed valuations. It

would take average gains of 50% in the banks (over 56% of WTJFH) before you’d reach a

.75 P/B ratio on the banks.5 With NIRP policy looking to be on hold, we’d suggest

investors look at the WisdomTree Japan Hedged Financials Fund (DXJF), which is designed

to track the performance after taxes and fees of WTJFH, as a sector allocation option

for Japan.         1Sources: WisdomTree, Bloomberg as of 7/28/16. 2Source: Bank of Japan

7/29/16. 3Sources: WisdomTree, Bloomberg as of 7/29/16. Note that Nomura was a 3.45%

weight in DXJF as of the same date. 4Sources: WisdomTree, FactSet as of 6/30/16.

5Sources: WisdomTree, Bloomberg as of 7/29/16.

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, thereby increasing the impact of events and developments in Japan

that can adversely affect performance. 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. 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 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. 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)
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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

Interest rates : The rate at which interest is paid by a borrower for the use of money.

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.

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.

Balance sheet : refers to the cash and cash equivalents part of the Current Assets on a

firms balance sheet and cash available for purchasing new position.

Negative Interest Rate Policy (NIRP) : A monetary policy where by interest rates.

Japanese Government Bond (JGB)     : A bond issued by the government of Japan. The

government pays interest on the bond until the maturity date. At the maturity date, the

full price of the bond is returned to the bondholder. Japanese government bonds play a

key role in the financial securities market in Japan.

Quantitative Easing (QE) : A government monetary policy occasionally used to increase

the money supply by buying government securities or other securities from the market.

Quantitative easing increases the money supply by flooding financial institutions with

capital, in an effort to promote increased lending and liquidity.

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

positively impact the share price.

Dividend yield : A financial ratio that shows how much a company pays out in dividends

each year relative to its share price.
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