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Chairman's message

Message from the Chairman

It is my pleasure to introduce the annual report of the European Business
Council in Japan (EBC) on the Japanese business environment. This year’s
report, entitled New Leadership — Renewed Reform: the EBC Report on the
Japanese Business Environment 2006, reflects not only developments over
the past year, but over the five years of Prime Minister Koizumi’s
Government. In doing so, it assesses whether his administration lived up to
its widely proclaimed commitment to reform the Japanese economy and what
impact it had on prospects for companies investing in Japan. While applauding progress made, the
report also recommends further priorities to be addressed by the new Government led by Prime
Minister Abe.

Prime Minister Koizumi oversaw a re-emergence of the Japanese economy as a strong power on
the world stage, leading to an increase in Gross Domestic Product from 500,968 billion yen in
2001 to an estimated 513,900 billion yen in 2006 while the stock of Foreign Direct Investments
rose from 6,632 billion yen in 2001 to 11,903 billion yen in 2005. A decisive driving force behind
these results was the Prime Minister’s personal commitment to revitalise the economy through
regulatory reform and increased foreign investment. European business warmly welcomed this
commitment and acknowledges the determination with which it has been pursued. The EBC
especially appreciated the dialogue with the Government on policy proposals in support of
regulatory reforms and investment promotion. At the same time, the Government succeeded in
fending off much of the influence of vested interests on its policies, resulting in more efficient and
effective allocation of budget resources. Almost all areas of the economy have benefited from
such changes. Significant falls in spending on infrastructure projects of questionable public and
environmental benefit have improved the Government balance sheet and driven down costs in the
construction industry, while overall liberalisation, combined with much-needed restructuring and
the elimination of non-performing loans, have significantly boosted the robustness of the financial
services sector.

These achievements have secured a new start for Japan. But while former Prime Minister Koizumi
can perhaps afford to rest on his laurels, the Government cannot. Many much-needed reforms
remain incomplete, frustrated by inadequate coordination between the Cabinet Office and
individual ministerial fiefdoms, by mounting bureaucracy or, at times, by a lack of vision — and
sometimes by all three. Japan cannot afford to delay reforms. Its industry risks losing out to
competitors in key global markets. Massive demographic change threatens to overwhelm its
current pension and healthcare systems and impose an unsustainable financial burden on both
employers and employees. Its financial services sector risks a slowdown in its own resurgence
without further regulatory change to achieve full integration and boost Japan as the Asian
financial centre. The situation urgently calls for renewed vision, leadership and energy to
consolidate the reforms achieved so far and to take the programme into the future.

European business wants to contribute to a thriving, successful economy in Japan and welcomes
further opportunities to share ideas with the Government on how this can be achieved. The
European Business Council in Japan salutes former Prime Minister Koizumi for building new
foundations for Japan’s future prosperity and calls on Prime Minister Abe to take control of this
continuing work.

Richard Collasse
Chairman, European Business Council in Japan
(President, Chanel K.K.)




Message from the Executive Director

The European Business Council in Japan (EBC) is pleased to present its 2006
report, in this, the seventh consecutive year of its publication. Entitled New
Leadership — Renewed Reform: the EBC Report on the Japanese Business
Environment 2006, the report reflects developments over the past five years
and updates our recommendations on key issues that constrain European
business and investment in Japan.

This year’s report is published at a crucial point for Japan’s economy, following the recent five-year
term of Prime Minister Koizumi and the appointment of Prime Minister Abe to succeed him. Prime
Minister Koizumi had made reform of the Japanese economy a major theme of his five years in
office and the report takes the opportunity to assess what he was able to achieve. It also points to the
need for the new leadership of Japan to take a firm grip of the process and deliver the reform
promise. In this regard, Prime Minister Abe has already promised to reinforce and accelerate the
reform programme. The EBC welcomes his commitment and offers the views and recommendations
in this report as a first contribution to his Government’s thinking.

Many people and organisations deserve recognition for their part in the development of this year’s
EBC White Paper. | would first like to thank all EBC Members for their ongoing contribution to the
work of the EBC’s 29 sector-based committees. Without the insight drawn from their industry
experience, this publication could not have been produced. | would also like to thank the Delegation
of the European Commission to Japan and the European national embassies in Tokyo for their
expertise and support of EBC activities.

I am indebted to the EBC’s Policy Director, Jakob Edberg, whose knowledge and professionalism
have again ensured that this publication will serve as an important reference on the key issues
affecting European businesses in Japan. | would also like to make special mention of Kathie Harris,
the EBC’s Policy Analyst, whose skills and support of the Policy Director in the production of this
report were indispensible. Finally, many EBC Members deserve recognition for their generous
financial contributions towards the cost of producing this report. The EBC is extremely proud to
acknowledge their help in the sponsors and supporters sections at the end of the report and on our
website.

A growing body of experience shows that well-planned and properly implemented regulatory reform
stimulates competition and allows markets to work more efficiently. Reform that is poorly designed
or clumsily implemented without taking policy linkages, institutional incentives and capacities into
account can worsen economic performance and undermine objectives. As we begin a new chapter in
Japan’s economic reform, the EBC looks forward to working with the new Prime Minister and his
Cabinet, as well as the Japanese business community and broader public, on effective regulatory
reform that will promote our shared goals of improving the business environment and increasing the
levels of investment into Japan.

Alison Murray
Executive Director
European Business Council in Japan
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INTRODUCTION

For more information, contact: European Business Council in Japan.
Sanbancho POULA Bldg. 2F

6-7 Sanbancho, Chiyoda-ku, Tokyo
g/lrl Jallgpb deerg 102-0075  JAPAN
oficy Director, o Phone 03-3263-6222
European Business Council in Japan Fax 03-3263-6223

It is an interesting time for European Business in Japan. The unexpectedly strong economic rebound
has generated renewed European interest in what is happening here. The media picture of a country
on the brink of collapse has been replaced by more positive coverage of the earnings European firms
actually make in Japan and the many unexploited business opportunities here. The political situation
has also generated considerable attention. Prime Minister Koizumi, with his charismatic personality
and unusually long term in office (more than five years), has given Japanese politics a recognisable
face and name in Europe. His regulatory reform programme is widely understood to have been
instrumental in guiding the economy out of recession and into growth. The opportunity to correct
the previously overly negative perception of Japan is extremely welcome, especially for EBC
members working to increase investment here.

Claiming that Japan has overcome all its problems would, however, be misleading. While greatly
appreciating fundamental improvements in the business environment, the EBC has, over the years,
raised concerns about not only the slow pace of crucial reforms but also areas where nothing has
been done or, even more seriously, where the situation has actually worsened. Meanwhile, the
public debate in Japan has left the distinct impression that there has been not too little, but too much
deregulation. Powerful voices advocate reversal of the more ambitious reforms conducted by the
Koizumi Government in order to restore the old status quo.

In an attempt to properly evaluate the progress made by the Koizumi Government, this year’s EBC
report not only focuses on the developments of the past year but also provides an overview of what
was achieved in each sector in the 2001-2006 period. The report was written just as Prime Minister
Koizumi passed the baton to Prime Minister Abe and provides the new Government with 93
practical recommendations on how to improve the business and investment environment in Japan.

Improvements during the past five years

The question is then, what has happened? The report highlights that one remarkable achievement of
the Koizumi Government has been the improved situation in the financial sector. The Government
broke with previous protectionist traditions by establishing a credible policy of non-intervention,
which forced financial companies to deal squarely with bad debts and non-performing loans. The
ensuing consolidation of the banking sector and revitalization of the whole financial industry laid
the foundations for broader economic recovery. A vastly improved understanding of the concerns of
foreign financial firms on the part of the regulators made day-to-day business easier. Streamlining of
the multiple financial services regulators and the introduction of a no-action letter system helped.
Some structural reform was achieved by enabling Japanese city banks to engage concurrently in
trust and banking businesses, while all banks and securities firms were permitted to share common
retail space and to implement a degree of operational double-hatting. Substantial progress was also
made in deregulating the insurance and banking sectors. Sales of insurance products through the
bank channel have been partially deregulated; privatisation of Japan Post has started.

The past five years have also witnessed a transformation of the construction sector in Japan. The
drastic cut in public spending on infrastructure projects adopted by the Koizumi Government was a
clear break with the practice of previous governments of throwing money at projects as a way to
stimulate the economy out of recession. The Government deserves credit for this new approach, and
for having thus brought construction costs down closer to international levels. A further

EBC Issues 2006



Introduction cont’d:

important, though not sufficiently drastic, change has been the tightening up of the anti bid-rigging
regime, implemented this year. A relatively modest strengthening of the Fair Trade Commission and
active pursuit and punishment of violators has already, ten months after implementation, produced
impressive results in respect of government procurement. The average ratio of winning bid prices to
projected budget fell to 79.1% for the January-March period, compared with about 97% last year.
The EBC looks forward to the day when the increased emphasis on performance and cost efficiency
in the building sector translates into genuine opportunities for European firms.

The introduction of a new Corporation Law last year modernised legal structures and improved
flexibility by making a wider choice of forms of legal presence available to firms in Japan. The EBC
now awaits the introduction of the triangular merger scheme in May 2007 and hopes that this really
will make it easier in practice to use foreign stocks as consideration when merging with Japanese
companies. Fundamental improvements are crucial to enable foreign companies to take part in the
M&A-driven domestic consolidation that has just started and to allow the Japanese service industry
eventually to integrate into the global economy.

Finally, there have also been important improvements at the procedural level, although much
remains to be done. Public comment procedures are more common than before, but still not perfect.
With public documents now accessible to the public, the policy process is gradually becoming more
open, at least in principle. Although the no-action letter is not yet a widely-used, practical tool, it
may eventually prove to be an important means of furthering transparency and accountability. Most
importantly, all sectors report that access to authorities and government officials has become much
easier, resulting in better dialogue and, in turn, a better understanding of foreign industry concerns.

Promoting a more strategic approach to reform

Although the improvements of the past five years are substantial, there is a strong feeling among
European companies that the reforms undertaken thus far have been largely corrective measures,
tailored to help domestic industry and Government to cope with what has already happened and to
overcome previous shortcomings. Missing is any clear vision of what the final goal should be and
the long-term strategy to get there.

The most obvious case is in the field of healthcare, where the whole system is crumbling under the
pressure of demographic change and a resulting 3-4% increase every year in healthcare costs. So far
the Government has responded by merely increasing contribution fees, reducing users’ cover under
the National Public Health Insurance Scheme and cutting reimbursement prices for pharmaceutical,
medical diagnostic and medical equipment products. The cuts have been made across the board,
with insufficient reference to the potential benefits of individual products, while the overall
inefficiencies of the healthcare system remain largely untouched. To make things worse, the revision
of the Pharmaceutical Affairs Law (PAL) in 2005 was in many ways detrimental to healthcare.
Instead of improving access, as initially intended, the revised certification scheme has made it
substantially more difficult for companies to introduce pharmaceutical, medical diagnostic and
medical equipment products to the market. Thus the “reforms” undertaken to-date have exacerbated
the situation of the Japanese patient, already paying high prices for inferior services relative to those
available overseas and only able to access products that are already five or ten years old. The EBC
urges the new Government not to accept these “reforms” as an excuse for ignoring crucial structural
issues that need to be urgently addressed.

Introduction

9



Introduction cont’d: Introduction cont’d:

Notwithstanding the substantial improvements already made to the financial sector, this area too is
in need of a new vision and strategy. Japan is the largest economy in Asia and Tokyo is well placed
to become the financial centre for the region, yet foreign financial groups remain largely
underrepresented here. The reason is quite simple: incomplete regulatory reform means that
financial companies are still not permitted to operate in Japan on a group basis, as they do in all
other advanced markets. Integrating operations is still inherently risky; the grey area between what
is allowed and what is not remains considerable. As a result, global financial groups continue to
conduct business outside Japan that could have been conducted here, if the rules were both
different and clearer. The EBC has persistently advocated the abolition of Article 65 of the
Securities and Exchange Law that requires banking and securities business to be separated, but
without success. It is crystal clear that Japan needs to open the door to a completely integrated
financial service industry if it is to become an attractive location for regional head-quarters, but the
policies to achieve this goal remain absent.

A less high profile area in similar need of strategic reform is aviation. It really goes without saying
that the success of the Japanese economy to a large extent depends on well functioning links
between Japan and other countries. Yet there is no obvious overall strategy in place for improving
access to the overcrowded Kanto region, cutting some of the highest landing fees and handling
charges in the world, and deregulating the strict pricing regime to open up the market to more
competition. The EBC has been pleased with such changes as have been made, but also sees the
pace and content as largely dictated by the needs of the former national carrier that is now facing
economic problems.

These are but a few of the examples in this report of significant reforms, addressed to a varying
degree by the Koizumi Government, but driven more by necessity than an articulated strategy. The
result has been too many fragmented policies, of limited benefit to anyone but the Ministry in
charge and its closest industrial ally.

Reform blind spots

Readers of this report will find that, though it is generally positive about the direction of changes
underway in Japan, frustration is aired at times about regulation left over from the heyday of
Japanese protectionism, which still make life difficult for foreign business. It is hard to understand
how some of these rules have survived five years of a Government whose first goal was
deregulation. For example, Japan maintains restrictions on the movement of foreign residents
through its unique re-entry permit system that requires all foreign residents to obtain special
permission if they wish to leave the country and return without losing their residence status, even
though they have been screened under the visa application process and found eligible to stay in
Japan. Although the permit system may have made sense when remaining in the country
throughout the whole visa period was the norm rather than the exception, the reason for keeping a
system that fulfils no purpose today is difficult to understand.

Equally, many regulations in the food area recall the Japan of 25 years ago. For instance, just 294
of the 828 food additives authorised in Japan are accepted as being safe by the WHO/FAO, while,
on the other hand, over 600 substances accepted as being safe by the WHO/FAO are not allowed in
Japan. Only 4 out of the 46 additives placed on the Government’s own priority list in 2001 have so
far been approved, which means at the current rate, these safe substances will not all be
approved for use in Japan before the year 2061. A special category of “quasi-drugs”,
enormously complicating the introduction of products that in other markets would just be called
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“cosmetics”, remains unchallenged, although its scientific foundation is highly questionable.
Similarly unique Japanese rules cause frustration for European business people active in sectors
such as construction, large-scale retailing, business aviation, medical diagnostics, medical
equipment, cut flowers, and animal health. Ordinary logic and argument do not apply to these
blind spots, where rules are taken for granted and questioning them itself becomes a problem,
even though they go against global best practice and are clearly not in the interest of users and
consumers.

Challenges for the New Leadership

Key findings in this year’s report, highlighted above, show that although Prime Minister Koizumi
succeeded in turning the ship around and setting the course for deregulation and liberalisation,
Japan has yet to make much progress and the final objective remains unclear. Ministries and other
government agencies continue to rule over their respective sectors, making sure that policies do not
undermine their own powers or the interests of their closest industry allies. Prime Minister Koizumi
managed to move the political consensus in a more reform-friendly direction, but was not able to
secure implementation. The biggest challenge for Prime Minister Abe will be to take control of the
process, shed light on the blind spots, and not allow expert ministries to reverse key reforms. He
will also have to move beyond the issue of postal privatisation and take the lead in re-energising the
economy, by formulating strategies to deregulate all main sectors. If he is to be successful, the
Cabinet Office will have to be further strengthened: only with truly independent expertise, able to
hold its own in dealings with strong specialist ministries, can the Cabinet Office take control of this
important work and deliver all of the much needed reform.

How this report is organised

This report consists of 31 chapters covering a wide range of sectors and business areas. Each
chapter addresses the concerns of a specific EBC sector committee and derives from the
collective first-hand experiences of committee members doing business here “on the ground” in
Japan. Chapters consist of a series of recommendations for further regulatory reform, set against
the background of an assessment of the progress made over the past five past years. We trust this
report will prove a positive contribution to the thinking of the Japanese Government and other
authorities seeking to improve the environment for business and investment in Japan.

Introduction
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