How Will Japan
Get Out of This?

Japan as the United Kingdom of the Late 1970s
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Foreign Perceptions: Japan Passing

« Wall Street Journal: Japan’s Frankenstein Economy
 Newsweek: Japan: The World’'s Worst Economy

— Half of economy dependent on manufacturing (higher than most developed nations).

— Japan’s public policy is stuck in old paradigms. Sa me political party for 50 years.

— Economic model based on export-led growth and publi ¢ spending won't restore
vitality.

— Policy makers refuse to let global winds of change touch domestic firms.

— Businesses using (out-dated) 1980s business models.

— Demographics are dismal.

— Generally strong resistance to new ideas.

Popular Prognosis:
- Revitalize financial sector through liberalization :
- Open up to trade,
- Reform and lower tax burden on companies and consu mers,
- Shed thickets of regulatory red tape.
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| Secular Decay
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A Rusting, Decaying Iron Triangle

Government (LDP)

Large Corporations
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Japan Hit Harder By Global Recession

» Exports Implode
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» Consumption Sinks
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Japan Growth:

Worse on the Downside, Lagging on the Upside

- Real GDP Growth, YoY Change

Source: IMF
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Export Growth:

Major Driver After Heisei Malaise
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Relative Global Competitiveness

Masks Serious Domestic Structural Weaknesses

2003 2007/2008 2008/2009 Score [EEMUSIEVEENE 26

Global Ranking

United States 2 1 1 574 Infrastructure 11
Switze rland 7 2 2 5 61 HEGEEQDF’_"? mic 5;3*3"“‘1{ 22
24 rima LIG3tian
Denmark : 3 3 558 , Y e
Sweden ] ] ] 5 53 Higher Education & Training 23
" 5 ; ; 5'53 Goods Market Efficiency 18
NZ=pore - Lakor Market Efficiency 11
Finland 1 i i 250 Financial Market Sophistication 42
Germany 13 D I 5 4 Technological Readiness 21
Metherlands 12 10 g 54 Warket Size 3
Japan 11 g g 538 Business Sophistication 3
Canada 16 13 10 ha37 Innowation 4
- Japan has remained among the top 10 most competitive -Japan’s relative competitiveness is primarily supported by
nations even during the trough of the Heisei Malaise. its market size, business sophistication and innovation.
-But relative competitiveness is again waning vis-a-vis -Conversely, economic growth and competitiveness is
European and Asian nations. severely being hampered by its institutions, infrastructure,
lack of financial market sophistication and macroeconomic
- In particular, Japan is experiencing heavy competition from Asian stability.
nations in electronics (consumer and industrial).

Source: World Economic Forum
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Examples of Lost Global Competitiveness

Solar Panels

- Global production doubling every two
years, but Japan’s relative share is rapidly
shrinking.

- Japan now ranks #6 in solar panel
introduction.

- Japan production share has fallen from
47.3% to 24.6% between 2005 and 2007.

- Q-Cell (Germany) now the largest
producer in the world.

- Asian producers coming on strong.

Semiconductors

- Once dominating advantage in
semiconductors has been completely lost.

Intel 11.6%
Sarmsung Electronics 7.7 %
Texas Instruments 4 B%
Infineon Technologies 4.0%
=T Microelectronics 3.8%
Toshiba 3.7 %
Hynix Semiconductars 3.0%
Renesas Technologies 3.0%
Advanced Micro Devices 2.8%
Freescale Semiconductor 2.3%

Source: Garmer, 2000
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Society of Lost Hope?

Growing Relative Poverty in Japan

Japan’s unemployment is still low by OECD standards, but now near 5% versus 2% in the early
1990s.

The ranks of working poor are growing rapidly. OECD: Japan has one of the highest rates of
relative poverty—i.e., living on one-half or less of the median income of OECD nations.

2007: 45.43 million in workforce working full-time (year-round), but total 10.32 million earning less
than JPY2 million—6.66 million earning between JPY1~JPY?2 million, 3.66 million earning less
than JPY1 million. Overall average household income in 2007 was lowest in 19 years and down
16% from peak in 1994.

Contract workers (as opposed to “full time” workers) have grown to 30% of the workforce. People
in their 20s and 30s who cannot find work have become a regular feature of the economy.
Situation has been exacerbated by deep recession. Proportion of aged retiree households is rising.

Households lost JPY623 trillion in stock, real estate values in the Heisei Malaise, as well as
JPY37 trillion of foregone interest income from effectively zero interest rates.

Sources: OECD, Ministry of Health, Labor and Welfare
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Japan’'s Economy:
Strengths, Weaknesses, Opportunities, Threats (SWOT)

STRENGTHS . WEAKNESSES
—  High savings rate (?) —  High dependence on external trade
—  Balance of payments surplus (?) —  Waning global competitiveness. Weakest in;
—  Automobile industry - Economic stability
—  Video game industry - Financial market sophistication
—  Green technology - Institutions
—  Most globally competitive factors: - Higher education
- Market size - Health & primary education
- Business sophistication - Technological readiness
- Innovation —  Domestic demand
OPPORTUNITIES o THREATS
—  Major institutional reform with change in political - Rapidly aging population, xenophobic attitude
regime. toward immigration.
—  Reforms to increase productivity in services and to —  Massive public sector debt.
reduce gaps in employment protection and benefits. —  Growing relative poverty.
—  Policies to encourage direct investment. —  Global competition.
—  Shift from a nation of artesians to savvy marketers —  Same old paradigms
(aka Sony, Fast Retailing).
— Japan cool.

—  Global mindset versus xenophobia.
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The Major Impediment to Japan Growth:
Negative Legacy of the Heisei Malaise

Excessive and Growing Government Debt

Japan’s Government Debt to GDP
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Heisei malaise left a legacy of massive debt
in the public sector as the government
effectively took on excessive debt in the
private sector in attempting to prevent a
depression in Japan’s economy.

OECD estimates debt-to-GDP ratio could
rise to 200% in the next few years.

Government forced to abandon goal of basic
fiscal balance by 2011.

Has passed legislation to dramatically raise
consumption tax once economy has
“recovered”. Fiscal consolidation could
seriously hamper future recovery.

Subscribe or Renew at

12

WWW. japaninvestor.com




Main Scenario
(Weak) Cyclical Recovery
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Stock Market:

hen Will the Driver Shift From Excess Liquidity to Fundamentals?

***Stock Market Technical Picture Continues to Improve***
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Economic Stimulus Packages

August 2008:
— Fiscal expenditures: JPY 1.8 trillion
— Nominal: JPY11.5 trillion
October 2008:
— Fiscal expenditures: JPY4.8 trillion
— Nominal: JPY27 trillion
December 2008:
— Fiscal expenditures: JPY5.4 trillion
— Nominal: JPY34 trillion
April 2009:
— Fiscal expenditures: JPY15.4 trillion
— Nominal: JPY56.8 trillion

***Eirst four packages not
fully implemented because
funding was contingent on
passage of tax, other
legislation.

***Risk is same old paradigms
will only leave legacy of more

debt with no structural change.

Subscribe or Renew at  www.japaninvestor.com

15



70

10

Green Shoots:

Roots of a Recovery or Merely Temporary Respite?
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Economic Watchers Survey
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Exports to China Bottom Out

March Leading Indicator Components

Small Business Sales

Stock Prices
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Japan Nomura JMMA Manufacturing PMI
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Japan: Only Weak Recovery in 2010

QTR World us Euro Japan China
Q408 0.24% -0.85% -1.46% -4.31% 7.47%
Q109 -1.84% -2.32% -4.02% -8.15% 6.79%
Q209 -2.38% -3.21% -4.53% -7.29% 5.60%
Q309 -2.37% -3.30% -4.76% -6.48% 6.02%
Q409 -0.65% -2.15% -3.47% -2.72% 7.07%
Q110 0.78% -1.30% -1.56% 1.44% 7.11%
Q210 1.36% -0.66% -0.68% 1.16% 7.28%
Q310 1.92% -0.32% 0.05% 0.06% 7.64%
Q410 2.58% 1.46% 0.64% -0.59% 7.98%

Source: IMF, YoY Change, Real GDP

Yen Index Still Appreciating
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Without substantial domestic restructuring,
return to trend growth for Japan is largely
dependent on growth (or lack of growth) in
world trade. World Bank says global trade could
plunge 9% this year, worst since great
depression?

Profitability on this trade will be dependent on
the effective yen exchange rate.

Sluggish wage growth and rapid aging will
continue to hinder consumption growth without
reforms to increase productivity in services and
to reduce the gap in employment protection and
benefits between regular and non-regular
workers.

OECD June revision shows Japan’'s GDP
declining 6.8% in 2009, growing only 0.7% in
2010, same as OECD average.
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