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1. JAPAN - 1.989 ARTICLE IV CONSULTATION 

The Executive Directors considered the staff report for the 1989 
Article IV consultation with Japan (SM/89/75, 4/26/89; and Cor. 1, 6/6/83). 
They also had before them a background paper on recent economic devciop- 
ments in Japan (SM/89/84, 5/12/89; Sup. 1, 5/24/89; and Sup. 2, 6/5/89). 

Mr. Yamazaki made the following statement: 

I shall comment briefly on recent developments in the 
Japanese economy and on the main policy issues highlighted in 
the staff report. 

In fiscal year 1988/89, the favorable growth pattern that 
characterized the economy since 1986/87, namely, the strong 
expansion of domestic demand that more than offset the decline 
in external demand, continued. Specifically, while the pace of 
expansion in residential investment decelerated following a sharp 
increase in the previous fiscal year, private plant and equipment 
investment and private consumption gained momentum, making the 
growth pattern of the economy more sustainable. 

All in all, according to the official forecast, the growth 
rate of real domestic demand is estimated to have reached 
6.6 percent, the highest level in the past 10 years. This growth 
in domestic demand will bring about an overall real GNP growth 
rate of 4.9 percent, almost equivalent to the rate recorded in 
the previous fiscal year. 

The autonomous, virtuous cycle among domestic private sec- 
tors that emerged in the previous fiscal year was more conspic- 
uous in 1988/89. With the continued increase in corporate prof- 
its, business confidence is growing further. Moreover, capacity 
utilization is at its previous peak, spurring a sharp increase in 
business investment as well as an expansion in employment. Under 
these circumstances, personal income is steadily increasing. 
This, coupled with continued price stability, is bringing about a 
steady increase in personal consumption. 

Prices remain stable. Aided by such favorable factors as 
the decline in oil prices and the increase in the flow of low- 
priced imported goods, the wholesale price index declined by 
0.7 percent, while the consumer price index rose slightly by 
0.8 percent. On the external side, while imports continued to 
rise! reflecting the salient increase in imports of manufactured 
goods, the pace of the increase in overall imports has been some 
what tempered by the decline in oil prices. Meanwhile, exports 
rose steadily, supported by the rapid expansion of the overseas 
economy and by the increase in export prices. Consequently, the 
trade surplus in 1988/89 amounted to $95.3 billion, slightly 
esceeding the previous fiscal year's level of $94.0 billion. 
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exceeding the previous fisca 1 year's level of $94.0 bi llion. 
Meanwhile, the invisible trade deficit rose sharply, owirlg to the 
large deficit in the travel balance. As a result, the external 
current account surplus for 1988/89 amounted to $77.0 billion. 
which was considerably lower than the previous fiscal year's 
level of $84.5 billion. The long-term capital balance, on the 
other hand, showed a net outflow of $121.3 billion, equaling the 
net outflow recorded in the previous fiscal year--$119.5 bil- 
lion--primarily reflecting the buoyant overseas securities 
investment and direct investment by Japanese residents. 

To maintain the steady expansion of the economy centered on 
domestic demand and to promote the external adjustment process, 
while at the same time putting an end to Japan's dependence on 

deficit financing bonds by 1990/91 with a view to restoring the 
adaptability of fiscal policy, the 1988/89 budget had two major 
objectives, namely, to maintain a high rate of increase in espen- 
diture on general public works by drawing on the proceeds from 
the public sale of government-owned Nippon Telephone and Tele- 
graph (NTT) stocks, and to curtail and rationalize expenditures, 
inter alia, to rein in operating expenses. In light of the 
strong economic growth driven by the private sector, due atten- 
tion has been given to sustaining the expansion of domestic 

demand and the avoidance of overheating the economy in the imple- 
mentation of the 1988/89 budget. 

Turning to monetary policy, under generally relased monetary 
conditions, a cautious attitude was taken in order to maintain 
sustainable economic growth while ensuring stability in prices 
and in foreign exchange rates. The growth of the money supply, 
as measured by M2 and certificates of deposit, reached 12.1 per- 
cent in the first quarter of 1988, compared with the same period 
in the previous year, the highest growth rate since 1979. The 
rate gradually declined thereafter to 10.3 percent in the first 
quarter of 1989. Nonetheless, the growth rate is still consid- 
ered to be on the high side relative to real economic activity. 
Meanwhile, in the area of corporate financing, monetary condi- 
tions were relaxed further. 

In the coming fiscal year, the economy is expected to main- 

tain the favorable growth pattern already mentioned--namely, 
continued price stability, sustainable growth of domestic demand, 
and reduction in the current account surplus, although the pace 
of the domestic demand growth will be somewhat slower than the 
brisk growth of the previous fiscal year. Consequently, the real 
CNP growth rate will be around 4 percent--of which the contribu- 
tion of domestic demand is about 4.7 percent and that of external 
demand is minus 0.7 percent, 

As regards dome>:l:ir: drmnl~cl, ii decline in housing investment 
wiL.1 be inevitabie , :,j.nce it llecrease in housing starts, 
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particularly in rental housing, has been observed since the 
latter half of the previous fiscal year after the strong growth 
recorded up to that period. Personal consumption, on the other 
hand, is expected to increase steadily, owing mainly to the 
steady increase in nominal household income resulting from the 
favorable trend in corporate profits as well as by the tightening 
of the labor market. As a result, with the continued price sta- 
bility, real personal consumption will increase by about 4.6 per- 
cent, which will serve to underpin the growth of domestic demand. 
Furthermore, plant and equipment investment will continue to 
register buoyant growth. Despite the relatively high level of 
capital stock supported by the brisk investment activity main- 
tained so far, indications are that the positive investment 
behavior for capacity expansion in the manufacturing sector, 
based on the high level of corporate profits and capacity utili- 
zation, will not lose momentum in the short run. In addition, 
investment by the nonmanufacturing sector will continue to be 
strong. On the whole, plant and equipment investment will 
increase by about 9.2 percent in real terms. 

In the meantime, external demand will continue to decline 
with the continued increase in imports centered around manufac- 
tured goods. 

Prices can reasonably be expected to remain stable, although 
there are uncertainties such as foreign exchange rates, oil 
prices, tightening of the supply and demand conditions of the 
labor market, and the high level of money supply. Meanwhile, 
the effect of the consumption tax on prices is considered to be 
within a reasonable range and of a temporary nature. 

On the external side, while exports are expected to deceler- 
ate, particularly exports of capital goods, with the slowing down 
of the economic growth of the industrial countries, imports will 
continue to increase owing mainly to imports of manufactured 
goods. Furthermore, invisible trade will register a larger 
deficit reflecting the increase in expenditure on foreign travel 
by Japanese residents. Accordingly, my authorities expect a con- 
tinued decline in the U.S. dollar-denominated current account 
surplus to about $71 billion. 

In light of these considerations on the current economic 
situation, in formulating the 1989/90 budget due consideration 
was given to the sustainable growth of domestic demand and the 
need to avoid overheating the economy. As a result, the general 
public works expenditure will be maintained at the high level 
recorded in the previous fiscal year by utilizing the proceeds 
from the public sale of NTT stocks. Meanwhile, with a view to 
eliminating the dependence on deficit financing bonds by 1990/91, 
continued efforts have been made to curtail and rationalize 
expenditures. Consequently, the amount of newly issued 
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government bonds will decline by Y 1.7 trillion, compared with 
the previous fiscal year, thereby reducing the share of bond 
financing to total expenditures to 11.8 percent, the lowest rate 
since 1975 when deficit financing bonds were issued for the first 
time. 

In sum, the 1989/90 budget enables the authorities to pro- 
ceed steadily toward the target of eliminating the issuance of 
deficit financing bonds by 1990/91, while paying due attention to 
the current economic situation. Nonetheless, it should be 
stressed that the outstanding issue of public debt as of the end 
of 1989/90 will amount to Y 162 trillion or 41.5 percent of GNP. 
Meanwhile, public bond-related expenses will still be high, at 
19.3 percent of the overall general government expenditure, even 
after the suspension of the system of allocating a fixed ratio of 
public debt outstanding to the National Debt Consolidation Fund. 
In sum, the fiscal situation is still very severe. Accordingly, 
in order to cope with various social and economic changes, 
including the rapid aging of the population, further efforts 
should be made to promote fiscal reform vigorously by curtailing 
and rationalizing expenditures, including a critical review of 
the existing systems and procedures. 

Regarding the tax system, in the absence of a comprehensive 
tax reform, reliance on direct taxes, particularly on wage earn- 
ings, increased, while the share of the consumption tax in over- 
all tax receipts decreased, which not only brought about the 
negative perception by taxpayers that the tax burden was heavy 
and unfair, but also gave rise to the concern that such a percep- 
tion would become more pronounced with the aging of the popula- 
tion. Furthermore, it was pointed out that the current tax 
system, if left unchecked despite the globalization of the world 
economy, would result in a hollowing out of the Japanese economy 
and intensified external friction. 

In Light of these considerations, to ensure fairness in 
income taxation, and more generally to maintain, in a practical 
sense, equity in the overall tax structure, a comprehensive 
reform of the tax system was approved by the Diet in December 
1988 and is now being implemented. The principal features of 
this reform are: a reduction in personal income taxes 
through lowering tax rates and reducing the number of tax 
brackets; the introduction of a consumption tax on goods and 
services; and various measures aimed at an equitable 
burden of assets taxation. 

Taken together, these measures amount to a net tax reduction 
of Y 2.6 trillion, which is expected to have a favorable effect 
on the economy, in view of the need to sustain domestic demand. 
In addition, the reform will contribute to stimulating the moti- 
vation to work by striking a balance among income, consumption, 
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and assets taxes within the entire tax structure, which, in turn, 
will increase the overall vigor of the economy. 

Although the introduction of the consumption tax is expected 
to bring about a 1.2 percent increase in the consumer price 
index, this is a one-time increase and should not be interpreted 
as an inflationary price hike. 

As evidenced by the high level of the money supply and 
easier corporate finance, the degree of monetary relaxation has 
been conspicuous. While there is no imminent risk of a slowdown 
of the economy, a rapid expansion of the economy would be likely 
to exert an upward pressure on prices through tightening supply 
and demand conditions in goods and labor markets. Furthermore, 
the exchange rate of the Japanese yen vis-a-vis the U.S. dollar 
is declining considerably, reflecting the strength of the U.S. 
dollar on the foreign exchange market. As regards the financial 
markets, interest rates, although remaining at historically low 
levels, are generally on the rise both on the short-term and the 
long-term markets. 

The Bank of Japan had decided to raise the official discount 
rate from 2.5 percent to 3.25 percent effective from May 31. 
This measure was taken to bring the level of the official dis- 
count rate in line with rates prevailing in the market. The 
official discount rate had been fixed at an extremely low level 
since it was lowered in February 1987 to cope with the business 
slump caused by the appreciation of the yen. Also, the measure 
will contribute to the maintenance of domestic demand-led, non- 
inflationary economic growth, and it does not imply a change in 
the basic stance of the macroeconomic policies. 

To further promote arbitrary transactions among short-term 
money markets, and with a view to enhancing the flexibility of 
the monetary control mechanism, the Bank of Japan has reviewed 
and altered its methods of monetary operations. Specifically, in 
November 1988 the Bank launched an operation targeted at commer- 
cial bills with shorter maturities--one to three weeks-- while at 
the same time encouraging the participants of the interbank 
market to diversify transactions. This new modus operandi in 
monetary control has contributed greatly to smoothening the arbi- 
trary transactions between short-term money markets. Subse- 
quently, the Bank launched an operation on the commercial paper 
market in May 1989. 

The exchange rate for the yen, which started at a peak level 
of around f 121 vis-a-vis the U.S. dollar at the beginning of 
1988, after a sharp appreciation at the end of 1987, hovered 
around the Y 120-130 range up to the middle of the year. There- 
after, the yen depreciated until it reached around Y 137 per U.S. 
dollar at the beginning of September. It appreciated again to 
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post the peak rate of Y 121 per U.S. dollar at the end of 
November and hovered around the Y 120 level until the end of the 
year. All in all, the movement of the exchange rate for the yen 
in 1988 was, although with some fluctuations, the most stable 
after the Plaza Agreement. Meanwhile, the joint statement of the 
U.S. President and the Japanese Prime Minister in January 1988 
confirmed that a further depreciation of the U.S. dollar would be 
counterproductive. In September the finance ministers and cen- 
tral bank governors of the seven major industrial countries met 
in Berlin and reconfirmed their commitment to pursue policies 
that will maintain exchange rate stability and to continue to 
cooperate closely on exchange markets. Since the beginning of 
1989, against the backdrop of increasing U.S. interest rates and 
brighter prospects for the reduction of the U.S. fiscal deficit, 
the yen exchange rate has been generally weak. 

The meetings of the Group of Seven held in February and 
April reconfirmed close cooperation on the exchange markets. The 
yen sharply depreciated together with the major European curren- 
cies toward the end of May. Since exchange rate stability is 
essential to sustainable noninflationary growth of the world 
economy, my authorities consider that the current policy of close 
coordination, particularly among major industrial countries, 
should be maintained. 

Regarding external adjustment, as noted earlier, the reduc- 
tion in the trade surplus seems to have come to a standstill 
since the latter half of last year, largely owing to temporary 
or transitional factors such as the exports brought about by 
the strong expansion of the overseas economy, increased direct 
investment and overseas production by Japanese firms, and the 
decline in oil prices. Apart from these factors, it is reason- 
able to conclude that, in general, the adjustment of external 
imbalances continues at a steady pace. This adjustment is 
already evidenced by the structural changes reflecting the 
Japanese economy's transformation into one led by domestic 
demand; for example, the increase in the share of imports of 
manufactured goods, the higher import penetration ratios of var- 
ious goods, and the expansion of overseas production by Japanese 
firms, including the import of goods from these overseas produc- 
tion bases. 

Meanwhile, in light of the strong economic growth and the 
need for noninflationary sustainable growth, there is no room for 
expansionary fiscal and monetary policies. Because stability of 
the exchange rate is essential to rectify external imbalances, 
efforts should be continued to improve the access of nonresidents 
to Japanese markets and to proceed with structural reform. In 
this connection, cooperative efforts by the other major 
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industrial countries, including the United States, are equally 
important, and Japan should maintain close cooperation with these 
countries. 

The liberalization and globalization of capital and finan- 
cial markets contribute not only to the efficient development of 
the Japanese economy but also to the development of the world 
economy as a whole. Further progress has been made in this area 
since 1988. As for the liberalization of deposit interest rates, 
with the successive reduction in the minimum amount, the liberal- 
ization of interest rates on large denomination deposits will 
have been completed by this fall by reducing the minimum denomi- 
nation of large time deposits with market-determined interest 
rates to Y 10 million. As regards small deposits, both the 
postal savings institutions and the commercial banks were allowed 
to issue small denomination money market certificates starting 
this June, paving the way for the liberalization of interest 
rates. 

On the short-term money markets, together with the review of 
the monetary control mechanism by the Bank of Japan, transactions 
on the call and bill discount markets were further facilitated. 
On the long-term bond market, the auction system was introduced 
for part of the newly issued long-term government bonds, while 
access by foreign financial institutions to the government bonds 
market was improved by such measures as the increase in the share 
of foreign financial institutions in the underwriting syndicate 
for government bonds and the entry of foreign securities houses 
in the underwriting syndicate. Last, but not least, subsequent 
to the introduction of the futures transactions on stock indices 
in September 1988, in accordance with the Financial Futures 
Transaction Act approved in May 1988, the Tokyo International 
Financial Futures Exchange was established in April 1989, enabl- 
ing Japanese residents to engage in full-scale financial futures 
transactions since the beginning of June. 

To foster a harmonious external economic relationship, Japan 
has continued to extend external economic cooperation commensu- 
rate with its economic power. As regards official development 
assistance (ODA), a high growth rate of 7.8 percent--in terms of 
the Japanese yen--was allocated in the 1989/90 budget, in accor- 
dance with the previously announced Five-Year Plan to double the 
ODA. Furthermore, over 90 percent of the $30 billion recycling 
program announced in 1987 has already been committed. In view of 
the important role of the Fund in the international monetary 
system and the debt strategy, Japan has supported the Fund's 
activities in many ways. Particularly noteworthy are activities 
since last year, including the contribution to the ESAF Account, 
the establishment of the administered account for the intensified 
collaborative approach, and the announcement of the intention of 
Japan's Export-Import Bank to provide parallel lending. 
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While my authorities are generally in agreement with the 
staff's analysis, they would Like to raise the following points 
for comment by the staff. 

With regard to the medium-term outlook, the "Economic 
Management with a Global Context"--the so-called Five-Year 
Economic Plan adopted in May 1988--presented the following out- 
look for the period 1988-92: a real economic growth rate of 
about 3 3/4 percent with a domestic demand contribution of about 
4 l/4 percent; and a continuing decline in the ratio of the cur- 
rent account surplus to GNP to reach internationally harmonious 
levels by the end of the Plan. Therefore, compared with the 
staff, my authorities envisage somewhat lower economic growth and 
slightly faster external adjustment although the Plan covers a 
different time period. My authorities' forecast for the growth 
rate does not attach much importance to the high rates realized 
in 1987 and 1988. 

My authorities believe that external adjustment will con- 
tinue steadily for the following reasons: first, the growth rate 
of exports will decelerate owing to the slowdown of the economies 
of the industrial countries and an increase in overseas produc- 
tion of Japanese firms with a higher Local contents ratio. 
Second, my authorities envisage a general increase in the import 
penetration ratio and a higher horizontal division of labor with 
overseas economies, such as newly industrializing economies, as a 
result of the ongoing structural reform. Third, the economy, led 
by domestic demand, will continue to grow steadily. Fourth, my 
authorities firmly believe that more attention needs to be paid 
to the increasing deficit in the invisible trade balance, par- 
ticularly the travel balance. 

At any rate, a forecast of the balance of payments should be 
viewed with appropriate latitude, since it is based upon many 
assumptions and only a small change in the assumptions would sig- 
nificantly alter the result. For example, beginning in the lat- 
ter part of 1988, the actual price of oil was considerably below 
the assumption of the official forecast, which contributed to the 
higher trade surplus. However, recently the price of oil has 
recovered and will be reflected in the trade statistics in the 
coming months. 

In the area of structural reform, the staff refers to the 
possibility of front-loading reforms, thereby improving the 
external adjustment process in the medium term. However, my 
authorities are vigorously implementing structural reforms in 
accordance with the Five-Year Plan, and it would be extremely 
difficult to envisage a further front-loading of such reforms. 
In this connection, the staff seems to recommend a high invest- 
ment in social infrastructure. As the staff rightly notes in its 
report, however, at this stage it would not be advisable to speed 



up public investment in the short term. Also, it should be 
stressed that the ratio of Japanese general government capital 
formation to GNP in 1987 was 5.3 percent, which was considerably 
higher than in other major industrial countries. For example, 
the ratio in the United States was 1.5 percent; in the United 
Kingdom, 2.0 percent; and in the Federal Republic of Germany, 
2.3 percent. 

The staff notes that the ratio of Japanese ODA to GNP will 
be maintained at its current level during 1988-92. However, the 
fourth midterm target for ODA aims at increasing Japan's share of 
ODA in line with its relative economic strength among the major 
creditor countries. This would imply a steady increase in the 
share of ODA in GNP. The staff also notes that, "As a prosperous 
nation with a large esternal surplus, Japan has a special respon- 
sibility to provide and facilitate the flow of financial 
resources to the developing countries." Although my authorities 
are undertaking to increase Japan's ODA in absolute terms, or in 
relation to GNP, it has also to be borne in mind that the exter- 
nal surplus is held by the private sector, while the public sec- 
tor is still running a deficit. Therefore, they wonder whether 
the external surplus is a proper statistic on which to base the 
size of external economic cooperation by the public sector. 

The Director of the Asian Department remarked that the staff was 
indeed forecasting higher rates of growth than the authorities, both in 
1989 and in the medium term. In formulating those projections, the staff 
had taken account of the rate of growth in 1987 and 1988--an average of 
about 5 percent--as well as the strength of domestic investment and devel- 
opments so far in 1989. The economy had been strong in the first quarter 
of 1989: a respected private forecaster had estimated GNP growth at about 
9 percent. The staff's original forecast of 4.5 percent real GNP growth in 
1989 was likely to be somewhat conservative. Moreover, with another year 
of investment-led growth at a rate of nearly 5 percent, the staff's projec- 
tion of a 4.25 percent growth rate for the medium term did not appear to be 
optimistic. 

Since the world economic outlook exercise in the summer of 1988, the 
staff had been suggesting that Japan's current account adjustment had begun 
to stall in 1989, the Director recalled. Mr. Yamazaki had listed a number 
of reasons why adjustment would continue; the staff had incorporated those 
factors in its analysis, although clearly not to the estent that the 
authorities would like. The staff was currently revising its projections 
in the forthcoming world economic outlook exercise. Although it was dif- 
ficult to anticipate the exact magnitude of those revisions, the likely 
direction for 1989 and 1990 could be indicated now. Recent data pointed to 
an even stronger export volume growth in 1989 than the staff had been fore- 
casting. Therefore, even with higher oil prices and weaker export prices 
because of the depreciation of the yen, the trade surplus for 1989 would 
have to be revised upward. By contrast, investment had been weaker than 
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expected, and projected investment income receipts would probably be 
revised downward. A significant revision in projections of the travel 
balance for 1989, which were close to those of the authorities, was not 
foreseen. On balance, the current account surplus for 1989 could be 
slightly lower than had been projected by the staff, but it was unlikely 
to be below the 1988 level. For 1990, however, the recent depreciation of 
the yen would lead to a sharp increase of the surplus to a higher level 
than that projected in the staff report. In any case, as had been fully 
acknowledged in the staff report, the projections were subject to uncer- 
tainties which emanate from both external and domestic sources. 

On the question of the appropriate pace of structural reform, the 
staff certainly had not identified social infrastructure as the main 
candidate for front-loading, the Director observed. Indeed, as 
Mr. Yamazaki had recognized, the staff had specifically stated in its 
report that it would not be advisable to speed up public investment in 
social infrastructure at the present stage in view of the tightening 
capacity constraints in the economy. However, the staff did believe that 
there was room for vigorous action on other important aspects of structural 
reform, namely the distribution system, land management, agricultural 
protection, and the postal savings system. Such reforms would help remove 
distortions in the economy and would help improve the prospects for invest- 
ment and growth. 

The staff certainly did not intend to play down Japan's great role 
in overseas development assistance, the Director of the Asian Department 
remarked. Were Japan to achieve its medium-term target as described in the 
supplement to the background paper, the ratio of ODA to GDP would rise from 
0.31 percent in 1987 to the Development Assistance Committee's average--now 
at 0.35 percent--by 1992. The staff would not propose the external surplus 
as a proper statistic on which to base the size of external economic coop- 
eration in terms of ODA. It did believe, however, that in facilitating the 
flow of savings in appropriate directions, the larger surplus countries 
could play an important role, as Japan had been doing. 

Mr. Ismael made the following statement: 

I would like to commend the staff for its concise and clear 
account of the achievements of Japan's economy. I am in broad 
agreement with the staff's assessment. 

The authorities are to be congratulated for their continued 
success in managing the economy in 1988. The achievement of the 
highest rate of GNP growth and the lowest rate of inflation among 
the OECD member countries, with a substantial further reduction 
in the current account surplus, is indeed remarkable. No doubt, 
this has to be attributed first and foremost to the pursuit of 
prudent but flexible medium-term macroeconomic policies and the 
implementation of appropriate structural reforms. It is also due 
to buoyancy of domestic demand and, in particular, consumption 
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and private investment, even if foreign trade also contributed 
positively to growth in the last part of the year. 

Let me now directly examine the prospects of the economy in 
1989 along the following lines: will strong economic growth 
continue; can domestic price stability be maintained; and, will 
the trade surplus continue to decline? I will then offer a view 
on the consequent desirable policy implications of those pros- 
pects. 

There are signs that the economy has slowed from the excep- 
tional rate of growth of 5.7 percent in 1988. Recent data show a 
two-thirds fall in the growth rate of the fourth quarter of 1988. 
Similarly, industrial production fell in February, and retail 
sales declined to under 6 percent in both January and February 
1989, well below the 9 percent average for last year. These 
developments seem to confirm the staff's latest forecast of a 
growth rate of 4.5 percent for 1989. 

Japan's trade surplus eased in March 1989 by 10 percent to 
$6.7 billion, compared to March 1988, with total exports rising 
16.9 percent to $26.5 billion, while imports rose 29.8 percent to 
$19.8 billion. This is the first decline in seven months and 
reflects a strengthening in consumer spending, which had weakened 
in January and February 1989. Oil imports also rose strongly in 
March 1989. The fall in the trade surplus, however, is unlikely 
to continue and will probably be reversed very shortly, par- 
ticularly as export growth has shown little sign of declining 
significantly. 

Inflationary pressures have risen, even though the rate of 
inflation remains low compared with that of Japan's major com- 
petitors. A recent study in the Nikkon Kensai Shimbun has antic- 
ipated that the imposition of a 3 percent sales tax in April 1989 
will add about 1 percent to the consumer price index. On top of 
a "natural" rate of inflation of 1 percent forecast for 1989, 
this could bring the rise in consumer prices to almost 2 percent. 
Wholesale prices rose by 0.5 percent in the year to March 1989. 
Although this figure is not particularly high in itself, it is 
indicative of an upward trend. Furthermore, an increase in 
import prices owing to higher oil and commodity prices is also 
expected to pressure inflation. 

In view of the above-mentioned economic performance and 
risks, I would, first of all, recommend that the present prudent, 
but flexible, medium-term macroeconomic policies be continued. 

To contribute to a strong expansion of imports, market 
access, both in goods and services, has to be improved further. 
To this end, reforms in regulatory structures in the distribution 
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and other service sectors have to be expedited. While substan- 
tial progress has already been made in the financial sector, 
financial liberalization and internationalization should be 
continued further. Such measures are essential not only for 
price stability, but also for correcting the external imbalance 
and for maintaining the vitality of the Japanese economy. 

Prudence should be maintained with respect to public expen- 
ditures, notwithstanding rising tax revenues, since market condi- 
tions are tightening against the background of continued economic 
expansion led by private demand. Such prudence will also serve 
in achieving a more efficient and sound fiscal position in the 
long run. While a major reform has recently been achieved to 
improve the tax system, further progress will have to be made in 
adjusting public revenue and expenditure structures, taking into 
account, among others, the prospective aging of the population. 
In addition, the removal of legal and other impediments to more 
efficient land use, as well as the review of taxation of land, 
should be expedited. 

It is also important that monetary policy continues to be 
ready to act in a timely and appropriate manner to forestall an 
erosion of price stability. Such a stance is indispensable for 
ensuring the long-term domestic expansion of the economy, and is 
also the key to noninflationary, sustainable growth of the world 
economy. I can, therefore, sympathize with the Bank of Japan's 
cautious efforts in restricting the volume of the main commercial 
banks' lending to 3 percent during the first three months of 1989 
in order to reduce liquidity, which is still considered too abun- 
dant, and the recent increase in the official discount rate from 
2.5 percent to 3.25 percent. 

In concluding, I would like to express my chair's deep 
appreciation for Japan's increasing aid to the developing world, 
for its lending to the Fund, and for its parallel financing 
arrangements to countries undertaking structural adjustment 
efforts. Official development assistance in 1988 has made Japan 
the world's foremost donor country when measured in U.S. dollar 
terms. Regrettably, ODA remains low in relation to GNP at 
0.32 percent, and the grant share in total aid is less than 
50 percent, which puts Japan last among the member countries of 
the Development Assistance Committee. It would be highly appre- 
ciated if these two latter features of Japan's aid could be 
improved. 

Mr. Kyriazidis made the following statement: 

The results achieved by the Japanese economy in 1988 were 
once again very impressive. The superior performance of the 
Japanese economy is effectively summarized by the rate of GNP 
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While achieving these results, the authorities also pursued 
successfully their effort to reorient Japan's economic growth 
more toward the domestic sector and managed to further reduce 
their external imbalances. The expansion of real domestic 
demand, driven by brisk investment activity--particularly in the 
business sector--once again outperformed the growth of output. 
The trade surplus was reduced owing to a substantial reduction 
of the real surplus, which was partially offset by changes in 
prices. The current account surplus declined even further as a 
result of the widening of the deficit in the invisibles account. 
The reduction of the external surplus since 1986--by about 
1 l/2 percentage points in terms of GNP-- indicates the dimension 
of Japan‘s adjustment effort. While there is still room for the 
correction of the external imbalances--mainly through the imple- 
mentation of structural reforms--it is fair to recognize that the 
possibilities for further unilateral action have clearly narrowed 
and that future reduction of the trade imbalance depends increas- 
ingly on coordinated adjustment efforts of the major deficit 
countries. 

The authorities must be commended for all these remarkable 
results, which have been achieved by choosing and pursuing con- 
sistently a broadly appropriate policy mix. It will be no less 
challenging for the authorities to implement those economic poli- 
cies which will keep the economy on the path of sustained expan- 
sion and minimal inflation, while at the same time improving the 
quality of economic growth. This would entail focusing mainly on 
structural measures while maintaining the strength of domestic 
demand. 

Broadly speaking, I am in agreement with the analysis and 
conclusions of the staff appraisal. I will therefore focus my 
remarks on only a few main issues concerning fiscal, monetary, 
and structural policies. 

Fiscal policy in 1988/89 was expected to continue to support 
the process of economic restructuring with only minor progress to 
be achieved in fiscal consolidation. However, the stronger than 
expected revenue performance, which accompanied cautious control 
of expenditures, resulted in further improvement in the general 
government surplus, which the staff now estimates to have grown 
by about l/2 percentage point of GNP. This outcome perhaps 
dispelled some concerns about the effects of the introduction 
of the comprehensive tax reform at the end of 1988 which, 
undoubtedly, was the most important development of last year 
in the fiscal area. The reform is intended to remove several 
distortions from the system and to improve its fairness by 
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rationalizing indirect taxation and shifting part of the burden 
away from direct taxes. It is also expected to lower revenues 
while broadening the tax base. 

In the coming year it will be appropriate for fiscal policy 
to maintain a broadly neutral stance while continuing to support 
the process of economic restructuring. The authorities foresee 
the need for continued fiscal restraint, particularly in view of 
their expectation of a substantial increase in social security 
costs owing to demographic factors. While my authorities share 
this point of view to a certain extent, there appears to be suf- 
ficient room for an acceleration of public investment in support 
of the structural reforms needed. 

The stance of monetary policy in 1988 was adequate to strike 
a balance between promoting price stability and providing appro- 
priate stimulus for domestic demand. More recently, following 
international developments that placed downward pressure on the 
yen, the authorities resolved to tighten monetary conditions by 
raising interest rates. Perhaps the staff would like to elabo- 
rate on how this development is expected to affect the outcome of 
the scenario envisaged in its appraisal and, in particular, on 
its likely effect on the speed of Japan's external adjustment. 
It would also be interesting to hear from Mr. Yamazaki whether 
the recent increase in the official discount rate signifies a 
change in his authorities' view about the nature of the downward 
pressure on the yen experienced in the past weeks. 

The importance of structural policies and reforms is cer- 
tainly already well recognized by the authorities, as evidenced 
by the Five-Year Economic Plan for 1988/89-1992/93, which 
endorsed the earlier recommendations contained in the Mayekawa 
Commission's report. However, while in some areas, such as tax 
and financial liberalization, positive developments were most 
evident, progress in the implementation of other structural poli- 
cies remained behind. 

Considering the strength of its economy, Japan is now in the 
uncommon position of being able to devote its energy to the qual- 
ity of growth, by removing some weakness affecting certain areas. 
As shown by the alternative scenarios presented by the staff, 
this might be done at a faster pace, through increased public 
investment, without undermining the fiscal position. Moreover, 
most of these reforms would also help improve the external 
position. 

One promising area, which received decreasing attention 
during the 198Os, is social infrastructure and housing. Invest- 
ment in social overheads would be of great benefit to domestic 
welfare while contributing, at the same time, to the reduction of 
external imbalances. 
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Efforts should also be particularly concentrated on reforms 
in agriculture and agricultural trade, where the current system 
is inefficient and imposes high costs on Japanese consumers. The 
inefficiency of the system emerges clearly in the level of domes- 
tic prices, which is well in excess of international prices. 

Another area where reforms are much needed and should be 
implemented at a faster pace is the market distribution system, 
which is dominated by small stores. Last, but not least, there 
is an urgent need to remove the several distortions affecting the 
use of land. This is a complex problem with difficult political 
implications, which nonetheless need to be addressed without 
further delays and in a comprehensive manner. 

To conclude, 1988 was yet another extremely positive year 
for the Japanese economy. The strength of its economy offers 
Japan, more than ever, the opportunity to significantly improve 
domestic welfare by implementing necessary structural reforms, 
whose accomplishment would also help to reduce the external sur- 
plus. The achievement of both targets appears possible. It is 
interesting and encouraging to note that at the end of its 
appraisal, the staff recalled that 25 years ago, concerned about 
the large deficit in the invisibles account, it had recommended 
policies conducive to creating a trade surplus and had expressed 
the view that its achievement was "reasonably feasible." Today, 
it appears that the Japanese authorities did in fact trust that 
advice, that they followed that advice extremely well, and that 
the staff was more than reasonably right. 

Mrs. Filardo made the following statement: 

My authorities attach special importance to the discussion 
of the 1989 Article IV consultation with Japan. They are 
impressed by the excellent quality of the staff papers, partic- 
ularly the supplementary background paper on structural policies. 
In addition, they consider that on the twenty-fifth anniversary 
of Japan's formal integration into the world economy, and spe- 
cifically during 1988/89, the Japanese Government has made out- 
standing progress in managing its economy and great effort in 
maintaining international policy coordination among the group of 
industrial nations, for the enhancement of the world economy. It 
has also shown an important dedication to contributing new ideas 
and financial resources to developing countries through ODA, the 
World Bank, and the Fund's enhanced structural adjustment facil- 
ity, and particularly in the last year, to improving the debt 
strategy through its parallel lending approach. My authorities 
are especially grateful for this contribution, which they hope 
will be consolidated in the near future on the basis of the 
authorities' main principle of providing additional resources to 
highly indebted countries to finance imports and economic growth. 
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In assessing Japan's economic development over the past 
25 years, it becomes apparent that Japan has observed the 
fundamental principles of implementing sound economic policies 
and structural reforms: the Japanese miracle is an outstanding 
example of discipline and persistence that has been maintained 
over a long period of time. In view of Japan's past and its most 
recent experience, my authorities are confident that this excel- 
lent performance will continue and will be its best contribution 
to the improvement of the world economy. 

Since my authorities are in broad agreement with the staff 
appraisal, they would emphasize only a few points. On the domes- 
tic front, the Government's achievement in 1988 of the most sat- 
isfactory results among the industrial nations in terms of growth 
and inflation as well as its implementation of sound demand and 
supply policies in the most dynamic manner in the circumstances 
is most impressive. The authorities' envisaged implementation of 
structural reforms as set out in the Five-Year Economic Manage- 
ment Plan, which the Government approved in May 1988, is also 
impressive. My authorities note with particular satisfaction 
the progress achieved in the areas of tax, financial, and trade 
reform. Nevertheless, fundamental aspects of the economy remain 
to be corrected, namely, the improvement of the distribution 
system, the enhancement of agricultural policy, and trade liber- 
alization in certain areas of the economy. Moreover, the fiscal 
situation remains severe, and the authorities should be committed 
to continue with the implementation of fiscal reforms. Simi- 
larly, to ensure a more efficient allocation of resources in the 
economy, it is fundamentally important to continue to eliminate 
trade barriers, especially in the agricultural sector. 

In view of the remaining external imbalances among the 
industrial nations as well as the recent depreciation of the yen 
vis-A-vis other currencies, particularly the U.S. dollar, and 
in the present circumstances where a level of the yen/dollar 
exchange rate seems to be agreed upon among the industrial 
nations, it is crucial that Japan continues to implement struc- 
tural reforms not only to enhance the allocation of resources in 
its economy, but also to open its markets to other countries, 
especially to developing countries' agricultural products. Open- 
ing its markets to developing countries would not only complement 
those countries' adjustment efforts and trade reforms, it would 
also complement Japan's financial assistance to those nations. 
While the authorities' pursuit of self-sufficiency in food pro- 
duction for security reasons, even at high prices, is understand- 
able, the rate of protection is the highest among the industrial 
countries and has increased substantially since 1955, which 
implies that domestic prices are well above international prices. 
This policy has resulted in a welfare loss for the Japanese econ- 
omy as a whole, and its cost to the general public far exceeds 
the benefit received by producers. In my authorities' view, as 
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Japan has been fully integrated into the world economy, it should 
now be able to find ways to overcome these problems by designing 
a medium-term structural reform in the agricultural sector. 
Mr. Yamazaki's comments in this regard would be useful; in par- 
ticular, were there any plans to solve this problem, or did the 
authorities still believe that for security reasons, they will 
have to continue to pursue an inefficient agricultural policy? 

Finally, my authorities would encourage the Japanese author- 
ities to continue the cooperative and coordinated approach that 
they have been following in recent years with the international 
community. 

Mr. Warner made the following statement: 

First, let me express the continuing admiration of my 
authorities for the overall economic performance of the Japanese 
economy over the past year. A rate of real GNP growth of 
5 3/4 percent, an inflation rate of less than 1 percent, an 
unemployment rate of approximately 2 l/2 percent, and a current 
account surplus which fell from 3.6 percent of GNP in 1987 to 
2.8 percent in 1988 are all highly commendable economic outcomes. 
In addition, there was good progress in a number of structural 
reform areas, notably tax reform and the expansion and moderni- 
zation of financial markets. While most of my statement consists 
of comments and questions regarding the interaction of economic 
developments in Japan with those in other member countries, I 
certainly wish to acknowledge these important achievements. 

If we were examining "country x," there would be little 
additional to say. But, Japan's growing role in the world econ- 
omy places a special responsibility on its authorities to pursue 
policies that are not only good for Japan, but also good for the 
world economy. Japan's active participation in international 
economic policy coordination reflects that reality. An important 
part of this responsibility lies in efforts to reduce global 
external imbalances. 

In fact, over the past year Japan has made a major contribu- 
tion to the adjustment of these external imbalances. Domestic 
demand grew by about 7 3/4 percent, and the growth of imports in 
volume terms was nearly 17 percent, continuing the adjustment of 
the current balance in real terms for the third year in a row. 
Also, the current account surplus, in U.S. dollar terms, declined 
for the first time. But the latter decline was small, and the 
external adjustment process seems to be stalling. Indeed, there 
is a real danger that the external surplus could level off or 
even increase in 1989 and beyond. 
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There are only a few ways in which this surplus can be 
brought down further and the corresponding deficits in other 
countries reduced. Unfortunately, the staff seems to close the 
door to most options. In effect it says that Japan has little 
contribution to make, especially in the short run and in the 
macroeconomic field, to a further reduction in global imbalances. 
While the following excerpts from the staff paper are quoted out 
of context, their basic message is clear. 

On page 10: "The authorities also ruled out the likelihood 
of a significant yen appreciation, which they viewed to be coun- 
terproductive, given the substantial appreciation of the yen 
since 1985." 

On pages 5-6: "While economic policies must help sustain an 
adequate growth of domestic demand, efforts by Japan to reduce 
its surplus through expansionary financial policies, particularly 
fiscal stimulus, could be counterproductive...." 

On page 20: II... there is no case in Japan at present for 
action in the macroeconomic area to promote external adjustment." 
Also, "The correction of the global external imbalances will 
ultimately require adjustments in financial policies of the major 
deficit countries. Unilateral action by Japan to reduce its 
surplus would not be desirable from an international perspec- 
tive...." 

Further, and in a diffexent vein, on page 6, it is stated 
that, "By contrast, there is substantial scope for infusing new 
vigor into the implementation of structural policies." 

My authorities agree with the last statement on the need for 
greater progress on structural reform. They also would not sug- 
gest that Japan follow imprudent fiscal or monetary policies in 
order to expand domestic demand. They entirely agree that the 
deficit countries, including the United States, have serious 
responsibilities for reducing global imbalances. No one is 
asking Japan for unilateral action. But, my authorities do 
not accept that there is virtually nothing that can be done at 
present by Japan to foster a pattern of relative demand in the 
major countries which is conducive to further reductions in 
external surpluses and deficits and that exchange rate adjustment 
should be excluded from the adjustment process. 

The argument against any macroeconomic policy action seems 
to depend on the view that capacity utilization is high, that 
there is substantial potential for price increases this year, and 
that the fiscal adjustment should not be tampered with because of 
medium-term considerations. 
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With regard to capacity utilization, it would be interesting 
to know if capacity in the construction industry--and not just in 
the manufacturing industry--is also at a peak. This may be rele- 
vant, since residential construction is expected to fall by 
nearly 1 percentage point this year, compared with a growth rate 
in excess of 13 percent last year, At the same time, there is a 
need for building social infrastructure, which lags that in other 
industrial countries. The inflation rate could be somewhat 
higher than last year, as the effect of the decline in oil prices 
in 1988 wears off and owing to the rise in excise taxes and 
in the discount rate. But, a projected rate of inflation of 
1 l/2 percent does not suggest major problems. 

My authorities also note that public consumption is esti- 
mated to grow by only 1 percentage point, compared with an annual 
rate of 3-5 percent over the past three years. And, Japan's 
general government surplus is expected to continue growing, by an 
additional l/2 percentage point this year. Previous efforts at 
fiscal stimulus in 1987 and 1988 did not generate inflationary 
pressures, which suggests that there may be, in fact, some room 
for maneuver this year in sustaining domestic demand somewhat 
more than is now expected, without damage to long-term fiscal 
adjustment objectives. Therefore, it is hoped that, should 
economic growth decelerate and the external surplus again 
increase, consideration will be given to some fiscal stimulus 
action. 

Principal attention needs to be paid to the general govern- 
ment balance, and not just to that of the Central Government. 
After all, that balance has the main overall effect on the rest 
of the economy. Of course, it is still useful for analytical 
purposes to break out the disaggregated figures from the total, 
for example, the social security surpluses. As the staff points 
out, even including public enterprises in the broadest definition 
of the "public sector," there has been a major decline in that 
deficit. In that connection, it would be interesting to know why 
the public enterprises remain in deficit. 

With regard to structural reforms, good progress has already 
been made in tax reform as well as in liberalizing, expanding, 
and modernizing the financial markets, although there is room for 
further improvement, notably with regard to further liberaliza- 
tion of interest rates and reform of the postal savings system. 
In particular, it is gratifying to note the authorities' success- 
ful efforts on tax reform--against considerable opposition--and 
the measures taken in financial and money markets over the past 
six months. But, in other areas, especially agriculture, land 
use, and the distribution system, not very much concrete has been 
done, despite the studies and plans which recognize the serious- 
ness of these problems. A growing consensus appears to be emerg- 
ing that the quality of life in Japan, notably with regard to 
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basic food and shelter, has lagged behind its overall economic 
growth. Perhaps this awareness will eventually overcome the 
political and cultural resistance to change. 

Japan is not unique in encountering social and political 
resistance to change in its way of life when confronted with 
economic change and increasing integration of markets. I am 
old enough to remember when Americans bought their food from 
friendly, but inefficient, neighborhood grocery stores. There 
was serious political and social resistance when national chain 
stores began to appear and compete. More recently, many American 
communities, faced with the loss of jobs and the shutdown of 
factories in the face of foreign competition in automobiles and 
consumer electronics, have also had to face difficult problems of 
economic and social adjustment. And, American agriculture, when 
denied markets in Japan, continues to experience political and 
social adjustment problems. I do not wish to debate these par- 
ticular issues, but cite them as evidence of the inevitable 
political and social problems that must be--and already have 
been--confronted by all member countries in the face of economic 
change and structural adjustment, as economies expand and become 
more closely integrated. It is no longer sufficient for coun- 
tries' macroeconomic policies to be consistent with one another. 
Economic structures themselves must also become more compatible. 
Therefore, it is strongly hoped that the Japanese authorities 
will move promptly to address remaining structural adjustment 
problems, notably the land use and distribution system issues, 
going well beyond the preliminary steps referred to in the staff 
report. 

With regard to trade liberalization, my authorities welcome 
Japan's support for a successful Uruguay Round in the GATT, 
including the coverage of services. They also look forward to 
Japan's leadership in the agricultural area, where it can make a 
direct and substantial contribution. 

Mr. Jalan made the following statement: 

It is a particular pleasure to participate in this discus- 
sion on Japan. The countries of the Asian region take pride in 
the economic miracle that is Japan. In its report, the staff has 
done well to remind us of the economic transformation that has 
taken place in Japan within the relatively short period of 
25 years. From a country having a stand-by arrangement with the 
Fund in 1964, Japan has become a large provider of resources to 
the Fund and has initiated major programs to help other countries 
through its parallel financing and cofinancing arrangements. The 
authorities are to be congratulated for these achievements. It 
is also gratifying that the relationship between the Fund and 
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Japan then and now has been close, and that the Fund's consulta- 
tion reports through the years have been a source of available 
advice and comment. 

The consultation reports on Japan over the last few years 
evidence a period of significant change in the world economy and 
in Japan's role in it. The high quality of, as well as the deep 
insights contained in, these reports is impressive. 

With respect to macroeconomic policies, this year's staff 
report rightly gives high praise to the authorities. My authori- 
ties agree with this assessment. However, a couple of issues 
relating to the Japanese surplus deserve further comment. 

The staff's forecast of the current account surplus--$84 
billion in 1989--is much larger than the authorities' forecast 
of $71 billion. Despite this difference in figures, both the 
authorities and the staff clearly expect current account sur- 
pluses to persist and to remain large. The staff report, 
however, seems to rule out the use of financial policies, 
particularly fiscal stimulus, as the right response to reduce 
the surplus. This stance is probably correct. 

The exchange rate has also appreciated substantially in the 
last two and a half years, and there does not seem to be much 
scope for using this instrument at the present juncture. The 
staff therefore has placed much greater emphasis on structural 
policies. However, it is not clear from the report which of 
these structural policies are likely to bring about the desired 
turnaround. Many of these policies, while desirable on other 
grounds, perhaps will not have much impact on the current account 
surplus, and decisions on some of these policies are related to 
social and economic priorities in Japan itself, and thus have 
little to do with the international economy. It would be inter- 
esting to hear some further staff comments on the priority it 
assigns to different kinds of structural policies and which 
of those policies have a direct impact on the current account 
surplus. 

Some of the earlier consultation reports, for example, the 
staff report for the 1987 consultation with Japan, had pointed 
out that the correction of global payments imbalances required 
forcible action outside of Japan, and the burden in this respect 
may in fact be greater on countries other than Japan. There is 
not much discussion in the present report on what action has been 
taken outside of Japan and what is required from other countries. 
It would be useful if the staff could comment on this aspect. 

As in so many other spheres, Japan has been successful in 
bringing about a major improvement in its fiscal position. 
Within a period of a decade, a deficit equivalent to 4.5 percent 
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of GNP has been converted into a surplus of 1.25 percent of GNP. 
Fiscal correction was necessary, and my authorities welcome the 
progress made in this respect. However, it will be interesting 
to know whether, from a medium-term perspective, the staff would 
wish Japan to continue with the surplus situation, and what are 
the implications of a continued budget surplus for the medium 
term. 

Japan's official development assistance has increased, and 
Japan has become one of the larger donors to developing coun- 
tries, particularly low-income countries, but its official devel- 
opment assistance is equivalent to only 0.3 percent of GNP. In 
view of Japan's current account surplus, it is hoped that Japan 
will find it possible to increase its ODA substantially and to 
attain the UN target over the medium term. It is also hoped that 
Japan will take further steps to immediately increase imports 
from developing countries. 

Mr. Cassell made the following statement: 

I join other speakers in congratulating the Japanese 
authorities for their handling of the economy over the past year. 
Japan has successfully sustained the economic adjustment initi- 
ated in 1987. There has been strong growth, led by domestic 
demand, as well as a further consolidation of the fiscal posi- 
tion. 

Despite increased levels of capacity utilization and higher 
wage settlements, inflation had, until recently, not been a cause 
for concern. But recent events, including higher oil prices and 
the weakening of the yen, have increased the threat of developing 
inflation. It is of great importance that these pressures should 
be kept under control. The authorities have shown their recogni- 
tion of this threat by raising the official discount rate. I 
would be interested to hear from the staff whether it sees this 
as an adequate response. 

The present low yen/dollar rate is unhelpful in respect of 
the prospects both for inflation and for further reduction in 
Japan's current account surplus. The downward trend in the sur- 
plus since 1986 seems to have come to a halt even before the 
recent weakness of the yen. The terms of trade have played an 
important part in this stalling, but the adjustment process needs 
to be restarted. 

I agree with Mr. Yamazaki that further measures along the 
lines of the 1987 initiatives would not be in the right direc- 
tion. Expansionary policies at a time when domestic capacity 
utilization is so high would exacerbate the inflationary threat. 
However, I question the view attributed to the authorities by the 



EBM/89/70 - 6/7/89 

staff that a significant yen appreciation would be counterpro- 
ductive. In the present context, it could help both in curbing 
domestic inflation and in improving international adjustment. 
So also would continuing efforts to open up Japan's domestic 
markets. This more liberal trade environment should extend to 
services, including the financial sector and the provision of air 
services. 

Such liberalization should be part of a package of struc- 
tural reforms. Agriculture is particularly heavily protected in 
Japan, despite some recent, limited, opening of the domestic 
market to foreign supplies. The staff has provided a full analy- 
sis of the inefficiencies created by this situation and has indi- 
cated the possible scale of the welfare losses incurred by the 
Japanese consumer. Opening up the domestic agricultural market 
would bring a large net benefit to Japan as well as to the world 
economy. 

Another necessary reform, which the staff suggests has 
begun, is deregulation of the distribution sector. I note that 
progress has been limited, but also that the authorities are 
cognizant of the need to take this further. Greater competition 
here would benefit consumers and foreign suppliers alike, as 
distributors become less able to retain windfall profits when the 
currency rises and to pass on costs when it falls. 

In other areas of structural reform the authorities have 
made greater progress, particularly, in liberalizing the domestic 
financial system and also in taking the first steps to improve 
the system of land use. 

The importance of all these changes is illustrated by the 
staff analysis of the medium-term outlook, which shows that with 
only a moderate pace of reform, there would be sustained growth, 
but with accelerated reform, there would be not only faster 
growth but also, given likely responses in the economy, a reduc- 
tion in the current account imbalance. 

The staff projections assume that the authorities continue 
with their cautious fiscal and monetary policies. This seems a 
realistic and appropriate assumption. On the fiscal side, the 
comprehensive reform of the tax system has improved its neutral- 
ity and flexibility. Despite the implications of lower revenue 
in the longer term, strong growth in output and in asset trading 
activity have enabled the authorities to achieve further fiscal 
consolidation. 

I appreciate the authorities' belief in the need for further 
fiscal consolidation, but they should not be overconcerned that 
the surplus on the general government balance is misleading 
because of future burdens on the social security funds. Expected 
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income growth can be set against these future burdens. I do 
recognize their concern about the deficit of the public enter- 
prise sector; however, this should not be reflected in offsetting 
fiscal restraint but rather in eliminating that deficit through 
greater efficiency and financial control. 

The authorities have introduced greater flexibility into 
their implementation of monetary policy and have relaxed rules 
relating to the maturity and size of bank deposits. The staff 
analysis suggests that financial liberalization has played a part 
in the recent marked increase in the demand for money, but less 
so than rising income and wealth. The authorities are naturally 
concerned about the potential inflationary impact if these money 
balances are run down. This underlines the need to ensure that 
inflationary expectations remain low. If they do, and if struc- 
tural reforms, with their net positive influence on wealth, are 
vigorously pursued, this threat should not become a reality. 

While external imbalances are certainly sustainable for 
considerable periods of time, it is hoped that the Japanese 
authorities will pay due regard in their policy deliberations 
to the external implications of their policies. Being the 
world's major creditor country imposes responsibilities. The 
question posed by the staff report, and elaborated in detail by 
Mr. Warner, is whether Japan measures up to these responsibil- 
ities. The various structural measures mentioned in the staff 
report are not only desirable in their own right, but should on 
balance help in reducing the current account surplus. But as the 
staff notes, the most important influence will be a closer match 
between domestic savings and investment. It is therefore hoped 
that when the present increase in inflationary pressure subsides, 
the authorities will follow the staff's suggestions about addi- 
tions to social overhead capital, to the advantage of both the 
domestic economy and international economic harmony. 

Mr. McCormack made the following statement: 

As in 1987, the performance of the Japanese economy in 1988 
was impressive. Strong real growth was led by robust domestic 
demand, the current account surplus declined, and prices remained 
stable. My authorities join the staff and previous speakers in 
commending this performance, and they are in broad agreement with 
the staff's appraisal. Thus, I would like to make only a few 
brief comments concerning some aspects of the report. 

My authorities agree with the staff that in view of current 
supply constraints, it would not be advisable to consider stimu- 
lative policies to promote external adjustment. However, while 
Japan's inflation rate is low by international standards, and 
therefore not a cause for imminent concern, my authorities are 
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somewhat less optimistic than the staff concerning the inflation 
outlook. In this regard, a number of factors suggest a strength- 
ening of inflationary pressures in the economy. First, there is 
the waning of price deflationary forces present in 1988, which 
resulted from the earlier appreciation of the yen and the decline 
in oil prices. In this connection, the recent depreciation of 
the yen and the increase in oil prices appear to have begun to be 
reflected in wholesale and consumer price movements in the first 
quarter of this year. 

Second, unit labor costs, which have been falling since the 
first quarter of 1987, are expected to increase somewhat in 1989. 

Third, most estimates suggest that the economy is already 
characterized by excess demand, and expected growth in the near 
term, above potential, is likely to fuel price pressures. 

Fourth, broad money continues to grow strongly, at rates in 
excess of 10 percent. While the rapid growth of broad money in 
1987 and 1988 has been attributed to a shift in the demand for 
money owing to financial deregulation and a strong growth of 
wealth, these factors appear to be stabilizing. For example, it 
seems unlikely that stock prices and Tokyo land prices will rise 
as dramatically as they did in 1987 and 1988. Therefore, the 
rate of money growth consistent with stable prices can be 
expected to be significantly lower than in the recent past. 

In the light of these considerations, my authorities are not 
as convinced as the staff in their appraisal that the authori- 
ties' intention of maintaining a neutral stance of financial 
policies in the period ahead is entirely appropriate. Indeed, 
the considerations I have noted appear to be more consistent with 
the less optimistic statement earlier in the staff report that 
the underlying situation, with respect to prices, is becoming 
less favorable. 

In this connection, the authorities currently enjoy an 
important measure of monetary policy credibility that could be 
jeopardized if an overly cautious, wait-and-see attitude toward 
developing inflationary momentum were adopted. A timely response 
to inflationary pressures would promote the achievement of price 
stability over the medium term. Moreover, to the extent that a 
tightening of monetary policy led to an appreciation of the yen, 
it would facilitate a continuation of the shift in Japanese con- 
sumption from domestic to foreign goods and, consequently, a 
reduction in the current surplus over time. In view of these 
considerations, my authorities fully support the Japanese author- 
ities' decision to raise the discount rate by 75 basis points, 
effective from May 31. 
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My authorities welcome the recent implementation of tax 
reform in Japan and the continued progress in the deregulation of 
financial markets, both of which represent considerable achieve- 
ments. To appreciate the extent of the achievement, one need 
only recall the considerable opposition that had to be overcome 
in the case of the tax reform. My authorities agree with the 
staff, however, that considerable scope for further structural 
reform remains, particularly in the areas of agriculture, land 
use, and the distribution system. In this connection, the staff 
has prepared some useful supplementary material that show the 
prospect of efficiency and welfare gains for the Japanese economy 
resulting from structural reform. 

At the same time, an interesting aspect of the staff's 
analysis is that while structural reforms unambiguously have a 
positive impact on Japan's growth and welfare, the effect on the 
external position is less clear cut and depends on the specific 
nature of the reform envisaged. The staff's medium-term scena- 
rios present one set of reforms which would indeed serve to 
reduce the external surplus, but other contributions may have 
more ambiguous results; moreover, a difficulty is that the rela- 
tive pace of implementation of the different reforms cannot 
always be predicted. In this general connection, Chapter V of 
the supplementary background paper cites one study which indi- 
cates that agricultural trade liberalization, by increasing the 
efficiency of the Japanese economy, could lead to increases in 
Japan's manufacturing trade balance. Another chapter shows, as 
has earlier staff work, that Japan's high savings rate can be 
explained to a large extent by life cycle considerations, includ- 
ing wealth effects. Finally, as the last world economic outlook 
exercise demonstrated, a smooth resolution of the global imbal- 
ances problem is a function mainly of relative price on real 
exchange adjustment. 

In sum, these considerations suggest that structural reform 
in Japan should be pursued not only insofar as it might help to 
mitigate the global imbalances problem--although that would 
clearly be welcome to the extent it was practicable--but mainly 
because of the positive effects that such reform would have on 
Japanese welfare and living standards. 

Mr. AImeida made the following statement: 

The performance of the Japanese economy in 1988 was impres- 
sive and, as in 1987, exceeded expectations. It reflects the 
resilience and flexibility of the economy to overcome challenges 
such as the real appreciation of the yen in recent years. It 
also reflects the authorities' policy actions, which have shown 
an increasingly willing acceptance of the country's international 
responsibilities. 
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The authorities have managed to pursue their medium-term 
objectives of fiscal consolidation with a positive response of 
the economy and without an exaggerated decrease in the current 
account surplus, which could have brought undesirable pressures 
in interest rates. In fact, the current account surplus declined 
by only 0.8 percentage points of GDP between 1987 and 1988, a 
moderate and healthy decline that was made possible only because 
the authorities were able to maintain low interest rates in the 
domestic market. Under these circumstances, it is difficult to 
understand why the Bank of Japan has recently decided to increase 
its discount rate, which had been kept constant since February 
1987, by 0.75 percentage points. 

Developing countries can absorb a substantial share of for- 
eign investment and capital, particularly in conditions of low 
international interest rates. My authorities note, however, that 
Japan's direct investments are more concentrated than ever before 
in the United States and Europe. The share of direct investment 
flows to other parts of the world has declined from 60 percent to 
28 percent in the last five fiscal years. It is particularly 
discouraging to see in the background paper that even in absolute 
terms the amount of investment to "other countries," which pre- 
sumably includes all Latin American and African countries, has 
shown a persistent decline and reached only $0.3 billion in 
1987/88. By the same token, the share of developing countries in 
Japan's long-term net capital outflows has declined from 37 per- 
cent to 15 percent between 1983 and 1987. 

The staff paper emphasizes several important structural 
policies adopted by the authorities to make the economy more 
efficient. My authorities attach great importance to the staff's 
recommendations to increase public investments in a medium-term 
context so as to raise the general standard of living with due 
regard to supply conditions. They also agree with the staff that 
the extraordinary increase in land prices might be largely the 
result of long years of agricultural protectionist policies, 
which have created an extraordinary differential between domestic 
and international agricultural prices. In this respect, it is 
gratifying to see that the authorities have begun to liberalize 
imports of tropical products and intend to continue to implement 
the structural measures outlined in the Mayekawa Report, par- 
ticularly making agricultural tax rates on property more similar 
to those prevalent in urban areas. 

Japan has made important and commendable contributions to 
official development assistance in recent years, but more remains 
to be done since its contribution is still below the average 
ODA/GNP ratio for the OECD countries. Japan's offer to provide 
additional finance for parallel lending to help strengthen the 
debt strategy is also commendable within its limits. 
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Mr. Al-Assaf made the following statement: 

Like other Directors, I commend the Japanese authorities 
for the exceptional performance of their economy since the last 
Article IV consultation. 

Japan is among the industrial countries whose dependence on 
the external environment is an important factor in its perfor- 
mance. But Japan's economic success last year can be attributed 
mainly to the policies pursued by its authorities. In this 
regard, I agree with the staff that prospects for a repeat of the 
results of 1988 in 1989 and beyond are, indeed, very favorable. 

However, there is a major uncertainty related to the size 
and speed of further corrections in the external surplus, espe- 
cially in view of recent exchange market developments. I have no 
difficulty in agreeing with the staff that at present, action in 
the macroeconomic area that aims at promoting external adjustment 
is not justified. In particular, fiscal stimulus is not a desir- 
able option in the present circumstances, especially in view of 
the newly released data on economic activity. 

The staff's alternative scenarios show, however, that struc- 
tural reforms would have a significant and lasting impact on 
growth and the external balance. The staff report and the useful 
supplement to the background paper provide a comprehensive analy- 
sis of the main areas where structural reforms are warranted. I 
agree with the conclusions of the analysis, which along with the 
communique of the OECD Ministers, confirm the scope for action in 
the macroeconomic area in industrial countries. 

As I agree with the thrust of the staff papers, I will only 
make a few comments on structural policy. 

The case for structural reform has merit, not only in terms 
of the direct contribution that it could make to the external 
balance, but also in terms of its contribution to the expansion 
of trade between Japan and the developing countries. Imports 
from developing countries have been declining in recent years. A 
reversal of this trend is clearly desirable, particularly in the 
context of current efforts to solve the debt problem. This 
aspect perhaps deserved some elaboration in the staff paper. 

The relevance of land reform, as part of a broad strategy of 
structural reform, should not be underestimated. I noted with 
interest the staff's argument that land policies could have cer- 
tain undesirable effects on the external position, to the extent 
that lower real estate values could negatively affect import 
levels through reduced consumption. The argument has merit, but 
there is another side to this issue: the impact of the well- 
known high cost of living accommodations in Japan on savings 
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levels and consumption expenditures may have been minimized by 
the staff. Therefore, lower living accommodation costs could 
have a positive impact on the external sector, from an inter- 
national perspective. 

I also tend to share the view that the rules and established 
practices of distribution systems throughout Japan represent a 
significant obstacle to foreign products. In view of the size 
of Japan's domestic market and its expected growth in the years 
ahead, reform in this area would also be helpful in correcting 
external imbalances. 

The role of Japan as a financial superpower is creating 
special responsibilities for the country. In making its finan- 
cial resources available on a worldwide basis, Japan is rendering 
a major service to the international community. Because it is in 
the common interest that these resources are evenly distributed, 
it is of paramount importance that Japan's role as a provider of 
official development assistance grow in line with its financial 
and economic position. 

Mrs. Ploix made the following statement: 

My authorities are impressed by the remarkable results 
achieved by Japan in 1988. The figures in the staff papers 
clearly demonstrate that the Japanese authorities have largely 
succeeded in reorienting growth toward the domestic sector. The 
authorities should be commended for their efforts in implementing 
their commitment in the context of international policy coordina- 
tion. 

Indeed, we must look back to 1973 to find such exceptional 
results: in 1988, the growth rate still accelerated and was, for 
the second year, the highest among major industrial countries. 
Manufacturing production continued to recover, with a buoyant 
growth rate of 9.4 percent. Domestic demand, which largely 
outpaced GNP growth, was the main factor responsible for this 
performance: corporate investment, stimulated by high profits 
and strong internal demand increased at an exceptional rate-- 
15.9 percent--and private consumption, by 5 percent. This out- 
come is all the more remarkable because it was achieved without 
generating inflation. 

External adjustment continued in 1988 as evidenced by the 
decline in the current account surplus, mainly owing to the 
further decrease of the trade balance in terms of GNP. Never- 
theless, the pace of adjustment clearly slowed, as the effects 
of the appreciation of the yen seem to have been partially offset 
by high productivity gains. Therefore, the authorities have to 
strike a delicate balance between sustaining internal activity 
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and, at the same time, avoiding a further depreciation of the yen 
and the resurgence of inflation. This aim will necessitate a 
combination of fine-tuned macroeconomic policies, and, in view of 
the relatively small room for maneuver in this area, the imple- 
mentation of further structural reform. 

The prospects for 1989 cast a clear light on the con- 
straints on macroeconomic policies in Japan. Recent developments 
in the world economic situation seem to have introduced some 
changes that are not reflected in the staff's estimates. First, 
I wonder how long the Japanese economy will resist inflationary 
pressures already being experienced in other major industrial 
countries. The recent rise in oil prices and the depreciation of 
the yen have added to internal factors, namely, the tightening of 
labor market conditions and the greater rate of utilization of 
manufacturing capacity. The recent introduction of a value-added 
tax, although otherwise a welcome measure, could add to these 
inflationary pressures, in view of the rigidities in the dis- 
tribution sector. Second, the latest developments in the 
exchange market are likely to reinforce the recent halt in the 
external adjustment process. In the circumstances, the authori- 
ties should continue to rely on fiscal and monetary policy in 
order to pursue the adjustment process in the inflation and 
exchange areas without, however, being too prudent. 

In the fiscal area, the authorities succeeded in reaching a 
balance between medium-term consolidation and the short-term need 
to support domestic demand. More recently, fiscal policy has 
taken a more neutral stance, which seems appropriate in view of 
the buoyancy of domestic demand. But the general government 
surplus should be closely monitored, and the authorities should 
be ready to respond to any weakening in the economic activity. 

The authorities are to be commended for the pragmatic way in 
which monetary policy has been implemented with the aim of sus- 
taining internal growth: low interest rates and a high increase 
in money aggregates have played a favorable role. The recent 
reform of the interbank market should further enhance its effi- 
ciency. But the room for maneuver has diminished, as it is now 
clear that monetary policy will have to adapt to the recent 
depreciation of the yen. We welcome the authorities' recent 
response in this area and encourage them to take the necessary 
measures to prevent a further depreciation of the yen. 

External adjustment should clearly be pursued by the author- 
ities. It is cause for concern that the trade surplus has again 
started to grow since the third quarter and was higher in fiscal 
year 1988 than during the previous year; it is also worrisome 
that the apparent doubling in travel payments was the main reason 
behind the further decline of the current account surplus in U.S. 
dollar terms. Moreover, it is somewhat disappointing that the 
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information provided by the staff this morning does not match 
that provided by Mr. Yamazaki. Further comment on this important 
issue would be helpful. 

Concerning capital flows, one major development was the 
increase in direct investment abroad, associated with the appre- 
ciation of the yen. With respect to the rise of direct invest- 
ment in Europe, my authorities do not share the staff's view, 
which mentions the uncertainties over market access after 1992 as 
a factor for Japanese direct investment. In my authorities' 
view, this trend reflects instead the many opportunities that 
European countries offer for private investment. 

Structural policies will again play an essential role in 
Japan's adjustment process. By enhancing the level of consump- 
tion they are indispensable to maintaining noninflationary 
growth, which is more oriented toward the domestic market. The 
comprehensive tax reform introduced this year is a welcome step, 
and the authorities should be commended for having resisted the 
strong opposition against it. 

My authorities share the staff‘s view on the need for 
further steps in such areas as social infrastructure, land 
management and housing policies, the distribution system, and 
agricultural trade. They very much welcome the medium-term 
scenarios, which provide a most useful quantification of the 
impact of structural measures on the adjustment process, the 
results of which confirm their views: GNP would be higher, owing 
to increased efficiency in the economy, and the current account 
surplus would be lower as a consequence of the narrowing of the 
investment-savings gap. 

Financial liberalisation is another important goal that has 
been addressed by the authorities for a long time. I would 
appreciate some information on how long it will take to implement 
the further measures needed to fully achieve this reform, which 
should provide a better allocation of savings and also a greater 
openness of financial markets to foreign institutions. 

Concerning trade policy, my authorities welcome the substan- 
tial progress already made in tariff reduction and other areas, 
as clearly evidenced by the strong growth of manufactured goods 
imports. Nevertheless, and in view of the present slowdown in 
the adjustment process, the authorities should proceed, as far as 
possible, in opening the economy, mainly in the area of commodity 
imports and the deregulation of the distribution system. 

The Japanese authorities are to be commended for the recent 
increase in official development assistance. It is gratifying to 
note that the ratio of Japan's ODA increased to 0.31 percent of 
GNP in 1987. Nevertheless, it remains below the OECD average of 
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0.35 percent. My authorities have no doubt that the Japanese 
authorities will pursue their efforts to increase their 
assistance. 

Mr. Feldman made the following statement: 

Japan's economic performance continues to be impressive and 
worthy of great admiration. Real GNP increased last year at the 
highest rate in 15 years, and unemployment remained at a very low 
level. Moreover, this outcome has been achieved in a noninfla- 
tionary domestic environment and despite a significant withdrawal 
of external demand. The economic expansion has prolonged the 
positive trend initiated in 1986 of domestic demand growing more 
rapidly than GNP. This high domestic absorption will contribute 
to correct significant external imbalances, which continue to 
exist in the Japanese economy. 

My authorities concur with most elements and recommendations 
included in the staff appraisal. The staff is to be commended, 
particularly for the valuable work presented in the background 
papers on Japan. I will offer only a few comments on some spe- 
cific issues, basically of technical nature, namely, the macro- 
economic effects of the tax reform, the behavior of household 
savings and the demand for money, the liberalization of agricul- 
tural trade, and the role of Japan in providing financing to 
developing countries. 

The tax reform approved in December 1988 has addressed a 
number of problems that had emerged under the previous tax sys- 
tem. By broadening the tax base, eliminating most selective 
taxes, and reducing the level and dispersion of tax rates, reform 
is expected to enhance the neutrality and the horizontal equity 
of the system, reduce evasion, and place less of the tax burden 
on middle-income salaried workers. 

The macroeconomic consequences of the tax reform, however, 
are more difficult to assess, particularly the net fiscal stimu- 
lus or withdrawal, in the view of the propensities to consume of 
the private sector, vis-A-vis the public sector and also the 
different savings behavior in the private sector. Similarly, 
particular importance should be attached to the effects of the 
tax reform on the current account balance, domestic prices, and 
interest rates. In this regard, the background papers indicate 
that the modification in the indirect tax system is expected to 
raise consumer prices and that it is likely that this increase 
will, in turn, affect interest rates. Perhaps the staff would 
like to elaborate further on the expected effects of the tax 
reform on nominal and real interest rates. 
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With regard to savings and the demand for money, my author- 
ities agree with the staff that the macroeconomic consequences 
of the tax reform are difficult to assess in the absence of a 
general equilibrium model. In order to analyze the potential 
effects of the tax reform on overall private savings, it is 
tempting, however, to look at the behavioral equation for the 
household savings rate, estimated in Chapter VI of the supplement 
to the background paper. 

It appears--and perhaps the staff would like to comment on 
this--that an increase in the household savings ratio in the 
short run could be expected after the tax reform is put into 
effect. Considering that the savings rate would be positively 
correlated both with the rate of inflation and with unexpected 
or transitory changes in income, the tax reform might imply an 
increase in the savings ratio if, as it is expected, increases in 
inflation and transitory changes in income occur. It should be 
noted that, although this conclusion is in line with the staff's 
projection on national savings as a percentage of GDP for 1989, 
it is not compatible with the staff's expectation that the tax 
reform would induce a shift in the composition of savings but 
without generating a significant impact on the overall private 
savings ratio. 

As for the behavior of the household savings rate, the staff 
papers show a declining trend since 1977, which seems mainly to 
reflect movements in the household net worth/income ratio as 
well as in inflation. In the analysis of the demand for money, 
however, it appears that the growth of wealth has been the pre- 
dominant factor underlying the more rapid increase in broad 
money/GNP ratio. Considering that a significant component of the 
broad money definition may also be a significant component of the 
household saving definition, the relationship between the demand 
for broad money, household savings and wealth would deserve fur- 
ther analysis. The staff may like to comment on this apparent 
contradictory role of the recent strong increase in wealth, which 
has contributed both to a decline in the household savings rate 
and to a more rapid decline in money velocity. Perhaps there is 
a definitional problem here. 

On trade liberalization, although the steps that have 
already been taken are in the right direction, import liberali- 
zation in the agricultural sector could be further strengthened. 
My authorities concur with the staff that agricultural liberali- 
zation may yield ambiguous results on the trade balance. But as 
has been also recognized, opening Japanese markets to agricul- 
tural and food products from developing countries would remove 
price and allocative distortions in the Japanese economy, while 
helping developing countries as well as improving Japan's role in 
ttle world economy. 
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My authorities concur with the staff that a lasting solution 
to the problem of global external imbalances lies in adjusting 
the financial policies of the major deficit and surplus countries 
in a simultaneous way. All of the major industrial countries 
need to work more closely together to eliminate imbalances and to 
coordinate policies. Unilateral efforts by Japan to reduce its 
surplus could cause world interest rates to rise or impede their 
reduction. From an international perspective, this might result 
in unfavorable economic conditions for both industrial and devel- 
oping countries. My authorities appreciate Japan's contribution 
to the process of economic coordination. 

The recycling of surplus savings should also be viewed as a 
way to enlarge the role of Japan in the world economy. The ques- 
tion is how to find proper ways to channel those funds. In this 
regard, the involvement of Japan and of Japanese banks in the 
debt strategy is certainly welcome. It is hoped that the 
Japanese external surplus will increasingly flow to developing 
countries which are embarked on strong, growth-oriented economic 
programs. In fact, the recycling of Japanese financial resources 
has already started, and this has been very much welcomed by 
developing nations. My authorities hope that, both through offi- 
cial assistance and by channeling funds through international 
capital markets, Japan will play a leading role in providing 
financing to developing countries, thereby making a decisive 
contribution to the resolution of the debt problem. 

Mr. Finaish made the following statement: 

Reflecting a more rapid than expected reorientation of the 
growth pattern in the economy in response to the sharp apprecia- 
tion of the yen since 1985, Japan's recent growth performance 
is remarkable. The maintenance of the growth momentum in an 
environment of moderate inflation, while at the same time 
contributing significantly to a reduction in international imbal- 
ances, has indeed been a major achievement with substantial bene- 
fits both for Japan and for the rest of the world. However, with 
the effects of the yen's appreciation wearing thin, and in view 
of, on the one hand, the need to avoid jeopardizing the medium- 
term orientation of fiscal policy, and on the other hand, the 
current buoyancy of domestic demand, it is evident that the main 
challenge facing the authorities of preserving the conditions for 
sustained noninflationary growth at home while reinforcing the 
process of international adjustment can best be met by focusing 
mainly on furthering the process of structural reform. 

While it may be true, as indicated by the staff's alterna- 
tive medium-term scenario, that a faster implementation of struc- 
tural reforms could not be expected to yield substantial reduc- 
tions in the current account surplus, particularly over the 
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coming two years, it should be kept in mind that no surplus 
reductions at all are envisaged under the baseline scenario. 
Furthermore, aside from improving welfare at home, pushing ahead 
with structural reforms should also improve the environment for 
international policy coordination. Having said this, I should 
add that economic policy formulation in Japan will inevitably, 
over the foreseeable future, continue to be constrained by the 
policy environment in deficit countries. While it may be jus- 
tified on the basis of domestic considerations, the recent 
increase in the discount rate of the Bank of Japan could be seen 
in that light. Of course, a bolder pursuit of corrective finan- 
cial policies in the major deficit countries should reduce the 
need for, and hence the risks that may be associated with, the 
implementation by Japan of measures aimed at easing the tensions 
arising from exchange market developments and from the persis- 
tence of large global imbalances. 

The importance attached to structural reforms under the 
current Five-Year Economic Plan is welcome. The staff has pro- 
vided. both in the report as well as in the supplement to the 
background paper, an extensive coverage of important structural 
issues, which makes it amply clear that while substantial prog- 
ress has already been achieved toward improving economic effi- 
ciency in a number of areas, notably tax reform and financial 
liberalization, there is still considerable scope for a greater 
effort in other areas, particularly in agriculture, but also in 
the areas of land management and the distribution system. In the 
agricultural sector, it is particularly noteworthy that, in spite 
of the sharp decline in comparative advantage, especially in the 
production of cereals, almost three fourths of food consumed in 
Japan is still produced domestically. While much of the pressure 
for a broad reform of agricultural policies has in recent years 
been associated with Japan's substantial trade surplus, it is to 
be noted that the domestic welfare gains to consumers associated 
with agricultural reforms are estimated to be substantial and to 
exceed by far the losses to producers. And with the Japanese 
farm sector currently dominated by small-scale and high-cost 
producers for whom off-farm earnings account for a substantial 
portion of income, it appears that the scope for greater effi- 
ciency through structural reforms and a lowering of trade bar- 
riers in the farm sector is indeed considerable. 

The Japanese economy has indeed come a long way over the 
past 25 years. With the rise to economic eminence, there came an 
increase in global responsibilities, which the authorities have 
not been reluctant to shoulder, particularly in the area of pro- 
viding, and facilitating the flow of, financial resources to the 
developing countries. 
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Mr. Grosche made the following statement: 

I broadly share the staff's analysis and can endorse its 
recommendations. I will therefore be brief and will concentrate 
my remarks on those policy areas where action might be warranted 
in order to maintain Japan's impressive performance and to rein- 
vigorate the external adjustment process. 

With regard to price developments, I am somewhat skeptical 
about the staff's statement that inflation does not pose an imme- 
diate threat despite the tightening that can be witnessed in the 
goods and labor markets. The recent weakening of the yen against 
the U.S. dollar, coupled with a continuing high growth of broad 
money, seems to create a potential for rising prices, which needs 
to be watched carefully. Moreover, the introduction of the 
value-added tax on April 1 might be taken as an excuse for 
raising prices in excess of what the new tax is suggesting. 

Against this background, I welcome the recent rise of the 
official discount rate. While this move would not appear to 
unduly constrain domestic demand, it might help to contain 
somewhat the demand for money and to prevent a further weakening 
of the yen. The recent strength of the dollar is puzzling: the 
fundamentals clearly point in the other direction. The yen can 
be expected to strengthen again in the not-too-distant future and 
relieve pressures from the import side. But the authorities 
should not rest on this expectation. Like several previous 
speakers, particularly Mr. Cassell and Mr. McCormack, I believe 
that the authorities should keep monetary developments under 
close review and act promptly before signs of inflation emerge. 
In this regard, I am heartened by the authorities' statement that 
price stability will continue to be the primary objective of 
monetary policy. 

A stronger yen is, of course, all the more important in view 
of the need for further external adjustment. Toward the end of 
1988, the surplus stopped declining. On the basis of the results 
for the first four months of 1989, the staff has an even stronger 
case for the validity of its projection of a surplus, which is 
expected to rise in 1989 in U.S. dollar terms but to remain 
stable in relation to GNP. 

This prospect is a matter of concern and underscores the 
need for the authorities to continue to contribute their share to 
the international adjustment process. Until now, the authorities 
did what they had been asked to do, and the results in terms of 
domestic demand growth exceeded by far what had been expected. 
Clearly, the imbalances cannot be tackled by the surplus coun- 
tries alone. The staff is absolutely right when stating that the 
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correction of the global external imbalances will ultimately 
require adjustments in the financial policies of the major 
deficit countries. 

In this context, I am concerned that the U.S. Trade Repre- 
sentative identified Japan as a "priority country" under the 
"Super 301" provisions of the 1988 Trade Act. The intention of 
this action seems to be to launch bilateral negotiations that 
would aim at eliminating certain trade practices. In my view, 
this approach runs counter to GATT principles and, more impor- 
tant, distracts from the need to reduce domestic and external 
imbalances through appropriate macroeconomic measures. 

This is not to say that the authorities have exhausted their 
potential for action. The staff rightly points to several areas, 
particularly trade and the distribution system, where more can be 
done. To be sure, these are politically sensitive areas. But 
the authorities have demonstrated in the past that they are able 
and willing to act. They have come a long way in reforming the 
economy, and they are to be particularly commended for the com- 
prehensive tax reform and the many steps toward financial libera- 
lization. The success of their policies should encourage them 
to persevere and to continue with structural reform. In this 
regard, I would stress the reform of the postal savings system, 
of the regulations governing the taxation and use of land, and of 
the retail system. The reforms should also encompass the agri- 
cultural sector. Some welcome steps have been taken, but agri- 
cultural policy in Japan is still largely characterized by import 
quotas and administered prices. As the supplementary background 
paper shows, the average nominal rate of protection in 1984 was 
almost five times as high as that in Europe. 

In conclusion, I continue to be impressed by the strength 
of the Japanese economy, and I am confident that the authori- 
ties will continue with reforms that aim at improving welfare 
and living standards in Japan as well as promoting external 
adjustment. 

Mr. El-Kogali made the following statement: 

The prudent manner in which the Japanese authorities con- 
tinue to manage their economy leaves little room for others to 
advise, and there is much to learn from the outstanding perfor- 
mance of the Japanese economy which, as the staff states, "has 
once again confounded even the most optimistic of forecasters." 
All economic indicators reflect an impressive performance. In 
particular, domestic demand compensated for the further with- 
drawal of external stimulus, resulting in a 15-year record real 
GNP growth rate without creating inflationary pressures. 
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The progressive improvement in the fiscal position has been 
associated with a continuous rise in the revenue/GNP ratio, which 
reflects buoyancy of the tax system. The comprehensive reform of 
the tax system approved recently is expected to increase the 
Government's ability to generate additional resources needed to 
maintain fiscal consolidation. The sound position of government 
finances and the absence of inflationary pressure has freed fis- 
cal policy to promote economic restructuring. I note the author- 
ities' view that the current comfortable budgetary balance is a 
reflection of transitory factors and that the underlying fiscal 
position will remain under considerable strain with a continued 
need for fiscal restraint over the medium term. While the 
authorities' cautious stance may be appropriate under the pre- 
vailing circumstances where domestic demand does not need further 
stimulus, it might need to be reconsidered if developments indi- 
cate substantial weakness in domestic private sector demand. In 
particular, investment in social overhead capital, as emphasized 
in the Five-Year Economic Plan, may call for increased public 
investment. 

In 1988 the external sector registered a further adjustment, 
with the trade surplus showing further decline and the deficit in 
invisibles widening sharply, thereby contributing to the interna- 
tional adjustment process. The authorities are encouraged to 
make further efforts to reduce global imbalances, and I endorse 
the staff's view that the correction of global external imbal- 
ances would require sustained effort by all industrial countries 
to adjust their financial policies to support such objectives. 
Unilateral action by Japan, without coordinated effort by other 
industrial countries, may not succeed in achieving a significant 
reduction in the global imbalances and is likely to have some 
adverse implications for the international economy. 

My last point concerns the flow of financial resources to 
the developing countries and, in particular, concessional flows 
to low-income countries. The Japanese authorities are to be 
commended for the significant increase in the volume of ODA in 
recent years and the effort to improve its quality. Japan's 
contribution to the Fund's enhanced structural adjustment facil- 
ity and the World Bank's special facility is greatly appreciated. 
Nonetheless, in view of its international position and prosper- 
ity, Japan has a special responsibility to assist the low-income 
economies, and we would urge the authorities to increase their 
ODA and step up their assistance to the low-income countries. 

Mr. Kwon made the following statement: 

First of all, I would like to join other Directors in coin- 
mending the authorities for yet another impressive year of robust 
and stable growth of the Japanese economy. It is beginrling to bc. 
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a rite of spring for the staff to admit that they have under- 
estimated the potential of the Japanese economy to rise to the 
challenge of sustaining growth amid significant structural 
adjustments. 

Over the last two years Directors have periodically 
expressed concerns that the shift in the main origin of growth 
from external to domestic demand, as well as the perceived weak- 
ness in Japan's manufacturing sector, would result in downturns 
in the short run. In the event, it must be acknowledged that, 
owing mainly to prudent macroeconomic policies and an increase in 
efficiency through important structural changes, the authorities 
have been able to maintain real GNP growth at rates higher than 
those of the other major industrial countries while keeping 
inflation at the lowest rate among them. 

I agree with the staff's assessment that there is no imme- 
diate reason for the authorities to go beyond the range of their 
present macroeconomic policy, Indeed, while the staff is right 
to play down any imminent inflationary concerns, it is clear that 
in considering the scope for further fiscal or monetary policy 
stimulus, the authorities need to keep a wary eye on the nascent 
inflationary risks contained in rising oil prices and emerging 
domestic supply constraints as well as the potential impact of 
the new consumption tax on inflationary expectations. A point to 
emerge during the Board's recent discussion on exchange rate 
developments (Informal Session 89/13, 5/15/89) was the need to 
ensure that the correction of existing external imbalances did 
not involve a ratcheting up of national inflation rates to the 
highest common denominator. 

My authorities certainly would not see any scope for further 
easing of monetary policy, which already appears relatively 
loose. It is intriguing that, notwithstanding the recent 
increase in the official discount rate, the short-term interest 
differential between Japan and the Federal Republic of Germany 
has continued to widen in favor of the latter, potentially fuel- 
ing destabilizing speculation that the current exchange rate 
relationship may not be sustainable. Of course, the differential 
with U.S. dollar rates has narrowed in recent months as the dol- 
lar has continued to strengthen. There is clearly a balance to 
be struck, in the setting of monetary policy, between preserving 
domestic price stability and currency stability. For their part, 
my authorities would be inclined to give primary emphasis to 
domestic price stability, but I would be grateful for any insight 
Mr. Yamazaki could provide into the current thinking of his 
authorities. 

There are, however, some worrying trends in the latest fig- 
ures. In particular, it would appear that net exports re-emerged 
as a positive contributor to growth in the second half of 1988. 
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The extent to which continuing strong growth in investment is 
concentrated in the manufacturing sector might also lead one to 
question how far the necessary transfer of resources from the 
traded sector to the nontraded sector has progressed. As yet, 
trends are not clear. But I am inclined to wonder about the 
extent to which the reduction achieved over recent years in the 
external surplus has in fact reflected fundamental adjustment 
in the underlying structure of the Japanese economy. 

I agree with the staff that unilateral action by Japan to 
reduce its surplus would not be desirable from an international 
perspective: correction of the global external imbalances will 
ultimately require policy adjustments in the major deficit coun- 
tries. But Japan clearly has a responsibility to contribute to 
reducing external imbalances in view of its size and importance 
in the world economy. 

In this context, Mr. k'amazaki's indication that his authori- 
ties expect somewhat faster external adjustment over the next few 
years than has been suggested by the staff is reassuring. I 
would be grateful for any further elaboration he could provide on 
the factors underpinning this difference of opinion, particularly 
with regard to the likely current account outcome for 1989. In 
any event, the outlook now implies a far more moderate pace of 
adjustment than the authorities and other commentators had sug- 
gested 12 months ago. 

If, indeed, the opportunity for significant restructuring 
provided by the earlier appreciation of the yen has not been 
fully taken advantage of, the answer would seem to lie--as the 
staff rightly suggests--in the area of microeconomic reform. The 
staff correctly identifies the key elements for the authorities 
to address in their structural reform agenda, and I agree with 
its appraisal that there is considerable scope to accelerate the 
pace of reform in all these areas. 

It is popular wisdom that such structural reform would 
itself go a long way to reducing Japan's external surplus. 
Certainly, there are a number of obvious areas, such as trade 
policy, where unilateral liberalization would be in keeping with 
Japan's emerging leadership role in the global economy. As is 
evident from the background papers, however, the likely direct 
impact of various structural reform measures on the savings- 
investment gap and the current account surplus remains proble- 
matic. The alternative medium-term scenario, which assumes a 
faster implementation of structural reforms, is encouraging in 
this regard, although I wonder whether the impact on the external 
position will be as clear-cut as implied by staff. Japan's 
remaining huge external surplus and relatively comfortable macro- 
economic position, however, should provide the authorities with 
flexibility to explore alternative policy action within the 
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medium-term objectives of their Five-Year Development Plan, and I 
would hope that the authorities would seriously consider all the 
implications of this alternative scenario. 

What is clearly true, however, is that such reform promises 
considerable potential welfare gains for the Japanese economy 
itself, together with a significant improvement in the efficiency 
and flexibility of the economy, and hence its ability to absorb 
external shocks and respond positively to relative price changes. 

It is imperative that recent political difficulties in Japan 
not undermine commitment to this broad agenda of structural 
reform. My authorities are somewhat worried, therefore, by 
recent reports of "policy paralysis" and, in particular, specula- 
tion that some elements of recent structural policy initiatives 
may be watered down or reversed. 

Let me comment briefly on some of the specific areas of 
structural reform raised in the staff report. 

I would not want to underestimate the significance of the 
recently approved package of tax reforms. However, while the 
staff is correct in highlighting the direction of the changes, my 
authorities feel that the staff overstates the extent to which 
the problems have been solved. They would urge the Japanese 
authorities to view this as only a first step on what is likely 
to be a long and difficult path. Major deficiencies in the tax 
system remain to be addressed, and there is clearly considerable 
scope to further enhance administrative simplicity, equity, and 
efficiency and to minimize evasion and avoidance. I would note, 
for example, that the consumption tax exemption for businesses 
with annual sales less than Y 30 million, and concessional treat- 
ment for those with sales up to Y 500 million, is likely to 
benefit almost 95 percent of all enterprises. Similarly, the 
decision to base the consumption tax on company book entries 
rather than invoices seems to reflect the concerns of small and 
medium-term businesses that an invoice system would allow their 
income tax compliance to be checked. Meanwhile, the effective 
nominal corporate tax rate of 49.98 percent--based on estimates 
of the Ministry of Finance--remains high by international 
standards. 

My authorities will also be keen to see whether this, and 
subsequent, tax reform will effectively address, for example, the 
distortions arising from land taxation, and whether it will pro- 
vide the necessary resources for greater investment in social 
infrastructure and other outlays associated with the aging of 
Japan's population. As Mr. Yamazaki has stated, the aim must be 
to increase the overall vigor of the Japanese economy. 
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Land policies remain one of the most difficult political and 
economic issues facing Japan. My own authorities are particu- 
larly interested to monitor progress in this area, as Korea is 
facing similar, if not the same, problems. The staff identifies 
a number of regulations and taxes which impinge on the utiliza- 
tion of land. There is a strong prima facie case that removal of 
these regulations and taxes would improve resource allocation. 
Nevertheless, the system is so complicated that it is difficult 
to judge the size or nature of these efficiency gains; this area 
might justify further study by the staff. 

I welcome the substantial progress made in the area of 
financial liberalization, including the new measures taken during 
the past year. But I would urge the authorities to push forward, 
by removing the boundaries between different types of banks, the 
Post Office savings system, and the securities houses. In par- 
ticular, it is clear that the Post Office savings system con- 
tinues to be a major barrier to fully deregulating domestic 
interest rates. 

Another area where significant progress can be made is in 
social infrastructure. Investments in social overhead capital 
will provide an excellent vehicle for attaining important dual 
objectives, namely, improving the quality of life and reducing 
the external surplus over the medium term. The authorities' 
concern over the budgetary implications of such investment in the 
midst of implementing far-reaching measures to reduce the central 
government deficit is understandable. Nevertheless, my authori- 
ties are inclined to agree with the staff's assessment that there 
should be ample room for improving the provision of public goods 
over the medium term without undermining the fiscal position. 

Significant benefits might also be derived from minimizing 
the bureaucratic red tape that complicates the economy's dis- 
tribution system. Reform in this area would not only help reduce 
the cost of domestic goods but would also contribute to the 
improvement of the general welfare of the population, and thus 
support the authorities' objective of improving the quality of 
life. 

Trade liberalization is one of the more important areas 
where the authorities should consider taking a leading role. My 
authorities attach special importance to agricultural support 
mechanisms. While we all recognize that reform in this area is 
often difficult, Japan is probably in a better position than many 
other countries to take vigorous action on this front in view of 
its strong external position. Moreover, the domestic welfare 
benefits to the Japanese economy would be significant. 

It is encouraging to note that the authorities have 
recognized the need to align domestic prices of agricultural 
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commodities with international prices and are gradually abolish- 
ing import quotas on a number of agricultural products. But the 
domestic price of rice remains, for example, nine times greater 
than the world price, while other agricultural products are on 
average three times greater than the world price. It has been 
estimated that the continued effect of higher food and related 
land prices results in domestic purchasing power some 30 percent 
below that of the U.S. consumer, notwithstanding the higher level 
of Japanese per capita incomes. Perhaps the most serious indict- 
ment of these policies is the estimate by the Australian Bureau 
of Agricultural and Resource Economics that it costs the Japanese 
taxpayer and consumer $1.44 for each $1 of income transferred 
to the farm sector and that this only marginally benefits those 
70 percent of Japanese farmers who produce less than 10 percent 
of agricultural output. 

Another area of trade liberalization that needs attention is 
the treatment of manufactured goods. It is regrettable to note a 
recent bilateral trade arrangement under which Korean exports of 
knitwear have become subject to voluntary export restraints. 
Although my authorities recognize that the arrangement has been 
worked out by the respective Japanese and Korean industries, they 
nevertheless share the concerns expressed by the staff that 
arrangements of this type, however exceptional, would mar the 
Japanese record, and could provoke charges that exports to Japan 
are subject to informal barriers. This perception would be par- 
ticularly pronounced if historical trade figures between the 
two countries, which have always been in Japan's favor, are 
considered. 

I would like to take this opportunity to express the appre- 
ciation of my constituency for the impressive efforts of the 
Japanese authorities to ensure an adequate flow of financial 
resources to developing countries. It is encouraging to note 
that disbursements of ODA are projected to amount to $50 billion 
in 1988-92, with improved financial terms. 

My authorities also acknowledge Japan's effort to contribute 
significantly to finding solutions to the international debt 
problem through its financial support of multilateral institu- 
tions' programs designed to assist the structural adjustment 
efforts of highly indebted countries. I trust that the Japanese 
authorities will continue in these efforts. 

Mr. Ovi made the following statement: 

In 1988 the Japanese economy performed extremely well for 
the second consecutive year. The high rate of growth, combined 
with stable price developments, fiscal consolidation, and a 
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substantial decline in the current account surplus, can to an 
important extent be attributed to the economic policies pursued 
by the authorities. 

Looking to the future, it is expected that the growth rate 
of production and domestic demand will remain strong, and that 
the rate of inflation will remain at a low level relative to 
other industrial countries. However, owing primarily to the 
dissipation of the effects of the earlier yen appreciation, the 
pace of the external adjustment is expected to slow down, or even 
come to a halt. Seen in a global context, such a development is 
a matter for serious concern. Like Mr. Warner and others, I 
shall concentrate my remarks on the issue of external adjustment. 

With regard to the short term, I agree with the staff's 
assessment that the scope for macroeconomic policies to con- 
tribute to further external adjustment is constrained by high 
capacity utilization and the emerging bottlenecks in the produc- 
tion and distribution sectors. 

However, fears of a deterioration in the fiscal position as 
well as in inflation prospects should not be exaggerated and lead 
to a fiscal policy that is too restrictive. One must keep in 
mind the favorable starting position. The high level of savings, 
combined with the large need for additional public investment, 
should leave room for selective measures. A reduction in supply 
constraints by continued expansion in investments should generate 
an increase in production potential as well as imports. 

Besides keeping domestic price developments under strict 
control, the main objective of monetary policies in the present 
circumstances should be to promote a continued external adjust- 
ment, primarily by avoiding a further depreciation of the yen. 
Despite the reduction in the differentials between interest rates 
in the United States and those in Japan since April, the yen has 
been under significant downward pressure with the risk that the 
ongoing transfer of resources from the export sector to the 
domestic sector will cease or even be reversed. My authorities 
welcome the recent increase in the discount rate in this context. 
Indeed, like others, I have difficulties with the staff's state- 
ment that a further yen appreciation could be counterproductive. 
Of course, the correction of global external imbalances ulti- 
mately requires adjustments in the policies of deficit as well as 
surplus countries. Thus, the Nordic countries hope that improved 
international coordination will soon lead to the adoption of 
necessary adjustment measures in several major countries and 
not only Japan. Otherwise, the relative stability in foreign 
exchange markets and the continued high rate of growth in the 
world economy might well be threatened. 
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Looking to the medium term, the main challenge for the 
authorities is how to continue the adjustment process by increas- 
ing domestic demand and imports without risking a surge in infla- 
tion. To this end, I agree with the staff's recommendations 
regarding further structural reforms, and I was pleased to read 
in the staff report that structural policies are a focal point of 
the Government's recent Five-Year Economic Plan. 

I have particularly noted the recognition by the authorities 
that radical changes are needed in a number of crucial areas, 
such as social infrastructure, land use patterns, agricultural 
protection, and market access. As the medium-term scenarios 
show, the possibility of sustaining the growth process in an 
environment of price stability and reinforced external adjustment 
would be enhanced by the implementation of sound policies in 
these areas. In our view, emphasis should be put on those struc- 
tural measures that will have an important bearing on the exter- 
nal surplus. Like Mr. Jalan, I should like to hear more from the 
staff on this issue. 

Regarding Japan's contribution of financial resource flows 
to the developing countries, the Government has to be strongly 
commended for its efforts to contribute to finding a solution to 
the international debt problem; for instance, through arrange- 
ments to provide parallel financing in connection with Fund- 
supported programs. Japan's official development assistance, 
however, continues to be lower than the average for all OECD 
countries. Taking into account the strength of the Japanese 
economy, the Nordic countries believe that there should be scope 
for increasing Japan's ODA contribution substantially beyond the 
present level of 0.3 percent of GDP. As part of such efforts, 
Japan could make an important contribution also to the working of 
this institution by taking an active part in solving the problems 
of countries with overdue obligations. 

Mr. Hogeweg made the following statement: 

Today again. as last year, the staff's appraisal of Japan's 
policies and results is highly favorable. Japan's achievements 
in 1988 have been remarkable indeed. Especially welcome is the 
fact that real GNP growth was higher due to unexpectedly higher 
real domestic demand. It is, however, somewhat disappointing that 
the current account surplus as a percent of GNP has not dimin- 
ished as much as last year's projections assumed. 

Of course, many variables influence the outcome of the 
current account, but I read with great interest the discussion 
between the staff and the authorities on whether import demand is 
especially income elastic or elastic to relative prices. I sup- 
port the staff's view that imports are unlikely to continue to 



EBM/89/70 - 6,'7/89 - 48 - 

grow at the pace of recent years without fur ther re lative price 
or structural changes, and the shock of the yen appreciation 
since 1985 seems to have been already absorbed completely by the 
export sector. Of course, the external adjustment in Japan will 
also depend on policies in deficit countries. I agree fully with 
the staff that expansionary financial policies, particularly 
fiscal stimulus, could be counterproductive, but that there is 
substantial scope for more vigorous implementation of structural 
policy intentions. The better the structural adjustment, the 
less will be the need for adjustment in relative prices, that is, 
the exchange rate. Consequently, my authorities support the 
continuation of a neutral fiscal policy stance, realizing that 
demographic developments are bound to put pressure on the fiscal 
accounts. It is cause for concern that capacity constraints may 
make themselves felt, which could fuel inflationary pressures. 
Also, the recent yen depreciation has pushed up import prices to 
over 10 percent on an annual basis in the first quarter of 1989. 

The recent increase in the discount rate is welcome, but I 
note from Mr. Yamazaki's statement that it does not represent a 
change in the basic stance of macroeconomic policy. I wonder 
whether, in view of the high growth rates of monetary aggregates, 
apparent capacity constraints, as well as exchange rate develop- 
ments, it would not be advisable to further tighten monetary 
policy. More generally, interest rate policy could be made more 
flexible. Consequently, I am inclined to go much further than 
the staff statement that there is no room for monetary relaxa- 
tion. 

The extensive coverage of structural policies in the staff 
report as well as the ample attention given to it in the staff 
appraisal is especially welcome. I agree that structural adjust- 
ment should in the first place be aimed at improving external 
adjustment. Emphasis on investment in social infrastructure-- 
necessary for increasing economic welfare in Japan--is certainly 
desirable also from the perspective of external adjustment. But 
in general, I found it difficult to judge how the different mea- 
sures work out in terms of the private sector savings ratio. 

On external adjustment, although the invisibles account is 
still in deficit, I wonder what is the contribution of income 
from Japan's net foreign assets to the current surplus. This 
item does not receive separate attention in the staff report but 
is clearly illustrated in the background paper. Just as deficits 
become more difficult to correct the longer they are left unad- 
justed because of interest obligations, surpluses may also become 
more intractable with the passage of time. And the rising stock 
of Japanese assets abroad may give rise to tensions insofar as 
it leads to resistance to foreign ownership in the countries 
concerned. These considerations further reinforce the need to 
invigorate the adjustment of global imbalances. As noted 
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earlier, Japan's contribution in this regard should take the form 
of vigorous implementation of structural reforms. 

Finally, although Japan's ODA is large in absolute amounts, 
its ratio to GNP will, over the coming years, not increase much 
from its current level, which is still far removed from the UN's 
target of 0.7 percent. In response to Mr. Yamazaki, I think that 
this target was meant to be independent of the distribution of 
financial balances within the donor country and of a surplus or 
deficit position in the current account. However, a current 
surplus in general allows a transfer of real resources financed 
from the donor country's own savings. The situation prevailing 
in Japan, namely, that the Government is in deficit while the 
private sector accounts for the external surplus, also exists in 
the Netherlands. Of course, Japan's intentions, as a surplus 
country, to provide funds in parallel with Fund lending and also 
for debt reduction operations in the context of the strengthened 
debt strategy is most welcome. 

Mr. Mawakani made the following statement: 

I join other speakers in commending the Japanese authorities 
for their prudent policies, which have produced another year of 
impressive results. These achievements have been highlighted by 
Mr. Yamazaki and touched upon by previous speakers. It is worth 
mentioning that noninflationary growth was sustained and 
strengthened in 1988, when the highest growth rate in 15 years 
was recorded. This performance reflects the remarkable strength 
of domestic demand, which rose by 7 3/4 percent in 1988, and more 
than compensated for the effects of the sustained withdrawal of 
external stimulus. It also reflects the authorities' efforts in 
external adjustment. 

I agree with the staff that the demanding task confronting 
the authorities in the immediate future is to guard carefully the 
conditions for sustained growth while building on these macro- 
economic achievements through the continued pursuit of structural 
reforms. 

Following the successful fiscal consolidation in recent 
years, the authorities have initiated a comprehensive reform of 
the tax system, which has substantially improved the horizontal 
equity of the system. However, in view of the favorable short- 
term prospects for strengthening private domestic demand and the 
need for continued fiscal restraint in the medium term, the 
authorities intend to maintain a broadly neutral fiscal stance in 
1989/90. With both current and capital expenditures budgeted to 
increase within reasonable limits but to fall slightly in terms 
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of GNP, and with revenue expected to grow broadly in line with 
GNP expansion, the authorities' policy stance is broadly appro- 
priate. 

In an environment of relative price stability, overall mone- 
tary policy has aimed at supporting domestic demand and stabiliz- 
ing the external value of the yen by keeping domestic interest 
rates at relatively low levels. As the staff has rightly pointed 
out ( the tightening of monetary policy in some major industrial 
countries in recent months has put downward pressure on the yen. 
In view of the re-emergence of inflationary pressures and the 
need to stabilize the external value of the yen, I welcome the 
authorities' recent decision to increase the official discount 
rate--for the first time in more than nine years--from 2.5 per- 
cent to 3.25 percent. This timely action is appropriate, and I 
would encourage the authorities to continue to focus on price 
stability as the primary objective of monetary policy. 

It is now generally recognized that industrial countries' 
scope for strengthening macroeconomic policies in the inter- 
national adjustment process can be significantly widened through 
structural reforms. In Japan, such reforms have already been 
initiated in the fiscal area in the context of a medium-term 
economic plan. I welcome the substantial progress that has been 
made in the areas of tax and financial reforms, as elaborated in 
the latest supplement to the background paper. However, one area 
of financial liberalization that shows limited progress is the 
postal savings system, which enjoys several privileges over pri- 
vate banks, I would therefore encourage the authorities to 
accelerate the additional reforms required in financial liber- 
alization. Further structural changes are also needed to remove 
legal and other impediments to the more efficient use of land and 
to eliminate the rigidities in the domestic distribution system. 
The implementation of the required structural changes will con- 
tribute significantly to sustain growth and to achieve the 
authorities' external adjustment objectives. In this context, I 
would also encourage the authorities to consider adopting the 
staff's alternative medium-term scenario, which assumes a faster 
implementation of structural reforms. 

Finally, I wish to express the appreciation of my authori- 
ties for Japan's commitment to shoulder its international respon- 
sibilities through its program of recycling financial resources 
to developing countries and to multilateral financial institu- 
tions as well as through official development assistance. 

Mr. de Groote made the following statement: 

The staff correctly notes in its appraisal that "the 
Japanese economy has, once again, confounded even the most 
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optimistic of forecasters." Indeed, it is hard to see which 
variable has not, in the recent past, moved in the right direc- 
tion, both from the domestic and from the international point of 
view. Japan has experienced an impressive and historically high 
rate of growth without endangering the stability of its domestic 
price and wage levels; the unemployment rate has been further 
reduced to its apparently incompressible level; the general 
government balance has shifted to a substantial surplus; and, 
the external sector adjustment has continued. 

At the same time, the huge task of structural reform has 
been vigorously endorsed in Japan's Five-Year Economic Plan. 
Substantial progress has already been made in the areas of tax 
reform and financial liberalization, thus providing reasonable 
hope for future structural adjustment measures in other iden- 
tified fields and especially in the trade and distribution sys- 
tems. Those measures should lead to an effective opening of 
Japan's economy. Colleagues have already touched upon the 
details of these reforms, and I can associate myself with most of 
their comments. On the comprehensive reform of the tax system, 
which enhanced the neutrality and the horizontal equity of the 
system, I have merely one comment concerning one of the apparent 
purposes of the reform, namely, its contribution to stimulating 
the motivation to work. While I have much sympathy for this 
purpose, I am nonetheless surprised that the obsession with pro- 
ductivity and overtime was accepted as the determinant motive; 
for others, an increase in total consumption would have been a 
more evident purpose. But I am sure Mr. Yamazaki will wish to 
comment on this topic. 

A discussion of the Japanese economy must necessarily inte- 
grate the international component, which is a major influence 
for Japan and which Japan influences in a major way. In recent 
years, substantial policy modifications have clearly demonstrated 
the Japanese authorities' willingness to assume their role and 
responsibility in the world. Undeniably, the Japanese economy 
has become more domestically centered, with domestic demand play- 
ing a larger role in the growth dynamic, and has become more 
internationally integrated, with imports and especially manufac- 
tured imports increasing their share in the Japanese production 
and consumption processes. I wonder, however, if the bare fig- 
ures showing the rise of imports and the fall of exports as a 
share of GDP do not give a rosy picture of these developments. 
The export ratio dropped over the last years at least partly as 
a result of the direct plant investment effort of Japanese com- 
panies in their export market; the automobile sector is a good 
example in this context. Conversely, I would be interested in 
the staff's comments on the role of Japanese production units 
operating in the newly industrializing economies of Asia; in 
particular, what is their impact on the increase of the import 
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to GDP ratio, especially for manufactured products imported as 
inputs for the domestic Japanese production process? 

While the internationalization of Japanese companies is 
itself a welcome development, the shifts in Japan's import and 
export ratios have not eliminated its current account surplus. 
Here also, the Japanese economy has surprised more than one. On 
the basis of different assumptions, the staff and the authorities 
see the prospects for future current account surplus resorption 
in a different light. If the staff expects the current account 
to increase in nominal terms in 1989, the authorities--who prefer 
to refer to fiscal rather than calendar years, which does not 
facilitate comparisons--expect that surplus to diminish further. 
On the basis of the first four months' experience in 1989, the 
truth seems to lie somewhere in between: as reported in the 
recent supplement to the background paper, the current account 
surplus was unchanged from the previous four-month period. In 
any event, the current account surplus will remain high in 
nominal terms. 

The staff's analysis of changes in the price and income 
elasticities of Japanese exports and imports over the last two 
years is most interesting in this context. Imports--and espe- 
cially manufactured imports--have become considerably more sensi- 
tive to relative prices; in contrast, the relative price elas- 
ticities for Japanese exports have decreased, whereas the income 
elasticities have increased. In addition to the interpretation 
given by the staff, these movements also mean that imports sub- 
stitute for domestic products in the production process and that 
the composition of exports changes in favor of high-technology 
equipment products for which Japanese exporters have gained a 
commanding position. These two movements could explain Japan's 
external sector performance despite substantial real effective 
exchange rate changes. With price movements due to exchange rate 
changes being passed through more for import products and less 
for export products, the appreciation of Japan's terms of trade 
will become a dominant feature. These developments could also 
explain the recovery in the profit position of the manufacturing 
sector: profits almost doubled during the last two years and 
provided the necessary financial support for the substantial 
increase of investments in plant and equipment, which will rein- 
force further the structural changes in the export sector. A 
so-called structural component in the surplus of the export sec- 
tor has thus appeared over the last years, which will be more 
resistant to the classic exchange rate cure applied in the past. 

Because the Japanese economy is now faced with a high utili- 
zation of productive capacity, I agree with the staff that the 
way to continue the international adjustment process will largely 
depend on an acceleration of structural reforms in Japan's econ- 
omy and society, leading to a stronger penetration of foreign 
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imports and higher domestic absorption. Clearly, these are 
actions of a medium-term nature. In the meantime, the staff 
seems to accept as given the high growth/low adjustment model, 
which implies a continuous high financing by Japan and other 
surplus countries of the major deficit countries. Although I can 
agree with the staff that, in view of the dominant size of these 
countries, their internal adjustment is a prerequisite for a 
global absorption of disequilibria, I wonder whether complemen- 
tary measures are not called for. These cannot, of course, be 
unilateral, but must be concerted actions taken by Japan together 
with its major trading partners. The recent exchange rate devel- 
opments are clearly inappropriate. The recent interest rate 
changes in Japan and, to a lesser extent, in the United States 
are therefore welcome. Concerted action should now be centered 
on at least stabilizing, or even reversing, the dollar/yen 
exchange rate and on further adjusting the yen exchange rate 
vis-a-vis European currencies. The exchange rates of the EC 
countries have been adjusted only marginally vis-a-vis the yen in 
recent years, and Japan's competitive position seems still to be 
very strong with these countries. Indeed, the share of Japan's 
surplus with the European Communities in Japan's overall surplus, 
with some fluctuation over the recent years, is practically 
unchanged when 1984 and 1988 figures are compared, whereas, on 
the same basis, Japan's surplus with the United States has fallen 
substantially. Another indicator of Japan's continued strong 
competitive position vis-a-vis the European Communities can be 
found in Japan's flow of direct investment with Europe: compared 
with other regions, that flow has remained sluggish, especially 
for the most relevant manufacturing sector. 

The desirable exchange rate changes could best be achieved 
by further gradual increases in Japan's interest rates. By 
reinforcing the wealth effects and by containing inflationary 
pressures, the depressing effects of such increases on domestic 
consumption should be marginal, as is shown by the staff's analy- 
sis of the behavior of the household savings rate. A complemen- 
tary and short-term policy along these lines would thus leave 
domestic demand in Japan largely unaffected while operating prin- 
cipally through demand-shift effects. Their impact on global 
growth and resorption of external disequilibria should accord- 
ingly be positive. 

It is a welcome fact that increases in Japan's official 
development assistance have paralleled increases in its GDP; the 
amounts are high, as are its output as the world's second indus- 
trial power and its surplus. It is also commendable that Japan 
has provided substantial support to the Fund and to the World 
Bank, a fact that should be reflected in a revision of the coun- 
try's relative position in the Bretton Woods family. The 
arrangements for parallel financing for countries undertaking 
structural adjustment should be regarded as a model for other 



EBM/89/70 - 6/7/89 - 54 - 

surplus countries. In relative terms, with ODA equivalent to 
0.31 percent of GDP, Japan still lags behind the average of other 
OECD countries. I am confident that the Japanese authorities 
will consider that an upward adjustment of this percentage 
becomes a country that has acquired a unique leadership in the 
world. 

Mr. Kabbaj made the following statement: 

I join previous speakers in commending the Japanese 
authorities for having made their country, in less than 25 years, 
one of the biggest success stories in recent history and for the 
impressive performance of the economy in 1988. I am in broad 
agreement with the staff appraisal, which is derived from a set 
of high-quality papers. 

It is indeed heartening to note that the outcome for 1988 
was much better than the Board and the international financial 
community had expected; for the second consecutive year, Japan 
has achieved the highest rate of GNP growth and the lowest rate 
of inflation among the major industrial countries. It is also 
important to note that Japan has contributed significantly to the 
international adjustment process. Its current account surplus 
was reduced from 4 percent of GNP in 1985-86 to 2.8 percent in 
1988. Real domestic demand picked up strongly from 4 percent of 
GNP in 1985-86 to 7.7 percent in 1988. The contribution of net 
exports to GNP growth was reduced by 2 percentage points in 1988 
following a reduction by 2 percentage points in the two previous 
years. 

All this was accomplished in a well-mastered environment. 
The GNP deflator increased by a mere 0.5 percent after being 
negative in 1987, while residential investment increased by 
13 percent and industrial production by 9.5 percent. 

Without hesitation, my authorities agree with the staff that 
there is no case in Japan at present for action in the 
macroeconomic area to promote external adjustment. The logical 
conclusion is that the correction of the global imbalances will 
ultimately require adjustments in financial policies of the major 
deficit countries, and that unilateral action by Japan would not 
be desirable from an international perspective and could, in 
fact, worsen economic conditions in industrial and developing 
countries alike through inducing an increase in international 
interest rates. 

Apart from the question of the acceleration of the pace of 
structural reforms in Japan, to which I will return, the question 
remains whether the deficit countries will be able to play their 
roles. I am afraid that in view of the rigidities and 
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constraints facing these countries, the international adjustment 
process could stall, as was clearly suggested during the Board's 
recent informal discussion on exchange rate developments. In 
this regard, I note that Mr. Yamazaki has taken a more optimistic 
view, since his authorities do not fully agree with the staff on 
the medium-term prospects of the Japanese economy. Nevertheless, 
and in view of the fact that the staff's position is underpinned 
by the generally reliable work on the world economic outlook, I 
wonder what steps could be taken by the Fund to avoid such an 
unwelcome development. 

I am in general agreement with the staff's views on the 
appropriateness of the authorities' budgetary and monetary 
policies. 

With respect to structural policies, my authorities welcome 
the adoption of the Five-Year Economic Plan for the period 
1988-93 and the Plan's endorsement of the recommendations of the 
Mayekawa and other commissions. It is gratifying to note the 
progress in the implementation of these recommendations in the 
areas of tax and financial reform as well as the staff's 
favorable assessment in this regard. My authorities encourage 
the Japanese authorities to move boldly in other areas of 
structural reform. In that regard, one area that merits prompt 
attention is land management. 

Another area to which my authorities accord the highest 
importance, especially in view of its consequences for developing 
countries, is trade. They are concerned about Japan's use of 
nontariff barriers for a broad range of products, particularly 
agricultural commodities and textiles. While they recognize that 
Japan is not the only country that has recourse to such 
protectionist policies- -which are definitely detrimental to all 
parties--in view of its prominent position in the world economy 
and its comfortable external position for the foreseeable future, 
Japan is rightly expected to play a crucial role in fostering 
free trade, which is of paramount importance in promoting 
international cooperation and development. In this connection, 
my authorities fully concur with the staff's suggestions 
regarding the relaxation of government regulations. 

My authorities wish to encourage the Japanese authorities to 
augment the flow of financial resources to the developing 
countries. In this regard, Mr. Yamazaki's statement that the 
external surplus is held by the private sector while the public 
sector is still running a deficit, is deeply disturbing. My 
authorities consider that Japan's official development assistance 
as a share of GNP is unduly low when compared with the UN target 
of 0.7 percent of GNP and even with the average of 0.35 percent 
of GNP for the OECD countries. 
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My authorities welcome Japan's contribution to finding a 
solution to the debt problem and commend the Japanese authorities 
for their contribution to the enhanced structural adjustment 
facility and to the World Bank's special facility for sub-Saharan 
Africa as well as for their support for countries' structural 
adjustment efforts through parallel financing. In this respect, 
some details regarding funds committed under the $30 billion 
recycling plan introduced in May 1987 would be welcome, 
particularly with respect to the status of actual disbursements. 
Also, what are the prospects for the use of the SDR 3 billion 
lent to the Fund? 

Mr. Dai made the following statement: 

The overall achievements of the Japanese authorities in 
transforming their largely export-oriented economy into one led 
by domestic demand are certainly impressive and commendable. In 
the past year, the economy again maintained a strong growth 
momentum following a significant acceleration in 1987. The 
contributing factor to this strong growth was not external 
demand--which in the past had usually been the major stimulus to 
buoyant economic activity in Japan--but rather an acceleration in 
domestic demand led by sharp increases in investment in plants 
and equipment as well as personal consumption. It appears that 
the negative effects of the appreciation of the yen, which 
withdrew the external stimulus from the rate of output growth, 
have been more than offset by the positive effects, which, 
together with weak international oil and commodity prices, have 
strengthened domestic demand. 

Favorable terms of trade helped the economy to achieve 
gains in growth and employment without inducing inflationary 
pressure. Meanwhile, monetary and fiscal policies also 
effectively reinforced the noninflationary growth of domestic 
demand. It is particularly worth mentioning that, while monetary 
and fiscal policies helped to sustain an adequate growth in 
domestic demand and were at the same time constrained by 
considerations to keep other goals on track, structural reforms 
currently under way are an appropriate complement to help 
alleviate such a dilemma. 

The challenge facing the authorities is to preserve the 
present growth pattern, while pursuing structural reforms that 
will help maintain the economy on its noninflationary growth 
path. In this respect, I would like to make some observations 
regarding the impact of the reform of the tax system, the 
increase in the official discount rate, and the strengthening of 
the U.S. dollar in recent months. 
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Concerning the impact of the tax reform, these measures, 
directed at income taxation, consumption taxation, and assets 
taxation, would all have a favorable effect on the economy 
insofar as they improve the allocation of private savings while 
providing incentives to the economy. However, I would like the 
staff to clarify a few questions in this regard. 

First, in view of the persistently higher savings rate, I 
have the impression that the propensity to consume in Japan has 
been relatively low compared with that of other major industrial 
countries. A contributing factor in this regard could be the tax 
system's undue reliance on direct taxation, which in past decades 
has depressed consumption demand. I wonder whether a reduction 
in personal income taxes through lower tax rates would increase 
the inclination to consume among the middle-income segments of 
the population. 

Second, according to the staff, the tax reform was not 
expected to lead to any significant movement in the overall 
private savings-investment balance but was expected to change the 
composition of savings and the form of financing for business 
investment. In the past, owing to relatively low taxation on 
capital gains, people were inclined to put their savings in the 
form of securities. Therefore, business investment relied much 
more on security financing. After the tax reform, the 
composition of savings would probably change with a part of the 
savings shifting to more liquid assets such as bank deposits. I 
wonder whether such changes would have an impact on the monetary 
policy. I would appreciate some explanation from the staff on 
this point. 

Concerning the increase in the official discount rate, which 
took place after the consultation papers were issued, I wonder 
whether the staff has analyzed its impact. Since prices remain 
stable and the inflation differential between Japan and other 
industrial countries favors the yen, I do not see any compelling 
reason for the authorities to tighten monetary policy. However, 
I would be interested in the staff's comments on this point. 

With regard to the impact of the recent strengthening of the 
U.S. dollar, I agree with the staff's analysis. In view of the 
large external imbalances among major industrial countries and 
the favorable inflation performance of Japan, upward pressures on 
the yen could re-emerge. Japan has made great efforts to smooth 
out the large external imbalances among major industrial 
countries. Table 1 in the staff report shows a continuous 
reduction in Japan's current account imbalances as a percent of 
GNP since 1985. However, the table also shows a slowdown in the 
adjustment in 1989/90. I am sympathetic with the authorities' 
views relating to this projection. Since many assumptions are 
based on exogenous factors such as oil prices, exchange rate 
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movements, and the degree of penetration of newly industrializing 
economies, this projection could be vulnerable. However, I would 
emphasize that continuous structural reforms, especially in the 
trade area, should sustain the adjustment path. Further 
liberalization of trade should be encouraged. 

Finally, I would like to commend the Japanese authorities on 
their significant contribution to ODA and their active 
involvement in debt financing. It is hoped that the authorities 
would continue to enhance their contributions in line with their 
growing economic strength. These contributions would certainly 
help the low- and middle-income countries out of their present 
economic difficulties. As neighboring countries, Japan and China 
have cooperated closely in the areas of trade, investment, and 
economic aid in recent years. My authorities value these 
cooperative relations built up through many years of common 
efforts. 

The Executive Directors agreed to resume their discussion in the 
afternoon. 

DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING 

The following decisions were adopted by the Executive Board without 
meeting in the period between EBM/89/69 (6/2/89) and EBM/89/70 (6/7/89). 

2. PEOPLE'S REPUBLIC OF CHINA - TECHNICAL ASSISTANCE 

In response to a request from the Chinese authorities for 
technical assistance in the fiscal field, the Executive Board 
approves the proposal set forth in EBD/89/160 (5/30/89). 

Adopted June 2, 1989 

3. ASSISTANT TO EXECUTIVE DIRECTOR 

The Executive Board approves the appointment of an Assistant 
to Executive Director as set forth in EBAP/89/141 (5/31/89). 

Adopted June 5, 1989 

4. EXECUTIVE BOARD TRAVEL 

Travel by an Executive Director as set forth in EBAP/89/143 (6/2/89) 
is approved. 
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5. TRAVEL BY MANAGING DIRECTOR 

Travel by the Managing Director as set forth in EBAP/89/144 (6/6/89) 
is approved. 

APPROVED: December 28, 1989 

LEO VAN HOUTVEN 
Secretary 




