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“Cool” Japan's Economy Warms Up

McGray'’s “Gross National Cool”

It has never been easy to live up to Socrates’ exhortation “Kimygelf.”
Sometimes we come to know ourselves less through our own effortshtioaigh the
actions of others. This is the situation in which Japan finds itself today.

Following the collapse of the asset-inflated economic bubbleeagarly 1990s,
Japan entered a long-term recession that caused many Jajoalosseself-confidence
and do a great deal of soul searching. Not long ago, the Amgoigaralist Douglas
McGray wrote: “Instead of collapsing beneath its widely reponpeditical and
economic misfortunes ... from pop music to consumer electronics, eufthg to
fashion, and animation to cuisine, Japan looks more like a cultural sugerpmay
than it did in the 1980s, when it was an economic one” (“Japan’s Geigmal Cool,”
Foreign Policy May/June 2002).

In a play on words, McGray suggested that during this timenJagzame a major
nation in terms of “gross national cool” (GNC), an index of cultpmater, rather than
in terms of gross national product (GNP), an index of economic powsrniay have
sounded a lot better to the angst-ridden Japanese than thg vealranted, but
eventually even mainstream media in Europe and North Americaremoeing on the
issue of “Japanese coolle Mondecarried an article titled “Cool Japan: le Japon
superpuissance de la pop” on December 18, 2003, andableington Posprinted an
article entitled “Japan’s Empire of Cool’on December 27, 2003. The lively pgcthey
painted suggested that people outside—but not inside—Japan had come to know and
appreciate the cultural assets that the nation was sitting orat&oevould have been
disappointed.

What, exactly, is GNC? McGray sees it as a form of “pofter” (derived from
the word software, but broadly referring to culture and intellégwaperty). The
concept was first put forward by Professor Joseph S. Nye Hargfird to describe the
power of one country to attract the people of other countries throughilitse, its
values, or its diplomatic policies.

McGray was first alerted to this soft power by the tone adoptenewspaper
reports on Japan. While the pessimistic articles about Japaneses @oid economics
filling the business sections preached the need for reform, befaisd plenty of
articles in the fashion and culture sections describing how Jamagiwag birth to a
variety of new trends in technology, art, and pop culture. The paradosonagreme
that he decided he would try to learn more about it. When McGray swéggqvisited
Japan, he saw this soft power wherever he went, and has since described i®scger
in the above-mentioned article and elsewhere:

« Japanesanime (animation) dominates Saturday morning television in the United
States,Pokémonis broadcast in 65 countries around the world, and bathga
(Japanese comic books) aadimehave served as a source of inspiration for such
Hollywood movies a3 he Matrix

« JPOP (Japanese pop music) has built up a broad base of fans centered on East Asia.

e Japanese lifestyle magazines—available in their original, unlatadsversions



only—hit the newsstands in places like Hong Kong, South Korea, aivdai
within a few days of their release in Tokyo. East Asiamdgers hunger for the
latest Tokyo fashions. THdew York Timesays that “Tokyo is the real international
capital of fashion.”

* Sushi is now available at ordinary supermarkets and ballparks Wnited States,
even though the Japanese long believed that such cuisine would newer en;j
popularity overseas.

Some of these phenomena retain their original, authentic essenseasyavhile
others do not. But the point is not if they are authentic, but if they are “cool.” Being cool
turns people’s heads and attracts them, becoming more a fquowef than a simple
set of values.

Japan’s Other Face

If Japan is viewed through McGray’s eyes, it is certainlysipbs to see a very
different face on a nation that suffered chronic economic stagnfai so long. From
anime,video games, and character goods to fashion and music, the influelajeafs
soft power is rippling around the world. Starting in Taiwan and sprgatimoughout
East Asia, more and more young people have joined the so-dadledu or
“Japanophile tribe” by mimicking Japanese fashion and enthusiasticdlibwing
Japanesanime and dorama (TV dramas). Japaneseangaand video games have
spread across Europe and North America at a remarkable rate.

Animation

Japanesanimehas held the number-one position in the world of animation for
nearly two decades. Over 60% of the animated cartoons broadecastl the world are
made in Japan. The Japan External Trade Organization (JETR®@atestithat the U.S.
market alone for Japanesaime is worth 4.35 billion dollars, which indicates the
strength of its global presence. In fact, seriansnefilms like Gundam AKIRA and
Ghost in the Shellwhich captured the imaginations of youngsters around the world
starting in the 1980s, probably formed the basis for the perception of a “cool Japan.”

* In 2002,Spirited Awaybecame the firshtnimefeature film to win the Golden Bear
award at the Berlin International Film Festival. It lateok the Oscar for best
animated feature film at the Academy Awards.

e Japanesanimestyle cartoons currently fill most of the weekday after-school
timeslots and monopolize Saturday mornings on U.S. TV networks.

* TheSailor MoonTV series for young girls debuted in 1991 and is now broadcast in
20 countries, has been translated into many languages, and boastss mofilfans
around the world.

* FOXBOX of the United States started broadcas#mgnikuman Nisei(Ultimate
Musclg in September 2002. It has ranked among the top three most popular
programs in its timeslot ever since.

* TV films of Pokémonhave been broadcast in 68 countries and feature films have
been shown in 45 countries worldwide.

¢ In 1995, theanimefilm Ghost in the Shelllirected by Mamoru Oshii was number



one in U.S. nationwide video sales. Oshii’s latest wbrkpcencewas scheduled
to be released in Europe and North America before debuting im.J&paven
Spielberg, the Wachowski Brothers, Quentin Tarantino, James Cameranaagd
other famous directors are fans of Oshii’s work.

Publishing (Comics)

Manga are also extremely popular worldwide. Pirated editiongnahgahave
long been available in East Asia, although their publication has déddimee the
conclusion of agreements on translation and publishing in East Asianriesunt
beginning around 1992. Japan’s five majoeangapublishing companies have signed
contracts for an estimated 10,000 titles covering 250,000 volumes. Accadaling
estimates, these contracts generate approximately 4 billion yennsdisales and some
80 billion yen in sales of origin@hangain East AsiaDejitaru kontentsu hakusho 2003
[Digital Content White Paper 2003]).

Although literary works such as novels still lag far belmrahga their reputation
in the West has grown in recent years with the publication of latadsworks by
popular novelists like Kenzaburo Oe, Haruki Murakami, and Banana Yoghiin the
mystery genre, Japanese literary entertainment is also gaimirstature. In 2004,
Natsuo Kirino’s thrillerOut was nominated by the Mystery Writers of America for the
prestigious Edgar Allan Poe Award for best mystery novel.

e The U.S. edition of the weekly comic magaziBeonen Jumpvas launched in
November 2002, aiming at a circulation of 1 million copies within three years.

« Dragon Ballwas the top search term on a popular Internet search site in 2002.

» Japanese publishers held their first large-scale exhibitiomaofyaat the Frankfurt
Book Fair in 2004.

* In Francemangais widely recognized as part of the French vocabulary.

* Bootleg copies of Japanese lifestyle magazines are sold throughout Bast Asi

* Novels written by Japanese writers such as Nobel Prapieat Kenzaburo Oe
and Haruki Murakami are developing a broad following throughout the world.

e Shufunotomo Co. prints 400,000 copies of its Ray fashion magazine for distribution
in China, which is more than it distributes in Japan.

Video Games

Japan also dominates the world’s video game market. Microsofermtared the
market on the hardware side, but Japanese products continue to holdvemetwerg
share of the world market. Japanese video games have spread aronoddlend are
particularly popular in Europe and North America. On the content sig@nJranks
alongside the United States as a top producer of game softwaaejnmdhat its
international influence on children, the main users, is particularigng Game
software has given birth to globally popular characters sucBuaer Mario Bros
Pokémon and othersPokémoneven evolved from a video game into a business
encompassingnime manga and character goods worth about 2 trillion yen overseas.

* Alive-action Hollywood movie of the video garBéohazardwas released in 2002.
» Characters from theokémorvideo game have had an economic ripple effect worth
1 trillion yen in the Japanese market and 2 trillion yen in ovenseakets. Of the 2



trillion yen in sales overseas, about half has been derived frobh.genarket and
a quarter from the European market.
e Super Mario Brosas also been turned into a Hollywood-financed movie.

Character Goods

Many of the internationally popular characters created innJdpdave from the
nation’s strengths in content, including video ganasme andmanga Well-known
examples include toys spun off frofokémonDoraemon Gundam andMazinger Z
Others were developed as characters right from the start, mgl&#inrio’s globally
popularHello Kitty, a little white cat.

Pokémonis the supreme example of success in the character goods busines
Originally no more than one of the games sold by Nintendo Cevplved into a card
game and themanga anime character goods, and eventually a multimedia character
product with a worldwide following.

« Hello Kitty generates annual sales of 1 billion dollars worldwide.

e In 1999, Pokémon: The First Moviegenerated box-office revenues of
approximately 17 billion yen in North America and Europe, the largestseas
take of any Japanesaimefeature film.

« In 2002, Time magazine selected baseball player Ichiro Suzuki, soccer player
Hidetoshi Nakata, andhangacharacterDoraemonfor its special feature “Asian
Heroes.”

 The Qoo character adopted by Coca Cola (Japan) foQdse juice drink has now
been introduced in six markets of East Asia, including China, South Korea,
Singapore, and Taiwan, and by Coca-Cola GmbH in Germany.

* Toy maker Bandai, as a result of its strategy to tie imacher merchandising with
TV program sponsorships, has reaped sales worth 28.5 billion yen in thel Unite
States and 15.3 billion yen in Europe.

Movies and TV Programs

Japanese movies enjoy a somewhat stronger reputation in Europin tthen
United States. Works by Takeshi Kitano have proven highly popular, wipmings at
the Venice Film Festival and the Cannes Film Festival wixggtg quite an impact on
European movies.

But American interest in Japanese movies is also risingges in the success of
The Ring a U.S. remake of a Japanese movie. Moreover, Japaniesehave had an
indirect impact on the works of many of Hollywood’s most illustrigirectors, who
also happen to be fans of the genre, wiite Last SamuraandLost in Translation
represent a growing body of movies set in Japan. Not only are $apaeies having
an international impact, “cool” Japanese culture is influencing foreign movies.

Director Hayao Miyazaki'sHowls Moving Castlealso proved to be an
unprecedented hit for a Japanese movie shown in the South Korean méudoet, w
audiences passed the 2 million mark just 18 days after the latep2&@dere.Howl's
Moving Castlewon the Ozerra Prize at 2004’s Venice International Filmivadst
Meanwhile, Miyazaki will be awarded the coveted Leone d'o@ @drriera (Golden
Lion for Career Achievement) at the sixty-second Venice Féstival in August 2005,
the firstanimedirector to be so honored.



* Every 10 years, the British Film Institute®ight and Soundnagazine polls the
world’s leading film critics on the best films of all tima.1992, the magazine also
began polling directors. In 200Zpkyo Storywas number-five among the critics,
while RashomorandThe Seven Samuraed for ninth among the directors.

» Director Takeshi Kitano’s filmZatoichi in which he also played the leading role,
won the Special Director’s Award at the Venice Film Festival in 2003.

* At the 2004 Academy Awards, Ken Watanabe was nominated as dbestiraa
supporting role foiThe Last Samurawhile The Twilight Samurawas nominated
for best foreign-language film.

 Hollywood moviemakers have acquired the rights to make live-actiomiem
versions of Japanes@ime such atNeon Genesis EvangeliamdLupin I11.

* Hollywood has released several movies set in Japan, inclidingill, Lost in
Translation andThe Last Samurai

« A remake of the Japanese horror moViee Ringby DreamWorks SKG, the
U.S.-based film production and distribution company, took in 129 million dadiar
the box office in the United States.

e Director Sam Raimi is to remake the Japanese horror ndooie(The Grudge) in
Hollywood. Hollywood moviemakers have been looking carefully at Japanese
movie content and acquiring remake rights.

« Director Shunji lwai's movid_ove Letterhas been such a hit in South Korea and
Taiwan that the location, Otaru city on the island of Hokkaido, lem®rhe a
popular destination for East Asian tourists.

* The popular Fuji Television prograimon Chefis broadcast in 11 countries and
regions in North America, Europe, and East Asia. In addition to erpgottie
program itself, the network has enjoyed success with format e&leghts to the
program’s concept and ideas.

Music and Entertainers

Japanese pop music (JPOP) is more popular in East Asia thae West,
particularly in Hong Kong, Taiwan, and mainland China, according pan&se
advertising giant Hakuhodo. There was a time when Japanese nagsiarely heard in
countries where the import of Japanese culture was restritteld,as South Korea, as
well as in East Asian countries geographically separated Jeppan by large distances,
such as Thailand. Since the lifting of restrictions in South Koleavever, the
popularity of JPOP has soared.

* When the Japanese rock group GLAY performed in Beijing in October 2082,
relatively exorbitant ticket prices of 10,000 yen did not prevent the dofoen
attracting some 30,000 young people, almost 50% more than expected.

* Namie Amuro, the JPOP diva of the 1990s, built a huge following ihASaa and
her trademark platform shoes influenced fashion throughout the region.

* JPOP singers Ayumi Hamasaki and Takuya Kimura are curreetly popular in
East Asia.

» Pirated copies of Japanese content accounted for 17% of the mus&rsoftarket
in Hong Kong and 32% of the market in Taiwan, according to a 2002ysbiyvie



Copyright Research and Information Center.

Some 150,000 copies of pirated VCDs of the TV drafeso starring Takuya
Kimura were in circulation in China, which helped to fuel explossades of
Japanese-made mobile phones (“Kontentsu sangyo no kokusai tenkai to keizai
hakyu” [International Development and Economic Influence of thentéht
Industry], Ministry of Economy, Trade and Industry).

Fashion

Japanese street fashions attract attention around the world.afdespecially

noted for the way they fuse Western and Japanese (East Asam@nét to create
original styles that exist nowhere else. Distinct fashions, agcearing loose, baggy
socks with platform shoes, have originated among Japanese yourg, pdop dress
freely and in ways that often reject prevailing styles. Thisvieat young people
overseas perceive as cool. Such fashions typically find theirint@yEast Asia when
popular Japanese entertainers introduce them, given that, for exénpleaditions of
Japanese fashion magazines are published in China and sell wellcofmvoercial
facilities specializing in Japanese brands opened in Shanghai in 8064 factors
account for the considerable influence that Japanese fashions ameldg young
people in East Asia.

Local editions of Japanese fashion magazikag ViVi, andOggi are published in
China.

Bootleg copies of Japanese lifestyle magazines circulate throughodtsizast

Young people in Hong Kong, Seoul, Shanghai, Taipei, and elsewhesairated

by Japanese street fashions.

The For You fashion building selling Japanese brands opened in Shanghai in Apr
2004. The management, Japanic, issues a free paper on Japanese fashiogs. Anot
location, Nihonjo (Japanese Castle), a fashion complex with shopsirfgatop
Japanese design labels, opened in September 2004.

International Japanese designers, such as Yohji Yamamoto, Reakilaov of
Comme des Garcons, and Issey Miyake have larger followingseagethan in
Japan.

The Russian pop duo t.A.T.u. became popular wearing the high school uniforms of
Japanese teenage girls.

MUJI now has 21 stores in Europe, centered on the United Kingdom, ardrthre
Hong Kong. The MUJI name is spreading in the United Kingdom, wisesemple,
monochrome image has proven popular.

Japanese Food

Instant ramen, sushi, and soy sauce were among the Japaneséofepdsad

worldwide. Instant ramen is an especially international produléihgever 44 billion
servings worldwide each year, primarily in East Asia bub alsthe West. Sushi is a
classic example of the way Japanese food spreads in Eiastfilsst becoming popular
in South Korea and Taiwan, then spread throughout the region. In the Si&sits
image as “exotic” cuisine is fading. Sushi first gained populamityhe United States in
the 1970s, when the attraction of low-calorie Japanese foods dovetéhedrawing
health consciousness. The spread of sushi-making machinery, knowrshisrtdbots,”



has made sushi so widely available that it has become a populauttéd@d. Soy sauce

is no longer seen as being restricted to Japanese cuisine Maktstudaira, “Kaigai ni

okeru Nihonshoku bunka no tenkai” [The Spread of Japan’s Food Culture Overseas],
Seikatsu bunkasheptember 2003).

* Some 44 billion servings of instant ramen are consumed worldwide annually.

e In South Koreasushi has become a popular alternativiertdoab

e Sushi is now seen as a simple and convenient takeout lunch in the United States.

e Soy sauce is no longer considered a seasoning unique to Japanese andsis
now used widely in local styles of cooking.

* The beef-on-rice chain Yoshinoya has 82 outlets in the United State$0 in
Taiwan.

Patent Royalties and Other Intellectual Property Rights

Japan’s international balance of payments in royalties and diders posted its
first-ever surplus in 2003 (Table), having doubled since 1996, accordihg ®ank of
Japan. Japanese technology patents now exert a strong internatipaet, im part
because Japanese manufacturers have actively transferred iprocaictl related
technology offshore. The Bank of Japan has identified patent royelome from
overseas subsidiaries of Japanese manufacturers as a piactaryin the growth of
royalties and license fees.

Table: Balance of Payments: Royalties and LicensesE:
(Unit: billion yen)

199¢ 1991 199¢ 199¢ 200C 2001 200z 2003 03/94
Credit 725.i 883.¢ 965.¢ 931.( 1,102.4 1,268. 1,306.f 1,418.f 19.5¢
Debil 1,068.4 1,163.4 1,170.4 1,121. 1,186.] 1,349.( 1,379.. 1,267 11.8¢
Balanct -342.5  -279.f| -204.3 -190.c -83.¢ -80.1 -73.2 151.2

Note: Because of changes in the statistical methedd for some items from 1996 onward, comparisoas
not possible before that date.
Source: Bank of Japan

Other

« Tadao Ando received the Gold Medal, the highest honor presentedviduats by
the American Institute of Architects. He was the second Japarekitect to receive
this award, the first being Kenzo Tange.

* Miss ko2 (Cocq)a fiberglass sculpture by designer Takashi Murakami, fétche
567,500 dollars at an auction at Christie’s New York. Murakami iskaisan for his
new Louis Vuitton bag designs.

» Japanese plastic food samples for restaurants are used ontiortainauise ships
and at overseas expositions. Reflecting Japanese aestlnetisariples are remarkably
realistic and are extremely popular among foreign visimd&pan, many of whom visit
Tokyo’s Kappabashi district to buy them as souvenirs.

Japan’s Trendy Consumers
The Marubeni Research Institute has labeled the Japanese cool phemdhe

“third wave ofjaponismé’ The first wave occurred in the latter part of the nineteenth
century, when displays afkiyo-e prints, kimono, and hand fans at events such as the



Paris Exposition Universelle of 1867 fascinated Impressionistalike Manet and van
Gogh. The second wave lasted from the 1950s into the 1960s.

But the third wave is substantially different from its predeoes because it is
more broadly based and has clearly influenced popular culture asermsgpecially
among young people. The fact that Japanese consumers are gxt@mseious of new
trends and tend to adopt new styles very quickly is another redspdapanese cool
has made such an impression at the popular level around the world.

Anyone walking through one of Tokyo’s bustling shopping or entertaibme
districts cannot help noticing the incredible variety of highlgative products, from
colorful mobile phones and phone straps to state-of-the-art digitalanpps. New
fashions are constantly being born in Urahara, a nickname for thgraglstreets of
the trendy Harajuku district (abbreviatedhara). Given the mixture of young people
wearing the latest fashions and housewives and businesspeople totingbrand
products, as well as the sheer abundance of consumer goods on disptaye#
foreign visitors to Japan like McGray find it hard to believe thatcountry was in the
grip of a long recession. Ironically, Japanese consumers suffeyed stagnating
incomes under the recession and have become obsessed with theanflsingof
low-cost goods from East Asia and elsewhere, but they #reighly conscious of new
trends and have no qualms about indulging themselves with high-priced pritdicts
catch their fancy.

The enormous purchasing power of Japanese consumers continues to ergourag
steady stream of major Western brands to open new stores and éxpargpace in
large cities. Louis Vuitton’s store in Japan boasts the highkst shany of its stores
worldwide. Even though the economy has continued to stagnate, Japarmsesinc
remain among the highest in the world, creating a pool of 120 milbomparatively
affluent consumers.

More recently, wealthy tourists from East Asia, such as Hangy, South Korea,
China and Taiwan, have started to patronize high-end department stalapan to
purchase luxury goods.

Japanese consumers’ insatiable interest in anything newdredormed Japan
into something of a test market and proving ground for new, stateeadrt products. A
prominent electronics manufacturer first releases its mokhadogically sophisticated
products in Japan, rather than simultaneously releasing them innedlj@r countries,
and Japanese auto manufacturers used their home market to intitoeldicst hybrid
vehicles and fuel cell-powered vehicles. Hybrid cars were subseguentduced in
the United States, where they are now so popular that production éaepotup with
demand.

The fact that products and services that have been proven to dessfut in
Japan are eventually introduced into other countries means that Japsouise of new
trends. In fact, the Japanese subsidiaries of some famous ovweseds in fields such
as clothing and footwear have initiated product development in Japarvirgelibat
products that satisfy the discerning eyes of Japanese consuithersbably do well in
East Asia and the West. After developing lines of jeans talapdnese physiques and
tastes, Levi Strauss Japan decided to sell them in the Rabdtasise it believed they
would be well received by other East Asians, who tend to havéasipiysiques and
tastes.

The tremendous popularity of mobile phones among Japanese consumers has



blossomed into a mobile culture, although opinion is divided on whethestaigaood
thing or not. For example, minors now believe that mobile phones are insbdpe,
with studies showing that approximately 50% of middle school studedtasamany as
90% of high school students having their own mobile phone. Mobile ownership was
accelerated by the launching of NTT DoCoMo's i-mode platform, lvhltows users to
access Internet sites with their mobiles. Users often ptieéeconvenience and lower
cost of mobile email to voice calls, and they make extensiv@fusentent as games,
horoscopes, and personalized ringtones. Whereas youngsters on commuteretiains us
bury their noses ilmanga now they spend their time engrossed in games on their
mobiles. This has had a strange effect on sales of youth-origatesl such as ice
cream, which remained flat in the summer because youngstegssa&ng money to
pay their mobile bills. In contrast to the United States, wheeiles are primarily used

for business, the spread of mobiles in Japan has centered on individuals|goly the
younger age groups. It has also fueled the growing popularity of ateeoiphone
straps. These are not simple cords or strings but fashionatrle ite which mascot
figures and good-luck charms are attached. Thousands of theseastrams sale in
stores and on the Internet. In the Edo period (1603-1868), netsuke—ornameial togg
of ivory, wood, and other materials—were used to attach purses, seal ead other
articles to the kimono sash. In a sense, these mobile-phone strapsdeen-day
netsuke. It is almost as if the Japanese aesthetic or sepisg eimbodied in the desire

to use small, inconsequential things to highlight individuality has lbeborn in the
form of mobile-phone straps. It is also an excellent examplepaingse consumption
behavior.

Another change is a shift in foreign consumers’ attitudes thagricultural and
other products, which they had long considered excessively expensivepr8dalts
from Japan were once viewed as typical examples of Japah'scbgy structure, and
foreign people who purchased them were anomalies. Today, however, mor@r@nd m
foreigners see these products as “typically Japanese” value-aidhesl Certain
Japanese agricultural products, mainly fruit, have started to begomaar in other
countries, such asikan mandarin oranges in Canada, Orin apples in the United
Kingdom, andryokucha (green tea), which has attracted attention for its healthful
properties. Rice cultivated in Japan using lower doses of agricultheahicals is
selling in Taiwan, despite the fact that it costs sevemadias much as rice produced
locally. There is growing awareness that Japan has made use of biotechinatoggte
tasty, high-quality produce that is also safe and healthfahything, the higher prices
have helped to reinforce the favorable brand image. In China’s majes, diigher
income earners are beginning to use expensive apples as gift items.

The sudden popularity of Japanese products in East Asia ausescifranging
circumstances in these countries, where sustained high economith drasvled to
dramatic increases in personal incomes and the emergence of cansmineeican
purchase expensive Japanese products. Rising incomes have also en@ygrageag
interest in Japan in general, providing the driving force behind tteadmpf Japanese
cool.

It is difficult to measure the level of “national cool,” but thiarubeni Research
Institute has used various indices to come up with estimatedadive national cool.
Specifically, the institute looked at trade data on records, ,tapebs other recorded
media, books, newspapers, pictures and other printed material, photogiapdscand



film, cinematographic film, works of art, collectors’ pieces antigaes, as well as data
on invisible trade, including royalties and fees, and personal, dultung recreational
services/credit. It was found that exports and receipts involligggetitems tripled from
500 billion yen to 1.5 trillion yen between 1992 and 2002. Compared with total €xport
which increased by 21% over the same period, this growth was guitarkable.
Another feature of these “cool exports” was a shift away ftangibles and toward
services and value-added sectors, such as sales of rights, agntthdapanese trade
items lost their price competitiveness to China and other economies.

Moreover, game software, movies, music software, and publishing hswe al
played key roles in the creation of Japanese cool. METI estintated these sectors
are included, the broader content industry is worth 11 trillion yekingat double the
sizes of the iron and steel industry and approximately half teeo$ithe auto industry.
Content has thus grown into a major industry, although very few Japameaware of
this fact.

Resurrection of the Japanese Economy

At a time when Japan has been strengthening its soft power ifortheof
national cool, what has been happening to the Japanese economy? The igager
held by many companies overseas is that the world’s secondtlaggsmy is still
mired in a prolonged and chronic slump, yet in fact this is no longer true.

In the same way that national cool has transformed Japanisatiberal image on
the cultural front, the economy is also about to makeover Japaniatbdeal image.
The nation has indeed pulled itself out of recession and is steag@ibgitioning its
economy for long-term growth and stability as it works throughfih& stages of
recovery.

The latent strength and dynamism of the Japanese economy, winithedrthe
foundation for the birth of Japan’s national cool, is once again dadkack. Just as
Japan has attracted global interest in its soft power, the isadoonomy deserves a
close reexamination by foreign companies looking for promising oppbesinn the
international arena.

After bottoming out in
January 2002, the economy oy Fig 1. Real and Nominal GDP Growth Rates
recovered and expanded throughto
2004 (Fig 1). The producer goods

price index rose to the 2% level in °©

2004 and the consumer price index W\ /\j\

declined at a slower rate than AN B ,A/fﬂ\ Ay
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previously, signifying a weakening
of deflationary pressures (Fig 2).
Japan has experienced two — Real GDP growth rate
other recoveries since the early ~— Nominal GDP growth rate
1990s, but both were short lived. -10
The current recovery began in & & & & & $ £ & > 3 & &
2002, making it different from itS  source: cabinet Office
immediate predecessors.

-2
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~When  Prime  Minister Fig 2. Producer Goods and Consumer Price Indices
Jur’ichiro Koizumi took office in |

2001, his administration knew (% YoY)
that previous efforts to stimulate 3'0 '
the economy by pumping
enormous amounts of money into”® [\~ NN PN
the system had been ineffective.® | N A
Instead of mobilizing fiscal °° ST '
policies, the  administration 10 |
adopted restrictive fiscal policies?0 |
and espoused the principle “no30 (-~
gain without reform.” The Basic -4.0
Policies for Economic and Fiscal & & & & & & £ & ® & & & & & &
Management and StructuralSource: Statistics Bureau, Bank of Japan

Reform were introduced to

reform regulatory, taxation, and social security systems, thtietiimg structural reform
of the economy, government finances, public administration, and sdtietyhighly
significant that the economic recovery is taking place defipt@bsence of proactive,
stimulative fiscal policies.

Two factors have underpinned the economy’s recovery. One is tinecfprivate
enterprises to eliminate the so-called three excesses thaplegued many Japanese
companies—overstaffing, surplus production capacity, and excessive Helather is
the increased division of production operations throughout East Asia.

— Producer goods price index | _

— —Consumer price index

Elimination of the “Three Excesses”

The three excesses of
overstaffing, surplus production%0
capacity, and excessive deb
emerged soon after the collapse | (% points)
of the economic bubble and®|[ T AN A~_
proved to be a long-term
hindrance to economic recovery. °

According to the Bank of
Japan’s regulafankanbusiness 2° |
survey, the strong sense of
understaffing in 1991 shifted to>0
a strong sense of overstaffin%o?. N L I - R S A e R RN
within the space of onIy three ote: The diffusion index of employment level serit is calculated by subtract

’ the percentage of enterprises that consligenselves understaffed from the
years (Fig 3). Although the percentage that consider themselves @t

overstaffing sentiment declinedource: Bank of Japan

in line with  short-lived

recoveries, companies generally felt they were overstaffédeiryears that followed.
The perception of production capacity followed a similar tremoligh the troughs and
peaks were slightly larger (Fig 4). The third excess, outsigndiorporate
interest-bearing debt, slightly declined relative to the nom@aP after peaking in
1993-'95, but it remained very high compared with traditional levels (Fig 5).

Fig 3. Staffing Conditions D.I.
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Fig 4. Production Capacity D.l.

50

Significant reductions in the | (*points)
three excesses began to occur i - - -~ -~ -~ -~~~ _______
around 2002. Companies worked to
reduce their labor forces, eliminateo
excessive capacity, and reduce their
interest-bearing debt. By theendots - -

2004, overstaffing had almost been
eliminated. Depreciation expenseso
finally exceeded capital investments® o ov ® o # £ & ® X S > & & &

due to the Scrapping of unneedeipte: The diffusion index of production capacitytiment is calculated by subtract

faciliti d | ducti the percentage of enterprises that consiigér capacity to be insufficient from
aciliies, an surplus production the percentage that consider it to be ssice.

capacity had almost disappeared pgurce: Bank of Japan
the end of 2004. Excessive debt
decreased consistently from 2000
onward and had returned to morgyg
traditional levels by 2003. There has | (%)
also been a steady improvement in
the nonperforming loan (NPL) *?°
problem that once affected financial
institutions so badly that it shook oo
confidence in Japan’s financial
system for a time. By September80
2004, the NPL ratios of the major — . 0 o 0 6 oA o NN
banks had fallen Sharply from thelr\lotez: GSP isZeajona:?;ad?uste?j.Fijed-l?ase;eﬁrfd fo?datz untiQI 195Q

peak of 84% to 4.7%. The Chained method for data from 1994. Quiding interest-bearing debt =
government’s Program for Financial discoqnted bglancg qfdrafts (eceivdanhg-term borrowings + corporate bonds.
Revival, announced on October 3 ’ource: Cabinet Office, Ministry of Finance

2002, set the goal of halving the March 2002 NPL ratios by March 2086wl looks

as though this target will be achieved more or less.

Corporate health has improved in line with the elimination of theetlereesses.
Efforts to reduce costs and strengthen balance sheets haved@suline consecutive
year-on-year increases in the quarterly operating incomesrpbrations, beginning in
the third quarter of 2002. According to tiNthon Keizai Shimbumewspaper, the
number of companies posting consolidated operating income of 100 bilhoor yeore
in fiscal 2004 is forecast to increase by 22 year on year to G@warecord. After
peaking at 92% in 1993, the break-even-point ratio (level required to shpoafit) of
listed companies declined to 85% by 2003. (The figure of 85% means/émaif sales
fall by 15%, the companies will be able to get by without showidgficit.) Corporate
earning power is higher than at any time since the bubble.

While existing companies have revived through restructuring anégtratllocation
of resources, entrepreneurship has also made rapid prograssughitsome major
enterprises have been forced to withdraw from the market, tieegente of start-up
companies in areas like information technology, distribution, and serfias been
remarkable. It has been pointed out that in the past 10 year®wersb, 500 companies
have been listed on the over-the-counter market or the Tokyo Skutiaige (TSE).
Considering that previous TSE listings had totaled about 3,000 firmd;upta
companies clearly have made a huge impact.

Fig 5. Outstanding Interest-Bearing Debt Relatived
Norminal GDP
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Division of Production in East Asia

The fact that Japanese Fig 6. Changes in Import Share
companies are steadily%)

establishing  profit-generating®
systems by building oversea$®
networks  for  optimized
production and procurement®
activities centered on East Asig°
is another reason why theé>
current recovery appears to b&
self-sustaining and long-lived. 1o

Japan’s economiclg
relationships with East Asia
have rapidly strengthened in
the past 10 years or so. Th(gOu
trade relationship with China,
for example, is expanding
especially rapidly. The United,)
States had been Japan’s largest —UsA =8y |
trading partner consistentlyss [ - - .= EastAsia »China L 77777777777777777777 -
throughout the postwar periodgo +
but in 2004 China and Hongss
Kong combined to overtake theo |
United States in terms of totaks
(two-way) trade. Imports from 20
East Asia increased their shareé® |
of total Japanese imports fromo |
27% in 1990 to 43% in 2004 >
(Fig 6), while East Asia—bound ° —
exports increased their share & & & & F £ £ & F P S ¢ § & &
from 30% to 47% (Flg 7). Source: Ministry of Finance

Between 1990 and 2003, cumulative Japanese investments in East Asiaegumber
13,428, accounting for 34% of all overseas investments, compared witlhh&98éen
1951 and 1989. The sharp increase in investments in China (4,713 in 1990-2003)
helped to push up this share. In 1951-2003, however, Japan’s cumulative 5,407
investments in China lagged far behind 13,771 total investments in tha Aswly
industrialized economies (NIEs) and 10,892 investments in Indonesiaydidalséhe
Philippines, and Thailand, i.e., the “ASEAN Four.” The fact that theeddtter regions
did not lose any importance suggests that Japanese companiesaiatainng
regionally balanced production networks. Exports of materials, comporsrs
production facilities grew in parallel with the establishmenproiduction bases in East
Asia through outward investment. Moreover, Japanese exports increasadsast of
rapid economic growth in China and elsewhere in East AsidneAsdame time, many of
the products manufactured by these production facilities weporied to third
countries, although some found their way back to Japan as “revepsets.” More

—-—USA -=—EU
-+ East Asia -+ China

S > PP PP PSRRI P
rce: Ministry of Finance

Fig 7. Changes in Export Share
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recently, sales have been increasing in the host economies of these producsion base
METI's White Paper on International Economy and Trade 2@@dvides an
analysis of the electrical machinery industry, which has been respofwilal great deal
of Japanese outward investment. According to the report, outwardidiwvestment has
fueled the division of Japanese production throughout East Asia. Losatie selected
according to the level of desired quality, so, for example, conmpgreduction and
final assembly might take place in different countries. Tloegas has been facilitated
by supply chains that are linked through trade activities.
A common pattern has been for Japan to supply high-quality compownarndsis
areas of East Asia supply other components, and China handles ahastembly.
Recently, however, Japan’s roles and functions within this pattave Btarted to
change. Previously, the division of production between Japan and Eassipiy
meant that Japanese companies transferred production centeragvarpeocess that
aroused concerns about the hollowing out of Japan’s industrial base. dterdly,
however, a more strategic allocation of resources, as wethas factors, has led some
Japanese companies to strengthen domestic production of key, high-value-added
components. Other companies, such as digital equipment manufacturerssireye
Japan to develop new products and produce highly value-added products. Companies
taking this approach believe Japan offers the following advantages as a protast:

« well-established market for end products,

* resources that enable core design functions to be conducted entirely within Japan,

e strong infrastructure for production of advanced components, and

* advanced production technologies, such as cellular manufacturing systems.
(JETRO White Paper on International Trade and Foreign Direct Investmenj 2004

Japanese companies have generated increased profits by devekipiogks to
divide up their production processes among East Asian locations. Augdalithe
Nihon Keizai Shimbyroverseas profits in the fiscal half-year ending in Septe2b@4
increased by 40% year on year and accounted for 31.8% of total operatihgEast
Asian operations saws operating profit grow about 30% for the ¢bindecutive year,
and now account for one-tenth of total operating profit. This has ledhésvabusiness
model under which Japanese companies have increased profiteryttstning their
involvement with East Asia. It is hoped that this trend will helpotatiaue underpin the
current recovery.

Expanding Inward Investment

After taking a fresh look at Japan, more Japanese companieddtaded to stay
home and increase their domestic activities. At the same @éimmcreasing number of
foreign companies are investing directly in Japan. This does nafysigowever, a
fundamental change in Japan’s long-time role as a key provider @fyrfodirect
investment (FDI).
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Fig 8. Japan's Inward and Outward

As in the case of East Asia, Foreign Direct Investment

Japanese companies’ dispersion,,
of production around the region - | (billion dolar)
has basically been accomplished,
through a combination of outward . |
investment and trade. As a result,
outward investment has tended to_,
be far greater than inward | —Outward FDI
investment. b —Inward FDI

Nevertheless, inward
loward the end of the 19905 ang” % ¥ ¥ $ 3 £ $ 8 88056
. . ote: 2004 figures are for April-Septeml|
in the 2004 Aprll—September halfsources: Ministry of Finance and Bank of Japan
year it actually exceeded outward
investment for the first time in history, albeit temporarilyg(B). Although declining
outward investment has been a major factor, inward investmdhtasencreased. The
recovery of the Japanese economy has encouraged foreign capited form of
investment funds and the like to take a more active approach to M&Avingol
Japanese companies. It is also worth noting that the increaseardinwestment has
run counter to the global slump in FDI. Some of this change cantrijfmutd to the
results of the Japanese government’s efforts to improve the invesgmaranment in
Japan by, for example, relaxing regulations on foreign capitdicipation in the
telecommunications and retail sectors and taking steps to reduce incomdridiarch
2003, Prime Minister Koizumi announced the Program for the Promotion oigfore
Direct Investment in Japan with a view to doubling cumulative idw&I (6,600
billion yen in 2001) by the five-year period ending in 2006. It appearshisagoal will
be achieved.

Looking ahead, the ongoing introduction of high-quality foreign agpit
technologies, and brainpower through inward investment will play aortarg role in
the efforts Japan must undertake to advance its economy througladdec value and
continued transition toward a service economy. Japan should welcomeceggse in
the number of foreign companies that decide to invest in Japan fodjatsilong-term
recession, and in fact will continue to reinforce efforts t@ettdirect investment. This,
combined with the strategic division of production operations, should telpsure the
long-term health of the Japanese economy.
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