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Upper House election update: JGB yields surge on
momentum for fiscal expansionists

» Latest opinion polls clearly show that ruling parties in danger of

losing their majority; super-long JGB yields surged roughly 10bp

» With fiscal expansionist parties (DPP, Sanseito) gaining ground,

JGB market pricing in retreat from fiscal discipline
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The political situation surrounding the 20 July Upper House election is having a significant impact
on the JGB market. On 14 July, JGB yields rose across the board, with super-long JGB yields
(20yr, 30yr) in particular surging roughly 10bp. This is because, with the ruling parties clearly
struggling, support for fiscal expansionary policies is growing and concerns about future
increases in JGB issuance are rising.
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A special opinion poll conducted by the Mainichi Shimbun on 12-13 July revealed that the Liberal
Democratic Party (LDP) and its coalition partner, Komeito, continue to struggle to secure the 50
seats needed to maintain their majority in the Upper House. Compared to the situation at the start
of the election campaign, among the 32 single-seat constituencies up for election nationwide, the
number of closely contested constituencies has increased from 7 to 8, while the number of
constituencies where opposition candidates are in the lead has increased from 16 to 18. The

situation is becoming increasingly difficult for the ruling parties. The projected number of seats

likely to be won by the LDP has been revised downward from a 32-46 range in the early stages to
a 27-43 range at this juncture. Likewise, the number of seats targeted by Komeito is also likely to

fall significantly short of the 14 seats up for re-election, with the party now expected to capture

only 4 to 12 seats. The LDP and Komeito combined are projected to win between 31 and 55
seats. This means that the current situation is delicate in terms of maintaining a 50-seat majority.

A nationwide poll of about 34,000 people conducted by FNN over two days (12-13 Jul) also

confirmed the same trend. In last week’s survey, the LDP was leading in half of the single-seat
constituencies, but LDP candidates are now in close races with opposition candidates. Even in

the case of proportional representation, capturing the needed 19 contested seats is becoming

more difficult. The projected number of seats is expected to remain in the low 40s. Even in the

case of Komeito, many of its candidates running in constituencies with three or more seats up for
re-election are on the bubble. Securing a majority is proving to be an extremely difficult battle.

Comparison of Seat Projections for Major Parties in Upper House Election (Mainichi Shimbun, FNN)

Japanese
Surveyed by LDP / Komeito (66) LDP (52) Komeito (14) | CDP (22) DPP (4) | Sanseito (1)| JIP(5) Communist
Party (7)
Mainichi Shimbun Increasingly difiicult (31~55) 27~43 4~12 23~32 11~19 8~17 5~7 3~5
FNN Uphill battie to maintain majority Low 40s Decline High 20s 16 Double digit | Around 5 Decline

Source: Mainichi Shimbun, FNN; compiled by Daiwa.
Notes: (1) Number of seats up for re-election is indicated in parentheses ( ) next to the name of each party.

(2) Political parties expected to win fewer than five seats are not included in the chart.
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Turning to the opposition parties, gains made by the Democratic Party for the People (DPP) are
worth noting. The DPP has strong candidates in constituencies in the Tokyo metropolitan area
and the Tokai region. The party also has good momentum toward doubling its number of
proportional representation seats. A significant increase from four seats up for re-election to
between 11 to 19 seats is expected for the upcoming election. The situation is such that the DPP
now appears close to achieving its target of 16 or more seats. Its expansionary fiscal policy is
likely to have a significant impact on future administrative operations.

Another noteworthy development is the rise of the Sanseito. This party, which is campaigning on
a platform of tax cuts, is gaining momentum nationwide in the proportional representation races
and has multiple candidates leading in constituencies with three or more seats up for re-election.
The situation is such that, at this juncture, Sanseito will likely win double-digit seats. The
Constitutional Democratic Party of Japan (CDP) is gaining momentum in constituency races,
exceeding its projected number of contested seats. However, it is struggling in the proportional
representation races. Overall, it is expected to remain in a 25-29 seat range. The Japan
Innovation Party (JIP) is failing to gain support outside its stronghold in the Kinki region and so is
expected to only retain its current five seats.

The current political situation is such that the LDP and Komeito are now a minority ruling coalition
in the Lower House. As there has been no real cooperation with opposition parties and no change
in administration, the ruling coalition is managing the administration by forming partial alliances
with the CDP, JIP, and other parties on a bill-by-bill basis. The 4 March budget was approved with
the support of the LDP, Komeito, and the JIP. In this case, JIP policies that have relatively low
fiscal costs were accepted by the LDP and Komeito. However, the DPP and Sanseito, which are
advocating expansionary policies ahead of the Upper House election, could significantly increase
their number of seats, leading to major changes for the political dynamics.

There is a growing view among JGB market participants that the administration will be forced to
cooperate with forces calling for increased fiscal spending in its administration after the Upper
House election. The DPP is demanding the costliest policies and even Sanseito is strongly
advocating tax cuts. The growing influence of such political parties has heightened concerns
about fiscal discipline and raised awareness of the risk of increased JGB issuance.

In our 24 June report, we said, “Depending on the conduct of monetary policy after the July Upper
House election, there is a risk that the fiscal risk premium could increase further, completely
cancelling out the JGB issuance reduction effects.” Our assumption is moving closer to reality.
Despite MOF reducing its issuance of super-long JGBs, increased political pressure for fiscal
expansion is likely to offset the desired effect of MOF’s action and upward pressure on super-long
JGB yields will most likely continue. Depending on the results of the Upper House election, we
will need to consider the possibility that super-long JGB yields will rise further through an
additional expansion of the fiscal risk premium.

No. of Seats Forecasted to Be Won for Major Parties in Upper House Election (Mainichi Shimbun)
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Source: Mainichi Shimbun; compiled by Daiwa.
Notes: (1) As seat projections are shown as ranges, median values are applied.
(2) Political parties expected to win fewer than five seats are not included in the chart.
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IMPORTANT DISCLOSURES

This report is provided as a reference for making investment decisions and is not intended to be a solicitation for investment. Investment decisions should be
made at your own discretion and risk. Content herein is based on information available at the time the report was prepared and may be amended or otherwise
changed in the future without notice. We make no representations as to the accuracy or completeness. Daiwa Securities Co. Ltd. retains all rights related to the
content of this report, which may not be redistributed or otherwise transmitted without prior consent.

Ratings

Issues are rated 1, 2, 3, 4, or 5 as follows:

1: Outperform TOPIX/benchmark index by more than 15% over the next 12 months.

2: Outperform TOPIX/benchmark index by 5-15% over the next 12 months.

3: Out/underperform TOPIX/benchmark index by less than 5% over the next 12 months.
4: Underperform TOPIX/benchmark index by 5-15% over the next 12 months.

5: Underperform TOPIX/benchmark index by more than 15% over the next 12 months.

Benchmark index: TOPIX for Japan, S&P 500 for US, STOXX Europe 600 for Europe, HSI for Hong Kong, STI for Singapore, KOSPI for Korea, TWII for
Taiwan, and S&P/ASX 200 for Australia.

Target Prices
Daiwa Securities Co. Ltd. sets target prices based on its analysts’ earnings estimates for subject companies. Risks to target prices include, but are not limited
to, unexpected significant changes in subject companies’ earnings trends and the macroeconomic environment.

Disclosures related to Daiwa Securities

Please refer to https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/e_disclaimer.pdf for information on conflicts of interest for Daiwa Securities, securities
held by Daiwa Securities, companies for which Daiwa Securities or foreign affiliates of Daiwa Securities Group have acted as a lead underwriter, and other
disclosures concerning individual companies. If you need more information on this matter, please contact the Research Production Department of Daiwa
Securities.

Explanatory Document of Unregistered Credit Ratings

This report may use credit ratings assigned by rating agencies that are not registered with Japan’s Financial Services Agency pursuant to Article 66, Paragraph
27 of the Financial Instruments and Exchange Act. Please review the relevant disclaimer regarding credit ratings issued by such agencies at:
https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/credit _ratings.pdf. If you need more information on this matter, please contact the Research
Production Department of Daiwa Securities.

Notification items pursuant to Article 37 of the Financial Instruments and Exchange Law

(This Notification is only applicable to where report is distributed by Daiwa Securities Co. Ltd.)
If you decide to enter into a business arrangement with our company based on the information described in this report, we ask you to pay close attention to the
following items.

= In addition to the purchase price of a financial instrument, our company will collect a trading commission* for each transaction as agreed beforehand with
you. Since commissions may be included in the purchase price or may not be charged for certain transactions, we recommend that you confirm the
commission for each transaction. In some cases, our company also may charge a maximum of ¥2 million per year as a standing proxy fee for our deposit of
your securities, if you are a non-resident.

= For derivative and margin transactions etc., our company may require collateral or margin requirements in accordance with an agreement made beforehand
with you. Ordinarily in such cases, the amount of the transaction will be in excess of the required collateral or margin requirements**.

= There is a risk that you will incur losses on your transactions due to changes in the market price of financial instruments based on fluctuations in interest
rates, exchange rates, stock prices, real estate prices, commodity prices, and others. In addition, depending on the content of the transaction, the loss could
exceed the amount of the collateral or margin requirements.

= There may be a difference between bid price etc. and ask price etc. of OTC derivatives handled by our company.

= Before engaging in any trading, please thoroughly confirm accounting and tax treatments regarding your trading in financial instruments with such experts as
certified public accountants.

* The amount of the trading commission cannot be stated here in advance because it will be determined between our company and you based on current
market conditions and the content of each transaction etc.

** The ratio of margin requirements etc. to the amount of the transaction cannot be stated here in advance because it will be determined between our company
and you based on current market conditions and the content of each transaction etc.

When making an actual transaction, please be sure to carefully read the materials presented to you prior to the execution of agreement, and to take
responsibility for your own decisions regarding the signing of the agreement with our company.
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