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Japan is in the process of @ profawnd cconomic and business transformation, which has been underway for
some time and will take perhaps another five years or more. Japan is moving toward a less requlated and more
market-oviented economy. to @ more open and competitive econamy, and tn an ecanomy in which the infarma-
tion technology revolution is beginning ro spread rapidly, transforming competitive conditions for firms and
markets. Thirty years ago, agriculture and textiles may have characterized the “old Japan™. while the "new
Japan” included seel, automobiles, and consumer electronics. Today's “old Japan” refers 1o large, well-csiab-
lished firms in many heavy industrial sectors, the banking syssem, and the large trading companies. Unlike
agriculture, many firms in these industries are transforming themselves by restructuring and investing in
information technology in order to be effective participants in Japan's evolving economy. There are major new
Jeatures of what is currensly called the “New Japan.” W On February 11, 2000, the Center on Japanese
Economy and Business, the Jerome A. Chazen Institute of International Business and the Center for
International Business Educarion of Columbia University, and Sumiromo Corporation of America, hosted a
one-day international conference to explore these and related issues. Distinguished scholars, senior business
executives, and young, successful entrepreneurs participated in a series of panel discussions to assess the macro-
economic environment in Japan; the incipient explosion in Japan of venture capiral activiies, new Internet
Sfirms, and e-commerce; foreign Merger and Acquisition and foreign investment in Japanese industries; and
the implications of these changes for the Japanese and American economies. Excerpss of their presentations are

presented below with bighlights of the intra-panel and audience discussions.
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JOHN H. MAKIN

Japan’s macro prospects are
still very dim, but they can
easily be remedicd —although
that does not seem likely. The
quarterly annualized rates of
domestic growth in Japan
through the third quarter are -4,
-2.1,-5.2, .1, 17.3, 14.3, -5.2,
and -3.7 percent. These num-
bers are not reflective of a
recovering economy.

Over the past several years
1 have seen things in Japan that
I thought would only be seen
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in vexe books: a liquidity uap
and full Ricardian equivalents
in fiscal policy. Basically, the
fiscal picture is so bleak thar
fiscal stimulus does not work
because the private sector
anticipates higher future taxes
and puts aside funds in order
ra pay them. The net offecr on
aggregate demand from fiscal
stimulus is quite limited, if
ot abscae

The past several years on the
policy and economic fronts are a
familiar story, but worth a brief
review. In the summer of 1995,
there was a yen surge and the
economy collapsed. The first
major liquidity crisis in Japan
led to massive monetary and fis-
cal stimulus and hopes of recov-
ery in 1996. Those were fol-
lowed by consumprion tax
increases and increases in house-
hold co-payments on health
insurance. In 1997, the econ
omy re-collapsed, along with the
test of Asia. The end of 1997
was marked by crisis, with the

failure of a brokerage firm and a

bank, and 1998 ended with very
large negative numbers on
growth. In the middle of 1998,
the Obuchi government admin-
istered massive fiscal stimulus.
Japan went to a zero interest
rate policy early in 1999, and
currently, in the third quarter,
growth at a nearly minus 6 per-
cent annual rate with a 2 per-
cent plus, bringing it to 4 per-
ccnt coming from the external
sector. Meanwhile the yen
appreciated by approximarely 14
percent from the middle of
1999 undl now, suggesting that
in the future the external sector’s
contriburion will not be great,
What is wrong? Broadly
speaking, in the 1980s the
Japanese private sector invested
too much.l In the 1990s, Japan
proved that the pubiic sector
invested oo much. There are
even prefectures in Japan refus-
ing to accept the largess of the
government that would enable
them to undertake another pub-
lic works pauject. The tmason, 1

think, is that people are begin-
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ning o realize that the prospec-
tive tax burdens from this inces-
sant fiscal stimulus are grear,

One problem is that domes-
tic demand is very weak, and
the only cffort, so far, to keep
demand from collapsing has
b:crl to havc [h: gﬁvﬂrnmcnt
borrow meney and spend it on
public works, and/or spend it
on transfers to non-viable busi-
nesses. The 20 trillion-yen spe-
cial loan program to small busi-
nesses in 199899 was
essentially a program one could
qualify for only if it was impos-
sihle ra grra loan fram anynne
else. Preserving non-viable busi-
nesses is not the way to stimu-
late an cconemy toward sus-
tained growth.

A second problem is persist-
ent deflationary pressure. If the
central bank is too tight, then
even targeting nominal interest
rares at zero can lead to mone-
tary policy that is too tight, and
it has in Japan. How else daes
one explain the fact that in the
second half of 1999 the yen
appreciated while growth slowed
down? This means that mone-
tary policy is too tight.

Japan’s chird problem is a
continued failure to address a
dysfunctional banking system.
The banks experienced very
large losses during the 1990s. In
1998, it looked fike the govern-
ment was toying with the idea
of closing weak banks and sell-
ing off the assets. However, in
the sumnmer of 1998, the new
Obuchi government elected to
prnp—np I'I"IC hanl(ing System and
allow the banks to struggle

along with weakened balance
sheets. The banks were also
allowed to participare in the
program of making loans w0
non-viable businesses through
subsidized activitiea provided by
the Ministry of Finance. If onc
looks ar the behavior of bank
loans over the past six months,
it ts very disconcerting. The
annual growth of broad liquidity

and credit in Japan is decelerat-

ing. The reason is that banks are

in the business of borrowing
moncy from the Bank of Japan
at D basis point to 1 basis point,
hnying snme gnvr.rnm:rlt hf"'ldﬁ
at 5 to 20 basis points, and they
are not ma.lcing any loans. There
is a massive rift between a
vibrant micro-sector in Japan
and a disastrous macro-sector.
How does one remedy this?

First, macro-economic
restructuring must continue,
cven if it is initally defladonary.
Restructuring Japanese compa-
nies that are burdened with high
costs means that people ger faid
off. This simply exacerbates the
negative pressure on domestic
demand that comes from pros-
pective higher taxes. A necessary,
but not a sufficient condition
for Japan to get back on track is
to revive private-sector aggregate
demand, and chart will require
that the Bank of Japan adopt a
modest inflation target, perhaps
0 to 2 percent. This target is
under consideration both by the
Bank of Japan and the Liberal
Democratic Party.

Second, monetary policy
nccds O Set an inﬂation target

and the government must stop

expending immense amounts of
public funds on projects thart are
not going to produce any returns
for Japan’s aging population.
The government needs to
concentrate on reconstituting
the banking system as a non-
dysfuncrional operation. The
government also needs to concen-
trate ot the problem that, when
the economy does recover, inter-
est rates will return to 3 percent
and the stock of debt will pro-
duce a Considcrable burdcﬂ,

I think there is greac promise
iny the micro-sector. However,
thc gnvcrnmcnl‘ :lnd ti’\: Cﬁnrral
bank are major impediments to
the process, and they need to
undcrtake obvious and sharp

changes in their policies.

HEIZO TAKENAKA

The Japanese economy is a rypi-
cal dual economy, comprised of

TWO symbolic camps, which I

will call countries. One is the
seaside country, opened 1o the
global community and under
strong international competition
pressure. Based upon this,
Japanese businesses have been
inrreasing their producriviry and
profitability due, in large part,
to the information technology
and geustic whnology ievolbu-
tion. The second country, which
is called the mountainside coun-
try; is strongly regulated and
Pl’DtCCtEd by dle gOVCl'nmeﬂt.
Today, the mountainside people
are strengthening the walls
around their country to protect
their vested interests. These two

countries are fighting each other.

In Japan’s economic recovery
scenario, the seaside country will
absorb the mouneainside coun-
uy fairly easily. This is the prob-
lem of strucrural reform. There
are rwo types of restructuring
reforms: reactive and proactive
restcructuring. Consider the case
of non-performing assets and
the fiscal deficit, Non-perform-
ing assets should be wrirten off
as soon as possible. Further, the
current budger deficic is no
fonger sustainable, even if we
cxpect a very quick recovery of
the Japanese economy. The gov-
ernment hond-GTP ratin will
continue to expand. We need
fiscal rehabilitation by increasing
taxcs or dcmuing sﬂ'\fcrnmmt
expenditures.

Another important con-
straint to conslder is the demo-
graphic changes in Japan. The
toral population in Japan will
begin to decreasc in 2008. We
(the Economic Strategy
Council) believe that the poten-
tial growth rate of the Japanese
economy will be slightly higher
than 2 percent. However, in
cight years the potensial growth
rate will also start to decline. We
would like to recover at least the
primary balance of the budget
before 2008. We should start
the process of fiscai rehabilica-
tion around 2003.

What are the basic reasons
for Japan's slow economic
growt]'l in the 1990s? In the lace
1980s, the average growth rate
was approximately 4.5 percent.
It was a period of high growth.
In the 19905, the average

growth rate was 1 percent. One
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Heizo Takenaka and David Weinsiein

reason for the stagnation of the
Japanese economy was the so-
called debt hangover problem,
which the government is respon-
sible for repaying overtime.

We should not expect a very
quick recovery of the Japanese
economy considering the rea-
sons for the stagnation, The year
2001 was a very impartant year
otiginally. There were originally
three shocks of the Japanese
ecunumy. Tirst is the introduc-
tion of a limited bank deposit
system. However, the return to a
limited deposit insurance system
has been delayed to April 2002,
By introducing this limited
bank protection system, the
banks should complerely write-
off their non-performing assets.
Second, the intermational
accounting standard will be
cmployed. Tiwo important fac-
tors accompany this: one is chat
a consolidated balance sheet is
necessary for all big businesses
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and, second, a current market
value assessment will be needed.
By doing so, banks cannot con-
ceal any hidden losses. This will
provide the third shock which is
to accelerate the writing off of
non-performing assets.

In the current political situa-
tion in Japan, the bureaucrats
have monopolized the policy-
making process. Mr. Obuchi’s
style has been to convene many
advisory groups, including the
Economic Advisory Group. He
also formed the Council on
Industrial Competitiveness, and
a Twenry-First Century Vision
Council. The dynamics between
the coalition parties, the LDP
and the bureaucrats will decide
what policies will be mandated
from now on. The basic scenario
is that restructuring should con-
rinue and we will see some

deflationary impacr.

DAVID WEINSTEEN

One important lesson drawn
from Japan’s experience with
mongtary policy comes from the
depression. In 1930-31, Japan's
growth petformance was rela-
tively poot, ranging from fairly
high pasitive numbers to practi-
cally zero. Until Japan pulled off
the gold standard, the yen
depreciated by slighdy over a
factor of two. From that point,
Japan began growing ac about
ten percent per year. [ think
there is evidence in Japan that
substantial monetary shocks,
such as increases in money sup-
ply and devaluarions of the cur-
rency, can have some real effects.
My assessment of the situa-
uen is that the Bank of Japan
does not want to do monetary
targeting. The Bank has decided
it is a committed inflation
fighter and does not want 1o

give up on its credibility. Given

that the Bank of Japan has a
commitment not to do inflation
targeting, what ate some of the
cscape stratcgics? One option is
for the Bank of Japan to targer
the yen rather than inflation.
T'he best way to drive the yen
down is to say the yen is too
high at 100 and should be ac
120 or 130. The statement
alone would have an enormous
impact without having to do too
much printing. However, if the
Bank of Japan turns out to be
completely intransigent and is
unwilling ro implement this
type of policy, then the Minisery
of Finance can cut investment
taxes. For example, tax cuts can
be in the form of accelerated
depreciartion allowances for busi-
ness investment in order to
stimulate investment spending,
This would require thar the
Ministry of Finance give up
some af its budget targeting.

In terms of the Ministry of
Finance and budget deficit
issues. | believe Japanese budget
policy has not been very effec-
tive. Many of the Japanese stim-
ulus packages implemented
were temporary tax measures—
and they atc very temporary.
They will not produce much
economic stimulus and one
should not be surprised that
there have been Ricardian
equivalents. T would not con-
clude thart a sustained tax cut
would be ineffective, Rather, 1
think the effects tend 1o be
reduced. The Minisrry of
Finance tends to sabotage them
by stating that it will raise taxes

in the future. The sainc sabo-
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tage cxists in monetary policy
when the Bank of Japan states
that it will print meney, but
then stop if there is inflation.
Further, I am not convinced
st thie size of the Japancse
budget deficic is a cause of con-
ccrn because the actual struc-
tural levels of expenditures and
deficits have not been that high.
The debate over the level of the
Japanese debr is also unclear. If
the deficit is measured in terms
of gross debt, the number is
horrendous. Howevey, if the
deficit is measured in terms of
net deb, it is not thar bad.
With respect 1o the banking
sector in Japan, 1 think there are
™wo major problems. Une is
adverse selection. Banks are
unwilling 1o lend to firms
because chere is a lack of trans-
parency in the books. Second is
moral hazard. There are many
insolvent banks and if they
make an investment that does
not pay off then they remain
insolvent, However, if the
investment does pay off then
they can become solvent. This
creares a strong incentive for
banks to make very risky invest-
ments, or funnel money into

companies that are bad projects.

Q&A

Q: Why is there a simple canse
and effect into fiscal 2002

between deposit guarantees and
the postponement of economic

recovery in Japan?

TAKENAKA: That is basically a

short- and mid-term problem.

The Japanese economy is still in
the process of debt hangover
and this problem will nor end
until the guarantee system is
normalized, Once this happens,
banks will be pressured to write
off their non-performing assets
very quickly. In the short run of
that process, deflationary pres-
sure will oceur. To ease the
deflationary pressure, we should

provide some fiscal stimulus.

Q: Can you justify the
inflation targeting policy
based on historical experience

in other countries?

MAKIN; Deflation is an unusual
phenomenon and the number of
actual cases where targeting of
modest inflation from 0 to 2 per-
cent helps to solve the problem
are limited. The Bank of England
has adopted an inflation target
that seems ta be working Faicky
well. In the U.S., there are
examples of deflation episodes
being remedied by infladien rar-
gets. For example, it was found
that monetary expansion aimed
ar causing prices 1o rise was
helpful and was associared with
some recovery. Dealing with
deflation is not an casy problem
to solve. Deflationary expecta-
tions can be persistent and
dynamically unstable, I raised
the issue hecause self-reinforcing
deflation is the biggest macro
disaster that can befall a country,
and it should be avoided at all
costs, even at the risk of serting
an inflation target of 0 to 2 per-
cent and having a short period
of 3 percent inflation. W
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(Commentator)
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Strategic Service Group,
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Professor in the Practice
of International Trade,
School of International
und Fublic Affairs,
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HIROSH1 MIKITANI

I would like to discuss Rakuten’s
activitics as well as explain about
the Internet and e-commerce in
Japan. Rakuren was formed in
1997 and started service in May

1997 with 13 stores and six staff
members. Today we have abuuc
2,000 stores and 100 staff mem-
bers, and the number of stores is
growing about 200300 per
month. We hope to have 5,000
stores by the end of this year.
Approximately 200,000 items
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Hiroshi Mikitani

are available for sale on our
websire. Rakuten has a variety of
swrcey, iucluding small grocery
stores, and large stores including
five of the top-ten department
stores i Japan.

Rakuten provides a shopping
platform for business users to
sell their preducts in an auction
and non-auction format. We
charge our merchants a fixed fee
of $500 per month for a small
store, $1,000 for a medium-size
store. and $2.500 for a large
store. We also sell a tremendous
amount of advertisement space
on our wcbsite, Rakuten is rated
number three according to
Access Ranking and is consid-
ered the most popular e-com-
merce on-line shopping mall in
Japan. Qur monthly turnover is
about ¥1.3 billion ($13 million
per month) and it is growing at
a rate of 10-20 pereent monthly
gross. We have 2.5 million page
views daily, growing about 20

percent monthly.
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Unique to Rakuten is the
development of our own
e commerce software. Other
Japanese e-commerce sites,
mostly run by large Japanese
companies, u.aua]]y puldlaac
packaged software from vendors
like IBM and Mictosoft. How-
ever, four years age we decided
to develop our own sophisti-
cated software, instead of buy-
ing it, because we believe it is
one of our core strengths and we
can better meer the expectations
of our merchants, It is not easy
to customize packaged software.
We have signed an agreemenr
with Microsoft and have subse-
quently become the recom-
mended e-commerce site by
Microsoft network. They have
also decided to enter a partner-
ship agreement with Rakuten
because it will take an immense
amount of time to develop the
rype of software we use.

Included in the fixed

manthly fee, Rakuten provides

its merchants with consulting
services, five types of software
packages and trafhc. We are
trying 1w combine dic applica~
tion-service provider model
with the franchise model.
Internet commerce is a human
touch service and Rakuten uses
Internet technology to cnhance
communication berween sellers
and buyers. We have also started
eonsumer-to-consumer (C-to-C}
auction, like e-bay, and we are
the largest C-to-C auction site
connccting consumers.

The Japanese e-commerce
market is expected o bring in
between $2--3 billion annually
and it is growing rapidly, but we
are abour 1-2 years behind the
U.S. We are seeing an explosive
growth in business-to-consumer
{B-10-C) and also B-to-B marker
currently, and it is expected that
the market will grow to $415
billion by the end of 2003. The
number of Japanese Internet
users is also growing quickly. We
have more than 20 millian
users, One of the largest trends
in Japan is the mobile phone
that NTT DuCuMu lias intro-
duced. They have gained close
10 4 million usets in nearly one
year, which is much taster than
America Online did in its initial
startup years. Japan also has
more diverse users. About 50
percent of Rakuten users are
fernale. compared o 30 percent
for the U.S.

YASUYUK! ABE

Presidio Venture Partners is
Sumitomo Corporation’s ven-

TO BE AN EARLY

STAGE INVESTOR IN -

INTERNET VENTURES
1S A MATTER OF

INTUITION,

INTELLIGENCE,
AND KEEPING UP

WITH THE SPEED

_OF THE GAME.
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ture capital arm. Although our
value is largely related to the
operations of our parent com-
pany, Presidie distinguishes itself
by simply being an agent of cor-
porate venture capital, With this
new approach to the market and
creatment of the parent com-
pany's capital, Presidio has con-
fronted a number of difficult and
challenging issues. Nevercheless,
we have fortunately been able two
demonstrate our capability in a
rclatively short period of time,
Piesidio has invested approxi-
mately $25 million in 30 com-
panies, from which cight com-
panjes have alrcady exited.
Today the value of our portfolio
cxeceds $100 million.

Through the process of
establishing Presidio Venture
Partners, we encountered many
internal and external challenges.
As you all know, very quick and
decisive action is required to
play in this industry: If we were
to follow Sumitemo’s wradi-
tional, lengthy application
process for each new investment
apportunity we encountered, we
would surely miss the chance w
make many good investments.
In a groundbrealing change
the cautionary mind-set of the
Japanese trading company,
Presidlo was granted authority
10 make its own judgements
and, subject to some limitations,
Presidio is able to invest without
parent company approval,

Presidio’s focus is on infor-
mation technology and Internet-
related business, To be an early
stage investor in Internet ven-

tures is a marter of intuition,

intelligence, and keeping up
with the speed of the game.

No matter how quick and
responsive we have designed
Presidio o be, our success in
the 1%, and Japan as a venrure
capitalist really depends on
whether we can satisfactorily
contribute valuc o new ven-
tures. We cannot play 1 simple
financial role. The ability to
give proper suggestions and
advice 1o the new venture and
to help steer the new venture wo
its own independent success is
an important function for any
venture capitalist. Presidio must
utilize its core strengths and
assets to contribure meaning-
fully to this process.

Presidio’s business model was
developed around a basic wenet
ol nut vumpeting wich U.5. ven-
ture capitalists. Presidio wies to
maximize the value of a new
venture by working together
with the U.S. venture capitalist.
If we participate in Asian or
Japan-supported venrures, we
try to bring in an U.S. venture
capitalist so that they can add
their value to these operations.

Presidio’s value lies in the
vase nperiené, insight, and
cxpertise we can access through
out parent company’s regular,
unpuing Lusiucss, especially in
Japan and other countries out-
side the U.S. We think that the
value of the U.5. venrure capi-
talist is: (1) to give guidance to
the management team of the
new venrure; {2) to contribute,
recruit, and replace members of
thC management team as neces-

sary; (3} to utlize their portfolio

companies to enhance the value
of the new venture; and (4}, in
the case of top tier venture capi-
ral firms, 1o lend their brand
name to the new venture, which
is very effective when the ven-
ture is presented to the invest-
ment bankers and the capital
matkets. Presidio recognizes that
in the U.S., our value is not
considered equal to that of a
premier U.5.-based venture cap-
ital firm. Nevertheless, we can
contribute to the development
of the ventures' plans to expand
into interpational markets. In
particular, we can give invalu-
able advice to the management
team on how to do business in
anan Ac we ﬂfp:lnrl ot parrici-
pation in the U.S. venture mar-
ket, we, too, can identify and
broker syncrgistic rclationships
berween the new venture and
our portfolio companies.

In the case of Japan, we
believe Presidio can play a sig-
nificant role. I believe that the
venture capital business model
will be the new growth model
for Japanese trading companies.
This means our profis will be
derived from capital gains that
are created as a result of our
contribution to the business,
and not from receiving commis-
sions off the transactions char
the new businesses creare.

Ovccasionally, Presidio’s func-
tion and image are confused
with that of a corporate venture
capitalist. Recognition by the
venture market of our corporate
heritage can at times be to our
advantage, but it can ultimately

lead to a conflict of interest.

Somertimes new ventures are
eager to access our resources and
envision the establishment of
joint venture operations with
Sumitomo Corporation. We also
receive requests from the
Sumitomo affiliate companies
and/or sales departments to
sccure the sales rights for new
ventures. Since Presidio’s mis-
sion is to maximize che value of
new ventures we must analyze
the potential of the new venture
and decide the most effective
way to bring the venture to new
markets and new clients.
Depending on the nature of the
new venture, their most suitable
channel to the Japanese or Asian
markers may not necessarily be
through our group of affiliated
companies. As a venture capiral-
ist, Presidio should maintain a
ncutral position toward the tra-
dirional business model of our
parenc and legacy affiliates. Asa
general policy, Presidio will not
itseif enter into joint ventures or
sales agreements with the ventures
in which it has invested, nor will
it ever insist on sales rights from
its portfolio companies.
Presidio's philosophy is
unique among [apanese compa-
nies and it exemplifies the new
way of Japanese trading compa-
nies. Presidic has successfully
completed its first two years of
opetations. Leveraging what we
have learned from our experi-
ence here in the U.S,, we are
going to start a similar and com-
plementary operation in Japan
in the near future. Currently, we
are in the process of esrablishing

a new venrure fund in Japan
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together with a leading U.S.
venture capitalist, This is an
exciting new opportunity and,
although the pace in Japan is
still stow, Japan is changing and

chtering a new era.

GENE MOSES

E-Stee] Corporation is a busi-
ness-to-business marketplace for
buying and selling steel. It is a
global marketplace for a global
market valued at approximately
$700 billion in transactions
annually, and represents the
world’s largest indusury withourt
an organized marketplace. Az a
result, we believed it presented
significant opportunities for
reintermediation — an opporru-
nity to bring buyers and sellers
together while cutting out mid-
dlemen. Currenty, E-Steel has
120 employees and 1200 differ-
ent companies that are members
of our site. Similar to other
internet companies, we have

fairly small revenues, no profits,

and a pretty good valuation for
a private company. Our sites are
also on an IPO (initial public
offering) this year.

We have recently announced
a joint venture with Mitsui and
Mitsubishi trading company.
Mitsui and Mitsubishi lend their
support and buying relationship
with Nippon Steel to this ven-
ture, while E-Steel adds speed.
We take expetience and turn it
into a product, and we take
feedback from that product and
change it over and over again.
Each month we present a new
release by adding an enhance-
mcnt or refinement to market
needs with a level of speed
unmatched in both the U.S. and
Japan. Our organization is inno-
vative and ready to react and
respond quickly to market
changes. E-Steel has a 20 per- ~
cent stake in the joint venture,
and Mitsul and Mitsubishi are
at 40 percent each.

The market for steel in Japan

is very closed in terms of new

entrance ot changing buyer-sup-
plier relationships. As a resul,
E-Steel had 10 change its busi-
ness model in Japan to meet the
needs of the local marker. In the
U.S. and other parts of the
world, E-Steel brings together
buyers 1o meet new suppliers, or
brings together suppliers to
expand their customer base.
However, in Japan, that really is
not an option.

QOur geal in Japan is to
strearnline the current process
berween existing buyers and
suppliers and their current busi-
ness relarionships by curting
costs, creating & common data
platform, and by streamlining
the process from the initial buy
to the delivery of the sreel Tt is
a new way of doing business
with the same partners and it
was important for E-Steel to be
associated with some high-pro-
file players with real experience
and l(nowlcdgl: Rbout dle
domestic industry.

n wxﬁ . i 3,
Yasuyuki Abe and Cene Moses
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Q&A

Q, E-commetce in the U.S.

is shifting the business para-
digm creating more com-
petition, new market entrance,
more efficiency. and price com-
petition. Looking at what

is evolving in Japan, what are
its dcﬁning featurcs?

MIKITANI: E-commerce hals
impraved the sfficiency nf the
ULS. market. I also think the
Internet will completely redefine
the Japancsc economy. For
example, much to the surprise
of many Japanese sccuritics excc-
unives who believed ¢-trading
would never take off, 50 compa-
nies started e-trading since last
QOctober. Before e-trading,
Japanese security companies
were charging 3 percent on the
turnover of trading. Currently,
HIS Securities is charging just
$5.00 for each transaction. It
used to be that one would pay
$600 as a commission for a
$220,000 transaction, If one
looks at PC distribution in
Japan, Dell computer is way
ahead of Japanese traditional
computer manufacrurers because
they are using e-commerce suc-
cessfully. In my view, the
Internet is a powerful tool and it
affords Japanese companies the
epportunity to bypass and disin-

termediate regulations.

MOSES: There are many differ-
ent values by e-commerce. One
can see the difference between
books and CDs. In Japan, for
cxamplc, consumer Products are

delivered through convenience



IT IS NECESSARY
' TO FOCUS.ON.
. FOUR'ASPECTS OF

. CORPORATE'
. GOVERNANCE, -

stores compared to items in the
U.S. where they are delivered 1o
the front door. This is due o
distribution costs. However,
every business poses a different
challenge to e-commerce, and
this is where knowledge of one’s
space, and the ability to react, as
one’s industry evolves, proves to
be the foundatian. E-STEEL
has many years of industry expe-
rience, but we have seen the
evolution of how e-commerce
has changed the local steel
industry. Consequently,
¢-STEEL can help our partners
in Japan react as they begin to
see the changes in Japan. B

KEYNOTE SPEECH

CHANGING
JAPANESE CORPORATE
STRUCTURE

H YOTARO KOBAYASHI
Chairman of the Board,
Fuji Xerox Co., Ltd.

Structural Change
in Corporate Japan

Since Prime Minster Obuchi
took office in 1998, the
Japanese government introduced
stimulus packages on an unpre-
cedented scale, accompanied by
financial reform laws and low
interest rates. With all of these
policies now in place, the year
2000 should ke a year in which
the business sector akes the lead
in lifiing up the Japanese econ-

omy. It is encouraging ro learn

that business leaders are finally

regaining confidence in bringing
about a private-sector led eco-
nomic recovery.

Are Japanese corporation®
really changing? Many Japanese
corporations arc undergoing
restructuring. It is up 1o corpo-
ratc cxecutives to increasc the
number of good perfonning
companies. I believe we should
accelerate the movement
toward the Anglo-American
management model. Many suc-
cessful corporations are shifting
to this globally accountable
CUTPDTETC S}'Stem.

Four signs illustrate how
Japanese corporations are trans-
forming themsclves into a more
competitive corporate structure.
First, there is a shift in Japanese
corporate management to share-
holder value. As Japanese corpo-
rations come under close
scrutiny by shareholders, higher
corporate performances are

expected. Second is the intro-

Yotaro Kobayashi-

duction of the consolidared
accounting system, scheduled
tor April 2000. This system will
inevitably enhance transparency
as well as force corporations to
focus on their core comperen-
cics. The third aspect is that cor-
porations are establishing qual-
iy corp;rarc governance by

introducing external board

-directors and by separating board

members and corporate officers.
By inviting directors from out-
sidc, mana.scmcnt <an htar
impartial and varied opinions
abour their corporate strategics,
allowing them to make revisions
that are more competitive.
Sepatating board members from
corporate officers strengthens
the role of the board since it
separates the audit function
from business operations.
Finally, human resources man-
agement is changing. Many
corporations now emphasize
employability aver seniority and

lifetime employment.

CONFEKENLE REPORT ]



A dramaric increase in
inward foreign investment is
another engine for corporate
change. The value of inward
foreign direcr investment (FDI)
in the first half of 1999
exceeded that of 1998, of which
34.1 percent was in the finan-
cial sector, and about 24 per-
cent was in information tech-
nology and retail industries,
Japanese corporations, parricu-
larly in the 1980s, achicved
high performance through the
pursuit of efficiency, such as
quality management. [ do not
deny the importance of effi-
ciency, but in today’s global
competition, we must also be

eftective. To do so, we need
' greater exposure w different
values, which in many cases are
brought about by inward FDI.
ED)M, in addition to the money,
brings in investors' perspectives
and corporate management
styles that are not only new but
also applicable to traditional
Japanese enterprises. Conse-
quently, FDI contributes in two
ways: it strengthens competition
and creates new markets.

Another important factor
that will encourage private-led
economic growth is the Japanese
desire to pursue competition
and entreprencurship, and the
lessening of opposirion to the
infusion of foreign capital. For
example, more Japanese are wel-
coming the merger of Nissan
and Renault, counting on
Nissan's revival, while admitting
that the revival cannor occur
withour painful corporate

restructuring. such as layoffs.

10 THE NEW JAPAN

Further. Japanese people are
focusing more on employability
rather than lifetime employ-
ment. For instance, according 1o
one study, only 6.3 percent of
Japanese think that the seniority
system should be maintained,
while 53.8 percent think that
performance-based salaries
should be introduced.

The immediate task of the
Japanese private sector is 1o
place the Japanese economic sys-
tem in a position where it can
meet the principles nf 3 marker-
oriented economy. However, |
believe that the future direction
of Japanesc corporations lics
beyond the market-oriented
cconomy. Companies should
contnually create socictal value
by paying atention to all stake-
holders. In aiming to balance
the interest of all constituencies,
1 believe we must consider cor-
porate management not just
from a corporate perspective,
bur also from the perspective of
society as a whole.

What should the vision of
a good society be, and what
kind of philosophy should’
function as the backbone of
such a vision? | suggest that it
is necessary to focus on four
aspects of governance; corpo-
rate governance, governance of
sociery, global governance, and
individual governance. Inevit-
ably, realizing decent capitalism
or balancing market interest
and public interest is impossi-
ble withour individual gover-
nance —conscieice and sound
judgement. @
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CHRISTOPHER
RICHMOND

GE Capiral’s activities in Japan
over the last four to five years
can be clusrered into five
groups: (1) consumer financing.
including private label credit
card businesses around the
world; (2) speciaity insurance,
including mortgage companies;
(3) specialized financing, which
is GE Capiral’s equity business;
(4) equipment management,
which is an operating lease busi-
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ness, including rail cars, ship-
ping containers, and trailers;
and (5) mid-marker financing,
including commercial equip-
ment finance (which I run).
Commercial eyuipiuens finance
is the second largest income
producer in GE Capital. Itis a
global business currently in 16
countries, including Japan.

Our investment in Japan, as
of the end of last year, has
grown dramatically, but clearly
there is more to be done. We .
have invested quite a bitin
Japan and the potential of
invesring rhere is promising in
terms of market size. We think
there is a huge opportunity in
financial services. GE Edison
Life, which is our life company,
is number three in the marker,
and our consume finance busi-
ness, which is number five, is
actually booming,. In leasing,
we are number four or five in
the market,

GE Capital is in Japan to
stay forever, We have had real
opportunities over the last five
years to enter through a merger
and acquisition (M&A) vehicle
in a way we thought was both
safe and could result in acquir-
ing big positions. The continu-
ing distress and restructuring
opportunities in the financial
sector is a huge M&A opportu-
nity. We currently have plac-
forms and people in place whu
know how to underwrite in
Japan. They also know how 1o
write risk and understand legal
and regulatory risks. Over the
next couple of years, GE
Capital is poised to do 2 lot of

acquisition through the plat-
forms we own.

Our most recent acquisition
was Japan Leasing, which rurned
out to be a unique opportunity
for GE Capitnl. As you know,
the Long Term Credit Bank
(LTCB)} declated bankrupecy in
Seprember of 1998, We were -
fortunate o have known Japan
Leasing very well and had com-
peted against them in other
parts of the world. We also
knew their managers to some
extent, Qur strategy was to enter
the bankrupecy early on, and
make a bid. In the end, we
managed to cut a deal in six
weeks. We did a month'’s work
of due-diligence and senr nvar
100 people just for the leasing
company. In this case, speed was
very much to our competitive
advantage. However, it is not
typical of M&A in Japan.

GE Capiral is also investing
in the Internet both within the
operating businesses and also as
equity players in certain tunds.
We think there is a first mover
advantage in operating compa-
nies to become Internet-capable

and Internet-fulfillment

providers. We are putting lots of

money into our internal
Internet application, and believe
fl‘laf f!’\e businﬂss—‘to-businﬂss is
bigger than the consumer mar-
ket. Many Japanese households
do nor have I'Cs becausc of the
cost for the hardware and the
telephone line. However, every-
onc knows how to use the PC
at work. Getting B-to-B con-
nections on the Internet is not

an issue at the workplace, but it

is going to take longer on the
consumer side. Therefore, we
sce a big advantage of doing
business over the Internet.

We have also learned some

very imporuant lessons along the

way. First, it is very imporrant

to promote GE and GE Capital

as a single company in Japan. A

brand name is very important.
Second, government plays a
huge role in M&A activity as

well as what goes on with

respect to financial services regu-

lation. Unfortunately, we have a

Jong way to go before we gain
independence, although we are
getting there with the help of

restructuring. Remaining inde-

pendent is very important fot
GE Capital. We do not want to
be partners with caprive finance
companics, In terms of mnldng
deals, one needs to do diligence
in a coordinared manner, just as
anywhere else, Une must under-
stand legal accounting and lan-
guage when trying to write con-

tracts as well as have a solid

understanding of how to build
reserves. If you want to do
acquisitions in Japan, I highly
recommend having the right
people there full-time.

Anarher large issue far GE
Capital centers on our employ-
ces. One of the things we did
while buying assets in discressed
situations was to leave much of
the senior managemeit from
the old company intact. Now
we need to figure out what hap-
pens in terms of continued
restructuring. We are downsiz-
ing largely through actrition and
early retirement, rather than
doing wholesale layoffs.

Implementing Jack Welch in

Arthur Mitchell and Christopher Richmond

Tapan must be modified by real-
ity and we are having some real
success with that, We are build-
ing in performance pay and
have transferred a number of
management techniques to our
businesses in Japan with suc-
cess. Over time, we will find the
right size for these companics as
we push forward.
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ARTHUR MITCHELL

As the old saying goes: “percep-
tion is reality.” For many years,
the perception was that Japan’s
markets were closed to foreign
trade and investment. Thus was
certainly true in the 1950s but
in a gradual and sometimes
contentious manner, Japan has
slowly liberalized access to its
markets. The reality has changed,
but many of the old perceptions
remain. Old Japan hands advised
that joint ventures were the only
practical method of entry into
the Japanese market in most
cases becausc “grecuficld” upera-
tions were 100 expensive and
various legal, regulatory.and
non-tariff trade barriers. made
corporate acquisitions impracti-
cal, if not impossible. But there
is now substantial evidence

that this reality has changed so
radically that perceptions are
changing as well.

Where are new opportunities
to be found in Japan? Merger
and acquisition (M8A) activity
is definitely on the rise in Japan.
In 1999, chere were 1,160
reported transactions with a total
value of ¥6.74 trillion. M&A
transactions in Japan, for the
most patt, have involved few for-
eign partes but there are signs
that many sophisticated foreign
investors now consider Japan as
a venue where marker entry, or
an enhancement of existing lev-
els of business, is possible and
practical. The years 2000 and
2001 will offer apportunity, as
the combination of structural
reform, distressed assen sales,
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debr restructuring, and a slow
£CONOMIC recovery present
artractive occasions for strategic
investments by foreign investors.
It is expected that new acquisi-
tion oppertunities for Japanese
and foreign companies will
appear among the following tar-
gets: (1) emerging companies
with proven technology and
products; (2) non-core divisions
of large companies (including
keirersu); (3) companies that
have excessive non-performing
assets, but still have a strong core
business; (4} companies in the
formal reorganization process;
and (5) family-owned companies
facing successor problems.
Three of the recent transac-
tions include Cable 8 Wireless,
GE Capital and Boehringer
Ingelheim. In June of 1999,
Cable & Wireless (C8W) suc-
cessfully completed a tendet
offer for the chares of Inter-
national Digital Communi-
cations, Inc. (DC). This was a
hostile bid in the scnsc that
IDC'’s management rejected
C&W's first offer and recom-
mended that the shareholders,
Toyota and Irtochu being among
the most prominent, accept the
NTT offer. This prompted
C&W to make a tender offer
directly to the shareholders at a
price which was ultimately more
than NTT was willing to pay. 1
think the significance of this
transacrion is that the other
Japanese sharcholders were will-
ing to sell their interests o a
foreign buyer for a berter eco-
nomic return, as opposed to a

mote established domestic

player, at a lower price.

Over the last twenty-four
months, GE Capital has been
successful in buying Japan
Lease, one of the leasing affili-
ates of the Long Term Credit
Bank (ITCB), and Lake, a con-
sumer finance company, as well
as in forming a joint venture o
succeed to the future insurance
business of Toho Life Insurance
Company. GE took interesting
steps to limit its exposure to the
bad debrts of the target compa-
nies. In the case of Japan Lease,
a significant part of the pur-
chase price was deferred until a
point when it becomes clear
how much of the company's
leasing assets could be collected
upon. In the case of the Toho
deal, Tohe's insurance business
was separated into past and
furure business. A new joint
venture company was cstab-
lished and Toho's insurance
license was transferred to it.
Both firms reportedly put in an
cqual amount of capital, but
GE holds 90 pereent of che
shares with voting rights. About
90 percent of Tohos employees
joined the new company. Toho
subsequently filed for liquida-
tion under the bankruprcy law,
but to date it appears that the
trustee will not attack the joint
venture transaction.

Bochninger Ingetheim, a
German pharmacentical com-
pany; recently made a success-
ful hostile takeover bid for a
“blucking intciea” i 55T a
Japanese pharmaceutical com-
pany. On the other hand,
Ma&cA Consulting, a Japanese

privare equity group, has made
a tender offer for all of the
shares of Shoei, K.X,, 2 trading
company with elecironics aud
real property interests. These
ate the first hostile tender offers
for publicly traded companies
since Wortld War 11

Some recent legal amend-
ments have very significant
implications for deal- structur-
ing. Given the bias toward risk
avoidance, it is extremely difh-
cult to have two compensation
systems within the same organi-
zation. As a way around this
problem, some companies are
thinking of taking advanrage of
amendments to the Anti-
monopoly Law which permit
the establishment of holding
companies. In theory, it may be
possible to place employees who
wish to be compensated based
upon performance in one affili-
ate, and those who prefer the
lock-step system in another.

New legislation has been
passed which will make ir easier
to restructure the Japanese com-
pany. One law will permir the
buyer of a wompany w frecze-
out minority shareholders by
compelling them to exchange
their shares with those of the
buyer or receive cash. One
potential problem for 2 forcign
purchaser is that the Jaw does
not appear to contemplate the
use of foreign shares in the
exchange transaction.

Another proposed law will
permit the shares of afhliates to
be spun-off to the parent’s share-
holdeis oi other entities within

the corporate group, (on a tax-
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free basis), as long as certain
conditions are met.

There arc scveral lessons to
be learned from the experience
to date. First, many things have
changed in significant ways.
Some of the transactions I have
referred to would have been
unimaginable as few as three )
years ago. Additionally, reforms
in the legal system are shaping
the business models that are
emerging. Yet further reforms,
particularly in the tax system
and employment arrangements,
are required before Japan can
fully restructure itself.

Second, there is considerable
flexibility in structuring a
transaction and the options will
increase over time as new Jegis-
lation takes effect. Some will
prefer to use the joint venrure
technique as a market catry
tool in certain instances, but
M&A is now available as 2
practical method.

Third, is to reconsider exist-
ing relationchips. Since Japanece
banks no longer provide financ-
ing to their best customers auto-
matcically, many aie being forced
to refocus attention on cheir

core busincsses.

Fourth, hostile takeovers may
become more common in. ]apan.
Even though M&A Uonsulting’s
bid for Shoei K.K. did not suc-
ceed, others are bound 1o fit.

Last, do not expect Japan to
be just like America. I do not
expect that “cut-throat” capiral-
ism will be the order of the day.
There are some signs reform is
being sfowed The (IFI;IY in rein-
trodu.cing limits on government

guaranteed bank deposits, the

failure w culuice consolidated

tax rrearment for subsidiaries,
and the failure 1o move forward
with 4U1(K) type pension plans
are examples of this. Further
efforts will be made to mitigate
the harsh effects of competition.
In general, onc should expect to
sce a Japan that is more entre-
preneurial and one that is based

on the rule of law.

MERIT E. JANOW

I would like to offet several
comparative perspectives. First,
where is Japan compared to
global trends in mergers and

acquisitions? 1999 was the high-

est level of M&8A activity in cor-
porate history with 3.4 trillion
dollars of global M&A. 1.6 tril-
lion was in the United Stares
and 1.2 willion was in Europe.
The astonishing story is the
transformation of the European
corporate landscape and the
amount of intra-Europe and
cross-border Europe-U.S M&A
that is occurring,

My impression, having spo-
ken with Europeans, is thar the
concern about low PE is affect-
ing very established companies.
There are consolidations in
banking, tclecommunications,
and chemicals which appeat as
more strategic rather than finan-
cial acquisitions, and of course
the cffects of economic deregu-
lation and the information tech~
nology revolution are also being
felt. There are also global con-
centrations or industrics in
which there are consolidations
resulting in fewer global players.
From that perspective, where is
Japan situated? I think what is
occurring in Japan represents a
much mere modest set of devel-
opments. This does nar mean

Japan is not changing. M&A

INow

A

Curtis Mithaupt, Arthur Mitchell, Christopher Richmond, and Merit E. Janow
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activity in Japan is increasing,
from a low base, Japan is mostly
centered in the Anancial sector
and not manufacturing, MacA
is still heavily driven by dis-
tressed sales, bur there is a wider
area of economic activity where
opportunitics are being created.
This is a new development of
significance for Japan and also
for would-be foreign investors.

More interesting is the
restructuring occursing wichin
the Japanese corporate sector
and new business activity: For
example, well-established com-
panics arc doing on-linc bank-
ing. While this is clearly indica-
tive of an economy that is not
performing well in macro terms,
it also represents areas of entre-
prencurship and creativity, with
new efforts to increase efficiency
where possible. Therefore, gen-
eralizations about Japan are pur-
sued at one’s peril if one is a
potential investor.

With respect to the regulatory
environment, | recall doing deals
in the 1980s where the Japanese
government could easily chill a
deal — eg., if the Ministry of
Finance suggested that they might
have some concerns about a pro-
pocd uassavtivn, That is no
longer part of the environment. Tt
is a complicated regulatory envi-
rontnent with excessive regulations
and the need for further deregula-
tion, but the interest in foreign
investment has changed rather
dramatically. Of course, this is par-
ticularly the case with respect to
assets or sectots that are distressed.

The challenge that has been
alloded to 1oday about employ-
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ment seems o me ‘he e]ephﬂn(
on the table. Are there new
management incegration meth-
ods being thought through that
will aid very different types of
businesses today? Many compa-
nies are integrating thousands
of Japanese employees, and this
is a very different kind of chal-
lenge than the traditional
method of market entry or joint
venture, This will be the hardest
part of the puzale.

Q&A

Q: Do you think that 2 more
active involvement of the logal
profession in Japan would help

increase foreign investment?

RICHMOND:; Thete is the rule
of law in Japan and this helps
cormnmercial investment substan
tially. Numerous laws and regu-
lations are changing and this
reyuites enforcement, and a
need for people to interprer how
one behaves cotrectly in this
new environment. | think one
needs to argue thar a legal pro-
fession must grow up and around
the changes. In the financial sec-
tor, a new bankruptey law will
have an immense impact on
how companies can behave with
respect to their liabilities. Specif-
ically. when GE Capital takes a
lien on a piece of equipment, we
want to be able to enforce that
lien. Therce arc very fow logal
resources in Japan that have the
breadth of experience with respect
to U.S. and Japanese law and
accounting standards. I chink it
is a real growth industry.

MITCHELL: I recenty read a
Japanese businessman's view on
the law with a literary bend. He
said the U.5. approach to the
law is like the Iliad, very long.
Whereas the Japanese view is
Haiku, ot very short, The U.S.
system has a very extensive code
of regulation and we try to lay
out the rules in great dewil to
give a business the framework in
which to work. In Tapan, there
are many regulations, but little
detail. That was done so bureau-
crats could exercise adminisera-
tive discrerion. Lawyers were
unnecessary for intetpretation of
thic laws. That is chauging with
deregulation, which does not
mean less regulation, More
lawyers will be pecessary 1o help
Japan as it moves further away

from the Haiku-based system.

MILHAUPT: It is interesting to
note that in the last several
years, both Keidanren and the
Liberal Democratic Party have
come our with mere rcform
proposals stating that the num-
ber of lawyers and judges be
increased. These groups are nor-
mally not associated with thar
type of law reform, but the rea-
sons given are precisely the ones
just stated. A transparent mar-
ket-based economy requires a
certain number of third-party
intermediaries who can serve as
transaction-cost engineers in a
dcal. Japan does not seem o
have enough of those people
cutrently to support chis level of

market environment, ll
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HEIZO TAKENAKA

Recenty, 1 auended the World
Economic Forum where a new
keyward was creared to describe
what was happening in the world
economy. This year it was “com-
p]au:cncy_” This word appca:cd
not only in a speech by the
Chairman of the Forum but also
in a speech by Prestdent Clinton.
In short, they emphasized the
strength of the U.S. economy
and the recovery of Asia from
economic crisis. Under these cir-
cumsrances. they proposed we

discuss carefully and construe-

tively more important midterm
ar long-term problems.

Let me briefly review what
happened in U.S.-Japanese rela-
tions in the 1990s under the
Clinton adminiscration. From
the Japanese perspective, the
main issue berween the two
countries has shitted every two
years. For example, between
1993 and 1995, trade friction
was the main topic. Then, from
1995 1o 1997, security issues
became the important focus.
Unfortunately, in this period,
the rape in Okinawa was a very
symbalic event between the rwao
countries, and a new framewark
for Pacific security was called
for. Trom 1997 10 1999, the
meost ardent discussions berween
Japan and the U.S. revolved
around how to avoid a Japanese
economic crisis. It seems 1o me
that the main policy issues
berween the U.S. and Japan has
changed every two years.

What comes next? Fortun-
ately, an urgent policy agenda
does not exist between the two
countries. I think this indicates
good timing for discussing
long-term and constructive
Policy nscndaa, such as how to
manage the global economy.
We now have a new type of
cconomic crisis. For example,
the Asian cconomic and finan-
cial crises are showing some
recovery, but 1997-98 was a
miserable year for many of
these countries. We are not
sure why they are recovering
so rapid]y. One year ago, many
economists predicted a much

more modcratc recovery.

However, they are showing a
mote rapid growth rate of 5
to 7 percent. This comes pre-
dominantly from the demand
side of the cconomy, not the
supply sidc. They still have
serious structural problems.
The basic stance for fiscal
policy has changed a lot aver
these two years.

Another source of demand
cameg from the U.S. and Japan.
In che Asian-Pacific economy,

there are two special absorbers

factors to consider in this new
crisis. First, we need a huge
amount of liquidiry 1o solve it
Second, we should consider
well-sequenced policies. Policy
dynamics arc important, but the
order in which they are adminis-
tered is perhaps more crucial. In
order to consider policy dynam-
ics, we need information about
the structure of the economy
and the society. In that sense,

one chaﬂcnging idea is to estab-

lish a regional monetary fund.

ity Rk i

now, which I define as negative
savings. Onc is from the U.S.
current account deficit and
another from Japan’s fiscal
deficit. These absorbers are nor
sustainable, so we still need 2
solid framework to sustain the
Asian-Pacific economy. The
important point is that we face a
new rype of economic crisis.
Historically speaking, we
have had many current account
criscs. Today we sce a carporate

account crisis, There are two

Heizo Takenaka

Twao years ago, the Japanesc gov-

ernment suggested establishing
this fund bur the U.S. was
strongly against it. There are
many positive and negative
aspects 10 this idea, but one
intricate challenge is to discuss
this new idea positively.

Now is the time to start dis-
cussing long-term policy
issues— fundamental policy
issues. For example, we now
seek an informarion technology

(IT) revolution. This is not a
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simple technological change. It

is a revolution that will funda-

mentally reshape people’s values
and lifestyles.

BOWMAN CUTTER

I think the changes occutring
in Japan and the rest of the
world suggest the need to
rethink the U.S-Japan relation-
ship. First, the big bang 1s lead-
ing 1o profound structural
changes in Japan. The financial
secror is far more competitive
and foreign access to the finan-
cial sector is less difficult.
Sccond, a decade of slow
growth has brought about cor-
porate restructuring and the
emergence of independent capi-
tal (IC). IC is a separate force,
and I believe thar in most gov-
ernments, many policy develop-
ment efforts do nov pay enough
atrention to the seruciuc uf
markets and their impact on
society. Ten years ago, one could
not have predicted that the
emergence of ICwould bea™ -
force in restructuring the marker
for corporate control, that is,
the capacity to buy an interest
in the control of companies and
the labor market. Corporate
spin-offs are beginning 1o occur.
Another profound change in
Japan is the executive move-
ment. In the 1980s, it was
impossible to recruir a good
graduate from a goad Japanese
university to work fot a corpora-
tion that was hot big—]apan, or
the Ministry of Finance. Ar the
time, Japanese were not inter-

ested in working for a foreign
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company. In the late 1990s, 1
interviewed 160 people, includ-
ing financial executives from
investment banks, and had no
problem finding people to work
for foreign companies.

In the 1990s, chere was
also a dawning awareness of
corporate governance. Lhis
included a concern for and
interest in returns, the develop-
ment of an independent board
of directors, and the interest of
shareholders. All of these areas
draw concern today, but they
arc not the total blanks that
they were ten years ago.

The third issue is the
Internet as an unanticipated
major catalyst for change. The
Internet could easily have greater
cffects on the Japanese economy
than the U.S. The Internet
offers a much more open field
0 enueprencurs in Japan than
in the U.S. prinsaily because
the major Japanese companies
are so inflexible and culturally
bound. For these reasons, the
Internet is going to have major
disruptive effects on the rise of
business to business Internet
ventures in Japan.

Because of the enormous
transaction costs in Japan, the
cost of carrying out a transaction
in almost any vertical indnerry
sector that I know of, ranges
from 2-3 times the transaction
cost in the U.S. Since business
to business ventures drastically
cut those kinds of transaction
costs from the Japanese econ-
omy, it is going to be propor-
tionally much greater in Japan
than in the U.S. I have seen very

good work argulng thar the -
effect over the next ten years in
the Internet business-to-business
in the U.S. will result in an
increase in the U.S. growth race
of around .3 of a pereentage
point. That is a ten percent
increase in che growth rate of the
largest economy in the world 1
suspect, just by looking at wans-
action costs and trying to trans-
pose what T know abuut Japau o
the analysis I have read about
the U.S., that the effect will be
twice for Japan.

Fourth, there are parallel
changes occurring within the
U.S. For example, in terms of
employment we are simply not a
manufacturing economy any-
more. The areas of strife that
dominated the 1980s and the
early 19905 are less impartant
politically. In the past, the
nature of the economic relation-
ship between the ULS, and Japan
was essentially trade dominated.
There were periods when
MACIO-CCONOMIC Concerns atose,
especially in the 1993-1995
period, but essentially the eco-
nomic relationship between the
U.S. and Japan was dominated
by trade for 15-20 years. There
were profound differences
between the two economies.

Tn my opinion. policy should
shift over the next few years to
recognize Japan much more as a
“nurmal” cewnemy, moving
towards more “international
norms”. International norms
means how an economy is man-
aged and regulared, and what
kinds of outputs onc should
expect. This implics that the

issuc wic guing to shift. T think
the issues will be less bilateral in
terms of intersecroral bilateral
disputes between the U.5. and
Japan. They will be institutional
and there will be efforts on the
part of the U.S. to alter and
improve the anti-trust regimes
in Japan. Similarly. with other
areas of regulation, there are
going to be concerns and cfforts
to harmonizc regimes. For
example, one set of regimes that
could and should be harmo-
mized is the paraliel inteliecrual
property systems in Japan.
When I look at where the
Japanese economy is likely to be
in five years, it is not clear to me
that the discussion of a free-
trade area between the U.S. and
Japan is going to be on the pol-
icy slate. This does not mean
that the concetns and quarrels
will cease ro continue. There are
ongoing areas of great sensitivity
between the two countries.
Agriculture is an immense irri-
tant to the U.S. and a deep
political problem for the
Japanese, Steel is an irritant to
the Japanese whiie it is a politi-
cal problem for the U.S. In
addition, the dumping regime is
an enormous problem for the
U.S. There are going to be
ongoing sectoral quarrels of this
kind, and chey will fit into the
overall constellation of U.S.-

Japan concerne.

YOTARO KOBAYASHI

[ believe the U.S. and Japan
have a very solid and produc-
tively friendly relationship.



POLICY SHOULD
SHIFT OVER THE
NEXT FEW YEARS TO
RECOGNIZE JAPAN

" MUCH MORE AS A
“NORMAL® ECONOMY,
MOVING TOWARD

“INTERNATIONAL. -

NORMS'.
- CUTTER"

From time 1o time, we have
some secroral problems, burt 1
do no think they will ever grad-
uarte to the level of a trade war.
Despite slow progress in terms
of economic recovery and struc-
tural reform, I think we will be
in the open in five years time. |
think the Japanese economy will
be petforming around the 2 per-
cent range, and if we are really
aggressive enough in pushing
growth areas, such as informa-
tion technology and communi-
cations, then we may achieve
everi higher growth rares.

Further, I think that over the
next 5 1010 years, and in partic-
ular in terms of the U.5.-Japan
relationship, the U.S, will con-
tinue to be on top of Japan in
terms of strength and productiv-
iry. It ie very unlikely chac the
U.S. will lose its speed. As long
as the relationship exists, my
feeling is that America will con-
tinue to be broadminded,
patient, and zble 1o solve some
of the sectoral problems.

Some of the harshest trade
relations and problems occur
not necessarily in real terms, but
in rerms of expressions. There
was a great concern in the U.S.
that America was being sur-
passed by others, including
Japan. In addition, many people
wrotc about Japan's status as
number one, and the grear years
of Japanese business models
being benchmarked. Many
Ameticans did not want to be
anything other than number
one. | may be exaggerating, but
I think this clement is impor-

tant. I am not saying that Japan

should indefinitely be numbex
two or number three, bur in the
next ten years it is unlikely that
Japan wil} surpass the U.S. in
terms of absolute might.

If bilareral issues are not of
great concern, then what are the
issues? | am not an expert in
security affairs, bue T think the
question of our individual or
collective relationship with Asia
is guing w be hey and is abicady
very important. Within the next
5 to10 years, 1 think the most

fact that China is going to be a
part of the World Trade Organ-
ization (WTO). Japan would
like to proceed with that
process. However, we still do
not know how the WTO will be
affected by China’s accession, 1
think the U.S,, Japan, and other
leading nations. will have new
responsibilities in developing
China’s membership.

What role will Japan play?
Within ten years, we wouid like

10 be a useful presence —help-

Yotaro Kobayashi

important agenda item for the
U.S. and Japan will be harness-
ing China. Its potential can seem
threatening at times, but they
are going through some difficule
transitions. It could take a long
time before China becomnes an
average middle income country.
Rich and poor zones will con-
tnue to exist in China, and I am
not sure how direct an impact
that will have on political stabil-
ity. Nevertheless, it is an element
and I think we have to contain it
10 2 minimum.

I think Japan welcomes the

ing to harness China and other

portential risks. There is an
actual limnit to what Japan can
do by itself in rebuilding our
relationship with our Asian
friends, which is incredibly
important. However, it would
be far more difficult to do so
without the help of the U.S. It
will be more effective if we
work together. Japan certainly
has to continue to assume a
sensible, responsible, and realis-
tic attitude, as well, in achieving

these goals.
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GERALD CURTIS

1et me contrast a forecast for
Japan’s future and a forecast for
the U.S.-Japan relation’s future.
It seetns to me that Japan's furure
is comprised of short-term pes-
simism and mid-term optimism.
On the U.5.-Japan relation’s pic-
ture, 1 think we are hearing
short-term optimism and mid-
term reasons for concem.

1 think the two morning ses-
siONs were very interesting
because the first session was pes-
simistic and the second session
was optimistic. Why was there a
difference? Because the first ses-
sion was about the government
and the second session was
about the private sector. This is
very important. Politicians and
businessmen are motivated by
lll: sdinc dcbi.lf FLERCTTTY Vivc- TII.C
difference is that, in order for
politicians to susvive, they try
not to change anything that
might adversely affect those
whose support they depend
upen. However, business must
change in order to survive,
Whart we see in Japan wday is
the growing recognition in the
private sector, even among many
campanies that we tharght
would not be able to change,
that unless they change they will
become the dinosauss of the
Japanese economy.

I am very optimistic about
the Japanese economic future
for two reasons. First, there is
the emergence of new dynamic
companies in the information
technology sector and, second,

many mainstteam companies ate

18 THE NEW JAPAN

in the process of remaking
themselves to survive in the new
IT driven economy. One thing
we have learncd from the ncarly
150 years of modern Japanese
history since the Meiji
Restoration 1s that Japan has
never missed a new technologi-
cal wave, And once it has caught
that wave, it usually has
improved on the technology it
imported and sent out the
improved version to the rest of
the world. We should be pre-
pared to see a similar pattern
emerge in response to the infor-
mation technology revolurien
that is now underway.

One of the advantages Japan
has roday is the unbelievable suc-
cess of the U5, over the last ten
years. Ten years ago, the rhetoric
at a meeting like this would have
been how Japan and the U.S. are
both at the frontier of technolog-
ical development, and how Japan
needs to reform its educational
system to be innovative. Today
Japanese are talking a much
more familiar story of how
Japan has to catch up with the
Unired Statcs, Amcrican success
has created a new catch up goal
and the Japanese are responding
with dynamism and enthusiasm
to that challenge.

Howevet, look at the gov-
ernment. The politicians are
trying to hold onto what is
familiar and retain the support
of vested interests that have got
them elected in the past. We
see a bold rhecoric of reform
and timid reform policies. The
positive developments in Japan
are not being pushed by the

politicians, bur are being
pushed on the politcians by
demands from the private sec-
tor. I think this is a new and
positive development in Japan.
However one defines the role of
the state 1n fostering the old
industrial revolution in Japan,
it seems to me indisputable
that the government is the fol-
lower and not the leader of the
new IT revolution. This repre-
sents an important shift in the
balance of power berween busi-
ness and government in Japan.
I think we will see the shift

accelerate in the coming years.

Shour erm pessimisiu is o
consequence of the actions of 8
overnment which acts as a drag e
: 7 CENERATIONS.
S cumms

on the Japanese economy

because of the many political

pressures to slow things down to
serve vested interests. Even here,
however, there are reasons for
mid-term optimism. The big
differentiation berween politi-
cians is not between parties, but
between generations. Regardless
of which party older politicians
are affiliated with, many of
them seem ignorant of what is
going on in modern Japan,
including the IT revolution,
Japan's cultural impact on the
rest of Asia and other things
that are new o Japan.

In contrast, many younger
politicians seem to be attuned to
the new values that one can see
emerging in Japanese society.
Many of them have been edu-
cated abraad ac MIT, Harvard,
Columbia, and Stanford and
elsewhere. There are many

young Japanese politicians who



will change the face of Japanese
politics when their day arrives.
The problem with the current
leadership in Japan is that they
are trying to keep their day from
coming for as long as possible.
Japanese society is changing far
faster than politics. But even if
the risc of uew puliticians to
power is delaycd, the reality is
that the role of government in
Japan is shrinking, as it is in
every advanced country.

An interesting indicator of
the relative decline in the impor-
tance of government, and the
prestige of a government career,
is that many of the best and
brightest of the younger genera~
tion are opting for careers in the
private sector rather than as gov-
ernment burcaucrats. Even more
intczesting and significant is that
many of them desire to work for
a foreign fitm in Japan ot for a
starg up Japanese company in the
information technology sector
rather than for one of the old
main line companies.

When it comes wo US-Japan
relations, T am optimistic about
the short-term prospects because
there are no major serious divi-
sive icsiies in the hilateral rela-
tionship thar are likely to appear
in the next several months. I
drink in the mid-term there are
concerns in U.5.-Japan relations.
It is not because of serious fric-
tions in the bilateral trade or
cconomic relationship, The two
important challenges for the
relationship are: how to deal
with potential security threats to
the relationship arising in Asia;
and, second, how will the U.S,

deal with a growing strength
and self-confidence among
Asian countnes, with which
Japan will identify itself.

Clearly, as Asia becomes more
prosperous, the relationships
berween these countries will
change. The United States needs
to be aware of how the dynamics
of inter-state relations in East
Asia is changing. One imporant
development in Japan's position
between the US and continental
East Asia is that Japan is com-
fortable in being both part of the
West and part of Asia in a much
more profound way than has
been true in the past.

One hundred years ago,
Fulkuzawa Yukichi said Japan
has to “get out of Asia” o get
along with the West. In the
1930s, the Japanese military said
the Japanese have 1o ger out of
the West and go back to Asia.
This pull bevween whedier
Japan is Asian or Western has
been a perennial theme in
Japanese modern history. Bur it
need not be a theme any longer.
Younger Japanese in particular
have squared this circle in
Japanese relations with the out-
side world. Japan is comforrably
part of the West and a leader of
Asia, and the U.S. needs o
understand chat Japan has a role
to play in East Asia thar docs
not necessarily challenge or
come at the expense of
American interests in the region.

One can identify issues thac
lurk as potential threats o the
bilareral relationship. They are
issues of fandamental differences

of national interests but the dan-

ger of misperception, misunder-
standing, and differing political
stratcgics in dealing with the
dynamic and porentially unsta-
ble international situation in
East Asia. As long as we forecast
continued American economic
vitality and a Japanese economic
recovery, and as ]nns sensihle
foreign policies are pursued and
adequate consulration between
the US and Japan un regivaal
and global issues is undertaken, I
think we have every reason to be
optimistic about the uture of

the bilateral relationship.

QA

Q: Suppase that people work-
h‘lg in the field of information
technology in Japan become
extremely successful and edge-
out U.S. companies, will that

be a cause for concern?

TAKENAKA: Trade friction is
possible at anytime and any-
where, Today, I think it exists in
the digital electric appliance feld.
In this field, the concept of the
wrnner takes all applies. There is
a potential risk for trade fricdon
in chis field in the very near
fuswie, and dic winner will take a

very large portion of the marker.

CUTTER: I suppose that [ can
say anything to which you could
invent a scenario for which it
wuuld be cruc. What you arc
tying ro do is give a sense of the
highest probability ouccome, 1
think we have all given the high-
est probability outcome. Whar is
the likelihood of a scenaria that

you have stated that has a low

probability vutcorie? 1 think
much lowet than historical
analogies would suggest. Can it
happen? Of course. However,
one very large difference is the
acceptance in Japan of the equity
markets, the nature of the
changes thar have occurred, and
the rsc of companies chat
threaten the incumbents. For
example, I do not believe that
Suny und Microsoft arc going to
compete aver the next decade for
supremacy in the [T world. [
think that both Sony and Micro-
soft have sufficient non-incum-
bent competitors as well as their
own issues to worty abouc.

CURTIS: [ think there is a need
for a reality check. Ac this tiue
of unprecedented prosperity in

- the United States, there were

tiots in Seartle at the ume of the
World Trade Organization meet-
ings. There was a huge mobiliza-
tion of people opposed to glob-
alization, including labor unions,
environmental groups, and
human rights groups. It does not
take much imagination to think
about whar might happen dur-
ing a time of major recession in
the U.S. with groups mobilizing
beliind inativnal policics. 1 do
not think they will carry the day
but we run a danger right now
that things are so good its hard
to think how things can ever be
bad. Things will not always be
chis good, and there are undetly-
ing tensions in this society over
the loss of control over our own
fate. These types of issues are not
completely behind us and we

will face then again. BB
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