





WHO’S SPENDING Continued

BATHERS at a
spa resort outside
Tokyo celebrate the
arrival of the year’s
Beaujolais Nouveau
as it is poured into
the bath.

A YOUNG MAN
gets a facial at a
popular salon cater-
ing to men. The male
market for spas is
growing faster than
the female market.

A WATER SHOW o
entertains and

soothes visitors to a
spa south of Tokyo.

THE NEWLY
INCREASED
INCOME OF THE
WELL-TO-DO IS
FLOWING INTO
LUXURIES.
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I ong a European-style socialist

economy and largely a class-
less society, Japan is now experi-
encing a widening gap between the
wealthy and poor—with the former
spending money freely on high-end
services and fueling a growing relax-
ation industry. Avid celebrity watch-
ers go to salons to have their eye-
brows styled to match those of their
favorite stars. Men are going for spa
treatments in increasing numbers.
Cosmetics and skin care for men are
growing businesses. Basic commod-
ities may be suffering, but the newly
increased income of the well-to-do

is flowing into luxuries.




JAPAN AND ASIA:
Ancient
Rivalries meet
Economic
Realities

Japan gets a wake-up call from China.

SJapan gained great interests through investment in
and exports to China, and China received 10 million more
Jobs through investment from Japan. China imports semi-
manufactured goods from Japan and then exports them to
other countries after processing... It is necessary to forcefully
push both the political and the economic wheels forward to
promote Sino-Japanese relations.”

—JAPANESE PRIME MINISTER SHINZO ABE, OCTOBER 2006

nother lingering perception of Japan

is that it is somehow “separate” from

the rest of Asia—an island nation, aloof
from its neighbors, its politics and economy mod-
eled on European systems, the first industrialized
Asian country and the sole Asian member of the
G8. That sense of separation is exacerbated by his-
torical animosity that reached its nadir with Japan’s
imperial expansion in World War IL

During its long recession, Japan seemed
increasingly out of touch with the rest of the region
and unaffected by economic developments—good
or bad—beyond its shores. The Asian currency cri-
sis of 1997 had virtually no effect in Japan, already
mired in its own economic woes. Yet, while the
crisis spurred badly needed economic restructuring
throughout Asia, Japan was painfully slow to wake
up to its own need for reform.

The wake-up call came from China.

Along with a new generation of managers
focused on better business practices and generating
investment, the threat of Chinese competition—or
worse, global irrelevance—mobilized Japan’s consen-
sus for change.

Japan might have reacted to the threat with its
arrogance of the past. Instead, Japan recognized an
opportunity, and adapted. What we are witnessing

today is a sea change in Asian relations on the order
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JAPAN AND ASIA Continued

MAKING JOBS OVERSEAS

THE NUMBER OF EMPLOYEES HIRED
BY JAPANESE OVERSEAS SUBSIDIARIES
1995-2004, in millions
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EXPORTING JOBS: One solution to Japan’s labor shortage is to outsource
work to other countries and hire local workers by the millions.

of East-West détente or South African reconcilia-
tion. Japan is becoming increasingly integrated into
Asia—and especially engaged with China—out of JAPAN HAS
mutual economic interest. BOOSTED THE
MANUFACTURING
A SYMBIOTIC RELATIONSHIP BASE IN ASIAN
Japan needs workers. China needs employment. COUNTRIES.
Japan needs manufacturing capacity. China needs
management know-how and technology. And at
the end of the day, they both need markets for their
exports, and each needs the goods the other supplies.
As of 2006, China (factoring in Hong Kong)
has become Japan’s largest trading partner, with
combined annual imports and exports of $247 bil-
lion. Japan’s trade with Asia is more than double the
volume with the U.S.

China, India and Southeast Asia, as noted in

connection between Japan and the mainland, con-
sider this statistic: between 2003 and 2006, the num-
ber of passengers per month on flights from Japan to

China jumped from as low as 91,000 to 275,000.

SMOOTHING THE PAST

One of those passengers was Japan’s Prime
Minister Shinzo Abe, the first prime minister
to visit China in five years. The 2006 visit was
seen as a break in an impasse in relations—always
tenuous—that turned hostile under the previ-
ous prime minister, when a stirring of wartime
passions provoked anti-Japanese riots in China
and South Korea, and heated exchanges among
the countries’ leaders. Meeting with President
Hu Jintao, Abe acknowledged Japan’s harm to
its Asian neighbors during the war and the two
leaders vowed to work towards peaceful coexis-
tence and economic cooperation.

Political relations between Japan and South
Korea remain chilly over the name of the sea that
separates them— the Sea of Japan or, in Korea, the
East Sea—as well as some disputed islands in that
sea. Yet South Korea is another major customer of
Japan, Inc., importing $51.9 billion in goods in 2006.

They are also united against the common threat to

CLOSER TO CUSTOMERS

the previous section, provide Japan with a solution CHINA BUYS: $350 JAPAN'S EXPORTS
Japan’s exports Annual, in U.S. $ Billion
) . 300
to its shortage of workers. In the process, Japan has 0 other Asian
countries have 50| ® CHINA ® TOTAL ASIA

risen dramati-
cally, notably

WmEU mUS.

boosted the manufacturing base in those countries
200

by building factories and employing workers—in
China’s case, by the millions—supervised by a rela-
tive handful of Japanese managers.

Opportunity is luring Japanese businesses to the

mainland in droves. To illustrate the increasing inter-
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to China, now a
bigger market for
Japanese goods
than the E.U,,

and gaining on
the U.S.
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regional stability posed by North Korea.

In spite of tensions, Japan is in an increasingly
conciliatory mood when it comes to trade and invest-
ment with its neighbors. Japan has much to offer
Asia, and much to gain from the region’s growth. Far
from being the outsider it may have been in the past,
Japan is increasingly an active participant, if not a key
player, in the region’s development.

The CEO of the Japan External Trade
Organization (JETRO) affirmed Japan’s position in a
2006 speech at a regional industrial fair in Qingdao,
China. Referring to Japan’s aging population,
he stated: “To face the challenges posed by such
rapid demographic shifts, Japanese manufacturing
industries need to rely on a young and excellent
workforce in other parts of East Asia, namely China,
Korea and ASEAN. They will increasingly shift
production bases to China, Korea and other East
Asian countries. Japan in the 21st century will grow

stronger together with East Asia.”

FINDING A PLACE IN THE WORLD

The ultimate driver of Japan’s adaptation today is
globalization. In short, the world changed while
Japan slept, as more and more developing coun-
tries became participants in the world’s economy
and the old patterns of trade and capital flow
went by the wayside. Now, as Japan reawakens, its
challenge is to find a place in this different world,
starting with its own backyard: Asia.

The restructuring of its business environment,
its shift to shareholder responsiveness and its rap-
prochement with its neighbors are positive signals
that Japan can redefine itself for a new era and

share in Asia’s growth.

PAMPERED PETS

b Y

b

GOOD GIRL!

A Shih Tzu models
a doggie dress

at a pet fashion
show in Tokyo

apanese empty-nesters, whose children are increasingly reluctant
J to give them grandchildren, have found another way to lavish
their affection—and no small amount of their disposable cash. The
pet business reportedly exceeded $8.6 billion in 2005, a 40% increase
over the previous decade. And doting cat and dog owners are pre-
pared to spend handsomely to keep their pets happy, healthy and

alive. The result is a burgeoning business in pet

THE PET
care that includes vitamins, aromatherapy and BUSINESS
acupuncture—and pets outliving their normal life REPORTEDLY
expectancy in increasing numbers. EXCEEDED
In a remarkable example of Japanese adapt- $8.6 BILLION
ability and reinvention, one enterprising company IN 2005.

saw its own salvation in the pet phenomenon. The

market for its product, disposable diapers, was dwindling quickly.

But with a little product retooling—mainly fashioning a tail hole—the
company was able to capitalize on the growing market of aging dogs
no longer able to control themselves. Dog diapers put the company

back on track.

Sources: Xinhua News Agency; China Daily; Asia Times Online; Japan Today; KWR International Advisor Newsletter; The Keiretsu of Japan by Thayer Watkins, San Jose State
University; Japan-Zone.com; NPR.org; The Wall Street Journal; The New York Times; Building Business Alliances between China, Japan and Korea, speech by Osamu Watanabe,

Chairman and CEO of JETRO, March 20, 2006; McKinsey & Co.; HSBC
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ften perceived as sitting on the sidelines of Asia’s growth, Japan is in fact one of its beneficiaries.

In 1990 Japan was earning slightly more on exports to the U.S. than to all of Asia combined.

By 2006, however, while exports to the U.S. grew by about 61%, exports to Asian countries more
than tripled, from $89.2 to $308 billion annually. Exports to China alone multiplied more than fifteen times,
while imports from China increased nearly ten-fold. Japan now exports more to Asian countries than to the
U.S. and European Union combined, and enjoys a net trade surplus with its neighbors.

Source: Ministry of Finance Japan

This document is a publication of Matthews International Capital Management, LLC. Information presented is believed to be
factual and up-to-date, but we do not guarantee its accuracy and it should not be regarded as a complete analysis of the subjects
discussed. All expressions of opinion reflect the judgment of the authors as of the date of publication and are subject to change.
Information contained does not involve the rendering of personalized investment advice, but is limited to the dissemination

of general information on products and services. A professional adviser should be consulted before implementing any of the
options presented. Matthews International Capital Management, LLC does not accept any liability for losses either direct or
consequential caused by the use of this information.
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