The Japanese Experience

Gavin Cameron
Friday 18 July 2003

Oxford University
Business Economics Programme



the Japanese Economy

 Rapid growth until 1980s.

e Economic “shocks’ of 1980s and 1990s.
e |Isthisreally a“recession”?

e Can policy fix it?



Investment backlogs and reconstruction

Thewar provided a big shock to capital: in Japan 81% of shipping,
34% of industrial machinery and 25% of dwellings were destroyed.

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

I n addition, much of the capital that withstood the war was unusable for
sometime dueto lack of fuel, parts, labour and transport. Or becauseit
needed to be converted from wartimeto civilian uses. |f wesay that a
quarter of the workforce wastemporarily displaced and only a quarter
of the capital stock could be used immediately, output would be reduced
to 54% of itspre-War level.

Thereforetherapid risesback to pre-War levelslargely dueto capital
and labour being redeployed and brought back into use.

Of coursg, that still leaves the actual loss of capital and the ‘missed
years to bereplaced and doesn’t explained the prodigious post 1955
growth.



long-run Japanese per for mance

log TFP in Japanese Aggregate Manufacturing relative to USA
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Japanese industrial performance

Table 1
Relative TEP 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 4.4 82.1 759 683
Textiles 572 694 9.6 564 44.7
Paper 65.0 954 1034 1187 102.7
Chemicals 76.3 89.5 119.6 134.7 125.5
Minerals 4292 70.8 78.1 793 68.8
Primary Metals 57.0 98.5 123.8 123.5 109.7
Metal Products 39.3 75.7 74.0 819 75.9
Machinery 40.6 86.1 107.9 91.2 n/a
Hlectricals 50.5 100.0 1255 1323 n/a
Transport 40.3 85.3 98.2 104.3 971

Instruments 374 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 macroeconomic performance

OECD EU USA JAPAN GERMANY FRANCE ITALY UK
Output Growth
1960-1973 49 4.7 4.0 9.7 4.3 54 5.3 3.1
1973-1979 3.2 2.6 2.9 3.5 24 2.7 3.5 1.5
1979-1989 2.9 2.2 2.8 3.8 2.0 2.1 24 24
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 94 7.3 25 5.8 8.8 8.2 9.8
1989-1999 74 9.9 5.8 3.1 75 11.2 10.9 8.3
Inflation
1960-1973 3.9 4.1 3.1 6.1 34 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 54 6.6 5.3 25 2.8 7.5 11.4 7.0
1989-1999 2.7 34 24 1.0 24 2.1 4.6 3.8
Source: Economics of the OECD 2000 exam paper data tables 1, 4 and 5.



what happened to economic growth?

 Growth fell in two “steps’: 1973 and 1991.

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

 Four quarter recession in 2001.
 Now growing slower than other OECD.
 Alargepart of thedeclineisfrom productivity performance.



three major interpretations

e Succession of unfavourable shocks
e Japan’sstructurehasn’t changed
e Potential growth has sharply diminished

e catch-up isover; unfavourable demography; Japan’s mode
can’t adapt

« Elementsof both which interact
* shocks plus pessimism and uncertainty



1980s economic shocks

o 1985-1989 the “bubble” economy.
* Investment boom (excess capacity?)
» |and and asset prices

* policy stance - loose money, tight fiscal (low interest rates,
capital outflow)

» Persistent trade surpluses,; tension with the US.



rever se shocksin 1990s

* Yen appreciation from Plaza (1985 ) to 1996.

« Monetary policy burst the bubblein 1991 - deliber ate.
 Massiveloss of wealth.

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



fixed Investment as % share GDP
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Yen-Dollar Exchange Rate
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Per cer

Japanese Official Discount Rate
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mor e shocksin the 1990s

 Largeand rising government deficits and debt.

» Ageing population - pension problems.

* Financial market deregulation and demandsfor further
deregulation.

 Banking“crisis’, bad loansand “ credit crunch”.

e Asgan crisisof 1997-98.



but iIsthisreally arecession?

« Whereispotential growth, how bad istherecession?
 Neoclassical, “supply-siders’: it’sa natural adjustment.

« OECD and IMF: potential hasfallen to 1.5%, output “ gap”
about 5%.

 Krugman: potential is much higher 3% so “gap” ismuch bigger.



what should be done?

* First decidewhat the problem is
o Supply side: an economy with low potential?
e Or demand side?
o |Ifsupply side...
« main policy tool isderegulation
 flexibility, restructuring, corporate gover nance
« these arehappening...slowly.
e |f demand side...

e Savingsrate high, for last 10 years higher than domestic
Investment.

« Keynesian economy with insufficient demand.
 Macro policy isthe conventional remedy. Can it work?



Saving-lnvestment Balance
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Public works and GDP
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what about monetary policy?

 Nominal interest rates closeto zero: what more?
o Japan may bein “liquidity trap”
« Andworse, real interest ratesare still positive
 Crazy suggestions?
« Krugman wants positive inflation tar gets;
 McKinnon wants Y en depreciation;

« Bank of Japan hastried raising interest ratesto stimulate
(i.e. to make bankslend money they need to be ableto make
profitson loans);

o Taxpayerspay 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 measures

In October 2002, BOJ announced that it would start to purchase JGBs
in order toraiseliquidity in the money market — liquidity has doubled
since then.

Excessreserves held at the BOJ arerunning at about 30 trillion yen, up
from their average of 5 trillion yen in 2000.

Government adopted “policies’ to resolve the non-performing loan
(NPL) problem aimed at halving ratio of NPLsto total loans.

In practice, sincethereislittle new money to liquidatethe NPLs, the
policy isfocussed on hastening the resolution of NPL s and has had little
effect (except for a 2 trillion yen bailout of the former Daiwa bank).



summary

 Thetraditional Japanese model had advantages.
« But may have slowed down adjustment.

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

 Thisisnot a coincidence.

 And lack of dynamism in a major economy has effects:
e confidence
» fear of policy impotence

e Could it happen tothe US?



oecd forecasts

2000
Private consumption 0.5
Government consumption 4.4
Gross fixed investment 4.1
Exports 12.5
Imports 94

GDP at market prices 2.6

2001
1.4
2.9

-2.3

-7
-0.8
-0.3

2002
0.8
2.4
-5.5

5.5
-1.2
-0.7

2003f
0.5
1.9
-2.1
7.6
3.9
0.8

2004f
0.8
1.7
-0.7
6.2
4.5
0.9



what next?

Nasdaq 2000-02 vs. Nikkei Bear
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syndicate topics

How did Japan grow so fast between 1945 and 1990? Assessthe
contributions of high domestic saving, technology transfer, and
the Japanese labour market and system of corporate

gover nance.

| sthe Japanese recession a necessary correction to the bubble
years of 1985 to 19907

What isa liquidity trap? What isa Ricardian debt trap? Is
Japan trapped?

Why arethe Japanese such prodigious savers?
How can the Japanese banking crisis be resolved?
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