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Foreword
 
The autumn statement revealed what most observers have 
recognised for some time, that the UK’s growth prospects have 
weakened dramatically over the last eighteen months. The reasons 
for this are perhaps more interesting than the fact itself. The Office 
for Budget Responsibility (‘OBR’) suggest that a combination of the 
impact of commodity price shocks, notably oil, together with the 
shambles in the Eurozone are major contributors. The other 
interesting feature of their report is that the UK’s capacity has been 
seriously overestimated. This latter point is highly significant, since 
it suggests that using quantitative easing as a means of promoting 
growth has been a mistake. If there is limited capacity, then the 
stimulus can only be inflationary. In addition to the poor prospects 
for growth, we have to consider the additional and alarming fact that 
overall UK indebtedness (Government, Personal and Corporate) is 
nearly five times GDP. While this is distorted because of our 
dependence on Financial Services, we are fortunate that the ratings 
agencies and markets have so far given us the benefit of the doubt. 
At a time when we face a continued and deepening crisis, it is 
disappointing that there is no consensus on the solution. The OBR 
summary implies that there is no option but to pursue the current 
uncomfortable and difficult path that the Chancellor has embarked 
on. The counter view expressed by the public sector unions boils 
down to the need to increase taxes, particularly on the wealthier 
segments of society and to reallocate resources to protect spending 
on pay and pensions. The opposition view seems to run counter to 
this in that it sees tax cuts as part of the answer, albeit VAT rather than 
the top rate of income tax. It is increasingly clear that if we aren’t 
able to control our indebtedness, the markets will impose a much 
more dramatic reduction in our public services. In that context the 
current public sector strikes do look like the proverbial argument 
over deckchairs on the Titanic. 

If our problems look depressing, then those in the Eurozone are 
taking on nightmarish proportions. What seemed unthinkable only 
six months ago, namely the break up of the Euro, is beginning to 
look like a much more likely outcome. The inability to achieve 
consensus on the solutions infuriates markets. The recent failure by 
the Germans to get a bond auction away (even though they 
considered ‘technical’ issues to be the reason) is deeply disturbing, 
since only Germany has the financial credibility on which a solution 
can be built. If that foundation doesn’t exist, then the Eurozone has 
no capacity to establish a solution. Meanwhile, as if to reinforce the 
market view, we are seeing nearly 8% yields on Italian bonds. Italy 
has €310bn of bonds maturing next year, most of which were issued 
at around 3% yield. The cost of refinancing this existing debt alone 
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at current rates would mean an additional €15bn interest charge, and 
of course future years bring further maturities adding to the overall 
problem. 

For the UK it was clear from the beginning that the impact of the 
sovereign debt crisis would be a reassessment of our relationship 
with Europe. Six months ago it seemed like this would be a 
leisurely debate for some years hence, but reality is pressing the issue 
on us now. Europe’s current plans to levy additional bank taxes 
represent a real threat to the sector and our dependence on Financial 
Services make this a critical issue for us. In addition we have to 
assess the cost benefit of the additional regulations being imposed 
across the whole of business. It looks as though 2012 will be a 
challenging and interesting year. 

Paul Budd 
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Minford, of Cardiff Business School, who is also the Economic Adviser to 

1 



   
 

   
   

  
 

  

 

     

   
 

 

  

   
 

   

  
  

   
  

  

   
   

   
   
   

Contents
 
The world economy is growing ² VR�ZKDW¶V�ZLWK�WKH�:HVW" 3 

Patrick Minford 

The Liverpool Forecast 7 

Vo Phuong Mai Le 

The euro-zone crisis rumbles on and is yet another factor adding to the slowdown in the West. It seems 
LQHYLWDEOH��JLYHQ�*HUPDQ\¶V�QDWXUDO�UHOXFWDQFH�WR�WUDQVIHU�PRQH\�LQ�ELJJHU�DPRXQWV� that stricken southern euro 
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to grow solidly, with inflation declining and raw material prices falling. Slow growth in developed countries is 
due to low productivity growth brought on by tight raw material markets and banking industry problems. 
Supply-side measures could help to stimulate growth. 

Why the Japanese economy is not growing? Evidence from the supply-side 17 

Francesco Perugini 

A popular view of Japan's slow growth since 1989 when the 'bubble' burst is that it has resulted from banking 
problems and deflation. Dr. Perugini goes through the facts of industrial productivity and shows that the 
slowdown came from a widespread stalling of productivity growth as well as contractions in labour supply. It 
seems that supply-side not monetary factors mainly explain the great Japanese slowdown. 

“The grim reality of this poorly constructed EU 
economic edifice and the rumbling crisis will 
continue to have consequences for the world 

economy. The UK will probably detach itself to 
a large extent from it all over the next decade.” 

Patrick Minford, Economic Adviser 
to Julian Hodge Bank 
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THE WORLD ECONOMY IS GROWING ² 62�:+$7¶6� 
WITH THE WEST? 

To read some of the  pronouncements from Madame 
Lagarde at the IMF and Olivier  Blanchard, her chief 

economist, one could be  forgiven for thinking the  world 
was on the brink of recession. Yet world growth is likely to 
be  around 4% this year, after over 5% last year, with an 
IMF forecast of another 4% in 2012. 

So all the fuss is about the west and in particular the threat 
to it from the eurozone crisis. There has been a (deliberate) 
slowdown in the East and other emerging countries because 
monetary policy has been tightened in the face of serious 
world inflation ² including nearly 10% in India and 6% in 
China. This in turn has taken the sheen off manufacturing 
growth worldwide, assisted by the earthquake-related 
problems in Japan. But growth in these emerging market 
countries remains robust and will be  allowed to rebuild as 
soon as world inflation drops back. 

The underlying problem of the West-East imbalance that is 
driving slow western growth is an imbalance of 
productivity against a world shortage of raw materials. 
With eastern productivity growth fast, fuelled by inter
sectoral  transfers of people and capital, supplies of raw 
materials are pre-empted by the east, and their prices driven 
up; this in turn undermines western productivity growth, 
which relies on ever-rising computer power and cheap raw 
materials. While it is hard to  get exact estimates, western 
total factor  productivity seems to have  slowed down; 
capital installed on the assumption of low raw material 
prices has been written off (and correspondingly estimates 
of excess capacity likely to be revised down); and 
investment in new projects and the uptake of new labour is 
being slowed by low marginal profitability. Another factor 
is the sharp decline in western terms of trade due  to these 
high raw material  prices; this has lowered permanent 
income. 

In the oil and raw material crisis of the 1970s, similar 
things occurred. At that time  western governments 
estimated excess capacity at high levels and called for 
large-VFDOH� FRRUGLQDWHG� VWLPXOXV� LQ� WKH� IDFH� RI� WKH� µRLO� 
SURGXFHU� VXUSOXVHV¶�� +RZHYHU�� WKLV� HVVHQWLDOO\� .H\QHVLDQ� 
analysis turned out to be seriously wrong and precipitated a 
bout of massive world inflation. 

It is incomprehensible that the IMF ² of all bodies ² 
should be  demanding coordinated stimulus from  western 
governments coping with sovereign debt problems.  More 
XQGHUVWDQGDEOH� LV� WKH� ,0)¶V� GHPDQG� WKDW� WKH� HXUR]RQH� 
come up with a plan to  deal with its sovereign debt 
problems and the knock-on effects on banks. 

But is the eurozone crisis a threat that requires the UK to 
abandon inflation targets and fiscal stabilization? Certainly 
not at this stage at least. In aggregate the eurozone is not 

Table 1: Summary of Forecast 
2008 2009 2010 2011 2012 2013 

GDP Growth1 ±1.1 ±4.3 1.8 1.0 1.4 2.0 
Inflation CPI 3.3 1.3 3.9 4.4 3.2 2.2
 RPIX 4.3 2.0  4.8  4.7 3.6 2.8 
Unemployment (Mill.) 
 Ann. Avg.2 0.9 1.5 1.5 1.5 1.5 1.3
 4th Qtr. 1.1 1.6 1.5 1.6 1.4 1.2 
Exchange Rate (2005=100)3 91.2 80.7 80.6 81.2 81.0 80.5 
3 Month Interest Rate  5.1 0.8 0.6 1.0 2.3 2.5 
5 Year Interest Rate  4.0 2.8 2.3 2.4 2.7 2.8 
Current Balance (£ Billions) �22.0 �26.1 �30.8 ±5.8 ±8.1 -7.4 
PSBR (£ Billions) 73.8 127.8 110.8 121.9 100.6 97.2 
1Expenditure estimate at factor cost 
2U.K. Wholly unemployed excluding school leavers (new basis)
3Sterling effective exchange rate, Bank of England Index 

growing any more  slowly than the UK. A Greek and, say, 
Portuguese  default accompanied by exit (no  doubt 
temporary) from the euro could actually restore  some 
growth on the  periphery. Bank problems have been well 
trailed and their sponsoring governments must, I would 
assume, be ready to support them.  Also the ECB seems to 
have been licenced to be  active in support operations of 
sovereign bonds ² even if German Board members are not 
happy, they cannot seem to stop it. 

If UK growth is slow because of slow productivity and 
excess capacity and, as is now generally being agreed, 
much lower than previously thought, then we  are facing a 
µVupply-VLGH¶� SUREOHP� WKDW� FDQQRW� EH� FXUHG� E\� GHPDQG� 
stimulus, whether fiscal or monetary. Fiscal is essentially 
out of the question now that the existing plans will most 
likely overshoot the public borrowing targets. 

So what of monetary policy? It seems rather clear that the 
Bank has seriously underestimated UK inflationary 
pressure. This has come about in two main ways. First, they 
have overestimated excess capacity and firms have 
accordingly been pushing up prices faster than expected, 
with no dampening oI� WKH� µSDVV-WKURXJK¶�RI�PDVVLYH� LQSXW� 
price rises.  Second by treating sterling as an exogenous 
variable over which money has no  power the Bank has 
disregarded a major transmission channel of its policy. 

This has led to inflation breaching the 2% target for much 
longer and by bigger  amounts than the Bank has 
successively forecast for the past 2  years; there  seems no 
prospect of the Bank reaching its target in 2012 either. This 
EUHDFKLQJ� RI� WKH� WDUJHW� KDV� OHG� WR� GRXEW� DERXW� WKH� %DQN¶V� 
seriousness in pursuit of the target. 

So far wage  settlements have been quiescent as the labour 
market, now with a fair  degree of competition and union 
power only in a beleaguered public sector, has pulled wage 
growth down.  However, were inflation expectations to 
climb  to 4%, a not incredible  prospect, and should 
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unemployment continue  to be roughly level, then real 
wages would start to level off or rise a bit and nominal 
wages start to grow by 4±5%. With UK labour productivity 
growth stalling (or even negative), this would threaten to 
raise steady state inflation to around the same rate. Then we 
would go into 2013 with continued inflation of over twice 
the target. At this point either the target will be abandoned 
or raised, or there will have  to be a drastic monetary 
tightening to  get inflation back under control. As an 
election might then be approaching it is too easy to see the 
WDUJHW¶V�DEDQGRQPHQW�DV�WKH�PRVW�OLNHO\�FRXUVH� 

For  all the discomfort of the UK economic  prospect at 
present, the fact seems to be that there is little  we can do 
about it without sacrificing control of inflation. 
Furthermore, even if inflation were  to be sacrificed in this 
way, it could not alter the  gloomy supply-side 
µIXQGDPHQWDOV¶� DQG� PLJKW� QRW� KDYH� HYHQ� PXFK� RI� D� 
temporary effect on growth. 

Therefore any resumption of QE would be a mistake. The 
Bank needs to signal its serious intention to bring down 
inflation by raising Bank Rate to 1% at once ² with a bias 
to raise in due course. This will  not have much short-run 
practical effect on costs of funds which are  well  above 
Bank rate  now; but it would be a powerful signal in this 
environment. It is really time the Bank rediscovered its role 
as the guardian of the currency, and ceased to be its 
debaucher. 

The euro-zone crisis enters its long-term phase 

The crisis in the euro-zone  worsens almost daily, with 
Greece, Portugal, Italy and now Spain facing interest rates 
that make their finances unsustainable. An attempt was 
PDGH� VRPH� ZHHNV�EDFN� WR� FUHDWH� D� µELJ�ED]RRND¶� �D� ODUJH� 
amount in the European Financial Stability Fund) that 
ZRXOG� XQGHUZULWH� WKHVH� FRXQWULHV¶� ILQDQFLDO� GLIILFXOWLHV�� 
however this attempt has collapsed in ruins, with the 
problems now requiring far  greater funds than Germany 
ZDV�ZLOOLQJ� WR�SURYLGH��WKH�()6)�FXUUHQWO\�VWDQGV�DW�¼���� 
billion, about half of which has already been used up on 
*UHHFH���%DQNV�WKDW�KDYH�OHQW�WR�*UHHFH�KDYH�µYROXQWDULO\¶� 
KDG�WKHLU�FODLPV�ZULWWHQ�GRZQ�E\������WKH�µKDLUFXW¶�PXFK� 
talked about). The maturity of the EFSF loans to  Greece 
has been lengthened to 15 years (extendable to 30) from the 
original 7.5. The interest rate charged has been reduced to a 
rate around 3.5%; but the exact rate charged depends on the 
cost of funds for the EFSF so that this represents an agreed 
reduction in the EFSF spread to virtually zero (these terms 
have  also been extended to  Portugal and Ireland, the other 
countries currently receiving EFSF bail-out money). 
However, even with all these adjustments, Greece looks 
unlikely to be  able or willing to repay. Italy, Spain and 
Portugal  too look overwhelmed by the current situation. 
The austerity packages theoretically needed will  almost 
certainly be rejected by voters.  Meanwhile  German voters 
are  also unlikely to countenance any further money from 
Germany. 

This crisis situation looks set to rumble on for  weeks, 
months and even years.  Greece  seems likely to leave the 
euro first, perhaps early in the  new year. Efforts will then 
be redoubled to keep others inside. However, by the end of 
2012 another victim ²  Portugal, probably ² will have 
been claimed. It may not be until 2013 that Italy and Spain 
will leave the euro. At this point, France  too will look 
vulnerable and Germany may decide  to restore the 
Deutschemark. 

Accompanying this rumbling will be a huge German effort 
to beef up controls on every euro-zone cRXQWU\¶V�HFRQRPLF� 
policy. They just will  not tolerate being caught like this 
again ² GLG� WKH\�QRW�ZULWH�D� µQR�EDLO-RXW¶�FODXVH� LQWR� WKH� 
Maastricht Treaty and where did it get them? No  teeth. 
Now there will be  teeth in abundance.  How well will this 
new German economic empire go down with the satellites? 
Will being in the euro  seem  worth it? All these 
developments seem  to add up to the end of the euro, 
rejected by the  voters of all these countries because of its 
dreadful economic consequences. It would be really 
astonishing if democratic wishes were  flouted on such a 
scale as to  permit the  sort of cross-country interference 
currently being proposed by Germany, France and the 
Commission. 

Then there is the UK. It does seem that the euro-zone 
µJRYHUQDQFH¶�SURSRVDls will include tax proposals, such as 
the  notorious financial  transactions tax (which would put 
the City out of business overnight). Now these  are 
supposed to be  for the euro-zone; but they will  argue that 
EHFDXVH�RI�µFRPSHWLWLRQ¶�IURP�RWKHU�WD[�MXULVGLFWions in the 
(8��WKH\�PXVW�EH�µJHQHUDO¶��7KH\�ZLOO�DUJXH�WKDW�WKH�6LQJOH� 
Market mandates this; and under the Single Market 
agreement the UK can be outvoted routinely by qualified 
PDMRULW\� YRWLQJ�� 6XFK� LV� WKH� 8.¶V� SUREOHP�� -XVW� OLNH� WKH� 
ridiculous EU working time limits, we will be subjected via 
the Single Market to more highly damaging interference 
with our economy ² this time taxation, which will hit like 
an exocet into the  heart of our economy. No  wonder that 
our EU relations are climbing the UK political agenda fast. 
(YHQ�/LEHUDO�'HPRFUDWV�ZLOO�QRW�OLNH�WKHVH�WKLQJV�µXS�µHP¶� 

The  grim reality of this poorly constructed EU economic 
edifice and the rumbling crisis will continue  to have 
consequences for the  world economy. The UK will 
probably detach itself to a large extent from it all over the 
next decade ² the  see  next section.  People  worry about 
µWUDGH�ZLWK� WKH�(8¶�� LQLWLDOO\�DWWHPSWV�ZLOO�EH�PDGH� IRU�XV� 
WR� VWD\� ZLWKLQ� WKH� (8� µFXVWRPV� XQLRQ¶� IRU� WUDGH� IRU� WKLV� 
reason.  However, as our economy moves more and more 
into services where the EU has made no attempt to create a 
single market, the  trade issue will become less and less 
relevant. Basically the EU protects manufacturing with 
preferential  prices, over  world prices. But any of our 
manufacturing that needs such protection is not really 
worth having; we are better off moving into areas where we 
KDYH� µFRPSDUDWLYH� DGYDQWDJH¶� �L�H�� DUH� µFRPSHWLWLYH¶� DW� 
world prices). 
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The euro-zone crisis will have a dampening effect on 
growth, clearly, both via direct the reduction in our exports 
to a slowing area (for every 1% reduction of euro-zone 
growth UK growth could be reduced about 0.2%) and via 
the  problems of the banking system, where the interbank 
market is once again frozen.  However, the most important 
world background for us is in the overall  world economy 
² after  all, our exporters can export wherever there is 
growth.  Actually the  world is still  growing fairly strongly 
(perhaps 4% this year) and has endemic inflation. This 
inflation should now fall back as a result of the strenuous 
attempts to cool their economies by the main emerging 
markets, such as China, India and Brazil.  Commodity 
prices have fallen back, which is a good start. This should 
pave the way for better  growth in 2012, with these 
countries able  to resume  neutral monetary policy. The 
problem of developed economies is related to the  slow 
productivity growth that seems to occur when raw materials 
are in short supply and also  to their banking industry 
problems (now self-inflicted by over-regulation); this will 
not change soon. So we forecast continuing slow growth of 
output and difficult labour market conditions. But the euro-
zone crisis is only a small part of these difficulties. 

Furthermore, a determined effort by the coalition 
government to address the UK¶V� VXSSO\-side  problems 
would pay off. Unfortunately these ideas are mostly 
opposed by the Lib-Dem part of the coalition. But they 
would include  abolition of the  50  pence tax rate, 
deregulation of hiring and firing, reductions in public sector 
union powers, road and airport infrastructure and most 
important of all in the  present banking impasse a much 
lighter touch on banks during the slow growth period. 

What would it be like outside  the European 
Union? 

It no longer  seems a fantasy that Britain might leave the 
European Union: the euro is in chaos, and no day passes 
without the European Commission proposing some  new 
idea apparently designed to  wreck our economy. A few 
weeks back it was to disqualify the City from certain euro 
trades, so that this work would move  to Paris and 
Frankfurt; more recently it proposed a tax on financial 
transactions that would destroy the City altogether.  Some 
time before that it passed a regulation forcing our hard-
pressed businesses to give  all  temporary workers the same 
employment rights as longstanding workers on permanent 
contracts; not only a gross interference in private contracts 
but one perfectly designed to destroy a lot of jobs. 

Yet while government ministers worry about just where the 
Brussels wrecking machine will strike us next, many also 
worry whether we can really afford to leave the EU in spite 
of it all. Should we  not cling on to nurse  for  fear of 
something worse? Are not the Single European Market, the 
EU trade  area, and the  freedom of movement for  people 
and their money inside the EU, things worth keeping when 
all is said and done? 

I am afraid the answer is now very clearly: no. 

While the EU has become a haven for regulation and ever 
increasing state intervention, the rest of the  world has 
moved on.  Globalisation is a much over-used word but it 
ZHOO� GHVFULEHV� %ULWDLQ¶V� QHZ� VLWXDWLRQ�� ZLWK� LWV� PRVW� 
important partners in trade and investment being the  new 
µHPHUJLQJ¶� FRXQWULHV�RI� HDVW� $VLD� DQG� WKH� &RPPRQZHDOWK� 
as well as the older countries of the English-speaking 
world. Europe has a part in our trade but within that Ireland 
is as important as any. What benefits us most is free  trade 
with all of these, which is reasonably well preserved by the 
World Trade  Organisation, as well as by the pure  self-
interest of all the countries involved. China and India for 
example need our markets and we need Chinese and Indian 
µRXWVRXUFLQJ¶�IRU�RXU�PDQXIDFWXULQJ�DQG�VHUYLFH�LQGXVWULHV� 

Many people think that we somehow need the protection of 
WKH�(XURSHDQ�µFXVWRPV�XQLRQ¶�VR�WKDW�ZH�µFDQ�JHW into their 
PDUNHWV¶�� %XW� WKLV� LV� D� PLVXQGHUVWDQGLQJ� RI� KRZ� WUDGH� 
ZRUNV��:H� ZLOO� DOZD\V�EH� DEOH� WR� µJHW� LQWR¶� WKH�(XURSHDQ� 
markets. But what the EU does is raise the  prices of most 
things traded within Europe through the protection given to 
LWV�µ6LQJOH�0DUNHW¶�E\�WUDGH�DUUDQJHPHQWV��&DUV��FRPSXWHUV�� 
clothes, machinery, food all have their prices kept up by the 
restrictions on imports from cheaper  sources, often China 
but also India, New Zealand, South Korea and others 
depending on the  product. Outside the EU the  prices of 
what we buy would be the cheapest available in the  world; 
our industries would sell their output based on their 
capacity to meet world competition. Whether they sell it to 
the rest of Europe or elsewhere is not the issue; whether 
they are competitive  would be what counted for them  for 
their success. 

You might say: but will this not mean some of our 
industries would go  to the wall if not protected by the EU 
comfort blanket? Yes, some  would contract. But others 
would thrive and take their  place with access to lower-
priced inputs.  Most importantly we  would all benefit from 
buying freely in the  world market at world prices: our 
living standards would rise. This would be some relief after 
the recent battering they have taken. 

Now turn to other aspects of the economy. 

The EU has introduced massively damaging regulations, 
mainly in our labour markets but also  across the whole 
HFRQRP\�� 7KH� RULJLQDO� µ6RFLDO� &KDSWHU¶� WKDW� /DERXU� 
unwisely signed up to which mandate all sorts of powers to 
XQLRQV�� WKH� µ+HDOWK� DQG� 6DIHW\¶� UHJXODWLRQV� WKDW� LQFOXGH� 
absurdly the limits on our  working week, the huge 
regulative interference in our financial markets, these  are 
just some examples of the way in which Brussels has raised 
the cost of doing business in the UK. A cynic  would say 
that this is in the best interests of our European competitors 
VXFK� DV� )UDQFH�� LW� PDNHV� VHQVH� WR� UDLVH� \RXU� FRPSHWLWRUV¶� 
costs. As the UK is in a minority and is generally more 
competitive in service industries, and also benefits from a 
rather  free labour market which thereby creates more  jobs 
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and undercuts unionized continental industries, it is all  too 
HDV\� IRU�%UXVVHOV� WR� ILQG� D� µTXDOLILHG� PDMRULW\¶� WR� SDVV� DOO� 
these burdensome regulations. 

But economics is not everything: there is the law and there 
is control of our borders. Within the EU we find daily more 
and more interference in our common law, which grew up 
over our history as the most effective way to  protect our 
individual rights. In all EU countries other than the UK, 
Ireland and Cyprus statute law prevails; this is top-down 
law passed by governments in comprehensive codes, saying 
what is and what is not permitted. The latest example, now 
integrated into EU law, is the code of Human Rights which 
gives rise  to numerous absurdities that the careful case-by
case methods of the common law would never produce. 

Then our borders. Currently we  are  forced by the EU to 
give  absolutely free entry to anyone  from the rest of the 
EU.  Yet like many countries, we  feel  we should control 
entry to those who would provide us with net benefits: that 
is they would work productively and pay their way, 
contributing to our taxes net of the benefits they take.  So 
now we  are taking brutal measures to limit entry by non-
EU citizens, even though many could give us substantial 
net benefits because of their scarce skills; and indeed many 
have kith and kin here and so give us non-economic 
benefits.  Would it not be far more logical  for us to have a 
non-discriminatory immigration system, based on expected 

net contributions that immigrants could make? This is the 
approach in most countries, such as Australia or the USA. 
No doubt we would still welcome most EU citizens as now 
but we  would also open the gates to the variety of talents 
from all over the world; and in the process we might finally 
put an end to the bitterness of many of our  fellow-citizens 
at what they see as uncontrolled immigration. 

There is much more  we could discuss ² and of course  we 
would always maintain the usual close relationships we 
have with our EU neighbours. But in the dark days of the 
1970s we thought membership would bring us competition, 
free  trade and prosperity. Even in the late 1980s Margaret 
Thatcher and her  government were enthusiastic  about the 
FRPSHWLWLRQ�WKDW�WKH�µ6LQJOH�0DUNHW¶�ZRXOG�EULQJ. Then the 
EU under Jacques Delors sharply disabused us, as the EU 
became an engine of regulation and protection, conforming 
in that to the  prevailing orthodoxy among continental 
European governments. By now we can have little  hope 
that this engine will change direction or stop being hungry 
for ever more  power over us. Now we have the euro crisis 
and even though we  are  not in the euro  we  are  forced to 
contribute  to the crisis pot; no  doubt more centralising 
powers will be  demanded by Brussels to  prevent future 
bail-outs. 

It is frankly a nightmare; getting out of the EU would wake 
us up from it at last. 
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THE UK ECONOMY
 

Vo Phuong Mai Le 

Economic  growth in the UK is fragile. Real  GDP grew 
provisionally by 0.5% in Q3 2011, after increasing 

0.2% in the  previous quarter.  However, the annual  growth 
rate is also 0.5%, a big drop from the 2.6% growth recorded 
in same  period last year.  Weak business and consumer 
survey indicators in October show a slow prospect of 
economic growth in the short term. 

Industrial output increased by 0.5% in Q3, after a fall of 
1.2% in Q2. This was mainly driven by expansion in the 
service sector of 0.7% in Q3 up from 0.2% in the previous 
quarter. According to the Market/CIPS survey for October, 
service  sector  activity increased for the 10th consecutive 
month but at a slower rate. It was reported at 51.3, down 
from 52.9 in September. 

The manufacturing sector expanded by 0.2% in Q3. 
However, the CIPS manufacturing index indicated that the 
sector  fell back into contraction in October due  to  weaker 
domestic and overseas demand: the index fell  to 47.4, its 
lowest since June 2009. 

Construction output contracted in Q3, falling by 0.6% 
compared to a rise of 1.1% in the  previous quarter. 
However, there  are signs of recovery in the  sector. The 
CIP6� FRQVWUXFWLRQ� SXUFKDVLQJ� PDQDJHUV¶� LQGH[� ZDV� DW� D� 
five month high of 53.9 in October, up from  50.1 in 
September. 

According to the  ONS, public consumption (+0.9% after 
1.1% in Q2) and the change in inventories (+0.7 percentage 
points after 0.2 percentage points in Q2) were the only two 
factors that drove  growth in Q3. In contrast, private 
consumption was unchanged in Q3. Investment decreased 
by 0.2% and net exports subtracted 0.4 percentage  points 
from  GDP growth, as exports fell 1% and imports rose 
0.3%. 

The  housing market situation shows some signs of 
improvement. The month-on-month change in the 
Nationwide  House  Price Index was 0.4%, lifting the  year-
on year change to 0.8%. This is the first time in six months 
the annual price change is in a positive area. This reflected 
an increase in sales. The number of mortgages approved to 
finance house purchases in Q3 rose by 8%. 

Cost and prices 

CPI year-on-year inflation was 5.0% in October, down 
slightly from 5.2% in September. This reflected a fall in the 
cost of food due  to significant discounting by shops and 
good harvest for certain products, and a fall in petrol prices 
with a decline in world oil  prices. The RPI rate  fell  from 
5.6% in September to 5.4% in October. 
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Even though CPI inflation has been persistently above its 
2% target, the Bank of England Monetary Policy 
Committee still  forecasts that it will return to below target 
in the medium  term due  to the diminishing of temporary 
factors such as higher past commodity prices, the lagged 
effects of the depreciation of sterling and the effects of the 
VAT increase in January 2011, together with the effect of 
excess capacity.  However, latest estimates of excess 
capacity put it as low as 0±3%. Furthermore, world 
inflation shows, as yet, little sign of abating, with growth 
still pushing commodity prices high. Annual factory gate 
inflation for  all manufactured products was 5.7% in 
October. Input price annual inflation was 14.1% compared 
to 17.7% in September. These  slowdowns reflected recent 
falls in oil and raw material  prices; but recently oil  prices 
have risen again. There is also still a huge input inflation 
UDWH� WR�µSDVV� WKURXJK¶� WR�UHWDLO�SULFHV�� Weak labour market 
conditions have  so far  kept wage  growth moderate: for the 
period of June to August average earnings growth including 
bonuses was 2.8% on a year earlier; nevertheless, with 
productivity stagnating this all represents rising unit wage 
costs. 

Labour market 

Labour market conditions deteriorated. The employment 
rate for the three months to August was 70.4%, down 0.3% 
from the last quarter. During the same time, the 
unemployment rate increased to  8.1% compared to  7.7% 
previously. The claimant count rose marginally: in 
September it was 5.0% compared with 4.9% in August. 

Trade 

In the second quarter the total trade deficit widened to £6.8 
billion in Q2  from £5.8 billion in Q1. The  total income 
surplus was £9.6 billion compared to £7.4 billion in Q1. 
Overall the current account deficit decreased to 0.5% of 
GDP from 1.1% of GDP in Q1. 

Monetary and fiscal developments 

Notes and coins in circulation grew 6.1% in October on a 
year earlier, compared to 5.5% in September. The year-on
year  growth rate of broad money ² M4, including bank 
and building society deposits held by households and firms 
² rose  to  4.9% in September  from 3.8% in August. But 
e[FOXGLQJ� OHQGLQJ� WR� µLQWHUPHGLDWH� ILQDQFLDO� FRPSDQLHV�¶ 
M4 fell sharply, by 5.7%. UK banks continue  to squeeze 
their lending to businesses and households, and high 
inflation results in negative yields on broad money 
holdings. Linked to the uncertainty of the  global outlook 
and reduction in appetite  for risky assets, corporations¶� 
financing costs via bonds and equities have risen. Equity 
prices have fallen significantly since early August. 

The Bank of England maintained its official lending rate at 
0.5% at the  Monetary Policy Committee meeting in 
October. It voted to increase the scale of its asset purchases 
financed by the issuance of central bank reserves by 
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£75 billion to £275 billion. It also signalled a possible 
further round of asset purchases at the beginning of next 
year as the revised data appeared weaker than previously 
estimated. With inflation more than 3% above its target, the 
&RPPLWWHH¶V�GHFLVion seems to have given more  weight to 
the  weakness in growth than to the risks of inflation 
remaining above target for a long time. 

In the fiscal year to October 2011 the public sector current 
budget ²  government income minus spending on current 
costs ² was in deficit to the  amount of £58.3 billion, 
compared to a deficit of £62.3 billion in the same period of 
2010/2011. An increase in government tax revenue due to a 
change in VAT offset the rise in government spending. 
Public net borrowing excluding financial interventions was 
£68.3 billion in the fiscal year to October, down from £78.7 
billion from the same  period last year. At the end of 
October, public sector net debt was £966.6 billion or 62.3% 
of GDP. This compares to £836.8 billion (56.5% of GDP) 
at the end of October 2010. 
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UK FORECAST DETAIL
 

Prices, Wages, Interest Rates and Exchange Rate Forecast (Seasonally Adjusted) 
Inflation %1  Short Dated 3 Month Nominal  Real Exchange  Real 3 Month  Inflation  Real Short

 (CPI) (5 Year) Int. Rates Exchange  Rate3  Int. Rates %4 (RPIX) Dated Rate of 
Interest Rates Rate (2005=100) 2 Interest5 

����� ���� ���� ���� ����� ������ ���� ���� ���� 
����� ���� ���� ���� ����� ������ ����� ���� ����� 
����� ���� ���� ���� ����� ������ ����� ���� ����� 
����� ���� ���� ���� ����� ������ ����� ���� ���� 
����� ���� ���� ���� ����� ������ ���� ���� ���� 
����� ���� ���� ���� ����� ������ ���� ���� ���� 
� � � � � � � � � 
������� ���� ���� ���� ����� ������ ����� ���� ����� 
������� ���� ���� ���� ����� ������ ����� ���� ����� 
������� ���� ���� ���� ����� ������ ����� ���� ����� 
������� ���� ���� ���� ����� ������ ����� ���� ����� 
� � � � � � � � � 
������� ���� ���� ���� ����� ������ ����� ���� ���� 
������� ���� ���� ���� ����� ������ ����� ���� ����� 
������� ���� ���� ���� ����� ������ ����� ���� ���� 
������� ���� ���� ���� ����� ������ ����� ���� ���� 
� � � � � � � � � 
������� ���� ���� ���� ����� ������ ����� ���� ���� 
������� ���� ���� ���� ����� ������ ���� ���� ���� 
������� ���� ���� ���� ����� ������ ���� ���� ���� 
������� ���� ���� ���� ����� ������ ���� ���� ���� 
1 &RQVXPHU¶V�([SHQGLWXUH�'HIODWRU 
2 Sterling Effective Exchange Rate Bank of England 
3  Ratio of UK to other OECD consumer prices adjusted for nominal exchange rate 
4 Treasury Bill Rate less one year forecast of inflation 
5 Short Dated 5 Year Interest Rate less average of predicted 5 year ahead inflation rate 

Labour Market and Supply Factors (Seasonally Adjusted) 
Average Wage Unemployment (New Basis) Real Wage 
Earnings Growth2  Percent3 Millions  Rate4

 (1990=100)1 (1990=100) 

2008 220.4 3.5 2.8 0.91 138.9 
2009 220.2 0.0 4.6 1.53 136.9 
2010 225.2 2.4 4.6 1.50 134.8 
2011 230.5 2.4 4.7 1.53 132.2 
2012 239.9 4.1 4.4 1.47 133.4 
2013 249.0 3.8 3.8 1.27 135.5 

2010:1 224.2 4.4 4.8 1.57 136.3 
2010:2 222.9 1.0 4.6 1.49 133.9 
2010:3 225.3 2.2 4.5 1.47 134.3 
2010:4 228.4 1.9 4.5 1.46 134.8 

2011:1 229.8 2.6 4.4 1.45 133.2 
2011:2 228.8 2.7 4.6 1.50 131.5 
2011:3 229.9 2.0 4.8 1.58 131.5 
2011:4 233.5 2.2 4.8 1.59 132.5 

2012:1 237.3 3.3 4.6 1.54 132.8 
2012:2 239.1 4.5 4.5 1.49 133.2 
2012:3 240.5 4.6 4.3 1.44 133.5 
2012:4 242.7 3.9 4.2 1.39 134.0 
1 Whole Economy 
2 Average Earnings 
3 Wholly unemployed excluding school leavers as percentage of employed and unemployed, self employed and HM Forces 
4 Wage rate deflated by CPI 
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Estimates and Projections of the Gross Domestic Product1 (£ Million 1990 Prices) 
Expenditure £ Million Non-Durable  Private Sector  Public Net Exports5 AFC 

Index µ���SULFHV Consumption2 Gross Investment Authority 
Expenditure3 Expenditure4 

����� ������ ��������� ��������� ��������� ��������� ��������� �������� 
����� ������ ��������� ��������� ��������� ��������� ��������� �������� 
����� ������ ��������� ��������� ��������� ��������� ��������� �������� 
����� ������ ��������� ��������� ��������� ��������� ��������� �������� 
����� ������ ��������� ��������� ��������� ��������� ��������� �������� 
����� ������ ��������� ��������� ��������� ��������� ��������� �������� 
� � � � � � � � 
�������� ����� � ����� ����� ���� � ���� 
�������� ����� � ����� ������ ���� � ����� 
�������� ���� � ���� ����� ���� � ���� 
�������� ���� � ����� ����� ���� � ����� 
�������� ���� � ���� ���� ���� � ���� 
�������� ���� � ���� ���� ���� � ���� 
� � � � � � � � 
������� ������ ��������� ��������� ��������� ��������� ��������� �������� 
������� ������ ��������� ��������� ��������� ��������� ��������� �������� 
������� ������ ��������� ��������� ��������� ��������� ��������� �������� 
������� ������ ��������� ��������� ��������� ��������� ��������� �������� 
� � � � � � � � 
������� ������ ��������� ��������� ��������� ��������� ��������� �������� 
������� ������ ��������� ��������� ��������� ��������� ��������� �������� 
������� ������ ��������� ��������� ��������� ��������� ��������� �������� 
������� ������ ��������� ��������� ��������� ��������� ��������� �������� 
� � � � � � � � 
������� ������ ��������� ��������� �������� ��������� ��������� �������� 
������� ������ ��������� ��������� �������� ��������� ��������� �������� 
������� ������ ��������� ��������� �������� ��������� ��������� �������� 
������� ������ ��������� ��������� �������� ��������� ��������� �������� 
1 GDP at factor cost. Expenditure measure; seasonally adjusted 
2 Consumers expenditure less expenditure on durables and housing 
3 Private gross domestic capital formation plus household expenditure on durables and clothing plus private sector stock building 
4 General government current and capital expenditure including stock building 
5 Exports of goods and services less imports of goods and services 

Financial Forecast
 PSBR/GDP %1 GDP1  PSBR Debt Interest Current 

(£bn) (£bn) (£bn) Account 
Financial Year (£ bn) 

����� ���� ������� ����� ����� ������ 
����� ����� ������� ������ ����� ������ 
����� ���� ������� ������ ����� ������ 
����� ���� ������� ������ ����� ����� 
����� ���� ������� ������ ����� ����� 
����� ���� ������� ����� ����� ����� 
� � � � � � 
������� ���� ������ ����� ���� ����� 
������� ����� ������ ����� ���� ������ 
������� ���� ������ ����� ���� ����� 
������� ����� ������ ����� ���� ����� 
� � � � � � 
������� ���� ������ ����� ���� ����� 
������� ���� ������ ����� ����� ����� 
������� ���� ������ ����� ����� ����� 
������� ����� ������ ����� ����� ���� 
� � � � � � 
������� ���� ������ ����� ����� ����� 
������� ���� ������ ����� ����� ����� 
������� ���� ������ ����� ����� ����� 
������� ���� ������ ����� ����� ���� 
1 GDP at market prices (Financial Year) 
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USA 
 2007 2008 2009 2010 2011 2012 
Real GDP Growth (% p.a.) ���� ���� ����� ���� ���� ��� 
Inflation (% p.a.) ���� ���� ����� ���� ���� ��� 
Nominal Short Int. Rate ���� ���� ���� ���� ���� ��� 
Real Short Int. Rate ���� ���� ����� ����� ����� ���� 
Nominal Long Int. Rate ���� ���� ���� ���� ���� ��� 
Real Long Int. Rate ���� ���� ���� ���� ���� ��� 
Real Ex. Rate (1996=100)1 ����� ����� ����� ����� ����� ���� 
Nominal Ex. Rate2 ������ ������ ������ ������ ������ ����� 
1The real exchange rate is the domestic price level relative to the foreign 
price level converted into domestic currency. A rise in the index implies 
an appreciation of the real exchange rate.  
2 The series for the USA is a trade weighted index (1990 100) 
 

THE WORLD ECONOMY 


Global  growth has slowed down. The advanced 
economies suffered from further cuts in public and 

private sector spending, continued weakness in housing and 
labour markets, together with global financial market 
XQFHUWDLQW\�� 7KH� 3XUFKDVLQJ� 0DQDJHUV¶� ,QGH[� �30,�� IRU� 
global manufacturing output remained unchanged in 
October at 49.9, which indicates a marginal contraction. 

Inflation pressures have  slightly subsided. In October the 
PMI for manufacturing input prices declined to 49.9 from 
56.6 in September. As a result, annual headline inflation in 
the OECD  area was 3.3% in September compared with 
3.2% in August. Excluding food and energy, the annual 
inflation rate was 1.9% in September, compared with 1.8% 
in the  previous month. In emerging countries, high 
commodities prices and capacity constraint continued to 
cause inflation rates to increase. Inflation in these countries 
is expected to average 7.5% this year. 

US 

The US economy continued to recover. Real  GDP 
increased by 0.6% quarter-on quarter in Q3, after a rise of 
0.3% in the  previous quarter. This expansion reflected a 
stronger momentum in consumer spending and investment 
and a positive contribution from  trade.  Growth was held 
down by a negative contribution from  private inventories. 
Real consumption rose in Q3  to 0.6% quarter-on-quarter, 
up from 0.2% in the previous quarter. Investment continued 
making a positive contribution to  GDP growth. This was 
driven by a continuously strong rise in non-residential 
investment (a 4.1% increase after 2.6% in Q2) and also an 
expansion in residential investment (0.6% after 1.0% in 
Q2), in spite of all the  problems that have beset the US 
housing market. 

Net exports added 0.49 percentage  points to quarterly 
growth, as exports grew by more than imports. Real exports 
of goods and services rose 1.1% quarter-on-quarter in Q3 
after increasing 0.9% in Q2. Imports rose 0.1% in Q3 after 
rising 0.35% in the previous quarter. 

The labour market improved marginally. Non-farm payroll 
employment rose  80,000 in October, which followed an 
increase of 158,000 in September. The unemployment rate 
decrease  slightly to  9.0% in October  from  9.1% in the 
previous three months. This high level of unemployment 
still weighs down wage growth. In October average hourly 
earnings rose 1.8% year-on-year after a rise of 1.9% year
on-year in the previous month. 

The  housing market is improving but still  very weak. 
According to the S&P/Case±Shiller  Home  Price Indices, 
house  prices increased by 0.2% month-on-month for the 
10- and 20-City Composites in August. Sales of existing 
homes rose 1.4% month-on-PRQWK�LQ�2FWREHU��7KH�PRQWKV¶� 

= 

supply of inventory of unsold homes fell  to  8.0 months in 
October from 8.3 months in September. 

Annual CPI inflation increased to 3.9% in September, the 
highest level in three  years; excluding food and energy it 
was unchanged from August at 2%. Underlying inflation is 
currently above the unofficial target of some 2%. This 
reflected a temporary rise in annual energy and food prices 
at 19.3% and 4.7% respectively in the year up to September 
2011. In its September meeting, the  Federal Open Market 
Committee  decided to maintain its target range  for the 
federal funds rate at 0±0.25% and signalled that the rate 
will stay low at least until mid-2013. It announced new 
measures to stimulate the recovery and to support 
conditions in mortgage markets, including an extension of 
the average maturity of its securities holdings. It called this 
stimulus Operation Twist. The  Federal Reserve will buy 
$400 billion of long-term Treasury bonds with maturities of 
6 to 30  years while it will  sell short-term  securities with 
maturities of 3  years or less for the same value. This 
operation will leave its balance sheet unchanged, but is 
intended to lower yields on long-term bonds and raise the 
yields on short-term  securities; whether it will succeed in 
doing so is another matter ² research in this area is 
controversial. 
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Japan 
 2007 2008 2009 2010 2011 2012 
Real GDP Growth (% p.a.)� ���� ����� ����� ���� ����� ��� 
Inflation (% p.a.) ���� ���� ����� ����� ����� ���� 
Nominal Short Int. Rate ���� ���� ���� ���� ���� ��� 
Real Short Int. Rate ����� ���� ���� ���� ���� ��� 
Nominal Long Int. Rate ���� ���� ���� ���� ���� ��� 
Real Long Int. Rate ���� ���� ���� ���� ���� ��� 
Real Ex. Rate (1996=100)1� ����� ����� ����� ����� ����� ���� 
Nominal Ex. Rate2 ������� ������� ������ ������ ������ ����� 
1The real exchange rate is the domestic price level relative to the foreign 
price level converted into domestic currency. A rise in the index implies 
an appreciation of the real exchange rate.  
 

 

Germany 
 2007 2008 2009 2010 2011 2012 
Real GDP Growth (% p.a.)� ���� ���� ����� ���� ���� ��� 
Inflation (% p.a.) ���� ���� ���� ���� ���� ��� 
Nominal Short Int. Rate ���� ���� ���� ���� ���� ��� 
Real Short Int. Rate ���� ���� ����� ����� ����� ��� 
Nominal Long Int. Rate ���� ���� ���� ���� ���� ��� 
Real Long Int. Rate ���� ���� ���� ���� ���� ��� 
Real Ex. Rate (1996=100)1 ������ ������ ������ ����� ����� ���� 
Nominal Ex. Rate2 ����� ����� ����� ����� ����� ���� 
1The real exchange rate is the domestic price level relative to the foreign 
price level converted into domestic currency. A rise in the index implies 
an appreciation of the real exchange rate.  
 

 

Japan 

The Japanese economy has recovered quickly after the 
Great East Japan Earthquake. Real  GDP grew 1.5% in Q3 
after a contraction of 0.3% in the  previous quarter. The 
rebound reflected a rapid rebuilding of production capacity 
and the repair of the supply chain. In August industrial 
production rose 0.6% quarter-on-quarter. The largest 
contribution to  growth came  from  net exports (0.4 
percentage points): an exports rebound (6.2% in Q3 after a 
fall of 5% in Q2) outran growth in imports (3.4% after 
0.1% in Q2). In Q2 households held back on spending due 
to uncertainty, but confidence was restored in Q3, and 
private consumption rose by 1% from 0.2% in Q2. It 
contributed 0.6 percentage  points to  GDP growth.  Private 
investment grew by 1.7%. 

Despite this rebound, the economic climate is deteriorating 
according to the  headline leading business condition 
indices (decreasing to  91.6 in September  from  93.8 in 
August) and the  Economy Watchers Survey (45.3 in 
September  from 47.3  from August). In September core 
machinery orders declined sharply by 8.2% after a strong 
surge of 11% in the  preceding month. Overseas orders are 
on a declining trend. They are  down by 14.8% on the  year 
earlier. 

The labour market is weak.  Although the  total 
unemployment rate  fell (4.3% in August from  4.7% in 
July), employment fell (declining 0.2% in August after 
falling 0.8% in the  previous month). The ratio of effective 
job offers to application was 0.66 in August, up from 0.64 
in July. 

The economy is in a mild deflationary phase with prices 
decreasing. CPI inflation year-on-year was �0.2% in 
October  from 0% in September. This drop was driven 
largely by the disappearance RI�ODVW�\HDU¶V�WREDFFR�WD[�ULVH 
from the year-on-year comparison. A weaker price increase 
IRU�SHWURO�DQG� WKH�\HQ¶V�DSSUHFLDWLRQ�PDGH�HQHUJ\� LPSRUWV� 
cheaper. Annual inflation excluding food and energy was 
�1.0% compared to �0.8% in October. 

At its November meeting the Bank of Japan noted that 
economic  activity continued to pick up.  However, they 
were concerned with short-term adverse effects on the 
economy from the  global  slowdown and the effects the 
sovereign debt problem in Europe may have on the  yen, 
pushing it into  yet further appreciation. They decided to 
maintain the overnight call rate at the target range of 0± 
0.1%. In the earlier meeting in October, in order to prevent 
upward pressure on the  yen, the Bank decided to increase 
the size of its Asset Purchase  Programme by ¥5 trillion to 
¥55 trillion. 

Germany 

The economy recovery has gained momentum again. Real 
GDP rose 0.5% in Q3, after 0.3% in the  previous quarter. 

Both domestic and foreign demand contributed positively 
to the growth rate. 

Private consumption rebounded to 0.8% in Q3 after 
decreasing 0.6% in the  previous quarter. Investment rose 
0.9% (following 0.4% in Q2). Public consumption growth 
stayed unchanged at 0.6%. Net exports contributed 0.1 
percentage  point to  GDP growth. Exports rose 2.5% (from 
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France 
 2007 2008 2009 2010 2011 2012 
Real GDP Growth (% p.a.)� ���� ���� ����� ���� ���� ��� 
Inflation (% p.a.) ���� ���� ���� ���� ���� ��� 
Nominal Short Int. Rate ���� ���� ���� ���� ���� ��� 
Real Short Int. Rate ���� ���� ����� ����� ����� ��� 
Nominal Long Int. Rate ���� ���� ���� ���� ���� ��� 
Real Long Int. Rate ���� ���� ���� ���� ���� ��� 
Real Ex. Rate (1996=100)1 ������ ������ ������ ������ ������ ����� 
Nominal Ex. Rate2 ����� ����� ����� ����� ����� ���� 
1The real exchange rate is the domestic price level relative to the foreign 
price level converted into domestic currency. A rise in the index implies 
an appreciation of the real exchange rate.  

 

Italy 
 2007 2008 2009 2010 2011 2012 
Real GDP Growth (% p.a.)� ���� ����� ����� ���� ���� ��� 
Inflation (% p.a.) ���� ���� ���� ���� ���� ��� 
Nominal Short Int. Rate ���� ���� ���� ���� ���� ��� 
Real Short Int. Rate ���� ���� ����� ����� ����� ��� 
Nominal Long Int. Rate ���� ���� ���� ���� ���� ��� 
Real Long Int. Rate ���� ���� ���� ���� ���� ��� 
Real Ex. Rate (1996=100)1 ������ ������ ������ ������ ������ ����� 
Nominal Ex. Rate2 ����� ����� ����� ����� ����� ���� 
1The real exchange rate is the domestic price level relative to the foreign 
price level converted into domestic currency. A rise in the index implies 
an appreciation of the real exchange rate.  
 

 

 

2.8% in Q2) and imports rose 2.6% (following 2.9%).  All 
these positive contributions were offset by a sharp decrease 
in inventory investment that subtracted 0.4 percentage 
points off Q3 GDP growth. 

Other recent indicators show that economic  growth is 
suffering from the impact of the sovereign debt crisis in the 
Euro  zone and the  slowdown in global  demand. 
Manufacturing PMI decreased to 47.9 in November after 
49.1 in October. The IFO business climate index has 
continued to  decline since June 2011  to 106.4 in October 
from 107.4 in September. The ZEW expectation index, 
measuring investor and analyst opinion on trend in future 
activity, decreased to �55.2 in November  from �48.3 in 
October. These surveys indicate signals for a significant 
slowdown in economic  activity after the  solid gain in Q3 
GDP. 

The labour market improved in line with the  growth in 
GDP. The unemployment rate  fell  to  5.2% in September, 
from  5.9% in August and 6.0% in July. It was the lowest 
since 1991.  Employment rose 1.7% month-on-month in 
September, it was up by 3.4% year-on-year. 

France 

The economy rebounded in the third quarter. Real  GDP 
increased 0.4% after contracting 0.1% in the  previous 
quarter. This recovery reflected stronger  domestic and 
foreign demand.  Consumption was up 0.3% in Q3 after a 
fall of 0.8% in the  previous quarter. Investment rose 0.4% 
after 0.6% in Q2.  Total  domestic  demand (excluding 
inventories) contributed 0.3 percentage points to GDP. Net 
trade contributed 0.1  percentage  points to  GDP growth, as 
exports growth of 0.7% (after 0.5% in Q2) exceeded the 
growth in imports of 0.3% (from �1.2% in Q2). 

Despite the rebound, other indicators show a hard time 
ahead for the economy. The  INSEE composite business 
confidence survey was 93.0 in November, down from 95.1 
in October and 96.0 in September. In September 
manufacturing output decreased 1.6% after rising 0.6% in 
the  previous month.  Consumer confidence  fell again in 
November to 79 points from 82 points in October. 

Annual CPI inflation increased to 2.3 % in October  from 
2.2% in September.  All main items of the CPI basket 
contributed to this increase. The core inflation rate was 
1.3% up from 1.1% in September. 

Italy 

The economic recovery is weak. Real  GDP grew 0.3% in 
Q2, rising slightly from 0.1% in Q1. Despite the  positive 
growth, other indicators show the  troubles ahead. The 
industrial  production index ² a measurement of the 
monthly evolution of the  volume of industrial  production 

²  decreased 0.6% in both June and May. Business 
confidence  declined to 94 in October  from 94.5 in 
September.  Consumer confidence  dropped to  92.9 in 
October from 94.2 in September, the lowest level since July 
2008. 
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Euro-Zone monetary developments 

The Harmonised Index of Consumer  Prices (HCIP) 
inflation rate was 3.0% in October, unchanged from 
September. It reflected higher energy and other commodity 
prices. The  Governing Council of the ECB expects the 
inflation rate  to remain above 2% for some months, before 
falling below 2% sometime in 2012. This expected pattern 
is based on the  weaker euro  zone and global economic 
outlook and an easing of world commodity price  growth. 

3rdAt the meeting of the  Governing Council on the 
November, the  key policy rate was reduced by 25 basis 
points. 

Broad money (M3) growth year-on-year increased to 3.1% 
in September, from 2.7% in August.  Households increased 
their  preference  for  holding liquid monetary assets.  Also 
the numbers of repurchase  transactions conducted via 
central counterparties increased as the interbank market 
dried up over the crisis.  The  year-on-year  growth rate of 
loans to the  private  sector was 2.7%, unchanged from 
August. 
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WORLD FORECAST DETAIL
 

Growth of Real GNP Growth of Consumer Prices 
2007 2008 2009 2010 2011 2012 2007 2008 2009 2010 2011 2012 

U.S.A. 1.9 0.0 ±2.6 2.6 1.9 2.5 U.S.A. 2.9 3.8 ±0.3 1.8 2.9 2.0 
U.K. 3.5 ±1.1 ±4.3 1.8 1.0 1.4 U.K. 2.5 3.3 1.3 3.9 4.4 3.2 
Japan 2.3 ±1.2 ±6.3  4.3 ±0.4 2.1 Japan 0.0 1.4 ±1.4 ±1.0 ±0.3 ±0.2 
Germany 2.7 1.0 ±4.7 3.6 2.9 1.1 Germany 2.3 2.6 0.4 1.1 2.3 1.8 
France 2.3 0.1 ±2.5 1.5 1.6 1.0 France 1.5 2.8 0.1 1.5 2.1 1.6 
Italy 1.4 ±1.3 ±5.1 0.9 0.6 0.1 Italy 1.8 3.4 0.8 1.5 2.7 2.0 

Real Short-Term Interest Rates Nominal Short-Term Interest Rates 
2007 2008 2009 2010 2011 2012 2007 2008 2009 2010 2011 2012 

U.S.A. 0.6 1.8 ±1.6 ±1.8 ±1.7 ±1.5 U.S.A.  4.4 1.5 0.2 0.1 0.3 0.5 
U.K. 2.9 3.7 ±3.1 ±3.8 ±2.2 0.1 U.K.  5.9 5.1 0.8 0.6 1.0 2.3 
Japan ±0.8 1.8 1.1 0.5 0.4 0.3 Japan 0.6 0.4 0.1 0.1 0.4 0.4 
Germany 1.3 3.5 ±0.4 ±1.3 ±0.3 0.5 Germany 3.9 3.9 0.7 0.4 1.5 2.5 
France 1.1 3.8 ±0.8 ±1.4 ±0.3 0.5 France 3.9 3.9 0.7 0.4 1.5 2.5 
Italy 0.5 3.1 ±0.8 ±1.4 ±0.3 0.5 Italy 3.9 3.9 0.7 0.4 1.5 2.5 

Real Long-Term Interest Rates Nominal Long-Term Interest Rates 
2007 2008 2009 2010 2011 2012 2007 2008 2009 2010 2011 2012 

U.S.A. 2.8 2.2 1.3 1.1 1.2 2.0 U.S.A.  4.6 3.7 3.2 3.1 3.2  4.0 
U.K. 2.3 1.0 ±0.3 ±0.5 0.1 0.7 U.K.  5.0  4.0 2.8 2.3 2.4 2.7 
Japan 2.0 2.0 1.4 1.1 1.1 1.3 Japan 1.7 1.5 1.3 1.1 1.2 1.5 
Germany 2.8 3.0 2.3 1.9 1.8 2.0 Germany 4.3  4.4 4.0 3.8 3.8 4.0 
France 2.7 3.0 2.2 1.9 1.8 2.0 France  4.3  4.4 4.0 3.8 3.8 4.0 
Italy 2.4 2.8 2.2 1.9 1.8 2.0 Italy 4.3  4.4 4.0 3.8 3.8 4.0 

Index Of Real Exchange Rate(2000=100)1 Nominal Exchange Rate 
2007 2008 2009 2010 2011 2012 (Number of Units of Local Currency To $1) 

U.S.A.  83.4 80.1 88.7 81.7 81.8 82.0 2007 2008 2009 2010 2011 2012 
U.K. 98.9 87.6 78.2 79.7 82.5 83.7 U.S.A.1 89.38 81.72  81.61  82.12  83.97 83.94 
Japan 81.2 87.9 89.0  80.2 79.8 79.7 U.K. 2.00 1.85 1.57 1.55 1.61 1.58 
Germany 104.6 105.1 105.8 99.3 99.0 99.1 Japan 117.75 103.40  93.56 87.76 87.10 87.00 
France 104.9 106.4 104.3 101.7 102.0 102.0 Eurozone 0.73 0.68 0.72 0.75 0.78 0.78 
Italy 105.0 106.6 105.4 100.5 100.8 101.0 1 The  series for the USA is a trade  weighted index 
1 The real exchange rate is the domestic price level relative (1990=100); the series for the UK is $ per £ 
to the foreign price level converted into domestic currency. * Forecasts based on the Liverpool World Model 
A rise in the index implies an appreciation in the real 
exchange rate. 
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WHY THE JAPANESE ECONOMY IS NOT GROWING? 
EVIDENCE FROM THE SUPPLY-SIDE 

Francesco Perugini 

Introduction 

Since the early 1990s the Japanese economy has been 
stagnating. Real  GDP growth has underperformed 

dramatically, averaging 1% from 1991  to 2010, compared 
with the  4.6% registered on average during the  period 
1971±1990. A number of competing explanations for this 
slowdown have emerged over the  years, putting the blame 
either on macroeconomic factors such as a ³classical 
liquidity trap´ or mistaken monetary and fiscal policies, or 
on a host of microeconomic factors ranging from depressed 
investment following the excesses of the bubble period via 
problems with financial intermediation to a decline in 
productivity growth. Each of these explanations receives 
some support, so it may be a combination of some or all of 
these factors that have caused the  prolonged slump. 
However, when explaining long-term  performance 
HFRQRPLVWV� JHQHUDOO\� ORRN� WR� µVXSSO\-VLGH¶� H[SOanations, 
since these other factors ² monetary and fiscal ² should 
in principle only have short-term effects. 

Hence this Focus looks at the nature of the supply-side or 
µVWUXFWXUDO¶�SUREOHPV�WKDW�KDYH�EHHQ�SODJXLQJ�WKH�-DSDQHVH� 
economy over the last few decades. It is often claimed that 
after the monetary squeeze at the beginning of the 1990s 
that precipitated the bad recession, micro (supply-side) 
policies became  hostile  to innovation and change in 
industrial structure, so that productivity growth fell. It is 
EHOLHYHG�WKDW�WKLV�LV�UHODWHG�WR�D�ZRUVHQLQJ�RI�-DSDQ¶V�³GXDO� 
HFRQRP\´� V\QGURPH�� QDPHO\� LWV� XQLTXH� FRPELQDWLRQ� RI� 
superefficient exporting industries and superinefficient 
domestic sectors. 

Sources of growth in Japanese industry 

To address this issue, it is convenient to use a basic 
accounting identity that states that economic  growth must 
derive either  from an increase in the factors of production 
² labour and capital ² or an increase in the  productivity 
with which these  are used, known as Total Factor 
Productivity (TFP), which tracks technological  progress 
(see box for more  details).1 Chart 1  decomposes the 
contribution of each of these factors to Japanese economic 
growth since 1976.2 It can be seen that all three factors are 

1 Data are taken from JIP database and EU KLEMS database and are from 
1970  to 2006.  For the purpose of this Focus they are  separated into two 
sub-periods: 1976±������WKH�SHULRG�RI�³PLOG�JURZWK´��DQG�����±2005 the 
period of economic stagnation. 
2 Real GDP growth, measured at value added, was on average 4.7% during 
the period 1976±1990 and 1.2% in the period 1991±2005. 

responsible  for the economic  slowdown, however reduced 
labour inputs and TFP contributed more  to  slower  growth 
since the 1990s than did capital inputs growth. 

The reduction of labour input has been driven mainly by an 
increase in the number of part-time  workers and by a 
declining in working hours per capita, brought about by the 
revision of the Labour Standards Act in 1987 which 
reduced the statutory workweek from six to five  workdays 
per week.3 

Regarding the lower contribution of TFP to  growth in the 
period 1991±2005, there  are  several reasons to  account for 
it other than pure  technological  progress, as TFP is 
estimated in growth accounting as a residual after 
measurable capital and labour inputs have been counted. 
One view, often supported by the Bank of Japan (BOJ) as 
justification for its inactivity, concluded that TFP had been 
lowered by structural distortions in factor markets between 
sectors and impediments to factor mobility. In addition, 
factor misallocations were  perpetuated and even worsened 
after the collapse of the assets and land price in the early 
1990s by such factors as persistent forbearance lending by 
banks, rigidities in corporate  governance, excessive 
regulation and ill-directed government investment and 
protection. 

Capital  accumulation accounted for much of JapDQ¶V�UDSLG� 
economic  growth during the 1950s up to the early 1970s. 

3  For the first time in 40  years, there was a major revision of the Labour 
Standards Law in 1987, which stipulated a gradual reduction in the 
statutory workweek from 48 hours down to  40  hours (six down to five 
workdays per  week), to be phased in over  several  years. The number of 
national  holidays increased by three during this period.  Government 
offices were closed on Saturdays every other week beginning in 1989, and 
since 1992 have been closed every Saturday. Financial institutions have 
been closed every Saturday since 1989. A new temporary law was 
introduced in 1992 to bring about further reduction in hours worked. 
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However, economic theory tells us that the marginal 
productivity of capital and the rate of return to capital tend 
to decline over time as capital deepening continues, so that 
countries cannot maintain rapid growth based on capital 
GHHSHQLQJ�IRUHYHU��,Q�IDFW��-DSDQ¶V�UDWH�RI�UHWXUQ� WR�FDSLWDO� 
fell substantially during the 1970s and then further during 
the 1990s and private sector investment weakened. 

From an international  perspective, the Japanese economic 
slowdown is striking. Charts 2 and 3 compare the results of 
growth accounting for the market sector  for Japan, France, 
the UK, Italy and the US. The  graphs show that Japan 
experienced a severe  downturn during the 1991±2005 
period while, of the countries considered here, it registered 
the highest annual rate of growth in 1976±1990, but the 
second lowest rate in 1991±2005, after Italy. 

In addition, while in Japan reduced labour inputs took the 
form of lower  total  hours worked, in some European 
countries, such as France, labour input growth was 
achieved by improving labour quality but also through an 
increase in total  hours worked (Charts 4 and 5). Italy also 
experienced an increase in total hours worked, although the 
contribution to labour input growth was smaller than in the 
previous period. In the case of the UK instead, the quality 
of labour input improved substantially since the beginning 
of the 1990s. Until the first half of the 1990s, these three 
countries suffered high unemployment rates, especially 
among the less-educated young, but succeeded in creating 
jobs for these unemployed. The average of the standardized 
unemployment rate of the three countries declined from 
10.7% in 1995 to  7.1% in 2005. On the other hand, the 
standardized unemployment rate in Japan increased from 
3.1% to 4.4% during the same period. 

Moreover, while the contribution of capital input to growth 
in all of these countries has remained almost constant over 
the last few decades, this fell markedly in Japan in the 
1991±2005 period mainly because of lower investment in 
ICT capital services (Charts 6 and 7). This is likely to be at 
least partly the result of the long-term economic stagnation 
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and partly due  to the lower marginal rate of return on 
capital from an already high capital to GDP ratio. 

Comparative performance by sector 

One interesting question that arises is whether the 
slowdown in Japanese economic growth was driven by the 
performance of the  service or the manufacturing sector. 
Chart 8 addresses this issue and shows that both sectors are 
responsible, however  growth in the manufacturing sector 
slowed more.  Moreover, in both sectors this is due  to a 
larger  slowdown of TFP growth and negative contribution 
from labour input, especially in terms of man-hours worked 
(Charts 9 and 10). 

From a cross-industry perspective the  productivity growth 
slowdown in some manufacturing sectors is quite dramatic 
(Chart 11). The contribution to TFP growth by the chemical 
VHFWRU� EHFDPH� QHJDWLYH� LQ� WKH� ����¶V�� ZKLOH� PDFKLQHry, 
electrical and optical equipment, and transport equipment 
experienced a marked contraction. Nevertheless, these 
industries continued to  perform relatively well, spurred by 
exposure to competition in the global marketplace. 

The  performance of the  non traded goods and service 
industries in terms of TFP contribution to  growth is also 
highly unimpressive (Chart 12). The productivity record of 
such sectors as hotels, finance, insurance and business 
service, as well as agriculture and mining, has been poor in 
the 1991±2005 period. It is widely believed that 
competitive  pressures in these industries are  weak, 
suppressed by cartels, excessive  government regulation, 
and other market distortions. Particularly affected is TFP 
growth in the construction and real estate  sectors. These 
VHFWRUV� H[SDQGHG� VXEVWDQWLDOO\� LQ� WKH� µ��V� DQG� VXIIHUHG� 
from the collapse of the assets and land prices in the early 
µ��V�� $V� WKH� EDQNLQJ� VHFWRU� FRQWLQXHG� WR� SURYLGH� ORDQV� WR� 
these  sectors even after the bubble burst, low profitability 
and excess capacity have remained, leading to the 
deterioration in their TFP.  Moreover, TFP has declined in 
the construction sector even as public works surged during 
the 1990s. 

Some industries nevertheless managed some growth in TFP 
during the 1991±2005 period, namely wholesale and retail, 
and transport storage and communication; even here there 
was a substantial  decline  from the earlier  period. 

Deregulations policies implemented in the 1990s in these 
industries increased new entries, including M&A of 
Japanese firms by foreign firms and more price competition 
in these  sectors, while otherwise market competition was 
relatively limited compared with the manufacturing sector. 
%XW�HYHQLQJ�WKHVH�WZR�VHFWRUV��-DSDQ¶V�7)3�JURZWK�ODJJHG� 
behind that of other  developed countries. This can be 
accounted for by the  slower  accumulation of ICT-capital 
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service input between Japan and other countries. It seems 
that Japan did not experience an ICT revolution in ICT-
using sectors simply because it did not undertake sufficient 
ICT investment.  More fundamentally these  non-traded 
sectors, like the others, were relatively protected from 
competition, especially foreign competition which in many 
western economies has been strengthened by cross-border 
access. 

Evidence at the industry level 

We can examine the data sector by sector  for further 
HYLGHQFH� RQ� ZK\� -DSDQ� KDV� JURZQ� VR� OLWWOH� LQ� WKH� µORVW� 
GHFDGHV¶�� 'HVSLWH� WKH� VORZGRZQ� LQ� 7)3� JURZWK� LQ� WKH� 
manufacturing sector, the contribution by this sector  to the 
economy remained on average positive in the period 1991± 
2005 while in the  non-manufacturing sector TFP 
contribution became negative. 

In other  words, there  are two Japans in terms of industrial 
performance. The first is the highly competitive Japan, 
where industries such as electrical and optical equipment, 
and cars (transport equipment) still carry much of the 
economy, driving growth in both exports and productivity.4 

But such industries are relatively few in number, and they 
exist alongside a very different, inefficient Japan. 

The uncompetitive Japan consists of the large number of 
industries that have been a chronic  drag on overall 
productivity. This Japan can be divided into two parts. One 
is the  group of internationally traded industries in which 
Japan has never  achieved a significant world export 
position. Included under this heading are huge sectors such 
as agriculture, chemicals, consumer-packaged goods, 
medical products, and virtually all services. Japanese firms 
in these industries have often been protected by trade 
barriers and other restraints to competition, under the 
theory that they needed to be nurtured until they were 
strong enough to export. In reality, these industries 
remained perpetually uncompetitive, and many are still 
protected. 

The other  segment of uncompetitive Japan consists of 
domestic industries such as transportation and logistics, 
construction, health care  services (community, social and 
personal  services), and food preparation. But also the 
wholesale and retail  trade  sector, that despite showing 
positive TFP growth over the last three decades, lag behind 
their US and German counterparts in terms of productivity 
level.  All these industries, virtually all highly inefficient, 
have generated large numbers of jobs and acted as a sort of 
social welfare system. 

The dual economy originated when the inefficient and 
subsidised sectors survived by using high prices to offset 

4  From 1991  to 2005 these two industries learned to  produce 73% and 
30% more output respectively with 30% and 2%  fewer  workers. By 
contrast, the number of workers in the manufacturing sector fell by 26%, 
however output decrease by 6% over the same period. 

their lower productivity growth vis-à-vis the more efficient 
sectors, where by contrast profit expansion heavily depends 
on productivity improvement. The  non-manufacturing 
sector has been subsidised by manufacturing paying these 
higher prices. 

This dualism has been exacerbated by the  government that 
over the  years, and with various forms of intervention and 
protectionism, has been subsidizing inefficient firms and 
declining industries. The  tools have been loan guarantees, 
wasteful and inefficient public  works, capital injections to 
the banks, and so on.  More damaging has been the 
resistance of vested interests to  allowing capital  to move 
from low-return protected sectors to higher return ones, 
which in turn has blocked consolidation and restructuring 
LQ�WKHVH�LQGXVWULHV��$V�D�UHVXOW��WRGD\�-DSDQ¶V�GXDO�HFRQRP\� 
is even more dualistic. 

Some economists and observers put instead the blame on 
the banks. They say, banks have continued to  provide 
financial support for highly inefficient, debt-ridden 
FRPSDQLHV�� FRPPRQO\� UHIHUUHG� WR� DV� ³]RPELH´� ILUPV�� $� 
zombie firm, as unproductive and unprofitable, should exit 
the market place but instead stays in business with help 
from its creditors or the  government. By continuing to 
operate and hanging onto the  workers that should be 
reallocated to more productive firms, zombie firms impede 
the efficiency of the economy.  Healthy firms are  able  to 
grow less quickly, DQG�RYHU� WLPH� LI� WKH�]RPELHV¶�SUHVHQFH� 
becomes large enough, productivity growth falls. 
Economists found that productivity growth is low in 
industries reputed to have  heavy concentrations of zombie 
firms.  Moreover, these  zombie firms prevent more 
productive companies from gaining market share, 
strangling a potentially important source of productivity 
gains for the overall economy. 

What should be done? 

To  improve  productivity Japan policymakers and 
government should push forward with more structural 
reforms and reduce  impediments to resource reallocation 
especially among inefficient sectors. Over recent years, it is 
likely that major deregulation and other significant changes 
to the business environment have  already improved TFP 
growth in this way. For instance deregulations included: the 
liberalization of labour laws, particularly from the late 
����V�� ZKLFK� SURJUHVVLYHO\� HDVHG� HPSOR\HUV¶� DFFHVV� WR� 
irregular labour ²  i.e. part-time, dispatched & contracted 
labour ² and helped accelerate adjustments to correct for 
significant labour misallocation; liberalization also in trade 
DQG�� LQ� SDUWLFXODU�� D� VLJQLILFDQW� LQFUHDVH� LQ� PDQXIDFWXUHUV¶� 
access to factor markets in Asia; a significant cut back of 
government public  works spending from around 2001, and 
the intensification of government pressure on banks to 
accelerate  non-performing loans disposal, which both 
helped to end the  perpetuation of resource misallocation; 
wide-scale  deregulation that has increased access and 
competition in many sectors including agriculture, financial 
services, electronic communications, air, rail and road 

20 



 

  
  

      
  

   
   

 
   

  
    

 
  

 
  

 
  

  
   

  
    

 
  

 
  

 
  

 
  

    
   

 

   
     

   
 

    
  

   
 

  
  

  
 

   
    

   
       

 
  

                                                           
   

   
 

    
  

   
  

  
 

 
  

   
  

  
  

 
 

 
   

 
 

  
  

  

 
 

   

 
   

 

 

     

 
   

    
 

  
  

   
  

  
  

    

                                                           

 
   

  

 

transport, public utilities, insurance, food & beverages; 
cosmetics and pharmaceuticals amongst numerous others. 

More competition and free entry would also be beneficial 
to  productivity. There is large-scale evidence that 
productivity has grown least in those  sectors less exposed 
to  global competition from rivals through inward Foreign 
Direct Investment (FDI), and less exposed to  weak 
domestic competitive intensity. 

Inward FDI is likely to exert a strong impact on the 
restructuring of the Japanese economy and contribute  to 
higher  productivity in several ways. First, it adds to the 
intensity of competition in domestic markets and especially 
in those  sectors which have been protected.  Second, FDI 
will  provide managerial dynamism, particularly in weak 
protected sectors with high prices. In such sectors FDI will 
also  help to  improve regulatory quality and improve 
transparency. Finally, it may also  help to change those 
labour  practices that have become counter-productive. 
However, barriers to  FDI remain.  Compare with other 
major economies, the level of inward FDI is very low in 
Japan (Chart 13) and this was due in the past to direct 
government barriers. For instance, the law prevents foreign 
investors from  acquiring a majority stake in Japanese 
companies within industry sectors classified as closely 
related to national security and public safety. This includes 
industries as diverse as aeronautics, defence, nuclear power 
generation, energy, telecom, broadcasting, railways, tourist 
transportation, petroleum and leather  processing. 
Econometric evidence shows that FDI penetration in the 
service  sector is higher in sectors with a lower presence of 
government activities and a lower  presence of official 
restrictions. 

Regarding entrepreneurship, the  process of entry and exit 
appears to be more difficult in Japan than in many other 
countries, with important consequences for  growth. It is 
difficult to cultivate start-ups in Japan, especially hi-tech 
start-ups with a technical background, due to labour market 
rigidity, underdevelopment of venture capital  activities 
supplying risk money to start up projects, and other factors. 
Recent studies showed that firm dynamics (i.e. birth and 
death, growth and decline of individual firms), even if not 
the most important component of innovation and aggregate 
productivity growth, nevertheless makes an important 
contribution. Business start-up rates in Japan have risen 
since the 1990s, however they remain low compared to the 
11.6% rate in the US and below the firm closure rate in 
Japan.  According to the Doing Business 2011 report,5 

Japan ranks 98th out of 183 countries in the ease in starting 
D�EXVLQHVV�DQG���WK�RXW�RI�2(&'�FRXQWULHV��ZKLOH�-DSDQ¶V� 
ranking in the  Global Entrepreneurship Monitor6  for 
entrepreneurial spirit is near the lowest in the  world. 

5 The Doing Business report is published by the World Bank. The report 
gathers and analyzes comprehensive quantitative data to compare business 
regulation environments across 183 economies over time and provides 
objective measures of business regulations and their enforcement. 
6 The  Global Entrepreneurship Monitor is published by the London 
Business School and it is an annual assessment of the national level of 
entrepreneurial activity among 59 countries worldwide. 

Moreover, in some  sectors, such as those with fast 
changing technology, entry is a key factor, but in others 
exit is a key to  productivity growth.  For instance, the 
process of exit has been exceedingly difficult and is a major 
factor explaining low productivity in key sectors such as 
construction and retailing. 

The high cost of business start-ups is especially harmful, 
given that new firms are a major  source of productivity 
growth, notably in dynamic industries that are better placed 
to adopt new technology. Regulatory reform is particularly 
crucial  for the  service  sector, where  productivity growth 
has lagged behind that in manufacturing in recent years. 
Given that services account for  70% of output and 
employment, policies to  accelerate  productivity growth in 
this sector should be a priority. Regulatory barriers to entry 
in network industries remain much more restrictive than in 
other OECD countries. 

Other  sectors such as wholesale, retail, and personal and 
social services would, instead, need more deregulation. The 
2(&'¶V� QRQ-manufacturing product market regulation 
indices7 show that Japan and the rest of OECD have made 
progress in deregulation and that Japan was a relatively 
early mover in terms of deregulating its telecoms, rail and 
airlines. However, the timing and extent of reforms still lag 
that of the US and the UK, and for energy, transport, and 
FRPPXQLFDWLRQV� -DSDQ� LV� QRW� RQ� WKH� OLVW� RI� ³UHODWLYHO\� 
OLEHUDO´�FRXQWULHV�� 

More intervention in the financial markets 

The financial  sector is another  important industry that 
needs more intervention and deregulation. Until the 1980s, 
Japanese capital markets were regulated heavily and credit 
was rationed. Banks dominated industrial finance, the stock 
market was fairly underdeveloped, and bond markets were 
inaccessible  to  all but public utilities, long-term credit 
banks and the largest, least risky firms. At the beginning of 
the 1990s, financial  deregulation allowed small financial 
institutions to diversify into  new areas and to lend to 
housing finance companies, while the  deregulation and 
development of bond markets led to  pressure on larger 

7 The OECD Indicators of Product Market Regulation (PMR) are a 
comprehensive and internationally-comparable  set of indicators that 
measure the  degree  to which policies promote or inhibit competition in 
areas of the product market where competition is viable. 
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banks to find new ways of raising revenues. Other 
important reform efforts were made under the  Koizumi 
administration after 2001. 

As a result, over the last two  decades competition in the 
financial market has improved, however  government-led 
deregulatory and administrative reform was largely 
unsuccessful in removing legal and administrative obstacles 
to the  development of a market-cantered financial system. 
For instance, it is well-known that foreign banks have been 
facing difficulties in attempting to enter certain Japanese 
financial markets ² Japan has the lowest share of foreign 
EDQNV¶�DVVHWV in total assets among OECD countries. This is 
due partly to regulatory practices and partly to specific 
Japanese socioeconomic conditions, for instance the system 
of relationship banking. Retail banking is still a sector in 
which almost no foreigners have been able to succeed, even 
though some foreign financial institutions have been able to 
gain market share in investment and wholesale banking. 

As argued by Michael  Porter, a distinguished professor 
IURP�+DUYDUG�%XVLQHVV�6FKRRO�³IRU�\HDUV��IRUHLJQ�LQYHVWRrs 
were  held at bay. The Japanese  government discouraged 
foreign companies from taking stakes in Japanese 
companies, establishing Japanese facilities of their own, or 
buying Japanese stocks on the open market. The  dominant 
owners of Japanese companies have been Japanese banks, 
insurance companies, and other  domestic companies that 
sought stable business relationships through cross
shareholdings held in perpetuity. Banks and insurance 
companies, in turn, were insulated from  pressures to earn 
attractive returns on their capital by regulation and by 
market protection orchestrated by the Ministry of Finance. 
Foreign financial  services firms were  not allowed to 
compete effectively with Japanese banks and other 
institutions for funds, and Japanese investors were limited 
LQ�ZKHUH�WKH\�FRXOG�LQYHVW´�� 

Competition in the financial sector matters for a number of 
reasons. As in other industries, the degree of competition in 
the financial  sector can affect the efficiency of the 
production of services, the quality of products and the 
degree of innovation in the  sector.  Foreign bank entry 
increases the efficiency of the  domestic banking sector. 
Increased competition tends to reduce costs and to increase 
profits. The  allocation of credit to the  private  sector is 
improved as the evaluation and pricing of credit risk 
becomes more  sophisticated. This fosters higher  growth. 
The  presence of foreign banks helps build a domestic 
banking supervisory and legal  framework, and enhances 
overall  transparency.  Foreign banks may reduce the costs 
associated with recapitalizing and restructuring banks in the 
post-crisis period. Further reform is essential  to increase 
competition in the financial market and to  improve the 

efficiency of the Japanese banking system ² commercial 
banks seriously lag behind their international counterparts 
on most financial criteria. Last year the  government 
launched a new plan, the New Growth Strategy, to promote 
growth, robust public finances and a solid social  security 
system. The Strategy focused on 21  projects, including a 
reform of the financial  sector  to support the real economy 
and to  develop the  sector itself.  To  achieve the latter  goal, 
WKH� JRYHUQPHQW� ZDQWV� WR� PDNH� -DSDQ¶V� ILQDQFLDO� VHFWRU� D� 
³PDLQ� PDUNHW� DQG� PDLQ� SOD\HU� LQ� $VLD´�� LQ� SDUW� E\� 
integrating the exchanges handling securities, financing and 
commodities. Observers and economists are sceptical; they 
believe that the  transformation set in the Strategy will 
remain incomplete and will have only limited impact on the 
behaviour of financial institutions and corporate borrowers. 

Conclusion 

-DSDQ¶V� DVVHW� DQG� ODQG� SULFHV� FROODSVHG� WZHQW\� \HDUV� DJR�� 
6LQFH�WKHQ�WKH�FRXQWU\�VXIIHUHG�ZHDN�JURZWK�DQG�WKH�³ORVW� 
GHFDGH´� RI� WKH� ����V� KDV� QRZ� EHFRPH� WZR� GHFDGHV�� ZLWK� 
the latter being marked by persistent deflationary pressure. 
Over this period Japan faced both demand and supply side 
problems. Authorities focused largely on the  demand side, 
but not well enough, and ignored long-term supply side 
solutions. The supply-side  problem is slower  productivity 
growth.8 This has been particularly pronounced in the 
manufacturing sector, which until then had been the main 
driver. At the same time, productivity growth in the  non-
manufacturing sector, sluggish since the 1970s, became 
even more sluggish after 1990. 

In particular, the construction sector, which has benefited 
from generous government spending on infrastructure, had 
negative  productivity growth, which is unusual  among 
OECD countries. The  protected food manufacturing sector 
had basically no  productivity growth in contrast to quite 
rapid expansions in other countries. The broad category of 
transport, storage and communication had markedly lower 
productivity growth than in other countries, partly 
reflecting entry problems in some segments of the transport 
sector. On the other hand, a relatively rapid expansion of 
productivity in the distribution sector and in the electrical 
and optical equipment sector reflects changes in market 
structures as competitive pressures have increased. 

Productivity differentials between manufacturing and 
nonmanufacturing industries have been maintained or even 
accentuated by the  government that over the  years, and 
with various forms of intervention and protectionism, has 
been subsidizing inefficient firms and declining industries. 
The result is that, although a number of large Japanese 
HQWHUSULVHV� DUH� DPRQJ� WKH� ZRUOG¶V� PRVW� SURGXFWLYH�� WKH� 
³GXDO� HFRQRP\´�� D� K\EULG� RI� VXSHU-strong exporting 

8 In a highly cited paper, Hayashi and Prescott showed that the main cause 
for the Japanese economic stagnation in the 1990s has been slower TFP 
growth and a fall in workweek hours.  See  for further  details Fumio 
HayasKL� � (GZDUG� &�� 3UHVFRWW�� ������ ³The 1990s in Japan: A Lost 
Decade´� Review of Economic Dynamics, vol. 5(1), pages 206-235, 
January. 
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Table 1 ² TFP levels (1997 and 2005), International Comparisons - US = 1
 

Japan France  UK Italy 
1997 2005 1997 2005 1997 2005 1997 2005 

Total Industries 0.60 0.56 0.82 0.81 0.86 0.82 0.93 0.83 
Agriculture, Hunting, Forestry And Fishing 0.04 0.60 0.45 0.34 
Mining And Quarrying 0.44 0.56 1.16 1.54 
Total Manufacturing (1) 0.73 0.60 0.95 0.97 0.92 0.91 1.04 0.82 

Food , Beverages And Tobacco 0.50 0.69 0.82 1.29 
Textiles, Leather And Footwear 0.65 0.49 0.61 0.63 
Wood 0.78 1.61 0.35 1.02 
Pulp, Paper, Printing And Publishing 0.79 0.78 1.25 0.44 
Chemical, Rubber, Plastics 0.68 2.39 1.81 1.23 
Other Non-Metallic Mineral 0.73 1.31 1.05 2.31 
Basic Metals And Fabricated Metal 0.86 0.93 0.69 1.27 
Machinery, Nec 1.16 1.23 1.43 1.03 
Electrical And Optical Equipment 0.93 0.62 0.62 0.85 
Transport Equipment 0.78 0.44 0.33 1.27 
Manufacturing Nec; Recycling 1.16 1.23 1.43 1.03 

Electricity, Gas And Water Supply 0.36 0.47 0.66 0.57 
Construction 0.63 0.67 0.79 1.08 
Wholesale And Retail Trade 0.51 0.42 1.24 1.05 0.78 0.70 0.66 0.50 
Hotels And Restaurants 0.26 0.85 0.48 0.55 
Transport, Storage And Communication (2) 0.57 0.55 0.75 0.72 0.62 0.64 0.46 0.40 
Finance, Insurance, Real Estate And Business 
Services (3) 

0.54 0.52 0.66 0.60 0.78 0.81 0.80 0.76 

Community Social And Personal Services (4) 1.18 1.02 0.93 0.98 
(1) excluding Electrical Machinery; (2) excluding Communication; (3) excluding Real Estate; (4) excluding Social and Personal Service 

industries and super-weak domestic sectors, worsened. As a 
result, today the average level of productivity in Japan is 
well below that of most other OECD countries (Table 1). 

Numerous efforts have been put in place over the last two 
decades aimed at improving productivity and reducing 
impediments to resource reallocation.  Obvious policy 
measures would be to continue with deregulation and other 
significant change  to the business environment and the 
financial markets, like  for instance facilitating inward FDI 
to encourage the entry of firms and financial institutions 
that already operate internationally and enjoy economies of 
scale. Such progress is patchy at best: many areas of the 
economy remain heavily regulated, thus preventing 
competition and greater dynamism through the entry, 
growth, and exit of firms. 

Japan is an example of a country where  productivity 
growth has basically ground to a halt, as a result of 
government policies designed to  protect the status quo and 
stifle competition. Structural reforms are blocked for many 
years because  politicians shy away from unpopular 
measures. Vested interests and political machines are  so 
dependent on existing practices that resistance  to reform is 
still  powerful. Japan has just elected Yoshihiko Noda as 
new Prime Minister, the sixth in the last five  years. The 
fear is that he will fail like his predecessors, because there 
is no consensus within Japan about the liberalising supply-
side  policies that could give the economy new dynamism. 
Without sweeping political-economic renovation that goes 
far beyond mere  deregulation, Japan is doomed to more 
years of economic stagnation and political gridlock. 
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Box ² The Growth Accounting Methodology 

The data used in this Focus are  from Japan Industrial  Productivity Database (JIP) and EU KLEMS database. JIP is a 
database co-managed by RIETI, the Research Institute of Economy, Trade and Industry, a think-tank based in Tokyo, jointly 
with the Hitotsubashi University. It classifies all industries into 108 categories and shows the  growth of the Japanese 
economy on the supply side in terms of productivity, industrial structure, among other factors, by category. 

EU KLEMS is a database mainly about European economies, but uses JIP data relating to the Japanese economy, after 
adjusting JIP data, so that international comparisons can be made. The database includes measures of output and input 
growth, and derived variables such as multifactor  productivity at the industry level. The input measures cover the  period 
from 1970  to 2006 and can be used by researchers employing growth accounting to consider  sources of output and 
productivity growth in cross-country comparisons or studies of particular industries and different time periods. 

The variables are organised around the  growth accounting methodology, a major advantage of which is that it is rooted in 
neo-classical  production theory. It provides a clear conceptual  framework within which the interaction between variables 
can be analysed in an internally consistent way. 

The  growth accounting framework acts as a mechanism  for breaking down the  sources of economic  growth into the 
contributions from increases in capital, labour and other factors. When these factors have  all been accounted for, what 
remains is usually attributed to technology ² this remainder is often called the Solow residual. 

This methodology is based on production possibility frontiers where industry gross output is a function of capital, labour, 
intermediate inputs and technology. Each industry can produce a set of products and purchases a number of distinct 
intermediate inputs, capital and labour inputs to produce its output. 

The production function is given by: 

where Y is output, K is an index of capital  service  flows, L is an index of labour  service  flows and X is an index of 
intermediate inputs, either purchased from domestic industries or imported. 

Under the assumptions of competitive factor markets, full input utilisation and constant returns to  scale, the  growth of 
output can be expressed as the cost-share  weighted growth of inputs and technological change (A), using the  translog 
functional form common in such analyses: 


��������� 
��� ൌ � ሺ�������ǯ�������� ൈ � 
����������������������ሻ  ሺ������ǯ�������� ൈ �
���������������������ሻ 
�ሺ������������ǯ�������� ൈ � 
���������������������������ሻ 
 ൫ 
��������������� �������������������ሺ�	�ሻ൯� 

Each element on the right-hand side of the  above equation indicates the  proportion of output growth accounted for by 
growth in capital  services, labour  services, intermediate inputs, and technical change as measured by multifactor 
productivity (TFP), respectively. 

The EU KLEMS database provide further decompositions. First it distinguishes the impact of ICT and non-ICT capital, by 
dividing capital input growth into two  groups of assets: ICT (ICT) and non-ICT (N) assets. ICT investment is defined as 
investment in computing equipment, communication equipment, and software. Therefore: 


����������������������� ൌ � ሺ���ǯ�������� ൈ � 
�������������������ሻ � �  ሺ�ǯ�������� ൈ � 
������������Ǧ����������ሻ� 

Second, it divides the  volume  growth of labour input into the  growth of hours worked and the changes in labour 
composition in terms of labour characteristics such as educational attainment, age or gender. That is: 


���������������������� ൌ � ሺ 
������������������������  � ���������������������ሻ 

ሻܺǡܭ ܮǡሺܻ ൌ �  
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