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ABSTRACT

It is our contention that the under-accredited @nes of goods with high foreign produced contefRQ}-in the
consumer market basket has played a significaptinrokeeping price increases in check in JapaRPC is a concept
intended to measure the extent to which any dioedhdirect foreign inputs are associated with adyin the core
consumer market basket. We will attempt to dematestwith a variety of circumstantial argumentd amidence, that
FPC has not been clearly reflected in Japanedstitsiand this omission has likely misrepresetitedextent to which
reported changes in inflation reflect economic ¢tows or policy effectiveness. A conceptual framek is developed
to support our assertion disinflation during thiee period should, in large part, be viewed as enuocally beneficial
to Japan.

INTRODUCTION

The perceived role and importance of price levev@moents in the current episode of economic stagmati Japan
has evolved since the inception of the downturthaearly 1990s. The latter half of the 1980s waeeriod of high
economic growth with dramatic appreciation of fiogh assets and real estate. Even at the timebubble-fueled
rapid expansion was considered by many econonuste tproblematic and unsustainable. The over-acuudative
monetary policy of the Bank of Japan (BoJ) was almusidered by some to be a contributing factanusT the ending
of this phase of exuberant growth was not entivelgxpected.

However, what indeed surprised and has greatlylpdznany economists for well over a decade has breen
depth and duration of the resulting downturn anthdrtantly, the persistent and sustained decreatfeigeneral price
level. Most economists automatically associateepdeflation with the Great Depression and decte@s®nomic
activity and efficiency. The purpose of this paper is to suggest this jmeripd of Japanese price disinflafidras not
been exclusively driven by depressed aggregate-agncantrary to what is widely assumed. The omgalebate on
appropriate government remedies, which has focesediderable scrutiny on monetary policy, has ragqaately
addressed other factors that have contributed wondard pressure on prices. This paper will attetnptientify some
of these factors and clarify the decision environmenderlying price level movements as induced hbgiess
managers during this time period.

It should be noted we are not addressing assetn@ial or real estate) deflation but are directig attention to
the determinants of deflation as they impact coresupnices. Our contention is that there are fachmyond stagnant
aggregate demand that have played prominent rolékis long period of consumer price disinflatiofrurther, we
argue these disinflationary pressures in large pamt be seen as beneficial to the long run econdwddth of the
Japanese economy.

DISINFLATION AND POLICY RESPONSE: A BRIEF HISTORY

Japan’s annual core CPI inflation rate peaked sit glbove 3 percent in early 1991 (see Graph 1) @asetary
policy began to tighten and the financial and esthte markets began to stumble under the weigbkadssive and
rapid appreciation. Between 1990 and 1994 Jamm@romy fell from a level that was estimated tethpercent above
capacity to 6 percent below capacity (Katz, 20@8)ting the 1990s, while several periods of recoweeye allegedly
stymied by restrictive fiscal polidyit was monetary policy, purposeful or not, thaiswthought to be the brake on

! Akerlof et al. (1996) estimates a 1 percent digitgtwith downward wage rigidity, would increas@dprun unemployment in the U.S. from 5.8
percent to 10 percent. Kumar et al. (2003) folmeddpst of deflation may be less, dependent on wgigkty assumptions, but still significant.
Interestingly, Cole and Ohanian (1999) suggestdh#iation had much less to do with the Great Degiom than is commonly assumed.

2 Although disinflation and deflation can be showrhawve slightly different effects on economic atyivsee, for e.g., Bordo et al. (2001), in this
paper the terms are used interchangeably.

3 Katz (2003), p. 106. The Hashimoto administratiod996-1998, citing concerns over public debt tedfutility of more public works, cut
spending and increased the consumption tax fronia38%6. This is widely thought to have contributedhe worst recession in Japan since WWII
in 1997-98. Later in 2001-2002 Koizumi's policiesre criticized for emphasizing budget cuts indtebaddressing the bad debt problem, Katz
(2003) p. 11.
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economic recovery. As late as 1999 BoJ Deputy Governor Yamaguchiriedrprevious attempts to avert deflation
with (modest) monetary easing “might have dampehedrestructuring effort at Japanese financialitinins.” The
feeling still lingered at the BoJ that prolongedde monetary policy contributed to the currentwinstances and too
rapid a recover would delay needed structural nefaiith the exception of the consumption tax inseem 1997, the
trend in the CPI throughout 1990-2004 was downwé@iph 1).

Toward the late 1990s, price deflation took ceistage as a growing chorus of researchers begangcédir a
different policy response from the BoJ. Deflatibegan to be seen as more than a symptom of anejgiegate
demand, see for e.g., Krugman (1998, 1999): deflatame to be seen a problem in itself, and aecafiserious
economic concern for policymakers. Falling prinesonly lower corporate profitability and deteesging but, to the
extent it is not factored into loan agreementslatieh also increases the real burden of privatemblic debf.

In March of 1999, the BoJ formally adopted what eaim be known as its zero interest rate policy @IRWith
the exception of August 2000 — March 2001, interatgs were driven to and remained at very lowlge(@raph 1). In
March of 2001, ZIRP was supplemented with a momgressive policy, quantitative monetary easing (QMM&ich
supplied even more reserves to the banking sentbreinforced BoJ's commitment to a zero interast policy until
the deflationary concern was dispelled. The mov@ME was supported by research, including Bernaekal. (1999)
suggesting extraordinary monetary measures wenairegtjdue, in part, to the presence of a liquidigp and the
inevitable zero percent floor on nominal rates.eSehextreme monetary policy measures were deencedsay due to
deflationary pressures and the resultant inakiititpush real interest rates low enough to stimugigregate demand.
BoJ Governor Masaru Hayami ended his 5-year ternManch 19, 2003 and Prime Minister Koizumi pledged
appoint an “aggressive deflation fighter” as hiplaeement, calling falling prices Japan’s “mostamgpolicy task”
(Frederick , 2003a).

As would be expected, there was robust questionitige academic literature concerning the conveativisdom
that the liquidity trap, brought about by fallingges, is to be avoided and is, in itself, a prabker Japan. But even
one of the staunchest critics of this policy, UnRP00), opined “current theoretical tools, inchuglithis paper, are
unsatisfactory: they do not yet allow us to deahvei deflationary economy...” and concluded an extenseatise on
the theoretical treatment of deflationary monefaoljcy with “This time, more research really is ded.”® In any case,
most researchers seem to have unanimity on theogitagn “Deflation in Japan appears to reflect wesss in the
economy, rather than positive supply shotk.”

Policy makers today seem to generally agree withctinventional view that deflation is economic&lrmful and
reflective of weak aggregate demand. They have expressed puzzlement over the exact nature tdtdef In
April 2005, for e.g., Finance Minister Sudakazu ifaki said “the causes of deflation are hard tagpegiven prices
of some products started rising and corporate fsreéimain firm.*® From the beginning of the so-called ‘lost decade’
policy makers and researchers have changed tteir i deflation from one of benign (or necessamglact to that of
serious concern and confusion. In what follows,hepe to clarify (and perhaps sooth) concerns sadimg deflation
and attach some caveats to the ‘conventional’ dineeasoning that slack aggregate demand is tleedsibrminant of
consumer price disinflation.

CONCEPTUAL FRAMEWORK: A MANAGEMENT PERSPECTIVE

Our study approaches the popular mystery of prigénfthtion in Japan from the perspective of busime
management rather than a macroeconomics (or mam@apnek) perspective. As a result of how Japaneseagmss
ultimately reacted to their changing economic emvinent (see Figure 1), our basic assertion is tiwate has
ultimately been an unrecognized increase in theidorproduced content (FPC) of items in the consumaket basket.
FPC is a concept measuring the extent to which direct (e.g., sub-component) or indirect (e.g.afiassembly)
foreign inputs are associated with the physicaldgimothe consumer market basket. Increasing FBICthe reasons
explored below, has played a significant contribbgitiole in keeping price increases in check in dapa

Furthermore, ever-increasing FPC has diluted thenoy of the price signal as a clear reflectiondofnestic
economic conditions and, as a result, has mislgzhnda policy makers (and, as noted above, many eac&d
researchers). Reacting in the conventional wapwer prices, monetary policy makers in the ea®p@s at the BoJ
drove interest rates to very low levels. But mongfand fiscal) policy failed to deliver the incesal aggregate demand

4 As late as 2001, BoJ staff “repeatedly referred thstinction between ‘bad deflation’ and goodatéin’ and argued Japan’s was a ‘good’ type,
Hayami (2001).

5 Kyodo News (2000).

® The logic being expectations of lower future psigeuld result in current expenditures being pasto

" The resultant transfer of wealth from creditorsiébtors would further suppress spending and agretemand, as well as further aggravate the
non-performing loan problem for banks.

8 Uhlig (2000), p. 264 and p. 298, respectively.

° Baig (2003), p. 5.

Yspeech posted to Angry Bear (2005).
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and higher prices predicted by conventional econdimtory. Indeed, even today, price deflationtilb considered
problematic in Japah Our research addresses this paradox directly.

We argue that changes in information technologytaedegulatory environment (i.e., more open traie liberal
domestic distribution laws) have resulted in a mbagher FPC in the Japanese consumers’ market baske is
commonly recognized. This is largely, but not ctetgly, reflected in the growing presence of Boar&¢ and the use
of e-commerce and joint production agreements @slhe with China). This has resulted, we contemdthe FPC
portion of the Japanese market basket increasymifisiantly and this has, in turn, resulted in pritisinflation.

A CHANGING COMPETITIVE AND ECONOMIC ENVIRONMENT

Managers faced a number of factors that contribtdedecreasing prices during the late 1990s aradthrg 2000s
(Figure 1). While decreased consumer demand iwedeas a major reason for price deflation, the cstitipe
environment facing Japanese managers changed eaaislyl in the late 1980s and early 1990s. Thestwrfaare
described below.

Stagnant Consumer Demand

Japan’s economic prosperity lasted through 1989wthe real estate bubble burst and economic grgrvethnd to
a stop throughout the next 16 years. Consumerdapgrstagnated throughout the 1990s and early 200@sto
consumer uncertainty and government policies. &ftiere were short periods in the late 1990s arig 2800s when
the economy appeared to regain its strength, tbessts were short-lived. As a result, despitera@gerate cuts
throughout the period, consumers did not responididrgasing spending (Ito & Mishkin, 2004).

Government policies such as a new consumer sateant the banking crisis contributed to curtaileshsumer
spending. In 1989 Japan imposed 3% consumer seddartthe first time which was raised to 5% in 199Fombined
with Japan’s economic downturn, these taxes mag hamtributed to a decrease in Japanese spendinglia

The problem of nonperforming loans for major Jaganeanks continued to make headlines throughout388s.
Consumers continued to learn about the extent efodnking crisis as banks divulged “new” debts.nuinber of
leading Japanese banks, weakened under the weigtieio bad loans merged. A number of Japanese firms
restructured in the late 1990s leading to staffiaductions, and consolidations through mergers agglisitions
(Kikuno, 2003. This period of uncertainty could not have beecogiraging for consumers.

Figure 1. Management Environment
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Changes in Regulatory Environment

In addition to economic forces that may have darmageconsumer spending, a number of changes related t
international trade, domestic distribution and riné¢ usage placed downward pressure on pricesghs uring the
1980s, Japan faced severe international pressuifeetalize trade. Japan’s exports outstrippedniigorts and Japan
held significant trade surpluses with a numbet®trading partners (New York Times, 1987). Japdasestic prices
were high compared to other OECD nations due it fmaits restrictive trade policies and heavily ddximports.

™ On February 23, 2008 the Wall street Journal sstggerecent pessimism over the economy and a Dexrénttation rate of only .5% (fueled
mostly by energy prices) could incline the new BmVernor toward a looser monetary policy (Moffett) A6.
12 Fuiji, Dai-ichi Kango Bank and Industrial Bank @fp&n merged in 2000, Sumitomo and Sakura fully eteig 2002
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Beginning 1989, in response to threats of retaliathy Japan’s trade partners, Japan introducedies s measures
that would increase imports into Japan (USTR, 1996)

Related to the liberalization of international tadvas the move to allow the formation of large iteta
establishments. Until 1989 Japan’s retail scemsisted of numerous small, locally owned specisiitgps clustered in
neighborhoods or beneath covered arcades nearstetions. Small stores could block the entry athbforeign and
domestic more efficient, large retail operationtigh the Large Store Retail Act. The result wasnafficient and
expensive distribution. Depending on the prodgotds sold in these small shops could have paksedgh as many
as 5 layers of wholesalers with costs passed dowmetconsumer (Martin, et al, 1998).

With U.S. pressure for Japan to open its markéts,Liarge Store Retail AcDg@itenho) was abolished in 1990.
The removal of the Large Store Retail Act was tlegibning of the end for the small shops and arcadeboth
domestic and foreign large retailers, such as “TRy&Js”, “Eddie Bauer”, “Pottery Barn”, “Costco”, mmed the
Japanese retail scene. These large retail estataigs cut out a number of middlemen in the distidsuchain, making
distribution more efficient, lowering distributiacosts and prices to consumers. In addition, theslktive reform in
the retail sector also opened the door to the ksitmbent of a flood of convenience stores, e.gveEdell”, “Family
Mart”, “Lawson” beginning the mid-1990s. These dgpof stores purchase in bulk cutting out middlgneave
developed sophisticated distribution systems, aak How prices on everyday goods (Frederick, 20033. a result,
consumers turned away from neighborhood shops wbffdred a limited product selection and began desding
larger retail shops with a wide variety of produatsl lower prices. Graph 2 shows the decline iallsmnincorporated
retail establishments since 1990 as consumers begahop at larger stores while Graph 3 shows #dirtk in
individually owned wholesale establishments adlegtabegin bypassing small wholesalers in theitigtion chain.

In addition to bilateral trade agreements made detwthe U.S. and Japan under the Structural Impedim
Initiatives (SllI), Japan also agreed to a numbeingdort tariff reductions under the Uruguay Round1B93 (World
Bank, 1995). These tariff reductions had the imiatedeffect of not only reducing tariffs on agrizwhl products, but
also drastically reducing tariffs on industrial exis from developing Asian countries like ChinaheTresult was
soaring imports from China of industrial goods whio turn were used in Japanese products.

Emergence of China

By the mid 1990s the effects of import liberalipati the emergence of China as a growing importgoofls along
with the emergence of large scale retailers wekmdatheir toll on consumer prices. Graph 4 sholag during this
time imports to Japan from China, rose consideratiipmpared to imports from the U.S. and Korea,artgpfrom
China take a significant upturn in the early 2000kese significant volumes of lower-priced goodsrf China exerted
more downward pressure on prices.

The type of goods exported from China has also gédrover time. In the 1990s China mainly expoiftad
priced textiles, foodstuff and manufactured goodsniy targeting the Japanese consumers. Beginthagarly 2000s,
China’s export composition to Japan began to $bwftard more sophisticated products. As Graphdwshthere has
been explosive import growth in electric and nogeic machinery, manufactured goods, and machirmy
equipment. These imports had a two-fold effeclawering prices for consumers. First, as we hsaen for many
consumer products sold in the U.S., Chinese consgouws directly lowered prices for consumers.

Unlike the U.S., which has reacted to high labastedy shifting much of its manufacturing overselpanese
firms maintain manufacturing expertise as one efrtkey success factors. However, a number of exogs factors
make manufacturing in Japan very costly. Outsideuslear power, Japan must import all its energgnd in Japan
suitable for production facilities is scarce, makitne establishment of new facilities costly. [Cioean aging and
declining population, Japan’s labor costs are igedst in Asia, roughly 20 times that of labor soist China (Lett &
Banister, 2006). Japan’s firms faced the dilemiateere to manufacture its growing number of praduc

China provided the answer to Japan’s dilemma asynjapanese firms established manufacturing faaslith
China. Japanese manufacturing firms facing higimekiic labor costs could no longer rely on its dstioe
subcontracting network for its subcomponents. dapa managers saw opportunities to lower costsdnufacturing
the entire product in China or by increasing thedpct's foreign produced content specifically usiogver cost
Chinese made components. China is a logical otfiposhis type of manufacturing as factors of protion are a
fraction of what they are in Japan, and China s @nJapan’s closest neighbors.

To encourage foreign direct investment (FDI), Chinprovincial governments established Special Ecuno
Zones (SEZ) beginning the late 1980s. Betweerd 1881 1998 over 1000 Japanese affiliates investe@hind®.
Electric and General Machinery and the Electromichistries represent over half of the JapanesesfifWwakatsugi,
2005). Although Japanese FDI to China dropped9891 it has been steadily rising since then, esfigcin the
industrial sectors (Feller, 2003). The resultshafse investments into China correspond with theease in industrial
imports from China.

2 Does not include Hong Kong or Taiwan.
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It is difficult to disentangle the proportion ofetlioreign produced content of products made inrdaptowever, as
Graph 5 shows, there was significant growth in ingof industrial products from China. The inceasthe level of
sophistication of the imports from China beginnthg late 1990s also suggests that these imports wgsad as inputs
to products manufactured in Japan. This data sgdglat parts, electronic components and machumegy as inputs
in production were imported from China lowering mlemanufacturing costs for Japanese producers.ifi¢trease of
lower-priced foreign produced content of productgdmin Japan since the late 1990s, lowered codtplaned further
downward pressure on consumer prices.

Japan continues to maintain manufacturing excetldncdeveloping new products and developing matufag
processes for its leading edge products. Ratlaer tenufacture all their products at home wherésa® high, large
Japanese firms tend to manufacture only their tiggexlucts using highly proprietary technology atte. Moreover,
proprietary technology is less subject to patefitigement. As these products become standardibed, technology
no longer state of the art, as manufacturing teldyies are developed and perfected, and as pesssuincrease scale
economies rise, large Japanese manufacturersdestift production of these products overseas. s been very
successful at establishing joint manufacturing egrents in China. As a result, although Japan’omspgrom China
have grown significantly, unlike the U.S., whichsha significant trade deficit with China, Japan mt&ins a trade
surplus with China (Odessey, 2005). In fact, in 2007 @hivas expected to overtake the U.S. as Japansitgagport
partner (Sano, 2007). While China is still knovar fts low-priced exports to Japan, in 2006, Japdaathnology
exports to China were valued at $5.24 billion, secto Europe, accounting for 23.8% of China’s tedbgy orders
(Schwankert, 2007).

Advances in Information Technology

Another factor that has contributed to loweringts@nd prices is Japan’s high rate of informatexhhology use.
Japan is second only to the U.S. in terms of braadbsubscribers. As Graph 6 indicates there haea Isteady
increases in total technology use since 1995. diffiesion rate of household internet subscriberdapan increased
from under 30% in 1999 to almost 87% by the end 662(Btatistical Handbook of Japan (SHJ), 2006 9899).

Significant increases in internet adoption were enpdssible when deregulation forced open NTT’s rpohoon
the telecommunications industry (Katagiri, 200%).series of policies to deregulate the telecommatioas industry
during the late 1990s and early 2000s resultedréatgr competition and a reduction in prices foorgh services.
Foreign internet service providers like Yahoo BBog@xlband) brought low cost DSL service in the e2000s. As
shown in Graph 6, bundled with low priced VOIP s$egg, DSL adoption soared.

Not only were consumers adopting technology, Jaggmeaterprises were, as well. 85.7% of businesibdive
or more employees and 99.1% of firms with 300 oraremployees reported using the internet by theoé 2005 (SHJ,
2006, pp. 98-99). Large Japanese manufacturimgsfinave long used electronic data interchange (RN their
network of supplier firms so they are familiar witte use of IT (Dedrick and Kraemer, 2000). WHilgoes not appear
likely that the internet will replace EDI, studisgggest that Japanese manufacturing firms incrgigsirse the internet
to enhance distribution of their products (Tach#004). Similar to EDI use with suppliers, it istrexpected that the
internet will replace existing distribution chansébr manufacturers (ibid). Retail establishmexush as supermarkets
and large retail stores increasingly use the ietetm bypass the multi-layered, traditional disitibn channels and to
buy directly from producers, cutting out the middkn and lowering costs (ibid).

Not surprisingly, e-commerce has been growing $ieath 2003, Japan’ had the third-largest e-conoaemarket
in the world at $255.7 billion behind the U.S. aiestern Europe (ECOM trends). E-commerce has begidly
growing; e-commerce sales were up 80% in 2001 o986 2and it is anticipated that this pace will Goume (Tarrieux
& Brown, 2002).

While internet use is widespread, electronic conumés spreading through an unlikely channel, coierere
stores or “combini” (Strom, 2000). The link betwes-commerce and convenience stores is a functidregarticular
characteristics of Japan’s consumers and parcekdglservices. Japanese consumers prefer to peasimand delivery
companies will not leave packages unattended. de@re since deregulation of the retail sector, fa2000, there were
50,000 of the ever-present “combinis”. As a resfilthese factors, “combinis” have become a papplace for e-
consumers to pay for their online purchases anth@efor package delivery services to make one-s@wghborhood
deliveries (Aoki, 2000). As is the case with thés., one would expect to see lower prices dustopetition from e-
commerce.

FPC, BUSINESS ADAPTATION AND CONSUMER PRICES

The relatively sudden appearance of foreign gogdshe shelves of Japanese stores was the collaetsudt of
forces described above that dramatically alteredothsiness environment (Figure 1). The genedisi®bnslaught was
lower trade barriers, but other new laws easingriti®ns on large-scale (and, importantly, foreigwned) retail
outlets also played a key role in exposing conssmerimported goods — especially when compareddokstems
traditionally available in the mom-and-pop-storamiigated retail distribution system. Growing accsshe internet
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and use of retail e-commerce also contributed t&imgaforeign goods more familiar and available tsumers.
Finally, and needless to say, China was the orafirmany of these lower priced goods threateningngfrthe
perspective of domestic producers) to penetratddpanese market basket. Thus, management wasl farconfront
the tsunami of globalization sweeping across Japamsumer markets.

Just as deregulation, new technology and Chinasrgemce combined to create this competitive thteathew
business environment ultimately fashioned busingssortunities of profound long-term benefit to thapanese
economy. The prospect of tapping into China’s \east fast growing retail market was made possibte facilitated
by Japan’s unprecedented corporate investment inaGh especially in the so-called special economises (SEZ).
Large scale investment in the SEZ’s also, impolyaatlowed Japan to tap into a large and willingrdcost labor pool,
ideal for final assembly and sub-component prodactiimprovements in information technology and ghewing use
of B-to-B commerce provided communications and divation support required for Japanese firms tonta#i their
involvement in the production of these globally gmtitive goods. These are the types of lower cgktbally
competitive, high FPC goods - the production ofckhis orchestrated by Japanese management - théeaoming
increasingly available in Japan and are responsiblarge part, for price disinflation.

CONCLUSION

Businesses have reacted to changes in their econemvironment during the 1990-2004 period (advarines
technology, China’s emergence and new governmgudatons) by increasing their investment in precoent, (joint)
production methods and distribution systems thabrfahe production, distribution and consumptionhigh FPC
products. The growing presence of FPC is an eeengenous to aggregate demand conditions, andhtsighat has
been a hidden force behind disinflation. To th&eechanges in the business environment desciib#ds research
have contributed to consumer price deflation, ibus contention that (monetary) policies aimed wing disinflation
are misguided. The forces ultimately behind pdedlation in Japan are best viewed as multi-lay€tiectatening and
opportunistic) shocks to the competitive and ecanoenvironment of management, not as macro demarstigply
shocks. Disinflation has not been driven so muglineffective demand management (monetary andlfjsziicy) or
even general economic maldis@.g., demographics), but by the way business gersahave reacted (it turns out,
predictably) to changes in their overall economissibess environment. We have argued the type (ateht® of
investment that is being pursued by business fantsthe type of, and composition of, items in therkat basket are
key contributors to price disinflation in Japan.

Clearly, consumers in Japan today are benefitioghflower prices and an increased selection of goods the
same time, Japanese firms have had growing sudeefisding ways to participate in the production gibbally
competitive goods. Japan is adapting to the glabatketplace in ways better suited to its natu@dnemic
comparative-advantage; adapting in ways that inaupeominent role for Japan in filling the globahrket basket of
the 2F century. It has been suggested, in a somewHateditt context, Japan may be suffering from ‘goetladion’
(Hayami, 2001). We concur with this positive assesnt. Furthermore, we view the by-products of theflationary
period - increased production and distribution oiéficy, enhanced global competitiveness, and greatesumer
choice — as noteworthy signs of economic advancemelapan.
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Graph 6. Yearly increases in Japan's technology us&995-2005
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