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Monzur Hossain: Thank you. Good afternoon ladies and gentlemen. I am going to present “Japanese economic stagnation: rethinking the issue”. As you know, I am studying at GRIPS, and this issue is now very important for Japan as it is a widely discussed topic.  Some economists and researchers are always thinking about the issue, how to overcome a situation like this. Before going on to serious discussion, I would like to introduce myself shortly. My name is Monzur Hossain, and I am from Bangladesh. My educational background is: M.Sc. in Statistics from Dhaka University, a Masters in Public Policy from GRIPS, and I have been enrolled in the PhD program at GRIPS. My Occupation: Assistant Director of Bangladesh Bank (the Central Bank of Bangladesh). Areas of interest: Econometrics, Statistics, Banking and International Finance. 
Today’s topics for discussion are organized as follows: Part I includes emergence and burst of the bubble, the characteristics of economic recession, etc. Part II, rethinking the issue, includes behavior of the banks, structural changes, and any further changes in structure. But I will not give much emphasis on the first part; I will give more emphasis on the second part.

PART I: ECONOMIC STAGNATION

Current State of the Japanese Economy: From 1991, and for most of the 1990’s, GDP growth rate was below 2%; unemployment rate rose up to 5% (it is now around 6%), 172 banks failed until 2002, deflation continues, credit crunch, non-performing loan is up to 20% of GDP in 2001. This is a very severe situation for the Japanese economy.  
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The characteristics of the bubble economy: Rapid increase in asset prices, overheating of economic activity, and expansion of monetary aggregates. I’ll discuss these later in short.  
Emergence of the bubble:  It emerged in 1987, and lasted until 1990.  This is due to a substantial increase in asset prices.  As you see here in the figure, in 1987 and 1988 stock (NIKKEI 225 stock averages) and asset prices (Land Price Index- LPI) increased to a very high level than other periods.  
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Overheating economic activity: The economic expansion during the bubble period was the second largest after the late 1960s. Real GDP and industrial production grew at 5.5% and 7.2% respectively until 1991. This figure shows the GNP (Gross National Product) and GDP (Gross Domestic Product) growth rate. Here you see, it increased up to 10% and 5% respectively during the bubble. Money supply also increased substantially. The growth of money supply exceeded 10% during the bubble period. The credit grew not only from banks, but also from capital market.  

Low overnight interest rate and discount rate in the mid 1980s also caused some issues to raise the asset price bubble, and both gradually increased in the late 1980s.  

Banks lending was also increasing at that time. These are the issues why the bubble emerged at the time. Now the question, “why did the bubble collapse in 1990?”, is raised. The Bank of Japan and Ministry of Finance took some interventions to stop the bubble economy.  

The interventions included BoJ’s raising of an official discount rate, which triggered the decline of land prices, and MOF introduced measures to control total lending by banks to the real estate sector.  

Consequences of the bursting of the bubble: Extraordinary fall of business investment and personal consumption, credit crunch, stock adjustment, balance sheet problem of enterprises and the NPL problem. These are the reasons for prolonged economic stagnation. 
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As we see in the figure, from a 2003 data, the outstanding balance of NPL is still very high; it is 4,785 billion yen for Mizuho. So, the economic stagnation still continues. All in all, 172 banks failed up to 2002, after that, Resona bank has failed recently. 

Source: Banks, The Nikkei Weekly, June 2, 2003.

PART II: RETHINKING THE ISSUE

Now the main issue of my discussion: ‘rethinking the issue’. What do people think about the issues? There are two popular views: One is the ‘liquidity trap’ theory by Paul Krugman, an economist from Princeton. Another is the ‘interest trap’ by McKinnon-Ohno (1997).  Prof. Ohno is my PhD advisor and he is a professor of economics at GRIPS. Krugman says that monetary policy is ineffective at this time because of low interest rates.  McKinnon-Ohno said in 1997 that the dominant trading partner externally forces the trap by its mercantile pressure. My view is that the problem is rooted in the structure of the financial system. The banks’ aggressive behavior is mostly responsible for creating the bubble, as banks acted as a channel for transmitting shocks to the economy, and popular views are a temporary solution of the problem. By these popular views and its solutions, we can only overcome the situation for the present, but it may again revive if the problem in structure continues.  

Regarding the structure of the financial system before 1980, the main bank system acted as industrial banking, and it was highly regulated and followed the convoy system of financial management. After 1980, financial deregulations/liberalization started through the transition from industrial banking to universal banking.

Asset Price Bubble and Banks: Banks lent aggressively to the risky businesses of SMEs, NBFIs and real estate companies. The loans were secured against land assets (collateral). After bursting of the bubble, the collateral became less priced and consequently huge NPL occurred.  Banks could not overcome the situation by selling the collateral, so they could not collect their loan.

How banks transmitted shocks to the economy: Here I shall express my view. The way how banks transmitted shocks to the economy can be expressed as follows:
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 Excessive risky lending to the SMEs in the mid 1980s created an asset price bubble. Asset price bubble means that the price of assets increased highly because of a huge increase in the supply of money. After some interventions, the bubble collapsed, and consequently some SMEs, those invested in the market, became bankrupt. This also created some NPLs, “non performing loans,” and due to the NPLs some banks failed. So the bankruptcy of SMEs contributed to the fall in investment and consumption, and the failure of banks also caused credit crunch, which means that banks didn’t want to lend again. This ultimately caused the economic recession. So the problem initially started from the banks and ended here with the economic recession.  

Why did banks behave aggressively?  The cause was, first and foremost, the declining trend of profitability. We see in the figure that the return on assets (ROA) and return on equity (ROE) of the banks were declining from 1970. With the advent of financial deregulations, the declining trend of profitability gained momentum. That is why the banks tried to invest in the SMEs to increase their short-term profits in any way as much as possible. This behavior of the banks created the problem.  

Why were bank profits low during the high growth period (before 1980)?  This is because of the main bank system - problems were in the structure of the financial system.  During the main bank system, banks lend preferential loans to the group members. There was also the possibility of window dressing. Caves and Uekusa (1976) showed that group membership leads to decline in bank profit rather than an increase.  

The main financial deregulations started in the mid-1970s that might have had an influence on the banks’ profitability. The dependency of enterprises on bank-loan became reduced (Main bank system became weak). Over-borrowing and over-lending situation changed. 

Deregulations were not fully toward competitiveness, but instead without direction in the 1980s. It neither showed full competitiveness nor any other type of banking such as universal banking. The declining trend of bank profits gained momentum by these deregulations. 

Who was responsible for the banks’ behavior? Firstly the authorities: the Ministry of Finance (MoF) and the Bank of japan (BoJ). They started deregulations without making banks competent for the situation. Secondly, the banks themselves. How were banks liable? The new mode of investment of banks to the SMEs made their portfolios inefficient, and the actual and expected return varied significantly.  Banks failed to model capital asset pricing successfully by considering all associated risk factors prevalent in the market. Banks management was not efficient in anticipating the asset price fluctuations. The issues also pinpoint the moral hazard and adverse selection due to asymmetric information in the SME market. These are failures by the banks. 

Rethinking again: If the banking system was not regulated before 1980, would this crisis have happened?  If the deregulations happened boldly, and banks were protected by prudential regulations, would this crisis have happened?  The answer is, probably not.  So the problem is in the structure.  

Structural Changes: The main bank system helped greatly in the industrialization process of Japan. This system was not competitive and profit oriented. In the present situation, this system is mostly obsolete. This is the convoy system of financial management. Financial deregulations started to bring more competitiveness to the system. By these deregulations, banks can do business in insurance, stock and money markets, especially after 1990. These are the characteristics of universal banking. So by these deregulations, the Japanese system has moved toward a universal banking system. This is again one kind of convoy system that is less competitive.  This is my view. 

       Diagram: Convoy System

What is convoy? As you can see in the figure, the main bank is clustered by some enterprise groups and subsidiaries. They are always guided by the main bank, through preferential loans and other assistances. So if the health of the main banks deteriorates, then the whole economy will deteriorate.  This is one of my arguments. Thus the main bank system is a convoy system, as well as universal banking.

Bottom line comments: What does the authority actually want?  Fully competitive?  Or Mixed- Convoy + Liberalization?  My view is, corner solution: either fully competitive or highly regulated convoy. Fully regulated convoy system is not suitable at present. Universal type banking is more risky for the economy.

So, further structural changes are needed?  Present structure may again create problems for the economy; thus, structural changes toward fully competitive commercial banking is recommended. Banks should not hold any companies of risk and capital market.  Since the bank’s money is the depositor’s money, the banks should not invest this money in the risk market. Cross share holding should be reduced to make the system more competitive.  This is my opinion and final recommendation. Thank you for your patient hearing.

Marta: Thank you very much for your interesting presentation and your ideas on the economic and financial problems of Japan in the 1990s. Are there any questions? 

Gull Imrana: My name is Gull Imrana from GRIPS, and I belong to the Public Policy Program. I found Mr. Hossain’s presentation very interesting. I think it is quite a thought provoking presentation because this is the current economic problem facing Japan. You have raised many issues and the causes of Japan’s economic stagnation, but when do you think Japan will come out of this current economic recession period? Thank you.

Monzur:  Actually, Japanese economic stagnation still continues since no good solution has yet been found. Although many measures have been taken, no monetary measures or fiscal measures have been found effective. I think Japan can overcome this situation in the next 4 or 5 years, but what I said here, this is not of my concern how Japan will overcome the situation. My concern is that the problem was created by the banks due to the structure of the financial system. So the problem is rooted in the structure. If we don’t overcome this problem, this type of problem may happen again. This is my concern.

Marta:  Any other questions?

Richard Charvet:  My name is Richard Charvet, and I am a chemist. The main reason for the problem seems to be a local problem restricted to the country by itself, or the Japanese bank system. Do you think that in order to solve this problem, Japanese banks should look more to the outside of their country?

Monzur:  Not necessarily. The Japanese banking system is not competitive like other country’s banking systems

Richard: Yes, but for their structure.

Monzur:  Well, there are some regulations still in the structure, and the convoy system is still prevalent in the Japanese way of thinking.   

Richard: To try to get out of this crisis?

Monzur: I don’t want to say Japan should adopt other side’s or country’s system. But I want to say that the system should be more competitive.  In anyway, Japanese can think about it.

Richard:  Thank you.

Marta:  Do you think that the convoy system may have been the root of the problem?

Monzur:  Thank you. Actually, the convoy system did not create the problem, because the convoy system continued until the 1980s before deregulation started. During the convoy system, the Japanese bank situation was not very good, but the Japanese economic situation was very good. Due to the convoy system, banks helped in the industrialization process greatly. But problems arose when Japan started to move or transfer from the convoy system, and during the 1980s there were no established guidelines for where they were to go. Universal banking actually has come after 1990, but the problems occurred before 1990. So at that time it was a transitional period for the Japanese financial system. So, I think the convoy system was not a problem, and I can also say that the convoy system is obsolete now. It may not act as good as it was because of the complex behavior of some economic indicators. So, regarding your question, actually the problem originated because of undirected transition from convoy.  So I would like to recommend moving to fully competitive system.
Marta:  Any other questions? Nobody. OK, one more question from my side. So, Japan was considered to be the number 2 economy in the world. Do you think if she restructures and adjusts her financial position, it may be again number 1?

Monzur:  It depends on many issues. The US is now the number one economy, and Japan is still number 2. You can ask whether Japan will remain as number 2 or not?  I want to say if Japan can overcome this situation they will remain at least number two in future.  
Marta:  Thank you very much, Mr. Hossain. 















































































































































































































































































( The author is Assistant Director of Bangladesh Bank (the central bank of Bangladesh). He is now on leave for pursuing his doctor’s course in GRIPS, Japan.





