[First Arrow]
Dispel the deflation mindset
Aggressive
monetary policy

[Second Arrow]
Ignite the dampened economy

cal p

[Third Arrow]
Restore the confidence of companies and
people, and change
“expectation” into “action™
New growth strategy
“Japan Revitalization Strategy”

Revival of Japanese economy Exit from deflation

The administration aims to achieve
an average 3% nominal GDP growth and 2% real GDP growth over the next ten years.
This is expected to increase the per capita r inal gross i i (GNI)
by no less than 1.5 million yen in ten years.




Sharpening the Third Arrow

PM Abe has produced the biggest electoral landslide victory since PM Koizumi in Sept 2005,
putting the LDP solidly in charge of both houses for 3 years.

PM Koizumi’s big win set off a two year bull market. PM Abe’s victory could as well.

Abe’s Third Arrow needs sharpening. Foreign investors, who have driven the out-performance of
the TOPIX globally—now fear that the Third Arrow is dull, not sharp.

Raising the consumption tax will take ¥7 trillion off growth next FY. The expected corporate tax cut
will add back only ¥1.2 trillion. The math is not complicated....

Abe promises more pork barrel stimulus but that has never worked. Japan needs sustainable
growth engendered via structural reform, total tax reform, and supported by monetary easing,
more than another fiscal shot in the arm. Japan should follow the Korean-German reform example.

The key metrics for success are boosting asset reflation, productivity growth—capital, labor, and
total factor— and nominal GDP growth. Monetary easing is only a supporting element.

The Yen is the single biggest determinant of successful reflation and recovery in capital
expenditure, asset markets, and overall confidence and remains at least 15% overvalued.

TPP, deregulation, corporate tax reform, introduction of ISAs, gift tax reform transfers, recovered
corporate confidence, and additional stimulus in the fall can potentially trigger a bull market in 1Q
2014, despite fiscal headwinds (including consumption tax).

Key risks are consumption slowdown, Syria crisis triggering Middle East war (and oil shock), China-
NK tension, 10% cap gains tax increase on TSE, ISA selling at year-end, and JGB bubble bursting.

Abe may turn more nationalistic in 2014 if economic reforms fail to bite. This will affect China and
North Korea primarily. He is not anti-ROK.
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Japan's Lagging Growth Continues
10
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—— CLI GROSS DOMESTIC PRODUCT GDP YEAR ON YEAR GROWTH RATE : South Korea
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—— CLI GROSS DOMESTIC PRODUCT GDP YEAR ON YEAR GROWTH RATE : United States

Source: Thomson Reuters Datastream




Japan labour cash earnings growth

Twelve-month percentage changes
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Average monthly earnings (3-mma)
Average contractural monthly earnings (3-mma)
Source: Thomson Reuters Datastream




The 5 D’s: Determinants of Growth

Deflation
Demography
Deregulation
Debt

Declining hope




Reversing Asset Deflation is Key

Nikkei 225 Stock Index
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in milions

Japanese Potential Driving Population
Ages 20-75 (wmiddle Projections, 2012)

100

| DEMOGRAPHY MATTERS

92 ( \

38 89.3 million in 2013

5i o 75.8 million in 2032
-13.5 million = -15%

0 \ J

76

|
” \ - Age 20-64 falls faster ] |
68 —_—
64 ‘ ;
60 /
- 89.3 million in 2013
- | 83.8 million in 2022
- | -5.5 million = -6% |
ol 9 91.7in 2000 =-9% )

40 e T A T T AT T

&} 8 o O
Slide from Michael Smitka



Workforce in Decline

Japan Employment Level Japan Participation Rate
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Japan: Marginal Efficiency of Capital and GDP Growth

Marginal efficiency of capital: total economy (Change in GDP at constant market prices of year T per unit of gross fixed capital formation at constant prices of year T-.5.)
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Declining Corporate Fundamentals

Japan Operating Profits, Manufacturing

Profitability: declining since 200
Devafuation and fiscal stimulus ¢
glve profits a short-term boost,
but major corporate sector

4 | reformis required for anything
more significant or durable.
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Financial Mt. Fuiji:
Government Debt Mountain

Japan Debt Dynamics

Gross Debt to GDP Ratio %
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Table 1: Four Debt
Scenarios

Nominal GDP Growth
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Primary Budget Surplus Avg. Interest Rate on

Rate (+) or Deficit (-) o/s National Debt
Current Trajectory -1% -5% 1.6%
MOF’s Dream 4% 2% 3%
Japano-Stagflation 0% -4.5% 4%
Super Inflation -2% -6% 8%
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Reversing Japan’s Decline won’t be Easy

Japan: Deflating GDP
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Japanese nominal GDP today is 12% lower than it was in 1998! 13



Can Abenomics Stop Japan’s
Economic Decline?

Soaring stockmarkets

Tl] e : Obama’s Syrian dilemma
E C 0 ]] O rrl l S t Hope at lastin Palkistan

Containers: thinking inside the box

Psychiatry on the couch
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IT'S JAPAN!
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The Economic Backdrop for Abemonics

Key points of the Basic Policies for Economic and Fiscal Management and Reform
Economic and fiscal policy management and its basic strategy for “a new decade of revival”

OThe “three-arrows” strategy or “Abenomics”, whose components work to complement each other, has been implemented in an
integrated manner. This has already significantly changed market expectations. The real economy is also picking up. The Basic
Policies presents macroeconomic vision and the path to be followed to achieve that vision.

OThe government is committed to

measures stated in the Basic Policies. It aims to end deflation as early as possible and rev 5 €
presents the economic and social vision that Japan should pursue through the implementation of policies.

the steady and persistent implementation of the é;rowth strategy, as weIITas griority policy
revitalize its economy. The Basic Policies

20 years of stagnation |—

A new decade of revival

+ Long-lasting economic stagnation
and deflation ‘

+ Delay in actions to adapt to

[A strong Japan, a strong economy, and a high quality of life with safety

and security

* An economy and society that guarantees free and fair competition
and open economic environments, equipped with great attractiveness

1st arrow: Aggressive monetary
policy

structural changes
Negative interaction between

to the rest of the world:

a high quality of life;

macroeconomy (business
conditions) and microeconomic
aspects (structural issues)

* An economy and society that includes a diversity of players and
enerates dynamism and innovative ideas; and
* An economy and society that is sustainable in the long term

[Macroeconomic vision that Japan should aim for]

2nd arrow: Flexible fiscal policy

leading to further deterioration
* High level of public debt, etc.

g * An economy and society that offers everyone opportunities to achieve

+ Labor productivity growth by 2 percent or more in the medium to long-
term, with a faster increase in wages than prices
*» Growth of GDP by around 3 percent in nominal terms and by around

+ Nominal GDP growth: -0.2%
* Real GDP growth:  +0.8%
+ Real GNI growth: +0.6%

2 Juercem in real terms, with a higher growth to be set for the late
3rd arrow: Growth strategy that 2010s. }Jnder the comfitions specifie atboveil. itis e)épected tg\at :
: : nominal gross national income per capita will grow by more than
promotes private investment percent I% the medium- to Iong-{)erm, r%sulunggln the Yncrease ot1.5

million yen or more in 10 years.

x

Three positive cycles to be fulfilled

growth strateg

proved macroeconomic [ - 1> mprovemen in [" g \ /,
environment ! G*\ corporate profits . {l R .
Corporate activities help \\\ /7" Containing risks of hike in the long- \\\
/ improve macroeconomy. \ ;‘? term interest rates; Promoting the \
| \ Expansion - . Cxpansion i increase in consumer spending
ot Realizing sustainable of [ and investment
Improvad macroaconomic | consumption grOWth investment
\ conditions help compa_nies \}\ Further fiscal consolidation ~ /
\ make firm decisions. /? <—D \ through higher tax revenues, etc.
plementation ¢ . T x
/ K L:l Increases in jobs and income / \\

Fiscal consolidation " //

Japan Cabinet Office
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Deflation and the Monetary Base « 1.000
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Japan inflation and wages

Twelve-month percentage change

Only slight
effect on
CPI so far
fA_" VN
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— CPI CPI less fresh food
Negative real pay
Source: Thomson Reuters Datastream / Fathom Consulting
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The Yen Liquidity Trap

The Yen-Dollar Exchange Rate and the Output Gap
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Deflation, Deflating Nominal GDP, and the Yen Go Together
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Nikkei 225 vs. Yen-Dollar: The Yen Drives the Nikkei
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Yen, Won, and Euro vs Dollar since 2007
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Endaka & Japan Export Competitiveness

Japan trade balance and Yen-Dollar
JPY, billions
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Enyasu not Yet Reflected in Japan Trade Balance

1500 - 130
1000 120
500 .................................... 110
0 100
-500 [ 90
1000 | 80
500 L 170
2004 2005 2006 2007 2008 2009 2010 2011 2012
— VISIBLE TRADE BALANCE - CUSTOMS BASIS : Japan JAPANESE YEN TO US $ : Japan (RH Scale)

Source: Thomson Reuters Datastream




Enyasu Negative:
Dependence on Energy Imports Rising

Japan: Import Value by Type Japan: Electricity Production
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Second Arrow: Fiscal Stimulus:
Will this time really be different?
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e

Fiscal stimulus didn’t sustainably kick
personal consumption into gear—ever...
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The Third Arrow: Hoping for the
Consumer and Capex Recovery

Contributions to Japanese GDP growth

Quarterly percentage points (annualised)
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Consumer Confidence = GDP Growth

Japan consumer confidence and Nominal GDP, Hand in Hand
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Consumer not Deterred by Wages

Japan average monthly wages

Twelve-month percentage change x 1,000
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Japanese Household Cash Mountain

Composition of Household Financial Assets
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Introduction of ISAs

“Individual Savings Accounts (ISA) have already reached 1.5mn
applications, at Y1Imn per account = Y1.5 trn ($15.7bn) set to hit the
markets in early January. The accounts will be opened by October and ready
for investing in January 2014.

ISAs to be funded by new cash transfers since existing trust investments
(mutual funds) cannot be transferred to an ISA. This will be repeated each
year, YImn per account per year, for the next 5 years.

The big kicker is for the government to finally change tax rules to allow for
the netting off of financial asset gains and losses.” (Arif Imam, ML)

Exhibit. Overview of Japanese ISAs

Tax-free treatment of dividends and capital gains from assets in ISA

January 2012*, when the reduced (10%) tax rate on dividends and capital gains from investments in publicly traded equities
will be abolished (ISAs may be opened during the 3 years through 2014, with tax-free treatment extending for 10 years)

Eligibility is limited to Japanese residents aged 20 or older (as of January 1 of the year the ISA is to be opened)
Publicly traded equities, equity investment trusts

¥1 million per year

Individuals may open one ISA per person per year at a financial institution (e.g., bank, securities brokerage)

Assets may be withdrawn tax-free at anytime

*The application period for opening an ISA in a given year is from October 1 of the previous year through Septernber 30 of the year.

Graphic of Japanese ISA

One account per individual 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

Ferlyear, annual contribution (
imnit of ¥1 million \

Cumulative contributions |
limited to ¥3 millioninupto | |
3 accounts _ _ ] _

Tax-free treatment extends for up to 10 years

Source: NRI, based on Financial Services Agency and Government Tax Commission data



Gift Tax Reform

* “In March, Japan enacted a gift tax reform, which included
an important exemption: from Apr 2013 to Dec 2015,
grandparents can open a tax-free educational trust fund of
up to ¥15,000,000 tax (S150,000) for each grandchild. In
order to use the fund, parents need to submit a receipt,
i.e., a lump-sum withdrawal is probably difficult. In any
event, in just three months after the enactment, major
trust banks have opened accounts totaling S1.25b. As more
people become informed/interested in educational trusts,
we believe $20b or more of wealth will be transferred
from grandparents to their grandchildren, which could lift
consumer spending by reducing financial obligations for
education on the grandchildren’s parents.”

Jaewoo Nakajima, ISl



Japanese Equities: Cheaper than they Look

Table 1. PEs of Japanese and US Non-financials as at 31" March 2011 as

Published and Adjusted for Differences in Accounting.

(For details of calculations and sources, see Report No. 401).

Japan US
PE as published 17.65 17.43
Depreciation as % of earnings 188.7 64.2
PCE as published 6.11 10.62
PE adjusted to US accounting with tax adjustment (A) 12.60 17.43
PE adjusted to US accounting without tax adjustment (B) 8.87 17.43

33
©Smithers & Company, London



Tankan Pointing to Capex Recovery
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TOPIX also Points to Capex

Japanese investment and the TOPIX

JPY, trillions 2005 prices
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Yen Weakening Augurs well for Cap Ex

Yen-Dollar vs. Japanese investment

JPY, trillions 2005 prices
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Yen vs. Capital Formation
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Threats to the Recovery
China Crisis & The new Muddle East
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The China Factor in Japanese Industrial Production
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The China Factor in Japan Trade
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Chinese GDP Growth Y/Y and Japan Implied GDP Price Deflator
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Chinese non-performing loans

Per cent of GDP (projected based on same NPL levels as Japan 1990s)

Someday China’s real estate bubble will burst and
the impact of the banking system will be profound
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“For the first time, in modern history at least, Asia’s military spending is
poised to overtake Europe’s...China is doubling its defence budget every five
years and India has just announced a 17% rise in spending this year, to
about $40 billion.” Economist, March 24, 2012

Chinese Defense Spending
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2012 PRC Defense Budget = $108.4 bilion
(US $1 = 8.297 RMB)

800

—®—Source: 2010 Statistical Yearbook; 2010
Defense White Paper; Xinhua

700 ~@- Source: Defense White Papers; Xinhua/
China Daily News Articles

=&=Source: SIPRI
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China is not a status quo power. It
will seek to dominate the South China
100 Sea as the U.S. has dominated the
Greater Caribbean Basin
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Year inssblog.wordpress.com/2012/03/26/chinas-2012-defense-budget-steady-as-she-goes/



South China Sea Incidents Rising
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The Growmg Clash in the Muddle East
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“AS THE influence of the United States in Baghdad wanes, that of Iraq’s three beefiest
neighbours—Iran, Saudi Arabia and Turkey—has begun to wax. All three fear lest the

vacuum left behind be filled by a regional rival.”

The Economist, “Irag- A Regional Cockpit,” 19 Nov 2009.
Syria crisis could be the doorway to Sunni-Shia region-wide conflict.....
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What forces and scenarios could set the free world back?

War:

Historically wars have had the greatest impacts on global
economic conditions and broken long cycles

War is the most likely of the most impactful forces but
often hardest to foresee.

Potential scenarios:
Syrian war turns in Gulf-wide conflict: Sunni vs. Shia
Israel vs. Iran — Gulf Conflict = “"Muddle East Meltdown”
“Implosive Conflict” on the Korean peninsula
South China Sea - Chinese “"Monroe Doctrine” vs. US/Japan
India vs. Pakistan nuclear war
Catastrophic cyber attack




US Hegemony Under Stress:

Free trade system in decay
Global financial status diminished
Declining use of the dollar
Bulging fiscal imbalances

Anemic economic recovery compared to norm

THE SHTURDHY

Involvement in long, costly wars POST

Fraying alliance systems in Europe and Asia
Increased isolationist thinking

Rising strategic rivals in Asia and Middle East
Shrinking US naval power

— T Sy T OURTH

Similarity to post WWI interwar era

September 27, 2013 48



Previous War Shocks to the Long Financial Cycle
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The US economy still runs on ol
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Gasoline and Confidence Go Together
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US Real Change in Crude Prices vs. Real Change in GDP
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North Korea threatens to deploy nuclear warheads on its
missiles, setting off a possible nuclear arms race in NE Asia

North Korea’s growing stockpile of highly enriched uranium
is sufficient to manufacture dozens of weapons

There is no internal need for HEU bombs, there is a
sufficient plutonium bomb arsenal. HEU is for sale...

North Korea and Iran signed a Science and Technology
Treaty on September 1, 2012. Attending the ceremony was
the head of the Iranian Nuclear Program and the Chief of
Staff of the Revolutionary Guard.

The last time North Korea signed a Science and Technology
Agreement it was with Syria in July 2002, marking the start
of development of the Al-Kibar facility....




Conclusion

Monetary policy is the only Japanese arrow hitting the mark.

Fiscal stimulus has failed to trigger sustainable domestic
demand before and likely will again. Deregulation, TPP, etc.
wont fill the growth gap in FY 14 created by the consumption
tax. A large corporate tax cut is essential in FY14, not FY15.

Despite much hype, the Third Arrow needs to be significantly
sharpened to be successful. For investors, Abenomics is really
just a Yen-dollar trade unless and until we see TPP, structural,
and tax reform.

Japan should follow the ROK liberalization and German
Schroeder reform examples....

Abe should focus onE [E before 5& . He may choose &£
as a substitute if his Third Arrow fails to hit the mark.




