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The State and Outlook
of the US and

Chinese Economy”

David Hale

Chairman

David Hale Global Economics

If I were to summarize the overall state of play in the global economy, I
would say that it is characterized by a number of contradictory forces.
We currently have an unprecedented amount of central bank easing in
major industrial countries: the US, the UK, and now Japan. What this
has given us, over the last two years, is not a major robust recovery in

the economy. Instead, it has given us robust asset markets. We have had

* This is a transcript of the speech given by Mr. David Hale at the "IGE/Samsung Electronics
Global Business Forum j on April 3, 2013. The views expressed here are the speaker’s.



very large gains in share prices and in quite robust commodity markets
as well. Therefore, easy monetary policy is working, but not through
all the traditional channels that would have given it the possibility of
offering a high rate of economic growth in the past. This is because, in
this recovery, we have had some important differences from previous

postwar business cycles.

Let us focus first on the US economy. This June, America will be
entering the fifth year of economic recovery since the great downturn
in 2008 and 2009. This recovery has been, by historical standards,
relatively subdued. Growth rates averaged only around 2%, and the
unemployment rate is still at 7.7%. This unemployment rate is very
high for an economy that has had almost four years of recovery. It
reflects the fact that the recent downturn was quite unusual compared

to any previous postwar recessions.

The downturn was not caused by the Federal Reserve’s policy that drove
up interest rates to stop inflation. It was caused, instead, by a financial
crisis, centering on the US residential real estate market. America had,
in the first half of the previous decade, a great real estate boom — huge
increases in house prices and mortgage lending. Much of this lending
went to people who could not service their debt. Hence, by 2007 and
2008, America had a huge increase in the default rate on mortgage
loans, which created major problems in the banking system and

asset markets. Indeed, in 2008 and 2009, it gave us the worst global



recession in modern times. In this sense, the current recovery has been
a very unusual economic recovery because of the legacy of the financial

crisis.

This legacy is the US$7 trillion of wealth losses that the American
housing sector had during the great residential downturn. Due to these
very large wealth losses, the US had a major constraint on consumer
spending. Growth rate of consumer spending has been, by all historical
standards, quite subdued. This, of course, has had spillover effects on
the rest of the economy. Fortunately, in recent months, there have been
some signs of improvement in the economy. There are indications that
the American economy’s growth rate has the potential, over the next 12
to 18 months, to possibly get back in the range of 3-3.5%. Currently,

there are six major positive forces at work.

The first is the monetary policy. The American monetary policy, right
now, is more expansionary than it has ever been at any time in its
history. The core Federal Reserve lending rate is close to zero. The
Federal Reserve Board is now expanding its balance sheet by US$85
billion per month, purchasing both government debt and mortgage
securities. This is truly unprecedented. The Federal Reserve balance
sheet is now over US$3 trillion, compared to only US$800 billion back

in the autumn of 2008 before the Lehman Brothers went bankrupt.

Secondly, the American corporate sector has experienced, over the last



four years, a very dramatic recovery in corporate profits. Corporate
profits have more than doubled, and the profit share of GDP is now
at its highest level in 60 years. This has given the corporate sector the
resources to increase capital spending. In 2011, America had very large
gains in capital spending. The numbers moderated in 2012 because of
uncertainty about the US fiscal policy. However, in recent months, we
are, again, seeing signs of strengthening capital spending. This is very
much a by-product of the fact that firms are currently earning a very

high rate of return on their new investment.

Thirdly, the household sector has been deleveraging after these large
wealth losses. Over the past four years, the household sector has
reduced its debt by about US$1.3 trillion. In addition to that, because
of low interest rates, the household sector’s debt servicing ratio has
fallen from over 14% to only 11%. This has been positive for freeing

up consumer income to spend on goods and services.

Fourth, the American housing market, after five years of recession
that resulted in very weak prices and big job losses in the construction
sector, is showing true signs of recovery. America recently had a year
with very good gains in home sales and a recovery in residential
construction sector. Home prices rose about 8% year-on-year, and
some of the markets that were very depressed three to four years ago
rose about 23%. So, after five years of negative impact, housing sector

is finally making a contribution to the recovery. This has great potential



for creating more employment. During the downturn five years ago,
America lost 2.3 million construction jobs. So far, only about 300,000
jobs have been recovered. If America can sustain the housing recovery
over the next two years, she will be able to easily add several hundred
thousand new jobs to the economy. That, of course, would help lower

the unemployment rate.

Fifth, the American banking system has been going through a healthy
recovery since the downturn. The bank’s equity-to-asset ratio is now
over 11%, compared to only 9% four years ago. The bank profits are
now at its highest since 2006. This recovery in the banking system is
positive because when banks have good balance sheets, when they can
earn good rates of return on capital, they are more willing to make
new loans. Thus, the credit environment is more positive now than it
was 3-4 years ago. Back in 2008 and 2009, credit access was a major

problem. That is no longer the case today.

Finally, the US is now in the midst of a great oil and gas boom. Oil
production has increased from 5.5 million barrels per day a few years
ago to 7.3 million barrels today. By 2020, America could be producing
10 million barrels per day, as much oil as is now produced by Russia
and Saudi Arabia. She has great potential for developing new reserves.
According to Cambridge Energy, if the oil price were US$60 a barrel,
there would be 25 billion barrels of oil which could be developed. If the

oil price were to rise to US$90 a barrel, that figure would increase to 37



billion barrels. Therefore, increase in oil price means greater potential

for further enhancing American oil output.

This is also creating jobs. Unconventional oil production last year
supported 1.7 million jobs. By year 2020, unconventional oil could
be producing as many as 3 million jobs. This is also having a positive
impact on the American trade deficit. The decline in oil imports over
the last two or three years has reduced the US trade deficit by about
US$70 billion. If oil production continues to expand, there will be
further potential, yet again, to lower the trade deficit over the next
five years. This is why the oil and gas sector is a big positive for the
US economy. The oil and gas boom has already producing a positive
impact on the economy, but there is still far more to go for over the

next four or five years.

The great constraint on US growth this year is the American fiscal
policy. Fiscal policy, which had been very expansionary in 2009 and
early 2010, has turned quite restrictive over the past few years. This

restraint has been taking a variety of forms.

First, America had an increase in payroll taxes in January, going from
4% to 6%. Congress and the President cut the payroll tax in 2010 to
promote the economy, but they allowed the tax cut to lapse in January.
For the American people, this means a US$120 billion tax increase.

The marginal income tax rate on high income people rose from 35% to

10



40%. This will also raise taxes by about US$40 billion.

America is also in the midst of new spending cuts. Three weeks ago, we
began a process called “sequestration.” This process mandates across-
the-board spending cuts in discretionary programs. These spending cuts
will fall quite heavily on the Pentagon, but they will also affect a wide
range of domestic discretionary programs in areas like education, R&D
research, maintaining air traffic control system, infrastructure, and so

on.

America is getting the sequestration because the White House and
Congress could not agree on a truly coherent launching of a program
for deficit reduction. Therefore, in place of having a coherent program,
they agreed to have this sequestration of spending. If they do not agree
to a new program over the next few years, America will have, by 2022,
over a US$1 trillion of sequestration. This will not only be a drag on
the economy but also quite damaging to some very important public

goods, such as government spending on R&D.

The impasse in Washington over fiscal policy reflects the fact
that America’s two major political parties are quite far apart. The
Republicans do not want to enact any new tax increases. They are
very religious and dogmatic about this issue. Back in January, most
Republicans were against the tax increase on high income people. The

fact that the increase occurred has made them more determined to
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resist any new tax increases.

The problem for the White House and the Democrats in Congress is
that they do not want to reduce the spending on federal entitlement
programs like Medicare, Medicaid, and Social Security. Medicare is
one of the major problems for the American economy. With the aging
population, money spent on Medicare is increasing very rapidly. It
could go from less than 4% of GDP last year to 10-12% by 2040-50.
It is a major challenge that the US fiscal policy will have to deal with

over the next 20-30 years.

Republicans have come up with a program to control Medicare
spending by effectively privatizing the service. So far, Democrats have
been opposed to this idea. In fact, Democrats are opposed to any
reforms at all in Medicare. Because of this impasse, it is very unclear
how the US fiscal policy will develop over the next few years. I would
like to think that, at some point, the two sides will find a way to
compromise. Recently, President Obama has asked Republican senators
to have dinner with him. This is the first attempt on his part to try to
promote negotiations. However, because the two sides are so far apart,
we do not yet know how this will play out. So, fiscal policy will linger

as the major uncertainty in the US economy over the next few years.

Nevertheless, the momentum that America has in the private sector

is pretty good. If she did not have these problems in the government
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fiscal policy, I could easily predict growth rate this year to be above 3%.
However, because of these fiscal drags, from tax increases to spending
cuts, it is more likely that our growth rate will again be closer to 2%
than 3%. America will have a fifth year of growth still constrained by

these policy issues and uncertainties.

If we turn to Europe, the economic challenges are quite different from
that of America. The major challenges in the last two years have been
very much focused on resolving the contradictions created by the
European Monetary Union, which was created in 1998. At that time,
a dozen European countries agreed to get rid of their currencies and
go for a common European currency. Now, 12 years later, there are 17
countries in the monetary union. Several joined in the last decade after
the union was established. So far, this union has created three major

problems for the European economy.

First, it led to a big decline in interest rates in Ireland and Spain. This
helped trigger a major real estate boom: huge increases in construction
activity and in residential real estate prices as well as across-the-board
boom in the property sector. By 2008, this boom was rapidly expiring,
setting the stage for banks in both countries to have record losses.
In 2008 and 2009, the Irish government had to spend almost 50%
of its GDP on bank rescues. Its effect on Irish fiscal policy was quite
traumatic. Back in 2007, Ireland’s government debt-to-GDP ratio was

only around 30%. Now, because of the cost of these bank rescues and
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a very severe recession, the Irish government debt is over 100% of its

GDP.

Secondly, Greece was able to borrow money at incredibly low interest
rates over the last decade. During this period, Greece had a very
irresponsible fiscal policy. It had massive increases in public spending.
Had it not been for the European currency, Greece would have found
it very difhicult to fund its deficits. The country would have had a huge
increase in interest rates. Instead, the monetary union enabled Greece
to borrow money from other European markets at interest rates only
about 100 basis points above the German bond yields. This was truly
unique. This showed that back in 2006 and 2007, the markets were
overly complacent about Greece’s fiscal situation. The markets believed
incorrectly that the monetary union would eliminate any problems of

Greek government insolvency.

However, by 2009, the Greek government was effectively insolvent.
They could no longer fund themselves. They had to turn to the EU and
the IMF for financial help. We have had, over the course of the last two
and a half years, two major rescue programs for the Greek government.
A side effect of these programs was that back in March of last year,
Greece had to engage in debt restructuring, which reduced the value of
its privately owned debt by about 70%. This was the worst debt default

we have seen in recent economic history.
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Thirdly, during the 12-year period of monetary union, Europe has
had tremendous divergences in unit labor cost, wage growth, and
productivity. Germany, back in the mid-1990s, had an inflation
problem due to the high cost of unification. German industries became
very concerned about their competitive position. Therefore, in 1998-
99, they appealed to the trade unions to pursue a long period of wage
restraint to try and improve Germany’s competitive position. That
policy was very successful. Germany had almost a decade or more with
only token wage growth, high gains in productivity, and reduced unit
labor costs. This produced a whole decade of stagnation in German
consumption, but it did make Germany a strong exporting nation.
By 2008-09, Germany became the world’s largest exporter of tradable
goods.

Elsewhere in Europe, the situation was quite different. Italy had a
decade with 3-3.5% growth in wages and no gains in productivity.
The same happened in Spain, Portugal, and Greece. Over the course
of the last decade, unit labor cost in southern Europe increased by 30-
35% compared to that of Germany. This had a very adverse effect on
the competitive position of European countries suffering from this
differential unit labor costs. The result has been deterioration in their
export performance. The Italian share of global exports has fallen from
4.1% back in the early 1990s to only 2.5%. The French share has fallen
from 5% to 3.3%. Europe in general has seen, over the last 15 years, a

major decline in its share of global exports. This very much reflects the
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fact that they are having a problem being competitive.

The response to these problems has been a series of rescue programs.
The first was for Greece, then for Ireland, and then for Portugal. We
had another one last week for Cyprus, which was simply an offshoot of
the crisis in Greece. Cypriote banks, over the last decade, bought a lot
of Greek government bonds and made huge loans in Greece because
the two countries are very similar in terms of their language and
culture. Greek debt default, therefore, had a catastrophic impact on the
Cypriote banks, making them basically insolvent. A rescue program
for those banks was a must, and Cyprus got this rescue package a few

weeks ago from the EU and the IME

The problem is that the EU has insisted that Cyprus put the burden on
the banks’ deposit holders. This is the first time the EU and the IMF
asked for losses, not from the bank shareholders or the bondholders,
but from the deposit holders. The EU did this because, over the last
20 years, Cyprus had become a center for tax evasion and money
laundering by Russian oligarchs. A few weeks ago, Cyprus had €60
million in its bank accounts; a third of that probably belonged to
Russian oligarchs. The German government did not want to engage
in a rescue program that would protect Russian oligarchs. Germany
insisted that Cyprus impose large losses on its deposit holders. This,
however, will have a catastrophic impact on the economy of Cyprus

over the next two or three years. The country will probably suffer from
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severe recession and very high unemployment.

These previous rescue programs did require all these countries to adopt
austerity measures. The measures include public spending reductions,
tax cuts, and lowering fiscal deficits. The rescue programs also tried to
promote structural reforms: liberalization of labor markets and other
policies that would make these countries more flexible and capable of
having a recovery in productivity while containing unit labor costs.
This is now happening in all four countries at different speeds and
ways. However, on the whole, these programs have been successful in

stabilizing European financial markets.

There was, around this time a few years ago, a great fear that Greece
might have to leave the monetary union. Greece had a general election,
and at that time there was a great debate about its austerity program. A
very left wing party said it would reject the austerity program and not
have the cuts in public spending and wages that came out of it. This
party nearly won the election. Had they won the election, Greece might
have left the monetary union by now. Instead, the voters supported two

centrist parties that have now been in coalition over the past year.

Therefore, there have been two major pillars to the monetary union
over the last two years. The first was the willingness of Germans
to support rescue programs for troubled countries. Back when

the monetary union was created, the European countries had the
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Maastricht Treaty to restrain deficits and promote prudent fiscal
policy. However, they have been ignoring all these rules, creating the

circumstances where crises could develop.

Nevertheless, Germans believe the monetary union has been positive
for them. This is because, without the union, the old German Deutsche
Mark would have probably gone up 30% or 40% compared to other
European currencies. It would have caused massive devaluations in the
currency of Greece, Portugal, Spain, and Italy as they try to become
more competitive; the kinds of things that happened previously in

Europe back in the 1980s and 1990s.

Germans did not want their exchange rate to appreciate dramatically
for three reasons. First, in Germany, the manufacturing share of GDP
is almost 25%. This is very high by industrial country standards.
Manufacturing share of GDP in the US and the UK is only about
10%, and in Europe in general, 15-20%. Secondly, exports make up
half of German GDP, again a very high number compared to that
of other industrial countries. Finally, 60% of those exports go to the
rest of Europe. Major appreciation of the German Deutsche Mark,
therefore, would have severely damaged Germany’s competitive

position in the European market.

So, we have a situation where the German government feels that

the monetary union is essential. There is dissension on this issue in
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Germany. A few weeks ago, a group of academics and businesspeople
launched a new political party opposing Germany’s membership in
the monetary union. These academics have been campaigning against
it for many years. They have filed numerous lawsuits to the German
courts protesting the German membership to the union. So far, they
have been unsuccessful. It is not clear how they will do in the German
election in September, but the danger is that all the votes they take will
come at the expense of Ms. Merkel, the current German chancellor.
If they do get 4% or 5% of the votes, they could jeopardize Merkel’s
ability to get re-elected in September. At the moment, there is no way
for us to measure or to predict how it will play out. However, the
danger it poses is obviously a challenge to Chancellor Merkel’s position

as Germany’s leader.

A second major political factor which allowed these rescue programs
to go ahead is the willingness of voters in troubled countries — Greece,
Spain, Portugal, and Ireland — to support their austerity policies at
the price of getting their rescue programs. It is quite remarkable how
the electorates in these countries have been incredibly conservative.
Back in late 2011, Spain had an election where the conservative party,
which ran on a program of austerity and fiscal reforms, won by the
biggest landslide since Francisco Franco in 1975. The same happened
in Portugal, Ireland, and Greece. The willingness of European people
to vote for austerity programs to stay in the monetary union is quite

extraordinary.
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Yet, the basic taking is quite simple: once you join the monetary union,
there is no easy way to leave. If the markets begin to believe that you
are going to leave the monetary union, you will have massive capital
flight. In fact, during its election last May, Greece lost a third of its
bank deposits to capital flight. Had people really believed that Greece
was going to leave the monetary union, it would have resulted in even
more dramatic capital flight. It might have lost 80%, not 30%, of its

bank deposits.

Now, the new challenge has come in the last few weeks with the
election in Italy. After a year and a half of being governed by Mario
Monti, a technocrat Prime Minister, who was assigned to try and
promote reforms in the Italian economy, Italy had an election in late
February. The election produced a very gridlock parliament. The
Democratic Party, which is the socialist party, got about 30% of the
votes and came in first. This gave them control over the lower house
of the Italian parliament. In the upper house (the senace), no one won.
The Democratic Party got about 117 seats while the former Prime
Minister’s party won about 112 seats. Another party led by a comedian
called Beppe Grillo won about 55 seats. Mario Monti also campaigned
with a centrist coalition, but he only got about 12 or 13 votes. He did
very badly, indeed, for someone who served as Prime Minister for the

past 15 or 16 months.

Italy is, therefore, finding it very difficult to form a strong government.
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The President has asked the Socialist leader to form a government
because the leader is in control of the lower house. However, the
President has now talked to the other parties, who will not support him
in forming a government without an equivalent majority in the upper
house. Italy may have to have a new election. We do not know exactly
how it will play out. Italy must also elect a new President within the
next two weeks because the term of the current President ends on May

15. This creates one more element of uncertainty.

After the elections, there was a modest increase in Italian bond yields.
They rose by about 50 basis points. Yet, they are still below 5%, which
is well below what they had been a year ago. The obvious danger here
is that Italian bond yields could increase by a couple hundred basis
points if Italy cannot find a way to create a government and resolve this
impasse. Given the fact that Italy has a huge public debt, 120% of its
GDP, this will be a real blow to the Italian government and its fiscal
position. For the time being, Italy is simply ungoverned. The problem
of having a new election is that it might not resolve anything. The
opinion polls last week showed that if they had a new election, Grillo’s
party would gain even more votes. It might get over 30% instead of
the 25% that it got in February. The better he does, the more difficult
it would be to form a government because he will not cooperate with
anyone. He is simply a negative voice, a protest vote, and will not be

able to play any effective role in creating a new Italian government.
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The European Central Bank (:CB) has played an important role last
year. As it did back in early 2012 and late 2011, the ECB provided
the European commercial banks with US$1 trillion of equity to help
resolve their funding problems. 12 to 18 months ago, the American
money market funds were very uncertain about European asset quality,
creating funding problems for European banks. Thus, the ECB decided
to intervene quite aggressively to help them out. Mario Draghi, the
President of the ECB, also made a promise back in August that he
would work to maintain the monetary union indefinitely. This had a
very powerful impact on market expectations because it meant that if
a country suffers from financial problems, the ECB might intervene to

try to reduce their bond yields.

However, President Draghi said he would only intervene under certain
circumstances. He wants the troubled country to go to the European
Union (£U) for the formal aid request, which would include conditions
to promote better governance and policies. So far, no one has done
that. About six months ago, the common expectation was that Spain,
still with its large fiscal deficits, would become the first country to
adopt such a program. However, because of President Draghi’s promise,
European bond yields simply collapsed, and this took away the pressure
on Spain, Italy, and other countries to go to the EU to ask for financial

help.

Now that a new problem in Italy has come up, it is possible that,
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once again, bond yields will increase quite significantly. If they do, the
troubled countries might have to go to the EU and seek a formal rescue

program, so that the ECB can intervene to help them reduce their

bond yields.

That is the general situation in Europe. There has been a major test to
the monetary union, and three or four of the member countries have
gone through several major problems and rescue programs. So far, these

rescue programs have held up and have had political support.

However, the real test is going to be in Italy. It is very unclear how Italy
will resolve the issue of who will be the Prime Minister to lead the new
government. They may be forced to do what they did 15 months ago
and find a new technocratic Prime Minister like Mario Monti, not
an elected official but a prominent academic, someone who could try
to organize a government that is not based solely on political parties.
However, at the moment, we do not know exactly how the situation is

going to play out. All we can do is to wait and see what happens.

The other currently troubled economy in Europe is France. France
has had, over the last twenty years, a major loss in its share of global
trade. The unemployment rate in France is now over 11%, and the
new French government led by President Francois Hollande is not
having much luck with the economy. President Hollande is imposing

lots of tax increases and carrying out what was, a year ago, the Socialist
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Manifesto. This is not positive for European growth.

At some point, I think that market forces will force France to take
a different route from what it has been taking since 12 months ago.
What we do not know is how long this will take. The bottom line
is that Europe will be in a recession, probably for much of this year.
Germany, Austria, Finland, and Sweden will see a slight growth while
southern Europe and France will continue to suffer from the ongoing
recession. Therefore, Europe will not be a good market in the year

ahead for Korean exporters and industries.

Turning to Asia, the situation is much more diverse than it is in

Europe.

Let us first focus on Japan. Japan is now in the midst of a very dramatic
change in its economic policy. This change began with Japanese
elections back in December, which resulted in the Liberal Democratic
Party (LDP) forming a government again after being out of power for

three and a half years.

During the election campaign, the LDP leader, Mr. Abe, campaigned
quite aggressively for Japan to adopt an easier monetary policy. He
alleged that the previous governor of the Bank of Japan, Mr. Shirakawa,
had not been aggressive enough in fighting deflation, which Japan has

had nonstop since 1994. Mr. Abe, therefore, felt deflation to be a very
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important issue to campaign on. He also wanted to see new changes
in Japanese policy to promote a higher rate of economic growth. Now,

this policy, which we call “Abenomics” is evolving in three stages.

The first stage consisted of radical changes in the Bank of Japan (50)).
The term of the governor and the two deputy governors expired a few
weeks ago, back in mid-March. This gave Mr. Abe the opportunity to
name the new central bank governor as well as the two deputies. The
man he chose for that job is Kuroda, who, 12 years ago, served as Japan’s
Vice Minister for International Policy at the Ministry of Finance. During
his service, Kuroda had been a major critic of the Bank of Japan. He
wrote articles in the Financial Times, criticizing the Japanese monetary
policy for not doing more to fight deflation. So, he had very much carved

out a position as a critic of Japanese monetary policy.

I believe that Kuroda got his job because of his opinions and experience
at the Ministry of Finance. In the modern period, Japan has typically
rotated the BOJ governorship between BOJ bureaucrats and Ministry
of Finance (MOF) bureaucrats. Five years ago, when a MOF bureaucrat,
Muto, was supposed to take over, his appointment got blocked by the
Democratic Party in the upper house in the Japanese Diet. When he was
turned down, they chose Mr. Shirakawa, a lifelong bureaucrat who had
spent 30 years in the Bank of Japan, as new governor. Now, with Kuroda

taking over, the Ministry of Finance again has somebody at the BOJ.
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The BOJ has a policy meeting today (April 3) and tomorrow. I believe
that the meeting will announce a massive expansion of the balance
sheet, probably worth 30 or 40 trillion yen. Rather than just buying
short-term government debt, they will buy long-term bonds, corporate
bonds, equities, and real estate investment trusts. Mr. Kuroda will have

a far more aggressive policy than did his predecessor, Mr. Shirakawa.

Will this be enough to give Japan an inflation rate of 2%? I am
skeptical about this because Japan was not able to get inflation rate
much over 1% even during the boom back in the 1980s. However, I
do think aggressive stimulus has the possibility of at least ending the

deflation at some point in the next two years.

The aggressive policy has also led to a very sharp depreciation in the
value of the Japanese yen. It has gone from 78 yen per dollar back in
September to only around 94 yen per dollar now. This is almost an18%
depreciation in its value. Japanese stock market loves this policy change.
Since October, it has rallied 40% and the stock market is very much

casting a vote of confidence in favor of Abe’s new policy.

Second stage of Abe’s policy is to have a fiscal stimulus this year. He
wants to spend five trillion more yen on infrastructure. Japan had, back
in December, a tunnel collapse that killed nine people. This led to a
wave of press coverage about the fact that most of Japan’s infrastructure

was built back in the 1950s and was, therefore, getting old and in need
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of new spending to maintain its quality. Accordingly, in the year ahead,

Japan is going to get a lot of stimulus from infrastructure spending,.

Third stage, which Abe will try to pursue over time, consists of various
microeconomic reforms to promote a higher rate of potential Japanese
GDP growth. This means labor market reforms, reforms in the financial
system, and getting Japan to do more to promote foreign trade. Korea,
over the last five years, has signed numerous free trade agreements
(FTAs) with America, Europe, Turkey, and more. Soon another one with
Canada may be put into effect. Japan, on the other hand, has signed

very few FTAs because of its heavily protected agricultural sector.

On his visit to Washington two weeks ago, Abe announced that he will
have Japan try and join this new American-led trade coalition called
TPP (Trans-Pacific Partnership). The TPP will include a variety of countries,
including some in North America and Southeast Asia. Participating in
the TPP will be a very bold step for Japan because doing so will draw
complaints from Japanese farmers who are concerned about the danger of
rice imports. Nevertheless, Abe agrees that Japan must do more to protect
its export markets because with other countries having FTAs, there is a
great danger that Japan will fall behind in trade. Various economists are
now saying that membership in the TPP could bolster Japanese growth
by 0.5% over the next five years. Right now, Japan has the highest
agricultural tariffs in the world. For rice, the tariff is over 700%, and it is

not clear how the government will resolve this issue in the future.
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If we turn to China, we have had tremendous news here in the last three
months about the country’s leadership transition and how the economy
will recover from the slowdown that occurred last year. China has two
new major leaders: Xi Jinping, who became the President as well as
the Communist Party Secretary, and Li Keqiang, who became the new
Premier. Li Kegiang, with both a law degree and a PhD in economics,
is quite remarkable in terms of his background. None of the Chinese
leaders in the past 40 years had studied economics, law, or political
science, making Mr. Li quite different from all of his predecessors. He
has played a role shaping economic policy behind the scenes in recent
years. A year ago, the World Bank published an important report called
“China 2030,” outlining all the great challenges that China will face in
maintaining a high growth rate. He helped to write and endorse this
report. To me, this comes as a positive sign because it suggests that he
may be prepared, over the next 10 years, to promote major structural

changes to enhance the economy’s performance in China.

There are four or five major areas of reform worth focusing on. The
first is a reform of the so-called “Hukou” system. The Hukou system
regulates internal migration. What it basically means is that a worker
who goes from the countryside to the city to get a new job cannot
maintain all his citizenship rights. He cannot send his children to local
schools or qualify for certain social services. To get those services, he has
to become a citizen of that town or community. However, migration

does not guarantee this transfer of local citizenship.
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What is important here is that China will need, over the next 30
years, a lot of migration to maintain the economy’s growth. China’s
population is now aging quite rapidly. The situation is not as bad as it
is in Korea, but the trend is very much heading in the same direction.
The labor force last year fell by three million people. The population
of people aged 20-24 will fall from 116 million last year to 94 million
in 2020, and to only 67 million in 2030. This means labor is going to
be a major constraint on growth. Hence, what China will have to do is
move lots of people out of the farms and into urban areas. In order to

achieve this, China must give migrants full citizenship rights.

The second major area of reform is liberalization of the financial
system. China has had, in the modern period, very tight controls over
the financial system. Interest rates have been very low regardless of
China’s very high growth rate. Over the last 20 years, bank deposits
have yielded 2-3%, but bank loans cost 6-6.5%. This is despite the fact
that China’s nominal GDP growth has been 15-16%. This reflects a
distorted financial system. People in China do not like these very low
yields because they often lose money after inflation. China has had
many periods with inflation of 4-6%, much higher than the yields on

bank deposits.

In the last two or three years, banks have begun to invent new
products to try to hold onto deposits. There has been a major growth

called “wealth management products,” which offer a yield of a couple
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hundred basis points over conventional bank deposits. Banks earn
these higher returns by making loans to real estate developers, local
governments, and other parties that need capital. In just two years,
these wealth management products have gone from almost zero to 8%
share of Chinese bank deposits. At current growth rate, the share can
become 25% of China’s bank deposits in three years. The problem for
the Chinese people is, however, that only wealthy people can afford
these products, which cost 4-500,000 RMB, far more than what an
average person can afford. This is creating a two-tiered banking system
in China, giving good rates of return to the wealthy and low rates of

return to everyone ClSC.

As a result, political tension will build up over time, forcing China to
liberalize the entire financial system and allow higher rates of return for
all depositors. This will be very important for the economy because the
very low rate of return on bank deposits has constrained the growth
of household income. It has also forced the household sector to have
a higher savings rate to achieve its wealth accumulation targets. China
does have, at the current time, one of the highest savings rate in the
world. In the household sector, the savings rate has gone from 32% 15
years ago to 38% now. This is very much a by-product of the fact that

there are very low rates of return on most household savings.

The third challenge for China is creating an effective social safety net

for healthcare, education, and pensions. A more effective social safety
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net will help lower the household savings rate. One of the problems
in China is the distribution of money that goes into social services.
Social services are mandated by the central government, but are often
provided by local governments, which provide 60% of the funding for
education and 40% of healthcare. Local governments often do not have
adequate resources to carry out these responsibilities, and often depend
very heavily on real estate sales to fund themselves. So, China will have
to strengthen the social safety net, which will probably result in more
central government funding for services currently provided by local

governments.

The fourth area for development is the environment. China has
tremendous problems with air and water pollution. A few months ago,
Chinas Academy on Environmental Planning produced a report saying
that environmental damage in China last year cost US$230 billion.
China spent, in 2011, US$68 billion on alternative forms of energy
in its efforts to reduce dependence on coal and fuels that produce lots
of air pollution. The study estimates that by 2020, China will have
to spend US$243 billion a year in developing new technologies to
promote cleaner air and reduce air pollution. Therefore, environment
will also be a major, expensive challenge for the Chinese economy over

the next five to 10 years.

The fifth area of change is the status of the RMB as a global currency.
The RMB historically has played no role in global financial markets.
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China’s currency is not fully convertible, and, therefore, the RMB has
only been a national currency. However, there have been major changes
in the last two or three years to promote the status of Chinese RMB.
There are currently 10,000 financial institutions globally that use RMB
in their business compared to only 900 two years ago. The share of
Chinese trade, which is RMB-denominated, has grown from 2% in
2009 to 12% last year. The HSBC estimates that by 2015, one-third of
all Chinese trade will be RMB-denominated.

Since the RMB is not yet fully convertible, it cannot play a role of
reserve currency like the USD or the Euro. However, some developing
countries such as Malaysia and Nigeria are now, for the first time,
buying RMB as an asset for their foreign exchange reserves. This is an
important development for the global financial system. In the next 10
or 15 years, the RMB will become an important global currency for

both denominating trade and foreign exchange reserves.

China’s economy slowed down last year. The growth rate fell from 10-
11% back in 2010 to only about 7.5%. There have been some signs
in recent months that the economy has been improving. The Chinese
central bank conducted a survey at a business conference last week, and
the Business Survey Index rose to 68 in March from 60.4 in December.
However, there is, right now, a major debate going on about the
outlook of Chinese economy. One school of thought is that China

had a temporary cyclical slowdown last year, which will not continue
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in 2013 and 2014. They believe that the slowdown was caused by
weaker foreign trade and by their attempt to try and restrict real estate
inflation by reducing property investment. The Chinese government
is very concerned about huge increases in property values because
they discourage home ownership. However, the government has now
loosened up on these policies, and Chinese exports have done pretty
well in the last few months. Therefore, these economists are confident
that China can easily achieve, again, a growth rate of 8.5% this year.
In fact, last year, the OECD in Paris came out with a report on the

Chinese economy forecasting exactly that.

The other school of thought focuses on the fact that China has an
exceptionally high investment share of GDP, which, in recent times,
has been around 48-49%, the highest of any country in the modern
period. On top of the great East Asian economic boom back in 1997,
Korea, Taiwan, and Malaysia all got to 40%, but no one got to 48%.
Economists of this school believe that China’s massive overinvestment
in the past have left them with a lot of excess capacity. Therefore, the
expectation is that capital spending will fall quite sharply, driving
the Chinese growth rate down from 8-8.5% to only 4%. The fact is,
because China has had a record capital spending, there probably is
some vulnerability. Yet, last year, the Chinese government had shown
that it can keep promoting investment by infrastructure spending and

other similar policies.
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There is no way for us to know, at least for one or two more years,
exactly which side is right in this debate. Nonetheless, Chinese
economic performance will have profound consequences for the
regional economy because it has become, in the last decade, the biggest

importing trading partner for many countries in the region.

Currently, China takes 54% of Hong Kong’s exports, 29% of
Australia’s, 27% of Taiwan’s, 24% of Korea’s, and 20% of Japan’s. These
exports consist primarily of “intermediate goods.” Japan, Korea, and
Taiwan supply to China a wide range of components and parts used
to assemble finished goods. China then exports these finished goods
to North America and Europe. If we look at Korea’s trade account,
intermediate goods account for 61% of all Korean exports and 72%
of Korea’s exports to China. So a major Chinese slowdown in both
domestic consumption and exports will have an adverse effect on
trade in Korea, as well as in Taiwan and Japan, all of whom are major

suppliers of goods to China.

Elsewhere in Asia, growth rates have been pretty good. Last year,
the rates for Korea and Taiwan have been weak because of foreign
trade. However, as for Malaysia, Thailand, the Philippines, and
Indonesia, these countries have had good growth, thanks to very
robust consumption to compensate for weaker exports. Indonesia has
had a capital spending boom, thanks to mineral developments. The

Philippines government has been spending a lot on infrastructure.
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The Malaysian government had a very aggressive fiscal policy last year,

trying to buy votes, and now has an election pending in a few months.

The other truly weak economy in Asia right now is India. Their growth
rate has fallen from over 8% down to about 5%. India has had two
major problems recently. First, they suffered from a very high inflation
rate a year ago. This resulted in the Reserve Bank of India raising
interest rates 13 times to try to bring inflation under control. They have
had some success, and have begun to cut interest rates in the last few
months. However, they are doing it very gradually. This year, they will

probably cut interest rates by only 50 or 75 basis points.

Secondly, some major corruption scandals have shaken the Indian
market. This has crippled India’s business confidence, which led to a
big decline in capital spending. With corruption looming as a major
issue, Indian businessmen are finding it difficult to make investment
decisions. India will be having an election a year from now, but
currently, no one is in command. Prime Minister Singh is over 80
years old, and it is far from clear if he would be able to run again. The
Bharatiya Janata Party, the Hindu nationalist party, also has to elect a
new leader, but it is not clear who is going to win. Simply put, India

will have lots of political uncertainty going into 2013.

The economic outlook in Latin America is just as diverse as it is in Asia.

Peru, Chile, and Columbia, thanks to big new resource investments
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in copper, gold, and coal mines, are going through a period of very
robust growth. The Brazilian economy, by contrast, has weakened quite
dramatically. Brazil had a severe inflation problem about a year ago
that caused interest rates to increase, raising the Brazilian Real (3r1) by
40% against the USD in just two years. This, of course, had an adverse
effect on Brazil’s competitive position. I think Brazil’s growth rate will
improve this year, but maybe only up to 3-3.5% compared to 1% last

year and over 7% back in 2010.

The other promising region of the world that does not get enough press
coverage is sub-Saharan Africa. For over 4-5 years, sub-Saharan growth
has been over 5%. The global recession in 2009 was, of course, an
exception. Africa looks like it is entering a period of sustained takeoff.
Various factors are driving this. One of those factors is the growing
demand for raw materials. Thanks to China’s rise, a major economic
power, there have now been growing demands for copper, iron ore, all
base metals, and oil. Africa produces lots of these minerals and is, thus,
attracting huge Chinese investments. For example, Sino-African trade
has gone from US$10 billion a decade ago to over US$200 billion.
China has become a very important growth locomotive for the African

economy.

Secondly, there has been a major improvement in the last 10 years in
the quality of African governments. 20 years ago, we classified only

three African countries as democratic. Now, we classify 31 as fully
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or partly democratic. This is a very significant change, and it reflects
improvements in the quality of political leadership and government
transparency. These are important prerequisites for the African
continent to attract more foreign direct investments (FDI) in the future.
Thanks to resource boom and political changes, Africa is now attracting

a reasonable amount of FDIs for resource development.

In addition to that, Africa is unique among the regions of the world
for having a big population growth. The population will increase
from one billion people last year to possibly as many as two billion by
the year 2050. This will be both a challenge and an opportunity. The
challenge is to create enough jobs for the growing population. If Africa
fails to do so, the growth will simply lead to widespread poverty and
pressure for emigration. The opportunity is for Africa, with abundance
in labor supply, to develop itself as the place where industries with
labor shortage problems can go. Right now, there are labor shortages
in China, much of East Asia, and certainly in Europe. This will
be an opportunity for African countries to attract not just mining
investments, but also manufacturing investments. Africa, now with
new opportunities for further growth, is a growing market that Korean
companies should keep an eye on. Africa has the potential to be a great
consumer of construction and financial services as well as manufactured

goods.

This is my summary of the global economy. Africa, in the year ahead,
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is going to face some great challenges, but it will also be provided with
some great opportunities. America and China both have the potential
to increase their growth rates. America must resolve its fiscal problems,
while China, after the slowdown of 2012, is hoping to get back to
a growth rate of 8-8.5%. Japan could also have, in the year ahead, a
much higher growth rate. However, Europe is trapped in recession

because of all the contradictions tied to the monetary union.
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Questions




You mentioned the World Bank’s “China 2030” report. Last
Q year, the president of the World Bank said, without drastic
reforms, especially in the state-owned enterprises (SOEs) in China,
which we call “state capitalism,” China might fall into the so-called
“middle income traps.” I personally think the sharp increase in the
SOE functions and contributions might create a problematic situation

in China. What is your opinion and forecast on this issue?

Let me start out with state-owned enterprises in China.

China’s state-owned enterprises have gone through profound
changes in the last 15 years. Many have now been partly privatized and
listed on the stock exchange, but the government is still the dominant
shareholder. It is widely accepted in China, however, that these state-
owned enterprises have preferential biases for access to bank lending,
capital, good land, and so on. There have been lots of criticisms
on these state-owned enterprises. Richard McGregor, for example,
published a book recently on how state-owned enterprises in China
will pose, over the next five or 10 years, a very major challenge for
policymakers. As the World Bank indicates, a change must occur, and I

think all we can do for now is to watch and see what happens.

Another problem in China is that the government has an industrial
policy that favors certain sectors over others that could lead to major
market distortions. A good example of this is solar panel. China created,

10 years ago, several big solar panel companies. These companies had
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preferential access to credit and land as well as tax preferences. By
2010, they became dominant in the global solar panel industry, driving
down prices dramatically. Several solar panel companies in the US and
Western Europe went bankrupt during this period. This led to the
US government’s imposition of tariffs of over 30% on Chinese solar
panel imports. This, in turn, had a very adverse effect on Chinese solar
panel companies. Two weeks ago, China’s largest solar power company
filed bankruptcy. This is an example of the Chinese government policy
backfiring in the end.

There are lots of microeconomic tensions in the US-China relationship.
Many of these are over Chinese policies that favor certain sectors with
preferential capital, low tax rates, and so on. Korea, 50 years ago, had a
similar situation when it nurtured strong companies to be global. That
policy has been quite successful in Korea. Japan did the same back in
the 1950s. Therefore, it is not surprising that China is following that
example. However, China’s economy right now is much larger than
were the economies of Japan and Korea 30-40 years ago, leading to
greater effects in trade tensions. The fact that the World Bank came out
with this report and the fact that Premier Li took part in writing it tells

me that there will be reforms, but it will take time.

The sequestration was thought to be so dreadful that the
two parties would be compelled to come to an agreement to

avoid it from happening. Nevertheless, America went ahead with the

41



sequestration, and you estimated that this will bring down the US
growth rate from 3% to 2%. Do you think the parties will now go

through with these cuts rather than trying to solve it in any other way?

When the sequestration was announced several months ago,

the consensus was that it would not be allowed to happen.
However, as I mentioned in my talk, America has a terrible political
gridlock in Washington that is affecting both parties. Republicans do
not want any tax increases, and Democrats do not want to cut any
entitlement programs. When I was in Washington last week, I had
private conversations with members of both parties on what they could
do. The Republicans told me privately that if President Obama agrees
to big cuts in the entitlement programs, they will agree to tax increases.
They will not say that publicly right now, but if they get a good deal
from the President, they will compromise. The White House told me
that they are prepared to reduce the indexation payments for social
security by US$220 billion over the next 10 years. So we do have, in

both parties, some willingness to strike a deal.

However, we have to find some way to bring it all together, which has
been very difficult so far. It would be what we call a “grand bargain,”
but it is not yet in sight. America will once again have to raise the
government debt ceiling in August, despite the fact that this was what
led to sequestration two years ago. I am hoping that the deadline in

August might finally force a big compromise.
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The crisis in Cyprus was the first time the EU and the IMF put
Q the burden on the bank depositors. I understand the reasons
behind it, but it nevertheless was very rattling for the total banking
system. Until this case, the depositors always thought their deposits to

be safe. What do you think about this situation?

As I mentioned in my talk, what happened in Cyprus two

weeks ago was totally unprecedented. So far, when banks
have been rescued in Europe, the losses have only fallen on the equity
holders or the bond holders, not on the depositors. So this will have a
catastrophic impact on Cyprus’ banking business. The Dutch Finance
Minister, who is the President of the Euro Group which negotiates
these deals, said two weeks ago that Cyprus could be a template for
future action. When he said that, European bank stocks fell by 10%
across the board the same day. The danger, of course, is that because he
made the suggestion, there could be, in the next few months, capital
flight from Portugal and Spain and the countries that have financial
vulnerability from the banking crisis. In the end, I do not think what
happened in Cyprus will happen anywhere else. Cyprus was a very

special case because of all the Russian money.

Q Li Kegiang was quoted to have said that GDP numbers are
men-made and that these numbers are not reliable. Therefore,
you would have to look at the real factors like bank loans to really

know how the economy is doing. How comfortable do you feel about
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the GDP numbers as published by the government?

There is a lot of debate about the Chinese GDP. Morgan

Stanley came out with a report just a month or two
ago, estimating that right now the Chinese data understates the
consumption share of GDP by 10%. It said that these data rely on
lots of old data that are not keeping up with the big changes in the
Chinese economy. They fail to capture China’s retail sales in internet
transactions, for example, and do not fully understand how people are
changing their consumption patterns. There are lots of problems with
China’s old economic numbers, but they cut both ways. Some overstate
growth, while others understate growth. During the Asian financial
crisis back in 1998, China’s power consumption fell quite dramatically,
but China’s GDP growth never got under 8%. Many economists felt
that growth must have been a lot weaker. So, China’s numbers can
be misleading. The fact that Li said this gives me hope that they may
improve the data. America has to revise their GDP data every five years.
So, data revisions are not limited to China. The need for revision is for

the whole industrial world.

You mentioned that there are positive signs in the US
Q regarding its economy. This is very encouraging because the
economic health of the US is very important for many other nations.
Could you also touch upon how the US, in the medium- to long-term,

is planning on handling its deficits? How is the balance sheet going to
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be sorted? Furthermore, I think the US is also facing the challenge of
old infrastructure as Japan is. According to some estimates that I read,
infrastructure renewal in the US may require around US$1 trillion.

What are your thoughts on these issues?

A Regarding the US fiscal deficit, the Congressional Budget

Office (CBO) is forecasting that over the next three years the

deficit will fall quite dramatically, from almost 10% of GDP three years
ago to possibly as low as 3% of GDP in 2015.

With the economy doing better, America is getting growth and tax
receipts. The two problems after that are Medicare and interest costs.
Medicare goes up in cost every year because of aging population. That
could easily drive the US back to a deficit of 5% of GDP. Second
potential risk is interest rates. Right now, America spends 1.5% of
GDP on debt servicing compared to 3% 20 years ago. Because of low
interest rates, the government’s debt servicing costs have collapsed. By
2020, debt servicing costs might be 4% of GDP, not 1.5%. That will
mean a big increase in government spending, which will collide with
the other fiscal targets. The Republican goal is to freeze the government
share of GDP at 20% forever. You simply cannot do that if your
debt servicing cost triples and your population keeps aging, boosting

Medicare benefits.

I think it will be very hard to keep the government share of GDP
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below 25% over the next five years. The government share will
probably increase because of these demographic changes and changes
in interest payment. For Medicare, the big question is, “Will we have
to introduce a value-added tax to Medicare?” Right now, the US is the
only industrial country to not have a value-added tax, which started in

Europe 30 years ago and has now become truly global.

However, the US has never had a value-added tax. They have talked
about it from time to time, but it has gone nowhere. The last
congressman to endorse the idea was Al Ullman back in 1978. As
the Democratic chairman of the Ways and Means Committee, he
was very powerful. However, because he proposed that idea, he lost
his seat in the next election. Since then, no one has dared to propose
it. Nonetheless, if Medicare goes from 4% of GDP to 10% over the
next 25 years, the only way America could raise that much money is
through a value-added tax because there would be great resistance to

raising income tax rates.

We cut our income tax rates quite dramatically in the 1980s. Before
1980, our top marginal tax rate was 70%. President Reagan cut it to
50% in 1980, to 28% in 1986, then back to 31%. Under Clinton,
it went back to 40%. It did not go all the way to 50% because there
would have been great resistance to that. If we cannot control Medicare
spending, we would be forced to join the rest of the world in having a

value-added tax. Therefore, this is an evolving story.
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The problem is that the two parties are very far apart in terms of their
core interests and their perceptions of what they have to do to maintain
the support of their voters. I think both parties know privately

what they have to do, but they cannot admit it publicly. That is the

challenge.
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Japan’s Abenomics

and Foreign Policy”

Abenomics
Hugh Patrick

I will talk about the Japanese economy and “Abenomics,” a new term

that is used to describe the Abe government’s three arrows of economic

policy.

Japan is a major advanced, high income, capitalist, and industrial

democracy. It has the third largest GDP in the world, and its economic

* This is a transcript of the lectures given by Drs. Hugh Patrick and Gerald Curtis at the "IGE/
Samsung Electronics Global Business Forum on April 9, 2013. The views expressed here are the

speakers’.
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success is based on high levels of technology and productivity as well as
smart, hardworking people. Japan is also a clean, comfortable and safe

country, except for the occasional earthquakes.

However, the major barrier for Japanese companies and for Japan, in
general, is language. Lack of command in English is one of the major
vulnerabilities of Japanese companies because it insulates them from
the rest of the world, making it harder for them to interact globally as
much as they should. It also weakens their ability to manage foreign
managers. I do not know very much about Korean companies or
Korean management, but I certainly know that on average, Koreans are

significantly better at English than the Japanese.

With that said, Japan has gone through two decades known as the “two
p g g
lost decades.” In a sense, it is correct to use the term “lost” because
during this time, there were indeed deflation, mediocre growth, weak
g g
labor markets, and a sense of resignation. However, this is too simple a

macroeconomic statement to make about Japan’s conditions today.

Over the last two decades, there has been a tremendous amount
of change in corporate and personal behavior in institutions and
organizations. A lot of this change has occurred below the radar screen.
But it is obvious that Japan today is very different from Japan 20 years
ago. A declining labor force since around 1995 and the currently

declining population have already had, and will continue to have,
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a big effect on the Japanese economy. Another notable aspect over
the past 20 years of anemic performance has been the high volatility
of growth, in which Japan underwent a recession, a recovery, more
growth, and another recession. In particular, Japan was involved in the

Great Recession of 2008-09. It has had its difficult times, but is now

recovering very rapidly.

If economic performance is measured not in terms of total GDP
growth, but in terms of GDP per capita, GDP per worker, or labor
productivity, Japan has done quite well over the past decade, perhaps
as well as the United States on the whole. Such good performance,

however, is hidden by its demographic changes.

A major ongoing concern is that while deflation and low rates of
unemployment are taking place at the same time, labor continues to
be misallocated and underutilized. As I said, the Japanese economy did
grow from 2002 to 2008 at 1.8-2% a year, and its deflation improved
from -1% to 0%. However, the Great Recession set them back. Now;,

like the United States, Japan is in the process of recovery.

The rapid growth this year would, however, not be enough to end
deflation and to achieve adequate growth over the long run. That
is why Prime Minister Abe’s top priority in economic policy is so

important.
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Abenomics consists of three components. The first arrow is monetary
policy. Dramatically expansive monetary policy, initiated last Thursday
(May 9), was anticipated by the appointment of the Bank of Japan
governor Kuroda and deputy governors Iwata and Nakaso. The
second arrow is fiscal stimulus which was embodied in the very large
supplementary budget passed last month. The third arrow, which is the
most important and the most difficult to put into effect, is structural

reform. Let me elaborate on each of these arrows.

I knew that the Bank of Japan was going to take some kind of
expansive action. But like most observers, I did not expect it to be
as extraordinarily strong as actually occurred last week. Actions such
as doubling of the monetary base over the next two years through
purchases of government bonds, shifting to purchasing longer-
term bonds with longer average holdings, increasing the purchase of
exchange-traded funds, were indeed dramatic. There has been a clear
statement that this policy will last until a 2% rise in consumer price
index (Cr) is in effect. We have set big hopes on the results of this
policy, but it is far too early to guess. Dr. Curtis and I argue about this
because he is more of a skeptic than I am. In my view, the monetary

policy arrow is shot and is clear. We have good expectations.

The second arrow is fiscal policy which I think is heading toward a
clear direction in the short term but is not yet set in the long term. This

is, in part, due to the uncertainty in how quickly monetary policy will
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work. I feel strongly that the current fiscal stimulus is essential and that

it works well with monetary policy.

However, there are three fiscal policy issues that need to be addressed.
First, when should the stimulus be ended and replaced with fiscal
consolidation which eventually has to take place given the huge size
of Japanese government debt? Fiscal consolidation should be done but
it should not be done prematurely. Deflation has to be brought to an
end first, then the growth path established. Secondly, should the tax
raise on consumption next year and the year after be allowed to go into
effect as scheduled or be delayed? This will depend on the performance
of the economy over the course of the next 6-12 months. Thirdly, once
the appropriate conditions for fiscal consolidation are set, a major tax
reform will be needed and taxes will have to be raised. What kinds of
taxes or structure will be put into effect is an important issue that Japan

has only recently begun to debate about.

In terms of the first two arrows, macroeconomic monetary and fiscal
policies, Japan is on the right path, even though it is too early to see
visible results. A big key to all of this is the public’s expectations,
particularly about ending deflation and restoring full employment
growth. Even before Abe was elected, the Japanese public had high
hopes stemming from their expectations on Abe and on the policies
they thought he would implement. A couple of years ago, the overall

mood among the Japanese was one of resignation. However, now it is a
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sense of hope, and sometimes, even euphoria. So a key issue is how to

manage these expectations in the future.

The third arrow, structural reform, is the most necessary and the most
difficult element to enforce. Fiscal and monetary policies alone will
not be able to achieve long-run growth. Greater structural reforms
will be needed in order to create new opportunities for companies to
invest in Japan, particularly in services and agriculture. We will have to
wait and see what kinds of structural reform programs and policies the

government will make clear that they will implement.

The Japanese government has done two major things so far. First, they
have decided to enter the Trans-Pacific Partnership (17pr) negotiations,
which I think is an important step towards structural reform. Although
I do not think the TPP is enough to solve everything, there are a lot of
vested interests that are concerned about how the process will develop.
In general, every society faces the problem of having interests that are
based on the present system, including the restrictions and regulations
of that system. Therefore, when existing restrictions and regulations
are removed, making the system more open and competitive, those
interests will resist to this change. In Japan, such interests to protect
their tariff and regulations are shared among the agricultural sector and

many bureaucrats who live by enforcing those regulations.

The second major structural reform now in the works is on energy,
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particularly electricity. Currently, production and transmission
of electricity is being separated from each other in a regionally
monopolistic way. Such separation will allow many opportunities
for new companies to come in the market to produce, transmit, and
sell electricity in various ways. This will be an important opportunity
for development, leading to better energy policy. There will be huge
resistances, but it certainly is not clear how this process will unfold. I
have not seen a comprehensive set of proposal for reforms yet, but I
hope the governments announcement on its long-run strategic plan in

late June will have more to say about that.

One of the committees dealing with this issue is called the “Industrial
Competitiveness Council.” It is composed of 10 people who are
mostly from the private sector, but some are also from the public
sector. As I understand it, there is a division of opinion within this
group. A group of strong minority says that it is best to free up the
markets by engaging in reforms and deregulations, while the rest say
that it is best to provide more money to companies that are in need,
especially small and medium enterprises, to help them take advantage
of dormant technologies, and so on. I am afraid this would only keep
“zombie” companies alive. I hope that the Japanese will engage in more

substantial reforms and effectively utilize the market forces.

I assume the Liberal Democratic Party (LDP) will win in the upper

house election, and that Prime Minister Abe will be in office for the
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next few years. The only thing I see stopping Abe is if he makes some
terrible mistake or if his health goes bad, both of which seem unlikely
because he seems like a very energetic and strong leader today. So, the
economy will do well for the next 12-15 months, but after that, it is
much less certain. I worry, for example, about inadequate domestic
demand. Household incomes need to go up in order for consumption
to go up, and this means wages need to go up. However, the
mechanism is not there to put such process into effect. I do not know

how many reform programs will actually be created and implemented.

We have a lot of questions to which we do not yet have the answers
to. I assume that the Abe government will somehow succeed in ending
deflation, but I am not sure how long it will take or how successful it
will be. I also do not think the government can end deflation on its
own. They need support on the fiscal policy side, and personally, I do
not know if announcing the 2% target raise in CPI was the right move.
[ am less concerned about whether or not they will actually hit the 2%
target as much as I am about people not believing that deflation has
ended and that they are on the right path. However, once people start

believing, I would worry less about the numbers.

Assuming that deflation is brought to an end, the next big monetary
challenge will be how to adjust interest rate upward smoothly without
causing a major disruption in the Japanese government bond market.

My sense is that there is no conflict in having fiscal stimulus now and

96



fiscal contraction in the future. It is a matter of timing,.

In sum, I am optimistic about Abenomics for the first year or two, but
I still think it is quite uncertain what the results will be. Since I am
an optimist by nature, I think Japan, at its worst, will at least muddle

through.

Q&As

I agree with you on your comments about the positive mood
Q shift in Japan and that the Japanese are on the right track.
However, do you see any domestic or external tipping points in this
journey? If so, could you share your thoughts on this issue? You
also mentioned energy as one of the most important areas that need
structural reform. Do you think that the nuclear energy, on which there

is an ongoing debate about, is an essential component?

If the policies of Abenomics do not succeed, that would be
disastrous not only for Abe but also for Japan. That is why I
think the government will not allow these policies to fail. In terms of
international relations, as one Japanese citizen said recently, “Things
could get messed up if the Prime Minister decided to visit the Yasukuni

Shrine.”
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Nuclear energy is clearly a very important issue that consists of two
sets of smaller issues. One is how many and how quickly the plants
that are currently closed down will reopen. There seems to be pressure
or incentive from the government to move quickly, but anxiety about
safety cannot be ignored. So the reopening of plants will take a long
time to get approved, and we will have to wait another year or so to see

seven or eight reopen.

How many will ultimately reopen is quite unclear. The question for
the long run is whether or not the Japanese will continue to build
new nuclear stations to replace the existing ones. This is a complicated
political issue. Economists will probably say that it is rational to build
additional nuclear facilities, so that they can rely on nuclear power.
Indeed, the government seems to implicitly endorse this view. However,
the politics involved in of achieving this is going to be very complicated
because there have been lots of emotional reactions to building nuclear

facilities.

Q Even if all stimuli are injected into the economy, it is up
to the real economy to respond to them and spend money.
How realistic do you think the target of 2% rise in CPI of Japan’s

Abenomics is?

A The question about to what extent these macroeconomic

policies, particularly the monetary policy, will actually have an
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effect on encouraging increased expenditures in the real economy is an
excellent point. In my opinion, these policies will have some effect on
business investments even if interest rates are low. Dr. Curtis disagrees,
however, claiming that people will just take their money and go abroad
with it. Nonetheless, we would both agree that it is important to
keep in mind that Abenomics is a package of three arrows. Too much
expectation on the monetary policy is misguided. I believe that fiscal
policy and structural reforms, especially, are the real keys to Abenomics.
Structural reforms are expected to open up new domestic markets that
will provide opportunities leading to investments and performance in

the real economy.

In my view, the main purpose of this monetary policy is to stop
deflation in Japan. Although very mild, deflation has been persistent
and pernicious for far too long. Over the last 40 years, we have
learned how to stop inflation, but we have not yet learned how to stop

deflation. Abenomics will serve as a very important test case.

Do you think Abenomics can be successful without support
Q from the US? When Abenomics came out in the form of
quantitative easing, its effect on the exchange rate led to criticism
from other countries. However, these criticisms died out when the
US entered the frame in support of Abenomics. Could you share your

thoughts on that?
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A Any time a government pursues an expansionary monetary
policy and the country has flexible exchange rates, the exchange

rate is going to weaken. That is a natural byproduct of monetary
policy, not the main purpose. Weakening of the exchange rate will be
helpful because it would make Japanese exports more competitive and
attractive. Although that will be unfavorable for Japans competitors,
particularly Korea, I am impressed by how effectively Korea has
adjusted to major swings in exchange rates. Therefore, from my point
of view on Korea, there seems to be too much anxiety about exports
and not enough anxiety about increasing domestic consumption. Korea
has an economy with a rising inequality in income distribution and,
therefore, has to find out a way to improve consumption at home. It
has the advantage of having strong fiscal weapons that have not yet
been used. So, in a sense, a mindset change has to occur in Korea,
involving a shift away from believing that the only way to save Korea is

through exporting to improving its domestic performance.

The current Japanese quantitative easing is perhaps the boldest
Q ever. This morning, the IMF managing director lauded
Japanese action, and you also provided a very positive assessment
regarding this issue. Is there any sense that the policy of drawing a
depreciation of the Japanese yen and exporting Japanese product in
a competitive price-taking environment is following the “beggar thy
neighbor” policy? I ask this because I know Koreans are very concerned

about Japan’s bold quantitative easing policy.
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In every democratic country, there will always be somebody

who criticizes almost anything. Sometimes, these arguments are
very valid, while at other times, they only serve very narrow interests.
Of course, countries worry about their exchange rates, but that is why
global mechanisms for adjusting the rates exist. I thought that the head
of the IMF lending support for Japan’s policies sent a very important
international signal. In that respect, the atmosphere for Abenomics will

be generally positive even if there are going to be some adjustments.

Regarding TPP, if the United States fails to persuade Japan
Q to open up its agricultural sector substantially, as it did in the
KORUS FTA, I think the quality of the TPP will be much poorer than
that of the KORUS FTA. To what extent is Japan ready to open up its

agricultural and service sectors?

On the TPP, I believe that US will barely push Japan on its

agricultural sector. Rice will probably remain protected, but
others will be opened up for negotiations. Japan will probably push
on services and other areas in the United States. In a sense, the TPP
as a form of foreign pressure can now be used in Japan for domestic
purposes. Japanese policymakers know that they need to carry out a
reform in the agricultural sector and are now trying to figure out a
way to do it. Adjustments are not going to be immediate and it will
probably take 10 years for them to carry through. In 10 years, a lot

of Japanese farmers will have retired. Currently, the average age of
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Japanese farmers is 65 and more than a quarter of them are 70 or more.

That decline will continue.

Scheduling gradual adjustment will ease the political and economic
burden of this adjustment. As for America, it will serve as a nice scapegoat
to blame for this reform. On the other hand, Japan has been arguing that
there has to be a set of rules and principles to the TPP. The US agrees but
also wants to protect its trucks with a 25% tariff. This will probably stay

because automobiles are a cultural symbol for the US.

These kinds of issues are going to be put on the table at the TPP
negotiations. The United States and other 10 countries have made a
real strong commitment to the TPP because they want to make this
a very strong agreement. They want to set and define what the rules
of the game should be, not just for these 11 member countries, but
essentially for the world. Since Doha has failed, the TPP is the new
push forward.

On the issue of Dokdo, it is the Japanese government that
Q keeps on raising the bar every year, step by step. For example,
it is mandatory for every Japanese textbook to put “Takeshima” as
Japanese territory. Furthermore, the central government is considering
a national Takeshima day. If Japan keeps on raising the bar, Koreans
cannot just sit and watch. Japan is now trying to bring the issue to the

international court. Should Koreans still stay silent?
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A These territorial issues are intractable, and it is best to try to
postpone addressing them. The US has an intractable issue

with Canada on some islands, but it remains a big local issue, not a big
national issue. Therefore, I do not see easy solutions and find it amazing

how nationalistic every country feels about unimportant territory.
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Mzr. Abe’s Foreign Policy

Gerald Curtis

Let me share with you some of my thoughts about the politics and

foreign policy under the current Abe administration.

When Prime Minister Abe was in office six years ago for one year,
he had a very unhappy experience. As Prime Minister Koizumi’s
chosen successor, Abe came in with quite high numbers. However, the
situation went straight downhill for the ensuing 12 months, during
which he got ill and finally had to resign. I do not think anybody then
would have anticipated that he would be back six years later as Prime
Minister, delivering a speech in February at Center for Strategic and

International Studies (Cs15) in Washington titled “Japan is Back.”

Well, Japan is not quite back yet, but Mr. Abe certainly is. In many
ways, Mr. Abe now is very different from Mr. Abe six years ago,
especially in his approach to politics. Six years ago, Abe talked about
“beautiful country” and lots of other abstract ideas that gave voice to
his long-term aspirations on changing Japanese constitution, going
back to old values, and so on. However, this time, he learned a lesson
from American politics: the importance of emphasizing the economy.
Instead of abstract talks about things he cannot do anything about in

the short run, Abe started focusing on what he can do for the public

104



now. The past 100 days or so that he has been in office for have been

extraordinarily successful.

Abe’s great branding of his strategy is the so-called “Abenomics,”
consisting of three arrows that are easy to remember: fiscal
consolidation, inflation targeting, and structural reform. He has put
everything else off to the side, including constitution revision. It still
remains as one of his goals, but he has put it off for the future for the

time being.

Consequently, there is optimism and a sense of hope among the
Japanese public and Wall Street investors. This has been lacking for
a long time until now. The stock market is up, the Yen is down, and
Abe’s popularity is soaring to new highs, with somewhere over 70% of

the public’s support.

When the Liberal Democratic Party (LDP) came back into office with
the election in December, there was very little enthusiasm for the
party. The voting rate was the lowest in the post-war period, and there
was very little support for Abe. Public had little expectation that he
would do well, and there was basically a sense of desire to get rid of the
Democratic Party. People felt that the Democratic Party had made a
mess of things over the past three years. Against this backdrop, Abe has

done extremely well.
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The current concern of the Japanese people who are both in and out of
the country is what will happen after the election for the Upper House
of the Japanese Diet in July. All indications point to a major success
of the LDP. However, the party probably cannot win a majority of the
seats on its own because half the members of the Diet are elected every
three years for a six-year term. This means that even if the party sweeps
the election, it will probably fall a little bit short of getting a majority
of the seats. With its coalition partner, however, the LDP will clearly
have a majority. The Democratic Party, which has been in power for
over the past three years, will probably be split and wiped out in this
election. How the opposition will restructure itself is a big question for

the future of Japanese political democracy.

Assuming that Abe stays healthy and does not make any big mistakes,
his goal is to win the Upper House election now and three years from
now, win the Lower House election that will probably take place at the
same time and then move on to deal with some of the other issues that

he is interested in.

The worry is that once he wins the Upper House election, by which
time he would have already shot two arrows of Abenomics, he is going
to shift his focus toward a more nationalist agenda, such as constitution

revision and adopting a tough stance toward China.

However, I do not think such a shift will take place. Abe will continue
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being the kind of person we have seen over the past three months
because he wants to stay in office and go down in history as a successful
Prime Minister the second time around. The only way to do that is to
keep his eye on the economy and keep the momentum and enthusiasm
for economic revival high. He cannot just shoot the third arrow,
structural reform, one day and expect results the next. He has to have a
constant menu of actions and policies to convince the markets and the
public that Japan is really on the right track. If he drops the economic
ball and turns his attention to constitutional reform or to a more
nationalist agenda, it will divide the public that is currently united
under his economic policy. It will also scare Japan’s neighbors and bring
out criticism from within his own party. Therefore, Abe is going to

have to stay focused on the economy.

That leads to questions about Japanese foreign policy. Abe has a
reputation for being an extreme rightist. Indeed, he is on the more
conservative wing of the LDP. Nonetheless, he is a “cautious hawk.”
Although he would like to see lots of changes, such as a more muscular,
robust Japanese defense policy, he is a realist. This is a tradition among
Japanese conservative politicians. Their heart may be more on the
ideological right, but their brain tells them to look carefully at the
world situation and decide on what best action is for Japan that would
ensure its survival and maintenance of its peace and prosperity. So far,
Abe has been very cautious. For example, while he did increase Japan’s

defense budget for the first time in 11 years, it was only by about
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1%. There are some shifts in the defense area, such as setting Chinese
expansion as one of its top alerts, but no major changes in Japanese

defense spending should be expected.

Despite the US concern that Abe might be too far on the right, his visit
to Washington in February turned out very successful. He oversold it
and convinced the Japanese public that he restored an alliance crisis
with the US. However, he did not restore any alliance crisis because
there was no crisis to begin with. The US-Japan alliance is very deeply
rooted and extensive that even someone like Prime Minister Hatoyama
who created lots of troubles could not really upset the alliance.
Prime Minister Noda, in fact, was quite popular in Washington and
maintained a good relationship with President Obama. I do not blame
Abe for trying to make the best out of his trip, and it was indeed a good
trip. Abe did three things on this visit that I think were particularly
important and impressive for Americans and reassuring to the Obama

administration.

First, he committed to the TPP negotiations. Everybody had expected
that Abe would make the commitment after the Upper House
election. However, Abe believed that if he announced it after the
election that Japan was going to take part in the TPP negotiations,
the public would rightfully view him as a liar. It would have been
controversial for Abe not to have the TPP negotiations as part of his

campaign for the election and then suddenly claim that it is needed
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right afterward. Therefore, he decided very early on to make the
announcement before the Upper House election. Abe also had a good
political sense. He realized that Japan had changed over the past 20
years. The average age of Japanese farmers is currently over 65, the labor
force is dwindling, and their lobbying organization called the JA (Japan
Agricultural Cooperatives) represents more the people who work in JA than
it does the farmers. On that basis, he correctly sensed that the public

would support TPP.

I think Abe’s announcement on the issue of TPP caught Obama by
surprise. I personally think Japan will successfully join the TPP in July.
He made a number of substantial statements during his visit. First, he
stated that he will not make a big deal out of US tariffs on Japanese
automobiles. Second, he made a commitment to move forward with
the relocation of the marine bases at Futenma and Okinawa to a place
called Henoko, located in the northeast. This issue, which has been on
the table since the time when Hashimoto served as Prime Minister in
mid-1990s, has never moved forward. Now, Abe has made the decision
to force the governor in Okinawa to cither say yes or no to making an
environmental assessment of that region. If the governor says yes, the
case will move forward. Regardless of the actual success of his efforts,
I think the US will at least recognize Abe for going the extra mile in

trying to make the relocation happen.

Finally, Abe did not say anything provocative about China during his
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visit. This is significant because there was great concern in Washington
about Abe being anti-Chinese and being tough with China. He said
nothing about China in his CSIS speech or in his conversation with
Obama in public. The US wants to try and find a way to co-exist with
China in East Asia and does not want the Japanese to spoil the US-
China relationship or to raise tensions that could get the US caught up
in some of their conflicts, for example, the disputes on Senkaku Islands.
Thus, all in all, when Abe left Washington, Americans were left feeling
quite relieved that he is committed to the alliance and cautious about
China. The one issue on foreign policy that was talked a lot about
during the meeting was regarding North Korea and the need to take a

very tough line with North Korea.

On China relations, Abe government’s view is that the Senkaku Islands
belong to Japan. They claim that there is no dispute to talk about,
but that they are happy to discuss other matters in order to have a
strategic, reciprocal relationship with China. I personally think this is
unrealistic. There is a dispute, and there has always been a dispute, over
the Senkakus. Deng Xiaoping had the right answer to dealing with
this issue in late 1970s when he suggested that they put the issue on
the shelf. He claimed that it was too tough of an issue for the current
generation to handle. However, it has recently been taken off the shelf
because of the irresponsible actions of the then-governor of Tokyo,
Shintaro Ishihara, who decided to buy three of the four privately

owned islands from the owner. Although Prime Minister Noda bought
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these islands back in his efforts to maintain the status quo and to
send a message to the Chinese that he was trying to prevent anyone
from living or building on the islands, the Chinese people were not
convinced and reacted aggressively to this happening, holding massive

demonstrations and riots.

So there clearly is a dispute, and the Japanese would probably be
best off recognizing the dispute. Japan could bring the dispute to the
International Court of Justice, which the Chinese would reject, but this
would at least send the message that Japan is willing to find resolutions
through the rule of international law and that it is willing to talk about

the issue for as long as necessary.

On Korea relations, the two obviously troublesome issues are Dokdo
and the so-called “comfort women.” Japanese government is baffled
that the Koreans keep raising the issue of Takeshima because in their
view, the Koreans already have the islands and the Japanese are not
trying to take these islands. There is no basis to the belief that the
Japanese are going to send military ships to waters of Dokdo. So in the
Japanese government’s view, if Korea would simply be quiet, this issue

would go away.

Someone in the Japanese government said to me that while every
Korean knows about Dokdo, most Japanese do not, and very few

knew about Takeshima until the Koreans made a big issue out of it.
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His view was that if Koreans make Dokdo a public issue, the Japanese
will respond by claiming it to be theirs and putting it in their

textbooks.

Therefore, if Korea simply backs off and does not have the Korean
President visit the island or do anything to raise the temperature of
this conflict, this issue does not have to be so big. There is no Japanese
intention of doing anything to challenge the status quo, which is that
those islands are run by the Koreans. I find that to be a very convincing
and reassuring view on the part of Japan. The Japanese are not going to
make an issue out of Takeshima unless the Koreans make them make

an issue out of Dokdo.

The comfort women issue is a very dangerous issue for Japan in its
relations not only with Korea but also with the United States. This
is because statements made by the Japanese government that seem
to somehow try to explain or defend the atrocious treatment of
these women during the war raise a huge emotional reaction among
Americans. When right wing Japanese politicians go to a memorial
that has been set up for these so-called “comfort women” in New
York or New Jersey and protest, it only makes people even angrier
about what happened. Abe understands that. Whatever his personal
views may be, he is being very careful about not provoking anger
especially in Korea. Therefore, on Korea relations, Abe is not going to

do things that will raise the intensity of the Dokdo issue and is going
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to try to keep quiet on the comfort women issue. I think he is really
looking forward to improving relations with Korea under the new Park

government.

Finally, I would like to address one more territorial issue. This is the
one that Japan has with Russia over the northern islands. While the
territorial issues on Senkaku and Dokdo are almost impossible to
resolve, conflict over the northern islands can be resolved. Both sides
have good incentives to come up with a resolution. Russia wants
Japanese investment, especially in the energy sector, and Japan need
more energy because it is not getting its nuclear power plants back on-
line any time soon. Four islands are under dispute, two of which Russia
had agreed to return to Japan already in 1955. So this is now a question
of two plus alpha. The Japanese want all four back, but they are not
going to get all of them and they know that. They are trying to figure
out what that alpha is. Will Japan and Russia have joint management
of the other two islands, or can they add up the total land area and
divide it into two? They are considering many formulas to resolve this
issue. Finding a solution to this issue would be a huge foreign policy
victory for Abe. If anybody could succeed in resolving this dispute, it

would be someone like Abe who has the confidence of the right.

Finally, let us look at constitutional revision. This is going to be the
next big issue on the Japanese agenda. The LDP is showing a lot of

support for constitutional revision, and Abe has been very clever in
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dealing with it. Instead of going straight to Article 9* or other articles
in the Constitution that he wants to see changed, his immediate
objective is to change Article 96 which determines how to change the
Constitution. Right now, revision of the Constitution requires a two-
thirds vote in both houses, followed by a public referendum. Abe wants
to change the two-thirds vote into a simple majority. That would make
it easier to get constitutional revision issues through the Diet, and then
to bring them to the public. Such a change could be quite dangerous.
Virtually every country makes the hurdle for constitutional revision
quite high. In the US, for example, two-thirds of both houses of
Congress and then three-quarters of the state legislatures have to agree
for there to be a revision in the Constitution. In any case, constitutional

revision will be on the agenda further down the road.

Therefore, my view is that over the next several months, Abe will focus
on the economy, continue to be cautious about foreign policy, look
to improve relations with Korea and to avoid escalating tensions with
China, and maybe try to improve relations with Russia. It should
nonetheless be noted that his long-term goal is “freeing Japan from the

post-war regime,” whatever that may mean. I find it a little strange that

* Article 9: Aspiring sincerely to an international peace based on justice and
order, the Japanese people forever renounce war as a sovereign right of the
nation and the threat or use of force as means of settling international disputes
/ In order to accomplish the aim of the preceding paragraph, land, sea, and air
forces, as well as other war potential, will never be maintained. The right of
belligerency of the state will not be recognized. (The Constitution of Japan, quoted

word-by-word from Prime Minister of Japan and His Cabinet webpage)
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the Prime Minister is calling for a regime change in his own country.

The real question for next year is whether Abenomics is really going to
work or not. If it does not, Abe is not going to be around very long.

Failure of Abenomics will not just be bad news for Abe but also for

Japan.

Q&As

Regarding the change of Article 96, does it entail a need for
two-thirds majority or is a simple majority enough? If the LDP
gets the simple majority in the second election, how likely do you think
it is that they will push forward and change the Constitution to achieve

what they want, the so-called “normal state”?

A two-thirds vote is indeed needed to amend Article 96. There

A seems to be more support for possibly amending Article 96
than amending any other articles like Article 9. This issue has not
yet entered into the public debate and a lot of people do not seem to
realize what the implications are. Therefore, I do not think amending
the article will happen very quickly. However, the issue is soon going to
be talked about very much in the public because Abe will push for it.

Right now, the opposition is not very strong. People will discuss it, and

115



a lot of foreign countries, such as Korea, will worry about it. Koreans
will worry that if Japan amends Article 9 and removes the constraints

on Japanese military, Japan will become a so-called “normal country.”

Against this backdrop, Abe had an interview with a Korean magazine
that told him that he is viewed as an extreme rightist. Abe responded
to that comment by saying, “If wanting to have the right of collective
security and calling its military a “military” is being a rightist, then
every country in the world is rightist.” What is so wrong with Japan
wanting to be a normal country with collective security and calling its
military a military?” This question is being raised by a lot of Japanese

now than ever before.

So, why should Japan have one hand tied behind its back? Why should
Japan be banned from having collective defense or a military? There are
good reasons for this, but they are not being debated very much. The
big difference between Japan and Germany is not that one apologized
about their behavior and the other did not. The big difference is that
Germany got embedded in a security structure in Europe called NATO
that made people confident that the Germans were not going to go
off on their own. In fact, the first Director-General of NATO said the
purpose of the organization was to keep the Americans in, the Russians

out, and the Germans down.

In East Asia, however, there is no organization comparable to NATO.
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The two things that have made people somewhat reassured about
Japan were the US-Japan alliance and the Japanese Constitution.
Those were the constraints on Japan. Now, the US, feeling a lot more
fiscally constrained after the Lehman shock, wants its allies, including
Japan, to do more. So, with that on top of the possibility of removing
constitutional constraints, people rightfully worry that a situation
comparable to one in which Germany is announcing its desire to
become a normal country in the absence of a NATO or an EU is
being created in Asia. Such a case would be very upsetting to Japan’s
neighboring countries. There is a need to figure out a way to build
some kind of security community in East Asia. Currently, there is too
much talk about building up the military and not enough talk about

how to build such networks that could lead to real trust.

On the nuclear issue, a couple of nuclear plants may be put back on
line next year for political reasons, but only a few. I do not think there
is much chance that new nuclear power plants will be built in Japan,
and the ones in existence will be shut down over the next decade or
two. Abe wants to believe Japan has to rely more on nuclear energy, but
after what happened in Fukushima, it is tough to hold onto that belief.
Thus, Japan is really excited about shale gas imports from the US and

potentially importing oil from Russia and other countries.

Regarding the TPP, I do not think the US push is so much on

agriculture. Both countries want to protect their sugar and other
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agricultural products. Japan, especially, will find a way to protect their
sugar in Okinawa and rice. However, I believe there will be a shift
away from tariffs to a policy of income support for farmers. What the
US is really after is to have Japan agree to some aspects before they are
actually accepted into the TPP. The US wants to protect its automobile
industry and also see changes in the Japanese postal service system,
especially on the insurance side, to make it more of a level playing field.
They also want to make some agreements regarding medical equipment

related industries.

The US is playing a very tough game of trying to extract concessions
from Japan as a condition for getting into the negotiations. The idea
is that all this is going to be wrapped up by November, but I do not
think there is any chance that the TPP is going to be concluded any
time soon. We have seen how politically contentious other multilateral
negotiations become and how long they take to be concluded. The TPP

issue, to0o, is probably going to be stretched out.

In terms of Abenomics, this means that it will be a long process for
the TPP to actually force major decisions about structural reform in
Japan. Can the Japanese maintain enthusiasm that Abenomics is going
to work? I wonder. Plus, as Dr. Patrick mentioned, Japan needs fiscal
stimulus rather than fiscal consolidation. The Ministry of Finance has
been supportive of fiscal stimulus so far, but once the Cabinet approves

of consumption tax increase this fall, the Ministry’s pressure on the
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government for fiscal consolidation will be very powerful. As a result,
the government will neither be able to create a lot more stimulus nor
do a lot more consolidation. The debt will go up, and without growth,
Japan will encounter a major problem. To prevent such a situation from
occurring, changed expectations need to lead consumers to spend more

and companies to invest more, creating a virtual cycle. However, this is

a very risky strategy.

Finally, on Dokdo, I gave you my best assessment on what I believe the
Japanese are thinking. My personal view is that Japan has to say Dokdo
is a Korean territory, that they are not going to argue about it, and that
they are surely not going to have a national Takeshima day. I think
it is much more in Japan’s interests to have a good relationship with
Korea and just give up on the Takeshima issue. However, in reality, the
Japanese are not going to say that they accept Dokdo to be a Korean

territory.

The question is how do we put this issue on the shelf without having it
poison Korea-Japan relationship, which, in many ways, has been very
good. Korea is such a popular country in Japan with its pop music and

culture. Thus, both sides share the obligation to try and put the issue

on the shelf.

In this regard, I do not think it makes any sense for the Korean

President to have visited the island, poking his finger in the eyes of the
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Japanese. Although such action might have served domestic political
interest, it did not serve the national interest. As an outside observer,
I hope that both sides will figure out a way to get through this year

without having anybody say a word about “Dokdo” or “Takeshima.”
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