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HOW WILL DISASTER AFFECT JAPAN'S ECONOMY?
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In order to asses the medium-term risks and oppities created by Japan's triple
disaster—earthquake, tsunami and nuclear radiatiwe—+ust assess the likely effect on
established trends in Japan's economy: will thasties accelerate, delay, or possibly reverse
the major structural forces that have been shapapgn? In my personal view, there are three
economic trends and on policy trend that demandtiantion:

1.Deflation; 2.Deindustrialisation and hollowingtpu3.Risk of shift from net-
saver/creditor nation to net-debtor nation; 4.Boye&rnment versus reform agenda—all eyes
on the Trans-Pacific Partnership. In summary, leexghe fundamental trends to improve
relatively quickly for commerce and corporate Jap#ime end of deflation has probably been
brought forward. Moreover, the risk of Japan becwra net drain on global savings is very
small indeed. At the same time, | am more caut@upolicy and social trends and worry that
the disaster will accelerate the trend towardsdagernment, tougher regulation and higher
taxes, at least in the immediate future.

First, deflation: clearly, there has been a veryragsive monetary policy response. The
Bank of Japan has not only added unprecedented-teior liquidity, but more importantly
has stepped up purchases of private credit ancags&ts. Moreover, the Ministry of Finance
got explicit agreement from the G7 to prevent inbpdrinflation from a stronger yen. All
said, monetary policy has opened up at least thr&tionary transmissions channels—
credit, assets, and exchange rate. In coming wdsse money supply growth is set to
accelerate by as much as 15-20%. Possible bonagpéars likely that the BOJ will agree to
monetise part of the fiscal emergency package pimsbkd forthcoming soon, in my opinion.

Note also a sharp contrast to the aftermath ofl®@5 Kobe disaster: yes, 1995 did
mark the start of Japan's deflation. However, at thme several powerful deflation forces
converged on Japan that were much more important tthe Kobe earthquake disaster. 1995
was the start of hard-core labour market restrugguiife-time contracts were broken, non-
wage benefits, like corporate housing, were cuimétéacally, and corporate Japan began to
hire part-time rather than full time workers. Clgagak: on top of a cyclical downshift in
employment income, Japan's workers were forcedcte@ a previously unimaginable
structural downshift in lifetime income expectagofhis was a highly deflationary cocktail.
In contrast, the current disaster is more or ldsssihess as usual’, i.e. some cyclical
adjustment, yes, but no new employment reality added downshift to lifetime income
expectations.

One final point on deflation: today, Japan's genpr&e level is more or less in-line
with global levels. The Big Mac or Starbucks coffiedex, for example, is close to parity, and
expert calculations of purchasing power parity cdmaimilar conclusions. In contrast, the
mid-1990s saw a Japan with a domestic price letval 20-30% premium to the rest of the
world (note dollar-yen levels were almost the sarow and then). Remember that in the mid
to late 1990s Japan went through radical progranohesport liberalisation—literally a case
of a previously closed economy with a higher-théobgl price level beginning to open up,
allowing deflationary price arbitrage into the ecory. These dynamics were reinforced by
the relentless rise of global competition as Aspmnducers in general, and Koreans in
particular, began to gain market share from theadege competition in global markets as
well. Most importantly, the structural decline @pan's consumer electronics industry started



around the time of the Kobe earthquake, yet itrbJeaould be absurd to attribute any form
of causality. Ditto for the demise of Japan's textidustry, which started in the mid-1990s as
well, to name just the two most dramatic examplk@ competition remains fierce this
time around. However, it de facto started arourgtiitme of the Kobe disaster. In contrast to
the mid-1990s, global trends are much more infletig for Japan than the truly deflationary
plunge the economy fell into in the mid-1990s. Audthese inflationary tailwinds the
aggressively inflationary policy espouses by theJB&hd you pretty quickly reach the
conclusion that the disaster has brought forwaedetht from deflation in Japan, in my view.

Second, deindustrialisation and hollowing out: o past three years, outward direct
investment has been accelerating. Corporate Japasss all sectors—industry to services—
has "followed the money" more and more aggressjvelyember, domestic margins in most
industries are wafer-thin, while margins in offshdactories, logistics hubs or call-centres are
very high. Some surveys suggest overseas operatiagshave been as much as five-times
higher, on average, over the past couple of yddmseover, long-term growth prospects
outside Japan are significantly higher than at home

Here, the disaster is likely to accelerate theteqgstrend: investment for growth goes
overseas, while local investment focuses on repiec¢ and, so some suggest, capital
deepening, but not much more, in my view. Proximtycustomers and markets, as well as
diversification of production centres and supplntoes is set to remain top priority. Indeed,
there is a risk that global producers who dependapan Inc's superb quality of components
and products may now insist and demand greateraflptbduction diversification from
Japanese suppliers. Japan country risk has gonm tipe eyes of boardroom directors
everywhere now.lIf this is right, the net resultlig accelerated hollowing out should actually
be positive for corporate Japan—trend margins shbel rising. Clearly, this sets the bar a
notch higher particular for Japanese policymakéos:counter a likely acceleration in
deindustrialisation and hollowing out, they shodlemand significant changes in rules and
regulatory policies, as well as, in the final as&dy a more open debate about importing
labour.

Third, could Japan become a net drain on globainga? Worries about Japan
beginning to run a current account deficit and tlalging on global savings to fund its budget
deficit—rather than funding other countries' sasirsfportfalls—have been around for many
years. Clearly, the need to fund an additional Rmppntary budget for disaster reconstruction
is fueling these worries some more. However, thpigoal facts suggest this risk is very low.
The shift to offshore production for higher profitas been accelerating, and with it has the
income generated on overseas assets. Clearspgakt daows all the signs of successfully
becoming a dentist economy, i.e. living off her meas assets. Moreover, if the BOJ does, as
| expect, begin to monetise Treasury debt moreesggrely, the domestic savings-investment
gap should comfortably remain positive. Here igemd that is likely to continue—global
finance will worry about it, but the productivitynd income of global Japan Inc. keeps on
churning out hefty surpluses for the time being.

So on the economic trend side, | would suggesttthatdisaster is likely to accelerate
the trend towards a more global, more productiveranre profitable Japan Inc. The flip side
of this development is likely to be reflected in nemcconservative, yet "big government”
oriented policies from politicians who see themaslfighting a battle between globalisation
and domestic frustrations.

Fourth, policy paralysis and big government: chedine disaster requires a unified and
coordinated policy response. First signs are gode—mnonetary authorities are out
aggressively, and politicians across all partiegehpledged to push through a quick and
decisive rebuilding programme. For now, the deemtyrenched trend of policy paralysis
appears to have been broken. However, the confaheaesponse inevitably pushes Japan



back down the road of "big government” and moredipigector intervention in private sector
affairs.

Specifically, Prime Minister Kan had launched anpigssive programme seeking
agricultural liberalisation so that Japan could gidy become part of the Trans-Pacific
Partnership by the autumn of this year. Now, th&aster having struck heavily in many
farming areas, it will take a truly heroic effod proceed with this naturally very difficult
program.

Moreover, the push for higher taxes on consumersrefiting advocated by the ruling
Democrats—is poised to become stronger. Alreadgraéypolicy makers suggest part of the
reconstruction should be funded by abandoning #tea ehild-support implemented by the
Democrats last year. Clearly, Japan need both—imiutdren and a rapid rebuilding of the
destroyed infrastructure. Both work to lift the gatial growth rate. In my personal view,
Japan has the necessary savings surplus and thar@rewithal to afford both. Taking from
Watanabe to pay for Suzuki is neither necessary,pngdent in the current situation. In
contrast, an all-out pro-growth strategy would beloeme, including a long overdue
fundamental review of Japan's rules and reguldtargework, in my view.

Will policy be creative, or standard? For examplsjmple response to projected power-
supply shortage in Tokyo could be to enforce déwlgavings time. Possibly as much as 5%
of Tokyo's power demand could be saved with oneplginmule change. Pro-forma, past
opposition to this had come from farmers who arginedt cows and pigs could not adjust to
the change, though in reality the utilities compamaturally prefer to see 30m people switch
on lights earlier rather than later in the eveninggher way, extraordinary times call for
creative solutions. Could Japan's government seus?

It would be wrong to be too pessimistic on thisfrdNithin little more than a year after
the Kobe earthquake, Japanese politicians led twalamental policy revolutions: the
financial big bang was launched together with acadgprogramme of administrative reform.
Both were supported by the main stakeholders:ittaé€ial industry—domestic and global—
wanted a better system (free, fair, global wasdlogan of the big bang), and the biggest
proponent of administrative reform was the most @dw administrator itself—the Ministry
of Finance. This is because the MOF was very muchHavour of more streamlined
government, cutting administrative and regulatomd rtape, as well as excessive
administrative personnel costs. In the end, the bmrnof central government bureaucracies
and agencies was cut by almost 25%. Make no mistakse were radical changes, and there
IS no question that the bureaucratic incompeterpesed by the Kobe disaster helped focus
the minds of the reformers. Chances are that, aatiyt something similar will happen this
time around as well. Patience.

Changing agricultural policy faces obvious big ogpgon from agricultural
cooperatives, agricultural financial institutiofesmers, etc. However, there are also powerful
advocates: corporate Japan is pushing forwardhey know Japan's failure to enter TPP
would be a further step towards relegation to séaate nation on the global power stage.
Moreover, corporate Japan sees sizable profit dppidies from supplying high-grade top
quality food produce to the increasingly wealthyiaAgourmets. By one expert calculatioin,
Japan could actually run a trade surplus in agdcail products if the right combination of
agricultural reform and rural land reform is implkemed. Also, the MOF should be much in
favour as agricultural subsidies and farm suppast smuch for the national coffers.

In many ways, the unfolding debate and directioragricultural policy and TPP may
prove the real litmus test for how the countryadiers respond to the challenges forced upon
them by this disaster. Rebuilding should prove e&sbuilding and reforming is the real
Japanese challenge. In the meantime, corporaten Japanlikely to take its chances and
accelerate its push offshore.



