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Yakushiji Taizo: Thank you, John. Good
evening, ladies and gentlemen. | am quite
honored to be able to speak in front of distin-
guished guests on this very important pro-
gram. What I’m going to talk about is on the
Japanese economic problem, but I'm not an
economist by training. | am a political scien-
tist and so it's rather uncomfortable to talk
about Japanese economic problems, but
thanks to distinguished attackers, you know,
Adam frequently appears in the Japanese
newspaper, and I'm rather scared to have
Adam here.

And Peter is rather harsh against the Japanese
FSX problem and | used to talk about defense
and technology, but now I’'m going to talk
about the economy. Because | am given only
30 minutesand | don’t know if | can do that, I'll
do my best to be able to talk within 30 minutes.

But before | drift to a different direction it's

good for me to give you the conclusion I'm

going to take in my talk. Koizumi, who is a
Kelo University graduate, says so many times
he likes aslogan and he said without structural

reform there is no hope for the Japanese eco-

nomic recovery. And maybe this is true, but

Koizumi doesn’t say anything about industrial

problems. He doesn’'t know about industry so
if helistened carefully to my advice or my pol-

icy advice, which | call a rather provocative
work, it'scalled Virtual GHQ policy, he would
be very successful in reforming Japan. That's

my conclusion.

Keio University Produces Optimists

And so Peter and Adam we will talk about fur-
ther whether what I’'m going to talk about is
pessimistic about the Japanese economy or
optimistic. I'm aways optimistic because
Kelo has a distinguished reputation to produce
a lot of optimists. Koizumi is an optimist.

Hashimoto is an optimist. I’m an optimist.

So we have only three prime ministers and it's
hard to generalize. Do you know that we have
only produced three prime ministers in our
150-year history? It's very rare. Inukai was
first and Hashimoto was the second. Now we
have a third, Koizumi who is a distinguished
character, but the sameKeio optimist. AndI’'m
not talking about Todai (Tokyo University)
graduate prime ministers or Waseda Univer-
gity. They are not optimists, but very dark.

But anyhow, forget this. Koizumi’s structural
reform has been often criticized by the
Japanese themselves, but some have a warm
appreciation. But some criticism saysthat it’'s
nothing but a kind of regular, conventional,
administrative reform. That it has nothing to
do with the structure reform and so the whole
kind of gyozasei kaikaku in Japanese were
built by the previous prime ministers, like
Mori and Hashimoto and Obuchi, of course.
So nothing new, but he is very populist and
very genius in advocating, “this is a structure
reform | am proposing” and so that's the
first thing | would like to say. Whether or
not it is a similar, conventional reform, or
structural reform.

My argument is he doesn’'t talk about the
industry, so it’s not a structure reform. Heis
busy talking about the financial policy to
inject alot of public funds into banks to solve
the bad loans. And I’m going to briefly touch
on it, because | will try to be careful not to be
too much attacked by Adam.

Adam Posen: I’'m going to be nice.
Y akushiji: Okay, fine.

Peter Ennis I'll attack him. Don't worry
about it.



John Ikenberry:
body peaceful.

I’m going to keep every-

Koizumi’s Fluctuating Popularity

Yakushiji: Very good. Thisis a peace foun-
dation. And, as you'll al note, Koizumi
recently visited Pyongyang and he found very
much useful for him and some people, like
Kame Shizuka attacks very strongly. But he
gained popularity and he raised his popularity
from 45 percent to 65 percent, a 20 percent
increase, which is great.

And remember when he fired Tanaka Makiko
from the post of the Minister of Foreign
Affairs he just dropped his popularity by 30
percent because Tanaka Makiko gave 30 per-
cent to Koizumi’ s popularity up to 80s, so just
subtract 30 percent, he gets the 40s. But
recently he gained and recovered by 20 per-
cent by going to Pyongyang.

So the abduction case is still going on, but he
just gained. But politically, hisvisit was very
conducive to help stabilize the East Asian
security situation and he did some sort of con-
tribution to that. So based upon just his
increase of popularity, he recently reshuffled
his cabinet, as you know, but this was a
minor, minor change. And you al know that
Y anagisawa once was Minister of FSA, in
English, Financial Services Agency, kinyu-
chokan in Japanese. But he was appointed
before Koizumi became prime minister. And
he belongs to Kamei Shizuka's faction and he
was very nice for last year. But he wasfinally
fired and so it's kind of a quarrel among the
ministers within the Koizumi cabinet over the
issue of how much we have to spend, directly
or indirectly, public money to help the banks
suffering from the bad loans.

What | know is people are talking about how
much price we have to pay to resolve the bad
loans, the market value of stocks. | don't
know who knows, or the kind of net book
value or its value based upon the resolved
money for the bank for solving the debt of

loans. Sothisistoo technical to apolitical sci-
entist like myself, but | am talking about the
political implication for those. Because of the
firing of Yanagisawa and, as you al know,
Takenaka got their appointment and previ-
ously was planning minister and also Fiscal
Service Agency Minister.

And the head of my institute, [1PS, Nakasone,
was very warm, vis-a-vis, Koizumi. But
recently he started to attack Koizumi and
attacked Takenaka because it's too much for
him because Takenaka doesn’t have a political
base and he talks about industrial cooperation
and cooperation from METI, the former MITI,
isimportant. So he knows the industrial pol-
icy should be linked to fiscal policy. But | am
a little bit pessimistic. While Takenaka is a
good friend of mine for many years, we need
a kind of political kind of base to implement
what Takenaka is thinking about.

And that’s the kind of problem we are facing
in Japan and so the recent survey says 70 per-
cent of people are negative and believe
Takenaka is not going to solve the bad loan
problem. But thisisthe kind of very ordinary
survey. Sothisisthekind of questionand I’'m
going to not talk too much, but there is the
point of the BOJ s unusual purchase of bank
stocks, which received very harsh comments
from polling observers. But the Bank of
Japan’s new move is pretty much appreciated
by, of course, the Minister of the Treasury and
showed us that this could be very effectiveif it
gets alling or failing companies to become
bankrupt or fade out.

Officials Ignorant of Industry

But they don’t know how to do fade out and
so I’'m going to argue that Takenaka and
Shiokawa don’'t know anything about industry.
They all know fiscal policy, fiscal problems,
the bank problems and the macroeconomic
policy, but in order to talk about structural
reform for Japanese economic recovery we
have to touch on how we can do the industrial
revitalization and that's the argument I'm



going to convey tonight. And so MITI, and
the Minister of Treasury, the former MOF,
rival each other so Hiranuma, Minister of
METI, is very antagonistic against Koizumi.

So how Koizumi can intervene to MOF's or
METI’ sjurisdiction?

That’s why Nakasone probably insists that we
have to have the kind of very powerful faction
based politician to be an economic planning
minister. But | don't know. Koizumi didn’'t
listen to the old generation, so it's good
because Keio graduates are very optimistic
and very individualistic. So it's okay.

Japan Faces an Industrial Problem

So what I’m going tonight to talk about ishow
Koizumi should know the fight we are facing
is an industrial problem, and we have three
types of industrial sectorsin Japan. The first
type and second type, which I’m going to talk
about, are more or less what | call the flow
industry. By flow industry | mean the indus-
try which isdynamic and respondsto akind of
changing environment. | mean the market.

And oneisgood, oneisin trouble. Sothetwo
kinds are similar, but they have different prob-
lems. So we have three types of industry and
company groups. And the last one is called
the stock type of industry, construction indus-
try and retail industry, banking industry, and
all receive akind of red tape, the licensing and
permits and the stocks. It’s very much stock.

And so the flow industry, the second is the
flow industry, and one is the stock industry.
There are three. Each has its own problems.
So, in other words, thereis no singleindustrial
policy available. We have to be careful that
there would be different kinds of industrial
policy to implement to help revitalize those
three. And the last three points, the last point
is Japanese technology is still strong.

We are pessimists in Japan. | am an optimist,
but most Japanese are pessimists. Japanese

industrial competitiveness is gone. We are
being passed by others. Wetry to be abastion
again, but are passed by, but the truth is
Japanese technology is very strong and look at
the I-MODE cdllular telephone. Japanese are
not using telephone for analog communication.
They arejust using it for Internet mailing.

And so we introduce, we built a very strong
and powerful rocket called A2A. It isequiva
lent to the ICBM you have in this country, but
we are not going to carry the warhead, but it's
very powerful technology we still have. And
also we have nuclear fusion technology which
is very advanced and nano technology we are
taking the lead, the U.S. government is very
careful to watch what the Japanese are doing.

We took a lead in technology and also like a
hybrid engine using electric motor building
the gasoline convention engine, all Japanese
automobiles manufactured are adopting those
engines so quickly. So there are some sorts of
strengths. The problem is that Japanese tech-
nology is not becoming the international stan-
dard simply because we are so outmoded in
developing the business model which can be
adopted by foreign countries or foreign com-
petitors. But we are always concerned with
the kind of technology as kind of indigenous.
Everything by the Japanese.

Japan Cannot Capture
Fruit of Technology

So today, those industries, very dynamic
industries, are using outsourcing, outsourcing
people, outsourcing the part supplies, but the
Japanese try to make everything by ourselves.
By a careless legacy and very strong confi-
dence, it is becoming outmoded. So technol -
ogy isvery strong, but we cannot fully capture
the fruit of technology together. So that's a
serious problem.

The first type is a highly performing, highly
competitive export oriented sector. Like
Toyota, Honda, Canon and Sharp, those are
highly performing, highly competitive. A



McKinsey study recently shows that these
companies are 20 percent more productive
than their American counterparts, so we are
very strong. When you look at the first type of
industry sector group for al industries, they
are operating not only in Japan also but they
are mostly operating in foreign countries -
Europe, United States, ASEAN countries and
China today. And I’m going to touch on the
Chinese case.

And so the problem is this first type has only
10 percent of employment in Japan, but it is
highly effective, highly competitive, but it's
only 10 percent employment. So you see the
problem. The second type sector is very impor-
tant, and it is what we call atwo tier perform-
ing sector or ambivalent performing sector.

And like Toshiba and the semi-conductor
industry, those companies have very strong
performing parts. They go out and operate in
China and tell the Chinese thisis Japan’s very
strong technology. But mostly they are oper-
ating in Japan and are too costly, too much
quality and too much over capacity, becausein
Japan they are operating based upon very high
level facilities. But it's not the top they are
using in China or the United States, so it's a
dight difference.

The problem isthey cannot discard those facil-
ities in Japan because the Japanese are clever,
we have very good qualified engineers, and
they don't like to take them out of the good
facilities. But they are not competitive inter-
nationally. They are more or less competitive.
They used to be very competitive 10 years ago,
two decades ago, but still competitive but not
highly competitive. So they are defeated by
Samsung, Korea, and the American semicon-
ductor industry. So what they are doing is to
merge together to get the investment available,
but nothing they can solve in my judgment.

Special Industrial Policy Necessary
to Solve Problems

And this second typeis so important. \We have

to have a special industrial policy to solve this
second type. The first type we don't care
because it's so strong. Thethird type | call the
paternalistic, red tape, low productive industry
and the cases are agriculture, unofficially, hav-
ing a problem of mad cow and production.
Construction companies, their demand has
dropped by 30 percent, but they only squeeze
five percent employment so you know the
problems. And they are too much dependent
on the so-called zokugiin and the government
help and so the stock industry and retail indus-
try are the same. They increased this century,
in the 1990s, 60 percent of retail shops, but
only salesincreased 10 percent. Thereis over
capacity, but we couldn’t get Daiei bankrupt. |
don’'t know why politically we couldn’t do this.
So dill we have a low productive retailing
industry in Japan, but the problem isthey occu-
py 90 percent of the Japanese employment.

We have a very high competitive sector and
the medium competitive sector and the very
low competitive sector which has 90 percent
of the employment. Unless we solve this prob-
lem, how can we solve the Japanese economic
problem? That's my argument and over
capacity and their productivity according to
McKinsey’s research is 60 percent lower than
America’'s. But the first type is 20 percent
more effective and productive than America’s,
so there is a spectrum of highly competitive
and two-tiered competitive and very low
competitive areas.

Competitiveness of China

Let metalk about the China market. The first
type and the second type sector are moving to
China. Chinese wages are 1/30th of Japanese,
so conventional wisdom iswe haveto go there
to lower the costs. It doesn't tell all of the pic-
ture. It is a very important factor, but it's
avery small factor. Why did Japanese compet-
itive industry go to China?

The reasons are very simple. There are three
types of views about China. The first, China
is a very threatening formidable country eco-



nomically to Japan. But all statistics, if you
have a question I'll tell you detailed statistics,
but China is about the same as Japan for what
Japan was like in the 1960s. So we have
Olympic Gamesin’64. They’re going to have
Olympics in 2008 and so are very similar.
China produces, for example, as a top pro-
ducer in the world they will be 54 percent, air
conditioning 44 percent, and motorcycles 50
percent, desktop computers 30 percent, video-
tape recorders 33 percent. Those are the prod-
ucts where Chinais one of the top producers.

So it’sformidable in that sense, but technol og-
ically they are very mediocre. And Chinaisa
kind of what | call commissioned producer
and this is not a good word but | prefer to
use. So statistics said in 1991, seven percent
of Chinese exports are produced by foreign
companiesin China. And four yearslater, 95,
32 percent. And the last year, more than
50 percent.

So Chinais producing, but we are producing.
So the Japanese second type of industry, the
companies, are competing with China, but the
reaity is different. You've got to be careful.
Japanese companies in Japan are competing
with Japanese companies in China.  That's
true, so the problem is we have not had just
industry hollowing, but we have employment
problem of course. So Chinais not too formi-
dable. It will be formidable in the future, but
China is the kind of place for us to have a
commissioned production.

And the last view of China, thisis controver-
sa, you've got to be careful, China is an
American substitution. Ten years ago when |
was asked to participate in a U.S.-Japan proj-
ect on China, | first said Chinais the United
States. Immediately | was dismissed, but
recently METI’s report says the same thing.
Chinais much American.

China has alarge territory, a large market and,
more than that, they have produced interstate
highways and they like to have skyscrapers
like Americans. They don’'t care about the

details, are just like Americans, very opti-
mistic. And Chinese are very pragmatic, indi-
vidualistic, business oriented, they like to talk
about money like Americans, and so are very
much American. And this is very important,
because of the cultural revolution they just
eradicated the older generation and just a vast
intellectual vacuum. So they have adopted the
very young elite for the very important CEO’s
post or government post and recently they are
having the Chinese back from foreign coun-
tries, they call the seaturtles.

You know the sea turtles come back to the
same shore to have better eggs. So in China,
it's not kind of based upon the low wage, but
the Chinese market and people and the way
they’re doing are very much American, very
dynamic. So | have to conclude. I’ve spent
too much time.

Virtual GHQ Palicy

So that's why I'm proposing a Virtual GHQ
Policy. We have too many senior people in
important posts, so we have to get them
purged. So GHQ will do the purging, or what
we call red purge. We need a red purge and
also we got the whole disruption of the situa-
tion of the Japanese industrial products and
facilities and before the war we attained a very
high level of industrial capability, automobile
manufacturing, but they were all destroyed
by Americans and allied forces. And we
started from scratch to insure the best facilities
and those are conducive to the later industrial
growth.

And instead of going to China where we are
starting from scratch, we want to start from
scratch in Japan to solve the whole employ-
ment. That's why this is what | call Virtua
GHQ Policy. Very radical, nobody listens, but
because we are from the same alma mater, |
would like to ask Koizumi to listen to this pol -
icy. And so Virtual GHQ Palicy, it’s radical,
but the meaning of Virtual GHQ Policy is not
too radical. It touches on the problems of
industry in Japan today, and so with that I'm



going to conclude my talk. Thank you
very much.

Ennis: Thank you, professor, very much.
First of al, thank you, John, for inviting me to
be here and | have to say that my company,
Toyo Keizai, mostly consists of Keio gradu-
ates, so I’'m in the grand tradition even though
I’m not aKelo graduate by any means. That's
along story.

But anyway, Yakushiji did not use the word
“myopia’ in histalk, but when | received from
John the advance notice of the thrust of the
speech and | noticed the word “myopia’ right
at the top, it sent me on a bit of a tangent. |
think myopia in English is one of those
unusual words that we all know, or we think
we know, but what actually does it mean? |
thought | knew, but when | went to the dic-
tionary | realized that it can mean alot of dif-
ferent things.

And this morning my 13-year old was running
out the door as usual and | handed him his egg
sandwich, what | make for him every morning,
and as he' srunning out | said, “Oliver, hold on
asecond. What does myopiamean?’ Hesaid,
“Dad, come on, give me a break, I've got to
get the bus.” *“Hold on a second, what does
myopia mean?’ “Waell, doesn’t it mean that
you sort of know something, but you don’t
quite see the future or you don’'t quite see it
clearly?” So | said, “well, that’s not bad.
When you get home tonight look it up, but
that’s not bad.”

And then | went to, | mean | knew it in
Japanese, kinshi kingan, but | wasn’t quite sure
how to use it as an adjective. Doesit trandate
from the physical short-sightedness to a short-
sighted person? Can you use that as adjective?
So | checked with afew friends, kinshigan teki,
SO you can use it that way, right?

Japan’sVision Problem

The reason I’'m mentioning thisisthat | don't,
in my opinion, short-sightedness or kinshi

kingan, | don’'t think it quite captures what's
happening in Japan. That may be with some
people. That may be with the Jiminto, with
the zokugiin, who are holding back reform.
But what | feel in Japan is more of a tenbo
problem, that isavision.

The problem iswhere is Japan going? | mean
everybody in Japan knows the system is
broken. Everybody knows that, there’'s no
debate about that anymore. The question is
where is Japan going to go? And what | fedl,
still jetlagged just having come back a day or
S0 ago, the problem is tenbo, vision, where is
Japan going? And Japanese are stuck between
a system that doesn’t work anymore, that
everyone knows doesn’t work anymore, on the
one side and on the other side, where are
we going.

So they look at the U.S. and they say well, do
we want to have high unemployment and com-
panies can willy-nilly just announce 3,000
people are suddenly laid off and homeless and
so on and so forth? No. Or do we want to
have a European system, say Germany, where
you have permanent 10 percent unemploy-
ment and it’s all supported by the state struc-
ture and so on? Well, no. So | think the
problem now is that Japan is stuck between a
system that doesn’'t work and a new system
that Japanese people have not yet defined for
themselves. They don’t want to be Americans,
they don’t want to be Europeans, they want to
be Japanese.

Fear of Unemployment in New System

So what does it mean to be Japanese in a new
system? And that’sthe problem. Andif | can
just hit the nail on the head if | may, the issue
is unemployment. Everything that the profes-
sor described | think is absolutely accurate.
You've got an industrial system in Japan,
highly efficient Sony, Matsushita, so on and so
forth, and all sorts of companies and, by the
way, they are efficient precisely because they
are internationally competitive. They produce
in the international market.



But asthe professor said, | think accurately, 90
percent, or I’'m not sure exactly what the per-
centage is, but most of the Japanese market
never faces international competition. 15-20
percent, don’'t quote me on that, but a huge
percent of the Japanese labor force is engaged
in construction projects which everyone
knows are going nowhere and there’s a kick-
back arrangement to the LDP and so on and so
forth, and then you get into the retail. | forget
the numbers again, | apologize, but the food
processing industry in Japan employs many,
many more people than steel, auto, electronics
combined. So many domestic industries in
Japan face no international competition and,
therefore, they exist in this void of lack of
competition and, therefore, they lag.

And so the key issue is reform in Japan means
unemployment, and who's going to face that?
Dealing with the non-performing loan issuein
Japan means unemployment, because behind
every non-performing loan is a non-perform-
ing company and inside every non-performing
company are people and those people have
politicians who are supporting them. So Japan
isin the midst of avery profound transforma-
tion, from a catch-up economy to a modern
consumer-oriented economy, and that transi-
tion is extremely difficult.

Politically, very difficult. And the problem is
that the LDP, the Jiminto, the liberal democ-
rats, have delayed and postponed making the
tough decisions, which means that the tough
decisions are even moretough. The process of
transition from a producer-oriented economy
to a consumer-oriented economy should have
begun 30 years ago.

Economic Reform Process
Will Take 10 Years

The problem is Tanaka and his machine
delayed it and now the delay means that the
problems are even more difficult to solve. So
what we're dealing with is a situation in which
real reform in Japan is probably going to take,
even assuming that Japan did everything right

starting today, would take five, six years. All
the adjustments, moving people from bankrupt
companies into new companies, having some
sort of afluid capital market in which money
could move out of bankrupt companies, zom-
bie companies, into new companies.

That's a very, very difficult process. At best,
if Japan did everything right today, it would
take five years at least. But Japan is not going
to do everything right because no country does
everything right because of palitics. It'sgoing
to take at least 10 years for this process to
work itself through, | think. But | think it will
happen because Japan is a great nation and
great nations tend to reform.

Four Scenarios of Japan’s Future

Let me just end with this, quickly, with four
scenarios. Some people say Japan could mud-
dle through, just continue along doing what
it'sdoing. Inother words, one percent growth,
what’s wrong with that, still a rich country.
All right, that’ s one scenario.

And the other scenario iscrisis, financial cata
clysm. The growth of the national debt at some
point will blow up or the bank problem will
blow up and you’'ll have a meltdown in Japan.

The third scenario is step-by-step reform—
that the LDP will somehow find a way to do
the thingsthat it hasto do to make the reforms.

And the fourth is that the LDP will break up
and you'll have genuine reform, a multi-party
system and so on and so forth.

| think the muddie-through scenario is not
realistic because one percent growth in Japan
is not redlistic with the aging of the popula
tion. Productivity has to grow much more
faster than one percent to take care of the
aging of the population, so muddle through is
just not realistic. Financia crisis, well, many
people have predicted that, including some
who've said it should have happened last
September—August, September and before—



we've heard that many, many times. But
Japan has too many resources available to
enableit to avoid a cataclysmic financial crisis
and we've never really seen a situation in
which a country . . . usually when we see
financial crisis it’s because of a combination
of external crisis, bounced payments and so
on, and internal crisis.

Japan is a creditor nation. Japan, as long as
the BOJ continues to fund the banks and the
government continues to fund them, you're
not going to have a financial cataclysm

in Japan.

Step-by-step reform? Well, the problem with
step-by-step reform, that scenario, is that
reform means that the LDP says well, we're
going to ruin our own constituents. And that’s
what Gorbachev faced in the Soviet Union.
It's very difficult for an organization to say to
its own constituents goodbye, but meanwhile
please support us. It's very unusua for that
to happen.

Breakup of LDP

So | think the most likely scenario is a series
of political crises in which the LDP finally
breaks up and there’'s a political realignment
which allows the Japanese society to be free of
what now are ingtitutional straitjackets. The
process of the LDP breaking up will free the
country of these institutional straitjackets and
reform will occur, but it will be very messy,
very noisy and it’s not going to be smooth by
any means. But | think my sense is that that
will happen step by step. It's going to be
very messy. |I'm sorry if | took too long, but
that’s the way that | see things happening.
Thank you.

Posen: | had said earlier that | was very
impressed they put out the food before the talk
because I’'m used to Washington, people bribe
you into staying through the talk by having the
food afterwards. And so now, on the other
hand, that means you’ re not rushing to get to
the food, so | can go on forever. I'm very

grateful to John and to the Sasakawa
Foundation for inviting me tonight.

Professor Y akushiji and | have crossed paths
in a perfectly peaceful way many times and
Peter Ennis and | have crossed paths in a
dightly less peaceful way many times. And so
it'sagreat pleasure for meto be up here. I'm
going to start with a visual aid which none of
you will be able to see, but anyway. | have a
key chain, and this is a key chain from the
Toyota Commemorative Museum of Industry
and Technology, which I don't know if any of
you have been to.

Yakushiji: I’ve been several times.

Posen: It'sagreat, great science museum that
was created by Toyota. This is to be distin-
guished from their automobile museum and
the other things. It'sin an old, one of the orig-
inal Toyota plants, where the origina Toyota
loom plant was. And | don't even drive a car.
We don't own a car, | don't have a driver's
license, but | carry thiskey chain withme. | do
have house keys obvioudly.

So the question iswhy? Well, as | explained
in a paper that’s available on the IIE website
and was published in a book Princeton
University Press published, Technological
Innovation and Economic Performance. |
think Toyotaand afew other companies, many
of the ones that the professor mentioned,
Canon, some that he didn't mention, Sony,
Hitachi, are unquestionably world class. |
mean Toyota is hands-down the best manufac-
turing company in the world. Period. And
even without friends from Toyota in the audi-
ence | have said that on many occasions.

Japan’s Technological Competitiveness
IsUnchanged

And the point of this essay that | wrote was
actually amost totally in agreement, in some
ways, with the professor, that Japanese tech-
nological competitiveness is unchanged. In
fact, the original version of the paper is titled,



Unchanging Innovation and Changing
Economic Performance in Japan. Andit'sin
this sense that I’ m an optimist about Japan and
| have been going back to when | first started
writing about Japan in 1997, that nothing fun-
damental had changed in Japan, that, yes,
Japan had structural problems, but had you
ever visited Montana? We have entire states
that consist of nothing but structural problems
in public works projects.

Granted, they aren’t quite as comical as some
of the ones people can report on in Japan, but
some of them get pretty good. No structural

problems got noticeably worse in Japan in the
80s. No structural problems suddenly got
worse even in the 90s, except to the degree the
recession itself made them so.

So construction employment — and again, |
completely agree with the professor, the con-
struction industry in Japan is a terrible waste,
it's terribly inefficient, and so employment of
construction went up a few percent of the
workforce, but in response to the recession. |
mean it was simply the LDP had to stick
unemployed people somewhere, so they
put some more money into the construction
industry.

Japanese Gover nment
Has Betrayed the People

Where am | going with this? The reason |
come across when | am able to appear in the
Nikkei as so critical is because | believe the
Japanese government and the Japanese politi-
cians have betrayed the Japanese people.
They’ve thrown away this enormous produc-
tive capacity that’s still there by imposing this
terrible banking system, this terrible macro
policy, and this has completely eviscerated,
cut apart, struck down the underlying produc-
tive capacity of Japan.

And so, in a sense, I've always been an opti-
mist, even though | am one of the people Peter
points out who predicts crisisin the short term.
Because nothing fundamental has changed

from the Japan that was there in the 70s or the
80s and Japan could go back to being that way
if only it would get rid of some of these spe-
cific banking problems and macroeconomic
problems.

You see, and this is what's so interesting. |
think, if you compare what I'm saying to
Y akushiji, I'm sorry my pronunciation is so
bad, it’'s another sign of how uneducated | am
about Japan. But as Yakushiji and are | say-
ing, we're pretty much in agreement actually
until you get to the bottom line policy recom-
mendation. | completely agree with him that
thereisthis gap in the politics, that we all liked
Takenaka. | think very highly of him, I know
him personaly, | think he's got the right
agenda, but I'm very concerned he doesn’t
have the political force behind him to push it
through.

I’'m very concerned that he depends on the
prime minister and the prime minister is
trying to be popular and doesn’t quite under-
stand the situation. He's a Japanese Reagan. |
mean he's got a sort of big picture idea, but
he doesn't know about following through.
One little note about Keio people, the Keio
prime ministers, of course, are also the prime
ministers with the best hair. | mean if you
think of Hashimoto and you think of Koizumi
and, of course, the professor. And I'm
here and | didn’'t get a chance to get a haircut
before today.

Ministry Rivalries Pose a Major Problem

So | agree with him there, and | agreewith him
that a major problem are these rivalries within
the governments. You have the METI-
MOF rivalry, for example, which | think is
absolutely right, just as there is a MOF-BOJ
rivary and a BOJ-FSA rivary, and a lot of
these games of combat and chicken within the
Japanese government | think are a major part
of the problem. And so, again, | think his
point about administrative reform being sort
of aside show is absolutely right. And so you
just go down the list.



| think thisis all very true. The place where |
would differ is on how you get out of this.
And then I'll take up something Peter said. |
have the privilege of going last, so | get to also
talk about what Peter said. The difference |
think of is if you had a functioning banking
system and you didn’t have deflation and, ide-
aly, you had a dlightly better tax code, but we
don’t even have to go that far, a lot of these
problems would fix themselves.

GQ Approach

| don't need a GHQ approach. | need a GQ
approach. | need a bunch of guys, preferably
women too, but that’s not realistic in Japan, in
good expensive suits walking around making
decisions on a decent basis about financial
matters, deciding which businesses to put out
of business and not. And so if that were to
happen and if there were enough capital in
these banks and if they were managed by peo-
ple who knew what they were doing and, obvi-
oudly, if there was enough political support to
get you to that point, we would get rid of alot
of the problems. And it would sort of take care
of itself and you wouldn't need the GHQ
approach.

Which | guess is the one other point where |
probably differ from Professor Y akushiji. As
much as | like my friends aa METI, and
right now | think they provide an extremely
useful role, they’'re sort of the team B in
Japanese government, they’ re the onesthat are
thinking long term structurally and providing
alot of good counter-arguments to the people
in the rest of the government, they were
always overrated.

And this is not my research. This is people
like my colleague, Mark Nolan, thisis people
like David Weinstein at Columbia or Robert
Lawrence at Harvard, did a lot of work
demonstrating that, Howard Packet at Penn,
that industrial policy never redly did what
people thought it did. In a sense, Japan
grew despite.
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So, in other words, the Hondas, the Toyotas,
remember they were not the favorites in the
government. Government was busy giving a
lot of money to Mitsubishi Motors and then
Honda grows up from being this little genera-
tor motor bike company into being the world’s
great car company. Sony, remember, didn’t
really get any seed money from the govern-
ment and Morita had to pull every string in
town just to get hislittle bit of money to go do
the first tape recorder.

Japan Grew Despite Economic Problems

Y ou know, Japan grew despite and so to grow
despite al the problemsin the other 90 percent
of the economy again. | mean this is what |
said in 98 and I'll repeat it, structural reform
isnice. It would be great to haveit. It would
improve growth and, as Peter points out, the
people are getting older. Great to have more
growth to pay for that, but that’s not what's
keeping Japan down because that isn’t what
changed. And there are plenty of countriesin
the world, | would say oh, | don’'t know,
Germany, Italy, Botswana, that have huge
structural problems but haven't ended up as
Japan. So that’s why | always come back to
the macro stuff.

L et mejust conclude by saying a couple things
about what Peter was saying, because | think
he had one very fundamental insight, which is
his statement, “the issue is unemployment”
and | think that’s right in asense. Thereisno
guestion that if you get the reforms you will at
least transitionally put a lot of people out of
work. But | guess here |’ m going to seem alit-
tle more like a classical economist or even a
Chicago economist.

Y akushiji remembers that | was the token
democrat at ameeting hewas at, but I’ m going
to sound now like a very free market econo-
mist. You take a bunch of educated peoplein
Japan, you put them out of work, but you have
a good banking system, they’ll probably find
new jobs pretty quickly. There are things you
can do to improve this.



Wage I nsurance

A colleague of mine at the Institute for
International Economics had a proposal for
what’'s called wage insurance in the U.S,,
which you could aso do in Japan in which you
encourage people not to wait too long to find a
new job. You could have a better safety net,
which Keidanren has occasionally spoken of
and | wish they would speak more strongly.

| mean there are things you can do, but there's
no reason to think it’s going to take five years
or ten years. It should only take five months
or ten months. And | guess that’s the biggest
difference | have with Peter. You know, he
gives you his four scenarios and I'm in the
number two scenario, the financial crisis sce-
nario and | actually had suggested last spring
that we would have a crisis more than likely
by this September. We seem to be getting there
and, in fact, the only reason Takenaka is in
office and the only reason the Bank of Japan
came out publicly to buy shares was because
they thought the crisis was imminent.

Nothing Fundamentally Wrong with Japan

Otherwise, thiswouldn’t have happened. And
there again, it's a question of | don't think
there’'s something fundamentally wrong
with Japan. | think it’s a question of they sim-
ply let these problems of non-performing
loans and deflation go on too long and if they
had dealt with them in '98 then it wouldn’'t
even be an issue now. And if Takenaka is
lucky enough and has enough political support
that a real bank reform is accompanied by a
reasonable tax cut, is accompanied by the
Bank of Japan stepping up and printing alot of
money, we may not have a problem a year
from now.

But where, again, | think Peter isright is the
issues on unemployment. How do you politi-
cally push that through? That's harder. And
let me close there by just making one sugges-
tion, and it’'s one, unfortunately, Americans
havehad to. . .
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Ennis. Lay off Peter from his company.

People Must Separate Viability of
Companiesand Viability of Themselves

Posen: No, you could lay off some of your
employees. You're at the top. You can stay
there. | think the one thing | would suggest,
and I’m sorry to go on so long, is people have
to separate the viability of their companies and
the viability of themselves. If there were peo-
ple in Japan who were pushing the message
just because you lose ajob now doesn’t mean
you're going to lose ajob for the rest of your
life, just because you no longer work for Daiei
doesn’'t mean there's no future for you, we
could get somewhere.

Now it’'s hard to sell, but we also have to rec-
ognize that a lot of what people say about
unemployment is sort of in line with the joke
Peter just made. Thereal reason the banks are
concerned about unemployment is because
they don’'t want their managers to be unem-
ployed, not because they actually care about
their workers because if they’'re protecting
their workers, they’re actually putting out of
work their children and their grandchildren.
Anyway, great time to be here tonight.

| guess | was a little less peaceful in the end,
but despite my lack of haircut | amaKeio man
at heart. 1'm very optimistic about Japan long
term and I’m very optimistic that even if there
isacrisisshort term it’ll come back.

Q& A

Ikenberry: Well, while we al comb our hair
| wanted to open things up and we will enter-
tain questions from the audience. Please stand
up, give us your name and ask your question
or make your comment and we'll take it from
there. And Professor Y akushiji will weave in
his responses to our two discussants as he
responds to the Q& A. Please.

Questioner: This would be directed | guess
primarily to Mr. Ennis because it’'s based on



this excellent article by Richard Katz in The
Oriental Economist for September. And on
page 8 he writes, “labor and capital productiv-
ity combined, what economists call total factor
productivity, tumbled from 2 1/2 percent in
1970s to 1.4 percent in 1980s and to 0.6 per-
cent in 1990s.”

Now this reminds of when | was studying the
Soviet Union and by the late 1970s that total
factor productivity had gone negative, which
was a sign that the end was coming. Is there
anything arresting that trend in Japan?
Because as your colleague writes here that,
“this is the law of diminishing returns.” Is
anything arresting that?

Ennis Waéll, keep in mind that I’'m not, by
any stretch of the imagination, an economist,
but 1 will quickly say, yes, there are some
trends. Japan is definitely importing more
these days and, even though a lot of it is
Japanese companies importing from Japanese
facilities overseas, nevertheless you do seein
certain retall sectors, for example, a lot of
price competition based on imports. So that’s
agood trend.

But on the whole, | think the answer is no
because the only way to increase productivity
inJapanisto, first of al, increase foreign direct
investment and imports. That's the key, those
two elements, more foreign investment and
more imports. | mean there are many other
things that you can do, but those are the two
keys and the tendency now isto not allow that.

So right now | think you see some positive
trends where some imports are increasing, but
on the whole | can't say there's a positive
trend, no. God | wish Katz were here so he
could help me out here. Probably I’'m wrong
what | just said, but anyway.

Ikenberry: If any of our other distinguished
guests wants to comment on that or the other
guestions, they’ re welcome.

Posen: I'll just put out a factual note. The
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declinein TFP, intotal factor productivity, that
Katz refers to. And that you quote is not
exactly the right measure, because, as we just
saw in the U.S., productivity tends to be what
we cal pro-cyclical. So when the business
cycle is going really well it tends to look like
productivity is higher than the actual trend as
we've just discovered in the U.S., and when
the business cycle is going really badly, pro-
ductivity tends to look lower.

So those numbers somewhat exaggerate the
decline in Japan because of the downward
trend in the business cycle for the last 10
years. That’s not to say the point’s fundamen-
tally wrong, but it’s just things are not quite as
bleak as those numbers point them out to be.

Yakushiji: Well, TFP, the measureiscarefully
studied by the economists of Toda because
the government gave money to study it. But |
think the TFP, generally speaking, is the trend
of Japan. You look at only the productivity
within Japanese market. But it's very hard to
include the kind of TFP figures. As | said,
overseas operations, and so we get the whole
Toda economists to study that, and when you
only talk about the domestic TFP is declining,
of course, as | said before, because we are
declining industrially.

Questioner: Yes, on the unemployment issue
it's interesting that when you look at labor
force flexibility and unemployment in Japan,
it's actually pretty flexible. It's much more
flexible than most Japanese believe it is.
There are over a million people in manufac-
turing, a million fewer people in manufactur-
ing, than there were five or eight years ago and
we don’t find a million people walking the
streets looking for jobs. They found jobs else-
where and the spell of unemployment in the
OECD countries is among the shortest, but
people don't believe that.

The person who loses his job doesn’t realize
that there’s another million people like him
who have to have faced those kinds of family
crises and emotional crises and have gone out



and met it and found new jobs. So | think that
the politicians believe that there’ sarigid econ-
omy, people believe that’s a rigid economy,
but people are actually much more flexible
than their own beliefs are.

Yakushiji: Yesand no, because like when, for
example, Canon still hastheir life employment
system and they are very proud of having high
productivity. At the sametime, at the banking
sectorsthey are getting fired and transferred to
the low wage subsidiaries. And aso within
the company, there would be potential unem-
ployment and they are paid, but they don't
have a work assignment.

Internal unemployment, and so the labor sta-
tistics are still complicated today and so, as
you said, is very flexible which doesn’t mean
that we don't have unemployment problem.
We have employment problem and probably
we are seriously having the high unemploy-
ment of the young generations, which is more
important to solve.

Many Ways to Disguise Unemployment

Ennis | totally agree with what the professor
says. There are so many ways in which unem-
ployment is disguised in Japan. Oneisnot hir-
ing new people, and if you look at the numbers
the unemployment in young people is huge.
Another way is in which the government sub-
sidizes employment. The government pays
companies to not lay off people and it's
unheard of in the United States, but it occurs
in Japan all the time.

If I can make this very personal, | hope you
don’t mind, but | just got back from Tokyo and
went through rather intense budget negotia-
tions with my company. | mean I’ve got a
staff of five peoplein New Y ork and I'm under
intense pressure to cut. Not necessarily peo-
ple, but I’ve got to cut. My company’s, and |
think 1’1l be as frank as | can, my company’s
revenue went from $131 million two years
ago, $120 million last year, and we just ended
September 30th, $110 million. So we're down
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$20 million in revenue. How do we make that
up? Normally, of course, an American would
say just lay off people, but the company can’t
lay off people. It'sjust a principle, you just
don’t lay off people.

Now behind the scenes, there we are sitting at
some bar and my colleagues, who are now
coming into rather high level positions, and,
by the way, I’'m considered that too, high level
management is supposed to take a 10 percent
pay cut. So suddenly, Peter, that includes you.
| said, oh, suddenly, I'm high level? So I'll
have a 10 percent pay cut?

Yes, sir. So | said well, thank you very much,
I’m now in high level management. | didn’t
know that, thank you very much. I’'m the only
foreigner in the company, by the way, out of
270 people. But behind the scenes people say,
you know, we' ve got all these old people who
aren’t doing anything. Let’sjust buy them out.
It makes more sense, but you can’'t say it.
Everybody talks about it behind this, but you
can't say it. Andit’swidespread.

Mr. Alexander makes a very good point, but
who are these mobile people? These are peo-
ple who are temporary workers, for the most
part. You don't have shain being lad off.
These are temporary workers, and the whole
system is set up to alow these temporary
workers to move around. Smaller companies,
and if you look at the numbers, the manufac-
turing jobs went down by say, | don't know
exactly, but a million and then construction
went up by a million and so the system has a
way of absorbing unemployment so that unem-
ployment doesn’t go up. It doesn’t go up.

That’ s the problem, it's you don’t have an effi -
cient movement of people from dying compa-
nies to new companies because you don’t have
a dynamic capital market, everything you've
written about, and this is the transition that
Japan is going through. | just think it’s going
to take alot of time and sure, it's very easy to
say it could take six months. Well, of course
it could take six months, but you're talking



about human beings and you' re talking about
people who have to adjust and change.

It just doesn't happen that way. It's going to
take awhile because you're dealing with
human beings in my view.

Dealing with Human Beings

Posen: | was going to say, a company of
whatever, 250 people, with $120 million rev-
enue seems to be doing pretty well. | think the
last point that Peter made is the one part |
would respond to, and | would turn his own
statement against him. You're dealing with
human beings. You're not dealing with
Japanese. You're not dealing with Americans.
Y ou’ re dealing with human beings and thereis
this tendency in the West, as well asin Japan,
to reify Japan-ness and to suggest the Japanese
are just incapable of making changes that
other people make.

I’'m not accusing Peter of saying that. But
there are people who say that, and you look at
the people and you see the same people who
made the enormous change in the late 19th
Century and made the enormous change
immediately following World War 11 and then
went through periods where they didn’t
change. They’'re human beings. And you
know? People adapt.

So | don’'t think we can just sort of say dismiss
things out of hand. People do respond to
incentives, people do respond to conditions,
and we should spend less time worrying about
what makes them Japanese and more time
worrying about them as pure human beings
and then you might see it alittle differently.

Ikenberry: I'd like to ask a political science
question of our panelists. The point about
banking reform being the key to this and the
underlying economy is still quiterobust. If the
Sonys and so forth of the productive
economies, innovative economies, have
aways played that role, even with a highly
regulated economy at the output, the role of
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government in the past, why can't innovative
companies continue to thrive even with this
stalled banking system and al the non-per-
forming loans? If your argument is correct,
you would think that there would be plenty
of capital and risk and willingness to take
risks around the edges of this stalled inner
banking system?

Posen: You said it was a political science
guestion, so | was going to talk last, but okay.

Ennis: I'll be glad to go first.

Posen: No, | mean the way I'll answer it in a
very economics kind of way, which is capital
markets as we're seeing in the U.S. at the
moment are kind of funny things. They run on
what we call imperfect information, which
means you tend to get effects where one person’s
transaction affects other people’s transactions.

Greater Environment
Hurts Good Companies

o, in other words, Toyo Keizai, Toyo Keiza
structurally is exactly the same company it was
three years ago. Its revenues are going down,
same people, same products, might even be
better products, certainly not significantly dif-
ferent products. And yet, because of the greater
environment, it's going to run into more finan-
cia difficulties through no fault of its own.

And what happensis, in abroken banking sys-
tem you always get that. But in that process
that gets magnified, because what happens is
everybody is trying to borrow, everybody has
to make payments at the same time, the banks
have their own lack of capital so they’re very
scared to put anything at risk. So they have to
cal in more loans to make their payments.
And then they don’'t want to foreclose on any
loans they don't have to because then they
have to write them off. And so the proportion
of loans that go to their old debtors, the con-
struction firms, relative to their total portfolio
rises because they keep rolling over the loans
they can put off calling in.



And so then, in the end, as an empirica fact
what happens is it’s the new companies who
are most cut out in recessions. And this is
why, and I’m sorry to give such an economic
answer. And | apologize if it's too narrow, but
this is why people like me have always been
opposed to things like the Bank of Japan or
other people saying it’s good to have a reces-
sion because it wipes out the bad companies
and their lending lessin general.

Because the evidence is it actually goes the
opposite way. If you have a recession it’s the
incumbents who are entrenched who keep col-
lecting the money and they also have the polit-
ica say. And it's the newcomers, the young
people who are shut out of work that Peter is
talking about, who are the ones who can’'t get
new money.

Yakushiji: Well, I’'m not an economist though
| have alot of friends who are. I’'m not talk-
ing about not performing, the loan programs,
but historically, asyou know, we have alegacy
of so-called industrial banks. We eradicate a
whole industrial bank, but an emergent bank
system has not been developed in Japan polit-
icaly and so athough banks become very
much merchant like, still they keep up indus-
trial bank mentality. That’snot apolitical pro-
gram, but that would disturb the kind of
solution of the banking system today. That's
my understanding.

Politicians Will Solve Japan’s Problems

And just asmall comment on what Adam said
about the macroeconomic solution is more
important rather than industrial policy, yes or
not. All economists assume if we do this that
will solve the problem. But politically, I’'min
political science, it's very difficult who is
going to solve the problem. Not the econo-
mists, but the politicians. And if politicians
can understand the kind of hypothesis if we
are going to solve the bad performing loan that
creates the very healthy industrial incapability.
But the question iswho did this? Who will do
and who will support this?
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But in Japan | am becoming very pessimistic.
Takenaka knows the solution. | know the
solution. It's good for us to solve the bad loan
program, if | look at the kind of political
power configuration within the existing gov-
ernment, it’s very difficult, very difficult. So
that’s why | put more emphasis on the indus-
trial structure problem.

Japan IsMade Up of Thousands
of Tiny Companies

Ennis. Very quickly, | promise it'll be very
quick. Sorry. People outside of Japan tend to
think that Sony, Matsushita, Toyota and so on
are Japan. It'snot true. Asthe professor said,
| really want to reinforce this point, Japan is
made up of thousands and thousands of tiny
little companies that are kept alive through so
many restrictions and so many government
regulations that are designed to keep them
alive because the whole post-war system was
stability, not efficiency.

Stability was the goal. And in the midst of all
that, you have these world-class companies
emerge like Sony and so on and so forth and
they drove the post-war economy. That's
absolutely true. But meanwhile, what’s hap-
pening now because of the high cost of pro-
duction in Japan, it’s so difficult for them. You
find more and more that the most productive
companies in Japan are producing more and
more offshore and more and more Japan is | eft
with the highly unproductive companies.

Japan’s Village Economy

And so you have this dual-economy phenom-
enon that is well known. Many people have
written about it. Japan isrealy like, | mean |
call it mura no keizai, it's like a village econ-
omy. Just imagine that the whole country
functions like a little village and I’m not criti-
cizing it because people care about each other.
And, of course, in every small village you
have alot corruption and so on and so forth,
so you have al sorts of problems. It'sasmall
village. The whole nation functions that way



and no one wantsto say to anybody else, sorry,
you'relaid off. It'savery, very difficult phe-
nomenon.

But keep in mind, | mean | understand what
Adam is saying, human beings, they respond
to incentives, but that has to be mediated
through institutions and the problem is that
Japan doesn’t have in place the institutions of
a modern economy that allows for a flexible
labor force. For example, if you look at unem-
ployment, the unemployment system in Japan,
it's horrible. Or if you look at, for example,
the outreach systems among corporations, it's
very difficult for an employee to move from
one company to another because the system
just doesn’t work that way. It’'s a mindset.

The whole institutional infrastructure that's
required for a flexible labor market is just
beginning in Japan. It's going to take a long
time. Bankruptcy, for example, how do you
put a company through bankruptcy? All of
that, so these things have to be mediated
through institutions and institutions of a mod-
ern and flexible economy in Japan don’t exist
or they’re just beginning to exist. That's why
I’d say it’s going to take 10 years.

Questioner : | have one quick comment and a
guestion. With regard to China, Professor
Yakushiji said, perhaps half-jokingly, that
Chinais the United States or Chinais like the
United States for the Japanese or in the eyes of
Japanese. And based on my experience hav-
ing lived in China, that kind of statement,
equating the United States with China, even
jokingly, could perhaps profoundly upset the
Japanese residents in China Because they
haveto live and work under the conditions and
circumstances, which is so different from the
circumstances under which | or other Japanese
live and work here, due to the vast differences
in political system mainly. Thank you.

The question is primarily for Mr. Posen. Of
course, Peter can answer that too.

Ennis You arefrom Asahi, right?
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Promotional Bilateral Trade Agreements

Questioner: No, I’'m on my own, just as you
are, Peter. Recently, representatives of METI,
the Ministry for Economic Trade and Industry,
were very passionately promoting the idea of a
whole sort of afree trade agreement. And their
rationale on the surface seems to be not so as
much for the sake of afree trade or trade liber-
alization per se, as for the sake of promoting
reform, no? Then al said about the trade lib-
eralization measures that have to precede or
ensue the agreement would result in a major
reform. Which could in turn result in the better
macroeconomic performance to Japan.

And | overheard that you have some rediza
tions about this idea of promotional bilateral
trade agreements. For instance, how would
you square that with the multilateral design
that seems to be the more of a norm in these
days? That's my question.

Posen: | thank my friend from the Sankei
Shimbun for bothering to pay attention to what
| said at some other meeting. Let me be clear,
or let me attempt to be clear at least. | think
you have it exactly right. | think METI is
pushing the FTAs as a form of leverage, par-
ticularly against the agricultural sector, but
also potentially against construction and other
sectors that are real blocks to changing Japan.

| also think healthfully, there's a bit of self-
interested strategy. As the professor men-
tioned, METI and MOF and everybody is
fighting. METI’s been out of power essen-
tially. They’'re not in any of the major domes-
tic debates, so if they want to make a
contribution they have to think outside the box
geographically. And so thisis anew, creative
way and, again, | support it.

| had two reservations about it. One, as you
mentioned, there is this question of multilater-
alism. And the way that | have suggested peo-
ple get out of that isthat | think part of METI
or Japan’s efforts to promote a free trade area,
bilateral or whatever, should involve efforts to



promote trade and what economists call labor
services. This means not necessarily emi-
grants, but say Thai nurses or Filipino con-
struction workers coming to Japan on a
contractual basis doing work and then you
negotiate that.

And what | have suggested both to people at
METI and to people in Japanese business,
although | don’t think anybody’s listened, is
that this would be a way for Japan to actually
show, not only to do this, but to show some
leadership in the next trade round. Because
they could stand up and say we've talked to
the Philippines, we've talked to the Thais,
we've talked to the Indians. The emerging
markets want progress on labor services.
They want to be able to send these people.
Japan has a shrinking labor force. It'sin our
interest to send these people, to get these peo-
ple. Hereis a proposal for that. And so the
ideais to turn some of these impetuses into a
more multilateral initiative.

The second thing, which | think has been mis-
interpreted, is | didn't so much have reserva-
tionsas | was skeptical it’'s not going to work.
| was at a State Department conference. It was
the one time | spoke publicly on this, but it's
posted on the IIE website. What | suggested
was | don’t think it's going to work because
the domestic opposition is so strong, which
just goes back to things that my colleagues up
here have been saying. | think METI has
nothing else to offer at the moment. | think it's
a congtructive thing for them to offer. | think
it's worth trying, but unfortunately if you ask
me to do it as a forecast, | don't think it's
going to work.

Use of Temporary Workers

Questioner: I'm with the Department of
Commerce, and | just have a really smple
guestion that maybe Professor Y akushiji could
answer. There s this talk about the temporary
workers and | just wanted to ask what's the
definition in Japan of a temporary worker?
Because in the U.S. it means someone who is
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sort of paid by the hour, doesn’t know from
day-to-day whether they’re going to be
employed or not.

But | know that in Japan the definition of a
permanent worker is very different than it is
here. And | know that when | lived in Japan

and | filled out a census form in 2000, | was a
temporary worker even though | was on a one-

year contract and had benefits and so forth.

And it just led meto think maybe atemporary

worker in Japan is actually something closer to

what we consider just a normal worker in the
United States who is able to change jobs more
easily. Just a smple clarification, the defini-

tion of temporary worker. Thank you.

Yakushiji: Well, I'm not redly a specialist,
but | have some sort of observation of my stu-
dents and my daughters and there are an
increasing number of the young labor force
who get a year contract. There are an increas-
ing number of those cases so the company can
fire easlly, lay off, so depending upon the
quality of work contracts are renewed. But the
year contract, year-based contract, is increas-
ing and the young people prefer that kind of
thing because they can change, as you said.

But we don't call it a temporary worker.
Temporary workers are the sort of arbeit
working as a cashier at the supermarket to get
extra money and so housewives often get the
job as a cashier at a supermarket which is low
wage, but very temporary. That's what we
call temporary work, but the year-based con-
tract is not temporary. But our parents said
it's temporary. Why don’'t you get a more
permanent job?

Ennis. Very quickly, if you give meyour card
we've written a lot on this. Again, personal
experience. First of all, a temporary worker,
one year, you can only renew a contract for, |
don’'t know the details, | forget, I'm sorry, but
| think only onetime. SoI’ve had thisterrible
experience over the last 15 years in my com-
pany where I’ve become very friendly with
somebody and he or she says oh, Peter, | have



to say goodbye. Well, why are you saying
goodbye? Well, my contract isup. | say well,
let me talk to the boss. The company can't
renew it because to renew it means they have
to become a shain or full employee and that
means the wage level goes up.

So it's a nasty system actually, very frankly,
where the temporary workers are readly dis-
criminated against and so you fire them
because you can get another person at a low
wage. It'snot nice. It'svery difficult to break
in to the level of being a shain or permanent
employee.

Questioner : Just to follow up that, isn't that
perhaps one of the ways out though for Japan
is to get alot more temporary people, people
looking at going to be one-year contracts for
the next 30 years? And the shains die off?

Ennis Waell, sure, but according to the way
the law works now is that a person who is a
temporary worker hasto befired. You haveto
change the law. But, as it works now, they
have to be fired. Otherwise, they have to be
employed and so the incentive is to fire them
to hire someone new at alower wage.

Crony Capitalism

Questioner: | hate to introduce a term like
this, but it used to be talked about it so much
that | want to ask you a question about it. A
few years ago, there was a lot of talk about
“crony capitalism” and, like maybethreeyears
ago under the Clinton administration, they
were trying to get Japan to get the banks to let
companies close and foreclose on debt and so
on, the crony system is keeping Japan from
going forward and so on and so forth.

But in different strands of your talks you seem
to be saying that the real crony capitalist sys-
tem in Japan is kind of this construction, this
culture of giving the contracts and the govern-
ment permits and so on. That's the problem
and that's a drag on Japan. That’'s a serious
drag on their economy.
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Would you agree with that or would you say
that there is still elements of crony capitalism
alivein Japan at the sort of higher levelsor is
it more like this sort of lower level of dragging
it down?

Yakushiji: Well, it’s very difficult to genera -
ize where there is capitalism or not, but it
seems to me that when you talk about low pro-
ductivity in a sector like construction and oth-
ers, those are products of high economic
growth of Japan and because before that they
are not too much dependent on the govern
ment to help. They are very competitive,
small companies. But because we earn alot of
national income by exporting our goods, par-
ticularly the automobile industry made a pro-
found impact on the increase of Japanese
national wealth, and those are successes of the
economy.

Growth is based upon political stability
because the economists, non-business people
didn't worry about the political chaos. So |
think it's kind of real transaction that politi-
ciansgot akind of reward for helping stabilize
the Japanese society. So the business people
donot .. .| mean look at the Latin American
countries. It's so disturbing and compared to
the United States it’s meaning is nothing. But
we got the development in the post-war period
and political chaos, a lot of ideological con-
flict in the 60s and 70s, and there was a lot of
violent labor movements against established
businessmen, and so we got the kind of politi-
cal contributions.

In fact, you called it crony capitalism, but it's
not the kind of basic Japanese system. But |
try to be more rational to explain why we got
the kind of system today. It wasthe product of
the post-war Japanese growth. Japanese
growth was not implemented only by the busi -
ness people, but helped by the politicians.

Ikenberry: I’'m going to ask a question, ask
the professor to answer, then let our two other
discussants think about it. Again, from a
sort of political science perspective looking



at other industrial economies over the
decades, centuries even, there have been those
moments of great political alignment. And
realignment is where you can see political par-
ties regrouping based on very real divergent
economic interests, in the 1840s over trade
and arise of a coalition of urban workers and
bourgeoisie against landed interests. In the
United States, it's the New Deal reconfigura-
tion of party competition. Japan seems to be
crying out for that. There seemsto be an obvi-
ous role for a party that would represent the
losers in this system and it's so obvious, you
have to ask why it isn’t there.

| know that Peter was saying that there’ s going

to be a split of the LDP and presume that

would entail sort of a codlition of young,

urban and older people who are all going to
benefit almost immediately from sort of clean-

ing out the banking system and pursuing a
very different economic strategy than the serv-

icing of the old interests that the current LDP
thrives on versus some other set of interests

that might be more established in the old line
business. So my question is (a) do you agree
that that’s sort of crying out to happen and (b)

do you think it will happen and (c) doesit need

to happen for you to see your optimistic view

realized? And then just comments from

the others.

Yakushiji: Why don’t you start?

Ennis You want me to start? | mean I'll be
glad to. Again, sorry for these persona sto-
ries, but I'm areporter. That's what I'm sup-
posed to do. | just got back from Tokyo a
couple days ago. And the day | arrived | did
what | usually do which is head off to my
favorite bar in Ginza, a little hole in the wall,
which is a hangout for journalists and politi-
cos. And, as | expected, who comes walking
in the door, but Kan Naoto, the Secretary gen-
eral of the Minshuto, the democratic party, and
he had just lost his campaign to be president of
the party. He didn't seem al that unhappy
actualy, because he figured Hatoyama will
somehow blow it and then Kan will take over.
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I’ve known Kan for 20 years and over these
last few years | asked him the same question
and he gives me the same answer. Kan, what
exactly is the difference between you and the
LDP? That's very difficult to answer. So in
my typical American logical way of thinking,
| said well, let’s look at this, 12 years of lag-
ging economic performance, rising unemploy-
ment, corruption everywhere you can find.
You can’'t pose an aternative? And | think
what it all comes back to iswhat | said before,
unemployment. For them to propose an alter-
native means that they’ re proposing avery dif-
ferent system.

And what istheir system? They don’'t have it.
They don’'t know. Now the Minshuto itself,
the democrats themselves, are a hodge podge
of different sorts, but | really think the central
problem is there's no opposition party that is
prepared to say we need to have a genuine
market economy.

Ikenberry: Adam? And then we'll let the
professor summarize and end the evening.

Posen: He definitely deserves the last word.
What John may remember, but | think most
people don’t know, is actually my undergrad-
uate and my first year in graduate school | was
acomparative politics person. So let metry to
dredge something useful up out of that. When
you speak of these kinds of realignments or
the kind of thing Peter is talking about per-
spectively. In my understanding, they tended
to aso have to be accompanied by either some
sort of constitutional reform often, or a mili-
tary defeat. Occasionaly, they would happen
just sort of out of peopl€e’s responses, but they
would tend to be associated with major events.
And so in the U.K. you had the reforms at the
same time there were the reform laws about
the rotten boroughs about representation. And
so there was this hope, | guess, and, of course,
the professor knows this infinitely better
than | do.

But there was this hope a couple years ago
when Kato was pushing and some other peo-



plein the LDP were pushing for reforming the
allocation of seats in Japan, that that might
actually be what would change things.
Because, of course, right now, again, to pick
on Montana since nobody livesthere anymore,
right? So instead of Montana having two sen-
ators, Montana would have four or five sena-
tors if Montana was in Japan and that would
tend to bias things a bit. So the question is,
could you change that system?

But the other thing, which | will just suggest is
| tend to believe that individual beliefs of
politicians matter, which is very unfashion-
able. So | think especidly in a system like
Japan’ s where so much of the politicsisinside
baseball. That's not to make Kato Koichi out
to be asaint. But let's imagine if two years
ago now . . . Iisit two years ago . . . yes, two
years ago instead of for some reason deciding
to step three steps off the plank and then try to
turn back, had actually successfully contested
Mori, would things have been different?
Probably. How different? | don’t know. But
| mean these kinds of things do matter | guess
would be my messy take on it.

Japanese Palitical Problems

Y akushiji: Well, asyou all know, the Japanese
political system is based upon the small con-
stituency electoral system and before that we
had a medium size. So in other words, it still
is very costly to run an election and so that’s
why most of the politicians either go to
Minshuto or some other opposition party. It's
very difficult to get elected within LDP even if
they have a very good macroeconomic policy.
So unlessthey are the son or daughter of exist-
ing politicians, a kind of political inheritance
still predominants in Japan because it’s so dif-
ficult to get elected.
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That is the Japanese political problem. It’snot
the kind | want to get the change of in
Japanese political system, but you have the
kind of congressional system. And there are
an increasing number of bills proposed by the
Diet but still they lack qualities. We are back-
ward in making a policy for the political base
and so what they have to do is to still rely on
the government officials, and the communica
tion isintense.

But the complicated issue is very much
described by politicians. They always tried to
interpret into their own political interests and
so that’ swhy | am very pessimistic about that.
There are not so many politicians, young poli-
ticians, the medium-range aged politicians, to
talk about the fate of Japan and we know we
have to do something to solve the bad per-
forming loansand | agree with Adam. Look at
Koizumi, he doesn't listen to the kind of com-
plicated question. And that’s why Takenakais
very good in just saying very small slogans
and to make Koizumi comprehend what
Takenakais doing. And look at Shiokawa.

And so we become very much pessimistic
about that and so that’ s why we have to al gang
up with other officials to unite together to push
the politicians to interpret that thisis good for
your political interests. Why don’t you adopt
funneling public fundsinto helping the banking
system? And so | am very much for Adam’s
point, but we need political engineering.

Ennis: Yakushiji should be political advisor to
Koizumi.

Yakushiji: My argument is very complicated
and academic. Koizumi doesn’t understand.

Ikenberry: Well, on that bright note, please
join me in thanking our guests. (End)
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