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(Summary) Both qualitative and quantitative methods are driving the increase of assets being allocated to
Japanese stock investment. Investors have been paying close attention to the earnings capability of Japanese
companies and are now using a whole range of innovative investment approaches, some of which are outlined
above to leverage it and secure returns, clearly why today’s global investors include Japan in their equity
portfolios.

Stock market/equity investment has evolved a great deal over the last ten years. The rapid
development of a range of investment styles and strategies has generated a great deal of interest
from both institutional and retail investors, and with new technology available to link previously
distant markets, investment now operates on a truly integrated global scale.

Investors from all around the world are interested in the Japanese equity market for a whole
range of purposes. In this article, I'll highlight some of the approaches which have gained
widespread popularity in recent years, and examine some of the theory behind them.

1. Hedge Funds

One of the best known new investment strategies is the hedge fund. Although the first hedge
funds began operating in the 1940s, they have recently enjoyed a high profile and renewed investor
interest

The specialist nature of hedge funds, in terms of their relative freedom from regulation, their
exclusive investor profile and the diverse nature of their investments are the main factors that set
them aside from mutual funds. The other defining difference is leveraged investment, with hedge
funds openly borrowing (sometimes as much as 10 times the pledged investment capital) in order to
be able to dominate some of the investment opportunities they identify. A key factor differentiating
hedge funds from their publicly traded mutual counterparts is the remuneration of the fund’s
partners or managers. Typically they will keep 20% of the profits, as well as a management fee that
is often 1% or more annually of the assets under management. Huge potential rewards, but it also
ensures a commitment to maximise returns for the other investors. Many classify hedge funds as
“alternative” investments, in that a typical portfolio looks for alternatives to traditional long-only
positions in stocks and bonds.

Given the scope available to fund managers a wide range of strategies are used. Some of the
more popular include: Equity Hedge, Commodity Trading Advisor (CTA) / Managed Futures, Global
Macro, Merger Arbitrage, Distressed & Opportunities, Convertible Arbitrage, Equity Arbitrage and
Fixed Income Relative Value.

Hedge fund investment in Japan has been dominated by long/short strategies, but there are also
funds operating in Japan which have used strategies like Distressed & Opportunities and Merger
Arbitrage to take advantage of the restructuring of Japanese companies and search for greater
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shareholder value. chart1. ETFs based on Japanese stocks
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based on Japanese stocks include as per chartl on the right.

3. Socially Responsible Investing

Some investors are concerned about ethical or socially responsible investing, because they want
to align their investment decisions with their personal ethics, or they want to exclude companies
with poorer records of social responsibility as a way of managing risk. Investors in this area select
their investments by using various screenings processes, for example through FTSE4Good. This
innovative index assesses companies on their performance against a set of environmental, human
rights, and stakeholder criteria. These criteria are continually developing so that they always
reflect best practice. The most recently introduced criteria cover provision of anti-bribery and
corruption measures. Market demand for the SRI series led to the development of a specialist
FTSE4Good index, just for the Japanese market, FTSE4Good Japan. This index contains 190
Japanese companies which are recognised as meeting international standards of corporate social
responsibility. Japan Nomura Asset Management has created a fund for Japanese investors to invest
in the FTSE4Good Global 100 Index. This is an index of the largest 100 stocks which have passed
the FTSE4Good criteria. Included in that are 12 Japanese companies:. Canon, Honda Motor Co,
Matsushita Electric Ind, Mitsubishi UFJ Financial, Nissan Motor, NTT, NTT Docomo, Seven & I
Holdings, Sony Core, Sumitomo Mitsui Financial Group, Takeda Pharmaceutical, and Toyota Motor.

4. Shariah Investing

Another growing type of ethical investment is Shariah compliant investment. Investors who
wish to invest according to the principles of Figh al Muamalat (Shariah law relating to financial
transactions) need the services of Islamic scholars to assist them with excluding non compliant
companies from their portfolios. Shariah scholars come from Islamic societies around the world,
including Malaysia, Indonesia, Dubai, Kuwait, U.K. and U.S.A. . Interest in Islamic investment
vehicles in the Asia Pacific region is so high that there are now a range of Shariah-screened indices
covering a range of asset classes. The FTSE SGX Asia Islamic 100 Index includes equities which
comply with the principles of Shariah law, and offers investors exposure to 50 Japanese stocks.
Some of the companies included in the index are Toyota Motor, NTT, Canon, Honda Motor Co and
Takeda Pharmaceutical. Japanese banks are all excluded due to Shariah restrictions. As oil money
continues to build up in the Middle East, it is expected that funds will flow into special Japan funds
which only invest in the companies approved by Islamic scholars.
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5. Corporate Governance
Another important method of choosing good companies is to look for companies with high
corporate governance standards. Research has proved that companies with high standards of
corporate governance and so present a means to ISS produces the CGQ. Key themes for corporate
governance assessment include:
- the structure and independence of the board
- independence and integrity of the audit process
- remuneration systems for Executives and non executive directors
Sometimes corporate governance standards are used as the basis of engagement programs
between investors and public companies; investors select undervalued companies with poor
corporate governance and engage with them to improve the performance and standards of the
company. This often leads to good share price performance. Hermes is one of the most famous
companies undertaking an engagement program to drive stock performance, including with
Japanese companies.

6. Real Estate

This is an asset class that’s on the rise. Globally, interest in property investment is increasing
and its stellar return rates guarantee that investor appetite won’t waver anytime soon. Real estate
activities are defined as the ownership, disposure and development of income-producing real estate,
such as ownership of commerical property, office property and shopping centres. These all
represent attractive opportunities for diversification within global investors’ portfolios - the EPRA
NAREIT Japan Index, has outperformed the FTSE Japan by 110% over 3 years.

7. Fundamental Weighted Investing

Long term investors, such as the large institutional pension funds are very much concerned
about the social purpose of the stock market. This is often described as the function of channelling
risk capital into long term investment. Investors with long term goals are not speculators and often
hold their investments in passive funds. To reduce exposure to the volatility of stock prices and
bubbles, these sophisticated investors are now looking at new approaches to weighting stocks in
passive portfolios. UK-based company Global Wealth Allocation (GWA) has based a weighting
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methodology which is based on the investment principles of John Maynard Keynes’ marginal
efficiency of capital. The weight of a stock in a portfolio is calculated as its relative position in the
portfolio in terms of its net profit, cash flow from operations and book value. These represent either
the present value of a corporation’s wealth or the factors which value a company by discounted cash
flow (DCF). A special fund based on GWA methodology applied to the constituents of the TSE
TOPIX index won the Morningstar 5 star award for its performance in 2002.

For more information about performance of the investment styles discussed in this paper, please contact FTSE
in Japan on +81-3-3581-2811 or by email at Paul.Hoff@ftse.com
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