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Manipulation of Monetary Policy under Deflationary Economy
--Strategy to Revive the Japanese Economy--

1.Accumulated imbalances of Japan and the US.

As the economic recovery in Japan is beginning to stal, the country is now bei ng faced with two
threats. Oneis the risk that the US will plungeinto a recession of its own, and the other is that Japan
itself will face a fisca collapse.  When we examine the investment-savings balances of the two
countries, we see that Japan isfacing a budget deficit whilethe USisfacing a budget surplus. Despite
this, Japan’s current account surplus and the US's current account deficits are at record high leves.
The accumulation of thisimbal ance in Japan has been contingent on the continuing ascent of the US
stock markets, the smooth inflow of capital into the US, and the trouble-free financing of Japan's
budget deficit. However, if even one of these conditionsareto break down, then thisimbalance can no
longer be sustained and a adjustment will have to take placein the global economy.

1.1 Therisk of adeclinein US stock prices

Inthe US, the market value of stocks (tota market value of shares listed on the New York Stock
Exchange and Nasdag) peaked at 1.9 times the US nominal GDP at the end of 1999, and has leveled
off to about 1.6 times at the end of 2000 (Figure 1). In particular, Nasdaq -- whose listings are
composed largdy of high tech OTC stocks -- peaked at 5,048.62 points on March 10, 2000, and in the
year from this date, it hasfalen 60% in value. However, compared to thefirst half of the 1990s when
thetota market value of US stocks was in the range of 0.5 to 0.8 times GDP, the current level is still

very high.
Figure 1 Total market value of US stocks asa share of nominal GDP
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Note 1) The US stock total market value is the sum of the total market values of the New York Stock
Exchange and Nasdaq (Nasdaq figures from 1985)

Note 2) The UStotal value of land assets have been estimated from the market value of real estate holdings
of the household sector (including private nonprofit institutions serving households ) and the non
-financial sector.

Source) “Balance Sheets for the US Economy”, “Flow of FundsAccounts of the United States” Federal

Reserve Board, “Survey of Current Business” Department of Commerce

However, if the US stock prices were to experience a significant decline, then the favorable
economic environment of the late 1990s could unwind and lead to the US economy degenerating into
asevere economic recession. TheUShousehold savingrate-- stable at around the 8% level until 1992
-- has fallen to about zero from around 1999 due to the increased consumption resulting from the
weadlth effects of arising stock market. However, the saving rate is expected to rise again if the stock
market were to merely stop growing. If the market value of the US stock markets were to fal to the
levels they were at in the first hadf of the 1990s, then it is highly likedly the currently negative
household saving rate would rise to over 7%. Negative wedth effects would lead to a decline in
private consumption and arapid increase in the saving rate that would be a major setback to not just
Japan but to the rest of theworld aswell.

It is not likely, however, that the value of the dollar would fal to any great extent against the
backdrop of the growing accumulated current account deficit. Most of the deficit has been absorbed
by the regions whose currencies are pegged to the dollar such as South America and Asia, and the
share of Japan’'s surplusisrelatively small. (Figure?2)

Figure 2 (Accumulated Current Account Balance + Accumulated Direct
Investment Balance)/World Nominal GDP
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Note) Total GDP of OECD countries was used for World Nominal GDP

Source) “Balance of Payments Monthly”, Bank of Japan,“ Survey of Current Business’, Department of
Commerce" Eurostatistics’, “Balance of Payments’, Eurostat,”International Financial Statistics’, IMF,
“Economic Outlook”, “Quarterly National Accounts’, OECD

1.2 Risk of afiscal collapseinJapan

Aside from externd factors, there also exists the risk in Japan that the accumulation of the budget
deficit will lead to afiscal collapse in Japan. Italy experienced a critical budget deficit in about 1990
when the outstanding government debt as a share of GDP had exceeded 100%, and every year the
budget deficit was above 10% of GDP. However, because priceswererising at thetime at therate of
about 7% annualy, the value of the debt hel d by the government would fal by 7% as a share of GDP.
Thus, the deficit was not as serious as it would appear at first glance. In contrast to this, Japan's
current situation is much more severe than the Italian case because the continued budget deficit
increases the accumulated government debt, and the deflationary environment exacerbates the red
debt burden (Figure 3). Inparticular, in 1998 the budget deficit was 5.0% of nomina GDP, whilethe
outstanding debt as a share of GDP would rise 7.3 percentage points over the previous year (excludes
debts of Jgpan National Railways and National Forestry of the central government). The difference
between the two — that is 2.3 percentage points — reflectstheincrease in the real debt burden resulting
from deflationary pressures.

Figure 3 Japan’s budget deficit asa share of GDP and changesin
outstanding debt
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Note 1) Budget deficit and outstanding debt are “Budget Deficit” and “Net Outstanding Debt”
from the General Government. General Government = Central Government + Local
Governments + Social Insurance Funds. Excludes debts from Japan National Railways
and National Forestry of 1998.

Note 2) Change in Outstanding Debt is the change from the previous year.

Note 3) The inflation rate is the year-on-year change of the GDP deflator.

Source) “Economic Outlook”, OECD

In Japan, there has been a dow erosion of the confidence of the people in the socia insurance
system, including the public pension scheme. Confidence in government debts such as nationa
government bonds and local government bonds has aso been shaky as they are continuously being
downgraded by rating agencies. If the confidence of domestic and foreign investors in the Japanese
government were to collapse, a massi ve shift of funds from yen-denominated financia instrumentsto
dollarsor to real estate and other real assets would occur. Thiswouldlead to an extensive devaluation
of theyen, inanincreasein prices and long-term interest rates, and would lead to afiscal infl ation that
would be out of control. If confidence in Japan— the second largest economy in the world — were to
plummet in the market, then major confusion in the world economy would be imminent. In order to
avoid fiscal inflation, it is imperative that public finances be immediatel y rebuilt, but this cannot be
achieved without monetary support.

2.Assessing the monetary policy of the 1990s
2.1 The effectsof the deregulation of deposit interest rates, and high real interest ratesdueto
deflation.

Why was the Japanese economy unable to undergo afull-fledged economic recovery in the 1990s?
Onereason lies in the monetary policy of the time. Thelending rate of bankswas dlightly lower than
the cdl ratein the late 1980s during the previous monetary easing. However, during the monetary
easing phase after the 1990s, lending rates were not falling at the same rate as short term market rates,
and remains quite a bit higher than the call rate (Figure 4). After the Official Discount Rate was
lowered to 0.5% in the autumn of 1995, the call rate was about 0%, while the average contractual
interest rate on bank loans was about 2% higher than this. Bankswere trying to recover their
increased funding costs that resulted from the deregulation of deposit rates, by marking up their
lendingrates. Inother words, until the previous period of monetary easi ng, banks had been profiting
from regulated deposit rates becauseit alowed themto fund at alow cost.
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Figure4 Nominal interest ratesand changesin prices
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Note) Change in GDP deflator = (t+2)/(t-2) * 100
Source)“ Financial and Economic Statistics Monthly”, Bank of Japan

For large manufacturers who can access the capital markets for their funding, the cost of funds
would be equivaent to market interest rates. However, for the small and medium sized enterprisesand
large non-manufacturers who find it difficult to fund from the capita markets and are thus more
dependent on bank loans, borrowing costs would be close to the lending rates posted by banks. The
reductionin interest ratesin the 1990swasthe Bank of Japan’sfirst monetary policy measure after the
liberalization of depositinterest rates. If the Bank of Japan (BOJ) had conti nued their monetary policy
based on the short-term market interest rates after the liberalization of deposit interest rates, then they
may have underestimated the negative effects of the lending rates failing to fal at the same rate as
short-term market i nterest rates.

Moreover, in adeflationary economy (where therates of inflation are negative, aswe have seenin
Figured), redl interest rates will, of course, be higher asthered interest rate isthe nomina interest less
the inflation rate. If there is no sign of recovery in corporate investment, we can surmise that real
interest ratesin the form of bank lending rates were not adequatel y eased, even under the zero interest
rate policy of the BOJ. In other words, the rea cost of funding for the corporate sector was not low
enough. TheBQJ, after theburst of the economic bubblein 1991, has maintained a policy of monetary
easing. Unfortunatdly, the real stimulatory effects on the actual economy have not been as pronounced
as one would expect by looking at just the nominal interest rates.

2.2 Thenon-easing effectsof the monetary policy of the 1990s— an examination using MTI
Inthefirst half of the 1990s, money was actually being tightened rather than eased. We examine
the effects of monetary policy as follows using the MTI (Monetary Thrust Index), an indicator of
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monetary policy.

MTI is defined as a weighted real interest rate of market interest rates and lending rates, less
potential GDP growth (used as a proxy variable for the return on capital). For nomina interest rates,
we used aweighted sum of uncollaterized overnight call rates and new average contractua interest
rate on bank loans (overal). For expected inflation rates we used ex-post inflation rates (the GDP
deflator), and for the expected return on investment we use potentiadl GDP. From these results we see
that although the BOJ has been gradually reducing interest rates since 1991, the inadvertent effect of
this monetary policy has been to tighten money for al of the 1990s (Figure 5).

Inparticular, when the GDP deflator was faling in the end of the 1990s, athough the BOJmaintai ned
azero interest rate policy, the effect was atightening of money. Asfar aswe canjudge fromthe MTI,
amonetary tightening had been in effect from the intentional monetary tightening of the late 1980s
(shaded areaiin figure) for over ten years afterwards. We see this as having further stifled an economy
that had burst from the economic bubbl e and | ed to the long-term stagnation of the economy.

Figure5 MTI from 1981 to 2000
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Note 1) MTI=(weighted sum of the uncollateralized call rate and new average contractual
interest rate on bank loans) — change in GDP deflator — potential GDP growth
Note 2) The shaded area is the period that the official discount rate was being raised.

3.Corporate profits overvalued due to deflation and changesin accounting principles

We could have guessed that the monetary policy of the 1990s was one of tightening rather than
easing by the deep decline we saw in corporate investment in the period and the damage inflicted on
the balance sheets. The excessinvestment of the bubble period came back to haunt Japan in theform



Japan Financial Review No.4 March 2001
Japan Center for Economic Research

of acollapse in land prices and bad debts of banks. A vicious circle was created when the banks
burdened with bad debts recalled their loans from the corporations, whose businesses would then
suffer, resulting in further bad debts for the banks. The corporate sector now does not have the
capacity to makeinvestments, asread interest rates have stabilized a high levels, and the deflationary
environment has resulted in anincreasein their real debt burdens.

Corporate profits appeared to improve quite abit in fiscal 1999. However, we now view thisasan
overvaluation in the books due to lower nomina interest rates and such revisions in the accounting
regulations as the introduction of tax effect accounting and changesinenterprisetax rules. Asaresullt,
the profits we see on the financia statements of the corporations may have to reassessed as being
much lower than they appear at first glance.

Inaninflationary environment, the red value of debtsarefaling and thistrandatesinto profitsfor
the company, but not in aform recognized infinanci al statements. In the same way, in adeflationary
environment, the rea value of debts are increasing but this is not booked as losses in the financia
statements. Inthe first haf of the 1990s, the GDP deflator was growing at arate of about 1.5% over
the previous year. However, in the second half of the year 2000, it has fallen by 2% over the previous
year.

In Figure 6, we contrast the ordinary profit as a share of sales (ordinary profit margin) of
non-financial corporations (broken line) as reported in financial statements, against the estimated red
ordinary profit margin from which we eiminated the effects of the changes in prices and in the
enterprise tax system (solid line). These past few years, the real profit margins of corporations have
actually been 0.5 percentage pointslower thanwould appear intheir books after we correct the datafor
the effects of deflation and changes in accounting principles. Inthe early 1990s, on the other hand,
profit margins were actualy 0.8 percentage points lower than the book values that include profits
incurred from inflation.

Therefore, the current real operating profit margins are lower than they appear and thus, quite a bit
lower than they werein the early 1990s. As long as generd prices continue to fall and interest rates
maintain their low levels, the real debt burdens of corporations will not be lightened. We anticipate
that if the weaker companies are not weeded out of the market even under ashrinking market size, then
economic reform will be even further del ayed.
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Figure 6 Operating profit margin, corrected for price changes
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Note) Adjusted Operating Profit Margin = (Operating Profit + Profits and losses from purchasing
power —enterprise tax amount) / Total Sales (After consumption tax deduction)
Source) “Business Outlook Survey”, Ministry of Finance “Financial Statements Statistics of Corporations by
Industry”

From the fisca year ending March 2001, shortfalls to contributions to retirement benefits will be
logged on the balance sheet as aliahility, and from thefisca year ending March 2002, cross-holdings
of shareswill be booked at market value. The performance of pension assets in fiscal 2000 has been
about the worst ever, and if this kind of investment environment continues, then the yield on these
assets will actually be negative. Upon the introduction of retirement benefit accounting, the
amortization costs of retirement benefit debts will increase, thus resulting in a delayed recovery of
corporate performance.

With the market value assessment of cross-share holdings taki ng effect in fiscal 2001, major banks
are now selling off their cross-share holdings. However, the sall-off of these shares |eads to falling
stock prices, and result in an aggravated bad debt problemsfor the banks. The unhealthy nature of the
subordinated debts and the mutua cross-share holding relationships that exist between magor banks
and life insurance companies has a so been hi ghlighted, as there exists the risk that arecurrence of the
bad loans problems in the bankswill generate another crisisinthefinancia system.

Changes in prices and in accounting principles will distort actua corporate profits, and the
company runs the risk of making mistakes in making investment decisions.
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4.Banks must urgently increase their spreads

If thereal burden of debt repayments swell in a deflationary environment, corporationsare faced with
an even greater risk of collapsethan before. The existence of such a“reserve’ of non-performing
loans can hit the banks hard if the bad debt problem wereto intensify.

The recovery of the hedth of the financial system is needed in order for the economy to have a
sustained recovery. However, the current financial systemisunable to stand on its own regardl ess of
whether public funds areinjected or not.

Looking at the profitability pictureof the banksin Japan from their financial statements(Table 1), we
see that the gross profit -- fund management and fee income less operating expenses -- (D) in Tables
1) islower than the amount of bad debt write-offs(E). Asaresult, operationa profits/losses (F) (gross
profit less write-offs) have been negative for seven consecutive years. Thisreveasthat banks cannot
cover the loss of default of its borrowers with their income flow (excluding the selling off of stocks
and red etate).

Table 1 Profitability profile of all banks in Japan

trillion Yen

Fiscal year 1989 90 91 92 93 94 95 96 97 98 99

Profits from Investment Activities 7.5 7.1 8.9 9.8 9.2 9.7] 10.8] 10.7] 10.0 9.6 9.7
Other profits(B) 2.5 2.6 2.2 2.5 2.8 2.1 3.3 3.7 3.6 3.1 2.5
Operating expenses(C) 6.6 7.1 7.5 7.7 7.7 7.8 7.8 8.0 8.0 7.5 7.3

[of which human resource expense 3.5 3.7 3.9 4.0 4.0 4.0 4.0 4.0 4.0 3.6 3.5
Gross profit((D)=(A)+(B)-(0)) 3.3 2.6 3.5 4.5 4.3 4.0 6.3 6.4 5.6 5.2 4.9
Write-0ffs(E) 1.4 0.8 1.0 2.0 4.6 6.2] 13.3 7.3] 13.5] 13.5 6.3
Operational Profits/Losses((F)=(D) 1.9 1.8 2.5 2.5 -0.4| -2.2| -7.0] -1.0] -7.9] -8.3] -1.4
Gains and Losses from Asset Sales( 2.8 2.0 0.7 0.0 2.0 3.2 4.4 1.2 3.6 1.4 3.8
Final Profits and Losses((F)+(G)) 4.7 3.8 3.3 2.5 1.7 1.00 -2.6 0.2] -4.2 -6.9 2.3
|[Total Assets at _end of Period [ 943.6] 927.6] 914.4] 859.5] 849.8] 845.0] 848.2] 856.0] 848.0] 759.7] 737.2]
As a share of total assets

1989 90 91 92 93 94 95 96 97 98 99

Profits from Investment Activities| 0.80] 0.77| 0.97] 1.14] 1.08] 1.15| 1.28] 1.25| 1.18] 1.27| 1.32
Other profits 0.26] 0.28| 0.24] 0.29] 0.33| 0.25| 0.39] 0.43| 0.42] 0.40| 0.33
Operating expenses( ) 0.70] 0.77{ 0.82] 0.90/ 0.91] 0.92| 0.92] 0.94| 0.94] 0.99] 0.99

|Of which human resourse expense] 0.37] 0.40{ 0.42] 0.46] 0.47] 0.48] 0.48] 0.47] 0.47] 0.48] 0.48
Gross profits 0.35] 0.28] 0.39] 0.53] 0.50] 0.48] 0.75] 0.75| 0.67] 0.68] 0.66
Write-0ffs 0.15] 0.09] 0.11] 0.24] 0.55| 0.74] 1.57] 0.86] 1.59] 1.77[ 0.85
Operational Profits/Losses 0.20] 0.19| 0.28] 0.29| -0.04] -0.26| -0.83] -0.11| -0.93] -1.09| -0.19
Gains and Losses from Asset Sales 0.30] 0.22] 0.08)] 0.00f 0.24f 0.38] 0.52] 0.14| 0.43] 0.18/ 0.51
Final Profits and Losses 0.50] 0.41] 0.36] 0.29] 0.20] 0.11] -0.31] 0.02] -0.50] -0.91] 0.32

Source) “Financial Statements of All Banks’ Japanese Bankers Association,

In actudlity, (1)the average spread the banks had been making on lending had been about 0.5
percentage points, but the average rating of the borrowers had been about BB, andthiswouldleadto a
statistical loss of over 1% per annum (2) the losses incurred from defaults on loans in the four years
from 1996 to 1999 have been about 1.4 to 2.8% of total loans. Thus, the spread that the banks have
been making are suspected to be negative. Unfortunately, injecting capita into a banking sector in
suchastatewill not resolvethefundamenta problem. Bankswill not be stable until they can cover for
the default risk of their borrowers with the spreads they are charging.

Regarding efforts to reduce expenses, an appropriate reduction in human resource costs is
necessary. However, because (1) expense ratios are already low compared to banks of other mgjor
countries and (2) the responsi veness of the banking system is very slow — it is not redlistic to expect
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any large cutsin human resource expenses.

Banks must increase their lending interest rates and insure that they will get an interest revenue
commensurate with therisk of default. In order to cover the averagelosses from non-performing loans,
returnsfrom fund management activitiesmust increase an average of 4 trillionyen a year. However, to
atain this, the lending rates must be increased by about 0.8 percentage points for an outstanding loan
value of 500 trillion yen.

In order for the banksto secure the adequate spreads to cover their risks, the following must take
place: (1) eliminate the condition imposed on banks receiving capital injections under the Bank
Recapitalization Act that requires banks to increaselending to small and medium sized enterprises, (2)
impose rigorous risk management practices on the banks, (3) extend loans of low rates by paying a
0.8% p.a. subsidy on the amount of loans extended, and correct the lending rates of government
financia indtitutions (that compete with private banks).

Moreover, the system should be changed so that the subsidies paid to the governmenta financia
institutions are paid not to the financia ingtitution but to the debtor in order to supplement the interest
payment.

In order for the banks to charge larger spreads, government financial institutions must aso raise
their lendingrates. If not, thegovernment will have to continueto pour subsidiesof several trillionsof
yen into the private banking sector. However, for the borrowing companies that are suffering from
declining sales dueto deflation, it will be impossible for financia institutions to raise their lending
rates by alarge margin.

5.Monetary policy options in a deflationary economy — quantitative easing and inflation
targeting

Raising lending interest rates of the banking sector to regain their hedth (including the public
financia institutions) or taking measures to rebuild public finances to avert fisca collapse will
undoubtedly worsenthe current recession. For agovernment confronted with an economy in deflation,
it isnear impossibl eto implement such measures.

The only remai ning alternative for Japan to shake itself free of this defl ationary economy isto
impose aradical monetary policy. With nomina interest rates exceedingly close to zero, the only
action left for the BOJisto target inflation of about 1.5% (for core consumer prices).

In order to achieve this, the BOJwill have to buy large amounts of medium to long-term nationad
government bondsand forel gn bonds and to increase the base money, thusimpl ementing a quantitative
easing of money.

When expectations of inflation are onthe rise, and interest rates are a'so increasing, the corporate
and financi a sectorswill be made to suffer. However, thereis no painlessway to curethe economy in
its current state. In order not to “lose” the next ten years, Japan needs a monetary policy that will
sweep away any concerns about deflation. If the BOJ implements both a quarntitative easing and
inflation targeting, then the expected rate of interest will rise, accompanied by a rise in nomina
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interest rates, and long term rates will not fal by much. However, it is possible to lower red
short-term interest rates through BOJ market guidance to lower levelsthan they are now.

Inthis case, weaker corporationsthat have real excess debt and have survived only thanksto the
zero interest rate policy will seetheir cash flow aggravated, and may haveto beliquidated or file for
bankruptcy. Onthe other hand, for a hedthy company, rea funding costswill fall, and asset prices
would also be expected to stabilize. These companies (whose fundamentals will haveimproved)
should be able to pursue amore aggressi ve management style. Thiswill be an exercise wherethe
winners and losers will be made clear and structura changes in the economy will be more strongly
encouraged.

Ariseininterest rates will have grave effects on not just corporations, but also on the banki ng sector.
With demand for corporate lending stagnant, banks are taking their funds and putting them into
nationa government bonds. A hike in market interest rates would, in the long-term, increase profits
from liquid deposits, and would alow lending rates to be raised commensurate to therisk of default.
However, for banks who are holding a large quantity of national government bonds, the short-term
effect of ahikeininterest rateswould be adouble blow for banks—first, it would result in adeclinein
bond prices and second, spreads would temporarily shrink due to the mismatch between the tenors of
thelending instrument and the funding of that lending.

For life insurers, higher interest rates will immediately resolve their negative yield problem.
However, because their liability reserve (aliability) is not assessed at market vaue, it will look on the
surface asthough their bond holdings have devalued. Furthermore, a collapsein the banking sector as
mentioned above would lead to losses incurred from their bank share holdings or their subordinated
debts of banks. Thereisarisk that lifeinsurers collapse aswell.

As for thefiscal investment and lending program, a sudden riseininterest rates could create large
losses here as well. For postal savings in particular, a shift in deposits could immediately increase
funding costs. At the same time, most investments are of long terms, and we anticipate large losses to
beincurred.

Quantitative easing will undoubtedly be accompanied by consi derable s de-effects. However, this
is an unfortunate consequence of the policy mistakesthat have led usinto this current deflation. For
the“lost” 10 years not be extended into alost 20 years, it isimperative that we have the political
leadership to fully manage the crisis, and it is absolutely necessary that weimplement some drastic
monetary policy.
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