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SUMMARY

This paper has highlighted case studies made with the petroleum industry to examine
what the deregulation of Jgpan's government regulated industries means and what problems it
faces. Thereaultsof these sudies can be summed up asfollows.

Fra of dl, there is a kind of mutudly intengfying effect between government
involvement and indudry fragility, creating a downward spird between the two. In
consdering indugtrid deregulation, it is imperative that not only the aspect of indudrid
regulation causing the industry's fragility ([a] Sde) be examined, but dso the aspect of industry
fragility conversdy generating government involvement ([b] side) be studied.

Second, in the so-caled regulated industries where the above-mentioned mutualy
amplifying effect is exemplified, it follows that any progress of deregulaion made by exterior
factorswill not necessarily lead directly to strengthening the business congtitution of the industry
concerned.  The cause of this phenomenon is found on the [b] Side of the mutualy amplifying
effect. In many cases, the companies comprising the regulated industries are not strong enough
to endure surgicd operation, that istheintroduction of amarket economy.

Third, to make the deregulation of the regulated indudtries truly meaningful, it is
necessary that the implementation of deregulation be sophisticated enough to effectively induce
the strengthening of the business congtitution of the industry.  The effective way isto limit the
duration of the regulation (induding government financia support), and then let the regulated
companies exploit the governmenta involvement (support) till it expires, to help strengthen their
business condtitution.

As cited as the second implication, currently most of Japan's regulated industries are in
atype of bottleneck characterized by the combination of on-going deregulation and no progress
inradica reform.  To bresk this bottleneck does not mean cdling off the on-going deregulaion



(Policy A) or continuing the common assumption tha "it is sufficent if a semblance of
deregulation is achieved” (Policy B). Policy A ignoresthe [g] sde of the mutudly amplifying
effect mentioned earlier. Policy B makes light of the [b] Sde. To make deregulation of the
regulated industries truly meaningful, apractical and flexible way of thinking must be employed
whereby government involvement is exploited within alimited period of time while, at the same
time, efforts are made to strengthen the industry concerned.

Concretely speaking, the direction Japan's petroleum industry should choose may be
found among the following: to develop verticdly integrated companies, to pursue horizonta
integration, and to operate strategicaly, including the purchase of exigting oil fidds. Needless
to sy, the necessary driving force lies with management effort by the oil company itsdf.
However, it cannot be said that there is no room at dl for government intervention.  As the
German ca=e illudtrates, government involvement can be effective if given in a sufficiently
sophigticated manner that limits its duration and alows exploitation by the industry until it

expires so asto effectively reform theindustry.



.  INTRODUCTION

This paper will highlight case studies made with the petroleum industry to examine
what the deregulation of Jgpan's government regulated industries means and what problems it
faces. The petroleum indugtry of postwar Japan has continued to be a typicd example of a
"regulated industry”. A "regulated indudry” means an industry where government
involvement in the business definitely regulates the actions of those companies which comprise
theindustry.

Since the middle of the 1980s, the globa wave of market economy has been growing.
In this worldwide climate, there have been loud cdls for the emergence of market economies
and for the dimination of governmentd involvement. Considering the bottleneck Stuation (to
be dedt with in detail laer, in Section Il of this paper) that has been dominant in Japan's
petroleum industry since the end of the Second World War, an expanded market economy will
be thelogica choice of direction. However, to merdly point this out and be content to assume
the bland attitude that "d&l that needs to be done is smply to achieve deregulation” is not
something to be condoned!.  This should not be forgotten.  In examining the effects a market
economy brings, the make-up of the mDarket player as one to derive such effects and how he
should play, dso needs to be discussed?.  Just considering a market economy to be amighty
without looking &t it from the market player's perspective will often cause no less confuson than
does conddering government control to beacure-al.  If confusion arisesin the energy industry
as an industry that directly affects nationd security, it would cause serious and substantia socia
damage. To pursue an expanded market economy in the energy industry;, it is necessary to look
at things from the market player's point of view. A redigtic and flexible idea should be adopted
with regard to the deregulaion of the energy industry, whereby the government'sinvolvement is
put to good use within a limited period of time, and, at the same time, the condtitution of this
industry must be strengthened (that is, by fostering Stronger players) so as to make government
involvement unnecessary.

With thisin mind, what deserves specid atention isthat since the middle of the 1980s,



deregulation has shown steady progressin Jgpan's petroleumindustry.  Now, when government
intervention regresses in favor of deregulation in government-regulated indudtries like Japan's
petroleum industry, what Situation will occur ontheindustry side?  Isit safe to say that having
the market economy introduced through deregulation (or having the government less involved)
would redly help srengthen the petroleum industry's inherently inadequate capability for
sysemdization and adjusment? To make deregulation of the regulaed indudtries truly
meaningful, what should be done?

In order to answer these questions, this paper takesthefollowing seps.  Fird, Section |
considers why the petroleum industry has been so week in Japan, thereby showing that the
reason lies in a "downward spird of government involvement and the industry's fragility”.
Then Section 111 looks back on the process of the deregulation in Japan’s petroleum industry and
points out its problems.  Section IV examines the Situation of the world oil businesses, so asto
derive lessons which Jgpan can use.  Section V makes clear the choice of direction which
Japan's petroleum industry should teke.  Section VI concdludesthis paper.



. DOWNWARD SPIRAL OF GOVERNMENT INVOLVEMENT AND
INDUSTRY
FRAGILITY

1. Fragility of Japan's petroleum industry and reasonsfor it

In present day Japan, the deregulaion of different regulated indudtries has been
promoted on groundsincluding: (1) deregulation is necessary to cope with globadization, (2) it
will benefit the consumer, (3) it will save cost and expense (including financid subsidies)
incurred with government control, and (4) it will strengthen the industry’s condtitution.  The
most remarkable of these here is (4), for behind this reasoning is the recognition that
governmentd intervention tends to make the nation's indusirid congtitution fragile. 1t can be
said that thisrecognition itsdlf is correct when judged from the case of the petroleum industry.

What are the structurd wesknesses of Jgpan's petroleum industry viewed from an
internationa perspective?  On this question, Tomoaki Saito pointed out asfollows, in 1990:

"Jgpan's oil companies are said to be handicgpped in the very indudtrid congtitution as
compared with oil companies in America and European countries.  That is, this observation
comes from the thought that the oil business requires vertica integration to ensure a stable and
solid business management.  Leading oil companies in America and European countries let
operating profits from their upstream operations support their downstream operations, while
Japan's oil companies have only downstream operations in which operating profits are low.
Besides, with 11 ail retallers and 29 oil-refining companies, the oil business in Japan has too
many companiesinvolved as compared with its market Sze, resulting in small market sharesfor
each company.  Oil companiesin Europe have ail refining capacities more concentrated than in
Japan, and in America, where oil refining companies are less concentrated than in Japan, the
ratio of sdlf-supplied petrol gations is higher, alowing each company to enjoy a higher market
share in different market areas.  In Jgpan, most ail retailers each have nationwide operations.

The background of this unfavorable industrid structure as compared with other countries has



combined with Jgpan's own built-in busness conditution to makﬁ the country's petroleum
industry unable to diminate astate of chronic excessive competition."®

In other words, Saito pinpointed two sructurd wesknesses in the Japanese oil business.
Specificdly, a lack of vertica integration leads to the separation of the upstream operations
(exploration and production) from the downstream operations (refining and digtribution) and a
"dructure of excessve competition” in the downstream sector where Jgpan's mgor oil
companies operate.  This "dructure of excessve competition” is the fact that there are too
many oil companies of too smdl asize. In Jgpan's petroleum industry, too large a number and
too smdl asze of oil companies exist nat only in the downstream but aso in the upstream to the
same serious degree.

What is the origin of the fragility of the petroleum industry in postwar Japan, as
summed up by the two points of "separation between upstream and downstream™ and “too large
anumber and too smdl asze of oil companies'? One eadly redized factor isthe limitations
imposed by foreign capitd.  Asshownin Table 1, in the four immediate postwar years between
1949 and 1952, Jgpan's petroleum industry entered into one agrﬁemem after another with
Anglo-American oil companies mostly subsidiaries of the il mgjors®, for aliances with foreign
capitd. As aresult of those agreements, Jgpan's oil companies adopted a domedtic refining
system which dlowed the Anglo-American oil companies, as the partners in the dliance
agreements to supply Japan's oil refineries with crude oil. That is to say these dliance
agreements resulted in Japan's oil companies operating mostly downstream, thereby contributing
to the separation between the upstream and downstream operations of Jgpan's petroleum
industry.

<Table1>

However, it may be incorrect to make too much of the regtrictions imposed by foreign

capitd as the factor respongble for the fragility of Japan's petroleum industry. A series of



adliance agreements with foreign capita has nothing to do directly with the excessive number of
Japan'soil companiesand their smdl size.

Congdering the following three facts, the limitations imposed by foreign capitd on
Japan's petroleum industry can be regarded as not necessarily a decisive factor in the separation
between upstream and downstream operations. (1) Since 1962 when the Petroleum Industry
Law was enacted, theratio of foreign affiliates in Japan's petroleum industry has declined, dueto
the growth of indigenoudy owned oil companies.  (2) Sincethe middle of the 1960s, especidly
after the ail crisesin the 1970s, the Anglo-American oil companies which have dliances with
Japan's oil companies have been playing reatively diminishing roles in supplying crude oil to
Japan's ail refineries as a reflection of the diminishing influence Othhe mgors in the world
market. (3) Since 1978, some of the dliances have been Iﬁermi nated®, indluding, for instance,
Caltex having withdrawn from the Japanese market in 1999°,

If this is so, wha brought about the fragility of Japan's petroleum industry? The
answer to this question should lie in the way the government involved itsdf in the petroleum
industry.

2. Separ ation between upsiream and downstream

It was the Petroleum Indudry Law indituted in 1962 that played a greet role in
bringing about the separation of the upstream and downstream sectors, which representsthe first
feature of the fragility of Japan's petroleum industry.  The mgor provisions of thislaw include:
(Artide 3) the Minigter of Internationd Trade and Industry draws up oil supply plans, (Artides4
through 6) a business wishing to engage in the oil refining indudtry is subject to government
approvd; (Artide 7) new or incressed capacities of the desgnated ail refining facilities are
subject to government approvd; (Artidles 10 and 12) both ail products production plans and ail
import plans must be submitted to the government for declaration; and(Article 15) when needed,
the Minigter of Internationa Trade and Industry sets standard prices for petroleum  products.

In brief, thelaw amsto ensure astable oil supply by contralling the oil refining industry.



Noteworthy hereisthe fact that, in ameeting of the Energy Council which was set up
in 1961 as an advisory organ for the Minigter of Internationa Trade and Industry and which
played an important role in working out the Petroleum Industry Law, Yoshitaro Wekimura as a
member of the council stated his minority opinion asfollows:

"There is no need for this law to be indituted as the ample business shares under
government influence are secured even now and they are unlikely to declinein future.  Rather,
it is feared that control by law would help reduce the business shares.  As for measures to
ensure astable ail supply, the phase we are going through now does not focus on the oil refining
industry.  Instead, now seemsto bethetime I:Ito make a comprehensve assessment of crude ol
production and the avail ability of oil tankers"”

Wekimura disagreed with the mgority opinion that atention be focused on the
oil-refining sector (downstream sector), pointing out the importance of the il production sector
(upstream sector) and the transportation sector and thereby denying the need for the petroleum
industry law itsdf. This minority opinion by Wakimura, however, ended up being ignored.
The Petroleum Industry Law, which was indtituted in accordance with the mgority opinion at
the Energy Council meeting, legdized the measure to focus governmenta control on the ail
refining sector, hel%i ng cement the separdion of the upstream and downstream sectors of Japan's
petroleum industry®.

3. Too many, too small oil companies

The way the government involved itsdf heped to solidify the separation of the
upstream and downstream sectors as one aspect of the fragility of Japan's petroleum indudtry, as
isthe case with the petroleum industry law.  What brought about the fact of many and too smadl
oil companies as ancther agpect of the fragility of the Japanese petroleum industry? Let me
date my conclusons fird. With this aspect dso, it appears that the way the government
involved itsef meant alot. Before going about proving this point, let me confirm the fact that

Japan's petroleum industry hastoo many oil companies.



In 1997, Japan's entire petroleum industry had tota reserves of 4,461 million barrels of
oil and 12 trillion cubic feet of naturd gas, produced 683 thousand barrels per day of ail and
1,646 million cubic feet per day of naturd gas, and had 5,323 thouwn% barrds per day of ail
refining capacity and 4191 thousand barrels per day of oil products sdes’.  Compared with the
respective figures in Table 2, these figures for the Japanese petroleum industry show the
followingfacts.  Taking dl the oil companies together, the Japanese petroleum industry has: (1)
an upstream sector (see the tota figures of its oil reserves, natura gas reserves, oil production,
and naturd gas production) of asize dmost equal to that of any one (EIf or Tota-Finaor ENI) of
the nationd flagship oil companies (which will be dedt with in detal later, in Section 1V) in
Europe's non-oil-producing countries, and (2) adownsiream sector (seethetotd figures of its ail

refining capacity and oil products sales) of asize nearly equal to that of one of theoil mgors.
<Table2>

If the upstream and downstream operations of Jgpan's petroleum industry were each
integrated into one oil company, such a company each would have a sze on a par with the
world's top dass. In redity, however, there are too many oil companies operaing upstream
and downstream in Jgpan.  Taking the downstream sector, as of 1998, the number of Japan's il
refining companies and retailers together was 29 as shown in Teble 3. Taking the upstream
sector, there are obvioudy too many companies operating.  In Jgpan, an oil company which is
launching into upstream operationsis digible for government investment and financing through
Japan Nationd Qil Corporation (which is Japan Oil Deveopment Corporation established in
1967 and renamed in 1978 with its commencement of oil reserve rated business). As show&l
in Table 4, parent companies (private-sector companies as largest shareholders) of projects'®
with financing from Japan Nationa Oil Corporation and other companies financed by Japan
National Oil Corporation indeed total as many as 28 as of the 1997 yearend. Too many
Japanese oil companiesleadstotoo smdl asze.  This Stuaion, coupled with the separation of



the upstream and downstream operdions as another factor, accounts for the redlity that none of

Japan's oil companiesisamong the world top 50 as pointed out in Table 2.

<Tabhle3>
<Tabhle4>

When the subject of "too many, too smdl Japanese oil companies’ in Jgpan's
downstream sector is discussed, the term "excessve competition™ is often used.  Factors often
cited as respongble for this"excessive compstition” indude: (1) surplus capacity for ail refining,
(2) production and sales gaps (ol refining capacity exceed saes capability), (3) digortion of the
oil products pricing system (to be more specific, gasoli In:|e doneis priced far above the other ail
products), and (4) too many independent petrol stations™.  OFf primary importance among these
four are(1) and (2), which are closdy rdlated. What contributed most significantly to making
these two factors tangible was the fact that in applying the Petroleum Industry Law, favorable
policies in the gpprova of new or additiona oil refining capabilities were considered for those
indigenous oil companies, such as Kyodo Qil, which do not have adequate sales capabiilities. It
can be said "too many, too smdl oil companies’ in Japan's petroleum industry became aredlity
in close connection with governmentd involvement and intervention.

In Japan's upstream sector, the Stuation is not much different.  The upstream sector,
which consgts of oil exploration and oil production operaions, suffers from the dructura
problem characterized by the "rampant presence of smal-szed oil development companies’ and
"busness operations with a focus danted on oil exploration”. The former problem, to put it
differently, can be said to be "too many, too smdl oil companies operating upsream”. This
was caused by the fact that the investment and financing by Japan Nationd Oil Corporation in
oil exploraion companies under the Japan Nationd Oil Corporation Law (the Jgpan Oil
Development Corporation Law indtituted in 1967 was renamed upon the 1978 revison) was

meant to meet the principle of equa opportunities, which would lead to the presence of
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smdll-sized oil companies.  The latter problem also came from the fact that in its selection of

investment and financing targets, Japan Nationd Oil Corporation gave priority to exploration of
new ail fieds rather than to the purchase of exiding fidds. The fragility of the upstream of
Jgpan's petroleum indugtry aso came tangible in cdose reationship with government
involvemen.

As evident from the discussion so far, government involvement under the Petroleum
industry law and the Japan Nationa Oil Corporation Law was the factor which helped to cause
sructurd problems. This helped to solidify the separation of upstream and downstream
operations in Jgpan's petroleum indudtry (to put it differently, to block the progress of vertica
integration) and to bring about the "too many, too smal oil companies’.  The cause-and-effect
relationship, as one ground for deregulation, whereby governmentd involvement may leed to
thefragility of the targeted industry can aso be confirmed with Japan's petroleum industry.

4. Downward spiral of government involvement and industry fragility

It would be problematic to point out the above perspective done.  For between
government involvement and indudtry fragility, there is not only the relationship of the former
defining the latter, but thereis dso the rdationship of the latter defining theformer.  To cometo
grips with the "rdationship of the indudtry fragility defining government involvement”, it is
necessary to take a wider view of the actud gStuaion of Jgpan's government-indusiry
relationship.

Onething of hdp in assessing the actud state of the government-industry relationship
isthe question of why, even between industries of Smilar developmenta phases which are under
the jurisdiction of the same mi nisltﬂ or government agency, there are different degrees of
governmental involvement offered™.  In addition, the most suiteble due to answering this
question can be obtained by making a comparison of the Electric Power Industry Law and the
Petroleum Industry Law which apply to the e ectric power and petroleum industries respectively,
for which the developmental stages are not widely different.
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The Electric Power Industry Law and the Petroleum Industry Law have many things
in common. Both are under the Minidry of Internationd Trade and Industry (MITI), both
concern an energy industry of a high degree of public interest and include provisons involving
regulations relating to public interest, both are individua indudry laws with limited scope of
application to the particular industry, and both were introduced more or less & the same time
(the Petroleum Indusiry Law in 1962 and the Electric Power Industry Law in 1964). However,
when viewed from the point of governmentd roles, the two laws will be found to have dmost
contragting differences.

The Electric Power Industry Law gave legd gpprova beaedly to the thl%lw exiding
dectric power supply systems shared by nine private electric power companies™®.  In this
manner, the Electric Power Industry Law can be regarded as inheriting the basic principle
behind the 1951 reorganization of the dectric power industry, which had abolished
governmenta control of the nationd dectric power supply since 1939 and given hirth to the
electric power supply system by the nine private-sector eectric power companies.

On the other hand, the Petroleum Industry Law aimed to continue and strengthen
governmentd involvement in the petroleum industry.  Giving the government the right to
gpprove new and additiond capacities, make production adjusments, declare standard prices
and do other things, this law provided "VI%/ strong means of adminidrative intervention in
individual companies business operations"*

The fact that the Electric Power Industry Law and the Petroleum industry law provide
different roles to be played by government (MITI) helps to upset in the argument about the
government-indudtry relaionship.  As long as one I:clonsi ders MITI's indugtrid policies from a
one-sided perspective, as the conventiond thought'® does, one cannot possibly give a logica
explanation of the reasons for the different roles played by MITI. This goes to show that the
approach of cading light chiefly on the government Sde aone to understand the
government-industry relationship hasits own limitations.

If the conventiona approach, which focuses on the government role fird, is
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problematic, what are the dterndiives? To state my condusion fird, the approach one should
take to assess the government-industry relationship is to first focus on industry's cagpability for
systemétization and adjustment and then proceed to va ue the government role as supplementary
to such capabilities of theindustry. That isto say one should primaxily illuminate the industry
sde, unlike the conventiona gpproach which focuses on the government role.

In having the Electric Power Industry Law indtituted, Japan's dectric power industry
showed leadership. Disagreement can be anticipated inasmuch as, with this industry as one
where regiond monopolies are ensured, it is easy to make adjustments within the industry to
show such leadership. 1t should not be forgotten, however, that such regiond monopolieswere
non-exisent until 1931 with the eectric power companies operating in rigorous competition
with one another, and that the industry then had its own initigtive to make adjusments. In
1928, Yasuzaemon Matsunaga, then Vice President of Toho Electric Power Co., Ltd. made
known "A Persond View on Regulating the Electric Power Industry”, which foresaw the
reorganization of Japan's eectric power industry 23 yearsbeforeit took place.  This shows how
high a degree of adjusment capability the eectric power industry had then. (Hence the
leadership Matsunaga showed in having the reorganization of the dectric power industry of
1951 indtituted).  In the process of indtituting the Electric Power Industry Law (made effective
as from 1965) after the regiond monopolies were achieved, the dectric power industry
continued to pursue rationaization, which incduded making "therma main, hydrodectric
secondary” in the dectric power source mix and "oil man, cod secondary” in the therma
generation fud mix. Thus, the capability for systematization of the eectric power industry
which is capable of pursuing such rationdization efforts on its own was an important driving
force behind the belated legd approva of the existing electric power supply system by the nine
private-sector e ectric power companies under the Electric Power Industry Law.

In contrast to the eectric power industry, Jgpan's petroleum industry did not show
leadership in having the Petroleum Indudiry Law indituted. With this industry, part of the

forces within the indudiry tried to take advantage of governmentd intervention so as to contain
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the forces of their competition. They include, for instance, foreign affiliate oil companies,
which atempted to contain Idemitsu Kosan Co., Ltd. then enjoying growing sdes. Those,
which tried to exploit the Petroleum Industry Lalﬁ had dso to comply with the provisons
therein which worked against their own interests™”.  In this manner, the petroleum industry,
which had insufficient cgpability for sysematization and adjustment as compared with the
electric power industry, was brought under the control of the Petroleum Industry Law that
features governmentd involvemen.

The cases which have been examined with the Electric Power Industry Law and the
Petroleum Industry Law offer important cluesin addressing theissue of "why isit theat there are
smdl and large degrees of governmentd involvement or meddling even between industries
which belong to the same minigtry or agency and are at Smilar stages of development?’ The
answer is that with an indusiry which is capable of systematization or adjusment, the
government gets involved in a limited manner, while, with an industry which is not, the
government tends to meddle in a big way. The Electric Power Industry Law represents the
former whereas the Petroleum Industry Law exemplifies the latter. These paralels would
apply to many indudtries other than the eectric power and oil industries.

To sum up thisdiscussion, what makesit likely for the government to get involvedina
ggnificant way is primarily that the industry in question has inadequate capability for
systematization or adjusment. Tha is, fragility of the indudry aitracts governmenta
intervention.

This section has dedt with the rdationship between government involvement in an
industry and industry fragility, first pointing out the agpect where the former causesthe latter and
then the aspect where the latter generates the former.  There isakind of mutualy amplifying
reection between the two, and, to put it differently, this means the two have a rdationship
characterized by a downward spird. If the Studion is left as it is, the industry fragility
generates the government meddling, which in turn worsens the industry fragility, leading to

further intervention by the government. This vicious cirde could continue endlesdy.
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Government-regulated industries in Japan, induding the petroleum industry, are in urgent need
of breaking thisviciouscircle.

Now, when government intervention regresses in favor of deregulaion in
government-regulated industries like Japan's petroleum industry, what situation will occur on the
industry Sde? Assuming that the relationship between government involvement and industry
fragility is not one to be mutudly amplified but unilaterd with the former smply being the
reason for the latter, conducting the surgica operation of introducing a market economy to the
industry might have led directly to overcoming the industry fragility. As a matter of fact,
however, the relationship between the two tends to be reciprocaly amplified, making it likely
that indudtry fragility generates the government intervention on the other hand.  With this in
view, is it safe to say tha having the market economy introduced through deregulation (or
having the government less involved) would redly help srengthen the petroleum industry's
inherently inadequate capability for systematization and adjusment?  Let me examine this

point below.
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1. PROBLEMSOF DEREGULATION IN JAPAN’'SPETROLEUM INDUSTRY

1. Process of deregulation

In order to determine whether the introduction of a market economy through
deregulation would contribute to making adequate the industry's inherently inadequate capacity
for systematization or adjustment, it is necessary to know how the deregulation effort has been
going. An overview of the process recently made in the dereguletion effort of the petroleum
industry indicates that there are roughly three phasesinvolved.

In the first phase, the five-year action plan was carried out in a phased manner on the
bass of the June 1987 report of findings by a Petroleum Council, Petroleum Department
Mesting, Sub-committee on Fundamenta Problem of Oil Industry. The process of carrying
out the five-year action plan included the following measures taken: flexible application of the
permission for secondary equipment (July 1987), abolition of gasoline production quota (March
1989), abalition of the guidance on kerosene stockpiling (September 1989), abalition of the
guidance on sarvice daion congruction and on service dation transfer (March 1990), flexible
gpplication of goprova for primary equipment (June 1991), abalition of guidance on crude ail
trestment (March 1992), and abalition of the fud ail tariff quota system (March 1993.). This
first phase provided the preliminary stage for the deregulation of the petroleum indudry.

In the second phase, the deregulation of the ail distribution sector was carried out on
the bass of the December 1994 find report of findings by a Petroleum Council, Petroleum
Depatment Mesting, Sub-committee on Fundamenta Problem of Oil Policy. The mogt
important incident in this phase was the abolishment of the Provisona Measures Law on the
Importation of Specific Petroleum Refined Products in April 1996 to liberdize the importation
of gpedific petroleum refined products.  This was followed by the abalition in October 1996 of
the desgnated area system, which had new and additional petrol stationsin check.  Continuous
progress was made in the deregulation of the oil distribution sector, including: the substantia
liberdization of the export of petroleum refined products in July 1997, the abalition of the
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primary oil supplier verification system in January 1998, and the liberaization of the manned
sf-sarvice petrol daion in April 1998. It can be sad tha the deregulaion of Japan's
petroleum industry began to progress in earnest during this second phase dedling with the all
digribution sector. O

In the third phase, which is now in progress'2, the deregul ation which started in earnest
with the ail digtribution sector spread to the ail refining sector and to the oil exploration and
production sector. The June 1998 report of findings by a Petroleum Council, Petroleum
Department Meeting, Sub-committee on Fundamenta Policy favored abolishing the petroleum
supply-demand adjustment and control by the Petroleum Industry Law and proposed a
fundamenta review of the Petroleum Industry Law itself which defines what Japan's ail refining
sector should be like.  In June 1998, the criticism by then Minigter of Internationd Trade and
Industry, Mitsuo Horiuchi helped to trigger "the Japan Nationa Oil Corporation issue," with the
result that the raison d'ére of the corporation itself was questioned anew.  Currently, in light of
this Stuation the Ple:trloleum Council, Development Department Meeting, Sub-committee on
Fundamenta policy™, which started in March 1999, is now considering what the oil exploration
and production sector should belike.

The reason for the progress in the three-phased deregulation of Japan's petroleum
industry as explained above was not the Stuationd changes within this indusiry as an interior
factor but the socid climate clamoring for deregulation per se (or akind of "outside pressure” in
the eyes of the petroleum indusiry) which began to grow in the late 1980s.  This can be seen
from the examining processes of the 1994 Petroleum Council, Petroleum Department Mesting,
Sub-committee on Fundamental Problem of Oil Policy which proposed abolishing the
Provisond Measures Law on the Importation of Specific Petroleum Refined Products, and also
from the examining process of the 1998 meeting of the same sub-committee which proposed a
fundamenta review of the Petroleum Industry Law. These two sub-committee meetings
repeated the examining process characterized as follows. (1) Representative councilors from

ail refining companies and oil retailersingsted on the continuation or practical succession of the
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Provisonad Measures Law on the Importation of Specific Petroleum Refined Products and of
the Petroleum Industry Law. (2) The disagreements in opinion between the pro-abolition
representetives and the anti-abolition representatives from the petroleum industry were not
resolved. (3) Ultimately, a certain palitica judﬁnent is relied on to work out abolition or
fundamenta reviews of laws and messures®. The Petroleum Coundil, Development
Department Meeting, Sub-committee on Fundamenta Policy, which started in 1999 and isin
sesson now, dso saw senior members from Japan Petroleum Mining Association as best suited
to represent the interests of the oil development companies, indgting that the investment and
financing by Japan Nati onEI Oil Corporation must survive and even be expanded, a scene which
somewhat resembles (1)*.  The situation in (1) above shows that the deregulation of the
petroleum indusiry was not carried out by initiatives from within the indusiry.  The above (2)
and (3) drongly indicate that a each of the sub-committee meetings, the "outsde pressure”
worked, effectively making the political judgement prevail that "we must not let disagreements
in opinion prevent deregulation from being carried out”. It would be gppropriate to consder
that the deregulation of Jgpan's petroleum indudtry is pushed forward not by interior factors but

primarily by exterior factors.

2. Lack of grategicreforms

Has this industry's deregulation driven by exterior factors and the retrest of the
government's involvement helped foster the capabilities for systematization and adjustment of
the petroleum industry with inherent insufficiency of these capabilities? Regrettably, the
answer cannot but be negetive asthe present Stuation ands.  The Jgpanese petroleum industry,
which has hitherto been "used to being regulated”, now findsitsdf unable to implement srategic
reforms, ingead, just focusing its atention on how to cope with the Stuaiond changes just
emerging beforeit.

The "gtuationd changes just emerging with the deregulation” with which the

petroleum indudtry is confronted are, in short, its sharply declining operating profitability (How
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the business results of Japan's ail refining companies and oil retailers are worsening can be seen
from the 1998 company-wise results in Table 3. On the symptomatic responses to cure the
Japanese petroleum industry suffering from worsening profitability, recent editions of the Qil

Year Book and the Natural Resources & Energy Year Book state asfollows.

"1995 Qil Year Book": "This series of deregulaion measures is meant to provide a soft-landing
for full liberdization. But asit dands, itis nolt:rlndd ng progress as intended, making
itfarly likely that therewill be ahard-landing."*

1997 Oil Year Book™: "One year dfter the abalition of the Provisonal Measures Law on the
Importation of Specific Petroleum Refined Products, the petroleum industry's
profitability showed sharp declines.  For the year 1996, the operaing profits of the 29
oil refining companies and oil retailers together were 114,259 million yen, down about
40% from 187,574 million yen for 1995, having narrovvlhavoi ded fdling below the
100 hillionyenlevel. Thisistheworst result since 1985."%

"1997/1998 Naturd Resources & Energy Year Book™: "Since the 6th year of Heisal (1994)
when abalition of the Provisond Measures Law on the Importation of Specific
Petroleum Refined Products began to be discussed, competition intengfied in
anticipation of the forthcoming liberdization, resulting in significant declinesin prices
of refined petrol GI:JIm products, which led to rapidly worsening business operations for
each oil retailer®

"1998 Oil Year Book": "The intensfied competition after the abolition of the Provisond
Measures Law on the Importation of Specific Petroleum Refined Products led to
widespread depression of the market, with reduced sales margins lowering operating
profits and contributing to the rapidly worsening financial condiitution of the ail
busness. The average ratio of operating profits to sdes in 1997 was 2.77% for dl
industries and 3.92% for the manufacturing industries wheress that for the 29 ail

companies together was merely 0.40%. ...The average ratio of operating profits to
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tota capitd was 2.60% for dl indudtries and 3.60% for the manufacturing industries
wheress it was far below a 0.53% for the 29 oil companies. ...In the previous year
(1996), the average ratio of operating profits to sdes for the 29 oil companies was
0.73% and the average ratio of operating profits against total capitd was O.98°/c|;.__|both
thelowest for al mgjor industries.  The year 1997 saw profitability fall further."?
"1999/2000 Naturd Resources & Energy Year Book": "The abolition of the Provisond
Measures Law on the Importation of Specific Petroleum Refined Productsled to sharp
declines in gasoline prices and new entries by mgor distribution companies into the
petrol station operation, causng ﬂEI petroleum indudry to face a rigorous busness

dimate of intensified competition."?

Confronted with a fast worsening business, which was made tangible by deregulation
(especidly the abalition of the Provisond Measures Law on the Importation of Specific
Petroleum Refined Products), "Japan's ail refining companies and oil retallers were brought to
the gtuation where they had to push ahead of others with corpolialte restructuring plans to

maximize rationalization and efficiency so as to ensure profitability."*’

There was some degree
of progress seen in the petroleum industry's reorganization, as is the case with the April 1999
merger of Nippon Oil Co. and Mitsubishi Oil Co. (the birth of Nisseki Mitsubishi). But asa
whole, the behavior of Japan's oil companies in the past severd years has never exceeded the
scope of symptomatic reections.  This is why the answer to the question: "Have the
deregulation of the industry and the retreat of the government's involvement helped foster the
cgpabilities for sysematization and adjusment of the petroleum industry with inherent
insufficiency of these capabilities?’ hasto be negative for now.

As has been discussed, currently Japan finds itsdf in a suffocating blockade where
some deregulation is being implemented and yet radica reformisnot progressng.  What needs
to be done to progressvely bresk this blockade is not to stop the on-going deregulation effort or

to assume the bland attitude that "it is sufficient if a semblance of deregulation is achieved.”
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Then, what isthe choice of direction Jgpan's petroleum industry should teke from now? To go
on following the direction it chooses, how should deregulation of the industry be pursued? To
answer these quedtions, it is necessary to recdl the lessons from the experiences of foreign ail

companies.
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IV.  EXPERIENCESOF FOREIGN OIL COMPANIES

1. Thepresent Stuation of thewor|d’'s petroleum firms

Table 2 referenced above shows the world ranking of the top 50 oil companiesin 1997
on the basis of information in PIW (Petroleum Intelligence Weekly).  Theranking in this table
is an over-adl view made available by ranking the 50 largest oil companies by each of the six
factors of oil reserves, naturd gas resarves, oil production, naturd gas production, oil refining
cagpacity, and ail products sdes, and then applying the average figures for ranking. The table
showsthat the world's mgor oil companies are of threetypes.

The firgt type includes the so-caled "oil mgors" condsting of Anglo-Dutch Royd
Dutch Shell (No.3 on the over-dl scae), Americas Exxon (No.6), Mobil (No.7), Chevron
(No.11), Texaco (No.13), UK-based BP (N0.10). Four (oil reserves, natura gas reserves, oil
production, natura gas production) of the six factors used in the average ranking figuresin this
table concern the upstream sector, making for the tendency that oil companies operating in the
upstream sector are ranked high.  If only the two factors (oil refining capacity and oil products
sdles) which concern the downgtream sector are conddered for the ranking figures, the ail
majorswill be ranked sill higher, (maki ngl:Rloyd Dutch Shell No.1, Exxon No. 2, Mobil No.3,
BPNo.5, Texaco No.7, and Chevron No.9%), dl in thetop ten.

The second type covers state-owned oil companies of oil-producing countries such as
Saudi Aramco (No.1 on the over-dl scde), Venezudas PDVSA (No.2), Iran's NIOC (No.4),
Mexico's Pemex (No.5), Kuwat's KPC (No.8), Indonesas Pertamina (N0.9), Algerias
Sonatrach (No.12). Thesefirmsare mgor players no less strong than the mgors, with somein
thetop ten even in the downsiream sector (PDV SA No.4, Saudi Aramco No.6, Pemex No.8).

The third type includes state-influenced oil companies of non-oil-producing countries
such as Itay's ENI (N0.18 on the over-all scae), France's Totd (No.20), EIf (No.21, called "EIf
Aquitaing' tobemoreprecise).  Of these, Total has newly organized as Totd Finaiin 1999 after
having acquired Petrofina.  If Total Finahad existed in 1997, it would have ranked No.11 next
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to Chevron (See Table 2). Also in 1999, it was announced that Total Fina was planning to
acquire EIf Aquitaine. If this plan is redized, a date-influenced oil company of a
non-oil-producing country will likely emerge which ranks among the world'stop ten.

As discussed here, the world market for oil and natura gas includes the three types of
oil companies, namdy the mgors, state-owned oil companies of oil-producing countril% and
state-influenced oil companies of non-oil-producing countries, al playing important roles®.  Of
these, sate-owned/influenced oil companies of oil-producing countries and of non-ail-producing
countries are based in countries where the mgors are not headquartered.  Often they are both
collectivdly called nationd flagship oil companies.  This paper takes up only the mgors and
date-influenced ol oompaﬂlijes (nationd flagship oil companies) of non-oil-producing countries

as subject for consideration™.

2. Praofitsorigin of oil majors

The experience of the mgors and the naiona flagship oil companies of
non-oil-producing countries will give us important lessons in connection with the choice of
direction for Jgpan's petroleum indusry. Hrs, profits origin of the ol mgors shows
significance of the upstream sector.

Table 5 shows each ail mgor's net profits by busness sectors for the three years
between 1996 and 1998. Asthistableindicates, in al Sx companiesin the table the net profits
from the upstream sector in 1996 and 1997 sgnificantly exceeded those from the downstream
sector.  Then, affected by declines in crude ail prices snce December 1997, each company's
net profits from the upstream sector declined sharply in 1998.  Ye, in three out of the Six
companies the net profits from the upstream sector continued to exceed those from the
downstream sector.  These facts indicate the importance of the upstream sector in terms of

profit for the oil and natura gasindustry.
<Table5>
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It is noteworthy here that the upstream sector is the "money-maker” for the oil and
natura gasindustry worldwide asawhole.  With the oil mgors, this sector accounts for alarge

share of their net profits.

3. Economic independence of national flagship oil companies in non-oil-producing
couln:tlris
(1) Tota® and EIf* of France

To darify the choice of direction for Jgpan's petroleum industry, it will be dso of help
to examine what process was used to develop in other non-oil-producing countries.  In this part,
let uslook back on the process of deve oping typica nationa flagship oil companies and thereby
derive useful lessons for Jgpan. | would like to take up Totd and EIf of France, ENI of Italy,
Repsol of Spain, and Deminex of Germany.

In France, CFPwas set up in 1924, with funding from major banks and oil companies,
to inherit and operate the 23.5% equity of the former Irag Oil (then cdled Turkey Oil) which
defested Germany had owned. The French government started in 1929 to directly invest in
CFP, with its invesment in CFP reaching 35% of the equity till 1931. Having secured a
foundation with the discovery of the Kirkuk ail fidd in 1927, CFP successfully obtained from
the French government saes quotas for domestic marketing of petroleum products and became
an integrated oil busness. After the Second World War, CFP did well in exploring and
producing oil and naturd gasin Algeria, Iran, UAE and other countries.  CFP changed itsname
to Totdl in 1991.

While CFP (later to be cdled Totdl) was active in the world market for oil and naturd
gas as an equd to the oil mgors, France saw another nationd flagship oil company emerged.
This was Socié&é Nationde Elf Aquitaine (SNEA) which came into existence as a result of a
merger between SNPA and EIf/ERAPin 1976 and was 67% owned by the French government.
SNPA, the precursor to SNEA, made the mogt of hydrocarbon subsidies from the French
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government, thereby discovering the domestic Lacq gas fidld and large-scde oil-gas fields one
after another in Algeria, Gabon and other countries, thus securing a business operating
foundation. On the other hand, ELFERAP dso made use of hydrocarbon subsidies to
establish oversees operations in the upstream sector.  This company was dso active
downstlr:elam with the French government's favored arrangements on petroleum products saes
quotas®. The hirth of SNEA from a merger between SNPA and EIf/ERAP meant the
emergence of ancther nationa flagship oil company with integrated operations ranging from oil
exploration and production to ail refining, petrochemicas and sdes.  SNEA changed its name
to EIf Aquitainein 1994.

The main god behind the establishment of SNEA (later to be cdled EIf Aquitaine) was
to employ the earnings from the Lacq oil fidd for oversess oil exploraion. This god was
richly rewarded. In a short period just after its birth in 1976, SNEA discovered one oil-gas
fied after another in countries like Nigeria, Congo, and Angolain West Africaand dso in the
North Sea.  The good track record of SNEA was enough for the French government to
discontinue the exploration subsidiesto SNEA in 1986.

In France, since the middle of the 1980s, the privatization of SNEA (EIf Aquitaine)
and Totd hasbeenin progress.  The French government started a phased sdll-off of itsequity in
ElIf Aquitainein 1986 and of Total in1992. The French go&lernment owned equity in 1996 was
reduced to 0% of Elf Aquitaine's equity and to 1% of Totd's™.

In 1999, Totd acquired Petrofinaand became Total Fina.  Inthe same year, Totd Fina
announced plansto acquire EIf Aquitaine.

L]
(2) ENI® of ltay

In Italy, the state-owned oil company AGIP and the gas supply company SNAM were
integrated in 1953 to create the 100% state-owned holding company ENI (Asaresult, AGIPand
SNAM became subsdiaries of ENI).  With the excdusive rights for on-shore gas exploration,

ENI made rapid progress by developing natural gas fields on the Po basin.  The company has
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discovered oil and gasfiddsin Egypt, Iran and other foreign countriessincethelate 1950s.  As
a result, ENI's operating income-expenditure balance improved, enabling ENI to contribute to
the Italian government'sfinancesinthe 1960s.  "Until the end of

1960s, ENI found itself an integrated internationa oil company producing 10 hillion m¥/yr of
indigenous gas, 10 million tons a year of crude oil from its overseas operationsin Africaand the
Middle East, and 35 million tons a year of petroleum products. It became dso a large
conglomerate, one of the champions of Italy's business world, with many subsidiary companies,
which eng%eld in pipeline and plant congtruction, machinery manufacturing, textile production
and so on"®.  The Itaian government took an equity position in ENI but did not give it
subsdies.

As pat of its preparation for the EU unification, the Itdian government in 1992
announced plans to make phase the privatization of ENI, starting to sdl off socksin ENI in
1995, with itsequity in ENI lowered to 37% in 1998.

Upon acquiring AGIP in 1997, ENI transformed itsdlf from a holding company to a
business operating company as an integrated internationd oil and naturd gas company. The
magor overseas countries in which ENI produced crude oil in 1997 included Egypt, Libya,
Nigeria Congo, Angola, and the UK.

L]

(3) Repsol® of Spain

In Spain in 1987, Repsol was edtablished as a state-owned integrated company,
handling oil and gas exploration, ail refining, petrochemicals, and sdles.  Repsol was cregied as
a reault of the integration of many state-owned firms operding sector-wise under INH
(Hydrocarbon Corporation).

The objective behind the establishment of Repsol by the Spanish government was to
quickly provide an internationally competitive nationd flagship oil company in response to the
1986 entry into the EC. Therefore, Repsol was given the following two conditions. that
government subsdies should be discontinued in 1990; and that Repsol should be privetized
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within ten years.

Given these conditions, Repsol chose to (1) aggressvely pursue the acquisition of
discovered and exigting ail fidds and (2) pursue oil exploration only in low-risk aress in
dready-oil-producing countries.  As for (1), in severa years since its establishment Repsol
acquired oil-producing assts in Indonesia, Colombia, the UK, and Egypt. Asfor (2), Repsol
proceeded to explore for oil mostly in the Middle East where Repsol had laid the foundation
under the former name of HISPANOIL and in the North Seaand Algeria As aresult, Repsol
steadily progressed to become an internationally competitive nationd flagship oil company.
The good track record of this company’s growth as a nationd flagship oil company is amply
shown by the fact that the Spanish government's subsidy payments were completed in 1990 as
planned, that INH-owned equity in Repsol was sold off to the private sector in steps, making
Repsol a genuine private-sector company in 1997, and that Repsol was listed on the New York
Stock Exchangein 1994.

L]
(4) Deminex® of Germany

In Germany, obliged by the "1964 Protocol for the Creation of Energy Common
Market" of EEC/ECSC to remove its import duties on crude oil and to abolish tax returns for
domestic oil-producing firms by 1969, the government of West Germany introduced a system to
provide subsidies for overseas oil-producing operations by West German oil-producing firms.
Asthe organ to handle this, Deminex was created in 1969 asaresult of the horizonta integration
of dl West German nationd oil companies operating upstream (specificaly, Deminex was a
limited company jointly owned by eight nationd oil companiesin the upstream sector).

The West German government gave Deminex timelimited subsdies three times
between 1969 and 1989. Those subgdies included subsdies after 1974 for acquiring
oil-producing assts including discovered oil fidds. Making the most of these subsdies,
Deminex proceeded to buy oil fidds in the North Sea and established an operating foundation

by drawing onits oil production from thosefidds. Furthermore, Deminex had good resultsin
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its exploration operations in countries such as Syria, Argentine, and Egypt. Drawing on these,
Deminex achieved sdf-reiance by 1989, when government subsidies were discontinued.
Seven years later, in 1996, Deminex's ail production was 186 thousand barrels a day and its
natura gas production was 299 million cubic feet aday.

Financid independence having been achieved, Deminex in 1998 was disolved with
its assets and bul%wess operations inherited by its three equity holders (VEBA Od, RWE-DEA,
and Wintershdl®).  Of these, VEBA Od is a representative firm as Germany’s nationd ail
company, and Wintershdl is a subsdiary of the world-renowned chemica company BASF of
Germany. RWE-DEA isachemica and oil company came into existencein 1988 as aresult of
RWE (Rhine-Westphdia Electric Company) having bought Deutsche Texaco from Texaco,
which had decided to get out of Germany.  The emergence of RWE-DEA made it possible for
the assets and business operations of Germany's digtinguished oil company DEA, which had
been bought by Texaco, to again be part of Germany's nationd oil company.

Among naiond oil companies of Europe's non-oil-producing countries, Germany's
Deminex was exceptiond in that it operated exclusvely updream. However, dl three
companies, VEBA Od, RWE-DEA, and Wintershdl, which inherited Deminex's asssts and
business operations upon its dissolution are verticaly integrated, operating upstream as well as

downstream.

(5) Factorsto achieve economic independence
What is remarkable here is tha dl of the naiona flagship oil companies of
non-oil-producing countries as discussed in this part achieved economic sdf-rdiance.  On this
score, a report by the Research & Planning Department, Japan Nationd Oil Corporation says
that "with Deminex having joined the pack as the latest comer, dl the oil companies achieved
constant operating profits whereas Totd, Elf, and ENI-AGIP have grown in sizeto be apreﬁn%
w40

next to the conventiona saven mgors, no longer in need of government financid support™™.

According to the report, the net returns on capita in 1996 were 4.7%, 5.4%, 19.6%, and 27.2%
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(I
for EIf, Totd, ENI and Deminex respectivdly™. Also with Spain's Repsol, the Spanish

government's sul%lsidies for exploration were discontinued in 1990 as the company's financid
statusimproved™.

Many of Jgpan's oil development companies dill depend on Japan Nationd Ol
Corporation for financing, and, in contradt, the nationa flagship oil companies of Europes
non-oil-producing countries have achieved economic independence. Why istha? For agart,
two reasons can be cited: (1) except for Deminex, they are verticdly integrated companies
operating both upstream and downstream, as the mgors ae; and (2) they are horizontaly
integrated including Deminex.

The 1996 report by the Information Center for Petroleum Exploration and Production
emphasizes as areason for their economic independence that the nationd flagship oil companies
of Europe's non-oil-producing oountri&sDaggrvely pursued the purchase of discovered ail
fields, thereby securing their core aress™.  According to the report, the core area is "an area
which accounts for a sgnificant share of the company's tota oil production for a farly long
period of time, contributing significantly to the congstent operating incomes I%I the company as
well as providing funds for the company’s exploration efforts in other areas™. At present the
core aress are West Africa and the North Sea for Elf, the Middle East and Indonesia for Totd,
North Africa and West Africa for ENI, and the Middle East and I:tlhe North Seafor Repsol (the
North Seaand Syriafor Deminex, which was dissolved in 1998)™.

In Europe's non-oil-producing nétions, government involvement in the petroleum
industry was phased out and deregulation progressed in a man&ler to emulate the economic
independence achieved by the nationd flagship oil companies®.  As mentioned earier, in
France the sdl-off of government-owned equity to the private sector started after 1986 for Elf
and after 1992 for Tol’%iI , with the French government having an equity as low as 0% of Elf and
1% of Totd in 1996%. In Itay, in light of the 1992 decision to privatize, phased sdling of
ENI's stocks was made beginning in 1995 so that the Italian government-owned equity in ENI
was lowered to 37% a the end of 1998.  In Spain, ten years after Repsol was created in 1987
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the policy in favor of its privatization was worked out and portions of its socks were sold off
severd times snce 1992 so that Repsol became a genuine private-sector company in 1997.  In
Germany, the subsidies for Deminex were discontinued after 1989, and in 1998 Deminex was
disbanded with its business operations inherited by the three private-sector oil companies
(VEBA Od, RWE-DEA, and Wintershall).

The regresson of governmenta involvement (deregulation) in the petroleum industry
of Europe's non-oil-producing countries was not pursued with the thought that "al that needs to
be done is smply to achieve deregulation.” The phasing out of governmental involvement in
Europe darted after the prerequisite for privatization, that is, the economic independence of
nationd oil companies, was sufficiently achieved.  This contrasts with the Japanese case, where
the deregulation of its petroleum industry was encouraged by exterior factors backed by "foreign
pressure’.

In some of Europe's non-oil-producing nations, there was an interesting phenomenon.
That is, governmenta involvement (support) in the petroleum industry was supposed to be of
limited duration and such government involvement (support) was made the most of, S0 that the
corporate condtitution of the domestic oil companies might be sufficiently strengthened by the
time such governmentd involvement (support) was due to expire (what happened in Germany
was case in point for this phenomenon, which will be dedlt with in detall later, in Section V).

The experience of the nationa flagship oil companies of non-oil-producing countries,
as | have outlined, will give usimportant lessons in connection with the choice of direction for
Japan's petroleum industry.  What these lessons show us can be summarized in the following
four points. (1) Verticd integration should be pursued for business operations both upstream and
downstream. (2) Horizonta integration should dso be pursued both upstream and downsiream.
(3) In the upstream, drategic operaions for the business should be made, including the purchase
of discovered ail fields, to ensure the core areas.  (4) Governmentd involvement (support)
should have a limited duration and such government involvement (support) can be effectivey

exploited to strengthen the petroleum industry's congtitution.
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V. CHOICE OF DIRECTION JAPAN'S PETROLEUM INDUSTRY SHOULD
TAKE

1. Promoation of vertical integration

The lessons which have been learned from the experiences of non-oil-producing
countries nationd flagship oil companies indicate the above four points. In this section |
would like to daborate on these points one by one and thereby shed light on the direction Japan's
petroleum industry should choose.

Let us take up (1) the promation of verticd integration. Of importance here is the
fact that as Table 2 above shows, each of the oil mgors and many nationd flagship oil
companies in non-oil-producing countries operate in the upstream sector (see Table 2 for ail
reserves, naura gas resarves, oil production, and naturd gas production) as well as in the
downstream sector (see Table 2 for ail refining capacities and ail refined products sales) whereas
Japan's mgor oil companies virtudly focus their operations on the downstream aone.  Sato
was drawing on this fact when he pointed out: "Leading oil companies in America and
European countries let operaing profits from their upsream operations support ther
downstream operations, while Japan's oil companies have only downstream operationsin which
operating profitsare low".

The fact that magor Jgpanese oil companies have their busness operaions
concentrated on the downstream, not operating in the "money-making" upstream sector is one of
the factors responsible for the fragility of Jgpan's petroleum industry. Therefore, the most
important factor in strengthening the congtitution of Japan's petroleum indudiry isthe creetli:oln of
vertically integrated oil companies operating in both the upstream and downstream sectors®.,

What requires careful attention here, however, is that those companies which need to
pursue verticd integration are limited mostly to oil companies operdting in the downstream (as
exemplified by oil refining companies and ail retallers).  Jgpan's petroleum industry aso
features oil companies, dthough not mgors, operating in the upstream with no need to join the
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"low-profitable’ downstream.

2. Promoation of horizontal integration

Let us now look at (2) the promotion of horizontd integration. As discussed in
Section 11, in the upstream sector the Size of Japan's entire petroleum industry amost equals that
of one of the nationa flagship oil companies in Europe's non-oil-producing countries.  In the
downstream sector, the combined size dmost equasthat of oneof theoil mgors.  Neverthdess,
parent companies (private-sector companies as largest share holders) of projects with financing
from Jgpan Nationd Oil Corporation and other companies financed by Jgpan Naiond Ol
Corporation indeed totaled as many as 28 as of the 1997 yearend.  In the downsiream sector as
well, the Stuation isthat 11 oil retailersand 29 ail refining companiesis just too large a number
as compared with the market sze.

With the progress of deregulation, in the downstream sector of Japan's petroleum
industry as exemplified by the birth of Nisseki Mitsubishi, the horizonta integration of oil
companies is meking gradual progress.  In the upsiream sector, however, there are no tangible
moves as yet for horizontd integration. Too large a number of oil companies leeds to the
disperson of business management resources, the lowering of fund-raising capahilities, the
diminishment of bargaining powers, and smaler potentia for strategic action, making one of the
large structurd wesknesses suffered by Japan's petroleum industry.  To strengthen the business
condtitution of Japan's petroleum indudtry, it islfllecmy to pursue horizontd integration not

only in the downstream but aso in the upstream™.

3. Srategic oper ation of thebusiness

Let us continue on to (3) drategic operation of the busness. This can have an
important meaning in the upstream sector of the petroleum indudtry.  As examined in Section
IV, because they aggressively pursued the purchase of existing il fields and thereby succeeded

in securing core areas, many nationd flagship oil companies in Europe's non-oil-producing
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countries achieved economic independence. On the contrary, Jgpan's oil exploration
companies favored exploring new ail fields dong the investment and financing policies of Japan
National Oil Corporation, assuming a non-aggressive attitude toward purchasing exising ail
fidds. In other words, the upstream sector of Japan's petroleum industry suffers from the
structura problem of biased focus on high-risk oil exploration.

To resolve this problem, it is necessary to provide Jgpan's il exploration companies
with such business management environment asto be ableto operate their business srategicaly,
incuding the purchase of exiding ail fields and thereby create the core areas.  The point in
doing S0 is that the purchase of exidting oil fields be included among the targets for investment
and financing by Japan Nationd Oil Corporation and that the horizontd integration of the

upstream oil companies be promoted to enhancethe possibilities of strategic business action.

4. Phasing out of gover nment'sinvolvement
Of much significance with respect to (4) the government'srole, isthe way the German
government was involved with Deminex. Partly because Deminex was dishanded in 1998
with its business operations split into and inherited, Germany cannot be sad to now have
nationd flagship oil companies. Neverthdess, it isan indisputable historical fact that Deminex,
which was cregted in 1969 two years after the birth in Jgpan of Japan Oil Deveopment
Corporation (later to be renamed Jgpan Nationd Oil Corporation), had achieved economic
independence from governmentd financing before it was disbanded.  Comparing this with the
case of Jgpan, the 1996 report by the Oil Deve opment Information Center says:
"When the German subsidy system exemplified by Deminex is compared with the oversess oil
exploration and development subsidy system in Japan, there are the following differences:
- Domedtic crude oil producers as the target companies for government subsdies were first
integrated into a new company (that is Deminex - remarks by the author), which was
subs dized by the German governmen.

- At firg, as was the case with Japan, the German subsidy was to finance oil exploration, to be
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repaid upon success.  However, differing from the Japanese case, it was an interet-free and
to be converted into subsdiesimmediately after the project was deemed unsuccessful.

- The providing period and the sum totd of the subsidieswerelimited. Thisideawas based on
the principle that the subsidized companies must eventudly develop sdf-rdiance.  To make
up for that, there were no gods set for the amount of oil production.

- Upon the expiration of the subsidy period, the German government responded in a manner
fitting the actud Stuation in consultation with the shareholders.  In I%cl)i ng o, the subsidies
financed not only il exploration but also purchase of crude oil assets™™.

Items of specid importance here are: the German government's involvement in the
petroleum industry helped redlize the horizontal integration of its upstream sector, bringing
Deminex into existence; the subsdies to Deminex had a limited time of duration I:flrom the
beginning, assuming that Deminex would eventually acauire economic independence™; and the
subsdies aso tageted the purchase of exiging oil fidds. The German government's
involvement with Deminex exemplified that it is effective to make the government involvement
(government support) of limited duration, then let the subsidized companies make the best use
of it, until it expires, S0 asto strengthen the bus ness condtitution of the petroleum indudry.

To repeat again, the direction Japan's petroleum industry should choose may be found
among the following: to deveop verticdly integrated companies, to pursue horizonta
integration, and to operate strategicaly, including the purchase of exigting oil fidds. Needless
to sy, the necessary driving force lies with management effort by the oil company itsdf.
However, it cannot be said that there is no room at dl for government intervention.  As the
German ca=e illudtrates, government involvement can be effective if given in a sufficiently
sophigticated manner that limits its duration and alows exploitation by the industry until it
expires S0 as to effectively reform the industry.  As discussed earlier, in Jgpan the Petroleum
Council, Petroleum Department Meeting, Sub-committee on Fundamenta Policy, which sarted
in March 1999, is now consdering methods of dructuring government support for ail

exploration and production. If the German government's involvement with Deminex is
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emulaed, the correct manner to resolve the Jgpan Nationd Oil Corporation issue is dmogt in

sight.
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VI. CONCLUDING REMARKS

This pagper has highlighted case studies made with the petroleum industry to examine
what the deregulation of Jgpan's government regulated industries means and what problems it
faces. Theresultsof these sudies can be summed up asfollows.

Firg of dl, there is a kind of mutudly intensfying effect between government
involvement and indudry fragility, cresting a downward spird between the two. In
consdering industrid deregulation, it is imperative that not only the aspect of indudtrid
regulaion causng the industry’s fragility ([a] sde) be examined, but aso the aspect of indusiry
fragility conversdy generating government involvement ([b] side) be sudied.

Second, in the so-cdled regulated industries where the above-mentioned mutually
amplifying effect is exemplified, it follows that any progress of deregulation made by exterior
factorswill not necessarily lead directly to strengthening the business condtitution of the industry
concerned.  The cause of this phenomenon is found on the [b] sde of the mutually amplifying
effect.  In many cases, the companies comprisng the regulated indudtries are not srong enough
to endure surgica operation, that istheintroduction of amarket economy.

Third, to make the deregulation of the regulated indudtries truly meaningful, it is
necessary that the implementation of deregulation be sophisticated enough to effectively induce
the strengthening of the business condtitution of theindustry.  The effective way isto limit the
duration of the regulation (including government financia support), and then let the regulated
companies exploit the governmenta involvement (support) till it expires, to hep strengthen their
business congtitution.

Asdited asthe second implication, currently most of Japan's regulated indudtriesarein
atype of bottleneck characterized by the combination of on-going deregulation and no progress
inradica reform.  To breek this bottleneck does not mean cdling off the on-going deregulation
(Policy A) or continuing the common assumption that "it is sufficient if a semblance of

deregulation is achieved” (Policy B). Policy A ignoresthe [a] Sde of the mutudly amplifying
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effect mentioned earlier. Policy B makes light of the [b] Sde. To make deregulation of the
regulated industries truly meaningful, apractica and flexible way of thinking must be employed
whereby government involvement is exploited within alimited period of timewhile, at the same

time, efforts are made to strengthen the industry concerned.
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NOTES

! Seepage 15 of [Kikkawa, 1998c] for the argument that the market-centrism, which
pronounces deregulaion and hasincreased itsinfluence in Japan, lacksin specificand
condructivevison.

% Inadiscussion onindustria policies, using the anaysis point based on the dudistic theory of
the government vs. the market isnot feasble. It isimportant to view the oil company asa
player.  Frg, examinethe relationship between the market and the company, then determine
therole of the government according to that rdaionship. Thisanaysis processisrequired to
deepen the understanding of indudtrid policies.  See[Kikkawa, 1998b).

% [Saito, 1990] pages 266-267.

* Sanvacisasubsidiary of Standard Oil of New Jersey (later Exxon) and Socony-Vacuum
(later Mobil). Cdtexisasubsdiary of Sandard Oil of Cdifornia (later Chevron) and Texaco.
Shdl isasubsdiary of Roya Dutch Shell.

®> Union and Gulf retrested from the Japanese market in 1978 and 1980 respectively.  Getty
sold off itsequity in Mitsubishi Oil to each of the Mitsubishi groupsinvolved.  In 1995, Caltex
terminated its dliance with Nippon Qil, selling out its equity in Nippon Oil Refining in 1996 (a
company jointly-owned by Catex and Nippon Qil).

® Cdtex sold itsequity in KoaQil in 1999.

" [Enerugi kondankai, 1961], part of minority opinion.

® Mitsunobu Tsumura (former director of Japan National Oil Corporation), who is familiar
with the overseas oil development operations of Japan's oil companies, saysinthisregard, "the
oil refining industry, under the Petroleum Industry Law as apermanent law, has no incentivesto
launch into upstream operations.” ([ Tsumura, 19993] page 5).

® Thisinformation comes from the Development Division, Petroleum Department of the
Agency of Naturd Resources and Energy.

19" According to an analysis by Japan Nationd Qil Corporation, the projects financed by the
corporation other than the nationd projects numbered 129 as of end March 1998.

" For instance, see[Saito, 1990 referenced above, pages 267-268.

2 In this respect, it was pointed out that "the investments and finances so far made by Japan Ol
Corporation were by the so-cdlled ‘ convoy system’.” ([Inokuchi, 1998] page 27).

B Thisissueisraised in awareness of the argument made by Daniel Okimoto [Okimoto, 1989
(Japanesetrandation [Okimoto, 1991]).  Okimoto pointed out that "the thorough consistency
of Japan'sindudtria policiestend to be overestimated”, further citing two points asto what the
matter iswith the study of indudtria policy: "enough effort has not been madeto illuminate
policy differences by indudtries’ and "it has not been given enough attention that evenin the
sameindustry there are differencesin the effectiveness of indugtrid policy.” ([Okimoto, 1991]
referenced above, pages6and 7).  In other words, raised here are two questions: (1)
government roles differ with industries, and (2) the effectiveness of apolicy differseven withthe
sameindudry.

Okimoto himself raised these acute questions, but his answers were not necessarily
convincing.  Inanswer to (1), Okimoto said that with industries not governed by MITI, there
aremany casesleft with "areas remaining inefficient” while"with industries under MITI, its
indugtrid policies have been far more congstently forward-looking and constructive.”
([Okimoto, 1991] referenced above, pages 341 and 342).  Asfor (2), he answered that the
concept of lifecycles of an industry have been introduced, having indugtria policies playing

41



sgnificant rolesfor anindustry initsearly or declining stage whileindustrid policiesdiminish
inthe period of its maturity in between (JOkimoto, 1991] referenced above, pages 72-76). The
postwar developments, however, were too complex to be fully explained by Okimoto's answers.
Inredity, (A) between industries on smilar devel opmentd stages and under the same governing
minigtry or agency, there were differencesin the degree of the government involvement, and
(B) policiesfor the same industry in the same period either had effect or no effect depending on
the policy contents.

Thefollowing part will examinetheissue (A). Beddes, for theviews of the author
(Kikkawa) ontheissue (B), see[Kikkawa, 19984].
“ For more detalls of the electric power industry below, see[Kikkawa, 1995].
> [Nippon sekiyu kabushikigaisha, 1988] page 639.
5 An exemplary one as conventiona thought is[Johnson, 1982].
7 For instance, with approva of new or additiona capacities under the Petroleum Industry Law,
foreign ffiliate oil companies were given rdatively disadvantageous trestment.
8 This paper waswritten in the end of April 2000.
 This author (Kikkawa) isamember of the sub-committee.  Hewould like to add that the
arguments of this paper ishisown persona opinion and not the officid opinion of the Petroleum
Coundil, Development Department Meeting, Sub-committee on Fundamenta Policy (Started in
1999).
% For the examining process of the 1994 Petroleum Council, Petroleum Department Meeting,
Sub-committee on Fundamenta Problem of Oil Policy, see[Inokuchi, 1995] pages 259-269,
302-306. For the examining process of the 1998 Petroleum Council, Petroleum Department
Mesting, Sub-committee on Fundamenta Policy, see[Inokuchi, 1998] referenced above, pages
293-316.
# This argument was raised during the 5th meeting of the Petroleum Council, Development
Department Meeting, Sub-committee on Fundamentd Policy held onJdune 3,1999.  For the
examining process of the 1999 Petroleum Council, Development Department Meeting,
Sub-committee on Fundamentd Policy, see [Inokuchi, 1999] pages 311-323.
% Inokuchi, 1995] referenced above, page 159.
% [Inokuchi, 1997] page 215.
# [ Shigen enerugichou, 1997] page 221.
# [Inokuchi, 1998 referenced above, page 157.
% [Shigen enerugichou, 1999] page 263.
%" [Inokuchi, 1998] referenced above, page 157.
% The companies are ranked by ail refining capacity and oil products sles, and the downstream
rankings were determined by averaging thefigures.  If the averaged figures are the same, the
company with alarger totd of oil refining capacity and petroleum refined products sdes shdl
prevail.
# Another important fact Table 2 indicatesis that both Japan and Germany have no such
significant nationd flagship oil companies counted among theworld'stop 50.  However, until
1998 Germany had Deminex as agtate-influenced oil company operating only in the upstream
sector.  Thiscompany was dissolved after having achieved economic independence not
supported by government funds.  This contrasts with the upstream sector of Japan's oil and
naturd gasindustry, where most of the firms have yet to be weaned away from the centra
government'sfinancia support.  Theabsencein Japan of nationd flagship oil companies
means something more serious than in Germany.
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¥ For the nationa flagship oil companiesin oil-producing countries, refer to [Kikkawa, 2000]
pages 269-270.

¥ The descriptions of Total are based on [ Sekiyu koudan kikaku chousabu, 1998] pages 83-88,
98-99, [Tsumura, 1999b] pages1and 2.

¥ The descriptions of Elf are based on [ Sekiyu koudan, 1998] referenced above, pages 11 and
14, [Sekiyu koudan kikaku chousabu, 1998] referenced above, pages 84-90, 100-101, [ Tsumura,
1999b)] referenced above, pages 1 and 2.

¥ The French government sales quotas for petroleum refined products were abolished in 1978.
¥ The French government continuesto exercisealeve of influence over EIf and Totd through
itsownership of the Golden Shares.

® The descriptions of ENI are based on [ Sekiyu koudan, 1998] referenced above, pages 12 and
15, [ Sekiyu koudan kikaku chousabu, 1998] referenced above, pages 84-88, 102-103, [ Tsumura,
1999h] referenced above, page 3.

¥ [Tsumura, 1999b] referenced above, page 3.

¥ The descriptions of Repsol are based on [ Sekiyu kaihatsu jouhou senta, 1996] pages 15, 67-70,
[Tsumura, 19990] referenced above, page 5.

¥ The descriptions of Deminx are based on [Sekiyu kaihatsu jouhou senta, 1996] referenced
above, pages 15, 57-62, [ Sekiyu koudan, 1998] referenced above, pages 11 and 13, [Sekiyu
koudan kikaku chousabu, 1998] referenced above, pages 84-88, 104-107, [ Tsumura, 1998],
[Tsumura, 1999b] referenced above, pages 3-5.

* For further information on the companies VEBA Od, RWE-DEA, Wintershal, refer to
[Tsumura, 1998] referenced above, pages 8-11.

“0 [ Sekiyu koudan kikaku chousabu, 1998 referenced above, page 87.

“ See[Sekiyu koudan kikaku chousabu, 1998] referenced above, page 88.

“ See[Tsumura, 19990 referenced above, page 5.

® See[Sekiyu kaihatsu jouhou senta, 1996] referenced above, page 8 of thesummary.  Tobe
more pecific, it Sates " requirements for the success of the companies (namdy;, foreign all
companieslike Deminex and Repsol, by Kikkawa) areto build up the‘core aress...' asthe
production basein agiven period of time.  Further, the requirementsfor long-term stable
growth are to have multiple core areas to ensure long sustained production.  For that, itis
imperdiveto have geographica portfolioswith both the oil production areas and the oil
exploration areas' (page 8) and "Nowadays with the host nation unwilling to give alarge mining
areato asingle company, the ability to build up the core areas by smply repesting oil
exploraionsin different areas gpart from each other israre. It isimperativeto aggressvely
pursue the building of the core areas by a combination of buying up other companies oil assats,
or even the other companies themsalves and swapping mining aress' (page 8).

“ [Sekiyu kaihatsu jouhou senta, 1996] referenced above, page 10.

* Onthispoint, see [ Sekiyu kaihatsu jouhou senta, 1996] referenced above, pages 62 and 70,
[Sekiyu koudan, 1998] referenced above, pages 11-15, [ Tsumura, 1999b)] referenced above,
pages 2-5.

“ The descriptions below of Europe's non-oil-producing countries are based on [ Tsumura,
1999b)] referenced above.

4" See [ Sekiyu koudan kikaku chousabu, 1998] referenced above, pages 89-90, 99, 101.

“ In February 2000, Nisseki Mitsubishi announced plans to cooperate with Teikoku Qil, one of
thelargest upstream oil companiesin Japan.

“ | the upstream integration of the il companiesisto be redized, thefact that Japan National
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Oil Corporation isacommon equity holder of Indonesia Qil, Japan Oil Deve opment, and Ol
Resources Development is an important factor which may makeit hgppen.  To promotethe
horizontal integration of oil companiesin the upstream, it should beimportant for Japan
Nationd Oil Corporation to useitsinfluence asthe equity holder.  Arabian Qil, whichlogt its
oil production rightsin Saudi Arabiain February 2000, is not here cited as an integration target
company because Japan Nationa Oil Corporation isnot itsequity holder.

* [Sekiyu kaihatsu jouhou senta, 1996] referenced above, pages 60 and 61.

* See[Tsumura, 1999b)] referenced above, page 4.
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