
F OR years, Japan has tried to get out of
deflation and a protracted economic

slump by increasing public spending.  It is
now changing course and is about to
launch a tax hike initiative to extricate itself
from the doldrums of its debt-ridden
finances.  The government has decided to
halve the 1999 fixed-rate income tax cuts
in FY 2005.  In addition, debate on whether
to raise the consumption tax from the pre-
sent 5% is expected to start in a few years. 

Surprisingly, Japan has the worst fiscal
situation among the G7 major economies.
The balance of Japan’s long-term debt at
the national and local levels is projected to
reach ¥774 trillion at the end of FY 2005,
with the ratio of that balance to GDP stand-
ing at over 150%.  This is in stark contrast
to some 60% for the United States, which

is now beleaguered with the twin budget
and trade deficits.  The ratio for Italy is
about 120%, the second-worst among the
G7 major economies.  Japan’s per-capita
debt exceeds ¥6 trillion.  Japan needs to
continue paying ¥1 billion in government
bond interest per hour despite extremely
low domestic interest rates.

The government aims to have the prima-
ry balance – tax revenue minus outlays
other than debt-servicing costs – show a
surplus in the 2010s, with tax revenues
exceeding government spending.  The bal-
ance improved from a deficit of ¥19 trillion
in FY 2004 to ¥16 trillion in FY 2005.  But
the fact that spending on the nation’s
social security programs has been swelling
by more than ¥1 trillion a year makes it no
easy task for the government to achieve its

goal.
Japan’s ratio of taxes and social-security

costs to national income stands at around
35%, compared with more than 50% for
Britain and other European nations.  The
Japanese ratio will inevitably rise sharply in
the years ahead if the current social securi-
ty system remains unchanged.

The government intends to secure finan-
cial resources for social security by raising
taxes, including the consumption tax.  But
Japanese taxpayers will remain uncon-
vinced unless public expenditures are
slashed substantially in state budgets.
Reforms of national finances are expected
to focus on whether taxpayers should
accept a heavier tax burden or lower social
security benefits amid the rapid aging of
society and the falling birthrate.

TOPICS

T HE Financial  Services Agency has
drawn up “the Program for Further

Financial Reform” to serve as a guideline
for Japan’s financial policy after the gov-
ernment completely removes the ful l
deposit guarantee at the end of March.
The new program, “Japan’s challenge:
Moving toward a Financial  Services
Nation,” calls for, among other things,
establishing new legal frameworks to help
create financial conglomerates that operate
across several different financial sectors
such as banking, securities and insurance.
Japan is now poised to follow the trend of
financial realignment that is continuing in
the United States and Europe in a bid to
bolster the international competitiveness of
its financial sector.

Japan has been hard-pressed to clear
away non-performing loans (NPLs) and the
government introduced a financial revital-
ization program when Takenaka Heizo
served as the financial services minister.
The program called for halving the ratio of
bad loans to total lending at major com-
mercial banks by the end of this March.
The Financial Services Agency conducted
strict financial examinations, prompting
banks to aggressively dispose of their
NPLs.  The banks have now achieved the
goal ahead of the original schedule, thanks
in part to the recovery of the Japanese
economy.  The new financial reform pro-
gram aims to make the Japanese financial
sector, which has finally moved out of the
protracted doldrums, to become a “Major

League player” in the global market.
Obviously, the power base of Japan’s

financial institutions cannot be strength-
ened only by the support of the administra-
tion.  There is still a wide gap in market
value between major Japanese banks and
those in the United States and Europe.
Japanese banks also do not have enough
expertise concerning investment banking
and other sophisticated financial tech-
niques.  To fill the gap, Japanese mega-
banks are moving behind the scenes to
reorganize themselves beyond the industri-
al borders of trust, securities, insurance
and non-bank businesses.  Such moves
indicate that a major financial realignment
may continue this year.
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