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Economic news

JAPAN’S GDP

GDP contracted in the second quarter

The pick-up in economic activity seen in the first quarter was followed by a
corresponding reversal in the second, with Japan’s GDP down 0.6% qg/q, below
our expectation of -0.4% qg/q. We look for continued weak growth in the second
half of the year. Monetary policy remains highly expansionary given that the real
interest rate is currently negative, and the BoJ will most probably leave the
policy rate unchanged through well into next year.

B Private consumption, which accounts for roughly 50% of Japan’s overall
economic activity, declined by 0.5% g/q in the second quarter following GDP
growth of 0.7% in the first quarter also due to the calendar effect. A sharp rise
in daily goods’ prices, combined with weaker labour market data, significantly
undermined consumer confidence and dampened consumer willingness to
spend.

B Although investment in machinery and equipment was down 0.2% q/q overall,
partly attributable to flagging external demand, the decline was not as sharp as
feared. Unlike the downturn in 2001, according to recent surveys companies
continue to expect investment spending to grow, albeit less strongly than last
year. Construction spending saw a surprisingly sharp drop of 3.4% qg/q.
Following the slump in the construction sector in late summer of last year, there
are no signs of a sustained recovery for the time being, as households are shying
away from larger investments given the economic slowdown and discouraging
labour market environment.
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B Alongside domestic demand, exports — usually an important mainstay of Japanese
growth — also dropped by 2.3% g/q. A contraction of comparable magnitude was
last seen in 2001. Japan has seen a recent further decline in demand from the USA,
which had been looming since last spring. Exports to Asia and Europe are also
shrinking. Overall, with growth slowing worldwide, the outlook for Japanese
exports has also deteriorated further; however, we do not currently expect to see a
downturn of the kind seen in 2001.

B Although the GDP contraction is indeed a cause for concern, bringing as it does the
Japanese economy to the brink of a recession, we do not believe the downturn will
be as pronounced as it was in 2001. On the contrary, we expect “no more than” a
definitive period of weakness in 2008, bringing to an end the growth cycle that
started in 2002. Although the employment situation has steadily worsened since
the summer of last year, it is still far from reaching the level seen in 2001. The
corporate situation also looks better today. Although operating profits were down
y/y, there is no sign of a major slump as in 2001. In addition, Japanese companies’
profitability and financial situation are far better today due to the good earnings of
the past few years.

B Against this background, we assume that economic activity will increase during the
rest of the year, albeit weakly. This assumption is also borne out by the leading
indicators, which have been bullish recently. Overall, however, economic growth
remains below potential growth (1.5-2%), particularly given the downward
revision of first-quarter growth from 1.0% to 0.8% qg/q.

B |n the current environment the Bank of Japan will most probably leave policy rates
unchanged until well into next year. Given that the real interest rate is negative at
the moment, monetary policy remains highly expansionary, and for this reason we
do not expect to see a rate cut.
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