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Japan: From underperformer to outperformer

B Japan is returning to growth. We expect growth in H2 09 to exceed potentia growth
significantly and outperform both the US and Euroland. In addition to fiscal easing, the
main explanation is a rebound in industrial activity driven by an extraordinarily strong
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We currently expect Japan’s GDP growth to rebound above trend in H2 09 and outperform
both the US and Euroland. Besides fiscal easing, the main driver will be a sharp rebound in Note: Dotted line according to production plans
industrial activity. While industrial production in Euroland and the US continues to decline, Source: Reuters EcoWin and own calculations
industrial production in Japan is rebounding sharply. In April, industrial production increased
by 5.9% m/m — the biggest monthly increase in industrial production recorded for more than
50 years. However, this record will probably not last long, as we expect industria production Japan’s export to rest of Asia has
to have surged by another 8% m/m in May. The main reasons for the strong rebound in resumed growth
industrial activity are an extraordinarily strong inventory cycle within the auto and electronics 10 o100 g
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Benefits from recovery in Asia... 7 .
Japan is currently benefiting from its greater dependence on Asian markets, which appear to 60- o, e
have resumed growth. The importance of the Asian markets has grown immensely in recent 50- - 50
years. Currently 54% of Japanese merchandise exports are shipped to other Asian markets, 40, o ‘ ;’;A - 40
while less than 30% is currently destined for the EU and the US. In 2002, the rest of Asiaon
the one hand and the EU and US combined on the other accounted for a more or less equal Note: Shows seasonal adjusted volume exports
share of Japan’s exports. The importance of the Asian markets for Japan’s economy is Source: Reuters EcoWin and own calculations
magnified by the relative openness of the Japanese economy. We estimate Japans exports to
Asiato be about 9% of GDP, while US exportsto Asiaisless than 3% of GDP.
With aresumption of growth in other parts of Asia, the Japanese export engine has been turned Net exports’ contribution to GDP
on again. In volume terms, exports to the rest of Asia are up by 12% since February, while growth

volume exports to the US and Europe have been broadly unchanged in the same period. As
seen in the chart to the right, our indicator for net exports contribution to GDP growth now
suggests there will be a significant positive contribution to GDP growth from net exports. We
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..and extraordinarily sharp inventory cuts coming to an end
Before getting too excited about the recent rebound in industrial production in Japan, it is
important to remember that Japan’s industrial production and exports underperformed
enormously during the downturn. From September last year to February this year, industrial
production contracted by close to 40%. This is more than twice the contraction experienced in
Europe and the US during the same period.

Source: Reuters EcoWin and own calculations
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The main explanation is that Japan’ s industrial production and merchandise exports are heavily
dependent on cyclical products such as autos and electronics. Between them the auto and
electronics industries account for close to 50% of industrial production while exports of

passenger cars alone accounted for close to 20% of Japan’s merchandise exportsin 2008.

In addition to a severe drop in demand for cars and electronics, cuts in inventories have been
extraordinarily sharp in these industries. Hence production has been cut much more than
demand. In the auto and electronics industries, our indicators for demand suggest an
unprecedented large gap between demand and production. As seen in the chart to the right,
passenger car sales both globally and in Japan have dropped by about 20% since the beginning
of 2008. During the same period, passenger car production in Japan has been cut by a

whopping 60%. Thereisasimilar picture within electronics.

The logical implication of a huge gap between demand and production is that inventories are
being cut fast. As seen in the chart at the bottom of the page, inventories are currently being
cut more than twice as fast as during Japan’s past recessions since 1980. In the auto industry,
inventories are now at their lowest level since 1980 and with shipments expected to pick up in
the coming months, the inventory-shipment ratio should soon decline below its historical
average. To us this suggests inventory cuts should ease and probably end soon — not least in
light of some recovery in demand recently. While the easing of inventory cuts is a general
global theme at the moment, its impact on industrial production will be particularly strong in

Japan. In May, the auto industry could well have boosted its production by close to 30% m/m.

Questions about sustainability remain

Our main message is that Japan is returning to GDP growth and will probably be significantly
above trend in H2 09. However, the impact from the inventory cycle and fiscal policy easing
will be temporary and the big question is to what degree will it be able to change the negative
dynamics in the Japanese economy on a more permanent basis. At least for now there are some
very encouraging signs. The deterioration in the labour market appears to be easing and there
has been a surprisingly sharp jump in consumer confidence in recent months (see the chart
below). Nonetheless we believe that following a very strong H2 09, GDP growth will probably
slow early next year as the temporary impact from the inventory cycle and fiscal policy wanes.

The expected outperformance of the Japanese economy in H2 09 should to a large degree be
regarded as a catch-up on the recent underperformance — particularly in Q4 08 and Q1 09.
Hence, despite the sharp rebound in growth in H2 09, we do not expect the Bank of Japan
(BoJ) to be among the first major central banks to tighten monetary policy (first BoJ interest
rate hike expected in Q3 10). In our scenario of continued improvement in the global risk

environment, it will probably not be able to prevent JPY weakening modestly.

However, despite the Japanese economy being the absolute master of ‘false starts', we should
not rule out the possibility that we could be in for a couple of years of Japanese
outperformance. Structurally Japan will benefit from its larger dependence on Asia and having
been through two decades of financial deleveraging private saving and financial health will
probably weigh less on the recovery than in the US and Europe. In this scenario, the BoJ might
tighten sooner and by more than the US and Europe and JPY might end up losing some of its
funding currency status.

Inventory adjustment fastest ever

Inventory cuts coming to an end in the
auto industry
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Auto industry: Huge gap between
demand and production
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Note: Global sales = USA, EU, Japan and China.
Dotted line is according to production plans
Source: Reuters Eco\Win and own calculation

Electronics industry: Huge gap
between demand and production
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Forecast for GDP growth in Japan
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Consumer confidence: Plans to buy
non-durable consumer goods
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Macroeconomic forecasts for Japan

2009 2010 Calendar yearaverage
% Change g/q AR a1l Q2 Qa3 Q4 a1 Q2 Qa3 Q4 2008 2009 2010

GDP -15.1 0.2 6.1 4.9 3.2 1.6 16 24 -0.7 -6.2 3.2
Private Consumption -4.3 04 1.2 1.6 1.2 16 18 20 06 -1.7 13
Private Fixed Investments -33.0 -10.8 0.2 0.9 2.3 3.6 53 7.0 -4.8 -16.7 18

Residential -199 -7.8 1.2 1.6 1.6 16 2.0 2.0 -80 -1.8 -0.8

Non-residential -355 -11.5 00 0.8 2.4 4.1 6.1 8.2 -4.2 -19.3 2.0
Change ininvent.! -1.2 -2.8 00 0.0 0.4 04 0.0 0.0 -0.2 -04 0.2
Public Consumption 1.2 1.2 1.6 1.6 1.6 1.6 1.6 16 0.8 1.7 16
Exports -70.0 31.1 36.0 23.9 17.0 126 104 8.2 19 -27.0 19.3
Imports -47.8 -7.8 8.2 12.6 12.6 8.2 8.2 7.4 0.9 -13.1 1.1
Netexpor‘ts1 -8.1 4.1 3.2 1.6 0.8 0.8 0.8 0.8 0.2 -29 06
Unemploymentrate (%) 44 5.2 56 5.8 5.7 55 51 4.5 40 5.3 5.2
CPl,exfresh food (y/y) 00 -0.7 -1.1 0.5 0.1 0.3 04 0.3 15 -0.6 0.2
Core CPI (y/y) -0.2 -0.5 -0.7 0.6 -0.5 -04 -0.3 0.2 0.0 -0.5 -0.3
PublicBudget © 56 958 -80
Public Gross Debt © 196 212 220
Current Account 2 &3 24 3.6
O/N TargetRate (%) 0.1 0.1 0.1 0.1 0.1 0.1 0.25 05 0.1 0.1 05

1: Contribution to GDP growth, 2: Pct. of GDP
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Disclosure

This report has been prepared by Danske Research, which is part of Danske Markets, a division of Danske Bank.
Danske Bank is under supervision by the Danish Financial Supervisory Authority. The author of this report is
Flemming J. Nielsen, Senior Anayst.

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high
quality research based on research objectivity and independence. These procedures are documented in the Danske
Bank Research Policy. Employees within the Danske Bank Research Departments have been instructed that any
request that might impair the objectivity and independence of research shall be referred to Research Management
and to the Compliance Officer. Danske Bank Research departments are organised independently from and do not
report to other Danske Bank business areas. Research analysts are remunerated in part based on the overall
profitability of Danske Bank, which includes investment banking revenues, but do not receive bonuses or other
remuneration linked to specific corporate finance or dept capital transactions.

Danske Bank research reports are prepared in accordance with the Danish Society of Investment Professionals
Ethical rules and the Recommendations of the Danish Securities Dealers Association.

Financial models and/or methodology used in this report
Calculations and presentations in this report are based on standard econometric tools and methodology.
Documentation can be obtained from the above named authors upon request.

Risk warning
Major risks connected with recommendations or opinions in this report, including a sensitivity analysis of
relevant assumptions, are stated throughout the text.

First date of publication
Please see the front page of this research report.
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representation is made as to its accuracy or completeness and no liability is accepted for any loss arising from
reliance on it. Danske Bank, its affiliates or staff, may perform services for, solicit business from, hold long or
short positions in, or otherwise be interested in the investments (including derivatives), of any issuer mentioned
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Markets is a division of Danske Bank A/S. Danske Bank A/S is authorized by the Danish Financial Supervisory
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regulation by the Financial Services Authority are available from us on request. Copyright © Danske Bank A/S.
All rights reserved. This publication is protected by copyright and may not be reproduced in whole or in part
without permission.
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