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CareEdge Global assigns Long Term Foreign
Currency Rating of AA- (Unsolicited) to
State of Japan

Credit Profile

Japan’s credit profile derives strength from its strong external position which gains on the back of Yen’s
reserve currency status, persistent current account surplus, positive netinternational investment position
(NIIP), and robust foreign exchange reserves. Additionally, strong assessment in terms of institutions and
quality of governance support its overall credit profile. While Japan's large, diverse, and highly competitive
economy are its key strengths in terms of economic structure, the country faces challenges from weak
growth prospects and an ageing population. Furthermore, Japan’s credit profile faces challenges from its

high gross general government debt.

Strengths
Large, high-income, diverse, and competitive economy

e large and developed financial system

Yen’s Reserve Currency Status

Persistent current account surplus and highly positive NIIP

Weaknesses

e Weak economic growth profile

e High gross general government debt
e High external debt

Key Monitorables
e Bank of Japan’s exit from the negative interest rate policy and its impact on debt affordability

e Impact of ageing population on growth prospects and government finances
Key Rating Drivers

Economic Structure & Resilience

Japan’s economic profile is characterized by a large, high-income, diverse, and competitive economy.
However, the economy has a weak growth profile. Real GDP growth rebounded to 1.9% in 2023 following
1% growth in 2022. However, growth is projected to decelerate to 0.9% in 2024 with fading support from
one-off factors such as uptick in tourism witnessed in 2023. Going ahead, GDP growth is projected to
remain subdued averaging at 0.8% over the next five years. Japan’s growth prospects are weakened by

challenges from an ageing demographic profile and a declining population.

Fiscal Strength

Japan’s fiscal assessment is characterized by its historically high levels of gross general government (GG)
debt. The debt shot up above 250% of GDP following the fiscal support in response to the Covid-19
pandemic and repercussions of the Russia-Ukraine war. Japan’s gross GG debt remains the highest
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amongst other major sovereigns at 252.4% of GDP (2023). This is higher compared to the pre-pandemic
average of 232% of GDP seen during 2015-19. The GG debt to GDP is projected to remain largely
unchanged over the next five years. Moreover, Japan’s committed expenditure in the form of spending
towards salaries, pensions, net social benefits, and subsidies is high at 34.4% of the total expenditure
(2022). Going ahead, the fiscal costs associated with an ageing population could pose a further challenge
for the government’s debt burden. However, a large quantum of the government debt is financed

domestically, hence mitigating the external vulnerabilities.

Despite Japan’s high debt burden, its debt affordability remains healthy with low interest payments as a
percentage of revenue. The Bank of Japan’s (BoJ) ultra-accommodative monetary policy has remained
supportive of the comfortable debt payment scenario. The recent exit of BoJ from the negative interest rate

policy and its impact on debt affordability remain monitorable going forward.

External Position & Linkages

Japan’s strong external position derives benefits from its persistent current account surplus, positive NIIP,
robust foreign exchange reserves, and Yen’s reserve currency status. Japan has a track record of
maintaining a healthy current account surplus, which averaged at 3.1% of GDP in the last five years. The
current account surplus is projected to remain healthy at ~3.5% of GDP over the next five years. The main
driver of Japan’s current account surplus is the primary income balance which gains on account of its large
overseas investments. This is also reflected in Japan’s strongly positive NIIP at 78.8% of GDP in 2023.
Japan’s foreign exchange reserves are strong, sufficient to cover around 15 months of imports (August
2024).

Japan’s external debtis high at 105.8% of GDP (2023). The risk from high external debt is partially mitigated
by the current account surplus and strong foreign exchange reserves. As a result, Japan’s external funding
ratio (calculated as a ratio of current account payments and short-term external debt by residual maturity
to current account receipts and FDI net inflows) is estimated to be comfortable at 3.85 (2023) compared

to the similar rated peers.

Monetary & Financial Stability
Japan follows a free-floating exchange rate regime and Yen’s reserve currency status is a key strength for
its monetary assessment. A large and developed financial system as well as a lower proportion of bank

non-performing loans to gross loans bode well for the assessment of this pillar.

The Central Bank in the past has struggled with long periods of very low inflation despite an ultra-
accommodative monetary policy. However, CPI inflation has been ruling above the central bank’s 2%
target since April 2022. Furthermore, the higher inflationary expectations and strong wage growth have
also bolstered confidence that the BoJ’s 2% inflation target can be sustainably achieved.

Onthe monetary policy front, Bank of Japan hiked the short-term policy rate for the first time since February
2007 ending its eight year-long negative interest rate policy at the March 2024 monetary policy meeting.
The BoJ opted for a second-rate hike in its July 2024 meeting, taking the short-term interest rate to 0.25%
from the earlierrange of 0to0 0.1% setin March 2024. It also undertook some other steps aimed at monetary
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policy normalization such as abolition of yield curve control framework.

Going ahead, attainment of the 2% inflation target in a sustainable manner while effectively managing the
monetary policy divergence between BoJ and other Central Banks remain the key challenges for the

monetary policy.

Institutions & Quality of Governance

Japan’s assessment of this pillar gains on the back of strong performance in aspects of government
effectiveness, rule of law and regulatory quality in the Worldwide Governance Indicators. However,
geopolitical risks in the form of regional tensions with China & North Korea pose a challenge for Japan.

Japanis settowitness achangein political leadership following the recent stepping down of Prime Minister
Fumio Kishida. The governing Liberal Democratic Party’s (LDP) leadership contest scheduled for end-
September will yield Japan its next Prime Minister. Overall, we expect broad policy continuity to prevail

especially given the dominance of the LDP in Japan’s political landscape.
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Japan - Select Indicators

Unit 2018 2019 2020 2021 2022 2023 2024 F 2025 F
. UsD
Nominal GDP Billion 5040.9 5118.0 5055.6 5034.6 4256.4 4212.9 4110.5 4310.4

GDP Per Capita

usD 41758.0 41680.5 40070.0 41207.5 41713.5 42703.3 43270.2 43922.0
(Constant-PPP)

Real GDP Growth % 0.6 0.4 -4.1 2.6 1.0 1.9 0.9 1.0
GFCF/GDP % 25.3 25.5 25.5 25.5 26.0 26.1 ] X
Sar?/is:glsj;)Gnl;’Stlc % 25.7 25.5 25.0 25.2 22.8 . ; .
Exports (G&S)/GDP % 18.4 17.7 15.7 18.3 21.7 21.9 ] :
Working-Age (15-64)

Population (% Share in % 58.9 58.6 58.5 58.4 58.5 58.5 58.4 58.4
Total)

Old-Age (65+) Population

o 28.9 29.3 29.6 29.8 29.9 30.1 30.2 30.4
(% Share in Total) ’

Fiscal Indicators — General Government

Fiscal Balance/GDP % -2.5 -3.0 -9.1 -6.1 -4.4 -5.8 -6.5 -3.2
Revenue/GDP % 34.3 34.2 35.5 36.4 37.6 36.5 35.8 36.5
Expenditure/GDP % 36.7 37.3 44.5 42.5 41.9 42.2 42.3 39.7
GG Gross Debt/GDP % 232.4 236.4 258.3 253.9 257.2 252.4 254.6 252.6

GG External Debt (by

% 13.1 13.7 14.0 15.4 15.2 14.1 - -
Creditor)/GG Gross Debt ’
Interest/Revenue % 4.9 4.7 4.5 4.1 3.9 4.1 - -

External Indicators

Current Account

0,
Balance/GDP % 3.5 3.4 3.0 3.9 2.0 3.4 3.5 3.5
FDI, Net Inflows/GDP % 0.5 0.8 1.2 0.7 1.1 0.5 - -
Outstanding FlI o
Liabilities/GDP % 62.9 71.0 81.3 82.0 81.1 84.6 - -
NIIP/GDP % 61.1 63.9 68.6 72.7 74.4 78.8 - -
Foreign Exchange USD 1265.3 1323.1 1387.9 1415.7 1222.6 1290.4 - -
Reserves Billion
Import Cover Months 16.4 17.4 20.8 18.0 13.6 15.6 - -
External Debt/GDP % 79.6 82.9 95.4 92.1 103.1 105.8 - -

Monetary and Financial Indicators

CPlI Inflation % 1.0 0.5 0.0 -0.2 2.5 3.3 2.2 2.1
LC per
Exchange Rate (Average) USD 110.5 109.0 106.7 109.9 131.6 140.6 - -
Non-Performing
0, - -
Loans/Total Gross Loans % 11 1 11 1.2 12 12
Private debt, loans and % 159.5 1645 1835  184.4  186.1 - - -

debt securities/GDP

Sources: International Monetary Fund, World Bank, Bank for International Settlements, National Sources, CareEdge Global

Note: F - Forecast; PPP — Purchasing Power Parity; GFCF — Gross Fixed Capital Formation; Exports (G&S) — Exports of Goods and Services; GG - General
Government; FDI — Foreign Direct Investment; FIl — Foreign Institutional Investment; NIIP — Net International Investment Position; Data refers to
fiscal/calendar year and actual/estimate as reported by the source; Where general government data is unavailable, central government data is used;
Latest available data for 2023
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About Us

CareEdge Global IFSC Limited (CareEdge Global) is a full-service Credit Rating Agency (CRA) with a mission of Empowering Global
Capital Market Participants Through Unrivalled Insights and Expertise. As the first CRA registered and authorized by the
International Financial Services Centres Authority (India), CareEdge Global is uniquely positioned to provide comprehensive ratings
on a global scale. A part of the CareEdge Group, which is a knowledge-based analytical organisation offering a wide range of services
in Credit Ratings, Analytics, Consulting, and Sustainability. Established in 1993, our parent company, CARE Ratings Limited
(CareEdge Ratings), stands as India’s second-largest rating agency.

Disclaimer
This disclaimer applies to each credit rating report and/ or credit rating rationale (‘'report’) that is provided by CareEdge Global IFSC
Limited ('CareEdge Global').

Ratings from CareEdge Global are statements of opinion as of the date they are expressed and not statements of fact or
recommendations to purchase, hold or sell any securities/ instruments or to make any investment decisions. The report is not a
solicitation of any kind to enter into any deal or transaction with the entity to which the report pertains. Any opinions expressed here
are in good faith, are subject to change without notice, and are only current as of the stated date of their issue. CareEdge Global
assumes no obligation to update its opinions following publication in any form or format although CareEdge Global may disseminate
its opinions and analysis. The rating contained in the report is not a substitute for the skill, judgment and experience of the investor,
user, its management, employees, advisors and/ or clients when making investment or other business decisions. The recipients of
the report should rely on their own judgment and take their own professional advice before acting on the report in any way. Therefore,
the report is not intended to and does not constitute an investment advice. The report should not be the sole or primary basis for any
investment decision. CareEdge Global is not responsible for any errors and states that it has no financial liability whatsoever to the
users of the ratings of CareEdge Global. CareEdge Global does not act as a fiduciary by providing the rating.

Any unsolicited ratings assigned by CareEdge Global are based on publicly available information as CareEdge Global may or may not
have access to documents / information or participation from management of such issuers. While CareEdge Global has obtained
information from sources it believes to be reliable, CareEdge Global does not perform an audit and undertakes no duty of due
diligence or independent verification of any information it receives and/ or relies on in its reports. CareEdge Global ratings are subject
to a periodic review, which may lead to revision in ratings. CareEdge Global has established policies and procedures to maintain the
confidentiality of certain non-public information received in connection with each analytical process. CareEdge Global has in place
a ratings code of conduct and policies for managing conflict of interest.

Neither CareEdge Global nor its affiliates, third-party providers, as well as their directors, officers, shareholders, employees or agents
guarantee the accuracy, completeness or adequacy of the report, and shall not have any liability for any errors, omissions or
interruptions therein, regardless of the cause, or for the results obtained from the use of any part of the report. CareEdge Global
DISCLAIMS ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING BUT NOT LIMITED TO ANY WARRANTIES OF
MERCHANTABILITY, SUITABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE. In no event shall any CareEdge Global or its
associated entities or persons be liable to any party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or
consequential damages, costs, expenses, legal fees or losses (including, without limitation, lost income or lost profits and
opportunity costs) in connection with any use of any part of the report even if advised of the possibility of such damages.

This report does not constitute an offer of services. This reportis for use in the jurisdiction of IFSCA, GIFT City in Gandhinagar. Without
limiting the generality of the foregoing, nothing in the report is to be construed as CareEdge Global providing or intending to provide
any services in jurisdictions where CareEdge Global does not have the necessary licenses and/ or registration to carry out its business
activities referred to above. Access or use of this report does not create a client relationship between CareEdge Global and the user.

For latest rating information on any instrument of any company rated by CareEdge Global, you may visit our website
www.careedgeglobal.com.

This report should not be reproduced or redistributed to any other person or in any form without prior written consent from CareEdge
Global.

All rights reserved @CareEdge Global IFSC Limited.
CareEdge Global IFSC Limited
(A subsidiary of CARE Ratings Ltd.)

Unit No. 06, 11 T-2, Block-11, GIFT SEZ, Gift City, Gandhi Nagar, Gujarat — 382355
CIN-U66190GJ2024PLC151103
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