
The all-out efforts by the
go vernment of Japan to fix
the country’s Non Pe r f o r m i n g

loan (NPL) problem in recent years
finally seem to be paying off. That
said, the costs associated with
resolving the mountain of bad debt
has pushed Japan’s fiscal situation
into its worst condition since the
end of World War II.

As a result, Japanese
policymakers will have to gr a p p l e
with how to maintain a balance
b e t ween financial restructuring and
the necessary reform of the social
security system, and local go v-
ernment finances. Nippon
K e i d a n ren, the Japan bu s i n e s s
federation, believes the key to
economic health lies in a sub-
stantial, phased increase in the
consumption tax.

NPL Problem Ending
The proposed bu d get for 2004 is

c u r rently under deliberation in the
Diet. Assuming easy sailing, the
l e g i s l a t u re will appro ve the bu d ge t
by the end of March 2004, and it
will go into effect the following
month (Japan’s fiscal year begins
April 1st).

The go ve r n m e n t ’s Council on
Fiscal and Economic Policy publicly
releases its “Basic Policy” statement
e very June, which marks the starting
point for debate on the following
y e a r ’s bu d get proposals. Just two
years ago, the “Basic Policy 2002”
identified NPLs as Japan’s top
priority and set forth a number of
m e a s u res to be taken.

But the following year’s Basic
Policy report, released in June
2003, simply stated “the bad debt
issue will be brought to an end in
2004.”  The very fact that measure s
related to bad debts we re bare l y
worth mentioning in the Basic
Policy report – and hardly debated
by the ruling parties and go v-
ernment – is a clear and we l c o m e
indication that the NPL issue is no
l o n ger seve re .

Indeed, the actual funding
support provided by the Deposit
Insurance Organization of Japan to
financial establishments peaked
after reaching approximately ¥6
trillion in the year 2000. The actual
f i g u re for 2002 was only half (¥3.15
trillion) of that of the peak year.

Since the establishment of the
Deposit Insurance Corporation of
Japan eleven years ago, some ¥25
trillion in public funds have been
d i s bursed to rescue tro u b l e d
financial institutions. But those
outlays seem to be gr a d u a l l y
d e c reasing, and it seems the go v-
ernment will meet its ambitious tar-
geted date – the end of 2004 – for
the shedding of Japan’s bad debt.

Worsening Fiscal Situation
In recent years, many have

a d vocated fiscal expansion,
including public works, to
jumpstart economic growth. The
Japanese go vernment has agre e d
and has poured huge amount of
public funds to deal with the bad
debt problem. As a result, Japan’s
fiscal deficit has reached its highest
point since the end of World Wa r
II, which has only been exacerbated
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by the long-term recession that
started in 1991.

The go vernment of Japan is
becoming acutely awa re of the
d a n gers associated with the
issuance of new national bonds.
Last Nove m b e r, for the first time,
the Finance Ministry’s Fiscal System
Council acknowledged fiscal peril
in its “Proposals Concerning
Fo r mulation of the 2004 Budge t , ”
by stating that, “Together with the
d e c reased savings rate, the
i n c rement in the issuance of
national bonds threatens the
c redibility of the national bond
system and may invite hikes in
i n t e rest rates beyond what could be
expected from the economic
situation.”  The Finance Ministry,
a l ways quick to challenge fore i g n
rating organizations for their
reductions in the ratings of
Japanese bonds, has finally been
f o rced to admit the possibility of
the degradation in their value and
the dangers of “crowding out.”

With the strong progress been
made in dealing with the ove r h a n g
of bad debt, Japan’s economy is
gradually re c o vering and there are
indications that the corporate
s e c t o r, in particular, will exhibit a
heavy demand for capital this year

and next. But if a large - s c a l e
issuance of new bonds continues,
i n t e rest hikes might be a most
undesirable by-product, which could
push Japan’s economy back into
recession once again. Accordingly,
the Koizumi go vernment has stated
that a “re c o very in the primary
balance” by 2013 is the most
important financial policy issue
facing Japan.

H o we ve r, as an indication of the
heightened dependence on public
bonds, of the ¥82.1 trillion in
e x p e n d i t u res in the bu d get pro p o s a l
for the 2004, the “primary balance”
deficit is a projected ¥19 trillion
( J a p a n ’s fiscal deficit now stands at
¥36.6 trillion), indicating virtually
no impro vement. Thus, the route to
re c o very remains unclear.

Some comparison may be
i l l u s t r a t i ve. The fiscal health of US
Federal and state go vernments has
deteriorated along with that of
J a p a n2. But the United States
i m p ro ved its financial health during
the 1980s and 1990s by boosting
re venues and reducing spending (a
combination of imposing spending
caps and adopting a pay-as-you-go
policy). There are many lessons
that Japan, which must re s o l ve its

h u ge primary balance deficit, can
learn from the United States.

Japan’s Aging Society
J a p a n ’s depressed birth

rate/aging society is advancing at
the wo r l d ’s fastest pace, with the
resultant financial burden expected
to increase exponentially. Of
publicly-funded pensions, half of
the basic portion will be pro v i d e d
f rom the national tre a s u r y. And 50
p e rcent of the costs of medical care
for senior citizens aged more than
75 will be cove red from public
f u n d s .

In the future, when Japan’s baby
boomer generation re a c h e s
re t i rement age (around 2009), the
financial burden is expected to
i n c rease rapidly. Policymakers mu s t
begin to grapple now with the
painful choices of how to pay for it.

Local Government Finances
In Japan, the perc e n t a ge of

funding provided by the central
go vernment to local go vernments is
quite high. Of the ¥86.2 trillion in
local go vernment income, ¥32.2
trillion comes from local tax
re venues, ¥15.1 trillion fro m
municipal bonds, and ¥6.9 trillion
f rom other sources. And fully 37
p e rcent (¥32 trillion) comes fro m
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2 The ratio of income/expenditures of the national and local go vernments, compared to the GDP, is 6.8 percent for Japan and 6.9 percent for the United
States as of the end of 2004, demonstrating the worst numbers among the G7 countries.
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the national go vernment in the form
of allocations to mu n i c i p a l i t i e s ,
grants (a so-called “local allocation
tax”) and subsidies (a so-called
“local transfer tax”).

The goal of the Koizumi
administration is to incre a s e
financial support to local
jurisdictions, not only to incre a s e
the discretion of local go ve r n m e n t s ,
but more importantly, to return to
discipline in local finances. As a
symbol of reform, a shift of tax
collection from the central to
localities (either by allowing local
go vernments to capture some tax
re venue now collected by the central
go vernment or by providing local
go vernments with new sources of
tax re venues) is under
c o n s i d e r a t i o n .

Japan’s Consumption Tax
Financial demands including

i m p ro vements to expenditure /
income ratios, dealing with an
aging society, local financial
reform, and other significant chal-
l e n ges will dominate political
decision-making for the next 20
years. While reducing expenditure s
and reviewing social security pay-
ments is obvious, consideration of
m e a s u res to increase re venues will
also be necessary.

But under the Japanese
go ve r n m e n t ’s present income

s t r u c t u re, the income tax and the
corporate tax are at an unre a l i s t i-
cally low 10 percent level of
receipts. To maintain corporate
international competitiveness, an
i n c rease in corporate taxes is out of
the question. More o ve r, measure s
to increase income by depending
only on the income tax, as in the
United States, will not be sufficient
to meet the financial demands
described above. The appro p r i a t e
a l t e r n a t i ve is a gradual increase in
J a p a n ’s consumption tax.

In the US, state taxes are
imposed on retail sales but the rate
is virtually at the same level as
J a p a n ’s 5 percent. In the EU
countries, where the aging of the
population is advanced, a va l u e -
added tax (VAT) of 15 – 25 perc e n t
has been introduced. In aging
societies, in which senior citizens
should help with the tax re ve n u e s ,
a high expectation is placed on the
consumption tax. 

If the consumption tax is
established as a source out of which
the central go vernment can pay for
looming social security costs and
support local go vernments, Japanese
citizens will find it easier to accept.

That said, incrementally raising
the consumption tax rate presents a
number of issues that must be fully
c o n s i d e red. First is the impact on

consumption itself, including a
n e ga t i ve effect on the ove r a l l
e c o n o m y. A rapid increase in
taxation will pour cold water on
enthusiastic consumption, acting as
a shackle on economic growth. Thus
the timing of any increase is
i m p o r t a n t .

M o re o ve r, a consumption tax is
i n h e rently re gre s s i ve. Lowering the
tax rate on food items and some
kinds of subsidies for child-re a r i n g
households will be essential to
helping boost Japan’s birth rate
(which stands at a dismal 1.3
p e rcent). Disincentives to child-
rearing households should be
a voided at all costs.

Fi n a l l y, people are suspicious of
big go vernment. If the consumption
tax increases in parallel with
expanding financial demands, it will
p a ve the way to a large go ve r n m e n t .
In light of intensified international
competition, the status of “big
go vernment as a big burden” is
clearly disadva n t a geous from the
standpoint of the promotion of
industrial progress. 

Kiyoaki Fujiwara is the Fi s c a l
Policy Group Manager of Nippon
K e i d a n re n ’s Economics Po l i c y
B u reau. He can be reached at :
k i y o a k i f @ k e i d a n re n . o r. j p
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The overall US-Japan bilateral
relationship is re a s s u r i n g l y
s t rong and healthy in

economic and political arenas, bu t
security challenges may loom large
for leaders of both countries during
the coming year.

On the economic front, the
p rospect of a dual re c o very of both
economies could re v i ve the
c o m p e t i t i ve frictions of the past.
And though there are few bilateral
trade irritants, the dollar- y e n
e x c h a n ge rate could become a
contentious issue if the United
States allows a somewhat we a k e r
dollar to support its own re c o ve r y
while Japan pursues a counter-
policy of export-led growth on the
back of the yen.

T h e re could be political change s
too, as both countries will hold
national elections in 2004. All US
p residents and Japanese prime
ministers value the bilateral
relationship, of course, but Bush
and Koizumi have formed a close
personal bond which has
a p p reciably strengthened since
September 11, 2001.

But it is on the security fro n t
w h e re the momentum of change
could produce the most dramatic
c h a n ges for the relationship in
2004 and beyond. Late last year,
Japan announced its decision to
participate in ballistic missile

defense with the United States and
committed elements of its Air and
G round Self-Defense Fo rces to
Iraq. These steps continue a
transformation of Japan’s security
p o s t u re begun years earlier. Japan
has maintained a Maritime Self-
Defense Fo rce oil tanker and
s e veral destroyers in the Indian
Ocean to directly support US and
British operations in Afghanistan,
as well as indirectly in Iraq since
N o vember 2001.

But domestic criticism for this
e n ga gement is misplaced – for
Japan to help its allies in the Gulf
region is not in any way a slide
down a slippery slope towa r d s
militarism. Rather, the actions are a
fairly limited and pragmatic
Japanese response to direct and
i n d i rect threats to its own security.

The Menace of North Korea to Japan
Beyond the global threat posed

by terrorism, Japan is also
t h reatened by a more pro x i m a t e
t h reat, the Democratic Pe o p l e s

Republic of Korea (DPRK), ruled
by the enigmatic Kim Il Jong. Many
experts believe North Kore a
maintains a force of appro x i m a t e l y
200 Nodong missiles, most of
which are hidden in caves bu t
which can be rolled out quickly and
capable of hitting virtually any
t a rget in Japan with conve n t i o n a l ,
chemical, or biological, if not
nuclear weapons, in a re l a t i ve l y
brief period of time.

North Korea is a failed state
economically which almost
certainly will be unified someday
with South Korea under the latter’s
leadership. But there is a risk that,
unlike the similarly failed state of
East Germany, North Kore a ’s
military leaders might choose to
commit a spectacular mass suicide,
rather than submit to a political
demise. National suicide would end
the regime of the DPRK, but in
doing so, could cause hundreds of
thousands or even millions of
Japanese casualties if missiles we re
lobbed over the border.

“But domestic criticism for engagement is misplaced – for

Japan to help its allies in the Gulf region is not in any way

a slide down a slippery slope towards militarism. Ra t h e r,

the actions are a fairly limited and pragmatic Japanese

response to direct and indirect threats to its own

s e c u r i t y. ”
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Deterring North Korea might be
harder than was to contain the
former USSR – Soviet leaders we re
no friends of Japan or the US, of
course, but at least they
understood the deterrent capability
and responded in ways the We s t
c o m p rehended. Nor does China
seem to pose an explicit and
a g gre s s i ve threat to Japan, even if
its leaders express little
a p p reciation for Japan’s ge n e ro u s
annual Overseas Deve l o p m e n t
Assistance (ODA) and its lack of
nuclear capability. But the
a l t e r n a t i ves to deterring North
K o rea are virtually non-existent.

North Korea has alwa y s
dismissed South Korea as a
“puppet state of America.”  But
rather than present a united Japan-
US front to pre s s u re Pyongyang to
deal directly with Seoul as a price
for economic assistance, the US,
particularly during the Clinton
Administration, granted North
K o rea unprecedented direct access
to negotiate with Washington. Eve n
when North Korea fired a missile
o ver Japanese territory in August

1998, the Clinton Administration
met in New York with DPRK
officials several days later and
e n c o u r a ged Japan to speed up its
payment for the construction of
nuclear reactors in North Kore a .

The Bush Administration has
not taken steps to effect a re g i m e
c h a n ge in North Korea as it did in
Iraq. But re c ognizing the dange r
posed to Japan if left alone too
much longe r, Bush included North
K o rea on his “axis of evil,” list and
has insisted to China, Russia,
North and South Korea that Japan
be included as a member of six-
party talks. And he has told North
K o rea it must re s o l ve the abductee
issue and allow abductee family
members who are still in the DPRK
to leave .

By ge ographical happenstance,
Japan is located very close to thre e
n u c l e a r-armed nations that have
been historically hostile.
A c c o r d i n g l y, the Koizumi Cabinet
has decided to pursue missile
defense cooperatively with the
United States – not to achieve
o f f e n s i ve superiority to Russia,

China or to North Korea, but to
p rovide Japan a minimal level of
what must be characterized as an
e x c l u s i vely defensive capability
a gainst an incoming missile attack.
To label this capability as
“ o f f e n s i ve” or “destabilizing” is
grossly inaccurate. Indeed, it wo u l d
be more accurate to say that
J a p a n ’s leaders would be
i r responsible if they did not take
this rather minimal defensive
a c t i o n .

J a p a n ’s Role in Afghanistan and Iraq
The deployment of Japanese

f o rces to the Indian Ocean since
late 2001 and to Iraq beginning
this year has been welcomed by
US. But it is misleading for some
in Japan to point to the
deployments as evidence that
Tokyo is one of Wa s h i n g t o n ’s
“best” allies. While dispatching
Self-Defense Fo rces (SDF) far
beyond Japanese soil constitutes a
giant step for Japan, the
commitment is quite minimal by
international standards.

M o re importantly, these are still
actions of “rear area support”
(koho shien). Since 2001, the
Maritime Self-Defense Fo rce has
been tasked with refueling US and
British warships. This is a gre a t
assistance but, unlike the US and
British carriers, the Japanese ships,

Continued on page 6

“To label missile defense cooperation as “offensive” or

“destabilizing” is grossly inaccurate. Indeed, it would be

more accurate to say that Japan’s leaders would be

i rresponsible if they did not take this rather minimal

defensive action.”
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which are located in re l a t i vely safe
a reas, are not allowed to fight
unless directly attacked. The Air
Self-Defense Fo rce units will carry
Japanese soldiers and equipment to
Iraq and the soldiers deployed will
not be there to militarily enga ge
but instead to help with the Iraqi
reconstruction. Indeed, Japanese
f o rces are supposed to withdraw if
their environments become too
d a n ge ro u s .

Washington is well awa re of the
limitations under which the
Japanese forces will operate. And
while this limited assistance is
s i n c e rely appreciated, it does not
go unnoticed that British,
Australian, Polish and other
go vernments have put their young
men and women directly in harm’s
way as part of the fight aga i n s t
international terro r i s m .

Has Koizumi Acted 
Illegally or Unwisely?

The commitment of SDF to the
Gulf has been portrayed by the

remnants of the old Japan Socialist
Party and some in the media as
i l l e gal, and by the major opposition
Democratic Party of Japan and eve n
by some in the ruling Liberal
Democratic Party as, at the ve r y
least, politically unwise. But Prime
Minister Koizumi and his Cabinet,
maintained in power by a coalition
b e t ween the LDP and Komeito
p a r t y, have acted realistically and
p r a g m a t i c a l l y, not slavishly
obedient to the US.

To the contrary, Koizumi has
done what many of his LDP
p redecessors have done –
maintained close relations with the
United States, not only because he
has a personal affinity for George
W. Bush (after all, he likes Russia’s
Putin and China’s Hu Jiangtao too)
but because it is in Japan’s national
interest to do so. Success is not
a s s u red but the alternatives are
much wo r s e .

If the policy fails, Koizumi might
fail politically. But far wo r s e ,

J a p a n ’s security might be seriously
c o m p romised. If it succeeds, Japan
can continue to live in peace and
continue to reform and re build its
e c o n o m y. In either case, as Japan
goes, so goes the US in the Asia-
Pacific region. 

The cautious steps undertaken
by the Koizumi cabinet are prudent
and support the broad objectives of
the bilateral security re l a t i o n s h i p .
G i ven the alternatives, Koizumi’s
decision is both wise and
reasonable, and the outlook for
US-Japan relations in 2004 is
p ro m i s i n g .

Jim Auer is Director of
Vanderbilt Unive r s i t y ’s Center for
US-Japan Studies and Cooperation.
Any followup to this article should
be directed to the Center’s Senior
Fe l l o w, Michael Chinworth, at
m i c h a e l . w. c h i n wo r t h @ va n d e r b i l t . e d u
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Revitalizing the WTO Negotiations
Nippon Keidanren Position Paper, January 2004

The success of the curre n t
round of WTO nego t i a t i o n s
(the Doha Deve l o p m e n t

A genda) is essential for the wo r l d
economy to grow and for
d e veloped and deve l o p i n g
countries alike to maximize their
national we l f a re through the
i m p ro vement of the bu s i n e s s
e n v i ro n m e n t .

Nippon Keidanren supports
Japan’s multi-layered trade policy
through bilateral and regional
liberalization in parallel with
multilateral liberalization, and at
the same time recognizes that
the multilateral approach based
upon the WTO is the foundation
of the international trading
system. We strongly urge the
WTO Members to bring the
negotiations back on track.

Learning from the failed Cancun
Ministerial conference (September
6-10, 2003), WTO members need
to continue their efforts to
accelerate the negotiations with
new ideas and flexibility. Urge n t
steps are clearly needed, especially
in light of the fact that the General
Council meeting in December
2003 postponed substantive
n e gotiations to another day.
K e i d a n ren favors the resumption of
W TO negotiations immediately
based upon the ‘Derbez Text’ that
was proposed in Cancun.

Nippon Keidanren believes that
in order to make progress, it is
essential to advance the nego t i a-
tions on agricultural and to re s o l ve
the issues critical to deve l o p i n g
countries. We urge WTO members
to make every effort to achieve this
worthwhile go a l .

Nippon Keidanre n ’s WTO Priorities
Success in the WTO is best

a c h i e ved by pursuing the
following priorities:

• Improving market access for
n o n - a gricultural pro d u c t s
( f o r mulas should apply to all
Members and adoption of
sectoral approaches in
conjunction with these
f o r mu l a s ) ;

• Launching negotiations on trade
facilitation and concluding
within the timeframe of DDA ;

• Promoting trade in services
n e gotiations (submission of the
initial offers, improving sub-
stantially the level of natural
t reatment and full liberalization
of market access, liberalization
of the movement of natural
p e r s o n s ) ;

• Improving antidumping agre e-
ments (concrete progress on
the negotiations need to be
re a l i z e d ;

• Liberalization and deve l o p m e n t
of rules and commitments
re garding IT and e-commerc e .

Nippon Keidanren believes that
the establishment of clear and
c o m p re h e n s i ve rules for fore i g n
i n vestment within the WTO is
important. But pragmatic
a p p roaches related to the
c i rcumstances of the nego t i a t i o n s ,
including the consideration of
plurilateral agreements by inter-
ested major developed and deve l-
oping countries, should be seri-
ously examined.

We urge the WTO members to
remain committed to the deadline
of January 1, 2005 with a single-
undertaking formula. We will
continue to positively cooperate
with the Japanese go ve r n m e n t ,
go vernments of other members
and industries all over the wo r l d
to enable the negotiations to
p roceed and reach a successful
conclusion. 

For more information about
Nippon Keidanren, the Japan
Business Federation, and other
position papers on domestic and
international issues, please see
h t t p : / / w w w. k e i d a n re n . o r. j p /
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The 2005 World Expo will be
held in Aichi, Japan from Marc h
25 to September 25, 2005.

The theme – Nature ’s Wisdom
– is intended to fuse Asia’s
traditional wisdom with modern
science and technology to cre a t e
a better world where humankind
and nature can co-exist in
h a r m o n y.

So far, 125 countries are re g i s-
t e red to participate in the 2005
World Expo, including the United
S t a t e s .

M o re information on the Expo
2005 in Aichi, Japan can be found
at: http://www. e x p o 2 0 0 5 . o r. j p / e n /

Some 15 million visitors fro m
Japan and around the world are
expected to attend.
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E d i t o r, Valerie Ploumpis
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1900 K Street NW
Suite 1075

Washington D.C. 20006
202 293-8430

w w w. k k c - u s a . o rg

Keizai Koho Center (KKC) is an
independent, non-profit orga n i z a t i o n
designed to promote the understanding
of Japan’s economy and society at home
and abroad. Its financial re s o u rces are
d e r i ved entirely from the private sector.

KKC fosters a deeper understanding of
J a p a n ’s basic social structure. Further-
m o re, it conducts public affairs activities
to impro ve the Japanese people’s
re c ognition of Japan’s global ro l e .

The views expressed in this newsletter
are of the contributors and do not
necessarily re p resent those of the Keizai
Koho Center.
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