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The Bank's View'
I. Imntroduction

This October 2010 issue of the Qutlook for Economic Activity and Prices (Outlook Report)
presents the outlook for Japan's economy through fiscal 2012. Before going into detail on
the outlook, the following points should ‘be noted. First, the outlook for Japan's economy,
reﬂccting economic and financial globalization, is considerably affected by developments in
overseas economies and international financial markets. Second, an assessment of the
financial environment is the key to determining the relationship between the outlook for
economfc activity as well as prices and the monetary policy. Therefore, this Outlook
Report first provides some detailed explanation of the outlook for overseas economies and
developments in international financial markets. It then summarizes the assessment of

Japan's financial environment.

As for the outlook for economic activity and brices, the Outlook Report explains the
scenario considered to be the most likely by the Bank of Japan, or its baseline scenario,
focusing on the basic mechanisms of economic fluctuations. It then presents upside and
downside risks associated with the outlook. In the current economic situation where
uncertainty is high, these risks should be appropriately assessed. Lastly, the report
describes the Bank's basic thinking on the conduct of monetary policy.

II. Overseas Economies and International Financial Markets

‘Overseas economies, which had plunged in the wake of the failure of Lehman Brothers in
autumn 2008, leveled out around spring 2009 and recovered sharply from the second half of
2009. However, the pace of growth has been slowing somewhat since summer 2010, as
invenfory restocking carried out in the early phase of economic recovery has been running
its course and the demand-boosting effects of fiscal policy measures have been waning.
Looking at developments by region, whiie the U.S. economy continues to recover at a
moderate pace, led in particular by exports, it has been on a slowing trend since around
mid-2010 mainly due to the waning effects of fiscal stimulus measures amid a lack of

momentum in private consumption and housing investment. Economic activity in Europe

! The text of "The Bank's View" was decided by the Policy Board at the Monetary Policy Meeting
held on October 28, 2010.



is recovering moderately on the whole, but there are some differences in the pace of
recovery between some countries, including Germany, allld peripheral countries. Emerging‘
and commodity-exporting economies, led mainly by robust domestic demahd, "continue to
grow at a relatively rapid pace, although it has started tjo slow somewhat partly due to the
shifting away from accommodative monetary policies. |

|
|
!

It is projected that overseas economies will grow at a sloWer pace for the time being, but the
recovery trend itself will not be interrupted, and from 2011 thé growth rate will start to
increase agaiq on the back of high growth in en?erging and commodity-exporting
economies. The growth rates of the global economy il;l 2010, and then in 2011 and 2012,
are projected to surpass the average of the high growth l;mtes recorded during the ten years
preceding the financial crisis.”> Looking at develo*‘)ments by region, emerging and
commodity-exporting economies are likely to grow at a }somewh_at slower pace temporarily
but maintain relatively high growth given that the virtu‘?us circle of growth in production,
income, and spending will be functioning amid continued robust domestic demand and

capital inflows from overseas. Specifically, the Chinese economy is likely to continue

decelerating for the time being partly due to the government's measures to restrain the

increase in real estate transactions. However, the ec%)nomy as a whole is expected to

continue showing relatively high growth due to the continued uptrend in private
|

consumption, housing investment, and investment in various infrastructures on the back of

households' higher income levels and the progress in t!ubanization. Although growth in
their exports is likely to decelerate, economic conditions in the NIEs and ASEAN countries
are likely to follow an expanding trend, led in particula; by business fixed investment and
private consumption, as capital inflows from other co;untries continue. Meanwhile, the
growth rate of the U.S. economy is expected to start inc;éasing again from 2011, as 'exports,
mainly to emerging and commodity-exporting economiies, will likely continue increasing,
and private consumption and business fixed investment iwill likely continue to recover at a

moderate pace amid a maintained accommodative monetary environment. However, the

% According to the projections for the global economy releaséd by the International Monetary Fund
in October 2010, world GDP is forecast to expand by 4.8 pei,rcent in 2010, mainly due to the high
growth in the first half of the year, which was the recovery phase following the considerable plunge.
The growth rates of the global economy are projected to be :42 percent in 2011 and 4.5 percent in
2012. The average growth rate during the ten years preceding the financial crisis -- from 1998 to
2007 -- is estimated at 4.0 percent. - |




pace of economic improvement is likely to remain moderate compared with past economic
recovery phases, with the impact of balance-sheet adjustments continuing. Economic
activity in Europe is likely to continue to recover moderately as a whole, with the rise in
exports gradually affecting domestic demand, albeit with some differences in the pace of

recovery by country.

Meanwhile, in the international financial markets, global investors have become
increasingly risk averse since sprihg 2010 as the sovereign debt problem in some European
countries including Greece has become a focus of concern and uncertainty over the outlook
for the global economy has heightened, especially for the United States, where a series of
relatively weak economic indicators have been ielgased. Consequently, credit spreads on
corporate bonds mainly in the United States and Europe have widened temporarily since
spring 2010, and stock prices in many countries including Japan have been unstable. In
the foreign exchange markets, demand has increased for the yen, which is viewed as a -
relatively safe currency, and thus the yen has appreciated. Attention should continue to be
paid to how developments in international financial markets on the back of global capital
flows will affect economic activity in Japan and abroad while taking into account a change
in investors' attitudes toward risks, amid a large difference in the pace of economic recovery

between advanced economies and emerging and commodity-exporting economies.

III. Japan's Financial Environment

Financial conditions in Japan have continued to show signs of easing. In the money
market, while the Bank is pursuing powerful monetary easing through, for example, the
virtually zero interest rate policy, the overnight call rate has remained at extremely low
levels, interest rates on term instruments have declined, and the yield curve has flattened
further. Firms' funding costs have been declining to record-low levels as issuance rates of
CP and high- and medium-rated corporate bonds have been stable at low levels and lending
rates have been on a declining trend. Firms have continued to view financial institutions'
lending attitudes as improving. As for demand for funds, firms' demand for external funds
has continued to be weak as their cash flow has increased with a recovery in profits.
Therefore, the amount outstanding of funding in the private sector, such as bank lending,
has been declining on a year-on-year basis. Firms' financial positions have continued to

steadily show signs of improvement as a whole, although there are some differences



between large firms and small and very small firms. As for the outlook, monetary easing
effects will be strengthened with the recovery in corporate profits while Japan's financial
system maintains its stability as a whole. . In the ﬂfu;ture, as the effects of the Bank's
powerful monetary easing policy spread further, an iimprovement in Japan's financial
environment is likely to be encouraged, and this is e?(pected to bolster the momentum

toward self-sustaining recovery in domestic private dem@nd.

IV. Baseline Scenario of the Outlook for Economic zt&ctivity and Prices in Japan
g

A. Outlook for Economic Activity

On the basis of the aforementioned developments in overseas economies and the financial
environment. at home and abroad, the following examiTes the scenario of the outlook for

Japan's economy considered to be the most likely by th? Bank; in other words, its baseline

scenario. |

|

With regard to the current state of Japan's economy, the economy still shows signs of a

moderate recovery but the pace is slowing down as grc%wth in exports and production- has
recently been decelerating. In the second half of ﬁscali2010, the pace of recovery is likely
to slow due to factors such as the slowdown in overseas economies and the ending of the
boost from policy measures targeted at durable consﬁmer goods, as well as the recent

appreciation of the yen. Therefore, while the growth rate of Japan's economy in fiscal

|

2010 is expected to be at a level above the potential growth rate, it is likely to be lower than

the projection in the July 2010 interim assessment.”>  After entering fiscal 2011, albeit with

some lingering effects of the yen's appreciation, the economy is expected to return to a

|

moderate recovery path, given that exports are projected to continue increasing as the

growth rate of overseas economies is likely to rise again, and that firms' sense of excessive

capital stock and labor is likely to be dispelled gradually as corporate profits improve. In

fiscal 2012, Japan's economy is expected to continue growing at a pace above its potential,

as the transmission mechanism by which the strength in exports and production feeds

through into income and spending will likely operate more effectively amid the continued

3 The downward deviation of the growth rate for fiscal 2010 from the projection in the July 2010
interim assessment is also largely attributable to statistical factors such as a smaller carry-over effect
from fiscal 2009 on GDP growth for fiscal 2010 due to the downward revision of the GDP data for
the second half of fiscal 2009. '




relatively high growth in overseas economies, eépecially emerging and

commodity-exporting economies.*

Somewhat detailed explanations of the outlook according to each of the corporate and

household sectors are as follows.

Regarding the corporate sector, since the beginning of fiscal 2010, manufacturers'
production has been increasing and their profits have been recovering rapidly mainly due to
the rise in exports and the effects of various demand-boosting policy measures targeted at
durable ﬁonsumer goods. However, growth in exports and production has recently been
decelerating mainly reflecting the shifting away from accommodative monetary policies in
emerging and commodity-exporting economies and inventory adjustments in IT-related
goods.> Through the second half of fiscal 2010, the pace of growth in exports is expected
to remain only moderate due to the aforementioned developments in overseas economies
and the effects of earlier appreciation of the yen. In addition, the expected decline in
demand following the boost from the extremely hot summer and the expiration of subsidies
fér purchasing energy-efficient cars is likely to cause a temporary decline in production.
. From fiscal 2011, as the growth rate of overseas economies starts to increase again, it is
expected that exports will regain momentum, production will return to an increasing trend,
and corporate profits will continue to improve. Against this background, firms' sense of
excessive capital stock is likely to be dispelled gradually and firms' funding conditions are
likely to continue improving partly due to the spread of powerful monetary easing;

consequently, business fixed investment is expected to generally continue to pick up, such

4 Japan's potential growth rate during the projection period is estimated to be "around 0.5 percent” if
a certain method based on the production function approach is used. However, the estimate of the
potential growth rate is subject to a considerable margin of error, given that the estimation largely
depends on the specific estimation methods employed and that it is difficult to recognize the final
figures of important variables such as capital stock and labor input until ex post data are
accumulated.

> As a result of the revision to seasonal adjustments carried out in April 2010, it is likely that a
portion of the significant drops in production in the October-December quarter of 2008 and the
January-March quarter of 2009 is recognized‘as seasonal rather than actual movement. Such a
seasonal adjustment method would push up future growth rates for the October-December and
January-March quarters, whereas it would push down those for the April-June and July-September
quarters. The assessment presented here on the future trend of production developments is in actual
terms and excludes the effects of the seasonal adjustment method.



as in terms of the anticipated increase in replacement inviestment that had been restrained:in
recent years.® As for the nonmanufacturing firms, he effects ‘of the. improvement :in-
manufacturers' business performance have started to j;ill over gradually, and therefore
corporate profits and business fixed investment in these firms are expected to: pick -up

moderately.

As for the household sector, the unemployment rate hrs been on a declining trend with’
some fluctuations since summer 2009, but has remaiFed high compared with the past
average. On the other hand, the number of employees ihas begun to see a halt to declines
on a year-on-year basis. As for wages, overtime payTucnts have. continued to rise on a
year-on-year basis and special - payments, reﬂectin;g an improvement in. business

performance, have surpassed the previous year's level., Against the background of such

employment and income situation, private consumption has been picking up. In the. first
half of fiscal 2010, the effects of various policy meas}L.lres targeted at durable consumer
goods and of the extremely hot summer boosted househcjld spending. In the second half of

fiscal 2010, as those effects will wane, private consumption is likely to weaken temporarily.
From fiscal 2011, the employment and income situation-{is expected to follow an improving
trend, together with the improvement in corporate pl]?ofits and recovery in production. .
Consequently, it is likely that private consumption will prk up again and the momentum for
its self-sustaining recovery will gradually build toward the latter half of the projection
period. Meanwhile, housing - investment, which hjs recently stopped. -declining, is
projected to recover moderately on the back of the improvement in the employment and

. o . . t
income situation as well as the decline in borrowing rates.

|
B. Outlook for Prices @
{
' 5»
Based on the above projection for economic activity, tl'le report examines the outlook for

price developments. The consumer price index (CPI) for all items excluding fresh food is

,_

® Firms' overseas business fixed investment is expected to ;recover faster than domestic ‘business
fixed investment, as Japanese firms are likely to further acc%,lerate their establishment of overseas
bases. : |

|
. |
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currently declining on a year-on-year basis due to the substantial slack in the economy as a

whole, but the pace of decline has been slowing.’

The outlook for the environment surrounding prices can be summarized as follows.
Resource utilization of labor and production capacity, which reflects the aggregate supply
and demand balance of goods and services, is projected to continue improving gradually as
the economy follows a moderate recovery trend. Judging, for example, from the results of
surveys targeted at households and firms and at economists, no significant change in
medium- to long-term inflation expectations has been observed so far, and such
expectations are assumed to remain stable throughout the projection period. The
economists' expected rate of inflation in the medium to long term has been stable at around
1.0 percent in recent years. Commedity prices are assumed to increase moderately on the
back of the continued relatively strong growth in emerging and commodity-exporting
economies. Meanwhile, the recent appreciation of the yen, for the time being, is likely to

exert downward pressure on domestic prices through import prices.

As for the outlook for prices on the basis of the aforementioned environment, the domestic
corporate goods price index (CGPI) is expected to continue rising moderately on a
year-on-year basis throughout the projection period due mainly to the improvement in the
aggregate supply and demand balance and to developments in commodity prices, despite
being influenced by the yen's appreciation. Under the assumption that medium- to
long-term inflation expectations remain stable, the year-on-year pace of decline in the CPI
is expected to continue slowing as the aggregate supply and demand balance improves.
However, it will take considerable time for the supply and demand balance to improve
because the drop in demand after the financial crisis was rather considerable and the pace of
economic recovery has been moderate. Therefore, the slowing pace of decline in the CPI

is likely to remain moderate on a year-on-year basis, and the timing of the year-on-year rate

7 To assess the trend change in prices, the forecast for the CPI for fiscal 2010 excludes the effects of
subsidies for high school tuition, a factor that will significantly push down the year-on-year rate of
change in the index for twelve months.



of change-in the CPI entering positive territory is likely to be sometime: in fiscal: 2011,
Thereafter, the rate of increase is expected to start rising through fiscal 20128

V. Upside and Downside Risks

A. Risks to Economic Activity
, o v |

The aforementioned outlook is the scenario the Bank considers to be the most. likely; in

other words, its baseline scenario. The following upsijde and downside risks concerning

the outlook for economic activity warrant attention.

The first risk concerns developments in advanced economies. In advanced economies

including the United States, a situation has been continuing in which there is-heightened

uncertainty about the future. As Japan's experience| after the bursting of the bubble-
economy indicates, in an economy that is burdened by i)alance-sheet adjustments, such as
the United States, the virtuous circle of growth in prod#lction, income, and spending does
not operate easily; and it is likely that it will continue to be more difficult for the economy
to grow but easier for it to deteriorate until balance-sh%et adjustments are completed.  In
many advanced economies, including Japan, the amou”nt outstanding of public debt has
increased considerably due to the implementation qf vigorous fiscal policies. The
implementation of fiscal consolidation measures, which éwill proceed further, particularly in
Europe and the United States, might exert greater-than-qxpected downward pressure on the
individual economies and the global economy depehding on the size and speed of
implementation of such measures. On the other hand, if the market evaluates efforts
toward fiscal consolidation as insufficient, this could have adverse effects on economic
activity through a rise in long-term interest rates and a decline in market sentiment. If the
self-sustaining recovery in private domestic demand gains momentum, maintaining an
accommodative financial environment longer than necessary could cause large fluctuations

in economic activity and prices.

The second risk concerns developments in emerging and commodity-exporting economies.

® This outlook for inflation is predicated on the 2005-base CPI. The statistics authority has
announced that the base year for the CPI is scheduled to be changed to 2010 in August 2011, and
year-on-year figures as far back as January 2011 are scheduled to be revised retroactively. This

\ .
rebasing is likely to cause the year-on-year rate of increase in the CPI to be revised downward.
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These economies are likely to somewhat slow down temporarily but maintain relatively
high growth led by domestic demand. In this situation, the continued large-scale monetary
easing in advanced economies and the projection that it will be protracted might accelerate
capital inflows to emerging and commodity-exporting economies. If this further boosts
economic ~conditions in these economies, Japan's economy could- realize
stronger-than-expected growth through the increase in exports to these economies. On the
other hand, if economic and financial activity in emerging and commodity-exporting
economies becomes excessive, there are risks that overheating of the economy and an
ensuing sharp unwinding might lead to large fluctuations in commodity and asset prices, as
well as in economic activity. Many emerging and commodity-exporting economies have
been shifting away from accommodative monetary policies. While this could present a

downside risk to these economies in the short term, it could have positive effects on the 7
global economy, including Japan's economy, from the long-term perspective in terms of the

sustainability of economic expansion.

The third risk concerns developments in business and houschold sentiment. This risk
partly overlaps with the two risks described above. In the current situation of high
uncertainty about economic and financial conditions, business and household sentiment
inight change both upward and downward, which could in turn affect economic activity.
For example, amid the aforementioned downside risk, if uncertainty about the outlook for
the global economy heightens further, global investors' risk aversion might intensify further.
Consequently, if the foreign exchange and stock markets become unstable, Japan's economy
might become weaker than expected through the deterioration in business and household
sentiment. On the other hand, if accommodative monetary policies in advanced
e.conomies reduce uncertainty about the outlobk for the economy and lead to stability in
financial markets, Japan's economy could grow more than expected through the

improvement in business and household sentiment.

The fourth risk concerns firms' medium- to long-term growth expectations. Recently, in
order to capture demand for infrastructure and consumption in emerging and
commodlty—exportmg economies, many firms have been working on developmg new
products and expandlng their international sales network On this point, there have been

some moves toward reestablishment of the business structure from the global perspective by



taking advantage of the yen's appreciation to purchase overseas firms. If such moves
accelerate, there is a possibility that firms' medium- to long-term growth expectations will
rise and economic activity, particularly business fixed iﬂvestment and exports, will become
stronger than projected. On the other hand, if the efforts to increase the productivity of the
economy as a whole are delayed and the sluggish trjend in firms' growth expectations
continues, there is a risk that business fixed investmenjt in Japan could be restrained and
private consumption, through a decline in households' expectations for income growth,

could decrease more than expected.

P
|
|
. !
B. Risks to Prices |l

There is also uncertainty regarding the outlook for priceEdevelopments that could cause this
to deviate either upward or downward from the projecf:ion. To begin with, if any of the
aforementioned upside and downside risks affecting economic activity materialize, prices
might be affected accordingly. There are also risks si)eciﬁc to prices, as follows. The
first concerns firms' and households' medium- to long-térm inflation expectations. While
resource utilization of labor and production capacity is likely to recover in Japan, the pace is
expected to remain moderate. In these circumstances, $hould firms and households expect

a continued decline in prices, the decline in actual ﬁrices, together with wages, might

The second risk concerns the high uncertainty in gaugin‘g the aggregate supply and demand

|

balance and its impact on prices. When an economy experiences substantial fluctuations

accelerate.

accompanied by structural changes in demand, as see%n in the economy after the recent
global financial crisis, thé economy's actual supply capa»;éity could be declining owing to the
economic depreciation of existing capital stock. [As a result, there is a risk of
overestiméting the downward pressure on prices. Mgoreover, there is high uncertainty
regarding the degree and speed of how changes in the supply and demand balance affect

prices, and this should be considered with a certain margin of error.

The third risk concerns developments in import prices. Considerable uncertainty
surrounds developments in prices of primary commodities such as crude oil, leaving room
for movement in either direction. In particular, depending on developments in emerging

economies for which energy efficiency is lower than in advanced economies, and on capital

10




inflows to commodity markets on the back of accommodative monetary conditions in
advanced economies, primary commodity prices might see large fluctuations both upward
and downward. Fluctuations in foreign exchange rates can also affect consumer prices to a
certain extent, not only by causing swings in economic activity but also through changes in

import prices.

V1. Conduct of Monetary Policy

The Bank assesses the economic and price situation from two perspectives and then outlines
its thinking on the future conduct of monetary policy, taking into account the
"understanding of medium- to long-term price stability" (hereafter "understanding") -- that
is, the level of inflation that each Policy Board member understands, when conducting

monetary policy, as being consistent with price stability over the medium to long term.>*°

The first perspective involves assessing the baseline scenario of the outlook for economic
activity and prices that is considered to be the most likely through fiscal 2012. As noted
earlier, Japan's economy is likely to return to a moderate recovery path after a temporary
slowdown in the pace of growth. As for prices, the year-on-year rate of decline in the CPI
is expected to continue slowing. Given that the pace of improvement in the aggregate
supply and demand balance is likely to be moderate, the timing of the year-on-year rate of
change in the CPI entering positive territory is likely to be sometime in fiscal 2011, and
thereafter the rate of increase will rise through fiscal 2012. In comprehensively assessing
the outlook for economic activity and prices described above, Japan's economy is expected
to continue making steady progress toward sustainable growth with price stability, although

some more time is needed.

The second perspective assesses the risks considered most relevant to the conduct of

monetary policy, including risks that have a longer time horizon than the first perspective.

® The current "understanding” shows that each Policy Board member's "understaxidihg" falls in a
positive range of 2 percent or lower, and the midpoints of most Policy Board members'
"understanding" are around 1 percent. o
10 The Bank has made clear that it will maintain the virtually zero interest rate policy until it judges,
on the basis of the "understanding," that price stability is in sight. The continuation of the virtuélly
zero interest rate policy is subject to the condition that "no problem will be identified in examining

risk factors, including the accumulation of financial imbalances."
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In the area of economic activity, there are some upside risks such as faster growth in
emerging and commodity-exporting economies. However, amid continued heightened
uncertainty about the future, especially for the U.S. economy, attention should also be paid
to downside risks to Japan's economy. Regarding ﬁhe outlook for prices, there is a
possibility that inflation would rise more than expecte<;i due to an increase in commodity
prices brought about by high growth rates in emerging aqd commodity-exporting economies,
while there is also a risk that the rate of inflation might f?ll due, for example, to a decline in
medium- to long-term inflation expectations. J

Based on the examination from the two ,perspectiveg described above, the Bank will

continue to consistently make contributions as the central bank so that Japan's economy will

overcome deflation and return to a sustainable growth path with price Stability, by

»

First, the Bank will maintain the virtually zero interesj rate policy until it judges, on the

implementing the following three measures.

basis of the "understanding,”" that price stability is in sight. It will also encourage the
decline ’in longer-temi interest rates and various risk preﬁtniums by establishing and utilizing
the Asset PurchaSe Program. Through such "compreh!ensive monetary easing,"” the Bank
will further enhance monetary easing. Second, it will cfontinue to make determined efforts
to ensure financial market stability by utilizing various‘g funds-supplying operations. And
third, the Bank will support positive efforts made by ﬁnaincial institutions and firms through
the "fund-provisioning measure to support strengtheniing the foundations for economic
growth." It will also contribute toward improving ﬁna:ncial markets that suit the purpose
of strengthening the foundations for economic grov{rth. The Bank will continue to
‘ carefully examine the outlook for economic activity an(;i prices, and take policy actions in

an appropriate manner as the central bank.

This Outlook Report has explained the outlook forj the economy with a focus on
developments on the demand side over the period throuéh fiscal 2012. It should be noted
that an analysis from the supply side on the basis of a rrj;edium- to long-term perspective is
also necessary. In Japan, the medium- to long-term factors and the structural factors such
as the trend decline in the economic growth rate, lowg birth rate, and further population

aging have a large impact on the economy, and the brotracted decline in demand and

12




deflation are a manifestation of these fundamental problems. Vigorous activity by firms in
the private sector, including financial institutions, based on entrepreneurship is of greatest
importance to increasing the productivity of Japan's economy and raising growth potential.
In doing so, it is essential for the government to make an effort to create an environment in
which market vitality can be brought into full play. It is strongly expected that efforts
made by private economic entities and the government in combination will help pave the
way for steady progress toward raising growth potential. In view of such efforts, the Bank
will continue io make contributions as the central bank so that the very accommodative

monetary policy will be fully effective as a tool for advancing Japan's economy.
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Forecasts of the Majority of Policy Foard Members

. (Appendix 1)

.

y/y, % chg.

Real GDP Domestiic CGPI CPI (excluding fresh food)
. - +2.0 to +2.3 +0.7 to +0.9 - -0510-03
Fiscal 2010 [+2.1] [+0.9] [04]
Forecasts made in +2.5to +2.7 +1210 +1.3 05t0-02
July 2010 [+2.6] [+1.2] [-0.4] -
, +1.510+1.9 +0.4 10 +0.7 0.0t0 +0.3
Fiscal 2011 [+L8] [+0.5] [+0.1]
Forecasts made in +1.81042.1 +0.5 t0 +0.9 0.0 to +0.2
July 2010 [+1.9] [+0.8] [+0.1]
: +2.0t0 +2.4 +0.3 to +0.8 +0.2 to +0.8
Fiscal 2012 [+2.1] [+0.6] [+0.6]
Notes: 1. Figures in brackets indicate the median of the P?olicy Board members' forecasts (point
estimates). i
2. The forecasts of the majority of the Policy Board members are constructed as follows:

each Policy Board member's forecast takes the form of a point estimate, namely, the
figure to which he or she attaches the highest probability of realization. These forecasts

are then shown as a range, with the highest figun.i1 and the lowest figure excluded. The
range does not indicate the forecast errors. &

|
I

. Individual Policy Board members make their forecasts with reference to the view of

market participants regarding the future course of the policy interest rate -- a view that is
incorporated in market interest rates. :

4. The forecast for the CPI for fiscal 2010 exclude§ the effects of subsidies for high school

tuition, a factor that will significantly push down} the year-on-year rate of change in the

index for twelve months.

fresh food) by about 0.5 percentage points. |

This measure is estimated to push down the CPI (excluding

5. The range shown below includes the forecasts of all Policy Board members.

y/y % chg.
Real GDP Domestic ECGPI CPI (excluding fresh food)
Fiscal 2010 +2.01t0 +2.3 +0.5t0 +0.9 0.510-0.2
Forecasts made in :
July 2010 +2.2to +2.7 +1.0to +1.4 -0.5 to -0.2
Fiscal 2011 +1.5t0 +1.9 +0.4t0 +1.0 -0.2 to +0.4
Forecasts made in
July 2010 +1.8 to +2.1 +0.5 to -Lrl.O -0.1to +0.3
Fiscal 2012 +2.0t0 +2.4 +0.3 to -jl-l.O 0.0to +0.8
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(Appendix 2)

Risk Balance Charts

(1) Real GDP

(2) CPI (Excluding Fresh Food)
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. Vertical axes in the charts represent probability (%), while horizontal axes represent the year-on-year percentage

changes in the respective indicators, Bar charts represent the probability distributions in October 2010, and

solid lines represent those in July 2010.

. Vertical dashed heavy lines indicate the median of the Policy Board members' forecasts (point estimates).

O—0 indicates the range of the forecasts of the majority of Policy Board members. A- - - -A indicates
the range of the forecasts of all Policy Board members.
Vertical dashed thin lines indicate the median of the Policy Board members' forecasts (point estimates) in July 2010.
For the process of compilation of the Risk Balance Charts, see the box on page 9 of the April 2008 Qutlook for

Economic Activity and Prices.
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The Background
L. Economic, Price, and Financial Developments in ihe First Half of Fiscal 2010
Economic Activity |

In the first half of fiscal 2010, Japan's economy contillmed to recover in the wake of the
considerable plunge that followed the Lehman shocl;c in fiscal 2008, but the pace of
recovery slowed from summer 2010 (Chart 1). Until axj;ound spring 2010, corporate pfoﬁts
continued to improve substantially as exports and produ%:tion kept increasing on the back of
strong growth in emerging and commodity-exporting iecdnomies. As corporate act:ivity
became more vibrant, the severity in the employment and income situation eased somewhat.
In these circumstances, private consumption continpc(El to generally pick up, and in the
summer it marked a relatively large rise mainly due to the last-minute increase in demand
for energy-efficient cars ahead of the expiration of sélbsidies, and to the extremely hot
weather. Meanwhile, growth in exports and productio#n decelerated from the summer due

to the slowdown in overseas economies.

Specifically, until around spring 2010, overseas eccfnomles especially emerging and
commodlty-exportmg economies, maintained relanvely hlgh growth supported by inventory
restocking and policy effects, and Japan's exports also continued to increase (Chart 2).
However, since the summer, the pace of growth in overseas economies has been slowing as
inventory restocking ran its course, the demand-boostilflg effects of fiscal policy measures
waned, and emerging and commodity-exporting economies shifted away from
accommodative monetary policies. In this situation, the pace of growth in Japan's reai
exports also decelerated.  As for real imports, those of iaw materials increased on the:back
of developments in production and those of (:onsummL goods rose due to an increase in
domestic demand for durable consumer goods stemmmg from pollcy effects. ‘The pace of
increase in imports continued to be moderate compared with that in exports, and therefore
net exports, 'm terms of the real trade balance, stayed 09 an increasing trend. Mganwhlle,

public investment continued to decline on the back of severe fiscal conditions.

In such developments in exogenous demand, corporaie i)rofits continued to improve due to

sales increases resulting from the rise in production and firms' efforts to reduce costs such
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as labor cost restraints (Chart 3 [1]). Business fixed investment started picking up on the
back of an increase in production and a recovery in profits (Chart 3 [2]). However, as
firms' sense of excessive capital stock persisted, it continued to be ciifﬁcult for business
fixed investment, which stayed at a low level, to gain momentum. Meanwhile, the
employment and income situation remained severe -- as evidenced by the fact that the
unemployment rate remained high, for example -- but the degree of severity eased
somewhat. In terms of employment, the ratio of job offers to applicants continued to
improve moderately, and the number of employees began to see a halt to declines on a
year-on-year basis (Chart 4 [1]). As for wages, overtime payments continued to rise on a
year-on-year basis due to an increase in working hours mainly in the manufacturing sector,
and special payments, reflecting an improvement in business performance, surpassed the
previous year's level (Chart 4 [2]). As a result, employee income turned positive on a
year-on-year basis (Chart 4 [3]). Amid this employment and income situation, private
consumption, notably durable goods consumption, continued to generally pick up on the
back of various policy measures (Chart 5 [1]). Especially in the summer, car sales rose
due to the last-minute increase in demand for energy-efficient cars ahead of the expiration
of subsidies, and sales of air conditioners and beverages increased as a result of the
extremely hot weather. Tobacco sales also rose due to the last-minute increase in demand
ahead of the tax rise. Meanwhile, consumer sentiment followed the recovery trend until
the summer but became somewhat weak thereafter partly due to the yen's appreciation and
weak stock prices (Chart 5 [2]). Housing investment bottomed out against the backdrop of

a decline in interest rates and progress in inventory adjustments (Chart 6).

Reflecting these developments in demand both at home and abroad, industrial production
continued to increase, althdugh the pace of increase decelerated gradually (Chart 7). On a
year-on-year basis, production in many industries, especially the transport equipment and
electronic parts and devices industries, continued to' increase. Inventories were more or
less unchanged while shipments rose, and the shipment-inventory balance recorded a clear
improvement. However, the pace of increase in production -- especially in export-related
industries -- decelerated from the summer on the back of the slowdown in overseas
economies and the appreciation of the yen. Looking at the indices of all industrial activity,

the level of those in the manufacturing sector had temporarily risen sharply but then the
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year-on-year rate of increase declined gradually, v%rhile the rate of increase in the

nonmanufacturing sector rose moderately (Chart 8).' Against the background of such
economic developments, business sentiment continued }to improve and such improvements

spread to a wider range of industries (Chart 3 [1]).

\
Reflecting these economic developments, resource uEtilization of labor and production
capacity continued to improve (Chart 9). The weighied average of the diffusion indices
(DIs) of production capacity and employment conditi(;ms, where indices are weighted by
capital and labor shares, registered the largest negative value on record in the June 2009

Tankan (Short-Term Economic Survey of Enterprises‘I in Japan); the value subsequently
improved, although it remained in negative territory. | The estimated negative output gap

also steadily narrowed."!

Prices ‘ |
|

The decline in prices decelerated as the aggregate su;;ply and demand balance improved
gradually. The year-on-year rate of decline in the domestic corporate goods price index
(CGPI) decelerated from mid-2009 and has recently been around 0 percent (Chart 10 [1]).
The consumer price index (CPI) for all items excluding} fresh food has continued to slow as
a trend on a year-on-year basis (Charts 11 and 12).1T The pace of decline in the CPI
(excluding food and energy) has also generally decelerated. As firms' and households'

medium- to long-term inflation expectations have remained stable, the effects of the gradual

|

1 The extent of the estimated negative output gap appears to‘t be wider than the weighted average DI
of the Tankan suggests, which has improved to a level above the previous record low. The
potential for estimation errors is particularly great at times when there are large fluctuations in the
economy, and it is possible that the negative output gap hasj been overestimated recently. On the
other hand, it is also highly possible that the weighted average DI in the Tankan has not sufficiently
captured the extent of the decline in the level of economic actlvxty partly because the DI does not
reflect unemployment outside the corporate sector.

2 In terms of the CPI excluding high school tuition, whxch is pushing the CPI downward
temporarily, the pace of decline is slowing moderately on a year-on-year basis (Chart 11 [2]). The
year-on-year rate of decline in the trimmed mean CPI -- which eliminated those items for which
prices are fluctuating to a considerable degree -- has also been narrowing.
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improvement in the aggregate supply and demand balance have been spreading to prices

with a time lag,"

Financial Markets

International financial markets, which had been on an improving trend, became unstable
after spring 2010, mainly due to global investors' intensified risk aversion as concerns about
the sovereign debt problem in European peripheral countriés including Greece emerged and
a series of weaker-than-expected economic indicators were subsequently released in the

United States.

In the U.S. and European money markets, spreads between U.S. dollar interbank rates and
short-term government securities, which had been stable at low levels, showed some
widening after spring 2010 (Chart 13 [1]). Such developments appear to be attributable to
increasing precautionary holding of dollar funds amid intensified risk aversion by investors.
In these circumstances, the U.S. dollar funds-supplying operation, wound up at the
beginning of February 2010, were reestablished in May among several countries including
Japan. Investors' intensified risk aversion also affected the corporate bond market, and
credit spreads on corporate bonds mainly in the United States and Europe widened
somewhat (Chart 13 [2]). In European peripheral countries, there was a substantial
increase from spring 2010 in credit default swap premiums and spreads for long-term
interest rates against German government bonds (Chart 14). Policy rates were maintained
at low levels in the United States and Europe, while emerging and commodity-exporting

economies continued to shift away from accommodative monetary policies (Chart 15).

In Japan's financial markets, the money market continued to be stable despite the U.S.
dollar funds market becoming unstable in the United States and Europe. The overnight
call rate rémained at extremely low levels and interest rates on term instruments continued
to decline moderately (Chart 16 [1]). While the Bank was pursuing powerful monetary
easing, there were increasing views in the market that low interest rates would continue for

the time being, and thus Euroyen futures rates and implied forward rates declined (Chart 16

" In relation to the CPI, see Box 1 for developments in service prices and wages in Japan and other
major economies.
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[2] and [3]). - Long-term interest rates continued to b§ on a downtrend as the Bank was
pursuing powerful monetary easing and U.S. and Europf:an long-term.interest rates declined
substantially (Chart 17). As a result, the yield curve in Japan flattened further. Stock
prices in Japan fell substantially against the backdropiof U.S. and European stock prices
having plunged as the sovereign debt problem in Euﬁ‘opean peripheral countries became
further aggravated. Japan's stock prices thereafter remained more or less unchanged as the
yen's appreciation contained their rise, despite a recover%.y in U.S. and European stock prices
(Chart 18). | In the foreign exchange markéts, amid global investors' intensified risk
éversion and smaller differences in interest rates bﬁfween Japan and other qquntries,
demand increased for the yen, which was viewed as a rielatively safe currency, and thus the
yen appreciated (Chart 19). i
|

To further enhance monetary easing, the Bank introdu‘cl d in August 2010 a six-month term
in its fixed-rate funds-supplying operation against pooled collateral (hereafter the fixed-rate
operation). Together with the existing three-month te:rm, the total amount of funcis to be

provided through the fixed-rate operation increased to jabout 30 trillion yen."

Moreover,
on October 5, 2010, the Bank decided to implemef}t comprehensive monetary easing

t
composed of the following three measures. First, it changed the target for the

uncollateralized overnight call rate from "around 0.1 pércen " to "around 0 to 0.1 percent."

Second, the Bank confirmed that it would maintain tﬂe virtually zero interest rate policy
until it judged that price stability was in sight, and thzit its "understanding of medium- to
long-term price stability" would be the basis of such judgment. However, continuation of
the virtually zero interest rate policy would be on t!he condition that no problem was
identified in examining risk factors, including the acc:umulation of financial imbalances.
Third, as a temporary measure, the Bank decided to #stablish a program on the balance
sheet to purchase various financial assets such as goivemment securities, CP, corporate
bonds, exchange-traded funds (ETFs), and Japan real estate investment trusts (J-REITs),

and to conduct the fixed-rate operation. The size of the program was set at around 35

1 See Box 2 for the background to recent fluctuations in foréﬁgn exchange rates.
5 See Box 3 for developments in the asset sizes of central banks in major economies including
Japan.
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trillion yen, which was the sum of assets to be newly purchased -- about 5 trillion yen -- and

the size of the fixed-rate operation -- about 30 trillion yen.

The Financial Environment

Fin‘ancial“ conditions continued to show signs of easing. Issuing conditions for CP
remained favorable, with credit spreads being generally stable at low levels (Chart 20). In
the corpbrate bond market, issuing conditions for high- and medium-rated bonds remained
favorable, and there were signs of improvement in issuing conditions for low-rated bonds.
Credit spreads for high- and medium-rated corporate bonds were more or less unchanged at
low levels (Chart 21). Those for low-rated bonds widened temporarily as the sovereign
debt problem in Europe became aggravated, but then narrowed. Bank lending rates
continued to decrease partly reflecting the decline in interest rates on term instruments
(Chart 22 [1]). Against this backdrop, firms' funding costs declined. While stimulative
effects from low interest rates were still partly constrained given current developments in
economic activity and prices, such effects were beginning to strengthen in light of improved

corporate profits (Chart 23).

With regard to credit supply, financial institutions' lending stance eased. Small firms
viewed financial institutions' lending attitudes as improving, though the improvement was
somewhat lagging behind that of large firms (Chart 24 [1]). As for credit demand, firms'
need to fund working capital and fixed investment declined, and some firms reduced the
on-hand liquidity that they had accumulated, due partly to the inflow of funds arising from

strong corporate profits.

Given the aforementioned financial conditions for firms' funding, bank lending deblined on
a year-on-year basis (Chart 22 [2]). This is attributable not only to the decrease following
the previous year's high level of substitution of CP and corporate bonds for loans from
banks, due to the poor functioning of the markets for those products, but also to reduced
demand'for funds among firms. Firms' financial positions continued to show signs of
improvement as a whole, and both large and small firms judged their financial positions to

be less tight than the average situation after the bursting of the bubble economy (Chart 24
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[2]). Meanwhile, the year-on-year rate of growth in the money stock (M2) was within.a
range of around 2.5-3.0 percent (Chart 22 [3]). -

Land prices continued to decline in both metropglitan and- nonmetropolitan areas.
According to the Land Price Survey by Prefectural Gc’\)vernments as of July 1, 2010, both
commercial and residential land prices in the three majér metropolitan areas (Tokyo, Oéaka,
and Nagoya) showed a slower year-on-year decline (Cfmrt 25). In nonmetropolﬁan areas,
on the other hand, commercial and residential land prices declined at around the éamc pace
as in the previous year. The fall in commercial and 're{sidential land prices in the 23 wards

!
of Tokyo moderated and there were signs of leveling out‘.16

II. The Outlook for Economic Activity and Price’s from the Second Haif 6f Fiscal
2010 through Fiscal 2012

l

The Outlook for Economic Activity and Prices

The Bank's projections for economic activity in Japan from the second half of fiscal 2010
through fiscal 2012 are as follows. Japan's economyi is likely to continue growing at a
slower pace for some time but is expected to recover at‘i a moderate pace thereafter. Ir} the
second half of fiscal 2010, the pace of recovery is likely to slow due to factors such as the
slowdown in overseasAeconomies and the ending of the boost from policy measures targeted
at durable consumer goods, as well as the recent appréciation of the yen. After entering

fiscal 2011, albeit with some lingering effects of the yen's appreciation, the economy is
expected to return to a moderate recovery path, given tltlat exports are projected to continue
increasing as the growth rate of overseas economies is li‘kely to rise again, and that excesses
in firms' capital stock and labor are likely to be rcsolvc?d as corporate profits improve. In
fiscal 2012, Japan's economy is expected to grow ati a pace above its potential, as the
transmission mechanism by which the strength in exporl}s and production feeds through into
- income and spending will likely operate more effectively amid the continued relatively high

growth in overseas economies, especially emerging and commodity-exporting economies.

i
'8 Land prices are compared on a semiannual basis for areas that are surveyed in both the Public
Notice of Land Prices and the Land Price Survey by Prefectural Governments.
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Expressing the outlook in terms of annual real GDP growth rate, this is projected to be in
the range of 2.0-2.5 percent, 1.5-2.0 percent, and 2.0-2.5 percent in fiscal 2010, fiscal 2011,
and fiscal 2012, respectively. The growth rate for fiscal 2010 is likely to be somewhat

lower than the projection in the July 2010 interim assessment.'”

Meanwhile, industrial production, after correcting a distortion in seasonal adjustments, is
projected to take a downward turn temporarily in the October-December quartef of 2010,
primarily in transport equipment. - This is mainly due to the expected decline following the
last-minute increase in demand for energy-efficient cars and tobacco, the ending of the
boost from the extremely hot summer, and the appreciation of the yen. Production

subsequently is likely to return to an increasing trend, as is real GDP.

Considering the economic developments described earlier in terms of the invesﬁnent-saving
balance, while the large fiscal deficit of the general government is expected to continue
from fiscal 2009, net saving in the private sector will remain considerable as the pace of
recovery in business and consumer sentiment is likely to be moderate (Chart 26). Net
saving is likely to be somewhat larger than the fiscal deficit, implying that the current

account surplus will continue and increase moderately.

As for the outlook for prices in terms of price indices, the CGPI is expected to continue
rising moderately on a year-on-year basis throughout the projection period due mainly to
the improvement in the aggregate supply and demand balance and to the rise in commodity
prices, despite the effects of the ycﬁ's appreciation. Loqkirig at the CPI (excluding fresh
food), the year-on-year pace of decline is expected to continue slowing as the aggregate
supply and demand balance improves gradually amid stable medium- to long-term inflation

expectations. There are prospects that the rate of change in the CPI could enter positive

17 The downward deviation of the growth rate for fiscal 2010 from the projection in the July 2010
interim assessment is also attributable to a smaller carry-over effect from fiscal 2009 on GDP growth
for fiscal 2010, due to the downward revision of the GDP data for the second half of fiscal 2009. In
addition, there is a possibility that the real GDP growth rate for the April-June quarter of 2010 is
somewhat lower than the actual rate partly due to the volatility in demand-side statistics, such as the
Family Income and Expenditure Survey and the Survey of Household Economy, which are used for
calculating private consumption in the GDP statistics.
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territory. in fiscal 2011 and the rate of increase could-start to rise through fiscal 2012.18
Compared with the July 2010 interim assessment, the-grojection'for;the CGPI is somewhat
lower for.both fiscal 2010 and fiscal 2011. The projection for the CPI is more or less
unchanged for both fiscal 2010 and fiscal 2011. t

Given these economic and price developments, nominal income is also expected to

gradually pick up toward the latter half of the projectionl period.
. |

The following provides supplementary details on each of the items in the outlook for

economic activity and prices.

The Environment Surrounding Exports ‘

Overseas economies had continued to exhibit strongé growth until around spring 2010,
reflecting the restocking of inventories and the effects ;of policy measures. Howe\}cr, the
pace of growth in overseas economies has been slowijng somewhat since the summer, as
inventory re§tocking and the defnand-boosting effects Af fiscal policy measures have been
waning and emerging and commodity-exporting cconotmies have been shifting away from
accommodative monetary policies. Looking at devel‘ppments by region, while the U.S.
economy continues to recover at a moderate pace, led in particular by exports, it has been
on a slowing trend from around mid-2010 on a lack oimomentum in private consumption

and housing investment in a situation where the economy faces a balance-sheet problem.

|
Economic activity in Europe is recovering moderately as a whole, but there are some

differences in the pace of recovery by country. Ex‘ncrging and commodity-exporting
economies, led mainly by robust domestic demand, continue to grow at a relatively rapid
pace as they do not face a balance-sheet problem, unl%ike the United States, although the
pace of growth has started to slow somewhat partly due to the shifting away from

accommodative monetary policies.

'8 The forecast for the CPI (excluding fresh food) for fiscaliZOlO excludes the effects of subsidies
for high school tuition, a factor that will significantly push down the year-on-year rate of change in
the index for twelve months. Specifically, the waiver of public high school tuition and the
provision of tuition aid for private high school attendance are projected to push down the CPI
(excluding fresh food) by about 0.5 percentage points. !
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Against the background of these developments in overseas economies, Japan's exports,
which continued to register high growth, have seen an evident slowdown in recent months.
Looking at real exports by region, deceleration is noticeable mainly in those to emerging
economies (Chart 27 [1]). In terms of goods categories, exports of motor vehicles and
related goods, as well as capital goods and parts, which had been rising at a rapid pace until
recently, have decelerated markedly (Chart 27 [2] and [3]). As for IT-related goods, from
spring 2009, demand had been rising globally on the back of growth in emerging economies
and expansion in the market for new models of IT products. Recently, however, there
have been some signs that prospects for growth in final demand for and shipments of such
goods have stopped improving and some firms have even made downward revisions to their
_ projections. Consequently, inventories of liquid crystal panels and some semiconductors
have become somewhat excessive on a global basis, and this has been having a negative

impact on Japan's exports and production of these goods (Chart 27 [4]).

It is projected that overseas economies will grow at a slower pace for the time being, but the
recovery trend itself will not be interrupted, and from fiscal 2011 the growth rate will start
to increase again (Chart 28). The key to this scenario is developments in emerging and
commodity-exporting economies, which have been the driving force behind the growth of
the global economy in recent years. These economies are likely to grow at a somewhat
slower pace temporarily, due to the shifting away from accommodative monetary. policies,
but maintain relatively high growth given that the virtuous circle of growth in production,
income, and spending will be functioning amid continued robust domestic demand and
capital inflows from overseas. In emerging and commodity-exporting economies,
potential demand for consumer durable goods such as cars and electrical appliances is
extremely high, reflecting the rise in people's income level. Social infrastructure remains
underdeveloped and business fixed investment to expand production capacity is also strong
as growth expectations are high. Furthermore, as advanced economies are expected to
maintain accommodative financial conditions, capital inflows to emerging and
commodity-exporting economies are likely to continue. Given these factors, strong
growth in emerging and commodity-exporting economies, particularly in domestic demand,

is expected to continue as long as the sense of economic overheating is restrained
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appropriately. Overseas economies as a whole will likely continue recovering throughout
the projection period, with the growth in emerging and commodity-exporting economies
being the main engine. With regard to the U.S. and; European economies, the pace of
recovery is likely to remain slow for some time, ;with the impact of balance-sheet
adjustments continuing while inventory restocking and the demand-boosting effects of

fiscal policy measures wane. Nevertheless, the growth rate is expected to rise gradually as

|
but steadily in line with progress in balance-sheet adj usLTnents.

the momentum for a self-sustaining recovery in private demand is likely to increase slowly

l
Meanwhile, regarding IT-related goods, the growth in global demand for personal

computers and liquid crystal display televisions has been declining compared with the
 earlier period, and shipments of semiconductors worldw?de have been leveling off (Chart 29
[1]). Consequently, the growth in shipments of IT-related goods in Asian countries has
been slowing (Chart 29 [2]). Prior to this situation, li!owever, signs of overheating were
not as strong as those in the period of the so-called "IT B;ubblc" in the early 2000s (Chart 29
[3]). Global production capacity has been restrained as a whole (Chart 29 [4]). In view
of these factors, the risk of a serious oversupply see is unlikely for the time being and
inventory adjustments of such goods are expected to f[be limited. However, supply and
demand conditions in this area can often change significantly in a short period of time, and
therefore possible negative effects on Japan's exports and production continue to warrant
close monitoring. 1
Against the backdrop of continued growth in overseas ’eEconomies, particularly in emerging
and commodity-exporting economies, Japan's exports ?re expected to follow an upward
trend in the projection period on the whole. In the jmear future, however, the pace of
increase is likely to remain moderate due to the effects of the slowdown in overseas
economies and the appreciation of the yen, as well as %nventory adjustments in IT-related

sectors.

Firms' Profits and Spending Behavior
|

Regarding the corporate sector, corporate profits, espe‘cially in manufacturing industries,

have continued to improve (Chart 30). For some time following the Lehman shock, firms
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made efforts to restrain the decline in their profits through a reduction in costs such as labor
costs. Firms' profits subsequently started to rise on the back of sales growth in tandem

with the increase in exports and production.

As for the outlook, in the manufacturing sector, corporate profits are expected to continue
recovering, with production remaining on the uptrend as overseas economies continue to
recover. However, profits of manufacturing firms might become sluggish temporarily due
mainly to the appreciation of the yen, the slowdown in overseas economies, and the
expected decline following the last-minute increase in demand for energy-efficient cars.
While profits of nonmanufacturing firms are also expécted to keep improving, it is likely
that the improvement in their business performance will lag behind that of manufacturing
firms, given the ongoing cost reduction efforts by firms and the moderate recovery in
domestic demand. Therefore, it is likely to take some more time for positive activity in the

corporate sector as a whole to strengthen.

Business fixed investment is showing signs of picking up as production continues to recover
and firms' sense of excessive capital stock is dispelled gradually. The pick-up in business
fixed investment is expected to gradually become more evident with firms' medium- to
long-term growth expectations being maintained as the capacity utilization rate rises (Chart
31). The fact that the amount of business fixed investment in fiscal 2009 relative to capital
stock is at a very low level also suggests that, as long as firms' growth expectations.do not
become largely negative, business fixed investment in fiscal 2010 will start to increase
(Chart 32). HoWever, the pace of increase is likely to remain moderate in fiscal 2010 and
is expected to start rising somewhat from fiscal 2011. If the recovery trend of the
economy continues, firms' medium- to long-term growth expectations are expected to rise
gradually, but the pace would likely be moderate. Therefore, the level of business fixed
investment relative to cash flow is likely to remain constrained (Chart 33). By industry, in
the manufacturing sector, as exports and production recover, the capacity utilization rate is
likely to rise and the recovery in business fixed investment is expected to become more
pronounced. In the nonmanufacturing sector, firms, especially retailers, are likely to
maintain their restrained investment stance for the time being mainly due to a moderate

recovery in private consumption. On the other hand, investment -- espécially in
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environmental protection and for replacement -- by firms involved in social infrastructure
such as electricity and railroads is projected to increase sTteadily. |
|

Meanwhile, firms' overseas business fixed investment Eis expected to recover earlier than
domestic business fixed investment (Chart 34 (1. As emerging and
commodity-exporting economies have become a dnan force in the global economy,
Japanese firms are likely to further accelerate theiri establishment of overseas bases,
including sites for developing mass-produced items targeted at local residents, and the
overseas production ratio is projected to rise steadily (Chart 34 [2] and [3]). It is likely
that a production of high-mix, low-volume capital } goods, as well as research and~
development functions of new products and advanced fechnologies, will continue to serve
as the important roles of domestic bases (Chart 34 [4]). In this way, along with the
expansion of overseas bases, firms will likely remnﬁéme the system of me international

division of labor by maintaining the functions of doxﬁestic production and exports to a

certain degree. 1
|
|

The motivation for entering some Asian emerging economies is attributed not only to
inexpensive labor and the economies' growth pthhtial but also to the increasing
attractiveness of those economies as bases for exports, bmly due to free trade agreements
they concluded with other countries. Not only manufacturers of finished products but also
parts manufacturers with sophisticated technologies are actively moving into those Asian
emerging economies, and the phenomena of "the deepening of cooperation and division in
production” and "profits due to concentration” are expanding there. The improvement in

local workers' skills and productivity is said to be remarkable. As this situation suggests,

the factors that could affect Japanese manufacturing firms' management strategies seem to

be not only the expansion of overseas markets and the a;ppreciation of the yen, but also the

increasing competitiveness of emerging economies in; terms of technological level and
|

business environment. I

The Employment and Income Situation and Households' Spending Behavior

1

The employment and income situation has remained se\;rere, but the degree of severity has

eased somewhat. While the unemployment rate has rémained high, non-scheduled hours
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worked have been increasing, the ratio of job offers to applicants has risen moderately, and
the number of employees has begun to see a halt to declines on a year-on-year basis. As
for wages, overtime payments have continued to rise on a year-on-year basis and special
payments, reflecting an improvement in corporate profits, have recently been marking a

year-on-year increase.

As for the outlook, while the sense of excessive workforces lingers, the pace of
improvement in the employment and income situation will likely remain only modest, and it
seems some more time is needed before an increase in compensation of employees becomes

evident.

Looking at the labor supply and demand situation, labor productivity, when viewed in terms
of labor productivity per worker, clearly remains below the past trend (Chart 35 [1] and
[2]).*° This suggests that there is still an excess of workers relative to demand. This is
consistent with the fact that the DI for employment conditions in the Tankan still indicates a
substantial "net excess." Given this current situation, even if demand follows a recovery
trend in the future, firms are likely to respond by further increasing working hours and
improving efficiency while continuing to restrain employment. In terms of labor supply,
the labor force participation rate at the time of an economic downturn declines because the
number of people who exit the labor market increases as it is difficult to gain employment.
When economic activity recovers, on the other hand, the labor force participation rate rises
as the number of people entering the labor market rises due to an increase in job
opportunities. Therefore, if the economy follows a moderate recovery trend, there is a

possibility not only of a rise in labor demand but also of increased participation in the labor

19 Estimates of the trend in labor productivity are subject to a certain margin of error.  For example,
while the decline in manufacturing employment has persisted despite the continued increase in
production, there has been-a noticeable increase in employment. in medical and welfare services,
which suffer from a shortage of labor. Through such a structural transformation in which the
relative weight of labor-intensive services rises, an increase in labor productivity as a whole becomes
moderate, thus speeding up a recovery in employment.
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market, or in other words labor supply.’ The unemployment rate is also likely to remain

high and follow only a slight downtrend throughout the projection period (Chart 35 [3]).

Meanwhile, wages per employee have recently been poéitive on a year-on-year basis due to

an increase in working hours and a rise in special| wages reflecting improvement in

corporate profits. However, amid a strong sense of exc%:essive employment, firms maintain
their stance of restraining labor costs. The labor income share has declined from its recent
peak but remains considerably higher than the levels; seen around 2004-07 (Chart 36).
Given this relatively high' level, the labor income sharé is expected to stay on a moderate
downtrend. Therefore, it is likely to be sometime in thle latter half of the projection period
before wages per employee realize a stable and continuefd increase. As for income transfer
from the government to households, households' disposable income was underpinned to a
considerable extent due to various subsidies and the handout of cash benefits in fiscal 2009
(Chart 37 [1]). In fiscal 2010, while child allowances have started to be provided, the total
amount of income transferred to households is expecti:d to decline compared with fiscal

t
2009. E

In the aforementioned employment and income situation, private consumption, notably
durable goods consumption, continues to generally pi;ck up partly due to the effects of
various policy measures. In the second half of fiscal 2610, private consumption is likely to
weaken temporarily due to the expected decline in car sales following the expiration of
subsidies for energy-efficient cars. From fiscal Zbll, as ‘the improvement in the
employment and income situation progresses, it is liIFely that private consumption will
slowly gain firmness and the momentum for its self—sustiaining recovery will gradually build.

|
However, the pace of recovery in consumption is unlikely to gain momentum because there

1
?

 There is high uncertainty as to what extent entry to the labor market will increase in accordance
with an economic recovery. Recently, while the population's aging has been putting downward
pressure on the potential labor force, there has been an increased desire for employment among
women in particular, and structural changes in the market to fécﬂilaté such desire. How the balance
between those various factors plays out could affect the p‘otential supply capacity of labor and
eventually the developments in supply and demand in labor Jxlarket, as well as wages. For details,
see Kawata and Naganuma, "Labor Force Participation Rate in Japan," Bank of Japan Review Series,

2010-E-7.
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is a possibility that the improvement in employeeé' compensation will remain only moderate

and anxiety over the future will persist -- for example, regarding fiscal deficits.

Considering the aforementioned outlook in terms of the propensity to consume, this is
expected to slightly decline throughout the projection period (Chart 37 [2]). The reason is
that when ekpected future income is not likely to increase much, then even if disposable
income increases due to income transfers, a considerable proportion of such an increase is
likely to go to savings.?! Moreover, anxiety over the future against a backdrop of such
factors as the large fiscal deficit is likely to push down the propensity to consume. Thus,
Japan's household saving rate, while on a downtrend in the medium to long term due to the
advance in the population's aging, may rise slightly throughout the projection period in
accordance with the decline in the propensity to consume. If the severe employment and
income situation becomes protracted and there is a growing sense of stasis about fhe future,
it becomes more likely that the propensity to consume will decline further than in the
aforementioned projection. On the other hand, if firms become more capable of tipping
potential household demand, or the pick-up in stock prices becomes more pronounced, there

is a possibility that the propensity to consume will increase.

Housing investment has recently stopped decliniﬁg. The number of housing starts, a
leading indicator, bottomed out in the July-September quarter of 2009 and have been
picking up since then. This is attributable to the fact that adjustments ofAcondominium
prices have been making progress due to low borrowing rates (Chart 6 [2]) and, in
conjunction with the various policy support measures, an environment is gradually
developing in which pent-up demand is likely to materialize. Inventory adjustments have
also made good progress (Chart 6 [3]). In these circumstances, activities such as the
purchase of land for new projects are spreading gradually, especially among largé
developers. However, as the severe employment and income situation continues, an
increasing number of households have opted not to build new houses but instead buy
secondhand ones or renovate. Taking these points into account, the pace of increase in

housing investment is likely to remain moderate.

2 Studies and surveys by various institutions have shown that the marginal propensity to consume
out of child allowance payments is likely to be in the region of 30-50 percent.

31

&



The Environment Surrounding Prices

Looking at the recent price environment at the retai} level, consumers' preference for
inexpensive goods remains deeply ingrained and price 7ompetition among firms continues.
However, the DIs for input and output prices in the Tankan have been leveling out on the
back of the pick-up in the economy and the increasé% in commodity prices (Chart 38).
Looking at average purchase prices of goods calculated on the basis of the Family Income
and Expenditure Survey, some prices declined at a slower pace or started to rise (Chart
39).2 Against this backdrop, consumer prices (cxclu(%ing fresh food) have been moving

more or less in line with the forecast in the July 2010 int‘grim assessment.

Looking at the future price environment, the state of utilization of employment and
production capacity, which reflects the aggregate suppl)% and demand balance of goods and
services, has been improving gradually with the econo ‘y's moderate recovery trend (Chart
40 [1]). It should be noted, however, that there is hig:[uncertainty in terms of gauging the
aggregate supply and demand balance. When an economy experiences substantial
fluctuations accompanied by structural changes in demaind, its actual supply capacity could
be declining owing to the economic depreciation and tflne reduction of capital stock (Chart
40 [2]).2 In this case, if the degree of economic slacl? is judged based on the output gap
derived from recent data, there is a risk that, as the eco;nomy follows a recovery trend, the

downward pressure on prices is overestimated.

|

2 Average purchase prices in the Family Income and Expendzture Survey are calculated by dividing
the expenditure amount by the quantity purchased, and | thexr decline appears to reflect the
strengthening of consumers' increased preference for inexpensive goods, including a shift in
purchasing to lower-priced alternative products. ;

Z Looking at the potential growth rate in detail, capital stock has recently started to decline on the
back of a low level of business fixed investment, and the pa}lce of decline in potential workers has
been accelerating due to a widening mismatch between lz;tbor supply and demand. Therefore,
Japan's current potential growth rate appears to be quite low. Regarding the outlook, as capital
stock and the number of potential workers are likely to recover gradually, the potential growth rate is
also expected to increase moderately. During the projection period, the potential growth rate is
likely to be "around 0.5 percent" on average. See Box 4 for estimates and points to be considered
on the potential growth rate.
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Unit labor costs (labor costs per real GDP) are likely to stay on a declining trend as a result
of firms' persistent stance of restraining labor costs, but-the pace of decline in unit labor
costs is expected to moderate gradually with a recovery in employment and wages (Chart
41).

Meanwhile, medium- to long-term inflation expectations have remained stable. Looking
at households' inflation expectations, which are estimated based on the. Bank's Opinion
Survey on the General Public's Views and Behavior, the "expected rate of inflation over a
period one. year from now" has been slightly below O percent, while the "expected rate of
inflation over the next five years" has remained relatively stable at a slightly positive level
(Chart 42 [1]). Economists' expected rate of inflation in the medium to long term has been

stable at around 1.0 percent in recent years (Chart 42 [2]).

Commodity prices have been increasing moderately as a trend with some fluctuations, due
mainly to high growth in emerging and commodity-exporting economies (Chart 43).
While there are both upside and downside uncertainties regarding the outlook, commodity
prices are assumed to increase moderately throughout the projection period on the back of
the continued relatively strong growth in emerging and commodity-exporting economies.?*
Meanwhile, the recent appreciation of the yen, for the time being, is likely to exert

downward pressure on domestic prices through import prices.

It is expected that the aggregate supply and demand balance will improve gradually as
medium- to long-term inflation expectations remain stable. The year-on-year pace of
decline in the CPI (excluding fresh food) is expected to continue slowing. There are
prospects that the rate of change in the CPI could enter positive territory in fiscal 2011 and
the rate of increase could start rising through fiscal 2012 (Chart 44).

Another issue to be noted in monitoring future developments in the CPI is the revision of

2 There is a risk that economic activity in emerging and commodity-exporting economies might
overheat depending on their future conduct of macroeconomic policy. In this case, commodity
prices could increase. This could in turn generate upward pressure on prices in Japan, while it
could also pose a downside risk to Japan's domestic private demand through deterioration in the
terms of trade.
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the base year for the CPI. Given that considerable time has passed since 2005 -- the
current base year for the CPI -- the change in durable consumer goods prices, for which
index levels have dropped significantly in the interim, has made a smaller negative
contribution to the total index. As a result, there is an increasing tendency for the
year-on-year decline in the CPI as a whole to appear smjall. Therefore, when the base year
is changed to 2010, the year-on-year rate of change m} the CPI after January 2011, which

will be subject to revision, is likely to be revised do‘fwnward from the current outlook.

Moreover, given that the weight of durable consumer goods has increased due to

demand-boosting policy measures, the impact of those goods on the overall index could

become large. The base-year change from 2005 to 2010 is scheduled to take place in
August 2011, and the year-on-year rate of change prior to December 2010 is not scheduled
to be revised retroactively. | )
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(Box 1) Developments in Service Price_s. and Wages

In comparing long-term developments in the consumer price indexes (CPIs) in Japan, the
United States, and the euro area by goods and services, the rate of change in goods prices
and service prices has generally been low in Japan. Service prices have been
conspicuously sluggish (Box 1 Chart [1]). Comparing the changes in the CPI in Japan
with those in the United States by goods prices and service prices, most of the distinction

can be explained by the difference in the rate of change in service prices.

Given that the service industry is more labor intensive than the goods industry, service
prices are susceptible to wage changes. Therefore, the somewhat weak developments in
service prices over a period of many years in Japan might be mainly attributable to the fact
that the growth rate of wages in service-related industries has been lower compared with

those in the United States and Europe.

While many factors -- such as the degree of tightness in supply and demand conditions
reflecting economic conditions, as well as the difference in medium- to long-term inflation
expectations -- could be behind the aforementioned developments, there is also a possibility
that the difference in the adjustment mechanism in labor marketsAduring the economic

downturn might have had an effect.

Looking at the labor market in Japan, firms -- which faced the challenge of reducing labor
costs for a long period following the bursting of the bubble economy -- had focused on
reductions not only in employment (i.e., an increase in unemployment) but also in nominal
wages, while workers placed the highest priority in containing cuts in employment and
consequently accepted a reduction in wages.” In fact, a comparison of Japan's labor
supply and demand-related indicators with those of the United States and the euro area
shows that, while the labor cost per worker in Japan has fallen substantially compared with
that in the United States and the euro area due to labor cost restraints by firms, the

unemployment rate in Japan has remained at a lower level (Box 1 Chart [2]). On the other

% Adjustments in nominal wages have been made in the form of a reduction in bonuses and regular
wages, as well as an increase in the ratio of part-time workers.
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hand, during the recent phése of economic slowdowxil,' it has been characteristic in the
United States and the euro area for job cutbacks to be made rapidly in a short period, and
unemployment rates have surged while wage chalilges have been relatively small.
However, in the United States, the growth rates of wa:\ges and prices have recently been

slowing amid an elevated unemployment rate, and these developments warrant attention.
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(Box 2) Background to Recent Fluctuations in Foreign Exchange Rates

Looking back at developments in the nominal effective exchange rates of various currencies
after the Lehman shock, currencies such és the Japanese yén and Swiss franc -- which are
viewed as relatively safe and offer low interest -- appreciated substantially due to
intensified risk aversion by global investors on the back of the heightened anxiety
worldwide over financial systems and a rapid deterioration in business sentiment, as well as
a narrowing of the international interest rate spread (Box 2 Chart [1]). On the other hand,
the euro depreciated from autumn 2009, triggered by an increased awareness of the
sovereign debt problem in European peripheral countries. Meanwhile, emerging and
commodity-exporting countries' currencies, such as the Australian dollar, Brazilian real, and
Korean won, depr_eciated‘ substantially immediately after the Lehman shock. Thereafter,
the Australian dollar and Brazilian real appreciated substantially due to high growth in their

economies, while the Korean won appreciated by a relatively small extent.

Since summer 2010, the nominal effective exchange rates of emerging and
commodity-exporting economies have risen substantially, with the Australian dollar
reaching a record high since 1983 against the U.S. dollar and the Thai baht hovering at
around the highest level since 1997 (Box 2.Chart [2]). The Japanese yen and Swiss franc
have appreciated because they are viewed as relatively safe currencies, and both countries'
interest rate differential with the U.S. interest rate has narrowed. The euro, amid
continued awareness of the sovereign debt problem in European peripheral countries, has
been more or less unchanged. On the other hand, the U.S. dollar has been depreciating,
and has fallen against almost all major currencies. Meanwhile, some emerging economy
currencies, such as the Chinese renminbi, have depreciated in conjunction with the U.S.
dollar. Taking into account these developments in foreign exchange rates since summer
2010, the largest factor behind the fluctuation in rates appears to have beén the uncertainty

about the U.S. economic outlook.
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(Box 3) Asset Sizes of the Major (Ilentral Banks
In order to address the financial crisis following the !ffailure of Lehman Brothers in fall
2008, the Federal Reserve Board (FRB), the European LCentral Bank (ECB), and the Bank
of England (BOE) lowered their- policy rates to a levéel of virtually zero; and increased
liquidity provision to cope with the decline in functioning of the interbank markets.
Moreover, to restore liquidity in markets experiencing widespread dysfunction, they
implemented measures such as asset purchasing. As j result, the asset sizes of the central
banks expanded rapidly and the ratios of their asset s?zes to nominal GDP increased by
some 10 percentage points each (Box 3 Chart). The high level of asset sizes is being
maintained at present, with the ratio of asset size to non{ninal GDP at around 15 percent for
the FRB and the BOE, and about 20 percent for the ECP;».
|

The Bank of Japan's ratio of asset size to nominal CE%DP had also previously increased
rapidly, mainly as the Bank lowered the policy rate to5 0.5 percent in 1995 and increased
liquidity provision in response to the financial crisis in 1997-98. Thereafter, since
liquidity provision increased further as a result of the i‘[ntroduction of the zero interest rate
and quantitative easing policies, the ratio of asset size to nominal GDP rose further to about
30 percent at its peak in 2004-05. This marked an incr{ease of about a 20 percentage points
compéred with 1995, when the policy rate was lowerifd to 0.5 percent -- a level almost
equivalent to the current policy rates of the other maj(;)r central banks. Subsequently, in
accordance with the lifting of the quantitative easing policy, the ratio declined but increased
once again as the Bank undertook aggressive liquidity provision to cope with the economic
and financial situation following the failure of Lehman ][3rothers, and the ratio now stands at

around 25 percent.

The Bank of Japan is currently the largest among major central banks both in terms of asset
size relative to the size of the economy and the increase in the size of its assets between the
inception of an extremely low level of policy rate -- viﬁtually a zero interest rate -- and the

peak.
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(Box 4) Estimation of Potential Growth Rate

The potential growth rate is defined as an indicator of the sustainable economic growth path
over the medium to long term. A country's econpmic growth rate will be determined by
the economy's supply capacity in the medium to long term, and thus the potential growth
rate could be considered as the growth rate of the supply capacity. Since the potential
growth rate is, as its name implies, a "potential" concept that cannot be observed
objectively, it has to be estimated through some means or other. The following outlines
the estimation method used by the Bank and points to keep in mind when interpreting the
estimated potential growth rate. |

1. Estimation Method of Potential Growth Rate

The Bank, liice other central banks, estimates the potential growth rate using the method
known as the "production function approach."?® In this approach, GDP is assumed to be
determined by the production factor inputs such as capital and labor and by the total factor
productivity (TFP). The relationship between the three is generally expressed in the
Cobb-Douglas production function.”’ The GDP growth rate that corresponds to the
potential inputs of each production factor is considered as thé potential growth rate.

Specifically, the potential growth rate is estimated as follows.

Step 1: Measurement of the capital stock (Box 4 Chart [1])

The Bank uses capital stock data in the Japan Industrial Productivity Database. These
capital stock data are measured by taking account of the economic depreciation of capital
stock due partly to technologies becoming obsolete, and are deemed desirable to estimate

the potential growth rate.

% For detailed estimation method, see "The New Estimates of Output Gap and Potential Growth
Rate," Bank of Japan Review Series, 2006-E-3.

Ty= Ql-a)K+al + TFP where Y represents GDP, X the capital input, L the labor input, and 7FP
is the total factor productivity (all expressed in logarithms). The constant a expresses labor's share,
and 1 - a is capital's share. In the actual estimation of the potential growth rate, the past average is
- often used for a.
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Step 2: Measurement of the potential labor input (Box 4 (iE'hart [2], [3], and [4])

Potential labor input is determined by the potential number of workers and the potential
number of hours the workers can work (potential working hours). As for the potential
number of workers, first estimate the trend of labor force participation rate by gender and

by age group,®® and then estimate the weighted average| of those against the population of

each gender and age group to obtain the macro trend of the labor force participation rate.
It is then multiplied by the potential employment rate (; 1'11inus the structural unemployment
rate) and the population aged 15 years and over to obtaini the potential number of workers.?’
Potential working hours are obtained by estimating the trend of regular working hours and
overtime hours, separately for full-time workers and| part-time workers, and then by

computing the weighted average.*’

Step 3: Estimation of TFP (Box 4 Chart [5])
TFP is estimated by computing the weighted average of Fctual capital input and labor input

by capital share and labor share, and by subtracting the rfesult from actual GDP. However,

as TFP obtained by this method is subject to fluctuatlions in quarterly GDP data, it is
r ,

smoothed by the HP filter. |

Step 4: Estimation of potential growth rate ' {
The potential growth rate is estimated by computing tléxe weighted average of the capital
stock growth rate obtained in Step 1 and potential labor ibput growth rate obtained in Step 2

by capital share and labor share, and by adding the smoothed TFP growth rate.

% The Hodrick-Prescott (HP) filter is used in estimating the trend of the labor force participation
rate. !
# The structural unemployment rate is estimated based on the relationship between the employment
rate and the vacancy rate. { :

% The estimation method for the trend of regular working hoiurs has been slightly revised based on
data accumulated after the publication of "The New Estimates of Output Gap and Potential Growth
Rate," Bank of Japan Review Series, 2006-E-3. Speciﬁcallyl the trend of the regular working hours
for part-time workers, previously flat, has been changed to a d%owntrend.

' With respect to the potential growth estimation method and its uncertainty, see "Measuring
Potential Growth in Japan: Some Practical Caveats," Bank of Japan Review Series, 2010-E-1, and
Box 2 (Uncertainty about the Measurement of the Potential Growth Rate and the Output Gap) in

Outlook for Economic Activities and Prices, April 2009.

40




2. Points to Be Considered on Potential Growth Rate »

First, since potential growth rate is estimated by a speciﬁc method using various statistics,
different results could be obtained depending on the statistics used or estimation methods
employed.® For example, using the HP filter to smooth the real GDP time-series data is
the most simple potential growth estimation method, but the potential growfh rate obtained
through this estimation does not necessarily correspond to that obtained by the production

function approach (Box 4 Chart [6]). '

Second, while the potenﬁal growth rate shows the sustainable economic growth path over
the medium to long term, it could be influenced by short-term economic fluctuations. For
example, if business fixed investment declines due to an economic slowdown, the growth.
rate of capital stock will decline. If the mismatch between labor supply and demand
widens as a result of an economic downturn, the potential number of workers will also
decline. Moreover, TFP could also be affected not only .by the pace of technological
change in the medium to long term but also by economic fluctuations in the short term. In
any event, an economic downturn will put downward pressure on the potential growth rate
in the short term. In fact, in the latter half of the 1990s through the beginning of the
2000s, as well as in a recent phase, a cyclical decline in the potential growth rate has been
observed (Chart 40 [2]).

Third, and most importantly, it is quite difficult to accurately recognize the most recent
figures of variables that determine the estimated potential growth rate, such as capital stock,
the trend in the labor force participation rate, the structural unemployment rate, the trend in
working hours, and TFP. Therefore, if being estimated again a few years later when data
have been accumulated, it might differ significantly from the currently estimated potential
growth rate. While this is a point of note that holds true all the time, in the present phase
where the economy has experienced a significant fluctuation caused by the Lehman shock,
it is particularly difficult to accurately gauge the aforementioned variables on a real-time
basis. In addition, fundamental data such as GDP could be revised substantially ex post,
which naturally could lead to a significant change in the potential growth rate ex post.
Taking these points into account, it should be noted that the estimate of potential GDP,

especially for the present phase, is subject to a considerable margin of error.
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Chart 1

Real GDP and Indexes of Business Conditions
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Source: Cabinet Office, "National Accounts," "Indexes of Business Conditions."



Chart 2

Exports and Imports

(1) Real Exports and Real Imports
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(3) Real Effective Exchange Rate of the Yen
reversed, monthly average, CY 2005=100
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Chart 3

Corporate Profits and Fixed Investment
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Chart 4

Employee Income
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Chart 5
Private Consump‘glon

(1) Breakdown of Real Private Final Consumption Expendlture
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Chart 6

Housing Investment
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(2) Real Estate Industry Diffusion Index (DI)* (3) Apartment Stock
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Notes: 1. The figure of housing starts for 2010/Q3 is the July-August average.
2. DI = [("rise" x 2 + "slightly rise") - ("slightly fall" + "fall" x 2)] + 2 + total x 100

Sources: Ministry of Land, Infrastructure, Transport and Tourism, "Statistics on Building Construction Starts";
Cabinet Office, "National Accounts"; The Land Institute of Japan;
Real Estate Economic Institute Co., Ltd.
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- Production
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(2) Production (Breakdown by Industry)"
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(3) Shipment-Inventory Balance (Mining and Manufactunng)
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Notes: 1. Figures for 2010/Q3 are the July-August averages, except for the figure for inventories, which is the value
of August. :
2. Figures up to CY 2003 are on the 2000 base.

Source: Ministry of Economy, Trade and Industry, "Indices of Industrial Production."
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All Industry Activity -

(1) All Industry Activity and Real GDP"
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(3) Tertiary Industry Activity’
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Notes: 1. Figures for 2010/Q3 are the July-August averages.
2. Consisting of scientific research, professional and technical services; living-related and personal services
and amusement services; and miscellaneous services (except government services, etc.).

Sources: Ministry of Economy, Trade and Industry, "Indices of All Industry Activity,"
"Indices of Tertiary Industry Activity"; Cabinet Office, "National Accounts."



Chart 9
Resource Utilization
(1) Production Capacity DI
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(3) Tankan Composite Indicator and Output Gap
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Notes: 1. Figures of the DI are based on all-size enterprises and all industries.

2. By use of the Tankan, the Tankan composite indicator is calculated as the average of the DI of production
capacity and employment conditions, weighted by capital and labor shares in the National Accounts
(fiscal 1990-2008 average). The output gap is estimated by the Research and Statistics Department,
Bank of Japan. For the estimation procedures, see "The New Estimates of Output Gap and Potential
Growth Rate," Bank of Japan Review Series, 2006-E-3.

3. The Tankan has been revised from the March 2004 survey. Figures up to the December 2003 survey
are based on the previous data sets. Figures from the December 2003 survey are on a new basis.

Sources: Cabinet Office, "National Accounts"; Cabinet Office and Ministry of Finance,
"Business Outlook Survey"; Ministry of Internal Affairs and Communications,
"Labour Force Survey"; Ministry of Health, Labour and Welfare "Monthly Labour Survey,"
"Report on Employment Service"; Ministry of Economy, Trade and Industry,
"Indices of Industrial Production"; Bank of Japan, " Tankan, Short-Term Economic
Survey of Enterprises in Japan,” etc.




Chart 10

Corporate Prices
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Source: Bank of Japan, "Corporate Goods Price Index," "Wholesale Price Index,"
"Corporate Services Price Index." ‘
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Consumer Price Index (1)

(1) Consumer Price Index
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(2) Trend Changes in Consumer Prices :
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Notes: 1. Alcoholic beverages are excluded from food. :

2. High school fees: high school fees (public) and high school fees (private).

3. Figures for the 10 percent trimmed mean are weighted averages of items after excluding (trimming)
items in both the upper and lower 10 percerit tails by welght with the highest and lowest year-on-year
rates of price changes. ‘

Source: Ministry of Internal Affairs and Communications, "Ccy)nsumer Price Index."
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Consumer Price Index (2)

(1) Consumer Price Index Excluding Fresh Food
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Notes: 1. The items are basically the same as the definition published by the Ministry of Internal Affairs
and Communications. However, electricity, gas and water charges are excluded from goods.

. Alcoholic beverages are excluded from food.

. Including shirts, sweaters & underwear.

. Excluding agricultural & aquatic products.

. Figures for 2010/Q3 are the July-August averages.

Source: Ministry of Internal Affairs and Communications, "Consumer Price Index."
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Credit Spreads in Financial Markets of Major Economies
. 1 : ,
(1) Spreads for Yen- and Dollar-Denominated Term hstrumefnts
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Note: The spreads for term instruments are Libor (3-month) minus yields on short-term government securities

(3-month).
(2) Spreads for Corporate Bonds in Major Economies
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Notes: 1. The spreads for corporate bonds (rated A) are the corporate bond yields minus the government bond

yields.

2. The indicated ratings of corporate bonds in Japan are of R&I and those in the United States and

the euro area are of Moody's, S&P, and Fitch.

Sources: Japan Securities Dealers Association; Bloomberg. l
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Chart 14

Sovereign Risk Premiums

(1) 5-Year Sovereign CDS Premiums
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(2) Spreads for European Government Bonds
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Note: The yield spreads for 10-year government bonds issued by European countries minus those issued by
Germany. '
Source: Bloomberg.
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Policy Interest Rate%

(1) Advanced Economies
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Note: In the United States, from December 16, 2008, the target range for the federal funds rate is 0 to 0.25 percent
and the interest rate applied to reserve balances is 0.25 percent, In Japan, from October 5, 2010, the Bank
encouraged the uncollateralized overnight call rate to remain at around O to 0.1 percent and the interest rate
applied to the complementary deposit facility is 0.1 percent.

(2) Emerging and Commodity-Exporting Economies
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Sources: Bank of Japan; Bloomberg.




Chart 16

Short-Term Interest Rates

(1) Short-Term Interest Rates
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(2) Euroyen Interest Rate Futures
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Calculated from those for 3-month, leading contract months.

(3) Implied Forward Rates (1-Year)
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Calculated from yen-yen swap rates.
Bank of Japan; Tokyo Financial Exchange; Bloomberg.
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Long-Term Interest Rates

(1) Government Bond Yields
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Notes: 1. The CPI is adjusted to exclude the effects of changes in the consumption tax rate.
From 2001/Q1 onward, high school fees are excluded. -
2. The sample period is 1983/Q3-2010/Q3. Figures for 2010/Q3 are the July-August averages.
The white circle indicates the latest data.
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, === United States —— Germany

0 1 1 (] (] [l (] L 1 1 1 ] 1

CY 98 99 00 01 02 03 04 05 06 07 08 09 10

Sources: Ministry of Internal Affairs and Communications, "Consumer Price Index";
Japan Bond Trading Co., Ltd.; Bloomberg. ‘
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Stock Prices

(1) Stock Prices (2) Trading Volume by Investor Type
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Note: The data are as of month-end. Notes: 1. Figures are the sum of the first and second
sections of the Tokyo, Osaka, and Nagoya
stock exchanges.

2. Figures for 2010 are those of January-
September in terms of annual amount.
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