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the Japanese Econom y
• Rapid growth until 1980s.

• Econom ic “shocks” of 1980s and 1990s.

• Is this really a “recession”?

• Can policy fix it?



investm ent backlogs and reconstruction
• The war provided a big shock to capital: in Japan 81%  of shipping,

34%  of industrial m achinery and 25%  of dwellings were destroyed.

• W ith a Cobb-Douglas production function (with a labour share of 0.7),
a loss of a quarter of the capital stock reduces output by 8% .

• In addition, m uch of the capital that withstood the war was unusable for
som e tim e due to lack of fuel, parts, labour and transport.  Or because it
needed to be converted from  wartim e to civilian uses.  If we say that a
quarter of the workforce was tem porarily displaced and only a quarter
of the capital stock could be used im m ediately, output would be reduced
to 54%  of its pre-W ar level.

• Therefore the rapid rises back to pre-W ar levels largely due to capital
and labour being redeployed and brought back into use.

• Of course, that still leaves the actual loss of capital and the ‘m issed
years’ to be replaced and doesn’t explained the prodigious post 1955
growth.



long-run Japanese perform ance

log TFP in Japanese Aggregate Manufacturing relative to USA
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Japanese industrial perform ance

Table 1 
Relative TFP Level of Japanese Industry (US=100) 

  1955 1973 1980 1989 1998 
Total  60.5 87.8 102.6 104.9 90.2 

       
Food  73.5 84.4 82.1 75.9 68.3 
Textiles  57.2 69.4 69.6 56.4 44.7 
Paper  65.0 95.4 103.4 118.7 102.7 
Chemicals  76.3 89.5 119.6 134.7 125.5 
Minerals  42.2 70.8 78.1 79.3 68.8 
Primary Metals  57.0 98.5 123.8 123.5 109.7 
Metal Products  39.3 75.7 74.0 81.9 75.9 
Machinery  40.6 86.1 107.9 91.2 n/a 
Electricals  50.5 100.0 125.5 132.3 n/a 
Transport  40.3 85.3 98.2 104.3 97.1 
Instruments 37.4 80.1 94.3 95.2 95.3 

 



accounting for Japanese growth

1950-1973 1973-1987
GDP 9.27 3.73
Augmented factor input 5.44 2.95
TFP 3.83 0.78

Structural Effect 1.22 0.15
Technology Diffusion 0.50 0.21
Foreign Trade 0.38 0.18
Scale Effect 0.28 0.11
Energy Effect 0.00 -0.12
Natural Resources 0.00 0.00

Total explained 2.38 0.17
Residual TFP 1.45 0.61

Note: Data are annual compound growth rates.
Source: Maddison (1991) table 5.19.



OECD m acroeconom ic perform ance

OECD EU USA JAPAN GERMANY FRANCE ITALY UK
Output Growth
1960-1973 4.9 4.7 4.0 9.7 4.3 5.4 5.3 3.1
1973-1979 3.2 2.6 2.9 3.5 2.4 2.7 3.5 1.5
1979-1989 2.9 2.2 2.8 3.8 2.0 2.1 2.4 2.4
1989-1999 2.6 2.0 3.0 1.7 2.2 1.7 1.3 1.9
Unemployment
1960-1973 2.9 2.6 4.8 1.2 1.0 2.6 5.7 3.3
1973-1979 5.0 4.6 6.7 1.9 3.0 4.4 6.0 4.9
1979-1989 7.3 9.4 7.3 2.5 5.8 8.8 8.2 9.8
1989-1999 7.4 9.9 5.8 3.1 7.5 11.2 10.9 8.3
Inflation
1960-1973 3.9 4.1 3.1 6.1 3.4 4.9 4.9 4.8
1973-1979 8.8 9.6 7.8 9.5 4.6 11.1 16.7 15.6
1979-1989 5.4 6.6 5.3 2.5 2.8 7.5 11.4 7.0
1989-1999 2.7 3.4 2.4 1.0 2.4 2.1 4.6 3.8

Source: Economics of the OECD 2000 exam paper data tables 1, 4 and 5.



what happened to econom ic growth?
• Growth fell in two “steps”:  1973 and 1991.

• Since 1997 longest post-war recession:  6 quarters of negative
growth.

• Four quarter recession in 2001.

• Now growing slower than other OECD.

• A large part of the decline is from  productivity perform ance.



three m ajor interpretations
• Succession of unfavourable shocks

• Japan’s structure hasn’t changed

• Potential growth has sharply dim inished

• catch-up is over; unfavourable dem ography; Japan’s m odel
can’t adapt

• Elem ents of both which interact

• shocks plus pessim ism  and uncertainty



1980s econom ic shocks
• 1985-1989 the “bubble” econom y.

• investm ent boom  (excess capacity?)

• land and asset prices

• policy stance - loose m oney, tight fiscal (low interest rates,
capital outflow)

• Persistent trade surpluses; tension with the US.



reverse shocks in 1990s
• Yen appreciation from  Plaza (1985 ) to 1996.

• M onetary policy burst the bubble in 1991 - deliberate.

• M assive loss of wealth.

• Policy induced double-dip recession  in 1991-95 and 1997-99.



fixed investm ent as %  share GDP
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Yen-Dollar Exchange Rate
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Japanese Official Discount Rate
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m ore shocks in the 1990s
• Large and rising governm ent deficits and debt.

• Ageing population - pension problem s.

• Financial m arket deregulation and dem ands for further
deregulation.

• Banking “crisis”, bad loans and “credit crunch”.

• Asian crisis of 1997-98.



but is this really a recession?
• W here is potential growth, how bad is the recession?

• Neoclassical, “supply-siders”: it’s a natural adjustm ent.

• OECD and IM F: potential has fallen to 1.5% , output “gap”
about 5% .

• Krugm an: potential is m uch higher 3%  so “gap” is m uch bigger.



what should be done?
• First decide what the problem  is

• Supply side: an econom y with low potential?

• Or dem and side?

• If supply side …

• m ain policy tool is deregulation

• flexibility, restructuring, corporate governance

• these are happening… slowly.

• If dem and side …

• Savings rate high, for last 10 years higher than dom estic
investm ent.

• Keynesian econom y with insufficient dem and.

• M acro policy is the conventional rem edy.  Can it work?
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what about  m onetary policy?
• Nom inal interest rates close to zero: what m ore?

• Japan m ay be in “liquidity trap”

• And worse,  real interest rates are still positive

• Crazy suggestions?

• Krugm an wants positive inflation targets;

• M cKinnon wants Yen depreciation;

• Bank of Japan has tried raising interest rates to stim ulate
(i.e. to m ake banks lend m oney they need to be able to m ake
profits on loans);

• Taxpayers pay for bailout of banking system .



the credit channel
• In traditional models, asset prices do not matter for the real

economy.
• But in markets with informational asymmetries, firms prefer to

finance investments from internal rather than external funds due
to the external finance premium.

• Why might investment be sensitive to the source of finance?
• The Cash Flow Channel

• A positive (negative) monetary shock raises (reduces) current output
and cash flow and hence reduces (increases) the proportion of
investment that must be externally financed.  This lowers (raises)
the cost of capital and raises (reduces) investment

• The Asset Price Collateral Channel
• A positive (negative) monetary shock raises (reduces) asset prices

and hence raises (reduces) the value of collateral.  The rise (fall) in
the value of collateral reduces (raises) the external finance premium
and hence raises (reduces) investment.



recent policy m easures
• In October 2002, BO J announced that it would start to purchase JGBs

in order to raise liquidity in the m oney m arket – liquidity has doubled
since then.

• Excess reserves held at the BOJ are running at about 30 trillion yen, up
from  their average of 5 trillion yen in 2000.

• Governm ent adopted “policies” to resolve the non-perform ing loan
(NPL) problem  aim ed at halving ratio of NPLs to total loans.

• In practice, since there is little new m oney to liquidate the NPLs, the
policy is focussed on hastening the resolution of NPLs and has had little
effect (except for a 2 trillion yen bailout of the form er Daiwa bank).



sum m ary
• The traditional Japanese m odel had advantages.

• But m ay have slowed down adjustm ent.

• Labour system  and corporate governance are particularly slow
to change.

• This is not a coincidence.

• And lack of dynam ism  in a m ajor econom y has effects:

• confidence

• fear of policy im potence

• Could it happen to the US?



oecd forecasts

2000 2001 2002 2003f 2004f
Private consumption 0.5 1.4 0.8 0.5 0.8
Government consumption 4.4 2.9 2.4 1.9 1.7
Gross fixed investment 4.1 -2.3 -5.5 -2.1 -0.7
Exports 12.5 -7 5.5 7.6 6.2
Imports 9.4 -0.8 -1.2 3.9 4.5
GDP at market prices 2.6 -0.3 -0.7 0.8 0.9



what next?



syndicate topics
• How did Japan grow so fast between 1945 and 1990? Assess the

contributions of high dom estic saving, technology transfer, and
the Japanese labour m arket and system  of corporate
governance.

• Is the Japanese recession a necessary correction to the bubble
years of 1985 to 1990?

• W hat is a liquidity trap?  W hat is a Ricardian debt trap?  Is
Japan trapped?

• W hy are the Japanese such prodigious savers?

• How can the Japanese banking crisis be resolved?
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