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The August 21 issue of Nikkei Money, a maga-
zine on Japanese investing, had a poll of individ-
ual investors regarding their views of the Japa-
nese market and promising stocks. Of the 
names investors are paying most attention to 
now, the number-one choice was somewhat 
surprising. Leading such internationally known 
blue-chip companies like Toyota, Sony, and 
Honda was Tokyo Electric Power, or TEPCO 
(9501, TKECF), the normally stable (and bor-
ing) utility that supplies 30% of Japan's electric 

power. 

A poll of individual investors may not be the 
best authority for stock selection. However, in 
this case, especially for long-term oriented 
investors, the current price of TEPCO justifies 
consideration. After more than doubling in 
price over the past four years, the stock nose-
dived last month after the 6.7 magnitude Nii-
gata earthquake hit the Company's Kashi-

wazaki-Kawari nuclear plant.  

In August, the UN nuclear watchdog, the Inter-
national Atomic Energy Agency, said that the 
damage to Kashikawazki-Kariwa appeared to 
be less than expected. TEPCO plans to open 
and inspect all reactors at the plant by early 
November to determine the extent of the 
damage. Company officials declined to specu-
late when asked in late September when the 
plant would reopen. However, some analysts 
have said the plant is likely to remain inoper-

able at least for a year.    

In its July 31 release of 1Q 2008 results (ended 
June), TEPCO estimated the damage from the 
incident to be around ¥282 billion and revised 
its March 2008 net profit estimate downward 

from ¥310 billion to ¥65 billion (or ¥230 to 
¥48 on a per share basis). The financial dam-
age was so extensive because, in addition to 
paying for repairs, TEPCO will be forced to 
replace the lost energy through alternative 
sources that are expensive due to high oil 
prices. Indeed, fiscal 2007 fuel oil costs are 
expected to rise more than ¥500 billion be-
cause of growing consumption and surging 

crude oil quotes. 

At a recent price of about ¥2,900 at the start 
of October, the stock is at the bottom of its 
calendar 2007 range, compared with a five-
year high of ¥4,530 in February. However, 
investors seem to think the worst is over. 
The P/E based on 3/2007 net is about 13.2, 
and the valuation based on the previous, pre-
earthquake estimate is 12.6, as compared 

with the sector average of about 23.  

Worst-case scenarios add virtually no risk: 
this quasi-public supplier of 30% of Japan's 
power won't be allowed to go out of busi-
ness, and it has sufficient liquidity and funding 
sources to turn to. On August 9, Moody's 
rated TEPCO's bonds Aa2 and said it didn't 
see any impact on the Company's credit rat-

ing from the plant damage.  

While TEPCO hasn't released the estimated 
re-start date of the plant yet, over the me-
dium- to long-term we expect reported prof-
its to return to the prior-year level. The 
trend of steady growth to continue, which 
should be reflected in the stock price. Al-
though we don’t expect a sharp bounce in 
the stock soon, TEPCO appears to be a good 

investment for the longer term. 

Analysis of Smaller Japanese Stocks and Their Investment Environment  

Company Note 



 

DISCLAIMER The material is based upon information Nihon Equity Research considers reliable, but neither warrant its completeness or accuracy. Assumptions, opinions, and estimates constitute 

our judgment as of the date of this report, and are subject to change without notice. This material is not intended as an offer or solicitation for the purchase or sale of securities mentioned herein. The 

material does not take into account your particular financial situations, objectives, or needs, and is not intended as a personal recommendation.  

Shimano is a high-end, Japa-
nese bike parts manufacturer 
that provides an integrated 
line of products, including 
shifting gears and driving and 
braking components. The 
Company also makes fishing 
gear and snowboards, but 
bike components represent 
more than 70% of sales, the 
majority of which are in the 

US and Europe. 

The Company has a domi-
nant share in components 
for racing and mountain 
bikes; notably, in driving 
components, it has an 80% 
share of the global market. 
Since the 1990s, a majority 
of the world's professional 
bicycling teams have used 
Shimano components, bur-
nishing the Company's repu-
tation for high-performance 
products. Profitability ex-
ceeds the competition's: 
over the past three years, 
the Company's operating 
margin ranged from 12.3% 
to 17.4%, versus the sector 
average of 10.8% for Japa-

nese bicycle makers. 

Since mid-2006, the share 
price has become more 
volatile. The immediate rea-
son is the Company's nega-
tive surprise for midyear 
(June) 2006 results: year-
over-year revenue declined 
slightly and recurring profit 
fell 34%, causing Shimano to 
shave its fiscal 2006 esti-
mate. Investors thought that 
this super-premium niche 

manufacturer with world-
wide diversified sales should 
have been better able to 
estimate profits and pun-

ished the stock accordingly. 

However, in 2007 the mid-
term profit surprise was posi-
tive. On August 22, Shimano 
announced revenue rose 24% 
to ¥99.8 billion and operating 
profit gained 47% to ¥14.3 
billion, primarily because of 
robust sales for medium- to 
high-end mountain bikes in 
Europe and the US. The 
Company also raised its fiscal 
2007 revenue estimate from 

¥184 billion to ¥195 billion.  

At this point, we believe the 
stock's positives outweigh 
the negatives. The latter 
includes volatility in the fi-
nancials. The Company at-
tributed lackluster 2006 
revenue to bad weather in 
Europe. But industry ob-
servers tell a different story. 
The Company initially fo-
cuses on gaining market 
share and, after gaining a 
certain level of market ex-
posure, it begins to empha-
size higher-margin and re-
placement markets. At the 
start of the cycle, there is 
margin pressure due to the 
aggressive pricing and sales/
marketing expense. It seems 
like 2005 and 2006 -- when 
Shimano introduced a series 
of major new products 
geared to the high-end mar-
ket -- represented this early 
phase of the cycle, while 

2007 is indicative of a later, 

more profitable period. 

As long as the premium com-
petition and recreational bike 
market continues to grow, 
Shimano has a solid position 
selling parts to bicycle mak-
ers. It provides components 
as a package instead of indi-
vidually, making them easier 
for bike manufacturers to 
install. Thus the cost of 
switching to other makers 

from Shimano is high.  

One last wild card is the 
Company's new "Coasting" 
system which includes a com-
puter that automatically shifts 
gears. It's like an automatic 
transmission for bikes, and it's 
targeted to leisure bikers 
who prefer not to deal with 
30 shift gears. Introduced in 
2007, it's put in bikes with 

prices from $450 to $700. 

We think it's too early to 
place this item in the overall 
profit picture. Even if Shi-
mano sells at the upper end 
of its estimate of 50,000 to 
100,000 units in the initial 
year, the added revenue to 
the entire company would 
be only around 0.5% of the 
sales. On the other hand, if 
we hear our mother-in-law 
start talking enthusiastically 
about this "entirely new 
biking experience" and tell-
ing all 20 of her cycling 
friends, we'll be calling all 
the bike shops to monitor 

closely the sales trend. 
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Product Breakdown 
Shimano’s product break-
down has remained fairly 
consistent over the past 
three years, with bicycle 
components representing  
some 72% to 76% of sales. 
Shimano has made bike parts 
since 1921; the fishing tackle 
division began  in 1970; and 
the small Active Sports 
division including snow-

boards, was set up in 1997.  

Company Note 

Stock Price 
Although Shimano's share 
price has recently recovered 
on the back of positive earn-
ing news, the current level of 
¥4,040 (10/02) is below the 
previous high of ¥4,330 in 
June this year. Based on the 
revised estimate for FY 2007, 
Shimano has a P/E of 20, not 
quite cheap but below the 
average for Japanese bicycle 

makers of about 25. 

Since the 1990s, a 

majority of the 

world's profes-

sional bicycling 

teams have 

used Shimano 

components. 


