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Asset allocators have struggled with how to address Japan in recent
decades. The market is simply too big to ignore, and too variable

to approach with a persistent style preference. Exaggerated and
unpredictable style swings have been a built-in feature that have caused
headaches for many. However, active managers in Japan have delivered
what their counterparts elsewhere have failed to provide.

Data from multiple sources tells a clear story about active managers and
their relative performance across different markets.

As can be seen in a subsequent chart, data available through eVestment
shows:

» Average annualized excess returns for Japanese all-cap strategies
between 2016 and 2025 stands at an impressive 1.75%.

* In comparison, US all-cap strategies over the same period have
yielded an underwhelming -1.11% of excess returns.

* Likewise, studies conducted by the Japanese securities requlator, the
Financial Services Agency, and recent allocation decisions by Japan’s
Government Pension Fund have come to similar conclusions about
the relative merits of active management in Japanese equities.

This paper examines some key reasons for this phenomenon and
outlines the advantages of a ‘core’ approach to mitigate style risk within
the Japanese equity universe.

With our thanks to Jack...

There can be no doubt that the passive investing revolution started by
Jack Bogle at Vanguard has changed the asset management landscape
forever, and in many ways for the better. When the first index fund was
launched by Jack in 1976, few would have predicted the idea would go
on to transform investing to the degree it has.

Investors today, regardless of whether they personally invest in passive
strategies, can thank Jack indirectly for helping to lower fees, raise levels
of competition, and for having a wider range of ways to gain exposure to
various themes and geographies in their portfolios.
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However, whilst the rise of passive has added a great deal to the
allocator’s options, it should arguably be used selectively to take
account of the particular characteristics of each market. As we
aim to show in this paper, active has significant advantages over
passive when it comes to the Japanese market.

What's different about Japan?

In at least one respect the Japanese stock market presents

a much broader opportunity set compared to the UK or some
other Western markets. Contrary to the UK, where a long-
running public debate over the stagnation of London’s venerable
exchange in terms of both the draught of IPOs and the rising tide
of delistings shows no signs of getting better any time soon, the
Japanese public market is a very different proposition. With a
total listed universe of nearly 4,000 companies, Japan’s public
equity markets abound with opportunities.

As the chart below shows, over 95% of listed companies are
small- and mid-sized, representing around 40% of market cap
and a wealth of opportunities for active stock-pickers.

Japan Equity Market Breakdown

Market Cap  Market Cap

(JPY tin) Weight

All Markets 988.4 100% 3,829 100%

L C Market Total
Large Cap Market Tota 6067  614% 100 26%

Mid Cap Market Total
(TOPIX 400 Index) 2601  26.3% | 400 10.4%

Small Cap Market Total |
(Including all listed issues other

than TOPIX100 and TOPIX400 121.6 12.3% | 3,329 86.9%

components )

Source: Bloomberg, as at end of January, 2025

Risk warnings: Past performance is not a reliable indicator of future
performance and may not be repeated

However, a logical consequence of this flourishing of listings is
that both buy- and sell-side coverage remains patchy, with over
two thirds of the almost 4,000 listed companies having one or
zero sell-side analysts covering them according to Bloomberg
data as at 31 March 2025.
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This means that numerous attractive opportunities exist where
active managers can uncover specific names well in advance of
the wider market registering the positive case. This gives active
managers in Japan a structural advantage over their peers in
other developed markets who have to fish in a relatively smaller
pond and therefore find it much harder to beat the market
consensus.

As the graphic below sourced from eVestment shows, average
annualised excess returns for managers in the Japanese market
have been considerably better than those of managers focused
on the US or European markets.

Average Excess Return Comparison (2016-2025)
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2% I I 80%
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0% - 40%
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mmmm Excess Return (Universe Median)
% of Products with a Positive Excess Return (RHS)
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Japan Small (40) Japan All Cap (142) U.S. Small (346) U.S. All Cap (185) Europe Small (22) Europe All Cap (59)

Japan Japan us. us. Europe Europe

Small Cap All Cap Small Cap All Cap Small Cap All Cap

Excess Return %
(Universe Median, 1.91 1.75 0.59 -1.11 1.18 0.81
LHS) - Annualized

% of Products with
a Positive Excess 82.22 87.28 59.21 29.36 79.31 69.14
Return (RHS)

eVestment and its affiliated entities (collectively, “eVestment”) collect informa-
tion directly from investment management firms and other sources believed to
be reliable; however, eVestment does not guarantee or warrant the accuracy,
timeliness, or completeness of the information provided and is not responsible
for any errors or omissions. Performance results may be provided with addi-
tional disclosures available on eVestment’'s systems and other important con-
siderations such as fees that may be applicable. Not for general distribution.

* All categories not necessarily included; Totals may not equal 100%. Source:
eVestment, data for the period from April 2016 to March 2025. Universe:
eVestment Universe (MSCI relevant benchmark for all comparison).

Risk warnings: Past performance is not a reliable indicator of future perfor-
mance and may not be repeated

The consistent presence of significantly higher excess returns

in the Japanese market reinforces the intuitive insight that if a
market is structurally inefficient, active managers will have much
more room to squeeze out alpha.

A plausible conclusion is that amongst developed market
equities, whilst passive investing may be suitable in the US
market, analysis using eVestment data on active managers
shows that Japanese managers consistently deliver alpha. We
attribute this to Japan being a relatively inefficient market in
comparison to Europe, the UK, or the US in particular.
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How to gain exposure to Japan if passive won't cut it?

As the world'’s third largest national stock market, Japan can
fairly be described as unignorable. However, allocating to Japan
has over past decades been complicated by the history of the
past 3 decades. Allocators to Japan have traditionally had
several key questions they need to answer — to themselves, to
their investment committee, and most importantly to their clients.

These questions are:
* Do I want to be active or passive?
* Do I want to express a view about value vs growth?

* What strategy would be most appropriate to encapsulate my
answers to the two questions above?

As we aim to demonstrate in this paper, the questions above can
plausibly be answered as follows:

» There are clear reasons why active is more appropriate for
Japan than passive

* Aso-called ‘core’ approach can provide a robust answer to
the question of style and factor exposure.

A plausible conclusion is that amongst developed market
equities, whilst passive investing may be suitable in the US
market, analysis using eVestment data on active managers
shows that Japanese managers consistently deliver alpha. We
attribute this to Japan being a relatively inefficient market in
comparison to Europe, the UK, or the US in particular.

Yearly Excess Return of Different Factors vs TOPIX Total Return

Value Growth High Dividend Minimum Vol Small Cap

2004 6.12% -5.25% 4.23% 0.26% 10.48%
2005 -0.04% 1.99% -5.51% -13.89% 12.45%
2006 1.97% -157% | 16.76% 11.26%

2007 1.37% -0.70% 3.23% 4.22% -4.92%
2008 2.63% -3.55% 5.29% 12.60% 7.43%
2009 4.51% -3.69% 4.56% -9.29% 1.17%
2010 1.31% -0.34% 5.27% -1.34% 3.20%
2011 -1.77% 2.24% 2.95% 8.96% 9.94%
2012 -0.03% -1.30% 1.03% -6.16% -2.49%
2013 -0.46% 0.63% -12.67% -9.40% -1.49%
2014 -1.96% 1.94% 5.39% 5.74% 2.86%
2015 0.83% -0.37% 0.20% 4.61% 4.02%
2016 2.02% -1.74% 5.95% 0.63% 4.47%
2017 -2.79% 3.28% -3.29% -7.78% 7.95%
2018 -0.35% 0.04% -3.05% 9.82% -3.78%
2019 -4.71% 6.17% -2.57% -6.81% -1.13%
2020 -12.86% 14.31% -8.10% -10.35% -8.01%
2021 5.91% -5.46% 3.90% -5.65% -4.47%
2022 12.38% -11.66% 14.35% 2.73% 3.72%
2023 5.69% -5.52% 9.44% -4.73% -4.78%
2024 6.49% -5.14% 5.82% -4.68% -4.09%

Source: Bloomberg, eVestment compiled by SMDAM Factor return defined
as the respective index return with dividend — TOPIX TR, Data 2004/12 —
2024/12 yearly SMDAM Fundamental Active Strategy (which encompasses
the Japan Equity High Conviction Segregated Fund).

Risk warnings: Past performance is not a reliable indicator of future perfor-
mance and may not be repeated.
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A key point to take away from this table is that while the value and
dividend factors have tended to work well in Japan over time, it's
difficult to pin down two crucial things:

+ Close correlations of when one factor succeeds at the expense
of another are extremely hard to identity in real time

* Rotation points have tended to reoccur periodically but
irregularly which tip returns out of a pattern that may have been
established for several years.

One such seemingly illogical rhythm present in the data is that the
steady period of weak performance seen by value from 2017 to
2021 has since reversed sharply. This occurred in a moment when
globally growth stocks were ascending, and yet Japanese growth
stocks actually went into decline.

Instead of factor tilts, the ‘core’ approach tends to focus on
business fundamentals, especially the earnings and operational
side and the perception gap around market expectations. This
potentially allows stock selection to drive the excess return,
whilst removing some style exposure risk. Interestingly, whilst
the superiority of value over growth or vice versa, appears to be
unpredictable over any given short-term timeframe, the picture
changes dramatically as the timeframe is expanded.

In this way, ‘core’ can be seen as a way of preventing style
exposure from adding marginal risk potentially in excess of
marginal returns. A ‘core’ portfolio therefore can almost be thought
of as an improved version of an “enhanced index” able to capture
returns from wherever they occur whilst minimizing factor risk.

As the chart below shows, when viewed in long-term perspective
the absolute necessity of having exposure to both is readily
apparent.

% of months each style outperformed TOPIX over last 20 years

Growth

Source: Bloomberg, compiled by SMDAM -

Value = Russell Nomura Value Gross — TOPIX Total Return -

Growth = Russell Nomura Growth Gross — TOPIX Total Return, Data 2004/12
—2024/12 yearly.

Risk warnings: Past performance is not a reliable indicator of future
performance and may not be repeated
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As such, we could say that a short-term or tactical approach to

factor-based investing has worked very well in Japan... right up
until the moments when it didn’t, and these moments repeated

periodically and with limited advanced warnings. Meanwhile, a ?ﬁf GL O
‘core’ approach could have been successfully harvesting excess n 7
returns regardless of which way to wind was blowing on an

ongoing basis. “
wk"

For this reason, we argue a ‘core’ approach can convincingly H u i-” ;
answer the style and factor exposure questions stated above n x
that an investor interested in allocating to Japan would want to

answer.
m

Drawing it all together - getting comfortable with EUP-KI193 '

market inefficiencies ﬁ-‘-\g'{ L .

The fundamental drivers of inefficiency in the Japanese equity
market are well-known. Japan is a large — too large — market
of under-researched, often under-valued stocks with high retail
participation and many listed companies that lack independent jflif"jlll .
directors or management teams that focus on shareholder

returns.
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However, for these reasons Japan is a paradise for active stock
pickers; as shown in the eVestment data above, active managers
have consistently delivered alpha where their peers elsewhere
operating in more efficient markets have failed to do so.

——
—
———

We have also outlined the main reasons why investors might
prefer active exposure to passive in this particular market, and

we have argued that the problem of picking a style can be V0 g
circumnavigated with a ‘core’ approach. 1,:!53’_
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General Disclaimer

This material is for general information purposes only without regard to any particular user’s in-
vestment objectives or financial situation. It is educational in nature and should not be interpret-
ed or constituted as an offer, solicitation or recommendation or advice to buy or sell securities or
pursue any particular investment strategy or investment product in any jurisdiction or country, nor
is it a commitment from Sumitomo Mitsui DS Asset Management Company, Limited or any of its
subsidiaries (“SMDAM Group”) to participate in any of the transactions mentioned herein. Any
examples used are generic, hypothetical and for illustration purposes only. No representation or
promise as to the performance of funds or the return on any investment is made. Any forecasts,
figures, opinions or investment techniques and strategies set out are for information purposes only,
and are based on certain assumptions and current market conditions that are subject to change
without prior notice.

The material is correct to the best of our knowledge at the date of issue and subject to change
without notice. We do not guarantee its accuracy, completeness, fairness or timeliness, and make
no representations or warranties, express or implied, as to the accuracy or completeness of the
statements or any information contained therein and any liability for any error, inaccuracy or omis-
sion is expressly disclaimed. This material does not contain sufficient information to support an
investment decision and it should not be relied upon by you in evaluating the merits of investing in
any securities or products. Nothing in this material constitutes accounting, legal, regulatory, tax or
other advice.

It should be noted that investment involves risks, including the possible loss of the principal
amount invested, and the value of your investment may rise or fall.
Past performance and yields are not necessarily indicative of current or future results.

This material is issued by the following entities:

In the European Economic Area, this material does not constitute a marketing communication and
is directed solely at professional clients.

In Japan, by Sumitomo Mitsui DS Asset Management Company, Limited. It is for non-Japanese
institutional investors only and is not intended to offer or solicit investments, provide investment
advice or service, or to be considered as disclosure documents under the Financial Instruments
and Exchange Law of Japan.

In the United Kingdom, by Sumitomo Mitsui DS Asset Management (UK) Limited. It does not
constitute a financial promotion for the purposes of the Financial Services and Markets Act 2000
(as amended) (FSMA) and the rules of the FCA in the United Kingdom, and is directed at profes-
sional clients as defined in the FCA Handbook of Rules and Guidance.

In Hong Kong, by Sumitomo Mitsui DS Asset Management (Hong Kong) Limited. The contents of
this material has not been reviewed by the Securities and Futures Commission.

In Singapore, by Sumitomo Mitsui DS Asset Management (Singapore) Pte. Ltd. It is only for ac-
credited investors and institutional investors as defined in the Securities and Futures Act
2001 (“SFA”). You may wish to seek advice from an independent professional and financial
advice before investing in any investment, and if you choose not to seek such advice, you
should consider carefully whether the investment is suitable for you.



