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FY Sept 30 2006 2007e

Revenue (Y mn) 11,796 13,700
Ordinary Income 2,117 2,730
EPS 172 220
P/E 16.7 131

Top global manufacturer of premium
motorcycle helmets

Worldwide market share is 53%

ROE is a superb 25%

High payout ratio of 30% could rise to as
much as 50% in two to three years
Already wide margins (20% operating)
are expanding

Solid cash position with no debt
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Shoei (7839) is a best-of-breed, small manufacturer that commands 53%
of the world market for very high-end motorcycle helmets costing $350 to
$800. Along with Nintendo, it is one of only two Japanese branded

consumer product companies that generate over 50% of their sales
abroad but carry out all production in Japan.

We view Shoei as a safe and profitable stock for investors with a time

horizon of two years or more. The Company is the price leader in its

segment and can continue to increase its cash flow even with overall

market growth of only 10%. Indeed, with a solid balance sheet showing
virtually no debt, Shoei has improved its cash position 33% per annum in

the past three years.




The Company'’s payout ratio is a high 30%, and management has made a
commitment to raising that level once it has ¥4 billion in cash -- which it
expects within two to three years, given its current cash position of

¥2 billion and current cash flow. The dividend yield is 1.8%, but assuming
the payout is raised to 50%, it would be 2.9%, as compared with the sector
average of 1.5% and 1.3% for all Japanese public companies.

Shoei is also attractive because it is the only company in its industry that
has adopted Toyota-type manufacturing, giving it high production
efficiency that has enabled the Company to continually increase profit
even as unit sales growth remains limited. This positive is reflected in an

ROE of 25% for the 9/2006

year, which ranks 66th among Ordinary and Net Income Ratios

3,700 public companies in .

Japan and is especially 20:0% e ordi
impressive given the high equity 15.0% /0—-" " .nLo'Ey
ratio. Margins are high and have | 9% |~ 7 e | s Netincome
improved dramatically in recent 50% —w

years: operating, 19.6% (against 0.0% ‘ a—

7.9% in 9/2003); ordinary, 2003 2004 2005 2006

17.9% (7.3%); and net, 10.6%

(4.0%).

The Company's official estimate (made in mid-July) for 9/2007 results calls
for increases of 7.7% in revenue and 13.7% in net profit. Management
indicated that given the level of bookings for the fourth quarter, those
estimates could be exceeded.

.
What are the risks to the stock? Insiders and large shareholders 53.5%
Similar to any manufacturer of Foreign shareholders 25.1%
consumer goods, Shoei faces Japanese institutions 10.5%
various risks of slowing market Small lot shareholders 7.8%

demand, competition, and rising costs. However, we think that these usual
exposures are comparatively small for Shoei, as its product has a three- to
five-year replacement cycle, and it can expect additional growth from
newly wealthy emerging markets. The Company also has substantial
pricing power, as this premium segment is dominated by only two
companies — Shoei and Arai — and thus the Company is capable of
transferring rising material costs to the customer.

As a maker of critical protection gear, Shoei does have product liability
exposure. However, by keeping all the production in-house and controlling
the quality, the Company’s liability cases are small for the industry. As of
December 2006, it had only six outstanding product liability cases.
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With respect to short-term profitability and share price, perhaps Shoei's
biggest exposure is the exchange rate. As a manufacturer with 100%
production in Japan but selling 78% of its product overseas, Shoei is
sensitive to exchange-rate risk, although part of that is mitigated by the
use of forward contracts. The Company benefited from a low yen in 2007;
but since September the trend has reversed, and the yen has risen
against both the USD and Euro. The rate assumption used for estimated
4Q 2007 earnings is ¥/$120. With a current ¥/$ rate of 115.64, yen-based
consolidated earnings will be negatively affected.

With a small market capitalization of $180 million and majority ownership
by insiders and large holders, liquidity is not high for institutional investors
who need to buy large lots. Since the Company will not issue any more
shares for capital, demand from foreign institutional investors is higher
than the supply of available shares. Shoei promoted increased individual
share ownership in order to meet the minimum required number of
shareholders for a Tokyo Stock Exchange listing. But since it has moved
to the TSE second section in September, this policy may change.

Selling at about 13.1 times expected 9/2007 earnings, Shoei isn't that
cheap. It's not a sleeper stock: it already has high foreign ownership of
25.1%. And with global demand for motorcycle helmets increasing a
steady but moderate 10% a year and Shoei's already predominant share,
growth won't be spectacular. Nevertheless, this is a relatively safe,
rewarding stock for long-term investors who want exposure to one of the
top companies in Japan's small-cap sector.
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The great majority of Shoei's sales are motorcycle helmets (See Figure 1).
The Company has 53% of the $375 million world market for premium
motorcycle helmets retailing from about $350 to more than $800. The
geographic breakdown of sales for the 9/2006 year was Europe, 49%;
North America, 25%; Japan, 22%; Other, 4% (Figure 2). Thus some 80%
of sales are outside Japan, mainly in Europe and the US. The US is by far
the single individual market, with about 180,000 helmets sold each year.
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Figure 1: Shoei Segment Breakdown

Segment Breakdown

O Motorcycle helmet
B Other

In the premium motorbike helmet category, Shoei has only one real
competitor: Arai, which is also Japanese, and known for its rigorous safety
standards. Arai has 50% of the Japanese market and is thus ahead of
Shoei at home; however, Shoei has 70% of the market outside of Japan.
Shoei and Arai together have 97% share of the world's premium
motorcycle helmet market.

Figure 2: Shoei Geographic Sales Breakdown
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Shoei should see expanding markets for its offerings in North America,
Europe, and parts of Latin America. In developed countries like the US,
growth will come from new products and price increases; in emerging
markets like Brazil, Russia, and Eastern Europe, growth will come from
new customers. Brazil has seen recent improvement in the economy
based on demand for its natural resources, thereby increasing its luxury
goods consumption. Growth in Russia and Eastern Europe has far
exceeded Shoei’s expectations. In 2007, most growth came from Europe,
where its new "system helmet" (i.e., a helmet with a separate front
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window) represented 15.9% of sales in the third quarter of fiscal 2007,
compared with 5.7% a year eatrlier.

Shoei maintains its global market leadership because of its long tradition
of providing the highest quality products with leading technology. The
difficulty of meeting international standards and the production expertise
required represent substantial barriers to entry. Moreover, a motorcycle
helmet is obviously not a product where consumers risk sacrificing quality
for price, and so the Company is likely to be able to maintain its premium
pricing. Helmets are typically used three to five years and then discarded,
thus there is a stable replacement demand from existing customers and
new customers seeking to upgrade their helmets.

)%
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Shoei, founded in 1959, began by making helmets for construction
workers but soon focused on headwear for motorcyclists. In the late 1980s
it was Japan's leading motorcycle helmet maker, and with capital easily
available during the Bubble Economy, it borrowed heavily to expand
operations.

By the early 1990s, Japan's helmet market was weakening, and the
properties that secured Shoei's loans had dropped in value. Unable to
meet interest payments, the Company went into bankruptcy in 1992 with
¥8 hillion of debt and stayed there until 1998; all of the former owner-
managers and their relatives resigned. It emerged with current
management under CEO Masaru Yamada, who was sent as the
bankruptcy administrator by his employer, Mitsubishi Corp., Shoei’'s major
shareholder and trading partner.

After turning the Company around from bankruptcy, Mr. Yamada left
Mitsubishi to become Shoei's CEO. Mr. Yamada closed all of its
unprofitable business lines to concentrate on high-end bike helmets; when
he came to Shoei, it was producing a million helmets a year,
predominantly cheaper products, whereas today its production is only half
that, but all are premium helmets. Mr. Yamada closed one of Shoei's three
plants (the expensive Tokyo facility) and four out of five sales offices,
consolidating them into the main Tokyo office. In the early 2000s, Shoei
began to recover rapidly, and by 2004 the Company had paid back all of
the ¥8 billion debt to become one of the few debt-free, small public
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companies in Japan. It went public on JASDAQ, and just recently it moved
to the Tokyo Stock Exchange second section.

As a rare case of a Japanese CEO of a firm outside the founders’ family
with an ownership stake, Mr. Yamada holds 4.1% of the Company’s
shares. He has clearly articulated a policy toward shareholder benefits,
including the retirement of all Company-owned shares this year and a
50% payout commitment once

its targeted retained cash level is

Improving Asset Utilization achieved.
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Today Shoei is one of Japan's
best-of-breed small

—e—ROA || manufacturers, dominating the
—=—ROE || world market for premium
motorcycle helmets. It is one of
| | | the only two branded Japanese
2003 2004 2005 2006 consumer product companies
(the other is Nintendo) that

garners 50% of its sales from
overseas markets and makes all of its product in Japan.

The premium helmet market is characterized by the use of FRP (fiber
reinforced polymer) in the outer shell, which bears the brunt of any impact.
Using FRP increases manufacturing cost because it involves many
production steps. But utilizing modern and lightweight reinforcing fibers
produces a very strong yet light shell. In contrast, the
thermoplastics employed in cheaper models are far
heavier.

The production process is further complicated by the
complexity of international manufacturing standards.
In the US, helmets must conform to DOT
(Department of Transportation) regulations. In
contrast, the much tougher standards published by
the not-for-profit Snell Memorial Foundation are
voluntary; but in practice the Snell imprimatur is almost mandatory for
premium helmet makers.

SHOEI 7839 NIHON EQUITY RESEARCH PAGE



At the same time, there are JIS standards for Japan, and ECE standards
for Europe. The various international standards are applied using different
measurements and gauges, further complicating compliance efforts. Thus
a great deal of expertise is essential for efficient manufacturing operations.
The Company has two factories, one in Ibaraki and a new facility in lwate
that will be in full production this fiscal year. With its workforce of 460 (350
permanent) producing all helmets in Japan, Shoei is able to assure
efficient production and quality control. To ensure the safety standards of
its product, Shoei conducts vigorous tests in its two facilities, breaking
more than 3,000 helmets a year in the process. To assure the quality and
stability of its manufacturing operations, Shoei provides outstanding
worker benefits, including a yearly bonus of four months' salary (to be
increased to five months this year) -- even to contract (hourly) employees,
which is unusual in the industry. Thus employee turnover is very low.

Motorcycle helmet manufacturers are obvious targets for product liability
lawsuits. But the Company has insurance and also mitigates the risk by
guality control and legal management. Currently it has only six outstanding
product liability cases worldwide, compared with 20 at the beginning of the
Company’s turnaround in 1998. Insurance premiums have declined over
that time from over ¥200 million to ¥70 million.

)

# ' ' % %

Overall, the outlook for the worldwide motorcycle industry is mostly
positive. On the plus side, motorcycle and scooter sales in the US have
been on a steady upswing since 1990 (Figure 3). Between 1992 and
2005, motorcycle and scooter sales grew from 278 thousand to 1.2 million.
Although volume has leveled off a bit in the last couple of years, gasoline
prices continue to trend upward and make motorcycling an attractive, fuel-
saving alternative. In emerging economies, this trend is abetted by the
worsening traffic jams that accompany good business conditions.

Motorcycling in Europe remains popular. A decline in registrations in
Germany and lItaly has been offset by increases in France and (especially)
Spain (Figure 4). According to the ACEM, which represents powered two
wheeler (PTWs) manufacturers in Europe, the number of motorcycles in
use has continued to rise in each of the 25 countries of the European
Union, reaching 16 million in 2004, up 44% from 1998 levels.
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Figure 3: US Motorcycle/Scooter Sales and Gasoline Price
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On the downside, in the high-end markets Shoei caters to, motorcycles
are often a luxury item that can be postponed when the consumer's
balance sheet looks like it might deteriorate. The gloomier economic
outlook has taken its toll on maker Harley-Davidson in recent months.
According to the New York Times, sales were flat in the last quarter of
2006, fell about 6% in the first half of 2007, and "...recent checks with local
Harley dealers indicate that motorcycle sales will be down even more
sharply for the second half." In addition, the longevity and reliability of
today's motorcycles tends to lower the replacement rate. Slower cycle
sales is not necessarily a short-term negative for Shoei, but ultimately the
Company's success does depend on the popularity of motorcycling.
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Figure 4: Motorcycle Registrations in Europe, 2000-
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Both revenue and, especially, ordinary income levels have been
impressive over the past three years, growing at compound annual
rates of 7% and 44%, respectively. Margins are high too: operating,
19.6% in 9/2006 (against 14.8% a year earlier); ordinary, 17.9%
(14.2%); and net, 10.6% (8.3%). ROE for 9/2006 was 25%.

Shoei's financial management is extremely solid and conservative.

Six years out of bankruptcy, it has repaid all of its borrowings.
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Currently the Company's has no debt (see Figure 5), and the equity
ratio is 67% (71% on a parent-only basis). Sales are mostly cash-
based, with letters of credit issued in overseas markets, so the risk
of bad receivables is virtually nil.

Figure 5: Shoei Debt Burden and Equity Ratio

The dividend payout ratio is 30%, high among Japan's public
companies. Management has committed to raising the payout ratio
after accumulating ¥4 billion in cash (which is now about ¥2 billion;
based on current cash flow, the ¥4 billion level will be reached
about two years from now). The dividend yield is 1.8%, but based
on the current share price, if the payout is raised to 50%, it would
be 2.9%.

Shoei’s official estimate for 9/2007 results calls for increases of
7.7% in revenue and 13.7% in net profit. Those forecasts seem
very conservative, given comparable 11% and 40% advances for
9/2006. Management indicated that given the bookings for the
fourth quarter, those estimates (as of mid-July) could be exceeded.
Based on the increasing demand for higher priced products,
especially in the European market, and a further improvement in
production efficiency by the second factory in lwate (in full
operation from this fiscal year), Shoei will very likely achieve results
above its estimates.

While the 9/2006 ordinary income margin was 18%, the
Company'’s "marginal profit ratio" ((revenue — variable
cost)/revenue) was 51.9%. Thus, any unit sales and/or price
increases should translate into a higher percentage growth in profit.
One factor that the Company cites as pressuring profits is
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increased depreciation expense, which is mainly due to the
investment in the Iwate factory that totaled ¥217 million.

Shoei had a total of 7.3 million shares issued as of the end of July,
2007. The number of shareholders as of March 31, 2007, was
1,015. Insiders and large holders are at 57%; foreign ownership
was about 25%.

Figure 6 shows the Company's major stockholders. Our earnings
model and key data are on page 11; a financial summary is on 12.

Figure 6: Shoei Major Shareholders

Major Shareholder Ownership (%)

ALC Press 8.2
Goldman Sachs International 8.1
Master Trust Bank of Japan 7.0
Japan Trustee Services 6.7
Showa Highpolymer 6.1
Masaru Yamada 4.1
Morgan Stanley 3.9
Meiwa Corporation 2.7
HSBC Bank PLC Account AJGF 2.3
Mitsubishi Corporation 1.9
Disclaimer

The material in this report is based upon information Nihon Equity Research considers reliable, but we
do not warrant its completeness or accuracy, and it should not be relied upon as such. Assumptions,
opinions, and estimates constitute our judgment as of the date of this report, and are subject to change
without notice. This material is not intended as an offer or solicitation for the purchase or sale of
securities mentioned herein. The material does not take into account the particular financial situation,
objectives, or needs of the specific investor, and is not intended as a personal recommendation. Before
acting on recommendations in this material, you should consider whether it is appropriate for your
particular situation.
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(Y million) Actual Estimate
Sep-05 % Sep-06 % Sep-07 % Sep-08 %
Revenue 10,661 100.0 11,796  100.0 13,700 100.0 14,500 100.0
Operating Income 1,581 14.8 2,310 19.6 2,900 21.2 3,400 23.4
Ordinary Income 1,510 14.2 2,117 17.9 2,730 19.9 3,300 22.8
Net Income 890 8.3 1,248 10.6 1,600 11.7 1,900 13.1
(Estimate by Kaisha Shikho, may be conservative)
Growth Rates
Actual Estimate
Sep-05 Sep-06 Sep-07 Sep-08
Revenue 9.6% 10.6% 16.1% 5.8%
Operating Income 15.9% 46.1% 25.5% 17.2%
Ordinary Income 17.8% 40.2% 29.0% 20.9%
Net Income 21.6% 40.2% 28.2% 18.8%
Key Ratios
PEG 0.6
EV / EBITDA 7.0
PER (Actual) 16.7
PER (Estimate) 13.0
PBR 4.2
Dividend Yield 1.8%
Asset Utilization 61.7% Net Income / (Inventory + Fixed Assets)
Price/FCF 8.5
Equity Ratio 66.6%
Segment Information
Revenue Gross Margin

Motorcycle helmet 90.0%
Other 10.0%

0 0.0%
Stock Data (Yen unless noted)
Price as of: 10/16/07 2,875
Market Cap (Y million) 20,875 PER:
52-Week High: 3,150 18.3
52-Week Low: 2,100 12.2
Shares Outstanding: 7,261,000
Average Daily Volume* 13,251
Insiders and Large Holders 57.1%

* Last 60 days
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Financial Summary
(Consolidated, Y million)

Income Statement Sep-03 Sep-04 Sep-05 Sep-06
Sales 9,575 9,725 10,661 11,796
Sales Growth 10.1% 1.6% 9.6% 10.6%
Cost of Sales 6,296 5,956 6,393 6,778
Gross Profit 3,279 3,769 4,268 5,018
Gross Profit Growth 12.2% 14.9% 13.2% 17.6%
SG&A 2,522 2,405 2,687 2,708
Operating Profit 757 1,364 1,581 2,310
Operating Profit Growth 99.7% 80.2% 15.9% 46.1%
Interest and Dividend Income 3 2 1 2
Interest and Discount Expense 94 60 26 4
Nonoperating Income/Expense (55) (82) (71) (193)
Ordinary Income 703 1,282 1,510 2,117
Ordinary Income Growth 270.0% 82.4% 17.8% 40.2%
Extraordinary Income/Loss (18) (24) (29) (32)
Income Before Taxes and Minority Interest 686 1,259 1,481 2,084
Income Taxes 305 526 591 836
Minority Interest 0 0 0 0
Gain or Loss from Equity in Affiliates - - - -
Net Income 381 732 890 1,248
Net Income Growth 348.2% 92.1% 21.6% 40.2%
Dividends Paid 140 215 261 -

Balance Sheet

Assets
Cash 846 1,375 1,607 2,131
Marketable Securities 0 0 0 0
Accounts and Notes Receivable 1,252 956 1,219 1,381
Total Quick Assets 2,098 2,331 2,826 3,512
Quick Assets Increase 12.0% 11.1% 21.2% 24.3%
Inventories 1,177 1,316 1,272 1,405
Total Current Assets 3,890 4,323 4,627 5,480
Tangible Fixed Assets 1,457 1,469 1,510 1,696
Investments in Securities 4 4 0 0
Other Investments 166 166 131 234
Total Fixed Assets 1,678 1,668 1,663 2,024
Fixed Assets Growth -3.0% -0.6% -0.3% 21.7%
Total Assets 5,568 5,992 6,290 7,505
Total Asset Growth -2.9% 7.6% 5.0% 19.3%
Liabilities
Short-Term Interest-Bearing Debt 1,310 373 106 0
Accrued Income Tax 308 334 405 627
Other Current Liabilities 1,330 1,689 1,694 1,737
Total Current Liabilites 2,948 2,396 2,205 2,364
Current Liabilities Growth -10.9% -18.7% -8.0% 7.2%
Long-Term Interest-Bearing Debt 0 0 0 0
Long-Term Interest_Bearing Debt Growth -100.0% 0.0% 0.0% 0.0%
Other Long-Term Liabilities 115 91 121 141
Total Long-Term Liabilities 115 91 121 141
Total Long-Term Liabilities Growth -67.2% -20.9% 33.0% 16.5%
Total Liabilities 3,063 2,487 2,326 2,505
Total Liabilities Growth -16.3% -18.8% -6.5% 7.7%
Capital
Common Stock 1,224 1,394 1,394 1,394
Shareholders Equity 2,504 3,504 3,963 4,999
Shareholders Equity Growth 20.8% 39.9% 13.1% 26.1%
Cash Flow Sep-03 Sep-04 Sep-05 Sep-06
Net Income 381 732 890 1,248
Depreciation - 364 378 379
Increase in Depreciation 3.8% 0.3%
Operating Cash Flow 1,338 1,571 1,367 1,666
Capital Expenditures - (399) (431) (703)
Capital Expenditures Growth - 8.0% 63.1%
Investment Cash Flow (289) (405) (431) (801)
Financial Cash Flow (896) (610) (717) (379)
Cash at the Beginning of the Period 693 846 1,375 1,607
Cash at the End of the Period 846 1,375 1,607 2,131
Total Cash Flow 153 528 231 524
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