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(Release Date: December 2, 2003)

The Basis of the 30'" M edium-Ter m For ecast
Since the burst of the economic bubble in Japan, Japan has been experiencing stagnant
economic growth for over ten years (Figure 1). Although we have seen a relatively high rate of
economic growth since the beginning of 2003, the growth has basically been driven by external
demand. Even though we see some strength in capital investment, this has not been enough to
lead to an autonomous recovery in domestic demand that includes personal consumption. We are

not likely at a turning point where the economy will enter into a full-fledged recovery phase.

Figurel. Real Annual GDP Growth Rates

N
AEERVAV.IVA
A

1981 83 8 87 89 91 93 95 97 99 2001 2003

O P N W b Ol O N

1
[N

U
N

Fiscal Year

Note Figures for fiscal 2003 refer to the growth rates in the first and second quarters (year-on-year changes).

Sources “Annual Report on National Accounts”, “Quarterly Estimates of GDP”, Cabinet Office

Despite several economic stimulus measures and support from monetary policy the Japanese
economy has undergone a long period of stagnation from 1990. This is due to the fact that such
factors of production as labor, managerial resources and capital have been trapped in areas of low
growth, and have not been effectively distributed to higher growth areas. The “structural reform”
policies that are to redistribute these resources have been widely promoted, but these high-growth
sectors and the strong demand that should support them, are not easily created. In order to
realize a virtuous circle in the economy whereby an increase in demand leads to income growth,
and this in turn to a further increase in demand, we need to promote “regulatory reforms'” geared
to creating demand with more enthusiasm.

The other problem in the Japanese economy is the resolution of the “negative legacy”. Equally

important as the bad debt problem of the financial institutions is the rebuilding of the central and

1 Although the term “deregulation” —that refers to the relaxing and elimination of existing regulations—
is heard more frequently, in this report, we refer to “regulatory reforms.” The objective of these reforms is to
actively create those sectors that function efficiently in the market and can mean a change or reinforcement
of regulations.
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the local government coffers that currently have outstanding long-term debt equivalent to 135% of
GDP (in fiscal 2001). Although public investment will be reduced, reform will be far from easy,
given that expenses associated with social insurance is expected to grow because of an
increasingly aged population. Tax increases may be a negative factor to the economy, however,
without a clear course to rebuild finances, the anxiety that the population will feel about the ability
of the government finances will also have a serious negative effect on the economy as a whole.

Given the above, the two main features of this medium-term forecast follow.

The first is that the demand creating effects of structural reform are clearly factored into this
forecast. We estimated the effects of regulatory reform particularly in areas such as healthcare,
nursing care, childcare, education and housing construction (the reconstruction and new
construction of condominiums) and added these effects into the GDP. Demand in these sectors is
expected to grow as the economy and society matures due to the aging population, the declining
birthrate and the aging deterioration of older buildings. Regulatory reforms will result in an
additional 9.6 trillion yen (on a real basis), and amount to 1.6% of real GDP in fiscal 2010. Also,
compared to the case where there are no regulatory reforms, it boosts the average growth rate in
fiscal 2006 to 2010 by 0.3 percentage points.

The second feature is that we show a concrete path to fiscal rebuilding. Despite the fact that
Prime Minister Koizumi has declared he would not raise consumption taxes during his new term
up to fiscal 2006, in our forecast, we supposed that the tax would be hiked by 2% on each of two
occasions, once in fiscal 2006, and the second time in fiscal 2008. On a related point, we also
presumed the reform in the pension system planned for fiscal 2004, would take a different form
from the current scheme of the government. That is, the consumption tax would be appropriated
to fund the increase in the government share of contributions to the basic pension. Then the
insurance premium rate (insurance premium/annual income) would be kept at current levels, and a
“revenue balanced method” would be taken whereby the total benefits paid would be equivalent to
the sum of the insurance premiums, the government contributions, and the investment income of
the reserve funds.  Although the benefits paid would be reduced compared to the government’s
scheme, the burden on the people to pay the premiums would be eased. = The benefits of this
scheme are the pressure on the national budget would be lessened, since the premium
payments of the individual would be reduced, the negative effects to the economy would be
reduced and the disparity in the burdens between generations will also be lessened —
currently the younger generation is contributing a greater amount to the pension compared to the
benefits they will receive— (Table 1) and the economy will be more lively.

The regulatory reforms we have proposed and the rebuilding of the fiscal coffers are not
necessarily easily implemented. However, rebuilding the fiscal finances is an urgent matter, and
to reduce the deflationary impact of this, such drastic reform as we are proposing in this forecast is
necessary. This medium term forecast for the Japanese economy assumes that regulatory reform
and rebuilding the finances will be pursued simultaneously, and results in a picture of the

medium-term economy that is more likely to be realized and sustained.
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Tablel. Ratio of Net Pension Benefits Received by Year of Birth
(

year of birth
1930 | 1950 | 1970 | 1990 | 2010

. 1999 calculation 32.9 9.8 -49| -10.8| -14.3
married

couple | revenue balanced
system

. 1999 calculation 16.3 23| -11.2| -163 | -17.2
single

person | revenue balanced
system

Note Ratio of Net Pension Benefits Received = Benefits Received over a lifetime less Premiums Paid over a lifetime, as a share of

31.6 64| -42 -4.8 -6.7

15.9 -0.5 -9.7 -10.1| -10.1

wages earned over a lifetime.
Married couple = Average married couple where Husband works, fitting average wage profile, and Wife is a Housewife two
years younger than her husband.
Single person = Single person fitting average wage profile.
For the married couple, the husband becomes a salaried employee from age 20, marries his wife at age 28, and retires at 60.
The wife is two years younger than the husband, worked in an office for six years before marrying her husband, and is covered
by the Employees’ Pension Insurance. Upon marriage, she becomes a housewife, that is, a Class 3 insured person. Since
she is only 58 when her husband retires, she pays premiums on the National Pension Plan for two years. Both husband and
wife die at the average age of mortality — the husband at 79, and the wife at 86. Since the wife is two years younger than
the husband, she lives alone for 9 years and receives survivor benefits during that time.
Sources Recalculation of 1999 is from Takashi Oshio’s article entitled “Pension system reform from the viewpoint of the real debt of
pension” printed in “Outlook and Policies for the Social Insurance System in the 21% Century”. The balanced revenue

method was found by our own calculations using the program provided by Mr. Oshio.

Forecast period and forecast method

The forecast period are the eight years between fiscal 2003 to 2010. We have made forecasts
for such macro variables as the GDP growth rate, prices, labor and corporate profits, as well as
real output amounts, and employment figures up to 2010 of a all 31 industries, manufacturing and
non-manufacturing (including service provided by the public sector) (Appendix Tables 2 and 3).
On the assumption that for the medium term, changes in the industrial structure determine
economic growth, we first made forecasts for each of the industries, and then forecast the GDP
growth rate as the aggregate of all sectors. The effects of regulatory reform were incorporated
when the forecasts for the industries were made. With these growth rates, we painted a picture of

the macro economy.

Summary of forecast results: Standard forecast

In the first half of the forecast period (fiscal years 2002 — 2006), we found that economic
growth will be very moderate at about the rate of the 1990s. In the second half (fiscal 2006 —
2010), however, the pace will gradually increase and after fiscal 2009, the economy will expand at
a rate above the potential growth rate and at about the 2% level (Appendix Table 1, Figure 2).

Real GDP growth in the first half of the forecast period will be an annual average of 1.5%, and
will only slightly outperform the 1.3% recorded in the second half of the 1990s. Although the
external demand — led economic recovery that began at the start of fiscal 2002 may have ripple
effects into domestic private demand, we do not expect a capital investment-led full-fledged
autonomous recovery to materialize. Although it would appear that the excess debt and excess

employment situation in the corporate sector looks like it has improved quite a bit the situation is
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still quite prevalent in the non-manufacturing sector. The bad debts in the financial sector have
also made good progress, but are not yet at the point where the financial intermediary function has
recovered enough to encourage economic growth. Therefore, while structural factors restricting
growth still exist, more time will be needed for the medium-term expected growth rates of the
corporate sector to improve, and capital investment will continue to be limited to only very
cautious replacement investment in the manufacturing sector. As for the household sector,
companies continue to aggressively contain human resource expenses and so there will not be a
marked recovery in employee compensation. Thus, growth in personal consumption will be
moderate at best. In fiscal 2006, there will be a 2% hike in the consumption tax to fund the
increase in government contribution rate to the basic pension and the real economic growth rate
will fall to about 0%, partially due to low consumption in response to the rush consumption of the

year before.

Figure2. Breakdown of Contribution Ratesto Real GDP Growth Rate
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Source ”Quarterly Estimates of GDP”, Cabinet Office

However, during this period, there will not be an economic slowdown. This will be mainly due
to a continued favorable export environment thanks to the fact that the US economy has been
successful in recovering quickly and continues to enjoy a stable economy, and to Asia’s continued
rapid growth centered on China (Figure 3). As for domestic demand, capital investment will
contribute to growth because it fell sharply in fiscal 2001, and there will be some adjustments

afterwards.
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Figure3. Real Annual GDP Growth Rates by Geographical Region
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Notes 1. The average annual growth rates for the EU in 2002-2006 denote the growth rates for the 15 countries in the EU.
2. The average annual growth rates for the EU in 2006-2010 denote the growth rates for the 25 countries of the EU, including
the 10 countries that are expected to join in 2004.
3. The new countries to join the EU in 2004 are as follows: Poland, Hungary, Czech Republic, Slovakia, Slovenia, Lithuania,
Latvia, Estonia, Malta, Cyprus

Sources “International Financial Statistics”, “World Economic Outlook”, etc. IMF

By the second half of the forecast period, the real economic growth rate will rise to an average
1.9%. The effects of the “regulatory reform” implemented from the first half of the forecast
period will gradually become apparent. In personal consumption there will be new demand
created in the public service areas of healthcare, nursing care, childcare and education, and in
private housing investment, new demand will be created in the area of such urban renewal, such as
in condominium reconstruction (Figure 4). In capital investment there will be an increase in IT
(information technology) investment in the healthcare sector, and with the active use of PFI
(private finance initiatives —where private funds are used to fund social overhead capital
projects), the provision of social overhead capital can develop as a substitute for public investment.
The bad debt problem will have made progress in accordance with the Financial Revitalization
Program, and the clean up and reorganization in the corporate sector will have made some
headway as well, and the financial intermediary function will be recovered. With this shift to a
more favorable environment, corporate profits and the expected growth rates of companies will
recover, and capital investment will become active (Figure 5). In fiscal 2008 the consumption
tax will be raised again by 2%, and so the real GDP growth will vary in fiscal 2007-2008, but on
average, both personal consumption and private housing investment will show a healthy growth.
The employment environment will also improve, and the unemployment rate that had been stuck at
a high level will fall to 4.4% in fiscal 2010. In this way, the foundation for the revival of the
Japanese economy will be laid, and a full-fledged economic recovery led by domestic demand will

be on the horizon.
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Figure4. Real Private Housing I nvestment
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Sources “Annual Report on National Accounts”, ”Quarterly Estimates of GDP”, Cabinet Office

Figure5. Real Private Plant and Equipment Investment (by I ndustry)
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Note Figures from the SNA were distributed by manufacturing and non-manufacturing ratios from the private company stock

statistics.
Sources “Annual Report on National Accounts”, “Quarterly Estimates of GDP”, “Private Enterprise Capital Stock
Statistics“ Cabinet Office, “Input Output Tables” “Labour Force Survey”, Ministry of Public Management, Home Affairs,

Posts and Telecommunications, “Machinery Statistics*, Ministry of Economy, Trade and Industry

The GDP gap —defined as the difference between the potential GDP and the actual real GDP—
will shrink to as small as minus 0.2% in fiscal 2005, but after the effects of consumption tax hike
in fiscal 2006, it will be about 1.5% (Figure 6). However, even with GDP gap at this level, it is
still possible to break away from deflation, and the the consumer price index (General index,
excluding fresh food) which has been declining year-over-year since fiscal 1998, will mark a rise
in fiscal 2006. This of course will be due largely to the increase in the consumption tax rate, but

even in the absence of these effects, the actual CPI will actually rise slightly (Figure 7).
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Figure6. GDP Gap
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.The potential GDP by finding a potential capital and labor input amount as follows:

For the capital input, we take the capacity utilization rate where companies feel the economy to be neither overheating
nor stagnating and find the capital input under this capacity utilization (potential capital input amount). For labor input,
we deduct structural unemployment from the total labor force and multiply this by the hours worked as estimated from the
trends in total hours worked to find labor input (potential labor input amount). The potential GDP growth rate can be
considered a rate like the cruising speed of the economy.

.GDP Gap = ((Real GDP Potential GDP)/Potential GDP)x 100

.Estimated Function: In ax In In Ax

Y = Real Gross Domestic Product, C = constant, KS = Total capital input, K = Net capital stock, S = Capacity Utilization,

NH = Total labor input, N = number of workers, H = Total Labor Hours, a = Capital Distribution Rate, A = TFP parameter,

t = time trend

. Estimation Results: In ax In 2.401 0.012

( 613.64) 24.19

Estimation period: fiscal 1990 — 2002, values in parentheses () are t values.
Coefficient of Determination adjusted for degrees of freedom = 0.9799 Durbin-Watson statistic = 1.4567

. Shaded areas denote contractionary phases of the economy.

“Annual Report on National Accounts”, ”Quarterly Estimates of GDP”, “Private Enterprise Capital Stock Statistics”, Cabinet
Office “ Monthly Labour Survey”, Ministry of Health, Labour and Welfare, etc.

Figure7. Contribution Rate Breakdown of Goods and Servicesto Consumer Price

Notes

Source

Index (General Index excluding Fresh Food)
%

-O- CPI Total(excluding fresh food,year-on-year)
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Fisical Year

.CPI = Consumer Price Index

.For fiscal 2006 and 2008, effects of the hike in the consumption tax have been added.

.Due to rounding of the indices (figures are rounded to two decimal places), the contributions of goods and services may not
add up to the rates of change of the Consumer Price Index (Excluding Fresh Food).

“Annual Report of Consumer Price Index”, Ministry of Public Management, Home Affairs, Posts and Telecommunications
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For the public sector in this period, we assume some measures for fiscal rebuilding from both
the income and expense sides to be implemented. For example an average 3% reduction of
public investment (the public fixed capital formation component in the GDP), a cutback in the
number of civil servants (to be shaved by 10% in the ten-year period from 2001-2010), and in
addition, as we mentioned earlier, there will be two hikes in the consumption tax rate of 2% each
in fiscal 2006 and fiscal 2008. We also assumed there would be a pension system reform, where
in fiscal 2005; the government contribution to the basic pension will increase from one-third to
one-half. Moreover, we assumed that the government would adopt the “revenue balanced
method” for the pension system where the total benefits paid would be equal to the sum of the
premiums, the contributions of the national government and the investment gains on the reserve
fund. As a result of the above, the fiscal balance will show steady signs of recovery, while the
deficit of the primary balance (the basic balance of the fiscal budget excluding the issuance
income of government bonds, and the interest payments on them) of the central and local
governments —an indicator of the fiscal health of the governments— will be reduced to 0.1% of
the nominal GDP, and it will be very close to being balanced (Figures 8).  The accumulation of
the long term debt of the government will finally begin to slow down. However, the level of the

outstanding debt will continue to be very high by international standards.

Figure8. Primary Balances of Central and L ocal Gover nments
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Source “Annual Report on National Accounts”, Cabinet Office

The average annual rate of growth estimated for the forecast period of 1.9% does not appear to
be greatly improved over the 1.3% growth seen in the latter half of the 1990s. However, this can
be seen as being quite a pick-up in pace on a real basis given the severe environment that this is
attained under: that is, the downward pressure on the economy from the fiscal rebuilding, the
decrease in disposable income resulting from a lower pension benefit, and the stagnation in
employment income as a result of the reduction in employment of the companies. The
following are some factors in the revival of the economy.

First is the creation of new demand due to regulatory reform. Upon regulatory reform of the
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> that were under the strong control of the government, some latent demand

“government markets
will surface. In the public services areas of healthcare, welfare, nursing care and education, due
to the lifting of the ban on “mixed healthcare” (a mix of healthcare covered by insurance and not
covered), and the elimination of barriers to entry into the nursing home business, in fiscal 2010,
we can expect to see a real increase in final demand of 8.39 trillion yen, and an increase in
employment of 856,000. Moreover in the area of urban renewal, with the relaxation of floor arca
ratio regulations and the resulting increase in condominium reconstruction and new construction,
we foresee an increase of 84,000 new units, a real 1.28 trillion yen in final demand, and a 860,000
increase in employment in the same fiscal year.

Second, there will be adjustments made in the industrial and employment structures to adapt to
this change in the demand structure. In the private sector during the forecast period, the share of
employment in the manufacturing sector will decline and that of the service sector will climb.
From the production side, the increase in labor productivity will be relatively higher in the
manufacturing sector, and so the decline in their share of production will decline. However, as
both employment and labor productivity are expanding in the service sector, the economy will

continue to be more and more service-oriented (Figure 9).

Figure9. Labor Productivity and Labor Input by Manufacturing and Non-manufacturing Industry
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Notes .The estimates are from actual data up to 2002, and from 2003-2010, forecasted data.

.Labor productivity = Real Output Amount / (Number of Workersx Total Hours Worked)

.The broken lines in the figure show the levels of Real Output Amount (Labor Productivityx Labor Input) in 2000 and 2010.
Sources “SNA Input-Output Table (Base Year 1995)”, Cabinet Office, “1985-1990-1995 Linked Input-Output Tables”, Ministry of

Public Management, Home Affairs, Posts and Telecommunications, “Monthly Labour Survey”, Ministry of Health, Labour

and Welfare

2 These are such markets and service areas that have had strong public intervention such as with the
government restricting the entities in the market. Examples are healthcare, welfare (nursing care,
childcare), education, and agriculture. In July of 2003, the Council for Regulatory Reform of the Cabinet
Office has selected some “Twelve important items for discussion” to accelerate the pace of regulatory reform,
centered on “Total opening of government markets to private sector” and including “renewal of urban
centers”, “labor markets”.
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Third is the increase, albeit moderate, of the labor force. During the forecast period, the total
population will begin to decline, however, the labor force will grow by an average 0.5% annually
from the second half of the forecast period. This is a result of more women and older persons
joining the labor market because of the provision of more childcare facilities such as daycares, and
the declining public pension benefits due to the reform in the pension system (Figure 10). The
increase in the labor force will for the medium and long-term reinforce the supply side of the
economy, and raise the potential growth rate of the economy. Furthermore as more people are
active in production activities, the foundation of the social insurance system is strengthened, and
we can expect this to also encourage consumption by alleviating some of the concerns of the

people of their future stability.

FigurelO. Labor Force Participation Rates by Sex

80 52
79 - Forecast 1 51
78 T 150
77 r \‘_// 4 49
76 148
75 r -4 47
74 t W* 46
73 ¢ 14
72 - o-Male left scale 144
71 - —+Female right scale -4 43
70 ! 42

1985 87 89 91 93 95 97 99 2001 2003 20052007 2009
Fiscal Year

Source “Labour Force Survey”, Ministry of Public Management, Home Affairs, Posts and Telecommunications

Summary of forecast with no regulatory reform

In order to find how great an effect these regulatory reforms will have on the economy as a
whole, we also conducted a forecast under the assumption that the regulatory reforms do not take
place and compare this with the standard forecast® (Appendix Table 4). In the standard forecast,
we assumed that the new demand resulting from the regulatory reforms would gradually begin to
be realized from fiscal 2005, and in the final year, fiscal 2010, it reaches the final levels that we
estimate them to be. Thus, the effects of new demand creation are seen in the latter half of the
forecast period. We also assumed in the non-standard forecast that the various policy measures
aimed at fiscal rebuilding are implemented in this scenario as well.

Regarding the real GDP growth rate, we do not see the acceleration in the rate that we do in the
standard forecast; in the first half of the forecast period it is an annual average of 1.4%, while in
the latter half, it is only 1.6%. The main reason for this is that the personal consumption and

private housing investment components grow at much slower rates compared to the standard

3 To compile the forecast where the regulatory reforms do not take place, we used the medium-term
econometric macro model and conducted a simulation where effects of regulatory reform are NOT integrated.
Then we took the difference between this and the standard case and applied this to the standard forecast.

-10 -
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forecast where they benefit greatly from the regulatory reforms. The number employed, also
goes down to an annual growth rate of 0.7% in the latter half of the forecast period compared to
1.0% with the standard forecast. As domestic demand will be less active, the consumer price
index in fiscal 2010 will be 0.4 points lower than the standard forecast, the unemployment rate
will be 0.1 percentage point higher, and the trend towards deflation will be stronger. Furthermore,
the current account balance as a share of nominal GDP will be 0.3 percentage points higher at

3.5% and at a very high level.

As we have seen, if we go ahead with the fiscal rebuilding without an accompanying regulatory
reform program in the current Japanese economy, we forecast that not only will the GDP growth

rate fail to show a clear increase, but the external imbalance will also expand.

Estimation M ethods of Regulatory Reform Effects

As we mentioned earlier, in this medium-term forecast, we have take the regulatory reform
programs currently being deliberated in the Council for Regulatory Reform, we quantitatively
estimate their demand expanding effects, and integrate this into the forecast results. The
following seven items below are where we estimated the effects of regulatory reform. In all
cases, we assumed that the final effects would be seen in 2010, and that the effects would
gradually be seen beginning from fiscal 2005. On the left of the brackets , we note what
industry we would expect to have effects, and on the right are the final demand components that
would expand as a result.

The measure allowing private companies to enter into the “government markets” is touted with
great importance at this Council, we do not integrate these effects into the forecast because
although we can anticipate that there would be positive effects in increasing productivity, it is
unclear at this point in time how this would directly lead to increase in demand for services and

employment®.

Effects of Lifting of Ban on “Mixed” Healthcare

Health, Healthcare — Personal Consumption

Change in Real Output Amount: + 6.8 trillion yen
Change in Number Employed: + 589 thousand

Estimation Method:

In Japan, there are two ways to pay for healthcare expenses. One is insured healthcare
and the other is “free” healthcare (i.e., uninsured healthcare), and it is currently prohibited
to use both (“Mixed” healthcare) at the same time. Here, we take the US healthcare
service market as a standard (as the US has the most developed market for uninsured
healthcare), and assume that when the ban on mixed healthcare is lifted, the market for
uninsured healthcare develops to that of the US in order to estimate the market size for

Japan (Figure 11). First we control factors such as the aging population and the strength

4 Regarding the effects of private companies entering the market, we should like to consider this on another
occasion upon finding the results of the designated structural reform district exercise etc. that began in fiscal
2003.
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of public intervention to the average of the OECD countries, and then from the per capita
income level, we found a per capita forecasted expense on healthcare for the US. Then,
(after the same corrections), we look at the actual per capita expenditure on healthcare in
the US, and considered the difference between this and the forecast figure as the additional
demand under a system where mixed healthcare is permitted. Assuming that there is no
significant difference between the US and Japan in their demand structures for healthcare
services, we apply the demand effect that we found for the US and apply it to Japan to find
the per capita healthcare expense and the macro healthcare expense of the Japanese. We
found that this had the effect of increasing the demand for healthcare by about 20% over

the current healthcare expenditure.

Figurell. Rdationship Beween Per CapitaHealthcare Expensesand GDPfor OECD countries(2000)
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Effects of a Zero Waiting List for Special Nursing Homes for the Aged

Health, Healthcare — Personal Consumption, Government Consumption

Change in Real Output Amount: + 635 billion yen
Change in Number Employed: + 140 thousand

Estimation Method:

Regarding the nursing care facilities area of nursing care services (such as homes for the
aged), even after the nursing care insurance system was implemented, barriers to entry
continue to exist, and the supply is far behind the demand which continues to grow.
According to various surveys, there are about 200,000 persons waiting for a spot in the
special nursing homes for the aged. Furthermore, according to research conducted by the
Ministry of Health, Labour and Welfare, the cost of nursing services including the
contribution of the individual is estimated to be 4.4 million yen per person. If we assume

that these persons are currently using nursing care services at their homes, then we can
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deduct the at-home service fees and find the net increase of 2.6 million yen per person.
Thus, we estimated the effects on demand to be the number of those on the waiting list

multiplied by the net increase in nursing service costs.

Effects of a Zero Waiting List for Daycare Spaces

Public service other — personal consumption government consumption

Change in Real Output Amount: + 859 billion yen
Change in number employed: + 127 thousand

Estimation Method:

Demand for daycare has been on a growing trend due to such factors as the advancement
of women into the workplace, and the number of children in daycare centers has been
increasing for the past eight years since its trough in 1994. We have estimated the number
of those demanding daycare services based on a survey conducted by the Cabinet Office,
and according to this there is a latent demand of about 260,000 children waiting for spaces
in the Tokyo Metropolitan area (three prefectures and Tokyo). We applied this figure to
find an estimate for the country, and found the effect on demand by multiplying the number
of children (by age), by the standardized fees as per the “Nursing Charge Table” as

determined by the government.

Effects of establishment of (Graduate Level) Law Schools

Education Research — Personal Consumption

Change in Real Output Amount: + 13.9 billion yen

Estimation Method:

As part of the reform of the Japanese judicial system, law schools at the graduate level
will be newly established in Japan. Currently there are set to be 72 schools with total
enrolment of about 6,000. We took the entrance fee and tuition into these programs as the
increase in demand for education and research, and estimated their effects. It will be in
2010 and beyond this that these students earn their qualifications to offer legal services and
to increase the supply, and so we did not consider the expected expansion in the market for

legal services in this forecast.

Effects on Condominium Reconstruction of Relaxation of Floor Area Ratio Requirements

Construction Real Estate — Private Housing Investment

Change in Number of New Housing Start Units: + 80,3000 units
Change in Real Final Demand : + 1.28 trillion yen (Includes next item (6))
Change in Number Employed: + 86 thousand (includes next item (6)

Estimation Method:

First, we estimated for each ward in central Tokyo, the number of new condominiums
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that might be reconstructed with the easing of floor area ratio requirements. Our basis
concept was as follows: If the condominium reconstruction association could reconstruct
the condominium into a new building with the current floor area ratio, and sell the new
units (those above and beyond the rebuilt units) without additional burden on the existing
residents, then we judged this as justification for reconstructing the condominium. If the
income from the sale of additional condominiums is greater than the construction costs of
rebuilt building, then the existing residents can rebuild at no cost to them. We defined the
wards that met this condition to be “wards where reconstruction is possible from economic
conditions alone”. If we allow the floor area ratio to be increased over the 1.5 times of
the current Building Standards Code to 2.0 times for the 10 wards in central Tokyo, then we
find the wards where reconstruction is possible would be a total 12 wards. The number of
units that could be reconstructed would, of the 51,595 buildings that were over 30 years old
(as 0f 2000), be about 30,700, and about 43,500 units could be sold.

Next, we applied the reform that allows the floor area ratio to be increased to 2.0 times
in the ten wards in central Tokyo to the rest of the country. We found the number of units
that could be reconstructed, and the number that could be sold for each of the fiscal years
using the following method: we find the ratio of the units that can be reconstructed and
units that can be sold as a share of all condominium units of over 30 years old in the Tokyo
ward area (0.595 and 0.845 respectively). Then we multiply this ratio by the estimated
number of condominiums that will be over thirty years of age in 2005-2010 (according to
the 1998 Housing and Land Survey conducted by the Ministry of Public Management,
Home Affairs, Posts and Telecommunications). We estimated the new demand generated
as the units that may be rebuilt and sold that would be made available at the rate of 10%

over ten years and used this as the units rebuilt and new units sold in each fiscal year.

Effects on New Condominium Construction of Relaxation of Floor Area Ratio Requirements

Construction Real Estate — Private Housing Investment

Change in Number of New Housing Start Units: 4,000 Units

Estimation Method:

The relaxation of the restrictions regarding floor area space should raise the value of real
estate by allowing a higher revenue be earned from the same land. However at the same
time, if this results in an increase in the floor area provided, the value of the land per floor
area may decline. Using cross sectional data of the 23 wards of Tokyo and taking such
explanatory variables as contracted rent per floor area for rental condominiums, the
designated floor area ratio, and the building to land ratio to run a regression on price per
floor area of residential land, we were able to confirm that this is indeed the case.
According to this estimation, we find that if the floor area ratio requirement were to be
relaxed to 2.0 times in the ten wards in central Tokyo, then the price of land per floor area
would decline by 46.4%, and the price of the condominiums would also decline by 21.8%
in the same area. If this is applied using the average price in all of Tokyo, then it
translates into a 5.8% decline (weighted average based on the total floor space starts for

houses by ward and city in Tokyo for fiscal 2001). Furthermore, if we apply the same
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change relaxing of regulation to all the major cities in Japan, the price of condominiums
would fall by 4.2%. The effect on new demand was found by taking this price decline and

substituting this into the demand function for owned housing.

Effects of Regulatory Reform on Employment in the Temporary Employment Sector

Business Services — GDP

Change in Number Employed: + 306 thousand

Estimation Method:

The temporary employment sector has grown rapidly in terms of both sales and number
of employees dispatched through the 1990s. This has been due in large part to the fact
that there has been some regulatory reform in that there has been a successive expansion of
the sectors that this kind of employment dispatch is allowed. However, as we can see
from the fact that the total employment figure is growing at a very low rate, temporary
workers are often substitutes for the conventional permanent employees. That is, the
increase in number of temporary staff does not necessarily translate into the net increase of
employees. Thus, in order to find the effects on employment of a regulatory reform in
this sector, we first find the demand function for temporary labor. Of the increase in
temporary employees, we find the share that is generated because of their lower relative
cost (sales per temporary worker / total cash earnings per temporary worker). In other
words the newly created demand is the part of the increase in temporary workers that was
created due to the fact that temporary employment is a cheaper factor of production, and
lowers the production cost of goods and services. We assumed that the relative cost of
temporary workers in the forecast period would be on a declining trend due to the increased
market competition as developments are made in regulatory reform. The new
employment created was added on according to the current distribution of labor among the

industries.
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Appendix Table 1. Major Economic Indicators

Forecast

| ——
Average Year-on-year
Percentage Changes
Item 2000/ | 2006/ | 2010/
2002 || 2003 | 2004 | 2005 | 2006 [ 2007 | 2008 | 2009 | 2010 | 1995 | 2002 [ 2006
Real GDP Growth Rates (1995 prices) 1.6 2.6 15 2.1 0.1 1.8 14 1.9 2.5 1.3 15 1.9
" Private Final Consumption Expenditure 14 14 12 32 A 10 19] A 01 13 12 0.8 12 11
qé" Private Housing Investment A 29 08| a 10 57| A 52 44 A 22 15 32] A 32 aA00 17
g Private Plant and Equipment Investment A 01 7.8 54 16 2.2 4.0 6.0 6.6 6.8 4.0 4.2 59
§ Private Inventory Investment (Contribution) 03 02 01 a01 01 a 02 02| A 02 01
Z‘ Government Final Consumption Expenditure 19 11 14 13 0.6 0.7 0.6 0.8 17 30 11 0.9
E Public Fixed Capital Formation AGA| ADB4Al ATA4 A3l A27| A16|] A 24 A13] A 09| A32 aA47 Al5
§ Exports of Goods and Services 12.2 8.4 5.4 3.2 3.7 2.7 3.7 3.8 4.6 55 5.2 3.7
Imports of Goods and Services 5.5 6.2 6.6 44 09 35 2.6 49 5.3 33 45 41
& |Domestic Demand 0.8 2.1 14 21| A 03 17 11 19 24
E Private Demand 09 2.3 16 21| A 03 17 12 18 2.2
% Public Demand A Q01| A01] aA02 01| A 00 00| A 00 0.1 0.2
O INet Foreign Demand 0.8 0.4 01/ A 00 0.4 0.0 0.2 0.0 0.1
Nominal GDP Growth Rates A 0.7 0.7 0.3 1.6 0.7 1.7 2.4 2.0 2.3 0.4 0.8 2.1
Yen / US dollar exchange rate 121.9| 1165( 117.0| 1175 1189( 120.3| 120.3| 1215 1220
Government Bond (10-years, over-the-counter standard) 1.10 1.07 1.25 1.32 1.38 1.55 1.89 214 2.33
Current Account to Nominal GDP 2.7 2.8 29 29 3.1 31 3.2 3.2 3.2
Propensity to Consume 949 95.1 954 96.1 95.0 95.8 95.3 95.5 95.3
Unemployment Rate 54 54 54 53 54 5.0 49 45 44
Consumer Price Index (Excluding Fresh Food, Year-on-year % change ) A 08| A 03 A03 a03 15 0.3 19 05 0.3 0.3 0.1 0.8
Domestic Corporate Goods Price Index (year-on-year % change) A 16| A 10 A 06| A 05 15 0.5 2.3 04 04] A 08| A 02 0.9
US Real GDP growth rate (calendar year) 2.4 2.8 3.7 3.1 3.1 3.4 3.5 3.3 3.5 4.0 3.2 3.4

Note Growth rates are over previous fiscal year, unless otherwise noted (%)

Sources "Annual Report on National Accounts™, "Quarterly Estimates of GDP", Cabinet Office, "Economic Statistics Monthly™, Bank of Japan, etc.




Appendix Table 2. Real Output Amount by Industry

Forecast Forecast Forecast
||—>(milli0ns of yen, %)
Calendar Year Real Output Amount (1995 prices) Share of Total Average Year-on-year Changes

Industry 1995 2002 2006 2010 1995 || 2010 | 2000/95 ||2006/2002| 2010/2006
Agriculture, Forestry and Fishery 15,815,755 || 13,012,334 12,931,288 12,629,039 17 11 -29 -0.2 -0.6
IMining 1,659,028 | 1,418,717 1,408,702 1,388,477 0.2 0.1 -15 -0.2 -04
Food 37,665,388 || 35,527,726 37,068,227 37,289,980 4.1 34 -11 11 0.1
Textiles 11,148,836 || 6,435,303 5,838,828 5,857,110 12 05 -6.6 -24 0.1
Pulp and Paper 9,389,234 || 8,738,158 9,229,712 9,576,475 10 09 -1.0 14 0.9
Chemicals 25,700,599 || 26,659,795 [ 28,116,934 29,104,045 28 26 05 13 0.9
Oil and Coal 10,488,510 || 10,318,038 10,489,488 10,560,923 11 09 -0.3 04 0.2
Ceramics, Clay and Stone 9,694,898 7,821,645 7,883,682 7,910,715 10 0.7 -17 0.2 0.1
Iron and Steel 20,059,372 || 18,806,183 20,108,241 21,046,308 22 19 -15 17 11
Non-ferrous metals 6,339,543 | 6,176,201 6,664,698 7,266,207 0.7 07 13 19 22
IMetal Products 15,686,615 || 12,247,018 14,115,946 14,853,500 1.7 13 -24 3.6 13
General Machinery 28,380,361 || 26,393,579 28,657,458 31,069,395 31 28 0.3 21 20
Electric Machinery for Industrial Use 5,672,834 4,178,599 3,944,509 3,918,157 0.6 0.4 -26 -14 -0.2
Electric Appliances for Consumer Use 8,820,085 9,363,668 11,061,446 12,065,558 10 11 20 43 22
Electronic and Communication Equipment 36,157,289 || 42,192,102 49,645,425 64,794,379 39 5.8 9.7 42 6.9
Automotive 36,286,669 || 39,022,649 41505937 | 42,568,085 39 38 07 16 0.6
Other Transport Machinery 5433,062) 5628720 5,872,899 6,020,770 0.6 05 0.1 11 0.6
Precision Instruments 3,792,401 3,644,819 3,792,165 4,189,989 04 04 18 1.0 25
Other Manufacturing 40,448,019 || 36,606,421 37,664,536 39,509,822 4.4 36 -13 0.7 12
Construction 88,870,090 || 76,078,072 75,713,332 75,946,544 9.6 6.8 -14 -0.1 0.1
Electric Power, Gas and Heat Supply 18,810,028 || 21,330,134 | 23,571,532 25,742,035 20 2.3 17 25 22
Water Supply, Waste Disposal 4,772,295 5,171,096 5,440,945 5,528,381 05 0.5 11 13 04
Wholesale, Retail Trade 102,310,456 || 98,893,977 | 104,720,317 | 109,874,412 111 9.9 -0.7 14 12
Finance and Insurance 39,760,495 [[ 51,308,895 [ 52,988,151 61,983,474 4.3 56 29 0.8 4.0
Real Estate 65,364,654 || 72,503,058 74,590,636 76,782,847 71 6.9 19 0.7 0.7
Transportation 40,649,889 || 36,553,545 [ 36,936,277 37,427,209 44 34 -18 0.3 0.3
Communication 12,083,469 || 28,071,740 | 32,930,946 37,968,128 13 34 15.0 41 36
Public Services 102,392,182 || 124,246,524 | 132,492,999 | 141,472,902 111 12.7 28 16 17
Business Services 57,852,102 || 79,398,028 85,857,318 | 103,040,442 6.3 9.3 44 20 4.7
Personal Services 56,852,577 || 62,099,291 65,587,839 69,125,041 6.2 6.2 11 14 13
Others (non-classified) 5,510,387 5,550,003 5,876,100 6,332,073 0.6 0.6 15 14 19
All industry total 923,867,122 || 975,396,039 |1,032,706,513 |1,112,842,423 | 100.0 100.0 12 14 19
Primary Industries 15,815,755 || 13,012,334 12,931,288 12,629,039 17 11 -29 -0.2 -0.6
Secondary Industries 401,692,833 || 377,257,413 | 398,782,164 | 424,936,439 435 38.2 0.3 14 16
Manufacturing Industries 311,163,715 [[ 299,760,625 | 321,660,130 [ 347,601,418 33.7 31.2 0.8 18 2.0
Basic Materials Suppliers 97,358,771 || 90,767,039 96,608,700 | 100,318,172 105 9.0 -0.8 16 0.9
Processing and Assembly Industries 124,542,701 [( 130,424,135 | 144,479,839 | 164,626,333 135 14.8 35 26 33
Products and Services for Daily Life 89,262,243 || 78,569,450 80,571,591 82,656,912 9.7 74 -18 0.6 0.6
Tertiary Industries 500,848,147 || 579,576,288 | 615,116,961 | 668,944,872 54.2 60.1 2.0 15 2.1

Notes Primary Industries = Agriculture, Forestry and Fishery
Secondary Industries = From Mining to Construction Industries
Tertiary Industries = Electric Power, Gas and Heat Supply to Personal Services
Manufacturing Industries = Food to Other Manufacturing Industries
Of the Manufacturing Industries: Basic Materials Suppliers = Pulp and Paper to Metal Products
Processing and Assembly = General Machinery to Precision Machinery
Products and Services for Daily Life = Food, Textiles and other manufacturing industries

Source “SNA Input-Output Table (Base Year 1995)", Cabinet Office



Appendix Table 3. Employment by Industry

Foregast

| Forecgﬁt

Calendar Year

Number Employed

Share of Total

Average Year-on-year Changes

Industry 1995 2002 2006 2010 1995 2010 [ 2000/95 |2006/2002| 2010/2006
Agriculture, Forestry and Fishery 4,703,146 3,838,496 3,389,575 2,978,234 7.0 44 -24 -31 -3.2
Mining 63,234 53,067 51,628 50,222 01 01 -2.2 -0.7 -0.7
Food 1,518,601 1,420,134 | 1,377,966 1,371,054 23 20 -0.4 -0.8 -0.1
Textiles 1,089,178 634,776 545,190 527,768 1.6 08 -5.9 -3.7 -0.8
Pulp and Paper 353,180 305,792 311,710 318,915 0.5 0.5 -2.1 0.5 0.6
Chemicals 496,966 500,728 498,385 487,029 0.7 0.7 02 -0.1 -0.6
Oil and Coal 43,027 38,883 39,295 38,252 0.1 0.1 -2.1 03 -0.7
Ceramics, Clay and Stone 468,745 385,762 383,639 378,472 0.7 0.6 -2.0 -0.1 -0.3
Iron and Steel 404,853 317,775 332,546 339,764 0.6 0.5 -4.4 11 05
Non-ferrous metals 183,049 162,067 167,182 168,533 0.3 0.2 -2.6 0.8 0.2
Metal Products 996,127 812,893 830,529 836,492 15 12 -2.4 05 02
General Machinery 1,146,319 1,093,581 1,089,398 | 1,104,754 17 1.6 -0.2 -0.1 0.4
Electric Machinery for Industrial Use 300,738 230,582 206,895 201,056 0.4 0.3 -3.0 =27 -0.7
Electric Appliances for Consumer Use 345,083 230,393 224,299 214,116 05 0.3 -55 -0.7 -1.2
Electronic and Communication Equipment 1,388,350 || 1,177,096 1,157,526 1,317,646 21 19 -0.4 -0.4 33
Automotive 867,573 808,631 788,853 791,044 13 12 -1.0 -0.6 01
Other Transport Machinery 202,043 182,550 177,343 177,953 0.3 0.3 -1.3 -0.7 0.1
Precision Instruments 215,056 156,762 150,158 152,852 0.3 0.2 =27 -1.1 04
Other Manufacturing 2,484,238 | 2,057,043 | 2,021,797 | 2,070,193 37 3.0 -2.8 -0.4 0.6
Construction 7,046,117 | 6,396,086 | 5533,643 | 5,246,241 105 77 -0.4 -3.6 -1.3
Electric Power, Gas and Heat Supply 221,420 200,351 189,437 180,720 0.3 0.3 -1.0 -14 -1.2
Water Supply, Waste Disposal 248,526 237,015 230,477 224,232 0.4 03 -0.7 -0.7 -0.7
Wholesale, Retail Trade 13,949,188 | 14,243914 | 14,529,965 | 14,843,269 20.7 21.8 04 0.5 0.5
Finance and Insurance 2,096,325 1,888,726 1,831,324 1,776,765 31 2.6 -1.1 -0.8 -0.8
Real Estate 683,186 640,831 640,506 648,681 10 10 -0.6 -0.0 03
Transportation 3,293,108 | 3,356,823 | 3,347,251 | 3,410,074 49 5.0 0.8 -0.1 05
Communication 561,043 542,575 537,143 559,372 0.8 08 -0.8 -0.3 1.0
Public Services 9,631,669 | 10,729,487 | 11,459,103 | 12,483,491 14.3 183 1.6 17 22
Business Services 4983181 | 5,300,740 | 5478742 | 6,445574 7.4 95 -0.2 08 41
Personal Services 7,365,266 | 7,913,880 | 8,288544 | 8,672,443 10.9 12.7 09 12 11
Others (non-classified) 28,254 27,634 27,648 28,644 0.0 0.0 -0.2 61.6 29.4
All Industry Total 67,376,789 | 65,885,073 | 65,837,695 | 68,043,847 100.0 100.0 -0.2 -0.0 0.8
Primary Industries 4703146 | 3,838,496 | 3,389,575 | 2,978,234 7.0 44 -2.4 -3.1 -3.2
Secondary Industries 19612477 || 16,964,601 | 15,887,983 | 15,792,357 29.1 232 -14 -1.6 -0.2

Manufacturing Industries 12,503,126 | 10,515448 | 10,302,712 | 10,495,894 18.6 154 -2.0 -05 05

Basic Materials Suppliers 2,945,947 2,523,899 2,563,286 2,567,457 44 38 -21 0.4 0.0

Processing and Assembly Industries 4,465,162 3,879,596 3,794,473 3,959,422 6.6 58 -12 -0.6 11

Products and Services for Daily Life 5,092,017 4,111,952 3,944,953 3,969,015 7.6 5.8 -2.7 -1.0 0.2
Tertiary Industries 43,032,912 | 45,054,342 | 46,532,492 | 49,244,621 63.9 724 0.6 0.8 14

Notes Primary Industries = Agriculture, Forestry and Fishery
Secondary Industries = From Mining to Construction Industries
Tertiary Industries = Electric Power, Gas and Heat Supply to Personal Services
Manufacturing Industries = Food to Other Manufacturing Industries
Of the Manufacturing Industries: Basic Materials Suppliers = Pulp and Paper to Metal Products
Processing and Assembly = General Machinery to Precision Machinery
Products and Services for Daily Life = Food, Textiles and other manufacturing industries

Sources '1985-1990-1995 Linked Input Output Tables", "Establishment and Enterprise Census", ""Annual Report of Labour Force Survey"

Ministry of Public Management, Home Affairs, Posts and Telecommunications




Appendix Table 4. Main Economic Indicators in Case Regulatory Reform does not Take Place Forecast
Item Fiscal Year 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 Average Year-on-year Changes
2000/95 | 2006/02 2010/06
Real GDP (at 1995 prices) billions of yen 504,827.3 | 521,364.8 | 5222209 | 5187063 | 523981.7| 5391611 5324449 | 541,051 5549033 | 562,949.4 | 5735529 | 5725589 581,004.2 | 587,378.1 597,197.8 610,393.8
31 33 0.2 -0.7 1.0 32 -12 1.6 2.6 15 19 -0.2 15 11 17 2.2 13 14 1.6
Nominal GDP billions of yen 504,0375| 516,7288 | 521,153.2 | 5144179 510,687.3 | 5154251 502,585.9 | 499,100.7 502,732.1 | 504,008.2 510,695.1 | 5122745 | 519,183.6 | 529,120.9 537,052.0 | 546,6415
25 25 0.9 -1.3 -0.7 11 -25 -0.7 0.7 03 13 03 13 1.9 15 18 04 0.7 1.6
GDP Deflator 1995=100 99.8 99.1 99.8 99.2 975 95.6 94.4 922 90.6 895 89.1 895 89.4 90.2 90.1 89.8
-0.6 -0.7 0.7 -0.6 -17 -2.0 -13 -2.3 -18 -1.2 -0.5 05 -0.1 0.9 -0.1 -0.3 -0.9 -0.7 0.1
Real Private Final Consumption billions of yen 279,472.2 286,514.5 | 282,965.4 286,104.1 287,946.8 290,585.4 | 294,798.9 298,891.8 || 3029330 | 306516.0| 3149009 | 310,135.2 314,526.7 [ 3125440 | 3148651 | 316,809.6
Expenditure 2.7 25 -12 11 0.6 11 14 14 14 12 2.7 -15 14 -0.6 0.7 0.6 0.8 0.9 05
Real Private Housing Investment billions of yen 24,209.4 27,4464 22,263.0 19,880.7 20,614.2 20,579.9 18,933.3 18,384.9 18,525.7 18,337.6 19,198.2 17,997.9 18,612.5 17,984.6 18,045.6 18,412.7
-55 134 -18.9 -10.7 37 -0.2 -8.0 -2.9 0.8 -1.0 4.7 -6.3 34 -34 0.3 20 -32 -0.5 0.6
Real Plant and Equipment billions of yen 73,629.6 79,398.7 85,901.0 81,370.7 81,955.6 89,516.7 86,318.4 86,202.1 92,9459 97,956.6 99,468.6 101,505.8 105,311.3 111,497.0 118,772.0 126,809.6
Investment 53 7.8 82 -5.3 0.7 10.0 -3.6 -0.1 7.8 54 15 20 37 59 6.5 6.8 40 42 57
Real Exports of Goods and billions of yen 45,8428 49,486.3 53,851.6 51,906.4 54,7749 59,948.6 55,630.5 62,422.7 67,662.2 71,3204 73,590.0 76,208.9 78,093.2 80,802.3 83,693.4 87,292.0
Services 46 7.9 8.8 -3.6 55 95 -7.2 12.2 84 54 32 36 25 35 3.6 43 55 5.1 35
Real Imports of Goods and billions of yen 39,865.4 44,056.2 433421 40,467.6 42,966.9 46,983.9 45,5033 48,0209 50,977.5 54,341.0 56,392.8 56,592.8 58,262.7 59,486.1 62,097.9 65,082.1
Services 147 105 -1.6 -6.6 6.2 93 -32 55 6.2 6.6 38 04 3.0 21 44 48 33 42 3.6
Employment 10s of thousands 5279.0 5,347.0 5,392.0 5,353.0 5,325.0 5372.0 5,354.0 5,328.0 5324.8 5336.7 5,361.0 53774 5,404.6 54311 5477.3 55335
0.7 13 0.8 -0.7 -0.5 0.9 -0.3 -0.5 -0.1 0.2 0.5 03 0.5 05 0.9 10 0.3 0.2 0.7
Unemployment Rate 32 33 35 43 47 47 52 54 54 54 54 54 52 5.0 46 45 - - -
10-year Government Bond 315 2.98 220 1.50 1.69 1.64 1.29 113 1.10 1.28 1.35 140 157 189 213 231 - - -
Consumer Price Index 2000=100 98.4 98.8 100.8 101.0 100.5 99.9 98.9 983 98.2 97.9 97.6 99.0 99.2 101.0 1014 101.6
-0.3 04 2.0 0.2 -0.5 -0.6 -1.0 -0.6 -0.1 -0.3 -0.3 15 0.2 18 04 0.2 0.3 0.2 0.6
Current Account to Nominal GDP 19 14 25 3.0 26 24 24 27 25 26 27 31 32 34 34 35 - - -

Note Lower rows are year-on-year changes

Sources "Quarterly Estimates of GDP", Cabinet Office, "Economic Statistics Monthly", Bank of Japan, etc.






