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Executive Summary

Thisreport, a collaborative effort with the World
Resour ces | nstitute, presentsa framework for

under standing the regulatory and mar ket dynamics
driving the demand for more fuel efficient and less
polluting automobiles, and highlights seven investment
ideasthat arelevered to thislong-term theme.

The global need to address energy security concerns and
the impact of climate change on the earth’s environment
isintensifying pressure on the auto industry to creste
vehicles with higher fuel economy and lower emissions.
The objectives of thisreport are to present a clear, concise
overview of the global market and regulatory
environment driving this trend toward cleaner cars and to
highlight companies from the Merrill Lynch global auto
universe that are leveraged to it.

Thisis not tomorrow’s story — it is playing out right now
in the changing competitive strategies of major
automakers. For example, Toyota' s and Honda's
relentless improvement in powertrain technology is
enabling them to offer truly new alternatives (the 2006
Lexus RX 400h luxury hybrid) and upsize their products
while improving fuel economy (2005 Honda Odyssey).

These innovations, and many more by other automakers,
are leading consumers to demand everything they have
always demanded in cars — styling, space, speed, etc. —
plus better fuel efficiency and lower emissions. Thisis
what we mean by the Clean Car Revolution: inaworld of
finite resources, rising consumer expectations are
stimulating a technology race to meet them.

Automakers and their suppliers have many ways to meet
the growing demand for more economical and cleaner
cars, including:

e Creating new vehicle types designed-from-scratch
(hybrids like Prius),

* Modifying traditional vehicles with alter native
powertrains (hybrid, diesel, hydrogen ICE, etc.),

«  Developing new powertrain technologiesto
enhance existing engines and transmissions
(turbochargers, cylinder deactivation, variable valve
and cam timing, electronic control strategies, etc.),

* Improving exhaust treatment (particulate filters for
diesels, enhanced catalytic converters, etc.),

« Redesigning lighter vehicle structures (CUV's
replacing SUVs, hydroformed structures, material
substitution including high-strength steel, aluminum,
magnesium and even carbon fiber),

»  Shifting production toward smaller vehicles.

In light of these trends, the collective thinking of our
global auto team has led us to highlight seven companies
that we believe are positioned to capitalize on the
revolution:

1. BorgWarner Automotive (U.S.) — (BWA, B-2-7,
$54.93)

Almost al of BorgWarner’s key products offer the

benefits of higher fuel efficiency and/or lower emissions.

We estimate that these products account for at least 70%

of the company’s 2004 revenues.

2. Denway Motors (China) — (DENMF, B-1-7,

HK $2.93)
Denway is an indirect play on stricter regulation in China
through its 50% stake in Guangzhou Honda. Guangzhou
Honda's current vehicles are more efficient than most
manufacturers in China, which implies that the additional
costs to meet new standards will be minimal relative to its
competitors.

3. Faurecia (France) — (ZFRXF, B-1-7, €62.50)
Faureciais adirect play on tightening emissions standards
in Europe. It isthe European leader for diesel particulate
filters, with about 60% market share.

4. Hyundai Motor (Korea) —-HYMLF, C-2-7,
W57,500)
Asamajor exporter of vehicles Hyundai must focus on
R& D effortsto at least keep up with its global peersin
complying with Kyoto Protocol and other climate
policies. Itsaggressive R& D efforts are focused on
hybrid electric vehicles, fuel cell vehicles, diesel engines,
and other fuel efficiency enhancements.

5. Keihin (Japan) - (7251, B-1-7, ¥1739)

Asamajor supplier of injection systems and related
components, particularly Honda, Keihin is capitalizing on
the shift from carburetion to fuel injection on two-wheel
vehicles.

6. Magna International (Canada) -(M GA, B-1-7,
$69.60)

Magna' s market-leading high-pressure hydroforming

businessisacritical technology for creating lighter (as

much as 20%), stronger vehicles and thus we believe it

will play akey rolein the intensifying drive for higher

fuel economy.

7. ToyotaMotor (Japan) —(TM, B-1-7, $71.37)
Toyota Motor isthe global leader in hybrid technology.
The company has about 65% of the small, but rapidly
growing hybrid vehicle market in the U.S., which is
supported by largely proprietary technology.

Thisreport isthe result of a collaborative effort, prepared
with the generous contribution and expertise of Fred
Wellington and Amanda Sauer of the Capital Markets
Research team at the World Resources Institute. Based in
Washington, DC, WRI is an independent nonprofit
environmental think tank that seeksto find practical
solutions to environmental problems. WRI has a deep
under standing of the complex and changing regulations
that dictate the devel opment of cleaner, more economical
automobiles. We have relied on this expertise in drafting
this report.

2 Refer to important disclosures on pages 36 to 38.
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1.

The confluence of energy security
concerns and growing awareness of
climate change are fueling more
stringent and widespread regulations
on carbon dioxide (CO.) emissions
and fuel economy, which will lead to
new and improved technology.

Climate Change & Energy Security:
The Evolving Regulatory Framework

Energy Security and Climate Change are driving demand for cleaner, more
efficient vehicles. Although these issues have largely been regulated
separately, thereisatrend towards convergence. Astheseregulations
converge, theworld’s largest consumer of oil, personal transportation, will be
impacted over both the near and long terms. The Kyoto Protocol isforcing
gover nments to make good on commitmentsto reduce emissions at their
source. Theglobal auto industry accountsfor about 30% of greenhouse gas
emissions (GHG) in developed countries. In thissection, we discussin detail
how regulations around theworld aredriving the clean car revolution.

The automotive industry isincreasingly influenced by constraints on oil
consumption and climate change. The confluence of energy security concerns and
growing awareness of climate change are fueling more stringent and widespread
regulations on carbon dioxide (CO,) emissions and fuel economy.

Energy security and climate change issues will not be resolved in the foreseeable
future; instead these issues will only intensify going forward. How these macro
issues drive market forces, regulations and technological evolution will have a
profound impact on the competitive dynamics in the industry. Investors should
consider how these new parameters shape industry dynamics and explore
investment opportunities to capitalize on a clear trend towards fuel efficiency,
cleaner technology and less carbon intensive fuels.

These changing dynamics present investment opportunities in companies that are
better positioned around the regulations or offer competitive technology solutions
(see Chart 1). For investors, solutions to these challenges present a compelling
investment opportunity.

Chart 1: New Competitive Dynamics in the Automobile Industry

Energy Security
Climate Change

Automotive Industry

ABojouyoay

Source: WRI Capital Markets Research

Refer to important disclosures on pages 36 to 38.
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Consumer preferences have shifted
towards smaller, more efficient
vehicles. The SUV boom is long over.

Regardless of the motivation,
regulations place pressure on the
industry to produce vehicles with
higher fuel economy and lower
emissions.

Market Demand for Cleaner, Fuel Efficient Vehicles

The current upward trend in oil prices should continue. At $55+ per barrel,
consumers are taking notice. The current political instability in the Middle East,
the reconstruction in Irag, and the ongoing war on terrorism have brought attention
back to our dependence on foreign oil. Currently, the United States imports
slightly less than 2/3rds of its ail. In twenty years, thiswill increase to over 3/4ths.
The U.S."s appetite for ail is expected to grow by 40% over the next twenty years.
Chinaand India, however, are expected to increase their oil consumption by 130%
and 140% over the same timeframe.

Moreover, consumer preferences have shifted towards smaller, more efficient
vehicles. The SUV boomislong over. While a debate is raging among
automakers about the health of the light truck market, and in particular, the SUV
market, the data are clear that the SUV business peaked in 2000, coincident with
the explosion in car-based crossover utility (CUV) sales. It's not so much that
consumers are trading in traditional SUV's, but rather that they aretrading in
midsize cars and opting increasingly for CUV s rather than SUVs.

Regulations Motivated by Climate Change and Oil
Concerns are Converging

Because personal transportation is the world’s largest consumer of ail, the auto
industry will find itself impacted by regulatory changes to energy security and
supply issues over both the near and long terms.

Furthermore, momentum has been gathering around the world on policies to
regulate greenhouse gasses (GH Gsl), including carbon dioxide (CO,). Companies
in GHG-intensive sectors, such as the auto sector, will be subject to regulations
and standards in the European Union (EU), Canada, Japan, Australia, and some
U.S. regiona markets. Also, regulations on fuel economy in China have recently
been enacted (Table 1).

Because CO, emissions are directly proportional to fossil fuel consumption, it is
difficult to separate policies motivated by climate change concerns from those
motivated by energy security benefits. Regardless of the motivation, these
regulations place pressure on the industry to produce vehicles with higher fuel
economy and lower emissions. Thiswill stimulate demand for cleaner technologies
and fuel's as companies begin to compete around these new parameters.

Table 1: Fuel economy and GHG standards for vehicles around the world

Country/region Type Measure Structure Test method2 Implementation
United States Fuel mpg  Cars and light trucks U.S. CAFE Mandatory
European Union co2 g/lkm  Overall light -duty fleet EU NEDC Voluntary
Japan Fuel km/L Weight-based ~ Japan 10-15 Mandatory
China Fuel  L/100-km Weight-based EU NEDC Mandatory
California GHG g/mile  Car/LDT1and LDT2b U.S. CAFE Mandatory
Canada Fuel L/100-km  Cars and light trucks U.S. CAFE Voluntary
Australia Fuel L/100-km  Overall light-duty fleet EU NEDC Voluntary
Taiwan, South Korea Fuel km/L Engine size U.S. CAFE Mandatory

a. Test methods include U.S. Corporate Average Fuel Economy (CAFE), New European Drive Cycle (NEDC), and Japan
10-15 Cycle. b. Car/LDT1 applies to all cars and trucks weighing under 3,750 Ibs. LDT2 applies to trucks weighing 3,751
Ibs and above.

Source: Feng An and World Resources Institute, Pew Center on Global Climate Change

! The greenhouse gases are carbon dioxide (CO.), methane (CH.), nitrous oxide (N20),
hydroflurocarbons (HFCs); perfluorocarbons (PFCs), and sulfur hexafluoride (SF).

Refer to important disclosures on pages 36 to 38. 5
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In the nine major markets we have
identified the common trend is
towards tightening regulations. The
U.S. currently has the least stringent
standards while Japan and the EU
with the most stringent standards of
the major auto markets.

Major Global Auto Markets Restrict Qil
Consumption by Vehicles

Nine markets around the world that have implemented or have proposed standards
on fuel economy and/or tailpipe GHG emissionsincluding all of the world's major
auto markets. (The only OECD countries that do not have standards are Mexico
and Iceland). The trend is towards tightening regulations, with the U.S. having the
least stringent standards of the major auto markets. These standards are structured
quite differently, thus making cross-border comparisons difficult. Y et, according
to a study prepared in part by WRI for the Pew Center on Global Climate Change,
some hasic generalizations can be made:

*  TheEU and Japan have the most stringent standardsin the world.

e Thefud economy and GHG emission performance of U.S. carsand trucksis
lower than most other countries.

*  The new Chinese standards are more stringent than those in Australia,
Canada, Cdlifornia, and the United States. They are less stringent than those
in the EU and Japan.

e |f Cdlifornia GHG standards go into effect, they would increase the stringency
of the U.S. standards, but would still be less stringent than those in the EU,
Japan and China.

While this section focuses on fuel economy and CO, emission limits, there are hosts
of other public sector initiatives that are influencing the auto industry. These would
include but are not limited to: fuel taxes, technology incentive programs, and
research and development (R& D) programs (Table 2). While each of these policy
measures deserves consideration, the focus is on fuel economy and carbon emissions
standards because they are the most salient issuers for investors in auto companies.

Table 2: Measures to Promote Fuel-efficient Vehicles around the World

Fuel efficiency approach Measures/forms Country/region

Numeric standard in mpg, kmi/L, or United States, Japan, Canada,
Fuel economy standards L/100-km| Australia, China, Taiwan, South Korea
GHG emission standards Grams/km or grams/mile European Union, California

Fuel taxes at least 50% greater than
High fuel taxes crude oil base price European Union, Japan

Tax relief based on engine size,
efficiency, and carbon dioxide

Fiscal incentives emissions European Union, Japan
Incentives for particular technologies

R&D programs and alternative fuels| United States, Japan, European Union

Economic penalties Gas guzzler tax United States

Technology mandates and

targets Sales requirement for ZEVs California

California, Virginia and others (hybrid
Traffic control measures HOV lanes for hybrids; ban on SUVs HOV lanes); Paris (SUV ban)

Source: Feng An and World Resources Institute, Pew Center for Global Climate Change Note: This list is not exhaustive.

Refer to important disclosures on pages 36 to 38.
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Air pollution regulations are
increasing in scope and stringency,
particularly in the major auto
markets, which are particularly
relevant for diesel engines that emit
higher levels of particulate matter
and nitrogen oxides.

Faureciais a direct play on these
tightening standards as the
European leader for diesel
particulate filters, with about 60%
market share. Faurecia’s current
diesel particulate filter removes
over 99% of the particulate matter
in diesel exhaust (page 16).

Chart 2: Comparison of Fuel Economy and GHG Emissions Standards
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In addition to fuel economy and GHG standards, air pollution regulations are
increasing in scope and stringency, particularly in the major auto markets. These
regulations set emissions standards that are particularly relevant for diesel engines,
which emit higher levels of particulate matter (causing respiratory illnesses and
haze) and nitrogen oxides (precursors to smog) than petrol engines. Historically
Europe had lower air quality standards, which along with preferential tax
treatment, allowed for the growth of diesel enginesin the market.

In Europe, OEMs were able to meet the latest round of air quality regulations
(EURO 4) through efficiency improvements to diesel engines (including direct
injection) despite their claims that this would not be possible. The real question
that remainsisif efficiency improvements alone will be enough to meet the next
phase of air emissions standards (EURO 5), or if filters and after-treatments will
be necessary. The answer to this question will also inform diesel growth in the
U.S., where standards are currently being phased-in to approximately the same
level as EURO 5 by 2009.

Chart 3: Diesel Passenger Car Standards in the U.S., EU and Japan
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The Kyoto Protocol is an international
treaty, which is the most
comprehensive set of regulations
designed to reduce greenhouse gas
(GHG) emissions. Although not aimed
directly at the autos, the industry is a
major focus as it accounts for about
30% of GHG emissions.

In 1998, automakers and the
European Commission agreed to
voluntarily reduce the carbon dioxide
(COy) emissions of vehicles sold in
the EU with milestones in 2008,
2010, and 2012. There are ongoing
talks to extend ultimate compliance
to 2012.

BorgWarner’s recent acquisition
of 62% of Beru AG, materially
increases its diesel engine content
per vehicle market by combining
Beru’s diesel ignition products
with its own diesel timing chains
and turbochargers (page 14).

The Kyoto Protocol

The most comprehensive set of regulations on greenhouse gas (GHG) emissionsis
The Kyoto Protocol, which went into effect in February 2005. The purpose of this
international treaty isto reduce GHGs that contribute to climate change (also know
as “global warming”). Currently 149 nations have ratified the treaty, including
developed countries responsible for over 60 percent of global CO, emissions.

The Protocol will not only affect direct GHG emissions from manufacturers and
utilities, it isimportant to note that the binding commitments by national
governments under the Protocol do not specify the source of emissions. The global
auto industry is amajor source of GHG emissions, accounting for 30% of OECD
GHG emissions and 20% of developing country emissions, and is the fasting
growing source of CO, emissions globally. Therefore, governments around the
world are implementing policies to reduce emissions from this sector in order to
meet their commitments under the Protocol.

The Kyoto Protocol establishes reduction targets for signatory countries that
comprise over 60% of the world’s auto sales. Canada, Japan, the European Union
have established CO, reduction plans from passenger vehicles duein large part to
their commitments under the Kyoto Protocol.

European Union

In March 1998, ACEA and the Commission agreed to the “ACEA Agreement,” a
collective undertaking by the European automobile manufacturers association and
its members to voluntarily reduce the carbon dioxide (CO,) emissions rates of
vehicles sold in the European Union. Specifically, the agreement establishes
industry-wide targets for average vehicle emissions from new vehicles sold in
Europe to reach 140 gCO,/km by 2008, with the possibility of extending the
agreement to 120 gCO,/km by 2012. In addition, an intermediate target range of
165-170 gCO./km was established for 2003 to monitor the industry’s progress
towards the 2008 target.

The agreement covers all vehicles produced or imported into the EU by member
companies (BMW, DaimlerChryder (DC), Fiat, Ford, GM, Porsche, PSA Peugeot
Citroén, Renault and VW Group). The Korean Automobile Manufacturers
Association (KAMA), which includes Daewoo, Hyundai, Kia, Ssangyong, and the
Japanese Automobile Manufacturers Association (JAMA), which includes
Daihatsu, Honda, Isuzu, Mazda, Mitsubishi, Nissan, Subaru, Suzuki, and Toyota,
have also joined the agreement. All together, vehicles sold by companies under the
ACEA agreement make up nearly 90 percent of total EU vehicle sales.

As part of the agreement with ACEA, the Commission initiated similar
negotiations in 1998 with the Korean and Japanese manufacturers, KAMA and
JAMA respectively. KAMA and JAMA agreed to similar commitments to those of
ACEA with the following modifications: (i) KAMA had until 2004 to achieve the
intermediate target; (i) JAMA’s 2003 intermediate target range was wider at 165-
175 gCO2 /km; and (iii) both KAMA and JAMA have an extra year to achieve the
final 140gCO2 /km target.

The ACEA Agreement includes a monitoring scheme to be administered by the
European Commission to independently verify the progress of the industry. As of
2002 the Commission monitors the progress of the Agreement through analysis of
member state data on the CO2 emissions of new vehicle sales. According to this
data, in 2002 the average CO2 emissions from ACEA's new vehicle fleet was 165
gCO2/km (petrol-fuelled cars: 172gC0O2/km; diesel-fuelled cars. 155gCO2/km;
aternative fuelled cars: 177gCO2/km). Thisisin line with the 2003 intermediate
target range of 165-170 gCO2/km. Compared to 2001 this represents a reduction
of 1.2 percent in new vehicle emissions. In the final period of the commitment,
OEMs will need to accelerate their efforts.

Refer to important disclosures on pages 36 to 38.
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Canada has committed to the Kyoto
Protocol and as a result has reached
a voluntary agreement with the auto
industry to reduce GHG emissions
that equates to an overall fuel
efficiency improvement of 25% from
current levels by 2010.

The growth in diesel made it easier for OEMs to meet their commitment in the last
three years. To meet the 2008 target, OEMs will thus have to increase the annual
reduction rate to about 2.3 percent a year from an average annual reduction rate of
about 1.7 percent since 1995. While the 2008 target is not out of reach, meeting
the voluntary commitment will be increasingly challenging for OEMs as 2008
draws closer.

As part of the 2003 review of the 120 gCO./km target for 2012, the industry
repeatedly raised concerns about the implications of thistarget on
competitivene'ss.2 In this context, ACEA commissioned a report suggesting that
the implications for competitiveness will be significant. OEMs will have to add on
average €4,000 to the price of a car to reach a carbon dioxide emission target of
120 gCO,/km by 2012, according to the study prepared by management consulting
firm Arthur D. Little (ADL).3 Ford estimates that the regulations being introduced
over the next five to ten years could add €5,000 to €10,000 to the price of each
new car.? In intense discussions with ACEA, the Commission expressed
reservations about the results, in particular with the underlying costs associated
with lower carbon technologies.

Despite challenges from the industry, the European Commission recently
reaffirmed its objective to reduce per-car CO, emissions to the original goal of 120
gCO,/km by 2005 (or by 2010 at the Iatast).5 While there is a clear preference to
achieve the 120 gCO./km target based on a second phase of a voluntary ACEA
commitment, the Commission is prepared to phase in legidation should the
voluntary commitment not deliver.

ACEA and the EC are currently in negotiations to extend the agreement t0120
gCO2/km [52 mpg] by 2012. The level of this target would necessitate widespread
hybridization and/or bio fuel use. The repercussions of not meeting the 2008 target
are unclear. On one hand, EC has repeatedly stated its intention to regulate should
the agreement fail; on the other hand, it may bolster the industry’s case for aless
stringent 2012 target.

Canada

Canada, like the EU, has committed to the Kyoto Protocol and is obligated to
reduce its GHG emissions as prescribed by the treaty. For large final emitters, the
Climate Change Plan for Canada establishes a three-prong approach on reduction
targets, emissions trading, and technology standards.® The government has also
reached an agreement with the automobile industry to reduce CO, emissions from
new vehicles by 25 percent by 2010.

In April 2005, Canada announced a voluntary agreement with the auto industry to
reduce GHG emissions from the new passenger vehicle fleet by 5.3 million metric
tons by 2010 — equivalent to an overall fuel efficiency improvement of 25% from

current levels. If the industry does not meet this target, legislation will be enacted.

2 http://www.acea.be/ACEA/20040218PressRel ease.pdf

3 Automotive New Europe. Scheele asks EU to analyze cost-benefit of new rules. March 22, 2004.
4 Automotive News Europe. February 23, 2004.

® Automotive News Europe, November 15, 2004.

© Climate Change Plan for Canada, November 2002.

Refer to important disclosures on pages 36 to 38. 9
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Japan has also ratified the Kyoto
Protocol. This has resulted in
mandatory standards to reduce fuel
consumption by 23% by 2010 from a
1995 baseline. The industry is well
on track to meet these regulations.

Most notable of the Japanese
industry is Toyota Motor, the global
leader in hybrid technology, which
is largely proprietary (page 22).

In the U.S. CAFE standards, once
believed to be a ‘non-issue’, are back
on the agenda in Washington and
more imminently in California. The
path is unclear, but legislated fuel
efficiency standards in the U.S. are
very likely to increase in the coming
years.

Magna International may help
automakers address these
increased standards through its
market-leading high-pressure
hydroforming business.
Hydroforming is a critical
technology for creating lighter
(as much as 20%), stronger
vehicles, which is extremely
important for the U.S. light truck
market (page 21).

10

Japan

Japan has also ratified the Kyoto Protocol and has designed an implementation
plan requiring GHG-reduction targets for major economic sectors. This plan
includes an increase in fuel economy standards for passenger vehicles, new
standards for commercial vehicles and aircraft, tax incentives for low-emission
vehicle technologies, and overall energy efficiency improvements in the economy.

The Japanese government established mandatory fuel consumption standards to
reduce fuel consumption by 23% by 2010 from a 1995 baseline. The industry is
well on track to meet these regulations. Nearly all of the fuel economy
improvements required have already been made, particularly from the largest
Japanese OEMs.

United States

The oldest regulatory regime to reduce the oil consumption of passenger vehicles
isthe Corporate Average Fuel Economy (CAFE) program in the United States.
This program establishes two fleet-wide average fuel economy standards - one for
cars (27.5 mpg) and one for light-duty trucks (22.2 mpg by 2007). Although these
standards have remained virtually unchanged since the 1980°'s, NHTSA is
currently reviewing standards for light trucks and expected to propose new
standards this year. They will have another round of comments and issue a final
rule by April 2006 to give manufacturers time to make changes for the 2008
model year. This review includes fundamental changes to the CAFE program,
including the possihility of weight-based standards.

Recently, the administrator of the National Highway Traffic Safety Administration
(NHTSA) dtated that it is preparing to overhaul the existing CAFE system. While
detailsare not clear, it isunlikely that the proposed changes would entail smply
tightening current standards, which stand at 27.5 miles per gallon for passenger cars
and are set to increase to 22.2 miles per gallon for light trucksin the 2007 model-year.

In many respects, the future impact on the industry of any new fuel economy rule
is more a function of the structure of the new system rather than on any increasein
stringency. For instance, a requirement that automakers achieve a uniform
percentage increase would have very different implications than a standard based
on vehicles' size or weight. Automakers that produce more fuel-efficient fleets
could face higher marginal costs to achieve a uniform percent increase. The
relative impact becomes much less certain if the system is based on size or weight
given the varying structures this could entail.

Obviously, thisisapoalitically charged issue. As such, it is difficult to predict what
the new requirements will look like and how this will impact the industry. At this
stage, what isimportant for investors to recognize is that CAFE standards, once
believed to be a‘non-issue’, are back on the agendain Washington.

In the absence of federal action to address climate change, several takes have
adopted policiesto limit GHG emissionsin their jurisdictions. Most notable to the
auto industry is California. In late 2004, the California Air Resources Board
(CARB) approved arule to reduce GHG emissions from passenger vehiclesin
Cadlifornia by approximately 30%. Thisregulation will likely by finalized by the
Californialegidature by January 1, 2006, and would take effect with 2009 model
year. Maine, Massachusetts, New Y ork, Vermont, Connecticut, New Jersey,
Rhode Island, Oregon and Washington State have al indicated they will follow
CARB’sruleif it stands. Together with Canada, this constitutes over 30% of the
North American vehicle market.

On December 7, 2004 this law (also known as the Pavley law after its sponsor in
the California Assembly) was challenged in a federal lawsuit filed by the Alliance
of Automobile Manufacturers, Association of International Automobile
Manufacturers and California auto dealers.

Refer to important disclosures on pages 36 to 38.
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New Chinese fuel economy
standards are an ambitious effort to
regulate oil consumption from
personal vehicles in China, a large
contributor to country’s growing
dependence on foreign oail.

Denway Motor is a direct play on
these emerging standards through
its 50% stake in Guangzhou
Honda, which is a primary source
of profits. Guangzhou Honda is
well ahead of many auto
manufacturers in fuel efficiency
and therefore should incur
minimal additional costs to meet
the new standards relative to its
competitors (page 15).

The lawsuit stipulates since the federal government has sole authority to regulate
fuel economy, California cannot regulate GHG emission from automobiles
because these emissions from cars are largely a byproduct of their fuel economy.
The lawsuit is till in progress.

The fate of these legal challengesistied to ongoing litigation over the EPA’s
classification of CO, asa*“pollutant” under the Clean Air Act. A verdict on this
case is expected this fall. However, it does not seem likely that a final decision on
the Pavley case will be reached before 2006 or beyond.

Table 3: California Air Resources Board Approved Standards

CAFE equivalent by vehicle category (mpg)

Year Cars and trucks less than 3,750 Ibs  Trucks weighing 3,751 to 10,000 Ibs
2009 28 20
2010 30 21
2011 33 23
2012 38 25
2013 39 25
2014 40 25
2015 42 26
2016 43 27

Source: Feng An and WRI, Pew Center for Global Climate Change

Australia

Over the past 25 years, the Federal Chamber of Automotive Industries (FCAL)
established several voluntary codes of practice for reducing the fuel consumption
of new passenger cars sold in Australia. In 2003, the FCAI and the government of
Australia announced a third voluntary fuel consumption agreement, which callson
the industry to reduce fleet average fuel consumption for passenger cars by 18
percent by 2010 (based on the fuel consumption of the 2002 vehicle fleet). This
agreement includes the four domestic passenger motor vehicle manufacturers and
all major international brandsimporting and marketing passenger vehiclesin
Australia. As with the first two agreements, no enforcement or non-compliance
penalties have been specified under this agreement.

China

One of the most recent and notable examples of regulations to improve fuel
efficiency of passenger vehiclesisin China. The new Chinese fuel economy
standards are an ambitious effort on the part of the government to regulate oil
consumption from personal vehiclesin China, alarge contributor to China’'s
growing dependence on foreign oil. Over the next ten to fifteen years, China's ail
consumption is expected to increase 4 percent per year, placing China as the
world’s second largest oil consumer behind the United States. However by 2020
Chinais expected to become the world’ s largest oil consumer.

The new standards in China are designed to rapidly bring about changes to the
Chinese vehicle fleet, including the introduction of more advanced vehicle
technologies, a bias against heavier vehicles and an overall more efficient fleet.
However it is unclear how powerful the incentive to produce lighter vehicles will
be under the Chinese standards.

The new Chinese fuel economy standards are weight-based and will be
implemented in two phases (the first in 2005 and the second in 2008), with
separate standards for manual and automatic transmissions. Each vehicle sold in
Chinawill be required to meet the standard for its weight class. Overall, these
standards are dlightly more stringent than the current CAFE program in the United

Refer to important disclosures on pages 36 to 38. 11
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States. A recent EU analysis shows 80% of U.S.-made cars and 50 percent of
European cars would not meet these standards in 2005. * (Reutersin Auto News
on 3/18/05).

Enforcement of the standards by the Chinese government will be critical to
impacts on OEMs. Because most of the foreign manufacturersin China are likely
to face increased costs under the new standards, proper enforcement and penalties
for non-compliance will be necessary to ensure that new vehicles meet the
minimum level of fuel efficiency for their weight class. Currently the Chinese
government isin the process of determining the method of enforcing the standard,
which may include penalties and fees for non-compliance.

Ch