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T he Program on Alternative Investments, under the aegis of the

Center on Japanese Economy and Business and in coopera-

tion with the student-run Japan Business Association of Columbia

Business School, hosted its second seminar of the academic year on

October 1, 2003. The event featured Mr. Shuhei Abe, President and

CEO of SPARX Asset Management Co., Ltd., the largest independent

asset management firm in Japan, and was moderated by Dr. Mark Mason, Director of the

Program. Following are excerpts from Mr. Abe’s presentation, together with selections from

the subsequent question-and-answer period.
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of 14.0 percent versus the Nikkei

225 of -10.6 percent. If you really

understand the companies you are

investing in, Japan can provide

opportunities to make profits both

long and short.  

The hedge fund market in Japan 

is growing. When we started our

long-short strategy in 1997, there

were only 13 hedge funds or so.

Since 1999, the number of hedge

funds with exposure to Japan has

tripled. Given this rapid rate of

growth, there are now about 125

hedge funds.  

Whether we use a long or short

strategy, we try to remain consis-

tent. When we look at individual

companies we consider three key

factors: the quality of earnings,

market and business potential, 

and the quality of management. 

We try to figure out the company’s

intrinsic value and then compare 

it with the market value to see if a

valuation gap exists between them.

We also look for identifiable cata-

lysts. For example, what can we 

do to narrow the gap between 

the company’s intrinsic value and

market value? SPARX applies a 

fundamental, bottom-up approach

to evaluate Japanese companies.

That is our investment process and

the method we use for our long-

short strategy. There are no special

methods used for our hedge fund

versus our other long-only strategies.

The Recovery of the Tokyo 
Market

Looking historically at the Japanese

market over the past 14 years, the

peak of the market was December

1989. After that, the market declined

63 percent over 32 months, to

August 1992. The most recent

decline started in April 2000

through April 2003. The rate of

decline was 63 percent over 36

months. Since April 2003, the 

market has rebounded 41 percent

over the last four months.

The most recent decline was attrib-

uted to Prime Minister Koizumi’s

fiscal and banking reform policies.

Unlike his eight predecessors, Mr.

Koizumi has consistently reduced

the fiscal budget. It is very difficult

to continuously maintain a tight

budgetary policy when the equity

market declines as it has, but 

Mr. Koizumi continued his policy.

Previous prime ministers used 

fiscal stimulus when the market

was weak, and the deflationary 

spiral created in the real economy
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The Development of the 
Japanese Hedge Fund Industry

I have never considered myself a

hedge fund manager, but rather an

analyst doing research on Japanese

companies and then investing

money based on my findings. We

call SPARX a research and invest-

ment firm that specializes in Japan.

From that perspective, I will dis-

cuss what is happening today in

Japan’s hedge fund industry, its

implications, and the opportunities

one can find in the market.

If you examine the long-term price-

to-earnings (PE) multiple trend of

the Tokyo market, it has continuously

expanded since the 1960s. In par-

ticular, after 1980, the PE multiple’s

rate of increase accelerated, and it

peaked in 1989 during the bubble

economy. After that it collapsed

through the middle of the 1990s.

During the 1980s, hedge fund

strategies did not work in Japan

because everything one bought

increased as the PE multiple

expanded. During the early 1990s,

after the bubble ended, the long-

short strategy did not work because

everything one invested in declined;

the PE multiple contracted very 

rapidly at that time. By the middle

of the 1990s, the long-short fund

strategy in Japan started working

very well. This was the fundamen-

tal base from which many hedge

fund managers today started 

operations in Japan. In the mid-

1990s, Japanese equity valuations

normalized, allowing investment

opportunities on both being long

or short a stock. Since its inception

in June 1997, the SPARX Long-

Short Fund Ltd. has earned a 

compounded annualized return 

THE DEVELOPMENT OF

THE HEDGE FUND

INDUSTRY:  MARKET

DYNAMICS AND THE

JAPANESE EXPERIENCE

Shuhei Abe, President and
CEO, SPARX Asset
Management Co., Ltd.

October 1, 2003

“If you really understand the companies you are investing

in, Japan can provide opportunities to make profits both

long and short.”

Columbia MBA student poses a question to Mr. Abe.



are improving because of their

cost-control efforts over the past

ten years. For example, operating

expenses have been reduced, 

primarily due to employee reduc-

tions and other payroll-related cuts.

If you compare major Japanese

banks to other global financial

institutions in the United States and

in Europe, the overhead ratio of

these Japanese banks, defined as

operating expenses as a percentage

of revenue, is surprisingly much

lower than their competitors in the

other markets.

So why have Japanese banks been

unable to make a profit? The

Japanese banks were unable to

make a profit because of the con-

tinuing non-performing loan (NPL)

problems over the years. The peak

of the NPL problem was 1998.

After that, credit costs continued to

decline. The current Minister of the

Financial Supervisory Agency (FSA),

Mr. Takenaka, introduced very

strict measures to audit bank loans.

We believe that non-performing

loans are now being normalized.

Once they are normalized, banks

will be able to generate profits. 

This year, banks are expecting to

report a profit rather than a loss.

This will change the sentiment 

of the Japanese market, which is

already gradually happening. If you

look at the major bank’s aggregate

market capitalization relative to the

TOPIX from April 1987 to April

2003, it declined dramatically from

24 percent to only 2.6 percent of

the TOPIX! Today, it is about 4.6

percent. If you look at the major

banks’ aggregate recurring profits

as a percentage of the TOPIX, the

sector continues to rise and nor-

malize. They are at more than 6

percent for this year. If we apply

very conservative assumptions to

normalize their earnings under the

current environment, I believe the

ratio can be as high as 10 percent

for the coming two to three years.

If the underlying trend continues,

foreign investors will begin pur-

chasing banking shares, which 

will create a self-strengthening

trend for the stock market.

Consider that foreign institutional

investors are still very underweight

in the banking sector. The MSCI

Japan Index highlights the over-

weight and underweight industry

sectors for foreign investors.

If the bank sector is corrected, 

the market as a whole will become

stronger. We have felt positive

about things in Japan since the

beginning of this year. 

Over the past two years, in light 

of this recovery, we managed the

long-short strategy very conserva-

tively. The gross long position

averaged about 60 percent, and the

gross short position averaged about

20 percent. The net exposure aver-

aged 40 percent. During the first

quarter of this year, we raised our

gross long position from 60 percent

to 90 percent exposure, but at the
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pushed equity prices substantially

lower.

Mr. Koizumi also advocated strong

measures in the banking system.

Banks were forced to liquidate

their shareholdings to comply with

new regulatory issues. According 

to the new law, banks must reduce

their stock portfolio to no more

than their Tier I capital by 2006.

Over the past two years, banks

have been selling their shares very

aggressively. If market participants

do not care about the price and if

their motive for holding or selling

shares is not directed by profit,

price is not an issue. This has been

the environment over the past two

years. Price was not an issue among

the participants because the domi-

nant market participants started

selling and dumping their shares

because of the government’s law.

Four important things have hap-

pened in the Japanese market as a

result of Mr. Koizumi’s aggressive

reform policies. First, over the 

last 36 months, market valuations

have become reasonable relative 

to other markets in the world.

Circumstances have changed in 

the past two to three decades. 

The Japanese market, in comparison

to those in other G5 countries, is

no longer more expensive than 

the United States, France, Germany,

and the United Kingdom. In the

1960s, Japan’s performance multi-

ple was lower than that of the

United States. Now they are the

same.

Second, the demand and supply

imbalance caused by bank selling

has begun to normalize as new

buyers enter the market, including

stock buybacks and the Bank of

Japan’s purchase of cross share-

holdings from banks. Luckily, this

year, foreign participation in the

Japanese market has become more

active too. As of the middle of

2003, the large-scale net foreign

purchases, unlike those in the 

past three years, which have been

net sales, have normalized and

reversed course.

Third, over the last three years,

there has been a structural shift of

equity ownership from stakeholders

to shareholders. Prior to that, banks

owned the entire corporate system

of Japan. Due to the aggressive sale

of their own portfolios, the bank’s

share of corporate Japan has been

reduced to less than 25 percent,

whereas shareholders, such as 

pensions, mutual funds, individuals,

and foreign investors, represent

more than 75 percent. This is a

very important change because it

was questionable who governed

the system in Japan. Ownership 

is shifting to shareholders who 

care about maximizing company

performance and future profits.

Fourth, despite the market’s

decline, corporate restructuring 

has led to improved profits and 

the recovery of the economy.

Companies are now making 65

percent more profit than they were

in 1989, which was the earnings

peak of the bubble. Yet, the stock

market is 70 percent lower than its

peak. Japanese companies are also

becoming concerned with balance

sheets, and they are now paying

more attention to returns on invest-

ments (ROIs), with room to improve

compared with peer markets. 

Bank Restructuring and 
Recovery 

SPARX believes that, as of the end

of March 2003, the major Japanese

banks (i.e., the major 14 banks as

defined by the Bank of Japan)

began to turn around. Major bank

revenue (net interest income, net

fees and commissions, trading

income) and operating profits 

(revenue less SG&A expenses) 

continue to improve. Their profits
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“When we look at individual companies we consider three key factors: 

the quality of earnings, market and business potential, and the quality

of management.”

Dr. Mark Mason



not really change the course of the

investment and approach.

Additionally, there is not much that

can be done to regulate what most

of the hedge fund players are

doing.

Generally, we do not feel that there

is a saturation of strategies in the

hedge fund industry. It is more 

a question of our capacity and 

our ability to generate consistent

returns. It is not against our com-

petition. We never really look at

our competitors, but we are very

careful about our own ability to

consistently generate the return—

particularly our long-short strategy.

Unlike other long-only strategies,

people are buying into the expec-

tation for consistent returns when

we promote a long-short strategy or

hedge fund. My role is to monitor

our daily activities to insure that we

provide consistent, growing returns.

Q: Some commentators have said

that they believe liquidity in the

markets represents a constraint 

on the development of the Japan-

focused hedge fund industry. 

Do you believe that is true?

Abe: Yes, we started as a small cap

specialist—that is, our ability to

pick stocks in small-capitalized

areas. We would like to use that

ability more in our long-short strat-

egy. However, as the fund size rap-

idly grows, the small cap weighting

in the long-short strategy naturally

decreases, and the return contribu-

tion from that also decreases. That

is a problem. It is a tradeoff. We try

to be more liquid, which is very

important, but at the same time, 

we also want to participate in small

caps. That creates some issues 

for us to monitor very closely and

manage appropriately.

Q: What aspects of your company

have you changed since SPARX’s

inception?

Abe: I started the company with

five people—now we have more

than a hundred people. I have to

spend time managing the organiza-

tion. However, to manage the

organization is to manage money.

The stronger I make the organiza-

tion, the better our ability to man-

age the money. There is no doubt

that if you create a team of five to

manage money, it is better than

doing it alone. One of my goals is

to create a strong team. I spend a

lot of time sharing my knowledge

and training people. It is similar to

a manufacturer building a good car.

Since the company’s inception, my

role has drastically changed. I used

to do all of the functions by myself,

but now I spend more time invest-

ing. At the same time, I have to

train people in various areas as the

company expands. 

Q: What is your broader vision for

SPARX ten years from now?

Abe: I would like to contribute

something positive to the world. 

I am not doing SPARX just to make

quick money and then exit. I am

building my company very seriously

for the long term, and I want

SPARX to be trusted and highly

respected by investors. Japan has

saved so much, but the money 

has been inefficiently managed.

Someone needs to apply real

investment intelligence. In ten

years, if people see SPARX as a

company with real investment

intelligence and afford us a high

degree of respect and trust, I will

be very happy. This is what we are

trying to work on. Unfortunately,

there are very few companies like

this in Japan. There are, of course,

companies like Sony and Toyota,

which are very well respected and

trusted by the world. However, in

our area of industry, I do not see

many other serious companies. 
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same time, we increased our gross

short position to 30 percent expo-

sure. Our net exposure increased

to as high as 60 percent. Although

we were able to foresee a rebound

in the market, we wanted to offset

any potential volatility by having a

larger short exposure.

It has been a very interesting time

in the Japanese market, and we are

trying to capitalize on the opportu-

nities using different strategies. As

a Japan-specific asset management

company, SPARX tries to provide

different strategies so that investors

can participate in the equity oppor-

tunities of the Japanese market.

From 1997 through today, our lead-

ing strategy has been the long-

short strategy. Today, we continue

to see plenty of opportunity for

this winner and loser strategy in

Japan, but we are also expanding

investment strategies in different

areas because of larger opportuni-

ties in the market.

Questions and Answers:

Q: What are some of the practical

problems you have found in trying

to identify the intrinsic value of

companies, and how has it changed

between the 1990s and today in

terms of disclosure of information

and access to companies?

Abe: Recently, companies have

become much more open, particu-

larly because of the changes that

occurred between 1995 and 1998.

CEOs of major companies have

begun to understand that one of

their main responsibilities is to talk

with investors and shareholders. 

In the past six months, I have met

most of the CEOs of the mega

banks. In the past, to meet the

CEOs of these institutions was

impossible. Their investor-relations

people would never have let us

meet with them. More importantly, 

I think companies have begun to

realize the importance of promot-

ing themselves through the voice

of their CEO. In general, I believe

disclosure among companies at all

levels has dramatically improved.

Q: These days in the United States,

there is a growing voice to regulate

the hedge fund industry. How is

this aspect of the industry develop-

ing in the Japanese market? 

Also, do you feel there is a satura-

tion of hedge fund strategies in 

the Japanese market? 

Abe: Whenever the market became

weak, the authorities believed that

it was because of hedge funds.

Most recently, they regulated what

we do in terms of short selling, but

it really did not affect the way

SPARX did things because we have

very limited short positions, and

our stock picking approach is not

trading-oriented. Since the inception

of the strategy in mid-1997, we

have never exceeded 40 percent in

our short exposure. Usually, it is

20–30 percent. So following what

the regulators ask us to do does
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“Japan has saved so much, but the money has been inefficiently managed.”  

Mr. Shuhei Abe
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