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Y370tn investment and JGB market uncertainty:
Growth, fiscal policy divergence

» Government has finalized Y370tn growth investment plan
» Cabinet Office touching on medium/long-term estimates, bridge
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Growth Strategy Council and Y370tn investment

On 24 June, the government held its Council on Economic and Fiscal Policy meeting and its
Japan Growth Strategy Council meeting. Here, a plan to invest a total of Y370tn from both the
public and private sectors across 17 strategic sectors by FY40 was finalized. Even though the
figure of Y370tn had been reported since last week, it was officially announced this time at these
formal government meetings.

Cabinet Office presented medium/long-term economic/fiscal estimates
reflecting fiscal spending

At the Growth Strategy Council meeting, the Cabinet Office presented its “Estimates on the
Medium- to Long-Term Economic and Fiscal Outlook Under Japan’s Growth Strategy” (hereinafter
referred to as "estimates"), which reflects the fiscal expenditures associated with this investment
plan. The estimates assume additional fiscal spending of Y10tn in FY27 (with subsequent
increases in real terms) and presents trends for GDP, capital investments, and government debt
up to FY40 under three scenarios: (1) Growth Strategy Realization Scenario 1, (2) Growth
Strategy Realization Scenario 2, and (3) Current Projection Scenario. (1) is a scenario in which
TFP (total factor productivity) rises due to the effects of growth investment, causing the potential
growth rate to rise to nearly 2%, (2) is a scenario in which the potential growth rate is in the mid-
1% range, partly reflecting investment uncertainty, and (3) is a scenario in which the desired
investment returns are not achieved and the potential growth rate declines slightly from its current
level.

The outstanding debt-to-GDP ratio (including national and local government debt) estimated
based on the above assumptions would decline from the current level of approximately 190% to
175% in scenarios (1) and (2) and stabilize from the mid-2030s onward. Meanwhile, under
Scenario 3, this ratio would rise again towards 200%. Also, in terms of the flow effect, a primary
balance surplus is expected to be ensured for both scenarios (1) and (2). In other words, if growth
investments raise the potential growth rate, fiscal sustainability will be maintained. However, if this
investment does not lead to growth, the risk of debt spiraling out of control (increasing) would
grow. The estimates show a structure in which fiscal sustainability hinges on whether or not
growth is achieved.
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“New investment framework” and bridge JGBs

From the perspective of JGB investment metrics, there are certain points to note regarding these
estimates. The additional fiscal spending included in these estimates does not include the portion
to be issued as bridge JGBs, for which funding has been secured over multiple fiscal years as
part of a “new investment framework.” Due to their nature as a tool for temporary financing, bridge
JGBs are not included in the government’s officially reported outstanding debt. However, bridge
JGBs are no different from regular JGBs in terms of the total volume of JGBs supplied to the
market. In other words, in terms of the flow effect, fiscal spending through bridge JGBs is
expected to result in an increase in fiscal spending of more than Y10tn. As for the stock effect, we
assume that the outstanding amount of issued JGBs on the market will increase beyond the
estimated outstanding amount of government debt.

Implications for JGB market

Considering the above points, the government’s recent announcement of growth investments is
expected to have a somewhat negative impact on the JGB market. At the time of the initial Y370tn
reporting, we had anticipated annual fiscal spending of approximately Y4.0tn and expected this to
push up the 10-year JGB yield by about 6.5bp in terms of the stock effect and 16bp to 20bp in
terms of the flow effect!. However, the estimates presented this time assume government
spending of around Y 10tn, to which the amount of JGBs issued to finance that spending will be
added.

The grand design presented by the Growth Strategy Council (= Japanese economy to grow
robustly through proactive public-private investment) could very well be recognized as a sound
growth strategy. However, the estimate results indicate that while government debt will stabilize if
growth-oriented investments bear fruit, the risk of debt increasing (spiraling out of control) could
grow if the government fails to drive growth. The JGB market is not good at pricing in future
figures, such as investment returns, and this uncertainty is reflected in market prices as risk
premium. From a broader perspective, there are various debates regarding private capital and
public involvement.

On 24 June, WTI crude oil futures fell below $70/bbl on the New York market, approaching levels
seen just before the conflict with Iran started. As inflation concerns have eased, the 10-year UST
yield has also fallen by about 10bp, dropping below 4.40% for the first time since early May. The
easing of inflation concerns following the end of the conflict and the decline in energy prices will
also provide a tailwind for the JGB market. However, in light of the significant fiscal impacts
described above, we want to remain on guard for any rising JGB yields.

Chart 1: Daiwa JGB Term Premium (10yr)
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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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