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Review of fiscal 1986

Japan’s economy in fiscal 1986 (April
1985-March 1986) has been character-
ized by two distinct features: a signifi-
cant slowing of growth and considerable
divergence in performance among differ-
ent sectors.

Since fiscal 1986 when Japan’s econo-
my was still growing at a rate of 5.0%, the
nation’s economic growth has been slow-
ing down, dropping to 4.2% in fiscal 1985
and estimated at only around 2% for fiscal
1986. By sector, nonmanufacturing in-
dustries have been doing much better
than manufacturing industries, with
housing, public works, nonmanufactur-
ing capital investment and consumption
remaining relatively strong while capital
investment in the manufacturing sector
has been sluggish.

These developments in the fiscal 1986
Japanese economy can be directly traced
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to the yen'’s rapid appreciation against the
dollar and the sudden drop in oil prices
on international markets. The yen has
soared from ¥240/S immediately prior to
the Plaza Accord of September 1985 to
¥150-60/S in August 1986, an apprecia-
tion of more than 50% in less than a year.
As a result, import prices have fallen and
industries dependent on raw material im-
ports have reaped major benefits. Oil
prices also fell, from $27 per barrel in
December 1985 to only S10 per barrel by
August 1986, generating windfall profits
for electric power, gas and oil refinery
companies. Export-dependent indus-
tries, on the other hand, saw their profits
plunge as they were forced to lower their
export prices. Yet while there were both
winners and losers, the overall impact of
the yen’s appreciation has been very neg-
ative for the economy as a whole.

Forecasl for fiscal 1987

Where does the Japanese economy go
from here? Opinion is basically divided
into two camps. One view is pessimistic,
predicting that the deflationary effects of
the yen’s appreciation will continue to
spread and that things will get worse. The
other, more optimistic, view is that the
worst will be over by the end of this fiscal
year and that things will be looking up by
the start of the new vear. There are so
many factors, domestic and internation-
al, to consider that it is difficult to say
who is right. Nevertheless, it is worth
looking at the main factors that will come
into play, including world economic
trends, particularly U.S. economic
trends, oil price movements and currency
exchange rates.

The world economy

The Japanese economy has always
been especially sensitive to the American
economy and other fluctuations in the
world economy. In the United States,
forecasts for 1986 had been somewhat

optimistic, assuming that the dollar’s de-
valuation would boost exports and that
lower interest rates would stimulate capi-
tal investment and housing starts for 4%
economic growth overall. However, ex-
ports have not increased and capital in-
vestment remains sluggish. American
economic growth is unlikely to exceed
2.5% in 1986, and this sluggishness may
well continue into 1987. Consumption
was strong in 1986, but this was largely
because of excessive expansion in con-
sumer credit, and 1987 is likely to see con-
sumption growth stymied. With heavy
deficits in both its international balance
of payments and the federal budget, there
is little the U.S. government can do to
stimulate the economy. There is thus
little reason to hope that the Japanese
economy will be able to ride the Ameri-
can economy’s coattails to recovery.
What of the other major economies?
Last year (1986) was a fairly good year for
the nations of Europe, and their expan-
sion is likely to continue into this year.
There are also strong expectations of ro-
bust growth in the Southeast Asian coun-
tries. Both lower oil prices and the yen’s
strengthening against the dollar (and dol-
lar-linked currencies) have proved major
stimuli for South Korea and Taiwan, and
these economies are expected to show
1986 economic growth rates of 10% and
9%, respectively. In 1987, it is predicted
that this economic recovery will spread to
Hong Kong, Malaysia, Singapore and
Thailand as well. Even in China, handi-
capped as it is by its lack of foreign cur-
rency, the latter half of 1986 was a time of
renewed economic vigor; and the Soviet
economy is shaking off its lethargy under
the leadership of Mikhail Gorbacheyv.
Still the world economy is a mixed bag,
and there are numerous causes for con-
cern. The American economy is in the
doldrums, the drop in oil prices has
crippled the Middle Eastern economies,
and little improvement has been seen in
the developing countries’ external debt

service problems. In fact, the inability of
some Latin American countries to pay
the interest on their debts, let alone the
principal, has the potential for sparking a
major crisis in international finance.
‘While the IMF has recently announced
that it expects 3.1% growth in the world
economy in 1987, a slight increase over
the 2.8% growth of 1986, I feel this out-
look is a bit optimistic. For Japan, at least,
the international environment will be
just as difficult in 1987 as it was in 1986.
Qil prices

The sudden fall in oil prices since late
1985 has been a boon to Japan, given its
heavy energy dependency on imported
oil, as the CIF price of oil imports
plunged from S27 per barrel in January
1986 to S10 per barrel by August 1986 as a
result of the price cutting that ensued af-
ter OPEC failed to establish quotas or to
coordinate production at the end of 1985.
However, these same OPEC nations were
able to reach a tentative agreement on
production quotas at their July 1986
meeting, and the price of oil has since
risen to S15 per barrel as a result.

Nevertheless, opinion in Japan is divid-
ed on whether oil prices will continue to
rise to close to S20 per barrel or whether
the OPEC agreement will come unglued
and oil prices will again slip back down to
around $10. Personally, I do not see any
major price increase for the near future,
since the industrial countries have abun-
dant oil reserves and the OPEC countries
remain at sixes-and sevens with one an-
other. Nor, however, will there be any
major deterioration in oil prices, since the
individual oil-producing countries are
likely to curtail production on their own
to hold prices stable at around S15 per
barrel for the time being.
Currency exchange rates

The dramatic fluctuations in exchange
rates were the primary cause of confusion
in the Japanese economy in 1986. After
climbing to close to ¥150/$ in early Au-
gust, the yen remained at this level
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Table1 Economic Growth over Previous Year
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through the end of October. While there
is some disagreement on whether the yen
will continue to go up or start to decline,
the majority view is that it will continue
to strengthen, primarily because of the
continuing surplus in Japan’s current ac-
count. In the six months from April
through September 1986, Japan’s current
account surplus went up to S47.3 billion,
indicating that the yen still has room to
appreciate and suggesting that the need
to reduce this current account surplus
should force the yen up some more.
On the other side are those who con-
tend that the higher interest rates in the
United States are drawing off Japan’s
surplus liquidity and that overseas fund
managers who were investing in the Japa-
nese stock market when it was rising took
their money out when the market turned
down and are now investing in the Unit-
ed States. The combination of Japanese
and foreign capital outflows to the United
States is certain, they say, to push the yen
back down. In fact, this capital outflow
did cause the yen to drop a bit at the end

12 Journal of Japanese Trade & Industry: No. 11987

of October 1986 to around ¥160/S. On
October 31, Japanese Finance Minister
Kiichi Miyazawa and U.S. Treasury Sec-
retary James Baker released a joint state-
ment saying that the yen-dollar exchange
rate had reached an acceptable level, and
this statement has been eagerly seized
upon by those who argue against further
appreciation.

Domeslic demand in
fiscal 1987

Consumer spending

Consumer spending stagnated in fiscal
1985 but picked up in fiscal 1986 to help
arrest the economy’s downswing. The re-
vival in consumer spending was largely
because real incomes rose even as the
yen’s appreciation kept prices stable.
While this increase in real incomes was
not that large in fiscal 1986, only about 4%
in nominal terms, it was significantly
more than the zero increase in the con-
sumer price index.

I believe this trend will continue into
fiscal 1987. Although it is true that the
annual spring wage increases are a major
factor in nominal income growth and that
this spring’s wage increases will probably
be held to about 3% in view of the bleak
outlook for corporate profits, the past
year’s yen appreciation should keep con-
sumer prices down, and hence real in-
come up, for at least this year. As long as
prices are stable, consumer spending will
continue to increase.

Although there is the danger that re-
cession could lead to greater unemploy-
ment and thus hold incomes to zero or
negative growth overall, it looks as
though it will be possible to avoid this sit-
uation and its consequent decline in con-
sumer spending. Shipbuilding, steel,
mining and a few other industries may
suffer from serious unemployment, but
this will be offset by increased employ-
ment in the service industries, construc-
tion and a number of other sectors to
check any majorrise in unemployment in
the nation as a whole. There is a clear
consumer shift away from tangible goods
toward intangible services, and, despite
the slump, services, construction and
other domestic market-oriented indus-
tries are hiring more people. As a result,
total employment in fiscal 1986 is 1%
more than in fiscal 1985.

Housing starts

Housing construction has long been a
fairly sluggish sector, but there was
marked recovery in fiscal 1986, with Sep-
tember 1986 housing starts up 20% from
September 1985. One major contribut-
ing factor was the concerted effort by
the government to stimulate housing
construction by, inter alia, providing ex-
panded financing from the Housing Loan
Corporation. Even before this govern-
ment effort, however, higher income lev-
els had already provoked a strong surge of
home buying among people who finally
had the wherewithal to move up to better
and more spacious housing.

The increase in rental apartment con-
struction was particularly pronounced in
fiscal 1986. Part of this, of course, was the
rebuilding of older, run-down apartment
buildings, but even more significant was
the fact that lower interest rates and pref-
erential taxation treatment made the
yield from building or buying rental prop-
erties more attractive than that from let-
ting money sit in the bank. Given that the
demand for better-quality housing is ex-
pected to continue unabated, housing
starts will continue strong in fiscal 1987.
Capital investment

Capital investment enjoyed double-
digit growth in both fiscal 1984 and fiscal
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1985 as manufacturing industries invest-
ed heavily in the plant and equipment
needed to meet increasing export de-
mand. By fiscal 1986, however, the slow-
down in exports was putting a damper on
capital investment.

This has hit manufacturing especially
hard, and manufacturing plant and
equipment investment is likely to be
down across the board, with particularly
sharp declines in machinery and steel.
Yet capital investment continues healthy
in the nonmanufacturing sector for a
number of reasons. Electric power and
gas utilities have responded to govern-
ment pleas by stepping up their capital
investment; the growing demand in real
estate has stimulated increased invest-
ment by real estate and construction
companies; and the rise in consumer
spending has spurred investments by ho-
teliers, wholesalers, retailers and other
service-related sectors.

A September 1986 Japan Develop-
ment Bank survey of capital investment
plans concluded by predicting 5.4% over-
all growth as the 12% increase in the non-
manufacturing sector more than offsets
the 3.6% decrease in the manufacturing
sector. Other surveys of capital invest-
ment plans have yielded comparable fig-
ures. I believe that nonmanufacturing
capital investment will remain stable in
fiscal 1987 while manufacturing capital
investment will begin to recover.

Reeling from the drop in exports and
the resultant profit deterioration, manu-
facturing industries understandably cut
back on capital investment in fiscal 1986.
However, these industries will have to
increase their capital investment and up-
grade productivity if they are to cope ef-
fectively with the negative effects of the
yen’s appreciation and to remain compet-
itive internationally. Capital investment
by these industries should therefore pick
up again in fiscal 1987 as money gets eas-
ier and interest rates go lower.
Inventory investment

Inventory investment was not nearly
as big a problem in fiscal 1986 as it should
have been given the economy’s slug-
gishness. Although one would expect in-
ventories to pile up with the slow sales
inherent to a recession, mining and man-
ufacturing production was down 3.0% in
August 1986 and inventories were down
1.9% in August 1986 as compared with
August 1985. In large part, this non-
ballooning of inventories was because in-
dustry had foreseen the sales slump and
cut back on production accordingly.
There is thus no need for abrupt produc-
tion and inventory adjustments and the
hard landing they would entail for the

economy. As a result, there should be a
gradual spreading of the recessionary
ripples in the latter half of fiscal 1986 and
a gradual recovery starting in fiscal 1987,
but no major fluctuation stemming from
inventory adjustment.

Trade and the

international balance

of payments
Exports

Fiscal 1986 exports did much better
than most economists had predicted they
would. Theoretically, the yen’s rapid ap-
preciation should have caused export vol-
ume to drop and should have reduced the
dollar-denominated value of Japan’s ex-
ports by the latter half of fiscal 1986 at
latest. Yet export volume was still on
the rise as late as September 1986, up 3%
over September 1985, and the dollar-
denominated value of these exports had
actually gone up by 29%. While this con-
tinued export strength helped to alleviate
the appreciation’s deflationary impact, it
also left intact the problem of Japan’s
trade imbalance.

I see four reasons why exports in-
creased despite the yen’s appreciation.

First, Japanese export products are
highly competitive in international mar-
kets, and demand is not strictly price
elastic. Consequently, it has proved pos-
sible to increase export volume even as
prices have had to be raised. Dollar-
denominated prices on Japanese exports
rose by around 20% in 1986, yet export
volumes continued to grow for such in-
ternationally popular consumer products
as automobiles and electrical appliances.

Second, Japanese companies have
been willing to cut their yen-denominat-
ed export prices in order to maintain ex-
port volume, keep their plants operating
at near capacity and hence hold down
fixed costs per unit. While dollar-denom-
inated export prices have gone up 24%,
yen-denominated prices dropped 19% in
September 1986.

Third, Japanese exports to Europe
have gone up. The European economies
are doing well and the appreciation of
the mark and other European currencies
has helped to keep Japanese exports
competitive there despite the loss of
price competitiveness in dollar-bloc
countries. In 1986, Japanese exports to
Europe increased by about 60% over the
preceding year.

Fourth, exports to South Korea and
Taiwan have also gone up. As South
Korea and Taiwan have expanded their
exports to the United States, there has

been a corresponding increase in these
countries’ demand for capital equipment
and parts from Japan. Japanese exports
to South Korea and Taiwan were up by
roughly 60% over the past year.

As a result, Japanese export volume
maintained its previous level through the
autumn of 1986 but should drop off as the
effects of the yen’s appreciation make
themselves felt. At the same time, export
profits are hurting from the roughly 20%
drop in yen-denominated export value.
Imports

The dollar-denominated value of im-
ports overall remained fairly stable
throughout fiscal 1986. There was,
however, considerable disparity by im-
port item.

Imports of manufactures were up.
Because the yen’s appreciation made for-
eign-manufactured clothing, automo-
biles, machinery, chemical products,
steel and other products cheaper, imports
of these products increased. There was
also a major increase in gold imports, but
this was a one-shot blip specifically due
to the Japanese government’s purchase
of gold from the United States for the
minting of coins to commemorate the
60th year of the Emperor’s reign.

The value of oil imports dropped
sharply by virtue of the collapse in oil
prices. Imports of other natural resources
and raw materials were also off compared
with the previous year as commodity
prices were down and import volumes
fell reflecting the economic sluggishness.
The combined effect of all of these factors
was to keep the dollar-denominated val-
ue of fiscal 1986 imports slightly lower
than it had been in fiscal 1985.
International balance of payments

With exports up and imports down,
Japan’s trade balance for fiscal 1986
threatens to end up with a surplus of
nearly $100 billion. Compounding this,
Japan’s invisible trade balance of pay-
ments deficit has shrunk.

Japan’s international balance of pay-
ments has traditionally had a surplus in
trade and a deficit in nontrade transac-
tions, but now that Japan is a major
creditor nation, interest and dividend
payments have reduced the nontrade def-
icit. The result has been a current ac-
count surplus in excess of $90 billion.

Side by side with this, there has beena
considerable capital outflow. Japanese
corporations have been channeling funds
to the United States, foreign investors
have been repatriating their money as
Japanese stock market prices fell, and
there has been increasing direct invest-
ment for overseas manufacturing in re-
sponse to the yen’s rapid appreciation.
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Table 2 Major Economic Indicators

Real gross national expenditures
Wholesale price index (1980=100)

Wage-earner income

77” e nt rate (%)

FY 1984

FY 1986
(estimate)

FY 1987

FY 1985 ()

I~ 1008 | 979 860 |
(0.3) (-2.9) (-12)

230,000

169,612 182,655 219,000
Exports (customs-clearance basis) ($ million) 5. 0}

Current account balance ($ million)

Exchange rate (yen to dollar)

90,000

Note: Figures in parentheses represent growth rate over previous year (%).

As long as the American economy re-
mains sluggish and the yen strong, ex-
ports are unlikely to increase by very
much in fiscal 1987. Imports of manufac-
tures, on the other hand, should continue
to grow. This will reduce the current ac-
count surplus somewhat, albeit by no
means eliminate it. More and more Japa-
nese companies can be expected to opt
for direct overseas investments.
Economic policies

Japanese government economic poli-
cies for fiscal 1985 and 1986 pursued
seemingly contradictory paths. While ad-
vocating austerity to rein in government
spending and reduce the national defi-
cit, the government has also endeav-
ored to stimulate domestic consumption
to reduce the international balance of
payments surplus. In fact, the priority
was on reducing the national debt, and
government spending was actually cut.
Unfortunately, the yen’s appreciation ex-
acerbated the domestic recession while
the nation’s international balance of pay-
ments surplus continued to soar. To
counter this, the government announced
in November 1986 that it would seek to
rev up the domestic economy with a ¥3.6
trillion pump-priming package. Yet of
this ¥3.6 trillion, new government bond
issues will be required for only ¥550 bil-
lion for disaster relief and ¥150 billion for
general public works; the remainder is to
come from subsequent-year disburse-
ments, local government budgets, an
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increase in funding for the Housing
Loan Corporation and additional capital
investment by the private-sector elec-
tric power and gas utilities. Expansion-
ary policies will probably continue in
fiscal 1987.

Tax policy is one of the most impor-
tant means at the government’s dispos-
al for stimulating the economy. In the
general elections for both Houses of the
Diet in the summer of 1986, the ruling
Liberal-Democratic Party campaigned
on a platform of major personal income
and corporate tax cuts. Opinion is sharply
divided, however, on how to pay for the
tax cut. Among the proposals being ad-
vanced are plans to abolish the interest
tax exemption on small-amount savings
and to introduce value-added taxes.
Thus even though personal and corpo-
rate taxes may be reduced, this would be
offset by a new value-added tax or some
other tax increase, with the result that
the package is revenue neutral and hence
stimulation neutral.

Financial policy has also been mar-
shaled to the cause of economic stimula-
tion and the official discount rate has
been lowered four times since the begin-
ning of 1986—the latest 0.5% cut taking it
to 3%, the lowest it has ever been. Al-
though the Bank of Japan had been leery
of lowering interest rates too much in
view of the liquidity-fueled rocketing
land prices and rampant speculation in
the stock market, pressure from the Unit-

ed States and fears of domestic recession
combined to push the bank to lower the
discount rate 0.5% in November 1986.

The Japanese economy
in fiscal 1987

Looking ahead, I predict that the
American economy will remain in its
present slump, oil prices will stabilize at
their current low levels, and the yen will
continue to advance against the dollar.
Given these conditions, what directions
can the Japanese economy be expected
to take?

The current recession is likely to wor-
sen in the latter half of fiscal 1986 (Octo-
ber 1986-March 1987). Export industries
will be ravaged by the yen’s appreciation,
production will be curtailed, and unem-
ployment will increase. However, the ef-
fects of the official discount rate cut and
the government’s economic stimulation
package (both November 1986) should
begin to show up in fiscal 1987. We
should also see significant benefits from
lower yen-denominated prices for oil and
other commodities. Consequently, the
recession should bottom out and the
economy pick up in the first half of fiscal
1987 (April-September 1987).

This is not to imply that there are no
problems. For one thing, Japan will con-
tinue to run a balance of payments sur-
plus and trade friction will persist. The
United States, for example, is unlikely to
stop complaining about its trade deficit
with Japan, and Japan will have to make
greater efforts to further open its mar-
kets, including agricultural products.

Another problem is that the yen’s rap-
id appreciation is forcing contraction in
shipbuilding, steel, coal and a host of
export-oriented small business sectors.
Inevitably, the massive industrial restruc-
turing that ensues will take its toll in
bankruptcies and unemployment. This
will, however, be largely offset as prices
remain stable and the terms of trade
improve as a result of the yen’s continu-
ing strength and oil prices’ continuing
weakness. There should also be a wave of
technological innovation centering on
electronics and a mushrooming of new
service industries.

With the worst over in the difficult pro-
cess of adjusting to yen appreciation by
the end of fiscal 1986, fiscal 1987 should
be a year of recovery in the Japanese
economy. While growth is unlikely to be
much more than 2.5% in fiscal 1986, it
should be possible to achieve 4% growth
in fiscal 1987. ®



