diversity for investors

This article is an abstract
from a report prepared by
JETRO New York in
July 2002. Whilst target-
ing an American audi-
ence, the messages are
pertinent for European
investors.

Uncertainty over the U.S. econo-
my has led many investors to re-
gain their appreciation for the
benefits of international diversi-
fication. As a result, Japan - the
world's second largest economy -
is beginning to attract more atten-
tion from global corporate and
portfolio investors. While the
long term implications of this
trend remains to be seen, the
Nikkei 225, Japan's primary mar-
ket index - has outperformed the
U.S. Dow Jones Industrial, S+P
500 and NASDAQ, as well as
most major European, indexes
overthe past year.

Following almost a decade of
sluggish growth and stagnation
since the collapse of its bubble
economy in the early 1990s,
Japan is showing signs that it is
emerging from its troubles. Dra-
matic changes initsregulatoryin-
frastructure have leadtoasurgein
foreign direct investment. While
still small compared to the levels
seen in the U.S. and other major
economies, incoming investment
is playing a leading role in chang-
ing the corporate dynamicand the
way thatbusinessisconducted.

Further change is indeed neces-
sary and substantial steps need to
be taken to build on the momen-
tum that has been achieved. Nev-
ertheless, the growing attract-
iveness of Japan's affluent and
highly sophisticated market -
containing more than 125 million

consumers with JPY 1,400 tril-
lionin personal assets - is increas-
ingly recognised by foreign
businesses as the opportunity and
potential thatitrepresents.

Recentdevelopmentsinclude:

e maintaining  progress  in
achieving comprehensive eco-
nomicreform

« revisingcommercial codetoal-
low adoption of US-style cor-
porate governance system

« adopting new market account-
ingstandards

« initiating measures to enhance
labour flexibility and pension
portability

Japanperceivedas
source of potential
growthintheface of
market turmoil

Asthe U.S. economy continues to
work off the excesses of the late
1990s Internet bubble, foreign
corporate and portfolio investors
are coming to more fully appreci-
ate the underlying attractiveness
of the world's second largest
economy.

Japan hasa Gross Domestic Prod-
uct (GDP) thatis about half that of
the U.S. or Europe and more than
fourtimesthesize of China.

Despite its economic problems,
per capita income in Japan re-
mains larger than the U.S. and key
European nations. On average,
households headed by persons in
their sixties hold assets averaging
about JPY60 million, of which
roughly JPY20 million is ac-
counted for by financial assets.
This combination of scale and in-
come level makes Japan an ideal
market for the upscale goods and
services that constitute a major
portionofU.S. exports.

Japan also possesses one of the
best-educated work forces in the
world. 49.3% of its students go on
to Universities and Junior Col-
leges. This compares to only
45.9%inthe U.S.and 21%in Sin-
gapore. Japanese workers are also
extremely diligent. According to
the International Labour Organi-
sation, Japan firms lost only
about 5% as many man/days to
strikes and labour unrest as com-
panies in the U.S. in 1999 and
Japan consistently ranks as one of
the safest countries in the world.

Recognition of this trend has
caused FDI inflows into Japan to
increase significantly in recent
years. The value of transactions
rose from JPY598 billion in 1997
to JPY3,283 billion in 2000, an
increase of over 500%. The num-
ber of M&A transactions has also
grown substantially, from 531
transactions in 1995 to 1241 in
2000.



Foreigndirect
investmentis
beginningto
change the business
dynamicinJapan

Only afewyearsago foreign com-
panies and investors considered
Japan to be a relatively closed
market. They found it very diffi-
culttoestablish themselves and to
acquire the human resources
needed to succeed in an environ-
mentinwhich the most promising
candidates sought to enter a life-
time career path with a few select
Japanese government or corpo-
rateentities.

A rising number of foreign com-
panies -- which have entered
Japan through either greenfield
or the acquisition of Japanese as-
sets, have begun to radically
change entire sectors and the way
that business is conducted.
Change is most visible on the co-
sumer level and firms such as
Starbucks, Toys-R-Us, Walmart,
Costco and the Gap have dramati-
cally changed the face of Japan-
ese retailing. Citibank and other
U.S. financial institutions as well
as foreign-owned Shinsei Bank
and Kansai Sawayaka Bank have
introduced major innovations in
thefield of financial services.

Equally notable is the success
achieved by Carlos Ghosn at Nis-
san, who one Japanese govern-
ment official has described as ‘a
Japanese national hero’. Less
well known is the success of ma-
jor US. pharmaceutical firms
such as Johnson and Johnson,
with $1.5billionin 2001 revenues
and Pfizer, which ranks third in
overall pharmaceutical sales in
Japan and first in cardiovascular
andsecond inanti-infective sales.

In addition to resuscitating spe-
cifictroubled enterprises, foreign
investmentis helping to introduce
new business models and prac-

tices in Japan. It is changing the
way inwhich Japanese firms mar-
ket, finance and operate their en-
terprises and is presenting more
optionsto Japanese consumers.

Employment practices are also
changing, with many prominent
students from prestigious Japan-
ese universities now preferring to
begin their careers with foreign
firms. Thiswas simply unheard of
inthe past. Itisalsoencouraginga
shift away from lifetime employ-
ment to an environment that al-
lows mid-career transition.

Japan offerssafe
havenand upside
potential tocorpo-
rateand portfolio
investors

While Japan has far to go in deliv-
ering on the promises of reform
measures enacted in recent years,
investors have begunto realise the
stage is being set for an environ-
ment that can lead to an increased
valuation of Japanese assets.

Many perceive Japan to be a rela-
tive safe haven during a turbulent
time. While the long term impli-
cations of this trend remains to be
seen, the Nikkei 225, Japan's pri-
mary market index has outper-
formed the U.S. Dow Jones
Industrial, S+P 500 and NAS-
DAQ, aswell as most major Euro-
pean, indexes over the pastyear.

A key advantage is the ability of
Japanese markets to provide alig-
uid source of diversification for
investors seeking a safe haven in
view of current market trends.
Additionally, Japanese govern-
ment spending and a compara-
tively lower cost of leverage can
enhance the return for equity in-
vestors in Japanese securities. Fi-
nally, foreign direct investors can
obtain very low-cost financial
leverage to enhance potential re-
turns and can hedge their yen in-
vestmentbackto U.S. dollars.

Aimtoaccelerate
theinvolvement of
foreigninvestorsin
comingyears

For more than 50 years, Japan
maintained its own style of em-
ployment and financial systems,
with corresponding corporate
governance and other institutions
and practices. Today, however, in
recognition of the need to speak a
common language with other
global trading and investment
partners, all these systems are
changing. The objective is to shift
fromasystemthat gave priority to
high efficiency to a new system
that facilitates the smooth trans-
ferofresources from low- to high-
productivity sectors. Drastic re-
forms have been made to help
Japan transform itself into a more
market-oriented system. In the
years to come, Japan hopes to
build on these efforts, to acceler-
ate both its ongoing restructuring
and reform efforts as well as the
important involvement of foreign
companiesand investors.

Combined with its leading edge
in numerous technologies and
manufacturing processes, along
with its high quality, highly moti-
vated workers and well-main-
tained industrial infrastructure,
Japan represents an excellent
place totrack markettrendsandto
sell U.S. products and services. In
addition to the attractions of its
own domestic market, Japan can
also serve as a hub for expansion
tothevastAsian market.

U.S. corporate and portfolio in-
vestorswho are seeking to expand
their international market pres-
ence and to achieve greater diver-
sity in their portfolio investments
will find a welcoming environ-
ment and source of future growth
that is perhaps unmatched in the
world. It is by no means far-
fetched to say that no global busi-
ness strategy can be complete
without investmentin Japan.



