Section 2 Movements in the world economy by region

1. Current status and issues of the US economy

As aslowdown of the US economy begins in the face of the subprime mortgage problem, there are
risks of a further downturn due to rising inflation concerns caused by the turmoail of the US financial
system, which has spilled over into the international financial and capital markets, and by the soaring
prices of crude oil and primary commodities. The following clarifies the current status and issues of
the US economy from both the aspect of the real economy and the aspect of the financial and capital
markets.

(1) Overview of the US economy
(The slowing US economy)

Looking at the trends of the real GDP growth rate in the United States for 2007, broken down by
demand component, while housing investment contributed significantly to a decrease in the growth
rate, positive contributions were made by household consumption and net exports. Overall, growth of
2.2% was achieved. Up until then, growth in the United States had continued, supported by increases
in household consumption (which accounts for approximately 70% of nominal GDP); but in 2007, the
subprime mortgage problem and other factors caused the deterioration of housing i nvestments to come
to light, and in the first quarter of 2008, there have been growing concerns about an economic
slowdown, including the effects the housing investments will have on household consumption (see
Figure 1-2-1).
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Note: Seasondly adjusted figures. Annualized percentage change from the preceding period. First quarter figures for 2008 are preliminary figures.
Source: Bureau of Economic Analysis website, United States Department of Commerce.



o Housing sales, housing starts and the house price index

Housing sales had been increasing since 1992, peaked in July 2005, and have since turned
downward. The number of housing starts peaked in February 2006, and has since continued on a
downward trend. The house price index has continued to be negative since December 2006, and there
are concerns of a further deterioration of housing investments, which is already forcing down the
growthin GDP.

Figure 1-2-2 Changes in housing sales, housing starts and the house priceindex
(thousand homes) (%)
2,000 T T 20

1,800 T T 15

1,600 T T 10

1,400 +

1,200 +
o0 & ||II|I|I | |||| | | | il

r -5
Number of housing starts (detached houses)
800 +-10
I Sales of new detached houses
600 T = House price index (year-on-year comparison) (right axis) ‘ ‘ ‘ I I I I T -15
400 -20

2007

Source: Bureau of the Census, United States Department of Commerce, S& P/Case-Shiller Home Price Indices.

2008

2003 2004 2005 2006

o Personal consumption

The worsening of housing-related factors is also extending to household consumption. Looking at
the trend of personal consumption, during 2007, personal consumption in the United States was
affected by flagging housing and stock markets exacerbated by the subprime mortgage problem, and
bearish tendencies continued, especially for automobiles and other consumer durables. In the first
quarter of 2008, growth of personal consumption had only reached 1.0% (see Figure 1-2-3). The
consumer confidence index, which shows consumer sentiment, worsened considerably due to the
pessimistic view taken toward the present and future prospects for business and employment, based on
rising energy prices and the turmoil of the financial and capital markets. The expectations index,
which shows consumer sentiment for six months into the future, is at its lowest level since 1973 (see
Figure 1-2-4).



Figure 1-2-3 Contribution of personal consumption by item
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Figure 1-2-4 Changesin the United States nationa consumer confidence index

(1985 = 100)
150
== Consumer confidence i ndex
“mwor Expectations index
130 b — Present situation index
120 +

2N N A A

2008

“ [TITTTTTTTTTIT
2001 ‘ 2002

Note: All figures are seasonally adjusted figures. Nationwide survey of 5,000 households.
Source: Conference Board website.

2003 ‘ 2004 ‘ 2005 ‘ 2006 ‘

2007

(year)

o Employment

Housing-related effects are also extending to employment, especially in the construction industry.
During 2007, the number of employees at companies was on an upward trend, albeit a weakening one,
but since January 2008, the number has taken a sudden downward turn. Decreases are apparent in a
wide range of industries. The largest decrease has been in the construction industry, but the number of
employees in the professional/engi neeri ng/staffing industry has also turned downward (see Figure 1-2-
5). In the wake of decreases in employee numbers, the unemployment rate has also been trending
upward (see Figure 1-2-6).



Figure 1-2-5 Changes in the number of non-agricultura employees (by industry)
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o Business activity

Since February 2008, the ISM business index* has dipped below 50, which is regard as the
expansion-contraction turning point for total production activity. In addition to the sluggish growth in
consumption since 2007, this has been caused by rising energy costs and by financial institutions
tightening their lending standards. Business confidence also continues to demonstrate a course of
contraction. Furthermore, capital investment, which accounts for approximately 20% of nominal GDP,
has also taken a downward turn since February 2008 due to the decline in business activity (see Figure

1-2-7).

' The ISM business index is a leading indicator of business cycle fluctuations which collectively reflects
business's new orders, production, employment, deliveries and i nventory conditions.



Figure 1-2-7 Changesin the |SM business index and capital investment
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o Trade

Looking at the balance of trade, in 2007, the trade deficit decreased for the first time in the 16
years since 1991. This was due to an increase in exports attributable in part to the effects of a weaker
US dollar, and a decrease in the growth of imports attributable in part to the effects of weaker

househol

d consumption. However, looking at the breakdown by partner countries and regions, a large

proportion of the trade balance was accounted for by China and the oil producing countries. Even in
2007, the trade deficit with China and the oil producing countries increased while the overall US trade
deficit declined (see Figure 1-2-8).
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o Commodity prices and interest rates
This final section looks at the trends of commodity prices and interest rates. Lower energy prices
mearnt that the consumer price index had remained stable from September 2006, but since September
2007, it has shifted to an upward trend following the steep rises in energy and food prices (see Figure
1-2-9).
Figure 1-2-9 Contribution to consumer price index (year-on-year comparison) by item
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Source: Bureau of Labor Statistics (BLS) website, United States Department of Labor.
Amid economic expansion, the Federal Reserve Board (hereinafter referred to as the “FRB”) had
been progressively raising interest rates, but since September 2007, it has been gradually cutting the
policy rate (federal funds rate target) based on concerns of an economic slowdown in the context of
the subprime mortgage problem (see Figure 1-2-10).
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(2) Turmail of the US economy stemming from the subprime mortgage problem
(The subprime mortgage problem)
Subprime mortgages refer to housing loans targeted at low-income earners and other individuals

with low credit ratings, who are called “subprime borrowers.”?

Basically, a subprime mortgage is a
loan made on the expectation that housing prices will rise, and on the presumption that it will be
refinanced to a prime loan or other superior loan in the future, thereby avoiding any subsequent surges
in the burden of debt repayments.

A characteristic of the subprime mortgage problem is that, despite the fact that the market size for
these mortgages is small, accounting for approxi mately 10% of all housing loans, the surfacing of this
problem caused turmoail in the US financial market, and quickly spilled over into al the countries of
the world via the securitization market.

The following summarizes the effects that the subprime mortgage problem has had on financial
markets and the responses taken by each country, against a backdrop of the spread and increase of

subprime mortgages in the United States.

(Background to the surge in the balance of subprime mortgages)
The following factors have been pointed out as being behind the rapid increase in the balance of
outstandi ng subprime mortgages.

(a) Decline in the quality of loan screening brought about by securitization (lender-related
factors)

First, the decline in the quality of loan screening brought about by securitization can be given as a
factor on the part of lenders. By effecting a separation between the ertities that decide on the
suitability of housing loans (housing loan companies) and the entities that bear the credit risk of the
housing loans (investors), the securitization of housing loan bonds based on residential mortgage-
backed securities (hereinafter referred to as “RMBS’®) generated a moral hazard for the housing loan
companies, and by lowering the quality of loan screening, brought about an increase in the number of
loan agreements.

(b) Anticipated price rises (borrower-related factors)

There were many cases of home loan borrowers who were spending money having refinanced a
larger portion of their mortgages after lightheartedly taking out variable-rate housing loans with the
expectation of further rises in housing prices, or using the price rises of their houses that they had
provided as collateral.

2 Subprime mortgages began to become widespread in about 2004, and are said to be the result of an
overheated demand for housing. At present, they are used by approxi mately 15% of people who take
out housing loans in the United States. It is claimed that the outstanding balance of subprime
mortgages is US$1.4 trillion (as of the end of 2006), or approximately 10% of all housing loans.
Approximately 80% of subprime mortgages are products with variable interest rates, the repayments
for which are reduced for the first few years.

% Residential mortgage-backed securities (RMBS) are securities that are issued by bundling together a
large number of mortgages.



(c) Low interest rate policy and the inflow of funds from overseas

Apart from these supply and demand aspects, the effects on the mortgage market by the low
interest rates that continued from 2001 to about 2006 are also pointed out*. The FRB, which was faced
with a serious recession following the bursting of the IT bubble and the September 11 terrorist attacks
in 2001, lowered the policy rate to 1% (June 2003), which it maintained for the next year. In addition
to this long-term low interest rate policy, the massive inflow of funds from overseas gave impetus to
the lowering of interest rates in the market. It is claimed that this expanded the market and caused the
housing market to overheat®. Alarmed by the overheated housing market, the FRB raised long-term
interest rates, and in order to put a curb on housing loans, raised the policy rate in June 2004.
Eventually, the rate was raised to 5.25%. Under normal circumstances, a rise in the policy rate should
have caused the long-term interest rates to rise, and should have increased the 30-year long-term
mortgage interest rates, causing the loan market to contract. However, due to the fact that enormous
amounts of funds continued to flow into the country from overseas, and due to the fact that i nvestment
had not been curbed, supported by the ample funds from overseas, long-term interest rates did not rise,
and the overheated housing market was not cooled (see Figure 1-2-11).
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Sources FRB; IMF, Global Financial Sability Report, October 2007.

“ On this point, John Taylor, former Under Secretary at the United States Department of the Treasury
comments. “During the period from 2003 to 2006, the federa funds rate was well below an appropriate
level given commodity prices and the growth rate. If it had been a an appropriate level, most of the
housing boom would not have occurred, and the housing busts would not have been that severe. In some
respects, the low interest rate policy was maintained in order to deal with the risk of deflation.” (“Nihon
Keizai Shimbun,” September 7, 2007).

® For example, Greg, I.P. and J.E. Hilsenrath (2007), “How Credit Got So Easy and Why It's Tightening,”
The Wall Street Journal, August 7, 2007. Also see Chapter 1 of the White Paper on International Economy
and Trade 2006 regarding the inflow of overseas fundsinto the US housing market.



(Slowdown of housing prices and an increase in delinquency rates)

In 2006, as rising house prices in the United States shifted into slowdown as a result of a decrease
in demand, subprime mortgage borrowers found themselves unable to refinance as they had initially
expected. Delayed loan repayments and the number foreclosed houses increased rapidly (see Figures
1-2-12 and 1-2-13).

Figure 1-2-12 Structural outline of the subprime mortgage problem
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(Effects of the subprime mortgage problem on financial and capital markets)
Subprime mortgages were securitized and resecuritized into RMBS, collaterali zed debt obligations
(hereinafter referred to as “CDO”)° and other instruments, and were purchased by various investors

® Collateralized debt obligations (CDO) are securitiesthat are issued by combining severa obligations such
as RMBS and corporate bonds as collateral. A feature of CDOs s that combining such obligations alows



from around the world, including investment funds and financial institutions (see Figure 1-2-12). Asa
result, while the risks of subprime mortgages were dispersed widely and thinly to the international
financial and capital markets, at the same time, a problem arose in that the true location and status of
the risks became unclear.

(@) Increased investment fund losses, and tighter credit and short-term money markets

The increasing concern over some subprime mortgages being defaulted led to significant drops in
the value of RMBSs and CDOs, and enormous losses being realized on investment funds that held
these securities.

SIV’ and other investment funds affiliated with banks borrowed funds 10-20 times more than their
own capital, and invested them in high-risk high-return CDOs and other securities which incorporated
RMBS. Funds were procured by issuing commercial papers (ABCP?) backed by the CDOs, etc. The
fall in the value of the RMBSs and CDOs led to decreases in their surety value, and so many of these
investment funds found it difficult to procure funds through issuing ABCP.

As a result, the large volume and the dramatic downgrading of securitized and resecuritized
products which incorporated subprime mortgage obligations caused the prices of these products to
begin to fall. Further, providers of funds disappeared from the credit and short-term money markets,
and liquidity contracted suddenly®.

(b) Increased financial institution losses and credit crunch concerns

At the same time, the business conditions worsened for financial institutions which had been
aggressive in financing these investment funds.

The ABCPs that investment funds use in procuring funds mature between one and three months.
Therefore, in cases where a refinancing issue of ABCPs was not able to be achieved between financial
institutions, the investment funds affiliated with banks were instead entering agreements
(commitments) to have liquid funds supplied. European banks in particular, which started later in the
securitization business, were providing commitments to affiliated funds which were larger than they
could endure, and this made their losses larger™.

them to be configured to meet the needs of buyers, from high-grade senior bonds to mid-range mezzanine
bonds and hi gh-risk high-return equity bonds.

"SIV (Structured Investment Vehicles) are a type of specia purpose company established for investment
purposes. They are management firms established outside the scope of consolidation for the purpose of a
bank or asset manager financing the management of various types of asset-backed securities (ABS). They
work by major banks or investment funds sponsoring the provision of funds, and by investments being
made as off-balance sheet transactions. It is said that, at present, there are approximately 30 SIVs in the
world, and they havetotal assets amounting more than US$300 hillion.

8 Asset-Backed Commercia Paper.

® Turmoil was observed: the commercia paper interest rate rose sharply, and the federal funds interest rate
also moved well in excess of the FRB’s target rate. However, subsequent rate cuts by the FRB and the
agoressive supply of liquidity has meant that, recently, signs of a cooling can be seen. In spite of this, the
TED spread, which shows interest rate premiums of interbank markets, remains well above the level prior
to the emergence of the subprime mortgage problem.

1%1n Europe, bank restructuring was carried out later than in such places as the United States. The fact is
pointed out that, against a backdrop of enormous losses surfacing at European financia institutions,



Banks, which incur valuation losses due to fallsin the prices of securities they hold, try to increase
their capital on the one hand, and on the other, try to improve their capital adequacy ratio by reducing
their risk assets. As long as this is kept to a problem of individual banks, the impact on the real
economy is minor. But if there is a shortage of equity capital across the whole banking sector, then
financial institutions will frequently tighten their lending standards, be reluctant to lend, and recover
loans; and concerns of a credit crunch will grow™.

In fact, in order to reduce their risk assets, financial institutions in Europe and the United States
began to tighten their lending attitude for loans to businesses. In the United States, institutions have
tightened their lending standards for loans to small and medium enterprises since the beginning of
2007, and for loans to large enterprises since the second half of 2007 (see Figure 1-2-14).
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(c) Increase in the market preference for risk-free assets (flight to quality)

There was some concern caused by not understanding the full picture of the subprime mortgage
problem described below, and some investors were cautious in their evaluation of so-called risk assets,
including shares, corporate bonds and currencies that essentially had no direct relationship with
subprime mortgages. Various events were observed, including falls in stock prices, greater credit

including a the German mid-sized bank, IKB Deutsche Industriebank, the magjor French banking group,
BNP Paribas Group, and the Swiss firm, UBS, large numbers of regiona-level banks remain, such as the
German state banks, and they were inclined toward the management of the high-risk, high-return and
complex mechanisms of subprime mortgage products, demanding high yields amid increased competition
accompanying globdization while lacking the risk management know-how to prepare for market
turnarounds (Takigawa Y. (2007)).

1 Under these circumstances, even companies and households that are not troubled by repayments are
confronted with rising capital costs (borrowing rates) and credit rationing, and are forced to control their
expenditure. As aresult, funds stop flowing to areas of growth, and not only istotal demand dampened, but
potential growth ratesfall onthe supply side aswell.



spreads, and an appreciation of the yen'?. Mearwhile, i nvestments concentrated in safer assets, such as
Japanese, US and European government bonds, and government bond interest rates trended downward.
Furthermore, in recent years, supply and demand have tended to tighten, and large amounts of funds
have been seen to flow into the futures market, which deals in products with a low price elasticity of
demand, such as crude oil, gold and grain (see Section 1 of this chapter).

(Responses to the subprime mortgage problem)
o Responses by each country

The governments of each country have adopted the following measures in response to the turmoil
of the international financial and capital markets (see Table 1-2-15).

Table 1-2-15 Responses of each country to the subprime mortgege problem (as of M ay 2008)

FRB

Has continuously cut interest rates and supplied funds to the short-termmoney market.

Decided to create areceiving company to separaenon-performing loans, and to lend US$29.0 billi on of buy-out cepital.

In March 2008, advanced an emergency |oan of US$30 billion to JP Morgan, whi ch i srescuing thecash-strapped mgjor USsecurities
company, Bear Stearns (Federal ReserveBank of New Y ork).

Congress and government

Inplemented an emergency economic package of US$168 billi on, thecenterpi ece of which is atax rebaetha will refund to households
part of their income tax payable. (However, whileit ishoped tha thetax rebate will contributeto incressing persond consumption,
doubts havebeen raised over the effectiveness of this, gi ven that it is atemporary measure, and given that it is anticipated that therebate
will be applied to repayi ng debts and theamount directed toward spending wil | belimited.)

Department of the Treasury

us Announced financid regulatory reforns.
Theopinions covered abroad rangeoftopics. Those with acloseconnecti on to the subpri me nortgage probl eminclude: (g Promptly
exami netheprosand cons of asystemfor lending to primary dealers; (b) With respect to homeloans that are primarily regulated by state
law, establish a committee with presidential representaion, and increase the involvenent of the federd government, such asfor decisions
on basic principles; and (c) Expand the supervisory authority of the FRB beyond just theconventional limited area (banks), to include
commercial banks, investment banks, insurance conpani es, hedgefunds, and conmodity operators.
Financial institutions
Decided to expand the debt guaranteeto subprime mortgageobligors provided by the United States Federal Housing Administration,
and to freezel ending rates for five years.
Thesix leading financial servicesfirms reached accord with thegovernment by deferri ng fored osures for borrowers who werein arrears
with homel oan pay ments.
Bank of England (BOE)
Has continuously cut interest rates and supplied funds to the short-termmoney merket.

UK. Inplenented aspecial liquidity scheme (maxi mumof 50 billion pounds) to exchange high-graderesidential nortgage-backed securities

he d by bankswith UK government bonds.
United Kingdomgov ernment

Temporarily nationd ized themid-si zed UK bank, Northern Rock.
European Central Bank (ECB)

EU Has left policy raeunchanged (as ofMay 2008).
Has continuously supplied fundsto theshort-termnoney market.

Source Investigati on by the Ministry of Econony, Trade and Industry based on vari ous media reports, etc.

12 Prior to the subprime mortgage problem occurring, the so-called “yen carry trade” was activel y practiced.
Based on the assumption that economies would expand favorably and that exchange rates would remain
stable, market partici pants aimed for income from interest rate differentials by selling Japanese yen and
other low-interest currencies and buying euro and other high-interest currencies while receiving provisions
of credit. It is said that the credit crunch which accompanied the subprime mortgage problem put pressure
on the market participants who had been conducting these trades to conduct offsetting transactions (buy
low-interest currencies and sell high-interest currencies), and this caused further appreciation of the yen.



o Capital increases by financial institutions

Some banks ventured to increase capital in order to avoid further asset reductions, and since the
end of 2007, capital increases from sovereign wealth funds (SWF) and the like in regions such as Asia
and the Middle East have been announced one after the other (see Table 1-2-16). However, amid
concerns that the losses of financial institutions will increase further, there is no telling what will

happen.

Figure 1-2-16 Estimated losses and capital increases of major financial institutions (as of April 30, 2008)
(unit: US$100 million)

Financial institution Investor Amount of investment  Amount of loss
Kuwait Investment Authority 76
Gitigrowp (U.S) IAbu Dhabi Invegment Authority (UAE) : 75 459
Government of Singapore Investment Corporétion (GIC) 69
Preferred stock issue, common stock i ssue 105
Kuwait Investment Authority, Mizuho Corporae Bank, etc. 66
Merrill Lynch (U.S.) [ Temasek (Singapore) 50 321
US investment compani es 12
Bank of America (U.S.) [[Preferred stock issue 130 172
Morgan Stanley (U.S.) China Investment Corp 50 133
JPMorgan Chase (U.S) |ICapitd increase through public offering, etc. 105 109
Washington Mutual (U.S.) IBuyout fund TPG, etc. 70 83
Lehman Brothers (U.S)  [|Preferred stock issue 40 33
Bear Seans (U.S) CITIC Securities (Ching) 10 26
UBS (Switzerland) Government of Singapore Investment Corporaion (GIC), etc. 115 37
lJP Morgan, Morgan Stanley, etc. 240

Note: Shaded areasindicate sovereign wealth funds, and solid whitel etters indi cate sovereign weal th funds of oil producing countries
inthe Middle East. Only institutions conducting capitd i ncreases have been li sted.
Source: Compiled by METI based on KINY UU SHIJOU MANSURII (Mizuho Financial Group) 2008/1/16, Nihon Keizai Shimbun,
Bloomberg, and various media reports.

Inthe past, a large number of estimated |osses related to subprime mortgages have been announced
by public and private organizations (see Figure 1-2-17). The problem is that estimated losses tend to
increase over time'. Possible reasons for this include: (a) the US housing market is still flagging
(declining housing prices, worsening loan delinquency rates); and (b) identifying losses has become
difficult due to the increased complexity of the securitization market (advancement of resecuritized
products and associated derivatives).

13 Attention needs to be given to the fact that the scope of estimated losses rel ated to subprime mortgagesis
different depending on the person making the estimation (announcement). The “First Report of the
Financiad Markets Strategy Team (November 30, 2007)” (Financia Services Agency) adso claims that, at
this point in time, it is difficult to predict the fina extent of the losses related to subprime mortgages given
that: (@) there are no precise statistics for measuring the scale of and the estimated losses from subprime
mortgage-related products; (b) the amount of losses from subprime mortgage-related products fluctuate
significantly depending on such things as the vauation method; and (c) the losses incurred in the actud
settlement process, including the auctioning of homes pledged as collateral for subprime mortgages, are
expected to be impacted significantly by future price trendsin the US housing market.



Figure 1-2-17 The growing estimated | osses

(US$100 million)
18,000
| IMF | | Goldman Sachs
16,000 ) DR H
FRB Charman YotNa e Yoy
Ben Bernanke L ! uss1200killion !
14,000 R - \ (induding Us$460 !
," \ . L | i billionin the United
; \ . Vo e B
12,000 / \ \ A
K | Sog | I US$064
’ \ et i hillion
10,000 i N . | USs80 | oo
/ \ T ! billion 1
! \ S
8,000 / Vo OECD a
. ,‘ ‘ TTTTT TR
; 2 ; I USB5000 |
6,000 ; . | v ! billion max |
’ - [y | O A LLLLEL LY
,/ ________ SO, s . US$200-300 |
1 1 1 aTH 1
00 e P USI0200} | g0 O
: US$50-100 | i billion 11 illion
2,000 ¢ billion LTSI T e
0
07/7/20 07/9/24 07/11/8 07/11/21 08/1/17 08/3/7 08/3/24 2008/4/8
Source: Compiled by METI from various media (cate of release)

(3) Effects of the subprime mortgage problem on the real economy

As was pointed out in part 1 of the previous section, in countries and regions such as the United
States where market-oriented finance is flourishing and the originate-to-distribute business model is
mainstream, the business cycle and fluctuations in the prices of real estate and other assets has a
considerable impact on personal consumption and business activity. The following looks at the types of

effects that this subprime mortgage problem is actually having on households and businesses in the
United States.

(The subprime mortgage problem and personal consumption in the United States)
Personal consumption expenditures in the United States account for approximately one third of
global personal consumption expenditures and one quarter of global GDP™. The slowdown in personal

consumption, which had been the driving force behind the US economy, has been intensifying since
the second half of 2007 when the subprime mortgage problem occurred.

4 This is equivalent to more than three times personal consumption expenditures in Japan. In the article
“How Rea was the Prosperity?” (Business Week, February 4, 2008), it is purported that, in the 1960s,
personal consumption in the United States (adjusted for inflation) basically tracked the overal growth of
the economy, and there was never any divergence between the two growth rates over the long term; but in
the 1990s, changes appeared in this relationship. The ten-year growth rate for persona consumption
expenditures up until the third quarter of 2007 was 3.6%, whereas growth of real GDP had been kept to
2.9%. The article goes on to suggest that, if personal consumption expenditures had grown at the same rate
as the economy, then personal consumption expenditures would be US$600 hillion per year | ess than they

are now.



It has been pointed out that underlying this slowdown is the “negative wealth effect” that
accompanies falls in asset prices™. The following examines: (a) the circumstances of the wealth effect;
(b) the effects of financial and housing assets on consumption; and (c) the effects on consumption as a
consequence of the effect dissipating.

(a) The wealth effect and the composition of household assets

In the United States, a distinct positive correlation can be seen between personal consumption and
the prices of assets such as stocks and houses (see Figures 1-2-18 and 1-2-19).

The following examines the mechanism by which fluctuations in housing assets and stock prices
affect personal consumption, by focusing on the balance sheet structure of US household budgets and
the effect of the mechanism on their cash position.

During the recession immediately following the March 2001 collapse of the IT and stock price
bubbles, the consumption expenditure of US households remained strong. Underlying this, we can see
that the rapid and substantial easing of monetary conditions by the FRB was having a significant
influence.”® In other words, it is believed that, amid the easing of monetary conditions: (a) as stocks,
houses and other assets, the prices of which fluctuate greatly according to interest rate levels,
increased their weight on the balance sheet of the household budget’®, and as the wealth effect
attributable to declining interest rates strengthened (a decline in interest rates has the effect of forcing
up household consumption expenditure through increases in the market value of assets held); (b) debt
increased further as the ratio of deposits to household assets decreased, interest-bearing liabilities
exceeded interest-bearing assets, and a structure was being reinforced whereby declines in interest
rates would improve the interest paid and received situation (see Figure 1-2-20).

> For example, Minegishi, M. and H. Ishizaki (2002), “BEIKOKU KAKEI SHISHUTSU WA NAZE
KENCHOU KA: SHISAN KAKAKU IZONGATA SHISHUTSU KOUDOU NO HIKARI TO KAGE”
The Bank of Japan Monthly Bulletin, August 2002.

16 According to the FRB, as of the end of 1998, red estate held by US households amounted to US$10.6
trillion, and shares (including indirect holdings via stock i nvestment trusts and pension funds) amounted to
US$13.8 trillion; and as of the end of 2007, these had increased to US$22.5 trillion and US$16.8 trillion
respectively.



Figure 1-2-18 Increase rate of real stock prices and the growth rate of red personal consumption
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Figure 1-2-19 Increase rate of real housing pricesand the growth rate of real personal consumption
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Figure 1-2-20 Percentage of interest-bearing assets and liabilities in household budget baance sheets
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(b) Differences between the wealth effect from financial assets and from housing

With respect to the effects of the subprime mortgage problem on US households, as mentioned
above, given that US households have a considerable amount of stocks and other financial assets,
supposing that stock prices were to rise significantly, it is conceivable that any negative wealth effect
caused by falling housing prices would be offset by the wealth effect attributable to the increases in
stock prices.

Accordingly, in addition to disposable income, if we look at the effects of housing assets (housing
prices) and financial assets (stock prices) on personal consumption'’, we can see that, whereas a 1%
increase in housing prices results in consumption increasing by 0.2%, a similar increase in stock prices
results in only a 0.05% increase, that is, the effect is only one quarter that of housing prices (see Figure
1-2-21).

Figure 1-2-21 Estimation of the effects of rising hous ng asset prices on United States personal consumption
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Figureswithin the parentheses are t values. Revised R2 = 0.99, D.W. ratio = 1.84, estimate period = first quarter of 1990 - fourth quarter of 2007.
Sources: United States Department of Commerce, United States Office of Federal Housing Enterprise Oversight, Standard & Poor's,
New Y ork Board of Trade

A possible reason that the wealth effect caused by housing exceeds the wealth effect caused by
stocks is that the imbalance of owners is smaller for housing. In fact, looking at ownership per income
bracket based on the results of the latest US survey on household budgets (as of 2004), we can see that
just under 70% of all households own a house, and moreover, more than 40% of households in the
lowest income group own a house. Meanwhile, in addition to the fact that the ratio of all households
that hold stocks is low, at just under 50%, there is a strong bias toward high-income groups.
Furthermore, given that high-income groups generally have alow propensity to consume, even if stock
prices were to rise a certain amount, macroscopically, it is likely that falling house prices would have a
stronger apparent effect.

7 1n making the estimates, the effect on household budgets by gasoline prices, which have risen markedly
inrecent years, was consi dered si gnificant, and so was added to the explanatory variables.



(c) Slowdown in personal consumption caused by the dissipation of the wealth effect

The subprime mortgage problem in the United States has exposed the potential risks to US
household consumption, which is heavily dependent upon the financial environment. In other words,
with respect to the wealth effect, and in particular, the high degree of dependence on the financial
environment by way of housing assets, concerns have been realized that the dissipation of the housing
asset effect could lead to an even greater impact on household expenditure should the financial
environment deteriorate.

The fall in housing prices has not only made it harder for households to borrow new capital, but
the consequential decline in surety value has also made refinancing housing loans more difficult. Asa
result, delinquency rates have risen rapidly, especially among subprime borrowers whose repayment
burdens increased with the conclusion of their fixed interest rate period. The rise in delinquency rates
has given rise to a vicious circle, that is, through the increase in the number of foreclosures on
delinquent properties, the rise has further accelerated the fall in housing prices, and has further
tightened the already tight loan screening standards practiced by financial institutions. The trend for
financial institutions to tighten their lending standards for housing loans has spread from subprime
borrowers to prime borrowers (see Figure 1-2-22), and there is an increasing risk that the flagging US
housing market will become prolonged and more acute.

Figure 1-2-22 Tightening of lending standardsfor housing loans
(digtribution ratio, %)
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Furthermore, in the past, many households had been using the funds borrowed against their homes
at low interest rates to repay their consumer loans, such as credit cards and car loans. However, the fall
in housing prices has made it difficult for them to procure funds, and so the delinquency rates for these
consumer loans have also been progressively rising. At the same time, lending standards for these
consumer loans have also been tightening (see Figure 1-2-23), and there are concerns that the effects
on the sales of automobiles and other consumer durables will push down personal consumption even
further.



Figure 1-2-23 Tightening of lending standards for consumer loans
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Source: FRB website, Bloomberg.

(Excessive debt burden of households in the United States)

As aresult of households having easily borrowed funds on the back of rising house and other asset
prices, the balance of household debt in the United States has rapidly worsened in recent years, and
they have fallen into a situation where they cannot actually make repayments within the confines of
their income. It must also be pointed out that, in these circumstances, subprime mortgages, by their
very nature as a“scheme,” bore a considerable risk of default.

Looking at the free cash flow™ of the US household sector: up until the 1980s, it virtually hovered
in the vicinity of zero; but then the negative range increased suddenly, and has subsequently not
improved (see Figure 1-2-24). We can surmise that, during this time, households in the United States
compensated for the negative free cash flow by convert the value of their assets into cash by way of
home equity loans and the like.

As aresult, since 2005, the number of years over which US households are repaying their debt has
shot up drastically, and in theory, people will not be able to repay their debts within their lifetimes (see
Figure 1-2-25). It appears that further restructuring of household debt in the United States is inevitable.

8 Free cash flow  cash flow - expenditure on housing and other consumer durables. Cash flow ~ wages
- (expenses + consumption goods expenditure) - tax.



Figure 1-2-24 Changes in the free cash flow of households in the United States (ssbilion)
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Figure 1-2-25 Baance of debt and the debt repayment term for households in the United States
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(Business activity and the subprime mortgage problem)
As has already been shown (see Figure 1-2-14), since the second half of last year when the
subprime mortgage problem surfaced, the lending standards practiced by financial institutions in the
United States for loans to businesses has shifted dramatically toward a ti ghtening stance. Consequerntly,

there are concerns that businesses in the United States will be hampered in their procurement of funds,



such as for capital investments. Mearwhile the finance gap™ of businesses in the United States shows
that corporate debt has been trending upward since last year (see Figure 1-2-26). Under these
circumstances, a withdrawal of finance and tighter lending by financial institutions would worsen the
cash position of US businesses and cause a fall in business activity, such as a decline in capital
investment. In turn, it is expected that this would give rise to the deterioration of the employment
environment, and the economic slowdown in the United States would become even graver. In addition,
business conditions in the construction industry are deteriorating rapidly. For example, employment is
plummeting against a background of declining housing starts and a rising housing inventory ratio (see
Figures 1-2-2 and 1-2-5)%.

Figure 1-2-26 The growing finance gap for companies in the United States
(US$ billion)
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Source: United States Department of Commerce, United States FRB website.

(4) Rising risk of inflation
On the other hand, amid the economic slowdown backed by the uneasiness of financial systems,
there are also concerns for the risk of inflation caused by the soaring prices of resources and food.

(Effects of soaring resource and food prices)

In response to the recent soaring prices of internationally traded resources and food, the consumer
price index has gradually risen within the United States as well, and there are increasing concerns that
the slowdown in consumption attributable to the subprime mortgage problem will be further

¥ In this section, “finance gap” is defined as “capital investment + inventory investment - internal
reserves.” A positive finance gap indicatesthat business debt isincreasing.

% According to the above-mentioned Business Week (2008), while the overall ten-year average of
corporate profits as a percentage of GDP has increased from alow of 6.5% in the early 1990s to 8% in the
third quarter of 2007, outside the financial sector, corporate profits as a percentage of GDP has remained at
virtualy the same level of about 5.3% since the middle of the 1980s. This suggests that the financia sector
has been supporting the favorable corporate profits of recent years.



exacerbated™. There is potential for the soaring prices of internationally traded resources and food to
further curb selective expenditure by consumers through steep increases in energy and food prices, and
to cause overall personal consumption to slow?.

On the other hand, looking at inflationary expectations, we can see that, in about 1980, inflationary
expectations rose as a consequence of rises in the price of crude oil, and the rises extended as far as
consumer prices (excluding food and energy); but in recent years, despite rises in crude oil prices,
inflationary expectations have not risen, and consumer prices (excluding food and energy) have
remai ned relatively stable compared to the period around 1980 (see Figure 1-2-27).

One of the reasons for this is that, in the midst of a fierce competitive environment, businesses
have been unable to fully impute the rises in material and labor costs into the prices of products and
services. As a result, businesses have suppressed rises in output prices by cutting profitability (see
Figure 1-2-28).

Figure 1-2-27 Inflationary expectations and commodity prices
(year-on-year comparison, %) (US$/BBL)
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2 According to the results of a public opinion poll published by the CNN, on May 2, 2008, in response to
the question “What is the largest economic issue?’ 47% of respondents answered “inflation.” In contrast,
only 19% responded “falls in housing prices,” and 13% responded “unemployment.” In response to the
question, “What worries you the most about inflation?” 68% responded “gasoline,” far exceeding “food”
23%).

52 According to data released by the American Farm Bureau Federation (AFBF), flour recorded the biggest
rise during the first quarter of 2008 at 41%, followed by eggs (34%), apples (10%), and bread (10%).
Furthermore, the nationa average price of regular gasoline in the first quarter of 2008 was US$3.1 per
gallon, anincrease of 5.3% compared to the previous period. Thisis closeto three times the price compared
to the 1990s (average price US$1.1) when gasoline priceswere stable at alow leve.



Figure 1-2-28 Analysis of factors affecting fluctuations in output price
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(Inflation risk and the US economy)

If anything, sharp rises in energy and material prices have had a significant impact on business
activity, and there are concerns about the effects of this on decreases in business capital investment
and employment.

There is also concern about stagflation, where recession (i ncreases in unemployment) and inflation
develop simultaneously®. In fact, prices of crude oil and other resources have remained at extremely
high levels, and this has been a factor in higher costs for business.

However, given that the growth rate of business output prices has slowed since 2006 (Figure 1-2-
28) due to decreases in profits and to the inhibited growth® of unit labor costs™, and given that, up
until now, there have been no signs that inflationary expectations will rise, it could be argued that, at
present, the risk of stagflation in the US economy is not high.

If the US economy was to slide into stagflation, the FRB would find itself under daunting pressure
to achieve the two objectives of job security and stable prices.

As mentioned above, faced with financial and inflationary risks, the US economy is approaching
an adjustment phase.

= For example, in a statement to the House of Representatives on May 14, 2008, Paul Volcker, former
chairman of the Federa Reserve Board, warned, “The financia situation that the United States currently
finds itsdlf in closely resembl es the 1970s when the United States had did into stagflation, and thereis a
danger that the US economy will once again return to stagflation like the 1970s.” He remarked, “The FRB
should vigorously promote measures to counter inflation.”

#In “The Return of Two Recession Fighters’ Business Week, May 15, 2008, it is aso pointed out that
inflation is being suppressed by the fact that productivity increases are still observable in business activity,
and thefact that businesses are keepi ng unit abor costs under control.

% Unit labor costs are defined as the labor costs per unit of output. They are caculated by dividing
employee remuneration by the real amount of added value.

It can also be caculated by dividing wages by labor productivity. In other words, if wages exceed the
growth in productivity and rise, then unit labor costs will increase.



2. Current status and issues of the European economy
(1) Current status of the European economy
(Consumption and investment driving the European economy)

Driven by growth in personal consumption and fixed capital formation, the real GDP growth rate
of the EU27 (herei nafter referred to as the “EU") in 2007 was 2.9%, representing a sustained moderate
recovery (see Figure 1-2-29). On the other hand, variations in the growth rates of each of the EU
countries can be observed, with rapid growth in the United Kingdom and Spain, and low economic
growth in Italy and Portugal .

Figure 1-2-29 Changesin real GDP growth ratein the EU by demand component
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Source: Eurostat.

Financial institutions falling into financial difficulties as a result of the US subprime mortgage
problem have also appeared one after the other in the EU. Amid concerns of the effects of the
dysfunction of financial systems on the real economy, during the fourth quarter of 2007, growth in
personal consumption slowed dramatically, and construction investment, which had been overheating
in countries such as Spain, entered an adjustment process. As a result, during the fourth quarter of
2007, the real GDP growth rate in the EU, had slowed 0.5% compared to the same period of the
previous year, and it is thought that, if personal consumption and fixed capital formation continue to
flag, the likelihood of growth in the EU becoming unstabilized will increase.

Looking at recent business trends in the EU, the April 2008 business confidence index for the
whole of the EU had decreased 14.4 points from the previous year. On a country-by-country basis,
recent business trends have been varied among individual countries. For example, the business
confidence indexes of Germany and France have been above the EU-wide index since the second half

% | the United Kingdom, there was rapid growth exceeding 3% for thefirst timein the 3 years since 2004;
in Spain, rapid growth i n excess of 3% has continued since 2003; whereasin Italy and Portugal, low growth
of lessthan 2% has continued since 2001.



of 2007, while the business confidence indexes of Italy and Spain have been well below the EU-wide
index (see Figure 1-2-30)%".

(2000=100) Figure 1-2-30 Changesin the business confidenceindex of mgor EU countries
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(Economic trends of each major country and region)

The following describes the trends in Germany, France, and the United Kingdom?, which play
large parts in the European economy, as well as the trends in Central and Eastern European countries®,
where the economies are continuing to expand.

o Germany

From the collapse of the IT bubble in 2000 and until 2003, the German economy had been sluggish.
However, backed by the “Agenda 2010”* under the Schréder administration, by the labor market
reforms based on the “Hartz laws,” and by the accession of Central and Eastern European courntries to
the EU, progress was made in the international division of labor® by German businesses, and through
reduced labor costs and improved production efficiencies, the international competitiveness of German
businesses recovered.

" Business confidencein both Italy and Spain deteriorated dramatically in the year to April 2008, dropping
18.2 points and 18.6 points respectively.

2 0On abasis of real GDP, in 2007, Germany accounted for approximately 25%, France for 17%, and the
United Kingdom for about 13% of the overall EU economy.

# The 12 countries of: Cyprus, the Czech Republic, Estonia, Latvia, Lithuania, Hungary, Malta, Poland,
Sovenia, Sovakia, Bulgaria, and Romania.

% gructural reform plan related to the labor market, tax system and social security system, proposed by the
then German chancellor, Gerhard Schrdder, in his March 2003 policy address.

3! Progress has been made in the trend of transferring the low-value-added portion of production to other
countries, including Central and Eastern European countries, while keeping the high-value-added portion
within Germany.



As a result, while personal consumption continued to struggle, significant positive contributions
were made by growth in net exports and fixed capital formation, backed by increases in exports to
Poland, Russia and China, and by increases in private capital investment. Consequently, in 2007,
Germany achieved growth in real GDP of 2.5% (see Figure 1-2-31). On the other hand, amid rising
concerns of an economic slowdown, there is an increasing possibility that the unemployment rate,
which had previ ously been trending downward, will rise again as corporate performance is strained by
wage hikes* on the back of increases in commodity prices (see Figure 1-2-32).

Figure 1-2-31 Changes in red GDP growth ratein Germany by demand component
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Figure1-2-32 Changesintheunemployment rate, wages and commaodity prices in Germany
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3 With local elections imminent in 2008, and a general election in 2009, negotiations for wage increases
have become a politica tool in Germany. As aresult, there has been a succession of negotiations agreeing
to substantia wage i ncreases, for example: nationa rail (11%), stedl (5.2%), and salt mines (4.2%).



o France

Despite a slight slowdown in the real GDP growth rate in 2007, France achieved positive growth
of 1.9%, backed by strong domestic demand centered around personal consumption (see Figure 1-2-
33). The unemployment rate has trended downward, and the employment environment is improving
(see Figure 1-2-33). However, the effects of the slowing world economy have gradually begun to
surface, and according to a government organization®, during the fourth quarter of 2007, exports fell
0.6% overall, with large falls in exports to developed countries, including a 4.1% drop in exports to
the United States and a 0.9% drop in exports to Japan. It goes onto to remark that there is a chance that,
in 2008, real wages will decline and the purchasing power of households will decrease. This is based
on such facts as household income, which had shown growth in 2007 of 4.7% nominally and 3.1% in
real terms, is expected to slow in 2008, and that consumer prices have increased dramatically since the
end of 2007. Therefore, in the short term, it will be necessary to carefully observe any movements in
personal consumption which has supported the French economy thus far.

Figure 1-2-33 Changes in red GDP growth rate in France by demand component
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o United Kingdom

The UK economy has shown positive growth for 16 years straight since 1992, and in 2007, growth
was 3.1% (see Figure 1-2-34). Significant contributions to economic growth in the United Kingdom
have been made by the added value which is generated by the highly developed market-oriented
financial systems®. Despite the United Kingdom being a net debtor nation, its balance onincomeisin
surplus (see Figure 1-2-36). This is said to be because, seeing as many oil producing countries and
regions, such as Russia, the Middle East and Norway, have opened accounts with banks in the United
Kingdom for the settlement of their proceeds from oil, the United Kingdom has used real estate

% IN'SEE (2008), “The Euro Zone: Between Resilience and Inflation Risk.”
% See Chapter 1-1-2.



investments, stock investments and the like to effectively manage the oil money flowing into the

country, and has reaped enormous asset management profits (see Figure 1-2-37)%.

The unemployment rate, which had risen to 5.3% in 2006, has since remained stable at between

5% and 6%.
Figure 1-2-34 Changesin the unemployment rate and commodity prices in France
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Figure 1-2-35 Changes in real GDP growth ratein the United Kingdom by demand component
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* Infact, as shown in Figure 1-2-37, looking at the statistics published by the Bank of England on country-
by-country deposit balances a UK financia ingtitutions, we can see that the movements in the tota of
deposit balances for the six Middle Eastern oil-producing countries (Saudi Arabia, UAE, Kuwait, Oman,
Qatar, and Bahrain) are virtualy in unison with the movementsin the price of crude oil (WTI).



(100millionpounds) ~ Figure 1-2-36 Changesin the current account balance of the United Kingdom
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Figurel1-2-37 MiddleEasternoil money flowinginto theUnited Kingdom
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o Central and Eastern European countries

For the very reason of their economic magnitude, the Central and Eastern European countries that
have joined the EU since 2004 account for only a small proportion (5%, 2007) of the real GDP in
Europe. However, the 12 Central and Eastern European countries have achieved rapid growth at arate
of 6.3%, which is more than double the EU15 (see Table 1-2-38).

With their accession to the EU as a turning point, and against a background of high levels of
education and linguistic ability, but wage levels lower than Western Europe; Central and Eastern
European countries have vigorously accepted direct investments from companies and loans from
financial institutions in the EU15 and other such countries. The enhancement of production capacity,
the transfer of technology, the introduction of efficient production control techniques, and the



procurement of the funds necessary for these activities have all been achieved smoothly, and this has
contributed greatly to the rapid growth of these countries. As a result, the productivity of Central and
Eastern European countries has improved drastically in recent years, and they have succeeded in
expanding their exports of products to Western European, Northern European and other such markets.

Table 1-2-38 Real GDP growth rate of Central and Eastern European countries

(year-on-year comparison, %)

2001 2002 2003 2004 2005 2006 2007
Latvia 8.0 6.5 7.2 8.7 10.6 11.9 10.5
Lithuania 6.6 6.9 10.3 7.3 79 7.7 8.8
Slovakia 34 4.8 4.8 5.2 6.6 85 8.7
|Estonia 7.7 8.0 7.2 8.3 10.2 112 7.8
Poland 12 1.4 3.9 5.3 3.6 6.1 6.5
Bulgaria 41 4.5 5.0 6.6 6.2 6.1 6.3
Romania 57 5.1 5.2 8.5 4.2 79 6.0
Slovenia 3.1 3.7 2.8 4.4 41 57 6.0
Czech Republig 25 19 3.6 45 64 64 5.8
Cyprus 4.0 2.1 19 4.2 40 4.0 4.4
|Malta -1.6 2.6 -0.3 0.2 33 34 31
|Hun@v 41 4.4 42 48 41 39 14

Source: Eurostat

(2) Factorsin the development of the European economy

As mentioned above, the sustained strength of the European economy in recent years has been
supported by a number of factors that are as a consequence of the expansion of the EU: (a) greater
intra-European trade and direct investment; (b) the inflow of labor from outside the region; (c)
expansion of the intra-regional consumer market; and (d) increased exports to China and Russia. The
following clarifies how the European economy, including Central and Eastern European countries, is
integrati ng and expanding within the region.

(Invigorated intra-regional trade and direct investment)

Inthe EU, intra-regional trade accounts for approxi mately two thirds of the trade value®, and since
2004, when the Central and Eastern European countries acceded to the EU, the value of intra-regional
exports has increased significantly®. The trade intensity index expresses the degree of closeness of
trade between two countries (or regions). For most countries, especially the EU15 countries, this index
is greater than one, suggesting that intra-regional trade is active. In particular, while trade has been
active between the EU15 countries, a comparison of the trade intensity indexes in 2000 and 2006
shows that the trade intensity index of many of the Central and Eastern European countries™® is rising,
with a focus on exports from EU15 nations to Central and Eastern European countries (see Table 1-2-
39). Underlying this is the increase in direct investment by the EU15 in Central and Eastern European
countries. The balance of direct investment from the EU15 to Central and Eastern European countries
has increased approxi mately 13-fold inten years, from€28.6 billion in 1997, to €371.1 hillion in 2007
(see Figure 1-2-40).

% See Figure 1-1-18.

3" The value of intra-regional exports in the EU27 has increased favorably. The year-on-year increase was
8.2% in 2004, 6.9% in 2005, and 12.5% in 2006.

3 Cyprus, the Czech Republic, Estonia, Latvia, Lithuania, Hungary, Malta, Poland, Sovenia, and Sovakia
joined the EU in May 2004, and Bulgariaand Romaniajoined in January 2007.



Table 1-2-39 Europeanintra-regional trade intensity index
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Figure1-2-40 Changesin direct inward investment intoCentral and Eastern European countries(stock)
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(Invigorated inflow of labor)

As the direct investment from the EU15 into Central and Eastern European countries expands, the
cross-border flow of people into the EUL5 is also increasing. Approximately 30% of immigrants
accepted into the EU15 nations come from Central and Eastern European courtries (see Figure 1-2-41).



This kind of immigrant workforce pushes up the potential growth rates of EU15 nations, and has
supported growth in the past. In fact, looking at the relationship between the rate of increase in
employees and the potential growth rate in the EU15, we can see a loose correlation in that potential
growth rates increase 0.81% for every 1% increase in the number of employees (see Figure 1-2-42).

Figurel-2-41 Changesin thenumber of imgrantsto theEU15 from Centrd and Eastern European countries
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Figure 1-2-42 Relationship between the potential growth rate and the rate of increasein employee numbersin the EU15
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(The growing intra-regional consumer mar ket)
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With their accession to the EU, the nominal GDP per capita of Central and Eastern European
countries has been increasing. As of 2000, only three of the 12 Central and Eastern European countries
had a nominal GDP per capita of more than US$10 thousand; but by 2007, this had increased to ten

countries (see Figure 1-2-43).
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At the same time, the private final consumption expenditure of Central and Eastern European
countries has increased approximately 2.2 times in the ten years from 1998 to 2007. As aresult of the
Central and Eastern European countries' accession to the EU, the contribution of these countries since
2004 to the overall increase in private final consumption expenditure in the EU has also increased™.
The entire European region appears to be in the process of forming an enormous consumer market (see

Figure 1-2-44)“.

Figure 1-2-44 Shifts in the percentage changein private final consumption expenditurein the EU by region

(year-on-year comparison, %)
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% The Central and Eastern European countries have achieved an annua growth in final consumption
expenditure of 12.2%, from €3,192 million in 2003 prior to their accession to the EU, to €5,068 millionin

2007.

“O Final consumption expenditure for the whole of the EU has grown a an annua rate of 4.5%, from

€58,883 million in 2003 to €70,274 millionin 2007.

(year)



(Increased exports to China and Russia)

The expansion of trade within the Eurasian continent, including Russia, China, India, and other
Central Asian countries, has also significantly contributed to economic growth in Europe. Until 2006,
the United States had been the largest supplier of imports to Europe outside the region, but since then,
the value of imports from China has exceeded the value of imports from the United States, making
China Europe’s largest import trading partner. In 2007, China's imports to the EU increased to
US$313.3 hillion (+ 29.6% compared to 2006), meaning that China continues to be Europe’s largest
supplier of imports.

Looking at exports from the EU15 to outside the region, as the proportion of exports to the United
States declines, the share of exports to Russia and China are increasing. Exports from Central and
Eastern European countries to outside the EU region also show that the proportions of exports to
Russia and China are increasing, while the percentage of exports to the United States is decreasing
(see Table 1-2-45 and Figure 1-2-46).

Table 1-2-45 The growing trade between the EU and Eurasian countries

Exports from the EU Impoarts to the EU (year-on-year comparison, %)
2003 2004 2005 2006 2003 2004 2005 2006
Russia 295 36.0 232 29.2 |Russa 3L2 3.7 34.6 233
China 40.7 279 6.9 250 |Chima 41.0 33.0 24.0 234
India 2.7 29.1 24.9 15.7 |India 238 28.1 16.7 19.4
Central Asia 217 54.5 8.6 365 |Certral Asia 9.9 76.7 39.9 36.3
U.S. 9.9 139 7.1 7.8 u.s 4.0 11.0 3.3 7.8
Japan 12.6 16.2 0.8 35 [Japan 17.7 13.6 -0.7 5.3

Note: Central Asia refers to: Kazakhstan, Kyrgyzstan, Tajikistan, Turkmenistan, and Uzbekistan.
Source: Eurostat.
Figure 1-2-46 Percentage of EULS and Central and Eastern European exports by country and region
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Looking at the breakdown in extra-regional trade movements by goods, exports of intermediate
goods and final goods to China have been increasing. On the other hand, there has also been an
increase in imports from China, especially for final goods. With respect to the Central and Eastern
European courtries, trade with Russia has been increasing in recent years, and the export of
intermediate goods and final goods to Russia has also been increasing (see Figure 1-2-47).



In this way, economic relations within the Eurasian continent, such as the EU'’s relationships with
Russia and China, have been growing closer as a consequence of the expansion of the EU (See

Column 1).

Figure1-2-47 Trend of trade by type of goodsin EU15 and Central and Eastern Eropean countries
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Source: RIETI-TID2007, Research Institute of Economy, Trade and Industry (RIETI).

(3) Risks faced by the European economy
(Risk of a business downturn caused by financial tightening)

The biggest concern for the risk of a downturn in the European economy is the uncertainty for
financial systems which has continued since 2007. Against a backdrop of the subprime mortgage
problem in the United States, lending standards have been tightening in European financial institutions
as well (see Figure 1-2-48). There are concerns that, if the losses experienced by European financial
institutions worsen, then there will be adverse effects on the real economy in Europe, including
significant impacts on capital investment by businesses and on the procurement of funds for
households to purchase homes.



Figure 1-2-48 Tightening lending standards practiced by European financial institutions
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(Flagging personal consumption due to accelerating inflation)

In Europe as well, there have been growing concerns in recent years over inflation due to rising
food and energy prices (see Figure 1-2-49). Soaring food and energy prices could restrict overall
consumption though reduced sel ective expenditure by consumers. Furthermore, soaring material prices
have also become a pressure factor on corporate profits, especially in the consumption goods and other
such sectors, where, amid a harsh competitive environment, rising costs are not being passed onto

consumers.
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(Widening current account imbalance of Central and Eastern European countries)

While rapid growth is continuing in Central and Eastern European countries, in all 12 countries,
the current account deficit is also increasing. The current account deficit as a percentage of nominal
GDP is on an upward trend in each of the countries, and in Bulgaria and Latvia in particular, it has
surpassed 20% (see Figure 1-2-50). This is due to the fact that, since joining the EU, these countries
have achieved economic growth in a manner that is heavily dependent on the inflow of private-sector
funds from Western and Northern Europe™. According to the IMF (2008), 40% of funds flowing into
Central and Eastern Europe are direct investment, and the remaining 60% are finance from Western
European banks®. Part of these overseas funds flow into real estate and consumer finance, and as a
result, it is suggested they gave rise to housing booms in the respective countries®.

Figure 1-2-50 Current account ba ance of Central and Eastern European countries (as a percentage of nominal GDP)
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Note: Top five Centra and Eastern European countries in terms of current account deficits as a percentage of nominal GDP.
Source: Eurostat.

In forecasting the future growth of Central and Eastern European countries, the most i mportant
issue is the extent to which finance directed at Central and Eastern European countries will be reduced
by the turmoil of the financial systems in Western Europe that has been caused by the US subprime
mortgage problem, and in particular, by the losses incurred by Western European barks. If loans were
all withdrawn at once, this would give rise to a fall in domestic asset prices and a contraction of
finance, and it is anticipated that there would be a considerable impact on businesses and househol ds*.

4L According to “Financial Globalization” (B1S, 2006), the percentage of total assets held by forei gn-owned
banks in Central and Eastern Europe is more than 90% in the Czech Republic, and about 70% in Hungary
and Poland.

42 Until the first half of 2007, assets held by Western European banks in Central and Eastern European
countries amounted to US$1 trillion.

3 Since the end of 2003, housi ng prices have risen more than three-fold in Latvia, and more than two-fold
in Bulgaria, Estonia and Lithuania (“ World Economic Outlook April 2008” (IMF)).

“To date, signs of a contraction in bank financi ng have been largely confined to the Baltic states of Latvia
and Estonia. However, loan conditions to these countries have been tightening since from before August
2007 when the subprime mortgage problem in the United States surfaced (above-mentioned IMF (2008)).



The IMF (2008) lists the following three risks as being faced by the economies of Central and
Eastern European countries; (a) the risk of Western European banks withdrawing finance to Central
and Eastern European countries in order to compensate the losses arising from the US subprime
mortgage problem, or, faced with rising capital costs and risk spreads, reducing the capital or
tightening their loan conditions for Central and Eastern Europe; (b) the risk of rapid declines in
international competitiveness or decreases in investments from overseas due to wages rising in excess
of the rate of productivity growth, or, in cases where much of the finance has been invested in the
housing market in the form of mortgages, of credit risks being reviewed as a consequence of a
shrinking housing market; and (c) presuming that much of the funds flowing into Central and Eastern
Europe are the funds of oil-producing countries and primary commodity exporters, the risk of these
funds drying up as the world economy slows. Furthermore, in order to deal with these risks, the IMF
(2008) states that it is necessary for Central and Eastern European countries to develop effective fiscal
and monetary policies.

As shown above, Europe needs to carefully watch the emerging finance-related and price-related
risks, including those in the Central and Eastern European countries which have been the driving force
behind growth in Europe to date.

[Column 1] Theflow of trade around the Eurasian continent: the emergence of a new Silk Road

Since 2006, the biggest supplier of imports to the EU has been Chi na’>. On the other hand, the EU
has also become the biggest export destination for China. Viewed from the perspective of China's
export destinations, in 2007, the value of exports to the EU exceeded those to the United States, which
had previously been China’s biggest export destination. In this way, trans-Eurasian trade between the
EU and China is expanding.

Trans-Eurasian trade is not limited to just trade between the EU and China.

Reflecting the favorable economic conditions of countries within the EU region, in recent years,
the EU has also expanded its imports from resource-rich countries within the Eurasian continent,
including Russia, the Central Asian countries46, and the GCC countries. Increases in the export of
resources to the EU and the dramatic rise in resource prices have meant that those countries, which
have enjoyed increased exports, have also achieved rapid economic growth in recent years, and
consequently consumption has also increased. As a result of this growth in consumption, these
countries have also increased their imports from China, thus creating a flow of trans-Eurasian trade.

“5In 2006, the value of imports from China to the EU amounted to US$241.8 billion (23.3% increase from
2005), surpassing the United States (US$217.4 hillion in 2006) which had previoudly been China s biggest
export destination. In 2007, the value of imports from China to the EU grew to US$313.3 hillion (29.6%
increase from 2006), meaning that Chi na continues to be the EU’ s biggest supplier of imports.

“® Five countries of: Kazakhstan, Kyrgyzstan, Tajikistan, Turkmenistan, and Uzbekistan.




First, looking at the value of imports to the EU from Russia, the Central Asian countries and the
GCC countries, between 2000 and 2007, imports increased by US$116.7 billion (3.4 times), US$15.0
billion (4.7 times), and US$20.8 billion (2.0 times) respectively. If we include the increase in imports
from China (US$245.5 billion), then approxi mately 40% of the increases in exports to the EU between
2000 and 2007 were due to the increases in these countries and regions.

Most of the items imported to the EU from Russia, the Central Asian countries and the GCC
countries are resources, such as petroleum and aluminum. It is believed that these have increased,
partly on the back the dramatic rises in resource prices.

Next, looking at the value of China’s exports to Russia, the Central Asian countries and the GCC
countries, between 2000 and 2007, exports increased considerably by US$26.2 billion (12.8 times),
US$12.0 hillion (18.3 times), and US$24.0 hillion (7.5 times) respectively. While the total value of
China's exports increased 4.9-fold, from US$246.2 billion in 2000 to US$1218.1 bhillion in 2007,
exports to each of the above regions and countries have increased at a rate far in excess of this.
Furthermore, although the share of China's total exports in 2007 accounted for by the exports to
Russia, the Central Asian countries and the GCC countries is relatively small at 6%, on a year-on-year
basis, the rates of increase in the value of exports from China to each of these countries were 79.9%,
64.1%, and 50.9% respectively. Each of these is above their respective rates from 2006, meaning that
the trend of expansion is strengthening.

Most of the items exported from China to Russia, Central Asia, and the GCC are clothing,
electrical equipment, and machinery. However, other trends can also be seen: for example, the export
of passenger cars and other transportation equipment from China to Russia increased dramatically
from US$5 millionin 2000 to US$1,915 millionin 2007.

As mentioned above, reflecting the favorable economic conditions of countries within the EU
region, in recent years, resource-rich countries within the Eurasian continent which had expanded their
exports to the EU, have increased their imports of final goods from China, thus creating a flow of
trans-Eurasian trade.




Column Fgure 1-1 Expansion of trade on the Eurasian continent (2000—2007)
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Note: EU refers to the aggregate of the 25 EU countries.
Source: World Trade Atl as.

Column Figure 1-2 Changes in export vaue from China to various countries
and regions by item

(unit: US$ million)

2000 | 2001 || 2002 | 2003 | 2004 | 2005 | 2006 | 2007

Clothing 245 180 279 500) 773 1043 1739 6590

Electrical equipment B 155 310 515 838 1422 2157 3720

Russia | Machinery 61 3| 197 435) 537 839 1541 2655
Transportation equipment 5 1 23 57] 97] 245 585 1915

Iron and steel products 2) 2 4 5 25 66 254 718

Clothing 48] 7 74 226 49 808 1612 3010

Central Electrical equipment 28 4 61 135 202] 321 445 790
Asa Machinery 54 98 172 281 253 435 642 1,156
Transportation equipment 11 s 17 23 53} 139 286| 728]

Iron and steel products 12 13 24 37 42 214 236 437

Clothing 390) 426 575 926| 1083 1231 1286 3145

Electrical equipment 422 553 815 1238 1553 1996 2619 3698

GCC [[Machinery 274] 309 448 736] 1201 1891 2934 4,39
Transportation equipment 93| 109 144 198 306 437 1,049

Iron and steel products 02| 151 199 25| 363 584 1017 1676

Note: "Clothing," "electrical equipment,” "machinery," "transportation equipment,” and "iron and
steel products’ refersto HS 61, 85, 84, 86, and 73 respectively.
Source: World Trade Atlas.




