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o Deflation threat is deepening despite a stabilisation of the output plunge

¢ Macroeconomic policy is likely to remain expansionary despite talk of an exit
strategy

¢ Possibility of the first change of ruling party in half a century adds to political risks

Macroeconomy

Q1 GDP plunged by a record 4% q/q (9.7% yly). The steep decline was led by exports (-26% g/q) and capital
investments (-10.4%), which more than overwhelmed positive contributions from falling imports (-15% q/q)
and a slight gain in government spending (+0.2% qg/q). Data released in Q2 so far points to a stabilisation of
sentiment but still-steep declines in real sectors, from housing to exports. We expect output to continue to fall
by a severe 8% in Q2 before narrowing to a 3% decline in H2, bringing the full-year contraction to 5.8%.
While Q1 may have seen the worst of the headline GDP plunge, the current negative GDP gap of more than
8% is putting heavy downward pressure on prices. All inflation measures are venturing deeper into negative
territory, a trend that we expect will last until year-end.

Exchange rate

USD-JPY failed to rebound above 100 in early April and has since been trending downwards, hitting a five-
month low of 92.5 in early July. We think that USD-JPY will be limited by broad-based USD weakness and
that JPY overvaluation will have to be expressed through the crosses rather than against the USD. We
expect broad-based USD weakness in H2 to prompt a break below 90 in Q4.

Interest rates

The Bank of Japan (BoJ) has kept its policy rate near zero (at 0.10%), and decided at its latest meeting in
July to extend its various liquidity measures until year-end. While official forecasts have been revised
upwards to take into account an expected stabilisation in the global economy in the near term, heavy
deflationary pressure at home likely means the bank will maintain its current ultra-loose monetary policy
despite talk of an ‘exit strategy’. We expect CPI declines to continue steepening in H2, putting renewed
pressure on the BoJ to ease policy towards year-end.

Fiscal policy

The government unveiled a new fiscal stimulus package totalling JPY 15.4trn on 10 April, which it said would
create 400,000-500,000 jobs and push up GDP by 2ppt in FY10 (ends 31 March 2010). The JPY 15.4trn
headline figure amounts to 3% of GDP, making this the largest stimulus package in Japan'’s history. The
upcoming general election on 30 August could lead to a change in government (see ‘Politics’ section below),
yet whichever party wins the election is expected to maintain the current expansionary fiscal policy.

Important disclosures can be found in the Disclosures Appendix.
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Politics

Prime Minister Taro Aso called a general election for 30 August following the stunning defeat suffered by his
Liberal Democratic Party (LDP) in the Tokyo assembly election in mid-July. The latest opinion polls point
strongly to a victory for the opposition Democratic Party of Japan (DPJ), which, if it materialised, would put an
end to over 50 years of LDP leadership. We expect that a DPJ-led government would shift the focus of fiscal
spending to boosting household income and pursue deeper regional cooperation, especially with China. Key
near-term concerns are the potential failure of a single party to win a strong mandate, and the risk of market
dissatisfaction with the ‘missing pieces' in DPJ’s economic strategy.

Structural issues and business conditions

The ageing of Japan’s population is set to accelerate in the coming years, with the working-age population
(15-65) now declining by 0.8% a year on average and the 65+ population set to rise to 26% of the total
population by 2020 from 21.5% currently. The household sector remains extremely conservative, holding
massive amounts of cash savings that earn no returns, which explains the lack of domestic growth even
during the latest recovery cycle. Business conditions will likely remain cyclically depressed in the near term,
but the demographic shift may create opportunities for some sectors.

External sector

Japan has relied increasingly on externally driven growth in recent years. Exports now account for 18% of
GDP, up from 10% in 1999, and until recently contributed more than half of GDP growth. Japan is a major
exporter of top-end manufactured products and capital goods. Its top export destinations are the US (20.4%),
China (15.3%), South Korea (7.6%), Taiwan (6.3%), and Hong Kong (5.4%).

Table 1: Economic forecasts for Japan
2007 2008 2009F 2010F 2011F 2012F

GDP growth (%) 2.4 -0.7 -5.8 0.6 0.8 1.0
Inflation (%) 0.1 1.4 -1.6 25 -2.0 -1.5
USD-JPY (year-end) 111.7 90.6 88.0 105.0 103.0 100.0

Policy rate (overnight call rate %, year-end), % 0.50 0.10 0.0 0.0 0.25 0.25

Note: 2007-2008 actual, 2009-2012 SCB estimates;
Source: SCB Global Research
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Disclosures Appendix

Regulatory disclosure
Subject companies: --

Standard Chartered Bank and/or its affiliate(s) has received compensation from this company for the provision of
investment banking or financial advisory services within the past year: --.

Global disclaimer

SCB makes no representation or warranty of any kind, express, implied or statutory regarding this document or any
information contained or referred to on the document.

If you are receiving this document in any of the countries listed below, please note the following:

United Kingdom: Standard Chartered Bank ("SCB") is authorised and regulated in the United Kingdom by the Financial
Services Authority ("FSA"). This communication is not directed at Retail Clients in the European Economic Area as defined
by Directive 2004/39/EC. Nothing in this document constitutes a personal recommendation or investment advice as defined
by Directive 2004/39/EC.

Australia: The Australian Financial Services Licence for SCB is Licence No: 246833 with the following Australian
Registered Business Number (ARBN : 097571778). Australian investors should note that this document was prepared for
wholesale investors only (as defined by Australian Corporations legislation).

China: This document is being distributed in China by, and is attributable to, Standard Chartered Bank (China) Limited
which is mainly regulated by China Banking Regulatory Commission (CBRC), State Administration of Foreign Exchange
(SAFE), and People’s Bank of China (PBoC).

Hong Kong: This document is being distributed in Hong Kong by, and is attributable to, Standard Chartered Bank (Hong
Kong) Limited which is regulated by the Hong Kong Monetary Authority.

Japan: This document is being distributed to the Specified Investors, as defined by the Financial Instruments and
Exchange Law of Japan (FIEL), for information only and not for the purpose of soliciting any Financial Instruments
Transactions as defined by the FIEL or any Specified Deposits, etc. as defined by the Banking Law of Japan.

Singapore: This document is being distributed in Singapore by SCB Singapore branch only to accredited investors, expert
investors or institutional investors, as defined in the Securities and Futures Act, Chapter 289 of Singapore. Recipients in
Singapore should contact SCB Singapore branch in relation to any matters arising from, or in connection with, this
document.

South Africa: SCB is licensed as a Financial Services Provider in terms of Section 8 of the Financial Advisory and
Intermediary Services Act 37 of 2002. SCB is a Registered Credit provider in terms of the National Credit Act 34 of 2005
under registration number NCRCP4.

UAE (DIFC): SCB is regulated in the Dubai International Financial Centre by the Dubai Financial Services Authority. This
document is intended for use only by Professional Clients and should not be relied upon by or be distributed to Retail
Clients.

United States: Except for any documents relating to foreign exchange, FX or global FX, Rates or Commaodities, distribution
of this document in the United States or to US persons is intended to be solely to major institutional investors as defined in
Rule 15a-6(a)(2) under the US Securities Act of 1934. All US persons that receive this document by their acceptance
thereof represent and agree that they are a major institutional investor and understand the risks involved in executing
transactions in securities. Any US recipient of this document wanting additional information or to effect any transaction in
any security or financial instrument mentioned herein, must do so by contacting a registered representative of Standard
Chartered Securities (North America) Inc., 1 Madison Avenue, New York, N.Y. 10010, US, tel + 1 212 667 1000.

WE DO NOT OFFER OR SELL SECURITIES TO U.S. PERSONS UNLESS EITHER (A) THOSE SECURITIES ARE
REGISTERED FOR SALE WITH THE U.S. SECURITIES AND EXCHANGE COMMISSION AND WITH ALL
APPROPRIATE U.S. STATE AUTHORITIES; OR (B) THE SECURITIES OR THE SPECIFIC TRANSACTION QUALIFY
FOR AN EXEMPTION UNDER THE U.S. FEDERAL AND STATE SECURITIES LAWS NOR DO WE OFFER OR SELL
SECURITIES TO U.S. PERSONS UNLESS (i) WE, OUR AFFILIATED COMPANY AND THE APPROPRIATE
PERSONNEL ARE PROPERLY REGISTERED OR LICENSED TO CONDUCT BUSINESS; OR (ii) WE, OUR AFFILIATED
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COMPANY AND THE APPROPRIATE PERSONNEL QUALIFY FOR EXEMPTIONS UNDER APPLICABLE U.S.
FEDERAL AND STATE LAWS.

The information on this document is provided for information purposes only. It does not constitute any offer,
recommendation or solicitation to any person to enter into any transaction or adopt any hedging, trading or investment
strategy, nor does it constitute any prediction of likely future movements in rates or prices or any representation that any
such future movements will not exceed those shown in any illustration. Users of this document should seek advice
regarding the appropriateness of investing in any securities, financial instruments or investment strategies referred to on
this document and should understand that statements regarding future prospects may not be realised. Opinions,
projections and estimates are subject to change without notice.

The value and income of any of the securities or financial instruments mentioned in this document can fall as well as rise
and an investor may get back less than invested. Foreign-currency denominated securities and financial instruments are
subject to fluctuation in exchange rates that could have a positive or adverse effect on the value, price or income of such
securities and financial instruments.

Past performance is not indicative of comparable future results and no representation or warranty is made regarding future
performance.

SCB is not a legal or tax adviser, and is not purporting to provide you with legal or tax advice. If you have any queries as to
the legal or tax implications of any investment you should seek independent legal and/or tax advice.

SCB, and/or a connected company, may have a position in any of the instruments or currencies mentioned in this
document. SCB has in place policies and procedures and physical information walls between its Research Department and
differing public and private business functions to help ensure confidential information, including ‘inside’ information is not
publicly disclosed unless in line with its policies and procedures and the rules of its regulators. You are advised to make
your own independent judgment with respect to any matter contained herein.

SCB and/or any member of the SCB group of companies may at any time, to the extent permitted by applicable law and/or
regulation, be long or short any securities or financial instruments referred to on the website or have a material interest in
any such securities or related investment, or may be the only market maker in relation to such investments, or provide, or
have provided advice, investment banking or other services, to issuers of such investments.

SCB accepts no liability and will not be liable for any loss or damage arising directly or indirectly (including special,
incidental or consequential loss or damage) from your use of this document, howsoever arising, and including any loss,
damage or expense arising from, but not limited to, any defect, error, imperfection, fault, mistake or inaccuracy with this
document, its contents or associated services, or due to any unavailability of the document or any part thereof or any
contents or associated services.

Copyright: Standard Chartered Bank 2009. Copyright in all materials, text, articles and information contained herein is the
property of, and may only be reproduced with permission of an authorised signatory of, Standard Chartered Bank.
Copyright in materials created by third parties and the rights under copyright of such parties is hereby acknowledged.
Copyright in all other materials not belonging to third parties and copyright in these materials as a compilation vests and
shall remain at all times copyright of Standard Chartered Bank and should not be reproduced or used except for business
purposes on behalf of Standard Chartered Bank or save with the express prior written consent of an authorised signatory of
Standard Chartered Bank. All rights reserved. © Standard Chartered Bank 2009.
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