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Are we becoming Japan?

* Prolonged economic slowdown?

* Prolonged real estate slump?

* Prolonged equity bear market?

* Prolonged elevated equity market volatility?

* Graying of the population?

* Near zero short term government interest rates?
* Negative long-term corporate swap spreads?

* Government debt outstanding in excess of GDP?

* Direct equity purchases by the government?
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What happened in Japan?

Japanese Gross Domestic Product: 1980-2008

6.2% annual GDP growth from
1980-1991.

Recession did not begin until
mid-1993, well after the equity
market correction.

0.09% annual growth since 1997.

Dramatic strengthening of the Yen
following the 1985 Plaza Accord
by 68% from 268.3 to 84.6 in
1995.

Stronger Yen below the 100 level
hinders Japanese exports.

Repatriation of JPY invested in
higher-yielding currencies
continues to strengthen the yen.

12% overall growth since 1980 with
zero growth since 2005.

Population expected to fall to 90
million in 2055 and to 45 million in
2015.

Graying of population has increased
from 12% in 1990 to 23% currently
and to 36% in 2050.
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What happened in Japan?

Nikkei 225 Average: 1980-2008
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Japanese National Land Prices: 1980-2008
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10-year bull market from 1980 to
1990 with 19.4% annual growth.

Annual declines of 38.72%,
3.63% and 26.3% over 1990-92
and average annual trading range
of 34% since 1990.

Recent low of 6,994.9 or 18% of
the peak of 38,915.

7.2% annual growth in residential
land prices from 1980-1991 and
7.7% growth for commercial.

Nearly a tripling of land prices in
Tokyo from 1985-1990.

Residential and commercial prices
stand at 57% and 28% of 1991
peak.

7% annual growth from 1992 to
2005.

Debt ratio has remained at the
170% level for 4 years now.
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What happened in Japan?

JPY 3-Month LIBOR: 1990-Present

2005

Nikkei 225 JVIX Index: 1990-Present

BOJ gradually lowered short-term
rates from 8% to 1% over five
years.

Short-term LIBOR rates have
been less than 1% for nearly 14
years now.

Rates were zero for five years (so-
called “Zero Interest Rate Policy”
or “ZIRP”).

Long-term government rates
witnessed a similar decline.

JGB 10-year yields have remained
in a 1-2% range for more than 10
years now.

BOJ bought JGBs as part of
“Quantitative Easing” (QE) during
the early 2000s.

The initial bear market drove
Nikkei 225 volatility to the 40-50%
range many times.

Nikkei 225 volatility has returned
to peak levels following the US
market meltdown.
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What has been happening in the US?

US Gross Domestic Product: 1980-2008

US Foreign Exchange Rate: 1980-2008

1980 1985 1990 1995

Year

US Population: 1980-2008

2000

2005

Steady growth of 5.9% since
1980 and 4.6% since 2000.

Nearly a doubling of GDP since
1995, while Japan stagnated.

Recessions have been very mild.

A weaker USD following 1985 and
2002 aided economic growth.

The global economic crisis has
resulted in a strengthening of the
USD, thereby weakening US
exports.

35.7% increase in population
since 1980.

Population growth has averaged
1% per annum.

Population has started to “gray”
with the over 65 year old group at
18.1% rising to 20.5% in 2040.
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What has been happening in the US?

S&P 500 Index: 1980-2008

° 20-year bull market from
1980-2000 with 14% growth.

e Two 50% drops following
technology and housing bubbles.

° P/Es were trading in the mid-30s
1980 1985 1990 1995 2000 2005 in 2000 versus 17-19 range prior
to the sub-prime lending crisis.

° 4.57% annual growth in residential
house prices from 1980-2006.
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° 12% annual increase in S&P Case-
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° Prices have now declined 7.2% for
1980 1985 990 1995 2000 200!
3 2 FHFA, 24% for Case-Shiller and
Year 4.2% for commerical real estate.

° Reagan era spending took the
debt burden from 39% to 65% of
GDP.

° Recent debt levels had been
stable at 55% of GDP.

° Recent government initiatives will
taken debt load well over 70%.
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What has been happening in the US?

USD 3-Month LIBOR: 1990-Present

Federal Reserve action has
brought short-term LIBOR down
from 5.5% to 1.25% over 18
months.

Short-term rates are likely to
remain low through at least 2010.

Long-term government borrowing
rates have also declined.

The 10-year US Treasury
benchmark note recently hit a low
of 2.05% and is currently trading at
2.84%.

The VIX volatility index has
quadrupled from 20% to a high of
80%.

VIX trading levels are now above
previous peak levels of fear in the
marketplace.
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What happened in the 1930s?

US GDP (Nominal Dollars): 1928-1945

Year

S&P 500 Index: 1928-1945

1930 1935 1940 1945

Year

Year

Nominal GDP nearly halved from
1928 to 1932.

Annual declines were 14.1%
before recovery in 1933.

GDP did not recover nominal
1929 levels until 1941 and real
levels until much later.

The market witnessed annual
declines of 11.9%, 28.5%, 47.1%
and 14.8% over 1929-1932.

The final low of 4.43 in the S&P 500
Index represented a 86% decline
from the high of 31.71 in August
1929.

Our estimate of realized volatility
was as high as 100% initially
similar to October 2008.

However, the early 1930s
continued to be very volatile with
similar trading levels as today.




Lessons to be learned

JAPAN

Policy response to the crisis was slow, as
denial ran deep as to its overall extent.

The non-confrontational bias of Japanese
culture made it difficult to foreclose on
borrowers and take other “aggressive” steps.

Standard monetary response did not work.
Strength in the Yen curbed export growth.

Japanese corporate practices of “life-time
employment” and “interlocking shareholdings
(keiretsu)” made restructuring difficult.

Greater potential for deflation owing to
inefficient system of distribution, i.e. “too
many middle men”.

ZIRP allowed corporations and banks to
“zombie” through the 1990s.

Rapid graying of the population added further
strains on economic growth.

End Result: 18 years later Japan
announces -12.7% GDP growth.

UNITED STATES

In many ways the current crisis in the US is
“Japan in fast forward”.

“Demographics is destiny”: The US has
been aided greatly by population growth,
which is expected to continue.

Graying of the US population will also place
pressures on the economy, but the situation
is not as acute as Japan owing to flexible
immigration.

Debt problems are exacerbated owing to
the diffusion created by securitization.

Japan enjoyed a current account surplus.

Level of personal indebtedness is much
greater than in the case of Japan.

Policy response has been faster than in
Japan, but is it fast enough?

Likely Outcome: 5+ years of tepid
economic growth and continued market
turbulence.
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