n Lhc Iate 19808, 11pan. if oL 86t to:

: I conquer.the world, was certainly set

to. buy. it Japasy Inc invested $650

“billion: abroad; nearly haif of it in the
U5, buying suich icons as the Rockefeller
‘Cenfer, Columbia Studios and the Pehhle ;

‘Beach gnlf course.

Bue since the asset bubblc burst in.
“the early 1990s; annual growth in Japan’
. has aven;,ed less thian 1%, the du.;)e::t.
“slimp inany developed economy since

; the: Greae Depression,

“for 11 years in & row —
_their late- 1980s peak. During the 1980s,
;the theoretical value of of Tokyo's

“Consider that the Nikkei 225 is on
the verge of a 20 year bow — down 75%,
from a peak of 33,900 1o below 9.000.

In kapan, land prices have declined
to one-fifth of

Imperial Palace grounds exceeded that
of the whole of California.
- Other - bad - signs? Unempioyment

- peak of 5.6%, Interest rates are close to

“zero. Enormaous fiscal injections by the
‘gavernment have resulted. in- the gov-

. ernment budgm movitig from a surplus

“of 2% of GDP in 1990 to a deficit of 8%
- of GDP and government debt of 140%
__ofGDP compared 1o 60% in the US.

Tapan’s sovereign credit-risk rating is

- Aa3 with-& negatlve outlook, the same |
. r'mng as Poland and South Africat,

japan faces the hwin risks of deflation

~ and ecangmic contruction. It's a vicious
‘eircle. Prices are falling due to tepid-
- consumption; companies have to pro-
- dutefess and sefl' more cheaply, causing
“them to cuc back on staff and capacity;

the public is spendmg lcss as: ]DbS are
Iess secure.

“The resulty ‘Companies h’ue large
inventories and losses, causing them 1o

* chalk up- more bad: debts, a-probfen.
“deterring banks from lending to new
‘business,

Worse ' even, small
‘medivmssized | enterprises which are
daing well are being denied new credit.
"+ What about the theory that Japan is,

‘50 richs that it ¢an buy its way-out of a

financial colhp‘ie? Alter all, the: htige
debt overhang is a case of Japan owning
itself, This.is not a\rgemlna, or Russia or
Tllaannd :

No, it's not. It is polenizally something

- far worse. fapan is 42 times bigger than
-Thailand — Japan has savings of $i1
riflion. Bur'the total on- and off: balance -
Jslieet elaims '~ household, corporate”

and govemmem — are estimated at
330 trillion, or six times Japan's gross
domestic product, In contrast, US total
private and public debr is $19 trillion,

* or'two times GDP. These mtios are made

worse month by month, year by year, as

“ deflation in Japan is 4% a year.

J“AL the same time that Japan faces a

E'deln bomb, it is also the woeld's largest
i creditor. Tt has $3 willion in overseas

" agsets, much of it in liguid assets such
“as US Treasury bills and bank loans te
‘Europe.

If Japancse banks were panicked indo
calling overseas loans, an economic con-
traction would sweep the globe,

Consider what happened ona far
smaller scale in -$997. Within three
months ol the collapse of Hokkaido
parik, a bank with assets of $80 billion,
Japanese financial instisutions pulled
$118 billion out of the global economy,

_mostly Asla — expanding Thailand’s

probiem into a reglonal crisis and bank-
rupting South Korea, the world’s 10th
largest economy.
. Consider this quote by London's fde-
pendent Strategy: “There is no record of
any government ever being able to repay
debts equal to sevesat times the annual
oumput of &s country in real money,
Fapan will be no exception.”

You can’t pur the economy on & stable
footing without fixing the banks; sirnilarly,

tahds At 5.4%; just befow the post-war -
. are doing nothing. Even if banks’ books

and-

apan tick, tick, tick

There z”sﬁnofsihg’le sO_lqutiOnfto_ itswoes:
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you can't fix the banks without rellating:

the ecanamy. The bank problem mirrors
the economy’s problem: compinies can-
not make a profit, There is ne solution

“tor the bad-debt problem without a sol-

wtion to Japan’s basic economic probi-
fems,

Banks eliminate bad-debt year after
year; but companies have been delaultiog -

ever faster, leaving the country's financiat
institutions with more debt than before,

Since 1992 Japanese banks have taken®
$860 billion of bad debt losses. In that -
time, thie amount of bad debt remaining .
has incrensed from $103 billion to $34¢ .

bilkion.
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This hag creatéd the tllusmn that banks: . - “

were wiped- cleass formorrow, new bad
debts would continue to pile’ up at a
rate of 350 billion to $75 billion a yéar,

‘While there §5 alivays a range of opin-
jon_ about. the direction of any major
economy, the divergent views in Japan
are notable for-being so polar -— even

Tamong niainstream economists and ﬁCG'

demics, They includer

+ Lack of demand (llqmd[ty trap) The
more conventional view is thae the econ-
omy is fwundering because of a lack of
domestic demand. People don’t spend

enough so the gavemment shou!d spend

more to fill the gap:
The préseribed cure — - borrow; tax or

print enough money that should stop

deflation by making prices rise agairn;

. % Excess capaclty (structural trap): Oth-:
ers argue - thiat, Japan- suffers from an’
outdated economnic structure too reliant ..
on manufacturing and artificiatly prop- -

ped up by near-zero interest rates, Along

with slumping demand, Japan is now

beset with overcapacity in many indus-
tries sueche as construction and retailing,
Japan needs a-reduction in capacity,

"and the most elegant way to do that is

to raise interest rates. Inefficient com-
parics won't be able to afford o service
their debts and banks would be forced
i forectose, releasing labeur and capital
for more productive purposes.

4 A dual economy: Others argue that
Ctoday's woeful éconeinie performance.

is not so much a reversal of fortune as a
revelaetion of the hollowness of Japan's
success in the 1980s, Even then Japan

suffered from a “dusl economy”: a small

group of world-beating exporters thad
evetyone new about and a large group
of taggardly locals hidden from view.
The performance’ of the locals is so
poor that it swamps the excellence af
the Ligh performors,

In a more epen soviety new entrants
would drive all these inelficient domestic
players out of the market. Yet the fapan-
ese economy is far from open In a
misguided effort 1o protect jobs and
maintain stability, the government sub-
sidises the inefiicient players and blocks
the entry of competitors.

Bizzare as it may appear 1o outsiders,
Japanese policies have been driven by
nwo rationale objectives — first, to finance
industey, and secand, o ensure economic
autonsty and ensure polisical stability.

It worked; Four decades after war,
the country boasted the most i‘umndnble
industrial machine

There is no single sulution to ]apan 5
ills. The government needs to de all of
these, over & petiod of years. All of the
measures will be painful,

4 Rohit Gupta is i vice-president with
Citibank NA in Singapore. The views
expressed are his own.



