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I 'I Ministry of Economy, Trade and Industry

“New Direction” of
Economic and Industrial Policies

Hirohide Hirai
Director General, Economic and Industrial Policy Bureau
Ministry of Economy, Trade and Industry

Background: Industrial Policy is Back

® Global re-recognition of the importance of industrial policy,

<Reasons>

@ COVID-19: expanding role of government towards economic recovery

@ Externalities of capitalism: climate change, economic disparity

@ Challenges toward capitalism: necessity to improve legitimacy of
capitalism as a system to overcome social issues

® Large-scale, long-term industrial policies in other countries
(as of 2021)

» US: US Innovation and Competition Act, Build Back Better Act

» EU: Multiannual Financial, NextGenerationEU
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“New Capitalism”: Japan’s government-wide policy

® “New Capitalism” by Prime Minister Kishida.

Updating capitalism to overcome market failure (e.g. inequality, environment)

+ utilizing the benefits of market mechanism.

Virtuous cycle between economic growth and distribution.

METI's contribution: “New Direction” of economic and industrial policy.

(1) Technology and Innovation

» Five-year plan for startup creation
(2) Digitalization

» Investment in digital infrastructure

(3) Carbon Neutrality
» "“Clean Energy Strategy” and GI Fund

(4) Economic security
» Economic security bill, JASM

(1) Wage raise
» Tax incentives for wage-raising firms

(2) Investment in human capital
» Support towards reskilling
» Improving flexibility of labor market

(3) Maintaining the middle class
» Strengthening social security for
households with children

—

P 4

Distribution

“New Direction” of economic and industrial policy

® “Lost 30 years”: Low economic growth brought by underinvestment

(green technology, digital technology, human capital, etc.).

® “New Direction”: expand investment toward social issues.

® Mission-oriented approach, with large-scale, long-term support.

Capital Formation in Major Economies (2000=100, excludes residential investment)
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Japan’s Approach for Mission-Oriented Policies

Goal
Solving socio-economic issues & Achieving economic growth

Mission Setting !
@ Necessity of problem solving in Japan
@2 Necessity of problem solving in the world
@ Possibility of Japan’s contribution.

Direction to pursue Policy Tools

Global: oriented towards the global - Shared strategy between public and
market, partnership with foreign private sector: necessary for making bold
players investments

High value creation: diverging from + Large-scale, long-term, and planned
Japan’s over-focus on cost support: mitigating risk towards achieving
competitiveness a shared purpose

Involvement of startups: free from ||+ Designed regulation and system: market

I existing industrial structure, focusing creation of areas serving to resolve socio-
on resolving social issues economic issues
- - - - - —
Two Pillars of the “New Direction”
“Mission-Oriented” Industrial Policies Updating Socioeconomic System
<Concept> <Goals>
« Shared long-term vision and + Improving global competitiveness
goals between government and amidst rapidly changing industrial
private sector. structure
« Government providing large- + Achieving inclusive growth through
scale, long-term and well- maximizing the value of individuals
planned support. and local regions.
<Target Issues> <Focuses>
(»Carbon Neutral Society @OHuman Resources
@ Digital Society @Startups/Innovation
3Economically Secure Society (3 Value-Creating Management
@New Health Society @Globalization of Japanese Society
©Disaster-Resilient Society ®Inclusive Growth
(B)sustainable Society through Biomanufacturing ®EBPM/Data-Oriented Governance
5
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Examples of “Mission-Oriented” Industrial Policies

Green Innovation Fund (established in 2021)
® Large-scale: $15B fund for programs with ambitious carbon neutral goals.
® Long-term: support for up to 10 years.

® Public-private partnership: requiring executives to engage in programs as a
company-wide management issue.

Support for JASM: Japan Advanced Semiconductor Manufacturing (2021)

® Joint venture established by TSMC, Sony and Denso.

e Government support: $3B.

® Fortifying domestic manufacturing base of semiconductors

® Public-private partnership: enhancing industry-academia-government
collaboration and fostering human resources.

Updating Socioeconomic System: Investing in Human Capital

® Issue: low and declining investment in human capital,

— low labor productivity, slow adaptation to changing industrial structure.
® Policy direction:
» Promotion of human capital management,

» Improved flexibility of labor market,
> Diversification of education.

International Comparison of Human Capital Investment (excluding 0JT)

(from the left, shows investment in 1995-99, 2000-2004, 2005-09, 2010-14)

(% of GDP)
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Ms. Donna LEONG (REESRR - TRILF— - EEHRIEE)

UK Industrial Policy and its Challenges

Donna Leong
UK Department for Business, Energy and Industrial Strategy

Department for
Business, Energy
& Industrial Strategy

Background
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The starting point for modern UK Industrial Policy is our relatively

weak productivity performance

The UK has a longstanding productivity gap with France, The UK has also had a more severe productivity slowdown
Germany and the USA (productivity puzzle) than other G7 countries
Output per Hour Worked (2020, UK =100) Annual Productivity Growth (%, 5 year Rolling Average)
130 =

Puzzle

35
120
3
Gap . 25
110
2
100 I 15
. B

Japan Canada Italy Germany France USA

Although at least some of the UK’s recent productivity weakness is likely due to a slowdown of the productivity frontier
(Fernald and Inklaar 2022) — this does not help explain our longer run under-performance or why we were harder hit

Source: ONS International Comparisons of Productivity, OECD International Comparisons of Productivity; Fernald and Inklaar (2022) - The UK Productivity Puzzle in an
International Comparative Perspective

This has been the subject of successive policy initiatives — but the

end result is less than the sum of its parts

The most recent push on UK productivity started in || T i e

1998 (The Five Drivers of Productivity) < » Consistently ranked In the top ten globally in assessments of
4 ease of doing business and regulatory environment
This has since been followed by the Plan for Growth (1 ;,
& 2), Productivity Plan and the Industrial Strategy ,’ g Education and Skills
4 > « Doubled the proportion of the population with higher level
‘ ,’ P - skills, halved basic skills

¢ L7
As a result, the UK has maintained or improved its ,:/ . _
performance on most of the drivers of prOdUCtiVitV G ______ > * Maintained our standing in terms of research excellence, but
...with the notable exception of private investment \\\\ weaker on private sector innovation

\

ad Infrastructure

Ty
< 7
’
Vs
s

| A “a * Increased investment in UK infrastructure, but still roam for
\ substantial improvement

This led to some productivity catch-up in the 1990s h
and early 2000s, but since the late 2000s progress has L - vestment
gone into reverse «

7’
”

* Lowest share of private investment in GDP in the G7,
consistently in the bottom quartile of the OECD
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What have we been missing? UK policy has tended to focus too

much on the What and not enough on the Who, How and Where

\,

What (Horizontal Policies)

The common theme of the last three decades of UK growth and productivity strategy is a strong focus on horizontal policies
This is driven by the UK’s bad experience of industrial policies in the 1960s — 1970s (‘Picking Winners’)

-

Who (Sectors)

Horizontal policies have differential
effects across sectors and types of firms

Lack of thinking about the effects of
policy across sectors leads to ‘industrial
policy by accident, rather than design’

How (Institutions)

UK has been successful in establishing
stable macro policy institutions (Bank of
England independence, OBR etc.)

But micro-policy has been characterised
by constant change

Where (Place)

An implicit policy assumption was that
labour markets clear — people will move
to places with jobs and businesses will
move to places with spare labour

Although there is some truth to this, it is
contradicted by falling mobility rates
and long term under-performance of
many UK towns

Change in UK Approach
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Who: Our prioritisation framework considers sector potential,

HMG objectives and the role for government

As part of the work to develop Build Back Better: Our Plan for Growth, we developed a framework to
prioritise sectors, incorporating lessons learned from the Industrial Strategy 2017

1) Future Growth Potential

Comparative
advantage:

®

Specialisation creates
econamies of scale,
leading to higher
growth & productivity.

(Focus on what you are
good at)

%

Future growth
potential: Seek to
capitalise on growth to
generate benefits for
the wider economy.

(Focus on where future
growth lies)

Technological
progress: Shift of the
productivity frontier of
b sectors, and the

economy, to boost
long run growth,

I,

(Focus on where the
technology is going)

Net Zero: HMG has a
legal obligation to
achieve NZ by 2050,
which will create new
businesses, jabs and
other opportunities
across the economy.

Levelling Up: HMG
has made regional
growth a key priority,
to rebalance the
economy away from
London & South East.

(3) Government Additionalit

Market Failures: When left to market forces,

the allocation of goods & services in certain

sectors may be sub-optimal.

- Externalities, e.q. positive spillovers from
R&D like new knowledge, or negative 0
costs caused by pollution.

+ Imperfect information between agents
can create coordination failures or other
imbalances.

Missing Markets: In new, emerging tech
sectors, private investors may be unwilling to
invest due to uncertain returns and the ®
associated risk profile. This can lead to a
missing market with no supply despite
potential future demand.

Infant Industries: Nascent markets are often
too small and face high barriers to operate in
global markets.

In narrow cases there can be an argument
for HMG to support these sectors to support
them scale-up and attain economies of
scale,to enable these industries to eventually
capitalise on global trade oppartunities.

Government can make the first move to
establish the market and provide a signal to
private actors to invest.

How: We have made some progress in building more long-term
micro policy institutions

National Infrastructure Commission

NATIONAL
INFRASTRUCTURE
B Founded in 2015, this provides independent and expert advice to the UK government on how to meet its

infrastructure challenges; and monitors progress on meeting these objectives

Productivity Institute

Founded in 2021, although primarily an academic institute it is specifically tasked with engaging with
businesses and policy makers to provide practical solutions to their productivity challenges

Levelling Up Strategy

Published in 2022 — key recommendations focus on improving the institutions which make place based policy
decisions, both at the national and local level
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Where: The Levelling Up strategy is anchored in a wider view of

what makes places successful and ‘rewiring’ government

Six Capitals Framework

Some places are caught in vicious cycles

Instiratsonsl

Physical Eapitsl Intangible Capital Sochl Capital 1 Financisl cspitsl  Human Capital

vy ¥ ¥ v 9

Leading to persistently worse outcomes

:.sad

i | P

incorporate social and institutional capital

evidence, transparency and accountability

Changing how (local) government decisions are made

Clear, medium-term, cross-Government missions

Living Standards Transport

Skills Health

Housing

Digital Connectivity

Education Well-being

Pride in Place Crime Local Leadership

Systems change — rewiring how decisions are made

¥t th,

Empowering local
evaluation

decision-making
e.g. devolution framewark, £.9. Subnational Data
supporting private sectar Strategy, ONS Explorer

partnerships

G

Transparency and
accountability

Y

Reshaping central
decision-making
e.g. Places for Growth,
Levelling Up Directars,
funding simplification

&.g. statutory annual
reporting, independent
‘Advisory Council

*  Six Capitals framework tackles more than just low productivity and moves beyond a narrow definition of productive assets to

+  Key focus is building a policy response with longevity, strategic co-ordination and local empowerment — supported by better

Challenges for the Future
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Following Covid-19 we are not returning to previous trends, but to

a ‘New Normal’ — whose ultimate shape is not yet clear

Possible i f shift | ki
*  Shift towards hybrid working in the UK looks likely to be RN I R P S TN

persistent and large (in those occupations who can do it) o Fertphery

Hybrid Workers
*  We do not think this will change the central role of cities - S | E — /\ﬂ ‘1
in modern growth e EH Non-Hybrid Workers

¢ Butit will change when and where people live and work
— with implications for ‘office adjacent’ sectors / activities ﬁ Periphery Office Firms I
*  Covid-19 along with the Russia-Ukraine crisis have also

focused attention on supply chain resilience

Risks vs Efficiency Trade-offs in International Supply Chains

Risk Actual ris}
Pe

* In particular the trade-off between risk versus efficiency,
4 with the public having a lower appetite for risk
— Supply chains using Just in Time production models are more
efficient but also more vulnerable big shocks (Ortiz 2021)
— But nationalisation of supply chains does not remove risk —
= it simply changes what and where those risks are

Rewand (cost saving)

Source: Ortiz (2021) Spread Too Thin, The Impact of Lean Inventories; Baldwin and Freeman (2021) Risks and Global Supply Chains: What do we know and what we need to
know

We cannot ignore the effects of path dependence which makes it

difficult to disentangle sector and place based policies

Almost all UK towns who suffered a negative shock in Large scale government expenditure in one location
the 1980s still lagged behind in 2011 has significant leakage to other locations
() Change in MER 1971-2011 vs the shock.  (b) Change in MER 1981-2011 vs the shock, Heatmap of vacancies mentioning Hinkley Point

Bar charts show skill content of
vacancies by region relative to
all Hinkley Point related jobs

Location of software, design,
finance and management jobs
skewed towards London, Bristol

Change i MER 197

]

RO 5 o
‘Crangs in MER 1977 to 1081

Note: Male Employment Rate (MER)

) w—_y

*  New Economic Geography and Complexity Economics emphasise the importance of the different bundles of productive assets
across places —these incentivise businesses who need those assets to co-locate
— But very difficult for policy to create clusters or incentivise businesses to relocate to an underperforming area
*  Once a location loses its more productive / higher skill activities, it can easily slip into a lower skill equilibrium as more
productive firms locate elsewhere

Source: Rice and Venables (2020) The Persistent Consequences of Adverse Shocks: How the 1970s Shaped UK Regional Inequality; BEIS Analysis of Burning Glass data.
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Which is a challenge as the ‘big transitions’ — Automation, Digital,

Net Zero etc. — play out differently across the economy

* Experience of the 1980s suggests policy has to get out ahead of any economic restructuring, or else it can be

very expensive and difficult

* Some examples of where a proactive approach this has been a success (e.g. switch to natural gas, digital
switchover) but the coming transitions much bigger in scale and scope

Automation t%l

Although on balance likely to be neutral
or positive for employment — will still
change large numbers of jobs

Risk of job polarisation affecting the
lower skilled (particularly the young)

Wider questions around job quality,
wellbeing, legal accountability etc.

Digital

Some evidence of ‘J-Curve’ type effects
in the adoption of digital technologies

Could widen productivity divergence as
‘followers’ lack the capacity to make the
necessary complementary investments

Which in turn could lead to a slowing of
knowledge diffusion and adoption

~

Net Zero @

Smaller employment reallocation
implications than automation

But potentially a much bigger challenge
for business investment

Requires a wholescale ‘greening’ of our
capital stock across all sectors —
‘nowhere to hide’

Source: Kariel (2021) Job Creators or Job Killers? Heterogeneous Effects of Industrial Robots on UK Employment; Acemoglu (2021) - Inequality and Automation; Brynjolfsson et
al (2020) - The Productivity J-Curve; Corrado et al (2020) New Evidence on Intangibles, Diffusion and Productivity; McKinsey (2022) The Net Zero Transition

Any Questions?
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Dr. Josh LERNER (J\—/\— RXZE#i¥)

The Dance between Public and Private Investors:
Public Entrepreneurial Finance around the Globe

Jessica Bai, Shai Bernstein, Abhishek Dev, and Josh Lerner

Harvard University and Yale University

IEA-METI-RIETI Conference on New Thinking on Industrial Policy
June 10th, 2022

Introduction

* In recent decades, governments around the world have been increasingly
interested in boosting innovation and the “knowledge economy.”

* One manifestation of this is efforts to boost financing for early-stage ventures.
* In fact, over the last decade, such government programs around the globe reached a scale
similar to the global venture capitagl industry (~$150 billion/year).
* But young high-growth businesses face substantial uncertainty, information
asymmetry and require significant technological expertise.
* Skillful allocation of capital to such companies may be difficult:
* Gompers and Lerner 1999; Kaplan and Stromberg 2003; etc.

* This paper seeks to explore whether government entrepreneurial funding
programs can address capital allocation through ties with private capital markets:
* Ties to literature on collaboration between investors with varied skills and information in
private and public markets.

43




IEA-METI-RIETI £ EXBERERRN> T 7 L >R — EERBEROFEFAS -

Why might government programs may benefit from
private entrepreneurial finance?

Substantial informational asymmetries that affect the selection of new ventures:
* VC frequently make decisions based on “soft information”:
« Kaplan and Stromberg 2004; Bernstein et al. 2016; etc.
* These may be difficult for public officials to duplicate.

Substantial issues surround governance and refinancing of new firms:
* VCs have developed various mechanisms to ensure ability to make “tough” decisions:
« E.g., staged financing (Gompers 1994; Neher 1999).
* May be difficult for government operating alone.

Unlike public officials, private financiers’ compensation is strongly tied to the
success of their investments, affecting sorting of individuals” and their effort.

Highly effective governments can anticipate these problems and collaborate with
private capital markets to address them:
* Acemoglu and Robinson 2013; Stiglitz, Lin, and Monga 2014.

When would governments and venture investors
collaborate?

Provide a conceptual framework based on Lach, Neeman, and Schankerman (2021):

* Governments seek to maximize private returns and project externalities.
* Private investors do not internalize externalities but improve likelihood of success.

* We incorporate heterogeneity in (1) project quality and externalities, (2) VC
effectiveness, (3) private investors’ search costs, and (4) government ability to extract
rents.

We characterize when governments would attempt to attract VC investors by providing
subsidized equity in projects.
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Empirical approach

* The literature to date has largely focused on efficacy of a single program or a
single nation, exploiting a discontinuity associated with the program:

* Bronzini and lachini 2014; Howell 2017; Le and Jaffe 2017; Myers and Lanahan 2020; Santoleri et al.
2020; and many others.

* Or multiple programs in a single nation:
* Kisseleva 2020; Pless 2020.
* These approaches cannot explore when collaboration between public and private
entrepreneurial finance emerge:
* Put differently, existing approaches cannot test framework predictions.

* Remarkably understudied, but key challenge: information about government
funding efforts of early-stage ventures around the globe is not widely available.

Empirical approach (2)

* Hand collect novel data on government funding programs around the globe:
* 755 programs in 66 countries active between 1995 and 2019.
* Attempt to create as complete and unbiased a sample as possible.

* Compile information about the structure and budget of these programs and their reliance on
private capital markets.

* Test theoretical suggestions about the relationship between public
entrepreneurial finance initiatives with local venture capital markets.
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Annual budgets, entrepreneurial finance programs (SB)

(05.25]

(.02,.05]

(.003,.02]

[0,.003]

No Programs Found

0,.002]
| No Programs Found
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ator

Coefficient on Relative Year Indic:

Key findings

* Looking at the appearance of these programs,
results are consistent with the model:
1. Private sector involvement more pronounced when
governments are more effective.
2. Private sector involvement more pronounced when
programs focus on early-stage firms.

3. More private venture activity is associated with
subsequent government entrepreneurial finance,
especially in better-run countries.

In (Highly cited patents+1)
1

. * Looking at impact of these programs, public
! entrepreneurial finance programs are associated
T with a higher growth in patenting activities.

5 l I + l * Results suggest that private entrepreneurial
finance can help public programs mitigate
i information and capture issues.

-2 -1 0 1 2
Year around policy imtiation

Thank You!

A

Josh Lerner

Jacob H. Schiff Professor
Entrepreneurial Management Unit
Harvard Business School
Boston, MA 02163 USA

josh@hbs.edu
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SHR— (—BXFHR)

Comments

June 10, 2022

Eiichi Tomiura

Hitotsubashi University/RIETI, Japan

On main presentations

* Prof. Goolsbee
AER (1998) = Unintended effect of policy (okubo &

Tomiura “Industrial relocation policy, productivity, and heterogeneous plants:
Evidence from Japan,” Regional Sci & Urban Econ 2012)

* Prof. Lerner

Policy effective if financial institutions involved

(Okubo, Okazaki & Tomiura “Industrial cluster policy and transaction networks:
Evidence from firm-level data in Japan,” Canadian J. of Econ, forthcoming)
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My remark on data for “new” industrial policy

* “New” targets & tools 2 Measurement problem
* Evaluation = Strict identification (randomization impossible)

* High-frequency Big Data accumulated in private sector
* Research design in urban econ. on place-based policy

- Forward-looking design of data collection scheme for
future policy evaluation (Japan’s RIETI planning a trial)
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Japan: Private banks’ asset compositions

How to redirect resource to productive risk capital from risk-free assets?

76.4%
80% Loan
S =0ans, commercja| bonds : 59.8%
) — »ONas and stock
70% S——— il )
e 52.6%
60 e ——
V?%‘(At‘*%*’x\,
509
40%
20.8% 27.5%
309
. cash
209 6.8% ¢ securities pepostt = S
Govemﬂ"e“ :
107 360/0 \__———-‘
0% 4.9% Abenomics
& e > S s g8 8 28 S 8 & o 3 &8 5o g g
$ &8 338 3ggg¢g¢g¢g g s S &8 &8 &8 &8&888 8§ &

Political domain

Holistic approach of industrial Sociely :
. . . ublic intere. echnology
policy based on communications 2 \

:aliongll “<€—>» president
SSeMDYY priority setting

External domain

Current trend
A

Exe C u ti o n O rg a n S a re p i VOt Achievements Directives Funire directions
of communication among: '
« External domain & %oy

Ministries Ministry of Finance \

e POI |t|Ca| domain : Pro;ec.'s\r /Budger "

\ Goal:

* Ministries and business ST g

. . . i 0?_/\/\ Execution organs
S O N N
fl rm S Wlth I n O pe ratlo n a I 5/ 'Fmance Incentives, Regulations

Business firms

. |
d O| l Ia I n \ Investment, Exports, Innovation, /

> ,
~ Productivity, Employment & Income _
e -

May not be sufficient but necessary to mobilize T e
working capital in the era of hyper-uncertainty.
Operational domain

Hamaguchi (2022) “Industrial Policy and Structural Transformation of Brazilian Economy,” Ohno et al eds. Policy Learning for Industrial Development and the Role of Development
Cooperation, JICA Ogata Sadako Research Institute for Peace and Development.
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