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1. X T ®iZ/ Introduction
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Japan faces significant economic challenges and uncertainty at the start of the new decade.
Many jobs were lost during the recent recession, especially in the manufacturing sector, due to
the sharp fall in industrial production and exports. The fiscal situation has also worsened as tax
revenues have fallen and the government has launched major stimulus programs. Meanwhile,
Japan’s demographics continue to deteriorate, with fewer new entrants to the labour force and
the growing costs associated with an ageing society. A new party has been elected to govern
the country and the past approaches to policy development are in transition.

The FSA’s Better Market Initiative (BMI) developed and implemented from 2007 to 2009
made an important contribution to financial sector reform and deregulation. The International
Bankers Association (IBA) was honoured to be given the opportunity to share our views on
both the broad framework and the details of the BMI. The IBA believes that the New Growth
Strategy which the Government of Japan has launched is another opportunity to lay the
foundation for important financial-related reforms to increase potential economic output and
create greater prosperity. The broad reforms which we outline below would have positive
effects on job creation, innovation, and ultimately, the well-being of the Japanese people.

2. BAREF OIEMEAL 1/ Activating Japan’s Pools of Capital
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Household financial assets in Japan amount to some ¥1,400 trillion (US$15 trillion). Roughly
half of the assets are held in deposit accounts earning very low returns as many investors have
a bias toward capital preservation given their worries about the future. At the same time, SMEs
in Japan often face difficulties accessing capital, in part because the capital markets are
somewhat less developed. This situation has been exacerbated by the economic downturn. A
key challenge for policy makers in Japan is how to facilitate the development of innovation and
productive employment. We believe that central to achieving this goal is the activation of
capital, in particular increasing the amount of risk capital available for investment.

(a) F 7= ELTET /L OAIER I A New Pension Model

HARNEE T Db E VA7 EREIMOMEEEZE 2D L FEVAT LD
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Given the demographic challenges facing the country, and the need for more risk capital, it is
important not to delay reforming the pension system. The IBA believes that Japan’s pension
industry should shift towards the private sector in order to empower individuals to take charge
of their investment decisions by contributing directly to their own retirement account. Having a
better performing pension industry will reduce the burden on the State, mobilize funds for
more productive investments in the private sector, and increase returns to retirees, thereby
strengthening the economy. Such an approach has been successful in other jurisdictions such as
Australia, Singapore and Hong Kong. Shifting the pension system towards individuals will
take time but much can be learned from the experience of other countries.

Recommendation 1: The Government of Japan should move quickly to assess how the focus of
the pension system can be shifted to individuals.

(b) BNshE D & 2 Bt A /] Interim Measures

R R—ZADELE T AT A~OBITIZ, —KIZLTITH ZEIXTE RV, BATO
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Moving to a private sector based pension system will not happen overnight and so it is
important to review how current programs and polices could be reformed.

Many countries use tax policy to help individuals to play a greater role in saving for their
retirement. This has the added benefit of empowering people to make their own investment
decisions. For example, in the United States, tax policy measures such as the Investment
Retirement Account (“IRA”) and the “401(k)” account played a crucial role in encouraging
individuals to invest in the markets. This is a process which began a generation ago and has
had long-lasting benefits for the financial services industry and capital-raising activities, and
indeed for society as a whole. Similarly, international experience has shown that attractive
capital gains and dividend tax regimes for stock trading will stimulate investors to become
more active. While Japan has a 401(k)-like program, the contribution limits and participation
rates are low.

Recommendation 2: The Government of Japan should introduce various tax measures to give
individuals greater encouragement to plan their own investments and to invest their savings in
the markets. Such measures should include tax-deferred schemes, attractive capital gains
regimes to encourage investments, the elimination of the tax on dividends, and the netting of
profit and loss on financial products for individuals (“*kinyu ittai kazei”).

* k *
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The public sector in Japan is responsible for managing hundreds of trillions of yen in pension
funds, deposits and insurance premiums. Given the sums involved, it is essential to ensure that
the funds are managed effectively and earn an appropriate return. Based on the experience of
other countries, developing a stronger fund management industry in Japan will result in higher
investment returns through more active investment strategies.

There are many public sector funds in Japan but the biggest one is the Government Pension
Investment Fund (GPIF); therefore reforming the GPIF will have the greatest impact. The
GPIF is the world’s largest public pension fund, managing approximately ¥120 trillion in
public pension assets. 67% of the assets are invested in domestic bonds which yield a stable but
low return. 11% of the assets are invested in domestic stocks, primarily in larger companies.
Most of the GPIF has been outsourced to private sector fund managers but the funds are
managed passively and the returns are low by international comparison. The Ministry of Health,
Labour and Welfare is currently undertaking a review of the GPIF and is being advised by an
expert panel.

Japan Post Bank (JPB) and Japan Post Insurance (JPI) are major players in the markets. With
¥177 trillion in deposits as of March 2009, and 89% of these held in JGBs, JPB is one of the
world’s largest financial institutions. Even though a new law has frozen the privatization
process, there are opportunities to seek a higher return on the deposits by diversifying away
from JGBs and by deploying funds more strategically.

Recommendation 3: Some of the capital of the GPIF and other similar funds should be
diverted to more productive uses for strategic sectors and growth initiatives, with clear
performance criteria established to determine the allocation of future fund management
mandates. Similarly, the JPB and the JPI should undertake more active investments across all
sectors of the private credit markets to enhance returns and stimulate innovation and economic
growth.



3, B F DR B 55k DAEHE // Encouraging Greater Investor Participation
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Generally speaking, under the Japanese corporate governance model, companies tend to take a
broad view of their stakeholders to include shareholders, employees, the community, suppliers,
and so on. The ability of Japanese companies to take a long-term view is very positive and may
in fact increase their attractiveness to investors. However, it is important for investors to
monitor company management in order to hold management accountable for their decisions.
Institutional investors in Japan need to play a greater role in ensuring that their funds are being
productively managed, by voting and disclosing their votes. Making their voice heard is an
important part of their fiduciary duty to their investors. This point was emphasized in the June
2009 report on corporate governance issued by the Financial System Council’s Study Group on
the Internationalization of Japanese Financial and Capital Markets. The report concluded that
there may be some merit in introducing legislation similar to the Employee Retirement and
Income Security Act (ERISA) in the US, which stipulates the fiduciary responsibilities related
to pensions and the responsibilities concerning the exercise of voting rights.

Recommendation 4: Institutional investors should be reminded of their fiduciary duty to the
beneficiaries. They hold significant influence over companies through their voting power; they
should use it and disclose how they use it. Participating actively in shareholder voting would
have a positive impact on Japanese corporates’ management and could potentially lead to
higher investor returns.



4. tHHE TR DO FER /| Developing the Corporate Bond Market
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In order to reduce the reliance on bank loans as a source of finance and to deepen the financial
and capital markets, Japan has been pursuing a long-term strategy of increasing the amount and
types of direct financing available in the economy. The IBA fully supports this objective.

Developing Japan’s corporate bond market continues to be a challenge. According to the
MOF’s “Financial Statements Statistics of Corporations by Industry” (7 AEZERFHER)
the importance of corporate bonds as a source of total financing has remained below 5% for the
past decade and has not changed significantly. The reasons for the under-development of the
corporate bond market in Japan are complex but in large measure this may be due to the
businesses practices of Japanese banks.

Recommendation 5: The relevant public and private sector parties should launch an initiative
to jointly review and address the structural and other barriers which may be impeding the
development of the corporate bond market.

5. &l — VY A DERAIEE & L COALEST T/ Making Financial Services a Strategic
Industry

2007 £ 3 HICUHENARLE [ZTa— L@t ¥ —& L TOREIZMITT) &
BT IS EICBWT, YHaiE, &Y — B2 EN B ARORE I O FH /04 L 7
HRETHDHERREL, BIETHLZORMIEDLY H Y A, HARDOI K24
AEFERIRL, BEREE 22 T 5@ I OMEN &M 7 78 b o T, A
AROERFY— ¥ APEFEIL, AT 2 HEE R NRHICEEM LT 2SN Em T 2 ik
DR Z Y R— T HZENTEIHIHLDEEX T,

SR — R EEARISAIFEL L T 5 7-DI101F. DO LI RSB TER—KE o728
NBVBETHDHEZEZLNET, T7obb, & — b REICET 5 AHMIGE & [EN
KOMBAAOMFIZBNTITH 2 &, ERMEHREZ BB L7 ECTREHBNTX S
L) BRHGROE R RET D L, b DHE/Y —CRAFEEE XX D20+
BREBOEMFEERT D LR ENRETLNET,



BE 6. BUFIL, Bl — E°X ELFR DL DI O DEMEIPESE & (LIEN 1T, Ffi] &
DL, Z DIEERTIES) & EH TS B & ETT7 B & RET~& TT,

In the IBA’s March 2007 position paper on strengthening Tokyo as a global financial center,
we stated that the financial services industry should become a key pillar of Japan’s growth
strategy. We continue to support this view. Given Japan’s enormous pools of financial assets,
educated workforce, and excellent infrastructure, the financial services industry is well placed
to help tackle the challenges of a maturing manufacturing industry and a rapidly ageing society.

Positioning financial services as a strategic industry will require concerted efforts on the part of
the public and private sectors in areas such as: promoting the interests of the industry in Japan
and overseas; enhancing the public’s understanding of financial matters so that they can make
informed investment decisions; and developing a critical mass of professionals who are
necessary to support a dynamic financial services industry.

Recommendation 6: The Government of Japan should identify financial services as a strategic
industry for future growth and, working with the private sector, develop policies and programs
to realize this potential.

BT, BT AZ 7 e — et o 2 — L LTRRBIELIH %2 S bITHEE
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The IBA believes that the authorities in Japan can benefit from the experience of other markets
to increase efforts to promote Tokyo as a global financial center. Other countries have
concluded that there is an important role for a top-level administrative organization, which is
both close to policy makers and firmly anchored by private sector input, to drive the promotion
of their financial center.

Recommendation 7: The Government of Japan should establish a public-private “Financial
Sector Promotion Organization” (FSPO) directly under the Cabinet Office with full
participation from domestic and international financial institutions, experts and other
stakeholders, and with a private sector representative as the CEO. The purpose of the FSPO
would be to promote the development of Tokyo as a major financial center by, for example:
(1) leading Japan’s efforts to bring about a more dynamic financial services labor market; and
(2) acting as the voice within Japan advocating for measures to strengthen the financial
services industry.
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As described in section 2 above, there is a need for individuals to take more control of their
investment decisions to achieve a higher return. To do so, they need to be better educated in
order to make sound investment decisions. Financial literacy education should take place
among people of all ages, building on the lessons learned in other countries.

Recommendation 8: The Government of Japan should introduce a program similar to the
UK’s “financial capability” program, focusing on improving young people’s basic
understanding of personal financial matters. Adults should also be the target of such programs.

* % *
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As noted in the IBA’s March 2007 position paper, a dynamic financial services industry cannot
emerge without the support of a range of qualified professionals such as lawyers, accountants,
fund managers and private bankers. It is widely recognized that such individuals are in short
supply in Japan.

Recommendation 9: The private and public sectors and the education sector should
collaborate to introduce long-term measures to develop the professions which support the
financial services industry, through measures such as more specialized higher education and
training, and internships.
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