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Japan’s Economy
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MEASURES OF INFLATION
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FISCAL BALANCESa

Gross government debt

Primary budget balance

Percent of GDP
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MEASURES OF BANKING HEALTH

Losses on disposal of
nonperforming loansc

Loansb,d

Net incomec

12-month percent change
25

a.  Data for 2003–05 are OECD forecasts.
b.  Includes overdrafts beginning 1993:IIQ. The exception is Shinkin Bank overdrafts, which are included beginning in 1994:IIQ.
c.  All banks holding current accounts.
d.  Domestically licensed banks.
SOURCES:  Board of Governors of the Federal Reserve System, “Foreign Exchange Rates,” Federal Reserve Statistical Releases, H.1; Bank of Japan; 
Japanese Ministry of Finance; Japanese Economic and Social Research Institute; Organisation for Economic Co-operation and Development; and Bloomberg
Financial Information Services.

When its stock and land price bubbles

burst in the early 1990s, Japan entered

a period of weak economic growth

and disinflation (now deflation) from

which it has not yet recovered. Falling

asset prices have reduced invest-

ment’s share of GDP from 19% in the

early 1990s to roughly 16% now and

have discouraged lending by reducing

the value of both banks’ capital and

the collateral required to promote 

favorable lending terms.

Government spending stabilized in

the second half of the 1990s, but the

continued revenue declines caused by

economic weakness and deflation

have created a primary budget deficit

of about 5% of GDP. Because of struc-

tural reforms designed to enhance

growth prospects, government au-

thorities have deferred moving the

budget to surplus status until the early

2010s. Low inflation has helped keep

long-term interest rates and debt 

financing costs low. If interest rates

increase, it may become difficult to

maintain fiscal stability over the

medium term. 

Inefficiencies in the banking sector,

such as the evergreening of loans,

have produced a large number of

nonperforming loans. Low (and now

negative) inflation levels have exacer-

bated the problem by discouraging

spending and increasing the real value

of debt payments. Nonperforming

loans have significantly reduced bank

profitability and discouraged the new

lending needed to spur economic

growth. In October 2002, the govern-

ment announced its goal of halving

the stock of such loans by March

2005, and it has made some progress

toward this goal. 
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CONTRIBUTIONS TO YEAR-OVER-YEAR GDP GROWTHa
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FOREIGN EXCHANGE RATES AND INTERVENTIONS

Exchange rate

Dollar purchases

Yen/dollars
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PRODUCTIVITY AND LABOR GROWTH

Productivity
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a.  Recession bars are dated by the Economic and Social Research Institute.
b. Data through 2003.
SOURCES:  Board of Governors of the Federal Reserve System, “Foreign Exchange Rates,” Federal Reserve Statistical Releases, H.1; Bank of Japan; 
Japanese Ministry of Finance; Japanese Economic and Social Research Institute; Organisation for Economic Co-operation and Development; and Bloomberg
Financial Information Services.

To reduce deflationary expecta-

tions, the Bank of Japan committed 

itself to a program of quantitative 

easing in March 2001 by targeting cur-

rent account balances that banks hold

at the central bank. This has led to

dramatic growth in the monetary

base and has slowed disinflation, per-

haps even reversing it. However, the

program has not yet solved either the 

deflation problem or the problem of

declining loans.

Economic activity has picked up re-

cently, with real GDP growing 2.7% in

2003, and the International Monetary

Fund has increased its forecast of

2004 real GDP growth from 0.8% last

September to 3.4% this March. Unlike

Japan’s two previous recoveries, this

one has benefited significantly from

net exports’ contribution to real GDP

growth. To promote export growth,

the Ministry of Finance has been sell-

ing yen through foreign exchange 

interventions. Although the yen has

appreciated against the dollar over

the past two years, it has done so less

than the euro. 

Japan’s recent growth is hearten-

ing. However, productivity growth has

fallen from the levels reached in the

late 1980s and early 1990s, and hours

worked have generally been declining

over the past 14 years. The Organisa-

tion for Economic Co-operation and

Development now forecasts that

hours worked in 2003–08, adjusted

for cyclical factors, will fall 0.3% annu-

ally, and that during this period, Japan

will have the lowest potential GDP

growth of any country in the OECD.

This underscores the importance of

success with structural reforms and

antideflation strategies to the nation’s

growth prospects.
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MONETARY AGGREGATE

Monetary base

Current account reserves
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