NLI Research Institute 08-24-2021

Japan’s Economic Outlook for Fiscal Years 2021

- d 2022
Economist |*

| etter

Taro Saito, Executive Research Fellow, Economic Research Department
tsaito@nli-research. co. jp

<{Real GDP growth rate: FY 2021 3.1%, FY 2022 2.0%>

The Japanese economy has been stagnant since the beginning of 2021. Real GDP in the April-June quarter of 2021
grew at an annual rate of 1.3%. Increases in private consumption, housing investment and capital investment offset a
fall in external demand. However, real GDP has yet to regain the decline of 3.7% in the January—March quarter of 2021.
A continued declaration of the state of emergency and expanded coverage of the country are likely to continue low
growth in the July—September quarter of 2021, mainly due to sluggish consumption. In contrast, the October—December
quarter of 2021 expects high growth given the lifting of the state of emergency. However, there is a risk that the
coronavirus pandemic and corresponding restrictions on economic activity could dampen the economy.

The real GDP growth rate is forecast to be 3.1% in FY 2021 and 2.0% in FY 2022. Even if restrictions on economic
activities are eased, consumer spending will not recover in earnest as social distancing requirements will continue to
restrain consumption of face-to-face services.

Real GDP is expected to recover from pre-coronavirus levels (October—December quarter 2019) in the January—March

quarter in 2022 and return to its most recent peak (July—September quarter 2019) in 2023.
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1. The economy grew at an annualized rate of 1.3% in the April-June quarter of 2021

In the April-June quarter of 2021, real GDP grew 0.3% (1.3% per annum) from the previous quarter, the first positive growth in
two quarters.

Although the contribution of external demand declined for the second consecutive quarter by 0.3% (an annual slump of 1.3%) from
the previous quarter, even with the declaration of the state of emergency, private consumption (0.8%), housing investment (2.1%), and
capital investment (1.7%) in private demand all climbed, covering the reduction in external demand. Public investment saw a decline,
but public demand was also boosted as government consumption rose 0.5% from the previous quarter, reflecting the progress of
vaccinations.

Real GDP in the April-June quarter of 2021 posted its first positive growth in two quarters but has not recovered the drop in the
January—March quarter 2021 (down 0.9% from the previous quarter and 3.7% per annum). After posting record-high negative growth
in the April-June quarter of 2020, the Japanese economy recorded double-digit annual growth for two consecutive quarters, but has

remained stagnant since the beginning of 2021, when the state of emergency was reissued.

(Growing gap in growth rates between Japan and the United States)

In 2021, U.S. growth in the April-June quarter was 6.5%, while Japan’s growth was only 1.3%. Compared to pre-coronavirus
levels of real GDP (October—December quarter 2019), the U.S. was 0.8% above while Japan was 1.5% below. Looking back at
developments in real GDP during the COVID-19 pandemic, the decline in the first half of 2020 was greater in the United States
where the lockdown was implemented, and it rapidly recovered at about the same pace in the second half of 2020. As of the October—

December quarter of 2020, Japan was slightly above the (19040 = 100 COMparison of Real GDP between Japan and United States
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Looking at real GDP in the April-June quarter of 2021 by demand category compared to pre-coronavirus levels, the United States’

exports remain below pre-coronavirus levels and imports Real GDP's level relative to pre-coronavirus
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real GDP up 0.9% in the wake of coronavirus response (Source) Cabinet Office, U.S. Department of Commerce

GDP down 1.3%, even as government spending is pushing

measures and other factors. Private investment (housing and capital investment) also saw strong growth in the April-June quarter of

2021, but remains below pre-coronavirus levels.

The main reason for the differences in growth rates between Japan and the United States is the significant variance in consumer
spending. Examining trends in personal consumption in Japan and the United States in the wake of the coronavirus disaster by goods,

there was little difference between Japan and the United States regarding consumption until the April-June quarter of 2020.

. Comparison of personal consumption (by goods and services)
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quarter in 2021, due to statistical constraints).

Service consumption remained almost the same in Japan and the United States in 2020, but since the beginning of 2021, the
United States has continued to recover with the relaxation of social distancing in line with the progress of vaccination, whereas Japan
has seen sluggish recovery from the enforcement of restrictions on activities. Comparing the crowds at retail and entertainment
facilities, which is closely linked to service consumption, the decline in the United States was consistently large until approximately

the beginning of 2021. Since April 2021, however, the decline in Japan has greatly exceeded that of the United States.

2. Real growth rate is expected to be 3.1% in FY 2021 and 2.0% in FY 2022.

(July—September quarter is also expected to remain sluggish.)
In Japan, either a declaration of a state of emergency or priority preventative measures have been implemented in most of 2021.

Both measures were not performed for only a brief period of time, from January 1 to 7 and March 22 to April 4. In 2021, the
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January-March and April-June quarters accounted for Proportion of GDP in regions subject to "Declaration of the state
of emergency + Priority preventative measures"
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summer’s crowds will be lower than last year’s.

Summer is the season when travel demand is usually high. According to the Japan Travel Bureau’s “Travel Outlook for Summer
Vacations,” the number of people traveling in Japan during summer vacation in 2021 is estimated to be 40 million, up 5.3% from the
previous year (and reduced 44.8% from the year before last). This survey, estimated by the Japan Travel Bureau based on travel
trends, economic indicators, industry trends, and bookings, was based on a survey conducted before a state of emergency was
declared in Tokyo on July 12 (the survey period covered July 5-9). Therefore, there is a high possibility that the actual number of
travelers will be smaller.

The monthly ratio of travel expenses

Percentage of travel-related expenditures by month
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greater impact on overall consumer spending than in

other quarters.

(Exports and capital investment will support the economy)
Private consumption is likely to remain sluggish for a long time due to the declaration of the state of emergency. However, unlike

spring 2020, demand items other than private consumption are less susceptible to the declaration.

Exports dropped sharply in the first half of 2020 due to the effects of overseas lockdowns, then recovered sharply in the second half
0f 2020 due to the resumption of global economic activity and continued to be strong in 2021. By product category, automobile-related
products remained sluggish due to the semiconductor shortage, but information-related products and capital goods remained strong
against the background of expansion of digital-related demand and recovery in global capital investment. While exports have already

recovered to pre-coronavirus levels, the pace of growth has slowed, but the outlook is expected to remain robust against the backdrop
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of a global economic recovery.

Capital investment decreased 6.8% from the previous year in FY 2020 due to a significant drop in corporate earnings caused by the

novel coronavirus. In 2021, even though a state of
Capital Expenditure Plan (all sizes and all industries)

emergency was declared in the April-June quarter, capital (o, compared to the previous fiscal year)
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(Source) Bank of Japan, "Short-Term Economic Survey of Enterprises"
upward by 2.9% from the March 2021 survey to 10.2%
from the previous year. While corporate earnings have improved significantly, particularly in the manufacturing sector, capital
investment has picked up, mainly in software investment for telework expansion and digitization, and machinery investments as a
result of strong production activities in the manufacturing sector. Looking ahead, although construction investment in the face-to-face

service industry will continue to be a downward factor, overall capital investment is expected to continue to recover due to an

improvement in machinery- and digital-related investments.

(Real GDP will exceed its most recent peak in FY 2023)

In 2020, the Japanese economy plunged in the first half as a result of requests for self-restraint and the issuance of the state of
emergency in response to the spread of the novel coronavirus. A rapid recovery thereafter occurred at a pace faster than expected in
the second half due to the resumption of economic activities following the lifting of the state of emergency. However, economic
activity stagnated in the first half of 2021 following the reissuance of the state of emergency.

In the July—September quarter of 2021, private consumption is expected to remain sluggish at a 0.3% drop from the previous
quarter due to the continuation of the declaration of the state of emergency and the expansion of the target regions. However, real
GDP is expected to grow at an annual rate of 0.8% from the previous quarter, as exports will remain steady against the backdrop of a
recovery in overseas economies. Housing investment and capital investment, which are less susceptible to the declaration of the state
of emergency, will increase. Given the low level of economic activity, the pace of recovery will be sluggish and real GDP’s level
remained below the post-coronavirus peak (October—December quarter 2020). The gap between Japan’s growth rate and that of the
United States and Europe will become even clearer.

In the October—December quarter of 2021, real GDP is expected to grow at a high rate of 5.2% on an annualized basis subject to
the lifting of the state of emergency. The main reason for the high growth is that the consumption of face-to-face services will pick up
as a result of the easing of action restrictions. Therefore, private consumption will grow 1.7% from the previous quarter. However,
we cannot deny the risk that consumption could be undermined by the intermittent issuance of priority preventative measures and the

declaration of the state of emergency.
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In the future, the progress of vaccinations is expected to contribute to the suppression of infection to a certain extent. However, it

is unlikely that the number of infected people will drop to zero, and there is a high possibility that the number will fluctuate

depending on the emergence of new variants or changes in temperature.

As is clear from the examples of other countries, the number of people infected with the novel coronavirus has fluctuated due to

the emergence of variants regardless of the vaccination rate. Although the number of new infections in Japan has increased

significantly, the number of new infections (per 1 million population) in the United States and the United Kingdom, where the

vaccination rate is much higher than in Japan, is approximately three times higher than in Japan. Moreover, the number of new deaths

(per 1 million population) is approximately 10 times higher than in Japan (as of August 15, 2021).
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Every time the number of new coronavirus cases increases, measures to curb the spread of the disease, such as asking people to

take time off or refraining from going out, could prolong the economic slump.

Real GDP is forecast to grow by 3.1% in FY 2021, 2.0% in FY 2022. On the one hand, even if the restrictions on economic

activities are eased, consumer spending will not recover in earnest because social distancing and other measures will continue to curb

consumption of face-to-face services such as dining out and travel. Private consumption is expected to grow modestly by 2.9% in FY

2021 and 2.0% in FY 2022, after the sharp decline of 5.9% in FY 2020.

On the other hand, capital investment, which has become less susceptible to the declaration of the state of emergency, increased

slightly by 4.0% from the previous year in FY 2021 against the backdrop of improved corporate earnings, and will remain steady at
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3.8% in FY 2022. In FY 2021, exports jumped 14.1% from the previous year on the back of the recovery of overseas economies, and

a continued 3.6% robust growth in FY 2022 will likely boost the growth rate.

Currently, we expect the real GDP level to rise above
pre-coronavirus levels (October—December quarter 2019)
in the January—March quarter of 2022 and to return to its
most recent peak (July—September quarter 2019) in 2023.
However, it is extremely difficult to anticipate future
trends in the spread of COVID-19 and the corresponding
public health measures. If the government continues to
implement the same policy measures as it has in the past,
it will likely further delay the normalization of the

economy.
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Outlook for the Japanese economy

(%) Previous forecast (2021.6'
FY 2019 [ FY 2020 | FY 2021 | FY 2022 20/4-6 20/7-9 |20/10-12 | 21/1-3 21/4-6 21/7-9 |21/10-12 | 22/1-3 22/4-6 22/7-9 |22/10-12| 23/1-3 FY 2021 | FY 2022
Actual | Actual |Forecast | Forecast Actual | Actual | Actual | Actual Actual | Forecast | Forecast | Forecast | | Forecast | Forecast | Forecast | Forecast| | Forecast | Forecast
Real GDP -0.5 -4.5 3.1 2.0 -7.9 53 2.8 -0.9 0.3 0.2 13 0.2 0.6 05 0.4 0.2 35 19
-28.2 228 119 -3.7 13 0.8 5.2 0.7 2.2 21 17 1.0
-10.1 -5.6 -1.0 -1.3 7.5 25 0.7 2.0 21 2.6 1.6 18
Contribution to
domestic demand (-0.1)| (-3.9) (2.4) (1.9) (-5.1) (2.6) (1.8)| (-0.7) (0.6) (0.1) (1.2) (0.1) (0.6) (0.5 (0.4) (0.2) (2.3) ()]
Private demand (-0.6) . (-4.7). (2.1) (1.6) (-5.4) (2.0 (1.4)) . (-0.3), (0.6) (0.0) Ly (0.0) (0.5) (0.4) 0.3) (0.2) 18) (1.5)
Public demand (0.5) (0.9) 0.3 (0.3) 0.3 0.7 (0.4)] _ (-0.4) (0.0) (0.1) 0.1) (0.1) (0.0 (0.1) 0.1) (0.0) 0.5 (0.2)
Contribution to external
demand (-04)| (-0.6) (0.7 (0.1) (-2.9) (2.6) (1.0 (-0.2) (-0.3) (0.1) (0.0 (0.1) (-0.0) (0.0 (0.0 (0.0 (1.1) (0.2
Private final consumption
expenditure -1.0 -5.9 2.9 2.0 -8.3 5.1 2.3 -1.0 0.8 -0.3 17 -0.2 0.8 0.5 0.4 0.2 27 19
Private residential
investment 25 7.2 2.2 -0.7 0.6 -5.7 0.0 0.9 21 12 0.1 -0.8 -0.4 0.0 0.1 -0.2 0.6 -0.2
Private nonresidential
investment -0.6 -6.8 4.0 3.8 -6.0 -2.1 4.3 -1.3 17 0.9 13 0.9 1.0 0.9 0.8 0.6 29 29
Government final
consumption expenditure 20 33 1.3 0.9 0.7 28 1.8 -1.7 0.5 0.4 0.4 0.3 0.1 0.2 0.2 0.2 20 0.7
Public investment 15 4.2 -0.5 16 29 0.7 1.0 -1.0 -1.5 0.6 11 0.6 -0.2 0.6 0.5 0.1 17 15
Exports of goods &
services -2.2 -10.4 141 3.6 -17.5 7.3 11.7 24 29 13 0.9 0.8 0.9 0.9 0.8 0.6 12.9 3.7
Import of goods &
services 0.2 -6.8 9.7 29 -0.7 -8.2 4.8 4.0 5.1 1.0 0.7 0.4 0.9 0.8 0.6 0.5 6.1 2.7
Nominal GDP 0.3 -3.9 24 29 -7.6 54 23 -1.0 0.1 -0.2 12 0.8 10 0.6 0.4 0.6 2.4 24

(Note)The upper column of real GDP is compared with the previous period, the middle column is annual growth over the previous period and the lower column is compared with the previous year. All
other demand items are compared with the previous period.

<Key economic indicators>

FY 2019 | FY 2020 | FY 2021 | FY 2022 20/4-6 20/7-9 [20/10-12| 21/1-3 21/4-6 21/7-9 [21/10-12| 22/1-3 22/4-6 22/7-9 |22/10-12| 23/1-3 FY 2021 | FY 2022

Industrial production

(QoQ) -3.8 -9.5 9.8 28 -16.8 9.0 5.7 29 1.1 0.8 14 04 0.9 0.6 0.4 0.3 10.0 2.8
Domestic Corporate

Goods Prices (YoY) 0.1 -1.4 51 12 -2.3 -0.8 -2.1 -0.3 4.7 5.7 5.8 4.3 20 0.9 0.9 0.9 3.2 0.4
Consumer Prices (YoY) 0.5 -0.2 -0.1 0.6 0.2 0.0 -0.9 -0.6 -0.6 -0.1 0.4 0.2 0.8 0.6 0.6 0.5 0.4 0.5
Consumer Prices

(excluding fresh food) 0.6 -0.4 0.0 0.6 -0.1 -0.3 -1.0 -0.6 -0.7 -0.1 0.4 0.2 0.8 0.6 0.6 0.5 0.4 05

(excluding consumption tax) 0l 09| ©o @] 1yl 13| 1y| o)l 0n| 0yl (©4 (02 ©08)] (6| (06 (©5) (0.4)  (0.5)
Current account balance

(¥trillion) 18.9 18.3 17.1 17.9 8.7 16.4 25.6 20.5 20.8 14.8 154 175 18.7 17.0 17.1 18.9 17.2 16.9
i(Ratio to nominal
|GDP) B4 64 @yl (B2 anl 6yl @nl @ @9 enl 8l 6 33)| (30| (30 (33 @B (3.0
Unemployment rate (%) 23 29 3.0 29 27 3.0 3.0 28 29 3.0 31 3.0 3.0 29 29 2.8 3.1 29
Housing starts (10
thousand) 88.4 81.2 87.0 84.6 80.9 81.3 80.5 83.0 87.5 87.8 87.1 85.6 84.9 84.7 84.6 84.2 83.7 82.4
10 year JGB yield (over-
the-counter quotation) -0.1 0.0 0.1 0.2 0.0 0.0 0.0 0.1 0.1 0.0 0.1 0.1 0.1 0.1 0.2 0.2 0.1 0.2
USD/JPY 109 106 111 113 108 106 104 106 109 110 112 112 112 113 113 113 111 113
Crude oil price (CIF,
Dollar/Barrel) 68 43 72 76 32 41 44 56 67 74 73 74 75 75 76 76 71 74
Ordinary profit (YoY) -13.1 -15.6 24.1 8.7 -46.6 -28.4 -0.7 26.0 68.1 27.1 11.3 6.9 8.0 11.6 8.4 7.7 20.6 9.1

(Note)Yields on 10 year government bonds, Foreign exchange rates and Crude oil prices are average data of the period. Oridinary profit of 21/4-6 is forecast.
(Source) Economic and Social Research Institute, Cabinet Office "Quarterly Estimates of GDP", Ministry of Economy, Trade and Industry “Indices of Industrial Production” ,
Ministry of Internal Affairs and Communications "Consumer Price Index", Ministry of Finance "Financial Statements Statistics of Corporations by Industry, Quarterly" and others.

Outlook for the U.S. economy

2019 2020 2021 2022 2020 2021 2022
13 4-6 79 10-12 13 4-6 79 10-12 13 4-6 79 10-12
Actual Actual | Forecast | Forecast Actual Actual Actual Actual Actual Actual | Forecast | Forecast | | Forecast | Forecast | Forecast | Forecast
Real GDP Annual rate,% YoY 2.3 -3.4 6.1 4.2 -5.1 -312 33.8 4.5 6.3 6.5 6.0 6.0 3.4 3.0 2.7 2.8
FF rate target End, Upper,% 175 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25
10-year govt. bond interest
rate Average,% 21 0.9 15 19 14 0.7 0.6 0.8 13 16 14 16 17 18 19 2.0
Outlook for the European (Euro area) economy
2019 2020 2021 2022 2020 2021 2022
1-3 4-6 79 10-12 1-3 4-6 79 10-12 1-3 4-6 79 10-12
Actual Actual | Forecast | Forecast Actual Actual Actual Actual Actual | preliminary | Forecast | Forecast | | Forecast | Forecast | Forecast | Forecast
Real GDP Annual rate,% YoY 13 -6.5 4.6 4.0 -13.6 -385 59.9 -25 -1.3 8.3 55 35 3.8 35 2.8 2.6
ECB Refinancing rate End of period,% 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
10-year German govt. bond
yield Average,% -0.2 -0.5 -04 -0.3 -0.4 -0.4 -0.5 -0.6 -04 -0.2 -0.4 -0.3 -0.3 -0.3 -0.2 -0.2
EUR/USD Average, Dollars 112 114 119 119 110 110 117 119 1.20 121 118 1.17 1.18 119 1.19 1.19

Please note: The data contained in this report has been obtained and processed from various sources, and its accuracy or safety cannot be guaranteed. The purpose of this publication is to provide information, and

the opinions and forecasts contained herein do not solicit the conclusion or termination of any contract.
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