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Japan faces two tax cliffs -- and so far no pro-growth labor or product market reforms. 

We declared that it was "the end of the beginning" of Abenomics, when 
Japan Prime Minister Shinzō Abe's Liberal Democratic Party consolidated 
control of both houses of the diet (see "End of the Beginning for 
Abenomics" July 22, 2013). Now after two months, all we can say as Abe 
criss-crosses the globe on various cheerleading missions is: he sure do 
talk purty. But there's been no actual progress to speak of for the bold 
Thatcherite reforms he promised to ram through (see "The Abe 
Restoration" May 10, 2013). 

 By the numbers, Japan's recent economic performance has been 
the envy of the developed world (please see the chart below).  

 But this has been achieved by talk as much as by deeds. To be 
sure, the "first arrow" of Abenomics -- monetary easing to reverse 
15 years of deflation and currency appreciation -- has been 
implemented aggressively, decisively and effectively (see "On the 
April BOJ Policy Meeting" April 4, 2013). 
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 There is new talk now of Japan's massive pension system shifting 
out of fixed income and into more growth-supportive investments 
such as private equity.  

 And Tokyo Electron's merger with Applied Materials -- a sale, really 
-- represents a hopeful example of creative destruction in an 
economy that is quite poor at letting obsolete firms exit. If Abe has 
helped create a mindset that facilitates such things, then that's a 
plus. 

 But so far that's really about all there is. We've seen none of the 
bold labor and product market reforms that Abe promised.  

 Now, with so little progress under its belt, Japan faces two tax cliffs 
of Abe's making.  

 Tomorrow reportedly Abe will announce his intention to do nothing 
to prevent the national sales tax from rising from 5% to 8% next 
April, per a schedule that had already been set in place by the 
previous government.  

 And at year-end, the top tax rate on dividends and capital gains is 
set to rise from 10% to 20%. It was Abe's decision not to renew the 
temporary lower rate first put in place in 2003, scheduled to lapse 
each year since, but previously always extended. 

 The sales tax hike will reportedly be offset by an as yet unspecified 
mix of cuts in corporate tax rates, corporate tax credits, and by 
cash rebates to the lowest-income citizens. 

 The capital taxes hikes are being offset by the introduction of a new 
tax-free investment vehicle called Nippon Individual Savings 
Accounts (NISA).  

 The narratives around these decisions intertwine two policy errors -
- tax hikes and social engineering.  

 A strong orthodox wing -- represented prominently by Abe's own 
handpicked Bank of Japan Governor Haruhiko Kuroda -- argues 
that tax hikes are essential to maintaining market credibility for 
Japan's large government debt -- a view that seems to us a little 
alarmist in the face of Japan's extraordinarily low borrowing costs at 
present.  

 At the same time it is believed that shifting some of the tax burden 
to consumers, and away from corporations, will discourage 
thriftless consumption and reward diligent production. 

 But the Ministry of Finance argues that merely shifting the burden 
undercuts the austerity objective, so the Ministry of Finance will 
likely keep the corporate tax cuts small and targeted. Rather than 
across-the-board cuts to prohibitive corporate rates that are among 
the highest in the world, reportedly most of the cuts will be 
designed to reward companies that increase wages, do more 
research and development, or other things deemed socially useful. 

 Similar logic applies to the NISAs. They are limited to about 
$10,000, so supposedly they will perform the allegedly socially 
desirable task of replacing large investors (driven away by higher 
taxes on capital) with small.   

But we're not quite ready to give up on Abe yet.  We continue to believe 
that the BOJ's aggressive easing is a transformative policy phase-shift that 
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has only begun to be felt. That alone is a reason to bet on Japan's 
undervalued equity market. 

 And the Trans-Pacific Partnership talks remain a major opportunity 
for Abe to boldly shoot his "third arrow" of pro-growth reform by 
lowering protectionist barriers.  

 Last week Japan announced it intends to enlarge the number of 
agricultural and industrial goods on which it believes tariffs should 
be abolished. We fear this is mere window-dressing -- these are 
goods that Japan doesn’t import much of in the first place. 

 It remains the position of Abe's Liberal Democratic Party that tariffs 
on rice, wheat and beef shouldn't even be lowered. But if Japan 
wishes to avoid the international humiliation of withdrawing from the 
TPP, they will have to be lowered. With other nations -- notably the 
US -- complaining that Japan is enjoying a mercantilist windfall 
from its recent currency weakening, Japan is surely going to have 
to give something substantive.  

 These are precisely the tariffs that must be lowered to shock 
Japan's sclerotic and over-protected agriculture and food-
processing supply-chain to life. This is the heart of Japan's 
unproductive internal economy -- labor productivity in services is 
only 40% that of the US -- and therefore the highest-value target for 
Abenomics (again, see "The Abe Restoration" May 10). 

 We think this reveals the logic of Abe's having thrown Japan into 
the TPP talks over his party's objections in the first place -- to let 
diplomatic pressure push Japan where Abe wants to go anyway. 

 If these key tariffs are lowered -- no, when they are: we believe 
they will be -- then Abenomics can claim a substantial victory, and it 
will be a clear signal that Abe is serious about serious reform. 

 Unfortunately we probably won't get that happy signal until year-
end. In the meantime, we're still hopeful -- but year-end is a long 
time off, and we're running out of patience.  

Bottom line 

We're disappointed that Abenomics has delivered no substantive 
achievements in labor and product market reforms. Japan faces two tax 
cliffs of Abe's making -- a capital gains and dividend tax hike at year-end, 
and a sales tax hike in April. There will be countervailing tax cuts -- but 
while the hikes are large and broad, the cuts are small and narrowly 
focused on dubious social goals. The acid test for Abenomics will be 
whether Japan accepts tariff cuts on rice, wheat and beef in the Trans 
Pacific Partnership talks. The BOJ's easing policies are working, and we 
can see the strong positive effects on business confidence that Abe has 
wrought. So we remain hopeful, but we are running out of patience.  
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