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More than 50 years have passed since economist E.F. Schumacher
published his landmark study into the virtues of small-scale economic
organizations relative to their lumbering, slow-moving larger competitors.
However, the insights of the classic text ‘Small is Beautiful’ remain
pertinent today and still resonate with us here at Sumitomo Mitsui DS
Asset Management (SMDAM), where we have always been resolute
champions of the small cap space where the adaptability, innovation and
pioneering spirit celebrated by Schumacher is so evident.

There is a well-known and globally esteemed pantheon of Japanese
companies we are all familiar with. The Hitachis, Toyotas, and Sonys of
this world are known for exemplifying excellence and displaying global
leadership in their respective industries. Of the nearly 4,000 companies
listed on the Tokyo Stock Exchange, these are the ones with which we
are all intimately familiar already.

However, a far richer, deeper set of opportunities for future growth can

be found if you look further down the market cap spectrum. With around
3,300 individual companies (or 87% of the listed names) being defined as
small cap, there is a vast universe of lesser-known corporates where the
global champions of tomorrow may be emerging. For the purposes of this
article, we'd like to look not just at small and mid-sized companies but
specifically at those trading at relatively low valuations.

Value, but not as you've seen it before

At SMDAM, we think that a value-focused approach works particularly
well in the small cap market but our strategy isn’t a ‘typical’ value
approach.On the face of it, the argument for small cap versus large over
time is relatively clear. Smaller companies tend to be the originators of
new ideas, lead in the development of innovative technologies, and have
demonstrated faster revenue growth consistently for the past 20+ years.

Moreover, down at the small cap end of the index, the strongest
performance has tended to come from value names. Small-cap investing
is often associated with companies in their infancy. Whilst it is true

that Japan has a very vibrant IPO market — with between 80 and 140
new listings per year in the past decade — we believe there is a more
promising investment case for companies that are better established,
mature, dare we say even at risk of being underappreciated.
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Taking the road less travelled

To find these underappreciated but undeniably valuable
companies, our team is focused on locating something

subtler — the internal catalysts for change that can transform a
company’s fortunes and surprise the market. This is where our
local knowledge and insights becomes crucial.

We believe creating alpha from Japanese small caps comes
from identifying companies where management is starting

to recognise capital inefficiencies and is genuinely open to
change. We want to find those companies eager to turnaround
their fortunes through adopting new technologies for example,
or by streamlining operations such as looking at improving
inventory turnover. Perhaps they’re open to making bold capital
allocation decisions like refocusing the business portfolio away
from declining legacy areas and towards growth prospects.

However, crucially this isn’t just about chasing the latest growth
story. It's about investing in solid businesses where internal
transformation is possible, often before this possibility has
become visible to the broader market. Our team seeks to
identify opportunities whose very existence will surprise the
market, therefore creating the possibility for outperformance.

Beyond focusing on sector dynamics or more widely

explored investment theses, we tend to look for stock-specific
opportunities. A key, underappreciated aspect to investing in
Japan is the need to thoroughly investigate and understand
corporate and management behaviour at the individual
company level. As we've alluded to, not all leadership teams
are ready to embrace change or pursue shareholder returns.
Alongside our research we seek to engage with c-suite
leaders, always seeking to ask the right questions to gauge
management’s appetite for self-improvement. We look for
leaders with ambition and the willingness to break from tradition
— not just to survive but to thrive.

What do we look for in leadership teams?

A series of factors are now aligned to create ideal conditions
for Japanese corporates as a whole to thrive. This began with
the Tokyo Stock Exchanges push for corporate governance
reforms, but has now been augmented by increased investor
pressure around the cost of capital, a new economic reality

of above-zero inflation and rising interest rates, as well as the
fact that a fresh generation of leaders are taking the reins of
corporate Japan. Today, Japan is becoming a fertile ground for
the transformation stories we hunt for.

We look for companies with open-minded, forward-looking,
ambitious leaders. We then invest in them at an early stage

in the hope of achieving an excess return over time as this
change agenda plays out. We see the intimate knowledge we
build up of the companies we research and eventually invest in
as our best line of defence against so-called ‘value traps’.
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We try to avoid companies where management is complacent.
We sidestep those unwilling to overhaul the problematic areas
in their business to improve its prospects at a fundamental

level or return cash to shareholders. Conversely, we proactively
engage in dialogue with companies aimed at improving medium
to long-term corporate value. The key point is that even mature
or declining companies can deliver excess returns if they
outperform market expectations — a phenomenon more likely
among small caps given their limited analyst coverage.

We look for value where others can’t

We are confident that how we define value gives us a point of
difference versus many typical value-focused strategies. We
don’t look for companies that are just cheap versus history,
versus their peers, or versus free cash flow, for instance. We
are interested in companies that are cheap compared with their
own internal potential return on equity (ROE), for which we have
developed a proprietary model. Not only does our team look

at things from a different perspective than many of our peers;
we also dive into parts of the market that are vastly under-
researched.

In Japanese large caps, we know an average of 16 analysts
tend to cover one company, which is lower than other
comparable developed markets. This number drops off
significantly for mid-caps, and for small caps we are often
talking about a single analyst only. This lack of coverage — and
more specifically, lack of English-language coverage — is a key
benefit to being based on the ground in Japan, having a team of
native Japanese and fluent speaking analysts.

As can be seen from the chart below, the smaller the company,
the less likely it is going to be to produce English disclosure.
It's not that they don’t want to; many of these small businesses
simply don’t have the resources to publish such information.

Language and cultural understanding is essential
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We look for value where others can’t

With many of the headwinds facing global developed equity
markets today — geopolitical tension, inflation, and currency risk
— we would argue there is a case for sheltering against some of
these pressures in more domestically focused companies.

In bringing in some exposure to companies more exposed

to the idiosyncratic factors impacting the Japanese domestic
economy, it also presents a less correlated risk/return profile for
investors with a suitable tolerance and set of objectives.
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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.



