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I. Int roduct ion 

The Japanese economy continues to perform well by comparison with 
other industrial countries. Growth in the past few years has been slow by 
historical standards, but the economy has probably operated nearer to its 
estimated medium-term potential growth rate than have the economies of the 
other major industrial countries. Japan is more dependent on imported 
energy than are these other countries and, thereby, subject to more severe 
deflationary pressures from the adverse terms of trade impact of increased 
energy prices and, possibly, to more severe structural dislocations; never- 
theless, the required adjustments to those higher prices have been proceed- 
ing relatively smoothly. Particularly after the second round of oil price 
increases in early 1979, adjustment was effected with relatively less 
wage/price distortion and, hence, less disruption to labor markets and a 
smaller loss of output than in other countries. However, private domestic 
demand has, since then, experienced a protracted period of weakness. Flex- 
ible fiscal policy has provided some support to domestic activity during 
the weaker phases of the cycle in private demand and, until the past year, 
foreign trade developments also provided substantial additional support 
for growth, 

l/ Consultation discussions were held in Tokyo from November 24-December 3, 
1932 with officials of the Ministries of Finance and International Trade 
and Industry, the Economic Planning Agency, and the Bank of Japan. Follow-up 
discussions on the budget and the official forecast for 1983184 (fiscal year 
beginning April 1) were held during January 17-19, 1983. The staff team 
comprised Messrs. Narvekar, Boorman and Hides, Ms. Schadler, Mr. Kashiwagi, 
Ms. Eken, Miss Sudo and Mrs, Owen. Mr. Hirao, Executive Director for 
Japan, attended the meetings as an observer. 
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The contribution which the foreign sector had made to the growth of 
the economy in 1980 and during much of 1981 was abruptly withdrawn in late 
1981 to be replaced by a strengthening but erratic pattern of domestic demand. 
Sharply declining exports were accompanied through much of 1982 by exception- 
ally large net capital outflows and the yen weakened almost continuously 
before recovering markedly over the past three months. Combined with reces- 
sionary conditions in many partner countries, the weak yen encouraged further 
protectionist reactions against Japanese exports. Partly in response to the 
pressures which emerged from these deve,lopments, the authorities have on 
three occasions in the last 12 months announced measures to open further 
the domestic market to imported goods. 

With the possibility of reducing interest rates largely forestalled by 
exchange rate considerations , the burden on fiscal policy remained especi- 
al ly heavy in 1982. This has thwarted the medium-term goal of eliminating 
by 1984185 the issuance of deficit financing bonds to cover current expendi- 
ture. It has also led to an unprecedented increase in government debt 
outstanding and in debt service payments in the budget. The authorities 
are in the process of examining the medium-term economic and financial out- 
look for the economy, one important element of which will be a revised 
program to deal with the large and persistent fiscal imbalance. As an 
initial step in this process, the b.udget for 1983184 projects some reduc- 
tion in the deficit of the general account to be realized primarily through 
an austerity in government expenditures that is unprecedented in over 25 
years. 

The next section of this paper presents a longer-term review of 
developments in the Japanese economy. More recent developments are 
described in Section III, which is followed by a report on policy discus- 
sions with the authorities. Section V contains the staff appraisal. 

II. A Retros.pect ive 

The performance of .the Japanese economy during the 1960s is often 
cited as a model. Real GNP and industrial production grew over the decade 
at average annual rates of about 11 per cent and 15 per cent, respectively; 
productivity increased annually by over 9 per cent (Chart 1). Employment 
grew rapidly and by the end of the decade unemployment had been reduced to 
only 1 .l per cent of .the labor force. Inflation was relatively moderate, 
with consumer prices increasing by just over 5 per cent per year (Chart 2). 
Government expenditure accounted for about 19 per cent of GNP in 1970, and, 
by international standards, an unusually high proportion of public spending 
represented investment expenditure. Various measures of social well being 
showed a marked improvement: life expectancy increased, working hours were 
reduced, and the proportion of the population completing secondary school 
and university increased substantially. 
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CHART1 
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LONG-TERM TRENDS IN OUTPUT, PRODUCTIVITY 
AND UNEMPLOYMENT, 1960-1982 
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CHART2 

JAPAN 

LONG-TERM TRENDS IN PRICES, WAGES, 
AND INCOME DISTRIBUTION, 1960-82 
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In the 1970s progress slowed from its exceptional pace in the previous 
decade. Some of the changes resulted simply from the maturing of the 
economy : more resources were devoted to the less efficient services sector 
and to social welfare, anti-pollution, and other activities which improve 
the quality of life but may not be captured in measures of economic perfonn- 
ante. At .the same time, other changes affected the performance of industry. 
First, as a result of the rapid growth of the 19609, labor constraints 
began to emerge, especially as the scope for additional movement of labor 
from the rural agricultural sector to the manufacturing sector was reduced. 
These constraints contributed to an acceleration of real wages in the late 
1960s and early 1970s. Second, following the rapid implementation of 
known technology during the 19609, Japanese industry was largely on a par 
with industries abroad and opportunities for borrowing technology declined. 
Finally, the oil price- increases caused significant deterioration in the 
terms of trade and a sharp change in the relative price structure of the 
economy. High cost energy lowered efficient output levels and made obsolete 
a significant portion of the productive capital stock, particularly in pro- 
cessing industries. As a result, labor productivity, which fell for two 
years in a row following the first oil price increase, never fully recovered 
to the levels recorded in the 196Os, growing only slowly during the rest of 
the decade (Chart 1). 

The increase in real wages through the mid-1970s and the decline in 
productivity raised unit labor costs and increased labor’s share of value- 
added in manufacturing, largely at the expense of profits (Chart 2). The 
associated decline in profitability, together with unprecedented domestic 
inflation, uncertain prospects for both domestic and foreign demand, and 
volatility of exchange rates, made investment planning unusually difficult. 
Although wages increased only moderately and profitability improved gradually 
during the latter half of the 19709, it was not until mid-1978 that private 
domestic investment showed signs of strong recovery from the impact of the 
dislocations which had occurred earlier in the decade. 

Japan has adjusted relatively well to the significant changes which 
have buffeted the economy since the early 1970s. Particularly after the 
second round of oil price increases, this adjustment was facilitated by 
the timely adoption of policies which helped retard the spillover of the 
initial price distortions to other cost/price relationships in the economy; 
the structure of various Japanese institutions, especially the country’s 
labor market arrangements and the general absence of indexation, assisted 
this process. Notwithstanding this relatively successful adjustment, 
the oil price increases, combined with the other developments adversely 
affecting the economy over this period, still took a heavy toll. Growth 
in the 1970s averaged 5.4 per cent per year, less than half that recorded 
in the previous decade; private plant and equipment investment as a share 
of GNP fell from 27 per cent on average in the 1960s to 22 per cent during 
1975-80; the unemployment rate increased to 2.1 per cent; productivity 
growth slowed to less than 7 per cent; and inflation at the consumer price 
level averaged 9 per cent per year. 
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One result of the developments of the 1970s was a sharp increase in 
the size of the Government. Government expenditure grew rapidly as a result 
of efforts both to adjust the social infrastructure, including the social 
welfare system, to the highei- income level reached in the early,19709, and 
to ensure fuller utilization of the continued large flows of private savings 
in the face of weak private investment demand. The slowdown in economic 
growth during the 1970s retarded the growth of tax revenue, which then 
failed to match the dynamics that had been set in motion in government ex- 
penditure. Between 1970 and 1980, government spending (includ.ing transfer 
payments) as a share of GNP increased by 13 percentage points to almost 
33 per cent; the overall position of the general government shifted from 
near balance in the late 1960s and early 1970s to a persistent deficit 
of about 4 per cent of GNP after the mid-1970s (Chart 3, top panel). Defi- 
cits of the Central Government were even larger (Chart 3, bottom panel). 

III. ,The Recent Past 

AS the inflationary impact of the second round of oil price increases 
abated and the terms of trade stabilised, activity in the private sector 
was expected to recover and, in late 1981, the authorities projected that 
economic growth above 5 per cent would resume in 1982. These expectations 
were frustrated, however, largely because of the sluggish response of 
domestic demand to these improved conditions as well as of the slowdown in 
worldwide economic activity. As a result, growth is now expected to be only 
slightly above 3 per cent in the fiscal year ending March 1983, somewhat 
below the 3.3 per cent recorded in the previous fiscal year. This sect ion 
focuses on the developments underlying this performance. 

The growth of final private domestic demand declined sharply with 
the onset of the second round of oil price increases and virtually ceased 
from mid-1979 until late 1981. The private domestic economy was weakened 
to begin with by the deflationary effects of the oil price increases, then 
by the tight monetary policy introduced early in 1979 to dampen the infla- 
tionary impact of both these external price increases and the subsequent 
depreciation of the yen, and, finally, the structural weakness of certain 
sectors, such as residential construction. A decumulation of inventories 
throughout this period further depressed activity. At the same time, 
under the impetus of sharply improved competitiveness, partly resulting 
from the depreciation of the yen from late 1978 to early 1980, net foreign 
demand grew strongly, accounting for almost two thirds of the growth of 
GNP, which averaged over 4 per cent per year. Particularly during the 
latter part of the period, government spending accounted for much of the 
rest of the expansion of the economy. 

The support provided to the economy from the external sector was -: 
abruptly withdrawn in the last quarter of 1981 when exports fell by almost 
4 per cent in volume from their level in the previous quarter. Notwith- 
standing some recovery of private domestic activity during this period, 
weak external demand, combined with a decline in public investment, led to 
a drop in GNP of over 1 per cent. 



- 4a 

CHART3 

JAPAN 

LONG-TERM TRENDS IN GOVERNMENT ACCOUNTS, 1960-82 

30 

20 

10 

IAs per cent of GNP, fiscal years) 

GENERAL GOVERNMENT’ 

0 1 II rnnrl 
u- u 

Deficit3 

I 

20 

15 

10 

5 

0 

-5 

-101. a. - * * * . . . . . . * . . . . . . . . 
1960 1962 1964 1966 1968 1970 1972 1974 1976 1978 1980 191 

CENTRAL GOVERNMENT4 

/ / 
ExDenditure H ’ 

nnl- 

- 

- n 
-‘I 

Deficit 

1960 1962 1964 1966 1968 1970 1972 1974 1976 1978 1980 1982 

Sources~ Japan. Economic Planning Agency Annua! Reporr on Naucwai Accwnrs 1982. M~mstrv of Finance. Zase, Tohe,. 
1982:83 lflrcal sta~st~cs, 
‘Conmtent data for the period before 1970 is not avaIlable 
2Sum of current disbursements, net capital transfers paid, gross capital format&on and net purchase of land less consumption of capital 
3Current receipts less total disbursements 
4General Account of the Central Governmenr 



- . 

. . 

0 



-5- 

The decline in GNP in late 1981 was short-lived, however, Under the 
impetus of increasing real.disposable in’come, as well as the successful re- 
building of real financial assets which had been depleted by the surge in 
prices in 1979 and 1980, and some special (partly seasonal) factors, con- 
sumer spending rebounded sharply during the first two quarters of 1982, 
increasing on average at an annual rate of nearly 7 per cent. However, 
this pace of increase declined sharply to an annual rate of only about 
1 per cent in the third quarter. After some weakness in the first quarter 
of the year, reflecting a decline in public works expenditures, government 
spending expanded briskly, providing an important element of strength to 
the domestic economy. 

Most other spending remained relatively weak in 1982. Plant and equip- 
ment investment, which lost momentum during 1980 and 1981, was virtually 
flat during the first three quarters of 1982. Investment by large firms 
remained relatively strong until very recently, despite the weakening of 
domestic demand. The steady pace of replacement and energy and labor 
saving investments --which tend to be relatively sensitive to the rate 
of profit--kept capital spending by large firms relatively buoyant. The 
heavy export orientation of those firms, particularly in the manufacturing 
sector, also contributed to the strength of their investment. In contrast, 
investment by small- and medium-sized firms--which accounts for over half 
of total investment and tends to be more heavily affected by prospects for 
domestic demand, capacity utilisation and interest rates--has been weak. 
This pattern of overall investment has persisted through the end of 1982, 
although the growth of investment by large firms has subsided somewhat in 
the face of the sharp decline inworld demand, weakening sales and profits, 
excess capacity, and protectionist actions against Japanese exports. Res i- 
dential investment increased during the second and third quarters of 1982. 
However, this was due mostly to temporary factors, and the declining trend 
of the last two and one-half years appeared to be unchanged. Net foreign 
demand has contributed little to growth since late 1981. 

This uneven sectoral performance resulted in GNP growth at an average 
annual rate of 4 per cent during the first three quarters of the year; in 
the third quarter GNP was 2.7 per cent above its year earlier level. Infla- 
tion continued to moderate over most of 1982 despite the almost continuous 
depreciation of the yen, and by the fourth quarter, consumer and wholesale 
prices were only 2.4 and 1.6 per cent, respectively, above their year 
earlier levels. Prices of domestic goods were virtually unchanged during 
this period. 

Indicators other than national accounts suggest a somewhat’greater 
degree of weakness in the domestic economy, particularly in the production 
sector. Inventory adjustment, especially of manufactured goods for export, 
has been a problem throughout the year, extending the raw materials and 
domestic goods inventory cycle which appeared to h.ave been mostly completed 
by late 1981. Industrial production has been generally weak and has averaged 
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only about 1 per cent above its year earlier levels in the months since 
April ; the operating ratio in the manufacturing sector has moved downward 
errat icall y during 1982, and during the last months of the year stood at 
about 10 per cent below the peak level reached during 1980. Nevertheless, 
the number of unemployed has increased only moderately--to about 2.5,per 
cent of the labor force. Although these developments represent a marked 
deterioration from the economy’s earlier performance, the situation could 
have been worse without the continued moderation of wage increases. Nomi‘nal 
wages in the manufacturing sector are estimated to have increased by about 
5.5 per cent in 1982 and real wages by less than 3 per cent. With only 
a small increase in productivity, unit labor costs rose by about.4 per cent. 
Profits-- particularly among domestic-oriented small- and medium-sized\firms 
and in raw materials processing industries --have been generally weak. 

Exports (on a customs clearance basis) have declined steadily through- 
out the past year, under the impact of the prolonged weakness in 3apan’s 
major overseas markets, the substantial accumulation of both domestic and 
overseas stocks of Japanese exports, the loss of competitiveness resulting 
from the substantial appreciation of the yen vis-a-vis European currencies 
during 1980 and 1981, ‘and voluntary restraint schemes affecting the export 
of some important products. Imports have also declined almost continuously, 
but at a slower pace,, reflecting both sluggish domestic demand and, continued 
success in energy conservation (Chart 4). In sum, the substantial widening 
of the current account surplus’ that was expected did not materialize and a 
surplus of $6.9 billion was recorded in 1982, as compared to $4.8 billion 
during 1981. 

The most troubling development during 1982 was the almost continuous 
weakening of’ the yen which occurred until early November (Table 1 and 
Chart 5). Whereas the yen had maintained its strength against most curren- 
cies other than the dollar during 1981, its weakness throughout 1982 was 
more pervasive. From its peak level in November 1981, it depreciated 
against the dollar and in effective terms by 23 per cent and 15 per cent, 
respectively, over the period to end-October 1982. This pattern of move- 
ment in the exchange rate, combined with only a moderate rise in unit labor 
costs , led to an almost steady improvement in Japan’s competitive position 
between early 1981 and the third quarter of 1982 (Chart 6). Differential 
movements in measures based on unit labor costs and export unit values suggest, 
however, that some of the potential gains from the exchange rate movement 
were taken as profits, by exporters rather than as increased shipments, partly, 
perhaps, in response to the threat of protectionist measures on the volume 
of exports. The rebound in the exchange rate since,early November has erased 
much of the depreciation against the U.S. dollar which occurred earlier in 
1982 and restored the value of the yen against other currencies to values at 
or above the levels prevailing’ in late 198L. 

The weakness of the yen throughout most of 1982 was associated with 
unusually large net outflows of long-term capital. In particular, foreign 
inflows of funds to .the Japanese securities markets, which had increased sub- 
stantially in 1980 and 1981, slowed dramatically in the first quarter of 
the year and remained at relatively low levels until September. Since 
then, with the sharp movement in nominal interest rate differentials in 
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Table 1. Japan: The Exchange Rate of the Yen and 
Internat ional Reserves, October 1978-January 1983 

(End of period) l/ 

IE/uss Y/DM 

Exchange Rates 
Real Tnter- 

effective national 
MERM rate 21 Reserves 

YIFF Y/E ~/SW F (1975=100)(1975=1~0) (US$ bn.)3/ 

October 1978 176.0 101.3 44.1 367.8 119.4 159.5 

249.7 
203.0 

December 1981 219.9 

128.6 55.8 541 .o 136.3 
103.6 45.0 484.2 115.1 

97.5 38.3 419.6 122.3 

246.5 
254.0 
269.4 
277.3 
253.1 
235 .O 

January 1983 237.9 

102.1 39.5 439.2 127.4 
103.3 37.2 441.5 120.8 
106.6 37.7 456.2 124.3 
108.1 38.2 464.4 125.2 
101.8 36.L 408.0 118.4 

98.9 34.9 379.4 117.8 

97.2 34.3 364.2 119.0 

-29.5 -21.2 -21.0 -32.0 -12.4 

23.0 24.1 24.0 11.7 18.4 

-7.7 6.3 17.5 15.4 -5.9 

-20.7 -9.8 0.3 -9.6 -2.3 

18.0 9.3 9.5 22.4 6.3 

-1.2 1.7 1.7 4.2 -1 .O 

113.6 4/ 29.6 - 

1980 
March 
December 

118.3 94.4 18.9 
144.5 97.6 25.7 

145 .o 102.8 29.2 

1982 
March 
June 

134.4 99.7 28.1 
133.0 98.9 26.4 
127.3 96.9 24.9 
125.2 . . . 23.8 
136.1 . * . 23.9 
144.9 . . . 24.3 

l 
September 
October 
November 
December 

144.9 . * . 24.6 

Percentage change 
between (- = 
depreciation): 

October 1978 and 
March 1980 

March 1980 and 
December 1980 

December 1980 and 
December 1981 

December 1981 and 
October 1982 

October 1982 and 
December 1982 

December 1982 and 
January 1983 

-25.8 -16.9 51 

3.3 

5.3 

22.1 

0.3 

-13.7 

15.7 . . . 

-- . . . 

Source : IMF, International Financial Statistics. 

* 

11 Calculated using representative rates. 
21 Relative manufacturing export unit values. 

‘in-the month specified. 
Quarterly average data for quarter ending 

3/ Including gold (national valuation). 
6/ Average for the third quarter of 1978. 
I/ Change between Qtr. 3, 1978 and Qtr. 1, 1980. 
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favor of Japanese assets and following the earlier sharp advance in the 
U.S. stock market--which often is followed by a similar rise in the Tokyo 
market--there has been renewed foreign interest in Japanese securities. 
Especially earlier in the year, there were exceptionally large purchases 
of foreign securities--bonds, in particular--by Japanese investors. Again, 
these flows slowed substantially aEter August. 

IV. Report on Policies 

Following the successful containment by mid-1980 of the inflationary 
impact of the second round of oil price increases, economic policy has 
been directed towards three major goals: restoration of steady, noninfla- 
tionary expansion of the private domestic economy; reduction of the large 
fiscal deficits which had emerged in the mid- and late 1970s; and continua- 
tion of the successful structural adjustment strategies begun in the period 
between the energy price increases. Growth was to be restored primarily 
through the establishment of the appropriate financial environment to 
facilitate and encourage private sector activity. This was seen to encom- 
pass an easing of monetary policy-- including a reduction of interest 
rates ; restoration of a sound fiscal position--including administrative 
reform of the government sector, reduced growth of public expenditures, 
avoidance of major tax increases, and lower deficits; and continued moderate 
strengthening of the yen, reflecting relatively low domestic inflation and 
steadily improving fundamentals of the economy. 

On almost all fronts, policy strategies have been frustrated and 
established goals have proved elusive. Adverse conditions in the world 
economy have played an important role in forcing an alteration of policy 
settings; unexpected weaknesses in certain domestic sectors have aggravated 
the situation; and the persistent weakness of the yen is viewed by the 
authorities as having had a primarily detrimental impact on the economy. 
In these circumstances, policy evolved rather differently during 1982 than 
was expected at the time of last year’s consultation. 0 

i: 

1. Fiscal policy in the recent past 

In 1979, faced with unprecedented budgetary deficits--reaching 6.4 per 
cent of GNP for the Central Government-- the authorities believed that ac’tion 
to reduce the size of those deficits was necessary if flexibility were to 
be restored to fiscal policy; if the private sector were not to be squee’zed 
out of the financial markets as the expected recovery gained momentum; ” 
and if the budget were to be prepared for the inevitable increase in social 
spending which would accompany the projected rapid aging of the population 
later in this decade. Consequently, with the 1980/81 budget, the authorities 
announced a medium-term financial plan to eliminate the issuance of deficit 
financing bonds by the Central Government by 1984/85.1/ This .was to be - 

l/ Deficit financing bonds are issued to cover expenditures other than 
on-public works projects, which are financed by so-called construction bonds. 
By law, deficit financing bonds are to be redeemed “in cash” at maturity. 
Such bonds were first issued in 1975 with lo-year maturity. In 1979/80, 
deficit financing bond issues totaled Y 6.3 trillion, or 2.9 per cent of 
GNP. 
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accomplished without a major tax increase and was to be accompanied by a 
major reform of the Government’s administrative structure, including a re- 
duction in the size of the bureaucracy. The initial budgets for 1981/82 and 
1982183 called for reductions in the issuance of deficit financing bonds of 
Y 2 trillion and it 1.6 trillion, respectively, bringing such issues to 
about half the level of 1979/80 (Table 2). 

In the event, the authorities have encountered severe conflicts 
between these medium-term objectives and their more immediate desire 
to counter the weakness of the domestic economy which has militated against 
any substantial reduction in fiscal deficits; consequently, virtually no 
reduction in the issuance of deficit financing bonds has been possible (Table 
2). Central Government deficits of about 6 per cent of GNP were recorded in 
1980/81 and 1981/82 and for 1982183 the deficit is estimated to amount to 
about 5.5 per cent of GNP. Although the growth of expenditure in 1981/82 was 
limited to 8.1 per cent-- only slightly above the increase in nominal income-- 
it was accompanied by a revenue shortfall, much of it reflecting lower than 
projected receipts of corporate income taxes, of Y 3.1 trillion or 10 per 
cent of projected revenue. This shortfall was accommodated primarily through 
transfers to the Central Government of funds secured through sales to the 
Bank of Japan of securities held by the Government’s sinking fund. 

In 1982183, even with the increased public works expenditures incor- 
porated into a supplementary budget approved by the Cabinet in October 1982, 
expenditure growth was again successfully constrained. Nevertheless, the 
deficit has again exceeded planned levels primarily because of a V 6.1 tril- 
lion revenue shortfall below the initial budget. This reflects lower revenue 
late in 1981/82 which reduced the estimated revenue base, as well as the 
fact that economic growth in 1982/83 is estimated to be substantially below 
the 5.2 per cent forecast underlying the budget. In addition to slower than 
expected growth, the authorities cited three major factors responsible for 
the disappointing performance of tax revenue: the sharp decline in corporate 
profits; the slow growth of excise tax receipts because of a shift in the 
pattern of consumer spending toward services which are generally untaxed by 
the Central Government; and increased tax avoidance as individuals are pushed 
by higher nominal incomes into higher marginal tax brackets. 

In view of the sluggishness evident in the economy when implementing 
the 1982183 budget, the authorities front-loaded substantially the contracting 
of public works expenditures of the Central Government and public enterprises. 
Under indications of continued weakness of private spending later in 1982, 
the Ggvernment, in October, announced an additional Y 2 trillion public 
works program to offset the reduction in public works which would have 
occurred in the second half of the fiscal year. The authorities indicated 
that the package of stimulus measures would have been larger if it were not 
for their concern over the impact of the enlarged fiscal deficit on financial 
markets and on interest rates. Nevertheless, the measures taken were viewed 
as sufficient to support a continued high level of public works spending. 
The package included , most importantly, public works and disaster recon- 
struction by both central and local governments and additional funds for 
housing loans by public financial institutions. The revised official 
forecast for GNP growth of 3.1 per cent for Eiscal 1982 incorporates the 
estimated impact of these measures (Table 3). 
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Table 2. Japan: Central Government General Account Budget, 1980/81-1983/84 

(In billions of yen) 

1980181 1981182 1982183 1983184 
Settlement Initial Settlement Initial Revised Proposed 

I. Expenditures 

Social security 
Education and science 
De fe nse 
Official aid 
En.e rg y 
Others 

Subtotal 1 

Pub 1 ic works 
Subtotal 2 

Transfers to local 
government 
Subtotal 3 

Debt service 
Of which: 

Transfer to 
sinking fund 

Total (A) 

II. Receipts 

Tax and stamp duties 
Profits, etc. 

Subtotal 1 (B) 

Sale of financial 
assets I/ 

Total 

III. Deficit (B)-(A) 

Bond issues 

Deficit financing 
bonds 

Construction bonds 

(Deficit as per cent of 
GNP) 

8,170 8,837 8,824 9,085 9,142 9,140 
4,606 4,742 4,822 4,864 4,833 4,819 
2,250 2,400 2,441 2,586 2,567 2,754 

368 425 393 471 475 504 
423 499 496 563 559 598 

7,371 7,809 7,509 7,990 7,822 7,792 
23,188 24,712 24,485 25,559 25,398 25,607 

6,896 6,655 7,085 6,655 7,281 6,655 
30,084 31,367 31,570 32,214 32,679 32,262 

7,829 8,767 8,697 9,637 7,976 7,673 
37,913 40,134 40,267 41,851 40,655 39,935 

5,492 6,654 6,654 7,830 6,907 8,192 

715 

43,405 

947 947 

46,921 

1,198 -- -- 

46,788 49,681 47,562 48,127 

26,869 32,284 28,952 36,624 30,478 32,315 
2,012 2,027 2,261 2,376 2,498 2,896 

28,881 34,511 31,413 39,000 32,976 35,211 

-- -- 200 200 1,822 

28,881 34,511 

-14,524 -12,277 

14,170 12,270 

-- 

31,413 39,200 33,176 37,033 
ij, 

-15,508 2/ -10,681 -14,586 -12,916 

12,900 10,440 14,345 13,325 31 - 

7,215 5,485 
6,955 6,785 

‘. 
5,860 3,924 7,309 6, 9.80 
7,040 6,516 3,036 6,365 

6.0 4.8 6.1 4.0 5.5 4‘.‘6 

Source : Staff calculation based on data provided by the Japanese authorities. 

I/ Includes drawdown .of funds frun the coin reserve fund, reserve fund for the 
mandatory automobile insurance scheme and the foreign exchange reserve fund. Since 
the assets of these reserve funds are invested by the Trust Fund Bureau, drawing down 
the funds could imply the sale of government bonds held by the Trust Fund Bureau. 

2/ Includes borrowings fran the sinking fund amounting to i 2.25 trillion. 
7/ Includes bond issues to finance the repayment to the sinking fund amounting 

toi 2.25 trillion. 
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Table 3. Japan: GNP, Price, and Balance of Payments Project ions, 1982/83-1983/84 

Staff Projections Official Projections 
1982183 1983/84 1982/83 1983/84 

Aggregate demand 
(In real terms, percentage changes) 

GNP 
Private final demand 

Of which: 
Consumption 
Housing 
Plant and equipment 

Government final demand 
Private inventory l/ 
Foreign balhnce I/- - 

Prices 

Consumer prices 2.6 2.6 2.7 3.3 
Wholesale prices 1.6 1.1 1.6 1.1 
GNP deflator 2.0 2.2 2.0 2.2 

Balance of payments 
(In bn. of LJSS) 

Ex,port s 136.0 150.0 136.0 141.0 
Imports -117.0 -124.0 -117 .o -121 .o 

Of which: Oil (volume increase) (-8.0) (-3.0) ( . . . 1 ( . . . 1 

Trade balance 19.0 26.0 19.0 20.0 

SeGices and transfers -11 .o -12.0 -12.0 -11.0 

Current balance 8.0 14.0 7.0 
<ke r cent of GNP) (0.8) (1.2) (0.7) (2 

3.0 2.7 3.1 3.4 
3.3 3.1 3.5 3.6 

4.1 3.3 4.3 3.9 
0.1 2.0 0.5 2.6 
2.0 2.9 2.0 2.9 
2.5 -0.7 3.3 -0.7 

-0.3 0.1 -0.2 0.2 
0.2 0.4 0.1 0.6 

So;lr ces : Data provided by the Japanese authorities and staff estimates. 
.- 

11.’ Contribution to GNP. 



- 12 - 

The revised budget for 1982183 indicates an increase in the Central 
Government deficit from a planned level of i 10.7 trillion to ir 14.6 tril- 
lion, or from 4.0 to 5.5 per cent of GNP. Moreover, other measures taken by 
the authorities will increase deficit financed expenditures at various levels 
of government by more than an additional Y 3 trillion.l/ - 

2. Prospects for the economy 

For the next fiscal year, the authorities project GNP growth at 3.4 
per cent (Table 3). Private consumption is expected to slow somewhat but 
all categories of private investment are expected to strengthen modestly 
and the external balance is expected to improve, making a moderate contri- 
but ion to growth. The authorities expressed a high degree of confidence in 
the strengthening of the economy, pointing to an improvement in most oE the 
fundamental factors operating in the economy which will work in favor of a 
recovery of private sector activity. The favorable factors cited by the 
authorities include the stabilization of inflation at a low rate; the appre- 
ciation of the yen; potential reductions in real interest rates as and when 
the yen strengthens further; and prospects for a modest recovery of world 
trade. With the expected improvement in the world economy, a reversal of 
the decline in exports is projected. However, increased domestic demand 
and somewhat higher raw material prices are expected to raise imports, lead- 
ing to only a moderate increase in the current account surplus to about 
$9 billion. 

The authorities note that domestic growth at about the forecast rate 
would represent performance at near the estimated potential growth rate of 
the economy. In view of the new price relationships in the economy, including 
the lower rate of return on capital and the higher cost of energy, and the 
other changes that have occurred over the past decade, the authorities estimate 
that the potential rate of growth has declined dramatically from its level 
of over 10 per cent during the 1960s. For example , the Economic Planning 
Agency (EPA), which revised downward its projected growth rate for the economy 
to about 6 per cent in the mid-1970s, has recently suggested that the economy 
can grow at an annual rate of only 4-5 per cent under the new circumstances; 
this view is supported by some private analysts. Ministry of Finance estimates 
suggest a somewhat sharper decline in the growth potential of the economy to a 
level nearer to 3 per cent. These differences reflect almost entirely diff?rent 
perceptions as to the contribution that technological progress can make to,.-; 
growth in the coming years. J 

11 These measures include reduction of transfers of tax revenue to f ‘> 
loTa governments amounting to Y 1.7 trillion which will be supplanted !-I 
by additional lending to local governments by the Trust Fund totaling Q 
Y 1.5 trillion; suspension of transfers to the sinking fund by the general 
account of the Central Government of 4 1.2 trillion; and additional public 
works to be financed primarily by bond issues by local governments amounting 
to about iE 0.5 trillion. i :. 
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The staff forecast for growth of the economy in the coming year is 
slightly lower than that of the authorities. This reflects primarily a 
somewhat slower recovery of consumer spending (Table 3). The relatively 
sharp decline in the saving ratio which has occurred in the past year may 
not continue at the same pace, suggesting a rise in consumer spending not 
much faster than the projected increase in real disposable income. The 
sluggish pace of activity in the last two quarters, the delay in recovery 
in the rest of the world, and the high degree of uncertainty as to the timing 
and strength of improvement in certain other factors--including the exchange 
rate-- which are expected to increase activity, suggest great caution in 
projecting a strengthening recovery of private demand. The differences on 
this account are not large, however, and tend to diminish as the forecast 
period is extended. In the external sector, on the basis of the usual assump- 
tion of no change in the nominal effective exchange rate and recovery of the 
world economy at the pace projected in the recent WEO, the staff would see 
a somewhat stronger rebound of exports, leading to a larger increase in the 
current account surplus. This forecast presumes nearly stable oil prices; 
any significant decline in those prices would have a strong short-term impact 
on the current account.l/ 

3. The 1983184 budget 

The official economic forecast incorporates a decline in real 
expenditures by the Central Government and little if any increase by other 
units of government. This represents the most marked austerity since 1955. 
In the budget of the Central Government, expenditures on social security and 
education and science will remain at about the same level as in 1982/83; 
public works spending, at the same level as in last year’s initial budget, 
will. decline substantially from the revised figure; transfers to local govern- 
ments will also fall (Table 2). Only debt service, defense, spending on 
energy programs, and foreign aid are slated to increase. With no major 
adjustments in the tax system, revenue is forecast to increase by 6 per cent, 
slightly above the projected growth rate of nominal income. The deficit 
of the general account is estimated to be Y 12.9 trillion, or 4.6 per cent 
of GNP, compared with an estimate of Y 14.6 trillion, or 5.5 per cent of 
GNP :in 1982183.21 Deficit financing bond issues will total f 7 trillion, 
slightly below those estimated for 1982/83. Reflecting the reduction in 
public works spending, construction bond issues will decline by a somewhat 
larger amount. 3/ - 

l/ A 10 per cent drop in the price of crude oil would reduce the or1 import 
biil in the short run by about $5 billion per year. 

21 Certain adjustments which influence the financing of deficits in recent 
years are reflected in expenditure items in the official budget presentation. 
The deficit figures cited above are derived after adjustment to make revenue 
and expenditure accounts comparable across recent years. See the footnotes 
to Table 2 for the details of these adjustments. 

3/ The 1983184 budget incorporates a repayment of Y 2.3 trillion to the 
government sinking fund to replace borrowings made in 1981/82. However, it 
also reflects a drawdown of the coin reserve fund (‘1F 1.1 trillion) and, as 
in the case of the 1982183 revised budget, suspension of the annual transfer 
to the sinking fund (Y 1.4 trillion). 
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In noting the restrictive nature of this budget, the authorities 
emphasized that they had nevertheless paid due consideration to the weak 
business situation: investments and public sector lending would be selected 
with a view to their contribution to growth; a proposal for accelerated 
depreciation for small- and medium-sized enterprises was included in the 
budget; and some tax incentives were to be provided to housing investment. 
In addition, the late approval by the Diet of the stimulus package approved 
in the supplementary budget for 1982/83 was thought likely to result in 
some carryover of spending into the early part of the next fiscal year. 

The 1983/84 budget reflects the authorities' continued commitment 
to reduce the fiscal deficit over the medium term through control over 
the growth of expenditures, although the target for elimination of deficit 
bond issues by 1984/85--which would now require.a reduction of the Central 
Government deficit by the equivalent of 2.5 per cent of GNP in one year-- 
appears to have been effectively abandoned. A new approach to fiscal recon- 
struction is emerging in the new medium-term outlook currently in prepara- 
tion. Rather than setting specific targets for the Government to achieve 
by certain dates, this approach will apparently focus on the issues that, 
are involved in deficit reduction, expenditure control, tax structure and 
policy, and the provision of public services and the need to pay for them, 
in order to foster a national consensus on these subjects. 

4. Monetary policy 

In the first month of each quarter, the authorities announce a projec- 
tion qf the amount by which the average broad money stock for that quarter 
will exceed its level of a year earlier. This projection takes account 
of the lending plans of banks, capital flows and other factors likely to 
change the supply of money, as well as factors influencing the demand for 
money. While the authorities emphasize that this figure is merely a 
projection and not uniquely indicative of policy intentions, they note 
that such projections have been broadly consistent with policy intentions 
since they were first released in 1978. These projections presume certain 
actions on the part of the monetary authorities to guide monetary expan- 
sion toward the announced growth rate. Thus, there is a certain element' 
of targeting in these projections, which can be seen, for example, in the 
way in which "window guidance" over the volume of lending by banks has at 
times been employed to help achieve monetary growth at the officially 
projected rate. The authorities emphasize, however, that the main mechanism 
of monetary control and the best indicator of policy intentions are movements 
in interest rates. "Window guidance" and other such devices are supplemen- 
tary measures used mainly to increase the efficiency of the policy trans- 
mission mechanism. 

The major objectives of monetary policy are the control over inflation 
and, to the extent that it is consistent with this objective, the maintenance 
of favorable conditions for the expansion of private domestic activity. At 
times, however, as in early 1980, again during 1982, and at present, exchange 
rate considerations have predominated in determining the stance of monetary 
policy. 
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Monetary policy was tightened substantially in early 1979 to counter 
the inflationary effects of the second round of oil price increases. Once 
that threat had abated and the weakness of the yen which followed those 
price increases had been reversed, policy was eased starting in August 
1980 to encourage a recovery of private domestic demand. Both nominal and 
real interest rates declined steadily during the early part of this period, 
although some increase in real interest rates occurred in the second half 
of 1981 as inflation continued to fall and the decline in nominal interest 
rates was halted because of the renewed decline of the yen against the 
dollar. Over the period from the last quarter of 1980 to late 1981, the 
year-on-year growth rate of broad money increased from 7.8 per cent to 
10.6 per cent.l/ 

The collapse of export growth in late 1981, along with the persistent 
weakness of domestic demand, suggested that increased priority be given to 
stimulating domestic activity in formulating monetary policy. The strength- 
ening of the yen in late 1981 was viewed by the authorities as affording 
the opportunity to do so. Thus, in mid-December 1981, the official discount 
rate was reduced by 0.75 per cent to 5.5 per cent, and, a short time later, 
other administered interest rates were lowered. At the same time, the 
projection for monetary growth for the first quarter of 1982 was increased 
slightly to 11 per cent. The authorities explained that a growth rate for 
money for this period at the upper limit of the acceptable range had been 
seen as appropriate in view of the relatively slow recovery of economic 
activity. The actual growth of broad money was 10.6 per cent. 

As events developed early in 1982, however, interest rates again in- 
creased overseas, provoking large net capital outflows and an effective 
depreciation of the yen of about 6 per cent between December and March. 
The authorities began to adjust policy to provide some additional support 
for the yen while minimizing the threat to what was viewed as only a weak 
recovery of domestic activity. In March, the Bank of Japan, through open 
market operations,2/ signaled the financial markets that the seasonal 
pattern of large Tyeasury disbursements would not be permitted to have 
the effect of increasing liquidity and reducing short-term interest rates; 
other action was taken at the same time to tighten money market conditions. 
As a result, short-term interest rates rose, albeit by only about three 
quarters of a per cent. At the same time, in view of the needs of the 
domestic economy, and in order to adjust to earlier declines in long-term 
market rates, administered long-term interest rates--including the sub- 
scriber yield on government bonds and the long-term prime lending rates-- 
were reduced in April 1982. The growth of the broad money supply deceler- 
ated sharply in the second quarter of the year. However, the authorities 
explained that insofar as this resulted, in part, from the sale of Treasury 

i/ The quarterly growth of money (seasonally-adjusted annual rates) 
increased from its trough of 4.8 per cent in the third quarter of 1980 to 
11.7 per cent one year later. 

2-/ These operations included for the first time sales of Treasury bills 
by the Bank of Japan to the nonbank public. 
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bills to the nonbank public-- which they consider to be close substitutes for 
certain types of bank deposits included in broad money--it overstated the 
intention of policy at that time. 

0 

Shortly after the tightening of policy began in March 1982, long-term 
market rates began to increase, and by June, rates on long-term government 
bonds were one full percentage point above their level in April. The author- 
ities attribute this rise in long-term rates partly to arbitrage across the 
maturity spectrum, but, more importantly, to the psychological impact on the 
financial markets of the announced shortfall in government revenue in fiscal 
year 1981/82 and the associated enlarged financing needs of the government. 

Whatever its causes, the increase in interest rates had the effect of 
temporarily reversing the depreciation of the yen. That pattern was short- 
lived, however, and in June 1982 the yen began to weaken again. As a result, 
the authorities considered additional measures to tighten monetary conditions, 
notwithstanding their desire to be more accommodative to the needs of the 
domestic economy. However , at the same time, U.S. interest rates began to 
decline. In the view of the authorities, it was primarily the large interest 
differential vis-a-vis the United States-- and especially that with respect 
to rates on longer-term assets-- that had led to the weakening of the yen, 
As the fundamentals of the Japanese economy remained sound, they expected a 
narrowing of the differential to reverse that weakness. Consequently, 
measures to further tighten monetary policy were not introduced. In the 
event, the yen continued to weaken until October. 

Notwithstanding the weakening of the yen over the third quarter, broad 
money continued to increase at an annual rate of about 9 per cent. This 
represented a sharp acceleration of the annualized (seasonally adjusted) 
rate from 5 per cent in the second quarter to over 11 per cent in the 
September quarter. Part of this rise was the result of special factors, 
including the maturing of Treasury bills that had previously been sold to 
the public by the Bank of Japan. These instruments are viewed by the author- 
ities as having much the same liquidity characteristics as some components 
of the broad money stock.l/ Partly as a result of this factor, the author- 
ities do not attribute th; weakness of the yen over this period to the 
increase in monetary growth. Indeed, interest rate movements over this 
period do provide somewhat.different indications. Short-term rates remained 
stable between June and September, and certain administered rates had to be 
increased in September to bring them closer into line with market yields. 

For the last quarter of 1982, the authorities projected monetary growth 
(year-on-year) of about 8 per cent and emphasized the continuous decline in 
the quarterly (year-on-year) growth rate which prevailed since early .in the 
year. Notwithstanding the strong rebound in the yen from i 278/US$l in 
early November to about Y 235/US$l by mid-January, an effective apprecia- 
tion of 17 per cent, the authorities continued to emphasize the desirability 

l/ The authorities explained that if such Treasury bill operations were to 
become a permanent feature of the system, the appropriate definition of the 
monetary aggregate may have to be adjusted to incorporate this factor. I 
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of a still stronger yen. In this light, the monetary growth projection was 
reduced somewhat further for the‘-first quarter of 1983 tb 7-8 per cent. 
The authorities explained that this projected rate of tionetary expansion 
was viewed as sufficiently accomtiodative not to thwart the forecast growth 
of the ‘economy. The authorities again stated that despite ,the growing pres- 
sure from various se’gmetits of ‘the domestic economy, the official. discount 
rate would not be adjusted utitil a persistent firming,trend of the ‘yen was 
confidently perceived. While thei-e had been some softening of interest’ 
rates between November and’late January, both short-term and long-term 
rates were still at the levels that had prevailed in early 1982 and only 
about one half to three quarters of a percentage point below the peak level 
reached in mid-year. Thus, most of the substantial decline which had occurred 
in overseas rates since mid-1982 was reflected in a sharply narrower interest 
differtint9al against the yen. Real interest rates remained at historically 
high levels, somewhat above the levels prevailing in the other major indus- 
trial countries. 

5. The exchange rate 

The authorities attributed ‘the weakness of the yen during 1982--which 
brough’t it to a five’ year low against the U.S..dollar in early November 
(Y 278/Us$l)-- primarily to the large interest differential which. pr’evailed 
against yen assets during much df the year. They cited the ‘interest diEfer- 
ential as one of the primary factors behind the more than- doubling of net ’ 
long-term capital outflows during the First 9 months of 1982 from their 
level in the same period of 1981. With only relatively minor adjustments 
in nominal interest rates in Japan during this period’, it was not ‘until 
U.S. interest rates began to fall sharply after mid-year that the differ- 
ential narrowed, eventually reducing net capital outflbws. Other factors 
thought to have weakened the glen ,du+ing this’ period were ‘the sharp drop in 
Japanese exports and the consequeni smaller than expCcted improvement in 
the current account. The formi and informal restrictions and “voluntary 
restraints” placed on Japanese exports rnajr have aggravated this situation. 
The delay ‘in ‘the strengthening of the y&n following the narrowing of inter- 
est differentials is attributed partly to the political uncertainties 
that may have been’raised by the prospect of an election for Prime Minister 
in October and partly to the general strength of the dollar against all 
mdjor currencies during that period. Since the yen began to strengthen in 
ehrly November, it has appreciated by 17 per cent against the dollar and 
15’ per cent ;LI efEective terms. The authorities have very much welcomed 
this appreciation, see’ing in it the removal of an emerging threat to price 
stability and the potential”for improving the ‘extremely. weak profit situa- 

tion in imbort processing industries and’ strengthening the tone of domestic 
financial markets. Notwithstanding the recent appreciation, however, at 
recent exchange rates for the yen, the competitive position of Japanese 
industry remains highly favorable--at neat the levels prevaiiing during 
1975-77. . . 

During the ‘course of 1982; the authorities intervened heavily at times 
to support the yen by selling dollar’s in the ex’change markets to stabilize 
disorderly conditions in those mar.kets and to signal the market as to .their 
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view that the yen was. undervalued. Intervention in support 0E the yen 
amounted to over $8 billion between January and October; iis efEect on the 
domestic money stock was routinely sterilized by other actions of the Bank 
of Japan, however. The auth,orities noted that, while this intervention was 
sometimes effective in moderating the depreciation of the yen, that e’ffec- 
tiveness was limited by the lack of participation by Other monetary author- 
it ies . There was no inte,rvention by the authorities to support the dollar 
after the yen began to strengthen in early November despite ,the sometimes 
large daily movements in the exchange rate. The authorities explained 
that their reluctance to intervene at that time KefleCted several consider- 
at ions, including their desire to avoid any misunderstanding about their 
approval of. the strengthening of the yen and their view that, in light of 
the excessive weakness which had developed, a strong and rapid reversal was 
not surprising. 

6. Trade and capital market policies 

In discussing the rising trend in protectionism, the authorities 
linked it ,to the weak state of the world economy and thought it was likely 
to be halted and reversed only after a recovery was evident. In the mean- 
time, recognizing the political reality of protect ionis t sentiment, they 
stressed that whatever trade restrictive measures governments felt necessary. 
to impose should at least be temporary and transparent so as to be more 
easily removed when t.he recovery comes. 

At the present time, about 14 per cent of Japanese exports are subject 
to some kind of,protectionist a,ction or voluntary restraint, although the 
authorities noted that these measures restricted exports only in the 
case of a few items, including automobiles, color TVs and video recorders 
and only in specific markets. They feared, however, that even in the early 
phases of a recovery, particularly if empldyment should lag behind the re- 
bound in spending, protectionist action in some of Japan’s markets could 
persist. In principle, the Government would like to work toward a free 
trading system and felt that it should not impose tixport restraints. How- 
ever, the authOKitieS recognized that a heavy concentration of exports of.‘.’ 
specific items could cause problems in certain markets, and they were .: 
prepared to help avoid these situations. 

During the. course of 1982, 
L 

the authorities took various measures to ,, 
.i 

further open up domestic markets to imports .L/ As part of these measures.+ 
the Ministry of Finance had prepared for subzission to the Diet a List of’; 
228 items, accounting for about 9 per cent of non-oil imports, on which 
tariffs would be either substantially reduced or eliminated in April 198j’. 
At the. same time, quantitative restrictions on some of the 27 items stil?“’ 
subject to such restraint would be eased. In early January 1983, the aut!@r- 
ities took additional measures aimed at further opening the domestic market. 
These included actions to improve import testing and approval prOceduKeS;,,.., 
tariEf reductions or ,eliminations on an additional 86 items; relaxation :..* 
of import. restrictions on certain agricul.tural products; and efforts to :,I 

/ Details of these measures were reported in: “Japan: 
Deielopment s” (SM/83/ 17, l/26/83). 

Recent Economic 
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strengthen the effectiveness of the Office of Trade Ombudsman. In combina- 
tion, these measures leave Japan with the lowest tariffs on imports of 
manufactured goods among the major industrial Countries. Imports of such 
products, at least at the level of final consumer goods, are increasing 
faster than domestic expenditures. At the same time, however, protection of 
the agricultural sector, including through the imposition of quotas, remains 
considerable and domestic wholesale prices for certain products, including 
rice, wheat and beef, exceed world market levels by substantial margins. 

The authorities pointed to theil: efforts at structural adjustment to 
divest the economy of capital in inefficient processing industries as 
progress toward the goal of encouraging the international division of 
labor. At the same time, however, they indicated that, in light of the 
free market nature of the Japanese economy, the Government could not force 
specific import targets. 

The Liberalization of the domestic money and capital markets and the 
complete opening of those markets to the rest of the world have been import- 
ant goals of the authorities for some time. The Latter aim was effectively 
Kealized with the revision of the Foreign Exchange and Foreign Trade Control 
law in December 1980. The array of assets available to investors, both 
foreign and domestic, will increase as progress continues to be made on the 
former goal. Despite the Sharp deterioration of the capital account in 
1982, the authorities resisted the imposition of capital controls, believing 
that such action--even if temporary --would inevitably have a detrimental 
impact on the longer-term development of Japan's capital markets. 

V. Staff Appraisal 

It is convenient to begin by recalling the salient features of the 
Executive Board discussion of the Japanese economy in February 1982; that 
discussion was wide-ranging and the policy prescriptions proferred by 
Executive DiKeCtOKS were varied--and sometimes conflicting. But under- 
lying the various comments and suggestions were certain common concerns, 
some of which the Chairman summed up as the hopes of Executive Directors. 
These hopes were that domestic demand in Japan, which had been very weak 
in 1981, would recover in 1982; that inflation, already among the lowest 
in the world, would be contained further; and that Japan's current account 
SUKpLUS, threatening to grow sharply, would remain moderate. With trade 
frictions already becoming serious,, Executive Directors wanted the Japanese 
economy to grow on the strength of its domestic demand and with Lesser 
reliance on exports. Directors also urged the desirability of Japan 
continuing the process of opening up its markets to the rest of the world, 
not only for goods and services but also for capital. 

Now, a year later, it can fairly be said that the Japanese authorities 
have indeed conducted their policies in a manner which is consistent with 
the hopes and urgings of the international community summarized above. 
The task has not been easy by any means. True, some exogenous develop- 
ments have been favorable. The decline in oil and other raw material prices 
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and the abatement of inflation ‘in Other industrial countries during 1982 
have made it possible for the authorities- to keep inflation low even as 
the depreciation of the yen through most of the year worked in the opposite 
direct ion. But, in general, the dominant exogenous forces bearing on the 
Japanese economy have been adverse or constraining. Very high interest 
rates in the United States until late summer of 1982 contributed to the 
weakening of the yen. The persistent sluggishness of economic activity and 
the associated increase in unemployment in the major industrial countries 
stimulated protectionist pressures against Japanese exports--pressures 
aggravated by the depreciation of the yen but themselves feeding back 
into and aggravating that depreciation. Notwithstanding the depreciation, ’ 
Japanese exports fell noticeably in 1982, reflecting weak world demand and 
the restrictions, including voluntary restraints, placed on them. At the 
same time, the weakness of the yen not only constrained monetary policy ’ 
from playing a suitably stimulative role, but also, under the conditions 
prevailing in 1982, adversely affected domestic demand through its impact 
on corporate profits. 

Under the circumstances, the authorities have conducted their finan- 
cial policies with substantial flexibility. This has been most evident in 
fiscal policy. When, during the course of the current fiscal year, it 
became clear that budgetary revenues would fall substantially below initial 
estimates, reflecting a slower growth of output than initially anticipated, 
the authorities decided to accept a Larger deficit than originally projected 
rather than cut back expenditures to stay within the limits of the budget. 
Indeed, midway during the fiscal year, they adopted a supplementary budget 
that incorporated a set of measures designed to stimulate the economy. In 
this way, the authorities chose to lend support to economic activity in 
the short-run rather than to persevere with their medium-term objective of 
eliminating as planned the deficit financing of current expenditures. As 
for monetary policy, the authorities have sought to steer a careful course 
between the requirements of domestic economic growth and exchange rate 
considerations. In general, they have given due consideration to exchange 
rate developments in setting policy with regard to both interest rates and 
monetary aggregates. Also, they have intervened heavily at times in the 
exchange market to signal their displeasure with the depreciation of the 
yen as well as to deal with what they regarded as its erratic movements. 

Helped by the underlying strength and resiliency of the Japanese 
economy and effective policies in other spheres such as industrial adjust- 
ment , the financial policies as sketched above have produced admirable “’ 
results. Inflation has been kept low, but as inflation has now subsided 
in other industrial countries as well, Japan is no longer unique in this 
respect. Japan is probably unique, however, in the extent to which infla- 
tionary expectations have been desensitized in its economy; in no other 
major country can it be said that confidence in continued price stability 
is greater. Policies have also succeeded in achieving a rate of output 
growth that is likely ‘to be around 3 per cent in 1982183, considerably 
lower than earlier expected but only slightly lower than in the previous 
year and, in any event, surpassing the weaker growth performance of other 
major industrial countries. Most of the increase in output is the result, 
moreover, of an increase in domestic demand rather than being derived from 
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foreign sources. Exports turned out to be surprisingly weak, and the 
current account surplus, which had been expected to increase sharply, has 
remained moderate. Following with a lag the decline in interest rates in 
the United States from mid-1982, the yen has appreciated markedly, as 
Japanese monetary authorities exercised caution in reducing interest rates 
notwithstanding considerable domestic pressures to do so. 

Recently, the setting for policymaking in Japan has been changing. 
FOK one thing, the change of political leadership toward the end of 1982 
has made possible a shift in emphasis in fiscal policy, although its broad 
thrust has not been altered. Second , the decline in interest rates abroad 
has contributed to some strengthening of the yen, although the authorities 
have been appropriately cautious not to ease their monetary policy given the 
still unstable and inadequate conditions on the exchange market. Third, 
continued price stability, the recent appreciation of the yen, and the 
apparent completion of the inventory adjustment that was taking place in 
1982 are more conducive to a sustained strengthening of private demand--a 
strengthening that has proved elusive for the last several years. Finally, 
the prospect of a recovery in the world economy in 1983, even if a weak 
one, promises some easing of Japan’s policy problems. The policy stance 
that is emerging in this new setting is characterized by an apparently 
marked tightening of fiscal policy and caution in the conduct of monetary 
policy, with emphasis on permitting a continued appreciation of the yen. 

The austerity of Central Government expenditures for the next fiscal 
year is striking and, combined with tax policies in the proposed budget, 
indicates a restrictive stance for fiscal policy. Even with a less restric- 
tive stance presumed for other levels of government, the public sector as a 
whole is not expected to contribute to the growth of the economy in the 
coming year. This is in marked contrast to the support it has provided to 
the economy in recent years. This policy stance must be assessed against 
the background of the medium-term aims of fiscal policy, the confidence and 
speed with which private demand can in fact be expected to recover, and the 
flexibility with which budgetary policy can or will be implemented should 
that recovery turn out to be weaker than is now expected by the authorities. 

The objective of eliminating deficit financing of current expenditures 
by 1984185 is now clearly unattainable and no new deadline of this nature 
has yet been set. If this implies a reduced emphasis in the future on the 
s,ize of the deficit as such, on balance it seems to be a desirable shift. 
However, it should not detract from the appropriateness, as a medium-term 
0) ject ive, of the reduction of the Government deficits. These have in- 
creased sharply in recent years giving rise to an unprecedented increase in 
the stock of outstanding government debt and in the share of revenue com- 
mitted to servicing that debt. Given the political decision not to increase 
the tax burden, it is natural that the Government should want to keep a 
strict control on expenditure, cutting back wherever possible, in part by 
eliminating inefficiency and waste in administration. It could be argued 
that it would be appropriate to try to stimulate economic growth beyond 
the 3.4 per cent now projected by the authorities by increasing government 
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expenditures. However, such a pKOpOSa1 would have to be founded on diffi- 
cult judgments as to the potential rate of growth of the economy and the 
extent of the gap which may exist between that potential and recent per- 
formance. MOreOVer, any such policy would likely risk even larger budget 
deficits in the short run inviting an uncertain response on the part of 
financial markets. 

The principal, issue with regard to budgetary policy for the next 
fiscal year is whether aggregate output can increase by 3.4 per cent if 
the Government proceeds promptly with the withdrawal of stimulus from the 
economy as it now plans. In other words,. can private demand be expected 
to increase sufficiently, as the authorities now project, to make possible 
this rate of economic expansion? After rising unexpectedly strongly in 
the first half of last year, the growth of private consumption demand has 
weakened sharply again. Growth of overall activity in the July-September 
1982 quarter seems to have been sustained almost entirely by increased 
government expenditure, especially investment expenditure, and some improve- 
ment in the foreign balance. Current indications and the implications of 
the revised official estimate for fiscal year 1982 are that despite some 
apparent pickup in housing and plant and equipment investment, the economy 
is at present-- in the current and the last quarter--expanding at an annual 
rate of only 1 to 2 per cent. This situation, together with the uncertain- 
ties relating to the world economy cannot but KendeK a forecast of the 
timing and strength of a pickup in domestic activity hazardous indeed, 
even with continued improvement in the factors mentioned earlier. Inasmuch 
as neither the international community nor the Japanese authorities them- 
selves would want recovery in Japan to be heavily dependent on external 
demand , caution must be exercised to avert too rapid a withdrawal of the 
support that the government sector is now providing to.the economy. It 
would be prudent to await some additional evidence of a strengthening of 
private consumption and investment spending before deciding that these 
sectors will be capable of carrying the main burden of economic expansion. 

The practical implication of the cautious approach suggested above is’ 
that budgetary policy should continue to be implemented with an appropriate 
degree of flexibility as it has been in the past two years. At this stage-- 
the very beginning of the fiscal year --what is indicated is probably some ” 
front-loading of government expenditures as in the past two years. If 
private demand does in fact pickup adequately later on, the tempo of govern- 
ment expenditures could then be allowed to fall back so as to be consistent 
with the budget projections. The authorities have demonstrated an ability’ 
to adjust expenditure in this fashion in previous years through adjustments 
in the pace of contracting for public works. 

The need for flexibility in fiscal policy is underscored by the con- 
tinued need for caution in relaxing monetary policy to support private 
demand, a caution dictated by exchange rate considerations, The low level 
of the yen against the*U.S. dollar remains one of the most important 
problems in the international monetary system and further strengthening of 
the yen therefore remains appropriate. Despite the easing of monetary 
conditions abroad and the appreciation of the yen that has already taken 
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place, the authorities have not relaxed domestic monetary policy lest the 
appreciation be thwarted. Some downward drift of market interest rates 
has been permitted, but monetary expansion continues to decelerate. More- 
over, the authorities have refrained from reducing the official discount 
rate because of its significance as a signal. Since some further appKeCia- 
tion of the yen would be appropriate,, if only to help diffuse the present 
serious trade frictions, monetary policy cannot be deployed to do all it 
could otherwise do to stimulate the domestic economy. It must be acknowl- 
edged, in any case, that the potential of monetary policy in this respect 
is not great. 

As one of the major beneficiaries of the free trade system, Japan 
needs to play a leading role in reversing the protectionist tendencies 
currently plaguing the world economy. In this regard, the market-opening 
measures announced in the Last 12 months are welcome; given the present 
difficult economic and political circumstances, their complete implementa- 
tion is urgent. Japan already has the lowest tariffs on manufactured 
goods, but there is still a need to make effective the measures announced 
to improve import testing and approval procedures, to relax import reStKiC- 
t sons on agricultural products, and to otherwise promote imports in order 
to broaden and deepen the access of foreign exporters to the domestic 
market. Measures such as these, together with a further strengthening of 
the yen, could help diffuse protectionist pressures abroad. In this con- 
nect ion, the staff continues to regret the restraints placed on Japanese 
exports. The expected recovery of the economies of the major industrial 
countries, albeit weak, will hopefully provide an opportunity to begin 
the dismantling of such practices. 

The differences in the perception of policies or prospects noted in 
this report should not cloud the fact that, in any broad appraisal of 
Japan’s performance, only high tribute can be paid to the skill and success 
that are evident in the management of the economy. The structural adjust- 
ments achieved in recent years are indeed impressive; the rapidity with 
which, in a’highly inflationary world, prices have been stabilized and the 
way in which, in a dismally stagnant world, growth has been sustained, are 
achievements unmatched in the rest of the industrial world, Equally com- 
mendable has been the authorities’ perseverance in their commitment to 
help low income countries of the world, despite the severe domestic budget- 
ary constraints, and to continue the liberalization of the money and capital 
markets, despite the pressure posed by the periodically large interest 
differentials in favor of other markets. 
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Date of membership: 

Status: 

Quota: 

Fund holdings of Japanese yen; 

SDR position: 

Fund Relations with Japan 
(As of December 31, 1982) 

Gold distribution: 

Lending to the Fund: 

SFF: 

GAB: 

Exchange system: 

Last Article IV consultation: 

August 13, 1952 

Article VIII 

SDR 2,488.5 million 

SDR 1,436.2 million or 57.7 per cent of 
quota. 

Holdings are SDR 1,895.4 million OK 

212.6 per cent of net cumulative alloca- 
tion of SDR 891.7 million. 

1,026,995.292 fine ounces. 

The maximum commitment of Japan is 
SDR 900 million; net borrowing by the Fund 
as of December 31, 1982 was SDR 632.0 mil- 
lion. 

The maximum commitment of Japan is 
Y 340,000 million. The Fund's indebted- 
ness to the GAB presently amounts to 
SDR 194.3 million; Y 292,750.l million 
is still available. 

Since February 12, 1973, the yen has 
been allowed to float. The exchange rate 
as of December 31, 1982 was Y 235=US$l. 

February 14, 1982. 
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APPENDIX II 

, 

JAPAN 

Basic Data 

Population 

Total population (June 1982) 
GNP per capita (1982) 

GNP 

At constant 1975 prices 181.1 189.8 197.1 202.4 
At current prices 218.9 23 5 ..8 251.3 264:3 

Private consumption 
Private residential 

investment 
Private equipment 

* 
investment 

Government consumption 
Government investment 
Stockbuilding 31 

Tot al domes tic demand 
Foreign balance 31 

Real GNP - 
Nomina 1 GNP 

Prices and income (Percentage changes over previous year) 

idholesale prices 
Consumer prices 
GNP def later 
Nominal. wages 4/ 
Keal wage 4/j/- -- 
Real disposable income 5/6/ 
Average pKOpenSi.tjJ t0 '-- 

consuniG (in per cent)rj/ - 

7.3 17.8 
3.6 8.0 
2.6 2.8 
5.8 5.7 
2.1 -2.2 
2.4 -1.4 

1.4 1.8 
4.9 '2.7 
2.6 2.5 
5.2 5.1 
0.3 2.4 

-1 .o 3.6 

77.6 77.9 79.2 79.2 

118,378,OOO 
~~~$8,965 I/ - 

Manufactuging (period average) 
.- 

Employment of regular WOKkeKS 
Prod UC t ion 
PKfidilCt ivity 
Unit la.b.or cost 
Unemployment (in per cent) 
Inventory ratio (in per cent)l/ 

1981 
(Per, Cent Share) 1979 1980 1981 1982 21 -; -- 

(In trillions of yen) 

(Percentage changes over previous.year 
in constant prices) 

5.2 .O 5.9 1.3 0.5 3.8 

5.5 

,17.2 
9.5 
9.5 
0.6 

94.3 , 
5.7 

100.0 
. . . 

-1.0 

11.8 8.0 5.6 2.0 
4.3 2.9 4.6 3.0 
3.1 -3.2 5.3 0.6 
0.5 -0.1 -0.2 -0.1 
6.4 1.2 1.9 2.6 

-1 .o 3.5 2.1 0.2 
5.2 4.8 3.8 2.7 
8.0 7.7 6.5 5.2 

-9.4 -2.6 -1.9 

-0.5 1 .g 
8.4 7.1 
7.7 5.6 

-1.5 1.5 
2.1 2.0 

77.4 85.4 

1.1 0: 7 
3.2 1.1 
2.3 0.8 
3.5 4.4 
2.2 2.4 

89.3 90.8 
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Basic Data (concluded) 

1979 1980 1981 1982 21 -- ._ 

Financial aggregates (Percentage changes over previous year) 

M2 81 11.9 9.2 8.9 9.2 
Domestic credit 9-1, 8.4 8.4 10.0 8.2 

Public sector 10.5 9.1 13.0 5,. 2 
Private sector 7.9 8.3 9.3 9.0 

Central Government budget LO/ - (Fiscal.year basis, in trillions of yen) 

Revenues ll/ 
Ex pe nd it uEs 
Deficit (-) 
Fi seal investment and 

loan program 
Deficit/GNP (in per cent> 

25.5 28.9 31.4 33.0 
39.8 47.6 43.4 46.9 

-14.3 -14.5 -15.5 -14.6 

16.2 18.1 19.4 20.6 
6.4 6.0 6.1 5.5 

Balance. of payments (In billions of U.S. dollars) 

Exports 
Imports 

Trade balance 
Services and transfers 

Current balance 
Long-term ca’pital 121 - 

Japanese 
Foreign 

Basic balance 
Short-term capital 

Nonbank 131 
Bank - 

Overall balance 

101.2 126.7 149.5 
-99.4 -124.6 - .129.5 

1.8 2.1 20.0 
-10.6 -12.9 -15.2 

-8.8 -10.7 4.8 
-13.0 ’ 2.3 -9.7 
-16.3 -10.8 -22.8 

3.3 13.1 13.1 
-21.8 -8.4 -4.9 

9.1 13.2 9.1 
5.1 -- 2.7 
4.0 13.1 6.4 

-12.7 4.8 4.2 

137.7 
-1 19.5 

18.2 
-11.3 

6.9 
--15.0 
-27.5 

12.5 
-8.1 .- 

3.2 
3.2 

7.4 .9 

Gross official reserves 141 - (At end of period, in billions of U.S. dollars) 

Total reserves 
In months of imports of 

goods and services 

20.6 25.7 29.2 24.3 

1.8 1.8 1.9 ,1.7 

I / At an exchange rate of US$l = Y! 250. 
Staff estimates. 
Contribution to real GNP. 
Manufacturing sector. 
Deflated by CPI. 
Workers’ households. 
Index of producers’ inventory ratio to shipment. 
Period average. 
End of period. 
Settlement basis for FY 1979 to FY 1981 and revised budge’t for FY i982. 
Excluding sale of financial assets. 
Excluding Gensaki transactions. 
Including Gensaki transactions and errors and omissions. 
Including gold (national valuation). 


