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Preface


The first edition of this book was published in 1992. Many things happened in the last twenty-eight years. In hindsight, that was the beginning of the Lost Two Decades (which are the focus of chapter 14 of this book). The first edition told how Japan was able to improve its economy so it could compete with the economically advanced countries of the world. This made the main discussion simple and straightforward: Japan was a success story of catch-up economic development. In addition to the high economic growth period, the second edition covers the last thirty years and examines why the Japanese economy went into stagnation and declined in relative global standing. The Japanese economy in the twenty-first century is much more complex and nuanced, but it also provides valuable lessons for economies at various developmental stages, not only to those in the catch-up phase of economic development.

Although Ito attempted to start revising this book several times, his busy academic life and public service at the International Monetary Fund, Ministry of Finance, and Council of Economic and Fiscal Policy got in the way. It was precious experience in the real world, which enriched his understanding of the economy, but it made the second edition a moving target.

Finally, Ito invited his longtime friend, Takeo Hoshi, to be a coauthor. This brought both discipline to the work and richness to the content. Working together also forced both of them to come up with clear descriptions and interpretations of the development of the Japanese economy in order to reconcile their views, which were not necessarily the same initially.

The structure of the second edition is very similar to the first edition. Chapter 1 was completely rewritten to motivate students and researchers to study Japan in the twenty-first century. Chapter 2 inherited most of the relevant historical background, but added a few important topics. As was the case in the first edition, the analysis starts with macroeconomics: growth (chapter 3) and business cycles (chapter 4). The time span of the coverage, however, is longer by about thirty years.

The next three chapters cover essential policies: financial regulation (chapter 5), monetary policy (chapter 6) and fiscal policy (chapter 7). In the first edition, monetary policy and financial markets were in the same chapter, but now it is divided into two chapters, on financial regulation and monetary policy. This new organization reflects both the heightened importance of financial supervision, which became clear in the Japanese banking crisis of 1997–1998 and the global financial crisis of 2008–2009, and the significant expansion of monetary policy in the last thirty years, such as inflation targeting and unconventional monetary policy. Fiscal conditions for the Japanese government became much worse in the last thirty years, so the content of chapter 7 was much expanded, especially on the issue of government debt sustainability.

Chapter 8 (on saving, demography, and social security) is a totally revamped version of chapter 9 of the previous edition, which covered saving and cost of capital. This new chapter covers the topics that have become especially important in the last thirty years. The demographic transition that Japan is experiencing puts stress on the social security system, government fiscal conditions, national saving, capital accumulation, and international financial flows. In the first edition, the main issue was why Japan’s saving rate was so high. In the last thirty years, though, Japan’s saving rate declined substantially. We will show that both the high saving rate during the rapid growth period and the low saving rate in more recent years are the results of demographic changes, using a simple model of life-cycle consumption and saving.

The titles for chapter 9, “Industrial Structure,” and chapter 10, “The Labor Market,” are the same as before, but we added many updates and a more thorough examination of seemingly unique Japanese practices in these areas. Many features that contributed to Japan’s high economic growth have now become hindrances to growth. Past success often leads to institutional rigidity and creates an impediment when the environment changes. The Japanese experiences in industrial organization and labor market practices are good examples of the general pattern in this area.

The titles for chapter 11, “International Trade,” and chapter 12, “International Finance,” also remain the same, but the contents have been greatly expanded. In the last thirty years, Japan changed its approach to international trade policy from a complete multilateralism that shunned any regional agreements to an aggressive pursuit of regional preferential agreements. In the area of international finance, many topics have been added, as the Japanese economy is greatly influenced by the volatility of the exchange rate. Topics such as the assessment of foreign exchange intervention and Japanese firms’ behavior on currency invoicing are based on the results of research (including my own) since the first edition.

Chapter 13, “US-Japan Economic Conflicts,” is a substantial update of chapter 12 of the first edition. Thirty years ago, the US-Japan economic conflict was one of the most difficult problems for Japan. The US regarded Japan as its number one threat (at least economically) after the Soviet Union collapsed. The conflict continued until the mid-1990s, but it dissolved as the Japanese economy fell into a long stagnation. Japan no longer poses a threat to the United States, and the economic relationship between the two nations has become very cooperative. By the end of the first decade of the twenty-first century, the biggest perceived economic threat to the US has become China. It is easy to identify many similarities between the US-Japan conflicts in the 1980s and the US-China conflict today, although there is a critical difference (namely, that Japan has been a democracy and an ally of the US in terms of security). The experience of the US-Japan economic conflict suggests that two countries that repeat fierce trade conflicts can learn to cooperate.

Chapter 14 presents a comprehensive analysis of the Lost Two Decades, which happened between the first and the second editions. Why Japan remained in economic stagnation for twenty years is one of the most important questions that it faces today. It is not an issue just for Japan, though—many countries that share certain aspects of the Japanese economy (such as a successful model for catch-up growth, experience with enormous credit booms and bubbles, and rapid aging) would be interested. The question is not just of academic interest, either. A careful examination of the Lost Two Decades in Japan can offer valuable lessons to other advanced and emerging economies. The discussion in chapter 14 pulls together examinations of various aspects of the Japanese economy during the Lost Two Decades that are scattered throughout the other chapters.

We hope that this revision has succeeded in keeping the old structure that worked in the first edition, while updating and enriching the discussion with new materials and insights. The aim of the book continues to be providing a common understanding of the Japanese economy and highlighting controversies and puzzles in order to stimulate readers’ interest in the Japanese economy. We would like to hear readers’ reactions, which will improve the next edition of the book—which we hope to prepare before another thirty years pass.







 


Preliminary Notes


Names of Japanese Persons

In the Japanese language, the family name of a person comes first and the given name comes next, with no middle name. Many Japanese, when writing in English, reverse the order of names to conform to the Western tradition. In some books, however, the native ordering is adopted when discussing persons in distant history or famous writers of the classic literature, while Western ordering is used for contemporary figures. In this book, Western ordering is used throughout.
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An Introduction to the Japanese Economy


As of 2017, the Japanese economy is the third-largest in the world, measured in terms of nominal gross domestic product (GDP) converted to the US dollar at market exchange rates. The size of the US economy is about $20 trillion, followed by China ($12 trillion) and Japan ($5 trillion). The rest of the top ten economies in the world are Germany, India, the United Kingdom, France, Brazil, Italy, and Canada. In terms of per capita income (GDP divided by population), Japan is number 25 in 2017, while the US was number nine.

Japan used to rank higher in such international comparisons of economic achievement. For example, in 1990, the GDP of Japan was $3.1 trillion, while that of the United States was about $6.0 trillion. The United States had about twice Japan’s population at that time, and the per capita gross national product (GNP) was actually higher in Japan ($25,380) than in the United States ($23,848). The numbers are based on International Monetary Fund (2019).

Following a long period of rapid growth, Japan surpassed the United States in per capita GNP for the first time in 1986. The country’s real GNP growth rate (i.e., GNP growth adjusted for inflation) averaged more than 10 percent per year between 1955 and 1973. Although it slowed a little bit after 1973, the Japanese economy recorded real growth of 5 percent per year on average from 1973 to 1988. As a result, by 1988, it had expanded to 9 times its 1955 size. During the same thirty-three years, the US economy grew to only 2.67 times its 1955 size. Japan then entered a time of almost zero growth often referred to as the Lost Two Decades. In 2010, China surpassed Japan in GDP and then, in 2017, the Chinese economy became more than twice the size of the Japanese economy.

Given the stagnation of the Japanese economy in the 1990s and 2000s and the emergence of China as the largest economic power in Asia in contrast, some argue that the Japanese economy is irrelevant—just a historical intrigue. We do not find that position convincing at all. The Japanese economy is still worth studying as a contemporary economy, even for those with no inherent interest in Japan.

Here, we give six reasons why we should be interested in the Japanese economy, having to do with its history, current conditions, and future prospects. First, Japan’s rapid economic development in the 1950s and 1960s, which was repeated by other Asian countries (including China) in later decades, remains a positive model for developing countries. As will be discussed in later chapters, Japan’s high rates of saving and investment greatly contributed to a rapid accumulation of capital. The long-term relationship between workers and employers in Japan allowed many workers to accumulate valuable human capital (i.e., skills, experience, etc.). The industrial structure, with its competing enterprise groups, also contributed to Japan’s high economic performance. Cross-holding of stocks allowed the management of a firm to focus on long-term projects rather than short-term performance. All these factors propelled Japanese firms to produce larger amounts of products every year. The monetary and fiscal policies also supported the country’s economic success during its period of rapid growth. Monetary policy succeeded in keeping inflation under control except between 1973 and 1975. Fiscal policy was used to finance infrastructure for large-scale manufacturing. Whether Japan’s economic achievements were due more to the autonomous private sector or to the economic guidance of the government remains unresolved.

Second, Japan successfully liberalized financial market regulations and lifted external capital account controls in the 1970s and 1980s. The nation shifted from a financially closed economy to a fully liberalized economy without experiencing any crisis. This is in contrast to many emerging market economies in the 1990s and 2000s, which plunged into a currency crisis due to mismanaged financial deregulation. A gradual but steady liberalization of the financial sector in Japan in the 1970s and 1980s can provide a promising way to manage this transition.

Third, Japan experienced a massive banking crisis in the late 1990s. This was mainly due to loans with high leverage that were extended during the credit boom of the late 1980s (nicknamed the bubble period). When the bubble burst, many of these loans fell into arrears. The government could have prevented the problem from developing into a full banking crisis if it had acted early enough. Such timely interventions did not happen, however, and the nonperforming loan problem lingered. Japan’s experience offers an objective lesson to all other countries, developed and developing alike, that wonder what policymakers can do to contain a bubble and what to do (and not do) when it bursts.

Fourth, Japan’s economy was the first in the world to fall into sustained deflation in the modern era. The Bank of Japan became the first central bank to adopt a zero interest rate policy and quantitative easing. It would take more than a decade, even under the extremely expansionary monetary policy that existed at the time, for the Japanese economy to escape deflation. Japan’s experience of deflation and unconventional monetary policy showed other developed countries what to do when the global financial crisis broke out in 2008 and quickly spread to Europe. In the United States, for example, the Federal Reserve acted decisively at the time of the severe financial instability in 2008 to keep the economy from falling into deflation,

Fifth, Japan is a rapidly graying economy. The declining birth rate and lengthening average life expectancy mean that the ratio of old (retired) people to young (working) people has been rising. This change poses a number of social and economic challenges. The pay-as-you-go (PAYGO) pension system is strained, and intergenerational inequity is widening. The shortage of workers paying into the system may make the current pension system unsustainable. This demographic transition, experienced first in Japan, is already happening in many developed economies and will be followed by other countries. The study of the Japanese experience, therefore, will be extremely useful.

Finally, the amount of Japanese public debt has grown to an unprecedented level for peacetime. Many have predicted that the Japanese government bond market will experience a crisis (e.g., a sharply higher bond rate) during the last twenty years. So far, the predictions have turned out to be false. How high can the government bond‒to-GDP ratio rise without disrupting the market? Japan may provide a valuable test case for this question.

The framework we will use in this book to study the Japanese economy is standard economics. Although some aspects of the Japanese economy appear to be very different from the usual models examined in economics textbooks, standard economic principles can be used to understand these seemingly unique characteristics. Japan is not special in this sense.

The rest of this book is organized as follows. Chapter 2 briefly reviews Japan’s economic development prior to World War II, and shows that its postwar economy had roots and preconditions in the economic developments in earlier decades. Chapter 3 discusses the nation’s economic growth from the 1950s to the 2010s. It emphasizes Japan’s transition through three stages of growth: rapid (1950s and 1960s), moderate (1970s and 1980s), and low (1990s, 2000s, and 2010s). Chapter 4 discusses business cycles and fluctuations around the growth trend.

Chapter 5 covers financial system supervision that became an especially important topic in Japan in the 1990s, when the amount of the nonperforming loans at Japanese banks soared. Only after Japan suffered the banking crisis of 1997–1998 was its supervisory framework strengthened. Chapter 6 describes and analyzes the country’s monetary policy. Over the years, Japanese monetary policy changed its emphasis from conventional, countercyclical policy to unconventional policy, including zero interest rate policy and quantitative easing. In turn, chapter 7 analyzes the country’s fiscal policy. Until 1965, Japan adhered to a balanced budget principle. It started to issue sizable government bonds in the 1970s, but the budget deficit was reduced during the economic boom in the late 1980s. The government’s deficit and debt soared again during the period of low growth in the 1990s and 2000s, and there was nothing to help the situation.

Chapter 8 studies the demographic factors that influence economic activities. An overlapping generation model, in which each generation follows a life cycle model, is introduced to illustrate how the aggregate saving rate is determined. The Japanese experience overall has been consistent with the theoretical prediction of the overlapping generation model. As aging continues in the society, the Japanese economy is likely to experience low saving and low growth, and the pension system will be challenged. Chapter 9 covers topics related to industrial policy and industrial structure, the role of which has changed over decades. Chapter 10 deals with the labor market in Japan, which used to be regarded as unique. Workers tended to stay in one firm and climb up the ladder within that firm. Such a practice is called lifetime employment, and it is supported by other characteristics of the Japanese labor practice, including seniority wages. The lifetime employment system has been weakening, but it remains much more prevalent in Japan than in the United States.

Chapters 11 and 12 cover international aspects of the Japanese economy (in the areas of trade and finance, respectively). Exports were regarded as crucial to Japan’s economic development and growth during the fixed exchange rate regime. If exports lagged, economic growth had to halt as well so that payments for imported raw materials could be preserved. The balance of payments, therefore, acted as a constraint on economic growth. After 1973, when the exchange rate became flexible, the balance of payments became less of a problem. Japan continued to have current account surpluses. When the current account is in surplus, the financial account has to show capital outflows. The accumulated external assets of Japan rose substantially over time. Some of these were foreign direct investment and others were portfolio investment in bonds and equities. Chapter 13 reviews the history of US-Japanese economic relations over more than half a century. Japan’s large trade surplus against the United States often gave rise to a conflict between the two countries.

Chapter 14 comprehensively examines the Lost Two Decades, in search of lessons that we can learn from the policy responses by the Japanese government during this period.
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2

History of the Japanese Economy



2.1 Introduction

In the thirteenth century, after centuries of rule under the imperial court and aristocracy, Japan entered an age of feudalism. Local warlords fought one another continually for the next 300 years.1 Eventually, in 1603, the Tokugawa Shōgun (military general) succeeded in establishing a strong central government that ruled most of Japan’s territory today. This was the beginning of the rule of the Tokugawa family, which continued for 260 years. The Tokugawa era was marked by a policy that isolated Japan from the rest of the world. Foreign contacts and trades were prohibited except at a single island called Dejima (whose name means “external island”) off Nagasaki.

The year 1868 is an important benchmark in the modern history of Japan. In that year, it was formally declared that the Meiji emperor replaced the Tokugawa Shōgun as the ruler of Japan. In the following twenty-odd years, Japan hastily transformed from a traditional and feudal state into a modern, Western-style state. The class system (namely, samurai, peasant, artisan, and tradesman) was abolished, and swords of the samurai were confiscated. A professional, national military force was established and a centralized system of compulsory general education was set up. Railroads were built, a postal system was set up, and a central bank was established. The civilian government was formed in 1885, the constitution was adopted in 1889, and the first election of a parliament took place in 1890.

Although relatively sophisticated irrigation and road systems had been constructed in many areas throughout the country toward the end of the Tokugawa era, more than a quarter-century of isolationist policy had left Japan lacking modern Western technology. Japan’s transformation from a predominantly agricultural economy into a modern industrial power around the turn of the twentieth century was based on the infrastructure inherited from the Tokugawa era, as well as the successful introduction of foreign technology after the return of the emperor in the Meiji Restoration of 1868.

Between 1920 and 1939, the Japanese economy grew much faster than many other industrialized countries such as the United Kingdom and the United States; Japan swiftly caught up with those more advanced economies. Through foreign trades and international financial transactions, Japan integrated itself into the world economic order. The yen was traded on the major foreign exchange markets of the world, and some Japanese firms had opportunities to raise capital abroad. In some respects, Japan’s economy was more laissez-faire during this period than after World War II.2

This chapter will discuss how the Tokugawa period’s social structure contributed to the Meiji period’s economic development, and how some of Japan’s prewar economic institutions and practices carried over to the postwar Japanese economy.



2.2 The Tokugawa (Edo) Era: 1603–1868

In 1603, Ieyasu Tokugawa formed his government in the city of Edo (which would be renamed Tokyo in 1868). Although all political and military power now rested with the Tokugawa family, the appearance was maintained that the emperor had appointed Ieyasu Tokugawa to be a Shōgun. In fact, the imperial family (residing in Kyoto) had only formal political power; the Tokugawas had the actual power. The imperial family was respected for its cultural heritage, the Tokugawa family for its economic and military power. The Tokugawa family governed Japan without any major political crisis for more than 250 years.

The social structure of the Tokugawa era was marked by Sakoku (isolation from foreign countries), Shinō-Kōshō (a castelike system), and Sankin-Kōtai (the alternating attendance of local lords). The policy of Sakoku, introduced in 1639 and abolished in 1854, prohibited all trade and contacts with foreigners except at Dejima, an island off Nagasaki where Dutch and Chinese merchants were allowed to trade. If a Japanese citizen were found to have gone abroad and then returned, he or she was most often executed. This policy may have been effective in maintaining political stability, but it caused Japanese technology to lag that of the Western nations. There are two hypotheses as to why the Sakoku system was introduced. Both assume that the Tokugawa government was aware of the superior military technology of the Western countries. One of these suggests that the Tokugawa Shōgun was concerned that a local lord might get help from a foreign country to topple the Tokugawa government. The other maintains that the Tokugawa government was afraid of a direct threat from foreign countries, which had already invaded a part of China and the Philippines.

The Shinō-Kōshō system divided the citizenry into warriors (shi or samurai), peasants (nō), artisans (kō), and tradesmen (shō), and an underclass of untouchables (eta or hinin). The peasant class, which accounted for 70–80 percent of the population, produced enough rice to sustain the entire population of the country. This class was officially divided into freeholders and landless peasants. Between 10 and 30 percent of the land, depending on the region, was cultivated by tenant peasants. Landless peasants had to pay (in rice) a tax to the provincial lord (Daimyō), as well as a land-use (tenancy) fee to their landlord. In the late Edo years, it is estimated that “about 37 percent of the harvest went to taxes, with 20–28 percent going to the landlord, with 35–43 percent for the cultivator” (Nakamura 1971, 49). Some of the rice paid as taxes was sold on the rice market to help finance local lords. Osaka became a center of commercial trading, especially in rice. On average, three-fourths of the rice brought to the market came from landlords and one-fourth from farmers. The rice market was well organized—there was even a rice futures market with a clearinghouse, as discussed in appendix A in this chapter.

The various territories of Japan were governed by Daimyōs. Shinpan (relatives of the Shōgun family) were placed in charge of territories near Edo, Fudai daimyō (old allies) were given strategically important areas, and Tozama daimyō (allies only after the battle of 1600; i.e., former enemies) were given frontier territories. A Daimyō was required to alternate his residence between Edo and his home territory every year, while his family was required to live in Edo all the time. This system called Sankin-kōtai was introduced in 1635 to prevent major revolts, and it worked. The Shōgun kept an eye on the behavior of the Daimyōs when they were in Edo. Furthermore, the Daimyōs had to spend money for transportation, which made it extremely difficult to accumulate enough wealth to finance a revolt. Requiring the Daimyōs to keep their wives and children in Edo discouraged them from plotting rebellions anyway. The Sankin-kōtai system also had an economically beneficial by-product in that it fostered the development of a nationwide road system, an important infrastructure.

The ideal samurai was supposed to be highly educated; possess the Confucian virtues of loyalty, righteousness, and propriety; and endure material hardship. Thus, the samurai class did not accumulate economic wealth, despite the privilege of being in the ruling class. On the other hand, artisans and tradesmen accumulated capital over the Tokugawa years, often investing in their children’s education. Tradesmen’s capital would become crucial for modern economic growth (MEG) and industrialization in the Meiji era.



2.3 Money in Tokugawa Japan

The Tokugawa government introduced coins made of gold, silver, and copper. Whereas the value of a silver coin was directly determined by the particular weight of silver, the nominal values of gold and copper coins were set by the government. Exchange rates, or the real values of the three types of coins, thus fluctuated daily, reflecting the relative market prices of the metals.

Paper money emerged earlier in Japan than in Britain, but later than in China (where it had appeared first at the end of the tenth century). The first paper money in Japan was issued around 1600 by a merchant in the Ise region in lieu of change for silver coins. Later, many Daimyōs printed local paper money backed by national currencies. The long coexistence of national coins and local paper money is unique to Japan.

The monetary system and policy of the Tokugawa era resemble their modern counterparts to a surprising degree. For example, in the late seventeenth century, Japan used silver, gold, and then copper to pay for the foreign merchandise brought by Dutch and Chinese tradesmen through the island of Dejima, an open port for international trade. This reduced the amount of these metals in Japan and led to the shortage of the metals to pay for the imports. In 1715, the government responded by reducing the number of Dutch and Chinese ships that were allowed to come to Dejima, effectively limiting the volume of imports. This parallels an import quota triggered by a reduction in foreign reserves that was also observed in modern economies. Another response to the shortage of silver and gold by the Tokugawa government was debasement of gold and silver coins. The gold and silver content of coins was reduced in two episodes: once in 1695 and a series of debasements from 1706 to 1711. These are classic examples of profiting from recoinage, generating seigniorage revenue. This obviously increased the amount of money in circulation without increasing the amount of gold and silver being used. It also brought extra revenue that the government used to reduce its borrowing from the tradesman class. Finally, the increases in the monetary stock created inflation, as modern economics textbooks tell us.

In 1713, Hakuseki Arai, a Confucian scholar, recommended to the government that the gold and silver content in coins be raised in order to combat inflation. The government’s adoption of this recommendation in 1714 and 1715 led to severe deflation. The subsequent drop in the price of rice had adverse effects not only on peasants, but also on warriors, who depended on peasants for their rice tax revenues. In 1736, the government reversed the policy and increased the money supply. The prices stabilized subsequently and remained so for the most part over the next 80 years.

In the nineteenth century, the government saw deficits balloon because of natural disasters, the Tokugawa family’s extravagance, and military expenditures. To reduce the deficit, the Tokugawa government relied on debasement once again. Large amounts of seigniorage revenues were generated in 1818–1829, and again in 1832–1837. The money stock increased by 60 percent and 20 percent, respectively, on these occasions. As a result, prices more than doubled between 1820 and 1837.3



2.4 Foreign Pressure and the Fall of Tokugawa

In 1853, the United States dispatched Commodore Matthew Perry to force Japan to demand the opening of a port for free trading. The fleet consisted of black ships, and since then, the term black ship has been used as an external threat to the Japanese internal order. The United States wanted ports to supply food and fuel for commercial ships sailing to and from China and for whaling fleets sent around Japan. In 1854, the Tokugawa government signed a treaty with the United States to open diplomatic ties. From 1854 to 1858, a series of treaties were signed between the Shōgun and other countries, including the British Empire, Russia, France, and the Netherlands. In 1859, the Tokugawa Shōgun opened three ports: Kanagawa (near Edo), Nagasaki (in Kyushu), and Hakodate (in Hokkaido). This was the end of the policy of isolation.

The treaties between the Tokugawa government and the foreign countries specified one-to-one exchange (in weight) of domestic gold and foreign gold, as well as of domestic silver and foreign silver. At the time of the signing, however, 1 gram of gold was exchanged for approximately 5 grams of silver in Japan, and for approximately 15 grams on the world market. This represented a perfect opportunity for profitable arbitrage. Right after the three ports were opened in 1859, many gold coins started to flow out of Japan in exchange for silver coins, and this continued until the Tokugawa government changed the relative value of gold and silver coins in 1860.4 Despite the outflow of gold coins from Japan between 1859 and 1868, the minting of gold and silver coins increased the total Japanese currency in circulation by 250 percent. Further, prices increased by 500 percent during this period.

Several Daimyōs criticized the Shōgun for his handling of these foreign demands. They wanted to restore imperial power. The conflict between the advocates of Sonno (“revere the emperor”) and those of Sabaku (“support the Shōgunate”) intensified in 1860s. It also got intertwined with the conflict between Joi (“expel the barbarians”) and Kaikoku (“open the country”). The two axes created four (2 × 2) positions (i.e., Sonno-Joi, Sonno-Kaikoku, Sabaku-Joi, and Sabaku-Kaikoku), and local lords tried to identify them with one of those positions. Soon, many in the Joi group were forced to realize that Japan was not able to expel the foreigners forever; the opening of Japan was inevitable. The experience of Choshu, a central force in the Sonno-Joi group, is especially telling. In 1863, Choshu attacked ships of the US, France, and the Netherlands that were passing through the territory. The three countries quickly retaliated, and Choshu suffered a serious loss. Then, the United Kingdom joined the fray, and the navies of the four countries attacked Choshu to teach them the futility of the Joi movement.

Thus, the conflict within Japan converged to that between Sabaku and Tobaku (“defeat the Shōgunate”). The pro-Tokugawa camp orchestrated a move to unify the imperial court and the Tokugawas by arranging a marriage between Iemochi, the fourteenth Tokugawa Shōgun, and Princess Kazu to appease the Sonno group, but it was too late. In 1868, the 16-year-old Meiji emperor, who had succeeded Emperor Komei upon his sudden death the preceding year, moved from Kyoto to Tokyo to be the actual ruler of the new Japan. The Tokugawa Shōgun surrendered, and its 260-year reign came to an end.



2.5 The Meiji Restoration

The Meiji Ishin (Meiji Restoration) was the closest Japan came to a revolution.5 It is difficult, however, to make an analogy to any Western revolution. The Meiji Restoration was carried out mainly by those who wanted to protect Japan from foreign threats; it was triggered by the arrival of Perry’s ship. The reform was not led by a religious sect or a particular economic class.

Morishima (1982, 74–80) argues that the Meiji Restoration was neither an aristocratic revolution nor a primarily economic one. It is certainly difficult to see the Meiji Restoration as a proletarian revolution like the Russian Revolution of October 1917. Nor was it quite a bourgeois revolution, such as the English Revolution, the American Revolution, the French Revolution, the German Revolution of March 1848, or the February Revolution in Russia in 1917. Morishima argues that a combination of intellectual elites and low-ranking warriors carried out the Meiji Restoration without a clearly defined plan.

Morishima (1982, 80–87) elaborates his point by comparing the development of Japanese capitalism after the Meiji Restoration with the British experience. In Britain (as Weber (1905) pointed out), the accumulation of capital was encouraged by the Protestant ethic of thrift and frugality; in Japan, it was advanced by Confucianism. The entrepreneurs in Britain were independent of the state and came to consider their own profession or occupation as a mission given them by God. The Japanese version of Confucianism, which stresses loyalty to parents, elders, and the state, promoted cooperation between entrepreneurs and the state.

Morishima’s argument can be put in the context of two large debates among Japanese social scientists that lasted for a long time. One is a debate on the nature of Meiji Restoration, mainly among Marxist economists. They spent countless time and scholarship debating whether the Meiji Restoration was a bourgeois revolution. To Japanese Marxists, this was an important question because they needed to understand the current stage of Japanese economic development so that they could apply the Marxist theory. For general students of the Japanese economy, the question is neither as relevant nor as illuminating.

Another strand of the literature that Morishima builds on is the long effort by many Japanese scholars to identify the Weberian ethos that helped the development of capitalism in Japan. Morishima focuses on Confucianism, but other arguments find some individual traits that are suitable for capitalism in Japanese versions of Buddhism, Bushido (the code of the samurai), the house rules of several centuries-old merchant houses, and so on. This literature on ethos search assumes that a shared belief and behaviors motivated by that belief are essential for the development of capitalism in any country. Morishima’s argument that Confucianism was the ethos for the Japanese capitalism invites an obvious question: Why did capitalism not develop earlier in Korea and China, where Confucianism was followed more closely than in Japan?

A related but slightly different approach was taken by Murakami, Kumon, and Sato (1979), who focus on the organizational principles of Japanese houses, or ie. They argue that, originally developed as rules in samurai clans, the ie principles were inherited by corporations in Japan after Meiji and facilitated Japan’s economic development. Their focus on organizational rules rather than individual traits distinguishes their approach from others that searched for the ethos of Japanese capitalism, and it may be considered an early example of institutional approach to economic growth.

The Meiji government tried to establish a strong central authority, but the political turmoil with local feudal lords continued during its first decade. The country’s last major civil war, the Seinan War, was settled in 1877. The constitution, adopted in 1889, created a bicameral national assembly modeled after the British parliament, with a House of Peers and a House of Representatives. Peerage had been created in 1884 for former court nobles, feudal lords (high-ranking samurai), and members of the new leadership. The right to vote for representatives was limited to males paying more than 15 yen in taxes, who made up not much more than 1 percent of the population. The base of voters was broadened gradually over time by reducing the minimum tax payment required, and all adult males received the right to vote in 1925.

The task of the Meiji government was to catch up with the Western world in the aftermath of the Tokugawa isolation. Economic conditions at the end of the Tokugawa era were not as unfavorable as one might think. For example, Bassino, Broadberry, Fukao, Gupta, and Takashima (2017) estimate that the per capita gross domestic product (GDP) of Japan in 1874 was $1,013 in 1990 dollars, which is well above the poverty line of $1 a day. However, Japan’s per capita income was still one-fourth of that of Britain. There was a lot to learn from Europe and the United States in terms of both economic and political institutions. The Meiji government’s two favorite slogans were “Shokusan-Kōgyō” (“Industrialization”) and “Fukoku-Kyōhei” (“A wealthy nation and strong army”). Japan pursued these goals to both catch up with and avoid being colonized by advanced countries in the West.

The Meiji years were the years during which the Meiji emperor was reigning (1868–1912); the Taisho years were 1912–1926; the Showa years were 1926–1989, and the Heisei years were 1989–2019. (See box 2.1 for more on the dynastic years.) The year in which an emperor dies and is replaced belongs to two dynastic years, with the division at the day of the demise. On April 30, 2019, Emperor Akihito became the first emperor in the modern era to abdicate as Japan’s emperor while living. On May 1, 2019, Emperor Naruhito acceded to throne, and the Reiwa era has started.


Box 2.1

Dynastic Years


A calendar year is also known in Japan as a dynastic year. In fact, government documents must bear a dynastic year instead of a so-called Western year. The year 2020 is also known as Reiwa year 2, the second year of the Reiwa era (i.e., the period since Prince Naruhito assumed the position of emperor upon the abdication of the Emperor Emeritus, Akihito). Since the Meiji Restoration, one emperor, during his reign, is assigned one dynastic year. (Before Meiji, it was not uncommon for a new dynastic year to be declared every few calendar years under the same emperor.)





The emperor is addressed simply as “Tenno (the emperor),” or as “Tenno Heika [his majesty emperor]”; his first name is rarely used in public in Japan. The form exemplified by heisei Showa emperor came into use only after the emperor died.



2.6 Economic Development and Growth in Meiji Japan


2.6.1 Economic Development

There is a subtle difference between economic growth and economic development. The idea of economic growth emphasizes a quantitative expansion of economic size, most often measured by real gross national product (GNP). The concept of economic development emphasizes qualitative changes in an economy: a change in industrial structure, a movement of resources from agriculture to manufacturing, and a shift of workers from rural areas to cities. This section describes Japan’s economic development during the Meiji period, which set the stage for economic growth later.6 Appendix B lists some major sources of economic statistics that are useful in examining Japan’s economic development before the World War II.

In many cases, there is a tendency for growth to accelerate and for structural change to become rapid when an economy reaches some critical point in its development. The critical point is called the “takeoff” by Rostow (1960) and the “start of modern economic growth” that was coined by Kuznets (1959). Kuznets (1959, lecture 1) lists the characteristics of modern economic growth as (1) application of modern scientific thought and technology to industry; (2) a sustained and rapid increase in real product per capita, usually (but not always) accompanied by a high rate of population growth; (3) a rapid transformation of the industrial structure (changing sectoral output, labor force, and capital stock distribution); and (4) an expansion of international contacts. Kuznets dates the start of modern economic growth in Japan to 1874–1879.

Rostow (1960, 39) defines the takeoff by three conditions:


	The ratio of productive investment to GNP rises from 5 percent or less to 10 percent or more.

	At least one strong manufacturing industry grows at a high rate.

	The political, social, and institutional framework exists to take advantage of economic externalities for expansion in modern sectors.



Rostow dates the takeoff of Japan’s economy to 1878–1900.7

Ohkawa and Rosovsky (1973) date the start of modern economic growth for Japan to the mid-1880s, when there was a sudden increase in the speed of economic growth. The annual rate of economic growth between 1879 and 1885 was 1.2 percent; the growth rate from 1885 to 1898 was 4.3 percent.

From a review of the studies cited here, it is fair to conclude that Japan entered a phase of modern economic growth around 1880. Therefore, from the Meiji Restoration of 1868, Japan needed only twenty years to complete its transition from a feudal economy to the starting point of a modern economy, although the transition was a period of trial and error, as we shall see later in this chapter.

Table 2.1 gives the average rate of economic growth in thirteen countries from the start of modern economic growth to 1963–1967. In terms of per capita income, Japan experienced the highest rate of growth. Thus, its rate of economic growth was very high from the beginning. Its high rate of economic growth after World War II was a continuation, with some acceleration, of the expansion that had started before the war. Table 2.2 compares Japan’s economic growth in the prewar and postwar years.


Table 2.1

International comparison of long-term economic growth up to 1963–1967 from the start of modern economic growth (MEG)

[image: ]


Table 2.2

Average annual rates of Japanese economic growth: prewar and postwar

[image: ]

Economic growth is accompanied by business cycles. Table 2.3 summarizes the booms and recessions that occurred before the war, with the average growth rate calculated for a period from peak (P) to trough (T) or vice versa. Growth rate is higher during a boom (T to P) than during a recession (P to T), as expected. Even in a recession, however, Japan’s growth rate was positive on average.





	
Table 2.3





	
Average growth rates of real GNP in Japan





	
Date Range


	
	
Annual Percentage





	
1885 (T)–1898 (P)


	
	
4.33





	
1898 (P)–1905 (T)


	
	
2.27





	
1905 (T)–1919 (P)


	
	
4.21





	
1919 (P)–1931 (T)


	
	
3.56





	
1931 (T)–1938 (P)


	
	
6.00





	
Source: Ohkawa and Rosovsky (1973).








Ohkawa and Rosovsky (1973) describe the favorable economic conditions for modern economic growth during the mid-1880s as a combination of the heritages from the Tokugawa period and the policies of the Meiji government during the transition period. The next two sections discuss the factors that contributed to the successful takeoff of the Meiji economy.




2.6.2 Heritages from the Tokugawa Era

High Educational Level. The educational level of the labor force at the very beginning of the Meiji Restoration was relatively high. Dore (1965) estimated that 43 percent of males and 10 percent of females had received some schooling outside their homes in 1868, and concluded that the educational level of Japan at that time was higher than those of many developing countries in the 1960s. This was due largely to Terakoya (temple schooling), which was available in towns and villages during the Tokugawa era.

Capital Accumulation. Capital accumulated by tradesmen was available for economic investment at the beginning of the Meiji Restoration. Some of the capital was lent to the Meiji government, and some was invested privately to create railroads, power companies, and textile companies. For example, Nakamura (1980, 61, Table 3) shows that sixty-one out of seventy-four cotton-spinning companies established by 1897 were funded by tradesmen. Of these companies, twenty-three were jointly funded by tradesmen and landlords or ex-samurai, but the rest were exclusively funded by tradesmen.

High Technological Level of Agriculture. The technological level of agriculture at the end of the Tokugawa period was rather high. For example, Nakamura (1980, 62) reports that 25 percent of the rice sold in the Osaka Rice Exchange was supplied directly by tenant farmers, suggesting they had enough surplus rice even after paying (on average) 37 percent and 24 percent of the rice crops to feudal lords and landlords, respectively. The regional distribution of the technology level was uneven, as technology transfers between feudal lords were rare during the Tokugawa era. For example, southwestern regions had higher agricultural technology levels than the northeastern regions.

The Meiji Restoration made it possible to disseminate modern technology nationwide. Even at the beginning of the Meiji years, Japan’s rice productivity was about 1.6 koku (1 koku = 4.69 bushels) per tan (1 tan = 0.245 acres), which exceeded the crop yields of most Asian countries in the 1960s (Nakamura 1971, 49). The silk and textile industries in farming villages also had high levels of technology. The high technological level of agriculture during the early Meiji period allowed a significant proportion of the population to engage in activities other than agriculture, such as manufacturing that has even higher labor productivity, and supported the economic development.

Infrastructure. A network of major roads had been developed because of the Sankin-Kōtai system during the Tokugawa era. The irrigation system was improved during this period as well. These infrastructures were put to greater use with the introduction of modern technology from the West during the Meiji period.



2.6.3 Policies of the Meiji Government during the Transition

Abolition of the Shinō-Kōshō social caste system. The Meiji government abolished the social caste system in 1869. This reform resulted in increased labor mobility. At the same time, improved domestic transportation enhanced labor’s geographic mobility. During the Tokugawa period, Sekisho—checkpoints between Daimyōs’ territories—had been set up to prohibit unauthorized trips by lower-ranking citizens. The Meiji government also permitted some foreign travel. Labor mobility was crucial in supplying factories with workers from the rural areas to carry out the Industrial Revolution. Members of the samurai class were compensated for the loss of their special privileges. The very high-ranking samurai became members of the newly created noble class. The others were given pensions mostly paid out in the form of government bonds in a lump sum.

Introduction of Mandatory Education. Compulsory education was introduced in 1879. As table 2.4 shows, compliance with the law was rapid. The reform created a disciplined and literate workforce, which is essential for economic growth.





	
Table 2.4





	
Percentage of children in school in Japan, 1873–1915





	
	
	
Primary


	
	
Secondary


	
	
Advanced





	
Year


	
	
(Grades 1–6)


	
	
(Grades 7–11)


	
	



	
1873


	
	
28.1


	
	
No data


	
	
No data





	
1880


	
	
41.1


	
	
No data


	
	
No data





	
1895


	
	
61.2


	
	
4.3


	
	
0.3





	
1905


	
	
95.6


	
	
8.8


	
	
0.9





	
1915


	
	
98.5


	
	
8.1


	
	
1.0





	
Source: Yasuba and Dhiravegin (1985, 27).








Land Tax Reform of 1873. Before 1873, taxes were paid in produce of land (mainly rice). This increased the volatility of the government’s revenue, as it fluctuated as the price of rice changed. The land tax reform of 1873 levied a uniform 3 percent of the land’s assessed value in currency, and all landowners (now identified by land certificates) were obliged to pay every year. The reform contributed to stabilization of government revenue. It may have bolstered the incentive for landlords to increase investment to raise productivity of the land, as they would enjoy the full benefit of increased produce, given the value of the land.

Infrastructure. The Meiji government built Japan’s modern infrastructure, including telegraph service (1870, between Tokyo and Yokohama) and the postal system (1871). Other infrastructure investment, including the railroads, was started by the private sector. The first Japanese railroad, connecting Yokohama and Shinbashi, was built in 1872, and by 1900, Japan had 6,200 kilometers of railroad.

Introduction and Diffusion of Foreign Technology through Industrial Policy. The Japanese government actively introduced foreign technology in a variety of industrial sectors and in agriculture. Scarce foreign currencies and specie were used to purchase modern machines and hire foreign technological advisers. New machines and technologies were displayed in various exhibitions and expositions. The model factories that the government built in order to introduce new technology from abroad, such as the Tomioka silk factory and the Sakai spinning mill (both built in 1872), often failed to become profitable. The Tomioka silk factory, for example, ended up being sold to private interests in 1893.

As the next section shows, foreign technologies successfully raised the productivity of the Japanese economy only when they were modified to fit the conditions that then existed in Japan by the entrepreneurs in the private sector. The government also trained technicians and sent them to private factories to help run modern equipment introduced from European countries. Furthermore, the government sold or leased public land for modern factories at a discount. It also protected certain industries (including shipbuilding) from foreign competition, via licensing and implicit and explicit regulations.



2.6.4 Industrial Development in Meiji Japan

To understand the roles of foreign technology and government policy in economic development in Meiji Japan, this section goes over brief cases from two major industries in Meiji Japan: silk spinning and cotton spinning.

Silk-Spinning Industry. To develop the modern silk-spinning industry in Japan, the government first imported machines from France and Italy and started model factories in Tomioka and other locations.8 The model factories, however, soon ran into problems. The main issue of the new technology was high capital intensity. Expensive machines and the high cost of maintenance were a serious financial burden for the factories. Capital-intensive technology did not really fit Japan during this period, where capital was scarce and labor was abundant.

As the government-run model factories struggled, a private company succeeded in coming up with a solution. Nakayama in the Suwa region (in the current Nagano prefecture) built their own silk-spinning machines by replacing iron parts of imported machines with wooden parts wherever possible. This led to a massive cost reduction. The capacity of the Nakayama factory was one-third of a typical government model factory, but the cost was 1/100 (i.e., thirty-three times higher productivity). Nakayama-type operations soon spread widely and became the standard in the Japanese silk-spinning industry.

Cotton-Spinning Industry. The Satsuma Daimyō in Kyushu introduced the first two cotton-spinning mills in Japan during 1867, the very last year of the Tokugawa period. The first private-sector mill was introduced in 1872 in Tokyo. The new Meiji government promoted the cotton industry as strategically important. Cotton products accounted for 25–40 percent of Japan’s exports during the first ten years of the Meiji era. Assistance to the industry took several forms. Similar to silk spinning, the government set up and ran model factories, made loans to cover payments for machines and factories (sometimes in connection with the sales of government factories), dispatched technicians to install and break in new machines, and sponsored public exhibitions of cotton products to facilitate technological diffusion. By 1886, however, it more or less abandoned the promotion of the cotton industry.

There were several reasons why the government stopped these policies. Fiscal deficits made it difficult to continue providing subsidies to the industry. Model factories quickly became technologically obsolete because they were too small (i.e., 2,000 spindles) to take advantage of scale economies. They were also water-powered, which limited the locations of the factories and were unreliable during the winter in many parts of Japan. Many companies did not find government loans attractive, either, because the use of funds was limited to machines and factories; it did not cover other significant operating expenses, such as labor costs. Finally, the technical competence of the engineers that the government could attract was not very high.

The first truly successful cotton-spinning factory in Japan belonged to a private enterprise. The Osaka Boseki Company started operating in 1883 and grew very rapidly. The company received no direct protection or subsidies from the government. From the start, Osaka Boseki chose a scale of operations that was five times that of the typical government-run factory (i.e., 10,000 spindles). It relied on steam power rather than water power, which allowed its factory to be located where more workers were available. The company successfully imported the most up-to-date technology, provided proper training for its workers, and started with sound financial backing from private investors.

As the factory started rolling, Osaka Boseki introduced two new business practices. First, the company used multiple shifts of operation. The twenty-four-hour day was divided into two twelve-hour shifts, and roughly half the workers worked the day shift and the rest worked the night shift. Second, it borrowed from banks to cover its operating costs. Intensive usage of machines and financial leverage were instrumental to paying for the expensive machines quickly.

There was a surplus of workers who could be easily convinced to work long hours, even at night. The adoption of night shifts by this company preceded that by Western cotton-spinning factories. Similar to many societies, hard labor was often forced on a social group with little power to complain. For the cotton-spinning industry in Japan, it was women. Many women from nearby farm villages moved in to live and work at cotton-spinning factories. In 1892, about 75 percent of cotton mill workers were women.9

The private First National Bank supported the company, mainly because one of the important founders of Osaka Boseki was also the chairman of the bank. The equity capital was provided mostly by merchants. The initial shareholders of the company can be classified as follows: The peerage (noble) class held 38 percent, individuals (mostly merchants) in the Osaka area held 31 percent, individuals from the Tokyo area held 29 percent, and others held 2 percent. The percentage of shares held by the noble class fell to 11.3 percent during the next six years.

In the cases of the silk-spinning and cotton-spinning industries, we can identify several characteristics of industrial development in Japan in Meiji and in subsequent periods. First, industrialization started with introduction of new technology from the West. Second, the government took the lead, but the model factories were not very successful. Thus, private companies stepped up to make new industries profitable. During that process, the technology of the West often had to be modified to fit the Japanese conditions.

Compared with advanced countries in the West, Japan started its industrialization very late. In a famous book on the economic development of those latecomers, Gerschenkron (1962) pointed out several characteristics common to them, including (1) rapid growth, (2) larger scale of plants and enterprises, and (3) organized direction of investment banks, government, or both. How well does the Japanese experience of industrialization fit the Gerschenkron thesis?

Japan certainly grew rapidly. During the first 50 years of modern economic growth (1886–1936), Japan’s real GDP per capita increased by 1.8 percent per year on average. This compares to 0.4 percent for Great Britain (1780–1830), 1.0 percent for France (1830–1880), 1.5 percent for the US (1840–1890), and 1.4 percent for Germany (1850–1900). Japan, however, was not dominated by large-scale plants and enterprises. As we see in the silk industry, for example, Japan’s industrialization was often led by small firms. Some companies were not small, but they are not capital intensive, either. Imported technology was often modified to fit the capital-scarce and labor-abundant conditions in Japan.

Finally, it is not clear if Japan’s industrialization was characterized by the organized direction of government or investment banks. The government certainly imported new technologies and tried to jump-start the industries but often failed to do so. The banks were not important sources of capital for industrialization, either. Japanese banks were mostly commercial banks that supported companies mainly through short-term loans for working capital.




2.7 Money, Prices, and the Exchange Rate in Meiji Japan

The Meiji government proclaimed a new currency law in 1871, setting 1 yen equal to 1.5 grams of gold, although the convertibility was not yet honored. Silver coins rather than gold coins were used for foreign trade, as silver was the standard currency for trade in the Pacific. On the other hand, various paper monies issued by the Tokugawa government, local lords, and the Meiji government before 1871 were still in domestic circulation. To absorb and retire these monies, the Meiji government issued new paper notes (printed in Germany) in 1872. The government copied the National Bank Act of the United States and allowed private banks to issue banknotes backed by gold reserves.10 Initially, national banks were required to hold at least 40 percent of their capitals in gold reserves. Because this requirement was considered onerous, only four banks applied for and received national bank charters. The National Bank Act was amended in 1876 to lower the required reserve ratio to 20 percent. The banks were also allowed to count government notes toward the reserve instead of gold. The change prompted many banks to get national bank charters, and soon more than 140 national banks opened. National banks were organized as joint-stock companies, which would later become the dominant way to organize large businesses in Japan.

In 1878, as silver became the standard currency, Japan shifted to a monetary regime with two standards (i.e., a bimetal standard). In practice, the yen was tied to the value of silver through foreign trade, but the official exchange rate was determined against British sterling, which was tied to gold.

To finance the Seinan War of 1877, the government issued money without restraint. The increased government notes increased the reserves of the bank and allowed it to increase its bank notes. The value of national bank notes in circulation rose from 1.7 million yen in 1876 to 34.4 million yen by 1879. A period of severe inflation followed, and fiscal contraction was necessary to combat it. This experience convinced the government of the necessity for a central bank that would monopolize the issuance of money. The Bank of Japan (BOJ) was established on October 10, 1882.

The National Bank Act was revised again in 1883, and all the charters were set to expire twenty years from the date of charter. They were also stripped of the ability to issue bank notes, as the Convertible Bank Notes Act of 1884 designated the BOJ as the only issuer of bank notes. In 1885, the bank issued its first note, a 1-yen note that was convertible to the standard 1-yen silver coin. This was when European countries and the United States went off the silver standard, while the world’s silver production increased substantially. The result was a huge drop in the value of silver relative to gold. This made the yen, which was tied to silver, cheaper. The depreciation of the yen meant that the price of foreign (imported) goods in terms of yen increased. The price increases of imported goods spread to other goods, and Japan experienced inflation as soon as the BOJ was created. On the other hand, the depreciation increased the demand for Japan’s manufactured goods from the advanced economies and helped Japan’s industrialization.

In 1897, Japan adopted the gold standard, setting 1 yen equal to 0.75 gram of gold. By 1899, all the national bank charters expired, and they were converted to ordinary banks. The BOJ notes became the only banknotes circulated in Japan.



2.8 Imperialism and Japan

When Japan opened up to the outside world, world politics was characterized by imperialism. The Western powers, such as Great Britain, France, the Netherlands, and Germany, competed to expand their colonies in Africa and Asia. The US was also starting to expand its influence in Asia especially. Trying to avoid colonization by the West, Japanese leaders decided to pursue the policy of fukoku kyohei, or “rich country with strong army.”

Japan successfully demonstrated its emerging military power in a war with China (1894–1895), gaining reparations of 311 million yen (equal to $225 million in 1895). This was used as a part of the gold reserve to start the gold standard. Japan also acquired control over Taiwan and the southern tip of Manchuria, but the latter had to be given up when Russia contested.

The Sino-Japanese War was the start of Japan’s own imperialism. Ten years later, Japan fought Russia and won. The Russo-Japanese War of 1904–1905 gave Japan complete control over Korea, the southern half of Sakhalin Island, the southern tip of Manchuria, and the Manchurian railway. In 1910, Japan annexed Korea. The militarization of Japan started as mostly a defensive move to fend off Western powers that might colonize Japan. By the early twentieth century, Japan itself became a major colonial power and threatened neighboring countries in Asia.

Japan entered World War I and came out as a big victor in the Treaty of Versailles. German territories in the Pacific were given to Japan, and Japan also gained control over German concessions in China. As European countries stopped exporting to Asian markets during the war, Japan filled in, increasing its exports. Japan’s total exports rose from 0.8 billion yen in 1914 to 3.0 billion yen in 1920, and the amount of foreign reserves jumped from 0.1 billion yen to 1.1 billion yen (Nakamura, 1980, 100–101).

The World War I boom, however, did not last long. As soon as the war ended in 1919, Japan experienced a recession called handō (reactionary) recession. Many companies that overextended during the war got into financial trouble. The Japanese economy was further damaged by the Great Kanto Earthquake, which hit Tokyo on September 1, 1923. The total economic loss in destroyed structures and production facilities is estimated to have amounted to 29 percent to 35 percent of GNP. To give the firms damaged by the earthquake time to sort out the situation, the government announced a moratorium on all financial payments through September 30. Then, to help the banks of affected corporations, the government passed the Earthquake Bill Discounting Loss Guarantee Act, which required the BOJ to stand ready to buy bills of affected companies from banks and hold on for two years. The banks often abused the BOJ facility and sold the bills of companies that were already in trouble before the earthquake, deceiving the BOJ. Thus, the BOJ ended up with many nonearthquake-related bad loans.

The earthquake bills were supposed to be repaid in 1925, but the government extended the relief, and repayment was delayed for two more years. In 1927, heated debate developed in the parliament over whether the government should continue the relief. On March 15, Finance Minister Naoharu Kataoka argued that the failure to extend the relief was already causing a serious problem and had forced Tokyo Watanabe Bank to close. In fact, that bank was still open, but Kataoka’s remark triggered a run and forced it to close. This marked the start of the financial crisis of 1927. By April, 32 more banks closed, and overall, 126 banks failed by the summer.

To make the banking system failure-proof, the Banking Act of 1927 raised the minimum capital level of a bank to 1 million yen, and the government encouraged mergers between banks. Consolidation of the banking industry started. While there were 1,283 banks in 1927, the number dropped to 538 by 1932. This was the start of a “no failure” policy for banks in Japan that continued into the 1990s.11

Soon after the resolution of the financial crisis of 1927, Japan got into another crisis known as the Showa Depression. The direct cause of the depression was the tight monetary policy that accompanied Japan’s efforts to return to the gold standard, which broke down during World War I.

The gold standard is a type of fixed exchange rate regime in which each country fixes the price of its currency against gold and stands ready to exchange the currency with gold at that price.12 Before World War I, all the major countries (including Japan) were on the gold standard, but they all came off it during World War I. After World War I, many countries believed that they had to return to the gold standard. Their leaders believed that it is the duty for first-level countries to go back to the stable regime that had been in place before the war as soon as possible. The US was the first country to readopt the gold standard in 1919 at the same par price of dollar as the one before the war. The United Kingdom also went back to the gold standard in 1925 at the old par rate. Germany, France, and Italy went back in 1924, 1926, and 1927, respectively, but they lowered the prices of their currencies against gold to account for their high inflation (equivalent to the falling value of the currency) after World War I. Japan tried to restore the gold standard as soon as possible, but its troubles after the war, including the Great Kanto Earthquake and the financial crisis of 1927, kept it from doing so.

In 1929, the gold standard was the most important political issue in Japan. The problem was not whether Japan should go back to the gold standard, but how. The debate centered around whether Japan should go back at the old par, as the US and the UK had done, or at a new par that was closer to the going exchange rate. In 1929, the average exchange rate for the Japanese yen was about $0.46/yen, while the old par was $0.4985/yen. Thus, going back to the old par meant appreciation of the yen (i.e., more dollars were needed to exchange for 1 yen), which would make Japanese exports more expensive and reduce the demand abroad for Japanese goods. This would be a terrible macroeconomic policy if the economy suffered from shortage of demand. On the other hand, if the problem of the economy came from excessive capacity resulting from overexpansion during the war boom, the yen appreciation would apply more pressure to Japanese corporations to restructure, which eventually would lead to a more competitive economy.

Osachi Hamaguchi campaigned for prime minister on the commitment to go back to the gold standard at old par and was elected in 1929, and his government resumed the gold standard on January 11, 1930. This timing was unfortunate for Japan because the Great Depression that started in the United States was just about to spread to the rest of the world. The world depression and yen appreciation as a result of going back to the gold standard at the old par put Japan’s economy into a serious tailspin. The following year, Tsuyoshi Inukai became prime minister and Korekiyo Takahashi became finance minister. Takahashi identified the gold standard at the overvalued rate as an origin of the economic difficulty, and he decided to come off the gold standard again in December 1931.

The recovery after the abandonment of the gold standard occurred rather quickly. Before long, Japan’s exports returned to their peak level of the 1920s. Expansionary fiscal policy, including growing military expenditures by Finance Minister Takahashi, also helped. The expansion of military expenditures also encouraged Japan’s military to advance the national influence in Asia through military power. Takahashi tried to reign in military expenses as the economy recovered from the Showa Depression, but it was too late. He was assassinated during an attempted military coup d’etat on February 26, 1936.

Japan’s military aggression was partly motivated by global economic conditions. As the worldwide depression worsened in the 1930s, the major powers tried to secure their economic empires for their markets. As the Western powers raised tariffs to secure markets, Japan increased its dependence on Asian countries and territories as export destinations and import origins. This policy only accelerated Japan’s military expansionism. The military, especially the army, had increased its political power in the cabinet during the 1930s. Japan set up a puppet government in Manchuria in 1932. In 1933, when criticized in the League of Nations for aggression in China, Japan withdrew from the assembly, isolating itself from the world political community. In 1937, Japan began another full-scale war against China, and in 1940—after the outbreak of war in Europe—Japan signed the Tripartite Pact with Germany and Italy.

The United States did not approve of Japan’s invasion of China or its other forays in Asia. When Japan captured Vietnam from France in 1940–1941, the United States, fearing that Japan was becoming a dominant power in Asia, imposed economic sanctions and an oil embargo upon it. Realizing that its oil supplies would dwindle rapidly, Japan chose to launch a full-scale war to maintain its interests in Southeast Asia, where oil was abundant (especially the current Indonesia).



2.9 The War Economy

Japan’s fighting with the US and the Allied forces during World War II lasted almost four years and inflicted enormous damage, in terms of both human lives and economic assets. Chapter 3 discusses the damage that the Japanese economy suffered, the economic reforms that the Allies forced on Japan, and how the Japanese economy recovered eventually, with substantial help from the US. In this section, we look at various aspects of Japan’s economic institutions that went through major transformations during the war. Many of these changes survived the economic reforms during the period when Japan was occupied by the Allied forces (1945–1952) and developed from hallmark characteristics of the postwar Japanese economic system.

The Pacific War (as the Asian theater of World War II was called) was a total war that involved not only militaries, but also many ordinary citizens of the countries involved. Both Japan and the US tried to mobilize the maximum amount of resources possible to win the war. The effort was more extreme for Japan, as it was smaller than the US in its military and civilian economic capacities. The Japanese government succeeded in expanding direct control to almost all aspects of the economy. Central planning was considered to be a more reliable way to mobilize resources for war efforts rather than leaving that effort to the markets. Many Japanese bureaucrats who tried to build a planned economy were inspired by the apparent success of the economy of the Soviet Union.

We can list many changes in the Japanese economy that happened during the war and had long-lasting effects even afterward. First, there was a rapid shift from light to heavy manufacturing. As we will see in the next section, we always observe significant changes in a country’s industrial structure during the course of economic development. The shift from light to heavy manufacturing in Japan, however, was enormously accelerated as a result of the war efforts and continued into the postwar period.

The close relationship between banks and firms, a characteristic of Japan’s postwar financial system as we discuss in chapters 5 and 9, is another result of the wartime economy. The government designated companies that are considered essential for war efforts as “munitions companies.” Each of them was paired with a bank, which was supposed to take care of all the financial needs of the company through the Munitions Companies Designated Financial Institutions Act of 1944. These pairings started the long-lasting ties between banks and firms in Japan called the main bank system.

Another wartime policy created the elaborate subcontracting system that allowed big manufacturers to subcontract their parts production to smaller firms. The arrangements later developed into the vertical keiretsu system discussed in chapter 9.

The foundation of industrial policy, which we also discuss in chapter 9, can be traced back to the war economy as well. Government bureaucrats started to control major industries in the war economy and developed a bureaucratic structure segmented by industries they controlled. Essentially the same structure was inherited by the postwar government bureaucracy and used to implement industrial policy. Many control associations, private-sector institutions that served as liaisons between the government and major industries during the war, formed the basis for industrial associations in the postwar period.

Many employment practices in postwar Japan, which we examine in chapter 10, also started in the wartime control economy. For example, the practice of seniority wages emerged in heavy manufacturing firms in the 1920s as companies competed to retain skilled workers. As the government introduced wage controls in the war economy that reflected seniority wages, this practice spread to the rest of the economy as well. Similarly, the origin of enterprise-based labor unions is found in the war economy. Although labor unions were prohibited during the war, companies were encouraged to organize patriotic industrial clubs, which included both the management and workers of the same companies and pledged their commitments to war efforts. Many of these clubs formed the basis for labor unions when the ban of labor unions was lifted after the war.

The universal health care system also goes back to wartime. In addition, the food control system, which gave subsidies to rice producers (not their landlords) to stimulate production and controlled the distribution of rice, was introduced during the war. The system continued to 1995 with few changes.



2.10 Transformations of Industrial Structure

It has always been the case that an economy experiences significant changes in its industrial structure during economic development. Production and employment shift from agriculture to manufacturing, and then from manufacturing to services. Even within manufacturing, an economy tends to concentrate on light manufacturing such as textiles during the early phase of industrialization, and then to move gradually to heavy industries such as steel and chemical production. Japan was no exception.

Table 2.5 shows the shares of income and employment accounted for by agriculture, forestry, and fishing, manufacturing, and service industries for selected periods of time. A shift of workers from agriculture to manufacturing occurred without causing any severe shortage in the food supply. This suggests that the productivity growth of Japan’s agriculture, mainly through technological advances, was sufficiently high.


Table 2.5

Shares of employment and income in three groups of industries
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From 1880 to 1930, agricultural production (expressed in value after inflation) increased by 120 percent, while the number of workers declined slightly; arable land increased by 25 percent; and inputs of machinery and livestock doubled (Umemura et al. 1966, table 37). This shows that the productivity of land and labor improved greatly thanks to more capital and technological advancement.

Agriculture played four main roles in the development of the Japanese economy.13 First, agricultural production grew to meet the domestic need for food, so money was not spent on agricultural imports. Agricultural imports remained low as a result, and the domestic price of agricultural goods relative to industrial goods stayed constant. The agricultural policy was very important politically since rice shortages often caused riots. Second, traditional agricultural products, such as tea and silkworm cocoons, supported export growth in the early stages of economic development. Silk cocoons and tea accounted for 71 percent of Japanese exports in 1867, for example. The share of agricultural products in exports declined rapidly, however, to 38 percent in the 1870s and 11 percent in the 1890s. Third, some researchers argue that savings from agriculture were invested in the development of the industrial sector and agricultural products were taxed more heavily to support the government, while other researchers point out that the net financial flow from the agricultural sector to the industrial sector was actually negative.14 Fourth, labor flowed from agriculture to the industrial sector, as technological advances freed the rural population from working in agriculture without disrupting the food supply.



2.11 International Trade

The pattern of international trade for Japan changed substantially during its modern development after Meiji. During the Tokugawa era, tea and silk were the two major exported products. Table 2.6 shows the pattern of international trade immediately after the Tokugawa government opened Japanese ports to foreign trade in 1859.


Table 2.6

Japanese trade, 1859–1867
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It was not long before textiles and other light manufacturing goods became Japan’s primary exports. Just before World War II, textiles and other light industrial goods accounted for two-thirds to three-fourths of all Japanese exports. Textile exports, however, passed their peak sometime before World War II. Imports show a parallel pattern for textile goods. As more textiles were exported, more raw materials needed to be imported. Table 2.7 shows the changes in the import-export pattern in Japan in terms of percentages of major export and import items from 1890 to 1965.


Table 2.7

Trade structure, 1890–1965
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Figure 2.1 shows how cotton yarn went from a typical import commodity to a typical export commodity between 1870 and 1930. The vertical axis is on the logarithmic scale, so the slope of a line shows the rate of growth. (See box 2.2, “Interpreting the Semi-Logarithmic Scale,” for more information.) A surge in imports was followed by an increase in domestic production and exports. Eventually, domestic production surpassed domestic consumption, which meant that Japan went from being a net importer to a net exporter. This pattern was repeated for various industrial products.
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Figure 2.1

Exports and imports of cotton yarn.

Source: Toyo Keizai Shinposha (1935).

Notes: (1) A similar figure is found in Toyo Keizai Shinposha, “Long-Term Economic Statistics of Japan, Volume 11.” However, the figure here is directly drawn from the original source; (2) the vertical scale is in logarithm with base 10; (3) “picul” is a unit of weight widely used in cotton trades. One picul is about 133 pounds or 60 kgs.




Box 2.2

Interpreting the Semi-Logarithmic Scale


When a logarithmic scale of an economic variable is used on the vertical axis and time is measured on the horizontal axis, a straight, upward-sloping line implies a constant rate of growth. For example, 10 percent growth of Y(t) is shown as a straight line on a plot of (lnY(t), t), where In is the natural logarithm operator. To understand this, recall that

ln(XZ) = lnX + lnZ

and

lnXa = a lnX.

Suppose that X is a growth factor, such that X = (1 + x)t; that Z is a constant; and that Y(t) = X(t)Z. Then,

lnXZ = t ln(1 + x) + lnZ.

This is a linear function of t with a constant slope of ln(1+x), which is approximately x.

On a semi-logarithmic scale, a value of 2 on the vertical scale is the power of 2 in the level of the variable. In particular, if a logarithm with base 10 rather than base e is chosen, then the vertical scale of 1, 2, 3 corresponds to 10, 100, and 10,000 of the underlying variables because log(10) = 1, log(100) = 2, and log(10,000) = 3.





In sum, Japan developed from a primarily agricultural state to a light-manufacturing industrial state (including textiles) before World War II, first by import substitution and then by export substitution. Japan repeated the same process for heavy manufacturing industries after the war. The path of Japan’s economic development is a standard textbook case for a resource-poor country.

Figure 2.2 illustrates how the average tariff rates changed in Japan. The solid line shows the average tariff rate for all imports (i.e., total tariff revenues divided by total imports), and the dotted line shows the average tariff rate for dutiable imports (i.e., total tariff revenues divided by imports that are subject to tariffs). The average tariff rate was below 5 percent until 1906. The low tariff rate was not by choice; it was forced upon Japan by major Western countries in treaties they signed with the Tokugawa government. In 1906, Japan finally succeeded in renegotiating these treaties and gained the power to adjust its own tariff schedule. Since then, the tariff rates have fluctuated wildly. The discrepancy between the solid and dotted lines implies that tariffs were imposed selectively.
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Figure 2.2

Average tariff rates of Japan.

Source: Long-Term Economic Statistics of Japan (vol. 14, 252).

Notes: (1) “Total imports”: tariff revenues divided by total imports; (2) tariff revenues divided by imports that are subject to tariff.



A tariff rate of about 5 percent is very low by any standard. This prompted Milton Friedman (1979, 39) to argue that Japan achieved economic development through free trade:


Such controls have often been defended, particularly for underdeveloped countries, as essential to provide development and progress. A comparison of the experience of Japan after the Meiji Restoration in 1867 and of India after independence in 1947 tests this view. It suggests, as do other examples, that free trade at home and abroad is the best way that a poor country can promote the well-being of its citizens.



It is ironic that the low tariff rates that Friedman praised were not freely chosen by Japan, but were imposed upon it by Western nations. Although competition from abroad must have provided a good incentive for domestic producers to be more efficient and helped Japan’s economic development during the Meiji era, it is an overstatement to attribute Japan’s success to free trade alone.15




2.12 Japan as a Model for Economic Development

As we have seen in the last two sections, Japan’s experience shows several canonical characteristics of the textbook model of economic development, including the shift of industrial structure and change of pattern of international trade over time. This observation led to several studies that explored the lessons for the developing countries from Japanese experience.

For example, Kelley and Williamson (1974) constructed a quantitative model of the Meiji economy to examine the factors that made Japan’s economic development successful. The approach is called cliometrics, or quantitative economic history. They tested several interesting hypotheses, such as whether there was surplus labor that was readily deployed for modern industries, and whether exports were an important engine for Japan’s economic growth. For those who are interested in a quantitative approach to economic history, their book is excellent.

Some studies compared the government policies and institutional environments in Meiji Japan to those in other economies in Asia that did not take off as early as Japan did. A good comparison to Meiji Japan is Thailand in 1850–1914 (known as Siam during this period). Both countries had similar political institutions, avoided Western colonialism, had similar initial economic conditions, and were compelled by foreign nations to open themselves up to international trade.16

Some other studies have tried to identify the key common features between Japan and other successful latecomers to economic modernization. One influential hypothesis is that there is a unique path that every nation should follow to achieve modern economic development, and latecomers can travel this path at a faster pace.17 Japan may be considered to have retraced the path running from light industries to heavy industries that Britain, the United States, and other Western countries had traveled. Hong Kong, Taiwan, South Korea, and Singapore have more or less emulated the stages of the Japanese experience fifty to sixty years later. The pattern of economic development in Asia, where Japan leads and other countries follow, was likened to a “flying geese pattern” in seminal papers by Akamatsu (1962). A traditional export expansion (tea and raw silk, in the case of Japan) was followed by primary import substitution (cotton textiles). Then primary import substitution was replaced by export substitution. Initially, exports were concentrated in light industrial goods, but later similar import and export substitutions took place in heavy industrial goods.18 According to this hypothesis, India’s unsuccessful attempt at industrialization can be blamed on trying to develop heavy manufacturing without sufficient experience in light manufacturing.

The rise in the 1980s of the “four tigers”—Hong Kong, Taiwan, South Korea, and Singapore—helps us better understand the Japanese model of economic development. Before the emergence of what used to be called newly industrialized economies (NIEs), Japan had been the only country in Asia to achieve modern industrialization. Comparison with NIEs identified some common features among these Asian economies that succeeded in modern economic development, including an emphasis on education, a disciplined workforce, high saving rates, and prudent monetary and fiscal policies. A close investigation, however, revealed some differences among the NIEs as well. For example, South Korea actively introduced foreign capital, whereas Japan borrowed little from abroad in the postwar period. Although we can certainly draw some useful lessons for developing countries from the Japanese experience, it is unlikely to find a single strategy that works best for all developing countries, which have diverse political and economic backgrounds.



2.13 Summary


	Japan had a relatively secure territory for a long time and faced foreign aggression on only a few occasions. The absence of foreign intervention before the Tokugawa era and the Sakoku (isolation) policy of the Tokugawa government ensured political stability. Sakoku policy, however, cut Japan off from the technological progress taking place in the West.

	Sankin-kōtai created a nationwide network of roads as one of its by-products.

	The education level among members of the samurai caste and the economic power of the artisans and tradesmen were both relatively high toward the end of the Tokugawa era.

	The Meiji Restoration was triggered, if not caused, by foreign (especially US) pressure. This may have set a precedent that major changes in Japan are induced by foreign pressure rather than rising indigenously.

	The Meiji Restoration was a result of conflicts and turmoil over how Japan should respond to foreign demands to open the country.

	Japan’s economic growth since the Meiji Restoration has been very rapid. Japan’s high economic growth did not start after World War II; it goes back to the 1900s.

	Japan’s rapid economic growth was made possible by favorable conditions inherited from the Tokugawa era and generally successful economic policies of the Meiji government. The former includes a high educational level, a large amount of accumulated capital, a high technological level of agriculture, and a network of roads and irrigation. The latter includes a strong and capable central government, labor mobility across regions and economic classes, compulsory education, fiscal reform, the improvement of infrastructure, and the establishment of a central bank.

	Japan pursued the policy of Fukoku-Kyōhei (“wealthy nation and strong military”) initially to avoid colonization by the West, but it soon started to establish its own empire in Asia.

	Like many other advanced countries after World War I, Japan tried to return to the gold standard, but at the old par (thus ignoring the changes in relative currency values during post‒World War I inflation) created a serious recession.

	The economic system of Japan went through a drastic transformation during World War II, as the government tried to control all the aspects of the economy to maximize its war efforts. Many of the changes remained after the war and formed the hallmark characteristics of the postwar Japanese economy.

	Japan’s imperialism eventually crashed with the US and was defeated in the World War II, with devastating consequences.

	The pattern of economic development in Japan is very similar to the textbook case, where the central industries and major exports shift from agriculture to light manufacturing, and then to heavy manufacturing. The process was later repeated in economic development of other Asian economies.





Appendix 2.A: The Rice Futures Market

The economy during the Tokugawa period was less backward than one might imagine for a feudalistic and isolated nation such as Japan. In fact, as the economy grew, markets for various commodities developed. Osaka became a center for commodity trading, and rice was the major crop not only for the Japanese diet, but also for government revenues and expenditures. The Daimyōs imposed taxes on peasants that had to be paid in rice. After retaining the amount necessary to support their subordinate samurai class, the Daimyōs sold rice on the spot market. Since Osaka was the center of commercial activities, Daimyōs from rice-rich regions (sometimes located far away) transported the crop to Osaka in order to sell it. There was a large demand for rice in Osaka from the artisan and merchant classes living in the city. Although there were local markets for rice, the price of rice, set in Osaka, became the national standard.19

To promote trading, a warehouse issued a kome kitte (rice coupon), which entitled the bearer to rice stored in the warehouse with a deposit of one-third of the value. The balance was to be paid at the time of delivery, which was supposed to be within 30 days. Local merchants-turned-brokers bought these coupons and acted as intermediaries in the market. They were not interested in actually receiving the rice, but they hoped to realize profits by taking advantage of price fluctuations of the coupons.

As the speculative trading expanded, warehouses started to issue coupons without the backing of rice inventories, and naturally, some deliveries failed to happen. Although the issuing of rice coupons without the backing of stored rice and the speculation of the brokers were often criticized by the Tokugawa government, rice coupons as financial securities provided a useful mechanism to allow warehouse owners to hedge against the risk of rice price fluctuations. Active trading in rice coupons with widespread participation of brokers helped the rice market in Osaka to function very efficiently.

In 1730, the government approved a plan by Osaka merchants to establish a rice futures market in the Dōjima area—the first futures market in the world. It had all the modern features, including a clearinghouse, a membership system, expiration dates (three times a year), margin requirements, and the practice of squaring members’ positions before the expiration date (to avoid costly physical deliveries). The futures market functioned properly until the 1930s, when rice production and distribution came under government control as a part of the wartime economy.



Appendix 2.B: Guide to Data

For prewar national-income series, a handy source is Patterns of Japanese Economic Development: A Quantitative Appraisal, edited by K. Ohkawa and M. Shinohara (Yale University Press, 1979); some of the national-income series in that volume are revised over volume 1 of the LTES, mentioned next.

The fourteen-volume Estimates of Long-Term Economic Statistics (LTES) of Japan since 1868 [Choki Keizai Tokei] provides wide-ranging economic statistics from the 1880s to 1940 and are standard references for that period. Almost all the variables are in annual series, and sometimes their seven-year moving averages are given. The general editors of these volumes are Kazushi Ohkawa, Miyohei Shinohara, and Mataji Umemura, and each volume has its own editors. The volumes are as follows:


	Volume 1: National Income [Kokumin Shotoku], ed. K. Ohkawa, N. Takamatsu, and Y. Yamamoto

	Volume 2: Manpower [Rōdōryoku], ed. M. Umemura, K. Akasaka, R. Minami, N. Takamatsu, K. Arai, and S. Itoh

	Volume 3: Capital Stock [Shihon stokku], ed. K. Ohkawa, S. Ishikawa, S. Yamada, and H. Ishi

	Volume 4: Capital Formation [Shihon Keisei], ed. K. Emi

	Volume 5: Savings and Currency [Chochiku to Tsūka], ed. K. Emi, M. Ito, and H. Eguchi

	Volume 6: Personal Consumption Expenditures [Kojin Shōhi Shishutsu], ed. M. Shinohara

	Volume 7: Government Expenditure [Zaisei Shishutsu], ed. K. Emi and Y. Shionoya

	Volume 8: Prices [Bukka], ed. K. Ohkawa, M. Shinohara, and M. Umemura

	Volume 9: Agriculture and Forestry [Nōringyō], ed. M. Umemura, S. Yamada, Y. Hayami, N. Takamatsu, and M. Kumazaki

	Volume 10: Mining and Manufacturing [Kōkōgyo], ed. M. Shinohara

	Volume 11: Textiles [Sen-i Kōgyō], ed. S. Fujino, S. Fujino, and A. Ono

	Volume 12: Railroads and Electric Utilities [Tetsudō to Denryoku], ed. R. Minami

	Volume 13: Regional Economic Statistics [Chiiki Keizai Tokei], ed. M. Umemura, N. Takamatsu, and S. Itoh

	Volume 14: Foreign Trade and Balance of Payments [Bōeki to Kokusai Shūshi], ed. I. Yamazawa and Y. Yamamoto
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	1. On Japan’s political and social developments up to 1600, see chapters 4–6 of Reischauer (1988). Morishima (1982, chapters 1–4) offers a rather unorthodox interpretation of Japanese economic history.


	2. For example, lifetime employment, the long-term attachment of a worker to a firm, is mainly a postwar phenomenon, and bank failures—which were not uncommon before the war—never occurred in the postwar period until the 1990s. In other respects, however, prewar characteristics of the economy were carried over with some modifications. For instance, the postwar enterprise groups resemble the prewar Zaibatsu groups (see chapter 9).


	3. See, for example, the wholesale price index for Osaka (Nakamura 1971, 50).


	4. Economic historians in Japan argue that the misalignment in the parity was not caused by the government’s ignorance of the basics of international finance, but rather was compelled by foreign trade negotiators. See Ohkura and Shimbo (1978) and Eichengreen (1986, 4). It is interesting to note that Sir Issac Newton, then England’s Master of the Mint, made a similar mistake in 1717, setting too high a silver exchange price for gold and driving new silver coins out of circulation.


	5. A good summary of political events from the beginning of the Meiji era to World War II may be found in Reischauer (1988, chapters 8 and 9).


	6. Distinction between growth and development cannot be strict. Many structural changes (such as a change from import substitution to export substitution) occur in the early stages of both economic development and economic growth. When we talk about the Japanese and US economies after World War II, we advance the discussion exclusively in terms of economic growth. Japan’s experience in economic development in the Meiji period, however, is still relevant for today’s developing countries.


	7. Rostow’s theory of stages of economic development is not generally accepted in development economics. Unlike Kuznets, Rostow appears not to have studied many countries carefully enough to deduce a general characteristic of economic development. It is not true that economic takeoff occurs with a big push and simultaneous growth in many sectors. The process of modern economic growth is known to be much more gradual and to spread slowly from one industry to others.


	8. The Tomioka Factory (http://www.tomioka-silk.jp.e.wv.hp.transer.com/?_ga=2.25062911.418249287.1531004340–25048039.1531004340; accessed July 7, 2018) was added to the World Heritage List in 2014 and now a tourist attraction.


	9. For many of these women, however, life at cotton-spinning factories was better than staying at home. Yamamoto (1977, 327), which is the most famous oral history of female cotton mill workers in Meiji Japan in Suwa region, reports that only 3 percent of the women he interviewed found the long work hours strenuous. The rest responded that it was still better than being back home at the family farm.


	10. National banks were nationally chartered banks, not to be confused with the central bank or a state-owned bank.


	11. See Hoshi and Kashyap (2001) for the financial history of Japan since Meiji, including more details about the financial crisis of 1927.


	12. See chapter 12 on a more detailed discussion on various exchange rate regimes.


	13. For a concise summary of competing hypotheses and further quantitative evidence, see Minami (1986, section 4.3).
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	16. Yasuba and Dhiravegin (1985) describe the abovementioned aspects of the Meiji government’s policy, especially its role in building up the infrastructure.


	17. An analogy could be drawn to the biological idea that ontogeny recapitulates phylogeny. That idea is not to be regarded as a definite biological law. For an explanation and a critique, see Stephen Jay Gould’s Ever Since Darwin (Norton, 1979, 217).


	18. See the paper by Fei, Ohkawa, and Ranis in Ranis and Ohkawa (1985), for example.


	19. The description here is based on Shohei Suzuki’s Dojima Kome Shijoshi (The Rice Market in Dojima). (Nihon Hyoron Sha, 1940). See also Ito (1993) and Schaede (1989).











 


3

Economic Growth



3.1 Introduction

The postwar Japanese economy initially attracted the attention of many researchers due to its remarkable growth. Between 1950 and 1973, the economy grew at an average rate of 10 percent a year, doubling every seven years. Many studies tried to uncover the secret of rapid economic growth, or Kōdo seichō.

After the mid-1970s, the growth rate of the Japanese economy substantially declined, but it remained greater than that of other advanced countries. In the second half of the 1970s and the 1980s, the average growth rate was above 4 percent a year. After temporarily accelerating growth toward the end of the 1980s, Japan entered a period of very stagnant growth from 1993, which lasted more than two decades. This experience of the “two lost decades” (discussed in detail in chapter 14) also attracted many researchers.

Figure 3.1 concisely presents the history of economic growth in Japan from 1885 to 1998. With the common logarithm of real GNP measured on the vertical axis, the slope of the solid line shows the rate of growth. (Recall the explanation of the semi-logarithmic scale in chapter 2.) The line shows slow but steady growth from the Meiji period to World War II, a sharp drop in productive capacity as a result of the war, and then rapid and accelerating postwar growth until the oil price crisis of 1973–1974.

[image: ]
Figure 3.1

GDP level at year 2000 prices (trillion yen).

Sources: Ohkawa et al. (1974) for prewar data and GDP statistics, Cabinet Office, Japanese Government, for postwar data.

Note: The data are spliced from different sources. The postwar year is fiscal year; the horizontal grey line shows the level of GDP in 1939 that was the prewar peak, which was overtaken in 1953; the broken line shows the extrapolation from the GNP with the prewar trend, the average growth rate between 1885 and 1937, which was 3.42%. The actual GNP overtook the trend line in 1963.



Once the war ended in 1945, economic growth resumed from a low level that occurred due to the destruction of productive capacity in Japan. During the high economic growth period of the 1950s, a group of economists and policymakers were predicting that the high growth would end once the GNP level reached the prewar peak, or at the latest an extrapolated prewar line (the line connecting 1885 and 1937). The prewar peak was reached in the first half of the 1950s (shown in a light gray solid line in the figure), but the high growth continued.1 The postwar high growth continued after the GNP level reached the extrapolated trend line (the dashed line in the figure) in the first half of the 1960s. The growth slowed in the first half of the 1970s, however, and then again in the early 1990s.

We can observe the two growth slowdowns more clearly by looking at the annual growth rate of real GDP (as opposed to the level). Figure 3.2 shows the growth rates only during the postwar period (1955–2015). The three average growth rate lines are added to show the slowdown during the six decades. Instead of a gradual slowdown, the growth was punctuated by two marked slowdowns. In 1974, the growth rate became negative for the first time since 1955. The growth rate after 1975 became about half that during the rapid growth period. Another sudden drop in the growth rate occurred in 1993, prompted by the burst of the asset price bubble, as will be discussed in chapter 4. This event would have prolonged effects on Japan’s growth rate in the following two decades.
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Figure 3.2

Annual percentage change in GDP between 1955 and 2015 (based on chained 2009 dollars).

Source: Cabinet Office, Government of Japan.

Note: The period average (compound) rate is shown as a horizon line.



Figure 3.3 compares US and Japanese economic growth from 1950 to 2014. The US growth does not show any obvious trend over this sample period of 60 years. The Japanese growth, on the other hand, dropped substantially over time. The average growth rate for Japan dropped from 9.2 percent for 1950–1973 to 4.1 percent for 1974–1991, and then to 0.8 percent in 1992–2014. Japan’s growth experience can be understood as a process of its catching up with (or convergence to) the US. It is natural for a developing economy to show very high growth during the catch-up phase and to slow substantially after convergence to a developed economy is complete. Thus, the Japanese growth rate was much higher than that of the US in the 1950s and 1960s. From 1973 to 1990, the growth rate remained slightly higher than the US counterpart. The catch-up was still continuing. In the 1990s and 2000s, the Japanese growth rate became lower than the US, although the Japanese income level was still lower than the US. The average growth rate in Japan was barely above 1 percent. This was much lower than the Organisation of Economic Co-operation and Development (OECD) average. Japan’s underperformance during the “lost two decades” needs some explanation.

[image: ]
Figure 3.3

Growth rates of Japan (solid line) and United States (dashed line).

Sources: US Bureau of Economic Analysis; Cabinet Office, Government of Japan.



This chapter attempts to explain the secret behind Japan’s rapid economic growth from the end of World War II to 1973, and some reasons for the slowdown after the first oil crisis and stagnation in the 1990s. A more detailed analysis of the stagnation after the 1990s and a boom in the late 1980s that preceded the stagnation is left for the next chapter.

It is important to emphasize the major constraints on growth rather than only the major driving forces. It is often said that in the 1950s and the 1960s, Japan’s foreign-exchange reserves set a ceiling on growth. Since economic growth in Japan increased Japan’s imports of raw materials and intermediate goods, while Japan’s exports were determined by the growth of foreign countries’ demands, too high a growth rate in Japan meant a deterioration of the nation’s foreign-exchange reserves under its fixed-exchange-rate regime. When foreign reserves declined, policy measures were taken to slow the growth of aggregate demand. In contrast, after the 1970s, the constraint became effective on the aggregate supply side. The growth in technological progress, as well as in capital and labor inputs, defined the ceiling of growth for the 1970s and the 1980s. This gives a clue as to why Japan’s average growth rate dropped after the first oil crisis, and once again in the 1990s.

We first look back at the immediate postwar experience of economic recovery in Japan, as a background for our analysis of the sources of rapid economic growth. World War II destroyed a fourth of Japan’s national wealth and assets, a fourth of its structures, and 82 percent of its ships. The country was quickly repopulated as veterans returned home. Civilians in former colonies (such as Korea and Taiwan) and other places that Japan effectively controlled (such as Manchuria) also found their way back to the “main land.” With little productive capacity, though, the Japanese population was near starvation. This section provides a description of how Japan brought itself from the aftermath of destruction to the starting point of strong economic growth. Three topics are covered. First, we look at economic reforms that the Allied Occupation Force, dominated by the US, imposed on Japan. Second, we explain important macroeconomic problems that the nation faced after the war, and how the government tried to address the problems. Third, we examine an important microeconomic problem (namely, financial insolvency) and how Japan dealt with it.



3.2 Postwar Recovery: 1945–1950


3.2.1 Economic Reforms Imposed by the Occupation Force

Soon after General Douglas MacArthur arrived in Japan as head of the Allied Occupation Force, he introduced several measures aimed at democratizing Japan politically and economically. These reforms were not intended to help Japan to regain its economic productive capacity. Rather, the main objective of the economic reforms was to destroy the nondemocratic economic structure of Japan, which many in the Allied Occupation Force (perhaps erroneously) believed to have been responsible for Japanese aggression. Thus, some reforms may have ended up helping create more competitive economy in the long run, but they did not contribute directly to the recovery. Next, we review three major economic reforms imposed during the occupation—antitrust measures, land reform, and labor reform via democratization.2



3.2.2 Antitrust Measures

The prewar zaibatsu were groups of large companies across different industries controlled by family-owned holding companies. At the end of the war, major zaibatsu groups held about 40 percent of equity (paid-in capital). The occupation force required the shares owned by their holding companies to be auctioned off, and thus, the zaibatsu groups were technically dissolved in 1946 and 1947. Senior managers of zaibatsu companies were forced to resign and were prohibited from taking managerial positions in other companies as well. It was made illegal to form any holding companies, and the use of zaibatsu names and trademarks were also prohibited.

Furthermore, in 1947, the occupation force introduced a measure (called the Elimination of Excessive Concentration of Economic Power) that was intended to break up monopolistic companies. To maintain competition, they also introduced the Anti-Monopoly Act. These policies were based on the idea that big businesses in Japan, dominated by zaibatsu, were supporting the militaristic government, and thus were responsible for the Japanese aggression. It is ironic that these businesses, many of which benefited from international business before the war, were indeed often against the war, and many zaibatsu leaders did not expect the Allied Occupation Force to come after them.



3.2.3 Land Reform

In 1946 and 1947, the land of absentee landlords was confiscated with little compensation and resold to tenant farmers at bargain prices.3 The percentage of farmland cultivated by tenant farmers declined from 46 percent in November 1946 to 10 percent in August 1950. On the one hand, the land reform created middle-class farmers, thus contributing to income equity in the agricultural sector. The increase in agricultural production was rapid, and Japan’s food supply was stable a few years after the reform. The emergence of many landowner-farmers also meant the creation of a very large political interest group that politicians could rely on to achieve political stability. One political party, the Liberal Democratic Party (LDP), later benefited from the support of the agriculture lobby and ended up ruling for most of the postwar period. On the other hand, the small lot size, partly a result of the reform, prevented farmers from taking advantage of scale economies. Agriculture gradually became heavily subsidized.4 The farmers’ political power has made it difficult to this day for the government to force the restructuring of the agricultural sector by stopping subsidies. Before the war, heavy taxation of the agricultural sector contributed to Japan’s economic development by providing funds for investment in the manufacturing sector. Since then, the agricultural sector has been increasingly subsidized rather than overtaxed.




3.2.4 Labor Reform

The Labor Union Act of 1946 granted workers the right to organize in unions and to engage in collective bargaining. The occupation force encouraged the organization of labor unions. Standards for the working environment and for compensation were established in the Labor Relations Adjustment Act of 1946 and the Labor Standards Act of 1947, respectively. As a result of these changes, labor unions spread quickly through every sector of the Japanese economy. The percentage of unionized workers jumped from 3.2 percent in 1945 to 41.5 percent in 1946, and then to 53.0 percent in 1948. In the midst of triple-digit inflation and food shortages, unions and management clashed often. The labor unions planned a general strike for February 1, 1947; but the occupation force, seeing that the labor movement was not moving along the course envisioned for it, banned it. Even after the occupation force withdrew its active support for labor unions, the number of strikes and labor-management conflicts continued to increase. In 1948, there were 913 strikes, involving more than 2.6 million workers. It was not until the 1960s that the cooperative labor-management relationship often cited in Japanese management literature emerged nationwide.

In addition to the abovementioned economic reforms, drastic social and political changes were implemented by the occupation force. The political system was changed drastically. Under a new constitution drafted by the occupation force, the emperor became a symbol of the nation rather than the head of state. Military forces were permanently banned. Women were given voting rights, and elections for members of the House of Councilors were introduced. These reforms and social changes were carried out amid trials of war criminals, food shortages, runaway inflation followed by fiscal restraint, and political struggles between the right and the left. To prevent the total collapse of the economy, special aid and grants were extended to Japan by the United States and other Western countries.



3.2.5 The Education System

Under the Allied occupation, the education system was reformed to have a four-stage 6‒3‒3‒4 system: six years of elementary school, three years of junior high school, three years of senior high school, and four years of university (college).5 The reform also included a uniform introduction of coeducation in public schools.6 In Japan, there are national guidelines for what should be taught in elementary schools and high schools. Textbooks for these schools must be approved by the Ministry of Education. There is no skipping of grades, however smart a student may be; therefore, anyone entering college is at least 18 years old.

Colleges and universities are classified as national, prefectural (or municipal), or private, depending on their major funding sources. Even private universities receive subsidies from the national government, though, which can amount to as much as a third of a school’s general budget.

The college entrance examination is one of the central events in a student’s life, and sometimes it can affect a person’s entire career. In addition to a nationally standardized test (like the SAT), there are university-specific, in-class exams. By the time that he or she applies to a college or a university, the student must have chosen a major field because the entrance exam is department specific. Dates for university-specific exams are arranged so that a student has up to two chances to gain admission to a national university. A student may take as many private-university entrance exams as he or she can handle in a year. (For about ten years prior to 1988, students had only one chance for admission to a national university.) Many universities, including most national universities, base their admission decisions solely on the student’s performance on the entrance exam; a minority of schools consider high school grades, recommendation letters, interviews, or other information.

It is not uncommon for a student who fails the entrance exam to a good university to attend a yobikō [“cram”] school full time for a year to prepare for another try, and many high school students attend yobikō schools in the evenings and on weekends. In fact, many junior high students go to cram schools to get into good senior high schools. And more recently, many fifth and sixth graders do the same to get into good junior high schools.

The Japanese precollege school systems are said to be stricter in terms of schoolwork than their American counterparts. There are more school hours per week and more school days per year—on the average, 240 days in Japan versus 180 in the United States.



3.2.6 The Political System

Under the postwar constitution, which became effective in 1947, the political regime moved to a constitutional monarchy. The Japanese political system broadly resembles the British system. However, the emperor’s power is quite limited, and his role mostly consists of ceremonial duties. The emperor is a symbol of the nation according to article 1 of the constitution. There are two houses in the Diet (parliament): the House of Representatives (Lower House) and the House of Councilors (Upper House). The prime minister is elected in the House of Representatives, so normally the head of the largest party in the House becomes prime minister, and most cabinet members are Diet members. Although members of both houses are elected, the methods of election and the lengths of terms differ between the two houses. The LDP has been the ruling party (i.e., maintaining the majority in the House of Representatives, sometimes with coalition partners) for all but four years since its formation in 1955. The LDP was out of power in 1993–1994, when a coalition of small parties ruled, and 2009–2012, when the Democratic Party of Japan (DPJ) ruled. The Komei Party (with Buddhist connection) has been a coalition partner of the LDP in recent years.

The House of Representatives has more political power when the two houses are in conflict over a budget, a treaty, or the selection of a prime minister. When the decisions over a bill are different in the two houses, the House of Representatives can overrule the House of Councilors by passing the same bill again with a two-thirds majority. The head of government, the prime minister, is elected in the Diet, but the majority leader of the House of Representatives is the usual choice. According to the constitution, the majority of cabinet members must be members of the Diet. In practice, the great majority of cabinet members are chosen from the House of Representatives; the rest come from the House of Councilors and, on very rare occasions, from outside the Diet. The term for members of the House of Representatives is four years, but the prime minister can call a general election before then.

As of 2018, there are 465 seats in the House of Representatives and 242 in the House of Councilors. Japan used to be divided into 130 electoral districts for the House of Representatives, with each district electing from three to six representatives; this improved the prospects of having members from minority parties. The electoral reform of 1993 transformed the House of Representatives from 130 multi-representative districts to a combination of 300 single-representative and 200 proportionally representative system. These reforms were meant to encourage the formation in Japan of a two-party system as in the US. A series of reforms has reduced the number of seats; 176 of the members are elected in proportional system and 289 are elected in electoral districts.

The redrawing of electoral districts to reflect changes in population distribution, which lags the actual shifts in population, is always a controversial political issue. For the last few decades, the most underrepresented district in terms of the number of eligible votes per a representative has as many as three times the population of the most overrepresented district. Several lawsuits related to this issue have been tried before the Supreme Court. Voters who claimed that an election was unconstitutional lost their case when the Supreme Court found that a ratio of less than 3:1 was within the bounds of tolerance. In some other cases of ratios greater than 3:1, the Court found elections unconstitutional, but it did not declare them void.

A member of the House of Councilors has a fixed term of six years. Every three years, the house elects half of its members. There are two ways to elect members of the House of Councilors: through electoral districts corresponding to prefectures (currently 146 seats), and through proportional representation of one nationwide district (currently 96 seats). In the nationwide district, individuals used to compete for their seats themselves, and the candidates who received the highest number of votes got seats. It was revised into a proportional representation system in 1983. Now, each voter writes in either the name of an individual candidate or a political party, the votes are aggregated by party, and the seats are allocated to parties. The candidates are ranked by the total number of votes they received individually within each party, and those with the highest number of votes get the seats allocated to the party. The votes with a party name rather than a candidate name are not used to determine the ranking of individual candidates within a party.



3.2.7 The Early Days of the Cold War

Japan’s current constitution was drafted by the American occupation force in February 1946. After a little revision, it was approved by the Diet (as it existed under the old constitution), and the new constitution became effective on May 3, 1947. A major thrust of the constitution is the establishment of a truly democratic state. As stated before, it defines the emperor as the symbol of the unity of the state, with no real political power. All adults, male and female, received the right to vote for members of the Diet.

In October 1947, the Cominform was organized by the Soviet Union and East European countries, and it became clear that the Communist Party was gaining power in China as well. In 1948, the blockade of Berlin by the Soviet Union was countered by a massive US airlift. As the world entered the Cold War period, the occupation policy changed.

The most notable shift in the international security area was the creation of the Self-Defense Forces (SDF). Article 9 of the constitution states that Japan renounces all military forces—explicitly including an air force, a navy, and an army—as means of resolving international conflicts. It is widely believed that at the time that the constitution was drafted, the United States wanted to keep Japan as nonmilitaristic as possible, but later the American policy shifted to encourage Japan to have some forces to defend itself against the communist threat during the Cold War. The SDF were established in 1954.

Some Japanese still interpret the constitution as not allowing any armed forces. The traditional line of the Socialist Party is that the SDF are unconstitutional. The Socialist Party changed its position when it joined the ruling coalition in 1994. Many Japanese, however, believe that these forces are permissible under Article 9. Over the years, several Japanese governments have made interpretations and commitments with regard to the coexistence of the Self-Defense Forces (SDF) and Article 9: to wit, that Japan must not possess any offensive capabilities, keep the defense budget under 1 percent of GNP, and keep the SDF within the bounds of Japanese territory.

During the Persian Gulf War of 1990–1991, some members of the Liberal Democratic Party (LDP) suggested to send the SDF to the Gulf area in a support role (never in a combat role). This idea did not generate any enthusiasm even within LDP, though, probably because many LDP members were reluctant to further stretching of the constitution at that point. However, in the case of the reconstruction of Iraq, the SDF were sent for humanitarian aid and support for security arrangements in noncombat area from 2003 to 2008. Also in support of the antiterrorist coalition that formed in the wake of the September 11, 2001, attacks in the US, the SDF navy was sent to the Indian Ocean to provide fuel to a coalition fleet and protect it.

In the summer of 2015, the Diet passed a new law on the use of the SDF. Following the revised interpretation of Article 9 by the Cabinet in 2014, the new law recognized the collective defense right. The law has expanded the actions that the SDF can take. For example, the SDF now can engage in military actions to protect the US military units that are operating under the US-Japan Security Treaty.

In economic policy, the priority shifted from democratization of Japanese economic structure to economic recovery. The Anti-Monopoly Act was greatly relaxed when it was revised in 1949. (It was relaxed even more in 1953, after the occupation was over.) The plan on breaking up large companies was also diluted. The Elimination of Excessive Concentration of Economic Power Act initially identified 325 companies to be partitioned into smaller companies. In the end, the plan was relaxed substantially, and only 18 companies ended up actually being broken up.

Labor reform also went through a similar change. The occupation force initially encouraged the formation of labor unions, including some unions backed by the Communist Party. As mentioned previously, the general strike of February 1, 1947, which was planned by unions linked to the Communist Party, was suppressed. In August 1948, the occupation force issued Political Order 201, which stripped government employees of the right to strike.




3.3 Major Macroeconomic Problems after the War


3.3.1 The Planned Economy Immediately after the War

During the first couple of years after the war, Japan faced two major macroeconomic problems: low productive capacity and high inflation. The economic reform led by the occupation force at least initially aimed at democratizing Japan’s economic structure and did not help to address these macroeconomic problems. The Japanese government tried various measures to deal with these problems. It was a difficult task because a policy to address one problem often made the other problem more serious.

Initially, the Japanese government used the system of the command economy, which was established during the war essentially to address the problem of productive capacity. It directly planned the growth of the coal and steel industries. The plan (named the preferential production plan [Keisha seisan hōshiki]) called for allocating domestically produced coal and imported coal preferentially to the steel industry, and domestically produced steel to the coal industry.

The government also froze many consumer prices and rationed necessities such as rice. Moreover, huge price subsidies were given to the key industries that produced intermediate products. The policy was based on the idea of making the prices of those intermediate products lower than their production costs so that the industries that purchase those products can benefit from the low prices.

Finally, the Reconstruction Bank, established in January 1947, lent to key industries at subsidized rates. The Reconstruction Bank financed this operation by issuing bonds, most of which were bought by the BOJ. The Reconstruction Bank also made loans to public corporations. In essence, the arrangement was equivalent to fiscal expansion financed by printing money.7 Of course, this type of policy will cause inflation if the low production is due to a lack of productive capacity rather than a lack of aggregate demand, which was the case with Japan during this period. Thus, the subsidized lending through the Reconstruction Bank actually made the inflation worse.

Overall, the preferential production plan, price subsidies, and the Reconstruction Bank lending all had some success in stimulating production, but they did not solve the problem of inflation. In an attempt to stop the momentum of inflation, the Japanese government took drastic action in February 1946—it froze financial assets and converted them into bank deposits, only a fraction of which were permitted to be withdrawn for living expenses.8 In effect, the measure was equivalent to the confiscation of financial assets (and, consequently, of their purchasing power) through inflation. This measure was not successful in halting inflation, either, although it did succeed in bringing about greater income equity.



3.3.2 The Dodge Plan

As table 3.1 shows, inflation was rampant immediately after the war. This was a result of the monetization of Reconstruction Bank bonds and Japan’s extremely low production capacity, which failed to satisfy the demand. The end of inflation did not come until drastic measures were taken to balance the budget. The three-digit inflation was controlled only after a package of drastic emergency measures called the Dodge Plan was introduced in 1949.9 This austerity plan (explained in detail next) halted the increase in the monetary base, curbed the size of the government’s budget, and fixed the exchange rate at 360 yen per US dollar.



Table 3.1

Macroeconomic conditions, 1945–1954
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The American banker Joseph Dodge, already credited with ending Germany’s postwar inflation, was appointed to work in Japan in 1948. The policy he initiated, which later became known as the Dodge Plan, was put into force in 1949. The main objective was to stop inflation by tightening the fiscal budget so that the government would not need to print money to finance its spending. Price subsidies were reduced drastically to cut government spending. The exchange rate was set at $1 = 360 yen, and various steps were taken to encourage exports as well.

Although the Public Finance Act of 1947 prohibited the government from issuing bonds, the Reconstruction Bank continued to do so. For fiscal year 1949, Dodge proceeded to balance the unified fiscal budget (which included special accounts and government agencies such as the Reconstruction Bank), in addition to the general budget. As the fiscal budget was tightened, the economy went into a severe deflationary spiral. Prices fell, and it became possible to lift price controls completely without great economic disruption.

The Dodge Plan successfully stamped out inflation, brought back the market economy, and reopened Japan to international trade. It was a classic example of breaking an inflation spiral. However, the economy was heading for a recession.

The increase in production stalled, and the fear of job losses increased. A severe recession was averted by the special export demand created by the Korean War. After the outbreak of war in Korea (June 1950), Japan was used as a supply base for US and United Nations (UN) troops. This increased the demand for Japanese-manufactured goods and parts, and the economy grew quickly.



3.3.3 Financial Reconstruction

In addition to the macroeconomic problem of low productive capacity and high inflation, Japan’s corporations and financial institutions faced a serious microeconomic problem after World War II: financial insolvency. This section reviews the nature of this microeconomic problem and how Japan addressed it.

Immediately after the war, Japanese corporations’ balance sheets were loaded with war-related credits against government. The Japanese government initially planned to honor these debts, but the Allied forces did not allow that. The occupation force argued that Japanese corporations should not reap any profits from the war. Thus, the government repudiated all the war debts. This meant many firms that held war-related claims against the government became insolvent (i.e., the value of assets is less than the value of liabilities). Those firms did not pay back the loans from banks, which made banks insolvent as well.

In a normal economy, an insolvent corporation would file for bankruptcy. Then, in the bankruptcy process, the financial claims made to the corporation are renegotiated to the level that the corporation is able to pay. It may be allowed to continue the business, but some important decisions (such as expansion of production capacity) are restricted.

When the majority of business and financial institutions are insolvent, however, applying bankruptcy procedure to them one by one is not practical and can be very disruptive for the economy. The Japanese government approached this problem in three steps. First, the balance sheet of each corporation (or financial institution) was split into two: the old account and the new account. The new account contained only those assets that were essential for the continuing operation of the company. All other assets and liabilities were classified to the old account. Second, the old accounts were restructured in a way very much similar to a standard bankruptcy procedure. The value of the assets in an old account was evaluated and the liabilities reduced so that the asset value was sufficient to pay back the liabilities. After the restructuring, the old account was merged into the new account. During this process, the companies (and financial institutions) were allowed to continue operating using only the new account. This allowed the restructuring procedure to take place without interfering with the operation of the companies. Finally, the companies (and financial institutions) were forced to be recapitalized by issuing new shares.

One aspect of this corporate reorganization deserves special attention. The law that governed the reorganization process required that representatives of major creditors must be included in the team that planned and executed the reorganization. This meant that Japanese banks were involved in the restructuring of their customers and could acquire more information about and deepen their ties with their customers. This eventually developed into the nation’s main bank system, which is explored in chapter 6.



3.3.4 Summary of the Foundation of Rapid Economic Growth

After the war, Japan faced a very serious economic situation. Its productive capacity was extremely diminished following the destruction that occurred during the war, and it was not enough to support the increased population who returned from former colonies of the Japanese empire. The economic policy of the occupational forces initially focused on the democratization of Japan rather than its economic recovery. Restoring production while taming inflation at the same time was difficult. Japan also had to solve the economywide problem of insolvency caused by the repudiation of war debts. By the early 1950s, partially helped by a brisk increase in orders for Japanese manufactured goods due to the Korean War as previously stated, Japan resumed its economic growth.




3.4 Rapid Economic Growth: 1950–1973


3.4.1 An Income-Doubling Plan

Japan’s sovereignty was restored on April 28, 1952, when the San Francisco peace treaty, signed the preceding year, became effective.10 Japan also resumed its independent formulation of economic policies from here on. The surge in orders for Japanese goods as a result of the Korean War continued until 1952. The increase in exports, through the multiplier effect, led to rapid expansion and provided much-needed foreign reserves. However, as production expanded, inflation resumed.

Table 3.2 summarizes the behavior of major economic variables in the mid- to late-1950s. In 1951, the lessening of the special demand for supplies for the Korean War left Japan in a difficult position. The balance of payments, which had been in surplus because of the extra demand, declined and became a major concern. From 1953 to 1957, Japan experienced trade deficits, although their magnitude declined over time.



Table 3.2

Macroeconomic conditions, 1955–1959
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Rapid economic growth in the 1960s lies at the heart of the postwar Japanese economic miracle. When Hayato Ikeda became prime minister in July 1960, his goal of “doubling income approximately in ten years” (Diet Speech on December 12, 1960) became the focus of policy discussion and media attention.11 Its adoption in December as the basic economic plan of the government indicated that strong growth-oriented economic policies would be coming. Critics initially argued that it was too optimistic to expect high growth rates for ten consecutive years, but the doubling of national income (measured by real GNP) was in fact achieved in seven years, as was shown in table 3.3.


Table 3.3

Macroeconomic conditions, 1960–1969
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The high rate of growth was sustained for nearly twenty years. Over this period, every recession raised fears that the end of rapid growth had arrived; however, growth was soon renewed. The government’s forecasts of economic growth in its economic plans consistently underestimated actual growth. The realized economic growth was clearly beyond even the most optimistic forecasts of the time.




3.4.2 Demand-Side Analysis of Economic Growth: Sources

The postwar growth of the Japanese economy was much more than just a recovery from the devastation of the war. The output eventually surpassed the prewar trend and continued to grow at a faster pace than expected. What is the key to Japan’s rapid postwar economic growth? This is the question we now examine.

Economic growth can be viewed from either the demand side or the supply side. Balanced growth can be achieved only if both demand and supply grow without disruption since in the long run, output (aggregate supply) should equal aggregate demand.

On the demand side, a small country like Japan must rely on exports in order to grow rapidly. Therefore, developing international competitiveness is crucial to ensuring demand growth. Aggregate demand can be decomposed into several categories of the national income statistics, expressed as follows:
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where aggregate demand (Yd) is the sum of consumption (C), investment (I), government expenditures (G), and net exports (EX − IM). This is also called the expenditure side of GDP.

Among these components of aggregate demand, investment and net exports play key roles in rapid expansion. The ratio of private fixed investment to GNP in Japan remained very high (sometimes topping 20 percent) from 1955 to 1975. Figure 3.4 shows the ratio of private, nonresidential, fixed investment to GNP and that of exports to GNP in real terms. Note that investment ratio increased very rapidly until the early 1970s. Although the ratio declined in the late 1970s and the early 1980s, investment was clearly an engine of high-speed growth in the 1950s and 1960s. Note also that the export ratio does not seem to have increased during the 1950s and 1960s. The export ratio continued to increase well into the 1980s, suggesting that exports were also an important engine of growth.
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Figure 3.4

Ratios of real investment to GNP and exports to GNP.

Source: Cabinet Office, Government of Japan.



This analysis of the demand side suggests that the popular notion that Japan experienced investment-led growth and export-led growth is generally correct for the 1950s and 1960s. The role of investment changed after the first oil crisis, however.



3.4.3 Supply-Side Analysis of Economic Growth: Growth Accounting

On the supply side, the accumulation of capital in the form of modern factories and machines is important for increasing productive capacity. The growth accounting approach to analyzing growth looks at output from the supply side. It attempts to decompose growth of output into growth of the factors of production and to determine the contribution of each productive factor. The output, when viewed from the supply side, can be expressed as a production function dependent on inputs of capital (K), labor (L), and the technological level (A):
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Thus, growth can occur through capital accumulation, increases in working hours and employment, or technological progress that enhances the productivity of existing capital and labor. The question now is how to decompose output growth into contributions from those factors. The exact formula for the econometric estimation required for any decomposition depends on the specifications of the production function. (See the example of the Cobb-Douglas production function discussed in box 3.2.)

Table 3.4 shows how conventional estimates of the production function are used to decompose growth into the amounts due to labor, capital, and technological progress in a comparison between Japan and the United States during the 1950s and 1960s.12 Table 3.5 compares the Japan of the 1960s with the Japan of the 1970s. These tables suggest five observations:


	During the 1950s and the 1960s, Japan had a higher absolute contribution to its growth rate from every factor (labor, capital, and technological progress), as well as from almost all the components of these factors. Therefore, the high growth rate of Japan depended on all three major factors.

	There are three subcategories that contributed more to US growth (in absolute terms) than to growth in Japan: number of persons employed, education, and international assets.

	From the 1950s to the 1960s, the “hours” component of labor input was a positive contributor to growth in Japan, but not in the United States. This trend reversed during the 1960s. According to these observations, it would certainly be misleading to say that the major factor contributing to Japan’s economic growth in the 1950s and 1960s was an abundance of cheap labor. On the other hand, the effect of reallocating workers from the low-productivity agricultural sector to the high-productivity manufacturing sector is placed in the “improved resource allocation” subcategory, and Japan also enjoyed an edge in this category.

	Capital accumulation was more important than labor in Japan, in contrast to the US experience. However, the absolute and relative contribution of capital in Japan diminished significantly in the 1970s. In particular, the average age of structures and equipment rose.

	More than half of Japan’s growth is attributed to technological progress and residuals. Of the technological subcategories, in the case of Japan, “knowledge” represents improvement in the average state of technology due to technology transfers from Western countries, better business organization, and improvements in management practice. US growth also received a strong contribution from advances in knowledge. The contribution of “scale economies” to growth was far greater in Japan owing to the enlargement of the domestic and foreign markets.




Table 3.4

Growth accounting, Japan-US comparison, 1950s and 1960s
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Table 3.5

Growth accounting of Japan for the 1960s versus the 1970s
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3.4.4 Endogenous Growth Models

Although growth accounting is a standard approach in understanding growth experiences in many economies, there are two shortcomings that are widely acknowledged. First, growth accounting does not explain the technological progress. As we discuss in box 3.2, technological progress is calculated as the residual. All we can tell is what it is not. Technological progress is the growth of output that cannot be explained by the contributions of capital and labor.


Box 3.1

The Cobb-Douglas Production Function


Suppose that the production function is of the Cobb-Douglas type, with disembodied technological progress:
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where 0 < a < 1.

Then, by defining ⊿Y = Y(t + 1) − Y(t), and likewise for ⊿K, ⊿L, and ⊿A, we can express the growth rate of output as
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It can be shown that when the factor market is competitive, parameter a is the capital share of output and (1 − a) is the labor share. The capital share is the return to capital r multiplied by capital input K divided by Y (namely, rK/Y). Similarly, the labor share is wage rate, w, times labor input L, divided by Y (wL/Y). Thus, under the assumption of a competitive factor market, we can calculate all the terms in equation 3.1.2 except for the last one (⊿A/A) using economic statistics. Then, we can use the equation to calculate ⊿A/A as the residual by subtracting a⊿K/K + (1 − a)⊿L/L from ⊿Y/Y.





The second shortcoming of growth accounting is that a key empirical implication of the framework is not validated by the data. Growth accounting starts with assuming an aggregate production function, which almost always also assumes a diminishing marginal product of capital. The marginal product of capital is defined as an additional amount of output that is produced when the capital is increased at margin while the quantities of the other productive factors are held constant. The assumption of diminishing marginal product of capital implies that as the level of capital increases, its marginal contribution to output growth declines.13 One implication of assuming a diminishing marginal product is that small countries grow faster than large countries if they share the same state of technology (A). An advanced country, with a higher per capita income, has a large amount of capital, which implies lower productivity of capital, and hence lower growth, compared with a developing country with lower per capita income. Low-income countries tend to grow faster than high-income countries, and the growth rate tends to decrease as a country becomes higher-income due to the past growth. Eventually low income countries will catch up with high-income countries. Thus, assumption of diminishing marginal product of capital implies the convergence of the level of output for those countries that share the same state of technology. The convergence hypothesis is depicted in figure 3.5.
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Figure 3.5

Takeoff and convergence.

Source: Authors’ creation.



The Japanese experience from 1950 to the present is a typical example of the convergence process. If the state of technology (A) differs across countries, those countries may not converge. However, this argument cannot save the traditional growth accounting method because the framework does not explain what the state of technology is or why it can differ across countries. Some countries remain low income and low growth, never getting on the convergence path. This can be viewed as a failure of getting institutions to deploy low-wage workers effectively in productive sectors, mainly in the agricultural sector.

To address these problems of the traditional approach to economic growth, economists tried to build models that explain how technological progress is made possible. It turns out that explaining technological progress also allows us to explain the lack of convergence for many countries in the world. Next, we take the model developed by Paul Romer (1990) as an example and explain how the problems of the traditional growth theory can be addressed.14

The key idea of Romer’s model is that the level of human capital is an essential input for the process of technological progress. The higher level of human capital makes more technological progress possible. Human capital means the ability to understand and improve technology; it is not the knowledge itself. For example, a computer code is knowledge, while the ability to read and modify a computer code is human capital.

In Romer’s model, a country with a high level of human capital can achieve faster technological progress, which in turn allows that country to grow faster than a country with comparable size, but less human capital. The model also predicts that two countries may not converge if they have different levels of human capital.

The hypothesis that the rate of technological progress, and hence economic growth, depends on the level of human capital has been confirmed by several empirical studies. For example, Robert Barro (1991) used the primary school enrollment rate and the secondary school enrollment rate as proxies for human capital and found that the growth rate of a country is positively correlated with these variables.15

Japan’s experience fits quite well with Barro’s finding, as well as with the general idea that human capital is an important determinant of economic growth. The school enrollment rates, which Barro used as the proxies for human capital, were very high in Japan. For example, in 1960, the primary enrollment rate and the secondary enrollment rate for Japan were 100 percent and 79 percent, respectively. The secondary enrollment rate compares favorably to the average number for low-income countries (59 percent) and middle-income countries (72 percent) in 1997. It also was higher than the 1965 average for industrialized countries (63 percent).




3.5 Growth Slowdown: 1973–1987

Toward the end of the 1960s, Japan’s economic growth accelerated, accompanied by large trade surpluses. This was an indication that the yen, fixed at 360 per US dollar since 1949, had become undervalued. Moreover, the problem was not limited to the yen. The United States was recording persistent trade deficits, while Germany sustained trade surpluses. A massive realignment of exchange rates was needed. Although the Bretton Woods regime of fixed exchange rates (in effect since 1944) had a mechanism for adjusting the exchange rate when a country’s economy underwent significant structural change, it was rarely invoked. Devaluation was seen as a political embarrassment by the devaluing country. It was also opposed by competing countries, which feared changes in price competitiveness.

The Bretton Woods regime gave way to floating exchange rates in the early 1970s. In August 1971, US president Richard Nixon suspended the gold convertibility of the dollar. After the adjustment period from December 1971, when the Smithsonian agreement was struck, to February 1973, the major currencies began to float in the spring of 1973. Since Japan’s government and private sector had been accustomed to dealing with a fixed exchange rate, the transition took some time.

The yen’s revaluation (i.e., appreciation) was strongly opposed by business executives and politicians during the adjustment period, perhaps due in part to fear of losing competitiveness in exporting industries. However, the accumulation of large trade surpluses made it clear that the yen should be revalued. Many Japanese and American economists argued for adjusting the exchange rate (with differing opinions regarding how fast the adjustment should be), but political opinion went the other way. The Minister of International Trade and Industry hinted that moderate inflation in Japan, which increases the prices of Japanese products and mitigates the necessary magnitude of yen appreciation, would help. If adherence to the fixed exchange rate system had been considered the economic mandate, inflation to avoid revaluation would have been justified. However, that system was only a means to achieve other economic objectives, such as lower inflation and higher growth rates. Nevertheless, with an attitude more lenient toward inflation than revaluation, and with the political goal of “transforming the Japanese archipelago” (Tanaka, 1972), Prime Minister Kakuei Tanaka’s government increased the money supply and lowered the interest rate in 1972. Inflationary pressure built up throughout the spring of 1973.

When the oil embargo imposed by the members of the Organization of Petroleum-Exporting Countries (OPEC) was announced in October 1973, inflation took off. Inflationary expectations made the situation worse. Kyōran Bukka [Wild Inflation] reached 30 percent in 1974. Wages also increased more than 20 percent in that year, which further fueled price inflation, resulting in a classic example of a price-wage spiral. It took at least several years for Japan to reallocate resources from unconditionally growth-oriented sectors to the energy-conservation and pollution-control sectors.

The oil embargo of 1973 and the Nixon overture to China the previous year gave Japan a sense of fragility. Japan’s lack of domestic energy sources had always been a fact of life, but it took the Wild Inflation of 1973 for the Japanese to realize how crucial energy was. When Nixon suddenly visited China in February 1972, the shock to the Japanese public was comparable to that caused by the suspension of convertibility in the preceding year. The visit was an embarrassment to the Japanese government, which had not been informed of Nixon’s plans in advance. This incident also made the Japanese aware that they were not politically well connected to Washington.

The global environmental problem, highlighted in the Club of Rome’s 1972 report The Limits to Growth, also contributed to this pessimism. This report had a strong impact on Japan, where the growth rate had been very high and where zero growth would mean substantial changes in the economy. Pollution in Japan was also reaching the point where many people thought something had to be done. In four major court cases, companies that had carelessly polluted the environment were found guilty.

By the time of the second oil crisis (1979–1980), Japan’s monetary policy was much more prudent, and the inflation rate was not greatly affected. The oil crises can be viewed as negative aggregate supply shocks that lowered the supply potential of the Japanese economy, at least in the intermediate run. A sudden downward shift in aggregate supply causes a decline in output (i.e., GNP) and an increase in inflation. If the downward adjustment of output is slowed, then inflation is aggravated, as in the 1973–1974 episode; if a sharp increase in prices is to be avoided, a prolonged decline in output must be endured. In both cases, the two oil crises decreased Japan’s growth potential significantly.

Of course, the three major factors in the end of the postwar Japanese miracle—the oil crises, the decrease in investment, and the slowdown in technological progress16—were not independent of one another. The oil crises, which drew attention to Japan’s heavy dependence on nonrenewable resources, gave many people a pessimistic outlook and caused downward shifts in expectations of future growth and in current growth potential. Japanese producers and investors suddenly became aware of the limits of the world’s natural resources and of Japan’s vulnerability as an importer of raw materials. Since expected future earnings fell, investment demand also fell. The decline in investment lowered current aggregate demand, as well as future capacity, and slowed the adoption of advanced technology.

Moreover, it is possible to think that Japan finally caught up with the United States and the Western European countries technologically at some point in the mid-1970s. Since it is harder for a country to develop its own new technology than merely to obtain licenses, Japan’s growth rate then had to fall.



3.6 Information Technology and Economic Growth

One important factor that slowed Japan’s supply-side growth in the 1990s is lack of investment in information technology (IT) capital. This was quite a contrast to the US economy, where the IT revolution led to a resurgence of economic growth in the 1990s.

As we will see in more detail in the next chapter, the Japanese economic growth rate substantially declined in the 1990s, while the US growth rate during the same period was rather high. This is an interesting contrast to what occurred during the rapid economic growth period, when the Japanese economic growth rate was consistently higher than that of the US. Many argued that the most important source of growth resurgence in the US was IT, such as computers and telecommunication tools, which had higher productivity than traditional capital. Then, a natural question arises: Does the lack of IT revolution in Japan (compared with the US) explain its low economic growth in the 1990s?

To answer this question, we need to expand the growth-accounting framework so that it can distinguish IT capital from other capital. Let us assume the following production function:

Y = AF (KN, KT, L),

where KN and KT denote non-IT capital and IT capital, respectively, and the other notations have the same meanings as before. Thus, Y depends on the state of technology, labor, and two types of capital: IT and non-IT. Assuming that the production function continues to satisfy the regular conditions for growth accounting, we can now decompose the growth rate of output into four components: (1) contribution of labor, (2) contribution of non-IT capital, (3) contribution of IT capital, and (4) technological progress.

Table 3.6 shows such decomposition for the US and Japan for three periods. The numbers are based on the calculation by Jorgenson and Motohashi (2005). The numbers indeed show that the contribution of IT capital to the economic growth in the 1990s was smaller for Japan compared to the US. For example, the contribution of IT capital for 1995–2002 was 0.77 percent in Japan and 0.93 percent in the US.


Table 3.6

IT and economic growth: Japan and the US, in various periods
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The larger differences between Japan and the US, however, are found in labor contribution. Technological progress in Japan, which was much higher than the US before 1990, fell dramatically to a level comparable to the US. The contribution of non-IT capital and labor, both of which were comparable between two countries, also fell drastically for Japan.



3.7 Abenomics

Although the Japanese economy stagnated for most of the more than twenty years after the collapse of the bubble, there were several episodes of recoveries that did not last long. The recovery in 1996 ended as the economy went back into recession after the consumption tax hike in April 1997. The economy seemed to have come back again by the summer of 2000, but the recovery was aborted as soon as the BOJ ended the zero interest rate policy (ZIRP). In chapter 14, we will discuss these signs of recovery once again, as well as whether the macroeconomic policy changes were responsible for stopping the recoveries. In the mid-2000s, the Japanese economy seemed to be back on track to a firm recovery, but the recovery was disrupted once again by the global financial crisis in 2007–2009 and the global recession that followed.

Although Japan’s financial system was not hit directly by the financial crisis, its economy, especially the export sector, suffered from the rapid shrinkage of global trade. Having failed to respond to the global recession effectively, the LDP was pushed out of power for the first time since 1995, but the Democratic Party of Japan (DPJ), which replaced the LDP, did no better. The BOJ was also reluctant to follow other central banks in advanced countries, which expanded their balance sheets more than ever.17

The DPJ lost the general election in late 2012, and the LDP returned to power under Prime Minister Shinzo Abe. The Abe administration quickly announced a policy package nicknamed “Abenomics,” which the administration argued would finally revive the Japanese economy.

Abenomics economic policy consists of three important elements that are often described as “three arrows.” The first arrow was “bold monetary policy,” which aims to expand the country’s monetary policy (which was already expansionary) even more. Responding to this government call for more expansionary policy, the BoJ introduced quantitative and qualitative easing in April 2013 under Governor Haruhiko Kuroda, who took the position in March of that year. The BOJ announced that they were targeting a 2 percent inflation rate and try to achieve that in two years.

The second arrow was “flexible fiscal policy,” which means expansionary fiscal policy in the short run but eventual fiscal consolidation to retain future flexibility. The government quickly carried out fiscal stimulus, but it also targeted eliminating the primary deficit by fiscal 2020 and raised the consumption tax rate from 5 percent to 8 percent in April 2014.

The third arrow was “growth strategy to promote private investment.” The first growth strategy was announced in June 2013, and it has been revised annually since then. The growth strategy includes various policies to raise potential growth rate of the Japanese economy, including deregulation and other measures that aim to make the economy more flexible and responsive to technological and other changes. Other policies are industrial policies that target promising industries and try promoting those industries.

Thus, Abenomics is the combination of expansionary macroeconomic policy and structural reform to expand potential output. Since the Japanese economy suffered from both demand- and supply-side problems as discussed previously, Abenomics makes sense.

Six years since the start of Abenomics, though, the results of Abenomics are mixed. The policies failed to achieve some stated goals. The 2 percent inflation target was not achieved in two years (and still has not, in six years). Eliminating the primary deficit by 2020 was judged impossible and the target date has been postponed. Abenomics also set a goal of 2 percent real GDP growth, but this target has not been achieved, either.

Nonetheless, Abenomics successfully implemented many policy measures, and Japan’s economic conditions have improved. Many targets have not been achieved, but the Japanese economy no longer in deflation or recession.



3.8 Summary

Japan sustained reasonably rapid growth from the 1880s until the beginning of World War II. The war devastated much of Japan’s capital stock and was followed by high inflation, but by the mid-1950s, the Japanese economy was growing even faster. The growth accounting method shows that investment and technological progress were the key factors that contributed to the country’s rapid rate of economic growth.

The exceptionally rapid growth of the Japanese economy came to an end in 1973–1974, with the average growth rate dropping from about 10 percent to about 5 percent. Among the factors contributing to the lowering of the growth rate was the decrease in investment caused by the downward revision of the forecasts of future growth. Another factor was pessimism regarding the resources available to Japan due to the monopolistic power of OPEC and to environmental concerns. Furthermore, by the mid-1970s, Japan had caught up with the Western countries technologically.



Appendix 3.A: Guide to Data

See the appendix to chapter 2 for prewar data.


Postwar Data Source

The national income accounts are available at annual and quarterly frequencies both for Japan and the United States. In Japan, the System of National Accounts (SNA) data are available from the home page for SNA statistics, the Economic and Social Research Institute (ESRI), Cabinet Office (http://www.esri.cao.go.jp/en/sna/kakuhou/kakuhou_top.html):


	Prior to 2001, when the Japanese ministries went through reorganization, the SNA data were collected by the Economic Planning Agency (EPA), and published in that agency’s Annual Report on National Accounts.

	For the postwar Japanese GDP series, there are two historic series (with the latter divided into two data sets), as well as the current one:



Method 1968 SNA, with Base Year of 1990. This series is adopted as official data from 1955 to 1979; and the spliced series is available online from 1955 to 1998.

Method 1993 SNA, with Base Year of 1995. This series is adopted as official data from 1980 to 1993.

Method 1993 SNA, with Base Year of 2000. This series is adopted as official data from 1994 to 2009.

Method 2008 SNA, with Base Year 2011. This series is adopted as official data from 2010 to the present day. The spliced data goes back to 1980.

Data links (last accessed January 22, 2019):


	Annual Report series: https://www.esri.cao.go.jp/en/sna/kakuhou/kakuhou_top.html.

	Quarterly Report series: https://www.esri.cao.go.jp/en/sna/sokuhou/sokuhou_top.html.






Use of Data

Real-Time Data

Since GDP statistics are frequently revised, revisions are applied to historical data too. The growth rate during the 1960s was recorded as above 10 percent at the time and in the statistics available during the 1970s, but it was revised downward to be below 10 percent to date. Another example is that the growth rate for 2001 was considered to be negative at around 2004, but now it is recorded as positive. The data that were available at the time of the government’s decision-making are called real-time data. But the GDP statistics is known to have large revisions afterward. In some academic research, it would be preferable to use real-time data, although the easiest method is to use readily available data, such as that collected in relevant Ministries or Statistical data portal, called e-Stat: https://www.e-stat.go.jp/en.

Growth Rates, Definitions

GDP statistics are available in both the annual and quarterly series. GDP is the sum of the all value added, which is conceptually equal to all expenditures on final goods and services, during the specified period. Therefore, the annual GDP [say the GDP of year t Y(t)], is the sum of the four quarters of year t; however, in the GDP statistics, the quarterly GDP figure, Y(t,q) is multiplied by 4 to make it the annual statistics. Therefore, in using the published statistics,

Y(t) = {Y(t,1) + Y(t,2) + Y(t,3) + Y(t,4)}/4.

The annual growth rate (expressed in percentage) is defined as the percentage change from t − 1 to t:

g(t) = 100 × {Y(t) − Y(t − 1)}/Y(t − 1).

The quarterly number has two definitions: an original number and a seasonally adjusted number. Since economic activities and expenditures have a common pattern every year, such as consumption rise before Christmas, the quarter-to-quarter change may be deceptive without seasonal adjustment. Denoting the seasonally adjusted quarter GDP as Ysa(Y,q), the annualized quarter-to-quarter growth rate is defined in the Japanese data as

gqq(t) = 100 × [{Ysa(t, q)/Ysa(t, q − 1)}4−1].

Alternatively, the quarterly data may be used to calculate the annual growth rate compared to the same quarter of the preceding year. For this purpose, seasonal adjustment is not necessary. The year-on-year growth rate, or the quarterly growth rate over the same quarter of the previous year, is defined in percentage term as

gqy(t) = 100 × {Y(t,q) − Y(t − 1,q)}/Y(t − 1,q).

Structural Break

The growth rates of Japan seem to have experienced a downward trend (recall table 3.1). Researchers performing econometric analyses involving postwar GNP data should be careful when handling the data. The oil shock of 1973–1974 and the stagnation of the 1990s caused structural changes in Japan, as shown in figures 3.1 and 3.2. The average rate of economic growth dropped from nearly 10 percent to about 5 percent in the first break. Another break seems to have occurred in 1992, when the trend growth rate went down from nearly 4 percent to below 2 percent. There is a controversy whether the low growth in the 1990s was due to a sudden downward shift of trend growth (supply side) or an underachievement of potential growth (demand side), as will be explored in the next chapter.
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	1. Denison and Chung (1976a, 81) estimate that it was in 1953 that “national income first exceeded the prewar peak.” Ohkawa and Rosovsky (1973) estimate that the prewar peak in 1937 was surpassed around 1954, and the extrapolation of the prewar peaks in 1917 and 1937 was reached in 1962.


	2. For a detailed discussion of the material covered in this section, see Nakamura (1981).


	3. The holding of land by absentee landlords was banned; resident landlords were limited to 1 cho (2.45 acres), and landowning tenants to 3 cho. The buying up and reselling of land was handled by a land committee. Tenant farmers paid 757 yen per tan (1 tan = 0.1 cho = 0.245 acres) of rice paddy and 446 yen per tan of any other kind of field; landlords received (in government bonds) 978 yen per tan of rice paddy and 577 yen per tan of other fields. The amount was no more than 7 percent of the annual crop value from the land (Kosai 1986, 20).


	4. Government intervention in rice distribution started in 1921, when the Beikoku Act was enacted. In 1942, the food-control law was passed, and the government became the sole agent for purchasing rice and distributing (rationing) it to consumers. With modifications that allow some unregulated distribution, this law is still in effect.


	5. The reform plan was issued in 1946 and implemented gradually from 1947 to 1950.


	6. A few prefectures defied the national standard of coeducation in public schools for decades.


	7. John Maynard Keynes’s general theory was even cited in a speech to the Diet by Finance Minister Tanzan Ishibashi in July 1946.


	8. In addition, there was a redenomination of the yen on March 3, 1946. A redenomination of the yen and a deposit freeze do not have to accompany each other. Another yen redenomination was proposed during the 1970s because the yen and the lira were the only currencies with three-digit exchange rates against the US dollar. Theoretically, making old 100-yen notes equivalent to a new 1-yen note would not change any real economic activity (aside from being a temporary boon for the printing business). However, the fear of inflation and the memory of the asset freeze and the subsequent confiscation produced opposition to the measure among the public.


	9. The inflation in Japan was much smaller in magnitude than the famous German inflation of the 1920s, or the inflation in some Latin American countries during the 1980s. Therefore, a less drastic measure was necessary to curb it.


	10. The peace treaty with the Soviet Union has not been signed yet, although diplomatic relations were established long ago. Japan has stated clearly that the four islands off Hokkaido (the Northern Territory) must be returned to it before the peace treaty can be signed. The four islands have been claimed by Japan since the Tokugawa period. Under the Yalta agreement, in which the United States, the Soviet Union, and other countries agreed to limit Japan to the territory it had held before the start of its imperial aggression, these islands were part of Japan. But Soviet troops invaded and occupied them after Japan surrendered on August 15, 1945.


	11. The Diet Speech by Ikeda is available in Japanese at Diet archive: http://kokkai.ndl.go.jp/SENTAKU/syugiin/038/0512/03801300512003a.html (last accessed on June 25, 2019). The forming of the Ikeda cabinet was preceded by a bitter clash between radical and moderate factions in the labor movement and by an argument between the LDP and the opposition parties over the ratification of a revised US-Japan security treaty. After the LDP voted for the treaty in the House of Representatives over strong (sometimes violent) opposition from other parties, the political conflict took to the streets. Prime Minister Nobusuke Kishi, taking responsibility for the turmoil, resigned in July and was replaced by Ikeda. The head of the Socialist Party, Inejiro Asanuma, was stabbed to death in October. One might suspect that Ikeda’s income-doubling plan was intended to divert attention from the confrontational political divisions and toward an economic target that all parties could agree with.


	12. See Denison and Chung (1976b) for a more detailed treatment of growth accounting.


	13. One can confirm that the Cobb-Douglas production function has a property of diminishing marginal product with respect to capital. Mathematically, the marginal product of capital is defined as the partial derivative of the production function with respect to capital. In the case of the Cobb-Douglas production function, the marginal product of capital is given by aY/K, which is clearly decreasing in K.


	14. See Romer (1990).


	15. See Barro (1991).


	16. Kosai and Ogino (1984, 41) list two more factors: a falloff in the supply of labor and a slowdown in the expansion of exports. I do not consider those to have been very important, however. The labor supply (both in hours and in employment) did fall during the 1970s, but the decline in labor’s contribution to growth from 1.59 percent during the 1960s to 1.01 percent in the 1970s was a relatively minor change. The export-to-GNP ratio increased during the 1970s.


	17. Japan’s monetary policy in the aftermath of the global financial crisis will be discussed in more detail in chapter 6.











 


4

Business Cycles, and Boom and Bust



4.1 Introduction

Economic growth is not perfectly smooth. An economy’s output fluctuates around a long-term trend line. The output lies sometimes above the trend and sometimes below it. Moreover, many aggregate variables, such as GNP, industrial production, employment, and consumption, move together (i.e., they grow at higher and lower rates together). Their fluctuations around their long-run trends have shown remarkable regularity for many decades. These comovements characterize what is called the business cycle. To be precise, a business cycle represents the deviations of major macroeconomic variables from their trends in the same direction, in a cyclical fashion, for some period of time. That is, there are pronounced comovements and significant serial correlations among aggregate variables.

A business cycle is divided into an expansion (known as a boom) and a contraction (known as a recession). The former is the period from a trough (a low turning point) to a peak (a high turning point); the latter is the period from a peak to a trough. This concept is graphically presented in figure 4.1, which shows an image of a business cycle in an economy without growth. A contraction in this case would be a literal contraction in output (namely, a negative growth rate). Identification of business cycles in a growing economy needs to factor out the growth trend. The fluctuation of what is left after taking out the trend is a reasonable measure of a business cycle, as shown in figure 4.2.
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Figure 4.1

Business cycle without growth.

Note: Authors’ creation.
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Figure 4.2

Business cycle with a growth trend.

Note: Authors’ creation.



This approach has two implications. First, in an economy with a very high growth trend, such as Japan in the 1950s–1960s and China in 1990s–2000s, a recession is a period when the growth rate temporarily dips below the trend, rather than being an outright decline in the level. Thus, the growth rate during a recession of a growing economy may still be higher than the growth trend of mature economies. For example, a 6 percent growth rate in Japan of the 1960s or in China of the 1990s amounted to a recession, as the trend growth rate was close to 10 percent. A recession in such a growth economy is sometimes called a growth recession.

Second, how to find and remove a trend is an art, and often it is possible only after the fact. As was shown in the preceding chapter, the Japanese economy went through a transition from a high growth trend to a moderate growth trend, and then finally to a low growth trend. In real time, it is difficult for policymakers to implement optimal countercyclical policies. Even with the benefit of hindsight, how to identify a trend (often done by statistical filtering) is crucial to the discussion of the timing of a recession and how macroeconomic policy should respond.

Business cycles have been observed in virtually all economies at all times, and their causes have been popular topics in macroeconomics. Another set of hotly debated topics includes whether business cycles are costly to the society, and if so, what can be done to attenuate the fluctuations.

Empirical research into business cycles has produced a large body of literature. In the old literature (typically before the 1970s), finding regularities in business cycles has been a research subject. There are several regularities among business cycles. A seven- to twelve-year cycle that is traditionally believed to be caused by fluctuations in fixed investments is called a Juglar cycle (alternatively, a medium-term cycle or a major cycle). A short-term cycle of three to four years, called a Kitchin cycle, is usually considered to correspond to fluctuations in inventory investment.1

Developments in time-series econometrics in the last 40 years or so have allowed researchers to apply sophisticated techniques to the process of dating business cycles, and to describe the nature of comovement of the macroeconomic variables.2 Dating business cycles is a very important task because it provides a basis for macroeconomic policymaking. Theoretically, business cycles are understood to be caused by various shocks that hit the economy and are propagated to various parts of the economy to create comovements. Economists, however, continue to disagree on what the important shocks are and the exact mechanism that the shocks are propagated to create prolonged economywide effects.

Some of these issues will be reviewed in this chapter. In addition, the short-run fluctuations of the Japanese economy are examined in connection with business cycles. The topic of business cycles is a good setting to think about the role of macroeconomic policy in stabilizing the economy.



4.2 Dating of Business Cycles


4.2.1 Definition

In the United States, the National Bureau of Economic Research (NBER), a nonprofit organization, has been in charge of finding the peaks and troughs of business cycles. The Business Cycle Dating Committee of NBER explains the business cycle as follows:

A recession is a period between a peak and a trough, and an expansion is a period between a trough and a peak. During a recession, a significant decline in economic activity spreads across the economy and can last from a few months to more than a year. Similarly, during an expansion, economic activity rises substantially, spreads across the economy, and usually lasts for several years (https://www.nber.org/cycles/main.html. Last Accessed June 25, 2019).

The ESRI, within the Cabinet Office of the Japanese government, has the task of identifying business cycles. To this end, it compiles and uses two types of indices that represents overall business conditions: the diffusion index (DI) and the composite index (CI). To construct a DI or a CI, several economic variables that are considered to move in the same direction as the general economic condition are selected. For each DI and CI, three indices that differ in timing are constructed. The coincident index is supposed to move contemporaneously with the average business condition. The leading index is supposed to move before the general condition, and the lagging index is supposed to move after the general condition changes. In July 2015, the ESRI substantially changed the components of the business cycle indicators. Currently, there are eleven leading indicators, ten coincident indicators, and nine lagging indicators that are combined to calculate the DI and CI.

Table 4.1 lists the individual series variables for leading, coincident, and lagging indices. The DI is calculated as the proportion of indicators that show increases over their values 3 months earlier. The CI is calculated as a weighted average of the growth rates of the series. In contrast to the DI, which shows only the direction of change in the business condition, the CI provides a quantitative measure of business cycle fluctuation. The Japanese government previously used the DI primarily to date a peak and a trough of the business cycle, but in 2008, it switched the main indicator to the CI. The historical values of these indices since January 1980 to the present day are available at the ESRI website (http://www.esri.cao.go.jp/en/stat/di/di-e.html).





	
Table 4.1





	
Business cycle indicators





	
Leading Indicator Series





	
Index of Producer’s Inventory Ratio of Finished Goods (final demand goods)





	
Index of Producer’s Inventory Ratio of Finished Goods (producer goods for mining and manufacturing)





	
New Job Offers (excluding new school graduates)





	
New Orders for Machinery at Constant Prices (manufacturing)





	
Total Floor Area of New Housing Construction Started





	
Consumer Confidence Index





	
Nikkei Commodity Price Index (42 items)





	
Money Stock (M2) (change from previous year)





	
Stock Prices (TOPIX [Tokyo Stock Price Index])





	
Index of Investment Climate (manufacturing)





	
Sales Forecast DI of Small Business





	
Coincident Indicator Series





	
Index of Industrial Production (mining and manufacturing)





	
Index of Producer’s Shipments (producer goods for mining and manufacturing)





	
Index of Producer’s Shipment of Durable Consumer Goods





	
Index of Nonscheduled Worked Hours (industries covered)





	
Index of Producer’s Shipment (investment goods excluding transport equipment)





	
Retail Sales Value (change from previous year)





	
Wholesale Sales Value (change from previous year)





	
Operating Profits (all industries)





	
Index of Shipment in Small and Medium-Sized Enterprises (manufacturing)





	
Effective Job Offer Rate (excluding new school graduates)





	
Lagging Indicator Series





	
Index of Tertiary Industry Activity (business services)





	
Index of Regular Workers Employment (industries covered) (change from previous year)





	
Business Expenditures for New Plant and Equipment at Constant Prices (all industries)





	
Living Expenditure (Workers’ Households) (change from previous year) (not including agricultural, forestry, and fisheries)





	
Corporation Tax Revenue





	
Unemployment Rate





	
Contractural Cash Earnings (manufacturing)





	
Consumer Price Index (CPI) (all items, less fresh food) (change from previous year)





	
Index of Producer’s Inventory (final demand goods)





	
Source: Cabinet Office, Government of Japan.








In the United States, the reference dates of peaks and troughs are determined by the NBER. The Business Cycle Dating Committee, consisting of several professors, looks at various macroindicators, including real GDP, payroll employment, and other income and production measures. The committee meeting is called as needed specifically to judge these dates.

There is a belief expressed in the business and political talks in both Japan and the US that having two consecutive quarters of negative growth defines a recession (contraction). However, this is a myth. First, when Japan was in its high-growth period, a recession meant a growth recession, with positive growth rates rather than negative growth rates. Second, in both countries, a wider range of indicators than GDP is used to judge business conditions. Third, in both countries, considerable emphasis is placed on monthly indicators in arriving at a monthly chronology, whereas GDP statistics are available only quarterly. Fourth, the NBER committee emphasizes not only the conventional product-side GDP estimates, but also the conceptually equivalent income side, gross domestic income (GDI). The committee notes that differences between GDP and GDI were particularly evident in 2007 and 2008.

Dating business cycles is done by the ESRI, a government agency, in Japan, in contrast to the NBER, a nonprofit think tank, in the United States. Therefore, the announcement of peaks and troughs may be delayed due to political considerations. For example, the peak of November 2000 and the trough of January 2002 were jointly announced in November 2004, a full four years after the starting month of contraction.



4.2.2 Japanese Business Cycle Dates

Figure 4.3 shows the coincident index (CI) of the business conition indicators and peaks and troughs as judged by the ESRI. The shaded area shows the period of contraction (i.e., from a peak to a trough). The nonshaded area shows the period of expansion. Table 4.2 summarizes Japan’s postwar business cycles to 2019. Observe that expansionary periods were about three times as long as recessionary periods before the first oil crisis. One complete cycle from peak to peak (or trough to trough) lasted about three or four years. Notable exceptions were a very long expansion (57 months) that lasted from 1965 to 1970 and even a longer one that we are going through as of this writing (2019).
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Figure 4.3

Composite Index: Coincident index.

Source: Cabinet Office, Government of Japan.

Note: Shaded areas indicate the period of contractions in terms of business cycles.




Table 4.2

Business cycles in Japan

[image: ]

The two oil crises put strong contractionary pressures on the Japanese economy. The growth rate after the 1974 contraction was half that of the preceding expansionary phase, and after the second oil crisis, Japan suffered an unusually long recession. That recession was less acute than the one associated with the first oil crisis, but it was more prolonged, lasting 36 months. One reason for this difference is that monetary policies were conducted much more cautiously immediately after the second oil crisis. After the first oil crisis, monetary restraint was applied too late, and inflation in the Consumer Price Index (CPI) rose to 28 percent in 1974. After the second oil crisis, the BOJ moved quickly to restrain the economy, thereby avoiding its earlier mistake.

The longest expansion was from January 2002 to February 2008. This was a period within the so-called Lost Two Decades (discussed later in this chapter, and also in chapter 14). The average growth rate or the expansion of activity was much lower during the longest expansion than an expansion period in the 1970s and 1980s, not to mention during the rapid economic growth occurring in the 1950s and 1960s.




4.3 Business Cycles and Growth


4.3.1 Growth and Cycles

GDP growth is the most popular summary measure for economic expansion and contraction (or recession). Thus, it is interesting to check how closely the official business cycle dating tracks with the fluctuations of GDP. Figure 4.4 shows the quarterly real GDP in Japan from 1955 to the present.
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Figure 4.4

Real GDP.

Source: Cabinet Office, Government of Japan.

Note: Shaded areas indicate the period of contractions in terms of business cycles.



During the 1950s and 1960s, the Japanese economy achieved phenomenal growth. For each decade, the average growth rate was near 10 percent. During the rapid growth period of Japan (approximately 1955–1972), the term recession meant a growth recession, as noted previously. As depicted in figure 4.4, the annual growth rate never dipped below zero during either decade. Any contraction that was noted by the official business cycle dating was just a drop in the growth rate, but growth continued.

A combination of a monetary policy mistake (to be discussed in later chapters) and a sudden oil price increase generated high inflation in 1973. Then, a sudden contraction of money to stop the high inflation produced a severe recession in 1974. This was the first year since 1950 that Japan recorded negative annual growth. The growth rate recovered in 1975, but not to the previous trend of above 9 percent. A sudden change in the growth rate trend can be explained by several factors, including convergence to high-income advanced countries, a narrowing technology gap with the United States, mounting expenses for pollution controls, and the end of the fixed exchange rate regime. The latter depressed Japan’s growth by limiting the growth of exports that had been made possible by the somewhat undervalued yen under the fixed exchange rate regime in the 1960s. During the period between 1975 and 1990, the growth rate fluctuated from around 4 percent to 5 percent, although Japan was able to avoid negative annual growth.

The average growth rate dipped to the 1 percent–2 percent range after 1992. At that time, recession actually meant a contraction of GDP. In fact, there have been many years since 1992 when GDP recorded a negative growth rate. The stylized picture of expansion and contraction in figure 4.1 started to apply quite well to Japan’s business cycles after 1992. Why Japan’s growth rate became so low (in fact, lower than that of the United States, defying the simple convergence theory) will be explored later in this section.



4.3.2 Tankan

In addition to the business cycle indices published by the ESRI, a tankan survey conducted by the BOJ is a very useful and closely watched indicator of business conditions.3 Tankan is constructed from a quarterly survey of corporations conducted by the bank. Thousands of firms are sampled for various questions on business conditions, and the response rate is always near 99 percent. In the survey, the corporations are asked to provide their judgment on business conditions. The questions are simple: general business conditions (favorable or unfavorable), number of employees at the corporation (excessive or insufficient), financial position of the corporation (easy or tight), and lending attitude of financial institutions (accommodative or severe), to name a few. The survey is taken four times a year, in March, June, September, and December, and published at the beginning of the following month. At the time of a Tankan news announcement, the financial market participants are known to respond if the results are different from what they expected and by how much. Among financial analysts and traders, the word tankan has entered the dictionary in financial/macroeconomic English.

Table 4.3 shows a part of the result for the December 2015 Tankan survey, where more than 10,000 corporations were surveyed and 98.5 percent of them responded. It presents the answer to a question whether business conditions are “Favorable,” “Not so favorable,” or “Unfavorable.” The table shows how the DI (“net percentage point”) is calculated by subtracting the percentage of respondents answering “Unfavorable” from the percentage of respondents answering “Favorable” to the question. The survey is also tabulated separately for manufacturing and nonmanufacturing sectors, and by size of respondent companies (large, medium, and small).



Table 4.3

BOJ Tankan results for business conditions, December 2015

[image: ]

Table 4.4 shows the DI for other questions as well, including employment condition, financial position, and banks’ lending attitude. Comparing September 2015 to December 2015, we find that the business condition did not change much.






	
Table 4.4





	
BOJ Tankan results, December 2015





	
Business Conditions





	
Favorable minus Unfavorable (percentage points)





	
	
	
Sept. 2015


	
	
Dec. 2015





	
Large Enterprises


	
	
	
	



	
Manufacturing


	
	
12


	
	
12





	
Nonmanufacturing


	
	
25


	
	
25





	
Medium-Sized Enterprises


	
	



	
Manufacturing


	
	
5


	
	
5





	
Nonmanufacturing


	
	
17


	
	
19





	
Small Enterprises


	
	
	
	



	
Manufacturing


	
	
0


	
	
0





	
Nonmanufacturing


	
	
3


	
	
5





	
All Enterprises


	
	
	
	



	
All industries


	
	
8


	
	
9





	
Employment Conditions (All Industries)





	
Excessive employment minus Insufficient employment (percentage points)





	
	
	
Sept. 2015


	
	
Dec. 2015





	
Large enterprises


	
	
−9


	
	
−12





	
Medium-sized enterprises


	
	
−18


	
	
−21





	
Small enterprises


	
	
−19


	
	
−21





	
All enterprises


	
	
−16


	
	
−19





	
Financial Position (All Industries)


	
	



	
Easy minus Tight (percentage points)


	
	



	
	
	
Sept. 2015


	
	
Dec. 2015





	
Large enterprises


	
	
22


	
	
22





	
Medium-sized enterprises


	
	
19


	
	
20





	
Small enterprises


	
	
6


	
	
6





	
All enterprises


	
	
12


	
	
13





	
Lending Attitude of Financial institutions (All Industries)





	
Accommodative minus Severe (percentage points)





	
	
	
Sept. 2015


	
	
Dec. 2015





	
Large enterprises


	
	
27


	
	
26





	
Medium-sized enterprises


	
	
23


	
	
25





	
Small enterprises


	
	
16


	
	
17





	
All enterprises


	
	
20


	
	
20





	
Source: BOJ.


	
	
	
	






As a more dramatic example, table 4.5 shows the change in Tankan opinions from June 2008 to June 2009. The table clearly shows that the economic conditions deteriorated in one year. More firms see business conditions as unfavorable than favorable), employment excessive than deficient, financial position tight than easy, and banks’ lending attitude severe than accommodative. The global recession that followed the financial crisis in 2008 was clearly felt by Japanese businesses as well.





	
Table 4.5





	
BOJ Tankan results, June 2009





	
	
	
June 2008


	
	
June 2009





	
Business conditions {favorable–unfavorable}, all enterprises


	
	
−7


	
	
−45





	
Large, manufacturing


	
	
5


	
	
−48





	
Nonmanufacturing


	
	
10


	
	
−29





	
Medium-sized, manufacturing


	
	
−2


	
	
−55





	
Nonmanufacturing


	
	
−5


	
	
−36





	
Small manufacturing


	
	
−10


	
	
−57





	
Nonmanufacturing


	
	
−20


	
	
−44





	
Employment {Excessive–deficient}, all enterprises


	
	
−5


	
	
23





	
Large enterprises


	
	
−9


	
	
20





	
Medium-sized enterprises


	
	
−6


	
	
22





	
Small enterprises


	
	
−3


	
	
23





	
Financial position {easy–tight}, all enterprises


	
	
2


	
	
−12





	
Large enterprises


	
	
18


	
	
1





	
Medium-sized enterprises


	
	
7


	
	
−7





	
Small enterprises


	
	
−8


	
	
−20





	
Lending attitude {accommodative–severe}, all enterprises


	
	
10


	
	
−11





	
Large enterprises


	
	
19


	
	
−9





	
Medium-sized enterprises


	
	
12


	
	
−9





	
Small enterprises


	
	
5


	
	
−13





	
Source: BOJ.










4.3.3 The Unemployment Rate and Industrial Production

The unemployment rate is another indicator that shows economic fluctuation. When economic activity contracts, companies lay off employees, stop new hires, or both, increasing the unemployment rate. However, companies tend to wait and see whether a decline in sales and orders is a short-term shock or a more persistent one before firing workers. That is why it is a lagging indicator in business cycles, as shown in table 4.1.

Figure 4.5 shows the unemployment rate of Japan (a solid line) and of the United States (a broken line). In the 1970s and 1980s, the unemployment rate in Japan was lower than the US by a wide margin, and Japanese unemployment was increasing very gradually without much fluctuation, while the US unemployment fluctuated widely, reflecting business cycles. As recently as 1992, Japan’s unemployment rate was very low (at around 2 percent), while the US unemployment rate was consistently higher than 4 percent until 2018. Reasons for the low and stable Japanese unemployment rate in the 1970s and 1980s will be given and explained in chapter 10.
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Figure 4.5

Unemployment rates, Japan and US, 1970–2018.

Sources: US Bureau of Labor Statistics; Statistics Bureau, Ministry of Internal Affairs and Communications, Japan.



However, during the stagnation that occurred after the collapse of asset prices in the early 1990s, the Japanese unemployment rate rose rapidly, becoming higher than the US unemployment rate in November 1998, roughly one year after the banking crisis of Japan; and the reversal continued until November 2001. From 2003 until 2014, the unemployment rate in Japan fluctuated markedly as output activities expanded and contracted, suggesting that the Japanese labor market became more flexible, similar to the US labor market.

During the two brief periods of recovery in 1996 and 2000, the unemployment rate did not fall, and it rose sharply in the recessions that followed those recoveries. Only after 2003, when a sustained recovery finally took place, the unemployment rate started to come down, but not to the low level of the 1980s. The unemployment rate started to rise in the recession that started in October 2007, and it rose sharply after Lehman Brothers failed in September 2008.

Figure 4.6 shows the index of industrial production, a coincident indicator. The country’s industrial production rose steadily in the 1970s and 1980s (except for a brief period following the first oil crisis). However, from 1990 to 2014, the trend stopped and the index has been fluctuating around the constant. After Lehman Brothers’ failure, the index fell sharply to the level of the mid-1980s. Its recovery was quick, but as of the third quarter of 2018, it has not recovered the peak it reached in the beginning of 2008.
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Figure 4.6

Industrial production index.

Source: Ministry of Economy, Trade and Industry, Japan.






4.4 Understanding Business Cycles


4.4.1 Two Schools of Thought

There are various theories on what causes business cycles and what economic policy could and should do to tame them. We can group those into two schools of thought. One believes that the market economy tends to be cyclical by nature, and that large fluctuation of economic activity is harmful. The other tends to believe that the market economy, if left alone, is reasonably stable. Even when the economy sometimes exhibits cyclical behavior, it is a result of the optimizing behaviors of individuals, and lessening economic fluctuation, even if it is possible, does not increase the social welfare.

The former view is associated with John Maynard Keynes, who witnessed the empirical failure of classical economics, which was the dominant academic paradigm back then, in understanding and responding to the Great Depression of the 1930s, and in response, created a new field that we now know as macroeconomics. According to the Keynesian view, optimizations by individuals may not add up to creating the optimal outcome at the aggregate economy level. In economics, the idea is called fallacy of composition. For example, when the economy is in recession and individual incomes decline, it may be prudent for individual households to reduce consumption (“tighten the purse strings,” so to speak). If everybody reduces consumption, however, economic activity slows and the economy falls into deeper recession. Thus, exogenous shocks such as droughts, floods, and oil price increases are amplified and create business cycles. Macroeconomic policy can alleviate inefficiencies of business cycles. In this example, fiscal expansion (i.e., more spending) by the government can compensate for the reduction of consumption in the private sector, hence mitigating the recession.

Demand shocks play a preeminent role in the Keynesian view of business cycles. Prices and wages in a Keynesian model do not adjust to changes in demand and supply instantaneously. As a result, excess demand (shortage of goods) or excess supply (an increase in inventories) may result. The assumption of sticky prices is central to Keynesian (and more recently, New Keynesian) macroeconomics. Because prices do not fully adjust to macroeconomic shocks, the shocks lead to wide swings in quantities of output, employment, and other aggregate economic variables. Keynes (1936) originally focused on the shock to investment demand as an exogenous source of fluctuations in the economy. He postulated that fixed investment by business was governed by the animal spirits of entrepreneurs. Macroeconomic shocks may hit other components of the aggregate demand as well, such as consumption or exports.

The textbook Keynesian model tells a story like the following to explain how a macroeconomic shock is propagated in order to generate business cycles. For a given level of production, a surge in demand (sales) leads to a sudden decrease in inventories. Observing this, producers start to produce more by hiring more workers and to expand productive capacity by investing more. There will be increased investment and employment, which results in a further increase in consumption. Both increased consumption and investment will create more demand for products. Thus, an increase in demand tends to reinforce itself, creating a sustained boom.

This process, however, cannot continue forever. Although prices and wages are sticky, continued increases in demand apply upward pressure on prices and wages, and eventually, they start to rise. Thus, a boom leads to inflation (i.e., a sustained increase in the general price level) unless the productive capacity of the economy continues to grow in pace with the demand side. Higher prices increase the demand for nominal money because people now need more money to buy the same amount of goods. This pushes up the price of money, which is the interest rate. (Note that money usually does not yield interest income on its own. Thus, people give up interest income by holding money instead of interest-bearing financial assets such as government bonds. In this sense, the interest rate is the price that people pay for holding money. In economics, interest is the opportunity cost of holding money.) Higher interest rates discourage investment, thereby dampening an economic boom. Inflation will also prompt the government to put discretionary restraints on the economy. Once the economy hits a downturn, the whole process will be reversed.

The other view, sometimes called new classical economics, follows the tradition of classical theory based on the assumption that prices are completely flexible, contrary to the Keynesian view. Thus, demand shocks play a limited role in creating business cycles. A demand shock changes prices and wages quickly, without quantities deviating very much from the supply. In the new classical model, business cycles are caused by supply-side factors. Among the supply shocks, the new classical model stresses the importance of shocks to total factor productivity, which was covered in chapter 3. Thus, the analysis of business cycles is closely linked to the study of economic growth.

The new classical model of business cycles and economic growth—often identified as real business cycle theory, typically explains economic fluctuations as the result of optimizations by individuals. It can be shown that if every individual shares the same objective function and the markets are complete and perfect, the economy behaves as if it consists of a single optimizing decision-maker (i.e., representative agent). The economy may fluctuate, but that fluctuation reflects the optimal outcome. Shocks come mainly from the supply side, such as technology shocks (e.g., an innovation in the production process) and natural disasters. Employment fluctuates because of workers’ preferences for more work or more leisure. Hence, there is no role for government intervention to minimize economic fluctuations, even if such an intervention raises output temporarily.

Another important element in the new classical view, which is now considered the standard benchmark model in economics and finance, is to emphasize how the private sector forms expectations rationally and change their behavior when the government changes its policy. The rational expectation assumption implies that expectations formed by households and firms would not be consistently wrong, as these actors are smart enough to change their expectations when they consistently turn out to be wrong. For example, the government may be able to surprise and stimulate the economy through a tax cut financed by future tax increases. But if the government repeats such a policy, the public would soon learn that a tax cut is always followed by a tax increase and would stop reacting in the desired fashion.



4.4.2 The Political Business Cycle

Before we look at the remarkable boom and bust of the Japanese economy from the 1980s to the 1990s, let us look at another view of business cycles that stresses noneconomic shocks and how they apply to the Japanese experience. The political business cycle theory was developed by Nordhaus (1975), Hibbs (1977, 1987), and others.4 The theory argues that political factors influence macroeconomic policy and create business cycles. The incumbent government may stimulate the economy before an election to seek reelection. A change of the ruling political party may change macroeconomic policy drastically.

The theory was motivated by the US experience, where presidential elections take place every four years. The incumbent president and his or her party has incentives to use macroeconomic policies to influence economy in an attempt to convince voters of good economic outcomes if they are elected. In Japan, the timing of general elections is an endogenous policy variable. The prime minister may dissolve the House of Representatives at any time during his four-year term. Thus, the causality goes both ways: scheduled elections could cause business cycles as in the US; but economic expansions could induce prime ministers to call for a snap general election.

Inoguchi (1983) and Ito (1990), among others, modeled political business cycles in the parliamentary system. Inoguchi concluded that it was more likely that the Japanese government seized the opportunity created by good economic performance to call a general election. He attributed his finding in part to Japan’s strong bureaucratic system, which is independent of political influences.

Ito (1990) confirms that the government tries to call a general election when the economic condition is favorable, but he also finds that the constraint that the government has to call an election at least once in four years is important. According to his estimation, the probability of an election tends to increase with the growth rate, to decrease with the inflation rate, and to increase as the number of quarters since the last election increases. In particular, an election called relatively early in the term is accompanied by a very high economic growth rate, and an election called near the end of the term may be accompanied by a moderately high economic growth rate (because time is running out until an election must occur).

He also finds an interesting change over time. Before the mid-1970s, the negative relation between economic performance and the time since the last election was clear. Elections called between the tenth and eleventh quarters after the last election were accompanied by growth rates exceeding 4 percent. When the term went into the fourth year (the thirteenth quarter and later), elections were called with the growth rate as low as 2 percent. In each case, the growth rate for each election quarter is higher than that for the preceding quarter.

After the mid-1970s, the relation became much less clear. The first election cycle after the first oil crisis went to the full four-year term for the first time. It is likely that the government did not realize that a structural change had permanently lowered the growth rate. The government waited and waited for a high-growth quarter, but it never came. The election cycle that started in the first quarter of 1980 lasted only half a year, and the election was called when the economic performance was not particularly strong.5

The Japanese experience indicates that the government did not manipulate policies in anticipation of approaching elections, as the political business cycle theories for a presidential system argue. Instead, general elections were usually held during times of economic expansion. In other words, the Japanese government, rather than economic conditions, opportunistically manipulated the timing of elections.6




4.5 Japan’s Business Cycles


4.5.1 The Rapid Economic Growth Period

This section looks at Japan’s experience with business cycles up to the early 1980s. We will find that demand shocks were very important for the business cycles during this period. Thus, the Keynesian approach is more promising, and so it will be used to make sense of the Japanese experience.

The textbook Keynesian story discussed previously is too simplistic to apply to literally any economy, including the Japanese economy. One important additional consideration when we look at the Japanese experience during this rapid economic growth period is the implications of international capital control with the fixed exchange rate regime. Until the late 1960s, Japan had strict capital controls; any foreign investment in Japan and any Japanese investment were subject to government approval. Foreign currencies earned by exporters had to be converted into yen, and any importers who needed foreign currency had to apply to the government for it. Any claims against foreign countries were thus maintained as foreign reserves held in the Foreign Exchange Fund Special Account. To prevent the loss of its foreign reserves, Japan had to maintain a trade balance of zero over each business cycle.

During the 1950s and 1960s, Japan took part in the Bretton Woods system, as almost all other countries did, maintaining a fixed exchange rate to the US dollar. The fixed exchange rate benefited Japan in several ways. For example, the requirement to maintain the fixed exchange rate provided an automatic mechanism to prevent the economy from overheating (which is often followed by correction and severe recession). When the Japanese economy was in a boom, imports rose faster than exports. Strict capital control before the mid-1970s meant that Japan could not finance trade deficits with capital inflows. Because the exchange rate could not move from 360 yen per US dollar and Japan’s foreign reserves were scarce, Japan’s only option was to try to slow growth. Interest rates were raised, bank credits were restricted, and the government expenditures were reduced until imports slowed enough to bring the balance of payments back into line. In this sense, the international balance of payments imposed a ceiling for economic expansion and moderated the amplitude of expansions and contractions. In the 1950s and 1960s, the ceiling of the balance of payments was much lower than that of productive capacity and inflation. Hence, most economic fluctuations during this period were triggered by fluctuations in the balance of payments.



4.5.2 Downturn in 1973–1974

In August 1971, the United States unilaterally abandoned the Bretton Woods system, and the major currencies were revalued against the US dollar. This was done in an attempt to restore a fixed exchange rate regime with adjusted exchange rates, and the new dollar/yen rate and a wider fluctuation band around it were tried from December 1971. However, yen appreciation pressure continued. Finally, in February 1973, all efforts to fix the exchange rate were abandoned. The yen-dollar exchange rate has been floating during most of the period from February 1973 to the present.7 These changes in the early 1970s created a new situation as far as the expansion ceiling was concerned. As early as the late 1960s, trade surpluses sustained for a long period of time were observed, even during expansionary periods. This means that the ceiling on demand expansion imposed by the balance of payments was raised, and the aggregate-supply ceiling was soon to become lower than the balance-of-payments ceiling. (Details of the exchange rate regime will be discussed in chapter 12, and the challenges of monetary policy under the floating exchange rate are described in chapter 6.)

The importance of the aggregate supply ceiling became clear when the Japanese economy was hit by a large supply shock in the mid-1970s. The oil crisis of 1973–1974 caused a sharp decrease in productivity and lowered the aggregate-supply ceiling. Japan could either keep fewer products for domestic use (because it had to pay more for imported crude oil) or reduce aggregate supply in order to reduce the use of oil, provided that the level of oil used in production was fixed in the short run. Either way, this meant the slowdown of production and inflation (the aggregate demand exceeded the now-lower aggregate supply). Japan was one of the many developed economies that experienced stagflation (defined as a combination of economic stagnation and inflation) following the oil price shock of the 1970s. In economic terms, sharp oil-price increases represented adverse technological shock. Producers obtained less output from the same inputs of labor and capital. To offset the negative technological shock, many countries invested in energy-saving technologies, which eventually allowed them to use less oil to produce the same amount of output.

The disappearance of trade deficits acting as a constraint on monetary expansion created a serious problem for monetary policymaking. In the early 1970s, the Japanese economy expanded, but trade remained more or less balanced. The BOJ, which was accustomed to using these deficits as its guide for monetary policy, did not tighten monetary policy. Continuous monetary expansion created what was called “excess liquidity.” The CPI inflation rate rose to 10 percent by mid-1973. The sharp oil price increase from October 1973 into 1974 accelerated the inflation rate to a level that Japan had not experienced since immediately after World War II, which led to the high inflation of 1973–1974. A detailed analysis of monetary policy during this period will be presented in chapter 6.

To contain inflation, the BOJ hiked the interest rate sharply in 1974. This produced an acute economic contraction, which was visible in any of the business cycle indicators described previously. The year 1974 became the first to record negative growth since 1950, and the trend growth rate halved after 1975 compared to the pre-1973 rapid growth period.



4.5.3 The Moderate Growth Period

From the mid-1970s to the mid-1980s, Japan experienced very stable economic growth though at lower levels than in the rapid economic growth period. This is clear from table 4.6, which gives comparative summary statistics for growth rates of real GDP for several 15-year intervals (1960–1974, 1975–1989, and 1990–2004) for Japan and the United States. In Japan, although the average growth rate declined by half, the volatility of growth declined more significantly during the second 15-year period. This is evident either from the standard deviation (SD) or from the range (the difference between the maximum and minimum growth rates). The coefficient of variation (i.e., the SD divided by the mean) decreased by half in Japan. A similar decrease in the amplitude of fluctuations was not observed in the United States.8


Table 4.6

Summary of trend growth and volatility
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Why did the amplitudes of economic fluctuations decrease in Japan after 1975? First, a close examination of the composition of aggregate demand reveals that investment became less volatile during this period. To be precise, the weight of inventory investment declined, and the volatility of inventory and fixed investment declined. Because investment fluctuations are a major source of economic fluctuation, declining volatility of investment contributes to the decline in overall economic fluctuation.

The average share of inventory investment in Japan’s GNP (in real terms) for 1975–1989 was 0.6 percent, versus 2.0 percent for 1960–1974. The SD of the share declined from 0.63 for 1960–1974 to 0.22 for 1975–1989. The average share of fixed investment in GNP did not decline during 1975–1989 in comparison with 1960–1974. In fact, it rose slightly, from 30.3 to 32.1. The SD of the fixed-investment share, however, declined from 4.81 to 1.91. This undoubtedly contributed to the considerable decline in overall economic fluctuation.

There are three possible reasons behind the decline in inventory fluctuation. First, the industrial structure shifted toward a larger service sector, so inventories could be smaller in proportion to output. (This factor was more intense for the United States, but a similar decline in economic fluctuations was not observed there.) Second, the inventory-management system in Japan became advanced and the inventory-to-sales ratio declined sharply in the manufacturing sector. Third, monetary policy became steadier during the decade after 1975. The average growth rate of the money supply has been brought down gradually since 1975, and its fluctuation also lessened.

In the late 1980s, Japan was enjoying a long expansionary phase. It had not experienced negative growth since 1974. As expansionary phases became longer and recessionary declines became shallower, the interest in business cycles in Japan was fading away. Nobody would have imagined that the Japanese economy would enter a long period of stagnation soon.




4.5.4 The Bubble and the Lost Two Decades: 1987–2012

In the late 1980s, the Japanese economy enjoyed an expansion that lasted more than four years (November 1986 to February 1991). GDP growth rates were accelerating. This expansion was accompanied by an extraordinary appreciation of asset prices, especially stock and land prices. As was discussed previously, the time when the balance of payments provided the ceiling for an economic boom was long gone. In this expansion, the warning of inflation was not apparent, either. The economy continued to grow with only mild inflation in goods and services. However, the sharp increases in stock and land prices in the 1980s were followed by sharp decreases in both in the 1990s. When stock prices started to fall in 1990, the decline was seen as a correction of too-fast increases. It was thought that prices would not fall further than what was needed for the correction. However, stability was denied again and again from 1991 to 1995. Land prices started to fall in 1991, and these declines had large impacts on the banking system, as many loans to real estate and construction companies became nonperforming and eventually had to be written off. To examine this further, let us first look at the data.

Asset prices grew exponentially in the second half of the 1980s. Figure 4.7 shows the stock price index (Nikkei 225) and the land price index (commercial land in the six largest cities (Tokyo, Yokohama, Nagoya, Kyoto, Osaka, and Kobe)) from 1970 to 2018. Nikkei 225 is a stock price index that tracks the average of the major 225 stocks on the Tokyo Stock Exchange. The graph shows that the Nikkei 225 rose from around 10,000 yen in 1984 to almost 40,000 yen by the end of the 1980s. The index reached its maximum of 38,915.87 yen on the last trading day of 1989, which has remained the highest point reached to date. Thus, stock prices quadrupled in six years, with an average annual growth rate of 26 percent. However, all these gains were lost in the next ten years. The stock prices continued to decline to reach a bottom of 7,054.98 yen on March 10, 2009—about the level back in 1982.
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Figure 4.7

Stock prices and land prices, 1970–2018.

Source: Nikkei and Japan Real Estate Institute.

Note: Land prices refer to the index for commercial lands in six large city areas (ku-areas of Tokyo, Yokohama, Nagoya, Kyoto, Osaka, and Kobe).



The land price index is calculated by the Japan Real Estate Research Institute. The value of the index is normalized to be 100 for the monthly number of March 2000. The graph shows that the average land price index rose from around 90 in 1984 to about 150 by its peak in 1991. The increase in the prices of land for commercial use was more dramatic: The index rose from around 110 in 1984 to almost 200 in 1991. The indices here are the averages for all cities in Japan. If we look at the land prices in large cities, they increased much more rapidly, especially for commercial land.

As these statistics make evident, the boom in stock and land prices did not continue forever. After the asset prices started to fall and the economy started to cool down, many people claimed that the asset prices during this period were far above their real values and contained speculative components, or bubbles. This period become known as the bubble economy in Japan.

In economics, a bubble is defined as the deviation of an asset price from its fundamental level, which is the intrinsic value of the asset to the owner when she or he holds the asset to maturity (or forever, in the case of assets without maturity, such as stocks and land). Let us consider an example of a stock that pays a constant dividend of X yen per share. By holding a stock, an investor receives the dividend of X yen every year. So the fundamental value of the stock is determined by a stream of dividends.

The fundamental value of a stock is also influenced by the interest rate. To see this, consider a simple example of a financial investment decision. Suppose that you have 1 million yen that you want to invest. You have two choices: Deposit it into a bank account at an interest rate of r (0.02 if the interest rate is 2 percent), or buy a stock at the price of P that is expected to pay a dividend of X. If you deposit 1 million yen, you will get r million yen in a year as the net return. If you buy the stock, you can buy 1/P million shares, which pay X/P million yen in dividends in a year. The net annual returns from these two investment strategies must be the same, ignoring the risk. (In the real world, however, stock prices may go up or down, so that compensation for risk should be added to X. For simplicity, though, we are ignoring that aspect in our example.) If the return from investing in the stock exceeded the return from the bank deposit, for example, everybody would try to buy stocks, and the stock price would increase. An increase in P would lower the return from the stock toward the deposit rate. Thus, in the end, X/P must equal r. This implies:

P = X/r.

The fundamental value of a stock is given by the dividend payment divided by the interest rate. More generally, one can show that the fundamental value of a stock is equal to the present discount value of the future stream of dividends. When both the dividend and the interest rate (discount rate) are constant, the formula is reduced to the expression given here.

We can make essentially the same argument for the fundamental value of land. By holding land, one receives rent from a renter or from him or herself. For the latter, it is called imputed rents. Thus, the fundamental value of land is the present discount value of the future stream of rent. When both the rent and the interest rate are constant, the fundamental value of land is given by the rent divided by the interest rate.

The bubble is then defined by any sustained (and often increasing) deviation of the asset prices from the fundamental values. Another practical sign of a bubble is an increase in the ratio of those who purchase the assets for expected price increases, rather than receiving dividends (in the case of stocks) or rents (in the case of land). There are many well documented cases of how real estate prices were bid up by pure speculation about future price increases in Japan in the late 1980s. Banks were willing to lend to a prospective owner of a house more than its current sales value, on the assumption that the value of the house (i.e., the collateral) would soon increase enough to justify the loan.

As we have just seen in the equation, a permanently lower interest rate increases the fundamental value of assets. Indeed, this is the most popular rationale of why asset prices rose in Japan in the late 1980s. As the argument goes, the low-interest-rate policy of the BOJ in the late 1980s made money cheap, and the money that flowed into the stock and land markets pushed up prices. (Monetary policy during this period will be examined in more detail in chapter 6.) The policy interest rate at the time was the Official Discount Rate (ODR), the interest rate the BOJ uses to lend liquidity to commercial banks, and the ODR was brought to 2.5 percent in February 1987, a record low. Thus, low interest rates contributed to increasing asset prices.9

How far do the low interest rates and other fundamental elements (higher dividends and rents, for example) go in explaining asset price appreciation in Japan in the late 1980s? If these fundamental factors can explain most of the asset price appreciation, there is little room to argue for the existence of a bubble. Kazuo Ueda (1990) asks this question. He examines if changes in fundamental factors such as low interest rates and expectations for higher dividends or rents can explain the run-up of stock and land prices. He also considers possible changes in the risk premium, which is not included in our simple model. After careful examination, he concludes that land price increases can be explained mostly by changes in the fundamentals. Explaining the surge in stock prices by changes in the fundamentals is more difficult, however, and Ueda concludes that the increase in the stock prices in the late 1980s may have been bubbles.

Ueda (1990) is an exception that warns of the possibility of there being a bubble in the midst of an asset price boom. Although Ueda assumes a permanent decline in the interest rate, Ito and Iwaisako (1996) show that if investors expect that the low interest rate would last only for a few years, the part of the increase in the stock price that can be explained by the fundamentals is even smaller.

Barsky (2011) points out that disagreement among investors about the fundamental may explain most of the increase in stock prices in the bubble years. If limitations on short sales are in place, stock prices reflect the assessment of the most optimistic investors. Survey evidence shows that the majority of the investors did not believe that shares were overvalued compared to the fundamentals, even at the peak of the stock price boom in the late 1980s. Thus, the stock price boom in Japan may be explained by the investors’ perceptions of the fundamentals.

The asset price boom also generated a booming economy on the real side, such as industrial production and real GDP, as well. Regardless of the reason for asset price increases, consumption and investment are stimulated by a boom. There are two important channels through which asset prices influence real economic activities. First, increases in the value of household financial assets encourage people to consume more and create a consumption boom. This is called the wealth effect. Second, increases in the value of corporate assets make it easy for corporations to finance investment because the firms can use those more valuable assets as additional collateral to borrow more from banks. This is called the collateral effect.

Both the wealth effect and the collateral effect were important in the Japanese boom in the late 1980s, but the collateral effect was the more important of the two. The fixed investments by businesses grew rapidly and made the largest contribution to the expansion of the 1980s.

The asset prices peaked at the beginning of the 1990s and started declining sharply. Recall Figure 4.7, which showed the stock price index and land price index. The graph shows that stock prices started to fall in 1990, lost almost 50 percent in one year, and continued to fall. Figure 4.7 also shows the precipitous decline of land prices in the 1990s and 2000s. The peak of a land price index was in 1991, which is a bit later than the peak of stock prices. This may be because the land price index was constructed based on the appraisal value, which may lag the actual transaction price movements. The land prices fell gradually over the next twelve years or so. By 2004, land prices declined to mere one-eighth of the peak value. There was a slight increase between 2004 and 2007, but they declined again after 2008.

Why did stock and land prices fall so sharply in 1990–1991? As the low interest rates in the second half of the 1980s were one of the factors to push up the asset prices, the rising interest rates from 1989 had a negative impact on asset prices starting in 1990. The BOJ had been raising interest rates since May 1989, fearing that asset inflation would lead to inflation of goods and services. The ODR was raised from 2.5 percent in April 1989 to 6 percent in August 1990. Since a high interest depresses the fundamental value of stocks, as indicated from (P=X/r), this interest rate hike must have contributed to the collapse of asset prices. Although stock prices and land prices continued to rise a half-year and one year after the initial rate hike, respectively, both started to fall eventually.

Another policy that gave a substantial blow to land prices was regulatory tightening in real estate lending. In March 1990, the Ministry of Finance (MOF) imposed a regulation that restricted the amount of bank loans to construction, real estate, and nonbank sectors that include leasing companies, consumer finance companies, and jusen, a Japanese abbreviation for housing loan specialized companies to be explained in detail in section 5.5.1. Although nonbank sectors became a loophole, which then lent to real estate developers via wholesale funding, the regulation sent a clear signal that the government would do all it could to stop land prices from rising further. (The policy switch was supported by social concerns that housing prices were becoming too high for average employees.)

When asset prices start falling sharply, the wealth effect and the collateral effect are put into reverse gear. Households, which lose the value of equities they hold, reduce their consumption spending. For their part, corporations find it hard to finance their investments as their collateral now has a lower value. Aggregate demand falls, and the economy enters a contraction phase.



4.5.5 The Lost Two Decades

As shown in the preceding chapter, the Japanese economy stagnated throughout the 1990s and the 2000s, recording several spells of negative growth. Many people call this period of the economy the Lost Two Decades. The economy briefly recovered in 1996, and again in 2000, but in both cases, the recovery was short-lived and the economy went into recession again. The economic expansion from 2002 to 2008 (recall table 4.2) was one of the longest expansions. However, the cumulative growth during the expansion was not great. This was an expansion without a sense of a boom.

To the extent that there were bubbles in asset prices in Japan in the late 1980s, the bursting of the bubble was inevitable. An important question is why the decline continued so long and was so deep, bringing down the entire economy. The stock and land prices in 2003 were at the levels reached in the early 1980s—the markets lost everything they gained during the bubble years, and more. The unemployment level soared and industrial production stopped rising. The bubble and its bursting present another example of large economic fluctuation in postwar Japan. The prolonged and protracted stagnation was not only the result of the inevitable bubble burst, but also a reflection of various policy mistakes. This will be explained more in chapter 14.

Our explanation of the Lost Two Decades stresses the importance of demand shocks, focusing on the wealth and collateral effects. There is an alternative view that focuses on supply shocks. For example, Fumio Hayashi and Edward Prescott (2002) argue that the Japanese stagnation in the 1990s can be fully explained as the response to the supply shock, such as increases in voluntary quits and voluntary idling of factories, in the early 1990s, which permanently reduced the total factor productivity.

Were demand shocks responsible for the Japanese stagnation in the 1990s? Or were supply shocks more important, as Hayashi and Prescott claim? Probably both shocks were important. One important characteristic of the Japanese stagnation in the 1990s, however, points to aggregate demand as the more important factor. For most of the 1990s and the early 2000s, the Japanese economy suffered from deflation. The details of this phenomenon will be examined in chapter 6, but a brief description is given here.

Deflation is defined as a sustained fall in the general price level, or sustained negative rates of inflation. There are a few different definitions of prices. Most representative price indexes are the GDP deflator and CPI (all goods, or excluding fresh food). However, for most of the late 1990s and early 2000s, the inflation rate was negative, no matter what definition is used.

A combination of deflation and low industrial production suggests that the aggregate demand fell short of the potential output most of the time. The comovement of prices and output is consistent with a demand shock‒based explanation of stagnation. If the shrinkage of aggregate supply had been the dominant cause of the stagnation, with little change in the aggregate demand, we would have observed inflation instead of deflation. Thus, the fact that Japan suffered from deflation along with output decline suggests that the demand factor was more important to the Japanese stagnation. Many more aspects of the Lost Two Decades will be discussed in chapter 14.




4.6 Demand Shortage or Structural Problems?

The average growth rate in Japan sank to about 1 percent between 1992 and 2012. Therefore, a contraction often literally meant shrinkage of GDP. There has been a debate about the primary cause of such a dramatic decline in economic growth. It is natural for a rapidly growing, middle-income country to experience a slowdown in the growth rate once the catch-up phase of the growth is complete. Japan’s growth rate, however, not only declined, but also became lower than more mature economies such as the United States.

One view focuses on shortage of aggregate demand, which is in turn caused by the collapse of the bubble economy in the 1980s and macroeconomic policy mistakes that followed. The opposing view focuses on aggregate supply and points out structural factors that reduced the potential growth rate, such as aging of the population and rigidity of economic institutions.

These two views lead to starkly different policy recommendations. If Japan’s stagnation is mainly caused by a demand shortage, stimulating aggregate demand through expansionary monetary and fiscal policies would be the solution. If the stagnation derives from structural factors, however, there would be little room for expansionary monetary and fiscal policies. What Japan needs in that case is structural reforms to improve its supply capacity.

Those who believe that a demand shortage created the Lost Two Decades mainly blame monetary and fiscal authorities. When the bubble economy collapsed, the monetary and fiscal authorities underestimated the size of the negative impact on consumption that would occur through the negative wealth effect of the collapse of asset prices, and so they were slow to switch to expansionary policies.10

The supply-side view emphasizes the structural factors that lowered the potential growth rate.11 For example, declining fertility slowed the population growth and, more important, the growth of the labor force, both of which eventually turned negative. In addition to the demographic challenge, Japan was slow in adjusting its economic structure to continue growing in the post-catch-up phase. In advanced economies, growth happens less through accumulation of labor and capital inputs and more through technological progress. Technological progress in turn comes not only from productivity growth at existing production units, but also from economic restructuring, whereby old firms and factories with low productivity are replaced by new production units with higher productivity. Japan lacked such economic dynamism of creative destruction, which led to sluggish productivity growth when the catch-up phase of the economic growth ended.

The delay in dealing with the nonperforming loan problem that banks suffered after the collapse of the bubble economy exacerbated the supply-side problem. Banks tried to hide the real extent of the nonperforming loan problem by continuing to lend to nearly insolvent customers (known as zombie lending). This lending crowded out loans to productive sectors and depressed investment.

The persistent deflationary trend since the mid-1990s suggests that demand shortage was a bigger problem than reduction of potential growth rates. If the supply constraint had been dominant, Japan would have experienced inflation. The demand shortage, however, was not the only problem. If it had been the only problem and the potential growth rate had not suffered, we would have observed a deflationary spiral instead of a persistent but small magnitude of deflation. Thus, we can conclude that Japan suffered from both demand shortages and reduced potential growth rates during the Lost Two Decades.




4.7 Summary

The Japanese business cycles prior to 1973 are best understood in terms of the traditional Keynesian model, with a balance-of-payments constraint. When an economic expansion continued for a while and foreign reserves declined, monetary and fiscal policies were used to cool down the economy to reduce imports. But then two oil crises (adverse supply shocks) in the 1970s caused economic downturns.

Overall, the amplitude of fluctuations became much smaller after 1975. This may be attributed to several factors, including the lifting of the balance-of-payments constraint through the adoption of flexible exchange rates and the move toward better monetary policies in order to prevent inflation.

Although inflation of the prices of goods and services was kept in check, asset prices (i.e., stocks and land) rose very quickly. The spectacular asset price boom in the late 1980s is now considered to have been a speculative bubble, which collapsed equally spectacularly. The Japanese economy has been extremely slow in recovering from the bursting of this bubble. Demand shortages were the primary cause of economic stagnation, but the supply-side problem that depressed the potential growth was also important.



Appendix 4.A: A Simple Keynesian Macroeconomic Model: Review

Here, we present a bare-bones model of macroeconomics. This is intended as a review of the textbook macroeconomics model. For a much more detailed discussion of this type of model, consult a standard macroeconomics textbook, such as Blanchard (2009).

Aggregate Demand: Recall that aggregate demand is the definition of GNP as the sum of expenditures:

Yd = C + I + G + (EX − IM)

In the simplest macroeconomic model, consumption is assumed to be a function of current disposable income, Y: C = cY. Suppose that I and G are determined exogenously. Exports (EX) are determined by foreign demand and are thus exogenous to Japan’s economy. Imports (IM) depend on domestic disposable income: IM = mY.

The equilibrium output in the short run, Y, is determined by the aggregate demand, so that Y = Yd. Substituting all the assumed relationships into the equation given previously, we obtain

Y = cY + I + G + (EX − mY)

That is, (1 − c − m)Y = (I + G + EX), or
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At the equilibrium level of income, Y*, there is no guarantee that the trade balance (balance of payments), EX − IM, is zero. Given that IM = mY, restraining the aggregate demand (say, by reducing G) would restore the balance of payments. But then the aggregate demand would fall, and a recession may result.

Money and Interest Rates: Let us expand this model now by introducing money and interest rates. Money is a financial asset, but it differs from other kinds of assets in that (1) it can be used to buy goods (medium of exchange) and (2) it does not yield any interest income. Thus, people need money to buy goods. We assume the demand for money is given by

Md = P(hY − ki),

where P is the general price level, i is the interest rate, and h and k are positive constants. As people’s income increases (Y), they need more money. When the general price level increases (P), people need more money as well. Finally, a high interest rate (i) means that the opportunity cost of holding money is high, so people decide to hold less money.

In the short run, we assume that the price level does not change, so P stays the same. This corresponds to the Keynesian assumption of sticky prices.

The interest rate also influences the investment demand because it is the cost of funds that corporations need to pay to carry out investments. Let us now assume that the investment is a decreasing function of the interest rate: [image: ] Substituting this into equation (A.1), we get a relation between the equilibrium output and the equilibrium interest rate (often called the IS relation):
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Setting the money demand equal to the money supply, which is determined by the central bank, we get another relation (often called the LM relation).
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One can solve the system of equations (A.2) and (A.3) to calculate the equilibrium output and the interest rate. Then, one can find that a monetary contraction (reduction of M) raises the interest rate and reduces the output. As a result, the import declines and the trade balance improves. This is what the BOJ did when Japan’s trade deficits started to rise during the boom under the fixed exchange rate regime.

Productive Capacity and Inflation: The assumption of a constant price level may be reasonable when the economy operates below the level of potential output. Because there is unused productive capacity, the firms can expand without applying much upward pressure on wages and raw material prices. When the economy reaches its productive capacity, however, the firms have to raise wages to attract workers. To cover these higher wages, the firms have to raise the prices of their products, and the general price level starts to rise. This continues so long as the aggregate demand exceeds the potential level of output. Such sustained increase in the general price level is called inflation.

Inflation can reverse an expansion of the economy by reducing the real amount of money (M/P) if the central bank expands the money supply at the same time. The interest rate rises and the output falls. By the early 1970s, this inflation ceiling for economic expansion for the Japanese economy was lower than the ceiling imposed by the balance of payments.



Appendix 4.B: Theories of Business Cycles

A simple macroeconomic model, the IS-LM model, outlines the differences among theories of business cycles.

Suppose that aggregate demand is determined by the IS-LM model. If the aggregate demand is greater than the aggregate supply (i.e., if there is excess demand), then the price level will rise slowly over time, and vice versa.


Keynesians

A Keynesian economist assumes that prices are rigid in the short run. This means that there is no guarantee that aggregate demand, Yd, becomes equal to aggregate supply, Ys. If investment demand (I) fluctuates with investors’ moods (animal spirits), then it disturbs the economy. Alternatively, fluctuations in the income (Y ★) of foreign countries would affect exports from this country. Fluctuations in the components of aggregate demand I and EX cause aggregate demand itself to fluctuate. Aggregate supply, on the other hand, is relatively constant over the short run. Therefore, aggregate-demand fluctuations result in periods of inflation and recession—that is, business cycles.

To curb the cycles, the government uses monetary and fiscal policies. When the autonomous part of aggregate demand (C + I + X − M) is high, which implies that the economy is overheating (i.e., inflation is coming), the government will reduce its expenditures (reducing G), and the central bank will contract the money supply so that the interest rate rises (which induces I to decline). When the autonomous part of aggregate demand is low, the government will stimulate the economy by raising G and M. In this way, aggregate demand is stabilized, and the volatility (i.e., amplitude) of business cycles will be mitigated by the government’s policy actions. Variants of this line of thinking have often been called activism, fine tuning, or discretionary policy in the literature.



Monetarists

Monetarists believe that an economy is essentially very stable, even without government action. Flexible prices are assumed to bring the economy to equilibrium quickly, so that aggregate demand usually equals aggregate supply. Although there may be an occasional deviation of actual output from potential output, the government should not attempt to intervene. Monetarists argue that the money supply is a powerful policy tool. Because they believe that there is a long and unpredictable lag before an increase in the money supply affects the economy, the best the government can do is hold the money supply steady. Because the private sector of the economy is thought to be stable, monetarists believe that government intervention (particularly changes in monetary policy) is a major source of disturbances in the economy.

In the IS-LM framework, monetarists assume that the money-demand function L(Y, i) is stable; that prices are flexible enough to bring Y to the level of aggregate supply, F(K,L,A); and that the money supply, M, is a major source of disturbances. They would recommend that the government maintain stable growth in the money supply and refrain from discretionary policies or fine tuning.

The monetarist view gained popularity during the 1970s, when it was apparent that the Keynesian policies of the late 1960s had failed and worldwide stagflation (high inflation with low output) contradicted the traditional view of Keynesian business cycles.

The monetarist framework can be expressed in the so-called quantity equation:

MV = PY

where M is money in circulation, V is velocity of money, P is aggregate price level, and Y is aggregate output.

The equation just says that all transactions of output (PY) in a period can be regarded as the money stock times the velocity (i.e., how many times money can be turned over in the period).

If V and Y are constant, then monetary stock (M) determines the price level (P):


	Money supply is exogenous.

	Demand for money is a stable function of i and Y.

	Real interest rate is determined by real factors (productivity).





Real Business-Cycle Theories

In the late 1970s, a new theory of business cycles emerged when microeconomic tools were applied to the macroeconomic framework—in particular, to the assumption that aggregate demand and aggregate supply are always equal.

The monetary version of real business-cycle theory assumes that the money supply is the source of disturbances. This theory relies on informational difficulties to cause propagation and serial correlation in the deviations of output from its trend. It relies on particular production technologies to propagate random shocks that may travel from one sector to other sectors, and to cause sustained effects over time in the aggregate economy.
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	1. Although it is not well established, some believe that there are long swings in the economy (the Kondratief cycle), and that these have been triggered by major scientific discoveries and applications, such as the railroad boom, the automobile revolution, and computerization.


	2. See, for example, Stock and Watson (1999).


	3. See Tankan Statistics (http://www.boj.or.jp/en/statistics/tk/index.htm/).


	4. An excellent survey of the literature on the political business cycle is Alesina (1988). The two versions explained in this section correspond to Alesina’s versions with what he calls “irrational voters.” See his book for models in the two versions with “rational voters,” which are not discussed here.


	5. This early dissolution of the government followed a passage of a no-confidence vote. Some LDP members were absent from the Diet floor when the no-confidence vote was taken. Some observers contend that they were accidentally absent, but others think that the absence was deliberate.


	6. See Ito and Park (1988) and Ito (1990) for evidence. See Cargill and Hutchison (1990) for opposing views.


	7. The political pendulum started to swing back toward the management of exchange rates after the Plaza Agreement of September 1985. This experience will be described and analyzed in detail in chapter 12.


	8. See Romer (1986) for a comparison of the business cycles before and after World War II.


	9. However, if investors had believed that the low interest rates would be reversed within a few years, the asset prices in theory should not have increased so much.


	10. The BOJ, however, was rather quick to lower the policy interest rate after stock prices started to fall. The bank cut the discount rate from its peak of 6.0 percent in 1990 to 1.75 percent by 1993, and then down to 0.5 percent by the fall of 1995. This must have contributed to the recovery of economic condition in 1996. After the BOJ gained legal independence in 1998, they seem to have become more reluctant to pursue additional expansionary monetary policy. See Hoshi and Kashyap (2015, 118) for a more detailed discussion. Cargill, Hutchison, and Ito (2001; chapter 6) also asserted that the BOJ unnecessarily rejected suggestions from outside after the independence, and called it an “independence trap.”


	11. See Hayashi and Prescott (2002) for an example of such a view.











 


5

Financial Markets and Supervision



5.1 Introduction

A financial system facilitates the flow of funds from sectors with financial surpluses to sectors with financial deficits. This system is a network of financial institutions and markets that reallocates financial wealth. Banks, security firms (brokers/dealers), and insurance firms are major financial institutions. Traditionally, banks accept deposits from savers and lend to borrowers, many of which are corporations. Corporations also issue both bonds, which pay a fixed interest rate, and equities, which are claims to profits. Bonds and equities are financial products that are traded in financial markets.

From the borrower’s perspective, the financial system provides credit that can be borrowed to finance an investment or consumption. From the creditor’s perspective, it provides financial assets that can act as a store of value. Some financial assets are relatively safe, with low risk of capital loss but also low returns, and other financial assets have high risk, but high returns. Providing a means of transaction and settlement is an important function of a financial system. A sound and reliable financial system is a part of the basic infrastructure of the modern economy.

In a rapidly growing economy, the household sector tends to be a net saver, while the corporate sector tends to be a net borrower, as corporations find many investment opportunities. Japan was no exception during its rapid economic growth period. The Japanese household sector was renowned for its frugality (which will be discussed further in chapter 8), and corporations ran financial deficits, as investment monies always exceeded corporate savings. Thus, the most important role of the Japanese financial system was to channel the surplus in the household sector efficiently to the corporate sector.

In general, there are three channels through which the financial surplus of households is shifted to finance the deficit of corporations: banks, bond markets, and stock (equity) markets. Figure 5.1 shows a schematic flowchart with these alternative financial flows. Of the three channels, the flow intermediated by banks is called indirect financing, and the flows through the bond market and stock market are called direct financing.
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Figure 5.1

Flow of funds: Direct financing and indirect financing.

Note: Authors’ creation.



The financial sector has often been under strict regulations in many countries. One of the reasons behind this heavy regulation was the understanding that financial instability is very damaging to the entire economy. In many parts of the world, the financial system went through periods of heavy regulation, including the US in the 1970s and Japan before the 1980s. In Japan during the rapid economic growth period, interest rates were controlled, new entries to banking (including opening of new branches) and introduction of new financial products required approval from financial regulators, and corporate bond issues were subject to various regulatory contingencies.

This chapter studies the Japanese financial system. In doing so, it is important to note that the system has gone through substantial changes over time. The Japanese financial system today is very different from the one that existed during the rapid economic growth period in many significant ways. The system is still changing. The earlier Japanese system may still be a model for an emerging market economy, while the current system may provide lessons (positive or negative) for other advanced countries today.

We start our description of the Japanese financial system by looking at some important characteristics of the Japanese financial system and financial supervision in the past, specifically during the rapid economic growth period. Then, we discuss how the system started to change in the 1970s and went through a crisis in the 1990s that led to dramatic regulatory changes, as well as how the transformation is continuing today.



5.2 The Japanese Financial System in the Rapid Economic Growth Period

Japan’s financial system during the rapid economic growth period, from the early 1950s to the mid-1970s, was characterized by (1) financial isolation (by capital controls) from the rest of the world, (2) heavy government regulation, (3) a balanced government budget, and (4) a large financial surplus in the household sector, which was financing large deficits in the corporate sector. Businesses could not raise money abroad, there was little foreign investment in Japan, and individual saving rates were kept high.

The heavy regulation during this period, which prevented the smooth entry and exit of financial institutions and free-floating interest rates, was not unique to Japan. The US had interest rate controls (such as Regulation Q, which imposed deposit interest rate ceilings) and restrictions that separated commercial banking from investment banking (such as the Glass-Steagall Act of 1933). Limited competition due to heavy regulation was the global norm from the 1950s to the 1970s.

During Japan’s rapid economic growth period, almost all interest rates were under government control. With the exception of the call rate (the interbank interest rate for overnight loans), the Banking Bureau of the MOF set all rates through directives. Although the BOJ set the official discount rate (then the policy interest rate), it is widely known that any change of the rate was subject to tacit approval by the MOF. The BOJ exercised moral suasion on the amount of bank loans when necessary in its judgment to limit credit expansion. The monetary policy aspect of this regulated financial system will be described in detail in chapter 6.

Regulation also had the effect of segmenting the financial industry into several categories. Each market segment was supposed to be served by one type of financial institution, which in turn was effectively prohibited from serving the other markets. A bank, for example, was not allowed to engage in securities business, and a securities company was not permitted to conduct banking business.1 Even among banks, there were distinctions: city banks were supposed to serve large corporations and depositors in urban areas, while regional banks (or local banks) specialized in serving corporations and depositors in regional cities and rural areas. There were even smaller institutions—mutual banks, shinkin banks, and credit unions—that served small firms and individuals in their respective communities. Both city banks and regional banks were ordinary commercial banks that provided working capital to corporate customers through short-term loans. Another category of banks, called long-term credit banks, specialized in financing long-term, fixed capital investment through long-term loans and funded themselves through medium-term bank debentures. Banks were prohibited from brokering transactions of financial securities (such as bonds and stocks) or underwriting those securities. Permission for these tasks was exclusively given to securities houses. So pervasive was the principle of segregation that even the insurance business was separated into life insurance and non-life insurance.

Regulation generally favored banks and suppressed securities markets, resulting in banks dominating the Japanese financial system. Among the numerous restrictions that were imposed on corporations before 1980, corporations were required to issue new stock at the par value. Since the market share price was usually higher than the original par value, this meant that corporations were forced to sell underpriced shares, an obviously large disincentive that stifled growth in the equity market. There were similar restrictions on bond issuances; for example, all corporate bonds had to be secured by collateral (real assets). This collateral principle raised the cost of bond issuance for corporations and was another drag on the growth of capital markets.

All these aforementioned regulations resulted in a very particular pattern of flow of funds. The household sector was the dominant surplus sector, and the corporate sector was the dominant deficit sector. The central role of the financial system was to absorb the household savings and create credit for corporations. In the government and foreign sectors, there were no consistent surpluses or deficits. The government budget was more or less balanced during this period (i.e., before 1975). This in turn meant that Japan did not have a large market for government bonds, as borrowing needs were low, if not nonexistent. The current account—trade account plus net income earned abroad—was also more or less balanced. Heavy capital controls and the commitment to a fixed exchange rate prevented Japan from running a current account surplus or deficit until the late 1960s, when Japan found itself with persistent current account surpluses.

This flow pattern of funds, combined with the heavy regulation in place, generated several more notable characteristics. First, there was imbalance of bank liquidity among different types of banks: city banks were continuously borrowing from regional banks through the call market. This reflects the fact that city banks could extend more loans to large customers than their intake of deposits, and regional banks had more deposits than they could lend out in their respective regions. This was another consequence of strict segmentation of the banking market and interest rate regulations. Second, in channeling household savings to corporations, the banking sector rather than the securities markets played the important role. The supposed predominance of indirect financing was a result of regulation that led to stifled securities markets.2



5.3 The Main Bank System

As described previously, the core of the Japanese financial system during the rapid economic growth period was a banking sector that channeled household savings to corporations. Access to bank financing was very important to corporations, and many corporations developed very close ties with their banks. A corporation typically had a single bank with a close business relationship; this was essential, as the bank was usually the largest lender to the corporation, one of its largest shareholders, or both. Such a bank is called the main bank. The main bank enjoyed the relationship with the corporation, providing various banking services, including foreign exchange transactions. The main bank, in return, is supposed to continue financing the firm even when the latter is in financial distress. The main bank may dispatch former employees to be directors of the corporation, overseeing the financial side of the business or leading a turnaround if the company were in distress. This system of corporate financing based on close firm-bank relationships was called the main bank system.

A typical firm-bank relationship was clearest for firms in a keiretsu, or corporate conglomerate. As will be discussed in chapter 9, each major keiretsu had at least one major bank, and the member firms had close relationships with the group’s financial institutions. However, a firm that was not a core member of any keiretsu group often had close ties to a bank too, making the main bank system a broader concept (in terms of coverage of firms) than a keiretsu relationship. It is not unusual to find a close relationship between a firm and a particular bank in any country. Indeed, relationship banking is a norm in many countries for small firms. The Japanese main bank system differs from the usual relationship banking, in that large corporations were at the core of the relationship banking.

This section identifies three major functions of the main bank system: (1) acting as an insurance mechanism, (2) reducing the informational problem, and (3) reducing the cost of financial distress.

The insurance function of the main bank system was first identified by Nakatani (1984), which studied differences between keiretsu firms and non-keiretsu firms. Examining 317 major manufacturing firms for the period from 1971 to 1982, he found that keiretsu firms borrow more from banks than non-keiretsu firms, resulting in these firms’ higher interest payments to banks and lower profits on average. In return, banks stabilize the interest payments so that the firm’s profit is more reliable. In economics, we often assume that firms are risk-neutral because those who own shares in the firms can mitigate risk by diversifying (holding a portfolio of numerous stocks). Thus, firms would never pay for insurance in textbook economics. Nakatani also finds, however, that keiretsu firms’ management seems to care more about their workers’ welfare than do shareholders, contrary to the textbook case. If keiretsu firms are managed in the interest of the workers, who cannot diversify themselves across different firms, then it is not puzzling that keiretsu firms look risk averse.

The second function of the main bank system is to reduce the degree of the informational problem between the lender (bank) and the firm. For example, let us consider a firm that has a profitable project it wants to invest in, but it has to finance the investment by issuing new bonds. The problem is that potential buyers of the bond do not know (because it is generally too costly to know) if the firm’s project will really be profitable. Without further information, potential bondholders have to assume that the firm’s profitability is average. Even if the managers of the firm know that this will be a profitable project, they may not be able to convince potential investors. This implies that bonds of firms with profitable projects would be underpriced. Bond financing would look too expensive for those firms. In this case, external funds could be so expensive that the firm might decide to pass on a profitable investment. Credit ratings, which are now readily available, used to be difficult and costly to obtain in Japan before the 1980s.

If the firm had sufficient funds (say, retained earnings from past profits) on hand, it would be able to carry out the project without issuing underpriced bonds. Thus, the amount of investment becomes sensitive to the availability of internal funds when the informational problem exists between borrowers and lenders.

Such an informational problem is expected to be less serious for firms with a closer relationship to their bank because banks accumulate information about these firms and managers during their long-term relationship. If we compare keiretsu firms (which have close ties to their group financial institutions) and non-keiretsu firms, we would expect to find that a keiretsu firm’s investment is less sensitive to the amount of internal funds than a non-keiretsu firm. This is indeed the finding of Hoshi, Kashyap, and Scharfstein (1991), who compare the investment behavior of 121 keiretsu firms and 24 independent firms for the period 1977–1982 and find that keiretsu firms’ investment is less sensitive to the amount of internal funds.

The third function of the main bank system is to reduce the cost of financial distress, defined as a situation where a firm cannot meet its financial obligations. This is different from economic distress (i.e., when a firm does not have profitable future projects). If a company is in financial distress but not economically distressed, the desirable outcome is debt renegotiation. By successfully renegotiating the terms of debt payments, the firm can survive financial distress and invest in profitable projects.

In reality, such an efficient renegotiation may not happen. First, if the firm’s debt is diffusely held by many small creditors, it may face a free-rider problem. A small minority debt holder may insist that its stake get repaid in full and expect the other creditors to help the firm by renegotiating their debt. Second, the asymmetric information problem discussed previously can become especially serious for distressed firms. In particular, the firm may not be able to convince debt holders that it is just in financial distress rather than economic distress. Third, this expectation of failed debt renegotiation and forced bankruptcy may become self-fulfilling. If the firm is expected to file for bankruptcy, the suppliers may become reluctant to extend trade credits and the customers may become reluctant to buy from the company. As a result of losing suppliers and customers, the firm would indeed file for bankruptcy. Thus, financial distress can have real costs.

The main bank system can reduce such costs of financial distress because more information flow between the firm and its main bank may allow the bank to be convinced of the firm’s financial distress. The main bank also provides leadership in coordinating creditors in order to avoid the free rider problem. In a keiretsu, many suppliers and customers of a firm are in the same keiretsu as the firm; this helps prevent the self-fulfilling fear of bankruptcy.

There are many anecdotes about keiretsu firms coming back from financial distress with the help of their main bank, the classical example being the rescue of the Mazda auto company in the mid-1970s.3 Mazda got into financial trouble after the oil crisis of 1973. Many auto companies got hit by the increase in oil prices, but Mazda was hit especially hard because its rotary engine was less gas-efficient than traditional internal combustion engines. Sumitomo Bank, the main bank of Mazda, implemented a rescue operation.

Sumitomo Bank and Sumitomo Trust Bank, two financial institutions in the Sumitomo keiretsu, deployed their executives to Mazda to lead the rescue operation. Both banks provided new money to Mazda, and they encouraged the company to sell shares of the keiretsu banks, which provided another source of funding. Other Sumitomo keiretsu firms also helped Mazda by switching their auto purchases to its cars. The rescue succeeded, and Mazda returned to profitability.

Such anecdotes are backed by empirical studies. Hoshi, Kashyap, and Scharfstein (1990), for example, studied 125 firms considered to have experienced financial distress between 1978 and 1985. In examining company activity after the distress period, they find that investment and sales growth tend to be higher for keiretsu firms, suggesting that the cost of financial distress is smaller for firms with close ties to the main banks.



5.4 Financial Deregulation (Mid-1970s to Late 1980s)

The Japanese financial system started to change in the mid-1970s. All the characteristics that we have identified up to now began to disappear, some quicker than others. First, the flow of funds pattern shifted dramatically. Figure 5.2 shows the financial surplus/deficit of each sector of the economy divided by GDP (expressed as a percentage) from 1965 to 1985. Throughout this period, the household sector continued to have large financial surpluses, meaning that household saving continued to exceed borrowing. Before the mid-1970s, the surplus in the household sector was used primarily to finance the deficit in the corporate sector, as established previously. After the mid-1970s, however, the size of financial deficit of the corporate sector became substantially smaller. Two factors contributed to the decline in financial deficit. First, the slowdown in growth in the mid-1970s suppressed corporations’ appetite for further expansion. Second, at the same time, the accumulation of retained earnings in the rapid growth period allowed many large corporations to finance their investments without relying on external funds.
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Figure 5.2

Changing flow of funds, financial surplus/deficit as a percentage of GDP.

Source: Cabinet Office, Government of Japan.



While the deficits of the corporate sector were shrinking, the government sector saw its financial deficit grow, and after the mid-1970s, it was the sector with the largest deficit. Again, we can identify two reasons why the government increased its financial deficit in the mid-1970s. The growth slowdown meant slow growth of tax revenue. At the same time, the government started to increase expenditures for both fiscal stimulus and social welfare; 1974 was the first negative growth year since 1950, and the government decided to override the balanced budget law (Fiscal Act, Article 4) and issue deficit-financing government bonds in the 1975 budget.4 Once the exception was made, it became easy to continue doing it as expenditure pressure mounted.

The shift in the pattern of the flow of funds required the Japanese financial system to provide a market for an increasing amount of government bonds. Initially, government bonds were sold to a syndicate of major banks. After a year, the BOJ bought most of the bonds through open market operations; the direct purchase of new government bond issues by the BOJ was (and still is) prohibited by Article 5 of the Public Finance Act. So long as the amount of government bonds was limited and the economy was expanding, the BOJ was able to do this without worrying about inflation, and the private-sector banks did not concern themselves with the lack of a secondary market for government bonds. As budget deficits increased, leading to more government bond issues, the syndicate banks started to complain about the massive stockpile of bonds on their balance sheet that they couldn’t sell in the market. Eventually, the government yielded to the pressure for deregulation and allowed the creation of a secondary market for government bonds.

Thus, financial deregulation started partly as a consequence of a shift in the pattern of the flow of funds.5 Deregulation of the government bond market was soon extended to the deregulation of other bond markets, most notably the corporate bond market. Before this deregulation, Japanese corporate bond markets gave opportunities to only a limited number of large firms. Those firms that wanted to issue bonds had to satisfy stringent issuance criteria. Over time, these criteria were gradually relaxed to allow more firms to issue bonds. For example, in 1979, only two firms (Toyota and Matsushita) satisfied the eligibility criteria to issue unsecured convertible bonds (CBs) in the domestic bond market; however, by 1988, more than 500 firms did so.

Interest rates, heavily controlled during the rapid economic growth period, were also gradually deregulated. The deregulation here initially started at the end of the 1970s, with corporate banking and products with large denominations such as certificates of deposit (CDs). Further deregulation on deposit interest rates had to wait until the end of the 1980s, and it was only in the 1990s that interest rate deregulation on retail deposits was completed.

Segmentation in the financial industry also started to be blurred. The Financial System Reform Act of 1993 allowed financial institutions to set up subsidiaries in order to enter other types of business. Banks were allowed to set up security subsidiaries to enter the securities underwriting business, and trust bank subsidiaries to enter the trust business. Security houses were also allowed to set up trust bank subsidiaries to enter the trust banking business. Segmentation became even less clear when, in 1998, the formation of a financial holding company (i.e., a company that collects various financial companies such as commercial banks, security houses, trust banks, and insurance companies) was permitted. Sales of mutual funds (called investment trusts in Japan) by a commercial bank were also allowed in the same year. Thus, Article 65 of the Securities Transaction Act of 1948, which separated banking from securities business in the postwar Japan, was effectively repealed.

The separation between the banking and securities businesses in Japan originally mirrored the US Glass-Steagall Act, the Depression-era law that separated commercial banking and investment banking. In 1999, the Gramm-Leach-Bliley Act allowed commercial banks, investment banks, and insurance companies to consolidate as financial holding companies in the US. It is interesting to observe that financial deregulation in the US effectively repealed the Glass-Steagall Act at around the same time as similar deregulation was taking place in Japan.

Continued financial deregulation led to financial internationalization, and vice versa. Traditionally, strict regulation of the domestic market and interest rates required strict capital controls. Without controls on the flows of capital in and out of Japan, domestic regulations would not be effective. Corporations that could raise funds abroad more cheaply would just issue bonds abroad and entirely avoid domestic markets. Low domestic deposit rates would encourage savers to seek higher yields in foreign currency deposits and securities unless such transactions were prohibited. High lending rates would come down and low deposit rates would increase, squeezing banks’ profit margins.

Deregulation of the Japanese financial markets was also partly a result of the US-Japan negotiations on financial matters, which mostly consisted of US demands on access to Japanese markets. As the financial assets and financial needs in Japan became larger, the United States wanted to have its institutions expand in the Japanese markets. The demand for opening up the market by giving more business licenses to foreign financial institutions and by lifting controls on capital flows became strong in the second half of the 1980s, as Japanese financial prowess became great in New York and London.

The United States proposed the so-called Yen/Dollar Group Meeting when President Ronald Reagan visited Prime Minister Yasuhiro Nakasone in Tokyo in November 1983. This resulted in the report of May 29, 1984, and regular follow-up meetings. The United States requested aggressive deregulation of Japanese financial markets not only with respect to international transactions, but also within domestic organizations as well. At the time, the United States hoped that a reduction of barriers in Japanese financial markets would cause the demand for the yen and for yen-denominated assets to rise, which would help appreciate the Japanese yen and reduce trade imbalances between the two countries.

As time went by, other characteristics of the financial system that were hallmarks of the rapid economic growth period also started to disappear. As the markets for corporate bonds developed, many large firms shifted their financing from banks to capital markets. This led to a decline in indirect financing, as well as in the demand for loans to city banks, which had more large customers. These forces eventually resulted in the elimination of the imbalance of liquidity between city banks and regional banks.

Although sweeping deregulation covered almost all the aspects of the financial system in the end, the speed of progress was uneven. The deregulation of the corporate bond markets was relatively fast; however, the deregulation to expand alternatives to bank depositors for savers was slow, as was the deregulation to remove segmentation in the financial industry. This uneven nature had an important consequence. Banks started to lose their most profitable customers to bond markets. Nonetheless, the bank deposits kept coming in, as savers did not have many alternatives at the time.

The ability of banks to expand outside the traditional lines of business was limited as well. Even as more and more money came in, they had no choice but to continue the practice of lending funds only to customers who could never soak up the extra deposits. This caused the banks to search for new lending opportunities, and many found them in the burgeoning housing and commercial real estate loan sectors (especially small and medium developers, which were traditionally not important customers of major banks). The land price boom of the second half of the 1980s made these new loans look very profitable and safe due to increasing collateral values. Even if the corporations were to fail, the banks expected to recover the value by selling collateral land for gains. Thus, many banks ended up increasing their exposure to land price risk. When the price of land collapsed in the early 1990s, banks started to see many of these loans turn sour, as discussed in detail in section 4.4.4 in chapter 4.




5.5 Nonperforming Loans and the Banking Crisis (1990s)


5.5.1 Jusen

At the beginning of the 1990s, Japan entered a long period of banking problems upon the end of equity and real estate booms. As Cargill, Hutchison, and Ito (2000) and Hoshi and Kashyap (2010) point out, it is helpful to distinguish and disentangle the several phases of the crisis. The initial, or denial, stage ran from the early 1990s until the summer of 1995. Although the problem of nonperforming loans (NPLs) was looming, both financial institutions and policymakers postponed dealing with it in the hope that a future recovery in real estate prices would eliminate it.

When asset prices collapsed in the early 1990s, Japanese banks were highly exposed to real estate price shocks, both directly, through loans to real estate developers, and indirectly, through real estate secured loans to commercial and industrial firms. Many Japanese banks also possessed and lent money to the jusen, financial institutions that were originally created as niche housing loan companies in the 1970s.

In the 1980s, as the financial markets were deregulated and the lines of separation between various financial institutions in Japan blurred, the jusen faced increasing competition from banks in the home mortgage market. The jusen began lending in other markets, notably to real estate developers. The land price boom in the late 1980s intensified this trend. The founder banks of the jusen also introduced high-risk loans that they themselves would not make, but instead would steer to the jusen for a finder’s fee.

Thus, it was no surprise that the jusen got into trouble as soon as land prices started to decline. By 1991, NPLs at the jusen amounted to 4.6 trillion yen, or 38 percent of their total portfolio. The founder banks and the MOF put together a rescue plan including loan concessions and interest rate reductions by the founder banks, new loan support from nonfounders, and cost-cutting measures at the jusen. The rescue plan failed to improve the financial condition of the jusen, and NPLs continued to pile up.

In 1993, the MOF put together a second rescue plan. Under this plan, the founder banks reduced their interest rates to the jusen to zero. Nonfounder banks reduced their rate to 2.5 percent. Agricultural coops, which also lent heavily to the jusen, were required to reduce their rates to 4.5 percent. The plan was based on a presumed economic recovery that was expected to include a 25 percent increase in real estate values in the following ten years.

Unfortunately, the economy did not recover as quickly as the MOF had hoped. By 1995, 75 percent of jusen loans were nonperforming and 60 percent were considered unrecoverable. The MOF finally decided to abandon the jusen companies. This resulted in burden-sharing between founder banks, nonfounder banks, and agricultural coops, turning into a fierce political battleground. After lengthy deliberation in the Diet, the total loan losses of 6.41 trillion yen were borne by the founder institutions (3.50 trillion yen), agricultural coops (0.53 trillion yen), other lenders (1.70 trillion yen), and taxpayers (0.68 trillion yen). The remaining assets that were thought to be possibly recoverable (6.6 trillion yen in book value) were transferred to the newly created Housing Loan and Administration Corporation (HLAC). The equity held by founder banks was wiped out, and they wrote off their loans more than the other lenders (most notably agricultural coops), but some still argued that the founder banks should have shouldered more of the load of satisfying the responsibility of the main banks of jusen.

The size of the jusen problem was substantially smaller than the NPL problem of banks that would subsequently emerge. The MOF repeatedly orchestrated jusen rescues, but the restructuring plans were often based on overly optimistic forecasts. Eventually, most jusen loans became unrecoverable, and lenders had to take losses. Despite repeated promises that no taxpayer assistance would be needed, the government had to ask taxpayers to share the losses. Even though the amount of public funds used was relatively tiny (0.68 trillion yen), the public outrage over the repudiation of the promise meant that passing the legislation was contentious. The opposition harnessed this anger, nearly crippling the government (Milhaupt and Miller, 1997). The legacy of this experience was long lasting, as it made the government very reluctant to ask for the much larger sums that would be needed once the troubles of the commercial banks became evident.

The collapse of the jusen was the most spectacular example of the financial failures of the early 1990s, but some non-jusen financial institutions also suffered, and eventually failed, from the declining real estate prices.



5.5.2 Bank Insolvency

A bank becomes insolvent when the value of its total assets falls below that of its total liabilities. The largest component of liabilities for a typical commercial bank is deposits, while the largest component of assets is bank loans and securities. The bank’s capital consists of shareholders’ equity and other equitylike instruments. The value of equity is the difference between the value of assets and the value of liabilities, as shown in figure 5.3.
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Figure 5.3

A bank balance sheet.

Source: Authors’ creation.



When a borrower misses a contracted payment (usually interest plus a portion of principal), the bank loan becomes nonperforming. When NPLs increase, the bank financially anticipates the future losses coming from the nonrecoverable part of NPLs by adding to its loan loss reserves. These loan loss reserves represent the amount of losses from NPLs that the bank expects to write off eventually. However, not all NPLs will be lost, so the amount of loan loss reserves is smaller than the total amount of NPLs. Some borrowers may recover and the bank may be able to collect, even if the amounts are slightly reduced. Even when a borrower fails, the bank can repossess the collateral and sell it.

The addition to loan loss reserves, or loan loss provision, is a cost item on the bank’s profit and loss statement, so an increase in NPLs reduces bank profits or, if the bank is already making losses, exacerbates them. Thus, an increase of NPL can reduce the amount of capital indirectly by adding to the losses. If some NPLs turned out to be not well enough reserved at the time of write-off (in other words, if there are unexpected losses), the capital directly suffers at the time of write-off. This case is depicted in figure 5.4. When a write-off happens, the asset size shrinks by the amount of the write-off. But, importantly, the size of the write-off is greater than the reduction of the loan loss reserves on the liability side, so the capital is reduced by the difference.
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Figure 5.4

Writing off NPL resulting in losses.

Source: Authors’ creation.

Note: NPL usually means loans for which scheduled payments are not made for more than three months.



When the amount of capital becomes negative, the bank is insolvent, which by definition implies that the value of assets is not sufficient to make all the creditors whole. However, in many countries (including Japan), the cost of insolvency is almost never imposed on depositors. Small depositors are explicitly insured by deposit insurance.

A problem associated with erosion in bank capital is that it motivates some banks to gamble to achieve resurrection. In the 1990s, numerous banks in Japan maintained or even increased their commercial real estate lending, thus staking even the recovery of land prices. For a nonfinancial company, creditors would try to stop such gambling because they do not share in the upside, but they lose should the gamble fail. Such creditor discipline does not work for banks because depositors (and other creditors, as was the case for Japan) are protected. When wagers on land price recovery lost—and most of them did—the result was more losses and further erosion of capital. This suggests that bank regulators are well advised to act early to force banks to deal with NPLs and to require banks with thin capital buffers to raise funds or be subject to public capital injection.

Before the bubble burst in the 1990s, the MOF used its regulatory power (1) to keep even weak banks in normal operation as long as possible and (2) to find a stronger bank to acquire a very weak bank if it could not survive by itself. This regulatory arrangement is called a convoy system, Heavy entry regulation in the banking sector kept the profitability of marginal branches positive, creating an important incentive for strong banks to expand by acquiring failing banks (Hoshi 2002).



5.5.3 Evergreening and Forbearance

Throughout the early stage of financial instability, the MOF was reluctant to force banks to disclose the true extent of their NPL problems. Before March 1993, the banks did not disclose any numbers on NPLs. When the banks started to disclose for the first time, only major banks published any estimates, and NPLs were defined narrowly; only loans to failed enterprises and loans on which payments were suspended for more than six months counted (the US standard was three months). It was not until March 1998, after the major financial crisis to be described later in this chapter, that all banks finally started to disclose NPLs on a consistent basis. The definition of NPLs after 1998 included loans to failed enterprises, loans on which payments were suspended for more than three months, and loans with relaxed conditions (i.e., troubled debt restructuring).

Even after the disclosure rule for NPLs was expanded, however, Japanese banks were still able to hide some of these loans by lending more to the borrowers. This allowed the distressed borrowers to make the contracted payments on the original loans on time, so those loans would not be classified as nonperforming. This practice, known as evergreening, was tacitly allowed by Japanese regulators. Thus, during this phase of the crisis, the Japanese regulators were hoping that banks could work off the NPLs quietly and gradually, without disclosing the true extent of the problem to the public. Such regulatory forbearance appeared to be working when the economy showed signs of recovery in the mid-1990s.



5.5.4 Deposit Insurance

A deposit insurance system is a system in which all banks pay fixed premiums depending on the size of deposits during normal times, and the accumulated funds are used to pay off depositors of failed banks during crises. In most cases, there is a ceiling on the insured amount per depositor, to limit the liability of the insurance fund and force risk awareness on larger account holders. Once a banking crisis happens, however, the government tends to intervene and often provides full insurance. The case of Japan was no exception, and the government announced a blanket guarantee for all deposits in 1995.

Japan introduced the deposit insurance system in July 1971. Insurance premiums were collected and accumulated on the balance sheet of the Deposit Insurance Corporation (DIC) in the 1970s and 1980s, although no bank failed during this period. Although some banks had troubled loans and capital deteriorated, the authorities typically arranged rescue mergers without DIC assistance. The typical example of this was the merger of Heiwa Sogo Bank by Sumitomo Bank. The latter absorbed the former, assuming all its bad debts in return for obtaining its branch network in the greater Tokyo metropolitan area, where Sumitomo was relatively weak.

As real estate prices plummeted and more loans fell into the NPL category, the DIC and the BOJ became concerned. To avoid bank failures, the Deposit Insurance Act was revised to allow the DIC to provide funding to a healthy bank to acquire a failed bank, so long as the amount of assistance does not exceed the cost of paying off insured deposits of the failed bank. The first case using DIC assistance occurred in 1992. Toho Sogo Bank, a small regional bank, failed in 1992 and was absorbed by Iyo Bank with financial assistance from the DIC. Several more mergers aided by funds from the DIC occurred between 1992 and 1995.

The instability of the banking system reached a new high in the summer of 1995 with the failure of two large credit unions, Cosmo Credit Union and Kizu Credit Union. Their relative size in the credit-union sector made it clear to the market that a full-fledged banking crisis became a legitimate possibility. In the Kizu failure, a bank run occurred as soon as a rumor came out that the bank was closing down. In August, Hyogo Bank, one of the Category II regional banks, failed and was later reorganized as Midori Bank with financial assistance from the DIC, city banks, and the BOJ.

In 1995, private-sector bank analysts, alarmed by the failures of Kizu, Cosmo, and Hyogo, were estimating the size of NPLs for large banks and warning that the entire banking sector is vulnerable. The MOF denied any solvency risk for major banks. Soon after this public statement, when Hyogo Bank failed in August 1995, the accumulated reserves at the DIC were exhausted and the DIC became technically insolvent. (See Cargill, Hutchison, and Ito, 1997, 127–132, for details.) This meant that further assistance of failing banks would probably need to be financed by the government (and therefore, the taxpayers), at least in the short run. See figure 5.5 for how liability reserves (accumulated premiums minus operating costs and financial assistance) for the DIC changed over time. The deficits in reserves kept accumulating until 2002 and were restored (to zero) only in 2009.
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Figure 5.5

Deposit Insurance Corporation general account reserves.

Source: Deposit Insurance Corporation of Japan.



The crisis in August 1995 led to the emergence of the Japan premium, a premium on interbank loans that major Japanese banks were asked to pay compared with their counterparts in the US and Europe. Although the size of the Japan premium would shoot up in 1997, it was first observed and noticed by bank analysts in 1995.

As a further response to the crisis, in the same Diet session as the one that passed the law to liquidate jusen companies, the Deposit Insurance Act was again revised to allow the DIC to offer financial assistance that exceeded the cost of paying off insured depositors. A series of revisions to the DIC law occurring around 1995 reflected an anxiety on the part of the financial supervisory authorities: Increasingly, it became unlikely that a rescue merger could be arranged in time; the authorities had no legal foundation to resolve a financial institution before it became clearly insolvent; injecting taxpayers’ money to manage a crisis would be politically very difficult; and once an insolvent large institution fails, what the DIC is allowed to pay out may be short of the needed amount to prevent adverse spillover effects into the financial system.



5.5.5 Big Bang Reform

Despite the long-lasting banking problem, financial deregulation continued, culminating in the Big Bang financial reform that occurred in 1999. This reform package can be considered the final step of the gradual deregulation process that started in the 1970s.

The big bang financial reform was first announced by Prime Minister Ryutaro Hashimoto in November 1996. The following month, the Foreign Exchange Council of the MOF published a report that outlined the remaining deregulations that should be completed in the big bang. Reports by the other three councils (Banking, Securities, and Insurance) followed in June 1997. Following the report by the Foreign Exchange Council, the revised Foreign Exchange Act was legislated in April 1998. In December 1998, the Financial System Reform Act, a package of reforms of the Banking Act, the Securities and Exchange Act, and other financial laws, were legislated.

We can identify six key areas of the big bang reform. First, it included deregulations to expand the choice of financial instruments for investors. These included the enhancement of investment trusts and a reduction of the minimum investment lots for stocks. Second, measures to expand options in corporate fund-raising were written, including the promotion of asset-backed securities and the facilitation of initial public offerings (IPOs). Third, financial institutions were allowed to provide a wider variety of services. The most important aspect of this area of reform was its repeal of the ban on holding companies, making possible the creation of large financial groups that included banks, securities companies, insurance companies, and other financial services companies.

Fourth, rules were written aimed at creating efficient financial markets. These reforms included enhancements to over-the-counter markets and improvements in the clearing and settlement systems. The fifth area involved the creation of fair financial markets. Fair trading rules were formulated, and the penalty for violation of rules was strengthened. Finally, the big bang also tried to improve the stability of the financial system. Disclosure rules for financial institutions were enhanced, and capital adequacy requirements for security houses were first introduced.

Most of the reforms specified in the big bang reform were completed by April 2001. The gradual and uneven deregulations that started in the 1970s were finally completed and converged.



5.5.6 Banking Crisis of 1997

In 1996, no banks failed, but it turned out to be the calm before the storm. The economic recovery that started in 1995 did not last long. By mid-1997, the Japanese economy was back in recession, and financial instability reemerged. The slowdown was partly due to major fiscal policy shocks, including a consumption tax rate hike, the phaseout of the income tax cut that had started in 1995, and the raise of copayments for the national health-care insurance, all of which happened in 1997. The Asian financial crisis that started in July 1997 had additional deleterious effects as well.

In response, the Deposit Insurance Act was amended again in 1997 to allow the DIC to provide financial assistance for mergers that did not involve failing banks, as well as mergers between failed banks. In October 1997, using this new provision, the DIC provided funds to facilitate a pair of mergers involving four very weak banks in the Kansai area: Fukutoku with Naniwa and Kofuku with Kyoto Kyoei. The economic rationale for using the DIC fund to support mergers of weak banks is weak at best. Such a merger may just create a bigger bank that continues to struggle and just increase the size of losses when the newly merged bank eventually fails. In fact, both two banks created by the mergers of four weak banks ended up failing within a year.

November 1997 turned out to be the darkest month in postwar Japanese financial history. On November 3, Sanyo Securities, a medium-sized securities firm, failed. The company proceeded to default on noncollateralized call loans the following day. This was the first instance of default in the history of the call market. As financial institutions became skeptical of the creditworthiness of their counterparts, there was a sudden and sharp decline in the volume of call market transactions. Those institutions that constantly borrowed in the call market suddenly found themselves in severe shortage of liquidity.

The problems at Sanyo Securities were actually known to the regulators for some time. As early as March 1994, the MOF jawboned financial institutions into arranging a rescue plan for Sanyo Securities. The scheme included rescheduling of the loans that Sanyo owed to banks, issuing new shares to the largest shareholders (including Nomura Securities) and forcing life insurance companies to make subordinated loans. This earlier attempt to help Sanyo seems to have prolonged its life by only a few years.

On November 15, Hokkaido Takushoku Bank, the smallest of the Big 20 banks at the time, failed. Due to an NPL problem, the bank had been struggling to maintain its deposits and good customers. Earlier, it had planned a merger with a competitor in the same region, but the plan fell through. The drying-up of liquidity in the call market hastened the fall of the bank. Most of the assets and liabilities of Hokkaido Takushoku Bank were transferred to Hokuyo Bank, a small regional bank.

On November 24, Yamaichi Securities, one of the Big Four securities firms at the time, failed. It later turned out that Yamaichi had been hiding a large amount of proprietary trading losses by moving them among a group of subsidiaries (an illegal practice called kiting). The rumor about the losses was circulated in the market, and it was impossible to continue business as usual, as market participants became very sensitive after the Sanyo and Hokkaido Takushoku failures. Before the month ended, another bank, Tokuyo City Bank, also failed.

These failures of financial institutions in November 1997 set off an alarm for Western financial institutions dealing with Japanese banks. They were surprised that regulators had permitted them to fail and judged that no Japanese financial institutions were safe. In turn, Western banks started to demand a higher Japan premium for funding, which added further stress to the banking system. Very quickly, the mood in Japan deteriorated. This would be similar to what would happen in the US a decade later, when Lehman Brothers failed in September 2008. The problem was that there was no orderly resolution mechanism for failed institutions; the government had no tool to take down a large financial institution without destabilizing the entire financial system.

Figure 5.6 shows the Japan premium calculated as the difference between the 3-month Eurodollar Tokyo Interbank Borrowing Rate (TIBOR) and the 3-month Eurodollar London Interbank Borrowing Rate (LIBOR), adopted from Ito and Harada (2005).6 Relative borrowing costs for the Japanese banks jumped immediately on the news of Sanyo Securities’ demise.
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Figure 5.6

The Japan premium: 1995–1999.

Source: Ito and Harada (2005).



The government decided that public funds would be urgently needed to deal with the financial crisis and announced that it planned to earmark 10 trillion yen to put into the banking sector in December 1997. While the discussion of how to use the public funds was underway, the government approved a pair of accounting changes that were designed to allow banks to make their public financial statements look better than was truly warranted. These rules allowed banks a choice between two alternative methods to value their real estate and equity holdings: market or book value.

At the time, virtually all the banks’ real estate assets were on their books at the historical acquisition prices (which typically were decades old). Even though land prices were still well below their peak values, a switch to market values instantly raised the value of the banks’ assets. In addition, banks were realizing capital gains on their stock holdings to compensate for business losses. Typically, upon selling the shares to collect the capital gains, banks would quickly buy back the shares in order to retain the relationships with their clients. By 1998, the market price for many of the shares that had been sold and repurchased was below the book value for these shares. Hence, the banks could further inflate the value of the assets by recording the value of the shareholdings at book value.

On February 16, 1998, the Diet passed the Financial Function Stabilization Act, a piece of legislation allowing the government to use 30 trillion yen of public funds (17 trillion for protecting depositors of failed banks and 13 trillion for bank recapitalization). The government used 1.8 trillion out of the 13 trillion yen to recapitalize major banks in March 1998, but it failed to stabilize the situation. The capital injection had been made without examining the health of financial institutions, so the market continued to believe that banks were still hiding NPLs.

In the spring of 1998, Long-Term Credit Bank (LTCB) stock was sold heavily in the market. As the rumor started that LTCB was insolvent, the institution suffered a quiet bank run: its debentures were sold, and wholesale depositors started to flee.

Public dissatisfaction with the government’s response continued to build through the spring, and in June, the LDP, the dominant partner in the ruling government coalition, lost seventeen of its sixty-one seats in the Upper House election. The Hashimoto government fell, and a new government led by Prime Minister Keizo Obuchi assumed power. This was an intra-LDP change of power.

In the midst of this market turmoil, the big bang financial deregulation continued, and the financial supervisory regime was revamped in 1998. A most important reform was the creation of the Financial Supervisory Agency (FSA), a new regulator, by carving out a unit from the MOF. The upper panel of figure 5.7 shows the structure of the FSA when it was established. The FSA quickly became truly independent and gained enhanced responsibility, but the organizational structure was similar to the one that had previously existed in the MOF; the Banking Bureau supervised banks, the Securities Bureau supervised securities firms, and the Insurance Department (within the Banking Bureau) supervised insurance companies. The lower panel of figure 5.7 shows how the FSA was reorganized in 2000 in terms of planning, supervision, and inspection. Each bureau now deals with financial institutions in all segments, including banking, securities, and insurance. Consequently, the FSA became an integrated regulator that supervised all types of financial institutions and products.
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Figure 5.7

The change of the financial regulatory structure in Japan.

Note: Authors’ creation. From June 1998 to June 2000, the Financial Supervisory Agency supervised financial institutions as an integrated regulator. The Ministry of Finance had the planning function during this period.



The new government under Obuchi began formulating further plans for dealing with the banking industry. At that point, the legislature had reached an agreement on two pieces of legislation to deal with both insolvent institutions and to help solvent but undercapitalized banks. The Financial Revitalization Act (FRA) set up the framework to restructure failing, systemically important banks through nationalization, and the Prompt Recapitalization Act allowed the government to inject capital into healthy banks. Using the FRA, the government nationalized LTCB and Nippon Credit Bank (NCB) in October and December 1998, respectively.7

The problems at NCB actually preceded those at LTCB by a few years, and the regulators were well aware of that. As early as 1993, the MOF had sent an ex-official, Mr. Hiroshi Kubota, to become a top executive of NCB and help its turnaround. The situation did not improve very much, and in 1996, Mr. Shigeoki Togo, an ex-BOJ official, was sent in as the chief executive officer (CEO). Togo was not able to stop the deterioration, though. By March 1997, the bank’s capital had eroded to below the 4 percent mark, the minimum Basel threshold for domestic banks. At this point, the MOF forced other banks to buy NCB’s new stock issues. The new capital was quickly driven down. Again, the regulators just ended up postponing the inevitable failures of troubled financial institutions.

The second major recapitalization of the banks was undertaken in March 1999 under the Prompt Recapitalization Act, and this succeeded in calming markets. The Japan premium quickly disappeared, as shown in figure 5.6.

The aggressive closure of failing banks, beginning with the nationalization of the two long-term credit banks, continued for about a year. The Financial Reconstruction Commission (FRC) continued to pursue its resolution authority under the FRA and closed down several regional banks, putting them under receivership. After the first chair of FRC, Hakuo Yanagisawa, was replaced in October 1999, the policy became more accommodative. From 1999 to 2001, no major bank failed, and an atmosphere of complacency took hold. The crisis, however, was far from over.

The FRA’s authority expired in 2001, and the FRC was absorbed into the FSA. Yanagisawa was brought back as the minister in charge of the FSA, and he called for a “final resolution” of NPLs. Yanagisawa’s FSA conducted special inspections of major banks, with a focus on loans to large customers. These inspections were completed in April 2002 and added to the published NPL numbers. At the same time, though, the FSA also announced that all banks were well capitalized, contrary to the observation by many economists and analysts.

One of the important reasons for the positive outlook by the FSA was that deferred tax assets (DTAs) were counted as Tier I capital. DTAs are the expected future tax savings that arise from timing differences and loss carryovers. For example, when a bank shows loss carryovers on its balance sheet, they can be deducted from its future taxable income. In this case, the expected future saving is the corporate tax rate multiplied by the loss carryovers, and it is added to the DTA in the current year. For Japanese banks, the most important source of DTAs was loan loss provisions that they were not allowed to deduct from their taxable income. The Japanese tax authority had relatively stringent criteria for loan loss provisions to be deductible. Provisions for secured loans, for example, were not tax deductible until the collateral was sold. These stringent criteria were a cause of Japanese banks holding such large amounts of DTAs that they painted too rosy a picture of their balance sheets.

It is important to note that the DTAs generate income in the future only if the bank’s taxable income turns out to be positive. If the bank suffers from losses, DTAs add nothing. If one takes the view that Tier I capital is an important buffer for bank losses, DTAs are useless as a buffer because they disappear when a firm becomes unprofitable. The FSA allowed even the weakest Japanese banks to accumulate DTAs, however, so long as they did not exceed the banks’ total expected taxable income for the next five years.

The issue of DTAs split the government. Minister Heizo Takenaka, in charge of the Macroeconomic Policy (Council for Economic and Fiscal Policy), criticized the FSA’s decision to allow the banks to accumulate DTAs based on unrealistically optimistic scenarios. The argument between Yanagisawa and Takenaka was eventually settled by Prime Minister Junichiro Koizumi, who sided with Takenaka.




5.6 Takenaka Reform 2002–2003

In September 2002, Yanagisawa was replaced by Takenaka, the man who would finally start addressing the NPL problem seriously. Within a month of his appointment, Takenaka announced the Financial Revival Program, which called for (1) more rigorous evaluation of bank assets, (2) increasing bank capital, and (3) strengthening governance for recapitalized banks.

The FSA followed the Takenaka plan and became tougher in its audits of banks. In the early part of 2003, this pressure led many of the largest banks to issue shares (typically through private placements) to improve their capital ratios. In April 2003, the Resona Bank’s accounting firm refused to allow the full amount of DTAs that the bank thought it deserved. The accounting firm argued that the predicted profit trajectory, which indicated a sharp rise in profits over the next several years, was unrealistic. This caused Resona Bank’s capital ratio for March 2003 to fall below 4 percent, the regulatory minimum capital ratio for domestic banks. Utilizing the Deposit Insurance Act (Section 102-1), the FSA injected capital into Resona Bank. Although Resona was de facto nationalized, the case did not discourage the stock market. On the contrary, the stock prices of other major banks soared, probably reflecting the fact that the equity of Resona was not completely wiped out.

On November 29, 2002, Ashikaga Bank failed when its accounting firm denied any DTAs for it. This time, the bank was determined insolvent and shareholders were wiped out.

In August 2003, the FSA issued business improvement orders to fifteen recapitalized banks and financial groups, including five major ones (Mizuho Financial Group, UFJ Holdings, Mitsui Sumitomo Financial Group, Mitsui Trust Holdings, and Sumitomo Trust Bank), for having failed to meet their profit goals for March 2003. They were required to file business improvement plans and report their progress each quarter to the FSA.

UFJ Holdings, which was created by a merger of Sanwa Bank and Tokai Bank with Toyo Trust & Banking, was found to have failed to comply with its revised plan in March 2004 and received another business improvement order. The CEOs of UFJ Holdings, UFJ Bank, and UFJ Trust were forced to resign, and the salaries for the new top management were suspended. Dividend payments were stopped, salaries for the other directors were cut by 50 percent (their bonus had already been suspended), and the retirement contributions for management were also suspended. The number of regular employees was reduced, and the remaining ones saw their bonuses cut by 80 percent.8

When the Takanaka reform started, there was a shift in the government’s policy regarding distressed borrowers. The Industrial Revitalization Corporation of Japan (IRCJ) was created in April 2003 as the government institution that would work with the main banks to reorganize the poorly performing customers to restore their health, and also to buy NPLs from small banks. The Resolution and Collection Corporation (RCC), a government asset management company that had already existed, also shifted its activities to put much more emphasis on reorganizing troubled borrowers.

A goal of the Takenaka plan was to reduce the NPL ratio of the major banks to about half the level of fiscal year 2001 (March 2002) by March 2005. This goal was achieved. Figure 5.8 shows the amount of NPLs (defined as the risk management loans that banks disclose) for the major banks and other smaller banks for each year from March 1996 to March 2009. The NPLs at major banks, which exceeded 27.5 trillion yen in March 2002, came down rapidly to roughly 7.3 trillion yen by March 2005. Following Takenaka’s reforms, Japanese banks finally started to rebuild their capital bases and the amount of NPLs declined substantially from 2002 to 2006, as shown in the graph.
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Figure 5.8

NPLs (risk management loans) 1996–2009 (100 million yen).

Source: FSA, Japanese government.





5.7 A New Financial System in Japan


5.7.1 The Global Financial Crisis

The global financial system suffered a major blow between 2007 and 2009. Some of the largest financial institutions in the United States and Europe became insolvent as the structured financial products on their balance sheets eroded in value. The bulk of these products were based on US residential mortgages. Securitized products were financially engineered to become collateralized debt obligations (CDOs). The first warning signal was observed in the summer of 2007 after real estate prices in some parts of the US started declining sharply. Many financial institutions attempted to sell these securitized products to avoid further losses. These fire sales further depressed prices and pushed the financial institutions into deeper holes. After the failure of Lehman Brothers in September 2008, the world financial system went into a tailspin. Financial institutions in the US and in Europe viewed all institutions as possibly insolvent, and interbank credits stopped flowing. The US government and the Federal Reserve Bank acted quickly to save their financial systems. (See Ito [2010] for descriptions of events and policy issues in the US and Europe during the global financial crisis.)

In contrast to the US and Europe, Japan had a resilient financial system because Japanese banks did not suffer large, direct losses from securitized products. Losses in the Japanese banking sector for 2007–2009 amounted to only $31 billion, while the losses reported by US and European banks were $709 billion and $847 billion, respectively. As of March 2008, the total amount of outstanding securitized products held by large Japanese banks was 18 trillion yen in book value, or 71.6 percent of Tier 1 capital. The exposure of regional banks was smaller: only 1.897 trillion yen, or 14.7 percent of Tier 1 capital. Two years later, the cumulative losses incurred from these securities would be 2.2 trillion yen for large banks and 211 billion yen for regional banks. The capital ratios of Japanese banks showed no significant decline.

Japanese banks did not have much exposure to subprime-related securities, and consequently, no Japanese financial institution had substantial losses during the global financial crisis.9 This was a remarkable turnaround from ten years earlier, when Japanese banks had suffered from NPLs. It was not clear whether the Japanese banks were smart enough to see the risks of CDOs, or whether they were just too conservative in their recuperating process from the suffering of a decade earlier. As US and European banks had to sell financial assets, loan portfolios, and real assets in the aftermath of global financial crisis, Japanese banks purchased some of those assets to expand, most heavily in Asia. See chapter 14 for the damage done to the real side of the Japanese economy in the aftermath of the global financial crisis.



5.7.2 Resolution Mechanism

The two laws in 1998 that had allowed the Japanese government to deal with troubled large banks were emergency measures that were due to expire in five years. In response, the Deposit Insurance Act was revised in 2001 to make these frameworks permanent.10 Chapters 5 and 6 of the revised Deposit Insurance Act specified the procedures for insolvent banks that are nonsystemic. When a bank is deemed insolvent, the DIC takes over the management of the bank as its financial administrator and transfers business operations to an assuming financial institution (Chapter 5).11 If no assuming financial institution comes forward immediately, the business operations are transferred to a bridge bank operated by the DIC (Chapter 6).

Chapter 7 specifies how to handle a systemic bank that is in trouble. If the bank is solvent, the DIC injects capital and forces the bank to restructure (Chapter 7, Section 102-1). If the bank is insolvent, the DIC nationalizes the bank and restructures its claims (Chapter 7, Section 102-3). Recapitalization under Section 102-1 was applied to Resona Bank in 2003, and restructuring under Section 102-3 was applied to Ashikaga Bank the same year.

Thus, Japan had a reasonable resolution mechanism for banks, including systemic ones, before the global financial crisis started. Similar to the US, however, Japan still lacked regulatory tools to deal with systemic, nonbank financial institutions that were possibly insolvent. The revision of the Deposit Insurance Act in 2013 addressed this shortfall by adding Chapter 7-2, which expands the resolution system to cover nonbank financial institutions, including financial holding companies, insurance companies, and securities companies.

The procedure laid out in Chapter 7-2 starts with a recommendation by the Financial Crisis Response Council to the prime minister to request that a systemically important financial institution go through an orderly resolution process. If the financial institution is deemed solvent, it is put under special oversight by the DIC and receives liquidity assistance (known as Type I measures). On the other hand, if the financial institution is insolvent, DIC takes it over, transfers the claims that are essential for financial stability to a bridge bank, and provides financial assistance (Type II measures). The Chapter 7-2 process has not been tested by an actual case, but Japan now has a framework to deal with a failing systemically important financial institution.



5.7.3 Basel I, II, and III and Japan

The Basel Committee on Banking Supervision (BCBS), with its secretariat in the Bank of International Settlements (BIS) in Basel, has been the main international organization for setting international standards for capital adequacy of internationally active banks. The evolution of BCBS regulation reveals what financial regulators of major countries have worried about and reacted to in the last three decades. The initial accord in the late 1980s, now known as Basel I, was to establish a common standard for internationally active banks. As Kane (1993) pointed out, a (not so) hidden agenda of the accord was to slow Japanese banks’ international expansion. Japanese banks typically held less capital than Western banks. This fact allowed Western banks and their regulators to argue that the advancement of Japanese banks was based on the unfair advantage of having a large depositor base and low capital ratios. At that time, the yen appreciation in the mid-1980s had put Japanese banks on the top of the global bank rankings, while US commercial banks were still under strict limitations on interstate expansion.

The main part of Basel I was the capital requirement. Basel I aimed at setting a minimum standard for the ratio of capital to risk-weighted assets (RWAs). As explained in earlier sections of this chapter, bank capital is a cushion for absorbing unexpected losses. The Basel I capital ratio was calculated by dividing bank capital by the amount of RWAs. RWA is calculated as the weighted sum of the assets in each asset category, with weights being proportional to the inherent risk of each category. For example, the government bonds of OECD countries are assumed to be safe and given risk weights of zero. Commercial loans, on the other hand, are considered to be risky and given a risk weight of 1, which means 100 percent of asset value.

There are two types of capital: Tier I capital, consisting of common stocks, is considered to be most reliable, and Tier II capital, consisting of subordinated debts and others, is considered to be least reliable. Tier I capital is typically common stock, and Tier 2 capital includes subordinated debt. In 1988, it was agreed that within four years, an internationally active bank must have a Basel capital ratio of no less than 8 percent, of which at least 4 percent must be in Tier 1 capital.

One particular category of Tier 2 capital for Japanese banks was unrealized capital gains of equity holdings. It was decided that 45 percent of unrealized capital gains were allowed to be counted as Tier 2 capital. This initially made it easy for Japanese banks to clear the minimum standard because Japanese banks held large amounts of equities in the companies with which it had trading relationships. In the early 1990s, stock prices suffered a precipitous decline, which squeezed the amount of Tier 2 capital. In response, Japanese banks with lower capital ratios issued more subordinated debt and curtailed commercial loans (Ito and Sasaki, 2002). One of the reasons that Japanese banks were reluctant to deal with NPLs was that they wanted to keep their capital ratios above the required minimum.

During the 1990s, many US banks grew their asset sizes due to deregulation in interstate banking and the resulting mergers. The contrast between the stagnation and banking crises in Japan and booms in the United States acted to turn the tide of international banking. Japanese banks became relatively smaller, and many of them slipped out of the top 10 list by the end of the 2000s.

Figure 5.9 shows the number of Japanese banks that were ranked in the top 10 largest banks (in asset size) in the world in each year from 1969 to 1999. The figure clearly shows the rise and fall of Japanese banks in the 1980s and 1990s. Throughout the 1970s, the presence of Japanese banks in global financial markets remained low. In 1983, however, five Japanese banks made it to the top 10 list in asset size, and between 1986 and 1995, at least seven banks remained there.
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Figure 5.9

Number of Japanese banks in the world’s ten largest banks.

Source: Bankers’ Magazine, various issues.



By the mid-1990s, it became clear that Basel I capital regulation had numerous flaws. One serious problem was that classifying all loans and securities into a small number of so-called risk buckets encouraged regulatory arbitrage. Among the loans that had the same risk weight, a bank could choose the highest-risk loans (and hence, the highest returns—if they do not default, that is) without costing any more capital. In addition, in Basel I, all government debts of OECD countries had zero risk weight, including Mexican bonds that carried higher yields (reflecting their higher default risk) than the sovereign bonds of other OECD countries. Banks were able to enjoy higher returns from Mexican bonds without setting aside higher capital buffers. This behavior is known as regulatory arbitrage.

Regulators started to work on a newly improved framework. Under the new framework, called Basel II, loans and securities were classified into finer risk classes with different risk weights. For example, the risk weight on a sovereign bond now depended on the external rating by rating companies. Mexican bonds no longer carried a zero risk weight, but bonds issued by all the other OECD countries were highly ranked and continued to enjoy zero risk weight. Thus, regulatory arbitrage continued under Basel II. Moreover, the reliance on external credit ratings gave power to the credit rating agencies, such as Moody’s, Standard and Poor’s, and Fitch, to sell regulatory benefits (of increased demand) to their customers (issuers of securities). Such a conflict of interest for the rating agencies was highlighted as an important cause for the global financial crisis.

Another important change in Basel II was to allow some banks with advanced risk management to use regulator-approved internal models to calculate their risk-weighted assets. US banks initially welcomed the move because the use of this advanced risk management approach typically resulted in lower amounts of RWAs, and hence lower amounts of the required capital.

Regulators in Japan and Europe adopted the Basel II framework very quickly. US regulators were very slow, however, and when the global financial crisis started, no US banks qualified for Basel II. Table 5.1 shows the dates of implementations of Basel frameworks for Japan.






	
Table 5.1





	
Basel I, II, and III and Japan





	
Regulation


	
	
Basel Guidelines


	
	
Japan





	
Basel I


	
	
Finalized in 1988.


	
	
Full implementation 1993.





	
Basel II


	
	
Finalized in June 2004.


	
	
Fully implemented by March 2007.





	
Basel 2.5


	
	
Finalized in July 2009.


	
	
Fully implemented by December 2011.





	
Basel III: Minimum Common Equity Capital Ratio (4.5%)


	
	
Full implementation by 2019.


	
	
Full implementation by January 2015.





	
Basel III: Capital Conservation Buffer (2.5%)


	
	
Full implementation by 2019.


	
	
Implementation started at 0.625% in 2016. Gradually raised to 2.5% by 2019.





	
Basel III: Liquidity Coverage Ratio


	
	
Partial implementation starting in 2015.


	
	
Started implementation in 2015 (60% of the full implementation).





	
Full implementation by 2019.


	



	
Basel III: Net Stable Funding Ratio


	
	
Finalized by 2018.


	
	
Started implementation in 2018.





	
Sources: Harada et al. (2015) and authors’ update from https://www.fsb.org/wp-content/uploads/P281118-2pdf.








The global financial crisis led regulators all over the world to reassess the existing bank regulations, and the BCBS started to discuss how they could come up with a banking regulation standard that was better than Basel II. To understand the transition from Basel II to what ended up being called (not surprisingly) Basel III, we need to understand what happened in the global financial crisis of 2007–2009.

An obvious trigger of the global financial crisis was the end of a housing boom in the US fueled by easy mortgage lending. As housing prices were rising, banks relaxed their standards for borrowers and originated many subprime loans, including the so-called NINJA (meaning “No Income, No Job or Assets”) loans. These high-risk loans were often packaged and securitized into mortgage-backed securities (MBS). Then, hundreds (if not thousands) of MBS were repackaged and sliced into several tranches according to credit risk, known as CDOs, as discussed earlier in this chapter. Senior tranches have priority over the cash flow from the pool of securities and absorbs any losses last in the event of default. Thus, senior tranches were considered very safe, receiving AAA ratings from credit rating agencies. More junior tranches, often called mezzanines, were considered a little riskier and were typically rated AA or lower, but they had higher coupon rates. Finally, the lowest-level (i.e., highest-risk) tranche was called the equity tranche and was usually unrated. As housing prices started dropping in 2006, subprime loans started to default. The problem was that the decline in home prices was not isolated to a specific region; indeed, a large proportion of the loans making up CDOs started to default, which generated huge losses, even for AAA-rated tranches.

Basel II regulations did nothing to prevent the financial meltdown.12 Indeed, the Basel regulations, which gave lower risk-weights to highly rated securities, gave banks a strong incentive to securitize and sell their own risky mortgages and buy the AAA-rated CDOs that included those mortgages.

Soon after the global financial crisis reached a peak following the failure of Lehman Brothers in September 2008, the regulators in BCBS started to organize an international effort to revise capital adequacy regulation. The first outcome of the rulemaking efforts appeared as Basel 2.5 in July 2009.13 This enhancement of the Basel II framework, however, was soon considered insufficient to address the major problems that were revealed by the global financial crisis. Immediately after Basel 2.5, the international efforts shifted to set up a more fundamental reform, Basel III.

Basel III rules were first published in December 2010. The new framework differs from Basel II in three aspects. First, the required capital ratios have been raised and more emphasis has been placed on the quality of capital. Second, a leverage ratio regulation, which is considered to be less susceptible to regulatory arbitrage, was created. Third, requirements on the minimum level of liquidity have been introduced.

Compared with earlier regulations, Basel III put greater emphasis on common equity. The minimum common equity was initially (in 2013) set at 3.5 percent of RWAs, which is to be raised to 4.5 percent by 2019. The minimum Tier 1 capital was initially (in 2013) set at 4.5 percent of the RWAs, which will be raised to 6.0 percent by 2019. The minimum total capital remains at 8.0 percent of RWAs. Over and above these minimum capital ratios, Basel III adds two types of buffers that must be held in the form of common equity: a capital conservative buffer and a countercyclical buffer. When banks suffer losses during a cyclical downturn, their capital becomes depleted. In traditional capital regulation, banks would curtail lending to restore the required capital, but doing so would worsen the recession and generate more losses for them. The capital conservation buffer allows banks to fall into the buffer range during a downturn to break the cycle, which enhances the amplitude of business cycles. The capital conservation buffer will be raised gradually to 2.5 percent by 2019. The countercyclical buffer, on the other hand, tries to address a problem during credit booms. The regulator can impose an additional amount of common equity (as much as 2.5 percent of RWAs) when a credit boom is judged to be increasing systemic risk. This countercyclical buffer was introduced in March 2016.

The largest and most connected banks in global financial markets are identified as global and systemically important financial institutions (G-SIFIs) and are required to hold additional capital under Basel III. The surcharge ranges from 1 percent to 3.5 percent of RWAs, depending on the level of systemic importance. The list of G-SIFIs will be updated annually and published by the Financial Stability Board (FSB) each November.

In addition to increasing the quantity and improving the quality of the minimum capital, Basel III introduced minimum levels of liquidity on the assets side and stability on the liability side. The new regulation is motivated by the observation that many failed financial institutions during the global financial crisis fell into deeper trouble as outflow of short-term funding led to fire sales of illiquid assets. Basel III tries to address this problem by requiring banks to have (1) more liquid assets and (2) more stable funding sources. The liquidity coverage ratio (LCR) regulation represents the former approach. The LCR is calculated as the ratio of the amount of high-quality liquid assets (such as government bonds) to the expected liquidity needs under a stress scenario (again defined by regulator). The net stable funding ratio (NSFR) regulation represents the latter approach. The NSFR is calculated by dividing available stable funding (ASF), which is a portion of capital and liabilities that are expected to stay with the bank over a certain horizon (e.g., one year), by required stable funding (RSF), which is a portion of assets that would be difficult to sell without substantial losses over the time horizon. Basel III requires banks to satisfy a minimum LCR and a minimum NSFR all the time.

Japan has sixteen major financial institutions that are subject to Basel III regulation. Three of them, Mitsubishi-UFJ Financial Group, Mizuho Financial Group, and Sumitomo Mitsui Banking Corporation, are G-SIFIs and thus are required to hold additional capital. (Banks other than these financial institutions are not subject to Basel III because they are not internationally active.) The required minimum total capital for these domestic banks remains at 4 percent of RWAs.




5.8 The Future

Over several decades, the Japanese financial system has evolved from a closed system with heavy regulation to an internationally open, less regulated system. Japanese banks suffered a major blow in the aftermath of the credit boom of the late 1980s and several large financial institutions failed in 1997–1998. The financial regulatory and supervision system was revamped, and banks were eventually forced to clean up NPLs, which were working as a serious drag on the Japanese economy.

The global financial crisis that originated in the US in 2007 did not damage the Japanese financial institutions directly. This does not mean that Japan has successfully built a robust financial system in response to its own banking crisis. On the contrary, the Japanese financial system was able to avoid the crisis mainly because its capital markets (where the problem started in other countries) were underdeveloped, and the Japanese banks were cautious about gathering foreign securities. Many Japanese financial institutions, therefore, did not have meaningful exposure to the securitized products that lost value suddenly in the crisis.

Japanese financial institutions still have many challenges. Let us go over some of the major ones. First, profit margins for Japanese banks are much smaller than those of their Western counterparts. Profit margins from traditional banking business (namely, deposit-taking and lending) have shrunk considerably as the financial system was deregulated. Japanese banks have been behind their Western counterparts in finding new profitable business models, such as mergers and acquisitions advising, that focus on fees for service. This is partially a result of underdevelopment of capital markets in Japan. This means that financial regulators in Japan still need to continue deregulation to develop capital markets, while they collaborate with the regulators in the rest of the world to reregulate in many areas to improve financial stability. Hoshi and Yasuda (2016) point out that the FSA of Japan indeed has been taking this two-pronged approach.

Second, the demand for bank loans has been declining for several years as economic growth has slowed in Japan. Meanwhile, portfolio investment in Japanese government bonds (JGBs) has grown. There is a regulatory advantage for banks to hold JGBs, as even Basel III capital regulation still puts zero risk-weight on JGBs. However, the bond yield is expected to rise when the economy recovers from its long stagnation and deflation. Long bond portfolios will suffer from capital losses as rates rise. The profitable businesses for Japanese banks after the economy escapes from deflation remain unclear.
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	1. Japanese securities firms partly correspond to US broker dealers and partly to US investment banks.


	2. Financing through equity or bond markets is sometimes called direct financing, in the sense that households directly interact with corporations in the markets. In contrast, indirect financing has banks intermediating between households and corporations. Households deposit their savings in banks, which in turn lend the deposits to corporations in the form of loans.


	3. See Hoshi and Kashyap (2001, chapter 5) for more details.


	4. The only year with the issuance of deficit financing bonds before 1975 was 1965, which was another recession year. The same article (the Public Finance Act, Article 4) allows the issuance of construction bonds that finance social infrastructure, which will be repaid by revenues generated by that infrastructure. A large amount of construction bonds had been issued since 1965. The distinction between deficit financing and construction bonds is purely accounting. In all other aspects, construction bonds and deficit bonds are identical.


	5. Another factor in pushing liberalization was pressure from the United States. See Frankel (1984) for the nature of the US-Japan Yen-Dollar Committee.


	6. The Eurodollar TIBOR is calculated by QUICK, a financial information company, as the average interbank rate of the middle nine of thirteen reference banks (the highest two and the lowest two banks are excluded). The thirteen banks include two non-Japanese banks, but their rates were almost always excluded as the two lowest, making TIBOR effectively the average rate for Japanese banks. The Eurodollar LIBOR is calculated by the BBA as the average interbank rate of the middle eight of sixteen reference banks. Three Japanese banks are included in the sixteen reference banks, but their rates were almost always excluded as three of the four highest rates, making LIBOR effectively the average rate for non-Japanese banks. See Ito and Harada (2005) for more details.


	7. As stated earlier, an unlimited deposit guarantee had been in place in Japan since 1996. In November 1997, following the default of Sanyo Securities, the BOJ informed market participants that interbank loans were also protected. For both LTCB and NCB, all creditors of the banks (including subordinated debt holders) were fully paid, although existing equity holders saw their stakes eliminated.


	8. See UFJ Holdings (2004).


	9. Nomura Securities and Mizuho Securities were the only major Japanese institutions that reported losses from CDO holdings. However, the amount of losses in each institution was small compared to the amount of the capital.


	10. This section relies heavily on Harada, Hoshi, Imai, Koibuchi, and Yasuda (2015).


	11. This is basically the same as a resolution operation of a failed commercial bank, as administered by the Federal Deposit Insurance Corporation (FDIC) in the United States.


	12. The most telling example of this was Northern Rock, a relatively small financial institution in the United Kingdom (UK), which was certified by a British regulator to be in compliance with a Basel II model-based institution, but nevertheless, it was faced with a bank run and received a special loan from the Bank of England within three months.


	13. “Revisions to the Basel II Market Risk Framework”(July 2009) was revised and published as “Adjustments to the Basel II Market Risk Framework Announced by the Basel Committee” (June 2010). “Enhancements to the Basel II Framework” (July 2009) and “Guidelines for Computing Capital for Incremental Risk in the Trading Book” (July 2009) were implemented at the end of December 2011.











 


6

Monetary Policy



6.1 Introduction


6.1.1 Japan as a Laboratory of Monetary Policy

Monetary policy is the policy aimed at controlling the monetary conditions in the economy, including the lending attitudes of commercial banks, which are essential determinants of consumption, investment, and output activities of the economy. Such policy is usually conducted by a central bank, which controls the interest rates through open market operations, setting the required reserve ratio, and by other, unconventional policy tools. The main goals of monetary policy are price stability and, to a lesser extent, output stability. Some central banks (mainly those in small open economies) put a priority on exchange rate management to foster stability in domestic prices and output.

Japanese monetary policy has experienced several distinct phases from the 1950s to the present. Each phase has interesting episodes, experiments, mistakes, and accomplishments. The monetary policy goal, intermediate (e.g., instrument) targets, and policy tools have evolved over time as the financial environment changed. Major central, international banks, such as the Federal Reserve Bank in the US, the Bank of England, and the European Central Bank (and the Bundesbank of Germany before the European Central Bank was created) have influenced how monetary policy is conducted at the BOJ, and vice versa. Sometimes the BOJ was at the frontier of policy challenges, and sometimes it was a follower of other central banks. This chapter provides an overview of the development of monetary policy in Japan, paying special attention to changes in the practices of other central banks and academics.

A primary goal of monetary policy is usually considered to be price stability. However, the really important aspects of the economy, such as growth and unemployment, cannot be ignored. The weights on the two goals vary from time to time and from one country to another. In many countries, the central bank was subject to the influence of the government, which tends to have a bias toward growth and employment. Having a weak central bank often resulted in a period of high inflation, followed by a recession that resulted from monetary tightening to bring down the inflation rate. These experiences led to a consensus among economists and policymakers that the central bank should be given a clear mandate and legal independence from the government in using monetary tools to achieve that mandate. The BOJ was no exception in going through the evolution.

The history of BOJ monetary policy in the post‒World War II period can be divided into five periods:


	The fixed exchange rate period (1949–1971)

	A brief period of high inflation and a quick correction (1972–1975)

	A gradual decline in the inflation rate (1975–1985)

	A bubble and burst (1985–1997)

	Deflation (1998–2012)

	Unconventional monetary policy to get out of deflation, 2013‒present (as of this writing)



Figure 6.1 shows the monthly year-on-year inflation rate (CPI headline) of Japan and the United States from 1958 to 2018. Headline means including all commodities and services.
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Figure 6.1

Overview of the inflation rate from 1958 to 2019.

Source: International Financial Statistics, IMF.

Notes: (1) The Japanese inflation rate is adjusted for consumption tax rate hikes and (2) the six phases identify the following: (I) the fixed exchange rate period, 1949–1971; (II) a brief period of high inflation and a quick correction, 1972–1975; (III) a gradual decline in the inflation rate, 1975–1985; (IV) a bubble and burst, 1985–1997; (V) deflation, 1998–2012; (VI) unconventional monetary policy to get out deflation, 2013–May 2019.



During the Bretton Woods regime from 1949 to 1971 (Period I), Japanese monetary policy was subject to the priority of maintaining the fixed exchange rate. Whenever a domestic boom caused trade account deficits, monetary policy had to be tightened, along with fiscal policy. The inflation rate did not rise above 5 percent during most of Period I, when Japan was experiencing a rapid economic growth of about 10 percent. In Japan, the inflation rate was higher than in the US.

Once the fixed exchange rate was abandoned in 1971, the BOJ gained a degree of freedom, while it lost an anchor for policymaking. In Period II, the Japanese inflation rate reached as high as 25 percent. Often, this is attributed to the Middle East crisis of October 1973, later to be known as the first oil crisis, which went until 1974. However, the inflation rate had reached 10 percent even before the price of oil started to increase. But inflation was aggravated by the first oil crisis. Hence, allowing the inflation rate to be high, with or without being exacerbated by the oil crisis, was clearly a mistake in conducting monetary policy in 1972–1973. The monetary tightening in 1973 turned out to have been done rather late, due to the government’s pressure to keep the interest rate low to prevent yen appreciation. It took a sharp recession in 1974 to bring down the inflation rate.

This high-inflation experience prompted several changes. The BOJ obtained de facto independence from the MOF in determining the interest rate by citing the importance not to repeat the high inflation that had occurred before. These lessons became valuable during the second oil crisis in 1979, when the BOJ acted quickly not to let the inflation rate become higher.

In Period III, the BOJ implicitly adopted the monetary aggregate targeting from 1978 to the mid-1980s. This period coincided with the moderation of the inflation rate without adversely affecting the growth rate. The inflation rate became less than 3 percent by the mid-1980s. The BOJ became confident that the correct lessons were learned from the mistake of allowing the large spike of the inflation rate in 1973–1974. The bank thought that it had mastered the practice of conducting monetary policy, shielding itself de facto from government pressure.

Period IV was marked by rapid asset price inflation in 1985–1989 and a subsequent collapse of asset prices. The second half of the 1980s was marked by a sharp yen appreciation and a moderate inflation rate, despite a sharp increase in stock and land prices. With the benefit of hindsight, the period from 1985–1989 was marked by a great asset price bubble. The stock and land prices rose almost fourfold in several years. The BOJ did not tighten until very late in the process because the CPI inflation rate was relatively low during these years. After the bubble started to pop, the Japanese economy went into a long output stagnation and a declining CPI inflation rate. During the bubble-burst period, the Japanese inflation rate stayed below its US counterpart, reflecting low growth and a widening GDP (output) gap.

As the bubble burst in the first half of the 1990s, the stock market index lost more than half its value in three years and land prices sustained a moderate but steady decline that would continue for thirteen years. Asset price declines caused severe losses among companies in the real estate and the construction businesses, and many of them became essentially bankrupt. The value of assets became much lower, depleting the capital of these companies. As a result, they could not repay their debts to banks. This in turn caused a serious problem in the banking sector. In the early stage, weak banks became insolvent and merged with healthier ones, sometimes with assistance from the DIC. Then, several large financial institutions failed in 1997–1998, causing severe financial turmoil, with a heightened premium that Japanese banks had to pay in interbank transactions. The damaged financial system put the Japanese economy into a deflation starting in 1998.

In the deflationary Period V, the BOJ had to be creative in finding ways to stimulate the economy, with the interest rate stuck at zero. The bank was first to adopt monetary policies that later would become known as unconventional monetary policy. But deflation would last until 2012. When the inflation rate is negative, monetary policy becomes constrained because the lowest interest rate that the central bank can set is zero (or slightly less). The fifteen years of deflation is a rare experience among major countries after World War II. The monetary policy in Japan responded to stagnation and deflation by lowering the interest rate to zero.

What would be effective policy tools to get out of deflation when the interest rate has already reached zero? What would be an appropriate monetary policy as deflation continues, despite the interest rate being zero? Originally, problems implied in these questions were viewed as unique to Japan. However, as the US, the Eurozone, and the United Kingdom plunged into severe recession following the global financial crisis triggered by the failure of Lehman Brothers in 2008, the zero bound of the nominal interest rate became a universal problem. The BOJ first implemented quantitative easing (QE) from 2001–2006, and other major central banks adopted it after 2008. The presumed transmission channel and overall effectiveness of QE are still debated.

In Period VI, a new regime of aggressive monetary policy with inflation targeting of 2 percent was introduced. This was the beginning of the end of deflation. Adopting inflation targeting was a joint effort between the government under Prime Minister Shinzo Abe and BOJ governor Haruhiko Kuroda, who was newly appointed in March 2013. In the efforts to achieve the target, the BOJ adopted quantitative and qualitative easing (QQE) in April 2013. The initiative was called the first arrow of Abenomics, a policy package of Prime Minister Abe. The inflation rate rose from −0.5 percent in March 2013 to 1.3 percent in March 2014. The first year of the first arrow looked like it was successfully lifting the economy out of deflation.



6.1.2 Theory

This section reviews a basic framework of monetary policy that is commonly found in macroeconomic textbooks. There are several schools of thought on how monetary policy works in the economy, and how a central bank should implement it. The most widely used tool of monetary policy is the interest rate. Some argue that it is more important to pay attention to and control the quantity of money in circulation. No matter how it is approached, monetary policy is considered a powerful weapon to influence investment and consumption, two major components of aggregate demand. However, a drawback of monetary policy is that it typically works with long and variable time lags.

The Japanese economy experienced long periods of stagnation in the 1990s and 2000s. The interest rate was lowered to virtually zero from February 1999 to August 2000, again from April 2001 to July 2006, and then yet again from December 2008 to present (as of this writing). The zero interest rate was unprecedented in postwar history, and it was considered an exceptional case back in 1999. However, the zero and near-zero interest rates were widespread among advanced countries, including the United States, in the aftermath of the global financial crisis of 2008–2009. In addition to setting the policy rate very close to zero, major central banks introduced unconventional monetary policies that purchased various kinds of assets that the central bank do not usually purchase, and let their balance sheets expand. Unconventional monetary policy entered the parlance of economics in 2008–2009, but the BOJ already tried QE in 2001–2006.



6.1.3 Base Money Control of the Money Supply

The central bank can control the amount of money circulated in the economy by selling or buying government securities in the market. This is called open market operation. By buying government securities, the central bank pays cash (yen, in this case) to the seller of securities (usually commercial banks). To be precise, the payment goes to the commercial banks’ accounts at the central bank. With this extra cash, the commercial banks would be more willing to lend to firms, consumers, or other banks through the interbank market. They may also purchase corporate bonds and other securities. If this extra cash is withdrawn and lent to firms and consumers, then firms will invest and consumers will increase their spending. In the end, aggregate demand increases, and thus an open market operation stimulates the economy. Even if commercial banks do not lend, but rather buy corporate bonds or commercial papers, the interest rate of those securities will decline, which reduces firms’ opportunity cost to invest in their production facilities and machines.

Hence, an open market purchase of securities is monetary relaxation, which increases the amount of monetary base and lowers the interest rate. In normal circumstances, the central bank can determine the amount of monetary base or the interest rate, but not both independently.

When the central bank fears that inflation may get worse, it may try to slow the economy by selling government securities in the market, absorbing the monetary base out of the economy. Just the opposite of the case of open market purchases, open market sales reduce the money supply and raise the interest rate.



6.1.4 Monetary Policy and Transmission Channels

In traditional monetary policy, a central bank controls the interbank rate, which is the interest rate in the market that financial institutions to borrow and lend very-short-term (typically overnight) funds. The impact of controlling the very-short-term interest rate on broad economic activities may seem remote and weak. Indeed, it is commonly believed that it takes twelve to eighteen months for the impact of a change in the interbank market to have its full effect on real economic activities.

Basically, the lower interest rate stimulates banks to lend more, with lower interest rates, to consumers and firms. The lower bank lending rate—that is, the borrowing rate for firms—encourages firms to find some marginal projects that now will be profitable to implement. Firms increase their investment in plants and machines and hire more workers. Households find it easier to borrow from banks to build a new house or purchase a used house; or to borrow for large-ticket items such as cars and consumer electronics. In the end, firms will invest more and households consume more with lower interest rates. The channel in which the interest rate will affect economic decisions is called the interest rate channel. Both traditional and new Keynesians tend to view interest rates as a key indicator of the monetary policy stance.

Three qualifying points in the transmission channel are important. First, the key part of the transmission is an increase in bank lending, which is induced by the lower interbank rate and more liquidity that is provided by the central bank. If banks are not willing to lend even with lower interest rates, then the channel would be broken. A view that emphasizes the amount of bank credits to corporations is called the credit channel view. What would be the possible reason that banks do not wish to increase lending to firms and households? One such circumstance is the case of banks with capital shortages caused by nonperforming loans (NPLs) and associated losses. Second, there is a lower bound (i.e., a floor) in the nominal interest rate at zero. Once the policy rate is lowered to the floor, monetary policy loses a conventional tool. The zero nominal interest bound became a focus in the Japanese economy after 1999. Third, many papers have been written emphasizing the importance of expanding or diminishing bank credit to firms and consumers, as opposed to the fluctuations of interest rates.


Box 6.1

Money Multiplier


Here, we provide a textbook explanation of money: How the monetary base, or high-powered money (a narrow definition of money), H, is provided by the central bank; and money supply, or money stock (a broader definition of money), M, is created through the banking system. The monetary base is the sum of Currency in circulation (i.e., notes and coins held by households and firms), Cu, and Reserves (i.e., commercial bank deposits in the central bank), Re:

H = Cu + Re.

Monetary stock is the sum of the sum of currency in circulation, Cu, and Bank deposits of households and firms, D:

M = Cu + D.

Thus, the ratio of money (M) and monetary base (H) is given by

[image: ]

Dividing the denominator and numerator of the right side of the equality by D (deposits) and multiplying both sides of the equality by H (the monetary base), we obtain the following equation:

[image: ]

Let us call the ratio of Cu to D the cash/deposit ratio and denote it by [image: ] It is natural to assume that the cash/deposit ratio is determined by households’ and firms’ behaviors. The ratio of Re to D is the reserve ratio. Let us denote that as [image: ] The reserve ratio is determined not only by the banks’ behavior, but also by bank regulations. Traditionally, the central bank sets the minimum reserve ratio that each bank must have. Rewriting the previous equation in a compact form, we can see that the money supply is determined by the three parameters and variables, c, r, and H, of which H and r can be controlled by the central bank:

[image: ]

To increase the money stock, M, the central bank can increase the monetary base, H, or lower the reserve ratio, r.





Traditional monetarists do not differentiate between the interest rate channel and the credit channel. Monetarists emphasize that if the monetary base is expanded, the economy will be stimulated because more liquidity is provided by the central bank to the market, providing capital that will be spent by corporations and households. The amount (and growth rate) of the monetary base are the most important indicators of monetary policy, according to monetarists.

The main focus of central banking, including that of the BOJ until the 1990s, was fighting inflation. Repeated monetary expansion in the 1960s and the 1970s produced very high inflation in many countries. The focus shifted to deflation (i.e., the sustained decline in prices or negative inflation rate) in the 2000s. In the late 1990s to the early 2000s, Japan suffered from deflation (sustained declines in prices) and stagnation (sustained low output growth). The interest rate was driven to zero to stimulate the economy. Since the nominal interest rate cannot be negative (or else massive hoarding of cash would result), the conventional monetary policy reached its limit. In 1999, the BOJ was the first central bank since the 1930s that introduced a zero interest rate.



6.1.5 Inflation Bias

The importance of central bank “independence” from the government, which will be discussed in details below, is now well understood by many economists and policymakers around the world. A government may be tempted to ask a central bank to lower the interest rate to stimulate the economy in the immediate future, but such a myopic act risks long-run price stability. Understanding the danger of political meddling in monetary policy, many countries have introduced legislation to give legal independence to their central banks in the last thirty years or so. An “independent” central bank typically has a governor with a relatively long and fixed term and a monetary policy committee that does not include government representatives.

Central bank independence, however, does not mean that the central bank gains the power of conducting monetary policy in whatever way it wants. Especially in a democratic society, the independent central bank needs to convince the country’s people that it intends to form monetary policy for the welfare of the national economy as a whole. Thus, independent central banks have been trying to enhance transparency and accountability. Almost all central banks now disclose the minutes of their policy committee meetings in a timely manner. They also put out frequent press releases and publications to explain particular policy measures and assumptions for economic projections that they used for policy decisions. An increasing number of central banks have also been adopting some form of inflation targeting, which specifies and announces a numerical target inflation rate for the medium term. In addition to enhanced transparency and accountability, the inflation targeting has a benefit of anchoring inflation expectations to promote price stability.

Academic literature on central bank independence distinguishes de jure independence from de facto independence. A central bank is de jure independent if the country has a law that guarantees its status. Some central banks, however, behave independently from the government without such a formal legal basis. In this case, the central bank is said to be de facto independent. As discussed later in this chapter, the BOJ gained de facto independence around the late 1970s and legal independence in 1998.




6.2 Monetary Policy 1950–1971


6.2.1 Bretton Woods System

This section describes developments of monetary policy from 1950 until August 1971, the period known as the Bretton Woods era. The exchange rates of almost all major economies were fixed to the US dollar, and the US dollar was the only currency that was convertible to gold. In this sense, the Bretton Woods system was an indirect gold standard. The exchange rates among the currencies were all fixed, but the settlement was accomplished by the selling and buying of US dollar assets, such as US Treasury bonds, instead of gold. The credibility of the US dollar was backed by its convertibility to gold. In theory, a country that accumulated US-dollar assets could demand to redeem those dollars in gold, but that was rarely done.

Under the Bretton Woods system, various controls on cross-border movements of capital (such as cross-border bank lending and issuing securities abroad) were commonplace. The existence of capital controls meant that the current account deficit of a country had to be financed by selling foreign reserves at the central bank. Thus, a country that continued to run current account deficits ended up losing its foreign reserves. If foreign reserves were depleted to a very low level, the country was forced to make a difficult decision between a contractionary macroeconomic policy to reduce the demand for imports, and exchange rate devaluation, with the permission of the International Monetary Fund (IMF), to improve the current accounts. Some European countries, like the United Kingdom, devalued its currency during the Bretton Woods regime, but Japan held the 360 yen to the US dollar ratio until the demise of the regime in the early 1970s.

Under a fixed exchange rate regime, economic growth fueled by aggregate demand expansion can run into one of two speed bumps. One is imposed by the current account: High aggregate demand expansion increases imports and worsens the current account, which eventually leads to a decline in foreign reserves and makes a central bank tighten its monetary policy to cool down the economy. The other is imposed by inflation: High aggregate demand expansion leads to high inflation, which also makes the central bank tighten its monetary policy. The speed bump for Japan in the 1950s and 1960s was the current account deficits. The inflation rate was higher than the United States, but it was still moderate. Economic booms worsened the current accounts before they threatened high inflation. Therefore, the BOJ often tightened monetary policy when economic booms resulted in large current account deficits.

From the 1950s to the 1970s, the main monetary policy instruments were the ODR and the required reserve ratios. The monetary aggregate growth rate was monitored but not emphasized. All deposit rates were regulated by the MOF (until the mid-1980s) and linked to the ODR. The bank loan rates to corporations were also indirectly controlled. Total lending amounts were also subject to approval by the BOJ. Each commercial bank had to submit lending plans every quarter, and the results were monitored carefully. This practice is called window guidance.

Private-sector corporations were not allowed to borrow from abroad or to have deposits abroad. All export earnings in US dollars and other foreign currencies had to be converted to yen, and importers had to obtain foreign currencies from the BOJ through commercial banks. Individuals also had to adhere to strict regulations if they wanted to obtain foreign currencies. No foreign currency deposits were allowed, and no foreign currency loans were allowed. Thus, the Japanese financial system was regulated heavily in terms of both price (interest rates) and quantity.



6.2.2 Disequilibrium in Financial Markets

With interest rates regulated both on the deposit side and on the business-loan side, it is natural to suspect the existence of credit rationing. Casual observations made during the 1950s and the 1960s provide much circumstantial evidence of credit rationing.1 The business-loan rate did not fluctuate much. What happened in this case was that both the BOJ and the MOF imposed credit constraints. The regulation of the total monthly increase in the loans of each bank proved to be a binding constraint on bank lending. Corporations did not have alternative sources of funding until the mid-1970s; the domestic securities market was underdeveloped, and loans from abroad were not allowed.

Ito and Ueda (1981) conducted an econometric test of credit rationing in the American and Japanese business-loan markets. They specified and estimated the demand and supply functions of business loans in each country. For each quarter, the business-loan interest rate was assumed to be constant (owing to explicit or implicit regulation), to allow excess demand or excess supply to exist. If there were excess demand in that market, the transaction would take place on the supply curve; if there were excess supply, it would take place on the demand curve. The interest rate would be adjusted from one period to the next. The rate would go up if there had been excess demand, and go down for excess supply. Specifying how the interest rate would adjust over time, and estimating it (along with the demand and supply functions), would yield the adjustment speed of the interest rate.

In the study, US and Japanese business-loan demand and supply were estimated for the period from the second quarter of 1968 to the first quarter of 1977. The estimated adjustment speeds implied that the interest-rate adjustment speed was much lower in Japan. The Japanese business-loan market was judged to be in disequilibrium more often than its US counterpart because of its sticky interest rate.




6.3 The Great Inflation of the Early 1970s


6.3.1 End of the Bretton Woods System

This section reviews monetary policy and inflation experiences in the early 1970s. This period was a transition from the fixed exchange rate regime under the Bretton Woods system to the floating exchange rate regime. During the 1950s and 1960s, the current account deficits acted as a check against overheating of the economy. Monetary policy had tightened in response to the current account signal even before any sign of inflation was observed. But around 1970, the ceiling imposed by current account on economic growth started to exceed the ceiling imposed by inflation.

In 1968 and 1969, the Japanese economy experienced a boom. The GNP grew at a rate in excess of 12 percent. The current-account surplus, however, remained high, valued at more than $2 billion (more than 720 billion yen). The inflation rate (measured in terms of increase in the overall CPI) was hovering at 5.5 percent. This created a policy dilemma for the BOJ: If it continued its accommodative monetary policy and allowed aggregate demand to grow further, it would jeopardize price stability. But if it tightened its monetary policy, the current account surplus would grow even higher. An approach that would restore both internal balance (low inflation) and external balance (balanced current account) in this case was revaluation of the yen. The Japanese government resisted revaluation, however, partly because it regarded the Bretton Woods system as an unbreakable promise and partly because it wanted to protect export-oriented industries. In 1970, Japan’s GNP grew by 10 percent again and the current-account surplus remained at $2 billion, but the inflation rate rose to 7.7 percent.

Germany was in a similar position to Japan. On the other side of the Pacific Ocean, the United States was running current-account deficits, shaking world confidence in the key currency of the fixed exchange rate system. It became clear that the fixed exchange rate regime was not sustainable and that change was inevitable.

On August 15, 1971, US president Richard Nixon announced that the US had unilaterally ended the convertibility of the US dollar (that is, the government no longer guaranteed exchanging the US dollar for gold). This meant that the fixed exchange rate system that set the exchange rate of 360 yen per US dollar was essentially abandoned. The collapse of the Bretton Woods regime thus freed the BOJ from its obligation to maintain a fixed exchange rate.

After the yen was depegged from the dollar, the exchange rate appreciated gradually, going from 360 yen to 315 yen per dollar by mid-December 1971. In the meantime, the G10 countries attempted to establish a new set of fixed exchange rates that reflected the changed fundamentals.2 But the monetary authorities of major countries were not yet brave enough to abandon the fixed exchange rate system.

On December 18, 1971, a new pact, the Smithsonian Agreement, was struck. The central rate for the yen/dollar exchange rate was set at 308 yen/dollar, a 16.88 percent revaluation from the Bretton Woods rate of 360 yen/dollar. The narrow band of 2.25 percent for allowable fluctuation was set around this central rate. The Smithsonian rate of 308 yen/dollar was regarded as too strong by many Japanese exporters. Their profit margins indeed declined, and their volumes of exports declined as well after the Smithsonian Agreement. At the start of 1972, the Japanese economy saw subdued industrial production, and the inflation rate, measured in terms of the Wholesale Price Index (WPI), was almost zero. There was a lot of pressure on the government from exporters and politicians to stop yen appreciation, which became an important policy goal of the government.

As the yen remained at the ceiling of the Smithsonian band (i.e., the strongest yen allowed under the agreement) in 1972, the government expanded both monetary policy and fiscal policy to stimulate the domestic economy so that imports would increase and the current account surpluses would come down, thereby easing the urge for yen appreciation. Next, we will explain why the BOJ caved in to the strong pressure from the government to cut its interest rate in June 1972, even though it believed that doing so was unnecessary. The interest rate hike was seriously delayed due to the government pressure.



6.3.2 The Policy Mistake That Caused the Great Inflation

The BOJ maintained a loose monetary policy from late 1971 until the spring of 1973. The ODR was lowered in December 1971 and June 1972. The money supply was increasing at a rate of about 25 percent throughout 1972. Industrial production started to increase in the spring of 1972, despite strong fears that the yen appreciation would slow output and exports sharply. Both CPI and WPI inflation rates started to increase in the summer of 1972, right after the June rate cut. In April 1973, the WPI inflation rate reached 11 percent while the CPI inflation rate reached 9.4 percent, which prompted the BOJ to raise ODR for the first time since the collapse of the Bretton Woods system.3

After the first oil crisis, both the CPI and WPI inflation rates increased further in Japan (as shown in figure 6.2). Oil prices tripled from July 1973 to January 1974, with the selective embargo by OPEC countries. The WPI inflation rate rose to near 35 percent and CPI near 25 percent by spring 1974. This was the highest peacetime inflation rate for Japan.4 Wages rose sharply in 1973 and 1974 to compensate for sharp increases in the cost of living. Higher wages pushed up the costs of production and led to further increases in the price level. The inflationary spiral was clearly in place in 1973 and 1974.
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Figure 6.2

Interest rates in Japan from 1971–1975.

Source: Authors’ creation.



While the inflation rate was very high, the industrial production growth rate turned negative in 1974. The real GNP growth rate became negative for the first time since 1955. The Japanese economy fell into stagflation: a combination of stagnating output and high inflation. Following the hike in the ODR in April 1973, it was raised four more times in nine months.

The inflation rate started to come down in the second half of 1974, along with subdued economic activity, as the impacts of tight monetary policy finally took hold. A wage increase was suppressed in 1975. The WPI inflation rate fell below 5 percent in the spring of 1975, and by the end of 1975, the CPI inflation rate fell below 10 percent. The Great Inflation of 1973–1974 was over, with a heavy sacrifice in output in 1974. The very high inflation rate in 1973 and 1974, reaching near 30 percent at one point, was often blamed on oil price increases that started in October 1973. However, the inflation rate was already at 10 percent even before the oil price hike. It was more of a policy mistake than an external (oil price) shock.



6.3.3 The Political Economy of the Monetary Policy Mistake

Ito (2013) explained the political economy behind this mistake in monetary policy in the early 1970s. A crucial question is whether the BOJ knew of the danger of postponing the rate hike and if so, whether the BOJ did seek to raise the interest rate hike even with the risk of clashing with the government. The mistaken overstimulation in 1971 and 1972 was due to pressure from the government, which had concerns over the rapid pace of yen appreciation in the wake of the collapse of the Bretton Woods regime in August 1971. The BOJ, at that time, did not have legal independence from the government. It was the custom that the governor of BOJ sought informal approval for changing the interest rate, in any direction, from the Minister of Finance, or in some cases the prime minister. Worse, the BOJ was not allowed to change the interest rate during the period when the budget was debated in the Diet (December–March).

The change in the international monetary system also played a part in the situation. There was an explicit approval of inflation from the government, if it would contribute to keeping the nominal exchange rate within the approved range under the Smithsonian rate. On August 9, 1972, Yasuhiro Nakasone, then the Minister of International Trade and Industry, mentioned that he preferred domestic inflation to yen appreciation: “Japan is forced to choose between another yen revaluation and adjustment inflation. I think another yen revaluation should be definitely avoided; hence the economic activities should be stimulated…” (BOJ, 1986, 401). The inflation to avoid appreciation was known as adjustment inflation. Economists generally supported flexibility of the exchange rate over high inflation. On February 14, 1973, the yen was finally floated as a result of heavy pressure for yen appreciation. In March 1973, currency speculation became widespread among European currencies, resulting in free-floating exchange rate system (the end of the Smithsonian regime).

Although pressure from the government was the primary culprit, there was little trace of a struggle between the bank and the government prior to February 1973 (BOJ, 1986). The BOJ was probably so self-restrained that it gave up the fight against the MOF, as well as inflation, too easily.5




6.3.4 Quick Tightening in 1979

The CPI inflation rate fell steadily after 1975, and the economy recovered from stagnation by 1978. In January 1979, the governor of the BOJ, Mr. Teiichiro Morinaga, mentioned that no more relaxing of monetary policy would come, and the policy stance changed to neutral. In March 1979, OPEC raised oil prices by more than 10 percent. The WPI started to increase sharply from January to March. Learning from the mistake it made during the first oil crisis, the BOJ this time sought early action to tighten monetary policy. The interest rate was already rising before the oil crisis came, as the economy was booming, and after the crisis occurred, the official interest rate was raised three times (November 1979, February 1980, and March 1980), with cumulative increases of 375 basis points.6

On November 4, 1979, the US Embassy in Iran was attacked and diplomats were taken hostage by radicalized Iranian students. (Those hostages would not be released until January 1981.) Conditions in the oil market continued to tighten. On December 27, Afghanistan was invaded by the Soviets. As the political events multiplied, oil prices continued to rise.

Domestic output activities were brisk, and the prices of steel and utilities were rising. In February 1980, the WPI inflation rate became near 20 percent. In view of these developments, the newly appointed BOJ governor, Haruo Maekawa, decided to raise the interest rate. However, this was the time of the budget process in the Diet, which prompted the MOF to oppose the rate hike proposal. Governor Maekawa met Prime Minister Masayoshi Ōhira in early February and requested an ODR hike. Prime Minister Ōhira promised a reply within a week. Ultimately, he gave the go-ahead. On February 18, 1980, it was decided to raise ODR by 1 percent; the policy was implemented a day later.

Between February and March 1980, CPI started to rise sharply. On March 18, the ODR was hiked again by 175 basis points. The government also changed its priority to fighting inflation. Japan was not the only country that fought inflation. In the United States, the interest rate was raised to near 20 percent to fight inflation in early 1980.7

The fact that the interest rate was raised in February and March signals the strengthened independence of the BOJ, as those months are during the budget deliberation process. The government had traditionally objected to changing the interest rate during the budget process.

In the end, Japan fared relatively well in the second oil crisis. The CPI inflation rate never reached 10 percent, and the real interest rate, measured by the call rate over the CPI inflation rate, remained positive. The worst of inflation was over by the summer of 1980, and the ODR was lowered in August and November 1980. By the end of 1980, the WPI inflation rate came down to 10 percent, and the CPI inflation rate decelerated to 7 percent.

The lessons of the Great Inflation of 1973–1974 were fully utilized by the BOJ to persuade the MOF and the prime minister to take early action on monetary tightening. Raising ODR twice during the budget process was a strong indication that the bank had achieved de facto independence. However, it still relied heavily on the personal trust between the BOJ governor and the prime minister, rather than a legal framework, to guarantee monetary policy independence. This precarious relationship would continue until the revision of the Bank of Japan Act in 1998.




6.4 Great Moderation in Japan: 1975–1985

After the mistake of allowing high inflation in 1973–1974, the BOJ announced a new monetary policy in 1975, emphasizing the importance of the money supply. The BOJ started to announce the money supply forecast in 1975. Although it was called a forecast, the market and some academics started to suspect it was a target, à la the monetarists. The theory goes that if monetary growth is lowered gradually, inflation rate would come down without hurting the real GDP growth rate. Fluctuations in the money supply decreased after 1975. Both trend growth and fluctuations around the trend became smaller. The growth rate of M2+CD were above 12 percent before 1978, and then it was brought down to 8 percent by 1983 and stayed there until 1985. The inflation rate measured by the GDP deflator declined from 4–6 percent to 2 percent in the same time span.

The BOJ thought that there was a high correlation between M2 + CD and future (but not current) nominal GNP, and that M2+CD was more stable than M1, and thus more suitable for gradual adjustment. In addition, the bank must have thought that it could control M2 + CD in the medium run.

Suzuki (1985, 9) called Japanese monetary policy “eclectic gradualism,” which was a position between Keynesian fine-tuning and a monetarist k-percent-growth rule. Although he hedged his conclusion, his analysis (especially his observation about the experience after 1975) conformed with what a monetarist would preach. Is the BOJ in fact monetarist? Milton Friedman (1985), a founder of monetarism, thought so. In his writings, he praised the BOJ for practicing monetarism without vocalizing it.



6.5 The Bubble and Its Burst: 1985–1998


6.5.1 The Bubble

The Japanese economy performed extremely well in the second half of the 1980s. The growth rate exceeded 4 percent from 1984 to 1989 (except for 1986), while the CPI inflation rate remained low. The stock price index and the land price index quadrupled from 1983 to 1989. The stock price index (the Nikkei 225) rose from 10,000 yen at the end of 1983 to near 40,000 at the end of 1989. Asset prices—from stock prices and land prices to country club memberships, to paintings—also rose fast in the optimistic forecast of the economy. The tax revenues were increasing to close a fiscal gap that had plagued the economy for two decades.

At the end of the 1980s, many economists as well as policymakers around the world were praising the Japanese economy for its excellent performance. Although a few economists raised concerns, many financial analysts and bankers were not alarmed at the apparent high value of stocks and land compared to their cash-flow earnings. In retrospect, it is obvious that the Japanese economy was experiencing a bubble.

Although the economy was booming, the BOJ did not start tightening until 1989. Indeed, the first move of the BOJ during the boom was a series of interest rate cuts. The yen appreciated from 260 yen/dollar in February 1985 to 150 yen/dollar in the summer of 1986. The sharp yen appreciation caused a recession (due to a slump of exports) and imported disinflation. Interest rates were lowered from 1986 to 1987 to stop yen appreciation and to help stimulate the economy, which was depressed by sharp yen appreciation.8

Monetary policy was finally tightened in 1989. The ODR rose from 2.5 percent, where it had been since 1987, to 3.25 percent in May 1989. The ODR was raised again to 3.75 percent in October, and then to 4.25 percent in December. Despite this rapid hike of the interest rate, the CPI inflation rate rose from 1 percent at the beginning of 1989 to 3 percent toward the end of the same year. The BOJ again raised the ODR to 6.00 percent in August 1990 (350 basis-point cumulative ODR hikes in 15 months). In tandem with the interest rate hike, regulatory tightening was applied to stop increases in land prices. Regulatory measures to discourage speculative land transactions included an order to limit the increase in bank lending to real estate‒related companies in the spring of 1990 and a tax hike on realized capital gains from land sales.

The Nikkei 225 stock price index finished at the level of 39,916 yen on the last business day of 1989. The stock price index declined by one-third from the end of 1989 (when it had reached its peak) to the end of 1990. Stock prices continued to decline, and the index lost 60 percent of the peak level by the summer of 1992. Land prices started to decline in 1991. The bubble had burst.

There are two different views on the Japanese monetary policy from 1985 to 1989, which lowered the discount rate to 2.5 percent in February 1987 and maintained it until May 1989. One view is that it was too lax, and it caused an asset bubble. Since a bubble threatens the stability of the financial system, when it bursts, it should happen early, in a preemptive manner. Another view is that monetary policy was basically appropriate, as the CPI inflation rate was low and stable, but lax regulation and supervision, which were discussed extensively in chapter 5, were to blame.

It would have been difficult to tighten monetary policy, given the low CPI inflation rate, the slow economic recovery from the yen-appreciation recession of 1986, and the aftermath of Black Monday in October 1987, when the Dow Jones Industrial Average fell by 22.61 percent in one day. In 1988, however CPI inflation forecasts started to rise, although the actual inflation rate remained low. Should the BOJ have started tightening, anticipating the CPI inflation in 1989–1990? A preemptive tightening may have dampened the asset price bubble slightly, but it was unlikely to have stopped the bubble without having serious consequences on the financial system. Real estate bubbles without high CPI inflation would occur many times, in many parts of the world, in the coming years.



6.5.2 The Bursting Bubble

In the beginning of the asset price decline in 1990, Japanese public opinion was favorable toward monetary and regulatory policies that were aimed at halting a further rise in housing prices, as many potential first-time buyers found housing too expensive. The MOF’s regulation, known as the total lending limit, was issued in March 1990 and capped the yen amount of loans to real estate developers at every bank. New commitments to construction activities from banks came to a screeching halt, although nonbanks partially made up the slack and increased their lending to real estate developers.

The BOJ expected the slowdown of the economy, however, and moved rather quickly. The ODR was lowered to 5.5 percent in July 1991, to 5 percent in November 1991, and to 4.5 percent in December 1991. The ODR cuts continued through 1992 and 1993. Despite the expansionary monetary policy, the Japanese economy slowed considerably in 1992. The quarter-to-quarter GDP growth rate became negative in the spring and summer of 1992. A fiscal stimulus package was introduced in late 1992 in response to the weakening economy. This was the beginning of a series of fiscal stimulus packages.

The economy continued to stagnate in 1993 and 1994. Land prices declined steadily. The CPI inflation rate fell from just above 2 percent in the beginning of 1992 to 0 percent by mid-1995. However, there was no change in the interest rate until April 1995, when the ODR lowered to 1 percent. Then, the ODR was further brought down to 0.5 percent in September 1995. This was the start of the near-ZIRP of the BOJ, which would last for more than twenty years.

During the period from 1992 to 1995, NPLs in the banking sector became a serious issue. Many construction companies and real estate developers got into trouble as the land price boom ended and the economy stagnated. They had a hard time making timely payments on their bank loans. These loans were usually secured by land held by the borrower firms as collateral, but the demise of the land price boom meant that the value of the land collateral was typically much lower than the loan amount. The banks did not want to disclose how much of their loans were nonperforming and how much in losses they would incur if the real estate market rebounded soon. Many banks were suspected of lending these companies just enough money to service their debt. This practice became known as the evergreening of NPLs, which was explained extensively in chapter 5.




6.6 The New Bank of Japan Act of 1998

The Bank of Japan Act, originally passed in 1942, was revised in 1997 to give the BOJ legal and institutional independence from the government after an intense debate in the public and in the parliament. Under the new law, the government was not able to dismiss the governor and board members of the bank for reasons other than physical and mental incapacitation. The newly enhanced Monetary Policy Board, consisting of the governor, two deputy governors, and six full-time members who must be recruited from outside the bank, became fully independent in setting monetary policy.

Masaru Hayami, aged seventy-two and long retired from the bank, was appointed as the first governor of the independent BOJ. Some board members from the old regime were retained, to be replaced at the expiration of their respective terms, but the vacancies were filled by new appointments. The board members used to represent different kinds of business interests (agriculture, large financial institutions, regional financial institutions, and commerce and industry), but the new law required every board member to have expertise in finance and banking. The minutes of discussions (without names) and voting records (with names) were to be disclosed with a delay of no more than about one month, and full word-by-word transcripts with names would be disclosed after ten years to enhance transparency. The new Bank of Japan Act states that the aim of the BOJ is to foster price stability, while its previous mandate was maximization of the potential growth of the economy. With independence, the BOJ was required to be accountable to the public for its actions. The exact wording of Article 2 is as follows: “Currency and monetary control by the Bank of Japan shall be aimed at achieving price stability, thereby contributing to the sound development of the national economy.”

How much more independent has the new BOJ become? Cargill, Hutchison, and Ito (2001, chapter 4) calculated the weighted scores of independence based on the Bank of Japan Act of 1998, following the method of Cukierman, Webb, and Neyapti (1993). This approach deems a central bank as having high legal independence if the law states that (1) the BOJ governor has a long tenure (five or more years) and would not be fired on the basis of his opinions; (2) policy actions are decided without influence from the government, (3) the objective is price stability, and (4) lending to the government is prohibited. As the old law did not have these conditions, Cukierman et al. (1993) placed the old BOJ near the bottom of the OECD central banks in legal independence ranking. However, the new Bank of Japan Act satisfies these conditions. Cargill et al. (2001) found that the new BOJ moved from the bottom third to slightly above the median of OECD central banks. Table 6.1 shows the independence score of the BOJ under the previous law, calculated by Cukierman et al. (CWN) and the independence score of the bank under the new law, calculated by Cargill et al. (CHI)



Table 6.1

Revised central bank independence index for Bank of Japan based on 1998 Bank of Japan law
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6.7 The Challenge of Deflation, 1998–2012


6.7.1 Deflation

The Japanese economy plunged into a severe recession in 1998 as the banking crisis reached its peak in November 1997. The growth rate became negative for the first time since 1974. The CPI inflation rate also became negative in 1998. Japan entered a deflationary period.

Here, deflation is defined as a sustained period of decline in the general price level. Though not yet well known as a concept in the late 1990s, deflation can hurt the economy in several ways. First, expected deflation increases the real interest rate (given any level of nominal interest rate) and the cost of capital. This tends to reduce businesses’ fixed investment expenditures. The central bank may try to counter this by reducing the nominal interest rate. Even if the central bank cuts the nominal interest rate to zero, the real interest rate remains positive if deflation is expected. This seriously limits the ability for the central bank to conduct countercyclical monetary policy.

Second, expected deflation can also make buyers of durable consumption goods postpone their purchases and wait for prices to come down in the future. If this happens, the consumption demand falls and deflation is exacerbated.

Third, unexpected deflation increases the real value of financial assets and liabilities unless nominal asset prices move in tandem with general price levels. Thus, creditors gain but borrowers lose. The debt burden of borrowers could increase so much that they are driven to bankruptcy. This process is called debt deflation. Since the corporations and entrepreneurs who lead economic growth by investing and producing are typically borrowers, the wealth transfer from borrowers to creditors resulted from deflation ends up hurting the economy.

During the Great Depression of the 1930s, deflation was a serious issue. The danger of deflation, especially that of debt deflation, was well understood back then, but it was mostly forgotten during the postwar period when high inflation was often the major concern in many economies. Japan’s was the first major economy to experience prolonged deflation in the postwar era.



6.7.2 Zero Interest Rate Policy, 1998–2000

When the BOJ gained independence in 1998, there was a high hope that proactive actions would be taken to stop deflation. Price stability became the stated, de jure mandate, rather than the de facto mandate, of the bank. However, in retrospect, the timing of independence was unfortunate since fighting deflation often calls for coordination between monetary and fiscal policies.

Economic conditions were quickly deteriorating due to the Asian currency crisis and Japanese banking crisis (recall the discussion of this topic in chapter 4). Soon after the newly appointed Policy Board members started to deliberate, there were a division among them. In many Monetary Policy Meetings, some members called for aggressive monetary easing, but other members opposed the idea.9 On September 9, 1998, the BOJ decided to lower the policy interest rate (the uncollateralized overnight call rate) to around 0.25 percent. This was not powerful enough to pull the Japanese economy out of its downturn, and negative growth was recorded in the second half of 1998. The bank decided to further lower the policy rate gradually, culminating to the adoption of the ZIRP on February 12, 1999.

In April, Governor Hayami clarified that the ZIRP would continue until the deflationary concern was dispelled. At the time, this was viewed as a promise to continue the ZIRP into the indefinite future until economic conditions improved. It was expected to have a “time duration effect,” which would be viewed as a variant of “forward guidance,” in the language in the global unconventional policy era after 2008. However, critics pointed out that there was no numerical clarity for determining what either “deflation concern” or “dispelled” meant.

No additional actions were taken between February 1999 and the fall of 1999. Between the summer and the fall of 1999, output remained basically flat. The government and business circles started to voice their concern with deteriorating conditions and called for the BOJ to adopt a more aggressive monetary policy (namely, QE).10 Just before the September 21, 1999 meeting of the Policy Board, members of the press speculated that the board would decide to take a number of actions, most likely including nonsterilized intervention in the foreign exchange market in cooperation with the MOF. A rapid yen appreciation that occurred in August and September, crossing the 110-yen mark, might be a reason behind this media speculation.

The Policy Board reacted strongly to these reports. The board issued a statement at the conclusion of the September meeting (BOJ, 1999) to protest such guessing and pressure. The announcement also emphasized that monetary policy would not respond to exchange rate movements, and that nonsterilized intervention was not a useful policy. The board strongly warned that the press was greatly mistaken in engaging in speculative reporting before the meeting.11 The comment implied that the board regarded any prior reporting of the expected decision as a challenge to the independence of the BOJ. Cargill et al. (2001, 173) later called this attitude of not taking any advice from the government (or anyone outside the BOJ for that matter) an “independence trap.”

The board indicated that it had done enough to ease monetary conditions, and it even cited the side effects of ZIRP. It also challenged the market expectation that nonsterilized intervention would be pursued. This was taken as an indication of their desire to end the ZIRP as soon as possible.12

It is important to understand that these strong reactions by the board were based on the lessons that the BOJ thought they had learned from the past mistakes: one in the Great Inflation of 1973–1974, and another in the bubble years, 1985–1989. The lesson of 1973–1974 was to never cave in to the government pressure; and the lesson of 1985–1989 was never to use monetary policy in a fight against yen appreciation.

No additional easing was adopted between the fall of 1999 and the summer of 2000, except for liquidity injections to deal with the Y2K concerns with computer technology. By June, Governor Hayami was frequently suggesting that there were bright signs in the economy, so the ZIRP can and should end soon. Yet many economists argued that ending ZIRP would be premature. Rather, they called for further easing of monetary policy, or QE.

The ZIRP was indeed lifted on August 11, 2000, as the board decided that the deflationary concern subsided. The policy change was most likely premature for a couple of reasons. First, US economic growth already was showing signs of deceleration. Second and more important, the inflation rate was still negative, and projected to continue to be negative for at least a year.

The act of tightening during deflation suggested that the governor and the majority of the board shared a view of price stability that was quite different from conventional economics. Critics started to demand clarity, or transparency in modern central banking language, over price stability. Those who advocated numerical inflation targeting were disappointed when the BOJ issued a document in October 2000 defining price stability as a state where there is neither inflation nor deflation. As inflation and deflation were not defined numerically, this did not add any clarity.

The government disagreed with the BOJ’s outlook for the economy and the decision to raise the interest rate. The government representatives attending the Monetary Policy Meeting are nonvoting members, but the law specifies that the government can propose a postponement of a particular policy decision. The government exercised this option, presenting a motion to delay the vote. But the board rejected the motion by an 8–1 vote. The lifting of the ZIRP was then decided by a 7–2 vote. Again, the bank took the view that any suggestion by the government constitutes a threat of independence.

Soon after the ZIRP was terminated, the Japanese economy entered a recession. The peak of the business cycle was later dated as occurring in October 2000. As the economy entered a recession, the criticism of the BOJ’s actions increased once more. The BOJ started to contemplate reversing the tightened policy.

In February 2001, the BOJ introduced the so-called Lombard lending facility and cut the ODR from 0.5 percent to 0.35 percent. The facility facilitated automatically lending to banks with collateral at the ODR, so that the interest rate would be capped at 0.35 percent. But the call rate was around 0.2–0.25 percent, and consequently, there seemed to be little impact from the introduction of the Lombard facility. Thus, these actions were viewed as insufficient to stimulate the economy. A dramatic switch in monetary policy was about to happen.



6.7.3 Quantitative Easing in 2001–2006

The Monetary Policy Meeting of March 19, 2001, decided to switch the policy instrument target from the call rate to the current account balance (i.e., required and excess reserves of commercial banks at the BOJ). By targeting the current account balance higher than the required reserves, the BOJ would be supplying funds to the commercial banks more than required, and the interbank market interest rate must be zero to induce commercial banks to deposit in a zero-interest (i.e., nonremunerated) current account at the BOJ.

This policy switch turned out to be significant in several respects. First, it effectively restored the ZIRP by adding liquidity in the interbank market. The target interbank rate was lowered immediately to 0.15 percent, and eventually it would go down to zero. Second, announcing the switch of the instrument from the interest rate to the current account balance at the BOJ suggested further steps of expanding monetary base as QE. Third, it was declared by the policy board that the new relaxed monetary policy was to continue until the Core CPI (defined as CPI excluding fresh food) inflation rate would become “stably a zero percent or an increase year on year.” (Bank of Japan, 2001: Paragraph 3 (b)).

The initial target of the current account was set at 5 trillion yen. From March 2001 to March 2003, QE was expanded in several steps. In August 2001, the monthly amount of BOJ outright purchases of long-term government bonds was raised from 400 billion yen to 600 billion yen. At the same time, the current account target was raised to 6 trillion yen. In December 2001, the monthly purchase of long-term bonds was increased to 800 billion yen and the current account target was raised to 10–15 trillion yen. In February 2002, the monthly purchase of long-term bonds was increased to 1 trillion yen. In October 2002, the monthly purchase of long-term bonds was raised to 1.2 trillion yen and the current account target was raised to 15–20 trillion yen.

Recall from the previous discussion that the earlier ZIRP was ended prematurely, in August 2000. Critics demanded that the BOJ clarify the price stability numerically. At the time of introducing QE in 2001, the bank specified that the inflation rate to monitor was Core CPI (CPI excluding fresh food), and the exit condition was the inflation rate being stably above zero. This was an improvement, but maybe not enough of one. It was an improvement because if this condition had been in place, ending the ZIRP in August 2000 would not have happened. The new condition was not clear enough, however, because there was no time frame for achieving inflation stably above zero, nor discussion of whether zero would be considered high enough to restore economic growth. This was far from an inflation-targeting framework, which some critics called for. They demanded the BOJ to declare the target inflation rate and an explicit condition for exiting QE.

The term of Governor Hayami and two deputy governors expired in March 2003. The new governor, Toshihiko Fukui, was a deputy governor before he resigned in March 1998. An ex-MOF official, Toshiro Muto, and a professor of economics, Kazumasa Iwata, were appointed as the two deputy governors. Iwata was known to have advocated inflation targeting while he was the director-general of the Cabinet Office. Under Governor Fukui, the BOJ’s confrontational style with the government dissolved, and the fixation on raising interest rates as soon as possible has also disappeared. The market was thus much more assured of a sustained ZIRP in the future.

In his speech to the Japan Society of Monetary Economics in 2003, Governor Fukui explained the effects of the monetary policy framework that he inherited in a way that was much closer to the thinking of mainstream economists outside the BOJ. The increase in QE was aimed at the portfolio balance effect: As “the marginal value of liquidity services became zero, people would start to rebalance their portfolios by investing in assets with higher marginal values whether these were real or financial assets, if the Bank increased further its position of liquidity. The aim of this process was thus to generate positive economic momentum, acting, for example, to push up asset prices.” (Fukui, 2003) He also characterized the commitment to continuing ZIRP and QE as strong because even if the future inflation rate were expected to be positive, the ZIRP would continue, so long as the current CPI (excluding fresh food) inflation rate is below zero. Considering the lag in the effects of monetary policy, he suggested that the policy could end up tolerating inflation. The economy started to recover in the second half of 2003, and the growth rate climbed to above 3 percent in 2003 and was expected to remain around this level in 2004. The inflation rate was still negative, but it increased to close to zero.

After Fukui became BOJ governor, the target amount of the current account was raised in several steps from 17–22 trillion yen to 30–35 trillion yen between March 2003 and January 2004. In October 2003, the BOJ elaborated on the two necessary conditions to end the ZIRP. These were (1) the CPI (excluding fresh food) inflation rate is “zero percent or above” as a trend “for a few months”; and (2) the prospective CPI is not expected to be “below zero percent” according to forecasts of “many Policy Board members.” The introduction of ZIRP in 1999, an expansion of the JGB purchase from 2001, and raising the target of the current account balance from 2001 to 2004 are shown in figure 6.3.
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Figure 6.3

ZIRP, QE, and exit, 1999–2006.

Source: Ito and Mishkin (2006).





6.7.4 Exit from QE in 2006

Many private-sector forecasters predicted that if the economic growth continues to accelerate in the second half of 2004 and the first half of 2005, the necessary conditions to end the ZIRP would be achieved at some point in 2005. There was a growing call for adopting inflation targeting as part of the exit strategy from the ZIRP. The economy continued to recover in 2005 and 2006. The inflation rate turned positive in the spring of 2006, and the BOJ prepared to exit from QE and ZIRP.

On March 9, 2006, the BOJ first changed its instrument target from the current account balance to the policy interest rate (call rate), but it continued to keep the ZIRP. The bank pointed out that the inflation rate had been in positive territory for a few months so that ending QE is in accordance with the exit conditions. Figure 6.3 shows how quickly the current account balance was brought down from March to June 2006. One reason behind the quick reduction was that what BOJ bought were near-maturity long bonds. The bank’s exit was to lower the balance sheet first, and then raise the policy interest rate. The order would be different in the Federal Reserve Bank’s exit from QE in the US a decade later.

On July 14, 2006, the BOJ raised the policy rate to 0.25 percent, ending the ZIRP. The government did not openly object to the decision, in contrast to what happened in August 2000. The experience of achieving the exit in 2006 seemed smooth, but it was not without criticism. The first criticism points to possibility that the BOJ rushed to the exit because the CPI inflation rate fell in August. Second, it was not clear what would be the operational target of monetary policy (or numerical definition of “price stability”) after the exit was achieved.




6.7.5 Unconventional Monetary Policy Globally, 2008–2013

The global financial crisis that originated from the boom and bust of subprime mortgage housing in the United States reached an acute crisis stage when Lehman Brothers filed for Chapter 11 bankruptcy in September 2008. Many Western markets, including mortgage-backed securities and commercial papers and corporate bonds, as well as the interbank market, became dysfunctional. The Federal Reserve Board lowered the interest rate to near zero and started to purchase various private-sector assets, as well as government bonds. Likewise, the Bank of England lowered its interest rate to near zero and purchased government bonds. (See Ito [2010] for details of the Federal Reserve Bank and US Treasury actions in the beginning stages of the global financial crisis.)

Even after the initial stage of dysfunctional markets ended, the Federal Reserve Bank and Bank of England continued to maintain ballooned balance sheets in order to help economic recovery. What they have practiced since 2008 is similar to the experience of the BOJ with ZIRP and QE discussed previously. The central banks cut their policy rates effectively to zero, and many announced that they would continue ZIRP into the future, as the BOJ did. Large-scale purchases of assets were introduced, and many central banks started to announce the targeted size of such operations, just as the BOJ did in its QE starting in 2001. Some central banks ended up venturing into the area that even the BOJ did not experience before the global financial crisis by setting the policy rate to negative.

These monetary policy measures are considered unconventional monetary policy because they are different from what many see as the conventional one that many central banks conducted before the global financial crisis. Conventional monetary policy targets a positive short-term interest rate and does not make any commitment about the future path of the policy interest rates. The adjustment of the balance sheet in conventional monetary policy happens only incidentally, as the central bank maintains the policy interest rate at the target through open market purchases.

Borio and Zabai (2016) include a very useful table on the taxonomy of unconventional monetary policy, which is reproduced here as table 6.2. Monetary policy can be conducted in two dimensions: interest rate policy and balance sheet policy. Conventional monetary policy combines a particular interest rate policy (targeting a positive interest rate without commitment for the future) and a particular, incidental balance sheet policy. As the table shows, unconventional monetary policies go beyond conventional monetary policy in either or both dimensions.






	
Table 6.2





	
A taxonomy of monetary policy implementation measures





	
Policy


	
	
Description


	
	
Examples





	
Interest rate policy


	
	
Setting the policy rate and influencing expectations about its future path


	
	



	
Forward guidance on interest rates


	
	
Communication about the future policy rate path


	
	
The central bank “expects the key […] interest rates to remain at present or lower levels for an extended period.”2





	
Negative interest rates


	
	
Setting the policy rate below zero


	
	
Negative deposit interest rate at the ECB and at the BOJ 4, 5





	
Balance sheet policies


	
	
Adjusting the size/composition of the central bank balance sheet and influencing expectations about its future path to influence financial conditions beyond the policy rate


	
	



	
Exchange rate policy


	
	
Interventions in the foreign exchange market


	
	



	
Quasi-debt management policy


	
	
Operations that target the market for public-sector debt


	
	
Purchases of government debt





	
Credit policy


	
	
Operations that target private debt and securities markets (including banks)


	
	
Modifying the discount window facility

Adjusting the maturity/collateral counterparties for central bank operations

Commercial paper, ABS and corporate bond funding/purchase





	
	
	
	



	
	
	
	



	
Bank reserves policy


	
	
Operations that target bank reserves


	
	
The central bank conducts “money market operations so that the monetary base will increase at an annual pace of about 60–70 trillion yen.”1





	
Forward guidance on the balance sheet


	
	
Communication about the future balance sheet path (composition/size)


	
	
“The [BOJ] will purchase JGBs so that their amount outstanding will increase at an annual pace of about 50 trillion yen…as long as it is necessary for maintaining [the 2% price stability] target in a stable manner.”3





	
Abbreviations: BOJ, Bank of Japan; ECB, European Central Bank; ABS, asset-backed security.

Note: Reproduced from Borio and Zabai (2016, 3).

1 Bank of Japan, April 4, 2013, http://www.boj.or.jp/en/announcements/release_2013/k130404a.pdf.

2 ECB, July 4, 2013, https://www.ecb.europa.eu/press/pressconf/2013/html/is130704.en.html.

3 Bank of Japan, ibid.

4 Starting on June 5, 2014, https://www.ecb.europa.eu/press/pr/date/2014/html/pr140605_3.en.html.

5 Starting on January 29, 2016, http://www.boj.or.jp/en/announcements/release_2016/k160129a.pdf.








The Bank of England tripled its balance sheet and the Federal Reserve System doubled its balance sheet in a few months, between August and October 2008. The European Central Bank also expanded its balance sheet, but the rate of expansion was smaller than that of the Bank of England or the Federal Reserve Bank.

The BOJ started to expand its balance sheet under the comprehensive easing of October 2010, but at a much slower speed than the other three central banks. Only in April 2013, much later than other central banks after the global financial crisis, did the BOJ adopt an aggressive balance-sheet expansion. The balance sheet movements of the four central banks are shown in figure 6.4. It is clear that the balance sheet expansion of the BOJ came five years after that of the other three central banks.
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Figure 6.4

Balance sheets of four major central banks (January 2007 = 100).

Sources: Bank of Japan, Bank of England, European Central Bank, and Board of Governors of the Federal Reserve System.



Note that the size of the balance sheet is normalized to 100 as of January 2007 in figure 6.4. An alternative process of normalization is to divide the size of each central bank balance sheet by the GDP of each country/area. If we used this alternative normalization, we would find that the size of the BOJ’s balance sheet relative to Japan’s GDP was larger than that of other central banks. We use this normalization in figure 6.4 because we are more interested in the expansion of the balance sheet than in the level. Moreover, using the measure relative to GDP to gauge the monetary policy stance suffers from another problem: The measure indicates monetary expansion whenever GDP declines, even if the size of central bank balance sheet does not change.

How would an unconventional monetary policy work? The key to the transmission mechanism for conventional monetary policy is the interest rate, which influences corporate investment and household consumption, as discussed earlier in this chapter. More specifically, the interest rate that influences the important macroeconomic variables is the long-term real interest rate, which will be influenced by the policy rate, which is a very short-term interest rate controlled by the central bank. The transmission channel of unconventional monetary policies through the long-term rate is considered the same. An unconventional monetary policy, when effective, would reduce long-term interest rates beyond what can be accomplished by conventional interest rate policy, hence pulling the economy out of recession.

Negative interest rate policy is easiest to understand, though it is the most recent addition to the list of unconventional monetary policies. By lowering the short-term interest rate slightly below zero, the negative interest rate policy tries to lower the long-term real rate. Although many believe that there is a limit to how negative a central bank can go, several central banks (including the BOJ and the European Central Bank) have shown that negative policy rates are possible.

An interest rate policy with forward guidance (typically with a zero interest rate) is also expected to work through lowering the long-term real interest rate. If the central bank can convince the market that the short-term interest rate will be zero for a long time, long-term real interest rates will also be reduced, coming closer to zero.

Unconventional balance sheet policies, such as QE, can influence the long-term real interest rate through two channels. First, if various types of financial assets are not perfect substitutes, the central bank can influence the yield on a particular type of financial asset by buying or selling that particular asset. If long-term government bonds are not perfect substitutes for other financial assets, the central banks can reduce the yield (i.e., increase the price) of those bonds by buying them in large amounts. Second, large purchases of long-term government bonds, for example, can signal the future interest rate policy by suggesting that the central bank sees the current level of the long-term yields as too low, given the future monetary policy path. Such signals can be credible because the central bank would suffer capital losses if it raises the interest rate too quickly. In this way, unconventional balance sheet policies can complement the forward guidance interest rate policy.

Borio and Zabai (2016) conduct a systematic evaluation of the unconventional monetary policies adopted by many central banks after the global financial crisis and conclude that they were effective at influencing financial conditions. Overall, the policies were successful in lowering long-term interest rates, depreciating the home currency and raising (or at least moderating the decline of) equity prices. The unconventional policies also seemingly contributed to raising output and price levels, but here the impacts are harder to detect and often depend on hypothesized counterfactuals about what would have prevailed without unconventional policies.

Given the success of unconventional monetary policies in the US and Europe, the fact that the BOJ did not expand its balance sheet until April 2013 is likely to have contributed to yen appreciation after the global financial crisis, adding to downward pressure on output and prices. As of 2008, Japan had been in deflation for ten years. The inaction by the BOJ (not returning to unconventional monetary policies) during the global financial crisis may have worsened the Japanese deflation problem.




6.8 Inflation-Targeting Debate

The inflation-targeting framework was first adopted by New Zealand in 1990. The central banks of Sweden, Canada, and the United Kingdom (UK) followed in the 1990s.13 Then in the 2000s, emerging market economies started to adopt the inflation-targeting framework. Inflation-targeting policy is a framework of monetary policy that targets a particular inflation rate (2 percent in many countries) in the medium run.14 It involves at least three major institutional arrangements for an independent central bank, with price stability as a primary objective: (1) public announcement of a medium-term numerical target (or range) as a definition of price stability; (2) accountability of the central bank for achieving the inflation target; and (3) transparency of the monetary policy strategy via information disclosure of minutes of policymaking board discussions, speeches, and press conferences by the BOJ governor and other executives.

In fact, a central bank that is independent of the government has to be accountable for its policy actions and consequences. It should set a clear target of monetary policy, against which policy consequences can be evaluated, and it should be transparent in its deliberations, judgments, and decisions. By announcing its inflation target, the central bank can influence inflation expectations among consumers and firms. Inflation expectations (i.e., expected future inflation rates) are important to consumption decisions and investment decisions. By anchoring expectations, the central bank can use monetary policy more effectively.

Over the years, many economists have argued that the BOJ should adopt inflation targeting.15 Krugman (1998) was probably the first to suggest some sort of inflation targeting. The essence of his argument is that the BOJ had to promise that it would institute a high inflation rate later, in order to influence inflation expectations. Ito (1999) proposes that the BOJ adopt inflation targeting. The accountability of an independent central bank is needed, and inflation targeting is beneficial in that regard. It would also enhance instrument independence. Moreover, inflation targeting is an effective way to influence inflation expectations. With a zero interest rate, changing inflation expectations is the most effective way to avoid high real interest rates. Svensson (2001) presented a foolproof way of escaping the liquidity trap. The paper recommended fixing the exchange rate at the depreciated yen/dollar rate until the price level catches up with the target. The kick-start for inflation comes from depreciation of the yen, and price-level targeting spells out the exit condition.

Advocates argued that there are three benefits of adopting inflation targeting. First, if the BOJ announces an inflation target, then it becomes accountable for achieving this target. Therefore, the bank will be under greater pressure to take steps to raise the inflation rate.

Second, the Japanese economy since 1998 had experienced a problem of cyclical deflation, combined with the interaction between deflationary expectations and the zero interest rate. The more pessimistic outlook on deflation meant higher real interest rates and depressed economic activity. Ito (2004) writes: “Combined with adopting unconventional monetary policy, an inflation target will also help influence the public’s expectations. … The UK experience shows that the combination of independence and an inflation target would be a powerful weapon to stabilize inflation expectations at around the target inflation rate.”

Third, instrument independence will be enhanced when the BOJ announces a clear commitment to a numerical target for the inflation rate. Ito (2004, 242) writes: “As the Bank will be accountable for the consequences of its actions, the government would not need to pressure the Bank on specific policy measures. The Bank would also not have to respond to criticism or pressure and would not need to become so defensive about critics’ arguments on what kind of policy actions should be taken.”

In the 2000s, the BOJ opposed the suggestion of inflation targeting, which may require QE. Governor Hayami was very much against both inflation targeting and QE. Many Policy Board members, as well as staff economists, also expressed skepticism. Ito (2004) analyzes minutes of the Policy Board meetings and lists the reasons behind the opposition of the BOJ, as well as a rebuttal by the proponents.

With this intellectual debate history, it is quite remarkable that Prime Minister Shinzo Abe forcibly argued that inflation targeting with QE was needed to get the Japanese economy out of deflation.



6.9 Abenomics: The First Arrow

After a prolonged period of stagnation and deflation, a regime change came in Japan in the fall of 2012. Abe, then a leader of the LDP, an opposition party, started to campaign on the platform of aggressive monetary easing in November 2012, when Prime Minister Yoshihiko Noda agreed to dissolve the House of Representatives (the Lower House), resulting in a general election to be held in a month. Abe argued that getting out of long, entrenched deflation would be the most important first step to revive the economy, and aggressive monetary policy was needed to achieve the exit from deflation. At the time of the dissolution of the Lower House, in mid-November 2012, the growth rate had been stagnant for two decades, with no revival in sight. The inflation rate had been negative, and the economy was caught in a deflationary trap. The ruling party, the DPJ, was in its third year in power, but it was losing support among a wide range of voters.

The LDP won the general election in December 2012, and Abe became prime minister. He launched what became known as Abenomics—a package of economic policy with aggressive monetary policy as the first arrow, flexible fiscal policy as the second arrow, and growth strategy as the third arrow. Abe declared the need to reform the BOJ, arguing that an inflation targeting of 2 percent should be adopted, and that aggressive QE should be the instrument to achieve this.

After some strong persuasion, the government and the BOJ agreed to sign a document declaring that the bank would adopt the 2 percent CPI inflation rate as a policy target on January 25, 2013. Some critics argued that the government putting pressure on inflation targeting would violate central bank independence. However, as Debelle and Fischer (1994) explain, the government sharing a goal with a central bank does not constitute a violation of that principle. Central bank independence refers to instrument independence, in that decisions on monetary policy could be made independent of the government.

By the time that the 2 percent inflation target was adopted, the yen had depreciated by 11 percent, to 91 yen, and the Nikkei 225 stock index had risen by 24 percent, to 10,927. It is remarkable that only talk and expectations had produced such changes. The yen depreciated without any foreign exchange intervention, and ahead of a massive expansion of the balance sheet of the BOJ.

Then Abe started to call for the appointment of a BOJ governor who would support his idea of inflation targeting and aggressive QE upon expiration of the current governor’s term. Eventually, he selected Haruhiko Kuroda, the president of the Asian Development Bank, as the new governor, and Kuroda took the position on March 20, 2013. The first Monetary Policy Board meeting took place on April 3–4. The new policy was agreed upon and announced on April 4. Governor Kuroda explained the new policy, QQE, at a press conference using charts—an innovation in communication. On April 4, the Nikkei 225 closed at 12,635, some 43 percent up from November 15; and the exchange rate was 96 yen/dollar, a 16 percent depreciation since the same date.

When the interest rate is at zero, unconventional transmission channels—the exchange rate, stock prices, and inflation expectations—would become more important. Kuroda and his team laid out the April 4 policy change in such a framework. Impressed by the BOJ’s decision, investors sold the yen, but purchased Japanese equities. On May 9, the exchange rate crossed the 100 yen/dollar mark. Stock prices continued to rise, and the yen continued to depreciate. On May 22, the Nikkei 225 closed at 15,627 yen (up 77 percent since November 15), and the exchange rate became 103 yen/dollar (a 21 percent depreciation).

Figures 6.5 and 6.6 show the effects of aggressive monetary policy on the dollar/yen exchange rate and the Nikkei 225 index, respectively. They demonstrate that the events illustrated in the graphs, including the election of Abe to prime minister and an introduction of QQE from November 2012 to May 2013, both depreciated the yen and raised stock prices sharply. The growth rates of the first and second quarters of 2013 were around 4 percent (shown by the annualized quarter-to-quarter growth rate).
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Figure 6.5

The effect of Abenomics on the dollar/yen exchange rate in response to events from July 2012 to November 2016.

Source: BOJ.



[image: ]
Figure 6.6

The effect of Abenomics on the Nikkei 225 stock price index in response to events from July 2012 to November 2016.

Source: Nikkei, http://indexes.nikkei.co.jp/nkave/archives/data.





6.10 Summary

Some of the unique characteristics of Japanese financial institutions, markets, and monetary policy have been disappearing in the wake of deregulation. In terms of monetary policy and the functions of financial markets, Japan is comparable to the United States; however, a few surviving differences, including Japan’s system of postal saving, continuation of deposit-interest-rate regulations, main banks, and lack of a mature Treasury-bill market, are noteworthy. Japanese monetary policy has sometimes been praised by monetarists as an example of actual monetarist practice, but a closer investigation reveals that there is no such evidence to support the claim that Japan pursued monetarist policies.

From the 1990s, the BOJ became the first central bank to combat deflation and stagnation with unconventional monetary policy. It introduced ZIRP and forward guidance (albeit with some ambiguity) in 1999. Then, it started QE and a clearer forward guidance (the so-called time duration effect) in 2001. Although the bank successfully exited QE in 2006, it went back to ZIRP in 2009. However, a drastic change was introduced as the Abenomics first arrow in 2013. Monetary easing with large-scale asset purchases, nicknamed QQE, was introduced in April 2013 with the aim of doubling the bank’s balance sheet in two years so that the 2 percent inflation target would be achieved.

As of June 2019, the 2 percent inflation target has not been achieved, and QQE has continued. When the BOJ adopted the unconventional monetary policy in the 1990s and the first half of the 2000s, it was regarded as an extraordinary measure, unique to Japan. However, after the global financial crisis of 2008–2009, other major central banks, including the Federal Reserve System, the Bank of England, and the European Central Bank, also had to adopt unconventional monetary policy, similar to the BOJ. The BOJ is now regarded as a harbinger in adopting unconventional monetary policy. These banks are still maintaining unconventional policy measures as of 2019.

There is controversy about what the central bank can do beyond the ZIRP if the economy remains stagnant and deflation continues. Some economists advocate QE—expanding the balance sheet of the central bank by purchasing various assets that the central bank normally would not buy. This operation provides liquidity to the economy, encouraging banks to lend to riskier projects. Whether QE, which was pioneered by the BOJ in the early 2000s and now has spread to many advanced countries in the aftermath of the global financial crisis of 2007–2009, has worked or not is still debated.



Appendix 6.A: Guide to Data

There are several measures for price level: variants of the CPI; the Producer Price Index (PPI); and the GDP deflator. The inflation rate is the change in the price level.

Globally, the CPI is the most popular measure of inflation. With regard to the coverage of items, there are four different indices. The time-series data for research is available at the Portal Site of Official Statistics of Japan (e-Stat) for “Consumer Price Index” (https://www.stat.go.jp/english/data/cpi/index.html).

Then choose “Historical Data.” For the 2015 base (most recent as of this writing), there are four choices:


	All Japan (either Monthly or Annual Average)

	Ku-area of Tokyo (either Monthly or Annual Average)



Choose “All Japan” for most of the macroeconomic research purposes. Choose either Monthly or Annual Average, depending on your choice of frequency for analysis. “Ku-area of Tokyo” denotes a central part of Tokyo, and the Tokyo CPI is announced one month earlier than the All Japan CPI. For example, the national CPI for July is announced in September, while the Tokyo CPI for July is announced in August. For the forecasting of national CPI and other macroeconomic variables to be disclosed one month later, the Tokyo CPI is useful.

Suppose you choose “All Japan, Monthly Series.” Hit the button, which has a link to the data set page. The page has three sets of tables:


	CPI level: This category has a subcategory of “Subgroup Index (January 1970—the Recent Month)” and others.

	Change from the preceding month.

	Change from the same month of the preceding year (year-on-year inflation rate).



In each table, there are categories of items. Choose the first line: “Subgroup Index (January 1970—the Recent Month)” for the level, or “Seasonally Adjusted Consumer Price Index (January 2010—the Recent Month)” if you wish to avoid the seasonal fluctuation. In the table, the usual inflation rate change (from the same month a year ago), there is no line for seasonally adjusted series because taking the change from the same month of the previous year would eliminate the seasonality.

The [column letter] in the downloadable comma-separated value (CSV) file (convertible to Microsoft Excel) is added at the end of each category for your convenience, as follows:


	CPI (all items): Column [B]

	CPI excluding fresh food (Core CPI, according to a convention in Japan): Column [C]

	CPI excluding food, but including alcoholic beverages and excluding energy (sometimes called Core Core CPI in Japan): Column [F]

	CPI excluding both fresh food and energy (most comparable to Core CPI in the US): Column [CA], at the far right in the table.



The “CPI Adjusted for Consumption Tax Rate Hikes” option is available only on the Japanese-language page. Go to the “Result of CPI” page (https://www.stat.go.jp/data/cpi/1.html). Near the bottom of the page is the “CPI Adjusted for Consumption Tax Hike” (uploaded May 26, 2017).



Appendix 6.B: Downward Bias of the CPI

The CPI base year changes periodically. At its base year, the weights of the consumption baskets are chosen to reflect the actual expenditures of representative household consumption. Every five years, the weights are revised to reflect changes in the consumption baskets (i.e., consumption behavior) of consumers. Consumption of goods that become cheaper with technological advances, like personal computers and mobile phones, tends to increase, and consumption of goods that see reduced consumer preferences, tends to decrease. In the extreme case, new goods are added to the baskets and some are deleted from them.

Because of the way that the index is constructed, the inflation rate measured by the new base year tends to be lower than that with the old base year. One simple reason is that the old index underweights goods and services that have become cheaper due to supply conditions, resulting in more consumption volume over the years. This is known as the downward bias of the Laspeyres index.

For instance, a scheduled switch from the base year from 2000 to 2005 took place in August 2006. The CPI of June 2006 was announced with the base year 2000, but in September 2006, the July CPI of base year 2005 was announced. To keep the two CPIs with different base years comparable, the statistical office continued to announce the CPI calculated using the old base year. As expected, the inflation rate with the new base year came below that of the old base year.

The summer of 2006 saw a switch from CPI base year 2000 to CPI base year 2005. (It takes about a half year to calculate and prepare the new consumption basket and associated CPI.) It was known that from September 2006, the CPI with the new base year of 2005 would be announced. It was also widely speculated that the inflation rate with the base year 2005 would be about half a percentage point lower than that of 2000, and the measured CPI inflation would suddenly become lower by half a percentage point as well. The BOJ’s exit condition from QE and ZIRP of 2001 was to keep the interest rate at zero until the inflation rate was stably above zero. In October 2003, stably was further defined as being above zero for a few months (the backward-looking condition) and when there would be no risk of falling back into deflation (the forward-looking condition). Also, while these two conditions were explicitly mentioned as necessary conditions, they may not be sufficient.

But which inflation rate should be used—the inflation rate with the old base year or the new base year? That was the question in the spring and summer of 2006. When the BOJ announced the exit from QE and switch to the ZIRP in March 2006, it cited the fact that the inflation rate had been positive for a few months (i.e., the inflation rate in the fourth quarter of 2005 was barely positive). When the ZIRP was ended in July 2006, the available inflation rate had gone up to April 2006, showing 0.5 percent clearing of the backward-looking exit condition. The BOJ also projected that the inflation rate would continue to rise. However, the CPI inflation rate available at the time was CPI-base year 2000.

In September, the CPI with the new base year was announced. Indeed, the CPI inflation rate was about a half percentage point lower than the inflation rate in the old base year. With a new inflation rate, the exit condition was cleared with a narrow margin. Indeed, the inflation rate with the new base year turned negative again in the second and third quarters of 2007. Critics suspected that the BOJ rushed through the exit while fully aware that a downward revision would come in a few months. The bank may have feared that waiting a few months would result in a delay of an exit by more than several months. However, the inflation rate became sharply higher toward the end of 2007. This was partly due to a continued economic expansion, and partly due to commodity and energy price increases that had started in mid-2007. The commodity booms attracted a great deal of speculative money, and prices rose sharply.
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	1. See, for example, Patrick and Rosovsky (1976, 314).


	2. At this point, the G10 actually included eleven countries: the United States, Japan, Germany, France, the United Kingdom, Italy, Canada, Switzerland, Sweden, the Netherlands, and Belgium. The G10 group was important in steering the international financial architecture during the Bretton Woods era and beyond, though with diminishing relevance, until the mid-1990s. For example, the G10 countries provided temporary loans to the IMF when the fund needed liquidity, in a scheme known as the General Agreements to Borrow.


	3. This section is largely drawn from Ito (2013).


	4. Immediately after World War II, the inflation rate exceeded 100 percent for a few years, although only the Wholesale Price Index (WPI) was available for that period. The inflation rates also exceeded 20 percent during World War I.


	5. BOJ (1986, 409–411) described the inside thinking at the time. As the pace of inflation picked up, the BOJ decided to push for an ODR hike in February 1973. The yen was floated on February 14 and appreciated substantially thereafter. This removed one constraint on monetary policy. However, it also produced a political push for stimulus. It was still in the budget process, which was the politically sensitive time of the year to change the interest rate, so the BOJ tried to raise the reserve ratio rather than the interest rate. The increase in the reserve ratio was decided on March 2 and implemented on March 16. The Policy Board chair noted, “The economy recently has become more active; prices are rising high; and corporate investment has become strong … in order to restrain the lending of financial institutions and manage aggregate demand appropriately … the reserve ratio was decided to be raised, upon approval of the Minister of Finance.” The budget bill was passed in the House of Representatives on March 13, and three days later, on March 16, Prime Minister Kakuei Tanaka admitted the need for a policy switch to monetary tightening and fiscal adjustment in order to restrain aggregate demand. This led to an approval for a policy action toward tightening. The ODR hike was decided on March 31 and implemented on April 2, “in order to restraint aggregate demand.” In addition, quantitative restraint on lending from city banks was strengthened.


	6. This subsection is based on Nakagawa (1981, 111–134); see also Ito (2013).


	7. Paul Volcker took over as chair of the Federal Reserve Board in 1979, and he undertook to fight inflation with a determined manner.


	8. See Okina, Shirakawa, and Shiratsuka (2001) for an alternative view. They blame international policy coordination, such as the Plaza Accord of September 1985 and the Louvre Accord of February 1987, for the delay in tightening monetary policy.


	9. In many Monetary Policy Meetings, Nobuyuki Nakahara proposed to lower the call rate. For example, in July, he proposed that the bank lower the interest rate to 0.35 percent, and in another meeting on August 11, 1998, he proposed making it 0.25 percent. On both occasions, his proposal was defeated.


	10. Nakahara continued to propose additional actions in various Monetary Policy Meetings in 1999, but his was the lone voice advocating them on the policy board.


	11. The board reported, “In the past few days, the market has substantially fluctuated by speculations on monetary policy. What should be clear is that the conduct of monetary policy is exclusively decided by majority vote at the Monetary Policy Meeting, a regular meeting of the Policy Board. It is never the case that our policy is determined in advance or in consultation with outside bodies. We would like to emphasize this point” (BOJ, 1999).


	12. The board also stated, “The Bank views the current state of the Japanese economy as having stopped deteriorating with some bright signs, though a clear and sustainable recovery of private demand has yet to be seen. In pursuing the zero interest rate policy, we need to carefully examine its adverse side-effects, but deem it important to support the economic recovery by continuing easy monetary policy for the periods ahead” (BOJ, 1999).


	13. This section draws on Ito (2004).


	14. For an early general introduction to the inflation-targeting framework, see Bernanke and Mishkin (1997). Truman (2003) presents a comprehensive survey of inflation-targeting practices in the world, and Ito and Hayashi (2004) provide a survey of inflation targeting among developing countries in Asia.


	15. The debate also continued in the media. The earliest advocate of inflation targeting in Japan was an op-ed piece by Ito (1999). It was critically answered by a BOJ economist Kunio Okina in the same space (Okina, 1999). A board member, Kazuo Ueda, supported Okina’s view several months later in another op-ed piece (Ueda, 2000).
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Public Finance



7.1 Introduction

Fiscal policy is one important channel that the government uses to influence the course of a nation’s economy. Similar to monetary policy, which is conducted by a central bank, fiscal policy may be used to ensure that the economy is not too volatile in terms of its fluctuations of prices and production activities. This policy, broadly speaking has two aspects: the revenue side (namely, tax policy) and the expenditure side (namely, the government’s spending policy). With taxes and expenditures, fiscal policy aims to achieve two major objectives—to smooth business cycles and to redistribute income from the rich to the poor, and from one generation to another.

The Japanese government kept a balanced budget until 1973 (except for 1965, when a severe recession caused a sharp and unexpected decline in the tax revenue). Thus, the government bond market was not needed (and indeed, did not exist) until the mid-1970s. During the rapid economic growth of the 1950s and 1960s, revenues kept increasing, and it was easy to finance increasing expenditures with tax revenues. However, with growth slowing after 1974, Japan’s government started to rely on financing the gap between expenditures and revenues via issuing government bonds. The MOF, backed by conservative politicians, embarked on fiscal consolidation in the 1980s. Tax cuts were restrained, while high nominal income growth made revenues soar in the second half of the 1980s. By the end of the 1980s, budget deficits were reduced to a minimal level.

As the Japanese economy sank into a two-decade-long period of stagnation and deflation in the 1990s, tax revenue started to decline for the first time in the postwar period, but expenditures were not be contained. The government expenditures, especially those to support the social security and pension system, continued to grow. By 2018, the debt-to-GDP ratio exceeded 230 percent and was still rising. Other countries with high debt-to-GDP ratios, such as Argentina and Greece, fell into fiscal crisis and had to default on government bonds. However, as of mid-2019, there is no sign that Japan was experiencing such a crisis. Policymakers are divided on whether Japan needs a prompt fiscal consolidation effort or it can postpone the adjustments further. The debt sustainability question is the most important one concerning Japanese public finance currently.



7.2 Basic Facts


7.2.1 Revenue, Expenditure, Deficits, and Debt

To smooth out business cycles, fiscal policy must be countercyclical—that is, the government increases expenditures and cuts taxes when private-sector demands are weak, and does the opposite when private demands are booming. In theory, such a countercyclical fiscal policy reduces the volatility of output and consumption, while it remains neutral to economic growth trends. However, fiscal policy can become rather harmful to economic growth if mismanaged. Government expenditures may replace or crowd out private-sector funding, and overtaxing may affect incentives to work among workers and incentives to invest among firms.

When public expenditures exceed tax receipts, the government has to either seek revenues other than taxes (such as selling its assets, including public-owned corporations) or issue government debt instruments, such as bonds. From 1992 to 2012, the period known as the Lost Two Decades, Japan ran large fiscal deficits consistently, while tax revenues went down due to repeated recessions. Government spending went up, although at a slower pace than in earlier years, because social security expenditures increased and the government repeatedly put together economic stimulus packages to counter recessions. After the global financial crisis of 2007–2009, Japanese deficits and debt soared to new heights. After the collapse of Lehman Brothers in 2008, the most serious phase of the crisis, it was feared that the major economies would follow suit. The G20 Leaders’ Meeting in London in April 2009 advocated the concerted expansion of fiscal expenditures. The Japan, along with other major countries in the G20, decided to expand its government deficits to support the shrinking world economy. Since 2009, the Japanese government has run large budget deficits of 6–8 percent of GDP every year. The debt-to-GDP ratio exceeded 200 percent by the early 2010s.

Figure 7.1 shows how central government expenditures and tax revenues have changed from FY1975 to FY2019. The difference between the two lines (government expenditures minus tax revenues) roughly corresponds to new government bond issues (which are shown as bars). This graph clearly shows a rise and fall of deficits between 1975 and 1990, and another, much larger rise of deficits from 1990 to 2009, followed by an extremely slow decline from 2009 to 2019. Once the deficit jumped up during a crisis, such as in 1998 or in 2009, it does not seem to come down to the precrisis level easily.
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Figure 7.1

Expenditure, revenue, and new bond issues of general account (central government).

Source: MOF, Highlights of the Draft FY2019 Budget, p. 5.

Notes: (1) FY1975–2017: settlement; FY2018: including draft supplementary budget; FY2019: draft budget. (2) The following various bonds are excluded: ad-hoc Special Deficit-Financing bonds issued in FY1990 as a source of funds to support peace and reconstruction activities in the Persian Gulf Region; tax reduction-related Special Deficit-Financing bonds issued in FY1994–1996 to make up for decline in tax revenues due to a series of income tax cuts preceding consumption tax hike from 3% to 5%; reconstruction bonds issued in FY2011 as a source of funds to implement measures for the reconstruction from the Great East Japan Earthquake; pension-related Special Deficit-Financing bonds issued in FY2012, 2013 as a source of funds to achieve the targeted national contribution to one-half of basic pension. (3) General Account Primary Balance is calculated by subtracting Primary Expenditures from the sum of Tax Revenues and Other Revenues: it is different from the Central Government Primary Balance on SNA basis.



When financing deficits, the Japanese government has used two types of government bonds: construction bonds, which are supposed to be for financing government investments, such as in infrastructure; and deficit-financing bonds, which are supposed to be stopgap measures. The distinction is rather political, however, because there is no difference between two types of bonds in terms of government obligations. The government can arbitrarily decide a proportion of its investments that is financed by tax revenue rather than by bonds.

Prior to 1965, the Japanese government financed all its investments in the budget using tax revenues and did not issue either type of government bonds. In 1965, though, following a large unexpected shortfall in revenues, the government passed legislation to allow the issuance of deficit-financing bonds, for that year only, to cover the deficit. The legislation was necessary because the Fiscal Act of 1947 prohibited the government from issuing deficit-financing bonds. The budget deficit continued, but the government issued construction bonds, which did not require special legislation, to cover somewhat smaller deficits from 1966 to 1974. The downturn that followed the first oil crisis beginning in 1973 led the Japanese government to pass another (supposedly temporary) piece of legislation and issue deficit-financing bonds (referred to hereafter as deficit bonds) in 1975. The passage of special legislation and deficit bond issues continued every year until 1989. In FY1990, no deficit bonds (except refinancing of maturing bonds) were issued. Many thought at the time that the persistent deficits were finally brought under control, thanks to fiscal consolidation, in the 1980s.

Such optimism, however, did not last, as new deficit bonds were issued the very next year (1991) to fill the gap between expenditures and revenues. During the following two decades, the amount of deficit bond issues continued to rise as tax revenues gradually declined and expenditures steadily increased. Frequently, economic stimulus packages that included both tax cuts and government expenditures were put together to counter demand shortage during the economic stagnation that took place in the 1990s and 2000s. Fiscal deficits became larger, especially after the banking crisis of 1997, and then again after the global financial crisis in 2008. As a result, the government debt-to-GDP ratio rose from about 65 percent in 1990 to 200 percent in 2011, and then reached 240 percent in 2015. Now, many researchers conclude that the course of current Japanese fiscal policy is not sustainable, and that a serious crisis will occur in less than ten years unless fundamental changes in fiscal policy (such as increasing tax revenues) take place.

Figure 7.2 shows the rise of the outstanding amount of JGB debt and its ratio to nominal GDP. The outstanding amount of debt roughly corresponds to the accumulated amount of new issues of bonds (shown in figure 7.1). Both the amount of JGBs and its ratio to GDP have monotonically increased since 1991. The JGB-to-GDP ratio outstanding stood at about 160 percent of GDP in 2018. However, JGBs are only part of government liabilities. In addition to JGBs, which comprise the central government liabilities, local governments issue their own bonds. Local bonds are issued against future revenues of the local government, but an important part of that consists of transferrals from the central government. In addition to bonds, both central and local governments have other liabilities, including borrowing from commercial banks and guarantees for public corporations.
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Figure 7.2

JGB outstanding, and its ratio to GDP from 1975 to 2018.

Source: MOF Japan.

Note: All numbers are actual, except in 2018 where the numbers are estimates.



Figure 7.3 shows the general gross debt-to-GDP ratios for the G7 countries’ governments, where the debt includes not only JGBs but all the liabilities and bonds issued by the government sector. In 1990, Japan’s debt-to-GDP ratio was about 65 percent, putting it in the middle of the G7 countries. By 2000, however, Japan surpassed Italy to become the most indebted G7 government. By 2011, the Japanese government’s debt-to-GDP ratio exceeded 200 percent.
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Figure 7.3

General government gross financial liabilities of the G7.

Source: OECD (2018).



It has been debated whether high indebtedness will lead to a devastating fiscal crisis for Japan, as its ability to repay its debts may erode substantially in the near future. Figure 7.3 shows the gross debts of the government, which do not take into account the financial assets that it has. If the government has large financial assets as well as debt, then the net debt of the government (calculating by subtracting the amount of the financial assets from the gross debt) may be a more appropriate measure of indebtedness.

Figure 7.4 shows the general net debt-to-GDP ratios for the G7 countries’ governments. In this statistic, only Italy comes close to Japan. Thus, no matter how we look at the situation, Japan has a serious government debt problem. In terms of net debt, the nation may not appear to be in as alarming as a positon as when gross debt is considered, but the situation is getting worse no matter what. The Japanese government owns substantial financial assets, including JGBs. This is possible because the general government sector includes institutions and agencies, which are not part of the central government but which hold the bonds issued by the central government. For example, as of March 2018, the social security funds (reserves for government-run pension systems) had financial assets of 156 trillion yen (29 percent of GDP), of which 44.5 trillion yen came in the form of JGBs. The net debt-to-GDP ratio stood at around 130 percent in 2018. Even with the net debt measure, however, Japan’s debt-to-GDP ratio has been the highest among the G7 countries. The graph in figure 7.4 also shows that the government has continued to accumulate net debt.

[image: ]
Figure 7.4

General government net financial liabilities of the G7.

Source: OECD (2018).



Which concept should be used in discussions of debt sustainability—net debt or gross debt? One may think that net debt is more appropriate because the government can liquidate financial assets to reduce gross debt anytime. The argument for using net debt is not obvious, however, because some financial assets of the government sector are not really credits against other sectors that can be canceled out with debts to those sectors. For example, the Government Pension and Investment Funds (GPIF) is the largest holder of financial assets in the public sector. The assets in GPIF are essentially the accumulated contributions in excess of payouts. The GPIF set aside the surplus of contribution over payout into asset managing funds that can hold equities and foreign bonds as well as marketable domestic government bonds. The US Social Security Trust Fund also supposedly accumulates the surplus of social security tax over payouts. However, the US Social Security Trust Fund does not have any marketable assets. The outstanding balance is just a promise of redemption by the government. This is de facto a pure pay-as-you-go system without asset accumulation, as any net payouts have to be supported by taxes paid at the time. The overall amount of GPIF will start falling in the future when demographic transition turns against the PAYGO pension system. The payouts will start exceeding the contributions, and the GPIF will start to decline.

In this sense, the financial assets held by GPIF are offset by the liabilities for future pensioners, so they are not really net financial assets. If the government sold assets in GPIF to retire government bonds, the amount of net debt would not be affected, but the gross debt would be reduced. However, that transaction would lead to an increase in unfunded liabilities of the pension system, which should be included in the calculation of future government liability and debt sustainability. Put differently, the government could issue government bonds in return for paying into the pension system rather than just promising future pension benefits without changing anything fundamental.1 The distinction between gross and net debt will be taken up again in the section entitled “The Rise and Fall of the Government Deficit, 1975–1990,” later in this chapter.

Government expenditures and tax revenues are included in any simple macroeconomic model. The same level of revenue for the government may be achieved by various kinds and rates of taxes, or even by borrowing. A choice of a particular mix of taxes gives an incentive or a disincentive for particular types of consumption, work, and investment. For example, raising the personal income tax rate would reduce the amount of wages that workers take home, and that may encourage them to work less or (at the extreme) to stop working altogether. In this sense, taxes are distortionary; they distort the economic decisions made by individuals and corporations. Government spending finances many public goods, many of which are elements of the infrastructure (such as roads, railroads, sewers, parks, and utilities). Allocations of public funding among these possible projects reveal the political priorities of the government and may affect the productivity of the private sector.



7.2.2 Institutions

Japan’s national, prefectural, and municipal governments roughly correspond to the federal, state, and municipal governments in the United States. Prefectural and municipal governments in Japan sometimes are aggregated into local governments, whereas in the United States, the term local is usually reserved for municipal governments. This section studies the taxing and spending policies of the national and local governments of Japan. Appendix 7.A provides some useful sources of data for public finance in Japan.

The Japanese national government has three types of budgets: a general account, special accounts, and budgets for government agencies. The term government budget is often used to refer to the general account only. In addition to these three budgets of the national government, the Fiscal Investments and Loans Program (FILP) played an important role in financing numerous public projects in the past. FILP may be understood as a capital budget of the national government, and it was intertwined with the three budget accounts, especially the latter two. FILP drew on funds from postal savings and the national pension system and invested in or lent money to various special accounts and government agencies. The role of FILP declined over time, as discussed later in this chapter, and its size was substantially reduced following the 2001 FILP reform.

Special accounts are set up for various reasons. Some are earmarked for particular projects, such as highway and airport construction, while others are set up to fund specific purposes with specific revenues, such as social security accounts. There were thirty-eight special accounts in 1990. This number has been gradually reduced over the years; it became fourteen in FY2015 and thirteen in FY2017. The total size of the special accounts budget has been about three times that of the general account. However, there are significant flows between general accounts and special accounts in both directions, such as subsidies from tax revenues to social security accounts. The aggregate size of the general and special accounts, net of internal flows, is about twice the size of the general account.


Box 7.1

Fiscal Year


The fiscal year in Japan runs from April 1 to March 31 of the subsequent calendar year. For example, the fiscal year 2019 in Japan runs from April 1, 2019, to March 31, 2020. It coincides with the school year and the accounting years of many corporations. In the United States, the fiscal year runs from October 1 of the preceding calendar year to September 30 of the current year. For example, the fiscal year 2019 in the US runs from October 1, 2018, to September 30, 2019. Before 1977, the US fiscal year started on July 1. The period from July 1, 1976, through September 30, 1976, is a separate fiscal period known as the transition quarter.

Statistics on taxation and government spending are available in most cases only on a fiscal-year basis. When they are compared to other statistics calculated on a calendar-year basis, careful adjustments are required. GDP and other major macroeconomic statistics are available both on a calendar-year and fiscal-year basis. However, researchers who use annual frequency for analysis have to be careful when matching the fiscal data, which is based on the fiscal year, with that of many macro series, which are available in frequencies of monthly, quarterly, calendar year, and fiscal year.





The national government budget used to include the budgets of several government-owned financial institutions. Together, their budget was approximately 10 percent of the general account. In the past, they received major portions of their funding from the FILP. Many government-owned financial institutions have been consolidated, corporatized, or abolished over time.

Still, the size of special accounts remains large, as shown in table 7.1. The amount of money in the special accounts is more than the general account. Even after offsetting the double-counting in the two accounts, the size of the net combined accounts is more than double the size of the general account. In this sense, the claim that Japan has a small government compared to other OECD countries, which cites only the size of general account to GDP, may be wrong. The size of government agencies has shrunk substantially in the second half of the 1980s thanks to the privatization of large, state-owned enterprises, such as the national railway.



Table 7.1

General Account and Special Account (unit: billion yen)
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Box 7.2

The Japanese Budget Process


Fiscal Year T begins on April 1 of calendar year T and ends on March 31 of calendar year T + 1. In July of Year (T − 1), the MOF issues a ceiling for the total budget of each ministry or government agency. Between 2001 and 2008, there was an institution called the Prime Minister’s Council of Economic and Fiscal Policies (comparable to the Council of Economic Advisers in the United States), which determined the framework of budget-making in June of year T − 1, which limits the total size of the budget and provides broad guidelines for it. However, prior to 2001 and after 2008, the MOF is the institution that determined the budget in every aspect, from the framework to all the details, although ruling political parties exercise strong influences along the way. Subject to this ceiling, the ministries and agencies submit their budget requests to the MOF by the end of August. Then, the MOF and other ministries and government agencies negotiate a budget plan during the fall of year (T − 1), At the end of December of year (T − 1), or at the beginning of January of year T, the cabinet approves the tentative government budget plan (Public Finance Act, Article 18).

Although the details of the plan have to be worked out and then submitted to the Diet for approval, the total amount budgeted seldom changes after the cabinet has approved it. The plan incorporates the government forecast of economic growth and inflation for fiscal year T, usually announced at the end of January or the beginning of February of calendar year T. The Diet approves the cabinet plan just before the beginning of the fiscal year (April 1).

There has rarely been a conflict between the Diet and the Cabinet, as far as the budget is concerned. But during the fiscal year, the budget may be revised to reflect evolving economic conditions. For example, the budget for FY2009 was revised twice (in May 2009 and in January 2010). The actual (ex post) government expenditures are determined on March 31 of year (T + 1).





Local government financing in Japan is quite dependent on grants from, or revenue sharing with, the central government, in contrast with the US. For example, four-fifths of total consumption tax revenues go to the general account of the central government, while one-fifth goes to local governments. In addition, regular transfers from other tax revenues are given to prefectures with small tax bases. The independent revenue sources for local governments, such as real estate taxes, local personal income taxes, and local business taxes, are rather limited in size, and rates are regulated by the national government.




7.3 The Tax Structure


7.3.1 Tax Revenue

Figure 7.5 (left panel) shows major revenue items and their shares for Japan’s FY2019 budget, including planned new bond issues. Among tax revenues, personal income tax (20 trillion yen), corporate income tax (13 trillion yen), and consumption tax (19 trillion yen) are the three major sources. The consumption tax has grown to become the most important and stable revenue source. The corporate income tax share is now much smaller than individual income and consumption taxes. In addition, there is 5 trillion yen of other revenues. Individual, corporate, consumption, and other taxes and stamp duties account for 62 trillion yen, or 63 percent of the total budget. The remaining 32 trillion yen, or 32 percent of the total budget, is fiscal deficits that are financed by new bond issues. It is labeled as “Debt” in the panel, following the official translation of the Ministry of Finance, but it means an increase in debt, to be precise. The dependence on debt financing has declined since the peak of 2009 (recall figure 7.1), but it remains high compared with either Japan’s historical level (1970s–1990s) or that of other advanced countries.
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Figure 7.5

Major revenue items: General government and general account, Japan versus the US.

Sources: Ministry of Finance Japan; (right) US Federal Budget (Fiscal Year 2019), Office of Management and Budget (OMB).

Note: “Debt” above means “new debt issues,” which is not shown as an item of revenues in the US budget.



Figure 7.5 (right panel) shows the US federal government revenues and their shares. The biggest deviation between Japan and the US is the treatment of new bond issues. In the Japanese budget, it is a revenue item, whereas in the US budget, it is not included in the revenue. Hence, the amount of US fiscal deficits comparable to Japan is the difference between the total size of expenditure (in figure 7.8) and the total size of revenue. The US deficits in fiscal year 2019 is 984 billion dollars, or 22 percent of total expenditure.

One of the largest revenue items in the US budget is social insurance and retirement receipts, which are collected as social security tax. In Japan, social security is supposed to be a social insurance and managed by the “special account.” Hence, contributions to social security (equivalent of social security tax in the US) do not show up as a revenue item in the general account.

In terms of tax revenue, both countries collect personal (individual) income tax and corporate income tax, although the proportion of personal income tax is much larger in the United States. There is no federal VAT in the United States, whereas the consumption tax is now an important revenue item in Japan’s general account. Sales taxes in the United States are not federal taxes, but rather state taxes.

The consumption tax in Japan is similar to the European value-added tax (VAT) in design. Taxes are paid at every level of transactions for the amount of value added. It was introduced at 3 percent in 1989, replacing many excise taxes at the time. The consumption tax rate was increased to 5 percent in April 1997, and then to 8 percent in April 2014. It rose to 10 percent in October 2019.

Prior to an introduction of consumption tax in 1989, personal income and corporate income taxes were two major sources of tax revenue. In 1988, personal and corporate income taxes raised 18.0 and 18.4 trillion yen, respectively, each accounting for 28 percent of the general account. Until 1988, a major indirect tax was the excise tax (in 1988, it raised 2.2 trillion yen, 3 percent of the budget). The revenues from taxes and stamp duties covered more than 80 percent of the general budget.

Figure 7.6 shows the time series of the personal income tax, corporate income tax, and consumption tax (excise tax, prior to 1989). The decline in personal and corporate income tax revenues from 1990 to 2009 is stunning. Personal income tax revenues peaked at 26.7 trillion yen in 1991, and then declined to 12.9 trillion yen—less than half the peak—in 2009. Then it recovered to 19 trillion yen in 2018. The steady decline in personal consumption tax revenues from 1990 to 2009 was due partly to a sharp reduction in personal income, including capital gains, and partly to tax cuts that were a part of various stimulus packages in the 1990s.
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Figure 7.6

Time series of major “tax revenues.”

Source: MOF, Japan.

Note: Data until FY2016 are on a settlement basis, data in FY2017 are on an estimated basis, and data in FY2018 are on a budgeted basis.



The Japanese prefectural governments raise revenue mainly from the inhabitants’ tax and the enterprise tax. In addition, some taxes imposed and collected by the national governments are earmarked for transfers to local governments. Municipal governments raise most of their revenue from the inhabitants’ tax and the property (real estate) tax. Inhabitants’ taxes, imposed both on a per-capita basis and on an income basis, correspond to state and local income taxes in the United States. In the United States, state income tax payments are deductible (up to a certain amount) from the federal income tax, but this kind of deductibility does not exist in Japan.




7.3.2 Personal Income Tax

The personal income taxation system in Japan has common features with those of other advanced countries, including the US. Taxable income is defined as total income minus various deductions. For low taxable income, no tax is levied. The top marginal rate of the national income tax was raised to 45 percent in 2015 for taxable income of 40 million yen (roughly $400,000, at 100 yen/dollar) and above. There is additional local tax on top of that, so that the highest marginal rate for national and local taxes exceeds 50 percent.

One major difference between the Japanese and American tax systems is that until 2015, Japan did not have a tax identification number, comparable to the social security number used in the United States. Hence, in Japan, it was often difficult to tax the sum of an individual’s various incomes in a progressive manner. As a result, horizontal equity—the principle of equal taxation for the same amount of income, regardless of source—is widely violated in Japan. In October 2015, the tax identification number, called “My Number,” was introduced in Japan. The My Number system was first introduced in April 2016, on a voluntary basis. The use of My Number as a tax identification number is now required.

In Japan, several categories of income, such as interest income and dividend income, are separately taxed. Retirement, timber, occasional, and miscellaneous incomes have separate deductible amounts. Japanese workers receive a sizable severance payment upon retirement. If it were subject to the usual income tax scheme, this payment would put a worker in the top bracket of the progressive schedule. Hence, there is a special deduction for retirement income. Occasional income is formally defined as income deemed to be temporary and particular to one year; this may be considered as a substitute for income averaging. Miscellaneous income includes all other types of income, such as honoraria and speaking fees.

A major part of personal income tax is collected by the withholding of salaries and wages. Withholding is adjusted at the end of the year at the source for various kinds of deductions, and also for changes in salary level, tax law, and family composition that may have occurred during the year. As a result, Japanese employees are subject to a lump-sum adjustment in the last paycheck they receive each year. Those who have only salary or wage income from a single employer, with total compensation under 20 million yen ($200,000), and do not have a second income exceeding 200,000 yen ($2,000) in a year do not have to file tax returns at all. Employers are allowed to calculate standard deductions for these employees and report those to the tax agency. About 85 percent of personal income taxes are paid by withholding (with an end-of-the-year adjustment at the source, as mentioned), hence a bulk of collection is done at the employer level. As a result, the percentage of people who declare their income by filing tax returns to the National Tax Agency is low compared to the Internal Revenue Service in the US).2 Those who have some other kinds of income (e.g., real estate, miscellaneous, and occasional income above a certain threshold) have to file a tax return between mid-February and mid-March.

Many salaried workers (commonly referred to as salarymen) in Japan have expressed frustration with how heavily they are taxed. The frustration stems from three causes. First, self-employed people, doctors, and farmers enjoy generous deductibility of their expenses. Second, it is widely known that tax compliance is highest for salaried workers because their taxes are withheld at the source. Third, social security contributions, including social security insurance premiums and long-term care insurance premiums, have increased, which reduces take-home pay significantly. Although the MOF may point out that the standard deduction for salaried workers is rather high, many salaried workers are not convinced because some deductions allowed for other occupations are outrageously generous. For example, doctors are allowed to claim 72 percent of their income from treating patients under social health insurance as deductions. (The successive reforms capped the income for the 72 percent deductability at 25 million yen and reduced the deductible percentage progressively above that level. However, the cap is very generous in the opinion of regular, salaried workers.) Also, family businesses can pay so-called salaries to family members, who enjoy the standard deduction for salaried workers, and the business owner can deduct those entire salaries from their income. It is often said that the tax agency receives 90 percent of the income of a salaried worker, but only 60 percent of the income of a self-employed person, and 40 percent of the income of a farmer. This rule of thumb (9-6-4) can be verified by comparing the income reported to the tax authority against the income in national income statistics (Ishi, 1989, 80–81). This sense of inequality, based on the opaqueness of how much of a person’s income is captured by the tax agency, was one of the strong driving forces behind the introduction of a consumption tax, discussed next.



7.3.3 Consumption Tax

The consumption tax in Japan is a VAT. It was introduced in 1989, at a 3 percent tax rate, and then the rate was raised to 5 percent in 1997, and to 8 percent in 2014. The central government retains 80 percent of the consumption tax revenue that is collected by the National Tax Agency, and the remaining 20 percent is earmarked to be transferred to local governments. The 5 percent assessment is based on the value added (i.e., the difference between the sale price and the cost) at each stage in the production of every good or service and the distribution process. In contrast with the sales taxes in many states in the United States and VATs in Europe, no exemption is made for food or clothing in Japan.3 However, when the consumption tax rate is raised to 10 percent in October 2019, differential tax rates similar to VATs in Europe are scheduled to be introduced.

An idea of introducing VAT was first proposed by the Masayoshi Ōhira government in 1978, but the proposal was jettisoned when the LDP was defeated in a national election in 1979. A second drive, led by the Yasuhiro Nakasone government in 1987, failed partly because of opposition from small and medium-sized businesses, a traditional constituency of the LDP. Finally, the Noburu Takeshita government succeeded in introducing the tax. The bill was passed in the Diet on December 24, 1988, and the tax was introduced the following April.

There were three major reasons behind the initial introduction of a VAT in 1989. First, as mentioned previously, the income tax had many loopholes. Even if some types of income escaped taxation, taxing consumption would partially rectify that inequality. The consumption tax is fair in the sense that the same rate is applied to all consumers, including rich and poor. However, the consumption tax can be regressive (i.e., the tax burden is higher for low-income people) since the propensity to consume (i.e., the ratio of consumption to total disposable income) is usually higher for the poor than the rich. Second, the anticipated heavy burden of social security outlays in the twenty-first century called for an instrument that would make it easy to increase revenue. Third, the commodity tax, whose purpose was to tax luxury goods, had become outdated. For example, cameras were subject to the commodity tax, but personal computers were exempt because they were new commodities. The new consumption tax was intended to cover all commodities, thereby eliminating this distortion.

The consumption tax was extremely unpopular among voters. The new tax was said to be responsible for the defeat of the LDP in the election of the House of Councilors in July 1989. Voters’ dissatisfaction was leveled at three types of perceived flaws in the consumption tax categories: (1) price increases disguised as consumption tax adjustments, (2) the regressiveness of the consumption tax, and (3) loopholes that favored small businesses.

In introducing the new tax, the MOF advised wholesalers and retailers that the 3 percent tax should explicitly be added to existing prices. For example, 200-yen milk should become 206 yen, and a 1,000-yen book should cost 1,030 yen. This guidance was to address consumers’ concerns that some businesses would round up their prices to achieve price hikes that were larger than the consumption tax. For example, the price of milk may be raised to 210 yen instead of 206, or the price of the book would go up to 1,121 instead of 1,100.4 Although this guidance appeared to be successful initially, and consumers started to see many odd amounts of prices, the prices of many goods and services were eventually changed to round numbers. Consumers did not complain, though, presumably because they also wanted round numbers for simplicity. Later, in 2004, the MOF introduced a regulation advising businesses to show the total price, inclusive of consumption tax. However, in anticipation of pricing confusion at the time of the April 2014 hike in the consumption tax, the government passed a law that would temporarily allow retailers to show prices net of the tax from October 2013 to September 2018.

The second criticism against the consumption tax was its regressiveness. To address this point, a one-time cash payment to low income households was included in the tax-reform package of 1989. Some critics urged having an exemption or a reduced tax rate for food and other necessities, but the MOF successfully resisted giving in to that pressure.

A third major criticism of the consumption tax was apparent loopholes for small businesses. A small business with annual sales under 30 million yen ($200,000, at 150 yen/dollar) would be exempt from paying consumption taxes, and a company with annual sales under 500 million yen ($3.3 million) was allowed to use a simplified formula for calculating the value added (a fixed rate of sales—20 percent for retailers and 10 percent for wholesalers) without needing any documentation to prove the figure. Onji (2009) finds that many businesses took advantage of these loopholes by splitting themselves into smaller entities. Thus, the loopholes had the real effect of encouraging corporations to become too small. Trying to limit the number of businesses that benefited from the loophole, the government lowered the threshold for tax exemption to annual sales of 10 million yen in 2003.

On the revised budget of FY1989, the revenue earned from the consumption tax was 3.6 trillion yen (i.e., 6 percent of total tax revenue). Then, on the initial budget of FY1990, the amount was 5.3 trillion yen (8.7 percent of total tax revenue).

When Ryutaro Hashimoto became prime minister in January 1996, he strongly endorsed a fiscal consolidation plan, including a scheduled increase in the consumption tax rate and repeal of the income tax credit, in April 1997. He also directed a medium-term fiscal consolidation plan. In April 1997, as scheduled, the consumption tax rate was raised from 3 percent to 5 percent, and in September, the medical insurance copayment was increased from 10 percent to 20 percent. The economy turned out to be much weaker than expected due to the Asian currency crisis, which started in July 1997, and the Japanese banking crisis in the fourth quarter of 1997. One large securities firm, Yamaichi Securities, and one large bank, Hokkaido Takushoku Bank, failed in November 1997. (This topic is further covered in chapter 5.) Systemic instability ensued, and all Japanese banks were regarded to be less creditworthy than Western banks. Two more large Japanese banks failed in 1998, and the economy went into a severe recession in 1998. Many critics identified the fiscal consolidation of 1997 as a primary cause of the 1998 recession. Although some economists argued that banking and Asian crises played more important roles in causing the 1998 recession, an image of the consumption tax as a strong contractionary factor was imprinted in the minds of many politicians. After the Hashimoto government, no prime minister proposed raising the consumption tax. Even the very popular prime minister Junichiro Koizumi (2001–2006) promised not to increase the consumption tax while he was in office.

In 2009, the DPJ defeated the LDP, which had been the ruling party for more than a half century (with an exception of a brief period in 1993 and 1994), in a general election. One plank in the DPJ platform was “no consumption tax increases.”

In the first two years, the Democrats tried to cut wasteful spending and find so-called hidden treasures, a nickname for reserves and accumulated funds in the special accounts. But the strategy did not work. By 2011, the government realized that expenditure cuts alone would not achieve fiscal consolidation, and there were not many hidden treasures to be raided.

In the summer of 2011, the European sovereign debt crisis deepened, and the spreads on the bonds issued by Italy and Spain started to widen. This served as a wake-up call for the Japanese government. The Japanese debt-to-GDP ratio at that time was over 200 percent, which was much higher than in Spain or Italy. Prime Minister Yoshihiko Noda decided to press for a consumption tax increase. Legislation for that purpose passed the Diet in August 2012, with a scheduled increase in the consumption tax to 8 percent in April 2014, and to 10 percent in October 2015.




7.3.4 Corporate Income Tax

The taxation of corporate income comes up often in discussions of locational competitiveness in attracting corporations because many emerging market countries, as well as some advanced countries, keep the corporate tax rate low to lure foreign corporations. This has prompted debate between the business communities and the taxation authorities in both countries.

Japan had one of the highest corporate tax rates among the developed countries for the last several decades. Those who were alarmed by the occurrence of hollowing out (i.e., Japanese manufacturers relocating their production facilities out of Japan) lobbied for the reduction of the corporate income tax. The tax rate was finally reduced in 2011 (becoming effective in FY2012), and again in FY2014, although the Japanese rate is still one of the highest, as shown in the graph in figure 7.7.
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Figure 7.7

International comparison of Effective Corporate Tax rate, 2018.

Source: OECD.





7.3.5 Inheritance Tax

In Japan, all of a decedent’s property is subject to inheritance tax, which is imposed on the recipients (i.e., beneficiaries). This differs from the US estate tax, which is assessed on the decedent’s estate and is paid before the estate is distributed to the beneficiaries. The structure of bequest taxation is affected significantly by this philosophical difference, which is not as superficial as it may seem.

In Japan, a progressive rate schedule is applied to each statutory heir and then aggregated to calculate the total tax liability. Having more statutory heirs for a given decedent would lessen the total tax liability on the estate. In the United States, the number of heirs is irrelevant to the calculation of the estate tax; the tax is assessed progressively on the value of the estate, regardless of its distribution. In both countries, agricultural land and family business properties benefit from special provisions that reduce their assessment value. Also, in Japan, land for residential and commercial purposes is assessed significantly (typically around 20 percent) below market value, and bequeathed residential land is assessed at around 30–50 percent of market value. There is no such provision in the United States.

In Japan, land and structures account for more than 60 percent of bequeathed assets; on the other hand, in the United States, the share of real estate is only about 25 percent. The light taxation on real estate in Japan encourages the bequest-minded elderly to purchase real estate with debt because the liability is deductible in full from the bequeathed asset value. Land is typically a nondivisible property, so aged parents holding onto property may depress their consumption relative to their assets. Light real estate taxation was sometimes mentioned as a reason for the high savings rate in Japan. In both countries, the bequest (i.e., the estate) and gift taxes are taxed on all intergenerational transfers—at least in principle. There are various deductions and credits on transfers within a generation, as well as penalties on transfers to recipients other than lineal descendants. How this principle is reflected in the tax code, however, differs between the two countries. In Japan, the Civil Code guarantees the spouse (or a son or daughter, if the spouse is no longer alive) a minimum share of the bequest (50 percent of the statutory share). From the principle of taxing intergenerational transfers, the US estate and gift tax systems exempt any transfers, inter vivos or upon death, even to a spouse. In Japan, there is a limit on tax-free bequests or gifts to a spouse, although a relatively large tax credit is available for a bequest to a spouse.5

The Japanese civil-law concept of statutory heir is crucial to an understanding of the inheritance tax. It is presumed in civil law that, unless otherwise designated, half the estate goes to a spouse, and each child receives an equal share of the remainder. Take, for example, the case where a spouse and two children survive the decedent. They constitute three statutory heirs. The spouse has a statutory share of one-half, and each child has a statutory share of one-quarter. In the case of a spouse and three children (i.e., four statutory heirs), the spouse still gets half, and each child has a statutory share of one-sixth. If the spouse is no longer alive and three children survive the decedent, each child gets a statutory share of one-third.

A recipient is entitled to half of his or her statutory share at minimum. Even if the decedent’s will designates a sole recipient of an entire estate, and this person is not a statutory heir, the statutory heirs may sue for their minimum entitlement. Regardless of the actual distribution of property, the number of statutory heirs and statutory shares determines the total inheritance-tax liability.6 In 2009, there were 1,142,000 persons who died in Japan. Of those, the estates of 46,000 were subject to the inheritance tax. Taxable properties amounted to 10 trillion yen, and a little more than 1 trillion yen was collected as inheritance tax. This amount was about half of what was collected in 1989, at the peak of speculative bubble. The decline of land and stock prices since then reduced the inheritance tax revenue drastically.

In 2015, the basic deduction for each heir was lowered. Due to declining real estate prices during the Lost Two Decades, the ratio of those families that had to pay the inheritance tax declined steadily. The reform of 2015 was designed to restore the proportion of those who will pay inheritance tax. Whether the reform succeeds remains to be seen.




7.4 Government Spending

The general account budget (i.e., the initial budget) for FY2019 in Japan amounted to 99 trillion yen, or about 18 percent of GDP. Figure 7.8 shows the composition of major expenditure items for Japan and for the United States (for comparison purposes). The social security expenditure has the largest share with 34 trillion yen (34 percent), the grant to local government is 16 trillion yen (16 percent), and the expenditure for education and science promotion is 5 trillion yen (6 percent). As much as 24 trillion yen (24 percent) is used for debt service (interest payment plus amortization).
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Figure 7.8

Major expenditure items: central government, general account (Japan); federal government (US).

Sources: (left) Ministry of Finance Japan; (right) An American Budget (Fiscal Year 2019), Office of Management and Budget (OMB).



In the federal budget of the US, the combined expenditures on health, social security, Medicare, and Medicaid account for 49 percent of the total budget. US spending on national defense is 14 percent of the budget, much more than the Japanese counterpart (5 percent). The interest payments on government bonds account for 9 percent in Japan, while it is 8 percent in the United States. In Japan, amortization (1/60 of outstanding debts being accumulated in the special account) of government debt accounts for another 15 percent.

Comparing the share of Japanese government expenditures with the US counterparts is interesting. The share of debt service (amortization and interest payment combined, amounting to 24 percent) is much higher in Japan. Transfers to the local government (local allocation tax grants, etc.) are a large expenditure item (16 percent of the total) in Japan’s central government budget, while an equivalent expenditure item is not found in the US federal budget. This does not mean the US federal government does not provide financial supports to the state and local governments. On the contrary, the US federal government transfers a substantial amount to state and local governments in federal grants-in-aid. Figure 7.8 does not separate out the inter-governmental transfers and those are included in each expenditure item. In fiscal year 2019, the total federal grants-in-aid is expected to be 749 billion dollars (17 percent of the total federal budget) according to OMB (2018, Table 14.1). Thus, the difference between Japan and the US is not the existence or magnitude of transfers from the central government to local governments. In Japan, most of the transfers are in the form of local allocation taxes that do not specify how local governments use the funds, while the transfers happen in specific federal programs in the US.

The major items of government spending (the general account) in Japan have changed over time, as shown in figure 7.9. The most prominent change in the expenditure share of the Japanese government in the last decade is the rise in social security expenditures, which include pensions, medical expenses, and long-term care insurance. Social security in Japan is called social security insurance. In principle, all workers and self-employed people have to make social security contributions, and those who are aged 65 years and older receive social security pension benefits. However, it is not a stand-alone social insurance that does not depend on government help. The pension scheme is essentially a PAYGO system, where social security contributions of current workers are paid to retirees, as in the US. However, if the amount of contributions is not enough to meet payouts, the government must step in and fill the gap to keep the system going. Indeed, only half the current Japanese budget for basic pensions is funded by general tax revenues.

[image: ]
Figure 7.9

General account expenditures by function (actual).

Source: MOF Japan.



In the coming several decades, the population of retirees is projected to rise, due to lengthened life expectancies, and the working age population is projected to decline due to low fertility rates. The increased aging of the population will put a severe strain on the PAYGO social security system. Social security spending is projected to increase further unless a comprehensive reform program to limit spending is implemented. Details of the demographic problems in Japan will be discussed in chapter 8.

About 10 percent of the Japanese budget goes to public works, including road construction, irrigation, and sewer facilities. This, however, does not mean that only a small share of the Japanese budget goes to public works; more is done in this area with the FILP (as discussed later in this chapter). The share of the budget going to public works has been declining in the last fifteen years, in response to criticism that Japan has overbuilt its social infrastructure. As much as 16 percent of the general account budget was allocated to public works in 1995, but by 2016, the share fell to 6.5 percent. The costs seem to outweigh the benefits of the big projects, like three gigantic bridges between Honshu and Shikoku islands.



7.5 The Rise and Fall of the Government Deficit, 1975–1990

The unfortunate experience of monetizing debts before and during World War II must have had an important influence on the Public Finance Act of 1947, according to which the Japanese government could issue bonds only if the funds were used for public construction, capital contributions (to international organizations and government agencies), or loans.7 Government bonds issued on this basis are called construction bonds. Even these bonds, which legally could have been issued in the past, were not issued before 1965.

The recession in 1965 led to unexpected decrease in tax revenue. The government passed a law that enabled the issuance of bonds for that specific year to cover the revenue shortage. The bonds were called special case bonds or simply deficit bonds. In 1966, as the economy started to improve, the government did not have to issue deficit bonds, but they decided to issue construction bonds and continued to do so every year for the next decade. Although construction bonds and deficit bonds are financially equivalent, the Japanese government used to distinguish those following the distinction made in the Public Finance Act.

In the supplementary budget of FY1975, the government issued deficit bonds again, passing a special law to allow that for a specific fiscal year. Two developments in the mid-1970s caused the budget deficit. First, the growth slowdown (see chapter 3 for more details) lowered the tax revenue growth. Second, the expansion of social welfare‒related expenditures increased the government’s expenditures. Thus, the deficit was structural, unlike the revenue shortfall due to a sharp recession in 1965. The Japanese government continued issuing deficit bonds, passing the special law every year.

The Japanese government aimed at stopping the issuance of deficit bonds by bringing the government budget back into balance as soon as possible. As early as January 1976, the government set FY1980 as a target date for the elimination of budget deficits (as defined by the new deficit bonds). By 1979, however, it was clear that it would be impossible to balance the budget by 1980. In fact, the deficit-to-GDP ratio climbed rapidly from 1975 to 1979. A new plan in January 1979 set FY1984 as the new target date for elimination of deficits. The deficit-to-GDP ratio finally started to decline after 1983, but the debt-to-GDP ratio was still rising. The target date was again pushed back. In August 1983, the government announced that deficits would be eliminated by FY1990. This time, the goal finally was achieved.

How did Japan manage to run up deficits in the second half of the 1970s and then eventually reduce them in the 1980s without a macroeconomic disaster? According to Asako et al. (1991), three things caused the large increase in deficits from 1975 to 1980. First, the government probably did not realize that the potential growth rate of the economy had decreased dramatically after the first oil crisis. Thus, the government tried in vain to stimulate the seemingly depressed economy—which was, in hindsight, close to full capacity—by expanding government expenditure. Only in 1977 or 1978, the government finally realized that the growth potential of Japan declined permanently. Second, social security benefits were increased dramatically in 1973. Those benefits were indexed to inflation. Hence, as severe stagflation took hold in 1974–1975, government welfare expenditure soared while the tax revenue was suppressed. (See Noguchi 1987 for details of this argument.) Third, the MOF may have been too optimistic about the prospect of introducing a VAT (or some form of sales tax) toward the end of the 1970s to raise tax revenue.

After 1978, the government tried to contain the mounting deficits. However, the second oil crisis (1979–1980) compelled the government to expand fiscal policy, again adding to the deficits.

The real efforts were postponed to the 1980s. The deficits were reduced through two channels. First, an across-the-board freeze on increases of government spending was imposed. Second, tax revenue increased as inflation shifted many people into income tax brackets with higher tax rates. The second channel, called bracket creep, was especially important. The income tax rate schedule (defined in nominal terms) remained the same for several years. The schedule for the inheritance tax stayed constant for more than thirteen years. The budget deficit finally narrowed over the 1980s, and the deficit bond issues finally stopped in FY1990.



7.6 Return of the Budget Deficit

The budget was almost balanced in 1990, thanks to efforts to raise tax revenues during the 1980s, but this did not last long. To fight the recession following the collapse of asset price boom, the government turned to a series of fiscal stimulus in the 1990s. As tax revenues came down sharply in 1992, the deficits widened (recall figure 7.1).

Figure 7.10 shows the budget surplus/deficits of the G7 countries as a percentage of GDP. Note that negative numbers mean budget deficits. The budget of the general government in Japan was in surplus in 1990–1991 (that was the best among the G7 members). However, it quickly deteriorated, as the economy suffered after the burst of the bubble. The deficit-financing bonds were issued again in fiscal 1994 (and every year since then) by passing a special law to get around the prohibition of deficit-financing bonds in the Public Finance Act every year. The deficit-to-GDP ratio increased from 2.5 percent in 1993 to about 8 percent by the end of the 1990s and most of the 2000s. From 1997 to 2005, and then again from 2013 on, Japan’s budget deficit-to-GDP ratio has been the worst among G7 countries. The first episode of large budget deficits, from the mid-1990s to the mid-2000s, mainly resulted from the banking crisis and financial instability in Japan during that period. The second episode is mainly due to the very slow recovery that took place after the global financial crisis of 2007–2009. The continuing large deficits meant that new issues of government bonds have piled up on top of the existing bonds.
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Figure 7.10

General government financial balances in the G7 countries from 1990 to 2018.

Source: OECD (2018).



To judge whether a debt level is too high to be sustainable, one needs to compare the level to the net surplus that the government is expected to generate in the future. The net level of debt may be low because the government holds financial assets in some accounts, such as the one for the pension system. However, if the government liquidates these assets and uses the money to repay debts, then future expenditures to replace the function of these assets, such as spending more for pensions instead of applying returns on these assets, would increase. Then, the net debt may be low, but the government surplus in the future is also expected to be low. Thus, when asking the debt sustainability question, it does not matter whether gross or net debt is used, so long as the future government surpluses are matched properly. In the end, the question of gross versus net turns out to be not very relevant.

This point can be illustrated by considering figure 7.11.8 In this simple example concerning two periods of time, the public sector consists of two accounts: the central government account, which collects taxes and spends the proceeds, and the social security fund, which collects premiums and pays benefits. In Period I, the central government does not collect any taxes and spends 60 trillion yen, financing that amount by issuing government bonds. The social security fund collects 20 trillion yen of premiums without paying any benefits. The fund invests 15 trillion yen in government bonds, and the rest in other assets. The remaining government bonds (amounting to 45 trillion yen) are thus held by the private sector.
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Figure 7.11

Gross debt versus net debt over two periods of time.

Source: Doi and Ihori (2009).



Suppose that the rate of return on both government bonds and the other assets is 0 percent (note: a positive return does not change the discussion in any important way). In Period II, the social security funds pay benefits of 20 trillion yen using the proceeds from maturing government bonds (15 trillion yen) and the return from the other assets (5 trillion yen). The central government collects 60 trillion yen of taxes and pays all the debt without spending anything.

At the end of Period I, the gross debt is 60 trillion yen and the net debt is 40 trillion yen. Thus, the net debt is lower, but both cases are equally sustainable. In the case of the gross debt, the central government expects to receive 60 trillion yen of tax revenues in Period II, so the debt is sustainable. In the case of the net debt, the government expects to have net revenue of 40 trillion yen (tax revenues minus social security benefit payments), so the debt is sustainable.

Looking at the issue in this way, it is clear that the difference between the gross debt concept and the net debt concept is the difference of how widely the public sector is defined. If we focus just on the central government, we can look at gross debt. Looking at net debt would result in the same conclusion, though, so long as the social security system is sustainable. If we want to look at the public sector more broadly to include the social security system, then we need to look at the net debt, with proper adjustments for future government liabilities, as well.




7.7 Sustainability of Government Debt

As we have seen in the previous discussions, the Japanese government’s debt has been monotonically rising. It is obvious that the debt-to-GDP ratio cannot continue to grow forever. At one point, the debt-to-GDP must become stabilized (unless the Japanese government declares defaults). What are the conditions for stabilizing the debt-to-GDP ratio at a certain level in the future?

Broda and Weinstein (2005) ask this question about Japan right after FY2002. They defined a sustainable fiscal policy to be one that stabilizes the debt-to-GDP ratio at the current level (i.e., FY2002). Broda and Weinstein calculate the constant tax rate that makes the fiscal policy sustainable under several alternative scenarios. Appendix B, at the end of this chapter, goes over the derivation of such a tax rate using a simplified version of the model.

Broda and Weinstein (2005) use the net debt concept, which is appropriate when we want to examine the sustainability question for a broad government sector, including the social security accounts. Table 7.2 shows selected estimates of the tax rate that is required for sustainability and the estimates under two of the alternative scenarios that these authors consider. Under the Case 2 scenario, the government expenditure per capita in the future is assumed to grow at the rate of GDP. Case 3 assumes that the government expenditure per capita in the future grows at the rate of GDP per worker. The Case 3 scenario is more generous because the number of workers in Japan is expected to continue to decline in the future due to aging. The table also presents the estimates based on the population forecasts by the IMF. They consider five alternative values for the difference between the interest rate and the growth rate, ranging from 2 percent to 6 percent. Finally, for the year when the debt-to-GDP ratio must be brought down to the 2002 level, they consider two alternative dates: 2040 and 2100.


Table 7.2

Broda-Weinstein sustainable tax rate
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The table shows that Japan needs to raise its tax revenues to around 35 percent of GDP if the government expenditures are to grow at the rate of GDP, and to around 40 percent of GDP if they are to grow at the rate of GDP per worker. These numbers should be compared to the tax rate of around 27 percent, which was the actual number for Japan in 2003 (including social security contributions). Broda and Weinstein (2005) argue that the numbers in table 7.2 are high, but not extremely high compared with the tax rate in other advanced economies. For example, the 35 percent number under the Case 2 scenario was comparable to the US tax rate (including social security contributions). The higher 40 percent number in the case 3 scenario was comparable to many countries in the European Union (EU). Thus, Broda and Weinstein (2005) conclude that the fiscal situation in Japan was not as dire as some observers claimed.

Japanese government debt increased further since the time of the original Broda and Weinstein calculations. Moreover, the budget deficit increased substantially in the aftermath of the global recession in 2008–2009, becoming the highest among G7 countries as expansionary fiscal policy was implemented under the Shinzo Abe administration, as shown previously in figure 7.10.

To see how the country’s fiscal sustainability changed after the fiscal stimulus in the late 2000s, Doi, Hoshi, and Okimoto (2011) repeated the Broda and Weinstein calculations using 2010 as the starting point. They also used the adjusted net debt, which is the gross debt minus the financial assets owned by the government sector that are readily disposable. The adjusted net debt is greater than the net debt that Broda and Weinstein (2005) use, but lower than the gross debt. Another difference is that Doi et al. (2011) use the forecasts by the Japanese government on future government expenditures. The required tax rate required for fiscal sustainability, according to Doi et al., is around 42 percent when the difference between the interest rate and the growth rate is 2 percent—this is 7 percent higher than the case 2 scenario of Broda and Weinstein (2005) estimate, and 2 percent higher than the case 3 scenario. The fiscal sustainability of Japan deteriorated significantly from the early 2000s to 2010, according to Doi et al.

Bamba and Weinstein (2019) also repeat the calculations, starting from 2015 this time. Following Broda and Weinstein (2005), they consider three scenarios, including the case 2 scenario (where the government expenditures per capita grow at the rate of GDP growth) and the case 3 scenario (where the government expenditures per capita grow at the rate of GDP per worker). For case 3, the result is very similar to that of Doi et al. (2011): the tax rate of around 44 percent is necessary to bring the debt-to-GDP ratio down to its 2000 level by 2100.

The result for case 2, however, is very different; it shows the tax rate as low as 30 percent is sufficient for the sustainability. A closer look of the analysis shows that the case 2 scenario suggests that the ratio of total government expenditures to GDP decline throughout the prediction period because Japan’s population declines. Since the total government expenditure‒to-GDP ratio has not started declining, the prediction under the case 2 scenario may be too low.

The method adopted by Broda and Weinstein (2005), as well as the other two studies, imposes no upper bound for the debt-to-GDP ratio at any point of time. So long as the ratio comes down to the initial level in the distant future, the government debt is considered sustainable. However, when an amount of debt becomes extremely high, its absorption may become an issue. When new government bonds cannot be sold at a reasonable interest rate, the country faces a fiscal crisis. There may be a limit to the debt-to-GDP ratio depending on, among other things, the capacity of domestic investors, whose demand for government bonds tends to be less volatile than that of foreign investors.

Hoshi and Ito (2013, 2014) examine how much longer the domestic pool of saving can continue to absorb increasing amounts of government bonds in Japan. They do this by calculating a likely future path of domestic financial assets that will be available to finance government debt and comparing that to a likely future path of the government debt implied by future government expenditures, tax revenues, and interest rates. Japan is expected to suffer from a declining working-age population and an increasing number of retirees. The decline in the workforce implies lower economic growth, smaller tax revenues, and less saving by working households. The increasing number of retirees implies higher social security‒related government expenditures, including national pension, long-term care, and health-care expenses, and more household dissaving.

Using a set of reasonable assumptions, Hoshi and Ito (2013, 2014) show that the level of government debts will exceed the amount of domestic private-sector financial assets some time in the first half of the 2020s (i.e., in only a few more years now); at that point, the government will have to attract foreign investors by offering much higher yields, which may upset the sustainability condition immediately. According to their simulations, a 15 percent consumption tax rate would keep government debt below the amount of domestic financial assets if the economic growth rate were extremely high. If the economic growth rate turns out to be moderate, the consumption tax rate needs to be raised to as high as 20 percent.

In the sustainability calculations given previously, future government expenditures are exogenous and possible changes that the government may make to the expenditure level in response to the deteriorating fiscal situation are not taken into account. As we saw in the section entitled “Government Spending,” earlier in this chapter, the Japanese government tried to reduce its budget deficit in the 1980s, when the amount of government debt soared. If there is a tendency for the government to rein in the deficit when the debt level increases, then the fiscal situation becomes sustainable, even when it appears unsustainable at the moment. Bohn (1998) showed the US federal budget deficit had such a tendency over a long period and concluded that the US fiscal policy has been sustainable in this sense. Doi et al. (2011) examined the question of whether such feedback could be detected from the debt level to fiscal deficits in Japan. Despite the episode of the late 1980s, they find Japan’s budget deficit do not shrink when the debt-to-GDP ratio increases. Doi et al. also consider the possibility that there are multiple regimes, and the fiscal policy regime sometimes shifts to a regime where the budget deficit responds negatively to increasing levels of debt, but again fails to find a regime with such feedback mechanism.9

In sum, the researchers find that Japan’s fiscal policy is not sustainable at the current tax rates and expenditure pattern. There are tax rates high enough to stabilize the debt-to-GDP ratio, although they are high, and the delay of fiscal consolidation in the last decade or so has made the situation more serious. When the government debt increased rapidly in the late 1970s and in the 1980s, Japan’s government eventually succeeded in reducing the budget deficit. Systematic empirical analyses of the relation between the debt and the budget deficit, however, suggest that such government efforts to restore sustainability are far from automatic.




7.8 Fiscal Policy as a Tool for Macroeconomic Stabilization

Traditional Keynesian macroeconomic policy recommends an increase in the share of government expenditures in the GNP during a recession and a decrease during a boom. This kind of “leaning against the wind” or countercyclical fiscal policy, if implemented correctly, will lessen the magnitude of economic fluctuations. To some extent, institutions such as unemployment benefits, various subsidies to lower-income families, and progressive income taxation will serve as “automatic stabilizers,” where automatic means that it does not require a change in the subsidy or tax rate. When subsidy rates or tax rates themselves are changed, and government expenditures on public works are added, it is called discretionary countercyclical policy. An interesting question is whether such a policy has been pursued in Japan and in the United States.

A simple way to see if fiscal policy is countercyclical is to calculate the correlation between the economic growth rate and indicators for fiscal expansion, such as the ratio of government expenditure to GDP and the budget deficit to GDP. There is a negative correlation between economic growth and fiscal expansion (potentially with lags) if fiscal policy is countercyclical.

Figure 7.12 plots the expenditure-to-GDP ratio and the deficit-to-GDP ratio against the growth rate in the previous year for Japan and the United States. In both economies, there is a negative correlation between the growth rate and both measures of fiscal expansion. Thus, fiscal policy seems countercyclical in both countries. A negative correlation between economic growth and fiscal expansion does not necessarily imply a countercyclical fiscal policy. The correlation may be negative simply because both the economic growth rate and the deficit-to-GDP ratio trended down over time. To look at correlation in the short-run components, panels 2 and 4 of table 7.3 calculate the correlation coefficients for the change in growth rate, the change in the expenditure ratio, and the change in the deficit ratio. The correlation between the change in economic growth and the change in fiscal expansion remains negative.
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Figure 7.12

Government expenditures, deficits, and growth rates for Japan and the US.

Sources: Cabinet Office and Ministry of Finance for Japan; and US Department of the Treasury and Office of Management and Budget and Bureau of Economic Analysis for US.




Table 7.3

Correlations: deficits/expenditure and growth (sample period, 1965–2004)
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There is also the problem of looking at just contemporaneous correlation. Because the fiscal budget is planned many months ahead of actual revenues and expenditures, it may take time for discretionary fiscal policy to adjust to economic growth conditions. In this case, fiscal expansion would be correlated with past economic growth, not with current economic growth. If the countercyclicality of fiscal policy comes mainly from automatic stabilizers, fiscal expansion may be correlated more with current economic conditions. A simple way to address this concern is to calculate the correlation coefficients with various lags. Panels 1 and 3 of table 7.3 show the correlation coefficients among the three variables, both with and without lag. Correlation with lag seems stronger than the contemporaneous correlation, which suggests that discretionary policy, rather than automatic stabilizers, may be more important for countercyclical fiscal policy.

A more sophisticated approach to identify discretionary policy was proposed by Asako, Ito, and Sakamoto (1991). The key is to examine the fiscal authority’s reactions to unexpected slowdowns of the economy. If the economy is weaker than anticipated, a Keynesian policy would increase budget deficits to stimulate it. For Japan, the cabinet budget plan for fiscal year T can be regarded as the government’s intentions based on information as of January of year T. The difference between the plan and the actual expenditures during the fiscal year, then, should reflect the revision of the government’s intentions in reacting to the realized economic conditions. If the government uses a Keynesian discretionary policy to stabilize income, this year’s budget will be more than last year’s budget when the forecast error in last year’s growth rate was negative. Asako et al. (1991) regress the budget increase on the errors in the government forecast about economic growth and find that the coefficient is negative. They conclude that the Japanese government engaged in Keynesian discretionary policy.

The happy story of fiscal consolidation in the 1980s was followed by the sorry saga of fiscal debacle in the 1990s and 2000s. It was already explained in previous sections of this chapter that Japanese tax revenues continued to decline and government expenditures continued to rise. Economic stagnation, which was lower than the potential growth rate, depressed tax revenues, especially corporate income tax. Economic stagnation also prompted the government to adopt Keynesian fiscal policy, giving temporary tax breaks and increasing government expenditures. As a result, fiscal deficits continued to widen and the debt-to-GDP ratio continued to rise.

Table 7.4 lists the fiscal stimulus packages adopted in Japan from 1990 to 2016. The government tends to implement such a package when it detects economic weakness. In severe recessions like that of 2008–2009, there were three packages a year. In the 1990s, infrastructure and land purchases were preferred items for spending, but these areas diminished in popularity in the 2000s. Instead, spending for SMEs, the environment, and creating employment opportunities became popular in the 2000s.



Table 7.4

Discretionary fiscal policy in the 1990s and 2000s
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The packages include both financial resources that were already included under some items in the initial budget and incremental money in a supplementary budget. The former is just changing the purpose or timing of an expenditure, while the latter is a genuine discretionary increase in spending. In order to see how much was comprised of discretionary, incremental increases, it has to be determined whether the incremental resources accompanied each package. The last column of table 7.4 shows the size of a supplementary budget that roughly corresponds to each package. The size of a package and the size of the supplementary budget are correlated, of course, but not exactly on a one-to-one basis. In terms of the size of supplementary budgets, the largest ones were those in 1995, 1998–1999, 2009, 2011, and 2013. The last three were more than double the large ones in the 1990s. This reflects the serious impacts of the global financial crisis on Japan.

Following an analysis in Asako et al. (1991) for the period of the 1970s and 1980s, Table 7.5 shows midyear corrections of the budget in the 1990s and 2000s. The size of the supplementary budgets is negatively correlated (correlation coefficient of −0.27 for the period of 1992–2017) with the forecast errors of growth. When the economy fell behind the government forecasts, supplementary budgets were created.



Table 7.5

Supplementary budget and growth forecast errors
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Thus, the Japanese government continued to behave in a Keynesian way well into the 2000s. The initial budget was augmented if the previous fiscal year experienced less than expected growth, and a large supplementary budget or two were formed in the middle of the fiscal year if the growth rate for the fiscal year showed a sign of underperforming.

Prime Minister Junichiro Koizumi (2001–2006) refrained from doing a large fiscal stimulus by declaring the ceiling for new government bond issues at 30 trillion yen. During his tenure, the growth rate started to rise and tax revenues increased. Hence, without increasing expenditures, bond issues were brought down. Koizumi succeeded in turning the economy around, and improving the fiscal situation slightly. The efforts for fiscal consolidation, however, were jettisoned when the global financial crisis hit the Japanese economy. As explained in the section entitled “Basic Facts,” an unprecedented level of government expenditure pushed Japan into large fiscal deficit, about 44 trillion yen (8 percent of GDP). The size of deficits increased by 50 percent compared to Koizumi’s era.

Administrations that followed Koizumi’s maintained the goal of balancing the primary budget by 2020, which was announced in 2006. The two-step consumption tax increase was legislated in 2012: The first was to raise the tax rate from 5 percent to 8 percent in April 2014, and the second to 10 percent, in October 2015. The first step was implemented as scheduled. However, the government regarded the economic downturn following the first rate hike to be severe enough to compel delay of the second step until April 2017 (and eventually to October 2019).

The long stagnation despite large, repeated fiscal stimuli is viewed by some as a proof of the ineffectiveness of Keynesian fiscal policy. Those critics argue that the spending is directed in wasteful areas, and the multiplier becomes very small. The effectiveness is particularly lost in situations where the debt-to-GDP ratio is high. Consumers become much more sensitive to deficits and curtail their consumption when fiscal spending is done with new bond issues. This point is explained more in the next section of this chapter.

Those who advocate more fiscal spending argue that when the interest rate is very low, or in particular is stuck at zero (sometime called a liquidity trap), fiscal policy is extremely effective. They also cite the very low government bond interest rate. They take that as evidence that investors are not at all worried about debt sustainability. The fact that the government’s fiscal policy appears to be ineffective, they say, is due to the relatively small size of true additional spending in stimulus packages.

Influenced by these experiences, many economists started to stress the importance of using automatic stabilizers, as opposed to discretionary countercyclical policies. Automatic stabilizers, such as progressive income taxation, unemployment benefits, and welfare programs, provide a mechanism that automatically increases government expenditures during a recession and reduces them during a boom.

In the wake of the global financial crisis, discretionary Keynesian fiscal policy suddenly became popular. Internationally coordinated fiscal stimulus was agreed upon in the London G20 Summit in April 2009:


We are undertaking an unprecedented and concerted fiscal expansion, which will save or create millions of jobs which would otherwise have been destroyed, and that will, by the end of next year, amount to $5 trillion, raise output by 4 per cent, and accelerate the transition to a green economy. We are committed to deliver the scale of sustained fiscal effort necessary to restore growth.

London Summit, Leaders’ Statement, April 2, 2009



Monetary policy also became very loose. The policy interest rate was lowered to near zero in major advanced countries, including the United States, the United Kingdom, the Eurozone, and Japan. In addition, sizable quantitive easing (central bank purchase of assets) was introduced in the United States and the United Kingdom in 2009. This was a dramatic change from the previous conventional wisdom, in which automatic stabilizers were favored.

Thanks to the vigorous policy efforts, a collapse of the global economy comparable to the 1930s did not occur. Once the acute stage of the crisis was over by late 2009, fiscal deficits became an economic policy concern. In Japan, more than half the final budget of 2009 was financed by new government bond issues. In the Toronto G20 Summit of June 2010, fiscal consolidation became a commitment among the leaders. In particular, advanced countries except Japan committed to halving the deficits in three years:


[A]dvanced economies have committed to fiscal plans that will at least halve deficits by 2013 and stabilize or reduce government debt-to-GDP ratios by 2016. Recognizing the circumstances of Japan, we welcome the Japanese government’s fiscal consolidation plan announced recently with their growth strategy.

Toronto Summit Declaration, June 27, 2010



The recent brief episode of Keynesian revival was the result of a couple of factors. First, when the interest rate is zero, or the economy is in a liquidity trap, fiscal policy is most effective, as it would not crowd out private investment. Second, the size of the shock of the global financial crisis was considered to be so large that any policy measures that could stimulate the economy were employed, without consideration of or worry about potential side effects over time. See Ito et al. (2012) and Auerbach (2012) for details of changes in economic philosophy and the political economy after 2008.

The Japanese government went along with the governments of other advanced economies, as mentioned in the London Summit’s statement. However, one year later, Japan hesitated to commit to fiscal consolidation at the pace of halving deficits in three years.




7.9 Ricardian Neutrality and Non-Keynesian Effects


7.9.1 Effects of Government Deficits

One important research topic in fiscal policy is the macroeconomic impact of government deficits. When a given amount of government expenditures has to be financed, does it make a difference whether it is financed by taxes or by bonds? Does the private sector regard government bonds as net wealth? Do government bonds crowd out private investment? These questions are particularly relevant in view of the rise and fall of government deficits in Japan and in the United States.

In the traditional Keynesian view, substitution of government bonds for taxes increases the disposable income of households, so both aggregate consumption and output rise. This, however, would raise real interest rates and crowd out private investment.

In another view, government bonds are regarded by rational consumers as future obligations, in the form of increased taxes that they will have to pay. Therefore, bond-financed expenditures (as opposed to tax-financed expenditures) fail to stimulate private consumption if the reduction in current tax burden is just offset by the future tax burden (implied by bonds, which substitute for the current tax burden). This proposition is known as Ricardian equivalence. When consumers see an increase in deficits, they realize the necessity of future tax increases. To prepare for that, they increase saving by exactly the amount of the current tax reduction (i.e., the present discount value of future tax increase). Thus, the level of private consumption remains unchanged. It is central to Ricardian equivalence that the amount of current tax reduction for a consumer is exactly equal to the present discount value of the future tax burden. If the generation that benefits from the current tax reduction is different from the one that will pay taxes in the future, for example, the proposition may fail. Barro (1974) showed that even if two generations are involved, they can be connected through altruistic bequests to make the equivalence hold.

There is a vast literature identifying which assumptions are central to Ricardian equivalence and whether they are plausible. If some of the current generation suffer from liquidity constraints (i.e., saving is zero and consumers’ borrowing from future income is prohibited), then a substitution of taxes by debts will stimulate consumption because a better (utility-increasing) consumption pattern for those liquidity-constrained generations is achieved by increasing the current disposable income. In this case, the government essentially makes it possible for it to borrow against future income.

If taxes are distortionary (i.e., if there are different marginal rates for different kinds of income or consumption), the equivalence proposition will not hold. For example, if the current tax reduction is concentrated on marginal capital income, saving will be encouraged and consumption discouraged.10 It is widely believed that it is unlikely that the real world satisfies all the assumptions required for the equivalence proposition, but also that the proposition establishes a good benchmark from which the reasons for and the magnitude of deviations can be discussed.

Related to the concept of Ricardian equivalence are the debates that rage on the non-Keynesian effect of fiscal policy. In the traditional Keynesian view, a larger fiscal deficit leads to higher aggregate demand, and a smaller fiscal deficit (or balancing the budget) is contractionary. Empirical studies, such as Giavazzi and Pagano (1990) and Giavazzi, Jappelli, and Pagano (2000), found some cases where fiscal consolidation that reduced a budget deficit seems to have stimulated consumption. This is possible because smaller and more manageable budget deficits can lead households to believe that the government does not have to raise the taxes in the future very much. The reduction of expected future taxes increases the lifetime disposable income for households, and consumption increases as a result. The argument sounds similar to Ricardian equivalence, but the non-Keynesian effect can exist even when Ricardian equivalence does not hold. For example, when some people believe that the tax increase will not happen during their lifetime, Ricardian equivalence may not hold. So long as some people expect to live to see the tax increase, however, the non-Keynesian effect can be operative.

Has such a non-Keynesian effect been observed for Japan? There have been several empirical studies, which reached different conclusions. Kameda (2012) surveys recent studies to estimate such an effect in Japan. In general, studies that used data from the 1990s tend to fail to find a non-Keynesian effect. During the 1990s, fiscal expansion often led to economic recovery, and fiscal contraction in 1997 put the economy back into recession. Some studies that used the data from the 2000s found evidence for a non-Keynesian effect in Japan. In the 2000s under the Koizumi government, there were efforts to reduce the budget deficit, and the economy recovered. Whether the causality runs from fiscal consolidation to economic recovery or from economic recovery to increased tax revenue is still debated.



7.9.2 Methodology and Evidence

Let’s now make some casual observations on the relationship between deficits and private saving. From the empirical point of view, the experience in Japan from 1965 to 1990 and in the United States in the 1980s provides an interesting laboratory for the Ricardian equivalence proposition.

Japan’s deficits rose from almost zero in the mid-1960s to 5.5 percent of GNP in 1980, and then gradually declined to less than 2 percent in 1989. As the deficits increased from the mid-1970s to 1980, there was no distinct movement (above and beyond the trend) in private saving. This casts some doubts on the equivalence proposition.

In the United States, the deficit-to-GNP ratio increased from about 2.6 percent in 1981 to 6.3 percent in 1983. Although the ratio declined toward the end of the 1980s, it was still above 3 percent in 1988. During the first half of the 1980s, as government deficits rose and stayed at high percentages, private saving went down and the real interest rate reached a high level. If equivalence is to hold, private saving should increase as consumers see the necessity of future taxes. This suggests that Ricardian equivalence was probably not holding in this case.

When deficits rise with tax reductions, consumption remains unchanged under Ricardian equivalence; in the Keynesian framework, however, consumption increases. A popular approach to distinguishing these implications is to estimate an aggregate consumption function (i.e., consumption as a function of income) with a deficit term included. (Of course, the researcher must control for other factors, such as private wealth, the interest rate, and the level of government spending.) If a positive coefficient on deficits is obtained (not obtained), Ricardian equivalence is judged to be rejected (accepted).

Many studies, using US data, have investigated the relationship between deficits and consumption and that between deficits and real interest rates. Measurement problems prevent us from drawing definitive conclusions from these studies. Often, contradictory results have been obtained. Feldstein (1982) found evidence that contradicts the Ricardian equivalence proposition, while Kormendi (1983) found evidence favoring it. In summary, according to Bernheim (1987, 291), “A succession of studies have established the existence of a robust short-run relationship between deficits and aggregate consumption. While there are many potential explanations for this pattern, it is at least consistent with the traditional Keynesian view.”

A strategy used by Homma et al. (1987) is to estimate a consumption function with a tax variable and a government-expenditure variable. Suppose that consumption is a function of permanent income, which is defined as current wealth plus future income minus future tax liabilities. Future tax payments are inferred from past tax collections and government expenditures. If consumption is influenced by government expenditures but not by taxes, it is judged to be consistent with the equivalence proposition. From 1965 to 1975, Japan’s deficits were almost zero, so it is difficult to use deficits directly as an explanatory variable. Homma et al. estimate such a consumption function in quarterly data from 1965 to 1983 and obtain results consistent with the equivalence proposition. However, they also try other empirical methodologies using annual data and obtain results that are inconsistent with the proposition. Hence, the final conclusion of their study is much more cautious about the validity of Ricardian equivalence in the case of Japan.




7.10 The FILP and Postal Savings

The FILP is a government program that invests and lends funds collected through government-owned financial institutions (most important, postal savings). It is sometimes called the second budget because the FILP plan must be approved by the Diet every year. The government often stresses one difference between the FILP and the regular budget. In the general budget, the government typically just spends until nothing is left. In the FILP, the funds are either invested or loaned to often government-owned entities, with expected financial returns in the future.

Figure 7.13 shows a simple schematic illustration of the structure of FILP before April 2001, when it went through substantial reform. The most important source of funds for FILP was postal savings. There used to be more than 20,000 post offices all over Japan, which offered a wide range of deposit instruments. The household sector used to hold roughly a third of bank deposits in postal savings. Although the share of the postal savings (now at the Japan Post Bank) declined, it still constituted 18 percent of total bank deposits (deposits at Japan Post Bank + deposits at other banks) in 2018.
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Figure 7.13

Structure of FILP (before April 2001).

Source: Authors’ creation.



Before April 2001, most of the funds deposited in post offices were combined with the reserve funds for the national pension system and deposited into the Trust Fund Bureau in the MOF. Some of these funds were managed in the capital market directly by post offices starting in the 1980s. The funds at the Trust Fund Bureau were then distributed as capital and loans to government agencies.

The most important role of the FILP was to allow the government to finance large projects (such as infrastructure investment) without raising taxes at the same time. The government could have done the same thing by issuing long-term government debt, but the Public Finance Act prohibited the government from issuing bonds, and the government adhered to that rule until the mid-1960s. This left the FILP as a useful tool to finance public investment projects.

During the 1950s and early 1960s, the FILP funds were used primarily to finance the industrial infrastructure and development projects through the Japan Development Bank (JDB), the Electricity Development Corporation, and the national railway. After the 1970s, the priority shifted from industrial infrastructure to housing and other home-related objectives. Loans to Government Housing Loan Corporation (GHLC) remarkably increased and surpassed those of JDB. The increase in budget deficit in the mid-1970s added another role to the FILP: financing of the central government debt. As of March 1986, for example, 33 percent of total funds were invested in JGBs.

The structure of the FILP changed substantially after April 2001. Figure 7.14 illustrates the structure of the FIILP after this reform, which eliminated the compulsory depositing of postal savings and pension reserves into the Trust Fund Bureau. Thus, the postal savings and pension reserves were allowed to make their own investment decisions. The government institutions, which used to receive funds from the Trust Fund Bureau, were encouraged to raise their own funds by issuing FILP agency bonds. In this way, FILP reform was supposed to introduce market discipline to fund-raising by government institutions. When individual FILP agencies were expected to encounter trouble raising enough funds from the market, Fiscal Loan Funds in the government made loans to those institutions. The Fiscal Loan Funds raise funds by issuing government bonds. To encourage market discipline on the management of government institutions, FILP reform also expanded disclosure requirements for those institutions and required every institution to carry out policy cost analyses, which estimate the present discount value of future net government subsidies to the institution.

[image: ]
Figure 7.14

Structure of the new FILP.

Source: Authors’ creation.



Following FILP reform, the overall size of the program started to shrink. Figure 7.15 shows that the amount of the FILP funds outstanding declined dramatically, from over 400 trillion yen to less than 150 trillion yen, in the seventeen years from March 2001 to March 2018. The change occurred even faster when we look at the flows (figure 7.16). The gross addition to the FILP funds declined from more than 38 trillion yen in FY2000 to less than 15 trillion yen in FY2007, and it has been stable (around 15 trillion yen) since then.
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Figure 7.15

FILP outstanding: 2001–2009 (trillion yen). The amount of the FILP funds outstanding declined dramatically from over 400 trillion yen to a little more than 200 trillion yen in eight years from 2001 to 2009.

Source: Fiscal Investment and Loan Program, MOF, Japan.

Note: March of Year t means the Fiscal Year of t−1.



[image: ]
Figure 7.16

FILP plan (flow): 2001–2011 (trillion yen).

Source: Fiscal Investment and Loan Program, MOF, Japan.

Note: March of Year t means the Fiscal Year of t−1.



Almost twenty years have passed since the FILP reform, but the role of FILP agency bonds (issued by individual agencies) is still small, and the government agencies rely mostly on Fiscal Loan Funds (and hence government bonds) for financing. For example, in the FILP plan for FY2018, the amount of FILP agency bonds was 4.4 trillion yen, which compares to 10.9 trillion yen of Fiscal Loan Funds (MOF Financial Bureau, 2018, 60).11

Another goal of FILP reform was to allow postal savings to achieve better fund allocation by removing the compulsory redeposit requirement. Table 7.6 shows how the asset allocation of postal savings changed from March 2004 to September 2007 (right before the privatization discussed next). The amount of FILP deposits declined dramatically during this period. The proportion of FILP deposits in the total assets declined by 42 percentage points. At the same time, the amount of the government bonds (including FILP bonds) increased dramatically. The proportion of government bonds in the total assets increased by 42 percentage points. Overall, despite FILP reform, more than 80 percent of postal savings was still invested in government assets, including JGBs and FILP, in 2007.





	
Table 7.6





	
Uses of postal savings funds (billion yen)





	
Use


	
	
March 2004


	
	
March 2006


	
	
September 2007





	
JGB (including FILP bonds)


	
	
86.0 (37.8%)


	
	
124.3 (62.0%)


	
	
145.0 (80.1%)





	
Local government bonds


	
	
9.5 (4.2%)


	
	
8.7 (4.3%)


	
	
8.0 (4.4%)





	
FILP agency bonds


	
	
3.8 (1.7%)


	
	
5.1 (2.6%)


	
	
4.4 (2.4%)





	
Other securities


	
	
6.6 (2.8%)


	
	
5.9 (2.9%)


	
	
2.9 (1.7%)





	
Loans to local governments


	
	
2.0 (0.9%)


	
	
3.5 (1.7%)


	
	
3.7 (2.0%)





	
FILP deposits


	
	
112.7 (49.6%)


	
	
46.6 (23.2%)


	
	
14.0 (7.7%)





	
Other


	
	
6.7 (3.1%)


	
	
6.5 (3.2%)


	
	
3.1 (1.7%)





	
Total


	
	
227.4


	
	
200.6


	
	
181.1





	
Source: (Discontinued) disclosure publications (before October 2007): 2004, 2006, and 2007 Japan Post Holding.








On October 1, 2007, the Japan Post Bank was disbanded, and five new joint-stock companies that inherited the functions of the bank were created: (1) Japan Post Service Company, which inherited postal services; (2) Japan Post Network Company, which inherited the network of post offices and other physical assets; (3) the Japan Post Bank, which inherited postal savings; (4) Japan Post Insurance Company, which inherited postal insurance; and (5) Japan Post Holdings Company, which is the shareholding company that initially holds 100 percent of shares in the other four companies. Since the government held 100 percent of Japan Post Holdings Company, the supposed postal privatization did not privatize postal services in the usual sense of privatization. Rather, it was the start of a long process of privatization.

In 2012, Japan Post Service Company merged with Japan Post Network Company to create the Japan Post. The IPO of Japan Post Holdings, Japan Post Bank, and Japan Post Insurance Company finally took place in November 2015. In 2017, the government sold part of their holdings in Japan Post Holdings. Thus, the privatization of postal services finally began in 2015, but the government still holds the majority of Japan Post Holdings (57 percent, as of September 2018). Japan Post Holdings still holds most of Japan Post Bank and Japan Post Insurance Company (89 percent of each as of March 2019). The portfolio of Japan Post Bank has changed since its so-called privatization in 2007. At the end of FY2017 (March 2018), Japan Post Bank held 6.27 trillion yen of its total assets (13.92 trillion yen) in JGBs (Japan Post Bank, 2018, 62). Although it remains 48 percent of the total assets, the dependence on JGBs is much lower than that in table 7.6.



7.11 Local Public Finance and Decentralization

Japanese local governments traditionally depended heavily on the central government for financing. For example, table 7.7 shows the revenue of local governments broken down by sources of funds for FY2002. The first column shows the breakdown for prefectures, and the second column shows that for other municipalities such as cities, towns, and villages. For both categories, only one-third of local government revenues come from local taxes. The majority of the remainder is financed by local allocation tax transfers, state subsidies, and local bonds, which are mostly purchased through the FILP. As we saw earlier, the US Federal government provides about the same share of the budget as Japan to state and local governments. But, the total federal transfers to state and local governments represents 20 percent of the total state and local government revenues (United States Census Bureau [2018, Table 1]).


Table 7.7

Revenues of local governments before FILP reform (FY2002)

[image: ]

In the system of local allocation taxes, part of the national taxes collected by the central government are distributed to local governments. Allocation is determined to adjust imbalances in tax revenue among local governments, which means that poor governments are subsidized at the cost of rich governments. The central government does not specify the use of local allocation tax transfers, so local governments have full discretion. State subsidies are also called “national treasury disbursements.” The central government provides subsidies to local governments for specific projects (e.g., public works). Thus, unlike local allocation tax transfers, the use of funds is specified by the central government

In the 1990s, the central government started efforts to reduce the financial dependence of the local governments and give them more autonomy. The efforts culminated in the Comprehensive Decentralization Act of 2000. To implement the major parts of the act, the government announced “trinity reform” in June 2003, which consisted of three parts.

First, the state subsidies were supposed to be reduced over time. The central government also stopped specifying how some subsidies would be used, in order to give more discretion to local governments. Second, local allocation tax transfers were also supposed to be reduced over time. Third, the central government was supposed to transfer the tax bases over time so that local governments could achieve more financial independence. The reform targeted the reduction of state subsidies and local allocation tax transfers by 4 trillion yen per year between FY2003 and FY2006.

The reform succeeded in reducing local allocation tax transfers and state subsidies. Table 7.8 shows that the amounts of the transfers and subsidies to local governments changed after the reform. From FY2003 to FY2006, the state subsidies were reduced by 2.6 trillion yen and the local allocation tax by 2.0 trillion yen, well exceeding the target of 4.0 trillion yen.


Table 7.8

Effect of the trinity reform
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The reform, however, did not succeed in establishing the financial autonomy of the local governments. The increase in local tax revenues was far short of the reduction in transfers and subsidies from the central government. The issue of how to transfer tax bases from the central government to local governments has been very slow to resolve. So far, the discussion has been about the transfer of tax revenues, not taxation authority. As a result, the total local revenue declined by 3.5 trillion yen during the years of the trinity reform (FY2003 to FY2006).

During the decade after the trinity reform, local tax revenues finally increased for the prefectures. Table 7.9 shows the sources of local government revenues for FY2016. We can compare this to table 7.7 to assess the long-run success of the policies (including trinity reform) that aimed at enhancing the financial autonomy of local governments. The share of local tax revenue increased from 30.2 percent in 2002 to 39.3 percent in 2016 for prefectures. For municipalities, however, the share of local tax revenue declined slightly, from 34.4 percent to 32.7 percent. The dependence on state subsidies actually increased from 9.3 percent to 15.8 percent. Cities, towns, and villages in Japan seem to have become more dependent on the central government.


Table 7.9

Revenues of local governments after the reform (FY2016)        ¥ trillion (% of total)
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7.12 Debate over Consumption Tax

The rising government debt has always prompted fiscally conservative policymakers and economists to call for reduction of wasteful spending, regulatory reforms to stimulate economic growth, and tax rate hikes. As shown earlier, fiscal expenditures other than social security‒related spending (pensions and medical and long-term care) have been declining. Public works, a symbol of the past wasteful spending in Japan, has steadily declined. Indeed, the size of Japan’s central government budget relative to GDP is one of the lowest of the OECD countries.

If Japan relies only on expenditure cuts to restore fiscal sustainability, that would imply a deep cut in social security, which would be politically unpopular. If the economic growth rate can be raised without additional fiscal spending, that would be the least painful way to restore debt sustainability. However, it would require significant regulatory reform, which would be opposed by vested interest groups. Moreover, it would take at least several years to reap the fruits of such reform.

What about tax increases? Personal income tax rate hikes would concentrate the cost on young generations who are currently working, without cost to people who are already retired. A sizable income tax hike would also create a disincentive to work, hence hurting economic growth. Increasing the corporate tax rate may drive multinational corporations out of Japan and be counterproductive. Thus, many argue that the only option for Japan is to increase the consumption tax rate. The cost would be borne by all generations (including those already retired), proportional to their consumption. The proponents of a consumption tax hike also point out that the consumption tax rate in Japan is much lower than the VAT rate in many European countries. There is ample room for growth in the consumption tax rate, they argue.

During the global financial crisis of 2007–2009, Japan carried more debt to finance increased fiscal spending, as many other G20 countries did. New issues of government bonds for FY2009 increased by 50 percent from the previous fiscal year, to 50 trillion yen (equivalent of 10 percent of GDP).12 The discussion of how to restore fiscal balance started in 2010. In 2012, the agreement between the ruling party at the time, the DPJ, and one of the opposition parties, the LDP agreed to increase the consumption tax rate from 5 percent to 8 percent in April 2014, and from 8 percent to 10 percent in October 2015. The policymakers also decided to increase social security expenditures, although the amount of tax revenue increase from the consumption tax hike was estimated to exceed the addition to the expenditures.

The LDP, led by Shinzo Abe, won the general election of December 2013. The consumption tax rate was raised on April 1, 2014, as originally planned. The economy experienced a temporary boom in the first quarter of 2014, resulting from consumers’ shifting expenditures to a period just before the tax rate hike, but consumption fell and the economy shrank after the rate hike. Prior to the tax rate hike, economists were forecasting that consumption will come back up to the pretax hike level after three to six months. However, consumption and overall GDP stayed stagnant until the end of 2014. Prime Minister Abe and his advisers were so concerned about this development that the second hike was postponed until April 2017, as mentioned previously. Prime Minister Abe said that that tax hike would not be postponed again unless a big shock, equivalent to the failure of Lehman Brothers (which happened during the global financial crisis) or the Great East Japan Earthquake that occurred off the coast of Tohoku in March 2011, happened. The growth rate remained low in 2015 and early 2016, and the inflation rate was well below the BOJ target of 2 percent. In June 2016, Prime Minister Abe postponed the tax rate hike again, until October 2019. The prime minister emphasized the country’s weak economy, especially the near-zero inflation rate, when justifying his decision.



7.13 Summary

This chapter explains the basics and history of the Japanese fiscal situation and policy. Important taxes (on personal income, corporate income, and consumption), large government expenditure categories, and government debt dynamics are discussed. It is important to balance between fiscal stimulus when aggregate demand is weak and fiscal sustainability in the long run. The most salient feature of Japan’s fiscal situation is its runaway government debt. The gross debt-to-GDP ratio is above 240 percent and rising. This level of debt is unsustainable without substantial deficit cuts. Economic growth (raising the potential growth rate) would help, but under realistic high-growth scenarios, a consumption tax rate hike is necessary. How Japan can restore fiscal sustainability without a sudden, large hike in consumption tax or devastating cuts in public expenditures is an urgent policy question.



Appendix 7.A: Guide to Data

There are a few important notes necessary for understanding the Japanese budget and debt statistics. Most of them are based on the fiscal year (from April of Year T to March of Year T + 1). Hence, when it is compared to other economic variables, those should also be on a fiscal-year basis. The outstanding balance for a stock variable, such as government debt, is usually reported for the end of the fiscal year, which is March 31 of year T + 1.

Several sets of budget numbers are reported for each fiscal year. First, the initial budget (tousho yosan) is the budget at the beginning of the fiscal year, April of year T. Second, a supplementary budget, or revised budget, may be put together in the fall. In some fiscal years, the government creates more than one supplementary budget. These additional supplementary budgets are referred to as the second supplementary budget, the third supplementary budget, and so on. Finally, when the fiscal year ends and all the revenues and expenditures are executed, the final budget (kessan), or settlement budget, is reported. The settlement statistics usually becomes available many months after the end of the fiscal year.

A convenient source for Japanese budget statistics is the statistics page of the Budget Bureau, MOF (http://www.mof.go.jp/english/statistics/index.html). In particular, the data posted in June 2010 (http://www.mof.go.jp/english/budget/statistics/201006/index.html) includes much time-series information on the revenues and expenditures of the general account of the budget.

A convenient source for structure and statistics on national taxes in Japan is available as the National Tax Agency Report, published by the National Tax Agency (http://www.nta.go.jp/foreign_language/index.htm). Another one is the MOF’s Comprehensive Tax Handbook of 2010 (http://www.mof.go.jp/english/tax_policy/publication/taxes2010e/index.htm).

Several documents on the FILP are available at the following MOF site: http://www.mof.go.jp/english/filp/filp_report/index.html.

More detailed statistics related to public finance are available only in Japanese.



Appendix 7.B: Sustainability Calculation

This appendix reviews a simplified version of a sustainability calculation made by Broda and Weinstein (2005). We start with a basic intertemporal budget constraint for the government:

Bt − Bt−1 = Gt − Tt + iBt−1,

where Bt stands for the amount of government debt outstanding at the end of period t, Gt and Tt are the government expenditure (including transfers) and the tax revenues, respectively, during period t, and i is the interest rate, which is assumed to be constant. Dividing both sides of the equation by GDP for the period t, Yt, and rearranging it, we get


[image: ]

where bt, gt, and τt denote the government debt, the government expenditure, and the tax revenues, respectively, divided by GDP, and η is the growth rate of GDP, which is also assumed to be constant.

Rearranging the terms, we now can express the debt-to-GDP ratio as a function of the future debt-to-GDP ratio and the future primary surplus:

[image: ]

Solving the equation forward, we get

[image: ]

The current debt-to-GDP ratio must equal the present discount value of the future debt-to-GDP ratio and the series of future primary surpluses.

The sustainability requires b0 = bn. We can calculate the constant tax rate τ* that makes b0 = bn to be

[image: ]

Broda and Weinstein (2005) calculated this number for Japan under alternative scenarios. Looking at this formula, we see that the tax rate necessary to make the fiscal policy sustainable is high when (1) the initial debt-to-GDP ratio is high, (2) the levels of future government spending are high, (3) the interest rate is high, and (4) the growth rate is low.
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	1. Based on this type of reasoning, Green and Kotlikoff (2008) argue that the concepts of government debt (either gross or net) and deficit are useless in judging the government indebtedness.


	2. Some scholars and observers think that the fact many Japanese taxpayers do not have to file tax returns contributes to a low level of awareness and interest in taxation issues, as well as of how tax revenues are spent among salaried workers.


	3. Major European countries have introduced VATs at the national level. West Germany and France did this on January 1, 1968, and Britain followed suit on January 1, 1973. Thus, the share of indirect taxation reached 40–60 percent in these countries. Japan’s shift from a commodity tax on selected items to a kind of VAT (called the consumption tax) indicates that the Japanese tax structure is in a sense moving away from the US system and toward the European system.


	4. Some businesses had the totally opposite concern—that is, that they might not be able to pass on the 3 percent tax to their customers.


	5. In effect, the greater of half of the decedent’s property, regardless of size, and 160 million yen (in 2016) may be bequeathed to a spouse tax free.


	6. Since adopted children were counted as statutory heirs, Japanese millionaires sometimes adopted children just to reduce the tax liability, with the understanding that those children would not actually inherit their property. Eventually, the law was changed to limit the number of adopted children to two, when there are no biological children, or one when there is one or more biological children. See Barthold and Ito (1991), who described in detail that under the old system of unlimited adopted children for inheritance tax purposes, the rich had more children.


	7. Short-term government securities (seifu tanki shōken) with 60-day maturities existed to fill the seasonal gap. They are designed not to be carried over the fiscal-year deadline (March 31). In this chapter, these short-term securities are not considered because of their temporary nature.


	8. The example given here follows the one in Doi and Ihori (2009, 249).


	9. In contrast, Ito, Watanabe, and Yabu (2011) identify such a regime in a similar model for Japan when long time series (including the prewar period) is examined.


	10. Advocates of equivalence can rebut each of these points for different specifications of the economic model; however, we are not directly interested in these questions here. For a survey of the topic, see Bernheim (1987).


	11. Of the 4.4 trillion yen of the FILP Agency bonds, 1.8 trillion yen was in mortgage-backed bonds issued by the Japan Housing Finance Agency (FILP Report 2017, 61).


	12. The fiscal expansion was coordinated internationally through the London G20 Summit in April 2009. See Auerbach (2012) for a discussion of the revival of discretionary fiscal policy after the global financial crisis of 2008–2009.
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Saving, Demography, and Social Security



8.1 Introduction

Japan was once known for its very high rate of national saving, especially by the household sector. Since its peak in the early 1970s, however, Japan’s saving rate has come down substantially. This chapter examines why the saving rate was very high, why it has declined, and what these developments meant for the overall economy.

Studying saving is important for at least two reasons. First, household saving is an important source of funds for capital investment, especially for a country that restricted the inflow of funds from abroad through heavy capital controls, like Japan in the 1950s and 1960s. Investment is an important source of economic growth, as it increases the level of capital stock. Traditionally, the household sector had the savers and the corporate sector had the borrowers. Household saving was channeled to corporations through banks, which took deposits and lent to corporations, and (to a lesser extent) through the capital markets, where corporations issued bonds and equities.

Second, national saving—the sum of household saving, corporate saving, and government saving—is closely related to the current account balance, which may become a cause for concern if the balance continuously records surpluses or deficits. The high household saving rate and current account surpluses, which were hallmarks of Japanese macroeconomic strength in the 1970s and the 1980s, were two sides of the same coin.

To explain how the household saving rate changed over the past several decades, understanding the choice of households between consumption now and consumption later (which means saving now) is essential. Many people save during their working age and dissave during their retirement years. Based on this observation, economists developed the life-cycle model of household saving. The ratio between the working-age population and the retired is an important determinant of the aggregate household saving rate, according to this model.

The Japanese fertility rate has declined over time. Right after World War II, there was a baby boom. The total fertility rate (i.e., the number of children that each woman would give birth to) in 1947–1949 was above 4. It steadily declined to around 2 by the mid-1950s. The ratio of two babies per woman was maintained until the mid-1970s. Since then, the fertility rate has declined almost monotonically to 1.5 in the early 1990s, and it went as low as 1.26 in 2005. It recently recovered to above 1.4. Consequently, the number of newborns has been declining, with a brief increase during a period known as the echo baby boom (i.e., as baby boomers became parents). Another important trend was the lengthening of life expectancy. The average life expectancy (at the point of birth) rose from 70 years old for women and 65 for men (in 1960) to 75 years for women and 69 for men (in 1970) and, much later, to 86 years for women and 79 for men (in 2010). The combination of declining fertility rate and lengthening life expectancy created a declining ratio of the working-age population to the retired population. This implies a decline in the household savings rate.

Many people build up personal financial assets and own other, physical assets such as houses while they work so that they can liquidate those assets to pay for them to live after retirement. The asset accumulation motivated by the life-cycle concerns of households is altered significantly when the government introduces a public pension system. The public pension system is regarded by households as an alternative to personal saving. Thus, upon the introduction of the public pension system, household members may believe that building up personal assets for retirement has become less important. In this sense, a more generous public pension system will lower the household saving rate, other things being equal.

The public pension system in Japan was enhanced throughout the 1970s and 1980s. In 1973, which is dubbed “the first year of welfare state,” the public pension system was greatly enhanced. The benefits were raised by more than wage growth and inflation in the past. Moreover, the inflation adjustment was introduced so that the benefits would continue growing with inflation. The benefits were increased again in 1976, 1980, and 1985.

Currently, the Japanese pension system has two subsystems: the employees’ public pension system (Kosei Nenkin) and the basic pension system (Kiso Nenkin). The employees’ public pension system covers both corporate employees (about 36 million workers) and government employees (about 4.4 million workers). Government employees used to have a separate pension system for themselves (known as Kokka Komuin Kyosai), but it was merged into the employees’ public pension system in 2015. The basic pension system can by joined by any citizen who pays in the fixed amount of contributions to the system before age 60. Half of the basic pension benefit payout is currently subsidized by the national budget (out of general tax revenue).

The Japanese public pension is operated in principle as a PAYGO system (i.e., current contributions by the workers are paid to those who currently are retired). It is well known that this system can provide great benefits to all generations when both income growth and population growth are high. When Japan enhanced the pension system in 1973, the country’s economic growth and population growth were at their peak, with a high ratio of workers to retirees. Those advantageous conditions for the PAYGO system, however, were gone by 2000. Takayama (1998) is one of the first studies to raise the alarm about the changing macroeconomic factors that would threaten the generous pension system in Japan. Horioka, Suzuki, and Hatta (2007) also examine the nexus between saving and the pension system in the environment of the demographic change. To maintain the public pension system facing these economic and demographic challenges, the Japanese government introduced several reforms in the 2000s and 2010s that increased pension contributions and reduced benefits.

Although it is basically a PAYGO system, the Japanese pension system has a reserve fund, the GPIF. GPIF serves as a buffer in the PAYGO system to smooth out fluctuations, such as unexpected shortfalls in contributions. Not all contributions were paid out as benefits; some were diverted to GPIF. The size of the fund eventually grew into the largest public pension fund in the world. At the end of March 2019, the GPIF has assets worth 159 trillion yen (or approximately $1.6 trillion, at 100 yen/US dollar). The GPIF will be particularly useful in allowing the public to weather the difficult times of a demographic shift to a lower worker/retiree ratio, as well as lower wage growth.



8.2 Japan’s Saving Rate

In discussing a country’s aggregate saving rate, one can distinguish three levels. The first is personal saving by all households (also known as household saving), where saving is the amount of disposal income left over after consumption. The second level is private-sector saving, which adds corporate saving (i.e., saving done by corporations in the form of undistributed profits) to household saving. The third level is aggregated saving at the national (country) level, known as national saving, which adds government saving to private saving.

Personal saving includes households and private nonprofit institutions serving households, and corporate saving includes asset accumulation of nonfinancial institutions. The government saving is the surplus of tax and other revenues over expenditure among the general government. In figuring government saving, it is difficult to determine whether some government activities constitute consumption or saving/investment. For example, is the construction of a battleship consumption or investment? In practice, however, most government activities, including purchasing weapons and paying salaries to bureaucrats, are considered government consumption in national income accounting. Thus, government saving is roughly equal to the government surplus. If the government is running a deficit, the national saving tends to be lower than private saving. If the government is running a surplus, though, national saving tends to be higher than private saving.

Figure 8.1 shows Japan’s saving rates (namely, national, household, corporate, and government savings rates) from 1955 to 2017.1 The saving rate is calculated by dividing savings by national disposable income.
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Figure 8.1

Saving: household, (nonfinancial institution) corporate, and government.

Source: Cabinet Office, Government of Japan.



Figure 8.1 shows that Japan’s national saving rate rose rapidly during the rapid economic growth period and reached its peak, 31 percent, in the early 1970s. After the 1970s, however, the national saving rate started to decline and reached close to zero by the end of the 2000s. The trends in the personal saving rate pretty much mirror those of the national saving rate: it rose during the rapid economic growth period, fell gradually after the mid-1970s, and was almost zero at the end of the 2000s. This is not surprising because the personal saving constituted the largest part of the national saving. The peak of the personal saving rate, 20 percent, was reached in 1976, a little bit later than the peak of the national saving rate, as the corporate and government saving went into deficit in 1974.

The sharp decline of the national saving rate after the 1990s was also the result of increasing government deficits, which were discussed in chapter 7. The decline of the national saving rate to around zero after the global financial crisis (2008–2009) is almost entirely explained by the massive increase in government deficits. Finally, the corporate saving rate increased during the rapid economic growth period, contributing to the rise of the national saving rate. From the late 1970s to the early 1990s, the corporate saving rate was more or less stable, but it increased sharply in the late 1990s and early 2000s. This rise in the corporate saving rate dampened the effects of the falling personal saving rate and government saving rate on the national saving rate.

During the rapid economic growth period from the mid-1950s to mid-1970s, Japan had a higher saving rate than most of the advanced economies. As Japan’s saving rate declined, it converged to those of these other countries, and currently it is lower than many advanced economies. For example, figure 8.2 shows the net household saving rate (net saving divided by net disposable income) for each of the G7 countries for the period after 1994. We can see Japan’s saving rate has declined over time, and now it is among the lowest of the G7 countries.
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Figure 8.2

Household saving rate: G7.

Source: OECD National Accounts Statistics: National Accounts at a Glance, https://data.oecd.org/hha/household-savings.htm (last accessed on June 30, 2019).





8.3 Life-Cycle Model of Saving and Consumption

Household saving and consumption are two sides of the same coin. Once consumers decide how much to consume out of their disposable income (gross income minus income taxes), the remainder is the saving. Thus, an economic model of consumption is also an economic model of saving.

Many theoretical and empirical models of consumption/saving are variants of the life-cycle model. In this discussion, we present a basic life-cycle model of consumption and saving. The key assumption of the life-cycle model is that consumers smooth out their consumption over their lifetimes. Rather than consuming an enormous amount in one year and starving in another, people tend to maintain a similar consumption level over time. This is a reasonable assumption to make if the marginal utility of consumption decreases as the level of consumption rises. The assumption of consumption smoothing implies that reallocation of consumption from a high-consumption year (i.e., low marginal utility) to a low-consumption year (i.e., high marginal utility) increases the consumer’s utility. In other words, when their income level is high, consumers tend to save so that they can maintain their consumption level when their income falls. In low-income years (typically during retirement), the consumer tends to dissave (i.e., consume more than current income).

To illustrate how a life-cycle model can explain the saving rate for a national economy, let us study a simple example. Consider that a consumer has three stages of life: young (say age 25–44 years old); middle-aged (age 45–64 years old); and elderly (65–84 years old). We consider a three-period decision-making problem for the consumer. Assume that a consumer who belongs to Generation t earns Y(t, 1) when young; Y(t, 2) when middle-aged; and Y(t, 3) when elderly. Assuming that both the interest rate and the inflation rate are 0, the lifetime income of a consumer in Generation t is

Y(t, 1) + Y(t, 2) + Y(t, 3).

Assume that the consumer does not receive any bequest from parents and does not leave any bequest to children. Then, consumption smoothing implies that the consumer consumes the same amount each period.2 In notation, the optimal behavior implies:

C(t, 1) = C(t, 2) = C(t, 3)

Let us denote the identical consumption amount as [image: ] Then each period, the consumption is one-third of the lifetime income of those who were born in period t.

[image: ]

Then, the consumer’s saving S in each period is defined as the difference between income and consumption:

[image: ]

To understand the model better, we can put some hypothetical numbers to the income that the consumer earns in each stage of life, and see what the model implies for her consumption and saving. (And just interpret those numbers in the unit of millions of yen or tens of thousands of dollars, and one period means 20 years, if you prefer to put the sense of reality to a model.) Assume that the consumer earns income of 150 in stages 1 and 2, and 0 in stage 3 (retirement). That is, Y(t, 1) = Y(t, 2) = 150, and Y(t, 3) = 0. Then the lifetime income is 300. Smoothed consumption is, as explained earlier, [image: ] Then, [image: ] for k = 1,2,3. At each stage, the consumer consumes exactly one-third of lifetime income. The saving differs, however, depending on stage. The saving is 50 for the young and the middle-aged, but becomes negative (i.e., dissaving) for the retired. The consumer dissaves 100. Thus, S(t, 1) = S(t, 2) = 50 and S(t, 3) = −100. The saving accumulates in the form of financial assets, which reaches 50 at the end of stage 1 and 100 at the end of stage 2. The financial assets of 100 are all spent in stage 3, for consumption. This numerical example of the life-cycle model is depicted graphically in panels A and B in figure 8.3 The numerical example is also summarized in table 8.1.
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Figure 8.3

Life-cycle model.



Table 8.1

Example of life-cycle saving
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The model describes how a consumer allocates consumption over his or her lifetime, which consists of three stages. It is straightforward to consider an economy inhabited by many life-cycle consumers and calculate aggregate saving. The aggregate saving rate in such an economy depends on the population ratio of the young and the middle-aged to the retired. This is because the young and middle-aged are savers and the retired are dissavers. The more the young and the middle-aged are in the population compared to the retired, the higher is the aggregate household saving rate. If the population is static (i.e., the same for every generation), the aggregate saving is zero, as the saving done by the young and the middle-aged is completely offset by the dissaving of the retired. Using the example in table 8.1, suppose that the young generation’s population is double the retired and the middle-aged 50 percent is more than the retired. Then the total gross saving is 175 and the retired dissaving is 100. Thus, the total net saving is 75. Similarly, if younger generations have higher wage levels than the retired, the net saving becomes positive, even if there is no population growth. See Appendix 8.C, “Overlapping Generations Model,” at the end of this chapter for more details.



8.4 Japanese Demographic Transition


8.4.1 The Population Pyramid

Now, let us review the demographic changes that Japan has gone through and is expected to experience in the near future. Figure 8.4 compares the population pyramid (a bar graph of the population by age bracket) of 1950 (left) to that of 2020 (right).3 The female population is measured from the center to the right, and the male population from the center to the left. The age brackets are lined up so that the youngest generation is at the bottom and the oldest generation is at the top. For a country with a growing population, the population pyramid shows a nice pyramidal shape, with a broad base.
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Figure 8.4

Population pyramids.

Source: Statistics Bureau, Ministry of Internal Affairs and Communications, Japan.

Note: The Census population. Unknown age population is included (after being prorated to each age population).



In 1950, Japan’s population pyramid showed such a shape. But fast forward to 2020, and we see a very different shape. It is no longer a pyramid, but more like a beer barrel. The largest concentration of the population is found at around 70–75 years old. It turned out that the bottom five years of the 1950 pyramid was a baby boom—a spike in the number of babies. Many baby boomers are already retired in Japan, and the bulge in population is now moving up toward later stages of life.

The children of the baby boomers are now roughly 45–50 years old. These second baby boomers create a bulge in the middle-aged in the population pyramid of 2020.4 We do not see a similar bulge in people who are 20–25 years old—children of the second baby boomers. This suggests that the births of the children of the second baby boomers were less synchronized than those of the first baby boomers. It was also the case that the decline in the fertility rate was so drastic that it more than offset the increase in the population due to the second baby boomers.5 Thus, the third baby boom did not happen in Japan.

The transition from a pyramid to a beer barrel has several important economic implications. In Japan (and many other developed countries), the elderly is supported by various fiscal transfers, including national pensions, national health care insurance, long-term-care benefits, and reliefs for low-income households. These transfer payments are supported by tax revenues collected mainly from the working younger generations. It is immediately clear that when the proportion of workers to the beneficiaries of these social welfare transfers falls, the burden per worker to support the elderly increases. Thus, what is important is not just the population growth, but also how the ratio of workers to retirees changes over time. The ratio of workers to retirees already has been falling and the burden on younger generations increasing in Japan.



8.4.2 The Population and Labor Force in Japan

The population of Japan has steadily increased in the post‒World War II era, until it hit its peak in 2010 at 128 million. Since then, the population has been declining. It is forecast to go below 100 million in 2053 (see figure 8.5).
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Figure 8.5

Projections of long-run total population (All) and working-age population (age 20–64).

Sources: National Institute of Population and Social Security Research; Statistics Bureau, Ministry of Internal Affairs and Communications, Japan.



The working-age population, which is defined for the population between 20 and 64 years old, peaked in 1998 with 79 million. (Some government statistics and other researchers sometimes use the age bracket of 20–59 as the working-age population. We think that the age bracket of 20–64 is more realistic.) The working-age population fell drastically in the 2010s as the baby boomers reached 65 years old. The working-age population declined by almost 1 million people per year between 2010 and 2015.

The working population, defined in this way, is not equal to the number of people who are actually working because many people work past the age of 65, and some people start working before they reach age 20. A more exact measure to use when we compare the number of workers to the number of retirees would be the number of employed or the size of the labor force (employed plus unemployed).6 Both the number of employed and the labor force rose steadily until 1997, but both have been stagnant since then. Since 2013, both the employment and the labor force have been increasing again, which mainly reflects the increased participation of women (which will be discussed in chapter 10).

As reviewed in the section entitled “Life-Cycle Model of Saving and Consumption,” earlier in this chapter, the key to understanding the behavior of the aggregate saving rate is looking at the ratio of the number of young people who work and save for their retirement to the number of elderly who do not work and dissave. The ratio of the young to the elderly in the life-cycle model can be measured empirically by the ratio of the working-age population to the population aged 65 and above, or by the ratio of the number of workers to the number of the retired. Although these two ratios are theoretically different, they are very similar empirically and move in the same direction, as figure 8.6 shows. Here, the retired are those who are aged 65 and above and do not have jobs. There is a slight upward deviation of the workers/retired ratio from the population ratio in the late 2010s, suggesting that the labor participation rate of women and those aged 65 and above is increasing.
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Figure 8.6

The young/elderly population ratio and the workers/retired ratio.

Source: Statistics Bureau, Ministry of Internal Affairs and Communications, Japan.

Notes: (1) The young/old population (POP) ratio is calculated as the ratio of the age 25–64 population to the age over-65 population, regardless of working conditions; (2) the worker/retired ratio is defined as the ratio between the number of workers (employed, regardless of age) to the retired (nonworking, age over-65 population).



A higher worker/retired ratio, or working population/elderly ratio, implies a higher aggregate saving rate. The worker/retired ratio exceeded 10 in 1950, but then it declined precipitously since the 1950s. The ratio went below 4.0 in 1998 and below 3.0 in 2006, and became close to 2.0 in 2017. Now the retired population has become about half the total number of workers. Going into the future, Japan will experience a situation that the population weight of workers/savers is less than the population weight of the retired/dissavers. This model would predict a negative aggregate saving rate when this happens.





8.5 Why Was the Japanese Saving Rate So High?

As shown in the section entitled “Japan’s Saving Rate,” earlier in this chapter, Japan’s saving rate was very high, especially in the 1960s and 1970s. This generated many studies that tried to explain why the saving rate was so high. Numerous explanations have been put forward, many of which were surveyed by Horioka (1990). Although Horioka (1990) went over more than forty potential explanations, we only look at several promising ones.


8.5.1 High Growth and Small Proportion of the Elderly

Many studies found that the high growth rate and small proportion of the elderly in Japan’s labor force as the key reasons for the high household saving rate during the 1950s and 1960s. As we saw previously, these are the implications of the simple life-cycle model and the overlapping generations model. In the overlapping generations model presented in an earlier section, we considered a case of population growth and another case of per-capita income growth separately. In reality, though, both happen at the same time. The Japanese economy experienced high economic growth and high population growth in the 1950s and 1960s. Both population and economic growth became lower than before in the 1970s and 1980s. A real change came in the 1990s to 2000s. The growth rate dropped even more, and the population, both total and working age, started to decline. These changes are quite relevant in explaining the household saving rate behavior.

Although a higher growth rate, beyond a certain threshold, can actually reduce the aggregate saving rate by encouraging the very young to borrow now and save later (when their income is usually higher), the result depends on the assumption of whether consumers know the future income growth rates, with a high degree of certainty by extrapolating the past, and whether a bank is willing to lend to the very young without any assets. If the growth is largely unexpected, then high growth rate is more likely to increase aggregate saving. If there is a constraint on borrowing for the very young, then the saving rate will be higher. In the 1950s and 1960s, continuation of high growth was often unexpected. Combined with small proportions of the elderly around that time, the unexpected high growth raised Japan’s saving rate. Thus, the life-cycle theory seems to explain this phenomenon. The fact that Japan’s saving rate fell as the population aged is also consistent with the life-cycle theory.



8.5.2 Underdeveloped Social Security System

A PAYGO social security system, as in Japan and the US, collects premiums from young workers and distribute benefits to the elderly. According to the life-cycle model, such a system of transfers from the young to the elderly reduces the aggregate saving rate by reducing the income of the young (so they cannot save) and increasing the income of the elderly (so they do not have to save when young). Moreover, since the timing of death is uncertain in the real world, an introduction of an actuarially fair social security (pension) system would decrease precautionary saving. We will confirm the impact of PAYGO social security system using numerical examples later in this chapter.

The social security system in the US was introduced in the 1930s, but Japan’s system was not well developed until the social security reform of 1973. The lack of a generous social security system may explain high saving rate in Japan. Feldstein (1974, 1980) drew attention to the effect of a public pension on aggregate saving. Although theoretically appealing, the explanation based on an underdeveloped social security system has not done well in many empirical studies. Japan’s social security system has expanded rapidly since 1973, but Kurosaka and Hamada (1984) found no significant negative relation between the ratio of social security benefits to national income and the personal saving rate. And Hayashi (1986, table 13) found no significant change in the saving rate of “retired old couples” in Japan after 1973. Moreover, in the prewar period, when virtually no social security was available, the saving rate was lower.



8.5.3 High Cost of Housing

The high cost of housing and other big-ticket items such as education and wedding ceremonies was another popular explanation for Japan’s high saving rate. Indeed, when Japanese households were asked why they save, many answered that they were saving to pay for these expensive items. For example, the annual Public Opinion Survey on Saving often found that many Japanese were saving to accumulate enough money to pay for houses and education and marriage for their children. However, the fact that purchasing housing is an important motive for saving at the individual level does not necessarily imply high saving on the aggregate level. This is because the saving done by those who are hoping to purchase houses (or pay for children’s education or marriage) are offset by dissaving done by those who were actually buying houses. As we saw in the previous illustration of the life-cycle theory in figure 8.3, the aggregate saving can be zero even if individuals are saving for retirement. For the same reason, without population growth or productivity growth, high housing prices do not imply a high aggregate saving rate.

To the extent that there are more savers than dissavers for housing purchases (or marriages), the high cost of housing (or weddings) can lead to high aggregate saving. One factor that made housing purchase more costly in Japan than in the US was the high ratio of required down payments to the value of the property to be purchased. Another factor is the tax deductibility of mortgage interest payments. In Japan, the deductible amount of interest payments is typically limited, but in the US, mortgage interest payments are usually fully deductible.

Hayashi, Ito, and Slemrod (1988) investigate the impact of down-payment constraints on the aggregate saving rate with a simulation model, in which the parameters were chosen to reproduce the timing of Japanese and US housing purchases and saving rates. They conclude that the difference makes Japan’s saving rate higher than that of the US, but the size of the impact is very small. They also evaluate in a simulation model the impacts of changes in tax laws regarding the exemption of interest income and the deductibility of interest payments. The model predicted that if the US were to adopt the system that was used in Japan prior to April 1, 1988, the US saving rate would have risen by only 1.5 percentage points. These results are not surprising because savings done for housing purchases is offset by dissaving by homebuyers. Unlike saving for retirement, which happens over a long time, the interval between saving and dissaving for a housing purchase (or a wedding, or education) is typically much shorter. Hence, at the aggregate level, net saving for those big-ticket items does not add up to very much.

More recently, a similar hypothesis has been advanced to explain high household saving rates in China. Wei and Zhang (2011) argues that the rising ratio of men to women in the marriage market, which was as high as 124:100 in the late 2000s, motivates young men (and their parents) to compete in accumulating wealth. For the same reason as stated before, the impact of saving for a wedding can be negligible at the aggregate level, however important it may be at the individual level. Somewhat surprisingly, Wei and Zhang (2011) find that as much as one-third of the increase of China’s saving rate in the 2000s can be attributed to the rising ratio of men to women. This may be because some men fail to find partners and never get to use their savings (but continue to hope…).



8.5.4 Intentional Bequests

Unlike the three explanations that we have studied so far, this one is very different from the standard life-cycle model, in which consumers save to pay for their own future consumption. The explanation involving bequest motives argues that people save to leave their money to their beloved children. People care about their children and give up their own consumption (save) so that their children can consume more in the future.7 This hypothesis is consistent with the lack of rapid reduction of wealth by the elderly in Japan, which Hayashi, Ando, and Ferris (1988) and Dekle (1990) found.

What determines the amount of saving for bequests, and how well does the explanation fit Japan’s saving rate? In an economy that is experiencing high productivity (but expects to see lower productivity in the future), it may make sense for the current generation to save large amounts to take advantage of their high productivity. The high amount of money saved, then, is bequeathed to the next generation, who reaps the benefits. This reasoning suggests that saving for bequests is high when the economy is growing rapidly. Thus, the explanation based on bequest motives can explain the high saving rate during Japan’s rapid economic growth period.

Which of these is the right explanation of the high saving rate in Japan? Is saving primarily determined by the life-cycle consideration or the bequest motive? Note that these explanations are not alternatives—more than one can be right. It may be safe to conclude that all the explanations are right, and each of them accounts for at least part of Japan’s saving.

Both the life-cycle model and the bequest motive also had the same directional prediction about what happens to Japan’s saving rate after the rapid economic growth period ended. The life-cycle model predicted that the saving rate to decline as a result of the aging population. A higher proportion of the elderly and retired implies a lower aggregate saving rate. The explanation based on the bequest motive also predicted the decline of the saving rate as the economic growth rate declined and Japan converged to more advanced economies. In addition, a smaller number of children would predict less aggregate bequests if the desired amount of a bequest were determined on a per-child basis. Indeed, Japan’s saving rate declined substantially during the 2000s, as we saw in figure 8.1.




8.6 International Comparison of Demographic Changes

During the rapid economic growth period, Japan was a demographically young nation. A summary measure of the age structure of a country’s population is the old age support ratio, which is defined as the ratio of the young and working population (usually 20–64 years old) to the elderly population (usually 65 years old or older). A high support ratio means the country has relatively more young people to support the elderly. Figure 8.7 shows the old age support ratios for the G7 countries from 1950 to 2012 and their projected values from 2013 to 2070. Before the mid-1980s, Japan had the highest support ratio among the G7 countries, but it quickly declined over time, and by the mid-2000s, Japan was demographically the oldest.
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Figure 8.7

Comparison of the elderly support ratio of the G7 countries.

Source: World Population Prospects 2017, UN, https://population.un.org/wpp/Download/Standard/Interpolated/ (last accessed, June 30, 2019).



The dramatic demographic shift has had serious impacts on the Japanese economy. First, as we saw in chapter 3, the growth of labor is an important source of economic growth. The aging population and the outright decline of the total population mean that the labor force is also shrinking, which works as a drag on Japan’s economic growth. Note that the growth rate of real GDP can be expressed as the sum of the growth rates of (1) total population, (2) participation rate, and (3) labor productivity, in the following way:
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Here rGDP is the real GDP, POP is the total population, and LF is the labor force.

Thus, a decline in the total population growth rate directly reduces the real growth rate. An aging population also reduces the growth rate of participation because elderly people are less likely to work than young people. A decline of the participation rate reduces the real growth rate. Unless the labor productivity increases fast enough to offset these headwinds, aging and a decline in population growth lead to lower economic growth.

Table 8.2 shows such a demographic decomposition of economic growth for Japan for the last several decades. We can see that the population growth and the increase in participation contributed substantially to Japan’s economic growth in 1955–1965 and 1965–1975, but their contributions have declined substantially after 1975. Since the productivity growth also declined at the same time, Japan’s economic growth plummeted.


Table 8.2

Growth decomposition in Japan in the past
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Indeed, one of the reasons for the decline in the participation rate is aging, or the change in the elderly ratio to the working-age population. Since the elderly tend not to work, the participation rate of total population declines as aging advances. The participation rate can be expressed as the weighted average of the participation rate for each age cohort:
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where the subscript i refers to a specific age cohort. Thus, if we assume the participation rate for each age cohort does not change, we can see the impacts of future aging on the future labor participation rate. Table 8.3 shows such calculations for 2010–2060. Along with the forecasted decline of the total population, continued aging has large negative impacts on the economic growth rate. Even if the productivity growth rate jumped to 2.0 percent (almost double the figure for the 1995–2005 period), the economic growth rate would continue to be below 1 percent.


Table 8.3

Growth decomposition in the future
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Second, the aging also changes the aggregate saving rate according to the life-cycle model. To the extent that life-cycle saving constitutes an important part of aggregate saving, the aggregate saving declines as the population ages and the economy has a larger number of elderly dissavers. As we saw earlier in this chapter, Japan’s saving rate, which was once one of the highest in the world, significantly declined over time, especially in the 2000s.

Finally, aging has serious implications for the financing of Japan’s public pension system, which has PAYGO components (the government collects social security contributions from the young and distributes the proceeds to the old concurrently). This is what we turn to in the next section.



8.7 The Pension System of Japan

The Japanese public pension system existed for a limited number of job categories (such as government employees, military jobs, and civilian sailors) before the war, but it was extended to cover general corporate employees during the war. The system was further expanded to cover all jobs (including the self-employed) with the National Pension Act of 1959, which was made substantially more generous over the years, especially after 1973, when the benefit levels were raised and indexed to inflation.

As noted earlier in this chapter, there used to be three types of public pension systems: the government employee pension (Kokka Komuin Kyosai Nenkin), employee pension (Kosei Nenkin), and basic pension (Kiso Nenkin). The government employee pension was merged with the employee pension in 2015.8 The employee pension is a defined benefit plan, and the level of contribution depends on the salary of each employee. Half the contribution is paid by the employee, and the other half is paid by the employer. The employee part of the contribution is usually deducted from employees’ paychecks every month. The contribution rate has been rising to compensate for the declining worker/retiree ratio.

The basic pension is open to everyone, including the self-employed, spouses of employees, and the unemployed. Thus, employees are covered by both employee and basic public pension systems, but the basic pension is the only public pension that the self-employed can have.

One peculiar aspect of the employee pension system is worth mentioning. The employee pension also covers the spouses of the participating employees, and a spouse does not have to pay any contribution, so long as her or his own income is under a certain limit (1.3 million yen per year, as of 2019). This has been an important disincentive for spouses (mostly wives who stay home) to earn more than this level of income.

These public pension plans comprise an unfunded system, in the sense that the pension benefits paid to a retired generation are not tied to the accumulation of contributions made by that generation when young. However, it is not a pure PAYGO system because the amount of contribution in a particular year can exceed the amount of benefit payouts. The difference is accumulated in a social security fund, the GPIF, as mentioned previously. Indeed, the amount of GPIF assets continued to increase even after the expansion in the early 1970s because the amount of contribution by the young consistently exceeded the benefit payments to the elderly until recently.

As Japan’s population aged and the economic growth declined, the social security system, which includes public pensions, universal medical care insurance, long-term-care insurance, and disability insurance, has become unsustainable as it is. The employee’s pension contribution rate for those who are working has been gradually increased, but it has reached the legislated maximum of 18.3 percent, as shown in figure 8.8. Hence, the lifetime pension benefits to lifetime contribution ratio have been consistently deteriorating for cohorts after cohorts. The later they were (and will be) born, the worse the ratio was (and will be). The problem has become serious as the Japanese economy stagnated starting in the 1990s. This made the basic pension clearly unsustainable and led to a drastic reform. The reform increased the proportion of the basic pension benefit financed by tax revenue (rather than social security contributions) from one-third to one-half of the total benefits after April 2009.
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Figure 8.8

Employee pension (Kosei Nenkin) contribution rate.

Source: Japan Pension Service.

Notes: (1) The month of implementation for each year varies from year to year. However, information on month is not shown here. (2) Until December 1993, the rate for female workers was lower than the rate for male workers. In this table, only the rate for male workers is shown for December 1993 and before. (3) Before March 2003, the contribution was calculated based on monthly salary only; after April 2003, the sum of monthly wage and bonuses is subject to calculating the contribution. (4) It is legislated that 18.3% is the maximum contribution rate. So, the 18.3% will continue indefinitely.



The view that the public pension system in Japan is unsustainable is widely shared among Japanese workers, especially the young. This has led many young people not to make contributions to the basic pension. Those who do not pay are not qualified to receive benefits when they get elderly, so it may relieve the financial pressure on the public pension system in the long run. In the short run, however, this exacerbates the financial problem of the public pension system and further jeopardizes sustainability.

Japan’s public pension system still has a substantial amount of reserves (159 trillion yen, as of March 2019), which are now managed by GPIF. The operation of the public pension system used to be handled by the Social Insurance Agency. Around the mid-2000s, several scandals involving the agency erupted. For example, contribution records of millions of participants are found to be inaccurate or entirely missing. Some Social Insurance Agency offices were also found to have given contribution waivers unjustifiably to some employers. The scandals grew too serious for the government to let the agency continue operation without serious restructuring. In the end, the Social Insurance Agency was abolished, and the operation of the public pension system was transferred to the newly created Japan Pension Service, and the accumulated fund was to be managed by the GPIF, which is solely dedicated to managing the portfolio.

The public pension system has had difficulties maintaining the same level of benefits and contributions since Japan’s demographic transition is working against the system. The younger generations will pay more contributions when working and receive less benefits than did the older generation. One or more of the following reform options have to be implemented to mitigate the intergenerational inequity and to avoid exhaustion of the GPIF assets: (1) reduce the benefits of the current retired and the soon-to-retire, (2) raise the contribution rates, (3) postpone the full-pension retirement age, (4) increase the injection from the general tax revenues, (5) increase returns on the GPIF portfolio and have it cash out to the pension system, and (6) increase the participation in the labor market in general.

Cutting the benefits to the elderly is an obvious option to restore the sustainability of the pension system, but it may be politically difficult to do this, as it amounts to reneging on the commitment made to these people decades ago. The government may want to justify this by pointing out that the reduction of benefits is just a long-overdue correction after fifteen years of falling cost of living resulted from deflation.

Another obvious option is to increase social security contributions by the young. However, the current contribution rate of 18.3 percent (half by the employer and half by the employee) is already considered heavy by the public, and current law stipulates that this is the maximum. Moreover, some may argue this is unfair because the current young generation is already worse off compared with earlier generations. This would also encourage more young workers to refuse to join the public pension system.

Yet another option is to delay the starting age for receiving pension benefits. This is already happening in Japan. In 2013, the minimum age that one becomes eligible to receive pension was raised from 60 years old to 61 years old. The minimum eligible age continues to increase gradually until it reaches 65 years old in 2025. However, raising the pension age to above 65 years old, which is happening in some European countries, seems politically difficult in Japan. To reduce the adverse impacts of the change on older workers, the labor law would also have to be changed so that employers must (1) push the mandatory retirement age above 65 years old, (2) abolish the mandatory retirement entirely, or (3) continue to employ workers who are willing to work past the mandatory retirement age. As the life expectancy has been lengthening, it makes economic sense for many to push back the retirement age to 70 years old, or even later.

Another option is to increase the tax revenue in general and to use part of that amount to subsidize the public pension system. A consumption tax increase has often been advocated as such a solution. The older generations also have to pay consumption taxes for as long as they are alive, so the burden to sustain the pension system is spread more widely than raising contributions. The consumption tax rate was raised from 5 percent to 8 percent on April 1, 2014. The rate was supposed to have increased again from 8 percent to 10 percent on October 1, 2015, but that has been postponed twice so far. It is currently scheduled to happen in October 2019.

Another possibility is to increase the return of the portfolio of GPIF, which amounts to approximately 160 trillion yen, by taking calculated risks in investment. The GPIF reforms in 2013–2015 allowed it to change its portfolio, which used to hold JGBs almost exclusively, to hold more domestic and foreign equities.9 This has pushed up the rate of return, although the volatility has also inevitably risen.

Increasing the number of people who work and contribute to the public pension system also helps the sustainability of the system indirectly. Many argue that encouraging women to stay in the labor force is an effective solution. As we will see in chapter 10, the age-participation profile for women in Japan shows a pronounced M-shape; that is, many women drop out of the labor force during their late 20s and 30s as they form families. Creating an environment to encourage women to continue to work would result in additional social security contributions. Moreover, a positive correlation is observed between the labor participation of women and the fertility rate, at least for advanced countries. A higher fertility rate would help by reducing the dependency ratio. Finally, welcoming more foreign workers would also lead to increased social security contributions.



Appendix 8.A: Guide to Data


Family Income and Expenditure Survey (FIES)

The Family Income and Expenditure Survey (FIES) (Kakei Chōsa) aims to provide comprehensive data on incomes and expenditures for all nonagricultural households of two or more members in Japan, as well as other related information. Households in the agriculture, forestry, and fishery industries used to be excluded, but they became part of the survey in 1999. About 9,000 households are randomly selected for the survey, out of about 26 million qualified households. (The sample size increased from 8,000 to 9,000 in 2002.)

Disposable income and consumption expenditures are measured monthly. Consumption expenditures are categorized into different purposes and items. Consumption is measured by volume, price, and expenditures. Statistics are tabulated by household characteristics (such as income and the age and occupation of household heads) and geographic areas (such as “All samples,” “All cities,” and “Large cities”). Since filling out details of expenditures is taxing on the time of sampled households, some researchers suspect a bias in positive respondents that undermines an unbiased sampling method.

Samplings carefully designed to have representations from small and medium-sized towns, as well as large cities. For those consumption-expenditure categories that have small samples, such as automobiles and other consumer durables, care should be taken when performing econometric analysis. The annual report becomes available around June every year. A monthly report is also available two to three months after the survey month.



National Survey of Family Income and Expenditure (NSFIE)

The National Survey of Family Income and Expenditure (NSFIE) (Zenkoku Shohi Jittai Shosa), carried out every five years, is the most comprehensive survey of consumer behavior. It differs from the FIES in its size and coverage of sampled households and its scope of questions. The NSFIE always included single-member households and agriculture, forestry, and fishery households, as well as other types of households. The size of the survey is now 56,400 households, of which 4,700 are single-person households. Households are categorized by the age and occupation of the head of household and by the type of household (a single person, a couple, a couple and a child, a parent and a child, etc.). The types of stores in which particular consumer items are purchased are tabulated as well. With respect to consumer durables, the survey asks the time of purchase of each good and whether it was bought as a replacement or as an addition.

The cost of comprehensiveness is that the survey has been conducted only every five years since 1959. Households are surveyed for their income, expenditures, consumer durables, and asset holdings and borrowings in September, October, and November of the survey year. (Single-person households are surveyed only in November.) Seasonal effects due to the sampling months should be noted. The NSFIE is the most comprehensive survey of households.



Comprehensive Survey of Living Conditions of the People on Health and Welfare

The Comprehensive Survey of Living Conditions of the People on Health and Welfare (Kokumin Seikatsu Kiso Chosa), begun in 1986, integrates four different surveys that had been conducted separately before then. The four old surveys were Kosei Gyosei Kiso Chosa; Kokumin Kenko Chosa; Kokumin Seikatsu Jittai Chosa; and Hoken Eisei Kiso Chosa. One big survey, covering about 290,000 households, is scheduled to be conducted every three years. Smaller-scale surveys are conducted during the other two years. The big survey asks questions in three categories: household composition, health conditions, and income and saving. Questions in the household-composition category include the age of the head of household, the ages and genders of other household members, and the types of pensions subscribed to or benefited from. Questions on health conditions include how sick a household member is, how often family members go to the hospital, and how long the members have been hospitalized. Income and saving (financial assets and housing conditions) questions are cross-tabulated along different household types, such as households with an elderly member (i.e., 65 or older).




Appendix 8.B: The Saving-Investment Identity

In introductory macroeconomics, we learn that saving equals (ex post) investment. This is true only in a closed economy with a balanced government budget. At the intermediate level, we learn the following income identity. With the usual notation of Y = aggregate income, C = consumption, I = investment, G = government expenditures, X = exports, M = imports, S = Saving, and T = Taxes, observe first the aggregate-income identity and the definition of consumption:

Y = C + I + G + X − M,
C = Y − T − S.

With these two equations, we can rewrite saving as

S = Y − C − T
   = I + G + X − M − T.

Hence,

S − I = (G − T) + (X − M). (A1)

Stated in words, equation (A1) reduces to

Saving − Investment = Government deficit + Trade surplus.

Another accounting relationship shows that the current-account surplus equals the capital outflow (less the foreign-reserve increase and bank headquarter-branch accounting, derived in chapter 6). Simply put,

Trade surplus = Capital outflow.

This equation gives us insight into the macroeconomic implications of saving. In a simple context, without foreign trade or government deficits, an increase in saving results in an increase in investment—that is, an increase in the capital stock (minus the replacement of depreciation of the current stock). The increase in the capital stock implies a higher rate of productivity growth for the economy. This reasoning is often used to promote the stimulation of saving as an economic policy target. (For example, see Summers 1985.) However, in a world where capital flows are liberalized, there is no reason to expect saving to be correlated with investment. Yet there is a high correlation between saving and investment. This is commonly known as the Feldstein-Horioka puzzle (Feldstein and Horioka, 1980.).

Equation A1 can be interpreted in a different way: Government deficits must be financed by a surplus of saving over investment and/or trade deficits.

In sum, other things being equal:


	A high saving rate is likely to sustain a high level of investment, which results in faster economic growth.

	A high saving rate will finance government deficits without causing a high real interest rate or the need to borrow from abroad. The increase in government deficits will leave a larger government debt to future generations.

	A high rate of saving will produce foreign lending (capital outflow). This will, in the long run, establish a country as a world lender.



In Japan, the saving rate has been consistently high. During the 1950s and 1960s, the first implication, higher investment, was realized. After the oil crisis of 1973–1974, investment plummeted and government deficits grew very rapidly. In the 1980s, with government deficits reduced and investment still lagging the pace of the 1960s, capital outflow soared. This last episode will be analyzed in detail in chapter 9. Japan has shown, at different times, how the three macroeconomic implications of high saving operate in reality.



Appendix 8.C: The Overlapping Generations Model

This appendix develops an overlapping generations model based on the model discussed in the section entitled “The Life-Cycle Model of Saving and Consumption,” and uses it to discuss implications of population growth/decline and income growth on the aggregate saving and PAYGO social security system.

Following that section, we consider an economy of consumers with three distinct stages of life. Then, in any year t, the economy has three generations (i.e., born at different times) of consumers at three different stages of life.10 Generation t − 2 is the elderly in time t, Generation t − 1 is the middle-aged, and Generation t is the young, just starting their careers. This type of model is called the overlapping generations model, and it is used very often in macroeconomic analysis.

Recall that we used the notation Y(g, s) to denote the income per person of Generation g at stage s (3 is elderly, 2 is middle-aged, and 1 is young). Summing up income, consumption, and saving across consumers in different generations in year t, we can derive aggregate income [Y(t)], aggregate consumption [C(t)], and aggregate saving [S(t)] in year t. Suppose that Generation t has POP(t) number of consumers. Then,
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We can use this model to see how population changes and income changes over time influence aggregate consumption and saving. In the rest of this appendix, we assume the elderly do not work and receive no income: Y(g, 3) = 0 for all g.


Constant Population and Constant Income

First, let us consider a static economy, in which the population stays the same from one generation to the next and the income pattern over the lifetime does not change from one generation to the next. We assume that the consumer earns 150 when young and middle-aged and 0 when elderly. Let us normalize the population size of each generation to be 1.

Then, the aggregate income for the economy is constant: 150 + 150 + 0 = 300. The aggregate consumption is 100 + 100 + 100 = 300 (recall the consumption smoothing discussed in the section entitled “The Life-Cycle Model of Saving and Consumption”). The saving is the difference between aggregate income and aggregate consumption, which is 0. This is illustrated in table 8.A.1.





	
Table 8.A.1





	
The overlapping generations model in a static economy





	
	
	
Year t





	
Generation t − 2


	
	
Elderly





	
Income [Y(t − 2, 3)]


	
	
0





	
Consumption [C(t − 2, 3)]


	
	
100





	
Saving [S(t − 2, 3)]


	
	
−100





	
Generation t − 1


	
	
Middle-aged





	
Income [Y(t − 1, 2)]


	
	
150





	
Consumption [C(t − 1, 2)]


	
	
100





	
Saving [S(t − 1, 2)]


	
	
50





	
Generation t


	
	
Young





	
Income [Y(t, 1)]


	
	
150





	
Consumption [C(t, 1)]


	
	
100





	
Saving [S(t, 1)]


	
	
50





	
Macroaggregation


	
	



	
Income (Y)


	
	
300





	
Consumption (C)


	
	
300





	
Saving (S)


	
	
0





	
Saving rate (S/Y)


	
	
0.0%





	
Note: Authors’ creation. Y(t) = Y(t − 2, 3)*POP(t − 2) + Y(t − 1,2)*POP(t − 1)+Y(t, 1)*POP(t), C(t) = C(t − 2, 3)*POP(t − 2) + C(t − 1,2)*POP(t − 1) + C(t, 1)*POP(t), S(t) = Y(t) − C(t).








This numerical example shows that when the earning patterns of all individuals of all generations are identical, and the population stays the same from one generation to the next generation, then the aggregate saving (and hence the saving rate) is 0. In this economy, there is no capital accumulation unless it comes from abroad. To have positive aggregate saving, we need either population growth (more young savers than elderly dissavers) or productivity growth (young savers have a higher lifetime income than elderly dissavers).




Increasing Population

Let us suppose that population increases from one generation to next. Hence, at any year t, there are more consumers in younger generations. Because the population of the generations in the stage of saving is greater than that of the generation of dissaving, the aggregate saving becomes positive.

Suppose that population doubles every generation. Then, in any year, for every elderly consumer, there are two middle-aged consumers and four young-consumers. If we normalize the population of the elderly to be 1 at time t, the populations of the middle-aged and the young are given by 2 and 4, respectively. Thus, the aggregate income at time t is given by

Y(t) = 0*1 + 150*2 + 150 *4 = 900.

Similarly, the aggregate consumption is

C(t) = 100*1 + 100*2 + 100*4 = 700.

Thus, the aggregate saving is S(t) = 900–700 = 200, and the aggregate saving rate is 2/9 (about 22 percent). This numerical example is shown in table 8.A.2.





	
Table 8.A.2





	
The overlapping generations model with population growth





	
Generation t − 2


	
	
Elderly





	
Income [Y(t − 2, 3)]


	
	
0





	
Consumption [C(t − 2, 3)]


	
	
100





	
Saving [S(t − 2, 3)]


	
	
−100





	
POP (t − 2)


	
	
1





	
Generation t − 1


	
	
Middle-aged





	
Income [Y(t − 1, 2)]


	
	
150





	
Consumption [C(t − 1, 2)]


	
	
100





	
Saving [S(t − 1, 2)]


	
	
50





	
POP (t − 1)


	
	
2





	
Generation t


	
	
Young





	
Income [Y(t, 1)]


	
	
150





	
Consumption [C(t, 1)]


	
	
100





	
Saving [S(t, 1)]


	
	
50





	
POP (t)


	
	
4





	
Macroaggregation


	
	



	
Income (Y)


	
	
900





	
Consumption (C)


	
	
700





	
Saving (S)


	
	
200





	
Saving rate (S/Y)


	
	
22.2%





	
Notes: Authors’ creation. Y(t) = Y(t − 2, 3)*POP(t − 2) + Y(t − 1,2)*POP(t − 1) + Y(t, 1)*POP(t), C(t) = C(t − 2, 3)*POP(t − 2) + C(t − 1,2)*POP(t − 1) + C(t, 1)*POP(t), S(t) = Y(t) − C(t).





	
POP = population.










Increasing Per-Capita Income

In the growing economies, including Japan in the 1960s, per-capita income grows fast, along with the size of the population. Per-capita income growth becomes possible when labor productivity rises. In an emerging economy, firms can invest in machines with more advanced technology and have workers learn how to use the better machines.

Let us consider the consequences of the per-capita income growth on individual consumption and saving in the life-cycle model, and the aggregate income and saving in the overlapping generations model. For simplicity, population growth is assumed to be zero. Assume that the income per capita doubles every period. Table 8.A.3 shows how each generation plans its lifetime consumption/saving pattern (following the life-cycle model) and how the plans of the three generations add up to in year t. Generation t − 2 is the elderly in year t, and all they do is to dissave (100). Although the income earned by the middle-aged this year is the same as by the young, their consumption is different because their lifetime income is smaller. The middle-aged save half of their income, 400, while the young spends all their income on consumption. The young count on a big income increase in the next year. The consumer just saves during the middle-aged years for retirement in this example.


Table 8.A.3

The overlapping generations model with income growth

[image: ]

The aggregate saving becomes positive in this example because the dissaving by the elderly is smaller than the saving by the middle-aged. The elderly had smaller lifetime income smaller than subsequent cohorts, who are contemporaneously middle-aged or the young, so that their consumption (and hence dissaving) is smaller than subsequent cohorts.

Thus, either population growth or per-capita income growth can generate positive aggregate saving. However, there is an important difference. In the case of the per-capita income growth rate, after a certain threshold, a higher growth rate may lower the aggregate saving rate. This is because high productivity growth has two conflicting effects on the aggregate saving rate. First, high income growth implies that young generations have higher incomes, so their saving tends to dominate the dissaving by the elderly. Second, high income growth also implies that the age-income profile for each consumer is steeper. This means that the young can postpone saving for retirement until the middle-aged stage (“I can save later when I have more income”) and reduces saving at the young stage. Indeed, in the example in table 8.A.3, the young do not save at all.



A PAYGO Social Security System with Population Growth

As discussed in chapter 7, Japan’s public pension system is essentially a PAYGO system, which collects pension contributions from young (working) generations and pays them out as benefits to elderly (retired) generations, which are living concurrently. In a growing economy, introducing a PAYGO pension system can improve the welfare of every generation. This is because each retired cohort can receive transfers from younger cohorts that are larger in numbers (population growth) and/or have higher income (productivity growth) than the retired cohort. Let us use the overlapping generations model with growing population to illustrate this point.

We again assume that the population doubles every generation. Let us introduce a PAYGO pension system in the following way. Suppose that the government imposes a 10 percent social security tax on workers’ income and give all these revenues to the contemporary elderly. Each consumer pays the social security tax (10 percent), while working as the young and the middle-aged. The tax paid is distributed to the older generations who have retired.

In our numerical example, each consumer pays 15 when young and middle-aged. When the consumer becomes elderly and retires, there are two middle-aged consumers and four young consumers for each elderly consumer. Thus, each elderly consumer receives 90 [15*(2 + 4)]. Over the lifetime, each consumer pays 30 (15*2) when she or he works and receives 90 after retirement. In net, the lifetime income goes up by 60. For the generation that is already elderly when the PAYGO pension system is introduced, it is even better because these people receive the benefit of 90 without paying anything into the system. Thus, every generation comes out ahead when the PAYGO system is introduced. The calculation is shown in table 8.A.4.



Table 8.A.4

The overlapping generations model with population growth and social security
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The PAYGO pension system reduces the aggregate saving rate. In the population-growing economy (i.e., doubling each generation), the aggregate saving rate changes from 22.2 percent without the PAYGO system to 6.7 percent with the PAYGO system.




A PAYGO Pension System with Population Decline

As explained previously, introducing a PAYGO pension system in a growth economy benefits all future generations by increasing their disposable lifetime income. The reason is that what you receive from younger generations in retirement is much more than what you paid when young because there are more young people than retirees. The support base for each retiree is expanding, so it is possible to increase the lifetime income of every generation in the future with the introduction of a PAYGO pension system.

But what if the population is declining? Then, what a retiree receives is less than what the retiree paid when young. The lifetime net income from the pension system becomes negative. Hence, introducing a PAYGO pension system in an economy with a declining population would benefit only the first generation, which receives the pension benefit without making any contributions.

The numerical example in table 8.A.5 explains this. The social security tax of 10 percent is imposed on every worker, and the proceeds are paid to the retiree in the same period. The retirement benefit that each generation receive is the sum of social security taxes collected from generations that are one generation younger and two generations younger. The social security tax is 15 (i.e., 10 percent of the gross income of 150) per worker. The cohort population is assumed to be declining by half in one generation, so the population of Generation 1990 (8) is half that of Generation 1970 (16); and the population of Generation 2010 (4) is half that of Generation 1990 (8).



Table 8.A.5

The overlapping generations model with declining population
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The amount of retirement benefits for Generation 1970 is the sum of the social security taxes paid by two younger generations: 15 * 12 (i.e., 8 + 4). Dividing this by the population, the retirement benefit per person for Generation 1970 is 15*(8 + 4)/16 = 11.25. This is much smaller than the retiree benefits of 90 that Generation 1970 would receive if the population doubled each generation (see table 8.A.4). More important, the amount is smaller than the total contributions per person that Generation 1970 pays into the system over the lifetime (30). Thus, in this example, every generation (other than the one that is already retired when the PAYGO system is introduced) is worse off.

A similar calculation can be done for an economy with declining per-capita income. Clearly, it does not make sense to introduce a PAYGO system in an economy that transfers income from a generation with smaller income (young) to a generation with larger income (elderly). In the light of these numerical examples, what has happened in Japan can be understood as the following:

The PAYGO social security system was introduced when both population and per-worker income were rising. In such an environment, a PAYGO system can make every generation better off. However, forty years later, the population started to decline and income growth stagnated. The older generation is enjoying the retirement benefits promised forty years ago, but the younger generations see that their benefits must be reduced in order for the PAYGO system to continue. This is the source of their discontent.
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	1. The saving rates in figure 8.1 are calculated by splicing the GDP statistics with different methods and benchmark years. See chapter 3 for the GDP statistics.


	2. Here we implicitly assume that the discount rate is the same as the interest rate, which is assumed to be zero in this example.


	3. One can get pictures of population pyramids for Japan for various years at the website of the National Institute of Population and Social Security Research (http://www.ipss.go.jp/site-ad/TopPageData/pyrea.html).


	4. The second baby boomer generation is sometimes called the echo generation.


	5. The total fertility rate declined from 1.57 in 1989 to 1.26 in 2005. It then recovered to 1.45 by 2015.


	6. See chapter 10 for the definitions of labor force, employed, and unemployed.


	7. Bernheim, Shleifer, and Summers (1985) put forward a hypothesis that the elderly use their wealth as a possible bequest strategically, to induce their children to care for them.


	8. See Takayama and Kitamura (2009) for description and analysis of the pension system, before government employee pension was merged with employee pension.


	9. The reform was recommended in the report by the Panel for Sophisticating the Management of Public/Quasi-public Funds, issued in November 2013. Accessed at https://www.cas.go.jp/jp/seisaku/koutekisikin_unyourisk/pdf/e_final_report.pdf.


	10. Strictly speaking, what is denoted by t here is not a calendar year, but rather a period in our three-period model. We could differentiate between year and period by specifying how many years are included in a period. So long as each period contains the same number of years, the following calculations do not change.











 


9

Industrial Structure



9.1 Introduction

Japan’s industrial structure was once a topic of endless discussion in the US popular and financial press. An obvious reason for this fascination is that the peculiar industrial structure was suspected to be the source of the country’s manufacturing prowess. Success in manufacturing sectors became a source of US-Japan trade conflict in the 1970s and 1980s, and the role of enterprise groups called keiretsu (which literally translates as “series” or “group”) was scrutinized by the US policymakers. The role of keiretsu became much less emphasized in the 1990s, as keiretsu banks became less important for industrial keiretsu members following the deregulation of the capital market, and as the banks themselves, which used to be at the center of keiretsu, merged with other keiretsu banks. Many keiretsu firms issued corporate bonds and repaid bank borrowings. Slower growth of the Japanese economy reduced corporate investment and demand for bank loans. Finally, mergers of keiretsu banks (including Sumitomo and Mitsui merger and Fuji, Dai-ichi Kangyo, and Industrial Bank of Japan merger) destroyed the exclusive relationship between a keiretsu firm and its keiretsu bank.

During the rapid economic growth period, three important differences existed between the United States and Japan in the organization of industries:


	Many Japanese firms belonged to a horizontal keiretsu. Keiretsu affiliation interlocked stock shares among industrial enterprises, banks, and other member financial institutions (cross-shareholding). The keiretsu arrangement also involved relations through loans from the financial institutions in a group. The core of an enterprise group was usually a bank. Unlike US banks, Japanese banks were allowed to own equity in other corporations. The shares of group-member firms owned by banks formed an important link in the cross-shareholding. In addition to holding shares, banks provided group-affiliated firms with loans, and sometimes with directors as well. Some firms also planned joint ventures within the group. Some critics argued that exclusive trading within a group presented a barrier that keeps nonaffiliated firms, especially foreign companies, from entering the market.

	In Japan, large corporations differed in various ways from small- and medium-sized corporations. In a large corporation, many workers stayed in the same corporation until they retired, climbing a seniority promotion ladder. Large corporations rarely hired employees in midcareer. Small manufacturing enterprises typically supplied parts to large corporations. They hired more temporary and seasonal workers at relatively low wages. Many small firms in the service sector, including retail shops, were operated by families. The division of enterprises into “large” and “small- and medium-sized” ones, called the dual structure, was a subject of intensive inquiry.1 The popular characterizations of Japan’s industrial organization and labor markets often applied only to large corporations.

	The relationship between business and government in Japan looked very different from that in the United States. The conventional wisdom emphasized a cooperative relationship between the government and big business: Government and business jointly chose target (known as sunrise) industries; they then protected these industries with high tariffs and import quotas and nurtured them with preferential loans and other resources. The Ministry of International Trade and Industry (MITI) also arranged depression cartels for industries experiencing declines in demand and tried to coordinate the orderly exit of firms from structurally declining (sunset) industries.





9.2 From Zaibatsu to Keiretsu: The Postwar Transformation

The three major policies imposed by the occupation forces were directed as creating a competitive environment for the Japanese industries. The measures included dissolving the Zaibatsu, breaking up large (monopoly) companies, and establishing an antimonopoly law.

In prewar Japan, there were four many Zaibatsu groups, involved in such key industries as steel, international trading, and banking. The Big Four (Mitsubishi, Mitsui, Sumitomo, and Yasuda) controlled about one-fourth of the paid-in corporate capital at the end of the war. The occupation force identified them as monopolies that had aided the government in executing the war and targeted them for extinction. Implemented in November 1945, the Zaibatsu Dissolution was a plan to sell to the public the shares that the zaibatsu holding companies owned (167 million of the 443 million shares of domestic firms in Japan at the time). In addition, the dissolution purged 2,210 officers from 632 Zaibatsu corporations and some 2,500 high-ranking officers and large stockholders from other large companies for their wartime activities. (See Nakamura 1981, 24, and Patrick and Rosovsky 1975, 465, for more information.)


Box 9.1

The Two Kinds of Keiretsu


There are two kinds of keiretsu: horizontal keiretsu and vertical keiretsu.

Horizontal keiretsu is a grouping of firms in different industries through cross-holding of stocks and lending from a group bank. The largest six groups of this kind were a focus of most studies. But other banks developed their own keiretsu groups.

Vertical keiretsu refers to a vertical network of connected firms. We can identify three types of vertical keiretsu (Gerlach, 1992). Production keiretsu is a set of parts suppliers that are organized by a prime manufacturer. For instance, large auto companies, such as Toyota, Honda, and Nissan, organized production keiretsu, and the prime manufacturers cooperated closely with their keiretsu suppliers in designing a production process. Distribution keiretsu is a group of distributors of products of a prime manufacturer. Many large electronics companies, such as Matsushita (later Panasonic), Hitachi, and Toshiba, organized their distributors as keiretsu. Finally, capital keiretsu is series of companies that are tied to a main company through ownership. For example, Tokyu, which was primarily a railroad company, provided capital to group companies in diverse industries, such as retail, real estate, and tourism.





In December 1947, the Allied powers enacted the Elimination of Excessive Concentration of Economic Power Law, the goal of which was to break up large companies. Originally, the Allies targeted 325 large companies. In 1948, however, the policy was changed from one of democratizing the Japanese economy to one of helping Japan to become a strong ally. Only eighteen companies were broken up in the end.

To ensure a competitive market, the Allied forces created the Anti-Monopoly Act of April 1947. This law, which mirrored the antitrust laws of the United States, prohibited holding companies, a monopoly in any market, cartels, and other collusive activities. The law, however, was substantially weakened when it was amended in 1949, 1953, and 1977, and enforcement by the government was often lax.



Box 9.2

Definition and Origin of Zaibatsu


The prewar Zaibatsu was a family-controlled collection of large companies in diverse industries. By the end of World War II, Zaibatsu came to organize the group companies under a holding company typically called honsha (meaning headquarters). The founding family of each zaibatsu owned honsha, which owned and controlled group companies in various industries.

The origins and histories of Zaibatsu vary from one to another, but usually a successful business family expanded and diversified their businesses, often with close ties to the government, after the Meiji modernization. Mitsui and Sumitomo have the longest history, as their origins went back to the seventeenth century. Mitsui’s origin was the Echigoya Kimono Company, established in 1673 by Takatoshi Mitsui. Ten years later, the Mitsui money exchange was established. In 1928, the kimono company later grew and transformed into the Mitsukoshi Department Store, which remains one of the prestigious ones in Japan.

The Sumitomo family had started copper mining and smelting around 1600, and grew quickly in the early seventeenth century to include copper-manufacturing and money-changing businesses (established in 1662). Money changers in the Edo era engaged in profitable business exchanging between gold (oval-shaped coin), silver (bar and by weight), and copper (coin with a hole in the middle and by weight), for fee, and lending, at high interest rates, to the Daimyō and Tokugawa Shōgun. Mitsubishi started only in the Meiji period and grew rapidly in shipping and financial transactions in the late nineteenth century. Koyata Iwasaki, commonly regarded as the starter of the Zaibatsu, made large profits from exchanging from old Edo notes to new Meiji notes, as well as military equipment sales after the Seinan War.







9.3 Enterprise Groups: From the 1950s to the 1980s


9.3.1 The Big Six

A postwar enterprise (Keiretsu) group was a collection of firms in various industries that held shares in one another, borrowed from the financial institutions in the group, and behaved strategically as a group. Each group contained a major bank, which provided consulting resources as well as money. Banks were allowed to own equities, so a bank was able to act both as a lender and a shareholder, although the ratio of equity holdings to lending was legally required to be small. There is a limit on the portion of the total number of shares issued by one company that a bank may acquire. When the Anti-Monopoly Act was first introduced (1947), the limit was set at 5 percent. When the act was revised in 1953 following Japan’s independence, the limit was raised to 10 percent. The revision of the Anti-Monopoly Act in 1977 lowered the limit again and ordered all financial institutions to reduce their shareholdings to below 5 percent by December 1987.

Until the 1990s, there were six large enterprise groups: Mitsui, Mitsubishi, Sumitomo, Fuyo, Sanwa, and Ichikan. (Ichikan is an abbreviation of Daiichi and Kangyo, each being a name of a major bank, which merged in 1971 to create the Dai-ichi Kangyo Bank. The enterprise groups led by the two original banks also merged to create the Ichikan group.) The first three were regrouping of former Zaibatsu firms and were known for having strong and close relationships among the member-firms. Companies from several former Zaibatsu (Yasuda, Asano, Nissan, and Nezu) joined with several new companies to establish the Fuyo group after the war, with the Fuji Bank (the former Yasuda Bank) leading the group. The Sanwa and Ichikan groups were also formed around major banks after the war. The Fuyo, Sanwa, and Ichikan groups were sometimes called the bank-led groups, and were distinguished from the three ex-Zaibatsu groups.

Participation in a group’s Presidents’ Club defines the core membership of the group. For example, the Mitsubishi group’s Friday Club, started in the mid-1950s, had twenty-nine companies as core members in 1987. The Sumitomo group was the first to recast itself in a new form of enterprise group after the breakup of the Zaibatsu in 1946. Its Presidents’ Club started meeting in April 1951. Mitsui’s Presidents’ Club did not start until 1961, although the Monday Club, a gathering of its executives (not limited to presidents), goes back to 1950. We see that each group almost always has one, and only one, core company in every major industry.

The Presidents’ Club meetings are said to be quite informal lunch meetings. Although the meetings may help better communication among group members, they are usually far from a decision-making meeting that coordinates the group firms’ strategies. The exceptions are the issues relevant to all the member-firms, such as the use of a brand name and logo. For example, if a foreign company acquired by a member company wishes to use the Mitsubishi name, the discussion takes place in a Friday Club meeting, and then a decision is made.

The strength of ties among firms in a group is often measured by the average ratio of shares owned by other group firms (the cross-shareholding ratio) and by the average ratio of loans received from banks and insurance companies within the group (the intragroup loan ratio). Table 9.1 gives these ratios, along with the total number of employees, the total assets, and the sales of each group.


Table 9.1

Cross-shareholding and group borrowing of six groups

[image: ]

Table 9.1 shows that the three ex-Zaibatsu groups, known for their close relationships, have higher ratios of cross-shareholdings and intragroup loans than the other three groups. The Mitsubishi and Sumitomo groups in particular were known for their group orientation. Mitsubishi has the highest ratio of interlocking shares—about a quarter of the total shares of the average Mitsubishi firm were owned by other Mitsubishi firms. The Sumitomo group had the highest intragroup loan ratio and was a close second in the cross-shareholding ranking. The Mitsui group was the weakest in its group orientation among the three ex-Zaibatsu groups.

The fraction of each company owned by another company in the Mitsubishi group is shown in matrix form in table 9.2. For example, the table shows that in 1987, Tokio Marine and Fire owned 4.53 percent of the Mitsubishi Bank, and the Mitsubishi Bank owned 4.90 percent of Tokio Marine and Fire. Financial companies, such as city banks, trust banks, and insurance companies, were major owners of other corporations in the group.



Table 9.2

Mitsubishi Group interlocking shares
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Table 9.3 shows how much Mitsubishi-group companies borrowed from their group’s financial institutions. Many of the manufacturing firms in this group received anywhere from one-quarter to one-half of their total borrowing from the group financial institutions. From this table, it is easy to see that the extents of cross-shareholding and intragroup loans are highly correlated.



Table 9.3

Intragroup loans in Mitsubishi group, 1987 and 1999
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The ties among members of the three bank-led groups are looser. The cross-shareholding and intragroup loan ratios for these groups were considerably less than those of the Mitsubishi and Sumitomo groups. In addition, some companies maintained double or even triple memberships in Presidents’ Clubs. Hitachi belonged to all three bank-led groups—Fuyo, Sanwa, and Ichikan. Three companies—Kobe Steel, Nippon Express in the transportation industry, and Nissho-Iwai in the general trading company industry—belonged to both the Sanwa and Ichikan groups in 1984.

The member companies of the Mitsubishi, Mitsui, and Sumitomo groups, at the end of the 1980s, represented a cross-section of the Japanese economy, as table 9.4 illustrate. Table 9.4 shows the membership for Presidents’ Clubs for three major corporate groups at the end of the 1980s until 2017. In principle, each group tried to maintain one, and only one, company in any major industry (known as the one set principle). The group tried to span all industries (presumably to compete effectively with other groups), and yet not have two companies in the same industry (to avoid intragroup competition). The table also shows the change, or lack thereof, in membership of the core group companies, from 1987, to 1999, to 2017. The group companies stay more or less the same.



Table 9.4

Keiretsu group companies in Presidents’ Council by industry
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Table 9.5 shows how much weight the Big Six had in the Japanese economy at the end of the 1980s. Combined, the Big Six accounted for about 5 percent of the labor force and about 16 percent of sales and profits. Thus, a typical worker in the Big Six was roughly three times as productive as a non‒Big Six worker. The Big Six held about a quarter of the outstanding shares of the 1,820 firms listed on the Tokyo and Osaka stock exchanges (table 9.6). Moreover, 38.1 percent of the money lent to these companies came from the financial institutions of the Big Six. In addition, of the 8,431 board members of listed firms who came from outside the current firms as many as 45 percent were sent by Big Six group corporations (mostly by their financial institutions). Therefore, the six corporate groups collectively had a significant weight among the Japanese big businesses.



Table 9.5

Weights of the Big Six in the Japanese economy
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Table 9.6

Influence of the Big Six on listed companies
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9.3.2 Other Enterprise Groups and the Main Bank System

Many smaller or different types of enterprise groups than the Big Six existed. Some of them are still active today. Some of them were vertical keiretsu. Sometimes, the core of a large vertical keiretsu is a large corporation that is a member of a Big Six horizontal keiretsu, described in Table 9.1. For example, Toyota, a Mitsui group member, was the core of its own production keiretsu. Panasonic used to organize a distribution keiretsu of retailers that sell its products all over Japan. Sumitomo Shoji, a general trading company in the Sumitomo group, had its own capital keiretsu. Some companies outside the Big Six also formed vertical keiretsu. For example, Sony had a capital keiretsu that consisted of eighty-seven subsidiaries and affiliated companies. Each of the Big Six had a group bank and other group financial institutions as its core. The member companies heavily depended on borrowing from the group banks, and board members of many group firms included former employees of the banks. The group banks were also among the largest shareholders of the group companies.

Such close ties between banks and firms were the hallmark of a horizontal keiretsu, but similar relationships were often observed between a major bank and its large corporate clients. The bank, called the main bank, was usually the largest lender, one of the largest shareholders, and sometimes it placed its former employees on the board of a firm. This relationship between a large firm and its main bank is called the main bank system, which was explored in more detail in chapter 5.

A main bank was most often a major commercial bank, but the long-term credit banks, such as the Industrial Bank of Japan (IBJ) and the LTCB, also served as the main banks for many corporations. The IBJ and the LTCB were allowed to issue bank debentures (like corporate bonds) with maturities up to five years, so that they could finance long-term loans easier than could commercial banks, which depended heavily on deposits with much shorter maturities.



9.3.3 The Role of the General Trading Companies

A general trading company (Sogo Shosha) is a uniquely Japanese kind of company that traditionally specialized in exporting and importing. The top nine general trading companies in Japan handled 47 percent of exports, 65 percent of imports, and 18 percent of domestic wholesale sales, with combined sales of 84 trillion yen ($420 billion) in 1983. Half their sales were exports and imports, but the share of third-country trades increased from 5 percent of total sales in 1970 to 16 percent in 1983, owing to a rise in direct exporting and importing by large Japanese corporations.

General trading companies trade in a wide range of goods—everything from instant ramen (cup noodles) to missiles, as a well-known expression about what Sogo Shosha deals with during the second half of the 1980s has it. When they serve as intermediaries for foreign trade, they often provide the credits and short-term loans associated with the export-import business.

These companies have worldwide networks of branches and stations through which they gather information relevant to the export-import trade. Each of the ex-Zaibatsu enterprise groups includes a large general trading company: Mitsui & Co., Mitsubishi Corp., and Sumitomo Corp. In the Zaibatsu days, the general trading company played the central role in the group, and this legacy remains. As will be explained later in this chapter, the role of general trading companies went through big changes in the 1990s, including some near-bankruptcies and mergers. However, the big three trading companies, Mitsubishi, Mitsui, and Sumitomo, have maintained their independent status into the twenty-first century, despite mergers across the group boundaries in other industries (including banking).



9.3.4 A Comparison of the Zaibatsu and the Postwar Enterprise Group

The postwar enterprise groups resembled the prewar Zaibatsu, in that a group consists of firms in different industries. A typical mix included commercial banking, trust banking, insurance, mining, petrochemicals, steel, trading, heavy industry, optical, electric, gas, and chemicals.

An important difference was in the governance of group firms. In a prewar Zaibatsu, the main holding company (honsha) was the controlling shareholder for other group firms, and it influenced the managerial decision of the group member-firms. A postwar enterprise group had no main holding company that dictated the actions of each member of the group. The companies in postwar enterprise groups were independent decision-making units that cooperated with other firms in their group on some occasions. Sometimes competing interests emerged and caused conflicts within a group.



9.3.5 A History of Cross-Shareholding in Japan

A prewar zaibatsu was typically organized in a classical pyramidal structure. A zaibatsu family owned the controlling shares in the main holding company, which in turn held controlling shares in the other member-companies in various industries. After World War II, the zaibatsu were dissolved and the main companies liquidated. The stocks that the main companies held were auctioned off to the public, and the zaibatsu families were prohibited from participating in the auctions. Thus, the shares in former zaibatsu companies, which used to be concentrated in the main companies, were quickly dispersed to many investors, including the employees of these companies.

As Yafeh (1995) showed, however, the dispersed ownership of zaibatsu companies did not last long. Small investors soon started selling the shares, and the shares started to concentrate in the hands of the former zaibatsu companies that had the financial capacity to absorb those, especially banks.

The cross-shareholding intensified in the 1960s, according to Itoh, Misumi, and Ichimura (1990). In the process of joining the OECD, Japan was required to open its capital markets to the rest of the world. Many Japanese companies feared becoming targets of hostile takeovers by foreign capital and tried to defend themselves. The government helped them by passing an amendment to Article 280 of the Commerce Law. The new provision allowed two companies to issue additional shares and assign them directly to each other, thereby diluting the present shares without obtaining formal approval from the current stockholders. Since more shares end up being held by group-member firms, the action made it much more difficult for foreign companies to gain control over Japanese firms. The ex-Zaibatsu companies significantly increased their cross-holdings from the mid-1960s to the 1970s, as table 9.7 shows.


Table 9.7

Cross-holding ratios, 1962–1974
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Many observers pointed out other benefits of cross-shareholding, in addition to its role in takeover defense. For example, cross-shareholding may act as a disciplining device in a cooperative long-term relationship between corporations. By holding shares in each other, an assembler and its parts supplier can mitigate the so-called hold-up problem. A hold-up problem arises, for example, when a supplier needs to invest in capital equipment that is useful only for the production for one buyer. Since this buyer company may be tempted to renegotiate for a more advantageous term by threatening not to buy from the supplier after the supplier has already invested in the equipment, the supplier may be reluctant to make the investment at all. If the buyer holds the shares of the supplier so that both companies would lose from the opportunistic behavior of the buyer, the hold-up problem is mitigated. Also, as we saw in chapter 5, the main bank’s shareholdings in its customers is an important part of the main bank system; it gives an additional incentive for the main bank to help firms in financial distress because the bank, as a large shareholder, also benefits from the recovery. These may be the reasons why cross-shareholding continued to be the norm, even when there was not an imminent threat of hostile takeovers.

Although the extent of cross-shareholding started to decline gradually after the 1980s, the corporations’ attention to cross-shareholding rose every time there were conceivable threats of hostile takeovers by foreign investors. For example, T. Boone Pickens obtained his holdings of shares in Koito (a parts supplier in the Toyota keiretsu) and caused a conflict over his unsuccessful request for representation on Koito’s board. Shuwa, a real estate company, bought a large block of shares in Inageya and Chujitsuya, two large retail store chains. More recently, following the increased cross-border mergers and acquisitions activities in the 2000s, many corporations are reported to increase cross-shareholdings again.




9.4 Economic Consequences of Horizontal Keiretsu

There has been a long series of empirical studies that examine the economic implications of horizontal keiretsu. The early studies started with a premise that keiretsu companies may jointly maximize their profits. A group of firms can do all the things that they can do independently (and more) by collaborating with each other. For example, by sharing technological information, or by coordinating activities in various industries for a project (such as a housing development project that involves a railroad company, a bank, a construction firm, a real estate developer, a large retailer, and so on), a horizontal keiretsu may achieve higher profits than uncoordinated firms can do. Based on this logic, early studies compared the performance of horizontal keiretsu to that of other firms that do not belong to any major keiretsu.

The studies often failed to find a superior performance by keiretsu firms. For example, Caves and Uekusa (1976, 72–83) tested whether group affiliation increased profitability and efficiency, allowing for structural differences. Using data from 243 large manufacturing firms over the period 1961–1970, they found that group affiliation, as measured by the proportion of a firm’s equity shares held by its Zaibatsu or principal bank group affiliates, had a negative impact on gross profits. They also found no evidence that group membership raises a firm’s rate of profit; in fact, keiretsu affiliation seemed to lower profitability.

Caves and Uekusa also found that group firms tended to make significantly higher interest payments than nongroup firms, although their financial structures were not that different. Combining this result with the low profitability of group firms, Caves and Uekusa concluded that the keiretsu banks exclusively enjoyed the fruits of joint profit maximization.

Nakatani (1984) extended the work by Caves and Uekusa (1976) and made additional important findings. He found that keiretsu firms earn lower profits (similar to what Caves and Uekusa found), grow at lower rates, have less variability in performance, pay higher wages, have higher debt/equity ratios (which was contrary to what Caves and Uekusa found), and have lower dividend payment ratios compared to non-keiretsu firms. Nakatani (1984) argued that all these findings can be explained consistently if the managers at keiretsu companies are risk averse and mutually provide implicit insurance for fluctuation of profits over business cycles. The keiretsu banks play an especially important role in this income smoothing and end up receiving large insurance premiums in the form of higher interest payments. According to this view, the benefit of horizontal keiretsu is found not in higher profitability, but in stability of profits.

However, why are the keiretsu firms risk averse? If a firm is controlled by shareholders who can diversify their own risk by holding a portfolio of many companies, the shareholders and the managers who serve shareholders’ interests do not have to worry about risk to individual companies. Nakatani’s results suggest, however, that keiretsu firms may not put a lot of weight on shareholders’ interests: The dividend payout ratios of keiretsu firms are lower than those of non-keiretsu firms. It also suggests that the keiretsu firms seem to put more emphasis on their workers: The workers at keiretsu firms are better paid. Since ordinary workers at large Japanese companies worked for the same companies for most of their careers (for more about this, see the discussion on lifetime employment in chapter 10), the risk aversion of keiretsu firms probably reflects these workers’ interest.

Because the main bank relation is typically at the center of a horizontal keiretsu, its benefits (and costs) include those for the main bank system, which was discussed in chapter 5. Thus, the keiretsu relationship mitigates the informational problem in financing investment and reduces the cost of financial distress.

At the height of trade disputes between the US and Japan in the late 1980s, the keiretsu was often criticized as a barrier to the entry of foreign firms. Several empirical studies examined the issue. The most famous of these are probably Lawrence (1991, 1993), which found that imports and foreign direct investment into Japan were lower in markets where keiretsu-affiliated firms had large market shares. He also showed that keiretsu affiliation does not enhance exports either.

Lawrence’s results are consistent with the idea that different keiretsu groups collude to prevent foreign firms from penetrating into Japanese markets. The luck of success by foreign firms in those industries that are dominated by keiretsu groups, however, could also be a result of fierce competition among the keiretsu groups rather than collusion. Weinstein and Yafeh (1995) compared the profit margins of keiretsu groups and non-keiretsu firms to see the evidence for collusion or competition of keiretsu firms. They find that keiretsu firms tend to have lower profit margins, suggesting that they compete more fiercely than non-keiretsu firms. Thus, the fierce competition among group-affiliated firms, not collusion among them, seems to be the main reason why we observe low (foreign and domestic) entry into industries where keiretsu are strong.




9.5 Vertical Keiretsu

Let us now turn to the structure and function of the vertical keiretsu. We will discuss two types of vertical keiretsu in this chapter: production keiretsu and distribution keiretsu.


9.5.1 Production Keiretsu

Production keiretsu is especially prominent in the auto industry. Major manufacturers, such as Toyota and Nissan, have traditionally maintained direct relationships with about 100 suppliers that are organized into exclusive, cooperative associations.

Toyota’s main suppliers, for example, used to be organized into three organization by region (Kanto Kyōhōkai, Tokai Kyōhōkai, and Kansai Kyōhōkai). The three organizations merged into a single one, Kyōhōkai (http://www.kyohokai.gr.jp/index.htm), in 1999. As of 2009, Kyōhōkai includes 217 suppliers as its members. Nissan and Mazda also have similar organizations of parts suppliers (Nisshōkai and Yōkōkai, respectively). Although Honda does not have such a formal organization, its major suppliers have similar cooperative relations with the assembler. Major suppliers also have cooperative relationships with smaller second-tier suppliers, which in turn have relationships with third-tier suppliers.

Asanuma (1989), who studied production keiretsu in the auto industry, distinguished two types of first-tier suppliers. One group of suppliers have relatively unique stock of production knowledge and supply essential components, such as transmissions, brakes, and engine parts, to the prime manufacturer. They are called Drawings-Approved (DA) suppliers because their produce parts based on their own designs that are approved by the prime manufacturer. In contrast, Drawings-Supplied (DS) suppliers produce according to the designs specified by the prime manufacturer’s designs. They have comparatively less technological expertise and supply less crucial components, such as lamps or plastic parts on the dashboard.

The suppliers in a production keiretsu, especially the DA suppliers, are known to be involved in early stages of the development of new models. Traditionally, Japanese automakers introduced major model changes every four years. The DA suppliers typically start working with the prime manufacturer on designing parts for a new model two to three years before the target introduction date.

We can identify several benefits of the production keiretsu relationship. For example, close communication between suppliers and the manufacturers reduces overall development costs. Prime manufacturers, who are typically larger than the suppliers, also can provide insurance to suppliers against fluctuation in production costs through the long-term relationship. Asanuma and Kikutani (1992) showed that Japanese auto manufacturers indeed seem to share risk with their suppliers. Using the data for four auto manufacturers (Toyota, Nissan, Mazda, and Mitsubishi) and their core suppliers, they find that the sales prices of suppliers tend to increase when the costs of production increase, resulting in much smaller variation of operating incomes compared with costs of sales for the suppliers.

The production keiretsu has some disadvantages as well. First, cost reduction is limited by the efforts of suppliers within the keiretsu. Even if some low-cost suppliers exist outside keiretsu, the prime manufacturer cannot take advantage of that. Second, technological innovations are often kept only in keiretsu and do not spill over to the industry. This can be an advantage for individual keiretsu, but it is costly for the economy as a whole. Finally, for a supplier, depending on only one assembler may be a very risky strategy. A trouble or failure of the assembler can bring down the supplier as well.

Changes in the auto industry in the last decade or so have influenced the cost-benefit calculation of the traditional keiretsu arrangement. Intensified global competition meant that cost reduction efforts only within keiretsu were often insufficient. At the same time, development of informational technology in new model development, such as the use of computer-aided design (CAD), reduced the cost of developing new parts. Moreover, IT reduced the cost of communication between the assembler and its suppliers, even without an elaborate keiretsu structure. Finally, increased modularity further reduced the importance of long-term relationships because now different companies can design and produce parts independently.

Reflecting these changes, many Japanese auto manufacturers have been changing their keiretsu organizations. The change has been clearest for Nissan, which first formed an alliance and then became a part of the French auto manufacturing group Renault. In 1999, Renault sent its chair, Carlos Ghosn to be the chief operating officer, and later president, of Nissan, which was suffering from serious financial troubles. Ghosn put together and implemented the Nissan Revival Plan, which included the sale of the shares in most of the keiretsu suppliers among other reform measures. Nissan also started to buy parts from suppliers outside the keiretsu, and the suppliers started to produce for manufacturers outside their keiretsu. In this way, the production keiretsu in the Japanese auto manufacturing has been declining.



9.5.2 Distribution Keiretsu

A distribution keiretsu is a series of distributors organized by a manufacturer. Distribution keiretsu were especially prevalent in the Japanese electronics industry. Panasonic stores, Sony stores, Toshiba stores, and others carried a wide range of electronic products, but all from one brand. Many argued that this vertical semi-integration made it difficult for new entrants, especially foreign exporters, to penetrate the market. A new entrant would need to establish its own network of distributors, an operation involving a large risk that few foreign firms would like to take.

Through distribution keiretsu, a manufacturer can apply vertical restraints on wholesalers and retailers (Flath 1989b). The manufacturer controls which brands should be carried by each store and how much of a discount (if any) from the standard retail price is allowed. Thus, the distribution keiretsu is an effective mechanism for retail price maintenance. In return for the retailers’ efforts to maintain the prices, the manufacturers (through wholesalers) accept returns of unsold merchandise liberally and often provide rebates to the retailers. The terms of rebates are often not spelled out beforehand, but only decided ex post. Flath (1989a) and Flath and Nariu (1989) develop a model of oligopolistic manufacturers facing an uncertain demand curve and derive the liberal returns policy and the retail price maintenance as results of profit maximization.

Although department stores are not in distribution keiretsu of particular manufacturers, large manufacturers exercise influence through the so-called salespersons on loan, who are on manufacturers’ payrolls but work on the floor in department stores. Each salesperson promotes the products of the manufacturer that she or he works for. The salespeople also gather information on customers’ reactions to the products and communicate it back to the manufacturers.2 In twelve of Japan’s department stores in the late 1980s, these salespeople outnumbered the store’s own sales staff. When productivity in the retail sector is examined by size of establishment, stores with more than 500 employees have extremely high productivity (Maruyama et al. 1989). A significant portion of this high productivity is believed to be due to the salespersons on loan, who are not counted as employees of department stores.




9.6 Bank Consolidation and Transformation of Horizontal Keiretsu in the 1990s

Financial deregulation in the 1980s reduced the importance of bank financing for large corporations (chapter 5) and started to weaken the ties between banks and firms, which were central to horizontal keiretsu. Then, during the 1990s, banks suffered from massive NPL problems. To recover their financial strength, and to respond to further liberalization of the financial industry, the major banks reorganized themselves by merging with each other, often in different horizontal keiretsu. By the 2000s, bank consolidation substantially blurred the boundary of horizontal keiretsu.

The weakening of bank-firm ties, which started in the 1980s as a result of financial deregulation, continued throughout the 1990s, when the Japanese economy stagnated. With banks themselves struggling with NPLs, relatively strong firms do not see the benefit of keeping close banking relationships. They reduced bank loans and weakened their ties to banks. Interlocking shares have also diminished, as banks had to sell equities to raise cash, on the one hand, and to reduce the risk of evaluation losses as stock prices continued to decline, on the other. The corporations responded by reducing their holdings of bank shares. Only weak firms, which still needed the support of banks, would have seen the benefits of keeping horizontal keiretsu.

The major banks responded to the financial crisis by merging with each other. As early as April 1996, Mitsubishi Bank merged with the Bank of Tokyo to form the Bank of Tokyo Mitsubishi. In April 2001, taking advantage of the reform of the Anti-Monopoly Act of 1998 that allowed the establishment of holding companies, Bank of Tokyo Mitsubishi and other financial institutions in Mitsubishi keiretsu reorganized themselves under a newly created financial holding company, the Mitsubishi Tokyo Financial Group.

In 2002, the merger announcement of Sumitomo Bank and Sakura Bank (the main bank of the Mitsui group) surprised the market, as the two banks were at the center of two of the traditional keiretsu groups. Sakura Bank and Sumitomo Bank merged to form the Sumitomo Mitsui Banking Corporation. As the two main banks of the Sumitomo and Mitsui groups merge, some companies (such as construction companies) also merged across the boundary of keiretsu.

In 2001, Sanwa Bank merged with a large regional bank in the Nagoya area, the Tokai Bank, and Toyo Trust & Banking to form the United Financial Japan (UFJ) group. However, due to its weak balance sheet, and after a failed attempt to hide the problem from the regulator, the UFJ holding had to be rescued by the Mitsubishi-Tokyo Financial Group. In 2005, the two financial holding companies merged to form the Mitsubishi Tokyo UFJ Financial Group.

In April 2002, the Fuji Bank, the Dai-ichi Kangyo Bank, and the IBJ merged into two banks, Mizuho Bank (with a focus on retail banking) and Mizuho Corporate Bank (with a focus on wholesale and investment banking). Trust banking and securities firms in these groups were also consolidated, and they were put under the newly formed Mizuho Financial Group.

The corporate groups in the twenty-first century are significantly weakened, although they still have Presidents’ Clubs. Table 9.4 shows the membership of the Presidents’ Clubs of the Mitsubishi, Mitsui, and Sumitomo groups as of 1987, 1999, and 2017. Although the number of core companies declined and some core companies exited clubs outright, mainly reflecting mergers and acquisitions, many companies have belonged to the same grouping over the thirty years spanning from late 1980s to present.

After all the mergers, financial institutions in the six largest keiretsu were merged into three megafinancial groups: Mitsubishi UFJ Financial Group (a combination of former Mitsubishi and Sanwa groups), Sumitomo Mitsui Financial Group (the former Sumitomo and Mitsui groups), and Mizuho Financial Group (a combination of the Fuyo and Ikkan groups, together with IBJ). The transformation of enterprise groups is shown in Figure 9.1.
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Figure 9.1

Bank consolidation: From six keiretsu groups to three megafinancial groups.

Notes: (1) Financial institutions other than commercial banks, trust banks, and securities are not shown in this figure; (2) predecessors of trust banks and securities are not shown in this figure; (3) Trust banking of Sumitomo Mitsui Financial Group are not subsidiaries of the Financial Group; (4) some regard four mega financial groups and four mega banks by including Resona Holdings and Resona Bank; (5) the Japanese name of Sumitomo Mitsui Financail Group (and Bank) is Mitsui Sumitomo Financial Group (and Bank), the order of two predecessors, being reversed; (6) securities companies in the Mizuho Financial Group are subsidiaries of the respective banks; (7) Nomura Holdings and Nomura Securities are also important financial institutions.





9.7 Industrial Policy

Industrial policy can be defined as intervention by a government to change the market’s allocations of resources across industries.3 In Japan, protecting infant industries (domestic industries that are not internationally competitive now but would become competitive if they are nurtured while being temporarily protected from foreign competition) from foreign competition and using various policy measures to drive exports was regarded as the essential elements of industrial policy. The MITI, the predecessor of the Ministry of Economy, Trade, and Industry (METI), played the major role in executing industrial policies. The Japanese term for industrial policy, Sangyo Seisaku, was not coined until about 1970, but the Japanese government implemented policies of that sort starting immediately after World War II. For example, right after the war, the government gave the coal and steel industries special assistance.

From a microeconomic theory point of view, intervention by the government is justified in a case of market failure.4 Some of the factors associated with market failure are scale economies, positive and negative externalities, potential monopolies, infant industries, the need for basic research and development, and informational problems such as adverse selection and moral hazards. Examples of theoretically justified policies include construction of infrastructure (which has large positive externalities), pollution control (which addresses negative externalities), regulation of the electric power industry (a natural monopoly), protection of infant industries, and the creation of product standards.


Box 9.3

Bank Regulation and Decline of Cross-Shareholding


Banks have to show, in profit-and-loss statements, valuation losses when the market value of equities becomes lower than the book (purchase) value, and the losses have to be deducted from capital for the Basel capital standard purpose. When stock prices became lower and lower from 1997 to 2001, many banks regretted that they had carried equities on their portfolios. Unrealized gains (fukumi eki) of equities were a tremendous cushion even in the first half of the 1990s, but clearly the losses in equity portfolios became baggage. Some banks sold stocks to stop further losses. However, banks’ sales of large numbers of shares would further pull down stock prices.

The government decided to introduce a bill to limit the amount that a bank could hold on its balance sheet to the level of capital. To keep the transition smooth, the government and the BOJ each introduced a mechanism to purchase bank stocks held by nonfinancial corporations and corporation stocks held by commercial banks, thus unlocking cross-shareholding without having a market impact. The government established in 2002 the Banks’ Shareholding Purchase Corporation, which purchased more than 1 trillion yen in two years. The BOJ first was authorized in September 2002 to purchase stocks worth up to 2 trillion yen (later expanded to 3 trillion yen) from commercial banks. The bank bought more than 2 trillion yen of stocks in two years.

All these developments in the stock market, banking, and regulation with policy measures contributed to a precipitous decline in cross-shareholding, as shown in figure 9.2. The process seems to have stopped around 2007. This may be a result of the efforts by many Japanese companies to maintain or increase stable share-ownership in response to the rise of shareholder activism, including unsolicited tender offers in the mid-2000s.
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Figure 9.2

The average proportion of shares in a firm held by other firms whose shares are held by the first firm.

Source: Nippon Life Institute.

Note: We thank Hideaki Miyajima for sharing the data with us.



Although market failures can theoretically be corrected by government intervention, it is questionable whether a correct policy is most often implemented in the real world. It is difficult to compare the overall benefits of many policies against their overall costs. For example, it is difficult to measure the benefits that accrue to all users of a proposed bridge, although it is relatively easy to calculate the cost of building the bridge. It is sometimes difficult to spot an infant industry with a potential for growth. Even if an infant industry is spotted, the government may make a mistake regarding the kind of policies that it should then attempt; for example, how many firms should be encouraged to enter an infant industry may be difficult to determine, and any arbitrary choice is likely to be wrong. Maintaining government regulations and monitoring the activities of industries cannot be done without cost.

The oft-stated objectives of Japanese industrial policy were to reduce imports, to foster higher growth in key industries, and to change the nation’s industrial structure. Although the Japanese government varied its emphasis throughout the postwar period, it consistently undertook policies in four major categories:


	Creating infrastructure for all industries. The government helped fund the construction of road systems, industrial ports, industrial water supplies, and electric power plants.

	Allocating resources among industries. The government gave subsidies and import protection to certain targeted industries. Infant industries were protected by import restrictions until domestic manufacturers were able to compete with foreign ones. The import restrictions were lifted only after domestic manufacturers became strong and competitive. For example, the restrictions on buses and trucks were lifted in 1961, those on color television sets in 1964, those on passenger automobiles in 1965, those on color film in 1971, those on cash registers in 1973, those on large-memory integrated circuits in 1974, and those on computers in 1975. Japanese manufacturers that now dominate the markets for these items might not have achieved that without import protection during their infancies.

	Industrial restructuring among individual industries. The government helped individual industries “reorganize” their structure, cartelize during structural depressions, cartelize for “rationalization” (automation and labor-saving technology often accompanied by job cut), coordinate cuts in operation or capacity, and coordinate plant investment and production. The basic philosophy of Japanese policy in this category was to prevent “excess competition.”

	Dealing with the problems of small and medium-sized firms. Various measures have been taken to protect and help small and medium-sized firms, which usually suffer most from structural changes and business cycles.



The first two of these categories concern resource allocations over all industries; the last two address problems within individual industries.

MITI created and implemented most of the specific policies, but other policies set forth by other ministries were also industrial policies. These included agricultural policies administered by the Ministry of Agriculture, Forestry, and Fisheries; regulations on communication industries administered by the Ministry of Post and Communication (now a part of the Ministry of Internal Affairs and Communication); regulations on railroads, trucking, and airlines administered by the Ministry of Transportation (now a part of Ministry of Land and Transportation); and regulations on financial industries administered by the MOF. In the following discussion, we concentrate mainly on the policies adopted by MITI.

We can identify four stages in the development of Japanese industrial policies.5 In the late 1940s and 1950s, the Japanese economy was recovering from the devastation of the war and suffered from shortages of productive capacity and of the foreign reserves needed to import raw materials and consumer goods. There were also general shortages of goods. Since exports and imports were heavily regulated, the economy was isolated from the rest of the world. It was not until 1949 that the uniform exchange rate of $1 = 360 yen was established. The government preferentially allocated raw materials and financial resources to key industries. Under the Preferential Production Plan (Keisha Seisan Hoshiki) of 1946–1948, steel was allocated preferentially to the coal industry and coal was preferentially allocated to the steel industry. Subsidized loans, price controls combined with subsidies, and allocations of restricted imported materials supplemented the plan.

At this stage, Japanese industrial policy resembled socialist economic planning. Some evaluate this stage as a successful preparation for heavy and chemical industrialization down the road, but the policy also made the inflation problem more serious, as we saw in chapter 3. The government dropped the emphasis on the coal industry in the 1950s, and high-priced domestic coal would remain a problem for the next forty years. In the 1950s, rationalization (Gōrika) plans became the center of policy.6 The main tools at this stage were special tax provisions and the use of FILP for the purchase of labor-saving machines and modern plants. In particular, the government adopted accelerated depreciation and tariff exemptions for imported machines in targeted industries.

Policies at this point were conducted within the framework of a market economy with tax incentives. The policies can be interpreted as a plan to share the large risk associated with building costly modern machines and plants. The industries targeted for rationalization included steel, coal, shipbuilding, electric power, synthetic fibers, chemical fertilizer, and, in the late 1950s, petrochemicals, machine tools and parts, and electronics. The steel industry benefited from the rationalization plans and became an important export industry. A large factor in its success was the switch from domestic inputs to imported coal, iron ore, and oil. The coal industry became unviable without subsidies. Some industries, such as automobiles and heavy electric machinery, were protected from foreign competition, but the protection was understood to be temporary. In general, industrial policies succeeded for industries with scale economies, such as steel, and failed for industries without scale economies, such as coal.

In the 1960s, Japan was gradually integrated into the international economic system. As one of the conditions for membership in international organizations such as the General Agreement on Tariffs and Trade (GATT), the predecessor of the World Trade Organization (WTO), the IMF, and the OECD, Japan was required to liberalize, or at least to show a schedule for liberalizing, its import quotas, tariffs, and capital controls.7

The objective of industrial policy, therefore, shifted to strengthening Japan’s industrial competitiveness within the time frame for trade and financial liberalization. This often meant that MITI organized (or attempted to organize) the mergers of big companies into bigger ones (as in the Nippon Steel merger), the coordination of fixed capital investment to avoid overcapacities, the specialization and coordination of small and medium-sized companies, and the establishment of a comprehensive energy policy. Apparently MITI thought that, left alone, many Japanese industries could not survive foreign competition.

In the 1970s, the government greatly transformed its industrial policies, attempting not only to make domestic industries strong enough to withstand international competition, but also to pursue objectives other than industrial growth. The government’s new objectives included achieving pollution control (i.e., industrial development harmonious with environmental needs) and stricter application of antitrust policies.8 Industries with an international competitive edge started to complain about too much government intervention. Antimonopoly rulings also limited the government’s power to conduct intraindustry industrial policies, such as the arrangement of depression cartels. Japanese industrial policy began to move toward the use of the market mechanism in gradually deregulated environment.

In the late 1970s and the 1980s, industrial policy brought Japan into conflict with other countries. The rapid expansion of Japanese exports started to stir protests. Japan became haunted by its own success. The first glimmer of a trade conflict had appeared way back in 1971, when the United States and Japan negotiated a textile agreement. In the 1980s, trade conflicts became more frequent and more intense. (Some of the trade conflicts of the 1980s are discussed in chapter 12.) MITI’s industrial policy came to include measures to prevent trade conflicts and to control the damage from those that occurred.

From the 1980s on, a focus of industrial policy has been the creation of industrial clusters that would accelerate technological progress. The Technopolis Act of 1983, Intelligent Location Act of 1988, and Industrial Cluster Plan of 2001 all designated many regions in Japan that would receive the government subsidies and regulatory support for their efforts to develop concentrations of industrial production facilities, research labs, and universities to support technological progress.




9.8 How Effective Has Japan’s Industrial Policy Been?


9.8.1 Tools of Industrial Policy

Japan’s rapid economic growth, supported by high productivity growth in many industries, may be seen as evidence of successful industrial policy. The key industries targeted by MITI—shipbuilding, steel, and computers, to name a few—grew as planned. Cooperative (or coordinated) research between the government and major companies reduced the duplication of investment. Tariff and nontariff import barriers against foreign products, though temporary, ensured a domestic market for producers.

An important nontariff tool that Japan used from the 1950s into the 1970s was the foreign exchange allocation system. Under the system, the government controlled the allocation of foreign exchanges that corporations can use to import foreign goods. This effectively worked as import quotas for particular foreign goods because the government restricted the allocation of foreign exchanges at the goods level. Thus, the government used the system strategically to protect certain domestic industries from foreign competition. For some goods, the government allocated not only the total amount of foreign exchanges used to import the goods, but also the maximum amount that each domestic firm can use to import them. Larger budgets of foreign exchanges were given to companies that export more and invest more. Thus, the foreign exchange allocation system worked in the areas of export subsidy and investment subsidy as well.9

There are those who are critical of Japanese industrial policy, however, and they have three arguments. First, many industries became successful (i.e., grew and began to export) with little government help: sewing machines, cameras, bicycles, motorcycles, pianos, and radios during the 1950s and 1960s, and color televisions, tape recorders, magnetic tapes, audio components, watches, pocket calculators, machine tools, textile machines, ceramics, and robotics from the late 1960s to the present.

Second, industrial policy did not always achieve the result that MITI wanted. Indeed, in one important case, the failure of MITI’s industrial policy rather enhanced the success of the industry. In the 1950s and the early 1960s, MITI tried to cartelize the automobile industry, believing that only one or two auto companies were needed for a tiny country like Japan. The automobile industry fought off MITI’s pressure, though, and today, we find numerous Japanese automakers not only surviving, but prospering, throughout the world.

Third, actual (attempted) policy cannot always be justified by economic theory. In other words, the stated reasons for industrial policies are often inconsistent with any theoretical justifications. For example, planned shipbuilding was implemented right after the war to help save foreign reserves. It is not clear that this policy could still be justified at the end of the 1960s. The Oil Industry Act, intended to restrict competition in the industry, was enacted in 1962, when the oil industry did not seem to be suffering from any market failure.

Those who praise Japanese industrial policy, however, usually point to the excellent overall performance of the Japanese economy. They also think that the policy of targeting and nurturing certain industries was successful: Japan’s steel and shipbuilding industries became the world’s largest after policies to promote them were enacted. The nation’s industrial-policy efforts have been “forward-looking”—that is, they have targeted high-growth industries and taken advantage of scale economies.



9.8.2 The Case of the Automobile Industry

The automobile industry is frequently cited as an example of a failure of intended industrial policy. In 1955, MITI developed a plan to set standard specifications for domestic passenger cars, set a price, have a design and performance contest among automakers, and award a license to produce cars to one company. The idea was to exploit economies of scale. Fierce opposition from the automakers stopped that plan, though.

In 1961, MITI advocated another plan, the Specialization and Grouping Plan, under which automobiles would be classified into three groups: mass production, sport and luxury, and mini cars. Automakers would then coordinate to limit the number of companies and specifications in each group. This plan, too, was scrapped after protests from the industry. History shows that the plan was ill conceived and would have had a terrible effect on the economy. Fortunately, it did not materialize since MITI lacked the legal authority to force their plan on the industry.10



9.8.3 Evaluation of Industrial Policy

The main benefits and costs of Japan’s industrial policy are summarized by Hoshi and Kashyap (2001, 206–208). The main benefit of its industrial policy is the promotion of infant industries. Japan applied this idea to many industries, protecting and promoting them. Even the automobile industry, which accepted relatively little government intervention as discussed previously, was protected from foreign imports between 1954 and 1975 by the foreign exchange allocation system.

Since a point of infant industry promotion is temporary protection of the industry until domestic firms become internationally competitive, there is a perverse relation between the cumulative amount of government support for a particular industry and performance of the industry. If the infant industry protection succeeds and the domestic industry gains efficiency, the government can stop the protection. If the policy does not lead to immediate efficiency gains, the government may decide to continue the protection longer. In the worst case, the government may end up spending a large amount of subsidies to promote for a long time an industry that never achieves success—money wasted.

Such a relation is indeed found by Beason and Weinstein (1996), who evaluated the success of industry policies for thirteen manufacturing industries. Measuring the resources used by industrial policy for a particular industry by JDB loans, subsidies, tax breaks, and tariffs on foreign competition, they find that industries that received more resources tended to grow more slowly. The relation was observed not only for the entire sample period (1955–1990), but also when the sample was restricted to the period of rapid economic growth (1955–1970), when the industry policy was supposedly more effective.

Okubo and Tomiura (2012) examine the impacts of Technopolis policy and Intelligent Location policy. They find that the geographical areas targeted by those policies indeed got a larger number of new plants, but they continued to show lower average productivities than the other regions. Thus, they conclude that the policies did not succeed in creating high-growth industrial clusters. They just relocated plants to less-developed areas and at most reduced regional inequalities.



9.8.4 Why Industrial Policy Failed to Create the “Silicon Valley” in Japan

Technopolis policy and Intelligent Location policy are just two of the series of attempts to develop areas where innovative firms concentrate, very much like Silicon Valley in the US. As Dasher, Harada, Hoshi, Kushida, and Okazaki (2015) point out, MITI, Industrial Structure Council (1980) proposed the concept of the “technology-intensive nation” and hoped to create Silicon Valley‒like locations in Japan through industrial policy. None of the attempts have succeeded (at least so far) in achieving this goal. Why?

A short answer is that the success of Silicon Valley is not just a result of agglomeration. Many more factors jointly contributed to the development of the Silicon Valley ecosystem, and it is very difficult (if not impossible) to create and prepare all those components just by industrial policy. Dasher et al. (2015) list six essential institutions that support an innovation-based economy such as Silicon Valley: (1) a financial system that provides funding for risky ventures; (2) a labor market that provides high-quality, diverse, and mobile human resources; (3) interactions between industry, universities, and governments to generate a constant stream of innovative ideas; (4) an industrial organization where large established firms and small start-ups grow together; (5) a social system that encourages entrepreneurship; and (6) professional services that assist the establishment and growth of start-ups. Japan’s industrial policy merely focused on encouraging businesses to collocate in the targeted regions through subsidies and failed to pay attention to the institutional foundations. It is not surprising, therefore, that the policies did not succeed.



9.8.5 The Debate in the United States over Industrial Policy

In the 1980s, the United States reacted to Japan’s success with fear and envy. Many US businesspeople and civic leaders hailed its success and envied the cooperation between government and business. It is a good idea, they argued, for government and industry to work in harmony and to cooperate on research, aiding in the painless passing of declining industries and nurturing up-and-coming ones, and it is also a good idea for the government to retrain workers in declining industries to give them skills currently in demand. They thought that the United States was misdirecting its resources when it tried to help declining industries, and that the government should direct funds to rising industries instead.

Of course, these beliefs were not universal. Many conservative pundits countered that what MITI did was to cartelize economic activity, suppressing the positive characteristics of free, competitive markets. They argued that government regulation was inherently inefficient. One regulation invited another, and bureaucracies produced copious amounts of red tape. They further argued that declines in certain US industries were due not to Japanese industrial policies, but to bad managerial decisions. For example, the US automobile and steel industries allowed wages to climb faster than in other industries, and also made unwise investment decisions. Finally, they pointed out that it is very difficult to spot sunset and sunrise industries, and that there is no reason to believe that the government is more adept at this than the marketplace.

The industrial-policy debate cast a shadow over US-Japan trade relations in the 1980s and early 1990s. Some US officials regarded the Japanese industrial policies as subsidies to industries that export to the United States, and that such subsidies constituted unfair competition and put Americans out of work. Many of the arguments that the Japanese offered in rebuttal fell along one of the following lines of reasoning:


	All countries have an industrial policy in one form or another. The Chrysler bailout of 1979 was a form of industrial policy; the National Aeronautics and Space Administration (NASA) and agricultural price supports were other examples. Airbus Industrie GIE in Europe was established and nurtured by the European governments’ joint efforts. Therefore, what Japan was doing fell within the bounds of international standards, such as the OECD-approved Positive Adjustment Policy. In this regard, France may be a worse offender than Japan.11 In fact, the share of government funding in research and development was smaller in Japan than in the United States throughout the 1980s.

	Tariffs were, on average, lower in Japan than in any other OECD country. Hence, infant-industry protection, if any, was long gone. All in all, industrial policy was far from collusion, coercion, and intervention; rather, it was vision and cooperation without commitment. Put differently, industrial policy was complementing the free market by creating a competitive market process. It was not intended to stifle the free market.




Box 9.5

The Japanese and US Bureaucratic Systems


In Japan, the bureaucratic system is relatively independent of whatever executive is heading the cabinet, so that policy decisions are less politically motivated and more economically oriented. Furthermore, career bureaucrats are expected to stay in the same ministry (with rotations) until their retirement around the age of 55; this ensures continuity and stability in strategic decision-making. These two aspects together make Japanese bureaucrats better able to form and implement strategic planning than their US counterparts. Japanese bureaucrats often draft legislation related to industrial policy, as well as implement regulatory details.

There are only three political appointees in the MOF: the minister and the two parliamentary vice-ministers (seimu jikan), one of whom traditionally comes from each of the two houses. In contrast, most of the top positions of the US Department of the Treasury are filled by political appointees. In 1986, there were thirteen presidential appointees (confirmed by the Senate) and thirteen noncareer appointees (approved by the OMB).

A Japanese bureaucrat may well stay in a ministry from his early twenties to his early fifties, joining the private sector only after retirement, whereas in the United States, changes of jobs between bureaucracies and the private sector are rather common. The difference between the two systems is illustrated nicely by the colloquialisms used in the two countries: In Japan, retiring bureaucrats moving into the private sector are said to “descend from heaven” (amakudari), while in the United States, individuals moving in either direction are said to be passing through a revolving door.





The gap between supporters and critics of industrial policy was still large, and it existed both in academia and in politics. Japanese scholars as well as US scholars had been rather critical of industrial policy; however, developments in the study of monopolistic competition, scale economies, and economies of scope in the 1980s have induced some scholars to revise their neoclassical views, and the study of infant-industry protection and strategic trade has been revived in the name of strategic trade theory.




9.9 Evolution of the Anti-Monopoly Act and Competition Policy

The democratization policies of the US occupational force initially included the breakup of large Japanese companies and the establishment of strict antimonopoly legislation. As the occupation policy changed reflecting the start of the Cold War, as we saw in chapter 3, the Anti-Monopoly Act and its application were considerably relaxed. When Japan regained its sovereignty in 1952, the Anti-Monopoly Act was relaxed even further. The 1953 amendment (enacted in 1954) allowed the formation of cartels for depressed industries or for modernization purposes. In addition, the Minister of International Trade and Industry was now able to advise shutting down a plant or shortening its hours of operation. Thus, the 1953 amendment made it perfectly legal for the MITI to help a troubled industry by allowing (even encouraging) the incumbent firms to collude and form a cartel, which would be illegal in the US or the original Anti-Monopoly Act designed by the occupation forces. When the MITI designated a particular industry as being (temporarily) depressed, then under Article 24–3 of the Act, a cartel was formed to keep the supply low and the price high.12 MITI also coordinated the production and investment schedules of cartel members. Thus, cartels were used as a useful tool to implement industrial policy to protect distressed industries. Most depression cartels lasted less than a year.

The rationale for a depression cartel was for the companies in a depressed industry to share the losses (at least nearly) equally so that costly bankruptcies and massive layoffs could be avoided. For example, the cartel for coal mining offered not only temporary relief, but also a means of orderly and gradual exit for all companies in the industry.

Depression cartels have several potential problems. For one, they tend to end up protecting chronically inefficient firms. Furthermore, they give any firm an incentive to overinvest during boom periods because it knows that when difficult times come along, it would be protected by a depression cartel and the production level allowed under the cartel would be proportional to the production capacity.

The relaxation trend of the Anti-Monopoly Act was reversed in the 1970s. As Schaede (2000, 97–103) argues, the movement to strengthen the Act to limit anti-competitive practices by firms (especially price fixing) was backed by the public’s anger against big businesses (especially petroleum firms) that were believed to have rigged prices to their advantage during the oil crisis of 1973. The bill to revise the Anti-Monopoly Act failed in the Diet in 1975 and in 1976, but it finally passed in 1977, as the administration led by Prime Minister Takeo Fukuda had finally promised to revise the Act following the large setback that the LDP suffered in the 1976 national election (Schaede 2000, 102).

The 1977 amendment introduced several changes that started to strengthen Japan’s competition policy gradually. The most important change was the introduction of an administrative surcharge. This allowed the regulator—the Japan Fair Trade Commission (JFTC)—to charge companies that commit anticompetitive acts a financial penalty without having to get criminal convictions that at least take substantial time. Even though the amount of surcharge was modest (2 percent of sales for manufacturers, 1 percent for retailers, and 0.5 percent for wholesalers), this set the stage for making the Anti-Monopoly Act more stringent over time. The amendment also reduced the maximum shareholding of a company by a bank from 10 percent to 5 percent of the company’s equity. It also allowed the JFTC to order the breakup of large companies in a highly concentrated industry, with domestic sales more than 50 billion yen.13

Even after the 1977 amendment, Japanese antimonopoly policy continued to be less restrictive than its US counterpart. Many depression cartels were in fact based on the Depressed Industries Act of 1978 and the Structurally Depressed Industries Act of 1983.

In the Structural Impediments Initiative talks of 1989–1993, the United States demanded that Japan strengthen its antimonopoly policy. Japan responded by adjusting the Anti-Monopoly Act in 1991, 1992, 1996, 1997, 1999, and 2002. This culminated in the major revision of this legislation in 2005. As Marquis and Seryo (2014) summarize, the 2005 amendment included three major changes. First, the surcharges were raised to meaningful levels—now manufacturing companies were required to pay 10 percent of sales, while retail and wholesale firms were required to pay 3 percent and 2 percent, respectively. Second, a leniency program was introduced, such that a participant in a collusive arrangement who reports (i.e., confesses) to JFTC before its compatriots would be completely absolved of paying the surcharge, and the second and third members to admit participation were also granted partial waivers. Third, the process of stopping anticompetitive behaviors was streamlined. Before the 2005 amendment, the JFTC first recommended a cease-and-desist order, and the accused firms had a choice to consent to the order or not. When the firms did consent, surcharges were imposed, but when the firms did not consent, the JFTC had to hold hearings to decide whether the anticompetitive situation existed. The 2005 amendment eliminated the presurcharge hearings and allowed JFTC to impose surcharges without any recommendation or hearing. Firms were allowed to request hearings before JFTC after the surcharges were imposed, but this meant that JFTC worked as the appeals court for its own decisions—a catch-22.

The most famous collusive arrangement in Japan is perhaps dango, in which several bidders in a government competitive procurement get together and arrange who gets the work.14 Dango has been repeatedly found for construction companies, and it was sometimes prosecuted. The leniency program created an incentive to be the first one (or first few) to come forward if a collusive arrangement such as dango is expected to be caught by JFTC, and this has led to increasing reporting of cartels and applications for leniency.

The Anti-Monopoly Act was amended in 2009 and 2013 as well. In the 2009 amendment, the maximum number of firms that could receive leniency was increased from three to five. The surcharge was also imposed on wider anticompetitive behaviors. The 2013 amendment abolished the postsurcharge hearings by JFTC and designated the Tokyo District Court to hear appeals.

Figure 9.3 shows how much the leniency system has been used by companies. The leniency program introduced in the 2005 amendment seemed very effective. The number of applicants soared in the first six years. Although the number declined in 2013 and 2014, the number became higher in years 2015–2018. However, successful applications have been relatively few. In this small sample, it is difficult to pass judgment on the success of the system, especially on the deterrence effect. The system is reportedly working to induce executives of a company to inform the authorities once an in-house compliance investigation reveals wrongdoing.
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Figure 9.3

Use of the leniency system.

Source: JFTC.





Appendix 9.A: Guide to Data

For cross-holding of shares, good sources include Toyo Keizai Shinposha, Interlocking Enterprise Annual (Kigyo Keiretsu Soran), published every year from 1972 until 2000; and Toyo Keizai Shinposha, Enterprise Group in Japan (Nihon no Kigyo Group), published every year.

The Japan Company Handbook (Kaisha Shikiho) lists all basic corporate information of companies listed on the Tokyo stock exchange.

Interlocking Enterprise in Japan lists the top twenty shareholders of companies listed on the Tokyo stock exchanges. It also lists the amounts borrowed from major banks (including trust and long-term credit), as well as from city banks. Board members’ past affiliations are listed. This book also presents a matrix of interlocking shares among the Big Six enterprise groups.

Enterprise Group in Japan lists parent firms and their affiliates and subsidiaries, totaling 32,409 firms in 2017. Firms not listed in the stock exchanges are listed here. Surveys were conducted to find information on stock shares, types of businesses, addresses, sales, number of employees, and so on.
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	1. The term dual structure has additional uses in other contexts. For example, with regard to the prewar labor market, it means that city workers commanded high wages, while workers in the agricultural sector earned only subsistence wages. With regard to the postwar economy, it means that workers in large companies enjoy higher wages and bonuses, shorter work hours, and more job security than workers in small firms.


	2. Flath (1989a) applies Telser’s (1960) argument of resale-price maintenance to the vertical-restraint behavior (keiretsu) among Japanese firms. But Telser’s argument, which emphasizes the merit of demonstration, can be applied to the salespersons on loan as well.


	3. A classical study of the political economy of industrial policy is Johnson (1982). Studies of industrial policy by Japanese economists include Komiya, Okuno, and Suzumura (1984) and Itoh, Kiyono, Okuno, and Suzumura (1988). Eads and Yamamura (1987) summarize positive and negative views on industrial policy at that point. This section benefits from these classics.


	4. An equilibrium (demand = supply) of a perfectly competitive market achieves an efficient allocation of resources if there are no scale economies, there are no monopolies, there are no public goods or externalities, there exists perfect and complete information, and there is a complete set of contingent commodities (for example, insurance) with which economic agents can hedge risk. See Itoh et al. (1988) for more along this line.


	5. This classification is based on Tsuruta (1982) and on chapters 1–3 of Komiya, Okuno, and Suzumura (1984).


	6. In Japan, rationalization means a cost-cutting effort, with a strong connotation of automation (labor-saving technology) and relocation or layoff of workers. Hence, in the 1960s, many labor unions fought for antirationalization.


	7. Japan became a member of the OECD in 1964, and an Article 8 member of the IMF in April 1964.


	8. Between 1971 and 1973, a series of court cases known as the “Big Four pollution cases”—all of which were decided against industry—raised Japan’s environmental consciousness and shifted Japanese public opinion away from the pursuit of economic growth at any social cost.


	9. See Okazaki and Korenaga (1999) for more on the foreign exchange allocation system.


	10. For further references, see Yakushiji (1984, esp. 281–283), Tsuruta (1982, 168–174), and Komiya et al. (1984, chapter 11).


	11. See Eads and Yamamura (1987, 435–448) for descriptions of European industrial policy and “lessons for Japan.”


	12. For example, the coal mining, aluminum, and shipbuilding industries received cartel designations at times during the 1970s and the 1980s. For details see Uekusa (1987, 490–499).


	13. Here, a highly concentrated industry is defined as one where the share of the largest company is over 50 percent, or that of the two largest is 75 percent, where new entry is clearly deterred, or where profits are considered unusually high for three to five years. See Uekusa (1987, 481–486).


	14. For a clear and succinct discussion of dango in English, see McMillan (2002, 141–147). As he points out, the “main victim of dango is the Japanese taxpayer,” who ends up paying high prices resulting from collusion in the area of road construction and other public works.











 


10

The Labor Market



10.1 Introduction

Until recently, the Japanese labor market was known for several distinct features, including lifetime employment, seniority wages, and enterprise-based unions (all said to be unique to Japan). Early research on these features often resorted to cultural explanations. For example, paternalistic firms and loyal workers were compared to feudal lords and their samurai subordinates in Japan 200–500 years ago. Many of these explanations, however, did not stand up to scrutiny in later research. For example, many supposedly unique features of the Japanese labor market turned out to have developed only in the postwar period, when much of the traditional Japanese culture was starting to wane.

The economic explanations explain these unique features as rational institutional arrangements. For example, the lifetime employment system serves the purpose of enabling workers and firms to share risks and profits. Being an extreme form of a long-term implicit contract, the lifetime employment system also allows the workers to build human capital specific to the current employment, to be rewarded with higher pay only decades later.

Similar to other aspects of the Japanese economy, such as the financial system, the Japanese labor market has been going through drastic changes in the last thirty years, and some distinct features have become less obvious. In this chapter, we start by describing the key features that characterized the Japanese labor market in the postwar period. Then, we examine how some of these features started to change, especially after the collapse of the bubble economy in the 1990s. The chapter concludes by discussing important policy issues for the current Japanese labor market.




10.2 Basic Statistics

The best summary statistics of the labor market, which is often used for measuring the business condition and for policy purposes, is the unemployment rate. The entire population is categorized in three groups: employed, unemployed and “not in the labor force.” Unemployed persons are those who wish to work and are capable to work, and look for jobs but cannot find suitable jobs. Employed persons are those who work for compensation, and this includes employees in corporations, as well as those in family businesses and the self-employed. The sum of the employed and the unemployed is defined as the labor force. The unemployment rate is the ratio of the unemployed to the labor force. These definitions are shown in figure 10.1.
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Figure 10.1

Employed, unemployed, and not in the labor force.

Source: Labor Force Survey, December 2018.



The unemployment rate fluctuates with the aggregate demand. The unemployment rate is low when the economy is booming and many companies are eager to hire workers. A high unemployment rate, which typically occurs in a recession, suggests that the economy is not fully utilizing its productive resources.

The ratio of the labor force to the population is defined as the participation rate. People may be out of the labor force for different reasons. One may choose to go to school (high school, university, postgraduate study) instead of working. Another may decide to be a full-time homemaker. Some people may wish to work but do not actively seek employment because they find prospects of finding a job too remote. The last group is sometimes called discouraged workers.



Box 10.1

Employed, Unemployed, and Not in the Labor Force: Definitions in Japan’s Labor Force Survey


Labor Force Survey and Status of Workers and Nonworkers

Worker/nonworker status is defined whether a person has worked or not in the last week of a month (except in December, where the period is December 20–26), which is to be called the period of survey.

Workers

A person is a worker if he or she worked at least one hour for compensation during the period of survey. Work can be for salary or for wages, and it can be in full- or part-time jobs. For family members of farming and other family businesses, a worker is just someone who helps the business, with or without compensation.

A person is also a worker if he or she is on a payroll but did not physically work because of a vacation or a paid leave. A worker can also be a person who is a business owner but out of work for fewer than 30 days.

Unemployed

A person is unemployed if all of the following three conditions are met: (1) The person did not work during the survey period; (2) the person could work if a job is offered; and (3) the person did job-seeking activities, which include registering at job-placement, job-matching, or job-dispatcher services, applying for an advertised job opening, and asking friends for a work. Job-seeking activities also include preparation for a self-employed business by purchasing office and business equipment.

Not in the Labor Force

The sum of workers and unemployed persons is the labor force. People (15 years old and older) who are not in either of these two groups are classified as “not in the labor force.” This group includes students, homemakers, and the retired, who do not work for compensation.





Figure 10.2 shows the time series of the unemployment rate in Japan and in the United States from 1955 to 2016. The Japanese unemployment rate had been much lower than that of the US in the 1950s through the 1980s. Not only was the level low, but the fluctuation was minimal. This suggests that the Japanese labor market was chronically tight. Even in recessions like in 1965 and in 1974, the unemployment rate did not rise.1 The Japanese unemployment rate rose slowly from 1.1 percent in December 1973 to 3.0 percent in June 1987. This may reflect a gradual decline of labor demand over the decade or some structural change during this period. The US unemployment was much more sensitive to business cycles, fluctuating between 3 percent and 10 percent in the 1950s through the 1980s.
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Figure 10.2

Unemployment rate in the US and Japan over about sixty years.

Sources: US Bureau of Labor Statistics; Ministry of Internal Affairs and Communications, Japan.



The unemployment rate of Japan and the US apparently moved in different directions from 1993 to 2002. The Japanese unemployment rate rose steadily from 2 percent to 5.5 percent, while the US unemployment rate fell from 7.6 percent to 3.8 percent. In January 1999, the Japanese unemployment rate exceeded the US rate for the first time in the post‒World War II era.

Since 2003, the Japanese unemployment rate has been moving in tandem with the US unemployment rate. The unemployment rates of the two countries moved down from 2003 to 2007 due to their strong economies, and moved up following the global financial crisis and associated economic downturn. The US unemployment rate peaked at 9.9 percent in December 2009, and the Japanese unemployment rate peaked at 5.4 percent in September 2009. With the subsequent recovery, the unemployment rates of the two countries started to decline again.

The fact that the Japanese unemployment rate started to move with its US counterpart may suggest that the labor market structure and practice in Japan have become similar to, although not exactly the same as, the US. Later in this chapter, we will review the features of the traditional Japanese labor market and their changes.

The first edition of this textbook, published in 1992, had a section titled “Why Is the Japanese Unemployment Rate So Low and Inflexible?” The section examined how numerous factors that were identified by researchers can explain the low and stable unemployment rate in Japan. However, this is not the right question to ask anymore.

The unemployment rate is a key summary variable of the labor market, but not a sufficient indicator for labor market conditions. Some observers of the Japanese labor market in the 1980s suspected that the Japanese tended to withdraw from the labor market when they were laid off or fired, rather than keep looking for a job. A key test for including a potential worker into the category of “unemployed” is that the person who is not working answers a survey saying that he or she is actively looking for a job. If the person just stops working without looking for a job, he or she is excluded from the labor force.

Thus, to get a better picture of the labor market, we need to look at labor force participation as well. Figure 10.3 shows the participation rates of Japan and the United States for ages 25–54, with males and females looked at separately. In both countries, the participation rate of men has been higher than the women’s. The participation rate of men is very high in both countries. The US participation rate for men declined over time and dipped below 90 percent in the 2010s, but the Japanese counterpart maintained a participation rate of around 95 percent.
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Figure 10.3

Labor force participation rates for the US versus Japan, ages 25–64 and by gender.

Source: OECD.



The participation rate of women was much higher in the United States than in Japan from the mid-1970 until very recently. This is usually explained by pointing out the tendency for Japanese women to drop out of the labor force when they get married and have their first child. They typically come back to the labor force once all their children grow up, but at any rate, the participation rate of the women in the late 20s and the 30s are depressed. The gap has narrowed significantly in the 2000s, however, and the Japanese female participation rate became higher than the US in 2015. There seem to be two reasons for this reversal. First, Japanese women have fewer children than before, so they stay out of the labor force for a shorter time. Second, a series of new policy initiatives to encourage women not to quit their job during the childbearing and child-care years in the 2010s may have been effective. Later in this chapter, we will come back to the changing female participation rate in Japan and discuss the “Womenomics” policy initiatives.

Base wages tend to increase when labor productivity increases. Labor productivity is an important source of growth for the aggregate economy, as well as individual companies. Figure 10.4 compares the changes in nominal wage (i.e., basic pay) movementswith the changes in nominal GDP from the mid-1970s until 2016. As we saw in chapter 3, growth in Japan took a sharp downturn in the early 1990s, and so did wage growth.
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Figure 10.4

Base wages, time series by gender.

Sources: Basic Survey of Wage Structure (Chingin Kozo Kihon Tokei Chosa); Annual Report on National Accounts.



Table 10.1 shows the industrial composition of employment for Japan and the United States in 1986, 2004, and 2014. In both countries, the employment shifted from the primary sector (agriculture, forestry, and fishery) and the secondary sector (mining, construction, and manufacturing) to the tertiary sector (service and others) over the thirty-odd years. Thus, the trend of service-sector expansion is clearly observed. Japan still has higher primary-sector employment than the United States or Germany, which may be due to Japan’s stronger protection of its agricultural sector.


Table 10.1

Employment in major industrial sectors for Japan and the US, 1986, 2004, and 2014
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It has been long pointed out that Japanese workers work long hours. It affects the quality of life among young workers. It also discourages female workers to enter secure, high-paying jobs that demand overtime work constantly. Sometimes employers knowingly allow (or even demand) workers to go over the maximum working hours mandated by the Labor Standards Act.2 It is only recently that the government seriously started to crack down on illegal overtime. Figure 10.5 shows an international comparison of average hours of work in Japan, the US, the United Kingdom, France, Germany, and South Korea. European countries (Germany, France and, to a lesser extent, the United Kingdom) work fewer hours, due to shorter weekly working hours and a longer summer vacation. In 2000, workers in the US and Japan put in over 1,800 hours, while those in Germany worked fewer than 1,500 hours and in France fewer than 1,600 yours. Meanwhile, UK workers worked for 1,700 hours. During the following sixteen years, Japanese workers cut back on hours, and in 2016, Japan and the UK are comparable, at around 1,700 hours per year. US workers still work for 1,800 hours. France and Germany continue to reduce their hours worked, now putting in fewer than 1,500 hours in France and fewer than 1,400 hours in Germany. Workers in South Korea worked more than 2,200 hours in 2000, and still put in around 2,100 hours in 2016.
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Figure 10.5

Average annual hours actually worked per worker (excluding self-employed).

Source: OECD.



When Japan was still growing at 8–10 percent, the total hours worked exceeded 2,000 hours, just like South Korea in the 2010s. Figure 10.6 shows a longer time series for Japanese hours worked, with a breakdown between regular working hours and overtime hours. Each employer set regular working hours, but the number of hours cannot exceed the limit set by the Labor Standards Act. Any hours worked beyond the regular number are counted as overtime. Both regular working hours and total hours have been trending downward. The downward trend reflects many changes that occurred over the fifty years. The most important change was the Labor Standards Act reform of 1988, which reduced the legal maximum working hours from forty-eight hours (six days × eight hours/day) to forty hours (five days × eight hours/day). Prior to 1988, many Japanese workers used to work a half-day on Saturday. Employers, especially small and medium-sized firms, were allowed to reduce the regular working hours gradually. Many Japanese workers, thus, started to take every other Saturday off. The forty-hour legal maximum was enforced after the Labor Standards Act reform of 1994, and Japanese workers were not required to work at all on Saturday. With a longer time series, Kuroda (2010) shows that both policy changes to increase the number of holidays (such as increasing national holidays and reforms of the Labor Standards Act) and the long economic stagnation in the 1990s and 2000s put an end to the once-infamous long working hours of Japanese workers. Overtime hours do not have an obvious time trend and seem to fluctuate according to business cycles. Overtime hours increase during booms/expansions (in the 1980s and the mid-2000s, for example) and fall during recessions (1998 and 2009, for example).
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Figure 10.6

Annual working hours: total, regular, and overtime (fiscal year).

Source: Ministry of Health, Labour, and Welfare, Japan (2017).

Note: Regular workers, enterprises with 30 or more workers.



Japanese labor unions used to be very powerful. In the 1960s, many strikes disrupted work and services. However, in the 1980s and 1990s, labor disputes became much rarer.3 The weakening of labor unions was not unique to Japan. A similar trend can be found in the US. Figure 10.7 shows the number of worker-days that were lost due to labor disputes in Japan, the US, Germany, and France from 1990 to 2015. The graph shows that Japan has much harmonious unions in the 1990s and 2000s.
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Figure 10.7

International comparison of days lost due to labor disputes over twenty-five years.

Sources: ILOSTAT; Ministry of Health, Labour, and Welfare, Japan.

Note: Lost days are calculated in the formula of one day equals eight hours.





10.3 Traditional, Stylized Facts of the Japanese Labor Market


10.3.1 Seven Characteristics

As noted at the beginning of this chapter, the Japanese labor market has been famous for its unique features. Workers tend to stay at the same company for a long time, climbing up a promotion ladder in an orderly, slow way. Wages (or salaries) increased by age, in addition to overall increases in labor productivity. More formally, in the research literature, seven features that have characterized the Japanese labor market have been pointed out. These features were most prominent from the 1950s through the 1980s, but they started to fade in the 1990s:


	Lifetime employment system: Even in a period of business difficulty, firms agree not to lay off or fire workers, and workers pledge an almost unlimited degree of loyalty to their employers. Workers neither quit nor refuse any job assignment. Thus, a firm-worker relationship lasts for the occupational lifetime of the worker. This relationship is entirely implicit, without a formal contract. Workers are hired with the understanding of indefinite tenure. In contrast, those who work for term jobs are put on contracts with explicit time limits. They are often called nonregular workers. Although lifetime employment is not a formal contract, it is often upheld in court. Japanese courts typically judged the discharge of lifetime workers as abuse of the right of dismissal on the part of the employers. Not all workers in Japan are covered by lifetime employment, but the employment of the majority of male workers in large firms conforms to this idea.

	Seniority wages and promotion: Promotions and wage increases in Japanese firms depend on length of service to the company rather than on individual merit. Among lifetime employment workers, supervisors are most likely older than subordinates. It is very unusual for middle-management job openings in large companies to be filled with persons from other firms, although the frequency of such cases is increasing.

	Enterprise-based labor unions: Japanese unions are typically organized within each firm across different job specifications. It is often argued that enterprise unions are more cooperative with management than are trade unions. This feature may explain the low incidences of labor disputes in Japan (recall figure 10.4).

	Skill formation system: Acquisition of skills is encouraged for both white- and blue-collar workers, and firms provide extensive on-the-job training.

	White-collarization of blue-collar workers: In a typical manufacturing firm, blue-collar workers are treated more like white-collar workers. Blue-collar workers are paid salaries rather than hourly wages.4 The gap in salaries between blue- and white-collar workers is small, and they belong to the same union and eat in the same cafeteria. Blue-collar workers also receive extensive on-the-job training in a variety of skills.

	Bonuses: Regular employees of almost all Japanese firms receive bonuses twice a year. These bonuses usually amount to 15–30 percent of the employee’s annual income.

	Shuntō (the spring offensive): Every spring (March–May), almost all major labor negotiations are done at the same time. This is a sharp contrast to other economies such as the United States, where many labor contracts extend beyond a year and negotiations of different companies take place at different times.



The stylized features of the traditional Japanese labor market are contrasted with those of the Anglo-Saxon labor market shown in table 10.2. It should be noted that the comparison is much simplified, and there are many exceptions. Moreover, the Japanese labor market has changed, and some of these features are no longer prominent. The rest of this section examines each of these characteristics, discusses their economic implications, and describes changes over time.





	
Table 10.2





	
Stylized facts: Conventional wisdom





	
Japan


	
	
United States





	
Lifetime employment


	
	
Frequent job changes





	
Seniority wages


	
	
One job, one wage





	
Job rotation and multifunctional workers


	
	
Promotion in line and single-function workers





	
On-the-job and in-house training; firm-specific human capital


	
	
Human capital transferable across firms





	
Bonus system widespread


	
	
Bonuses only for executives





	
Enterprise unions


	
	
Labor unions across firms





	
Annual, synchronized contracts [shunto]


	
	
Multiyear staggered contracts





	
Stable employment (low unemployment rate)


	
	
Frequent layoffs (high and volatile unemployment rate)





	
Flexible compensation


	
	
Inflexible compensation





	
Large severance payments at retirement for all. Corporate pensions rare.


	
	
No severance payments other than for top executives. Corporate pensions common.





	
Source: Adapted from “Editors’ Introduction” to a conference issue of the Journal of the Japanese and International Economics, vol. 3, no. 4, December 1989.










10.3.2 Lifetime Employment

Lifetime employment and the seniority wages are the two features most often cited in the literature as unique aspects of the Japanese labor market. It is important to recognize that these two features are closely connected. They can be also regarded as a rationally chosen equilibrium between companies and workers.

There is now a consensus among researchers that lifetime employment and the seniority wage system are not legacies of feudal Japan. It was not until the end of World War II that many regular workers obtained implicit promises of job security. Seniority wages were observed for some firms in booming industries around the time of World War I, in an effort to prevent skilled workers from quitting their jobs, but it spread to other industries only under heavy government control during World War II, when the government based its ideal wage structure on the practice in the major industries.5

Lifetime employment is not literally true, as workers do not stay in their firms for their entire lifetimes.6 Almost all companies set a mandatory retirement age, after which many workers seek a second form of employment (typically with help from their original companies).7 Moreover, the seniority wage system, which provides an important incentive for workers to stay at the same company, is not unique to Japan. As has been shown, white-collar workers in many countries other than Japan also see workers’ earnings increase as they get older, partially reflecting the increase in productivity through human capital accumulation.8

Thus, an appropriate question is whether Japanese labor relations are closer to a steadier attachment of workers to their companies than in other advanced countries, such as the United States. There are at least two ways to confirm this. First, the average tenure is longer in Japan compared to the US for the same age. Second, for the same age group of people, the retention rate for the next fifteen years is higher in Japan than in the US. Many studies have asked this question. The first seminal paper was Hashimoto and Raisian (1985), which compared Japanese workers to American workers. If workers stay in the same companies longer in Japan, then we expect their average length of service at the same company to be longer for Japanese workers than for American workers. Further, this should be true for all age groups. Kato (2001) updated Hashimoto and Raisian (1985) and did more studies on Japanese data. Kambayashi and Kato (2017) showed a comparative study using long-term data between Japan and the United States.

Hashimoto and Raisian (1985) show that the long tenure in Japan was indeed the case. As table 10.3 panel A clearly shows, Japan has a higher proportion of male workers with job tenures of ten to twenty years, and more than twenty years, for every age bracket. This is strong evidence for the lifetime employment in Japan.



Table 10.3

Distribution of job tenure of male workers in Japan and the United States
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A similar table of tenure can be constructed from the official data sources of Japan and the United States for more recent periods. Table 10.3 panel B shows the average (or median) tenure (i.e., length of service in the same firm) for men in a particular age group in the two countries. It shows that the tenure is longer for ages above 35 years old. Although age brackets are different between the two countries, for each age bracket, the average tenure in Japan is longer than in the US. For example, 70 percent of US workers in the age bracket 35–43 have less than ten years of tenure, while a majority of Japanese workers have tenure of more than ten years. For the age bracket of 45–54, the majority of US workers still have less than ten years of tenure, while a majority of Japanese workers have more than twenty years of tenure. For US workers aged 55–64, 30 percent of them have more than twenty years of tenure. For Japanese workers aged 55–59, close to 60 percent of workers have more than twenty years of tenure. For Japanese workers aged 60–64, the proportion of workers that have tenure of twenty years or more falls to 41 percent. This probably reflects the fact that many firms still have mandatory retirement at age 60.

Hashimoto and Raisian (1985) also calculate the fifteen-year retention rate, which is defined as the probability that a worker will be holding the same job fifteen years from now. Using the data for Japan in 1962 and 1977 and for the United States in 1963 and 1978, they compared the fifteen-year retention rates for two countries for different age groups. The fifteen-year retention rate for a Japanese worker is higher than that for a US worker in the same age bracket and with similar experience. For example, the typical male worker aged between 25 and 34 and a job tenure of five years or more in 1962 will stay in the same firm after fifteen years (i.e., in 1977) with a probability of 73.0 percent in Japan, compared to 47.3 percent in the US.

One may suspect that the lifetime employment system was weakened during the Lost Two Decades of low growth. Kambayashi and Kato (2017) calculated the ten-year retention rates for four periods: 1982–1992, 1987–1997, 1992–2001, and 1997–2007 for Japan and 1981–1991, 1987–1997, 1991–2001, and 1996–2006 for the US. To concentrate in regular workers in Japan, or core workers in the US, those with job experiences of five years or more are examined. Results are shown for “Male Core Employees” (figure 10.8A) and “Male Midcarrier Hires” (figure 10.8B). Several features stand out. First, Japanese retention rates are universally higher than the respective US counterparts. Second, for Male Core workers, there is no evidence that the retention rate became lower during the low-growth period of the 1990s and 2000s, particularly after the banking crisis of 1997. Third, the retention rate of midcareer hires has declined in Japan by about 10 percentage points in the most recent period (1997–2007). According to Kambayashi and Kato (2017), lifetime employment for core workers is still alive and well in Japan.
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Figure 10.8

Changes in ten-year job retention rates for Male Core Employees (A) and Midcareer Hires (B) in Japan and the US over the last twenty-five years.

Source: Kambayashi and Kato (2017).

Note: To focus on the private sector, government employees are excluded.



Combining the evidence that we have examined, lifetime employment seems to be intact in Japan for those workers lucky enough to be hired as regular (core) workers upon graduation from college. Kato (2001) also arrives at the same conclusion (i.e., lifetime employment has been sustained even after the major shock of the 1997–1998 crisis).



10.3.3 Seniority Wages

Workers in a lifetime-employment arrangement enjoy salary increases that come almost automatically as their tenures (or almost equivalently ages) increase. The age-earnings profile has an upward slope. It is a safe bet that older workers are paid higher salaries than younger workers. Figure 10.9 shows that the age-earning profile for the average worker (panel A is for male workers and panel B is for female workers). Each panel shows three profiles for different levels of education: college or a postgraduate degree, junior college or vocational school, and high-school diploma. The profile is steepest for male college graduates. Wages more than double from age 20–24 to age 50–54, while they just double in the same thirty-year span for vocationally trained male and female college graduates.
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Figure 10.9

Wages by education, gender, and age.

Source: Basic Survey on Wage Structure, 2017.



Testing whether seniority wages exist is a little bit more complicated than just plotting the age-earnings profiles, however, because wages may also depend on many factors that have nothing to do with tenure but are still correlated with tenure. For example, as workers stay in the same firm, workers may add to their human capital by accumulating knowledge and skills. Then, even if seniority alone does not increase wages, we would find that wages increase with tenure, reflecting human capital accumulation. Thus, we need to control for human capital accumulation and other factors that are merely correlated with seniority.

Moreover, the composition of employment varies for different age groups. This creates a problem when we estimate the age-earnings profile from cross-sectional data. For example, more young workers are in relatively low wage industries than old workers. Thus, we find that the average wage for the young is less than the average wage for the old, and conclude that the age-earning profile is positively sloped, even if the young and the old in the same industry are paid exactly the same. One needs to see if a positive relationship between tenure and salary is still observed after controlling for all the other factors that influence wages and salaries.9

One may wonder whether lifetime employment and seniority wages have an economic rationale or are just a cultural legacy. The consensus view, at least among economists, is that they indeed bring economic benefits to both firms and workers.

There are three important economic implications of lifetime employment and seniority wages. First, lifetime employment allows a company to invest in the training of workers without worrying about losing workers to competitors. The firm may also focus on training for firm-specific skills, which strengthens the lifetime employment system. In the 1950s through the end of the 1980s, many Japanese companies were growing, both in terms of sales and employment. As companies were becoming larger every year, it was not too difficult for the firms to continue employing people with a wide range of talents and performances.

Second, seniority wages enforce lifetime employment. Because workers expect to receive a large portion of their lifetime income after substantial years of tenure, they are motivated to work longer at their current companies.

Third, keeping the lifetime employment system over business cycles requires firms to administer flexible job assignments, as well as having workers comply. Thus, many Japanese firms employ job rotations in the early careers of workers to train them for different tasks in the firm’s business. For example, when sales of automobiles declined in the mid-1980s, Nissan sent its workers from idle production lines to dealers in order to help promote sales. And when the Japanese steel industry began to decline in the mid-1980s, Japan Steel, the nation’s biggest steel mill, began diversifying by creating biotechnology divisions.

Even though lifetime employment and seniority wages make sense in the long run since they encourage both workers and employers to stress firm-specific skill accumulation, they make temporary layoffs difficult and may reduce the capacity to cope with short-run business fluctuations. To alleviate the problem caused by temporary negative demand shocks, Japanese firms typically use one or more of the following three strategies: First, they can move the workers from segments suffering from reduced demand to those segments that can use more workers. Second, firms can adjust overtime work. Third, firms typically pay bonuses to all their regular employees, and bonuses can be cut during downturns without hard negotiations with employees.

In the short run, these measures work to protect employment. If a recession is prolonged, however, firms are forced to make additional efforts to protect the lifetime employment system including hiring freeze of new workers. As we will see in the section entitled “Youth Unemployment,” later in this chapter, Genda (2003) finds that this was exactly what happened in Japan in the 1990s: Young workers’ employment opportunities were hurt in order to protect the employment of older, regular workers. Thus, protecting the jobs of current workers can reduce overall employment in the long run because firms become reluctant to hire new workers even in a boom, when they know that it would be difficult to fire those workers when the economy cools down.

The effect of employment protection to reduce employment was pointed out and confirmed for Europe and the US in the 1980s by several economists, including Bentolila and Bertola (1990) and Lazear (1990). Such a problem was not obvious for Japan’s lifetime employment system when the economy was generally expanding, without any prolonged recessions. The situation started to change in the 1990s.

Several firms in Japan that were experiencing lengthy stagnation got into unprecedentedly serious troubles and had to abandon their commitment of lifetime employment. The case for Nissan in the 1990s is an obvious example. Unlike its crisis in the 1980s, Nissan could not survive by just relocating workers within the company. Eventually, it accepted capital injection from, and became a subsidiary (36.8 percent ownership in 1999) of, Renault. Carlos Ghosn, sent from Renault to be the chief operating officer of Nissan, closed factories, cut the workforce through early retirement, and sold Nissan’s assets. A large investment from Renault to modernize factories and make production platforms common with Renault revived Nissan. This episode showed that the Japanese labor market had clearly changed. First, the workforce can be cut despite the serious consequences for increasing unemployment (at least temporarily). Second, if your company is struggling, your new boss may not be Japanese.

In the 2000s, many firms reduced the number of regular workers with implicit lifetime employment and increased the number of nonregular workers, including part-time workers, term-contract workers, dispatched workers (haken), and others. With increased uncertainty in business conditions, firms have become reluctant to commit to having a large workforce on a permanent basis.



10.3.4 Enterprise Unions

Many Japanese firms have unions that cover both white- and blue-collar workers. National organizations are often based on industry type (e.g., the metal industry) rather than on specific jobs.10 In terms of decision-making authority, Japanese unions are much like American unions. The local units at the firm level, like locals in the United States, have strong decision-making powers. In the United States, the Ford and Chrysler units of the United Auto Workers (UAW) can negotiate different contracts. In Japan, a union at an industry level meets with a team of management negotiators of the industry, and a guideline is set, but the final decisions are made at the firm level and can vary across firms. For example, the electronic machinery manufacturing workers’ unions collectively negotiate with management and sets the standards that should be applied to labor negotiations at the firm level, but the details vary from one firm to another, reflecting differences in corporate performance. In fact, Japanese and American unions are at one extreme, which gives most power to the locals, while the European and Scandinavian unions are at the other extreme. In some European countries, strong central unions negotiate national contracts that bind local unions.

Both Japan and the United States have experienced sharp, across-the-board declines in union density (i.e., rate of union membership among workers). Between 1975 and 1986, union density declined from 25 percent to 17 percent in the United States, and from 35 percent to 28 percent in Japan. During the following twenty-four years, the density rate further dropped, to 11 percent in the US and 18 percent in Japan.11

The relationship between labor unions and management in Japan has been very harmonious for more than thirty years now, but before that, there were frequent strikes and lockouts in major industries. The incidence of labor disputes was high, and violent tactics were often used. Moreover, the labor movement was strongly influenced by Marxist ideology. Some labor disputes were framed in terms of the class struggle and went beyond questions of wage increases and of improved working conditions. Figure 10.10 shows two indicators of labor disputes (the number of cases and the total participating workers) from 1946 to 2015. The number of cases and participants of labor disputes gradually increased from 1946 to 1973. The increase reflected the demand for better compensation when the economy was expanding rapidly. It also contained a political tilt toward the socialist policy agenda. Following a peak of labor disputes around the first oil crisis, 1973–1974, in which Japan experienced high inflation and negative growth, the momentum for labor unions started to wane. In 1975, labor unions sought to make it legal for public-sector unions to go on strike, but they failed to achieve this goal. Labor relations gradually started to become less contentious.
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Figure 10.10

Labor disputes, cases, and participants.

Source: Ministry of Health, Labour and Welfare, Labor Dispute Statistics.



Another measure of the strength of unions is the coverage of unions among all employees. The union organization rate is defined as the ratio of union members to all employees. Figure 10.11 shows the time series from 1947 to 2015 for the number of union members, the number of all employees, and the union organization rate. The organization rate was steady, at around 35 percent, from the mid-1950s to mid-1970s. Both the number of employees and the number of union members rose rapidly, but the ratio stayed stable. The union organization rate started to decline in the late 1990s and continued to decline; by the mid-2010s, it had dropped below 18 percent. The decline was in part the result of an increase in nonorganized labor, especially part-time workers, and in part due to the loss of interest in labor unions.
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Figure 10.11

Union organization rates, 1947–2017.

Source: Ministry of Health, Labour and Welfare, Basic Survey of Labor Unions.



The Japanese labor movement went through a major transformation in 1987–1989. Before that time, there were four major national labor organizations. For more than thirty-five years, the Sōhyō dominated the labor movement in Japan, counting a third of organized workers as its members. The Dōmei had 17 percent, the Churitsu Roren had 13 percent, the Shinsanbetsu had 1 percent, and other, smaller units had the rest. The Sōhyō’s member-unions spread throughout the private and public sectors. The leftist faction of the Sōhyō was very supportive of the Communist Party, while the majority supported the Socialist Party. Meanwhile, Domei supported the Democratic Socialist Party.

In 1987, the four large unions decided to form a one large, umbrella union. With some transition, one large union called Japanese Trade Union Confederation, or commonly known as Rengo (meaning coalition), was formed in November 1989.12 The Rengo initially had 8 million workers (two-thirds of organized workers) as members at the time of formation. Over time, Rengo saw its membership declined gradually, though its share of organized workers stayed roughly the same. In 2016, Rengo had 6.9 million members, which represented 70 percent of organized workers.13



10.3.5 Skill Formation and White-Collarization of Blue-Collar Workers

As was discussed previously, the lifetime employment system allows firms to invest in workers without worrying about losing them to competitors. Many Japanese firms take advantage of this and stress the importance of skill formation of their workers. Japanese companies encourage the workers to acquire skills mostly through on-the-job training (OJT).

Koike (1994) argues that Japanese workers are expected to acquire wide and deep skills. The width of skills concerns the range of usual operations that a worker can handle. Japanese workers typically rotate among many types of jobs so that they can handle many different tasks. Such wide skills become essential when companies try to maintain lifetime employment over business cycles by reassigning workers to different jobs.

It is sometimes said that in Japan, a generalist is valued more than a specialist. The value of an employee is often measured by how many different sections of the company he or she has trained in and how well he or she understands the connections among these positions. These skills are also firm-specific, which reinforces the lifetime employment arrangement.14 A Japanese firm rarely, unless pressed by urgent needs, hires ready-made specialists into regular positions in the middle of the promotion ladder.


Box 10.2

Labor Unions


One of the biggest impacts on labor unions in Japan in the 1980s was privatization and dividing into regional companies of the Japanese National Railways (JNR) in April 1987. After decades of effort to reduce debts and raise the productivity of this deficit-prone public agency, political forces were amassed and led by Prime Minister Yasuhiro Nakasone to bring about radical reform. Privatizing and division by region of the national entity of the railway were recommended by the special committee and carried out by the LDP-led government. There was strong opposition from the opposition parties, led by socialists, and even within LDP itself.

One of the important elements of privatization was to shed one-third of the workforce from new railway companies. Several labor unions had existed within the JNR before privatization. The largest was Kokuro, a part of Sōhyō, which fought to gain the right to strike, even though the agency was public. Kokuro opposed privatization, but other unions were more cooperative with the government in return for a guarantee that jobs would be kept in new companies or subsidiaries. Kokuro lost a large number of members and a good deal of its political influence through the privatization process and eventual privatization of the national railway. Its privatization and division into regional companies in April 1987 was the key date of the declining influence of organized labor in Japan.

Rengo established its own political party and successfully sent eleven members to the House of Councilors in the election of 1989. The success was only temporary, however, and Rengo lost all its seats in the next House of Councilors election of 1992. Rengo was disbanded as a political party in 1995, and it started to support the DPJ, which was formed in 1996.





Depth of skills means the ability to conduct unusual operations. Japanese blue-collar workers are expected to identify and fix most problems that happen on the job floor. Because unusual problems cannot be anticipated in advance, workers need to acquire deep skills only through OJT.

Koike (1994) points out that seniority wages and promotions are designed to encourage skill formation. Tenure is not the only factor that determines wages and promotions. The company often requires workers to attain a certain skill level in order to be promoted to a higher pay scale. Many companies also have a job rotation system to let workers experience many jobs, especially when they are young, as previously noted. Shukkō is another mechanism to widen the skills of workers. Under the shukkō arrangement, a worker is sent to another company, where she or he takes a full-time job for a couple of years, and then the worker returns to the original company with a wider skill.

In the United States, if such human capital investment is provided by a company, the worker may (and often does) decide to change jobs. The worker’s implicit commitment not to quit in the lifetime employment arrangement is what makes Japanese firms willing to pay for training costs. To have workers acquire wide and deep skills, Japanese companies have them invest in various skills early in their careers at company expense. These human capital investments pay off later in the workers’ careers.

Extensive OJT is not limited to white-collar workers. Blue-collar workers also receive a wide range of OJT and are also involved in job rotation and shukkō arrangements to subsidiaries and affiliated companies. In fact, Japanese blue-collar workers are a lot like Japanese white-collar workers in many respects. Kazuo Koike (1994) termed this the “white-collarization” of blue-collar workers. The age-earnings profile is steep not only for white-collar workers, but also for blue-collar workers. Labor unions are usually enterprise based, and both white- and blue-collar workers belong to the same union.

White-collarization of blue-collar workers brings certain economic benefits to corporations. For example, blue-collar workers having deep skills means that some problems on the production line can be fixed by workers themselves, without relying on engineers. This leads to less downtime in production and increased output. However, extending seniority wages and lifetime employment to production workers can create problems, especially in downturns. The lifetime employment system makes it difficult for the firms to adjust their labor force when they are hit by a large negative shock.


Box 10.3

Where Have All the MBAs Gone?


At the height of the Japanese bubble in the second half of the 1980s, cash-rich Japanese companies sent their high-caliber employees to US business schools to get master of business administration (MBA) degrees. At the top business schools, close to 10 percent of students were Japanese, who were sent by their companies with all expenses paid. Where have all those MBAs gone? Many of them quit in several years, if not immediately, after returning to their original companies. Companies tried to reintegrate the returned MBAs into the Japanese career paths that emphasize all-round job experience, and then sent them to local branches. This was to put MBAs into a mold of traditional managers who know about all the domestic operations, which top executives thought was a sound approach. However, MBAs felt that their special knowledge and experience in the US business schools were not valued in their company, and they looked for more exciting jobs, often in foreign companies. For instance, many Japanese bank employees with MBAs quit to join foreign financial institutions.





Wide skills certainly help because firms can try to cope with the problem by job reassignment. If the shock is sufficiently large and persistent, however, they need to adjust the number of workers. Given the practice of lifetime employment and the focus on skill formation, the cost of labor adjustment in Japan tends to concentrate on two groups of workers. First, young workers who newly enter the job market suffer most because many companies try to adjust the labor force only through natural attrition and hiring freezes. The other group that can be vulnerable is very old workers. Their skill acquisition is likely to have slowed, but their salaries are high because of seniority wages.



10.3.6 Bonuses and the Share Economy

Compensations to full-time workers have three components: base salary, overtime pay, and bonuses. The paying of bonuses to almost all full-time workers—both white- and blue-collar workers—is one of the distinctive features of the Japanese labor market. This practice has not faded at all, unlike lifetime employment, which seems to have weakened recently. Many workers in Japan receive bonuses twice a year: the first in June or July, and the second, which is usually larger than the first, in December. While bonuses are usually limited to top executives in the United States, rookies as well as top executives receive bonuses in Japan. The two annual bonus payments add up to the equivalent of three to five months’ regular pay at large firms. Bonus income, as a fraction of total income, tends to be greater for workers in big firms and for workers with longer tenure in a firm.

Several interesting questions arise with respect to the bonus system. Why is part of annual compensation paid in a lump-sum fashion? Is the bonus a disguised wage, or a device to make labor compensation more flexible? If bonuses are flexible, how do they respond to various shocks? Is the bonus system good for macroeconomic performance? We examine these questions next.

First, although some part of bonuses amounts to disguised wages, in that they will be paid no matter what, some part is based on the firm’s performance and on the employee’s performance. Figure 10.12A shows the time series of the ratio of bonuses to monthly salary for male workers, ages 40–44, in the manufacturing sector. The unit is months of salary. This ratio stayed stable throughout the 1980s. The downward trend started in the mid-1990s. There was a sharp drop in 2010 in the wake of the global financial crisis. The movement of the bonus ratio is very similar for college graduates and high school graduates, although the level is higher for college graduates. For college graduates, the bonus ratio used to be around 5 in the 1980s; and then it declined to about 4 by the mid-2010s. The fluctuation of the bonus ratio (around the trend) is negatively correlated with the unemployment rate. When the unemployment rises, as in 1997–2003 and 2009–2010, the bonus ratio goes down. When economic boom reduces the unemployment rate, as in 2003–2007 and 2012–16, the bonus ratio goes up. Then observed negative correlation is consistent with a hypothesis that the bonus is used as a buffer to limit the adjustment of employment, namely the firm can reduce bonuses instead of laying off workers, when the businesses suffer a serious negative shock.
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Figure 10.12

Bonus and overtime pay.

Source: Basic Survey of Wage Structure and Labor Force Survey.



Adjustment of overtime work is another mechanism that limits the volatility of employment over a business cycle. By reducing hours of overtime work, the firm can lower wage costs and avoid laying off or firing workers. In a sense, this is a burden-sharing mechanism among workers. Figure 10.12B shows the ratio of overtime pay to base salary for male workers, ages 40–44, in manufacturing. The overtime ratio is much higher for high-school graduates then for college graduates. The overtime ratio of college graduates shows an upward trend. The fluctuation around the trend shows a negative correlation with the unemployment rate. A sharp rise in the unemployment rate in 2010 coincides with a sudden decline in the overtime rate, both among college graduates and high-school graduates. This is consistent with the hypothesis that overtime is a buffer such that a decline in demand is partly absorbed by a decline in overtime work.

The experience of the late 1990s shows that adjusting bonuses and overtime was insufficient to cope with prolonged economic downturns, as Kuroda and Yamamoto (2003a, 2003b, 2005, 2014) find. Many companies cut the amount of bonuses and overtime in order to maintain the level of employment. By 1998, however, they started to cut base wages, but even that was not enough to restore firms’ profitability. Finally, many firms started to reduce their employment, and the unemployment rate started to soar.

Table 10.4 shows how the bonus/salary ratio varies among workers in all industries and just manufacturing, across firms of different sizes in 2018. The table shows that workers in large firms enjoy larger bonuses both in absolute level and relative to regular monthly salaries. Workers in small firms receive summer bonuses equivalent to 1.16 months’ salary and end-of-year bonuses equivalent to 1.22 months’ salary, but their counterparts in large firms receive 1.94 and 1.96 times their regular salary for summer and end-of-year bonuses, respectively. The difference is more pronounced for manufacturing industries, where workers at large firms received about five times their regular monthly salary as their two bonuses.



Table 10.4

Bonuses and bonus/salary ratio (2018)
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There are at least three strands of thought regarding the function of bonuses in the Japanese labor market: cultural and historical explanations, disguised-wage explanations, and profit-sharing explanations.

One view is that bonuses are a cultural legacy of feudal institutions: a paternalistic exhibition of goodwill by a lord (company) toward samurai (workers). According to this hypothesis, the amount of the bonus is determined mainly by the discretion of the employer, who paternalistically hands out additional payments when it is capable and willing. Similar to cultural explanations of other practices in the Japanese labor market such as lifetime employment, it is unlikely to explain today’s bonus system. Bonuses were originally introduced during the 1930s to reward skilled workers in certain industries, and they spread to workers in all industries through the wartime planned economy and in the postwar years. The weight of bonuses in annual compensation increased throughout the 1950s and 1960s. It is hard to imagine that cultural traditions became stronger and stronger in those decades. Then the bonus ratio declined in parallel with macroeconomic conditions in the 1990s and 2000s. This fact suggests that economic conditions, rather than cultural conditions, explain the movement of bonuses.

Another view is that bonuses are merely disguised wages. Those who subscribe to this view emphasize that the approximate size of a bonus is negotiated in Shunto (the annual spring contract renegotiation) at the same time as wages are negotiated. Bonuses are also fully expected at the time of receipt by both employers and workers. For government officials, the bonus scale is as rigid as the wage scale. Some argue that bonuses are disguised merit pay. Since the seniority wage system determines the level of wages according to a worker’s length of service in the company, the bonus takes the place of what would be a merit increase. This view does not explain why the Japanese labor market had to invent a special institution to give fair compensation to its workers, however. Moreover, even if bonuses compensate for unexpected profits or special individual merit in a manner equivalent to annual adjustments in wages, they permit considerable additional year-to-year flexibility. When profits return to normal after a surprisingly profitable year, bonuses can be adjusted downward without major conflict; wages generally cannot. As for the merit increase function, casual observation suggests that compensation variation within the same seniority class is not as large as one would expect.

The third argument is that bonuses perform the role of profit-sharing (Weitzman 1985), with the amount of the bonus linked to how much profit the firm earns in a year. Theoretically, by sharing some profits, a firm can provide its workers with an incentive to work harder, and it does not have to lay off workers when profits are down.

Weitzman (1985) argued that the bonus system in Japan is the closest thing to the “share economy” (Weitzman, 1984). To support the argument, he examined the correlation between bonuses and profits at various aggregate levels. Weitzman (1986) showed that aggregate bonuses are correlated with aggregate profits. His analysis shows that for all industries in postwar Japan, when profits increase by 10 percent, the growth rate of bonuses increases by 1.4 percent.

In a more careful study on the extent of the response of bonuses to corporate profits and value added by sector, Freeman and Weitzman (1987) found that bonuses are much more sensitive to profits than are wages, both in the aggregate and in each industrial sector. Thus, some unexpected profits are distributed as bonuses to workers. Firms seem to engage in profit sharing. They concluded that this profit-sharing is at least partly responsible for Japan’s robust growth and stable employment, which impressed many observers in the 1980s.

According to the share economy interpretation, the reason that the bonus system contributes to stable employment is clear. The existence of bonuses increases the flexibility of labor compensation. Bonuses are much easier to increase or decrease on short notice, and a decreased bonus carries less stigma than a decrease in wages. Thus, bonuses are less likely to exhibit downward rigidity found for wages. The flexibility in labor costs may prevent firms from having to lay off workers when they face temporary adverse shocks.

Another aspect of bonuses is that, because a substantial part of compensation is tied to the company’s profits, workers are willing to put in overtime if necessary, as well as to put more effort into their work. In other words, the bonus system as a profit-sharing device will help promote a cooperative relationship between a firm and its workers.

Profit-sharing through bonuses also reduced layoffs during recession. When the profit is unexpectedly low, firms with rigid wage contracts may need to lay off some workers. With profit-sharing, however, low profits reduce the payments for workers, and because of this saving, firms may not need to lay off many workers.


Box 10.4

Share Economy


Weitzman (1984) provides a simple mathematical model to make the point about a share economy. Suppose that a profit-maximizing firm, with production function F(L) and product price p, decides how many workers to hire. Under a fixed-wage contract, the number of workers is determined by the point at which the marginal product is equal to the wage: pF′(L) = w, where F’ denotes the derivative. Suppose now that workers are paid a base wage, z, that is less than the wage, w, plus a constant proportion, s, of gross profit, s(pF(L) − zL), so that the total payment is equal to the amount under the wage contract:

wL = s(pF(L) − zL) + zL.

The present worker is indifferent to the new institution. But under the profit-sharing contract, management has the incentive to hire more workers because additional revenues are larger than the base wage:

pF′(L) = w > z.

Thus, the company has a strong incentive to expand employment.





There is yet another dimension to the role of bonuses in macroeconomic performance. A large portion of bonuses are, at least temporarily, steered into saving instead of consumption of workers. The permanent-income hypothesis of consumption predicts that transitory income will be spent on consumption to a lesser extent than permanent income. As bonuses have increased relative to annual compensation, the saving rate seems to have increased. This argument was examined by Ishikawa and Ueda (1984).



10.3.7 Shunto (Spring Offensive)

Most major labor contract negotiations in Japan are concentrated in the spring (roughly from March to May). All contracts are renegotiated annually, whereas in the United States, major multiyear contracts are negotiated throughout the year.

Every year around February, Japanese labor unions issue their demands for the forthcoming contract negotiations. During the rapid economic growth period, the central issue was the amount of annual salary increases, but from the 1980s on, shunto negotiations started to deal with other issues, such as working conditions and working hours.15 More recently, the labor unions have started to put even more diverse topics on the agenda for shunto negotiations, including work-life balance and inclusion of nonstandard workers.

Powerful unions (the railway workers and the federation of steel workers in early years, and metal workers’ unions later) typically led the labor side in the negotiations, but after the creation of Rengo, Rengo has represented the labor side of major private-sector companies. A smaller federation named Zenroren (created in 1989) is also involved in shunto, but they mostly represent public-sector workers and workers at small firms.

The management side also coordinates in a federation. Until the early 2000s, the management side was represented by Nikkeiren, which was created by a group of large firms to deal with labor relations. In 2002, Nikkeiren merged with Keidanren, which was originally created by large firms to make policy proposals, because the memberships of the two groups were almost identical. Currently, Keidanren represents the management side of large companies in shunto negotiations.

Negotiations are carried out both nationally (for a specific industry) and at the local (firm) level. At the national level, common, marketwide issues, such as average wage increases and number of paid vacation days, are discussed. At the individual-firm level, detailed wage increases and other firm specific issues are discussed. Some firms settle negotiations easily by giving exactly what the unions demand, and others enter prolonged negotiations, but either way, most firms and unions settle their negotiations by the end of May.

Annual and synchronized contract negotiations in shunto can make wage adjustments more flexible in Japan than in other countries. Taylor (1980) and Fischer (1977) point out that when wage-contract negotiations are staggered, a union’s demands depend on what other unions have negotiated in the recent past, as well as on the union’s expectations of what other unions will do in the coming months. In this environment, rapid adjustments may be impeded, since a union becomes reluctant to take a wage cut, both because future cuts in other unions’ wages cannot be guaranteed and because concessions granted to other unions in recently negotiated contracts cannot be rescinded. Put differently, there is a coordination failure among the unions. With shunto, Japanese unions can avoid this problem.

A wage increase is noninflationary if it is equal to the increase in workers’ productivity. At the time of wage negotiations, however, the productivity increase over the contract horizon is not exactly known. Suppose that a union and management attempt to equate the wage increase with the expected productivity increase at the time of wage negotiations. The wage contract could become inflationary if the actual productivity increase falls short of expectations. Then, the wage increase and the productivity increase are misaligned. The fact that in the United States, many contracts extend over more than one year means that once a misalignment arises, it lingers for more than a year. In Japan, on the other hand, a misalignment can be corrected in a year. An econometric analysis of the potential misalignment between wage increase and productivity growth is found in Grossman and Haraf (1989).

Staggered contracts add another layer to the problem. Suppose that a union attempts to obtain a wage increase that is the expected average of the wage increases obtained by other unions negotiating before and after it. Taylor (1980) showed that in a staggered-contract world, the economic effects of one misalignment would persist well beyond the contract period. The reason behind this is that the unions who negotiate after a union has just set the wage too high would try not to be left behind. Put differently, if wage increase and productivity growth are misaligned in one contract, subsequent contracts also have to be misaligned to keep the standard of living for the workers intact. This process continues well after the expiration of the contracts because by the time the union that made the original misalignment comes around to renegotiating its contract, all the other unions that negotiated during the contract length of this union have copied the misalignment, so the new contract will also be out of line. All the unions need to act collectively, or else some policy intervention is necessary, to undo misalignments in this staggered-contracts environment.

With the synchronized contracts, all contracts can be misaligned together and corrected together. Since all unions negotiate at the same time, they can coordinate their actions.

The experience of high inflation around the time of the first oil crisis provides an interesting case study of how synchronized wage contracts work. Loose monetary policy was already causing inflationary pressure in 1973. When oil prices jumped in October, high inflation took off. Mistaking this supply shock (the oil-price increase) for aggregate demand shock (monetary inflation), the labor demanded a large increase in wages in the shunto of 1974. As a result, wages increased by 26 percent, the CPI increased by 23 percent, and the economic growth rate dropped to −1.4 percent. As the oil price increase acted as an adverse technological shock (more exports were required to finance the higher import bill, so fewer goods were available for domestic consumption), the increase in nominal wages negotiated in response to the inflation was not in line with the productivity growth. Realizing what had happened, firms and unions held wages down substantially in 1975. This quick correction can be credited to flexible union leaders and synchronized contract negotiations.



Box 10.5

Life in a Large Company


The preference to work for a large company has been very strong among Japanese college graduates for several reasons. The first is job security. Even during the long economic stagnation in the 1990s and the 2000s, regular employees at large companies enjoyed more secure jobs than their counterparts in smaller companies and nonregular employees, such as part-timers. This job security can also be extended beyond retirement because large companies often help their retired employees find their second careers. Second, if one gets tired of working for a large company, one can easily move to a small one, but moving from a small company to a large company in midcareer is almost impossible. Third, wages and bonuses tend to be higher in large companies. Fourth, fringe benefits are usually better in large companies. These benefits can include rent-subsidized company housing in choice locations (rent subsidies are not taxable), allowances for commuting (not taxable), allowances for dependents (taxable), the availability of company deposit plans that yield interest rates higher than what banks offer, and company home loans (mortgages). Although many companies have been reducing these benefits during the stagnation of the 1990s and the 2000s, what employees get at large companies is still better than what they would get at smaller companies. Finally, a certain prestige comes with working for a well-known large company.








10.4 Changing Labor Practices

The features that characterize traditional Japanese labor practices, such as the lifetime employment system, seniority wages, and firm-specific training, have started to change since the early 1990s. In many ways, the changes have been slow and hard to observe.

Kato (2001) is one of the first studies of the recent changes in the lifetime employment system. Table 10.5 compares the fifteen-year retention rates for men calculated from data from 1982 and 1997. The results are compared to the fifteen-year retention rate for the 1962–1977 period calculated by Hashimoto and Raisian (1985). The fifteen-year retention rate declined from 1962–1977 to 1982–1997 in only one group (20–24 years old, with tenure greater than five years). For all the other groups, the fifteen-year retention rate increased. Thus, Japanese workers are more likely to stay in the same company, which suggests the lifetime employment system did not decline, and even became more widespread from the 1960s–1970s to the 1980s–1990s. Table 10.6 compares the fifteen-year retention rate between Japan and the US (also for men) from the early 1980s to the late 1990s. The retention rate is much higher in Japan than in the US in all age groups and all tenure periods. For example, those in age bracket 25–34 with job tenure of 5 years and longer in Japan in 1982 had a retention rate of 73.6 percent, compared to those in the US in 1983 48.1 percent. Indeed, Japanese labor practice is still closer to the lifetime employment system compared with the US.



Table 10.5

Fifteen-year job retention rates for 1982–1997: Male employees
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Table 10.6





	
Fifteen-year retention rates of male employees: Japan versus US





	
1982 (1983)


	
	
Japan (1982–1997)


	
	
US (1983–1998)





	
Age


	
	
Tenure (years)


	
	
15-Year Retention Rate (%)


	
	
15-Year Retention Rate (%)





	
15–19


	
	
0–4


	
	
39.99


	
	
4.59





	
20–24


	
	
0–4


	
	
51.08


	
	
13.92





	
	
	
5+


	
	
55.22


	
	
28.45





	
25–34


	
	
0–4


	
	
52.24


	
	
20.13





	
	
	
5+


	
	
73.64


	
	
48.14





	
35–39 (35–44)a


	
	
0–4


	
	
46.65


	
	
22.06





	
	
	
5+


	
	
78.44


	
	
52.14





	
Source: Kato (2001, table V).

a35–39 for Japan and 35–44 for the US.








Kambayashi and Kato (2012, 2017) use more recent data and find evidence that suggests the lifetime employment system may finally be changing. Table 10.7 compares the ten-year retention rate for male employees, with different age groups for the periods of 1982–1992, 1987–1997, 1992–2002, and 1997–2007. The retention rates were very similar between the period of 1982–1992 and 1987–1997 for all age groups. However, the retention rate significantly declined from 1987–1997 to 1992–2002. For young people, the retention rate continued to decline from 1992–2002 to 1997–2007. Maybe this is the beginning of the end of the tradition of lifetime employment.


Table 10.7

Ten-year job retention rates over the last twenty-five years in Japan: Male employees

[image: ]

Genda (2003) also finds suggestive evidence for changes in the lifetime employment system and seniority wages. Examining how the average tenure of male full-time employees in various age brackets changed from 1984 to 1991 and to 1998, he finds that the average tenure increased for older workers (age 45 and up) but declined for some younger workers. Thus, at least for some young cohorts, the lifetime employment system became tenuous. Genda (2003) also looked at the tenure earning profiles for male full-time employees who are college graduates for years 1984, 1991, and 1998, and find that the tenure earning profile became flatter over time, especially for younger generations.




10.5 Youth Unemployment

Figure 10.13 shows the Japanese unemployment rate from 1990 to 2016 by age group: youth (age 15–24), total (average), and the prime age bracket (45–54). The graph indicates that the unemployment rate increased during the recessions in the late 1990s to the early 2000s and in the late 2000s, especially for the young. Youth unemployment is typically higher than that of other age groups, and Japan is no exception.
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Figure 10.13

Unemployment rate by age in Japan, 1990–2016.

Source: Labor Force Survey.



We already have seen that the lifetime employment system was mostly effective (at least for the relatively old generations) during the recession of the late 1990s. This suggests the possibility that the unemployment rate for the young increased because the lifetime employment system protected the jobs of older workers. To protect the jobs of incumbent workers, many corporations stopped hiring, which reduced jobs for young people. Genda (2003) shows that this was indeed the case for Japan in the 1990s. The per-capita growth rate was negative for young cohorts (younger than 34) and very old cohorts (older than 65), but positive for workers aged between 35 and 64. The jobs for these relatively older workers were protected. Genda (2003) also carries out a regression analysis using establishment-level data and finds that those establishments with a higher percentage of employees 45 or older tend to (1) hire less, (2) fire less, (3) hire fewer new graduates, and (4) advertise fewer openings for new graduates.

Some young workers are only partially employed, in the sense that they engage only in short-term part-time jobs. They are called freeters. According to the Japanese Ministry of Health, Labour, and Welfare, freeters are defined as “young people between the ages of 15 and 34 who move from one short-term part-time job to another” (MHLW 2008, 56). In 2003, the ministry estimated that there were 2.17 million freeters. Some observers argued that freeters are the new generation of workers who voluntarily reject so-called regular jobs and careers and choose to be free from the traditional values of salarymen. The number of freeters fell to 1.7 million by 2008, however, as the Japanese economy recovered in the mid-2000s. This suggests that at least a substantial number of freeters were only taking short-term part-time jobs because stable full-time jobs were not available.

Although the overall unemployment rate for Japan remains lower than in the US and Europe, high and persistent unemployment for young workers is a serious problem. By being unable to find jobs, young workers may lose the opportunities to accumulate human capital, which is especially important in Japanese companies, which stress depth and width of skills acquired through OJT. If that happens, young workers who were not able to find jobs in a recession may become unemployable even after the economy recovers. Some of them may eventually give up and withdraw from the labor market and even society in general. One extreme form of such a withdrawal may be the Not in Employment, Education or Training (NEET) group. As of 2009, the Ministry of Health, Labour, and Welfare estimates that there are 630,000 NEET.



10.6 Working Hours of Japanese Workers

There used to be many stories about how long and hard Japanese employees work. Typical workers under lifetime commitments, the story went, worked regularly until 10 or 11 P.M. Further, workers did not take the paid holidays they are entitled to. For example, in 1987, the average Japanese worker had 15.1 paid vacation days, of which only 7.6 days were used. Many Japanese used to work until noon on at least some Saturdays. Only 7.3 percent of the 6,000 firms surveyed in September 1987 responded that they give workers all Saturdays completely off.

The situation changed drastically in the 1990s and 2000s. Japanese employees used to work four more hours (about 10 percent) per week than their American counterparts. By 2008, the weekly working hours of Japanese workers fell by more than four hours, and the hours for the American workers increased by two hours. Thus, Japanese workers today work two hours less than American workers.

The average number of paid holidays also increased, reaching 18.1 days by 2011, although many Japanese workers are still reluctant to take full advantage of them (the average use of paid holidays in 2011 was 8.9 days). Japanese workers, however, enjoy more legal holidays than any other advanced economies. As of 2012, the number of legal holidays is fifteen, up from twelve in 1987. Almost all companies now have a five-day work week.

The change has been a result of intentional efforts to reduce working hours at both private sector and the government. By late 1980s, Japanese workers and their families have started to voice concerns about long working hours. Labor unions started to demand shorter workweeks and more paid holidays during shunto negotiations. The government responded favorably to these requests. For example, in February 1989, the government took the lead, convincing financial markets and institutions to close every Saturday.



10.7 Womenomics

Traditionally, women in Japan have encountered many forms of discrimination in the workplace. Male workers were promoted on a fast track, while female workers were limited to supporting roles. Many companies had explicitly different career paths for men and women, and the human resource management based on lifetime employment and seniority wages discussed previously almost never applied to women. Generally, women were expected to quit their jobs after getting married, or when having their first child at the latest. Many women came back to the labor force after their children had grown up, but often at part-time jobs with low wages.

This resulted in the prominent M-shaped pattern of Japanese women’s labor participation, as shown in figure 10.14, panel A. Looking at the graph for 1975, for example, we see that the participation rate of Japanese women is above 60 percent for the age bracket 20–24, falls to slightly above 40 percent for ages 25–34, and then gradually goes up again for older age brackets, coming back to around 60 percent for ages 40–54. We observe a similar fall of labor participation of women in the 30–34 age bracket in the US for 1975 (panel B), but the magnitude is not as pronounced as that for Japan in the same year. Moreover, the M-shape pattern disappeared by 1985 in the US. The M-shape continued to be remarkable in Japan even in 2015 (though it was attenuated substantially).
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Figure 10.14

Labor force participation rates for Japan and the US.

Source: OECD.



Tapping on the underutilized resource of female labor to restore economic growth has been an important policy in the growth strategy of the Shinzo Abe administration, or the third arrow of Abenomics. It is understood that the advancement of women in the workplace would contribute to economic growth in at least two ways. First, having more working women obviously increases the number of workers. Women in the age brackets from 25–40 are prime workers with good job experience and still climbing the learning curve. The IMF (2012, 26) estimates, for example, that increasing Japan’s female labor participation rate to the OECD average would raise the nation’s level of GDP by 5 percent. Second, there is emerging research on the impact of gender diversity on productivity growth that suggests positive association between diversity and productivity. For example, using data from employees of a US firm, Ellison and Mullin (2014) find that offices with more equal representation of genders are more productive, although employees at offices with more skewed gender representation feel happier, find more cooperation at the office, and have higher morale.

The Abe administration has been rolling out numerous initiatives to support women’s advancement in the workforce. The Gender Equality Bureau (2017, Part II) provides a good summary of these actions, including a plan to improve the public support system for child-rearing, the government’s policy to employ and promote more women, introduction of gender diversity as a selection criterion for government procurement, promotion of women’s empowerment in the private sector, and advocacy for work-life balance to allow women (and men as well) to achieve both career and family goals.

The so-called Womenomics policy was successful, at least in increasing labor participation of women. Figure 10.15 shows the total employment for women and men from 2007 to 2017. We can clearly observe a break in the trend of female employment around the end of 2012, when the Abenomics economic policy started. During the five years that followed, the number of employed women increased by about 2 million, while male employment grew only by around 0.6 million.
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Figure 10.15

Employment by gender, 2007–2017.

Source: OECD.



Nagase (2018) conducts more careful examination of the impacts of the Womenomics policy. She finds the labor participation of married women with children younger than 9 years old significantly increased after the Abe administration started the Womenomics policy. Moreover, the gain mostly came from regular employment (rather than part time), at least for women with children younger than 6 years old. The wage gap between men and women is also found to have been reduced after the Womenomics intervention. As for women’s promotion to management positions, Nagase (2018) fails to find any significant impacts of Womenomics, at least during her sample period, which ends in 2015.

Abenomics seems to be succeeding in increasing the labor participation of Japanese women. An oft-voiced concern about increasing labor participation, however, is the supposed implication for the fertility rate that has been quite low. Some argue that increasing labor participation of women inevitably further reduces the fertility rate, worsens the problem of population decline and aging, and lets the Japanese economy continue its stagnation. Cross-country comparison indeed showed such a negative correlation between female labor participation and fertility in the 1970s and 1980s. After the 1990s, however, the pattern has changed (at least for developed countries), as Feyrer, Sacerdote, and Stern (2008) point out. Countries with high female labor participation now have high fertility rates.

We can understand the seeming disappearance of the trade-off between labor participation and fertility by noting that both aspects resulted from women’s decisions under the social and economic constraints existing in the country. Both low fertility and female labor participation in Japan reflect the “constraints on women deciding how to allocate effort and time between home and career,” as Rosenbluth (2007, 21) argued. For many developed economies, such constraints on women have gradually relaxed over the last couple of decades. Following this relaxation, women in those countries chose to pursue more time in both home making and career, resulting in a positive correlation between labor participation and fertility. Thus, the experiences of developed countries suggest that Abenomics will eventually increase Japan’s fertility rate if it continues to relax the constraints on women with pursuing their careers.




10.8 Summary

The Japanese labor market had several distinct features that differentiate it from its American counterpart. Japanese employment practices, including lifetime employment, seniority wages, flexible job assignment, bonuses, and overtime, should be understood as a package. Many Japanese workers were hired directly out of school for lifetime employment. This was most prevalent among large firms and among male regular workers. Only a few workers (certainly many fewer than in the United States) quit during the early stages of their careers, and Japanese firms rarely laid off or fired workers either. The age-earning profile was rather steep, so there was little incentive for workers to move after several years.

The long-term relationship, which is an important characteristic of the traditional Japanese employment practice, including lifetime employment, is a key to understanding the apparently harmonious relationship between management and workers that has been observed for a long time. Although the commitment to lifetime employment limited a company’s ability to adjust the size of its labor force as market conditions change, flexible bonuses and annual wage negotiations made the total compensation for labor more flexible in Japan than in the United States.

Since the steep wage profile and the commitment to lifetime employment provided strong incentives for workers to remain with a firm, Japanese firms were able to invest heavily in human capital. In-house education ranged from OJT in various jobs to all-expenses-paid study trips to US business schools. In return for this human-capital investment, a firm acquired the right to shift workers from one division to another, and sometimes to affiliates and subsidiaries at the will of the company.

Starting in the 1980s, many of the labor practices once considered unique to Japan started to change slowly. Some practices, such as a company’s insistence of hiring only new graduates, still remain, but many others, including lifetime employment (which some mistakenly thought was embedded in the Japanese culture), have been changing, although at a slow rate. More Japanese companies started to let their workers go before they reached the compulsory retirement age, and more Japanese workers started to quit as well. Companies seem to have reduced their investment in human capital especially in the off the job trainings. Only a few companies now pay the full cost for their employees to attend US business schools. Bonuses and shunto, which introduced wage flexibility in the labor market and helped the Japanese companies tide over business cycles without increasing unemployment, were less effective during the stagnation that followed the collapse of the bubble in the early 1990s, and the Japanese unemployment rate started to grow.

The problem has been especially hard for young workers. Many of them experienced an employment “ice age”—lack of demand for new graduates from school. Many of them could not find stable lifetime employment jobs and ended up taking up part-time jobs, temporary jobs, and other nonstandard employment without much prospect for promotion. Some of them hopped from one temporary job to another. A few of them give up on finding jobs entirely, withdraw from society, and become dependent on aging parents or social welfare.

The once-praised Japanese system of employment seems to be crumbling. The system to maintain human capital investment through long-term commitments of both workers and companies appears to have been broken. Japan has not yet come up with an alternative way to assure adequate skill development in young workers.



Appendix 10.A: Concepts and Theories of Unemployment


General Definitions

In Japan, the working age population in the labor market is usually considered to be persons aged 15–64. (The age range is 16–64 in the United States.) Statistics are collected every month by means of surveys. An unemployed person is one who does not have a job but does want one. The following equations summarize the relationships among these basic concepts:


	Population = Labor force + Nonparticipation

	Labor force = Employed + Unemployed

	Employed = Self-employed + Family-employed + Employees

	Unemployment rate in Japan or [image: ]



It is important to keep in mind that if a person without a job says that she or he is “not looking for one” when answering a survey, then that is classified as “not in the labor force.” The person is “unemployed” only if he or she did not work during the survey week and was actively looking for a job.

There are also subtle issues, such as how to treat those who have jobs but are on paid vacation, those who are promised a job but have not started one yet, those who help family businesses on and off but are not paid explicitly, and those who are ill and not in a condition to work or even to go job hunting. These borderline cases are sometimes treated differently in the United States than in Japan. Correcting these statistical differences hardly changes the overall statistics, however.

How workers move between employed and unemployed statuses is informative. A worker who enters the job market for the first time may become employed with or without experiencing unemployment. After being employed, a worker may lose her or his job and become unemployed. A job loss could be voluntary or involuntary.

Most of those who are self-employed and family-employed are in the agricultural and small-business sectors. Therefore, the stage of economic development would affect the composition of workers by industry. Having more workers in manufacturing industries usually makes the unemployment rate sensitive to economic fluctuations. It is sometimes important, depending on one’s research purposes, to break down the employed and the unemployed by age, gender, and race.

The unemployment rate, though very popular as an overall indicator, may not be a good statistic for summarizing labor-market conditions. Two examples illustrate this point. First, a worker who holds an undesirable job and wants to change jobs will not be recorded as “unemployed from a better job,” and a worker who has settled for a part-time job or for a family business is classified as “employed.” During the transition from an agriculture-dominant society to an industrial economy, economic (industrial-sector) fluctuations may be absorbed by such “disguised unemployment” (also called “underemployment”) without showing up in the unemployment statistics.

Second, there are some “marginal” workers, who move between employment and nonparticipation. These workers are known to drop out of the labor force when unemployed, and thus are not counted in the unemployment statistics. Women—particularly married women as second wage-earners—tend to behave in this way. The decision of a married woman to participate in the labor market depends on her youngest child’s age, her husband’s employment status and income, and the overall condition of the labor market (including the unemployment rate and the wage rate). The participation decisions of married women are known to be more sensitive to labor-market conditions than those of male heads of households. In some cases, it is difficult to draw the line between being unemployed and being out of the labor force. Some speculate that in Japan, jobless women tend to say that they did not look for a job (and thus to be classified as “nonparticipating”), even if they looked but could not find one (classified as “unemployed”).


Theories of the Labor Market




The Spot Market

Labor-demand functions can be derived from a firm’s profit-maximization decision. Market conditions and labor-saving technological progress affect the demand for labor. If a firm takes its output price and the wage as given, then labor demand is determined by the point at which the marginal value product (price times the marginal productivity of labor) is equal to the nominal wage. Labor supply is the result of the following household decision: Given the price and wage levels and the total endowment of time, the household decides how much time should be devoted to work (to earn money to pay for consumption) and how much time should be allocated to leisure. The neoclassical analysis of the labor market emphasizes that employment and wage levels are determined by the intersection of demand and supply, just as for any other commodity in a competitive market.

If the wage is not perfectly flexible, it is possible that unemployment (i.e., excess labor supply) will be caused by a lack of aggregate demand. When aggregate demand takes a downturn, the demand for labor (i.e., inputs) decreases for any given wage rate. If the wage rate is not adjusted quickly enough to reduce the labor supply and prevent demand from falling sharply, the labor market will be in excess supply, and unemployment will rise. Many economists believe that this happens during the downturns of business cycles, although they disagree on why wages are inflexible. Unemployment due to these business downturns is a big problem for society and a challenge to macroeconomics and economic policy.



Search Theory and Frictional Unemployment

Job hunting takes considerable effort and time. It may be a reasonable assumption that it is more efficient to look for a job when one is not working. In that case, a worker might quit a job and then search for a new one when he or she contemplates a job change.

The best search strategy in a wide range of situations is the reservation strategy, according to which the worker has a minimum wage level that is acceptable and continues to look for a job until she or he finds one with a wage at or above this level. (It is sometimes optimal for a searcher to revise the reservation level during the search process.)

Those who quit their job in order to search for another would be classified as “unemployed,” but this is a temporary status and part of a normally functioning economy. Even in the “full-employment” economy, one finds a certain number of persons unemployed; this is due to the statistical definition. Unemployment of this nature is called “frictional unemployment.” In certain models in which inflation is assumed to be caused by the difference between aggregate supply and aggregate demand, the frictional level of unemployment is referred to as the “natural rate of unemployment.” The idea is the same. There is a level of unemployment that is natural and normal for an economy.

From the macroeconomic point of view, those who are voluntarily unemployed while job hunting are not a concern for those who make economic policy. The problem is that we do not know a priori how much unemployment is frictional and how much is due to a lack of aggregate demand.



Unions, Labor-Contract Theory, and Human-Capital Theory

The labor market is usually treated very differently from other markets in Keynesian macroeconomic models. Wages are often assumed to be fixed, or at least to be inflexible. In fact, wage statistics show that the nominal wage is sluggish. There is a good reason for this. Union negotiations usually fix the wage rate for a certain period. Some US unions negotiate three-year contracts, and others one- or two-year contracts. In Japan, virtually all labor contracts extend one year. Longer contracts necessarily imply sluggish nominal wage behavior over the contract periods. Moreover, unions might bring a monopolistic element into the labor market. Those who emphasize unions as a bargaining unit assume that unions attempt to maximize labor’s share of firm revenues, or to maximize the welfare of current union members (i.e., insiders). This prevents the labor market from being competitive; in particular, it prevents it from adjusting the wage rate according to market excess demand and supply.

Implicit (or long-term) labor-contract theory emphasizes the long-term relationship that is often observed between workers and firms. Suppose that an economy is exposed to productivity shocks—for example, suppose that the marginal product of labor (labor demand) fluctuates at random. If the wage level is determined in a neoclassical fashion, the wage will fluctuate as the demand for labor fluctuates, given a constant level of labor supply.

Suppose that workers are risk-averse and firms are risk-neutral—that is, workers prefer to have to a fixed income (wage) rather than be exposed to the risk of wage fluctuations, and firms are willing to insure the risk. An optimal arrangement in this environment is that the firms and the workers agree (implicitly or explicitly) to a fixed wage before true productivity becomes known. Then, if productivity is below the mean, the firm takes a loss; if productivity is above the mean, the firm makes an extra profit. The profit and the loss balance on average. In a sense, a fixed wage is the result of income insurance: The worker pays a premium during good times (when the excess of productivity over the wage yields excess profits for the firm) and receives coverage during bad times (when the excess of the wage over productivity yields a loss for the firm).

This arrangement may not be feasible, however, if workers can quit the firm and move to another at any time without incurring a substantial cost. This can be understood by means of the following thought experiment: In good times (periods of high productivity), there is a gap between marginal productivity and the contract (fixed) wage. Any firm has an incentive to offer a worker in another firm a wage that is slightly higher than the contract wage, and the worker will accept it unless the originally contracted firm matches the offer. Therefore, firm A’s attempt to steal workers from firm B will increase the wage at firm B to the marginal productivity level, and vice versa. The wage during good times must be at the high marginal productivity level. But if this is the case, then the excess profit disappears. Since the premium (excess profit) is not paid, the coverage will not be given. Thus, the insurance scheme or implicit contract will break down if it is played as a one-shot game.

If the implicit contract is to be repeated, however, the insurance scheme becomes viable. Suppose that the same contract is repeated many times. Take, for example, the two-period case. In the second period, the wage must be bid up when productivity is high because of the competition just described. But in the first period, workers could accept wages below the marginal product of their labor in order to be insured in the future. In other words, the premium is paid in the first period for coverage in possible bad times in the future. Thus, long-term labor contracts as insurance would take the form of front-end loading.

Under this scheme, implicit contract theory would predict, on average, an upward-sloping wage profile and downward rigidity in wages. (See Holmström 1983 for more details.) In fact, any kind of “deferred payments” (including a steeper wage profile, severance and retirement payments, and accumulations in nonportable pension funds) could be used to enforce implicit contracts between workers and firms. Another way to ensure that workers stay with their firms is to provide firm-specific skills—skills that are useful and productive only in the company in which they were acquired.

In the case of an upward-sloping wage profile, neoclassical theories would explain that human capital, with accumulation of firm-specific and general skills, increases with the length of service. Implicit contract theory would explain that even if productivity does not increase with the tenure of workers at the firm, the wage could increase because of front-end loading.

It can also be shown that wages are less flexible than productivity. During the downturns of business cycles, productivity declines, while real wages do not decrease substantially. This observation is quite consistent with what implicit contract theory would predict.

In an economy in which implicit labor contracts, human capital, or the influence of unions is important, the static neoclassical theory of wage determination fails to be a valid framework for understanding the labor market.





Appendix 10.B: Guide to Data

Standard labor statistics for the United States are found in Monthly Labor Review and Employment and Earnings. The following Japanese publications are comparable.

Labor Force Survey (Rōdōryoku Chōsa) (http://www.stat.go.jp/english/data/roudou/)

This survey reports statistics on Japanese employment and unemployment, with many subcategorical breakdowns based on sectors and firm sizes. The survey has been conducted every month since July 1947. Workers are surveyed monthly to determine their employment status during the week ending on the last day of each month, with the employment status is asked for the week ending in the last day. A handy annual report is published in the spring of each year by the Statistics Bureau’s Management and Coordination Agency. There used to be a special survey, conducted once a year to gather more detailed information, but it was integrated into the survey and published quarterly. The samples are about 40,000 households. The questions on employment status are asked to those aged 15 years old and over in those households. Hence, about 10,000 people are in the sample. Questionnaires are distributed to the household and then later collected. Statistics are available through Statistics Japan.

Monthly Labor Survey (Maitsuki Kinrō Tōkei Chōsa) (https://www.mhlw.go.jp/english/database/db-l/monthly-labour.html)

This survey is a standard source for wage statistics in Japan. Among other statistics, wages (regular and overtime), bonuses, and working hours (regular and overtime) are reported. Also reported are the number of persons employed—in particular, the number of regular workers and the changes in this number due to accession (new hires and reentrants) and severance (voluntary and involuntary quitters). Statistics are tabulated by firm size and industrial sector. In contrast to the Labor Force Survey, the Monthly Labor Survey asks employers for their input. Note that the meaning of the average level of wages for establishments may change when the composition of workers within establishments changes. This caution applies to time-series interpretations and cross-section comparisons. If there are more part-time workers with lower wages, the average wage would decline. A special survey, with wider coverage and more questions, is conducted once a year.

Basic Survey on Wage Structure (Chingin Kōzō Kihon Tōkei Chōsa) (https://www.mhlw.go.jp/english/database/db-l/wage-structure.html)

This annual survey, taken in June since 1948, should be consulted when more detailed information about wage structure is required. It gathers data about workers, breaking down wages according to educational attainment, duration of service, and occupational career for many job types. The survey covers all private establishments with more than five regular employees and all public establishments with more than ten. Both the Monthly Labor Survey and the Basic Survey are published by the Statistical Bureau’s Management and Coordination Agency.

Employment Status Survey (Shūgyō kōzō kihon chōsa) (https://www.stat.go.jp/english/data/shugyou/index.html)

Every five years (on October 1), this large-scale survey is conducted to collect data on employment conditions. About 930,000 persons are surveyed on whether their usual work status consists of being employed or unemployed. For those who are employed, the following data is requested: occupation, working days in a year, whether the person desires additional work or a job switch, annual income, and current and previous job tenure. Those who do not hold a job are asked whether they wish to work and why. Part-time work by household members is surveyed, too. The definition of being employed or unemployed in this survey differs from that in the Rōdōryoku Chōsa, however. In that survey, whether a person engaged in actual (i.e., paid) work during the survey week is the test for employment (this is consistent with the US definition); in this survey, whether a person engaged in work that is considered “usual” to this person is the test for being employed.

For statistics concerning labor unions, the Basic Survey on Trade Unions should be consulted. Among other statistics, union membership in various industries is reported in this publication.

Assorted labor statistics are reported in the Yearbook of Labor Statistics, published annually since 1948 by the Policy Planning and Research Department of the Minister’s Secretariat of the Ministry of Health, Labour, and Welfare. In this book, original sources, definitions, and explanations of technical terms are given in both Japanese and English.
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	1. Odaka (1980) suggests that some workers released from the industrial sector after the first oil crisis were absorbed by the agricultural sector.


	2. Traditionally, many workers work overtime without proper overtime pay, or they work beyond paid overtime hours. Unpaid overtime work is called service overtime. Despite repeated calls for reducing such practices, some workers under lifetime employment continue to do this.


	3. See Freeman and Rebick (1989) and Rebick (2005, chapter 5) for analysis of the declining union density in Japan.


	4. The Japanese-English expression salaryman refers to a regular employee (either white- or blue-collar), who receives a monthly paycheck. The category does not include temporary workers, part-time workers, the self-employed, or small-business owners. There are other categories for female workers. Female workers on a fast track for success within a company are still rare, although their number is increasing; and female executives already at the top of the ladder in large corporations and civil service are almost nonexistent. For example, only 1.4 percent of directors of all public firms in Japan were female (Toyo Keizai, September 21, 2011). Female executives are often called career women in Japan, a term that covers both employees and the self-employed. Female support staff workers in many large corporations are expected to quit upon marriage or upon the arrival of their first child. They are called office ladies (OLs).


	5. The quit rate in the 1930s among skilled Japanese textile workers (the majority of factory workers at that time) was as high as for any group of workers in the United States in the 1980s. The promise of lifetime employment and seniority wages was introduced to retain skilled workers. Only after World War II did the practice of lifetime employment and seniority wages spread to other sectors for both blue- and white-collar workers. See Galenson and Odaka (1976, especially 614) and Taira (1970, 156) for more historical details.


	6. This was pointed out by Shimada (1980) and Shimada, Seike, Furugori, Sakai, and Hosokawa (1981).


	7. During the rapid economic growth period, the mandatory retirement age for many companies was 55 years old. The retirement age has increased gradually over time to 60 years old for many companies by the mid-1970s. Starting in the 1990s, the mandatory retirement age started to be pushed forward again. In the 2010s, many companies have retirement ages between 60 and 65.


	8. Koike (1977, 1981, 1983, 1984) emphasized this point. He pointed out that the Japanese labor practice is unique in the treatment not of white-collar workers, but of blue-collar workers.


	9. One such study is by Hashimoto and Raisian (1985), who find stronger influences of tenure at the same firm in Japan compared to the US. Controlling for various factors, including industry and education, they isolate the impact on their earnings of the number of years that individuals have worked. They further decompose the working years into the number of years worked at the current firm and the number of years worked elsewhere. Using data from the 1980s, they make the following findings: The average earning of workers at large firms in Japan peaks twenty-four years after they started working, and the peak earning is about 3.4 times higher than the initial earning. For US workers at large firms, the average earning peaks twenty-five years after they started working, but the peak earning is about 2.4 times of the initial earning. More than half the increase in earnings of Japanese workers is explained by their tenure at the current firm, while more than half the increase in earnings of US workers comes from their experience outside their current firm. Thus, the degree of seniority wage is much higher for Japan.


	10. For some special jobs, there are some job-based unions. For example, an airline company typically deals with a flight attendants’ union, a pilots’ union, and a ground workers’ union separately. But this is an exception.


	11. The source for this information is the OECD Database.


	12. The merger of the Domei, Churitsu Roren, and Shinsannbetsu into Zenmin Roren was the first stage. The Sōhyō had an internal split about whether to join under one umbrella that would have an anticommunist bent or to remain pure in fighting against capitalists. Some regional and industrial unions under the Sōhyō split and joined the Zenmin Roren to form the Rengo. The remaining Sōhyō formed Zenro-ren (strongly supportive of the Communist party) and Zenrokyo. At the time of formation, the Zenro-ren claimed to have about 1.5 million members, much smaller than Rengo. Both Zenro-ren and Zen-Rokyo had their membership continue to decline.


	13. See Rebick (2005, chapter 5) for more about labor unions and the labor movements in Japan.


	14. Thus, poaching middle managers does not occur frequently in Japan. It is also true that bringing in a manager from outside would be detrimental to the morale of the workers because it eliminates a possible future promotion.


	15. A wage increase for an individual worker can be divided into two parts: an automatic increase according to seniority and an across-the-board increase called base up. It is the base-up part that is negotiated in shunto.
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International Trade



11.1 Introduction

This and the next two chapters study the international aspects of the Japanese economy. There are three ways to look at international economic transactions. First, one can look at the flow of goods and services across borders. This is the subject of international trade. Second, one can examine the flow of money or financial assets more generally across borders. This is the area of international finance. Finally, one can look at the flow of workers across borders, which is not covered by the traditional trade or finance literature. In this book, we are studying the first two aspects of international economic transactions involving Japan. We start by looking at international trade in this chapter.

During the 1950s and 1960s, international trade, along with domestic investment, was an engine for the high growth of the Japanese economy. As a resource-poor nation, Japan must import raw materials and oil. In addition, it did not have a comparative advantage in agricultural products, partially due to the limitation on the arable land. To pay for its consumption of oil and agricultural products, Japan manufactured various products from raw materials and exported them. By adding value, the country could earn enough foreign currency to pay for the imported materials used to produce both export goods and goods for domestic consumption.

An important part of Japan’s industrial policy in the 1950s and 1960s was the assignment of foreign currencies earned from exports to industries that were expected to earn more foreign currency. The country thrived, and it moved toward an industrial structure that would produce high-value-added products—goods with high earning power in terms of foreign currencies. Japan’s main export products changed from textiles and radios in the 1950s to tape recorders, television sets, ships, and steel in the 1960s. During the 1970s, automobiles and steel became Japan’s prime exports. Automobiles continued to be Japan’s most important export item during the 1980s. While the Japanese economy mostly stagnated in the 1990s and 2000s, Japan’s exports continued to grow. Indeed, most of the little economic growth that Japan experienced during what is sometimes called the Lost Two Decades came from growth in external demand (net exports). Automobiles and electronics continued to be major exports and petroleum and other natural resources continued to be major imports. As other Asian economies followed Japan and succeeded in export-led growth, Japan started to import some light manufacturing products that it used to export, such as textile products from those countries.

The foreign exchange rate was fixed at 360 yen per US dollar from 1949 to 1971. This rate overvalued the yen during the 1950s, in that it would have caused trade deficits if no foreign exchange controls to limit imports had been in place. By the late 1960s, however, the yen was undervalued at the prevailing rate. Even at the peaks of its business cycles, Japan managed to accumulate trade surpluses. When exchange rates began to float in 1971, many economists expected the market-determined exchange rate to fluctuate so that countries’ trades would be balanced automatically. The experiences of the global economy have proved that this is not the case. The flexible exchange rate system does not guarantee the balanced trades. We have observed many episodes of sustained global imbalance, with persistent trade deficits or trade surpluses of particular countries. This includes Japan’s persistent trade surpluses from the early 1980s to the 2000s.

Even in some episodes in which the trade balance eventually responded to movement of the exchange rate, it took a long time. For example, the value of the yen against the dollar increased in 1985. As we will learn next, such a change in the exchange rate is expected to reduce the Japanese exports to the US and to increase Japanese imports from the US. Thus, Japan’s trade surplus was expected to shrink. Some observers expected Japan’s trade surplus to start shrinking within a year. The turnaround of Japan’s trade surplus with the US, however, did not happen until 1987. Economics now has a few theories that can explain such delayed response of trade surplus to exchange rate fluctuation. One of the reasons was that Japanese exports to the United States were invoiced in the US dollar so that the retail price in the US did not change immediately. The behavior is called pricing to market (see Marston 1990). We will study those later in this chapter.

Japan has experienced many trade disputes, especially with the US, which has been one of its most important trading partners. Rapid rises in Japanese exports often led to allegations of dumping (selling export goods cheaper than domestic prices) and other unfair trade practices. Japan was also accused of keeping its markets closed to foreign goods. We will study the history of economic conflicts between Japan and the US in chapter 13.




11.2 Balance of Payments—Definition

A country’s international transactions, in both goods and services and financial assets, are recorded in its balance-of-payments statistics.1 The balance of payments consists of three types of accounts: the current account, the financial account, and the capital account, with another column called “Errors and Omissions.” The current account consists of three categories: exports and imports of goods and services; factor income (such as labor income; interest income, and dividend from past cross-border investment) received and paid, and net unilateral transfers (such as overseas economic assistance). The difference between the exports and imports of goods and services is called the trade balance.

The financial account records capital inflows and outflows, which include the buying and selling of foreign financial products (such as stocks and bonds) for portfolio purposes and direct investment (e.g., building factories abroad). The capital account records unilateral capital transfers, such as debt forgiveness. Both the financial account and the capital account record transactions in assets. The two accounts are sometimes combined and called the capital account (in a broadly defined way). The difference is that the capital account records nonmarket transactions in assets, while the financial account records market transactions. For most countries, the financial account balance has a much greater magnitude and is more important to economic analysis than the capital account balance because private-sector cross-border transactions of financial products for short-term profit motive, as well as long-term investments, overwhelm nonmarket financial transactions. To make matters more confusing, what is called the financial account used to be called the capital account.

In the Japanese balance of payment statistics, an important part of the financial account, the changes in foreign reserve assets that are owned by the MOF, is reported separately. When the MOF and the BOJ intervene in the foreign exchange market and buy dollars by selling yens in order to prevent the yen from appreciating too rapidly, the monetary authorities acquire foreign currencies (mostly the US dollar), and those are added to the official reserves mostly in the special account of the government. Foreign exchange interventions will be explored in more detail in chapter 12. Financial transactions are recorded separately from other market financial transactions because the official sector is the owner. Finally, balance of payments statistics report a category called “statistical discrepancy” or “errors and omissions.” The category is included so that the balance of payments, whose components are constructed and estimated from different sources and methods, actually balances.

Thus, the balance of payments is a description of the international budget constraint for the country. It is a simple accounting principle: What a country pays to the rest of the world must be equal to what the country receives from the rest of the world when all transactions (both financial and goods and services) are recorded. When a country exports to foreign countries, it receives foreign currencies (an increase in foreign assets). When a country imports, it pays foreign currencies to foreign countries. Thus, when a country exports more than it imports, it receives more foreign currencies than it pays out. In this case, the current account shows a surplus (i.e., more exports than imports), and the financial account also shows a surplus (i.e., the amount of foreign assets increases). Thus, the following identity must hold:

Current Account + Capital Account (unilateral transfers) = Financial Account − Errors and Ommissions

It is important to understand the following definition: When the purchases of foreign assets exceed the sales of domestic assets to foreigners (with net receipt of foreign assets), the financial account shows a positive number. As explained in the box “Balance of Payments: Revision,” in the definition that existed prior to 2014, what is known today as the financial account was called the capital account, and what was a positive entry in the financial account was a negative entry in the capital account (and vice versa).


Box 11.1

Balance of Payments: Revision


The present format of balance of payments was adopted by Japan in January 2014. The format is known as the IMF Balance of Payment Manual (BPM), sixth edition. Prior to that date, the format known as the BPM, fifth edition was used. There are three important differences between the fifth and sixth editions. First, most of what is called the “financial account” in the sixth edition had been categorized as the “capital account” in the fifth edition. Second, capital outflows (i.e., purchases of foreign assets) were recorded as negative entries in the capital account in the fifth edition, while they are positive entries in the financial account in the sixth edition. Third, a change in the foreign reserves was classified as an independent account on par with the capital account (with an increase in foreign reserves being recorded as a negative entry) in the fifth edition, but in the sixth edition, it is part of the financial account, and an increase in foreign reserves is a positive entry.








11.3 Balance of Payments—The Basic Facts

Figure 11.1 shows the time series of the current account‒to-GDP ratio. The current account on average was balanced (0 percent) during the Bretton Woods regime (1955–1970 in the graph). During the years when the yen was fixed to the US dollar at 360 yen/dollar (i.e., from 1949 to 1971), the Japanese current account tended to become negative during the boom years and tended to turn surpluses when domestic growth slowed. The current account started to record surpluses often in the 1970s, and it has been in surplus consistently since 1981. The size of the current account surplus was recorded at 2 percent on average after 1985. In 1986 and 2007, the surplus exceeded 4 percent.
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Figure 11.1

Current account-to-GDP ratio.

Sources: Authors’ creation from trade data (MOF); GDP (Cabinet Office) and the exchange rate (BOJ and Federal Reserve).

Notes: Current Account was officially announced in US dollars until 1985; the numbers in US dollars were converted by the market US dollar-Japanese yen exchange rate. The exchange rate was 360 yen per dollar from 1955 to 1971; average of daily/monthly rate since 1972.



Figure 11.2 (panels A and B) shows the details of the balance of payments of Japan from 1996 to 2017. Panel A shows the current account and its decomposition. Before 2007, net exports of goods were at around 10 trillion yen, and primary income (i.e., interest and dividends from external assets) was growing steadily. Services trade was always in deficit. In 2011, the net trade of goods suddenly became negative and continued to show deficits until 2014. This was due to the sudden increase in imports of natural gas to generate electricity in the aftermath of a nuclear accident at the Fukushima Daiichi nuclear power plant and the resulting shutdown of other nuclear power plants in Japan. Traditionally, the trade balance was the largest surplus component of the current account. This triggered a trade conflict with Japan’s trading partners, especially the United States. However, the pattern has recently changed drastically; the trade balance has been negative from 2011 to 2015.
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Figure 11.2

Balance of payments of Japan.

Source: Authors’ creation from the International Balance of Payments, the MOF.



The primary income part, however, started to grow over time. The primary income consists of dividend and interest income from operations abroad. This resulted from Japan’s past accumulation of large foreign assets using its trade surpluses, which eventually started to yield interest income and dividends. By 2005, the primary income (interest income and dividend from the net foreign assets) became larger than the trade surplus. Thus, when large trade deficits emerged in 2011–2015, the primary income was enough to more than offset the trade deficits. The current account remained in surplus. The deficits of service trade have steadily shrunk over time.

By the identity of balance of payments, a current account surplus implies an increase in external assets (i.e., surpluses of the financial accounts). Figure 11.2, panel B, shows the decomposition of increases in external assets. Direct investment has increased steadily since 1996. It grew to more than 10 trillion yen by the mid-2010s. The net portfolio investment abroad has been very volatile. In 2008 and 2016, Japan acquired more than 20 trillion yen of external assets in portfolio investment, while portfolio investment declined sharply in 2006–2007, 2011, and 2013. Net portfolio deficits (i.e., decrease of external assets) in 2011 was said to be partly the result of Japanese insurance companies’ repatriation of assets to pay for insurance reimbursements for the massive disaster (an earthquake and tsunami) that hit the Tohoku area in March 2011, which triggered the Fukushima accident.

Another component of the financial account is the change in official reserve. When the MOF, with the BOJ being its agent, occasionally intervened in the foreign exchange market to buy the US dollar (and sell the yen), net external assets increase, as happened in 2003–2004 and 2011. The Special Account for Foreign Exchange Intervention of the central government holds almost all foreign reserves. Smaller changes in reserve assets reflect valuation changes. A detailed analysis of intervention will be presented in chapter 12.

For a national economy, the current account surplus is net saving. The net saving is invested in foreign assets, which will yield income in the future or can be sold to finance future trade account deficits due to external and domestic shocks. As saving allows an individual consumer to smooth out consumption over time, the ability to run a current account deficit is useful because it can increase the national welfare by smoothing out consumption at the national level.




11.4 Comparative Advantage and Pattern of Trade

Why do countries trade? A classical answer to this question in international economics focuses on the differences in production technology and resource endowments among different countries. Because countries have different technology and endowments, some goods are cheaper to produce in some countries than others. In an extreme case, the lack of some critical resources or some goods just may be impossible to produce in some countries (e.g., crude oil in Japan). Trade allows countries to acquire goods that are expensive (sometimes impossible) for them to produce domestically.

According to this theory, a country ends up exporting the goods that are relatively cheaper to produce in that country and importing the goods that are relatively more expensive to produce. The key word here is relatively. A concept that is used in economics to make the discussion precise is comparative advantage.

To understand the notion of comparative advantage, let us consider a simple example of two countries (US and Japan) and two goods (an aircraft and an automobile). Suppose that the cost of producing one unit of each good in each country is given by a 2 × 2 matrix in table 11.1. In Japan, it costs 90 billion yen to produce an aircraft and 15 million yen to produce a car. In the US, it costs $200 million to produce an aircraft and $50,000 to produce a car. Suppose that the price of each product in each country equals the domestic cost of producing the product (i.e., profits are assumed to be zero). Thus, the price of an aircraft is 90 billion yen in Japan and $200 million in the US, and the price of a car is 15 million yen in Japan and $50,000 in the US.
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Comparative advantage: An example
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In this example, we can easily see that you can make a profit by moving the goods across the border in the right direction. Suppose that you have $200 million. You can buy one aircraft in the US. Moving the aircraft to Japan, you can sell it for 90 billion yen, the local price. With the proceeds of 90 billion yen, you can buy 6,000 cars in Japan. Shipping those cars back to the US, you can sell them for the total of $300 million. Ignoring the transportation and other costs, your profit would be $100 million, or a return of 50 percent.

Note that the exchange rate (how much yen is equivalent to a dollar) does not matter in this calculation because we are not comparing the Japanese cost of producing an aircraft (or a car) to the US cost of producing an aircraft (or a car, respectively), in nominal terms. What matters is the cost of producing an aircraft relative to the cost of producing a car in Japan and in the US. In the example, the cost of producing an aircraft is 6,000 times the cost of producing a car in Japan, while it is 4,000 times the cost in the US. In this sense, producing an aircraft is relatively cheaper in the US (4,000 < 6,000). Similarly, Japan has a relatively cheaper cost of producing cars than the US.

In this case, the US has a comparative advantage in aircraft production and Japan has a comparative advantage in automobile production. The example shows that the US ends up exporting aircrafts to Japan, and Japan ends up exporting cars to the US. A country exports the goods for which they have a comparative advantage. Thus, comparative advantage is a key determinant of the pattern of trade of a country.

Japan’s trade pattern has been known to reflect the comparative advantage very well (Leamer 1984; Saxonhouse 1983, 1986, 1989).2 Japan’s exports are still skewed toward manufactured goods such as machinery and transportation durables, and its imports are mostly fuels and minerals. Details of exports and imports of goods, classified by product and by country of destination or origin, are recorded in Customs Export and Import Data.

Table 11.2 shows the trade pattern of Japan, by good, for 2003, 2011, and 2017. The list of major export and import items and their shares certainly changes from year to year, but in these years, motor vehicles were the number one export, and petroleum was the number one import for Japan. Semiconductors, auto parts, and iron and steel products occupied in the positions of top two to top four, although the order has changed slightly over time. In these three years, we can clearly see that Japan exports mostly manufactured goods and imports mostly natural resources.



Table 11.2

Trade pattern by good (2003, 2011, and 2017)
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On the import side, liquefied natural gas (LNG) is number 2 for 2011 and 2017. This reflects a sudden increase in demand for LNG in the wake of the Fukushima Daiichi nuclear accident in March 2011. The “Clothing and accessories” category occupies third place in 2011 and 2016. The ranking of other import items changed over the years. In 2017, telephony (especially iPhones) and medical products are number 4 and 6, respectively.

As discussed in the introduction to this chapter, export was an important engine for Japan’s growth during the period of rapid economic growth. The export-to-GDP ratio for Japan, however, is rather low. Figure 11.3 shows the export dependence of some OECD countries. Japan’s export-to-GDP ratio has been similar to that of the US (at around 15 percent in recent years), and much lower than the ratios observed for countries in Europe, or in South Korea, another Asian country famous for export-led growth. After all, Japan is a country with a large domestic market, similar to the US. Japan is different from the US, however, in that its exports are heavily skewed to goods rather than services. Figure 11.4 shows the proportion of service exports in total exports for several OECD countries. In this aspect, Japan used to be similar to South Korea and Germany until recently. However, Japan’s service exports expanded quickly after 2014. The ratio in 2017 exceeds 20 percent. However, there is a long way to go before Japan’s ratio reaches that of the US (in the 30 percent range) and the United Kingdom (45 percent).
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Figure 11.3

Export dependence of selected OECD countries.

Source: OECD National Accounts Statistics: National Accounts at a Glance.
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Figure 11.4

Export of services in selected OECD countries.

Source: OECD, Balance of Payments, BPM6.



Although Japan consistently ran surpluses in goods trade until 2011, the service trade has been in deficit. The magnitude of service trade deficits has become smaller, as figure 11.5 shows. An important driver for this change in the service trade was the travel (or international tourism) balance, which used to run large deficits but turned positive in 2015. It continued to improve at an accelerating rate, as we see in figure 11.5. This improvement in the travel balance is due to a rapid increase in foreign tourists visiting Japan, which are commonly called inbound tourists in the Japanese media.
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Figure 11.5

Japan’s net service exports.

Sources: Authors’ creation from Balance of Payments, BOJ; and GDP statistics, Cabinet Office.



Figure 11.6 shows the number of visitors (solid line) and the international tourism balance (broken line) in a single graph. As the number of foreign visitors to Japan increased over time, the deficit in the international tourism balance got smaller and finally moved into surplus. The Shinzo Abe administration viewed an increase in inbound tourists as a source of economic growth, as tourists spend money on hotels, transportation, restaurants, and souvenirs, and implemented several policies to promote international tourism to Japan. The visa requirements have been waived or relaxed for many countries, and the government themselves stepped up the efforts to promote tourism. Originally, 20 million visitors by 2020 was the target. The government was pleasantly surprised that the target of 20 million was almost achieved in 2015. The number of visitors almost doubled in the preceding two years. In March 2016, a new target was announced: 40 million visitors by 2020 and 60 million by 2030. With Japan’s successful bid to host the 2020 Summer Olympic Games in Tokyo, the number of foreign visitors is on a trajectory to achieve a new target for 2020.
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Figure 11.6

Visitors and travel balance.

Sources: Authors’ creation from the number of visitors (Japan National Tourism Organization) and the Travel balance (MOF).



Many factors are likely to have contributed to a sharp increase in foreign visitors to Japan. First, Japan adopted an open-sky policy (an entry to an international route destined to a Japanese airport is automatically approved, so long as there is a vacant landing slot) as a way to expand services. The first Abe administration (2006–2007) was instrumental in opening the Haneda airport (which is closer to central Tokyo than Narita International Airport) to international services. The expansion of capacity made it possible to increase the number of international flights, including low-cost carriers, to many airports in Japan. Many low-cost carriers started to fly from Asian airports to Japan, encouraging more Asian visitors. The increased competition in the sky also helped to contain travel costs to Japan from North America.

Second, the cost of staying and traveling once visitors got to Japan declined significantly in US dollar terms. This was partly due to the stagnation and deflation in the 1990s and 2000s in Japan. It will be shown in chapter 12 that the real effective exchange rate of the yen did fall substantially from the mid-1990s to the mid-2010s.

Third, many foreign visitors discovered that cities outside Tokyo or Kyoto have their own charms. Many foreign visitors, whether on business or pleasure, used to visit Tokyo (and Kyoto) only. But, in the 2000s, many tourists started to visit other cities and resorts. Some foreign visitors started to see Japanese regional cities and resorts as good investment opportunities, too. Niseko, a ski resort in Hokkaido, has become an international town developed by capital from Australia and Hong Kong. In 2018, Niseko recorded the highest average appreciation of land prices in the entire country.



11.5 Trade Politics

Trade conflicts vis-à-vis the United States and, to a lesser extent, the European countries, have been big challenges for Japanese policymakers since the 1950s. Whenever Japanese exports of manufactured goods (from women’s blouses and sandals in the 1950s to consumer electronics and steel in the 1970s and 1980s) surged, Japan’s trading partners complained about the too-rapid increase of exports and often accused the country of dumping. Japan countered by arguing that increased exports of Japanese goods resulted from Japanese corporations’ efforts to increase the productivity and raise the quality of goods. Moreover, since Japan cannot produce oil and must run large deficits in that area, comparative advantage dictates that Japan must run trade surpluses in areas where it has an advantage, such as manufacturing.

The Japanese government’s argument did have some merits, but we cannot take it at face value because there were areas where Japan’s patterns of trade deviated from comparative advantage. The agricultural sector is a clear example of this point. Many agricultural products had higher costs of production in Japan than in the US, but Japan’s amount of agricultural imports was small. The Japanese government protected agricultural industry from international competition, mainly for political reasons. The agricultural interest was well organized and politically influential.

The Japanese government stance on the trade on manufacturing goods was more justifiable. By the 1980s, the trade conflict between Japan and the US took center stage in diplomatic relations. Japan had removed tariffs on almost all manufactured goods. Some nontariff barriers on some manufacturing products remained, in the form of exclusive intercorporate relationship and safety regulations, and the US government often criticized Japan for this. However, the dominance of Japanese manufactured goods, from automobiles to semiconductors, and the decline of the US competitors mostly resulted from the shift in comparative advantage: The productivity and quality of goods of Japanese firms improved rapidly and surpassed that of US firms by the 1980s.

One quick way to respond to the criticism of unfair trade practices and too much exports is to move manufacturing facilities to the trading-partner countries. Many Japanese manufacturing companies established factories in the US and Europe in the mid-1980s. This turned out to be satisfactory for both sides. Workers who protested the surge of imports from Japan benefited from new job opportunities in Japanese auto plants, and Japanese manufacturers were able to diversify globally in order to mitigate the supply chain risk, as well as the currency risk.

Over time, the trades between Japan and the US and Europe were liberalized substantially through repeated negotiations since the 1980s. Davis (2003) argued two types of negotiation strategies accelerated trade liberalization, especially in the agricultural sector, which had a very strong domestic interest in protection in many countries, including Japan. One is issue linkage: Trade negotiation in one area (e.g., agriculture) is linked to the negotiation in another area (e.g., automobiles). This makes it difficult for any one interest group to dominate a negotiation and creates a better chance for liberalization that increases the national welfare. The other is a legal framing: Trade negotiation is conducted under formal rules (such as GATT/WTO), often with the potential third-party intervention. Since the formal rules are to reduce unreasonable barriers for trade, working within the boundaries of such rules increases the likelihood of trade liberalization. This was especially the case after 1995, when the Dispute Settlement Mechanism was created in WTO. Chapter 13 discusses the history of trade conflicts between Japan and the US in more detail.



11.6 Monopolistic Competition and Intra-Industry Trade

The notion of comparative advantage is useful in explaining the interindustry trade pattern of a country, explaining which goods to export and which goods to import (and they are different). We also saw that Japan’s trade pattern reflects its comparative advantage very well. Comparative advantage, however, cannot explain why a country exports and imports in the same industry, as we often observe in today’s world. For example, table 11.2 shows that Japan both exported and imported semiconductors.

Comparative advantage cannot explain this because it assumes that all the goods in an industry (semiconductors, in this case) are the same. To understand this intra-industry trade, economists needed to come up with a theory that departs from the usual assumption of homogeneous goods. What was then called “new” trade theory in the 1980s considers that goods are differentiated. For example, models and designs of automobiles are not the same. The Ford Taurus is different from the Toyota Camry, which is in turn different from the Hyundai Sonata. Someone who plans to buy a Taurus does not switch to buying a Sonata just because the latter’s price becomes a little bit cheaper. Thus, the standard assumption of perfect competition of homogeneous goods does not apply when those goods are differentiated in design and brand recognition. A variety of goods in the same goods category (e.g., midsize automobiles) are sold at different prices, even in the market equilibrium.

Because the goods are differentiated, cars produced in Japan are different in terms of consumer preference from cars produced in the US or Europe. Some Japanese consumers prefer particular models of US cars, and the US consumers prefer particular models of Japanese cars, so both Japan and US end up exporting and importing cars at the same time. Thus, the concept of differentiated goods can explain intra-industry trades.

Japan’s trading partners (especially the United States) used to complain that its amount of intra-industry trading was too low. These critics were at least implying (if not stating outright) that Japan had various trade barriers that discouraged natural trade flows, especially imports. It was once very popular to calculate a simple measure of intra-industry trade for various countries and point out that Japan had an extremely low degree of intra-industry trade.

The measure is calculated as follows. Take the sum of exports and imports for the ith industry, EXi + IMi, and then subtract the absolute value of the difference of the two, |EXi − IMi|. If this industry is exclusively an export or an import industry, then the subtraction yields zero. If exports and imports are equal in size, then EXi + IMi is the difference. If we sum this measure over different industries and then normalize by the total size of trade, we obtain the following measure of intra-industry trade:
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Index m takes a value between 0 and 1. A higher value of m indicates a higher degree of intra-industry trade. Using this definition, Lawrence (1987) measured the intra-industry trade indices for major countries and argued that the number of Japanese manufacturing industries that had unduly low imports in 1983 increased to nine out of twenty, from only three out of twenty in 1970.3 Table 11.3 shows the intra-industry trade indices for Japan in 1990 and 1997. The index increased substantially from 1990 to 1997, although it was still below the levels of other advanced economies.





	
Table 11.3





	
Intra-industry trade indices (1990 and 1997)





	
	
	
1990


	
	
1997





	
Japan


	
	
0.26


	
	
0.36





	
United States


	
	
0.55


	
	
0.62





	
Germany


	
	
0.56


	
	
0.50





	
United Kingdom


	
	
0.59


	
	
0.59





	
South Korea


	
	
0.28


	
	
0.43





	
Source: C. Fred Bergsten, Takatoshi Ito, and Marcus Noland (2001, table 4.2).








It is important to realize that the value of the intra-industry index is influenced by many factors, including those that have nothing to do with trade barriers. It is true that the intra-industry index tends to be low if the country is closed to foreign goods, but there are several other factors that lead to a low value for the index. First, the preferences for different varieties of different goods may vary across countries. For example, if Japanese consumers prefer Toyota’s designs to those of BMW and Ford, even for any reasonable price differentials, then it is natural to see mostly Toyotas on Japanese streets. Consumer preference can be a significant barrier to imports, but economists do not blame it for that. Second, large distances from other markets and high transportation costs can lower the intra-industry trade index. In table 11.3, it is interesting to note that both Japan and South Korea, which have low intra-industry trade, are located far from other countries with advanced industrial products.



11.7 Gravity Equation

If all goods are differentiated, and all the countries have the same preferences for the variety of goods, a large country that produces a large quantity of differentiated goods also buys a large quantity of differentiated goods from the rest of the world. Thus, a pair of large countries tends to trade a lot with each other. This leads to an important equation that explains the quantity of trade between countries, called the gravity equation.

The gravity equation in international trade is given by
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where Tradeij is the amount of trade (measured as exports, imports, or their sum) between countries i and j; GDPk is GDP for country k (k=i, j); d is the distance (say, in kilometers) between the two countries; and n is a nonnegative constant.4 b is a constant that summarizes all factors that influence the amount of trade between the two countries including trade barriers, other than GDP and distance. The gravity equation says that the trade between two countries is proportional to the product of the GDPs of the countries, which represents the gravity force of pulling the two closer, and falls as the distance between two countries increases.

The gravity equation has been applied in many studies and its fit with the actual data has been proven to be quite good. As Arkolakis, Costinot, and Rodríguez-Clare (2012) show, the gravity equation also arises in many models of international trade other than the specific model that we outline here. Thus, the econometric estimate of b is now regarded as a measure of trade friction between two countries that is not model-specific.

Table 11.4 shows the major trading partners of Japan for three years: 1998, 2011, and 2017. As export destinations, the United States was the most important, with 30 percent share in 1998; in 2011, China became the most important; and in 2017, the United States and China were both important, with about 20 percent share apiece. In 1998, the United States was also the most important origin of Japanese imports. However, by 2011, China replaced the US. The share of China grew higher in 2017. Since China is much closer to Japan than the US, as the Chinese GDP grew, China surpassed the US to become the largest trading partner of Japan. This is a quite natural implication of the gravity equation. The same reasoning can explain the fact that China has become the largest trading partner for almost all Asian countries. However, an anomaly from the gravity equation is that the US became the number 1 export destination again in 2017. This may reflect a political tension since 2012 between Japan and China.


Table 11.4

Major trading partners of Japan (1998, 2011, and 2017)
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Another trend from 1998 to 2011, and then to 2016, is that smaller countries in Asia increased their importance to Japan, especially as export destinations. As these economies grew bigger more rapidly than advanced European economies that used to be more important destinations for Japanese exports, the gravity equation can explain this change very well.

What the gravity equation cannot explain is the increased importance of oil-producing countries that are distant from Japan as sources of imports. This was a special case in 2011, when Japan increased its imports of petroleum following all the nuclear power plants that shut down that spring in the wake of the nuclear power plant accident in Fukushima Daiichi. Japan had to quickly arrange increased imports of natural gas and oil. The import origin ranking of 2016 is much closer to 1998 than 2011. Thus, the importance of trades based on comparative advantage for Japan shows up in the distribution of trading partners as well.



11.8 Fragmentation

Japanese manufacturing companies started to invest abroad in the 1980s, and this accelerated in the 1990s and 2000s. There are two major motivations for foreign direct investment. The first is to get around restrictions on cross-border trade. The automobile industry started to build factories in North America and Europe, partly to avoid trade tensions, as explained earlier in this chapter. Under strong pressure from the United States, Japan adopted a voluntary export restraint (VER) for automobiles in 1981. Also, the European countries demanded that Japanese automobile exports to Europe should be under a similar arrangement. Japanese automobile makers realized that they need to move factories to places near big consumer markets.

The second is cost saving. Manufacturers have an incentive to move production to low-wage countries. Low- to middle-income Asian countries were obvious candidates where Japanese manufacturers wanted to move labor-intensive operations. Japanese companies started to build production chains, from raw materials to final assembly, in Asian markets. As more firms move various stages of production, differences started to emerge among Asian countries according to their comparative advantages. Some countries have cheap labor for sewing, and some have workers with a high level of skill at operating sophisticated machines.

Some Asian cities were developed to attract various Japanese (and Korean) manufacturers for specific processes of manufacturing, and to become a part of the Asian production chain. Semifinished goods were shipped between Asian cities many times before final assembly and inspection. The production process is now fragmented, and this fragmentation is supported by the low cost of sea and air transportation within Asia, reduction of trade barriers, agglomeration and scale economies in specific production process, and sophisticated logistics (e.g., just-in-time delivery).

The idea of fragmentation was theoretically established by Jones and Kierzkowski (1990), Arndt and Kierzkowski (2001), and Deardorff (2001). It may be defined as a production process with cross-border component specialization and shipping back and forth among a group of countries. Trade data suggested that the sourcing of parts and components from abroad, as well as establishing assembly plants abroad, had become prominent. As Feenstra (2016, 83) explains, fragmentation is also referred to as offshoring, delocalization, vertical specialization, slicing the value chain, and other terms in the literature. Some authors distinguish between fragmentation that happens within a corporation (offshoring in the narrow sense) and fragmentation that allocates the foreign production processes in a different corporation (foreign outsourcing).

The fragmentation framework was applied to East Asia by Kimura and Ando (2003) and Ando and Kimura (2005). They described how Japanese manufacturing companies have extended the production networks in East Asia. The former paper showed that East Asian countries had much more intertwined relationships among the countries than Latin American countries. One crucial factor for a contrast was the development of cross-border production and distribution networks led by Japanese firms. They have not yet constructed industrial clusters in Latin America. Meanwhile, the latter paper used firm-level data to show that fragmentation is widespread among Asian countries across diverse industries. The network consists of both intrafirm and arm’s-length transactions, involving not only Japanese firms, but firms in various other nations.

Kimura and Ando (2005) advanced a fragmentation theory in two dimensions: geographical distance and controllability of foreign subsidiaries. Geographical distance matters for the decision to fragment the production process because transportation and logistical costs are related to the distance. Controllability of foreign subsidiaries determines whether the fragmentation happens within an organization (offshoring in the narrow sense) or between different organizations (foreign outsourcing). The increase in cost of having fragmentation comes from physical distance of production locations and uncontrollability of arm’s length affiliated companies, while the costs are reduced from location advantages coming from skilled labor with lower wages and direct ownership of production subsidiaries. Their empirical results, using disaggregated international trade data and micro-data corporate firms of Japan, suggest that the production networks in East Asia were developed with active back-and-forth transactions of parts and components, with sophisticated combination of intra-firm and arm’s length transactions.

Of course, fragmentation has become quite common all over the world. What is different in East Asia, according to Kimura and Ando, is that fragmentation has resulted in production networks involving several countries. As many companies engage in fragmentation, a particular city accumulates a particular production stage of a particular industry. For example, each automobile part—diecast, wire harness, electronic parts, battery, etc.—is produced in a particular city that has comparative advantage for that part. The intermediate products are shipped back and forth among many Asian cities. Thus, intra-industry trade occurs both across firms and across countries.

Obashi and Kimura (2017) showed that the machinery production network in Association of South East Asian Nations (ASEAN) countries are indeed deepening and widening. Their analysis is based on traditional trade value data, with detailed information on exported products and destinations. They show the steady development of bidirectional trade links. The network is now extending to low-income ASEAN members such as Vietnam, Cambodia, Laos, and Myanmar.



11.9 WTO and FTA

Since the end of World War II, major countries have continuously negotiated trade liberalization measures, sometimes in concerted multilateral efforts called rounds, such as the Kennedy Round (1964–1967), the Tokyo Round (1973–1979), and the Uruguay Round (1986–1994). Since exporters to a country are not necessarily the same as the importers from the country, trade concessions that would benefit all the countries may not be achieved just by bilateral negotiations. For example, if country A imports mostly from country B, country B imports mostly from country C, and country C imports mostly from country A, any bilateral negotiation on lowering tariffs between just two of them could benefit only the exporting country (B, in the case of a negotiation between A and B). Then, the country that does not benefit would not sign onto the agreement.

Multilateral negotiation can get around this problem. If all three countries agree to lower their tariffs at the same time, Country B benefits from lower tariffs in Country A, which benefits from lower tariffs in Country C, which in turn benefits from lower tariffs in Country B. In this way, all countries can increase their social surpluses.

The General Agreement on Tariffs and Trade (GATT), established in 1947, provided the framework for trade negotiation among countries and established principles for it. Japan joined GATT in 1955 and was involved in periodical multilateral negotiations for trade liberalization. For example, from 1973 to 1979, a round of negotiation meetings was held in Tokyo, which became known as the Tokyo Round. In 1995, GATT was reorganized into the World Trade Organization (WTO), where the negotiations to reduce trade barriers continue to this day. The latest Doha Round, also known as the Doha Development Agenda, started in 2001 but failed to reach a conclusion.

The members of the WTO must extend the same tariffs to all other WTO member trading partners—this is the most favored nation (MFN) rule—but the WTO also allows the use of differential tariffs and quotas as exceptions. For example, a country can impose a tariff in response to an unfair trading practice such as dumping by another country. Countries are also allowed to raise tariffs for some products when the imports of those products increase suddenly and substantially, and this can cause serious damage to domestic producers (a safeguard provision). Finally, as an exception to the MFN rule, the WTO allows countries to form two types of regional preferential trade agreements: (1) free trade areas, where a group of countries agree to reduce trade barriers substantially for almost all goods among themselves; and (2) customs unions, where the member countries of free trade areas also equalize their tariffs against nonmembers.

Until the late 1990s, Japan was not sympathetic to the idea of forming a preferential trade agreement. Japan focused on multilateral efforts to reduce the trade barriers under GATT, and later the WTO. Japan maintained the position that free trade agreements (FTAs), which give preferential treatments only for particular countries, are inconsistent with the multilateral efforts under the GATT/WTO. Around 1998, observing the apparent success of the North American Free Trade Agreement (NAFTA) among the US, Canada, and Mexico, as well as the deeper integration of the European Union (EU), Japan’s approach changed dramatically. It started to pursue the strategy of establishing trade agreements with many countries, especially those in Asia. Japan’s move was also defensive, in the sense that they worried about being disadvantaged by staying out of proliferating networks of the FTAs. Japan started to claim that FTAs can be actually complementary, or building blocks, to the efforts under the WTO.

Tables 11.5 and 11.6 list all the FTAs that Japan has signed or is negotiating as of the end of February 2019. Japan often calls a trade agreement an economic partnership agreement (EPA) rather than an FTA in order to stress that the agreement goes further than the usual FTA by including agreements on issues that are not traditionally considered trade items, such as foreign direct investment, immigration, and technological cooperation. Japan’s first FTA was an EPA with Singapore, which was signed in January 2002. Mexico, which is a member of NAFTA, was the second. As of February 2019, Japan has signed seventeen FTAs and EPAs. Japan is in negotiation for FTAs and EPAs with seven countries and regions, including one with the ASEAN plus 6 (Japan, China, South Korea, Australia, New Zealand, and India). The latter is known as the Regional Comprehensive Economic Partnership (RCEP). The negotiation for a Japan‒South Korea FTA has been suspended for a long time.






	
Table 11.5





	
Japan’s FTAs (signed and in effect), as of February 2018





	
	
	
Signed


	
	
Effective





	
The Japan-Singapore Economic Partnership Agreement1


	
	
January 2002


	
	
November 2002





	
Japan-Mexico FTA2


	
	
September 2004


	
	
April 2005





	
Japan-Malaysia EPA


	
	
December 2005


	
	
July 2006





	
Japan-Chile EPA


	
	
March 2007


	
	
September 2007





	
Japan-Thailand EPA


	
	
April 2007


	
	
November 2007





	
Japan-Indonesia EPA


	
	
August 2007


	
	
July 2008





	
Japan-Brunei FTA


	
	
June 2007


	
	
July 2008





	
Japan-ASEAN EPA


	
	
April 2008


	
	
December 2008





	
Japan-Philippines EPA


	
	
September 2006


	
	
December 2008





	
Japan-Switzerland EPA


	
	
February 2009


	
	
September 2009





	
Japan-Vietnam EPA


	
	
December 2008


	
	
October 2009





	
Japan-India EPA


	
	
February 2011


	
	
August 2011





	
Japan-Peru EPA


	
	
May 2011


	
	
March 2012





	
Japan-Australia FTA


	
	
July 2014


	
	
January 2015





	
Japan-Mongolia EPA


	
	
February 2015


	
	
June 2016





	
TPP3


	
	
February 2016


	
	



	
Comprehensive and Progressive Agreement of Trans-Pacific Partnership (TPP11)


	
	
March 2018


	
	
December 2018





	
Japan-EU Economic Partnership


	
	
July 2018


	
	
February 2019





	
Source: Ministry of Foreign Affairs.





	
1 The EPA with Singapore was revised in September 2007.





	
2 The FTA with Mexico was revised in April 2012.





	
3 The US withdrew from the TPP in January 2017; the other eleven countries agreed to implement the revised agreement under the new name, The Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP). It is sometimes called “TPP 11” for short.












	
Table 11.6





	
Japan’s FTAs (in negotiation)





	
	
	
Negotiation started in


	
	



	
Japan-South Korea FTA


	
	
December 2003


	
	
Suspended since November 2004





	
Japan-GCC, Saudi Arabia, Kuwait, Bahrain, Oman, Qatar FTA


	
	
September 2006


	
	
Suspended since November 2014





	
Japan-Canada EPA


	
	
November 2012


	
	
Suspended since January 2007





	
Japan-Colombia EPA


	
	
December 2012


	
	



	
Japan-China–Republic of Korea FTA


	
	
March 2013


	
	



	
RCEP


	
	
May 2013


	
	



	
Japan-Turkey EPA


	
	
December 2014


	
	



	
Source: Ministry of Foreign Affairs.








The Trans-Pacific Partnership (TPP) was an expanded version of a regional FTA originally signed by New Zealand, Chile, Singapore, and Brunei in 2005. Soon after the establishment of the original TPP, the US started negotiations for an expanded TPP that would include Australia, Malaysia, Peru, and Vietnam as well as the original four members. Canada and Mexico also joined the negotiations in 2012, and in 2013, Japan became the last country to join. In addition to the geographical coverage, which was now expanded to cover twelve countries, the sectoral coverage was also broadened to include investment treaty and intellectual property rights. TPP was agreed upon and signed in February 2016.

The TPP was to be the largest trade agreement in history. However, the US president, Donald Trump, decided to withdraw from the TPP in January 2017 as soon as he was inaugurated. Japan ratified the TPP in the same month and continued to work with the remaining eleven countries to establish the agreement without the US. The efforts culminated in the Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP), signed in March 2018. The majority of the countries ratified the CPTPP, and it became effective as of December 30, 2018. Also in December 2018, Japan and the European Union finalized their EPA, and the EU-Japan EPA has become effective as of February 1, 2019.

Figure 11.7 shows the share of Japan’s trade (in 2016) by partner countries in FTAs and EPAs. In 2010, its trade with the countries with existing FTAs was 18 percent of the total. In the next eight years, Japan established more FTAs and EPAs, including CPTPP and the EU-Japan EPA. This almost doubled the coverage of FTAs/EPAs in Japan’s trade. The largest trading partners of Japan, US and China, are not covered by any FTAs as of yet.
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Figure 11.7

Expansion of Japan’s FTAs with multiple countries: 2010–2019 (percentage of total trade in 2016).

Sources: MOF for trade statistics and Ministry of Foreign Affairs for history of FTA signatories.

*Excludes RCEP and Korea (negotiation suspended).





11.10 Summary

Japan used to have a distinctive trade structure, which was a clear example of classical comparative-advantage theory. Japan imports oil from the Middle East and exports manufactured goods (most notably automobiles) to other industrial nations (most notably the United States). Japanese industries have shifted their export goods from textile to steel, to consumer electronics, to automobile, to semiconductors, chasing US industries. One of the distinctive features of the Japanese trading structure is that manufactured imports are low. Comparative advantage theory predicts that Japan should have low net manufactured imports. But critics assert that Japan’s gross imports are too low, which implies the existence of nontariff barriers. Japan is allegedly found to engage in too little intra-industry trade. The debate continues as to whether this is due to Japan’s various policies of keeping out foreign products, to Japanese consumers’ tastes, or to factor endowments. However, this pattern has changed over time. There are many manufactured goods imported from neighboring countries in Asia. Many Japanese researchers believe that nontariff barriers in Japan are no more significant than other advanced countries.

The bilateral surpluses against the US always have been large. The intra-industry ratio was low. These features contributed to generating a trade conflict with the United States in the 1980s and 1990s. Several major bilateral talks took place. The US demand has changed from VERs by Japan, to US market access to Japan, to numerical targets of foreign market share. Some of these have caused severe political strains between the two countries. The US-Japan trade conflict will be covered in detail in chapter 13.

However, in the 2000s, the Japanese trading patterns changed in several aspects. First, Japanese manufacturing industries faced strong competition from South Korea and China in global markets. So Japan is no longer a unique threat to US industries. Second, Japanese trade surpluses have been shrinking, especially after 2011. However, investment income, a part of the current account, has increased to make up for the loss in trade surpluses. Third, China has become an important trading partner, as much so now as the United States. In both exports and imports, Japan’s trades with its Asian neighbors have also increased as part of Japanese manufacturing supply chains expanded to Asia. Fourth, Japan has made a switch from engaging only in the multilateral trading system (i.e., GATT/WTO) to engaging into FTA (or EPA) as well. This is partly defensive, as NAFTA and the European Union have become significant trading blocs.

In sum, Japanese trading patterns have evolved over the past several decades, and they now look very similar to other mature advanced countries. Japan’s trading with its Asian neighbors have become more important, as the gravity equation predicts.



Appendix 11.A: Gains from Trade

By trading with other countries, consumers can gain by acquiring goods and services that are hard to obtain in their home country, or by acquiring more of the same goods more cheaply. Producers of exports also gain from trade because they can sell more at higher prices. This in turn benefits workers through higher wages and more jobs. The notion of consumer surplus and producer surplus in welfare economics creates a simple framework within which to discuss the gains from trade.

Consumer surplus is a measure of consumer welfare. It is defined as the area under the demand curve and above the market price, as shown in figure 11.A.1. To understand why this is a reasonable measure of consumer welfare, note that the market demand curve can be interpreted to represent how much consumers are willing to pay for each unit of the good in question. There are a few consumers who would pay high prices for the good, but there are more consumers who are willing to pay lower prices. Thus, the demand curve is downward sloping. Then, the difference between the price that a consumer would be willing to pay and the market price (which the consumer actually pays) is a measure of the gain to the consumer. The consumer surplus sums up all those gains for all the consumers who end up buying the goods at the market price. In figure 11.A.1, the consumer surplus is given by the area of the triangle ACE.
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Figure 11.A.1

Graphical representation of consumer surplus and producer surplus.

Source: Authors’ creation.



Similarly, we define producer surplus to be the area above the supply curve and below the market price (also illustrated in figure 11.A.1). This is a good measure of collective gain for producers because we can interpret the supply curve as showing how much producers have to receive for each unit of goods. Whatever extra they receive is their gain. In figure 11.A.1, the producer surplus is given by the area of the triangle CBE. The sum of consumer and producer surpluses is called the social surplus.

Using the concept of consumer surplus and producer surplus, we can discuss how a country gains from trade. Let us begin with gains from imports. In figure 11.A.2, we consider a case where a country gains from imports. Suppose that the world price of a good is lower than the domestic price, which is determined by domestic demand and supply without trade. Let us call the price without trade an autarky price. When the country opens the economy to international trade, the country will start importing this good. Suppose that the country is small compared to the rest of the world, so that imports by the country do not change the world price. We call this a small country assumption, which may or may not be applicable to Japan, depending on which goods Japan is importing.
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Figure 11.A.2

Gains from import of a good.

Source: Authors’ creation.



When the home country opens up for trade, the price falls from the autarky price to the international price. This increases the demand from distance CE to distance DG and reduces the domestic supply from CE to DF. The difference between the home demand and the home supply is imported from other countries. The consumer surplus increases from the area of ACE to ADG. Although the producer surplus declines from the triangle CBE to the triangle DBF, the economy as a whole enjoys a net gain of the area of the triangle EFG. The producer surplus is diminished, but the increase in consumer surplus more than offsets the reduction. The social surplus increases compared to the autarky. It is important to note that the producer surplus is decreased by the opening of the economy to imports. Thus, domestic producers often resist strongly to trade liberalization. A policy that transfers some of the consumers’ gain to the producers may be necessary to make trade liberalization politically acceptable.

The gains from exports can be understood as an increase in the producer surplus. Suppose that the high-income trading partner lowers the trading barrier to the export of this country. The price is higher in the trading partner’s market. This situation is depicted in figure 11.A.3, panel A. Although consumer surplus falls, the country as a whole enjoys the net gain of triangle EFG. It is implicitly assumed that consumers would buy some other products, as substitutes, to maintain their standard of living. However, an economy with multiple consumer goods or a dynamic analysis is beyond the horizon of this simple surplus analysis.
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Figure 11.A.3

Gains from exports.

Source: Authors’ creation.



In a more realistic case, producers facing possibilities of exports will invest and become capable of producing at a large scale with lower marginal costs. This would be depicted as a new supply curve being tilted down, as shown in figure 11.A.3, panel B. In this case, the consumer surplus would not be reduced by exports.

For example, the Japanese auto industries made huge quality improvements, first among small cars (in the 1970s) and then midsize cars (in the 1980s), and finally in luxury sedans (in the 1990s). An increase in exports of automobiles from Japan to the US was made possible by innovation and cost reduction by Japanese automakers. Japanese automakers continuously exported to the US with higher volumes and better quality. From the US viewpoint, in each auto size category over the years, it experienced lower-priced imported cars, enhancing consumer surpluses with reduced producer surpluses.

One useful application of the consumer surplus and producer surplus analysis is to examine the welfare impacts of various trade restrictions, including tariffs, quotas, and VERs. All these trade restrictions were used by the US to limit Japan’s exports to the US at some point during the long history of trade conflicts between the two countries.

Whenever and whichever Japanese manufacturers export to the United States surged—whether it was textiles in the 1960s, consumer electronics in the 1970s, autos from the 1980s to the 1990s, and semiconductors in the 1990s—the US producers that lost sales complained to the US government. With large imports, producer surpluses were reduced just as shown earlier in figure 11.A.2. Washington often threatened Japan to pressure it to impose some restrictions on its exports to the US.

A tariff is a tax on imported goods. Tariffs increase the cost of imported goods, which is normally passed on to consumers. The welfare implication of a tariff is shown in figure 11.A.4. When a tariff of distance BD is imposed on each unit of imported goods, it raises the price of the goods and reduces the amount of imports from distance FG to HI. With a higher price, domestic producers increase the supply from distance DF to BH, but the increase is not enough to offset the reduction of imports. The consumer surplus shrinks from triangle ADG to triangle ABI. The producer surplus increases by the parallelogram BHFD, and the area of the rectangle HIJK is the tariff revenue to the government, which may be used to improve the welfare of both consumers and producers, but the sum of those is still smaller than the reduction of consumer surplus. Overall, the social welfare loss amounts to the areas of the two triangles FHK and IGJ, which is sometimes called deadweight loss.
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Figure 11.A.4

Effects of a tariff.

Source: Authors’ creation.



Instead of charging a tariff, the government can restrict the volume of imports directly, which is called an import quota. Figure 11.A.5 shows a welfare analysis of imposing an import quota. The amount of imports is restricted to distance KJ. The imposition of the quota makes the demand exceed the supply at the prequota price, so the price must go up to clear the market. The new level of consumption is now distance BI. At the higher price, domestic producers are able to increase the supply from DF to BH. The consumer surplus falls by the parallelogram BIGD, and the producer surplus increases by the parallelogram BHFD.

[image: ]
Figure 11.A.5

Effects of a VER versus a quota.

Source: Authors’ creation.



So far, the welfare implication of the quota is exactly the same as that of the tariff. The difference is who gets the rectangle HIKJ. Under the tariff, this amount goes to the government as revenue, but under the quota, it is increased revenue for foreign firms. Thus, the deadweight loss for the whole world is still given by the two triangles, but for the domestic residents, the welfare loss is given by the parallelogram HIGF.

The first instinct to protect American jobs may be to raise tariffs or impose quotas, so that the prices of Japanese cars in the US (for instance) increase. However, imposing such a tariff or quota runs the risk of violating global trade rules such as GATT, which, as already mentioned, later became the WTO.

A VER is so named because exporters are supposed to restrain themselves voluntarily from exporting above some threshold. A VER is very similar to a quota, but the difference (which can be politically important) is that the restriction is supposedly imposed voluntarily upon itself by the exporting country instead of the importing country imposing it, and this does not violate GATT/WTO rules.

The welfare implications of VERs are pretty much the same as with quotas. The foreign exporters that impose VERs actually experiences increasing profits as a result of higher prices. From the domestic residents’ viewpoint, the welfare falls by the parallelogram HIGF. Ries (1993) examined the stock price reactions of Japanese companies to a 1981 VER on exports to the US (as well as to West Germany) and found results consistent with this simple model. Japanese automakers gained from the VER, although the parts suppliers in Japan did not share the benefits.
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	1. The balance of payments statistics are prepared by the BOJ and published by the MOF every month. The data for the balance of payments, with various frequencies, are available on the MOF website (http://www.mof.go.jp/english/international_policy/reference/balance_of_payments/index.htm).


	2. See also the discussions of the Saxonhouse (1989) paper by Tyson (1989) and Bowen (1989).


	3. Lawrence acknowledges the possibility of taste differences as the cause of a low intra-industry index. If so, there is little that policy can do to address that. Was the rapid increase in manufactured imports (e.g., BMW and Mercedes automobiles) in the second half of the 1980s also due to changes in consumers’ tastes, or did it reflect various policy measures by Japan aimed at lowering nontariff barriers?


	4. The gravity equation was originally motivated by Newton’s law of gravitation, which states that the force of gravity between two objects that have mass M1, M2 respectively, and are located distance d apart is given by [image: ]
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International Finance



12.1 Introduction


12.1.1 The Balance of Payments

International finance covers topics related to cross-border financial transactions that arise from trade, investment, and transfers. Export revenues are received by domestic residents, and import payments are paid by domestic residents. Payments for purchasing domestic assets by foreigners are paid to domestic residents, while payments for purchasing foreign assets by domestic residents are paid to foreigners. Cross-border investment includes both foreign direct investment (FDI; building factories, mergers and acquisitions of foreign companies) and portfolio investment in bonds and equities.

The exchange rate plays an important role in determining cross-border capital flows. Capital flows influence the exchange rate movement, too, but the exchange rate, especially expectation of exchange rate movement in the future, influences the sizes and directions of capital flows. For Japan, the exchange rate has been a very important macroeconomic variable, influencing the growth rate, the inflation rate, and profits of corporations. Thus, the monetary authorities (namely, the MOF and the BOJ) often tried to manage exchange rate movement. When the yen appreciated too much, the monetary authorities may sell the yen to stop further appreciation. Any monetary authority that buys or sells any currency pair in order to influence the value of the currency pair is called an intervention in the foreign exchange market. In the case of the Japanese monetary authorities, most of the time, they buy or sell the US dollar/Japanese yen or the Euro/Japanese yen. When they sell the Japanese yen to purchase the US dollar, the foreign reserves will increase; when they buy the Japanese yen by selling the US dollar, the foreign reserves will decrease.

As mentioned earlier in this book, the balance of payments records all the cross-border transactions of a country and consists of three accounts: the current account, capital account, and financial account. The current account records the export and import of goods and services, as well as investment income and unilateral transfers such as foreign aid. The capital account records transactions in nonproduced, nonfinancial assets, such as land, and unilateral capital transfers, such as government debt forgiveness. The sum of the current account balance and the capital account balance shows how much (net) the residents of the country receive from the rest of the world in return for the exports of goods and other resources. The financial account records cross-border transactions of assets (other than nonproduced, nonfinancial assets), which is capital inflow and outflows. The financial account balance shows how much (net) the residents of the country increase foreign assets. Capital outflow may take the form of acquisition of a business (direct investment) or acquisition of financial products for asset management (portfolio investment). The three accounts are closely related. Put simply, a country has to have a surplus in current and capital accounts to invest abroad, and it has to borrow from abroad when it runs deficits in the sum of current and capital accounts. Thus, in theory, the sum of the current account balance and the capital account balance must equal the financial account balance. In practice, however, the equality does not hold because the three accounts are estimated separately. Hence the errors and omissions variable needs to be introduced to make the identity hold. Thus, the fundamental identity of the balance of payments is given by

{Current Account} + {Capital Account} = {Financial Account} + {Errors and Omissions}.

One historical, semantic note is that Financial Account here used to be called Capital Account, and Capital Account here was not a separate entity. This is an important identity that shows a relationship between international trade and international finance. Figure 12.1 shows the concept of the identity, in which Capital Account and Errors and Omissions are not shown for simplicity because they are not important in terms of magnitude for Japan. The figure shows that current account surpluses are associated with financial account surpluses (capital outflows minus capital inflows).

[image: ]
Figure 12.1

Identity of the balance of payments.

Source: Authors’ creation.



The balance of payments will be analyzed in detail in later sections of this chapter.



12.1.2 The Bretton Woods System

The exchange rate is the relative price of two currencies. When the value of the currency is lowered—that is, devaluation, in the case of the fixed exchange rate regime; and depreciation, in the case of the floating exchange rate regime—the country tends to become more competitive in exports. If a country devalues its currency, then its trading competitor may be compelled to devalue too. This kind of competitive devaluation occurred in the 1930s, in the midst of the Great Depression. After World War II, the Bretton Woods system was established to prevent the competitive devaluation of the 1930s from repeating. Under that system, the values of major countries’ currencies were tied to the US dollar and the dollar was convertible to gold. The convertibility of the dollar was credible in the 1940s and the 1950s because the United States held a substantial quantity of gold in order to back externally held dollars. The IMF was created to monitor and enforce the exchange rate regime. The value of the yen was fixed at the rate of 360 yen per dollar in 1949, although it took three more years for Japan to join the IMF. The rate of 360 yen/dollar was maintained until the summer of 1971. Under the Bretton Woods system, domestic policies had to be adjusted to maintain the fixed exchange rate vis-à-vis the US dollar.

Japan maintained strict capital controls during the age of the Bretton Woods system. Borrowing from and lending to foreign countries by private parties were severely limited. All dollars earned from exports had to be exchanged into yen, so dollars were held centrally by the BOJ. Imports had to be approved by the respective ministries before buying the dollars. In this environment, the trade surpluses or deficits were mirrored almost one for one in the increases or decreases in foreign reserves at the BOJ. With limited foreign reserves and capital controls, the fixed exchange rate regime meant that the health of the domestic economy was sometimes sacrificed to maintain the fixed exchange rate. The rule was simple. When foreign reserves were depleted because of trade deficits, imports were cut even if it meant slowing the entire economy. When all countries abide by this rule, and the exchange rate is adjusted only when some fundamentals change, such as difference in productivity growth, the fixed exchange rate system can work well. The Bretton Woods system worked fine in the 1950s and the first half of the 1960s, but the regime started to show some signs of difficulty toward the end of the 1960s.

A problem was that some currencies (notably the Japanese yen and the German mark) became undervalued, while the US dollar became overvalued as Japan’s and Germany’s productivity growth was higher than that of the US.1 Adjusting exchange rates in a timely manner to correct for productivity growth differentials proved to be politically difficult. Another problem was the continued trade deficits of the United States, which prompted the question of sustainability of the US dollar peg to gold. By the end of the 1960s, the amount of dollars held outside the United States far outweighed US gold reserves.

On August 15, 1971, US president Richard Nixon announced that the convertibility of the dollar was suspended and that the United States was unilaterally imposing an import surcharge of 10 percent. The foreign exchange markets were thrown into chaos as a result. Many foreign exchange markets were temporarily closed as policymakers groped for appropriate levels for their exchange rates. By the end of August, major currencies, including the yen, started to float. After four months of searching for the new equilibrium rates, the Smithsonian Agreement was struck in December 1971, in which the major industrialized countries agreed to new exchange rates with bands of fluctuation. The central rate for the yen was 308 per dollar, a 16.9 percent revaluation from the Bretton Woods rate of 360. From December 1971 to February 1973, efforts were made to ensure that exchange rates stayed within the bounds of the Smithsonian Agreement.

By the end of 1972, it became clear that the Smithsonian rates were not working. The yen was consistently near the ceiling allowed under the agreement (i.e., a rate lower than 308 yen/dollar). Yet both Japanese trade surpluses and US deficits grew larger in 1972. In February 1973, the United States unilaterally devalued the dollar, and within a month, Japan and the major European countries decided that the Smithsonian rates were unsustainable. A true floating exchange rate regime began. In the rest of the 1970s and the 1980s, the five major currencies were the US dollar, the Japanese yen, the German mark, the French franc, and the British pound.



12.1.3 The Floating Exchange Rate Regime

For Japan, the dollar/yen exchange rate is the most familiar and important one, as the US has long been one of its most important trading partners and cross-border investment destinations. It is commonly expressed in the number of yen per US dollar, often abbreviated as USD/JPY. An increase in USD/JPY (say, from 100 to 110) represents depreciation (lower value) of the yen, and vice versa.

The US dollar has been the key reserve currency of the world. Many international trade and investment transactions are denominated and settled in dollar terms. The monetary authorities of many countries hold foreign reserves mainly in the US dollar. Even when the Japanese economy was the number 2 economy and growing faster than the US, the yen was far behind the US dollar in international financial transactions. In 1999, many countries in the European Union joined together to create a common currency, the euro, which immediately became the second-most-used currency, after the US dollar. At that point, the euro/yen (EUR/JPY) exchange rate also became important for Japan. The euro/yen exchange rate (EUR/JPY) must be exactly equal to USD/JPY multiplied by EUR/USD.2 Figure 12.2 shows the movement of USD/JPY and EUR/JPY.
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Figure 12.2

The yen vis-à-vis the US dollar and the yen vis-à-vis the euro.

Source: Federal Reserve Economic Data (FRED).



The upward movement means that more yen is needed to purchase 1 dollar or 1 euro, which amounts to yen depreciation. Downward movement, conversely, is yen appreciation. When USD/JPY (the solid line in Fig. 12.2) and EUR/JPY (the broken line) move in parallel, such as during the period between 2010 and 2014, the movement is primarily due to the change in the value of the yen vis-à-vis both the dollar and the euro, and the EUR/USD remained relatively stable. When the USD/JPY and EUR/JPY movements deviate from each other, the EUR/USD is moving. During the year 2000, the USD/JPY moved little, while the yen appreciated against the euro. What happened was depreciation of the euro vis-à-vis both the dollar and yen.

The floating exchange rate was supposed to restore trade balance (or to be precise, current account balance) automatically. Countries with trade surpluses tend to experience (and allow) appreciation of its currency, and countries with trade deficits tend to experience depreciation. However, in practice, the volatility of the exchange rate movements was much greater than expected. The exchange rate also did not seem to settle at a level that brought the trade account to balance.

One of the major reasons for the sustained deviation, which is often called misalignment, from the level that would balance the trade accounts is the difference between capital inflows and outflows that offset the current account imbalance. As capital controls were lifted in the second half of the 1970s and 1980s in Japan, capital flows became more important factors that influence the exchange rate. The exchange rate movement is analyzed in detail in the section entitled “Exchange Rates.”

Japan continued to run trade surpluses even after the exchange rate started to be floated in 1973. The yen precipitously appreciated, as theory predicted, but not quickly enough to balance the trade. The fluctuations around the trend appreciation were also large. Even though the exchange rate after 1973 has been determined in the market, the monetary authorities of many advanced countries have occasionally intervened in the foreign exchange market.

Whenever the yen appreciates against the US dollar, the euro, or both, Japanese exporters suffer, and that is reported widely in the media. When the yen appreciates vis-à-vis the US dollar, Japanese exporters have to decide either to keep constant the dollar sales prices in the US markets, and accept the decline in profit margin, or to pass the yen appreciation to the sales prices, and risk sales declines. Japanese exporters have struggled with the exchange rate risk ever since the end of the Bretton Woods regime. Many Japanese firms established factories abroad (i.e., FDI) either to exploit inexpensive labor or to be close to retail consumers. For many Japanese large manufacturing firms, foreign production became larger than domestic production by the mid-2000s.


Box 12.1

The Euro


The major European countries formed the European Monetary System (EMS) in March 1979, with the purpose of limiting volatility among the exchange rates of the European countries, while floating together against other major currencies. The core of the EMS was the European Currency Unit (ECU), whose value was defined as a weighted average of the national currencies in Europe, and the Exchange Rate Mechanism (ERM), which set a fixed exchange rate for each currency against the ECU. Although the British pound was included in the ECU, Britain did not join the ERM until 1990. Instead, the German mark was the representative currency of the ERM during the 1980s. In the 1980s, the US dollar, yen, German mark, and British pound were free to fluctuate in relative value in the marketplace.

Many other countries pegged their rates to one of the four (three, after Britain joined the ERM) major currencies, or to a basket of those. In 1990, the membership of the EMS included Germany, France, Britain, Italy, the Netherlands, Belgium, Luxembourg, Denmark, Ireland, Spain, Greece, and Portugal. The first ten countries form the ERM; the exchange rates of their currencies are virtually fixed (plus or minus 2.25 percent, with the exceptions of Britain and Spain, with 6 percent).

After the speculative attack in June 1992, Britain found that they could not maintain a stable value of the British pound against ECU and left ERM. After maintaining a fixed exchange rate among themselves in the 1990s, the major countries in continental Europe introduced a unit of account, called the euro, in 1999, and then began using euro notes and coins in 2001. The central bank of the Eurozone, the European Central Bank, was established in Frankfurt.in June 1998 in preparation of introducing the Euro.





Large exchange rate movements usually have impacts on macroeconomic performances though exports and imports. In turn, macroeconomic variables, including monetary and fiscal policy variables, influence exchange rates. Hence, the exchange rate and domestic macroeconomic variables are linked. Many studies examined how the exchange rate movement can be explained by movements of macroeconomic variables, but the causality also goes the other way.

According to the BIS Triennial survey, the following seven currencies have been the most used in the global financial markets in 2016 (in descending order): the US dollar, the euro, the Japanese yen, the British pound, the Australian dollar, the Canadian dollar, and the Swiss franc. All these currencies have been floating since the 1970s, and all of them (except the euro) are national currencies of relatively large countries (in GDP). The euro is the currency of a currency union among some of the European Union member countries (see the box entitled “The Euro”). Since 2010, China has been the second-largest economy in the world, following the US and ahead of Japan. However, use of the Chinese renminbi (RMB) is only in eighth place, perhaps reflecting China’s strict capital controls.




12.2 Exchange Rates


12.2.1 Nominal Exchange Rate

The exchange rate is the relative price of two national currencies. When 1 dollar is presented to a bank on one day, the bank gives you some number of yen (say, 100 yen). Then the exchange rate is 100 yen per dollar. Suppose that the next day, 1 dollar is exchanged for 99 yen. That same dollar is exchanged for a smaller number of yen. Thus, the dollar is said to be less valuable, or depreciated, vis-à-vis the yen. Or the yen is more valuable, or appreciated, vis-à-vis the dollar. Note that the dollar-yen exchange rate movement from 100 to 99 (a lower number) is appreciation of the yen, and from 100 to 101 (a high number) is depreciation. It may initially sound counterintuitive, but that is the convention.

Strictly speaking, the exchange rate defined in the market is the nominal exchange rate. In contrast, the real exchange rate is defined as the relative price of foreign goods against domestic goods. The real exchange rate compares how much 100,000 yen can buy in Japan to how much 100,000 yen would buy in the US.



12.2.2 Real Exchange Rate and PPP

The real exchange rate is different from the nominal exchange rate if the goods prices are different between two countries. If the general consumption basket that costs 100,000 yen in Japan also costs 100,000 dollars, the real exchange rate equals the nominal exchange rate. But, this is a highly unlikely scenario for the yen and dollar because the nominal exchange rate between the two currencies has been roughly on the order of 100 yen/dollar. Thus, if the purchasing power of the yen in Japan is roughly the same as the purchasing power of the dollar in the US, we would expect the general consumption basket that cost 100,000 yen in Japan to cost about 1,000 dollars in the US. If the nominal exchange rate is 100 yen/dollar in this case, the real exchange rate, which is the relative price of US goods to Japanese goods measured in the same currency, will be 1.

Since the real exchange rate is the relative price of foreign goods, it serves as a measure of competitiveness of exports and imports. If home goods become cheaper compared with foreign goods (real depreciation), exports become more competitive. If the price levels do not change, the nominal exchange rate and the real exchange rate move in the same direction. For example, suppose that the yen/dollar rate moves from 100 yen/dollar to 105 yen/dollar, or the yen (in the sense of nominal exchange rate) depreciates by 5 percent. If the price levels do not change, the nominal depreciation of 5 percent also implies a real depreciation of 5 percent, which makes Japanese exporters more competitive. If the Japanese price level increases by 10 percent and the US price level does not change at the same time, while the nominal exchange rate of the yen depreciates by 5 percent, the price of Japanese goods will be 5 percent higher compared with the US goods, or the real exchange rate of yen appreciates by 5 percent. Then, the Japanese products are 5 percent more expensive and become less competitive.

Formally, the real exchange rate, Streal, is defined as follows:

[image: ]

where S denotes the nominal exchange rate, P is the prices of Japanese goods in yen, and P* is the prices of the US goods in dollars. Sometimes it is easier to express the variables in terms of logarithms:

[image: ]

Then,

[image: ]

As we saw here, if the purchasing power of a currency is the same between two countries, the real exchange rate becomes 1. In this case, it is said that the purchasing power parity (PPP) holds in absolute terms. In equations, we can write the absolute PPP as follows:

[image: ]

In practice, any price level, calculated in a country, is an index and is not measured in currency units. So, it is useful to write the PPP condition in terms of changes in the exchange rates and price levels that do not depend on the measurement units of the levels. Let us define the rate of change in the nominal and real exchange rate as
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where ln is the natural logarithm. Similarly, the inflation rates of Japan and of the US are defined as follows:
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Then the rate of change in the real exchange rate is

[image: ]

If the real exchange rate does not change (i.e., the change in the nominal exchange rate is equal to the price changes), the PPP is said to hold in the relative term:

[image: ]

This is known as the relative PPP relationship.

Figure 12.3 shows the natural log of the nominal exchange rate, log(USD/JPY), and the natural log of the real exchange rates, one using the CPI and another using the WPI; from 1949 to 1995 and spliced to the PPI after 1995. A few interesting observations emerge from here.
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Figure 12.3

Nominal and real exchange rates of the yen.

Source: Authors’ creation, from Japanese and US sources of the CPI and the nominal exchange rates.

Notes: (1) WPI-based real exchange rate is defined as log{(USD/JPY) (WPI-Japan)/(WPI-US)}, with 1949/50 = 0, where WPI was replaced by PPI when WPI is discontinued; (2) CPI-based real exchange rate is defined as log{(USD/JPY)(CPI-Japan)/(CPI-US)} with base year 1949–50 as 0; Nominal exchange rate as log{(USD/JPY)} with base year 1949–50 as 0.



First, during the fixed exchange rate period, or under the Bretton Woods regime, the nominal exchange rate was kept at a constant level (360 yen per dollar). Thus, the nominal exchange rate line was flat, and the log of 360 was normalized to 0. Although the nominal exchange rate was fixed, the yen appreciated in terms of the real exchange rate in terms of CPI. The real exchange rate using WPI/PPI appreciated between 1949 and 1951, followed by very little change for twenty years. The real exchange rate appreciation occurred because the Japanese inflation rate was consistently higher than the US inflation rate.

Second, after the exchange rate was floated in 1973, the yen appreciated in both nominal and real terms. Since the movements of the nominal exchange rate and real exchange rate are very similar, we can tell that the major driver of the real exchange rate changes at that point was the nominal exchange rate, rather than the inflation rate differential between the two countries.

The reason for the real exchange rate appreciation in CPI between 1951 and 1971 rather than in WPI can be understood as a combination of the following factors. The inflation rates of producer’s prices and exporter’s prices were comparable between Japan and the US, implying that the Japanese exports did not lose competitiveness in the US market. However, prices of the nontradable goods and services in Japan, which are included in the CPI, rose compared to the US. This is because the productivity growth in the exporting (tradable) sector is usually higher than that in the domestic (nontradable) sector, and the gap was larger for Japan than the US. A high productivity increase raised the nominal wages of workers in both tradable and nontradable industries. Since the productivity increases in the nontradable industries were not high enough, the wage increases pushed up the costs of production and prices of the nontradables. Thus, the CPI in Japan rose faster than the WPI, and the gap between CPI inflation and WPI inflation was widening faster in Japan than in the US.


Box 12.2

Why the Exchange Rate Was Set to 360 Yen/Dollar after World War II


Japan suffered hyperinflation for a few years immediately after World War II (recall chapters 3 and 6). In 1949, the occupying Allied forces introduced an economic policy package, including unification of the multiple exchange rates used in different goods into one. In the process of selecting the unified exchange rate, the Allied force in Tokyo and authorities in Washington, DC, debated the question: What would be the appropriate yen/dollar exchange rate after Japan suffered such very high inflation?

The concepts of the real exchange rate and the PPP helped them to answer the question. They surveyed wholesale prices and consumer prices and calculated how much they have changed from before the war. Then, they compared the price level change in Japan to that in the US during the same period. They found that Japanese prices rose roughly ninety times (i.e., 9,000 percent) more than US prices. The nominal exchange rate just before the war was 4 yen/dollar. Thus, if the prewar rate of 4 yen/dollar was the appropriate rate, the right nominal exchange rate after the price level of Japan increased ninety times more than that of the US is 360 yen/dollar.





The appreciation of the real exchange rate of the yen continued even after the yen started to float. In fact, the appreciation seems to have accelerated. However, the main driver of the real exchange rate appreciation was nominal exchange rate appreciation. From 1975 to 1995, the yen continued to appreciate against the US dollar, and the inflation rates of the two countries were very similar. The phenomenon of real exchange rate appreciation due to the productivity growth differential is called the Balassa-Samuelson effect. The real appreciation of the yen from 1951 to 1995 is a perfect example of this effect. The Balassa-Samuelson effect is applicable in both the fixed exchange rate regime and the floating exchange rate regime.



12.2.3 Effective Exchange Rates

The yen may become stronger vis-à-vis the US dollar even as it becomes weaker vis-à-vis the euro. In this case, is the yen appreciating or depreciating? To determine whether a currency such as the yen is appreciating or depreciating against all the currencies in the rest of the world, we can use the effective exchange rate of the currency. This rate is constructed as a weighted average of the exchange rates against various foreign currencies. In the case of the yen, the nominal effective exchange rate (NEER) is calculated as follows:3
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where Sj is the nominal exchange rate of the yen vis-à-vis the currency j, and wj is the weight given to the currency j, and N is the number of the trading-partner countries. It is customary to use exchange rates expressed as the price of the yen in foreign currencies (e.g., dollars/yen instead of yen/dollar) in the calculation of the effective exchange rate. Thus, an increase in the value of the effective exchange rate means appreciation of the currency. The weight is usually determined by the strength of the countries’ trading relationship. The BIS calculates the broad-set of effective exchange rate index for twenty-six economies since 1994, and the narrow-set of effective exchange rate index for sixty-one economies since 1964. (The numbers of currencies in both indices are occasionally revised. The numbers quoted here are as of June 2019.) The real effective exchange rate (REER) is defined similarly. The only difference is that the real exchange rates are used:4

[image: ]

The change in the REER is regarded as the best indicator for the change in the competitiveness of tradable sectors of the country. Depreciation of REER implies that exporters enjoy higher competitiveness—higher profits or increased volumes due to price declines in the destination markets—and domestic producers to have a better defense against imports. The level of NEER or REER itself does not imply anything—it just sums up various exchange rates—but the change from a certain point of time indicates the magnitude of change in competitiveness.

Figure 12.4 shows that NEER and REER of the yen from 1973 to 2018. The yen’s NEER index rose (i.e., yen appreciation) steadily from 1974 to 2012. It shows that the yen’s value in terms of trading partners’ currencies rose by more than fourfold, with significant fluctuations. Major yen appreciation (and dollar depreciation) occurred in 1978 and in 1985–1986. We can identify major yen depreciation episodes in 1973–1974, 1979–1980, and 1981–1985. Two of these, 1973–1974 and 1979–1980, were due to two oil crises. Since Japan produces less than 1 percent of the crude oil it consumes, it cannot find a substitute for oil in the short run. Thus, an oil price increase tends to worsen the trade deficit of Japan and apply pressure on the yen to depreciate. The causes and consequences of the dollar’s strength in 1981–1985 will be analyzed next.
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Figure 12.4

The NEER and REER.

Source: BOJ.



The dollar depreciation (and yen appreciation) of 1978 were prompted by deterioration in the US trade balance. The dollar depreciated until President Jimmy Carter announced measures to defend the dollar on November 1, 1978. The other episode of sharp yen appreciation (1985–1986) will be carefully analyzed next.

In the most volatile episode, the NEER appreciated more than 50 percent from mid-1992 to April 1995, and then it depreciated 30 percent to April 1997. Although the yen’s NEER depreciated by 20 percent from 2012 to 2018, mainly due to quantitative and qualitative easing by the BOJ, the level is still around the average of the period from the mid-1990s to the mid-2000s.

The REER moved broadly in parallel with the NEER from the early 1970s until they reached a peak in April 1995. Both the NEER and REER had a clear trend of yen appreciation. The two series, however, started to show different movements after the mid-1990s. The REER peaked at 150 (with the base year of 2010 as 100) in April 1995, and started a depreciation trend that continued through the 2000s. By 2008, the level of REER became the same as in the mid-1980s. The REER, along with the NEER, appreciated by 20 percent in 2009, but the level in 2010 was only two-thirds of the peak in 1995. The NEER, in contrast, recorded a new high in January 2012, at a level that was 15 percent higher than the previous peak in April 1995. According to the NEER, the yen kept appreciating until 2012, while the peak for the REER was 1995 and the yen depreciated since then. The REER depreciated to a new low in 2014–2015, which was actually comparable to the early 1970s.

Why did the REER behave so differently from the NEER after the mid-1990s? Did the value of the yen in 2015, after adjusting for the inflation rate differentials between Japan and its trading partners, become comparable to that in 1973? Were all the gains in value from 1973 to 1995 lost in the subsequent twenty years?

The key to explaining the difference between the REER and the NEER after the mid-1990s lies in Japanese deflation. As Japanese prices declined and the trading partners’ prices continued to rise, the yen’s REER depreciated compared to NEER. The fact that the REER of 2015 is the same as the REER of 1973 implies that Japanese goods and services are as inexpensive as those in 1973 for foreigners. From the perspective of Japanese exporters, the quality of their goods and their productivity increased from 1973 to 1995, so despite the yen’s REER appreciation, trade surpluses were maintained. This is the Balassa-Samuelson effect, as explained earlier in the chapter.

The process reversed after 1995. The Japanese exporters’ quality enhancement, productivity growth, and innovation lagged those of the trading partners’, which led to the REER’s depreciation. This is also the Balassa-Samuelson effect at work, but the direction was the opposite of what happened before. Thanks to real depreciation, Japan was able to maintain trade surpluses despite the decline of productivity growth.



12.2.4 Exchange Rate Dynamics and Microstructure

Empirical evidence accumulated over almost a half-century of floating exchange rates revealed the following stylized facts about exchange rate dynamics. First, exchange rate changes in high frequencies cannot be predicted with confidence. In other words, the exchange rate is a random walk in the short run. That is, the best predictor of the next period is the current rate. Second, the volatility of the exchange rate changes over time and is persistent. Once volatility rises, high volatility tends to continue, which is known as volatility clustering. Put differently, periods of turmoil alternate with periods of tranquility. Third, covered interest parity holds in the absence of capital controls, while uncovered interest parity may not hold. Even if one finds a period over which the latter indeed holds, the deviation of the forward rate from the realized spot rate is large in magnitude. In that sense, the forward rate is a poor predictor of the future spot rate.

A majority of researchers now view foreign exchanges as a portfolio asset, with their exchange rates being their asset prices. There are many large investors and speculators who manage funds constantly in the foreign exchange markets, as well as in the domestic and foreign securities markets. Large money-center banks, securities houses, insurance companies, and pension funds manage a portion of their assets internationally. For all practical purposes, they bet on changes in exchange rates, as well as on the interest-rate differentials between different countries. These cross-border portfolio investment activities cause capital flows and, in turn, exchange rate fluctuations.

The first stylized fact (random walk of exchange rate) is a natural consequence of the fact that foreign exchanges are now traded by large institutional investors in well-organized markets. If all pieces of information are taken into account every second when determining the exchange rate, then exchange rate movements cannot be predicted (at least in the short run). Any price movement reflects the arrival of new information, which is unpredictable by definition.

In the long run, exchange rates are determined by fundamentals, such as interest rates, money supplies, GDPs, and productivities of various countries. Short-run movements, however, are dominated by the arrival of new information regarding these fundamentals. Hence, the exchange rate moves not when the money supply actually changes, but rather at the exact moment when the market finds new information about future movements of the money supply. For example, when the GDP announcement for the last quarter is disappointing, the central bank may try to stimulate the economy by cutting the interest rate, expanding money supply to prevent recession, or both. Expecting future monetary expansion, the currency may depreciate immediately.

For almost all currencies, the exchange rate data are extracted from the transacted exchange rates (deal prices) in the interbank foreign exchange markets. In the 1980s, the interbank market was actually fragmented with bilateral dealings between major banks and market-maker banks, such as the Bank of Tokyo in the case of the dollar-yen exchange rates. In addition, brokers were important in matching banks on the buy side with ones on the sell side. In the 1980s, human brokers quoted the bid and ask prices continuously to bank dealing rooms via dedicated speakers. Bid quotes came from market makers who are ready to buy the currency pairs, while ask quotes came from market makers who are ready to sell the currency pairs. For example, in the dollar-yen market, the bid-ask spread of 100.01–02 means that there are banks ready to sell 1 dollar for 100.02 yen, while there also are banks ready to buy 1 dollar for 100.01 yen. There may be other quotes, but 100.01 and 100.02 represent the best quotes (i.e., the lowest bid and highest ask). The unit of transaction is 1 million US dollars.

In the 1990s, electronic brokers replaced human brokers; to wit, human dealers at a bank sent buy or sell orders through an electronic broker system. By the end of the 1990s, the EBS and Reuters became two major electronic broking systems. The EBS had a larger market share in the dollar-yen market. Around 2005, bank computers with algorithm for foreign exchange trading were allowed to connect directly to the electronic broking system. Once the bank computers are connected, quote revisions and transactions were done much faster by machines, without involving any humans. The bank dealers’ role became substantially diminished. With machines talking to each other, new information, such as announcements of GDP, inflation rate, and employment numbers, can be digested much faster than before. Any anomaly, such as a negative bid-ask spread, can be spotted and exploited much quicker than before.

The market is called efficient if the market price reflects all the information that is available at the time. Thus, no major anomaly is observed. In addition, the market is regarded as liquid if the bid-ask spread is narrow and large orders can be matched and executed without changing the best bid-ask. A quick price discovery after the arrival of new information is often considered another characteristic of an efficient market. Although many considered the foreign exchange market of major currencies to be generally efficient, even in the 1980s, it became even more efficient (i.e., there was less anomaly) following the major changes in microstructure described here, especially the replacement of human dealers/brokers by machines.

There are two ways to investigate the relationship between arrival of news and exchange rate changes. First, by examining the behavior of the exchange rate around the time of the announcement of important economic news, such as money-supply or price-level announcements, we may infer the sensitivity of the exchange rate to new information. Second, by picking the days on which the magnitude of the exchange rate movement was large, we may infer the arrival of news behind such a large change. In the former method, specific economic news that theory suggests is relevant to the exchange rate will be selected first. The researcher must know a priori the determinants of exchange rates. In the latter method, determinants are inferred from analysis instead of assumption.

The foreign exchange market is open virtually twenty-four hours a day from Monday (in Tokyo) to Friday (in New York), and machines do not sleep (see the box entitled “Time Differences” for why that might be a handy point). As news relevant to foreign exchange hits somewhere in the world, the exchange rate moves immediately. Usually, relevant economic and political news of a certain country is revealed during the market hours of that country. Hence, time differences among major financial centers make it possible to identify the origin of news.


Box 12.3

Time Differences


Japanese Standard Time, observed in all of Japan, is nine hours ahead of Greenwich Mean Time (GMT). In the United States, Eastern Standard Time (EST) is five hours behind GMT. Therefore, when it is 7 P.M. in New York in the winter (or 8 P.M. in the summer), it is 9 A.M. on the next day in Tokyo; 9 A.M. in New York in the winter is 11 P.M. on the same day in Tokyo. Japan does not observe daylight saving time now, although it did from 1948 to 1952.

Thus, the Tokyo financial markets (e.g., the foreign exchange and stock markets) are closed when the New York financial markets are open, and vice versa. For this reason, which of the two markets will be the first to respond to a given political or economic news depends on the timing of the news.





In any twenty-four hours on a weekday, there are only a few hours, roughly corresponding to the closing of the New York market and the opening of the Tokyo market, that have an extremely low activity level in quotes and deals. Why is this important? According to the efficient-market hypothesis, responses to the arrival of new information take place instantaneously. When the time interval is short, it may better isolate the change of the exchange rate due to the information. For example, if a large jump in the exchange rate was observed in the Tokyo market one day, but not in the New York market, then it is reasonable to infer that some important new information about Japan’s economy or policy was revealed in the Tokyo market.




12.3 Capital Flows and Capital Controls


12.3.1 The Financial Account

In chapter 11, the balance of payments that covers both the current and financial accounts was shown in time-series graphs (recall figure 11.2, where the following relationship was shown.
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where
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The movements of major items in the financial account are further analyzed here. Figures 12.5 and 12.6 show direct investment (DI) and portfolio investment in Japan’s financial account from 1996 to 2016. The two entries are further disaggregated into residents’ investment abroad (capital outflow) and nonresidents’ investment in Japan (capital inflow). Japanese residents’ foreign investments (outward investment) always have been positive (except for the portfolio investment in 2013), implying that gross purchases of foreign assets consistently exceeded gross sales of previously acquired foreign assets by residents.
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Figure 12.5

Direct investment in Japan’s financial account.

Source: MOF, Balance of Payments.
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Figure 12.6

Portfolio investment in Japan’s financial account.

Source: MOF, Balance of Payments.



The size of outward direct investment has surged from $2.8 trillion in 1996 to $18 trillion in 2016. This reflects a strong and steady trend among Japanese manufacturers to build factories abroad, and among Japanese financial institutions and corporations to acquire foreign companies. There was an especially sharp increase in 2008, suggesting that Japanese companies took advantage in purchasing Western companies that were sold in the midst of the global financial crisis. In contrast, there was a sharp decline in outward portfolio investment in 2011–2013, the result of a reconstruction rush following the Great East Japan Earthquake. That is, financial assets abroad were sold to generate funds to satisfy domestic demand.

The size of inward direct investment has been much smaller than for outward direct investment. It is hard to detect any trend in the flow data presented here, but the stock of inward FDI (i.e., accumulation of FDI) shows a clear upward trend. The inward FDI stock increased from 4 trillion yen (0.8 percent of GDP) at the end of 1996 to 24 trillion yen (4.6 percent of GDP) by the end of 2015. The level of inward FDI stock in Japan is still low compared with other advanced economies. Increasing inward FDI into Japan is one of the targets of Abenomics (the economic policy package of Prime Minister Shinzo Abe), but Hoshi (2018) finds no evidence that the growth trend of inward FDI has shifted upward since Abenomics started.

The portfolio investment, both outward and inward, is much more variable. The size of outward portfolio investment has increased over the decades, but it has fluctuated widely. Inward portfolio investment has also fluctuated widely without a trend. The size of inward and outward investment is more balanced in portfolio investment than in direct investment, although on average, net portfolio investment has been positive.

Portfolio investment can be broken down into “equity and investment fund shares,” “long-term debt securities,” and “short-term debt securities.” Debt securities are mostly bonds. Equity inflows exceeded outflows, unlike direct investment, from 2003 to 2007, and again 2013. There were large repatriations (sales of foreign assets by residents) in 2012 and 2013, following the Great Earthquake. Table 12.1 shows such a breakdown.



Table 12.1

Breakdown of portfolio investment (100 million yen)
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Japan continuously recorded net capital outflows, which implies acquiring external assets more than selling domestic assets to foreigners. The acquired assets accumulate over the years. Balances of Japanese residents’ accumulated external assets (assets total) and nonresidents’ accumulated Japanese assets (liabilities total), as well as net balance (net external assets), are shown in figure 12.7.
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Figure 12.7

International investment position of Japan.

Source: MOF.



Net external assets has continued to rise, and it was close to 341 trillion yen at the end of 2018.

FDI by Japanese firms has increased over time, for several reasons. In the 1980s and 1990s, trade conflict—the US and some European countries complained about Japanese exports of consumer electronics, steel, automobiles, and other manufactured goods and demanded that Japan restrain its exports—contributed to building factories in destination markets. Japanese automobile companies continued to invest abroad even after the trade conflict died down in the 2000s, realizing that FDI is the partial answer to the continuous appreciation of yen that threatens the profitability of producing goods in Japan. In the 2010s, many domestic firms, from the manufacturing to service sectors, concluded that domestic markets would be shrinking due to aging, with a smaller working-age population in the coming decades. Those firms that seek to grow are compelled to expand abroad.



12.3.2 Capital Controls and Liberalization

The Japanese financial markets were practically closed to the rest of the world before 1971. Importers could not freely obtain foreign currencies; they had to apply for and obtain permission for currency allocations from the government. Those who would travel abroad were subject to restrictions on how much foreign exchange they could obtain. Moreover, the Japanese were not allowed to acquire foreign securities or real estate, and foreigners were not allowed to purchase most Japanese securities or equities. These kinds of restrictions on international movement of financial capital are called capital controls.

Under a flexible exchange rate system, however, there are several reasons why both the private sector and the monetary authority want liberalization (i.e., deregulation) of financial markets. Japan was no exception. First, exporters, importers, and investors in foreign assets want to hedge and speculate against exchange rate fluctuations. For example, suppose that Japanese exporters who hold export contracts due in three months make a contract now to buy yen (i.e., sell dollars) on the date of the export sales, so that their income in terms of yen will not be affected by possible exchange rate fluctuations. To carry out this transaction of foreign exchange in the future, exporters must be matched with entities—most likely, importers—that would like to carry out the reverse transaction. Matching these customers would be rather difficult without an established market. Once the market is created, speculators who bet on movements in exchange rates by taking certain positions are invited to deepen the market. Hedging and speculation require investments in comparable instruments, and restrictions on the purchase or sale of financial instruments (i.e., capital controls) become an obstacle to smooth foreign trade and investment.

Second, under a flexible exchange rate regime, the BOJ is not required to purchase the foreign currencies brought back to Japan as a result of current account surpluses. Thus, the companies in the private sector that accumulate foreign exchanges try to diversify their portfolios into various kinds of assets in foreign denominations. For this reason, pressure to deregulate the holding of foreign assets was mounting in the mid-1970s.

Japan liberalized substantial parts of these capital controls in several steps from the 1970s until the mid-1980s. The history of deregulation coincides with the roller-coaster path of the yen/dollar exchange rate. The Japanese monetary authority clearly had the objective of exchange rate stabilization, so the restrictions on outflow (inflow) were lifted when the monetary authority desired to prevent rapid yen appreciation (depreciation). There was a short period of capital-control tightening between 1977 and 1979. For example, the margin reserve requirement for “free yen accounts” held by nonresidents was increased to 50 percent in November 1977 and to 100 percent in March 1978, and then reduced to 50 percent in January 1979 and 0 percent in February 1979. From March 1978 to February 1979, nonresidents were prohibited from purchasing any Japanese securities with maturities of less than five years and one month. This is one of a few cases in which controls were tightened, only to be deregulated again shortly thereafter.

Table 12.2 summarizes the chronology of the major steps, between 1964 and 1998, toward integrating the Japanese financial market into world markets. The enactment of the Foreign Exchange and Foreign Trade Control Act (FEFTCA) in December 1980 was particularly important. Before this law, any capital movement was prohibited unless explicitly allowed; afterward, the opposite was the case: Capital movements in general were allowed unless explicitly prohibited. Allowing foreign investors to participate in the securities market and Gensaki market (or the swap market), was a big step toward liberalizing capital inflow, and foreign investment in the Japanese stock market increased substantially in the early 1980s.






	
Table 12.2





	
Chronology of Japanese capital-control deregulations and their motives, 1964–1998





	
1964


	
	
	
	
Event





	
April


	
	
	
	
Became an IMF Article VIII country.





	
May


	
	
	
	
Special account for foreigners at securities firms.





	
June


	
	
	
	
First capital account liberalization package: Inward FDI, allow 50% for 33 sectors; 100% for 17 sectors; inward equity investment, automatic approval for 10% of issued capital for restricted sectors and 15% of issued capital for unrestricted sectors, and 7% for one individual investor.





	
1969


	
	
	
	



	
March


	
	
	
	
Second capital account liberalization package: Inward FDI, allow 50% for 160 sectors; 100% for 44 sectors.





	
October


	
	
	
	
Outward FDI; start liberalization.





	
1970


	
	
	
	



	
April


	
	
	
	
Partial liberalization of outward securities investment, with follow-up measures later.





	
September


	
	
	
	
Third capital account liberalization package. Inward FDI, allow 50% in 447 sectors (including banks and insurance), and 100% in 77 sectors.





	
December


	
	
	
	
Allow yen-denominated bond issues by nonresidents (first issuer, Asian Development Bank).





	
1971


	
	
	
	



	
August


	
	
	
	
Inward FDI; switch to a negative list system.





	
August 15


	
	
	
	
Convertibility (to gold) of the dollar suspended.





	
August 28–December 19


	
	
	
	
Yen under floating-rate regime.





	
December 19


	
	
	
	
Smithsonian rate (308 yen +/−2.5%) established.





	
1972


	
	
	
	



	
February


	
	
	
	
Resumption of controls on receipt of advances of export proceeds (amounts above $10,000 required approval).





	
March


	
	
	
	
Japanese banks permitted to purchase foreign securities. Foreign investors prohibited from acquiring fiscal bills (FBs).





	
May


	
	
	
	
Foreign Exchange Centralization Act (exporters have to convert dollars earned by exports to the BOJ) was abolished.





	
June


	
	
	
	
Imposition of a 25% marginal reserve requirement on nonresident free yen accounts. Tightening of controls on receipt of advances of export proceeds (approval required for all transactions above $5,000).





	
July


	
	
	
	
Increase in marginal reserve requirement on nonresident free yen accounts. Japanese residents allowed to purchase foreign real estate.





	
October


	
	
	
	
Foreign investors’ purchases of Japanese securities limited to amounts sold by other foreign investors.





	
1973


	
	
	
	



	
February


	
	
	
	
Yen became “freely” floating.





	
May


	
	
	
	
Inward FDI, investment up to 100% is allowed, except for agriculture and forestry, retail, and three other sectors.





	
	
	
	
	
Inward equity investment. In principle, 100% liberalized.





	
November


	
	
	
	
Relaxation of controls on the receipt of advances of export proceeds from $5,000 to $10,000 as the approval threshold. Abolition of limits (to the amount sold by other foreigners) on the acquisition of Japanese equities by foreigners.





	
December


	
	
	
	
Abolition of limits (to amounts sold by other foreigners) on acquisition of Japanese bonds by foreigners.





	
1974


	
	
	
	
(Further yen depreciation prompted policy actions to restrict capital outflow as well as encourage inflow.)





	
January


	
	
	
	
Relaxation of controls on receipt of advances of export proceeds from $10,000 to $100,000 as the approval threshold. Prohibition of resident purchases of short-term foreign currency securities. Approval required for opening of new foreign currency deposits.





	
July


	
	
	
	
Relaxation of controls on the receipt of advances of export proceeds from $100,000 to $500,000 as the approval threshold.





	
August


	
	
	
	
Liberalization of acquisition of FBs by foreign investors.





	
1975


	
	
	
	



	
June


	
	
	
	
“Voluntary restraints” on purchase of foreign securities lifted for all institutions except banks.





	
	
	
	
	
Inward FDI. Retail sector is now allowed. (4 sectors remained on the negative list.)





	
1977


	
	
	
	
(Yen appreciation prompted policy actions to encourage outflows.)





	
March


	
	
	
	
Abolition of “voluntary restraints” on purchase of foreign securities by banks.





	
June


	
	
	
	
Abolition of controls on acquisition of short-term foreign securities by residents (hitherto de facto prohibited). Acquisition of equities and bonds by nonresidents shifted to automatic approval.





	
November


	
	
	
	
De facto prohibition of nonresident acquisition of FBs, through cessation of public subscription for FBs. Introduction of 50% marginal reserve requirement on nonresident free yen accounts.





	
1978


	
	
	
	
(Further yen appreciation prompted more restriction of inflows.)





	
March


	
	
	
	
Introduction of controls on acquisition of yen-denominated bonds by foreign investors. (Acquisition of general bonds of less than 5 years and 1 month remaining maturity prohibited.) Marginal reserve requirement of 100% reintroduced for nonresident free yen accounts.





	
	
	
	
	



	
	
	
	
	



	
1979


	
	
	
	
(Rapid yen depreciation prompted to encourage inflows.)





	
February


	
	
	
	
Abolition of controls on acquisition of Japanese bonds by foreign investors. Abolition of marginal reserve requirements on nonresident free yen liabilities.





	
May


	
	
	
	
Nonresidents permitted to engage in Gensaki market. Abolition of controls on receipt of advances of export proceeds. Permission to introduce short-term impact loans (untied foreign currency borrowings by Japanese companies).





	
1980


	
	
	
	



	
March


	
	
	
	
Repeal of interest-rate ceilings on free yen accounts held by foreign governments.





	
December


	
	
	
	
Reform of the Foreign Exchange and Foreign Trade Control Act (FEFTCA) enacted. (All capital transactions are allowed unless explicitly prohibited.)

Complete liberalizations of the foreign currency deposits of residents at foreign exchange banks in Japan; of impact loans; of the acquisition of foreign securities by residents when made through designated securities dealers (except for transactions deemed direct investment, which are subject to notification); of the acquisition of domestic securities by nonresidents when made through designated securities dealers (except for transactions deemed direct investment, which are subject to notification); of foreign real estate investments by residents. MOF retains the right to introduce a permit system in case of large capital flows and/or large foreign exchange rate fluctuations. MOF retains the right to recommend or order to modify or suspend transactions if the financial system may be seriously, adversely affected. Shift from nonresident free yen accounts to nonresident yen accounts because the total removal of convertibility restrictions on resident yen accounts eliminated the need to distinguish between free and “nonfree” yen.





	
1984


	
	
	
	



	
April


	
	
	
	
Abolition of the “real demand principle” in the forward market.





	
June


	
	
	
	
Abolition of spot position controls (yen conversion quotas) on foreign exchange banks. (This gave banks total freedom to borrow in foreign currencies and invest the funds locally in yen.)





	
July


	
	
	
	
Liberalization of the acquisition of domestic real estate by nonresidents.





	
1986


	
	
	
	



	
December


	
	
	
	
Establishment of the Japan Offshore Market. Offshore transactions between banks and nonresidents (deposits, borrowings, and loans) were separated from domestic transactions, so that such transactions were exempted from reserve requirements, interest rate controls, deposit insurance, and withholding tax.





	
1998


	
	
	
	



	
April


	
	
	
	
Revision of the Foreign Exchange Act (the word control is removed from the title of the law). Major parts are as follows:


	Foreign exchange business is open to nonbank institutions and corporations.

	Inward/outward capital flows are subject to ex post reporting from ex ante permit or reporting.

	Clarify conditions for actions by MOF in response to economic sanctions against other countries.







	
Source: Authors’ creation based on Fukao (1990) and Aramaki (2004).

Note: Items with * are adapted from Fukao (1990), with modifications.








Japan’s domestic institutional structure and domestic regulations can still be impediments for foreign investors, however. For example, foreign investors may legally purchase stocks of a company to take control of its management, but in many cases, the interlocking shareholdings described in chapter 4 made such a move practically impossible for many companies. Foreign investors could legally purchase Japanese long-term government bonds; however, as mentioned in chapter 5, a large block of new issues of long-term bonds were negotiated between the MOF and a syndicate of Japanese financial institutions. In 1984, foreign securities firms were invited to join the syndicate, and a portion of the long-term bonds were auctioned.

In April 1984, the real demand principle was abolished. Previously, a Japanese resident who wanted to carry out a forward contract had to show that there was a real demand, such as export or import transactions or maturing foreign securities. After 1984, they did not have to prove the existence of real demand.

The remaining few capital controls were abolished completely in April 1998 as a part of reform plans nicknamed the “Japanese Big Bang.”5 For example, prior to April 1, 1998, foreign exchanges had been exclusively dealt with by banks that were licensed to do dealing. The restriction was abolished so that general trading companies (Sogo Shosha) and other large companies were permitted to net out (i.e., marry) their receivables and payables in foreign currencies. Securities firms were also allowed to net out buy and sell orders of foreign exchanges. However, they were prohibited from offsetting (marrying) their buy and sell positions, so they had to ask banks to do the transactions. In addition, Japanese investors were allowed to hold banking and securities brokerage accounts at financial institutions abroad. These changes made yen-related foreign exchange markets more competitive and efficient by eliminating banks’ monopoly in foreign exchange transactions.



12.3.3 Covered Interest Parity

In a world without capital controls, investors try to find the best investment opportunities. In this environment, the choice of country-specific assets depends on the size of the investment, the horizon for the investment, and the investors’ attitude toward risk. Since many investors in major developed countries such as the United States, Japan, Great Britain, and Germany are looking for opportunities constantly, most (if not all) arbitrage opportunities are exploited. That is, if one asset has a relatively attractive yield, many investors want to purchase this asset, which pushes down its yield to the point where it is comparable to other assets with similar risks.

One such relationship implied by the absence of arbitrage opportunity is covered interest parity. Investigating the covered interest parity between yen-denominated assets and dollar-denominated assets is one way to test econometrically the extent to which Japan’s capital market is integrated with the US capital market.

For example, suppose that a Japanese investor wants to earn returns on an investment of X yen over the next three months. If this investor invests the fund in a yen-denominated asset (strategy A), the fund grows to (1 + RJA)X yen after three months, where RJA is the three months’ interest rate on this yen-denominated asset. Alternatively, the investor may invest in a dollar-denominated asset (strategy B). In this strategy, X yen is first converted into X/S dollars, where S is the spot yen/dollar exchange rate. Then X/S dollars are invested in an asset yielding an interest rate of RUS. After three months, the fund grows to (1 + RUS)X/S. Finally, the investor makes a contract in the forward market to obtain F yen per dollar in three months. All three steps in this strategy are carried out simultaneously. Following strategy B, the fund will grow to (1 + RUS)X(F/S) yen in three months.

Assume that the yen-denominated asset, which yields an interest payment of RJA, and the dollar-denominated asset, which yields an interest payment of RUS, have equivalent default risk.6 Any difference in returns between strategy A and strategy B would create pure arbitrage opportunities, with no exchange rate risk. If such an opportunity existed, investors would spot it and move one or more prices so that parity is restored. Hence, (1 + RJA) and (1 + RUS) F/S must be equal. This equality is called covered interest parity.

When there are no capital controls, parity should hold. Thus, deviations from parity, beyond nominal transaction costs, would signal the existence of capital controls.7 Hence, a violation of covered interest parity implies that a country’s capital market is not integrated into the world capital market. In this sense, covered interest parity is a test of capital controls or a test of capital-market integration. Parity should hold for any maturity of assets and the corresponding forward exchange—for example, for one week, for one month, and for three months, for comparable assets of the same credit risk, or ideally risk-free sovereign assets. Forward-market contracts are typically unavailable for horizons longer than one year. Hence, many studies conduct tests in the one-month horizon, the three-month horizon, or the six-month horizon.

Ito (1986) tests the covered interest parity to examine when capital controls were effectively liberalized. As was described in the preceding section, Japan began dismantling its capital controls in the 1970s and completed the job in December 1980. It is interesting to test the covered-interest-parity relationship to consider the effectiveness of these deregulation steps. One problem in implementing the test in Japan was that domestic interest rates were typically controlled (recall the discussion in chapter 5). The TB rate was not available until the mid-1980s, certificates of deposit were not issued until May 1979, and other bank deposit rates were under strict regulation. The exception to these controls in the 1970s was the Gensaki (repurchase agreement) rate. In what follows, the 3-month Gensaki rate is used for RJA, and the three-month Eurodollar deposit rate is used for RUS.

Ito (1986) shows that deviation from parity was frequently observed through the 1970s, but once the new law of December 1980 was implemented, covered interest parity held, without exception. A large deviation from 1972 to 1974 signaled the existence of capital controls. For example, in December 1973, the deviation was as high as 28.5 percent (in terms of annualized percentage-point differential). In that month, the Gensaki interest rate was 13.85 percent and the Eurodollar rate was 10.13 percent, while the spot exchange rate was 280 yen/dollar and the forward rate was 302 yen/dollar. This is in contrast to the case in February 1973, when the deviation from parity was much smaller, less than 10 percent.

These large deviations would have invited large capital inflows and outflows (and would have been arbitraged away) if capital controls had not been present. Put differently, the determination of the Japanese interest rates was quite independent of the forward premium (the difference between the log spot and forward-exchange rates) and the foreign interest rate. This was possible because Japan’s capital markets were isolated from the rest of the world. Apparent unexploited gains from arbitrage in the early 1970s were due to strong capital controls, such as restrictions on the acquisition of foreign securities by Japanese residents, restrictions on foreign investors’ participation in the Gensaki market, and sales of forward contracts only in the case of real demand, where the real demand principle was enforced until April 1984.

Between 1975 and February 1979, deviations from parity went in a direction such that there existed apparent arbitrage gains achieved by holding yen-denominated assets. That was particularly true at the beginning of 1975 and in 1978. Thus, there was a sustained excess demand for yen, which led to rapid appreciation of the yen during this period. As was explained previously, purchases of Gensaki assets by nonresidents were not allowed until May 1979, and other restrictions on foreign borrowing by Japanese citizens were lifted in December 1980. Covered interest parity between Gensaki and dollar-denominated assets started to hold after these changes. Ito (1986) conducts a detailed examination of covered interest parity, explicitly accounting for the bid-ask spread—a major transaction cost that is assumed away in the simple example in this chapter.

In sum, from the evidence on covered interest parity, the Japanese short-term capital market was integrated into the world capital market by 1980.



12.3.4 Uncovered Interest Rate Parity and Carry Trade

In the covered interest‒parity relationship explained previously, no exchange rate risk is taken into account. Suppose instead that investment into foreign securities is not covered—that is, forward transactions are not contracted when foreign securities are purchased. In other words, the third step of strategy B is not carried out in the forward market, but in the spot market at the time, the securities mature. In this case, the strategy involves exchange rate risk. The exchange rate in the future is not known at the time of investment, but suppose that investors are risk-neutral. Then, the expected return from strategy B must be equal to the certain return from strategy A. Expressed as an equation, the no-arbitrage condition with risk-neutral investors, called uncovered interest parity, is written as

(1 + RUS)Se/S − (1 + RJA) = 0,

where Se is the expected future spot rate. If the covered interest parity and the uncovered interest parity both hold, the forward rate equals the expected rate: [image: ]

Testing uncovered interest rate parity turns out to be difficult because the expectation variable, [image: ] is not generally observable. One assumption that is commonly adopted is that the expectation is formed rationally—that is, the expectation error is not correlated with any information that investors possess, including expectation errors in the past. (See Ito [1990] for analysis of expected exchange rates.)

The rational expectation implies that [image: ]= St+k + et+k, where et+k is a random variable with zero expected value and without serial correlation. If risk-neutral investors form rational expectations in the efficient market, then the relationship Ft,k = St+k + et+k must hold.

Thus, the forward rate is an unbiased predictor of the future spot exchange rate. This hypothesis can be easily tested. Many papers have investigated this relationship for various foreign exchange rates over different sample periods. Some papers rejected the hypothesis, but others did not.8 The problem with this hypothesis is that because three assumptions are needed to derive the relationship, it is not clear which one is actually being tested. When a researcher finds rejection, it is not immediately obvious whether rational expectations are rejected, risk neutrality is rejected, the efficient-market hypothesis for the foreign exchange market is rejected, or all of these are empirically false.

Since the early 1990s, the Japanese interest rates have been lower than the US interest rates in most of the maturity lengths. As Japanese interest rates continued to decline, Japanese investors, both institutions and individuals, became attracted to higher yields that could be obtained abroad. However, foreign securities with higher yields come with the foreign exchange rate risk. If Japanese investors wish to cover the exchange rate risk by taking a forward contract, the yield differential disappears due to covered interest rate parity. The foreign yield after forward contract becomes the same as the domestic yield. Then there is no advantage in going overseas.

Suppose that Japanese investors who face a low yield domestically seek a higher yield without forward contract cover. The investor accepts the exchange rate risk for a higher expected yield. Will the investors come out ahead of the investors that invest in domestic financial assets only? It all depends on whether the realized spot rate at the maturity date becomes higher than the forward rate at the time of contract. If the uncovered interest rate parity holds, then on average, the investor would be no better off than investing domestically only. However, if uncovered interest rate parity is violated such that the low-yield currency (say, yen) does not appreciate as much as the forward contract suggested, then investing in a higher-yield asset abroad comes ahead of domestic low-yield investment. In the literature, there are plenty of empirical results showing that uncovered interest parity for the yen-dollar rate was violated in this direction. As Japanese interest rates declined precipitously in the 1990s, portfolio investment abroad increased, which suggests that at least some Japanese investors tried to benefit from uncovered investment. (Recall figure 12.6 and table 12.1, earlier in this chapter.)


Box 12.4

Mrs. Watanabe


Japanese individuals who invest in a high-interest-rate currency and time exchange rate fluctuations are nicknamed “Mrs. Watanabe.” The origin of the nickname is unknown, but there was no very wealthy individuals by that name. When the yen appreciates sharply, these investors buy foreign currencies to invest in a higher-yielding asset. Thus, they acted as a naturally contrarian (and probably stabilizing) force in volatile yen movements.





Both foreign and domestic investors can take advantage of the low interest rate in yen by borrowing in yen and investing in a high-interest-rate currency. An investment strategy of borrowing a low-interest-rate currency and investing in a high-interest-rate currency is called carry trade. This was most prevalent in Japan and the yen in the 1990s and 2000s, until interest rates in all advanced countries collapsed to near zero after the global financial crisis of 2008, eliminating interest rate spreads.




12.4 Intervention


12.4.1 What Is Intervention?

Official intervention in the foreign exchange market consists of purchases or sales of foreign currencies in exchange for domestic currency by the monetary authorities, with the intention of influencing the level of the exchange rate.9 As a result of this intervention, international (foreign) reserves may go up or down. For example, the Japanese authorities purchase the US dollar by selling the yen in the dollar/yen market, with the intention to stop the appreciation of the yen or actively depreciate it. After such an intervention, the foreign reserves held by Japan will increase.

When a country adopts a fixed exchange rate regime, it has to intervene constantly to keep the exchange rate fixed. When trade deficits and capital outflows continue, the authorities have to sell foreign reserves to defend the fixed exchange rate. Then, if the foreign reserves are exhausted or almost exhausted, the country is hit by a currency crisis. It then faces a number of unattractive policy options. It may sharply raise the interest rate to attract capital inflows and discourage outflows, which dampens domestic demand. It may tighten monetary and fiscal policies so that import demand falls, but the domestic economy would suffer. It may devalue the currency, which would make exporting more competitive, but imported goods (and raw materials) would be more expensive.

After the major advanced countries floated their currencies in 1973, many believed that the need for intervention would diminish, as the exchange rate would balance trade accounts so that no intervention is needed. The monetary authorities, however, continued to intervene in the market, as they regarded the high volatility of the exchange rate as being detrimental to trade. Moreover, the exchange rate was found to have been misaligned for a long time, as large trade imbalances were sustained for a long time.

From the late 1980s to the 1990s, major advanced countries started to refrain from intervening. They realized that the foreign exchange market had become so large that interventions with limited resources do not move it. Also, the United States increasingly adopted a view that their trading partners use foreign exchange interventions to advance their mercantilist goals by holding the values of their currencies against the dollar below the equilibrium level.

Japan was exceptional among advanced countries, and it continued to be active in intervention until the early 2000s. The motivation and consequences of Japanese interventions are analyzed in the rest of this section.



12.4.2 Japanese Intervention

In Japan, interventions are conducted by the MOF. It is a fiscal operation in the following sense: When the MOF intervenes to stop yen appreciation vis-à-vis the US dollar, it issues short-term bills to obtain yen, and then sells the yen to purchase the US dollar. The foreign reserves are kept as assets in the Foreign Exchange Fund Special Account (FEFSA). This account has liabilities of short-term government bills denominated in the yen. Foreign reserves are invested in foreign currency‒denominated government bonds and bills. The Foreign Exchange Fund Special Account receives the interest income, and that is included on the asset side after paying the interest on Japanese government bills on the liability side. If the interest rate on the foreign-currency securities (mostly in US dollars) is higher than on the Japanese government bills, then the account earns net interest income. That has been the case since 1991, as the US interest rate has constantly exceeded the Japanese interest rate.

The power to conduct the exchange rate policy, including whether to intervene and by how much, belongs to the MOF. Once the ministry decides to intervene, orders are put through the BOJ. Although the bank is an agent of the operation, rather than the decision maker, the Japanese interventions are often called “BOJ interventions” in the media. We also use the terminology in this chapter for convenience, but the fact that the MOF is in charge should be noted.

Since interventions to buy US dollars were conducted more often than interventions to sell US dollars (to stop yen depreciation) over the years, the amount of foreign reserves increased steadily. As of the summer of 2018, foreign reserves stood at around 1 trillion dollars. The Foreign Exchange Fund Special Account can be regarded as a gigantic carry trader, which is the investment strategy of borrowing a low-interest-rate currency (the yen in this case) and invest in a high-interest-rate currency (the US dollar). A common feature of a carry trade is that it takes a loss when the yen appreciates and the value of the assets measured in yen falls. Recall the previous discussion on uncovered interest parity.

The Japanese intervention data are available in the daily frequency report on the MOF website for the period after April 1, 1991, and are updated with a disclosure delay of no less than three months. Ito and Yabu (2017) supplement this by estimating interventions in the 1970s and 1980s with the monthly frequency using the government budget data. They also use the estimation procedure to generate monthly interventions after April 1991 and confirm that the estimated interventions are very close to the actual interventions shown on the MOF website.

In figure 12.8, the amount of intervention every month is shown as a bar, along with the dollar/yen exchange rate as a solid line.

[image: ]
Figure 12.8

Monthly interventions and the yen/dollar exchange rate.

Sources: MOF for the interventions; the BOJ for the exchange rate.



The monthly amount of intervention before April 1991 is the series constructed by Ito and Yabu (2017). The monthly intervention after April 1991 is constructed by aggregating daily interventions for the month. From figure 12.8, we can observe the following general characteristics of the Japanese interventions: (1) the frequency of interventions decreased consistently over the decades; (2) the sizes of the interventions were particularly large in 1978, 1987, 1989, and 2003–2004; (3) there were more yen-selling interventions than yen-buying interventions; and (4) yen-selling interventions tended to occur when the yen was expensive and appreciating, and yen-buying interventions when the yen was cheap and depreciating.

A series of interventions in 1978 was conducted to stop dollar depreciation at the time. The 1987 interventions were motivated by the Louvre Accord, which is the subject of the section entitled “Exchange Rate and Macrofundamentals,” later in this chapter. The 2003–2004 interventions are correlated to monetary expansion under a zero interest rate.

Ito and Yabu (2007) show that the Japanese authorities tended to intervene when the dollar/yen deviated from the long-run trend, and the most recent change was in the direction away from the trend. They also find that once an intervention was done, more interventions were likely to come. Put differently, interventions are clustered. Interventions were conducted to bring the exchange rate toward the trend line. After April 1991, yen-selling interventions were never conducted when the yen was cheaper than 125 yen/dollar; and yen-buying interventions were never conducted when the yen was more expensive than 125 yen/dollar.

Were interventions effective? It is an interesting but difficult question. Yen-selling interventions are effective when the yen becomes weaker than a counterfactual rate without intervention, and yen-buying interventions are effective if the yen becomes stronger than the counterfactual rate. The difficult part is the construction of the counterfactual rate, which requires some assumptions. By estimating reasonable counterfactual yen/dollar rates that would have been realized had interventions not happened, Ito (2003, 2007) finds that interventions were largely effective.

Another question is whether foreign exchange interventions are profitable for monetary authorities. Profits/losses have three sources: realized gain/loss, unrealized gain/loss, and net interest income/payments. Japan’s monetary authorities realized capital gains in December 1997 and April and June 1998. In those interventions, the dollar was bought at the 80–120 yen/dollar range and later sold at the 130–140 range.

Foreign reserves held by monetary authorities can have unrealized capital gains or losses. When the yen appreciates above the average rate that foreign reserves were originally acquired, the foreign reserves suffer an unrealized capital loss. When yen depreciates below the original rate, the foreign reserves show an unrealized capital gain.

Foreign reserves for Japan are held in US Treasury bills, Treasury bonds, and other foreign securities. The breakdown of foreign reserves by type of asset is not disclosed. These securities generate interest income (in the US dollar and other foreign currencies). Subtracting the funding costs that are interest payments on short-term government bills (in yen), we can calculate the net income for the foreign reserve account. Since the US dollar interest rate has been higher than its Japanese counterpart since 1992, holding a large amount of foreign reserves funded by issuance of Japanese Treasury Discount Bills has produced net income. In this sense, Japanese foreign exchange intervention was often regarded as a carry trade, which produced net income from the interest rate differential, as Ito (2007) and Ito and Yabu (2017) point out.




12.5 Exchange Rate and Macro Fundamentals


12.5.1 Misalignment in the First Half of the 1980s

In 1980, US exports and imports were balanced. Incidentally, Japan also had a balanced current account. The average exchange rate for the year was about 227 yen/dollar. If a balanced current account is the criterion for an equilibrium yen/dollar exchange rate, it was somewhere between 220 and 230. From the productivity and inflation differentials between the two countries, many economists predicted that the yen would appreciate against the dollar through the first half of the 1980s. Moreover, the interest rate was much higher in the United States, so the forward rate for yen had a premium over the spot rate. Put differently, the forward rate predicted the coming yen appreciation, assuming that uncovered interest parity holds. However, just the opposite happened. The yen depreciated in 1982, falling from 220 in January to 270 in October. After rebounding and staying in the 230s and 240s from 1983 to mid-1984, the yen depreciated again, from 230 in mid-1984 to 263 in February 1985.

The first half of the 1980s was the period of the “dazzling dollar,” which appreciated against all odds. After the fact, many economists explained the overvaluation of the dollar as follows: At the beginning of the 1980s, the Federal Reserve Board adopted a tight monetary policy to contain the high inflation inherited from the 1970s. The prime rate topped 20 percent in 1980 and remained in the high teens until the summer of 1982. On the fiscal side, tax cuts combined with increased military expenditures generated a large fiscal deficit.10 The federal deficit soared from $64 billion in 1981 to $176 billion two years later. The combination of tight monetary and loose fiscal policy drove the interest rate high, as any standard macroeconomic theory would predict. The high interest rate, in turn, created the overvalued dollar by attracting foreign capital.

Many believed that the overvaluation of the dollar was detrimental to the competitiveness of US goods. In fact, the US current account went from a $6 billion surplus in 1981 to a $107 billion deficit in 1984. In this sense, the dollar was misaligned.

The Ronald Reagan administration was reluctant to admit any linkage between fiscal deficits and high interest rates and the overvalued dollar. The administration argued that high US real interest rates and the strong dollar were most likely due to rapid real growth in the United States relative to that in the rest of the world. The robust expansion, low inflation, and business tax cuts all improved the after-tax real return to new business investment and raised the return on dollar-denominated assets in general, making the United States more attractive to investors worldwide. The increased demand for dollar-denominated assets bid up the real foreign exchange value of the dollar (Council of Economic Advisors, Economic Report of the President, February 1986, 52).

Many economists pointed out, however, that the fiscal deficit was the primary factor. The fiscal deficit, combined with declining domestic private saving, necessitated capital imports (i.e., a current account deficit). A combination of fiscal deficit and current account deficit was called twin deficits.

Another argument that the US administration put forward was that regulations and other structures in Japanese financial markets were preventing capital from flowing into Japan. The Japanese regulations, which closed the Tokyo market to the rest of the world, were responsible for the unattractive, undervalued yen. To correct the overvaluation of the dollar, the US administration argued that yen-denominated assets ought to be more attractive. In 1983, following this logic, the Reagan administration called for the creation of a committee to discuss the Japanese financial markets, with the intention that deregulation would bolster the demand for yen-denominated assets and cause the appreciation of the yen. This line of argument led to a dialogue between the United States and Japan regarding deregulation of the Japanese financial markets, to which we now turn.




12.5.2 The Yen/Dollar Working Group and Financial Deregulation

The yen/dollar working group (officially the Joint Japan-US Ad Hoc Group on Yen/Dollar Exchange Rate, Financial and Capital Market Issues) was set up during President Reagan’s visit to Japan in November 1983. The group, headed by Vice Minister of Finance Tomomitsu Ōba and US undersecretary of the treasury Beryl W. Sprinkel, met six times between February and May 1984 and submitted a report to Finance Minister Noboru Takeshita and US treasury secretary Donald Regan. Frankel (1984) provides an excellent survey of the negotiations and economic consequences of the yen/dollar working group.

The report recommended that Japan deregulate its financial markets, including abandoning deposit interest rate controls and introducing money-market certificates and large time deposits. Japan followed many of these recommendations. Some deregulatory measures eased the Japanese market’s access to foreign capital, but others encouraged the Japanese institutions to invest abroad. For example, abolishing restrictions on conversion of foreign-currency funds into yen (June 1984) eased capital inflows into Japan. Giving foreign securities houses permission to deal in JGBs made it easier for foreign investors to include these bonds in their portfolios and also gave foreign firms in Japan lucrative business opportunities. Allowing euro yen bonds to be issued by non-Japanese firms was considered a way to increase demand for the yen, but the impact was limited. Abolishing the real demand principle for the forward market (April 1984) brought down transaction costs for Japanese and foreign investors in general, so it had a neutral effect on the value of the yen. Overall, the link between the deregulation of Japanese capital markets and the yen appreciation that it should have caused was weak and unclear.



12.5.3 The Plaza Agreement

The appreciation of the dollar in the first half of the 1980s led to a growing current account surplus for Japan and a current account deficit for the US. The REER of the US dollar appreciated by about 40 percent from January 1981 to March 1985. Frustrated about its ballooning current account deficits, the United States sought cooperation from its trading partners in exchange rate management in order to reduce them. This was the beginning of international financial cooperation, culminating in the Plaza Agreement of September 1985, followed by the Louvre Agreement of February 1987.11

The US took the initiative to call a meeting of G5 finance ministers and central bank governors in September 1985, primarily to rectify the overvaluation of the US dollar. At the outset, Treasury Secretary James Baker proposed disclosing a communiqué to maximize the impact of actions that were about to be taken. Up to this point, G5 finance ministers and central bank governors had met without fanfare.

The communiqué stated the following: “The Ministers and Governors agreed that exchange rates should play a role in adjusting external imbalances. In order to do this, exchange rates should better reflect fundamental economic conditions than has been the case. They believed that agreed policy actions must be implemented and reinforced to improve the fundamentals further, and that, in view of the present and prospective changes in fundamentals, some further orderly appreciation of the main non-dollar currencies against the dollar is desirable. They stand ready to cooperate more closely to encourage this when to do so would be helpful” (Announcement of the Ministers of Finance and Central Bank Governors; September 22, 1985, italics added).

The communiqué, announced on Sunday, September 22, 1985, did not mention a numerical target for exchange rate adjustment or the tool to achieve it, such as intervention. The press and academics tried to guess whether there would be target exchange rates.12

On Monday, September 23, European central banks, as well as the US Federal Reserve Bank, started to intervene heavily.13 The announcement of the communiqué followed by interventions surprised the market. The dollar sharply weakened against the other four leading currencies.

Since the Tokyo market was closed on Monday, September 23, for a national holiday, interventions were conducted only in European and US markets that day. By the opening of the Tokyo market on September 24, the yen had appreciated to 230 yen/dollar from 240 yen/dollar at the Friday close. During the Tokyo business hours of Tuesday September 24, despite the heavy intervention of selling 1.3 billion US dollars by the BOJ, the yen did not appreciate. The intervention appeared to have a minimal impact after the big jump that had already taken place on the day before. It is possible, however, that it prevented a sharp rebound. In fact, during the first month following the Plaza Agreement weekend, most of the yen appreciation occurred in the New York market hours rather than the Tokyo market hours, suggesting that the banks and exporters in Tokyo were not convinced of a permanent effect of interventions (Ito, 1987).

Within a week following the Plaza Agreement, the yen appreciated vis-à-vis the US dollar by 11.8 percent, the German mark and French franc by 7.8 percent, and the British pound sterling by 2.9 percent. This was a great success for G5 efforts toward the stated goal. Interventions continued, as did the dollar depreciation. By the end of October, the United States had sold 3.2 billion US dollars, Japan sold 3.0 billion US dollars, Germany, France, and the United Kingdom combined sold 2 billion US dollars, and the other G10 countries combined sold 2 billion US dollars. Many observers emphasized the role of the interventions in moving the exchange rates so quickly after the Plaza Agreement. The views about the effectiveness of intervention turned in a favorable direction after the Plaza episode.14 The success in depreciating the dollar can be attributed to the announcement effect and associated monetary policy changes, as well as the interventions’ direct effects on currency demand and supply. The BOJ raised the short-term interest rate to help the yen appreciation.

The yen continued to appreciate, even in early 1986. The Japanese monetary authorities, as well as exporters, started to believe that the yen appreciation had gone too far. The reverse intervention (buying US dollars and selling yen) to stop yen appreciation was conducted on March 18, 1986. This turned out to be the first of a long series of such interventions.

By mid-1986, the exchange rate was approaching 160 yen/dollar. This prompted more interventions. How to stop further yen appreciation came to the forefront of the policy agenda. After a landslide victory in the next election, Prime Minister Yasuhiro Nakasone shuffled the cabinet, appointing Kiichi Miyazawa, a known skeptic about yen appreciation, as finance minister on July 22, 1986.

Miyazawa immediately sought the cooperation of US treasury secretary Baker in his efforts to stop yen appreciation. They negotiated the terms of cooperation and reached the Miyazawa-Baker agreement on October 31, 1986. The agreement included (1) the BOJ lowering the discount rate from 3.5 percent to 3 percent; (2) the Japanese government submitting a supplementary budget, including public works spending of 3.6 trillion yen; (3) the Japanese government considering a tax cut; and (4) the current yen/dollar exchange rate being consistent with economic fundamentals. The last point meant that the US and Japan would agree to limit fluctuations of the yen-dollar rate. The two ministers also agreed to limit these fluctuations to within only a certain range of the yen/dollar rate without disclosure to the public, and both authorities agreed to intervene in order to contain the exchange rate fluctuations within that range. Market participants soon detected the implicit part of the agreement, and they started to call it the target zone, setting a benchmark of a 5 percent band above and below the yen/dollar exchange rate on October 31, 1986.



12.5.4 The Louvre Accord and the Target Zone Experiment

The Miyazawa-Baker agreement became a prelude to the Louvre Agreement of February 1987. On February 21–22, a meeting of the G7 finance ministers and central bank governors was held, where the G5 nations were joined by Italy and Canada to form the G7. The communiqué from the meeting stated, “The Ministers and Governors agreed that the substantial exchange rate changes since the Plaza Agreement will increasingly contribute to reducing external imbalances and have now brought their currencies within ranges broadly consistent with underlying economic fundamentals, given the policy commitments summarized in this statement. Further substantial exchange rate shifts among their currencies could damage growth and adjustment prospects in their countries. In [the] current circumstances, therefore, they agreed to cooperate closely to foster stability of exchange rates around current levels” (italics added).

A test of the 5 percent target zone came in late March. On Monday, March 23, the yen appreciated below 150 yen/dollar and moved outside the target zone in the New York market. The Federal Reserve intervened to buy 50 million dollars. The yen appreciation continued on March 24, and the BOJ intervened, buying 1.7 billion dollars. The Federal Reserve also intervened, purchasing 720.2 million dollars on March 24. This was the first time since 1981 that the US intervened to sell the yen. This was significant in that it showed that the US was committed to the target zone specified in the Louvre Accord. The large US interventions continued for the rest of March. The cumulative amount of the US intervention for the month of March reached 2.4 billion dollars. The amount of dollars that Japanese authorities bought in March was even bigger, reaching 6.1 billion dollars.

Despite these coordinated efforts, however, the yen/dollar rate continued to be outside the target zone. During the G7 meeting in Washington in April, Miyazawa argued that they should continue coordinated interventions to push the yen back inside the target range, but that was opposed by Europeans. According to Funabashi (1988, 189), Baker proposed to “rebase” the target range to around 146 yen/dollar. The new 5 percent target zone became 139.04–153.30.

Although the official G7 communiqué did not include any explicit reference to the rebasing or the new target zone, the market seemed to have figured it out somehow. The yen appreciated throughout the month of April, and the yen-dollar exchange rate dropped just below 139, moving outside the newly rebased target range on April 27, but then it quickly came back to the range, although there were little interventions during the final week of April. Then, the yen stayed between 141 and 152 from May to the end of July with limited intervention.

The target zone was abandoned, or at least temporarily shelved, right after Black Monday (October 19, 1987), a large drop in equity prices in the New York stock market. In the beginning of October, there were many signs that the BOJ and the Federal Reserve wanted to guide the US interest rate higher as a precaution against possible inflation, which would weaken the dollar. The near-crash of the stock market, however, prompted the Federal Reserve to pump in liquidity to prevent a panic. Stock prices did not recover quickly, which eliminated the expectation for monetary tightening in the US.

The dollar-yen rate broke the 140 mark on October 28 in the New York market, without much resistance from the monetary authorities. Over the following two weeks, many reports and interviews came out of the United States suggesting that the Louvre Accord had been abandoned, and that the US would put a higher priority on easing monetary policy. This news convinced the market that the target zone was gone, and the yen appreciated to a level of 133–134 yen/dollar. The yen appreciated further and broke the 130 mark on December 10, after the announcement of a large US trade deficit for the month of October ($17.6 billion). Although the BOJ and the Federal Reserve intervened, the dollar-selling pressure was too strong.

The rebased Louvre target zone was gone with Black Monday, but interventions by both Japan and the US continued well into 1988. Figure 12.9 shows the Japanese and US intervention amounts by month with the dollar-yen exchange rate, and policy coordination between the two countries is evident. Whenever the US intervened, Japan did, too. This was the case for the three months following the Plaza Agreement and the 15-month period following the Louvre Accord. The size of the Louvre interventions was much bigger than the Plaza interventions in magnitude.
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Figure 12.9

Interventions and the yen/dollar exchange rate, 1985–1989.

Sources: Ito and Yabu (2017) and FRED.



Was the Louvre target zone successful? Since two of the virtues of the target-zone proposal are its flexibility and its discretionary nature (i.e., the ranges can change in response to changes in economic fundamentals), one cannot judge the success or failure of a target zone just by examining the duration of a particular range. Its effectiveness should be measured by the volatility of the exchange rate when the target zone was in effect, as opposed to when there was no target zone. The target zone can have a stabilizing effect, as Krugman (1988) demonstrated in a simple theoretical model. If the market believes that the rate cannot go beyond the ceiling or the floor, the actual dynamics within the range will be more stable with a target zone than without one. Let us call this the Krugman effect.

The problem with the target zone occurs when the range is challenged. If the central banks try to defend an unrealistic rate, this will create strong speculation against them and result in a sudden change in the exchange rate after the defense line is broken. This creates additional volatility. The key to the success of a target zone policy is determining how wide the range should be, how much resistance should be applied to defend the range, and when the range should be revised.

A 1-year target zone from late October 1986, with revisions in the range, was successful, in that the exchange rate was contained within the range without too much distortion of domestic policies and movements within the range were rather stable (the Krugman effect). The problem was the timing of changes in the range. Although this is hindsight, target zones that were no longer appropriate could have been abandoned earlier.

The period from 1985 to 1987 is remembered for international financial cooperation with coordinated interventions, and one of the most significant events in the history of international finance in the post‒World War II era. For Japanese policymakers, economists, and media, the Plaza Agreement has been a source of intense research and reporting, rivaling in its political and economic importance the fixing of the yen at 360 yen/dollar in 1949 and the breakdown of the Bretton Woods regime in 1971.

There are widely different views among Japanese policymakers and academics about what exactly happened in the Plaza and Louvre negotiations and their impacts on the Japanese economy. Some regard it as a symbolic event that Japan firmly secured a seat in the G5 countries that governed international financial architecture. Many regarded the forced appreciation of nondollar currencies as the result of US bullying.15 Some regard it as a trigger for the long-run trend of yen appreciation during the following decade, and they look back at the Plaza Agreement as a bad example of international policy coordination that distorted domestic monetary policies. However, the Japanese economy grew strongly even after the Plaza Agreement, so the Plaza cannot be singled out as the origin of the problem.



12.5.5 Unsterilized Intervention

The Japanese economy fell into deflation in the late 1990s. Although the BOJ lowered the policy rate all the way to zero, the deflation continued. In March 2003, the bank adopted a quantitative easing policy and started to provide liquidity to the market by purchasing government bonds. Between April 2003 and January 2004, the BOJ injected 13 trillion yen to the financial markets.

The period coincided with exceptionally active foreign exchange interventions. Between April 2003 and January 2004, the sum of 25 trillion yen was spent to purchase the US dollar. Figure 12.10 shows the cumulative increase of monetary base and the cumulative amount of interventions from January 2003 to March 2004. The pace of increase of the two variables seems to match quite well for 2003, but the amount of intervention outstripped the increase in monetary base in the first three months of 2004.
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Figure 12.10

Cumulative increase in monetary base and cumulative intervention, January 2003–March 2004.

Sources: BOJ; MOF.



Before this period, the foreign exchange interventions by Japanese authorities did not increase the monetary base because the interventions were financed by issuing short-term government bills. When the BOJ intervenes (on behalf of the MOF) and buys US dollars in exchange for yen, for example, the same amount of yen is absorbed by the MOF, which issues short-term government bills. In the terminology of foreign exchange interventions, this is a sterilized intervention, in the sense that the increase in yen in circulation is quickly absorbed by selling government securities. In 2003 and early 2004, however, the BOJ was actively increasing the monetary base at the same time as the interventions. The result was de facto unsterilized interventions, as Deputy Governor Kazumasa Iwata explained in an interview:


The amounts of interventions amounted to 13.5 trillion yen so far this year, and the additional liquidity supplied by the Bank of Japan amounted to 10 trillion yen—2 trillion in March, 5 trillion yen in April, and 3 trillion yen in May—so far. The two amounts have been about the same, although it must be a coincident. Thus, the simultaneous interventions and liquidity provision, ex post, has the same effect as unsterilized intervention. Also, ex post, it had the same effect as the case where the Bank of Japan purchases the US government securities. (Press interview, Deputy Governor Iwata, October 1, 2003 at Sendai. In Japanese, translated by the authors: http://www.boj.or.jp/announcements/press/kaiken_2003/kk0310a.htm/, accessed July 19, 2018)



An important point is that intervention was helping broadening the menu of quantitative easing. In other words, intervention policy and monetary policy were pointing in the same direction. As Svensson (2001) pointed out, many economists approved of unsterilized intervention, arguing that it would help Japan get out of deflation at zero interest rate bound.




12.5.6 Global Imbalances

In 2005–2006, the United States became alarmed by the large and increasing size of the current account deficits. From 1998 to 2005, the US current account‒to-GDP ratio grew from 2 percent to 6 percent. In contrast, the Chinese current account surplus ratio to GDP grew from 1.5 percent to 6 percent from 2001 to 2005. The apparent mirror image of the current account-GDP ratios of the two countries are shown in figure 12.11.
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Figure 12.11

Current account balance (percent of GDP).

Source: IMF.



During the 1980s and early 1990s, it was Japan that recorded the largest trade surplus against the US. That led to a series of trade conflicts between the United States and Japan, which will be described in chapter 13. In 2000, China replaced Japan to become number one in the bilateral trade deficit ranking of the United States, as shown in figure 12.12.
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Figure 12.12

The US trade deficit with Japan and China.

Source: US Census.



Although it was not only China, but other emerging Asian countries and oil exporters that increased current account surpluses against the United States, the frustration of the United States over growing current account deficits was primarily directed at China. The RMB was fixed to the US dollar until July 2005, while current account surpluses were increasing. Demand for foreign direct investment into China was also strong. China’s current account surplus and net capital inflow put pressure on the RMB to appreciate. The People’s Bank of China, the central bank of China, conducted dollar-buying interventions to avoid the RMB appreciation pressure. The United States became increasingly critical of China maintaining the fixed exchange rate, and threatened to name China as a currency manipulator in the report of the US Treasury. Even after China allowed RMB to appreciate by 2 percent on July 21, 2005, followed by a gradual daily appreciation, the United States regarded the appreciation insufficient.16 The US-China conflicts continued in 2006 and 2007, as progress was slow in RMB appreciation and the resulting reduction of the US-China imbalance.

The Chinese authorities often pointed to the experience of Japan in the aftermath of the Plaza Agreement and argued that China should not appreciate the RMB. Succumbing to the US demand for appreciation would eventually lead to the long decline of the Chinese economy. This argument, however, is not convincing. Although sharp yen appreciation in the wake of the Plaza Agreement temporarily dampened Japan’s growth in the first half of 1986, its asset prices continued to climb until the end of 1989. The Plaza and Louvre agreements did not derail Japanese growth. It was a failure to stop the asset price bubble that would burst later that damaged the Japanese financial system and growth potential in the 1990s and beyond.

In addition to China, many Asian countries recorded large current account surpluses. They also actively bought US dollars to increase their foreign reserves. From the US viewpoint, its large current account deficits and large accumulation of foreign reserves by Asian and oil-producing countries are both evidence of currency manipulation by these countries. Of course, China was at the forefront of this focus, but other Asian countries, including Japan and Saudi Arabia, were also on a watch list of the US Treasury.17

The debate about what caused global imbalances, whether they represent something undesirable, and whether they are sustainable was suspended in the wake of the global financial crisis of 2008–2009, which sent global economies into a deep recession. US imports sharply declined due to the crisis, and trading partners suffered a sharp decline in exports to the United States.




12.6 Internationalization of the Yen


12.6.1 Exorbitant Privilege

The US dollar is considered to have a special status in the international financial system. Globally, many trade contracts are invoiced and settled in US dollars. Almost all oil and gas contracts in the international markets are quoted and transacted in US dollars. Many international bonds, international lending, and derivative contracts are written in terms of US dollars. The US banknotes are accepted at stores and hotels all over the world. US exporters and importers do not have to worry about exchange rate volatility because contracts are written in US dollars. Although the US has been running current account deficits for a long time, it does not have to worry about a currency crisis because foreigners are content to hold US dollar‒denominated securities, either as foreign reserves in the official sector or as investment portfolios in the private sector.18 Thus, the US government, corporations, and households all gain “exorbitant privilege” (Eichengreen 2010) from having the dollar as the key international reserve currency.

In the late 1980s, there was a speculation that the yen soon would be an international currency that could rival the US dollar. This was based on the view that the weight of the currency in the global financial system mirrors the economic weight of the country that issues the currency in the global economy. The yen looked like a perfect candidate for the next international currency, as the Japanese economy continued to grow in the 1980s. The yen would become a dominant international currency in Asia at least, where the Japanese economy was dominant, if not globally, according to the proponents of internationalization of the yen. In Europe, the German mark had become the most important currency in the 1970s and 1980s.

The proponents of yen internationalization saw the reduction of exchange rate risk as the primary benefit of having a global currency. If the yen becomes an important invoice currency of exports and imports, the exchange rate risk for exporters and importers in Japan will be substantially diminished. Internationalization of the yen would also increase the importance of Japanese financial markets and attract more foreign financial institutions. Thus, the US, which had been pressuring Japan to open its financial markets, did not oppose yen internationalization.

The opposition to yen internationalization came from those who feared yen appreciation caused by the expanded demand for Japanese financial assets. Some are reluctant to take steps to open the markets very quickly. Losing a grip on monetary policy was another concern. If the yen were held by foreigners, sudden capital inflows and outflows might destabilize it. Differing views on the benefits of yen internationalization prevented Japan from initiating a concerted drive for promoting international usage of the yen in the 1980s.

Currency internationalization can be defined as expansion of usage of a currency in cross-border and offshore market transactions, as well as by foreign countries. Distinguishing the three functions of money (unit of account, medium of exchange, and store of value) and two groups of users (the private sector and the official sector), we can identify six areas where a currency can be internationalized. Table 12.3 shows a 3 × 2 matrix representation of these areas.19





	
Table 12.3





	
Dimensions of an international currency





	
	
	
Private Sector


	
	
Official Sector





	
Unit of account


	
	
Trade invoicing


	
	
Being pegged, or highly correlated, with other countries





	
Denomination of financial products


	
	
SDR composition currency





	
	
	
Denomination of international bonds issued by other governments or international financial institutions





	
Medium of exchange (settlement)


	
	
Trade settlement


	
	
Intervention currency by other monetary authorities





	
International financial transaction settlement


	
	
Government financial transactions (such as official development assistance)





	
Central bank swaps currency





	
	
	
Currency circulation abroad (e.g., dollarization)





	
Store of value


	
	
Cross-border deposits


	
	
Foreign reserves (of other countries)





	
Cross-border securities investment


	
	



	
Source: Authors’ creation, slightly modified from Ito (2011, 2017), which was based on the matrix first proposed by Kenen (1983) and Cohen (1971).








A currency can be internationalized by becoming the unit of account for cross-border transactions in the private sector. Exports and imports can be quoted in the exporter’s (producer’s) currency, the importer’s (consumer’s) currency, or a third currency. Cross-border lending and borrowing can be quoted in the lender’s currency or the borrower’s currency. The choice of invoicing currency depends on several factors, including (but not limited to) the negotiation power of trading partners, as we will see in the next subsection.

A currency may become an international currency by being used as the unit of account in the official sector as well. For example, many countries issued sovereign bonds denominated in US dollars. The IMF uses a special currency unit, the Special Drawing Rights (SDR), for its accounting of lending and balance sheets, but no countries use the SDR as the unit of account in the official sector, so it does not have the status of an international currency in this sense.

Most of the time, the medium of exchange is the same as the unit of account. When a commodity exported from Japan to the US is invoiced in US dollars, it is most likely paid in US dollars as well. In theory, however, the currency for settlement may be different from the currency for invoicing. Cross-border settlements have to go through one of the international payment services, such as the Society for Worldwide Interbank Financial Telecommunications (SWIFT). The statistics of SWIFT is a good measure of the use of currencies as the international media of exchange. Another measure is the total size of foreign exchange transactions. One month (April) in every three years, almost all financial institutions in major and emerging market countries are asked to respond to a questionnaire by their central banks. The responses are collected and published in the BIS Triennial Survey. The SWIFT and BIS Triennial Survey will be discussed later in this chapter.

A currency can be used as the store of value by the private sector or as the official sector of foreign countries. If yen-denominated assets, such as yen-denominated JGBs or Japanese equities, are held by many investors and central banks abroad, then the yen is internationalized as the store of value. It is difficult to aggregate financial asset holding by currency denomination in the private sector. The international (foreign) reserves by currency are reported to and aggregated by the IMF. The IMF statistics will be discussed later in this chapter.



12.6.2 Invoicing Currency

The price of a product, service, or financial asset must be expressed in a unit. Almost all prices for domestic transactions are quoted in the domestic currency. In cross-border transactions, however, one needs to choose in which currency to express the price. When a car is exported from Japan to the US, for example, the automaker has to choose the unit of value as a currency. Is the auto price quoted in yen, the producer’s currency, or the dollar, the consumer’s currency? When the market exchange rate is 100 yen per dollar, it may seem equivalent whether the price is quoted as 1 million yen or 10,000 dollars. However, if it is quoted as 1 million yen, the exchange rate risk is borne by the US importer, while if it is quoted as 10,000 dollars, the exchange rate risk is borne by the Japanese exporter. In the latter case, the Japanese exporter’s income in yen will not be determined until the day of receiving payment and converting the dollars into yen.20

In reality, most Japanese exports to the United States are invoiced in US dollars. That may seem natural because the US dollar is a key international currency. In general, how is the invoicing currency determined? Ito, Koibuchi, Sato, and Shimizu (2012) list three stylized facts about the choice of invoicing currency. First, manufacturing products traded between two advanced economies are most likely invoiced in the currency of the exporter. This is known as Grassman’s law (Grassman 1973, 1976). Second, manufacturing products traded between an advanced economy and a developing economy are most likely invoiced in the advanced economy’s currency. To a lesser extent, the invoicing currency is a major international currency such as the US dollar (Grassman 1973; Page 1977, 1981). Third, differentiated products such as machinery tend to be invoiced in the exporter’s currency, while homogeneous products such as crude oil tend to be invoiced in an international currency such as the US dollar (McKinnon 1979).

Figure 12.13 shows how Japan’s exports are invoiced. The data come from the government statistics for various years. The share of yen-invoiced exports in total rose from 28.9 percent in 1980 to 42.0 percent in 1983. The change in the FEFTCA (recall table 12.2) is often credited to have caused the rise in yen-invoiced exports. The share stopped rising, however, despite further foreign exchange liberalization in 1984. The yen invoicing ratio of exports has stayed flat (around 40 percent) from the early 1980s to the present.
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Figure 12.13

Share of invoice currency in Japanese exports: 1980–2017 (percent).

Source: Ito, Koibuchi, Sato, and Shimizu (2018): figure 2.1, with updates.

Notes: Data for 1999 are not available. September data are used for 1992–1997, March data for 1998, the second half of the year data for 2000–2015.

Original sources: For 2000–2017, Ministry of Finance, Boeki Tsuka Betsu Tokei (Trade by invoice currency), available at http://www.customs.go.jp/toukei/shinbun/trade-st/tuuka.htm. For 1998 and before, Bank of Japan, Yushutsu Shinyojo Tokei (Export Letter of Credit Statistics); MITI, Yushutsu Kakunin Tokei (Export Confirmation Statistics); MITI, Yushutsu Hokokusho Tsukadate Doko (Export Currency Invoicing Report); MITI, Yushutsunyu Kessai Tsukadate Doko Chosa (Export and Import Settlement Currency Invoicing); website of Japan Customs.



For Japan’s exports to the US, the share of yen-invoicing has been around 10–20 percent. The yen-invoicing ratio to the European Union has declined from around 45 percent to 30 percent in the 1990s and has stabilized at around 30 percent. Since Japan, the US, and the European Union are advanced economies, exporters’ currency (in this case, yen) is expected to be used for invoicing, but the actual level of yen invoicing has not been high.

Even more perplexing is the invoicing of Japanese exports to Asia. Although the level of the yen-invoiced export ratio is much higher than those for exports to the US or the European Union, it is only around 40–50 percent. The rest is invoiced in the US dollar, the third currency. Since 2010, the share of US dollar invoicing has been consistently higher than the share of yen-invoicing. According to the stylized facts given here, Japan, as an advanced country, is expected to invoice its exports to emerging and developing countries in Asia in yen. Why do the Japanese exporters not insist on yen invoicing?

Ito et al. (2012, 2018) took up a challenge to solve the puzzle. They conducted interviews, followed by questionnaire surveys, with major Japanese exporting companies. The questions included the invoicing currency for their products, whether the trading partners are their subsidiaries, whether exports are through Japanese trading companies (Sogo Shosha), and whether exports are highly differentiated products.

Analyzing the survey results revealed the following behaviors of Japanese manufacturing exporters. First, the manufacturing exporters with sales subsidiaries in the US and European Union tend to invoice their exports in the importer’s currency (i.e., the US dollar and euro, respectively). The rationale that they provided is reduction of exchange rate risk at the local subsidiary level. Invoicing in the importer’s currency increases the exchange rate risk for the headquarters in Japan, but the headquarters have much better technology and larger staff for managing currency risk than do the sales subsidiaries abroad. Moreover, hedging by netting or by financial derivatives can be employed more efficiently at the headquarters.

Second, for exports of parts to production subsidiaries in Asia, Japanese exporters use the US dollar (and the euro to a lesser extent) for invoicing because the subsidiaries then assemble the parts and export the final products to the US and other advanced countries. Production subsidiaries in Asia can mitigate exchange rate risk by invoicing both imports from Japan and exports to the US in US dollars. Again, the headquarters in Japan can manage the exchange rate risk better than the subsidiaries.

Finally, Japanese firms that export highly differentiated products, such as machine tools, or have a dominant global share tend to choose yen invoicing even in exports to advanced countries. This is consistent with the stylized facts.

Figure 12.14 shows the invoicing of Japan’s imports for all imports, imports from the United States, imports from the European Union, and imports from Asia. For total imports, the ratio of yen invoicing rose from less than 10 percent to 20–30 percent after the 1990s. Imports from the US and Asia are invoiced predominantly in US dollars for the entire sample period. The yen-invoiced import ratio has remained below 30 percent. The high ratio of US dollar invoicing for imports from Asia is again counter to the stylized facts, but part of the answer is found in Ito et al. (2018, chapter 6), which examined the invoicing behavior of Japanese subsidiaries abroad. At least part of the dollar invoicing imports from Asia originates from Japanese manufacturing subsidiaries, and they are reexported to the United States. It makes sense to invoice the imports and reexports in the same currency, the US dollar.
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Figure 12.14

Share of invoice currency in Japanese imports: 1980–2017 (percent).

Source: Ito et al. (2018): figure 2.2. with updates.

Notes: Data for 1999 are not available. For imports from the world, the data on yen invoicing are not available for 1981, 1982, and 1984, and the data on US dollar invoicing are not available for 1981–1985. The 1986 data are the fiscal year data. September data are used for 1992–1997, March data for 1998, and the second-half-of-the-year data for 2000–2015.

Original sources: For 2000–2017, Ministry of Finance, Boeki Tsuka Betsu Tokei (Trade by invoice currency), available at http://www.customs.go.jp/toukei/shinbun/trade-st/tuuka.htm. For 1998 and before, MITI, Yunyu Todokede Hokokusho (Import Approval Notification Report); MITI, Yunyu Hokokusho Tsukadate Doko (Import Currency Invoicing Report); MITI, Yushutsunyu Kessai Tsukadate Doko Chosa (Export and Import Settlement Currency Invoicing); website of Japan Customs.



It is remarkable and surprising that the yen-invoicing ratio has risen consistently for imports from the European Union. It was below 30 percent in 1990, but it rose to about 60 percent in 2010. This is a clear violation of the stylized fact about trade invoicing between two advanced countries. The power of the importer (Japan) apparently rose over the exporter (the European Union), but we need more research to find out what exactly happened.



12.6.3 The BIS Triennial Survey

When a Japanese bank receives an order from a Japanese exporter to sell a million US dollars, it tries to execute the sell order in the interbank market. Suppose that an American bank becomes the counterpart of the trade, buying a million dollars from the Japanese bank for 100 million yen (assuming a yen/dollar exchange rate of 100). Following this foreign exchange transaction, the Japanese exporter delivers the 1 million US dollars to the Japanese bank, the Japanese bank delivers the US dollars to the American bank, and the American bank sends 100 million yen to the Japanese bank.

These actual payments of the foreign exchanges are called settlements. Banks have records of the amounts of foreign exchange transactions by currency (and by location, and by other variables), by transaction location, by counterparts (domestic or cross-border), and so on. A worldwide survey of all banks reveals details of the market, and it is conducted every three years in the month of April as the BIS Triennial Survey. Looking at which currencies are used most frequently for these foreign exchange transactions, we can determine which currency is the international medium of exchange.

Table 12.4 shows the ranking of the currency transactions in global transactions according to the BIS Triennial Survey. Each foreign exchange transaction involves two currencies; thus, the shares of all currencies add up to 200 percent. In 2016, the US dollar had the greatest share, at 87.6 percent, which means that this percentage of all currency-pair transactions involved US dollars on one side. The euro was the second-most-traded currency, with a 31.3 percent share. The yen was the third-most-traded currency, with a 21.6 percent share, implying that more than one-fifth of all foreign exchange transactions involved the yen. The British pound was number 4, with 12.8 percent. These currencies have always been the top four since 2001.


Table 12.4

BIS Triennial Surveys, 2001–2016
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The next three most traded currencies in 2016 were the Australian dollar, Canadian dollar, and Swiss franc. The Chinese yuan was in eighth place, with a 4 percent share. However, the yuan has been rising quickly in the ranking of international currencies. The yuan rose from thirty-fifth in 2001, to twenty-ninth in 2004, twentieth in 2007, seventeenth in 2010, ninth in 2013, and finally eighth in 2016. Given the continued economic growth and financial liberalization in China, the ranking of the yuan is likely to continue its rise. It may soon rival the yen.

Figure 12.15 shows the ranking of the currency settlement through SWIFT. The US dollar and the euro have the two most important currencies, as other indicators. The distant third is the British pound, and the yen takes fourth place. The third and fourth places in SWIFT are the reverse of the BIS Triennial Survey, and now the yuan is number 5.
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Figure 12.15

SWIFT settlement, June 2018.

Source: SWIFT, RMT Tracker (July 2018).





12.6.4 Foreign Reserve Currency Composition

The monetary authorities hold foreign currencies as assets (known as foreign reserves or international reserves) for various reasons. The currency composition of foreign reserves reveals how a country regards the importance of currencies of other countries as the store of value. Thus, the extent to which other countries hold the yen is used as a measure of internationalization of the yen as the store of value in the official sector. IMF Currency Composition of Official Foreign Exchange Reserve (COFER) statistics show the currency composition of foreign reserves. Unfortunately, not all countries report currency compositions of their foreign reserves. Among those reported and allocated foreign reserves, the shares of the foreign reserves by currency are shown in figure 12.16 for the period 1999–2017.
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Figure 12.16

Global foreign reserves by currency.

Source: IMF COFER.



At the end of 2017, the total reserves of all reporting countries amounted to the equivalent of 11.4 trillion US dollars. Currency compositions are as follows: US dollar (62.72 percent), euro (20.15 percent), yen (4.89 percent), British pound (4.52 percent), Canadian dollar (2.02 percent), Australian dollar (1.80 percent), yuan (1.22 percent), Swiss franc (0.18 percent), and others (2.49 percent). Although the yen is number three in the international assets among monetary authorities, its share is far below the dominant US dollar and euro.




12.7 Concluding Remarks

This chapter covered many topics in international finance, with extensive discussions on exchange rate dynamics. Exchange rate movements have been important for many economies in today’s integrated world. The exchange rate and its volatility influence a national economy not only through exports and imports, but through cross-border investments and other financial transactions. The exchange rate fluctuations have been especially important for the Japanese economy.

From time to time, the exchange rate becomes one of the main areas of contention in economic conflicts between Japan and the United States. The most notable examples are the political negotiations around the Plaza Agreement and Louvre Accord in the second half of the 1980s, and a trade conflict in the early 1990s. Intervention was an important tool of exchange rate policy until the end of the 1990s. The governments in major countries used foreign exchange interventions to try correcting the misalignment and managing the volatility of the exchange rates. After the mid-2000s, the frequency of interventions has diminished. Private capital flows have grown so large that interventions to influence the market became difficult. Many governments, led by the United States, now discourage the use of foreign exchange interventions and criticize countries that rely on interventions to maintain certain exchange rates as currency manipulators.

The international use of the yen is third or fourth in the ranking of various internationalization indicators. The status of the yen has been rather stable over the last two decades.
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	1. This is what is known as the Balassa-Samuelson effect, as we will discuss later in this chapter.


	2. If they are substantially different, there is an arbitrage opportunity to make easy profits. For example, if EUR/JPY is higher than EUR/USD × USD/JPY, one can exchange yen for euros, use the euros to buy dollars, and then use the dollars to buy yen to make a nice profit.


	3. In practice, the definition may vary regarding how the weights are estimated or calculated, how many trading-partner countries are considered, whether the competition in the third country is considered, and which price indices are used. See the BIS website (https://www.bis.org/statistics/eer.htm?m=6%7C381%7C676) for the precise definitions.


	4. For the details of how weights are calculated and updates of statistics of the NEER and REER, see the BIS website (https://www.bis.org/statistics/eer.htm) on the effective exchange rates.


	5. In November 1996, Prime Minister Ryutaro Hashimoto announced the financial system reform, nicknamed “the Japanese Big Bang,” with three principles: “free, fair, and global.” It was an effort to make the Japanese financial markets, which are critical for further growth, more efficient and competitive. The Big Bang included substantial liberalization in banking, securities, and insurance, and in particular allowing entry into each other’s traditional businesses through subsidiaries.


	6. The Eurodollar deposit rate and the Euroyen deposit rate are an excellent pair from this point of view, but they would not make a good test of the capital controls of a country because both are quoted offshore (i.e., outside the domestic capital market and regulations). The certificate of deposit rates in the United States and Japan are comparable. If a risk-free US Treasury bill rate is used as RUS, the comparable risk-free rate of Japan should be used for RJA; however, the TB market in Japan did not get fully developed until the late 1990s.


	7. Other possible reasons for an observed deviation from parity are political risk, differences in tax treatment of domestic interest income and foreign interest income, domestic regulations, and observation errors. First, if investors suspect that the fund cannot be converted back to the original currency in the future (i.e., the forward contract will not be honored) for some reason (e.g., a change in political regime), then the deviation may occur. Second, if domestic interest income is taxed differently from foreign interest income, then arbitrage will not work. As mentioned elsewhere in the text, some interest rates are regulated. In this case, the arbitrage for that asset does not work either. Hence, it is important to find assets in two countries that are comparable in default risk, tax treatment, and regulation. Finally, in empirical implementation of a test of covered interest parity, as in any other empirical test, observation errors must be avoided. In particular, simultaneous observations of the spot and forward exchange rates and the two interest rates are essential because rates are moving rather quickly. Ideally, observations must be taken at the same moment, but the domestic rates in Japan and in the United States may not be quoted at the same moment owing to the time difference. A minimum standard for this test would be to take the rates on the same day, if not at the same moment.


	8. For tests of uncovered interest parity, see Boothe and Longworth (1986), Cumby and Obstfeld (1984), Frenkel (1981), Geweke and Feige (1979), Hansen and Hodrick (1980), Ito (1988), and Burnside, Rebelo, and Eichenbaum (2008).


	9. The monetary authorities include the central bank and the MOF in Japan (or the Treasury Department in the US). The government may purchase foreign exchanges to pay for their own imports, such as fighter jets, from other countries. These transactions are not considered to be an intervention.


	10. The tax cut was recommended by supply-siders, who were influential in the early stages of Ronald Reagan’s first term as president, with the argument that an income tax cut would stimulate labor supply and fixed investment. The increase in tax revenue from increased tax base (income) would more than compensate for the decrease in tax revenue coming from the tax cut.


	11. This section heavily draws from Ito (2016).


	12. It was not known at the time that the G5 deputies, in preparation of the meeting, actually prepared a nonpaper that stated “[A] 10–12 percent downward adjustment of the dollar from present levels would be manageable over the near term.” The nonpaper also had mentioned selling US dollars and buying nondollar currencies, particularly the yen and the German mark. The information is taken from Gyohten (2013) and Funabashi (1988).


	13. Gyohten (2013, 77) stated that in the seven days that followed the Plaza announcement, Japan sold 1.25 billion US dollars; surpassing 635 million by France, 480 million by the US; 247 million by West Germany; and 174 million by the United Kingdom.


	14. See Sarno and Taylor (2001) and Ito (2003, 2007) for the literature on the effectiveness of interventions.


	15. According to Gyohten (2013), Japan, represented by Finance Minister Noboru Takeshita, was most forthcoming about policy coordination, and he was willing to accept a greater appreciation of the yen in the Plaza meeting. Japan, along with European countries, were not exactly bullied by the US into making the deal.


	16. Compared to the rate just before the appreciation of July 2005, the RMB appreciated by 2.5 percent by the end of 2005, by 5.7 percent by the end of 2006, and by 11.75 percent by the end of 2007.


	17. The US Treasury produces a semiannual report, “Macroeconomic and Foreign Exchange Policies of Major Trading Partners of the United States,” which could name a trading partner as a currency manipulator. None was designated as such in the 2000s and the 2010s, despite great debate on the matter. In 2006, the report was exceptionally long, with appendices on the analysis of China and the exchange rates. In the April 2018 report, China, Japan, Korea, Germany, Switzerland, and India were on the monitoring list. The reports from 1989 to date are available at https://www.treasury.gov/resource-center/international/exchange-rate-policies/Pages/index.aspx (accessed July 19, 2018).


	18. An emerging-market country that borrows in US dollars often ends up in a currency crisis, when foreign investors suddenly stop lending, refuse rolling over the existing loans, or both. The currency depreciation, whether due to domestic inflation or current account deficits, makes it harder to honor US dollar‒denominated liabilities. Immediately after the collapse of Lehman Brothers in September 2008, many European financial institutions suddenly found themselves short of US dollars because many maturing obligations were written in US dollars, and the value of their assets plummeted. The European Central Bank could help those institutions in Europe only with swap lines with the Federal Reserve. Although the crisis originated in the United States, the US dollar appreciated against most currencies, including the euro, the pound sterling, and emerging-market currencies—with the notable exception of the yen.


	19. This matrix has been proposed by Cohen (1971) and popularized by Kenen (1983). Empirical evidence has been collected in the discussion of RMB internationalization by Ito (2011, 2018). For a more detailed discussion, see Ito et al. (2018, chapter 7).


	20. The automobile exporter can hedge the risk by engaging in a forward contract to buy yen, so long as the day of payment is known in advance and with certainty.
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US-Japan Economic Conflicts



13.1 Introduction

Japan and the United States have had substantial trade flows in both directions. Both countries have been among each other’s top trading partners for a long time. The United States has always recorded bilateral trade deficits with Japan, which has frustrated those who connect trade deficits to job losses in the US. Whenever the exports of Japanese products—steel and television sets in the 1970s, and automobiles in the 1980s and 1990s, to name a few—increased sharply and gained substantial market shares in the US, trade conflicts flared up. The US suspected that Japan was dumping and threatened retaliatory measures. Japan often acquiesced by promising voluntary export restraints (VERs) or interventions for an orderly market (i.e., price floors). The trade conflicts between Japan and the US intensified in the 1980s, when the bilateral trade deficit of the US against Japan soared. Japan’s continued economic growth as the US economy was experiencing recession in the early 1980s also fueled the notion that Japan was stealing jobs from the US through unfair trade practices.

Several bilateral talks and trade agreements took place from the mid-1970s to the mid-1980s. In the early stages, the focus was limited to sector-specific demands. Then, the demands widened to include wide-ranging structural issues. Some talks were bidirectional, with Japan also making requests of the United States. However, toward the end of the 1980s, the US demands became results-oriented, with numerical targets on Japanese imports. The first of such demands was on the US-Japan Semiconductor Agreement on the foreign market shares in the Japanese market.

The strength of the Japanese economy was not limited to the manufacturing sector. In the early 1990s, more than half of the ten largest banks (in asset size) in the world were Japanese. A combination of what looked like an unstoppable Japanese economic juggernaut and the end of the Cold War made Japan enemy number one in the minds of some US policymakers. The trade war turned into full-fledged political conflict. At one point, some US policymakers called Japan the biggest threat to the US after the collapse of the Soviet Union.

Toward the end of the 1990s, however, the situation started to change. The Japanese economy was stagnating following the burst of the “bubble” economy of the 1980s. The US economy seemed to have regained its strength, partly due to advances in information technology industries. Japan was no longer considered the threat to the US economy that it had been a decade earlier. Moreover, the size of US-Japan bilateral deficits has shrunk, partly due to the expansion of direct investment and local production in the US by Japanese exporters.

The last factor that contributed to the decline of the US-Japan conflict was the rise of China. Exports from China to the US rose sharply, and so it became the country with the largest bilateral deficits to the US. In the 2000s, China emerged as a bigger threat to US jobs than Japan. More important, the collaborative relationship between Tokyo and Washington that was built through a series of trade negotiations contributed to reducing the tension in trade relations between Japan and the US. This chapter traces the history of trade conflicts and negotiations between Japan and the US over several decades and sees how both countries learned over time to solve their occasional conflicts and extract mutual benefits from their close trade relationship.



13.2 US-Japan Trade Conflicts before the 1980s

Trade conflicts between Japan and the US go back to the 1950s. Until the 1980s, all the trade conflicts followed the same pattern. Each one would start by a rapid increase in a particular type of Japanese export to the United States (textiles in the 1960s and 1970s, and steel and color television sets in the 1970s). This is followed by the competing US manufacturers complaining to the trade authorities, claiming dumping and unfair trading practices. Next, negotiations between the US and Japanese governments take place. Eventually, the two governments succeed in negotiating a settlement that includes price controls (such as unilateral import surcharges imposed by the US and a price-fixing system known as the trigger price system) and/or quantity controls (such as VERs).

The first big trade negotiation between Japan and the United States, in the early 1950s, centered on cotton products. The negotiation led to a settlement in 1957 to limit Japan’s cotton exports for five years. In the late 1960s, the conflict and negotiation were extended to cover other textiles, including wool and synthetics. The negotiation eventually led to the US-Japan Textile Agreement in 1972, which specified VERs by Japan on textile products. The textile agreement was later subsumed under an international agreement called the Multifiber Arrangement, which ended up regulating the textile trades between exporting developing countries and importing developed countries from 1974 to 2004.

The next big trade negotiation was on steel, in the late 1960s and the early 1970s. Japan and the US finally reached an agreement in 1978 to introduce a trigger price system for the steel import price in the US. Under a trigger system, a floor import price is established, and any import under the price is considered dumping and hence prohibited. Even under the trigger price system, however, US steel imports from Japan surged again in the early 1980s, which called for another negotiation between the US and Japan. This time, the governments reached an agreement in 1984 to control Japan’s steel exports to the US by imposing a VER.

Japanese television set exports encountered dumping complaints almost as soon as Japan started exporting sets (initially black and white ones) in the early 1960s. By the early 1970s, the conflict centered on color television sets, and an antidumping surcharge was imposed on Japan’s color television exports in 1971. In July 1977, the US and Japan reached an Orderly Market Agreement (OMA) that enforced export restraints on the latter’s TV exports.

In the late 1970s, Japanese exports of machine tools became the subject of complaints and negotiations. The negotiation led to the establishment of price controls in March 1978, which was replaced by a VER in December 1986. The history of the US-Japan trade conflict and negotiations are summarized in table 13.1.



Table 13.1

US-Japan trade conflict timeline
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13.3 Emergence of Comprehensive Trade Talks: 1980s


13.3.1 Growing US Frustrations about Trade with Japan

The nature of trade conflicts and negotiations changed dramatically in the 1980s. Trade deficits of the United States grew in the first half of the 1980s (see figure 13.1). In addition, Japan was the country with the largest bilateral trade deficits with the US in the 1980s (see figure 13.2). As discussed previously, before the 1980s the US-Japan trade negotiations were reactive to complaints from US industry, concentrated on particular sectors, and focused on controlling Japan’s exports to the US. In the 1980s, the range of issues discussed in trade talks expanded to include structural problems that were believed to distort Japan’s pattern of trade. Those structural issues included a ceiling on deposit interest rates in Japan that presumably provided Japanese manufacturers with unfairly cheap capital, and long-term, keiretsu relationships among Japanese firms that were also considered to be structural barriers against foreign firms that wanted to export to Japan. The negotiations in the 1980s also started to emphasize the problem of market access to Japan, in addition to surging exports from Japan. This focus was especially clear in high-technology industries, which were growing in both countries. Finally, the 1980s also saw a change in the tactics used by the US negotiators—they started to use more numerical targets for the US manufacturers’ share in the Japanese market.
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Figure 13.1

US trade balance in percentage of GDP.

Source: US Census Bureau and US Bureau of Economic Analysis, Department of Commerce.

Note: The vertical axis is reversed so that the negative numbers come above the positive numbers.
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Figure 13.2

Bilateral trade balance of the US against, Japan, Germany, and China.

Source: US Census Bureau and US Bureau of Economic Analysis, Department of Commerce.

Note: The vertical axis is reversed so that the negative numbers come above the positive numbers.



The impetus for these changes came from both sides of the Pacific. On the US side, political support for free trade, especially with Japan, then the largest exporter to the US, waned. Ronald Reagan’s administration (1981–1989) was a staunch supporter of free trade and rather sympathetic to the Japanese claim that the growth in Japanese exports was the result of its producers’ offering superior products at reasonable prices. However, the Republican president faced mounting criticism from the Democratic majority in Congress, which blamed the administration’s trade policy for growing US trade deficits in the 1980s. Trade unions in the manufacturing sector, which were strong supporters of the Democrats, felt that their employment suffered heavily from mounting imports from Japan and lobbied the government to respond. The split government (i.e., Republican president, Democratic Congress) may also have contributed to politicizing trade issues.

Meanwhile, the US demands for Japan to fix its structural problems were initially welcomed by the Japanese policymakers who advocated economic deregulation. Such demands were used as strong threats to persuade vested interest groups within Japan to yield. Leaders of many interest groups also found it easier to blame bullying from the powerful US than to yield to the Japanese government.

Trade talks in the 1980s were also influenced by academic developments. For example, new trade theory that emerged in the 1980s provided a justification for targeting the market access of emerging industries with increasing returns to scale (such as many high-tech industries). A number of prominent international economists started to advocate managed trade rather than free trade in various industries.



13.3.2 The Automobile VER

The first major US-Japan trade conflict in the 1980s retained the characteristics of the traditional conflict pattern. The US auto industry complained that its companies were being hurt by the surge of imports from Japan. For example, the Chrysler Corporation, the third-largest auto manufacturer, nearly failed and had to be bailed out by the US government. The US-Japan negotiations on the automobile trade eventually led to a three-year, supposedly VER, which limited Japan’s automobile exports to the US to no more than 1.68 million passenger cars for each one-year period from April 1, 1981, to March 31, 1984. The VER was renewed then, with a higher ceiling of 1.85 million cars for April 1, 1984, to March 31, 1985, and then renewed once again, with an even-higher, 2.3-million ceiling for April 1, 1985, to March 31, 1986. Although the ceiling of 2.3 million cars continued, it stopped being binding after 1987. The VER was finally lifted in 1994.

The VER form of trade agreement was favored over other measures to reduce Japan’s auto exports to the US (such as tariffs and quotas) for several reasons. The US government was able to avoid being labeled protectionist by pointing out that this was a unilateral Japanese action. Because the Japanese government allocated the quota among the Japanese automakers, they were exempt from possible antitrust lawsuits. Moreover, it was presumed that VERs would not violate any GATT agreements.

In reality, this VER was not unilateral; rather, it was a mutual agreement. But it later became a truly unilateral action on the part of the Japanese government. On March 2, 1985, President Reagan, citing a study concluding that US consumers had suffered as a result of the VER, announced that the US government would not ask the Japanese government to continue it. After some debate, though, Japan acted unilaterally to continue the VER with the ceiling of 2.3 million cars, as previously mentioned. This action was not well received in the US Congress, however, and Japan was named an unfair trading partner.

The VER is essentially a quantity-fixing cartel. The economic consequences of such a cartel are predictable by microeconomic theory. (Recall the theoretical analysis given in chapter 11.) In fact, the automobile VER of 1981, revised and extended through the 1980s, basically produced the predicted results. The quantity-limited Japanese producers increased their profit margins on exported cars, first by loading them with optional accessories, and then by gradually shifting from small to midsize cars. The US automakers took advantage of the limited number of Japanese imports and their relatively high prices. The VER contributed—though this is difficult to quantify exactly—to the recovery of Chrysler, which was a profitable company by the mid-1980s.

One response of Japanese automakers to the VER was to start producing cars in the US; Honda’s Ohio plant was the first Japanese automobile factory in the United States. Nissan built a plant in Smyrna, Tennessee, and Toyota and General Motors built a plant jointly in Fremont, California. Then Toyota built its own plant in Kentucky. In subsequent years, Japanese automakers expanded production in the US, first for basic small cars, and then for larger, more sophisticated cars.

The real losers from the VER were US consumers as the number of auto imports was limited and the prices went up. Small Japanese automakers that did not have much of a track record of exporting, such as Subaru and Daihatsu, also suffered because the Japanese government assigned them only low quotas.



13.3.3 Escalation of Conflict

Throughout the 1980s, tensions between the United States and Japan increased. Anti-Japanese sentiment in the US Congress increased considerably as the bilateral trade imbalance between the United States and Japan rapidly grew. Trade conflicts were no longer limited to a specific Japanese export. They were now national issues involving the US-Japan political-economic relationship in general. Drucker (1986, 101) uses the provocative term “adversarial trade,” suggesting that Japan exports for the specific purpose of destroying other countries’ industries. Japan’s image as an adversarial, unfair trader was ostensibly supported by its large current account surpluses and low manufactured goods imports.

Some scholars and policymakers argued that Japan were engaging in strategic trade to protect its domestic market, to nurture domestic industries, and then to export to the US market. Japanese markets have many nontariff barriers designed to keep foreign products from penetrating. Hence, Japanese trading practices are unfair. To rectify the situation, the classic demand for a level playing field may not be sufficient. Demanding a results-oriented target and managing trade would be one answer. Tyson (1990) provides a very clear argument along these lines.

Another change in the 1980s was a shift of emphasis from limiting US imports from Japan to increasing US exports to Japan as a solution to correct the trade imbalance. The US argued that Japan’s failure to provide fair market access to US manufacturers (and foreign manufacturers in general) was responsible for the low level of US exports, and hence the large US trade deficits. Complaints about limited access to Japanese markets for a broad range of products and commodities were lodged. Negotiations on Japanese restrictions on the importation of several agricultural products, including beef and oranges, took place between 1985 and 1988. Japan’s import ceilings on beef and oranges were raised gradually. Then, in April 1991, all the quotas on beef and citrus imports were replaced by tariffs. Liberalizing rice imports to Japan was brought up in 1986, and again in 1988, by the Rice Millers’ Association, but US trade representatives (USTRs) rejected the idea.



13.3.4 The Semiconductor Agreement

In the 1980s, Japanese electronics firms increased their production of semiconductors. In the mid-to-late 1980s, the share of Japanese semiconductor makers exceeded 50 percent of world production. Further, the Japanese market was dominated by Japanese manufacturers. Some US policymakers were alarmed because semiconductors were used widely in industries and essential in military use. They argued that over-dependence on Japan for semiconductors would threaten not only US industries and but also national security.1

As pressure from the Congress increased, the USTR pushed to try to make a semiconductor agreement with Japan with a results-oriented, numerical target. Japan first resisted to a demand for such a numerical target, but eventually agreed. As a result, the negotiation over semiconductor trade became one of the first and most prominent ones focusing on access to Japanese markets. In September 1986, the Semiconductor Agreement was signed by the two governments to settle a dumping case. This agreement had three components. First, a fair price for each of the Japanese semiconductor exporters would be calculated by the US Department of Commerce to prevent dumping in the US market. Second, Japan would do their best to prevent dumping in third-country markets, such as Hong Kong and Singapore. Third, Japan would help to increase market share for US semiconductors in Japan. In return, the US government agreed to drop its dumping case against the Japanese semiconductor makers. There was also a confidential side letter, in which it was stated that the Japanese government “would make efforts to assist the US companies in reaching their goal of a 20 percent market share within five years” (Prestowitz 1988, 65).

In April 1987, the United States announced that Japan was found to have been violating the agreement (especially the second and third parts) and decided to impose retaliatory tariffs (up to 300 percent) on various Japanese products, such as laptop computers and large-screen television sets. The Japanese reaction to this, not surprisingly, was overwhelmingly negative. Some critics in Japan asserted that the accusations of dumping in Hong Kong were unfounded and that the US producers were not devoting much time or effort toward winning higher market shares in Japan.

The existence of the confidential side letter further infuriated the Japanese. Many Japanese were now convinced that the US was bullying and bashing Japan, and for their part, many Americans were convinced that Japan was an unfair trading partner that used any means (whether inside or outside the rules) to increase its exports. The Semiconductor Agreement was extended once in 1991, and was set to expire in 1996; by then, the US objective of gaining market share in Japan was achieved—indeed, overachieved.




13.3.5 Market-Oriented Sector-Specific (MOSS) Talks, 1985–1996

Broader negotiations to improve US access to Japanese markets began in 1985. The Market-Oriented Sector-Specific (MOSS) talks selected four sectors (telecommunications, electronics, forest products, and medical equipment and pharmaceuticals) where US exporters were allegedly treated unfairly vis-à-vis Japanese domestic producers (see Prestowitz 1988, 296–299).

In 1986, market access for construction businesses became an issue. Since the Japanese government’s procurement programs designated eligible construction companies (all of them domestic), new entry was almost impossible for large construction projects in Japan. After complaints from the United States on this issue, the construction of the New Kansai Airport, near Osaka, became a test case for market access. An agreement on the bidding procedure was struck in November 1987, and the Kansai Airport Corporation proceeded to accept foreign bids on the construction of the terminal building. Although a Japanese firm won the bidding, the US demand opened the Japanese government procurement for foreign firms.

Alarmed by the heightening tensions with the US regarding growing trade imbalances, the Japanese government also took several steps to encourage more imports. In 1985, Prime Minister Yasuhiro Nakasone suggested that each Japanese citizen purchase $100 worth of imported goods, so the trade surplus would be cut by $12 billion. (Nakasone himself went out and purchased a tie and a bottle of wine.) The government also handed out flyers in downtown Tokyo encouraging Japanese citizens to buy imports. October was designated “Import Promotion Month,” and the Ministry of International Trade and Industry (MITI) began to feature the motto “Spread friendship worldwide by promoting imports” on its stationery. In addition, action programs were drawn up to increase imports and absorb Japanese products through greater domestic demand. Tariffs on forest products, tobacco, cigarettes, and aluminum were lowered, one after another, in 1987 and 1988.

Prime Minister Nakasone also formed a commission headed by a former governor of the BOJ, Haruo Maekawa. The task of the Maekawa Commission was to recommend a strategy for the structural adjustment of the Japanese economy to reduce current account surpluses and improve the standard of living. The Maekawa Commission issued a report (the Maekawa Report) in April 1986, and another report (the so-called new Maekawa Report) by the Economic Council was delivered to the prime minister in May 1987.

The First Maekawa Report specifically recommended the following items:


	Stimulation of domestic demand, aiming at improving the quality of life

	Transformation of industrial structures to encourage imports

	Improving access to the Japanese market by foreign companies

	Alignment of the exchange rate to a level consistent with fundamentals

	Promotion of international policy coordination



By the late 1980s, the US demands for trade liberalization and deregulation started to be viewed as helpful pressure by reform-minded policymakers in Japan. Such pressure was called gaiatsu (foreign pressure) and was often welcomed, so long as US demands were targeted toward the areas that are likely to enhance the welfare of Japanese consumers as well.



13.3.6 The Omnibus Trade Bill and Super-301

Despite improvements in some sectors, the overall political relationship between the United States and Japan continued to sour. Critics in the United States continued to dwell on Japan’s failure to increase imports, and some Japanese became irritated by what they interpreted as US bullying (e.g., Ishihara and Morita 1988). In the summer of 1988, the Omnibus Trade and Competitiveness Act, the result of efforts by several congresspeople over several years, was signed into law by President Reagan. This act contained the “Super-301” clause, which strengthened Section 301 of the Trade Act of 1974. The new legislation gave the USTR the authority to declare countries as unfair trading partners. If a country is designated as an unfair trading partner, it is required to work with the US to remove the barriers to trade specified in the designation within eighteen months. If the progress in removing the barrier is deemed insufficient after the eighteen months, the US government can impose retaliatory measures.

It was clear from talks and press conferences held by various US representatives that this legislation primarily targeted Japan. Indeed, the USTR designated Japan as an unfair trading partner in May 1989, along with India and Brazil, under the Super-301 clause. The designation specified forest products, satellites, and supercomputers as the areas where Japan were imposing unfair barriers to trade. Japan protested that forced negotiation under threat of sanctions was unacceptable, but refusing the efforts to remove the barriers was not an option. In 1990, it was determined that Japan had made enough progress, so no sanctions were imposed.

Although the outcome of the 1989 Super-301 designation was less dramatic than had been feared, the episode left a significant mark on the history of US-Japan trade conflicts. Those who see Japan as essentially a closed economy regarded the Super-301 clause as a powerful tool that produces a credible threat in the negotiation process, and thus helps open the Japanese market. Many critics in Japan regard it as an unacceptable measure that escalates protectionism by mutual retaliation. Since the determination of what is an unfair trading partner is done unilaterally by the USTR, it is regarded by the Japanese (and many European countries) as a violation of multilateral trading frameworks such as the GATT. Some Japanese viewed the Super-301 clause as an attempt by the United States to become the sole judge of trading conflicts with their trading partners.



13.3.7 Structural Impediments Initiatives (SII), 1989–1990

While the confrontation regarding the Super-301 clause developed, the US and Japan started comprehensive negotiations to resolve the trade imbalance. The Structural Impediments Initiatives (SII) negotiations began in the fall of 1989. The goal of SII was “to identify and solve structural problems in both countries that stand as impediments to trade and to balance of payments adjustment with the goal of contributing to the reduction of payments imbalances” (Final Report of Structural Impediments Initiative, 2nd paragraph).2 What was new in this negotiation was that the blame was bidirectional. The Japanese side complained about lack of effort on the part of the US government and businesses to be competitive, and the US side complained about Japan’s closed markets. This provided at least a façade to pacify Japanese resistance to the US “bashing” of Japan. The final report was submitted to President George H. W. Bush and Prime Minister Toshiki Kaifu in May 1990. The report listed six items on the Japanese agenda: saving and investment patterns, land policy, the distribution system, exclusionary business practices, keiretsu relationships, and pricing mechanisms.

The Japanese government, recognizing that Japan lags other developed countries in social infrastructure, promised to increase public expenditures toward housing, sewers, public parks, waste-disposal systems, traffic safety, port facilities, airports, and seashore preservation and improvement. Increasing public investment would reduce the current account imbalance between Japan and the United States by narrowing the saving-investment gap (which was explained in chapter 8). To increase housing supply, the Japanese government promised to consider revision of the Land Lease Law and the House Lease Law in order to increase efficiency in use of land owned by the national or local governments, and to facilitate conversion of agricultural land into residential land. The distribution system was discussed in the SII talks as well.

Meanwhile, US exports were believed to be kept from Japanese consumers by Japan’s distribution system. The overcrowded airports prevented speedy customs clearance of imports, and expansion of large retail stores (which are more likely to carry imports) was severely restricted by law, for the sake of protecting mom-and-pop stores. Thus, modernizing the distribution system was considered to contribute to increasing Japan’s imports. “Exclusionary business practices” (Table of Contents, fourth point of the Japanese Delegation) and “keiretsu relationships” (Table of Contents, fifth point of the Japanese Delegation) were targeted to be modified to enhance business opportunities for foreign companies in Japan. The government would encourage Japanese companies to purchase parts and other merchandise from foreign firms, and it would aggressively enforce the Anti-Monopoly Act. The Japanese government would also implement policies to lower the prices of goods that could be purchased much more cheaply outside Japan. These policies include deregulation, enforcement of the Anti-Monopoly Act, promotion of imports, and lowering utility rates. This is a rather comprehensive list of promises for promoting imports, as well as enhancing Japanese consumers’ welfare.

The SII talks were unique in the history of US-Japan negotiations, in that the structural problems of the United States were identified as well as Japan’s. Those problems included lack of saving, lack of worker training, and a deficient educational system.

Schoppa (1997) examines whether the SII talks were successful in bringing about the intended changes to the structure of the Japanese economy. The main finding is that the SII was successful only in those areas that had some backing of domestic interest. For example, reforming land policy to increase housing had some domestic support, and the SII talks in this area eventually led to the revision of the Land Lease Law and the House Lease Law in 1991. Also in 1991, the preferential tax rate on farmland was eliminated for farmland in urban areas to encourage the conversion of agricultural land into residential land. Reform of distribution system was another area where the SII led to substantial reforms. Another piece of legislation, the Large-Scale Retail Store Law, was substantially revised in 1992. Although the barriers that large retail stores faced were not completely removed, the revision made it easier for them to expand to regional cities. In contrast, changes were not very visible in some other areas specified in the SII Report, such as keiretsu relationships and business practices, where domestic support for reforms was lacking.

Schoppa’s finding, that the SII was successful only in those reforms that had sufficient support in Japan, does not imply that the SII had no role. On the contrary, this is a good example of gaiatsu persuading Japanese vested interests to give in to deregulation promoted by the Japanese government. Japanese bureaucrats take the US demand as a mandate and work out the technical details of achieving it. Even if structural changes mean that some vested interest groups are hurt, the bureaucrats could point to the United States as the villain. Lobbyists for the vested interest groups on the losing side could also save face by reporting back to their constituents: “There was nothing I could do; it was what the Americans wanted.”3




13.3.8 Keiretsu and Trade

The SII suggested that Japan change its keiretsu relationships, but this recommendation did not attract much domestic support. The support from economic theory for the idea that keiretsu represents a trade barrier also seems to be weak. The idea is that keiretsu firms collude to exclude foreign firms from Japan, thereby reducing the amount of imports. For example, Lawrence (1991) examines the relation between the import penetration in an industry (measured as the amount of imports divided by the domestic demand) and the share of keiretsu firms in the same industry and finds that a high share of keiretsu (either horizontal or vertical) is associated with low import penetration. Although Lawrence (1991) interprets the result to imply that keiretsu firms collude to exclude foreign firms, there are some caveats that we should be aware of. First, the causality may be actually in reverse: Keiretsu may be easier to form in a low-import-penetration industry. Second, the import penetration may be low not because keiretsu firms collude, but because firms in different keiretsu are competing with each other.

Support for the second idea is provided by Weinstein and Yafeh (1995). They find that an industry with a high proportion of keiretsu firms tends to have low profit margins, suggesting that those industries with a high share of keiretsu firms are more competitive. If that is the case, one would expect foreign firms to have a hard time entering the market in such industries, compared with other industries where competition is less fierce.




13.4 Managed Trade Demand and Refusal in the 1990s


13.4.1 Diverging Attitudes of the US and Japan

Some sector-specific trade negotiations continued into the 1990s. The Semiconductor Trade Agreement of 1986 expired in 1991, but it was renewed right away, with substantially the same conditions. The market share of foreign firm‒produced semiconductors had just reached 20 percent in 1991, but the US insisted that Japan needed to continue achieving the target consistently.

By 1996, when the second Semiconductor Agreement expired, the share of foreign semiconductor sales in Japan was approaching 30 percent. Given this fact, as well as no dumping being observed over ten years, the agreement was allowed to expire. The Semiconductor Council, which was a US-Japan joint organization to monitor trade in semiconductors, was expanded by adding other semiconductor exporters such as South Korea and renamed the World Semiconductor Council. With this, semiconductor trade ceased to be an issue for US-Japan trade relations.

Thus, the use of numerical targets in the two Semiconductor Agreements ended up being effective in increasing Japan’s imports of semiconductors. The US and Japan learned totally opposing lessons from this experience. The US learned that imposing numerical targets was a very effective tool to open Japanese markets. On the other hand, Japan realized that the government had to work very hard to intervene in the private sector and convince Japanese companies to increase their purchase of foreign-made semiconductors. The Japanese officials resolved not to allow numerical targets subject to penalties in any future trade agreements.

The situation in automobiles and auto-parts trade, on the other hand, continued to be contentious between the two countries. The Auto and Auto Parts Agreement in 1992 specified an action plan to increase Japan’s imports of US-made auto parts as a result of voluntary efforts of Japanese car manufacturers. The auto and auto-parts trade issue was taken up as an important sectoral issue in the US-Japan Framework talks, which we turn to next.

One common characteristic in the framework talks in various industries was the US effort to include numerical goals. The US insistence on the use of numerical targets was partially based on the so-called revisionist view of US-Japan trade relations. A typical version of the revisionist argument goes as follows:

Japan has been successful in keeping its markets closed to foreign products, while Japanese products freely increased their shares in US markets.4 The US government has been negotiating with Japan for a long time to remove impediments for various US products. The removal of one impediment, however, has led to the discovery of another barrier. As negotiations drag on, Japanese producers catch up with the imported technology and sell enough units to lock in market share in Japan. Hence, it is not enough to ask for equal opportunity (i.e., a level playing field). Instead, the United States should demand a clear numerical target, such as market share for foreign producers, and have Japan figure out how to achieve that. The Japanese economy works differently, so a strategy deviating from what is recommended by the standard economics can be justified. In other words, the economic structures and political processes in Japan are so different from those in the West that different rules of negotiation are justified.5



13.4.2 Start of the US-Japan Framework Talks

Bill Clinton, a Democrat and then-governor of Arkansas, won the presidential election in November 1992 at the age of forty-six. As he assumed office in January 1993, his economic team debated its strategy toward Japan. There were managed-trade advocates and those who were skeptical about the strategy, due to increasing resistance on the part of Japan.

Kiichi Miyazawa became Japanese prime minister in November 1991, at the age of seventy-two. He was a veteran politician, with experience in many cabinet posts, starting as secretary of the Economic Planning Agency in 1962 and later the minister of International Trade and Industries, Foreign Affairs, and Finance. Before he became a politician, he had been an MOF official starting in 1942. He acted as an interpreter for ministers and helped negotiation of the US-Japan Peace Treaty in 1951 after World War II. He was in San Francisco as a junior officer to witness the signing ceremony of the treaty. Although Miyazawa was extremely knowledgeable in many subjects, including economics, US-Japan relations, and Chinese poetry, he was not known for his shrewd politics.

President Clinton and Prime Minister Miyazawa met for the first time in April 1993 in Washington, D.C. The US asked for expansionary macroeconomic policy by Japan, which would expand Japan’s imports and reduce its current account surplus. At the same time, the US demanded Japan to remove nontariff barriers in some targeted sectors. The US demanded an initiation of negotiation with numerical targets (similar to the Semiconductor Agreement) in several baskets of issues.

The press remarks by the two leaders after the meeting already showed signs of disagreement, which would only intensify in the coming years. Clinton argued that, so long as US companies are making “high-quality and competitively priced goods,” “Japan’s markets must receive them.” Miyazawa countered by pointing out that cooperative economic relations “cannot be realized with managed trade nor under the threat of unilateralism,” and even expressed “concern over some trends in the United States” (all quotes from Joint Press Release, April 16, 1993).6

Upon returning from Washington, Miyazawa faced tough criticism from both inside and outside his party, the LDP. On June 17, 1993, Prime Minister Miyazawa failed to fend off a no-confidence vote in the House of Representatives. Miyazawa responded by calling a general election, which would take place on July 18.

On July 9, Miyazawa met Clinton in Tokyo, where the G7 summit was being held. Over a sushi dinner, Miyazawa reportedly suggested a compromise, although no details of the discussion were ever disclosed.

The Japan-US Framework for a New Economic Partnership, which was eventually signed, stated that “Japan will actively pursue the medium-term objectives of promoting strong and sustainable domestic demand-led growth and increasing the market access of competitive foreign goods and services, including from the United States,” but did not mention any numerical targets for macroeconomic variables. The agreement also stated that both governments “will assess the implementation of measures and policies taken in each sectoral and structural area” and that such “assessment will be based upon sets of objective criteria” (Joint Statement on the Japan-United States Framework for a New Economic Partnership, July 10, 1993).7

It became immediately clear that the Japanese side and the US side had very different interpretations of the phrase “objective criteria.” The Japanese side interpreted objective criteria as being different from numerical targets, and believed that they had successfully avoided committing to any numerical targets. For its part, the US side interpreted objective criteria as absolutely being numerical targets. Many US policymakers argued that if Japan would not agree to a numerical target, retaliatory tariffs should be imposed. Free trade advocates were daunted because they thought even Japan had agreed to the numerical target approach, so they were thrown.

It is not clear why the lame duck prime minister tried to demonstrate leadership by holding an extra meeting with President Clinton to strike a compromise, with this controversial phrase in it. But it only increased confusion and contention between the two governments. He may have underestimated Washington’s hostility to Tokyo, or he may have believed that this compromise (however it was interpreted by the two countries) was better than no deal at all. In any case, this was the start of two years of a very adversarial economic relationship between Japan and the US.

The negotiations for the US-Japan Framework for a New Economic Partnership started in 1993 and included many issues that were classified into five so-called baskets: (1) government procurement, (2) regulatory reform and competitiveness, (3) auto and auto parts, (4) economic harmonization, and (5) existing arrangements and measures. The discussion of regulatory reform and competitiveness focused on the financial sector, especially the insurance industry. The “economic harmonization” basket meant to resolve impediments to foreign direct investment (FDI) into Japan, including the legal treatment of intellectual property and those that were alleged to be put up by keiretsu. The “existing arrangements and measures” basket concerned the implementation of already-existing arrangements to resolve trade issues, including those in the sheet glass industry, construction industry, and government procurements. Unlike the SII, macroeconomic issues such as the saving-investment gap, especially for the US economy, did not receive much attention.

The firm insistence on numerical goals by the US was met by equally strong resistance by Japan because Japan’s takeaway from the Semiconductor Agreement was never to agree to any numerical targets again. The Japanese side argued that US cars in Japan were failing to pick up market share not because of nontariff barriers by the government or Japanese automakers, but because they were unattractive to Japanese customers. The conflict almost killed the framework talks before they started, once after the start, and once during the deadline for the negotiations. The most contentious areas were automobiles and auto parts.



13.4.3 Hosokawa-Clinton Showdown

In the general election in 1993 that followed the no-confidence vote against the Miyazawa cabinet, the LDP lost the majority, winning just 223 out of 511 seats. Many LDP rebels who voted for the no-confidence resolution left the party altogether and formed a number of small parties. Discussion among newly elected members of the House of Representatives led to the creation of an eight-party coalition that excluded the LDP and the Communist Party. Morihiro Hosokawa of the Japan New Party, which he had formed only a year earlier, was chosen as prime minister at the age of fifty-five. On August 9, the Hosokawa government was formed as the first non-LDP government since 1955, when the LDP was established.

Before this position, Hosokawa had had a career in the House of Councilors as a LDP member, and then as governor of Kumamoto prefecture. He never served as a cabinet minister, and he had just been elected as a first-term member of the House of Representatives. Thus, his background was quite unusual for a prime minister.

Hosokawa commanded a very high approval rating. He initiated several new policies to differentiate his administration from the previous LDP administrations. For example, he delivered clearer apologies for the atrocities that Japan had committed against Korea and China during World War II. His administration also accepted the deal reached during the GATT Uruguay Round negotiations, which included a liberalization of agricultural imports that Japan had long resisted. These measures were quite popular among the general public.

Prime Minister Hosokawa and President Clinton met for the first time in September 1993 in New York. They also met during the APEC Summit meeting in Seattle in November 1993.8 In these meetings, discussions took place toward a successful conclusion of the framework talks, but the meaning of objective criteria remained the sticking point.9

When the two men met again on February 11, 1994, the US side was hoping to have Japan agree to setting up numerical targets, but Japan resisted. Neither side was interested in agreeing on an ambiguous statement, either. President Clinton remarked, “We agreed to seek agreements containing, and I quote, ‘objective criteria’ that would result in, quote, ‘tangible progress’,” but “Japan’s offers … simply did not meet the standards agreed to in Tokyo.” Prime Minister Hosokawa countered by saying, “With regard to the interpretation of numerical targets, I think there is a difference between the two sides, and we have not been able to clear that difference easily.” Hosokawa also pointed out, “In the past, Japan and the US sometimes have reached ambiguous agreements which glossed over the problems of the time, only to find them become sources of later misunderstandings between our two countries from time to time.”10


Box 13.1

Hosokawa’s Missteps


Prior to the showdown in Washington, D.C., on February 11, 1994, Prime Minister Hosokawa was facing a budget dilemma. In the Framework Talk discussions, the US had been demanding Japan to adopt economic policies to stimulate domestic demands, and Hosokawa had promised in the summit meeting with Bill Clinton in November 1993 to stimulate the domestic economy by lowering the personal income tax. Although Hosokawa’s government was quite certain that it would reject numerical target demands by the US, he hoped that agreeing to expand the domestic aggregate demand would be sufficient to appease the US. But his coalition partners had promised the voters that they would stop deficit financing, if they were given the power. Just cutting the income tax would increase the government deficit and violate the campaign promise. Hosokawa came up with a solution: cut the income tax cut and then increase the VAT so that the deficit would not increase. He needed to move quickly as the meeting with President Clinton where he wanted to deliver a gift in the form of Japan’s domestic stimulus (income tax cut) was fast approaching. Thus, at 1 A.M. on February 3, Hosokawa announced a plan in that he proposed to rename the consumption tax, which is a VAT, to the National Welfare Tax and raise the rate to 7 percent (from 3 percent). He announced this in the wee hours of February 3, despite the opposition from his coalition partners and without consulting the relevant ministers. It was bizarre not only for the prime minister to make a major tax reform announcement at 1 A.M. but to decide it while sidestepping all the usual bureaucratic processes. Not surprisingly, it was opposed by many coalition partners, as well as opposition parties.

The proposal of the VAT increase was rescinded the very next day, February 4.

In this blunder, Hosokawa lost a substantial amount of political capital. The negotiation with the US fell through, although the Japanese public did support Japan’s refusal of numerical targets. After being accused of taking illegal political contributions, which he insisted were a loan from a trucking company, the coalition became unsustainable. Hosokawa resigned in late April. The Hosokawa government did not last even a year, although his place in history was firmly established as the first non-LDP prime minister in almost 40 years.





The US side considered the objective criteria that Miyazawa supposedly agreed to as a foothold for numerical targets, but the Japanese side pushed back. In Japan, this was widely reported as a moment that Tokyo stood up to unreasonable US demands.11 The New York Times reported, “But in narrowly political terms, both Mr. Clinton and Mr. Hosokawa stand to reap sizable domestic political benefits—the President from having insisted on real rather than paper concessions, the Prime Minister from having stood up to the United States.”12 Both sides won political victories, but the negotiations stalled.



13.4.4 LDP-Socialist Coalition Government

Although Hosokawa increased his popularity by resisting numerical targets, he struggled with a political scandal and suffered a tax policy failure domestically (See the box “Hosokawa’s Missteps”). The coalition government started to crumble because some members opposed Hosokawa’s tax policy. The prime minister ended up resigning before the first anniversary of his administration.

Tsutomu Hata, of the Shinsei Party, became prime minister upon Hosokawa’s resignation, but his cabinet was short-lived. The Socialist and Sakigake (Harbinger) parties left, and the remaining coalition became a minority government. The LDP, still the largest party in terms of its number of seats, took advantage of the split in the ruling coalition. Behind the scene, the party made a political overture to the Socialists, who used to be its archenemy, and the Harbinger Party. The coalition cabinet of members from LDP, the Socialist Party, and the Harbinger Party replaced the Hata cabinet, which lasted only sixty days, and Tomiichi Murayama, a lifelong Socialist, was chosen as prime minister. The LDP put a priority on returning to power, so it yielded the top position to a minor coalition partner. It was a coalition of convenience.

Immediately after the showdown in February, the Clinton administration started to put pressure on Japan with threat of unilateral action. In March 1994, Clinton revived the Super-301 clause of the Omnibus Foreign Trade and Competitiveness Act of 1988, which required the USTR to identify countries engaging in unfair trade practices and allowed the US to impose unilateral sanctions if negotiations with those countries fail to show progress.

Around the same time, in April 1994, the establishment of the WTO was formalized in the Marrakesh Agreement, with the effective date of January 1, 1995. The WTO treaty would set up a dispute resolution mechanism and prohibit unilateral actions of member-countries (which would include both the US and Japan). Anticipating the WTO, the US abolished the Omnibus Foreign Trade and Competitiveness Act in July, which was a relief for the Japanese government.

The Murayama government continued negotiations and reached agreements with the US in the areas of government procurements, insurance and financial services, and sheet glass by January 1995. This left automobiles and auto parts as the unresolved area.



13.4.5 The Final Showdown—Automobiles and Auto Parts

In the area of automobiles and auto parts, Washington continued to insist on numerical targets of US auto sales in Japan. The Japanese side rebutted by employing two lines of reasoning. First, European automakers had no problem expanding sales in Japan, suggesting the absence of nontariff barriers or any other structural problems against foreign automakers. Second, forcing numerical targets with the threat of unilateral actions would violate the GATT and WTO rules.

By this time, the major line of negotiation on the framework talks shifted from the top leaders (the president and prime minister) to a lower administrative level. Ryutaro Hashimoto, a seasoned LDP politician and Minister of International Trade and Industry, and Mickey Kantor, the USTR, became the two main negotiators.

In October 1994, the US announced that it would start investigating the market for auto parts for maintenance and repair in Japan based on Section 301 of the 1974 Trade Act (which is different from Super-301, and the US contended that doing this did not violate WTO rules). Then, on May 16, 1995, the USTR proposed a unilateral action to impose tariffs of 100 percent ad valorem on Japanese exports of luxury cars. The final determination would be made on June 28, 1995.

This was quite a shock to Japan, but it continued to resist numerical targets. Japan responded by taking the case to the WTO dispute-settlement mechanism. In the end, a compromise was reached one day before the retroactive collection of punitive tariffs was to start. The Japanese government agreed to make efforts to improve foreign automakers’ access to the Japanese market, and the US government agreed to support US automakers’ exports to Japan.

The final agreement stated that the USTR would set objective indicators to measure Japan’s imports of foreign auto-parts, but that Japan made it clear that they would not be numerical targets, and that the Japanese government would have nothing to do with the US expectation and forecasts. These objective indicators included the number and values of foreign-made car sales in Japan and imports of foreign-made auto parts to Japan.

It was truly a compromise. The US demanded sales of American cars and auto parts in Japan to increase and successfully included monitoring of “objective criteria” in the statement. Japan agreed to make efforts but succeeded in mentioning in the statement that the “objective criteria” were not numerical targets or promises, and that underachievement would not trigger any US retaliation.13 Thus, Japan avoided a repeat of the painful (for them) experience of the Semiconductor Agreement. This monitoring ended after five years. The end of this dispute turned out to be the end of the numerical target approach by the US government.




13.4.6 Kodak versus Fuji

When the automobile and auto parts negotiation was near its climax, another conflict erupted. On May 18, 1995, Eastman Kodak filed a complaint with the US government alleging that Fuji Photo Film was colluding with the Japanese government to deny Kodak access to the Japanese market. Kodak was requesting the USTR office to use Section 301 of the 1974 Trade Act against Japan. Kodak and USTR tried to build a case that Fuji had built a distribution network that discriminated against foreign firms, and the Japanese competition policy authority, the Japan Fair Trade Commission (JFTC), failed to enforce a competition law. (The description of the Kodak-Fuji conflict here relies heavily on Devereaux, Lawrence, and Watkins 2006; see the further discussion of this in chapter 3.)

Specifically, Kodak claimed that (1) Fuji controlled the wholesale network to control the distribution network (a vertical keiretsu), so that setting up a competing network would be highly expensive; (2) Fuji controlled a network of photo-processing laboratories that served as a captive market for consumer photographic paper; (3) Fuji, as a member of the Mitsui Group (a horizontal keiretsu, as explained in chapter 9), had secure financing; and (4) retail prices of a roll of color film were kept substantially higher domestically than in foreign countries (3.1 times the price in the US, for example) through a variety of anticompetitive practices, including resale price maintenance and volume-based rebates.

To Fuji Photo Film and the Japanese government, Kodak’s claim was outrageous. Moreover, Kodak was no innocent lamb: It held monopoly power in the US market, using a number of practices to lock in its market share, which had been investigated repeatedly by the US Department of Justice. One tactic was to include processing fee in the film price. As a result, Kodak had a market share of 70 percent in the US, against 10 percent by Fuji. The opposite was true in Japan, with Fuji holding a 70 percent market share against 10 percent by Kodak.

Kodak had a long history in Japan, dating back to 1889. In the postwar period, the company had special arrangements with several wholesalers, but they were reduced to one wholesaler by 1960. All the other wholesalers became Fuji distributors. After liberalizations on FDI in the early 1970s, Kodak made a major push into the Japanese market, cutting its profit margin to underprice Fuji and introducing new products. In 1979, all formal trade restrictions in the photo sector were lifted. In 1983, the market share of consumer color film rose to 15.8 percent. In 1984, Kodak created a subsidiary in Japan and started to sell its products through the vertically integrated entity. By 1995, Kodak had its own network of affiliated photo-processing laboratories. The USTR investigated and verified Kodak’s claims and determined that it was worth bringing the case forward.

Fuji and the MITI were quite surprised by the scope of the complaint and immediately worried that the case could lead to a results-oriented demand. MITI was determined that a pact like the Semiconductor Agreement, with numerical targets, would not be repeated. Fuji was quick to produce a thick document proving that Kodak’s low market share was the result of a failure in marketing. They argued that Kodak never approached wholesalers with distribution networks. One factor that worked in favor of Fuji was that there was a second domestic film maker, Konica, which had a 20 percent market share, competing against Fuji and using the same wholesalers with Fuji. The alleged vertical keiretsu did not seem to be exclusive to Fuji.

The Kodak case was brought up at the time of the auto showdown under the framework talks. The MITI was very much alarmed that there might be a proliferation of demands for managed trade. If Japan caved on the automobile front, film would be next, and other sectors would follow. The ministry wanted to argue that there were no regulatory issues discriminating against foreign film and photo products.

In June 1996, after months of deliberation, the USTR decided to bring the Kodak case to WTO dispute settlement. In October 1996, the WTO announced that its Dispute Resolution Body agreed to form a panel to hear the US complaints. In December 1997, the panel issued its interim ruling, denying the US claims on all three grounds. The panel concluded that the US failed to demonstrate that (1) the Japanese distribution measures nullified or impaired benefits to the US, (2) the Japanese distribution measures discriminated against imported photographic film and paper, or (3) Japan failed to publish administrative rulings of general application. Subsequently, the final report was issued on January 30, 1998, and adopted by the Dispute Settlement Body on April 22.

Disappointed, Kodak called on the US government to act against Japan based on Section 301. The Congress also demanded action. However, the US administration did not appeal the panel’s decision to the WTO, and no further action was taken against Japan. The Kodak-Fuji case ended the long history of US-Japan trade conflict, characterized by US threats to engage in unilateral sanctions against Japan (often urged by various US industries that claim to be injured by Japan’s unfair practices).




13.5 The End of Japan Bashing

The showdown on automobile and auto-parts trading and the Kodak-Fuji case were the last major trade confrontations between the US and Japan. Several factors can explain the end of US-Japan trade conflicts and Japan bashing. First, the stagnation of the Japanese business and economy in the late 1990s and the 2000s eroded the concept of Japan as a serious economic threat to US industries and government. The revival of US industries, especially in the information, communication, and technology (ICT) sectors, also instilled confidence in the US government. Second, other high-growth economies in East Asia, especially China, started to accumulate large and persistent trade surpluses against the US and became what are sometimes considered threats to the US. Third, the repeated interactions between the US and Japan created many channels of negotiations and accumulated human capital to deal with conflicts before they flare up. Finally, the establishment of WTO and the Dispute Settlement Mechanism clarified the legal endgame of trade conflicts and made it easier for the US and Japan (as well as other countries) to find a compromise. The decision on Kodak versus Fuji against the US claims also clarified that the US industry’s complaints against Japan would not always hold up when presented to a neutral panel.

Bergsten, Ito, and Noland (2001) declared that the period of US bashing Japan had ended. They persuasively argued that there were times when US pressure was welcomed by Japan as productive gaiatsu, but US attempts of managing trade and imposing unilateralism with numerical targets disillusioned Japanese policymakers. It was time to stop.

To this day, the US and Japan continue to discuss numerous issues concerning their economies, and increasingly the global economy in general. These meetings were no longer as adversarial and contentious as those in the past. Rather, they choose to try to make both sides benefit from discussions and exchanges of views toward cooperation. For example, in 2001, Prime Minister Junichiro Koizumi and President George W. Bush initiated a series of talks titled “Economic Partnership for Growth.” The agenda involved no serious trade conflicts, and no numerical targets were discussed. The series was also different from past negotiations, in that the talks involved many private-sector participants.

In the 2000s, US trade deficits rose to almost 6 percent of GDP, which is much higher than in the 1980s (figure 13.1). The boom in the US economy in 2005–2007, which was fueled by a credit boom that crashed in 2007–2008, increased the demand for imports. Trade conflict with Japan, however, did not reemerge. By this time, China had the largest bilateral deficits against the US (figure 13.2). The deficits against China became much larger in the ratio to US GDP, as well as in US-dollar terms, compared to Japan in the mid-1980s. Moreover, Japan had suffered economic stagnation and deflation for more than a decade. Japan was not considered to a threat to the US government or industry. The target of US trade conflicts in the 2000s shifted away from Japan and toward China.




13.6 The TPP, the Trump Administration, and Back to Bilateral Negotiations

As discussed in chapter 11, Japan changed its position toward FTAs around 2000. It embarked on a trade strategy to emphasize establishing FTAs and EPAs with its trading partners. But FTA negotiations with the largest trading partners, including the US, have been slow to start. Attempts to establish an FTA including both the US and Japan accelerated toward the end of the 2000s as the US joined the negotiation for the TPP. After long and contentious debates domestically, Japan finally joined the negotiation for TPP in 2013 thanks to strong leadership by Prime Minister Shinzo Abe. The twelve countries that eventually joined the negotiations for TPP reached an agreement, which they signed on February 4, 2016.14

At that time, the US, led by President Barack Obama, touted the TPP as the trade and investment framework for the twenty-first century and led the negotiation process. Japan joined the negotiations relatively late due to resistance from domestic interests, especially farmers. However, when Abe became prime minister for the second time in December 2012, he decided to join the TPP negotiations by assuring the agricultural lobby that the five so-called sacred agricultural products (rice, beef and pork, wheat and barley, sugar, and dairy products) would be protected, although restrictions on many other farm products would be phased out.

Soon after the TPP was signed, though, the momentum changed drastically in the US during the presidential election campaign in 2016. Both of the general-election candidates from the two major parties, Hillary Clinton and Donald Trump, ended up declaring that they would not support the TPP, if for different reasons. As soon as Donald Trump was sworn in as president in January 2017, the US withdrew from the agreement.

Japan worked with the ten other TPP signatories to resurrect the pact. The countries agreed to establish TPP without the US in December 2017. The treaty’s name was changed to the Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP), which became effective on December 30, 2018, after six countries ratified it. The roles of the US and Japan in the TPP negotiations reversed completely.

Abandoning the TPP, the Trump administration began to negotiate with each of the TPP signatories bilaterally. During Prime Minister Abe’s visit to White House in February 2017, the US and Japan agreed to start an economic dialogue toward bilateral trade negotiations. The economic dialogue formally started when Vice President Mike Pence visited Deputy Prime Minister and Finance Minister Taro Aso in April 2017. The US pointed to its large bilateral trade deficit with Japan as a sign of unfair trade. The Trump administration argued for the reduction of barriers for US exporters and correction of the undervalued exchange rate. These arguments very much resemble the logic and strategy that the US tried during the peak of the US-Japan trade conflicts in the 1980s, without much success, as discussed earlier in this chapter.



13.7 Concluding Remarks

A review of US-Japan trade conflicts up to the 1980s reveals that the problem was mostly macroeconomic and structural. The bilateral trade imbalances that often fueled the conflicts were not caused by the increased market share of Japanese firms in the United States. And whether Japanese firms expanded in the US by unfair dumping practices or by superior management mattered even less. The heart of the problem was whether differences in national saving and investment were politically justifiable internationally, and more important, whether the export-dependent growth strategy was still viable after Japan became one of the world’s largest economies.

Through the contentious trade conflicts and various attempts to resolve them, Japan and the US learned to coordinate their economic policies to avoid serious conflicts. They also moved from focusing exclusively on bilateral relations and started to lead the process of achieving a free and fair system for international trade, especially in the Asia-Pacific area. Or so it seemed, that is—with the Trump administration, US trade policy has seemed to shift back to one that emphasizes bilateral negotiations.
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	1. In 1992, Michael Boskin, then chairman of the Council of Economic Advisers, said, “computer chips, potato chips, what’s the difference?” This was not so well received by managed trade advocates.


	2. For full text, see Nichibei Kozo Mondai Kenkyukai (1990) or links.


	3. The Japanese public had often been receptive to American demands, taking them as things to be accomplished without evaluating their merits in terms of economic efficiency or consumers’ welfare. The US demands tended to be seen as a mandate that could not be refused. This black ship syndrome (the reference is to Commodore Matthew Perry’s arrival in Japan in the mid-nineteenth century to demand that the country open itself up for trade) still seems dominant in Japan.


	4. For more on the revisionist view, see Johnson (1982), Prestowitz (1988), Fallows (1989), and van Wolferen (1989). Their emphases and logics, however, are slightly different. The argument in the text is probably closest to Prestowitz’s.


	5. A clear exposition of such a results-oriented policy is found in a report submitted to the USTRs by the Advisory Committee for Trade Policy and Negotiations in February 1989.


	6. See the following link for the full text: http://worldjpn.grips.ac.jp/documents/texts/JPUS/19930416.O1E.html. (Last accessed on June 20, 2019.)


	7. See the following link for the full text: http://worldjpn.grips.ac.jp/documents/texts/JPUS/19930710.D1E.html. (Last accessed on June 20, 2019.)


	8. During the Seattle APEC meeting, the leaders were invited on an outing to a cruise ship. A group photo showed Hosokawa wearing a long red scarf, which was widely reported in the Japanese media. He also introduced in Tokyo a press conference in a “White House” style (namely, standing on a podium, giving initial remarks via a teleprompter, and pointing to journalists to ask him questions). He impressed the public with a new image of the prime minister.


	9. See Uriu (2009) for details of the evolving factions with different negotiation styles, both in the United States and Japan. In particular, Uriu (2009, 202–208) describes how the February 11 summit failed, as staff on both sides consisted of hardliners and compromisers.


	10. See the following link for full text: http://worldjpn.grips.ac.jp/documents/texts/JPUS/19940211.S2E.html. (Last accessed on June 20, 2019.)


	11. In resisting the US demands, Hosokawa, for some Japanese policymakers and academics, appeared to have followed the advice in the best-selling book by Ishihara and Morita (1988).


	12. The New York Times, “Clinton and Japan Chief Say Trade Talks Fail: U.S. Threatens Action,” February 12, 1994.
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14

The Lost Two Decades



14.1 Four Phases

The period from about 1992 to 2012 is often called the Lost Two Decades of the Japanese economy. The growth rate was very low for a long time, and the inflation rate became negative beginning in the late 1990s. This is in stark contrast to the Japanese economy during the rapid economic growth period (the 1950s and 1960s), or the period with a moderately high growth rate (for advanced economies) in the 1970s and 1980s. What happened in the Lost Two Decades? We have already touched upon this question in earlier chapters for aspects of the economy that each respective chapter covered. This chapter tries to answer the question more comprehensively, weaving together all those various topics.

The central feature of the Lost Two Decades is a very low growth rate. By examining various data, we are looking at the period from 1992 to 2012, or the lost twenty years, commonly known in Japan as “Lost Two Decades.” During these two decades, the Japanese economy grew at 0.8 percent per year on average in real terms, and 0 percent in nominal terms. The fact that the nominal growth rate was less than the real growth rate, which is unusual for any economy, reflects the fact that the Japanese economy was suffering from deflation.

A low growth rate can be a result of various demand-side or supply-side factors. As discussed in chapter 3, the Lost Two Decades were the result of both demand and supply problems, although the deflation suggests that the demand factors outweighed the supply factors for most, if not all, of that period. The demand-side problem started with the collapse of speculative bubbles, which was covered in chapters 4 and 6. The problem got worse thanks to a series of mistakes (at least in hindsight) in monetary policy, fiscal policy, and financial supervision. The banking crisis of 1997–1998 strongly affected aggregate demands, such as consumption and investment. The supply-side factors became more relevant in the 2000s, as the growth of the working-age population stagnated and then started to decline. The aging society was regarded as a severe constraint to growth.

To lead into the rest of this discussion, we identify four phases of the Lost Two Decades. The first phase, from 1992 to 1997, was a normal recession, with deficient aggregate demand but without serious deflation or “zombie” problems that characterized the later phases. In fact, Japan seemed to have come out of the recession by 1996, when the economy recorded real growth of about 3 percent. Asset prices continued to decline, however, and financial regulators allowed the capital of financial institutions to erode. This led to the banking crisis of 1997, which kicked off the second phase of the Lost Two Decades.

In November 1997, a series of financial institution failures occurred involving Sanyo Securities, a mid-size securities company; Yamaichi Securities, one of the big four securities companies; Hokkaido Takushoku Bank (Takugin), one of the top 20 banks; and Tokuyo City Bank, a second-tier regional bank. Sanyo, Yamaichi, and Takugin were listed in the first section of the Tokyo Stock Exchange. The financial crisis was the turning point, where a normal recession morphed into a chronic stagnation. The inflation rate dipped into negative territory in 1998, and the growth rate dropped. It took five years for the government and the BOJ to manage the crisis; eventually, they created a new financial supervision framework and cleaned up NPLs. At last, 2003 marked the end of the problem of NPLs for the major banks.

The period between 2003 and 2007, the third phase, was relatively calm. Under the leadership of the popular prime minister Junichiro Koizumi, the economy took a positive turn. Both the growth rate and the inflation rate increased. In 2007, the economy finally appeared to be heading for a recovery. Unfortunately, the recovery was abruptly shuttered by the global financial crisis starting in 2008.

From 2008 to 2012, the Japanese economy suffered a severe recession and slow recovery, accompanied with serious deflation. Although the global financial crisis originated in the United States, Japan suffered severely from its spillover via the trade channel. The economic crisis also produced a political shift and chaos. The LDP, which mostly had managed to retain the majority in the lower house, the House of Representatives, since its birth in 1955, lost big in the lower house election of 2009. The new ruling party, the DPJ, initially raised high expectations that it would be the first credible alternative to the LDP, but it could not turn the economy around. The yen appreciated sharply as the Western central banks adopted a QE strategy that depreciated their own currencies. The Japanese export industries suffered both from lower external demand and narrowing profit margins due to the yen appreciation. The unemployment rate rose to 5 percent, a record high for Japan. Worse yet, the Great East Japan Earthquake on March 11, 2011, and the resulting meltdown of the Fukushima Daiichi nuclear power plant sent the Japanese economy into yet another deep recession and deflation. In each year from 2006 through 2012, the incumbent prime minister was replaced, demonstrating the chaotic political situation and weak leadership in the country.

In the general election of December 2012, the LDP won by a large margin, and Shinzo Abe became prime minister for the second time. He promptly introduced an economic package of aggressive monetary policy, flexible fiscal policy, and structural reforms to encourage growth, known as Abenomics. Haruhiko Kuroda, appointed as governor of the BOJ in March 2013, introduced quantitative and qualitative easing. The economy started to recover, as the yen depreciated and deflation ended. The slow, but long, economic expansion reduced the unemployment rate to its lowest level since the bubble years of the 1980s.

By 2017, the GDP gap closed and the labor shortage became acute. The economy went into a phase in which growth was constrained by the supply side—availability of labor and capital. The working-age population has been declining by 1 million people every year, which depresses growth by 1 percentage point, holding other factors constant. The nominal and real GDP from 1982 to 2017 are shown in figure 14.1, with the four phases of the Lost Two Decades identified. The average compound annual growth rates of real and nominal GDP, along with the average inflation rate and the change in the unemployment rate for the four phases and the Abenomics years, are shown in table 14.1.
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Figure 14.1

The four phases of the Lost Two Decades.

Source: Authors’ creation based on the data from Cabinet Office, Government of Japan.

Note: Real GDP is measured as a chain index with 2011 yen.





Table 14.1

Lost Decades and Abenomics
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In discussing the likely policy mistakes committed during the Lost Two Decades, we will ask whether the Japanese economy would have developed differently if the policy responses had been different at some critical junctures. In particular, we ask the following questions, which are mostly counterfactual, for the following junctures:


	1987–1989: Could different monetary and macroprudential policies have prevented the bubble?

	1990–1991: Did monetary and fiscal policies become too tight, given that the bubble was bursting?

	1992–1994: Was the size of the fiscal and monetary stimuli too small?

	1992–1996: Were the financial supervision policies in the face of mounting NPLs too weak?

	1997: Was the consumption tax rate hike a mistake?

	1997–1998: Could a series of bank failures have been avoided?

	2000: Was the ZIRP lifted prematurely?

	2001–2006: Was the QE that was implemented too timid? Was the exit from QE too early?

	2008–2009: Facing the negative spillovers from the US and Europe, was the BOJ too complacent?

	2009–2012: Were fiscal and monetary policies not relaxed enough to extract Japan from its deflation and low growth?



This chapter reviews the important events during the Lost Two Decades and examines how various policy actions and inactions made the recession more severe and eventually turned it into twenty years of near-zero growth. Since the goal of this chapter is to take a comprehensive view of the Lost Two Decades, we frequently refer to the earlier chapters of this book, which present detailed accounts of these events.



14.2 The Bubble

We begin this discussion of the Lost Two Decades from what happened just before the stagnation—namely, the second half of the 1980s, when a large, speculative bubble was forming in Japan. The bubble eventually crashed in the early 1990s, and it was the initial shock that started the Lost Two Decades. Had there not been a bubble, the bursting would not have occurred, either, of course. Was there anything Japan could have done to avoid the bubble to start with? If monetary authorities had identified the bubble early enough and intervened, would it have been contained and not collapsed? If the Japanese economy had not experienced the bubble, would it have continued to grow at a reasonable rate?

During the second half of the 1980s, real estate and equity prices soared at 30 percent to 40 percent every year, reaching a cumulative increase of 300 percent to 400 percent in five years (recall figure 4.7 in chapter 4). These higher prices completely changed the direction of the economy in the 1990s. By the late 1990s, Japan’s land and equities completely lost the gains they had made in the late 1980s, and the economy went into recession.

One view is that it would have been best to prevent the bubble from becoming so large. The monetary and fiscal tightening should have been applied earlier, no later than 1988, to cool down the demand for real estate and equities. If the level of asset prices were controlled to be at the level of 1988, then the asset prices would not have crashed later, or so the argument goes. The shape of the asset prices would have been a plateau rather than a mountainous peak. But there are two problems with this view. First, the magnitude of a bubble is difficult to know in real time. A sharp asset price increase usually can be recognized as a bubble only after it bursts. Moreover, economists have not formed a consensus on how much of an interest rate increase would stop asset price increases. A sharp increase in the interest rate may have prevented the bubble, but it also may have pushed the economy into a recession and started price deflation even earlier. Second, the CPI inflation rate was rather low in 1987–1988. It is difficult to imagine that CPI deflation would be recommended to stop asset price increases. Chapter 6 gave a detailed description and analysis of the monetary policy decisions made in the second half of the 1980s.

Another view is that what was needed at the time was appropriate financial supervision, which would have alerted financial institutions to the sudden collapse of prices. But mere warnings would not have been enough to convince banks to prepare for a potential decline in the asset prices, given the myth of ever-rising land prices in Japan that the bankers also shared. Instead, regulators could have imposed a maximum loan-to-value ratio that was substantially lower than 100 percent. This would have forced banks to limit credit expansion, and it also may have checked the land price increase. The regulator could have required banks to increase their capital ratios. Given the amount of capital, this would have also limited credit expansion. In fact, the Basel regulation (Basel I) had just introduced the first capital adequacy standard for advanced countries in 1988, but it had a long implementation period, so the Japanese banks did not have to increase their capital immediately.

External factors have also been raised as the major causes of this bubble and subsequent stagnation, as detailed in chapter 12. Some blame the sharp yen appreciation that followed the Plaza Agreement of 1985 as the cause of Japan’s stagnation. This argument, however, is not supported empirically. Even with yen appreciation, the Japanese economy enjoyed high economic growth, with an asset price bubble. The economy finally went into stagnation after 1992, but the time lag between the Plaza Agreement and the start of the stagnation is too long for there to have been cause and effect.

Others argue that the Louvre Accord of 1987 and international cooperation to keep the interest rate low were to blame for the Japanese bubble. The agreement to keep the yen steady constrained the BOJ from raising the policy rate in a timely manner. This allowed the bubble to grow. This is a variation on the theme of monetary policy mistakes, as discussed previously. International pressure may have been one of the reasons that the bank ended up keeping low interest rates in the late 1980s, but we do not know how much the BOJ’s decision was influenced by external factors rather than domestic factors (e.g., only a moderate CPI inflation rate).

The policy that the Japanese regulators eventually took was to do a more direct intervention on banks’ lending to the industries that were believed to be most responsive for land price speculation. In March 1990, the MOF imposed ceilings on the growth rates of loans to three sectors (real estate development, construction, and nonbank financial). The ministry also proposed and introduced a land tax (Chika Zei) for owning a large lot of land in a high-price region, on top of the real estate tax (Kotei Shisan Zei).

These policy measures were essentially in line with the idea of what would later be known as macro-prudential policy, which tries to regulate financial institutions to maintain systemic stability rather than the solvency of individual institutions. Thus, Japan’s introduction in 1990 of a policy to stop further increases in land prices seems to make sense. The result, however, was disastrous. Land prices stopped rising, but then they went into a free fall, which would last for more than a decade.

Some might argue that the policy was introduced too late to stop a bubble in its infancy. If the same policy had been implemented earlier (say, in 1987), would the bubble have been contained and allow Japan to avoid the shock from the bubble collapse? Put simply, the real estate prices rose fourfold from 1985 to 1989. The asset prices doubled from 1985 to 1987—that could be justified as a boom supported by good fundamentals and no bubble. Could prices be held plateaued after 1987 by prudent policies? We are inclined to answer yes to this question, but we also note that the regulators had to clearly recognize the bubble as early as 1987, which may have been difficult.




14.3 Phase One


14.3.1 Bubble Burst

In the early 1990s, the bubble burst, which then caused a profound and prolonged shock to the Japanese economy. The stock market peaked on the last trading day of 1989. The land price indices continued to increase for a little while after that, but they eventually started to decline in the early 1990s. The growth rate did not drop much during the first couple of years in the 1990s, but it plummeted to near zero by 1993. Were the bubble collapse and subsequent decline in growth and instability to the financial system unavoidable? After all, we have observed numerous episodes of recessions following bubbles and their collapse in world history. Was the Japanese experience on par with what we would have expected from those episodes elsewhere? Or were there any factors specific to Japan that made its economy suffer more?

As mentioned previously, policy measures to discourage land speculation and ownership in general were implemented from 1990 to 1993. Monetary tightening started a little bit earlier, in May 1989, raising the policy rate from 2.5 percent to 3.25 percent. The rate was raised twice more, reaching 4.25 percent by the end of 1989. Although the monetary policy response was a little bit quicker than the regulatory responses to land speculation, the bubble had already blown into an enormous size by 1989. One might wonder, again, what would have happened if the monetary tightening had started in 1987.

We need to note, however, that tightening monetary policy to slow asset price increases was considered a nonstandard tactic, at least in the 1980s. The goal of the BOJ was considered to be stabilizing the prices of goods and services, and the general inflation rates during the bubble economy were low. From 1986 to 1988, the overall inflation rate was consistently below 1 percent (at an annual rate). It rose above 1 percent for the first time in May 1989 (and this was helped by the introduction of a 3 percent VAT in April 1989), and that is when the BOJ raised the policy rate. If the bank had raised the rate in 1987, when the inflation rate was below 1 percent, and had succeeded in bringing down asset prices, it would have been attacked severely by critics who would have argued that the bank killed a healthy economic boom by tightening monetary policy when it was not necessary.

The interest rate hikes in 1989 indeed contributed to ending the stock price and land price increases. Although the equity prices switched direction, falling in 1990, the monetary tightening policy continued. The policy rate was raised to 5.25 percent in March 1990 and 6.0 percent in August 1990, and it stayed there until July 1991. The interest rate was lowered three times in 1991, finally reaching 4.5 percent (figure 14.2). Was tightening in 1990–1991 overkill, examined with the benefit of hindsight?
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Figure 14.2

Key financial variables from 1985 to 1994.

Sources: Nikkei; BOJ; Statistics Bureau, Ministry of Internal Affairs and Communications, Japan.



Meanwhile, stock prices declined very rapidly. In the first nine months of 1990, the Nikkei 225 index declined by 46 percent from its peak of 38,916 at the end of 1989. The level in September 1990 was about 21,000 yen, similar to the level in January 1987, as shown in figure 14.2. The three-year gains evaporated in nine months. Should this have prompted the BOJ to reverse the monetary tightening? No, if the bank believed that the stock price increase during these three years was a bubble and this was just a correction. This was a belief held by many contemporaries. The stock price decline was good, because overvaluation was corrected; the land price decline was good, because an ordinary citizen would be able to afford housing. The BOJ continued the same monetary policy stance until July 1991 to make sure that the bubble would not be resurrected.

Another reason that the BOJ did not reverse its monetary policy before July 1991 must be the development of CPI inflation. After the inflation rate rose in 1989, it stayed relatively high in 1990 and 1991. A standard monetary policy rule such as the Taylor rule—the rule to adjust the interest rate to reduce the weighted average of the deviation of inflation rate from its target (say 2 percent) and the deviation of GDP from its potential (that is, GDP gap)—would have suggested that this was not the time to reverse the policy.

The stock price index rose to the 26,000 mark by the spring of 1991, but it declined again in the summer; by July 1992, it had sunk to 16,000. The level was about 60 percent below the peak in December 1989, and was about the level it was in April 1986, in the very early stage of a long bull run in the second half of the 1980s.

The land price index started its decline in the second half of 1990, but its decline was much more moderate compared to that of stock prices. However, the land price index decline could be mismeasured, as it was based on assessment values instead of real transaction values. Once the land prices started to decline significantly, buyers disappeared in many regions. It became very difficult to measure land prices correctly in such a thin market.

In hindsight, we may be able to say that the BOJ did not fully consider the eventual negative impacts of the bubble burst on financial stability. In that sense, it may have made the mistake of continuing tightening when the bubble started to burst.

A contrast can be made with the US Federal Reserve policies after the bursting of the subprime loan bubble in 2008, especially in the weeks following the Lehman Brothers collapse. The Federal Reserve quickly lowered the policy rate to zero and started to purchase asset-backed securities. The central bank attempted to stabilize the market when buyers disappeared. This comparison may not be fair, however, because the impact of the bubble burst on financial stability was not yet recognized in 1990 or 1991 in Japan, whereas by 2008, the central bankers had been able to learn from the past experience. A better comparison may be between the banking crisis of 1999 in Japan and the crisis of 2008 in the US.



14.3.2 PKO and Other Stimuli to Combat the 1993 Recession

The growth rate plummeted in 1993, more than two years after the first sign of the bursting bubble. The negative wealth effects caused by the stock and land price declines affected consumption and investment, as discussed in chapter 3. Real estate and construction industries started to suffer from severe losses, and the companies were unable to pay back their bank loans. The banks started to see these NPLs surge. Few of them were concerned about their financial stability (at least not yet), but many started to worry about a recession.

The growth rate slowed significantly in the second half of 1991 and sank further in the fourth quarter of 1992. The quarter-to-quarter growth rate became negative for two consecutive quarters in 1993—the first time this had happened since 1955 (the first year that modern GDP statistics for Japan are available). In the official business cycle dating (recall chapter 3), the peak occurred in February 1991, and the trough was in October 1993 (recall table 4.2 in chapter 4). The downturn lasted for thirty-two months—the second-longest such event, behind the 1980–1983 recession (figure 14.3).
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Figure 14.3

Growth rates: nominal GDP and real GDP for Japan from the mid-1990s until 2005.

Source: Cabinet Office, Government of Japan.

Note: Growth rate is measured in a change over the same quarter of the previous year.



The first action of the government to combat the looming recession was to introduce an economic stimulus package in August 1992, followed by a series of economic packages in the 1990s and 2000s. Consult figure 7.4 (chapter 7) to review the entire list of economic packages introduced at that time. One item in the August 1992 program drew the special attention of the public, as well as market participants. It was stated that the government would allow postal savings and postal insurance funds to be funneled via special trust funds into the stock market.1 In addition, the allocation to FILP (which is explained in the section entitled “Ricardian Neutrality and Non-Keynesian Fiscal Policy,” in chapter 7) was increased to invest in the equity market, and the part of a pension fund called the Pension Welfare Service Public Corporation was also designated to be invested in equities.

In sum, 2.8 trillion yen of public funds was to be invested in the stock market, which at the time was about 1 percent of the total capitalization of the Tokyo Stock Exchange. This was a response to the sharp decline in stock prices, which had sunk to a new postbubble low the preceding month. The use of public funds to purchase equities in the open market with the intention of supporting the stock price was very controversial. Such policy was dubbed a price keeping operation, or PKO.2 Critics argued that the government should never attempt to control equity prices on principle, and that it would not work as intended anyway. The plan, announced in August 1992, was implemented within a month. Proponents argued that when the market overshoots in a panic, sending a signal might restore proper pricing in the market. Indeed, the Nikkei 225 stabilized between 16,000 yen and 21,000 yen for the following three years.

The government also increased its expenditures in 1993. A large discretionary spending program was announced in April 1993 (look back at table 7.4 again). The announced size of the supplementary budget was over 2 trillion yen, the largest since the early 1980s. Both the PKO of 1992 and the supplementary budget of 1993 were decided in the government led by Prime Minister Kiichi Miyazawa, who was a veteran politician with a Keynesian inclination (i.e., the markets sometimes do not behave efficiently so that government interventions are justified). Prime Minister Miyazawa was the first to mention the necessity of injecting public funds into financial institutions; he did so as early as August 1992, based on information on banks’ large, hidden NPLs.3 However, the idea was severely criticized by the MOF, banks, and the large manufacturing companies. As described in chapter 5, public capital injection into banks did not happen until March 1998. So Miyazawa may have been a farsighted maverick. If he had proposed strengthening financial supervision at the same time and had successfully convinced the bureaucrats to implement those actions, he could have been the hero that prevented a financial crisis.

Monetary policy continued to be loose in 1993–1995. The Japanese economy seemed to be on the path to recovery, but the balance sheets of banks and corporations were still deteriorating. This was when the problem of zombie lending started to emerge, as discussed later in this chapter.

Fiscal spending with supplementary budgets continued to be an important tool in the attempt to lift the economy out of recession. Large fiscal packages were implemented in February 1994, April 1995, and September 1995. The September 1995 package came with a supplementary budget of 5.3 trillion yen (about 1 percent of GDP). With these fiscal stimuli, the economic growth rate finally rose above 3 percent in 1996, but this turned out to be only fleeting.



14.3.3 Financial Instability

As the economy slipped into recession, the balance sheets of financial institutions started to deteriorate rapidly thanks to the increasing amount of NPLs. Precipitous declines in land and equity prices eroded the bank profits, and eventually bank capital. As many real estate developers and construction companies suffered large loses, they stopped paying back their bank loans, as stated previously. As discussed in chapter 5, the newly introduced Basel 1 capital regulation was supposed to make sure that banks had enough capital to cover losses. Japanese banks, however, relied on unrealized capital gains of equities of companies with which they had a relationship (see the discussion on cross-shareholding in chapter 9, section 3) to satisfy the Basel 1 requirement. These capital gains were allowed to count up to 45 percent toward Tier 2 capital, but those gains started to disappear in precipitous declines of stock prices. Some of them did issue subordinated debts, which can be counted in Tier 2, with higher interest rates. Others attempted to issue ordinary shares. Banks became very reluctant to admit that NPLs were further cutting into their capital and that some of them were facing serious capital shortages. The regulators did not force banks to disclose the extent of their troubles, claiming that such disclosure could spark a financial panic.

From 1992 to 1995, most banks maintained the view that NPLs would start performing again once the economy regained its strength and land prices started to rise again. However, that hope was squelched, as land and equity prices continued to decline in the first half of the 1990s.

Two problems during this period were return guarantees and loss kiting. During the bubble period and the beginning of its collapse, many financial institutions sold risky products with guarantees of returns (sometimes high returns and sometimes at least promising no loss of the initial investment). Of course, those promises were illegal, strictly speaking, but once they were offered and the products were bought, the principle of consumer protection, inside the court and in the media, often worked against the financial institutions. Thus, the return guarantee (sometimes known as a loss guarantee) led to a loss for the financial institutions. Some financial institutions that had courage (not to mention financial cushions, often unrealized gains in long-held equities) dealt with losses related to the bubble collapse early. However, many others chose to hide their losses by shifting assets and liabilities to subsidiaries while they figured out how to recover as much collateral as they could. However, the hidden losses tended only to rise.

By 1995, it became clear to many macroeconomics and finance experts that the most serious problem that Japan faced with was NPL problems, some disclosed and some hidden. The core challenge was not just a prolonged recession, but something structural in the financial sector. Also, transparency of bank supervision became a controversial matter. Thus, the size of NPLs was vastly underestimated in official announcements. Hidden NPLs were suspected and criticized in policy discussions among regulators of other advanced countries and the IMF. However, the true picture of the problems was clouded due to banks hiding NPLs and the MOF not forcing banks to be transparent about their financial condition.

One of the techniques to hide NPLs was for banks to lend more so that borrowers could meet interest payments: a practice called evergreening. This makes the loans appear to be performing, but in the end they only got larger. The Banking Bureau of the MOF was shorthanded and could not inspect the banks enough, so it probably could not get the true picture of the NPL problem. It is fair to say that, at best, the MOF was not eager to assess the issue accurately. Researchers and analysts in the private sector were putting out estimates of NPLs that amounted to double the official number. The market became growingly skeptical about the financial health of Japanese banks.

What would have happened if the financial regulators had not tried to hide the problem of increasing NPLs and bank capital shortages? What if they forced banks to clean up their balance sheets and replenish capitals in the mid-1990s? Such early intervention would have stopped the evergreening of the banks, as well as the zombie problem (discussed in chapter 5, as well as later in this chapter), both of which seriously depressed economic growth during the Lost Two Decades. Such policies would have led to the determination that some banks were insolvent and must be closed. But this may have caused turmoil, as the Japanese regulators feared, because there was no mechanism to close insolvent banks in an orderly way back then. The turmoil happened anyway, however, on a large scale in the second half of the 1990s.





14.4 Phase Two


14.4.1 The Banking Crisis of 1997–1998

After the financial difficulty in 1995, 1996 turned out to be a good year. Thanks to a large fiscal stimulus and a record low policy rate (it had been at 0.5 percent since 1995), the growth rate increased to 3 percent, the highest since the peak of the bubble, and in July 1996, the Nikkei 225 stock price index went up to 22,400 yen, the highest it had been since 1991. No financial institutions failed in 1996. By the end of the year, there was a sense that the worst was over. However, the optimism of 1996 would turn out to be the first case of a false dawn.

In retrospect, the fiscal stimulus should not have taken the form of public works or tax cuts; rather, it should have helped banks dispose of bad assets. However, there was no sense of urgency or seriousness outside the core regulators. Forging a political consensus would have been very difficult without strong leadership. The window of opportunity that presented itself in 1996 closed very quickly.

Another difficulty began in the spring of 1997. A consumption tax rate hike in April 1997 produced a well-predicted downturn, which was supposed to be only temporary, in consumption spending in the second quarter. In the third quarter, the Asian financial crisis that started in Thailand spread to other emerging-market countries in Asia—the important countries in the Japanese exporters’ supply chain. The Japanese stock prices declined from the high of 22,456 yen in July 1996 to 20,000 at the end of May, to 16,500 at the end of October.

The timeline of the financial crisis in Japan in the late 1990s was given in detail in chapter 5. Briefly stated, between November 1997 and December 1998, three large banks and two securities firms failed. Both Sanyo Securities and Yamaichi Securities failed in November 1997 due to their accumulated deficits. Sanyo Securities had long reported operating losses from the high fixed costs of their operations, and it finally became insolvent beyond repair. As for Yamaichi Securities, it failed after large losses was revealed by new management. The Hokkaido Takushoku Bank failed in November 1997 under the weight of NPLs. Earlier, an attempt was made to merge Hokkaido Takushoku with a smaller regional bank, Hokkaido Bank, but the two banks did not agree on the terms. These failures prompted two very important institutional and legal changes. The Financial Supervisory Agency (later the Financial Services Agency) was created as a more independent financial supervision agency, and new legislation was passed in the Diet to give the agency the power to temporarily nationalize banks with suspected insolvency and inject capital into (supposedly) solvent but weakly capitalized banks. In October 1998, the LTCB became the first case of nationalization under the new law, and in December 1998, the NCB was nationalized after FSA inspection revealed large hidden losses, resulting in insolvency. Both the LTCB and the NCB had extensive NPLs from investing in real estate directly and nonbank companies that invested in real estate.

As chapter 5 showed, both Sanyo Securities and the NCB were rescued by regulators when their problems became clear in the early 1990s. These rescue plans, however, just allowed troubled financial institutions to survive; they did not address their fundamental problem. They just bought time, and the problem just got bigger and led to a full-blown crisis not long afterward. The regulators should have known better. The same pattern of too-optimistic rescue plans had worsened the problem in the jusen case (described in section 5.5) several years earlier.

Given the absence of decisive intervention in the mid-1990s, the major failures in 1997–1998 were inevitable. What the Japanese regulators did only postponed the crisis and make the resolution costs higher. Had the MOF addressed the NPLs issue more decisively in the mid-1990s, Japan would not have experienced such a large financial crisis.



14.4.2 Consumption Tax Increase in 1997

As described previously, many believed in 1996 that the Japanese economy was getting out of a long recession. With the resolution of jusen and other weaker financial institutions in 1995, financial markets seemed to regain stability. The growth rate became higher. The strong growth in 1996 was partly engineered by the fiscal stimulus of 1995, in preparation for the coming recessionary impact from a consumption tax rate hike from 3 percent to 5 percent, scheduled for April 1997. To restore the fiscal balance that deteriorated in the early 1990s, the government had made this decision to increase the consumption tax rate back in the fall of 1994.

The expansionary monetary policy that cut the discount rate to 0.5 percent in September 1995 also helped the recovery. As the tax hike in April 1996 approached, little concerns were expressed from the macroeconomic point of view. The criticism against the consumption tax hike concentrated on the disproportional burden that it would impose on low-income households because their propensity to consume was believed to be higher than wealthy households.

The first quarter of 1997 recorded an above-trend growth. This was predicted to be a “rush-to-buy” boom before the tax hike. Many consumption goods, particularly durables, such as automobiles, and semidurables, such as high-grade consumer electronics, sold well in this period. Predictably again, sales of those goods plummeted in the second quarter. In the second quarter of 1997, both consumption and residential investment (which are also subject to the VAT in Japan) sharply declined, pushing down the overall growth rate (annualized quarter-to-quarter rate) by 5.9 and 2.3 percentage points, respectively; and the overall growth rate was −2.9 percent (figure 14.4). However, these developments also were expected because durables were stocked up before the tax hike. What was not expected was a stagnation in consumption and economic activity in general after the third quarter. The growth rate continued to drop and went into negative numbers in 1998.
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Figure 14.4

Contribution to growth by expenditures (1996–1998).

Source: Cabinet Office, Government of Japan.



Was an economic slump in the second half of 1997 and the entire year of 1998 due solely to the consumption tax rate hike in April 1997? Is the consumption tax rate hike so damaging to an economy? Some economists and many policymakers believe so. Those who believe that the heavy damage was indeed due to the consumption tax rate hike point out that the burden on households’ disposable real income was very great. Not only the 2-percentage-point increase in the consumption tax, but also the income tax cut of 1994 were reversed, and social security contributions were raised at the same time. The impact of the combined burden of these actions would be substantial and permanent.

In the third and fourth quarters of 1997, the Japanese economy appeared to have regained strength somewhat. The consumption was not a huge drag on growth. In the first quarter of 1998, however, contribution to growth from all major components of GDP became negative (figure 14.4). The economy was now suffering from two additional challenges. The first was the banking crisis, which reached its peak in November 1997. Large financial institutions failed, and the financial markets froze. This was the defining moment in the Japanese financial markets, shuttering their trust in banks and securities firms. The credit stopped flowing, and the investment stalled. The second was the Asian currency crises that raged throughout Asian markets. A sharp depreciation occurred for the currencies of Thailand, Indonesia, and South Korea, which prompted bailout programs by the IMF. Japanese exports to Asia declined sharply, lowering the overall growth rate.

The banking crisis lingered into 1998, and a capital injection in March failed to stabilize the system. The LTCB and the NCB failed and were nationalized. These financial disturbances contributed to a large negative growth in the first half of 1998.

The BOJ lowered the policy rate to zero in February 1999. By doing so, it hoped to stimulate consumption and investment. Thorough bank examinations followed by a sizable capital injection in March 1999 finally stabilized the financial markets. The growth rate became positive in the second quarter of 1999 and remained so until the first quarter of 2001.

Japan’s economic slump in the late 1990s began with the consumption tax hike in April 1997, but if that had been the only negative shock, the economy would not have stayed depressed long. Consumption and residential investment stopped falling after two quarters. The banking crisis, supplemented by the Asian currency crisis, was the major culprit for the severity of the recession.

The banking crisis in 1997–1998 was the turning point for many aspects of the Japanese economy. The inflation rate sank into negative territory after the banking crisis. The lifetime employment system also started to disappear for many workers. That latter development was clearest in the financial sector, where the failures of several large financial institutions eliminated the jobs that had once been considered most stable. Many workers started to accept nominal wage reductions if that allowed them to keep their jobs.

Thus, a consumption tax hike may have been mistimed (perceived with the benefit of hindsight) and became responsible for the decline in economic activity in the second and third quarters of 1997. However, the substantially negative growth in 1998 is mostly a consequence of the banking crisis, supplemented by the Asian currency crisis, which brought down exports.



14.4.3 The Zombie Problem

The capital injection of 1999 stabilized the financial markets, but the economy continued to stagnate. The zombie problem remained very serious. As discussed in chapter 5, zombie firms are unprofitable companies that would exit under a normal competitive environment, but they are allowed to survive with help from banks. By staying in the market, zombie firms prevent healthy competitors from expanding and keep potential new and more efficient companies from entering the market, thereby depressing economic growth. The improved supervision after the banking crisis made it more difficult for banks to hide their NPLs to zombie firms, and financial regulators did not force banks to cut their support for those firms. As a consequence, the amount of NPLs and zombie firms continued to rise.

The turning point came in 2003. As discussed in chapter 5, Heizo Takenaka became Minister of State for Financial Services in September 2002 and demanded that banks dispose of their NPLs. A symbolic event was the de facto nationalization of Resona Bank in May 2003. The bank was deemed undercapitalized after a substantial write-off of NPLs forced by the FSA, and it received public capital injection under Section 1-1 of Article 102 of the Deposit Insurance Act. This was the first case of a precautionary capital injection into a systemically important large bank. The Tokyo Stock Exchange banking sector index marked its lowest point in April 2003, but it has recovered since then, as figure 14.5b shows.

At least one study identifies 2003 as the turning point for the zombie problem. Fukuda and Nakamura (2011) extended the time series of the degree of the zombie problem in Japan that was originally calculated by Caballero, Hoshi, and Kashyap (2008) to FY2004.4 They also augmented the identification methodology of zombie firms by considering the profitability of companies. The zombie ratio estimated by Fukuda and Nakamura, along with the NPL ratios of several major banks, are shown in figure 14.5a. The graph shows that the zombie ratio peaked in 2001 and then started to decline. Note that the horizontal axis shows fiscal years. Since most Japanese companies have their fiscal year end in March of the following year, the graph shows that the zombie problem peaked in March 2002 and started to decline in March 2003, when the FSA finally started to force the major banks to resolve NPLs.

[image: ]
Figure 14.5a

NPLs and zombie ratios.

Source: Fukuda and Nakamura (2011).

Notes: (1) “Zombie” ratio denotes the percentage of “zombies” among sample firms; (2) figures of non-performing loan ratio are published by the Financial Services Agency.
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Figure 14.5b

Tokyo Stock Exchange bank stock price index.

Source: Nikkei NEEDS.






14.4.4 Zero Interest Rate Policy (ZIRP) and Quantitative Easing (QE)

In response to very low growth in 1998, the BOJ lowered its interest rate to zero in February 1999. The ZIRP lasted for a year and half. When it was lifted in August 2000, a slight pickup in growth was cited, but the inflation rate was still negative. The decision to hike the rate again was clearly premature. As the economy headed for another recession in late 2000, the BOJ decided to ease monetary policy again in February 2001, announcing that its new instrument target would be the current account balance (deposits by commercial banks to the bank). To achieve the target of a current account balance, the BOJ purchased assets and provided liquidity to the market. The policy was known as quantitative easing (QE) and lasted from 2001 to 2003.

But the effectiveness of the ZIRP and QE has been questioned for three reasons. First, the ZIRP lasted for only a short period. Second, communication from the BOJ was weak and confusing. The bank could not state the transmission channels of these policies clearly. Third, it could not communicate how long QE would be maintained, or under what conditions the exit from QE would happen. Thus, despite expanding the size of the balance sheet from 2001 to 2003, the effect of these practices on growth and inflation in Japan was minimal.




14.5 Phase Three


14.5.1 Koizumi Reform

Junichiro Koizumi became prime minister in April 2001 and conducted Japan’s financial policy with a firm hand. He appointed Heizo Takenaka to take charge of financial supervision in September 2002 and pressured major banks to reduce the NPLs on their books. In some cases, the troubled borrowers were forced to go bankrupt, but in other cases, they went through restructuring to regain profitability.

Koizumi and Takenaka pushed other economic reforms as well, including streamlining public works, adjustment of medical fee structure, and “privatization” of the postal system, which meant to corporatize the system and sell the shares to the public. Koizumi also started fiscal consolidation and reduced the fiscal deficit to about 25 trillion yen by 2006 (recall figure 7.1 in chapter 7).

Outcome of the Koizumi reform was a remarkable success in terms of economic growth. Between 2003 and 2007, the average growth rate reached 1.7 percent, which was the highest since the bubble years.




14.5.2 Exiting QE

In 2006, economic growth continued to be strong, and the inflation rate became positive for several months for the first time since 1998 (figure 14.6). In March 2006, the BOJ started to reduce the target amount of current account balances. The current account balance was reduced all the way to the level of the required reserve by June, and the policy interest rate was raised above zero in August 2006.
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Figure 14.6

Inflation rates.

Source: Statistics Bureau, Ministry of Internal Affairs and Communications, Japan.

Notes: The CPI inflation rates are calculated as the percentage change from the same month of the previous year. CPI “Headline” covers the entire goods and services; CPI “less fresh food” is a Japanese Core CPI excluding fresh food items; the CPI “less fresh food and energy” is a Core CPI excluding fresh food and energy items. The inflation rates are calculated by removing the effects of consumption tax rate hike.



Whether the interest rate hike happened at the right time is debatable. Those who argue in favor of the decision point to the steady economic growth that took place for a few years under the Koizumi economic policy. The year-on-year inflation rates, both headline and Japanese core, became positive in May 2006 and projected to rise further.

However, critics argue that the decision was too hasty because the inflation rate had just turned positive, and it was uncertain how high it would climb. Moreover, most of the hike came from energy-related items. When energies are excluded, as well as fresh food, then the inflation rate was still negative, as shown in figure 14.6. When the inflation rate excluding fresh food and energy is measured, it did not become positive until mid-2008. They also criticized the BOJ’s stance that defined price stability as zero inflation and did not consider a buffer above zero to be safe from deflation.5 Looking back at the situation with the benefit of hindsight, the monetary tightening might have been premature.

To sum up, Phase Three of the Lost Two Decades was a relatively good period in terms of both growth and inflation. In 2007, many observers hoped that the Japanese economy would finally emerge from its long stagnation. Alas, this turned out to be a false dawn, yet again.




14.6 Phase Four


14.6.1 The Lehman Brothers Failure

From 2005 to mid-2007, the US economy was enjoying an economic boom, supported by rapid credit expansion (especially in subprime loans). As it has been described many times, including in popular books such as Michael Lewis’s The Big Short, subprime loans that were extended to borrowers with shaky credit were then sliced up and packaged into highly rated, structured securities (sometimes in multiple layers) such as CDOs. Many institutional investors eagerly bought these high-return, highly rated securities without really scrutinizing the risk by getting down to the details of information at the original loan terms.

US housing prices stopped rising in 2006. This is the typical burst of a bubble, the subprime loan bubble, with features in common with the Japanese real estate bubble in the 1980s (chapter 5). The difference between the two bubbles is that loan portfolios remained on the Japanese banks, and they became NPLs, while US subprime loans were securitized and CDOs distributed to diverse institutional investors in the United States and Europe. Those CDOs and MBSs were nicknamed toxic assets. Subprime loans started to default, and institutional investors began to understand the true risk of the securitized products. The value of securitized products that may contain subprime loans started to drop in 2007.

This issue created serious funding problems for investment banks, which used securitized products as collateral for (typically overnight) funding. As the value of securitized products that contained subprime mortgages dropped, the valuation of all securitized products started to drop because the lenders were not able to tell exactly the exposure of each securitized product to subprime loans. Eventually, the lenders refused to accept any securitized products that could have exposure to subprime loans somewhere, and funding for investment banks dried up. As described by Gorton (2010) and Gorton and Metrick (2012), the process is similar to a bank run. Since depositors do not know which banks are insolvent, all banks face a bank run. Similarly, since investors do not know which assets are toxic, all assets become unacceptable as collateral.

Faced with this funding trouble, investment banks scrambled to sell all the MBSs and CDOs they had. When all investors try to sell securities in a panic, the prices of securities plummet further, amplifying the difficulties for investors. In March 2008, Bear Stearns became the first large investment bank that ran into a serious liquidity crisis, which turned out to be fatal. To prevent a systemic crisis, the Federal Reserve orchestrated a rescue merger, with public assistance, of Bear Stearns by JP Morgan.

On September 15, 2008, Lehman Brothers filed for Chapter 11 bankruptcy protection. In the preceding week, a potential rescue merger was considered by several institutions, including Barclays, but final negotiations broke down over the weekend. The collapse of Lehman Brothers completely changed the financial market conditions in the US. Investors made a final attempt to sell all the obviously toxic assets. A primary reason for the extreme volatility that arose was that prior to that weekend, almost all market participants expected a rescue merger for Lehman Brothers with public support, following the pattern of the Bear Stearns rescue. The decision to let Lehman fail instead may have been motivated by the desire to curtail the moral hazard of investment banks that was rampant after the Bear Stearns rescue, but the cost turned out to be tremendous.

Following the Lehman failure, many institutions refused to engage in lending at all, and the markets became dysfunctional as buyers disappeared. And the trouble was not limited to investment banks. Many financial institutions in the US and Europe failed or required capital injections. They also withdrew from Asia and Latin America.6 The crisis that originated from US subprime loans and was severely aggravated by the Lehman failure is commonly known as the global financial crisis, and the subsequent stagnation and slow recovery in the US as the Great Recession.




14.6.2 Spillover to Japan

Although many US and European financial institutions failed, were rescued by the government, or required restructuring, no Japanese financial institutions were affected seriously by the global financial crisis.7 Yet, the Japanese economy was also thrown into a recession in 2009. The spillover to Japan had two channels. First, since the US economy went into a severe recession, demand from the US for Japanese exports went down sharply. Thus, Japanese exports of durable goods such as automobiles also dropped. This in turn reduced the demand for parts by durable goods producers and brought down their growth. Firms curtailed operations, the unemployment rate shot up to 5 percent, and deflation worsened. See Hosono, Takizawa, and Tsuru (2016) for details.

Second, the yen appreciated sharply due to sudden and massive monetary easing in the US and Europe. The Western monetary easing was for the purpose of giving ample liquidity to stressed financial institutions. The BOJ decided not to expand the balance sheet because Japanese financial institutions were not affected. The bank also believed that monetary policy in Japan was already too lax. However, the consequence was sizable yen appreciation. The yen was 120 yen/dollar July 2007, but it appreciated to 100 yen/dollar just before the Lehman failure, and 90 yen/dollar by October 2009. The auto industries were especially hard hit by this development. Figure 14.7 shows that the number of Japanese auto exports dropped by almost half from 2008 to 2009.
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Figure 14.7

Japanese automobile exports by destination between 2008 and 2017.

Source: Japan Automobile Manufacturers Association, Inc.



The growth rate between late 2008 and the first quarter of 2009 declined sharply. The annualized quarter-to-quarter growth rates from the fourth quarter of 2008 and the first quarter of 2009 sank to −8 percent and −18 percent, respectively (see figure 14.8). All private-sector expenditures experienced large declines. Government expenditures were positive, reflecting a countercyclical fiscal stimulus. The fiscal stimulus continued throughout the rest of 2009, and exports bounced back in the second quarter of 2009. However, the damage to the Japanese economy was severe. Residential and nonresidential investment growth remained negative in the second and third quarters of 2009.
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Figure 14.8

Contribution to growth by expenditures (2008–2010).

Source: Cabinet Office, Government of Japan.



Among the G7 nations, Japan was the least affected by toxic assets, and no banks failed or were even severely affected in Japan in reaction to the Great Recession in the US and Europe. Yet Japan’s GDP decline from 2007 to 2009 was the largest among the G7 members, as figure 14.9 shows.
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Figure 14.9

GDP, constant prices.

Source: World Economic Outlook Database, October 2018, IMF.



Due to the sharp downturn in GDP, the unemployment rate rose sharply and deflation intensified. The inflation rate (headline) changed from 0.0 percent in 2007 to −1.4 percent in 2009; and the unemployment rate rose from 3.9 percent to 5.1 percent over the same time span. The inflation rate and the unemployment rate from 1998 to 2012 are shown in figure 14.10, in the style of a Philipps curve, a trade-off between inflation and unemployment. Although the original relationship was between the inflation rate of wages and the unemployment rate, the inflation rate of CPI is now commonly used. The inflation rate remained negative until 2012, and the unemployment rate remained above 4 percent until 2012. The graph here shows clearly that for 1998–2012, the negative shock due to the Lehman Brothers collapse sent Japan back into recession and deflation.
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Figure 14.10

A Phillips curve showing Japan’s core inflation rate, 1998–2017.

Source: Authors’ creation based on data from the Statistics Bureau, the Ministry of Internal Affairs and Communications, Japan, and the MHLW.





14.6.3 Monetary Policy Response and Exchange Rates

In response to the Lehman collapse and the subsequent severe market stress, the Federal Reserve lowered the policy rate to zero quickly and started to purchase securities, including MBSs.8 The Federal Reserve and the US Treasury also intervened in the financial system in an attempt to stabilize it. As Hoshi and Kashyap (2010) point out, the policy responses during the US financial crisis in 2008 and 2009 were remarkably similar to those during Japan’s banking crisis about a decade earlier. However, there were some differences. The US policymakers avoided some mistakes that the Japanese policymakers made, such as allowing zombie companies to continue. There were also policies that were proved effective in Japan but never adopted in the US, such as nationalizing and restructuring insolvent banks. After the failure of Lehman Brothers, all the major financial institutions in the US were judged to be “too big to fail,” so to speak, and bailed out.

By purchasing assets, the Federal Reserve doubled the size of its balance sheet in a few months, as did the European Central Bank and the Bank of England. However, the BOJ did not engage in asset purchases in the aftermath of the Lehman collapse. Recall figure 6.4 in chapter 6, which shows that the sizes of the balance sheets of the Federal Reserve, European Central Bank, and the Bank of England skyrocketed between October 2008 and mid-2009, while the balance sheet of the BOJ stayed basically flat.

The gap in the growth of central-bank balance sheets contributed to the changes in exchange rates. Although the United States was the epicenter of the crisis, the dollar did not depreciate against the euro or emerging-market currencies. This was because the US dollar is an international reserve currency, and financial institutions in the West were scrambling to obtain dollar liquidity. So the US dollar appreciated against almost all advanced and emerging-market currencies. There were two exceptions: the yen and the Swiss franc. The two currencies were considered to be safe havens, and the BOJ’s monetary policy was less accommodative than the US monetary policy. Figure 14.11 shows the movements of the yen against the US dollar, euro, and the South Korean won.
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Figure 14.11

The exchange rate of the yen against the euro (EUR), US dollar (USD), and South Korean won (KRW).

Source: International Financial Statistics, IMF.



Between August 2008 and February/March 2009, the yen appreciated vis-à-vis the US dollar by 17 percent, the euro by 27 percent, and the won by 38 percent. This was a substantial change, and the new level became the new norm rather than only a short-term aberration. The balance sheets of the Federal Reserve and the BOJ continued to diverge, as the Federal Reserve implemented QE2 and QE3, and the BOJ held down its balance sheet until March 2013. The yen continued to be strong until 2013. This caused a severe decline in the profitability of export industries, especially those that competed against South Korea, including consumer electronics, steel, automobiles, and shipbuilding.

What if the BOJ had done QE in tandem with the Federal Reserve and European Central Bank? Would coordinated QE have prevented the sharp appreciation of the yen and staved off the negative growth, high unemployment, and demise of the Japanese consumer electronics industries? We tend to think so. The BOJ monetary policy without QE turned out to be so tight that it ended up aggravating the spillovers from the global financial crisis.



14.6.4 Political Chaos

Despite his popularity with the public, Prime Minister Koizumi resigned in June 2006 over a contentious and unsuccessful battle over postal privatization. He passed power to Shinzo Abe, who was then fifty-one years old (quite young by Japanese standards). Abe inherited substantial majorities in both houses of the Diet. Although he wanted to initiate various projects that are relevant to structural reforms in line with Koizumi’s policy, it took time to make concrete proposals. Due to scandals connected with his cabinet members, Prime Minister Abe’s popularity went down sharply in one year, and the LDP lost the House of Councilors election in July 2007. He resigned as prime minister shortly afterward and was succeeded by Yasuo Fukuda. This was the beginning of a political chaos of divided parliament that lasted for six years. Fukuda only lasted one year as prime minister, and he was replaced by Taro Aso.

From July 2007 to August 2009, the LDP endured the indignity of being a minority in the House of Councilors, while maintaining its majority in the House of Representatives. Prime Minister Asō had to tackle the sharp decline in economic activity as a spillover from the global financial crisis, which was described in detail earlier in this chapter. The main opposition party, the DPJ, blocked in the House of Councilors many LDP-led bills that had passed in the House of Representatives, and nominations to important public positions such as governor and deputy governors of the BOJ also became difficult. Politics in Japan suddenly became very divisive.

Prime Minister Asō was forced to dissolve the House of Representatives in the midst of a terrible recession in August 2009. The LDP lost the House of Representatives by a huge margin to the DPJ. The DPJ government started in September 2009 under Prime Minister Yukio Hatoyama. Although Hatoyama had very high approval ratings, he lost popularity very quickly after he demonstrated inexperience in diplomacy and national security issues. He lasted only one year.

The second prime minister under the DPJ government was Naoto Kan. His popularity dropped significantly because he was blamed for mishandling the nuclear power plant crisis that occurred in the aftermath of the Great East Japan Earthquake. He was replaced by Yoshihiko Noda from the same party, who would last only a year and several months. One of Noda’s major achievements was to pass legislation in 2012 to increase the consumption tax rate in two years. This was not what the DPJ had campaigned on, and this action caused some defections from the party. Prime Minster Noda dissolved the House of Representatives again in November and the DPJ lost the majority in the December election.

From 2006 to 2012, prime ministers came and went every year like clockwork, producing six prime ministers who lasted roughly one year each. That six-year period turned out to be the worst period in terms of growth, deflation, and confidence in the Japanese economy. Chaotic politics and bad economic performance reinforced each other.



14.6.5 Supply Side

In examining Japan’s experience with the Lost Two Decades, we have focused thus far on why components of aggregate demand—consumption, investment, and exports—have suffered from various domestic and external shocks, as well as misguided policy responses to those shocks. However, Japan also suffered on the aggregate supply side, as discussed in chapter 4. These twenty years correspond to the period that the working-age population started declining, and Japanese corporations have increasingly put their factories abroad instead of in Japan. The supply-side constraints became especially severe toward the latter part of the Lost Two Decades. Thus, even if Japan finally got out of deflation, the growth rate that it achieved would continue to be very modest (say, around 1 percent) if the supply-side issues remained.9

What were the supply-side factors that constrained economic growth during the Lost Two Decades, especially in Phases 3 and 4? As explained in chapter 3, economic growth can be broken into contributions from labor, capital, and technology. When all the available labor and physical resources are put to use, the economy is producing at its potential. The potential growth rate is the maximum growth rate that the economy can expand in a sustained manner. When the potential grow rate becomes lower, the actual growth rate over a business cycle becomes lower.

As explained in chapter 8, the baby boomers, born in 1947–1969, became 60 years old or older by 2010. They started to retire from their lifetime jobs. The number of babies has declined continuously after the mid-1970s, the peak of the second baby boom. In the 1980s and 1990s, the retired population increased and the younger, working-age population declined. This trend accelerated in the 2000s and 2010s, as it has done in the US.

The aging society has had several negative effects on the Japanese economy. The declining number of workers in the population means that labor contribution to growth became negative, as shown in chapter 3. Further, an increasing number of retired people means higher pension payouts and increasing medical bills. The adverse trend has been partly mitigated by increased labor participation rates of the elderly, as well as women after finishing childbearing and child care. However, they usually work part-time jobs with low productivity rather than full-time jobs with high productivity. Meanwhile, retirees spend down their savings after retirement, so the aggregate saving rate declines, as shown in chapter 8.

The dramatic demographic changes in Japan have certainly weighed down the potential growth rate. If the change had happened while the aggregate demand was growing, the supply-side constraint on growth would have caused inflation, not deflation. The fact that Japan experienced deflation suggests that aggregate demand fell faster than the potential aggregate supply.

The official estimate of potential GDP growth for Japan is calculated by the Cabinet Office. Figure 14.12 shows the contributions of inputs—labor, capital, and total factor productivity (TFP)—to GDP and the GDP growth rate in Japan. During the Lost Two Decades, the contribution of labor was negative, mainly reflecting the decline in the labor force. The contribution of capital input declined throughout the Lost Two Decades, from 2 percent in 1993 to zero by 2008, and then to minus 2 percent in 2012. The TFP was constantly at around 1 percent.
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Figure 14.12

Potential growth rate and contributions of inputs.

Source: Cabinet Office, Government of Japan.



One reason for declining capital formation during the Lost Two Decades was that Japanese corporations moved factories abroad due to cost reasons (yen appreciation made production in Japan very expensive) in the early phases and due to shortage of workers and shrinking domestic markets in later phases. With less investment, capital contributions to growth became lower. Business leaders voiced concerns about globalization and hollowing out in the 1980s and the early 1990s, but they stopped when Japanese firms actually moved production abroad en masse in the mid-1990s and afterward, perhaps because they realized that Japanese firms (including their own) had no other choice if they wanted to survive.

Technological progress also slowed during the Lost Two Decades, for various reasons. As Hoshi and Kashyap (2011) point out, growth slowdown is a natural consequence of the end of a catch-up phase of economic growth. When Japan was working to catch up with more advanced Western economies, Japanese manufacturing sectors were able to grow by importing cutting-edge technology from other advanced economies. After the catch-up growth ran its course, though, Japanese firms had to come up with indigenous technological innovations.

Another reason was relatively slow adoption of IT by Japan compared with the US, some European countries, and even China in recent years. The problem of slow adoption of IT was especially serious in the service sector and at small and medium-sized enterprises.

Why were Japanese firms slow to introduce new IT technology? One reason is that they did not have to. This relates to the zombie problem that we discussed previously. Some incumbent firms were protected and stayed in the market even as they became unprofitable. Those firms did not have to invest in IT or any other measures to enhance their productivity and profitability. The major implication of protecting these zombies is that it slowed the process of creative destruction, in which old and unproductive firms are replaced by new and productive firms. Studies such as Caballero (2007) and Foster, Haltiwanger, and Krizan (2001) showed that the creative destruction has been an increasingly important mechanism for productivity growth in advanced economies. Such processes were stifled in Japan.

A related supply-side problem was the lack of continuous deregulation and liberalization in the 1990s to the 2000s, especially in the nonmanufacturing sector, as Hoshi and Kashyap (2011) point out. In the second half of the 1980s, privatization of government monopolies was pushed by the Yasuhiro Nakasone government (1982–1987). Most prominently, the Japanese National Railways was divided into regional companies and subsequently privatized. Nippon Telephone and Telegraph was also privatized, and new entries were allowed. Removing various entry regulations that segmented the financial businesses were also a hallmark of deregulation in the second half of the 1980s. Many foreign financial institutions entered Japan in the 1980s and 1990s. The distribution sector also experienced increased competition as locational restrictions on large-scale retail shops, such as supermarkets, were lifted.

Compared to the rush of privatization and deregulation up to the early 1990s, the movements during the Lost Two Decades were slower, partly because the low-hanging fruit had been harvested. Reforms in the agricultural sector were minimal, and deregulation in taxi fares was too minor to make a major impact. Hoshi and Kashyap (2011), using the data compiled by the Cabinet Office (2006), find that the entry regulation for nonmanufacturing industries was not relaxed overall from 1995 to 2005.

To sum up, the problems that caused the Lost Two Decades were not entirely on the demand side, although the existence of deflation suggests that the demand-side factors were quantitatively more important. If these supply-side problems are not addressed, however, Japanese economic growth will continue to be low, even when the demand-side problems are removed by effective macroeconomic policies.



14.6.6 The Japanese Model and Productivity

As indicated previously, the productivity gap in many industrial sectors between the US and Japan widened in the 1990s to the 2000s, as well as into the 2010s, instead of narrowing.10 This was not because Japanese corporations did not invest in research and development. One of these measures is the number of international patent applications. By this measure, Japan excelled throughout the Lost Two Decades and indeed was second to the United States, as shown in figure 14.13.
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Figure 14.13

International patent applications by country, 1990–2017.

Source: World Intellectual Property Organization (WIPO), https://www.wipo.int/ipstats/en/statistics/country_profile/ (last Accessed June 21, 2019).



Despite investment in research and development and patent applications, Japan witnessed a decline in performance of its leading industries, including semiconductors. Also, there is widespread recognition that the productivity of the service sector in Japan has not progressed. Admittedly, measuring productivity in the service sector is difficult, but many observers noted that there were far too many workers at bank branches, department stores, and hotels compared to the United States.

Some Japanese companies tried to expand their businesses and services by establishing strategic business relationships with or acquiring foreign firms, but only a few have succeeded. NTT Docomo, the giant Japanese cell phone provider, was once at the forefront of new technology, but attempts to expand its business abroad did not succeed. The global mobile phone market is now dominated by Apple and Samsung. Japanese companies collectively have a minor market share even in the domestic market and almost zero in other countries.

However, Japanese automakers remain stars in the global market. Global production by the Toyota group has been one of the top three (along with Volkswagen and General Motors). Japanese automobile exports amounted to 7 trillion yen, out of total gross world exports of 78 trillion yen in 2017. However, even in the auto sector, the future may not be that bright. A crisis at Nissan in the 1990s ended in the company accepting capital and managers from Renault in 1999. (As of 2018, Renault owns 43 percent of Nissan, and Nissan owns 15 percent of Renault.) When electronic vehicles become affordable and standard, the Japanese automakers may not be among the global leaders. The Japanese automobile companies lag their global competitors regarding self-driving vehicle technology.

Microsoft has a near-monopoly in the operating system of personal computers, and a very large share of general office software as well, via its Windows product. Innovative companies using Internet technology—Google, Amazon, Facebook, and Apple—are all based in the United States. In the coming decades, there may be a challenge to the American monopoly, but if it happens, many people expect that it will come from China, not Japan.

Why did Japan fail to develop its own version of Silicon Valley? This is an often-asked question during the Lost Two Decades and beyond. The lack of a vibrant ecosystem for innovation in Japan like Silicon Valley in California has a lot to do with the Japanese model of economic growth, characterized by its main bank system, lifetime employment, industrial policy, and other seemingly unique institutions, which have been discussed in various chapters of this book. The model worked very well during the catch-up phase of economic growth, but it was not suitable for encouraging cutting-edge innovation. Examining the literature on the Silicon Valley ecosystem, Dasher, Harada, Hoshi, Kushida, and Okazaki (2015) identify six institutional foundations for an innovation-led economic growth: (1) a financial system that provides funding for risky ventures; (2) a labor market that provides high-quality, diverse, and mobile human resources; (3) interactions among industry, universities, and government to generate a constant stream of innovative ideas, products, and businesses; (4) an industrial organization where large, established firms and small start-ups grow together; (5) a social system that encourages entrepreneurship; and (6) professionals that assist in the establishment and growth of start-ups. The Japanese model, which was celebrated for its success in the rapid economic growth period, was the antithesis of the Silicon Valley model in many institutional aspects.

In IT-related businesses, which are quickly expanding as well as deepening, innovations often come from start-ups. Japanese companies, which are bound by seniority wage and promotion and lifetime employment, are disadvantaged in the industries of fast-moving technology. The steady accumulation of firm-specific human capital that used to work well in traditional manufacturing is no longer effective for achieving innovation in the IT and advanced manufacturing sectors.

Financing risky but potentially high-return projects is another obstacle. As explained in chapter 5, Japanese banks have been strong, and capital markets weak. There is little power or human capital among private equity firms and mutual funds that could channel pension fund allocation to risk capital. The main bank system, which worked fine for supporting the manufacturing sector, which have collaterals, does not work to promote IT companies.

As mentioned previously, there is a view that innovation and the use of new technology do not occur in incumbent firms, but it does in new start-up firms that can disrupt the incumbents (Klepper 1996; Christensen et al. 2005). Clearly, lifetime employment would be a hindrance to innovation. Productivity increases through promoting IT-related industries are possible only when the labor market is flexible, so workers can move from the labor surplus sector to the labor shortage sector without much financial sacrifice. Japan had its own start-ups in the 1940s and 1950s—Sony (established in 1946) and Honda (established in 1948), for instance—that grew into globally known companies. However, we failed to see such an influx of start-ups in Japan in the 1990s and 2000s. Universities, where one expects to see technological innovation that can be developed into vibrant businesses, has not spawned many successful start-ups. Strict rules on professors at Japanese national universities that prohibit them from starting their own companies, the shortage of venture capital firms and angel investors that invest in risky start-ups, and lack of entrepreneurship in universities have all been reasons behind this phenomenon.

To sum up, the Japanese model of economic development that contributed to high growth and allowed Japan to catch up quickly to the US after World War II had become a drag on Japanese economic growth by the 1980s. As the catch-up phase of economic growth came to an end, and as the engine of growth moved from traditional manufacturing to various software and IT industries, the Japanese model seems to have lost its luster.



14.6.7 Environmental Protection

Economic stagnation during the Lost Two Decades ironically has had a positive impact on Japan’s natural environment. Air quality generally improved and emissions of radiatively active gases (known colloquially as greenhouse gases) were reduced in Japan as its economic growth slowed. This subsection briefly describes the environmental policies of Japan after the rapid economic growth period, and especially during the Lost Two Decades.

Maintaining a clean environment can be both a constraint on growth (if regulations set a ceiling of productive activities) and an opportunity for the economy (if the quest for renewable energy and a cleaner environment prompts investment and innovation). Japan imports 99 percent of its energy resources—crude oil, natural gas, and coal. When the first oil crisis hit Japan in 1973, it caused a social panic, with the fear that the economy will grind to a sudden halt, such as widespread blackouts and shortages of a wide range of products. A notable example of panic was a run on toilet paper (not exactly a petroleum product) that happened in 1973. An immediate policy reaction was energy conservation, such as dimming office lights, suspending some elevators in office buildings, suspending all-night television broadcasting, and turning off neon lights in advertisements. In the medium run, Japan diversified its geographical sources of oil and gas imports, built up oil inventory tanks, and accelerated nuclear power development.

At around the same time, air, water, and soil pollution became a huge social and political problem. Lawsuits brought by multiple victims of pollution in the Four Big pollution disease cases in the early 1970s were hotly debated and eventually won by the plaintiffs. The government switched the policies in the early 1970s to achieving cleaner environment. The Environment Agency was established in 1971, which became the Ministry of the Environment in 2001.11

Higher energy prices, investment in ways to secure more energy resources, and spending resources to prevent emission of pollutants all lowered Japan’s GDP growth rate. Revisit chapter 3 for its discussion of the sudden shift in growth rate trend that occurred around 1974. Installing pollutant-reducing devices in production necessarily increased the cost of production. Some factories became unprofitable and closed. Achieving a cleaner environment is costly, but the benefits, such as a healthier life, spread to residents around factories and improved quality of life in general. Recent studies show that exposure to pollutants at young ages have long-term detrimental effects on human health (e.g., Graff Zivin and Neidell 2013). The benefits of cleaning up the environment are likely to outweigh the costs from the national welfare point of view.

Pollution is an example of negative externality, which is the cost that an economic activity imposes on an unrelated third party. For instance, consider a steel factory that burns coal in the process of producing steel. In the process, pollutants such as sulfur dioxide and carbon dioxide are emitted into the air. The pollution damages the environment, harms the health of residents in the area, and hinders children’s development. Thus, the cost of pollution is borne mostly by local residents, not the polluting steel factory or the buyers of its steel products.

The term negative externality means that the marginal social cost of producing one more unit of steel is larger than the marginal individual cost to the steel factory. This creates the tendency for the steel factory to pollute more than it is socially optimal.

In Japan and elsewhere, the pollution problem used to be a domestic (and even regional) issue. The impacts of pollution were believed to be geographically limited to a city, a bay, or an area downwind and downstream of a factory, usually within the borders of one country. After the 1990s, however, the threat of global warming emerged as the largest environmental issue for many countries. The globally rising temperature due to accumulated greenhouse gases from burning fossil fuels would bring about rising ocean levels, causing severe economic (not to mention environmental) damage worldwide. More than 90 percent of greenhouse gases consists of carbon dioxide.

The United Nations created the Climate Change Conference and the Conference of the Parties (COP) became an international global consultative and decision-making body to contain global warming. The first COP meeting took place in 1995. The third COP meeting was held in Kyoto, Japan, in December 1997. At that meeting, countries agreed to a historic, binding obligation for advanced countries to reduce greenhouse gas emissions, called the Kyoto Protocol. Each country was to reduce emissions by 6 to 8 percent of the 1990 levels by 2012. Countries that are not considered advanced were not required to commit to any reduction, however. Advanced countries did not have to meet the entire reduction goal by reducing emissions domestically. Reductions also could be achieved through emissions trading and clean development mechanisms (e.g., financial and technical assistance from an advanced country to developing countries to reduce their emissions).

The United States committed to reduce greenhouse gas emissions by 7 percent below the 1990 level, but the US Congress failed to ratify the Kyoto Protocol and eventually rejected it outright. China did not commit to any reduction at all because it supposedly was not an “advanced country.”

Japan committed to reduce greenhouse gas emissions by 6 percent from 1990 levels, but its emissions in 1997 (when the Kyoto Protocol was adopted) were 7.2 percent above the 1990 level, as figure 14.14 shows. Thus, Japan had to reduce its emissions by more than 13 percent by 2012. This did not keep Japan’s Diet from ratifying the protocol. It was ratified by Japan in 2002, and it became effective worldwide in 2005, as enough countries had ratified it by then. Figure 14.14 shows the history of emissions in Japan.
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Figure 14.14

Greenhouse gas emissions, Japan, 1990–2017.

Source: Authors’ creation based on the data of Ministry of the Environment (2019, Table 1).

Note: Net emission includes “Land Use, Land-Use Change and Forestry” and “indirect CO2 emission.”



The Kyoto Protocol can be understood as a cap-and-trade mechanism at the international level, which specifies the quantitative emission target for each country and allows it to be traded with other participant countries. The 1990 level of emissions was taken as the benchmark. Although Japan signed up for this international cap-and-trade mechanism, it did not introduce a similar mechanism. Until 2010, it adopted various other policies to reduce greenhouse gas emissions, including subsidies to renewable energy, support for more nuclear power generation, and use of a clean development mechanism. These policies, combined with a severe recession in 2009, reduced Japan’s emissions in 2009 and 2010.

The meltdown at the Fukushima Daiichi nuclear power plant following the Great East Japan Earthquake and the resulting tsunami in March 2011 ended up eliminating an option for Japan to rely on nuclear power generation to reduce greenhouse gas emissions.12 Following the Fukushima accident, all nuclear power plants were shut down. The reduced capacity for power generation was compensated for partially by building small-scale power plants with gas turbines, as well as by traditional energy conservation measures such as suspending elevators and turning off lights, as was done previously in Japan. Figure 14.14 shows that emissions shot up in 2013–2014. Although the amount of emissions declined in 2015–2017, the level in 2017 is still above 1990 levels. Thus, the Fukushima accident derailed Japan’s efforts to achieve the Kyoto Protocol target.

By the mid-2000s, the Kyoto Protocol seemed doomed, as the United States stayed out of it and China, which was not considered to merit being included in it, became the second-largest emitter of greenhouse gases. Between US and China, 40 percent of global greenhouse gases are emitted. A negotiation during the COP 21 meeting resulted in the Paris Agreement in December 2015. The Paris Agreement is different from the Kyoto Protocol in two important aspects. First, developing countries such as China are included as signatories. Second, the emission reduction goal is set voluntarily by each participant, so political resistance to participation can be minimized.


Box 14.1

Cap-and-Trade versus Carbon Tax


The global warming problem arises from a negative externality of economic activities that emit greenhouse gases into the atmosphere. Global atmosphere is a global public good. Just like any other pollution, the cost of greenhouse gases emitted from economic activities are borne by third parties. Moreover, the global atmosphere is shared by all people, in all countries, so that the benefits of greenhouse gas reduction by anyone, in any country, are shared worldwide. This leads to a well-known phenonomon known as free riding—everyone wants everybody else to limit emissions, rather than themselves. At the international level, a country becomes reluctant to reduce emissions if other countries do not do the same.

Broadly speaking, there are two types of economic mechanisms to achieve an efficient allocation between economic activity and global warming. One mechanism is to tax emissions so that the individual marginal cost of emissions (with the tax) rises to the same level as the social marginal cost. The general idea of internalizing negative externality goes back to Arthur Pigou, an English economist. If the difference between the individual cost and the social cost of greenhouse gas emissions is publicly known, it is possible to design a carbon tax system that equates the individual cost with the social cost, which will limit emissions to the socially optimal level. If there is no agreement on how large the gap between the individual cost and the social cost can be, a tax rate can be set too low or too high to achieve the optimal emission level.

The other economic solution is to set a volume limit for total greenhouse gas emissions in each country or in each industry first, create emission permits, distribute these permits to enterprises, and make them tradable in the market. Such approach is called a cap-and-trade mechanism. If we know the socially optimal level of greenhouse gas emissions, then we can just set the total quantity of emission permits to the optimal level. If the permits are freely tradable in the market, the socially optimal level of emission can be achieved in an efficient manner, regardless of the initial allocation of permits to each enterprise. This is because enterprises with low marginal costs of reducing emissions will be selling their permits to those enterprises with less efficient technology to reduce emissions. Unlike carbon taxation, an effective cap-and-trade mechanism does not require knowledge of the social marginal cost of emissions. It is necessary, however, to have precise knowledge about the socially optimal level of total emissions and to forge a political agreement on how to allocate the initial emissions permit to each enterprise.

Which of these two approaches is better? It depends on public knowledge and agreement on the socially optimal level of greenhouse gas emissions and the social marginal cost of emissions. If we have more precise information about the socially optimal level of emissions, then a cap-and-trade framework is more promising. If we know more about the social marginal cost of emissions than the optimal level, then carbon taxation is probably better.

Another difficulty for cap-and-trade schemes is how to allocate the permits initially. Many economists advocate an auction of permits, but in reality, the initial permits are often disseminated for free based on an entity’s historical level of emissions, which is called grandfathering.





The Paris Agreement included all 196 members of the COP. It became effective in November 2016, as Japan, US, China, and the European Union all ratified it.13 Under the Paris Agreement, Japan pledged to reduce greenhouse gases by 26 percent from the 2013 level. This is a tough goal, although Japan’s emissions in 2013 were higher due to the Fukushima accident (hence the level was abnormal that year). Strict adherence to the goal may become a supply constraint for Japan’s growth.




14.7 Abenomics and the End of the Lost Two Decades

The Lost Two Decades finally ended with an economic policy package that was introduced in 2013. The general election of November 2012 was won by the LDL. Shinzo Abe became prime minster once again. During his first stint as prime minister, from 2006 to 2007, he did not achieve much, either economically or politically. However, as soon as he took office in December 2012, he declared his resolution to end the country’s deflation and stagnation. He argued that the BOJ should adopt inflation targeting and an aggressive monetary policy to help economic recovery. He also advocated increasing fiscal spending to push the economy toward recovery. In June 2013, Prime Minister Abe also announced an ambitious structural policy package, commonly known as the “Growth Strategy” (chapter 4). The policy package with these three emphases (also known as “arrows”) came to be known as Abenomics. Aggressive monetary policy was the first, flexible fiscal policy was the second, and the Growth Strategy was the third.

In March 2013, Haruhiko Kuroda was nominated and confirmed as governor of the BOJ. Within weeks, Kuroda announced a QQE plan and declared that he would double the size of the BOJ balance sheet and achieve 2 percent inflation in two years. The markets welcomed the policy shift at the BOJ. Expansion of the bank’s balance sheet reminded investors of what central banks of the US, United Kingdom, and the Eurozone had done during the recession that followed the global financial crisis. The yen depreciated, and the equity prices rose, as discussed in chapter 6.

From the introduction of QQE in April 2013 to the spring of 2014, the yen continued a depreciation trend, and stock prices continued an increasing trend. Economic activities increased, but the inflation rate started to rise. In 2013, the inflation rate became positive, from −1 percent in 2012, and it stayed in the positive range, as was shown in figure 14.6 earlier in this chapter. The economic growth rate was maintained at around 1 percent. Economic expansion continued.

As of January 2019, at least the monetary and fiscal expansion aspects of Abenomics (i.e., the first and second arrows) have been mildly successful. Although the targeted inflation of 2 percent has not been achieved, even after almost six years, it seems safe to declare that deflation is over and the output gap has narrowed substantially or disappeared, depending on which estimate we look at. Thus, Abenomics has solved the demand shortage. The potential growth rate, however, remains low. The impacts of structural policies to raise the potential growth rate are not clear—at least not yet.
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	1. The precise fund was “Individually managed specified money trusts.”


	2. PKO is also the acronym for Peace Keeping Operation by the United Nations in the conflict area. The Japanese participation in the UN-PKO has been controversial because the Japanese constitution apparently prohibits the nation maintaining military power.


	3. The idea of public funds injection was mentioned in Miyazawa’s speech at the Keidanren Seminar in Karuizawa on August 30, 1992.


	4. The series calculated by Caballero, Hoshi, and Kashyap (2008) stopped in 2002.


	5. See “The Bank’s Thinking on Price Stability.” Although the document summarizes the views of the Policy Board as being that the inflation rate range between 0 and 2 percent is consistent with price stability, the tone is that the zero inflation rate is price stability. The frequently cited reasons for 2 percent in other advanced countries are the inflation index bias and to keep the buffer from falling into deflation. The document emphasizes that the bias is diminishing in Japan as statistical precision is increasing and the need for the buffer is diminishing because of a robust financial sector and a flexible nominal wage. The document is available from the BOJ website (http://www.boj.or.jp/en/announcements/release_2006/mpo0603a.htm/).


	6. See Ito (2009) for more information about the financial turmoil following the Lehman failure.


	7. Mizuho Securities and Nomura Securities reported some losses in their US operations due to holding toxic assets, but they were absorbable within the companies’ annual income.


	8. See Ito (2010) for details.


	9. Hoshi and Kashyap (2011) discuss the main causes of the decline of Japan’s economic growth, focusing especially on the supply side. Hayashi and Prescott (2002) emphasized the supply side for the stagnation in the 1990s. Hoshi and Kashyap (2012) propose several policies that they claim would revive Japan’s economic growth. An updated version of these two reports is given in Hoshi and Kashyap (2013).


	10. We are grateful to an anonymous referee (Referee II-2) for his or her comments on an earlier version of this subsection.


	11. The ministry was upgraded to the Ministry of the Environment in 2001.


	12. The Fukushima Daiichi nuclear power plant, which had four reactors, withstood the earthquake without too much damage to the reactor or structures, although the power to operate the plant was lost. The nuclear reactor stopped generating power, and emergency power was activated. However, the tsunami that came fifty minutes after the earthquake destroyed the structure that housed the reactors and, more seriously, the emergency power supply as well. Emergency generators in the basement were submerged. Thus, cooling was lost and the reactor cores within the plant melted down.


	13. President Donald Trump announced on June 1, 2017, that the United States would withdraw from the Paris Agreement. The withdrawal is based on Article 28, which states that the US cannot withdraw from the agreement before November 4, 2020—one day after the US presidential election.
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Mitsubishi Mitsui Sumitomo Fuyo Dai-ichi Kangyo Sanwa
1962 17.30 8.80 20.13 10.49 10.14 7.58
1966 16.81 10.52 18.43 11.17 10.85 9.07
1970 20.71 14.14 21.83 15.26 17.19 11.18
1974 26.57 17.37 24.71 19.10 16.90 13.01

Source: Itoh, Misumi, and Ichimura (1990).
Note: All data are in September of respective year.
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Mitsui ~ Mitsubishi ~ Sumitomo  Fuyo  Sanwa  Ikkan  Totald
(%) (%) (%) (%) (%) (%) (%)
Stock ownership®
1987 3.27 5.03 4.11 3.70 5.50 3.41 24.2
1993 4.32 5.06 4.64 3.79 5.58 3.20 25.78
1998 3.39 5.19 4.31 3.76 4.93 2.89 23.73
Loan share”
1987 5.96 717 6.75 6.03 7.30 4.44 37.7
1993 7.37 7.08 6.47 5.09 7.55 4.69 38.26
1998 6.37 9.14 7.31 5.39 8.46 5.23 41.90
Board of directors’ share*
1987 6.69 7.08 6.58 9.38 8.97 12.44 45.5
1993 7.14 7.28 6.44 9.15 9.61 12.50 45.72
1998 8.08 7.47 6.19 8.78 9.53 12.58  52.63

Sources: Toyo Keizai Shinposha (1989, 2000).

*Stock shares owned by group companies/total issues.
" Outstanding loans lent by group financial companies/total outstanding loans.

“Number of directors sent from group companies/total outside board members.
This is not the sum of the six groups because holdings of companies that belong to more than one

group are netted out.
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1987 Owner

Trade Heavy Real
Ownee Bank  Trust Bank Life Nonlife Company  Electric Industry Estate Group Total
Mitsubishi Bank — 1.93 592 4.53 1.80 1.50 3.16 1.08 24.69
Mitsubishi Trust Bank 312 — 543 1.97 3.14 1.7§ 3.02 1.87 28.98
Meiji Life Insurance — — — — — — — — —
Tokio Marine and Fire 490  3.99 455 — 2.36 041  1.89 0.94 2331
Mitsubishi Corporation 4.77  4.81 547 5.95 — 1.45 3.19 0.85 31.75
(General Trading)
Mitsubishi Electric 3.18  5.57 4.05 1.21 0.98 — 1.56 0.53 17.65
Mitsubishi Heavy Industries  3.94  6.17 325 227 1.73 0.97 — 0.76 20.76
Mitsubishi Estate 421  7.09 422 3.53 0.67 0.66 1.20 — 25.06
Average 3.74  5.02 499 290 1.96 0.68 2.76 0.85 27.80
1999 Owner

Trade Heavy Real
Ownee Bank Trust Bank Life Nonlife Company  Electric Industry Estate Group Total
Mitsubishi Bank — 1.29 5.30  2.65 1.03 0.99 2.00 0.77 18.05
Mitsubishi Trust Bank 451 — 3.86 1.86 1.57 1.74 2.72 1.86 26.83
Meiji Life Insurance — — — — — — — — —
Tokio Marine and Fire 499 1.83 446 — 2.32 0.41 1.81 0.89 21.15
Mitsubishi Corporation 499  4.69 5.13  6.11 — 1.13 3.12 0.83 31.42
(General Trading)
Mitsubishi Electric 4.07 1.74 419 1.37 0.93 — 1.47 0.49 15.03
Mitsubishi Heavy Industries  3.72  1.85 349 1.95 1.57 0.71 — 0.69 15.52
Mitsubishi Estate 4.75 343 449 3.29 0.80 0.49 1.18 — 22.04
Average 7.05 245 4.52 2.44 1.64 0.58 2.24 0.74 25.97

Sources: Toyo Keizai shinposha (1989, 2000).
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Loan ratio from

Share Mitsubishi Trust

Interlocking Mitsubishi Bank and Banking

Ratio (total) Ltd. Corporation Total®

1987 1999 1987 1999 1987 1999 1987 1999
Mitsubishi Corporation 31.75 31.42 6.46 2.15 4.40 — 13.13 7.10
KIRIN BREWERY COMPANY, LTD. 18.77 21.61 35.79 36.92 2.80 11.54 41.56 56.15
Mitsubishi Rayon Company, Ltd. 25.52 19.29 19.78 29.17 8.34 15.35 30.56  51.34
Mitsubishi Paper Mills, Ltd. 33.65 28.76 21.54 16.52 12.12 9.97  39.66  34.28
MITSUBISHI GAS CHEMICAL COMPANY, INC. 26.55 22.04 16.08 16.87 12.95 12.27  30.66  31.89
Mitsubishi Chemical Industries, Ltd." 22.75]r 2345 1461 } 8.36 8.40} 6.58 26.54} 19.41
Mitsubishi Petrochemical Company, Ltd.” 34.36 17.80 9.50 29.83
MITSUBISHI PLASTICS INDUSTRIES LTD. 59.93 55.15 19.53 16.00 16.94 11.80  38.61 38.57
MITSUBISHI OIL COMPANY, LTD. 45.63 — 23.65 — 6.12 — 30.38 —
Asahi Glass Company, Ltd. 28.60 26.66 5.52 — 0.18 — 7.12 —
Mitsubishi Steel Mfg. Company, Ltd. 35.92 34.51 16.66 18.20 13.63 9.74 43.48 33.44
Mitsubishi Mining & Cement Company, Ltd.! 35.02} 2068 1913 } 12.93 19.14} 9.04 47.20} 18.82
MITSUBISHI METAL CORPORATION! 21.37 15.91 9.63 28.46
MITSUBISHI CABLE INDUSTRIES, LTD. 52.10 46.66 15.30 34.25 16.05 21.97  32.63 64.97
Mitsubishi Kakoki Kaisha, Ltd. 35.77 36.87 14.63 24.66 13.55 21.43 33.34 52.59
Mitsubishi Electric Corporation 17.65 15.03 18.66 8.90 13.03 5.99 36.67 23.64
Mitsubishi Heavy Industries, Ltd. 20.76 15.52 12.92 12.62 6.73 8.67 21.18 27.64
NIPPON KOGAKU K. K. (Nikon)* 27.73 26.03 21.22 9.20 11.00 6.52 38.79 20.16
Mitsubishi Estate Company, Ltd. 25.06 22.04 18.21 12.37 16.25 10.33  44.06  31.43
Nippon Yusen K. K. 25.70 22.27 6.79 6.45 2.78 4.18 11.81 19.91
Mitsubishi Warehouse & Transportation Company, Ltd 41.08 41.03 22.56 31.99 10.24 7.95 36.25 43.79
Group Average 27.80 25.97 10.69 8.24 6.63 4.98 20.17 19.37

Sources: Toyo Keizai Shinposha (1989, 2000).

"Includes loans from the Mitsubishi Bank Ltd., the Mitsubishi Trust & Banking Corporation, the Meiji Mutual Life Insurance Company, the Tokio Marine

and Fire Insurance Company, Ltd., and the Nippon Trust Bank Ltd.

®Mitsubishi Chemical Industries and Mitsubishi Petrochemical merged on October 1, 1994, to become Mitsubishi Chemical.

“Mitsubishi Oil was a Mitsubishi-group company that existed from 1931 to 1999 and became part of JXTG Energy.

Mitsubishi Mining and Cement and Mitsubishi Metal merged into Mitsubishi Material on December 1, 1990.

“Nippon Kogaku changed its name to Nikon in 1988.
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a. Mitsui

Name in 1987 Name in 2017 1987 1999 2017
Banking Mitsui Bank, Ltd., The Sumitomo Mitsui Financial Group, Inc. v v v
Securities
Trust banking Mitsui Trust & Banking Co., Ltd., The Sumitomo Mitsui Trust Holdings, Inc. v v v
Life Insurance Mitsui Mutual Life Insurance Co. v v -
Marine & Fire Taisho Marine & Fire Insurance Co., Ltd. Mitsui Sumitomo Insurance Company, v v v
Limited
Trading MITSUI & CO., LTD. MITSUI & CO., LTD. v v v
Mining MITSUI MINING CO., LTD. _— v v -
Forestry
Construction MITSUI CONSTRUCTION CO., LTD. Sumitomo Mitsui Construction Co., Ltd. v v v
Sanki Engineering Co., Ltd. SANKI ENGINEERING CO., LTD. v v v
Food & Drink Nippon Flour Mills Co., Ltd. Nippon Flour Mills Co., Ltd. v v v
Textiles TORAY INDUSTRIES, INC. TORAY INDUSTRIES, INC. v v v
Paper Oji Paper Co., Ltd. 0ji Holdings Corporation v v v
Nippon Paper Industries Co., Ltd. - v v
Chemicals Mftsuf Toatsu Che'mlcals, Inc: } Mitsui Chemicals, Inc. v v v
Mitsui Petrochemical Industries, Ltd. v
_ Denka Company Limited - v v
Oil
Glass
Steel JAPAN STEEL WORKS, LTD., THE The Japan Steel Works, Ltd. v v v
Cement ONODA CEMENT CO., LTD TAIHEIYO CEMENT CORPORATION v v v
Nonferrous Mitsui Mining & Smelting Co., Ltd. Mitsui Mining and Smelting Company, v v v
metals Limited
Electronics TOSHIBA CORP. TOSHIBA CORPORATION v v v
Vehicles Mitsui Engineering & Shipbuilding Co., Ltd. ~ Mitsui Engineering & Shipbuilding v v v
Co., Ltd.
TOYOTA MOTOR CORP. TOYOTA MOTOR CORPORATION v v v
_ IHI Corporation - v v
Optics R FUJIFILM Holdings Corporation - - v
Real estate Mitsui Real Estate Development Co., Ltd. Mitsui Fudosan Co., Ltd. v v v
Dept. stores Mitsukoshi, Ltd. Isetan Mitsukoshi Holdings Ltd. v v v
Information & _ TOKYO BROADCASTING SYSTEM - - v
Communication HOLDINGS, INC.
Transport. & Mitsui O.S.K. Lines, Ltd. Mitsui O.S.K.Lines, Ltd. v v v
communi.
MITSUI WAREHOUSE CO., LTD., THE MITSUI-SOKO HOLDINGS Co., Ltd. v v v
Rubber
Pharmaceutical

(continued)
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b. Mitsubishi

Name in 1987 Name in 2017 1987 1999 2017
Banking Mitsubishi Bank, Ltd., The The Bank of Tokyo-Mitsubishi UFJ, Ltd. v/ v v
Securities _— Mitsubishi UF]J Securities Holdings - - v
Co., Ltd.
Trust banking Mitsubishi Trust & Banking Corp., The Mitsubishi UFJ Trust and Banking v v v
Corporation
Life Insurance Meiji Mutual Life Insurance Co., The Meiji Yasuda Life Insurance Company v v v
Marine & Fire Tokio Marine & Fire Insurance Co., Tokio Marine & Nichido Fire Insurance v v v
Ltd., The Co., Ltd.
Trading Mitsubishi Corp. Mitsubishi Corporation v v v
Mining
Forestry
Construction Mitsubishi Construction Co., Ltd. P.S. Mitsubishi Construction Co., Ltd. v v v
Food & Drink KIRIN BREWERY CO., LTD. Kirin Holdings Company, Limited v v v
Textiles Mitsubishi Rayon Co., Ltd. _— v v -
Paper Mitsubishi Paper Mills, Ltd. Mitsubishi Paper Mills Limited v v v
Chemicals MITSUBISHI GAS CHEMICAL Mitsubishi Gas Chemical Company, v v v
COMPANY CO., INC. Inc.
Mitsubishi Chemical Industries, Ltd. v v
Mitsubishi Petrochemical Co., Ltd. Mitsubishi Chemical Corporation v v
MITSUBISHI PLASTICS INDUSTRIES LTD. v v
Mitsubishi Monsanto Chemical Co., Ltd. v v
Oil MITSUBISHI OIL CO., LTD. v v -
_— JXTG Holdings, Inc. - - v
Glass Asahi Glass Co., Ltd. Asahi Glass Company, Limited v v v
Steel Mitsubishi Steel Mfg. Co., Ltd. Mitsubishi Steel Mfg. Co., Ltd. v v v
Cement Mitsubishi Mining & Cement Co., Ltd. Mitsubishi Materials Corporation v v v
Nonferrous metals  MITSUBISHI METAL CORP. v
Mitsubishi Aluminum Co., Ltd. Mitsubishi Aluminum Co., Ltd. v v v
Machinery MITSUBISHI CABLE INDUSTRIES, LTD. v v -
Electronics Mitsubishi Kakoki Kaisha, Ltd. Mitsubishi Kakoki Kaisha, Ltd. v v v
Mitsubishi Electric Corp. Mitsubishi Electric Corporation v v v
Vehicles Mitsubishi Heavy Industries, Ltd. Mitsubishi Heavy Industries, Ltd. v v v
Mitsubishi Motors Corp. MITSUBISHI MOTORS v v v
CORPORATION
Mitsubishi Fuso Truck and Bus - - v
Corporation
Optics NIPPON KOGAKU K. K. NIKON CORPORATION v v v
Real estate Mitsubishi Estate Co., Ltd. Mitsubishi Estate Company, Limited v v v
Dept. stores
Information & _ Mitsubishi Research Institute, Inc. - - v
Communication
Transport. & Nippon Yusen K. K. Nippon Yusen Kabushiki Kaisha v v v
communi.
Mitsubishi Warehouse & Transportation Mitsubishi Logistics Corporation v v v
Co., Ltd
Yusen Logistics Co., Ltd. - - v
Rubber
Pharmaceutical

(continued)
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Yeart—2  Yeart-1 Year ¢
Generation #—2 Young Middle-aged  Elderly
Income [Y(z-2, 3)] 100 200 0
Consumption [C(£-2,3)] 100 100 100
Saving [S(¢-2, 3)] 0 100 -100
Generation #—1 Young Middle-aged  (life continues) —
Income [Y(¢-1, 2)] 200 400
Consumption [C(z—1,2)] 200 200
Saving [S(z—1, 2)] 0 200
Generation ¢ Young (life continues) —
Income [Y(z, 1)] 400
Consumption [C(t, 1)] 400
Saving [S(z, 1)] 0
Macro aggregation
Income (Y) 800
Consumption (C) 700
Saving (S) 100
Saving rate (S/Y) 0.125

Note: Authors’ creation. Y(t
C(t)=C(t—

)= Y(£—2, 3)*POP(t—2) + Y(t - 1,2)*POP(t— 1)+ Y(z, 1
2. 3)*POP(r=2)+ C(t = 1,2)*POP(t— 1)+ C(z, 1)*POP(¢), S(£) = Y(£) - C(£).

)*POP(z),





OEBPS/images/Table8-A-4.png
t-2 t—1

t

Generation -2 Young Middle-aged
Income [Y(£-2, 3)] 150 150
Consumption [C(t-2, 3)] 120 120
Saving [S(z—-2, 3)] 15 15
SS 10% tax -15 -15
Population [POP(t-2)]

Generation £—1 Young
Income [Y(t—1, 2)] 150
Consumption [C(¢—1, 2)] 120
Saving [S(¢—1, 2)] 30
SS 10% tax -15

Population [POP(z—1)]

Generation ¢
Income [Y(z, 1)]
Consumption [C(¢, 1)]
Saving [S(z, 1)]
SS 10% tax
Population [POP(#)]

Macroaggregation
Income (Y)
Consumption (C)
Saving (S)

Saving rate (S/Y)

Elderly

Middle-aged
150
120
15
-15
32

Young
150
120

15

-15

64

14,400
13,440
960
0.067

Lifetime
300
360
0
60

Elderly
0
120
-120
90

Middle-Aged
150
120
30
-15

Lifetime
300
360
=75

60

Elderly
0
120
-120
90

Lifetime
300
360
-75
60

Notes: Authors’ creation. Y(¢)=Y(t -2, 3)*POP(t—2) + Y(t—1,2)*POP(t— 1) + Y(t, 1)*POP(z), C(t) = C(t -2, 3)*

POP(t—2)+ C(t—1,2)*POP(t— 1)+ C(z, 1)*POP(2), S(£) = Y(£) - C(t).
SS=social security.
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1970s 1990s 2010s
Generation t—2 Young Middle-aged Elderly Lifetime
Income (Y) 150 150 0 300
Consumption (C) 93.75 93.75 93.75 281.25
Saving (S) 41.25 41.25 -82.5 0
SS 10% tax -15 -15 11.25 -18.75
Population (POP) 16
Generation ¢ — 1 Young Middle-aged Elderly Lifetime
Income (Y) 150 150 0 300
Consumption (C) 93.75 93.75 93.75 281.25
Saving (S) 41.25 41.25 -82.5 0
SS 10% tax -15 -15 11.25 -18.75
Population (POP) 8
Generation ¢ Young Middle-aged Elderly Lifetime
Income (Y) 150 150 0 300
Consumption (C) 93.75 93.75 93.75 281.25
Saving (S) 41.25 41.25 -82.5 0
SS 10% tax -15 -15 11.25 V18.75
Population (POP) 4
Macroaggregation 2010s
Income (Y) 1,800
Consumption (C) 2,625
Saving (S) -825
Saving rate (S/Y) -0.458

Notes: Authors’ creation. Y(£)= Y(£-2, 3)*POP(t—2)+ Y(t—1,2)*POP(t— 1)+ Y(t, 1)*POP(t), C(t)= C(t -2, 3)* POP(t—2)+ C(t—1,2)*POP(t— 1)+ C(t,

1)*POP(2), S(£) = Y(t)— C(t).
SS=social security.
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Cross shareholding (ratio to total, fiscal year) (%)
1962 1966 1970 1974 1986 1992 1998
Mitsubishi 17.30 16.81  20.71 26.57 27.44  26.33  25.97
Mitsui 8.80 10.52 14.14 17.37 17.58 16.58 15.82
Sumitomo 20.13 18.43 21.83 24.71 24.67 24.65  20.81
Dai-ichi Kangyo 10.14 10.85 17.19 16.90 12.74 12.19 12.11
Fuyo 10.49 11.17  15.26 19.10 15.81 15.62 19.41
Sanwa 7.58 9.07  11.18 13.01 16.70 16.72 15.11
Borrowing from Keiretsu Financial Institutions (ratio to total, fiscal year) (%)
1986 1992 1998
Mitsubishi ~ 22.37  20.22 19.37
Mitsui 2217  19.67  20.59
Sumitomo 27.29 19.89  20.43
Daiichi 11.48 11.91 15.29
Kangyo
Fuyo 19.41 16.27  16.31
Sanwa 19.22 17.76 18.58

Notes: The first three groups are Zaibatsu based and the the last three are bank-based.

Source: For 1962-1974, Itoh, Misumi, and Ichimura (1990). For 1986-1998, Toyo Keizai Shinposha

(1986, 1989, 1992, 1998, 2000).
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C. Sumitomo

Name in 1987 Name in 2017 1987 1999 2017
Banking Sumitomo Bank, Ltd., The Sumitomo Mitsui Banking Corporation v v v
Securities
Trust banking Sumitomo Trust & Banking Co., Ltd., The Sumitomo Mitsui Trust Bank, Limited v v v
Life Insurance Sumitomo Life Insurance Co. SUMITOMO LIFE INSURANCE v v v
COMPANY
Marine & Fire Sumitomo Marine & Fire Insurance Co., Mitsui Sumitomo Insurance Company, v v v
Ltd., The Limited
Trading Sumitomo Corp. SUMITOMO CORPORATION v v v
(SUMITOMO SHOJI KAISHA, LTD.)
Mining Sumitomo Coal Mining Co., Ltd. E — v v -
Forestry Sumitomo Forestry Co., Ltd. Sumitomo Forestry Co., Ltd. v v v
Construction Sumitomo Construction Co., Ltd Sumitomo Mitsui Construction Co., Ltd. v v v
Food & Drink
Textiles
Paper
Chemicals SUMITOMO CHEMICAL CO., LTD. SUMITOMO CHEMICAL v v v
COMPANY, LIMITED
Sumitomo Bakelite Co., Ltd. Sumitomo Bakelite Company, Limited v v v
Oil
Glass Nippon Sheet Glass Co., Ltd. Nippon Sheet Glass Company, Limited v v v
Steel Sumitomo Metal Industries, Ltd. v v -
Cement Sumitomo Cement Co., Ltd. Sumitomo Osaka Cement Co., Ltd. v v v
Nonferrous metals ~ Sumitomo Metal Mining Co., Ltd. Sumitomo Metal Mining Co., Ltd. v v v
Sumitomo Light Metal Industries, Ltd. R v v -
Machinery Sumitomo Electric Industries, Ltd. Sumitomo Electric Industries, Ltd. v v v
Electronics SUMITOMO HEAVY INDUSTRIES, LTD. SUMITOMO HEAVY INDUSTRIES, v v v
LTD.
NEC CORP. NEC Corporation v v v
Vehicles
Optics
Real estate Sumitomo Realty & Development Co., Ltd. ~ Sumitomo Realty & Development Co., v v v
Ltd.
Dept. stores
Information &
Communication
Transport. & Sumitomo Warehouse Co., Ltd., The The Sumitomo Warehouse Co., Ltd. v v v
communi.
Rubber Sumitomo Rubber Industries, Ltd. - - v
Pharmaceutical Sumitomo Dainippon Pharma Co., Ltd. - - v

Sources: Authors’ creation based on data from Toyo Keizai, (1989, 2000); Company names in 1987 are taken from Toyo Keizai (1988) and those in
2017 from Weekly Diamond, July 29, 2017, p. 33 and Tokyo Stock Exchange listing.
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Profit (%)

Employees Assets Capital Sales

Year (%) (%) (%) (%) Ordinary Net
1975 S5.11 15.76 14.74 14.94 8.29 18.55
1980 4.91 15.34 15.09 15.59 12.08 12.84
1985 4.51 14.24 14.29 16.01 14.22 17.16
1987 4.14 12.96 15.00 14.35 11.70 11.88
1993 3.79 11.89 14.91 13.27 10.96 23.82
1998 3.24 11.29 13.23 11.50 9.94 —

Sources: Toyo Keizai Shinposha, Kigyo Keiretsu Soran, various issues.
Note: Companies that belong to more than one group are netted out so that they are not double-counted.
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Panel A (Japan) correlation coefficient Panel B (US) correlation coefficient

Panel 1 Panel 3

Japan deficit (t) GovExp uUsS deficit (t) GovExp
o(t) ~0.64 ~0.64 o(t) ~0.24 ~0.32
o(t-1) ~0.53 ~0.74 g(t-1) ~0.52 ~0.49
Panel 2 Panel 4

Japan adeficit(t) 4GovExp(t) UsS adeficit(t) 4GovExp(t)
4g(t) -0.09 -0.02 4g(t) 0.00 -0.18
ag(t-1) -0.47 -0.25 4g(t-1) -0.46 -0.40

Source: Authors’ creation based on data from Cabinet Office and Ministry of Finance.
Notes: Ax(t) means the rate of change of x from t to t+ 1. g stands for growth rate of real GDP.
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Major Items (trillion yen)

Infrastructure Increasing Financial ~ Supplementary Budget
Prime Total Size (public Tax Land Housing Birth and Associated with Package
Minister Date (trillion yen)  works) Cut  Purchase SME Investment  Rate Environment  Employment  Credit (yen)
1992/03 NA - - - - - NA
Miyazawa 199208 107 5.7 - 16 2.1 - 728,340,194
1993/04 13.2 6.6 - 1.6 2.4 0.8 2,188,707,063
1993/09 6.2 2.0 - - 0.8 2.9 708,717,581
Hosokawa 1994/02 15.3 3.9 59 28 1.3 1.2 2,185,248,615
1995/04  NA - - - - - 2,726,062,392
Murayama 1995/06  NA - - - - - NA
1995/09 14.2 9.1 - 3.2 1.3 0.5 5,325,240,493
' 1997/11  NA - - - - - 1,143,156,292
Hashimoto  199g/04 16.7 7.7 4.6 - 2.0 0.7 1.0 4,645,452,787
) 1998/11 23.9 8.1 6.0 - - 1.2 5,676,852,702
Obuchi 1999/11 18.0 6.8 - - 7.4 2.0 1.0 6,788,975,717
_ 200010 11.0 4.7 - 45 11 4,783,173,642
Mori 2001/04  NA - - - - - NA
) ) 2001/12 4.1 1.1 0.7 1.2 2,639,222,200
Koizumi 2002/12 4.4 2.6 0.5 0.5 0.5 2,458,991,316
2008/04 NA NA
Fuluda 2008/08  11.5 9.1 1.9 1,064,122,005
2008/10 26.9 21.8 0.4 0.3 NA
Aso 2008/12 10.0 1.1 4,785,750,798
2009/04 56.8 3.8 2.8 2.2 2.5 41.8 13,925,558,233
2009/10 NA NA
Hatoyama  5009/12 24.4 8.2 4.1 0.6 10.4 84,595,989

(continued)
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Revenue source Prefectures Municipalities

Local taxes 20.3 (39.3%) 19.1 (32.7%)
Local allocation tax 9.1 (17.6%) 8.2 (14.0%)
Other general revenues 2.0 (3.9%) 3.2 (5.5%)
State subsidies 6.5 (12.6%) 9.2 (15.8%)
Local bonds 5.5 (10.7%) 4.9 (8.4%)
Other 8.2 (15.9%) 13.8 (23.6%)
Total 51.6 (100.0%) 584 (100.0%)

Source: Ministry of Internal Affairs and Communications (2018).
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Real GDP Population Participation Productivity

Growth (%) Growth (%) Increase (%) Growth (%)
1955-1965 8.60 0.96 0.36 7.28
1965-1975 7.45 1.30 -0.24 6.39
1975-1985 3.80 0.78 0.35 2.67
1985-1995 2.98 0.37 0.75 1.86
1995-2005 1.01 0.17 -0.20 1.02
2005-2010 0.33 0.05 -0.10 0.31

Sources: Cabinet Office for GDP; Ministry of Internal Affairs and Communications for population data.
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Population Participation Productivity Real GDP

Growth (%) Increase (%) Growth (%) Growth (%)
2010-2020 -0.31 -1.10 2.00 0.59
2020-2030 -0.62 -0.55 2.00 0.83
2030-2040 -0.83 -0.65 2.00 0.52
2040-2050 -1.00 -0.73 2.00 0.27
2050-2060 -1.13 -0.26 2.00 0.61

Note: Population projection is by National Institute of Population and Social Security Research.
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Major Items (trillion yen)

Infrastructure Increasing Financial ~ Supplementary Budget
Prime Total Size (public Tax Land Housing Birth and Associated with Package
Minister Date (trillion yen) ~ works) Cut  Purchase SME Investment  Rate Environment Employment  Credit (yen)
2010/09 9.8 8.1 1.1 NA
Kan 2010/10 21.1 #(17.8) #(17.8) 1.4 0.3 4,429,200,066
2011/10 23.6 12.1 9.7 11,683,206,319
Noda 2012/11 2.0 NA
2013/01 20.2 5.5 8.5 0.9 0.3 10,202,717,433
Abe 2013/12 18.6 4.5 1.0 5,465,428,138
2014/12 3.5% 3,118,034,864
2016/Aug  28.1 8.9%* 1.3 3.4 3,286,870,424

Notes: Authors’ update from Ito (2015, 208-209).

#A total of 17.8 trillion yen was to be divided among infrastructure, SME, and revitalizing rural

communities.

*The total of 3.5 trillion yen in 2014 was divided into (i) assistance to consumers and SME (1.2 trillion

yen); (ii) assistance to reinvigorate rural communities (0.6 trillion yen); and (iii) enhance resilience to

disasters (1.7 trillion yen).

**Infrastructure includes both “infrastructure for the 21st century” and “Restoration from and
resilience for earthquakes.”
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3

4

Supplementary Budget

Stimulus Package

Growth Rate Forecast, as
of January of the Year

Actual Growth
Rate of the Year

Forecast Error

Year (trillion yen) (trillion yen) =(4)-(3)
1992 -0.7 10.7 3.5 1.1 -2.4
1993 51 34.7 3.3 -0.8 4.1
1994 0.3 0.0 2.4 2.3 -0.1
1995 7.0 14.2 2.8 2.7 -0.1
1996 2.7 0.0 2.5 2.7 0.2
1997 1.1 0.0 1.9 0.1 -1.8
1998 10.3 40.6 1.9 -1.5 -3.4
1999 7.2 18.0 0.5 0.5 0.0
2000 4.8 11.0 1.0 2.0 1.0
2001 3.7 8.5 1.7 -0.4 -2.1
2002 2.5 0.0 0.0 1.1 1.1
2003 0.2 0.0 0.6 2.3 1.7
2004 4.8 0.0 1.8 1.5 -0.3
2005 4.5 0.0 1.6 1.9 0.3
2006 3.8 0.0 1.9 1.8 -0.1
2007 0.9 0.0 2.0 1.8 -0.2
2008 5.8 48.4 2.0 -3.7 -5.7
2009 14.0 81.2 0.0 -2.0 -2.0
2010 4.4 30.9 1.4 3.5 2.1
2011 15.1 23.6 1.5 0.4 -1.1
2012 10.2 2.0 2.2 1.0 -1.2
2013 5.5 38.8 2.5 2.1 -0.4
2014 3.1 3.5 1.4 -0.9 -2.3
2015 33 0.0 1.5 1.3 -0.2
2016 3.5 28.1 1.7 0.9 -0.8
2017 1.7 0.0 1.5 1.9 0.4

Source: MOF, Japan; Cabinet Office, Government of Japan.
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Revenue Source Prefectures (percentage Other Municipalities

of revenue) (percentage of revenue)
Local taxes 15.6 (30.2) 17.8 (34.4)
Local allocation tax 10.8 (21.0) 8.7 (16.8)
Other general revenues 0.4 (0.8) 2.9 (5.7)
State subsidies 8.3 (16.1) 4.8 (9.3)
Local bonds 7.5 (14.6) 5.9 (11.3)
Other 8.9 (17.3) 11.7 (22.5)
Total 51.5 (100.0) 51.8 (100.0)

Source: Ministry of Internal Affairs and Communications (2004).
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Fiscal Year 2001 2002 2003 2004 2005 2006 2007 2008
Total revenue 100 97 95 934 929 915 911 922
Local allocation tax 20 19.5 18 17 17 16 152 154
transfers

State subsidies 14.5 133 13 124 11.8 104 102 11.6
Local bonds 131 145 138 124 104 9.6 9.6 9.9

Source: Hoshi and Kashyap (2011).
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Panel A (%, Broda-Weinstein, Case 2)

Population forecast IPSSR IMF

Horizon 2100 2040 2100 2040
i-n=0 32.3 35.3 322 34.6
i-n=1 33.7 35.9 334 352
-n=2 34.9 36.5 34.6 35.8
i-n=3 36 37 35.6 36.4
i-n=4 36.9 37.6 36.4 37
Panel B (%, Broda-Weinstein, Case 3)

Population forecast IPSSR IMF

Horizon 2100 2040 2100 2040
i-n=0 44.9 40.2 40.7 39
i-n=1 44.4 40.4 41 39.3
i-n=2 43.9 40.6 41.1 39.6
i-1=3 43.3 40.8 41.1 39.8
-n=4 42.9 41 41.2 40.1

Source: Broda and Weinstein (2005).
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OEBPS/images/Table3-3.png
Inflation rates Real Domestic Real
Real GNP Gross Fixed Exports
Growth in Investment Divided Divided by
Year Rate (%) in WPI CPI by Real GNP Real GNP
1960 13.6 1.1 3.8 15.9 5.7
1961 11.9 1.1 5.1 17.5 5.4
1962 8.9 -1.6 6.9 17.5 5.7
1963 8.4 1.6 7.5 17.9 5.7
1964 11.6 0.4 4.0 19.3 6.1
1965 5.9 0.7 6.7 18.7 7.1
1966 10.7 2.3 53 18.8 7.5
1967 11.1 1.8 3.7 21.2 7.2
1968 12.8 0.9 5.5 22.9 7.9
1969 12.5 2.2 5.5 25.0 8.6

Sources: Economic Planning Agency (1988) and Toyo Keizai (1979, 1989).

Note: WPI denotes wholesale price index.
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Percentage Points

September 2015 Survey December 2015 Survey
Actual result Actual result Forecast
Medium- Medium- Medium-
Large sized Small Large sized Small Large sized Small

enterprises  enterprises  enterprises  enterprises enterprises enterprises enterprises enterprises enterprises

Manufacturing DI 12 5 0 12 5 0 7 0 —4
1. Favorable 19 19 20 19 20 20 13 14 15
2. Not so favorable 74 67 60 74 65 60 81 72 66
3. Unfavorable 7 14 20 7 15 20 6 14 19
Nonmanufacturing DI 25 17 3 25 19 5 18 12 0
1. Favorable 29 25 19 29 27 20 22 20 15
2. Not so favorable 67 67 65 67 65 65 74 72 70
3. Unfavorable 4 8 16 4 8 15 4 8 15
Source: BOJ.

Notes: D1 is defined as the percentage of respondents answering “Favorable” minus that of those answering “Unfavorable.” Large enterprises are those with capital of
1 billion yen or more, medium-sized enterprises are those with capital between 100 million yen and 1 billion yen, and small enterprises are those with capital between
20 million yen and 100 million yen.
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Japan

Average %  Maximum %  Minimum %  SD %  SD/Average
1960-1974 9.2 13.6 -1.4 3.91 0.43
1975-1989 4.4 5.7 2.5 1.04 0.24
1990-2004 1.5 5.6 -2.0 1.81 1.23
UsS

Average %  Maximum %  Minimum %  SD %  SD/Average
1960-1974 3.9 6.5 -0.6 2.22 0.57
1975-1989 3.3 7.2 -1.9 2.43 0.74
1990-2004 3.0 4.8 -0.2 1.42 0.47

Sources: Cabinet Office, Japanese Government; Bureau of Economic Analysis, US.
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Japan’s score Japan’s weighted score

Item Weight CWN CHI CWN CHI
(1) (2) (3) (1)x(2) (1)x(3)
1 Chief executive officer (CEO)
a. Term of office (5 years) 0.05 0.5 0.5 0.025 0.025
b. Who appoints CEO (executives collectively or executives 0.05 0.25 0.75 0.0125 0.0375
and legislature)?
c. Dismissal (for reasons not related to policy) 0.05 0.83 0.83 0.0415 0.0415
d. Can CEO hold other government offices (with executive 0.05 0.5 1.0 0.025 0.05
branch permission)?
Subtotal 0.104 0.154
2 Policy formulation
a. Who formulates monetary policy (bank participates but 0.05 0.67 1.0 0.0335 0.05
has little influence, or bank alone)?
b. Who has final work in resolution of conflict (executive 0.05 0 1.0 0 0.05

branch has unconditional authority, or bank on issues
clearly defined in the law as its objectives)?

c. Role in government’s budget process (central bank has no 0.05 0 0 0 0
influence, or central bank active influence)
Subtotal 0.0335 0.10

3 Objectives
a. Stated objectives do not include price stability
b. Price stability is one goal, with the others compatible 0.15 0 0.6 0 0.09
c. Objectives include stable banking system

4 Limitations on lending to government

a. Advances for nonsecuritized lending (no legal limits) 0.1765 0 0

b. Securitized lending (no legal limits) 0.1176 0 0

c. Terms of lending (agreed between bank and executive) 0.1176 0.33 0.33 0.033 0.039
d. Potential borrowers from bank (not applicable) NA

e. Limits on central bank lending (not applicable) NA

f. Maturity of loans (no mention) 0.0294 0 0

g. Interest rates on loans (no interest rate mentioned) 0.0294 0.25 0.25 0.007 0.007
h. Central bank prohibited from buying or selling 0.0294 0 0

government securities in the primary market?
Subtotal 0.040 0.046
Total=1+2+3+ 4 0.18 0.39

Note: Adopted from Cargill, Hutchison, and Ito (2000, 108-109).
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General Special Net Gov’t agencies

1981 46,921 92,321 80,212 22,172
1982 47,245 97,880 83,554 23,258
1983 50,635 106,277 90,798 24,253
1984 51,481 115,569 93,630 24,960
1985 53,005 111,775 90,834 13,952
1986 53,640 129,789 95,887 13,568
1987 57,731 145,205 102,867 5,008
1988 61,471 147,492 105,623 5,062
1989 65,859 152,802 113,391 5,042
1990 69,269 168,584 116,858 5,165
1991 70,547 177,879 120,622 5,790
1992 70,497 188,798 129,563 6,379
1993 75,102 202,241 137,912 6,778
1994 73,614 214,245 145,078 7,192
1995 75,939 232,466 155,325 7,536
1996 78,848 245,210 161,961 7,385
1997 78,470 247,036 169,939 7,256
1998 84,392 272,579 186,550 7,215
1999 89,037 279,369 198,763 6,920
2000 89,321 305,776 199,466 6,988
2001 84,811 363,337 248,343 6,628
2002 83,674 373,898 245,376 5,997
2003 82,416 357,691 230,854 5,206
2004 84,897 376,033 233,321 4,563
2005 85,520 401,184 230,183 4,103
2006 81,445 450,580 250,923 3,793
2007 81,843 353,283 203,515 2,065
2008 84,697 359,198 204,781 1,785
2009 100,973 348,060 212,710 1,530
2010 95,312 345,074 201,228 1,406
2011 100,715 376,463 223,615 1,274
2012 97,087 377,012 221,853 1,216
2013 100,189 382,717 227,684 1,133
2014 98,813 390,202 226,756 1,000
2015 98,230 386,214 228,749 920
2016 97,542 395,361 241,061 907
2017 103,426 391,445 244,673

2018 97,713 388,496 238,920

Source: Ministry of Finance Japan.

Notes: For 1981-2016, numbers are the ex post budget (actual spending and revenue); for 2017, they

are projection; and for 2018, they are the initial budget.
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Country Japan United States
Period 1953-1971 1948-1969
Average Growth Rate 8.81% 4.00%

Relative Relative
Contribution by Factor Absolute (to 8.81%) Absolute (to 4.00%)
Labor 1.85 21.0 1.30 32.5
Employment 1.14 12.9 1.17 29.3
Hours 0.21 2.4 -0.21 -5.3
Sex, age composition 0.14 1.6 -0.10 -2.5
Education 0.34 3.9 0.41 10.3
Unallocated 0.02 0.2 0.03 0.8
Capital 2.10 23.8 0.79 19.8
Inventories 0.73 8.3 0.12 3.0
Nonresidential structures and 1.07 121 0.36 9.0
equipment
Dwelling 0.30 3.4 0.28 7.0
International assets 0.00 0.0 0.03 0.8
Technological progress and residuals  4.86 55.2 1.91 47.8
Knowledge 1.97 22.4 1.19 29.8
Improved residential allocation 0.95 10.8 0.30 7.5
Scale economies 1.94 22.0 0.42 10.5
Total, allowing for rounding errors 100.0 100.0

Source: Denison and Chung (1976a, 98-99).
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Country Japan Japan

Period 1960-1970 1970-1980

Average Growth Rate 10.62% 4.84%
Contribution by Factor Absolute Relative Absolute Relative
Labor 1.59 15.0 1.01 20.9
Employment 0.97 9.1 0.63 13.0
Hours -0.06 -0.6 -0.26 -5.3
Sex, age composition 0.27 2.5 0.19 3.9
Education 0.41 3.9 0.45 9.3
Capital 3.40 32.0 1.29 19.8
[nventories 0.70 6.6 0.28 5.8
Nonresidential structures and 1.47 13.8 0.83 17.1
equipment

Dwelling 0.27 2.5 0.13 2.7
Age of equipment 0.96 6.6 0.05 5.8
Technological progress and 5.53 53.0 2.54 52.5
residuals

Knowledge 4.78 45.0 2.01 41.5
Improved residential allocation 0.85 8.0 0.53 11.0
Total, allowing for rounding errors 100.0 100.0

Source: Shinohara (1986, 17).
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Japan

Technological Non-IT
GDP Growth Progress IT Capital Capital Labor
1975-1990 4.30% 1.52% 0.40% 1.21% 1.17%
1990-1995 1.75% 0.56% 0.35% 1.08% -0.24%
1995-2002 1.61% 0.69% 0.77% 0.56% -0.41%
Us
Technological Non-IT
GDP Growth Progress IT Capital Capital Labor
1973-1990 2.92% 0.26% 0.39% 1.13% 1.14%
1990-1995 2.49% 0.34% 0.50% 0.67% 0.98%
1995-2002 2.88% 0.71% 0.93% 1.07% 0.88%

Source: Jorgenson and Motohashi (2005).
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Cycle Trough Peak Expansion Contraction
I 6/1951 4 months
11 10/1951 1/1954 27 months 10 months
111 11/1954 6/1957 31 months 12 months
\Y 6/1958 12/1961 42 months 10 months
\% 10/1962 10/1964 24 months 12 months
VI 10/1965 7/1970 57 months 17 months
VII 12/1971 11/1973 23 months 16 months
VIII 3/1975 1/1977 22 months 9 months
IX 10/1977 2/1980 28 months 36 months
X 2/1983 6/1985 28 months 17 months
X1 11/1986 2/1991 51 months 32 months
XII 10/1993 5/1997 43 months 20 months
X1II 1/1999 11/2000 22 months 14 months
XIV 1/2002 2/2008 73 months 13 months
XV 3/2009 3/2012 36 months 8 months
XVI 11/2012 *

Source: Cabinet Office, Government of Japan.
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GNP Growth Inflation =~ Monetary Base Gov’t Budget Trade Balance to

Year Rate (%) Rate (%) Growth Rate (%) Growth Rate (%) GNP Ratio (%) Major Events

1945 — 511 148.2 9.0 — Surrender of Japan in World
War II (Aug.)

1946 — 364.5 67.5 418.3 — Financial asset freeze (Feb.);
price control (March); zaibatsu
dissolution

1947 8.4 195.9 132.9 75.9 -6.2 General strikes banned (Feb.);
breakup of monopolies, land
reform, labor reform

1948 13.0 165.6 61.5 135.1 -3.8

1949 2.2 63.3 0.3 56.0 -2.0 Dodge Plan (Feb.); Unification
of multiple exchange rates
to 360yen per dollar (April);
National Railway President
Death (July)

1950 11.0 18.2 18.9 1.2 0.3 Korean War started (June)

1951  13.0 38.8 19.9 24.0 -1.9 Korean War armistice talk
started

1952 11.0 2.0 13.8 16.8 -2.3

1953 5.7 5.0 10.8 16.6 —4.5 Korean War armistice signed
(July)

1954 6.1 6.5 -0.9 2.3 -2.2

Source: Toyo Keizai (1979).
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Growth Inflation  Fixed Investment (Divided by Divided by
Year Rate (%) Rate (%)  (Divided by real GNP)  Real GNP) Nominal GNP
1955 — -1.0 9.3 5.4 -0.2
1956 7.3 0.0 11.0 5.8 -0.5
1957 8.1 3.2 12.2 5.8 -1.3
1958 6.7 -0.6 11.9 5.6 1.1
1959 9.3 1.3 12.9 5.8 1.0

Sources: Economic Planning Agency (1998) and Toyo Keizai (1979).
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Population Capital Real GNP GNP Deflator

1880-1940 1.07 3.37 3.41 2.78
1955-1970 1.01 9.95 10.35 4.28

Source: Emi and Shionoya (1973, 55).
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Employment Ratio National Income Ratio

Agriculture, Agriculture,
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Fishery Manufacturing  Service and Fishery =~ Manufacturing  Service
1878-1882 82.3 5.6 12.1 63.9 10.4 25.7
1898-1902 69.9 11.8 18.3 47.1 21.3 31.6
1913-1917 59.2 16.4 24.4 35.6 26.5 37.9
1933-1937 47.7 19.5 32.8 21.8 35.9 42.3
1955 41.0 23.5 35.5 20.4 34.5 45.2
1960 32.6 29.2 38.2 12.9 41.2 45.8
1965 24.7 31.9 43.4 9.8 40.7 49.4
1970 17.4 35.2 47.4 6.5 44.4 49.0

Sources: Ohkawa (1957) for data through 1937; Emi and Shionoya (1973, 124) for data after that time.
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Source: Emi and Shionoya (1973, 37).
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1935 8.6 49.2 17.3 24.9 17.2 445 38.3
1955  15.7 32.3 14.3 37.7 28.8 59.7 11.5
1965 6.0 16.9 13.8 63.3 18.7 59.3 22.0

Source: Emi and Shionoya (1973, 202, 206).
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Year Month  Events Japanese Prime Minister US President

1969 Nov. Nixon-Sato meeting: Discussed textile and territorial Eisaku Sato Jan.  Richard Nixon
return of Okinawa
1970 Oct. Nixon-Sato meeting: US-Japan textile negotiation, start
1971 Aug. Nixon announced the end of US dollar convertibility to
gold and imposition of 10% import surcharge
1972 Jan. Steel, VER (until December 1974) July Kakuei Tanaka
Oct. Textile Agreement
1974 Dec.  Takeo Miki Aug.  Gerald Ford Jr.
1976 June Special steel, OMA Dec.  Takeo Fukuda
1977 May Color TV OMA (until June 1980) Jan.  Jimmy Carter
1978 Beef and oranges, first agreement: Import quota Dec.  Masayoshi Ohira
increased
1979 GATT Tokyo Round concluded
1980 Procurement of Nippon Telegraph and Telephone July Zenko Suzuki
(NTT)
1981 May Auto VER (lasting until March 1984) Jan.  Ronald Reagan
1982 Nov.  Yasuhiro Nakasone
1983-84 Beef and oranges, second agreement, expansion of
quota
1984 Auto, VER extended, 1.68 million cars in 1981-1983;

then renewed later for 1.85 million in 1984; 2.3 million
in 1985-1991; 1.65 million 1992-1993

1985 Beef and oranges tariff reduction negotiation
Nakasone and Reagan agreed to hold the MOSS talks

Access to Japanese markets for the following sectors:
forest products, telecommunications equipment and
services, electronics, and pharmaceuticals and medical
equipment
US Semiconductor Association sued Japan for market
access on Section 301 of the Trade Act of 1974
Negotiation on the Semiconductor Agreement started
Sept. Plaza Agreement: Appreciating nondollar currencies
1986 MOSS concluded
GATT Uruguay Round started
Sept. US-Japan Semiconductor Agreement (numerical target:
foreign market share in Japan 20%, and no dumping)
1987 Machine tools VER (lasting until October 1993) Nov.  Noboru Takeshita
US claimed to have found evidence of Japanese
dumping, retaliatory tariffs triggered on imports of
semiconductors to the US
1988 Beef and oranges, third agreement. Abolish quotas,
tarification. Tariff rates would be lowered gradually.
Omnibus Trade Bill and Super 301 enacted

1989 May Designation of unfair trading practices under Super 301~ June  Sosuke Uno Jan.  George H. W.
(Japan, India, and Brazil) Bush
July Bush and Uno agreed to hold a Structural Impediments

Initiative (SII), which lasted until May 1990

Japanese side issues: Saving-investment pattern, Land use, ~ Aug.  Toshiki Kaifu
Distribution system, Keiretsu, Exclusive trading practices

US side issues: Saving-investment pattern, firms’

investment and productivity, Government regulation,

export promotion

(continued)
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Year Month  Events Japanese Prime Minister US President

1990 May SII Final Report was submitted to Bush and Kaifu
1991 Beef tariff implements: Tariff 70% in FY1991; 60% in Nov.  Kiichi Miyazawa
FY1992; 50% in FY1993
June Second Semiconductor Agreement (lasting until
July 1996)
1992 Machine Tools Final Agreement
1993 April Miyazawa and Clinton agreed to start the Japan-US Jan.
Framework for a New Economic Partnership
(Framework Talk)
July US Japan Framework Talk started
Nov. Hosokawa and Clinton met on the margin of the APEC ~ Aug.  Morihiro Hosokawa
meeting in Seattle
1994 April GATT Uruguay Round concluded April  Tsutomu Hata
Aug.—  Agreements reached in intellectual property, government  June  Tomiichi Murayama
Dec. procurement, insurance, sheet glass
1995 Jan. World Trade Organization (WTO) established
Agreed in the area of financial services
May USTR proposed unilateral action to impose tariffs of
100% ad valorem on Japanese exports of luxury cars
June Agreed in the automobile and auto parts sectors
(effective until June 2000)
1996 Aug. Expiration of Second Semiconductor Agreement Jan. Ryutaro Hashimoto
Dec. A renewed dispute on insurance was settled
1998 July  Keizo Obuchi
2000 April  Yoshiro Mori
2001 April  Junichiro Koizumi Jan.
2006 Sept.  Shinzo Abe
2007 Sept.  Yasuo Fukuda
2008 Sept.  Taro Aso
2009 Sept.  Yukio Hatoyama Jan.
2010 June  Naoto Kan
2011 Sept.  Yoshihiko Noda
2012 Dec.  Shinzo Abe
2013 March  Abe expressed a willingness to join negotiations of the
TPP
2015 Oct. TPP agreement forged in principle
2016 Feb. TPP agreement signed
2017 Jan. Trump withdrew from the TPP Jan.
April First meeting of US-Japan Economic Dialog (between

Deputy Prime Minister Taro Aso and Vice President
Mike Pence)
2018 March  US imposed steel and aluminum tariffs on Japan

Bill Clinton

George W.
Bush

Barack Obama

Donald Trump

Sources: Ministry of Foreign Affairs (https://www.mofa.go.jp/mofaj/area/usa/keizai/nenpyo.html) in Japanese; Cabinet Public
Relations Office, Cabinet Secretariat, Japan; TheUSAonline.com; and other media reports.





OEBPS/images/8064_014_fig_001.png
650
600
550
500
450
400
350
300
250

(trillion yen)

-~

T GFC and
Bubble Bubble Banking = \oizumi | Political
Burst Crisis
Chaos
'¢i~~'-~--—----‘
o \
A =

T

/

« Lost Two Decades »

| | |

e Real GDP
(base 2011)

== == Nominal GDP

1982 1985

1992

1997

2003

2007

2012

2017






OEBPS/images/Table14-1.png
Real GDP

growth Nominal GDP CPI inflation Change in
(base=2011) growth (headline) Unemployment Rate
1992-2012 0.8% 0.0% -0.1% 2.1% Lost Two Decades
1992-1997 1.5% 1.5% 0.6% 1.2% Long recession
1997-2003 0.6% -0.6% -0.5% 1.9% Banking crisis
2003-2007 1.7% 0.8% 0.0% -1.4% PM Koizumi
2007-2012 -0.2% -1.4% -0.2% 0.4% Global financial crisis
and political chaos
2012-2017 1.3% 2.0% 0.4% -1.5% PM Abe

Sources: Cabinet Office, Statistics Japan, and MHLW.

Note: Authors’ calculations from the data.
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Growth Rate Of

Duration Per Capita
Start of MEG (years) Income Population Income
Britain 1765-1785 180.5 2.2 1.0 1.2
France 1831-1840 128.5 2.0 0.3 1.7
United States 1834-1843 125.5 3.6 2.0 1.6
Germany 1850-1859 110.5 2.7 1.0 1.7
Netherlands 1860-1870 100.5 2.5 1.3 1.2
Australia 1861-1869 100.5 3.2 2.2 1.0
Sweden 1861-1869 100 32 0.6 2.6
Denmark 1865-1869 98 2.9 1.0 1.9
Norway 1865-1869 98 2.8 0.8 2.0
Canada 1870-1874 93 3.5 1.8 1.7
Japan (Kuznets) 1874-1879 88.5 4.0 1.1 2.9
Japan (Ohkawa) 1885-1889 78 3.6 1.1 2.5
Italy 1895-1899 68 2.8 0.7 2.1
Belgium 1900-1904 63 1.9 0.5 1.4

Sources: Kuznets (1971); Ohkawa et al. (1974, 249); Minami (1986, 37).
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Major export destinations (proportion of total exports)

1998 2011 2017
% % %

1 US 30.5 1  China 19.7 1 US 19.3
2 Taiwan 6.6 2 US 15.3 2 China 19.0
3  Hong Kong 5.8 3 South Korea 8.0 3 South Korea 7.6
4 China 52 4 Taiwan 6.2 4  Taiwan 5.8
S Germany 4.9 S Hong Kong 5.2 S Hong Kong 5.1
6  South Korea 4.0 6  Thailand 4.6 6  Thailand 4.2
7  Singapore 3.8 7  Singapore 3.3 7  Singapore 3.2
8  United Kingdom 3.8 8  Germany 2.9 8  Germany 2.7
9  Netherlands 2.8 9  Malaysia 2.3 9  Australia 2.3

10  Thailand 2.4 10 Netherlands 2.2 10 Vietnam 2.2

Major import origins (proportion of total imports)

1998 2011 2017

% % Y%
1 US 23.9 1  China 21.5 1  China 24.5
2 China 13.2 2 US 8.7 2 US 10.7
3 Australia 4.6 3 Australia 6.6 3 Australia 5.8
4 South Korea 4.3 4 Saudi Arabia 5.9 4 South Korea 4.2
5 Indonesia 3.9 5 United Arab Emirates 5.0 5 Saudi Arabia 4.1
6  Germany 3.8 6  South Korea 4.7 6  Taiwan 3.8
7  Taiwan 3.6 7  Indonesia 4.0 7 Germany 3.5
8  Malaysia 31 8  Malaysia 3.6 8  Thailand 3.4
9  United Arab Emirates 3.0 9  Qatar 3.5 9  United Arab 31
Emirates
10 Thailand 2.9 10 Thailand 2.9 10 Indonesia 3.0

Source: MOE, Trade Statistics of Japan.
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Equity and Investment Fund Shares

Long-Term Debt Securities

Short-Term Debt Securities

Outward-Inward  Outward Inward Outward-Inward  Outward Inward Outward-Inward ~ Outward Inward
1996 -43,937 9,045 52,982 68,671 87,980 19,309 12,348 13,028 680
1997 -15,522 16,447 31,969 -9,203 28,269 37,472 -16,678 10,020 26,698
1998 229 18,508 18,279 106,202 80,595  -25,607 —48,443 28,063 76,506
1999 -80,853 36,441 117,294 75,865 95,962 20,097 35,010 42,500 7,490
2000 22,580 21,396 -1,184 -10,214 51,104 61,318 26,104 16,775 -9,329
2001 -33,827 14,020 47,847 83,528 118,062 34,534 6,591 -1,407 -7,998
2002 66,960 46,333  -20,627 79,633 62,251 -17,382 -15,108 -6,960 8,148
2003 -94,994 4,995 99,989 229,957 207,260  -22,697 -20,233 -6,832 13,401
2004 -71,242 34,222 105,464 103,475 161,564 58,089 -55,636 —6,692 48,944
2005  -123,391 25,652 149,043 135,551 201,270 65,719 -1,460 -10,423 -8,963
2006 -54,437 28,963 83,400 -26,118 64,760 90,878 -67,406 -11,002 56,404
2007 23,045 30,881 53,926 41,732 120,747 79,015  -101,202 -5,744 95,458
2008 138,744 65,251  -73,493 154,865 116,501 38,364 -11,723 5,734 17,457
2009 17,633 28,023 10,390 182,270 117,515  -64,755 -419 720 1,139
2010 -15,282 19,234 34,516 203,278 208,352 5,074 -60,981 -2,359 58,622
2011 3,646 9,645 5,999 34,907 75,036 40,129  -173,798 -7,256 166,542
2012 -46,919 -17,880 29,039 105,680 132,331 26,651 -34,327 -2,207 32,120
2013 -233,182 —66,263 166,919 -11,736 -18,562 -6,826 -20,734 2,587 23,321
2014 28,660 66,322 37,662 -77,641 45,158 122,799 651 11,006 10,355
2015 188,334 201,614 13,280 65,538 164,508 98,970 -93,577 3,707 97,284
2016 141,994 90,683  -51,311 159,157 246,902 87,745 -4,655 -10,514 -5,859
2017 93,669 112,226 18,557 -117,002 -8,202 108,800 -36,348 7,669 44,017

Source: MOF, Balance of Payments.





OEBPS/images/Table12-4.png
Currency Distribution of Over-the-counter Foreign Exchange Turnover

Net-net basis,' percentage shares of average daily turnover in April®

2001 2004 2007 2010 2013 2016
Currency Share Rank Share Rank Share Rank Share Rank Share Rank Share Rank
USD 899 1 88.0 1 856 1 849 1 87.0 1 87.6 1
EUR 379 2 374 2 37.0 2 391 2 334 2 31.3 2
JPY 235 3 208 3 172 3 19.0 3 231 3 21.6 3
GBP 13.0 4 16.5 4 149 4 129 4 11.8 4 12.8 4
AUD 43 7 6.0 6 6.6 6 76 5 86 5 69 §
CAD 45 6 42 7 43 7 53 7 4.6 7 51 6
CHF 60 5 60 5 6.8 5 63 6 52 6 4.8 7
CNY’ 0.0 35 0.1 29 0.5 20 0.9 17 22 9 4.0 8
Total 200.0 200.0 200.0 200.0 200.0 200.0

Source: BIS Triennial Survey, 2016 (https://www.bis.org/publ/rpfx16.htm. Global Summary, table 2).

Notes: USD, US dollar; EUR, euro; JPY, yen; GBP, British pound; AUD, Australian dollar; CAD, Canadian dollar;
CHE, Swiss franc; CNY, Chinese yuan.

' Adjusted for local and cross-border interdealer double-counting (i.e., a “net-net” basis).

?Since two currencies are involved in each transaction, the sum of the percentage shares of individual currencies
totals 200 percent instead of 100 percent.

3The turnover for years prior to 2013 may be underestimated owing to incomplete reporting of offshore trading
in previous surveys. Methodological changes in the 2013 survey ensured more complete coverage of activity in
emerging market and other currencies.
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1982 1997 1982-1997  1962-1977
15-Year 15-Year

Tenure Percentage of Tenure Percentage of Retention  Retention
Age (years)  Population Age (years) Population Rate (%) Rate (%)
15-19 0-4 16.85 30-34  15-19 6.74 39.99 36.40
20-24 04 53.70 35-39  15-19 27.43 51.08 45.10

S+ 12.20 20+ 6.74 55.22 65.30
25-34 04 24.84 4049 10-14 12.98 52.24 42.70

S+ 59.35 15+ 43.70 73.64 73.00
35-39 04 10.74 50-54 15-19 5.01 46.65 37.70

S+ 69.62 20+ 54.61 78.44 75.90

Source: Kato (2001, table IV).
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10-Year Job 10-Year Job 10-Year Job 10-Year Job

Retention Retention Retention Retention
Japan/Core Rate (%) Rate (%) Rate (%) Rate (%)
Age Tenure 1982-1992 1987-1997 1992-2002 1997-2007
20-24 0-4 56.1 51.4 46.3 40.6
25-29 0-4 56.9 60.0 58.9 49.8
30-34 S+ 76.1 74.4 70.1 73.5
35-39 S5+ 79.6 79.5 75.1 75.7
40-44 S+ 80.4 79.6 72.4 73.6

Source: Kambayashi and Kato (2012).
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Major export items (proportion of total exports)

2003 2011 2017
(%) (%) (%)
1 Motor vehicles 16.3 1 Motor vehicles 12.5 1 Motor vehicles 15.1
2 Semiconductors 7.5 2 Iron and steel products 5.7 2 Semiconductors 5.1
3 Parts of motor vehicles 4.2 3 Semiconductors 5.4 3 Motor vehicle parts 5.0
4 Iron and steel products 3.8 - Motor vehicle parts 4.6 - Iron and steel 4.2
products
S Scientific, optical 3.7 N Power generators 3.5 N Power generators 3.5
instruments
6 Visual apparatuses 33 6 Plastic materials 33 6 Semiconductor 3.2
manufacturing
devices
7 Power generators 32 7 Scientific, optical 32 7 Plastic materials 3.2
istruments
8 Computer parts 2.9 8 Ships 3.1 8 Scientific, optical 3.1
instruments
9 Organic chemicals 2.7 9 Organic chemicals 2.9 9 Electrical apparatuses 2.6
10 Electrical apparatuses 2.5 10 Electrical apparatuses 2.6 10 Organic chemicals 2.5
Major import items (proportion of total imports)
2003 2011 2017
(%) (%) (%)
1 Petroleum 12.0 1 Petroleum 16.8 1 Petroleum 9.5
2 Clothing and 51 2 Liquefied natural gas 7.0 2 Liquefied natural gas 5.2
accessories
3 Semiconductors 4.5 3 Clothing and accessories 3.8 3 Clothing and 4.1
accessories
4 Computers and units 4.2 4 Coal 3.6 4 Telephony, telegraphy 4.1
5 Liquefied natural gas 3.8 5 Petroleum products 33 5 Semiconductors 3.7
6 Seafood 3.3 6 Nonferrous metals 2.7 6 Medical products 3.5
7 Audio and visual 2.6 7 Semiconductors 2.6 7 Coal 3.4
equipment
8 Scientific equipment 2.5 8 Medical products 2.5 8 Computers and units 2.6
9 Nonferrous metals 2.3 9 Iron ore and 2.5 9 Nonferrous metal 2.3
concentrates
10 Meat 2.3 10 Computers and units 2.4 10 Scientific, optical 2.3

instruments

Source: MOE, Customs Bureau.
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1986 Primary Secondary Tertiary Total

Japan 4,950 19,860 33,720 58,530
(8.5%) (33.9%) (57.6%)

US 3,163 29,130 77,304 109,597
(2.9%) (26.6%) (70.5%)

2004 Primary Secondary Tertiary Total

Japan 2,860 17,380 43,050 63,290
(4.5%) (27.5%) (68.0%)

UsS 2,111 21,815 120,120 144,047
(1.5%) (15.1%) (83.4%)

2014 Primary Secondary Tertiary Total

Japan 2,310 15,530 45,870 63,710
(3.6%) (24.4%) (72.0%)

UsS 2,138 19,171 129,231 150,540
(1.4%) (12.7%) (85.8%)

Sources: Statistics Bureau, Ministry of Internal Affairs and Communications, Japan; US Bureau

of Labor Statistics.

Notes: In thousand persons. Primary: agriculture, hunting, forestry, and fishery. Secondary: mining,
manufacturing, construction; Tertiary: others.
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Panel A

Japan 1977/US 1978

Age 30-40 35-39 40-49 50-54
Tenure 0-9 10-20 20+ 0-9 10-20 20+ 0-9 10-20 20+ 0-9 10-20 20+
Japan 40.0 59.7 0.3 25.2 65.4 9.4 18.6 50.5 30.9 164  46.1 37.5
UsS 76.4 23.5 0.1 62.9 35.6 1.5 48.3 36.1 15.6 34.1 36.3 29.6
Panel B Japan 2015/US 2016 (%)
Tenure 0-9 10-14 15-19 20+ of which  of which  of which
20-24 25-29 30+
Age 35-44
US (35-44) 70.3 16.3 9.6 3.8
Japan (35-39) 47.4 26.7 21.7 4.2
Japan (40-44) 35.1 14.2 21.5 29.2 24.4 4.8 0.0
Age 45-54
US (45-54) 52.7 15.4 12.5 19.4
Japan (45-49) 28.3 10.5 9.0 52.3 24.1 23.9 4.4
Japan (50-54) 254 8.5 6.6 59.5 9.0 22.6 27.9
Age 55-64
US (55-64) 45.9 13.7 10.1 30.3
Japan (55-59) 27.7 7.7 5.8 58.7 7.1 8.1 43.4
Japan (60-64) 43.7 9.8 53 41.2 4.8 4.7 31.7

Sources: Panel A: Hashimoto and Raisian (1985). Panel B: US: Bureau of Labor Statistics. Japan: Basic Survey on Wage Structure.
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All Industries Manufacturing

Firm Size All Large Small All Large Small
Summer Bonus (yen) 387,034 751,425 337,787 521,725 956,115 350,939
proportion to monthly salary 1.06 1.94 1.16 1.12 2.57 1.25

% of workers who received the bonus  81.5 97.4 89.5 90.2 98.4 91.7
End-of-Year Bonus (yen) 389,920 756,458 343,977 518,188 903,112 368,771
proportion to monthly salary 1.10 1.96 1.22 1.14 2.47 1.36

% of workers who received the bonus  84.6 97.2 92.5 91.6 99.4 94.0
Total Bonus (yen) 776,954 1,507,883 681,764 1,039,913 1,859,227 719,710
proportion to monthly salary 2.16 3.90 2.38 2.26 5.04 2.61

Source: Monthly Labour Survey, Ministry of Health, Labour and Welfare.
Notes: Large firms are those with 1,000 or more employees. Small firms employ 30-99 workers. “All” includes all the firms that employ 5 or more
workers. Monthly salary does not include overtime and other temporary payments.
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