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Despite all the warnings that it could be a disaster, Japan's 

consumption tax is going to be raised from 8% to 10% on 

October 1, 2019. Katrin Löhken, economist at DWS cover-

ing Japan, had a deeper look into the subject and conclud-

ed that history is unlikely to repeat itself. A first attempt to 

raise the tax was made as long ago as the autumn of 2015. 

It did not do too well, taking the blame for an abrupt col-

lapse in economic growth – though a previous, April 2014 

tax increase was also part of the problem. Since then an 

increase has been taken into consideration for several times 

before being put back in its "dangerous – do not touch" box. 

And yet, the temptation to open the box keeps coming back 

because the fiscal position is weak and the social-security 

burden growing. What is going to happen this time? 

The environment might be seen as the key to answering 

that question – not the climate but the national and global 

political and economic one. The reason why the tax in-

crease is seen as so important, is the fact that the nation's 

debt position is bad and its fiscal position chronically poor. 

Japan is the most heavily indebted industrial country with a 

national-debt burden of 237% of gross domestic product 

(GDP). The fiscal deficit is likely to be around 3% again in 

2019 and, according to Internal-Monetary-Fund (IMF) fore-

casts, a balanced budget is not in sight in the foreseeable 

future. Consumer-spending accounts for 56% of Japan's 

GDP. If the tax increase were to provoke another consumer 

strike – as with the previous increases in 1997 and 2014 – 

the revenues the tax intends to raise would immediately be 

blown out of the water. Instead, depressed consumers and 

corporations would drag the economy down again, into re-

cessionary depths that would worsen the fiscal and debt 

position further. In 2014, private consumption dropped by a 

calamitous 4.8% compared to the previous quarter, causing 

GDP to shrink by 1.9%. Consumption also remained weak 

in subsequent quarters. In fact, the nominal level of con-

sumer spending at the peak before the VAT hike in 2014 

was not reached again until the end of 2018 – and in real 

terms consumer spending remains lower than it was five 

years ago.  

It is plain then that the tax increase in October is hazardous. 

It is also not coming at the easiest of times internationally. 

The global economy is unstable. The U.S.-China trade war, 

geopolitical tensions in the Gulf and the big Brexit question 

mark threaten to make consumers and companies more 

nervous. And Japan, an export-led nation, is particularly 

vulnerable to trade hostilities. China is Japan's largest trad-

ing partner, the United States its second largest. A recent 

decline in Japanese consumer confidence might have been 

triggered more by the uncertain external environment than 

by the government's plan to raise the consumption tax. Cor-

porate sentiment is still holding up quite well despite manu-

facturing's trade war-related woes. The Purchasing Manag-

ers' Index (PMI) for the service sector, which is most finely 

attuned to disruption from the rise in the tax, rose to 53.3 

points in August 2019.  

Overall, however, the timing looks better. The economy 

grew more than expected in the first half of the year, and 

with a positive output gap, suggesting growth was higher 

than trend and therefore potentially inflationary – and Japan 

would welcome a little more inflation. Companies are still 

ready to invest and anecdotal evidence suggests that they 

are relaxed about the tax hike this time. Most are likely to 

pass it on instead of eating into their own margins. Equally 

important, private demand is supported by a very strong 

labor market, with a historically low unemployment rate of 

2.2%. Firms are having difficulty finding staff for some jobs. 

An economic slowdown should therefore not provoke 

sweeping redundancies. Above all, however, the recovery in 

real wages means that disposable income will finally rise 

noticeably again: while real wages grew by an average of 
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JAPAN: TAX HIKE UNLIKELY TO HARM ECONOMY 

After a long struggle, Japan is raising its consumption tax on October 1. Although this will weigh on 

the economy, we do not believe that it should cause a drastic slump as in 2014. 
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only 0.5% per year between 2009 and 2017, the average 

has risen significantly to 1.8% per year since the beginning 

of 2018 (see chart 1). That should keep consumer spending 

up.  

In our view the Japanese economy will therefore get off 

more lightly this time, especially as the loss of purchasing 

power will be smaller than in 2014 for a number of reasons. 

1. The tax hike will only be two percentage points – in 2014, 

it was three percentage points. The government estimates 

that tax revenues will rise by 5.6 trillion yen, considerably 

less than the 8.2 trillion yen in 2014, implying less money is 

being taken from consumers. 

2. Some important consumer goods – such as food, bever-

ages and newspapers – will be exempt from the tax in-

crease this time. This exemption helps to explain why there 

has been nothing like the pre-hike rush to spend that oc-

curred in 2014 (see chart 2).  

3. The government has learned from the past and has 

adopted other mitigating measures, worth about half the 

expected increase in tax revenues:  

 for families, vouchers for free day-care centers for 

children, abolition of school fees for pre-school chil-

dren, and secondary-education subsidies for low-

income households;  

 additional benefits for low-income pensioner house-

holds;  

 temporary-tax rebates for the purchase of environ-

mentally friendly cars and extended depreciation 

options for house purchases;  

 and a government-rebate system for credit-card pay-

ments, amounting to 5% of the purchase sum, from 

October 2019 to June 2020. This is also intended to 

provide an incentive to cashless payment, which is 

unpopular in Japan.  

Two special factors should also help to stimulate spending. 

Japan will host the Olympic Games in the summer of 2020. 

In other countries hosting the event has spurred a retail 

boom. In addition, the government's discount scheme for 

cashless payments runs only until June 2020, and that 

might encourage consumers to spend before the discount 

ends.  

All in all, we therefore expect private consumption to decline 

by 1.8% year-over-year in the fourth quarter of 2019 and 

also to contract slightly in the first quarter of 2020. But we 

do not believe a decline of this magnitude would be enough 

to drag GDP growth into the negative at the end of 2019. 

And we would expect a return to moderately positive growth 

rates thereafter, with the Olympic Games and expiry of the 

rebate system spurring consumers on. Meanwhile the shaky 

external environment will be felt above all in the export sec-

tor. We are forecasting overall economic growth of 0.6% 

this year, softening to 0.2% in 2010. However, we believe a 

recession should be avoided given these measures.  

Of course, another slump in consumption cannot be ruled 

out. If it were to happen, fiscal policy would be called on. 

Prime Minister Abe is stressing that he will not hesitate to 

provide fiscal support in the event of an unexpected slump, 

thereby easing the pressure on the central bank to become 

even more expansive. The Bank of Japan's toolbox looks 

empty and there is growing discussion of the negative side 

effects of extremely expansionary monetary policy on the 

financial system. The Bank of Japan is therefore likely to 

keep its now modest supply of ammunition for a potentially 

greater emergency. It may also hope that the rise in prices 

caused by the consumption-tax rise will generate a bit more 

inflation. 

IMPACT ON THE YEN AND JAPANESE EQUITIES 

We expect the yen to continue gradually appreciating. We 

take this view not on macroeconomic grounds but because 

the yen is perceived as a safe haven and the global eco-

nomic environment remains highly uncertain.  

We do not believe that a stronger yen (12-months forecast: 

105 yen per dollar) will place an excessive burden on Japa-

nese companies, which are generally well positioned within 

their sectors relative to their global peers. The majority of 

the companies we have talked to are also budgeting for an 

exchange rate of 105 yen per dollar. At this level, we do not 

expect any intervention from the Bank of Japan. We have 

also received confident affirmations from companies regard-

ing the consumer-tax hike. Most of them do not fear a slump 

in demand as the tax increase is small and accompanied by 

many supportive fiscal measures. Japanese companies, on 

the other hand, are worried about the global trade dispute. 

While it looks as if we are on the way to an agreement with 

the United States, the conflict with South Korea is not facing 

any visible easing.  

Aside from this, many factors favor the Japanese industry. 

First and foremost, they have made rapid progress in imple-

menting shareholder-friendly measures. Corporate unbun-

dling, the spinning off of unprofitable subsidiaries, improve-

ments in corporate governance and the steady increase in 

dividend pay outs from companies' full coffers – all of these 

factors are currently in shareholders' best interests. In addi-

tion, analysts' previously negative earnings revisions for 

2019 and 2020 are now slowly stabilizing. We believe Japa-

nese industry is well prepared for the expected surge in 

investment in production facilities for organic light-emitting 

diode (OLED) and 5G technology. All this is complemented 

by a valuation that looks very appealing both on historical 

terms where Japanese stock markets are concerned and 

relative to other regions. However, Lilian Haag, Portfolio 

Manager at DWS, points out: "In our opinion, the Japanese 

market is valued very favorably. But this valuation is unlikely 

to be sufficient for a stock-market rally. We would have to 

see a broad cyclical recovery for this. We are neutral on the 

region, but with a positive bias." 
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WAGE GROWTH IN JAPAN IS PRETTY DECENT BY JAPANESE STANDARDS 

t = quarters; t = 0 corresponds to the VAT-hike date 

Forecasts are not a reliable indicator of future returns. Forecasts are based on assumptions, estimates, views and hypothetical models or analyses, which 

might prove inaccurate or incorrect. 

Sources: Refinitiv, DWS Investment GmbH as of 9/20/19 

HISTORY IS UNLIKELY TO REPEAT ITSELF: CONSUMPTION PLUNGED IN 2015 

https://go.dws.com/cio-view-articles


Macro Perspectives  /  September 24, 2019 CIO I VIEW 

/ 4 All articles are available on https://go.dws.com/cio-view-articles CRC 070694 (09/2019) 

GLOSSARY 

Appreciation 

In relation to currencies, appreciation refers to a gain of value 

against another currency over time. 

Bank of Japan (BOJ) 

The Bank of Japan (BOJ) is the central bank of Japan. 

Brexit 

Brexit is a combination of the words "Britain"  and "Exit"  and 

describes the exit of the United Kingdom of the European Union. 

Central bank 

A central bank manages a state's currency, money supply and in-

terest rates.  

Corporate governance 

The methods by which corporations are run and controlled 

Cyclical 

Cyclical is something that moves with the cycle. 

Depreciation 

In relation to currencies, depreciation refers to a loss of value 

against another currency over time. 

Dividend 

A dividend is a distribution of a portion of a company's earnings to 

its shareholders. 

Fiscal policy 

Fiscal policy describes government spending policies that 

influence macroeconomic conditions. Through fiscal policy, the 

government attempts to improve unemployment rates, control infla-

tion, stabilize business cycles and influence interest rates in an 

effort to control the economy. 

Gross domestic product (GDP) 

The gross domestic product (GDP) is the monetary value of all the 

finished goods and services produced within a country's borders in 

a specific time period. 

Inflation 

Inflation is the rate at which the general level of prices for 

goods and services is rising and, subsequently, purchasing power 

is falling. 

International Monetary Fund (IMF) 

The International Monetary Fund (IMF), created in 1945 and head-

quartered in Washington, D.C., is an organization of 188 countries, 

working to foster global monetary cooperation, secure financial 

stability, facilitate international trade, promote high employment and 

sustainable economic growth, and reduce poverty around the world. 

Margin 

Margin describes borrowed money that is used to purchase 

securities. 

Monetary policy 

Monetary policy focuses on controlling the supply of money 

with the ulterior motive of price stability, reducing unemployment, 

boosting growth, etc. (depending on the central bank's mandate). 

Nominal 

In economics, a nominal value is not adjusted for inflation; a real 

value is. 

Purchasing Managers Index (PMI) 

The Purchasing Managers Index (PMI) is an indicator of the eco-

nomic health of the manufacturing sector in a specific country or 

region. 

Real 

In economics, a real value is adjusted for inflation. 

Recession  

A recession is, technically, when an economy contracts for two 

successive quarters but is often used in a looser way to indicate 

declining output. 

U.S. dollar (USD) 

The U.S. dollar (USD) is the official currency of the United States 

and its overseas territories. 

Valuation 

Valuation attempts to quantify the attractiveness of an asset, 

for example through looking at a firm's stock price in relation to its 

earnings. 

Value-added tax (VAT) 

A value-added tax (VAT) is a consumption tax that is collected 

based on the incremental value added in each stage of production 

(as opposed to a sales tax where only the final consumer is taxed). 
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