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FOREWORD

In the wake of the 199798 financial crises in emerging economies,
many prominent thinkers focused their energies on what went wrong,
how it could have been prevented, and what reform measures are
required for the future. While some concentrated specifically on
financial markets within the economies in question, others exam-
ined the larger system-wide implications. The Council on Foreign
Relations Project on Development, Trade, and International
Finance convened a Working Group in an attempt to look at the
problem from both levels, to investigate the problems in the
world economy that led to the crises, and to propose policy
options calculated to prevent future large-scale disturbances.

Specifically, the goal of the Working Group, which began in
1999, was to promote discussion of different perspectives about the
necessity for change in the world economic system, and to look
at concrete forms that change might take. These included, but were
not limited to, discussions about reforming the international
financial architecture to facilitate a transition from export-led
growth to internally or regionally demand-driven development strate-
gies that offer the populations of the developing world an improved
standard of living.

One of the Working Group’s several undertakings was to com-
mission papers from the participants on a broad range of subjects
related to the international financial architecture. The authors come
from a variety of backgrounds, and their papers reflect a diversi-
ty of perspectives. However, we believe that all of them provide
useful insights into international financial architecture, and that
they represent collectively factors that should be considered by both
U.S. and international economic policy makers.

Lawrence J. Korb
Maurice R. Greenberg Chair, Director of Studies

Council on Foreign Relations
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The American Stock Market

as a Financial Risk

INTRODUCTION

From the standpoint of crisis anticipation, standard macroeconomic
forecasting and risk management methods share three weak-
nesses. First, standard methods embody very little of our experi-
ence and understanding of the information and liquidity-driven
herding and contagion behavior that characterize crises. Second,
the models are distinctly country-centric. A disaster outside an econ-
omy that benefits domestic markets will often result in econometrically
estimated parameters that suggest the benefits are the conse-
quence of domestic policies and events. Accordingly, crisis prob-
abilities in the tails of outcome distributions may be much higher
than estimated. Third, standard methods are not well suited to assess-
ing macroeconomic trends when large economic restructuring changes
are under way. If one part of an economy consists of shrinking “old
economy” sectors that are no longer competitive and represent, say,
two-thirds of GDP, macro models will overestimate the effectiveness
of traditional monetary and fiscal policy measures. Japan is under-
going such a restructuring. Not surprisingly, ex ante estimates of
fiscal and monetary policy effectiveness repeatedly turn out to be
overestimates.

"The authors are grateful for extensive comments and guidance from working group
members, and others, and the assistance of Joel Prakken and Chris Varvares of Macro-
economic Advisors. The views and findings presented in this paper, however, are solely
those of the authors.
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Effective macroeconomic and risk management models are crit-
ical. A record low proportion of U.S. private wealth is held in the
form of deposits that are both liquid and have a known fixed value,
and a record high proportion of assets are invested in volatile secu-
rities and defined-contribution (rather than defined-benefit)
retirement plans. The consequences of a large negative surprise have
never been greater.

Sources of Risk

We see the U.S. economy and stock market as exposed to two sources
of real sector risk: (1) Diminishing returns for Asian and Euro-
pean import-substitution and export-led growth strategies, and for
the mechanics of U.S. current and capital account flows. (2) The
aging of industrialized-economy populations and the significant
undersaving of households and the underfunded? condition of pub-
lic retirement support programs. These are generally thought of
as very long-term processes that could have no immediate effect
on markets. In our judgment, this perception is likely to be wrong.
In fact, we believe they are affecting markets now.

The first risk source encompasses the production-consumption
and investment-savings relationships that sustained the United States
and its allies throughout the Cold War decades. They are also reflect-
ed in U.S. current and capital account flows. These relationships
have been undergoing historic change in the past decade. In this
paper, we refer to this group of economic and geopolitical events
as the “post—Cold War transition.”

The second risk source includes imbalances resulting from
the undersaved condition of American households and the under-
funded condition of national retirement and healthcare commit-
ments. Birth and growth rates in industrialized countries have been
declining without comparable reductions in pension and health-
care benefits, which means that all the major industrialized coun-
tries face generational accounting imbalances. This is a very

*In this context, “underfunded” means that program assets and liabilities are unmatched
in an actuarial accounting sense, not that policymakers have failed to appropriate ade-
quate revenues to fund the programs.
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important kind of financial leveraging. American households will
almost certainly have to increase savings rates to assure secure retire-
ments. In this paper, we refer to this effort of households to meet
their retirement wealth needs as “generational deleveraging.”
Both risks are linked in a critically important way. U.S. Trea-
sury Secretary Lawrence H. Summers referenced the linkage in
the opening paragraphs of his speech on global financial reform
just before the September 1999 International Monetary Fund/World
Bank meetings.
Supporting successful economic development in the developing
world has always been—and will remain—an overriding global moral
imperative. But it takes on increasing economic significance for
the industrial countries today, when retirement rates in these
nations are rising, rates of labor force growth are decreasing, and
the investment of retirement savings is a key concern. All of the
world’s population growth over the next twenty-five years, and most
of its growth in productivity, will take place in the developing world.3
As productivity rises in the developing world, so do returns on cap-
ital that could exacerbate necessary U.S. current and capital
account adjustments. However, the large pools of more produc-
tive young people in the developing world could ease the equal-
ly necessary adjustments of generational imbalances in the
developed world.

Asian Downturns, Herding, and Contagion

The historical foundations of the Asian crises are now widely rec-

ognized. Barry Eichengreen explored them with particular scruti-

ny and concluded, “... Asia’s crisis can only be understood in terms

of a conjuncture of long-standing historical forces and short-

term financial policies.” Eichengreen observed specifically:
Ultimately, the explanation for the crisis lies in the region’s history
and economic development trajectory, which relied on bank-cen-
tered financial systems, the use of the banks as instruments of indus-

sLawrence H. Summers, “Priorities for a Twenty-First Century Global Financial Sys-
tem,” Remarks at Yale University, New Haven, Connecticut, September 22, 1999.
[3]
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trial policy, and close connections between banks and politicians,
all of which were designed to sustain high rates of investment and
rapid economic growth.*

This paper is motivated by a concern that Eichengreen’s conclu-
sions and observations about key Asian financial systems may also
be true in important ways about the U.S. financial system. In the
U.S. case, however, the central relationship would not be between
banks and businesses via bank credit, but between the U.S. stock
market and undersaved households.

There are many ways to talk about stock market risk. U.S. Fed-
eral Reserve Chairman Alan Greenspan identified two aspects of
asset pricing risk: adverse event probability distributions and
balance sheet instabilities. Regarding event distributions, he
observed:

Probability distributions estimated largely, or exclusively, over
cycles that do not include periods of panic will underestimate the
likelihood of extreme price movements because they fail to cap-
ture a secondary peak at the extreme negative tail that reflects the
probability of occurrence of a panic. Furthermore, joint distribu-
tions estimated over periods that do not include panics will under-
estimate correlations between asset returns during panics. Under
these circumstances, fear and disengagement on the part of
investors holding net long positions often lead to simultaneous declines
in the values of private obligations, as investors no longer realis-
tically differentiate among degrees of risk and liquidity, and to increas-
es in the values of riskless government securities. Consequently,
the benefits of portfolio diversification will tend to be overestimated
when the rare panic periods are not taken into account.s

And, regarding balance sheet effects:

As the value of assets and liabilities have risen relative to income,
we have been confronted with the potential for our economies to
exhibit larger and perhaps more abrupt responses to changes in fac-

“Barry Eichengreen, Toward a New International Financial Architecture, A Practical Post-
Asia Agenda (Washington, D.C.: Institute for International Economics, 1999), p. 162.

5Alan Greenspan, “Measuring financial risk in the Twenty-First Century,” at conference
sponsored by the Office of the Comptroller of the Currency, Washington, D.C., Octo-
ber 14,1999, p. 2.
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tors affecting the balance sheets of households and businesses. As

a result our analytic tools are going to have to increasingly focus

on changes in asset values and resulting balance sheet variations

if we are to understand these important economic forces. Central

bankers, in particular, are going to have to be able to ascertain how

changes in the balance sheets of economic actors influence real eco-
nomic activity and, hence, affect appropriate macroeconomic
policies.®

Financial risk from our perspective arises from negative surprises
that move from the real to the financial sector. Over time, the foun-
dation for financial problems are laid when financial sector and
asset price conditions diverge from the underlying real sector
economic and political conditions. At some point, asset prices realign
with the real sector. The realignment is a crisis if the asset price
adjustment significantly increases unemployment, reduces growth,
or destabilizes political processes. Generally, this occurs when
some informational or liquidity shock surprises the financial sec-
tor and triggers a sudden and large price adjustment.

Such adjustments are asymmetric in the sense that the prices
decline much more rapidly than they rise. In such cases, gray-haired
market participants like to observe that , “Prices fall three times
faster than they rise.” The price movements are nonlinear in that
as they occur they seem to take on a life of their own, triggering
within-market “herding”” and cross-market “contagion” ® that are
mutually amplifying.

¢Alan Greenspan, “New challenges for monetary policy,” Symposium sponsored by
the Federal Reserve Bank of Kansas City, Jackson Hole, Wyoming, August 27, 1999.

7 Christopher Avery and Peter Zemsky, “Multidimensional Uncertainty and Herd Behav-
ior in Financial Markets,” American Economic Review 88, no. 4 (September 1998), pp. 724—47.

8Laura Kodres and Matthew Pritsker, “A Rational Expectations Model of Financial
Contagion,” FEDS Working Paper 1998-48, U.S. Board of Governors of the Federal Reserve
System, 1998.

9The author’s view that herding and contagion in declining markets are mutually ampli-
fying is not a specific conclusion of either Avery-Zemsky (AV) or Kodres-Pritsker
(KP). AV focuses on multidimensional uncertainty within a market and concludes that
trader perceptions of deterioration in information quality can lead to significant, short-
run mispricing. KP focuses on contagion through cross-market hedging of shared
macroeconomic risks and concludes that the pattern and severity of contagion depends
on markets’ sensitivities to shared risks and information asymmetry.
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Assessing whether the U.S. stock market poses a financial risk
requires identification of the significant potential divergences
between financial asset prices and real sector conditions. We must
also note why financial markets may be underpricing the diver-
gence. To do this, we first discuss two long-term real sector trends
that may not be fully reflected in current or projected U.S. finan-
cial market conditions. We then look at a carefully modeled
macroeconomic forecast of the U.S. economy that assumes a 30
percent stock market decline, and we note its rather benign
longer-term effects under standard economic response assump-
tions. Focusing specifically on its projected personal savings rate,
we outline how there may be a real/financial sector divergence. The
scale of the divergence could cause an asset price adjustment of
significant proportions.

TRADE, DEVELOPMENT, AND THE
POST-COLD WAR TRANSITION

Many stock market skeptics point to U.S. current and capital account
flows and conclude that current U.S. stock market valuations are
not sustainable. The restructuring recoveries under way in Europe
and in all the Asian countries (possibly including Japan) are said
to mean that the amounts of capital inflows previously directed
toward the United States can be maintained only if U.S. interest
rates go up. Higher rates, they argue, will cause the broad stock
market to fall.

The rebuttal to this argument generally consists of the obser-
vation that if U.S. growth is reduced by economic growth in the
rest of the world, more capital will be allocated within the U.S.
stock market to sectors that serve this growth and less to U.S. con-
sumption. Proponents of this view argue that consumption-relat-
ed stocks will decline, while capital goods and other
development-related stocks will rise. They conclude that such an
outcome may be hard on the owners of shares in Internet com-
panies that are basically consumer marketing schemes, but that this

[6]
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is hardly a reason to be concerned about a general equity-market
collapse.

However, this rebuttal may not be correct if U.S. current and
capital account imbalances are part of a larger historic process that
is significantly adverse to U.S. consumption and is not reflected
in standard macroeconomic forecasts or current financial asset prices.
This would be the case if the Asian crises of the 199os and the U.S.
current and capital account imbalances were understood to be linked
consequences of the end of the Cold War geopolitical strategic con-
sensus. From this perspective, the Asian downturns may foreshadow
a U.S. consumption contraction. Indeed, it may not be possible
for Asian restructuring downturns to occur without a U.S. restruc-
turing occurring also.

As we noted earlier, Eichengreen, among others, has stressed
the historical foundations of Asia’s downturns. The likelihood that
the development of the U.S. economy and financial system was
not also influenced by similar historical priorities is hard to dis-
miss. In the U.S. case, the central risk relationship is likely to be
asset market buoyancy and undersaved households.

In the following section we lay out an interpretation of the eco-
nomic events of the 199os in which current U.S. conditions are seen
as components of a longer post—Cold War restructuring process.
Because standard risk management and macroeconomic models
do not treat the Asian downturns and other economic restructuring
crises as linked within a longer-term process, parameter esti-
mates may not adequately reflect true risk levels.

Import and Export Strategies for Growth

There is general agreement that import-substitution and later export-
led growth strategies were key ingredients of the recovery and eco-
nomic development plans of World War II-scarred Japan and
Germany, as well as other Western ally countries surrounding the
former Union of Soviet Socialist Republics and China. This was
particularly clear in Asia from the 1950s into the early 199os.
Japan, followed by the Asian Tigers and the Newly Industrializ-
ing Countries in “flying geese formation,” successively pursued nation-
al plans to substitute domestic production of basic goods for

[7]
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imports and then moved up the production chain to maximize growth
through exports to the developed world.

There is also general agreement that the United States served
initially as a capital provider and then as the linchpin importer/con-
sumer-of-last-resort to support these recovery and development
strategies. In the 1950s, the United States met the early capital needs
of its Cold War allies through grants, development loans, and defense
arrangements. At the same time, the de-emphasis of saving and
the encouragement of consumption, even to the point of provid-
ing tax deductions for consumer credit interest expenses, supported
the evolving export-led growth strategies of U.S. allies. The high-
production, high-savings strategies of the recovering and devel-
oping countries were matched by a high-consumption, low-savings
strategy in the United States.”®

The cooperative mirroring of economic and geopolitical needs
is reflected in the following table. In the early decades of the Cold
Wiar the United States and U.S.-backed international financial insti-
tutions were net suppliers of capital to Iron Curtain allies to
finance recovery and import-substitution development strate-
gies. As these countries stabilized and shifted to export-led growth
strategies, U.S. trade deficits appeared and then deepened, and U.S.
dependence on allied capital inflows became established.

°Following World War II the United States plunged into a recession severe enough
to trigger fears of a renewal of the Great Depression. Washington responded with a Key-
nesian spending program that included the GI Bill, boosting consumption and restor-
ing the economy to positive growth.

(8]
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There is also general agreement that this system of export-to-
the-United States and United States-buy-from-its-allies started
to break down in the 1990s. Robert Blecker thoroughly describes
the diminishing marginal returns to export-led growth and pin-
points the zeroing out of the strategy as occurring some time in
the mid-1990s.” In our judgment, Blecker rightly criticizes as incom-
plete the U.S. and other G-7 explanations that the Asian down-
turns of the mid-199os were mainly the result of “crony capitalism,”
inadequate financial supervision, and a lack of transparency. Of
course, the downturns were partly due to these factors, but the impor-
tant question is how “Asian miracle workers” became “crony cap-
italists” in a matter of three or four years. Something is missing
in the conventional analysis.

Blecker suggests the missing item is a “fallacy of composition”
effect of so many countries attempting the same strategy. Marginal
returns decline and perhaps even become negative, thus undermining
financing structures. We agree and see Blecker’s composition-
fallacy as part of a larger historic process. For us, what Blecker says
about the Asian export strategies is also a statement about the U.S.
consumption strategy.

We are not surprised to look back and see that the United States
pursued increasingly consumption-maximizing and savings-
minimizing strategies throughout the Cold War decades. Our under-
standing of political science leads us to conclude that national secu-
rity is the highest domestic political priority. For example, the United
States pursued a high-production, high-savings strategy to win World
War 11, essentially focusing on out-producing its enemies. In
contrast, the United States's Cold War—era high-consumption, low-
savings strategy won because it essentially out-consumed China
and the Union of Soviet Socialist Republics (U.S.S.R.). The

United States was able to support its allies in a recovery, development,

2Robert Blecker, “The Diminishing Returns to Export-Led Growth,” paper presented
to the Working Group on Development, Trade, and International Finance (New York:
Council of Foreign Relations, October 7,1999) and published as a part of a series by the
CFR Project of the same name.

[10]
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and growth process that exhausted the U.S.S.R. and forced China
to change its policies on inward investment.

The post—Cold War (PCW) hypothesis implies that the
matching consumption-led and export-led strategies pursued by
the United States and its Cold War allies was optimal for address-
ing the priority of winning the Cold War, but not for a non-war
environment. The magnitude of the Asian adjustments since the
end of the Cold War suggests that Asian economic, financial, and
political frameworks were not optimal for a postwar environ-
ment. Apparently, as soon as the Western capital markets and democ-
racies were not required to prop up those frameworks, they ceased
doing so and “Asian miracles” became “crony capitalism”.

During the Cold War years, the United States would not have
let the yen strengthen as it did in the mid-199os, to the point that
it nearly wrecked the Japanese economy. Nor would it have been
as unconcerned in the Cold War years as it was in the mid-1990s
that economic conditions were destroying political leadership of
the LDP, Japan’s long-time dominant political party. In the 1990s,
the leading Western democracies became willing to allow the
“invisible hand” of markets to take over from the “guiding hand”
of allied-government Cold War strategy. After the fall of the
Berlin Wall, it became acceptable for markets to determine the fate
of Asian and European export-led economies.

Old and New Economies

A central idea of the PCW transition is the distinction between
“old” and “new” economies. Few analysts disagree that the prob-
lems in the East Asian economies seem to be most serious in the
heavy industry, small manufacturing, agriculture, construction, and
retailing sectors. These sectors were the foundations of import-
substitution and export-led growth strategies during the Cold War
decades, and they comprised two-thirds or more of GDP. They
were heavily subsidized, trade protected, and regulated. Such sec-
tors are what we meant when a decade ago we referred to “Japan
Inc.” Now, these sectors are what we mean when we refer to “old
Japan.” In all the Asian countries the shrinkage (even collapse in
some instances) of the “old” sectors threatened the private and pub-

[11]
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lic institutions that financed them and the political systems that
organized them.

Moreover, no one disagrees that “new” sectors such as com-
munications, information technology, professional services of all
kinds, biomedical research, and high-end design and manufacturing
are growing strongly in all the Asian countries. Because these sec-
tors represent only about one-third of GDP, however, their rapid
growth is not enough to oftset the negative GDP effect of the “old”
contracting sectors.

Is there an “old” versus “new” issue in the U.S. economy? On
this point there would be very heated disagreement. Most econ-
omists and analysts believe the U.S. economy is very “new” in every
respect. The prevailing view is that the banking system has been
reformed, old industries have been restructured, and the bulk of
GDP is represented by “new” information and service oriented
businesses.

The risk to the U.S. stock market is that this view is not cor-
rect, and that what is “old” about the U.S. economy is its consump-
tion orientation. Estimates vary but there is general agreement that
almost 7o percent of GDP consists of consumption. If the PCW
hypothesis is correct, we need to consider the ongoing priority on
consumption in the United States as being a mirror of the Asian
import-substitution and export-led growth strategies.

Implications for Europe and Asia

If the PCW transition risk is plausible, it should have some
applicability to Germany and Italy, two key European Cold War
countries, as well as to Japan and other Asian ally countries.
Important similarities should surface between Japan, guarding the
eastern front of Communist Eurasia, and German and Italy,
guarding the Western front.

One similarity is evident in the nature and scale of their old-
age care promises. An important element of the recovery and devel-
opment strategies of key U.S. Cold War allies was the assurance
to workers that their retirement needs would be well covered. The
result is an imbalance between the tax burdens on younger and older

generations to pay for the benefits. The PCW hypothesis suggests
[12]
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that the Japanese, German, and Italian imbalances should be
larger than those of other industrialized countries. Laurence Kot-
likoft and Willi Leibfritz provide the following estimates of these

imbalances.B

Generational Imbalance in Real Terms

Relative to U.S. GDP
(Per Capita, 1995 U.S. dollars)
Japan $300.9 thousand
Germany $203.9 thousand
Italy $197.1 thousand
France $101.7 thousand
United States $ 45.3 thousand
Canada $ 3.4 thousand

The Japanese, German, and Italian imbalances are notably high-
er. Though fragmentary, the data suggest that the farther a coun-
try is from a former Communist border the lower its imbalance
is likely to be.

From the European Central Bank (ECB) we get confirming
data from another perspective.*# In very rough terms, “old” sec-
tors of advanced countries are primarily industrial and government-
related, and they are financed by banking systems rather than securities
markets. Thus, the larger the share of industrial production, gov-
ernment, and bank deposits in the economy, the “older” or less restruc-
tured it is likely to be. From the January 1999 ECB monthly
bulletin:

Industrial sector as a percentage of GDP

U.S. 26%
Euro 31%
Japan 39%

8Laurence Kotlikoff and Willi Leibfritz, “An International Comparison of Genera-
tional Accounting,” in Alan Auerbach, Laurence Kotlikoff, and Willi Leibfritz, eds., Gen-
erational Accounting Around the World (Chicago: University of Chicago Press, 1999),
pp-737103.
4European Central Bank, “The Euro Area at the Start of Stage Three,” in European
Central Bank Monthly Bulletin (January 1999), pp. 11-13.
[13]
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Government as a percentage of GDP

U.S. 36%
Euron 47%
Japan 33%
Bank deposits as a percentage of GDP
U.S. 55%
Euron 84%
Japan 99%

Service sectors are also generally thought of as “new” economically,
dynamic and capable of creating many new jobs. On this measure
too, the Euro 11 lies between the United States and Japan.

Size of service sector in economy as a percentage of GDP

UsS 72%
Euron 67%
Japan 0%

The PCW hypothesis says the financial crises of the past ten
years are linked and form a pattern of post—-Cold War economic
and political restructuring. The collapses of the Asian Tigers,
the Japanese recession, and slow European growth all reflect the
rapid shrinkage of economic sectors that were important to Cold
War strategies. Economic sectors essential to maintaining full employ-
ment and the banks that financed those sectors in Japan and
Asia all saw growth plunge and losses mount. By implication, key
import-substitution and export-led growth sectors in Germany and
Italy, as well as the banks that financed them, may face contrac-
tion and increasing difficulties.

Implications for Japan

The PCW hypothesis emphasizes analysis of a country’s economic
sectors in addition to its more familiar macroeconomic trends. Such
an analysis offers a fuller understanding of Japan’s mounting debt
problem. Examined through a sectoral lens, a “debt trap” rather
than “liquidity trap” seems to be a more accurate and useful
description of what is plaguing Japan’s economy.

[14]
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The Japanese government’s long-held hope for generating an
economic recovery is that it will be able to “pass the baton” to the
private sector via a self-sustaining economic recovery produced by
“new Japan.” However, despite the largest peacetime injection of
fiscal stimulus in postwar history, the economy nominally has con-
tracted in eight of the last ten quarters. Moreover, most “new Japan’
enterprise ventures have yet to make any real money (i.e., oper-
ating profits), and “old Japan” industrial bankruptcies are running
at a rate of nearly 3 percent of GDP*

Modeling the economy as two sectors, old and new Japan, high-
lights the workings of the PCW hypothesis and the nature Japan’s
problem. From data on nonperforming bank and prefectural gov-
ernment debt, we know which sectors are contributing to the debt
problem. Nonperforming loans and bankruptcies are concentrat-
ed in the agriculture, manufacturing, construction, and retailing-
related sectors. These sectors, and all their related households,
businesses, and government activities, were the foundation blocks
of Japan’s Cold War—era import-substitution and export-led
growth strategies. U.S. compliance and participation built them
up to massive levels to assure success in the competition with the
U.S.S.R. and the People’s Republic of China. The commitment
level made geopolitical sense before 1990, but not afterward.

From the 1950s into the early 1990s, Japan’s laws, financial
institutions, and economic practices were focused on building
the agriculture, construction, retailing, and manufacturing sectors
into an economic powerhouse we used to call “Japan Inc.” Loans
and credits from commercial banks, the postal savings system, fis-
cal investment and loan systems, and the central and prefectural
governments financed these sectors. This is the credit architecture
that fell into nonperforming status in the early 199os and by 1998
brought down the banking system. Credits extended by prefec-
tural governments are now crippling local governments. To keep
the mountain of debt from toppling, the central government has

sDavid Asher and Robert Dugger, “Could Japan’s Financial Mount Fuji Blow Its Top?”
MIT Japan Program, Working Paper Series oo-o1, May 2000.
[15]
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had to guarantee banking system and local government solven-
cy, as well as shoulder the burden alone of further borrowing.

The debt mountain continues to grow rapidly for two reasons:
first, interest on the existing debt can be paid only by borrowing
more; and second, the “Japan Inc.” economic sectors constitute the
bulk of Japan’s GDP and are shrinking. Of the two reasons, the
second is the more important and the least understood. The
“Japan Inc.,” now “old Japan®, economic sectors are dragging
down Japanese GDP. “New Japan” is growing rapidly, but its
GDP share is too small for its growth to offset the shrinkage of
old Japan. Old Japan’s shrinkage is desirable and necessary from
an economic restructuring standpoint, but it has a powerfully
adverse effect on Japans debt mountain. The shrinkage drags
down national GDP and forces the government to borrow and spend
enough to offset the negative effect.

The following tables illustrate the interaction of old and new
Japan, including an “interim Japan” consisting of the small por-
tion of GDP represented by sectors that are not adding to GDP
and are in the process of actively restructuring.’® We estimate that
old Japan constituted about 8o percent of GDP in the mid-1990s
and has been shrinking 3 to 4 percent per year. The contraction
in 1998 following the Asian downturns was particularly violent. So
violent in fact that the fiscal stimulus needed to stabilize the
economy in 1999 was almost enough to cause old Japan to grow.
In 2001 and beyond we assume old Japan’s contribution to GDP
is negative, but less so each year.

We estimate new Japan constituted about 20 percent of GDP
in 1996, and project its growth rate will increase steadily from 7
percent in 1996 to 15 percent in 2001 and decline thereafter.

*Several commentators on an earlier draft of this paper pointed out the existence and
function of this third component of GDP. It consists of businesses, households, and gov-
ernment entities that are in transition from dependence on noncompetitive export-led
growth strategies to non-Cold War—era domestic growth strategies. A Bank of Japan com-
mentator estimated Interim Japan now accounts for about 10 percent of GDP.
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In this projection, to keep GDP at roughly 500 trillion yen, total
central and local government deficit spending has to remain
between 40 and 50 trillion yen through 2002. The emergence of
pension deficits in 2003 and beyond keep the total public sector
borrowing needs above 7o trillion yen through 2005.

As shown in the projection, the sum of Japan’s central and local
government bonds and borrowings will approach 140 percent of
GDP in 2000, and be over 220 percent in 2005. This debt growth
is the sum of borrowing to cover the interest expense on existing
debt, borrowing to finance spending to offset the “new-old Japan”
negative GDP effect, and more borrowing to pay the interest on
new rounds of borrowing.

A worrisome aspect of Japan’s debt situation is the fact that it
is worsening at a time when global growth, led by a record-set-
ting U.S. economy, is generally strong. The U.S. role is critical. Just
as it did during the Cold War years, the United States for the past
decade has served as the importer-consumer of last resort. This
role stabilized the global economy following the Mexican, Asian,
and Russian crises, and has enabled many nations to preserve demo-
cratic stability and initiate needed reforms.

For the United States, the role of global growth engine has dri-
ven its trade and current account deficits to record levels. More-
over, it has triggered a steady round of U.S. Federal Reserve rate
increases to prevent inflation and led to G-7 fears of an unsustainable
situation, as well as calls for the United States to increase savings.
If the Federal Reserve is successful and G-7’s (including the U.S.
Treasury’s) calls for increased savings are heeded, the U.S. econ-
omy must slow and import growth rates must decline. For Japan,
and Asia generally, a slowing of U.S. imports is serious risk.

Asia’s dependence on U.S. imports has risen sharply since the
mid-1990s. South Korea’s exports to the United States account-
ed for 21 percent of its total 1999 exports, up from 16 percent in
1996. Of the large Asian nations, China (including Hong Kong
and Taiwan) is the most dependent on the U.S. economy. Exports
to the United States in 1999 totaled almost 277 percent of all Chi-
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nese exports, up from 17 percent in 1996.7 A downturn in U.S. imports
from Asia would depress the entire Asian trade matrix in which
Japan is the key participant.

Japan is heavily dependent on trade growth. Data for March
2000 indicate Japan’s trade surplus expanded 23 percent year-on-
year in dollar terms. In volume terms, real exports climbed by 5.9
percent compared with the final three months of 1999—an annu-
al rate of 25 percent. Imports rose by only 0.1 percent. The difference
is giving Japan’s GDP a significant boost. The bilateral trade sur-
plus with the United States is 40 percent higher than the same peri-
od a year ago and implies that Japan’s trade imbalance with the
United States has reached a record $66 billion during the past twelve
months. With U.S. nominal GDP growth running at almost 9 per-
cent and real growth over 6 percent, these trade deficit numbers
should not be surprising.

Japanese exports are the key support element of Japan’s debt struc-
ture. Export related companies are the principal income earners
and taxpayers. A meaningful reduction in Japanese exports would
have multiplier effects that would ripple through the already
heavily stressed economy and seriously aggravate the debt prob-
lem.

If U.S. Federal Reserve and Treasury efforts are successful in
slowing the U.S. economy and increasing household savings rates,
the trade deficit will decline. If it is merely reduced back to its 1999
level, the reduction could be as much as 30 percent. From a U.S.
perspective such a reduction would be regarded as moderate and
salutary. From an Asian perspective, the 30 percent reduction
could be difficult to accommodate. Directly and indirectly, Japan-
ese GDP growth could be depressed a full percentage point.

Implications for the United States
The PCW hypothesis has two implications for the United States

and its stock market.

“Morgan Stanley Dean Witter, “Fatal Attraction: Asia’s Rising Export Dependence
on the U.S.,” Global Insights (April 19, 2000).
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First, if the allies’ Cold War export/consumption paradigm was
optimal for winning, it was so because it raised and kept the real
incomes of developing country allies higher than they would
have been otherwise. That is, the strategy succeeded in keeping
voter allegiances in those countries from migrating to the promis-
es of Communism by providing and promising as much or more
well-being.

For the United States the cost of this strategy has been a very
large and steadily growing current account imbalance and an
unavoidable adjustment of that imbalance. Putting the discussion
in currency terms, the U.S. current/capital account adjustment will
ultimately involve a fall in the dollar relative to other major world
currencies—the euro and the yen. The dollar’s decline may sur-
prise policymakers and market participants for the same reason
they were surprised by the speed and depth of the Asian down-
turns: they did not give adequate consideration to the contractionary
power of longstanding trends when they reverse. Governments and
markets were equally surprised by the speed of the Asian upturns.
They did not anticipate how rapidly capital flows to countries when
restructuring is clearly under way.

The U.S. current and capital account adjustment process seems
to depend on two things. First is the degree to which actual
restructuring deviates from baseline market expectations. Second
is the extent to which foreign demand, espec1a]ly emerging mar-
ket demand, for U.S. good and services increases and offsets the
decline in domestic U.S. demand that must accompany an increase
in U.S. savings rates. We can be optimistic about the second, if
the first does not prove to be destabilizing.

The strength of the U.S. economy and its vulnerability are evi-
dent in the data below.

U.S. Projected Change in Net Savings ($ billions)'®

Savings 1999 2000 2001 2002
Household 158 87 16 =56
Gross Business Savings 1205 1259 1316 1376
Government Savings 120 161 193 246
Gross National Savings 1483 1507 1525 1566
Gross Private Domestic Investment 1622 1755 1900 2057
Shortfall (Inflows from Abroad) —139 248 =375 —491

BBureau of Economic Analysis and Congressional Budget Office.
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A major reason so much capital flows into U.S. markets appears
to be a perception that the United States is the most attractive place
in the world to do business. This is America’s principle strength.
The United States is said to have a positive culture, as well as the
legal and accounting resources needed to support business activ-
ity. It is reported that it takes about two weeks to start a limited
partnership LL.C business in the United States. It takes about two
months in Japan, and about twenty months in Europe. In the Unit-
ed States there are 250 million people and 350 thousand CPAs. In
Japan there are 120 million people and twelve thousand CPAs.

America’s principle vulnerability, however, is its increasing
dependence on inflows of foreign capital. In and of itself, depen-
dence is not a problem. Global growth occurs on a foundation of
increasing interdependence.

The question is whether the U.S. dependence is stable. The fact
that capital’s continued attraction to U.S. markets depends on its
trading partners remaining competitively backward suggests that
it is not—or, at least, that there is a significant risk that it is not.
U.S. trading partners are doing everything possible to restructure
and catch up. Will they do it quickly, that is, in the next year or
so? Certainly not. But with the U.S. example at hand and the oppor-
tunity to avoid U.S. mistakes, they eventually can and almost cer-
tainly will.

At the same time U.S. household spending continues to out-
strip income, with the difference made up by either borrowing or
spending capital gains. Households are liquidating or selling
more financial assets than they are buying. Spending growth has
accelerated in the past two years while income growth remained
stable. The rise in spending that has been fueled by capital gains
in stocks and home ownership has hidden a gradually increasing
interest burden. While consumers rate their present situation as
very good, their interest burden as a percentage of their total
spending is now at an all-time high.

To understand the U.S. current account adjustment path, it is
essential to keep in mind that usually the worse a country’s con-
ditions are, the higher its potential marginal return on investment
is. That is, the worse a country’s conditions, the more attractive

[22]
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it is to investors once true restructuring reforms are initiated.
When real restructuring reforms get under way, “potential”
becomes “expected,” and currency markets begin to do what they
are supposed to do—allocate capital to its highest expected mar-
ginal rate of return.”

Two rules flow from this:

(1) When restructuring initiatives are not under way or are very
slow, capital flows to the country with the lowest amount of
needed restructuring—it generally has lower taxes, is more pro-
ductive, and is growing faster.

(2) When restructuring efforts are actively under way, capital
flows to the country whose restructuring needs are the greatest—
its expected marginal rate of return is higher.

A recent example of the first rule is the United States vis-a-vis
Europe. Examples of the second are Japan vis-a-vis Europe, and
emerging market countries like Brazil vis-a-vis both Europe and
the United States.

Just as capital markets repriced the Asian economic and polit-
ical frameworks, they will also reprice the U.S. consumption
commitment. In our judgment, that repricing actually began sev-
eral years ago but has been masked by the effects of the Asia-to-
U.S. wealth transfer and the Europe-to-U.S. capital inflows.

For the U.S. stock market this means that stocks of companies
that provide and finance consumer goods and services are at
greatest risk. In general, if there is a broad PCW downward
restructuring adjustment of U.S. consumption that roughly approx-
imates the adjustments that are under way in the economies of U.S.
Cold War allies, all companies and countries that depend on
continued high levels of U.S. consumption are at significant risk.

Moral Hazard and the PCW Transition
Government moral hazard risk-taking almost always reflects the
efforts of the government to preserve the “old” or to minimize the

“Robert H. Dugger, “U.S. Trade and Current Account Deficits and the Market Adjust-
ment Path: America’s Consumption Orientation is What is ‘Old’ about the U.S. Econ-
omy,” statement before the U.S. Trade Deficit Review Commission, March 13, 2000.
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pain of restructuring and downsizing. This was true in U.S. efforts
to avoid dealing with problems in the savings and loan sector. It
is true now in the Japanese government’s efforts to keep noncompetitive
intermediate-sized businesses open and their employees “employed”
via government guaranteed loans through the banking system. If
there is any point on which the wide range of “new architecture”
findings and recommendations agree, it is that the Asian down-
turns involved significant moral hazard risk-taking and that such
risk-taking should be avoided.

Were U.S. government efforts to sustain strong U.S. con-
sumption in the latter years of the 1990s a form of moral hazard
risk-taking? The question is an open one. Michael Prell, U.S. Fed-
eral Reserve Board research director, raised the issue early in 1999
soon after it was evident that the 75 basis points of rate reductions
the preceding autumn had succeeded in restoring U.S. stock mar-
ket buoyancy.

... So let me cite Notion Number Ten, which is that the Fed has

learned how to eradicate the business cycle and how to ensure eter-

nal bull markets in stocks and bonds. I hope that I shall not be viewed

as disloyal if T express a little skepticism that my bosses really have

achieved quite that degree of insight and power.

But, given that one hears something akin to that thought being
expressed by people with some frequency these days, might one
not ask, in all seriousness, whether a new sort of moral hazard
hasn’t been introduced into the macroeconomic scene. Might
people—business managers, consumers, investors—be taking risks
that they would not have taken were it not for an exaggerated con-
fidence in the ability of the Fed to cushion the economy and
financial markets against any and all shocks? If so, there conceiv-
ably could be a greater potential instability in the system than is
readily apparent at this time. Of course, in expressing that concern,

I may simply be showing the propensity people who have been around

central banks for a long time have for looking for something to worry

about when the times are good.*

>°Michael J. Prell, “Economic Outlook,” remarks at the Charlotte Economics Club,
Charlotte, North Carolina, January 14, 1999.
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Moral hazard risk-taking is a complex subject. However, just
about all that can be said about it has been said by Morris Gold-
stein and Barry Eichengreen, despite their significantly different
policy perspectives.”

Eichengreen focused particularly on the historical sources of
moral hazard and observed that:

Asia’s crisis can only be understood in term of a conjuncture of long-
standing historical forces and short-term financial policies. Ulti-
mately, the explanation for the crisis lies in the region’s history and
economic development trajectory, which relied on bank-centered
financial systems, the use of the banks as instruments of industrial
policy, and close connections between banks and politicians, all of
which were designed to sustain high rates of investment and
rapid economic growth. This was not a formula that could work
forever: by the second half of the 1990s it had been in place for sev-
eral decades and was showing growing signs of strain. At anoth-
er level, the explanation lies in financial errors committed in the
mid-1990s. Growth may have been slowing, but the day of reck-
oning was delayed by the selective liberalization of capital accounts
to facilitate short-term financial flows, aided and abetted by the
low level of interest rates in the major money centers and by the
migration of U.S. and European investment banks to middle-income
Asia. These developments on the borrowing and lending sides enabled
the newly industrializing countries to borrow their way out of their
difficulties for a time. In the end, however, this only set them up
for a harder fall.**

Eichengreen concludes that his interpretation of the Asian cri-
sis has five important implications. First, large current-account deficits
are not benign. Second, how the current account is financed is crit-
ically important: dependence on foreign funding is risky. Third,
financial institutions are a special source of vulnerability—the
belief that the government stands ready to run to the rescue is a

2See, for example: Barry Eichengreen, Toward a New International Financial Archi-
tecture: A Practical Post-Asia Agenda (Washington, D.C.: Institute for International Eco-
nomics, 1999); and Safeguarding Prosperity in the Global Financial System: The Future International
Architecture, Report of an Independent Task Force Sponsored by the Council on Foreign
Relations, Carla A. Hills and Peter G. Peterson, Co-Chairs, Morris Goldstein, Project
Director (Washington, D.C.: Institute for International Economics, 1999).
2Eichengreen, ibid., p. 162.
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source of moral hazard that encourages inflows of more foreign
capital. Fourth, developing countries should press for greater
exchange-rate flexibility. And fifth, it will not always be possible
to prevent or predict financial crises.”

These five implications were intended to illuminate develop-
ing-country conditions. However, if the PCW transition hypoth-
esis is true, all but the fourth of Eichengreen’s implications have
important meaning for the United States. In the U.S. case, the large
current account deficit is financed by foreign capital inflows. The
fact that most of these inflows are into marketable debt and equi-
ty securities makes them potentially very short term in nature.

No one should be confused and think that U.S. debt and equi-
ty markets are not like “banks” or financial institutions more gen-
erally; i.e., that somehow “markets” have powers that mere banks
do not have. As Long Term Capital Management (LTCM)
demonstrated starkly, markets have implicit capital ratios, and when
capital positions are reduced by losses, financial and economic con-
tractions result. The real probability such a contraction could
occur may be higher than perceived if the Federal Reserve rate cuts
in fall 1999, intended to stabilize markets, introduced a significant
moral hazard risk.

Eichengreen’s fifth implication—that crises are hard to predict—
certainly applies to the United States also. As we will see when
we review a macroeconomic simulation of the effects of a signif-
icant stock market decline, prediction may be made more diffi-
cult if the historical context of the model is not carefully considered.

HOUSEHOLD BALANCE SHEETS AND
GENERATIONAL DELEVERAGING

To win the Cold War, American households and government were
encouraged to spend, and they did. It is not surprising, therefore,
that as the Cold War decelerated in the 1980s, a shift in U.S. polit-
ical philosophy from consumption and spending to savings got under-

sEichengreen, ibid., p. 167.
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way. Throughout the 1980s, caps on household savings-deposit inter-
est rates were removed, the tax deductibility of consumer inter-
est expenses was eliminated, and a variety of tax-incentive savings
programs were established. Balanced-budget efforts to change gov-
ernment spending and saving priorities saw fruition in the early
1990s. By the late 1990s, the U.S. government in current terms was
adding significantly to national savings.

While these shifts have been real, they may not adequately address
the financial risks both households and the public sectors face due
to aging. Although precisely calculating retirement savings is
nearly impossible, survey and poll data point to a large variance
in perceptions between how well-prepared households are for a
comfortable retirement and how well-prepared they need to be.
Also, household perceptions of retirement comfort may be under-
mined by well-documented and widespread doubts about the
U.S. Social Security system’s ability to pay current benefits, espe-
cially if accumulated private savings would suddenly be perceived
as inadequate.

Perceived household savings adequacy is critically important to
knowing whether the U.S. stock market represents a financial risk
to the economy. A decline in the stock market is important only
for what economic, political, and social events it triggers. If house-
holds are well prepared for retirement, that is, if their net worth
is growing and their benefits can reasonably be expected to pro-
vide sufficient assets for a secure retirement, then we can be rea-
sonably confident that a stock market downturn will not trigger
a sharp and destabilizing increase in personal savings rates. If they
are not, that risk exists.

There is broad, though certainly not complete, agreement that
most households, especially among the dominant preretirement
Baby Boom generation, are not financially well prepared for
retirement and will at some point need to reduce consumption and
increase savings. An analysis by Catherine P. Montalto that mined
the recently updated household financial data from the U.S. Fed-
eral Reserve’s Survey of Consumer Finances concluded that only
44 percent of households with a currently employed household-
er will accumulate retirement savings that will be adequate to main-
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tain the pre-retirement level of living throughout their retirement
years.* The authoritative 1999 Retirement Confidence Survey by
the Employee Benefit Research Institute (EBRI) concluded that
less than 10 percent of current workers are doing a very good job
preparing for retirement, though 7o percent believe they are sav-
ing adequately.” Of the 70 percent of workers polled in the sur-
vey who believe they are saving adequately for retirement, the median
amount of accumulated financial assets is only $29,000, which EBRI
called “unimpressive.”?

Moreover, these data and surveys indicate current working
households entertain unrealistic expectations about how long
they will work; how much they will depend on Social Security ben-
efits for retirement income; and how high their pension benefits

will be.

Private Savings Adequacy

Determining accurately whether Boomer households need to
increase their savings rates to assure a secure retirement is fraught
with the need to make many assumptions on a variety of variables,
without the benefit of comprehensive, timely household financial
data. There is a lively debate over whether Baby Boomers are sav-
ing adequately. In 1997, Douglas Bernheim of Stanford Univer-
sity estimated that the Baby Boom generation was saving only 38
percent of what it will need to save for retirement.”

At the other end of the spectrum, optimists like William Gale
dispute Bernheim’s methodology and results. As noted in a June
1999 AARP study, ® “Gale estimates that close to half of Boomers

*Catherine P. Montalto, Retirement Savings of American Households: Asset Levels and
Adequacy, report to the Consumer Federation of America and DirectAdvice.com, April
26,2000.

sEmployee Benefit Research Institute (EBRI). Rezirement Confidence Survey and RCS
Minority—1999Results and Tools. http://www.ebri.org/rcs/1999/1999_results.htm

*EBRI, http://www.ebri.org/rcs/1999/1999_results.htm

“Douglas Bernheim, Merrill Lynch Baby Boomer Retirement Index(SM), 1997.

7. W. Gale, “Are Americans Saving Enough for Retirement?” A Century Founda-
tion Report, The Twentieth Century Fund Foundation (1998) and “Will the Baby Boom
Be Ready for Retirement?” The Brookings Review, Summer 1997, pp. 59, cited in
John Gist, Wu Ke Bin, and Charles Ford, “Do Baby Boomers Save and, If So,
What For?” Paper no. 9906, (Washington, D.C.: AARP, June 1999), pp. 6—7.
http://research.aarp.org/econ/99o6_do_boomers.pdf
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are saving adequately for retirement, even if no home equity is count-
ed. He estimates that nearly two-thirds are saving adequately if
half of home equity is included, and over 7o percent are if all hous-
ing equity is counted.

The AARP study authors go on to describe succinctly the
high degree of uncertainty inherent in any estimate of savings ade-
quacy:

Arriving at a reliable assessment of saving adequacy is dif-
ficult because it depends on so many other factors: the standard

or benchmark of adequacy, the inclusion of annuitized Social

Security and pension wealth in measured saving, possible inher-

itances, age of departure from the labor force, and special needs

and obligations (children, dependent parents, debts, medical
needs, etc.)*

Median estimates from the June 1999 AARP study show that
older Boomer couples without a private pension would have to save
between 8 and 22 percent of their income to retire comfortably, depend-
ing on replacement rates, longevity, and rates of return. Younger
Boomer couples would have to save between 6 and 15 percent of
their income.3° Using their data, as shown in the table below; a plau-
sible best-case estimate is that the savings need was a little more
than the net worth of older Boomer couples. In the median worst
case, the savings need was more than three times their net worth.

Baby Boom Household Balance Sheet Conditions
1994 Median Net Worth, less home equity, of:

Older Boomers $25,000
Younger Boomers $11,000
Total Boomers $17,807

Amount and Percentages of Wages that Must Be Saved to
Reach Retirement Target

Older Boomer Couple peryear over 1§ years

Median with DB Pension* $2,411 $28,932

Median without DB Pension  $6,549  $78,588

Table continued on page 30

»Gist, Wu, and Ford, ibid.p. 7
3°Gist, Wu, and Ford, ibid., Tables 2 and 11.
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Savings Needs of Older Boomers as

Percentage of Net Worth
With DB Pension 116%
Without DB Pension 314%

*DB = Defined-Benefit

EBRI data indicate that current workers say private savings will
be the most important source of retirement income. On the other
hand, current retirees list Social Security as the most important
source of their retirement income. Presumably, current retirees are
better informed about retirement realities than current workers are,
and it is only a matter of time that workers will have to adjust their
expectations.

How Will I Pay for Retirement?
Most Important Sources of Retirement Income
(Expected sources for workers and actual sources for retirees.)*
Workers Retirees

Personal savings 49% 18%
Employer-funded plans 20 30
Social Security 12 39
Employment n 3
Sale of home or business 5 2
Other government programs 1

Support from children/family <1 <1

If current workers are biased toward overestimating their retire-
ment well-being, the risk is that a sharp stock market decline could
trigger a sharp correction in their expectations. The top two
numbers for workers in the table above could shift suddenly in the
direction of the same numbers for retirees. A shift to an increase
perceived reliance on private pensions and Social Security take place
would run in to evidence of common overestimating of pension
benefits and well-documented and widespread doubts about
Social Security’s ability to pay current benefits.

SEBRI, http://www.ebri.org/rcs/1999/1999_results.htm
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Private Pension Adequacy

The U.S. Commission on Pension Policy found evidence of a sub-
stantial “expectations gap” between what retirees think they are going
to get and what they actually get.3* Before retirement, house-
holds seem consistently to overestimate their benefits. A large decline
in consumption immediately after retirement has troubled econ-
omists for many years and now appears to be the result of bene-
fits overestimation.® In a 1994 survey, 40 percent of the respondents
said their retirement income was less than they expected. Less than
10 percent said pension income exceeded their preretirement
expectations.’*

An overestimation of benefits should not be surprising. Rela-
tively few workers actually do the calculations needed to determine
retirement incomes. Even though the portion of workers who have
tried to determine how much they need to save by the time they
retire has increased steadily since 1996, only half of all current work-
ers have actually tried to do this calculation (49 percent in 1999,
compared with 32 percent in 1996).3

Social Security
Without treading on the sensitive political question of Social
Security reform, we note that, under current official projections,
Social Security payroll taxes will no longer cover benefits after 2015,
requiring either an increase in the public debt, tax hikes, or spend-
ing reductions to pay current benefit levels beyond 2015. Since each
of these options would entail significant political opposition,
experts assume and the public believes current benefits may have
to be reduced beforehand.

Perhaps this fact explains why surveys continuously show most
workers expect little or no income from Social Security when they

»*James Banks, Richard Blundell, and Sarah Tanner, “Is There a Retirement-Savings
Puzzle?” American Economic Review, vol. 88, no. 4 (September 1998), p. 785.

3Banks, et. al., pp. 769—88.

3#Andrew Dilnot, Richard Disney, Paul Johnson, and Edward Whitehouse, “Pensions
Policy in the U.K.” (London: Institute for Fiscal Studies, 1994).

SEBRI, http://www.ebri.org/rcs/1999/1999_results.htm
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retire. A March 2000 poll conducted for the Montalto study
found that, when asked how much retirement income workers expect-
ed to receive from Social Security, 39 percent responded “none.”s
Of those who did expect to receive Social Security benefits, eight
out of ten expected them to provide less than half of current
Social Security benefits. An AARP poll found that only 6 percent
of Boomers are very confident Social Security will still be avail-
able when they retire; 64 percent were “not too confident” or “not
at all confident.” A CBS poll found that 55 percent of the public
doubted that Social Security will have the money to provide the
benefits they expect for retirement.3” An NBC News/WWai/ Street
Journal poll found only 28 percent believe Social Security will be
paying current benefit levels when they retire.3® This variance in
perceptions will become very important if workers have reason to
doubt their private savings adequacy.

Later Retirement

It is commonly assumed that the growing burden of societal
aging will require workers to postpone retirement. Many people
think they will be able to work until they are 65, but the facts indi-
cate otherwise. EBRIs survey points to another form of “retire-
ment illusion”: overestimating when retirement will occur. Nearly
half of today’s workers expect to retire at age 65 or later, and 5 per-
cent expect they will never retire. In contrast to these expectations,
however, most retirees report actual retirement ages younger than
age 65. Moreover, for many retirees, the earlier retirement age was
not by design; more than four out of ten (43 percent) of today’s
retirees say they retired earlier than planned.3? If current workers
tollow the pattern set by today’s retirees, many are also likely to
retire earlier than planned and many will do so for negative rea-

3¢Caravan Opinion Research, March 2000, Question Rio, p. 37; http://www.
consumerfed.org/opinion.pdf.

37CBS News Poll. May 11,1999. N=578 adults nationwide, including 408 who are cur-
rently employed.

SNBC News/Wall Street Journal Poll conducted by the polling organizations of Peter
Hart (D) and Robert Teeter (R). Latest: March 47, 1999. N=2,012 adults nationwide.

EBRI, http://www.ebri.org/rcs/1999/1999_results.htm
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sons. Forty percent of today’s retirees who left the work force ear-
lier than expected say they did so because of health problems or
disability.

Conclusion

Though forming precise estimates and forecasts of savings and pen-
sion adequacy is enormously complicated, the weight of survey data
points to a need for households to start saving more. Yet the gap
between working households’ expectations and likely reality con-
cerning retirement remains wide, as we can see below.

Consume much less now to save for later? Boomers are already
finding it hard to save for retirement. Using a scale of one to five,
an AARP poll concluded that 47 percent found it hard to save given
other needs, while 31 percent did not. The rest were in the
middle.4°

Cut back on consumption in retirement? Only 35 percent
expect they will have to scale back their lifestyle during retirement.
Only 23 percent think they will have to struggle to make ends meet.

Work well into their seventies or eighties? The survey found
that the median age at which Boomers say they want to retire and
not work for pay is 59. But they expect to retire and not work for
pay at 64 years, either for financial reasons or to get Social Secu-
rity benefits.

Given this contrast in attitudes and the size of the Boomer’s
saving need, the likelihood is that they will be spooked into
changing their saving behavior if they are presented with unpleas-
ant new information about their current and prospective net
worth. Data over the past ten years show that, on the margin, the
public is growing more concerned about retirement savings ade-
quacy. The Federal Reserve’s Survey of Consumer Finances show
households have increasingly cited retirement as their reason for
saving. And EBRT’s survey found that households that do their
retirement calculations have saved a median $66,000, compared
to the median $14,000 saved by households that have not.

+American Association of Retired Persons, “Baby Boomers Envision Their Retire-
ment: An AARP Segmentation Analysis,” (Washington, D.C.: American Association
of Retired Persons, February 1999); http://research.aarp.org/econ/boomer_seg.html.
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Regardless of how the stock market performs, it is becoming
increasingly clear that most households have borrowed from the
future to finance current consumption, and as a consequence,
their current net worth, expected earnings, and private and pub-
lic pensions are not sufficient to meet their retirement income require-
ments. While undertaking this borrowing, households may hold
overly optimistic expectations of how their retirement will be
financed. They are “generationally leveraged,” and their leverag-
ing has buoyed the global economy. But should the gap between
optimistic expectations and a looming reality close, households will
try to deleverage. Triggered perhaps by a stock market decline, house-
hold deleveraging could slow growth worldwide. The weaker the
stock market, the stronger the deleveraging incentive will be.#

Moreover, the two phenomena—a very weak stock market
and consumption cutbacks—are likely to be mutually amplifying.
Our review of history suggests two potentially useful historical ana-
logues of the scale of household perception shift that may be pos-
sible. The more recent is the response of household buying
patterns to rising gasoline prices in the mid-1970s. The other is
the response of household saving rates to the sudden entry of the
United States into World War II, when household savings jumped

from 5 to 25 percent in one year.

MACROECONOMIC FORECASTS INCLUDING A
MAJOR MARKET DECLINE

Asking how the American stock market is a financial risk is rough-
ly equivalent to asking why the benign results from large-scale macro-
economic model simulations of a large stock market downturn might
not be accurate. To initiate this inquiry, we compare a carefully mod-
eled current forecast of the U.S. economy with a simulation of the

41 The Federal Reserve will publish its exhaustive 1998 Survey of Consumer Finance
and provide a new national benchmark for evaluating household financial strength.
The last survey was done in 1995. Information currently available from other, more lim-
ited sources, suggests strongly that the new survey is going to document that U.S.
households are more leveraged and dependent on stock market strength than ever.
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economy assuming a large downturn. The forecast we use as a base-
line for comparison is Macroeconomic Advisors current U.S.
forecast, which incidentally includes a 12 percent stock market decline.
The simulation includes a 30 percent market downturn and was
prepared by Macroeconomic Advisors specifically for this paper
to show how the U.S. economy would likely respond to the
downturn under standard assumptions.# A 30 percent decline was
specified because it is roughly the amount by which many ana-
lysts said the U.S. stock market was overvalued in mid-1999.4
The simulation indicates that following a sharp stock market
decline, appropriate monetary policy adjustments are made, fis-

#Macroeconomic Advisors, 231 South Bemiston Ave., Suite goo, Saint Louis, Mis-
souri.

#See for example: Douglas R. Cliggot, “Be Careful, The Gulf Between the S&P 500
and ‘Fair Value’Is Big; We Think the Risk/Return Profile of the Market Is Poor,” in U.S.
Equity Portfolio Strategy (New York: ].P. Morgan Securities Inc., June 28,1999). Cliggott
concluded:

From 1986 through 1994 fair value increased at a strong 13.5 percent average annu-
al rate. One part was 8.5 percent average annual EPS growth. Another 2 percent
per year came from declining bond yields, and the last 3 percent per year came
from a drop in the average EY/BY ratio from o.95 to o.71—effectively, the mea-
sured risk premium dropped by about 25 percent. During the nine-year stretch,
the S&P 500 rose 9 percent per year, so it underperformed fair value by 450 bps
per year.

But then things changed. From 1994 through 1998 the rate of appreciation of
fair value accelerated by 450 bps, to an 18.0 percent average annual rate. EPS growth
contributed 6 percent per year. The big drop in bond yields accounted for a huge
10.5 percent per year, and further decline in the average EY/BY ratio to 0.67 added
1.5 percent per year. And in these four years, the S&P 500 averaged a 28 percent
gain each year, or 1,000 bps faster than fair value. ... Market values have doubled
in a span of four years a couple times in the past four-and-a half decades, but each
time we reverted back below the mean (7 percent per year gain) pretty quickly.

What next? The sharp decline in fair value in 1999 has been driven by the back-
up in bond yields. Everything else equal, a move from a 5 percent 30-year yield
to a 6 percent yield reduces fair value on the S&P 500 by just about 200 index
points. So one way to bring fair value and current market levels closer in line would
be a big bond rally. Maybe ... but we doubt it. We think a bond yield in the
6.0—6-5 percent range makes sense if CPI inflation is in the 2.0-2.5 percent
range. So in the near term (12-18 months) most of the lifting probably needs to
be done by earnings. We expect S&P 500 EPS to rise a cumulative 28 percent over
the course of 1999 and 2000. If we match that with a 6 percent bond yield, we
get an S&P 500 fair value level of 1219 at year-end 2000. Hmmm ... let’s hope
we are wrong about bonds.
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cal stabilizers in existing law work, the United States endures a peri-
od of reduced growth, and then stabilizes onto a path of contin-
ued strong, stable growth. See the Appendix for the detailed
forecast and simulation results. The model specifically does not
include consideration of asymmetric, nonlinear saving and spend-
ing responses by households.

The simulation results are benign mainly because the person-
al savings rate increases only from —1.4 percent to +2.6 percent in
1999 and from —2.3 percent to +3.2 percent in 2000.4 The new lev-
els are only about half the levels observed at the beginning of the
1990s. See the reported savings rate line in the graph on page 38.
(The graph also shows what Macroeconomic Advisors (IMA)
estimates the savings rate would have been if the stock market had
risen in line with nominal economic growth during the 1990s.)

MA conducted the simulation again in April 2000 and obtained
similar results. Specifically, MA reported that they simulated
their model for a different beginning of third quarter 2000 equi-
ty corrections after making the following adjustments:

1. Switched on the reaction function and forced the effective funds
rate (RFFEFF) to the values in MA’s latest base forecast
(BASEo003, April 3, 2000). This resets the adjustment fac-
tors on the reaction function.

2. Froze household equity net worth (NMAQS$) for beginning
of first and second quarters 2000, since these are already his-
torical values.

3. Updated first quarter 2000 spending figures to reflect incom-
ing data as of April 14, 2000. These boost GDP growth in
first quarter 2000 to 6.1 percent

For each of three alternatives, MA assumed a large decline in
household equity net worth during the second calendar quarter
of 2000 (i.e., beginning of third quarter 2000). Subsequent to third
quarter 2000, the adjustment factor on household equity net

#The savings rate data, of course, are those reported before the GDP revisions of late
October 1999. The revisions affect the levels of reported savings rates, but are not expect-
ed to affect the relative movement of the rates over time.
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worth was re-leveled to its new third quarter 2000 value. This pro-
duced a gradual and slight rebound in equity net worth in 2001.
The results would not have been much different had MA just held
household equity net worth constant following the correction. Three
corrections were simulated: 12.7 percent (this corresponds to the
decline in the Wilshire 5000 between March 31, 2000 and April
14, 2000), 20 percent, and 30 percent.

Results: 12.7 percent: With the 12.7 percent correction, the
funds rate stops rising at 6.75 percent, as GDP growth is about 0.2
percentage point lower in the middle of the short-term forecast.
Inflation is also about 0.1 percentage point lower.

20 percent: 'The funds rate briefly hits 6.5 percent, but quick-
ly declines to 6.25 percent, and perhaps even down to 6 percent.
Growth is more than o.5 percentage point lower during the mid-
dle of the short-term forecast. Inflation is about 0.2 to 0.3 percentage
point lower.

30 percent: 'The funds rate never heads much above 6 percent,
and by next year declines sharply to near 5 percent. GDP growth
falls to about 1.5 percent before rebounding to above 2.5 percent.
GDP-price inflation falls gradually and continuously to around
1.8 percent, or by about 0.6 percentage point below the base fore-
cast by the end of 2001.

Caveats: These results do not take into account severe finan-
cial disruptions, either domestic or overseas, so they do not rep-
resent what the Fed’s reaction might be if there was a repeat of
September 1998. Because there are no disruptive foreign financial
spillovers, the paths of net exports in the alternative correction sim-
ulations are certainly higher than they would be if foreign spillovers
were to hurt foreign growth significantly or lead to a significant
rebound in the trade-weighted value of the dollar. These consid-
erations suggest that a large equity correction could lead to even
lower interest rate paths than these simulations suggest, at least
in the near term.

Confidence in the simulated savings-rate response depends sig-
nificantly on plausibility of the model itself. There are four rea-
sons to doubt the model’s results.
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Wealth Effect & Saving Rate
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First, the model is shaped by the experience of the past thirty
years in which U.S. savings were in a general decline. Any upturn
in savings is dampened by the model’s expectation that the trend
of the preceding thirty years will continue.

Second, to take population aging into consideration, the model
managers do an offline calculation that further dampens any
upturn in savings. They calculate population aging and put the result
in a formula that assumes a steady increase in the marginal
propensity to consume as people age.

Third, the model disregards “Peter Lynch” rationality. Peter Lynch,
a U.S. household investment icon, says in television advertisements
that average Americans need to have about $300,000 in financial
assets by the time they are 65 years old in order to assure a secure
retirement. An investor is said to be “Peter Lynch” rational if they
have a “target pile of dough” (TPOD) they are trying to reach.

“Peter Lynch” rationality says that if an American investor is

pushed off his TPOD path, he will increase his saving rate, and
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the older he is, the more he will do so—exactly the opposite of what
the model was designed to assume.*

This is critically important. If American baby boomers sharply
slow their consumption in an effort to get back onto a life-cycle
wealth accumulation path through saving, the economy will slow
and the stock market will fall further. The additional stock mar-
ket downturn will necessitate a larger savings increase, resulting
potentially in a self-reinforcing GDP downturn that would be rel-
atively immune to Fed rate cuts.

The seriousness of this threat is evident in a number of recent-
ly released reports. As noted earlier, the Consumer Federation of
America analysis of the Federal Reserve’s Survey of Consumer Finances
shows that 56 percent of American working households are under-
saved now.#® As explaned earlier, an EBRI survey concluded that
current working households are not saving enough for their retire-
ment and hold unrealistic expectations about their working life dura-
tion; dependency on Social Security for retirement income; and
adequacy of private pension benefits.

The fourth deficiency in the model projections is there is no
consideration of the effects outside the United States of a sharp
downturn in U.S. consumption. The model managers acknowl-
edge this limitation but fail to note that by not including risks of
this sort, the model behaves as if the risks do not exist. A forth-
coming MIT Press publication argues that the stability of Japan’s
massive public debt, for example, is dependent on the United States
continuing to increase its rates of consumption.* It is very unlike-
ly that that a meaningful decline in U.S. consumption could
occur without triggering significant problems elsewhere in the world.

#Macroeconomic Advisers is studying ways now to estimate the effects of different
savings responses and how to model them.

#Catherine P. Montalto. Retirement Savings of American Households: Asset Levels and
Adequacy. Report to the Consumer Federation of America and DirectAdvice.com. April
26,2000.

“Employee Benefit Research Institute (EBRI). Retirement Confidence Survey and RCS
Minority — 1999Results and Tools. http://www.ebri.org/rcs/1999/1999_results.htm.

#David Asher and Robert Dugger, “Could Japan’s Financial Mount Fuji Blow its Top?”
MIT Japan Program, Working Paper Series 0o-o1, May 2000.
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CONCLUDING COMMENTS

For Japan and Europe, the post—Cold War transition will involve
higher real marginal propensities to consume, lower savings rates,
significant contractions of older trade-protected and subsidized
sectors, and a general scaling-back of the welfare state pension,
healthcare, and unemployment benefit promises of the 1950s and
1960s. For the United States the transition will mean higher sav-
ings and lower real consumption propensities, and some scaling
back of pension and healthcare promises. The immensely positive
productivity effects of the structural changes associated with the
transition justify it being also called a “new paradigm.” While the
transition is for the most part historical in its orientation, it fully
includes the consequences of current and capital account adjust-
ments arising from stronger growth around the world.

Generational deleveraging, however, makes the post—Cold
Wiar transition much more difficult. Japan’s electorate, for exam-
ple, is aging rapidly and saving desperately in an effort to assure
adequate living standards and health during the many years to come.
In this circumstance, it is almost certainly impossible for Japan to
generate consumption levels and growth rates high enough to resolve
its breathtaking fiscal imbalances. The scale of the challenge is mir-
rored by the fact that to finance its pension commitments, Japan
would have to increase its consumption tax from 5 percent to a polit-
ically and economically inconceivable 17 percent.

The aging of the electorates in Europe and the United States
is still sufficiently far in the future that it is feasible to adjust pen-
sion and healthcare commitments enough to prevent fiscal con-
ditions from deteriorating into a crisis, as has occurred in Japan.
To do this, European and U.S. voters have to save more for their
own retirements and accept rollbacks in pension and healthcare
commitments that will involve a combination of longer working
lives and reduced benefits.

The political obstacles are daunting. In the mid-1990s, when
the Hashimoto government attempted to stabilize Japan’s fiscal
situation and cut off wasteful subsidies to older, noncompetitive
economic sectors, he and his government were thrown out of office,
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and the succeeding Obuchi government implemented a new
round of deficit spending. More recently, in Germany, the rela-
tively modest fiscal reforms proposed by the Schroeder govern-
ment have triggered an astonishing decline in voter support. In
the United States, Social Security and Medicare reforms lan-
guish on the desks of policymakers despite employment, growth,
and budget surplus conditions that are so favorable as to be almost
unimaginable just a few years ago.

The effects of a significant U.S. market downturn would be glob-
al and geopolitical. Several decades of U.S. current account deficits
financed by capital account inflows have made foreigners signif-
icant holders of U.S. financial assets. World equity-market move-
ments are also highly correlated: a significant U.S. decline would
be associated with equity-market declines in the rest of the world.

Some of the declines would be less and some greater depend-
ing on the country’s relationship to the United States. These
relationships need to be carefully studied for their geopolitical impli-
cations. National and global security issues may be at stake to a
greater degree than is generally realized. Countries that are sig-
nificant exporters of consumer goods to the United States,
such as China, are likely to be hurt most by a U.S. stock market
downturn.
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