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Only three exit of the unprecedented surplus of capital

(2) Excessive capital expenditures
(3) Higher prices for assets

Surplus capital and dearth of investment opportunities before and after each crisis

Financial shocks have become the norm. Examples include the bursting of the IT bubble, the subprime
loan crisis, the Lehman shock and the recent Greek debt crisis. Before and after these crises we are
observing obvious characteristic: a surplus of capital. In 2005, then Fed chairman Alan Greenspan
pointed out the conundrum of unusually low long-term interest rates even during monetary tightening
and an expanding economy. The cause was the large amount of excess capital. Current Fed chairman
Ben Bernanke believes excess capital in turn is caused by a global saving glut. This glut is occurring
because of excessive savings in emerging countries, Japan and many other countries other than the
United States. People in these countries are saving their money because of the trauma of financial
crises, changes in population profiles and many other factors. This surplus of capital is what is exerting
downward pressure on U.S. long-term interest rates, according to Mr. Bernanke.

Professor Siegel’s “bond bubble” theory

As prices of assets plummeted in the wake of the subprime loan crisis and Lehman shock, investors ran
away from risk and companies deleveraged their balance sheets. These events most likely temporarily
eliminated the surplus of capital. But this surplus is emerging again as market conditions began to
return to normal. Falling demand produced enormous amounts of savings even at households and
companies in the United States, which is a debtor country. Government budget deficits are growing in
countries worldwide. But even these deficits are not enough to soak up the massive amount of savings.

The debt crisis in Greece has sparked fears about sovereign risk that includes the potential collapse of
government finances even in major countries like the United States, Britain and Japan. Despite these
fears, long-term interest rates have posted significant declines in the United States, Britain and Japan,
thus lowering their cost of borrowing. In fact, in The Wall Street Journal on August 19, 2010, there was
a column by Wharton School professor Jeremy Siegel titled “The Great American Bond Bubble.”

Figure 1:U.S. & Japan Long-term Interest Rate
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Higher capital productivity is the cause of surplus capital (our belief)

Let's examine the causes of the current surplus of capital. (1) Is it the result of excessive monetary
easing? (2) Or is a global saving glut the cause, as Fed chairman Bernanke believes? (3) Another
possible cause is increasing corporate profitability as the productivity of capital climbs (which is my
belief). Excessive monetary easing appears to be widely accepted as the cause. In the past, excessive
monetary easing by former Fed chairman Greenspan caused a surplus of capital that, in turn, is
regarded as the cause of the subprime loan bubble. The current unprecedented monetary easing in
response to the financial crisis is believed to be the source of another surplus of capital. | will analyze
this belief another time. However, irrespective of the cause of this surplus, there is no doubt that this
surplus will stay for a while.

Destination 1: Liquid assets due to extreme risk avoidance (the Japan disease)

Next, let's examine how surplus capital is used. There are only three destinations for this money. The
first is cash and government bonds as investors shun all forms of risk. Japan followed this path, which
resulted in the country’s “lost 20 years.” In 1996, Japanese government bonds were yielding less than
3%. Tiger, Soros and other global hedge funds rushed to sell Japanese government bonds short in the
belief that a bubble had formed. But they were very wrong. At a yield of just under 3%, Japanese
government bonds were actually an excellent buy because of long-term deflation. Two years later, the
yield had dropped to less than 1%.
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Destination 2: Excessive capital expenditures

The second destination is capital expenditures, which means buying more unneeded capital equipment
even though capacity utilization rates were already low. Investing in more machinery threatens to make
the gap between supply and demand even larger. From the standpoint of the real economy, this gap
means that deflationary forces will become well entrenched.

Destination 3: Investments in stocks and real estate

The third and only desirable destination is financial assets. Buying these assets raises their prices. As
prices of stocks, real estate and other assets climb, there are good prospects for growth in consumer
spending because of the wealth effect. As long as surplus capital exists, the government’s only option is
to enact policies that encourage people to invest in financial assets (the third destination), thus pushing
up the prices of these assets. Chairman Bernanke’s Fed is pursuing a non-traditional monetary policy.
I think it is obvious that the Fed'’s goal is to raise prices of stocks and other assets by purchasing assets.
Chairman Bernanke’s real enemy is the “Japan disease.” Japan fell into an enormous liquidity trap as
investors shunned risk and lost their animal spirit.

Money is flowing to stocks because of high U.S. earnings and dividends

Fortunately, U.S. stocks are extremely undervalued in terms of their fundamentals. In his August 19
column, Professor Siegel noted that the average dividend yield is 4% for the stocks of 10 large,
high-dividend U.S. companies: AT&T, ExxonMobil, Chevron, Proctor & Gamble, Johnson & Johnson,
Verizon Communications, Philip Morris, Pfizer, General Electric and Merck. By comparison, the yield on
the 10-year Treasury Inflation-Protected Securities (TIPS) is three percentage points lower. The yield is
more than one percentage point lower on the 10-year Treasury note.

Figure 2 : U.S. Corporate profit after Tax |l Figure 3 : U.S. Corporate rate of return|
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In 1996, earnings of Japanese companies were declining due to failure to restructure
operations quickly —the fundamental difference vs. the U.S.

In 1996, the yield of Japanese government bonds was under 3% and the country was about to enter a
period of deflation. But the United States today is completely different in one key respect: strong
corporate earnings. In 1996, companies in Japan did not act quickly to stop the constant increase in
fixed expenses and enact other restructuring initiatives. Earnings declined as result (and because of
the yen’s strength). In contrast, U.S. companies moved fast to restructure operations and boost labor
productivity. The result is a sharp rebound in performance that has brought earnings back to almost the
all-time high. In 1996, declining long-term interest rates in Japan were linked to deflationary forces
throughout the economy and worsening returns on capital. But the decline in U.S. interest rates today is
taking place in exactly the opposite environment: improving returns on capital. In other words, unlike
Japan in 1996, the United States has an environment that can support higher stock prices for viable
reasons.

Japanese stocks are also irrationally underpriced now

Also unlike in 1996, Japan’s long-term interest rate is currently only about 0.9% while corporate
earnings are staging a strong recovery (dividend yield 2%, earnings yield 6%, PBR 1). At this level,
Japanese stocks are undervalued that there is no rational explanation.

Figure 4 : ROE & Long-term interest rate

Figure 5 : ROE & Long-term interest rate
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Figure 6 : Japan & . yield (TOPIX & S&P500)
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Mote: Asdata on corporste bond yield iz discontinuous, we have used powercompany bondyield, industrizl bond yield from NEEDS, REIAA bond yield 2nd bonds yizld ranked
Az by Moody's from Bloomberg monthly dzta. We calculzted dividend yield and yeamings of TSEL based on estimzted datz (parent). From 2003, we use consolidzted
estimated dividend & earnings yield. Sources: Bloomberg, NEEDS, Musha Research

1% =

14 - €orporate Bond-AA

127 J IZT)i::)d 5.0

10 - ! : Earnings Yield
Jul 2010 6.9

S&P500 Dividend Yield Jul 2010 2.0

29 31 33 3537 3941 43 45 47 49 51 53 55 57 59 61 63 6567 69 71 73 75 77 79 81 83 85 87 89 91 93 95 97 99 01 03 05 07 09

Note: Data before 1954 for S&P500 Earnings Yield, 1993 for Dividend Yieldand 1948for CorpBond Yield are from Wright Investors' Service. Data after each year are fromBloonrberg.
source: Bloomberg, Wright Investors' serviice. Musha Research

© Copyright 2010 Deutsche Securities Inc. and Musha Research Co., Ltd

Although the information contained herein is based on sources that Musha Research believe reliable, Musha Research do not make any representation or warranty, express or implied, with respect to the fairness,
correctness, accuracy, reasonableness or completeness of the information and opinion herein. Musha Research is not responsible for any losses or damages incurred by your relying on such information and opinion.
The analyses or opinions contained herein may be based on assumptions that if altered can change the analyses or opinion expressed. Nothing contained herein shall constitute any representation or warranty as to
future performance of any financial product, credit, currency rate, interest rate or any other market or economic measure. Furthermore, past performance is not necessarily indicative of future results. Musha Research
has no obligations to update, modify or amend this document or to notify a reader in the event that any matter stated herein changes or subsequently becomes inaccurate. When you analyze risks and issues on
investment, finance, tax, law and/or accounting contained herein, you should take steps to ensure that you understand the transaction and have made an independent assessment of the appropriateness of the
transaction and it is strongly recommended to seek advice from your own experts and/or advisors, in light of your own objectives and circumstances. This document shall not be construed as and does not form part
of an offer, nor an invitation to offer, nor a solicitation or recommendation to enter into any transaction with DSI or any of its affiliates, nor is it an official or unofficial confirmation of terms. This document and any
information contained herein are confidential and may not be reproduced or distributed in whole or in part without our prior written consent.

414



