Mitsubishi UFJ Morgan Stanley

[Fixed Income Commentary]

August 25, 2026

Debt Research
Bonds/Rates

Will bond market concerns about “responsible proactive
fiscal policy” fade over time?
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Key points

m  JGB market is growing increasingly concerned about FY27 budget, first for
which Takaichi administration is fully responsible

m  Cabinet Office estimates and government’s core fiscal management objective
suggest that excessive increases in spending and JGB issuance may be
avoided in FY27

m  That could put market participants at ease, but concerns about feasibility of
government’s growth scenario are likely to persist

Concerns about
Takaichi
administration’s
“responsible
proactive fiscal
policy”

The bond market is still worried about the “responsible proactive fiscal policy”
sought by the Takaichi administration. Market interest in the FY27 budget is
especially high, as it will be the first budget that the administration is fully
responsible for (Graph 1). In this report, we identify key points in the FY27 budget
formulation process based on the Basic Policy on Economic and Fiscal

Management and Reform (“Basic Policy”) approved by the Cabinet on July 21 and
the Cabinet Office’s Economic and Fiscal Projections for Medium- to Long-Term
Analysis, released on July 30. We then consider the implications for the JGB

market.

Graph 1: lllustration of FY27 budget and key elements of Takaichi fiscal policy
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Key elements of Takaichi fiscal policy

(1) Overhaul of budget formulation process

- Consolidation into initial budget of permanent
measures funded using supplementary budgets

+Reflection of risina prices and waaes in exoenditures
-New investment framework: Additional

expenditures in line with fiscal space under growth
assumptions
Issuance of bridge bonds under separately

(2) Review of revenues and expenditures

*Review of special tax measures, subsidies, and
funds (Japanese version of DOGE)

(3) Establishment of an “all-generation” social security
system
« Integrated social security and tax reforms:
Consumption tax cut as transitional measure
+ Sustainable social security system: Continued
reforms to benefits and contributions

(4) Accelerated revisions to three key national security
documents
-Increase defense spending target as percentage of
GDP?

Source: MUMSS, from Cabinet Office, Liberal Democratic Party of Japan (LDP), and media reports
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Outline of
discussions ahead
of FY27 budget
formulation process

Guidelines for scale
of FY27 budget

We first outline the key features of the budget formulation process under the
Takaichi administration. The government set out three policy objectives in the Basic
Policy. The first is a fundamental overhaul of the budget formulation process.
Specifically, it called for accurately reflecting rising prices and wages in the budget,
establishing an investment framework for a “Strong and Prosperous Japan” to fund
measures that contribute to economic growth, and moving away from a reliance on
supplementary budgets. Under the new investment framework, the government
intends to secure necessary funding while maintaining fiscal sustainability and has
proposed cumulative public- and private-sector investments totaling more than
JPY370 trillion through FY40. In fields of particular importance to economic
security, funding will be secured on a multi-year basis and managed separately
through special accounts. For the separately managed portion of the new
investment framework, funding will be raised in advance through the issuance of
“bridge bonds” backed by specific redemption resources. Discussions on those
resources are expected to take place going forward. Supplementary budgets will
also be limited to urgent measures, with recurring measures to be funded through
the initial budget. The second objective calls for a review of revenues and
expenditures. The government will conduct a “review of special tax measures,
subsidies and funds” (effectively a Japanese version of the US DOGE) and
reassess its policy priorities. The third objective is to establish a social security
system that encompasses all generations. The government will consider
introducing a refundable tax credit as part of integrated social security and tax
reforms. As a transitional measure, it approved a policy to lower the consumption
tax rate on food and beverages and provide benefits to working-age employees in
low- and middle-income households at a cabinet meeting on August 5. Additionally,
a fourth objective is to revise the three key national security documents at year-
end. In recommendations released on June 24, the LDP did not specify numerical
targets® or sources of funding for increased defense spending, opting to put off
detailed discussions until later. These policy objectives will be reflected in the FY27
budget.

We suspect the market is closely watching the size of the FY27 budget and its
implications for the JGB issuance plan. The Cabinet Office’s Economic and Fiscal
Projections for Medium- to Long-Term Analysis provides a useful reference for
assessing the potential level of spending (Table 1). Although the projections for
combined central and local government finances are generally cited, we focused
on the forecasts for the central government due to our interest in the FY27 budget.?

In its latest estimates, the Cabinet Office presented a scenario involving additional
government expenditures representing “responsible proactive fiscal policy” each
fiscal year on top of ordinary expenditures. It assumed that these additional
expenditures would amount to JPY10 trillion per year in inflation-adjusted terms. As
a result, the Cabinet Office projected total FY27 expenditures of JPY138.1 trillion,
up JPY15.8 trillion from the initial budget for FY26. Of this amount, “local allocation
tax grants” (up JPY2.6 trillion) and “national debt service” (up JPY1.6 trillion)
probably reflect upward revisions to tax revenue and interest rate assumptions,
respectively. “Other expenditures” (up JPY10.7 trillion) are considered to broadly

1 The Basic Policy included a footnote stating that “NATO members have agreed to target core defense spending of 3.5% of GDP by
2035, South Korea has announced it will raise defense spending to 3.5% of GDP as soon as possible, and Australia has announced
that it will raise defense spending to 3% of GDP by FY33 (translated by MUMSS),” thus laying the groundwork for an increase in
military expenditures in Japan as well.

2 Note that the broad thrust of the discussion and conclusions in this report would be the same even if the combined projections for
central and local governments were used.
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Core fiscal
management
objective: Steady
reductions in debt-
to-GDP ratio

correspond to the additional expenditures. On the revenue side, the Cabinet Office
forecast “tax revenues” would amount to JPY98.8 trillion, up JPY®6.1 trillion on the
year, while “government bond issuance (expenditures minus tax revenues)’® was
projected to rise JPY9.7 trillion to JPY39.3 trillion.

Table 1: Cabinet Office estimates for the central government general account

FY26 budget July 2026 projections Difference
(JPY trillion) e[| S FY28 Ve
entary initial
Eeeclie Growth FY27
strategy budget
a b d = c-a
Expenditure 122.3 1254 138.1 144.3 144.9 +15.8
Social security-related expenditurg 39.1 39.1 40.0 40.9 41.0 +0.9
Local allocation tax grants, etc. 20.9 20.9 235 243 244 +2.6
National debt service 31.3 31.3 329 36.5 36.6 +1.6
Other expenditures 31.0 34.1 41.7 42.6 429 +10.7
Taxand other revenue 92.7 92.7 98.8 101.8 1024 +6.1
Taxrevenue 83.7 83.7 90.5 93.5 94.0 +6.8
Other revenue 9.0 9.0 8.3 8.4 8.4 -0.7
Government bond issuance 29.6 327 39.3 425 425 +9.7
(expenditure — tax revenue)

Note: The FY27 figures are identical under the growth strategy cases 1 and 2, and the baseline
projection. The FY28 figures are identical under Growth strategy cases 1 and 2.
Source: MUMSS, from Cabinet Office materials

The projections described above are little more than mechanical calculations. For
example, the government did not set a ceiling on requests for the new investment
framework in its budget request guidelines, fueling market concerns about fiscal
expansion. On the other hand, it indicated steady reductions in the debt-to-GDP
ratio as a core fiscal management objective in the Basic Policy. With respect to the
actual budget formulation process, the government said it would closely examine
the scale of expenditures that would be feasible while achieving steady reductions
in the debt-to-GDP ratio and that it would give due consideration to maintaining
market confidence when determining the annual amount of JGB issuance. Given
these principles, we think the actual budget formulation process is unlikely to be
entirely open-ended.

Graph 2 shows the projected path of the central government’s debt-to-GDP ratio
under each of the three scenarios used in the Cabinet Office projections (Table 2).
In growth strategy realization cases 1 and 2, in which the Japan Growth Strategy
and other measures boost the economy’s potential growth rate (including TFP), the
ratio continues to decline through the mid-2030s before moving slightly higher.
Under the projection of current trend case, meanwhile, the ratio initially declines
but turns clearly higher from around FY30. To clarify the differences between the
scenarios, Graph 3 analyzes the factors driving the debt-to-GDP ratio. Under all
three scenarios, both (1) the primary fiscal balance and (ll) interest payments place
upward pressure on the ratio going forward. The contribution from (ll) is especially
large. Conversely, (lll) nominal GDP growth (real growth plus inflation) exerts
downward pressure on the ratio. In the growth strategy realization cases, the
relationship “(1) + (Il) < (ll1)” holds for a relatively long period, while in the baseline
projection case, the relationship shifts to “(I) + (Il) > (lll)” at a relatively early stage.*

3 “Government bond issuance” refers to the issuance of new financial resource bonds recorded as general-account revenues. It should
be noted that this differs from both total JGB issuance, which includes refunding bonds, and calendar-base market issuance, which
directly affects bond-market supply and demand.

4 This difference can be understood more readily by examining the relationship between the nominal growth rate and the effective
interest rate -- i.e., interest payments relative to the previous fiscal year’s outstanding debt. In the growth strategy realization cases,
the relationship “nominal growth rate > effective interest rate” continues to hold, while under the baseline projection case, this
reverses to “nominal growth rate < effective interest rate” relatively early on.
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Table 2: Economic assumptions in the Cabinet Graph 2: Central government debt and primary
Office estimates balance as a percentage of GDP
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Note: Private-sector forecasts are based on the ESP Forecast
Survey.

Source: MUMSS, from Cabinet Office materials Source: MUMSS, from Cabinet Office materials

Graph 3: Decomposition of changes in the central government debt-to-GDP ratio
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Additional spending
within Cabinet
Office projection
would not be
excessively
expansionary

If additional government expenditures from FY27 onward exceed the mechanical
assumption of JPY10 trillion per year in real terms, the debt-to-GDP ratio could turn
upward even under the growth strategy realization cases, potentially creating an
inconsistency with the government’s core fiscal management objective. The growth
outlook under these cases is optimistic even relative to private-sector forecasts
(Table 2), making it unrealistic to assume still higher growth. With interest
payments expected to increase going forward, we think the government will face
constraints on expenditure growth if it hopes to achieve steady reductions in the
debt-to-GDP ratio. If additional expenditures in FY27 do not exceed the amount
assumed in the latest Cabinet Office projections, we estimate government bond
issuance will amount to around JPY40 trillion. At least in FY27, Takaichi
administration fiscal policy would not appear to be excessively expansionary
relative to government debt issuance (post-supplementary budget) under other
administrations since the pandemic (Graphs 4 and 5).

Graph 4: General account expenditure Graph 5: Government bond issuance
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Certain factors not
reflected in Cabinet
Office projections

It should be noted, however, that some factors are not reflected in the Cabinet
Office estimates (Table 3). First of all, the projections do not include (1)
expenditures under the separately managed portion of the new investment
framework or the bridge bonds expected to be issued to finance it. Although the
government aims to move away from a reliance on supplementary budgets, it may
still formulate such budgets when faced with a crisis. Additionally, the projections
do not reflect the potential impact of (3) a consumption tax cut (or the refundable
tax credit that is expected to follow it) or (4) increased defense spending.
Regarding the sources of funding for these programs, Prime Minister Sanae
Takaichi has stated that the consumption tax cut will not rely on deficit-financing
bonds, while the current Defense Buildup Program assumes that higher defense
spending will be funded without relying on JGB issuance. That suggests both
factors are likely to have a neutral impact on JGB issuance. Nevertheless, it
remains to be seen whether stable sources of funding other than debt issuance
can be found. Even if they can, it could still reduce the fiscal resources available for
other policy expenditures. We therefore cannot rule out the possibility that these
policies will ultimately lead to higher JGB issuance.
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Bond market
implications

Table 3: Key elements of Takaichi fiscal policy and their treatment
in the Cabinet Office estimates

Cabinet Office

Key elements of Takaichi fiscal policy

Notes

Consolidation of supplementary
budgets into initial budgets
Reflection of price and wage
™ increases in expenditures

Estimates are mechanically calculated, and actual level of
Included expenditures will need to be assessed. Future supplementary
budgets remain a possibility.

New investment framework

Of which: separately managed Bridge bonds (not counted as government bond revenues)

portion Not included will still increase total JGB issuance.
@ Review of revenues and Not included Ministries and agencies have made limited progress in their
expenditures (unknown) self-assessments.
Consumption tax cut and .
() | efundable tax credit Not included While reliance on JGB issuance is to be avoided in principle,
(4) |Increased defense spending Not included availability of stable funding sources will need to be assessed.

Source: MUMSS

The Cabinet Office projections suggest the FY27 initial budget may not feature an
extreme increase in expenditures or substantially higher JGB issuance, thus
reassuring the market to some extent. However, considerable uncertainty remains
over the scale and funding of additional government spending. Moreover,
uncertainty surrounding future growth is likely to persist even after the FY27 budget
formulation process, making it unlikely that fiscal concerns will be dispelled entirely.
Japan’s national finances are not particularly sound, and the recent rise in interest
rates has made fiscal management even more challenging. There are three ways
to secure fiscal space and restore fiscal health: (1) spending cuts, (2) revenue
growth, and (3) inflation. Against this backdrop, the Takaichi administration is
seeking to promote economic growth through proactive fiscal policy. While this
does not entail direct revenue-raising measures such as tax increases, the
administration aims to boost tax revenues through growth and can therefore be
viewed as emphasizing the second option. The problem is that government
expenditures themselves do not guarantee growth. It remains to be seen whether
the government can accurately identify growth sectors and stimulate private-sector
investment. Meanwhile, it has presented what could be regarded as an ambitious
growth scenario, and market participants are likely to carefully assess the feasibility
of its projections. Moreover, the market may be increasingly concerned that the
government will ultimately rely on the third option, reducing the real debt burden
through inflation -- the so-called inflation tax. Even if the debt-to-GDP ratio can be
contained in FY27, investors are likely to remain concerned about the risk of
longer-term fiscal deterioration. As such, the government will need to present a
more convincing explanation not only of the scale of additional spending, but also
of the channels through which those expenditures will raise the potential growth
rate and how that will be reconciled with price stability.

Keisuke Tsuruta

Senior Fixed Income Strategist,
Investment Research Division
7:00 JST, August 24, 2026
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advice in any province or territory of Canada and is not tailored to the needs of the recipient.
Japan: This report, when distributed in Japan, is distributed by MUMSS, a member of MUFG, a Financial Services Agency registrant.

Japanese equity transactions totaling JPY 193,000 or less are subject to a maximum commission of JPY2,750 (tax included). Japanese
equity transactions in excess of JPY193,000 are subject to a commission of up to 1.43% (tax included) of the transaction amount.

No additional fees are charged on fixed income transactions, as the equivalent markup or markdown values are included in the quoted
price.

Material on foreign equities is based on securities filings or other public information that, under the laws of the relevant country, would
be equivalent to a Form 10-K or similar disclosure, such as an annual report, quarterly report, or earnings release. The material does
not contain any ratings, investment opinions, or earnings forecasts by MUMSS. Figures in this material may differ from those in foreign
securities disclosures owing to differences in the scope of available data or when the materials were prepared.

The business activities of foreign securities mentioned in these materials are not disclosed under Japan's Financial Instruments and
Exchange Act (unless any such company is subject to the stipulations of the Financial Instruments and Exchange Act). The information
in these materials about the relevant foreign securities is based on disclosure rules of the countries where the main exchanges for the
securities are located.

Foreign equity transactions are subject to both local and domestic brokerage fees. The local brokerage fee is determined based on
market conditions and local circumstances at the time, and the amount cannot be recorded in advance. For details, please contact the
branch office through which you make your transactions. The domestic brokerage fee is up to 1.1% (including tax) of the contracted
transaction amount. Foreign equities may incur losses based on fluctuations in foreign exchange rates and other factors.

When MUMSS purchases unlisted bonds (government bonds, municipal bonds, government-secured bonds, and corporate bonds) as
the counter-party, only the purchase price will be paid. Bond prices may vary depending on fluctuations in interest rates and other
factors, and bond transactions may incur losses. Foreign bonds may incur losses based on fluctuations in foreign exchange rates and
other factors.

Singapore: This report is only intended for distribution to an "institutional investor", "accredited investor" or "expert investor" as those
terms are defined under regulation 2 of the Financial Advisers Regulation. It is solely for the use of such investors and shall not be
distributed, forwarded, passed on or disseminated to any other person. Investors should note that, as a result of exemptions that apply
when this report is distributed to "accredited investors" and "expert investors", MUS(ASIA) Singapore is exempt from complying with
certain requirements under the Financial Advisers Act, including section 34 of the Financial Advisers Act (which requires a financial
adviser to disclose all material information on certain investment products), section 36 (which requires a financial adviser to have a
reasonable basis for making recommendations on investments) and section 45 (which requires a financial adviser to disclose any
interests that it holds in securities that it recommends).

Hong Kong: This report is only intended for distribution to a “professional investor” as that term is defined in the Securities and Futures
Ordinance and should not be passed onto any other person.

Australia: In respect of the financial services provided to wholesale clients in Australia, MUS(ASIA), MUS(EMEA) and MUS(USA) are
each exempt from the requirement to hold an Australian financial services licence under the Corporations Act 2001 of Australia under
the Australian Securities and Investments Commission Class Order Exemption CO 03/1099, CO 03/1103 and CO 03/1100, respectively.
Each of MUS(ASIA), MUS(EMEA) and MUSA, are regulated under the laws of Hong Kong, the United Kingdom and the United States
respectively, which differ from Australian laws. This material is only intended for distribution to persons in Australia who are sophisticated
or professional investors for the purposes of section 708 of the Corporations Act of Australia, and are wholesale clients for the purposes
of section 761G of the Corporations Act of Australia. This material is not intended to be distributed or passed on, directly or indirectly,
to any other class of persons in Australia.

Other: This report may not be copied, published or distributed in Indonesia. This report may not be copied, published or distributed in
the People's Republic of China (not including Hong Kong Special Administrative Region, Macau Special Administrative Region or
Taiwan, the "PRC"), except under circumstances that will result in compliance with any applicable PRC laws and regulations.

MUS (EMEA)'s branch in the Dubai International Financial Centre (DIFC) which operates under the trade name MUFG Securities (DIFC
Branch) is registered as a Recognized Company in the DIFC and is authorized and regulated by the DFSA and is located at Level 3,
East Wing, The Gate, Dubai International Financial Centre, P.O. Box 506894, Dubai, United Arab Emirates.

MUFG Securities (DIFC branch) may only conduct business with and provide financial services to “Professional Client” or “Market
Counterparty” but not to “Retail Client” as defined by the DFSA rules.

Copyright © Mitsubishi UFJ Morgan Stanley Securities Co., Ltd. All rights reserved.

This report is the work of MUMSS and is protected under copyright laws. This report may not be altered, reproduced or redistributed,
or passed on directly or indirectly, to any other party, in whole or in part, without the prior written consent of MUMSS.

Nikkei 225 is owned by Nikkei Inc.
Mitsubishi UFJ Morgan Stanley Securities Co., Ltd.
Otemachi Financial City Grand Cube, 1-9-2, Otemachi, Chiyoda-ku, Tokyo 100-8127, Japan

MUMSS is a financial instruments firm registered under the Financial Instruments and Exchange Act of Japan, with the registered
number 2336, issued by the Director, Kanto Local Finance Bureau.

MUMSS is a member of the Japan Securities Dealers Association, the Investment Management Association of Japan, the Financial
Futures Association of Japan, the Type Il Financial Instruments Firms Association, and the Japan Security Token Offering Association.
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