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New Prime Minister Sanae Takaichi will reportedly announce plans to frontload an increase in
defense spending to 2% of GDP within FY25 as part of her initial policy speech to the
extraordinary Diet session that began this week. This would increase defense spending in the
FY25 supplementary budget by nearly Y4tn, and the initial FY26 budget would also increase by
just over Y4tn versus the initial FY25 budget. However, the current approach involves funding the
increase via spending reforms, the previous year's budget surplus, and non-tax revenue. It is
unclear at this point whether it would lead to an increase in JGB issuance.

The administration will reportedly revise its defense spending plans from FY27 by end-2026,
bringing the current targets forward by a year. The JGB market's focus through end-2026 will be
whether the administration raises its spending target beyond 2% of GDP and if so how it funds
the increase.

Defense spending to reach 2% of GDP during FY25

Ms. Takaichi apparently intends to frontload Japan's target for increasing defense spending to 2%
of GDP to within FY25. Media reports indicate that this will form part of her initial policy speech in
the extraordinary Diet session.

We think the 2% figure for defense spending will be relative to nominal GDP in the government's
economic forecasts for the corresponding fiscal year. Its FY25 forecast is Y629tn, 2% of which
would be Y12.6tn.

This compares with the initial FY25 defense budget of Y8.7tn, and would require a Y3.9tn
increase as part of the supplementary budget.

The administration would also need to secure 2% of GDP for defense spending in the initial FY26
budget. Assuming its FY26 nominal GDP forecast is around Y648tn, 2% of this would be around
Y13tn. This would be around Y4.3tn higher than the initial FY25 budget.

However, these increases in defense spending in the FY25 supplementary/FY26 initial budgets
would not automatically lead to an increase in new JGB issuance. The five-year Defense Buildup
Program for FY23-27 that the Kishida cabinet approved in December 2022 states that funding for
the increase in defense spending versus FY22 will come from spending reforms, budget
surpluses, non-tax revenue, and tax measures (i.e., tax hikes to fund defense spending).
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It is unclear at this point how the Takaichi administration would secure funding if it opts to
frontload these defense spending plans. If it sticks with the approach of the current Defense
Buildup Program, JGB issuance would not increase. The program aims to increase spending to
2% of nominal FY22 GDP in FY27, its final year. The Takaichi administration's plans would
increase this figure considerably. If the administration cannot secure the required funding via the
approach laid out in the current program, it could issue JGBs to cover part of the shortfall.

Takaichi administration to consider frontloading defense spending plans from
FY27 by one year

Media reports also indicate that the Takaichi administration will consider frontloading defense
spending plans from FY27 by a year.

Japan's three strategic documents (National Security Strategy, National Defense Strategy, and
Defense Buildup Program) define its national security and defense strategies and the defense
capabilities they require. The current strategy documents were approved by the Kishida cabinet in
December 2022. The Defense Buildup Program includes defense spending and funding methods
for the five years from FY23 through FY27.

The Kishida cabinet's three strategic documents assumed a roughly 10-year timespan. However,
the Liberal Democratic Party's (LDP) coalition agreement with the Japan Innovation Party (JIP)
includes a decision to frontload revisions to the three documents. Ms. Takaichi will reportedly
announce in her policy speech to the Diet that the administration aims to complete these revisions
by end-2026.

This would also mean that the Defense Buildup Program is frontloaded by a year, affecting the
defense spending budget from FY27 onwards. As December 2026 approaches, JGB market
participants would therefore also need to watch whether the administration increases its defense
spending budget beyond 2% of GDP, and whether part of the funding will come from JGB
issuance.
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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
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following items.
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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
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= 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.

Corporate Name: Daiwa Securities Co. Ltd.

Registered: Financial Instruments Business Operator, Chief of Kanto Local Finance Bureau (Kin-sho) No.108

Memberships: Japan Securities Dealers Association, The Financial Futures Association of Japan, Japan Investment Advisers Association, Type II Financial
Instruments Firms Association, Japan Security Token Offering Association


https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/e_disclaimer.pdf
https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/credit_ratings.pdf

