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A tale of two banks

/ I always read the interviews you do for
your own magazine, Sentaku, but today it’s your turn to be the

interviewee; I'm looking forward to asking you about various
topics.

I'm on very good terms with [former U.S. Federal Reserve
Board Chairman] Paul Volcker. We get together for a meal
every time he comes to Japan. When I had breakfast with him
just the other day, he asked me, “Who’s superior, Shinsei
Bank President Masamoto Yashiro or Nissan Motor President
Carlos Ghosn?” I replied, “Mr. Yashiro had the backup of Rip-
plewood Holdings, but Mr. Ghosn did it by himself, so I think
he s the more capable of the two.” What would you say?

5 :: I agree with you completely. Recently I saw
Gllhan Tett who was formerly the Tokyo bureau chief for the
Financtal Times, when she was in Japan for a visit. Over the
past year and a half or so she has written a book tracing the
process from the failure of the old Long-Term Credit Bank of
Japan to its rebirth as Shinsei Bank. I helped out to a fair
extent, but she also talked to Paul Volcker, who is serving as
an advisor to Shinsei Bank. She has gathered very detailed
information about the process from the nationalization of the
LTCB through its sale to Ripplewood and about the involve-
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ment in Japan by Ripplewood and the elements of American
society that are behind Ripplewood.

Americans know hardly anything about the LTCB’s failure,
because there’s been practically nothing written about it in
English. Virtually nobody in the United States understands
the scope of the financial-sector failures in Japan or how seri-
ous the problem was. I'm hoping that Ms. Tett’s book will help
correct this ignorance. It’s going to be published in September
by HarperCollins, a major U.S. publishing house. And the
Nikket (Nthon Keizai Shimbun, Japan’s top economic daily) is
slated to publish a Japanese translation.

What'’s of special note about this book is that Ms. Tett also
touches on the case of Nippon Credit Bank, which suffered a
fate similar to that of the LTCB, and she reports on an interview
she conducted with the widow of Tadayo Honma [the former
Bank of Japan executive director who became president of NCB
when it was effectively nationalized] after he committed suicide.
= Wasn't that shortly after he became president?

e; Actually, he killed himself after he had been appointed
to stay on as president of Aozora Bank, which was set up as
the successor of NCB. The president of the LTCB while it was
under government control was another former BOJ executive
director, Takashi Anzai (currently president of IY Bank), but
he stepped down when the LTCB became Shinsei Bank. After
having headed the bank during the transition culminating in
its sale to Ripplewood, reportedly he was asked to stay on but
declined. Unlike Mr. Anzai, Mr. Honma was unable to decline.




On top of that, since the LTCB had been sold to Ripplewood,
there was pressure not to sell NCB to foreign investors.

And while Shinsei Bank, which was the successor to the
LTCB, became wholly owned by an investment consortium led
by Ripplewood, the ownership of Aozora Bank is much more
complex, involving Softbank, Orix, Tokio Marine & Fire, and
the foreign investment group Cerberus. I'm sure this made the
job of reconciling differences very difficult. Ms. Tett explains
these circumstances with particular reference to the foreign
investors’ perspective.

The book is going to be titled Saving the Sun: A Wall Street
Gamble to Rescue Japan from Its Trillion-Dollar Meltdown. 1
understand that an editor at HarperCollins came up with this
title, but it looks peculiar here in Japan; I'd say it reflects the
perception gap between the Americans and the Japanese. The
Americans always consider themselves the good guys and see
all the complications within Japan as defects. But the
Japanese don’t necessarily agree that the U.S. brand of capi-
talism is the best solution to everything, I think this percep-
tion gap has continued to be a factor in the background of the
cases of Shinsei Bank and Aozora Bank.

Yashiro and Ghosn: Contrasting roles

T
T

2 During the decades after World War II, a set of long-
term credit banks, namely, the LTCB, NCB, and the Industrial
Bank of Japan, functioned as a distinct sector within the
financial system, providing industry with funds for recovery
and growth. But this system of segregation had already lost its
raison d’étre by the late 1970s. In the latter part of the 1980s,
as a result of the delaying tactics of the IBJ, the process of
financial system reform was plagued by dissension, and in the
end the cross-entry of institutions into each other’s sectors
was permitted only in the form of sector-specific subsidiaries.
With this halfway measure the process of closing down the
long-term credit banking system was delayed until 1997-98,
when it was swept away by market pressure.

When the LTCB was sold to Ripplewood and was reborn as
Shinsei Bank, people hoped that the new management would
bring in a completely new business model for this anachronis-
tic sector. And to back this up, the government sweetened the
sale conditions with a three-year special collateral agreement
[an agreement to buy back any of the loans that Shinsei Bank
assumed from the LTCB if they declined by 20% or more in
value through the end of March 2003].

Ripplewood figured that when this collateral agreement ran
out, it could recoup its investment by making an initial public
offering of the banks’ shares. But it ran into a storm of com-
plaints about “vulture capitalism,” more specifically that Shin-
sei Bank was pulling back from its loans and didn’t even care
if its former borrowers went bankrupt. Mr. Yashiro was sum-
moned to the Diet, where he was subjected to a severe grilling.

The image of the new bank was seriously damaged. And it
did reduce the total volume of its lending. At this rate, it
appeared that, far from introducing a new business model, the
new managenent was just achieving balance through down-
sizing. The story that the bank’s financial statements tell is
one of reduced lending and of profits derived in large measure
from drawdowns of reserves, which were made possible partly
by taking advantage of the special government warranty.

And so they were unable to make the planned ini-
tial public offering.

From September through December last year Ripple-
wood’s CEO, Timothy Collins, was exploring the possibility of
getting the bank’s shares listed, but given the overall weakness
of stock prices, the company’s advisor judged that an IPO
wouldn't work. That has left Ripplewood with the question of
how to recoup its original investment. There’s probably con-
siderable pressure from Ripplewood’s investors back in the
United States to earn better profits from Japan, so I think Mr.
Yashiro is in a difficult spot. Though it’s malicious to call orga-
nizations like Ripplewood “vulture funds,” it’s true that they
don’t seek to rescue others just out of the goodness of their
hearts. When they bail out an institution, as in the case of
Shinsei Bank, they're hoping to make a profit on the deal. But
no IPO means no profit. The situation is especially tough for
Mr. Yashiro and his associates because Ripplewood is looking
for a quick return on its investment.

The story at Nissan Motor is quite different: Renault has
acquired a controlling stake in the Japanese automaker as a
long-term investment, so Mr. Ghosn, who was sent in from
Renault to run Nissan, isn’t expected to make a short-term
profit. Furthermore, Nissan had greater technological
strength than Renault. Also, the auto market isn’t in such a
depressed state as the market for banking services.

So Nissan faces a better set of conditions than Shinsei Bank
does. Mr. Yashiro is heading the bank as the representative of
Ripplewood, and the measure of his success is not his person-
al ability as a nranager but the question of whether the bank’s
shares can be sold in an IPO. This depends on an external fac-
tor, namely, the question of whether the glut in Japanese
banking can be corrected. So I think we need to make some
allowances.

Tabuchi: I understand there’s talk of Mr. Ghosn becoming
CEO of Renault itself.

Abe: If he had failed in his attempt to revive Nissan, I expect
we would have heard a lot of talk about “overrated” foreign
CEOs. But for starters he sold off the bank shares that Nissan
had been holding under cross-shareholding arrangements.
That was quite an accomplishment. I was impressed by his
boldness in making this move at a time when nobody yet real-
ized what a millstone bank shares were going to become. A
very big reason for Nissan’s salvation was that it was unaffect-
ed by the subsequent plunge in bank share prices.”

Are outside directors performing?

Tabuchi: If I may change the subject, recently there’s been
an increase in outside members of corporate boards of direc-



tors here in Japan. Is this just a case of copying the American
model? Or is it in line with the proper model of the joint stock
company in a capitalist economy? Also, what sorts of respon-
sibilities do outside directors have?

he: T don’t know the details of every case, but the issue in
the United States has been whether outside directors are real-
ly able to offer opinions from a neutral standpoint. In the case
of Enron, which collapsed in the wake of revelations that it
had been cooking its books, the board included an impressive
lineup of outsiders, but not one of them knew about the virtu-
ally fraudulent management practices that were going on or
offered any words of caution. There have also been complaints
that these directors were effectively unable to speak out
against Enron’s management because the company was pro-
viding assistance of various sorts to the foundations and funds
that the directors were involved in. A class action suit has
been filed against them on the grounds that they need to
assume some of the blame for the company’s failure.

This #4n’t a problem limited to Enron. I believe there are
concerns tHat the presence of outside directors at other com-
panies has become a mere formality and that they've effective-
ly become “yes men” for management. At American Interna-
tional Group, for example, it’s said that Chairman and CEO
Maurice (Hank) Greenberg exercises such powerful leader-
ship that the outside members of the board are completely
unable to raise objections. The board includes stellar mem-
bers, names like Carla Hills, a former U.S. trade representa-
tive, and Barber Conable, former president of the World Bank,
but some people have reported that these outsiders are almost
completely unable to speak up about AIG’s management. I
believe there are lots of companies like this.

WorldCom also had outside directors, but none of them
were able to rein in Bernard Ebbers’s cowboy-style manage-
ment. So it seems doubtful whether the system of outside
board members is functioning as it should even in the United
States. If the outsiders are going to be expected to see through
improper accounting practices and speak out against manage-
ment, they need to have a staff of their own. If all they do is go
to the company for a board meeting once a month and listen
to what management tells them, I don’t see how they can play
the role that’s expected of them.

Wk aniads I assume that outside directors read the company’s
financial statements, but I imagine that few of them dig deep-
er than that.

Abe: Getting behind what’s written in the financial statements
is no easy matter. I used to work in the Capital Market and
Corporate News Department at the Nikkei, and I can say that
in order to uncover shenanigans in corporate financial state-
ments you have to look at about 10 years’ worth of records,
analyze the changes, and figure out what the irregularities
mean. It’s an interesting process, but it’s extremely time con-
suming. People who serve as outside directors often have seats
on several companies’ boards, but I don’t think it’s a job that
you can really do simultaneously at multiple companies.
“abuehi: Japanese companies have also started to appoint
lots of outside directors and otherwise change their top man-
agement setup. At Nomura Securities, where T used to work,
there’s now a lineup of operating officers, and the form of
organization has changed into a holding company. I hope this
arrangement will work.

/ey Within the Japanese business world, both general
meetings of shareholders and meetings of boards of directors
have become ritualized, and little substantive discussion takes
place at them. And when companies set up executive boards or

Shigeo Abe

Shigeo Abe was bomn in Tokyo in 1948. He graduated from
the University of Tokyo with a degree in sociology in 1973 and
joined the Nihon Keizai Shimbun, Inc. the same year. He was a
finance reporter and then a senior staff writer in the Editorial
Headquarters for Europe, the Middle East, and Africa for the
Nihon Keizai Shimbun newspaper, editor in chief of the maga-
zine Nikkei Venture, and a visiting researcher at the University
of Cambridge, and since 1999 has been editor in chief of the
magazine Sentaku.

boards of senior officers to hold management meetings, these
quickly become formalities too. In practice, I think, it’s general-
ly just the president and a tiny group of people around him
who decide on management policies and strategies. There’s a
tendency to waver between a bottom-up approach aimed at
democratic decision making and a top-down approach focus-
ing on strategic leadership, and it seems to be hard to come up
with a system that functions well. One problem is that the
Japanese tend to focus excessively on form over content.

At Sony, for example, when Nobuyuki Idei [now chairman]
was appointed president, he introduced an American-style
system of operating officers. It seems to me that this was a
stratagem aimed at shifting authority away from former CEO
Norio Ohga’s team. Since then the operating-officer system
has become something of a fad in Japan, but as I see it, the
real reason it has become so popular is that it offers a way to
reduce the number of senior officers, so as to get away from
the situation where a lot of people assemble, listen to explana-
tions they don’t understand, and fail to decide on anything.
But the details concerning strategic decision making and the
assignment of responsibility have yet to be worked out.
Decreasing the number of directors and adopting an operat-
ing-officer system aren’t bad things, but companies haven’t
yet reached the point of having their directors take responsi-
bility and make strategic decisions properly.

Learn from the American model of leadership

Tabo You wrote about Dwight Eisenhower’s meteoric
rise during World War II from army chief of operations to
five-star general in charge of the European theater. In Japan
that sort of dramatic rise would be impossible, whether in

reaching the top level of the old military command or in
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becoming editor in chief of a magazine. This is probably a
feature of our country that won’t change, wouldn’t you
agree?

Abe: America is certainly a dynamic country, and that’s
something that extends to the way it handles human
resources. In the past it tended to be treated as a rank new-
comer in international society; it was thought of as an assem-
blage of drifters and a place where things were carried to
extremes. The pendulum would swing from one extreme to
another, as in the case of the fight between the North and
South over slavery, or in the case of Prohibition, when the
outlawing of alcohol led to the growth of underworld gangs.
But by the end of the twentieth century it had become the
world’s only superpower. Even so, the swings of the pendu-
lum are great. Looking at what it has done in Iraq, we see
that it’s-a wild country that will kill thousands of people on a
flimsy pretext. But at-fhe same time, it has certainly accumu-
lated ¢onsiderable know-how when it comes to building lead-
ership. For“example; a black person like Colin Powell has
become secretgry of state, and another black, Condoleezza
Rice, is the president’s national security advisor. And it con-
tinués'to motivate the general public with the fantasy of the
“American dream.” This is a clever approach. I'd have to say
America has a certain something that has allowed it to
become a great power.

Another point of difference with Japan is the substantial
progress that the United States has achieved in its handling of
information disclosure. You can get information from various
public institutions even over the Internet, but when you go
looking for documents in the legislative archives, for example,
you run into a wall of confidentiality beyond which you aren’t
allowed to look. Both current information and past records are
carefully controlled. Leadership means managing all the infor-
mation that an organization possesses. Even though the leader
doesn’t know all the details, there’s a system that sifts through
the information and determines which parts of it need to be
passed on and what points require strategic decision making,.
This is the linchpin of the American leadership setup.

Take President George W. Bush. He’s a person who makes
wild gaffes when he speaks without a prepared text, but even
so he’s able to function perfectly well as the chief executive.
This is because the U.S. system of government is designed to
support whoever occupies the White House.

Also, there’s a system of ranking that controls the level of
access different people have to confidential information. Any-
body who takes public office is subjected to a thorough inves-
tigation of their private lives, including checks into whether
they have had extramarital affairs or whether they are homo-
sexual. Admission into the inner circle is based on a strict
selection process. So while America seems to lead in terms of
information disclosure, it’s only the information with a low
level of sensitivity that gets freely disclosed, while the most
sensitive information is rigorously guarded. They have a fully
developed management system in this area.

Tabuchi: That’s quite impressive.

Abe: And it’s not just the government. Business corporations
are the same. Strategic decision making is the domain of an
inner circle of selected individuals. Japan should probably
completely rethink its organizational arrangements with refer-
ence to the American model.

The importance of overcoming Japan’s fear of China

Tabuchi: Péople now talk about the Japanese economy’s

“lost decade,” but before that, during the cold war, Japan

. prospered like a dog making off with the bone that two bigger

dogs had been fighting over. Thinking it was on to a good
thing, our country took this approach to the limit during the
1980s, leading to the formation of the bubble economy. But
then the cold war ended, and the third dog could no longer
make off with the bone. As I see it, the deflation that we've
been experiencing is no more than a return to normal from a
state of overinflation. The rise in prices during the bubble
years was centered on land, but now I think land prices may
have fallen about as far as they are going to.

Abe: I believe there are two main causes of the current
deflation. One is that domestic costs in Japan, including
land prices and wages, were too high and are now being cor-
rected. The other is that goods are flooding in from China
and other low-wage countries, and this is making it impossi-
ble to maintain the high-cost structure of the Japanese econ-
omy.

A few years ago there was a great deal of talk about the
“threat” from China. And it’s certainly true that labor in Chi-
na is cheap. But if the Chinese market develops, it will offer
tremendous business opportunities for Japan. Steel is a
good example. The Japanese steel industry was able to
develop thanks to its advanced technology, but then China
and South Korea gradually caught up. Nissan and other
domestic users demanded price cuts from steelmakers, and
people thought the industry was doomed to decline. But
from last year on into this year steelmakers have enjoyed a
recovery. This is thanks to the rise in the demand for steel in
China, which the steelmakers in Shanghai and South Korea
can’t keep up with.

To be sure, China has its problems and uncertainties.
There’s the question of how long the Communist Party will
keep its hold on power, and there’s also the problem of the
huge losses run up by state-owned enterprises, but even so,
we can't talk about Japan’s prospects for the twenty-first cen-
tury without looking at our giant neighbor. Though it’s true
that we’re no longer in a position to run away with the bone,
S0 to speak, that doesn’t mean that Japan is going to fall to the
level of poor countries like the Philippines or Bangladesh. The
emergence of the Chinese market is clearly a plus for Japan.
In that sense I think we’re over the initial shock of the “lost
decade” and have entered a new phase.

What’s needed in this connection is for the Japanese to
overcome the lingering fear of China as a threat. Unless we
can do that, it’s not going to be possible for Japan to grasp its
new opportunities. We have to get away from the pattern of
unthinking imitation, where firms rush to get into the Chinese
market because “everybody else is doing it” and then, when
they get burned, decide that China is no good and pull out.
Businesses that are thinking of setting up shop in China need
to coolly assess the conditions, including the prospects for
making a profit. Another point is that Chinese who have stud-
ied in the United States are gradually rising through the
ranks; this is causing the political risks of doing business in
China to recede and making it more feasible to get along with
key people there.

Tabuchi: Itotally agree that China is changing too. VPR

*Following this interview, Carlos Ghosn was named as number 10
in Fortune magazine’s ranking of the world’s 25 most powerful
business leaders outside the United States. He also took top spot in
this year’s survey ranking of the “ideal business leader” by the
Japan Management Association.



Exchange between small
businesses in Japan and
Central Europe

By Naotaka Oh

Associate Program Officer
The Sasakawa Central Europe Fund

n fiscal 2002 the Sasakawa Central Europe Fund

inaugurated the two-year project Promotion of

Small Enterprises: Sharing Experiences between
Japan and Central Europe. In Central Europe small
businesses, providing people with employment and a
livelihood as they do, have underpinned the transition
to a market economy and are essential to the region’s
socioeconiomic survival and development. Despite
this, the paucity of forums for communication among
‘small business proprietors and the almost total lack of
cooperation across industries or promotion of local
industries make it difficult for business proprietors to
raise their social standing,.

To acquaint Central Europeans with small business
initiatives in Japan, the project invited eight people
from the Czech Republic, Hungary, Poland, and Slo-
vakia—one researcher and one small business propri-
etor from each country—to visit Japan June 14—24.

Places the group visited included Kawagoe City,

Saitama Pre-
fecture (city-
scape preser-
vation and
shopping dis-
tricts); Taka-
yama City,
Gifu Prefec-
ture (tourism
and promo-
tion of local

industries); Atthe Niigata Prefecture Regional Industry

N h Promotion Center (Kenoh Messepia), visitors
'a gana m 2 from Central Europe look at a display.

City, Shiga

Prefecture (local development and small business);
Higashi Osaka City, Osaka Prefecture (cross-industry
technology applications and exchange); and Tsubame
City, Niigata Prefecture (world economic trends and
changing local industries). In each locale the visitors
observed typical cases and engaged in unexpectedly
lively exchanges of views. In addition to sharing knowl-
edge and insights, the participants on both sides had a
chance to discover the differences in various industrial
sectors between continental countries and an island
nation. Short though it was, the visit was highly signifi-
cant.

The Fund will endeavor to transfer the knowledge
and insights gained to Central European countries
through activities there.

Vietnamese delegation
invited to Japan

By Masato Seko

Assoctate Program Officer
The Sasakawwa Pan Asia Fund

«~==~he Sasakawa Pan Asia Fund’s exchange projects
. have two main aims: to deepen knowledge of
1 cooperative relations with other Asian countries
through contact between leading figures from those
countries and various sectors in Japan and to
strengthen bilateral relations by building personal
networks. In one such project, a five-member delega-
tion from Vietnam led by Nguyen Thi Binh, former
vice-president of Vietnam and now president of the
Vietnam Peace and Development Foundation, visited
Japan July 31-August 9 to commemorate the thirti-
eth anniversary of the establishment of diplomatic
relations between Japan and Vietnam,

Nguyen Thi Binh was a member of the Central
Committee of the South Vietnam National Liberation
Front during the Vietnam War. In 1972, as foreign
minister of the Provisional Revolutionary Govern-
ment of South Vietnam, she headed its delegation to
the Paris peace talks. Dressed in traditional Viet-
namese costume, she was known admiringly as “the
warrior in aodai” and is still held in high regard by

the people of
Vietnam. In her
present position
she is devoting
special effort to
relief for victims
of the defoliant
Agent Orange,
used by the U.S.
forces during the
war.

During its stay
in Japan the delegation visited the Ministry of Educa-
tion, Culture, Sports, Science, and Technology, the
Defense Agency, the Research Institute for Peace and
Security, and the Osaka International Peace Research
Institute. It also met with Prime Minister Jun'ichiro
Koizumi and exchanged views on the significance of
Japan-Vietnam relations and policies for regional secu-
rity. On August 6, the anniversary of the 1945 atomic
bombing of Hiroshima, the delegation attended the
commemorative ceremony in Hiroshima’s Peace
Memorial Park, and Nguyen Thi Binh stressed the
importance of peace in a speech at the World Congress
against A- and H-Bombs.

To Japan, Vietnam is a key member of the Associa-
tion for Southeast Asian Nations. This project has con-
tributed to the strengthening of bilateral relations
through personal exchange.

Nguyen Thi Binh, left, gives a lecture
August while visiting Japan.
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Asia as Subject

From Istanbul to Vladivostok

Redefining oneself through Asian eyes

By Chan Woo Lee
Program Officer
The Sasakawa Peace Foundation

Asia’s shift from “object” to
“subject”

i
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Asia is a vast region, stretching
from Turkey through the Middle
East, South Asia, Central Asia, and
Southeast Asia to Northeast Asia
and the Russian Far East. More than
2.5 billion people of diverse races,
political and economic systems, reli-
gions, and cultures live here. Histor-
ically, the region has had the experi-
ence of being an “object” under the
rule of Western nations, the Soviet
Union, and Japan—itself an Asian
nation. In the twentieth century, the
region made the shift to being the
“subject,” or active agent, of its own
development.

The end of the cold war, around
1990, was followed by great political
changes. In Southeast Asia, the three
socialist countries of Indochina
(Cambodia, Laos, and Vietnam)
joined the Association of Southeast
Asian Nations; and the dissolution
of the Soviet Union led to the inde-
pendence of Central Asia and South
Caucasus region, which became part
of Asia politically as well as geo-
graphically. This seismic shift galva-
nized the search for a vision of a
“new Asia.” Until the mid-1990s the
economies of Southeast and North-
east Asia grew so dramatically as to
win the sobriquet “East Asian mira-
cle.” The 1997 Asian financial crisis,
however, put an end to rosy visions
of Asia’s future, and so-called global-
ization, cast in the mold of the
American-style economic system,
became universal.

Since the terrorist attacks in the
United States on September 11,
2001, America’s “war on terror” and
confrontation with the so-called axis
of evil (Iraq, Iran, and North Korea)

A scene from the seminar Civilization Dialogue: Hinduism and the World, held November 22,

2002, in Japan.

have become the dominant themes
of the opening years of the twenty-
first century. The three countries
designated by the United States as
the axis of evil are all located in
Asia. Due to this confrontation the
U.S. presence in Asia is strengthen-
ing. As a result, the issues of securi-
ty and confidence building to pre-
vent regional conflict are being
accorded more importance than
ever within Asia.

Meanwhile, moves to promote mil-
itary, economic, political, cultural,
environmental, educational, and
other forms of exchange with Islam-
ic countries and India have
emerged. To add to Asia’s diverse
values and systems, the problems
confronting the region are becoming
more complex.

In search of an identity shar-
ing pluralistic value systems

In view of the rapidly changing
international situation, in June
2002 SPF renamed the Sasakawa
Southeast Asia Cooperation Fund
the Sasakawa Pan Asia Fund. The
Fund’s aim is to respond flexibly to

the diverse issues arising in Asia,
while helping Asian countries devise
an “Asian-style” model of develop-
ment for Asian countries and use it
to engage in dialogue with the West
and Russia. The concept of “Asian
style” means the pursuit of an iden-
tity that can share Asia’s pluralistic
value systems. In short, the Fund’s
vision is to identify an Asian-style
model for coexistence and copros-
perity and share it with the world.
Below we will look at SPF’s Pan Asia
programs by region.

Central Asia

In 1994 SPF initiated the project
Implementing Market Economies in
Central Asia: Implications from East
Asian Experiences to assist Central
Asian countries in the shift to mar-
ket economies after the dissolution
of the Soviet Union. In 2000 the
target region was broadened and
the project renamed Capacity Build-
ing for Development in Central Asia
and Caucasus. This name change
indicated a priority shift from assis-
tance for economic transition to the
search for means to resolve various
problems emerging in the course of



this transition, such as diversifica-
tion of domestic politics, confidence
building in the context of security,
strengthening of external economic
relations, and achievement of a bal-
ance between development and the
environment.

In June 2003 the Fund cohosted an
international workshop in Moscow
with the Institute of World Economy
and International Relations
(IMEMO) of the Russian Academy of
Sciengés, bringing together experts
on political and economic affairs and

~international cooperation in Central

Asia. The meeting served to
strengthen the network of Central
Asian, Russian, and East Asian
experts.

On June 20 and 21 the Fund
cohosted an international workshop
in Tbilisi, Georgia, with the Georgian
Foundation for Strategic and Inter-
national Studies (GFSIS) to discuss
the Caucasus region’s interregional
cooperation and confidence build-
ing. In July, with the cooperation
with the U.S.-based EastWest Insti-
tute, the Fund carried out a training

- program in Istanbul to develop
young leaders in Central Asia and
the Caucasus. The focus was on
development of the human resources
needed to bring about a shift to
democratic systems and sustained
and stable economic and social
development in the region. About 50
young leaders (equal numbers of
men and women) received training
in the international situation, securi-
ty, international organizations, mul-
tilateral interregional cooperation,

and other subjects.

The Fund’s cooperation with Rus-
sian and U.S. research institutions
reflects its emphasis on the search
for an Asian identity that is not
closed but open and diverse.

After its establishment in 1992, the
Sasakawa Southeast Asia Coopera-
tion Fund implemented projects
supporting the three Indochinese
countries’ transition to market
economies, development of human
resources, and personal exchange.
In 1995 projects targeting Myanmar
were added, along with projects in
the new fields of media education
and the training of journalists. At
present the Fund is undertaking
projects aimed at developing human
resources in marketing, agricultural
economics, economic development
paradigms, journalism, and other
fields to deepen Asian-style cooper-
ation and solidarity. (Please refer to
www.spf.org/e/project/2003/ for
further details.)

Northeast Asia

In Northeast Asia, the Fund has
implemented projects proposing
schemes to enable North Korea’s
peaceful coexistence with the inter-
national community through
engagement rather than isolation.
Unfortunately, as a result of such
problems as North Korea’s abduc-
tion of Japanese nationals and the
activities of North Korean spy ships
in Japanese waters, Japan’s rela-
tions with North Korea have deteri-

orated, and cannot be
improved by Japanese
engagement alone. At
present Japan’s securi-
ty and its relations with
North Korea need seri-
ous review. SPF is
exploring projects to
ensure a framework for
the security and peace-
ful coexistence of the
people of Northeast
Asia. Since 2002, for
example, it has been

Mongolia’s ancient capital Karakorum, historically associated SUPPOrting an initiative

with Genghis Khan.

of the Mongolian

Development Research Center
(MDRC) to promote Mongolia’s
development and create a mecha-
nism for Northeast Asian coopera-
tion.

South Asia is one of the Fund’s
major focuses. Of particular interest
is India, with its distinctive civiliza-
tion. In 2002 the Fund inaugurated
a project in intercivilizational dia-
logue concentrating on Hinduism.
Understanding between India and
Japan, while recognizing pluralistic
value systems, confirms the depth of
the relationship and contributes to
enhancing Asian-style intellectual
exchange. At present the Fund is
exploring the development of new
projects targeting South Asia.

Relations with Russia in an
Asian context

Politically and culturally, Russia
cannot be said to be part of Asia.
People in the Russian Far East iden-
tify with Europe rather than Asia.
Nevertheless, the countries of Cen-
tral Asia and the Caucasus used to
be part of the Soviet Union, and
Russia is involved in the regional
issues of Northeast Asia. The Rus-
sian Far East is an essential factor in
Northeast Asian security and eco-
nomic cooperation.

Relations between Russia and Asia
are complex in being both interre-
gional and intraregional in nature.
To build dialogue with Russia with-
in the broad context of Asia, since
2002 the Fund has been supporting
the project Russia and Japan in
Asia, implemented by the Japan
Center for International Exchange
(JCIE). The Fund will maintain its
commitment in this area in order to
rebuild relations between Russia
and Asia through more robust dia-
logue.

The above was an overview of the
Fund’s projects in Asia, from Istan-
bul to Vladivostok. The Fund’s
views Asia as “subject,” not “object,”
and its aim is to expand intercivi-
lizational and interregional dialogue
and exchange. VPR
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From Silk Road to Cotton Road: Central Asia in

transition

By Kap-Young Jeong

Professor of economics and director,
Institute of East and West Studies at Yonsei
Untversity

It has been eight years since I began participating in SPF's
Central Asian projects. From the beginning, it was a great
adventure and thrill for me to travel to the Silk Road, meet pro-
fessionals wirvt‘h different backgrounds, and evaluate Central
Asian economies.’In fact, for an economist from Korea, particu-
larly from South Korea, the region has several interesting
points.

First of all, the Central Asian economies may be a mirror image
of North*Korea’s, implementing a planned economic system.
Thousands of ethnic Koreans have been farming in the region
as a result of the tragic legacy of forced immigration under the
former Soviet regime. This implies that implementation of a
market economy in Central Asia may provide valuable lessons
for the transition of the North Korean economy. Also, the Kore-
an development experience may have significant implications
for a successful transition in Central Asia. These factors com-
bined drew my attention to SPF’s Central Asian projects.

My expectations of the Central Asian projects have been
quite ambitious; and so far, my findings from several years of
these projects have been quite interesting. We can easily con-
firm that the command economy has ruined all but a few top
hierarchies. The market works anywhere, anytime. Rich
resources do not necessarily guarantee a blessed economy.
Political leadership is a crucial factor to an economy. Finally,
opening the market is a must for developing the economy.

Having said this, I think the East Asian initiative for imple-
mentation of a market economy in Central Asia has great
potential. I think it is the duty of East Asian countries to help
the transition to a market economy in Central Asia, not only
for humanitarian reasons but also for the prosperity of both
East and Central Asia. This is because in the current global
economy development of any country eventually leads to
mutual benefits. Also, expanding trade and exchange between
the two regions can easily improve the social welfare of the
partners.

There are many barriers to increasing trade and exchange
between East and Central Asia, however. Although the two
regions have many common traits as parts of Asia, there are
many constraints to expanding exchange. Besides geographical
distances, the language barrier is too big to easily overcome.

There are also immense historical and cultural differences,
and the gap in economic development between the two regions
is wide. Until recently, economic institutions and market tradi-
tions have been totally different, too. Accordingly, develop-
ment of trade has been quite limited due to these barriers and
constraints.

Our next question is how we can lead Central Asia to open,
expand, and help the transition to a market economy by imple-

menting the East Asian experience. It seems a difficult task in
every respect. It is like exploring another Silk Road. On my
first trip to Almaty, I concluded that there really was a long,
long way to go. I also found that the old Silk Road had been
replaced by cotton farming, and it could very well be called the
“cotton road.”

Time, however, really flies and can resolve many problems.
After several years of endeavor, Central Asia is now taking at
least the first few steps on the road to a market economy. The
speed of market penetration in Central Asia has been really
fast, and market incentives work equally well in Central Asia.
People’s mentality and motivations are real forces leading the
transition to a market economy in Central Asia.

The question now is, have we really contributed to the transi-
tion in Central Asia? I would say yes. I realized that just telling
the success story of development from almost nothing to a
middle-income country was an exciting stimulus to the profes-
sionals in Central Asia.

Whenever I told them that Korea’s per capita income was just
$90 or so in the early 1960s, Central Asians were always anx-
ious to hear which factors were behind the success story. I think
the study tours bringing people from Central to East Asia have
been the most successful part of the projects, because field
experience is a necessary step to satisfying their curiosity.

I would say without reservation that SPF’s Central Asian
projects have contributed substantially to the transition in
Central Asia. It has been a way not only to open East Asian
professionals’ eyes to the market economy but also to lead
them to pay attention to a new transitional economy. These
projects have been a pioneering initiative to explore the
adventure of implementing market experience in another
part of Asia. Furthermore, the projects demonstrate what
NGOs and NPOs should do to expand exchange in an under-
developed part of the world.

I would suggest expanding the projects to recruit more pro-
fessionals from the two regions involved. In particular, the
projects should place the highest priority on extending field
study by Central Asian professionals in East Asia, simply
because field experience is the best way to fully understand a
real market economy. The more people experience a real
market, the sooner will the “cotton road” transform itself into
an efficient market economy. TR
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Kap-Young Jeong is professor of economics and director of the
Institute of East and West Studies at Yonsei University, Seoul,
Korea. Born in 1951, he obtained an M.A. from the University of
Pennsylvania and a Ph.D in economics from Cornell University. As
a recognized specialist in industrial organization, he has served as
editor of the Global Economic Review since 1996. He has been
president of the Korea Industrial Organization Society and is cur-
rently a member of the Korea Communication Commission and the
Korea Electricity Commission. He has also served as an external
director of Shinhan Bank since 2001. He has published many
books and articles.



Problems of the ambiguous “Basic Framework”

On the recent amendment of the Civil Code provisions on public-interest corporations

By Akira Iriyama
President
The Sasakawa Peace Foundation

The “approval” system and its supervisory setup,
the root of all evil '
WE

“On June 27, 2003, the Japanese government approved the
“Basic Framework concerning Fundamental Reform of Pub-
lic—In‘gé'rest Corporation System.” This was two years after
the Intermediate Corporation Law had been enacted by the
."National Diet together with a supplementary resolution that
referred to the necessity of amendment of the Civil Code for
the first time in over a century, and a year after the Cabinet
Taskforce for Administrative Reform had issued its “Review
of Basic Points at Issue” in response to the supplementary
resolution and the Cabinet had mandated “Efforts towards
Fundamental Reform of the Public Service Corporation Sys-
tem.” Meanwhile, independently of this discussion of sys-
temic reform, the Tax Commission set up a working group
on taxation of nonprofit corporations in 2002 and has been
engaged in discussion from the viewpoint of the tax system.

The system itself and tax measures are two separate
things. Nonetheless, it cannot be denied that there is the
appearance that the two have been conflated. In part this is
because the public-interest corporation system has always
been addressed as if tax measures were part and parcel of it,
and in part because of such factors as the historical back-
ground and attachment to the social meaning and function
of the system. In short, various views that should have been
discussed on different planes have been juxtaposed on the
same plane. This article aims to disentangle the issues.

I will not go into all the details of the two-year process out-
lined above, but the atmosphere surrounding the discussion
and its meaning were more or less as follows.

First, as so graphically demonstrated by the 2000 scandal
involving accounting irregularities by KSD, a public-interest
corporation set up to assist small businesses, public-interest
corporations have had an image of scandal, rampant corrup-
tion, and dubiousness. Whether or not the image has actual-
ly worsened since then, it is safe to say that it has stuck. On
the other hand, the NPOs set up under the 1998 Law to Pro-
mote Specified Nonprofit Activities (the NPO Law), while
not perhaps as pure as the driven snow, differ from public-
interest corporations, and the attitude of not wanting to be
seen in the same light as public-interest corporations has
gradually strengthened. Moreover, it has been hard to shake
off the image of public-interest corporations being in collu-
sion with the bureaucracy and serving its interests and being
nothing but sinecures for retired bureaucrats.

At present, public-interest corporations can be established
only upon approval by the relevant government agencies fol-
lowing rigorous screening. And because they are obliged to
submit to ongoing oversight by those agencies, public-inter-

est corporations end up almost completely devoid of inde-
pendence or governance. That scandals still occur means
the supervisory setup that goes with approval is totally dys-
functional. I would go further and say that this approval
system, along with the attendant supervisory setup, is the
root of all evil.

Problems of supervision and the ambiguous
“Basic Framework”

Rather than discussion of the impotence and harmfulness
of the approval system and supervisory setup, however, the
prevailing view has been that since public-interest corpora-
tions are so rigorously overseen by the regulatory agencies it
is all right to accord them preferential tax treatment. What
is more, it is argued that the national authority needs to
determine the conditions of preferential treatment. It is
obvious that the infallibility of the decisions of the executive
branch of government takes the place of constitutional legit-
imacy.!

This way of thinking is most convenient to the stakehold-
ers, especially the tax authorities. Unlike taxation of indi-
vidual profit-making activities, in the case of public-interest
corporations there is almost no need to pass judgment on
the actual state of their activities. Moreover, once public-
interest corporations are established they are automatically
accorded tax privileges—a far cry from the procedures
required for corporations designated “corporations promot-
ing specific public interests” and thus eligible for special
treatment regarding donations. That is why there is a fair
amount of support from various quarters, strange bedfel-
lows though they may be, for the idea of lumping together
groups that have some feature in common.

Reviewing the discussion, we can identify four major
issues: first, the approval system and the supervisory setup
integral to it; second, what types of corporations to be
designed to take the place of public-interest corporations as
they have been defined so far; third, what preferential tax
measures to be provided to corporations engaged in what
kinds of activities, and on what grounds; and fourth, how to
identify and weed out existing public-interest corporations
that are considered dubious. There is also the related issue
of whether it is possible to prevent other dubious corpora-
tions from springing up. I will now look at each of these
issues, and will also consider how the ambiguous “Basic
Framework” mentioned at the outset addresses or does not
address it.

What is the point of a registration system if the
supervisory setup is to be revived?

It seems generally agreed that the approval system and its
supervisory setup have together been the root of all evil.
There is a reason I use the equivocal phrase “it seems.” The
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“Basic Framework” acknowledges the evils of the approval
system and the desirability of creating a registration system
for establishment of nonprofit corporations. Knowledgeable
people have pointed this out for a long time, and its articu-
lation in the “Basic Framework” is a big step forward. But
the framework states only that the criteria for nonprofit cor-
porations established under the registration system whose
activities are in the public interest,2) as well as the agent
applying the criterja, will be “studied.”

Since the “Basic Framework” calls for the criteria to be
“objective and clear,” we will not see a de facto resurrection
of the appro'\‘fal £system. But we could well see a revival of
the supervisory setup in connection with judgment of actual
activities. If this were to happen, what would have been the
point of switching to a registration system?

Some may think I am being overly suspicious, but there are
grounds for my distrust. Since corporations can be estab-
lished under a registration system simply by registration, that
is, compliance with certain formal conditions, it is quite pos-
sible that the stated purpose of an organization and its con-
tent will differ. Even if a corporation declares that it has been
established “to serve the public interest,” there is no guaran-
tee that its actual activities will. Therefore someone, some-
where, must still pass judgment on corporations (that is, their
activities) that deserve some kind of special treatment,
including tax breaks. If this is coupled with the mentality of
preventing misbehavior before the fact rather than dealing
with any breach of the conditions after the fact, resurrection
of the supervisory setup will be a very real concern.

This is also linked to the second issue, what classification of
corporations to create under a registration system. The “Basic
Framework” calls for a system of nonprofit corporations
regardless of whether they serve the public interest. Natural-
ly, then, the new system could include not only intermediate
corporations and NPO corporations but also the school cor-
porations, social welfare corporations, religious corporations,
and so on established under more than 100 statutes.

I say “could include” rather than “will include” because
there is a belief that the present reform targets only public-
interest corporations, that is, the foundations and associa-
tions specified in Article 34 of the Civil Code, and that no
other corporations are addressed. This is one of the reasons
I call the “Basic Framework” ambiguous. While maintaining
that the present system is flawed because it equates the
acquisition of corporate status with the judgment of being
in the public interest and preferential tax measures, and
therefore advocating a new system of nonprofit corpora-
tions regardless of whether they serve the public interest,
the “Basic Framework” says only that its relationship to the
present intermediate corporations and NPO corporations
will be “reviewed.”

Should the definition of public-interest corpora-
tion be widened or narrowed?

There are three ways of thinking regarding what to do
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next. One is to interpret the meaning of nonprofit corpora-
tion broadly, so as to bring as many different kinds of cor-
porations as possible under this umbrella. The argument is
that just as there are various formats available for for-profit
incorporated associations, such as joint stock company and
limited liability company, so too should there be for non-
profit corporations. The second way of thinking is to leave
the present classification of corporations as is for the time
being and focus on creating a legal framework only for the
public-interest corporations specified in Article 34 of the
Civil Code, or for those plus intermediate corporations and
NPO corporations. The third way of thinking is that since it
is somewhat illogical to expand the parameters to include
only intermediate corporations and NPO corporations out
of the many nonprofit corporations that have come into
being as spinoffs of Article 34, consideration should be lim-
ited to the public-interest corporations mentioned in Article
34. In regard to the first way of thinking, people may think
it is too soon to rush to bring a myriad other corporations
under the umbrella. But if discussion is limited to public-
interest corporations to begin with, it makes little difference
to me what approach is chosen.

The reason the discussion has been fixated on this point
has a great deal to do with preferential tax measures. As I
have already noted, the corporation system and tax treat-
ment are essentially two different things. Moreover, there
are many issues in relation to the corporation system, from
the constitutional guarantee of freedom of association to
considerations of continuity and sustainability of opera-
tions; the recognized merits of incorporation go far beyond
tax breaks.3)

So far, public-interest corporations have enjoyed these
merits upon gaining corporate status. According to the
“Basic Framework,” corporations will “generally be obligat-
ed to pay tax.” If tax breaks are to be limited to “specific cas-
es,” those who collect taxes will attempt to limit “specific
cases” as far as possible, while those who champion civil
society will want the net cast wider, if possible taking in all
or most of the present categories.

The question of whether being nonprofit should be
enough to qualify for tax breaks or whether the concept of
public interest or social contribution should be added com-
plicates the discussion. Moreover, relevant tax measures
cover two tax systems—income tax and tax on donations—
and the grounds for preferential treatment, or the types of
organizations that should qualify, are not necessarily the
same. When the discussion fails to distinguish between the
two, confusion reigns.

Income is taxed because it is used for oneself, in other
words, there is a distribution of profits. If so, there are no
grounds for taxing NPOs that do not distribute profits. Does
this mean, then, that a steel mill or a taxi company should
not be subject to income tax if it is an NPO? Or should
exemption be limited to certain organizations in fields that
are deemed to “serve society and people”—for example,
international exchange, environmental protection, and ani-



mal welfare? Or, in addition to limitation by field, should
NPOs be divided according to whether they aim to serve the
public interest? In addition, should these criteria be “all or
nothing,” or are gradations possible in accordance with the
extent of the public-interest component? As we can see, a
variety of issues are involved.

Here I am not going to discuss which of the above ways of
thinking should be adopted. Instead I will look at some of
the problemg thit it is claimed will arise when preferential
tax measures are applied. What, for example, should be
done iy the case of organizations that do not use their
income to/serve society and people and do not pay signifi-
cant salaries,4 but simply let income accumulate (the issue
~'of internal reserves)? Is this to be considered acceptable or
unhealthy? And what about corporations that, having accu-
mulated savings, dissolve themselves and distribute the sav-
ings among the members? It may have to be prohibited
when a corporation has accepted donations from outsiders
who agree with its aims, but, some may ask, what is wrong
with distributing savings accumulated from the unused por-
tion of members’ annual fees when an organization is dis-
solved? I exclude donations because it would obviously be
inappropriate to divide up funds received from well-inten-
tioned donors among an organization’s members. I shall
have more to say on this below.

The problem of definition leads to questions over
the criteria for tax breaks

There is another issue pertaining to income. It seems to
me we need to distinguish between a corporation’s core
activities and other activities. In other words, should we not
distinguish between a bakery set up to create employment
for people with physical disabilities and one set up to collect
funds to be used to campaign against global warming? The
former would be eligible for tax breaks, but the latter would
be taxed like an ordinary company. By “core” I mean the
“certain cases” eligible for preferential tax treatment
referred to earlier.

In this connection, income from fees in membership-type
organizations is core income, but since corporations will
“generally have an obligation to pay tax” on membership
fees, this will mean taxing fees unless they are totally spent.
Since this is probably unworkable, we could simply focus on
whether income-producing activities fall into the category
of core activities. Some, however, hold that even without
going into the complexities of what are and are not core
activities, it should be possible to pass special tax laws
decreeing that activities aimed at social welfare, such as
employment of the disabled, are tax exempt, as under the
present legal system.

In regard to donations to nonprofit corporations, it is well
known that the present tax system and its operation take an
extremely restrictive view of the kinds of corporations eligi-
ble for donations. Many people urge a more liberal
approach, myself included, but I will not discuss that here.

Instead, taking tax breaks for donations as a given, I will
address two questions having to do with corporations that
receive donations. I should add that I am referring to non-
profit corporations.

The first, already mentioned, is the question of whether
corporations should be allowed to distribute their assets
upon dissolution. It is natural to frown on this, I think. By
the same token, only corporations that do not distribute
their assets upon dissolution should be eligible for tax
breaks on donations.

The second question is whether all corporations that do
not distribute their assets upon dissolution should be eligi-
ble for tax breaks. Should they also be required to demon-
strate that they serve the public interest in some way? I
think a good case can be made for shaking off the spell of
attempting to define the content of “public interest,” which
perforce changes with time and place, and regarding all
NPOs except those that are concerned solely with improving
the welfare of their own members as serving the public
interest.

Finally, there is the question of how to identify and weed
out existing public-interest corporations that do not really
function for society and people. There are several types of
organizations that fall into this category. Typical are (1)
organizations that used to serve the public interest but are
now for-profit businesses or other types of organizations
that do not deserve tax breaks, (2) organizations whose
activities have little or no relevance today and either contin-
ue to exist out of inertia or have become nothing but
sinecures for retired bureaucrats, and (3) organizations
whose activities are clearly and consistently contrary to the
aims for which they were established.

Public-interest corporations are thoroughly screened to
determine that they meet the specifications, and the super-
vising agency or agencies have all the facts. It would be
most pragmatic to begin by having the supervising agencies
select the corporations deemed to fall into the above-men-
tioned category and list them publicly. Simultaneously,
public-interest corporations must undertake self-purifica-
tion by drawing up their own standards. I would like to
reemphasize that checking on and evaluating corporations’
activities should be carried out after the fact. There are
attempts to exclude organizations before the fact on various
pretexts, but I cannot agree with this. 5

1 Article 30 states: “The people shall be liable to taxation as provid-
ed by law.” Article 84 states: “No new taxes shall be imposed or
existing ones modified except by law or under such conditions as law
may prescribe.”

2) This refers to the so-called second tier—in other words, those cor-
porations freely established under a registration system (the first
tier) that deserve some kind of special treatment.

3) The classic example is the for-profit corporations established
under the Commercial Code.

4) This conflicts with the principle that nonprofit organizations shall
not distribute profits.
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Regular Projects

Project Name ) Implementing Agency Type Year Budget (¥)
Establishing an Online Resource Center for NPOs/NGOs Voluntary Health Association of India (VHAI/India) G 173 2,900,000
Building Civil Society Capacity in Negotiating Debt Conversion The Synergos Institute (USA) G 172 6,900,000

The Sasakawa Pan Asia Fund

Project Name Implementing Agency Type Year Budget (¥)
f Centre for Strategic and International Studies 5
ASEAN Young Politicians Retreat Workshop (CSIS/Indonesia) G 2/3 4,600,000
Strengthening Parliamentarian Dialogue in Cambodia B Cambodian Institute for Cooperation and Peace (Cambodia) G /3 5,000,000
Business Case Development: Enhancement of Business School
SPF so/C 173 12,000,000

Education in Uzbekistan
.

. S . SPF, Yayasan 21 Juni 1994 (Indonesia). The Mass 1
Supporting for Joyrmalism in Asia Communication Organization of Thailand (Thailand) soic v 18.000,000
Capacity Building in ‘Strategic Decision-Making: Lessons from the Georgian Foundation for Strategic and International G 12 7.200.000
Developg}éht l%xperience in the Asia-Pacific Region Studies (Georgia) B
Ilt{éraction for t’rogress: ASEAN and Myanmar / Phase 11 Information & Resource Center (Singapore} G 273 19,900,000

ki
-

o+ Enh £ Cor G in Azerbaisan: SPF. Economic and Business Research and Education
E“ a‘?ceme“‘f‘;\d aIO‘Pf"ate overnance tn Azerbayjan: Centre, Khazar University (Azerbaijan), Malaysian Institute | SO/C/G | 172 5,700,000
xpenence o aysta of Economic Research (Malaysia)

Economic and Business Research and Education G 12 (4,290,000)

Corporate Governance in Azerbaijan L .
P J Centre. Khazar University (Azerbaijan)

Research and Information System for the Non-aligned and

Other Developing Countries (India) G 173 9,100,000

Towards an Asian Economic Community: The Way Forward

Note: G=Grant Project; SO=Self-Operated Project: C=Commissioned Project
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