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A s Japan’s birthrate continues to decline and its elderly population grows, we are facing the

need to make changes in our social systems. Particularly, Japan's social security systems
have to be reformed. These reforms include (1) reducing pension benefits, (2) increasing invest-
ment in I'T, and (3) implementing the necessary housing policies. Each of these reformsis needed
initsown right.

First, reducing pension benefits is necessary to ease the burden on current workers, which isthe
basic principle of public pension reform.

Second, increasing investment in I T isimportant to (1) reorganize the current medical system
into medical care insurance for the elderly and medical insurance for current workers, and (2) to
enhance insurance industry functions.

Third, implementing housing policies is necessary to support the elderly and their daily lives.

Meanwhile, Japan’s economy must keep growing to compensate for the falling birthrate and the
growing population of the elderly by increasing the number of workers. This will necessitate
promoting the employment of the elderly and the further participation of women in social activi-
ties. If greater participation by women is vigorously advanced, we must establish a social environ-
ment in which child-care and work can stand together, which will eventually require (1) increas-
ing the number of day-care centersfor children, and (2) amending Japan's tax and socia insurance
systems. If we borrow a statement from the 1993 employer and employee contract agreement in
the Netherlands, we will have to “take heed of...the employees' child-care and care for the eld-
erly.”
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| Facing the Declining Birthrate
and Growing Elderly Population

Table 1 shows how the birthrate has been declining and
the elderly population has been increasing in Japan. In
1955, the average remaining life expectancy of men aged
60 was 15 years. By 1998, however, it had climbed to 21
years, registering an increase of six years over a span of
43 years. On the other hand, the total fertility rate (see
V1 Measuresfor the Declining Birthrate) fell by one child
during this period, a drop from an average of 2.4 chil-
drenin 1955 to 1.3 children in 1998. These Figures show
the typical trend in declining birthrates and a growing
elderly population; namely, the proportion of retired to
current workers has been sharply rising.

Intergenerational support underlies Japan’s social se-
curity system, which mainly consists of public pensions,
medical care, and care for the elderly. In Japan, salaried
workers pay employee pension insurance premiums, and
these premiums are transferred to the elderly as pension
benefits. This means that Japan’s present public pension
system is simply a socialized form of supporting our
parents by sending money to them. For instance, elderly
people go to hospitals more often than do current work-
ers, who pay the medical costs of the elderly. Therefore,
unless the number of current vs. retired workers contin-
ues to maintain proper proportions, the social security
system will break down and grestly disrupt people'slives
after retirement.

Proportionaly, 4.3 workers aged between 20 to 64 sup-
ported one retiree aged over 65 in 1995. If the birthrate
continuesto fall and the number of the elderly continues
to increase, however, two workers will have to support
oneretiree in 2025. Because the social security system
presupposes intergenerational support, these current
workerswill be squeezed early in the 21st century if the
government is to maintain this system. As social insur-
ance premiums rise, most wage increases will be com-
pletely offset, which creates a massive disincentive for
working generations.

As long as Japan's birthrate is slow to recover, its
future labor force will shrink rapidly. In Japan there are
currently 78 million people aged between 20 and 64.
Until 2025, however, the population of the 20-64 popu-
lation will keep declining, falling to 65 million people
in 2025, which will eventually create concerns regard-
ing the negative impact on Japan’s economic growth
rate.

Moreover, Japan's public debt for both the central and
local governments has so far climbed to ¥650 trillion.
With the reform of government finances high on the
agenda, we must ensure that Japan’s economic activity
does not shrink due to the narrowing labor pool.

Consequently, we will have to enact full-fledged coun-
termeasures to cope with the falling birthrate and the
increasing elderly population during the first ten years

Table 1. Trend in Declining Birthrate and Growing Elderly

Population
1955 (A) | 1998 (B) B-A
Average remaining life 15
expectancy, males aged 60 (years) 21 6
Total fertility rate (children) 2.4 1.3 11

Source: Ministry of Health, Labor and Welfare, Vital Population Statistics.

of the 21st century, because (1) the economic growth
rate will possibly decline, and (2) the social security sys-
tem will become more fragile.

Thefirst step we should take is to reasonably ease the
burden of current workers to support the retired. This
requires social security system reform, particularly the
reform of the public pension and medical insurance sys-
tems. Such reforms must not deprive senior citizens of
security in their lives, however.

Il Public Pension Reform

Japan’s public pension system can be simply explained
asfollows. Let us assume that (1) wages do not change,
and (2) 60 percent of aworker’'swagesis provided asa
pension benefit when a person retires at the age of 65.

Since the public pension is simply a mechanism for
intergenerational support, we need to consider what per-
centage of the total pay of current workers should be
allocated to the employee pension insurance premium
in order to provide retirees with 60 percent of the wages
they used to earn:

Number of retirees x wages x 0.6 = number of
current workers x wages x employee pension in-
surance premium rate; therefore,

employee pension insurance premium rate =
number of retirees+ number of current workers
x 0.6.

The formula “ number of retirees + number of current
workers’ shows how many workers support one retiree.
By using the projected population composition, we find
that the insurance premium rate is 15 percent in 2000,
21 percent in 2010 and 28 percent in 2025.

If we are unwilling to tolerate this premium rate in-
crease, the ratio of public pension benefits must be re-
duced to balance the amount of the benefits under present
wages (assumed here to be 60%). Thisis the essence of
public pension reform.

Presently, the standard empl oyee pension benefit cov-
ers about 90 percent of the average consumption expen-
ditures (including education, amusement and entertain-
ment expenses) of an elderly household that consists of
a non-working married couple, with the husband aged
65 or older and the wife aged 60 or older. The govern-
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Figure 1. Public Pension and Generation Account
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ment says it will have to raise the employee pension in-
surance premium from the current level of 17.35 per-
cent of current employee wages to as much as 27.6 per-
cent in the future in order to maintain this benefit level.
As current workers clearly cannot accept such alarge
insurance premium hike, the government must reduce
the pension benefit levels.

Incidentally, when the current public insurance pre-
mium rate is increased, what is the ratio of pension rev-
enues to expenditures by generation (the level of a
worker’s benefits compared to his or her contributions)?
Theratio for workersbornin 1959 (42 yearsold in 2001)
isexactly 1. However, thisratio falls below 1 for those
born after 1959 (Figure 1). In other words, workers born
after 1959 will not receive benefits that equal their con-
tributions. Consequently, younger workers will lose in-
terest in the public pension. Moreover, the present ben-
efit levels are unfair between generations, which we be-
lieve must be corrected.

The government carries out areform of the public pen-
sion system once every five years under an actuarial re-
view of pension schemes. As the next review is sched-
uled in fiscal 2004, we propose that the government
should establish a special committee for public pension
reform and prepare afinal proposal for an appropriate
public pension by fiscal 2003.

Preferably, the committee should discuss (1) how much
pension benefits should be reduced with the regard to
the burden on the current workers, and (2) what is the
most appropriate means to reduce the benefits. We think
it isalso desirable for the committee to debate the pen-
sion and required tax systems.

Il Medical System Reform

Although we are concerned about the sharply increas-
ing medical expenses, we cannot accept any system that
alows for inexpensive medical care of poor quality be-
cause medical careis essential. Public pension reform
presupposes arole for the financial assets all of us have

accumulated in the past, which directly leads to reduc-
ing benefit levels. When we discuss medical reform,
however, especially medical insurance reform, we can-
not rely on any financial assets. Consequently, our task
is to preserve an appropriate rate of growth in medical
expenses along with maintaining quality.

Current national medical expenditures total ¥30 tril-
lion annually. If all other factors remain the same and
only the medical expenses of the elderly increase as the
elderly population grows, however, the total medical ex-
penses in 2030 are estimated to reach ¥40 trillion. If,
however, medical expenses as a whole (including the
medical expense of the elderly) increase, the total medi-
cal expensesin 2030 are estimated to climb to ¥100 tril-
lion. We should discuss how to find the most desirable
medical system between the ¥40 trillion and ¥100 tril-
lion while maintaining the quality of medical care.

Most of theincome of retireesis pension income, par-
ticularly for the elderly aged 70 and older. Inevitably,
both medical expenditures and nursing care expenditures
for these elderly people increase rapidly. An elderly per-
son is required to pay a maximum co-payment of (1)
¥36,000 as his or her medical insurance payment per
month, and (2) ¥37,000 as his or her long-term carein-
surance payment when certified as requiring Level 5
Nursing Care (a condition in which assistance is needed
for al aspects of living). In other words, these costs con-
stitute the minimum that an elderly person needs to pay
to live.

It istoo much to raise the share of medical expense
borne by the elderly, however, because their medical
expenses are five times as high as the amount needed by
current workers. Therefore, communities must pay the
medical expenditure for the elderly. Naturally, insurance
for young workers and that for the elderly should be sepa-
rated.

Any new insurance for the elderly must (1) aim at im-
proving the overal quality of their lives, (2) include cost
control mechanisms, and (3) be supported by the whole
community. Particularly, elderly patients suffer from
various ailments and pains simultaneously. This means
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that (1) they will not completely recover even if doctors
can ease symptoms or prevent them from worsening, and
(2) they feel worried about living alone at home without
any assistance.

Therefore, it may be appropriate to (1) combine medi-
cal care and nursing care, and (2) introduce a home doc-
tor system to comprehensively support the elderly inim-
proving the quality of daily life.

The home doctor system functions as follows: (1) an
elderly person would first consult his or her home doc-
tor whenever he or she feels sick; (2) the home doctor,
familiar with the patient’s physical condition, would clas-
sify him or her as a patient in need of (&) acute medical
care, (b) chronic medical care, or (c) nursing care; (3) if
the patient isin need of nursing care, the doctor and care
managers would exchange information in detail to es-
tablish the most appropriate care plans for him or her
(Figure 2).

Asacost control mechanism, it is recommended that
afixed-amount system be introduced.

Asimmediate care is essential for an elderly patient
receiving acute medical treatment, the fee-for-service
payment system should be maintained for now and a
fixed-amount system should be introduced in the future.

On the other hand, many elderly patients need chronic
medical care as life assistance, which allows them to
choose different types of medical care. Medical payments
should therefore be ranked according to an evaluation
of the time, effort and costs required for the manage-
ment and guidance required by each chronic illness.

For nursing care, the present fixed-amount payment
procedure should be maintained. This procedure is di-
vided into (1) certification as elderly people in need of
nursing care, and (2) the maximum payment based on
certification as elderly people in need of nursing care.

With regard to finances, it is advisable to adopt along-
term care insurance system funded half from public ex-
penditures and half from insurance premiums as ameans
that both the elderly and communities can financially
support.

To reform medical insurance for young workers, it is
necessary that (1) employers and employees each bear

Figure 2. Elderly Medical Care and Nursing Care Flowchart

half the insurance premiums, and (2) the number and
capacity of medical insurance entities must be greatly
increased to strengthen the financial base of medical in-
surance for young workers. While there are 5,300 medi-
cal insurance entities currently involved in providing both
local and occupational insurance, the number of the in-
sured these entities cover varies from several thousand
to severa hundred thousand. Moreover, the financial
condition of 80 percent of these entities is now in the
red, including those under the national health insurance
program. Therefore, it is necessary to integrate these
medical insurance entitiesin local areas into an insur-
ance group with 100,000 to 500,000 participants to
achieve economies of scale. Strengthening the financial
base is urgent to expedite investment in medical sector
computerization.

While these measures are a basic framework for medi-
cal insurance reform, they cannot alone reduce medical
expenses to make them more appropriate. It is critical to
find a way to achieve a reasonable rate of growth in
medical costs that each of us can bear. To foster reason-
able growth, it isimportant to publicize full information
on medical institutions and let them fully compete to
enabl e patients to make informed choices.

Full public disclosure mandates that medical institu-
tions release as public announcements basic informa-
tion on their specialties, details on beds and facilities
available, how many nurses are on staff and so on.

At the same time, it may be necessary to establish
medical service ratings on medical facilities to enable
patients to make reasonabl e selections among institu-
tions. Providing objective rankings will, however, be
difficult for external organizations. Consequently, if
medical service organizations can remain fully objec-
tivein providing reliableinformation for third parties to
review, they should be permitted to freely and fully ad-
vertise their capabilities.

Whileinternally censored information about medical
institutions strip patients of a chance to choose the best,
free advertising about the confidence, performance and
capabilities of medical institutions reasonably diversi-
fies the choices available to patients. Thiswill introduce
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real competition for medical servicesinto medical orga-
nizations. We believe positive actions are necessary to
achieve a more appropriate level of medical expenses
than the patchwork government reforms of the past have
been ableto find (Figure 3).

We will have the necessary infrastructure for medical
care by (1) separating medical insurance for the elderly
and the young, (2) strengthening the financial base of
medical insurance entities, and (3) introducing measures
to promote competition among medical institutions. The
fina step isto encourage physicians, patients and insur-
ance companiesto agree on an appropriate level of medi-
cal expenses. To achieve thiswe must actively invest in
medical sector computerization and create amedical in-
formation database.

Once standardized as uniformly shared and analyzed
knowledge, various medical benchmark data will iden-
tify (1) the types of patients and illnesses, (2) medical
expenses and costs to provide appropriate care, (3) re-
admittance rates, and (4) mortality rates during hospital-
ization. When a nationwide database becomes available,
we will have the necessary quantifiable data to discuss
(1) the distribution of medical expenses, (2) factors that
increase such expenses, and (3) cost effectiveness.

Specifically, we will be able to (1) verify the exact
amount of medical expenses we incur for medical care
for mild symptoms and terminal care, (2) ask if high-
quality medical care for critically ill patientsis really
justifiable, and (3) understand the differences in medi-
cal expenditures when various medical institutions and
doctorstreat each illness. We will also uncover the dis-
crepancies among costs and payments on a case-by-case
basis under today’s medical care payment system.

If we know that medical expenditures are inadequate,
we can rectify such inadequacies since we believe re-
sources should essentially be distributed to vital sectors.
If we know which sectors are important with a help of
the medical benchmark data, we can easily determine
the allocation of resources and ensure an appropriate rate
of growth in medical expenses.

Furthermore, if it becomes evident that medical care
procedures to treat illnesses have not become standard-
ized as investment in computerization increases, we can
take stepstowards standardizing medical care procedures.
Because medical care more or less depends on the expe-
rience and expertise of each doctor, standardization will
contribute to spreading the most cost-effective strategies.
The public sector and insurance companies should (1)
actively support the development and diffusion of diag-
nostic and treatment guidelines by physicians' associa-
tions and specialized medical disciplines, and (2) estab-
lish abetter medical environment such as the creation of
document databases.

Patients will also benefit from such medical care data.
If benchmark data from a nationwide database—such as
the average number of hospitalization days, re-admit-
tance rates, mortality rates during hospitalization and

Figure 3. Flow of Medical Care Information and Selection
of Institutions by Patients
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related details—become open to the public, patients can
smoothly select medical institutions. Moreover, if pa-
tients can easily choose good medical institutions, those
they select will reap the rewards of striving for effective
management.

We believe that by investing in computerization we
will be able to (1) form a consensus on the appropriate
future rate of growth for medical expenses, (2) improve
overall efficiency, and (3) introduce administrative poli-
cies that promote full competition in the medical ser-
viceindustry. We expect such changesto lead to abroader
reform of Japan’s medical security system.

IV Life Plans for the Elderly
Examined

Japan has introduced long-term care insurance to help
families that are impoverished by caring for the bedrid-
den elderly. We' ve stated that to reform the medical sys-
tem it will be necessary to integrate medical care for the
elderly and long-term care insurance. Here we will look
at the future demand for long-term care insurance.

According to Japan’s Ministry of Health, Labor and
Welfare, the first-year cost for the national care insur-
ance scheme in fiscal 2000 was ¥4.3 trillion. Using this
as a standard, we have projected the medium- to long-
term financial demand by combining (1) the number of
the elderly in the future, and (2) the growth rate and uti-
lization rate of the elderly in need of nursing care. Con-
sequently, we obtain atotal expense of approximately
¥9 3 trillionin 2010 at the fiscal 2000 base and approxi-
mately ¥12.7 trillion in 2030 (Table 2).

In Japan, we have designed long-term care insurance
to be run by public expenditures and the nation’s insur-
ance premiums: the government pays 50 percent of the
total cost and all individuals aged 40 and older pay the
remaining 50 percent. Current workers aged 40 to 64
pay about 33 percent of the insurance premiums, which
amounts to ¥1.2 trillion in 2000, ¥2.7 trillion in 2010,
and ¥3.7 trillion in 2030 according to our estimate. Com-
pared to the ¥16.0 trillion that current workers must pay

Setting Social Policies for Japan’s Declining Birthrate and Growing Elderly Population
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as medical insurance premiums, these insurance premi-
ums represent a relatively small burden on those cur-
rently employed. Consequently, as there is no immedi-
ate need to consider the rate of long-term care premi-
ums for the elderly, we can focus on how to ensure a
sense of security for the elderly.

Table 3isaforecast of the population composition in
2025. In 1995, 4.3 workers supported one retired per-
son. In 2025, however, two workerswill have to support
one retired person. Therefore, the most important issue
for social security reform in dealing with the declining
birthrate and growing elderly population isto alleviate
the burden on workers, while at the same time taking
heed of a sense of security for the elderly.

As shown in Table 3, the elderly population in 2025
will reach more than half of the working population, and
1.7 times as large as the younger c6ohort. If the eld-
erly feel so worried about the future as to decrease con-
sumption, personal consumption will remain sluggish
and provide little support for Japan’s economy—which
should lead to amiserly old age for each current worker
who, we assume, will not accept an impoverished fu-
ture. We believe Japan must first popularize life plans
for the elderly in order to give them afeeling of security.

A related question deals with how the elderly areliv-
ing in Japan. Figure 4 shows the long-term trend in the
average number of persons per household. This number
has been continually declining since 1960, when it was
4.13 persons per household. The shift to corporate em-
ployment and urbani zation has led to the collapse of the
traditional three-generation family and increased the

Table 2. Projected Long-Term Care Insurance Finances

number of nuclear families. Thistrend is likely to con-
tinue during the first half of the 21st century.

When we compare Japanese household trendsin 1975
and 1999 more closely, the proportion for childless mar-
ried-coupl e househol ds and single-person househol ds has
continued to rise (reaching some 80% of the incremen-
tal growth). The number of families with parents and
children sharing the same household barely increased
(Table 4).

Moreover, elderly married-couple households arein-
creasing among the childless married-couple segment,
and elderly single-person households are also increas-
ing among single-person househol ds. Eventualy, we may
see the traditional three-generation household only in
comic strips such as Sazae-san, where amarried child's
family supportstheir elderly parents. Expecting the fur-
ther decline of the three-generation household, you
should think of the following items if you intend to live
with your spouse in an urban area after retirement,
<Health>

1. Do you understand your mental and physical condi-
tion and have a home doctor whom you can con-
sult?

2. Do you have (1) a care manager to consult, (2) an
institution that will provide nursing care, and (3) a
facility where you want to live when you need nurs-
ing care?

<Housing and way of life>

3. Have you made your home barrier-free in order to
provide a convenient and safe place for you to con-
tinue to live for the rest of your life?

(¥ Trillion)
2000 2010 2020 2030
Total long-term care insurance 43 9.3 115 12.7
Public expense 1.9 4.1 5.0 5.6
Employee burden 1.2 2.7 3.3 3.7
Company burden 0.4 0.8 1.0 11

Notes: (1) Employee burden indicates the total insurance premiums paid by the second insured individual (age 40 through 64); (2) company burden indi-
cates the employer’s burden for government-managed health insurance and health society insurance included in the employer’s burden for the second in-
sured individual (excluding the government's burden of the insurance premium); (3) year 2000 base.

Source: Nomura Research Institute.

Table 3. Composition of Japan’s Population in the First Quarter of the 21st Century

1995

2000 2010 2025

Age 0-19 (youth)
Age 20-64 (presently working)
Age 65 and older (elderly)

2,836 (22%)
7,775 (63%)
1,819 (15%)

2,593 (20%)
7,894 (62%)
2,187 (17%)

2,295 (18%)
7,521 (60%)
2,813 (22%)

1,910 (16%)
6,527 (56%)
3,312 (28%)

Total population (ten thousand individuals) 124.3 126.7 126.3 117.5
Current worker/elderly ratio: how many workers 4.3 3.6 2.7 2.0
support one elderly person? (persons)

Elderly/youth ratio 0.6 0.8 1.2 17

Source: National Institute of Population and Social Security Research, Future Population Changes.
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4. Have you found a place to live when you can no
longer live in your own house?

<Finances during old age>

5. Do you understand roughly the amounts you must
pay for expenditures such as the monthly cost of
living, variousinsurance premiums and medical ex-
penses?

6. Have you planned to use your assets (financial and
property assets) in order to enjoy your life after re-
tirement? How much capital do you have for emer-
gencies?

<In the event of diminished mental capacity>

7. Have you planned to take advantage of avoluntary
guardianship system—a system that would allow
you to select arepresentative ahead of timeto bea
voluntary guardian to manage your assets and act
for a spouse living alone and facing diminished
mental capacity?

When pension plans are discussed, it isimportant to note
the available revenues and needed expenditures of eld-
erly people. The annual public pension benefit amount
for an average elderly couple (aged 65 or older) is
¥2,840,000 (normally ¥237,000 per month), while the
average consumption amount is ¥3,080,000. Currently,
the public pension covers 92 percent of an elderly

Figure 4. Trend in Average Number of Individuals per
Household (Persons)
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Source: Ministry of Health, Labor and Welfare, Vital Population Statistics.

Table 4. Increase in Households

person’s consumption, leaving a shortfall of ¥240,000
per year.

If the government (1) reduces the benefit amount by
10 percent as part of public pension reform, (2) assesses
a 10 percent tax on pensions, and (3) raises the consump-
tion tax to 10 percent to restore government finances
because it believes that the elderly should aso bear a
suitable burden, the annual shortfall would become
¥1,090,000:

Consumption amount (¥3,080,000 x 1.1) —real
amount of pension (¥2,840,000 x 0.9 x 0.9) = the
final shortfall (¥1,090,000).

If an elderly married couple were both to live for an-
other 20 years, the total shortfall would become ¥21.8
million (¥1,090,000 x 20).

Currently, the average savings balance per elderly
couple is ¥23 million, thereby enabling some elderly
personsto just get by if they have savings of thisamount.
Otherwise, they will suffer when they have less than the
average amount of savings and require nursing care af-
ter being certified as requiring Level 5 Nursing Care (in-
volving apersonal burden of ¥37,000 per month). Japan
should therefore introduce a reverse mortgage system to
enable the elderly to obtain cash while they continue to
livein their own residences.

The reform of the social security system and tax in-
creases to restore government financesis likely to have
serious consequences for the elderly. When changing
both systems, the government must both ease the bur-
den on current workers and give due attention to provid-
ing the elderly with a sense of security.

V Improving the Living
Environment for the Elderly
The insurance system provides medical care and nurs-
ing carefor the elderly. We believe the future focus, how-

ever, should be on improving the living environment for
the elderly.

(Ten thousand households)

1975 [A] 1999 [B] B-A
One-person households 599 (18.2) | 1,059 (23.6) 460 (38.2)
A married couple only 388 (11.8) 916 (20.4) 528 (43.9)
A married couple and their unmarried children 1,404 (42.7) | 1,544 (34.4) 140 (11.6)
Other 897 (27.3) 973 (21.6) 76 ( 6.3)
Total 3,288 (100) | 4,492 (100) | 1,204 (100)

Notes: (1) Figures within brackets are percent of total (%); (2) “Other” includes households such as three-generation households and households with a sin-

gle parent and unmarried child.

Source: Ministry of Public Management, Home Affairs, Posts and Telecommunications, Population Census.
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Figure 5 outlines residential accommodations and ser-
vices for the elderly in Amsterdam in the Netherlands.
Elderly people who can no longer livein their own homes
due to physical infirmities can move into a home for the
elderly that offers such services as simple household
chores and a barrier-free restaurant on the first floor with
menus for the elderly.

As the elderly person needs the further assistance of
home-helpers, visiting nurses, and/or visiting care ser-
vices, he or she chooses either to receive these services
while remaining at the home or moving to an institution
for the elderly or a nursing home with specialized care
facilities. In other words, as an elderly person’s need to
receive assistance increases, the individual changes
where he or shelives. Under the care system in the Neth-
erlands, the elderly change their residence according to
their own needs and the needs of their families.

Japan has made various efforts over the past years to
study housing policiesfor the elderly and has taken vari-
ous measures to achieve progressin this area. Such steps
include, for example, (1) loans from the Housing Loan
Corporation at low interest rates to build barrier-free
homes, and (2) “Silver Housing” that includes on-site
care facilities (housing with a manager who also pro-
vides living support).

Currently, Japan’s elderly care insurance system cov-
ers certain home renovations that include (1) installing

handrails, (2) eliminating differencesin flooring heights,
(3) changing flooring materials to prevent slipping and
improve mobility, (4) changing doors so that they slide
open, (5) installing Western-style toilets and facilities,
and (6) making other incidental repairs. A maximum of
¥200,000 is paid for all six of these renovations.

We should now recognize that (1) we change resi-
dences according to overall family and personal needs,
(2) the need for residential changes increases particu-
larly as we grow older, and (3) the government should
support us to improve our housing environment before
we need a full-fledged care facility. The government
should provide assistance in (1) making our own houses
barrier-free, and (2) when we find it difficult to livein
our current homes even though we do not yet need to
enter afull-service care facility. We should broadly and
serioudly discuss this latter issue.

Sooner or later we will see an increase in the number
of elderly couples who once lived in suburban houses
when their children were young, but now who wish to
move to small, barrier-free condominiums or apartments
near downtown when the children are grown. For these
people the government should provide more favorable
tax treatment for capital gains when they sell real estate
used as their principal residence. Moreover, for those
who cannot move to barrier-free housing for the elderly
because of their income, public institutions should strive

Figure 5. Residential and Service Systems in Amsterdam That Vary with an Elderly Person’s Needs
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to supply barrier-free rental housing for the elderly in
thefirst half of the 21st century.

Elderly people who can no longer live in their own
homes must move into a care facility. Figure 6 shows
the relationship between home health care and care fa-
cilitiesin Japan. Let's examine this relationship by fol-
lowing the flow chart in the figure.

Assume that an elderly person has been hospitalized
when stricken with aseriousillness. Those who feel con-
fident to return to their own homes when the treatment
ends become eligible for home health care.

If the person does not feel confident about returning
home, however, he or she can move from the hospital
into acare facility. Convalescent wards in general hos-
pitals are set up as care facilities to provide medical
care for the elderly persons who require nursing care
rather than medical treatment while remaining hospi-
talized. Moreover, elderly persons are placed in elderly
health care facilities offering rehabilitation services if
they can recover some functions in order to return to
living independently. If the person feels that it is diffi-

Figure 6. Flowchart of Nursing Care for the Elderly
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costs, and care service. In other words, care recipients
should be responsible for their own rent and food ex-
pense, as well as bear the cost of ten percent of care
services. They would then be able to objectively choose
either to receive home health care or to enter afacility
depending upon their own physical condition. Thiswould
free the government from the need to incur the enor-
mous expenses of constructing facilities to cope with
the mushrooming requests from elderly persons who
want to enter afacility under the advantageous rate sys-
tem for such care.

At the same time, the management of these facilities
(social welfare entities and medical corporations) will
always receive certain revenues as housing costs, which
will enable them to effectively meet their business ex-
penses. Accordingly, they can begin to make decisions
on (1) what facilities to construct, (2) which segments
of the population to target, (3) what layout is necessary,
and (4) what costs are needed, and introduce market
mechanisms into their decisions. Private-capital com-
panies can develop multiple-function complexesthat in-
clude special nursing homes for the elderly. These com-
plexeswould include nursing care condominiums for the
elderly at the center, restaurants, clinics and a care ser-
vice provider in an attached facility.

In other words, such newly introduced market mecha-
nisms would bring into full competition social welfare
entities, medical corporations and private capital to pro-
vide facilities and services. This competition will (1)
invigorate the market, (2) increase consumer conve-
nience and benefits, and (3) lead to improving the living
environments of care facilities. For elderly persons who
find it difficult to pay afacility’s housing costs from their
income, however, the public sector will have to support
the housing expense.

VI Measures for the Declining
Birthrate

Economic growth is also necessary in addition to social
security system reforms. In order for Japan to cope with
its declining birthrate and growing popul ation of the eld-

Table 5. Leading Population Statistics

erly, the nation must increase the added value that work-
ing people create.

For example, if current workers bear a indexed bur-
den of 100 in supporting retirees and create an added
value of 500, the burden/added valueratio is0.2. If, how-
ever, current workers create added value of 1000 instead
of 500 and all other elements remain the same, the ratio
falsto 0.1. In short, the smaller theratio, the smaller the
burden that current workers must bear. Moreover, reviv-
ing Japan’s financial vitality will probably be easier if
the added value created by working peopleis, for in-
stance, 1,000 rather than 500. Added valueis expressed
in aformula as the amount of production per individua
x the number of workers, so the higher the number of
workersthe better. It isimportant for the stabilization of
the social security system as well to have more people
shoulder the insurance premium burden.

To increase the number of workers we must first pro-
mote the employment of the elderly. We must determine
during the next 10 years whether amandatory retirement
system at age 65 should be introduced. Since the further
participation of woman in socia activitiesis aso needed,
we must build alabor market that will be easy for women
to enter without reducing the birthrate.

Now, let’s consider the background to the declining
birthrate. To begin we will examine the trends of births,
the birthrate, and the total fertility rate (Table 5).

In 1949 we saw the peak of the postwar baby boom,
when 2,700,000 births were recorded. Between 1969 and
1973, when the postwar baby boom generation reached
the marriage age, Japan experienced asecond baby boom.
Since then, the number of births has been steadily de-
clining. Recently the average number of births has been
about 1,180,000 per year.

The total fertility rate is an indicator to watch when
we talk about the birthrate. Put simply, the ratio shows
the number of children a woman will bear during her
lifetime. The total fertility rate fell below 2.0 in 1975
and declined to 1.57 in 1989 and to 1.34 in 1999. Japan
has the lowest total fertility rate among the advanced
countries of the world.

Let us give a concrete example of the total fertility
rate below. To simplify matters we will assume there are

1. Trends in the number of births and total fertility rate in Japan

1949 1959 1969 1979 1989 1999
Total population (millions) 8.2 9.3 10.2 115 12.2 12.5
Birthrate (per 1,000 individuals) 33.0 17.5 18.5 14.2 10.2 9.4
Number of births (tens of thousands) 270 163 189 164 125 118
Total fertility rate (per females) 4.32 2.04 2.13 1.77 1.57 1.34
2. Total fertility rate in major countries
Japan u.s. England France Germany | Sweden
Total fertility rate 1.34 2.03 1.73 1.72 1.32 1.61
(per females) (1999) (1996) (1996) (1996) (1996) (1996)

Source: Ministry of Health, Labor and Welfare, Vital Population Statistics.
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Table 6. Trend in Number of Births

1. Trend in birthrate by age (per 1,000 individuals)

1970 1975 1980 1985 1990 1995 B-A

(A) (8)
Age 20-24 96.5 107.0 77.1 61.7 44.8 40.4 -56.1
Age 25-29 209.2 190.1 181.5 178.4 139.8 117.6 -91.6
Age 30-34 86.0 69.6 73.1 84.9 93.2 93.5 7.5
Age 35-39 19.8 15.0 12.9 17.7 20.8 26.2 6.4
Age 40-44 2.7 2.1 1.7 1.8 2.4 3.0 0.3

2. Trend in birthrate among married women (per 1,000 individuals)

1970 1975 1980 1985 1990 1995 B-A

A) (8)
Age 20-24 348.4 353.1 352.1 344.7 331.9 320.6 -27.8
Age 25-29 260.5 244.3 243.6 263.5 243.1 237.1 -234
Age 30-34 95.7 775 83.1 98.6 112.7 122.4 26.7
Age 35-39 22.1 16.6 14.3 20.0 23.8 30.9 8.8
Age 40-44 3.1 24 1.9 2.0 2.8 35 0.4

Source: Ministry of Health, Labor and Welfare, Vital Population Statistics.

1,000 women at each age, and also assume the average
number of births in ayear for each age group is as fol-

lows:
Age 15-19 Aver age number of births 20
Age 2029 60
Age 30-39 50
Age 4049 10

Thetotal number of women between the ages of 15 and
49 is 35,000 (1,000 x 35), and the number of birthsin a
year is 1,300 (5 x 20 + 10 x 60 + 10 x 50 +10 x 10).
Therefore, the number of births per 1,000 womenis 37.1
(1,300 + 35,000 x 1,000). Given that the ratio of women
between the ages of 15 and 49 to Japan’s total popula-
tion is 24 percent, we have a total fertility rate of 8.9
(37.1 % 0.24) for 1,000 Japanese.

It isdifficult to directly grasp the essence of total fer-
tility rate from thisindex, however. Therefore, we'll ask
in thisway: if awoman isto give birth to children dur-
ing her lifetime in accordance with the birthrate for her
age, how many children will she bear?

Using the above example, we will assume the same
1,000 women give birth to 1,300 children when they are
between the ages of 15 and 49. According to this as-
sumption, the total fertility rate becomes 1.3 (1,300 +
1,000). Therefore, we can solve for the total fertility rate
asfollows:

Birthratefor ages15-19[(20 x 5) + 1,000] + birth-
ratefor ages 2029 [(60 x 10) +1,000] + birthrate
for ages 30—39 [(50 x 10) + 1,000] + birthrate for
ages 4049 [(10 x 10) + 1,000].

In other words, the total fertility rate is the total of the
birthrates during a one-year period at each age for all
women. Therefore, we should direct our attention to
changes in the birthrate for each age for women in ana-
lyzing the reason for Japan’s falling total fertility rate.

Figure 7. Trend in the Average First-Marriage Age
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Source: Ministry of Health, Labor and Welfare, Vital Population Statistics.

Table 6 shows the birthrate trends according to age
and the birthrate for married women. Among the birth-
rate of married women, which overall shows no large
changes, the birthrate among women between the ages
of 20 and 29 has been decreasing rapidly, which results
in abroad decline of Japan's total fertility rate. Accord-
ingly, the cause of the decline in Japan’s total fertility
rate is not a drop in the number of births by married
women as awhole. Instead, we find the average age of
the first marriage in Japan has risen steadily during the
low-growth erafollowing the oil crisisin 1973 (Figure
7). The shift to late marriages, therefore, can be under-
stood as amajor cause of the declining birthrate.

Recently, women as well as men are marrying later
and are positively participating in social activities. As
Japan’s economic growth has slowed since the first oil
shock, housewives actively continue to earn outside in-
come to maintain a middle-class lifestyle in the face of
slowly rising real wages. Moreover, women as well as
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men have been pursuing higher education, making work
and their careers a natural choice for them. As aresult,
the birthrate has been declining.

Therefore, it isessential to consider what can be done
to create an environment where dual-income couples can
maintain a middle-class life, work and raise two chil-
dren without difficulty.

Actually, working conditions in Japan are unsatisfac-
tory for women, which is shown by the M-shaped curve
that characterizes the pattern of female social participa-
tion in Japan. In other words, although women partici-
pate more in socia activities when they are young, they
return to their homesin their early 30s to give birth and
rear their children. The work force participation rate for
this age group therefore drops.

In Japan even today, many women stay home and keep
house for their families once they get married and begin
raising children. Then, as their children grow up, they
usually start to work part-time to cover home loan re-
payments and educational expenses. It is so difficult to
keep working regularly when married that most house-
wives begin to work again as they formerly did some 15
to 19 years after their marriages. Currently in atypical
Japanese family, however, the housewife is beginning
to work aswell as the husband, and sheis not concerned
only with keeping house. Since married women are re-
quired to share the responsibility for the family’sfinances

Table 7. Ideal and Actual Paths Selected by Women

and to take care of the children, they are often frustrated
with their lives today.

Table 7 shows the paths adopted by women before
and after marriage. A major characteristic isthat women
are gradually less attracted by merely staying at home
and keeping house for their families. That is, woman
today seem to have decided to work outside the home as
men do because wages do not increase as they expect.
They choose to stay home and keep house only when
their husbands are wealthy or they expect their husbands
future income will likely increase greatly. Instead, they
gradually choose to (1) maintain both job and family,
and (2) seek employment again when the children have
grown up.

What is remarkable is the gap seen in 1997 between
the paths taken before and after marriage (B - A) to cope
with the declining birthrate. Although women ideally
wish to work and maintain afamily, they seem to seek
re-employment. This isimportant because it shows a
social environment that prevents women from both
working and rearing children. Japan must therefore en-
hance day-care center accommodations for childrenin
metropolitan areas and arrange a working environment
that is supportive of women working and raising chil-
dren.

For alabor market where young dual-income couples
find it easy to stay active, let uslook at the work sharing

(%)

Before After
1987 1992 1997 1987 1992 1997 B-A
(G B)
Unmarried and working 3.7 3.3 4.4 7.1 9.5 9.3 4.9
Married, no children (DINKS) 25 4.1 4.4 14 2.6 3.0 -1.2
Maintaining both job and family 18.5 19.3 27.2 15.3 14.7 15.5 -11.7
Seek re-employment 31.1 29.7 34.3 42.2 45.8 42.9 8.6
Housewife without outside occupation 33.6 325 20.6 23.9 19.2 17.7 -2.5

Source: National Institute of Population and Social Security Research, 11th Basic Survey of Birthrate Trends, 1997.

Figure 8. International Comparison of Female Participation in Social Activities
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system in the Netherlands, which is typically described
asfollows:

A full-time dual-income couple gets a total income
of, say, 200. The husband then chooses to work four
days aweek and his wife chooses to work for three
days. Although their income declines to 150, they
can spend more time together at home, caring for
their children more easily (1.5 work model in the
Netherlands).

The 1993 employer and employee contract agreement
related to the system includes a statement to indicate that
employers shall consider an employee’s responsibilities
for child care and care for the elderly when determining
working hours.

Given itsfalling birthrate and growing elderly popu-
lation, Japan needs to substantiate the concept of fam-
ily-friendly employment as seen in the Netherlands.
Companies should approve flexible forms of work for
employees with children. With thisin mind, the next is-
sue we should tackle is then one of day-care centers.

VIl Increasing the Number of Day-
Care Centers for Children

Today many young women want to work throughout their
lives, and this number has been increasing. As previously
described, however, the M-shaped trend curve marking
the female employment rate in Japan indicates that for
women, especially in their early 30s, Japan’s working
environment is still extremely unsatisfactory in terms of
handling both work and child care.

This M-shaped curve is not seen in other industrial-
ized nations (Figure 8). In Sweden, where the rate of
female employment is the highest in the world, the curve
is not M-shaped but trapezoidal. Additionally, the birth-
rate in Sweden is higher than in Japan, which suggests
that Sweden has achieved a harmonious bal ance between
work and family life.

Figure 9 plots a female index and the total fertility
rate to provide an international comparison. The female
index isan indicator Japan’s Economic Planning Agency
prepares to show how easy it isfor women to work. The
index consists of (1) theratio of women to men in mana-
gerial positions, (2) the wage gap between men and
women, (3) the proportion of working women in the la-
bor force, (4) the difference in the unemployment rates
between men and women, and (5) the labor force par-
ticipation ratio for women between the ages of 30 and
34 in comparison to those between the ages of 20 and
24—aratio that tells us whether women stop working
for awhile to give birth and raise children.

We can see from Figure 9 that in countries that ensure
women can work fairly easily, the birthrate is also high.
In Japan, however, women stop working to rear children.

Accordingly, we believeit is urgent to further provide
and greatly expand day-care centers for children since it
can be inferred that Japan is not a country where women
can positively participate in social activities.

What is the current state of day-care centersfor chil-
dren in Japan? Such facilities in Japan have atotal ca-
pacity of 1.9 million children, with an actual enrollment
of 1.7 million children (as of 1998). Broadly speaking,
therefore, these day-care centers appear to have adeguate
capacity. On aregional basis, however, while day-care
centers for children in rural areas have surplus capacity
owing to depopulation, thosein Japan’s three major eco-
nomic zones, particularly in the Tokyo metropolitan area,
cannot provide the necessary care especially for new-
borns and children under two years old because of the
increase in the number of dual-income couplesin such
areas. Actually, about 40,000 children nationwide are
now waiting to enter day-care centers even after their
parents have formally applied for admission to the mu-
nicipal governments.

The capacity of authorized day-care centers for chil-
dren is based on the applicant’s age. Figure 10 shows a
breakdown of this capacity. The overwhelming number

Figure 9. Female Index and Birthrate
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Note: The Female Index is an indicator from the Economic Planning Agen-
cy that shows how easy it is for women to work.
Source: Cabinet Office, White Paper on the National Lifestyle.

Figure 10. Capacity of Day-Care Center for Children
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Source: Ministry of Health, Labor and Welfare, Social Welfare Administra-
tive Activities Report.
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of children under two years old in the Tokyo metropoli-
tan area are waiting for admission because the autho-
rized capacity for children under two years old is only
half that of children from three to five years old. Mu-
nicipalities hesitate to increase the capacity for children
under two years old because (1) looking after such chil-
dreniscostly, (2) numerous regulations must be observed
to keep child-care providers, and (3) a staff nutritionist
iS necessary.

Because legal child-care leave covers the period only
until achild sfirst birthday, however, the overemphasis
on capacity by age is inappropriate. It is inappropriate
because it is extremely difficult for the parent (mother)
to (1) continue to work unless a day-care center looks
after her children, (2) change jobs or return to the same
office when her children reach three years old, the age
for which day-care centers have greater capacity. Par-
ticularly in Japan today, it is disappointingly difficult
for awoman to change jobs or return to her former of-
fice and receive the same pay and comparable working
conditions as she used to enjoy.

More importantly, the number of wait-listed children
that appear in the statistical figure primarily represents
the number of children whose mothers have given birth
while working and already submitted a request for ad-
mission to a day-care center for children only to be re-
jected. This, therefore, does not reflect the number of
working parents who have (1) given up having children
because of worries over whether they can enroll their
children in a day-care center, and (2) quit working to
look after their children without even applying for place-
ment in a day-care center because it appeared hopel ess
to obtain the day-care center admission. This latent de-
mand is hidden behind the statistics.

Moreover, we don’'t know the precise number of chil-
dren whose parents have enrolled them in unauthorized
day-care centers out of the supervision of municipali-
ties. Given that incidents of child abuse have led to fa-
talities at these unauthorized day-care centers, the gov-
ernment must provide such day-care centers that allow
parents to leave their children without fretting over the
treatment they might receive. It isirresponsible to think
that we do not need to expand day-care services because
the number of childrenwill declinein the future and there
will be room even if wejust maintain existing facilities.

In the discussions below we will make some simple
assumptions and carry out some simulations to examine
the capacity that is needed in day-care centers for chil-
dren in the future to enable working women to have chil-
dren without undue anxieties.

We will compare two cases. Case 1 assumes (1) the
current marriage rate, (2) the current birthrate by age,
and (3) the M-shaped curve for femal e participation rate
in work—i.e., some working women who give birth will
stop working to raise their children, which does not cre-
ate demand for day-care centers. Case 2 presupposes that
(1) the present birthrate returns to the birthrate of 1.76

children of 1985 because the number of unmarried
women decreases, and (2) the M-shaped curveis elimi-
nated because the capacity of day-care centers for chil-
dren increases—i.e., an increase in the number of women
who continue to work even after giving birth to achild.

We' ve compared the total numbers of birthsin Table
8. For Case 1 the number of birthsin 2010 is 990,000
children, finally falling below the one million mark. In
Case 2 where we restored the birthrate, we project the
number of births will increase to 1,310,000 by 2010—
an increase of 320,000—which exceedsthelevel of births
in 2000.

The assumption in Case 2 is that the government
greatly expands the number of day-care centersfor chil-
dren and the birthrate recovers because women can keep
working even after having children. Under this scenario,
how many day-care centers are necessary? Because both
the number of working mothers and the number of chil-
dren will increase, atotal of 3,400,000 children aged 1
to 5 will require day-care in 2005, rising to a total of
3,900,000 children in 2010. Because the present day-
care center capacity is 1,900,000 children, approximately
1,500,000 children in 2005 and 2,000,000 children in
2010 will remain outside day-care centers.

Therefore, the Basic Direction of Policies to Support
Child-Rearing in the Future (the second Five-Year Plan
of the Ministry of Health, Labor and Welfare) needs to
be greatly expanded. It may at least be necessary to first
increase the capacity to accommodate 1 million children
mainly in metropolitan areas by 2010 (Figure 11). This
means that the number of children of each age (school

Table 8. Birthrate Projections (Million)

2000 2005 2010

Case 1 116 111 99
Case 2 116 128 131
Difference between Case 2 and Case 1 — +17 +32

Source: Nomura Research Institute.

Figure 11. Projected Increase in Day-Care Center
Facilities for Children in 2010
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year) amounts to 500,000. Basically, parents should be
able to take a one-year child-care leave to look after in-
fants until they become one year old. During the year,
parents should be alowed to stay at home to raise their
children. As we project a certain increase in demand,
however, the capacity for infants should be increased
from the present level of 100,000 to roughly 200,000.

Because (1) the number of working women will fur-
ther increase, and (2) supply tends to generate demand
in child-care service, we believe more married couples
will raise as many children as they want to have while
they are still working if the number of day-care centers
can be expected to increase. Hypothetically, if the M-
shaped female employment rate curveisfully eliminated,
we estimate that the day-care service capacity will in-
crease by an additional 700,000 to 1,000,000. This will
mean that 60 percent of all children will be cared for at
day-care centers.

Besides the size of day-care centers for children, we
should also give some thought to how to make it easy
for parents to use such facilities. For example, when a
woman gives birth to a second child and takes the al-
lowed child-care leave while intending to return to work
in the future, many municipalities will notify the parents
that their first child must |eave the day-care center since
(1) the mother is at home, (2) there are many people
waiting to place their children in a day-care center, and
(3) the mother should take care of her children since she
is staying at home. However, there is no guarantee that
these children will be re-admitted to a day-care center
when the mother does return to work—clearly an ob-
stacle to having a second child. We can resolve this type
of problem by expanding the capacity of day-care cen-
tersfor children.

If the capacity of day-care centersis greatly increased,
however, surplus capacity may be generated in the fu-
ture. To solve this problem, which arises from restrict-
ing admission to children “who need child-care” (apre-
requisite that municipalities think necessary for day-care
center admissions), we should change the present day-
care admittance requirements to enable anyone to use
day-care centers when necessary.

According to a questionnaire survey by the Ministry
of Public Management, Home Affairs, Posts and Tele-
communications, housewives staying at home to ook
after their children feel much more worried about rear-
ing children than mothers working in offices who use
day-care centers. While 50 percent of women in offices
chose “frequently or sometimes” in response to the state-
ment “| feel that Il lose confidencein my child rearing
skills,” 70 percent of housewives who remain at home
to carefor their children selected the“frequently or some-
times” response. Mothers feel walled in and their chil-
dren fedl isolated from communities as they desperately
try to keep up with others.

This feeling would seem to demonstrate that both the
subdivided characteristic of urban families and the so-

cia environment that surround them are gradually erod-
ing the confidence of modern mothersin their child-care
capabilities. If so, we should try to (1) create day-care
centersfor children that individuals who need child care
can select and use themselves, and (2) move to the so-
cidlization of child care to support child rearing by com-
munities as awhole, and thus (3) eliminate the possible
risksinherent in alarge increase in day-care centers.

VIl Preferential Treatment for
Families Rather Than Singles

In addition to the reforms mentioned so far, Japan should
also amend its tax system and its social insurance sys-
tem. Presently, Japan does not give any preferential treat-
ment under the tax and social insurance systems to a
dual-income couple, while it does give various prefer-
ential treatment to amarried coupleif the husband works
and the wife stays at home to keep house. When the
housewife begins working again, however, the prefer-
ential treatment she hasreceived until thenislost, thereby
creating a disincentive to working hard. As a conse-
guence, even when she returns to work to repay a home
loan and to raise children, the couple's income will not
increase as they expect.

We believe that when the birthrate keeps falling, the
government should start to reform the tax and social in-
surance systems for families by (1) clearly giving pref-
erential treatment to families rather than single individu-
alsin order to cope with late marriages, and (2) remov-
ing all disincentives to working again for housewives
who have almost finished raising children.

Before considering specific proposals, let's take a
simple look at Japan’s income tax system. Because a
hike in the minimum taxable income has become an is-
sue recently, we'll use the example of afamily with a
housewife without an outside occupation and two chil-
dren (one a university student and the other an elemen-
tary school student) to see what the minimum taxable
income becomes.

When the husband is a salaried employee with an an-
nual income of ¥3,860,000, the deduction for employ-
ment income is ¥1,310,000 and the husband’'s employ-
ment income is ¥2,550,000. Because premiums such as
employee pension insurance premiums are not deducted
from bonuses under the present tax system, we calculate
the standard remuneration for insurance premium assess-
ment as ¥2,970,000 (¥3,860,000 + 1.3).

If we assume that payments such as employee pen-
sion insurance premiums and health insurance contribu-
tions come to 10 percent, the annual insurance premium
payment comes to ¥300,000, which can be deducted from
hisincome. The basic exemption applicable to the hus-
band is ¥380,000. When his income is ¥10,000,000 or
less and the wife is a housewife with no outside occupa-
tion, the total exemption applied to his income is
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¥760,000 (a ¥380,000 basic exemption for the spouse
and an additional ¥380,000 special exemption for the
spouse, which is a special exemption for the costs of a
working husband and a housewife with no outside occu-
pation who remains at home to raise the children). In
addition, dependent tax exemptions of ¥630,000 for the
grown child and ¥480,000 for the younger child are also
allowed. Thus:

*

Employment income 2,550,000
Employee pension insurance premium

payments, etc. 300,000
Husband’'s basic exemption 380,000
Basic and special exemption for

spouse 760,000
Dependent tax exemption

(university student) 630,000
Dependent tax exemption

(school-age child) 480,000
Total taxable income 0

Therefore, the total taxable income for this married
couple becomes zero and they pay no income taxes. The
annual income of the husband in this case is the mini-
mum taxable incomefor a salaried employee whose wife
isahomemaker with no outside occupation and two chil-
dren. At present the government is debating a reduction
in the minimum taxable income. This discussion is spe-
cifically focused on (1) lowering the husband’s deduc-
tion for employment income, (2) reducing or abolishing
various exemptions, and (3) eliminating the deduction
for the insurance premium payment amount.

Japan’sincome tax system is characterized by regard-
ing the husband and his at-home wife as separate earn-
ers. To put it another way, taxes are levied individualy,
and preferential treatment is given to a housewife with
no outside occupation. Thus, there is no difference in
taxation before and after a man or a woman gets mar-
ried. Aswe have noted earlier, a dual-income couple re-
ceives no preferential treatment in terms of either taxes
or social security, even though they are married.

On the other hand, when asingle man marriesasingle
woman who subseguently becomes a housewife with no
outside occupation, they enjoy preferential treatment
measures whereby (1) they can deduct a total of
¥760,000, (2) she can use her husband’s health insur-
ance even if they do not contribute spousal premiums to
the health insurance entity, and (3) her basic pension is
guaranteed even if she does not pay the employee pen-
sion insurance premiums. This preferential treatment
stems from the basic family model during Japan’s high-
growth period, which assumed the wife would be anon-
employed homemaker. When this housewife wants to
return to work, however, this preferential treatment cre-
ates disincentive effects.

Let’s begin by considering the spousal exemption.
Figure 12 shows the relationship between the spousal

exemption and a housewife's annual income. When her
part-time annual income is less than ¥700,000, her
husband’s deduction is ¥760,000. When her annual in-
come is ¥1,030,000, her husband’s deduction is
¥360,000. As her annual income approaches ¥1,410,000,
his deduction declines, and when her annual income
reaches ¥1,410,000 or more, his deduction dropsto zero.
In other words, her working efforts reduce her husband's
deduction for employment income and disposable in-
come.

This tax system creates a ceiling of ¥1,030,000 for a
part-time working housewife's annual income for the
following reasons:

First, when her annual income is ¥1,030,000 or less,
the couple can receive the full spousal exemption of
¥380,000 as the hushand’s taxable income deduction.

Second, when her annual incomeis¥1,030,000 or less,
her incometax is zero.

Third, as arequirement for acompany spousal allow-
ance, it is often assumed that the husband has an exemp-
tion for his spouse. When the housewife's part-time in-
come is ¥86,000 per month (¥1,030,000 annually), the
company spousal alowanceis, for instance, ¥30,000 per
month; but when her part-time income is ¥90,000 per
month (¥1,080,000 annually) and the allowance is
stopped, the loss of the ¥30,000 becomes a disincentive
to working to earn an annual salary of more than
¥1,030,000.

Fourth, when her annual income exceeds ¥1,300,000,
sheisconsidered to be regularly employed at afirm and
must pay premiums for health insurance and employee
pension insurance. If she earns less than ¥1,300,000 an-
nually, she can use her husband's health insurance and
receive the same benefit amount as her husband as a ba-
sic pension from age 65 without having to pay her own
insurance premiums (health insurance premium and em-
ployee pension insurance premium). Therefore, although
paying such premiums brings her no value, sheis obli-
gated to do so when her annual income exceeds
¥1,300,000—consequently reducing her net income.

Accordingly, when a housewife goes to work to help
support her family, she is confronted with an income

Figure 12. Relationship Between a Husband’s Exemption
for Spouse and His Wife's Annual Income (¥)

760,000

Special exemption for spouse

(380,000
Husband’s
exemption Basic exemption for
for spouse spouse
0 700,000 1,030,000 1,410,000

Wife’s annual income &

Note: The special spousal exemption is calculated at ¥50,000 increments,
which we have disregarded for the purposes of this figure.
Source: Nomura Research Institute.
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ceiling of ¥1,030,000. In short, the tax, insurance, and
company wage systems all operate against her desire to
work. Let’slook at some specific countermeasures (Table
9).

(1) Abolish the basic and special exemption for
spouses; introduce a marriage exemption.
Abolishing the basic exemption for spouses (and
the special exemption for spouses) will make it
possible to eliminate the irrational mechanisms
whereby a housewife’s work reduces her
husband’s disposable income. In place of these
exemptions, we propose the introduction of a
marriage exemption that gives preferential treat-
ment to families. This marriage exemption will
allow dual-income couples to reduce the amount
of their taxable income, and will free housewives

from the disincentives confronting them when
they go to work.

(2) Allow dual-income couples to withdraw from one

health insurance entity if they are forced to make
contributions to two health insurance plans be-
cause both of them are working.
Asameasureto (1) resolve the health insurance
premium problem caused when a housewife goes
to work, and (2) eliminate the irrational need to
pay contributions to two health insurance enti-
ties when a married couple both work, the best
aternative is to adopt the idea of one health in-
surance company for each household.

(3) Authorize the wife in the case of a dual-income

couple to pay only the earnings-related compo-
nent of the employee pension insurance premium.

Table 9. Viewpoints Regarding the Family Tax System and Insurance Premiums

Payable by each person

Presently

In this report

Exemption and
deduction from income

« Should abolish the exemption for
spouse.

<Reason> Eliminate the ceiling of
¥1,030,000.
Gives preferential treatment
compared to dual-income couples.

<Problem> Will increase taxes on all
households with a non-employed
housewife.

* No preferential tax system treatment
for dual-income couples.

* Housewife with no occupation can

apply an income tax exemption (up

to a maximum of ¥760,000) to

husband’s income (spousal

exemption).

A ceiling of ¥1,030,000 is encountered

when a housewife with no outside oc-

cupation begins working, however.

« Abolish the exemption for spouse
and provide a marriage exemption.

<Result> Eliminates the ¥1,030,000
ceiling. Gives preferential tax
treatment to dual-income couple as
well.

<Problem> Will reduce tax revenues
as a whole.

Health insurance

« Housewives with no outside
occupation should also contribute to
national health insurance.

<Problem> Increases burden on
households with a non-employed
housewife. Creates a contribution
problem for college students
because individuals with no income
become contributors (the public
pension has the same difficulty).

Dual-income couples contribute to
two health insurance entities.
Housewives with no outside
occupation pay no insurance
premiums and are covered by
husband’s insurance.

A ceiling of ¥1,030,000 is
encountered when a housewife with
no outside occupation begins
working, however.

* One spouse in the case of a dual-
income couple can withdraw from
contributing to one of the health
insurance entities.

<Result> Dual-income couples can
eliminate part of the ¥1,300,000
ceiling.

<Problem> Increase in burden for
health insurance entities.

Employee pension
insurance premiums

* The unemployed wife of a salaried
employee should also contribute.

<Problem> Increases burden for
households in which the wife has no
outside occupation. Furthermore
when the housewife pays the
earnings-related component, what
kind of payment should she have to
pay?

« Should shift the public pension to
individual accounts.

<Problem> When each person makes
payments into their own account, who
pays for retirees? (Increase in govern-
ment bonds issues—outstanding bal-
ance already ¥330 trillion)

Both spouses in case of dual-income
couple pay the full employee pension
insurance premiums.

Guarantees the basic pension to the
non-employed wife of a a salaried
employee.

A ceiling of ¥1,030,000 is encoun-
tered when a housewife with no
outside occupation begins working,
however.

« Continue to maintain the
intergenerational support under the
existing public pension, while having
one spouse in the case of a dual-
income couple pay only the
earnings-related component.

<Result> Dual-income couples can
eliminate part of the ¥1,300,000
ceiling.

<Problem> Deterioration of public
pension financing.

Basic viewpoint

« Government should levy all taxes
and social insurance premiums on
individuals. Therefore, it should not
give preferential treatment to
housewives with no outside
occupation but should adopt an
economically neutral position
towards single individuals and
families.

Current programs (1) put households
of salaried employees whose wives
have no outside occupation at the
center of family system, (2) provide a
number of exemptions on the income
of married couples, and (3) give
preferential treatment to families in
which the wife has no outside
occupation.

* Give greater preferential treatment to
families over single persons. Create
no disincentives with respect to
decisions on whether to stay at
home or go to work.

Source: Nomura Research Institute.
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We propose this because it is unreasonable (1) for a
housewife to pay the full employee pension insurance
premiums when she begins working even though she is
entitled to receive the basic pension, and (2) for both
spouses in the case of a dual-income couple to pay full
employee pension insurance premiums.

These countermeasures will (1) give preferential tax
and social insurance treatment to dual-income couples,
and (2) eliminate the disincentives that arise when house-
wives return to work. In other words, greater preferen-
tial treatment should be given to marriage and subse-
guently raising afamily than being single.

IX Introducing US-Style ESOPs
to Japan

In order to increase national income, Japan must increase
the number of workers and raise production per person.
However, how do we go about raising productivity?
While such discussions often focus on technological
improvements, here we will consider enhancing the in-
centive system.

Magjor USfirmsthat lost out in competition with Japa-
nese and European companies in the first half of the
1980s undertook large-scale restructuring, aiming to re-
turn to their core businesses. Behind this restructuring
was amagjor change in afirm’'s treatment of its employ-
ees—in short, a full-scale revamping of compensation
strategies. Firms resolutely shifted from compensation
systems based on years of service to incentive-based
compensation systems. While compensation systems
based on years of service reward employeesif they work
for the company for along time, theincentive-based com-
pensation system does not evaluate them by length of
employment. Instead, the system rewards them if they
are successful. From the latter half of the 1980s through
the first half of the 1990s, incentive plans such as stock
options using company shares grew popular throughout
the US. In the latter half of the 1990s, Japanese firms
also introduced stock option systems as a mechanism to
reward employeesif they perform well.

We believe that in order to invigorate Japanese firms,
Japanese companies must introduce US-type ESOP (Em-
ployee Stock Ownership Plan—a system in which em-
ployees own shares of their company’s capital stock) in
addition to incentive-type reward systems.

Japan is still aways from answering the question of
who owns a company. Because its government must re-
build national finances, however, Japan needs a break-
through. If reducing public investment to restore finan-
cia vitality simultaneously leads to an economic slow-
down, however, restoring the nation’s finances will re-
main only half complete because tax revenues will be
reduced. While the government struggles hard to restore
itsfinancial energy, private capital investment must nev-
ertheless be brisk, as a recovery in corporate profitabil-

ity is necessary for any rejuvenation of investment. Ac-
cordingly, we cannot consider it positive to give maxi-
mum priority to maintaining the status quo for employ-
ees while ignoring the interests of stockholders.

To revive Japan’'s economy over the medium to long
term, corporations must restore profitability and take
steps to ensure shareholder objectives that are consis-
tent with the goals of employees. In other words, increas-
ing the firm's profits must contribute to the interest of
both sharehol ders and employees. Under the basic con-
cept of converting all employees to shareholders, US-
style ESOPs cultivate ownership awareness by making
employeesthe owners of their own company and attempt
to harmonize shareholder and employeeinterests. ESOPs
are defined-contribution pension schemesthat invest only
in the company’s own stock. We believe Japan should
introduce such a system.

By (1) actively introducing stock incentive plansto Japa-
nese firms and (2) providing mechanisms to reward em-
ployees only when they are successful, we can turn corpo-
rate behavior away from the “government will foot the
bill” mindset. (For details concerning ESOPSs, refer to
“Summary of ESOPsin the United States and Their Intro-
duction into Japan” in Chiteki Shisan Sozo, March 2001.)

X Are Families Sufficiently
Reproducing the Next
Generations?

Countermeasures to offset Japan’s declining birthrate and
growing elderly population should be based on recog-
nizing that families are not sufficiently reproducing the
next generations (Figure 13).

In recent years the birthrate has continue to fall be-
cause the number of late marriagesis growing. In addi-
tion, day-care centers for children in metropolitan areas
remain in short supply at the same time the number of
dual-income couples is increasing. According to recent
pressreports, school education isfraught with many chal-
lenges. Specifically, we face an urgent need to buckle
down to take action to improve the mental and intellec-
tual abilities of our children for the 21st century. Simply
put, it ishard to claim that Japan’s futureis bright and in
good shape.

At the sametime, aslife expectancy continuesto climb,
the proportion of retireesto workers grows unabated and
has begun to shake the social security system that pro-
vides the income guarantees, medical care and other as-
sistance for the elderly, and which is premised on the
concept of intergenerational support.

If adeclining birthrate and growing elderly popula-
tion isinevitable in our future, we must reduce the bur-
den on current workers while protecting the sense of se-
curity for the elderly. Thisis the essence of social secu-
rity system reform. It is not enough for Japan to solveits
problems with only system reforms, however. More
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Figure 13. Coping with the Declining Birthrate and the Growing Elderly Population

Labor market reform

Shake-up of lifetime employment system, participation of
woman in social activities, promoting employment of the
elderly, work sharing, volunteer efforts, incentive-type

Measures for
declining birthrate

compensation strategies f

Labor market

Families
* Policy actions for maintenance of families

Measures for
growing elderly
population

Maintenance of international
competitiveness by enhancing
the capabilities of each person

Source: Nomura Research Institute.

people must work in order to support their future. That's
why Japan needs economic growth.

Therefore, (1) elderly people must also work: more
specifically, the retirement age must be raised from 60
to 65; (2) with the support of sufficient and adequate
policiesto cope with the declining birthrate, women must
be encouraged to further participate in socia activities;
(3) theresponsibilities that men and women share at home
must be reconsidered; (4) similar to the 1993 employer
and employee contract agreement related to the work
sharing system in the Netherlands, a declaration must be
added to the genera principles of Japan’s|abor laws that
calls on employers to take into consideration their em-
ployees child careand carefor the elderly; (5) we should
not think that a pecuniary economy dominates all ser-
vices but try to activate a sense of charity for the weak
by nourishing the concept of volunteerism.

In microeconomic terms, the final stage of company
restructuring is a matter of personnel issues—elements
that must be characterized not only by logic and ratio-

nality but by employee-friendly considerations as well.
When companies begin to take heed of efforts by their
employees to develop their potential on their own, they
will naturally move to vitalizing themselves
macroeconomically, and consequently rejuvenating Ja-
pan strategically after the end of the economic bubble.
One dictum of Japan’s post-war labor market used to be
that full-time male employees whose wives remained
homemakers with no outside occupation would buttress
a company—which in turn would keep rewarding the
husbands with seniority upgrades until the mandatory
retirement age. As we have noted, this assumption isno
longer valid, and will collapse.
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