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Froma “V” toa “U?”

With the general election out of the way, Japan welcomed its new prime minister to the leadership of the world’s second-
largest economy. The Democratic Party of Japan (DP]) has come to office with a manifesto designed to please everyone, save
the vested interests that kept the Liberal Democratic Party (ILDP) in power these last 50 years. How they will actually
govern, which parts of the manifesto can legitimately be pursued, and which parts were electioneering fluff will go some way
toward defining the future of what role Japan will play on the world stage. However, it is unclear whether the DP] or their
current policy focus is sufficiently differentiated from the construct of the party, which includes the former Socialist Party of
Japan and disenfranchised LDP members, to be called a vision of the future. We think that it is more likely that this election
marked the start of a multi-year process, which may lead to a more profound political realignment along isolationist and
internationalist lines.

Meanwhile, the market has begun to look beyond the first-half production recovery. End-demand in those sectors that do not
have the financial backing of a government incentive, be they Chinese intermediate goods production or American private
consumption, looks to be anemic at best. Auto sales after the expiration of the American cash-for-clunkers program fell right
back to the levels seen earlier this year. More worrisome for the Japanese auto companies is the phenomenal success of
Korea. Hyundai is now the second-largest seller of small autos in the United States with a 19% share, double the level of one
year ago. Time and again, American consumers have shown that they lack brand loyalty when a product of similar quality can
be found for lower prices. Hence, Wal-Mart now advertises flat panel television sales, with Samsung and Vizio among the top
three brands available. If Korea is the new “in,” this is decidedly bad news for the domestic Japanese production base. Japan
still produces 10 million automobiles domestically and only consumes four million. Exports have to go somewhere, and
without the U.S. market, it is unclear where they will go.

In a sense, the reality of excess domestic production capacity is the last facet of the “Japan, Inc.” model left to unwind. The
financial structure that supported the funneling of low-cost capital to exporters was badly undermined by Japan’s real estate
bubble and subsequent collapse. However, the exporters were given a reprieve from a painful restructuring of their domestic
excess production model by the boom in consumption in America. This, in turn, was fueled by America’s own real estate
bubble. The collapse in U.S. asset prices, and consequently private consumption, has now laid bare the foundation that
underpinned Japan’s export success. The export sector and, most specifically, the auto companies now face a multi-year
period of production cutbacks and plant closures before any form of normality can be restored to profits. As there have been
no domestic auto plant closures in Japan’s history, this is not likely to be a well-received development.

As for the second half, earnings are likely to disappoint. Most companies profiled a relatively conservative first-half forecast,
which they beat, followed by a significant “V”-shaped second-half recovery. Without fiscal-stimulus-supported consumption,
demand is likely to return to trend line, and the “V” will look more like a “U,” or even an “L..” This has yet to be priced into
expectations. In addition, domestic consumption remains focused on low-priced goods with the likes of discounters
Shimamura and Fast Retailing enjoying robust sales at the expense of pretty much everyone else. We believe the DP] needs
to act fairly swiftly to forestall a renewed downturn; while their comments are supportive, the reality of the time it will take to
execute makes the probability they can stop the slowdown soon remote.
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NOTES:

Published on 6 October 2009. Revised on 6 October 2009.
Past performance is not a reliable indicator of future results.

Equity securities will fluctuate in price; the value of your investment will thus fluctuate, and this may result in a loss. Securities in certain non-
domestic countries may be less liquid, more volatile, and less subject to governmental supervision than in one’s home market. The values of these
securities may be affected by changes in currency rates, application of a country’s specific tax laws, changes in government administration, and
economic and monetary policy. Investments in Japan are subject to certain risks, such as the risks associated with the economy of Japan generally. A
portfolio of securities concentrated in one country or geographic region may be subject to greater volatility than a more diversified portfolio.

The securities identified are not necessarily held by Lazard Asset Management for all client portfolios, and should not be considered a
recommendation or solicitation to purchase or sell these securities. It should not be assumed that any of the referenced securities were or will prove
to be profitable, or that the investment decisions we make in the future will be profitable or equal to the investment performance of securities
referenced herein.

"This report is being provided for informational purposes only. It is not intended to, and does not constitute, an offer to enter into any contract or
investment agreement in respect of any product offered by Lazard Asset Management and shall not be consider as an offer or solicitation with
respect to any product, security or service in any jurisdiction or in any circumstances in which such offer or solicitation is unlawful or unauthorized or
otherwise restricted or prohibited. The information and opinions presented in this report have been obtained from sources believed by Lazard to be
reliable. Lazard makes no representation as to their accuracy or completeness. All opinions and estimates expressed herein are as the published date,
and are subject to change.
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