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The Four Steps of the Investment Process

*  Step 1: Identify the macro theme that could reprice markets

—  Abe had won an overwhelming mandate to change the Japanese economy at the end of 2012 with his “Three Arrows”
called Abenomics

—  Would he implement any of his “Arrows” in 2013 given he had not the first time he was elected in 2007?
e Step 2: Build the Fundamental Framework for the theme
—  The economics of age in Japan would argue for no part of Abenomics being implemented
— Deflation and appreciation of the currency are good for older and wealthy households, which dominated politics
— Yet, these older households voted for Abe giving him a substantial mandate for change
—  So, the missing piece for why they voted for him and why 2013 would be different than 2007 was China
»  Step 3: Identify events and the likelihood of those events being realized over the next 12 months
— Event would be the BOJ implementing QE
— Timing would be sometime in April or May after the replacement of the head of the BOJ
*  Step 4: Find the best implementation

— Japanese equities and JPY provided cheap asymmetries because these markets were not pricing in a high probability of
QE, the first arrow of Abenomics
*  Buy Nikkei calls for May settlement and short the yen outright vs dollar both provide 5 to 10-1 payouts
*  Credit spreads would likely tighten and yields could be pushed lower by QE
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Step 1: Identify A Macro Theme

*  Abe was elected with an overwhelming majority at the end of 2012 based on his economic and social plan
to revitalize the Japanese economy

—  The three arrows of changes, which was called “Abenomics
— He won despite the economics of age

*  The market was not pricing in a high probability of Abenomics being implemented
— Abe ran on the same program in 2007, yet nothing happened
—  Why would this time be any different?

. The macro theme became clear: The Three Arrows of Abenomics

Abanomics Three Arrows Market Discounted The First Arrow
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Step 2: Create a Fundamental Framework

The Economics of Age in Japan

The Popula of Japan Is Aging and Shrinking

Aging of Japan is Creating A Government Funding Imbalance
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Step 2: Create a Fundamental Framework (Continued)

Why Did He Win, Given the Economics of Age?

Appreciating Currency and Deflation Added to Wealth Older Households Own Most of the Wealth
(New Worth in Japan by Various Measure) (Japan Net Wealth by Age Group)
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Step 3: Determine A Catalyst

China Threat Offset Economics of Age And Abe Would Shoot the First Arrow

The Key Insight Was China And The Third Arrow Net Step For Abenomics Was April 26th
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Step 4: Select Best Implementation

Focus on QE, Yen Puts and Nikkei Calls

QE Could Push Up Japanese Equities Prices In The USA, QE Weakened Dollar But BOJ QE Could Strengthen It
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Step 4: Closing Out a Position

Framework Also Gives Exit Points For the Investment: When Trades Become Linear

Trades Turned Into Directional Trades in April
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Disclaimer

Copyright (¢) SOM Macro Strategies. 2016. All rights reserved. The information
contained herein has been obtained from sources believed to be reliable, but is not
necessarily complete and its accuracy cannot be guaranteed. No representation or
warranty, express or implied, is made as to the fairness, accuracy, completeness, or
correctness of the information and opinions contained herein. The views and the other
information provided are subject to change without notice. This report has been created
without regard to the specific investment objectives, financial situation, or particular
needs of any specific recipient and are not to be construed as a solicitation or an offer to
buy or sell any securities or related financial instruments. Past performance is not
necessarily a guide to future results. Company fundamentals and earnings may be
mentioned occasionally, but should not be construed as a recommendation to buy, sell, or
hold the company’s stock. SOM Macro Strategies accepts no liability for any damage
caused by any virus transmitted by this company’s emails, website, blog and Apps.



