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SUMMARY

1. THOUGH FUNDAMENTALLY STRONG, THE SHORT-TERM OUTLOOK FCR THE
JAPANESE ECONOMY 1S CLOUDED BY A FALLMNG GROWTH RATE, VARFABLE
PERFORMANCE 4N WNDUSTRY AND CONSIDERABLE UNCERTAINTY ABOUT THE FUTURE
UNDER THE HdGH YEN. MR NAKASONE 1S TORN BETWEEN FOREJGN DEMANDS FOR
ACT4ON ON THE SURPLUSES, AND CRUTHCHSM FROM WITHIN THE PARTY OF HIS
WIGH YEN AND FISCAL POLFCIES. WITH THE FUTURE OF THE MAEKAWA

REPORT SOMEWHAT #N THE BALANCE, SOME ENCOURAGEMENT FROM JAPAN'S
PARTNERS TO STAY ON COURSE, AND ABOVE ALL TO INCREASE DQMESTIC

DEMAND S NEEDED TO KEEP MR NAKASONE'S AGENDA AL:kVE.

DETAIL

GROWTH

2.  JAPAN'S GROWTH RATE HAS BEEN FALLANG SUNCE MID 1985, AND
OUTPUT U THE MARCH QUARTER 1S EXPECTED TO SHOW A THIRD SUCCESSWVE
QUARTERLY DECLWNE. DOMESTHC DEMAND, PARTHCULARLY CONSUMER SPENDING,
HAS BEEN WEAK, REFLECTUNG THGHT F4SCAL POLICY ON THE ONE HAND AND
SLOW GROWTH OF REAL NCOME ON THE OTHER. THE GOVERNMENT'S TARGET OF
4% GROWTH viN_19B6-7 4§ WIDELY REGARDED AS OPTIMISTIC, EVEN AFTER
THE EFFECT OF LOWER QL AND RAW MATERIAL PRICES 4S TAKEN INTO
ACCOUNT. PRIVATE FORECASTS ARE PREDICTING ONLY 3% GROWTH % THE
ABSENCE OF FURTHER STMULATORY MEASURES. THEY BELWEVE THAT THE
DEFLAT.IONARY IMPACT OF THE YEN'S APPRECHATHON WiLL PREDOMINATE
WANITIALLY., WITH THE FULL BENEFWKTS REACHING THE ECONOMY GENERALLY
ONLY N EARLY 1987.

THE STATE OF .I:NDUSTRY

3. ALTHOUGH SOME SECTORS, NOT&BLY STEEL AND SHIP=BUILDMNG, ARE ‘N
CHRCM.IC DJFF.ICULT:IES, CORPORATE IHDUSTPY AS A WHOLE, RECORDFD HIGH
PROF TS #N 1985, BUT THESE ARE BE4NG RAPIDLY ERODED BY THE YEN'S
APPREC.ATHON. LARGE COMPANIES AN THE AUTOMOBILE AND ELECTRONIC
SECTORS ARE TUGHTENING THEMR BELTS, WHILE READJUSTING TO MUCH LOWER
PROF#T MARGINS, LOOKAMNG TO NEW, HIGHER VALUE-ADDED PRODUCTS, MORE
PROCUREMENT FROM ABROAD, DIRECT FOREGN «/NVESTMENT, AND

HOPES OF (NCREASED :INTERNAL DEMAND, THE SMALL AND MEDIUM BUS/INESS
SECTOR HAS FARED WORSE, BEING SQUEEZED BY COMPETHTHON FROM THE MiCS,
PRESSURE TO CUT THE:R PRICES TO LARGE NDUSTRIES, AND THE LOSS OF
THEIR OWN EXPORT MARKETS. US AND EC OBJECTONS TO THE PRINCIPLE OF
ADJUSTMENT ASSISTANCE TO SMALL AND MED:UM INDUQTR.GES HAVE BEEN
REGISTERED, BUT MR NAKASONE CANNOT AFFORD COMPLETELY TO NEGLECT
APPEALS FROM THIS POL:ITHCALLY SEMSITHVE SECTOR, AND . DOUBT WHETHER
WE WILL GAIX BY DWELL/WNG FURTHER OY,THIS POINT.
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EXTERNAL SURPLUSES

4, ALTHOUGH THE VOLUMES AND YEN VALUE OF EXPORTS ARE NOW
BEGINNING TO FALL, MORE NOTHCEABLY TOWARDS THE US THAN TOWARDS
EUROPE, THE GOVERNMENT ARE ACUTELY AWARE THAT THE CURRENT ACCOUNT
SURPLUS MAY WELL EXCEED DOLLARS 80 BALLION THIS YEAR. WiTH THE YEN
NOW RISING FURTHER THE FEAR S THAT DEFLATION WILL INTENSIFY,

WHILE THE BALANCE OF PAYMENTS SURPLUS N DOLLAR TERMS CONTINUES TO
GROW. SO FAR THE JAPANESE GOVERNMENT MAS DECADED THAT THE BENEFITS
OF THE FALL N THE OIL PRICES SHOULD BE DIRECTED *INTO THE DOMESTIC
ECONOMY BY ENCOURAGING REDUCTHONS <N (MMPCRT PRUCES AND ORDERING
REBATES TO CONSUMERS ON ENERGY COSTS. THOUGH AWARE OF PRESSURE,
FROM OURSELVES AND OTHERS, TO RECYCLE THE wNDFALL TOWARDS LDCS,
THE GOVERNMENT HAVE NOT YET SHOWN THEIR FULL HAND N THIS AREA.

THE EXCHANGE RATE

5. DESPTE COMPLAMNTS FROM SMALLER INDUSTRIES, THE GOVERNMENT

HAD BROAD SUPPORT N ALLOWING THE YEN TO APPRECHATE TO THE Y180
LEVEL WITHIN THE FRAMEWORK OF (I NTERNAT KONAL COORDINAT-ON SANCE THE
PLAZA AGREEMENT. THE ECONOMIC PACKAGE OF 8 APRIL WAS DESWGNED TO
SMOOTH THE TRANSITOM TO A NEW PER4OD OF STABILJTY AT THAT LEVEL.
BUT THE FURTHER STEEP R4SE +N THE LAST 10 DAYS ENCOURAGED BY
STATEMENTS FROM WASHLNGTON AND ELSEWHERE, HAS PRODUCED A SENSE

OF CRISS AND MADE THE GOVERNMENT 'S CONTROL OVER EVENTS LOOK

MUCH SHAK-FER.

THE MAEKAWA REPORT

6.THE REPORT OF THE MAEKAWA COHHhTTEE ON STRUCTURAL REFORM «N

THE JAPANESE ECONOMY WAS A SYSTEMATIC RESPONSE TO THE PROBLEM OF THE
EXTERNAL SURPLUSES AMD FOREGN PRESSURE ON A VARIETY OF FRORTS,
ALBENT CALCULATED WhTH THE SUMMLT kN MIND, MR NAKASCNE REMA.INS
PERSONALLY COMMKTTED TO kTS RECOMMENDATONS:s A NEW GOVERNMENT/LDP
COMMUTTEE TO PROMOTE STRUCTURAL ADJUSTMENT WAS SET UP ON 22 APR.L3
THE TIME TABLE FOR FOLLOWUP AND MAYBE SOME FiRST MEASURES, COULD
STILL BE ANNOUNCED BEFORE THE SUMMIT. BUT 4N THE ABSENCE OF
CONSTRUCTHVE FOREWGM PRESSURE THE PACE 1S GOING TO BE SLOW. THE
WNFLUENCE OF THE MIMMSTRY OF FANANCE kS HEAWVHLY AGAINST NEW
GOVERNMENT SPENDWNG. SUPPORT FOR THE REPORT 4N THE PARTY S LARGELY
CONFNED TO ATS GENERAL PRNCIPLES. MR ABE AND MR TAKESH(TA HAVE
KEPT SALENT ABOUT 4T, WHILE FOR EXAMPLE THERE 1S SOME UNDERSTAND:NG
OF THE NEED FOR TAXAT#ON OF SMALL SAVUNGS TO CCRRECT THE #MBALANCE
BETWEEN SAWINGS AND CONSUMPT:ION, AND SUPPORT FOR STMULATORY
MEASURES kN THE HOUSING SECTOR, PROSPECTS ARE POOR FOR ANY REAL
MOVEMENT ON AGRUCULTURAL #MPORTS, AND THERE REMAINS STRONG
RESHSTANCE TO RESTRUCTURING AND RUNDOWN OF REGIONALLY SIGNIFICANT
SMALL (INDUSTRIES. TAX REFORM |6 ADVANGING SLOWLY BUT THE NECESSARY
CHANGES wILL ONLY EEGIN TO BE IMPLEMENTED FROM APRIL 1987 AT THE
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7. FURTHERMORE, THE FACT THAT MR NAKASONE'S HOPES OF PROLONGIKG
WIS TERM OF OFF}CE ARE WHDELY ASSUMED TO BE RIDING ON AN EARLY
ELECTION FOLLOWING A SUCCESSFUL SUMMIT, HAS CAUSED THE OPPQOSING
FACTIONS (N HIS PARTY TO INTENSIFY THEIR CRITHCISM OF HIS ECONOMIC
MANAGEMENT AT HOME, AND OF HilS PROMISES TO THE OUTSIDE WCRLD TO
TRY TO FORCE THE PACE OF JAPAN'S STRUCTURAL CHANGE (My TELNO 441).
THOUGH HE STILL SEEMS TO HAVE THE Wil THATHVE, MR NAKASONE'S

ROOM FOR MANOEUVRE N THE JINTERNAT/ONAL ECONOMIC AREA 'S LESS THAN
THE EXTERNAL STRENGTH OF THE JAPANESE ECONOMY WOULD SEEM TO (MPLY.

CONCLUS:ION

8, WHATEVER MR NAKASONE'S OWN FORTUNES ONCE THE SUMMT AND ROYAL

V 6&1T ARE OVER, (/T 4§ VERY MUCH N OUR INTEREST THAT HIS PCLICJES
SHOULD SURWVE (INTO THE NEXT POLWTICAL PHASE, AND THEREFORE THAT

H1S PARTNERS SHOULD SUPPORT AND WELCOME THE LONG=TERM GOALS .IN THE
MAEKAWA REPORT. A PUBLJC COMMITMENT BY JAPAN TO REDUCE TS IMBALANCES
AND TAKE EARLY ACTUON TO #MPLEMENT PROPOSALS FOR STRUCTURAL REFORM
WOULD BE A VALUABLE OUTCOME OF THE SUMMET. TO GIVE CREDIBGLITY TO
THIS EFFORT, ACT/ION S REQUWRED ABOVE ALL TO WNCREASE DOMEST!C
DEMAND AND CONSUMPTIOM, AND FURTHER TO dMPROVE MARKET ACCESS.

MR NAKASONE MAY WELL COUNTER PRESSURE FOR SUCH ACT4CN wiTH A REQUEST
FOR MORE COORDINATED MEASURES TO STABILISE THE YEN, SPECIFIC
PRESSURE ON SHORT TERM (MPORT PROPENSITY 1S LIKELY TO BE MET wiTH
REFERENCE TO THE FAVOURABLE CLMMATE CREATED FOR-FOREIGN EXPORTERS BY

THE EXCHANGE RATE, BUT THERE WiLL BE OPPORTUNILTIES N PRIVATE

CONVERSATION FOR MENTHONNG SPECHFAICALLY EBRETISH INTERESTS
N THE TRADE AREA -

GiFFARD
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