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CHAPTER 4

JAPAN
During the 1980s nothing could stop the Japanese economic juggernaut.  Year after year Japanese economic performance consistently outpaced its rivals.  During the second half of the 1980s real economic growth averaged almost 5% annually and unemployment was low.  It seemed like the best of times.  

Figure 4-A
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The Financial Crisis of 1990

Then the Japanese economy hit a wall.  In April 1990 the Nikkei stock market collapsed, with share prices nose-diving 40%. Land prices, while slower to respond initially, also plummeted.  It was the worst financial crisis in Japan’s post war history. (See Figure 4-B.)  This 1990 financial crash is instructive for two reasons.  

· First, it’s worth remembering that the Asian financial crisis of 1997 and 1998 is nothing new for Asia.  

· Second, Japan is still struggling to dig itself out of the financial hole it dug almost a decade ago. 

The origins of this boom and bust tragedy can be traced back to a flip-flop Japanese monetary policy.  It all began back in the mid-1980s when the yen surged against the U.S. dollar and threatened the competitiveness of Japanese exporters.  

In response, the Bank of Japan (BOJ) radically eased monetary policy.  It lowered short-term interest rates to 2.5%, and cheap credit flooded the economy.  Japanese investors over-borrowed, which in turn drove up the growth of the money supply. 

Japanese stocks and property markets (the so-called “bubble economy”) boomed uncontrollably.  Too much cheap credit as well as signs of growing labor shortages raised inflationary fears at the BOJ. 

To dampen inflation, the BOJ decided to tighten monetary policy, thereby puncturing the inflated bubble economy.  As part of the BOJ’s credit squeeze, it raised short term interest rates 5 times between May 1989 and August 1990.  This crusade to force speculation out of the stock and land markets was monetary overkill and precipitated the financial crisis in April of 1990.           

The “Lost Decade”

In many ways, Japan is still suffering from the after-shocks of this financial earthquake of 1990.  Since Japan’s “bubble” economy burst in 1990, Japanese economic performance has been grim:  

· GDP growth has been virtually flat. 

· The corporate sector has suffered rising bankruptcies and record losses.

· The once dominant industrial sector is struggling.  

· Social strains are emerging as the unemployment rate breeches a postwar record of 4.8%, higher than even the United States. 

· A sense of malaise and economic decline are worsening suicide rates that in 1999 were 35% higher than the year before.
Recovery in ‘99?

That said, in early 1999 there were countervailing signs that Japan’s economic stagnation might be over:  

· After 5 consecutive quarters of painful contraction, Japan’s GDP growth was 2.0% during the first quarter of 1999 (1Q99).  This 1Q99 economic performance was the best quarterly result in 3 years.  

· But would economic growth continue?  Yes, after posting unexpectedly strong growth in the first quarter, the Japanese economy grew at 0.2% in 2Q99.  Optimists welcomed the official end of the Japanese recession.  

· Pessimists noticed that 0.2% GDP growth reflected marginal growth at best, a significant slowdown from 1Q99 and still 3.3% below Japan’s GDP level back in 1Q97.  

Who was right?  Was this the start of a recovery? Or was it just a late blip in the lost decade?  The best way to answer these questions is to analyze what has been driving this fragile recovery and assess future prospects for the various factors that could generate a durable recovery. 

Fiscal Stimulus of 1999.  Unfortunately, there are serious doubts about the quality of Japanese economic growth and its durability.  If we examine all of the components of Japanese economic growth (government spending, net exports, consumption and corporate investment), we discover that the Obuchi government’s fiscal stimulus package was a key factor driving the growth.

· In fact, half the increase in GDP in 1Q99 was accounted for by accelerating public sector spending – the product of the autumn 1998 supplemental budget.

· In 1Q99 alone, government spending rose 10.3%. 

· In the first half of 1999, public demand expanded 6.5%.  However, public demand began contracting in 2Q99 and will continue to contract in 3Q99 until a new supplementary budget is agreed to in the autumn of 1999.  What’s unclear is what will happen when the fiscal stimulus runs out at the end of Fiscal Year 1999 (March 31, 2000). 

The “False Dawn” of Fiscal Stimuli.  The last time the economy showed any growth spurt was back in 1996, when the economy received a sizeable fiscal stimulus.  Economic growth subsequently collapsed when the government raised taxes in 1997 and sharply tightened fiscal policy.  (See Figure 4-C.)

Figure 4-C
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This time, Tokyo says it learned its lesson and vows to avoid repeating the 1997 mistake of radically reducing aggregate demand.  But with debt levels rising fast it cannot afford to keep its deficit spending going indefinitely. 

Therefore, a key political issue in 1999 was how to sustain Japanese growth once the government spending package runs out in the autumn of 1999.  The Obuchi government is still banking on another supplemental budget to help the economy avoid a further dip into recession.  Will this be financially destabilizing? 

· For financial stability, a good rule of thumb says that the public sector debt to GDP ratio should be no larger than the 60% limit the EU used for its Maastricht criteria for EU entry.  Yet, the Japanese public debt to GDP ratio has risen from 60% a few years ago to an alarming 120% today. 

· Similarly, the Maastricht criteria for budget deficit spending was 3% of GDP.  Yet, Japan is running a huge fiscal deficit of 10% of GDP.

· Investors are therefore concerned about the size and timing of still more deficit spending since the accumulation of earlier deficits already scare the bond market.  

In other words, Tokyo has boxed itself in.  It cannot rely solely on fiscal stimulus packages in the future to keep the economy afloat.  Increasingly, it must look to other ways to stimulate growth.

Stock Rally Stimulus of ‘99.  Luckily, portfolio investors have temporarily stepped in and saved the day.  Portfolio investors were able to augment the circumscribed fiscal stimulus and thus sustain the Japanese recovery.  How did this work?

· Strengthening signs of economic recovery in Japan in the first quarter of 1999 caught the eye of investors, who in turn poured money into the previously dormant Japanese stock market.  Foreign portfolio investment was particular impressive.

· For instance, in July 1999 the Tokyo stock exchange attracted a net ¥1.14 trillion ($10.6B) of investment from overseas – 7% higher than in June. 

· This surge in portfolio investment triggered a stock rally: (See Figure 4-D.) The benchmark Nikkei -- which had been languishing around 13,500 in late 1998 -- began to reach higher ground and in less than six months breached 18,000.  This made the Japanese stock market one of the four best performing stock markets in the world during the first nine months of 1999. 

Figure 4-D
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Interest Rate Stimulus.  But just as the recovery drove the stock rally, the stock rally in turn sustained the recovery, at least for a while.  How did this work?  

· Back in early 1999, Tokyo was desperate about what seemed a relentless slide into recession and deflation.  The Bank of Japan hit upon the idea of using the stock market as a wealth generator to combat deflation and revive consumption and investment.

· By pushing short-term rates down almost to zero across the spectrum of money markets, the Bank of Japan forced a large number of Japanese individual and corporate investors into the potentially more fruitful stock market, thus turning them from net sellers to net buyers of stocks.  

Thus, the Bank of Japan successfully targeted stock prices as a means of introducing much-needed asset reflation.  In so doing, the BOJ helped to temporarily counter the dangerous downward spiral in land, real estate and stock prices which were depressing consumption and investment trends in Japan.

The Rising Demand for Yen.  In the fall of 1998 signs that the Japanese economy was starting to recover triggered huge capital inflows into Japan.  The avalanche of capital inflow dramatically increased the demand for the yen, which in turn caused the yen to soar.  

· The yen dollar rate saw the biggest one-day swing since the collapse of the Bretton Woods exchange rate regime in the early 1970s.   Over two days (October 7 and 8) the yen rose more than 13%.  (See Figure 4-E.)

· By mid-September 1999 the value of the yen -- which had been on average ¥131 to the dollar in 1998 -- had risen to a dangerously high and non-competitive ¥105 to the dollar.   

Figure 4-E
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Export Effects.  The rising yen made the soaring stock market look increasingly suspect.  A strong and overvalued yen threatened to throttle exports and choke off Japan’s fragile recovery.

· Exports continued to drop in 1999, with a dismal 4.8% year-on-year drop in Japanese export volumes during 1Q99.

· Net exports contributed negatively to Japanese GDP in the first half of 1999. 

International Effects.  Worse still, the concomitant depreciation of the U.S. dollar against the yen carried inflationary risks that could put pressure on the U.S. Federal Reserve to raise interest rates, which in turn would prompt Asian states to follow suit, thus slowing down the recovery of the crisis hit states.     

Dangers and Options.  Thus, Japan’s new success (stock market rally and growth spurt) drove the yen to dangerously high levels, which in turn triggered renewed failure (lower exports and a choke off to recovery).  

· For instance, after six months of tentative recovery, Japan’s economy contracted by 1.0% during the third quarter of 1999.

Letting the yen remain strong yields a domestic economic disaster that Japan cannot afford.  This negative trend can be countered, but only if there is a change in monetary policy that the Bank of Japan has been determined to resist.  

The “Print Yen” Option.   If the problem is excess demand in the market for yen, why not just print more yen? The big obstacle is the Bank of Japan (BOJ), which rejects this option and claims it is inflationary.  Unfortunately, the BOJ continues to fight the last war against inflation.  The BOJ misperceives the new strategic situation and is too rigid to adapt.  In fact, the economic battlefield has shifted and the new war is against severe price deflation. 

Suggested Course of Action.  The U.S. government needs to urge Tokyo to aggressively expand the money supply.  The aim is to weaken the yen, restore confidence, relieve the credit crunch and stimulate its economy.  Toward this end, BOJ needs to: 

· Print a lot more yen and inject this cash into the marketplace.  The best way to do this is to buy up 10-year Japanese Government Bonds (JGBs), which are still flooding the market.  That will start to close the gap between actual and potential GDP.

· Introduce an inflation target between 0% and 2%.  This psychological signal would reassure markets that Tokyo was truly committed to attacking the real enemy, which now is deflation.  

In November 1999 the BOJ appeared to change its policy and started to buy bonds.  But its aim was merely to avert a fall in JGB bond prices.  The BOJ indicated that this action was a short-term tactic and not part of a long term strategy to weaken the yen and stimulate growth.

Business Problems

Sluggish Investment and Consumption.  BOJ intervention to weaken the yen is especially important since the prospects for higher corporate investment spending and consumer spending are discouraging in the short term. 

Of all the areas of spending, capital investment spending is the least buoyant.

· Business spending has contracted for six out of the last seven quarters as companies rein in investment to address excess capacity.  

Excess capacity and falling productivity levels also dog Japan’s once mighty industrial sector, which over-invested during the bubble years without any consideration for the cost of capital.  

· The excess capacity now totals ¥85,000B, equivalent to the entire annual capital expenditure that the Japanese corporate sector has made in recent years. 

With private capital investment continuing to fall, the onus would normally fall on the Japanese consumer to take up the slack.   But in the future, that won’t be as easy as in the past. 

Back in the 1980s, Japanese consumers assumed that rising asset prices would boost their wealth and that the lifetime employment system would guard their incomes – and consequently spent freely.  Thus, in a Japanese context, consumption was relatively high and drove strong long-term economic growth throughout the 1980s.  

Shaky Consumer Confidence.  Those days are long gone, shattered by a series of developments that have shaken consumer confidence and spending in recent years.  While the wealth effects of the stock market surge in the first half of 1999 pushed up consumption in the short term, the surge probably won’t be sustainable for the following reasons:  

· Incomes are falling.

· Unemployment is at record high levels due to corporate restructuring.

· Cash strapped companies have slashed overtime and cut bonuses by 6%.

· There’s rising panic about pension under-funding. 

· The stock market is wobbly again.

In one sense, the economy is still adjusting to the collapse of the 1980s asset price bubble.  But in another sense, Japan’s problems go deeper.  Since the financial crash in 1990 Japan has still not created an economic structure that can cope with the demands of a modern mature economy.

A critical issue is how to transform the system that so effectively built a manufacturing base in the post-war period into a structure that can instead support a mature and dynamic economy plagued by an aging population.  What is needed is a new social and economic paradigm. 

While the U.S. style of capitalism cannot be easily exported to Japan, the paternalistic state-dominated system that built the Japanese manufacturing base is too rigid to support a global economy that is dynamic, entrepreneurial, and oriented to high technology. 

Economic Restructuring

The Economic Squeeze.  Japan can no longer rely on basic manufacturing alone to create its economic strength, since many of its Asian rivals can offer lower production costs.  Although Japan is scrambling to move into higher-technology, it will take time for the Japanese to catch up.   

What Japan needs is a new way of thinking similar to the Meiji revolution that transformed Japan from being a closed, feudal, and rigid society into a dynamic, entrepreneurial, industrial power. The question now is whether Japan can perform the same trick again and implement a second major restoration to revive the country’s flagging fortunes.

Turning Point?  Is 1999 the year Japan’s great “Meiji style” restoration begins? Is Japan starting to embrace such reform? The answer is mixed.  In some areas, such as bank reform (see section below), Japan has made tangible progress.  But in many other areas, Japan is barely out of the starting blocks.  

What’s new is the end of the “denial phase” and at least situational awareness of the structural economic problem. For instance, back in July 1999, the government’s Economic Planning Council announced that Japan needs to create a ”knowledge-based” society, complete with steps that would have been considered inconceivable a decade ago, such as more immigration and educational choice.  In short, Tokyo is encouraging a restoration in a number of areas. 

Financial Reform.  At the top of the list is the financial mess that undermines Japan’s economic performance.  Banking problems have reduced long term economic growth in Japan by distorting market forces.  Japan’s banks, plagued by bad debts and poor profitability, are reluctant to lend.  The credit crunch means that the benefits of extremely low interest rates are not being passed on to businesses (or individuals).  

Figure 4-F
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Consequently, weak but potentially viable Japanese corporations either go bankrupt or at least drastically reduce investment spending, thereby reducing macro-economic demand and slowing down the economy.  The bankruptcies also leave the banks with even more bad debts.  In short, the usual monetary transmission mechanism, vital to healthy capitalistic economies, has broken down in Japan. 

For 8 years Tokyo denied it had a banking problem and then procrastinated.  In particular, it did virtually nothing about its rising pile of bad loans.  As a result, half the biggest 19 banks are now insolvent. 

Reasons for Cautious Optimism.  Fortunately, the denial and the dithering phases are both over.  Tokyo has begun to bite the bullet.  Stabilization of the banking system has begun in earnest.  Optimism stems from 3 factors:

· Size of bank rescue plan.  The bank bailout ($512B or Y60 trillion) provides:                 

-
¥18 trillion to nationalize banks and cover their bad debt losses.                

· ¥25 trillion to re-capitalize weak but viable banks.

· ¥17 trillion to protect depositors of failed banks.

· New decisiveness.  Tokyo is finally demonstrating a serious political commitment to bank reform. 

-
Tokyo’s decisive nationalization of the Nippon Credit Bank contrasts with its earlier dithering over another troubled bank, Long Term Credit Bank, whose shares crashed to ¥2 before Tokyo finally addressed the debacle. 

· Dynamic leadership.  Most importantly, Hakuo Yanagisawa, the high-powered minister in charge of financial reform, has taken charge at the newly created Financial Reconstruction Committee (FRC).  Mr. Yanagisawa has energized the organization and is proving unexpectedly relentless in pursuing bank reform in the following 3 ways:  

1.
Cleaning up balance sheets.  Mr. Yanagisawa insists that the money each bank requests must not only be sufficient to write off its remaining bad loans, but also cover the hidden losses in its stock portfolios. 

2.
Transparency and disclosure.  Mr. Yanagisawa demands that the banks submit detailed, credible restructuring plans before receiving the cash.  This stance has already led to a flurry of mergers and alliances, and has prompted several large banks such as Daiwa to announce their divestment from overseas markets.   

3.
Threat to embarrass.  When many of the banks initially proved reluctant to apply “voluntarily” for funds, the FRC privately threatened to declare some insolvent if they do not. 

Market Optimism.  Consequently, the market is increasingly optimistic about the pace of banking reform.  Insolvent banks have been rescued and weak but viable banks are writing off bad loans. 

· As a vote of confidence, Wall Street has recently removed the so-called “Japan premium” – the extra price Japanese banks had to pay to raise dollars in international markets compared to their U.S. and European counterparts.” 

· Finance-sector deregulation is already putting downward pressure on brokerage and banking fees.

Remaining Banking Concerns.  There is still more talk than action.  And problems remain: 

· Bad Assets.  One of the post-bubble issues is the scale of bad assets that still dog the financial sector.  There has been little progress in selling off the bad debt and clearing the market.  In other words, the banks remain reluctant to sell the real estate that lies behind the assets.  This has left the property market illiquid and subject to price distortions. 

Although the banking system may be past the worst of the crisis, there are still doubts about the true extent of bad loans.  Mr. Yanagisawa admits that more bad bank loans could emerge in the system because of problems in overseas markets. There are doubts about whether the banks will be able to make themselves profitable.  In addition, the volume of bank lending has not recovered.


Corporate Change
The ice is also breaking in corporate Japan.  Foreign investors, in particular, have noticed that Japan is serious about industrial restructuring and are responding by pouring money into the country:

· Direct and portfolio investment from abroad is on track to hit a record $125B in 1999. 

Four recent developments show the extent to which big companies are changing in ways that would have seemed almost impossible only a few years ago. 

· The restructuring plans at the electronics group NEC are startling.  NEC is moving toward an emphasis on such corporate ideas as share-holder value, free cash flow and return on equity. 

· The foreign financial groups have penetrated the previously protected Japanese financial system.  A case in point is the sale by the Japanese government of Long Term Credit Bank to Ripplewood, the U.S. private equity group. 

· Internet use is taking off, with the number of Japanese net users expected to rise 35% to 23 million between 1999 and 2000.

· Japan’s race to the internet is combining with de-regulation and a greatly improved distribution system.  A case in point is the news that Sega is joining up with Nomura Securities to launch an online trading service.    

Finally, the changes in Japan are not merely top down in nature.  Societal changes are also occurring.  For instance, Japanese women are gaining more college diplomas while graduates in general are seeking riskier positions with foreign and startup companies.

The Road Ahead.  Despite these signs of progress, such change is still marginal in too many areas.  Too many political leaders lack any real sense of urgency.  In the area of de-regulation, it’s still unclear how reform-minded the Ministry of Finance and the ruling Liberal Democratic Party really are.  Most policy reforms are still occurring as a short-term reaction to a specific crisis, rather than as a pro-active, coordinated plan. 

The government has still made little attempt to tackle some of the most fundamental, longer-term changes that are badly needed to promote economic reform, such as: 

· A more flexible system for allocating capital and labor market resources. 

· Despite undeniable progress in industrial restructuring, plant closings and mass lay-offs still lie ahead.  This “creative destruction” could lead to the creation of new jobs in new industries. 

· Japan urgently needs the introduction of a social safety net system. 

· A wholesale overhaul of the tax, accounting, social safety net, and pension systems is needed.  

· In telecommunications, the phone giant NTT still has a stranglehold on phone prices, imposing ruinous costs on Japanese who want internet access. 

Conclusion. Tokyo’s efforts to use fiscal stimuli to revive the economy have proven ineffective.  It needs to increase the growth of the money supply (print more yen) and thus weaken a strong yen.  It also needs to accelerate structural reforms.

Figure 4-B
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