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Rebuilding 

The latest Japanese government estimates of the damage from the earthquake 
and tsunami are near JPY 17 trillion, almost twice the cost of the Kobe earthquake 
(though our own economists’ estimates are lower). To begin paying for the 
reconstruction the government has approved two supplementary budgets that rely 
partly on higher than expected tax revenues rather than new taxes or bond 
issuance. For the future, though, either one or the other — new taxes or new 
bonds — seems inevitable, and both pose problems. With the economy only 
slowly recovering from the credit crisis and recession (GDP is forecasted to 
contract by 0.4% in 2011), it is not clear that the economy could support the 
additional burden without a major slowdown. Consumer confidence and 
consumption have already taken a hit from the disaster, and many economists still 
believe that it was an ill-timed increase in the consumption tax in 1997 that 
provoked the subsequent year’s recession. The stimulus to the economy from 
reconstruction itself, however, should prevent any replay of 1998.  

But further debt issuance does not seem to be an attractive option, either. Japan 
already has the highest net-debt-to-GDP ratio of any developed country (114% in 
2010 vs an OECD average of 58%), and a declining number of workers 
supporting a rapidly aging retirement population.  A falling population is not self-
evidently a reason for Japan’s growth rate to be low. While an expanding labour 
pool does generally mean aggregate GDP expands, GDP-per-capita can continue 
to grow thanks to higher productivity. Germany’s population is also forecasted to 
fall (though not by as much as Japan’s), but few predict lost decades for 
Germany.  

It is also not the cost of reconstruction itself that is problematic. Though 17 trillion 
yen in damages would make the disaster the costliest on record, at 4% of GDP it 
is manageable for a rich country like Japan. In any event some of the cost will be 
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The huge cost of the disasters that struck Japan in March has refocused the 
attention of investors on the country’s fiscal woes and renewed fears of a collapse 
of the Japanese government bond (JGB) market. With Japan’s shrinking 
population already facing a growing healthcare and pension burden, some wonder 
whether reconstruction is affordable. We consider the cost of rebuilding and the 
long-term fiscal outlook for Japan. 

Introduction 

The weak outlook for 
economic growth has made 
investors nervous about the 
issuance of large amounts of 
government debt to support 
reconstruction. 
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born by insurers, private companies, and individuals and 
so not directly weaken the government’s balance sheet. 
With JGBs outstanding of 683 trillion yen, the marginal 
increase from any additional debt should also not be large. 
Following the Kobe earthquake in 1995 JGBs issuance 
only increased slightly, and new issuance has already 
been increasing by more than 25 trillion yen per year since 
2008.  The markets have not indicated any particular 
concern about a flood of new debt either. Yields on 30-
year JGBs widened by at most 9 basis points immediately 
following the quake and have fallen sharply since.  

 

Restructuring 

If financing reconstruction is not an issue, what has 
provoked renewed concern among investors? In the same 
way that S&P’s change in outlook for the US government’s 
debt rating highlighted the poor fiscal outlook in that 
country, the cost of the disasters in Japan emphasised the 
same there. The worst case scenario is for investors to 
conclude that either country has become so burdened by 
debt that they will have increasing difficulty in paying it 
back. Investors will refuse to continue financing deficits 
without additional compensation for the risk they feel they 
are taking. The higher yields slow economic growth, 
making repayment ever more difficult, leading to a vicious 
spiral at the end of which looms default.  

For Japan, there are two, distinct, problems. The current 
situation is the result, even more than 20 years later, of the 
collapse of the property and stock market bubbles in 1989. 
The future problem is the forecast that by 2050 Japan will 
have just 1.2 workers supporting each retiree, compared 
to 2.6 today and 8.6 in 1970 (Source: The Economist) and 
that the country will be required to devote so much of its 
income to retirees that investment and growth will stop. 

Japan didn’t begin running large, chronic budget deficits 
until 1993 as government revenues flattened while 
expenses continued to rise, leaving a permanent gap 
between the two of about 30 trillion yen per year. This 
difference has been made up at least partly by 
government bond issuance. The total of JGBs outstanding 
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has doubled twice since the large budget deficits first 
appeared.  

The growth in expenses was driven by social spending 
(healthcare, pensions, etc.) and these costs have 
continued to rise through to today even as overall 
expenditure has been largely flat. To keep overall 
expenditure even, the government cut back on general 
public services and other government departments. 
Japan’s budget deficits are not the result, then, of 
excessive growth in spending, and highlight the ability of 
the government to cut spending when faced with 
increasing health and welfare costs.  

If Japan has been running chronic deficits, it was because 
following the bursting of the bubble, companies and 
individuals were simply paying less to the government. 
The amount of income tax and social security 
contributions paid by individuals fell by 2% from 1991 to 
2007, and the amount of corporate tax paid grew by just 
5%, even though the economy grew by 9% over this time. 
So Japan’s current fiscal imbalance can be put down to 
too light taxation. Comparing Japan to both a low tax 
country (United States) and a high tax country (Germany), 
we see that Japanese receipts have often actually been 
less as a percent of GDP than the US. Consequently, we 
believe higher taxes should play a roll in redressing the 
country’s fiscal imbalance. On the surface Germany’s 
growth rates have not been hampered by having a higher 
tax burden than the US and Germany has benefitted from 
the better fiscal balance (see Exhibit 2). We were 
encouraged 

 

Exhibit 1 – Japan government budget 

Source: OECD, J.P. Morgan Asset Management. Data as of May 2011.  
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Exhibit 2 – Government tax and non-tax receipts  
Percent of nominal GDP 

Source: OECD, J.P. Morgan Asset Management. Data as of May 2011.   

Foreigners currently hold just 5% of JGBs outstanding, 
and with average interest rates under 1.5% this is not 
surprising. There are negative consequences of the 
domestic focus for Japanese investors, however, in that 
they receive this very low return on their money, though in 
real terms rates are somewhat higher. Even if domestic 
investors did begin to demand a higher interest rate in 
order to buy Japanese government debt, however, from 
the perspective of the whole economy it does not matter 
as it is just a transfer of wealth from one part of the 
economy to another. The increased interest payments 
made by the government to banks, insurers, pensions 
funds, etc. can simply be transferred back to the 
government in the form of higher taxes.  

Conclusion 

The costs of reconstruction following March’s earthquake 
and tsunami can be financed by the government, either 
through higher taxes (our preferred option), or increased 
debt issuance. In the long term, the looming retiree crisis 
will likely be avoided by the government simply providing 
less income or fewer services than workers had expected. 
In the meantime, the government will be indulged rising 
debt levels by (domestic) investors, at least for a time. 

 

 

encouraged when we read recently that the government 
plans to increase the country’s consumption tax over the 
next several years to help balance the budget. 

Lowering expectations 

The rising burden of pension and welfare costs darkens 
the long-term outlook, however. The prospects for both 
workers and retirees in Japan appear poor, as they are in 
many countries that have insufficient retirement savings. 
There are several reasons, however, to believe that a 
rising social burden will not inevitably lead to an explosion 
in government debt issuance and/or collapse of the JGB 
market. Firstly, as the ratio of taxpayers to retirees falls 
and it becomes evidently impossible for taxes to continue 
rising at a fast enough rate to maintain benefits at the 
same level, benefits will simply be cut. The government 
will be forced to renege on its promises as no society 
would continue to tax itself into collapse. The US may be 
leading the way here as the depth of the financial crisis is 
forcing state governments to reduce promised pension 
payments to retirees. 

The Japanese economy can likely support a higher debt-
to-GDP ratio than many others simply because its citizens 
and corporations are great savers and the government is 
able to finance itself almost entirely within Japan. 
Foreigner xxxorx 
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