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Question 2   Japan’s Impending Twin Deficits 
 

Table 2: Selected economic indicators for Japan over the period 2008-2012 
Economic Indicator  2008 2009 2010 2011 2012 

GDP growth rate (%) -1.0 -5.5 4.7 -0.5 1.4 

Central government debt (% of GDP) 153.1 166.8 174.8 189.5 196.5 

Gross fixed capital formation (% of GDP) 22.4 20.8 20.0 20.1 21.1 

Exports of goods and services (% of GDP) 17.7 12.7 15.2 15.1 14.7 

Imports of goods and services (% of GDP) 17.5 12.3 14.0 16.0 16.7 

 
Figure 1: Balance on current account for Japan (US$ billion)

 
Source of Table 1 & Figure 1: World Bank 

 
Extract 5: After half a century of trade surpluses, Japan may be seeing red 
 
Japan's merchandise trade moved into the red in 2011—its first annual deficit since 1963. This 
was partly due to the earthquake and tsunami which disrupted production and exports. Imports 
were inflated by higher oil prices and larger imports of energy following the shutdown of 
nuclear-power plants.  
 
But if many plants stay closed, future energy imports will remain high. The stronger yen and 
weak overseas demand will also keep squeezing exports. The stronger yen and high corporate 
taxes are also encouraging manufacturers to shift production abroad. JP Morgan forecasts that 
by 2014, 76% of Japanese car firms' production will be based overseas, up from 49% in 2003. If 
Japan's trade deficit widens, and net income stays constant, Japan's overall current account is 
likely to be in deficit by 2015.  
 
Japan's household-saving rate has fallen from 14% of disposable income in the early 1990s to 
only 2% in the past couple of years. Firms are also unlikely to keep piling up cash as profits are 
being squeezed and they may invest more abroad.  
 
Even more worrying are the implications for financing Japan's government debt. Japan's debt 
mountain reflects low taxation as much as unsustainable spending. The government has room 
to increase taxes, particularly on consumption. If it does not act, a current account deficit and 
an unsustainably high public debt are the ingredients of a potentially lethal cocktail. 

Source: The Economist, 14 Jan 2012 
 

Extract 6: Hope for Japan, despite trade slump 
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Japan posted its worst September trade figures in more than 30 years, as the global slowdown 
and a dispute with China weighed on the world's third-largest economy. 
 
Tokyo and Beijing have been embroiled in an increasingly bitter territorial dispute over an East 
China Sea archipelago. Demand dropped for Japan-branded products including industrial 
machinery and cars, while a broader economic slowdown in China factored into the weak 
figures. Japan's top three automakers said their sales in China plunged last month, with Toyota 
posting the biggest drop of 48.9%. 
 
However, Daiju Aoki, an economist at UBS in Tokyo, said China trade was likely to turn around 
when the world's second-largest economy picks up, regardless of the diplomatic dispute. 
 
The trade slump with China also came at a time of a broader downturn. Weakness in the United 
States and Europe, two key markets for Japanese products, has also weighed, with US-bound 
exports up just 0.9% in September, while shipments to debt-hit Europe dived 21.1%.  
 
But Mr Nicholas Weindling, who runs the JP Morgan Japanese Investment Trust, says the 
Japanese economy is well positioned to take advantage of significant Asian and Pacific trading 
potential and benefits from Chinese and other emerging-market demand.  
 
“While it is still a challenging market, long-term performance in Japan remains on an improving 
trend. It has been tough for investors in Japan, but there is a group of companies in Japan 
which are very strong. It is no longer about the household names such as Sony, Panasonic and 
Sharp but new, more dynamic, companies in niche sectors such as internet shopping, sheltered 
housing, health care and robotics.” 
 
“Japan is still a world leader in areas like robotics and factory automation. Wages are going up 
in China so companies have no choice but to install factory automation,” he said. 
 

Source: The Telegraph, 22 Oct 2012 
 

Extract 7: Too early to tell if pump-priming works  
 
Japan's budget deficit in 2012 was more than 10% of GDP. But rather than rushing to reduce 
the deficit, Japan's new Prime Minister, Shinzo Abe, implemented bold economic policies, 
dubbed “Abenomics”. These include a pump-priming strategy of spending ¥200 trillion over the 
next 10 years on public works to improve disaster preparedness and more importantly to create 
jobs.  
 
Japan's central bank is also committed to raising the inflation rate to 2%. Implicit in this 
commitment is the notion that the bank will buy up as many Japanese government bonds as 
needed to reach its inflation target. In other words, the bank is prepared to print lots of money. 
And with interest rates kept low, the yen has started to weaken.  
 
The government is also attempting to promote private sector investment. These outlays can be 
stimulated by deregulation, infrastructure investment and tax incentives. Again, there could be 
some effect on greater government deficits but the government believes it would be a small 
price to pay. 
 
In short, it is hard to tell a story about how Japan will suffer as a result of the measures its 
government is taking to boost growth and create jobs. These policies are 180 degrees at odds 
with the deficit fixation that dominates US policy debates. The US have made enormous 
progress in reducing the government deficit over the last few years. The 2013 deficit, measured 
as a share of GDP, is less than 40% the size of the peak deficits in 2009 and 2010. However, 
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the sharp pace of deficit reduction might mean millions of people not having enough money to 
support themselves and properly care for their children.  
 

Adapted The Guardian, 26 August 2013 
 
 
Questions 
 

- End of Paper    - 

(a)  (i) Describe what happened to Japan’s balance on current account over the 
period 2008 to 2012.  

 

 
[2] 

 (ii) To what extent is Japan’s balance on current account affected by the 
changes in exports and imports of goods and services as shown in Table 2? 

 
 

[3] 
   
(b) Account for the change in Japan’s central government debt between 2008 and 

2012.   
 

[2] 
   
(c)  Using Keynesian analysis, explain how the change in Japan’s household-saving 

rate will affect the equilibrium level of national income.  
 

[5] 
   
(d) With reference to the data where appropriate, discuss how the Japanese 

economy might be affected by the developments in Asia. 
 

[8] 
   
(e)  Extract 7 suggests that it is too early to tell if “Japan will suffer as a result of the 

measures its government is taking to boost growth and create jobs”. 
 
In light of the risk of twin deficits, assess the appropriateness of the measures 
undertaken by the Japanese government.   
 

 
 
 
 
 

[10] 
   
 [Total: 30]
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(a)  (i) Describe what happened to Japan’s balance on current account over the 
period 2008 to 2012. [2] 

 
Japan’s current account surplus [1] decreased by about 62.5% [1].  
 
160-60/160 = 62.5% 
 

 (ii) To what extent is Japan’s balance on current account affected by the changes 
in exports and imports of goods and services as shown in Table 2? [3] 

 
Exports (as % of GDP) generally decreased more than imports (as % of GDP), resulting 
in an overall decreasing trade surplus and a deficit since 2011. As a component of the 
current account, this could have led to the overall decreasing current account surplus. 
 
However, the current account balance could have also been affected by net income 
flows and current transfers but there is no information on these components.  
 
 

  
(b) Account for the change in Japan’s central government debt between 2008 and 

2012.  [2] 
 
Extract 5 mentions low taxation rate and unsustainable government spending, 
suggesting insufficient tax revenue to finance the large and increasing government 
spending , thus resulting in an increasing government budget deficit.  This deficit has to 
be financed by borrowing resulting in an increasing government debt.  
 

  
(c)  Using Keynesian analysis, explain how the change in Japan’s household-saving 

rate will affect the equilibrium level of national income. [5] 
 
 
The fall in household saving rate suggests an increase in autonomous Cd and MPCd.  
Rise in injection increases AE   multiple increase in national income. 
Explain clearly using a Keynesian Cross Diagram or the circular flow of income model.   
 
 

  
(d) With reference to the data where appropriate, discuss how the Japanese 

economy might be affected by the developments in Asia.[8] 
 
Fall in X:  
Extract 6 - territorial disputes with China, economic slowdown in China 
Territorial disputes have led to Chinese consumers boycotting Japanese goods, 
resulting in a fall in demand for Japan-branded products.  
Economic slowdown suggests falling disposable incomes for Chinese consumers, 
decreasing their purchasing power and ability to consume goods and services including 
imports.  
 
Quantity demanded for Japan’s exports decreases at every price  fall in demand for 
exports, leading to fall in export revenue, ceteris paribus, trade deficit increases, CA 
balance worsens.  
 



 

E
fu
 
S
fr
 
C
d
le
 

 
 
In
E
A
im
c
 
S
te
C
 
In
ro
in
 
In
h
w
th
Y
 
E
in
s

EV: This is a
urther. Over

Since AD= C
rom Y1 to Y

Ceteris parib
isposable i

ess goods a

ncrease in 
Extract 6 als
As these c
mporting ro
apital good

Should futur
echnology m

CA balance 

n addition, 
obotics may
ncrease inve

ncreases in
igher emplo

will lead to c
he right from

Y3, leading t

EV: Volume
nvestors fro
mall extent

also further 
rall large de

C+I+G+X-M
Y2.  

bus leads
ncome and

and services

X and I in f
so suggests
countries in
botics and 
s will offset

re global ec
may increas
is likely to i

the rise of
y attract FD
estors’ conf

n X and I in
oyment and

capital accu
m AS1 to AS
to further im

e of I is als
om investing
.  

9732

exacerbate
ecrease in t

M, fall in X le

s to fall in 
d purchasing
s, thus mate

future: 
s that Japa
ndustrialise,
automated 
 the decrea

conomic out
se significan
mprove in f

f dynamic 
DIs as exis
fidence and

crease AD.
d higher So
mulation an
S2. There is

mprovement

o depende
g as post-ta

 

2/01/Prelim/JC2

 

ed by a stro
rade balanc

eads to a fa

real GDP 
g power. Th
erial SoL fa

 

an is likely t
, they may
technology

ase in dema

tlook improv
ntly, leading
future. 

companies
sting infrast
d expected y

. Actual gro
oL can be a
nd improvem
s potential g
ts in SoL. 

nt on other
ax profits m

2/MJC/2014

ong yen, wh
ce, large de

ll in AD from

per capita 
he average

alls.  

to benefit fr
y require m
y from Japa
and for cons

ve, develop
g to an over

 in niche a
tructure and
yields, lead

owth (real o
achieved. In
ments in sta
growth and 

r factors. H
may be low. 

ich causes 
ecreases in 

m AD1 to A

which sugg
e citizen in J

rom emergi
more capit
an. The incr
sumer good

ping countrie
rall increase

areas such
d expertise
ing to incre

output incre
n the long r
ate of techn
real output

igh corpora
AD and AS

demand fo
AD.  

D2. Real ou

gests a dec
Japan can 

ing market 
tal machine
rease in de

ds from Japa

es’ demand
e in X. Thus

h as health
e in such fi
ease in I.  

ease from Y
run, the incr
nology, shift
t further inc

ate taxes m
S may incre

5

or X to fall 

utput falls 

crease in 
consume 

demand. 
ery, thus 

emand for 
an.  

d for such 
s Japan’s 

care and 
elds may 

Y0 to Y1), 
rease in I 
ting AS to 
reases to 

may deter 
ease by a 

 
5 



 

 
 
Level  
L2 

L1 

 
E2 

E1 

 

 
M
A
 

 

  
(e)  E

m
 
In
u
 
 

Know
Expla
case m
analyt
Expla
answe
limited
econo
Up to 
Applic
about 
the ris
For co
conce

 
 

Make overal
Asia.  

Level  
L2 

L1 

Extract 7 su
measures it

n light of t
undertaken

wledge, App
in impact of
materials, re
tical framew
nation of th
er will be ve
d or only ve
omic analys

4 addition
cation of rele

the approp
sks of twins 
omparative 
epts will be s

ll judgemen

Knowledg
Explain & 
how the Ja
developm
Show an u
identify at 

uggests tha
ts governm

the risk of 
 by the Jap

9732

plication, U
f various me
elevant eco

work 
e impact of 

ery closely li
ry superfici
is.  

nal marks fo
evant econo

priateness o
deficits.  
comment b
superficial 

nt on whethe

ge, Applica
evaluate a 
apanese ec
ents in Asia
understandi
least one d

at it is too 
ment is taki

twin defic
panese gov

 

2/01/Prelim/JC2

 

Understand
easures wit

onomic conc

f at least on
ink to the te
al reference

or evaluati
omic conce

of measures

but the appli

 

er Japan is

ation, Unde
range of fa

conomy mig
a using the 
ing of impac

developmen

early to te
ing to boos

 
cits, assess
vernment.  

2/MJC/2014

ding & Ana
th due refer
cepts and a

e measure
ext and will 
e to the too

on  
epts to make
s with due re

ication of ec

 

s likely to be

erstanding 
actors (3) tha
ght be affec
context the 
ct on Japan

nt in Asia th

ell if “Japan
st growth a

s the appr
[10] 

lysis 
ence to 
ppropriate 

but the 
make 
ls of 

e judgemen
eference to 

conomic 

enefit from t

& Analysis
at contribute
ted by the 
data provid

nese econom
at contribut

n will suffe
and create j

opriatenes

Marks 
4-6 

1-3 

 
nt 
o 

3-4 

1-2 

the develop

s M
te to 

ded.  

4

my and 
tes to it.  

1

er as a resu
jobs”. 

ss of the m

6

pments in 

Marks 
4-8 

1-3 

ult of the 

measures 

 
6 


