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Introduction

Index funds are a compelling choice for investors

® Access to market returns at low cost
® Favourable portfolio attributes
® Superior performance over time relative to most active managers

The cap-weighted approach leads to a performance “drag”

® Overweights the overpriced shares relative to fair value weight
® Underweights the underpriced shares relative to fair value weight

The Fundamental Index approach eliminates this “drag”

m Weights stocks by non-price measures of firm size

m Achieves long-term excess returns of 2-4% in developed markets; greater
in less efficient spaces

m Preserves many of the advantages of index fund investing
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Problem with Cap-Weighting: Mispricing

If mispricing occurs, cap-weighting has a structural flaw

Portfolio weights are inextricably linked to any pricing errors
Overvalued stocks are overweighted
Undervalued stocks are underweighted

Portfolios are particularly vulnerable to pricing bubbles and subsequent
corrections

Mispricing is an empirical reality

Mispricing is evident in most markets
Massive bubbles: South Sea, Dutch Tulip, “Nifty-Fifty”
Smaller bubbles: Krispy Kreme Donuts, Crocs, Ethanol

Recent bubbles: Technology and .com
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What if Markets are NOT Efficient?

Some stocks will be overvalued and some undervalued
® The market will seek out true value over time

Cap-weighting will overweight overvalued stocks and
underweight undervalued stocks

" Portfolio weights are positively correlated with pricing errors

" Performance drag is linked to the square of these errors

Empirical performance

" Vulnerable to pricing bubbles and subsequent corrections



NOMURA ASSET MANAGEMENT m

The Rise and Fall of Tech Stocks
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The Fundamental Index Approach

Create an index that reflects a company’s economic footprint
using fundamental measures of size

® Sales (5-year average)

® Cash flow (5-year average)

® Gross dividends paid (5-year average)

® Book value (Current Year)

The result, for any of these:

® Breaks the link between pricing errors and portfolio weights
® Pricing errors are uncorrelated (and cancel)

® For example, both overvalued and undervalued stocks will be over-weighted
and under-weighted, but the errors largely offset each other

® Retains many benefits of an equivalent cap-weighted index

® OQutperforms equivalent cap-weighted index by more than 200 bps per
year, on average”

*Research Affiliates historical data based on universe of U.S. equities 1962-2006.
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Benefits of a Composite Approach

Any single-metric approach works well, but has structural
biases:

¥ Sales: Overexposed to large companies with thin margins

® Cash flow: Overexposed to cyclical stocks at cyclical peaks

" Dividends: Overexposed to mature, high-yield companies and
exclusion of growth companies

" Book value: Overexposed to companies with aggressive accounting

Composite approach improves methodology:

" Diversifies exposure to data source, sectors, and other risks
® Improves robustness of methodology

" Improves stability of factors

" Superior risk—return performance
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Contact Us

B Robert Woolf
Head of Business Development
Nomura Asset Management

Tel: +44 (0)20 7521 3069
Mobile: +44 (0)777 333 2456
E-mail: robert.woolf@nomura-asset.co.uk

B Michael Clark
Head of Sales Support
Nomura Asset Management

Tel: +44 (0)20 7521 2190
E-mail: michael.clark@nomura-asset.co.uk

salessupport@nomura-asset.co.uk
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NAM Definitions

“NAM Group” These references relate to the whole Nomura Asset Management organisation and will generally be used when

“NAM” referring to matters such as investment philosophy, style, company structure and other policies which are
consistent across the Group.

ilourﬂ

“We!l

“NAM UK” This refers to Nomura Asset Management U.K. Limited, the UK based subsidiary of NAM Tokyo. NAM UK will
typically be appointed as investment manager and will retain responsibility for the management, control and
servicing of the client portfolio and relationship. Some responses within this document will refer specifically to
practices and procedures undertaken within the NAM UK office.

“NAM Tokyo” This refers to Nomura Asset Management Co., Ltd., the Head Office of the NAM Group based in Tokyo, Japan.
Consequently, some responses within this document may refer to practices at NAM Tokyo where we believe this
to be relevant to the question.

“TOPIX” This refers to the Tokyo Stock Price Index.

This information was prepared by Nomura Asset Management U.K. Limited from sources it reasonably believes to be accurate. The contents
are not intended in any way to indicate or guarantee future investment results as the value of investments may go down as well as up. Values
may also be affected by exchange rate movements and investors may not get back the full amount originally invested. Before purchasing any
investment fund or product, you should read the related prospectus and/or documentation in order to form your own assessment and judgment
and, to make an investment decision.

This report may not be reproduced, distributed or published by any recipient without the written permission of Nomura Asset Management U.K.

Limited.

Nomura Asset Management U.K. Limited is authorised and regulated by the Financial Services Authority.







