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In the Numbers
>500 company meetings per year conducted by the Portfolio Manager
>20 years of successful team of investment in Japan Small Caps
>30 experienced research professionals based in Tokyo
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Portfolio Diversification: Accessing Opportunities Unique to Japan
“Japanese companies
continue to offer the world
a disproportionate share of
innovations in areas like
robotics, automobiles,
fashion, speciality
chemicals and advanced
electronics. … ”

In Japan, we have one of those cultures that takes pride in its own
idiosyncrasies, where unique features of the language, the
cuisine and even the geography are sometimes worn as a badge
of honour. These characteristics have in recent years attracted a
rapidly growing worldwide interest in visiting this country.
The same degree of fascination however hasn’t always been
extended to corporate Japan, which is often characterised as
inward looking and conservative, where companies are often
misunderstood for a lack of information in English, or where a
cultural maze can deter even the most dedicated analyst. Many
investors have shown their indifference to Japan by consistently
underweighting the country in their global portfolios, while
foreign investors have been net sellers of Japanese equities for
nearly 5 years.
Yet Japan remains the world`s third-largest national economy, and
its companies continue to offer the world a disproportionate
share of innovations in areas like robotics, automobiles, fashion,
speciality chemicals and advanced electronics. In a postpandemic world, the conservative nature of these corporations
that have maintained cash rich and crisis resilient balance sheets
has been regarded as a virtue, just as much as its talents for
product innovation and cultural adaptation.
Similar to Germany’s celebrated Mittelstand companies,
Japan’s small and medium sized enterprises form the
backbone of the domestic economy but are rarely considered
household names. In this paper, we will highlight some
examples of these pioneering and resilient companies, many
of which offer world-beating, cutting edge innovation.

Changing times: Takeovers and Shareholder Activism
“ Japan offers a rich and
dynamic investment
environment, but is
often seen as a maze to
outsiders”

Corporate governance reform has been a major feature of the
Abenomics policy agenda and is likely to be one of its enduring
legacies. In addition to the hiring of external directors and
better reporting, companies have become much more
shareholder friendly.
We see a strong investment case for Japanese smaller
companies that are boosting shareholder returns through
corporate restructuring. An example of this is where
companies have announced plans to dissolve their

parent/subsidiary listed status in a bid to improve corporate
governance.
We believe Japan is overdue for a re-evaluation - and we are
not alone, as evidenced by Warren Buffet`s recent US$6 billion
investment in five Japanese general trading companies or
“sogo shosha”. Japan offers a rich and dynamic investment
environment, yet is often seen as a maze to outsiders; but an
experienced local portfolio manager who knows where to look
can unearth the hidden gems in this varied and complex
market.
Japan’s new Prime Minister Yoshihide Suga is likely to push for
further structural reforms including deregulation, as well as
policies to promote digitalisation and boost consolidation among
regional banks and SMEs. These are likely to accelerate the pace
of innovation and help to raise Japan’s productivity.
We believe this push for reorganisation and consolidation will
open up new M&A opportunities in Japan, particularly among
small and medium cap stocks.
As former chief cabinet secretary coordinating policies under
former Prime Minister Shinzo Abe, Suga is also likely to accelerate
the pace of administrative reforms. He is known as a campaigner
against bureaucratic sectionalism and is keen to improve
government policy making and implementation.

5 Good Reasons to Invest in Japan Small Caps
1. Breadth, Resilience and Inherent Strengths
The perception of Japanese smaller companies as inward looking and exposed to a
country with an ageing population, is like most generalisations not an ideal basis on
which to make an investment decision.
Many investors are unaware that Japan has over 3,000 listed companies, and is home
to a huge number of high-quality and resilient innovators that are often hidden from
view amid a layer of mundane and mediocre businesses.
Unearthing these “hidden gems” can give investors access to a trove of stable, quality
companies in industries as varied as medical equipment to kitchen equipment that are
innovative and resilient yet undervalued compared to their assets. Some of these small
cap stocks will be beneficiaries of an ongoing M&A trend, as investors seek to acquire
smaller, cash-rich companies.

2. An asset class offering superior returns

History proves investors cannot ignore smaller companies. Small-cap equities have
outperformed their larger peers across most timeframes, and have the potential to
generate higher returns than large caps.
Returns on the Russell Nomura Japan Small Cap index have been more than three
times higher than those of the TOPIX index measured over the past twenty years (164
per cent compared with 53 per cent as of Aug 2020), clearly demonstrating that this

asset class offers a strong investment case that can complement and moreover
enhance returns for investors in the broader Japan equity market.

3. Beauty in Simplicity
Compared to their large cap counterparts, small cap companies tend to have simpler
business models. It is no coincidence that strong companies have simple, basic
business models that allow them to make decisions swiftly and adapt to changes in the
business environment.
Whether it is kitchen equipment producers, medical device manufacturers, or machine
tool specialists, these smaller, specialised companies can respond quickly by keeping
things simple.

4. Under-researched and undervalued
Smaller companies tend to have less analyst coverage than their larger peers. This
leads to greater discrepancies between fundamentals and market valuations, providing
a rich environment for active investment.

5. Unique Diversification benefits
Insulation from geopolitical risks
Small caps are relatively insulated from geopolitical risk. They are also less vulnerable
to currency fluctuations as smaller firms tend to generate a higher proportion of
revenue from within Japan. Investing in Japan small caps also provides access to the
potential future drivers of innovation across a wide variety of industry sectors.

The Nomura Japan Small Cap Equity Fund
This fund was launched in February 2020 with the investment objective of achieving longterm capital growth. With over 3,000 stocks in Japan, our focus is on unearthing hidden
gems among small and medium sized listed companies. In other words, we offer investors
a broad, unique and under-researched opportunity set.

“We like to dig for companies that are profitable,
have strong balance sheets, yet are undervalued. We
actively monitor the heartbeat of companies –
management quality and corporate fundamentals –
that are poorly covered by sell side analysts, and
have the most potential to be mispriced.”

Access to Companies
The Portfolio Manager conducts over 500 meetings per year with listed
companies. In total, our analysts, conduct more than 5,000 meetings
annually.
Following the coronavirus pandemic, we now conduct meetings
virtually through video-conferencing, but at the same volume and
frequency. This feels different, but we are still able to communicate
with companies about their business strategies, read their
expressions, and gain an understanding of the personalities,
qualities and motivations of these corporate managers.

Investment Style
While the Japan Small Cap Equity Fund has a slight value bias, we also look
for elements of growth. There are mainly three types of investments that
we look for:
1. High-Quality Value stocks. Profitable companies with strong balance
sheets, but are undervalued due to the lack of research coverage.
2. Growth stocks. Companies with firm expectations of superior
growth opportunities, offered both by cutting edge technologies
and innovative business models that are highly competitive and
disruptive to traditional Japanese business practises.
3. Opportunistic investments. Our approach is designed to identify not
only quality businesses, but also businesses that are deeply
undervalued, despite being well-run and able to ride the recovery
wave.

We actively monitor the heartbeat of companies – management
quality and corporate fundamentals – that are poorly covered by sell
side analysts, and have the most potential to be mispriced. Selecting
these winners requires patience and a commitment of resources to
cover the vast number of companies and diverse range of
businesses.
Our portfolio typically holds around 100 to 200 stocks. In the small
cap markets especially, diversification helps to mitigate liquidity risk,
and we want to achieve exposure to a breadth of investment
opportunities in order to raise risk-adjusted returns.

ESG Matters in Japan Small Cap Investing
Our goal is to understand companies beyond their financial
statements. Combining fundamental research with a thorough
understanding of ESG risks and opportunities allows us to make
better informed investment decisions.
ESG is embedded in our investment process at the research stage.
We also engage with companies with the aim of contributing to
investment returns while also promoting positive corporate
behaviour that benefits both investors as well as the wider society.
Below are some examples of the companies you could expect to see
in our Japan small cap equity portfolio.

Environment: Nissei ASB Machine
Rather than avoiding companies that have an environmental impact, we
look for those that are leading their respective industries towards higher
environmental standards.
Founded in 1978, ASB is a pioneer of PET bottle moulding machines. As a
leading company in container development, ASB is heavily R&D focussed,
thereby offering container moulding machinery that cannot be replicated by
other companies. ASB makes production systems for moulded containers
such as cosmetics and food packaging, household products, beverages, and
baby feeding bottles.
ASB holds a market share of around 15%-20% of the entire PET bottle
moulding machine industry and is responding to the growing number of
countries that are banning single-use plastics such as trays, cutlery, straws,
etc. With 30 years of recycled PET moulding experience, ASB is developing
cutting edge technologies that can reduce environmental impact, such as
the testing of reusable PET bottles and a Zero Cooling System that enables

reduced container weight, reducing material use by 5-10%. Technological
advancements in machinery are also being made to handle new materials such
as biodegradable plastics (bioplastics).

Social: Litalico
Litalico is a social enterprise company and a pioneer in providing
support services for people with disabilities and educational support
services for children with developmental difficulties. Solid earnings
and revenue growth go to prove that a social “mission” can be fully
compatible with strong business performance.
They provide services to support job-hunting for people with
disabilities including mental and developmental conditions, allowing
people to transition from welfare recipients to wage earners and tax
payers amid a tight labour market. They also offer social skills and
technology focussed education services for children facing
developments or learning challenges.
The company aims to promote a more diverse society through
employment, education and training services, where everyone can
play an active role through work. Litalico also develops engaging,
educational apps for children.

Governance: Maruzen
This company is one of the largest commercial kitchen equipment
makers in Japan, supplying to restaurants and convenience stores.
With a sound balance sheet and high profitability, the company is
benefiting from shifts in food consumption patterns.
There has been significant progress in corporate governance for
larger companies since the introduction of the Corporate
Governance Code in Japan. Smaller companies still lag behind their
larger counterparts, but Maruzen is also gradually becoming more
shareholder-friendly. Until a few years ago, the company refused
individual interviews, but now they accept investor meetings on a
regular basis.
The company does not require a huge amount of capital investment,
but it continues to hoard cash on its balance sheet. Its dividend
payout ratio remains low, and we will continue our engagement with
the company as we see potential to increase shareholder returns.

About the Portfolio Manager
Makoto Ito, CMA, has more than 16 years of
investment and research experience.
Previously an equity analyst covering Asian
equities and the financial sector in Japan, he
started managing Japanese Equities at
Nomura in 2008, and was appointed as a
Senior Portfolio Manager in 2015.

Note: CMA is the Chartered Member of the Securities Analysts Association of Japan.
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