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Assessment of Japan’s Economy and the Financial System
Economy

Our principle objective is to ensure that Japan's fiscal and monetary policies continue to be
directed at strengthening recovery. In his meeting with Prime Minister Hashimoto, the President
should emphasize that we want Japan to achieve a strong and enduring recovery and encourage
Japan to continue to keep fiscal and monetary. policies oriented to this goal.

After three years of no growth, Japan appears to be recovering. Figures for industrial
production, machinery orders, and housing starts have risen in recent months. As a result:

o Private forecasters are projecting real GDP growth of 2.0% in 1996 after estimated -
growth of 0.5% in 1995. '

o Japan’s current account surplus continues to fall. After hitting a peak of 3.2% of GDP
in 1992, the surplus is projected to fall to 1.8% of GDP (389 biltion) in 1996.

0 - Japanese imports are growing rapidly. Total Japanese imports from the world rose
14% in 1994 and 22% in 1995. U.S. exports to Japan also benefitted, up 12% in 1994
and 19% in the first ten months of 1995.

The main factor behind the recovery has been expansionary fiscal and monetary policies. In
September 1995, the government introduced a fiscal stimulus package equivalent to 1% % of
GDP. This package should provide support for the economy through much of 1996, but fall
off in the last quarter of 1996. The Bank of Japan has substantially eased monetary policy in
the last year. Three month money market rates fell 1.9% from the beginning of 1995 to
January 31, 1996. The yield on the 10-year bond fell 3.0% during the same period. The
money supply is starting to respond. In the last three months, M1 grew at an annualized
9.2% while a broader measure (M2 +CDs) rose at a2 4.8% rate.

Financial System

We have encouraged the Ministry of Finance to deal quickly and effectively with the non-
performing loans of financial institutions. In this context, we have urged them to improve
disclosure and transparency, strengthen supervision of financial institutions, and strengthen the

- capital position of banks. The President could reenforce this message with Prime Minister
Hashimoto. However, given the domestic sensitivity of this issue, the President should avoid
publicly or privately endorsing any specific approach.

The Japanese Government has taken a number of steps since July to deal with its financial
problems. In December 1995, the Japanese Government announced plans to resolve the
problems of failed financial institutions, including the housing and loan corporations (jusen),
and to improve supervision of the banking system. The proposed reforms include:
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