CTAAMRNADDN

Economic Research:

The Bull's-Eye Of The Third Arrow Of
Abenomics

Chief Global Economist and Head of Global Economics & Research:
Paul Sheard, New York (1) 212-438-6262; paul_sheard@standardandpoors.com

Table Of Contents

Taking Stock

More Is Less

Conceptualizing A Growth Strategy
Abenomics Becomes Womenomics
Some Out-Of-The-Box Ideas

A Sobering Assessment

Related Criteria And Research

Notes

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT NOVEMBER 8, 2013 1
1215153 | 300967481



WWW.STANDARDANDPOORS.COM/RATINGSDIRECT NOVEMBER 8, 2013 2

1215153 | 300967481



WWW.STANDARDANDPOORS.COM/RATINGSDIRECT NOVEMBER 8, 2013 3

1215153 | 300967481



Economic Research: The Bull's-Eye Of The Third Arrow Of Abenomics

demographic headwinds that Japan faces and appears to be doing little directly to counter. There is a huge gap
between the stated aims of the growth strategy and the reality of Japan's starting point and associated growth trend,
and the growth plans don't seem to address this. The target of Abenomics is to have the economy grow at an annual
average rate of 2% in real terms and 3% in nominal terms over the decade from fiscal year 2011 to fiscal year 2020, in
overall, not per capita, terms (see chart 1). In the prior 10 years, quarterly real growth had averaged 0.8% year-on-year
and nominal growth negative 0.4%. The implied stated goal therefore, notwithstanding stiffening demographic
headwinds, is to lift the year-on-year rate of real growth by an average of 1.2 percentage points. This is a huge ask and
something that has never been done in recent Japanese history.

Chart 1

Third, and perhaps most ominously, whereas Prime Minister Abe "owned" the "end deflation" or "reflation" issue,
sending a clear and strong message and backing it up with decisive action, he has come across as a much more
traditional political leader when it comes to the growth strategy, spouting vague and well-trodden policy rhetoric and
giving the impression of subcontracting out the whole exercise to the ever-willing and, when it comes to devising
detailed reform plans, capable bureaucrats of Kasumigaseki.

In short, the growth strategy part of Abenomics, as currently articulated, does not appear credible, relative to what it is
ostensibly trying to achieve.
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Conceptualizing A Growth Strategy

Economists use a "growth accounting” framework to think about real potential (or maximum sustainable) economic
growth. Growth of real output can come from three sources: more labor inputs; more capital inputs; and smarter use of
those inputs, or innovation (economists, not altogether helpfully, call this "total factor productivity"). To raise its
potential real growth rate, Japan needs to address one or more--preferably all--of these three. It will need to expand
the amount of labor going into the production of goods and services (GDP), it will have to accumulate and use more
capital in that process, and it will have to raise the productivity of the labor and capital it uses, squeezing more output
from a given level of inputs. That's it: there is nowhere else that growth can come from.

The Bank of Japan estimates Japan's potential annual growth rate currently to be 0.5%. But, given the demographic
outlook, and assuming there is not a miraculous burst of growth-enhancing innovation, Japan's potential growth is set
to decline steadily over the foreseeable and distant future (see chart 2). According to detailed population projections
published by Japan's National Institute of Population and Social Security in January 2012, "Japan is expected to enter
a long period of population decline." Specifically, under what the Institute sees as a "medium-fertility" projection,
Japan's population, which was 128.957 million in 2010 (including non-Japanese residents), is set to fall below the 100
million mark in 2048 and to fall to 86.14 million by 2060. Under a low-fertility projection, the population is set to fall
below the 100 million mark in 2044 and to fall to 79.97 million by 2060. Over the nearer term (the Abenomics horizon),
the so-called "working age population” (those in the 15-64 age group) is set to fall from 81.735 million in 2010 to
73.408 million in 2020.
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Chart 2

If Japan is serious about producing 2% real growth, starting yesterday, it is clear that the decline in the labor force will
need to be arrested and this will be no easy task. There are three ways to do this: increase the labor force participation
rate, particularly of women and of the "aged"; increase the fertility rate; and increase immigration. There is some focus
in the growth strategy plans on the first one, although it is hardly given headline prominence, but mention of either of
the latter two is conspicuous by its absence.

Moreover, a falling population and workforce not only hits growth potential via its effect on labor inputs, it is also likely
to mean less capital accumulation. That puts an even greater onus on technological innovation and higher productivity
to raise, and keep raising, potential growth.

Given that Japanese are living longer but the population is aging rapidly, a relatively "easy" way to reverse the decline
in the workforce is for society to collectively agree to extend the working life of the average citizen. One way to do this
would be to start to index the retirement age to life expectancy. Extending the retirement age has a doubly positive
effect on productivity and fiscal burdens, because not only does it increase the productive capacity of society, it
decreases the period of "dependency" of the aged on the rest of society (or on their own savings).

The biggest driver of the adverse demographics in Japan, however, is the very low fertility rate. The replacement
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enjoy dynamic growth. To make this a reality, we need to eradicate the words ‘children on the waiting list for
child-care." We will prepare, as one massive effort, child-care arrangements for 200,000 children over this year and
next, and arrangements for 400,000 children over a five-year period. As of this summer, we already succeeded in
achieving our goal of preparing places for 120,000 children. To repeat, the hallmark of Abenomics is action."

Some Out-Of-The-Box Ideas

Here are some other actions Mr. Abe could take that would help further:

* Introduce and promote joint bank accounts for married couples;
» Promote joint mortgages and ownership of primary residences for married couples; and
» Reform the tax system so as to treat married couples as a single unit for tax purposes.

Such changes would be atmospheric game-changers, galvanizing the rhetoric of the growth strategy, and would go a
long way toward putting women on an equal economic and social footing in Japan, consistent with Article 14 of the
Japanese Constitution(2).

Unlike the practice in most Western developed societies, Japanese banks do not offer married couples bank accounts
in joint names. Married women may maintain their own bank account, but particularly for married women who are not
engaged in paid work, the main family bank account is usually in the breadwinner's name--that is, the husband's--even
if the wife often physically has possession of the passbook and family seal (registered in the husband's name). That
may sound innocuous enough, but it is also the case that when a married couple takes out a mortgage it almost always
does so in the breadwinner's--usually the husband's--name and the legal title to the property is almost always in the
husband's name.

In the United States, the United Kingdom, Australia, and most other developed economies, married couples, regardless
of whether the wife is engaged in paid employment or not, usually have a joint bank account, take out a mortgage in
joint names, and have joint title to their residential property. Society treats the married couple as a single cooperating
unit for economic purposes, regardless of what form of division of labor the couple has decided to maintain between
work within the family unit (including child-raising) and work in the income-generating employment market.

Moreover, unlike in many other developed economies, the tax system in Japan does not treat a husband and wife as a
single economic unit for tax purposes. When property and assets pass from one deceased spouse to a surviving
spouse, while there are significant exemption limits, in principle, the assets are subject to taxation.

Making joint bank accounts, mortgages in joint names, and joint title to residential (and other) property standard
practice in Japanese society and treating a married couple as a single unit for tax purposes would remove the implicit
economic discrimination against the "non-working" spouses (overwhelmingly women) that is currently embedded in
Japanese social and economic practices.

How might this help? Think about this from the perspective of a young working woman, perhaps a highly educated
one, who is contemplating getting married, leaving the paid workforce, and raising children. In the traditional Japanese
system, and still largely today, a woman who does this is treated, in some sense, as a "second class" citizen: income
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and property legally will accrue mainly to the breadwinner, the husband. The husband and wife will not be on a totally
equal economic and legal footing, but rather the wife will be economically dependent, to a large extent, on her
husband. Now consider if the wife decides to remain single, to pursue a career and to accumulate property in her
name. She is likely to attain a high degree of economic independence. It is plausible that, because it offers an
increasingly unattractive tradeoff, young women in Japan have been quietly opting out of the traditional social
contract--marrying late or not at all and having fewer children if they do--and that this is one factor behind the large
and steady decline in the fertility rate in recent decades.

Modernizing the social contract and making it more attractive to women by altering some of the basic economic,
social, and institutional fabric of Japanese society would by no means be a silver bullet, but it may be a necessary
starting point for tangibly raising the fertility rate.

A Sobering Assessment

Because of its low fertility rate and highly restrictive immigration policy, Japan's real potential growth is set to

continue to steadily decline. Abenomics touts a commitment to dramatically raise both Japan's real and nominal
growth, starting yesterday(3). As for raising real growth, the standard growth accounting framework in economics says
that increments to output can come only from three sources: by using more labor, by using more capital, or by being
more productive. Supply-side reforms to make the economy more productive are important, but it is hard to see Japan
achieving anything like the stated growth targets without drastic measures to raise labor inputs, which would be most
readily achieved by raising the labor-force participation of women and the aged, by attracting foreign workers to Japan
and embracing immigration, and by making a sustained and concerted effort to raise the fertility rate. Other than the
first of these, and then hardly in a headline way, such a policy thrust is almost entirely absent from the Abe
administration's growth strategy. Such omissions do not augur well for its success.

Related Criteria And Research

» Reflecting On A Week In Japan, June 25, 2013

+ All You Need To Know About "Abenomics”, June 12, 2013

* Change Of The Guard--And The Deflation Storyline--At The Bank of Japan, March 28, 2013
* What To Look For From The Bank of Japan's New Leadership, Feb. 12, 2013

» Japanese Reflation Is In Play, But Hurdles Galore Stand In The Way, Jan. 3, 2013

Notes

(1) Rather than three "arrows," | would describe Abenomics as comprising two policy pillars: one using
macroeconomic or demand-side policies (monetary and fiscal policy) to end deflation and secure (operational) price
stability, and the second using microeconomic or supply-side policies to raise real potential growth.

(2) This states: "All of the people are equal under the law and there shall be no discrimination in political, economic or
social relations because of race, creed, sex, social status or family origin."
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