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Introduction 

The topic of my lecture today is "The Japanization of the European Union." I would like to start 
with an observation Hayek makes in his Pure Theory of Capital. (Incidentally, through Uniön 
Editorial, we have just published an impeccable Spanish edition, and I recommend it to all of you.) 
According to Hayek, the "best test of a good economist" is understanding the principle that 
"demand for commodities is not demand for labor." This means that it is an error to think, as many 
do, that a mere increase in the demand for consumer goods gives rise to an increase in employment. 
Whoever holds this belief fails to understand the most basic principles of capital theory, which 
explain why it is not so: Growth in the demand for consumer goods is always at the expense of 
saving and the demand for investment goods, and since most employment lies in the investment 
stages furthest from consumption, a simple increase in immediate consumption always occurs at the 
expense of employment devoted to investment, and thus, net employment. 

I would add to this my own test of a good economist: the Professor Huerta de Soto test. 
According to my criteria, the best test to determine whether we are dealing with a good economist 
(and I do not mean to detract from Hayek's test) is whether or not the person understands why it is a 
grave error to believe the injection and manipulation of money can bring about economic prosperity. 
In other words, the best test of a good economist according to Professor Huerta de Soto is 
understanding why the injection and manipulation of money are never the way toward sustainable 
economic prosperity. 

As is logical, neither Keynesians nor monetarists would pass my test nor of Hayek's test, and 
therefore, they would fail and would not move up to the second year. For instance, Keynes never 
understood that it is possible to earn money even when sales of consumer goods do not rise. You see, 
profit is equal to income minus cost. Income may remain unchanged, but if you reduce costs, you 
can still make money. And how does one reduce costs at the margin in an environment of normal 
economic growth? Well, one replaces labor (which is more expensive than capital equipment, 
relatively speaking) with capital equipment. And that capital equipment which is going to replace 
labor in the stages closest to consumption must be produced by someone, and it generates a huge 
number of jobs: Machines never harm employment, on the contrary, they create it and on a massive 
scale. 

This is something Keynes never understood, and hence, he would have failed both Hayek's test 
and mine. The same thing would have happened to one of the figures who, together with Keynes, 
has caused the most damage not only to our discipline, economic science, but also to society. The 
damage occurred mainly because in his work, A Monetary History of the United States, he defends 
the notion that the Great Depression of 1929 resulted from the Federal Reserve's failure to inject 
enough money, that is, its intervention or manipulation of the money supply was not sufficient. 
Obviously, I am referring to Milton Friedman (who is now so highly praised by all central bankers 
in favor of ultra-lax monetary policies). He would also have failed my test of understanding that 
monetary injections and manipulation are never the way to sustainable economic prosperity. 

1 	Text of the opening lecture at the Twelfth Conference on Austrian Economics organized by the Juan de Mariana 
Institute and the Universidad Rey Juan Carlos. The conference was held at the Vicälvaro campus of the latter on 
May 14 and 15, 2019. 
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acceptable and later, even very high. However, this idealized model, which everyone wanted to 
follow as an example during those decades, tumed out to be largely a mirage. lt concealed the fact 
that both the Japanese culture and (especially) the Japanese economy were (and still are) extremely 
rigid and interventionist, and that what appeared during those years to be a highly prosperous and 
stable economy actually rested on a huge bubble of artificial growth, monetary manipulation, and 
credit expansion. The bubble took shape mainly around the real estate market, and prices in the 
most valued areas of Tokyo and other important Japanese cities reached even thousands of yen and 
were quoted per square centimeter. And in that euphoric environment and speculative binge, the 
large Japanese industrial conglomerates (zaibatsus) became de facto speculative financial 
institutions which, as a secondary activity, relatively speaking, also manufactured vehicles, 
electronic devices, etc. Well, at the beginning of the 1990s, the Japanese bubble burst, in perfect 
keeping with our Austrian theory of the economic cycle. Just to give you an idea, the Nikkei index 
fell from thirty thousand yen at the start of the 90s to twelve thousand yen ten years later. And still 
today, nearly thirty years later, it has yet to recover. There was a catastrophic collapse of the stock 
market, and a number of the foremost banks and financial institutions failed, one after the other. 

We must focus our analysis on the reaction of the Japanese economic and financial authorities to 
the bursting of the bubble and the arrival of the financial crisis. But before we do that, we must 
remember the four possible scenarios that can follow the bursting of an irrationally "exuberant" 
financial bubble like this one in Japan. 

The Four Possible Scenarios that Can Unfold After a Financial Crisis 

Theoretically, there are four possible scenarios that can unfold when a bubble has burst and the 
subsequent, inevitable crisis and recession have hit. First, the economic and monetary authorities 
might insist on continuing to inject money in a never-ending flight forward which tends to prevent 
the arrival of the recession. Eventually, hyperinflation results, as we have seen at certain times in 
the past: for instance, following World War I, hyperinflation in Germany nearly destroyed the 
German monetary system and helped bring Hitler to power. This first scenario is possible, and it has 
unfolded on various occasions in the past, but it has not unfolded in the last cycle, nor in the case of 
Japan. 

The second scenario is exactly the opposite. lt consists of an absolute and total collapse of the 
banking and financial system. When the monetary system disappears, it must evolve again from 
scratch and new money must be chosen to replace the destroyed and defunct fiduciary money. This 
is another possible, catastrophic scenario which has not unfolded in the last cycle (nor in previous 
cycles, since central banks were created precisely to support private banks as much as necessary to 
keep them from suspending payments one after the other, in a chain reaction). 

The third scenario is usually the most common. With great difficulty, and in spite of monetary 
manipulations that can be more or less timid or isolated, rhetorical or actual, the real economy ends 
up being restructured and adjusting to the new situation. In other words, productive factors are 
removed on a massive scale from unsustainable lines of investment and, in an environment of 
relative free enterprise, entrepreneurs eventually recover their confidence and start to detect new, 
sustainable lines of business and investment projects, and in this way, the recovery gradually begins. 
lt is true that human beings do not learn, and once a sustained recovery has occurred, political and 
institutional incentives will sooner or later lead to new artificial credit expansion which will plant 
the seeds for the next cycle, and so on. 
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spontaneously restructuring the economy. As a result, productive factors are not transferred from the 
projects where they were erroneously invested toward alternative, sustainable lines of investment, 
which entrepreneurs could discover only in an environment of liberty, economic flexibility, and 
confidence. This is how Japan entered an indefinite period of recession and economic lethargy that 
has already lasted several decades and from which it has not yet managed to emerge. 

So-Called Abenomics and the Current Main Symptoms of the Syndrome of Economic 
Japanization 

lt would be pointless and boring to analyze now all of the vicissitudes of the Japanese economy 
in recent decades, but we will focus on (and this provides an excellent illustration of my point) 
Abenomics, the umpteenth and most recent attempt to stimulate the Japanese economy. Abenomics 
is an economic policy of more of the same. lt takes its name from its sponsor, the Prime Minister of 
Japan, Shinzo Abe, who designated Haruhiko Kuroda, the Governor of Japan's central bank, to 
implement what has been a failed attempt. 

What does Abenomics consist of? As I have said, it consists of doing more, much more, of the 
same. If anything characterizes the economic policy of Japan, it is that it has used and applied — and 
with great enthusiasm and naivete — the entire arsenal of monetary and fiscal interventionist 
prescriptions contained in the manuals of monetarism and Keynesianism, but without achieving 
anything. In the last chapter of Abenomics, the Bank of Japan adopted an even more aggressive (if 
possible) and completely ultra-lax monetary policy. In fact, "unconventional monetary policies" 
originated not with the Federal Reserve, but, beginning in March of 2011, precisely with the 
pioneering implementation of quantitative easing by the Japanese central bank. All of this was 
combined with an additional, even larger and more disproportionate dose of public spending, which 
caused the fiscal deficit to skyrocket. And this prescription of more of the same is what the Japanese 
authorities depended on to pull Japan out of its lethargy. Well, except for a short-lived economic 
"improvement" which stemmed from the depreciation of the yen and initially boosted exports 
somewhat, the lethargy again promptly returned. In short, nothing was achieved, except to make 
Japan's economy the most indebted in the world. 

In fact, Japan's public debt is equal to 250 percent of its GDP. That is easy to say, but here in 
Europe, we are criticizing Portugal and Italy, whose indebtedness is between 110 and 130 percent, 
and Greece, with a figure of 170 percent. That is, these countries are roughly half as indebted as 
Japan is, at 250 percent of GDP. As for the annual deficit in the Japanese public accounts, it is not, 
for instance, the 3 percent established as a limit in the Eurozone, nor even 4 or 5 percent. The 
annual deficit in the Japanese public accounts is 6 percent, while economic growth has nearly 
flatlined. In other words, it is a case of clear economic lethargy and very low inflation (which we 
will discuss later): interest rates around zero or even negative rates, inflation of 1 percent, and 
seemingly "full" employment (with a very high volume of hidden unemployment and ongoing 
losses in productivity and competitiveness). 

To use a military term, Japan has already used up all its available interventionist ammunition, 
and not only has it not achieved anything, but the result has been counterproductive and 
disappointing. Everything that could be tried has been tried, and no palpable goal has been reached. 
And now the key question is: Why has nothing been achieved? And the answer is clear: because in 
all these decades, there have been no structural reforms to liberalize the economy, to liberalize the 
labor market, to introduce deregulation in the midst of suffocating interventionism at all levels, to 
lower taxes across the board, to reorganize and balance the public accounts, nor even to reduce 
public spending. 
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Therefore, we need an environment friendly to the world of entrepreneurship and the free economy, 
an environment in which taxes are low and never expropriatory, and in which it is worthwhile for 
entrepreneurs to accept the uncertainty in the continual search for and undertaking of profitable 
investment projects. 

What happens when, instead of encouraging these structural reforms, none of them is 
implemented, the economy remains rigid, and the only reactions, as we have seen in the case of 
Japan, are a massive injection of money supply, the lowering of interest rates to zero, and an 
increase in public spending? In this case, two very important effects are brought about. First, an 
ultra-lax monetary policy is self-defeating; in other words, it prevents itself from fulfilling its 
intended aim, and thus, it cannot possibly produce any of the expected results (for reasons we will 
soon consider). Second, an ultra-lax monetary policy acts as a true drug which blocks any potential 
political and institutional incentive to launch, support, and complete the necessary structural 
reforms. These are the two most important effects. An ultra-lax monetary policy is self-defeating 
and fails to achieve its objectives, and at the same time, it almost automatically blocks any incentive 
to carry out structural reforms in the right direction. And, as we will see, this hits home to us in 
Europe, especially if we recall the monetary policy the European Central Bank has employed. 

There are various reasons an ultra-lax monetary policy is self-defeating. To begin with, if the 
interest rate is forced down to virtually zero, the opportunity cost of holding cash balances is 
practically eliminated. That is, in a normal economy in which interest rates are between 2 and 4 
percent, holding money in cash involves that opportunity cost. If you do not invest the money, you 
are not receiving that rate of interest. If central banks artificially lower the interest rate to zero, the 
cost of holding that money in cash in your pocket is zero in terms of interest. This explains why 
ultra-lax monetary policies are always accompanied pari passu by a rise in the demand for money. 
In other words, people keep in their pockets much of the injected money. Above all, if, as occurs in 
our environment, structural reforms are not carried out, the economy remains highly rigid, thus 
fueling considerable uncertainty about the future. In fact, one of the main reasons for holding cash 
balances is precisely to be able to cope with and respond to any unexpected event that may take 
place. A desire to be able to cope with future uncertainties is one of the main reasons we demand 
money. And under such circumstances of great uncertainty and a rigid, highly controlled economy 
flooded with injected money, where the opportunity cost of holding cash balances is zero, without a 
doubt the most sensible thing to do is to hold onto your liquidity. 

To this, we must add that most entrepreneurs are still wary and fearful, due to what happened in 
the last financial and economic crisis, in which they lost a great deal, and they see that the economy 
is still highly controlled, that it is practically impossible to take a single step without asking 
permission from the authorities, that there are many bureaucratic and labor-related difficulties, and 
so on. Moreover, entrepreneurs are fully aware that if, in spite of everything, they hit the mark and 
are successful, the state, through various taxes (corporate tax, income tax, and wealth tax), is going 
to take more than half of the profits they eam. Under such conditions, we can understand that the 
great temptation entrepreneurs face is to throw in the towel and avoid trouble. ("Que invierta su 
puta madre!" [Let some other damn fool investl as the sentiment is so graphically expressed on t-
shirts my students designed and are so successfully distributing around the university campus.) 

We must bear in mind that all economic actions are incremental and that at the margin, many 
thousands of introductory steps that would have been taken to seek out sustainable entrepreneurial 
projects in the right direction and launch them are not taken. And this accounts for the difference 
between an economy that starts to sustainably recover, though perhaps with great difficulty, as in 
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of productive factors in projects which depend on the govemment and have no more sustainability 
than a mere political decision. For instance, in Spain, employment has increased due mainly to the 
public sector and to projects related to it (and in the case of Japan, to projects connected with the 
2020 Olympic Garnes). However, the growing volume of public-sector employment is not 
sustainable, and its continued existence is not backed by consumers and will depend solely on the 
future decision of politicians to maintain that expenditure or not. Again, such fiscal policies prepare 
the ground even more (if that is possible) for the development of the Japanese economic illness. 

The Chances of the Japanese Illness Spreading to Other Economic Areas: The Case of the 
European Union 

We will now analyze the influence this Japanese illness has been exerting on other economic 
areas, particularly following the last financial crisis and the Great Recession of 2008. 

I am not going to expand too much on the United States. I have already mentioned that the 
fundamental difference between the Japanese and the American economies is that the latter is far 
more nimble and flexible. That is why, despite all of the errors and monetary aggression, the 
American economy has been realigned relatively rapidly. In other words, despite quantitative easing, 
it has come out of the recession because it has very significantly restructured and corrected many of 
the errors committed. Nevertheless, this has not been fully achieved: There are still very large 
companies and sectors in the American economy that remain heavily dependent on cheap money. In 
any case, the Americans have dared to raise interest rates, though they have done so very hesitantly 
and later lowered them, which could mean they are in the typical starting phase of a new expansion 
of credit, which would, in turn, indicate the beginning of a new cycle within a few years. The 
obstacle is posed by Trump's policy of protectionism, because if new tariffs are established, they 
would artificially force an erroneous allocation of productive factors toward a more closed 
economic and entrepreneurial structure, one that is, therefore, less productive and less open to 
foreign trade. This added uncertainty has been used by the Federal Reserve precisely as an excuse 
to temporarily suspend or even reverse its policy of monetary normalization. On the slightest 
pretext, central bankers are always ready to justify lowering interest rates, but they find it extremely 
difficult to start raising them. However, though the US economy is the largest in the world, let us 
not dwell any more on the United States, with its particular problems. Instead, let us focus on the 
economic area closest to us and currently of the most interest to us. 

The case of the European Union is far more interesting. To begin with, the policy of the 
European Central Bank has gone through two very distinct stages. There was a prior stage, in which 
the European Central Bank intervened, more or less like the Federal Reserve did, but still without 
taking the step toward aggressive quantitative easing. During this first stage, which lasted until the 
year 2015, the euro served to discipline the most spendthrift European governments, above all those 
of the periphery countries. As there were public deficit obligations to meet, a crisis of sovereign 
debt (not of the euro) emerged in certain countries, including Spain, and the European Central Bank 
used this crisis to force the implementation of the necessary reforms in various countries, including 
Spain. The ECB even intervened in the economies of several countries, among them, Ireland, 
Greece, and Portugal. In the countries where reforms were put into effect, economies were 
restructured and eventually overcame the crisis. This is the case of our own country, Spain, in which 
the govemment, with great difficulty, in a very lukewarm manner, and committing the grave error of 
emphasizing tax increases more than reductions in public spending, took several steps in the right 
direction by undertaking certain structural reforms our economy needed. 
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have been spared the ultra-lax monetary policy and the Japanization process. And — paradox of 
paradoxes — very recently, there has been talk of making the target more flexible, but not to suspend 
the ultra-lax policy (an unnecessary policy when the inflation target is lowered to 0 or 1 percent), 
but to justify higher inflation rates throughout the cycle (which "compensate for" the prior 
downward disparities). What logic! 

The fifth myth you will have heard is that the natural rate of interest is falling. What hypocrisy! 
They artificially lower the interest rate to zero (or even make it negative), and then they argue that 
the natural rate is dropping! Nobody can observe the natural rate of interest. All that can be 
observed is the gross interest rate in the credit market. In the absence of coercive intervention, this 
rate includes the natural rate of interest, premiums for expected inflation or deflation, and risk 
premiums (and occasionally, in the very short term, a negative liquidity premium). But it is obvious 
that no one can observe the natural rate of interest. Some people say: "Well, a proxy might be 
provided by the interest rate on `risk-free' bonds." One moment! lt is precisely risk-free sovereign 
bonds that you are compulsively buying and generating in their markets a bubble the likes of which 
had never been seen before! What brazenness and hypocrisy! 

The sixth and last myth we are going to discuss is the mantra that interest rates are very low 
because people are saving a lot and the population is aging. lt is said that Japanization is due to the 
fact that the Japanese population is aging more and more and is saving a great deal. This argument 
is false and confuses saving with inflation (inflation in the traditional Austrian sense of monetary 
growth). Benjamin Anderson used to say that according to this argument, the bigger the injection of 
money, the greater the saving! Of course, money is injected, and people all hold it in their pockets, 
as we have seen, and then it is argued that people are doing a lot of saving. But no. What is 
happening is that there is an increase in the demand for cash balances (stock), which should not be 
confused with an increase in saving (flow). And as for the aging of the population, that argument is 
also weak. When people retire, they consume what they had saved before. We must realize that in 
Japan, the demand for money has increased dramatically, and this increased demand is largely being 
channeled into govemment bonds, which are treated as cash. What a time bomb for Japan should 
the bond markets collapse! 

Remember what we have said about these tiresomely repeated myths, so that you can refute them 
when you hear them even from prestigious minds in our discipline. 

Conclusion 

I will now conclude where I began when I presented my alternative test to complement Hayek's, 
and my conclusion is that monetary and fiscal stimuli fail because they do not attack the underlying 
problem. The underlying problem is the rigidity of the economy; that is, excessive regulation, high 
taxes, unbridled public spending, and the resulting demoralization of entrepreneurs. An economy 
can emerge from a crisis and a recession only if the entrepreneurial class is motivated. I am not 
talking about Keynes's "animal spirits," which make us manic depressive. We entrepreneurs have 
been harassed and demoralized by force. As bong as the authorities continue making regulations, 
raising taxes, and giving money away, the easiest thing to do is to hold onto our money and let 
others do the investing, those who want to (and there are very few of them, if any). Furthermore, 
easy money blocks the implementation of any free-market reform and makes it politically 
impossible. So, the only way our economies can escape Japanization — structural stagnation and low 
inflation — is blocked. And what is our only escape from this problem, toward which we are 
dangerously sliding in the Eurozone? Our escape is our great challenge for the coming years: the 
challenge facing France (which seems to have no escape), the challenge facing Italy, and the great 
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