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Executive Summary 

Elder generation of Japanese depositors is facing a dilemma: Where to go?  Post Offices or investment banks? Ten years before, high interest rates and good relationships with Post Offices made them deposit their money at Post Offices.  Now, when their deposits are maturing, they face the lowest interest rates ever in Japan.  However, a poor stock performance and a negative impression to financial institutions made them hesitate to put their money in investment banks. As consultants of Merrill Lynch Japan, we recommend that Merrill Lynch Japan hire Post-Office staff to build up good a relationship and improve the interaction with people in a local community.  Moreover, they should offer products that interest the target customers while educating them to wisely manage their assets and change their negative impression to financial institutions. We believe that Merrill Lynch Japan would be able to increase its market by closely looking at the needs of the target customers.
Chapter 1 

Targeted Market and Customers 

1) Target Market

Comparing with saturated investment markets in other countries, Japan’s market looks untapped. There is huge capital up to $1 trillion (see Appendix 1) in the post offices as deposits only. Facing the almost-zero interest rates, depositors start to think about to move out their money from post offices and lots of local and foreign financial institutions begin the contest to capture the market.
2) Post Office Deposit System

The Post Office deposit system has a long history of more than 100 years in Japan.  The Post Offices around Japan accept deposit money and the money goes to support government related investment.  Roughly speaking, the government related investment is similar to Tennessee Valley Authority (TVA) or Government National Mortgage Association (GMAT) in the US.  They make public investments, which are not covered by the government budget with the funds from the Post Offices.

Variety of deposit accounts they offer

(1) Short term deposit of one year
(2) Long term time deposit of five-years and ten years

The government guarantees the deposits.  This means that the deposits carry no credit risk.  

3) Current Depositors (Customer Segmentation)

The Post Offices do not accept money from the institutional investors.  All the depositors are individual investors.  There are no age or sex biases among the Post Office depositors.   However, Japan has a very specific demographic feature.  Elder generation accounts for the highest share in the world. 

4) Reasons for the Surge of Time Deposit Maturity
As shown in the next page, interest rates on Japanese yen fluctuated with a ten-year cycle in the past three decades (see the graph on the next page).  In March 1980, discount rate of Bank of Japan (the Fed equivalent organization in Japan) reached 9.0%, the highest ever after World War II, due to a worldwide turmoil of the money market and the capital market after the second oil shock.  US$ LIBOR (a key short-term interest rate of US$) hit 20%, also the record level in the same year.  Long-term interest rates on Japanese Yen were also very high at this period.  The high interest rates attracted many investors toward fixed income deposits or fixed income bonds, especially the fixed rate 10-year time deposit at the Post Offices.  In 1990, ten years later, when these time deposits matured, interest rate surged again purely coincidentally by the Gulf War.  Most of the depositors rolled over their money in the same account for another ten years, due to the high enough interest rate for them.  Furthermore, there were some additional new inflows of money to the Post Office deposit accounts.  In 1990, government regulations prohibited commercial banks to offer time deposit accounts longer than three years.  Only a few Long-term Credit Banks could issue bonds up to five years.  Consequently, investors who would like to keep money for ten years at a fixed interest rate had only a few options.   One of them was the Post Office deposit account.   Government bonds were another alternative.  Corporate bonds were the third one.  However, most of the individual investors preferred the Post Office deposit, while institutional investors traded bonds.  Although interest rates of the deposit accounts were lower than bond yields, it was attractive to small investors that they can draw out money at par (face value) any time before the maturity.  Bond investment generally does not guarantee that investors can sell the bonds at par before the maturity.  If the interest rate soars, the price of the bond slides down.  In other words, a put option feature is built in the Post Office deposit accounts.  This compensates the lower interest rate. 

In 2000, another ten years later, the interest rate stands at the historical low level.  Now, the interest rate on the five-year Post Office time deposit is as low as 0.2%.  So is the interest rate on the 10-year time deposit. 
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Many investment banks and brokers have been trying to attract the money of the Post Office depositors.  For US investment banks, brokerage houses, money management funds and commercial banks, this seems the best opportunity to extend the business in Japan.  Merrill Lynch is the most aggressive player among the US financial institutions.  It made the largest investment in Tokyo market of all US based firms.   As Yamaichi Securities, one of the former big four investment banks, went under in late 1997, Merrill Lynch accepted thousands of ex-Yamaichi sales staff to expand the business in Japan.  The money at Post Office deposit accounts is one of the major targets.
Chapter 2

 Relation and Channel to Customers               

(Service Delivery System)
1) Customer Relation Management 
It is generally believed that the Post Office did not make an aggressive investment during the bubble economy decade of the 1980s.  The Post Office maintained a relatively conservative investment policy, while most of the financial institutions took part in speculating in real estate investments or stock market to end up with a pile of bad loans.  Many financial institutions lost a reputation.  Furthermore, some financial institutions have had a serious trouble with customers.  We shall explain one of the troubles in the following section.

A example of a trouble between a bank and customers
In the late 1980s, some insurance companies sold a new type of insurance policy.  It was called “variable-return life insurance”.   Policyholders, who paid premium, receive a fixed compensation if he or she dies before maturity.  Otherwise, the policyholders shall receive a principal plus a “investment return” at the maturity.   The investment return at the maturity depends on performance of the fund managed by the life-insurance company.  Commercial banks made a back finance to those who purchase this life insurance policy.  However, the insurance companies invested much money in the stock market and lost a lot due to the plunge of the stock market in the 1990s.  Since salespeople had not clearly explained the downside risk to the customers, many insurance purchasers who had paid a large amount of premium for the insurance contract and had lost the money sued the insurance firms and the banks seeking the recovery of the loss.  It is rumored that the commercial banks worked as an agent of the insurance companies to sell the contracts.  However, it was illegal for commercial banks to sell life insurance policies.  This made the problem even more complicated.  The policyholders made a demonstration to the main office of the banks, protesting for the trouble.  This is one of the worst troubles of this kind in the post-war period.

Opinion of customers:


Yukie Higashise, a chairwoman at association of house wives
Banks are responsible for the bad economic performance in Japan.  Some of them are involved in scandals.  We prefer a financial institution that works not for the profits of the shareholders but works for welfare of people.  The Post Offices in rural areas have contributed to a safety of the society and the local economy.    

2) Business Channels  
There are couples of ways for investment banks to deliver products and services. Internet transaction, and traditional channels such as direct sales, branches, call centers can be utilized to manage the customer relationships.  In this section, we compare some of them.

2-1) Possibility for Internet transaction

It is not well known in the US that Japanese investment banks and brokerage houses set up a online trade system in the mid 1980s, earlier than Charles Schwab did.  However, in the mid-1980s, it was premature to use Internet for the newly born e-commerce business.  Instead, customers connected a phone line to a box, which is very similar to a home video game operating box, and connected it to a TV set.  Since people got to familiar with a home video game in the 1980s, this method was employed.  

However, most of the investors did not prefer this service.  Followings are main reasons: 

Of the investors who applied for the on-line system, most only got information from it and placed an order to another broker (too many free riders).

Investors preferred to keep a relation with a salesperson, expecting special services.

Telephone fare has been expensive in Japan

Senior people have more money in Japan than do younger generation.  However, elder people generally do not like to use this kind of technology (see the “analysis report” below).

It was illegal to discount a trading commission in the 1980s.  This rule did not allow investors to trade at a cheaper cost through the on-line dealing system.  There were no merits for placing an order through it.   (This rule has been changed since 1998.)

Now, the commission discount has become legally possible.  The government license is no longer needed for this business.  Many investment banks and brokerage houses have started the on-line trade through Internet, but still it is not so popular for the first four reasons listed above.

Statistics based on an interview:

Banking Business Association conducted a census on Internet-related banking.

Of 1,600 samples around Japan, 58.1% of them know “Internet banking” and 64.0% of them know “telephone banking”.  However, only 1.3% and 8.6 % people actually have an experience to use the “Internet banking and the “telephone banking”, respectively.





           

(Nippon Keizai Shinbun, April 11, 2000)

Analyst Report:

Masato Hirose, an analyst at Nomura Research Institute 

Based on a research on saving in 1997, 8.8% of the households are keeping more than 40MM yen in saving accounts.  People who are sixty years old or older account for the majority of the high saving group. 


2-2) Human interaction

The Post Office keeps a better relation with people living in a local community.  The Post Offices work as an information center of the community.  Some people still have a strong affection to the financial institution, which works for the welfare of people, not for shareholders.  Human interaction at branch offices and contributions to the local society are key points to get customers of older generation.

Opinion of customers:


Ruisu Izumi, chairman at federation of cooperatives of Kansai
People feel comfortable with an “at-home” atmosphere of post offices.  We enjoy talking with staff of Post Offices over topics in the local community.   The Post- Office staff did much contribution to the local community.  We have a great preference and confidence to the Post Offices.  

Opinion of customers:


Toshie Konoshita, a member of consumer association of Kumamoto
We have a strong penchant to the Post Offices.  We can visit a Post Office as we visit neighbors.   Under a rapid demographic change in Japan, people who are sixty-five years old or older account for higher percentage year by year.  We hope that the staff at Post Offices continue to be good advisors for people in the small community.

Opinion of customers:

Masahumi Onishi, Chamber of Commerce of Osaka
The Post Offices made a great contribution to a local community to improve convenience of people. They are indispensable infrastructure of a society. 

3) Conclusion of Chapter 2

We do not recommend Merrill concentrating the on-line trade.   However, it is too expensive for them to set up branch offices around Japan seeking more human interaction in local communities.   Merrill should not compete directly with Post Offices with the same business style.   In chapter 5, we recommend them hiring some ex-Post-Office employees.  Also we recommend making some efforts in customer education.

Chapter 3

Customer Preferences

(Service it can sell or provide)

In this chapter, we compare various financial products, and analyze a perception or a satisfaction level of customers to these products.

0) Variety of Financial Products 

Investment banks, brokerage houses and commercial banks competing with following products:


Investment Bank 
Brokerage House
Commercial Bank






JPY Fixed Income
MMF, Bond Fund
MMF, Bond Fund
Deposit (CD)


Bond








US$ Fixed Income
MMF in US$
MMF in US$
Foreign Currency Deposit


US$ Bond








JPY Equity
Mutual Funds
Mutual Funds
Mutual Funds


Individual Stock
Individual Stock







US Equity
Mutual Funds
Mutual Funds
Mutual Funds


Individual Stock
Individual Stock


1) US Dollar Denominated Fixed Income Securities

1-1) Possibility to Sell US Dollar Fixed-income Securities

The low interest rate on Japanese yen makes an investment in US$ relatively attractive.  The interest rate on US$ is actually higher than that on Japanese yen.  Not only Japanese major banks but Citibank Tokyo Branch are offering US$ deposit accounts.  Merrill Lynch and other investment banks may offer dollar denominated MMF of which economic features are quite similar to the US$ deposit account.

Some commercial banks offer US$ deposits of which interest rate is 5.0%.  Investment banks also can offer US$ denominated MMF to compete them.

Interview article:

Shoko Mihashi, a manager, Advertising Dept. of Citibank 
Citibank Tokyo Office does not charge any fee for remitting money from Post Offices to the bank for new customers of the foreign currency deposit accounts.






(Weekly Post, May 26, 2000)

1-2) Why investors are reluctant to invest in this type of investment
In the last 30 years, Japanese yen has gained against US dollar, sometimes at a very slow pace sometimes at a very rapid speed.  Japanese yen has become three times more expensive than it was 30 years before.  Starting at Y/$ 360 in 1971 (Nixon Shock), the exchange rate is Y/$ 107 in June 2000.  Especially, in the 1980s, many investors who invested in US$ bonds lost a lot, due to the gain of Japanese yen.  

In 1998, Asian Economic Crisis had US$ bounce back against Japanese Yen for a while.  Some individual investors moved their money into US$ or a new currency, Euro, because of a higher interest rate.  But they are damaged once again as Japanese yen soared against US$ in the next year.  Investors who invested in Euro were damaged even further.  Euro was even devalued against US$.  It follows that Euro was devalued against Japanese Yen even more.
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1-3) Costs of Currency Exchange and Tax Problem
Expensive fee for foreign currency exchanges and disadvantageous taxation rules make people reluctant to invest in foreign currency denominated deposit accounts, bonds and MMF (see Appendix 2).

1-4) Conclusion of 1)

We do not recommend Merrill concentrating on this product.

2) Japanese Stock

2-1) Bad image of Japanese stock to investors

In the last decade, Japanese stocks performed worst in its history.  Nikkei 225 average (the leading stock index) plunged to 44% of the highest historical price.  For this period, the average annual return of Nikkei 225 was –7.58% per annum.  It is far below than the interest rate for ten-year time deposit at the Post Office in 1990. 
Analyst Report:

Masato Hirose, an analyst at Nomura Research Institute 

Bad experience of the bubble economy crisis and uncertainty of financial system in Japan prevent consumers from being active for high-risk/high return investments.

2-2) NTT made customer disappointed to stock investment

In the late 1980s, a former government agency operating telephone business monopolistically in Japan was privatized to form NTT (Nippon Telephone and Telegram Co.).  Many new investors who had little experiences for stock investments applied for IPOs of this newly formed company.  These IPOs did much contribution to popularize investment in the stock market among small individual investors.   Before the IPOs, institutional investors and small number of rich people had been the major players of the market.  In the 1980s, people thought that NTT was a very stable and reliable company, because NTT was monopolizing the telecommunication market.  Investment banks, which underwrote and sold these shares, persuaded customers that NTT was a very safe investment.   However, after NTT was privatized, the monopoly of NTT and a high telephone fare in Japan have become a political conflict between Japanese and the US government.   Later, the Japanese government could not help announcing that it would split NTT into some smaller companies in the future and that it would admit other competitors to compete with NTT in the telephone market more freely.

Consequently, this political decision hard-hit the price of NTT at the expenses of investors. This gave a very negative image to many small sized investors, who began investment with NTT.   Even though the policy change by the government caused the loss, many investors complained to investment bankers who had sold the stock as “safe” investment.  This is one of the important cases that gave customers a negative image to services of investment banks.
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2-3) The poor performance of the stock market in this April and May 

After April 2 this year when the Post Office deposit accounts started to mature in a large amount, Nikkei 225 tumbled from 20,000 level to as low as 16,000.   Some stock analysts made a comment that actual performance of the entire market was not so serious as the Nikkei 225 index.   Stocks included in the Nikkei 225 index performed worse than did the entire market.  This is partially because the calculator of Nikkei 225 has changed the portfolio of Nikkei 225, adding some IT stocks and excluding other shares.  Since IT stocks sank along with a fall of the NASDAQ market in the last two months, Nikkei 225 plunged more than did the entire market.  However, the ugly performance of Nikkei 225, which is most visible to investors, gave the current Post Office depositors a risky image of the stock investment at the worst timing.
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Interview article:

Bill Wilder, president of Fidelity Investment Japan
The sharp decline of the Japanese stock market led by IT-related stocks reminded investors of the risk of the stock investments.  Many investors took a wait-and-see attitude, keeping the money as very liquid assets.  


(Nippon Keizai Shinbun, April 2000)
Interview article: 

A manager of Nikko Securities Co. (one of the major investment banks in Japan)

At this point, investors have a preference to risk-averse financial products.

Opinion of customers:


Aki Koyama, 55, a house wife, living in Nerima, Tokyo:

I have deposit money of 1,430,000 yen at a post office.  I am going to get interest of 870,000 yen on this ten-year deposit and the principal of 1,430,000, total 2,300,000 yen.  Now, I am not interested in stock or bonds but have an intention to buy a casualty insurance policy.  Some insurance companies offer a contract, which guarantees to pay back principal and interest at maturity and also covers some losses caused by accidents. 
(Nippon Keizai Shinbun, April 2000)

2-4) Conclusion of 2)

We do not recommend Merrill concentrating on this product.

3) US Stock

In the last decade, the correlation of the price movements of Nikkei 225 and NASDAQ was negative.  These two indexes took the opposite track.  However, from this April, purely coincidentally, NASDAQ has sunk along with Nikkei 225.  The surge of NASDAQ in the last year seems quite similar to Nikkei 225 ten years before to the people who experienced the collapse bubble economy just ten years before.  The current high price level and the plunge in this April and May made investors reluctant to the investment in US stocks.
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Opinion of customers:

Weekly Post, May 26, 2000

After IT-stocks fell on April 17 in Tokyo, investors are hesitated to take a stock position aggressively.  

Conclusion of 3)

Since Merrill Lynch is a US based firm, some investors want to trade US stocks with them.  However, Merrill cannot expect that many target customers, depositors at the Post Offices, are willing to speculate in the US stock market.  We do not recommend Merrill concentrating on this product.  They only have to sell US stocks to investors who like to deal them even though Merrill Lynch does not make any sales promotion. 

Chapter 4 Measure of Performance

1) The Number of the New Accounts

We can evaluate the performance by the number of individual investors who opened a new account at Merrill Lynch Japan in each month.   Although it is very difficult to identify which customer moved money to the new account from the accounts at the Post Offices, this is still the best indicator for the performance.

2) Volume of Money Inflow

We can also evaluate the performance by the amount of money inflow to the new accounts.   However, this number is more dependent on a condition of the stock market than the number of investors.  As stock market falls, many investors tend to move money out of investment banks but most of them return back soon after the depression is over.  The inflow from the Post Office can be net out by the outflow from Merrill, if the market performs badly.  By this reason, this is only the second-best indicator.  The number of the new accounts is the more reliable measure.

Chapter 5

 Our Recommendation

 (Advice how to increase effectiveness)

1) Improve Consulting Function

1-1) Educate Customers

Customers are not the experts and do not know where to go. Financial service providers are supposed to offer related information to educate the customers.  However, bankers are not fortunetellers. They cannot conclude which financial products are “safe”.  Instead, they can tell their customers which products are risky or less risky and how to compensate the risks by diversifying their portfolios. They put their money at the Post Offices partially because they do not know how to diversify their portfolio to get a better return with acceptable risks.

Therefore, “Education” would be our recommendation for Merrill Lynch for customer service.

Interview article: 

Masako Hatanaka, a financial planner:

A couple of months before, questions of customers concentrated on life insurance roll over.  However, now, most of the customers of her sought her suggestions where to go and how to invest the money.  (Nippon Keizai Shinbun, April 2000) 

Based on customer education principal, we recommend the following implementations;

1-2) Address fundamental concerns of the investors

1. The fundamental reason of customers for being conservative is that customers are worried about the economy and future.  Merrill needs to utilize its research specialty and addresses these concerns and creates a special (saving, brokerage, loan) package for each customer sectors. (senior account, student account, long term growth account…) These accounts need to be tailored to each customer sector. 

2. Consumers are worrying about the economy and future income, therefore, make money on those worries!   Merrill needs to include insurance feature in loans and brokerage, charge a small premium to guarantee the savings.

3. Investors are worrying about foreign exchange rates, so provide derivative feature in the package. The money is insured if dollar goes further down against Yen. This feature works like a put. 

4. Features for extending loan period or term in case of unemployment.

5. Customers are risk-averse, so provide even more risk-reduce packages. Postal service only reduces inflation risk. Merrill Lynch can include service in the account packages that reduce other risks, such as insurance against exchange rate, job loss, or sickness for a small fee. 

Statistics based on an interview:
Objectives for Savings

Objectives
1989
1992
1995

Sudden Expenses
80.50%
68.30%
71.20%

Retirement
51.50%
48.20%
52.90%

Education
40.90%
36.00%
33.90%

(Saving Promotion Association)   

Interviewees can choose up to 3 items in this questionnaire. 

1-3) Work the game to Merrill’s strength 

1. Merrill has a full line of products. MMF, Foreign investment… but the Post Offices have only saving accounts.

2.  Merrill needs to do stress on customizing design each individual’s portfolio. Current database technology enables mass customization with a reasonable cost.
1-4) Realize the full profit potential of existing customers

1. Cross-sell high margin products (brokerage, currency trading, loans…). 

2. A package of integrated service, enable users to transfer the money easily between savings, brokerage, loans.

3. Since Merrill offers the full package, it can be aggressive in personal loans and credit. Stocks holding and bonds are the natural collateral for line of credit and personal loans.

4. Sell more service feature (research newsletter, insurance feature…)

5. Help customer to relocate their fund to highest gain according to each one’s toleration of risk. Elder people stays more in saving and bond, while encourage young people to maximize gain.

6. Design a special package for big sectors, such as college students, white collar with annual income of $50,000 to $70,000, kid’s college tuition fund…. etc.

7. Convince consumer that, “yeah, you surely have all these needs for your family, your kids, your future”.

2) Recruit Post Office Staff 

As we show in the section 2) in Chapter 2, staff of Post Offices maintain the better relation with people in a local community.  Therefore, Merrill should hire some of ex-Post-Office staff.  Merrill can recruit the Post Office staff currently working at some rich suburban area, offering a higher salary.

3) Products They Should Offer

3-0) Preference of investors (customers)

As for the customers’ preferences, we can conclude that investors at this stage do not risk their investment principal. They prefer investments in that they can get back the principal at least in any cases. 
Traits of investors

(1) Investors want to get back the principal at least at par.  

(2) They wish to keep an option to get back money at any time.  In other words, investors need liquidity.

(3) Investors can take a risk that the interest rate becomes zero if they can get back the principal at least.

3-1) Bonds with a lottery feature

The interest rate of 0.2% is not attractive.  Therefore, Merrill should offer MMF or bonds, which give a chance to some investors to get a higher rate of return by adding a lottery function in MMF or bonds.  For example, one out of every 50 investors got an interest rate of 10% (0.2% ( 50 = 10%) at the expenses of the rest of the investors (49 investors).  But even the investors who do not win the lottery can get back the principal at least.  Jonan Shinkin Bank offered this type of deposit in 1998 and caught customers.  Investment banks can offer similar bonds or MMF.  Investors who get back the principal at least at the maturity can reinvest in bonds if interest rate is higher at that time or can invest other financial products.  This product satisfies three conditions in 3-0) above.

3-2) Yen-Denominated MMF Account

They should offer yen-based MMF or variable rate bonds even the interest rate is as low as the Post Office deposit accounts.  

Investors can get back principal amount at least if they invest in short-duration bonds or variable rate notes or funds consisting of these bonds (MMF).  Yen MMF satisfies three conditions in 3-0).  If Merrill recommends customers investing in stock or equity mutual funds now, many of them are reluctant to do so.  However, once Merrill gets investors for the MMF accounts, investors realize that the low interest rate really makes their investment unattractive. This allows Merrill to recommend stocks and equity fund to MMF investors more persuasively.  MMF is a tool to keep the customers from the Post Office accounts temporary to make them more aggressive investors in the future.   To make them more aggressive investors, they also need some educational programs as we proposed in 1) of this chapter.  Furthermore, it is an attractive strategy to offer a special low commission rate to the customers who move money from MMF to US or Japanese stock or mutual funds.  

Interview article: 

Nomura Securities Co. (one of the major investment banks in Japan):

In April, there is more than 800 billion yen of inflow to Nomura Securities mainly to MMF accounts.  It estimates that 25% of the money came from the Post Offices.





(Morning Edition of Nippon Keizai Shibun May 2, 2000)

Interview article: 

Nikko Securities Co. (one of the major investment banks in Japan):


Investors come back to stock market after it is stabilized in a few months.




(Morning Edition of Nippon Keizai Shibun May 2, 2000)
4) Long-Term Recommendation

Marketing potential customers- young generation.

1. College kids are more open-minded to American values 

2. They are more likely to follow trend if Merrill Lynch can create a trend.

3. They have little money and are ill-served.

4. Once they get hooked, the switch cost to another bank is quite high.

5. Example: Citibank is famously heavy on college students, and the reward comes very soon in 5 years when they graduate.

6. Economy is bad now, so it should invest something for the future.

Appendix 1

Amount of the Money at Post Office Time Deposit Maturing

With more than 250 trillion yen ($2.3 trillion) of deposit money, Post Office in Japan is ranked as the largest bank in the world.  Of 250 trillion yen of deposit money, 106 trillion yen in medium or long term deposit accounts mature in the next two years starting from April 03, 2000 through April 02, 2002.  And the much maturity money concentrates on April and May this year.  This is a huge amount of money having significant impact on the world economy and financial markets, although it is scarcely reported in the US. 


in JPY
in US$

Total Deposit
250,000,000,000,000
$2,340,823,970,037

Mature from April 3, 2000



through April 2002
106,000,000,000,000
$992,509,363,296



$1 = 106.8 yen

This amount is larger than annual government budget of most of the countries in the world and nearly equal to the total market capitalization of the following three leading US companies.

Company Name
Total Market Capitalization
Date

General Electric
$512,800,000,000
5/19/00

Microsoft
$342,400,000,000
5/19/00

AT&T Corp.
$114,200,000,000
5/19/00

Total
$969,400,000,000
5/19/00

Since interest rate of Post Office deposit is now as low as 0.20% (not 2.0%) for 10 years due to the zero interest rate policy of Bank of Japan, some of the depositors at Post Office are expected to move their money into other financial institutions.  From this April, many commercial banks, investment banks and brokerage houses started a battle to get these depositors at Post Offices as new customers of them.  In this group project, we make an analysis on this market and customers as a consultant firm working for Tokyo Branch of a US investment bank (for example Merrill Lynch Japan). This is a very timely topic in the financial market.  Now, managers of banks and brokerage houses, analysts, economists and even government bureaucrats are carefully monitoring what is going on in this customer-driven market.  
Appendix 2

Exchange Costs and Tax Problem for US$ MMF

2-1) Costs for a foreign currency exchange

Table 1

in JPY
Bid
Mid
Offer
in US$

1,000,000
105
106
107
$9,346

A relatively high cost to exchange foreign currency dissatisfies investors with US$ fixed income MMF, bonds and saving accounts.  We often see newspapers like the Wall Street Journal quote only the mid-rate of the foreign currency exchange rates.  However, there is a bid-offer spread in the actual foreign currency exchanges (see Table 1).  On one hand, an investor has to exchange JPY into US$ based on the offer rate.  This implies that he has to pay 107 yen to get $1.  On the other hand, the investor receives only 105 yen for 1$ to go back JPY from US$.   For most individual investors, bid-offer spread is 2 yen for a dollar as shown in the Table 1 above.  The “round trip” takes 2% from their investment return.  This is quite expensive for fixed income investments.  Even an investment bank offers MMF of which expected annual yield is 5% in US$ base, this cost reduces the yield only to 3.0%.    
(Example)

Investors with 1MM yen can exchange it into $9,346 at a rate of Y/$107 as shown in table 1.   They get 5% of interest on the principal to come up with $9,813 one year later.  However, although we assume that the exchange rate in one year later is coincidentally same as it is now, they only get an annual return of 3.04% after the exchange cost.   If the Japanese yen gains to Y/$ 95, the return is – 6.78% per annum.  (See the table below)

Before Tax


US$
Bid
Mid
Offer
JPY
Yield

$9,346
Principal

$9,813
105
106
107
1,030,374
3.04%

$467
Interest








$9,813


$9,813
95
96
97
932,243
-6.78%




$9,813
115
116
117
1,128,505
12.85%

2-2) Withholding tax rule
Withholding tax of 20% is levied on interest of fixed income investments in Japan.  The government deducts 20% of the interest payments.  But this rule causes a problem in foreign currency investments.   In the case above, an investor get before tax interest of $467 for a year, but 20% of $467 are deducted as the withholding tax.  After 20% of $467 (interest) is deducted as the tax, $374 is to be paid to the investor in this case.   In US dollar base, this taxation is reasonable because the investor receives income gain of 5% on principal.   However, even though an adverse movement of the currency exchange rate makes his return negative in Japanese yen basis (as shown below), he still has to pay the tax on US$ based return.  In case of stock investment, investors do not need to pay any tax so long as yen based overall return is negative.  

After Tax


US$
Bid
Mid
Offer
JPY
Yield

$9,346
Principal

$9,720
105
106
107
1,020,561
2.06%

$374
Interest








$9,720


$9,720
95
96
97
923,364
-7.66%




$9,720
115
116
117
1,117,757
11.78%

This rule makes some investor upset and prevents them from joining this market aggressively.

Appendix 3

International Comparison of Asset Allocation

[image: image6.png](Unit: ¥ trillion [¥10,000 for per capita figures], %)

Japan U. 8. UK. Germany France
Anount | Share | Amount ; Share | Amount | Share | Amount | Share | Amount  Share
Deposits 788, 628 540 155 109 211|155 393[ 110 814
Ins..pensions | 354 282 1,088 312|282 547 88 222 67 190
{Seaurities 57 45| 566 162| 29 57| 92 234 40 113
Stocks 56 45| 726 208| &1 15| 84 87| 112 820
Other 0 00| E67 163 15 29| 25 64| 22 63
Financial assets| 1,254] 1000 8,486, 1000[ 517 1000] 395 1000 351 1000
Liabilities 382 304 714 205] 120 238[ 29 73] 8 246
et fin. assets 872 696] 2773 795 896  76.7| 366 927] 265 754
[Per_capita Amount . Rank | Amount | Rank | Amount | Rank | Amount Rank | Amount ; Rank
[Fin. assets 1004 @ 1338 O 889 @ 485 © 607 @
Liabilities 305, @ 274 @ 207 @ 36O 149 @
met fin. asset] 698 @ 1,064, @ 682 @ 49 ® 458 @

Note: Shares are percentages of gross financial assets. Figures for France are as of the end of 1997.
Personal fiancial assets for Japan include ¥252 trillion (20.0%) in postal savings and ¥104

trillion in postal insurance assets.
Conversion rates: $1=¢115.20 £1=¥191.22, DNl 1=¥69.45, FFr 1=¥21.57

Source: Bank of Japan.




Relation of income and financial assets

Asset \ Income
   ~10MM yen
10~15MM 
15MM~
Sub total

   ~15MM yen
55.80%
7.50%
1.80%
65.10%

15M~30M
14.00%
4.90%
1.80%
20.70%

30M~51M
5.50%
2.10%
1.20%
8.70%

51M~
3.00%
1.10%
1.40%
5.50%

Sub total
78.20%
15.70%
6.10%
100.00%

Source: Nomura Research Institute
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