








effectiveness and international
competitiveness;

» Strengthen the Securities and
Exchange Surveillance Commission;

* Speed d evelopment of commodities
and derivatives markets;

e Further liberalize financial services
regulation.

Banking and Finance, Insurance, and
Asset Management

* Adopt global best practices in
consumer finance and consumer
protection;

* Improve the Policy Protectio n
Corporation and fully liberalize the
bank sales channel to maximize
benefits for consumers;

e Reform the defined contribution
pension system;

e Reform the rules for investment
trusts;

¢ Continue to pursue reforms that
promote Japan as an asset
management hub.

Chapter 6 — Healthcare System

The ACCJ welcomes the Government of
Japan’s commitment to reforming its
national healthcare system to address
challenges brought on by an aging

society and a declining population. The
government is urged to focus on reforms
that bring about a healthcare system that
facilitates speedy patient access to the
best medical technologies,
pharmaceuticals, and services the world
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has to offer. More specific reforms
contained in Chapter 6 include:

Medical Devices — Improve System
Efficiency and Fairness

Healthcare reform in the area of medical
devices should address several
fundamental issues:

¢ |nefficiencies in the healthcare
system,;

* The slow and cumbersome approval
process for new medical
technology;

* The system for establishing
reimb ursement rates.

Pharmaceuticals - Reward
Innovation and Streamline Approval
Process

Reforms necessary in the area of
pharmaceuticals include creating an
efficient, science -based regulatory
approval for new technologies,

fundamental revision of the current drug
pricing rules, recognition and reward for
innovation in the pharmaceutical

industry, full protection of intellectual
property rights, support for R&D and
improvements in the reimbursement

system for medical treatments, increased
commitment of fiscal resources, and
improved patient access to information.

Healthcare Services — Expand
Choices for Patients and Providers

Permitting medical institutions to operate

as commercial corporations would

expand the choices available to

healthcare providers as well as patients.
The new sources of capital financing for
doctors and hospitals would also attract
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new providers to the healthcare services
market and stimulate innovation and
diversity in healthcare. Patients would
continue to have the freedom to choose
their hospital, and healthcare providers
organized as corporations would be
subject to the same regulatory standards
as their peers who are organized in
different forms.

Chapter 7 - Physical Infrastructure
and Air Transport

Physical infrastructure has taken on
heightened importance as globalizing
markets have increased demand for the
rapid movement of people and goods
across borders. Japan’s economic
prominence depends on a vast physical
infrastructure to support its regional and
global commerce. Japan, however, pays
an unnecessarily high price through over-
regulation, high operating costs, and
inadequate or redundant infrastructure,
in part due to low external competitive
pressure. This has hindered Japan’s
international competitiveness and
threatens to reduce its role as a nexus
for trade in Asia and globally. Some of
the ACCJ’s recommendations contained in
Chapter 7 to counter these trends follow.

Increase Transparency and Dialogue
with Stakeholders and Ensure a
Level Playing Field

The Government of Japan is urged to
provide all stakeholders with a fair
process for engaging in dialogue on
issues related to airports, aviation,
customs, and the privatization of Japan
Post.
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The ACCJ also urges the Government of
Japan to increase the transparency with
which it conducts oversight and planning
of its national air transport system,
including commercial, business, and
cargo aviation. Increased transparency
and discussion with the airline industry in
the government’s decisions on changes
to Narita, Haneda, Komaki, and Kansai
airports, among others, could have led
the government to consider these
changes with a better understanding of
the likely costs and benefits.

A level playing field can exist only if all
express delivery and value-added
services — whether offered by a
government-owned company or a private
carrier — are regulated in the same
manner. The ACCJ] thus urges the
Government of Japan to ensure that
Japan Post (and, after corporatization in
October 2007, the Postal Delivery
Corporation) is subject to identical
regulations as its private sector
competitors, including customs
clearance, transportation, and security
regulations, with no cross-subsidies
among the postal products or operating
companies.

Chapter 8 - Information Technology
and Communications

In recent years, Japan has become one
of the world’s most advanced information
technology (IT) countries, especially in
the development of broadband
infrastructures, use of sophisticated
mobile phones, and e-commerce
markets. Japan also has one of the
lowest Internet costs in the world. But



progress has been uneven, especially in
the development of Internet sales.

The Government of Japan’s IT strategy
identifies information technology as
critical to achieving the structural reforms
necessary to meet Japan’s needs in a
broad range of areas, setting as a
national goal the creation by 2010 of a
“ubiquitous network society.” This is an
admirable goal, and one that will require
sustained and cooperative effort by the
government, private sector, and
academia to achieve. Recommendations
set forth in Chapter 8 include:

Minimize the Government’s Impact
on the Market

Promoting innovation through open
competition is the key to achieving the
government’s goal of creating a
“ubiquitous network society.” The
government’s successful promotion of
broadband diffusion was accomplished in
this fashion and should be used as a
model.

The ACCJ urges the Government of Japan
to refrain from micro-managing the
development of IT and applications.
Governments contribute to innovation by
sustaining an environment that allows
companies and individuals to compete in
the marketplace to bring new ideas and
technologies to the consumer. Attempts
by governments to “pick winners” or to
favor one technology over others, distort
the competitive discipline of the market
and ultimately slow innovation. The
Government of Japan is urged to consider
this as it weighs its role in information
security and privacy, IT procurement,
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telecom policy, and the protection of
intellectual property rights.

Chapter 9 - Consumer Products and
Food

Consumer products and food markets
annually generate 35 percent of all retail
business in Japan, providing a solid base
for creating a more balanced economy
driven by domestic demand. Today,
consumer goods everywhere can be
found in greater variety, higher quality,
and with lower prices than ever before.
However, although Japanese producers of
manufactured goods have often been at
the forefront of extending the benefits of
consumer products to consumers around
the world, Japan’s own consumers lack
full access to the world’s most innovative
products in several key areas. Some of
the ACCJ’s recommendations from
Chapter 9 include:

Facilitate Fair and Transparent
Regulation

To help businesses ensure that Japanese
consumers can make informed choices
and have access to the world’s most
innovative products with minimum lead-
time and without unnecessary cost or
risk, the ACCJ urges the Government of
Japan to create simple, fair, and
transparent regulations consistent with
global best practices. Allowing all
stakeholders meaningful opportunities to
comment on proposed rules would be an
important step in the right direction.

The ACCJ also recommends streamlining

the approval process for specific additives
commonly used in the United States and
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Europe and using a single standard for
both imported products and those
already approved in Japan.

Chapter 10 - Legal System

Although different kinds of legal systems
can facilitate the development of large
market economies, no one doubts the
importance of having one that meets the
needs of the domestic economy and is
compatible with global practices. A solid
legal infrastructure is conducive to
providing efficient international legal
services to domestic and foreign
companies and individuals, which will
contribute significantly to the health of
Japan’s economy.

Japan’s postwar legal infrastructure
enabled it to achieve unprecedented
economic success from the 1950s
through the 1980s, but the economic
malaise of the 1990s and the explosion in
intellectual property that came with the
globalized IT era convinced the
government that substantial reform was
necessary. Pursuant to a blueprint issued
by the Cabinet Legal System Reform
Council in 2000, the Government of
Japan implemented major changes to
Japan’s legal system, perhaps most
dramatic of which was to introduce public
lay participation in the criminal justice
system dealing with violent crimes.

Consider Further Legal System
Reform

Despite this notable progress, the ACCJ
has a number of recommendations for
the Government of Japan as it continues
reforming its legal system. Some of the
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recommendations contained in Chapter
10 include: increasing the efficiency of
court hearings through more effective
and transparent pre-trial procedures,
extending the public comment period to a
full 60 days and to include government-
drafted legislation submitted through the
administrative process, implementing
measures to further strengthen corporate
governance in Japan, utilizing global best
practices in revising the criminal sanction
system, removing limitations on foreign
lawyers and law firms operating in Japan,
and developing clear and consistent
privacy rules.

In addition, the government is urged to
communicate to ministries and agencies
its support of the No Action Letter
system, educate them on how to
effectively implement the system, and
have them proactively encourage the
submission of requests for No Action
Letters to those with questions regarding
regulatory interpretation.

Chapter 11 - Human Resources

In an increasingly integrated global
economy, national and corporate
competitiveness are closely linked to the
availability and flexibility of human
resources. Human resources encompass
education for the training and retraining
of workers, the ability of companies to
make changes to their work forces in
response to changing business
conditions, the ability of workers to
choose from a variety of employment
options at various stages in their careers
(i.e., labor mobility), and immigration
policies that allow a country to bring in



workers to supplement and complement
its domestic work force.

Japan has been justifiably proud of its
economic accomplishments. However,
changing economic realities, increased
competition for foreign direct investment,
and its rapidly aging population are just a
few of the powerful forces at work that
require it to re-evaluate many of the
assumptions and components of its post-
war economic system, including those
that affect human resources. Some of
Chapter 11’s recommendations follow.

Devote Effort to Modernizing Key
Human Resources

With the fastest aging population in the
world, Japan needs a labor market that
provides ready access to talented, mid-
career individuals; an immigration policy
that makes it easier for foreign
executives, workers, and support staff to
work and live in Japan; and an
educational system to train workers for
globalized business.

The ACCJ urges the Government of Japan
to consider a wide array of reforms,
including: improving the teaching of
English at all levels of the educational
system; encouraging more competition
and differentiation among Japanese
universities; providing recognized Foreign
University, Japan Campuses with the
same tax status as recognized Japanese
universities; revising the current Labor
Standards Law to more clearly define its
abusive dismissal doctrine; establishing
clear statutory rules concerning changes
in working conditions; and implementing,
in a comprehensive and proactive way,

Executive Summary

policies and procedures that will facilitate
the entry and integration of foreigners
and their families.

Chapter 12 - Government Reform,
Procurement, and Privatization

Efficient, predictable, and transparent
government administration is key to
achieving sustained growth in any
economy. The Government of Japan has
taken a range of measures in recent
years designed to streamline and
improve its core functions, including
strengthening competitive bidding
procedures and passing legislation to
privatize state-owned enterprises (SOE).
However, more work must be done in
government procurement and
privatization of SOEs, two areas where
actions by the government have
tremendous impact on the marketplace.
Recommendations from Chapter 12
include:

IT Procurement — Promote Open,
Transparent, and Streamlined
Processes

The ACCJ urges the Government of Japan
to reform its IT procurement policies to
further promote openness and
transparency. Its policies should also be
neutral with respect to competing
technologies, ensure equal opportunity
for all companies, eliminate unnecessary
layers, and utilize a “lifecycle” approach
to cost assessment. The ACCJ notes that
information technology utilization in
education, healthcare, and security could
benefit from greater attention and
resources from the Government of Japan.
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Public Works — New Framework
Needed

Though enormous, Japan’s public works
market remains mostly closed to foreign
companies and is riddled with dango
(bid-rigging) and other collusive
behavior. The ACCJ welcomes the
measures already taken to deal with
these difficult issues, but urges the
Government of Japan to heed the advice
of a recent independent panel, whose
experts recommended the establishment
of an entirely new framework for public
works procurement, with transparency,
accountability, efficiency, and fairness as
its key components.

Defense Procurement — Enhance
Flexibility, Practicality of System

In an age of global terrorism, providing
for national security has taken on new
complexities that place additional
pressures on defense planners and
budgets to adopt rational, flexible, and
well-reasoned procurement and R&D
policies and practices.

The ACCJ urges the Government of Japan
to implement changes that will greatly
increase Japan’s defense procurement
efficiency while enhancing defense
industry competitiveness and national
security. Adoption of multiple-year
equipment purchases, more flexible
licensed production programs, more
practical payment schedules, and
increased incentives for efficiency are
just a few of the many reforms the
Government of Japan is urged to
examine.
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Privatization of SOEs - Implement
Global Best Practices

Like many other nations, Japan has
begun privatizing its state-owned
enterprises and other public economic
entities. In undertaking this vitally
important task, the ACCJ urges the
Government of Japan to apply well-
established best practices set forth by the
OECD, the World Bank, and other
international organizations to ensure the
creation of a level playing field among all
competitors and to prevent political
forces from influencing the process.
These best practices include: clearly
defining “privatization,” setting clear
objectives, maintaining strong a political
will and effective communication
channels, providing opportunities for all
stakeholders to comment, and
constructing an effective regulatory
framework on a level playing field.

Chapter 13 - Japan in an Integrating
Asian Economy

Over the past decade and a half, Japan
has largely followed a path of increased
integration with other Asian economies.
While foreign direct investment between
the United States and Japan remains
strong, bilateral trade has remained
relatively flat over the past five years, as
both countries have been lured by the
attractive opportunities in other parts of
East Asia. As an example, Japan’s overall
trade with China now substantially
exceeds that with the United States.



Work Together to Promote Regional
Integration

The U.S.-Japan bilateral economic
relationship is deep, longstanding, and
will be increasingly vital to the two
countries’ future success as they deal
with these challenges. The ACCJ
welcomes growth in trade and
investment in the Asia-Pacific as critical
to building a stable environment for
further cooperation. The ACCJ believes
the strength and vibrancy of the U.S.-
Japan political and economic relationship
will continue to play an increasingly
critical role in fostering the conditions
necessary for this growth in the Asian
region. Recommendations from Chapter
13 include:

The ACCJ urges the governments of
Japan and the United States to support
regional Asian initiatives to promote
trade and investment liberalization,
enhance economic integration, and
facilitate ease of doing business
throughout Asia. In addition, the ACCJ
urges Japan and other Asian countries to
recognize the constructive role that the
United States and U.S. companies play in
such initiatives and avoid exclusionary
mechanisms while supporting WTO
principles.

Chapter 14 - International Systems
and Bilateral Economic Dialogue

With institutions now including the World
Bank, the IMF, and the WTO, the postwar
economic system created toward the end
of World War II has fostered tremendous
global economic growth. The ACCJ
believes the WTO Doha Round remains
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the most important vehicle for pushing
further economic liberalization and
integration across the globe. Negotiators,
however, have so far been unsuccessful
in overcoming the tough challenges in
negotiating a deal that would reduce
barriers to trade in the highly sensitive
agricultural area. The ACCJ has included
a number of recommendations for the
governments of Japan and the United
States in Chapter 14, explained in part
below.

WTO Doha Round and Agricultural
Reform

The ACCJ urges the Government of Japan
to make comprehensive agricultural
reform a strategic priority. Because
completion of the Doha Round is so
important, the Government of Japan
should take decisive action to carry out
its announced intention to change the
basic emphasis of its agriculture policy
from protecting the shrinking agriculture
sector to enhancing the international
competitiveness of Japanese agriculture
products where they have a potential
competitive advantage.

Economic Integration Agreement and
a New Mechanism for Further
Bilateral Economic Integration

Whatever the result of the Doha Round,
conditions for greater bilateral economic
integration between the United States
and Japan are excellent. In addition to
their efforts to bring the Doha Round to a
successful conclusion, Japan and the
United States should initiate talks on
laying the groundwork for an Economic
Integration Agreement (EIA)
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encompassing a broad vision of
cooperation in areas such as standards
and certification, IT security, intellectual
property rights, as well as security and
trade. An EIA between the world’s two
largest economies could help break the
logjam on agriculture and spur progress
in multilateral forums like the WTO.

The ACCJ also calls for a new bilateral
mechanism to restructure and
reinvigorate the U.S.-Japan Economic
Partnership for Growth. The mechanism
should include a U.S.-Japan Ministerial
Economic Forum, where Cabinet-level
leaders would meet twice a year to
discuss key bilateral, regional, and global
strategic issues facing the two economies
and possible areas for cooperation, not
only in the bilateral context, but in
regional and global contexts as well.

The new bilateral mechanism should also
include a set of U.S.-Japan Economic
Cooperation Working Groups, which
would address immediate issues and
identify areas where material benefit
could be gained through further bilateral
economic cooperation, including, but not
limited to, the following areas:
Macroeconomic Coordination; Financial
Systems; Healthcare Systems;
Environment and Energy; Human
Resources; Physical Infrastructure and
Air Transport; Information Technology
and Communications; Legal Systems and
Corporate Governance, Transparency and
Competition Policy; Consumer Products;
Enhancing Competitiveness in
Agriculture; and State-Owned
Enterprises.
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Conclusion

The chapters that follow will provide a
discussion of the context and relevant
challenges for the Japanese economy,
the progress that has been achieved, and
recommendations for further actions. The
recommendations are designed to
improve the international business
environment in Japan based on key
global success factors.



Chapter 3 — Success Factors for
Growth in a Globalizing Economy

Context: Initial Reforms Bearing
Fruit

Japan has finally emerged from more
than a decade of economic stagnation,
with the current expansion the longest in
the postwar period. Massive public
spending and robust U.S. and Chinese
export markets have offset deflation and
weak domestic demand. The private
sector has largely wrung out excessive
debt, capacity, and labor. Banks are
lending again; wages have shown signs
of rising; and economists are predicting
continued solid growth in the near term.

Whether these trends will lead to the
sustained 2.2 percent real economic
growth target set by the government in
July 2006 for the next decade, however,
will depend on progress by the new Abe
Administration in carrying out and
extending the economic reforms that
began in the early 1990s and accelerated
during the five and one-half years of
Koizumi Cabinets. The proposed reforms
are broad and deep. Under slogans such
as “without reform there will be no
growth” and “all that can be
accomplished by the private sector
should be left in the hands of the private
sector,” the basic objective is to
transform the Japanese economy’s
reliance on administrative guidance to
more market-based approaches for
providing the Japanese people with
better standards of living, and for
contributing to global economic growth.

Reforms in the financial sector, especially
banking, have laid the foundation for
putting the domestic economy on a
broader and firmer market foundation.

Syndicated loans have reached more
than one-half of those in the United
States, and stocks and trust funds
account for 15.4 percent of household
assets, far above traditional levels. Under
government pressure, greater market
discipline in lending has removed one of
the primary causes of non-performing
loans, stimulated corporate restructuring,
improved and strengthened accounting
and financial management, and brought
greater transparency and accountability
to both corporate and government
decision-making.

Symbolized most prominently by Japan
Post privatization, the government has
also begun a serious long-term program
for reducing the role of public works and
public corporations, while integrating the
domestic economy into the global system
to an unprecedented degree through
inflows of foreign direct investment (FDI)
and a greater variety of imports. The
stock of FDI has more than tripled since
1998, although the pace of inflow has
slowed.

Snapshot: More Work to be Done

As encouraging as these
accomplishments are, Japan still faces
daunting structural challenges: a
declining population caused by an aging
society and low birthrate that has
brought new pressures on the healthcare
and pension systems, unprecedented
public debt, lagging productivity gains,
and intensifying international competition
from newly emerging countries such as
China and India. Moreover, as noted in
the 2006 Organisation for Economic Co-
operation and Development (OECD)
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survey of the Japanese economy, the
threats of deflation and new non-
performing loans have not been
completely vanquished. At 170 percent of
GDP, Japan’s gross public debt is the
highest among OECD countries. Although
public investment has fallen from 8.4
percent of GDP to 3 percent of GDP, it is
still significantly above the OECD
average. Similarly, keeping pension
system costs under control by raising
contributions or eligibility ages will not be
politically easy. Nor will be meeting the
long-term nursing care and other
healthcare needs of the elderly without
greater use of private sector resources.

Japan has always recognized that
education is the basis for the economic -
and hence overall national - strength and
social stability of a nation. To provide the
country with the human resources skills
to manage the Japanese economy in an
age of rapid technological change and
globalized markets, the education and
employment systems are being re-
examined, and some progress has been
made, especially in mid-career, legal and
business management training, and labor
mobility. However, much more needs to
be done to improve the type, availability,
and flexibility of human resources,
including through immigration policies
designed to supplement and complement
Japan’s own human resources.

Although the record is understandably
uneven, large corporations with
international experience have been the
most vigorous in responding to the
challenges and opportunities the
presented by rapid technology
developments, globalized markets, and
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the emergence of new players such as
China. Large corporations have
restructured - often through mergers or
acquisitions, which have quadrupled over
the past decade - introduced new
products and services, such as
employment searches, and developed or
mastered new technologies that not only
enhanced efficiencies but brought huge
improvements in supply chain
management that have smoothed out
inventory-driven business cycles.

New concepts of corporate governance
and corporate social responsibility have
taken root in humerous companies in
Japan, bringing greater attention to the
interests of all stakeholders, including
shareholders. According to the OECD,
cross-shareholdings have declined from
46 percent in 1987 to around 25 percent
today. Shareholder meetings today often
bear little resemblance to the pro-forma
rituals of the past, where Board proposals
were adopted without dissent.

With economic prospects improved, some
will argue that reform should be slowed
down or even reversed, allegedly to
preserve traditional governance and
management models. Many others,
however, recognize that further reform
offers a far better prospect for success.
Now is not the time to let “reform
fatigue” set in, especially as Japan has
begun to take a more assertive approach
to promoting bilateral and multilateral
economic integration. After a slow start,
Japan has concluded Free Trade
Agreements (FTAs) with Singapore,
Mexico and Malaysia, may soon do so
with Philippines and Chile, and is in talks
with several other countries. In July



2006, Japan proposed informal talks on
creating a sixteen nation economic
partnership agreement in the Asia Pacific
region. The ACCJ and its bi-national
sister organization the U.S.-Japan
Business Council have endorsed the
concept of talks aimed at a U.S.-Japan
Economic Integration Agreement (EIA),
provided it covers all aspects of the
relationship, including FDI and
agriculture.

Although the OECD restrictiveness index
on FDI shows Japan as relatively open for
outside investment, at 2.2 percent of
GDP, Japan’s stock of inward FDI is just a
fraction of those of the world’s other
major economies (see chart below).
While the government has taken a
number of steps to encourage inward FDI
in recent years, including announcing in
May 2006 a new target of doubling
Japan’s stock of inward FDI as a
percentage of GNP by 2010, in 2005
Japan experienced its lowest annual FDI
inflows since 1996. Japan’s FDI inflows in
2005 fell by 62 percent year-on-year,
and were just 3.8 percent of China’s, 2.8
percent of those of the United States,
and 1.7 percent of those of the United
Kingdom.?!

Inward FDI Stocks of Major Economies
(Measured as a percentage of nominal GDP)
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Source: United Nations Conference on Trade and Development, World Investment Report 2006
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A global slowdown in FDI provides part of
the explanation for Japan’s low inward
FDI flows, but ACCJ members continue to
encounter regulations and practices that
limit investment, particularly in areas
such as healthcare, transport, legal,
accounting, and education. Since FDI,
especially cross-border M&A, is one of
the main drivers of international
economic integration, more needs to be
done in this area to convince Japan’s
partners that it is serious about
concluding meaningful economic
integration agreements.

Similarly, Japan’s recent trade flows send
mixed messages to its partners. On the
one hand, imports from China have
increased dramatically, pushing imports
from 8 percent to 13 percent of domestic
consumption in the past ten years. But
Japan’s share of intra-OECD trade has
declined by 24 percent since 1995, and
according to the OECD broad estimate of
trade protection, overall protection in
Japan remains higher than the European
Union, approaching double that of the
United States. It is hard to see how
Japan can exercise leadership on
economic integration without relatively
high levels of imports and FDI (and
perhaps human resources).

Basic Principles: The Factors for
Success in a Globalized Economy

The ACCJ’s mission is to “further develop
commerce between the United States of
America and Japan, promote the
interests of U.S. companies and
members, and improve the international
business environment in Japan.” From
the beginning, the ACCJ has participated
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in the public discourse on reform largely
by issuing Viewpoints and other
recommendations, while engaging in
dialogue with political and economic
leaders. In this process, we have
endeavored to make available the
collective experience of our members,
especially in other markets, as a
supporter of reform in Japan or “Reform
Oendan” in line with the Government of
Japan’s efforts to engage in broad-
ranging structural reform, and as a
contributor to economic recovery and
growth in Japan. This year we have tried
to capture the spirit behind our
constructive engagement in the policy
dialogue with a Japanese slogan: Sori
Kyosei, which we roughly translate as
“Working Together, Winning Together.”

The experience of ACCJ members and
extensive studies and surveys by
international organizations indicate that
no single “model” for managing an
economy works perfectly. Every economy
and every country has unique
characteristics rooted in its culture,
history, society, and physical
endowments. Still, some economies work
better than others, and Japan has
repeatedly proven that it can reinvent
itself to meet dramatically new
circumstances caused by either internal
or external developments. The ACCJ
believes that Japan is in the midst of
another period of historic change to meet
the challenges posed by an aging
population and globalization that calls for
major improvements in productivity and
efficiency.

As a Reform Oendan, the ACCJ bases its
overall analysis and recommendations for
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achieving sustained economic growth on
the following core principles, drawn from
those identified by such international
bodies as the OECD, the International
Institute for Management Development,
the World Bank, and the International
Monetary Fund. The ACCJ] believes that
these core principles qualify as “success
factors” for achieving the reform goals
outlined by the Government of Japan in
documents such as the Cabinet Decisions
on Structural Reform and Medium-Term
Economic and Fiscal Perspectives.

Using these success factors as our
benchmark, we will endeavor to provide
snapshots of sectors and aspects of the
Japanese economy in which ACCJ
members are active and can base their
conclusions on personal experience. This
White Paper does not attempt to provide
a comprehensive picture of the Japanese
economy, or to offer solutions to all of its
problems. We hope, however, that this
White Paper will make a constructive
contribution to the dialogue over how to
achieve the government’s economic
reform and revitalization objectives.

A. Market-Based, Private
Sector-Led Economy?

A market-based, private sector-led
economy is the best way to achieve
sustainable growth and enhance the
welfare for all.

A market-based, private sector-led
economy enhances consumer welfare by
expanding consumer choice and making
more efficient use of society’s limited
resources by enabling innovative



companies to provide cost-effective
market-based solutions to the challenges
facing society. Expanded opportunities
for the private sector and reduced
government competition and participation
in the marketplace lessen the strain on
public finances by alleviating the need for
the government to subsidize money-
losing enterprises, keep public
expenditures from becoming an
excessive burden on taxpayers, and
avoid crowding out the private sector,
which can almost always operate more
efficiently. A healthy market-based,
private sector-led economy requires
active government involvement as a fair
and transparent regulator ensuring
appropriate enforcement of sound
regulation to facilitate productivity-
enhancing competition. The
government’s participation in the market
as a competitor or suppressor of
competition in favor of vested interests
compromises its role as a regulator.

B. Level Playing Field®

Like market participants should be
subject to the same laws in the same
manner.

A level playing field provides equal
opportunity for companies to compete
under the same rules applied without
discrimination. Allowing new market
entrants fair access; and guaranteeing
fair treatment of all market participants
enhances consumer choice by bolstering
competition among all market
participants.
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C. Transparent and Fair
Process”

Transparency is essential to any
regulatory process as it improves the
quality of rulemaking and enforcement of
decisions by ensuring fairness, clarity,
and predictability.

Transparency ensures that governments
are held accountable for their actions,
both formal and informal. Transparency
is most meaningful when stakeholders
are made aware in a timely fashion of
regulations, procedures, and
administrative decisions that affect their
interests; can participate in the
deliberations leading to their formulation;
and can make informed business
decisions based on clear and reasonable
rules. Regulatory enforcement decisions
in a global economy are most effective
when they result from a fair process,
including adequate opportunities for
parties involved in enforcement actions
to be heard, and a meaningful avenue of
appeal.

D. Adoption of Global Best
Practices”

Adoption of global best practices
promotes efficiency and sound regulation
and allows regulators, consumers, and
the business community to benefit from
innovation and expertise developed in
other markets.

The adoption of regulatory and business
global best practices across a range of
sectors enables regulators, the business
community, and consumers alike to
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benefit from innovation and expertise
developed elsewhere to enhance
productivity, improve distribution, and
raise income levels in all parts of society.
While global best practices must
generally be adapted to conditions in
specific markets, they also have universal
applicability to the functioning of all
healthy market economies. They
contribute to the diversification of
activities and competencies that help
nations to adapt to the emergence of
new and sometimes revolutionary
technologies.

E. Corporate Social
Responsibility®

Companies must be responsible
participants in the communities they
serve, and support sensible investment in
an effective social safety infrastructure as
well as balanced and appropriate
measures to protect consumers.

Policies that promote market-based
competition, including a regulatory
process that is swift, predictable, and
fair, are the best way to achieve
sustainable economic growth and
enhance the well-being of all citizens.
Such policies must be predicated on a
sensible and effective social safety net
system to support those who cannot help
themselves, including the poor, very
young, elderly, and infirm. Such a
system, however, must avoid measures
that protect vested interests in the name
of social welfare, since such measures
are inefficient and impede fair and open
competition, and should also recognize
the contribution that the private sector
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can make to social welfare. In addition,
balanced and appropriate consumer
protection rules strengthen consumer
confidence and well-being and are vital to
a well-functioning market. However, such
rules must not be abused to unduly limit
competition or consumer choice.

As good corporate citizens, companies
must be responsible participants in and
contribute to the communities they
serve, not only by offering top quality
products and services, providing
employment, and introducing innovation,
but also by ensuring compliance with the
law and engaging in philanthropic
activities that benefit those in need.



Chapter 4 — Macroeconomic Issues

Context: Challenges Ahead

After a prolonged post-bubble slump, the
Japanese economy is finally on solid
footing once again, with real GDP growth
of around 2.5 percent expected in 2006.*
The current economic expansion, which
began in January 2002, has become
Japan’s longest in more than fifty years.
The economic recovery has been driven
by bold structural reforms that have
improved Japan’s efficiency and allowed
its economy to compete better in
increasingly globalizing and competitive
international markets. But Japan’s road
forward is not entirely without hurdles,
and long-term growth is by no means
guaranteed.

Among the more serious potential
impediments to Japan’s continued growth
are a declining population and an aging
workforce; an unprecedented level of
public debt; difficult monetary and tax
policy environments; and low research
and development (R&D) productivity at a
time of intensifying international
competition. These challenges are not
insurmountable, but a continued
commitment on the part of the
Government of Japan to further reform
will be necessary. The ACCJ welcomes
the reform progress already made, and is
grateful to the Government of Japan for
its efforts to bring Japan back to
economic health. In light of the serious
macroeconomic issues facing Japan,
however, the Government of Japan is
urged to continue its reforms program.
Without such an effort, the progress
made by Japan over the past several
years might be put at risk.

A. Aging Population and Low
Birthrate

Japan is facing unprecedented
demographic challenges. In 2005, the
Japanese population declined for the first
time in modern history, down 0.02
percent to 127,757,000.% Japan’s birth
rate has been low for more than 30
years, and it is unlikely that this declining
trend will soon change. In 2005, for
example, the birth rate was 1.25 per
woman, far below the 2.08 rate needed
to maintain Japan’s current population.?
And although the Ministry of Health,
Labor, and Welfare (MHLW) reported a
first-half 2006 nominal rise in births from
the same period in 2005,% it’s unclear
whether the birth rate will break 1.3 for
the year. According to Government of
Japan estimates, the population will
continue to decline over the next several
decades regardless of changes in the
birth rate.’

Japan’s aging population also means that
the size of its work force is decreasing. In
fact, Japan’s work force is shrinking
faster than its population. Accordingly,
this means that the remaining Japanese
workers must work more productively in
order to maintain, much less improve,
their standard of living. The
consequences of not accomplishing this
are severe: the Organisation for
Economic Co-operation and Development
(OECD) has estimated that the decline in
Japan’s working-age population could
reduce Japan’s potential growth by nearly
one percentage point annually from 2008
to 2012.°
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i. Systems to Care for Seniors

Japan’s spending on systems to care for
its senior population has been rising
steadily as a percentage of GDP for many
years. In the seven years from 1995 to
2002, Japan’s spending on old-age
pensions, medical expenses for seniors,
and other programs to benefit seniors
increased from 5.5 percent to 8.5 percent
of GDP.” During those same years,
spending on programs to care for seniors
increased from 62.9 to 69.9 percent of all
social spending.® Surprisingly, Japan’s
spending on care for seniors has
traditionally been below the OECD
average. In 2001, while Japan spent 7.9
percent of its GDP on senior care
programs, the United Kingdom spent 8.6
percent, Sweden 9.2 percent, France
10.6 percent, and Germany 11.7 percent
(the United States spent 5.3 percent).’
But with Japan’s population aging rapidly
and its people living longer than those of
any other country, the Government of
Japan will likely face increasing pressure
from rising costs of caring for its senior
citizens in the years to come.

ii. Paying for Systems to Care for
Seniors

The Government of Japan is making
substantial efforts to overhaul its most
expensive system for seniors, the
national pension system. Having
calculated that the Employee Pension
Insurance Reserve Fund would be
exhausted by 2021 without decisive
action, in late 2003, the Government of
Japan passed pension reform legislation,
which reformed various aspects of the
pension system, including increasing the
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contribution rate (shared equally by
employers and employees) from 13.6
percent in FY2004 to 18.3 percent by
FY2017.%° According to the new rules,
benefit levels will also be adjusted
according to changes in demographics
(i.e. as revenues rise and fall).!! This
new approach is projected to maintain
pension spending at around 9 percent of
GDP through 2015.%

Although the FY2004 pension reform
package was intended to assure the
solvency of the pension system for the
next 100 years, because of overly-
optimistic demographic predictions and
continued problems with revenue
collection, the government will likely
have to revisit pension reform much
sooner than expected. While the FY2004
reform package was based on the
assumption that the fertility rate would
bottom out at 1.31 in 2007 and recover
to 1.39, it hit 1.25in 2005 and is
expected to remain at approximately 1.3
in 2006.%3 In addition, while less than 70
percent of Japanese make their
mandatory pension payments, the 2004
reforms assumed a payment ratio of 80
percent.'* Raising this figure may be
another goal of the reform, but thus far
the Social Insurance Agency has reported
little success.

B. Fiscal Challenges

Japan’s gross public debt has risen to
over 170 percent of GDP - the highest
level ever recorded by an OECD member
country'® - largely due to massive
government spending aimed at lifting
Japan out of its post-bubble recession.



Even accounting for the Government of
Japan'’s significant financial assets, which
amount to nearly half of its liabilities,
Japan is the fourth most indebted nation
in the OECD, with a net debt of 86
percent of GDP.'®

There has been debate within the
government regarding how best to deal
with its enormous debt. Some favor
policies promoting high growth as a way
to boost tax revenues, balance the
budget, and reduce the debt. Others,
meanwhile, advocate a tax-oriented
approach calling for immediate tax hikes
to reduce the debt.

Despite the debate, the Government of
Japan has made meaningful progress in
enacting measures to begin restoring
balance in government finances.
Significant spending cuts have been
enacted, and the FY2004 pension reform
resulted in substantial reductions in
government outlays. In addition, the
government’s 2006 Policies for Economic
and Fiscal Management and Structural
Reform, approved in July 2006, promise
more reforms. These Policies specify
targets for spending cuts and other
reforms aimed at balancing the budget
by FY2011. Assuming nominal growth of
3 percent, the government estimates it
will need to address a revenue shortfall
of about 16.5 trillion yen to achieve its
goal.!” Of that total, spending cuts are to
comprise between 11.4 trillion yen and
14.3 trillion yen; tax hikes - primarily a
hike in the consumption tax — will be
needed to make up the remaining 2 to 5
trillion yen, representing a rate increase
of between 1 and 2 percentage points.*®

Macroeconomic Issues

C. Tax Policy

There is a broad consensus that the
Japanese tax system is in urgent need of
reform. Issues related to technology,
integrity, and efficiency plague the
system, whose revenues of 31 percent of
GDP are among the lowest in the OECD.*°
Japan’s complex tax system substantially
hinders growth in the Japanese economy.
The World Bank ranks Japan 98" in the
world in terms of ease of paying taxes,
down from 89" in 2005.%° The
government, aware of the need for
reform, has committed to establishing a
“desirable tax system that will contribute
to sustainable invigoration of the
economy and society.”?* The ACCJ
welcomes this commitment and urges the
government to continue engaging in
meaningful tax reform.

The Government of Japan has established
a goal of balancing its budget by fiscal
2011 through spending cuts and tax
measures. As it considers various
measures to help achieve this goal, the
Government of Japan is urged to adopt
tax reforms that promote growth,
innovation, and new investment. In
particular, simple, predictable, and easy-
to-understand procedures are essential
to fostering growth. Indeed, 90 percent
of firms responding to a recent global
survey conducted by the World Bank and
International Finance Corporation listed
tax administration among the top five
obstacles to doing business.?* The
government should also consider reforms
that reduce inefficiencies through the
introduction of new technology, market
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mechanisms, and global best practices
where appropriate.

Finally, tax reform will be a critical
element to achieving sustainable growth
in Japan, and the government should
take measures to ensure that the policy
debate regarding tax reform is open and
transparent, providing meaningful
opportunities for key stakeholders,
including foreign businesses, to
participate in the process.

D. Monetary Policy

Although the Bank of Japan ended its
quantitative easing and zero interest rate
policies in 2006, effectively declaring the
beginning of the end of deflation, it still
has a fine line to walk as it conducts
monetary policy in a very difficult
environment.

With the monetary base having increased
from 8 percent of GDP in 2001 to 22
percent in 2006, an immediate task is to
reverse that trend without de-stabilizing
financial markets.?® A second challenge
the Bank of Japan faces is to increase the
transparency of its monetary policy as it
shifts from a policy aimed at ending
deflation to one designed to maintain
long-term price stability.?* Indeed, the
International Monetary Fund (IMF) has
noted that more clarification from the
Bank of Japan regarding its medium-term
inflation goals would be “helpful.”?

Japan’s economy is in the fifth year of its
expansion, and the IMF has concluded
that the expansion remains “well-
founded,” with Japan experiencing solid
growth in domestic demand and having
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“finally escaped from entrenched
deflation.”?® Japan is not yet completely
free from deflation worries, however. The
IMF stresses that “a relapse into deflation
in response to an adverse shock, such as
a substantial slowing in global growth,
cannot be ignored.”?’

E. Productivity / R&D

By some measures, Japan should be one
of the most productive nations in the
world. Total R&D spending in Japan as a
share of GDP is significantly above the
OECD average; Japan had the third
highest number of researchers relative to
total population in the OECD; and college
graduates as a percentage of total
employment was the second highest in
Japan at 41 percent in 2003, compared
with an OECD average of 29 percent.?®
But for a variety of reasons, more than
any other OECD nation, Japan’s
commitment to R&D does not pay the
dividends it should.

One factor is the relative idleness of
Japan’s researchers, three-quarters of
whom - far above the OECD average -
are in the private sector.?® When
publication of scientific articles are
compared to population, Japan ranks
17th in the OECD area and is the only G-
7 country below the OECD average.®® In
addition, while U.S. scientific publications
show balanced strength across research
areas, Japan’s publication portfolio shows
large imbalances between its strong
fields — such as material science - and its
weak fields, such as biosciences and
pharmaceuticals.® Finally, although
Japan’s contribution to global patenting is



large relative to its population,
accounting for 24 percent of all triadic
patents in 2001, around two-thirds of
those patents are idle.?

As the decline in Japan’s labor force
accelerates, it is essential that Japan
finds ways to improve its productivity to
assure it is able to continue increasing -
or at least maintaining - living standards
for its population. This can be done in
two ways, better technology and better
use of resources.

Japanese technology prowess continues
to reshuffle the economy. Already the
business cycle itself has changed. In all
of the postwar cycles until 2002,
inventory growth and production growth
sketched out a traditional circular cycle.
Since 2002, however, the circle has
become a squiggle. Inventory
movements are very small. This
happened because IT enabled huge
improvements of supply chain
management. Indeed, summer sales are
fewer and smaller, because stores and
factories communicate better about what
is selling and what is not. Unwanted
inventories are far less common.

Business cycle stabilization is not the
most important part of technological
innovation, however. Rather,
improvements in technology have
brought more efficient cars, faster
communications, cleaner environment,
thrifty use of resources, better recovery
from disease, and economization of
resources — especially land and labor.
Better technology produces a given level
of output with fewer resources; just what
Japan needs as labor becomes scarcer.

Macroeconomic Issues

For example, GPS technology has already
been used to guide rice-planting
machines through adjoining paddies,
reducing the need for human input. This
means there is the same amount of rice
produced but fewer people to produce it.
And broadband allows one to find what
movies are playing, reserve a seat in the
theater, and purchase the ticket - all
without human intervention, great idea
when theaters are having a harder time
finding ticket agents. All of the new
technologies get the same job done with
fewer resources.

The other way to raise productivity is to
get more out of the resources one has -
better allocation. M&A cases have risen
four-fold over the last decade, and
several recent cases of hostile takeover
bids have forced restructuring in several
industries. The same result comes from
tougher corporate governance, and
activist investors. All have moved
forward in Japan in recent years.

The business opportunity is to be the
agent of change where rule changes
allow new actions. This is already
happening. Private equity funds have
mushroomed, and have been successful
in acquiring and restructuring businesses.
But Japan needs many more of such
reallocations in order to meet
demographic needs.
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Context: Notable Progress Achieved,
More Required

Tremendous progress has been made in
restructuring Japan’s financial system to
make it more competitive since the
Government of Japan first introduced its
“Big Bang” financial reforms in the mid-
1990s. Key to this progress has been the
movement away from the "convoy
system,” Japan’s traditional approach to
financial regulation, which emphasized
maximum control, industry protection,
and the use of informal administrative
guidance, toward the Financial Service
Agency's (FSA) rules-based regulatory
approach, which relies on transparency
and ex-post checking and is based on the
notion of self-responsibility by financial
institutions.

Also notable has been the government’s
significant progress in reducing Japan’s
outstanding balance of non-performing
loans (NPL). The government set a target
to reduce major banks’ NPLs by
approximately one-half by March 2005
from a March 2002 peak of 8.4 percent of
total credit. That mark was surpassed,
reaching 2.9 percent by the target date
and 1.8 percent by March 2006.! This
progress has allowed the government to
shift its focus from “financial system
stability” to “financial system vitality,” as
highlighted in the FSA’s “Program for
Further Financial Reform” beginning in
late 2004.2

Despite this notable progress, more is
required to achieve the government’s
stated goal to create a “free, transparent
and fair global financial market” in Japan.
The “Big Bang” reforms were intended to
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transform Tokyo into a true global
financial center to rival New York and
London.> Most global financial experts
agree that Tokyo has yet to reach this
goal, with New York and London being
the only two true global financial centers
today.

A recent survey by the Corporation of
London identifies factors that make
financial centers successful.? The survey
- which incorporated the input of 365
financial services professionals from 18
countries - defined a global financial
center as a city where “business is
conducted between organizations from all
over the world using financial
instruments from all over the world” and
that is “an intense concentration of a
wide variety of international financial
businesses and transactions in one
location.”® The survey found that Tokyo,
while an important regional financial
center and the capital of the world’s
second largest economy, does not yet
meet these standards.

In fact, according to another recent study
based on the factors identified by the
London survey, Japan is not home to
even the most competitive financial
center in Asia, ranking well behind Hong
Kong and Singapore in several key
categories, including availability of skilled
personnel and access to suppliers of
professional services, regulatory
environment and government
responsiveness, and access to
international financial markets.®

Accordingly, the aim of this chapter is to
identify key areas where targeted
reforms would significantly help Japan



achieve its goal of becoming a global
financial center.

A. Cross-Sectoral Issues

The importance of creating a consistent,
efficient, and transparent financial
regulatory environment with meaningful
opportunities for public input cannot be
overstated. The Organisation for
Economic Co-operation and Development
(OECD) has stressed this point, noting in
its Guiding Principles for Regulatory
Quality and Performance, that good
regulation must “have a sound legal and
empirical basis;” “minimise costs and
market distortions;” “be clear, simple,
and practical for users;” and “be
consistent with other regulations and
policies.”” Principle Four of the OECD’s
Guiding Principles sets forth the need to
consult with all “significantly affected and
potentially interested parties, whether
domestic or foreign.”®

Transparency in regulation and within
regulatory bodies is crucial. The
International Monetary Fund (IMF), in its
Code of Good Practices on Transparency
in Monetary and Financial Policies, for
example, stresses the benefits of
transparency by regulatory agencies,
arguing that transparency contributes to
policy effectiveness by “...reducing
uncertainty in the decision-making of
market participants” and promoting
financial and systemic stability by
enabling better understanding and
evaluation of financial policies.®

While Japan has made extensive progress
in reforming its financial regulatory
regime to move toward these standards,
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additional reforms are needed. The
Corporation of London survey, for
example, cites Japan’s failure to fully
reform its complex financial regulatory
environment and governance structures
as a key reason for why Tokyo has lost
competitiveness as a financial center.°

i Advisory Groups and Self-
Regulatory Organizations

The ACCJ welcomes the substantial
progress that the Government of Japan
has made to create a more transparent
financial regulatory system that
guarantees fairness, predictability, and
accountability. For example, the FSA has
established increasingly consistent public
comment procedures. In addition, in
recent years, ACCJ member companies
have had substantially improved access
to the advisory group deliberative
process, which is central to legislative
and regulatory drafting in Japan.
However, the quality of access to these
advisory groups varies widely depending
on the issues involved. The U.S.-Japan
Insurance Agreement (1994) and the
U.S.-Japan Financial Services Agreement
(1995) require Japan to allow foreign
insurance and other financial services
suppliers to participate in advisory
groups that have “a purpose or function
relating to insurance or financial
services.”'! The ACCJ duly recognizes the
giant strides that have been made since
these agreements were first entered into.
Nevertheless, the ACCJ also notes that
additional measures are required to
ensure that such obligations are
adequately met.
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Recommendation

The ACCJ strongly urges the Government
of Japan to ensure transparency in the
financial rulemaking process, including
providing U.S. and other foreign financial
institutions with consistent and
meaningful access to shingikai,
kenkyukai, benkyokai, kondankai, and
other advisory groups (advisory groups).
Such access must include the opportunity
to actively participate in advisory groups;
face-to-face information exchanges with
advisory group members; and
opportunities to submit position
statements and other information for
inclusion in the formal record of advisory
group deliberations.

While it is reasonable to expect that the
Government of Japan will continue to rely
on industry associations for information
and expertise in the course of forming
new rules and regulations, given
potential conflicts of interests inherent in
such groups, the ACCJ believes that the
rulemaking authority itself should not be
delegated to industry associations.
Further, it is essential that the
Government of Japan take specific
measures to ensure a level of access to
and transparency in advisory groups and
industry associations that exceeds those
required of government bodies and that
the government remain ultimately
accountable for due process and
governance of any private or quasi-
private body to whom any task is
delegated. These recommendations are
fully consistent with Good Practice 5.5 of
the IMF’s Transparency Code, which
reads: “Where self-regulatory
organizations are authorized to perform
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part of the regulatory and supervisory
process, they should be guided by the
same good transparency practices
specified for financial agencies.”*?

ii. Transparency in the Rulemaking
Process

Japan’s financial regulators have taken
major steps to enhance the regulatory
framework for the financial services
industry, including dealing with the
banking sector’'s NPL problem and
strengthening customer protection as
Japan’s aging society transitions from a
“savings” to “investment” society.
Unfortunately, despite significant
improvements over the past 10 years,
the processes for setting important
financial sector rules and regulations lack
adequate clarity and the procedures for
seeking clarification do not always yield
reliable results.

The OECD has recognized the need for
adequate information sharing by
regulatory bodies regarding new or
revised regulations. It has found that
without such information, firms are
unable to make an accurate assessment
of potential costs, risks, and market
opportunities.’®* Opportunities to improve
the overall dialogue in Japan exist across
all phases of rulemaking: when
legislation is being debated; when
regulations are being drafted; and when
rules are being implemented and
interpreted by regulators.

At the time initial legislation is being
considered, limitations on industry
participation in closed-door study groups
to selected industry representatives



diminishes both the fairness of
rulemaking in Japan and the quality of
the information that could have been
provided by a more open consulting
process. Once rules are in place, a robust
no-action letter process can be useful in
facilitating understanding of the views of
regulators and enabling companies to
ensure full legal compliance, especially as
they work to bring innovative products
and services to the market.
Unfortunately, the Government of Japan
has not effectively utilized its no-action
letter system. In 2005, for example, the
government issued only eight no-action
letters, with the FSA issuing just two.*
This lack of a meaningful volume of no-
action letters clearly points to
ineffectiveness in the no-action letter
system, despite its existence since 2001.

When rules, new or old, are being applied
by industry, the FSA’s practice is to
answer most questions from individual
companies about interpretation of the
rules. This is a positive development, but
it would be more helpful for the FSA to
make full use of the no-action letter
system and aggressively publish the
content of its advice publicly through the
release of no-action letters or interpretive
letters.

Recommendations

* The ACCJ urges the establishment of
a transparent rulemaking process
that provides interested parties,
including U.S. companies and other
foreign companies, with meaningful
opportunities to comment - i.e., a
real seat at the table, not merely a
last minute opportunity to comment
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on a decision that has already been
finalized in every respect but form.'?

* The ACCJ urges the Government of
Japan to strengthen transparency in
the pre-legislative process of
shingikai forums by inviting greater
participation by foreign market
participants - including new market
entrants - in addition to scholars and
consumer groups, and to consider
practical applications of new or
changing financial services laws and
regulations.

* The ACCJ supports the strengthening
of the current no-action letter
procedure by increasing staff to
process all no-action letter requests
in a timely 30-day processing period.
In addition, the ACCJ urges the FSA
to issue interpretive letters based on
aborted pre-consultation no-action
letters.

* The ACCJ urges the FSA to issue
interpretive letters on relevant laws,
in order to inform the entire financial
services industry of its position on
key issues and not rely on inspection
results to inform industry members
regarding the FSA's policies or
interpretations.

ili. Like Regulation for Like Service
Providers

Like regulation for like service providers
is a key global best practice essential to
the sound, smooth functioning of a global
financial center. Japan Post and kyosaj
are financial service providers comprising
a substantial portion of Japan’s banking
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and insurance markets that enjoy special
treatment inconsistent with Japan’s
World Trade Organization (WTO)
obligations under the General Agreement
on Trade in Services (GATS) and are not
subject to full oversight and supervision
by the FSA.

1. Japan Post

Former Prime Minister Koizumi’s historic
and overwhelming victory in the
September 11, 2005 general election
cleared the way for the Diet to enact a
package of legislation in October 2005
containing six bills designed to privatize
Japan Post (Privatization Laws).
According to the Privatization Laws,
privatization will commence in October
2007, and Japan Post will be divided into
a holding company called the Japan
Postal Services Corporation with four
subsidiaries: (1) the postal delivery
corporation; (2) the Post Office
Corporation; (3) the postal savings bank,
called “Yucho Bank;” and (4) the postal
insurance corporation, called "Kampo Life
Insurance.” Accordingly, this legislation
will eventually create the world’s largest
private insurance company and largest
bank, accounting for nearly 30 percent of
all life insurance policies sold and with
approximately 30 percent of all savings
on deposit, respectively.

Now the process has begun for drafting
Cabinet Orders, guidelines, and other
rules that will further clarify and
implement the legislation (Implementing
Rules), and the government will be asked
to approve plans, drafted by the postal
entities, designed to transition those
entities into the private sector. On July
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31, 2006, the Japan Postal Services
Corporation submitted a framework of its
implementation plan to the government;
the complete plan will be submitted to
the government in April 2007. The
framework envisions that Kampo Life and
Yucho Bank will undertake new and
expanded product offerings after the
start of the transition period in October
2007, but does not set forth how these
entities will satisfy all of the legal and
regulatory requirements that apply to
private sector financial service suppliers.

Recommendations

The ACCJ has never stated that Japan
Post should be privatized. Instead, the
ACCJ has noted that privatization, if
pursued, provides an opportunity for the
Government of Japan to level the playing
field and bring the postal entities into
compliance with the principle of national
treatment under the WTO.

In addition to measures eliminating
implicit government guarantees (by such
measures as selling shares to a
reasonable level), tax exemptions, and
other government privileges, prior to any
approval of new postal insurance,
banking, or other financial products or
services, measures must be implemented
to ensure open access to the post office
network and that the privatized postal
financial institutions, in practice,
objectively meet the same licensing and
supervisory requirements as private-
sector financial institutions, including
requisite risk management and internal
control requirements and full FSA
supervision. Kampo Life and Yucho Bank
must be strictly prohibited from



expanding their businesses until such
requirements are met. Further, any
expansion by Kampo Life and Yucho Bank
prior to any establishment of a level
playing field would be inconsistent with
Japan’s WTO obligations under GATS.
The best way for the FSA to confirm full
compliance before business expansion is
to subject Kampo Life and Yucho Bank to
FSA inspection.

With regard to the process for approving
implementation plans and lifting
restrictions on the scope of the postal
businesses, the ACCJ also urges the
Government of Japan to establish
objective criteria upon which the Prime
Minister and the Minister of Internal
Affairs and Communications must base
any decision and upon which the
Privatization Commission bases any
recommendation to approve the postal
entities' respective implementation plans
or lift restrictions on the scope of the
privatized postal financial institutions’
businesses. Such criteria should include
objectively equal compliance with
licensing standards imposed on private-
sector competitors, full compliance with
laws applied to private-sector
competitors, and a specified degree of
government ownership.

This process must also establish a
transparent rulemaking process that
subjects the Implementing Rules to a
public comment period, provides a
meaningful opportunity to comment
(including public hearings), and covers all
recommendations made by the
Privatization Commission and decisions
made by the Ministers. This process must
provide private interested parties,
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including foreign companies, with a real
seat at the table, not merely a last-
minute opportunity to comment on a
decision that has already been finalized
in every respect but form.

2. Kyosai

Traditionally, kyosai are akin to
cooperatives and are formed by groups of
individuals - doctors or agricultural
workers, for example - who have a
common interest or profession. Many
kyosai sell insurance products, collect
premiums from their members, pool the
collected premiums, and reimburse
members facing economic loss resulting
from specified risks such as death, injury,
accidents, and fire. The agricultural
kyosai, JA Kyosai, also offers banking
services to its members.

Increasingly, kyosai offer a wide range of
life, non-life, and third-sector insurance
products that are, in effect, being sold to
the general public (i.e., to individuals
with no significant connection to the core
kyosai membership on which the group is
based such as farmers, labor union
members, etc.), since any consumer can
purchase an insurance product from one
of these kyosai after paying a nominal
fee to become a member.

Although kyosai, in effect, sell insurance
products to the general public, unlike
their private-sector insurance
competitors, kyosai currently are not
required to pay into the Policyholder
Protection Corporation (PPC) or any other
policyholder safety net. They also pay
lower corporation taxes. Moreover,
despite recent legislative changes to
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bring heretofore unregulated kyosai
under FSA supervision and the consumer
protections of the Insurance Business
Law, many kyosai continue not to be
subject to the Insurance Business Law or
supervision by the FSA. Instead, many of
the largest kyosai are regulated under
less stringent rules by other ministries.
For example, the Ministry of Agriculture,
Forestry and Fisheries (MAFF) regulates
JA Kyosai, while the Ministry of Health,
Labor and Welfare (MHLW) regulates the
Seikyo Group of Cooperatives, which
includes Zenrosai, the labor cooperative,
and CO-OP Kyosai, the consumer
cooperative.

JA Kyosai has long been allowed by law
to make up to 20 percent of its premium
income through sales to the general
public. Today, private insurance
companies are able to provide a full
range of products to rural areas, yet JA
Kyosai is still allowed to enjoy this special
treatment. Now other kyosai are also
seeking to obtain the same privileges
enjoyed by JA Kyosai. For example, METI
has followed with similar amendments to
the law that governs its small and
medium-sized company kyosai and the
MHLW is now considering such changes
for the Seikyo Group of Cooperatives that
could allow it to sell products outside of
its membership to the general public
(despite already minimal membership
requirements), and could remove
restrictions to geographic and other
restrictions on the scope of the
cooperatives’ businesses. The MHLW is
also considering amendments that would
allow the Seikyo Group of Cooperatives
to sell products through insurance agents
and the bank sales channel. These
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amendments aim to further expand the
target of the Seikyo Group of
Cooperatives’ business activities to the
general public.

Recommendations

The ACCJ urges the Government of Japan
to create a level regulatory playing field
between kyosai and insurance
companies, banks, and other financial
service suppliers. Any product expansion
by kyosai prior to achieving a level-
playing field with FSA-regulated financial
service suppliers is inconsistent with the
Government of Japan’s national
treatment obligations under the GATS.

To achieve a level playing field, the ACCJ
calls on the Government of Japan to end
the favored status of kyosai by requiring
them to: (1) pay the same amount of
taxes as their private-sector competitors;
(2) contribute to a safety net system to
protect depositors and policyholders from
potential failures; and (3) submit to FSA
supervision consistent with globally
accepted standards for supervising
financial service suppliers as set forth in
the International Association of Insurance
Supervisors’ “Insurance Core Principles
and Methodology” and elsewhere. As a
first step toward achieving equal
conditions of competition, the ACCJ urges
the Government of Japan to conduct a
thorough review of the rules and
regulations governing the supervision
and inspection of kyosai regulated by
government agencies other than the FSA
to determine their conformity with FSA
standards of supervision for financial
service suppliers.



iv. Inspection Procedures

Recently, as part of its efforts to bolster
consumer protection and, consequently,
consumer confidence in financial markets
as it works to foster the shift of Japanese
consumers from saving to investing,*®
the FSA has heightened its focus on the
market conduct, internal controls, and
corporate governance of financial
institutions.'” The ACCJ supports the
FSA’s goal of improving consumer
protection and confidence in the market.
The shift from savings to investment will
provide tremendous benefits to Japan’s
economy, reducing costs of funds and
providing more effective means for
Japan’s aging population to prepare for
retirement.

One result of the FSA’s heightened focus
on market conduct, internal controls, and
corporate governance has been a
dramatic jump in the number of financial
institutions hit by administrative
enforcement actions. In FY2005, the FSA
took administrative actions against more
than 170 financial institutions, up from
approximately 70 the previous year. With
one exception from FY2003-FY2004, the
attached chart shows a steady increase
in the number of financial institutions
sanctioned by the FSA’s administrative
enforcement actions from 1998 to 2005.

Financial System

Number of Financial Institutions Subject to
Administrative Enforcement Actions by the FSA
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Inspections of financial institutions are an
important mechanism for ensuring a
sound market and enhancing consumer
protection. For such inspections to be
effective in fostering compliance and
deterring wrongdoers, it is vital they be
carried out with the utmost predictability
and transparency.

Recommendations

The ACCJ welcomes measures taken by
the FSA to enhance the transparency of
its inspection process, including the
publication of inspection manuals and
releasing the criteria it uses for issuing
sanctions to financial institutions.'®
However, with more work to be done to
make the FSA’s inspection process fully
transparent and predictable, the ACCJ
urges the FSA to continue to take
measures consistent with its stated goal
of “improving the transparency and
predictability” of its financial
administration,® including updating and
further clarifying the criteria it uses for
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issuing sanctions to financial institutions
and conducting seminars designed to
offer insight into how these criteria are
applied by regulators. In particular, the
ACCJ urges the FSA to provide more
proactive guidance and interpretation to
all financial services companies about
rules and regulations. Financial services
companies currently have to rely on their
own interpretation of notices of
administrative orders posted on the FSA
web site. Furthermore, the ACCJ urges
the FSA to continue to evolve its
supervisory procedures away from
administrative sanctions being the
primary enforcement procedure.

B. Sector-Specific Issues
i Capital Markets

Japan has made significant progress over
the years in expanding access to its
capital markets and developing a more
open market for cross-border securities
trading and fundraising activities. The
liquidity and broad scale of Japan’s
capital markets support efficient capital
allocation across the Japanese economy
and enhance investment opportunities
available to Japanese investors.
Additional progress in this area can be
accomplished by encouraging more
foreign issuers — particularly emerging
market issuers from the rest of Asia - to
access the Japanese debt and equity
markets, and by creating an environment
whereby international banks, hedge
funds, and other significant market
participants will establish or expand their
Tokyo-based regional capital markets
activities.
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1. Continue to Enhance the
Attractiveness and Efficiency of
the Tokyo Stock Exchange

With over 90 percent of the total value of
all domestic trading, the Tokyo Stock
Exchange (TSE) is far and away the
largest securities exchange in Japan and
Asia. In March 2006, after a series of
system-related failures and a subsequent
fundamental re-evaluation of its
management direction in response to
those failures, the TSE released a three-
year (FY2006-2008) management plan
that lays out its strategy for reform. The
plan’s three broad goals are: raising the
level of the TSE’s own corporate
governance and those of its listed
companies; enhancing public confidence
in its infrastructure; and putting the TSE
in a position to compete internationally
with other global exchanges.

The ACCJ welcomes the TSE's reform
initiative and encourages the TSE to
continue its efforts to strive for greater
accountability, transparency, efficiency,
and reliability in its operations, in line
with the recommendations contained in
the recent report issued by an expert
advisory committee to the Financial
Services Minister (Expert Advisory
Committee).?® A more transparent,
robust, and reliable TSE will attract more
companies from across Asia and the rest
of the world, and will benefit all in Japan.

a. Enacting Bold Reorganization

As an important part of its goal of
strengthening its corporate governance
structure, the TSE recently announced a
plan to reorganize itself into a holding



company, with two separate subsidiaries
- one for managing market operations
and one for self-regulatory functions.?
This structure will be newly allowed once
the Financial Instruments and Exchange
Law (FIEL) takes effect in the summer of
2007. The holding company structure
closely resembles that of the New York
Stock Exchange, and TSE President and
CEO Taizo Nishimuro has noted that he
prefers the structure partly because it is
easy to understand, even when viewed
from outside.?” The CEO of the company
managing the regulatory function will be
separate from that of the holding
company and the company will be kept at
arms-length from the holding company.
This reorganization — which must be
approved at the TSE's general
shareholders meeting in June 2007 - is
widely seen as the first major step in the
TSE’s plan to list itself on its own market
through a public offering, with 2009 as
its target.?’

The ACCJ supports the TSE's drive for
increased transparency and
accountability through stronger corporate
governance. The TSE’s plan to subject
itself to its own rules and regulations
through listing itself on its own exchange
is an important step toward reaching
those goals. In addition, its plan to
restructure itself into a holding company
with a separate and independent
company for regulatory functions - if
successfully implemented - will ensure
greater transparency and accountability
and should improve the TSE's prospects
for collaboration with other major global
exchanges, one of its stated goals.?*
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Recommendations

The ACCJ encourages the TSE to
implement its restructuring plan with
careful attention given to ensuring
transparency in the process and
providing opportunities for TSE
stakeholders to comment. The ACCJ also
urges the TSE to ensure that the newly
established self-regulatory company be
as transparent, independent, and
efficient as possible. These
recommendations are in line with many
of those of the Expert Advisory
Committee regarding the TSE's
restructuring plan.?

The ACCJ also supports other
recommendations of the Expert Advisory
Committee regarding the TSE's
restructuring, including carefully
monitoring the independence and
effectiveness of the self-regulatory
company under the holding company
structure; ensuring that there is
adequate communication and cooperation
between the operating company and the
self-regulatory company; establishing a
system that ensures that the self-
regulatory company, which will be non-
profit, has the financial resources it
needs to adequately perform its duties;
and ensuring that there is adequate
communication between the TSE and its
stakeholders regarding the establishment
of rules and regulations.?®

b. Enhancing System Infrastructure
After several computer system failures
toward the end of 2005 as well as a

system-precipitated early shutdown of
trading in January 2006, the TSE has
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embarked on a much-needed overhaul of
its existing IT systems as an initial step
in restoring public confidence in its
infrastructure. Order processing capacity
has been boosted twice, from 6.2 million
orders per day to 9 million in January
2006, and then again to 12 million in May
2006. In November 2006, the TSE plans
to increase its system’s order processing
capacity another 2 million orders a day to
14 million.?’

Simultaneously, the TSE has begun an
ambitious plan to introduce a fast,
robust, and scalable next-generation
trading system by 2009. The selection
process has begun. Initial applications for
system proposals were submitted by the
private sector in September 2006. The
TSE will choose up to five teams from
these applications to respond to a
request for proposal and will select a final
system developer by December 2006.%®

Recommendations

The ACCJ supports the TSE’s plan to
increase reliability and user trust
through an overhaul of its IT
infrastructure. If the TSE is to become
a globally competitive exchange, it is
imperative that its IT systems generate
user confidence through state-of the-
art technology and the highest degree
of reliability.

In planning for a next-generation system,
the ACCJ believes the TSE is correct to
focus on scalability, safety, speed,
flexibility, and robustness.?® It
encourages the TSE to develop a system
that meets global standards for
internationally competitive securities
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exchanges, as called for in the Expert
Advisory Committee’s report.>°

The ACC]J also urges the TSE to develop
its next-generation system in a
transparent fashion and in close
consultation with the TSE's stakeholders,
seeking stakeholders’ input on the cost,
safety, reliability, and effectiveness of the
new system where appropriate. This is
also a recommendation made by the
Expert Advisory Committee.>!

c. Improving Global
Competitiveness

The TSE clearly recognizes the increasing
competition between international
financial markets and exchanges and the
consequent need to act decisively to
ensure that it is prepared to compete in
this increasingly competitive
environment.?? The TSE’s commitments
to improving its own transparency and
accountability through structural reform
and bolstering user confidence through
enhancement of its IT systems will
greatly contribute to strengthening its
international competitiveness. Further, to
ensure it remains an attractive listing
destination for companies in Japan and
across Asia in the future, the TSE has
also pledged to pursue internal reforms
and international partnerships that will
help it meet the needs of international
market participants.

In its three-year strategy, for example,
the TSE declared its commitment to
creating an environment more conducive
to the listing of foreign companies
through various means, including “taking
active measures to overcome obstacles



to listing on TSE.”*? To this end, the TSE
has pledged to consider practical ways to
adjust the regulations and listing fees for
foreign companies with their primary
listing on the TSE through examination of
the practices of foreign securities
exchanges.>* This development is
welcome, as is the TSE’s commitment to
respect the legal systems of the primary
market home countries of the foreign
companies listed on the TSE as a non-
primary market, taking into consideration
this foreign oversight in its rulemaking
for those companies.®”

As another element of its effort to
improve its international
competitiveness, the TSE has repeatedly
stated its intention to strengthen
collaboration with overseas exchanges.*®
The ACCJ welcomes this approach and
considers the TSE’s signing of
memoranda of understanding and
commencement of discussions with
various foreign exchanges a positive
development.?’

The TSE has also stated its intention to
diversify the products listed and traded
on its exchange.>® This is an important
step toward making the TSE more
internationally competitive, and a
development welcomed by the ACCJ.

Recommendations

The ACCJ welcomes the TSE's
commitment to bolstering its
international competitiveness through
internal reform and international
collaboration. The ACCJ encourages the
TSE to continue to work closely with the
foreign business community in Japan and
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throughout Asia to determine the needs
of both foreign companies listed on the
TSE as a primary and non-primary
market and those hoping to list on it.

Nearly all foreign companies listed on the
TSE come from major industrialized
countries with robust regulatory regimes
and are listed on securities exchanges in
their home countries as a primary
market. Accordingly, these companies
are already subject to the rigorous listing
requirements of those exchanges in
addition to the well-developed
commercial laws of their home
jurisdictions. The ACC] is, therefore,
encouraged by the TSE’s pledge to
respect the legal systems of the home
countries of those companies listed on
the TSE as a non-primary market and its
commitment to consider recognizing that
oversight in its rulemaking. The ACC]
looks forward to continued and steady
progress in this area.

In addition, the ACCJ is encouraged by
the TSE’s determination to increase its
communication and collaboration with
overseas exchanges. The ACCJ
encourages the TSE to build relationships
and collaborate with internationally
competitive exchanges that operate
under globally recognized rules and
according to global best practices.

2. Strengthen and Enhance the
Role and Independence of the
Securities and Exchange
Surveillance Commission

Vibrant, efficient, and well-regulated

capital markets inspire investor
confidence and are essential to economic
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competitiveness. The Government of
Japan has made notable progress in
improving Japan’s capital markets. This
progress includes its dramatic shift away
from the “convoy system” to a more
transparent, rules-based regulatory
approach led by the FSA and the
enactment of the FIEL, which the
government intended as a means to close
some of the loopholes created by rapidly
expanding financial markets.>°

A strong and independent securities
regulator is key to making further
progress in strengthening Japan’s capital
markets. Japan’s securities regulator, the
Securities and Exchange Surveillance
Commission (SESC), however, operates
as part of the FSA and largely lacks
structural independence. Its budget and
staff are also widely seen as inadequate
to police and enforce audit, disclosure,
and governance standards in Japan’s
capital markets. As a result, the ruling
Liberal Democratic Party and others have
been considering measures to enhance
the independence and role of the SESC in
line with securities regulators in other
nations with mature capital markets.

Recommendations

The ACCJ welcomes recent measures
taken by the FSA to expand the SESC’s
inspection powers*® and recognition by
the FSA'’s leadership that the SESC's
budget and staffing levels are
inadequate.** However, more action is
necessary. Accordingly, consistent with
its longstanding position, the ACCJ urges
the Government of Japan to strengthen
the SESC, creating a more effective
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securities regulator through the following
measures:

* Enhance the independence of the
SESC through such measures as
appointing a Diet-approved Board of
Governors.

e Give the SESC a mandate to:

o establish and enforce minimum
corporate governance standards for
investor protection and maintaining
confidence in public capital markets;

o serve as an initial source of rulings
to interpret applicable laws and
guidelines;

o initiate civil and administrative
proceedings or - in cases of
fraudulent negligent failure to
perform fiduciary duties such as
disclosure - criminal prosecution;

o monitor and police internal controls
and corporate disclosures, including
those with respect to takeover
defense plans and policies; and

o facilitate efficient and fair processes
for takeover bids, dispute resolution,
and proxy voting.

* Significantly increase the SESC's
budget and give it the authority to
hire all the qualified personnel it
needs to perform its mission.

3. Recommendations to Speed
Development of Commodities
and Derivatives Markets

* The FSA and other Japanese
authorities should implement



regulatory and other initiatives to
encourage expansion of Japanese
commodities and derivatives
exchange platforms and trading
opportunities available to institutional
investors.

The TSE, Tokyo Commodity
Exchange, and other commodities or
futures exchanges in Japan should
seek to broaden their range of
trading instruments or contracts.

4. Recommendations to Further
Liberalize Financial Services
Regulation

The FSA should promulgate a private
placement exemption comparable to
Rule 144A (adopted in 1990 by the
U.S. SEC) to facilitate broader and
numerically expanded offers and
sales of foreign securities to
qualifying Japanese institutional
investors. This would supplement
recent growth in “Public Offerings
Without Listings,” which have
attracted prominent Asian issuers.

The FSA should review and revise its
inspection protocols to enhance
consistency, transparency, fairness
and effectiveness of appellate
procedures.

The FSA should continue to
encourage use of “no action letters,”
interpretative releases, “"FAQ"”
releases and other public regulatory
pronouncements.
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ii. Banking and Finance

1. Adopt Consumer Protection
Measures Based on Global Best
Practices and Create Regulatory
Transparency in Consumer
Finance

A vital part of Japanese economic growth
consists of consumer-led demand, which
is in turn supported by a robust
consumer credit industry. About half of
Japan’s GDP growth is now driven by
consumer demand. A healthy consumer
credit market provides safe and secure
access to credit from well-regulated
sources and transparent product and
pricing disclosures. A healthy credit
market requires a clear legal framework
in which all participants can easily
understand their rights and
responsibilities. With this framework,
consumer finance can continue to be a
key element in achieving sustainable
economic growth of Japan.

Countries with well-developed consumer
finance markets such as the United
States and the United Kingdom have
established a range of best practices
reflected in various consumer protection,
disclosure, and enforcement laws that
help provide consumers with safe and
secure access to carefully regulated
consumer finance companies. For
example, the United States and the
United Kingdom have strict licensing
requirements involving certain capital
requirements, background checks, and
comprehensive audits and inspections.*?
Both countries also have the authority to
punish unfair or deceptive trade practices
with a range of civil and criminal
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penalties.*® Protection of consumers is
also ensured through clear disclosure
requirements appropriate for the type of
loan product, ease of access to new
products and information through the use
of e-signatures and e-communications,
prohibition of misleading statements and
advertising, and requirements for
consistent, transparent disclosure of
terms.*

Additionally, the use of “full file” credit
bureau information systems in which
credit bureaus compile “credit profiles” in
those countries benefit individual and
small business consumers by helping
prevent fraud and identity theft, allowing
risk-based pricing that enables those with
good credit histories to get credit at
lower rates, and preventing excess
lending by allowing lenders to gauge risk
and customer ability to repay.

Recommendations

As the Government of Japan actively
considers ways to improve its consumer
finance market through reforms to the
Money Lending Business Law (MLB Law),
the ACCJ welcomes recent
recommendations by the Government of
Japan aimed at adopting many of the
above-mentioned measures. The
government should focus its efforts on
protecting consumers by applying global
best practices, such as introducing
stricter licensing requirements,
regulatory oversight and enforcement,
more robust disclosure requirements,
ease of access to information, and a
modernized credit information system.
Given the importance of the supply of
credit to overall consumer demand and
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economic growth, the ACCJ would urge
caution and a careful review of the
impact of these protective measures
before imposing significant new
restrictions on lending rates that could
adversely effect the supply of credit. In
addition, the ACCJ urges the Government
of Japan to:

* Apply global best practices of
electronic commerce by enabling
moneylenders to deliver notices and
provide information required under
the MLB Law electronically, when
borrowers choose to transact
business in this manner. This move
would improve confidentiality,
disclosure, compliance and borrower
convenience. The ACCJ, Keidanren,
and others have long requested this
measure. Such a move would also be
consistent with the new Personal
Information Protection Law, which
clearly favors a policy of letting
consumer choice determine how
personal information shall be treated.

e Revise Articles 16, 17, and 18 of the
MLB Law to allow simple, meaningful
disclosures to borrowers in line with
open-end credit disclosures prevalent
in other modern markets.

* In recognition of the importance of
ATM networks in the modern financial
sector, revise Articles 17 and 18 of
the MLB Law to allow streamlined
disclosure for additional transactions
(borrowings, repayments, and
transfers) when conducted at ATMs
or online.



* Revise Article 24 of the MLB Law to
facilitate compliance in the case of
bulk assignments or securitizations of
consumer finance receivables.

* Modernize the MLB Law and related
laws by authorizing lenders to charge
up to the maximum rate under the
Investment Control Law. At the
same time, this rate should be set at
a level that allows for a broad
spectrum of lending across risk
profiles and avoids the risk of
constricting the supply of credit or
abetting the growth of the informal
credit sector.

The above-described measures will
provide consumers with more effective
protection. At the same time, they will
foster a modern, transparent, and
competitive consumer finance segment
that in turn will contribute to sustained,
demand-led growth.

iii. Insurance

An important goal of a financial center is
to act as an intermediary for the
economic allocation of risks. Almost all
economic activities involve an element of
risk. The financial sector is able to spread
and redistribute the risks. The more
efficiently this important function of
spreading risk can be performed, the
more the financial sector contributes to
the development of Japan’s domestic
economy.

The insurance industry is an important
participant in achieving efficiency and
transparency in allocation of risks, both
in its role of providing insurance products
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to individuals and institutions, as well as
its role as significant institutional
investors in credit risk. These institutions
are major collectors of savings and
suppliers of funds to the market.
Together with deregulation and the
globalization of financial markets, the
role of these institutions and their impact
on investment strategies has grown
significantly over recent years.

Recommendations

Although significant strides have been
made in the past 15 years with respect to
the development of an efficient
marketplace in life and non-life insurance
in Japan, many obstacles remain in the
insurance sector that inhibit the
development of an efficient and
competitive global financial services
center and prevent the realization of the
government’s vision of a highly advanced
financial services nation.

1. Improve the Policyholder
Protection Corporation to Foster
Financial Stability and Consumer
Confidence

A viable policyholder protection fund is
essential to enhancing policyholder
confidence in the market and thereby
encouraging stable and sustainable
growth. Structuring the fund and
supervising market participants in a way
that encourages repeated depletion,
however, harms the performance of the
contributors without fostering industry-
wide financial stability or consumer
confidence. The ACCJ is encouraged by
measures the Government of Japan has
taken to strengthen the PPC system,
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especially the steps taken to detect
problems early and to prevent failures in
the first place. More, however, must be
done.

Recommendations (Policyholder
Protection Corporation)

Accordingly, the ACCJ urges the
Government of Japan to build on these
improvements by further conducting
thorough reviews of the life insurance
safety net system to improve the PPC
and further strengthen measures to
detect problems early to prevent failures.
The ACCJ is concerned that not enough
has been done to alleviate the substantial
burden caused by pre-funding the life
policyholder protection corporation. The
Government of Japan should ensure that
the PPC is used as a last resort, including
through an ongoing commitment to
continued government funding and a
shift to a post-funding system.

As the Government of Japan conducts
discussions on the review of the PPC
system prior to March 2009 (when
recently enacted measures establishing
the form of the PPC expire), the ACCJ
urges the Government of Japan to fully
utilize and implement public comment
procedures and to ensure that the
insurance industry (both domestic and
foreign) and all interested parties are
provided meaningful opportunities to be
informed of, comment on, and exchange
views on proposed measures related to
the PPC prior to their implementation
and/or submission to the Diet.
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2. Fully Liberalize the Bank Sales
Channel to Maximize Benefits for
Consumers

In December 2005, Japanese banks were
allowed to sell additional insurance
products - in particular, savings-type
insurance, including single-premium
endowment, single-premium whole-life,
and savings-type accident insurance.
However, this is only a fraction of the
universe of private insurance products
that Japanese consumers could
potentially obtain through the bank sales
channel. Full liberalization would
maximize benefits to consumers by
promoting consumer choice of various
products, which is key to having Japan
become a financial hub.

Recommendation (Bank Sales)

The ACCJ urges the Government of Japan
to follow the Financial System Council’s
recommendation to fully liberalize the
bank sales channel without delay, no
later than 2007. The Government of
Japan should also take measures to
ensure that the bank sales rules
genuinely enhance consumer protection
and are implemented fairly in a manner
that does not favor one product or
services supplier over another. In
addition, the ACCJ welcomes the FSA’'s
commitment to review the 10 million yen
ceiling on third sector products that
smaller banks (i.e., regional banks, etc.)
may sell to certain borrower companies,
prior to full liberalization of the bank
sales channel in December 2007,
because such a ceiling would unfairly
disadvantage insurance service suppliers
who provide third sector products.



iv. Investment Management

A vibrant and innovative investment
management industry is a cornerstone of
the Government of Japan’s stated policy
of encouraging Japan to move from a
society of savers to a society of
investors. Investment managers make
available a range of investment products
to the investing public aimed at long-
term capital appreciation and/or stable
provision of income that match the
lifecycle needs and risk/reward profiles of
individual investors. The means to secure
sufficient financial resources for
education, home purchases, retirement,
inheritance, and other lifecycle events
are available to Japanese citizens as
individual investors as well as through
their participation in corporate or public
pension funds. The majority of the
investing public does not have the
necessary skills or investment asset size
to be able to invest in a well researched,
risk controlled, and sufficiently diversified
manner with a long-term investment
horizon unimpeded by emotion. Through
the provision of commingled investment
products, investment managers provide
the general public with the level of
sophisticated investment traditionally
reserved for the very wealthy and
institutional investors.

Having established that a diverse and
profitable investment management
industry is desirable to the goal of
becoming an investing society, and in
order to provide the proper incentives for
both domestic and foreigh investment
managers to continue to place Japan as
their hub of Asian operations, the ACCJ
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recommends several changes to the local
regulatory framework.

1. Defined Contribution Pensions

Granting individuals power over their
retirement savings is increasingly
important. During the 1990s, Japan’s
households enjoyed a reputation for
strong individual saving habits. OECD
data released in June of 2006, however,
show that the household savings ratio in
2005 was only 2.4 percent, falling
dramatically from the 15 percent ratio
reported in 1991. Japan’s aging society
will cause this trend to accelerate as
worker numbers fall and retiree numbers
increase. It also does not appear,
however, that the Government of Japan
is prepared to compensate for the lack of
private savings. The 2004 pension reform
legislation put in place a schedule of
reductions in the share of income
replaced by the public pension from the
current 59.3 percent to 50.2 percent and
increased the contributions required of
employers and workers.

Further, the public is not sufficiently
aware of the benefits of defined
contribution pension programs (DC
pensions), nor is the current DC pension
system sufficient to secure the required
financial resources for Japan’s rapidly
aging population. As labor mobility
increases in the Japanese economy, it is
important to support programs such as
DC pensions that provide portability of
investments for people changing
employment during their careers.

A poll cited in the Nihon Keizai Shimbun
indicated that 75 percent of respondents
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said that they preferred to be completely
responsible for financing their own
retirements. Overall, these and other
statistics show that Japan’s future
retirees have the desire to take control of
their retirement savings, provided that
they have an attractive means of doing
so. With the proper incentives, DC
pensions can give workers a personal
stake in their retirement saving and
motivate workers to learn more about
and meet their investment needs.
Moreover, expanding use of DC pensions
to finance retirement lightens the burden
on the public pension system and
facilitates labor market flexibility.

However, Japan’s current DC pension
rules severely hamper the system’s
effectiveness. Some of the problems with
the current system include: (1) Not
allowing individual contributions; (2) low
tax-deductible contribution limits; (3)
difficulty in withdrawing pension funds
early; and 4) not allowing public workers
to participate in DC pensions.

Recommendations

The ACCJ urges the Government of Japan
to reform the DC pension system to
maximize its effectiveness. The first step
should be to convene a study group with
open meetings at the earliest possible
date and to provide meaningful
opportunities to meet with and consider
stakeholder views, including the views of
individuals, plan administrators, and
current and potential providers. The ACCJ
also encourages the Government of
Japan to ensure that adequate public
comment procedures are provided at
meaningful stages (including review of
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any draft legislation) to ensure that the
preferences of workers and employers
are taken into account. The Government
of Japan has the opportunity to make
meaningful changes to the DC pension
system to help achieve the DC pension
law’s original goal of helping participants
gain greater responsibility for their
retired lives, while reducing pressure on
the government and employers.

2. Investment Trust Mergers and
Terminations

Investment trusts have been a valuable
tool for allowing individual investors to
commingle their assets with other
investors to invest in various asset
classes that otherwise might not be
available to them while benefiting from
professional investment management
skills and lower investment costs that
result from economies of scale. To
benefit investors, investment trusts need
to raise and maintain sufficient assets.
Otherwise, administration fees per
investor may become exorbitant and the
investment trust cannot attain
appropriate diversification required to
maximize risk-adjusted returns for
investors. While all investment trusts are
established with the intention of raising
sufficient assets, the reality is that not all
investment trusts will succeed in their
asset gathering or asset retention
objectives. When that happens, investors
would be in a better financial position if
the investment manager were able to
terminate the investment trust or merge
two investment trusts with similar
investment objectives. Unfortunately, the
current regulatory regime makes it either
difficult or unattractive for investment



managers and distributors to take these
steps that would be in the best interest of
Japanese investors.

Recommendations

The ACCJ recommends that the FSA
establish clear guidelines for termination
of investment trusts without the
requirement for shareholder voting under
certain conditions. For example, following
the two-year anniversary of its inception
date, an investment trust should be
allowed to automatically terminate if
disclosed in the Fund prospectus and
provided, for example, that the net asset
value of the fund remained below three
billion yen for any consecutive 12-month
period. In order to offer investors a
suitable alternative to termination,
investment trust mergers should also be
permitted. These provisions should
include relief from capital gains taxes in
the event that assets are rolled into a
merged investment trust.

Such changes would be consistent with
global best practices. In the United
States, for example, the power to
terminate an investment vehicle would
be resident in the incorporation or trust
documents where the Board is authorized
to enter into such a transaction and
would delegate its authority to the
advisor. Investment trust mergers,
meanwhile, need to be approved by the
shareholders before they can be
consummated.

Financial System

3. Separation of Investment
Advisory and Securities
Businesses

Japan's investment advisory laws and
securities laws currently draw a strict line
between investment management and
marketing activities. As a result, licensed
investment advisors are not permitted to
market products that they themselves do
not manage. This prohibition extends to
marketing of investment products that
are managed by their overseas affiliates.
Global investment management
companies seeking to offer their services
to Japanese investors are therefore often
required to establish separate, licensed
securities firms in order to approach
Japanese clients, even though many
already have a locally-licensed
investment advisor subsidiary. In some
cases, the FSA has permitted a single
entity to obtain both discretionary
investment advisory and securities
business licenses, but a firewall
requirement and other compliance
conditions attached to those licenses
render that structure useful to only the
most limited of investment management
businesses. As a result, it is expensive
for global investment managers to offer
their products and services to Japanese
investors.

In addition, institutional investors such as
pension funds are often confused by
multiple approaches from different
operating entities in the same group of
companies who are offering similar
investment strategies or products. This
situation is exacerbated by the strict
firewalls that have been erected between
investment advisors and securities
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companies under Japanese regulations.
Furthermore, the inability to share
business-related information between
investment advisors and securities
companies increases risk within the
group of companies and reduces the
ability to effectively manage risks across
financial conglomerates.

Recommendations

* The FIEL and its implementing
regulations should be revised to
specifically permit licensed
discretionary investment advisors to
market the investment products of
their overseas affiliates to Japanese
investors.

* Discretionary investment advisors in
Japan should be permitted to execute
trades in Japan for their overseas
investment management affiliates
without the need to have
discretionary management authority
over the account for which the trades
are placed. Currently, this is not
permitted. As a result, overseas
affiliates of foreign investment
advisors operating in Japan execute
trades offshore. This takes business
away from the Japanese brokerage
industry, which otherwise would
receive more trading commissions
and boost employment to meet
increased demand.

4. Further Recommendation to
Promote Japan as an Investment
Management Hub

The ACCJ offers the following additional
recommendations to help Japan become
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a global financial center for investment
management and to maximize and
protect the best interests of Japanese
individual and institutional investors.

* The FSA should encourage financial
institutions to base staff with regional
responsibilities in Tokyo, especially in
the infrastructure areas supporting
the investment management
activities. Allowing officers in Japan
to fulfill regional responsibilities
would allow investment managers to
create larger and more skilled teams
of people in Japan, attracting top
talent to Japan - the number one
competitive factor in creating a global
financial center. Staff in Tokyo with
regional responsibilities would
encourage regional best practices in
the fields of client service, product
innovation, and operational controls,
which would benefit investors as
larger teams provide incremental
control opportunities and more
innovative business ideas. In
addition, allowing officers in local
investment management companies
to fulfill regional responsibilities
would create more skilled jobs and
associated income tax revenues.

e The ACCJ recommends that the

Investment Trusts Association of
Japan and Japan Securities
Investment Advisors Association be
merged into a single body. That new
entity should then establish a single,
integrated set of rules based on the
recognition that investment
managers manage institutional client
money and retail client money in
much the same manner, and that the



delivery vehicle (an Investment Trust
or an Investment Advisory account)
has little bearing on the way an
account is managed or the duty of
care required when managing
investors’ assets. An integrated set of
regulations and a single industry
association would ensure consistency
of compliance across investment
management companies, reduce
unnecessary costs of complying with
two separate regulatory regimes, and
bring Japan in line with the global
best practices observed in financial
centers in the United States and
United Kingdom, for example. The
objective of the FIEL to harmonize
regulations across Japan’s financial
services industry will not be achieved
in the field of investment
management unless its approach
extends to the industry’s disparate
associations and guidelines.

The ACCJ urges that all types of side
business licenses granted to
investment advisors be made
available for public inspection.
Currently, side business licenses
granted to investment advisors are
disparate and inconsistent in their
content. The industry would be in a
better position to serve Japanese
investors if consistency and
predictability of the side business
license regime were enhanced.

The ACCJ recommends that the
institutional investor disclosure rules
for large shareholdings
(shareholdings in excess of 5
percent) be revised back to 90-day
reporting schedules rather than the
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shortened requirement of 14 days
that is scheduled to commence on
January 1, 2007. The previous rule
recognized the real distinction
between portfolio investors and
investors who acquire shares for the
purpose of seeking control of a
corporation. The new reporting
requirements create undue
administrative burdens on portfolio
institutional investors, create
significant opportunities for market
timing behavior by speculators
thereby increasing volatility in
Japan’s equity markets, and
discourage investment in smaller
capitalized Japanese companies.

The ACCJ recommends that taxation
laws be clarified or amended to
exempt discretionary investment
advisors from being deemed to have
created permanent establishments in
Japan on behalf of their clients,
where those clients are located in
countries that do not have double tax
treaties with Japan. The lack of
clarity of current permanent
establishment rules is causing
significant business opportunities to
be lost to Hong Kong, Singapore,
London, and New York, since offshore
investors are incentivized to contract
with offshore investment advisors
rather than Japan-based investment
advisors, even for investments in
Japanese equities.

The ACCJ recommends that the FSA
or the Investment Trust Management
Association establish investment trust
net asset value (NAV) materiality
policies similar to Luxembourg, Hong
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Kong and other jurisdictions, to
increase certainty and consistency
across Japan’s investment trust
industry. Materiality policies that
establish acceptable valuation
tolerances below which an
investment trust manager would not
be required to recalculate the
investment trust’s daily NAV,
reprocess investor transactions and
compensate investors. A materiality
policy, similar to those practiced in
other major financial centers,
recognizes that immaterial NAV
inaccuracies do not harm investors,
and that unreasonably low
materiality thresholds may actually
harm investors through higher overall
operating costs and less efficient
investing.

The American Chamber of Commerce in Japan



Chapter 6 - Healthcare System

The ACCJ has a long history of working
closely with the Ministry of Health, Labor,
and Welfare (MHLW) to promote reforms
and improvements in the healthcare
system. The ACCJ welcomes the
Government of Japan’s vision to address
the challenges of an aging society and
low birthrate by pursuing comprehensive
reform of the national healthcare system.
To fully achieve reform of its healthcare
system into one that encourages and
facilitates speedy patient access to the
best services, medical technologies, and
pharmaceuticals the world has to offer,
the ACCJ urges the Government of Japan
to carefully consider analysis and
recommendations posed below with
respect to three key healthcare areas:
(1) medical devices; (2) pharmaceuticals;
and (3) services.

A. Medical Devices

Context: Healthcare Revolution
Underway

The world is experiencing a revolution in
healthcare. Medical problems are
discovered earlier, corrective procedures
are far less invasive and more reliable,
recovery time is much shorter, and
people are able to lead longer, more
independent, and healthier lives. This
revolution is increasing productivity and
greatly improving the quality of life for
many people.

The medical technology industry is a vital
contributor to this revolution, with
innovations that include smaller, longer
lasting pacemakers; drug eluding stents
that reduce the need for additional
surgery; orthopedic implants that

function better and longer; and an
expanding range of diagnostic products
that detect problems sooner and often
eliminate the need for exploratory
surgery. Many more innovations are
expected as the industry invests in the
development of products that will provide
even greater benefits in the future.

This revolution in healthcare has already
benefited the Japanese economy, but it
could also do more. Medical technology
reduces the cost of long-term healthcare.
Medical technology increases productivity
by allowing workers to recover from
illnesses faster, remain longer in the
workforce, and live more independently
without expensive long-term care. Many
studies have shown that funds invested
in medical technology vyield far greater
benefits than costs to society, saving and
extending lives.

Japanese patient access to these
beneficial products is important now and
will become even more important as
Japan’s population ages. Yet Japanese
patients do not have the level of access
to these life-saving and life-extending
products that they should. Patient
healthcare reform in Japan should
address several fundamental issues to
provide the proper environment to
remedy this situation. The ACCJ believes
the following issues must be addressed:
(1) the inefficiencies in the healthcare
system; (2) the slow and cumbersome
process for approving new medical
technology; and (3) the system for
establishing reimbursement rates.
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Snapshot: Opportunities For
Efficiency Gains

Improvements in the delivery of
healthcare will enhance and extend the
lives of Japanese patients while creating
substantial savings. Perhaps the best
means of obtaining additional funds for
innovation is to improve the efficient use
of existing resources. Although
improvements in the efficiency of
healthcare delivery represent the biggest
potential source of budgetary savings,
there is strong evidence that the current
reimbursement system actually
encourages inefficiency. The average
length of stay in Japanese hospitals is
five to six times longer than the
Organisation for Economic Co-operation
and Development (OECD) average. Japan
has nearly twice as many hospitals as the
United States and four times as many
hospital beds per capita. Reduction in the
average length of hospital stays, greater
efficiencies in the number of hospitals
and hospital beds, and promotion of
centers of excellence will create massive
savings and efficiencies. A modest one
percent improvement in operating
efficiency would generate savings of 250
billion yen. A study by the MHLW found
that reducing the average length of
hospital stays to the level of Japan’s most
efficient prefecture would save over 2.2
trillion yen per year. Greater use of
innovative technologies to treat patients
would contribute to shorter hospital stays
and improve patient productivity and well
being.

Due to Japan’s long and burdensome

approval process, Japanese patients do
not have the same access to innovative
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medical devices as patients in other
countries. The medical technologies
patients receive in Japan are often up to
five years and several generations behind
the products available in the United
States, Europe, Canada, and Australia -
and even developing countries like China,
India, and Thailand. Despite a record
number of applications for approval of
new medical devices in the United States,
such applications in Japan fell from 132
before March 2004 to just nine two years
later, due in large part to Japan’s
burdensome regulatory environment.
Regulatory approval must be completed
faster to support timely access by
Japanese patients to innovative medical
devices.

However, instead of facilitating patient
access to medical technology by
streamlining and speeding the approval
process, the Government of Japan has
been compounding the problem by
imposing more burdensome and costlier
regulations that discourage innovation
and provide no perceptible additional
benefits to patients. The revisions to the
Pharmaceuticals Affair Law (PAL), which
covers medical technology products,
went into effect on April 1, 2005. Even
the largest medical device companies are
experiencing difficulties meeting the
PAL’s complicated provisions. Some of
the industry’s smaller companies have
indicated they may have to exit the
Japanese market because of PAL
requirements. The initial and on going
costs of 170 billion yen through 2010 are
funds that otherwise could have been
invested in furthering innovation for
patients.



As improvements in healthcare and
healthcare technology result in longer life
spans, medical technologies must take on
increasingly difficult and costly
therapeutic challenges in order to drive
further improvements in lifespan and
quality of life. As research and
development (R&D) costs accelerate,
medical device and pharmaceutical
companies face higher costs. Over the
past three years, R&D spending has
grown at an annual rate of 14 percent
among the top five pure play medical
device companies. In order to maintain
incentives to develop cutting-edge
medical technologies, companies must
receive sufficient revenues to offset R&D
cost increases.

Yet at the same time costs in Japan are
escalating, the medical technology
industry is experiencing substantial cuts
in reimbursement rates. Japan’s deep
reimbursement cuts took away over 330
billion yen from the industry’s source of
R&D funds during the period from April
2002 to March 2006.

Japan’s current reimbursement system
for medical devices:

» Inappropriately determines
reimbursement in Japan comparing
prices in foreign countries, where
market conditions, medical practices,
and regulatory environments are
completely different.

*  Groups devices into functional
categories that provide identical
reimbursement to newer products
with advanced features and previous
generations of products lacking these
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innovative features. The ACCJ
welcomes recent technology-based
reimbursement differentiation - with
respect to imaging devices such as
MR and CT scanners - as it has
positively incentivized hospitals and
clinics to replace outdated
technology, and urges the MHLW to
continue this positive trend more
thoroughly and in other arenas.

* Reduces prices on a regular basis
despite increasing costs from
regulatory burdens.

The reimbursement system for medical
technology does not adequately
recognize the special characteristics of
medical devices, Japan’s unique market
structure, and the need to reward
innovation. Among the special
characteristics of medical devices is the
fact that many such products must be
made with diverse specifications to
conform to patients’ various physical
structures and specific disease
conditions. Also, medical devices can last
many years - with an initial upfront cost
amortized over its life — and quality of a
given device is a factor in determining
how long it can be used. In addition, the
time medical technology manufactures
have to recover costs on the market is
very short — on average just 18 months.
The industry needs predictable
investment funds from current products
to underwrite the R&D of new products to
help spur the healthcare revolution.

Japan is the most expensive country in
the world for medical device
manufacturers to supply. Medical
technology companies incur higher costs
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of almost one trillion yen annually due to
specific factors and requirements in
Japan. The primary factors that
contribute to these unique costs include:
higher distribution costs; higher
manufacturing costs for products
imported in Japan; complex regulatory
compliance costs; added costs for
product design and development; and
higher sales and marketing costs. These
unique market characteristics help
explain why Japan’s foreign average
pricing (FAP) rule, which determines
reimbursement based on characteristics
in markets outside of Japan, is not
appropriate.

Policies must encourage the introduction
of innovative products through
appropriate reimbursement that
recognizes differences in technologies.
Reimbursement levels should reflect the
underlying value and relative market
pricing of individual technologies.

Recommendations

As Japan strives to meet the needs of its
aging population and contain associated
costs, the ACCJ offers the following
recommendations which we believe will
spur innovation and introduce greater
efficiencies in the healthcare system:

Achieve Savings Through Greater
Efficiencies in Healthcare Delivery

1. Improve delivery of efficient, high
quality healthcare through incentives
to decrease hospital costs with
advanced, innovative therapies.
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2. Reduce the average length of stay in
hospitals to the level of Japan’s most
efficient prefecture (Nagano), with a
longer-term goal of reducing the
average length of stay to the OECD
average.

3. Foster the establishment of Centers
of Excellence that provide specialized
care in order to improve the quality
of care while creating efficiencies in
healthcare delivery.

Provide Japanese Patients with
Speedier Access to Innovative
Medical Devices

1. Speed the approval process for
medical devices to provide Japanese
patients more timely access to
advanced, innovative therapies.

2. Substantially increase the number of
medical device reviewers and ensure
that all medical device reviewers have
expertise in their areas of
responsibility.

3. Eliminate the backlog of unprocessed
applications.

4. Accelerate approval of products
already approved in other major
countries.

5. Utilize foreign clinical test data,
without requiring supplemental
Japanese clinical data, whenever
possible.



Recognize the Value of Medical
Device Innovation and the System-
Wide Savings it Generates

1. Eliminate the FAP rule for medical
devices and work with industry to
develop and implement an improved
system that fully reflects the value of
advanced medical technologies to
Japan’s patients and healthcare
system.

2. Develop in partnership with industry
an appropriate process to better
assess the value of current and new
products so that reimbursement
prices fully reflect the value of the
products, and adjust the
reimbursement prices of those
products that are currently
undervalued.

3. Improve existing procedures for
recognizing and rewarding innovative
products in its reimbursement
system. Once innovative products
become eligible for the C1 category
(those requiring a new functional
category but for which a technical fee
exists) and obtain regulatory
approval, they should receive a
provisional reimbursement price
immediately after C1 designation is
requested. These products are
currently uninsured pending a lengthy
and unpredictable reimbursement
decision process. This is a disincentive
to introduce these products to Japan.
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Promote the Use of Healthcare
Information Technology (IT)

1. Implement the use of strategic
healthcare IT throughout Japan using
an open and transparent process
which actively seeks to bring in the
best technologies from around the
world. The Government of Japan’s
Priority Plan 2006 urges this
development by the year 2010, but
fails to make clear the processes by
which non-Japanese firms can
participate in the system’s
development.

2. Expand the use of IT in healthcare
facility administration through
transparency in IT standardization.

B. Pharmaceuticals

Context: Challenges and
Opportunities for Japan

With the most rapidly aging population in
the world, Japan has a powerful incentive
to reshape its healthcare system to meet
this enormous demographic challenge. By
recognizing the value of healthcare
innovation, Japan has an opportunity to
help its aging citizens lead longer,
healthier, more productive lives while, at
the same time, fostering economic
growth through research and innovation
in the healthcare sector. Japan can serve
as a leader and an example for the rest
of the world by pursuing successful
patient-centered healthcare reform.

For four decades, Japan was able to

provide its relatively young patient
population with quality care at low cost.
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The result of these policies is the longest
average lifespan in the world and a
system of universal healthcare. Japan is
to be congratulated on these
accomplishments.

Today, however, as Japan faces slower
economic growth and an unparalleled
demographic transition to a super-aged
society, fundamental healthcare policy
change is necessary. In 2005, Japan
experienced its first-ever peacetime
population decline. The proportion of
elderly (aged 65 and over) in Japan’s
population is now over 20 percent, the
highest in the world, and is forecast to
reach almost 30 percent by 2025.
Current piecemeal reforms seeking to
reallocate and decrease the healthcare
budget are inadequate to the challenge of
aging patients, who will, inevitably,
demand more healthcare services, and to
the needs of a society that requires a
healthy aging workforce.

Any discussion about healthcare needs is
inevitably tied to national budgetary
issues. Japan must devise a healthcare
system that can both meet the needs of
its changing population and also
contribute to greater economic growth of
the life sciences industry, which will
create jobs, increase tax revenues, and
add to GDP. Greater efficiency in
healthcare financing and better
incentives for choice and quality in
healthcare delivery are critical.
Healthcare reform must also recognize
and reward the value to patients of
innovation and research in the life
sciences industry. Such reform would
make more revenue available for the
social insurance system and the economy
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as a whole by spurring economic and
employment growth resulting from
greater investments in life sciences and
medical discovery.

Japan is one of the few countries that can
realistically bring innovative scientific
discoveries to the world. The government
must address not only Japan’s budget
situation but also the global
competitiveness of Japan’s
pharmaceutical industry. Globalization
has transformed the competition for top
Japanese research scientists, and many
talented Japanese researchers and
scientists have chosen to pursue cutting-
edge biotechnology and
biopharmaceutical research in the United
States. Indeed, many of the leading
scientists in innovative U.S.
pharmaceutical companies and top U.S.
universities are Japanese. Unless the
research environment improves in Japan,
this loss of top research personnel is
likely to continue.

Policies that discourage researchers in
Japan penalize not only the Japanese
research infrastructure but also patients
who could have been helped by access to
the newest therapies. Problems with the
clinical research infrastructure in Japan
are partly responsible for the “drug lag,”
i.e., the period between the availability of
a new medicine in the first country of
launch and the availability of that same
medicine in Japan. Along with an
undeveloped clinical trial environment,
the failure to harmonize approval
processes for drugs and regulatory
requirements not based on scientific rigor
means that products take much longer to
be approved for use in Japan even when



proven safe and effective elsewhere in
the world. Reform of the regulatory
structure affecting all aspects of
innovation must take place or Japanese
patients, and Japan’s economy, will miss
out on the benefits of the life sciences
revolution.

The ACCJ believes that the impact of the
super-aged society can be mitigated by
an approach based on youthful aging.
This concept involves giving older people
access to improved new medical
therapies that will lead to faster
recoveries, decrease the length of
hospital stays, and return patients to the
workplace faster. The result will be to
raise GDP and lower healthcare
expenditures. At the same time, such a
policy would contribute to a vibrant life
sciences industry that will create more
revenue to address the problems of the
super-aged society.

For over two decades, the ACCJ has
worked closely with the MHLW and others
in the government to promote reforms to
enhance recognition of the value of
biomedical innovation; to support
improved regulatory transparency; to
promote consultation and dialogue about
changes to National Health Insurance
(NHI) rules and policies; to promote a
more efficient regulatory environment;
and, most importantly, to improve access
by Japanese patients to the world’s
leading medicines. The ACCJ commends
the Government of Japan for its stated
principle of setting aside the piecemeal
solutions of the past to pursue
comprehensive reform of the national
healthcare system. We also commend the
MHLW for its Vision on Pharmaceuticals
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published in 2001, its commitment to
draft a new five-year pharmaceutical
vision, and for its Vision on Vaccines that
it is preparing in 2006, all of which set
out important strategies and roadmaps
for the future. Full implementation of
these visions, of course, is critical.

Snapshot: Patient-Centered
Approach Needed

The Government of Japan’s reform efforts
in 2006 have focused on the financing
and delivery of healthcare, drug
approval, and pricing. Most of these
efforts, however, appear driven
principally by cost containment goals. On
the one hand, the government is looking
to patients to take on more of the
financial burden through increased co-
payments. On the other hand, the
government is trying to reduce the
overall healthcare budget by contracting
the budget allocated for medicines. While
the ACCJ supports legislation that would
broaden the funding base for healthcare,
we fear that artificial limits on the use of
medicines will have negative
repercussions on the health of Japanese
citizens. Conversely, an aging society will
benefit most from a healthcare system
that prevents and treats chronic
conditions by encouraging innovative
drug therapies and vaccines.

Debate on the healthcare budget must
take fully into account the effects of cost-
focused reform on the quality of
healthcare in an aging society and on the
life sciences industry, which is uniquely
positioned to contribute to the new
knowledge-based economy in the 21
century. To compete in the increasingly
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globalized life sciences industry — given
the strong competition from India and
China and much larger U.S. and
European manufacturers - Japan must
improve its domestic environment for
research, investment, and
commercialization of pharmaceutical
products. The quality of healthcare for
Japan’s citizens and the economic health
of its life sciences industry must receive
priority consideration in the healthcare
funding debate.

Informed patients making decisions
about treatments would also drive further
improvements in quality. For this reason,
all stakeholders in the healthcare system
must have access to reliable, transparent
information about medical care, including
treatment, billing, reimbursement,
pricing, and quality, as well as policy
measures under consideration that affect
these areas.

Patients deserve access to world-class
drug therapies. Future breakthroughs in
cancer research, regenerative therapies,
treatments for mental illness and central
nervous system diseases, preventive
medicines and vaccines, diagnostic
technologies, and genetically-tailored
medicines promise to revolutionize the
ability of older people to live longer and
have more productive lives. In order to
benefit from this scientific progress,
Japan’s patients must have timely access
to breakthrough medicines, and these
therapies must be reimbursed in a
manner that rewards investment in
innovation. The focus should always be
on reimbursement systems that support
innovation rather than on arbitrary cost
cutting.

The American Chamber of Commerce in Japan

As Japan enters a new phase of reform
discussions in 2007, it is recognized that
the current drug pricing system:

* Bases the prices of new innovative
therapies on the prices of older
comparator drugs that have their
prices substantially reduced.

* Lacks transparency on how to utilize
the improved premium ranges and
may fail to capture the value of
innovation.

* Continues to reduce prices of these
new therapies over their patented life
through a variety of methods at
arbitrary intervals and penalizes the
most widely recognized and
innovative medications for their
success.

* By making a series of new exceptions
to the Foreign Price Adjustment
rules, provides insufficient incentives
for new therapies already introduced
outside Japan.

All the proposals for reform in this
section are based on the following core
principles that underlie any patient-
centered healthcare system:

* Healthcare reforms should focus on
delivering value to patients. Quality
care, not short-term budget savings,
should be the goal. Focusing on cost
rather than value to patients will
result in shrinking access to the next
generation of world-class innovative
pharmaceutical products, hurt the
quality of care for Japanese patients,
and damage the potential for



economic growth and employment
from the life sciences industry.

Increased healthcare spending, so
that Japan’s investments in
healthcare are consistent with those
of other highly industrialized
countries, will help overcome the
drug lag. Access to 85 percent of the
global top-selling drugs is delayed by
an average of six years, affecting 20-
30 million Japanese patients who are
unable to benefit from these new,
innovative developments.

A long-term and comprehensive view
is required for healthcare system
reform. Reforms should aim at
facilitating patient access to new
medical discoveries. Reforms should
meet the challenges of a rapidly
aging society by improving quality of
life and maintaining a healthy
workforce.

Reform should include provisions for
empowering patients, improving the
availability of information and
encouraging a range of treatment
options from which physicians and
patients can choose.

Japan can better develop its role in
global scientific development if
intellectual property rights are
strengthened, the infrastructure for
clinical trials is enhanced, and
academic, industry, and government
R&D efforts are coordinated more
effectively.

Policies should be implemented to
promote competition and choice in
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the system through adequate pricing
and drug information, and wellness
and preventative care programs for
infants, children, adults and the
elderly that cover a continuum of
prevention from vaccine-preventable
diseases to lifestyle-related diseases.
The burgeoning healthcare needs of
the elderly for the treatment of
chronic diseases will be better met if
pharmaceutical medical research is
provided the incentives necessary to
invest in the discovery of more
innovative medicines.

 Regulatory approval and new clinical
trial consultation processes must be
completed faster to support timely
access by Japanese patients to
innovative drugs. As of April 2006,
155 potential medicines wait for
approval, and some have waited
more than two years for review.

Recommendations

A comprehensive healthcare reform
program ultimately depends on
establishing a policy environment that
promotes economic growth and
innovation in the pharmaceutical and
biotechnology industries. The key is
patient-centered healthcare.

To transform the healthcare system, a
broad range of issues must be addressed.
These include efficient, science-based
regulatory approval for new health
technologies, fundamental revision of the
current drug pricing rules, recognition
and reward for innovation in the
pharmaceutical industry, full protection of
intellectual property rights, support for
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R&D and improvements in the
reimbursement system for medical
treatments, fiscal resources, and patient
access to information.

All of these elements are interconnected
- changes in one area must be evaluated
in terms of the impact on patient access
to the best possible treatments, growth
and innovation in life sciences, and on
the economy as a whole.

Comprehensive reform must recognize
how the existing web of NHI regulations
has limited the system’s flexibility.
Administered fee schedules and complex
monitoring regulations lead
manufacturers, distributors, physicians,
and healthcare facilities to react in ways
that often conflict with the goals of
efficiency and more cost-effective use of
healthcare resources. New incentives
must be instituted to mirror what
market-driven systems deliver, that is,
decisions that inspire the efficient
allocation of resources while maximizing
benefits to patients and fostering
individual choice.

Finally, a new joint industry-government
forum should be created to agree on the
steps needed for comprehensive
healthcare reform. The Council on
Economic and Fiscal Policy (CEFP)
developed and implemented
comprehensive reform proposals to
stimulate economic growth. Given the
important task of reforming the
healthcare system, the ACCJ
recommends that the Prime Minister
create and chair a similar council capable
of addressing the more nuanced reforms
of a healthcare system that provides a
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service directly to all citizens, and, at the
same time, should be a key engine of
economic growth.

There are two potential solutions to
address the financing of healthcare costs
in the current environment - either
squeeze costs and accept declining
productivity and quality of life or expand
productivity and promote “youthful
aging” through increased reliance on
biomedical innovation that will decrease
demand for costly hospitalizations,
elderly care, and medical treatments.
The only real choice is the latter. To
achieve that, the ACCJ offers the
following recommendations:

Promote Competition and Choice

1. Allocate current limited healthcare
spending resources effectively by
recognizing the value of
pharmaceutical innovation and the
system-wide savings this can
generate.

2. Expand coverage for preventive care,
including pharmaceuticals and
vaccines.

3. Introduce greater competition and
choice for increased efficiency in
healthcare financing.

4. Provide appropriate patient incentives
for an efficient healthcare system
through co-payments.



Improve the Research and
Development Framework

1.

Invigorate the science and technology
education system by promoting
business partnerships and
entrepreneurship.

Enhance protections for intellectual
property to reward innovation.

Reinforce incentives for greater
capital flows and linkages between
biotechnology ventures and larger
pharmaceutical companies.

Increase tax incentives for R&D
investment.

Improve the quality of infrastructure
for research collaborations among
academic institutions, government,
and industry.

Encourage Innovation and
Investment in Modern Medicine

1.

Revise the reimbursement system to
adequately reward innovation, ensure
that Japanese prices are adjusted in
line with foreign price levels in
comparable markets, and allow prices
to remain stable throughout the life of
the patent.

Enhance the environment for clinical
trials and timely regulatory
approval, including the broader
acceptance of regional and global
clinical trial data.

Tied to improvements in the
environment for innovative
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medicines, develop the generics
industry to allocate limited
resources more effectively through
greater use of off-patented drugs.

Foster industry access to the global
spread of knowledge through an
open and flexible innovation system
and government R&D support.

Promote Information and
Transparency Throughout the
Healthcare System

1.

Make systematic outcomes
assessments on healthcare facilities
available to enable patients to make
informed choices on where to obtain
treatment.

Enhance patient responsibility through
more transparent information about
all treatment options, including
detailed medical bills.

Improve coordination of electronic
records of the use of pharmaceutical
products.

Continue to expand patient and
provider incentives to use
wellness/health/vaccination promotion
programs to encourage preventative
care.

Enhance the dialogue between

government, industry, and other
stakeholders on healthcare reform.
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C. Healthcare Services

Context: Opportunity to Try New
Approaches

The daunting challenges associated with
Japan’s aging society and low birth rate
provide a unique opportunity for Japan to
explore new and creative mechanisms for
delivering safe and efficient healthcare
services. Fostering a regulatory
environment that allows for the
introduction of new management
techniques, innovative IT technologies,
and the outsourcing of certain functions
in hospitals across Japan can contribute
to easing the financial burden on Japan’s
healthcare system.

Permitting medical institutions to operate
as commercial corporations would
expand the choices available to
healthcare providers as well as patients.
The new forms and sources of capital
financing for doctors and hospitals would
also attract new providers, both Japanese
and foreign, to the health care services
market and stimulate innovation and
diversity in healthcare. Patients would
continue to have the freedom to choose
public hospitals, university hospitals or
hospitals organized as medical
corporations (iryo hojin), and healthcare
providers organized as corporations
would be subject to the same regulatory
standards as their peers who are
organized in different forms.

Snapshot: Increased Competition
Benefits Patients

Hospitals across Japan, especially the
large number of smaller institutions
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owned and operated by individual
doctors, are undercapitalized and
struggling financially. During the period
1990-2002, 428 medical institutions
underwent bankruptcy proceedings. In
2001, 66 percent of Japan’s hospitals
reported that they were operating in the
red. Japanese banks, essentially the only
source of capital financing for Japanese
private hospitals, have curtailed lending
to hospitals. Estimates show that bank
lending is meeting less than half the
actual capital needs of hospitals. Over
half of Japanese doctors surveyed report
they have deferred replacing aging
facilities due to lack of bank financing.

The ACCJ believes that there is a direct
causal link between these symptoms and
the current restrictions on commercial
corporate ownership and management of
medical institutions. Modern hospitals
require large-scale capital investment in
technology, research, testing, training,
sophisticated equipment, and
professional management. The
restrictions deprive hospitals and clinics
of the capacity to raise equity capital as
conventional businesses do. Without
access to equity capital, private hospitals
cannot expand beyond small-scale
individual proprietorships, with
ownership, management, and patient
care all in the same hands. The
restrictions also impede mergers and
other forms of restructuring within the
medical profession that would promote
much needed consolidation and more
modern, efficient, and competitive
medical care for Japanese patients.

Experience in the United States and
Europe has shown that different forms of



organization have different advantages
and strengths depending on many
factors, including patient demographics,
facility size, and degree and focus of
specialization. Non-corporate hospitals
have continued to thrive in the United
States and Europe despite competition
from for-profit hospitals. It is often
forgotten that more than 50 Japanese
hospitals, including some of the country’s
most respected institutions, have been
operating continuously for over a half
century as grandfathered kabushiki
kaisha predating the current restrictions.
There is no evidence that their ability to
pay dividends has ever compromised the
quality of care offered by these well-
established institutions.

While reviewing the status of healthcare
in 19 OECD countries, it became clear
that they faced common problems and
that their healthcare systems tended
toward the same general direction, albeit
from different starting points and at
different speeds. These trends include:

* Employment of IT to analyze costs
and to optimize treatments.

* The length of the average hospital
stay is decreasing.

* Movement from fee for service to a
Diagnostic-related Group-Prospective
Payment System.

* Introduction of various types of
reform. The inevitability of change is
recognized.

* Anincrease in the percentage of
treatment costs that the patient is
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responsible for paying, either from
out-of-pocket or from private
insurance providers.

Of the 19 countries examined, only two
prohibit for-profit ownership, Japan and
South Korea, and the prohibition in South
Korea appears to not to be enforced.
Japan is at odds with most other
countries in its determination to maintain
a non-for-profit system.

The legal basis for restricting the
operation of for-profit hospitals is
unclear. Article 7 of the Medical Law
states that a license may be withheld
from a person who intends to open a
medical facility for profit. Article 7 gives
the licensing authority discretion to deny
a license to a for-profit applicant, but
does not require that the license be
denied. Indeed, the wording of the
statute specifically contemplates that
licenses would, in appropriate cases, be
granted to for-profit applicants.

The legal basis for the restriction is not
contained in any statute enacted by the
Diet, but in a series of circulars and
interpretations issued by the MHLW. The
MHLW takes the circular position that the
restrictions are “legally” mandated,
ignoring the fact that the MHLW itself
created the restriction under its
administrative authority.

Recently, the MHLW has imposed
conditions on the experimental
introduction of corporate ownership and
management of hospitals in the “special
economic zones” that seriously weaken
any economic incentive potential
pioneers may have enjoyed by taking
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part in the program in the first place.
Lifting the restriction in the “special
economic zones” in a meaningful way
would provide an opportunity to test the
benefits of competition and market
forces. Unfortunately, the MHLW has
imposed two conditions on medical
facilities eligible for corporate ownership
in the “special economic zones”: that the
relevant medical services must (1) not be
reimbursable by national health
insurance and (2) be non-routine, highly
experimental procedures. Further, even if
the procedures developed by pioneering
corporations in the “special economic
zones” eventually do qualify for national
health insurance, the MHLW has not
provided any assurance that the
corporate hospitals that developed the
procedures would be reimbursed for
providing them. These conditions make
the decision to experiment in the special
economic zones economically
unattractive from the outset.

It is generally understood that the
Government of Japan is concerned that
any opening of the healthcare sector to
for-profit ownership may result in higher
revenue patients moving to the private
system to the detriment of the public
system. In this regard it is instructive to
consider the U.S. situation. Even in the
United States, where healthcare is largely
a private responsibility, for-profit
ownership of medical institutions is
minimal. The National Center for Health
Statistics reports that in the year 2000,
only 749 (12.9 percent) of 5,810
hospitals were for-profit. Of the $395
billion spent on healthcare that year, only
$35 billion (8.9 percent) was spent in for-
profit hospitals. In other words, despite
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an open market of many years standing,
fully 87.1 percent of U.S. hospitals
choose to remain non-profit, and account
for more than 90 percent of spending.
Given the choice, the U.S. example
suggests that many or most Japanese
medical practices would choose to remain
operating on a non-profit basis.

Recommendations

The ACCJ recommends the Government
of Japan take prompt and decisive action
to enable kabushiki kaisha and other
commercial entities to manage, invest in,
acquire, own, and operate medical
institutions and facilities. Japan should
also expand the role of outsourcing of a
range of services, as has been
successfully demonstrated with
outsourced pathology laboratories within
hospitals.

The ACCJ recognizes that the introduction
of greater competition and market forces
into Japanese medical practice will
involve transitional challenges. However,
the ACCJ believes that the benefits of
deregulation in other industries during
the past decade have benefited the
Japanese public, notwithstanding the
inevitable initial pains.

Reform should recognize the valuable
relationship that exists between the
expansion of payment options and
service delivery options. However, the
current payment system discourages
research into and adoption of such
alternative delivery systems and
services. The expansion of payment
possibilities such as kongo shinryo would
correct this, providing the environment
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for new services that will provide better
patient care at lower cost, and also open
valuable new areas of activity within this
important industry.
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Chapter 7 - Physical Infrastructure

and Air Transport

Context: Key to Domestic and
Regional Growth

Japan’s economic prominence depends
on a vast physical infrastructure to
support its regional and global
commerce. ACCJ member companies are
both providers of elements of this
infrastructure and beneficiaries of its
services. To retain and enhance its
position as a nexus for trade, Japan will
need to continue to expand and upgrade
this infrastructure. An advanced air
transport system with state of the art
physical facilities and minimal regulatory
impediments is critical to attracting
investment and facilitating the ever-
growing volume of trade. Advances in
information technology have increased
the importance of air transportation for
both manufacturing and marketing and
international competition in the sector is
intense. By working together as
suppliers, partners and customers, we
believe ACCJ companies can play a major
role in ensuring that Japan’s air transport
system is the best possible.

Facilities such as hub airports generate
significant benefits for the local regions
they serve. They function as centers of
economic development, stimulating
tourism and business growth. Companies
often cite close proximity to a hub airport
as an important factor in determining the
location of offices, factories, distribution
centers, and other facilities. Cities with
easy access to international air service
are also magnets for foreign direct
investment and high technology
development.
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Internationally, Japan has a distinct
advantage in that its local market for air
travel is large. Still, international
competition is intense for connecting
traffic, and urgent steps are needed to
ensure that Japan is not left behind:
namely liberalizing aviation treaties with
all partners, lowering airport charges,
improving transit facilities, and increasing
the efficiency with which airports and air
traffic are managed.

As the ACCJ works to contribute its part
to enhancing Japan’s role as an air
transportation hub, we are mindful that
trade must be secure, as well as free.
This means that we will do our part to
work with both Japanese and United
States authorities to streamline
processes that impact the movement of
goods and persons between both nations.
The U.S. and Japanese governments are
discussing issues ranging from visa and
immigration requirements to container
security. As strong allies and partners
with shared goals and values, the ACC] is
confident that our governments can
establish procedures and practices that
further strengthen our bilateral economic
relationship.

Snapshot: Japan Still Too Costly,
Overregulated

Although Japan's air transport
infrastructure serves Japan’s leisure and
business travel and cargo needs
adequately, users of the infrastructure,
including passengers, shippers, and
airlines pay an unnecessarily high price
as a result of over-regulation, high
operating costs, and infrastructure that is
inadequate in areas such as Tokyo and



redundant in outlying areas. Since range-
limitations for airplanes have required
many flights from North America to stop
in Japan on their way to other points in
Asia, Japan’s air transport system has
had little external competitive pressure.
However, improvements in air transport
infrastructure in the Asia-Pacific region
and the increasing range of airliners are
enabling carriers to bypass Japan. New
non-stop flights that once required a stop
at Narita include Hong Kong-New York,
Bangkok-Los Angeles, and Singapore-
New York. Whereas in the past Japan
might have been able to afford a more
complacent approach, the issues and
conditions described below now need
urgent attention.

Lack of Coordinated National Airport
Planning

Political pressures and lack of
coordinated planning have resulted in
excess airport capacity in rural areas far
from business centers. While plans exist
to increase capacity at both Haneda and
Narita Airports, far more capacity has
been added in places such as Kita
Kyushu, Kobe, and Shizuoka (under
construction), which lie within the
catchment area of existing airports,
rendering demand insufficient to make
the new airports economically viable.

Inadequate network planning makes it
difficult to make connections from
domestic to international flights. Japan
lacks the kind of large, comprehensive
hub airport bringing together
international and domestic flights that is
common in most other countries.
Passengers from most cities who travel
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on domestic flights to the Tokyo or Osaka
areas to connect to international
departures must make the long and
onerous trip by train or bus from the
domestic to the international airport (in
Tokyo, from Haneda to Narita; in Osaka,
from Itami to Kansai International).

The new airport in Nagoya, Centrair, was
billed as Japan’s first hub airport, but
capacity constraints prevent the
clustering of a sufficient number of flights
necessary to make it a viable hub. The
former airport in Nagoya, Komaki, which
has remained open with 50-seat regional
jet flights covering a wide network from
Obihiro to Nagasaki, has further
weakened Centrair’'s hub potential.

Similarly, the continued existence of
nearby Itami Airport — now restricted to
domestic flights - has resulted in little
domestic service at Kansai International
Airport (KIX), making it difficult to
support international flights from that
airport with connecting passengers.
Moreover, Kobe Airport opened in
February 2006. About the same distance
from KIX as Itami, Kobe Airport has
further cut the domestic traffic using KIX.
Acceptable returns on the huge public
investment in KIX will never materialize
as long as two other publicly funded
airports continue to compete with it.

The difficulty in traveling by air to rural
areas from overseas inhibits economic
development and investment in these
areas. Often, the easiest way is via
Seoul’s Incheon Airport. With a single
airport connection at Incheon, itineraries
like Niigata—London and Miyazaki-Los
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Angeles are much faster than going via
Haneda-Narita or Itami-Kansai.

Not only does Japan need hubs that bring
together domestic and international
flights, it also needs more hubs that
connect domestic flights. In particular,
the capacity constraints at Haneda
Airport are exacerbated by the lack of a
domestic hub outside of Tokyo. Many
domestic city-pairs have insufficient
passenger volumes to support non-stop
service. Passengers traveling between
Kumamoto and Aomori (and many similar
city pair combinations) connect at
Haneda Airport. But Haneda’s operations
are congested and flights in peak periods
full. It would be much more efficient to
connect at a different airport where seats
would be more plentiful and flights could
be added to meet demand.

Inadequate Consultations with
Stakeholders before Construction

The Government of Japan has repeatedly
undertaken massive infrastructure
projects related to airports without
meaningful consultation with foreign
airlines. “"Meaningful” means open, frank
discussion related to needs, costs, etc.,
long before final decisions are made. For
example:

* In 1999, the international passenger
terminal opened at Komaki Airport in
Nagoya, even though Centrair was
already under construction and the
new terminal would only be used for
a short time. While the former
terminal was old and in disrepair, it
would have been wiser to "make do”
with it and allocate the funds to more
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pressing investments with a longer-
term impact.

* The opening of Kobe’s new airport
has exacerbated the Kansai regional
airport situation. Split operations
between Kansai International and
Itami Airports have hurt the
efficiency of the national
transportation system and further
damaged Kansai Airport’s finances.
Kobe Airport not only siphons
passengers away from the other two
airports, but has also created air-
traffic congestion and delays.
Consultation with international
airlines may have brought some of
these concerns to light prior to
construction.

* The decision to move ahead with a
second runway at Kansai Airport was
made without consultation with the
airline industry and is apparently
based on growth predictions by the
airport authority that the airline
industry considers unrealistically
optimistic.

Airport Costs Highest in the Region

As airplanes are increasingly able to
bypass Japan, the exceptionally high cost
of using Japan’s airports puts the country
at a distinct disadvantage. The two
comparisons of airport charges that
follow show that Japan’s three leading
international airports (Narita, Kansai, and
Centrair) cost far more than their
regional competition.

The first comparison includes fuel facility
service fees charged for putting fuel into



airplanes, typically levied by fuel-service
companies rather than airport operators.
Since these fees are regarded as
“concession fees,” they are often omitted
in comparative analyses of airport costs.
However, fuel facility fees are often
significant relative to other airport
charges. Therefore, an accurate and
balanced comparison of airport costs
must include them. The first comparison,
prepared by the ACCJ, breaks down the
total costs of a typical turnaround -
landing, deplaning, and enplaning
passengers, and fueling - for a Boeing
747 departing on a 5,900 nautical mile
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route, approximately the flying distance
from Narita to the U.S. East Coast.
(Note: the cost of fuel itself is not
included.)

Airport Cost Comparison for 747-400 Turnaround

$30,000

$25,000

$20,000 —

$15,000 —

TOTAL IN US$

$10,000 —
o I I:
$0 -

Source: ACCJ research incorporating IATA data
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Airport Cost Comparison for 747-400 Turnaround

@ A o0 o9 & S @ ot
AIRPORT ——> Wk e e <a9° \'\0‘\9‘(\ ‘ae\\\(\‘é S“a“g“ \“cx\eo 6\“969 6""\%
Landing Fee 829,730 774,150| 659,020 98,456 25,961 4,372 4,372| 3,236,000 3,394 58,855
Aircraft Parking 0 79,400 0 11,116 1,248 656 656 37,560 0 3,162
Lighting Fee n/a n/a n/a n/a n/a 437 437 111,584 n/a n/a
Passenger Boarding Bridge 14,600 13,000 13,500 4,032 n/a 320 320 128,866 320 9,600
Baggage Handling System Charge 118,800 78,520 159,300 1,384 n/a n/a n/a 559,025 n/a n/a
Other Fees n/a n/a n/a 15,547 5,605 250 250 n/a n/a n/a
(Currency) JPY| JPY JPY| TWD HKD Us$ Uss$ KRW| SGD THB
Sub-Total 963,130/ 945070| 831,820 130,535 32,814 6,035 6,035| 4,073,035 3.714 71,617
(exchange rate US$1: June 2006) 113.00 113.00 113.00) 32.04 7.76 1.00. 1.00 946.00 1.58, 38.14
Airport Sub-Total in US$ $ 8523 [$ 8363[$ 7361|$ 4074|$ 4229|$ 6035|$ 6035|8% 4306|$ 2351 |$ 1878
Fuel-facility Fees $ 7380|% 5372 |$ 5382|$% 3998 |$ 1852 |$% 926 | $ 926 |$ 1390 |% 2185|% 1592
Terminal Navigation Fee $ 1838|% 1838 |% 1838($% - $ - $ 431 [ $ 4311 $ 246 | $ - $ 951
Airline paid costs in US$ $ 17,741 | $ 15574 | $ 14581 [$ 8072 |$ 6,081 |$ 7392 |$ 7,392 |$ 5941 |$ 4536 |$ 4421
Per Passenger Charge in local currency 2,650 2,040 2,500 300 153 90 90 17,000 21 500
Per Passenger Charge in US$ $ 23| % 18($ 22| $ 918 20| $ 118 118 18($ 13[8 13
Pax paid Charges in US$ per flight $ 6918 |$ 5326 (% 6527 |$ 2762 ($ 5816|$ 3310 (% 3310|$ 5301 ($ 3921 |$ 3,867
Grand Total in US$ $ 24659 | $ 20,899 | $ 21,108 | $ 10,834 | $ 11,897 | $ 10,703 | $ 10,703 | $ 11,242 | $ 8457 |$ 8,288
Cost per passenger $84 $71 $72 $37 $40 $36 $36 $38 $29 $28

*Shanghai's Pudong Airport

Assumptions:

2 hour turn around used.

GST, VAT and any other govt. taxes are excluded.

® N OO~ WD =

China Terminal Navigation Fee based on 500 km flight distance.
Source: ACCJ research incorporating IATA data

As the chart and table above show, the
turnaround cost at KIX is almost double
that of the most expensive airport
outside Japan in the region, Hong Kong.
Narita and Nagoya are both about 60
percent more expensive than Hong Kong.
On a per passenger basis, Osaka at $84
is approximately three times more than
Bangkok and Singapore.

For our second comparison, we refer to
the often-cited analysis of airport costs
produced by the United Kingdom'’s
private Transport Research Laboratory
(TRL). TRL’s cost for each airport is
derived by summing the charges for a
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Aircraft MTOW = 396,890 kgs.; NRT noise level = D; BHS at Terminal 1 South Wing
Available seats = 393; Pax number = 295 (75% load factor); Excludes all those categories of passengers who are exempt from charges.

Certain charges excluded (eg. air navigation charges, check-in / gate counter rentals, CUTE charges, etc.).

Fuel-related fees for 5,900 nautical miles flight requiring 305,200 Ibs or 46,306 gallons of fuel.
Thailand Terminal Navigation Fee based on AEROTHAI member rate.

two-hour turnaround that would be
imposed on eight different jet types
commonly used for international airline
flights throughout the world. TRL uses a
composite currency called SDR (Special
Drawing Right) for reporting the results.

The TRL’s “"Review of Airport Charges
2005" does not include Nagoya airport
nor does it take into account fuel facility
fees, but it also shows that KIX and
Narita are dramatically more expensive
than the regional airports they compete
with. KIX is nearly three times the cost of
Hong Kong and Narita costs are about
235 percent of Hong Kong's.
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TRL Comparison of Airport Costs
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Source: TRL Review of Airport Charges 2005

The high cost of using Japan’s airports
has a negative impact through the travel
and freight distribution pipelines to the
consumer. To the extent costs can be
passed to the end consumer, traffic
volumes suffer, impacting tourism and
adding expense to business. To the
extent that costs are shouldered by
travel and freight intermediaries, their
competitiveness is reduced, diminishing
effective support of tourism and
business. The consequential economic
benefit reduction hurts Japan’s
international competitiveness.

A. Narita Airport

The greater Tokyo area is served by only
two airports that handle airline traffic:
Haneda Airport, about thirty minutes by
car, and Narita Airport, one-to-two hours
by train or car from the center of Tokyo.
Narita Airport is, by a large margin,
Japan’s leading international gateway.
Approximately 60 percent of Japan’s
international passenger traffic travels
through it and it handles roughly 70
percent of Japan’s international cargo.
Moreover, since the opening of Narita
Airport in 1978, the Government of
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Japan’s policy has allowed almost no
international flights from Haneda Airport,
giving Narita Airport a near-monopoly in
the greater Tokyo area.

From 1978 until March 31, 2004, Narita
Airport was operated by a government

entity, the Narita Airport Authority (NAA).

On April 1, 2004, the Narita Airport
Authority was corporatized, becoming a
limited liability stock company or
kabushiki kaisha with the government as
its sole shareholder (although the name
of the company became the Narita
International Airport Corporation, the
company continues to refer to itself as
“NAA"). NAA now describes itself as
“privatized,” but since the government
still owns 100 percent of the stock, by
any global standard definition, NAA is not
yet a privatized entity.

For fiscal year 2005, NAA declared a net
profit of 14.7 billion yen (approximately
$131.7 million) and announced that it will
give the Japanese government 2 billion
yen ($17.8 million) of that profit by
paying a 1,000 yen per share dividend
to its only shareholder, the Government
of Japan.

The “corporatized” governance and
operations of NAA have done little to
address the following serious issues:

1. Lack of Economic Regulator

An economic regulator is a
governmental or nongovernmental
body charged with economic oversight
of a public utility or other monopolistic
enterprise. Economic regulators are
typically charged with preventing

The American Chamber of Commerce in Japan

abuse of monopoly power and
maintaining adequate service.
Although Narita serves as Japan’s
primary international air gateway and
enjoys a near monopoly on
international service in the greater
Tokyo area, NAA exists without an
independent regulator of any kind.
(The Ministry of Land, Infrastructure
and Transportation (MLIT) continues to
provide aeronautical regulation of
Narita Airport.)

Most commercial airports are so called
“natural monopolies,” and the UN’s
International Civil Aviation
Organization (ICAQ), which is
responsible for promoting and
regulating international aviation,
recognizes the need for economic
regulation of corporatized or privatized
airports. The ICAO has established
guidelines for economic regulation of
airports.

Because NAA functions as a monopoly
operator and still has no economic
regulator, the ACCJ believes it is too
early for NAA to pay a dividend to its
sole shareholder, the Government of
Japan.

. Artificial Limits on Number of Flights

Due to noise abatement agreements
made with local residents around the
time Narita opened in 1978 (when
planes were noisier than they are
now), no flights are permitted between
23:00 and 06:00. This nighttime
curfew restricts both cargo services
and low-cost nighttime “utilization”
flights to leisure destinations, reducing



the number of flights for passengers
and increasing Narita’s common costs.
Furthermore, although Narita now has
two runways, commitments made in
the 1970s to local residents require
the use of a single airspace entry and
exit point for both runways. At other
major airports around the world,
parallel runways operate with separate
arrival and departure flight paths,
thereby dramatically increasing airport
capacity.

As a result of these limitations, the
number of takeoffs and landings for
each runway at Narita is far lower than
the 200,000 per year that, according
to the International Air Transport
Association (IATA), is an average
figure for the world’s best-managed
airports. Narita’s longer A runway only
handles 135,000 takeoffs and landings
annually, while the B runway
accommodates just 65,000 each year.

Low runway utilization also hampers
the government in reaching new
international agreements on flights
between Tokyo and other countries, or
liberalizing or expanding existing
agreements. This low utilization also
dramatically increases costs to both
passengers and airlines. Airlines from
thirty-seven countries would like to
start service to Narita but cannot,
largely due to the lack of landing slots.

. Lengthening B Runway

In September 2006, NAA began
construction to lengthen the B runway
at Narita from its current 2,180m to
2,500m The runway is too short now
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for many larger airplanes, and
although lengthening it will allow some
additional types of airplanes to use it,
it will still be too short for some larger
airplanes. Original plans for the B
runway called for extending it farther
south, and in fact, some concrete was
laid a number of years ago. However,
a few landowners have refused to sell
their land, forcing a substantially more
costly expansion, of 33 billion yen, to
the north. The cost is approximately
14 billion yen more than that
estimated to expand to the south, and
construction time will double from
three years to six, according to
estimates by NAA in July 2005.

In meetings with the airline industry,
NAA stated that the extra revenue
from the additional flights that will be
able to use the B runway when it is
extended to 2,500 meters will not
cover the 33 billion yen cost of the
project. (This was relayed by NAA as
one justification for possible future
rate hikes to airlines.) The ACCJ is
disappointed that construction has
begun without adequate regard to the
financial considerations.

Elements of the overall project, such
as the construction of a second
taxiway, could benefit airlines and
improve NAA’'s returns, but it is
difficult to determine actual benefits
without an analysis of the costs of the
various components of the project.
Despite numerous requests, NAA has
refused to provide airline groups with
a detailed breakdown of the costs and
projected revenue for the project.
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The ACCJ therefore believes that the
cost for this project should be borne,
in large part, by the government and
not Narita Airport’s users because the
decision to move ahead with the B
runway extension to the north was
heavily influenced by the national
government’s refusal to expropriate
the land needed to extend the runway,
as originally planned, to the south.

4. Shortage of Cargo Warehouse Space

Narita Airport suffers from a shortage
of cargo warehouse space. Some
airlines that lack their own warehouse
have requested rental space, while
other airlines have asked to increase
the size of the warehouse that they
now rent. Non-airline ground handling
companies are not allowed to lease
their own warehouse space at Narita
to handle the export cargo of airline
customers unlike the situation at KIX
and at Nagoya’s Centrair Airport.

On July 11, 2006, NAA announced a
plan to replace 5,600 square meters of
existing cargo warehouse space in the
Tennami area with a new warehouse
of 10,000 square meters in 2008. The
ACC] believes that this modest
increase will not be sufficient to satisfy
the existing demand. NAA seems
unwilling to do more because,
according to various statements it has
made, it expects that some
international cargo now handled at
Narita Airport will be diverted to
Haneda Airport when the fourth
runway opens there in 2009 or 2010.
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B. Haneda Airport

Haneda Airport, just thirty minutes by
train or car from central Tokyo, is Japan’s
busiest airport, but since the opening of
Narita in 1978, with limited exceptions,
the government has prohibited
international flights at Haneda. This will
change in 2009 or 2010, however, when
the construction of a fourth runway is
scheduled to be completed. The
government has announced that many
more international flights will be allowed.
Internationalization of Haneda raises
many concerns, including the following:

1. Lack of Transparency Moving
Toward 2009

In addition to a new fourth runway, a
new international passenger terminal
and an international cargo terminal are
under construction. However, these
projects and greatly increased
international operations are moving
forward without adequate
transparency concerning critical issues
such as operations rules, curfews, slot
allocations, noise limitations, proposed
flight routes, and other matters.
Without transparency, foreign and
other carriers cannot be assured that
they are not placed at a competitive
disadvantage.

2. International Charter Flights Only
Allowed between 23:00 and 05:59

Up to ten international charter flights
currently may operate between the
hours of 23:00 and 05:59. For
Japanese airlines with airplanes that
fly domestically during the day and are



parked at Haneda Airport overnight,
offering international charter flights
during these hours is practical. On a
trip to Seoul or Guam, for example,
Japanese airlines can offer departures
at 23:30. The return flight would
arrive at Haneda at 05:00 or 05:30.
Public transportation is in operation for
both departing and arriving
passengers.

Foreign airlines, on the other hand,
cannot operate charter flights between
23:00 and 05:59 because they do not
have planes flying domestically during
the day. Reversing the Japanese
airlines pattern, they would arrive at
the beginning of the “charter window”
at 23:00 and depart before 05:59.
With a 23:00 arrival, it would be
impossible to clear Immigration and
pick up baggage before the last train.
(Excluding costly taxi service, there is
no public transportation to or from
Haneda between 23:30 and 05:30.)
Similarly, departing passengers would
not be able to get to Haneda Airport if
the departure were before 05:59. To
operate its departure and arrival in the
same pattern as the Japanese airlines,
a foreign airline could, theoretically,
park its airplane at Haneda Airport all
day, but this would be prohibitively
expensive.

Thus, the current policy on
international charter flights at Haneda
Airport is discriminatory and harms
U.S. and other foreign interests. And,
because this policy makes operating
impractical for non-Japanese airlines,
it deprives travelers of the benefits of
greater competition among airlines.
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3. International Cargo Flights Lacking
At Haneda

Customers in Kanagawa prefecture
and western Tokyo would greatly
benefit from expanded international
cargo service at Haneda Airport.
Preliminary information from the
Government of Japan regarding
international operations to be allowed
once the fourth runway is completed
suggests that international cargo
flights would only be allowed between
23:00 and 05:59. Such limitations
would drastically reduce the viability of
Haneda Airport for international cargo
flights; the operating window should
be expanded for international cargo
flights, which would benefit all cargo
carriers and maximize the value of
Haneda Airport. Further, fees at
Haneda Airport should be set in a
reasonable manner, competitive with
those at comparable airports in Asia.

C. Business Aviation

Japan lags behind most other major
nations in business aviation. Despite the
increasingly global nature of their
business activities, only a handful of
Japanese companies own and operate
private business aircraft. Excessive
government regulations, a lack of
business aviation facilities at Japanese
airports, high costs, and lack of
understanding of the benefits of business
aviation have impeded market growth.
These same problems also discourage
many foreign business executives from
visiting Japan in private jets.
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The underdeveloped state of business
aviation costs Japan high-paying jobs,
discourages Japanese and foreign
corporations from using a proven
productivity-enhancing tool, and even
hampers Japan’s efforts to attract more
foreign direct investment.

Some of the biggest obstacles to the
development of business aviation are
presented below.

1. One-Size-Fits-All Regulation

Japan has only a single set of
regulations that govern the use of
aircraft weighing more than 5,700
kilograms at maximum takeoff weight
(MTOW) by an air transport business.
This groups the smaller aircraft used in
business aviation with the big airliners,
such as the 747, and means that small
Japanese companies that provide
unscheduled, on-demand charter
flights using one or two business jets
must comply with the same rules as
Japan Airlines (JAL) and All Nippon
Airways (ANA). Complying with these
requirements limits the operational
flexibility and efficiency of Japanese
on-demand charter operators and
restricts the destinations to which they
can fly.

2. Onerous Airworthiness Inspection
Requirement

An airworthiness certificate is a
document issued by the civil aviation
authority of a country that grants
authorization to operate a civil aircraft
in flight. An aircraft is considered
airworthy if it conforms to its
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manufacturer’s design specifications
and is in a condition for safe operation.

In the United States, Canada, and
other countries, an aircraft’s
airworthiness certificate remains valid
as long as the owner or operator
maintains the aircraft in an airworthy
condition. Except for aircraft operated
by JAL and ANA, the Japanese Civil
Aviation Bureau (JCAB) requires that
every civil aircraft registered in Japan
undergo a mandatory airworthiness
inspection each year, regardless of
how much or how little the aircraft has
been used. The inspection, which
consists of both a ground check and a
test flight, is extremely costly and
typically requires the aircraft in
question to be out of service for a
period of two to three consecutive
weeks. The annual inspection cost for
one popular mid-size business jet
model is approximately 4.5 million yen
($39,000).

. International Business Jet Access to

Haneda Airport Severely Restricted

As a major international business
center, Tokyo needs a close-in airport
that welcomes and supports the needs
of business aviation, especially
international flights. Haneda Airport is
ideally situated, but access to Haneda
Airport is severely restricted.
International business aircraft arriving
at Haneda Airport can only use the
airport from 23:00 to 05:59, and they
must apply for a landing slot seven
days prior to arrival.



4. Lack of Dedicated Airport Facilities

Japan is the only country in the
developed world whose major airports
lack separate terminal facilities for
business aviation (often referred to as
Fixed Base Operators, or FBOs).
Business aircraft passengers arriving
at Haneda and Narita Airports, for
example, face a twenty-minute bus
trip to and from the main terminals at
those locations, and private aircraft
passengers arriving from overseas
must undergo customs, immigration,
and quarantine (CIQ) procedures in
the same lines as commercial airline
passengers.

5. Prior Approval Requirements for
Domestic Flights

Foreign-registered business aircraft
visiting Japan must apply for
permission to fly between any two
points in the country three days prior
to the flight. In contrast, the JCAB
allows Japanese-registered business
aircraft to fly between domestic
locations with same-day notification.
This gives less scheduling flexibility to
foreign aircraft than domestic ones.

D. Customs Clearance

Increasing demand for rapid transport of
cargo continues to generate extensive
changes in the transportation and
logistics industry, which in turn demand
greater efficiency in how goods are
cleared for import. Customs agencies in
Japan and elsewhere have made some
such changes, but a good deal more are
necessary. The following seven customs
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reforms would benefit all such shippers -
which include virtually every major
business in Japan.

1. Express Clearance

Many nations now recognize that
express shipments are sufficiently
different from other cargo that an
entirely different clearance process is

appropriate. China, Taiwan, the United
States, and other nations already have

in place separate customs regulations
for express shipments. Broadly

speaking, the existing system in Japan
- even with some helpful changes that
have occurred - is inadequate and was
designed for non-express air cargo and

ocean freight.
2. On-Site Inspectors

Customs Law Article 35 permits
Japan’s Customs agency to station
inspectors at express carriers’

premises, but it is often reluctant to do

so. This requires off-site cargo

inspections at Customs facilities, which

are time-consuming and particularly
burdensome for express shipments,
where saving every possible minute is
important. Customs officers in the

United States and Taiwan are regularly

stationed at express carrier premises.
This practice streamlines the process,
provides faster clearance, and allows
for a close working relationship that
can actually increase the ability of
inspectors and carriers to detect and
stop contraband. It is difficult to
conceive of a good reason for
prohibiting such arrangements, if they
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are fairly administered and available to
all carriers of a given class.

. Post-Clearance Express Data Entry

Motivated by a European Union
initiative to simplify and speed
customs clearance, the United
Kingdom permits express carriers to
delay filing most data until after cargo
has cleared Customs. Importers may
file short-form documents and then
provide other data days or weeks after
import. Clearing goods based upon a
limited number of basic details speeds
delivery and enables Customs to focus
its attention on illegal imports such as
firearms and drugs.

Coordination of Regional Customs
Operations

Japan’s rules still require that a single
office handle all steps in the clearance
process, even though declarations are
now filed electronically. Officers could
review them in any Customs office,
while the actual inspection of goods
occurs elsewhere. Such flexibility
would allow simultaneous movement
of time-sensitive, bonded cargo to a
location nearer to the consignee.

. Expedited Process for Compliant
Brokers

Providing incentives to brokers who
consistently meet standards for
declaring and clearing cargo would
free Customs officers to focus on poor
performers. In Japan, review of
improper declarations (“Category 2"
inspections) comprises a large part of

The American Chamber of Commerce in Japan

Customs officers’ workload. At
present, all brokers are subject to a
similar percentage of random
paperwork inspections. Eliminating or
reducing the inspections for brokers
with high standards of performance
would have a two-fold benefit for the
business community: (i) it would
provide an incentive for all brokers to
improve their accuracy; and (ii) it
would reduce shipping costs for
customers of such brokers.

6. Cargo Shortage Corrections

All goods arriving by air must be
identified on an aircraft manifest (a list
of cargo), but some goods fail to make
the flight for which they are originally
intended. When such goods arrive in
Japan, importers must follow a
cumbersome procedure for
“correcting” the import record and
clearing them. But such a process is
arguably unnecessary under the
Customs and Tariff Law, which
designates the import declaration
(rather than the manifest) as the key
document in the clearance process.
Eliminating the process of “correcting”
manifest shortages would reduce
workloads for Customs inspectors and
brokers, reduce congestion at airport
cargo warehouses, and speed the
process of delivering cargo.

The foregoing changes would reduce the
workload for Customs personnel,
eliminate needless costs for express
carriers, and speed the economical
delivery of cargo to the individuals and
businesses throughout Japan who are
their customers.



E. The U.S.-Japan Civil
Aviation Agreement

An obstacle to the continued growth of
and healthy competition in air transport
between Japan and United States is the
bilateral civil aviation agreement which
places various restrictions on air
transport between the two countries.
Japan and the United States sighed a
memorandum of understanding (MOU)
March 14, 1998, agreeing to hold talks
within three years on further
liberalization of air transport between
Japan and the United States. Although
eight years have passed since the signing
of the MOU, no concrete progress has
been made on liberalization.

The current bilateral agreement allows
for additional services between the
United States and Japan should the
market open up, but some airlines
labeled as “non-incumbents” face
restrictions in doing so.

In addition to limiting the number of
airlines that can fly between the two
countries, the bilateral agreement limits
the destinations some airlines may serve
when operating to or from Japan as well
as the number of frequencies they can
operate. The agreement also limits other
important operational rights, such as
capacity limits on “change of gauge,”
limits on “code sharing,” and pricing
restraints.

The change-of-gauge restrictions in the
agreement are indicative of how the
U.S.-Japan bilateral agreement has failed
to keep pace with the growth and
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development of global aviation. On
routes connecting three or more points,
an airline may want to operate with a
different size airplane (change of gauge).
Under the U.S.-Japan Agreement, the
aggregate capacity of ongoing cargo
change-of-gauge flights cannot exceed
the aggregate capacity of three 747s. In
an age of ever-larger airplanes, it seems
unreasonable to restrict capacity to a
model introduced thirty-six years ago.

Similarly, limitations on code sharing
whereby airlines in an alliance sell tickets
on each others’ flights are out of date
since code sharing does not increase the
number of flights.

Another restriction is the control of
pricing. Airlines can be prohibited from
offering fares directly to the public until
the governments have approved them.
These are “published” fares and include
those made available to all travel
agencies through Global Distribution
Systems (GDS) and airline websites.
Unpublished fares are negotiated with
travel agencies and are often sold in
package tours. The United States rarely
exercises this approval right, but Japan
requires U.S. and Japanese airlines to
seek MLIT approval for all published
fares. Also, Japan will not approve fares
that are discounted more than 70 percent
from fares established by the
International Air Transport Association
(IATA).

As a result of Japan’s exercising its
approval right and using the 70 percent
maximum discount standard, consumers
may sometimes pay higher ticket prices,
airline responses to changing market
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conditions are slowed, and generally, it is
hard for consumers to discover the
lowest fare available.

Singapore, Taiwan, South Korea, and
other countries have recognized the
economic benefits that result from liberal
air transport markets. Singapore, Taiwan,
South Korea, Malaysia, Indonesia, and
Thailand have all entered into “open
skies” agreements with the United States
that remove almost all restrictions on air
transport. Also, in July 2004, China
agreed with the United States to
increase, the number of flights between
the two countries over a six-year period
from 54 a week to 249 a week.
Furthermore, the United States and
China have already begun negotiations to
consider further liberalization of their
agreement.

Although entrenched interests oppose
liberalization, Japanese travelers and
shippers clearly desire more flights by
non-Japanese airlines. To that end,
Japanese freight forwarders handling
about 70 percent of all air cargo
originating in Japan, wrote letters in
2004 supporting the United States’s
request that Japan allow more scheduled
cargo flights between Japan and the
United States. These letters, written to a
U.S. airline, were submitted to the MLIT.
To provide the kind of service Japanese
users want, it is essential that Japan
allow these scheduled cargo flights to
carry cargo to and from points beyond
Japan (so-called fifth freedom rights).
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F. Japan Post Privatization

Japan Post is preparing for “privatization”
in October 2007. But in many ways,
“privatization” is not an accurate
description. The Government of Japan
will retain control of the postal
infrastructure and delivery services, and
will apparently allow key postal services
to retain the regulatory advantages that
they enjoyed as government services.
Since a level regulatory playing field is
fundamental to the private sector, the
international cargo transportation
industry has three major concerns.

Dual Regulators

Currently, the Ministry of Internal Affairs
and Communications (MIC) regulates
Japan Post, while private carriers are
regulated by the MLIT. The two
regulators have different approaches,
and those differences tend to favor Japan
Post, a wholly owned government
corporation, at the expense of private
carriers. After the Postal Delivery
Corporation is “corporatized” in October
2007, the Government of Japan will
remain both the regulator and the
controlling shareholder, creating an
obvious conflict of interest. The potential
for abuse would be lessened if a single
agency were to ensure that both
government-owned and private carriers
operate under the same regulations and
have the same responsibilities, burdens,
and rights. A separate regulator for the
postal delivery company makes sense
only to the extent necessary to ensure
that a very limited postal monopoly on
“universal service” (i.e., basic delivery of



first-class letters) is appropriately priced
and delivers good service.

For example, Japan Post is enhancing its
express delivery product, Express Mail
Service (EMS), with increased tracking
and tracing, improved delivery times, and
other features that it acknowledges are
intended to resemble - and compete with
- private carriers’ express delivery
services. MIC has informally indicated
that it plans to continue regulating EMS
after privatization, which would allow it to
continue enjoying favorable regulatory
treatment denied to its competitors.
Offerings such as EMS blur distinctions
between Japan Post and private express
services, and erase any justification for
treating its express products differently
than other private express services.

Regulatory Bias

The postal privatization laws recognize
that releasing Japan Post into the
marketplace will disrupt competition
unless the corporatized entity is
prevented from “engaging in new
business activities that unduly injure the
interests of private companies in like
business.”* But Japan Post is currently
exempted from a variety of regulations
imposed on private carriers that govern
customs clearance, trucking, and other
aspects of the international cargo
business. Any such regulatory exemption
provides Japan Post with a competitive
advantage by reducing its costs or
delivery times, and thereby “unduly
injures” private competitors’ interests.

Articles 2 and 3 of the Postal Privatization
Law call for the government and postal
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entities to “ensure equal competitive
conditions” between the postal
companies and private companies
engaged in the same lines of business.
Similarly, Article 2 endorses “free and fair
competition” as one of the basic
principles that must guide postal
privatization. But “free and fair
competition” cannot exist where like
businesses face different regulations.
Practices elsewhere in the world
recognize this principle. The European
Union is reducing the scope of its postal
monopolies. The Netherlands and other
nations now subject EMS to the same
Customs procedures as private express
carriers. The United States is currently
amending its basic postal law? in order to
ensure that customs clearance
procedures are applied in the same, non-
discriminatory manner to shipments by
the Postal Service and by private
companies. In contrast, and
notwithstanding the call for “equal
competitive conditions” in its privatization
law, at the time of publication of this
Business White Paper the government of
Japan still had not agreed to eliminate a
number of existing practices that would
prevent “equal competitive conditions.”
The following are three key examples:

1. Customs Clearance

When clearing cargo for import,
private carriers must declare and clear
goods themselves by filing cargo
declarations, calculating duties,
holding imported goods in a bonded
warehouse pending clearance, and
filing via the expensive NACCS
customs clearance system. Private
express carriers employ hundreds of
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people to handle these tasks and must
therefore incorporate such costs in
their fees. In contrast, Customs
officers perform such work for Japan
Post at no charge. The significant
difference in Customs costs and
burdens gives Japan Post a major
pricing advantage that is not justified
on any public policy grounds,
particularly now that Japan Post (and
soon the Postal Delivery Corporation)
seeks to compete in international
express delivery and logistics services.

2. Transportation and Security
Regulations

Private carriers — and particularly
express carriers — must move cargo
quickly and efficiently. In order to
provide a level playing field, the
government must equally impose any
restrictions on parking, traffic
obstruction, construction and facility
permits. At present, Japan Post is
formally or informally exempted from
most such regulations. For example,
Japan Post is free from rules requiring
that private carriers’ cargo transfer
stations be utilized by a minimum
number of vehicles and include
sleeping quarters. EMS would continue
to enjoy such an exemption if it
remains regulated by MIC as part of
“universal service.” Similarly, Japan
Post is largely exempt from security
regulations implemented by MLIT in
2005, even though cargo shipped by
Japan Post and private carriers raises
identical risks.
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3. Subsidies

The privatization laws provide the
postal successor companies with
subsidies and tax advantages,?
ostensibly to maintain universal
service in depopulated areas. But
those advantages might also benefit
services that compete with private
enterprises. For example, the postal
holding company can create a
“social/regional contribution fund” of 2
trillion yen from selling shares in the
postal subsidiary companies, and
transfer those funds to the Postal
Delivery Corporation and to the Post
Office Corporation. If used to subsidize
services also provided by private
companies, the fund could massively
distort competition between private
companies and Japan Post or its
successors. To prevent such distortion,
regulations and plans promulgated
under the privatization law must
ensure that the social/regional
contribution fund provides no subsidy
that might lead to unfair competition
with the private sector.

The privatization of Japan Post is best
implemented while bearing in mind the
above-referenced words of former Prime
Minister Koizumi, ensuring “all that can
be accomplished by the private sector
should be left in the hands of the private
sector.” It is not enough simply to
“privatize” a government enterprise, or
allow a private enterprise to engage in a
particular activity, if the government
owns and protects a competitor. Rather,
“equal competitive conditions” can exist
only if all express delivery and value-
added services - whether offered by a



government-owned company or a private
carrier — are regulated in the same
manner.

Recommendations
Airport Costs

Airport costs-including landing fees,
airplane parking charges, fuel facility
fees, terminal, and cargo warehouse use
fees—should be lowered to levels closer
to competitive airports in the region.
Costs at Japanese airports could be
considerably reduced through
government policy changes such as:

1. Appointing an independent
economic regulator. This is
particularly important at
“"corporatized” airports.

2. Forming consultative forums for
stakeholders so that stakeholder
views can be considered at the early
stages of planning for major
infrastructure projects.

3. Performing cost benefit analyses
prior to construction of airports or
major new additions to existing
airports - and making these
analyses public.

4. Improving non-aeronautical
revenues, primarily through
improved retailing in airport
terminals.

Narita Airport

Because most of Narita Airport’s
agreements with the surrounding
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communities that impose flight
restrictions were entered into long before
the airport was corporatized, the
government should take a stronger
stance in its negotiations with the local
communities, particularly regarding the
curfew time.

Lengthening B Runway

The ACCJ requests that the NAA provide
a detailed breakdown of the project,
including costs and projected revenue.

Narita Cargo

The ACCJ believes that cargo warehouse
space can be erected (and if necessary,
dismantled) quickly and inexpensively,
and that NAA could do more to satisfy
the existing demand for more warehouse
space at Narita. This would also allow
NAA to increase revenue. In this context,
the ACCJ believes that restrictions on
non-carrier warehousing at Narita are not
justified and should be removed.

Haneda Airport

Japan’s airlines would benefit from
increased international flights at Haneda
Airport, but the government should
adhere to the fundamental guiding
principle of non-discrimination.
Passengers and shippers at Haneda
Airport will benefit from greater price
competition and improved services when
foreign all-cargo and passenger carriers
are allowed to operate on equal terms
with Japanese airlines.

Non-Japanese carriers have not received
appropriate opportunities to review and
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comment on the plans. The government
should provide foreign carriers and other
interested private-sector parties with
information on expected operation rules,
curfews, slot allocations, and other
changes at Haneda Airport in a timely
manner, and include them in a hearing
process before such things are decided.
It is imperative that nothing is done that
would place specific carriers or countries
at a competitive disadvantage.

The ACCJ urges authorities to work with
all international cargo carriers to
determine their operational requirements
and limitations to ensure that operating
restrictions at Haneda do not make it
impractical for them to commence
service.

Business Aviation

The JCAB could significantly reduce the
prohibitive cost of business aircraft
ownership in Japan by adopting
international “best practices” related to
airworthiness inspections - practices that
reduce aircraft maintenance costs and
downtime without compromising safety.
The ACCJ joins the Japan Business
Aviation Association (JBAA) in
recommending that the JCAB allow
airworthiness certificates for all aircraft
operated by air transport companies to
remain valid as long as each company
maintains its aircraft in accordance with
its JCAB-approved maintenance manual,
and the ACCJ additionally recommends
that the JCAB allow airworthiness
certificates for all aircraft owned by
private operators to remain valid as long
as each operator maintains its aircraft
under a maintenance program that is
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voluntarily provided by the operator and
approved by JCAB.

The ACC]J further urges the government
of Japan to: (1) open Haneda Airport to
both domestic and international business
aircraft on a 24-hour basis, and no later
than the opening of the airport’s new “D”
runway in 2009 or 2010; (2) develop full-
service FBOs at major airports; and (3)
make prior approval requirements for
foreign business aircraft the same as that
for domestically-registered aircraft or
eliminate the requirements altogether.

Customs Clearance

The ACCJ recommends: (1) a separate
clearance process for express shipments
like those implemented in other nations;
(2) on-site inspectors paid for by the
express carriers; (3) post-clearance
express data entry; (4) remote electronic
review of declarations by Customs
officers; (5) incentives for brokers who
consistently meet standards; (6) the
filing of paperwork via paperless media;
and (7) elimination of the need to
“correct” manifest shortages.

Privatization

Because NAA functions as a monopoly
operator and still has no economic
regulator, the ACCJ believes it is too
early for NAA to pay a dividend.

Even though more than two years have
passed since Narita Airport was
corporatized; the Government of Japan
has not expressed any intention to create
an economic regulator for NAA. The



government must urgently address the
economic regulation of NAA.

U.S.-Japan Aviation Agreement

The U.S. and Japanese governments
should fulfill their commitment under the
1998 MOU to further liberalize air
transport between our two countries.
Restrictions on frequencies, destinations,
change-of-gauge, code sharing, pricing,
cargo, and in other areas should be
eliminated for all carriers.

Air Fares

Japan should commit to cease exercising
its approval right in a specified humber of
years and immediately change its
approval system to: (1) allow fare
approval requests to be submitted
electronically; (2) eliminate the approval
requirement for fares for travel that
begins in the United States; and (3) allow
airlines to sell tickets for travel that
begins in Japan at “proposed” or
“subject-to-government-approval” fares
while the MLIT’s decision on the fares is
pending.

III

Japan Post Privatization

Regulators in Japan have suggested that
Japan Post’s competitive products must
be regulated in the same way as basic
letter delivery because both are part of
the “universal service” provided under
the postal laws. But the government of
Japan could “ensure equal competitive
conditions” by following the lead of other
nations, which have drawn a clear line
between: (i) basic delivery of
correspondence covered by the postal
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monopoly; and (ii) value-added,
competitive businesses such as express
delivery, which they regulate by the
same agency or in the same manner as
private carriers. Such nations recognize
that there is vigorous competition among
express delivery providers, and that
express service — with its time-definite
delivery, tracking, and customs
assistance - is fundamentally different
from the service protected as basic postal
service.

There should be a single independent
regulator for both Japan Post (and, after
corporatization in October 2007, the
Postal Delivery Corporation) and its
private sector competitors.

Japan Post (and, after corporatization in
October 2007, the Postal Delivery
Corporation) should be subject to
identical regulations as its private sector
competitors, including customs
clearance, transportation and security
regulations, with no cross-subsidies
among the postal products or operating
companies.
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Chapter 8 - Information Technology
and Communications

Context: Driving Productivity and
Competitiveness

As recognized most recently by the
government of Japan’s "New IT
(Information Technology) Reform
Strategy” released in January 2006 by
the Cabinet IT Strategic Headquarters,
information technology is critical to
achieving the structural reforms
necessary to meet Japan’s needs in a
broad range of areas, including
healthcare for an aging population,
slimming down the size of the
government, and enhancing Japan’s
international competitiveness. Indeed,
the rapid development of new IT and
telecommunications technologies are the
primary drivers behind the globalization
of markets. Today, IT is improving
productivity in virtually every industry
and sector of the economy. To remain
competitive in domestic and international
markets, it is economically vital for any
country, or any firm, to develop and
employ IT.

The Organisation for Economic Co-
operation and Development’s (OECD)
Guiding Principles for Regulatory and
Performance in IT identifies digital quality
as an “increasingly important part of
OECD economies as they shift from
manufacture of physical items to high
value intangibles. IT will increasingly
become the basic creative infrastructure
underpinning the knowledge economy,
and at the centre of health, educational,
and cultural activities...encouraging
innovation, raising the level of skills,
triggering dynamic developments and
innovations in existing industries and
creating new markets...and important
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elements for international
competitiveness.”

Snapshot: Impressive Progress;
Forward-Looking Strategy

In the last five years, Japan has become
one of the world’s most advanced IT
countries, especially in the development
of broadband infrastructures, use of
sophisticated mobile phones, and e-
commerce markets. Moreover, Japan
today has one of the lowest Internet
costs in the world. But progress has been
uneven, especially in the development of
Internet sales.

The Government of Japan’s new IT
Strategy sets as a national goal creating
by 2010 a “ubiquitous network society,”
which can be used by anyone anywhere,
anytime, and yet offer security and
privacy protection. The Strategy also
aims to deploy IT to provide Japanese
citizens with higher productivity and
economic growth, more cost-effective
healthcare, an environmentally friendly
society, the world’s safest roads,
effective and efficient e-government,
reformed corporate management, and
harmonized e-commerce. Internationally,
the strategy calls for Japan to serve as
one of the world’s information hubs, and
to promote international joint research to
create new technologies and services.

The IT Strategy wisely follows closely
OECD conclusions that “ensuring effective
competition and continued liberalisation
in infrastructure, network services and
applications is a key policy priority...to
ensure (regional) coverage and access to
infrastructure and applications across all



levels of society (including schools)
promoting access on fair terms and at
competitive prices to all communities,
irrespective of location, are being
pursued.”

Recommendations

Achieving these ambitious goals will
require sustained and cooperative efforts
by the private sector, academia, and
government. The Government of Japan’s
IT Strategy sets forth a series of
relatively specific objectives in some
areas, but leaves other areas
undeveloped. This ACCJ Business White
Paper cannot provide a comprehensive,
detailed discussion of all aspects of IT
policy, but rather seeks to highlight some
keys to success.

Most fundamentally, the ACCJ urges the
Government of Japan to refrain from
micro-managing the development of IT
and applications. At the heart of a
successful IT strategy is promoting
innovation. Governments contribute to
innovation by sustaining an environment
that allows companies and individuals to
compete in the marketplace to bring new
ideas and technologies to the consumer.
Attempts by governments to “pick
winners” or to favor one technology over
others, distort the competitive discipline
of the market and ultimately slow
innovation. The Government of Japan'’s
promotion of broadband diffusion is an
example of how government policy can
appropriately support the growth of the
IT sector.

Information Technology and Communications

A. Security and Privacy

Information security and protection of
personal information are the highest
priorities to achieve a “ubiquitous
network society.” Citizens will not take
full advantage of the Internet or any
commercial medium if they believe that
their personal information or data could
be compromised or disclosed in
unexpected ways. But a balanced
approach is necessary to avoid undue or
new burdens for individuals or
businesses. Global business
organizations, in particular, should be
encouraged to establish global privacy
compliance practices, such as global
corporate rules or codes of conduct that
are applicable and accepted everywhere.
Similarly, new technologies to filter and
block spam, viruses, or other risks should
not be restricted. It is vital to have a
strong government/business dialogue
aimed at refining and clarifying
regulations for consistent application.

B. Government Procurement

Government procurement practices
should be transparent, non-
discriminatory, technology neutral, and
merit-based, including with respect to
commercial or open-source software.
Merit-based criteria should include a life-
cycle comparative cost/benefit analysis of
available alternatives. Reference models
should reflect technology trends and
standards, while adhering to principles of
technology neutrality and
interoperability, based on open and
transparent dialogue with industry,
academics, and advisors. Migration of
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legacy systems should be based on
maximizing the utilization of existing data
assets. Procurement practices should be
disclosed to evaluate improvements in
the bidding transparency and
competition; liability limits from the
perspective of international
harmonization; mitigating obstacles for
dissemination of new IP created through
government-sponsored projects;
protecting rights to IP incorporated into
procurement deliverables; and increasing
IP training for procurement officers.

C. Telecom Policy

The Internet, including voice services,
has developed on rapid and frequent
innovation by entrepreneurs who have
not had to “ask permission” or strike
deals with Internet access providers.
There is a role for regulation in this area,
but it should be based on a clear and
well-established approach that relies on
regulation as the exception rather than
the rule with the goal of preserving “net
neutrality.” Consumers and businesses
should be able to migrate seamlessly
between competing technologies with no
material impact on their operations.

The ACC]J fully subscribes to the OECD
best practices recommendation that
governments adopt technologically
neutral policies and regulations among
competing and developing technologies
to encourage interoperability and
innovation and to expand choice, taking
into consideration that convergence of
platforms and services requires the
reassessment and consistency of
regulatory frameworks. Future regulation
should be based on the following five
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principles to ensure that the consumer,
not the network operator, determines
Internet content, services, and
applications:

1. Wide choice of legal content and
services;

2. Free choice of applications, so long as
they do not damage the network and
are not used for an unlawful purpose;

3. Any choice of connection devices, so
long as they do not damage the
network and are not used for an
unlawful purpose, e.g., to enable
service theft;

4. Absolute right to receive adequate
connection and a minimum level of
service quality irrespective of
receiving services from multiple
Internet service providers; and

5. Guaranteed right to receive
meaningful service plan information.

The Government of Japan is working
within the International
Telecommunications Union to adopt a
variety of Internet Protocol television
standards. Under WTO principles, the
process must be kept open so that
foreign companies operating in Japan can
access the standards setting process
equally and have fair access to limited
frequencies, such as mobile licenses and
WiMax spectrums. The Government of
Japan should also seriously consider
allocating spectrum using an “unlicensed”
or common approach, so that makers of
intelligent devices can offer new
broadband and enhance the value of



investments in intelligent radio
communications technology.

Finally, the Government of Japan should
consider carefully removing licensing
requirements for international Internet
voice services, proceed cautiously in
regulating voice applications, and
distinguish between voice applications
that fully substitute for traditional phone
service and those that do not.

D. Intellectual Property Rights
(IPR) Protection

While interoperability is clearly an
important objective in today’s networked
society, software developers are meeting
the market’s demand for products that
work together seamlessly within
heterogeneous networks without
government intervention such as
compulsory licenses. Patents are, in fact,
a critical component of the industry’s
interoperability strategy, allowing firms
to share proprietary technologies without
jeopardizing the commercial value of
their innovations. If today’s highly
competitive, dynamic IT industry is
allowed to operate free of unwarranted
intervention, it will continue to exercise
patent rights in a manner that satisfies
market demands for interoperability, thus
supporting further innovation and
stronger competition.

The OECD has recognized that the
broadband content and services industry
requires business models and
technologies that provide effective
copyright protection and exploitation
while ensuring that the creative process
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is rewarded for the significant investment
and risk taken in developing new content,
while reducing piracy. The ACCJ
welcomes Japan’s recently released study
on introducing infrastructure technology
for general purpose metadata structure
which will facilitate the copyright
clearance system.

Today, Digital Rights Management (DRM)
with a direct charging system has
established various technical methods for
distributing copyrighted content, charging
an appropriate royalty to consumers, and
controlling the unauthorized duplication
of that content. There is consequently a
growing sentiment to phase out the
hardware levy, a traditional tool for
compensating copyright owners, as DRM
technologies continue to develop.
Cooperation between DRM providers and
copyright owners can facilitate new
Internet businesses in supplying to
consumers services, such as music and
motion picture downloading, digital
publishing, and information transmissions
via search engines, and also presents
significant new business opportunities for
Internet Service Providers (ISPs) and
other entities in distributing and
broadcasting copyrighted materials in
more dynamic ways, such as 24-hours
Video on Demand (VOD) broadcasting to
consumers, or in distributing content to
foreign countries.
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Chapter 9 - Consumer Products and

Food

Context: Consumers Key to Demand-
Led Growth

Japan is an enormous, wealthy, and
sophisticated market for a wide variety of
consumer and food products. Japan’s
consumer products and food markets
annually generate 46.9 trillion yen in
direct sales. Thirty-five percent of all
retail business is accounted for by these
industries. This huge market provides a
solid base for achieving the government’s
goal of moving the Japanese economy
away from over-emphasis on exports
toward a more balanced economy led by
domestic demand.

The emergence of globalized markets will
also help achieve this transformation.
Globalization has brought unprecedented
benefits to consumers worldwide,
including developing countries. Consumer
goods everywhere today come with
greater variety, higher quality, and lower
prices. Japanese producers of
manufactured goods have often been at
the forefront of extending these benefits
to customers even in the most remote
regions of the world.

In recent years, the Japanese market has
become increasingly open, providing
consumers with unprecedented access to
imported goods and services, often at
competitive prices. This has been
particularly beneficial to Japan’s growing
elderly population - forecast to reach
one-quarter of the population by 2015.
This key segment will be seeking higher
value, innovative products at globally
competitive prices to sustain the life
styles to which they are accustomed.
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In several key areas, however,
consumers have yet to be given the
ability to make informed choices, and to
access globally best in-class and
innovative products quickly at a
reasonable cost. With the world’s
proportionately largest and fastest aging
population, offering value with innovative
products will be critical to achieving
sustained, consumer-led economic
growth.

Snapshot: Areas for Improvement

Globalization has brought a vast array of
products to the Japanese consumer at
prices far below those of earlier decades.
However, vestiges of the old import
substitution system occasionally make it
difficult for foreign companies to market
their products in Japan, often due to the
need to adjust their product for the
Japanese market. Nevertheless, the
barriers and high tariffs that protected
domestic industries and fostered local
small scale retailers have largely been
dismantled. For many products, prices
have come down to global norms and
many imports no longer have to be
positioned as luxury brands. In the past
decade, American retailers have become
important in the Japanese urban
shopping scene. Consumers have gained
greater familiarity with American
products and prices as a result of having
traveled abroad, and the move by
Japanese manufacturers to lower-cost
Asian countries has given them a direct
stake in facilitating imports.

Regulation to encourage innovation is
critical. Although significant progress has
been made over the past decade, current



laws and regulations, as well as outdated
perceptions of the industry, still prevent
Japan’s consumer products and food
industries from participating fully in
today’s globalized markets. Laws and
regulations governing consumer products
should be modernized and improved in
ways that reflect the central role the
industry plays in Japan’s economy, while
ensuring consumer protection.

The following areas that need immediate
attention relate to nutritional
supplements, cosmetics, and quasi-
drugs.

A. Implementation of
Regulations

The Ministry of Health, Labor, and
Welfare (MHLW) recognizes the need for
innovation and has initiated several
regulatory revisions to further promote
public health and hygiene. However, poor
or slow implementation has resulted in
fewer opportunities for Japanese
consumers to access up-to-date
innovation. Moreover, even when
administrative decisions for the
implementation of revised regulations
have been announced, there is often
insufficient lead-time to respond, and
there is a lack of coordination among
central and local government bodies.
Such procedural shortcomings have
added costs that are ultimately borne by
the consumer.

Consumer Products and Food

B. Knowledge of Global
Practice

The dietary supplement CoQ10 is
beneficial for the heart. Although this
product was developed in Japan in the
1970s and quickly became a popular
product in overseas markets, it was not
approved in Japan until recently, thereby
denying Japanese consumers this product
for decades. Sanitary napkins are
another similar example. The Quality
Standard for Sanitary Napkins was
established in the 1960s to counter the
low quality of products at that time.
Despite the vastly improved quality and
technology of sanitary napkins and
changes in consumer needs, the
Standard was not revised fundamentally
for over 40 years, thus prohibiting
product diversification.

C. Knowledge of Product
Differences

Better understanding of product
differences would help in the formulation
of regulations that lower costs and
reduce the time to market, particularly
with regard to Quasi-drugs such as
medicated cosmetics and sanitary
napkins and Food for Specified Health
Usage (FOSHU). Approval for products
under the FOSHU subcategory still
requires the submission of extensive data
like that required for approval of
pharmaceuticals. This requirement makes
the FOSHU approval process
unnecessarily time-consuming,
burdensome, and costly.
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Medicated cosmetics, a sub-category of
quasi-drugs, and cosmetics are
distributable without being limited to
licensed facilities such as drug stores.
Even though consumer use is similar for
cosmetics and medicated cosmetics (e.g.
facial cream), while a new ingredient in a
cosmetics product requires no regulatory
approval, the same ingredient is subject
to time-consuming regulatory measures
when added to a product in the
medicated cosmetics category. The ACCJ
believes this class of new ingredients that
is regulated in one category but
unregulated in another very similar
category should be accorded uniform and
presumably less restrictive regulatory
treatment in these two categories.

D. Coordination Among
Government Bodies

Administrative decisions for
implementation of revised regulations are
frequently announced with insufficient
time to respond and without coordination
among the central and local government
bodies concerned. For example,
cosmetics importers are required to
submit three similar but different
documents to three different government
offices, whereas their local counterparts
are only required to submit one
document to the local prefecture office.
Further, administrative guidelines issued
by local health offices are different
among the prefectures. As a result, a
company in a certain prefecture may be
required to operate at a higher standard
than its counterpart located in a different
prefecture.
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E. Transparency

The lack of transparency with respect to
administrative guidance provided by the
MHLW to local authorities responsible for
enforcing the Pharmaceutical Affairs Law
(PAL) is a major obstacle to introducing
new products. For example, information
on the level and efficacy for active
ingredients approved by the MHLW for
quasi-drugs is not published. When
questioned about the requirements for a
new ingredient to be registered, the
Pharmaceuticals and Medical Devices
Agency (PMDA) will not provide details,
noting only whether there has been a
precedent. As a result, companies need
to go through an inefficient process to
assess the status of the material in
question. For example, if there is a
material that a company would like to
use, the company must first submit an
inquiry to the PMDA. When the request is
made, the company must make an
appointment with the PMDA and also
submit the request by specifying the
material and its planned level of use.
Then PMDA will come back with a yes/no
answer. In other words, if there is a
precedent approval for a certain
ingredient at 1.5 percent and the
company asks whether it can be
approved at 1.0 percent, the answer will
be "No” and the company will not find out
unless it asks whether there is a
precedent approval for 1.5 percent.

Similarly, administrative guidance by
local health offices on advertisements is
not publicly disclosed, and membership
on the Copy Review Board for Drugs and
Related Products (Rokushakyo,
structured by MHLW and the five



Prefectural Health Offices) is not open to
industry representatives. Finally,
decisions of the Copy Review Board are
not published.

F. Claims

Cosmetics and quasi-drugs are regulated
by the PAL, whose stated purpose and
intent are to ensure the quality, efficacy,
and safety of drugs, quasi-drugs,
cosmetics and medical devices, and to
improve public health and hygiene by
promoting research and development.
The PAL rightfully contains more
stringent provisions with respect to the
manufacturing and marketing of drugs
than with respect to quasi drugs and
cosmetics. The PAL defines drugs as
articles that “affect the structure or
function of the body,” in contrast to
quasi-drugs and cosmetics that are
defined as articles that “have a mild
action on the body.” However, the PAL
provides no grounds for prohibiting
claims of cosmetic or quasi drug efficacy
that are supported by verifiable data.

In the United States and the European
Union, regulatory authorities assume that
reasonable consumers will be able to
make informed choices about products as
long as the claims (statements about the
benefits of a product), including claims
about efficacy, are based on verifiable
data. In return, the ability of industry
participants to make claims supported by
verifiable data spurs them to engage in
research and development for product
improvement. However, the consumer
products and food industry in Japan is
inhibited by outdated regulations. Claims
of product efficacy or benefits are subject

Consumer Products and Food

to unreasonable interpretations by local
health authorities who act under
administrative guidance and standards
that are not publicly disclosed. Thus,
interpretations and enforcement of the
PAL by local health authorities bar
Japan’s increasingly sophisticated
consumers from having access to
information they need to make informed
choices.

The lack of transparency in Japan’s
regulatory system not only impedes
product innovation (i.e., less incentive for
companies to innovate if they cannot
accurately or adequately advertise the
benefit of their products), but also
impedes consumers' ability to
differentiate between products, thus
restricting consumer choice. The lack of
processes for distinguishing claims
further exacerbates the problem. Both
industry and consumers stand to benefit
from increased disclosure of
administrative guidance that is provided
to local authorities and permitting
efficacy claims to be made based on
verifiable data.

The inability to make verifiable claims
effectively cripples the industry at a
critical stage of research and
development, since any innovative value
that can be obtained from the results
possibly may not be advertised.
Furthermore, regardless of improvements
in cosmetic efficacy brought about by
research and development in the United
States and Japan’s other major trading
partners that have enhanced consumer
choice in those markets, consumers in
Japan are prevented from obtaining the
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benefit of making informed choices based
on this information.

G. Artificially High Prices for
Local Agriculture Products

Despite progress in recent years through
deregulation and the lowering of trade
barriers, Japan continues to restrict
agriculture products, such as refined
sugar forcing the food industry to procure
local materials that are considerably
more expensive than those available on
world markets. Government subsidies
also raise the costs for the food industry,
with consumers ultimately suffering.

Recommendations

The ACCJ urges the Government of Japan
to focus on the following success factors
and to efficiently use limited public
resources to promote innovation. Such
measures will enable Japanese
consumers to make informed choices and
acquire the most up-to-date innovative
products quickly at reasonable prices.
These recommendations will also support
the development of a healthy, growing,
and globally competitive consumer goods
and food industry.

1. Create simple, fair, and transparent
regulations and regulatory systems.
The MHLW should develop, maintain,
and apply clear and predictable
guidelines in an effort to help
businesses meet their legal
obligations to ensure Japanese
citizens can make informed choices,
access globally best-in-class
innovative products with minimum
lead-time, and without unnecessary
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cost/risk. The lack of clarity on
regulatory requirements also makes
compliance more difficult. Make the
process through which each ministry
develops, drafts, revises, and
enforces guidelines as transparent
and open as possible and allow
businesses a proper opportunity to
comment in order to help shape the
guidelines in a clearer and more
consistent manner.

Develop practical and balanced rules
to provide Japanese citizens with the
best service at the lowest cost. The
regulations should be up-to-date and
consistent with global best practices.
Eliminate inconsistencies and
enhance a simplified clear process
that allows fair and competitive
environment.

Implement regulations, and make
regulations, procedures, and
administrative decisions publicly
available in a timely fashion.

Effectively use self-regulation with
clear guidelines to avoid unnecessary
costs and time.

Streamline the MHLW approval
process for the specific additives (46
listed) commonly used in United
States and Europe. Also modify the
standards for use of additives already
approved in Japan so that imported
foods can be treated under a single
standard.



Chapter 10 - Legal System

Context: Evolving Legal System

Although different kinds of legal systems
can facilitate the development of large
market economies, no one doubts the
importance of having one that meets the
needs of the domestic economy and is
compatible with global practices. A solid
legal infrastructure is conducive to
providing efficient international legal
services to domestic and foreign
companies and individuals, which will
contribute significantly to the health of
Japan’s economy.

To persuade the major Western Powers
to forego the “unequal treaties” imposed
on Japan during the previous twenty
years, the Meiji government in the late
19" century adopted a new “modern”
legal system imported from the West.
Ultimately concluding that the common
law systems of the United States and the
United Kingdom were too diffuse, the
Government of Japan opted for the
German civil law codes, procedures,
courts and public prosecutors. This
system persisted into the 1980s,
juxtaposed incongruously with uniquely
Japanese “administrative guidance
regulatory controls” and an overlay of
American influence since 1945.

Allegedly because Japan was not a
“litigious society,” the numbers of
lawyers and judges were strictly limited.
Indeed, the whole range of certified
professionals - including judges, lawyers,
and accountants among others - required
to make a transparent and predictable
legal system function smoothly have
been kept to a minimum under Japan’s
postwar system. In 1960, Japan had

8,000 lawyers and in 2005,
approximately 21,000 lawyers with a
concomitant low number of judges,
prosecutors, and other professionals.
Even Certified Public Accountants (CPA)
numbered only approximately 16,000 in
2005.

Snapshot: Globalized Epochal
Changes

Although this postwar legal infrastructure
enabled Japan to achieve unprecedented
economic success from the 1950s
through the 1980s, the economic malaise
of the 1990s and the explosion in
intellectual property that accompanied
the globalized IT era convinced the
government that substantial reform was
necessary. The Cabinet Legal System
Reform Council (LSRC) accordingly issued
in 2000 a blueprint that brought more
changes in the past six years than had
occurred in the previous hundred.

A. Lay Participation

Perhaps the most dramatic reform was to
introduce public lay participation in the
criminal justice system dealing with
violent crimes. Cautious about adopting
common law practices, however, the
LSRC borrowed from the French and
German models to limit participation to
lay judges and not juries. Starting in
2009, criminal cases falling within this
new procedure will be heard before a
panel of three professional judges and
seven public lay judges selected for each
trial. The ACCJ welcomes this
development as bringing more
transparency and predictability to
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Japanese litigation overall, including
eventually traditional civil litigation.

Recommendation

The ACCJ recommends that the
Government of Japan further
accommodate lay participation in the
judiciary system by clarifying Japanese
evidentiary rules and adopting more
effective and transparent pre-trial
procedures to have better focus and
efficiency in court hearings.

B. Professional Education and
Qualification

In 2004, the Ministry of Education
approved the creation of approximately
74 new graduate law schools, modeled
after law schools in the United States.
After a transitional period to 2009, only
graduates of these law schools will be
qualified to sit for the entrance
examination to the Legal Research and
Training Institute (LRTI). The LRTI
program will change from 500 students
studying for 24 months in 1995, to 1,500
students studying for 12 months from
this year and increased to 3,000 students
per 12 months by 2010, with a
cumulative target of 50,000 registered
attorneys by 2018. The demand for legal
services has been clearly demonstrated
to be far in excess of the needs portrayed
even in the June 2000 Legal System
Reform Council Report. Public service law
firms in some smaller cities have been far
busier than expected and have not, for
example, needed to draw upon income
subsidies available to lawyers recruited to
those offices.
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The path to becoming a judge will also
change under the enacted reforms, with
LRTI graduates spending at least five
years in active legal practice as a lawyer
or prosecutor, rather than proceeding
directly from the LRTI to becoming a
junior judge as has been the case for the
past fifty years.

C. Translation of Laws

The ACCJ greatly appreciates the effort
by the Cabinet Office to produce official
English translations of major Japanese
codes and laws. Semi-official English
translations had been available since the
1960s and 1970s, but their quality had
always been criticized and had become
seriously out of date since the late 1980s
and early 1990s when the pace of
amendments accelerated. The Cabinet
Office named a consultative committee in
2004 to develop official English
translations and consistent translation
terminology. Two representatives of the
ACCJ and international legal professionals
were invited to join as official members,
and the ACCJ continues to make a long
term commitment to support this effort.

D. Administrative Procedures
Act Reform/Notice and
Comment Periods

The “Lost Decade” has brought significant
reform to Japanese administrative
practices. This reform has freed up the
economy and helped to restore
competitiveness by reducing the weight
of regulation. Widely praised as a
significant move away from
“administrative guidance” toward a more



transparent and accountable
government, implementation of the 1993
Administrative Procedures Act (APA) has
been slow and cautious, yet meaningful.
The ACCJ commends the Government of
Japan for progress it has made in this
area, including its recent amendment to
the APA made effective in April 2006. The
amendment includes application of the
public comment process to not only draft
regulations, but also to the review of
guidelines and agency recommendations, .
and the adoption of a standardized
comment period of 30 days.

Still, Japan is not taking full advantage of
its public comment process. Draft
legislation of government-submitted bills
- i.e., bills drafted by nonelected officials
and submitted to the Diet via the Cabinet
Office’s Legislative Bureau - is generally
exempt. The old attitude that draft
legislation is effectively a “state secret”
until formally submitted to the Diet
remains strong.

Recommendations

The ACCJ recommends the Government .
of Japan to:

* Extend the public comment process

to include government-drafted E

legislation submitted through the

Legal System

agreed to accept English comments
first, to be followed by the Japanese
translation within at most one week,
the better solution would be to
consider extending the public
comment period to a full 60 days.
Then there would be no need to
submit public comments initially in
English followed by the Japanese
translation.

Prohibit ministries from issuing
proposed regulations (or legislation
submitted through the administrative
process) within the first 30 days after
closure of the public comment period.
During this period, the ministries
should be obligated to fully and
meaningfully consider the public
comments that have been submitted;
and upon issuing the final
regulations, the Ministries should
summarize all of the public
comments and indicate the reasons
why they were or were not
incorporated into the final
regulations.

Improve the uniformity in

implementation of public comment
and notice periods.

No Action Letter System

administrative process [i.e.,
legislation submitted by the Cabinet
Office’s Legislative Bureau and not
originally drafted by elected officials

(giin rippo)].

 Extend the public comment period to
a full 60 days. Although a number of
Japanese ministries have graciously

The No Action Letter system adopted in
2001 has not been effectively used or
implemented. In 2005, there were only
eight No Action Letters issued by all
government ministries and agencies in
Japan. Having such few No Action Letters
issued clearly indicates that the system is
not working. Indeed, some companies
claim to have been discouraged by

ACC]J Business White Paper

95



96

Legal System

government officials from requesting No
Action Letters and have withdrawn their
requests for fear of retribution. In the
United States, the Securities and
Exchange Commission and the Internal
Revenue Service have had tremendous
success with No Action Letters with full
public disclosure (on an anonymous
basis) for over 20 years. These systems
provide far greater transparency in the
regulatory process and eliminate the
need for constantly revisiting significant
issues of regulatory interpretation
essential to planning important business
transactions and innovations in the
market on a timely basis.

Recommendation

The ACCJ recommends that the
Government of Japan communicate to
ministries and agencies its support of the
No Action Letter system, educate them
on how to effectively implement the No
Action Letter system, and have them
proactively encourage the submission of
requests for No Action Letters to those
with questions regarding regulatory
interpretation. The ACCJ also suggests
that the Government of Japan conduct
annual government-wide surveys
regarding the effectiveness of the No
Action Letter system, complete with
measures to enhance its operation,
including the establishment of a third-
party appeal and review mechanism for
each relevant agency.

F. Corporate Governance
In the past decade, standards of

corporate governance have been debated
intensely both domestically and
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internationally, encompassing the terms
of office of directors, the size of the
Board of Directors, use of stock option
incentives, levels of corporate public
disclosure, use of outside directors and
advisory boards, corporate defenses,
director liability and accountability,
expansion and proper restraints on
shareholder derivative actions, internal
audit control and compliance systems as
an extension of corporate governance.

Substantial improvements have occurred
globally, including in the United States
and Japan. In Japan, during the late
1990s, many companies began adopting
a “corporate executive officers system,”
which clarified responsibility for
operational decisions, reduced the overall
number of directors, and increased the
percentage of outside directors.
Companies generally shifted to the
corporate executive officers system
because of the recognition that
traditional, large boards of directors were
often unable to effectively debate
significant company issues. In 2002, the
Government of Japan revised the
Commercial Code to provide a new
alternative in corporate governance
structures, allowing companies to choose
between a statutory auditor or committee
structure and enabling companies to use
the codified “corporate executive officer
system” with either structure.

The Government of Japan also
substantially revised its Commercial
Code, which had originally been enacted
in 1890, to create the new Company Law
which became effective on May 1, 2006.
The ACCJ welcomes Japan’s efforts under
the new Company Law to establish more



options with regard to business entity
and corporate governance structures and
stricter requirements for internal control.
For example, the new Company Law
requires all large corporations (i.e.,
corporations with 500 million yen or
more in capital or with 20 billion yen or
more in liabilities) to adopt internal
control systems to ensure that all actions
by directors conform with applicable laws
and the articles of incorporation.

The Financial Instruments and Exchange
Law (FIEL) of 2005 has implemented a
quarterly reporting requirement for listed
companies. The ACCJ believes this
quarterly reporting will enhance
transparency and corporate governance.

These recent developments are
introducing greater flexibility and
improved corporate governance
practices, which will lead to better
choices for investors in the Japanese
securities markets. The ACCJ applauds
this progress, but at the same time urges
the Government of Japan to continue to
meet or exceed the pace of
developments in global investment
markets as both institutional and
individual investors are placing new and
higher demands on all global corporate
managements for heightened disclosure,
greater transparency, and accountability.

Recommendations
The ACCJ recommends that:

* The Government of Japan should
consider adopting additional
measures to strengthen corporate
governance in Japan that would
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further promote disclosure, greater
transparency, and accountability in
public corporations. The ACCJ notes
with great interest the
recommendations by the Japan
Association of Corporate Directors
(JACD) (Nihon Torishimariyaku
Kyoukai) to enact the Public
Company Law (Koukai Kaishahou),
which would combine, clarify, and
strengthen the governance, internal
control, disclosure, and other
requirements of the securities laws
and the new Company Law. The
JACD’s recommendations and other
recommendations by various groups
of experts should provide the
Government of Japan with a solid
basis to begin additional policy
measures in this area.

Regardless of the type of corporate
governance structure (i.e., statutory
auditor or committee structure),
companies should take steps to
increase the number of outside
independent directors and measures
to enhance the ability of such
directors to effectively exercise
proper oversight over the company.
The Tokyo Stock Exchange should
play a central role in these measures.

The ACCJ urges that the Government
of Japan allow flexible and
convenient tax deferral and other
measures for cross border stock
swaps and variants thereof (such as
triangular mergers). These methods
would provide Japanese managers
and existing shareholders with a wide
range of alternatives for transactions
and counterparties from which to
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choose, achieving equality of
treatment with Japanese domestic
mergers, thus facilitating investment
flows, including inward foreign direct
investment (FDI), as well as
defensive white knight merger
measures.

G. Competition Policy

Fostering a sound competitive
environment for companies requires a
robust, transparent, fair, predictable, and
accountable competition policy regime to
promote competition, smooth functioning
of market mechanisms, and consumer
welfare. In recent years, Japan has made
initial progress towards improving its
competition policy enforcement regime.
For example, Japan amended its
Antimonopoly Act (AMA) in 2005 (*2005
Amendment Act”). The 2005 Amendment
Act contains certain changes to enhance
the effective implementation of
competition policy by the Japan Fair
Trade Commission (JFTC), including
introduction of a leniency program and
powers of compulsory investigations and
review of the surcharge system and
hearing procedures. The ACCJ in general
strongly supports the amendments, but
believes a number of issues require
further attention.

Pursuant to the 2005 Amendment Act, a
private discussion body of the Chief
Cabinet Secretary called “the
Antimonopoly Act Study Group” was
established to examine the state of
enforcement of the 2005 Amendment
Act, the surcharge system, and hearing
procedures. The Study Group will also
take necessary measures based on the
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results of its examination within two
years of implementation of the 2005
Amendment Act. On July 21, 2006, the
advisory council released a document
titled, “Points at Issue Concerning the
System for Deterring Undertakings from
Engaging in Violations Against the
Antimonopoly Act” ("Points at Issue”).

Recommendations

Based on the review of the Antimonopoly
Study Group and the Points at Issue, the
ACCJ recommends the following:

*  Ensure consistency with global best
practices. Any measures to expand
the scope of criminal sanctions
should be consistent with global best
practices and must be accompanied
by strict measures to ensure the
highest levels of due process,
transparency, and predictability.

*» Make better use of the AMA’s core
provision prohibiting private
monopolization. The JFTC relies
heavily on the AMA’s prohibition of
the lesser offense of unfair trade
practices, for which the standards for
fact-finding and illegal behavior are
substantially lower and less clear and
has less resource intensive
requirements to define the market.
Competition policy should promote
fair and free competition by providing
an appropriate framework and
environment. It should not be used
to protect existing market
participants.

»  Stronger use of criminal sanctions.
Stronger use of criminal sanctions



would enhance the deterrent effects
of Japan’s competition policy laws.
However, any move to change the
nature of the criminal sanctions
available or to step up their use
would have to take into account how
such sanctions would fit in with the
current surcharge system. Such
punishments should be strictly
limited to hard-core offenses (e.g.,
price-fixing cartels, bid rigging, etc.),
not in the area of “unfair trade
practices,” which has long been
criticized as being too heavily relied
upon by the JFTC because of its
easier fact-finding standards.

Surcharges. Although the level of
surcharges was increased
substantially under the 2005 AMA
amendments, to have a deterrent
effect they need to be raised closer
to those in Europe and the United
States. At the same time, there
should be a system to reduce
penalties for companies convicted of
legal violations, but who have in
place and make substantial efforts to
implement effective corporate
programs to prevent and detect
violations of law.

Leniency system. The Government of
Japan should take measures
consistent with global best practices
that will further strengthen the
effectiveness of the leniency
program.

Strengthen the role of other
ministries and private parties. The
Government of Japan should
implement measures to facilitate the
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filing of complaints in court by
government agencies other than the
JFTC; such as the Ministry of Justice
(MOJ), National Police Agency and
Ministry of Economy, Trade, and
Industry (METI), as well as private
parties.

Abolish or dramatically scale back the
Premiums and Representations Law.
The ACCJ has commented extensively
for more than 20 years on the
detrimental impact of this law and its
enforcement by the JFTC on new
market entry by foreign companies.
The law has been “liberalized” in
small steps over the past 20 years,
but the Japanese market and
consumers would be far better
served by either a major overhaul to
modernize the law or its complete
abolition as it relates to the use of
premiums as a competitive tool.

Role of fair trade councils. The role of
fair trade councils should be reviewed
to ensure they are not abused in an
anticompetitive fashion.

Ensure Due Process. Implement clear
and transparent measures concerning
Cautions and Warnings in dealing
with alleged AMA violations. Parties
subject to these publicly announced
sanctions are not being provided with
basic legal due process, including
standards of proof or a neutral
arbiter of law and fact to assure the
target of the investigation has an
opportunity to hear the charges and
present its own facts and
interpretations of the applicable
rules; nor is there a right to legal
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representation or judicial review.
When Cautions and Warnings are
issued, the alleged acts and the
names of the parties are released
with severe public and market
consequences.

*  Focus on "“fair” trade to benefit
consumers and limit the use of
domestic dumping measures. Giving
the JFTC authority and responsibility
for consumer welfare could help
focus its competition law
enforcement efforts more concretely
on consumer interests that would be
enhanced by improved market
competition, instead of focusing on
protection of vested manufacturer
interests as has been true in the past
under numerous actions against
domestic dumping and “unfair”
premiums.

* Merger analysis and regulation. The
JFTC should make its analysis
guidelines and processes for mergers
more transparent and in line with
global best practices. The current
procedure where an asset acquisition
is subject to prior notification and a
waiting period before implementation
- whereas a stock purchase is only
subject to ex post notification -
should be corrected. Since there are
significant legal and commercial risks
if the JFTC were ever to find an
acquisition through stock purchases
to have been in violation of the AMA
ex post facto, parties to a prospective
stock acquisition transaction often
engage in informal prior consultation
with the JFTC. But since this informal
consultation is not subject to any
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specific procedural rules or
disclosures, there are no specific time
frames for responses and no detailed
disclosure requirements.

*  Review of the Subcontractor Law.
Conduct a thorough review of the
relatively new Subcontractor Law,
which has proven to be very
impractical and often unnecessary in
real commercial business between
contractors and many substantial
subcontractors.

H. Professional Services

The market for professional legal services
in Japan has been the subject of U.S.-
Japan trade negotiations almost
continually since 1982. The ACCJ has
been at the forefront of those
discussions, in cooperation with the
United States Trade Representative and
Department of Justice, and these U.S.-
Japan discussions have also had a broad
impact on similar issues in many other
countries, especially in Asia.

i Legal Services

After much discussion among the
governments and the bar associations of
the United States, United Kingdom, and
Japan, changes in the laws in 2005 have
finally come close to permitting full joint
partnership operations in Japan between
Japanese and foreign lawyers. Complete
freedom of association and partnership is
now permitted between registered
foreign and Japanese lawyers in Japan.
No significant disruptions or abuses in
the legal services market have occurred -
despite the predictions of doom and



disaster that opponents have been
making for 25 years. More than 250
foreign legal consultants are now
registered in Japan, the highest level
ever but still small compared to the
major international legal centers of
London, Paris, and even Hong Kong.

There remain several important issues
that should be promptly addressed
through new amendments to the relevant
legislation in 2007. Under the current
rules, to register as a foreign legal
consultant, at least two of the three
years of practical experience since formal
admission to full practice as a lawyer
must have taken place outside Japan.
Only one year of practice in Japan is
allowed to count towards fulfillment of
that three-year requirement, although
there is no rational basis for this
restriction. While many international
lawyers now believe that Japanese
lawyers in partnership with foreign
lawyers in Japan should be free to be
members of that international
partnership outside Japan, since 2005,
this interpretation has not been publicly
confirmed and that uncertainty continues
to inhibit such free association. Finally,
the discriminatory rule that only
Japanese law firms incorporated as
professional corporations in Japan can
have more than one branch office should
be changed to allow any law firm to have
branch offices.

Recommendations

The ACCJ recommends that the
Government of Japan:
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* Eliminate the geographic limitation
on countable experience to qualify to
register as a foreign legal consultant
so that any experience anywhere in
the world, including experience
obtained in Japan, is counted on an
equal basis.

e Publicly confirm the interpretation
that there is now no prohibition or
limitation on Japanese lawyers who
are in partnership with foreign
lawyers in Japan, being members of
an international partnership outside
Japan.

e Abolish the discriminatory position
that only Japanese law firms can
incorporate as professional
corporations.

* Allow law firms that are not
professional corporations to have
branches inside Japan.

* Recognize that the Japanese market
and graduate Law Schools are now
mature enough to manage the legal
system infrastructure size issue
independently and without an
artificial target population limitation.

ii. Accounting Services

The current level of approximately
16,000 Certified Public Accountants
(CPA) is inadequate to meet the vast
and growing demand for expert
accounting services in Japan. Since the
public is unaware of the implications of
this shortage for the Japanese and global
financial markets, little attention has
been focused on the issue. Even though
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accounting standards have been raised
from an inadequate and parochial level in
1990 to effectively global standards
today, the insufficient number of CPA’s
has prevented Japan’s accounting
environment to improve
commensurately. The recent scandals
with Livedoor and Kanebo clearly show
again - if such evidence was needed
after the record of problems with
financial statement manipulation from
the Riccar Sewing Machine bankruptcy in
the 1980s through to the bankruptcies of
LTCB, Yamaichi Securities, Hokkaido
Takushoku Bank and others since the
1990s and later - that the small size, and
the lack of training and independence of
Japanese accounting firms, can lead to
abuse and manipulation by publicly-listed
companies.

The recent changes embodied in the FIEL
recognize the need for a robust role of
accounting professionals in corporate
governance. The law introduces
enhanced financial disclosure
requirements such as a quarterly
reporting system for listed companies.
The new Company Law has also
established an “accounting counselor”
system that enhances the role and
contributions that can be made by CPAs.
Accordingly, the need for qualified CPAs
in Japan will continue to grow.

Recommendation

The ACCJ recommends that the
Government of Japan strengthen its
efforts to increase the number of CPAs to
meet the increased demand as
companies as well as the government
itself attempt to hire CPAs to address the
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new corporate governance requirements
under the new FIEL and Company Law
for increased transparency and
disclosure.

I. Dispute Settlement
Mechanisms

In March 2004, Japan implemented a
new Arbitration Law patterned after the
UN Commission on International Trade
Law (UNCITRAL) Model Law on
International Commercial Arbitration. The
Justice System Reform Promotion
Headquarters appointed a Study Group to
advise in this effort and the process was
open to international input, with well-
received results. Under Article 5-3 of the
Foreign Lawyer’s Law, a foreign lawyer
admitted in Japan may represent clients
in international arbitration, and a foreign
lawyer not admitted in Japan may handle
an international arbitration matter in
Japan under Article 58-2. An earlier
negotiation between Japan and the
United States had already ensured that in
international arbitrations, the parties
would have the right to select the
representation of their choice. However,
as a result of the new ADR law in 2005,
the restraints of Article 72 of the
Bengoshi Law and related statutes still
impose many practical difficulties.

For example, the work of the Alternative
Dispute Resolution (ADR) Study Group
adopted the premise that based on
Article 72, the practice of ADR inherently
involves the practice of law, which would
limit the right of representation in ADR to
bengoshi. The ACCJ and other
organizations endeavored to gain



recognition for the expansion of the right
to ADR representation, which would
substantially increase the availability of
ADR services to Japanese citizens.
However, instead of obtaining an
exemption from Article 72, the infant
ADR profession faces a burdensome
system of licensing and regulation that
has little relevance to international ADR,
and adversely affects Japan’s reputation
as a center for international dispute
resolution, even though the government
has testified in the Diet that there is an
implied exemption from Article 72 for
international arbitration.

Recommendations

The ACCJ recommends that the
Government of Japan amend the Gaiben
Law to clearly state that foreign lawyers,
whether or not registered in Japan, are
now authorized to represent any clients,
Japanese or other, in any and all
arbitrations, mediations and all other
forms of alternative dispute resolution in
Japan regardless of the governing law of
the dispute. Leaving this principle unclear
as now is the case, denies clients
freedom of choice, imposes significant
additional costs on the arbitration
process, and fundamentally undermines
the efforts of all players (METI, MOJ,
Japan Commercial Arbitration Association
(JCAA), Nichibenren and foreign lawyers)
to cooperate to promote the broader use
of arbitration and ADR in the Japanese
market in accordance with global best
practices.
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J.  Privacy

Japan’s long awaited Law Concerning the
Protection of Personal Information (the
PIPL) went into effect on April 1, 2005,
governing how businesses collect,
handle, store, use and disclose personal
information about living individuals. It
defines Personal Information as
information “that relates to living
individuals and which can be used to
identify specific individuals by name, date
of birth, or other description (including
that which can be easily combined with
other information and thereby used to
identify specific individuals).” There are
no exceptions for publicly available
information or business contact
information.

The PIPL is based heavily upon the 1980
Organisation for Economic Development
and Co-operation (OECD) Guidelines on
the Protection of Privacy and Transborder
Flows of Personal Data. In many areas,
however, the PIPL goes beyond the OECD
obligations and beyond what Asia-Pacific
Economic Cooperation (APEC) has
recently recommended. On the other
hand, since the PIPL itself provides
minimal detail, it is supplemented with
Cabinet ordinances and guidelines issued
by relevant ministries. As of January 31,
2006, there were 33 different guidelines
covering 21 different business fields.

Consequently, businesses in Japan that
collect both customer and employee data
are subject to multiple guidelines, some
relating to customer data and others
relating to employee data. If the business
operates or has business units operating
in multiple industry sectors or industries
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that are regulated by different ministries,
such businesses are subject to multiple
guidelines that inevitably conflict,
including whether provisions are
mandatory or voluntary. Hence, the data
protection legal framework in Japan lacks
clear, consistent, practical and
transparent rules across all industry
sectors. Multinational, global business
organizations have difficulty applying
corporate rules and codes of conduct for
collection, use, and disclosure of personal
information across all business lines and
consistent with the company’s global
practices and compliance training.

Recommendation

The ACCJ recommends that the
Government of Japan develop clear,
consistent, practical and transparent
rules across all industry sectors so that
global business organizations, including
Japanese companies, can utilize
corporate rules and codes of conduct for
collection, use and disclosure of personal
information consistent with their global
practices, compliance training and
management.

Privacy guidelines should be interpreted
in a practical manner from a commercial
standpoint; that is, the rules will not
inhibit companies from responding to the
realities of the marketplace. This
approach is consistent with the
Government of Japan’s policy of
encouraging self-responsibility by
companies, and the government should
not overly micro-manage how businesses
must interact with their customers, use
personal information, and make the
personal information they hold secure.

The American Chamber of Commerce in Japan

i. Third Party Transfers

The Government of Japan’s current
interpretation of the PIPL and privacy
guidelines with respect to the use of
personal information in a merger or
acquisition context is an example of
where the rules can lead to an
impractical result. Under the PIPL,
consent is required before personal
information can be provided by a target
company to a prospective investor or
purchaser during the due diligence
process. According to the METI
guidelines, an entity that acquires
another through merger or a new entity
that results from a spin-off is not
considered a third party for the purposes
of notice and consent. This exception is
apparently meant to facilitate M&A
transactions. However, because due
diligence is required in ordinary M&A
practice, the exception is meaningless if
the due diligence process is not included
in the exception. METI has taken the
position that, unless the personal
information is made anonymous or the
opt-out exception is used, consent of all
individuals should be obtained during the
due diligence process.

Recommendation

The ACCJ recommends that the
Government of Japan recognize that
individuals can be protected by a non-
disclosure agreement before due
diligence that requires a prospective
purchaser to return or destroy all
personal information if the deal does not
proceed.



ii. Breach Notification

Some jurisdictions in the United States
and other countries oblige businesses to
notify the public or affected individuals of
leaks, losses, or destruction of their
personal information. METI Guidelines set
forth voluntary “desirable” organizational
security measures upon breach or
violation of security that include making
a public announcement of relevant facts
and preventative measures taken,
providing notice to the competent
ministries, and providing notice to the
data subjects likely to be affected.
However, a danger exists that a frivolous
proliferation of notices regarding
breaches might desensitize the public
and cause disregard for such notices.
There is also a question whether such
public announcements or notices are
necessary when the compromised data is
encrypted such that the risk of misuse of
such data would be low.

Recommendations

The ACCJ recommends that the
Government of Japan:

* Subject a breach of privacy security
to a materiality standard on the
requirement to notify or make public
to avoid desensitizing the public and
causing disregard for such notices,
and diverting attention away from
material breaches that deserve
heightened public scrutiny.

* Provide guidance on whether public
announcements or notices are
necessary when the compromised
data is encrypted, and whether such
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a safe-harbor that is commonplace in
many other breach notification laws
would encourage the use of
encryption.

iii. Consent

For most OECD countries, the express or
implied data subject’s consent is the
cornerstone for regulation on the use of
information. In general, Japan has
followed this approach, allowing the use
of information when the data subject has
consented to such use through, among
other means, an express written
disclosure in an agreement, implicitly
when the information is used by third
parties to perform services under the
agreement to which the customer can be
deemed to have accepted, or through an
opt-out process in certain situations.

Unduly strict or narrow application of
consent-based rules can restrict the
legitimate commercial use of information
benefiting the protection of data subject
privacy. For example, FSA Guidelines and
METI Guidelines regarding the credit
sector restrict the use of information
from credit bureaus for any purpose
other than assessing a particular
application for credit. This restriction
appears to also prohibit other uses even
with the consent of the data subject. Not
only is such restriction unnecessary to
protect privacy, it also can chill the use of
credit information for legitimate
commercial purposes such as creating
more powerful methodologies to assess
portfolio credit risks and to mitigate
concerns about excessive lending, or
from offering products and services to
customers who have agreed to receive
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such offers. Opt-out consent is not an
appropriate mechanism to permit the
sharing of personal information with
credit bureaus, as this would allow
individuals with bad credit to opt-out of
sharing this information with credit
bureaus and their members. However,
requiring opt-in consent does not address
this issue either, as it still allows
individuals with bad credit to prohibit the
sharing of such information with credit
bureaus. In this kind of situation, the
consent paradigm is not appropriate.

Recommendation

The ACCJ recommends that the
Government of Japan recognize that
relying on consent is not an appropriate
mechanism to permit the sharing of
personal information with credit bureaus,
as this would allow individuals with bad
credit to opt-out of sharing this
information with credit bureaus and their
members, and opt-in consent would allow
individuals with bad credit to prohibit the
sharing of such information with credit
bureaus.

iv. Global Privacy Compliance

Japan’s privacy laws do not always allow
multinational business organizations to
apply global privacy compliance
approaches or codes of conduct to their
collection, use, and disclosure of personal
information. For example, MHLW's
Guidelines suggest that businesses
should remain accountable for personal
information transferred to third parties
that are not delegates of such business,
even if the information has been
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transferred with the consent of the
individual concerned.

Conversely, under the APEC approach,
when personal information is transferred
to another person or organization,
domestically or internationally, the
business or personal information
controller must obtain the consent of the
individual or exercise due diligence and
take reasonable steps to ensure that the
recipient person or organization will
protect the information consistent with
APEC Privacy Principles.

Recommendations
The ACCJ recommends that:

*  While requiring companies that
outsource information to third party
database managers without the
consent of the individuals concerned
to remain primarily responsible for its
use is appropriate, when the
individual has consented to a third
party transfer, and once the data has
been transferred to the third party,
the third party should assume the
obligation for protecting the data,
and the individual, not the original
recipient business, should be the
party that decides what is done with
the information.

* When no on-going relationship exists
between the personal information
controller and the third party to
whom information is disclosed,
personal information controllers
should be able to choose to use other
means, such as obtaining consent, to



ensure that the information is being
protected.

* Japan’s privacy regime differs from
the European Union’s in that it is
based largely on self-regulation,
which is applauded. However, more
effort should be made to develop a
harmonized approach through APEC
(including Australia, which is also on
the self-regulatory model), to lead
toward a credible alternative to the
EU approach as part of a globally
harmonized system in the future.

K. Intellectual Property (IP)

In the 1990s, government policy began
to emphasize technological innovation
and the creation of original works of
authorship to build a "knowledge-based
economy." Prime Minister Koizumi
formed the Strategic Council on
Intellectual Property, which issued in July
2002 the Intellectual Property Policy
Outline, setting the foundation for the
Basic Law on Intellectual Property and
the formation of the Intellectual Property
Policy Headquarters (the "Policy
Headquarters") in March 2003. The
Strategic Council regarded measures
taken by the U.S. Government to raise
the level of IP protection, the Uruguay
Round agreement on Trade-Related
Aspects of Intellectual Property Rights
(TRIPS Agreement) and bilateral
negotiations between the United States
and other countries where intellectual
property had not been sufficiently
protected, as key elements in the
expansion of U.S. business globally.
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The Policy Headquarters has succeeded
in creating a national policy that has led
directly to significant changes to the
structure and role of government,
universities and private institutions in the
creation, authorship, exploitation and
protection of intellectual property,
enactment of new laws and the revision
of 22 existing laws that affect IP. Phase 1
of the Intellectual Property Strategic
Program from 2002 through 2005
achieved the following.

*  Forty-two university Technology
Licensing Offices were established to
facilitate the transfer of inventions,
technology and know-how from
universities and government
sponsored research centers to private
industry.

* The backlog of unexamined patents
has been reduced by increasing the
number of Japan patent office
examiners, expected to reach 500
this year.

The IP High Court was established in
2005 as a “special branch” of the
Tokyo High Court, staffed with 18
judges and 100 experts, which was
expected to lead to greater
consistency and better reasoned
decisions. However, the IP High
Court is invalidating patents at a
substantially higher rate than in the
past. A Nikkei Newspaper article
reported that: 1) JPO decisions that a
patent was invalid were reversed by
the IP High Court 40% of the time in
2005, down from 75% by the Tokyo
High Court of 2000; and 2) in 2005,
of 141 appeals to the IP High Court
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of final rejections by the JPO,
patentees succeeded in having only
9% of the JPO decisions reversed,
down from 20% in 2000.

Phase 2 from 2006 through 2008 aims to
strengthen international competitiveness
by exploiting IP, and reform the IP legal
system as needed. The first year of
Phase 2, focused on IP creation,
authorship, exploitation and protection,
but did so at a more micro level and on a
more international basis. The 2006
Program seems to have been influenced
by user industries and consumer groups
seeking greater flexibility in how they use
and re-use media content to overcome
the restrictions placed on, and the
complexity of licensing copyrighted
audio-visual works.

i. Counterfeits, Pirated Goods, and
Reverse Imports

The ACCJ supports the Government of
Japan’s efforts to strengthen measures
against counterfeit and pirated goods,
including the amendments of the
Customs Tariff Law in April 2004 and
2005. In 2004, the revisions focused
primarily on the ability of the customs
office to disclose to rights holders
information about the importers and
manufacturers of products suspected of
infringing intellectual property rights,
enhancing the accuracy and transparency
of fact-finding procedures and facilitating
the exercise of IP rights in a country
where infringement has been exposed or
in Japan. This philosophy has also been
incorporated in the Official Development
Assistance Charter and APEC Summit
Declaration/Ministerial Declaration.
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An amendment to the “Law Partially
Revising the Customs Tariff Law”
prohibiting the importation of goods
which are the product of certain acts
defined in the Unfair Competition
Prevention Law (e.g., causing confusion
with well-known marks, using famous
marks and imitating the format of
another product) came into effect in
March 2006.

Japan’s success in Asia in promoting its
“Cool Japan” image has resulted in the
reverse importation of CDs and DVDs by
Japanese artists from Asian countries
where the CDs sell at a lower price. The
“Law Partially Revising the Copyright
Law” prevents reverse imports of
Japanese music and audio visual
recordings produced under license
outside Japan if they satisfy the following
conditions: (1) the recording is identical
to a recording released earlier or
simultaneously within Japan, and is
prohibited from distribution within Japan,
(2) the importation is carried out with
knowledge of the facts in (1) above; (3)
the importation is for the purpose of
domestic distribution; (4) the “reverse
import” into Japan unreasonably
damages the rights holder’s profits; and
(5) four years have not yet passed since
the recording was first released in Japan.

The ACCJ is also encouraged by the
March 30, 2006 “Joint DOC [Department
of Commerce] - METI Initiative for
Enhanced U.S.-Japan Cooperation on IPR
[intellectual property rights] Protection
and Enforcement and Other Global
Issues” (Joint DOC-METI Initiative).
Through the Joint DOC-METI Initiative,
both countries have agreed to enhance



cooperation on IPR protection and
enforcement through developing best
practices for government outreach to the
industry, sharing information on IPR
enforcement activities, working together
to streamline patent procedures and
harmonizing laws, and strengthening
technical assistance.

ii. Contents Business Promotion
Policy

The Japanese government believes that
overseas success has not been fully
exploited by rights holders of media
content (e.g., movies, anime, and other
multimedia products) created in Japan.
The Trust Business Law was amended in
2004 to allow trusts to hold intellectual
property assets to facilitate investments
in the creation and promotion of content
assets. The Bankruptcy Law was also
amended in 2004 to protect IP licensees
if the licensor becomes bankrupt. Finally,
under the “Law Concerning Promotion of
Creation, Protection, and Exploitation of
Content,” cooperation between the public
and private sectors to promote specialists
in IP and content business includes
establishment of the Entertainment
Lawyers Network and publication of
content programs by the University of
Tokyo.

iii. Protection of Trade Secrets

Revisions to the Unfair Competition
Prevention Law increased penalties for
misappropriation of trade secrets and
simplified the grounds for claiming
misappropriation of trade secrets, as well
as expanding the parties that could be
held liable. For example, acts of
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misappropriation that occur outside
Japan may be actionable within Japan. It
is also easier for companies to hold
former employees and their new
employees liable for trade secrets
acquired by the former employee while in
the employ of the trade secret holder and
then abused after leaving such
employment.

iv. 2006 Intellectual Property
Strategic Program

The 2006 IP Strategic Program has five
components.

1. Innovation: Combining University IP
departments and Technology
Licensing Offices to create greater
efficiency and coordination, and a
database of patents academic
papers, and financial assistance to
inventors who file overseas, as well
as a “Japanese version of Bayh-Dole”
that would extend to software
creation.

2. Protection: Eliminate the queue of
nearly 800,000 unexamined
applications; bringing the time to
examination down from 29 months to
11 months by 2013; promote the
filing of patent applications abroad;
strengthen use rights of parties that
can prove that they were first to
invent a particular patented
invention, even if they were not the
first to file; and restrict the use of
product designations such as wagyu
to products produced in Japan.

3. Exploitation/Use: Encourage
companies to install a “Chief IP
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Officer”; issue guidelines regarding
when an exercise of software patent
rights might be deemed an abusive
exercise of those rights and the legal
consequences thereof.

4. Content Creation: Promote IPTV
multicasts; bring demands made by
rights holders in line with commercial
realities; abolish the audio CD price
maintenance system; and utilize
written agreements where use rights
and remuneration to rights holders
are clearly stipulated.

5. Human Resource Development and
National Awareness. Sponsor
courses, conferences, and seminars
to educate people about IP, and raise
the number of professional IP experts
from 60,000 to 120,000.

Recommendation

The ACCJ recommends that in addition to
arranging joint conferences and seminars
to discuss IPR protection strategies and
hosting outreach events on IPR issues
with the private industry as outlined in
the Joint DOC-METI Initiative, the
Government of Japan should establish an
IP discussion group which would include
members of private industry that would
examine regional IPR issues of common
concern to Japan and U.S. companies.
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Chapter 11 - Human Resources

Context: Human Resources is the
“"Added Value” in an Economy

“Human resources” refer to people and
their potential and has both
macroeconomic and microeconomic
dimensions. In macroeconomic terms,
human resources refers to the quality
and quantity of talent available to
support a nation’s economy. In
microeconomic terms, human resources
refers to the recruiting, development,
and management of personnel within an
organization.

In an increasingly integrated global
economy, human resources are closely
linked to national and corporate
competitiveness. The long-term ability of
individual companies and countries to
compete successfully are closely linked to
the type, availability, and flexibility of
human resources, which are in turn
influenced by:

*  Education, for the training and
retraining of workers;

* Labor market conditions and, more
specifically, the ability of companies
to make changes to their work forces
in response to changing business
conditions and the ability of workers
to choose from a variety of
employment options at various
stages in their careers (i.e., labor
mobility); and

* Immigration policies that allow a
country to bring in workers to
supplement and complement its own
human resources.

In this chapter, we will deal with each of
these three areas as they relate to
Japan’s macroeconomic and
microeconomic human-resources needs.

Snapshot: Reassessing and Retooling
the System

In the post-war period, Japan developed
a distinctive and highly successful
economic system, which has been widely
studied and imitated worldwide and was
composed of elements that, in total,
contributed to the emergence of Japan as
an economic powerhouse in the 1970s
and 1980s.

With regard to human resources, the
elements of this economic system
included a compulsory education system
that achieved world-leading levels of
numeracy and literacy; lifetime
employment (mainly limited to larger
companies) and frequent internal job
rotations to create company (rather than
functional) specialists; limited labor
mobility; and restrictive immigration
policies.

Although Japan has been justifiably
proud of its economic accomplishments,
there are now powerful forces at work
that will require the nation to re-evaluate
many of the assumptions and
components of its post-war economic
system, including those that affect
human resources.

Changing Economic Realities

The global economic system within which
Japan has developed and thrived has
changed dramatically in recent years.
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Rapid technological advances are
transforming the economic landscape,
with traditional industries collapsing or
moving to lower-cost regions while new
industries rise to take their place. This, in
turn, leads to rapidly shifting market
opportunities. Companies from newly
industrializing countries are moving into
sectors long-dominated by Japanese and
other companies from the developed
world and not limiting themselves to
labor-intensive fields, they are
increasingly competitive in knowledge-
based, high-value-added activities.

The international economy is increasingly
a single organism, not a collection of
distinct national economies. As a result,
companies and their workers exist in a
world without borders, where business
opportunities are global and where global
standards increasingly set local
standards. In this integrated world,
Japanese companies and their workers
need to think and act as global citizens
and the Japanese economy needs to be
open to foreign participation. That will
require a comprehensive reassessment
and retooling of the nation’s educational
system, labor practices, and immigration
policies.

Competing for Foreign Direct
Investment

Economic globalization has spawned a
borderless flow of foreign direct
investment (FDI). Companies
increasingly look for business
opportunities on a global scale, making
investments in those markets that offer
the optimum combination of high return
and low risk. FDI can make an especially
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important and lasting contribution to a
nation’s economy beyond the investment
itself because of the know-how,
technologies, and management methods
that accompany FDI.

According to the Fukao Report,! FDI
flowing into Japan is extremely low
relative to other industrialized countries.
As a percentage of GDP, Japan’s
cumulative stock of FDI is one-eleventh
that of the United States, one-twenty
second that of Germany, and far less
than that of China or South Korea. Only
1.36 percent of workers in Japan are
employed by foreign-affiliated firms,
compared with about 11 percent in the
United States.

To attract more FDI and to enjoy the
resulting benefits, Japan needs to offer a
more attractive, hospitable environment
for foreign investors. This includes
ensuring that foreign companies have
access to the human resources necessary
for the successful operation of their
Japanese entities. That will require, in
turn, an educational system that provides
the training and retraining of workers to
be employed by foreign companies, a
labor market that provides foreign
companies with ready access to talented,
mid-career individuals, and an
immigration policy that makes it easier
for foreign executives, workers, and
support staff to work and live in Japan.

Rapidly Aging Population

Japan has the fastest-aging population in
the world, with a higher proportion of its
citizens over 65 years old than any other
country. Starting in 2005, its population



started to decline in absolute terms, and
in just a few years there will be only two
workers for every retiree. The graying of
Japan threatens to undermine the
nation’s economic system and social
infrastructure.

Japan’s aging population is the result of
increasing longevity and declining
fertility, combined with an extremely low
rate of immigration. To help stop, and
ultimately reverse, the slide in Japan’s
population will require innovative policies
to raise the birth rate and to expand
foreign participation in the nation’s labor
force.

Identifying the Issues

The developments described above have
profound and far-reaching implications
for Japan’s human resources
infrastructure. They call into question
many of the assumptions that have
underpinned Japanese economic and
social policies in the post-war era and
they will necessitate a discussion of
issues that go to the very core of national
priorities, values, and identity.

A. Education

Once the object of much admiration and
praise among educators worldwide, the
Japanese educational system is
increasingly unable to meet the changing
and increasingly diverse needs of
students, employers, and the economy.
Although there have been some modest
reforms in recent years, Japanese schools
at all levels and in various ways - their
programs, curricula, teaching methods,
and management and regulatory
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structures - are largely unchanged from
50 years ago.

English-language Education: One
example of the problems of the
educational system is the low level of
proficiency in English, the primary
language of international commerce,
diplomacy, and intellectual exchange.
According to the most recent TOEFL?
data, Japan ranks second lowest in Asia,
just one point above North Korea, and is
tied (with Haiti) for 132" place among
147 countries (behind such countries as
Afghanistan, Gabon, Mongolia, and
Sudan). When one considers that the
combined public and private per-capita
expenditure on English-language
education in Japan is probably the
highest in the world, Japan’s low level of
English proficiency indicates the
ineffectiveness of English-teaching
methods used in Japan.

The lack of English-speaking individuals
is a serious economic handicap for Japan,
representing a significant obstacle to the
free flow of business between Japan and
the rest of the world. It means that there
are relatively few Japanese people who
can negotiate contracts with foreign
companies, effectively represent their
organizations overseas, and participate in
global trade fairs and economic
conferences. It also means that foreign
companies have difficulty finding bilingual
staff in Japan, thereby discouraging them
from establishing regional head offices in
Japan and inhibiting inbound FDI.

University Education: Another problem is

the education provided in Japan’s
universities. Well known for being difficult
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to enter but easy to graduate from,
Japanese universities have not kept pace
with changing students’ and employers’
expectations. For example, there is little
diversity in academic offerings among
universities; students find it extremely
difficult to change their field of study or
their university after admission; the
programs and curricula are often overly
theoretical and/or outdated; and there is
an increasing mismatch between
graduates’ skills and the skills demanded
by employers. Reflecting these
deficiencies, a 2005 International
Institute for Management Development
(IMD) survey found that Japan ranked
56th out of 60 countries in terms of
business satisfaction with the nation’s
university education system.?

One specific issue of concern to the ACCJ
is the tax treatment accorded the Japan
campuses of foreign universities.* The
Ministry of Education, Culture, Sports,
Science and Technology (MEXT) created
a system for recognizing such campuses
in 2004 - 22 years after the first one was
established, and after about 40 such
campuses had come and gone - but that
system does not give these recognized
campuses the same tax treatment as
Japanese universities. That raises their
costs, places them at a competitive
disadvantage, and acts as a serious
disincentive to foreign universities
considering establishing operations in
Japan, thereby depriving Japanese and
foreign residents of access to alternative
educational options. The Organisation for
Economic Co-operation and
Development’s (OECD) 2006 Economic
Survey of Japan also notes that, “opening
the tertiary education market to
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accredited foreign providers would ...be
an effective way to stimulate competition
and upgrade the competitiveness of
Japanese universities.”

The root cause of Japan’s university
problems is not the universities
themselves, many of which are acutely
aware of the need to be more innovative
and student-oriented, but rather the
outdated policies still followed by MEXT,
which give highest priority to educational
institutions’ operational continuity and
stability, rather than academic quality.
Although reforms have recently been
instituted to give universities greater
flexibility to restructure their curricula to
meet diverse educational needs, these
have yet to result in widespread program
innovations, and there are still significant
limitations on the establishment of new
institutions and programs.

As a result of these issues, many
Japanese students choose to study
overseas, often never to return, and
employers expend considerable time,
energy, and money on training to give
new employees the skills necessary to
contribute to corporate success. Foreign
companies find it particularly difficult to
find university graduates who have the
linguistic, cross-cultural communication,
and technical skills necessary to be
effective within their organizations.

In contrast, Singapore has positioned
itself as "The Global Schoolhouse.”
Recognizing that a progressive economy
requires a progressive education sector,
Singapore has instituted various
programs and incentives to attract
foreign students (proportionately, sixteen



times more than in Japan), foreign
universities (with at least one U.S.
university program, in hospitality
management, choosing to locate in
Singapore after realizing it was too
difficult to set up in Japan), e-learning
providers, and foreign companies’ Asia-
Pacific corporate training centers.

Medical Education: Japan’s rapidly aging
population threatens to overwhelm its
well-developed medical education
system. For example, despite the
government’s efforts to expand the
number of medical training programs, an
acute shortage of doctors and nurses is
projected over the next 10 to 20 years,
especially in certain parts of the country.
A shortage of semi-skilled medical
workers, such as nurse assistants and
elderly care aides, is also expected. In
addition, because Japanese doctors and
nurses receive their licenses for life and
continuing education is not required to
continue practicing (unlike in most other
developed countries), many healthcare
professionals are unfamiliar with the
latest advances in diagnostics and
treatment, especially in the rapidly
changing field of geriatric medicine.

In summary, Japanese individuals,
companies, and the economy as a whole
would benefit from greater diversity,
choice, and innovation in the educational
system. Japan needs an educational
system that trains the specialists
required by a complex economy and a
caring society. It also needs people with
the language capabilities to quickly
identify and capitalize on overseas
market opportunities, to monitor and
contribute to worldwide advances in
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various fields, and to participate in the
debates that shape global thinking,
policies, and institutions.

B. Labor Market and Labor
Mobility

Rapid and extensive changes in
technologies that give rise to whole new
ways of doing business such as e-
commerce call for a dynamic and
internationally competitive economy to
have a fluid, flexible labor market.
Despite some recent improvements,
however, Japan’s labor market is still
marked by considerable inflexibility, both
with regard to an individual’s ability to
seek advancement through changes in
employers and with regard to a
company'’s ability to modify labor
conditions. This inhibits the shift of
human resources to areas of greatest
need and, as a consequence, hurts the
viability of companies, productivity
growth, and the development of new
economic sectors.

Labor regulations have not kept pace
with changes in the workplace and the
labor market. The current Labor
Standards Law, for instance, does not
provide adequate rules for alternative
working arrangements and for companies
that need to manage their workforces so
as to invest in laborsaving, productivity-
enhancing technologies; to dismiss poor
performers; and to layoff redundant
employees. Further, employers’ use of
the discretionary work system under the
Labor Standards Law has been greatly
inhibited by bureaucratic procedures
required to introduce the system and by
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the narrow scope of employees that it
covers.

An individual’s willingness and ability to
change employers has increased
significantly in recent years as the
viability of the lifetime employment
system and its appropriateness for a
flexible, innovative economy have been
called into question. Nevertheless, labor
mobility is still limited by the continued
prevalence of seniority-based (vs. merit-
based) compensation systems and by the
lack of attractive, portable benefits plans.

For companies in highly volatile
industries or facing intense competitive
and cost pressures, the use of dispatched
or temporary workers can be a key
component of their human resources
strategies. Current regulations, however,
limit the period that companies can
utilize such workers, requiring that they
be offered direct employment under
certain circumstances and decreasing the
incentives for hiring these workers for
longer periods. As a result, the
dispatched workers themselves often
suffer from unstable employment and
employers find it harder to hire
dispatched workers who meet their
needs.

Although changes in the business and
economic environment have created the
need for more flexibility in structuring
and modifying labor conditions, the
current Labor Standards Law does not
provide adequate rules that appropriately
deal with such diverse working
arrangements. As a result, there has
been an increase in the number of
individual labor disputes and

The American Chamber of Commerce in Japan

consultations, particularly with respect to
dismissals, which impose additional costs
on employees and employers and lead to
greater uncertainty in the workplace.

Another area of concern to many
companies is the legal requirement to
pay overtime compensation for white-
collar workers. That time-based
requirement, which poses a serious
financial and administrative burden on
companies, is inconsistent with the
function-based or performance-based
nature of white-collar jobs.

Perhaps the most critical labor issue
facing Japan is the role of working
women. The overall participation rate of
women in the Japanese labor force is
much lower than in most developed
countries.” Making fuller use of the
abilities of female workers would help
Japan maintain a high level of economic
productivity despite its rapidly aging
population. Women, however, often drop
out of the labor force to have children,
and they return to work much later than
they would like, or not at all, due to
social pressure to stay home to take care
of children, the lack and inadequacy of
babysitting and other childcare facilities
(despite the government’s New Angel
Plan and other efforts to improve the
nation’s childcare infrastructure), most
companies’ unwillingness to permit
flexible working arrangements that would
allow parents to balance professional and
family responsibilities, tax and social
security systems that serve as
disincentives for a family’s secondary
wage earner to work, and performance-
evaluation and other policies that make it
difficult for women to move into senior



management positions. In addition, many
women are unable to work because they
are required to take care of elderly
parents and parents-in-law.

In summary, changes in government
labor policies and company employment
practices will help ensure that Japan has
a dynamic labor market that can meet
the needs of Japanese and foreign
companies and thereby support the
nation’s economic productivity and
international competitiveness.

C. Immigration

The increasingly borderless nature of
commerce and capital flows brings
pressure to permit freer, international
movement of labor. All countries are
therefore seeking the right balance
between, on the one hand, restrictive
immigration policies to enhance national
security, maintain cultural integrity, and
protect local employment and, on the
other hand, immigration policies that
permit the inflow of skilled, semi-skilled,
and unskilled workers to supplement and
complement the local labor force and to
allow foreign companies to bring in
professional and support staff.

These two extremes in immigration
policies are especially at play in Japan.
Until very recently, Japan has followed a
generally restrictive immigration policy,
largely because of concerns about the
impact that a large number of foreign
residents would have on Japanese society
and culture. But the nation’s declining
birth rate and resulting lack of workers in
various professions, at various skill
levels, and in various regions, combined
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with an increasingly large foreign
corporate presence in Japan, are leading
Japan to reconsider its immigration
policies. To address these challenges, the
OECD states that liberalizing the inflow of
foreign labor will have positive effects
both on productivity, by attracting highly
skilled workers to Japan, and on labor
inputs.®

Japan’s restrictive immigration policies
limit the nation’s access to talent of all
kinds and levels from around the world.
Many companies, both Japanese and
foreign, find it difficult to recruit and
sponsor visas for workers from overseas,
including semi-skilled workers in such
industries as construction, hospitality
(restaurants/hotels), and manufacturing
and internationally qualified professionals
in legal services, engineering,
biotechnology, financial accounting, IT,
and other fields. In part, this derives
from the fact that foreign qualifications
and diplomas are often not recognized as
satisfying established criteria for working
in Japan.

In the healthcare industry, it is extremely
hard for foreign doctors, nurses, nursing
assistants, elderly care aides, and other
healthcare personnel to work in Japan.
Although the Japanese government has
announced a program to allow a modest
number of Filipino nurses to enter Japan
(after receiving prescribed training), the
projected shortfall in healthcare workers
of all types will not be alleviated.

Similarly, families cannot sponsor visas

for home-helpers to help bear the burden
of childcare and elderly care. As a result,
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women who want to return to the labor
force are often unable to do so.

Another issue relates to the ability of
global companies, both Japanese and
foreign, to easily get visas for Chinese
and Indian employees to come to Japan
for employment, training, and even for
simple business meetings (which often
have to be planned two to three weeks in
advance to allow Chinese and Indian
attendees to get their Japanese visas).
This issue, which is especially critical in
the IT sector, discourages foreign
companies from establishing their Asia-
Pacific head offices in Japan.

Immigration policies often make foreign
residents feel that they are not valued
contributors to the economy and society
of Japan. For example the re-entry
permit system for foreign residents
creates unnecessary paperwork and cost
for those who want to temporarily leave
Japan during the term of their resident
visa. Furthermore, foreign residents who
want to make a permanent commitment
to living in Japan find it difficult to do so
- they must have ten years of continuous
residency to be eligible to apply for
permanent residency (even though the
international standard is five years and
even though foreigners are taxed on their
global income after five years in Japan)
and applications are often rejected for
minor technical reasons rather than on
an overall assessment of whether or not
the individual would make a positive
contribution to Japan.

The OECD also notes that, “increasing

the number of foreign workers is a major
issue in regional trade agreements, given
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that some Asian countries wish to see
improved opportunities for their nationals
to work in Japan as part of such
agreements.”’” The OECD suggests that a
more open policy on foreign workers
would facilitate the creation of more
complete economic partnership
agreements that promote trade, and thus
FDI inflows.

Recommendations

Japan is not the only country grappling
with the challenges of ensuring that it
has the quality and quantity of human
resources necessary for a highly complex
economy and a rapidly aging society.
Japan may, however, be unique in the
degree to which these challenges are
closely intertwined with issues of culture,
values, and national identity. The
following recommendations are therefore
offered not as absolute panacea for the
human resource issues facing Japan, but
rather as an indication of the depth and
breadth of measures that Japan will need
to consider to deal with those issues
effectively.

Education

To help ensure that its educational
system provides companies and the
economy as a whole with the human
resources necessary to ensure its long-
term economic vitality, the Government
of Japan may want to consider the
following:

 Improve the teaching of English at all
levels of the educational system,
starting with a comprehensive
program to train English teachers in



the techniques of teaching English
proven to be successful in other
countries.

* Encourage more competition and
differentiation among Japanese
universities, especially by eliminating
unnecessary regulations, giving them
more autonomy to easily and quickly
introduce new programs and to
revamp existing ones, and enhancing
transparency in evaluating
performance. Also, allow university
students to more easily change
majors and institutions after entering
university.

* Provide recognized Foreign
University, Japan Campuses with the
same tax status as recognized
Japanese universities.

* Establish continuing-education
requirements for medical
professionals.

» Establish special training programs
for nurses, nursing assistants, elderly
care aides, and other healthcare
workers from overseas.

* Provide greater incentives and
support for mid/late-career training
and retraining programs, for
company employees, retirees, and
those between jobs.

Labor Market and Labor Mobility

To help ensure that its labor market

makes the greatest possible contribution
to the nation’s economic productivity and
international competitiveness, and in line
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with Prime Minister Abe’s platform of
promoting a system that allows women,
mid-level employees, and the elderly to
more readily enter the work force, the
Government of Japan may want to
consider the following:

* Revise the current Labor Standards
Law (or write the proposed Labor
Contract Law in such a way as) to:

o Clearly define its abusive
dismissal doctrine so as to
provide companies with
incentives to hire mid-career
employees by allowing for
dismissal of employees and
personnel reductions based on
the reasonable exercise of an
employer’s business judgment;
and

o Introduce a monetary
compensation system to fairly
compensate aggrieved
employees for the loss of their
jobs instead of forcing unwilling
employees or employers to
continue working together;

e Introduce a white-collar-worker
exemption in the overtime rules
under the Labor Standards Law.

» Establish clear statutory rules
concerning changes in working
conditions, made through
amendments to company work rules
that would allow both employers and
employees to anticipate the likely
results and save unnecessary
litigation costs.
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* Revise the Worker Dispatch Law to:

o Eliminate limitations on dispatch
periods;

o Eliminate the requirement that
companies must offer direct
employment to dispatched
workers in certain circumstances;
and

o Eliminate categories of
dispatched workers and allow
companies to utilize such workers
regardless of the nature of their
work or the dispatch period.

» Improve the defined-contribution
pension system by raising
contribution limits, providing full tax-
deferral until retirement, and by
facilitating the rollover of plans when
switching employers.

* Adopt policies to encourage greater
use of staff-outsourcing companies
and specialized human-resource
consultancies, including those dealing
with pension planning, training, and
recruiting of overseas workers.

* Improve the discretionary work
system by eliminating bureaucratic
procedural requirements and
expanding the scope of eligible
workers, or simply replace the
system by applying the white-collar-
overtime exemption rule proposed
above.

* Implement a multifaceted program to
encourage greater female
participation in the labor force,
including introducing innovative
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approaches for improving the
nation’s childcare system, changing
the tax and social security systems to
eliminate disincentives for spouses to
work, and permitting more flexible
working arrangements.

* Introduce policies and incentives to
encourage companies to provide
more career-oriented summer/part-
time employment to university
students, to offer internships for
professionals, and to facilitate the
acceptance of employees seconded
from other companies.

* Ensure that regulatory changes are
accomplished in a fully transparent
manner, which includes according all
companies, both Japanese and
foreign, with meaningful and fair
opportunities to be informed of
proposed changes, to comment on
them, and to exchange views with
government officials and advisors
regarding labor law reforms under
consideration.

Immigration

While recognizing the sensitivity and
complexity of immigration issues,
especially in view of the international
terrorist threat, Japan would benefit from
being able to tap into the global pool of
human resources and thereby help it deal
with the affects of a declining birthrate
and a rapidly aging society. More
specifically, the Government of Japan
may want to consider the following
changes to its immigration policies:



* Implement, in a comprehensive and
proactive way, policies and
procedures that will facilitate the
entry and integration of foreigners
(and their families) who can
contribute to the Japanese economy,
such as by:

o Recognizing foreign-earned
qualifications and diplomas;

o Making it easier for foreign
residents to obtain permanent
residency status; and

o Eliminating the re-entry permit
system for foreign residents.

* Create a system for more easily
granting work visas to:

o Non-specialized and non-
technical workers, especially for
those in economic sectors or
geographic regions facing severe
labor shortages;

o Internationally qualified
professionals;

o Doctors, nurses, nursing
assistants, elderly care aides,
and other healthcare workers;
and

o Home-helpers, for both Japanese
and foreign families.

* Make it easier for companies to
sponsor visas for their Chinese and
Indian employees coming to Japan
for employment, training, and
meetings.

Human Resources

Japan has a long history of successfully
responding to the challenges posed by its
integration into the international system.
This was true in the early Meiji Era and
again in the early post-war period, when
in both cases Japan gave high priority to
investing in its human resources. Today,
with accelerating globalization coming at
a time of major domestic challenges,
Japan once again needs to focus on its
human resources. For both individual
companies and the economy as a whole,
a comprehensive re-evaluation of Japan’s
educational system, labor market, and
immigration policies will help ensure that
its citizens continue to enjoy a high
standard of living for generations to
come.
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Chapter 12 - Government Reform,
Procurement, and Privatization

A. Government Reform

Efficient, predictable, and transparent
government administration is key to
achieving sustained growth in any
economy. The Government of Japan
generally gets high marks in this area,
contributing to its ranking eleventh
globally in terms of ease of doing
business in a recent study issued by the
World Bank, up from twelfth the previous
year.! Indeed, over the past several
years the Government of Japan has taken
a range of measures designed to
streamline and improve its core
functions.

The 1998 Basic Law for Central
Government Reform, for example,
resulted in a sweeping reorganization of
the national government, significantly
reducing the number of ministries and
bolstering the administrative authority of
the Prime Minister and Cabinet Office. In
addition, the Cabinet has plans to
streamline the Government’s more than
150 public corporations through such
measures as abolition, privatization, and
consolidation. As part of this process, the
Government of Japan enacted legislation
in October 2005 setting in motion the
largest privatization in history - the
privatization of Japan Post, Japan’s postal
entity, which employs approximately
280,000 employees and operates the
world’s largest bank and insurance
company. In addition, although it has
been criticized for not going far enough,
the Government has adopted a sweeping
plan that in the next few years will
consolidate and privatize several of its
public financial corporations.?
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In recent years, the Government of
Japan has also taken tentative, yet
meaningful steps to improve its
procurement systems, including adoption
by some ministries of open competitive
bidding and financial screening
mechanisms to prevent aggressive
underbidding by firms unable to compete
for projects under the terms offered. The
Prime Minister recently urged the
ministries to aim at fair and more
transparent procurement by
strengthening their competitive bidding
systems. The government has also
committed to opening a number of public
services to competitive bidding between
government entities and the private
sector.

These measures are important steps in
the right direction. As noted in chapter
three, a market-based, private sector-led
economy can lessen the strain on public
finances and enhance consumer welfare
by expanding consumer choice and
making more efficient use of society’s
limited resources by enabling innovative
companies to provide cost-effective,
market-based solutions to challenges
facing society. Allowing increased
opportunities for the private sector and
reducing government participation in the
marketplace alleviate the need for the
government to subsidize money-losing
enterprises, and keep public expenditures
from becoming an excessive burden on
taxpayers by crowding out the private
sector, which often operates more
efficiently than the government.

The Government of Japan has also taken
a number of measures to improve
government transparency and



accountability. For example, in 2001 and
2002, it enacted two information
disclosure laws establishing access to
government records and information,
akin to the Freedom of Information Act in
the United States, and implemented
privacy protection legislation, which
applies to information retained by
government institutions.

Further, Japan has had in place an
Administrative Procedures Law since
1994, and in April 2006 implemented
amendments designed to enhance its
effectiveness. Effective administrative
procedures laws are a central element to
good government. They are key to
controlling excessive administrative
discretion, improving the orderliness of
administrative decision-making by
defining the rights of citizens more
clearly and detailing standard procedures
for making, implementing, enforcing, and
revising regulation.? Indeed, the
Organisation for Economic Co-operation
and Development (OECD) has recently
noted in its study, OECD Reviews of
Regulatory Reform, that the importance
of effective administrative procedures
laws for “improving certainty and
reducing regulatory risk in the market,
while enhancing democratic
accountability, can hardly be over-
estimated.”* The ACCJ welcomes the
Government of Japan’s efforts to bolster
its administrative procedures.

Despite the substantial progress that has
been made in establishing efficient,
predictable, and transparent government
in Japan, much work must still be done,
especially in two important areas where
actions by the government have
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tremendous impact on the marketplace:
government procurement and
privatization of state owned enterprises.

B. Government Procurement
Context: Opportunities Ahead

Both theory and experience teach that
government demand for goods and
services is a major driver of economic
growth and development. As with
consumers, globalization is offering
governments new opportunities to
procure cost-effective, market-based
solutions by tapping into the expertise
and efficiency of the private sector. To
take full advantage of these
opportunities, and to lessen its own
financial strain, the Government of Japan
should adopt open and transparent
bidding procedures in as many sectors as
possible, including such sensitive areas
as information technology (IT), public
works, and defense.

i. IT Procurement

Context: Increased Transparency
Enhances Cost Effectiveness and
Quality of Service

The Government of Japan’s procurement
market for information technology and
telecommunications totals 1.8 trillion
yen, including central and local
government hardware, software, and
services. Central government IT spending
exceeded 400 billion yen in 2005. The
top four suppliers control approximately
60 percent of total government
procurement and a full 80 percent of the
market is controlled by the top ten
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companies. Negotiated contracts that are
not put up for competitive bids (zuii
keiyaku) make up 80 percent of this
market by volume and over 70 percent
by value.

Both central and local governments
should make the current IT procurement
process more open and transparent if
they are to increase the cost-
effectiveness of their IT investment and
provide better public administration
services. Reforming the procurement
process will promote productivity,
stimulate economic growth, and revitalize
the IT industry by encouraging
competition and increasing the number of
new entrants. Japan faces significant IT
deficits in the education and healthcare
areas. It also shares with other
developed countries the need to make its
systems more secure while preserving
their functionality and access for citizens.
Special attention to procurement and
budgetary issues in these sectors should
continue to be a key priority for the
government of Japan.

Recommendations

The ACCJ urges the Government of Japan
and local governments to take the
following steps to improve the
procurement process for IT and to further
promote the deployment of IT in key
government sectors, such as education
and healthcare:
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IT Procurement Policies Should be
“Neutral” with Respect to Competing
Technologies and Protection of
Intellectual Property

Governments contribute to innovation by
sustaining an environment that allows
companies and individuals to compete in
the marketplace to bring new ideas and
technologies to the consumer. Attempts
by governments to “pick winners” or to
favor one technology over the other
distort the competitive discipline of the
market and ultimately slow innovation.
The Government of Japan’s promotion of
broadband diffusion is a successful
example of how government policy can
appropriately support the growth of the
IT sector. While interoperability is clearly
an important objective in today’s
networked society, software developers
are meeting the market’s demand for
products that work together seamlessly
within heterogeneous networks without
government intervention such as
compulsory licenses. Patents are, in fact,
a critical component of the industry’s
interoperability strategy, allowing firms
to share proprietary technologies without
jeopardizing the commercial value of
their innovations. If today’s highly
competitive, dynamic IT industry is
allowed to operate free of unwarranted
intervention, it will continue to exercise
patent rights in a manner that satisfies
market demands for interoperability, thus
supporting further innovation and
stronger competition.



Ensure Equal Opportunity in
Competition

All levels of the Government of Japan
must work harder to enable more
companies and new entrants, including
small and medium-sized enterprises and
foreign companies, to participate in bid
tenders in IT procurements. Specifically,
the ACCJ requests that Japan move from
negotiated non-bid contracts to general
competitive tenders, improve
transparency in these tenders, and
substantially eliminate barriers to entry
caused by the excessively rigid screening
system used to qualify companies. In
general, registration to become an
approved bidder should be open-ended.

To further facilitate fair competition, it is
desirable to establish a centralized
bureau where potential tender
participants can obtain the required
information in an integrated manner and
on equal footing. The information should
be put together and made public as early
as possible, as should the result of the
bidding process, such as in a database of
government IT procurements. While
encouraging new entrants through
competitive bid tenders, the government
should also take steps to ensure bidders
are qualified to undertake proposed
projects.

Produce RFPs and Direct Contracts
Between Operators and the
Government

The lack of transparency in IT
procurement in Japan can be attributed
in part to the fact that only a few large
prime contractors actually produce
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requests for proposals (RFPs) on behalf
of government officials and
subcontractors. While a number of
subcontractors at various levels are
involved in the actual implementation of
successful bids, the prime contractor
always receives the order directly. To
improve transparency and to ensure the
government can better monitor
companies actually doing the work, the
government has begun employing
external experts as Chief Information
Officer (CIO) advisors. However the role
and responsibilities of these advisers are
not clearly defined among the ministries.
Tenders for procurement of hardware,
software, and software development
should be separated and the procuring
agency should in general enter into a
contract directly with the entity doing the
work, eliminating the existing multi-
layered structure of numerous sub-
contractors. However, in separating
various elements of the procurement
process, basic architecture design and
hardware and software should be aligned
to ensure compatibility and efficiency.

Assessment Based on Costs Through
System Life Cycle

For multi-year contracts, governments in
the United States and Europe have
already implemented a life-cycle
approach to assess system costs. Even
certain municipalities and local
governments are beginning to adopt such
an approach. Life-cycle costs more
accurately reflect the total cost of the
ownership of IT systems because they
include not just the initial purchase price
but also the cost of maintenance,
upgrades, and support over the life of the

ACC]J Business White Paper

125



126

Government Reform, Procurement, and Privatization

system. To keep pace with the global
trend in public procurement, Japan’s
ministries and agencies should adopt
multi-year contracts and evaluations
based on life-cycle costs.

Specific Issues: Education,
Healthcare and Security

Elementary and middle school education
are areas of special emphasis for the
government’s e-Japan strategy, but the
ambitious goals set have yet to be met.
It is an urgent priority to equip schools
with personal computers in order to raise
academic standards and improve the
productivity of education. Yet, the
budgetary resources have not been made
available. The Government of Japan
should continue to give emphasis to this
area and take steps to assure that there
is sufficient funding to support these
programs, including the training of
instructors and maintenance of the
equipment over its estimated life.

The medical sector is another area where
the returns from the introduction of
information technologies are great. As
the Japanese population ages, increasing
productivity in the medical area is critical.
To ensure that money is well spent, the
Government of Japan should promote the
training and development of “hospital
CIOs” who can oversee the introduction
and application of information
technologies and contribute to a fruitful
public private partnership in this area.
Additionally, the building of a regional
health information network is a priority.
Standardization will be an important
aspect of this to guarantee efficiency and
complementarity. But, as this goes
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forward, it is vital for the government to
support compliance with international
standards, such as HL77.

Recently, government agencies such as
the Defense Agency and the Police
Agency have experienced leaks of
sensitive information due to viruses
introduced from private computers using
peer-to-peer software. The leaks are a
matter of serious social and security
concern. The government should
continue efforts to develop an
appropriate IT governance system,
procuring the latest and best antivirus
and other data security technologies
available, and setting the goal of making
Japan’s government systems the most
secure in the world.

ii. Public Works Procurement
Context: More Work Ahead

Japan is the world’s second largest public
works market, reaching $180 billion in
2005. Although in recent years the
government has made substantial
progress in reducing the money flowing
to this sector, it remains enormous. It
also remains largely closed to foreign
companies, with U.S. companies, for
example, retaining a market share of less
than one percent,” far below Japanese
companies’ participation in the U.S.
market. As a signatory of the World
Trade Organization’s (WTO) Government
Procurement Agreement (GPA), Japan is
committed to open procurement in
accordance with that agreement. Also,
since 1988, Japan has made a series of
agreements with the U.S. Government
designed to open public works projects to



American bidders. The first of these, the
Major Projects Agreement, which was
updated in 1991, named 42 major
projects where the Government of Japan
would encourage international
participation.® In 1994, the Japanese and
U.S. Governments concluded the Action
Plan on Reform of the Bidding and
Contracting Procedures for Public Works.
Under the Action Plan, Japan agreed to
use open and competitive procedures for
procurements valued at or above the GPA
thresholds.’

U.S. companies’ participation in signature
projects over the past several years
proves that there are win-win
opportunities in public works. Successful
completion of the Tokyo International
Forum building near Tokyo Station and
Centrair, the new airport which serves
the Nagoya/Chubu region, demonstrates
that Japan can and has benefited from
foreign participation in major public
works construction projects.

Nevertheless, despite government efforts
to take corrective measures, and strong
criticism from the public, Japan’s public
works procurement system remains
largely closed to foreign companies, with
the longstanding practice of dango, in
which companies meet informally and
illegally to select a prearranged bid-
winner. This practice continues to be a
major factor impeding foreign
participation.

A recent study by a panel of independent
experts concluded that dango and other
collusive practices resulted from and
persist due to systemic flaws in Japan’s
public works procurement system and
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can only be eliminated through
comprehensive structural and
management reform.®

The Government of Japan has made
meaningful attempts to eliminate
anticompetitive collusive behavior,
including strengthening the Anti-
Monopoly Law’s anti-dango provisions,
increasing sanctions for violators, and
introducing a leniency program for dango
participants who are among the first to
report cartel or bid-rigging activity.®
Parallel to the Anti-Monopoly Law
revision, the government also attempted
to address problems with the
procurement system itself through
passage of the Act for Quality Assurance
in Public Works, which mandated several
additional steps in the procurement
process in an attempt to increase
efficiency and transparency.'®

The ACCJ welcomes these measures as
well as the Government of Japan’s
continuing commitment to reform its
public works procurement system. To
fully address the deeply entrenched
collusive structures present in Japan’s
public works procurement system,
however, broader structural and
management reforms are necessary. As
the report issued by the expert panel
makes clear, simply increasing penalties
for collusive behavior has not and will not
repair the flaws in the government’s
public works procurement system. It
notes that to establish “an efficient and
equitable government procurement
system,”! the Government of Japan
must create an entirely new framework
for public works procurement, with
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transparency, accountability, efficiency,
and fairness as its key components.

Recommendations

To achieve this goal, the study group
made the following recommendations to
the Government of Japan.? The ACCJ
supports these recommendations and
encourages the government to take
measures to implement them in the
short-term.

* Form a consultative group with a
mandate to study the creation of a
new public works procurement
framework. The group should identify
systemic and management reforms
necessary to reform the
government’s public works
procurement system and create a
timeline for their implementation.
The group - which may be called the
“Consultative Body on Structural
Reform in Government Procurement”
- should include government
authorities responsible for dealing
with collusive behavior and private
sector representatives.

*» Take measures to actively encourage
dango participants and other
conspirators to come forth with the
facts surrounding their violations. For
example, the creation of a one-year
exemption from any sanctions or
prosecution for companies that report
their past collusive activities and
promise to cooperate with the
government to eliminate collusive
structures should be considered.
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Discontinue the practice of using the
scheduled cost as a ceiling price in
bidding and implement the U.S. and
EU approach of defining the
scheduled cost as an “important
indicator for judging whether a

successful bid price is reasonable.”*3

Replace the current advance
payment system (with the balance
paid upon completion of work) with a
monthly payment system, which
would allow for better government
oversight, greater contractor
accountability, more and better
quality control and cash management
between prime contractors and their
sub-contractors.

Develop and implement a standard
monitoring procedure that allows and
enforces third-party monitoring of
the bidding and contract process,
even in the case of small and
medium-sized municipalities.

Increase transparency in the use of
discretionary contracts by allowing
full disclosure and third-party review
of those contracts.

Institute a fully functional system for
handling and pursuing complaint
from unsuccessful bidders.
Establishment of impartial expert
committees to this end may be
preferable, but rules for the selection
of committee members must be
carefully considered.

Take measures to increase the
number of legal professionals with



expertise in the field of government
procurement.

* Take measures to increase
transparency in the enactment of
policies designed to protect small and
medium enterprises to eliminate
abuse of these protective structures.

iii. Defense Procurement

Context: Cost Effectiveness Is A High
Priority

Providing for national security in a cost-
effective manner is among a
government’s highest priorities. In an
age of globalized terrorism and rogue
nations, that responsibility has taken on
new complexities and difficulties that
place additional pressures on defense
planners and budgets to adopt rational,
flexible, and well-reasoned procurement
and research and development (R&D)
policies and practices to equip its armed
forces with the appropriate arms and
equipment. A rational, well-organized
defense industry integrated into a larger
allied infrastructure also has a positive
economic impact, creating jobs and
developing, or providing access to new
technologies that often have commercial
applications.

Snapshot: The Time Is Right For
Change

While Japan’s commercial aerospace
industry enjoys global success in close
relationship with U.S. partners, its
procurement laws, regulations, and
procedures result in great inefficiencies in
defense procurement. The Japan Defense
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Agency (JDA) is making reforms, but
many of the largest problems - many of
which worsen yearly - lie outside its
direct control. The government’s recent
commitments to reforms, combined with
increased open discussions of
procurement reform in the Diet and JDA,
and increasing demands on limited
budgets, indicate the time is right for
change.

The U.S. and Japanese aerospace
industries have a long-standing, close
relationship. In defense matters, to quote
former U.S. Ambassador to Japan Mike
Mansfield, "The U.S.-Japan relationship is
the most important bilateral relationship
in the world, bar none.” Some ACC]J
members from the aerospace industry
have traded with Japan for more than 50
years. Numerous co-production, license,
and maintenance programs, beginning in
the 1950s, have resulted in extensive
technology transfer from the United
States to Japan, employed tens of
thousands of highly skilled workers on
both sides of the Pacific, and greatly
contributed to the national security of
both countries.

The commercial aerospace industry in
Japan, in particular, enjoys a very close
relationship with U.S. manufacturers.
Today, alone and in partnerships, it
successfully performs pivotal roles in
many of the most advanced commercial
aircraft and jet engine programs
worldwide, in areas ranging from
advanced composite materials to avionics
to complete aircraft fuselage and wing
design and manufacturing. It is almost
unthinkable for a modern commercial
aircraft to be built without significant
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Japanese content. This is in marked
contrast to the defense world.

Japan has adopted and equips its Self
Defense Forces with more major U.S.
military systems than any other U.S. ally,
including NATO countries. These systems
range from jet fighters, helicopters, and
missiles to critical systems used in
missile defense. Additionally, even
Japanese-desighed and built ships or
aircraft often integrate multiple, common
U.S. systems (e.g., the AEGIS combat
system, which is the heart of Japan’s
most advanced warships and guides
multiple U.S. missiles). This commonality
of major systems is important not only
from the standpoint of military
interoperability with its only ally, but also
affords Japan access to advanced military
capabilities and hardware at reasonable
prices. Moreover, both countries benefit
when larger purchases reduce per unit
R&D expenses and larger purchases
further reduce unit costs by extending
production lines.

Outside Japan, the global defense
industry has undergone tremendous
change over the past fifteen years since
the end of the Cold War. The following
are some key examples:

* Massive consolidation of aerospace
companies in the United States has
resulted in a reduction of almost two-
thirds of the U.S. aerospace
workforce, from over 3 million to
slightly over 1 million in 2006.

 Rapid adoption by Western militaries

of and increased reliance on
commercial standards and IT
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equipment (i.e., “commercial off the
shelf” or COTS IT equipment),
outsourced logistics, transportation,
equipment spares, and maintenance
support greatly increased its
procurement efficiencies and the
effectiveness of procurement.

*  Dramatic reform in maintenance
procedures to take advantage of
advances in the reliability and ease of
maintenance of modern equipment.

* Adoption of competitive bids
wherever possible to decrease costs
and increase competition.

As a result, while the current U.S. system
is not perfect and is under constant
review and improvement, the Pentagon
has greatly increased productivity and
the speed of adoption of new
technologies, while lowering its total cost
of ownership in many cases.

Issues and an Overview of their
Effects

Japan desires to maintain a vibrant,
effective military and commercial
aerospace industry. Accordingly, Japan’s
basic procurement policy is to promote a
domestic technology, development, and
production base that can:

* Provide equipment suitable to unique
Japanese operational requirements.

* Improve, upgrade and maintain
equipment domestically.

The Government of Japan recognizes that
pursuit of the above goals sometimes
leads to higher procurement costs



compared to commercial imports,
especially since the market is limited due
to the constitution’s ban of arms exports,
financial and procurement laws, methods,
and precedents. However, many of the
explicit and implicit measures taken to
foster this independent capability, when
coupled with Japanese laws,
inadvertently raise the cost of Japanese
systems’ 300 percent to 1,000 percent
higher than comparable equipment built
in other countries that have adopted
enhanced procurement reforms. These
inadvertently counterproductive
measures include, but are not limited to
the following:

* Lack of multiple year purchases or
bulk purchases. This factor may be
the largest single impediment to
increased procurement efficiency.
Japan procures aircraft, tanks, and
most other major and minor
equipment through single year
budget allocations. For complex
platforms such as ships and planes,
while the production of a single
system and disbursement for that
expense can be spread over up to
four years, the purchase is still for a
single year’s allocation and delivery.
Also, modern weapon systems often
require frequent software and
hardware subsystem updates due to
changing threats, technology, and
obsolescence, which are difficult to
manage in conjunction with low-
volume, long-term purchases. Each
and every year’'s humber of tanks or
fighters is a stand-alone purchase,
whether for one or one hundred, with
no accommodation or consideration
for long-lead items for future or
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group purchases, even if further
purchases are planned. When
coupled with low production rates
spread over many years, the result is
often the world’s most expensive
systems.

The current Accounting Law in part
accounts for the lack of more efficient
multiple year equipment purchases.
The following three examples from
three separate services illustrate the
seriousness of the problem:

o Maritime Self Defense Force:
Japan bought the AEGIS weapon
system through a U.S.
government procurement system
called Foreign Military Sales
(FMS). According to U.S.
Congressional reports, while
Japan bought two AEGIS systems
under two separate FMS
contracts, South Korea bought
three similar systems under a
single contract for about the
same cost. Since corporate
profits are limited in FMS sales by
U.S. law, this means Japan paid a
large premium to buy in two
separate contracts rather than
grouped together in a single
contract, thus affording Japan
only two systems versus South
Korea’s three.

o Air Self Defense Force (ASDF):
Japan’s premier fighter is the F-
15. While its production in Japan
is @ model of defense
cooperation, the purchase of 213
fighters over 20 years of single
year purchases of necessity
resulted in higher costs. As
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Japan’s main fighter, a large
purchase was never in doubt, but
the ASDF was forced to buy in
single-year, small lots, at greatly
increased costs.

o Ground Self Defense Force
(GSDF): Purchases of major
items include tanks and
helicopters. One former Director
General of the JDA correctly
identified the GSDF’s premier
armored vehicle as “the most
expensive tank in the world.”
Small production quantities
stretched over multiple, single-
year buys help ensure this is the
case.

In contrast, even small buys like radios
and piece parts are limited. Because of
lack of flexibility in budgeting, the JDA
often cannot participate in “life-time
buys” when notified that production is
about to end. (A “life-time buy” of spare
equipment allows equipment users to
procure sufficient parts to support
systems for the remainder of their design
life, and most often occurs when a
supplier of that spare equipment decides
to stop production.) At best, this results
in uncertain availability of those parts: or
at worst, a requirement to recertify a
new production. Both add cost and risk to
support. Also, typically only special,
expensive “military specification
(MILSPEC)” parts are approved by the
JDA, although commercially available,
functionally equivalent or superior parts
are often available at much lower costs.
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Restrictively Defined Licensed
Production Programs

Under licensed production programs,
Japanese industry is funded to build a
system under license from its foreign
manufacturer. This important method
brings advanced production capabilities
and technology to Japan, and maintains
an independent capability. However, to
meet the standard minimum
requirements of Japanese labor and
material to qualify for “licensed
production,” Japanese manufacturers are
sometimes forced to build relatively low-
value subsystems or standard hardware
to qualify for licensed production
program status. Sometimes “licensed
production” arrangements lead to
inefficient resource allocation to contrived
production programs with little real work
being done in Japan, and little real
technology transferred at great costs.

Sumiwake

This is an unofficial term that can be
translated as “dividing up.” The practice
of sumiwake often means that JDA
procurement is divided up over large
number of different contractors, rather
than awarded to a single, most efficient
supplier that has overall management
responsibility and who contracts with the
supplier/subcontractor chain to obtain
productivity and cost efficiencies. Also,
there is arguably little real competition
(often unavoidably) for certain major
types of equipment. Perhaps originally
meant to develop multiple, viable
domestic contractors, sumiwake
inefficiently requires multiple contracts,
including with manufacturers who often



have very modest capacity. JDA sources
note that around 2,500 different
enterprises, “"60 percent being very
small,” are involved in the production of
its largest destroyers. Many other major
production programs such as armored
vehicles and aircraft have similar
practices.

Lack of Defense Industry
Consolidation

While the U.S. defense industry
consolidated and reduced its workforce,
Japan’s much smaller defense industry
has seen almost no corporate mergers,
while its workforce has been reduced
slightly through attrition and
reassignment. Productivity has arguably
suffered as a result.

Slow Adoption of Commercial
Equipment

The JDA continues to largely procure only
MILSPEC parts that are significantly more
expensive than commercial parts but not
necessarily more reliable. Commercial
parts use throughout the world is
expanding rapidly. Their judicious use
would result in great savings. The JDA is
using more commercial parts but a more
rapid adoption would likely result in
substantial savings. Also, commercial
Information Technology (IT) equipment
can generate extensive savings and
increased speed of deployment.

Slow Adoption of Commercial
Services

The JDA is still highly dependent upon
government-owned and operated supply
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and maintenance facilities. In many
instances, commercially operated
services can result in substantial savings.
The JDA has indicated it may outsource
or commercialize some functions, but
progress has been slow.

Frequent Purchase of Capital Ships

Japan purchases capital ships more
frequently than is necessary, and the
average age of its fleet is quite young
compared to that of most other nations
who usually update hardware while
maintaining the hulls for longer periods.
While Japan’s practice keeps significant
work in multiple shipyards, it is not the
most efficient use of major capital
investment.

Lack of Flexibility on Delivery Dates

Japanese procurements are very
inflexible regarding delivery dates, which
are normally driven by the end of a
Japanese fiscal year rather than
production schedules. Much modern
equipment is very complex. This
inflexibility can result in artificially
compressed production and delivery
schedules that increase risk and costs.
Since final payment is contingent on
delivery, unavoidable delays in deliveries
that extend beyond the initially allocated
fiscal years create tremendous problems.
The budget must be cancelled and lost,
while a new budget for the next fiscal
year can be very difficult to secure. More
flexibility in acceptable delivery dates
would remedy this problem.
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Lack of Budget Reprogramming
Flexibility

Without some contingency budget, or the
capability to reallocate procurement
funds, Japan often cannot take
advantage of certain short-notice
opportunities. Although makers will
typically offer the Government of Japan
the opportunity to buy a lifetime of spare
parts for items to be discontinued,
without the flexibility to quickly reallocate
funds and conclude a contract, these
opportunities can be lost forever. In
many instances, the U.S. military and
customers around the world join these
purchases of lifetime spares or obsolete
parts. If Japan cannot, the results are
often that Japan will be forced to fund
the qualification of a new vendor, often a
time-consuming and expensive effort. If
given sufficient advanced notice, the JDA
can and does use the Foreign Military
Sales (FMS) system to purchase lifetime
spares, but flexibility to do so on short
notice is limited.

Under-funded Research and
Development (R&D)

The JDA’s R&D programs are reportedly
consistently under funded. To complete
programs, the companies involved must
often invest themselves. As a result, the
companies are at risk unless a program
moves to production. On the other hand,
it could be argued that the government
may feel pressure to reward the
companies for their investment, because
a relatively high percentage of the R&D
programs move to production, compared
to other advanced countries.
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Payment Schedules Do not Match
Production Expenses

The payment schedules used by the JDA
for production programs are not realistic
for modern manufacturing. While the
standard payment schedule is weighted
toward the end of program, most
production programs typically encounter
greater costs earlier. This increases
financing costs to the companies, which
must subsequently add costs to recoup
additional costs.

Heavy Reliance on Cost-Plus
Contracts

A large portion of Japan’s defense budget
is spent via cost-plus contracts, a type of
contract that actually rewards inefficiency
in that more people means more profit.
Adoption of more fixed-price,
performance-based contracts, which
provide incentives to industry to cut
costs, would result in increased savings
for the government and more profit for
Japanese industry.

Foreign Military Sales (FMS)

Many important programs are handled
through the FMS system, a form of
military security assistance in which sales
of defense articles and services are
managed and guaranteed by the U.S.
Government. Japan reimburses the U.S.
Government and, in some instances, is
able to join large-quantity purchases and
therefore enjoy reduced prices. However,
both governments’ administrative
procedures can be cumbersome and
inflexible, resulting in coordination
difficulties. As a result, Japan is



sometimes unable to react in time to take
advantage of opportunities.

Rigid Maintenance and Retirement
Procedures

The JDA’s procedures are largely based
on methods developed decades ago.
Today’s maintenance system thus
requires unnecessary periodic inspections
and overhauls of modern equipment
designed for much longer, demand-based
maintenance. Other countries have
adopted Inspect and Repair as Needed
procedures that greatly reduce the time,
effort, and cost of maintenance. Also, the
JDA often retires major systems such as
ships and aircraft with as little as one-
third of the design life used, creating a
requirement for a new system
replacement. Both procedures are more
expensive and time-consuming than
current best practices in other countries.
The United States has adopted
Performance Based Maintenance, which
provides commercial industry incentives
to maintain equipment safely and
economically while reducing costs.

Current maintenance procedures, coupled
with restrictions regarding Japanese
industrial participation in international
programs, result in inefficient multiple
support bases. Although the Japanese
and U.S. defense industries could support
certain systems for each other, both
maintain completely redundant,
duplicative maintenance capabilities.

One future example is the SM-3 missile,
which will be employed on Japan’s AEGIS
warships. While the Block 1A version will
be purchased from the U.S., the Block 2
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version is being co-developed by
Japanese and U.S. industry. These
missiles, while key to missile defense in
Japan, the United States and potentially
to a small number of close U.S. allies, will
be a low-density, high value system,
fielded only in relatively small numbers.
Two or more separate maintenance
capabilities to support these small
numbers will be inefficient and

expensive. Japanese industry could easily
support both U.S. and Japanese systems
- indeed the entire worldwide inventory if
allowed - providing economies of scale
and savings for everyone.

The Three Principles on Arms Exports

In general, Japan bans the export of all
weapons, weapons technology, and the
technology to produce weapons.

* The major exception to date is to the
United States, but even exports to
the U.S. are increasingly small, and
with only military technology
exported, not hardware. Co-
development and co-production
programs such as the new SM-3
Block 2 missile may result in
incremental changes to this situation.

 Japan’s ban originally limited exports
to the Communist bloc, countries
under United Nations weapons
blockade, and countries in or in
danger of becoming involved in
international conflict. Later the ban
was expanded to all countries other
than the United States, effectively
limiting Japan’s defense
manufacturers to selling only to the
JDA.
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* Because of cross-border mergers and
acquisitions (e.g., EADS in Europe,
BAE Systems in the United States
and United Kingdom), more and
more major international programs
are now truly international. But Japan
does not participate in these
programs. To note one recent
example, Japan’s advanced
manufacturers were not allowed to
participate in the Joint Strike Fighter
program, the largest military
program in history, with industrial
participation from nine countries.
Because the JDA will soon seek to
replace some of its main fighter
aircraft, this situation has far-
reaching implications, perhaps
limiting Japan’s options.

Recommendations

The ACCJ urges the Government of Japan
to implement changes that will greatly
increase Japan’s defense procurement
efficiency while enhancing defense
industry competitiveness and national
security. In general order of importance,
the ACCJ recommends that the
Government of Japan establish the legal
and procedural framework to:

1. Adopt multiple-year equipment
purchases with outyear options, thus
allowing effective quantity purchases,
smoother workflow, lower unit prices,
etc.

2. Redefine the thresholds for licensed
production programs to allow more
flexibility.
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3. Revamp payment schedules to more
closely reflect real-world production
expenses.

4. Increase the use of fixed price
contracts with incentives for
efficiency.

5. Continue further exploration of the
interpretation and application of the
"Three Principles” governing arms
exports, based on the noteworthy
changes to date.

6. Expand adoption of COTS equipment
as appropriate, particularly in
communications equipment.

7. Retain flexibility and sufficient funds
in the JDA budget for contingencies
such as short-notice obsolete
buyouts, etc.

8. Encourage and adopt Performance
Based Maintenance procedures to
provide incentives to industry to help
reduce major system maintenance
costs.

9. Fully fund R&D throughout the JDA in
a transparent manner, open to
foreign cooperative participation
where appropriate.

Implementing the recommendations
above will certainly not be easy.
However, the advantages of initiating
immediate procurement reform are
strong and compelling. Japan’s defense
capability and economy would be
strengthened in a number of ways.
Changing the JDA budget cycle to allow
efficient multi-year and multi-unit



procurements would allow the required
number of defense systems to be
procured in a shorter period of time at
substantial cost savings. Relaxing the
export laws would allow Japanese
Industry to become more vibrant and
competitive, creating more jobs such as
allowing Japan to participate in co-
production of U.S. cutting edge
technology and defense articles.
Changing the JDA’s methods for
maintaining its defense equipment
through a more performance based
logistics system would generate savings
that could be applied to creating
opportunities in other defense related
areas. If Japan is serious about having a
viable defense force that is joint and
interoperable, flexible and powerful to
deter and respond against the rising
threat of terrorism, rogue states, and
other the other well known disputes in
Asia, then procurement reform is a
critical part of this transformation.
Further, procurement reform must be
initiated now to avoid falling seriously
behind required modernization efforts.
Finally, procurement reform would move
Japan forward toward creating a viable
defense establishment that focuses first
on national security, ultimately making
its industrial base more competitive,
relevant, and affordable.

C. Privatization

Context: Enhancing Economic
Efficiency, Productivity, and Growth

Over the years - especially since the
transformation into market-based
economies of the former Soviet bloc
countries — organizations such as the
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OECD and the World Bank have closely
followed the course of privatizations
aimed at fostering economic development
based on sound market principles. These
organizations have evaluated the extent
to which privatization policies, programs,
and methods have succeeded, and
disseminated their findings widely. They
have concluded that privatization brings
a significant increase in profitability, real
output, and efficiency of privatized
companies. Privatization can also
increase the flow of funds from the public
sector to the private sector, and in the
process, develop capital markets, reduce
government deficits, and increase tax
revenues.

Snapshot: Works in Progress

Globally, privatization of State Owned
Enterprises (SOEs) and other public
economic entities has been occurring
since the 1980s. Following these global
trends, Japan Salt and Tobacco and the
National Railroads system (JNR) were
privatized in 1985. Japan Post was
converted to a public corporation by the
Government of Japan in 2003. After a
long debate, laws were passed in October
2005 to privatize Japan Post over a 10
year transition period beginning in
October 2007. The laws established a
“privatized” holding company (at the time
of privatization, the government will own
all of the shares of the holding company)
and four subsidiary corporations for the
network, mail delivery, banking, and life
insurance operations. The banking and
life insurance subsidiaries are to be sold
to the public by, at the latest, October
2017. Other major SOEs transitioning to
becoming fully privatized corporations
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include Narita Airport Authority and the
Japan Highway Public Corporation.

The ACCJ has issued numerous studies
and recommendations on Japan’s
privatization undertakings, including on
Narita Airport and Japan Post. Despite
the government’s stated policy of “all
that can be accomplished by the private
sector should be left in the hands of the
private sector,” however, privatization is
far from complete. Rather than address
the multitude of specific issues that
remain to be solved, the ACCJ would like
to draw the government’s attention to
the following general recommendations
that apply to any privatization
undertaking.

Recommendations

The OECD, the World Bank, and other
organizations have identified a clear set
of global best practices essential for
ensuring successful privatizations of
SOEs. The ACCJ urges the Government of
Japan to apply these best practices to
help ensure the success of current and
future privatizations. While the principles
discussed below draw heavily upon OECD
and the World Bank best practices, they
also include market-based best practices
gathered from other sources.

Clearly Define “Privatization”

The term “privatization” is sometimes
used as a slogan or euphemism in
connection with processes that merely
transform SOEs into a different form of
SOE, rather than into a truly private
enterprise. For example, in previous
undertakings (and indeed, in the current
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Japan Post privatization), the
government has called an SOE
“privatized” as soon as the enterprise
was incorporated into a joint stock
company (kabushiki gaisha). Entities in
this status are more accurately described
as “corporatized” rather than privatized.
The government remains the controlling,
and often sole shareholder whose
interests are defined by politicians and
bureaucrats as well as the taxpayers. A
fully privatized SOE focuses on improving
its market performance and efficiency. It
must fulfill its legal and ethical
obligations to society (as must any good
corporate citizen), but these obligations
should not be used to justify the creation
or continuation of any dependency on
special protections or taxpayer-funded
supports during the transition period.

Set Clear Objectives'*

Since the interests of political
constituents and the policies surrounding
the corporatization/privatization process
can often conflict, before attempting to
privatize an SOE, clearly articulated and
prioritized policy objectives should be set
incorporating transparent input from
public and private stakeholders. Open,
transparent, and accountable governance
does much to prevent political forces
from influencing the privatization process
and manipulating the objectives to satisfy
special interests.

Maintain Strong Political
Commitment and Effective
Communication

A successful privatization requires strong
political commitment and effective public



communication by the highest levels of
government. The ACCJ notes that the
Government of Japan has wisely
centralized much of its privatization
activity within the Cabinet Office so as to
effectively counter inevitable resistance
by bureaucratic and political vested
interests.

Privatization objectives should be
explained to the public clearly, with
sufficient detail to obtain broad-based
support. In particular, consultations and
exchanges of views with affected
industries should occur in a timely
manner. For example, industry and other
stakeholders should be notified in
advance of relevant decisions and be
invited to participate in deliberative
bodies.

Construct an Effective Regulatory
Framework on a Level Playing Field"

Before privatization can occur, there
must be an effective regulatory
framework to ensure that the privatized
entity receives no unfair advantages
relative to other private or quasi-private
entities doing business in the same
market. All players should operate on the
basis of the same legal, regulatory,
oversight, and taxation bases.

Place SOEs progressively on a level
playing field with their private-sector
competitors

Since large SOEs may operate under
different regulations from private entities
in the same sector that give them a
competitive advantage during the
transition period to full privatization, key
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regulations should be equalized for some
period before SOEs venture into new
areas of business or otherwise take
advantage of their favored position. The
OECD has recommended in their 2006
Economic Survey of Japan that with
regard to the privatization of Japan Post,
“A level playing field should be
established between private financial
institutions and Postal Savings and Postal
Life Insurance before lifting current
restrictions on the activities of Postal
Savings and Postal Life Insurance.”

The regulatory framework should also
allow all vendors, customers, and users
equal and fair access to the privatized
enterprise. For example, contracts should
be awarded based on fair, transparent,
and open bidding practices rather than
established relationships.

Accord national treatment to goods and
services

Privatization should proceed according to
accepted international trading rules.
Japan’s commitments under the WTO
Uruguay Round agreements - specifically
the General Agreement on Tariffs and
Trade (GATT), the General Agreement on
Trade in Services (GATS), and the
Agreement on Government Procurement
- require that Japan accord national
treatment (i.e., treatment no less
favorable than that accorded to the most
favored domestic good or service
provider) to the goods and most services
of other WTO member countries.
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Promote competition by preventing abuse
of market power and cross-subsidization

Before privatizing a large SOE, the
government should review the industry
environment to promote competition
through clear regulations and credible
enforcement. In addition, when the
existence of an SOE has created a
monopoly (or the strong likelihood of
one) or market dominance in a product
or geographic market, divestiture,
restructuring the enterprise, or other
appropriate measures should be taken to
ensure that the privatized enterprise
cannot distort competition by virtue of its
sheer size. Special benefits, preferences,
supports, or protections should be
completely eliminated before the
enterprise is allowed to compete freely
against private enterprises that do not
enjoy those benefits.

Ensure transparency in the privatization
process™®

Since privatization can be controversial
and the process is susceptible to
allegations of abuse and corruption,
transactions need to be free of conflicts
of interest and transparent to
stakeholders, investors, and markets.
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Chapter 13 - Japan
Asian Economy

Context: U.S.-Japan Ties at
Crossroads

The U.S.-Japan economic relationship is
at a crossroads, presenting both
challenges and opportunities. The rapid
rise of China as an economic powerhouse
and development of new technologies
and business practices enabling
companies to integrate across national
boundaries has led Japanese companies
to shift much of their production to Asia.
Both countries are also facing the
challenges of rapid globalization. These
trends have had a substantial impact on
the U.S.-Japan relationship and present
significant challenges to both countries as
they strive to sustain economic growth in
this new environment. The U.S.-Japan
bilateral economic relationship is deep,
longstanding, and will be increasingly
vital to the two countries’ future success
as they deal with these challenges.

The U.S.-Japan relationship began over
150 years ago with the arrival in Uraga of
Commodore Matthew Perry, which led to
the signing of the U.S.-Japan Treaty of
Peace and Amity in 1854, ending more
than 200 years of Japanese isolation. Six
years later, the relationship took off
when Japan sent its first official mission
to the United States. Since then, despite
the devastating experience of World War
II, the two countries have overcome
tremendous challenges to forge a strong
and wide-ranging bilateral relationship
based on common interests and values.
This relationship is indispensable to
prosperity and stability, not just
bilaterally, but also globally. Further, it
spans the full range of social, cultural,
political, and economic endeavors, and

In an Integrating

economic ties play a key role in this vital
relationship.

Snapshot: Expanding Ties with Asia

For Japan, the United States is its most
important market for foreign direct
investment (FDI). In fact, in terms of
cumulative stock of FDI, the United
States ranks by a significant margin as
the number one destination for FDI from
Japan. Foreignh Direct Investment from
Japan now stands at $148.7 billion -
about 50 percent higher than Japanese
FDI to either Europe or Asia.! Investment
by Japanese companies accounts for
600,000 jobs and nearly a full percent of
U.S. private sector GDP.? Japan invests in
the United States more than any other
market, mostly concentrating in
manufacturing (34 percent), wholesale
trade (37 percent), and finance (11.8
percent). Japanese auto manufacturers
alone have created more than 400,000
jobs for U.S. workers.*

U.S. companies play a significant role in
Japan’s economy as well - seventeen
U.S.-owned companies are among the
top 250 companies in Japan based on
taxable income.” U.S. direct investment
in Japan has increased substantially in
recent years, more than doubling from
1995 to 2004.° As of the end of 2005, of
the $100.3 billion cumulative base of FDI
into Japan, about 43 percent ($43.5
billion) has come from the United
States.” M&A transactions have played
the leading role in the recent increases,
just as has occurred in the U.S., where
M&A accounts for 80-90 percent of FDI
outlays each year.®
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Clearly, both the United States and Japan
are benefiting from this close win-win
relationship, but over the past five years,
bilateral trade has remained relatively
flat, as both countries have been lured by
the attractive opportunities in other parts
of East Asia.

Indeed, trade between the United States
and Asia is growing at a rapid pace,
currently amounting to $817 billion and
far outstripping U.S. trade with the
European Union (EU), which stands at
$492 billion.? Although Japan accounts
for a substantial portion of the United
States’ $817 billion in trade with Asia
($193 billion), the United States has
been deepening its trade ties with other
countries in the region such as China,
South Korea, Taiwan, Hong Kong, India,
Malaysia, Philippines, Thailand,
Singapore, and Vietnam - trade which
totals $542 billion.*°

From the Japan side, the percentage of
its international trade, which has
traditionally been focused on the United
States, is increasing with East Asian
countries as well. In fact, over the past
25 years (1980 - 2005), the share of all
exports from Japan to East Asia
increased from 26 percent to 47
percent.!! Asian countries also accounted
for 85 percent of the increase in import
penetration of manufactures into Japan in
the decade from 1995 - 2005.%2 Also,
Japan ranks number one among all
countries in terms of cumulative direct
investment to Asia from 1980 - 2003.%3

In particular, Japan’s trade with China

has skyrocketed. By 2004, nearly 20
percent of Japan’s total exports went to
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China and Hong Kong, more than double
the percentage accounted for a decade
before.® If this trend continues — which
seems likely, as Japanese exports to
China have grown at a 16 percent annual
rate for the past decade'® - China will
soon surpass the United States to
become Japan’s largest export market.'®
Japan’s imports from China have also
climbed steeply, outstripping those from
the United States. From 1995 to 2005,
Japan’s imports of manufactured
products increased from 8 percent of
domestic demand to 13 percent, with
China accounting for 60 percent of that
growth.'” Japan is currently China’s
second largest export market, accounting
for around 11 percent of China’s total
exports in 2004.18

As a result of these changes, Japan’s
overall trade with China now substantially
exceeds that with the United States.
Accordingly, Japan’s exports to the EU
and NAFTA regions over the past 25
years have decreased as a percentage of
its overall exports by approximately 5-6
percent and 10-12 percent,
respectively.'®

In sum, despite the widely reported
political tensions between Japan and its
Asian neighbors such as China and South
Korea, the macro- and micro-economic
data make it clear that Japan’s
integration into the Asian economy
continues rapidly, and that this trend will
continue. Japan is a key leader in
regional efforts to coordinate economic
policy. For example, it plays a vital role in
such institutions as the Asian
Development Bank and the Chiang Mai
Initiative, which was established in the



wake of the 1997 Asian financial crisis to
help mitigate regional financial crises.
Such activities provide Japan with
increasing opportunities to work closely
with its Asian neighbors to coordinate
economic and monetary policy. This is a
role that Japan has embraced and that
extends to its strong interest in the
ASEAN plus Three framework and its
support for an East Asian free trade
agreement, and enthusiastic negotiation
of bilateral trade agreements with other
Asian nations, including Indonesia, South
Korea, Malaysia, Philippines, Singapore,
and Thailand.

It is widely anticipated that the Asian
economy, led by China and India, will
continue to grow rapidly and increase in
relative importance in the global
economy. Against this backdrop, it is
essential for the United States and Japan
to leverage their relationship to position
themselves to maximize the benefits to
be gained by such trends.

Bilateral cooperation on security relations
has taken on heightened importance for
both the United States and Japan in the
aftermath of 9/11. Japan has contributed
to efforts in Irag with vital technical and
financial support and has lent its Self-
Defense Forces for important
humanitarian missions. Both
governments have agreed to
strengthening and improving the
effectiveness of bilateral security and
defense cooperation in such areas as
ballistic missile defense, bilateral
contingency planning, information
sharing and intelligence cooperation, and
international peace cooperation activities.
Because the U.S.-Japan security alliance

Japan in an Integrating Asian Economy

is so important to the peace and stability
of the Asia-Pacific region, these
strengthened ties are welcomed. It is
important to remember that an essential
complement to security relations is that
the world’s two largest economies
continue to have robust and growing
trade and investment ties. Those ties
must also be constantly nurtured and
strengthened.

The ACCJ welcomes growth in trade and
investment between the United States
and Asia and among Asian countries
themselves. The ACCJ believes the
strength and vibrancy of the U.S.-Japan
political and economic relationship has,
and will continue to play, an increasingly
critical role in fostering the conditions
necessary for this growth, from which all
countries in the region will benefit. In this
environment, the ACCJ believes that it is
essential for the United States and Japan
to commit to promoting further U.S.-
Japan economic integration as the
necessary foundation for continued
sustainable growth in the region.

Recommendations

* The ACCJ urges the governments of
Japan and the United States to work
together to support regional Asian
initiatives, including APEC, to
promote trade and investment
liberalization, enhance economic
integration, and facilitate ease of
doing business throughout Asia.

» The ACCJ believes that the United
States and U.S. companies have a
constructive role to play in such
initiatives and urges Japan and other
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countries in the region to avoid
exclusionary mechanisms and
promote mechanisms that are
consistent with and supportive of
World Trade Organization principles.
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Chapter 14 - International Systems
and Bilateral Economic Dialogue

Context: International Systems
Foster Growth

Toward the end of World War II, the
allies gathered in Bretton Woods, New
Hampshire with the aim of enhancing
global economic certainty and prosperity
by establishing institutions to help
coordinate commercial and financial
relations among the world's major
economic powers. These institutions now
include the World Bank, the International
Monetary Fund, and the World Trade
Organization (WTO).

The resulting system has fostered
dramatic growth in the global economy,
in particular allowing exponential growth
in international trade, enabling the
citizens of a still-growing number of
participating nations to reap the benefits.
The WTO, for example, which began as
the General Agreement on Tariffs and
Trade (GATT) at Bretton Woods, has
grown from some 40 countries 50 years
ago to 147 today. The benefits have been
immense, and the potential remains
tremendous - beyond the extraordinary
global economic growth already
achieved, the Organisation for Economic
Co-operation and Development (OECD)
has estimated that GDP per capita in the
147 member countries of the WTO would
increase by between 2 and 5 percent if
all external and internal trade barriers
were reduced to the level in the least
restrictive country.! Without this system
dedicated to reducing trade and
investment barriers, promoting economic
development, and enhancing
international exchange stability and
monetary cooperation, neither the
Japanese postwar economic miracle nor

sustained U.S. postwar economic growth
would have been possible.

Snapshot: Opportunities for
Integration

The Doha Round of WTO trade
negotiations is the latest multilateral
effort to enhance and improve the
system of institutions begun at Bretton
Woods. The ACCJ believes that the
successful completion of the Doha Round
of WTO trade negotiations would be the
most effective means to open markets
and eliminate barriers hindering trade in
a wide spectrum of goods and services
across the globe. Both Japan and the
United States would reap substantial
benefits from a successful Doha Round.
The Government of Japan estimates an
economic impact of approximately
$401.8 billion, while the U.S.
Government anticipates a boost in U.S.
household income by $500 billion, or
$4500 per household.’

During the Doha Round, negotiators have
so far been unsuccessful in overcoming
the tough challenges in negotiating a
deal that would reduce barriers to trade
in the highly sensitive agricultural area.
The United States emphasized sharp
reductions in tariffs as the best way to
open markets and help underdeveloped
countries. The European Union (EU),
meanwhile, leaned toward more
aggressive cuts in subsidies (including
domestic supports) and smaller cuts in
tariffs. Since U.S. tariffs were already
low, U.S. farmers would have had little to
gain in terms of access to foreign
markets without substantial tariff
reductions. In the end, the European
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Union’s offer could not meet the United
States’ expectations, and the trade talks
reached an impasse.

Japan meanwhile, stayed on the
sidelines, hoping to keep its farmers
heavily subsidized and protected through
extremely high tariffs on certain sensitive
products. To break this logjam, Japanese
commentators have recommended that
Japan shift to direct payments untied to
production, similar to those in the United
States and the EU, allowing it to remove
the super high tariffs in sensitive areas
such as rice, butter, wheat, etc., and
bringing it to a negotiation position more
congruent with those of the United States
and the EU. Although these changes
would not result in an immediate
breakthrough, they could enhance
Japan's flexibility going forward and
contribute to substantial progress in the
future.

Whatever the result of the Doha Round,
conditions for greater bilateral economic
integration between the United States
and Japan are excellent. Both the overall
health of bilateral relations and Japan’s
economic landscape are their strongest in
decades. For U.S. companies, the
Japanese market is more open and filled
with opportunity than ever due to
structural reforms. Japanese companies
continue to invest heavily in the United
States, with U.S. production for some
Japanese companies exceeding 50
percent of total output. The two countries
have a demonstrated ability to work
together to resolve issues in a mutually
beneficial manner that extends across
many decades. The Economic Partnership
for Growth, a bilateral mechanism
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established by President Bush and Prime
Minister Koizumi in 2001, for example,
provides a government-to-government
forum to discuss and work through such
economic-related issues as
macroeconomic policies, structural and
regulatory reform, financial and
corporate restructuring, foreign direct
investment, and open markets.

A. WTO Doha Round
Negotiations and
Enhancing International
Competitiveness in
Agriculture

Despite the admittedly deep-seated
political obstacles, the ACCJ urges the
Government of Japan to make
comprehensive agricultural reform a
strategic priority. The OECD, for
example, has found that Japan’s high
level of protection for its agricultural
sector “... limits the scope for income
gains from trade agreements, while
imposing heavy burdens on consumers.”?
To remedy this, the government should
move decisively to carry out its
announced intention to change the basic
emphasis of agriculture policy away from
protection of the shrinking agriculture
sector - in the name of increasing self-
sufficiency in the production of food - to
enhancing the international
competitiveness of Japanese agriculture
products where they have a potential
competitive advantage. Such a policy
change would also enable Japan to
become a constructive participant in
multilateral efforts to liberalize global
agriculture markets.* The ACCJ believes



that multilateral efforts — including the
current Doha Round of WTO trade
negotiations - offer the most effective
means to open markets and eliminate
barriers in agriculture and a host of other
sectors. Consequently, the ACCJ believes
that it is vitally important that the
governments of the United States and
Japan make every effort to complete the
Doha Round negotiations.

B. Economic Integration
Agreement

The ACCJ urges the governments of
Japan and the United States to initiate
talks on laying the groundwork for
concluding an Economic Integration
Agreement (EIA). The impact from an
EIA with a large trading partner like the
U.S. would undoubtedly be significant,
and would also be in line with the
Government of Japan’s stated goal of
accelerating the negotiation of economic
partnership agreements with the
expectation that the share of trade with
countries having trade agreements with
Japan will expand to more than 25
percent by 2010.° There are many
factors that have led the ACCJ to call for
conclusion of a comprehensive EIA
between Japan and the United States.

First, the major economic issues between
the United States and Japan today are
less about market access and more about
the need for improvements in our overall
respective business environments. Many
of the issues that make doing business in
Japan complicated and expensive would
not be addressed at the WTO level, but
could be addressed in a comprehensive
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EIA. Since most traditional trade barriers,
such as tariffs, have largely been
reduced, an EIA between the United
States and Japan would have to embody
a broad and forward-looking vision, and
promote institutional cooperation in areas
such as standards and certification, IT
security, intellectual property rights, as
well as security and trade. Such an
agreement could serve as a model for
agreements with other countries,
establishing best practices for the next
generation of trade agreements.

Indeed, a comprehensive EIA would have
to encompass and build on all aspects of
bilateral economic activity, while
maintaining all the measures contained in
existing bilateral trade agreements and
building upon them. Such a high-level
bilateral agreement would have to meet
WTO standards on Free Trade
Agreements (FTAs) for goods and
services coverage, including agriculture,
and extend to non-tariff measures that
inhibit trade and investment. In other
words, an EIA would be an ambitious
“FTA-Plus” agreement.

In addition, such an agreement would
complement and strengthen, not replace,
multilateral efforts at the WTO. It could
even give a strong push to other
countries to move the Doha Round to a
successful conclusion. Given the sheer
size of the two economies, an EIA
between Japan and the United States
would create a sense of urgency among
other major trading nations, spurring
progress at the WTO level much as the
conclusion of the North American Free
Trade Agreement did in the Uruguay
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Round of negotiations more than a
decade ago.

The private sectors can play a critical role
by supporting analytical studies of the
impact of a U.S.-Japan EIA, identifying
specific impediments, and helping build
political and public support. In fact, we
hope that this White Paper will shed
some light on key areas that could
benefit from an EIA. Indeed, a
comprehensive EIA between the United
States and Japan would bring
tremendous benefits to U.S. and
Japanese companies and consumers
alike, stimulating economic growth,
generating high-productivity
employment, and increasing U.S. and
Japanese competitiveness in the global
economy.

U.S. and, significantly, Japanese business
support for an EIA undertaking, is
growing - as manifest in positions taken
by such organizations as the U.S-Japan
Business Council, its Japanese
counterpart (the Japan-U.S. Business
Council), and Keidanren. With other
bilateral and regional negotiations
involving the United States, Japan and
various Asian countries underway,
including those between the United
States and South Korea, the United
States and Japan should seek high-level
commitments and the engagement of
both the U.S. and Japanese governments
to pursue further bilateral economic
integration.
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C. New Mechanism for
Bilateral Economic
Dialogue

Finally, the ACCJ urges the governments
of the United States and Japan to
restructure and reinvigorate the
Economic Partnership for Growth, the
bilateral mechanism established by
President Bush and Prime Minister
Koizumi in 2001 to promote sustainable
growth in both countries by tackling
important bilateral economic issues.

i U.S.-Japan Ministerial Economic
Forum

Over the past decades, the United States
and Japan have benefited greatly from a
deep relationship between the two
nations built upon shared principles of
political and economic freedom,
democracy, the rule of law, and respect
for human rights. Leveraging this
relationship, the new bilateral economic
initiative should include a U.S.-Japan
Ministerial Economic Forum (Ministerial
Forum). Under the Ministerial Forum,
Cabinet-level leaders would meet twice a
year to discuss key strategic bilateral,
regional, and global issues facing the two
economies and possible areas for
cooperation. The Ministerial Forum would
be an essential complement to existing
Ministerial-level mechanisms with other
key trading partners in East Asia,
including China and South Korea.

The Ministerial Forum would remain
informal and flexible, providing the
Cabinet-level leaders a setting to address
both immediate as well as long-term



strategic matters as appropriate. The
Cabinet-level leaders would also report
progress to the prime minister and
president as necessary. Likely themes
include building political and economic
stability in the Asia-Pacific Region;
assisting the developing world achieve
economic growth and stability;
cooperating in multilateral and regional
bodies; and taking common approaches
to global regional economic issues.

ii. U.S.-Japan Economic
Cooperation Working Groups

While the Ministerial Forum would
provide direction, context, support, and
momentum for the overall bilateral
economic initiative, the new bilateral
economic initiative should also include
several working groups, which would be
tasked with submitting semi-annual or
annual reports to the prime minister and
president through the Ministerial Forum.
These reports would address any
immediate issues relating to trade and
investment and identify areas where
material mutual benefit could be gained
through further bilateral economic
cooperation.

The working groups should include, but
not necessarily be limited to:

. Macroeconomic Coordination

This working group would examine
measures to further strengthen
communication between the
governments of Japan and the United
States on continuing reform to
address major macroeconomic issues
facing both countries, including
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monetary policy, tax policy, and
measures to foster innovation and
boost productivity across both
economies.

*  Financial Systems

This working group would focus on
measures to enhance the soundness,
efficiency, transparency,
accountability, and fairness of the
financial systems in Japan and the
United States, in line with global best
practices.

* Healthcare Systems

This working group would identify
measures to reach greater
efficiencies and promote innovation
and competition to improve
healthcare quality in Japan and the
United States - encompassing
healthcare services, pharmaceuticals,
and medical devices.

. Environment and Energy

This working group would promote
measures to foster energy
conservation and development of
environment-friendly, energy-
efficient technologies, including
alternative energy sources.

. Human Resources

This working group would focus on
measures to provide solutions to
human resources challenges
confronting both Japan and the
United States, including education
and re-training of workers, labor
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mobility, immigration, and
accommodating aging workforces.

Physical Infrastructure and Air
Transport

This working group would address
measures to improve transparency
and efficiency in the management of
physical infrastructure key to
achieving sustained growth in a
global economy, including airports
and customs facilities.

Information and Communication
Technologies

This working group would focus on
measures that foster greater
innovation, investment, and
competition in the information and
communication technologies sectors.

Legal System and Corporate
Governance, Transparency, and
Competition Policy

This working group would identify
measures essential to developing
legal and corporate governance
systems necessary to the smooth
functioning of a transparent and
predictable legal system, including
training of accountants, attorneys,
judges, and other professionals;
strengthening of competition policy
enforcement, including requisite due
process protections; and bolstering
continued refinement of disclosure
requirements and other measures
contained in rules governing internal
controls for listed companies,
including Sarbanes-Oxley in the

The American Chamber of Commerce in Japan

United States and the Financial
Instruments and Exchange Law and
Company Law in Japan.

. Consumer Products

This working group would focus on
measures to promote transparent,
effective, and efficient science-based
regulations that ensure consumer
safety, while facilitating the cost
effective delivery of products to
consumers.

* Enhancing Competitiveness in
Agriculture

This working group would facilitate
exchanges of best practices, identify
measures to bolster the
competitiveness of agricultural
producers in Japan and the United
States, and facilitate progress on
agricultural reform at the muiltilateral
level.

e State-Owned Enterprises

This working group would identify
measures to ensure that state-owned
enterprises are managed and
privatized fairly and consistent with
global best practices and
international trade obligations.

Structures should be established to
ensure full participation by the private
sector and that its input is duly
considered. This new bilateral mechanism
would enable the two countries to
address strategic as well as immediate
issues and explore the mutual benefits of
a potential economic integration
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agreement, laying the groundwork for
exploratory talks for concluding such an
agreement in the medium-term.
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