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The New Post-Recession Paradigm

February 11, 2010

n February 11, 2010, the Japan Society pre-

sented a panel discussion titled “The New Post-

Recession Paradigm,” co-sponsored by Columbia
Business School's Center on Japanese Economy and Busi-
ness (CJEB). The panelists were Susan Jansen, head of U.S.
credit research at Nomura Securities International; her col-
league David Resler, chief economist at Nomura; and Alicia
Ogawa, a senior advisor at CJEB and Adjunct Associate
Professor at Columbia’s School of International and Public
Affairs. About 150 people attended the discussion, which
was moderated by Leslie Norton, the Asia foreign editor of
Barron's, at the Japan Society in New York City. This report
is a summary of the discussion.

In just over a year, new regimes have swept into power
in both the United States and Japan, with financial industry
regulatory reform playing a key role in the two countries. The
panelists shared their views on the shape of regulatory re-
form, what it means for business, and the role of politics in

the creation of new rules.

Global economic conditions are improving, albeit more
slowly in mature markets hampered by high unemployment
than in Asia’s emerging markets. China, however, is with-
drawing liquidity, so it is an open question whether this pace
of growth is sustainable in 2010.

In her opening remarks, Leslie Norton quoted Bill Gross
of PIMCO (Pacific Investment Management Company). “Now
that the credit bubble has burst and economies have grown
dependent on stimulus spending,” he said, “The Republican
orthodoxy of lowering taxes is broken. The Keynesian ortho-
doxy of government spending is broken. What we really need

is some new orthodoxy.”

Rating the Leaders
Leslie Norton: What grade do you give U.S. President Ba-
rack Obama for his first year and Japan Prime Minister
Yukio Hatoyama for his first half year in office?

Alicia Ogawa said Mr. Hatoyama gets a grade of mostly
absent. Other names in his administration—such as Naoto

Kan and Ichiro Ozawa—appear ten times in the newspaper
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for every one time the prime minister is mentioned. This
leaves the impression that Mr. Hatoyama is letting others
around him work out problems. Although his voice is heard
when talking about security issues, he has been largely silent
with regard to financial policies. Japan's 1990s banking cri-
sis has been stabilized, but there has not been real reform to
change the behavior of Japanese banks that led to the crisis.

Susan Jansen said Mr. Obama has largely failed to be a
friend to business, although he was very supportive of the
U.S. Treasury and the U.S. Federal Reserve when it was
needed most—when liquidity was needed to enter the sys-
tem very, very quickly in order to keep capital markets from
freezing. Still, current talk of placing taxes on financial insti-
tutions that have largely repaid all of their loans is pure popu-
lism. She wondered whether it would be more equitable to
distribute such a tax across other ailing areas such as auto
companies and Fannie Mae and Freddie Mac.

David Resler said he has been puzzled by Mr. Obama
since he took office. Although Mr. Obama supported the
financial markets while campaigning, after assuming office
he turned his agenda over to two fairly unpopular leaders in
Congress, Representative Nancy Pelosi and Senator Harry
Reid, to formulate the details.

This mistake cost him support on health care reform,
Mr. Resler said. The health care bills from the House and
the Senate at the end of December bore little resemblance
to the issues he campaigned on. Along the way Mr. Obama
managed to offend virtually everyone who had any interest in
serious health care reform. He did not, as promised, embrace
and try to bring into the debate bipartisan involvement. The
outcome of this mistake was reflected a couple of weeks ago
with Republican wins in the Massachusetts election and ear-
lier ones in New Jersey and Virginia.

Mr. Resler said Mr. Obama'’s failure to fulfill his promise
and his squandering of a big lead earns him a “C," although in
fairness any president after one year should get an incom-
plete. Much has yet to be done, and certainly all is not lost.
The Massachusetts election is likely to be a wakeup call for
his administration about the kinds of things it needs to do to
engage the Republicans again as well as to win back the sup-

port of the American public.

The Global Financial Forecast
Ms. Norton: What is your opinion regarding global financial

conditions for the rest of the year? There has been a lot

of turbulence in parts of Europe and Ireland over the past
week. Will the trouble there be confined to Europe, or will
it spread?

Mr. Resler said that one lesson learned from the crisis
is that no one can be complacent in the face of turmoil any-
where in the world. Financial contagion is a reality, and it's
very easy to see how a seemingly minor problem in a narrow
segment spread and became a worldwide financial catastro-
phe. This raises questions for the stability of the financial
system. Still, he added, the global economy is again on more
solid footing. Most economies are once more growing, and
while it hasn't lasted long enough to be a full-blown recovery,
it is encouraging. The big surprise has been the strength of
the U.S. manufacturing sector, for which the United States
owes a debt of gratitude to the much stronger economies in
Asia, particularly outside Japan.

Ms. Jansen noted that, within the United States, not only
is the manufacturing sector improving, but a handful of con-
sumer sectors seem to be strengthening as well. She cited
strong year-over-year retail sales and cruise line bookings.
While this surprise is encouraging, the recovery is extremely
fragile. She compared the situation to a survivor of a severe
heart attack in 2008 who was put on medication and began
to feel better, but now the drugs have to be withdrawn. There
are plenty of areas like the commercial real estate sector
that are in great difficulty, she added, and contagion makes
it clear there is no part of the world that is not connected.

Ms. Ogawa said there are few signs of recovery in Ja-
pan's economy, still one of the largest in the world. The Bank
of Japan is predicting two more years of deflation, although
at the same time it says deflation is intolerable. The popula-
tion is declining, and the percent of the working age popula-
tion that is employed is the lowest on record. She noted that
since Japan has experienced deflation, low growth, or reces-
sion for so long, it's really difficult to see what will spark an
increase in domestic demand. A 30-year-old Japanese per-
son making career choices has never seen interest rates or
the stock market go up in his or her adult life. Sociologically,
that is an important study waiting to be done.

She noted that, unlike most countries, which have prob-
lems because they are connected and vulnerable, Japan's
problem is that it is not connected with other economies.
It will soon be forced to be connected with global capital
markets because of the government's financing need rela-

tive to the size of domestic savings available to buy new
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government bonds. The enormous Japanese government
bond (JGB) market is 95 percent owned by domestic inves-
tors—retail and institutional—and government institutions.
The small percentage of foreigners who have dabbled in the
JGB market have often lost much of their investment due to
developments that they could not predict. They therefore
do not have the appetite for taking up JGBs, particularly at
these rates. The low rates on JGBs have persisted even as
the budget deficit has exploded. The total government defi-
cit on a gross basis is more than 200 percent of GDP, which
is far worse than any of the PIGS (Portugal, Ireland, Greece,
Spain) countries, and even on a net basis is way above 100
percent of GDP.

Ms. Ogawa said that, with the current bond market and
its trillions of yen that are left to be refinanced, and the new
bond issues that have to be undertaken to support current
social programs, the problem is who is going to buy. House-
holds in Japan, directly and indirectly, own 51 percent of
JGB issues through their bank accounts or their pension
funds. But as the population ages and shrinks, these house-
holds can be expected to draw on their savings to finance
consumption. The issue is not default risk, but rather the risk
of significant interest rate volatility.

Ms. Ogawa added that it is unclear where the demand for
JGBs is going to come from next. If foreigners step in, they
will demand much higher interest rates, and it would be very

interesting and difficult to see how the JGB market reacts.

Recovery Predictions

Ms. Norton: What kind of recovery can there be in the Unit-
ed States, given the debt crisis? Japan's experience has
suggested that a deflation will thwart recovery. Is this what
the United States has to look forward to?

Mr. Resler said he did not think the U.S. situation would
be quite as dire as that seen by Japan over the last decade
and a half, because the U.S. monetary policy has been quite
different. Nomura's chief economists have been traveling
and studying the issue and have created an intriguing chart
that shows the response of monetary policy authorities in
the United States, Europe, and Japan. There is a striking
dissimilarity between the U.S. and European central bank
response and that of Japan to the recent crisis.

Mr. Resler said that, within the U.S. and European cen-
tral banks, officials take the option of quantitative easing se-

riously when interest rates are at very low levels. This policy

has helped stabilize the economy and put the United States
back on a positive growth trajectory. Japan, which faced
very similar circumstances and is 10 to 15 years into their
crisis, has had very limited quantitative easing.

Mr. Resler added that the U.S. recovery would be very
different from what is expected after a very deep recession.
Households are going to be reducing indebtedness because
household debt levels are unsustainably high. In addition,
consumer spending will grow a lot less rapidly than it typi-
cally does in the early stages of recovery. The United States
will have to derive an atypical share of its growth from ex-
ports and from capital spending.

Mr. Resler said the good news is that the outlook is
brighter than he believed a few months ago. The strength of
the Chinese and other non-Japan Asian economies is likely
to be pulling exports from not only the rest of Asia, but also
from the United States and Europe, providing a lift to the
global economy. As it does so, U.S. businesses will simply
need to invest more in plants and equipment in order to meet
that demand. While consumer spending is not going to be the
engine of growth for the global economy that it has been for
most of the last 20 years, the U.S. economy will probably
grow at or above its potential for the foreseeable future.
That will lead to a gradual decline in the unemployment rate,
and inflation will remain benevolently low, as will short-term
interest rates.

Ms. Jansen said she agreed with Mr. Resler. She noted
that the largest share of the U.S. corporate market is sitting
on an astounding amount of cash—about $1.2 trillion, ac-
cording to the cash on hand figures on balance sheets for
the majority of S&P companies. That capital probably will get
deployed at some point when businesses become optimistic
about demand. There has been underspending on technolo-
gy for the past couple of years and that will probably change
this year.

She added that, as of the most recent quarterly earn-
ings release, about 88 percent of the S&P 500 has actually
beaten expectations, versus about 60 percent at this time
last year. Because corporations themselves have low ex-
pectations of growth rates and are sitting on a lot of cash,
she agreed it probably would not be the U.S. consumer who
would kick-start spending.

Ms. Ogawa noted that this was one similarity between
the United States and Japan. Companies have reported

better net earnings, even though sales have been lower, by
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cutting expenses—Ilargely jobs and salaries. In the case of
Japan, this has gone on for a decade, with the result that
there has been no growth in salaries or wages and a record
high unemployment rate. Yet even with these earnings, com-
panies refuse to go out and hire more workers or pay higher
bonuses and salaries. This has been going on for nearly ten
years, soitis a structural problem, and Ms. Ogawa expressed

hope that the United States could avoid similar problems.

New Financial Architecture

Ms. Norton: Ms. Jansen referred to a global bank tax earlier.
Are the U.S. and Japanese governments going too far, or
not far enough, in terms of proposed reforms? Which initia-
tives do you think are the most important?

Ms. Jansen said that comprehensive regulation of fi-
nancial markets and consumer protection is a hot topic and
is very debatable. The idea is to provide government tools
and enhance intergovernmental cooperation across the
globe. These proposals have merit, but they're going to have
a huge impact on businesses as rules and regulations get
promulgated. Huge amounts of additional reporting burdens
can make companies nervous, especially in terms of cost.
However, history has shown that the costs can end up be-
ing relatively minimal and everyone can benefit from more
transparency.

Ms. Ogawa said she sees the proposed tax as a response
to a structural problem still to be addressed, which is that
some financial companies are still thought of as too big or
too important to fail. The consequence is that their cost of
capital is artificially low. Instead, they should pay the cost
of capital commensurate with their true risk profile. This
would solve the issue of compensation structures because
the companies can only compensate employees with what is
left over after paying to raise capital.

Japan hasn't shown much initiative on this issue because
its whole market is still very much bank dominated, Ms.
Ogawa added. The financial system in Japan is not flexible
enough to support fund-raising for new ventures. She said
the CEO of a large Japanese bank operating in the United
States told her he has managed to trade his loan portfolio
from high risk to better risk as liquidity has come back into
the market, noting that this could not have happened in Ja-
pan. She would like to see the Japanese capital markets be-
come much more flexible, developed, deep, and much less

reliant on banks.

Mr. Resler said the crisis has opened up weaknesses in
the financial system that regulators missed and that legisla-
tors around the world want to fix. The problem is that the reg-
ulators didn't know enough to spot them, and the legislators
don't know how to fix them. It is exacerbated by appealing to
populist sentiment derived from an ill-defined public interest.

He pointed to historical evidence that the recent finan-
cial problems were caused by poor regulation in the past.
He included the failure for at least 15 years to rein in Fannie
Mae and Freddie Mac. Legislators instructed those institu-
tions to essentially create subprime loans to create housing
opportunities for the disadvantaged. The Garn-St. Germain
Depository Institutions Act of 1982, which increased de-
posit insurance from $40,000 to $100,000, was another
factor. This legislation created the thrift crisis of the 1990s,
which gave rise to the creation of mortgage-backed securi-
ties. The Sarbanes-Oxley Act of 2002, in turn, was created
as a response to the failures of Enron and WorldCom, and is
a worthless piece of legislation.

Mr. Resler said that, in reregulating something as com-
plex as the financial markets, it is easy to define the rough
outlines of what ought to be done. However, it is another
matter altogether to do so in an effective manner. While he
is confident that some kind of financial reform will pass this
year, he is not hopeful because he is almost certain it will

be ineffective.

Question-and-Answer Period
Question: What propositions does the financial sector have
for improving the regulatory situation?

Mr. Resler said many people in the financial sector be-
lieve that, as bad as things are, increasing regulation is likely
to make it worse. Still, reforms are needed. If the proposed
bank fees were used to create a new resolution authority to
resolve financial institution failures that are not covered by
the FDIC, instead of merely to recapture TARP investments,
it would be a step in the right direction.

The issue isn't that institutions are too big to fail; it is
that they are too complex and interconnected. Furthermore,
creditors should be responsible for bearing the losses and be
more attentive to the balance sheets of their counterparties.

Ms. Ogawa agreed that there could be positive regula-
tion, which could be helpful in terms of standards for when
global bankruptcies need to be resolved. The fact is that fi-

nancial institutions fail and cause trouble and will do so every
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number of years. There are only three approaches to take
when this happens: inject capital, set up an asset manage-
ment company to sell off bad assets, or steepen the yield
curve so banks can earn back lost money. The question is,
who pays for the bank rescues, and through what format?
Ms. Jansen said the movement for greater transparency
in the derivatives market, by having derivatives cleared over
exchanges, is getting support from the industry. With trans-
parency one can begin to limit risk. But she agreed that the
other challenge is finding regulation that fits across different
players in the markets, from hedge funds to regional S&Ls.
Ms. Ogawa said she was skeptical greater transparency
would make a difference. When the exposure of AlG in the
credit default swaps market was disclosed, no one raised
questions about what was known about Fannie Mae and
Freddie Mac. She said political will and investor responsibil-

ity must be developed, in addition to greater transparency.

Question: Can reforms truly regulate human behavior and
the desire for risky, high-yield markets, or should financial
institutions control their own level of exposure and risk be-
cause there will always be people who take big risks?

Ms. Ogawa said Wall Street is adept at meeting the de-
mand for great risk and reward. Once someone is earning 32
percent ayear, then that becomes the standard everyone else
wants to meet, and banks are going to create complex, risky
products to deliver that kind of yield. She added that some of
the top Fortune 500 companies are still basing their pension
liabilities on the expected yield of 9 percent. So the Treasury
could regulate by saying that, for an endowment or pension
fund, X percent over Treasury yields is deemed risky.

Ms. Jansen said she did not want the Treasury telling pri-
vate endowments what they had to achieve or not in terms of
earnings. But she acknowledged that the return of the high-
risk triple-C index was stunning in the face of some very high
default rates, although the default rate has been falling dra-
matically. Still, she said, the bottom line is that letting people

invest in risk is what a market is all about.

Question: What is the status of a plan a few years ago by
Japan's Junichiro Koizumi, then prime minister, to privatize
the largest savings bank in the world in ten years, and its
impact so far?

Ms. Ogawa said much of the privatization of Japan Post,

which had overseen one of the world's largest savings sys-

tems, is being unwound, in spirit or in law. The privatizations
that have already occurred, such as the Development Bank
of Japan, are also now being put on hold. In the Bank's case,
it was privatized as far as stripping staff of their government
employee status and benefits; however, the government
has since decided to maintain 100 percent ownership and
to essentially run the Bank. As a result, the situation is very
confusing, Ms. Ogawa said. Initially the reversals in privati-
zation of the Post Office were read as a gambit to make sure
a captive audience was there to continue to buy JGBs. But
then Shizuka Kamei, the Financial Services minister, said the
returns on these assets were too low and that they should
look outside Japan to invest. It's difficult to know who is in

charge in the ruling Democratic Party of Japan.

Question: Since the people who have been running our
banks, hedge funds, and financial industry, including Con-
gress, have been incompetent, shouldn't we toss them out?
Ms. Ogawa agreed with respect to Congress, but not
regarding Fed chief Ben Bernanke, whom she praised, and
Treasury head Timothy Geithner, a “committed public ser-
vant who has done a good job saving us from the abyss.”
Ms. Jansen said the American people get what they vote
for, and the same is true of shareholders. But when the gov-
ernment gets involved as an owner, that's when it is time to
worry. The banks want to repay government bailout money
as quickly as possible so they can be out from under an own-

er who restricts compensation.
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