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IMPORTANT INFORMATION

This presentation has been prepared by Dalton Investments and its affiliates (collectively, “Dalton”) for informational purposes only. It does not
constitute, and should not be construed as, an offer or solicitation to enter into any transaction regarding any financial instrument, nor should it form the
basis of or be relied on in connection with any such transaction. This presentation does not constitute, and should not be construed as, tax, legal,
regulatory, accountancy or other specialist or technical advice, or investment advice or personal recommendations, any trading strategy or advice (from

an investment perspective) to any person on the suitability of any transaction.

The information in this presentation is based on information that Dalton considers reliable, but which Dalton did not verify any of the information. No
representation or warranty is made as to, nor should reliance be placed on, any of that information contained herein being accurate or complete. Neither
Dalton nor any of Dalton’s directors, officers or employees accepts any responsibility or liability for any losses or damages that may result from the lack of
accuracy or incompleteness of this information. Such persons also do not accept any responsibility or liability for assumptions on which any statements,

views, valuations or opinions expressed by Dalton in this letter may be based.

This presentation speaks of its date and opinions and views expressed are Dalton’s opinions and views as of such date only. Dalton assumes no obligation
to notify or inform any party of any developments or changes occurring after the date of this document that might render its contents untrue or

inaccurate in whole or in part.

Any possible transaction or investment referred to herein may involve significant risk. This document has been prepared without regard to the individual
circumstances and objectives of persons other than the original recipients who receive it. Other recipients should, without relying on this document, make

their own independent decisions regarding to any possible transaction or investment and, if necessary, seek professional advice.
Dalton accepts no liability whatsoever for any reproduction or redistribution, in whole or in part, of this document, by any person other than Dalton.

The distribution of this document in certain jurisdictions may be restricted by law, and recipients into whose possession this comes should inform

themselves about, and observe, any such restrictions.
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Dalton

How Rinnai can unlock its value through optimal capital
allocation

April 2022

1601CloverfieldBoulevard, Suite 5050N Santa Monica, CA 90404 | www.daltoninvestments.com

Please note that this presentation is an English translation of the presentation that Dalton
Investments drafted in Japanese, strictly provided as a courtesy. In the event of any inconsistency

between the English language version and the Japanese language version, the meaning of the
Japanese language version shall prevail.



IMPORTANT INFORMATION

This presentation has been prepared by Dalton Investments and its affiliates (collectively, “Dalton”) for informational purposes only. It does not
constitute, and should not be construed as, an offer or solicitation to enter into any transaction regarding any financial instrument, nor should it form the
basis of or be relied on in connection with any such transaction. This presentation does not constitute, and should not be construed as, tax, legal,
regulatory, accountancy or other specialist or technical advice, or investment advice or personal recommendations, any trading strategy or advice (from

an investment perspective) to any person on the suitability of any transaction.

The information in this presentation is based on information that Dalton considers reliable, but which Dalton did not verify any of the information. No
representation or warranty is made as to, nor should reliance be placed on, any of that information contained herein being accurate or complete. Neither
Dalton nor any of Dalton’s directors, officers or employees accepts any responsibility or liability for any losses or damages that may result from the lack of
accuracy or incompleteness of this information. Such persons also do not accept any responsibility or liability for assumptions on which any statements,

views, valuations or opinions expressed by Dalton in this letter may be based.

This presentation speaks of its date and opinions and views expressed are Dalton’s opinions and views as of such date only. Dalton assumes no obligation
to notify or inform any party of any developments or changes occurring after the date of this document that might render its contents untrue or

inaccurate in whole or in part.

Any possible transaction or investment referred to herein may involve significant risk. This document has been prepared without regard to the individual
circumstances and objectives of persons other than the original recipients who receive it. Other recipients should, without relying on this document, make

their own independent decisions regarding to any possible transaction or investment and, if necessary, seek professional advice.
Dalton accepts no liability whatsoever for any reproduction or redistribution, in whole or in part, of this document, by any person other than Dalton.

The distribution of this document in certain jurisdictions may be restricted by law, and recipients into whose possession this comes should inform

themselves about, and observe, any such restrictions.
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Reasons for presenting this material publicly

® Having held shares of Rinnai for over 3 and a half years, Dalton Investments is a long-term institutional
shareholder of the company. Consistent with our original expectations, Rinnai has consistently generated and
improved upon its high ROIC, while expanding its businesses steadily in both domestic and overseas markets.
This has allowed Rinnai to raise its dividends per share for 19 consecutive years, a remarkable achievement to

which we pay our respect.

® We believe Rinnai has a robust business with a sustainable competitive advantage and we agree with its
management’s long-term strategic vision for the company. Improving the quality of life of the consumers
around the world and helping resolve global environmental problems are essential social issues which Rinnai

products can address.

® However, because of our concerns outlined in this presentation, we have requested for the company to perform
a fundamental review of its capital policy. Based on a series of discussions with management, we realized a lack

of focus on managing the company’s cost of capital.

® We believe that leaving the company’s current share price and balance sheet as they stand not only is
dishonorable for the management, but also increases the risk of being acquired by another company (in fact, a
European company undertook a series of purchases to acquire almost 20% of Rinnai in 2008), exposing all

stakeholders to risk. Therefore, we present this material publicly to share our concerns with other shareholders.

Dalton



Dalton’s understanding of Rinnai’s business

® A primary sales driver of the Rinnai’s cash-cow water heater (useful life is approximately 10 years) is
replacement demand. Rinnai has a stable business which has been profitable every year on both a stand-
alone and consolidated basis since the company’s foundation.

® Rinnai’s products remain leading technology proven by its leading share in various regional markets.

® The company has a high level of cost competitiveness earned through rationalization and insourcing of
manufacturing process which the company has been carrying out intensely since the 1970’s.

® Overseas sales account for a half of total sales, and expectations are for steady sales growth as the
products are both energy efficient and convenient.

® The domestic market is an oligopoly made up of several Japanese companies, given the barriers to entry
are high for new entrants due to strict safety standards. A shift to high-value-added products driven under
the current management is expected to come to fruition at full scale going forward.

® Similar to many other Japanese companies, as a result of lean management, the company’s order backlog
has been increasing due to the effect of global supply chain disruption.

Dalton



Dalton’s understanding of Rinnai’s issues

We understand the need for required cash on the balance sheet; however, the

appropriateness of the current high levels seems questionable.

The current capital policy assumes all capital needs are financed by shareholders’ equity (ie.,
cash) which has the highest cost of capital. Management does not seem conscious of this

cost of capital.

Because of Rinnai’s robust cash generation ability, cash is expected to continue pilling up
under the current capital policy, and therefore, capital efficiency is expected to continue

deteriorating.

There is no commitment in ROE.

Dalton



Is the current level of required cash, which accounts for a half of net assets,
appropriate?

Rinnai sets a level of required cash under the current capital policy. We believe it is nothing short of

excessive, as it accounts for 36% of total assets and 53% of shareholders’ equity.

- Recovery costs and employee compensation in
event of large-scale disaster
- Funding for growth opportunities, such as M&As

¥180.0 billion Seems redundant given high working capital
The rationals for the amount is not detailed or clear
Disaster preparedness } Has the company implemented a risk hedge such as
and response funds earthquake insurance, etc.?

¥70 billion

2 months of sales should suffice if the company sets aside
Working capital disaster preparedness and response funds of JPY 70 billion
¥{1|E1q0u:::gllgr11tyt%n } The amount is 3 months of the target sales in 5 years;
3 months of sales) however, the amount should be based on the sales target
of more recent year (ie., in 2-3 years)

Source: Earnings presentation materials

DaltonInvestments



Does Rinnai need to utilize shareholders’ equity for all capital needs, while
alternative financing with below 1% cost of capital are available?

T e Al Financin CosAtszlf”(‘:‘aeo:tal
during Mid-term Business Plan (Yioom) & (%) -
(v}
Disaster Preparedness and Response 700 Equity (Cash on Hand) 8
Working Capital 1,100 Equity (Cash on Hand) 8
Necessary Investments for Basic Scenario 800 Equity (Future CF) 8
Growth Investments, Strategic Spending .
- E F CF
(Carbon Neutrality Investments) >00 quity (Future CF) 8
Undecided Growth Investments, Strategic
Spending (The remaining budget based on .
. . : ~ E F CF
the upper limit of Y125B set in the business 750 quity (Future CF) 8
plan)
Proposals
Utilization of Borrowing such as Bonds
Establishment of Commitment Line
Source: Earnings presentation materials (Credlt Line by Bank)

Note 1) Estimated based on assumed interest rates of bonds such as SDG bonds

DaltonInvestments



Based on a peer’s debt-to-equity ratio of 20%, we believe that Rinnai can
borrow about JPY 70 billion without any issues

Rinnai AO Smith
20,000 Debt (Y mil)  ——@=Debt Equity Ratio% (rhs) 30 200 Debts (S mil)  =—e=Debt Equity Ratio% (rhs) 45
45,000 450 40
40,000 25 400 35
Average
35,000 20 350 30
30,000 300 -
25,000 15 250
....... 20
20,000 1 200
1 0,
15,000 Assumed interest rate <1% 10 150 15
10
10,000 100 .
5 Weighted-average Interest Rate 2.6%
5,000 50 5
0 o—0 o o e O 0 0
% SR 6 S WO 0 A A W > Y 5 6 1 ® S N
<<{5\0' v(\(h\X ((\(5\& ?(5\\’ ?\3\& ?O\X v(\(’,»\X ((\(5\& ?(5\7' Q\(b\”’ ?{X’L\x (;07/\& ‘;{@\x ?01\& ?{@\X (,s(ﬂ\x @{@p ?{X’L\x @{@\x ?{X’m’
30 —@—ROE%  +--@ - Equity Ratio% (rhs) 80 35 —@—ROE%  +--@ - Equity Ratio% (rhs) 80
25 T @@ O O 30 70
co@e oo
[ 0 60 60
25
20
50 50
20
15 40 40
15
30 30
10
10
20 20
5
10 5 10
0 0 0 0
A W) &) N S 6 1 ® o) N
Q@\Q v(@\V’ Y\ro\*u ds\f’ Y@\XQ’ ds\ﬁ ((@\*?’ ¢{3\@ v(@\"‘Q ?{3\7} ?{@\x dﬁ\x d@\x ?01\& d@\x ?{@\” dﬂ\x ?‘@\x dﬁ\x d@\l
. Source: Rinnai’s annual filing, AO Smith’s annual filing, Bloomberg
DaltonInvestments

Note 1) Estimated based on assumed interest rates of bonds such as SDG bonds
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While Rinnai has robust cash generation ability, the company lags behind

its peer and TOPIX significantly in Total Shareholder Return (TSR = stock
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The market’s low evaluation (Price-to-Book Ratio) is attributable to the
relatively low level of Rinnai’s ROE
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Among the components of ROE, we understand that Rinnai is engaged in
improving the profitability; however, enhancing the efficiency of the
balance sheet remains an area for improvement

ROE %

M| Rinnai AO Smith

20.3 21.8
10 Yr Avg 5YrAvg
Net Profit Margin % Asset Turnover x Leverage x
B Rinnai AO Smith M Rinnai AO Smith HE Rinnai AO Smith

7.0

10 Yr Avg 5YrAvg 10 Yr Avg 5YrAvg 10 Yr Avg 5YrAvg

Source: Rinnai’s annual filing, AO Smith’s annual filing, Bloomberg
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The primary reason for the inefficient balance sheet is the idle financial
assets which have been piling up over years
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Source: Rinnai’s annual filing, Bloomberg

Note 1) Net financial assets is calculated as a sum of Cash, Short-term Securities, and Long-term Securities (excluding Investments in Equity Affiliates), less Interest-bearing Debts.

FY3/12

FY3/13

B Net Operating Assets

DaltonInvestments

FY3/14

FY3/15

FY3/16

1
mm Net Financial Assets

FY3/17

FY3/18

Shareholders’ Equity Composition and ROE%

FY3/19

—e—ROE% (rhs)

FY3/20

FY3/21

14

19 g e
Denominator

of ROE

10 . [Y RELLLELEELELEELY

8 #

i

6

Denominator
: of ROIC :
uus Jestrrrm et

.
.
.
L300t
L3P
LSort
%t

Y

11



A low ROE is accounted for by the company’s continuous allocation of
shareholders’ equity to financial assets, not reinvesting cash to its business

Share Price Composition (JPY) R
10000 { (D capital market accesses the value of
: Rinnai’s net financial assets by
9000 : discounting it
8000 : .. . .
: @ Rinnai’s enterprise value is
7000 : significantly undervalued, compared
: with its peer
6000 R
5000 A
4000
ELVVEEEEE [ | O
AO Smith
2000
EV/EBITDA
1000 14.6x
0
Net Financial Assets per Share EBITDA per Share (FY22/3 Fwd)
Share Price (3/14/2022) Enterprise Value per Share

Source: Rinnai’s annual filing, AO Smith’s annual filing, Bloomberg
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The cost to finance by equity is ~ 8% per annum

® The Japan Corporate Governance Code requires companies to articulate their earnings plans
and capital policies when establishing and disclosing business strategies and business plans,
and to present targets for profitability and capital efficiency after accurately identifying the

company’s cost of capital.

® Also, “the Ito Review” published in 2014 by the Ministry of Economy, Trade and Industry

presents the following:

~ ...the first step in receiving recognition from global investors is for a company to commit
to achieving a minimum ROE of 8%. Companies should further strive to achieve a higher

ROE appropriate to their specific business and that will contribute to sustainable growth.~

® Given that Rinnai aims to achieve ROIC of 19% in FY3/26, the company should target a

reasonable level of ROE, utilizing an appropriate amount of leverage.

Dalton
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Our proposals: Disclosure of target ROE and a revision of the current
capital policy

To increase its long-term equity value through optimal capital allocation, Rinnai

should implement the following two actions first:

® Disclosure of target ROE

® Share repurchase of JPY 47 billion' based on the excess cash as of December 31, 2021

Additionally, we propose the following three actions as a future agenda:
® Reevaluation of the level of required cash

® Utilization of borrowing such as bonds

® Increase of Total Payout Ratio from the current 40% for the remaining period of the mid-

term business plan

Note 1) The amount was calculated as net financial assets as of December 31, 2021 less required cash of JPY 180 billion set under the current capital policy.

Dalton
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Pro Forma estimate of the effects of a share repurchase

1 2
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Pro Forma estimate of the effect of a share repurchase (Cont’d)

Vo Shareholders’ Equity Composition ® Same assumptions as the last page.
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Conclusion

For management, capital allocation is a responsibility that is equally important as/or
more important than business operations. In addition to the detail proposals
described previously, we request that Rinnai management run the company by

bearing in mind the below:

® For publicly listed companies, shareholders’ equity including retained earnings, same as

debts, should be considered financed
® The cost to finance by equity is about 8% per annum

® Does a company need to utilize shareholders’ equity for all capital needs, while alternative

financing with below 1% cost of capital are available?

® A company can conduct investments in its own business and share repurchase

simultaneously. Share repurchase is also an investment

® Effective share repurchase programs should be based on a pre-determined target price, and

conducted in steps over time

Dalton
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