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The yen is breaking down: I've been following Japan since | lived in Tokyo in 1995-2000, and
worked in financial journalism with Dow Jones. Afterwards, | did Japan -centric macro research
for institutional investors. | concluded (around 2005) that Japan probably did not have long-term
investment prospects until after the present debt/deficit/central bank stuff had been resolved,
presumably after a crisis period. Consequently, my attention has been mostly elsewhere. This
principle has actually worked out, although it has taken longer than | or anyone else suspected.
Along the way, it seems that everyone else came to the same conclusions, especially Japanese
upper-level managements themselves, with the result that there are actually some pretty good
values in Japanese equities. In 2000-2007, Japan was an outlier among the developed economies,
with a pattern of stagnation, high debt, and a "zero interest rate policy" (ZIRP) that was
anomalous at the time -- a time of tremendous emerging-market growth, "globalization," and a
hyperactive housing bubble in the US. But since 2008-2009, the rest of the world has been
catching up, by all appearances following the trail that Japan blazed a decade earlier, with many
of the same symptoms and patterns including policy response. "We're All Japan Now" is not even
an interesting observation anymore.
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Thus, the Japanese example serves as a guide to where other developed economies will soon be
following. This is particularly true of the sovereign debt/deficit/central bank nexus. The end
game, as we've all suspected, is money-creation to fund deficits from unreformed fiscal policy
and increasing debt loads. The outcome of this is a decline in currency value -- probably, a big
decline, with a "mild hyperinflation" certainly a possibility. This might seem strange terminology.
| use the example of Mexico in the 1980s, when the Mexican peso declined by about 100:1 during
the decade, vs. the USD, a typical performance for Latin America in that time. The official CPl was
in the mid-double-digit annual rates (20%-70%).
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The 150/USD area is quite important. A break of this could lead to a quick move to about
200/USD | think. However, Japan still has a lot of USD foreign exchange to counter such a move.

| do not plan to short the yen outright, or JGBs, the "widowmaker" of the past 20 years. I'll just
sit back and wait for a buying opportunity. But, | think there is potential in a hedged-equities
stance, broadly via ETFs like the Wisdom Tree Japan Hedged Equity ETF (DXJ), or individually such
as the trading companies that Warren Buffet likes.

Kiku Advisors, "Japan: Is It Time At Last?" August 18, 2023. nlewis@kikuadvisors.com Page 2



FRED ,Av/j/ — Japanese Yen to U.S. Dollar Spot Exchange Rate

360

320

I 280

S

)

(%}

5 240

Qo

[

o

o 200

g

e

2 160

[

c

@

&

S 120
80
40

1975 1980 1985 1990 1995 2000 2005 2010 2015 2020
Shaded areas indicate U.S. recessionsSource: Board of Governors of the Federal Reserve System (US) fred.stlouisfed.org

Today, | want to look at a number of fundamentals for Japan, which tend to be not very well
understood by foreigners. In the end, however, | don't think we will get our answer from
fundamentals. The timing is likely to be determined by other things. But, by at least having some
understanding of fundamentals, perhaps we will be better able to sense these timing/sentiment
factors.

Nominal GDP in Japan has been extremely stagnant since the 1997 crisis. It is crawling higher now
due mostly to inflationary monetary effects. These are SA quarterly figures. The annual total is
about 550 trillion yen. It has been rising recently due to inflationary monetary effects.

FRED »4% — Nominal Gross Domestic Product for Japan
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A lot of talk has centered around declining population in Japan, but the decline has not been very
much yet.
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The decline in the working-age population is more dramatic, but that is not the only factor, or
even the most important.

FREn 4/ — Working Age Population: Aged 15-64: All Persons for Japan
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Full-time Employed is actually making new highs.
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| do not ascribe very much to demographics. These change very slowly, over a period of decades.
The effects of economic policy are much more quickly and strongly felt. Good economic policy
would overwhelm any population effects; and so would bad policy, on the downside. The most
important thing is not overall GDP, but GDP per capita, or more specifically, worker productivity.
All economists agree that wealth arises from productivity. If each individual worker is productive,
and makes a high income as a result, then what exactly is the problem? If the working age
population supports a greater fraction of less-productive seniors, rather than unproductive
children, then who cares? If Japan's population fell from 130 million all the way to 50 million,
over a period of 50 years, but each worker was more productive and thus had a higher income -
- let's say: a doubling of real income, which is not hard to do in 50 years -- why worry? In the
1960s, real income quadrupled in a single decade. 50 million is about the population that the
agricultural base of Japan can support. Related to this, | absolutely disagree with arguments that
Japan should alter its immigration policies to raise total population. It is unnecessary, and won't
help. You can't fix bad economic policy with immigration, but you can add a whole set of new
problems.

Nevertheless, a lot of government policies today, built on mid-20th century models, have the
characteristics of "Ponzi schemes." They tend to need more growth to overcome their internal
problems. This includes public pensions (Social Security), healthcare (skewed toward elderly),
and debt. Debt/GDP ratios become considerably more difficult when GDP is not growing. Thus,
the problem, as | see it, is legacy government programs, leading to chronic deficits and expanding
debt -- just as in nearly all developed countries today.

Singapore's fertility rate (1.0) is even lower than Japan's (1.3). But, they have no healthcare
system problems, because of their excellent healthcare system including private health savings
accounts. The existing balances on these health savings accounts recently accounted for five
years of healthcare spending! Plus, more is added every month. Without significant government
healthcare spending, or other such obligations, Singapore's government consistently balances its
budget. We see that a different set of institutions and policies can easily deal with the low
fertility/aging population issue. The problem is that governments want to keep the existing Ponzi
running, rather than reform their institutions in something like the Singapore model.
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Singapore government budget balance. In the past, it ran huge surpluses. Since 2008, it has
been about evenly balanced.
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Japan's government budget balance, with chronic deficits.
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Japan Government gross debt/GDP was recently at 264%.
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Here's the big picture on government debt:
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(Note 1) The Outstanding Accumulated Government Bonds : The figures at the end of “government bonds and borrowing outstanding” (Annual
report on government bonds statistics). FY1890-2021: Actual ; FY2022: Based on the second Supplementary Budget; FY2023 Based on the
Budget. Outstanding of Fiscal Loan Fund Financing Bills, Foreign Exchange Fund Financing Bills and Food Financing Bills out of Financing
bills have reached the issuance limit (total: 210 trillion yen).

(Note 2) GDP: FY1890-FY1929: Gross National Expenditure (Based on Statistics by Ohkawa, Takamatsu and Yamamoto ); FY1930-FY1954:
Nominal GNP (Based on Japan Statistical Association “Historical Statistics of Japan”); FY1955-FY2019: Nominal GDP (Based on National
Accounts (FY1955-1979: based on SNA 1968, FY1980-1993: based on SNA 1993, FY1994-2021: based on SNA 2008)); FY2022-FY2023:
Based on Cabinet Office “Fiscal 2023 Economic Outlook and Basic Stance for Economic and Fiscal Management” (January 23, 2023)

After World War 11, in 1949 while under US occupation government, the US brought in Chicago
banker Joseph Dodge to reform Japan's finances, and make them less dependent on money-
printing by the BOJ, which was causing hyperinflation in the late 1940s (no kidding). Dodge

Kiku Advisors, "Japan: Is It Time At Last?" August 18, 2023. nlewis@kikuadvisors.com Page 7



banned all debt issuance by the central government, which allowed the BOJ to stop financing the
government and instead peg the yen to the dollar (and thus gold at ¥12,600/0z.) | think we will
need to remember this strategy for the future. Dodge's total ban on debt issuance actually lasted
until a slowdown in 1965. Wow! Note that this was not a "balanced budget," which includes
seasonal variation in revenue (possibly smoothed by short-term debt issuance), and some
differences in budgeted vs. actual expenditures and revenues. It was a total ban on all issuance.

You see, these things are not actually that hard to solve. When the time comes to actually fix
things, they get fixed in an afternoon meeting.

(Reference) Changes in the Fiscal Situation after World War I
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(Note 1) Total revenues and expenditures of general account: Settled Figures in FY1945-FY2021, Based on the Second Supplementary Budget in FY2022, Based on the Budget in FY2023
(Note 2) Outstanding government general bonds: Actual figures in FY1945-FY2021, Based on the Second Supplementary Budget in FY2022, Based on the Budget in FY2023
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Here is the recent official Central Government budget:

FY2023 Budget (Unit: billion yen)
National Debt
Service Interest
25,250.3 Payments, etc.
(22.1%) 8,494.3
Redemption of the (7:4%)

National debt

Social Security

16,756.1
(14.6%) 36,888.9
General Account (32.3%) General
i Expenditure
Local Allocation Tax ~ 10tal Expenditure 72.731.7
Grants,etc. 114,381.2 (63.6%)
16,399.2 100.0°
(14.3%) ( .0% )
Contingency Fund for National Defense
Economic Emergency (excluding *)
(including the impact < Others  Public Works 6,788.0
from the; ,lé(l;:)e.\ge Crisis 9(’81 808/? 6.060.0 (5.9%)
% J/0 5.3%
(0.9%) A i) The Carry-Over to

Contingency Fund for the COVID-19
and measures to address soring
crude oil and commodity prices
4,000.0
(3.5%)
\
1,265.4 (1.1%)
854.0 (0.7%)

511.4 (0.4%)
170.4 (0.1%)

97.0 (0.1%)
5,800.4 (5.1%)

Food Supply

Energy

Economic Assistance

Measures for SMEs

Former Military
Personnel Pensions

Miscellaneous

Contingency Reserves 500.0 (0.4%)/

-

Defense Build-Up

Education and Funds(*)
Science 3,380.6
5,415.8 (3.0%)

(4.7%)

e General Expenditure = General Account Total Expenditure
— National Debt Service — Local Allocation Tax Grants, etc.
e Primary Expenses = General Account Total Expenditure —
part of National Debt Service
- FY2023 Budget: 89,519.5(78.3%)

Note 1) Figures may not add up to the totals due to rounding.
Note 2) The ratio of social security expenditure to general expenditure is 50.7%.

4

The national budget has a large component of Social Security (32.3%) and Debt Service (22.1%).
There is also a large item for "Local Allocation Tax Grants," which go mostly to funding Public
Works on the prefectural level. Defense is quite small. Rather than a "military-industrial
complex," Japan has a "public works spending complex," were cronyism and pork run wild. "Social
Security" here means a wide variety of welfare programs, including public pensions, healthcare,
and welfare. However, due to Japanese budget accounting, most of the Social Security (welfare
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system) account is actually off-budget, at the Ministry of Health and Welfare. All the welfare-
related taxes (mostly payroll taxes), and spending (pensions, health, etc.) are not on the National
budget. The part on the National budget is basically the deficit on the Social Security budget, the
shortfall between welfare taxes (payroll taxes) and spending.

Note that "Debt Service" is divided between Interest Payments, and "Redemption of the National
Debt." Huh? Apparently, there are laws which say that the government must "redeem" or pay
down 1.6% of its outstanding debt each year. This was to reduce debt outstanding. Of course it
is irrelevant today, since the debt is just rolled over. In the past, | remember that this was linked
to the FILP program, which | will talk about later. (It might still be linked.)

(2) Revenue

Tax revenue is estimated to be around 69 trillion yen in the FY2023 general account budget.
Essentially, the government expenditure should be fully financed by tax and other revenues in the
same year, but the current revenue accounts for only about two-thirds of the whole expenditure in
the FY2023 budget. As a result, the rest of one-third relies on the revenue from issuing
government bonds (i.e. debt), which will be a burden to the future generations.

FY2023 Budget (Unit: billion yen)

.

Govefnment Bond , Special Deficit-

/Issuance , Financing Bonds

i Income Tax
21,0480

/356230 / 29,065.0.--""7" (18.4%)
[B11%) [ (25.4%)
/ / General Account ,
; i ! Corporation
: wuction10tal Revenue o
: Bonds 114,381.2 14,602.0
'\ 65580 < (100.0%) (12.8%)
| (57%) '
b Other : :
Revenues  Others - Consumption Tax y
93182  10406.0 23,384.0

(8.1%) 4 )

(9.1%) (20.4%

Non-tax revenue for £
defense buildup is inclug

4,591.9

(4.0%) In nce tax 2,776.0 (2.4%>\

_______ ~Gasoline tax 1,999.0 (1.7%)

Liquor tax 1,180.0 (1.0%)

Tariffs 1,122.0 (1.0%)

Tobacco tax 935.0 (0.8%)

Petroleum and coal tax 647.0 (0.6%)

Motor vehicle tonnage tax 378.0 (0.3%)

Promotion of power 324.0 (0.3%)

resources development tax
Other tax revenues 69.0 (0.1%)
\Stamp revenue 976.0 (0.9%)
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1. Outstanding Government Bonds and Borrowings
(100 million yen)

Increase or
Decrease(-)
from the End

of the Previous
Category Amount

Quarter
(the End of the
Previous
Fiscal Year)
Government Bonds 11,340,985 -22,845
General Bonds 10,266,311 -4,663
(Reconstruction Bonds) (50,547) (-1,245)
Long-term (10 years or more) 7,859,214 76,548
Medium-term (from 2 to 5 years) 1,869,100 33,769
Short-term (one year or less) 537,997 -114,980
Fiscal Investment and Loan Program Bonds 982,841 -25,521
Long-term (10 years or more) 690,583 -11,242
Medium-term (from 2 to 5 years) 292,258 -14,279
Subsidy Bonds 813 -403
Subscription / Contribution Bonds 51,101 8,794
Government Bonds issued to Development Bank of Japan 13,247
Government Bonds issued to Nuclear Damage Compensation and
o o i 26,673 -1,053
Decommissioning Facilitation Corporation
Borrowings 466,179 -29,988
Long-term (over one year) 101,202 =277
Short-term (one year or less) 364,977 -29,711
Financing Bills 955,992 110,998

Total 12,763,155 58,1 6.
N

Note that the unit here is "100 million yen," not "billion yen." This is related to the Japanese
counting system, which has breakpoints at 10,000 ("man"), 10,000 x 10,000=100 million ("oku"),
and 10,000 x 10,000 x 10,000=1 trillion ("cho"). The use of "billions" is a concession to Western
readers.

There are interest payments of ¥8.5 trillion on ¥1,097 trillion of National debt (omitting Local),
or a rate of 0.77%, the result of a decade of refinancing at near-zero levels. Actually, it is much
less than this, because ¥581 trillion is held by the BOJ, which presumably remits the interest, and
itself charges -0.1% on Deposits. | calculate a "net" charge of 0.31%. But, it is not hard to see that
paying an additional 100bps on ¥1,276 trillion of bonds means ¥13 trillion of additional interest
payments; or, 1% on 264% is 2.64% of GDP in additional interest payments, on top of an existing
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deficit recently of 6.4% of GDP. That would mean 6.4%+2.6%=9.0% of GDP deficit, with a 100bps

increase in funding costs.

2. General Account Expenditure and Tax Revenue

The Japanese Public Finance runs a budget deficit every fiscal year, as an amount of its
expenditure exceeds that of revenue. The gap between them has been financed by issuing
national government bonds (construction bonds and special deficit-financing bonds).

(trillion yen)
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(Note 1) FY1975 - FY2021: settled figures ; FY2022: based on the second supplementary budget ; FY2023: based on the budget

(Note 2) The following bonds are excluded: Ad-hoc special deficit-financing bonds issued in FY1990 as a source of funds to support peace and
reconstruction activities in the Persian Gulf region, Tax reduction-related special deficit-financing bonds issued in FY1994 - FY1996 to
make up for decline in tax revenue due to a series of tax cuts preceding consumption tax hike from 3% to 5%, Reconstruction bonds
issued in FY2011 as a source of funds to implement measures for the reconstruction from the Great East Japan Earthquake and
Pension-related special deficit-financing bonds issued in FY2012 and FY2013 as a source of funds to achieve the targeted national
contribution to one-half of basic pension.

(Note 3) The general account total expenditure of FY2023 includes the carry-over (3.4 trillion yen) to Defense Buildup Funds which is the
resource for the national defense expenditure for FY2024 and years after.

3
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Debt figures in Japan are typically at the Total Government level. This makes sense. Unlike the
United States, where States and Municipalities are essentially separate government entities,
prefectural and municipal governments in Japan are essentially "divisions" of the Central
Governments.

5. Long-term Debt Outstanding of Central and Local Governments

In addition to the government general bonds, there are other long-term debts, such as borrowings
and local government bonds. The total outstanding amount of long-term debt of central and local
governments is expected to reach 1,280 trillion yen (224% of GDP) at the end of FY2023.

FY1ee0 | Fvises | Fv2o0s | Fvao0s | Fv2oiz | Fv2o13 | Fvaots | Faots | Fvaote | Fveor7 | Fvaois | Fvaote | Fvaoe | Fvaeer | Fveoz2 w";:;mw
<Actual > | <Actual > | <Actual> | <Actual> | <Actual> | <Actual> | <Actual> | <Actual> | <Actual> | <Actual> | <Actual> | <Actual> | <Actual> | <Actual> i < Budget >
Conta | 199 300 493 573 731 770 800 834 859 881 901 914 973 1017 1068 1,097
(197) | (387) | casa) | (se8) | (720) | (7ar) | (772) | (792) | «s5) | (s32) | (ss0) | (870) | c9s4) | (1002) | C1048) | (1072)
loovemmen| 166 205 457 546 705 744 774 805 831 853 874 887 947 991 1043 1,068
o | cresy | casar | caser | csan | cosnr | e | cae | caear | o) | coosy | coasy | caasy | cosny | comer | crozsy | croae
I 55% 87% 106% 141% 145% 148% 149% 152% 154% 157% 150% 176% 180% 186% 187%
F o | s | e | ioso | iaon | o | razo | o | craa | cras | craeo | s | cmao | oo | s | i
[ o 67 163 198 197 201 201 201 199 197 196 194 192 192 191 188 183
ixarcor | 15% 308 38% 38% 40% 30% 38% 37% 36% 35% 35% 35% 36% 35% 34% 3%
266 553 692 770 932 972 1,001 1033 1,056 1077 1085 1,106 1165 1208 1257 1280
T asay | ssor | cosay | sy | cozny | cosey | corzy | cooy | croney | crozsy | crossy | crose | craser | crissy | crzamy | crzssy
; 50% 103% 131% 149% 187% 190% 191% 191% 194% 194% 197% 199% 217% 219% 224% 224%
R R I I I I R I R s e e e ey
(end of FY)

(Note 1) GDP for FY1990 - FY2021: actual figures, FY2022 and FY2023: FY2023 Economic Outlook (Cabinet Office)

(Note 2) Central government debt in FY1990 - FY2021: actual figures, FY2022: based on the second supplementary budget, FY2023: based on the budget.
Local govemments debt in FY1990 - FY2021: actual figures, FY2022 and FY2023: Local Government Debt Plan etc.

(Note 3) Government general bonds includes Reconstruction bonds as a source of funds to il the for the ion from the Great East Japan
Earthquake and Pension-related special deficit-financing bonds as a source of funds to achieve the targeted national contribution to one-half basic pension and
GX Economy Transition Bonds.

(Note 4) FY1990 - FY2021: Figures in parentheses do not include the amount of front-loading issuance of refunding bonds.
FY2022 - FY2023: Figures in parentheses do not include the maximum amount of front-loading issuance of refunding bonds.

(Note 5) The borrowings in the special account for local allocation and local transfer tax are divided into each figure of the central government and local governments in
accordance with their shares of The ling amount of the ing incurred by the central govemment was transferred to the general account
at the beginning of FY2007, so that the outstanding borrowing in the special account since the end of FY2007 is equal to the debt of the local governments (28
trillion yen at the end of FY2023).

(Note 6) In addition to the above, outstanding govemment bond in the special account for fiscal investment and loan program at the end of FY2023 is 104 trillion yen.

(Reference) Debt Outstanding in Various Statistics

(Unit: trillion yen)

(R Debt outstanding of general
= Long-term debt outstanding of Debt outstanding which shows o oen
Long;tlermdd:g? g ?f oentgr;l and local govemme%\l the overview n:‘gle central &elmmem (Oer"'::‘l 9:"*’".":'9"" ity
central an government iy . governments and social secut
e onrpole S TS O s || | st o nversa
expenditure. e by G e st yasng standard (SNA) to contribute to
' L - WIS international comparison.
(reference) general government
net debt: 674
Excluding the expenditure and 1,441 (1,416) 1,426

fiscal resources forrecovery and y - -
reconstruction measures and Green FILP (Fiscal Investmen't and Debt of social security funds: 22
Transformation(GX)measures: Loan Program) Bonds: 104

1235(1210) 1,280 (1,255) Local governments debt: 182

1,242 (1,217)

FB (Financing Bill): 212 - Debt of incorporated

acencies:22

Local bonds: 138 Local bonds, etc.: 183

Treiadng TGy = Treasury Discount Bills: 155 \
. - \

Roooun 1o Looa Aloeaton T
Borrowings, etc.: 81 Central

Borrowings in the Special Account for | L Speoid Account forLocal Aocation Tax | | Bonawiins eir: 57
L
—
Tncluding 30 trilion yen in borrowings in the. govemment
ial Account for Local Alocation Tax debt

tion Tax: 28 )
Borrowings, efc.: 29

Government general bonds: Government general bonds: Government general bonds: Central governiment sscrirition: /
1,068 (1,043) 1,068 (1,043) 1,068 (1,043) 9 964
(Public debt outstanding of central (@Long-term debt outstanding of @Govemment bonds and
and local governments central and local govemments borrowings outstanding @General govemment gross debt
<End of FY2023 : Estimate> <End of FY2023 : Estimate> <End of FY2023 : Estimate> <End of FY2021 Actual>
[Office for Econometric Analysis, CAO] [Budget Bureau, MOF] [Financial Bureau, MOF] [Economic and Social Research Institute, CAO]

(Note 1) “Special Account for Local Allocation Tax” refers to “Special Account for Local Allocation Tax and Local Transfer Tax”.

(Note 2) The figures in parentheses do not include the maximum amount of front-loading issuance of refunding bonds /the issuance limit of advance refunding bonds for
refinancing in the following fiscal year. (25 trillion yen).

(Note 3) “Government general bonds at the end of FY2023” includes Reconstruction bonds (about 4.9 trillion yen).

(Note 4) Borrowings in the Special Account for Local Allocation Tax are partly transferred to general account (the borrowings in the general account in ).

(Note 5) “Local bonds, etc.” in @ includes local bonds, borrowings in the special account for local allocation tax, and local public corporation bonds (charged to the
ordinary account) (about 16 trillion yen).

(Note 6) “Borrowings, etc.” in @ and @ = i + bscription bonds, etc. “Borrowings, etc.” in @ do not include the outstanding borrowings in the
special account for local allocation tax (about 28 trillion yen) for which local govemments bear the burden for redemption.

(Note 7) “Central government securities” in @ include government general bonds, government compensation bonds and government bonds converted. The borrowings,
etc. in item @ includes government subscription bonds, etc.

(Note 8) The central govemment securities and the local government bonds/securities included in the debt of local governments in @) are at current market value.

(Note 9) The figures in @, @), and @) are based on the budget for FY2023 and the local govemment debt plan etc.

(Note 10) “General government net debt” = “General government gross debt” — “Financial assets” (general government) (about 752 trillion yen) .
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Some comparisons of expenditure. | think the accounting is wrong here, for the United States. In
the US, Social Security "contributions" (payroll taxes) are on the regular budget, while in Japan

(and maybe other European countries?) it is off-budget.

10. Revenues and Expenditures in OECD Countries

Compared to the other OECD countries, Japan’s total amount of expenditure is at a slightly low
level. Japan’s social security expenditure can be classified as a mid-level reflecting the aging
population, while the non-social security expenditure is at a low level. On the other hand, the tax
revenue stands at a low level and the fiscal balance is worse than the other countries.

Total Expenditure

(% of GDP)

Social Security Expenditure

(% of GDP)

0 10 20 30 40 50 (%)

Non-Social Security Expenditure

(% of GDP)
0 10 20 30 40 (%)

0 20 40 60 80 (%)
n n n n L
Frrzzzzsrrrzzzirzzzzz; 614 1 France \rrrrrrrrrrsrrirrzrzs 361 | 1France 313 1Hungary
p—  59.8 | 2 Greece e 331 2 Finland p—— 30§ 2 Greece
pr— 588 | 3 Belgium o vX ) 3ltaly p— 282 | 3 Iceland
585 | 4 Norway 320 4 Norway 274 | 4Belgum
p—— 570 | 5 Finland P ——— 31 9 5 Austria p—— 266 | 5Norway
ferareeseneeririsess 569 | 6 ltaly e 314 6 Denmark p— 263 | 6 Israel
p—— 568 | 7 Austria e 31 4 7 Belgium pe— 263 | 7 Australia
pr— 535 | 8 Denmark terssrrssereressss 300 8 Germany prrssisssssszszs 257 | 8 United Kingdom
p— 526 | 9Spain r——— 9.8 9 Spain Verrresrsrrerer: 253 | 9 France
Versrrraresererrrs. 525 10 United Kingdom rr—— 292 10 Greece [—————= 251 10 Sweden
p— 52 1 11 Sweden e 270 11 Sweden p— 25 0 11 Poland
p——— 512 12 Slovenia prrrsrrsssrsrsss 268 12 United Kingdom e 24.9 12 Austria
re———— 51,1 13 Hungary ——— 26.6 13 Slovenia ——— 24.6 13 Slovenia
p— 506 | 14lceland —— 264 pevrererarazes. 246 | 14 United States
Vrrssrssressrsers. 503 15 Germany rere——— 262 15 Luxembourg r— 24.2 15 Latvia
e 492 16 Portugal — 26 0 16 Portugal trsrsrrsrsrsrs. 240 16 ltaly
484 17 Poland 255 17 239 17 Finland
fm——— 48.3 18 Netherlands fre—m— 23.5 18 Czech Republic p— 236 18 Czech Republic
—— 47 6 ap f— 234 19 Poland p— 23.6 19 Estonia
prrrrsrssrresrsss. 413 20 United States. prrvsresrsrrsr. 227 20 United States == 232 20 Korea
== 471 21 Czech Republic p—— 0D 4 21 Iceland —— 232 21 Portugal
468 21 Esmm—— 2.2 22 Slovak Republic r— 22 8 22 Spain
f=————— 463 23 Australia ———= 213 23 Estonia —— 228 23 Netherlands
e 454 24 Israel p— 20.0 24 Australia [r—————— 007 24 Slovak Republic
P 449 25 Slovak Republic p— 19.8 25 Hungary = 221 25 Denmark
— 14.3 26 Estonia e 19.1 26 Israel —— 212
pr— 420 27 Latvia p— 18.8 27 Swil 205 uxembourg
f—— 384 28 Switzerland pr— 178 28 Latvia frrsrisrrisss. 203 28 Germany
e 38.1 29 Korea — 16.9 29 Lithuania — 196 29 Switzeriand
f=———= 332 30 Lithuania p— 157 30 Ireland p— 7.9 30 Colombia
j— 33.0 31 Colombia p— 15.1 31 Colombia [ 164 31 Lithuania
274 32 Ireland p— 14.9 32 Korea p— 117 32 Ireland
Tax Revenue Fiscal Balance
(% of GDP) (% of GDP)
0 20 40 60 (%) 20 -10 0 10 (%)
" L s
47.5 1 Denmark 04 1 Lithuania
— 33.3 2 Sweden 02 2 Denmark
331 3 Iceland 26 3 Norway
Vrrrssrsssssrs. 307 4 France 27 - 4 Korea
re— 304 5 Finland 2.8 = 5 Sweden
prrrrssssssre 290 6 ltaly =31 6 Switzerland
r— 28 9 7 Belgium -34 == 7 Luxembourg
p— 28 4 8 Australia -37 8 Netherlands
[ 27.6 9 Norway 4.1 — 9 Colombia
— 27.0 10 Luxembourg 43w 10 Latvia
p— 26.7 11 Austria 4.3 1A 11 Germany
[——— 264 12 Netherlands -5.0  m— 12 Ireland
| 25,9 13 Greece -5.4  m— 13 Slovak Republic
prrssssresrs. 259 14 United Kingdom 55— 14 Estonia
— 24.9 15 Hungary 55 15 Finland
207 16 Portugal 58 m— 16 Czech Republic
p—— 244 17 Israel 5.8 m— 17 Portugal
pemmmom. 23 1 18 Spain 6.9 m— 18 Poland
Vs 229 19 Germany 15— 19 Hungary
p—— 221 20 Poland -71.7 =" 20 Slovenia
p— 212 21 Latvia 8.0 m— 21 Austria
r— 21.1 22 Estonia -8.7 m— [22 Japan |
; bt et oo \ p— 21.0 23 Switzerland -8.8 m— iceland
e 20 4 24 Slovenia 9.0 w— 24 Belgium
1 | Japan | 200 9.0 wrrsreid 25 France
— 197 95 wrrsir/A 26 Italy
1 G7 | [—194 27 Slovak Republic 99 — 27 Greece
rsr 0 192 28 United States -10.1  s— 28 Spain
1 | o 189 29 Czech Republic 107 291Israel
pr— 17.8 30 Colombia 125 — 30 Australia
| mm The others | [ 174 31 Lithuania 131 nesrrsrerir) 31 United Kingdom
[ —— pr— 16.6 32 Ireland ABQ _werrsersvasirid 32 United States.

(Source) OECD “National accounts”, “Revenue Statistics” and “Economic Outlook 112°(November 2022), Cabinet Office “National Accounts”, etc.
(Note 1) Japan: actual figures of FY2020, Australia, Ireland: actual figures of CY2020, Colombia: actual figures of CY2019, Lithuania: actual figures of

CY2017, the other countries: provisional figures of CY2020.
based data (central / local governments and social security funds), except for “Fiscal Balance” of

(Note 2) The figures

the g

Japan and U.S., where the figures of the social security funds are excluded.

Although debt has gone way, way up, by refinancing at lower and lower rates, the interest costs
of debt service have actually gone down, in nominal terms! Amazing!
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(Reference) Trends in Interest Payments and Interest Rate

(trillion yen) Outstanding general bonds are estimated to be (trillion yen)
over 1,000 trillion yen, and if interest rates rise, 1,068
interest payments will increase substantially. 9;'10_4 1
10% 25 047m || | 1.000
Interest rate (LHS) Outstanding |
government general 0 1
8% 20 74 74 . bonds (RHS) o 1 | 800
6.1 \ 636
6% 15 - H 600
57
Interest payment (LHS) 46 “nnf
10.
97
4% 10 + 400
225 |
44 i

- 166 1 1

2% 5 54 If{ b | 200
OOA) 0 Hl“l"n”l”n”l”l”n”l IANANIANRATIAN IANANANANIANANI AN AIANIAIANINTIANEANIANINNIA NI AU NRANEA IR (1811 ||||||||||||||||||| 1 0
75 80 85 90 95 00 5 10 15 20 23
(FY)
(Note 1) Interest Payments in FY1975 - FY2021: settled figures ; FY2022: based on the second supplementary budget ; FY2023: based on the
budget

(Note 2) Interest rates are based on the weighted average of interest rates of government general bonds.
(Note 3) Outstanding government general bonds in FY1975 - FY2021: actual figures ; FY2022: based on the second supplementary budget ;
FY2023: based on the budget

22

But, just as the "triple-whammy" of (rising interest rates)*(rising debt levels)+(consequent rising
deficits) is starting to hit the US with explosive increases in debt service costs, everything is
multiplied in Japan. This is just starting to bite.

Here are the increases in Social Security (=all welfare) spending. Remember, this is on a base of
flat nominal GDP. "Social Insurance Contribution" is off-budget payroll taxes. The "public
expenditure" is the deficit that is on the National Budget (and Local budgets). Singapore doesn't
have any of these problems, because it has a "provident fund" system (mandatory contributions
to a private retirement account, like a 401(k)) for both pensions and healthcare (health savings
accounts), reducing government spending on these items to almost nil, basically a "safety net"
for those for whom the provident fund system is insufficient. This is what | mean by the problem
being failed institutions.
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IIT. Issues in Each Policy Area
22. Social Security Area

(1) Declining Birthrate, Aging population and Increase in Social Security Benefits

Although insurance premiums should be major financial resource for social security system as a
principle of mutual support, its amount is not enough as a single financial resource. Therefore,
public expenditures is also used in order to avoid concentration of the burden on the working-age
generation. In reality the needed public expenditure is financed by not only tax revenues but also
bond issuance, which leads to the postponement of the burden to the future generation.

We have to share and cover the burden of social security which benefits us across the generation.

FY1990 FY2020
Contribution of Insured Person | ¥18.5tn (28%) | ¥38.7tn (21%)
Contribution of Employer ¥21.0tn (32%) | ¥34.8tn (19%)
Public Expenditure ¥16.2tn (25%) | ¥59.0tn (32%)
(fz(e::iligiree::r::r:\iZSS fepresent the per:?\;;::f the total 2122 =ocal Security EEcalfesonss
(tillion yen) : Beneﬂts_ ¥ 126.1 trillion
132.2 ¥131.1trillion  + Asset Income
v 5 ‘ Asset Income, etc.
ong-term Care, |~ i
120 Welfare, etc. %‘ rden on Local
31 5 ‘ }Govemmen
(of which Long- | /77~ i e
. term Care 13.1) - —
Social Ex re
100 Security °"§;',‘,’c',“"“|
Benefits / Issuance || Burden on
P e mm ol — Central
Government
%- 36.1
f Tax
Medical Care / Rz
] 40.8 % J
Public
Expenditure
Pension | Social
nsurance ]
Social 58.9 Contribution |
20 Insurance ik
Contribution
90 92 94 96 98 00 02 04 06 08 10 12 14 16 18 20 FY2022 FY2022

FY
(Source) National Institute of Population and Social Security Research “The Financi(al Szatistics of Social Security (FY2020)", FY2022: Ministry of
Health, Labour and Welfare (based on the initial budget).
(Note 1) FY1990-FY2020: settled figures ; FY2022: based on the initial budget. It should be noted that the conditions on expenditures for
projects related to countermeasures against COVID-19 differs from year to year.
(Note 2) The amount of social security benefits for FY2020 is 125.0 trillion yen when the cost of projects related to countermeasures against

COVID-19 is excluded.
27

Note that the revenue here (¥73.5 trillion) is more than all the revenue (¥69.4 trillion) in the
regular budget of the Central Government.

Kiku Advisors, "Japan: Is It Time At Last?" August 18, 2023. nlewis@kikuadvisors.com Page 16



This is their strategy:

(4) Comprehensive reform of social security and taxation systems

The aim of the Comprehensive reform of social security and taxation systems is to rectify the current situation
where the burden of a substantial portion of social security costs is postponed to future generations, thereby
enhancing and stabilizing the social security system while achieving fiscal consolidation.

Enhancing and stabilizing the
social securi

Accomplishing both

Achieving fiscal consolidation
goals

Ensuring stable fiscal
resources by tax reform

Why is consumption tax used for social security? :

- Its revenue is stable and unlikely to be affected by economic conditions.
- Itis neutral in relation to economic activities, and does not concentrate burden on certain people such as the working generation

l Consumption tax is an appropriate way of funding financial resources for social security. I

(trillion yen)
30

25

Income tax

Consumption tax
(Note) Local consumption tax
revenue is not included.

2005
(Note) Until FY2021: Settied figures; FY2022: Based on the Supplementary Budget; FY2023: Based on the Budget

2020 202120222023
(FY)

Major initiatives to enhance
social security

Childcare

Relationship between four social security expenses
and consumption tax revenue

A E- ; IS TS T, '-I- 77 -r't- T | v Free early childhood education (Free
S Iy socla_ S0, 1 education for all children from 3 to 5
/ Increase in adn(;lnlsttrative : years old, etc.)
- , | coﬁzz:sﬁesn t:\i rﬁke 4 (¥ Fres higher education (tuition
Postponing burden to future R4 1 P ey reductions and exemptions of
generations R4 1 Govemment_ c°mr'b_u“°n 1 universities, etc. and expansion of grant-
¥19.2 trillion L  tothebasic pension 1 type scholarship for children from
L, 1 system 1 families with incomes below a certain
/ 1 Stabilizing social security : level)
/
1 R/ 7/ 777777 /77T v Solving the daycare shortage
R problem(“Problem on the children on the
z daycare waiting list”) and creating an
o .
Increased re;l_enl:e frho_v':\ 5% e environment that enables women to
Constnp Ior? .ax IS P /4 work if they want to.
¥14.4 trillion L ¥37.9 trillion i
Medical / long-term care
e
e 7 the for

Consumption tax revenue, 4%
(excluding local consumption
tax revenue (1%))
¥12.5 trillion

Consumption tax revenue

Four social security expenses

of premiums for the national health
insurance, etc.

v Enhancing long-term care services
(improving wages and introducing ICT)

Pension

¥ Benefits for low-income senior

¥26.9 trillion (total of central and local governments) citizens (such as 5,000 yen per person
¥46.1 trillion per month etc.)
(Note 1) For , 4.42trilion total; utilizing 0.4 trillion P & 4 vk
on the social securit etc. v Shortening the required qualifying
(Note cial security exper FY2023 nitial budget of period to receive a pension
(Note 3) For rate, (25 years=10 years)

32

What does this mean?

It means that they will "ensure stable fiscal resources by tax reform" -- Higher Taxes -- with the
goal of "Enhancing and Stabilizing the Social Security System" (keep the Ponzi running; and
actually -- believe it or not -- add more benefits!) and "Achieving Fiscal Consolidation Goals"
(reducing deficits = keep the Ponzi running).

Maybe you can see why | have not been very positive on Japan for a long time.
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What they should be doing is:

Adopting a Singapore-like strategy for "Social Security" based on private funding and

responsibility.

Slashing spending by huge amounts, about 70% including nearly all existing Social Security

spending and 80% of Public Works (at all levels).

Lowering taxes to create a more powerful economy, such as a Flat Tax income tax reform.

And no doubt they will do all this, eventually, after the Ponzi goes completely kerflooey.

Unlike the US, where most of the spending is on the Federal level, most of the spending in Japan

is on the Local level (this is because the Social Security spending is off-budget).

23. Non-Social Security Area

(1) Central and Local Governments

@ Distribution of Tax Revenue and Expenditure of the Central and Local Governments

The ratio of tax revenue resources between the central and local governments is on the same
level of that of expenditure due to the fiscal transfer such as local allocation tax grants, etc.
However, there is an imbalance between the total taxes and total expenditures for the central
and local governments combined, and it is important to reduce this imbalance.

Total Tax Revenues of the Central and
Local Governments (¥114.3 trillion)

(Central government)
National tax revenues

(Local governments)
Local tax revenues  Central

[Revenue]
(FY2021 Settiement)

62.9% 37.1%
(¥71.9 trillion) (¥42.4 trillion)

Local allocation tax (corresponding legal ratio)
and local transfer tax: 18.2%
===

44.7% A 55.3% m
| e@stavition | 7 (¥63.2 trillion)

[Expenditure]

(FYzhat Setlement) Central Government Local Government
expenditure (net basis) expenditure (net basis)
44.3%(¥97.3 trillion) 55.7% (¥122.6 trillion)

Total Expenditure of the Central and Local Governments
(¥219.9 trillion)

(Source) “Local public Finance (March 2023)", etc.
@ Comparison of the Fiscal Conditions in the Central and Local Governments

Comparing fiscal situations of central and local governments, the situation of the central
government is extremely more severe than that of the local government in terms of both the flow
indicators (fiscal and primary balance) and the stock indicators (long-term debt outstanding).

Primary Balance and Fiscal Balance of the Central and Local Governments (FY2023 projection

Primary Balance Fiscal Balance
Central Government approx. -28.0 trillion yen approx. -33.1 trillion yen
Local Government approx. 5.1 trillion yen approx. 4.1 trillion yen

(Note) Cabinet Office “Economic and Fiscal Projections for Medium to Long Term Analysis® (January 24, 2023)

OTrends in Long-term Debt Outstanding of Central and Local Governments

Present
30 years ago 15 years ago (Projections as of the
(As the end of FY1993) (As the end of FY2008) end of FY2023)

Increase by approx.
Increase by approx. 520 trillion yen

330 trillion yen
Central 242 =

| 573 ) bl |
trillion yen trillion yen trillion yen

Decrease by
Increase by approx. approx.10 trillion yen

110 trillion yen 197 183
trillion yen — trillion yen

(Note) The borrowings in the Special Account for Local Allocation Tax and Local Transfer Tax are divided into the figures of the central and local governments in
accordance with their shares of redemption. The amount of the borrowings outstanding incurred by the central government was transferred to the general account at
the beginning of FY2007, so that the borrowings outstanding in the Special Account since the end of FY2007 represents the debt of the local govemments (approx. 28
trillion yen at the end of FY2023).

Local 9
trillion yen

33
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Unfortunately, | was not able to find as much detail on Local Government finances as | hoped.

5-11 HOFRABCRME (HFn3, 4405)

Fiscal Plan of Local Governments (F.Y. 2021 and 2022)

I )54 )8 M. See "Local finance".

(B4 1048) (In billions of yen )
AR s R s
X5 Category RE S 3 i %54 Category S )
F.Y. 2021 | F.Y. 2022 F.Y. 2021 | F.Y. 2022
R ES Ordinary account

BAAH Total revenue 89,806 90,592|RHAM Total expenditure 89,806 90,592
1B Local taxes 38,270 41,231\ H.BYR AR Allowances 20,154 19,964
11 - B Local transfer tax 1,846  2,598| #5h4% Salaries 18,676 18,524
i e | A2 T & ] 358 227| BREETH 13) 1,472 1,436
18 )5 A2 (B Local allocation tax 17,439 18,054| [His4e Pensions 5.3 4.4
[EIFE % & Treasury disbursements 14,763  14,883| — T HEL IR 14)| 40,882 41,443

BREEEREE )| 1,516  1,502(# [E|MiffEhfafE&% Expenditure shared 22,942 23,458

#hERAEE 2L D by Treasury

Z it m i) Other ordinary 10,337 10,492| [EFEHENfIE L Expenditure not 14,830 14,867

AEes% grants etc. bR D shared by Treasury

AR Shares for subsidy 2,671 2,653 |[E|EAREERME-E 15 1,491 1,499

fhshFE S of public works i s 4 P08 )

[SlER e

[E| A7 it e 3 29 30| EHDELIE 16| 1,000 1,000

BE iR BhAR R =3

Erdngd

RERE T ATLE (1 RTES 4) 7.4 7.6 HuhkEH-SEA Expenses for 420 420

W E e xR community regeneration

A2 A 5) 53 54| /{1 Public debt expenditure 11,780 11,426

Fe Bz &

WL ST M M 6), 108 102 | @ phdeqe Maintenance and repair 1,469 1,495

*WE (&

HEE R R 50 7 36 38| £ PEAER AR Public investment 11,927 11,979

RN 2T

RO A% S 8) 5.4 5.3 HEREXAAS Share for enterprises 573 559

oy OB DR under direct supervision
18 )5 (% Local bonds 11,241 7,608 bR Public works 5,141 5,105
{ERIE . O'F40EL  Rents, charge and fees 1,549 1,573 —AxEER General works 2,763 2,817
M Miscellancous receipts 4,375 4,446 4R Special works 3,450 3,497
415 - 74 AL 3 — e 9) -0.2 -0.4| NEA RIS Transfers to local public 2,443 2,435
A Y 4y enterprises
A [E| I 5 R — A 10) -35 -25| i1 )5 B B DA B2 <[] D[ 1,150 1,850
SABEFE M 5y KIzEBIT5 P KM E

A LH VR
WEAXEK Sy Extraordinary account related to the Great East Japan Earthquake
BASH Total revenue 333 299 | RHEH Total expenditure 333 299
W8 51 R 22 (B 1) 133 107 |#5 G- B REE 9% Allowances 6.5 5.8
— A A A Y 4y Appropriation to 0.2 0.4 — % f 7 HER R General administration 169 142
general revenue

[EFE % & 12) 191 182| /> i 1% Public debt expenditure 7.9 8.3
5 ik Local bonds 0.8 0.9| £ SRR ER IR Public investment 150 143
EL VN Miscellaneous 7.9 B3| AESEMS 18) 0.1 0.0

1) Special grants to local governments 2) Salaries of staff

1 1
P Y

in

national institutions are located 4) Financial equalisation grants to cities, towns and villages where institutions are located
5) Special grants to countermeasures for traffic safety 6) Grants for area locating electric power stations 7) Grants for environmental
improvement of area locating specified defence facilities 8) Grants for locating petroleum reserving facilities 9) Appropriation to general

revenue for disaster restoration and recovery 10) Appropriation to general

for

de disaster p:

3) Grants to cities, towns and villages where

11) Special local allocation tax for recovery from carthquake disaster 12) Treasury disbursements 13) Retirement allowance

14) General administration 15) Expenses related to National health insurance and Longevity medical plan 16) Expenses for formulating
measures for building up towns, people and jobs 17) Necessary expenditure beyond average standard in bodies which do not receive local
allocation tax 18) Transfers to local public enterprises

FOEH RRECE M7 A Source: Ministry of Internal Affairs and Communications.

Thereis alarge (¥11.979 trillion) item for Public Investment, or Public Works. Also, there is a large
item for Public Debt Expenditure. Since this is larger than the Central Government's interest
payments (about ¥8.5 trillion), despite a much smaller amount of debt, | am guessing that this is
also represents debt "redemptions." From before, we saw that ¥16.0 trillion of Social Security
spending was funded on the Local Government budget. This is basically the remainder between
the part of Social Security that is not funded by "contributions" (payroll taxes) and the Central
Government.
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Now, let's look at the Fiscal Investment and Loan Program.

FILP came about from the Postal Savings System. A Postal Bank was a popular policy in the
nineteenth century, with systems in Britain, France, Germany and numerous other countries. The
basic idea was that there was already a network of post offices, so why not use them for banking
services? With Japan's sudden modernization, jumping from the feudal Tokugawa era right into
late 19th-century industrial capitalism after 1870, people needed basic banking services such as
the ability to make payments nationwide. But, while most countries phased out their postal bank
systems, Japan kept theirs. It became the largest bank in the world, by deposits.

As a bank, the Postal Bank then lent out the money. To whom? Since this is a government bank
... you can imagine what happened. The Fiscal Investment and Loan Program consisted of loans
by the Postal Bank to "public/private projects," mostly Public Works. For example, let's build an
expressway. We plan to charge tolls on the expressway, and use the toll revenue to pay off the
debt for the construction. Basically, this was a whole new Public Works budget, that was
completely off-budget! And guess who benefitted from that? However, actual toll revenue
"mysteriously” fell well short of projections, so the loan from the Postal Bank could not be fully
repaid. It became bad debt. Basically, the government was on the hook to repay depositors in
the Postal Bank.

Thus, the issuance of FILP bonds. The government packaged all the bad loans, and swapped them
with the Postal Bank for FILP bonds. Then, the government would steadily buy back the FILP
bonds from the Postal Bank, thus funding the slow wind-down of the Postal Savings System
(repayment of deposits), replacing them with regular JGBs. This is the "redemption of the
national debt" that is on the Central Government budget.

Point of FILP reform

FILP was reformed fundamentally in fiscal year 2001 (FILP reform). Although postal savings and pension reserves
had been mandatorily deposited as a source of fiscal investment and loan funds before this reform, problems with
regard to inefficient management had been pointed out because the funds had been collected regardless of the
amount of funds needed for policy objectives. Therefore, an obligation to deposit postal savings and pension
reserves was abolished in the FILP reform, and now only the truly necessary amount of FILP funds is raised
independently from the financial markets through FILP bonds.
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FILP still exists. | think it was supposed to be phased out and liquidated, but someone wanted to
keep the party going.

Fund flow of subsidies in the general account (image)

Taxes National . Subsidies Public Public services
Peo Ie ﬁ governmen o Peo Ie
p (General account entities P [
Fund flow of Fiscal Loan (image)
Long-term, low-interest
loans by FILP lending
FILP bonds Loans agencies
ﬁ
" : r - i Long-term, fixed, Public projects by
Financial |{omerss fundsing | go':‘,aeﬁ':;ae'nt o aaded FILP | P agencies heople
markets (Fiscal Loan) agencies ®
E Shouldering
Interest payments, Interest payments/ ;
Redemption Redemption financial resources

for redemption

FILP bond balances came way down in the 2000s, as part of the Postal Savings System reform,
but have been stable for a while. They are still doing big annual budgets, recently ¥16 trillion.

eTransition oif pleiiEe Belanee o FILE (HieeE])

(trillion yen)
450
4178

(Refe rence) Government

400 Guarantee —
Industrial
340 Investment
350 y
M Fiscal Loan

300

Total
250 159.2 trillion yen

Government Guarantee

200 24.9 trillion yen
150 | | Industrial Investment

7.2 trillion yen
100

L Fiscal Loan
50 127.1 trillion yen
0 em Rewa (End of FY)
12 15 18 21 %4 25 2% 27 28 29 30 1 2 3 4(prospect) 5 (prospect)

(2000) (2003) (2006) (2009) (2012) (2013) (2014) (2015) (2016) (2017) (2018) (2019) (2020) (2021) (022) (2023)

(Note) Figures until FY 2021 are actual amounts. Figures from FY 2022 and FW 2023 are prospects as of December 2022.
Differences in the figures might occur in the future.
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< FILP Plan >

(Unit: billion yen)

FY 2021 FY 2022 FY 2023
Total Amount Total Amount Total Amount change growth rate
FILP 40,905.6 18,885.5 | 16,268.7 |4 2,616.8 | A13.9%
Fiscal Loan 38,302.7 16,448.8 | 12,709.9 [a37389 | a227% | Goe st e e pln for Y
e 362.6 326.2 429.8 TETH T | ivadbauboliinll
ity 2,240.3 2,110.5 3,129.0 | 11,0185 | +48.3% | AScountto the General

Wind-down of Postal Savings in the 2000s:

(Reference 5) Outstanding Amount of Deposits and FILP Bond Issue

(Trillion yen)
450
421.9
. (Reference) BFILP Bonds
] 3683 0 Cther Deposits (After FY2010 'Deposits’)
350 — mPostal Savings
Pension Reserves
300 — —
2711
250 — — f—
200 — —
173.1
158.0
wo bl Eiad | 154 WS 002 gim i i 147.4
escsee e 1264 1236 4218
100 — — —
50 — I D
0 | .
2000 2003 2006 2009 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
(End of Fiscal Year)
(Unit:trillion yen)
2000 | 2003 | 2006 | 2009 | 2011 2012 ‘ 2013 ‘ 2014 | 2015 2016 | 2017 | 2018 | 2019 | 2020 | 2021 2022 (change) (3?35;
FILP Bonds - 91.8| 1389| 1222 110.9| 109.3| 104.2 99.0 96.1 96.3] 94.5 92.2 91.1] 118.6| 1046 100.8 (- 3.8) 100.8
Deposits | 427.9| 276.4| 132.2 50.8 47.0 45.0 41.4 412 36.7 32.8 31.8 314 30.7 28.7 32.4 354 (3.0) -3924
Total 4279 3683| 271.1| 173.1 158.0, 154.3 1456 140.2| 132.8| 1291 1264/ 1236 121.8| 147.4| 1371] 1363 (-08)| -2916
10

In the past, | remember that the Debt Redemption item in the Central Government budget was
directed at the FILP bonds arising from the Postal Savings System workout. However, since 2010
or so, that seems to have been completed. The amount of FILP bonds issued and the
Redemptions seem to be in line, however, so it looks to me like this program has become a
permanent fixture, with FILP bonds issued and then redeemed. Basically, | think it amounts to
spending, disguised as lending. It would be nice to find out more clearly what has been happening
to FILP over the past decade, but that is definitely a "Japan macro geek" topic that is perhaps
beyond our needs here.

Just as promised by MOF, tax changes in Japan have generally been toward higher taxes, mostly
payroll taxes and the consumption tax (basically, a VAT).
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Payroll tax rate in Japan. This goes into the off-budget Social Security accounts.

Consumption tax rate:
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On the brighter side, corporate tax rates have come down somewhat. However, | think this was
paired with the elimination of a lot of the deductions that made the high tax rates tolerable. The
official corporate tax rate during the high-growth 1960s was also about 50%, but there were so
many ways around this that corporations hardly paid any tax.
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Personal income tax rates have generally headed higher. This is the top rate:
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Here's tax revenue/GDP in Japan, compared to the OECD average. You can see one reason why
Japan was a high-growth powerhouse in the 1960s, and why it is not today.
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Drawing some conclusions from all of this:
Structural budget issues are likely to continue. The government is all-in on "keeping the Ponzi
going" rather than large-scale reforms of spending patterns. Debt is already huge, deficits are

already huge, and nothing particularly bad has happened yet.

GDP has been stagnant. A trend toward higher taxes does not help here much. However, nominal
GDP might start to rise simply due to monetary inflation. Indeed, there has been a rise recently.
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In other words, Japan has been acting exactly contrary to what I've called the "Magic Formula" -
- Low Taxes, and Stable Money. (See my 2019 book The Magic Formula.) If Japan today had a
policy like it did in the high-growth 1960s, with the yen pegged to gold and tax revenue/GDP
around 17% -- and especially if they used highly efficient taxes like a VAT or Flat Tax to generate
that 17% -- Japan today would probably be pretty healthy. Productivity and incomes would be
rising, whether population went up or down; and all this income for workers would make
supporting retirees a lot easier. Just to give you an idea, the revenue from the consumption tax
alone (basically a VAT), plus "other revenue" (a variety of excises on things like alcohol, but
excluding the Inheritance Tax), or 5.6% of GDP, and Local tax revenue 7.4% of GDP, already gets
us to 13.0% of GDP in tax revenue -- with the total elimination of the personal income tax,
corporate income tax, and all payroll taxes. This is in line with Singapore today (13.8%). | betcha
the economy would be doing pretty well, which means higher GDP, which means more tax
revenue and less welfare spending.

They could do that. But, of course, they won't.
The epicenter of "keeping the Ponzi going" is certainly the Bank of Japan, the JGB market, and
related financial institutions such as big banks and pension funds. Without the ability to fund this

mammoth pile of debt at near-zero interest rates, it would have blown up a long time ago.

Who owns all this debt?

The end of Mar. 2023
(Preliminary Figures)

Pension Funds

Households
303 12.8 Others
2.5%  Foreigners 4 g, 10.8
Public 178.4 0.9% General Qovernme|1t
Pensions 14.5% (ex Public Pensions)
449

3.7%

Banks,etc.
161.4
13.1%

(Unit: trillion yen)

Total 1,229.8 trillion yen
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As we can see, the Japanese public owns almost no debt directly, in the form of mutual funds,
ETFs etc. Of course the Japanese public owns a lot indirectly, via banks, life insurers, pension
funds etc. The biggest holder is the Bank of Japan. Banks and Insurers are close behind. Most of
the BOJ's holdings are indirectly held at banks, since banks hold the bank reserves that are on the
other side of the BOJ's JGB holdings. Foreigners also own a lot of these bonds. Since | can't find
any foreigners who are interested in their investment characteristics (there is no JGB ETF in the
US for example), | suspect that a lot of this is basically official institutions (foreign central banks
among them), and maybe some passive portfolios of global bonds.

Fig. Foreign Investors’ Bond Holdings by Region (Custodian Base)
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Note: This breakdown does not necessarily give a region-by-region breakdown of final investors.

According to official figures, most of the foreign holdings are non-official. Who are these people?

Fig. 2-49 Breakdown of Government Bonds by Holder Category
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Foreign official sector = Foreign banks = Foreign nonbanks
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Note 1: As of June 2022.

Note 2: Domestic banks are depository corporations residing in the country (IFS definition). Foreign banks are BIS reporting banks residing outside the country. Foreign
official sector includes foreign central bank holdings as foreign exchange reserves, SMP holdings of foreign central banks, and foreign official loans. Foreign
nonbanks and domestic nonbanks are imputed from external and total debt.

(Source) Serkan Arslanalp and Takahiro Tsuda, 2012,"Tracking Global Demand for Advanced Economy Sovereign Debt”,IMF Working Paper, WP/12/284
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Here are some recent stats on the JGB market:

Ministry of Finance. JAPAN

JGB Secondary Market

(Until 30 June 2023)
JGB Yield Curves Yield and Volatility (10Yr)
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Among other things, the "break even inflation rate" in Japan (supposedly a measure of expected
inflation rates, although maybe just a fiction cooked up by manipulating market prices) is about

1.0% now. Oh really.

JGB Monthly Newsletter July 2023

Investor Trends and JGB Outstanding

i)

Ministry of Finance. JAPAN

Trends in JGBs Transactions (by investor type)

Source: Bank of Japan
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Foreigners have also had a steady pattern of JGB purchases. The BOJ's holdings of JGBs have risen
as part of its "Yield Curve Control" policy. However, total base money has been rather flat. We
also see that City Banks have had huge increases in holdings of Bank Reserves (BOJ Deposits), and
also have fairly large JGB holdings, while Regional Banks have much lower Bank Reserves, and
also lower JGB holdings -- both in absolute terms, and as a percentage of total assets. Thus,
among Banks, which are the major holders of JGBs (directly and indirectly via BOJ Bank Reserves),
this is concentrated at City Banks. In the 1990s, there were about twenty "City Banks," but today,
after a long series of mergers, there are only five, and only three majors. It is just a matter of time
before Resona gets absorbed.

Leading city banks in Japan as of March 2023, by total assets
(in trillion Japanese yen)

MUFG Bank 313.85

Sumitomo Mitsui
Banking Corporation

Mizuho Bank
Resona Bank

Saitama Resona Bank

0 50 100 150 200 250 300 350

Total assets in trillion Japanese yen

© Statista 2023 &

@ Additional Information Show source @

So we see that most of the entire stack of JGBs is held by three banks, directly or indirectly (via
the BOJ). This is what | mean when | say that MOF can just get these guys around a conference
table and tell them what to do.

Foreigners' holdings of JGBs have been rising. But also, foreigners' activity in the market is 72.8%
of the Futures market and 44.3% of the cash market.

Foreign Investors Presence JGBs Holdings by Foreign Investors
(%) (trillion yen)
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Note 3: The figures excludes dealers' transactions. Source: Bank of Japan
Sources: Bank of Japan, Japan Securities Dealers Association, Japan Exchange Group, Inc.
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Foreigners also dominate the market for Bills.

Breakdown by JGB and T-Bill Holders (The end of Mar. 2023 QE)

JGB Holders JGB and T-Bill Holders T-Bill Holders
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(Unit: trillion yen)

Total 1,080.0 trillion yen | | Total 1,229.8 trillion yen | | Total 149.8 trillion yen

Note 1: “JGB” includes “FILP Bonds.”

Note 2: “Banks, etc.” includes “Japan Post Bank,” “Securities investment trust” and “Securities companies.”
Note 3: “Life and Non-life insurance, etc.” includes “Japan Post Insurance.”

Source: Bank of Japan “Flow of Funds Accounts (Preliminary Figures)”

A lot of the debt is financed at relatively short maturity.

Time-to-Mafurity Structure of Outstanding JGB (March, 2023)
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In practice, MOF is issuing about ¥215 trillion of JGBs per year, in new funding and rollovers. This

is about 20% of outstanding JGBs, and about 39% of GDP.

Kiku Advisors, "Japan: Is It Time At Last?" August 18, 2023. nlewis@kikuadvisors.com

Page 30



Fig. 1-7 JGB Issuance Plan for FY2022

< Breakdown by Legal Grounds >

Newly-issued

Initial

(C)

1st

Supplementary

Budget

()

(Unit: billion yen)

2nd Supplementary Budget

(©]

(0)-(a)

(c)-(b)

36,926.0 39,626.9 62,478.9 25,552.9 22,852.0
Bonds
Construction
6,251.0 6,251.0 8,727.0 2,476.0 2,476.0
Bonds
Special Deficit-
30,675.0 33,375.9 53,751.9 23,076.9 20,376.0
Financing Bonds
Reconstruction
171.6 171.6 — A 1716 A 1716
Bonds
FILP Bonds 25,000.0 25,000.0 16,500.0 | A 8,500.0 | A 8,500.0
Refunding Bonds 152,940.4 152,940.4 | 148,487.2 | A 4,453.1| A 4,453.1
For matured
Reconstruction 3,858.9 3,858.9 3,621.7 A 2372 A 2372
Bonds
Total 215,038.0 217,738.9 | 227,466.2 12,428.2 9,727.3

The CPl in Japan is suspiciously low (2.6%), which smells like they are making the numbers up to
justify 0% rates on 10yr debt. But, nominal GDP is also low, so maybe there is something to it.
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Ministry of Finance. JAVAN

conomic and Financial Trends

Real GDP Growth Rate Changes in Current Account
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If we net out the large holdings at the BOJ, the "net debt" doesn't look as bad. But, it is still bad.

(18) International Comparison of General Government Gross Debt to GDP
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Note 1: Figures rep general gover based data (the governments and social security funds combined).

Note 2: The 2021-2022 figures for Japan and the 2022 figures for the other countries are estimated figures.

Note 3: The gross debts for 2023 are estimated as follows; Japan: 261.1%, U.S.: 122.9%, U.K.: 79.9%, Germany: 68.3%, France: 112.5%,

Italy: 147.1%, and Canada: 98.7%.However, it should be noted that Japan's figure does not reflect the expected increase in

outstanding gross debt as a result of the second supplementary budget for FY2022 and the budget for FY2023.

(Source) IMF "World Economic Outlook" (October 2022).

(19) International Comparison of General Government Net Debt to GDP

(%)
200

2022
Japan 173%

180 I'| United States 95%
United Kingdom |  75%
Germany 48%

/ Japan

10 France 100%
Italy 135%
—

1o |L__Canada 30% | o e —
Lo

N Italy

» France
flUnited States

b United Kingdom

Germany

Canada

0
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

Note 1: Figures rep! the general based data (the central/local governments and social security funds combined).
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Note 2: The 2021-2022 figures for Japan and the 2022 figures for the other countries are estimated figures. Net debts for 2023 are estimated
as follows; Japan: 172.4%, U.S.: 96.9%, U.K.: 68.5%, Germany: 47.8%, France: 101.1%, Italy: 135.6%, and Canada: 30.3%. However,
it should be noted that the Japan's figure does not reflect the expected increase in outstanding net debt as a result of the second

supplementary budget for FY2022 and the budget for FY2023.
(Source) IMF "World Economic Outlook" (October 2022).

Over at the BOJ, we see the tremendous expansion of the BOJ's balance sheet, mostly since 2013.
The increase in JGB holdings has been "sterilized" by a rundown in Loans and Discounts for now.
Loans popped up in 2020, presumably due to the Covid crisis. Loans and Discounting could be
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run down ¥50 trillion more to match the 2019 levels, or about ¥100 trillion more to zero -- thus
facilitating the purchase of an equivalent amount of JGBs without any net monetization. Still, it
is clear where this is going.
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2000 2002 2004 2005 2005 2010 D012 2014 016 015 2020 Az

Total Assets are in green; JGBs in Blue; and Loans and Discounts in Red.

If we just take the more recent years, we see that Loans and Discounting have been flat since
mid-2022. So, the short-term trend since mid-2022 has been one of "unsterilized" JGB purchases,
raising total Base Money, although to levels unchanged from 2021. So, maybe the "sterilization"
from the drawdown in Loans and Discounts is already over. Also, JGB holdings have been flat
since about March, so there haven't been that many purchases recently due to "yield curve
control." | imagine that they had another meeting at the conference table, and said "don't sell
any JGBs into our brick-wall price!" Everyone is holding their breath. Maybe foreigners --
consistent buyers and most of the turnover -- will be the ones to hit the bid.

S
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On the liabilities side, Bank Reserves and Base Money (bank reserves and banknotes) have been
pretty stable for a while. Not much "money printing" yet.

EEREE T

P [ [ W ——

%

-5

2000 2002 2004 2005 2005 2010 D012 2014 016 015 2020 Az

Total Liabilities in Blue, Bank Reserves in Green, Banknotes in Orange and the
government's account in dotted blue.

In the short term, note that Bank Reserves were drawn down hard exactly in October 2022, when
the yen previously touched ¥150/USD. It worked -- just as | often say, base money contraction
will support currency values.

Here we see just how much BOJ Bank Reserves have been stuffed on City Banks' balance sheets.

It actually exceeded 30% for a bit. JGB holdings also jumped higher. It looks like City Banks were
given the order to step up for the bid on JGBs, directly and indirectly (via the BOJ).
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Japan: Bank Reserves and Government Bonds,
% of Total Assets
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Regional banks are at a lower level, but still high. BOJ Reserves went ballistic during Covid.

Japan: Regional Banks, Bank Reserves and Government Bonds,
% of Total Assets
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While the whole global banking industry agreed, via Basel Ill in 2010, to transition to a high-
reserves framework (basically a return to pre-1960 banking), in practice this has meant
reserves/assets ratios around 10%. Japanese banks are way above that, which | take to be direct
coordinated intervention to absorb some of the giant amounts of money creation the BOJ has
been engaging in, buying JGBs in the process.

These banks are presently receiving -0.1% on these deposits, which can't be very fun. But, it
makes sense if your alternative for liquid assets is 10yr JGBs paying 0.0%. You get all the risk of
bonds, without any yield. So, given the alternatives, | think that Japanese banks have not been
exactly unhappy either. So, you have the BOJ buying bonds ("yield curve control") to jam down
the yield on JGBs, which then motivates banks to hold non- or negative-yielding BOJ bank
reserves, which then allows the BOJ to buy JGBs.

Nice.

But, there is no path to normalcy here. If yields rose even a little bit, to 1.0% on the short end
and 2.0% on the long end let's say, then banks might want to hold JGBs instead of bank reserves.
Then, the BOJ would have to either sell JGBs (driving up yields), or pay interest on reserves as the
Federal Reserve does, which it can't do because it has no income. (It could pay interest via money
creation, which is an interesting idea -- and actually what the Fed is already doing.) Also, if the
BOJ is paying out what it is taking in, then there is no net financial advantage for the BOJ owning
the bonds. "Gross debt" becomes "net debt," and gross debt is very big. The government would
have a hard time financing its debt load even at 2.0%, as this implies 5.2% of GDP in interest
payments alone, compared to 1.5% today.

At present, the BOJ has an overt policy of "yield curve control," with the 10yr benchmark JGB at
0.0%, with a "band" of +/-50bps. On July 28, it kept the "band" at +/-50bps, but said that it would
actually make purchases at 100bps. Okaaaay. So, the "official" rate is 0.0%, the official band is
0.50%, and the official not-official band is 1.0%. Basically, they are bleeding.

The yen is crawling back to the ¥150/USD level. We can expect some action there, perhaps forex
intervention, and perhaps another base money contraction via a rundown of Loans and Discounts
(since they dare not sell JGBs). But their options are running low.

The last round of yen-supportive action took place with a falling USD vs. gold (a rising USD gold
price). Maybe the USD vs. gold will start falling again, bailing out the JPY/USD rate once again.
But, the longer-term trend in JPY/gold is not looking good. The crisis in the JPY was one reason
the Fed backed off and quashed the rising USD in October 2022. The USD is rising again vs. gold,
a little bit. Might another round of JPY distress prompt the Fed to back off a bit? Just expectations
along these lines might add to USD weakness.
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Klewis54 ished on TradingView.com, Aug 18, 2023 14:51 UTC
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In this view, the yen "recovery" after October 2022 was entirely due to a falling USD, not a rising
yen, although the yen did at least stabilize.

nklewis548 published on TradingView.com, Aug 18, 2023 14:54 UTC
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As | see it, a lot rides on the BOJ's ability to keep JGB yields in a range where the government can
afford it -- basically, 0.0% -- without actually expanding the monetary base any more, from JGB
purchases. They've done an amazing job of pulling this off. It is what has allowed them to
"levitate" beyond reach of all the usual fiscal realities.

It would have been nice if they spent the last ten years actually fixing Japan's many real-world
problems, and creating a much more positive business environment via lower taxes and other
reforms, rather than mastering these smoke-and-mirrors techniques while all the rest of public
policy festers. Unlike the US, where we've had a move to 4%-5% across the yield curve without
disaster, | do not think this is at all possible in Japan.

Going forward, | still see some options open to allow them to defend the yen's value and cap JGB
yields for a little while longer. Maybe they can stuff even more bank reserves on banks' balance
sheets. They seem to have some foreign friends in Europe and elsewhere, who are active in the
futures markets. On the other hand, the markets may force their hand before they get to playing
their very last cards. The longer-term outcome seems the same, driven by fundamentals and
legacy policy that remains completely unreformed.

Conclusions: It's been interesting reviewing what has been going on in Japan over the past few
years. It is even uglier than ever. This can have ramifications for other governments too. Nobody
has actually seen a government spiral into sovereign default/money creation, outside of the
bottom tier of emerging markets. Once they see it happen, and see a few
skilled/lucky/overlevered speculators make huge gains as a result, things might start to move
around the world, particularly in Europe which has a number of weak governments including
Italy.
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