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Study of Japan's M edium-Term Economic Outlook

Summary

1. Three types of production functions are commonly used as bases for measuring
economic growth potential: the Cobb-Douglas function, the CES (constant elasticity of
substitution) function, and the trandog function. We will assume an average annual
decline in labor input of 0.2% over the next five years, based on the Population
Projections for Japan compiled by the National Institute of Population and Social
Security Research, and an average capital stock growth rate of 3.6% a year, as seen
since the start of the current phase of the cycle (starting from the October 1993 trough).
We will further assume TFP of 0.9-1.3%, assuming maximum additions to the current
0.9% trend rate of 0.2 points to reflect ongoing I T-related development and another 0.2
points to reflect the benefits of deregulation. Since estimates made using the above
production functions point to elasticities of approximately 0.68 for labor and 0.32 for
capital, estimates based on the above assumptions indicate a potentia growth rate of
anything from 1.9% to 2.3%.

2. There have traditionally been two main ways in which consumption is held to be
determined. One is based on Keynes consumption function in which consumption is
determined by reference to past and current income rather than future income. The other
is based on the life cycle-permanent income hypothesis under which consumption is
held to be determined by reference to current and future income. Earlier case studies
have not produced any firm conclusions as to which of these hypothetical models
represents the main determinant of consumption in Japan. However, any projection of
Japanese consumption over the next five years or so must also take account of factors
such as the long-term weakness of the Japanese economy, fiscal trends, the non-
performing loan problem, and the uncertainty of Japan's economic prospects. When
these factors are taken into account, consumption seems most likely to be determined on
the basis of liquidity constraints and the like, and we consequently expect it to recover
only slowly.

3. To increase Japan's potential future growth rate, we must clearly boost the
productivity of both labor and capital. Japanese labor productivity grew at an average
rate of 1.1% a year in the 1990s while that of the US rose to 2.2% a year on average in
the second half of the decade. One factor underlying the gap between Japanese and US
the labor productivity is the productivity of capital. The average vintage of Japan's
capital equipment has increased, thereby reducing added-value output per unit of capital
stock. Any increase in productivity from this point on will thus be conditional on
enhancing the quality of the capital stock, the emergence of benefits of the IT revolution,
and management reform involving, among other things, the flattening of corporate
structure.

4. From a cyclical standpoint, we expect capex to shift leftwards (indicating a reduction
in investment vis-avis the capital stock) reflecting declining corporate growth
expectations. The tendency for industry to become polarized into IT-related industries
and other industries will probably bring capex to a standstill. The most significant single




determinant of capex is cash flow and if corporate earnings slow as expected, the effect
could well be negative. However, once account is also taken first of the rising trend of
the capital coefficient, due to the growing proportion of capital being invested in labor
substitutes and the sluggish pace of technical progress, and second of the growing
demand for replacement investment due to the increasing vintage of Japan's capital
stock (approximately 11 years), we expect capex to increase gradually.

5. The structure of the labor market is continuing to change. The UV (unemployment-
vacancy) curve clearly shifted upwards to the right in the second half of the 1990s
resulting in the emergence of mismatch in the supply and demand for labor (failure of
increases in the vacancy rate to induce declines in the unemployment rate). A
breakdown of the unemployment rate (unemployed persons / [unemployed persons +
Employed persons]) by reference to the UV curve of the time suggests that about 1.7 of
the 5.7% of employees out of work could have been jobless due to UV mismatches and
that mismatch-related unemployment has been on the increase for the past two years or
so. From here on, unemployment due to UV mismatching, as symbolized by the human
resource shortfall in the IT industries, could well drive the unemployment rate higher.

6. There is aso now a growing consensus in Japan in favor of correcting the fiscal
deficit and the Cabinet has publicly committed itself to capping JGB issuance at 30
trillion yen. A breakdown of the fiscal balance into its cyclical and structural
components shows the bulk of the deficit to be structural. Under the circumstances, it is
difficult to see how an increase in economic activity could generate much improvement
in the fiscal balance, and there is thus a clear need for reform. The most frequently cited
yardstick of improvement in the fiscal balance is the primary balance (the balance
between revenues and disbursements, excluding the costs of servicing the national debt)
but at -11 trillion yen in FY 01, thisis clearly not going to be put right overnight. We
consequently anticipate only minimal improvement in the primary balance to 2.2% of
GDP compared with 2.8% in FY01.

7. Prices are till falling, due in part to weak demand, and we expect them to continue to
do so for some time yet as the GDP gap continues to widen. Moreover, given the
potential for further UNIQLO-style supply-side expansion, we do not expect to see
domestic wholesale price movement turning positive in year-on-year terms much before
2004.

8. Two factors are expected to play an important part in the determination of monetary
policy. (1) At its March 19 monetary policy meeting, BOJ changed its operating target
from interest rate guidance to quantitative easing, thereby effectively abandoning the so-
called forward-looking monetary policy stance, whereby it had committed itself, as part
of the zero interest rate policy approach that it maintained until August last year, to
implement current monetary policy until deflationary concern was dispelled, and
replacing it with a backward-looking commitment to continue to implement current
policy until such time as the CPI (all Japan, general excluding fresh food) stabilizes at
0% Y/Y or above. (2) In its April 26 "Outlook and Risk Assessment of the Economy
and Prices" report, the prevailing view was that the CPI (general excluding fresh food)
would fall by anything from 0.4% to 0.8% Y/Y in the current year. We consequently




expect BOJ to stick with its current policy of keeping nominal interest rates around zero
while at the same time carrying out quantitative easing, and to finaly lift its zero
interest rate policy in the second half of FYO03.

9. On the non-performing loan front, our assumption is that the 15 maor banks will
gradually write off around 50% of their non-performing loans over the next seven years
or so, as envisaged by the Financial Services Agency in its earlier report to the Council
on Economic and Fiscal Policy. More specifically, the 17.4 trillion yen of non-
performing loans in the hands of the 15 major banks at end-FY 00 will be cut to 7-10
trillion yen by FY04-07. Calculations made by the Cabinet Office suggest that if
existing non-performing loans were to be finally written off over a two-year period and
new non-performing loans were to be written off over a three-year period, the number
of jobless would rise by anything from 126,000 to 185,000.

10. With the worldwide IT demand adjustment seemingly set to continue for longer than
originally anticipated, we expect the US economy to follow more of an L-shaped path to
recovery than the previously envisaged V or U-shaped path. We consequently expect
US real GDP growth to recover gradually from 1.7% in 2001 to 2.5% in 2005.

11. Assuming gradual improvement in the fiscal deficit from here on, we expect the 10-
year JGB rate to rise gradually into the upper half of the 2% range by 2005. We expect
the yen-dollar rate to remain low at around 120-135 yen to the dollar until the first half
of FY03, reflecting economic differences between Japan and the US, and thereafter to
rise to around 110-125 yen, reflecting Japan's economic recovery.

12. Under the above assumptions, our baseline scenario shows the Japanese economy
recovering gradually towards growth of 2.0% in FY05. We have aso envisaged the
following optimistic and pessimistic sub-scenarios.

Japan'sMedium-Term Growth Outlook

(%)

Fyo1l FYO02 FYO03 FYo4 FY05
Baseline scenario 0.3 0.5 15 1.8 2.0
Optimistic sub-scenario 0.3 1.0 2.0 25 3.0
Pessimistic sub-scenario 0.3 0.0 0.5 1.0 1.0
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1990

1 IT IT IT
percentage point | percentage point | percentage point | percentage point percent
a b c=a+b e=c/d
Oliner and Sichel
(1996-1999  1991-1995 ) 0.45 0.26 0.71 1.04 68.3%
Congressional Budget Office
(1996-1999  1974-1999 ) 0.40 0.20 0.60 1.10 54.5%
Economic Report of the president
(1995-1999  1973-1995 ) 0.47 0.23 0.70 1.47 47.6%
Jorgenson and Stiroh
(1995-1998  1990-1995 ) 0.31 0.19 0.50 1.00 50.0%
Whelan
(1996-1998  1974-1995 ) 0.46 0.27 0.73 0.99 73.7%
U. S. Department of Commerce, “Digital Economy 2000”
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1995

0-14 20,034 10,261 9,773
15-19 8,567 4,392 4,175 18.8 15.6 826 651 1,477
20-24 9,907 5,050 4,857 75.8 74.2 3,828 3,604 7,432
25-29 8,798 4,459 4,339 95.9 66.3 4,276 2,877 7,153
30-34 8,135 4,120 4,015 97.5 53.3 4,017 2,140 6,157
35-39 7,830 3,951 3,879 97.9 59.3 3,868 2,300 6,168
40-44 9,016 4,534 4,482 97.8 67.4 4,434 3,021 7,455
45-49 10,630 5,336 5,294 97.5 69.2 5,203 3,663 8,866
50-54 8,931 4,428 4,503 97.0 65.1 4,295 2,931 7,227
55-59 7,962 3,912 4,050 94.8 55.8 3,709 2,260 5,968
60-64 7,483 3,617 3,866 78.9 38.8 2,854 1,500 4,354
65-69 6,402 3,003 3,399 58.8 27.1 1,766 921 2,687
70-74 4,699 1,944 2,755 42.5 17.4 826 479 1,306
75-79 3,292 1,262 2,030 28.6 9.8 361 199 560
80-84 2,303 826 1,477 18.2 5.0 150 74 224
85-89 1,137 362 775 9.5 2.0 46 22 68
90-94 368 100 268
95-99 69 16 53
100+ 6 1 5
125,569 61,574 63,995 40,457.9] 26,643.2167,101.1
2000
0-14 18,602 9,536 9,066
15-19 7,482 3,832 3,650 18.8 15.6 720 569 1,290
20-24 8,536 4,376 4,160 75.8 74.2 3,317 3,087 6,404
25-29 9,903 5,049 4,854 95.9 66.3 4,842 3,218 8,060
30-34 8,794 4,455 4,339 97.5 53.3 4,344 2,313 6,656
35-39 8,112 4,103 4,009 97.9 59.3 4,017 2,377 6,394
40-44 7,789 3,922 3,867 97.8 67.4 3,836 2,606 6,442
45-49 8,929 4,476 4,453 97.5 69.2 4,364 3,081 7,446
50-54 10,462 5,225 5,237 97.0 65.1 5,068 3,409 8,478
55-59 8,723 4,287 4,436 94.8 55.8 4,064 2,475 6,539
60-64 7,688 3,721 3,967 78.9 38.8 2,936 1,539 4,475
65-69 7,094 3,348 3,746 58.8 27.1 1,969 1,015 2,984
70-74 5,892 2,665 3,227 42.5 17.4 1,133 561 1,694
75-79 4,104 1,600 2,504 28.6 9.8 458 245 703
80-84 2,583 895 1,688 18.2 5.0 163 84 247
85-89 1,506 462 1,044 9.5 2.0 60 31 91
90-94 565 143 422
95-99 117 23 94
100+ 10 2 8 0.24%
126,891 62,120 64,771 41,289.5]1 26,613.8] 67,903.2
2005
0-14 18,235 9,354 8,881
15-19 6,546 3,355 3,191 18.8 15.6 631 498 1,129
20-24 7,455 3,818 3,637 75.8 74.2 2,894 2,699 5,593
25-29 8,535 4,377 4,158 95.9 66.3 4,198 2,757 6,954
30-34 9,900 5,045 4,855 97.5 53.3 4,919 2,588 7,507
35-39 8,771 4,438 4,333 97.9 59.3 4,345 2,569 6,914
40-44 8,072 4,074 3,998 97.8 67.4 3,984 2,695 6,679
45-49 7,718 3,874 3,844 97.5 69.2 3,777 2,660 6,437
50-54 8,789 4,383 4,406 97.0 65.1 4,252 2,868 7,120
55-59 10,227 5,064 5,163 94.8 55.8 4,801 2,881 7,682
60-64 8,430 4,081 4,349 78.9 38.8 3,220 1,687 4,907
65-69 7,302 3,452 3,850 58.8 27.1 2,030 1,043 3,073
70-74 6,550 2,985 3,565 42.5 17.4 1,269 620 1,889
75-79 5,153 2,206 2,947 28.6 9.8 631 289 920
80-84 3,266 1,159 2,107 18.2 5.0 211 105 316
85-89 1,738 516 1,222 9.5 2.0 71 40 111
90-94 780 191 589
95-99 197 36 161
100+ 19 3 16 -0.20%
127,683 62,411 65,272 41,230.7] 25,999.3]167,230.1
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