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Japanese M&A Continues to Build Up Steam  

M&A in Japan has boomed: the number of deals 
rose from 621 in 1996 to 2,775 in 2006. The 
trend has accelerated recently, if not in numbers 
than in size and importance. US hedge fund 
manager Steel Partners has bid for Sapporo 
Breweries and noodle maker Myojo; Oji Paper 
tried to take over rival Hokuetsu Paper Mills in 
Japan's first hostile takeover attempt; and Citi-
group offered $10.8 billion for broker Nikko 

Cordial.  

None of these bids has yet to be completed 
as initially planned: the Sapporo and Nikko 
deals are still up in the air, Oji failed to buy 
Hokuetsu, and Myojo wound up merging 

with Nissin Food Products.  

But these moves, along with the planned in-
troduction of so-called triangular mergers in 
May, are certainly indications of a substan-
tially changed environment that portends 

greater expansion in Japanese M&A. 
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Shoei (7839) is a best-of-breed, small manufac-
turer that commands 53% of the world market 
for very high-end motorcycle helmets costing 
$350 to $500. Along with Nintendo, it is one 
of only two branded Japanese consumer prod-
uct companies that generate over 50% of their 
sales abroad but carry out all production in 

Japan.  

Shoei is also the only company in its industry 
that has adopted Toyota-type manufacturing, 
giving it high production efficiency that has en-
abled the Firm to continually increase profit 
even as unit sales growth remains limited. This 
positive is reflected in an ROE of 25% for the 
9/2006 year. Margins are high too:  operating, 
19.6% (against 14.8% in 9/2005); ordinary, 

17.9% (14.2%); and net, 10.6% (8.3%).  

The Company's official estimate for  9/2007 
results calls for increases of 1% in revenue and 
3% in net profit. Those forecasts seem very 
conservative, given comparable 11% and 40% 
advances for 9/2006. Actual first-quarter sales 
and profit were up 7.9% and 7.8% from the 

year-ago period, and the Company appears on 

track to maintain these levels for the fiscal year.  

Shoei's financial management is extremely 
solid. Six years out of bankruptcy, it now has 
no long-term debt and enjoys an equity ratio 
of 67%.  The Company’s payout ratio is also 
a high 30%, and it has announced plans to 
raise it once it has ¥4 billion in cash (perhaps in 
two years). The dividend yield is 1.7%, but 
assuming the payout is raised to 50%, it 
would be 2.8% -- not bad, considering the 

rate on bank deposits is 0.1%. 

Selling at about 17 times expected 9/2007 earn-
ings, Shoei isn't that cheap. It's not a sleeper 
stock: it already has high foreign ownership of 
18.8%. And with global demand for motorbike 
helmets increasing  a steady but moderate 10% 
a year and Shoei's already predominant share, 
growth won't be spectacular. Nevertheless, 
with market cap of only $200 million, this is a 
relatively safe, rewarding stock for long-term 
investors who want exposure to one of the top 

companies in Japan's small-cap sector.                    
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Biometric authentification 
(BA) is gaining ground in the 
financial services industry, 
because traditional magnetic 
cards are vulnerable to coun-
terfeiting and theft. Two BA 
methods, middle finger and 
palm, compete for share. The 
former is used by Hitachi; the 
latter by Fujitsu Frontech 
(6945), a 53%-owned subsidi-

ary of Fujitsu (6702).  

Hitachi has more customers 
right now, but Frontech has 
Tokyo-Mitsubishi on board. 
There should be lots of 
business for both. Frontech 
has announced plans to ex-
pand production at its Phil-
ippines plant, and its presi-
dent has apologized for not 
being able to keep up with 

demand. 

With about $200 million of 
market cap, Frontech initially 
appears interesting as a small-
cap stock poised to benefit 

from higher BA demand. The 
Company’s BA revenue has 
indeed been rising rapidly:  
¥200MM in 3/2005; ¥500MM 
in 3/2006; and an estimated 

¥1B in 3/2007.  

Unfortunately, biometrics is 
less than 2% of sales. Even 
by 3/2010, BA revenue will 
be only about ¥5B, about 
5% of current revenue. Fi-
nancial systems as a whole is 
only 44% of total sales, and 
other businesses (like soft-
ware services) aren't pro-

ducing lots of growth. 

Frontech periodically gets a 
pop in sales from new law 
that lifts ATM revenue. 
New rules in Korea will  
boost 3/2007 sales by ¥16B, 
a sizeable portion of  the 
¥100B or so of yearly reve-
nue. These inflows may pro-
vide a bump to the stock 
price, but they do not rep-
resent reliable long-term 

growth. With net margins 
low at about 1%, any loss of 
revenue quickly shifts the 

bottom line to negative.  

The Fujitsu ownership is 
both a positive and a nega-
tive. On the plus side, the 
parent probably won’t let 
Frontech go bankrupt. On 
the minus end, Fujitsu might 
have a lot of control over 
Frontech’s pricing and there 
may be no formal long-term 
contract, so the parent may 

be able to dictate margins. 

Frontech is set to release 
3/2007 results around April 
25 that meet estimates, and 
with the PE about a reason-
able 15, the stock may see a 
bump. But given the small 
proportion of biometric 
business, its unpredictable 
revenue stream, and low 
profitability, Frontech is not 
yet attractive for long-term-

oriented investors.  

Much of its workforce wastes 
two or three hours a day 
commuting in jam-packed 
trains.  And in a rapidly aging, 
low-birth-rate society, 
women should be able to 
work at home so they can 
better care for older relatives 

and toddlers. 

Thus Matsushita Electric's 
recent move to allow 30,000 

Japanese workers do little 
telecommuting because (a) 
they often get paid only for 
hours they're physically in the 
office, and (b) their bosses 
think if you're at home, 
you're not working. That's a 
shame, because if there was a 
country where telecommut-
ing makes sense, it's Japan. It 
has the broadband infrastruc-
ture for fast communications. 

of its 76,000 to begin a tele-
work program was welcome 
news.  IBM Japan’s telework 
program permits about 
10,000 of its 17,000 employ-
ees to get paid while working 
at home. The government is 
encouraging industry to intro-
duce family-friendly programs. 
Thus, despite companies’ 
reluctance,  telecommuting 

should increase substantially. 
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Telecommuting 
In this chart from Gartner, 
the dark blue bar is US em-
ployees telecommuting more 
than 8 hours a month (about 
25 MM) and the light blue is 
for the rest of the world 

(about 60 MM). 
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Fujitsu Frontech 
Fujitsu Frontech shares 
have dropped about 20%, 
as shown in this one-year 
chart. The stock occa-
sionally gets a boost 
when new laws are 
passed that require one-
time upgrading of ATM 
machines, but the effect 

eventually evaporates.  

Given its still-

small biometric 

business, unpre-

dictable revenue, 

and low profit-

ability, Frontech 

is not yet attrac-

tive for long-term 

investors.  


