The ‘

Heritage Foundation

LEADERSHIP FOR AMERICA

o
)
\|
[\

P
L

Promoting Economic Freedom

apan’s National Budget:
Time to Give Up on Keynesianism

Derek Scissors, Ph.D., and Kumi Yokoe, Ph.D.

SPECIAL REPORT NO.103 | MARCH 7, 2012

from THE ASIAN STUDIES CENTER




a\
The ‘
Heritage Foundation

LEADERSHIP FOR AMERICA

Japan’s National Budget:
Time to Give Up on Keynesianism

Derek Scissors, Ph.D., and Kumi Yokoe, Ph.D.

SR-103



About the Authors

Derek Scissors, Ph.D., is Senior Research Fellow in Asia Economic Policy in the Asian Studies Center at
The Heritage Foundation.

Kumi Yokoe, Ph.D., is Senior Visiting Fellow in the Asian Studies Center at The Heritage Foundation.

Photos on the Cover—
© BL Images Ltd/Alamy

This paper, in its entirety, can be found at:
http://report.heritage.org/sr0103

Produced by the
Asian Studies Center

The Heritage Foundation

214 Massachusetts Avenue, NE
Washington, DC 20002-4999

(202) 546-4400 | heritage.org

Nothing written here is to be construed as necessarily reflecting the views of The Heritage Foundation
or as an attempt to aid or hinder the passage of any bill before Congress.




SPECIAL REPORT | NO.103
MARCH 7, 2012

Japan’s National Budget:
Time to Give Up on Keynesianism

Derelk Scissors, Ph.D., and Kumi Yokoe, Ph.D.

Abstract

Japan’s “lost decade” has turned into two; and Japan is not alone. Staggering amounts of public debt and stagnant
economies have become a problem from the EU to the U.S. Despite twenty years of evidence to the contrary, the belief persists
that deficit spending stimulates the economy. In Japan’s case, a low return on capital from massive, low-yield government
borrowing all but ensures very weak growth. The borrowing must be halted by cutting spending, in particular by sharply
reducing subsidies, transfers to local governments, and pensions for those who are plainly able to work.

Japan’s “lost decade” is no longer
one, but two. And it has company.
Stagnant economies and staggering
amounts of public debt have become
a problem from the EU to the U.S.

If Japan finally made headway on

its economic woes, it could provide

a blueprint for others in similar
situations.

Unfortunately, such progress
appears unlikely. Japan has strug-
gled with political obstacles to debt
reduction, as many other countries
are now. There is a widespread belief,
clung to despite all evidence to the
contrary, that deficit spending stimu-
lates economic growth. This must be
dispelled in order for Japan or any
country to take the necessary fiscal
steps toward recovery.

Japan’s fall from economic lead-
ership in the early 1990s was not at

all due to fiscal policy. The ensuing
years of stagnation and decline in
comparative living standard, though,
are intertwined with fiscal failure.
With a shrinking labor force and
limited land endowment, Japan can-
not grow while the return on capital
is low and innovation is weak. Yet
this is exactly what to expect from an
excessive state role in the economy
and mass government borrowing at
near-zero interest rates.

Structural reforms are indispens-
able to Japan’s future—to encour-
age innovation, among other goals.
These are critical issues deserving of
extensive discussion. For the present,
however, bond sales must be slashed
in order to raise the return on capital.
Change is daunting due to the size
of the annual budget deficit and the
debt.

Eliminating the deficit is clearly
more important than precisely how it
is eliminated. A good place to start is
the budget’s “special” account, which
overlaps with the general account but
covers more spending and is a better
tool for budget assessment. Given
the level of debt, transfers to local
governments and state intervention
in the economy through subsidies
are especially inappropriate. Each
should be sharply reduced. Deep
cuts will permit moderate reduc-
tions in pension spending to close the
remaining deficit.!

One response to calls for genu-
ine budget cuts has been to invoke
Japan’s very brief attempt at fiscal
discipline in 1997 as a cautionary tale.
After 13 more years of stagnation,
this is no longer sensible. The record
says that the government continues

1. Yasuchika Hasegawa, “Action Undaunted by the Fear of Risk: 2012 New Year Message,” Keizai Doyukai (Japanese Association of Corporate Executives), January

1, 2012, at http.//www.doyukai.or.jp/en/chairmansmsg/articles/yhasegawa,/120107a.html (February 23, 2012).
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to inhibit growth, not support it.
Some will still wonder whether now
is the right time for fiscal contrac-
tion, as even necessary reform is less
painful when circumstances are
conducive. However, conducive cir-
cumstances have come and gone for
20 years, and little has been done. If
Japan does not act now, it risks fall-
ing further behind.

Keynesian Stagnation

Japan’s economy is almost the
same size as it was in 1992—one of
the most stunning economic statis-
tics of the past generation. Itis also a
glaring warning to the U.S. and other
countries entering the fifth year, or
more, of stagnation in real growth.?

This failure has multiple causes—
crucial among them, a naive faith in
Keynesianism. Japanese policymak-
ers, and some foreign observers hold
afaith in Keynesian stimulus border-
ing on theological.? A narrow form
of Keynesianism argues for govern-
ment action at or near the time of
crisis, because the private sector may
be paralyzed by uncertainty. Japan’s
crisis is 20 years in the past, yet
Keynesian stimulus has been contin-
uously applied since then.

The results are plain. Despite
racking up the largest peacetime
debt in modern economic history,
while entirely failing to grow, the
government continues to respond to
every downturn with more stimulus.
This has accomplished nothing. Yet
ending large-scale deficit spending is

CHART1

Japan's Economy Smaller in 2010 than in 1992

Over the same period, Germany’s GDP rose 50 percent. In the U.S,, GDP
more than doubled, and South Korea's quadrupled.
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seen as the threat to the economy. So
spending continues, reform is non-
existent, and Japan trudges along.

The short term is the subject of
much debate but long-term economic
growth is not a mystery: It stems
inevitably from land, labor, capital,
and innovation. Productivity from
these components is the core of
competitiveness; policies address-
ing other matters are secondary in
the long term (and, in the case of
the value of the yen, overrated in
importance).

Japan’s labor situation is well
known and challenging: An aging
population naturally limits the

contribution of labor to growth.
Labor productivity is reasonable and
labor market flexibility has improved
in response to challenging condi-
tions. However, more flexibility could
generate at least a bit more growth.
Employment among the elderly
and women should be enhanced by
improving conditions for part-time
employment and the already growing
non-traditional employment track
should be better integrated with the
traditional, “secure,” track.* Still,
demographics will limit the contri-
bution of labor.

The situation is similar for land.
Japan demonstrated long before the

2. Derek Scissors and J. D. Foster, “Avoiding America's Lost Decades,” Heritage Foundation WebMemo No. 3398, October 18, 2011, at http.//www.heritage.org/
research/reports/2011/10/avoiding-americas-lost-decades.

3. See, for example, Nobuyoshi Sakajiri, “Mr. Aso's Cynical ‘Stimulus,” Asia Society, November 20, 2008, at http://asiasociety.org/business/economic-trends/mr-
asos-cynical-stimulus (February 23, 2012); “Japanese Prime Minister Releases Stimulus Package as Economic Growth Weakens,” Pravda, December 8, 2009, at
http.//english.pravda.ru/news/business/08-12-2009/110991-japan-0/ (February 23, 2012); and “Japan’s PM Says Economy May Need More Stimulus Spending,”
BBC, August 5, 2010, at http.//www.bbc.co.uk/news/business-10876567 (February 23, 2012).

4. Randall S. Jones and Satoshi Urasawa, “Labour Market Reforms in Japan to Improve Growth and Equity,” Organization of Economic Cooperation and
Development, September 6, 2011, p. 30, at http://www.oecd-ilibrary.org/economics/labour-market-reforms-in-japan-to-improve-growth-and-equity_5kg58z6p1v9g-en

(February 23, 2012).
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CHART 2

NATIONAL GOVERNMENT DEBT,
IN TRILLIONS OF YEN
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U.S. did that higher land values are
hardly a reliable means of sustain-
ing wealth. The growth contribution
of land is very likely to be small for
an indefinite period, as Japan lacks
natural resources with much cur-
rent value, but could be improved if
land was not wasted on unnecessary
infrastructure projects or agricultur-
al output that should occur overseas.
Changes in public policy could
have an impact on innovation.
Compared to the U.S., which relies
heavily on innovation, in Japan the
government plays a major role in
the corporate sector and has sup-
ported corporate expansion in scale
and global brand recognition, to win

market share. These actions have
benefits, but they may run contrary
to sustained, broad innovation. Such
innovation comes primarily from
new, small firms that push older,
stagnant firms aside (for example,
the early days of Silicon Valley). It

is not enough merely to have small
firms; if large, inefficient firms never
fail, the scope and vitality of innova-
tion deteriorates over time. Boosting
innovation is a vital topic for future
research.

Perhaps the single biggest prob-
lem is the contribution of capital to
growth. Japan’s relatively poor land
endowment and shrinking labor
endowment mean that capital must

play a critical role. Fiscal policy has
made it impossible for capital to
drive growth.

The Heritage Foundation’s Index
of Economic Freedom® ranks Japan
as the 22nd-freest economy in the
world, including a ranking of 17th for
freedom from corruption. But Japan
ranks a deeply disappointing 145th
place for fiscal freedom (of 179 coun-
tries). Government spending and the
bond sales to support it dominate
domestic Japanese capital allocation.
This has proved a disaster, one which
should not be at all surprising.

Money to support public finance
does not appear out of thin air; it
is transferred from the private to
the public sector. There are certain
public goods—the justice system,
national defense, environmental
conservation—that must be col-
lectively supplied or they will be
undersupplied. Beyond those public
goods, government borrowing and
spending is merely relocating money.
Relocation may be worthwhile, as in
the case of transfer payments to the
poor, but it is anti-growth.

The harm to growth is not about a
higher price of capital due to govern-
ment borrowing—traditional “crowd-
ing out.” Rather, it is about quan-
tity—the Japanese government’s
huge bond position distorts financial
markets. In an environment of stag-
nation, while the private sector still
has sufficient funds, the vast bulk of
them are funneled to the public sec-
tor. The government has become an
ever more dominant user of capital.

The natural result of increasing
government monopolization is lower
returns on that capital. The pri-
vate sector invests for profit, which

5. Terry Miller, Kim R. Holmes, and Edwin J. Feulner, 2012 Index of Economic Freedom (Washington, D.C.: The Heritage Foundation and Dow Jones & Company, Inc.,

2012), at http.//www.heritage.org/index/download.
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involves creating wealth and expand-
ing. The public sector invests for
many reasons, including extremely
valuable goals such as reconstruc-
tion spending, but the drive to cre-
ate wealth is almost non-existent.
When colossal amounts of money
are shifted from the private to the
public sector via bond sales, there is
naturally a much lower commercial
return on capital economy-wide. Due
toland and labor constraints, this
return is vital to Japan’s economic
growth. The result is that bond sales
have largely blocked the economy
from growing for 15 years.

Unsurprisingly in light of the
results, the Keynesian view is back-
ward. It is precisely because labor
and land contribute little that the
return on capital must be high for
growth to occur. A burgeoning gov-
ernment role reduces the return on
capital, so bond sales must be halted
by eliminating the annual deficit.
Otherwise, growth prospects are
minimal.

Facing the Debt

This conclusion regarding
Keynesian stagnation has been
studiously avoided in part because
the necessary change—aligning
revenue and spending—is daunt-
ing. The official level of outstanding
government debt at the end of 2011
has not yet been released, but the
quadrillion-yen ($13.2 trillion at the
contemporary exchange rate) mark
was broken in October 2011. More

than two-thirds has been accumu-
lated since 1995, amid the permanent
Keynesian “stimulus.”® Japanese
gross domestic product (GDP) last
year was approximately 495 trillion
yen, so debt exceeds 200 percent of
GDP, an unprecedented level for an
advanced economy not presently or
recently involved in war.

Among other prosperous coun-
tries, estimates by the Organization
for Economic Cooperation and
Development for 2011 placed
Greece’s debt at 165 percent of GDP.
The other high-risk countries in
Europe are below 130 percent of GDP,
and the heavily indebted U.S.is at 98
percent, less than half Japan’s level.
As a proportion of GDP, the incre-
ment to Japan’s debt since 2007 is
eclipsed only by Iceland and Ireland,
which are both in crisis.” Japan has
to this point escaped crisis and even
any semblance of austerity.

The reason for this escape is
that Japan’s debt is almost entirely
domestically held. The common
estimate is that 95 percent is held by
domestic entities, led by banks and
insurers. Another way of measur-
ing is: Almost half the debt is held by
branches of the national government,
led by the postal bank, the main
pension fund, and the Bank of Japan
itself.®

The fact that the debt is held
domestically is a weakness, not a
strength. The government branches,
especially, make for a captive audi-
ence. The sustained low yield on

government bonds—barely above

1 percent—then ensures that the
overall domestic return on capi-

tal is very low.” With the long-term
contribution of both labor and land
constrained, the yield on capital is a
major determinant of growth. Hence,
through the low-cost, purely domes-
tic financing of public debt, Japan
can only be killing its own economic
growth.

The solution is to halt bond sales.
This is not a direct interest rate hike
but an end to the diversion of capi-
tal to public finance, letting rates
move without the massive distor-
tion inflicted by the government. It
also answers the question of whether
now is the time for reform. On the
monetary side, the risk of rates rising
might be seen as prohibitive at pres-
ent. This, of course, has been said
for years and years. The financial
crisis is more than three years in the
rearview mirror. For two decades,
monetary policy has been subjugated
to fiscal policy—low yields help-
ing the public sector (the borrower)
but harming the private sector (the
ultimate lender). Putting the public
sector first has clearly failed.

There are also risks in fiscal
reform. It will be a major shock to
a market accustomed to an endless
stream of debt accumulation. But
was the 1997 recession and fall of the
government worse than stagnation
and the fall of many other govern-
ments between 1998 and 2011? The
1997 fiscal contraction occurred after

6. Japanese Ministry of Finance, “Central Government Debt: Outstanding Government Bonds and Borrowings,” 1996-2011, at http.//www.mof.go.jp/english/jgbs/

reference/gbb/index.htm (February 23, 2012).

7. OECD, "Economics: Key Tables from OECD-Government Debt,” 2011, at http.//www.oecd-ilibrary.org/economics/government-debt-2011_gov-debt-table-2011-1-en

(February 23, 2012).

8. Takashi Nakamichi, “3rd Update: IMF Warns Japan Debt Could ‘Quickly Become Unsustainable,” The Wall Street Journal, November 24, 2011,
at http.//online.wsj.com/article/BT-CO-20111124-701182.html (February 23, 2012), and Alan Wheatley, “Special Report: Why Japan Will Avert a Fiscal Meltdown,”
Reuters, March 17, 2011, at http.//www.reuters.com/article/2011/03/17/us-japan-quake-debt-idUSTRE72G8AP20110317 (February 23, 2012).

9. Bloomberg, “Japanese Government Bonds,” February 10, 2012, at http.//www.bloomberg.com/markets/rates-bonds/government-bonds/japan/ (February 10, 2012).
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TABLE1

OECD Income Taxes

NET MARGINAL TAX RATE
(Single Earner, Married, Two Children,
Average Earnings)

Member State Personal Rates
Australia 55.5%
Canada 65.0%
Germany 451%
Italy 401%
Japan 23.2%
South Korea 17.3%
Mexico 12.5%
Portugal 24.6%
Switzerland 18.7%
United States 50.4%
OECD Average 34.3%

Source: OECD StatExtracts, at http;/stats.
oecd.org/Index.aspx (February 15, 2012).
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five years of failed stimulus when
Japan was still the second-richest
major economy. The 12 years since
translate to regression when com-
pared to the advance in global living
standards.

In 1992, for example, it seemed
impossible that South Korea would
become richer than Japan. Now
it seems inevitable. Japan’s true
options are more of the slow decline

in living standards or perhaps a sud-
den one, from a default. The true risk
of cutting the budget is just that the
same result occurs more quickly.

The problem is both huge in
scale and structurally embedded, so
cutting the budget will be a pain-
ful process. Discussions of a “pri-
mary” deficit, which excludes debt
payments, are political fantasy—it
hardly matters whether bond sales
are conducted to finance current gov-
ernment activity or to cover previous
bond sales. They still drain capital
from the private sector at almost
zero yield. The entire deficit must be
closed otherwise Japan is doomed to
stagnation or decline.

The true deficit in the next budget
will be approximately 44 trillion yen
($540 billion),'° 9 percent of GDP.
This is the optimistic view. Nearly
half of spending is financed by bor-
rowing, not taxes, suggesting the
budget is twice as large as it should
be."

Taxes Less Important

One side of the fiscal equation is
taxes. There has been a good deal
of attention paid in Japan to raising
taxes, but that is not the solution to
the fiscal mess.

There are different ways to tax,
and therefore different ways to mea-
sure the tax burden. Japan still has
net national savings, though these

have declined, and can afford to raise
taxes in that basic sense. The long
excessive corporate tax rate has been
addressed in principle by a consider-
able reduction. The next step should
be broadening the tax base, as the
number of firms that actually pay is
too small.

Simple measures of income tax
rates, as well as more comprehen-
sive effective taxes on labor, are
low in comparison to those of most
advanced economies.'? One way
to cut the deficit, and reduce the
amount of money transferred from
the private sector to the public sector
viabond sales, is thus a phased-in tax
increase on individuals. The pres-
ent and previous governments have
proposed higher consumption taxes.
The current variant is to raise the 5
percent value-added tax (VAT) to 10
percent in stages by 2015.1

Such an increase will certainly
not cause a depression. Eventually,
tax revenue should rise due to eco-
nomic growth and a broader base.
However, there are compelling
reasons why taxes should play only
aminor role in addressing the fis-
cal disaster. One-time tax increases
to pay for reconstruction spend-
ing may be reasonable but do not
address the structural deficit.”* The
proposed consumption tax increase
will close less than one-third of the
deficit, at best. A larger tax increase

10. U.S. dollar exchange rate as of February 24, 2012—1 dollar = 80.52 yen.

11. Toru Fujioka, “Japan Budget's Dependence on Debt Sales to Rise to Record Next Fiscal Year,” Bloomberg, December 24, 2011, at http.//www.bloomberg.com/
news/2011-12-24/japan-budget-s-dependence-on-debt-sales-to-rise-to-record-next-fiscal-year.html (February 23, 2012), and "Japan PM Struggles to Conquer
Japan's Debt Mountain,” Channel News Asia, January 25, 2012, at http.//www.channelnewsasia.com/stories/afp_asiapacific/view,/1178949/1/.html (February 23,

2012).

12. OECD Centre for Tax Policy and Administration, “Taxing Wages: Country Note for Japan,” at http.//www.oecd.org/document,/21/0,3746,
en_2649_34533_47426581_1_1_1_1,00.html (February 10, 2012), and Government of Japan, Cabinet Office, “Comprehensive Package Responding to the Yen

Appreciation,” October 21, 2011, at http.//wwwS5.cao.go.jp/keizail/2011/111021_yen_appreciation.pdf (February 23, 2012).

13. Government of Japan, Cabinet Office, “Economic and Fiscal Projections for Medium to Long Term Analysis,” August 12, 2011, at http.//wwwS5.cao.go.jp/keizai3/

econome/h23eiyaku2.pdf (February 23, 2012).

14."Cabinet OKs 3rd Supplementary Budget for Rebuilding,” The Asahi Shimbun, October 7, 2011, at http.//ajw.asahi.com/article/behind_news/politics/

AJ2011100713637 (February 23, 2012).
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TABLE 2

Japan's Special Accounts

Share of
2011 Special
Item Accounts
Debt payments 50.5%
Pensions of all types 17.7%
Transfers to local
governments 13.8%
Corporate subsidies 101%
Total 921%

Source: Japanese Ministry of Internal Affairs
and Communications, Statistics Bureau,
Japan Statistical Year Book 2012, chap. 5,
Table 5-5, at http;//www.stat.go.jp/data/
nenkan,/zuhyou,/y0505000.xls

(February 16, 2012).
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in an environment of stagnation
risks contributing to the exodus of
private activity that now seems to be
accelerating.’”

Instead, tax policy should empha-
size reform that is roughly reve-
nue-neutral in the short term and
encourages growth, in order to be
revenue-positive in the long term.
This is another important topic for
future consideration. It is not as cru-
cial as spending discipline, though,
since Japan has long since passed the
point where it can grow out of the
deficit. In any case, VATS, such as the
consumption tax, reduce transparen-
cy, do not qualify as pro-growth mea-
sures, and therefore are less likely to
help narrow the structural deficit.

Moreover, the government’s
capacity to implement tax changes
appears as strained as its ability to
reduce spending. Even the minor
consumption-tax increase proposed
by prime ministers from both parties
has been discussed for years without
action.'® A larger increase would be
as controversial as major spending
cuts, and less helpful. The political
effort required to break the status
quo should be directed at the more
productive matter of increasing the
amount of capital used in commer-
cial activity—by cutting spending.

Special Accounts First

Spending cuts are identified best
by starting with the budget’s spe-
cial account. From 1985, when the
economy and fiscal situation were
comparatively sound, to 2011, the
general account grew by about 75
percent. This is a reasonable amount
for such an extended period. The spe-
cial account was already twice the
size of the general account in 1985
and has more than tripled since. It is
now more than four times the size of
the general account.”

Itis not at all clear why the gen-
eral and special accounts are kept
separately, especially since they
overlap, which makes the budget far
less transparent. The special account
does not include certain conven-
tional budget items, such as defense
spending, but it includes many
others, such as pensions. The rapid
expansion of the special account sug-
gests that the included spending is

the main reason for the broadening
deficit.

Budget analysis and reform that
starts with the general account is
therefore hampered from the outset.
It is no mystery why recent prime
ministers, at least, have not wanted
to address special accounts directly—
half of the fiscal year (FY) 2011 allo-
cation went to debt payments. This is
not only politically embarrassing, it
is afinancial challenge. The failure to
act has caused more of the budget to
be untouchable, and solutions to be
more painful.

Even excluding debt payments,
the three largest categories in the
special accounts by themselves
accounted for more than 40 percent
of spending. Focusing on these three
does not align perfectly with conven-
tional budget categorizations, which
for example emphasize social secu-
rity. The three are chosen to indicate
that a good deal of progress can still
be made by addressing only a few
programs, and despite the flexibility
lost to debt payments.

They can also be separated into
allocations to individuals, to local
governments, and to corporate enti-
ties. Transfers to local governments
are addressed in the next section.
The main targets for cutting the
special account are pensions and
subsidies.

The shrinking of the workforce
is a well-known phenomenon. Early
pensions are a disincentive to
work for people who are increas-
ingly healthy and long-lived; early

15."Japan Manufacturing Exodus ‘Large’ Cause for Trade Concern,” Bloomberg, January 25, 2012, at http.//news.businessweek.com/article.asp?documentKey=1376-
LYC5HD6S5972801-1Q2MC8TO2GOR4R13IMPISPK9A9 (February 23, 2012).

16. Gavin Blair, "Japan’s New Prime Minister Stumbles Over Consumption Tax,” The Christian Science Monitor, July 12, 2010, at http.//www.csmonitor.com/World/
Asia-Pacific/2010/0712/Japan-s-new-prime-minister-stumbles-over-consumption-tax (February 23, 2012).

17. Ministry of Finance, Policy Research Institute, Budget Bureau and Information Systems Department, “Expenditure of General Accounts and Special Accounts of
Central Government, Government-Affiliated Agencies, and of Ordinary Accounts of Local Governments, and Fiscal Investments and Loans (F.Y. 1980-2011)," at
http./www.stat.go.jp/data/nenkan,/zuhyou,/y0501000.xIs (February 10, 2012).
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TABLE 3

Japan's General Account

Share of
2011 General

ltem Account
Social Security 311%
Debt payments 23.3%
Transfers to local

governments 17.7%
"Sundry expenses” 6.1%
Culture 6.0%
Public Works 5.4%
Defense 52%
Total 94.8%

Source: Japan Ministry of Internal Affairs
and Communications, Statistics Bureau,
Japan Statistical Year Book 2012, chap. 5,
Table 5-48B, at http.//www.stat.go.jp/data/
nenkan/zuhyou,/y0504b00.xls

(February 16, 2012).
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retirement a luxury that stopped
being affordable a decade ago.'®
Revisions in eligibility requirements
should be targeted at cutting the

share of pensions to below 15 percent.

The number is somewhat arbitrary;
the measure of pensions in the spe-
cial account clarifies where the cuts
should occur, and the specific figure
indicates they need not be too deep
in proportional terms. A reduction to
below 15 percent would narrow the
FY 2011 deficit by almost one-fourth.
Alarger dent is made by address-
ing various subsidies. With the
economy stagnant and debt more

than twice GDP, any corporate wel-
fare is entirely unjustified. Beyond
the fiscal impact, the state presence
in the economy inhibits innovation
and distorts resource allocation.
Indeed, this is an important problem
in itself, but harder to measure than
the financial distortion. For the sake
of both the financial and real econo-
mies, all subsidies should be elimi-
nated as quickly as possible. Political
experience argues that will be dif-
ficult, but a cut in half would save 19
trillion yen ($230 billion) in gross
outlay. Combined with the pension
reduction, this is equivalent to two-
thirds of the deficit.

General and
Local Budgeting
Unfortunately, the dominance
of the special account and Japan’s
bizarre budget overlap means that
remaining spending is compara-
tively low, and finding more saving
is difficult. Debt payments are still
non-negotiable. A major component
of social security spending is vari-
ous pension programs, which overlap
with the larger pension component of
the special account and have already
been identified for reductions.
Public-works spending is per-
haps surprising. It has shrunk over
the past decade and is now less
than 6 percent of the general bud-
get. Defense spending is at roughly
the same level as spending for public
works; perhaps unsurprising, it is
also smaller than it was in 2000.

Miscellaneous expenses have fallen
by half since 2009, showing a bit of
budget discipline."

This leaves transfers to local
governments. Here, the complica-
tion of overlap between the spe-
cial account and general account is
compounded by the usual difficulty
in sorting national and local govern-
ment spending. It appears that the
national government provides at
least 27 trillion yen ($330 billion) of
local government revenue.?°

This is a bit difficult to fathom.
National disbursals to local gov-
ernments take the form of paying
for nationally mandated policy or
supporting local spending, perhaps
for political reasons. The Japanese
national government is the most
indebted entity in the world, yet it
still plays benefactor to local coun-
terparts. Transfers constitute an
unsustainable illusion—they give
ordinary citizens a false picture of
the value of government programes,
since they seem to be much cheaper
than they actually are. Even in rela-
tively justified cases, the national
government cannot afford to support
local programs, and has not genuine-
ly been able to for years.

Transfers to local governments
are along-standing political issue,
now raised again by a new political
party. Local governments, in turn,
demand compensating revenue in
some form if spending responsibili-
ties are decentralized. But if there is
local support, they will be able to find

18. Ministry of Internal Affairs and Communications, Statistics Bureau, Statistical Handbook of Japan 20171, chap. 12, “Labor,” 2011, at http.//www.stat.go.jp/english/
data/handbook/c12cont.htm (February 23, 2012), and Sarah Boseley, “Japan’s Life Expectancy ‘Down to Equality and Public Health Measures,” The Guardian,
August 30, 2011, at http.//www.guardian.co.uk/world/2011/aug,/30/japan-life-expectancy-factors (February 23, 2012).

19. Ministry of Finance, Budget Bureau, “Expenditure Budget by Principal Item (F.Y. 1990-2011),” at http.//www.stat.go.jp/data/nenkan/zuhyou,/y0504b00.xIs

(February 10, 2012).

20. Ministry of Finance, Policy Research Institute, “Net Total of General Accounts and Special Accounts of Central Government, Government-Affiliated Agencies,
and of Fiscal Plan of Local Governments (FY. 1985—2011)," at http.//www.stat.go.jp/data/nenkan,/zuhyou,/y0502000.xIs (February 10, 2012), and Nobuki
Mochida, Fiscal Decentralization and Local Public Finance in Japan (London: Routledge, 2008).
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additional tax revenue themselves. If
they cannot raise the money locally,
the reduction in spending will reflect
the views of the people. Different
administrative units have different
capacities to raise funds, but this fact
should be used as areason to sched-
ule the reductions, not to delay them
indefinitely while waiting for admin-
istrative capacities to be increased.

Fiscal decentralization was con-
sidered in the past but implemented
only in scattered fashion due to
opposition by poorer areas. Growth
has remained stagnant and the debt
situation has become starkly worse.
Time has run out—as much net
transfer from the national govern-
ment should be eliminated as quickly
as possible and local spending actu-
ally determined locally. Cutting
transfers in half, as an illustration,
could reduce the deficit by 13 trillion
yen ($150 billion).

Conclusion: Is Change
Possible?

One problem in Japanese fiscal
policy is what seem to be widespread
delusions. They take the form of dis-
cussing how, this time, demand stim-
ulus will boost a GDP that has not
grown in almost 20 years, targeting a
balance only on the general account
when revenue cannot support half
of total spending, or treating 1997 as

more important than 1998-2011. The
timing and nature of reform are dif-
ficult questions—the need for reform
is not.

The proposals here are to cut
pension spending somewhat, cut
government support for firms deeply
and immediately, and cut trans-
fers to local governments deeply
over time. Actions along these lines
could reduce the annual deficit by
70 percent almost immediately and
close most of the remainder over the
years it will take to fully implement
new eligibility rules. The remaining
deficit would close as reconstruc-
tion spending falls and, indeed, could
turn to a surplus. There are risks, but
the alternative is another lost decade
where government aims to support
growth but is actually ensuring
stagnation.

If Japan prevented another lost
decade, its example would inevitably
be emulated. Other countries would
be more likely to eliminate unafford-
able subsidies, to decentralize (and
thus democratize) local spending,
and perhaps even to address pen-
sions before being forced to do so by
bankruptcy. Japan could return to a
position of international economic
leadership.

No budget proposal in any coun-
try, though, can overcome systemic
political breakdown. The breakdown

has taken the form of both inertia
and fairly open opposition. The iner-
tia is obvious and clearly applies to
high-profile budget-related reform,
such as concerning the post office.*
It also applies to pension reform, but
in this proposal pension reform is
not at the core of the budget fix and
should not be especially onerous.

While pension eligibility is clearly
a challenging issue, sharply reducing
state subsidies and support for local
governments do not seem quite as
politically toxic. These are obvious
steps to be taken by a government
facing unprecedented fiscal deterio-
ration, and offer a means of eliminat-
ing well over half the annual deficit.
If they are also “impossible,” the only
option may be to wait for the even-
tual default.??

The world should fear this possi-
bility. Japan’s debt is domestic, and a
default would be manageable for the
international community. But Japan
is not exceptional, merely further
along. If Japan cannot muster the
will to face its fiscal problems, it is
likely that other countries will fail to
do so, aswell. ®

21."Diet Should Start Deliberations on Postal Reform Bills at Once,” The Yomiuri Shimbun, October 31, 2011, at http://www.yomiuri.co.jp/dy/editorial/

T111031003786.htm (February 23, 2012).

22. Toko Sekiguchi, “Japan PM, Cabinet Take Pay Cuts to Help Reconstruction,” Dow Jones Newswires, October 28, 2011, at http./www.djnewsplus.com/rssarticle/
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