From Fast to Last:
The Japanese Economy in the 1990s
Kazuo Sato
Working Paper No. 187

Working Paper Series
Center on Japanese Economy and Business
Columbia Business School
May 2001

From Fast to Last: The Japanese Economy in the 1990s
Kazuo Sato

Abstract

Japan is the first country that achieved the economic miracle of rapid growth. From stellar
performance in the 1960s, it shifted to slow-growth (1975-90) but it still maintained the highest
growth, and lowest inflation, among G7 economies. However, in the 1990s it had the lowest
growth rate among the G7. This stagnation is due to three major factors. The first factor is the
short-term reaction to the over-expansion of the economy in the late 1980s. The financial sector
still is struggling with the aftermath of the bubble. The second factor is the on-going contraction
of manufacturing. Manufacturing drove Japan's growth, especially productivity growth, but now
employment is falling in that sector. The third factor is long-term changes in the population
structure, specifically, the rapid aging of the popUlation and the low level of the birth rate. All
these changes have serious macroeconomic effects on the economy. If the Japanese economy is
to be revitalized, an intensive and extensive overhaul is required, urgently. If Japan does not
succeed at this task, its future will be dismal.
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In the 1990s Japan has been last among the G7 as far as growth is concerned. This is in sharp
contrast to its previous record. With the fastest growth and lowest inflation rate among G7
countries, Japan was the envy of other countries in the 1980s.
How has Japan moved from the top to the bottom ofthe G7? If the cause were simply a
short-term reaction to the over-expanded economy of the late 1980s, brisk growth would have
returned by now. However, there have been long-term changes in basic macroeconomic
variables. This raises the possibility that Japan's economic system is not suited to the realities it
faces. Indeed, there are many indications that Japan's economy, and even its society, is
unravelling. If Japan is to revitalize itself, a drastic change is called for in its economic system,
but there is strong resistance to such a move. This is Japan's dilemma.
The emergence and nature of this dilemma are explored in this essay. By way of context,
the first section presents an overview of the past five decades. The 1990s are then reviewed
more intensively, first on the real side, then on the financial side. The fourth section speculates
on the future of the Japanese economy.

1

Overview of Japanese Growth

The last half of the 20th century can be divided into rapid-growth (1952-74), slow-growth (197590), and ultra-slow-growth (1990s) periods.

By 1952, when the occupation of Japan came to an end, Japan had regained its prewar
level of production. From then on, the economy stayed on a rapid-growth trajectory, especially
in the 1960s when annual rates averaged a bit over 10%. This "economic miracle" brought per
capita real GDP from 30% of the US level in the early 1950s to 60% by the end of the 1960s.
The first oil shock (1973-74), marked the transition from rapid growth to slow growth for Japan,
as well as for other G7 countries. But, Japan still averaged a little over 4% annual growth during
1975-90. Per capita GDP had reached 80% of the US level by 1990.
The rapid-growth economy can be characterized as a full-employment economy of the
neoclassical type, in which saving was in short supply and investment adjusted to it. The
adjustment was made by a non-market mechanism: mainly government intervention. Japan
consequently had a highly regulated economy.
By contrast, the slow-growth economy was Keynesian, with savings in excess supply.
The government sought to manage aggregate demand so as to supplement investment. In this
way, government continued to playa vital role in the economy.
Monetary policy was the primary vehicle for government intervention during the rapidgrowth period. The hyperinflation generated by liquidification of war bonds and government
deficits after the war led to a policy of balanced budgets. This was codified in the 1947 Public
Finance Act. Although a 1965 revision allowed the government in principle to issue "deficit
bonds" if the need arose, this was not done until 1974. Instead, the central bank enforced a lowinterest policy, which set the bank loan rate below the free-market level at which savings and
investment would be equated. The ceiling on the bank loan rate necessitated credit rationing
among borrowers. This policy was effective because the bulk of savings was deposited in banks,
which were strictly controlled by the economy's monetary authorities.
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Although the bank loan rate was low compared with the equilibrium rate, it was higher
than the international level. However, borrowers could not borrow in foreign markets because of
strict regulation of international capital flows, both in and out. This made Japan's macroeconomy highly regulated. The monetary authorities enforced credit rationing so as to allocate
given saving to investing firms. In this way, saving determined investment, and this is how
Japan's macro-economy was neoclassical.
Manufacturing led Japan's rapid growth, and exports of manufactured goods grew by
leaps and bounds as industries, such as automobiles, became internationally competitive.
Exports started to exceed imports by the mid 1960s, and Japan has continued to have export
surpluses since.

1.1

The 1970s and '80s

By the early 1970s rapid growth had come to an end. Savings, however, continued to grow.
Credit rationing was no longer needed. The ample supply of credit made banks willing to lend
more generously, and borrowing firms responded by engaging in capital deepening. Thus,
investment was kept up to the level of savings. Though growth was slowing, employment was
over-full, as the supply of young labor was exhausted. In February 1973 the fixed exchange rate
system ended, replaced by flexible rates, but Japan's trade surplus continued.
The 1973-74 oil shock pushed the economy into its first postwar recession with negative
growth. Growth has never returned to its earlier levels: the economy found itself permanently
slowed, from the 10% level ofthe 1960s to the 5% level.
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The capital deepening of the early 1970s lowered the business profit rate. Low growth
and low returns made business investment low. The private savings rate started to decline, but
not as fast as business investment. The savings surplus in the private sector would have pushed
the economy into a deep recession as Japan became a savings-abundant Keynesian economy.
However, the country was rescued from this plight when, in 1975, the central government started
engaging in deficit spending. Deficits reached 5.5% ofGDP in fiscal 1978. Fiscal policy was in
active service during 1975-87.
Although the economy recovered from the oil shocks of 1973-74 and 1979-80, it was no
longer as dynamic as in the rapid-growth period. In the early 1980s, it experienced its longest
postwar recession (36 months, February 1980 to February 1983). Hence, the central bank
decided to relax monetary policy.
In the early 1980s the US dollar was very expensive. This helped Japan's exports to
expand, and the country's trade surplus continued to rise, reaching a peak of 4.0% of GDP in
1986. Japan was accumulating foreign exchange. Consequently, the money supply was growing
at a high rate, faster than nominal GDP. This led to lower and lower interest rates.
To alleviate the adverse effect of the high US dollar on the US economy, the September
1985 Plaza Accord of the G5 countries took measures to make the dollar cheaper. The real value
of the yen doubled in the next 3 years. To reduce the adverse effects of this on Japan, Japan's
central bank lowered the discount rate, ultimately bringing it to a then-record low of2.5% in
February 1987. Government deficit spending ended. A surplus emerged in 1987 and peaked at
2.9% ofGDP in both 1990 and 1991.
This low-interest policy was accompanied by a rapid expansion of money and credit
supplies. Easy money poured into asset markets, and the speculative demand for stocks and land
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sustained asset inflation. But it did not lead to inflation in the real economy. The run-up in asset
prices made everyone happy: the late 1980s was a time of economic euphoria.
The central bank belatedly decided to shift from easy to tight money, and raised the
discount rate sharply in May 1989, but money supply growth remained high in 1990. The stock
market peaked in December 1989, land prices a year or so later.

1.2

The 1990s

In February 1991, what is called the Heisei recession started. It lasted 32 months, until October
1993. Money supply actually contracted in the fourth quarter of 1992 (at a 0.2% annual rate over
the fourth quarter of 1991). The subsequent recovery was very anemic. One reason was the
increasing weakness of the financial system.
With GDP growth at 5.1 % in 1996, the Ministry of Finance saw a vigorous recovery and
moved to reduce the deficits with lower spending (especially government investment) and higher
taxes in fiscal 1997 . The timing was very poor, as the economy went into recession in March
1997.
The 1997-98 recession is Japan's severest in the postwar period, with a 2.5% contraction
ofGDP in 1998. Although officially recovered in April 1999, growth was just 0.5% in the year
ending March 2000. The labor market has remained very depressed, and the ratio of job offers to
applications sank below the 0.50 level from August 1998 to November 1999, the lowest ever
recorded from 1959 on.
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The last half of the 1990s was deflationary: the inflation rate was negative in 1995, 1996,
and 1999, and barely above zero in 1997 and 1998. The Japanese media termed this "price
destruction" (kakaku hakai).
The stock market, measured by the Nikkei, fell (albeit not steadily) from a December
1989 peak of¥38,130 to a trough of¥13,487 in October 1998. Subsequently, it has traded in a
¥16,000-20,000 range. The land price indexes have not stopped falling. In March 2000 the
national average was 70% of its 1990-91 peak, and the index for the six largest cities was just
35%.
Neither monetary policy nor fiscal policy has proved effective in the 1990s, and Japan
ended the decade the slowest growing of the G7 countries. The next two sections take a closer
look at why this was the case.

2

The Real Economy in the 1990s

Actual and potential GDP growth, as well as labor-force and labor productivity growth all have
slowed in each successive decade since the 1960s, as shown in Table 1.
Manufacturing led the spectacular growth of the 1950s and '60s, and continued to grow
faster than the economy as a whole through the 1980s. Even though manufacturing in the 1990s
grew less than the economy, labor productivity continued to increase faster in manufacturing.
Employment in the manufacturing sector grew much more rapidly than the overall labor
force during the high-growth period, but beginning in the 1970s grew more slowly. In the 1990s,
employment declined in manufacturing. This meant manufacturing's share of employment
increased during the rapid-growth period, going from 18.7% in 1955 to a peak of27.1 % in 1973.
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Thereafter, its share fell slowly, standing at 24.1 % in 1992 when the absolute level of
manufacturing employment peaked. From 1992 to 1999 manufacturing employment declined
12.7%, giving the sector a 20.8% share in 1999. The contraction of manufacturing employment
is expected to continue.
Total factor productivity growth (TFP) for manufacturing and non-manufacturing for the
last 3 business cycles are given in Table 2.
Interestingly, there has been no slackening in the pace of technological change in
manufacturing. It is non-manufacturing that has exhibited much wider variations in TFP growth.
In particular, there was zero technological progress for non-manufacturing in the 1990s, and it is
this miserable performance that pulled down overall productivity growth in the decade. This
point is important when speCUlating about Japan's near-term prospects.
It is generally agreed that actual growth was close to its potential until the mid 1970s, but
growth since has averaged almost 1 percentage point less than the potential rate (Table 1). The
question is whether the potential is now in fact even lower than the government's estimate of3%.
The potential growth rate can be decomposed into labor-force growth and labor
productivity growth. Labor-force growth is further divided into the growth of the working-age
population and the change in the labor-force participation rate. As Table 1 shows, beginning in
the 1970s labor force growth has been slower than population growth, which means the
participation rate has been declining.
It is declining labor productivity growth that accounts for most ofthe drop in the growth
rate, and the decline is in non-manufacturing. In modem manufacturing, Japanese productivity is
quite comparable to US levels. However, in the rest of the economy, especially in services,
Japan lags far behind. This is because of various structural factors such as tiny retail stores,
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where low productivity is compounded by low-paid, over-worked family workers. Although
large firms can compete with large US firms in international markets on more or less equal
footing, small Japanese firms, especially in services, have been able to survive because they are
protected from international competition.
When the actual yen-dollar rate was at ¥l 07 in mid 2000, the purchasing power parity
(PPP) rate was about ¥160. The actual exchange rate depends mostly on manufactured goods,
while PPP reflects nontradeable goods and services. The large PPP gap between Japan and the
United States arises because of much higher service prices in Japan, and those prices are high
because productivity is low.
In international cost-of-living comparisons of major metropolitan areas in the world,
Tokyo is always at or near the top of the list. Thus, in the June 2000 survey Tokyo is at 160
(New York = 100). The next most expensive city is Hong Kong, at 120.

2.1

The GDP Gap in the 1990s

Aggregate demand was weak during most of the 1990s. This is illustrated by the GDP gap,
which measures the difference between real GDP (Y) and potential real GDP (Y), (Y-Y)N.
Here I give my own estimate. The gap troughed in 1986 (during the 10th postwar recession) at
-3.3%, rose through the bubble period to peak in 1990 at 4.4%, and fell steadily through the
Heisei (11th) recession and beyond to -4.3% at the end of 1995. The gap then rose to -3.1 % but
then fell to -8.3% in 1998 and -9.9% in 1999. (The government estimate of the GDP gap is
quite similar to mine for 1990-95, but in the late 1990s quite different. The GDP gap turned
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modestly positive in1996 and turned negative in 1998 and 1999 at around -4%. This is too
optimistic an estimate as I argue elsewhere.)
Demand grew sluggishly during the decade, but supply capacity maintained modest
growth. Real GDP grew at an annual average of 1.9% from 1990 to 1997, but business net fixed
capital grew at 3.6% and potential GAP at 3.1 %.

2.2

Private Consumption

Private consumption is nearly 60% of GDP, so how it has behaved has had a strong impact on
real GDP. There is no question that the growth of real private consumption slowed in the 1990s.
It grew at 4.2% during 1986-91, but at 1.8% in 1991-97. In per capita terms, the rates are 3.8%
and 1.5%. Although this is a substantial drop, per capita growth for 1991-97 compares favorably
to the EUs 0.8% rate. The US level was 2.3%. Thus, considering the generally depressed state
of the Japanese economy in the 1990s, consumption growth was decent by international
standards. In fact, only during the recession at the end of the decade did Japanese consumers
seem to have worried much about their own finances.
During the 1997-98 recession, during which nominal GDP fell by 2.2%, nominal total
disposable income did not fall (it grew at 0.3%). However, private consumption expenditures
fell for the first time, at 0.4% (nominal; 0.5% real). Although the recession ended in April 1999,
real consumption rose only by 1.2% in 1999. Consumers apparently have become concerned
about their futures. This is so because the unemployment rate continued to rise, and land prices
continued to fall (land and housing are a major component of Japanese individual wealth). The
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weakness of private consumption in 1998-99 reflects the very poor state of the Japanese
economy.

2.3

Household Savings and Investment

A structural problem in the Japanese economy is excess saving in the private sector. This is due
to the high household savings rate. When growth is strong, saving is a virtue because it finances
the strong demand for investment. When growth is weak, saving is a curse, as Keynes showed in
the 1930s. Household savings peaked at 23% in 1974-76, then began to fall slowly until 1990,
when it was just over 12%. Thereafter, through the 1990s, the rate has been stable at around
13%.
The fall can be attributed to two factors: the onset of slow growth and the continuing
accumulation of assets. Japanese households set wealth targets and attempt to fill the gap
between current savings and the target. As accumulation proceeds, the wealth gap becomes
smaller, and so does the savings rate. This process was disrupted in the 1990s as households
found nominal incomes growing at slower and slower rates (Table 3).
At the same time, the asset markets collapsed and showed no sign of recovery.
Unemployment was rising, and life expectancies were increasing. Thus, there was growing
uncertainty about a longer future, which led people to try to save as much as possible. This must
be why the household savings rate remained stable through the 1990s.
Household investment is largely in residences. As a percentage of GDP, gross residential
investment has been falling (Table 3). The level is relatively large in Japan by international
standards because of the higher replacement need: the economic life of Japanese homes is
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significantly less than in the United States (Japan's tax code gives 27-28 years to wooden
houses' tax life. The depreciation ratio for dwellings in 1995 is, according to net stock estimates,
5.34% (Japan), 1.55% (U.S.), and 2.26% (seven European countries). The tax life, estimated as
2/depreciation ratio, is 38 years (Japan), 129 years (U.S.), and 89 years (Europe).) Reflecting
migration from rural areas, there was extensive construction of housing units in urban areas
during the rapid-growth period. With the coming of slow growth in the mid 1970s, the migration
came to a virtual end, and overall population growth also has slowed. However, the especially
low level of residential investment in the late 1990s reflected the depressed macro-economy.
The proportion fell to just 4.0% in 1998.

2.4

Business Fixed Investment and Saving

Business fixed investment plays a dynamic role in economic growth. On the one hand, it
generates a multiplier effect in support of aggregate demand. On the other, it adds to the
economy's productive capacity. Unless these two effects are well balanced, growth cannot be
maintained in a smooth, steady manner, as the Harrod-Domar theory of growth clearly
demonstrates. Japanese business fixed investment fluctuated significantly during the last half of
the 20th century, clearly representing the macroeconomic dynamics ofthe times. Table 4
provides data on business fixed investment.
To appreciate the changes fully, one must look at the yearly fluctuations, which track the
economy's cycles. Share peaked in 1970 at 21.0%, fell to 13.7% in 1978, stayed in the 14-15%
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range until 1984, and then rose to 19.5% in 1991. From that peak:, it fell to 14.7% in 1994, rose
to 16.2% in 1997, and then fell to 14.0% in 1999.
The share was still high, though falling, in the early 1970s because of the ongoing process
of capital deepening. With the onset of slow growth and the cessation of capital deepening, the
proportion bottomed out in 1976-84, averaging 14.9% during the period. It should be noted that
during the slow-growth period, the stability in investment contributed to the stability of overall
growth, especially as compared to the other G7 nations. The late 1980s rise in share reflects the
bubble economy.
Looking at growth rates gives a different picture. From 1955 to 1969, real business fixed
investment grew at a tremendous rate. Despite capital deepening, the rate dropped sharply in the
early 1970s, and investment barely grew in the last half of the decade? apparently reflecting a
cessation of capital deepening. But deepening seems to have returned in the early 1980s, and
accelerated in the late 1980s, a side-effect of the bubble.
The business sector invests more than it saves, borrowing the difference from the rest of
the economy, especially the household sector. In the rapid-growth period, this demand-supply
mechanism worked well. The government maintained a balanced budget and the external sector
also was nearly in balance. So, households saved and businesses invested. This ceased to be
when rapid growth ended. The third column of Table 4 shows that the business sector's savingsinvestment gap. In 1998 business savings actually exceeded business fixed investment.
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2.5

Government

Japanese government consumption is a small part of the economy. (In what follows, the
"government" is general government covering both central and local governments, and years are
calendar years). Just 8% of GDP for 1960-73 (during the rapid-growth period), it rose to 10% in
1974 and has remained around that level since. This compares to 15.4% for the United States
and 18.5% for the EU-15 (1997 data). Japan's low level in part reflects defense expenditures of
slightly less than 1% ofGDP, while the United States spends about 4% and European countries
spend 2-3%. But it also reflects lower spending on health and education.
For government investment, the situation is reversed. Japan spends as much as 6% of
GDP on government gross capital formation, while the other G7 nations spend 2-3%. Japan uses
government investment as an instrument of counter-cyclical policy, and its level thus varies over
a cycle.
Tax revenue is far more volatile than government expenditures. (As used here, "revenue"
includes taxes and net fiscal transfers.) Revenue was low and stable at around 14% ofGDP until
1973. Then the government went into deficit, mainly by cutting taxes. Revenue fell to 10% of
GDP in 1978. At that point, the government began strenuous attempts to balance the budget, and
revenue rose to around 17% ofGDP in each of 1989, 1990 and 1991. Reflecting active fiscal
policy and poor conditions in the economy, it has since declined, being 12% ofGDP in 1996 and
1997.
Until the mid 1970s, budgets ran small surpluses but, beginning in 1975, to stimulate the
economy out of the recession induced by the 1973-74 oil-shock, the Diet allowed issuance of
bonds to pay for deficit spending. The deficit peaked at 5.5% ofGDP in fiscal 1978. Deficit
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spending remained, but the government's goal was to eliminate it. This was achieved in 1987,
and in 1990 and 1991 the surplus was 2.9% ofGDP.
The Heisei recession started in February 1991, but the government was slow to reverse
policy. Only in 1993 was there again a deficit (1.4% ofGDP), partly the result of tax cuts.
There were further tax cuts in 1994-96, but the recovery was so anemic that the economy hardly
responded to the stimulus. The deficit reached 4.2% ofGDP in 1996. Brisk growth in 1996 (a
5.1 % rate) led the government to believe the economy had truly recovered, so it moved to
balance the budget by lowering spending (especially government investment) and raising taxes.
(The consumption tax was increased from 3% to 5% effective 1 April 1997.) The timing was
quite bad, as the economy went into recession in March 1997. For 1998 the real level of
government spending remained unchanged. With recession, tax revenue fell, and the
government's net capital transfers expanded. Consequently, the deficit was 10.2% ofGDP in
1998.
In counter-cyclical fiscal policy, timing is most important. In this regard, the Japanese
government failed in the 1990s.

2.6

Trade and Capital Flows

The external sector plays an important stabilizing role in the Japanese economy. The trade
balance has remained in surplus since the mid 1960s, except for oil-shocked 1974 and 1979-80.
As a percentage of GDP it behaves counter-cyclically, falling during cyclic upswings and rising
during downswings.
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The trade balance went from -0.9% of GDP in 1980 (the first year of Japan's longest
postwar recession) to 4.0% in 1986 (the first year ofthe next recession). Throughout the bubble
years of the late 1980s the level continued to fall, reaching 0.7% in 1990. The Heisei recession
raised it to 2.3% in 1993, it then troughed at 0.5% in 1996, peaked at 1.9% in 1998, and fell to
1.6% in 1999. This counter-cyclical property is not observed in other G7 economies: for them,
the trade balance tends to fall in a recession. Why this is so is explained later.
Real exports of goods and services maintained higher and stabler growth than real GDP
in the 1980s and '90s, as shown in Table 5. Note that exports were getting cheaper relative to
GDP throughout the period.
An important characteristic of Japan's foreign trade is an export surplus in merchandise

trade and an import surplus in (nonfactor) service trade. For example, in 1997 merchandise
exports were 9.7% ofGDP, imports were 7.3%; service exports were 1.3%, imports were 2.6%.
(The US pattern is the opposite: merchandise exports 7.8%, imports 10.0%; service exports
2.9%, imports 1.9%.)
Japan's merchandise exports are virtually all manufactured goods (98%). Merchandise
imports used to be primary commodities (especially petroleum in the 1970s); manufactured
goods were only 20-30% of total merchandise imports. However, the share of manufactured
imports started to rise rapidly in the 1980s, though the rate has slowed in the 1990s (Table 6). In
1999 it stood at 62.5%, compared to the 80-90% share for other G7 countries.
The increase in manufactured imports may be related to the contraction of manufacturing
within Japan. A small part of manufactured imports are the result of what is called the
boomerang effect: many Japanese firms, directly or through subsidiaries, produce overseas for
export into Japan.
15

As a result of current-account surpluses, Japan's (net) foreign assets have continued to
expand (Table 7). In the 1980s Japan became the largest net creditor to the world. According to
IMF data, Japan's net foreign assets were $1,154 billion at the end of 1998. In contrast, the
United States became a net debtor in the late 1980s and had net liabilities of$I,537 billion. In
short, Japan lends and the United States borrows.
To understand how exports, imports, and capital flows behave over time, one must look
at the equilibrating role of the exchange rate. Within the context of a global fixed-rate regime
that ruled until 1973, the yen-dollar rate was 360 yen per dollar from 1949 to 1971. After the
August 1971 Nixon Shock, countries attempted to maintain the fixed-rate system by making a
few revaluations. But, unable to maintain the old international monetary system, the world
economy moved to a flexible-rate system in February 1973.
The dollar was over-valued in the early 1980s and, with the September 1985 Plaza
Accord, the G5 agreed to correct this situation. Within 3 years the yen had doubled in value
against the dollar. Since then, the yen-dollar rate was on a downward trend. This was because
purchasing power parity (PPP) had been falling, as the inflation rate was much less in Japan than
in the United States. (During 1985-99 inflation in Japan was 0.6% annually, compared to 2.5%
in the United States.) The exchange rate fluctuations around this long-term trend have been
rather unpredictable. Table 8 shows peaks and trough since the Plaza Accord.
During the Heisei recession the rate fell, and in the 1997-98 recession it rose. To
understand why, one must do a little arithmetic. As noted, net exports are counter-cyclical. The
reason is that imports are more responsive to the level of domestic economic activity than
exports. When the economy goes into a recession, imports fall more than exports. Hence, net
exports (NX) tend to expand in a recession. In addition, we may assume that NX responds
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positively to the yen-dollar exchange rate. In equilibrium, next exports and net foreign
investment (NFl) are equated to one another. NFl is equal to the domestic savings surplus.
When the economy goes into another recession, investment falls more than saving. As the
domestic savings surplus expands, so does NFL The yen-dollar exchange rate rises or falls,
depending on whether NFl expands more or less than NX expands. During the Heisei recession,
NFl increased more than NX did. The reverse was true during the 1997-98 recession.

3

The Financial Side: The 1990s

The real side and the financial side of an economy are two wheels of a cart, so they have to work
together in harmony. When one fails, the other invariably collapses. The collapse of Wall Street
in October 1929 is alleged to have led to the Great Depression of the 1930s. Likewise, the
collapse of the Japanese stock market in December 1989 is alleged to have led to Japan's
recessions and ultra-slow growth in the 1990s.

3.1

Financial Deepening

The over-expansion of the stock market in Japan in the late 1980s must be seen in the broader
context of the long-term trend of financial deepening in the Japanese economy. Financial
deepening is an important aspect of economic development. As an economy matures on the real
side, it also becomes more sophisticated on the financial side. Innovating firms on the real side
must be matched by innovating banks, securities firms, and the like on the financial side.
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Deepening means more financial activity and, hence, more financial assets relative to real
production.
Let F be the outstanding balance of financial assets (at market prices) and Y be nominal
GDP. Then we can take FN as an indicator of financial depth. Table 9 tracks this ratio for
Japan and the United States.
As the 1990s ended, Japan and the United States had comparable levels of financial
depth, but there is a wide difference as regards financial structure, particularly the relative
position of money. Here we must look at money and its counterpart, bank loans, both of which
are part ofF. In 1998 for Japan, money (M3 plus CDs, thus including currency, bank deposits,
and postal savings) was 26.1 %, and loans (by private and public financial institutions) were
24.8% of total F. For the United States, the shares were 6.2% and 11.0%. (US loan data include
bank loans, other loans, and mortgages.) Thus, banks account for half of outstanding financial
assets in Japan, but only one-sixth in the United States.
Money plays a prominent position in Japanese finance because households hold most of
their financial savings in the form of money. In 1998, 64.5% of household sector F was money.
Money was followed in importance by life insurance equity (24.3%). Japanese families love life
insurance far more than those in other countries (in Japan, life insurances are a form oflong-term
saving. If the subscriber survives until the maturity date, he/she is paid the accumulated sum in
full). Japanese households own few stocks and bonds: corporate stock was just 6.3% ofF. For
US households, money was 12.0%, and life insurance equity a mere 2.3%, while stock was
16.3% of their total Fin 1998. Moreover, because 29.1 % of US household F was in pension
funds, and corporate equities were 27% of pension-fund reserves, US households exposure to
equities rises to almost 25%.
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In the United Sates, the stock-market's spectacular rise in the 1990s is alleged to have
exerted a wealth effect on private consumption. In Japan, because households own few corporate
equities, private consumption may have been insulated from any wealth effect (which would
have been primarily negative in Japan's case, given the course of the market in the 1990s). The
wealth effect from sinking land prices is a different story. Despite exorbitantly high land prices,
home ownership is high in Japan at 60% in 1998, which is comparable to the US level of64%.
Thus, land is a particularly important asset to Japanese households, accounting for 40% of total
household assets; dwellings add another 10%. Those who bought during the bubble period have
suffered much from falling prices. Because home purchases typically depend on mortgages that
may exceed current values, personal bankruptcies have mushroomed since the late 1990s.
Japanese households are inclined to hold money and life-insurance products because of
strong risk aversion. However, households diversified away from money during the 1980s, as
shown by the sharp rise in life insurance equity as a financial asset (Table 10). They also shifted
to (potentially) more profitable assets such as stocks during the late 1980s bubble as the earnings
motive overrode the security motive. But with the collapse of the bubble in 1989, there was a
shift back to money although insurance continued to increase share during the 1990s. This
reflects a reassertion of the security motive.
When households save and increase their bank deposits, postal savings, and life insurance
equity, financial institutions as their depositories must lend the funds out. The loan balance in
the economy expanded at an average rate of9.3% from 1980 to 1990, while nominal GDP grew
at 6.0%. In the 1990s (to 1998), however, loan balances grew only modestly, at 2.6%, while
nominal GDP grew just 1.9%. The ratio ofloan balances to GDP moved from 1.51 (1980), to
2.06 (1990), to 2.16 (1998).
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Apart from money and life insurance, the outstanding balance of government bonds
continued to increase as government deficits persisted. As a percentage of the economy's total F,
the balance of government bonds (national, local, and public corporations) rose from 4.4%
(1974) to 9.9% (1998). One must note that 96% of these bonds are held by financial institutions
and government agencies.

3.2

The Fragility of the Banking System

When households save in bank deposits and postal savings, banks (private and public) must lend
the funds, mainly to business firms. Hence, bank loans and bank deposits change more or less
equally in volume. For deposit-taking banks, the loan balance was 92.2% of the deposit balance
as of the end of 1998.
An important economic point here is how fast bank loans expanded, and who borrowed
the funds. As noted, the loan balance out-stripped nominal GDP in growth through the 1980s.
For domestically licensed banks

~enkoku

ginko, which are the deposit-taking banks other than

shinkin), from 1980 to 1990 the lending balance grew at an average rate of6.5%. According to
the banks, their lending to small firms expanded at an annual rate of 14.4%, while loans to
individuals increased at 14.9%, and loans to all others grew at 4.6%. The result of these
differences in growth rates are reflected in Table 11, which shows the distribution of loans by
type of borrower.
Because (as groups) small firms and individuals are more risky than large firms as
borrowers, the banks' credit risk increased steadily through the 1980s. This is clearly the other
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side of financial deepening. However the monetary authorities kept silent on this increase in the
systemic risk that was creeping steadily through the system.
Unlike in the 1980s, the deposit balance and the loan balance diverged from one another
in the 1990s. From 1990 to 1999, the deposit balance of the deposit money banks grew at an
average annual rate of2.4% and the loan balance at 0.7% (from 1980 to 1990,9.3% and 9.6%
respectively. Nominal GDP grew at 6.0% (1980-90) and 1.6% (1990-99) respectively). Small
firms' share of the loan balance rose in the 1980s, but in the 1990s it remained stagnant and, in
fact, contracted in the late 1990s as lenders became weary of high-risk borrowers. This is the

kashi-shiburi phenomenon (reluctance to lend) that was much talked about during the 1997-98
receSSIOn.
Through the 1980s, especially the late '80s, monetary policy remained relaxed, allowing
the money supply and credit supply to grow at a fairly rapid rate. The Bank of Japan continued
to cut the discount rate, and bank lending rates and other market interest rates followed. This
generous monetary policy gave rise to the economic bubble of the late 1980s. But the seed for
future troubles was planted at this time, as banks had to accept more and more credit risk to put
their funds to work.
Risky borrowers included real-estate speculators. They became notorious in the late
1980s for the aggressive tactics (jiageshi) used to force owners to sell and tenants to move so that
they could assemble sites for redevelopment. The speculators financed their activities primarily
with loans fromjusen (housing loan companies). These had been set up as nonbank subsidiaries
by the large city banks and agricultural cooperatives in the 1970s. Jusen did not accept deposits,
instead funding themselves by borrowing from their parent banks and co-ops. As nonbanks, they
were not subject to government banking regulations. Indeed, they were basically unregulated.
21

Many of their loans went to borrowers who were considered too risky by their parents. Loan
balances atjusen grew at an annual average of 15% from 1980 to 1990.
Such loans were not a problem as long as the bubble continued, and large profits were
made as real estate values climbed. Unfortunately, the land-market bubble ended around 1990.
Speculators were stuck with undevelopable land. Unable to pay even the interest on their loans,
they defaulted. The epidemic of bad loans was given the official euphemism "nonperforming
loans".
When a lending institution is burdened by too many bad loans, it has to declare itself
bankrupt. The first to go were the 7 jusen. The parent banks and co-ops refused to take
responsibility for their subsidiaries' failure. In 1996 the Ministry of Finance decided to allow the
jusen to liquidate, with their nonperforming loans taken over by the government.
Initially, banks hid bad loans. Loans in default were given extended maturities, lower
interest rates, and even loans to pay interest due. This was done in the belief that, with time, the
economy would recover and the loans could be repaid. But that did not happen, and by the mid
1990s the bad loan problem could no longer be covered up.
The convoy system was for a long time the basic principle of Japan's monetary
administration. The authorities extended assistance to the weakest banks to enable them to
survive, the stronger banks were expected to take care of themselves. In this way, there were no
bank failures during the slow-growth period. In the 1990s, MOF abandoned the convoy system,
and let the survival of the fittest be a new guiding principle. As a result, the government allowed
a few small banks to go bankrupt.
However, some of the larger banks were showing signs of serious trouble. Among them
was Hokkaido Takushoku Bank, one of the smaller of the 12 city banks. It went bankrupt in
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November 1997. Yamaichi Securities, one of the big-four brokerage houses, went bankrupt the
same month. Nissan Life Insurance, a mid-size firm, failed around the same time. MOF
responded by seeking to reactivate the convoy system. In October 1998 the government
nationalized the Long-Term Credit Bank of Japan (LTCB) rather than allow it to declare
bankruptcy. Reorganized and with a restructured balance sheet, it subsequently was reprivatized.
Even when nonperforming loans could no longer be hidden entirely, MOF and the banks
continued to down-play the problem. The first estimates published in late 1995 by MOF put
nonperforming loans at 15% of total loans. Banks were instructed to write them off according to
a schedule. Unfortunately, as old bad loans are taken care of, new ones have cropped up. Hence,
the liquidation has become a long, drawn-out process. While banks suffer from nonperforming
loans, they cannot be strong.
In the meantime, after being tightened in 1989-90, monetary policy was relaxed. The
Bank of Japan (BOJ) cut the discount rate repeatedly, eventually, in September 1995, to 0.5%,
the lowest level in Japan's history. Since then, the rate has remained unchanged. For a practical
policy instrument, BOJ intervenes in the call market. (The call or interbank market in Japan is
comparable to the federal-fund market in the United States, with banks extending or taking out
very short-term call loans.) As a result, the call rate for non-collateralized overnight loans, which
had been higher than the discount rate, dropped below the discount rate in September 1995 and,
in August 1998, it fell toward O. In October 1999 it was 0.02%. In other words, call loans
became virtually free. This was dubbed the "zero-rate" policy. Still, the economy refused to be
reinvigorated. In August 2000, BOJ judged the economy had gained enough momentum to end
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the zero-rate policy, and raised the target call rate to 0.25%. The Ministry of Finance argued this
was premature.
In April 1998 a revised Bank of Japan law took effect, giving BOJ some independence
from the government in general and the Ministry of Finance (MOF) in particular. This included
reorganizing the bank's decision-making body, the Policy Board. The August 2000 policy
change marked the first instance ofBOJ standing against pressure from MOF. Until then, in the
field of monetary policy, BOJ always obeyed instructions from MOF. Whether BOJ can make
itself as independent as the US Federal Reserve or the Germany's Bundesbank is yet to be seen.

3.3

Business Groups

The predominance oflarge business groups (commonly termed keiretsu) is a well-established
feature of the Japanese economy. The six largest -- Mitsui, Mitsubishi, Sumitomo, Fuyo, Sanwa,
and Dai-ichi Kangin -- average 4 financial institutions and 26 non-financial corporations, 20 of
which are in manufacturing, especially heavy industry. The financial institutions are a city bank,
a trust bank, a non-life (fire and marine) insurance company, and a life insurance company. The
city bank and life insurance company are of particular importance because they extend loans to
the group's non-financial firms, with the bank serving as the members' "main bank". The Fuyo
group is centered on Fuji Bank, and Dai-ichi Kangin on Dai-ichi Kangyo Bank. Otherwise, at
one time the bank names were eponymous with the groups but, as result of mergers, the Mitsui
group bank is called Sakura and the Mitsubishi group bank is Bank of Tokyo-Mitsubishi.
Until 1945 the groups were controlled by zaibatsu families through a holding company,
with the banks and other financial institutions being of less importance. The groups engaged in
24

capital-intensive and technology-intensive industries. The US government felt the zaibatsu
families were responsible for Japan's aggression, so after World War II the families were
required to sell their equities. The holding companies were dissolved, and shares in the various
firms dispersed relatively widely.
However the firms soon began to regroup, creating enterprise groups (ldgyo shudan),
which later came to be called keiretsu. With no centrifugal zaibatsu family and holding
company, a group is a cooperative organization of firms. However, the city bank and the life
insurance company are considered the core of the group.
The groups initially primarily were in manufacturing and trade but, as time went on,
finance increased in importance. This is seen in the distribution of assets between financial and
non-financial firms within the groups (Table 12). This indicates how the 6 groups have taken
advantage of the economy's move toward financialization.
The increasing financialization of the 6 groups also is seen in the fact their share of sales
in the non-financial corporate sector stayed at 15% or so from 1970 to 1990, but fell to 12% in
the late 1990s. By contrast, looking just at banks and insurance companies, the groups' share of
total assets rose from 42% in 1970, to 51 % in 1980, to 58% in 1990. In the 1990s the share has
fallen somewhat and been volatile.
All this means that by the 1990s the 6 groups had transformed themselves from
production groups into financial groups. With the poor performance of the financial sector in the
1990s, the large business groups have accordingly also done poorly.
This poor performance has prompted some action in the form of mergers. In early 2000
all 6 groups announced either mergers involving their main banks or the forming of holding
companies that brought their financial institutions together. This reduces the 6 major groups to 4
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as regards banks (Table 13). (After World War II holding companies had been banned as part of
the zaibatsu dissolution. A 1997 revision to the law allows them subject to certain restrictions.)
The existence of a main bank has been the hallmark of a business group. When these
banks merge or join hands, the raison-d'etre of the group itself must be questioned. How this
change affects groups is yet to be observed.

4

The Japanese Economy: Quo Vadis?

After a decade of stagnation and ultra-slow growth, where will the economy go in the 21 st
century?
The government issues a national economic plan every 5 years or so, among other things
setting a growth target. Table 14 gives the projected and actual growth rates for plans since
1988. The 3.0 - 3.5 % growth target for the 1990s corresponds to the potential growth rate of
3% which was generally believed to apply to this decade. But the actual fell far short of the
potential. Having miserably failed in the two 1990s plans, the government apparently has
lowered its sights for the first decade of the new century.
With population growth of 0.3% in the 1990s, 3% target GDP growth implies 2.7% per
capita growth. In 1999-2010, total population will be virtually stationary (assuming the lower
end of the popUlation projections), so per capita growth and target overall growth would be the
same 2%. Apparently the government has become much more pessimistic about growth
prospects. But cannot Japan achieve at least 2.7% per capita growth in the coming decade?
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To answer this question, I conduct a simple exercise involving labor productivity (LF)
growth. Also, following the new OECD classification, the economy is divided into industry
(mining, construction, manufacturing, and electricity) and nonindustry.
First, using the first years of recessions to establish the periods, we compare 1985-91 and
1991-97. LP growth fell from 3.3% to 1.0% in the total economy, from 3.5% to 2.7% in
industry, and from 3.2% to 0.5% in nonindustry. The decline in LP growth was 67% in the total
economy, which is the weighted average of23% in industry and 84% in nonindustry. As noted
earlier, total factor productivity (TFP) growth gives an even more striking contrast been industry
and nonindustry. Industry, particularly manufacturing, held its own in the 1990s. The problem
is with nonindustry.
To see whether Japan's experience is unusual, compare it to 1990-98 LP growth in the
other G7 nations. For the total economy, LP growth ranged between 1.2% (Canada) and 2.3%
(Germany), with a simple average of 1.7%. Japan's 1.0% is by far the worst of the group. To
achieve even the average would be a significant improvement.
For industry, LP growth ranged from 2.6% (Italy) to 5.4% (United States), with a simple
average of3.8%. Japan's 2.7% is again at the lower end of the range. If the United States can
achieve 5.4% in an economy larger than Japan's, surely Japan can do better than it has.
For nonindustry, LP growth ranged from 0.6% (Canada) to 1.8% (United Kingdom), with
a simple average of 1.2%. Once more Japan is at the bottom, with a mere 0.5%. Although it
generally is difficult to improve productivity in nonindustry, in the Japanese case, there are many
areas, especially in the service sector where, Japan's productivity levels lag far behind other
advanced countries. The present hope is the information technology revolution (IT), on which
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much has been written. All this suggests it must be possible to set the target growth at a higher
level.
In the 1980s Japan's LP growth rate in nonindustry was as high as 3.2%. IfLP growth
can be raised to its 1980s level, Japan's potential growth can be 3% or higher. One must,
however, keep in mind two negative factors: the rapid decline in the working-age population and
the absolute decline in manufacturing.

4.1

Population and Labor Force Growth

The steady decline in the size of the labor force (and projected decline in total popUlation) is a
serious hurdle to increased growth. The Ministry of Health and Welfare in 1997 projected that,
at the low end of the estimates, total population would peak at about 127 million around 2004
and by 2050 have fallen 27% to 92 million.
The total fertility rate (TFR, the number of children the average woman has in her
lifetime) was just 1.38 in 1999, well below replacement level, which is slightly above 2. The
decline in TFR reflects a number of factors. Marriage occurs later. Once, 25 was considered the
upper limit on a woman's being marriageable; after that, she was considered an old maid and
society looked askance at her. This is no longer the case. Indeed, many women choose not to
marry at all. Later marriage means fewer children, at least in Japan, where children born out of
wedlock have remained at around 1% since the 1960s. (This is in sharp contrast to other
advanced countries: from 1960 to 1996 the share of live births to unmarried women rose from
11 % to 53% in Sweden (which has the highest level), and even in Catholic Italy it went from
2.4% to 8%. In the United States, it went from 5% to 32%.) Social sanctions against illegitimate
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births remain powerful in Japan. This means total fertility will remain low, and fall further, if
women become even more independence-minded and prefer singlehood to motherhood.
The popUlation is getting older. This is a universal trend in developed countries, but the
process has been remarkably rapid in Japan. The share of the population 65 or over has risen
from 5% in 1950 to 17% in 2000, and is expected to reach 32% in 2050. Many older men have
preferred to continue working (their labor-force participation rate has hovered around 37-38%
since the mid 1980s), so the labor force may not decline as much. However, fewer children and
more oldsters means a continued rise in the average age of a worker. Older workers generally are
considered less capable or willing to learn new tricks and be otherwise less amenable to change,
although this is partly offset by maturity and the proficiency that comes with experience.
The decline in the labor force can be supplemented by importing foreign workers (as the
United States does). But xenophobia remains very strong in Japan. Despite an influx of illegal
aliens in the late 1980s and early '90s, the number of aliens residing in Japan is still less than 1%
of the population. (This excludes Koreans born in Japan, who are treated as aliens.) Unless there
is a fundamental change in the Japanese psyche, the labor supply is not likely to be supplement
by in-migration.
One more point about aging is its social and economic costs. The social security system
is expected to go bankrupt soon if the present contribution-benefit system continues. Medicare,
introduced in the 1980s, will become too much of a burden on public finance. In April 2000, a
new geriatric care insurance (kaigo hoken) went into effect under government administration to
give medical treatment to the seriously invalid old. In earlier times, the family was expected to
take care of its aging grandparents, but the 3-generation family has been on the decline, and the
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younger generation is less willing to care for aging parents. In this regard, Japan's society is
clearly in a transition.

4.2

The Service Revolution, Industrial Structure, and the Trade Balance

Manufacturing was the engine of Japan's rapid growth. Even though its importance diminished
in the slow-growth period, its share of employment did not fall until 1992. This is quite different
from the other G7s, where manufacturing employment was falling in share, and even absolute
number, once the service revolution started. Since 1992, manufacturing employment in Japan
has declined 14% in absolute number, and the contraction is expected to continue.
Employment in trade was stationary in the 1990s, so most of the decade's increase in the
labor force was in services. This change in employment structure reflects a change in demand
structure, which is related to, among other things, the aging of the population. Although younger
households spend significantly on industrial goods, households after middle age apportion their
consumption expenditures more toward services such as leisure activities. Moreover, the older
segments require more medical care.
As the demand for goods falls relative to total GDP, manufacturing contracts. GDP
originating in manufacturing was nearly flat in the 1980s as a percentage oftotal GDP: 29% in
1980,28% in 1990. However, in the 1990s the share started to decline; it was 24% in 1998.
Manufacturing exports followed a quite different course, going from 43% of GDP in
manufacturing in the early 1980s to 33% in the early 1990s, but had risen back to 43% in 1998.
It should also be noted that industrial goods are supplied increasingly by imports.
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The US experience is encouraging. There, manufactured exports rose from a low of2l %
ofGDP in manufacturing around 1985 to 43% in 1997. This seems to indicate that even though
domestic manufacturing may contract, manufactured exports may not.
Whether net exports rise or fall as a percentage of GDP depends on how the domestic
savings-investment balance behaves. This is because, in equilibrium, net exports and net foreign
investment are equal. Let us assume that the government eventually succeeds in balancing its
budget. Then the savings-investment balance in question is that ofthe private domestic sector.
If the growth rate is to be, say, 2% as the government's economic plan projects, it is inevitable
that domestic private investment will fall as a share of GDP.
Will the household savings rate fall below the 13% level ofthe 1990s? The answer to
this question is unclear. On the one hand, the ongoing population aging may force households,
especially old ones, to consume more and save less (logical if providing for old age is a reason
for saving). But, so far, that has not happened. It is known that Japan's household saving
exhibits the following pattern. When young, the savings rate is relatively high. For the older and
retired, incomes from public and private pensions tend to fall toward subsistence, so there is no
saving, and even dissaving. However, a large percentage of older males continue to work. As a
result, they have more income than they currently need, and thus tend to save even more than
younger households. With increased life expectancies, all households may try to save as much as
possible for an uncertain future. If so, the household savings rate may not fall as much, and the
private savings surplus may persist.
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4.3

Work Ethic

In the final analysis, the strength of a national economy lies in the vitality of its labor. Japan's
celebrated "lifetime" employment system, with its mutual commitment, allowed both firms and
workers to evolve to meet changing needs and markets as the economy grew. In the 1990s,
however, the system started to show signs of breaking down. This trend was accelerated by the
rise of the unemployment rate from 2% toward 5%. When employment is no longer secure,
employees are discouraged from acquiring the traditional characteristics of Japanese labor. High
mobility may be a sign oflabor-market mobilization, but the economy may have to pay a high
price for it.
Labor of high quality is produced by a well-functioning education system. Although the
"exam hell" is criticized for killing student initiative in original thinking, Japan used to take pride
in its schools. Unfortunately, the system has started to show serious signs of unravelling,
especially at the junior-high school level. Ijime (harassment or tormenting) started to rise sharply
in these grades in the mid 1990s. Bullies torment classmates who are mentally or physically
weak. In extreme cases, this has led to suicides. School authorities invariably claim they are
unaware of ijime in their schools, apparently seeking to excuse themselves of any responsibility
for the violence.
A related phenomenon is a sharp increase in those students who refuse to go to school.
According to an August 2000 Ministry of Education report, junior-high students who cut classes
more than 30 days in a school year were 2.5% of the student population in 1999. Over the 8
years since the surveys were started, delinquents have doubled in number.
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In addition, in 1999,22.5% of new college graduates were unemployed. Although some
were jobless because of the depressed labor market, others were so by choice. There also are
large numbers of young people who have closeted themselves at home, shutting themselves off
from society.
These and other events indicate that Japanese society started to be ailing in the 1990s.
Something has gone fundamentally amiss and, if not remedied, it, more than anything else, may
undermine the foundation of society.

4.4

The Economic System

Japan has, since the early 1950s, been ruled by the triad of elite bureaucracy, political parties,
and big business. The general populace benefited from postwar economic growth sufficiently to
have little concern for the give-and-take among the elite groups. But now, more often than not,
the triad's collaboration has degenerated into collusion and corruption. Since the mid 1980s there
have been recurrent scandals involving members of the triad, and the scandals became more
numerous in the late 1990s. This is reflected in the international corruption index. Japan is
exactly in the middle of the list, which means it ranks low among developed countries.
As a general rule, the more regulated an economy, the more often there is corruption.
Thus, Indonesia and China are considered quite corrupt. On the other hand, Singapore is on the
top of the index, reflecting strict enforcement of its laws and the severe punishment meted out to
those who violate them.
Japan intensified regulations during World War II and kept them largely unchanged after
the war (the so-called 1940 system). This meant the elite bureaucracy became quite powerful.
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National politics was run largely by the Liberal Democratic Party (LDP), which was in power
continuously for 38 years after its formation in November 1955. It lost its Diet majority in July
1993, but after 9 months returned to the government. Needless to say, politicians in power have
a great deal to give. In return, they take from big businesses in the form of political
contributions.
The give-and-take system is still in operation. Deregulation became a popular issue in
the 1990s, and the government is supposed to push ahead. In reality, members of the triad have
been dragging their feet, stalling deregulation to protect their own interests. The elite
bureaucracy, butt of much public criticism for its poor handling of various crises of the 1990s,
remains powerful. The LDP again lost a majority in the Diet (House of Representatives) in the
June 2000 elections, but with 233 seats (out of 480) it remains in power.
It seems the triad will run Japan for the time being.

5

Conclusion

Japan is the first country that achieved the economic miracle of rapid growth. From its stellar
performance in the 1960s, it moved into a slow-growth period (1975-90) during which it still
maintained the highest growth, and lowest inflation, among the G7 economies. However, in the
1990s it had the lowest growth rate among the G7. This stagnation is due to three major factors.
One is the short-term reaction to the over-expansion of the economy in the late 1980s, especially
on the financial side. The financial sector still is struggling with the aftermath of the bubble -indeed, the situation deteriorated further in the late 1990s. The second factor is the on-going
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decline of manufacturing. Manufacturing drove Japan's growth, especially its productivity
growth, but now employment is falling in that sector. The third factor is long-term changes in
the population structure, specifically, the rapid aging of the population and the low level of the
birth rate. Manufacturing drove Japan's growth, especially its productivity growth, but now
employment is falling in that sector. All these changes have serious macroeconomic effects on
the economy.
The 1990s probably is a turning point as momentous for Japan as the Meiji Restoration
and the defeat in World War II. On those occasions, Japan's economic system was significantly
transformed. Modem economic growth followed the Meiji Restoration, and the economic
miracle of rapid growth followed World War II. If the Japanese economy is to be revitalized, an
equally intensive and extensive overhaul is required, urgently. But, unlike the preceding turning
points, this one has to be undertaken with no coercion from the outside. If Japan does not
succeed at this task, its future will be dismaL This is really a critical moment for the Japanese
economy.
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Table 1. Overview, by Growth Periods, 1960-97
(Annual growth, in percents)

Rapid l

Transition

Slow

1960
-69

1970
-74

1975
-90

1991
-97

1991
-99

10.5
>10

5.9

4.1
5

2.0
3

1.3

Actual GDP
Potential GDP

1.1

1.2
0.9
3.2

0.8
1.2

0.8
0.7
0.6

Population 15 or older
Labor force
Labor productivity

4.4
0.4
4.0

2.0
-0.5
2.5

1.9
1.9
8.4

14.8
4.3
10.1

1
2

0.9

8.1
0.0

Ultra-slow2

0.9
-1.1

2.0

Growth period
Years

Manufacturing:
RealGDP
Employment
Labor productivity

Most discussion take the first oil shock (1973-74) as the end of the rapid-growth period. Here, data are
given separately for the 1960s to show the economy's dynamism during that decade.
The 1991-99 rates are lower than those for 1991-97 because the economy shrank in 1998.

Table 2. Total Factor Productivity Growth, 1979-97

(Annual percentage rates of growth)

1979-85

1985-91

1991-97

2.6

2.7

1.2

1.8

3.0
0.0

Manufacturing
Non-manufacturing

Data are for business cycles measured from the first year of a recession.
Total factor productivity growth is the residual after subtracting the weighted average of labor input growth and
capital input growth from total output growth. It represents technological change. Capital input is represented
by the official estimate of the gross fixed capital stock. As it considerably overstates capital growth, TFP
growth is understated. But the direction of change remains the same.

Table 3. Household Incomes, Saving, and Investment, 1975-98

(In percents)

1975
-79

1980
-84

1985
-89

1990
-94

1995
-98

10.9

5.9

4.7

4.4

1.5

Income growth 1

10.0
7.0

9.1
5.5

8.3
5.3

6.8
5.3

7.0
4.7

Household, as percent of GDP:
Saving2
Gross residential investmenf

2
3

Average annual increase in nominal household income.
Net saving (saving minus investment) by the household sector during the period.
In 1970-74, gross residential investment by households was 7.1 %.

Table 4. Busiuess Fixed Iuvestmeut, 1955-90

As%
ofGDP
13.3
18.9
17.7
18.9
14.8
15.7
16.7
17.8
15.1

Real
Growth l
21.1
19.1
16.5
5.4
2.0
5.2
10.7
a_I. 1
b2.1

Savings
Gap2

-7.5
-5.8
-4.9
-5.6
-5.4
c-O.1

1955-59
1960-64
1965-69
1970-74
1975-79
1980-84
1985-89
1990-94
1995-99

1 Annual rate from the beginning to end of the period.
2 Business saving minus business fixed investment, as a percentage of GDP. The business saving series is
not carried backward beyond 1970 in the revised national accounts.
a
b
c

The growth rate is somewhat misleading as investment peaked in 1992 and troughed in 1994.
The growth rate is somewhat misleading as investment peaked in 1997 and troughed in 1998-99.
Data are for 1995-98. In 1998 business saving exceeded business investment.

Table 5. Growth of Exports and GDP, 1978-98

(Annual percentage rates)

1978-86

1986-93

1993-98

6.5
3.5
-2.9

4.7
3.6
-1.1

5.0
1.2
-5.0

Real exports
RealGDP
Relative prices!

Rates are measured from peak-to-peak of the trade balance's share of GDP.
1

Growth of export price deflator minus growth of GDP price deflator.

Table 6. Mannfactured Goods as a Percentage of Total Imports

1980

1985

1990

1995

1999

21.3

31.5

49.8

59.9

62.5

Table 7. Japanese Net Foreign Assets as a Percentage of GDP

1970

1980

1990

1998

1999

2.3

1.2

11.4

26.7

17.1 a

Assets are valued in current prices.
a

The decline in 1999 is due partly to a sharp rise in the value of the yen.

Table 8. Yen-Dollar Exchange Rate, Peaks and Troughs, 1985-2000

Feb

Apr

Apr

Apr

Aug

June

1985

1988

1990

1995

1998

2000

260

125

158

84

145

105

Table 9. Ratio of Financial Assets to Nominal GDP (Financial Depth) in Japan and the United States.

1955

1970

1985

1989

1992

1998

2.3

4.0
4.5

6.7

"9.4
b6.3

7.9

5.7

8.7
8.7

Data are for calendar year-end.

a

Peak.

b

1990.

Japan
United States

Table 10. Distribution of Japanese Household Financial Assets

1970

1975

1980

1985

1990

1995

1998

65.3
11.2

68.1
10.8

66.9
11.7

62.7
14.4

'50.3
18.3

60.7
22.6

64.5

1
a

24.3

M3 plus CD, which includes currency, bank deposits, and postal savings.
1989, representing the height of the bubble.

Moneyl
Insurance equity

Table 11. Distribution of Bank Loans by Type of Borrower

Small firms

Individuals

41.4

All Others
11.2

47.5

16.2

26.7

1980
57.1
1990

Banks are deposit-taking banks except shinkin.

Table 12. Share of Assets Held by Financial Firms

1970

1980

1990

1995

53
33

64
42

77
48

77
52

Major keiretsu l

A112

Share of the assets of the financial firms in the six major keiretsu as a percentage of the assets hald by all
firms in the keiretsu.
2 Share of the assets of all financial firms as a percentage of the assets hald by the entire corporate sector.

Table 13. Major Financial Groups in 2001

Mizuho Financial Groupl
Dai-ichi Kangyo Bank
Fuji Bank
Industrial Bank of Japan (IBJ)
(Yasuda Trust & Banking Co Ltd)
Mitsubishi Tokyo Financial GrOUp2
Bank of Tokyo-Mitsubishi
Mitsubishi Trust & Banking Corp
Nippon Trust Bank Ltd
Sumitomo Mitsui Banking COrp3
Sumitomo Bank
SakuraBank
UFJ Group4
SanwaBank
TokaiBank
Toyo Trust & Banking Co

The seven largest city banks have formed into four major groups, which are listed here with their principal
components as announced through October 2000.
The three banks are merging. Yasuda Trust is a subsidiary of Fuji Bank. Various affiliates of the banks
also are merging, forming Mizuho Securities Co and Mizuho Trust & Banking Co. All are under Mizuho
Holdings Inc. Mizuho means "fresh and fruitful harvest of rice". With March 2000 assets of$I,276 billion, the
Group would have been the largest financial institution in the world.
2
Nippon Trust has been a majority-owned subsidiary ofBTM since 1997. With March 2000 assets of
$1,154 billion, the Group would have been the second largest financial institution in the world. Bank of
Tokyo-Mitsubishi was formed by merger in 1996.
3
The two banks are merging. With March 2000 assets of $927 billion, the Group would have been the
third largest financial institution in the world. Sakura Bank is the result of the 1990 merger of Mitsui Bank and
Taiyo Kobe Bank.
4
Sanwa and Tokai are merging in April 2002. UPJ stands for United Financial of Japan. The umbrella
company is UPJ Holdings Inc. With March 2000 assets of $666 billion, the Group would have been the fifth
largest financial institution in the world.

Source: Takeo Hoshi and Anil Kashyap, Corporate Financing and Governance in Japan, Table 9.4. (The MIT
Press, 2001).
Asset data and ranks as reported in the Nikkei Weekly (25 Sep 2000, p 23).

Table 14. Growth Targets of National Economic Plans, 1988-2000

(Annual growth in per cent)

Plan
years

1988-92
1992-96
1996-2000
1999-2010

a 1995-99.

Target
growth

3.75
3.5
3.0
2.0

Actual
growth

4.0
0.5
1.2"

Plan name

Living With the Wodd
Quality of Life
Structural Eteforrn
Economic Etevival
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