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Introduction

The sogo shosha are unique, diversified and complex organizations that are known to
have played a significant role in Japan’s modern economic rise. The sogo shosha, as
super wholesalers/suppliers, optimized the supply chains of Japanese industry by
providing for the raw material, energy and technology needs of upstream and
mid-stream manufacturers in Japan, while also rationalizing distribution between the
manufacturing sector and the downstream retail sector. At the same time the sogo
shosha marketed the products of Japanese companies overseas. This contributed
greatly to Japan’s ascent as an economic superpower. What is less known though is
the significant role they have come to play on the world stage.

That said, outside of Japan there is little known about these organizations, and even
those that do know of them, have a difficult time in explaining exactly what it is the
sogo shosha do, at least in simple terms. The purpose of this paper is to help you
better understand the sogo shosha, using Marubeni as the prime example, by
explaining who they are, what they do, what makes them unique, how they developed
and what their business model is in a, hopefully, logical and easy to comprehend
fashion.

This is not an academic paper, but rather an account of the sogo shosha from the
perspective and experience of someone, who has worked in one a sogo shosha for
many years.

Some Recent Investments/Business Activities

To start, let’s look at some of Marubeni’s investments and business activities over the
last half of fiscal year 2011 through fiscal year 2012. Marubeni made around 30
investments and signed deals for more than 10 other major projects over that period
with more than 90% taking place overseas in approximately 20 different countries.
The list includes everything from investments in copper, iron ore and coal mines to
stakes in an aluminum smelter, offshore oil fields and a shale oil and gas venture.
From the purchase of a conveyor belt distributor, an aviation parts/services company
and a cardboard container production venture to the buy-out of a mega-grain trading
company and a seafood wholesaler. From participation in electric power and rail
projects to investment in off-shore wind farms, solar power plants and water treatment
utilities. And, from ownership stakes in a re-insurance company, LNG vessels and a
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construction machinery leasing firm to the development of an office and shopping
complex, and participation in an oil refinery modernization project, to name a few.

Now, by multiplying these times the number of sogo shosha, 7, you can imagine not
only their extensive diversity and broad global reach, but also the significant role they

are playing in the world economy.

Some of Marubeni’s Investment/Business Activities in 2011-12

Business

Details

Division

Stake in floating production platform for oiligas fieldin Gulfof Mexico

T ook a 49% share of an oil production and gas processing senice venture in the Gulf of Mexico with the U8 _firm William s Partners

Energy Divsion I

Sign agreement to distribute Canadian lithium carbonate in Japan

Signed three-year agreement for the exclusive distribution of battery-grade lithium carbonate in Japan with Canada Lithium Corp

Chemicals Division

Acgire US. conveyor belt distributor

Aquired an 80 1% stake inthe U S conweyor bett distributor All State Belting

Lifestie Division

T ake 20% stake in Philippine water and sewage ufility

T ook a 20% stake in Maynilad Water Services, a water ge utility serving westen Manila in the Philippines.

Power Projects Division

Construction of combined-cycle power plant in Bangladesh Marubeni, in with Hyundai Engineefing & C  was awarded a confract for a combined cycle power plant by Bangladesh Power Projects & Infrastructure Division
Order for of GTCC power station in India Marubeni, in with Mitsubishi Heawr , will gas trurbine combined-cyle power station in India. Plant & Industrial Machinery Divsion
Join joint venture to produce cormu gated (cardboard) containersin India Marubeni has taken a 20% share in a corrugated container production venturein India with Ojj Holdings of Japan and JK Paper of India Forest Products Division

Supplyof railway cars to Venezuela

Marubeni, in with Nippon Sharyo and T oshiba Corporation, will supply 52 cars (13 trains sets) to Venezuelan Railways.

Plant & Industrial Machinery Division

50%stake in US. avialion parts and senices company

Bought’50% of Magellan, a U S after-market auation parts and senices company

[Transpartation MachineryDivision

\Acquire 100% of giant U S. grain and fertilizer trading company

Marubeni acquired Gavlon Holdings ofthe U S, one of the largest grain and fertilizer fraders inthe U S. (it also is involved in energycommodities)

Food Matetials Division

T ake 50% stake in wind power projectin the U S

Marubeni acquired a 50% interest in awind power project n the U S with the French renewable energy com pany EDF (50%)

Energy Div. IPower Projects & Infra Div

IT o conduct mega-solar power business in Japan

Will construct and operate a mega-solar power plant in Japan, selling the slectricityto Kyushu Electric Power aver a 20-year period.

Power Projects Division

Overhaul of combined-cycle power plant turbine in Myanmar

Awarded a contract to overhaul combined-cylce power plant turbines for Myanmar Electric Power Enterprise (parts supplied byHitachi of Japan)

Plant & Industrial Machinery Division

Purchase 50% of UK offshore wind power installation and serice company

Acquired Seajacks Interational, a UK-based offshore wind power installation and oiligas platform senice companywith INCJ of Japan (50%).

Power Projects Division

12.5% stake in Australion iron-ore mine

A consortium made up of Marubeni, Posco of Korea and STX of Japan took a 30% stake in an Australian iron-ore project (Marubeni's =12.5%)

Metals & Mineral Resources Division

|Aoquire 22% of Singa pore-bascd reinsurance company

Marubeni took a 22% stakein AGR Holdings, a pan-Asian Sin gapore-based reinsurance com pany.

Finance, Logistics & [T Business Divsion

Jointlyacquire Canadian coal producer

Marubeni (40%) and WinswayCoking Coal Holdings of China (60%) purchased the Grande Cache Coal Corporation of Canada.

Metals & Mineral Resources Division

Partcipation in a shale oil and gas project in the U S

Signedan agresment with Hunt Oil of the U'S. for a 35% sharcofa shale ail and gas project in the U S

Energy Division |

\Acquire seafood (salmon) canneryin U.S. Alaska

Marubeni's 100% owned subsidiaryin Alaska, North Pacific Seafoods purchased the Red Salmon Canneryfron Yardarm Knet of the U 8.

Food Products Division

T ake 30% position in copper project in Chile

Signedan agresment with Anicfagasta of chilc for a 30% stake in a copper mining project in Chile.

Metals & Mineral Resources Division

uction equipment leasing JV'in Australia

Marubeni (80%) and Hitachi Con Machinery (20 %) of Japan a equipment retail leasing firm in Australia

Tr: MachineryDivision

Dl opment and constuclion of geothermal power plant in Indonesia

Entered a JV agreement with Supreme Energyof Indonesia and G DF Suezof France to consiuct a geothermal power plant in Indonesia

Power Projects &Infrastructure Division

Long-term purchase agreement for butadiene from Brazl

Long-term purchase agreeement for butadiene, used in the production of synthetic rubber, from Braskem of Brazil

Chemicals Division

Logistics call-center senices for Shiseido's intemet order businessin China

Marubeni will provide logistics and call center semvices for Shiseido's (Japan, cosmeics) intemet business through 2 subsidiaries in China

Finance, Logistics & [T Business Divsion

\Awarded 3 combinied-cycle power plant projects in Korea

Marubeni, in hip with Mitsubishi Heawy Industries, was awrded orders for 3 combined-cycle power plants in Korea.

Power Projects Division

|Aquire stake in offshore windfarm in the UK.

Acquired 49 9% annership stakein an ofishore wind power project byDong Energy (Denmark) in the UK

Power Projects &Infrastructure Division

Purchase European seafood wholesaler and distributor

Acquired 85% of Welmar of the Netherands which imports, sells and distributes North Pacific seafood productsin Europe.

Food Products Division

Invesiment in major Ausiralian water treatment engineering company

Acquisiion of40% of the shares of Osmoflo Holdings, an Ausiralian water reaiment enginesring companyfor desalination and industrial water

Power Projects &Infrastructure Division

Participate in aircraft engine leasing JVin Singapore

Marubeni (50%) and ST Aerospace of Singapare (50%) formed a company, T otal Engine Asset Management, to lease aircraft engines.

| Transportation Machinery Division

|Aquire 100% of grain elevator in Brazl

Purchased a further 75% of the shares of Terlogs, a grain expart elevator operator in Braz

Food Materials Division

| T ake ownershipinterestin 8 LNG wessels

Marubeni (48%), together with Teekay LN G Partners of Bermuda (52%), ourched & LNG vessels from APMM of Denmark.

| Transportation Machinery Division

T ake 40% share of in Philippines

tolease

Marubeni took a 40% stakein Corporation's machineryin the Philippines.

Transpartation MachineryDivision

I T o double ownership interest in aluminum smelter in Canada

Will double ownershipinterest to 13.33% in the Aloustte aluminum smelter in Canada.

Metals & Mineral Resources Division

T ake an interestin LNG projectin Papua New Guinea

T ook a 21% stake from JX of Japan's 5% interest in an LNG in Papua New Guinea.

Energy Division |

Participate in refinery modemization project in Kazakhstan

Marubeni, iogether with SINOPEC Engineering of China and KazStroy Senvice of Kazakhstan, will moderizs Kazakhstan's largest refinery

Plant & Industrial Machinery Division

T o buildrail system in the Philippines

Marubeni andtheir Philippine pariner DM Consunji Inc. have been awarded a contract to build 22km, 12 station rail system in north Manila.

Transpartation Machinerydivision

in cathode material (for lthium batieries) producion JVin Japan

Marubeni has teamed up with Honjo Cherical of Japan fo produ ce cathode material for rechargeable lithium batteris in Japan

Chemicals Division

T osupply crank shaft production line to plant in T urkey

Received an order from F rench autemaker Renault to supply an engine crank shaft production line for their plant in T urkey.

Plant & Industrial Machinery Division

T o supply diesel locomaives to Bangladesh

Marubeni and Hyundai Rotem Company of Korea will supply 11 diesel locomaivesto Bangladesh

Plant & Industrial Machinery Division

Sign agreement with Vietnam to expand

sales toJapan

Signed an agreement with the Vietnam T exile and Garment Group to expand produciton of uniforms and other apparel for sale in Japan

Lifestyle Division

Devel op commercial oficelshopping complexin Japan

T he Luz Omori developed b opened in T ko

Lifestie Division

Form integrated network services JVin Japan

Marubeni and Oki Electric have formed Maru beni Oki Network Solutions Inc_ to provide integrated IT C networks services in Japan

Finance, Logistics & [T Business Division

On the other hand, you may be wondering how could a company be so diverse and
still be competitive as a business entity? Certainly, if a group of business professors
were to look at this list they would likely conclude that this company was either a
private investment fund or that it was a business likely in trouble, much too widely
dispersed to survive. How can a single entity be involved in all of these different
industries? What in the world is its core business competence?

This is what | aim to explain. What exactly is the sogo shosha’s core competence that
allows it to be so diversified? Before we go into that though, I think we should start by
looking at the word sogo shosha in Japanese and see how it is translated.

Sogo Shoshal#a&-F#ift: - The Translation
The English translation for sogo shosha is often rendered as “(Japanese) general

trading company, or firm, or house”. In fact, this is a somewhat misleading translation.
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First of all, when a Japanese person, or even a Chinese person, look at the kanji
characters for sogo shosha, they immediately have a strong image of what it means.
Looking at the kanji for sogo shosha, one can conjure up a much more sophisticated,
complex picture. The first character “so #&” looks complicated because that is
generally what it implies. It is often translated as general, but the nuance is more
complex, as in comprehensive or all encompassing. It infers encompassing many
different things. The second character “go 15, simply means to unify or combine.
The third character “sho 5> means commercial or business, and the fourth, “sha #t”,
can be translated as organization, or in this case company. So what sogo shosha
actually means is combining or unifying a wide range of functions, goods and services
into one commercial enterprise. A better translation for sogo shosh might be

“diversified trading conglomerate”.

The word sogo shosha itself, for all practical purposes, is a brand name in Japan.
Japanese see it and might think; huge, diverse, sophisticated and international. In fact,
the sogo shosha are considered quite renowned in Japanese society and economy, and
operate at the top of Japan’s business pyramid.

Size, Scope, Diversity Make Shosha Difficult to Imitate/Not Well-Known Outside Japan
The sogo shosa’s organization and business model is unique to Japan. They are a

reflection of Japan’s own unique economic development, first during the Meiji
Restoration’s period of rapid industrialization and commercialization in the latter half
of the 19" century and then in the rebuilding of Japan’s infrastructure and industry
following WW 11. The sogo shosha have emerged as very large entities in both size
and scope. They are extremely diversified, both in terms of products and services as
well as geographically. Needless to say, they are extremely difficult to imitate. The
closest thing the rest of the world has to a sogo shosha is the trading firms of such
Korean chaebol as Samsung and Hyundai for example. However, they are much
smaller and specialized in scope than the Japanese sogo shosha.

The sogo shosha are global Fortune 500 companies who in fact, in 1996, took 5 of the
first 6 spots on the list (changing to U.S. accounting standards they are ranked lower,
but still in the top 250), However, if you were to ask a business executive from
another country if they have ever heard of any of these sogo shosha, you might get an
answer like, the steel maker Sumitomo Metal (now merged with Japan Steel) or the
auto manufacturer Mitsubishi Motors (although now controlled by Mitsubishi
Corporation it was previously a completely separate company), neither of which are
sogo shosha. The reason that most people have not heard of the sogo shosha is simple,
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the sogo shosha are not manufacturers. They do not have their names attached to
consumer or other products. You don’t see their name on any retail products or outlets.
This is because the sogo shosha are basically super suppliers and distributors that
operate in the supply chain, upstream from natural resources, all the way downstream
to the consumer and at intermediary points in between.

THE 1996 GLOBAL 500 THE 2003 GLOBAL 500 THE 2012 GLOBAL 500
rank company revenues 1 rank company revenues rank company | revenues
1[Mitsubishi 184,365 1{Wal-Mart 246,525 1{Royal Dutch Shell [ 484 489
2[Mitsui 181,518 2|Gm 186,723 2|Exxon Mobil |"I h AN 452 926
3|ltochu 169,164 3| Exxon Mobil 182,466 3|Wal-Mart Stores {446,950
4{em 168,828 4|Royal Dutch/Shell 179,431 4lB ﬂ gjf aal 386 463
5|Sumitomo 167,530 5|BP F 178,721 5 Smopec Group » 375,214
6|Marubeni 161,057 6|Ford 163,871 6|C hina National Petroleum 352,338
T|Ford 137 137 7| DaimlerChry sler 141 421 7|State Grid  actual ranking/saIJs 239,142
8|Toyota 111,062 8| Toyota 131,754 8|Mitsubishi - 115 (70,492) / 254,800
9|Exxon 110,009 9|GE 131,698 9|Chevron _— 245,621
10{Royal Dutch Shell 109,833 10| Mitsubishi /109,386 10{C onocoPhillips ranking/sales]if 237212
11[Nisho Iwai 97,886 11| Mitsui J 108,630 11|Toyota Motor Japan standgrds 235,364
12{Wal-Mart we21| | 12|Aanz 0190 | 12/70m were used 231,590
13[Hitachi 84,167 13| Citigroup 100,789 13|Volkswagen 221,551
14|Nippon Life Insurance 83,200 14| Total 96,944 14|Japan Post Holdings 211,019
15|NTT 81,937 15| ChevronT exaco 92,043 15|Glencore International 186,152
16|ATT 76,609 16[NTT 89,644 16|Gazprom 157 831
17|Daimler Benz 72,256 17|ING 88,102 17|E ON 157,057
18(1BM 71,940 18|ltochu 85,856 18[ENI 153,676
19|Matsushita 70,398 19{1BM 83,132 19|ltochu - 172 (54,093) 119,783
20[GE 70,028 20| Volksw agen 82,203 20{ING Group 150,511
21|Tomen 67,555 21| Siemens 77,205 21|General Motors 180,276
22{Mabil 66,724 22(Sumitomo 75,745 22|Samsung Electronics 143,944
23[Nissan 62,568 23(Marubeni 72,164 31|Marubeni - 168 (55,604) 133,900
24|VW 61,489 24| Verizon 67,625 33| Mitsui - 132 (66,512) 132,700
25|Siemens 60,673 25| AIG 67,482 63|Sumitomo - 247 (41,300) 104,700

The Big Five and Others (Shakeout from 9 to 7)

So, who are the sogo shosha? Currently, there are 7 sogo shosha. The big 5, Marubeni,
Mitsubishi, Mitsui, Itochu and Sumitomo, followed by Sojitz, a fairly recent merger
between Nisho Iwai and Nichimen, and Toyoda Tsusho, which was the trading arm of
Toyota Motor Corporation handling mostly motor vehicle and motor vehicle parts, but
bought out the former sogo shosha Tomen, which was in financial trouble, in a bid to
become a sogo shosha itself. Actually, Marubeni and Itochu were, for all practical
purposes, the same company before WWII, but were separated by the Allied
occupation following the war. From the latter half of the 1970s until the early 2000s
there were 9 sogo shosha, however Japan’s economic travails in the 1990s and into the
2000s took its toll on the likes of Kanematsu, which shed business divisions and
became more of a specialized trader, Tomen, and Nisho Iwai and Nichimen, which as
mentioned merged to form Sojitz.
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To give you an idea of the size of a typical big 5 sogo shosha, the average sales
volume of one of the big 5 sogo shosha is about $123 billion, using Japanese
accounting standards. Net profit is over $3 billion and assets average roughly $80
billion per company. Moreover, a typical sogo shosha has on average over 500
subsidiary (+50% ownership) and affiliated companies (between 20% and 50%
equity), with between 50,000 and 60,000 group employees. Needless, to say the sogo
shosha are very large organizations. However, the point that should be made here is
that, while large organizations, they are also nearly identical in the lines of businesses
they are involved in and in their organizational structures.

Operating Scale of the "Sogo Shosha June 2012
Sales Operating NetProfit | Total Capital | TotalAssets | Numberof | *Numberof | *Numberof | “Numberof
($ million) Profit (Smilion) | (Smilion) | (Smilion) | Corporate |Consolidated | Group Group
($ million) Employees | Companies Companies | Employees
105,800 1,570 1,720 8,500 51,300 4,100 272 430 32,500
Mitsubishi Corporation 201,300 2,710 4540 35100 125,900 6,280 381 504 [ 63,100
MITSUISCO,LTD. 104,800 3,480 4350 26,400 90,100 6,170 263 413 44800
J/TOEWS  ITOCHU Corporat 119,800 2,730 3,000 13,600 65,100 4,260 226 366 70,600
Sumitomo Corporation 82,700 2,200 2,510 16,900 72,300 5,160 560 790 72,100
Big 5 -Average 123,000 2,540 3,220 20,100 80,900 5,190 350 519 56,600
.. NISSHO IWAI CORPORATION

‘5(501"2 { = 44,900 600 -40 3,300 21,200 2,260 323 462 17,000

Nichimen Corporation

bought by —

Toyoda Tsush| 59,200 90 700{ 7500| 28400 2850 404 579 33800

The only real difference is in their areas of strengths. For example, Mitsubishi and
Mitsui are known for their strength in energy and metals and mineral resources, while
Marubeni is strong in such things as grain and electric power plants, Itochu in IT and
textiles, especially downstream, and so on and so forth.

Importance to the Japanese Economy/Global Role

The sogo shosha are at the top of the Japanese business pyramid. They are also, in
Japan, considered prestigious. One reason for this may be the important role they
played in the economic development of Japan. Looking at the pie charts you can see
that the total trade volume handled by the 9 sogo shosha during the 1980s was over
30% of Japan’s total GDP, or economic size. Please not that Japan’s economy in the
1980s was the world’s second largest, by far, nearly the size of the German, French
and UK economies combined.

An even more impressive figure is total amount Japanese imports and exports handled.
During the 1980s the 9 sogo shosha accounted for fully 65% of all Japan’s imports
and around 50% of its exports, importing mostly raw materials and commaodities and
exporting manufactured products. It is hard to imagine just 9 companies having such a
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large share of one country’s trade and gives you an idea of the important role the sogo
shosha have played in Japan’s economy.

In fact, there were attempts by socialist governments (trading ministries) in some
Eastern Europe countries and China, as well as by the private firms in the U.S. and a
few other countries to create sogo shosha-type organizations in their own countries,
mainly due to the important role the sogo shosha played in the success of the Japanese
economy. However, as mentioned the complex inner-workings of the sogo shosha
proved too difficult to replicate.

@ Have played a major role in the Japanese economy

| - Total sales volume of the 9 sogo shosha averaged a little over 30% of Japan's total GDP, they handled about
65% of Japan'’s total imports and 50% of total exports in the 1980’s, the current sales volume of the 7 sogo
: shosha is about 15% of GDP and they handle around 33% of imports and nearly 20% (18%) of exports. :

Japans Total GDP 9 Sogo Shosha's -:_?Paliszg‘l’;al GDP 7 Sogo Shosha's
1980's . Total Sales L Total Sales

Japans Total Imports

1980's Japans Total Exports Japans Total Imports Japans Total Exports

1980's Fiscal 2011 7 SozoShosha's  Fiscal2011 7Sogo Shosha's
9Sogo Shosha's PEGARES W S Total Exports
—T = ‘Tmum-w“ c

otal Expo;

@ Increasing presence outside of Japan

- Off-shore or third country trade of the sogo shosha has shown a dramatic increase, from an 8%-9% portion of !
: their total sales in the late1970’s to 25% in the 1990s to over 30% today ($225 billion). !

9 Sogo Shosha's

Total Impo,

9 Sogo Shosha’s Total Sales Third Country Trade 7 Sogo Shosha’s Total Sales

1980's ‘ Fiscal 2011 - Third Country Trade

Fiscal 2011 figures show that the current 7 sogo shosha’s sales were about 15% of
Japan’s GDP, and they accounted for around one-third of Japan’s imports and about
18% of its exports, well off 1980s totals, but still large figures for just 7 companies.
However, there is a structural reason for this. Around 85% of all Japan’s foreign direct
investment came after the mid-1980s. Starting with pressure by the U.S. government
over trade, particularly related to automobiles, and combined with the depreciation of
the yen from 1985, Japanese manufacturers began to move overseas. Prior to that,
Japan was import-export concentrated.

As such, the amount of 3rd country, or offshore trade, handled by the sogo shosha,
meaning trade that involves two countries other than Japan, for example trade between
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the U.S. and China, went from around 8% of their total sales volume in the 1980s to
over 30% today, as they continued to supply Japanese manufacturers overseas with
raw materials and intermediate goods. And, of course this naturally led to a reduction
in imports to and exports from Japan handled by the sogo shosha as Japanese makers
produced in overseas markets.

This means that sogo shosha’s presence, outside of Japan, in the global supply chain
has been expanding significantly.

Business Model/Organization Unique to Japan

: @ Business model unique to Japan, difficult to imitate
'~ The sogo shosha’s size, scope, sophistication and diversity of business and functions not found in other

We have mentioned that the Japanese sogo shosha are unique business organizations
not found outside Japan. So what makes them unique, what are their distinguishing
features?

Distinguishing Feature: (DEconomies of Scope/Scale

. @ Handle about 30,000 different items/products per shosha

' — As aftrader or middieman deal in a massive range of products - from raw materials/intermediates and
commodities to consumer goods, high tech products and services

- Diversity often expressed as: Everything from “noodles to satellites”

The first distinguishing feature is what | call economies of scope and scale. The sogo
shosha are basically middlemen, brokers, intermediaries, distributors or traders if you
will, between buyers and sellers. All of these basically mean the same thing. This is
their core competence. Following WWII they imported the raw materials, intermediate
goods, energy resources and industrial machinery needed for Japanese industry to
rebuild. They also brought in foodstuff to help feed the Japanese populace. Eventually,
as Japan’s heavy industries rebuilt, the sogo shosha would begin to export whatever
manufactures they could, for example steel, textiles, industrial machinery and ships.

Now, as the sogo shosha were basically just middlemen, with little or no ownership of
resources or the means of production, there were only 2 ways they could really
increase their earnings. One was to handle commodities and goods they traded on an
ever larger volumes, meaning scale; millions of tons of coal or grain or paper and pulp,
or hundreds of thousands of computers. The other way to increase profits was to take
their trading expertise and apply it to other items, including such higher value items as
motor vehicles, airplanes, medical equipment, and so on. This is what is called scope,
Increasing the kinds of goods they trade. It is said that a single sogo shosha now
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handles around 30,000 different products on average, everything from “noodles to
airplanes”, or from “chopsticks to satellites”.

The handling of such a wide variety of items in such huge volumes is a unique
characteristic of the sogo shosha not readily found in other business organizations.

Distinguishing Feature: @ Multi-Industry Conglomerate, Extensive Global Scape

. @ A creator of companies operating in an array of different industries on a worldwide scale
. through an integrated global network ]
i - About 110 -120 corporate offices in between 70 to 80 countries
© - 500 group companies (more than half, about 300 would be overseas) = 350 consolidated companies (estimate ;
i 60% overseas) over 50% '
i = More than 50,000 total group employees (about 5,000 corporate) with more than half overseas '
+ - Amounts to about 400 organizational units in 70 to 80 countries worldwide

- These corporate offices together with the business division subsidiary companies make up the “Group”
(Marubeni Group, Mitsubishi Group, etc.)

The second distinguishing feature of the sogo shosha is their industry diversity, the
broad number of subsidiary companies they have and global scope. The sogo shosha
operate in an array of industries as the center of a conglomerate through an extensive
global network.

To simplify, the sogo shosha’s business is divided into divisions by industry. Using
Marubeni’s organizational chart, you can see that they have chemical, food, energy,
metals and minerals, various machinery and other business divisions divided by
industry. Now each of these divisions, 12 divisions in the case of Marubeni, has
responsibility for their own business strategies worldwide, upstream, midstream and
downstream depending on the particular industry, acting almost like individual
companies in their own right. As part of their business strategy each division may buy
a company, make a joint venture or create a new company (or take an equity stake in
company for strategic purposes). These are their business division subsidiaries and
Marubeni has 430 of these business division subsidiary companies worldwide
including Japan, and the average sogo shosha has more than 500.

Marubeni’s Business Structure

Transportation Machinery Metals & Mineral Resources Energy Division | Food Products Division
Division Division |
[ Business Division Subsidiaries [ Business Division Subsidiaries Business Division Subsidiaries [ Business Division Subsidiaries
Power Projects & — Metals & Mineral Resources i ivisi
Corporate Staff Grou o — —  Food Materials Division
President’s Office P P Infrastructure Division Divislon |l Energy Division|l

Administrative Division Subsidiaries [ Business Division Subsidiaries Business Division Subsidiaries | Businass Division Subsiolaries | Business Division Subsidiarias

B Plant&muqe{mamgunw LIf!stﬂ!ﬁ_Fl-Il.len!d.ld! Ghemicals Division ITG,Fmﬂn:ea_.Insur?Fuf

Corporate Subsidiaries Division Division Real Estate Business Division
| Business Division Subsidiaies | | Business Division Subsidfaries | | Business Division Subsidiaies | | Business Division Subsidianies |

In addition to Marubeni Corporation Japan, which consists of these 12 business
divisions, there are also corporate subsidiaries overseas, for example Marubeni
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America, Marubeni Europe, Marubeni China, and so on, which have most of the same
business divisions as Marubeni Corporation Japan, as well as their own corporate
offices. Marubeni has 120 of these corporate offices, with about 110 overseas. These
120 corporate offices combined with the 430 business division subsidiaries form the
Marubeni Group and employ about 32,000 employees with more than half overseas.
Now with roughly 60% of these subsidiary companies also overseas, Marubeni has
about 370 business units operating in 67 countries, whereas the average for the top 5
sogo shosha is close to 400 units located in approximately 70 countries.

\ Please note here that trading products in such huge volumes (scale) has allowed the sogo shosha to
reduce costs and offer these goods at a lower price. While at the same time, handling such a diverse
array of products (product scope) in such a number of different industries (industry scope) in so
many different countries and regions (geographic scope) acts as a risk buffer, as usually not all

industries and regions will experience economic difficulties at the same time.

The point here is that there are not many organizations involved in so many industries
managing such a large number of companies on such a wide global basis.

Distinguishing Feature: (3 Economies of Functions

: ® A number of functions integrated under one roof, rarely found in one organization

i — Inthe course of executing the traditional core function of broker/intermediary/wholesaler the shosha have !
developed other expertise and functions in the areas information, logistics, finance, risk management and

coordination and organization of large-scale projects
- The interaction and integration of these functions are key to the sogo shosha's business

The third distinguishing feature is what | call economies of functions. In the course of
executing their traditional core business role of broker/intermediary/ wholesaler/trader
between sellers and buyers the sogo shosha have developed other skills in the areas of
information, logistics, finance, and risk management. These functions have become
very important to their business. Moreover by combining all of these functions they
have also become organizers of large-scale projects.

The foundation of the sogo shosha’s information function is their extensive global
network. In Marubeni’s case it is the 550 units in 67 countries linked by digital
hardware. The software of this system is the people they have in each of these units in
all of these countries in liaison with governments, businesses and customers allowing
them to gather and analyze information first hand and create new business,
supplement current trade and provide valuable information to their customers.

Another important function is logistics or the transport and distribution of goods and
materials. As traders this is a natural process for the sogo shosha. Through expertise in
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warehousing, customs clearance, insurance, shipping arrangements and intelligent
supply chain management systems they can efficiently move goods from the
producer’s door to the buyer’s door.

Finance is also an essential function. In finance they are involved in advancing credit
(loaning money), debt guarantees, currency hedging and dealing, futures contracts,
project finance and investment, among other things. Providing credit (loans) and debt
guarantees to their customers, both buyers and sellers, to advance trade deals is an
important part of their business, as is project finance for large-scale projects and
investment (ownership) in core businesses to protect themselves as intermediaries in
the supply chain.

Another function is risk-management, including credit risk, investment risk and
country risk. With long experience in carrying out business transactions between
countries and in various different industries and product areas they have been able to
build sophisticated risk management systems to reinforce and complement their
business.

Finally, by employing their global information network in combination with their
trading, logistics, finance and risk management functions they are able to provide
multiple services to their customers as a kind of one-stop shop super supplier, while at
the same time enabling them to organize large scale (infrastructure, etc.) projects.

one-stop-shop for its customers in their traditional role as supplier by handling the transport of the
goods (economies of scope and scale allow for lower transport costs) reducing the risks to both
seller and buyer, as well as providing finance in the form of loans (credit) to acquire the goods. At the
same time, through their global networks (information) they may be able to find new markets
(customers) for the seller.

In large-scale projects, they can use their global networks to find projects, coordinate with locali
governments and contractors, organize consortiums from client firms in Japan and/or overseas and :
source the necessary machinery, parts and materials for a large-scale project. At the same time they
will use their project finance skills to arrange for financing of the project (long experience with i
government and private financial institutions), which might or might not include their own investment.
They can then use their logistics expertise to move the machinery, parts and materials and organize
the construction of the project at the end-user destination.

(Please note these are very oversimplified examples.)
Needless to say it is unusual to find such an array of functions integrated under one
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roof in one commercial enterprise.

The Sogo Shosha Mirror the Development of Japan’s Economy

To understand better the businesses the sogo shosha are involved in today, a look
should be taken at how the sogo shosha developed over time. Although, I will
concentrate on how the modern sogo shosha developed after WWII, a brief look at
their origins might also be helpful.

Pre-WWII

Actually, the emergence of the sogo shosha is quite easy to understand. In the late
1860s, Japan emerged, after 250 years of isolation from the rest of the world, from a
civil war (semi) with a new samurai-controlled government. Having been forced to
open its doors to the West by superior military technology, the new government set on
a course to build a strong army, especially to avoid what had happened in China, with
the country being divided up by European powers (imperialism). To do this they set
out on a course of rapid industrialization and commercialization. This became known
as the Meiji Restoration.

i ® Meiji Restoration

— Rapid industrialization/commercialization to build a strong military, emergence of a bureaucratic oligopoly
o Emergence of the Zaibatsu (conglomerates)

— Beginning of strong government (bureaucracy) - business cooperation
o Emergence of the Traders within the Zaibatsu

— Unique role in the zaibatsu
— A pooling of resources to gain economies of scale,

Zaibatsu Japan’s total exports
1880 -1910

Mitsubishi
Mitsui

Sumitomo
Yasuda

“the octopus”

others

shipbuildi textiles

1858-1945 (Marubeni/ltochu)

- Marubeni basically a textile trader before WWII

- Marubeni grows with Japan’s textile industry

- Japan's textile industry was Japan's number one

zaibatsu portion of Japan’s economy in 1920 =70% export in_dUSter M?mbeni becomes a major
international textile trader.

e - Marubeni and some other textile traders emerge
as sogo shosha after WW Il

To kick start this industrialization, the government took on the responsibility of

developing various industries with the help of foreign experts. However, as the

government began to run out of money they turned to private Japanese enterprises,

selling off parts of various industries to them, many of whom had supported this

government during the civil war, at extremely low prices. This was actually the
beginning of close cooperation between business and government in Japan.

"
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To speed up industrialization the government encouraged size, or economies of scale,
within these enterprises. They became to be known as the zaibatsu, or family-owned
conglomerates. By the 1900s, these conglomerates would come to dominate the
Japanese economy, with the top 4 making up 60% of the shares of the Japan stock
exchange. These conglomerates, for example Mitsui and Mitsubishi, became involved
in a number of different industries. Typically, they would only have one main bank
and one main trading company to handle the needs of the entire group, which created
efficiencies through the pooling of resources and allowed each company to
concentrate on their core business. To make a long story short, the trading firms for
these organizations had to handle the supply and export needs for all the different
companies in different industries in the group.

This was a very different experience than Western trading companies that developed
over the long term during the industrial revolution specializing vertically in only a few
products. While there were many Japanese trading companies before WWII, | would
venture to say that Mitsui and Mitsubishi were in actuality the only true sogo shosha
at that time. As most of the others were specialized traders, meaning involved in only
one or two industries.

In terms of Marubeni, they were a textile trader before WWII. During that period, the
textile industry became Japan’s largest and accounted for around 70% of Japan’s
exports by 1920. Marubeni became a large international textile trader (with some
diversification into other industries in the 1930s, as the textile industry faltered)
during this time, but didn’t become a true sogo shosha until after WWII. (Note that
Marubeni and Itochu were, for all practical purposes, the same company before WWII
and were separated after the war.)

Post-WWiII
1950s - early 1960s (1949-1964)
(Japan reindustrializes, high growth emerges)

1950s [Rebuilding, Reindustrialization, High Growth] (Japan's economy lacks energy resources/raw
(1949-1964) materials/ foreign currency, depends on imports and exports)
v @ Shosha: Super Wholesaler/Supplier to Upstream/ Midstream Japanese Manufacturers
« Supply raw/intermediate materials, technology, industrial machinery/equipment to Japanese industry
« Import energy resources and foodstuff for the economy
« Export heavy/intermediary and other goods to gain foreign currency
« Supply material/goods/financing to SMEs

The current formation of the sogo shosha began to be formed in the years following
WWII. This formation was determined by a number of important developments. One
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was the dissolution of the former zaibatsu and their companies following WWII. The
other was the prevailing economic circumstances at the time and the government’s
industrial policy aimed at rebuilding Japan. And, the last was the re-emergence of
many of the former zaibatsu companies from around the mid-1950s.

The U.S.-led occupation broke-up the zaibatsu and many of their companies in the
wake of WWII as they were associated with the former military government
(military-industrial complex). For example, the Mitsubishi zaibatsu’s sogo shosha
alone was divided into 138 companies. (Marubeni and Itochu were broken up as well.)
This provided an opportunity for the large specialty traders like Marubeni, Itochu,
Nichimen, Iwai and so on to begin filling this void, gaining size and diversity in the
process.

Also, as much of Japan’s infrastructure was destroyed the Japanese government
embarked on a policy of division of labor among Japanese industry. To simplify, the
government basically ordered the large manufacturers to concentrate on
manufacturing, the large banks to loan the major manufacturers whatever funds they
had available and the trading companies to concentrate on import and export (the
foreign exchange control law was used as a tool of control by the government). Given
Japan’s lack of raw materials, energy resources and foreign currency at the time, the
sogo shosha’s role in the rebuilding of Japan’s economy would become significant.

Finally, with U.S. authorities turning their attention to the Korean War in the early
1950s, the former zaibatsu sogo shosha began to reemerge. This forced many trading
companies to merge or be bought-out by others in order to compete. The result was
the emergence of 12 so-called sogo shosha, further reduced to 9 by the latter half of
the 1970s through further reorganization (mergers, absorption).

As a result, during this period the sogo shosha essentially supplied the
raw/intermediate materials, industrial machinery/equipment and technology Japanese
industry needed to rebuild and reindustrialize. At the same time, they imported energy
resources and foodstuff (living essentials) to support the Japanese economy. As
Japan’s heavy industry re-emerged the sogo shosha began to export heavy,
intermediate and other goods, (industrial machinery, steel, ships, textiles, etc.) gaining
needed foreign currency. Note that the sogo shosha didn’t focus on any one industry,
but provided supply and handled the goods for various different industries. With the
economy beginning to boom in the late 1950s and early 1960s, the sogo shosha also
began to supply SMEs with goods, materials, export procedure assistance and
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especially financing (50% of Japan’s exports during this time were carried out by
firms with less than 300 employees). By the early 1960s the sogo shosha had emerged
as linchpins of the Japanese economy.

The sogo shosha basically became super suppliers, particularly to upstream and
mid-stream Japanese manufacturers in various industries during this time frame.

1960s - early 1970s (1964-1973)
(High growth continues, Japan becomes a consumer economy)

1960s [High Growth, Consumer Economy] (High growth continues, Japan becomes a consumer society)
(1964-1973) @ Shosha: Downstream Distribution, etc.
v « Export of higher value added manufactures/consumer products (electronic appliances/automobiles, etc.)
« Investment in natural/energy resource development, increased imports of raw/intermediate materials to fuel
Japan's growth

« More integrated logistics/distribution networks (distribution processing centers), expanded overseas network
« Move into domestic real estate development, downstream distribution (food wholesaling, etc.)

The Tokyo Olympics marked the emergence of Japan as a consumer economy with the
population growing, incomes rising and the economy expanding. In fact, the Japanese
economy averaged over 10% annual growth between 1957 and 1972. Sales of TVs,
refrigerators, automobiles, houses, etc., boomed. To fuel this growth Japan needed
ever more raw materials. Given this situation and lacking natural and energy resources
the government encouraged (and assisted) the sogo shosha to invest in natural
resource development. As such, the sogo shosha increased their imports of raw and
intermediate materials to support Japan’s economic growth during this stage and
handled the distribution of more sophisticated materials needed for consumer product
manufacturing.

The sogo shosha also moved into domestic real estate development downstream. The
sogo shosha were already supplying the construction industry with construction
materials and equipment upstream, however, to handle the building boom construction
companies needed the sogo shosha’s financing, distribution and planning functions for
this larger scale type of real estate development. The sogo shosha further entered food
wholesaling and downstream distribution during this period. As incomes rose, the
Japanese diet shifted to more processed foods which required additional materials and
more complex distribution. As many of the food processors were small they turned to
the sogo shosha to handle this function for them.

As a result of all this the sogo shosha developed more integrated and expansive
logistics/distribution networks (distribution processing centers, etc.) in the domestic
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market.

In addition to the domestic market, the sogo shosha began to export higher
value-added manufactures (industrial machinery) and market such consumer products
as automobiles and electronic appliances in overseas market, considerably expanding
their overseas networks in the process.

The most notable development during this consumer economy phase was that the sogo
shosha began to move downstream and their integrated upstream-downstream supply
chain business model began to emerge.

1970s - early 1980s (1973 — 1984)
(Japan becomes an advanced economy, service industry grows, resource vulnerability in wake
off 15t oil shock)

1970s [Oil Shocks, Advancing Economy, Service Industry] (Resource vulnerability after 1 ol crisis,
(1973-1984) becomes advanced economy, service industry grows)
v

@ Shosha: Large Scale Project Organizer, Trader’s Dilemma
+ Plant exports and infrastructure development (organize consortiums, Japanese ODA)
+Increased investment in natural/energy resources (sometimes with the government)
« Winter of the sogo shosha: Large scale manufacturers begin to eliminate the shosha as middlemen
+ Begin to invest in supply sources (manufacturers, etc.) as a solution to trader’s dilemma

In the wake of the first oil shock in 1973, oil money began pouring into many oil
producing countries, which wanted to invest in their own refineries, petrochemical
plants and other types of infrastructure. The cause of the first oil shock was the
outcome of the 1973 Arab-Israeli war in which Israel, supported by the U.S., emerged
as victors. The oil-producing Arab countries soon embargoed oil to the U.S. and a few
other countries sending oil prices skyrocketing. The sogo shosha, with a strong
presence in oil and resource rich countries, and Japan having highly advanced
engineering and technology capability, were well-positioned to take advantage of the
ensuing plant and infrastructure development boom. As a result, the shosha’s large
scale project business took off. (The shosha had been involved in some industrial
machinery and plant export (and import from the 1950s) in the 1960s to a limited
extent.).

With their network of partners (consortiums) in various industries and their trade
(import-export procedures), logistics (transport of machinery, etc.), project finance
and risk management expertise the shosha are ideally suited to the planning and
organization of infrastructure, plant export and other large scale projects. With Japan
becoming the largest contributor of official development assistance (ODA) to
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developing countries, up until recently, this has become big business for the sogo
shosha.

The sogo shosha also faced a crisis, or what I refer to as the trader’s dilemma, in the
late 1970s and early 1980s as large Japanese manufacturers questioned the need of the
sogo shosha as middlemen and began to rely less and less on them. This was
exacerbated by a worldwide recession brought on by the first and second oil crises and
the period was dubbed the “winter of the sogo shosha”.

Given that the sogo shosha’s core business is trade and that the sogo shosha are
essentially suppliers, without materials, intermediate goods or products to trade and
supply their customers the shosha would essentially be out of business.

The solution to this dilemma was to substantially increase their investment in
manufacturers (or manufacturing JVs), processors and distributors (all supply sources)
in order to secure the goods and materials necessary to protect themselves in the
supply chain. This marked a shift in the sogo shosha’s role of being almost only an
intermediate or middleman in the supply chain between buyer and seller to being an
intermediate with increasing ownership of the sources of supply as well.

So, the sogo shosha’s push into the large scale project business as an organizer and
new emphasis on investment upstream and downstream in the supply chain to protect
their position as a trader and intermediary through ownership were the two most
significant moves made during this period.

1980s - early 1990s (1984 - 1994)
(Bubble economy, high yen, deflation, manufactures move overseas, bubble ends)

1980s [Bubble Economy and its End, FDI] (Japan enters bubble economy era, yen rise, manufacturers move
(1984-1994) overseas, bubble ends)

v @ Shosha: Investment in Manufacturers, Service, Overseas JVs
« Continue to invest in supply sources as solution to trader’s dilemmas/Increase overseas alliances
« Increase trade/imports of higher value items (software/computers/medical equipment, etc.)
« Enter service industry (fast food/health clubs/financial services, movie production, etc.)
« JVsllogistic support for Japanese manufactures moving overseas

The sogo shosha continued to increase investment in supply sources and in joint
ventures with manufacturers to secure goods and materials to trade during the latter
half of the 1980s and into the 1990s. Reflecting the changing Japanese economy they
also entered the service industry; fast food (KFC/Dairy Queen, etc.)/health clubs
(leisure boom)/financial services (financial leasing of office
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equipment/automobiles/aircraft), among others, and began importing such higher
value-added products as high-end medical equipment, personal computers/software,
expanded their handling of aviation equipment, including aircraft and invested in the
telecommunications field.

In addition, as Japanese manufacturers moved overseas in the 1980s - early 90s,
spurred by U.S. and European pressure over imports as well as by the huge
appreciation of the yen following the Plaza Accord in 1985 (most of Japan’s
accumulative foreign direct investment came after the mid-1980s), the sogo shosha
provided logistics and distribution support, sometimes entering into JVs with
manufacturers, expanding their third country trade in the process.

With the strong yen as backdrop, the sogo shosha also began to rapidly increase their
own overseas investments and alliances with foreign companies (Marubeni had 97
overseas investments between 1987 and 1991). At the same time the Japanese bubble
economy both came, temporarily providing business relief to the sogo shosha,
although also leading to speculative investments in the domestic market, and went.

The sogo shosha continued to invest in supply sources upstream, while moving into
some service businesses downstream during this time. They also increased their
Investment overseas, including an increased number of joint ventures, and began to
handle even more sophisticated products.

1990s - mid-2000s (1994-2006)
(Post-bubble, low growth, mature economy, deflation, Asian crisis, deregulation, globalization)

1990s- [Japan’s Lost Decade (Reform), IT, Globalization] (Post-bubble, Japan economy matures, high yen,
(1994-2004 ) deflation, deregulation), Asian crisis)
w @ Shosha: Restructuring, IT/Medical-Health Care/Environmental Business
+ Move into media contents
+ Restructuring (selection and concentration/expansion), more sophisticated management of investment
« Average net profits 7 times higher than previous highs, D/E ration falls from 9:1 to 1.8:1 in 10 years
+Move into IT, health care, environmental business
» Expanded 3 country trade, JV's with manufacturers continue

From the mid-1990s into the 2000s the sogo shosha moved into a number of new
fields. One that was rapidly entered into was the IT or information technology industry.
The sogo shosha invested in a number of IT-related businesses after the internet took
off from the mid-1990s; undersea optic fiber, broadband infrastructure, server storage,
IT application software, internet service providers and media contents (cable TV, etc.)
to name a few. During this period, they also began moving into the environmental
field, for example reforestation projects, recycling and carbon emissions trading, and
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also into the medical-health care business which was being deregulated in Japan. They
expanded their large-scale infrastructure project business as well as their handling of
highly advanced materials. The sogo shosha also increased their investment in the
retail sector.

Following the bursting of the economic bubble the sogo shosha faced such domestic
changes as a mature, low-growth economy (low birth rate/aging society), a financial
crisis and credit crunch, deflationary pressures and deregulation in the economy. At
the same time they faced such global challenges as the IT revolution, the
manufacturing rise of China and other newly emerging countries, the Asian crisis
(heavily invested), and globalization, meaning mega-competition. This led to cash
flow problems and financial losses at the sogo shosha.

<Domestic Changes> <Global Changes>
e A mature economy e Further globalization
— Low birth rate and an aging society (low growth) - Mega-competition
e Financial crisis after the burst of the “bubble” - Unified capital markets (electronic herd)
~ Balance sheet reforms (bad debt hangover); cash e IT revolution
flow/profits - Spread of internet/"speedy” management
e Economic reforms e Impact of China, other emerging economies

~ Deregulation: financial “big bang’, large scale retail store law, | ¢ Resource nationalism
nursing care, etc. o FTAs
e Deflationary Pressures

— Deflation leads to cost pressures, price destruction,
distribution war (wholesalers)

- Old relationships breaking down

From the mid-1990s, it was clear that Japan’s economy had matured and was facing
lower potential growth. Furthermore, the financial problems following the burst of the
economic bubble worsened. In particular, a credit crunch emerged as the bad debt
portfolio of banks accumulated with more and more, small and medium size
businesses unable to pay back their loans. At the same time the government, worried
about the continued hollowing out of Japanese industry due to the high cost of
domestic industries, began to deregulate the economy. This led to a deflationary cycle
and put a lot of cost pressure on companies.

If that wasn’t enough the IT revolution, meaning internet access, globalization,
including the emergence of China which has led to mega-competition, and the impact
of the Asian, Russian and Brazilian currency crisis in the late 1990s, early 2000s, had
strong negative effect on the sogo shosha, which led to deterioration in their earnings
and overall business.

The biggest impact for the sogo shosha was credit, which led first to financial balance
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sheet restructuring, a small shift in business strategy to selection and concentration,
and to new ways of managing their risks, especially investment risk. I want to
emphasize that the sogo shosha’s business model did not change, but the way they
managed their businesses did.

As a result, from the late 1990s to the mid-2000s the sogo shosha were mostly focused
on balance sheet restructuring and the revamping of their management systems,
especially in how they managed their investments. Note though that their basic
integrated  upstream-downstream  business model and core role as a
trader/supplier/intermediary remained unchanged.

After successfully emerging from restructuring, the sogo shosha have strengthened
their business through aggressive investment both upstream in natural and energy
resources and food commodities and downstream in wholesale and retail.
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The sogo shosha emerged from this period of restructuring stronger and have
reinforced their integrated upstream-downstream business model through aggressive
investment.

Understanding How the Sogo Shosha Think - The Business Model

To understand the sogo shosha and their business model better one only has to think of
the supply chain or value chain, or what some call the flow of trade. They all mean the
same thing. Simply, every product has a supply chain, from the raw materials that are
processed into intermediate materials and semi-finished goods upstream, which in turn
are used to make a finished product midstream, to the wholesaler, then the retailer and
finally the consumer in the downstream distribution process.

The sogo shosha’s fundamental goal, or dream if you will, is to integrate the supply
chain by being involved, if possible, at every stage of the chain, upstream, midstream
and downstream. Of course, every finished product has its own supply chain, so there
are literally thousands upon thousands of product supply chains. Certainly the sogo
shosha cannot be involved in every product supply chain at every stage, however, they
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have been able to integrate a number of different product supply chains to a
considerable degree. By applying, in particular, their logistics and finance expertise,
the sogo shosha have been able, in some cases, to partially integrate the supply chain
from either upstream to midstream, or midstream to downstream, and in others fully
integrate it upstream to downstream.

This is what forms the basis of the sogo shosha’s thinking and their business model.
To simplify this and make it more understandable, let’s look at some examples using
Marubeni cases:

Metals-Minerals/Motor Vehicle Supply Chain (Value Chain, Trade Flow) Example
iron-ore/coking coal - steel - autos (appliance makers)

iron ore/coking coal - steel - autos
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upstream downstream

This first example, iron ore and coking coal, steel and autos, would be a fairly
traditional example of a sogo shosha supply chain (or value chain, or trade flow) and
encompasses at least two different business divisions (Metals & Minerals and
Transportation Machinery).

Originally, as just a trader or intermediary between buyer and seller Marubeni would
purchase iron-ore and coking coal directly from mining companies, arrange shipping
to the buyers, which in this case would be steel manufacturers in Japan. They would
then buy the finished steel product, or receive it on consignment, from the steel
producer and arrange transport to the buyer, which in this case would be auto
manufacturers (or appliance makers). Following this they would arrange for export of
the autos, let’s say to the U.S., where they would market or wholesale them to dealers.

As just a middleman in this supply chain Marubeni would receive either the profit
from buying and selling or a commission for handling the sale, and fees for arranging
transportation, so the profit margins are relatively small. This is an example of the
sogo shosha’s traditional trading business.
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Before going into the current business model keep in mind that in terms of natural
resources sogo shosha like Marubeni are always searching for new supply sources. In
the event new deposits of iron-ore or coal were found, let’s say in an isolated location,
such infrastructure as roads, water and electricity would be required. Theoretically, as
organizers of infrastructure projects, Marubeni could arrange for the construction of
the necessary infrastructure needed to extract the iron-ore and coal and receive a fee in
return

In the current model Marubeni has taken equity stakes (investment) in mining
companies, in this particular case in Australia, to secure a supply (ownership) of iron
ore and coal to sell to steel companies in Japan. They would then arrange for shipping
to Japan (logistics/distribution). Ownership allows Marubeni to receive the iron-ore
and coal at cost thus increasing their profit margin, as well as giving them a secure
source of supply.

Note that the steel companies and the auto and electrical appliance makers could talk
directly with each other and possibly eliminate Marubeni (sogo shosha), or drastically
reduce their role in the supply chain. To partly counter this Marubeni has invested in
coil centers. As the specifications for steel used in the production of autos and
appliances are different, these coil centers will cut the steel to the customers’ standards.
This is a type of outsourcing of part of this steel processing function to Marubeni,
which allows them to protect their position as a supplier, while adding value (higher
profit) over and above their traditional role as just buyer and seller or go-between
(lower profit, commission).

Downstream, at one time, Marubeni was the wholesaler for a major Japanese motor
vehicle manufacturer (Nissan) in the U.S., Europe and some other regions. However,
over time the many of the major automakers began to take on this marketing function
themselves, especially after they began to directly invest in their own production
overseas. In response, already knowing the retail business as a supplier/wholesaler,
Marubeni began buying into auto dealerships themselves and providing auto financing
at the consumer end (U.S., Europe, Australia, China, etc.).

In this way, through the use of investment, by gaining ownership, they have been able

to maintain their position as a supplier upstream, midstream and downstream in this
particular supply chain.
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Food Material/Food Product Supply Chain Example
grain - feed - chicken

grain - feed - processed chicken
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The next example is that of grain, feed and chicken. This is a food supply chain and
involves only Marubeni’s food divisions.

Traditionally, Marubeni bought grain from grain trading companies, imported it to
Japan and sold it to feed (soybeans/corn) and flour (wheat) processors, etc. They also
handled distribution (logistics), in this case, of the feed to chicken farms and
processors, and then the chicken product to the food retailer as a middleman and
distributor. Again, the profit margins are small with earnings coming from the
difference between the buying and selling prices and/or commissions and fees from
handling distribution.

However, while Marubeni still buys some volume of grain from grain traders, they
have increasingly integrated this supply chain and raised their value-added potential
by investing in various stages upstream and downstream.

In this example, Marubeni created a subsidiary company (investment) in the
Northwest U.S. which buys directly from farmers in the region and moves the grain to
its own storage facilities (country elevators) and port operations. Marubeni has also
recently purchased one of the largest grain traders in the Midwest U.S. as well. The
grain is shipped (time charter) to Japan to Marubeni’s own grain (mixing) terminals. It
Is next transported and sold to feed processors (corn, soybeans), one being their own
majority-owned JV company (they also have a majority-stake in a flour milling
(wheat) company). The feed is then distributed, in this case, to chicken
breeders/processors, and then wholesaled to food retailers. As can be seen in the
diagram, Marubeni has wholly-owned companies handling the breeding, processing
and wholesaling of chicken as a well as large ownership interests in supermarkets at
the retail end.
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Thus, Marubeni has integrated this supply chain from the purchase of a raw
commodity, grain, to feed processing and chicken production, to the sale of chicken as
a retail food product by investing in and handling the logistics and distribution, and
managing the process at each stage of the grain - feed - chicken value chain. (Food
Material and Food Product Divisions)

A similar integrated upstream-downstream model can be found in the beef, pork and
to a lesser extent, seafood supply chains.

In this example, Marubeni maximizes their profit potential by securing grain, feed and
chicken products at cost at each stage of the supply chain, increasing the potential
earnings of the companies they have invested in and thus the return (dividends, etc.)
they receive from them. Furthermore, by dealing in such large volumes, especially in
grain, Marubeni is able to lease entire vessels, lowering their transport costs in the
process and making them even more competitive in this market.

While the sogo shosha have long been involved in the supply of food commodities
and wholesaling of food products, it has been only in the last decade or so they have
moved into the retail end of the food business, especially in the area of supermarkets
and convenience stores.
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Companies
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One reason for this was deregulation in the retail market which led to a
consumer-driven market increasing price competition and weakening the power

Seven Eleven
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wholesalers in the distribution process. By having ownership at the retail end, the sogo
shosha can rationalize the food distribution process, meaning make it more efficient
(i.e., higher retail earnings), while protecting its position as a distributor in the process,
not to mention that retail profit margins tend to be higher than those in wholesaling.

Energy Supply Chain Example - 1
natural gas - LNG - electric power

natural gas - LNG - electric power
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The next two examples are from the energy supply chain. This particular one involves
natural gas, liquefied natural gas (LNG) and electric power and involves basically one
energy division.

In this example, Marubeni took an equity stake in a gas field development in Qatar, as
well as investing in a joint venture liquefied natural gas company. They then took part
in arranging the supply (Marubeni-Itochu Steel) and installation of the pipeline needed
to transport the gas to the plant (at a port) where this gas is liquefied. As a large-scale
project organizer Marubeni also assisted in arranging the financing and the
construction of the liquefaction plant where the natural gas is liquefied to be shipped,
In this case, to Japan.

Marubeni has also invested in LNG vessels and arranges for shipping of LNG from
various overseas locations. In this example, Marubeni transports the LNG to the
buyers, which are Japanese electric power utilities, on a long-term contract basis.
(Energy Division I)

Again, Marubeni has invested in each stage of the supply chain upstream from
resource development to transport and delivery to the user.

Furthermore, over the years the sogo shosha have supplied the power companies, from
its global network, with the fuels; coal, LNG, oil, uranium and the machinery
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(turbines) and equipment needed to run their power plants. Through the knowledge
gained through this and experience in organizing large-scale consortiums Marubeni
has become one of the largest electric power plant developers in the world and has
significant electric power holdings overseas as an independent power producer. And,
in Japan, Marubeni sells electricity to utilities through its own hydro, wind and solar
power plants. (Power Projects & Infrastructure Division)
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Large-Scale Project Development

As mentioned, the organization of large-scale projects is one of the cores of the sogo shosha’s
business. The sogo shosha originally gained experience in this field when they supplied Japanese
manufacturing with industrial machinery and equipment (plant import) following WWII. The sogo
shosha are now involved in the development of various types of infrastructure projects including all
types of electric power plants, water treatment and sewage facilities, railways, airports, ports,
telecommunication networks, and smart cities among others as well as various types of industrial
and production plants (petrochemical, refineries, chemical, industrial machinery, etc.)

In general, the sogo shosha use their global information and business network to identify potential
projects. Once identified, a feasibility study is carried out to see if the project is viable from various
economic, technical, market, infrastructure, requlatory and other perspectives. Once the feasibility
study is carried out the international sourcing and costing of all the machinery and equipment, parts
and materials needed in the construction of the project takes place also using their global
information and business network to find the most suitable manufacturers/suppliers. At the same
time contractors, both local and/or international, are selected for the construction work, costs
assailed and construction arrangements agreed upon. The sogo shosha organizes all of this as part
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of the planning stage of the project.

Once the costs and other details of the project are finalized and planning finished, financing for the
project must be arranged as in many cases the “owner” of the project is not able to fully finance it
themselves. The sogo shosha use their wide experience in dealing with private banks and
government financial institutions and project finance expertise to organizing the financing, usually
through a consortium of financial institutions, and providing credit (loans) to the purchaser of the
project.

coordinate,
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after completion equipment, etc. production
z 7 sales agent
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(infrastructure supply \ planning, source ?"3"99 parts, materials "
if needed) quipment, inancing,
(possibly take downstream manufacturers/
upstream equity stake), processors
bidding, contract wholesalers
negotiations :
no bidding in the caSe of 8 retailers

(large) equity stake

contract is signed (there are various types of contract that | will not discuss here; EPC, BOO, BOT,
BOOT, etc.) the project execution stage begins. The sogo shosha, with their logistics expertise and
knowledge of trade procedures, will arrange much of the transport and shipping of the machinery,
equipment, intermediate goods and materials required in the construction of the project. Next the
sogo shosha will coordinate the construction of the project and the consortium of contractors and
handle any problems that may emerge.

Finally in the case of a production plant the sogo shosha may also act as the upstream suppliers of
raw materials for the plant and may become the sales agent, the buyer, or in the case the sogo
shosha has an equity or ownership stake in the plant, the off-taker, of the products to distribute
and/or sell further downstream as wholesaler. In some cases, the sogo shosha may even receive the
plant’s products as part of the payment for the plant.

The diverse functions of the sogo shosha make them perfectly suited to carry out this kind of
business activity. In fact, it can be considered a sophisticated form of trade and distribution in the
supply chain; supply of raw materials, supply of the production plant, and the wholesale distribution

Next is the tender negotiations and bidding stage of the project. If the bid is successful and the
of the plant’s products.
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Energy Supply Chain Example - 2
crude oil - fuel wholesaling - service stations

crude oil - fuel wholesaling - gas stations
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In the second energy supply chain example, crude oil, fuel wholesaling and service
stations, Marubeni might take either a major or minor stake in oil field (and gas)
development projects and could assist in or lead the organization of a joint venture in
the financing and development of the oil field. They could also just make an equity
investment in existing oil production to gain ownership rights to the oil.

Marubeni has also invested in oil refineries overseas from which they can import
various fuels into Japan, as well as carry out traditional trading, or the buying and
selling of crude oil and refined fuels. Marubeni will arrange for the fuels to be shipped
to Japan to their own terminals, from where the fuels are then distributed (sold) to end
users and retail outlets throughout Japan through Marubeni’s own fuel wholesaling
subsidiaries. Furthermore, Marubeni also owns a country-wide network of motor
vehicle service stations at the retail end in Japan.

Through Marubeni’s global information and business network, project finance,
investment and logistics, you can see how they have been able to integrate the energy
supply chain upstream from energy resource development all the way to the end-user
downstream.

These are just a few examples to help you better understand how the sogo shosha
think and work. This integrated upstream - downstream supply chain business model
can be applied to varying degrees to products in the chemicals, textiles (lifestyle),
forest products, and even in the information and communication technology (ICT)
fields.
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ICT Supply Chain Example (diagram only)
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This integrated supply chain product trading in different industries and large-scale
project development is basically what the sogo shosha do.

An Aside - Horizontal Diversification/Vertical Integration

There are some who have explained this upstream-downstream integration process by
dividing it into two concepts, horizontal diversification and vertical integration. This
Is a little bit confusing, because the horizontal diversification and vertical integration
are taking place at the same time. Simply, what is occurring is the business divisions
are combining logistics (supply chain management, etc.), finance (credit, etc.), risk
management and other expertise to provide a package of diverse services to fit each
customer’s needs at each stage of the supply chain. This is what is called horizontal
diversification.
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At the same time each division is using the global network to coordinate and enhance
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their current business (confirming the needs of both the buyers and sellers), while
searching for new business (new markets for existing customers and subsidiary
companies), and also making investments upstream and downstream in the value
chain. The combination of all of these leads to what some refer to as vertical
integration or the integrated upstream-downstream business model.

So, the business divisions are providing a package of services to existing customers
and subsidiaries to maintain and grow the business, while at the same time using the
global network to connect these customers and subsidiaries upstream and downstream,
find new customers and markets, and make new investments further securing their
position in the value chain. This model applies to the trading business, but also
facilitates the large-scale project business as well.

Challenges
In recent years, in spite of the Lehman shock and global economic downturn, the sogo

shosha’s financial and business fortunes have remained robust. Much of this can be
attributed to the high price of metal, mineral, and energy resources in recent years and
brings us to one of the challenges the sogo shosha are currently facing. Generally
speaking, the sogo shosha’s earnings are highly dependent on metal, mineral and
energy resource prices.

In 2012, the average share of the total net earnings of the 5 largest sogo shosha from
metals, minerals and energy resources was 66%. This is close to the 5 year average,
from 2008 to 2012 of 64%. As can be seen from the graph, Mitsui and Mitsubishi
have a relatively high ratios of dependence at 90% and 70% (5 year average), while
Sumitomo has relatively low dependence ratio at around 38%, with Marubeni and
Itochu falling in between at 57% and 64% respectively.
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While some analysts argue that resource prices will remain in a high range driven by
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emerging market demand, others argue that speculation still makes up a significant
portion of the price formula, and as such prices will remain volatile. In any case, there
is always the risk, however small, that prices could drop substantially. As such, the
challenge for the sogo shosha is, not to decrease their presence in the resource and
commodity markets, but rather to strengthen and expand their other business segments,
reducing the ratio of profits from metals, minerals and energy resources in the process.
Certainly they want to protect and even expand their position in the natural and energy
resource industry, but at the same time bring more balance to their profit structure
through higher earnings from the other business divisions.

Another challenge facing the sogo shosha will be their ability to capture growth in
overseas markets. Facing a mature Japanese domestic economy and a population
already in decline, there are limitations to growth opportunities for the sogo shosha in
the Japanese market. As such, the challenge is whether the sogo shosha can effectively
adapt their integrated upstream-downstream supply chain business model in overseas
domestic and/or regional markets.

Up until now, this integrated upstream-downstream business model is most prevalent
domestically in Japan. To give you an example, Marubeni has about 430 business
division subsidiary companies operating upstream, midstream and downstream in the
supply chain in various industries. These represent much of Marubeni’s investment.
Approximately 60% of these companies are overseas, while about 40% are in Japan.
While these overseas companies represent a strong global presence they are dispersed
in numerous countries around the world, while 40% of them are concentrated in Japan
alone.

What this means is that, on average, each of the 12 business divisions in Marubeni
Japan, representing different industries, have about 15 domestic companies operating
upstream and downstream in the supply chain in Japan, while in Marubeni America
and Marubeni China each business division might have only about 4 companies in
their respective domestic markets. Furthermore, many of these companies overseas are
supplying Japan with goods or materials or representing a Japanese manufacturer in a
domestic market or region. So, while this upstream-downstream business model is
very strong in Japan or Japan-centric, it is still in the relatively early stages in overseas
domestic and regional markets.
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Therefore, the challenge for the sogo shosha will be to build some version of this
integrated upstream-downstream supply chain business in overseas domestic and
regional markets, not only so they can further expand their business and capture
growth overseas, but to make this growth sustainable as well.

Trader or Investor

Finally, there has been some confusion as to what path the sogo shosha have been
taking in terms of their core function and role. There have been those in academia and
even among the sogo shosha themselves who have been saying something along the
lines that the sogo shosha have been reducing their traditional trading activities and
taking on more of a role as an investor, or have been moving out of trading and into
investment. The first statement is closer to the reality, but a little confusing, and the
second is misleading to say the least.

The sogo shosha are not investment banks. The sogo shosha basically invest in the
supply chain up, mid, and downstream to gain ownership and access to materials and
goods at cost to protect themselves and increase their profits as traders and distributors
in the supply chain. At the same time many of these investments are value-added

Through the integration of the supply chain, including the use of investment, you can see how the
sogo shosha create a stream of earnings in various ways at every stage. Here is a simplified flow
chart of the integrated upstream-downstream business model and earnings structure.
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processes that provide extra earnings not found in the sogo shosha’s traditional trading
scheme as just an intermediary between buyer and seller. In other words, the sogo
shosha are investing in their core competence, their core function of trading in pursuit
of their quest to integrate the supply chain as traders.

So, the sogo shosha are not moving out of trading and into investment. Rather, the
sogo shosha are reducing the amount of trade they handle traditionally, as just a broker
or go-between without ownership, and are increasing the amount of trade they handle
that they have invested in and have ownership of.

Directions

The ability of the sogo shosha to survive up until this point, can to a certain extent, be
attributed to their adeptness at being able to rapidly adapt to the changes that have
taken place in the business and economic environment over the years. By moving
quickly and being flexible the sogo shosha have been able to find new products, new
customers and new markets to supply. Through it all though, their role as a trader,
supplier and intermediary has remained the core of their business.

However, this does not mean their business model has not evolved. From a simple
middleman collecting commissions the sogo shosha were able to develop other
expertise in information (network), logistics, finance and risk management that
allowed them diversify their product base and extend their market reach. And, by
combing these functions they were able to add large-scale project development to their
business model. Furthermore, by injecting investment into the formula they were able
integrate their supply chains much further, with value-added operations at certain
junctures, and create a new earnings base in the process.

That said, over the last 50 years, the number sogo shosha has fallen from 12 to 7.
Given Japan’s declining population and low growth prospects there is every
possibility that this number could be reduced further. In the near-term, the key to the
sogo shosha’s further evolution, even though they currently have a strong global
presence, will be their ability to adapt their current integrated upstream-downstream
supply chain business model (including large-scale project development), which is
still somewhat Japan-centric, in growing overseas domestic markets in some form. In
the longer-term, the challenge will be to further combine, innovate (new expertise)
and coordinate their logistics, finance and other non-trading functions to create
seamless supply packages for their individual customers, while at the same time use
investment and their global network to gradually integrate these domestic supply
chains into regional and/or global upstream-downstream supply chains.
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