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What' s Wrong with Japan?

Winners and Losers
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Japan and Germany lag behind U.S.

GDP and Productivity Growth
In the Business Sector

Percentage changes at annual rates
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Barriers to entrepreneurship and venture capital activity
1995-98

Venture capital investment in early stages and expansion as a percentage of GDP, 1995-98
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Network expansion and GDP growth

Network expansion (fixed network, cellular mobile, Internet hosts weighted by usage) CAGR%, 1995-1999
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Business Start-ups and Closures

U.S.

in Japan and the U.S.
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High Cost Structure Yr2000
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Urgent Need for Reform of Language Education

Comparison of TOEFL average scores by Country TOEFL average scores (99-00) I
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The New Japan Reality: The Need For Specialists,
Not “Salarymen”, Creates Rising Income Inequality
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“Without Structural Reforms, There Can Be No

Economic Recovery.”

Seven Programs of Koizumi's Reform
(“Basic Policies for Macro-Economic Management”)

1.

2.

Privatization / Regulatory reform : Maximizing use of
private sector

The “Support Challengers” Program : A social system
that encourages individual ability

. Strengthening Welfare and Insurance : Making

people feel secure and stable

. Doubling Our Knowledge Stock : Human capital

development through individual choice

. Lifestyle Revolution : Creating an infrastructure that

allows people to live and work as they like.

. Local Independence and Revitalization : Empowering

local governments to the maximum

. Fiscal Reform : Creation of a simple, efficient

government suitable for the 21st century




Supply-Side Reform for

!'_“ Selection and Concentration.”

Commercial Code Revision, Bankruptcy
Laws, Global Accounting Rules, etc. to

provide legal and accounting tools for
corporate restructuring.
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Menu for Corporate Restructuring

(1) Utilization of Holding Companies

(2) Mergers and Acquisitions

(3) Spin-offs and Split-offs (Corporate Divestitures)
(4) Enactment of Industrial Revitalization Law

(5) Enactment of Civil Rehabilitation Law : Japanese
Chapter 11, DIP finance

(6) Stock Options

(7) Corporate Tax Systems

(8) Corporate Accounting Rules

(9) Corporate Governance Rules

(10) Pension Funds and Employment Policy: 401K

(11) Further Reform of the Commercial Code (Outside
Directors) 12



Power of Modularity
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Power of Modularity
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Why Regulatory Reform?

Underlying ideas:

= Stimulating competition promotes greater
management efficiency and induces dynamic
innovation, which hence leads to economic growth.

= Regulations must be competition-enhancing.

= EXcessive regulations, which impede the market
to work efficiently, must be eliminated.

= Both the developed and developing countries
need continuous efforts in regulatory reform
so as to keep pace with fast-evolving economic
environment.

15



Trade and Investment Nexus

This is increasingly important due to
globalisation:

= Companies try to optimise their corporate strategy
and management resource allocation from a global
perspective; i.e. a company can choose a country.

= As globalisation evolves, active use of global
resources (goods, money, people, technology,
information, etc.) becomes increasingly important for
economic growth.

= Therefore countries need to ensure that their
domestic regulations do not impede cross-
border corporate activities.

16



Globalization isthe most | mportant Driving Force for Reform.




Declining Japanese Motor Vehicle Exports to the US
Coupled with Rising Production in the US
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Textile Industries in East Asia

Changes of International Competitiveness of
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“IsChinaa Threat or an Opportunity?’

Oltisinevitable for business to take advantage of cost differences.
Labor costs in China (Japan=100)

. 1990 China average 2.16, Shanghai 2.95

2000 China average 3.59, Shanghai 7.09
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Domestic Regulators vs Trade Policy Makers

= Thus the primal objective of domestic
reqgulatory reform is essentially in line with
that of external economic policy.

= However, problems may arise when domestic
regulators and trade policy makers are not well co-
ordinated within the government.

= Regulators may claim that trade policy makers
excessively promote unnecessary regulatory reform
yielding to external pressure if they need such
regulatory reform primarily for domestic reasons.

= This is exactly what we are observing in the
DDA process.

21



Regulatory Issues in DDA

Widening scope of the WTO agenda under the
globalisation

- Services, investment, environment, competition, etc.

..

= “Behind-the-border” measures become increasingly
relevant to the trade and investment liberalisation

= But the regulators are not always able to fully take
into account the trade and investment implication of
domestic regulations

22



External Economic Policy Challenges

- Promotion of Free Trade and Cross-border Systemic Harmonization -
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Towards Integration of domestic and
external economic policy

Real challenge is how to realise the integration of
domestic and external economic policy.

= Rationale of regulatory reform and trade/investment
implication of domestic regulations should be well-
understood both by domestic regulators and trade
policy makers.

= But this may not be easy.

= China is using WTO as a tool for domestic
economic reform.

= Japan’s recent experience may give us some ideas
for this challenge. 24



Japan’s Case

= The economic malaise of the 1990s has revealed
fundamental structural problems of the Japanese
economy and the need for regulatory reform.

= Since then Regulatory Reform has been prominent
on Japan’s political agenda.

<Examples>

Financial Services: Comprehensive reform package known as
the “Big Bang” initiated in 1996

Electric Power: Enabled Independent producers (IPPs) to
supply the electricity in 1995

Retail Distribution: Eliminated the commercial adjustment
provision in regard to market participation in 1998

25



Japan’'s Regulatory Reform and WTO
Negotiation

Telecommunications:

- Barriers between domestic and international operations (I.e., between
NTT and KDD) eliminated during 1997 and 98

- Demand/Supply adjustment in regard to market participation eliminated
in 1997

- Number of tele‘cﬂo’m carriers increased from 3,260 (FY1995) to 9,349
(FY2000)

_ Telecom (1993 - 1997)
Uruguay Round service negotiation

1]
Finance: ~

- Comprehensive reform package known as the “Big Bang” initiated in
1996.

- Complete implementation in 2000 achieved a wide range of deregulation
of controls of entry, pricing, commissions and the creation of new
products.

- Banks, insurance companies, securities firms became able to enter into

each other’s line of business 26



Japan’s Case

= The challenge today is to deepen and speed-up the
regulatory reform underway.

= Stronger initiative is required as regulatory reform
targets more complicated issues.

- With the current Administration’s slogan “Structural Reform without
Exception”, in addition to the major sectors such as financial services
and telecommunications, current focus is also on the public
service sectors including medical and health services and
educational services.

- Those sectors are considered to have been over-protected in the
name of social policy and therefore have much room for

innovation-enhancing regulatory reform.

= The Japanese Government is pursuing this objective
by top-down approach with some trans-ministerial
initiatives.




Japan’s Case

Some “devices” to promote regulatory reform include;

Council for Regulatory Reform (established in 2001)
- An independent advisory body for Prime Minister

- Comprehensively investigating the existing regulations and
drafting 7hree-Year Program for Promoting Regulatory Reform,
which sets a specific target for each Minister to promote
regulatory reform

Structural Reformt' Special Zon€' (introduced in 2002)
- “Path-finder” approach by introducing experimental deregulation
in a certain geographical area

- Local governments, private companies etc. can make proposals
directly to an independent authorising body under Prime Minister,
not to each Minister responsible for relevant regulations

28



[llustrative Image of
‘S tructural Reform " Special Zonée”

“Special Zone” for Education

- where private entities including profit—-making companies are allowed to establish and run
formal educational institutions, while only non—profit specially—permitted— juridical-persons
are currently allowed in other regions.

“Special Zone” for Medical Services

- where private entities including profit—-making companies are allowed to establish and run
hospitals to give medical services of a certain kind, while only non—profit specially—
permitted—juridical—persons are currently allowed in other regions.

“Special Zone” for International Integration

— where foreign engineers, tourists, students can obtain visas more easily and/or longer than in
other regions.

eg. IT engineers’ can stay for 5 years instead of 3 years.

eg. The limit for the number of foreign workers whom each company can employ for the training

purpose is eased.

Agriculture International Transportation Welfare

Local Government Restructuring New Energy Source and Recycling

z) 29



Japan’s Case

Prime Minister

Trans-ministeria level

Council for Structural
Regulatory Reform
Reform “Special Zone”

T

op-down approach

——|_Topdown pprocch |

______________________________________ { Relevant regulatory bodies

(Ministries)

|

30



Japan’s Case

= Moreover, integration of domestic regulatory reform
and external economic policy is promoted through:

Investment Council (re-started in 2002)

- An independent council led by Prime Minister to consider how to
promote foreign inward investment to Japan including the
promotion of relevant regulatory reform.

- The target is set to double the current balance of foreign
investment within 5 years.

- METI, responsible both for domestic regulatory reform and
external economic policy, is mandated to support the Council.

31



Japan’s Case

Plus:

Special Working Group for Promoting International

Economic Integration (established in March 2003)

- Established under the Council for Regulatory Reform, aiming to
promote WTO and other trade policy agendas including FTAs.

- This means that regulatory reform will be considered primarily
in the context of WTO and FTAs.

- The regulations to be considered may include those relating to
“movement of natural persons”.

32



Inward FDI / Outward FDI

(Cumulative investment balance) Comparison by Country 1999-2000
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Foreign Direct Investment
into & from Japan

Substantive increase in Inward FDI relative to Outwarg
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Inward FDI by country

(Cumulative investment balance / Nominal GDP 1999-2000)
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Japan’s Case

‘Rebirth of Japanese Charm’ in the General Policy
Speech by the Prime Minister Koizumi on January 31, 2002

“Foreign direct investment in Japan will
bring new technology and innovative
management methods, and will also lead to
greater employment opportunities. Rather
than seeing foreign investment as a threat,
we will take measures to present Japan as
an attractive destination for foreign firms in
the aim of doubling the cumulative amount
of investment in five years.”
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Japan’s Case

Prime Minister

Trans-ministeria level

Council for Structural

Regulatory Reform | négirzﬁm
Reform “Special Zone”
Special Working Group co-ordination | Support

Economic Integration

for Promoting I nter nationalj

[ METI }
Top-down approach

f Relevant regulatory bodies
L (Ministries)
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What are New METI s Missions?

M.I.T.I. was restructured into the Ministry of
Economy, Trade and Industry as of
January 6, 2001.

New mission is Economic Reform /Restructuring

Three Basic Principles to Re-allocate Resources

1) from Public to Private
2) from Regulation to Liberalization &

3) from Monopoly to Competition.
Creating an External Driving Force for Reform
Aiming at the Revitalization of Japan’s Economy.
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< Main Regional Groupings >

NAFTA
Population: 411 million
GDP: US $ 11,100 billion

CHINA
Population: 1,266 million
GDP: US $ 1,080 hillion

EU

population: 376 million
GDP: US $ 7,837 hillion

JAPAN
Population: 126 million

GDP: US $ 4,760 billion
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Multi-layered approach

Japan is promoting EPAswith closely related countries and regionsin
the economic sense, aswell asworking toward the WTO new round
for establishing global rules.

Japan’s external economic policy

<Multi-layered approach >

awTo

- Essential foundation for a free trading system (144 members)
*Provision of multilateral trade rules through Round negotiations

External economic
policy challenges

B Free trade and cross-border systemic

¥ Regional Cooperation
deregulation

- Strengthening of ties with selected countries and regions

M Worldwide trend toward regiond (e.g. APEC)

integration
¥ Bilateral cooperation

- Japan is moving away from dealing with individual cases of trade
| | friction to enhance more broad-ranging ties
(e.g. Japan-Singapore, Japan-Mexico, Japan-Korea, etc.)

W Domestic economic structural reform

| ntegration of domestic and

exter nal economic policies
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Key ideas

m Regulatory Reform facesalot of challenges: it
may be better pursued by top-down approach with
leader’ s strong initiative rather than bottom-up
approach.

= Integration between domestic and external
economic policy may be better promoted with
some organisational devices.

= Inward-investment promotion can be a good
driving force to integrate domestic and external
economic policy.
41



Restructuring or Boneyard
. the Need for Speed

While restructuring our Company in the 1980s, we spent much
of our time talking about the accelerating pace of change: in world
politics, in technology, in product introduction and in the increasing
demands of customers. We don’t have to do that anymore. Change
Is in the air. Newspapers and networks hammer it home daily. GE
people today understand that pace of change, the need for speed,
and the absolute necessity of moving more quickly in everything we
do, from inventory turnover, to product development cycles, to a
faster response to customer needs. They understand that slow-and-
steady is a ticket to the boneyard in the 1990s.

“To Our Share Owners” (1990 Annual Report ) of GE
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