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Japanese Equity Indices: A Look Under the Hood

As noted in our May 2004 Global Market Comment, Bullish on Japan, we are quite positive on the
outlook for Japanese shares, and recommend investors look to increase their exposure to this area. Given that
there are many Japanese equity indices, the following provides a comparison designed to assist investors in
understanding the fundamental differences among the broadest and most commonly used indices.

Most Japanese indices are calculated by the Tokyo Stock Exchange, and only include equities traded
on this exchange. (They thus exclude the Jasdaq, which contains more than 900 companies representing
roughly ¥130 trillion in market cap.) The TOPIX Stock Price Index (generally referred to simply as TOPIX)
includes all of the roughly 1,500 equities traded on the “First Section” of the exchange, reserved for larger
companies with at least 20 million listed shares, while the Second Section consists of about 500 stocks too
small for inclusion in the First Section. (See Table A.) There are also subindices of First section equities: the
TOPIX Small Capitalization, for example, includes equities with fewer than 60 million listed shares, while
the TOPIX Small consists of all First section stocks except the 500 largest, which are tracked in the TOPIX
500. In rough terms, the TOPIX Small Capitalization represents the smallest one-fifth of the First section,
and the TOPIX Small, the smallest two-thirds. There are no subindices for Second Section equities.

The other major index providers, MSCI and FTSE, both use committees that rely on rules-based
processes to construct their indices. In addition, both define the Japanese market as the fotal equity market;
thus, these indices can contain equities from any Japanese exchange. MSCI divides the market into industry
groups, then targets 85% of the free-float-adjusted market capitalization in each group for inclusion,
specifically seeking a representative sampling of company sizes, subject to liquidity restraints. FTSE takes a
similar approach, aiming to capture between 85% and 95% of the available equity in the market after
screening out or restricting companies that are too small, have limited free float, or lack sufficient liquidity.

For those who wish to obtain the broadest market exposure, the TOPIX seems a fairly simple choice:
the index has the largest number of stocks (more than 1,500), with a total market cap of roughly ¥350 trillion
as of May 31. (See Table B.) For comparison, MSCI Japan holds only 345 stocks with a total market cap of
just under ¥200 trillion. As would be expected, the MSCI Japan Index is more concentrated, with the top 50
stocks accounting for 54.7% of the index’s market cap, versus 43.0% for the TOPIX. Yet despite their
differences, the two indices have performed quite similarly, and with comparable levels of risk, for virtually
all periods studied. (See Table C.) The FTSE Japan Index, meanwhile, has a much shorter history, but is
similarly concentrated to MSCI, and has posted comparable performance and volatility numbers to MSCI
and TOPIX over the ten years for which we have data.' Still, due to the different manner in which the three
indices are constructed, investors should not be surprised to see significant variance in returns and volatility

data on occasion.

! Unfortunately, due to the different methodologies used by TOPIX, MSCI, and FTSE to classify companies by
industry, we are unable to compare the industry weightings of Japanese indices.
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The TOPIX and MSCI Japan appear to be the most popular choices among managers: Of the 42
Japan managers in our database that stated a preference for a particular benchmark, 22 use TOPIX, 18 use
MSCI, and two use FTSE Japan.

For investors interested in small caps, there are four commonly used indices, two “small” and two
“micro.” The small-cap indices are MSCI Japan Small Cap and TOPIX Small, while the micro-cap indices
are TOPIX Small Capitalization and TOPIX Second Section. Unfortunately, data for these indices is
somewhat limited: TOPIX Small and MSCI Japan Small Capitalization, for example, have only ten years
worth of data. Still, we can draw some conclusions from the makeup of the indices. The two small-cap
indices, for example, are constructed quite differently: While the TOPIX Small has more than 1,000
companies and a total market cap above ¥40 trillion, MSCI Japan Small Capitalization contains a mere 366
companies, with a total market cap of less than ¥20 trillion. (See Table D.) MSCI is also far more
concentrated, with its top 50 companies accounting for nearly 35% of its total market cap versus less than
18% for TOPIX Small. This may explain the higher volatility of the MSCI Japan Index, which has slightly
outperformed over the ten years for which we have data, but with a significantly higher standard deviation.
(See Table E.) In sum, the TOPIX Small appears to be more representative of Japanese small caps, but would
likely result in higher transaction costs to investors choosing to index through full replication or hiring active
managers that closely track their benchmarks.

The two micro-cap indices actually appear quite similar, which is surprising considering their
differences in methodology. The TOPIX Small Capitalization, for example, contains companies with
between 20 million and 60 million shares, while the Second Section includes those with fewer than 20
million shares. Still, the indices have similar concentration numbers, and returns and volatility data have
historically been quite comparable.”

The wide range of available indices provide investors with an array of reasonable options to gain
exposure to Japanese equities: From nearly complete market coverage at the total market and capitalization
sector levels, to more concentrated indices provided by MSCI and FTSE.

* While the Second Section appears to have outperformed over long time frames, this analysis is end-point sensitive and
skewed by the index’s 70.9% return over the past year; when this is taken out, the two indices’ long-term returns are
separated by only 60 basis points.
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RETURNS AND VOLATILITY FOR BROAD JAPANESE EQUITY INDICES

TOPIX
MSCI Japan
FTSE Japan
Nikkei 225

TOPIX
MSCI Japan
FTSE Japan
Nikkei 225

Average Annual Compound Returns (%)

As of May 31, 2004

Table C

30 Yrs 20 Yrs 15 Yrs 10 Yrs 5 Yrs 3 Yrs 1Yr
5.37 2.79 -4.40 -2.97 -1.67 -3.57 37.42
5.50 2.89 -4.42 -2.95 -2.89 -4.81 37.67
--- - -—-- -2.53 -1.43 -4.16 38.34
2.90 0.61 -7.16 -6.05 -6.95 -5.38 33.38

Annualized Standard Deviations (%)

30 Yrs 20 Yrs 15 Yrs 10 Yrs 5 Yrs 3 Yrs 1Yr
17.68 19.88 20.51 17.22 16.62 16.71 14.58
18.38 20.18 20.31 16.98 16.07 16.72 13.45

--- - -—-- 17.07 16.33 16.83 13.68
18.92 21.41 22.81 19.77 19.49 19.25 15.06

Sources: FTSE International Limited, Morgan Stanley Capital International, and Thomson Datastream. MSCI
data provided "as is" without any express or implied warranties.

Note: Nikkei 225 data are calculated based on price returns.
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RETURNS AND VOLATILITY FOR SMALL AND MICRO-CAP
JAPANESE EQUITY INDICES

TOPIX Small

MSCI Japan Small-Cap
TOPIX Small-Cap
TOPIX 2nd Section

TOPIX Small

MSCI Japan Small-Cap
TOPIX Small-Cap
TOPIX 2nd Section

Table E

As of May 31, 2004

Average Annual Compound Returns (%)

20 Yrs 15 Yrs 10 Yrs 5 Yrs 3 Yrs
-—-- - -6.20 1.32 4.69
-—-- - -5.71 2.84 3.40
1.21 -4.35 -4.51 3.99 6.04
3.15 -0.16 2.17 10.80 10.31

Annualized Standard Deviations (%)

20 Yrs 15 Yrs 10 Yrs 5Yrs 3 Yrs
-—-- - 21.36 18.75 18.29
-—-- - 24.43 20.97 19.95

22.11 23.57 20.34 16.69 16.61
23.08 24.73 23.28 23.67 20.93

38.49
50.04
31.19
70.88

19.50
20.05
16.74
25.57

Sources: Morgan Stanley Capital International and Thomson Datastream. MSCI data provided "as is" without

any express or implied warranties.

Note: All data are calculated based on price returns.
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