
  
 

 

2013 Article IV Consultation with Japan 
Concluding Statement of the IMF Mission 

The economic recovery is gaining traction, driven in large part by the adoption of the new Quantitative and 

Qualitative Monetary Easing (QQME) framework. To succeed in raising growth and inflation, a complete 

package of ambitious fiscal and growth reforms is also needed. The government intends to roll out initial plans 

in these areas this summer. These plans should include a confirmation of the consumption tax rate increase 

and concrete fiscal consolidation measures beyond 2015 to secure fiscal and financial stability. Growth 

enhancing structural reforms should include deregulation in agriculture and domestic services, greater 

reliance on market-based financing for small and medium-sized businesses (SMEs), and measures to raise 

employment and reduce duality in the labor market. Taken together, a complete package of reforms could 

generate powerful economic synergies, revitalize Japan, and benefit the global economy. 

I.   AN AGENDA FOR REVIVING JAPAN 

1.      The authorities have embarked on an ambitious agenda to raise growth and 
inflation. The new policy framework (the “three arrows of Abenomics”) provides a unique 
opportunity to end decades-long deflation and sluggish growth, and reverse the rise of public 
debt. The rewards are potentially large. Higher growth and inflation would allow Japan to 
provide financial security for its aging population and rising incomes for the young. These 
benefits would also be felt abroad as concerns about Japan’s high debt would diminish and 
demand for imports would rise.  

2.      The authorities are well aware that the work has only just begun, with 
subsequent steps to be outlined in the coming months. With the economic recovery at an 
early stage and large scale monetary easing by the Bank of Japan (BoJ) underway, ambitious 
growth reforms are essential to generate a sustained rise of private investment, productivity, 
and wage growth. Equally important is the adoption of concrete medium-term fiscal reforms 
to contain risks from a sharp rise in risk premia on government bonds. A comprehensive 
effort is therefore needed to confirm the newfound optimism in the country. 

II.   OUTLOOK AND RISKS 

3.      The economy is expected to grow at a robust pace in the near term helped 
by the new policy momentum. Growth in the first quarter of this year rebounded strongly, 
led by consumption and net exports. This is an encouraging sign that the new policy 
framework is bearing fruit, although investment has yet to pick up. Growth in 2013 is 
projected at 1.6 percent and we expect activity to become increasingly private-demand 
driven, led by a recovery of exports and investment and a frontloading of domestic demand 
ahead of the 2014 consumption tax increase. Because of the rising impetus of private 
demand, growth in 2014 will slow only moderately to 1.4 percent despite fiscal consolidation 
resulting from the planned consumption tax increase and the unwinding of reconstruction 
spending. 

4.       Despite the strong start, there are considerable downside risks to the 
outlook. Disappointing growth reforms that fail to raise private investment and employment 
could weaken the recovery and slow the return to inflation. Lack of concrete fiscal measures 
to bring down public debt, or a delay in the consumption tax increase, could elevate risks of a 
rise in government bond yields, which would undermine fiscal and financial sector stability. 
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2010 2011 2012 2013 2014

Real GDP 4.7 -0.6 2.0 1.6 1.4
Total domestic demand 2.9 0.3 2.9 1.9 0.9
Net exports (contribution) 2.0 -0.8 -0.8 -0.3 0.6

Unemployment rate (percent) 5.1 4.6 4.3 4.1 4.1
Headline CPI inflation (average) -0.7 -0.3 0.0 0.1 3.0
    without the proposed consumption tax increase -0.7 -0.3 0.0 0.1 1.3

Primary balance 1/ -8.6 -9.1 -9.3 -9.0 -6.2

General Government Debt 1/
Gross 216.0 232.8 237.9 245.4 244.6
Net 113.1 127.4 134.3 143.4 146.7

External Current Account Balance 1/ 3.7 2.0 1.0 1.2 1.9

Source: Fund staff estimates.
1/ In percent of GDP.

Japan: Near-Term Projections, 2010-14
(Percentage change from the previous period, unless otherwise indicated)

Projection

External risks are also mostly on the downside and include a slowdown in emerging markets 
and protracted slow growth in Europe.  

 

 

 

 

 

 

 

 

III.   ACHIEVING A DURABLE EXIT FROM DEFLATION 

5.      We fully endorse the BoJ’s objective to raise inflation to 2 percent and the 
sweeping enhancements to its monetary policy framework. Decades-long deflation has 
steadily weakened Japan’s economic dynamism and contributed to an unprecedented rise in 
public debt. By setting a clear time frame for achieving 2 percent inflation underpinned by a 
doubling of the monetary base through a large-scale expansion of purchases of JGBs and 
private assets (commercial paper, corporate bonds, exchange-traded funds, and Japan real 
estate investment trusts) the BoJ has taken the first step for raising growth and inflation. The 
BoJ has also significantly strengthened its communication including through its forward 
guidance by announcing that it will continue with QQME for as long as it is necessary for 
maintaining the inflation target in a stable manner. Furthermore, the joint policy statement 
between the BoJ and the government will raise the effectiveness of policies, but at the same 
time the BoJ’s operational independence in meeting its mandate must remain unaffected.   

6.      Initial signs suggest that the new framework is beginning to work. Indicators 
from household surveys, business expectations, and from breakeven inflation rates all 
suggest a gradual pickup in inflation expectations, albeit still well below the inflation target. 
On the other hand, although wage bonuses have started to increase, basic wages have yet to 
rise, which is important to stimulate inflation expectations and support purchasing power 
once inflation starts to rise.  

7.      Consistent with the new policy objectives, the BoJ is taking appropriate 
steps to contain excessive volatility in the government bond market, including by 
realigning asset purchases and enhancing communication with market participants. Such 
volatility illustrates that market participants are adjusting to a new equilibrium through 
portfolio rebalancing, but at the same time face uncertainty in weighing the relative effects of 
BoJ purchases and the prospect of higher inflation down the road.  

8.      Complementary growth and fiscal reforms are essential for raising inflation 
in a durable manner. The near-term recovery and the pass-through from yen depreciation to 
domestic prices will create inflationary pressure, but the effects are likely small. Therefore, a 
robust rise in inflation hinges critically on a rise in inflation expectations, which depends not 
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Fiscal adjustment scenario4/

No adjustment scenario2/

Japan: Net Public Debt 1/

(In percent of GDP)

Sources: Cabinet Office; and staff estimates and projections.
1/ Net debt of the general government including the social security fund.
2/ No consumption tax increases but automatic withdrawal of fiscal stimulus.  
3/ Consumption tax increases to 8 percent in 2014 and 10 percent in 2015. 
4/ Policy adjustment scenario assumes a 11 percentage points of GDP improvement (baseline scenario+5½ 
points) in the structural primary balance between 2011 and 2020.

Baseline scenario3/

only on monetary easing, but also on the credibility of medium-term fiscal and growth 
reforms. Fiscal reforms are needed to provide assurances concerning fiscal and financial 
stability. Structural reforms are critical to support real incomes and to overcome structural 
headwinds from inertia in inflation expectations, rigid wages, and the deflationary effects of 
population aging. If these reforms are successfully implemented, the mission estimates that 
the BoJ could achieve its 2 percent inflation target in the near to medium-term. 

9.      The BoJ should begin planning early to address exit risks. Although risks 
appear manageable and exit is still far off, the large increase in their balance sheet puts a 
premium on strong communication during the process. 

IV.   ENSURING FISCAL SUSTAINABILITY 

10.      Fiscal risks have risen in the past year. Because of rising social security 
spending and new stimulus, long-term fiscal consolidation needs have risen. A sharp increase 
in government bond yields remains the key risk. While interest rates have remained at very 
low levels, staff estimates that deteriorating fiscal conditions could have a substantial impact 
on long-term bond yields.  

11.      Raising the consumption tax rate is an essential first step to contain the 
projected increase in fiscal vulnerabilities. The scheduled increases in April 2014 and 
October 2015 from 5 to 10 percent should 
proceed as planned because it is the 
centerpiece of the government’s strategy. 
Its implementation is critical to maintain 
confidence in the ability of the 
government to address the fiscal problem. 
Introducing multiple rates would severely 
dilute revenue gains, complicate tax 
administration, and impose a costly 
administrative burden on small and 
medium-sized enterprises (SMEs). 
Targeted transfers could be considered to 
compensate low-income households, 
facilitated over the medium term by the 
implementation of unique identification 
numbers.  

12.      To bring public debt to sustainable levels, an ambitious and concrete 
consolidation plan beyond 2015 is urgently needed. Staff estimates that over the next 
decade, structural fiscal consolidation of 11 percent of GDP is needed to put the debt-to-GDP 
ratio firmly on a declining path. The increases of the consumption tax rate to 10 percent by 
2015, together with expiring stimulus and reconstruction spending, account for about half of 
this adjustment. An additional structural fiscal adjustment of 5.5 percent of GDP after 2015 
therefore needs to be identified. While higher than expected nominal growth from a complete 
macroeconomic reform package could generate fiscal improvements, these should be saved 
to serve as a buffer against potential shocks to the fiscal position and higher than expected 
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social spending especially on health care. If these reforms succeed, an important tail risk 
would be taken off the table and economic and fiscal stability would increase globally.  

13.      Such a medium-term plan should be as growth friendly as possible. Given 
the magnitude of the needed adjustment, broadly equal efforts on both the revenue and 
spending side are needed. The fiscal reform should also encompass measures that stimulate 
incentives to work and invest, and address equity concerns. Key elements could include: 

 Increasing the consumption tax to a uniform rate of at least 15 percent, as it is a stable 
source of revenue in an aging society, one of the least distortionary taxes, and easy to 
administer. It would also be fairer than other taxes in addressing inequities between 
young and old generations.  

 Broadening the personal income tax base to raise revenue and improve work 
incentives, including by reducing exemptions for pension income and eliminating the tax 
deduction for dependent spouses. 

 Lowering the corporate income tax rate from 35 percent to improve incentives to 
invest, and reduce the payroll tax to stimulate labor effort.  

 Reducing social security spending, including by raising the pension retirement age 
over time to 67, collecting contributions from dependent spouses, and clawing back 
benefits from wealthy retirees. These savings could fund the reduction in payroll taxes 
and targeted transfers to low-income households.  

 Containing rising health care costs, for example by increasing copayment rates, 
making more efficient use of hospital resources, and relying more on generics. 

  Strengthening the fiscal framework by adopting medium-term rules to curb 
expenditure in the context of multi-year budget planning, and limiting the conditions 
under which supplementary budgets can be used so that hard-won savings cannot easily 
be spent. 

With such a plan in place, some fiscal space would be created to smooth the fiscal adjustment 
in 2014-15 should growth disappoint.  

V.   REVIVING GROWTH THROUGH STRUCTURAL REFORMS 

14.      Ambitious structural reforms are essential for the overall success of the new 
policies. A more flexible economy is needed to raise productivity and wages and to support 
the exit from deflation. It is therefore critical that the growth strategy to be unveiled in June 
focuses on creating growth opportunities for the private sector.  

15.      Reforms should build on steps already taken towards reviving Japan's 
economic dynamism. The government's participation in the Trans-Pacific Partnership 
negotiations and its plans to raise the employment of women are important and welcome 
steps. But the mission sees an urgent need to expand these efforts to create broader growth 
synergies. Important other measures include:  

 Deregulating agriculture and domestic services sectors to raise productivity and 
competition, and to encourage inward foreign investment. 
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 Enhancing the dynamism of the SME sector, including by phasing out costly 
government support measures and increasing risk capital for start-ups.  

 Implementing steps to reduce labor market duality and increase flexibility, including 
clarifying the legal framework for limited regular (“gentei seishain”) contracts. To ensure 
that greater flexibility is rewarded through new employment opportunities, 
complementary measures to strengthen job matching and support systems should be 
considered.  

 Building on the recent relaxation of immigration requirements by expanding it to 
areas where there are labor shortages, such as in long-term nursing care. 

VI.   ENHANCING FINANCIAL SECTOR STABILITY 

16.      A complete package of policies—“three-arrows”—provides an opportunity 
to further strengthen financial system stability. The FSAP Update found the financial 
system to be generally sound, but identified some key risks, in particular related to Japanese 
banks’ large JGB holdings. These holdings can decline in the next two years as QQME leads 
to a transfer of JGBs from bank balance sheets to the BoJ. In turn, this could reduce the 
sensitivity of bank balance sheets to interest rate shocks and allow them to extend more 
credit at home and abroad and raise profitability. Rising stock prices have given banks and 
insurers an opportunity to divest their equity holdings to reduce exposure to market risk. By 
solidifying financial stability, these factors would enhance the role of the financial sector in 
promoting growth. 

17.      However, the new framework also presents challenges, particularly if the 
package is incomplete. Specifically,  

 Risks to stability in regional banks could rise. Credit demand in Japan’s regions may 
be slow to pick up while narrowing net-interest margins are putting pressure on their 
profitability.  As a result, regional banks may continue to rely on interest income from 
long-duration JGBs, making them more exposed to interest rate risk. If the policy 
framework lacks credible fiscal and growth reforms, such risks could intensify. 

 For major banks, the new framework will likely encourage further overseas 
expansion. While this is a natural outcome, the new activities also add to foreign 
exchange funding risks as some banks still rely on short-term dollar funding to 
finance foreign loans. Banks should continue to mitigate these risks by raising foreign 
deposits and by issuing long-term foreign-denominated debt.  

18.      Important progress has been made in several regulatory areas in line with 
the FSAP Update recommendations, but continued efforts are needed to strengthen 
financial stability. Basel III implementation, which began in March, will strengthen capital 
standards of internationally-active banks in a phased manner.  Improvements have also been 
introduced regarding the stress testing methodology to incorporate a more thematic risk 
assessment for the banking system. Furthermore, the authorities have submitted legislation to 
the Diet on bringing large exposure limits for banks in line with international best practices 
and establishing an orderly resolution regime for financial institutions. As part of 
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international efforts, the cross-border risk monitoring arrangements with foreign supervisors 
have deepened. Building on this progress, the mission recommends:  

 A further strengthening of capital standards of domestically-oriented banks beyond 
current plans, including by reassessing the treatment of unrealized losses on security 
holdings.  

 Continued close monitoring of rising foreign-exchange funding risks for 
internationally-active banks in their overseas activities. Existing central banks swap 
arrangements provide a backstop as a last resort in case of unexpectedly large 
external shocks.  

 The solvency assessment for insurers needs to be based on an economic valuation 
such as by taking into account the full time horizon of insurance contracts. 

 Japan Post’s expansion plans into lending and other businesses warrant cautious 
consideration, given our view that its risk assessment expertise is limited in these 
areas and potential repercussions to other financial institutions.  

VII.   EXCHANGE RATE AND SPILLOVERS 

19.      The recent large depreciation of the exchange rate must be understood in 
the context of the critical and welcome effort of the BoJ to decisively exit from deflation. 
Compared to the average level in 2012, the yen has depreciated by about 20 percent in real 
effective terms by April 2013 as a result of aggressive monetary easing, higher energy 
imports, reduced safe-haven effects, and the expected widening of interest rate differentials 
with the U.S. So long as monetary easing pursues domestic goals, and is accompanied by 
comprehensive fiscal and structural reforms, we do not see the yen's current depreciation as 
problematic. Over the medium-term, once a complete set of reforms (i.e. all three arrows) are 
in place, the expectation is that the exchange rate and current account balance would move to 
levels broadly consistent with fundamentals. 

20.      A complete package of reforms will likely create positive economic 
spillovers, but near-term effects could be more mixed. Under a complete package, higher 
growth in Japan and easier global financial conditions would more than offset the effect of 
exchange rate appreciation in trading partners. Some direct competitors in export markets 
may be negatively affected, although lower import costs of Japanese intermediate inputs 
through the Asian supply chain would mitigate these effects. Capital outflows from Japan as 
a result of portfolio rebalancing could also generate spillovers, although so far there have 
been few signs of such flows. The effects of capital inflows on recipient countries depend on 
the size of countries capital markets and domestic economic conditions, particularly, whether 
they experience economic slack or overheating risks. Incomplete policies could put pressure 
on the BoJ to maintain an accommodative stance for longer, which would risk creating 
negative spillovers to the rest of the world as Japan’s growth would remain subdued and the 
exchange rate would be the main transmission channel. 

*** 

21.      We are grateful to the authorities for their generous hospitality and very 
constructive discussions. 


