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Study of Japan’s Medium-term Economic Outlook

Abstract

1. The average growth rate of the Japanese economy for recent 10 years has been as
low as 1%. Using the recent 10-year economic data, we estimated a Cobb-Douglas
production function and calculated contributions of capital stocks, labor force and
total factor productivity to the growth. Based on the result, the average growth rate
for the forthcoming 5 years (from fiscal 2002 to fiscal 2006) is likely to be 1%. If total
factor productivity increases through technological innovations and deregulation, the
GDP growth rate will be pushed up.

2. Prices continue to be declining because of the gap between weak demand and
excessive supply, increases in cheap imported products, drops in communications
fees after deregulation and deflation of prices for assets such as stocks and real
estates. Under such circumstances, firms cannot make profits or invest in plants and
equipment, and banks cannot reduce the amount of bad loans.

3. The US economy should moderately expand by around 2% from 2002 to 2006. The
US federal budget went into deficits in 2002. The twin fiscal and current account
deficits could be a reason for depreciation of the US dollar. However, the Japanese
economy 1is sluggish, and appreciation of the yen therefore should be limited.

4. Japanese tax revenues probably will not increase so much from fiscal 2002 to fiscal
2006, assuming that tax hikes and cuts will be neutral and the average nominal
growth rate will be less than 1%. Although the Japanese government is trying to
reduce expenditures in areas such as public works, the shortfall in tax revenues
should exceed outlay reduction and the government would have to issue more than
30 trillion yen government bonds each year. Households are anticipated to buy
1ssued government bonds and the low interest rates will probably persist.

5. The promotion of research & development and deregulation expands supply and
demand in the Japanese economy. If the government decides to carry out nationwide
deregulation, it would have to change a lot of laws and rules, spending much time in
the process. It is instituting special zones for structural reforms, with respect for the
ideas of local governments. Special zones for structural reforms will be instituted
beginning in fiscal 2003. If experiments in special areas have good results and
deregulation is expanded to other areas or nationwide, the growth rate will be
pushed up. Such effects will start to appear around fiscal 2005 or 2006.



6. The growth rate of the Japanese economy is expected to be around 1% over fiscal
years of 2002 - 2005. In fiscal 2006, the effect of deregulation should surface and
increase the GDP by nearly 2%, supported by increases in personal consumption and
private fixed investment. We forecast deflation will stop in fiscal 2006. Exports will
increase constantly, assuming 2% growth for the US economy. Risk factors are:
deregulation in Japan does not progress, and the US growth rate is below 2%. In
such cases, the growth rate of the Japanese economy in fiscal 2006 will be lower and
delay recovery from deflation to later than 2006.
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