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The higher-than-expected FY24 tax revenue, which was expected to serve as a source of funding
for the ruling parties’ promise to provide cash handouts ahead of the Upper House election this
month, only came to about Y1.8tn. Indeed, this amount was significantly lower than the required
amount of roughly Y3.5tn. There are concerns that criticism of the cash handout plan will
increase.

Increased tax revenue is a positive for the nation’s finances, but if the increase is driven by cost-
push inflation, a portion of the measures to address high prices could be cancelled out. Increased
tax revenue due to a virtuous cycle of higher wages leading to higher prices is eagerly
anticipated.

Higher-than-expected FY24 tax revenue falls short of roughly Y3.5tn target

The Liberal Democratic Party (LDP)/Komeito ruling coalition has included cash handouts in its
campaign pledges ahead of the Upper House election. The coalition plans to use the higher-than-
expected FY24 tax revenue to fund the cash handouts. However, in reality, this excess is not
enough to cover the amount needed for the cash handouts. Also, such cash handouts are usually
met with strong opposition from the public. There are concerns that such criticism will intensify
during the Upper House election campaign.

The cash handouts will come to Y20,000 per person. An additional Y20,000 will be provided to
children, as well as people exempt from resident tax. The necessary financial resources to fulfill
that campaign promise is roughly Y3.5tn. However, it has been explained that the issuance of
deficit-financing bonds is not needed because the higher-than-expected FY24 tax revenue can be
used to cover the cash handouts.

Chart 1: Overview of FY24 General Account Settlement (Y bn)

(Revenue) (Expenditure)
Tax revenue 1,797.0 @ Unused funds 43109 @
Non-tax revenue 1,605.5 @
New bond issuance -5,000.0 ®
Total -1,597.5 Total 43109
| ‘ |

Total 27136 (A

Increase in financial resources such as local allocation tax grants 4490 (B)

Net surplus under Article 6 of Public Finance Act (A-B) 22645 (C)

Source: MOF; compiled by Daiwa.
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However, the higher-than-expected tax revenue amount in the final settlement was roughly Y1.8tn
(@ in Chart 1), which was only about half of the amount needed to fund the cash handouts.
According to media reports, the ruling parties are considering using the overshoot of FY25 tax
revenue estimate in the supplementary budget vs. the initial budget. However, the US-Japan tariff
issue persists and so the exact extent of this surplus is unknown.

From the start, even if tax revenue exceeds expectations in the final settlement of accounts, a
mechanism is in place so that any excess cannot be used as a source of funding for economic
stimulus measures. The specific details are as follows. There is no need to read over all the
details, but please refer to them if interested.

As for the settlement of revenue, in addition to tax revenue, non-tax revenue also exceeded
expectations (@ in Chart 1: Y1.6tn).

As for expenditures, unused funds that were not spent within the fiscal year and not carried
over to the following fiscal year resulted in unused funds @ in Chart 1: Y4.3tn).
Higher-than-expected revenue and lower-than-expected expenditures seemed likely, so the
government decided to cancel part of the planned issuance of new JGBs (@ in Chart 1:
-Y5.0tn).

As such, the total amount of higher-than-expected revenue and unspent expenditures ((A) in
Chart 1: Y2.7tn) is being reduced by the same amount as the reduction in new JGB
issuance.

Certain percentage of five tax revenue items is automatically transferred to local
governments as local allocation tax, so part of the higher-than-expected tax revenue will be
allocated to local allocation taxes ((B) in Chart 1: Y0.4tn).

Difference between expenditures and revenues ((A) in Chart 1: Y2.7tn) minus the amount
allocated to local allocation taxes ((B) in Chart 1: Y0.4tn) is the net surplus ((C) in Chart 1:
Y2.3tn) in the final account settlement.

Under law, more than half of the net surplus must be transferred to the Government Debt
Consolidation Fund.

The Kishida administration increased defense spending. The remaining net surplus shall be
accumulated as a source of funds for national defense.

In other words, even if tax revenue exceeds its target by around Y3.0-4.0tn when settling
accounts, mechanisms are in place that prevent the use of those financial resources for cash
payments.

When explaining this to the public, it is probably more accurate to say, “The issuance of Y5.0tn in
new JGBs for FY24 has been canceled. This portion will be reissued in the FY25 supplementary
budget and used as a source of funds to cover benefits.”

If this is reissued in the supplementary budget for FY25, it will result in an increase in new JGBs.
However, there is the assumption that the Y5.0tn in new JGBs not issued in FY24 will result in an
increase in the issuance of front-loaded refunding bonds. The increase in new JGB issuance will
be absorbed by the front-loaded issuance of refunding bonds and calendar-based market
issuance (of JGBs) will remain unchanged.

Continued national tax revenue growth; cost-push inflation as one factor in
2020s

National tax revenue began to increase in the 2010s. However, one reason for such growth in the
2020s has cost-push inflation. A portion of the tax revenue increase is being effectively offset by
government measures to address high prices. A virtuous cycle of higher wages leading to higher
prices is likely required for further fiscal consolidation.

National tax revenue continued to decline from the 1990s to the 2000s. However, this decline
bottomed out in the 2010s and has since been steadily increasing. The increase in the 2010s was
due to the economic recovery brought about by Abenomics, increased corporate earnings due to
the economic recovery and the effect of yen depreciation, and two consumption tax hikes.
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That said, the increase in the 2020s has been due to yen depreciation and the sharp rise in global
fuel and material costs being passed to consumer prices, leading to increases in consumption tax
and other taxes (Chart 2).

Chart 2: Tax Category Trends for Japan’s General Account Tax Revenue Settlement
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Source: MOF; compiled by Daiwa.

Thanks to efforts by the government and the BOJ, a virtuous cycle of higher wages leading to
higher prices has started turning. However, cost-push inflation is reducing real incomes and
making life difficult for the people. The ruling parties aim to support people’s livelihoods by
providing subsidies to offset high gasoline, electricity, and gas prices. In other words, part of the
increased tax revenue is being effectually offset by increased spending on measures to address
high prices. The full-scale realization of a virtuous cycle of higher wages leading to higher prices
will result in further fiscal consolidation.
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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.

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
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