IS JAPAN ‘BACK’?

Japan Society of Northern California/Federal Reserve Bank of San Francisco, May 9t 2013




“It is the one sphere of life and activity where victory, security and
success is always to the minority and never to the majority. When you
find any one agreeing with you, change your mind.” Keynes, speaking of
Investment, 1937
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SUMMARY

o Causes of Japan’s “Lost Decades”
o First — Strategic irrelevance post-1989

o Second — early ‘9gos headwinds strong in proportion to the size of
the bubble

o Third - 1997-2012- persistent macro-economic policy mistakes.
o No insuperable “structural problems
o Last headwinds dropped to nothing in 2009
o Senkaku spat marks Japan’s recovery of a strategic role
o “Abe-nomics” represents reversal of the mistakes of 1997-2012
- Anyway, monetary policy has actually been loose since 3/11
o Deflation may already be over
o PM Abe may just be “in the right place at the right time”

o Both the initial, long period of error and its reversal echo the
'30s.
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WHAT ACTUALLY HAPPENED?

Is Real Life lived in Real or Nominal Numbers?

Year Nominal GDP Population Nominal GDP/head Real GDP Real GDP/head

(Y mil) (Thou) (Y mil) (Y mil) (Y mil)

1995 501,707 125,570 4.00 455,460 3.63

2000 509,860 126,926 4.02 474,847 3.74

2005 503,903 127,768 394 503,921 394

2010 482,384 128,057 3.77 512,364 4.00

2011 470,623 127,799 3.68 509,450 3-99
Period Nominal GDP per Capita Real GDP per Capita

Change 1995-2011 -7.8% 9.9%

2000-2011 -8.3% 6.6%

Note: GDP for Fiscal Years, Seasonally Adjusted; Population estimates as of October 15t

Source: Econostats, Statistics Bureau, Milestone Asset Management
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WHAT ACTUALLY HAPPENED?

Policy the Key to the Story of the Bubble
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WHAT ACTUALLY HAPPENED?

Policy Error the Key to the Story after the Bubble
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WHAT ACTUALLY HAPPENED?

Another, very different, Narrative — All about Strategic Position
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“Even apart from the instability due to speculation, there is the instability
due to the characteristic of human nature that a large proportion of our
positive activities depend on spontaneous optimism rather than
mathematical expectations, whether moral or hedonistic or economic.
Most, probably, of our decisions to do something positive, the full
consequences of which will be drawn out over many days to come, can
only be taken as the result of animal spirits — a spontaneous urge to
action rather than inaction, and not as the outcome of a weighted average
of quantitative benefits multiplied by quantitative probabilities.” Keynes,
The General Theory of Employment, Interest and Money, 1936
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WHAT IS “ABE-NOMICS”

o Do we know what it 1s?

o Not really, but the fact that it is seen as a “-nomics” is an
unconscious admission that it is relevant to the economy

o Contrast with Koizumi — who was of no relevance
o Could it be an “cover band, reprising the LDP’s greatest hits”?
o No. Something new, but echoes of the past are strong
o Isit any more than a currency policy?
o Yes, but not much more
o Isn’t that enough?
o Yesitis, so let’s forget irrelevant chit-chat about “reform”
o Butisn’t it also little more than a case of “political luck”
o Largely, but not entirely so.
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BANK RESERVES HEADING FOR DOUBLE THEIR 2007 PEAK

Easing has its Roots in Tragedy - the Tohoku Tsunami. Just as in 2003-7 real effects lagged...
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Source: BoJ, Bloomberg, Milestone Asset Management
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“TRIED AND FAILED” — AUSTERITY FAILED, NOT SPENDING

Proactive Fiscal Policy used only Twice — and it “worked” when tried
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4% OF GDP ‘MONEY PRINTING” GAVE US THE ‘o5 RECOVERY

Monetary policy works with long and variable lags
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THE YEN IS KEY

60.0%

50.0%

40.0%

30.0%

20.0%

10.0%

0.0%

-10.0%

-20.0%

-30.0%

Yen over/under-valuation vs OECD Purchasing Power Parity Estimate

Source: OECD, Bloomberg, Milestone Asset Management
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INFLATION COULD BE EASY TO PRODUCE

Labour costs competitive: US and Japan now the cheap, developed, places to produce

Minimum Wages (per hour)

In USD

Shanghai 2.28 (actual)
HK 3.87 (actual)
US 9.00 (proposed)
UK 0.50 (actual)
France 12.35 (actual)
Japan Y744 (nationwide average)

US$7.67 (at current FX)

Source: National labour data, OECD, Bloomberg, Milestone Asset Management
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OLD INFRASTRUCTURE = MORE SPENDING = HIGHER WAGES

One third of construction workers now over 55

B EMEEFTO ERRERE I HE SEEMEFRICES IBNEREFDOES
(2011 )
68573 A
9.8%
77 (11.2)
87%
8.0%
130 (19.0) 497 F A [1 524 7.8% 7 6%
23 (4.8) 6.9%

131 (19.1) 84 (16.9) « 25~345%

128 (25.8) |« 35~44% 47%
182 (26.6)

00 (19.9) |«45~54%

124 (18.1) 120 (24.1) [« 55~643%

41 (6.0) 43 (87) |« 658mLIE
19074 20114 BEEE (5~248 05~348 35~44% 45~5AF 55~64F G5B

GE) 1. () PR

2. 2011 E Ol QBB ST, T o

Source: Ministry of Land , Infrastructure and Transport

5/8/2013 15 MAM



INFLATION-ADJUSTED JGBS THINK DEFLATION IS OVER

Implied break-even inflation rate (5-year) on Inflation-adjusted JGBs
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HOW MUST STIMULATION WORK? KALECKI SHOWS US HOW

Kalecki’s Profit Equation: Total profits = the sum of the consumption of capitalists & net
investment & the public deficit & the net external surplus minus the savings of workers
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HOW MUST STIMULATION WORK? KALECKI SHOWS US HOW

Kalecki’s Profit Equation: Total profits = the sum of the consumption of capitalists & net
investment & the public deficit & the net external surplus minus the savings of workers

If it isn’t the interest rate alone that equilibrates savings and investment there is a function for
other factors

This opens up a role for, for instance, Tobin’s ‘Q’ arbitrage and for “animal spirits”

In Japan’s case, net investment (investment less capital consumption (economic depreciation))
has fallen consistently since the onset of deflation and is now negative

A rise in investment is actually a ‘good thing’ when your starting point is capital consumption
(let’s glide over the data quality complications...)

Raising dividends would also be a ‘good thing’ for profits because it would increase the income of
capitalists

Implication is that ‘Abe-nomics’ will really work by stimulating the non-salariman portion of the
country — it is inherently redistributionist.

The issue is how long the essentially non-capitalist salariman will consent to give up the gains he
has made in relative terms over the past 16 years.
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“It is astonishing what foolish things one can temporarily believe if one
thinks too long alone, particularly in economics.” Keynes, The General
Theory of Employment, Interest and Money
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DO RATINGS AGENCIES HAVE ANYTHING TO SAY?

Or Are They Inadvertently Admitting that Deflation, Not Spending, is the Issue?
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JAPANESE ARE NOW "POOR"

A “Salariman’s” “Pocket Money” has halved in 20 years
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WHAT MIGHT HAVE BEEN......

110 Trillion Yen of GDP Gone Missing = Depressed Tax Collections
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DID JAPANESE SUDDENLY BECOME “TAX CHEATS” IN ‘96?

What changed was Deflation, not “Tax Evasion”

% of Corporate Sector's Sales represented by Loss-making Companies
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LOSSES OF LOSS-MAKING COMPANIES 4% OF GDP
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12% DECLINE IN WAGES LEADS TO 40% DROP IN TAX

Income Tax Withheld at Source on Regular Wages
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CRUMMY ECONOMY = SPENDING UP & TAXES CRUSHED

FY 2011— Spending at deflationary period highs, revenues at secular lows

% of Nominal GDP, Fiscal Years

1997-2011 Last year
Average High Low Actual
Total Expenditure (As declared) 17.60% 21.30% 15.30% 21.30%
of which:
Interest Payment 1.70% 2.10% 1.40% 1.70%
Social welfare 4.30% 6.30% 3.00% 6.30%
Local Gov. Tax Grants, Special Grants and others 3.30% 4.10% 2.60% 4.10%
All Other Expenditures 8.30% 10.10% 7.20% 9.20%
Actual Total Expenditure less Interest Costs 15.90% 19.70% 13.20% 19.60%
Tax and Other Revenue in Total 9.40% 10.50% 8.20% 9.10%
of which:
Income Tax 3.10% 3.70% 2.70% 2.80%
Corporate Tax 2.20% 2.90% 1.30% 2.00%
Consum ption Tax 2.00% 2.20% 1.80% 2.20%
Other revenues 2.00% 2.30% 1.90% 2.10%
Re-Stated Central Government Surplus/Deficit -10.50%

Source: MoF, Milestone Asset Management
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BETTER ECONOMY = SPENDING DOWN & TAXES UP

Let’s remember that just as inflation is a “tax increase” so deflation is a “tax cut”

Hypothetical Case "Reflation Works"
Total Expenditure (As declared) Assumption Assumption
of which:
Interest Payment 3.40% Double FY2o011 4.00% 2.35x FY2011
Social welfare 4.50% Return to Mean 3.00% Fall to lows
Local Gov. Tax Grants, Special Grants and others 3.50% Return to Mean 2.60% Fall to lows
All Other Expenditures 8.75% Return to Mean 7.20% Fall to lows
Actual Total Expenditure less Interest Costs 20.15% 16.80%
Tax and Other Revenue in Total 13.00% 16.50%
of which:
Income Tax 4.60% Pre-deflation Average 5.80%  Rise topre-deflation highs
Corporate Tax 3.50% Pre-deflation Average 4.80%  Rise topre-deflation highs
Consum ption Tax 2.00% Average post-1997 2.20% Rise to pre-deflation highs
Other revenues 2.90% Pre-deflation Average 3.70% Rise to pre-deflation highs
Re-Stated Central Government Surplus/Deficit -7.15% -0.30%

Source: MoF, Milestone Asset Management

5/8/2013 27 MAM



SOCIAL SPENDING: NO LINK WITH “DEMOGRAPHICS”

Year-on-year (FY) Change in Central Government “Social Welfare Expenditure”
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Source: MoF, Milestone Asset Management
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THE GROWTH PROBLEM IS NOT “DEMOGRAPHICS”

Growth and Population Change in 147 countries over the last 30 years - No Relationship
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RELAXING OR LAID OFF? BECOMING A “NORMAL” COUNTRY

Japanese Working Hours — Steep post-Bubble Decline; Now at OECD Average
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Source: OECD, JP Morgan , Milestone Asset Management
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NUCLEAR POWER - SCARE STORIES TO BE IGNORED

Conventional sources of generation more or less cover Japanese power needs

Output (mn kWh)
Total Nuclear| Thermal Hydro Purchase
Peak non-nuclear
pre-quake 77,431 25,967 52,798 7,837 16,797
post-quake 90,344 17,083 04,445 7,239 18,660

Assumptions : Output roughly = demand < supply capacity

peak demand 96,173
Aug-07
Pre-quake nuclear peak 25,967
Peak demand less non-nuclear supply 5,829
Probable need for nuclear/nuclear capacity 22%
(= peak demand minus post-quake non-nuclear supply as a % of pre-quake nuclear output)

Source: METI, BAML, Milestone Asset Management
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LIMITATIONS OF BIG-COMPANY MANAGEMENT
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HAS THE EARNINGS UP-SHIFT ALREADY OCCURRED?

Trailing 10-year Average Real EPS since 1980
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20 YEAR DELEVERAGING REDUCES ROE

Deflation = Deleveraging

(x) Total Assets/Net Assets
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Source: Ministry of Finance, Morgan Stanley, Milestone Asset Management
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20 YEAR DELEVERAGING REDUCES CAPITAL EFFICIENCY

Renewed Rise in Leverage & Asset Turnover Requires the End of Deflation

1960s 1970s 1980s 1990s 2000S 20108
Average Average Average Average Average Average

ROE (%) 7.85 8.79 8.40 4.98 6.01 4.88
Net Margin (%) 1.7 1.2 1.4 1.4 2.5 3.3
Asset Turnover 111 120 129 97 89 78
Leverage Ratio 4.2 5.1 4.7 3.6 2.7 2.4
Scenario Analysis Assume
[Net Margin 3.30% |
Norm ROE
Asset Turnover 90% 95% 100% 105% 110% 115% 120%
Leverage (x)
2.75 8.17% 8.62% 9.08% 9.53% 9.98% 10.44% 10.89%
3.00 8.91% 9.41% 9.90% 10.40% 10.89% 11.39% 11.88%
3.25 9.65% 10.19% 10.73% 11.26% 11.80% 12.33% 12.87%
3.50 10.40% 10.97% 11.55% 12.13% 12.71% 13.28% 13.86%
3.75 11.14% 11.76% 12.38% 12.99% 13.61% 14.23% 14.85%
4.00 11.88% 12.54% 13.20% 13.86% 14.52% 15.18% 15.84%
4.25 12.62% 13.32% 14.03% 14.73% 15.43% 16.13% 16.83%

Source: Morgan Stanley, Milestone Asset Management
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BIG COMPANIES DO NOT USUALLY EARN A RETURN

The “Good News” is that Returns should go back towards the 2006/7 level; the “Bad News” is
that that will still only equal the Cost of Capital
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PRODUCTIVITY REMAINS A MACRO PROBLEM...

Relative Labour Productivity and the Stock Market
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..WITH MICRO ROOTS - BLOATED WORKFORCES

FY 2011 FY 2000
Workers Sales/Worker Workers Sales/Worker
(no.) (Ymn) (no.) (Ymn)
Hitachi 350,000 25.75 323,000 24.71
Toshiba 203,000 31.58 191,000 30.12
Mitsubishi Electric 114,000 31.85 117,000 32.37
Panasonic 348,000 22,22 290,000 25.13
Sony 168,000 42.69 190,000 35.25
Sharp 56,000 54.37 50,000 37.28
TDK 88,000 9.97 34,000 19.65
Canon 198,000 17.94 87,000 32.09
Ricoh 109,000 17.81 67,000 21.49
Nissan 159,000 55.03 136,000 43.84
Toyota 318,000 59.78 211,000 61.12
Honda 179,000 49.91 112,000 54.26
NTT 219,000 46.98 224,000 46.53
Kajima 15,000 87.89 19,000 92.23
Fast Retailing 33,323 24.62 1,853 185.74
Shiseido 32,595 20.94 24,495 24.36
Fuji Photo 81,601 26.88 37,151 37.73
Shinetsu Chemical 16,167 64.81 18,754 36.20
Fanuc 5,108 103.60 3,707 56.39
SMC 15,384 22.22 9,801 19.64
Komatsu 44,206 44.83 28,522 37.01
HCM 21814 37.46 9,503 33.85

Source: Bloomberg, Milestone Asset Management
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...AND SPECIFICALLY WHITE-COLLAR OVEREMPLOYMENT

How Gross Cashflow has been Used by Selected Major Consumer Electronics Companies (Averages)

A‘;?g;ﬁglg Depreciation SG&A R&D Interest Ot}(l)e; zgsr,lt; Tax  Dividend g::?lllﬁgsl Gross Cash Flow

Panasonic 10 years 11% 58% 21% 1% 7% 4% 2% -3% 100%
3 years 11% 60% 21% 1% 16% 4% 1% -14% 100%

Sharp 10 years 33% 28% 25% 1% 8% 5% 3% -3% 100%
3 years 39% 290% 26% 1% 14% 8% 3% -21% 100%

Sony 10 years 16% 50% 27% 1% -4% 7% 1% 0% 100%
3 years 16% 52% 26% 1% 1% 15% 2% -14% 100%

Philips 10 years 9% 62% 20% 3% -7% 3% 6% 4% 100%
3 years 7% 68% 17% 3% -2% 3% 7% -3% 100%

Siemens 10 years 10% 53% 18% 4% -3% 5% 6% 8% 100%
3 years 8% 46% 17% 1% -2% 8% 9% 10% 100%

Samsung 10 years 19% 40% 15% 1% -3% 5% 2% 20% 100%
3 years 19% 42% 15% 1% -4% 5% 2% 21% 100%

Apple 10 years 3% 25% 8% 0% -2% 18% 0% 48% 100%
3 years 3% 19% 6% 0% -1% 19% 0% 54% 100%

Hon Hai 10 years 13% 38% 11% 2% -5% 7% 7% 27% 100%
3 years 14% 42% 3% 1% -5% 6% 5% 23% 100%

Source: Citi Investment Research, Milestone Asset Management
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IMPORTANT DISCLOSURES

Milestone Asset Management Co. Ltd (the “Manager”) is the Investment Manager of the Ichirizuka Fund and the Investment Advisor to the Simplex
Milestone Small-cap Value Fund (together, the “Fund(s)”).

This information is for illustration and discussion purposes only and is not intended to be, nor should it be construed or used as, investment, tax,
ERISA, or legal advice, any recommendation, or an offer to sell, or a solicitation of any offer to buy, any securities, units or interests in any fund,
including an unit or interest in any private investment fund managed or advised by Manager, including the Fund(s).

Any offer or solicitation of an investment in the Fund(s) may only be made only upon delivery of the offering and subscription documents (the “Fund
Documents”) to qualified investors. Prospective investors should rely solely upon such Fund Documents in making any investment decision. An
investment in the Fund(s) is not suitable for all investors. This presentation has not been prepared for any particular investor or client or necessarily
for any particular type of investor or client.

Neither the Manager nor any of its affiliates, employees, agents or representatives are authorized to make (or, through information contained herein,
are making) any representations or warranties inconsistent with or in addition to those contained in the Fund's(s") Documents.

Investments in the Fund(s) will be selected by, and will vary at the sole discretion of, the Manager and are subject to availability and market conditions,
amongst other factors. No representation is made that the Manager's or the Fund s risk management, investment process or investment objectives will
be or are likely to be achieved or successful, or that the Fund or any of its investments will make any profit or will not sustain losses. Past performance
is not indicative of future results.

Return targets or objectives and volatility targets, if any, are used for measurement or comparison purposes and only as a guideline for prospective
investors to evaluate particular investment opportunities and accompanying information. Targeted returns reflect subjective determinations by the
Manager based on a variety of factors, including, amongst others, prior performance of similar investments (if any), volatility measures, risk tolerance
and market conditions. Performance may fluctuate, especially over short periods. Targeted returns should be evaluated over the time period indicated
and not over shorter periods. Targeted returns are not intended to be actual performance and should not be relied upon as an indication of actual or
future performance.

Any assumptions, assessments, intended targets, statements or the like (collectively, “Statements™) regarding future events, future market conditions
or expectations, investment opportunities, market conditions or commentary or which are forward-looking constitute only subjective views, outlooks,
estimations or intentions, are based on the Manager"s expectations, beliefs or intentions, should not be relied upon, are subject to change without
prior notice due to a variety of factors, including fluctuating market conditions and economic factors, and involve inherent risks and uncertainties,
both general and specific, many of which cannot be predicted or quantified and are beyond the Manager s or the Funds" control. Future evidence and
actual results (including actual composition and investment characteristics of future Fund portfolio investments) could differ materially from those set
forth in. contemplated by, or underlying these Statements. In light of these risks and uncertainties, there can be no assurance and no representation is
given that these Statements are now or will prove to be accurate or complete in any way. The Manager undertakes no responsibility or obligation to
revise or update such Statements.

(Continued overleaf)
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IMPORTANT DISCLOSURES

(Continued...)

Any descriptions or information involving investment objectives or criteria, investment process, or investment strategies are provided for illustration
purposes only, may not be fully indicative of any present or future investments, may be changed at the discretion of the Manager and are not intended
to reflect actual performance or to project performance.

Any information concerning past performance of any fund is presented for illustrative purposes only. There can be no assurance that the investment
returns of the Fund (s) will repeat or resemble the patterns of the past. Past performance is not an indication of future performance.

This information is as of the date(s) indicated, is not complete, is subject to change, and does not contain material information regarding the Fund,
including specific information relating to an investment in the Fund(s) and related important risk disclosures. Before making any investment,
investors should thoroughly review the Fund (s) Documents with their professional advisor(s) to determine whether an investment is suitable for
them. The Fund(s) are unregistered private investment funds that may invest and trade in many different markets, strategies and instruments,
including securities, non-securities and derivative) and are NOT subject to the same regulatory requirements as mutual funds, including mutual fund
requirements to provide certain periodic and standardized pricing and valuation information to investors. An investment in the Fund(s) may involve a
high degree of risk and volatility and could be highly illiquid.

Certain information contained herein has been provided by and/or is based on third party sources, and although believed to be reliable has not been
independently verified and its accuracy, timeliness or completeness cannot be guaranteed.

This information is confidential, is the property of the Manager, is intended only for the intended recipients and their authorized agents or
representatives, and may not be distributed to any other person without our prior written consent.
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