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vic Credibility — Supported by the Central Government

I. Securing Financial Resources
(Local allocation tax to ensure the redemption)

II. Checks and Controls Balance
(Consultation system for issuance)

III. Financial Disciplines
(Disclosure and Financial disciplines restoring system)

The interest and principal payments of Local
Government Bonds(LGBs) are fully guaranteed.

% No Local Government(LG) has ever fallen into the default.




mic [. Securing Financial Resources

- The Central Government(CG) ensures the revenue source for redemption of
Interest and principal of LGBs through Local allocation tax.

- The CG reallocates tax revenues as Local allocation tax to local governments that
have weaker financial capabilities.

Standard Financial L — Regular Allocation
Requirements Tax Amount
Standard financial

requirements — Standard
financial revenues

The cost for basic public
services

including the principal and
interest of LGBs




mic II. Checks and Controls Balance

a

With Consent™? .
> Bonds with Consent

Consultation

.. For public fund LGs
The Minister for (For public funds)
Internal Affairs and > (approvals not Without Y ————
Consent ondas withou onsen
Communications necessary) > %3
(in the case of ) (1,770 LGs)
Prefecture) L
Notification
(For private funds)
(in the case of
Municipalities) ) LGs

Prefectural Governor
Approval R .
(For any funds) (approvals 4 Bonds with Approval
necessary)

(18 LGs) *!

%1 Determined by payment situation of debt service in each municipality. The numbers of LGs as at end-November, 2018
%2 Consent from The Minister for Internal Affairs and Communications or Prefectural Governor.
%3 Debt payments of LGBs without consent are not included in Local Allocation Tax System. Bonds without consent have never been issued. 4



MIC

. Financial Disciplines

Normal stage Restoring financial disciplines stage

Establishment of indices and thorough Restoring financial disciplines through their

disclosure

own efforts

@ Flow indexes: Real deficit ratio, @ Formulation of financial disciplines plan
Consolidated real deficit ratio, Real debt (approval by the council), mandatory requests

service ratio

for external auditing

@ Stock indices: Future burden ratio =indexes 4 Report on progress of implementation to the

by real liabilities, including public council and public announcement every
enterprises, third-sector enterprises, etc. financial year

—Subject to auditor inspection, reported to the @ If the early achievement of financial disciplines
council and publicly announced is deemed to be significantly difficult, the

= All LGs issuing public offering

minister for Internal Affairs and
Communications or the prefectural governor
makes necessary recommendations

bonds are classified in this stage = Not applicable since FY2013

Financial health

Real deficit ratio

Consolidated
real deficit ratio

Real debt
service ratio

Future burden ratio

Rebuilding stage

Solid rebuilding through involvement of the

CG

# Formulation of financial rebuilding plan
(approval by the council), mandatory
requests for external auditing

@ Agreement on the financial rebuilding plan
can be sought through consultation with the
Minister for Internal Affairs and
Communications

@ If financial management is deemed not to
conform with the plan, the Minister for
Internal Affairs and Communications makes
necessary recommendations, such as budget
changes

= Only 1 LG since FY2013

Financial deterioration

Early financial correction standard Financial rebuilding standard
Prefectures : 3.75% Prefectures : 5%
Municipalities : 11.25%~ 15% Municipalities : 20%
Prefectures : 8.75% Prefectures : 15%
Municipalities : 16.25%~20% Municipalities : 30%
25% 35%

Prefectures, Government-ordinance designated city:
400% , and Municipalities : 350%



mic Treatment under Basel III risk weight framework

_______________________________________________________________________________

L Securing Financial Resources
II. Checks and Controls Balance
I1I. Financial Disciplines ,

Japanese Local Government Bonds

Risk weight 0%

(Standardized Approach for Credit Risk)

- Zero risk weight are for domestic investors in Japan.
- For overseas investors, risk weights depend on each regulator. 6
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mic Issuers of public offering LGBs

¢ Some LGs successfully issue public offering bonds, supported by
the credibility of the local public finance system in Japan.

¢ 55 LGs plan to issue public offering bonds
S in FY 2018.

e » 35 prefectures (in black)

Ibaraki

S » 20 government-ordinance-designated cities

I (in red)

- inre

Fukuoka (city) .... Y “! agoya Kawasakl
s = m S

Oosaks (city) st?agamlham

Shizuoka (city
Sakai Hamamatsu )



mic Functions of LGS

Share of Expenditures by Purpose of Gentral and Local Governments'(ﬁn'al .exlp'ﬁilure based) )
8 o M

Sanitation expenses

School education expenses

Judicial, police, and
fire service expenses

Social education
expenses, etc.

Public welfare expenses
{excluding pension expenses)

Land development expenses

Land conservation expenses

Commercial and
industrial expenses

Disaster recovery expenses,
elc.

8.9y

4.09%
2.9y

224y

8.2%

1.6%
5.0%

0.6%

Debtservices 20.6%

Agriculture, forestry and
fishery expenses

Housing expenses, efc.
Onkyu pension expenses
Pension expenses

{of public welfare expenses)
Defense expenses

General administrative
expenses, efc.

Other

1.7%

1.6%‘1

0.2%
6.7%

3.0%

71.4%
1.5%

central 42.2%

Elementary/and junior high sofiools) kindergartens, efc!

Community centers, librarles, museums, etc. 78

Child welfare, elderly care and welfare, public assistance, etc. 71 %

Urban plarming| roads and bridges) public ousing, etc

Rivers and coasts

64+

22,

29%

267

37%
38
22,

¢ |_Gs take responsibility for and play a
major role in the lives of the citizens
of the nation.

¢The share of LGs’ expenditures is
higher in areas that are deeply related
to daily life, such as public health and
sanitation, school education, social
education, and police and fire services,
etc.

Source: White Paper on Local Public Finance, 2018 “FY2016
Settlement” by Ministry of Internal Affairs and Communications



mic Revenues of LGS

¢ The revenue of LGs consists mainly of local taxes, local allocation tax, national
treasury disbursements, and local bonds, in order of share size.

Composition of Revenues (FY2016 settlement) —L}

General revenue resources

¥59,094.9 billion (58.2%)

<& Other revenue resources
¥16,290.5 billion (16.1%)

¢ Local taxes
¥39,392.4 billion (38.8%)

— © Local transfer tax
¥2,340.2 billion (2.3%)

& Local bonds
¥10,387.3 billion (10.2%)

Bonds for the extraordinary
financial measures
¥3,739.4 billion (3.7%)

Net total
¥101,459.8 billion

Special local grants
¥123.3 billion (0.1%)

< Local allocation tax

& National treasury disbursements ¥17,239.0 billion (17.0%)

¥15,687.1 billion (15.5%)

Source: White Paper on Local Public Finance, 2018 “FY2016 Settlement” by Ministry of Internal Affairs and Communications
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MIC

Debt balance of local public finance

€ Debt balance of local public finance is

200

150

100

50

about 200 trillion yen at the end of FY2018.

Unit: Trillion yen
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@ Debt balance of local public finance

== Debt balance of local public finance 181
(excluding public enterprise accounts)/GDP 174
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Note: 1. Debt balance of local public finance = FY1989 ~2017 :settlement based, FY2018:actual valued expected, FY2019:prospection
2. GDPs for FY1989 to 2017 actual value basis, for FY2018 actual valued expected base, and for FY2019 prospection base.
3. Number of decimal places is rounded off
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Trends in Primary Balance of
mic Central and Local Governments against GDP

Primary Balance of LGs was surplus in the past more than 10 years

(%)

Primary balance of local government

Primary balance of
A s | central and Local Government

Primary balance of Central Government

g9 90 91 92 93 94 95 96 97 98 99 00 O1 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17 18 19 2
(FY)
Source: FY1989-2016: Cabinet Office “Annual Report on National Accounts”

FY2017-2020: Cabinet Office "Economic and financial Projections for Medium to Long Term Analysis” 1 2



mic Checks and Controls Balance by CG

LGs are required to consult with, or notify the Minister of MIC (or the prefectural governor) before )

issuing LGBs.

\

LGB issuance without the consent of the Minister of MIC (or the prefectural governor) is not
eligible for public funds nor for local allocation tax system (Although LGs can issue LGBs without
consent, there have never been such a case.).

In addition, LGs in deteriorating financial condition are required to obtain an approval of the
Minister of MIC (or the prefectural governor) when they issue LGBs. In this case LGs can’t issue
LGBs without approval.

AN

O The CG (or prefectures) check all the LGBs.
O The CG guarantees the redemption of LGBs by approving the issuance of LGBs.
O Issuance of LGBs by LGs in deteriorating financial condition is restricted.

(the number of LGs necessary to obtain the approval FY?2018: 18 (total LGs : 1,788))

13



mic Consultation system for the issuance of JLGB

¢ JLGB system was transferred from approval system to consultation system in FY2006 in the process of distributing or
dispersing functions, powers, people or things away from a central location or authority (decentralization) . Moreover,
notification system was introduced to improve LGs’ autonomy while LGs planning to use public funds should adopt
consultation system.

1. Consultation

LGs are required to consult with, or notify the Minister of MIC (prefectures and government-ordinance-
designated cities) or the prefectural governor (municipalities) before issuing LGBs.

2. Allocation of public funds to LGBs with consent
Only LGs with the consent of the Minister of MIC or the prefectural governor may finance from public
funds: Government funds, JFM funds, and so on.

3. Inclusion of the debt payments for bonds with consent in Local Allocation Tax system

Debt payments for LGBs with the consent of the Minister of MIC or the prefectural governor are included in
Local Allocation Tax system.

4. Obligation to report issuance of bonds without the consent to the council

In order to issue LGBs (Consultation is required) without consent, the head of the LG is
required to report the council.

5. Consent standards

The Minister of MIC announces consent standards every financial year in public. LGs in deficit or with high
real deficit ratio, or the public enterprises in deficit should be approved to issue bonds by the Minister or the
governor.

14



mic Consultation system for the issuance of JLGB (2)

+ In order to maintain financial disciplines, LGs with high real debt service ratio or in a certain level of deficit
are required to get the approval for bond issuance instead of the consultation.

LGs with more than 18% of real debt service ratio are required to get approval.

¢ |ssuers with real debt service ratio under 18% must
consult with, or notify the MIC minister (or the
prefectural governor) before issuing bonds.

# |ssuers with real debt service ratio between 18% and
25% must submit the debt management plan and obtain
the approval of the MIC minister (or the prefectural
governor).

# [ssuers with real debt service ratio between 25% and
35% must submit the financial disciplines
plan(required by law) and obtain the approval of the
MIC minister (or the prefectural governor).

# |ssuers with real debt service ratio more than 35%
must submit the financial rebuilding plan and obtain
the approval of the MIC minister. Otherwise, Issuers
are prohibited from issuing bonds except for bonds to
finance disaster rehabilitation projects, etc.

LGs in normal stage

L Gs are expected to obtain the consent by the consent
standards announced in advance.
Without consent, they may issue bonds. (In this case,

LGs which are meant to consult should report to the
council.)

LGs required to get approval

LGs are expected to obtain the consent by the consent
standards announced in advance if their debt
management plans are proper.

LGs in restoring financial disciplines stage

LGs are expected to obtain the consent by the consent
standards announced in advance if their financial
disciplines plans (required by law) are proper.

LGs in rebuilding stage

LG’s issuing bonds may be limited except for bonds to
finance disaster rehabilitation projects, etc.

18%

25%

35%



mic Control of financial discipline

4 N

« In Japan, a system to maintain financial discipline was established. In this system, the CG
checks financial conditions of LGs through the disclosure of financial information and takes
prompt corrective actions to prevent LGs from deteriorating financially.

N/
N\

« Under this system, local residents, councils and auditor inspections confirm potential risk of not
only LGs but also relevant entities (local public corporations, third-sector enterprises, etc.)

N
J\

»  These processes are designed to confirm both flow and stock indicators to maintain the
disciplines of financial management in medium- and long-term.

« In addition, if the rehabilitation by LGs on their own is deemed to be difficult, the CG will play
a role to ensure their rehabilitation.

OThe financial conditions of local governments are checked in detail in terms of both flow and stock.
OThe financial conditions of related entities are also checked in order to prevent unforeseen liabilities.

OAs of the end of FY2018, only 1 LG exceeds financial rebuilding standard (out of a total of 1,788 LGs).




mic Control of financial discipline (2)

+ LGs are required to report the following ratios to the council after subjecting to the auditor
inspection and to announce publicly every financial year.

1. Real deficit ratio The ratio of deficits to standard financial scale

The ratio of consolidated deficits of all accounts to standard

2. Consolidated real deficit ratio financial scale

3. Real debt service ratio The ratio of debt payment to standard financial scale

The ratio of debts of LGs as a whole(including third-sector

4. Future burden ratio enterprises, public enterprises, etc) to standard financial scale

An index of the deficit of funds of public enterprises compared
5. Finance shortfall ratio to the size of their income, which shows the size of business of
(for each public enterprise) local public enterprises, and represents the extent to which
financial health has worsened



Restoring financial disciplines stage

mic Limits for Early warning and reconstruction

Rebuilding stage

1. Real deficit ratio

2. Consolidated real deficit ratio

3. Real debt service ratio

4. Future burden ratio

Prefectures : 3.75% Prefectures : 5%
Municipalities : 11.25 - 15% Municipalities : 20%
Prefectures : 8.75% Prefectures : 15%
Municipalities : 16.25 - 20% Municipalities : 30%
25% 35%

Prefectures and
government-ordinance-designated cities :
400%

Municipalities : 350%

Management disciplines standard

5. Finance shortfall ratio

(for each public enterprise)

20%

18



mic Scope of financial indicators in the Law

General
Account General
Account
Local
Governments Special
Accounts
. . Public
Of this, Public Enterprise
Enterprise BTG
Accounts

Con-
solidated

real deficitj Real debt
ratio [J] serveice |
ratio

Joint entities by LGs for particular projects

Local public corporations, third-sector enterprises, etc.

Future
burden
ratio

Finance
shortfall
ratio

* Calculated for
each public
enterprise
account

19



mic Revision of consultation system for the issuance of LGB

+ Notification system for the issuance of LGB was introduced from FY2012 by revising the part of consultation system in
order to enhance the independence and autonomy of LGs.

1. LGs that aren’t required to consult in issuing LGBs

LGs that meet the following requirements can issue LGBs™ without consulting with the Minister for Internal Affairs and Communications
or the prefectural governor. *Only LGs financing from the private sector
@ Real debt service ratio is less than 18%.
@ Real deficit is 0.
@ Consolidated real deficit ratio is 0.
@ Future burden ratio is less than 400% (prefectures and government-ordinance-designated cities) or 350% (municipalities).

2. Local Allocation Tax System

Debt payments of LGBs which LGs notified and is to be approved if they consult with the Minister for Internal Affairs and Communications
or the prefectural governors are included in Local Allocation Tax System.

(in the case of
=— = Prefeeture)=— =— =

Internal Affairs and
- - |
Communications

(in the case of
Municipality)
= Prefectural8overmor =

Consultation
'Y

Local governments

With consent

Issuing LGBs with consent 3 1

Report to the council

Without consent +

Issuing LGBs without

consent

Consultation
(For Public funds)

Notification
For Private funds

LGs which meet all the
above requirements

e

(The process that LGs issue LGBs through

consultation system is the same as above.)

Approval

+ LGs with more than a certain level
of the deficits

+ LGs with the real debt service
ration more than 18%

—’ Issuing LGBs with approval % 1

Issuing LGBs through
notification system %2

Note: 1. LGBs with consent(or approval) are
allocated public funds and debt payments
of LGBs with consent(or approval) are
included in Local Allocation Tax System.

2. Debt payments of LGBs which LGs
notified and is to be approved if they
consult with the Minister for Internal
Affairs and Communications or the
prefectural governor are included in Local
Allocation Tax System.
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mic For further information

® Japan Local Government Bond Association

Website  http://www.chihousai.or.jp/english
(This includes most comprehensive information in English)
8F, Zenkoku Choson Giin Kaikan, 25 Ichibancho, Chiyodaku, Tokyo, 102-0082, Japan

TEL +81-(0)3-5211-5291 FAX +81-(0)3-5211-5294

® | ocal Government Bond Division, Local Public Finance Bureau, Ministry of
Internal Affairs and Communications
<Ministry of Internal Affairs and Communications (MIC)>
Website http://www.soumu.go.jp/english
<Local Public Finance Bureau, MIC>

Website http://www.soumu.go.jp/english/Ipfb/index.html
Address) 2-1-2, Kasumigaseki, Chiyoda-ku,Tokyo 100-8926, Japan

TEL +81-(0)3-5253-5630 FAX +81-(0)3-5253-5631
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mic Disclaimer

This is the presentation material made by Ministry of Internal Affairs and
Communications in use of a seminar in Asia July 2019.

The purpose of this material is to explain the local government finance system, etc. of
Japan to investors who are interested in local government bonds, and not to offer the
sale or solicit of the purchase of any specific bonds.

The Government of Japan assumes no responsibility for any action taken based on the
information contained herein.

In addition, the translation provided in this presentation material is unofficial. Only the
original Japanese texts of laws and regulations have legal effect, and translations are to
be used solely as reference material to aid in the understanding of Japanese laws and
regulations. For all purposes of interpreting and applying the law to any legal issue or
dispute, users should consult the original Japanese texts.
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