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Chapter 1

An Economy in Transition

The Move to Greater Profit Orientation

Economists often use the word “transition” to describe countries whose economies are moving from planned, socialist methods to more capitalistic, market-driven ones. Japan’s economy also is making a transition, perhaps not as radical as that of the former communist states but, to the Japanese, almost as dramatic.

To be sure, Japan has had a capitalist, market-oriented economy at least since the period following the Meiji Restoration of the 1860s. The reference to Japan’s present course as a transition in the same sense as the former communist regimes may be stretching the definition of the word. Yet, the world’s second-largest economy is acquiring a more profit-oriented thrust with a new focus on such capitalistic norms as returns on assets and the bottom line. Describing it in terms of transition helps to dramatize the point that in embarking on such a major transformation, Japan—like Eastern Europe and Russia—is hobbled by institutions, laws, regulations, habits, and a pervasive psychology, all of which are more appropriate to the old ways than to the present trajectory of economic life.

Several fundamental difficulties hamstring the Japanese economy today. Long-term growth has slowed to a rate that is typical of other advanced countries—around 2 percent or less annually. Overall productivity is relatively low and is lagging seriously in many manufacturing industries and services. Business has overinvested. Given the combination of overinvestment and low productivity, rates of return are well below those of the United States and major European countries. Finally, the financial system remains saddled with the bad loans and the wrecked balance sheets generated by the collapse of the asset-price bubble at the start of the 1990s.

All but the last of these problems existed years before the bubble burst. Eventually, Japan would have had to confront the economic complications arising from slow growth, skimpy productivity gains, and too much capital tied up in low-return investments. The financial collapse brought about by falling asset prices forced attention to all problems at once—hence, an economy in transition.

This chapter focuses on two key issues. First, what is driving the changes now underway in Japan? Second, why did it take so long for Tokyo and corporate Japan to recognize the nature of the problems hobbling the economy and to begin dealing with them?


Slowing Growth

Rich nations always grow at a slower pace than high-flying, poorer countries. All fast-expanding countries are poor, although not all poor countries experience rapid economic growth. Growth depends primarily on the productive investment of capital in physical and human resources. As investment proceeds and the capital intensity of production and technology catch up with that of the more advanced economies, the rate of expansion tends to decelerate.

These observations are illustrated in figure 1.1, plotted from data collected by the Center for International Comparisons at the University of Pennsylvania as reported in the Penn World Table, a compilation of national economic accounts for 152 countries from 1950 to 1992.1 Expenditures are denominated in a common set of prices in a common currency so that real quantity comparisons can be made, both between countries and over time. The relationship between growth and income shown in figure 1.1 plots ten-year growth on the vertical axis and real GDP per capita at the beginning of each ten-year span on the horizontal axis. For clarity, the figure shows only those 1,700 observations with real incomes above $2,000 per person, ignoring the 50 percent of the data that falls below that cutoff. Dropping half the observations at the lower end does not change the qualitative picture in the slightest. Decade-long periods were used to reduce the effects of such short-term shocks and fluctuations as business cycles. The reason for using income levels at the beginning of each ten-year period is to avoid biased observations. Fast growing countries might be expected to have higher incomes at the end of the period than would slower growing countries precisely because of the growth experience. The reverse would be true for laggards. Looking at income levels at the beginning of the period eliminates such biases.

Figure 1.1: Ten-Year Real GDP/Capita Growth and GDP/Capita (percent and 1985 dollars at purchasing power parity)
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Source: Penn World Table 5.6



Growth rates converge among richer countries. The variance of growth declines as we move to the right. It is a common observation that variance declines as the unit of observation increases in size. For example, the variability of growth among large firms is smaller than for small ones. The reason for this regularity is that large units often can be thought of as incorporating many smaller ones, whose individual experiences average out, thereby reducing variability. However, the relationship revealed in figure 1.1 is not like that. We are looking at output per capita, not total output. There is no reason to expect variability to fall as relative income increases. In fact, GDP per capita has close to a zero correlation with measures of size like population and aggregate GDP. The low variability among rich countries is not a story about size but about success.

Figure 1.2: Average Annual Growth Rate of Real GDP Per Capita Over Preceding Ten Years, Japan and United States, 1960-2000 (percent)
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Source: Statistics Bureau, Management and Coordination Agency; Department of Commerce.



Among the nineteen economies that had attained real per capita outputs greater than $10,000 in 1985 dollars, annual expansion rates over ten-year periods averaged 1.75 percent, with a range between 0.2 percent and 3.7 percent.2 New Zealand’s 1980s stagnation was at the low end and Japan itself accounted for the high figure the year it entered the big leagues of countries above the $10,000 GDP per capita cutoff. Japan’s own postwar experience has followed the pattern of other rich countries as it marched steadily down its growth curve until it fell below the average in the 1990s (see figure 1.2). Although scatter plots do not determine destiny, these observations do show the historical experience.

Since the “miracle” expansion of the 1950s and 1960s, Japan’s march toward the 2 percent level has been relentless, broken only by a spurt during the asset-bubble experience of the late 1980s. Most econometric studies conclude that given the growth of the labor force, the projected rate of profitable investment, and the expected increases in productivity, growth will settle sooner or later in the range of 2 percent a year, plus or minus half a percentage point.

To many Japanese business executives and government leaders, not to mention ordinary people, the slowdown from the go-go years of the 1950s and 1960s is a disappointment. However, for a rich country, 2 percent per capita growth is a miracle in its own right. It leads to a doubling of real incomes every thirty-five years. For one of the world’s richest countries to continue improving the economic welfare of its citizens at such a pace is almost without precedent. It is very much a twentieth-century phenomenon, and it certainly is not automatic. Some relatively rich countries like Brazil and Argentina lost their big-league status in the early part of the last century when their policies and business practices failed to sustain their economic promise. Current initiatives will determine whether Japan can make stable economic gains a twenty-first-century experience.


Capital Stock Too High, Returns Too Low

As mentioned, investment is the source of economic growth. The question of why some countries are able to marshal the savings of individuals and businesses and direct them to productive uses still is studied intensely. Some research indicates that education, income equality, price stability, and government competence are preconditions for high investment rates and subsequent economic development.3 Japan has been a standout on all these requirements.

What remains to be explained is why Japanese companies continued to invest at prodigious rates after returns fell well below the levels achieved in other advanced countries. Even after Japan’s ratio of capital to GDP topped that of the United States in the 1970s, capital intensity continued to increase. According to one survey, by the mid-1980s, before Japan’s bubble-induced investment binge, the ratio of nonresidential capital stock to economic output was some 40 percent greater than the U.S. figure.4

As capital accumulated, returns fell. First, the increased use of capital relative to such other inputs as labor led to decreasing returns. Not surprisingly, businesses slid down their yield curves. However, the second reason behind the reduced profitability of capital was low productivity in the way it was used. Detailed examinations of specific industries and production processes by the McKinsey Global Institute, the research arm of management consultant McKinsey & Co., Inc., found that inefficiency, rather than diminishing returns, explained most of Japan’s pattern of declining returns.5

Figure 1.3: Return on Business Capital in Japan and the United States, 1970-1998
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Source: OECD Outlook, June 1996, A80-81.



According to the Paris-based Organization for Cooperation and Development, and consistent with other studies, business returns in Japan fell sharply from the high-growth period and dropped below U.S. levels in the 1980s (see figure 1.3). (The return to business capital is defined as the ratio of the gross operating surplus of enterprises to nonresidential gross fixed capital valued at replacement cost. Gross operating surplus is the difference between value-added calculated at factor cost and labor income.) Since 1982, the gap between the two countries widened almost every year..

A low rate of return on capital is symptomatic of insufficient attention to profitability. Corporate Japan assigned profits a low priority for a number of reasons, many of which now are changing. Regulation of the nonfinancial and financial sectors alike blunted the focus on the bottom line. Many firms in the vast nontradable goods part of the economy operated under the consensus-producing aegis of industry associations or under government rules and guidance. These companies were assured that competitors would not introduce new products or lower prices without the consent of most members of the particular industry. Government-condoned collusion and cartels that controlled prices and allocated market shares reinforced this approach to doing business.

An explicit Ministry of Finance commitment to the so-called convoy system assured that no bank would fail and that all banks would make at least some money. In the rare instances of insolvency, MOF engineered a takeover by a healthier bank or organized loans from the government and private financial institutions to assist the ailing bank. For example, in July 1991 when loans to a bankrupt shipping company crippled Toho Sogo Bank, Ltd. it was taken over by Iyo Bank, Ltd. in an “assisted merger,” with funds provided by the Deposit Insurance Corp., the Bank of Japan and the Second Association of Regional Banks.6 The no-failure guarantee for banks extended to depositors and, by implication, to creditors and major borrowers. The reasoning was that if a bank could not fail, neither could a major borrower be allowed to go under because that would threaten the solvency of the lender.

In addition to regulating interest rates and the products offered by banks, Tokyo limited the entry of new competitors into the industry and protected banks from the pressures of a more open capital market by imposing strict limits on how corporations raised funds. Banks, therefore, were at the center of finance. Japanese companies typically had much higher debt/equity ratios than would be comfortable for an American company, bank, or shareholder. For the past twenty-five years in the United States, the ratio of debt to the market value of equity has tended to be just below 1.0. In the 1970s, the ratio was 3.5 in Japan, falling gradually to around 1.5 as capital markets were deregulated and as the stock market boomed in the late 1980s. With the breaking of the bubble, however, the debt/equity ratio jumped back to 2.0.7

Japan’s high levels of debt have been explained in part by the so-called main bank system, under which one bank has a long-term, close relationship with a company. Such ties presumably give the bank an inside view of company activities as well as confer on the banks the responsibility for guaranteeing the firm’s financial dealings with others. However, a downturn in business can leave an overleveraged firm with an insufficient cash flow to cover interest and debt repayment obligations.

In the past, the main bank was expected to arrange a salvage operation, much as the MOF rescued troubled banks. In fact, this system seemed to work for blue-chip firms, but small companies were not so well protected by their main bank relationships.8 Therefore, because highly leveraged firms were vulnerable to slower growth, the central position of banks in corporate finance has been associated with elevated rates of business failure. In the 1970s and 1980s, the ratio of liabilities to GDP of failed Japanese companies was about twice the American number. As the Japanese economy has weakened during the 1990s, liabilities as a share of GDP have been four to five times greater than the U.S. rate.


Shifting Perceptions and Policies

Not until well into the 1990s did the reality of protracted slower growth begin to permeate the Japanese psychology. Although GDP gains had begun to drop off in the early 1970s, it took until the end of that decade for the Economic Planning Agency to recognize the slowdown in its official projections. Authorities could point to other plausible causes, including the two oil shocks of the 1970s and the costs of reconfiguring much of Japanese industry to accommodate higher petroleum prices, for what they persisted in believing was a temporary phenomenon. In the 1980s, slow growth was linked to a strong yen or to other external causes. The boom of the late 1980s was not seen as abnormal but rather as a return to the golden times of
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