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Japan is one of the most wired countries in the world, but cloud adoption is less than half of what it is in many
other countries, and fewer than 10% of government administrative procedures in Japan can be completed online.
Something is getting lost in translation, as we saw in Sofia Coppola’s 2003 film, and that means there may be a
large opportunity for growth ahead.
Evolution, Not Revolution
Much of the productivity in different economies around the world has historically come through labor and capital.
More recently, however, a large part of productivity has been driven by technology-led innovation—technology
that makes it easier for us to access products and services.
At its core, this technology involves digitalization, which is distinct from digitization. Digitization involves moving
processes from analog to digital—transitioning from human-based work to machine-based work, often through
the internet. It is faster, cheaper, more efficient, and frictionless. Digitalization, meanwhile, goes beyond the mere
implementation of technology; it’s about driving deep change to entire business models in a way that can provide
access to new and differentiated revenue opportunities.
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Digitalization isn’t revolutionary; it is evolutionary. It has been happening for the better part of 20 to 30 years, since
the onset of the internet. But adoption has been different in different countries—faster in the West, slower in
emerging markets.
Japan is a peculiarity: although the country is a traditional hub of innovation and home to numerous technology
companies, a recent survey by The Economist of 30 OECD countries ranked Japan last in providing digital services.
Fewer than 10% of its citizens requested anything from the government online in 2018 (versus 80% of Iceland’s
citizens). Japan is even behind countries considered relative technological laggards, such as Mexico.
Speaking more broadly, IT spend in Japan has been focused on outsourced (or custom) development, rather than
packaged or standardized software, with a near 85:15 split versus a more evenly balanced 50:50 ratio in the United
States. Adoption of cloud software is less than 20% in Japan, lagging many other countries, where it is over 40%.
Tailwinds to Growth
That means there is likely a huge opportunity for growth, and today a few tailwinds are bringing the topic of
Japan’s digitalization to the forefront of global investing.
The first is demographics. More than 20% of Japan’s population is over 65 years old, the highest proportion in the
world. By 2030, one in every three people in Japan will be 65 or older. Digitalization is critical to boosting the
country’s productivity when much of the population is out of the labor force.
More recently, COVID-19 emphasized some of the problems with the country’s paper-based culture. To get licenses
and participate in most social programs, for example, Japanese citizens must physically show up at a government
office and get a stamp called a “hanko.” This was problematic when COVID-19 struck, because the employees
responsible for stamping the hanko couldn’t get to work, and approvals thus didn’t get processed. Productivity
declined.
In addition, Suga Yoshihide, Japan’s prime minister since September 2020, has made the digitalization of Japan’s
government one of his priorities, including the setup of a dedicated agency to focus on digital transformation.
Government incentives that drive cashless forms of payment is one example of this.
Why the Excitement?
The size of the Japanese economy and the fact that growth in digitalization is coming off a low base presents a
compelling opportunity, in our view.
According to the Daiwa Institute of Research, a Tokyo think tank, moving government services alone online could
permanently boost per-capita GDP by 1%.
Thus, we see a long runway for growth—we are in the early innings, but the pace of adoption is rapid. For example,
e-commerce penetration in Japan, at 10%, is significantly behind that of both developed countries and Asian
peers.
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Opportunities on the Horizon
We see opportunities in three key areas.
The first is software-as-a-service (SaaS), an opportunity that increases as more applications move to the cloud,
providing standardized software that can be used by multiple different clients. SaaS business models are common
in the West but still rare in Japan. Opportunities include the digitalization of expense management; e-invoicing;
cybersecurity; and the facilitation of document e-signing.
The second is IT services. Once a company has purchased software, it requires support services—installation,
maintenance, integration, and quality control. There are also opportunities in external software validation and
testing. Digital transformation efforts and a focus on customer experience are leading to IT service providers
moving away from their legacy, lower-value-additive system integration businesses toward newer-age, highervalue-add innovative services.
Lastly, we see opportunities in online marketplaces, where Japanese citizens can connect with service
professionals. Familiar examples include lawyers and accountants (which, while familiar in the United States, are
unique in Japan). But end-of-life services marketplaces also offer potential. In the West, we use online
communities to find organizers and nannies, but the Japanese use these marketplaces to find elder care
professionals and funeral services.
It is also noteworthy that many of these companies are entrepreneur-driven and founder-led, a departure from
legacy conglomerates with bureaucratic processes and a culture of seniority outranking merit. In fact, some of
these companies are focusing on becoming global best in class on talent management: they emphasize a strong
sense of company culture, innovating constantly, hiring the best talent, being competitive, and using best-in-class
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The ESG Component of Digitalization
It is easy to see how digitalization helps facilitate the environmental aspect of environmental, social, and
governance (ESG) considerations: it reduces the use of paper and travel transport, so there is less waste and
carbon intensity.
From a social angle, the digitalization we have discussed helps the elderly get the care they need, helps small and
medium enterprises get online for the first time, and helps a rural demographic access information and services in
a transparent way.
In addition, from a governance perspective, digitalization involves the use of innovative practices to drive
entrepreneurial organizations with best-in-class cultures and incentive structures that are based on merit and
productivity.
Addressing Risks
Sofia Coppola’s 2003 film Lost in Translation showed us just how foreign Japan’s culture can feel; how does that
affect our investment case?
Everything is relative. Compared with the United States or Western Europe, Japanese corporates have a lower
level of corporate governance disclosure in general. Yet a push for reform over the past five years under former
Prime Minister Shinzo Abe has led to an increased focus on areas such as independent board membership and
gender diversity. New listing and capital market requirements set to come into effect starting in 2022 could be
another catalyst for increasing transparency.
At the same time, language and cultural barriers exist, and skill is required to appreciate the nuances of a highly
localized business model—knowledge of local business practices, experience in engaging with corporate
management teams, and appreciation of the society’s moral norms and constructs.
A good example of this is within cybersecurity. Companies around the world specialize in this service, but in Japan
the successful model needs a high level of local contextualization because identity management requires
integration with hundreds of locally developed software solutions that enterprises use, along with 24/7 customer
support. Integration with the local technology ecosystem is hard for global software providers whose solutions are
first developed for use in the United States and then exported to Japan. The same is true for other software,
whether it facilitates electronic signatures on documents or provides an expense management platform.
The Role of Active Management
That is why we believe active investment management is so important. It is difficult to take a global solution and
apply it to Japan, or for that matter any market with a highly localized culture and context. You cannot take any
piece of software, translate it to Japanese, and set it to work. Many local problems require local solutions, and
uncovering those solutions requires active management.
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Disclosure:
This content is for informational and educational purposes only and not intended as investment advice or a
recommendation to buy or sell any security. Investment advice and recommendations can be provided only after
careful consideration of an investor’s objectives, guidelines, and restrictions.
Information and opinions expressed are those of the authors and may not reflect the opinions of other investment
teams within William Blair Investment Management, LLC, or affiliates. Factual information has been taken from
sources we believe to be reliable, but its accuracy, completeness or interpretation cannot be guaranteed.
Information is current as of the date appearing in this material only and subject to change without notice.
Statements concerning financial market trends are based on current market conditions, which will fluctuate. This
material may include estimates, outlooks, projections, and other forward-looking statements. Due to a variety of
factors, actual events may differ significantly from those presented.
Investing involves risks, including the possible loss of principal. Equity securities may decline in value due to both
real and perceived general market, economic, and industry conditions. The securities of smaller companies may
be more volatile and less liquid than securities of larger companies. Investing in foreign denominated and/or
domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks.
These risks may be enhanced in emerging markets. Different investment styles may shift in and out of favor
depending on market conditions. Individual securities may not perform as expected or a strategy used by the
Adviser may fail to produce its intended result.
Investing in the bond market is subject to certain risks including market, interest rate, issuer, credit, and inflation
risk. Rising interest rates generally cause bond prices to fall. High-yield, lower-rated, securities involve greater risk
than higher-rated securities. Sovereign debt securities are subject to the risk that an entity may delay or refuse to
pay interest or principal on its sovereign debt because of cash flow problems, insufficient foreign reserves, or
political or other considerations. Derivatives may involve certain risks such as counterparty, liquidity, interest rate,
market, credit, management, and the risk that a position could not be closed when most advantageous. Currency
transactions are affected by fluctuations in exchange rates; currency exchange rates may fluctuate significantly
over short periods of time. Diversification does not ensure against loss.
There can be no assurance that investment objectives will be met. Any investment or strategy mentioned herein
may not be appropriate for every investor. References to specific companies are for illustrative purposes only and
should not be construed as investment advice or a recommendation to buy or sell any security. Past performance
is not indicative of future returns.
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