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LEE C.  BOLLINGER

Lee C. Bollinger is President of Columbia University in
New York City and a member of the faculty of the Law
School. He is a graduate of the University of Oregon and
Columbia Law School, where he was an Articles Editor of
the Law Review. After serving as law clerk for Judge
Wilfred Feinberg on the United States Court of Appeals
for the Second Circuit and Chief Justice Warren Burger on
the United States Supreme Court, he joined the faculty of
the University of Michigan Law School in 1973. In 1987 he
was named Dean of the University of Michigan Law
School, a position he held for seven years. He became
Provost of Dartmouth College and professor of govern-
ment in July 1994 and was named the twelfth President of
the University of Michigan in November 1996. His primary
teaching and scholarly interests are focused on free
speech and First Amendment issues, and he has pub-
lished numerous books, articles, and essays in scholarly
journals on these and other subjects. Three highly
acclaimed contributions to First Amendment literature
include Eternally Vigilant: Free Speech in the Modern Era,
published by the University of Chicago Press in 2001;
Images of a Free Press, published by the University of
Chicago Press in 1991; and The Tolerant Society: Freedom
of Speech and Extremist Speech in America, published by
Oxford University Press in 1986.

President Bollinger is a fellow of the American Academy
of Arts and Sciences and a member of the American
Philosophical Society. He is the recipient of numerous
honorary degrees and is an honorary fellow of Clare Hall,
Cambridge University. He serves on the boards of the
Kresge Foundation and the Royal Shakespeare Company
of Great Britain. President Bollinger is the recipient of
many awards. For his national leadership in defending
affirmative action in higher education, he has received the
National Humanitarian Award from the National Conference
for Community and Justice and the National Equal Justice
Award from the National Association for the Advance-
ment of Colored People (NAACP) Legal Defense and
Educational Fund, Inc. For his service to higher educa-
tion, especially on matters of freedom of speech and
diversity, he was given the Clark Kerr Award, the highest
award conferred by the faculty of the University of
California–Berkeley.

President Bollinger was born in Santa Rosa, California,
raised there and in Baker, Oregon. He is married to Jean
Magnano Bollinger, who graduated from the University of
Oregon and received a master’s degree from Columbia
University. She is an artist with a studio in New York City.
They have two children—a son, Lee, a graduate of the
University of California–Berkeley and University of Michigan
Law School; and a daughter, Carey, a graduate of Harvard
University and Columbia.

SHULONG CHU

Shulong Chu is a professor of political science and inter-
national relations at the School of Public Policy and
Management and is Deputy Director of the Institute of
International Strategic and Development Studies at
Tsinghua University in Beijing, China. Currently he is a
visiting fellow at the Center for Northeast Asian Policy
Studies at the Brookings Institution. He was previously
Director for the North American Studies Division of the
China Institute of Contemporary International Relations.
He is also a professor at China’s Ministry of Foreign
Affairs’ Party School and an adviser to China’s Central
Television international reporting.

Professor Chu’s research covers international relations,
focusing on U.S.-China policy and Sino-U.S. relations,
Asian security, and Chinese foreign and security policies.
His most recent publications include The Sino-U.S.
Relations in the Post-Cold War Era; Basic Theories of
International Relations; The World, the U.S., and China;
and a forthcoming book, The Peaceful Rise and Develop-
ment: China’s Foreign Strategy and Policy.

Professor Chu received his Ph.D. in political science
from The George Washington University, his M.A. in law
from Beijing University of International Relations, and his
B.A. from Dalian Foreign Languages University.

GERALD L .  CURTIS

Gerald L. Curtis is Burgess Professor of Political Science at
Columbia University and former Director of Columbia’s
Weatherhead East Asian Institute. Professor Curtis is the
author of The Logic of Japanese Politics and numerous
other books and articles on Japanese politics, govern-
ment, and foreign policy and U.S.-Japan relations. He 
currently divides his time equally between Columbia

SPEAKER PROFILES



University and Tokyo, where he is active as a columnist,
speaker, and commentator on Japanese domestic affairs
and international relations. Professor Curtis has held
appointments at the Royal Institute of International
Affairs, Chatham House, London; the College de France,
Paris; the Lee Kwan Yew School of Public Policy in
Singapore; and in Tokyo at Keio and Tokyo University,
the Research Institute for Economy, Trade and Industry,
and the Graduate Research Institute for Policy Studies. 
He is the recipient of the Chunichi Shimbun Special
Achievement Award and the Masayoshi Ohira Memorial
Prize. In 2002 he received the prestigious Japan Found-
ation Award and in 2004 he was awarded the Order of 
the Rising Sun, Gold and Silver Star by the Emperor of
Japan. Professor Curtis is a member of the board of the 
U.S.-Japan Foundation and adviser and consultant to
numerous public and private organizations in the United
States and Japan. 

ERNEST HIGA

Ernest Matsuo Higa is President and Chief Executive
Officer of Higa Industries. He is a member of Keizai
Doyukai, one of three major Japanese business groups,
and a member of Trilateral Commission, and he has
served as board member for Young Presidents’
Organization, New Business Conference, Jermyn Street
Capital Ltd., and Japan Telecom. 

In 1985 Mr. Higa obtained the exclusive license from
Domino’s Pizza LLC and was named “Entrepreneur of 
the Year” by the New Business Conference, a Japanese
semi-government organization. In 2005 he acquired the
Japanese license for Quizno’s Sub LLC and launched the
first Quizno’s Sub restaurant in Japan last autumn. He has
been rewarded by the Ministry of Agriculture for “innova-
tion in the food industry” and recognized by Toyo Keizai
as one of the top fifty entrepreneurs in Japan.

Mr. Higa earned his M.B.A. from Columbia Business
School and his B.S. from the Wharton School of Finance
and Commerce at the University of Pennsylvania.

TIMOTHY F.  GEITHNER

Timothy F. Geithner is currently President and CEO of the
Federal Reserve Bank of New York. He graduated from
Dartmouth College with a bachelor’s degree in govern-
ment and Asian studies in 1983 and from the Johns
Hopkins School for Advanced International Studies with a
master’s in international economics and East Asian stud-

ies in 1985. He has studied Japanese and Chinese and has
lived in East Africa, India, Thailand, China, and Japan.

Mr. Geithner serves as Chairman of the G-10’s
Committee on Payment and Settlement Systems of the
Bank for International Settlements. He is a member of the
Council on Foreign Relations and the Group of Thirty, a
member of the Board of Directors of the Center for Global
Development in Washington, D.C., a member of the
Board of Trustees of the RAND Corporation, and a trustee
of the Economic Club of New York.

He was Director of the Policy Development and
Review Department at the International Monetary Fund
from 2001 until 2003. Before joining the Treasury, Mr.
Geithner worked for Kissinger Associates, Inc.

ROBERT J .  HODRICK

Professor Robert J. Hodrick is Nomura Professor of 
International Finance at Columbia Business School. His
research examines theoretical, empirical, and econometric
issues in asset pricing as related to equities, bonds, and
currencies, and his research has been published in the
major finance and economics journals. He has been a
Research Associate of the National Bureau of Economics
since 1982. He is currently writing a textbook with Geert
Bekaert entitled International Financial Management,
which will be published by Prentice-Hall.

Professor Hodrick received his Ph.D. in economics
from the University of Chicago in 1976, having received
his A.B. in international affairs from Princeton University
in 1972. He previously taught at Carnegie-Mellon
University from 1976 to 1983 and at the Kellogg Graduate
School of Management of Northwestern University from
1983 to 1996. While at Kellogg, he served as Chair of the
Finance Department and was awarded the Tokai Bank
Professorship of International Finance. Professor Hodrick
joined the Columbia Business School in July 1996. From
November 1997 to July 2002 he was Academic Director of
the School’s Chazen Institute for International Business,
and from July 2002 to June 2004 he served as Senior Vice
Dean of the Business School. During his academic career
he has taught M.B.A., Ph.D., and Executive courses, 
primarily in international finance.

GLENN HUBBARD

Glenn Hubbard was named Dean of Columbia Business
School on July 1, 2004. A Columbia faculty member since
1988, he is also the Russell L. Carson Professor of Finance
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and Economics. Professor Hubbard received his B.A. and
B.S. degrees summa cum laude from the University of
Central Florida, where he received the National Society of
Professional Engineers Award. In government, Professor
Hubbard was Chairman of the U.S. Council of Economic
Advisers (CEA) under President George W. Bush from
February 2001 until March 2003. While serving as CEA
Chairman, he also chaired the Economic Policy
Committee of the OECD. In the corporate sector, he is
currently a Director of ADP, BlackRock Financial, Duke
Realty, KKR Financial Corporation, R.H. Donnelley, and
Ripplewood Holdings.

In addition to writing more than one hundred schol-
arly articles in economics and finance, Professor Hubbard
is the author of two leading textbooks on money and
financial markets, as well as co-author of Healthy, Wealthy,
and Wise: Five Steps to a Better Health Care System. He
also holds A.M. and Ph.D. degrees in economics from
Harvard University.

TAKATOSHI  ITO

Takatoshi Ito is Professor at the Graduate School of
Economics, The University of Tokyo, and member of the
Council on Economic and Fiscal Policy (CEFP) under
Prime Minister Shinzo Abe. He has taught extensively
both in the United States and Japan after finishing his
Ph.D. in economics at Harvard University in 1979. His cur-
rent research interests include capital flows and currency
crises, microstructures of foreign exchange rates, and
inflation targeting. He served as assistant and associate
professor of economics at the University of Minnesota
between 1979 and 1988, and as a visiting professor at
Harvard University from 1992 to 1994. Ito was appointed
as senior adviser in the Research Department of the
International Monetary Fund from 1994 to 1997 and as
Deputy Vice Minister for International Affairs at the
Ministry of Finance, Japan, from 1999 to 2001. He served
as President of the Japanese Economic Association in
2004–2005. 

Professor Ito is a frequent contributor to columns in
newspapers and journals, including Financial Times,
Nihon Keizai Shinbun, and Toyo Keizai Weekly. He is the
author of many books, including The Japanese Economy
(MIT Press, 1992); The Political Economy of the Japanese
Monetary Policy and Financial Policy and Central
Banking in Japan (MIT Press, published respectively 1997

and 2000); An Independent and Accountable IMF (with 
J. De Gregorio, B. Eichengreen, and C. Wyplosz, Geneva
Report, 1999); and Reviving Japan’s Economy: Problems
and Prescriptions (with Hugh Patrick and David Weinstein,
MIT Press, 2005). He has published two books in
Japanese, one on getting out of deflation and another
recently on inflation targeting.

SUSUMU KATO

Susumu Kato is President and CEO of Sumitomo Corp-
oration of America and General Manager of the Americas.
He was born on May 21, 1947, in Kyoto, Japan. Upon
graduation from Kobe University in 1970 he joined
Sumitomo Corporation. He spent thirty years gaining
extensive experience in Sumitomo’s steel activities,
including a seven-year assignment in Los Angeles and
another seven years in Detroit for Sumitomo Corporation
of America.

In April of 2000 Mr. Kato was appointed General
Manager of the Personnel and General Affairs Division. 
A year later his responsibilities were expanded when he
was appointed General Manager of the Corporate
Planning and Coordination Group, while continuing his
Personnel and General Affairs assignment. Then, in April
of 2005, he relocated to New York City to assume respon-
sibility for all Sumitomo’s activities in the Americas in his
current positions.

ALICIA OGAWA

Alicia Ogawa is Director of the Program on Alternative
Investments and Associate Director for Program Develop-
ment at the Center on Japanese Economy and Business,
Columbia Business School. She was previously, until
2006, Managing Director of Global Equity Research for
Lehman Brothers, where she was responsible for manag-
ing the firm’s global equity research product. One of her
important responsibilities was implementation of the so-
called “Spitzer Settlement” at Lehman. Prior to joining
Lehman Brothers, Ms. Ogawa spent fifteen years in
Tokyo, where she was a top-rated bank analyst and
Director of Research for Nikko Salomon Smith Barney,
having managed the original Salomon Brothers Research
Department through three mergers. As an authority on the
Japanese financial system, she was called to testify in
Congress and has published extensively in academic jour-
nals in addition to equity research reports. She was an
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unofficial adviser to two of the U.S. ambassadors to
Tokyo, receiving a citation for this role. Prior to moving
to Japan, she worked as a Research Assistant to the
Japanese Ministry of International Trade and Industry on
a number of U.S.-Japan trade negotiations. She is on the
advisory board of the Japan Society Innovators’ Project
and is a frequent speaker on the topic of analyst conflict
of interests. Her current research focus is on small busi-
ness finance and restructuring in Asia.

Ms. Ogawa graduated from Barnard College and
earned a master’s degree in international affairs at
Columbia’s School of International and Public Affairs.

HUGH PATRICK

Hugh Patrick is Director of the Center on Japanese
Economy and Business at Columbia Business School, 
Co-director of Columbia’s APEC Study Center, and R. D.
Calkins Professor of International Business Emeritus. He
joined the Columbia faculty in 1984 after some years as
professor of economics and Director of the Economic
Growth Center at Yale University. He completed his B.A.
at Yale University in 1951 and earned M.A. degrees in
Japanese studies (1955) and economics (1957) and a
Ph.D. in economics at the University of Michigan in 1960.
He has been a visiting professor at Hitotsubashi University,
The University of Tokyo, and University of Bombay.
Professor Patrick has been awarded Guggenheim and
Fulbright fellowships and the Ohira Prize. His professional
publications include sixteen books and some sixty articles
and essays. His most recent book, co-authored and 
co-edited with Takatoshi Ito and David Weinstein, is
Reviving Japan’s Economy: Problems and Prescriptions
(MIT Press, 2005). He is on the Board of Directors of the
United States National Committee for Pacific Economic
Cooperation and the U.S. Asia Pacific Council. He suc-
ceeded Dr. Saburo Okita and served as Chairman of the
International Steering Committee for the conference series
on Pacific Trade and Development (PAFTAD) between
1985–2005, having served on the Committee since
PAFTAD’s inception in 1968.  

PAUL SHEARD

Paul Sheard is Managing Director and Global Chief
Economist for Lehman Brothers, having previously been
Chief Economist Asia for five and a half years, based in
Lehman’s regional headquarters in Tokyo. He has a 

master of economics degree and a Ph.D. in Japanese
economy from the Australian National University (ANU)
and has lived in Japan for a total of seventeen years.
Before entering financial markets eleven years ago, he
was a well-known academic researcher on the Japanese
economy; he held faculty positions at the ANU and Osaka
University, and has held visiting positions at the Bank of
Japan and Stanford University.

Mr. Sheard’s views are frequently sought by visiting
and domestic policymakers and aired in the media. He
has twice served on committees of the Japanese
Government’s Economic Deliberation Council, was a
member of the Advisory Board of the Research Institute
of Economy, Trade and Industry affiliated with the
Ministry of Economy, Trade and Industry, and was a
member of a task force commissioned by the Cabinet
Office to oversee its review of the Koizumi government’s
structural reforms. Among other activities, he sits on the
board of Orix Corporation as a non-executive director. 
He became Global Chief Economist in April 2006.

Major works include The Crisis of Main Bank
Capitalism (in Japanese; Toyo Keizai Shinposha, 1997),
winner of the prestigious Suntory Gakugeisho prize;
Corporate Mega-Restructuring (in Japanese; Toyo Keizai
Shinposha, 2000); as well as two edited volumes in
English on Japanese firms. 

JOSEPH E.  STIGLITZ

Joseph E. Stiglitz is University Professor at Columbia
University and Chair of Columbia’s Committee on Global
Thought. He also holds a part-time appointment at the
University of Manchester as Chair of the Management
Board and Director of Graduate Summer Programs at the
Brooks World Poverty Institute. In 2001 he was awarded
the Nobel Prize in economics for his analyses of markets
with asymmetric information.

Professor Stiglitz was a member of the Council of
Economic Advisers from 1993 to 1995, during the Clinton
administration, and served as CEA Chairman from 1995 to
1997. He then became Chief Economist and Senior Vice-
President of the World Bank from 1997 to 2000. His book,
Globalization and Its Discontents, was translated into 
thirty-five languages and has sold more than one million
copies worldwide. His new book, Making Globalization
Work, was published by W. W. Norton and Penguin/Allen
Lane in September 2006.
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AKIHIKO TANAKA

Akihiko Tanaka is Professor of International Politics at the
Interfaculty Initiative in Information Studies and at the
Institute of Oriental Culture, The University of Tokyo. He
obtained his B.A. in international relations at The
University of Tokyo’s College of Arts and Sciences in 1977
and his Ph.D. in political science at Massachusetts
Institute of Technology in 1981. Mr. Tanaka’s specialties
include theories of international politics, contemporary
international relations in East Asia, and Japan’s foreign
policy. He is responsible for numerous books and articles
in Japanese and English, including The New Middle Ages:
The World System in the 21st Century (Tokyo: The
International House of Japan, 2002).

HIROSHI  UKAWA

Hiroshi Ukawa has been Vice President and General
Manager of the Corporate Planning Division of Canon
U.S.A., Inc., since 2006. He first joined Canon, Inc., in
1984, serving in the Accounting Department of the Toride
factory. In 1991 he provided guidance for the establish-
ment in Thailand of Canon Hi-Tech Ltd., subsequently
serving in that company as General Manager of the
Administration Division. In 1994 he joined Canon Italia
S.p.A. as General Manager of Administration and Finance,
also managing legal and corporate affairs, and in 1998 he
was assigned to the Corporate Planning Division of Canon
U.S.A., as Director and General Manager. In this division
he has been responsible for the strategic and environ-
mental planning activities for the Canon Americas Group,
which includes Canon U.S.A. and seventeen subsidiary
companies in North and Latin America. His duties include
consolidating mid- and long-term business plans, manag-
ing executive management meetings, leading strategic
company-wide projects, and coordinating environmental
management activities.

Mr. Ukawa graduated from Doshisha University in
Japan in 1977.

DAVID WEINSTEIN

David Weinstein is Associate Director for Research for the
Center on Japanese Economy and Business at Columbia
Business School; Vice-Chairman and Carl S. Shoup
Professor of the Japanese Economy in the Department of
Economics at Columbia; Research Associate and Director
of the Japan Project at the National Bureau of Economic
Research; and a member of the Council on Foreign
Relations. Previously, Professor Weinstein was a Senior
Economist at the Federal Reserve Bank of New York and
the Sanford R. Robertson Associate Professor of Business
Administration at the School of Business Administration,
University of Michigan, as well as an associate professor
of economics at Harvard University. He also served on the
Council of Economic Advisers from 1989 to 1990. His
teaching and research interests include corporate finance,
international trade, the Japanese economy, and industrial
policy.

Professor Weinstein earned his Ph.D. and M.A. in
economics at the University of Michigan and his B.A. at
Yale. He is the recipient of numerous grants and awards,
including two National Science Foundation grants, an Abe
Fellowship, and a Japan Foundation Fellowship.
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HUGH PATRICK

Director, Center on Japanese Economy and Business,

Columbia Business School

I am delighted to welcome you to this conference—
“Japan’s Economic Future: Policy, Politics, and Producers”—
and to the reception this afternoon to celebrate the 
twentieth anniversary of the Center on Japanese Economy
and Business (CJEB) of the Business School at Columbia.

This conference is the companion to another celebra-
tory conference that we held on May 15 in Tokyo titled
“Japan’s Future Economic Directions.” From its inception,
the mission of the Center on Japanese Economy and
Business has been to promote knowledge and under-
standing of the Japanese economy and its managerial and
business systems in domestic, East Asian, and global con-
texts, with a special focus on the Japan-U.S. relationship.
Over time, the strategy and ways to implement this 
mission have developed and evolved as circumstances in
Japan and the world have changed so dramatically. Now
we are increasingly emphasizing Japan’s relations with
China and themes of East Asian cooperation. Japan’s role
as a major, mature player in the global economic system is
even more important today than it was twenty years ago.
However, the purpose of this conference is not to discuss
Japanese economic history or the activities of the Center
over the past twenty years, but to look ahead.

The timing of this conference is fortunate. After the
burst asset bubbles and fifteen years of economic difficulty
and adjustment, Japan is now recovering and well along
the path to full employment growth as an advanced, 
hi-tech, high-income, mature economy and democratic
society. As Professor Gerald Curtis has being saying for
several years, it is a mistake to say that the 1990s was

Japan’s lost decade. There have been watershed years of
dramatic micro and structural changes. In its economic
activities, institutions, and in important respects behavior,
Japan today is very different from what it was ten, fifteen,
and certainly twenty years ago. I can assure you that the
Center will not attempt to rest on its laurels or become
complacent. There’s too much to be done, too many new
and ongoing issues and topics to analyze and discuss. The
Center will maintain its intellectual activity and policy 
discourse for many years to come. We have a wonderful
core faculty and a wonderful team of Center administrators
and program officers that make everything we plan happen
smoothly. And today is a good example of that. 

We’re going to focus today on a few of the develop-
ments, opportunities, and challenges that the Japanese
economy faces now and in the longer run. We have
designed the conference in recognition of the fact that
Japan is a major player in the global economic system 
and that international political and economic factors will
importantly shape Japan’s economic future. We are delighted
that Tim Geithner, President of the Federal Reserve Bank
of New York, will give the opening keynote address. 
To make a few remarks and to introduce Mr. Geithner, 
I now turn the podium over to Columbia University
President Lee Bollinger.

LEE C.  BOLLINGER

President, Columbia University 

Japan is a place that is very dear to my family, which
includes my two children, who are now adults. We have
a very special feeling toward Japan because when our
children were young, we lived in Tokyo over a summer

WELCOME AND OPENING REMARKS
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at a traditional Japanese house. And of course, wanting
like any eager tourist and resident to experience Japan as
much as we possibly could, we decided to climb Mount
Fuji. My wife had grown up in Seattle and I had grown
up in Oregon, so we had climbed a lot of mountains, and
we figured that this would be a pretty simple hike. We
knew we’d have to do it overnight to some extent, but we
also wanted to come down the other side and go to a
guest house that we had been invited to. So figuring that
this was a pretty straightforward walk, we packed our
suitcases and took a bus to the fifth station and set out
climbing Mount Fuji with suitcases and two children. We
now believe we are the only family to have ever climbed
Mount Fuji with suitcases.

I want to just say a few words about Hugh and the
Center on Japanese Economy and Business. What the
Center does is exactly what Columbia and other universities
should be doing and doing more of; bringing theory,
knowledge, and disciplines of professional schools and
applying them to real policy questions. I want to give my
compliments to Hugh and the Center and say, on behalf
of Columbia, that we are very proud of what has been done.

I’ve just gotten to know him, but Timothy Geithner is
the ninth President and CEO of the Federal Reserve Bank
of New York, and has a long and distinguished career in
government service. He has worked in the Treasury
Department with Robert Rubin and Lawrence Summers,
and has worked with the International Monetary Fund.
What is most interesting to me is that in this extraordinary
world we’re living in, where markets and business and
communications are transforming the world in such pro-
found ways, we all need to understand that you can’t really
understand this world any more without understanding
banking. More importantly for Tim Geithner, you can’t
really understand banking without understanding the
world in every sense—not just about the economy, but
cultures, its psychology, and so forth.  When you talk to
Tim, you immediately sense that this is a person who is
as sophisticated and steeped in professional knowledge
as anyone, but someone who also has that special quality
of knowing about things we can’t easily place. So it’s with
great pleasure that I introduce Tim Geithner to speak to
us this morning about something that matters enormously
to all of you in this room and to the world.
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TIMOTHY F.  GEITHNER

President and CEO, Federal Reserve Bank of New York

Thank you, and it’s great to be here. I come to govern-
ment by the slightly rare and unusual path of someone
who was really principally interested in Asia, especially
China and Japan. Actually, I first went into the govern-
ment in the hopes that I’d figure out a way to work in
Japan early on, which I was lucky enough to do. Through
graduate school and all the time I’ve worked on U.S.,
Japanese, and international economic policy issues, 
I’ve been a beneficiary of all the work Hugh and his 
colleagues did, and of some people in this room who
were really important teachers to me in those years I
spent in Japan. I’m very grateful for that and am grateful
for that long association with this Center. I’m not going to
talk about Japan today, partly because I used to know
more about Japan than I do today. I know more about the
U.S. than I used to know and that’s probably a useful
shift, given the change in my life and my role.

However, I am going to talk about the broad contours
of global economic integration and their implications, or
some dimensions of policy. This is a time, of course, of
really remarkable evolution in the world economy. The
share of the population that’s exposed to the opportunities
and pressures of economic and financial integration is sub-
stantially larger than it’s ever been. We almost certainly
don’t fully understand the implications of this process. The
gains to growth and welfare are likely to be large and per-
vasive for the world economy, but to acknowledge this
potential is to acknowledge the merits of investing very
large intellectual capital in strengthening our understand-
ing of the policy challenges that come with integration.
Columbia and the universities of this country are defining
the frontier of knowledge in this area. Governments and

their policies are better when they can take advantage of
the product of intellectual capital that has practical rele-
vance to the problems that affect the economic state of
nations. And I’m particularly very proud of the tradition of
a really close relationship that the Federal Reserve Bank of
New York has enjoyed with this great university.

Compared to a decade ago, the world is much more
integrated and trade is a substantially larger share of gross
domestic product. The share of goods and services that
constitute the tradable sector is growing. Cross-border
flow of real and financial capital has increased dramatically.
We have seen substantial increases in the size of current
account balances across the global economy.

This integrated world economy brings with it the
prospects of a much more productive and competitive
world economy. The increasing ties between the national
financial systems, the diversification of financial markets,
and the financial market instruments that allow risk to be
shared more broadly allow capital to flow where returns
are expected to be the highest. These changes are pro-
foundly important to how economies perform over time,
and they will raise income broadly around the world as
this process increases. This process of integration has
occurred during a sustained period of relatively strong
growth and relatively stable and low inflation. We also
have seen a substantial reduction in the volatility of 
economic growth. These improvements and outcomes
have come with substantial changes in technology, better
economic policy, and some good luck. Although we don’t
know how to precisely attribute credit to this broad
improvement in economic outcomes, we know that 
integration and openness is likely to have played a very
important role. Despite the extent of these changes, the
world is still some distance from a fully open or a fully
integrated economic and financial system. This observa-
tion is very important because it complicates some of the
challenges for policy.

Economic theory is most comfortable in dealing with
the theoretical world of a fully integrated system of prices,
flows of goods, services, and capital that continually
respond to free market forces. And of course our models
have a much harder time trying to capture the reality of a
world in which markets aren’t allowed to work freely.
They can’t fully adjust to changes in incentives, or when
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those incentives are hidden—the markets are the servants
of distortions. Nations still retain a substantial degree of
protection of a full range of measures designed to insulate
parts of the domestic economy from trade and competi-
tion. In some form or another, capital controls remain in
place in a large number of countries, and policy makers in
many countries still have implicit or explicit mandates to
limit the variability of their nominal exchange rate against
that of their trading partners. These measures have the
potential to distort the incentives of businesses and
investors, and the resulting flow of goods, services, and
capital.

So to understand the policy implications of globaliza-
tion, you have to understand not just what integration
does to competition, but you have to understand the
impact of these constraints and distortions on economic
activity. You have to understand the impact of these 
distortions and the interaction of these policies with the
forces of greater openness in competition. I want to focus
on just a few of the implications of integration for central
banks. What does globalization change and not change?
What complications does it introduce and what challenges
does it ease? This is a vast and complicated topic, but I
want to touch on some of these issues.

I should start by noting a nice conclusion that Donald
Kohn, my colleague on the Federal Open Market
Committee, reached about the impact on short-run infla-
tion dynamics in the U.S. and elsewhere. The evidence on
these questions is far from conclusive, but for the most
part, Kohn suggests the effects of short-run inflation
dynamics have been limited so far. Now there are some
important things we do know about how integration
affects the context in which central banks operate. Ken
Rogoff and others have pointed out that globalization
increases the degree of competition, but it can reduce
what the economists call the classic inflationary bias, or to
put it differently, it can strengthen the anti-inflation credi-
bility of the central banks. By inducing a greater flexibility
on prices, competition reduces the short-term gains on
output from an unanticipated rise in inflation. Thus, it per-
manently reduces the incentives for central banks to try to
exploit these gains. The improved credibility helps central
banks keep inflation low and stable, part of which comes
from the forces of integration. This in turn allows central
banks to deliver better inflation outcomes with fewer
short-run costs in terms of economic growth and employ-
ment. We also know that the variety of mechanisms 

associated with integration has the potential to lower the
trajectory of inflation in the short run. For example, as the
potential rate of growth of an economy rises in response
to an improvement in productivity, that economy can
experience more growth with temporary lower inflation.
But none of globalization’s effects on inflation dynamics—
not even this potential reduction in classic inflationary
bias—diminish the importance of monetary policy actions
in achieving low and stable rates of inflation. Doing this
well requires that central banks be able to discern features
of the economy that we cannot know with precision, like
the potential rate of growth in the economy, the equilibrium
real interest rate, or the full range of forces that are 
operating on underlying inflation today.

We live in a world where the prices of some goods
and services move in different directions at different rates.
The challenge for monetary policy makers everywhere is
to look at this complex and changing picture of price
changes, try to gauge the forces that are operating on
underlying inflation, and therefore better judge the likely
future path of overall inflation. As economies become
more integrated, and as the share of tradable goods and
services rises, the challenge of extracting or trying to 
capture and measure underlying trend inflation gets more
interesting. External factors can have bigger effects on the
movements of some prices, while the nature and duration
of external impulses or shocks to relative prices may be
hard to discern. Rapid demand growth and commodity
price volatility may influence a broad range of global con-
ditions on wages. All these factors can trigger large
changes in prices, and this makes the job of capturing
underlying inflation harder. It is thus important for central
banks not to focus too narrowly on any individual measure
of inflation. Indeed, here in the U.S. we look at a range of
different measures of core inflation, for example, that take
energy and food prices out of the overall index. We look
at this at different horizons and many other measures that
use different statistical techniques to strip out more volatile
parts of the index. These all have their limitations and 
relative merits and are likely to change over time.

Central banks around the world approach this chal-
lenge of trying to capture underlying inflation differently,
but ultimately we are judged by what happens to overall
inflation over time. These issues are common to central
banks everywhere, but economic and financial integration
have brought particular challenges to monetary policy
makers and central banks in emerging market economies.
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The broad pattern of exchange rate and monetary policy
regimes in emerging market economies has dramatically
shifted over the past decade. Most now operate with more
flexible exchange rate regimes, though a significant num-
ber have moved to the opposite extreme, relinquishing
monetary sovereignty in favor of full monetary integration.
It’s true that fewer countries operate with a fixed, but
adjustable, exchange rate regime, or what we called the
middle ground. This characterized much of the world until
the crisis of the late 1990s, but many countries still make
monetary policy subject to the overriding objective of lim-
iting the variability in the exchange rate against their major
trading partners. If you look at the world through this lens,
you can see that the dramatic rise in the level of official
reserves in the emerging world is not really simply the
consequence of the desire for a greater financial cushion
against external vulnerability, but results from a strong
ongoing aversion to let exchange rates adjust upwards in
response to market forces. As capital markets become
more open, this middle ground is harder to sustain. This
has led to a gradual increase in exchange rate flexibility,
and I think this process is likely to continue. The pace of
progress in greater flexibility and more openness in finan-
cial and capital flows will depend, in part, on the pace
with which governments are able to strengthen the
resilience of their financial systems, and put in place the
broader institutional framework of a supervisory regime
that is vital for an economy. There are many emerging
market countries that are not far along in the transition to
greater openness, which means there’s still substantial
ambivalence over the benefit of economic and financial
integration. For most countries, it’s not a question of
whether to continue to integrate, but of how to do so. The
course of success in this process will partly depend on the
success of the central bank conducting monetary policy in
a manner consistent with achieving low and stable infla-
tion over time.

The constellation of exchange rate in monetary policy
regimes is important not just for those countries, but for
the world economy as a whole. This is true because this
constellation of regimes that are still directed toward sub-
stantially limiting variability in the nominal exchange rate
has the potential to alter the direction of global capital
flows and the price of financial assets. This is true for a
range of other factors, including the increase in the global
mobility of savings and investment, the increase in the
desired exposure of investors in countries to the rest of the

world, or the reduction of what we call the home bias.
Financial market innovation, along with the advancement
of technology, has allowed for better diversification and
greater risk sharing for many countries.

These and other factors contribute to the pattern of
capital flows and external balances we see in the world
today, and it’s hard to distinguish the effects of these factors
from the forces of the constellation of exchange rate of
these monetary policy regimes. But the fact that some of
the forces affecting global capital flows in asset values are
driven not by the market but by policy measures means
that some of the forces we see in the markets today are
attributable to these distortions. And in the absence of
those distortions or in the context of a different set of global
exchange rates, we see a different combination of capital
flows and asset prices. To the extent that this full comple-
ment of factors that affect capital flows act to raise asset
prices, lower long-term interest rates, and reduce risk 
premia, it makes it harder for markets to assess what asset
prices are telling you about underlying fundamental 
economic conditions. If the prevailing value of capital
flows were to exert downward pressure on interest rates
and upward pressure on other asset prices, they would
contribute to more expansionary financial conditions than
would otherwise be the case. This can change how 
monetary policy affects overall financial conditions and
the economy as a whole, and among other things it com-
plicates our ability to assess the appropriateness of the
stance of monetary policy at a given time. These forces on
global capital flows can also have other effects, or they can
mask the effects of other forces, including those from risk
premia, interest rates, and concerns about longer-term 
fiscal sustainability in the U.S. Therefore, these policies
that help contribute to the direction of global capital flows
today are already in the process of evolution, and that
fact—or the fact that this is changing all the time—adds
further to the considerable degree of uncertainty we face
about the forces operating on the longer-term outlook of
the U.S. economy.

Economic and monetary policy makers today can’t 
be indifferent to the international dimension, or to the
monetary policy and exchange rate of other countries. As
economies become more open, external factors obviously
play a greater role on price and output dynamics. And as
the world becomes more complex, the conduct of mone-
tary policy will in some ways become more challenging.
These external forces in recent years have had a dampening
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effect on domestic inflation in some parts of the world, but
that could, at some point, fade or reverse. The forces that
produce this constellation of capital flows and market 
conditions will evolve in ways we can’t fully anticipate,
and so this makes it important for policy makers every-
where to devote more to the process of understanding
how the changes in the world affects the balance of
opportunity, risk, and uncertainty. It makes it more com-
pelling for central banks to keep their commitment to
keep inflation low and stable, and it becomes imperative
to be flexible to respond to a changing world. Ultimately,
I’ll paraphrase Mervyn King, the governor of the Central
Bank of England: “Inflation is made at home and it has to
be contained at home.” Integration does not limit our 
ability to attain that objective, it just forces us to think
harder about how our economies are evolving and how
developments in the rest of the world will affect our mar-
kets and our lives.

DISCUSSION

QUESTION: What is your view on the role of hedge
funds in the light of globalization?

GEITHNER: Hedge funds now play a larger role in our
market and economy than they did five or ten years ago.
They play a very important role; they are one of the 
features that make our market more deep, liquid, and 
efficient than many markets in other mature financial
economies. As we’ve learned, hedge funds change how
markets function over time. The opportunities they bring
come with some risk, so it is important that the broader
supervisory agencies, the central bank community, and
the financial ministries around the world think carefully
about how best to manage those risks.

I don’t think there’s a compelling case or the neces-
sity right now to think about ways to pursue direct regu-
lations of hedge funds to contain those broader risks. The
approach we’ve used to protect the core of the financial
system from potential risks that come with the growth in
the leverage community is to make sure that the core has
an adequate cushion of capital, liquidity, and to allow it
to withstand a broader set of shocks that might emanate
from outside the core. I think that basic strategy provides
us with the best possible balance between efficiency and
stability that we always try to preserve. But as markets
and the structure of our system change, people need to

look at that balance over time, and if there’s a compelling
case to alter that basic structure to include more regula-
tion and supervision, then we should prepare to consider
that. Saying that, of course, doesn’t make it easier to think
how our system should evolve in the future. 

QUESTION: It’s been estimated that Japanese investors
own a considerable amount of dollar-denominated bonds.
To what extent do you think that’s affecting relative prices
in the U.S. market? And to what extent does that concern
you as a supervisor and policy maker? 

GEITHNER: As you know, there’s been a lot of stuff 
written about this issue, and a lot of people have tried to
figure out what the magnitude of the potential effect might
be and how much of the consolidation of asset prices
reflects this as opposed to other forces. I would say that
the evidence is not particularly compelling and the debate
therefore not settled. Some people believe they know the
sign of that effect, but how do you prove what that sign
is? But that’s not nearly enough. If you want to think
about what the implications for policy are, you have to
think about a full range of things, including the scale of
official intervention and the effect on private investors. It’s
a complicated mix of things. Even if you know the signs
and magnitude of things, you also have to know about
the current market equilibrium. But what exactly is that?
What are the prevailing levels? And what is that range?
These are some of the thing you need to draw to get a
compelling policy conclusion. And as you know, the balance
of science is not particularly helpful to policy makers today.

QUESTION: I’m really impressed by the resilience of the
U.S. economy in the face of quite a number of shocks
over the last six years. We’ve seen a stock market bust, a
host of corporate scandals, a rise in oil prices, and a battle
in Iraq, and now we have a questionable housing market
and a budget deficit. In the face of all this, the economy
has retained a good level of growth and productivity with
low volatility. Although there are some problems with
income distribution, the economy is amazingly resilient
from a macro standpoint. Does the economy seem
resilient to you and are you surprised by this? Or were
you and your colleagues expecting this?

GEITHNER: I was nodding as you were speaking, but it’s
not because I was endorsing your characterization. I’m
not allowed to do that because I’m in the blackout period
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and can’t talk about the prospects of the U.S. economy.
However, I will talk about things over the long term. I do
think it’s fair to say that we have seen a sustained period
of relatively stable economic performance in the U.S.,
when up until about a decade and a half ago the U.S.
economy was very volatile when measured by GDP.
There were some very important and fundamental
changes in the way the U.S. economy operates, not just in
productivity growth but in a range of other factors. This
leaves us with a set of very fundamental strengths, which
doesn’t just affect how fast we grow, but how flexible we
are. Those forces look enduring. But of course we face
some longer-term challenges. There’s the fiscal issue, as
well as the challenge policy makers face in preserving
basic political consensus behind relatively open economic
policies, and this looks very daunting and challenging.
The things we all celebrate and view as remarkable in the
U.S. economy over the past two decades won’t save us
from addressing those longer-term challenges; though it
will make overcoming them a bit easier, they don’t make
them go away. 

QUESTION: How do international capital standards 
further global economic integration when they’re being
implemented in different ways?

GEITHNER: As U.S. banks started to expand globally
three decades ago, U.S. officials saw that there was a
compelling case to try and lay out some broader, global,
and uniform minimum capital standards. This process
really began in the late 1980s, and I think the people that
had the basic insight to make sure that the markets be
more integrated and global deserve a lot of credit. It was
a push to move toward an integrated and uniform finan-
cial framework. But markets have changed a lot since
then, and we really need to put into place a successor
regime that does a better job of capturing the much more
complicated set of risks that the institutions operate with
today. That process of designing such a regime is taking
a long time, partly because of the underlying complexity
of the issues, and because we are trying to figure out how
to better capture the risk in a set of financial explosions,
but it’s probably just because of the complexity of work-
ing out compromises and preserving a consensus across
a diverse set of supervised financial institutions. We are
committed to trying to get this right, and we’re trying to
find the right balance between the minimum that would
be applied globally and the discretion or room for judg-

ment by each country’s supervisory agency for adaptation
to whatever new circumstance they face in those markets.
This balance is hard to strike, however. It’s true that we
need to work harder to ensure that the pace of coopera-
tion improves so that it matches the rapid change in the
markets. We spend a lot of time and effort with the inter-
national dimension of our work. We can’t make mean-
ingful decisions today about things we want to apply here
in the U.S. without an appreciation about the broader
global context. To effectively achieve these objectives in
the U.S., we have to work more closely with the principal
supervisors of the major global institutions.

QUESTION: You said that the reason many emerging
countries dramatically increased their level of official
reserves was to form a buffer against external vulnerability
due to their strong aversion to let exchange rates adjust
up. Do you think the International Monetary Fund (IMF)
should play a greater role in correcting global balances by
exchange rate realignment? 

GEITHNER: I certainly would not approve of that, and I
don’t think that’s the IMF’s agenda. At its inception, the
core of the Fund’s mission was to provide a framework
where policy makers could sit and talk of how certain
developments would affect their own policies and the rest
of the world. The basic insight of the Fund’s founders was
to try and create a place that could influence policy choices
that governments make and to provide a better balance
between the national and external imperative. The work
the Fund is doing today is completely consistent with its
mission. The broad transition that the world faces in the
evolution of these imbalances will be affected principally
by the policy decisions the governments make in things
that affect the balance between savings and investment,
or the rate at which domestic demand growth expands. 

QUESTION: If central banks need to be flexible to the
changes in the world, what do you think about the use of
inflation targeting or targeting other numerical objectives? 

GEITHNER: Good question. It’s a consequential question
for central banks everywhere. Let’s see if I can answer this
delicately. The Fed is undertaking a review of how we
communicate about monetary policy, and that review is
underway. It is being led by a small group of people,
chaired by Don Kohn, and that is all I can say or choose
to say about that particular question. 
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DAVID WEINSTEIN

Carl S. Shoup Professor of the Japanese Economy,

Columbia University

This session is on monetary policy and exchange rates. I’d
like to introduce the first speaker, Professor Takatoshi Ito.
His book The Japanese Economy defined the field for
many generations of economists, myself included. He is 
a professor at the Graduate School of Economics at The
University of Tokyo and a member of the Council on
Economic and Fiscal Policy under Prime Minister Shinzo Abe.

TAKATOSHI  ITO

Professor, Faculty of Economics and Graduate School of

Public Policy, The University of Tokyo

Thank you for the kind introduction. Since I was appointed
as a member of the Council on Economic and Fiscal
Policy just a month ago, I should start with a disclaimer
that whatever I say today is with my own academic hat,
which I still maintain, and not necessarily of the economic
policies of the Abe administration.

This is a really good opportunity to look back at the
twenty years of the Center’s existence. Over the course of
twenty years, the Japanese economy experienced a bubble,
the burst of the bubble, deflation, and recovery. So we are
back where we were twenty years ago. It’s been talked

about as a lost decade, but I would say that actually twenty
years were lost and we are now back to the future. The
task for Japan now is whether we can sustain an 
economic recovery, have growth without a bubble and
without deflation. The recent recovery is encouraging; in
fiscal 2005 we saw a 3.2 percent economic growth, while
we are expecting to have 2 percent growth in fiscal 2006
(April 2006 through March 2007). We are near the poten-
tial growth rate, and the challenge is to maintain it for,
let’s say, two years, to maintain this 2 percent pace. To do
this, we need both fiscal and monetary policy that sup-
ports this growth without the economy overheating, or go
back to deflation.

Since the title of this session is “Monetary Policy and
Exchange Rates,” let me focus on monetary policy. As you
remember, Japan introduced the zero interest rate policy
(ZIRP) in February 1999. It was temporarily lifted in
August 2000, and many people blame the central bank for
making the mistake by falsely believing that the economy
would get out of deflation soon, while the economy was
still in a deflationary spiral and had no prospect of over-
heating. When the economy soured again, the Bank of
Japan [BoJ] reintroduced ZIRP in March 2001 with an
additional feature called quantitative easing. It was to pro-
vide more than enough liquidity to the financial system.
This continued for five years. Quantitative easing ended
this year in March, while ZIRP ended in July. This indi-
cated that the Japanese economy had normalized.

As economic recovery continues, the obvious ques-
tion is when the BoJ will raise interest rates again and 
to what level. Also, what inflation rate are they going to
target or try to achieve? Many people in Japan are asking
these questions over the short term. It is my personal
belief that deflation is a difficult situation, because when
interest rates are lowered to zero, it cannot go negative.
This means real interest rates go higher and higher as
deflation becomes worse and worse. And there is no con-
ventional monetary policy which could rectify that defla-
tionary cycle. So I do believe that avoiding deflation is 
a very important task of the central bank, and the one 
lesson learned from the Japanese experience in the last
ten years is that deflation is bad. I know other central
banks looked at the Japanese experience and decided not
to lower the target range to zero but to maintain a floor

SESSION I :  MONETARY POLICY AND EXCHANGE RATES
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of 1 percent. Inflation targeting is a popular framework
among some central banks, but not with the U.S. Federal
Reserve.

DAVID WEINSTEIN

Next we have Robert Hodrick, an expert on asset pricing
and equities at Columbia Business School. He is widely
published and is often my resource on international
finance questions.

ROBERT HODRICK

Nomura Professor of International Finance,

Columbia Business School

Let me begin by noting that the twentieth anniversary of
the CJEB is truly an important occasion. Hugh and David
have done a great job developing the Center into what is
widely seen as a model of what an academic center
should be.

I’m very pleased to be here to discuss Japan’s mone-
tary and exchange rate policy at the theoretical level. The
choice of a country’s exchange rate policy seems pretty
straightforward. A country’s choice of exchange rate 
policy is interconnected with the choices a country makes
about its monetary policy and its policies toward inter-
national capital flows. I presume that Japan wants to have
an independent monetary policy and free capital mobility
to allow its firms, consumers, and the government to 
benefit from unfettered access to international markets.

So, if these two choices of an independent monetary
policy and free capital mobility are correct, the usual
arguments imply that Japan must have a flexible exchange
rate system to avoid either a run on its international
reserves or a massive buildup of international reserves.
Any attempt to peg the exchange rate at a value that
implied an overvalued yen would eventually lead to a run
in the international reserves in the BoJ. If the fixed
exchange rate implied that the yen was overvalued, spec-

ulators would borrow yen and sell yen for dollars to the
BoJ at the fixed exchange rate, thereby drawing down the
bank’s stock of international reserves. Since the stock of
international reserves is limited, speculators will know
that the bank’s international reserves will eventually be
depleted—at which time the yen then must be devalued.
The devalution of the yen would then provide profit to
the speculators who shorted the yen.

Now, the story gets more complicated if the pegged
exchange rate implies an undervalued yen. Then, there
would be pressure for a revaluation or appreciation of the
yen. Speculators would borrow dollars and convert them
to yen at the fixed exchange rate, increasing the supply
of dollars at the BoJ. This would be in the hope that the
BoJ would revalue the yen so that the speculators would
be able to buy dollars cheaply. The system is stable
enough to allow the BoJ to acquire dollars as international
reserves, but there is a limit to the amount that the bank
can acquire. This means speculators can eventually force
a revaluation of the yen. So that leads us to the conclu-
sion that maybe a fixed exchange rate doesn’t work so
well and that a flexible exchange rate is really what they
should have. But Japan does not live in a vacuum, and one
question that we must address is how important it is for
Japan to have an independent monetary policy. We also
must think about what the rest of the world is doing, with
China and the other Asian emerging market countries in
particular.

I like the analysis that Michael Dooley, Peter Garber,
and David Folkerts-Landau have done, which is termed
Bretton Woods Two. It’s a system in which China and
other emerging Asian nations peg their currencies to the
dollar at exchange rates that imply undervaluation of the
renminbi on foreign exchange markets. The undervalua-
tion of the renminbi makes foreign goods expensive
inside China, and the overvalution of the dollar makes
Chinese goods less expensive in the U.S. The conse-
quence of this undervaluation is export-led Chinese
growth that is faster than it otherwise might be. Dooley,
Garber, and Folkerts-Landau argue that this is a deliberate
policy of China. The system works because China’s goal
is to rapidly absorb an underemployed labor force into 
an industrial system that is changing from being state 
controlled to being privately controlled.

I think China is going to be content to let the 
renminbi continue to appreciate against the dollar at a
very slow pace. There is a definite risk that a major appre-
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ciation of the yen versus the dollar will result in a major
appreciation of the yen versus the renminbi as well. The
huge U.S. current account deficit places pressure on the
dollar to weaken, and under the Bretton Woods Two sys-
tem, this pressure exerts itself in the appreciation of the
yen and the euro. If this appreciation were to occur,
Japanese exports to the U.S. and China would suffer
while Japanese consumers would find Chinese goods
even less expensive than U.S. consumers. If the Japanese
authorities want to avoid this problem, they must be pre-
pared to intervene to prevent the yen from appreciating
by buying dollars with yen in the foreign exchange mar-
kets. To retain an independent monetary policy, the BoJ
must offset this increase by selling yen bonds to the pub-
lic, which results in a sterilized intervention. I don’t think
sterilized interventions work, so the only way to prevent
the yen from appreciating is to allow the money supply
to be endogenous.

Now the goal of an independent Japanese monetary
policy would be to lower inflation, but I’ve argued that
the world situation implies that there are some states of
the world in which Japan would find itself with an
endogenous monetary policy. Is this so bad? If we were
in the 1970s, when monetary policies seemed much more
mysterious and inflation was not seen always and every-
where as a monetary phenomenon, it might make sense
to argue that Japan needs to have an independent mone-
tary policy. But this is 2006 and central bankers around
the world have demonstrated improved ability to control
inflation by controlling monetary policy. If Ben Bernanke
and the Federal Open Market Committee are committed
to having low inflation and the markets believe Ben,
which I believe they do, then the goal of an independent
Japanese monetary policy would be the same as the goal
of U.S. monetary policy. Japan could very well announce
that it is joining Bretton Woods Two and is pegging the
yen to the dollar, which would place enormous pressure
on the euro to join the system as well.

Given the track record of Japanese monetary policy
over the last decade, which I take as less than stellar
because of the general deflation that occurred, I think this
suggestion deserves at least some consideration and
debate. The U.S. and Japan are far from an optimal cur-
rency area, and it would be argued that a flexible
exchange rate would allow Japan to insulate itself from
adverse world shocks by depreciating the yen. But, if
Japan is running an independent monetary policy that is

targeting a low, stable rate of inflation and has free capital
markets, the yen will likely appreciate in such a circum-
stance. It would also be argued that removing the ability
of the BoJ to respond to a Japanese recession without a
reduction in interest rates is a hardship. If Japan has a
flexible exchange rate and open capital markets, the yen
will likely be weak, which helps the real economy, but
fosters inflation. A further reduction in yen interest rates
may be undesirable so it won’t lead to undesirable inflation.

If economists understood why exchange rates fluctuate
and the fluctuations of exchange rates matched up with
the predictions of macroeconomic models, then maybe
the case for flexible exchange rates would be stronger.
When I look at the data, I see a lot of real exchange rate
variability, which is highly correlated with nominal
exchange rate variability. I also don’t see a lot of eco-
nomic studies that successfully explain why the yen-dollar
rate has moved the way it has over time. Since I believe
in the desirability of free capital flows, I’m led to the con-
clusion that pegging the yen to the dollar or to a trade-
weighted average of exchange rates makes some sense.
Real exchange rate variability will go down and Japanese
firms will be spared the boom and bust cycle caused by
exchange rate fluctuations.

If the European Central Bank joined the system by
pegging the euro, Bretton Woods Two would be as com-
plete as Bretton Woods One. There would be speculative
pressures no doubt, and the U.S., as the center of the 
system, would nag at countries that lose their monetary
sovereignty and independent policy making. But inter-
national cooperation is much stronger now than it was in
the 1960s, and in fact the nature of Bretton Woods Two
means there will be pressure on the yen and the euro to
appreciate in the future. Japan may end up defending the
yen from appreciating in either event.

DAVID WEINSTEIN

Paul Sheard, our next speaker, is managing director and
economist for Lehman Brothers. He has a Ph.D. in eco-
nomics from Australia National University and has lived in
Japan for almost seventeen years. Paul left when the
economy first began to stumble. I first met Paul when 
we were both underpaid assistant professors in Japan.
Obviously, he has come a long way. I think it’s fair to say
that Paul is one of few non-Japanese economists with the
deepest institutional knowledge of the Japanese economy
that I know.



CJEB Twentieth Anniversary Conference |  19 |

PAUL SHEARD

Global Chief Economist, Lehman Brothers

I’d like to start off by reflecting a little bit on the recent
past, which is critical to understanding the future for mon-
etary and exchange rate policy. We’ve been hearing about
deflation today, but the signal fact I would begin with is
that Japan has been in a very prolonged nominal stagnation.

Nominal GDP peaked in Japan at the end of 1997,
and it still is below that peak level (see Chart I, page 21).
That is the result of a decade of very low real growth, but
more importantly, it’s because there has been sustained
deflation. The GDP deflator is the overall measure of the
price level in Japan—it is a much criticized measure but
nonetheless it is what the Cabinet Office reports every
quarter. That index of price stability has been in negative
territory in year-on-year rate of change terms since 1994,
and that is a key reason for this nominal stagnation.
Nominal GDP in the U.S. in the same period went up
about 55 percent, and even in the euro zone, which had
a much less stellar performance, GDP is up some 40 per-
cent in that period. Nominal GDP growing at 2, 3, 4, or 5
percent per year is the normal state of a normal econo-
my. In my view, Japan is not yet in that normal state.

Now, this didn’t happen by accident. I would trace
the key source of this nominal stagnation from deflation
to the bursting of the asset bubble of the 1980s. I know we’re
talking about fifteen to twenty years ago, but I believe
that the Japanese economy is still operating in the shadow
of that bubble (see Chart II, page 21). Although it is admit-
tedly shows the worst declines, the urban commercial price
index in the six major cities is what I use to show the real
estate bubble of the 1980s and its bursting in the 1990s.
The index dramatically went up about six times in the
1980s and fell about 87 percent from its peak in 1990 to
its trough in 2004. That is a huge shock to any economy.
I stand to be corrected on this, but I often say that this
was the greatest financial bubble in the history of the world.

What did that mean for monetary policy? Essentially,
monetary policy lost its normal transmission channel. The
normal transmission channel in Japan—and I’m a little in
awe here speaking in front of Professor Joseph Stiglitz, who
is obviously a pioneer in a lot of the academic work done
in this area—is through the bank lending channel, or the
credit transmission channel. Bank lending has been falling in
Japan until very recently. In fact, it has been falling for
almost a decade and has done so by some 150 trillion yen,
or the equivalent of about 30 percent of GDP. So this is a
massive deflationary shock working its way through the bal-
ance sheets in the economy.

Monetary policy doesn’t work by magic. It works
because, when the central bank cuts interest rates, firms and
households find it more attractive to borrow to finance
investment and consumption and this boosts economic
activity. But in Japan’s recent deflationary past, when the
Bank of Japan cut interest rates all the way down to zero, it
did not work because everybody was focused on de-lever-
aging as falling asset prices were grinding away at the equi-
ty in the system. I think that’s the key reason for so-called
liquidity or deflation trap in Japan.

Let me also talk about some other policies that exac-
erbated the problem in Japan—one was the way the
banking system was handled, using forbearance (see
Chart III, page 21). Instead of cleaning up the banking
system relatively quickly—in, say, three to five years—
Japanese policy makers gave top priority to stabilizing the
financial system so the cleanup ended up taking ten years
to do. And since it took about five years to really get started,
this turned out to be a fifteen-year project. The banking
system wrote off nearly 100 trillion yen, or the equivalent
of about 20 percent of GDP. But because of the slow
pace, it effectively stymied the effectiveness of monetary
policy. It would have been much better to have had a
short, sharp cleanup of the banking system, but this
would have required a huge injection of fiscal funds to
give banks enough equity to absorb the mark-to-market
of bad assets. Why should the government have incurred
those fiscal costs? Because the government guaranteed all
the deposits in the banking system. The government took
those liabilities onto its own balance sheet.

I don’t think we can talk about monetary policy with-
out talking about fiscal policy. Here again, like unhelpful
banking policy, the BoJ had its work cut out for it. It was
handicapped because fiscal policy, or Keynesian fiscal
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policy, the sort of fiscal policy that one would presumably
use in a prolonged deflation, was never really used. This
is a dirty little secret in Japan—which David Weinstein
wrote about a few years ago—because the entrenched
conventional wisdom in Japan is that fiscal policy was
used and did not work. What I mean is that fiscal policy
was never used in a sustained and aggressive fashion as
part of a coordinated package aimed at overcoming defla-
tion. For instance, public investment has been on a down-
ward trend, which has decreased aggregate demand and
likely prolonged deflation.

Unconventional monetary policy was used, and we
could have a two-day conference on just that. But since I
only have a few minutes, let me take the liberty of point-
ing out that when the BoJ did try to implement these
unconventional policies, it did it in a way that was open
ended and passive rather than in an aggressive, deflation-
fighting way. For instance, the BoJ pumped up the
reserves in the banking system way above the minimum
requirement—so-called quantitative easing—but it did so
in a rather timid fashion. And because fiscal policy at that
time was not supportive of this monetary policy, nothing
worked the way it should.

Another unconventional policy that was used was
the foreign exchange policy. During fiscal 2003, 33 trillion
yen were used for foreign exchange intervention. So this
was a massive foreign exchange policy response from a
country that essentially operated a flexible exchange rate.
Although foreign exchange policy was used, I would argue
that it too was used in a rather defensive and ad hoc way.

Now let’s fast forward to this year and beyond a 
little bit. March 9th was a very important day for policy in
Japan because that was when the BoJ stopped its quanti-
tative easing policy and simultaneously introduced a new
monetary policy framework. Let me give you my bottom
line on this without really being able to establish the argu-
ment. I think the BoJ took the first opportunity to declare
that the conditions for terminating quantitative easing
were satisfied and in effect exited on a technicality. The
termination conditions were that the BoJ agreed to main-
tain quantitative easing until the core price index was sta-
bly in positive territory. That was a necessary, but not suf-
ficient, condition. When the decision was made in March,
the available readings of the core CPI were 0, 0.1, 0.1, and
0.5 percent year-on-year. It was the 0.5 percent number
that allowed the BoJ to say, “Look, inflation has stepped
up.” The revision to the index in August has now shown

that that 0.5 number was actually minus 0.1. If you just
look at the numbers as they appear now, it is only about
now that the BoJ would be in a position to declare that
the conditions were met.

I do believe that the BoJ really did push the envelope
on Article 4 of the Bank of Japan Law in ending quanti-
tative easing. Article 4 requires the BoJ to closely com-
municate with the government with a view to making its
policy consistent with the government’s policy stance. I
think the BoJ grabbed all the independence it could, and
this could be either a good or bad thing, it’s open to
debate. I just state it as my assessment. One thing that I
do believe is important is that the whole issue of defla-
tion—and we’ve heard the word several times today—
was fudged. The BoJ was very careful not to say that it
exited quantitative easing because deflation was over.
One of the reasons was that the government had always
talked about deflation principally in terms of the GDP
deflator, which was still negative and is still negative and
stands to become more so because of the CPI revision.
According to a Nikkei report this week, the GDP deflator
in the second quarter, which was –0.8 percent year on
year, is likely to be revised down to –1.1 percent [NB:
actually it was revised to –1.2 percent].

I do think it’s important to talk about the new frame-
work for monetary policy. The BoJ exited from quantitative
easing, which was a very clear and very unusual frame-
work. In a sense, in exiting it needed to communicate to
the world what its monetary policy was going to be like
in future, and I think this new framework is very coherent,
very consistent, and well crafted.

However, I question whether it’s appropriate to have
that in place right now, and my answer is no. One reason
is that it assumes that we are now in a normal operating
environment in Japan. I do not believe that this is the
case. There is still residual deflation; there are still some
drivers of deflation, particularly falling real estate prices.
Land prices have bottomed in the cities, but in much of
the country they are still falling. Credit creation has not
yet started to take place in a way that is measurable. This
is a more interesting point for the theoreticians; I think the
new framework is forward-looking, but that means it’s not
a path-dependent framework. In other words, it forgets
the last ten years of deflation. It says,  “Pretend that didn’t
happen and look forward.” If you look at Michael
Woodford’s book Interest and Prices, he argues that in
these kind of deflationary conditions, you probably want
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to operate a path-dependent policy because of the asym-
metric risks around inflation and deflation.

The other controversial point is that in announcing
this new framework, the BoJ clarified its view on price
stability, and it has done this in a way that implies a very
low implicit inflation target (the BoJ calls it an “under-
standing,” not a “target”). So what all this adds up to is a
kind of institutional commitment by the central bank not
to reflate after it has emerged from quantitative easing and
ZIRP. For those of us in the market that’s an interesting
concept, because a lot of people have said that the
Japanese must be really pleased because they can now
reflate. But that’s exactly what they don’t want to do. Is
this really the appropriate policy stance for Japan at the
moment? Reflation might help solve the fiscal problems,
for example.

My last point is more like a question about exchange
rate policy. I keep wondering whether there isn’t some
kind of echo of the massive foreign exchange interven-
tion from 2003 to 2004 still in the foreign exchange mar-
ket. This wasn’t just any old intervention. The way in
which the Ministry of Finance did it was huge—as well as
intervening on an unprecedented scale, they literally 
borrowed the BoJ’s balance sheet, at one point, to the
tune of 10 trillion yen. At the end of it all, the MOF
secured in the budget a line of credit of 50 trillion yen for
intervention funds, which have never needed to be used.
I wonder if this isn’t some sort of shadow hanging over
the market? So, to hark back to Professor Hodrick’s pres-
entation, the question is, in some sense, has Japan signed
up as a closet member of Bretton Woods Two?

CHART I CHART I I

CHART I I I



DAVID WEINSTEIN

Our last panelist, Joseph Stiglitz, needs no introduction.
He’s a University Professor and a Nobel laureate, and as
a member of the Economics Department, I’m proud to say
he’s one of four Nobel laureates coming from Columbia
in the last ten years. It’s fair to say that it’s hard to write
an interesting paper in economics without citing one of
Joe’s papers. He’s just central in practically all the fields.
Here’s a little anecdote about Joe’s eminence. We were
once trying to hire him, and departmental rules stipulate
that the committee need to read the papers of the person
we hire. Shortly thereafter, two professors came to my
office kind of sheepishly and said, Do we really need to
read all 300-plus publications? I said, well you know,
maybe just a subset would be fine. So without much fur-
ther introduction I’d just like to turn the floor over to
Joseph Stiglitz.

JOSEPH E.  STIGLITZ

University Professor, Columbia University

It’s been a remarkable year both for the Center and the
Japanese economy. The previous speakers have outlined
the transition from what had been an impressive twenty
years of Japanese economic growth to the last fifteen
years that can only be described as troubled.

What is so striking is how the aspiration of success
has been so lowered in Japan today. People aren’t talking
about returning to the 4, 5, 6 percent growth rate; they’re
happy with a 2 and 3 percent rate. Expectations have
been completely lowered, and the Japanese miracle is
evidently a thing of the past. I think that Japan’s potential
is higher than a lot of the expectations that have been set
up, and I share the worry of Paul that the current frame-
work will not be able to sustain even the modest growth
that they have been experiencing recently.

I want to put the exchange rate discussion in a broader
context, both in terms of the recent success of Japan, but
also in terms of a broader view of monetary policy.

There has been a lot of discussion of liberalization,
focusing on tradeoffs between the benefits of integration
of a global economy, including the increased efficiency
which purportedly results, and the risk from increased
exposure to global financial market volatility. The process
of liberalization itself has been fraught with problems in
country after country. When you rapidly liberalize with-
out understanding the full dimension of what that entails,
there is a chance of a bubble. And then there’s the burst-
ing of the bubble. Anybody looking at the loss Japan is
experiencing in terms of macroeconomic effects has to
say that the “microeconomic” efficiency benefits, if there
have been any, have been totally swamped by the macro-
economic costs, the decade and half of weakness in the
Japanese economy that followed the bursting of the bubble.
This is something to take into account as one goes forward
and discusses the design and structure of liberalization.

As we see the Japanese economy begin to recover, a
number of questions are raised. Currently, there’s a lot of
discussion of the reason behind Japan’s current success.
Some people say it has to do with liberalization and with
the big success of former Prime Minister Junichiro Koizumi’s
privatization of the postal savings accounts. To me this
sounds like nonsense. You must ask questions about tim-
ing, and about what it is doing to the fundamentals of the
economy. Given that most of the changes have not yet
happened, it’s hard to believe that this has anything to do
with what is going on. (One has to remember that Japan
paid an enormous price from the previous experience of
liberalization; so it is not even clear that when it occurs,
the effects of privatization will even be positive.)

I think there are a couple of other hypotheses that
are much more plausible explanations for Japan’s recent
economic performance. The first is that Japan’s immediate
neighbor, China, has been growing rapidly, and there are
regional spillovers. Japan made some good decisions, one
of which was to position themselves next to China, and it
is now enjoying the benefits of that decision made long ago.

There have also been some structural reforms in
recent years that Takatoshi talked about, and these may
have contributed to Japan’s recent success. I’m less of an
expert about these structural reforms so I’ll let others talk
about that.
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The question going forward is whether there should
be more to worry about than the Bank of Japan’s cele-
bration of the end of deflation. Like Paul, I think it is
rather premature for this kind of celebration.

Like many other central banks around the world, the
BoJ focuses on the wrong objectives, a limited set of
instruments, the wrong measures of success, and an
incomplete analysis of the risks confronting the economy
and how to make decisions in a world of imperfect infor-
mation. All in all I would say I am critical of the BoJ’s
approach to monetary policy.

The objective of monetary policy should not be just
the right inflation rate, since inflation is an intermediate
variable. Nobody eats inflation, nobody lives on inflation.
Inflation is alleged to be an important variable because it
affects living standards by affecting economic growth.
This relationship between the two is, however, an uncer-
tain, unstable relationship. When we measure success, we
should focus on how well the economy is doing in real
terms. Did the economy record stable long-term growth
with full employment? I think it’s a mistake to focus on
these intermediate variables, and the record of central
banks achieving the variables of real importance by focusing
on just inflation is very poor.

Moreover, even if there were a symmetric risk of
inflation or deflation, and there are asymmetric effects 
of the responses. What can a government do when it 
confronts deflation? Its ability to “undeflate deflation” may
differ markedly from its ability to disinflate inflation.

Good decision making involves “optimal sequential
decisions.” You have to ask the question: If the world
turns out differently from what we expected, how do we
respond? And, of course, the world always turns out 
differently from what we expected: that’s the nature of
uncertainty. I find it amazing how poorly central banks
perform this kind of sequential risk analysis.

It follows from this analysis that targeting inflation
(which central banks have increasingly done) makes little
sense. Moreover, inflation targeting leads to an adjustment
path which is far from optimal. In general, setting mone-
tary policy through inflation targeting is not the right way
to minimize the cost of adjustment to an economy that is
responding to a variety of shocks that confront it.

For the last fifteen or maybe even thirty years,
Japanese economic data have been a wonderful source of
inspiration for economic theorists and practitioners. Japan

has been such an interesting economy to study. That said,
I hope, going forward, that it’ll be less interesting.

DISCUSSION

QUESTION: When the Japanese Ministry of Finance spent
several hundred million dollars and conducted its great
currency intervention, I heard that the U.S. Treasury
essentially had to tell them to stop after a while. The U.S.
believes in fluctuating exchange rates, and interventions
aren’t compatible to that. In this case, however, who was
wrong? Japan or the U.S.?

ITO: The great intervention started on January 15th, 2003,
and ended on March 16th, 2004. The intervention lasted
fifteen months, and the sum of 35 trillion yen was used to
buy mostly U.S. dollar-denominated foreign assets. In the
beginning, the interventions were more of a tentative
attempt to check the excessive movements of the yen. I’m
saying they were tentative because the figures of inter-
ventions, disclosed on the home page of the MOF, were
actually pretty small. They tried to stop the appreciation
of the yen at right around 120 yen. So in this sense, it’s
not true that Japan was focusing on fixing the exchange
rate. They were only trying to smooth the movements.

After the Group of Seven met in September, the yen
moved between 110 and 112 yen. You have to remember
that the Japanese economy wasn’t doing particularly well
in 2003, especially its financial system. The banking crisis
was, again, a heated topic. The greatest reform of the
Koizumi government was to once and for all put an end
to the nonperforming loan problem.

That said, the real big intervention came during the
last three months of the intervention, or January through
March of 2004.

STIGLITZ: The phrase “fluctuating exchange rate” is
another way of saying that there is economic volatility
and instability. The U.S. administration had never advo-
cated instability as part of their economic policies. Like
Takatoshi Ito mentioned, it is reasonable to try to smooth
out exchange rates through markets that work perfectly. I
think the records show that there have been some inter-
ventions that have played an important role; the U.S.
Treasury has achieved this. The other issue is the level of
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rates. The U.S. administration has tried to ease its bad
economic policies by deciding the exchange rate of other
countries like China and Japan. It’s very clear to me that
when the U.S. started to criticize the renminbi, it was
arguably undervalued, so these kinds of comments must
be put in that political context.

SHEARD: I think that both Japan and the U.S. were right,
and wrong. You do have to understand the context of the
intervention. The financial system was in crisis in 2003.
You had foreign exchange and banking policy all in crisis
management mode. The Nikkei bottomed out in April of
that year, and even the bears—and there were very many
of them—thought they’d never see that day. My interpre-
tation of the 35 trillion yen intervention was that it was
seen as a necessary and legitimate policy response to a
potentially unwelcome and devastating deflationary
shock to the Japanese system just at a time when the
financial system was teetering again.

What was interesting about this big policy response
was that it was a little bit out of character with what we’d
seen over the years, in that it was the closest thing to a
coordinated policy response that occurred. You had the
BoJ do quantitative easing three times, a massive foreign
exchange intervention, and also the quasi-nationalization
of Resona Bank all in space of a few months. The latter
was a very important, signature event in the marketplace
because any bank bigger than Resona was deemed too
large to fail. This sparked the recovery in the stock mar-
ket. So I think there were many good reasons why the
Japanese did all this, but they were wrong and right at the
same time.

I think the Japanese authorities could have packaged
everything in a much more direct and forceful way, rather
than stick to the line that the intervention was to deal with
excessive volatility in the foreign exchange market. I
think Japan would have gotten a lot of sympathy from the
world if they had just said they wanted to avoid a defla-
tionary shock. That said, I don’t think this was the 
optimal policy response. If the problem was deflation, I
would have liked to have seen a coordinated fiscal policy
response and a more forceful response in cleaning up the
banking system. Although Prime Minister Koizumi is often
credited with forcing the banks to write off their bad debt,
most of it actually happened earlier. 

QUESTION: Why do we see a monetary policy that is so
neutral in Japan, where rates are so close to zero? How
does that relate to history? Why is the BoJ so obsessed
with what appears to be the notion of incipient inflation
in an economy that’s been experiencing deflation for so
long?

ITO: Japanese interest rates at zero should not be defined
as neutral policy. It’s still near zero because the Japanese
economy is still recovering and nobody is fully back to
doing business as usual. Investment rates are still low,
recovery is still not in full force, and there’s still a lot of
risks and uncertainties. Therefore, businesses and con-
sumers are not investing or spending money in full force.
That’s why interest rates are still low. If the economy
grows at 2 percent or 2.5 percent over the next few years,
interest rates will rise faster. So perhaps looking at Japan
two years later will lead you to a different conclusion. I
think the majority of the policy board members would not
mind if the inflation rate goes up to 1 percent.

SHEARD: I still don’t think Japan is on a normal eco-
nomic growth trend yet. I don’t want to harp about this
yet again, but GDP figures are inflated or flattered by
deflation. So if you hear a figure of 2 percent or 3 
percent, it actually means nominal GDP is only about 1
percent or so when you add deflation into the equation.
So what is the BoJ doing at a time like this? It has set itself
on a course of gradually hiking interest rates back to
what’s considered a neutral number, which is about 2.5
percent or 3 percent (potential growth of about 2 percent
growth with about a 1 percent inflation rate). Real GDP
may sound high and people may claim that the GDP gap
has more than closed, but the high real GDP numbers still
reflect a large negative GDP deflator, which is inconsistent
with the assumption of a positive output gap. And in any
case, why not let reflation happen? The economy could
tolerate a burst of above potential growth but I think the
BoJ sees its job now as trying to underpin a very long and
sustainable economic recovery. That could be counter-
productive if, as appears to be the case, the economy is
still struggling to emerge from deflation.

STIGLITZ: I still don’t think Japan is on what should be
its long run trend economic growth. BoJ seems concerned
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about the reappearance of inflation, though, as was pointed
out earlier, the GDP deflator still shows deflation. But why
not let inflation increase slightly? It would give a burst of
potential growth. When I was on the Council of Economic
Advisers, we often debated about inflation. Some said that
once inflation kicks in, the numbers just get higher and
higher, and that it was very costly to deflate. But our studies
showed that’s not true, even though many Central
Bankers believe that to be the case.

Historically, real rates in Japan are different from
those in the U.S. because the Japanese have a higher sav-
ings rate and there’s a home bias for investment. Much of
the money that was available stayed inside the country,
which led the interest rate to be detached from rates
around the world. That said, savings have come down,
and there’s every reason to believe that there will be
greater integration into the global economy. The home
bias will dissipate, and thus it will be harder for Japanese
rates to be as detached from the rest of the world.

QUESTION: If the currency system is moving into the
Bretton Woods Two era, then how does the current U.S.
account deficit affect us and the world?

HODRICK: Should we worry about current account
deficit? I think this is one of the things not well under-
stood by economists. It’s certainly massive, and there
have been doomsayers for the past several years saying
that this is going to cause the dollar to eventually weaken.
I think that as the world integrates more, foreign investors
are finding it in their interests to invest in the U.S. and
that’s one of the things that underpins the growth rate of
the U.S. economy. The deficit can be financed by Bretton
Woods Two, partly by foreign central banks continuing 
to buy the dollar. This is one of the reasons why the 
U.S. ten-year rate is so low. According to historic data, 
a comparable rate would be closer to 6.5 percent, not 
4.8 percent.
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HUGH PATRICK

In order to allow my colleagues to speak more about
broader and important issues, I thought I would start off
by describing some of the basic facts about the economic
relationship among Japan, China, and the United States.

Within the East Asian and global context, three of the
most important sets of bilateral and potentially trilateral
relationships are among Japan, China, and the U.S. Japan
is the economic leader in East Asia, certainly in technolo-
gy, productivity levels, quality of its labor force, its per
capita gross domestic product, and standard of living.
Measured in exchange rate terms, Japan is the world’s
second largest national economy. It is a mature and vig-
orous economy with an aging and decreasing population.
China is growing very rapidly and is now a huge, but rel-
atively poor, economy. China’s total GDP in purchasing-
power terms now surpasses that of Japan. Moreover,
expectations are that it will continue to grow rapidly in
the foreseeable future, becoming a global and regional
economic player. And the U.S. is, well, the U.S.

The economic relations among these three countries
are huge, multidimensional, and important for each country,
and on the whole, very good. Let me add a few economic
facts. Japan and the U.S. have economic structures 
complementary to China, but are much more competitive
with each other. For Japan, exports to China, including
Hong Kong, are now slightly larger than to the U.S., 
historically its largest trading partner. Some of those
exports, however, are processed, assembled, and then
shipped from China to the U.S. and elsewhere. Japanese
stock of foreign direct investment (FDI) in the U.S. totaled
$190 billion in 2005. That is far larger than its FDI to
China, which totaled some $53 billion. In flow terms, it

seems that Japanese FDI to China is now about as large
as it is to the U.S. In contrast, Japan, historically and now,
is still a small recipient of FDI, much of it from the U.S.
China is just beginning to increase its direct investment
abroad. China has a modest trade import surplus with
Japan, but a huge export surplus globally, especially with
the U.S. China is now a major recipient of FDI from both
Japan and the U.S., with foreign exchange reserves of
$988 billion, making China the world’s largest holder.
Japan is the second largest, with official reserves of about
$881 billion. Japan is the largest creditor and the U.S. is
the largest debtor globally. Japan continues to be the third
largest export market for the U.S. following Canada and
Mexico, and China is America’s fifth largest export market.

The big story for the U.S. is about imports, and that
it has such a large current account deficit. Historically, the
U.S. had large bilateral trade and credit account deficits
with Japan, which caused political problems some twenty
years ago; now the deficit is with China. While bilateral
deficits have little meaning economically, they have great
resonance politically. As we discussed in the first panel,
the dollar-yen-renminbi exchange relationships are rela-
tively stable and economists differ as to whether they
think it’s a fundamental equilibrium or not. I do not think
it is a fundamental equilibrium. The yen and dollar float,
while the renminbi is pegged to a basket of currencies in
which the dollar weighs heavily.

Complex as this may be, the economic relationships
between Japan, China, and the U.S. are much more simple
and straightforward than the political and security 
relationships. In some respects, it is impressive that the
economics are so strong and positive in a period when
some political and security relationships are not that
great, particularly between Japan and China. Based on the
security alliance, the political-security relationship
between the U.S. and Japan is strong and positive. The
U.S.-China political-security relationship is more or less
positive, but ambiguous. And the Japan-China relation-
ship is weak. Hopefully Japanese Prime Minister Shinzo
Abe’s recent visit to Beijing will lead to improvements.

The purpose of my comments is to move directly to
the range of political economy issues that are embedded
in these sets of relationships. By summarizing these 
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economic facts, I hope that this will enable our panelists
to attack one of our more fundamental issues. We are very
fortunate to have three outstanding and distinguished
panelists from each country. I’m going to introduce them
very briefly.

The first speaker is Professor Akihiko Tanaka, the
next is Professor Shulong Chu, and finally Professor
Gerald Curtis. Professor Tanaka teaches international 
politics at The University of Tokyo and earned his Ph.D.
in political science at the Massachusetts Institute of
Technology. He is a very well known specialist on Japan’s
foreign policy and international relations in East Asia.
He’s a very savvy analyst and he’s participated in Center
programs in the past.

Professor Shulong Chu of Tsinghua University in
Beijing earned his Ph.D. from George Washington
University. He’s one of China’s most outstanding and, 
I assume, powerful specialists on China-U.S. relations.
He’s published extensively, and I am stimulated by the
title of his forthcoming book, The Peaceful Rise and
Development: China’s Foreign Strategy and Policy. He is
also a professor at the Ministry of Foreign Affairs’ Party
School. We are fortunate that Professor Chu is visiting the
Brookings Institution this fall, and we welcome you to
Columbia.

Professor Gerald Curtis earned his Ph.D. from
Columbia, and in my unbiased opinion, he is the out-
standing specialist on Japanese politics in the U.S. and
anywhere in the world outside of Japan. He knows and
has known major Japanese politicians throughout his
career. In recent years he has spent the fall semester at
Columbia and the spring semester in Japan. His views are
always actively being solicited by the Japanese print and
TV media.

Without further ado, let’s start with Professor Tanaka.

AKIHIKO TANAKA

Professor of International Politics, The University of Tokyo

I’m very happy and honored to be back at Columbia and
to participate in the Center’s twentieth anniversary cele-
brations. The topic for this session is about the political
economy of China, Japan, and the U.S. If I interpret the
political economy in a very broad manner, I think that we
need to think about at least three dimensions.

First we have the economic dimension, the second is
the strategic dimension, and the third is what I call the
symbolic dimension of the trilateral relations. Let me
briefly start with the economic dimension, partly because
I am not an economist and because Professor Patrick
already gave you the basic numbers. I think it is quite
obvious that the three countries increasingly see each
other as important economic partners. Despite poor political
relations, former Prime Minister Junichiro Koizumi was
very boastful about the fantastic economic relationship
with China. U.S.-China has a huge trade imbalance, which
includes renminbi problems. One of the challenges for
the trilateral relationship is the management of U.S.-
Chinese trade frictions, something that Japan and the U.S.
experienced in the 1980s and early 1990s. My under-
standing is that the management of the renminbi is not
just a concern for the three countries, but for the entire
world and the East Asian economy. That said, I think the
trilateral economic relationship provides great opportunities
for the three countries.

Let me move on to the second dimension, or the
strategic dimension. I think there has been a great change
in the strategic scene from the time President George W.
Bush assumed his position in 2001 and now. Since Bush
first came to office, the strategic dimension seems to have
become very important. The Chinese potential was seen
as an important strategic challenge for the U.S., which is
why the Bush administration called China a strategic com-
petitor. However, I think the events of 9/11 changed this,
and to some extent, the North Korean crisis as well.
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There also have been changes about the issue of
Taiwan. When Mr. Jiang Zemin was President and the
chairman of the military committee, there was some
uneasiness on the part of the U.S. and Japan about what
I might call the deadline mentality about Taiwan. We felt
that the Chinese were not able to wait indefinitely when
it came to Taiwan. This created some tense situations, and
the U.S. and Japan had to think about what we would
consequently do if action was taken. However, the cur-
rent administration headed by Hu Jintao is much more
relaxed about its approach to Taiwan, and no one in this
government is talking about deadlines, and instead
emphasizing more and more a peaceful resolution.
Essentially, the U.S. and Chinese have come to some form
of understanding that the preservation of the status quo is
in the interest of both the People’s Republic of China and
the U.S., a position that is consistent with that of Japan.

As Professor Patrick mentioned, in the meantime
U.S.-Japan security relations have been strengthened to
really an unprecedented degree. Japan’s cooperation with
the U.S. in the war against terror and activities in Iraq by
sending ships and the Security Defense Force’s ground
and air forces to the Indian Ocean symbolized the
upgraded security relations between the two countries.
Then the Japanese Foreign Minister and Defense Agency
Director agreed to a series of documents with the U.S.
Secretary of State and Secretary of Defense that renewed
the common strategic objectives of the two countries and
the division of labor. This meeting was called the “Two-
plus-Two,” and is officially known as the Japan-U.S.
Security Consultative Committee. The strengthened Japan-
U.S. alliance seems to worry Beijing, particularly the ten
common strategic objectives that were outlined in the
“Two-plus-Two” document. In the document, the two
countries wished for the peaceful resolution to Taiwan,
but the mere mention of Taiwan seems to have created
some concern for Beijing. However, I think that all three
countries now see the preservation of the status quo as
their mutual interest, and the Chinese can live with the
fact that the U.S. and Japan strengthened their alliance.

Let’s move on to the third dimension. Ever since the
two countries normalized relations in 1972, Japan and
China have always experienced numerous controversies,
especially over symbolic actions Japanese politicians and
others have made. However, I think what has been hap-
pening over the past five years is virtually unique, since

the animosity stems from one action, namely the Japanese
Prime Minister’s visits to Yasukuni Shrine. This has domi-
nated political relations between the two countries.

In the 1980s we had controversies about textbooks
and about then-Prime Minister Yasuhiro Nakasone’s visit
to Yasukuni Shrine. But these controversies were short,
and they did not dominate political relations. Then you
had Koizumi visit Yasukuni, as he promised to do so dur-
ing his 2001 campaign. Although Koizumi said this visit
didn’t symbolize the revitalization of Japan’s military, Mr.
Jian Zemin did not accept this explanation. There was a
time when Mr. Hu Jintao may have accepted this, but
Koizumi did little to change his song. Then last year,
Chinese leaders said they would not meet Japanese leaders
as long as there was a possibility that the Japanese Prime
Minister would visit the shrine. This symbolic conflict
somehow spilled over to Japan–South Korea relations,
and then over to Japan-U.S. relations. After this contro-
versy became quite apparent, many Americans began to
visit the controversial shrine and were astonished to see
the historical interpretation that was displayed at the
museum, which many Americans did not agree with.

If this controversy between Japan and China continues,
it could have a ramification over Japan and U.S. relations
as well. It was quite wise of Prime Minister Shinzo Abe to
choose China as his first foreign visit destination. I believe
everyone has come to a passive understanding that if Mr.
Abe does not mention the possibility of visiting the shrine,
then the Chinese will not have an explicit statement on
the part of the Japanese Prime Minister. My understanding
is that Mr. Abe will not visit the shrine until the elections
are over next year in July. And if he is interested in pro-
longing his administration, it seems to me that he should
not visit the shrine.

I think the economic trilateral relationship is overall
good, but needs careful management to smooth over pos-
sible frictions for global financial stability. Basic interests
are starting to converge over the issue of Taiwan, and
although the North Korean situation is very hard to
resolve, I basically think everyone is starting to be on the
same plate strategically. As for the symbolic dimension,
due to the wise decision by Mr. Abe and by the Hu Jintao
government, I think things have calmed down.
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SHULONG CHU

Visiting Fellow, The Brookings Institution; 

Professor of Political Science and International Affairs,

Deputy Director of International Strategic and Development

Studies, Tsinghua University

I’m very grateful to Professor Patrick and the Center for
inviting me here to exchange views with you about the
trilateral political and economic relations among China,
Japan, and the U.S. I think it is very exciting to talk about
this trilateral relationship because we do not think
enough about the effect these three countries have on the
world economy. The three economies combined account
for more than half of the entire global GDP. Last year, the
GDP in the U.S. totaled about $12 trillion, while Japan
had $5 trillion, and China $2.3 trillion. In addition, if the
renminbi exchange rate changed and thus increased by
27.5 percent, as the U.S. Senate demands, then China’s
GDP would even be higher. The U.S. is the largest trading
partner of China, while Japan ranks fourth. In turn, China
is the second largest trading partner of the U.S. following
Canada. In Beijing, there are always discussions about
whether it is possible for China to surpass Canada as the
U.S.’s largest trading partner, although I think this isn’t
likely. China is now Japan’s second largest trading 
partner, and it is the largest one if including Hong Kong.
(See Charts I–III, page 30.) So my first point is that the 
economic ties between these three countries are very,
very strong.

The existing economic ties can become stronger in
the future. The U.S. has the strongest economy in the
world, partly because of its rapid population growth,
while the Chinese economy is expected to continue to
rapidly grow. Over the past twenty-six years, China has
enjoyed a 9.4 percent annual growth rate, and the gov-
ernmental target over the next fifteen years is for 7 per-
cent annual growth. We believe we can achieve this
because the fundamental elements that are the driving
force of this economy are quite positive. Investments

have grown by about 30 percent in recent years, and
exports are totaling between 20 percent and 25 percent
for past years and the first half of this year. Consumer
consumption grows by about 10 percent each year, so
China has the basic trend to continue being a strong
economy. We are also the third largest international trade
force, following the U.S. and Germany. There’s still a lot
of potential for economic ties between China and other
countries, including Japan and the U.S.

Since I am a political scientist, let me talk more about
my third point, the political situation. As Professor Tanaka
mentioned, the security and political relationships among
the three countries are strong. It is very hard to define
what kind of relationship China exactly has with the U.S.;
the nature of the relationship is undefined and rather
ambiguous. Although Professor Patrick previously men-
tioned that the Chinese relationship with Japan was more
serious, I tend to disagree. I worry more about China’s
future relationship with the U.S. Many politicians around
the world, including many European leaders, see the rela-
tionship as one between an existing superpower and a
rising superpower. I think you will start to see more
strategic and fundamental structure issues between the
U.S. and China in the future.

The fundamental reason why the Sino-U.S. relation-
ship is not so certain is because neither leader has a clear
definition of the relationship. When President Bush spoke
at my university a few years ago and when he talked of
the U.S. relations with China today, he used the words
“important” and “complicated” to define the relationship.
As you can see, there are a lot of unsettled issues between
the two countries. First, the two countries have huge dif-
ferences in the political system, especially viewed from an
American ideological standpoint such as human rights,
religious freedom, and so forth. These differences drive
the two countries apart. As for security issues, what does
the rise of China mean for the U.S.? What about Taiwan?
The latest Pentagon report about China’s military power
defined China as the largest potential threat to the U.S.
The current relationship between the two countries is
fine, maybe because the U.S. is occupied with Iraq. But
Beijing worries about the possibility of the U.S. turning
their attention toward China and East Asia if and when it
leaves Iraq. It will not be good news if the U.S. pays too
much strategic attention to China in the future.

The emotional component of the relationship
between Japan and China is very important because
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everyone has their own feeling toward history. For the
Chinese public and government, these emotions are very
strong, and cannot be ignored. But to my understanding, the
emotional component is not the most serious element of the
Sino-Japan relationship. What is far more important in Asia
and the world is the strategic security relationship between
the two countries. China is not just an economic power, but
also a military power. What does this mean for Japan? Is
China a threat? This is a hotly debated issue in Japan, and
many people believe that the two countries are strategic
competitors in Asia, the world, and even at the United Nations.

Although there are many issues affecting the Sino-
Japanese relationship in the future, I don’t view the future
in a pessimistic way. When I talk to other Chinese scholars,
officials, and experts, and listen to leaders, my under-
standing is that China, on the whole, has a positive out-
look about our relationship with Japan and the U.S. With
globalization, one country cannot benefit by taking on a

unilateral approach. We need cooperation, not only in
trade and investment, but in security and political areas.
It has been a very sad time to be an international foreign
policy scholar at the Brookings Institution in Washington
these past two months, because of the issues in Iraq,
Afghanistan, Iran, and North Korea. Those issues suggest
that we lack sufficient cooperation, consultation, and part-
nership on terrorism and proliferation issues. These situa-
tions also suggest that one country cannot resolve an
issue alone, not even the most powerful country.

China’s role is rising, but it basically is a status-quo
power in the world, or what I call a rising status-quo
power. Although China will contribute more and more to
the world’s economic and political developments, it will
not challenge America’s military position. China also does
not want to compete with Japan or any other country. I
see a positive political, economic, and strategic relation-
ship among China, Japan, and the U.S. in the future.

CHART I CHART I I

CHART I I I
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GERALD CURTIS

Burgess Professor of Political Science, Columbia University

I am delighted to be here, especially with my two distin-
guished colleagues. There are a lot of things about the
U.S.-Japan-China relationship and its evolution to talk
about and reflect on. At the moment, the triangular rela-
tionship is relatively and surprisingly good, but it is not
stable and can be easily disrupted. So the question is how
each party will successfully manage each bilateral rela-
tionship in the context of how it’s going to impact the
other bilateral relationship. Trilateral relationships are
obviously more complex than bilateral relations, and that
is a real challenge to policy makers.

First let me say a few words about China-Japan relations.
I think China-Japan relations are enjoying a honeymoon,
but honeymoons don’t last forever. It is a honeymoon
because both China and Japan realized they had gone
down a dead-end street and that neither country would
benefit from continuing the politically hostile relationship
that developed over the five years of the Koizumi admin-
istration. Both countries determined they had to take
steps to turn things around once the Japanese administra-
tion changed. It was not possible to change while Koizumi
was in office without one side or the other losing face.
The good news of course is that both Japanese and
Chinese leaders rose to the occasion and took advantage
of Koizumi’s departure to turn things around. I am critical
of Koizumi’s visits to Yasukuni Shrine, but it must be said
that what animated him, especially in the last year or so
of his administration, and what Abe fully supported, was
the determination to make China understand that the use
of pressure tactics, so-called gaiatsu, was counterproduc-
tive, that it would be met with resistance rather than
acquiescence. I think the Chinese leadership finally
understood this and came to the view that their approach
in dealing with Japan had been a mistake, and they had
to find another way to proceed. The result is that both

China and Japan agreed to live with ambiguity in so far as
the prime minister’s future visits to Yasukuni are con-
cerned. It was with the understanding that China would
not demand a public commitment not to go to Yasukuni
again that Abe decided to take the initiative to improve
relations with China.

When Abe became Prime Minister, the widespread
expectation was that he would meet with Hu Jintao in 
a bilateral summit on the sidelines of the Asian Pacific
Economic Cooperation conference in Vietnam in
November. But he surprised nearly everyone by deciding
to go to China right after being elected Prime Minister.
This was a smart and courageous move. But the question
remains whether China and Japan will establish a friendly
or hostile relationship once the honeymoon is over some-
time next year. It is not clear which way it will go. One
issue is how Mr. Abe resolves the ambiguity about the
issue of history and Yasukuni Shrine. If you listened care-
fully to Professor Tanaka, he said he didn’t think Abe will
go to Yasukuni next year. There is an opportunity for
China-Japan relations to get better if Abe doesn’t go. If he
goes back to Yasukuni after the July elections, I think
things will revert to what they were before. The point is
that Japan cannot draw a national boundary around the
issue of historical memory and say that people in coun-
tries that were the victims of Japanese aggression have no
right to comment on how Japanese remember and com-
memorate that war. So Abe must face this issue at some
point next year. I hope he makes a decision that enhances
rather than harms Japan’s relations with its neighbors and
its international image as Koizumi’s stance on the
Yasukuni issue did.

On the other hand, China has to accept that Japan is
a great power and that the two countries have to learn to
coexist as great powers in East Asia. If China doesn’t
accept Japan as a great power, the relationship will dete-
riorate once again. And the symbolic issue for recogniz-
ing Japan as a great power is to recognize the Japanese
right to be a permanent member of the UN Security
Council. If China makes the decision to support Japan’s
membership, which frankly is hard to envision, the posi-
tive impact on Japanese public opinion would be huge
and the relationship would get better. However, if China
continues to forcefully oppose Japan’s Security Council
membership as a permanent member, it will feed anti-
Chinese sentiment in Japan. So Abe’s visit to China and
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the warm reception the Chinese gave him provide an
opening for a significant improvement in the bilateral
relationship. But they are not there yet.

As for the U.S., the Chinese were worried in the late
1990s after the redefining of the U.S.-Japan Security Treaty
that the U.S.-Japan alliance was becoming an anti-Chinese
alliance. Even now I think the Chinese believe, quite
rightly in my view, that for the U.S. the alliance with Japan
is a potential hedge against China, but there is not now
the concern that the U.S. is actively using the alliance as
part of a containment policy against China. By contrast,
the Japanese were worried during the second Clinton
administration that the U.S. was bypassing Japan and
becoming entirely pro-China. For the U.S.’s part, there
was concern only a few years ago that Japan was tilting
toward China, but the concern today is that there is a 
danger that Japan and China will become increasingly
confrontational, creating problems for U.S. foreign policy.
Behind Abe’s visit to Beijing was the strong encourage-
ment by the Bush administration for Japan to take an 
initiative to improve relations with China, and no doubt
encouragement for China to respond positively. Even
before Abe went to Beijing, Bush said he “welcomed the
summit” between Hu Jintao and Abe. It is not very often
that the U.S. President comments on a bilateral summit
between two other heads of state even before it is held.
The U.S. wants a strong alliance with Japan and a positive
relationship with China. It would like to see Japan and
China have a competitive rivalry but not a hostile and
confrontational relationship. It does not want China and
Japan to become overly close, though that is not a possi-
bility that many people worry about these days, nor does
it want their relationship to deteriorate to the point 
where the U.S. has to be make unpalatable choices about
whether to side with one or the other.

Is the U.S.-Japan alliance compatible with a good 
trilateral relationship? Yes, as long as China sees the U.S.-
Japan alliance as a restraint on Japanese military power,
and one that does not aim to contain China. If China 
perceives that the U.S. objective is to use the U.S.-Japan
security alliance to drive Japan to become a bigger mili-
tary power, to put Japanese boots on the ground around
the world alongside the U.S., and if this combines with a
Chinese perception that a major purpose of the alliance is
to contain and restrain Chinese power, then this dynamic
will change. My impression is that at the current time

there is relative confidence in China that continuation of
the U.S.-Japan security alliance is not inimical to Chinese
interests; that East Asia with the U.S. present is more 
stable and predictable than would be the case if the U.S.
were not present. However, U.S. expectations toward its
allies, and toward Japan, have changed since 9/11. Since
that day, the American common-sense definition of what
it means to be an ally of the U.S. changed. Until then in
postwar America, allies were essentially countries the U.S.
helped protect against aggression; a reciprocal commit-
ment to help protect the U.S. against aggression was not
a practical concern because Americans thought their
country was safe from attack in anything short of a
nuclear war with the Soviet Union. Since 9/11, however,
it is not possible for a country to be an ally of the United
States that does not cooperate with the U.S. in fighting 
terrorism and taking a united stance toward rogue states
and other states that might represent a threat to
American’s own homeland security. This new reality has
changed the nature of the U.S.-Japan security alliance.
The United States—and this would be the case whether
the President were Al Gore or John Kerry or George Bush
or anyone else—is no longer so concerned about being
the cork in the bottle of Japanese military power; it would
like to pull that cork out, at least in so far as that enables
Japan to play a more active role in the war on terrorism.
Encouraging a more forthright Japanese global security
role without scaring its neighbors and raising tensions in
East Asia requires a complex and subtle approach on the
part of the U.S. government. I’m relatively confident that
the U.S.-Japan alliance can be managed in a manner that
will not create unnecessary apprehensions in China about
either U.S. or Japanese objectives, but the key is whether
American policy makers grasp the complexities of the 
triangular relationship among the U.S., China, and Japan
and how policies toward each of these countries impacts
on the other and on other countries in the region.

How about U.S.-China relations and the impact on
Japan? The Bush administration today does not talk about
China as a strategic competitor, which is the language
Bush used when he first came into office. Bush today
talks about China much the way Clinton talked about
China toward the end of his administration. The U.S. wants
a positive relationship with China for all the reasons that
have already been indicated and wants China to be a 
positive stakeholder in the international system. That is
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compatible with a good triangular relationship as long as
Japan does not come to the view that the U.S. is bypassing
Japan in favor of the close relationship with China. That
was the Japanese fear during the second Clinton adminis-
tration, symbolized by Clinton spending ten days in China
without even bothering to stop in Tokyo on the way in or
out. Japanese were worried about Clinton’s unbridled
enthusiasm for China and his administration’s intense criti-
cism of Japanese economic and financial policy. It is not
entirely unreasonable that, when Clinton used a joint
press conference in Beijing with China’s President Jiang
Zemin to criticize the Japanese government’s handling of
its banking problem while at the same time his adminis-
tration spoke of a coming U.S.-China strategic partner-
ship, Japanese began to wonder which country Clinton
thought was the U.S. ally. Many conservative politicians
and business leaders still worry about the Democrats,
believing that they will favor relations with China and that
Japan will be sidelined. I think this is a mistaken percep-
tion, but perception in politics can become reality, even
if it is mistaken. In fact, it was the Clinton administration
that in 1996 redefined the U.S. and Japan security alliance
in a way that strengthened U.S.-Japan ties and made the
Chinese nervous. But the truth remains that, whether
under a Republican or Democratic President, the U.S. has
to develop its China relationship in a way that does not
create unnecessary or undesirable apprehensions in Tokyo.

All this relates to the issue of building an East Asian
community. The U.S. wants to see an East Asian commu-
nity that is open and inclusive, but some people in U.S.
policy-making circles worry that there are plans afoot to
create regional institutions that are closed and exclusive,
in other words in which the U.S. is not included. I think
this is an exaggerated apprehension. There is growing
intraregional trade and investment in East Asia, but the
reality is that the final destination for the products that are
manufactured and assembled in these cross-border 
production networks are mostly outside of Asia, and
especially in the U.S. East Asia has nothing to gain from
embracing a closed regionalism, and I do not believe that
we need to worry excessively that it might do so.
Moreover, the idea that regional organizations that
exclude the United States will provide opportunities for
China, Japan, Korea, and Southeast Asian countries to
meet and make decisions that are adverse to U.S. interests
seems to me to be entirely fanciful. These countries can

hardly talk politely to each other; put them in a room
together and collision is far more likely than collusion. I
think we would do well to take a more relaxed attitude
toward East Asia community building efforts; it will be a
very long time before anything resembling a community
emerges there. But there is one concern that I think
underlies U.S. government uneasiness which I share. That
is the concern that East Asian regional institutions that
exclude the U.S. will give China the opportunity to
expand its influence because China is so much more skill-
ful, politically and diplomatically, than Japan. Japan still
accounts for nearly half of the GNP of the entire East Asia
region, but politically it is far smaller than China. So the
worry that Japan simply won’t carry enough weight in
these institutions to prevent them from becoming a vehicle
to expand Chinese dominance has some validity.
Nonetheless, I believe we are overly nervous about 
so-called East Asian community building. If China does try
to dominate regional organizations, other members will
clamor to get the U.S. involved. We would do well to sit
back and wait to be asked, rather than take positions that
are seen by countries in the region as intended obstacles
to what are after all rather benign expressions of regional
community.

To conclude, I think not only is the U.S.-China rela-
tionship complex, but so is the triangular relationship
among China, Japan, and the United States. Managing that 
trilateral relationship is no doubt difficult, but it is in the
essential national interests of all three countries to do so.

DISCUSSION

QUESTION: What is the impact of North Korea on the
interaction among the three countries?

CHU: I think the nuclear behavior by North Korea has
enhanced the relationship among the U.S., Japan, and
China. We see a more common-ground position on North
Korea than before. The UN Security Council resolution is
quite clear. The Chinese have now sent a strong signal to
North Korea saying China would like North Korea to come
back to the six-party talks. If North Korea does not return
to the non-nuclearization agreement passed in September
2005 in a few months or a year, I think China will agree to
economic sanctions. 



| 34 | Japan’s Economic Future: Policy, Politics, and Producers

TANAKA: The three countries’ approach on North Korea
is now converging. The goal to disarm North Korea of its
nuclear weapons is in the interest of all three countries. I
would like to add, however, that there are certain differ-
ences that might create problems in the future. Assuming
North Korea continues to posses nuclear weapons, the
worst situation that the Chinese worry about is the col-
lapse of the North Korean regime, which would lead to
an influx of refugees. The worst situation for the Japanese
is the existence of nuclear weapons, because North Korea
has more than one hundred ballistic missiles that can
reach all of Japan. The possibility of North Korea housing
nuclear weapons poses a huge challenge to the Japanese.
For the U.S., as long as North Korea has not developed
long-range nuclear weapons that could reach the U.S.,
then what is most problematic? It’s not the existence but
the possibility of proliferation. The worries among the
three are different to some extent and could create some
difficulty with coordination in the future.

CURTIS: I agree entirely with what both speakers have
just said. I would underscore the point that this crisis has
enhanced relations among the three countries in large
part because China got so angry with North Korea. The
caution over potential divergence is also very appropriate.
But I would only add this: sanctions can punish North
Korea and may prevent the export of nuclear material
from North Korea, but sanctions alone cannot get North
Korea to give up nuclear weapons. If anything can, it is
negotiations that provide incentives for North Korea to
give up nuclear weapons. And if U.S. policy does not
move away from the view that you don’t talk to people
who do nasty things and only talk to those who do good
things—which is the language that White House
spokesman Tony Snow and others use—there will not be
a solution and things will get worse. Although this is not
a popular thing to say in any of the three capitals, the
only way to resolve the North Korean nuclear issue, if
there is a way, is to negotiate with North Korea on the
basis that North Korea can get something positive out of
the negotiations. The emphasis needs to be that there are
positive incentives. It is very important to have the disin-
centives too, like installing sanctions, but sanctions alone
are not going to solve this issue, negotiations can. And
right now you are not hearing much coming out of any of
these three capitals about the importance of negotiation. 

QUESTION: I’ve seen indications over the last year and a
half that the U.S. is moving to a position of neutrality
between China and Japan. The most recent example was the
joint naval exercises between the U.S. and China off Hawaii
and California. I was wondering if anybody in the panel
could comment on that.

CHU: As all the speakers have pointed out, I think the U.S.
has recently played a positive role in Chinese-Japanese rela-
tions. Bush and other leaders of the administration have
encouraged the two countries to improve their relations.
When Bush visited Beijing last November, he talked a lot
about his concerns during his meeting with Chinese
President Hu Jintao. He asked the country to take steps to
improve relations with Japan, and since then State
Department officials have played a positive role. The joint
military exercise was part of a humanitarian effort, or an
exercise in rescue missions. It’s a small step forward in our
military-to-military relationship, which has been quite
behind the political and economic relationship between the
two countries.

TANAKA: I think the U.S. is neutral and is not interested in
intervening too much in Sino-Japanese relations. As for the
military exercise, what worried me the most was that the
relationship between Japan and China had not improved
enough so that Japan could have joined in the exercise.

QUESTION: What is the debate among the Chinese on what
they see as the realistic possible scenarios of what might
happen in North Korea if the regime collapses? What would
be the appropriate Chinese policy?

CHU: I don’t know why, but there are not that many peo-
ple in China who are too worried about the nuclear threat
from North Korea. It is a small matter to the Chinese, but the
nonnuclearization and nonproliferation matters to the rest of
Asia and the world. For years there was a lot of multilateral
effort placed in the six-party talks, and China consulted with
Japan and the U.S. on many levels. And the Chinese leaders
are very angry because North Korea keeps ignoring these
talks and all the effort the Chinese leaders have put in. The
ultimate goal in the future is for the nonnuclearization of the
Korean peninsula, but China cannot be patient for too
many years. China will not accept North Korean nuclear
weapons, and if Korea doesn’t give them up, China would



CJEB Twentieth Anniversary Conference |  35 |

like to join others and place further sanctions and force
them to change. I am not comfortable with the conven-
tional wisdom about China only being concerned about
North Korea’s collapse much more than anything else. I
don’t think that is true. North Korea is an important neigh-
bor, but it is not that important. China can live well with-
out North Korea. As you know, China is building a fence
on the border, which is a sign that China is preparing
sometime for the regime to collapse. The situation is not
as important for China’s security and strategic landscape
as many of you may think.

QUESTION: What is the relationship between the three
countries with regard to oil and energy?

TANAKA: The Japanese did not panic over rising oil
prices because the current Japanese economy is capable
of handling such increases. We do, however, worry about
the energy situation in the world. The Ministry of
Economy, Trade and Industry drew up a National Energy
Strategy that emphasized all sorts of strategic energy poli-
cies, which included cooperation with other Asian coun-
tries, including the Chinese. Some worry that the Chinese
and Japanese may compete for access to energy sources,
and that may be true politically. For example, the
Japanese established a contract with the Indonesian gov-
ernment over future natural gas explorations. However, I
think the Japanese are only thinking about business and
are not placing into consideration oil prices, which is
quite important. The issue of gas excavation in the East
China Sea involves a lot of emotional issues, so that is
very difficult to solve. But as Professor Curtis mentioned
earlier, the two countries are on a political honeymoon.
They have both agreed that they will look for peaceful,
pragmatic solutions to this problem, so I don’t anticipate
a crisis over this.

QUESTION: What are the consequences of a unified
Korea with nuclear capabilities?

TANAKA: I am all for a unified, democratic Korea but
without nuclear weapons.

CHU: Chinese policy makers have debated whether a
unified Korea is good for China, and I think the Chinese
government supports a reunification. Historically, and I’m
talking about two thousand years, a united Korea was not
a problem to China so we are not too worried.

CURTIS:  North Korea’s most recent nuclear test has sig-
nificantly changed the dynamic because it angered the
Chinese so much. This includes the government now
thinking perhaps a regime change is not so bad. This is
very important. On the other hand, Americans would do
everything possible to have a unified Korea without
nuclear weapons and I think this is possible. But it leaves
the problem that a unified, democratic Korea would have
a military alliance with the U.S., with American troops on
the Korean-Chinese border. How would the U.S., China,
and Japan manage their policies in a way that would sat-
isfy all parties? It’s pretty tough, but not outside of the
realm of possibility any longer, so that’s very important.
And finally a word on energy. I think there are a lot of
exaggerated apprehensions about the competition for oil,
but from the American perspective, I think there are two
things that need to be said. One is that the U.S. problem
is not competing for foreign oil with other countries. The
U.S. problem is to stop consuming so much oil and to
have a domestic energy policy that makes sense. Second,
the problem for U.S.-China relations is that we will get
angry with the Chinese if they develop political relations
with countries that we want to ostracize as they search for
oil, including Venezuela, Iran and other countries. That’s
the danger, not the actual rivalry over the energy itself.
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HUGH PATRICK

I was thinking about how I should introduce Dean
Hubbard. The most obvious points are that he’s a great
professor, a great economist, and he also happens to be
a good dean. He is a specialist in monetary and tax policy
and he’s served the government various times, including
the U.S. Treasury, but most recently in the first Bush
administration as Chairman of the Council of Economic
Advisers. It turned out that one of the positions required
him to interact a lot with Japanese policy makers, which
further strengthened his interest that he’s always had in
Japan. Please welcome Professor Glenn Hubbard.

GLENN HUBBARD

Dean and Russell L. Carson Professor of Finance and

Economics, Columbia Business School

I want to take a few minutes to talk about the Center’s last
twenty years. And as I go through that, I’ll also talk about
the last twenty years in Japan, its position in the world,
and its relationship, most importantly, with the U.S.

Hugh had the foresight to found the Center in 1986,
which was the peak of the asset price bubble in Japan. It
certainly was very good timing, but the Center has been
instrumental for not only Columbia Business School and
the University, but throughout the United States. CJEB has
become a forum that brings people together with ideas
and affairs about Japan and the U.S. What simply started
out as one person’s vision, the Center has turned into
something quite powerful. When I was in government
and I would go to Tokyo, people often seemed more 
fascinated by the fact that I knew Hugh Patrick and the
Center than the fact that I was there to represent the
President of the United States. Twenty years is an
extremely long time, especially in the context of 
economics. When the Center was founded, we thought

large economies were essentially those of the Group of
Seven. By 2006, China now ranks near the top. So which
country will have a powerful economy by 2026?

What I want to do is reflect briefly on what is going
on in Japan, and what I think the next twenty years could
look like with the right setting. During the past decade,
there has been hand-wringing by everyone all over the
world about Japan’s shift from being an economic icon to
a global concern. In the 1980s, Japan’s growth rate out-
stripped that of the U.S., but then fell to less than 1.5 
percent during the 1990s. Growth had slowed markedly
in the Japanese economy largely because of aftereffects of
overinvestment and speculative excess, combined with
the need for financial reform and a very, very restrictive
monetary policy. Between 2004 and 2005, growth had
been improving with financial reform and a more expan-
sionary monetary policy, while lingering fears of deflation
were lessening.

Japan today is definitely on the road to recovery.
There is much excitement not only in Japan, but from
American businessmen who travel to Japan for direct
portfolio investment. Real gross domestic product is 
projected to grow about 2.8 percent in fiscal 2006 and just
over 2 percent in fiscal 2007. Much of the current recov-
ery has been fueled by business investment, more than
any recovery since the 1950s. Investment cannot grow
faster than GDP, however, which makes us draw our
attention to the internal sector of the economy. There are
lingering challenges even in a recovery. The recovery still
has not returned to full employment growth, and defla-
tion still remains a clear danger.

Looking longer term, the aging population in Japan,
as well as in the United States, weighs against strong
growth and potential output. Unlike in the U.S., where
immigration has somewhat offset the effects of aging, in
Japan the labor force is already shrinking. Much of the
potential for sustained growth in Japan lies with improve-
ments in productivity growth, something that remains the
eternal fascination for economists like me. The driving
force will include technological innovation, better education
and training, and better allocated capital per worker. This
is a big challenge, particularly in Japan. For the economy to
grow at about 2.2 percent per year through 2015, pro-
ductivity needs to jump to 3.3 percent when it has only
averaged about 1.5 percent over the last 15 years.

KEYNOTE LUNCHEON
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Japan has two economies. One, which is the envy of
the world, consists of very highly productive multinational
companies. The other economy, the domestic economy,
has not been a foundation for productivity growth. It is
absolutely essential for Japan to continue emphasizing
pro-competitive financial sector reforms. We now have
great evidence comparing microdata of continental
Europe’s productivity performance to that of the United
States from John Van Reenen of the London School of
Economics and Nick Bloom of Stanford University. They
suggest that management practices and competition in the
financial markets are important drivers of productivity at
the micro level. The institution of these practices can
change productivity growth in meaningful ways and
account for much of the difference in high productivity
growth in the U.S. and low productivity growth in
Europe.

The advice for Japan is quite clear: a continuing
emphasis on financial-sector reform is essential. Deflation
will continue to have an impact on the economy, and I
fear that an increase in taxes in the near term could
endanger the current recovery. There are other challenges
that both Japan and the United States face besides demo-
graphics, and that is the problem of North Korea.

How should Japan position itself for growth to occur
over the next twenty years? Again, the starting point is
structural reforms that improve the business environment.
Japan also needs to stay globally competitive. Another
important transformation is to see the economy shift
toward domestic consumption with growth. I think econ-
omists, business people, and political leaders from around
the world would like to see the new Abe administration
continue the pace of reform undertaken by Junichiro
Koizumi’s administration. Just because the financial Big
Bang occurred and banks reduced their nonperforming
loans does not mean it’s a time to be complacent. Japan
should also continue to encourage the shift of household
assets away from banking and insurance and toward
securities and capital markets. Tax incentives for divi-
dends other than just capital gains and debt could also
help improve both the allocation of capital and market
discipline.

Another issue I would like to pay attention to is 
foreign direct investment. The Koizumi administration
failed to fulfill their goal, but the Abe administration has
commendably called for inbound FDI to double or triple
by 2010. This is a very aggressive and ambitious goal by
any international standard, but still an important one. For

financial institutions in Japan and here in the United
States, I would certainly urge keeping a focus on stock-
for-stock swaps. Change in the tax law, which is about to
take effect in the coming months, should make stock-for-
stock swaps more onerous. Of course this is always the
case with tax law in either Japan or the U.S.—the devil
lies in the details of implementation.

Let me close with an observation about the next
twenty years of the Japanese economy and CJEB. As the
Center has developed and evolved to carry out its 
mission, it has had a very large impact. I often joked with
Hugh that I now need him to build an India Center. He’s
done so well in Japan, even though he said he didn’t
know whether to be flattered or frightened. That said,
despite the success of the Center and its impact on both
sides of the Pacific over those twenty years, there is still
a need to understand, explain, and learn about the
Japanese economy. All of the triumphs, challenges, and
lessons experienced are as important today as they were
two decade ago. Indeed, when I’m in China talking about
banking issues, I use Japan as an example for China’s
own banking problems now. I think Japan is not in a
position to be able to talk about success in banking and
financial reform, which would indeed be a very healthy
export to China. I am not a pessimist who looks toward
2026 and does not see an important role for Japan. I see
Japan remaining not only an incredibly important economy
on the world stage, but a vitally important ally of the
United States, East Asia, and others around the world.

Will China be the new Japan? Perhaps. But the next
twenty years for China requires the same introspection for
reforms that have being going on in Japan. When I speak
to MBA students who are so excited to go to China, I
remind them that many of the exciting opportunities in
financial services in fact still lie in Japan. Under Hugh’s
leadership, I assume the Center and the entire team will
continue to respond to the next twenty years by steadily
increasing its own activities in scope. In 1986 the Center
held its first international conference, called “Japan and
the United States Today: Exchange Rates, Macro-econom-
ic Policies, and Financial Market Innovations.” What will
2026 bring? One thing I know for sure is that the partner-
ships between the University, Business School, and our
Japanese friends will remain strong as they were in 1946,
1986, and today.



| 38 | Japan’s Economic Future: Policy, Politics, and Producers

DISCUSSION

QUESTION: You talked a lot about the Japanese economy.
What are your thoughts on the U.S. economy?

HUBBARD: I believe the United States will show very
modest growth, but the current quarter will show growth
returning much closer to the 3 percent range. We have
good news on the capital spending side, while retail sales
have continued to be very strong. There have been strong
exports as well, so I think we’ll be right around the econ-
omy’s potential growth next year. I know economists are
never supposed to use a term and a number in the same
conversation, but I’ll go out on a limb. When I say poten-
tial growth I’m talking about growth in the 3 percent range
for next year.

QUESTION: How do you see tax policy affect Japan 
fiscally over the next twenty years? Should one worry
about the high debt-to-GDP ratio? 

HUBBARD: When Takatoshi Ito and I wrote a paper on
this subject, we tried on pull each other toward our own
views and we ended up meeting somewhere in the middle.
I do think that tax reform is very high on the agenda, or
at least should be. I think the argument is for some taxes
to be cut—Japan has the highest corporate tax in the
OECD (Organization for Economic Cooperation and
Development). It is hard to see how that assists Japanese
competitiveness. Having said that, I think there will be a
need to balance revenue. I think that overall a tax reform
is figuring that out. The problems in Japan are accentuated
versions of what we have here. The demographic situation
is the long-term fiscal story. For what it’s worth, my rec-
ommendation would be to try to cut back the spending
obligations going forward. The size of tax increases that
would be required to close demographic balance in Japan
or here in the U.S. is simply too large to contemplate. For
growth, there really is no other adjustment other than
reducing spending. So I don’t see it so much as a tax issue
but rather as an overall budget issue.

QUESTION: In twenty years, which currency is going to
be the major trade vehicle in Asia: the renminbi, yen, or
dollar? 

HUBBARD: I think you’ll see all of the above, with much
greater weight on China and the U.S.

QUESTION: Why do you think the U.S. economy has
done so well despite many obstacles, including the stock
market crash, corporate scandals, Iraq, Hurricane Katrina,
and high oil prices? To what would you ascribe this
resilience? Also, why do you mention India so much?

HUBBARD: I think one of the great stories of the U.S.
economy is that its amazing resilience doesn’t get enough
attention. I think it has a great deal to do with the under-
lying institutional strength in the United States. The high
productivity growth reflects an outstanding market for risk
capital, management practices, and a flexible labor market.
I think these things are incredibly important and have not
necessarily been imitated over the world. This was also
part of my optimism for Japan. But I think the resilience in
this country is not a fluke.

You also asked about India. I am also incredibly bull-
ish on China, but for different reasons. Hugh and I were
talking about India simply because I think there are enor-
mous near-term opportunities in India with infrastructure
improvements. The special economic zone policies pay
dividends in business developments. I think with the right
infrastructure improvements, India is an outstanding
growth story. India has some strengths that China does not
have, like rule of law and better protection of property
rights. It lacks things that China does have, which is infra-
structure. But I think India and China are exciting stories.
That said, I disagree with much of the press hype to think
that they are guaranteed to be a dominating force by 2026.
It all depends on reform, so that remains to be seen.

QUESTION: Over the past few years, I think the BoJ has
created what I call a cashier policy, where there’s always
a mountain of cash. Do you think it is time for the bank
to move the market toward more normal levels?

HUBBARD: I think with comedy and monetary policy,
timing is everything. It is true that Japan needs to normal-
ize monetary policy, but as Takatoshi and I were talking
about over lunch, I think it would be a policy blunder to
move very quickly. As I indicated in my remarks, I am very
concerned about fiscal policy in Japan. Japan is not out of
the woods by any stretch of the imagination, and there’s
still the potential for deflation. I think this is a very poor
time to think about beginning that normalization process,
especially at an aggressive pace. I would be surprised to
see anything like that at least for the next several months.
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ALICIA OGAWA

Director of the Program on Alternative Investments,

Center on Japanese Economy and Business,

Columbia Business School

My name is Alicia Ogawa, and I am the Director of the
Program on Alternative Investments, which sits under
Professor Hugh Patrick’s Center on Japanese Economy
and Business at Columbia Business School. When Japan
enjoyed high economic growth during the 1970s, there
was a conventional wisdom the media often wrote about
that used to irritate me. They often said  Japanese com-
panies were great imitators, but were not great innova-
tors. I always found this a little ironic, since most of the
commentators who wrote such things wrote them while
their kids probably sat in front of Nintendo, while they
themselves listened to music from a Sony Walkman, and
their entire family wore clothes manufactured by
American companies that were knockoffs of designers
like Issey Miyake and Kenzo. Since then I think creativity
in Japan, in terms of product and technological innova-
tion, has been better understood and appreciated.
However, I think the ability of Japanese managers to
develop and implement innovative strategies and busi-
ness policies still remain underappreciated. The long
recession, deflation, and the breakdown of traditional
financial relationships between companies and their former
group members and banks seem to indicate the end of
the world as Japanese companies have come to know it.

We’re fortunate to have three outstanding Japanese
managers who will talk about the way in which each of
them chose to adapt to the enormous change in the
domestic market as global challenges affected their tradi-
tional business model. Mr. Ernest Higa, President and
CEO of Higa Industries, is a Columbia Business School

alumnus and a member of a number of boards, including
the Young President’s Organization. Mr. Hiroshi Ukawa,
Vice President and General Manager of Canon U.S.A., has
experience in Europe, the U.S., and Japan, while Mr.
Susumu Kato, President and CEO of Sumitomo Corporation
of America, has nearly thirty years of experience at his
institution, which is one of the most respected names
among Japanese trading companies. I’ll first turn the podium
to Mr. Higa.

ERNEST HIGA

President and CEO, Higa Industries

It is both a pleasure and an honor to be asked to speak
today at the Center’s twentieth anniversary. I’ve personally
known Professor Patrick for a very long time, so I couldn’t
say no to his invitation. When I was given the topic for
today’s discussion, I thought it was very broad. I would
like to approach it from the consumer business angle,
which is where I have the most experience. Let’s start by
looking back to the 1950s, where the U.S. was, by far, the
largest economy in the world and had the leading edge in
almost any industry, particularly in consumer products.
Just like how everyone in the world wanted to emulate
U.S. lifestyle and pop culture, it was the same for the
Japanese. Everyone wanted to wear Levi’s jeans and listen
to Elvis Presley and rock and roll. All the innovative U.S.
consumer products were copied in Japan, because that
was the only model at the time. This trend has changed
quite a bit, and it is interesting to know that in the last 
fifteen years Japan has experienced a very difficult eco-
nomic downturn that included nine years of recession,
followed by six years of deflation. During this economic
downturn, however, Japan’s “pop culture” started to have
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a global impact. Hello Kitty is now taking on Mickey
Mouse, Japanese animation is challenging Disney, com-
puter games are replacing the Frisbee, while sushi is
becoming as popular as the hamburger around the world.
It’s also amazing that the most popular Louis Vuitton bag
was crafted by a Japanese designer.

Japan has come a long way from the 1950s and no
longer needs to copy products coming out of the U.S.
Many large multinational consumer products companies
now have product development centers in Japan to develop
innovative products, not only for the Japanese market, but
for the global market as well. But beyond “pop culture,”
innovation in consumer products is quite a phenomenon
in Japan. Professor Michael Porter from Harvard University
states that the competitive advantage of a nation can be
one that has a very demanding consumer. If I had to 
compare, I think the consumer in Japan is much more
demanding than the U.S. consumer when it comes to
service, quality, and the variety of products. In the U.S.
you often hear the expression “The customer is king.”
Well, in Japan the term is “The customer is God.” There is
a big difference in rank between a king and God, which
reflects the attitude of the Japanese consumer and what
he or she expects.

I have been involved in various U.S.-Japan ventures,
but one business I will talk about today is my experience
in bringing Domino’s Pizza to Japan and dealing with
some very demanding customers. When I started this
business, I knew I had to upgrade the quality, variety, and
service. This included learning about the difference in the
definition of quality of food in Japan. There is a Japanese
expression that says, “You eat with your eyes.” Even if
you are talking about fast food, the dish not only has to
taste good, it also has to look good. We developed a manual
to make sure pizza toppings were placed in such a way
so that it looked like a picture-perfect pizza. We even
chose toppings for color and eye appeal. We also upgraded
the toppings from pepperoni and Italian sausage to
include foie gras, truffles, crab, lobster, asparagus, and
even caviar.

Besides upgrading food quality, we also had to
upgrade service. The pizza still has to be delivered in 30
minutes or less, but it was also important that the deliverer
bowed and took his cap off when he greeted the cus-
tomer. This is quite difficult to train and manage when
you have 3,500 employees and a lot of them are college

kids. In addition, we had to add variety to the menu, even
though it is well known that variety in the fast food busi-
ness can complicate things. You need to keep everything
simple since you’re dealing with part-timers and there’s a
learning curve. The more complicated things are, the
more room there is for error. In the U.S., things are kept
simple with just twelve toppings, two drinks, and maybe
a side dish of chicken. In Japan, we have over twenty-five
toppings, five kinds of drinks, fifteen side dishes, and sea-
sonal pizzas that come out every three months. It is truly
a balancing act between quality and service with variety.

During the 1980s and 1990s, the demanding Japanese
consumer was not concerned about price, so we were
able to manage everything with a higher cost. But then
the economy went into a deflation, and suddenly the
demanding consumer was also worried about price. If
“necessity is the mother of innovation,” “deflation is the
father of innovation,” because if you do not innovate, you
get the heck beaten out of you. Instead of heavy dis-
counts, we decided to do a “value added” strategy and
developed innovative and unique pizzas. For example,
we invented a pizza with two thin crusts that had camem-
bert cheese in between. This pizza increased our sales by
30 percent, which is great in a deflationary environment.
We now have pizza with a three-layer crust, and for this
winter, we’re coming out with a pizza with a croissant-like
crust as well. These examples all illustrate how innova-
tion, albeit in pizza, is critical when you’re dealing with
deflation.

Despite the rise of China, India, and other innovative
companies from South Korea like Samsung, the combina-
tion of Japan’s pop culture and the demanding consumer
will ensure that there will be more popular and innova-
tive products coming out of Japan. I believe the “death”
of Japan’s economic influence is highly exaggerated, and
I feel very optimistic about more and more innovative
products coming from Japan.
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SUSUMU KATO

President and CEO, Sumitomo Corporation of America

I am particularly delighted to have this opportunity to
share with you how our company has been transformed
from the traditional trading company model of its past to
a new and dynamic organization that is focused on capi-
talizing on our integrated corporate strength, which is our
core competence.

We define our “integrated corporate strength” as being
the four segments of our business foundation. The first
and most important of these is trust, which has been built
over our four hundred–year history. Second, our global
network of over 150 offices. Third, our global relation-
ships with over 100,000 business partners. And last, our
intellectual capital.

And, with the continual enhancement of our functional
areas—IT Solutions, Financial Services, Risk Management,
Business Development, Information Analysis, and Logistics
Solutions—the strategic integration of these elements
allows us to meet our customers’ needs and leads to 
continuous new business development (see Chart I, page 43).

Let me begin with a brief introduction of our com-
pany. In the Japanese language, Sumitomo Corporation is
a sogo shosha. That loosely translates to “integrated trad-
ing company.”

As a sogo shosha, we have historically operated as a
global enterprise in virtually every industrial sector, serv-
ing the needs of, and representing, a wide variety of
Japanese companies internationally. We do the same for
non-Japanese companies as they penetrate the Japanese
market. We provide sales and marketing support, financ-
ing, logistics support, and a wide array of other services
to our clients and customers. We are also investors world-
wide in businesses that have synergy with our core busi-
nesses. These investments generate a significant amount
of our profit today, more than our traditional trading
activities.

Our recent acquisition of Hartz Mountain
Corporation and TBC Corporation here in the United
States for nearly 1.5 billion dollars are representative of
our emphasis on new investments.  

Prior to the so-called burst of the Japanese bubble
economy in the 1990s, Sumitomo Corporation was a prof-
itable and successful company.

Some of you here are old enough, like me, to
remember the 1980s when Japanese corporations were
thought to be able to produce goods of the highest qual-
ity and lowest price. Sumitomo enjoyed the easy fruit in
those days as we were selling and marketing to the world
Japanese products of the highest quality and generally
lowest price, with our activities financed with very cheap
capital. We believed that, because we operated in such a
wide range of industrial sectors and businesses, there was
no common way of measuring them against each other.

We used two key measures to judge our performance
back then.

The first measure was turnover—that is, our sales
volume—because we believed the higher the volume, the
greater our aggregate profit would be. And turnover was
how we measured success against our sogo shosha competitors.

The second measure of our performance was our
profitability. But profitability was not measured in relative
terms against some set standard. It was measured in
absolute terms. Our organization was focused only on
making a profit. Therefore, any profit was good profit.
Since turnover was important and there was no relative
measure of profitability, divesting assets that were mar-
ginally profitable or even marginally unprofitable was dif-
ficult. Once we invested, we rarely exited a business.

As long as the Japanese economy remained strong
and we were operating in a marketplace where we were
the most competitive player, everything was fine.
Turnover increased and our profitability climbed. Then it
happened—the bubble burst. And I’m sure that everyone
here knows the result: deflation, an over-extended bank-
ing system, and recession.

Sumitomo Corporation, like other Japanese corpora-
tions, found itself facing serious issues. We were unfamiliar
with increasing competition, diminishing profit margins, a
deteriorating investment portfolio, limited access to cheap
capital, and a sinking credit rating. Moreover, Sumitomo
Corporation also faced the so-called copper scandal,
which seriously weakened our balance sheet.
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Up against these very difficult challenges, our senior
management set out to transform the company. They
were determined to reclaim a strong balance sheet, regain
our financial strength, and ensure a prosperous future.

Time prevents me from talking about all of the
changes we have made inside our company in the recent
past on this transformational journey—from systems
improvement, to new human resource policies, to organi-
zational restructuring.

However, I would like to share with you how we
started the process back in 1999. Three words: risk adjusted
return. This is a very simple concept for most of you. But
it was not a simple concept in our company in 1999. In
fact, Sumitomo Corporation was the first sogo shosha to
embrace and implement this approach.

Back then we needed to strengthen our balance
sheet, improve our financial condition, raise our credit
rating, and increase our overall competitiveness. We also
needed to divest ourselves of some underperforming
assets and concentrate our human and financial capital in
areas that produced the greatest rewards. We could no
longer focus on any activity which generated any small
level of profit, or just any level of turnover. Nor could we
afford to waste human capital in managing assets with
limited growth potential.

And we needed some yardstick, some tool or mech-
anism to use to do this. Risk adjusted return became our
yardstick because we recognized that this was a common
and key factor across all business units. The initial target
we set for our risk adjusted return was 7.5 percent across
all business units. We determined that total risk adjusted
assets should be covered by shareholders’ equity, which
we consider to be the ultimate buffer. Therefore, share-
holders’ cost of capital should be our target. This is how
we arrived at our target of 7.5 percent (see Chart II, page 43).

When we measured our businesses against this yard-
stick, many fell below the line. These businesses quickly
were identified as “noncore” and immediate action was
taken to either improve them dramatically or divest them.
What remained became our strong core businesses, which
we have continued to strengthen and build upon.

The switch to risk adjusted return mentality from the
“black is good, red is bad” mentality of our employees
was painful. The concept was met with many questions
and strong resistance in our company from GMs and man-

agers who were used to pursuing and maintaining every
business opportunity and who dreaded identifying and
divesting noncore assets. Quite frankly, I was one of the
questioners and resisters. When I first heard about the
concept in 1998, I was General Manager of the Steel
Department. As a result of the move to risk adjusted
return, I was urged to exit from one of my business lines,
and I seriously questioned and resisted this. As a typical
sogo shosha man, I did not like the idea of giving up any
business.

However, through repeated dialogue with manage-
ment, I eventually realized that adopting the concept of
risk adjusted return was the only way to make Sumitomo
Corporation a stronger company, and I finally embraced
it. Through patient dialogue and some prodding we did
achieve employee acceptance.

I am confident that now everyone is comfortable
with the way their business is measured. Today, risk
adjusted return is the principal way that we measure our-
selves and our 875 subsidiary companies, and analyze
new investment opportunities.

It has taken some time, but after seven years of using
risk adjusted return as a strategic measure, and thanks in
part to favorable global economic conditions, we attained
historical high financial results and strong business
growth for three consecutive years. Last year we attained
a risk adjusted return rate of 15 percent (see Chart III,
page 43). We are encouraged by the results attained from
having adopted the concept of risk adjusted return.

We don’t consider what we have achieved to be a
success story. We are satisfied with our achievements thus
far, but, we realize, we will continue to face future chal-
lenges. One such challenge will be the limitations in
human and capital resources as we continue to expand
our investments and readjust our portfolio. And, I am
sure, there will be other challenges.

The world of business is living and ever changing,
and we will always endeavor to implement the right
measures and strategies to ensure continuous growth.

I would like to conclude my presentation by saying
that incorporating concepts such as risk adjusted return
into the unique business model of the sogo shosha is one
example of innovation, Japanese style.

I will be delighted to answer any questions during
the panel discussion. Thank you very much.
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HIROSHI  UKAWA

Vice President and General Manager, Canon U.S.A., Inc.

I would like to start by talking about the way Canon oper-
ates. Going back some ten years ago, Canon marked $19
billion in sales—not bad by any standard. The problem
was the company’s debt; it totaled $7.6 billion, which was
almost half of our sales and more than 30 percent of our
total asset balance sheet. The firm also had some funda-
mental problems. No division ever thought about things
with a global perspective. For example, the leader at
Canon in Tokyo never used to think about inventory lev-
els at Canon U.S.A. or Canon Europe. So even at the end
of a fiscal year, Canon in Japan made huge shipments of
a particular product to the U.S. and Europe, just because
of their budget achievement. From the financial point of
view, what is the advantage of transferring merchandise
from point A to point B, especially when there isn’t any
profit or revenue gained from it? So after mistakes like
this, the current chairman of Canon, Mr. Fujio Mitarai,
implemented global optimization measures so this would
not happen again.

Many managers also thought that the most important
objective was sales growth. To change this mindset, we
implemented a global policy that made profit and cash
management as important as sales growth. First, we started
to share information on innovating the manufacturing
arena. One innovation was the introduction of the cell
production system, which motivated operators to achieve
incremental productivity goals. By doing this, our world-
wide cost-to-sales ratio dropped from 60 to 50 percent,
thus making us more competitive in the market by having
lower cost (see Chart I, page 45). Our other innovation
was to focus on research and development. For fiscal
2005, 67 percent of our sales were from new products
launched the year before (see Chart II, page 45). This is a
high percentage, since the market life cycle of a product
is very short. If you’re lucky, you only have three months

for digital cameras and four or five months for inkjet
printers. The key to our success is for our R&D specialists
to continuously come up with innovative products so we
can keep introducing new products to the market. And
because of these new business innovations, our firm had
sales of about $35 billion last year, when compared to 
$20 billion in 1995, and now has virtually no debt.
Competition is tough, however, and our rivals are strong,
so we can’t be complacent and simply enjoy the current
success.

How can Canon continue to be successful? Since our
slogan is “Innovation and Growth,” I strongly believe that
enhancing our R&D capabilities will be the key to sus-
tainable growth. We invest almost 8 percent of our R&D
expense every year against sales, and that is a consider-
ably high number when compared to our competitors that
invest an average of 6 or 7 percent. The result of our high
R&D investment is our high patent application rate;
Canon registered the second most patents last year, after
IBM. In fact, Canon has been one of the top three com-
panies that apply for patents since 1992.

Another important vehicle is the further pursuit of
cost efficiency by consolidating development, factory, and
production engineering functions together. When the
company made its R&D production cycle smoother, new
products were continuously lanced into the competitive
marketplace. As Mr. Ernest Higa said earlier, customer
service is also very important, and we care when PC
Magazine recognizes Canon as the leading choice for
printers, scoring an 8.3 out of a possible 10. Perhaps the
innovations from Canon are not revolutionary, but I think
what we are doing is more on the lines of evolution. It’s
the evolution of the company and products that are being
supported by the tireless efforts of Canon employees. The
evolution of a company can be initiated and seen through
the collective collaborations of people who share a common
goal. I believe that is the secret of Canon innovations.
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DISCUSSION

OGAWA: I’d like to begin by asking the same question to
each speaker. Given that the population in Japan is
already beginning to decline and that labor and manage-
ment resources will become very precious, how will
Japanese companies react to the need to find new sources
of labor and management resources domestically and
globally? How will management enfranchise these people?

KATO: This is not an easy question to answer. First, Japan
can encourage more foreign workers to come work in
Japan. As a private company, what we can do to foster
this is limited. Only the government can pursue that
effort. Also, you can encourage employees to work longer
than in the past. Until last year, most Sumitomo employees
retired at the age of sixty. But we decided to encourage
those sixty-year-olds who wanted to work more to stay
on for another five years. We also encourage our younger
employees to provide more opportunities and assume
responsibility to advance in the company more quickly.

HIGA: I think Japan needs to better utilize the female
population and perhaps enhance their ability to break the
so-called glass ceiling. Although I do think some progress
has been made; as the demand for labor progresses, there
will be more and more utilization of the female population.

UKAWA: Personally, I think the training of employees is
very important, and you have to leverage that with human
resources globally.

QUESTION: Has the Japanese government played a pos-
itive or negative role in helping your companies adapt to
a changing marketplace? 

HIGA: I don’t think there were a lot of government poli-
cies that helped companies change and restructure. I
think the private sector adapted to the new marketplace
as foreign private equity firms started to do business in
Japan and forced them to change. So the private sector
had to come up with innovations to adjust to the new
environment. I also think deflation is the father of inno-
vation. It either forces you to do something or you’re out
of business.

QUESTION: How do you determine the best use of capital?

KATO: Our company has nine business units, and each
business unit manager is responsible for keeping their
assets healthy to achieve a 7.5 percent or higher risk-
adjusted return ratio. Managers have to keep replacing
their assets for better ones in order to do this. The 7.5 per-
cent rate is a target we try to keep, whether the economy
is good or bad. We have a set of internal analysis tech-
niques that we use to determine whether to invest or
divest a certain asset.

QUESTION: Earlier today we were talking about global-
ization and the impact it has on economies, companies,
and monetary policy. In this session, one of the things
that seem to be coming out is another form of globaliza-
tion, which is the global transmission of ideas. In each of
your comments, you touched upon ideas that probably
did not originate in Japan, but were brought into Japan.
Whether it is the level of debt of the company, risk-adjusted
cost of capital, or bringing Domino’s Pizza to Japan, you
are all changing these ideas and making them your own.
To what extent has there been a change in your compa-
nies’ attitudes toward going abroad, getting ideas, and
then turning them into strategies that help your company
succeed?

HIGA: Generally, I think 80 percent of globalization is
often interpreted as Americanization, including concepts
like corporate governance, transparency, and accounta-
bility. Although I see a lot of Japanese companies influ-
enced by U.S. firms, I’m not sure if adopting everything
from the U.S. is all good either.

KATO: One shift our company made was to focus more
on overseas earnings. Ten years ago, more than half of
total earnings came from our domestic business, but these
days, the percentage is less than half. In addition, the
share of earnings from traditional trade has been gradually
declining to about one third, and the rest is from our
worldwide subsidiaries.

OGAWA: A lot of manufacturing businesses have relocated
factories to China. Canon still holds a number of factories
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here in the U.S., dubbed a high-cost production area. Can
you describe how you have chosen to establish and main-
tain those operations as opposed to China?

UKAWA: About 60 percent of all production is still done
in Japan, while the remaining 40 percent is done over-
seas. For Canon, this is the magical ratio that the firm
would like to maintain. First, it is cost effective to have
factories in China right now because it is cheap to have
them there. However, we have kept several of our
European and U.S. factories because it is also important
for us to have a manufacturing center close to the cus-
tomer. Not only can our European and U.S. customers
quickly buy a new product, they are able to ship back old
products for recycling locally.

QUESTION: What are some Japanese innovations that
have allowed businesses to be more socially conscious?

UKAWA: Our firm is very focused on the environment.
How can our products be environmentally friendly?
Canon products today are all made with materials that are
deemed not harmful to the environment by law. At Canon
U.S.A., more than 30 percent of printer toner cartridges
are recycled.

KATO: We, Sumitomo Corporation, regard corporate
social responsibility (CSR) as a part of business. Also, we
have internally established a CSR committee to support
other activities beneficial to society.

HIGA: Although my company is not as large as the other
two, we have become more socially responsible by incor-
porating socially conscious ideals into our corporate 
culture and to be involved in more charities. It’s the new
way of doing smart business.

QUESTION: Over the past fifteen years, domestic cross
shareholding diminished, while foreign direct investment
increased. Does the change in shareholders affect how
you operate your business?

KATO: I don’t think there has been a significant change
just because cross shareholding diminished. The principal
goals of a company—managing a company in a healthy
way, making profits, and keeping shareholders and stake-
holders happy—haven’t changed. One change I do see is
now we try harder to keep shareholders informed about
our company. We’ve put more effort into investor relations.
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DAVID WEINSTEIN

I want to very briefly conclude the conference and thank
everyone, all of our speakers, panelists, and chairs, for
what has been in my mind a tremendously successful
conference. We covered a broad range of topics, including
Tim Geithner’s comments on macroeconomic uncertainty
arising from globalization and some of the implications it
has for U.S. policy. In our first session, we covered issues
about how globalization has been affecting Japanese
monetary policy and the challenges that Japan has faced
and continues to face. In the second session, we talked a
little bit about political uncertainty arising from China,
Japan, North Korea, and the U.S. And lastly, we had a
much more micro discussion of how globalization is
affecting Japanese companies by hearing how companies
deal with competitive pressures and globalization by turn-
ing foreign ideas into their own.

I am truly honored to close this event. A conference
like this is not possible without the help of a large num-
ber of incredible and able staff members. In particular, I
want to thank Jennifer Olayon and Yvonne Thurman, who
were the real forces behind making everything move
smoothly. They are the ones who make sure everything
happens on time. Fortunately for me, Alicia Ogawa and
Hugh Patrick worked tirelessly at arranging the speaker
program.

The Center on Japanese Economy and Business was
Professor Patrick’s creation, and from its modest begin-
nings it has become the preeminent research center on the
Japanese economy in the U.S. It’s not an exaggeration to
say that Professor Patrick has fundamentally shaped this
field in the West, and I’m sure that many people who
know the professor personally can testify to the fact that
his level of insight on the Japanese economy is unmatch-
able by anyone else. I consider myself incredibly lucky to
count Professor Patrick as a mentor, colleague, and friend.
One of the best things about being at Columbia has been
the ability to work with him. He's trained generations of
people in the field, and he is the intermediate between
business, academic, and policy circles in a way that no
one can come close to matching. On top of all that, he 
is also a wonderful person. Thank you again for your 
participation.
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