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ROE = E
B

Upside in ROE

Seek steady ROE growth 
through 1. Stable ROE and
2. Ample cash 

2. Seek companies with potential to reduce the book via share 
buyback & dividends or increase the earnings by investing 
profitable enterprise (M&A, Capex, R&D or human capital) 

… at an Attractive Price

P/B

3. …  And seek companies 
with attractive valuations

1. ROE Stability

2. High Net Cash/Equity

3. Low Price-to-Book

0

50

100

150

200

250

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

20
11

20
12

20
13

20
14

20
15

20
16

C
as

h 
& 

D
ep

os
its

  (
tri

llio
n 

 y
en

)

Foreign-currency Deposits
Negotiable Deposits
Fixed Deposits
Liquid Deposits
Cash
Total Cash & Deposits

Lehman Brothers 
Bankruptcy

Source: Nikko Asset Management 

FOR SOPHISTICATED 
INVESTORS ONLY 

July 2016 By Yasushi Ishikawa, Head of 
Alternative Investment Fund 
Management Department 

 
 

THE NIKKO AM URAP INDEX: 
Identifying Stocks Which Show Consistent Improvement in ROE 

 
In February 2014, Japan’s Financial Services Agency released 
its “Principles for Responsible Institutional Investors”—
otherwise known as Japan’s Stewardship Code—with the 
stated aim of promoting the “sustainable growth of companies 
through investment and dialogue”. The Code was adopted in 
May 2014 by the Government Pension Investment Fund (GPIF), 
the world’s largest pension fund,  in order to improve 
engagement between the firms that manage assets on its 
behalf and the companies they invest in. The Code has 
subsequently been adopted by many other asset owners and 
asset managers in Japan. 
 
Furthermore, in August 2014, Japan’s Ministry of Economy, 
Trade and Industry published the final report of the Ito Review, 
which was a series of formal discussions on the theme of 
“Competitiveness and Incentives for Sustainable Growth: 
Building Favorable Relationships between Companies and 
Investors”. This report concluded that the low return on equity 
(ROE) of Japanese companies, which is about half the levels of 
their counterparts in the US and Europe, is a result of a lack of 
dialogue between institutional investors and the companies 
they invest in. Therefore, we expect that increasing dialogue 
between investors and corporate management would improve 
the capital efficiency of many firms. 
 
At the same time, the number of companies in Japan with the 
potential to improve their capital efficiency has been 
increasing in recent years. Since the Global Financial Crisis, 
Japanese companies have continued to pile up their cash 
positions. The following chart shows the changes in the 
amount of accumulated cash at non-financial companies, 
broken down by asset type. Total cash and deposits increased 
from JPY 180 trillion (USD 2.0 trillion) at the end of 2008 to JPY 
261 trillion (USD 2.3 trillion) as of March 2016. This represents a 
45% increase in cash positions (JPY base) in just over seven 
years, mainly in liquid deposits yielding very low interest. 
 
 
 
 
 
 
 
 
 
 
 
 
 

Japanese Companies’ Accumulated Cash  
Since Global Financial Crisis 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Nikko Asset Management, Bank of Japan, as of 31 March 2016 

 
However, as institutional investors increasingly engage with 
corporate management, more firms with excess cash on their 
balance sheets will feel compelled to use the cash to improve 
ROE and achieve sustainable growth. This is most likely to take 
the form of share buybacks and increased dividends or value-
creating investments, such as M&A activity. 
 
The Nikko AM URAP Index is designed to capture alpha (excess 
return over the market) from companies that are expected to 
consistently improve their ROE in this environment of 
increased company-investor engagement.  URAP stands for 
“Upside in ROE at an Attractive Price,” and the index focuses 
on names with the following three characteristics: (1) ROE 
stability; (2) high net cash as a percentage of equity; and (3) a 
low price-to-book ratio. These three characteristics are shown 
in the diagram below. 
 
Nikko AM URAP Index Methodology 
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Companies with high net cash have the potential to improve 
their ROE by using it for share buybacks (i.e. reducing their 
equity) or by making investments to boost their earnings, 
which could include engaging in M&A activity, capital 
expenditure, or spending on research and development. At 
the same time, we also take ROE stability into account in order 
to identify stocks that can consistently improve their ROE. 
However, high-ROE stocks tend to trade at a premium and 
their subsequent return will often underperform the market.  
Therefore, we also take the attractiveness of a stock’s valuation 
(namely, its P/B ratio) into consideration in order to avoid the 
inclusion of overly expensive stocks. 
 
As for the index’s methodology, we rebalance its constituents 
twice a year— at the end of March and September. To begin 
with, the 400 most liquid stocks are selected from the 
constituents of the TOPIX 500. Of these 400 names, we then 
select 100 stocks based on a score which takes into account 
the three aforementioned characteristics. The names are then 
weighted based on these scores (as opposed to weighting 
them according to market capitalization). Sector weights, 
according to the GICS 10 sector classifications, are then capped 
at 25%. 
 
The dark blue line in the chart below shows the cumulative 
excess return of the URAP index over the TOPIX from October 
2003 to June 2016 (before accounting for fees and transaction 
costs). The annualized excess return for the period is 4.65% 
with a tracking error of 5.11%, resulting in an information ratio 
of 0.91. The annual turnover due to semi-annual rebalancing is 
relatively low at 38% (one way). 
 
Considering the fact that the index universe is composed of 
the 400 most liquid stocks in the Japanese market, we don’t 
anticipate that factoring in transaction costs will cause 
significantly deterioration in performance1. As mentioned 
above, 2014 is a milestone as it marks the introduction of 
Japan’s Stewardship Code and its subsequent adoption by the 
GPIF. Since then, the URAP index’s outperformance appears to 
have become more consistent: in 2015 excess return was 
11.05% with an information ratio of 2.06; while year-to-date 
excess return for the first half of 2016 was 4.84%, with an 
annualized information ratio of 2.55. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
1 For example, if we assume 50bp as a transaction cost, the deterioration in 
performance would be estimated as about 0.38% per year based on the 
calculation; (one-way turnover, 38%)  x (both ways, 2) x (transaction cost, 
50bp). 

The next chart also shows the cumulative contributions of 
Barra risk model factors Market Timing, Risk Indices, Industries, 
and Stock Selection. It is worth noting that most of the excess 
return comes from Stock Selections after removing the 
contributions of Market Timing (beta), Risk Indices, and 
Industries. 
 
Nikko AM URAP Index: Cumulative Contribution to  
Active Return 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Note: Returns are JPY based, before fees and trading costs. The simulation period is from October 
2003 through June 2016. TOPIX with Dividends is used as benchmark. The data is based on 
historic simulation and is not a guarantee of future investment returns. 
 
Source: Nikko Asset Management 

 
Factors such as Value, Size, Momentum and Volatility, which 
tend to be the focus of smart beta indices, are included in the 
Risk Indices. However, we can see that the contribution from 
Risk Indices has been less consistent. This implies that the 
URAP index captures a different source of alpha than factor 
premium or anomaly—sources which have already been 
commoditized as smart beta vehicles. 
 
We believe that our thorough understanding both of Japanese 
market structures and changes in the environment for 
investors (and securities-issuing companies) allows us, via the 
smart beta approach, to capture sources of excess return. 
Indeed, this is indicated by the performance shown above. We 
will continue to confirm the validity of this approach by 
carefully monitoring future performance. 
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Important Information 
This document is prepared by Nikko Asset Management Co., Ltd. 
(Nikko AM) and is for distribution only under such circumstances as 
may be permitted by applicable laws. This document does not 
constitute investment advice or a personal recommendation and it 
does not consider in any way the suitability or appropriateness of the 
subject matter for the individual circumstances of any recipient.  
 
This document is for information purposes only and is not intended to 
be an offer, or a solicitation of an offer, to buy or sell any investments 
or participate in any trading strategy. Moreover, the information in 
this material will not affect Nikko AM’s investment strategy in any way. 
The information and opinions in this document have been derived 
from or reached from sources believed in good faith to be reliable but 
have not been independently verified. Nikko AM makes no guarantee, 
representation or warranty, express or implied, and accepts no 
responsibility or liability for the accuracy or completeness of this 
document. No reliance should be placed on any assumptions, 
forecasts, projections, estimates or prospects contained within this 
document. This document should not be regarded by recipients as a 
substitute for the exercise of their own judgment. Opinions stated in 
this document may change without notice.  
 
In any investment, past performance is neither an indication nor a 
guarantee of future performance and a loss of capital may occur. 
Estimates of future performance are based on assumptions that may 
not be realised. Investors should be able to withstand the loss of any 
principal investment. The mention of individual stocks, sectors, 
regions or countries within this document does not imply a 
recommendation to buy or sell.  
 
Nikko AM accepts no liability whatsoever for any loss or damage of 
any kind arising out of the use of all or any part of this document, 
provided that nothing herein excludes or restricts any liability of 
Nikko AM under applicable regulatory rules or requirements.  
 
All information contained in this document is solely for the attention 
and use of the intended recipients. Any use beyond that intended by 
Nikko AM is strictly prohibited.  
 
Japan: The information contained in this document pertaining 
specifically to the investment products is not directed at persons in 
Japan nor is it intended for distribution to persons in Japan.  
Registration Number: Director of the Kanto Local Finance Bureau 
(Financial Instruments firms) No. 368 Member Associations: The 
Investment Trusts Association, Japan/Japan Investment Advisers 
Association/Japan Securities Dealers Association. 
 
United Kingdom and rest of Europe: This document constitutes a 
financial promotion for the purposes of the Financial Services and 
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial 
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules). 
 
This document is communicated by Nikko Asset Management Europe 
Ltd, which is authorised and regulated in the United Kingdom by the 
FCA (122084). It is directed only at (a) investment professionals falling 
within article 19 of the Financial Services and Markets Act 2000 
(Financial Promotions) Order 2005, (as amended) (the Order) (b) 
certain high net worth entities within the meaning of article 49 of the 
Order and (c) persons to whom this document may otherwise lawfully 
be communicated (all such persons being referred to as relevant 
persons) and is only available to such persons and any investment 
activity to which it relates will only be engaged in with such persons. 
 
United States:  This document is for information purposes only and is 
not intended to be an offer, or a solicitation of an offer, to buy or sell 
any investments. This document should not be regarded as 
investment advice.  This document may not be duplicated, quoted, 
discussed or otherwise shared without prior consent. Any offering or 

distribution of a Fund in the United States may only be conducted via 
a licensed and registered broker-dealer or a duly qualified entity. 
 
Singapore: This document is for information only with no 
consideration given to the specific investment objective, financial 
situation and particular needs of any specific person. You should seek 
advice from a financial adviser before making any investment. In the 
event that you choose not to do so, you should consider whether the 
investment selected is suitable for you 
 
Hong Kong: This document is for information only with no 
consideration given to the specific investment objective, financial 
situation and particular needs of any specific person. You should seek 
advice from a financial adviser before making any investment. In the 
event that you choose not to do so, you should consider whether the 
investment selected is suitable for you. The contents of this document 
have not been reviewed by the Securities and Futures Commission or 
any regulatory authority in Hong Kong.  
 
Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM 
Australia) is responsible for the distribution of this information in 
Australia. Nikko AM Australia holds Australian Financial Services 
Licence No. 237563 and is part of the Nikko AM Group. This material 
and any offer to provide financial services are for information 
purposes only. This material does not take into account the objectives, 
financial situation or needs of any individual and is not intended to 
constitute personal advice, nor can it be relied upon as such. This 
material is intended for, and can only be provided and made available 
to, persons who are regarded as Wholesale Clients for the purposes of 
section 761G of the Corporations Act 2001 (Cth) and must not be 
made available or passed on to persons who are regarded as Retail 
Clients for the purposes of this Act. If you are in any doubt about any 
of the contents, you should obtain independent professional advice 
 
New Zealand: Nikko Asset Management New Zealand Limited 
(Company No. 606057, FSP22562) holds Managed Investment 
Scheme Manager licence in New Zealand and is part of the Nikko AM 
Group. This material is for information purposes only. It is NOT 
intended for or directed towards retail investors but is for the use of 
researchers, financial advisers and wholesale investors. It has been 
prepared without taking into account a potential investor’s objectives, 
financial situation or needs and is not intended to constitute financial 
advice, and must not be relied on as such. A reader must not rely on 
the information as an alternate to expert and customised advice from 
their trusted financial/legal adviser. 
 
 


