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Post-quake Japan 

As the scale of the human tragedy becomes clear, our thoughts are with the 

Japanese people at this difficult time. With fatality figures rising and the situation 

at the Fukushima nuclear plants still critical, Japan faces its biggest crisis since 

the Second World War. Yet the country will come through this terrible disaster, 

helped by the stoicism and social cohesion of the Japanese people. As prime 

minister Kan said recently: ‘I am confident that we can work together to overcome 

these difficulties.’   

Japan will rebuild, and as it does its economy will recover. Bridges can be rebuilt, 

roads repaved, homes reconstructed. Natural disasters, however devastating, 

rarely have a lasting impact on a country’s GDP, and certainly not on global GDP. 

As after the Kobe earthquake in Japan in 1995, Japan’s economy is likely to see 

robust growth over the next several quarters. In the year prior to Kobe, Japan’s 

GDP expanded by just 0.9%, while the reconstruction boom the earthquake set off 

led to an economy 2.5% bigger by the following year. This is not to ignore that 

there has been a net loss to the country from the disaster. Pre-existing assets are 

simply being replaced so it is impossible for the country to be better off in 

aggregate terms, but as long as the disaster does not lead to a permanent loss of 

productive capacity, there is no reason for a dramatic slowdown in the economy. 

As the government has noted, the three prefectures most affected by the 

earthquake and tsunami (Miyagi, Fukushima, and Iwate), make up a small 

percentage of national GDP — just 4.0% in 2007 — while Tokyo alone accounts 

for nearly 18%. Nor does it appear that numerous automaker, consumer goods, or 

IT factories will be sidelined for an extended period of time. There are certainly 

ever present concerns about the Fukushima nuclear power plants and the spread 

of radiation, but it does not appear at this time that the fallout is likely to have a 
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The outlook for investors has changed dramatically over the last few months. At 

the end of 2010, expectations were for continued recovery in developed 

economies. The principal concerns were inflation in emerging markets and 

lingering unease over the eurozone sovereign debt crisis. Today we face new 

worries about sustained high oil prices and nuclear radiation in Japan. In this 

paper, we will attempt to put these issues in perspective and suggest how 

investors can best position their portfolios. 

Introduction 

Forecasts for first quarter 

GDP growth in Japan have so 

far not fallen from the 1.0% 

that was expected prior to the 

quake. 
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Exhibit 1 – Relative stock market returns and bond 

yields 

significant impact on any of the larger population centres. 

Of course if this view is mistaken the comparatively 

optimistic view we are presenting in this paper would be 

very mistaken. 

The resilience of the economy, however, does not tell us 

much about the likely performance of financial assets. 

Though Japan averaged 1.6% annual GDP growth from 

the Kobe earthquake until the onset of the credit crisis in 

2008, the country’s stock market continued its relative 

underperformance compared to the rest of the world (see 

Exhibit 1). In the 16 years since Kobe, the value of equity 

markets outside Japan has increased by 150%, while 

Japanese stocks have lost another 50% of their value. 

Consequently, valuations appear extremely attractive with 

the index trading near the lowest levels since 1987 both on 

a forward P/E basis (see Exhibit 2) and also on price-to-

book. Earnings momentum has also been strong for 

Japanese equities of late. Since equity markets almost 

always overreact to disasters, Japanese indices should 

show at least a short-term rebound. 

The decline in equity prices since the peak of the equity 

bubble in 1989 has been matched by a fall in government 

bond yields as Japanese monetary authorities struggle to 

counteract the deflation that plagues the economy. Low 

yields and dramatic increases in the money supply (similar 

to what’s been seen in the US since the launch of 

quantitative easing), have seemed ineffective when the 

economy’s more fundamental problems, such as 

excessive regulation, have been neglected. It is possible,  

 

Latest data 18 March 2011. Source: MSCI, Bloomberg, J.P. Morgan Asset 

Management. 

Currency effects 

The potential effect of the earthquake on the currency is 

less clear cut. Though some believe that the repatriation 

of company profits for reconstruction and money to pay 

insurance claims led to the initial sharp, 20% appreciation 

of the currency in the three months immediately following 

the Kobe quake, our view is that it was more an indirect 

result of the Mexican peso crisis. We do not expect 

substantial funds to be repatriated this time either. Post-

Kobe, the yen began a prolonged period of decline 

against both the dollar and the currencies of its major 

trading partners in April 1995, falling 44% over the 

subsequent three and a half years (see Exhibit 3). In 

nominal terms the currency today is just past its 1995 high 

of JPY81 per dollar, but this overstates the currency’s 

strength. On a real, trade-weighted basis the yen is still 

36% below the 1995 peak. This suggests that there is 
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Exhibit 2 – Japanese stock market performance and 

valuation 

however, that the boost in activity likely to ensue as 

reconstruction begins will push up demand and prices. 

Financial markets have already been showing a fall in the 

rate of expected deflation over the last year, but as 

deflation is more a symptom than a cause of Japan’s 

problems, it is not clear that even the end of deflation by 

itself would mean the economy would suddenly begin 

growing more quickly or that the stock market would turn 

around. The advantage of low bond yields, however, is 

that the government should have no problem borrowing 

the sums it needs to finance future investments, 

particularly as there remains an extremely large pool of 

domestic savings held by indulgent investors. 

Latest data 18 March 2011. *NTM = next twelve months. Source: MSCI, 

IBES, FactSet, J.P. Morgan Asset Management. 
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Exhibit 3 – Yen exchange rates 

Note: REER = real effective exchange rate. Latest data 18 March 2011. Source: J.P. Morgan Asset Management. 

reconstruction is likely to make up any difference, and 

ongoing turmoil in the Middle East and north Africa has 

quickly pushed futures prices back up to the recent highs 

of USD116/barrel. The long-term impact of elevated oil 

prices remains currently our principal concern for global 

markets, and until prices return to pre-uprising levels, and 

we know that the fallout from the Japanese nuclear 

reactors has indeed been contained, we remain cautious 

towards risk assets. (See our note ‘An (oil) spot of bother’ 

from 28 February for a more in-depth analysis of oil prices 

and markets.)  

Our outlook for the rest of the year remains intact, namely 

that bond yields should rise and equity markets resume 

their gains. Central banks in developed economies realise 

they must eventually return base rates to normal levels 

and end the current period of negative real yields with the 

attendant risk of credit misallocation and future inflation. 

As for equity markets, valuations are still attractive, 

earnings growth (particularly in the US) remains good, and 

liquidity is abundant. But despite a 5% correction in equity 

markets (ex-Japan) over the last month, we do not yet 

recommend increasing investments in risk assets. The 

potential for a further deterioration in the investment 

environment is not small and we counsel waiting until 

some of the current uncertainty about oil prices and 

eurozone debt decreases. The greatest (risk-adjusted) 

rewards should go to those who bided their time. 
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more room for the currency to continue appreciating, even 

though the headline exchange rate is already at new highs 

and governments have been intervening to manage it. In 

the meantime, the yen’s (real) relative weakness should 

continue to benefit Japanese exporters. 

Outlook for world markets 

The negative reaction of equity markets in almost every 

country in the world to the events in Japan, and falls in 

bond yields for core sovereign debt, say more about the 

economic context of the disaster than the consequences 

of the disaster itself. The earthquake, tsunami, and 

problems with nuclear power plants will certainly be 

challenging for Japan, but should not meaningfully impact 

markets elsewhere once the initial crisis has passed. The 

context, however, is that the disaster occurred when 

investors were already worried about the impact of high oil 

prices on economic growth, government revenues, and 

company profits. Inflation remains a concern in emerging 

markets. And the announcements from the latest EU 

summit on the sovereign debt crisis have neither calmed 

markets nor addressed the fundamental issue of country 

insolvency.  

Oil prices initially fell following the earthquake on 

expectations that demand from Japan, one of the largest 

oil importers in the world, would decline. But 

reconstruction 
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