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Introduction

Thisreport covers the business of selling books and CDs over the Internet, aswell as
related services provided to consumers. Particular emphasisisgiven to sales, dong with trendsin
both consumer preferences and business practices. In addition, attention is given to major
companies recently entering this business, along with details on their current stage of
development, as well asthe goods and servicesthey offer.
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Summary

According to the* Internet White Paper 2000” published by the Internet Association of
Japan, in 1999, 33.2% of those in Japan who had used the Internet purchased something online.
Of theitems purchased, 26.9% were computer-related hardware products and 26.3% were
computer software products, followed by books and magazines at 23.6%.

Books and CDs are particularly suited to sales over the Internet for several reasons,
including the fact that a distribution system aready exists. Moreover, they are easy to convert to
digital form. Thereisavery large variety of productsthat sell in small quantities. Also, search
functionsfor titles can easily be utilized. Even though these kinds of products have been sold
online since the Internet came into existence, their distribution and sales routes have undergone
numerous changes since the end of 1999.

Tohan Corporation, alarge saes agent, tied up with Seven-Eleven Jgpan Co., Ltd. and
Softbank Corporation to creste aservice caled “ e-Shopping! Books,” which alows customersto
buy books over the Internet and pick them up at anearby Seven-Eleven store. Following this, the
large bookstore chain Sanseido Co., Ltd. joined with East Japan Railway Company (JR East) to
create a service by which books ordered over the Internet are picked up at convenience stores
insde JR Eadt rail stationsin greater Tokyo. Outside the publishing industry, “bk1”, using the
warehouses of the book-distributing network TRC (Tosho Ryutsu Center) and other distribution
routesin sationery retail, began alow cost, same-day delivery servicein July of 2000. Clearly, an
Internet-based book service battle is steadily emerging.

From oversess, thelarge German mediacompany, C. Bertelsmann Verlag, which hasa
superior search engine, entered the Japanese market in June of 2000, followed by the U.S. online
book sales giant Amazon.com in November of 2000. How foreign companies deal with the
resale and commissions systems that have shackled the distribution system will be closdly
watched (seell A).

Inthe CD market, there is anticipation about how issuesrelated to online transmission
of musicin digital dataform and ensuing artist copyrights and royaties will be handled. Asa
result of the appearance of music downloadablein digital form, the demise of the packaged CD
has been predicted. Consumers can make future selections either by listening to CD sampleson
the Internet and then buying CDsthat apped to them, or by searching the Internet for other CDs
from artists whose music they have heard el sewhere and enjoyed.

The book and CD market does not just entail selling products. Rather, extra services
that differentiate retailersin the minds of consumers are important. These may include
technology for offering contentsin digital form, and security controls that protect copyrighted
materia from unauthorized copying or use. New technologies, services and capitd will be
required to create the new media distribution networks of the future. These large foreign



companies, with their substantia resources and superior technology, are predicted to enjoy plenty
of opportunity in entering this market.

Thisreport discussesthe direction of Internet book and downloadable music businesses,
which continue to gppear, aswedl as changes in the resde system and artist copyright and royalty
issues. The peculiarities of the Japanese market with regard to Internet book and CD salesisa so
analyzed, and advice is offered to those foreign companies considering entering the Japan
market.



|. Market Overview

A.Market Trendsfor Booksand CDs

1. Theretail book market

Distribution agents" are central to the publishing distribution system in Japan. In 1997,
however, the sales of books and magazines through such agents fell from the previous year for
thefirst time since World War 11. Thistrend continued through 1999. In 1999, sales through
distribution agents were down 3.2% from the previous year, to 2 trillion 460.7 billion yen. The
actual number of books sold has aso similarly dropped by almaost 100 million books. This
shrinking of the overall publishing market isconsidered to be areflection of the changestoward
increased leisurein the lives of Japanese people.
In recent years, the number of returns from retailers to distributors has been
approximately 40% on books and approximately 30% for magazines, both extremely high
figures. This system cameinto being so that book dealers could stock a great many books.
However, these high rates of return seem to indicate that the system of being ableto fredly return
books has outlived its usefulness.

Teble 1. Changesin Mongtary Sdes of Books and Magazines, Through Didribution Agents (1997 to 1999)
(Units: billions of yen)

Total Books Magazines
Year Product Product
Growth Growth REtUIMS Growth REtUIMS
1997 26734 (0.7%) | 1,073.0 (1.8%) 39.3% | 1,564.4 0.1% 29.5%
1998 25415 (3.6%) | 1,010.0 (5.9%) 41.0%| 15315 (2.1%) 29.2%
1999 2.460.7 (3.2%) 993.6 (1.6%) 399% | 1,467.2 (4.2%) 29.6%

Source: The Research Ingtitute for Publications

Table 2. Changes in Sales of Books and Magazines

(Units: millions of books/magazines)

Books Number Sold Magazines Number Sold
Year
Increase Increase
1997 875.9 (4.3%) 3,813.7 (1.3%)
1998 8134 (7.1%) 3,723.1 (2.4%)
1999 791.9 (2.6%) 3,537.0 (5.0%)

Source: Same asfor Table 1

! These agents are distributors who receive a commission from the publisher for exclusively distributing books and
magazines to bookstores.




Looking at changesfor each one of theindividua salesroutes, thereisan obviousdrop
in sales at bookstores, kiosks and bookstands. Co-ops and convenience stores, however, are
handling more books, and Internet sales are redlly growing. These trends are expected to

continue.
Table 3. Book and Magazine Sales for Each Route
(Units: billions of yen)
199 1997 1998
Route Market Market Market
Sales Share Growth | Sales Share Growth Sales Share Growth
Bookstores | 1,840.2] 68.2%|  36%| 1,775.7] 66.3% (35%) 17086 653% (3.8%)
Exports 29 09% 21% 222 08w (33%) 212 08% (4.3%)
Co-ops 543 20%| 03%| 551 21%| 14%| 5720 22%  3.9%
Isre]zlsleri] 'g”m 207 08% (46%) 202 08% (24%) 200 08% (10%)
Bookstands | 357] 13% (65%) 327] 13% (82%) 3Ll 12% (5.1%)
ggpgf"mce 4392 163%|  63%| 4779 17.8%  88%| 4907 187% < 2.7%
Disributors | 231.8] 86%|  36%| 2423 90%| 46%| 2383 91% (L7%)
Tran dation o 0 0
oS, ote 533 20% (27%) 527 20% (11%)| 502  19%| (4.7%)
Total 26080/ 100.0%  3.6%|2,6788 1000% (0.7%)| 2.617.2] 100.0% (2.3%)

Source: Shin-Bunka, September 99

2. The CD market

In recent years, large data storage medialike DVD and CD that can store data other
than music have become available. Thisreport, however, looks only at music CDs, which
actually constitute most of the market in terms of volume. In 1998, sales of CDsreached 587.9
billion yen, a3.7% increase over the previous year. The actua number of disks produced reached

457.17 million, exactly the same (100.0%) of the previous year’s production, and over the last

few years growth has stagnated. One reason behind the lack of growth in productionisthelarge
drop off in manufacturing of 8-cm CDs, sometimes called CD Singles, though regular 12-cm
CDs have helped support the market with their growth.

Table4. Music CD Production

(Units: billions of yen, millions of CDs)

CD CD
Year . Percent of Previous Production, Percent of Previous
Production Value Year Number of Discs Year
1996 562.6 102.0% 448.85 102.0%
1997 567.1 100.8% 457.14 101.8%
1998 587.9 103.7% 457.17 100.0%

Source: Based oninformation from the* Record Productionin Jgpan ™ from the Recording Industry Associetion

of Japan



B. The E-business M arket

1. Internet users

In the 2000 version of the Ministry of Posts and Telecommunications (from 2001,
Ministry of Public Management, Home affairs, Post sand Telecommuniceations) “ The 2000 white
paper communicationsin Japan,” there were 27.06 million Internet usersin the end of March,
2000 in Japan, an increase of 59.7% over the previous year. These usersincluded those that can
send and receive information like e-mail and access Internet web content, not only through
personal computers, but aso through cell phones, pamtop terminas, home game units, and
televisions with Internet access capability. In February of 1999, it became possible to accessthe
Internet with cell phones and take advantage of services with content exclusively for cell phones.
By the end of that year, there were 5.71 million confirmed users. The large number of users of
this service no doubt was a sgnificant factor affecting the numbers, indicating arapid increasein
Internet users. It is expected that many people will utilize mobile technology to engagein
e-commercein thefuture.

2. Sdes of books and CDs over the Internet

According to areport put out jointly by Anderson Consulting and the Electronic
Commerce Promation Council of Japan (ECOM), operated under the auspices of the Ministry of
International Trade and Industry (from 2001, Ministry of Economy, Trade and Industry), thesize
of the market in 1999 for domestic electronic commerce directed toward consumers was 336
billion yen, with books and CDs comprising about seven billion yen, twice the amount from the
year before. That amount can be further broken down into estimated amounts of just over 5
billion yen for books and just over 1.5 billion yen for CDs.



Table 5. Scde of Consumer e-Commerce Market by Product/Industry/
(Units: hundreds of millions of yen, in parentheses: E-Commerce rate by product/Industry/)

Product/Service 1998 1999
Personal Computers 250 (1.80%) 510 (3.60%)
Books, CDs 35 (0.14%) 70  (0.30%)
Clothing 70  (0.04%) 140  (0.09%)
Food 40  (0.01%) 170  (0.06%)
Hobby 35  (0.03%) 100  (0.08%)
Gifts 5 (0.01%) 15 (0.03%)
Other Products 60 (0.03%) 100  (0.05%)
Travel 80 (0.05%) 230 (0.15%)
Entertainment 15 (0.01%) 30 (0.02%)
Automobiles 20  (0.02%) 860  (0.90%)
Red Edate - 880  (0.20%)
Finance 15 (0.02%) 170  (0.20%)
Services 20  (0.00%) 85  (0.01%)
Total Exc. Redl Edtate 645 (0.03%) 2480 (0.10%)
Total - 3,360 (0.11%)

Source: ECOM-Anderson Consulting

Note: E-Commercerate = E-Commerce transaction value/ household expenditure

The market is expected to grow to 4,400 billion yen in 2003, and 6,700 billion trillion
yen in 2004, with CDs and books accounting for 147 billion yen (5.3% of thetota). The CD and
book market is currently in a state of decline, but whether the increased sales over the Internet
will increase the Size of the market or smply steal shoppersfrom “red stores’ has yet to be
determined.

Also, based on the * Internet White Paper 2000,” published by the Internet Association
of Japan, figuresindicate that 24.6% of al households are now connected to the Internet, and
33.2% of al those who use the online-shopping in February of 2000. Items purchased include
computer software (22.1%), and books and magazines (18.8%).



Figure 1. Goods and Services Purchased Online
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In the“ E-commerce Awareness Survey” administered by the aforementioned ECOM, in
response to the question “What do you want to buy on the Internet?’ the top answer was “books
and magazines.” Thiswasfollowed by tickets, software, music CDs, and dectrica appliances, in
that order. Thisgives an indication of how popular online-shopping for books and CDs.



I1. Book and CD Businesseson the I nter net

A. Internet Bookstores

Books and CDs are particularly suited to sales over the Internet for several reasons,
including the fact that a distribution system aready exigts, large variety of productsthat sell in
small quantities and useful search functions. As such, the number of online bookstoresis
currently increasing rapidly. In 1999, domestic sales of Japanese books over the Internet totaled
amost two billion yen. Thisistill only avery smal part of the overal 1,730 billion trillion yen
book market, but the growth of the market is eye opening, and it islikely to continue gathering
momentum.

An Internet bookstore can actudly take many forms. These can be roughly divided into
1) sites operated by large bookstores 2) Sites operated by agents and the business offices of
publishers and 3) those entering the market in from some other business. The product isactually
received by the customer at an increasingly wide range of places such as convenience storesand
train stations, and this has created a new “secondary agent” sector of the business, aswell.
Although further diversification in these formsis expected, this report will analyze these three
maor types of bookstore sites. In addition, attention will be given to secondhand books, a market
that is expected to experience sudden growth in the near future.

1. Large Bookstores

The first large Japanese bookstore to begin sales of books over the Internet was
Maruzen Co., Ltd., with their “Maruzen Internet Shopping” site, which began in December of
1995. In April of 1996, Yaesu Book Center launched their “Yaesu Book Center Internet Shop,”
followed in October by the opening of Kinokuniya Co., Ltd.’s“Kinokuniya Shoten Book\Web.”

At February 2000, “Kinokuniya Shoten BookWeb” isthe largest Internet bookstorein
Japan, in terms of sales. As of February 2000, there were 135,000 membersincluding their
“BookWeb Pro” serviceaimed at Specia customers. Their goal wasfour billion yenin salesfor
the year 2000. They have a huge selection of books sorted into nine topic sections that span
across 150 genres, which can a'so be sorted by publisher, in what they call the * Hypothetical
Bookshelf.” Beyond this, they have aso begun what they cdll their “ Hybrid Web Service,” in
which customers can order books advertised and in stock at the physical bookstores over the
Internet. Using this system, customers can see from their own homesjust what isactualy in stock
and on the shelves at Kinokuniya, and then have orders either delivered, or goto pick themup at
the store. It isaremarkable new system that fuses the real and virtual worlds. It aso hasthe
advantage of reducing labor at the bookstore, as employees do not need to manualy record the



sale of another book into the store inventory database.

In July of 1997, Aoyama Book Center put up their “ Aoyama Book Center Internet
Shop,” which was soon followed by sites from other major bookstores, including JBOOK in
August from Bunkyodo Co., Ltd. “Book Site” in September from Sanseido Bookstore Co., Ltd,
and “Junkuko Book Web” in November from Junkudo Co., Ltd..

Many Internet bookstores operated by bookstores are trying to increase the number of
pick-up pointsfor ordered books, not only through their actua bookstore network, but aso at any
other possible locations. For example, “Book Site” operated by Sanseido began aservicein
December of 1999 whereby customers can pick up ordered books at convenience stores operated
insgde JR East railway stations.

2. Entry of agents and publishers

In September of 1999, the large sales agent Nippan (Nihon Shuppan Hanbai Inc.), who
practically splits the market with Tohan Corporation, started an Internet Site called “Honya
Town,” (Bookshop Town), alowing bookstores to sell their books on this site. The stock of
participating bookstores may be searched and viewed, and tracking records pertaining to orders
may be confirmed. This represents the free public rel ease of data which was previoudy kept
between the publisher, Nippan and the retailer, as well as data on store automation (hereafter
referred to as“ SA”) a theretall level. For retallers, this devel opment supportstheir entry into the
field of Internet salesat minimal cost.

Tohan, together with Softbank Corporation, Seven-Eleven Japan Co., Ltd., and Yahoo
Japan Corporation, began aservice caled “e-Shopping! Books’ in November of 1999 whereby
ordered books could be picked up at one of 8,000 Seven-Eleven convenience stores dl over
Japan. With the participation of magor agent Tohan Corporation, this operation actually
contributed to the breakdown of the traditiona three-tiered publisher - agent - retaller distribution
system. This devel opment caused great concern among existing bookstores.

Another significant development is that publishing companiesthemsalves are starting
up online book sales sites as one means of promoting better customer service. For example, the
large publishing company Shogakukan is operating a service in which ordered books can be
picked up at one of some 9,500 participating bookshops, or ddivered by aparcel ddivery service.

3. Entry of other related businesses

Yamato Transport Co., Ltd, the large home delivery company, began abook ddivery
sarvicein 1996 cdled “Kuroneko Yamato's Book Service,” through which books can be ordered



not only from their home page, but aso from the i-mode? service on NTT DoCoMo cellular
phones. In thefirst half of 1999, over 151,000 books were sold using the service.

Culture Convenience Club Co., Ltd. (CCC), anationd chain of video renta storeswith
950 shops dl over Japan, inits TSUTAYA franchises, provides information on new videos,
DVDs, CDs and game software products on what is called “TSUTAYA Online.” They are
planning new expansion into what is known as “clicks and mortar.”*

In July of 2000, Toshokan Ryutsu Center (TRC), Nihon Keizai Shimbun, Inc., Nikkel
Business Publications, Inc., ASKUL Corporation, FUJITSU Limited, DENTSU, Inc. and
NTT-ME Corporation, seven companies from very different fields, formed “bk1,” the largest

book database in Japan.
4. Second-hand bookshops on the Internet

On the “Nihon-no-Furuhonya (Japan secondhand bookshop)” site operated by “The
Federation of Antiquarian Booksdllers,” with its 2,800 second-hand bookshop membersfromal
over Jagpan, it is possible to search for and order second-hand books. Presently, they boast
800,000 hits amonth on their Site.

There are currently 1.5 million titlesin Internet bookstore databases. However, only
about 600,000 titlesare actualy in stock and deliverable. Often, when books are sold out or much
sought-after, searching at secondhand bookstores isthe only recourse. It is expected that the
system by which highly sought-after books can be searched for and obtained through the rare
book digtribution system that isaclaim to fame for Amazon.com and Barnes & Noble.com, will
certainly be needed in Japan aswell.

B. On-line Publishing and Electronic Books

One example of online publishing onthe Internet, is* Electronic Book Papyless’ started
by Fuji Online System which currently has 2,400 titlesfrom 55 publishing companies, and boasts
sales of asmany as 12,500 “volumes’ amonth. Ani-mode version of Electronic Book Papyless
began recently caled “ Pocket Papyless,” and they are enjoying rapid expansion into the handheld
terminal market, aswell.

Since online publishing makes it possible to publish aslittle asasingle copy, there has
been an increase of services such as on-demand publishing that meetsindividua needs. Options

2 j-modeis an Internet-type network established by NTT DoCoMo that can be accessed through special models of
mobile phones.

% The expression “clicks and mortar” refersto the linking of both an Internet-based business and aphysical shop to
optimize their respective functions.
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and services have sprouted up that take advantage of special conditions, such asalowing free
downloading of books for which the copyright has expired.

C. Internet CD Salesand Downloadable Music

“CDNow Japan” is currently doing quite well selling CDs on the Internet.
“WEBNATION,” operated by Digital Garage, Inc., isaiming for two billionyenin saesinits
first year of operation. The online CD shops operated by large CD retail companies are a so
visible, but there are many that enter the market from a completely different business, such as
Neo Wing Co. and bookstores like JBook and Tsutaya Online. Also, the large record company
HMYV Japan kk hastied up with Lawson, Inc, and created a system by which customers can order
CDsand other products over the Internet, then pick them up and pay for them a anearby Lawson
convenience store. Service commenced in the middle of November 2000. Prior to this, HMV
Japan kk was already achieving about onebillion yen ayear in sdlesfromits Internet operations,
sdling CDs and music-related books, which they began in 1999.

Inthe music world, it is expected that downloading music over the Internet will become
more mainstream than buying CDs, sinceit issmpler and more convenient. At present, despitea
number of problems such as downloading speed, and copyright violations from the distribution
of unauthorized copies, it isindeed becoming more popular.

Sony Music Entertainment (SME), in December of 1999 created a Site especialy for
downloading music called “Bit Music.” Thisis one example of amovement toward music
downloading. SME now sellsdl of their new songsthrough downloading on the site at the same
time asthe CDs arereleased. Music can be played through amusic portable player or PC, using
proprietary technology that upholds copyrights. Also, January of 2001, NTT DoCoMo and
MatsushitaCommunication Industria Co., Ltd. started aservice that enabled consumersto utilize
their music downloading service from a PHS phone.

A lot of music downloading is being done on atrid basis at the various Internet CD
shops. Tower Records Inc has opened alistening page adapting the Liquid Audio System* and
has started an Indies music download service with anew system called “ VitShied”. In April of
2000, Avex Inc started amusic download site called “ @Music.” The site usesthe Real Audio
Player to alow customersto listen, and uses both IBM’s EMM S’ and Liquid Audio system for

* A system developed by Liquid Audio of the U.S. It supports Dol by noise reduction adapted to thissystem aswell as
severd compression technologies, such asMP3 and AAC. It isahighly evolved system that employs security
technology such as electronic watermarking and other software, including the mastering software Liquidfier, the
data-checking software Liquidserver, and the playback software Liquidplayer.)

® A music download system devel oped by IBM in conjunction with five mgjor record companies. It can also be used
for moving video images and other applications.
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downloading.

NTT Communications Corporation hasteamed up with ninelarge record companiesto
start “ Arcstar Music,” an experimental music downloading service. They have devised waysfor
avariety of listenersto participate through the use of several kinds of downloading systems, as
well as considering each company’s different music delivery systems of each company. Beyond
this, there have been many experimental music download businessesin operation, such as
“Millennium Big Bang” created by the 15 companiesin the BMG Funhouse group, which
provides music content from severa record companies asits platform. Thereisalot of interest in
how things will progressin the months and yearsto come.

12



I11. Related Regulations

A. The Resale System

Theresale system enables publishersto restrict theretail pricesof publicationsin stores.
This system exists because published products can be considered things that contribute to the
knowledge and culture of the population, and it isthought necessary to alow as many people as
possible to come in contact with such products, through many retailers, even if economic
efficiency islowered asaresult. It isup to the customer to choose which product they want from
among awide range of products, and the publishers and retailers need to guarantee the
availability of awide selection. Some books continue to sell over along period of time, so
gability of priceisindispensable. This systemisbeieved to dlow awide range of productsto be
available over along period of time and to be as easily accessible as possible.

B. Commission Sales System

The commission sales system for publicationsfollowed by publishers and distributors
alowsretailersto return unsold booksto the distributor, so that awide range of products can be
displayed. Thispracticeis not completely separate from the resale system, and as such, the price
gability resulting from the resale system makesit possible for bookstores to stock so many items.

Recongderation of the resale system has been an issue since around 1994. After a
recommendation from the Japan Fair Trade Commission in 1998, the free-pricing of books
began, aong with atime limitation for the resale of magazines. Whilethere are demandsfor the
total abalition of thissystem, there are still many who strongly support it. However, thetime has
cometo serioudy reconsider the necessity of theresale system inlight of modern developments,
such asthedigitdization of publications, the emergence of Internet bookstores and the increasing
popularity of new-style used bookstores®. Accordingly, it will be necessary to follow thesetrends
carefully.

C. Copyright Issues

Before, according to the Law on Intermediary Business concerning Copyright, the
Japanese Society for Rights of Authors, Composers and Publishers (JASRAC) wasthe sole
organi zation managing the information related to the distribution of music copyrights. Since an
gpprova system wasin place to decide what copyright royalties were to be applied to asong or

® These are bookshops that collect new books which are returned and sell them as secondhand books.
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applicable product, permission had to be granted by the Director-General of the Agency for
Cultura Affairs.

Somein the music industry and some copyright holders had their doubts about the
centralized system for managing copyright. Many opinion that in order to embrace the current
generation of digitalization and the Internet, and the varied form that copyrights and royaltieswill
take, the old approval system and centralized system for managing copyright are outdated and
potentially very detrimental. Also many thought that modern technology should be utilized and
that asystem that alows artists themsalvesto handl e copyright royalties over the Internet should
be implemented.

In response, the Law on Intermediary Business Concerning Copyright will be quashed,
instead, the Copyright Management Business Act will be established. Asaresult, the copyright
control organization will change from an approva system to aregistration system, and it will
become possiblefor entities other than JASRAC to enter the market as managers of copyrights. A
number of aternative approaches will become possible. For example, record companies and
companies offering music download services can keep track of such information when they
deliver music online, then provide thisinformation to the artist, dlowing the artiststhemselvesto
manage this information.

JASRAC, however, has expressed opposition to for-profit organizations entering the
market along with the influx of competitive principles since they would have alarge effect on
music culture. At the same time, JASRAC has proposed the “DAWN2001” 7, system of
managing copyright information that was creeted for the eraof digitdization and the Internet, and
isaiming to implement this system in 2001. At present they are only at the level of creating
guidelinesto then form aset of rules, but they areincluding alot of content that will be gpplicable
to asystem of managing digital copyrightsin the 21% century.

Such a system would alow organizations policing for illegd sites and registered
companiesto use the latest technology to not only function efficiently, but also to set up asystem
that can accept applications over the Internet from companies providing music downloads and
artists wishing to send out their music themselves.

Currently thereisaprovisiona agreement between Network Music Rights Conference
(NMRC), an organization of companies engaging in the music downloading business, and
JASRAC, related to artist copyrights and royatiesfor the downloading of music. Since adhering
to the same thinking as in the past will alow many rightsto exist on many levels, thereis
agreement that downloadable music shall be valued on aone unit per service basis. However,
since there has been no agreement on the actua fees involved, this agreement has not been
finalized. Also, fees related to downloading free music have not yet been agreed upon.

" A copyright control system that handles al duties including collection of the license fee, as well as protecting
copyrights.
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V. Book Distribution System

A. Agent Routes

Distribution routes for publications in Japan have basi cally remained the same for
approximately acentury, with publications going from publisher through an agent to theretail e,
and these tiers protect each other’s existence. However, today, the fact that 40% of publications
arereturned from the retailer to the publisher isthreatening to destroy this structure.

The standard margin for books taken by an agent is 8-9%, and 20 — 23% by retailers.
The margin for magazinesisalittle higher. However, thereisacatch to thismargin: since 40% of
the books are returned, the actual margin for agents dropsto just lessthan 5%. Thislevel isthe
lowest among advanced nations. The margin on books of Europeand North Americavariesabit
for each country, but on the average agentstake 10 — 15%, retailers get 30 —40%, and magazine
margins are, conversely, lower than Japan.

B. Newly Developed Digtribution Routes

The commission system based on the concept of the resale system islessrisky for
agents and retailers than a system in which they purchase the books outright. Asthey do not have
to accept responsibility for booksthey do not sdll, they can continue to take in new books for
display, focusing only on volume of sales. As such, they do not need to be creative in coming up
with new waysto sdll. Theresult of thishas been adragtic increasein the number of publications,
aswell asthe number of returns (to the publisher), which isresulting in a breakdown of the
publisher-agent-retailer distribution system for publications.

By abolishing former distribution routesin which commissions were paid, Internet
bookstores have begun to grope for new routesthat are easier for cusomersto use. Examplesof
new routes now being focused on include:

» Parce ddivery services

» Convenience stores

» Convenience stores located in train stations

» Bookstores directly operated by commuter railroad companies

 Other digtribution routes dready in existence (example: thelargest video rentd chain in Japan,

Tsutaya)

These new routes for books are being supported by the distribution businesses which
have recently emerged in response to E-commerce demand. For example, Hankyu Corporation
has begun aservicein which books ordered on website, and can be picked up a over 1,000 shops
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insde commenter stations, including company-operated stores, convenience stores, and their
direct management bookstores of “Book 1%,” with no additional handling or delivery charges.
This service is being taken advantage of by the many company employees who commute to
work by train, and thus can be consdered abusiness model that conformsto the characteristics of

the Japanese market.

Figure 2. New Distribution Routes for Books and CDs

a. Large bookstores and internet

Maruzen Internet Shopping

Yaesu book Center Bookshop
O Publisher — Agent — Kinokuniya Book Web
(check bogl:sin_ AoyamaBook Center
ock in store) 3BOOK | [ Home Delivery
Sanseido
Junkudo
Recevein 0
A When not in stock, comethrough an agent Kiosk etc. > S
b. Businesses other than bookstores %
O Publisher Kuroneko Yamato Book Service | (Keepbooksin stock) 1
O Pl Ager - euava | Sy et
Bkl
c. Agents, publishers A When not in stock, come through an agent
O Publisher — HonyaTown | [ Delivery or Receivein
O Publisher - Agent — e-shopping books Convenience store

C. Music CD Digtribution Routes

In Japan consumers that go to music storesto buy CDs are concentrated in a specid
stratum of the market. Most arein their teens and 20s, whereas most peoplein their 40sand 50s
that used to listen to music as a hobby, do not bother to go out to shops. Older people have
become a bit distanced from music stores because music shops are increasingly focusing on
sdling large volumes of popular CDs. Asaresult, older peoplefind it ahasdeto look for CDs
because they cannot relax and choose aCD, or the CD they want is not in stock.
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V. Consume Trends

A.What isImportant to the Consumer

The following seven points were the main requests from consumers based on surveys
on website with respect to online bookstores. They are listed in order of frequency of request.

e A good search engine

» Plenty of information about each book

* Indication of whether or not the book isin stock
 Ability to select delivery method and payment method
* Inexpensive shipping

* Fast ddivery

» Theability to track an order

1. Search functions

Search functions and the displaying of proper information areindispensableto Internet
bookstores. Few people go onlinewith absol utely no clue about what book they want to buy, but
rather think, “I want that author’s new book,” or “Where are the books on this particular topic?’
Most consumers have some notion of what they want.

Looking at the number of booksin the databases of each bookstore, at present most
have between 1.4 and 1.5 million books, with the largest database being that of "bk1," which
boasts 1.8 million books. However, even large databases tend to include many bookswhich are
out of print and no longer available. This meansthat abigger database is not always a better
database. It israther important to make it easier for consumers to purchase the books that are
actudly currently availableto buy, so the presentation of search resultsisonekey point. Thereare
many Internet bookstores with search enginesthat alow searchesto be made in order of
publication or in the Japanese-language equivaent of aphabetica order, but often more than half
of what comes up on such search engines are results that do not correspond to the parameters of
the search. One of the mgjor difficultiesfor al of the online bookstoresisthat they still do not
have the capabilities of any of the mgjor search engine sites. The chalengeisto create asystem
architecture that allows usersto easily find the books they are looking for.
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2. Information on books

Since consumers cannot actualy touch the books sold through Internet bookstores,
providing information like a picture of the cover, alist of thetable of contents, and commentary
on the contents becomes even more important. Another important point iswhether or not asite
provides various of contents such as book reviews, popularity rankings, selectionsrelated to
current events, and email newdetters. There are actualy many bookstoresthat do provide photos,
atable of contents, and reviews of best sellers. "bk1" takesit a step further by providing author
introductions and reviews, aswell asreviews by readers.

3. Ordering system

What the readers are most concerned about when they place an order is*whenwill the
book be delivered?’ An notation that says “in stock” is an easy-to-understand way to accomplish
this, and is now employed by many bookstores.

For most online bookstores, customers must first register and log in. There are some
bookstores that can be used temporary without registering, but by registering the customer may
eliminate the need to have to input their shipping address or credit card number next time,
smplifying the process. There are steswherethe ID and password are selected by the customer,
and other steswhere these are specified by the siteitsdf. Sitesthat dlow customersto specify the
ID and passwords themselves, or consder the user’semail addressto bethe ID number areeasier
to use. Also, receiving confirmation of the order by email afterward isquiteimportant. Customers
can be sure that the order was received properly, and if by some chance an unauthorized order
was made by athird party, the customer would know about it through the confirmation email.
Many organi zations are now handling things through email in thisway, but there are till places
that have yet to implement such asystem.

4. Fulfillment of ordersfor books

One important aspect for future businesswill be responding to the varying needs of
customers. For example, some will want books delivered to a convenience store near their office,
or would rather receive abill, asthey do not have a credit card. Also, the number of bookstores
with tracking functions that allow customers to check on the status of an order isincreasing.
Knowing where abook they ordered is at any given time provides a sense of security to the
customer. Same-day shipping and shipping of partia ordersasthe ordered bookscomeinisalso
becoming more common among bookstores. The cost of shipping isaso an important issue.
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B. Services Geared Toward Consumer Needs

Online bookstores can handle agreat number of bookswhile having no stock, and at the
sametime can provide each individua user with detailed information on the Site or through email.
Customers can also receive recommendations by email based on orders they have madein the
past, and read or write reviews of booksthey have read. Amazon.com effectively employsall of
these techniques in the United States and, as aresult, isincreasing their customer base.

However, the online bookstoresin Japan until now have been more interested in
keeping alarge stock volume and have not put much effort into added services. Even screen
navigation has not been dl that user-friendly. This may smply reflect on the conditions at redl
bookstores. The existing resd e system works on a consignment bag's, and since books that do not
sl can be returned to the publisher, thereis less motivation to devise unique sales methods to
move the product.

Asareault, there are various bookstores that are not committed to any particular vison.
Even amidst the expangve environment of the Internet, there are many bookstores that do not
have afundamenta understanding of the nature of the business, and as such do not have
distinctive personalities which correspond to the real bookstores situation.

Nonetheless, from the end of 1999 through 2000, Internet bookstores showed very
rapid changes. “BOL” and “bk1” began service, various businesses entered the market in
succession, and with the start of Japan operations by Amazon.com, all of the booksdlling sites
have been working hard to distinguish themselvesin order to survive. Thisisone aspect that has
changed drasticaly.

Each company has started to get serious about servicesthat will distinguish them from
the competition pricing, such as point card systems, delivery within 24 hours, and Web pagesfor
i-mode.

C. ServicesProvided by Major Companies

Impress Communi cations Corporation, publishers of I T-related books and magazines,
conducted a comparative survey® on fast-rising Internet bookstoresin August of 2000. This
survey evaluated each company’s service based on ten items’ from the point of view of consumer
requirements. We anayzed pointsthat were considered to be positivein the top-ranking Internet

8 Refer to “Tettel Chosal Tsukaeru Online Bookshops 2000 Nenpan” (A thorough study of bookshops for the year
2000), from Internet Watch Magazine.

® Great search enging/ Plenty of information about each book/ Plenty of content/ Indication of whether or not the book
wasin stock/ Ability for user to select 1D and password/ Ability to select delivery method and payment method/
Inexpensive shipping/ Fast delivery/ no extra charge for partial shipments.
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bookshops.

“bk1”

This company had satisfactory scoresin elght categories, morethan any other company.
A relatively new service that began in July 2000, they have been focused foremost on getting
customersto like books. They have created an environment in which customers can enjoy
coming into contact with books, by setting up things such as a coordinator for each genre of
books and offering plenty of recommendations, aong with asection where arecommended book
ishighlighted each day. The site coordinator, Mr. Ando, bases his site construction on the concept
of “showing context, an important aspect of building abookshelf.” When each book isdueto be
ddivered is clearly indicated, and of particular interest are the 20,000 books designated as
“immediateddivery,” i.e, that can be ddivered the sameday if the order arrives before 11:00 am.
Also, compared to other sites, there are plenty of book reviews and columns (accepting reviews
from usersthemselves) with alot of information rel ated to the content of awide range of books.
Thisabundance of information, compared with other Sites, certainly appearsto make consumers
happy. The organization plansto create an e-mail newdetter and ship overseasin the future.

“e-Shopping! Books’

Thisbookstore scored satisfactory marksin seven of the categories. They re-opened in
August 2000, after revamping their Site. They have increased the number of booksthey carry to
500,000, and have begun to handle magazines, aswell. Asthey have stopped charging ahandling
feefor ddivering through convenience stores, they can be expected to grow even morein the
foreseeable future. Their search engineis simple and easy to understand.

“Kinokuniya Shoten Book\Web”

Another store that scored satisfactory marksin seven categories was “ Kinokuniya
Shoten BookWeb,” an enterprise of the old and established Kinokuniya Co, Ltd. They chargefor
membership, but they back this up by using their two large physica storesfor stock that covers
70% of dl their orders. Their database isfar superior to the othersin terms of ease of use. They
have an extremely large number of books for which thereisinformation like atable of contents
and a description of the contents. Much of their customer base congists of die-hard fans of the
origina bookstores. Thereis aso great interest in their newly begun “i-mode” service.

The next group of stores, those that scored satisfactory marksin six of the categories,
can aso be expected to development in the future. These include “Hon-yarsan,” “Ashahiya
Shoten Ltd.,” “BOL.com,” and “ Junku-do.” Hon-ya-san’s point systemisaperk for their repeat
customers. Asahiya Shoten Ltd. hasapopular servicecaled “Hondana’ (bookshelf) that allows
customersto register their favorite book genres and be notified when new publicationsin those
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fields become available, or register the names of books they like. “BOL.com”, backed up by

K adokawa Shoten Publishing Co., Ltd. and the large German company Bertelsmann Verlag, has
asarvicein which users can print their choice of wording on agift card. The future promises new
services from overseas competitive companies that will offer points of view new to Japan.
Servicesthat are expected to better meet the needs of consumers are aso predicted to become
available.

Currently, in therealm of online CD shopping, thereisnot that much differenceamong
sdlers. Thismay be dueto the fact that competition isnot that fierce, or it could berelated to the
copyright issues. Thereare dill severd systemsin usefor the downloading of music. Inthefuture,
asdigital downloading becomes more common and the systems for managing artist copyrights
becomes clearer, it isexpected that the companieswill become more competitive and try to find
ways to differentiate themselves.
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V1. Market Access Recommendations

A. Advicefor Market Entry

Internet bookstores in Japan have just gotten started, and there are alot of problems
unique to Japan that call for compromises, such as the resale system and Japan’s distribution
system. Also, there are many aress like copyright issuesthat must be worked out related to digital
delivery service. However, digitalization and globdization are urgent issuesin the industry, and
Internet and information technology related business building is moving quickly, whereby
foreign companies with strong technology and financing are likely to perform well.

When considering entering the market in Japan, it is good to keep in mind the
above-mentioned specia conditions of the Japanese market, aswell asto enter amutualy
profitable rel ationship with a Japanese organization that has prime content.

1. Variousforms of market entry

In 1999, Fujingaho-sha (now called Hachette Fujingaho) was purchased by the large
French publishing company Hachette Filipacchi Medias, and anew twist was given to an
industry that was said to be difficult for foreign companiesto get involved with due to the
language barrier. Kadokawa Shoten Publishing Co., Ltd. teamed up with Bertelsmann Verlag of
Germany to create BOL.com in June of 2000. However, trends of tie-ups between Japanese
enterprises with good publishing content, and forelgn companies with the ability to digitize that
content, are expected to increase.

2. Sectors where new bus nesses are needed

Digitalization of published content will greatly change the existing distribution
sructure. This means that middlemen such as agents and (retail) bookstores may ceaseto exist.
On the other hand, anew type of middleman may comeinto existence. Thereisalot of attention
being give to companiesthat are called “aggregators’ that are rapidly appearing in Europeand in
the U.S. Thefunction of an aggregator isto take the contents of several publishersand present it
in an aggregated form, and offer amore easy to use single platform of information to the user,
instead of exposing the customer to the varying online services and ordering methods that each
publisher uses. Thisis perceived to be quite a good business opportunity that has come about asa
result of new needs that have arisen to support Internet bookstores.
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B. Examplesof Market Entry of a Foreign Company

1. Amazon.com

Amazon.com Inc, the largest Internet bookstorein the U.S., made abidin 1998 to buy
Japan, Book 1, Inc. Although this bid was rgected. The company has since entered the market as
‘amazon.co.jp’ in November of 2000. They setup the distribution center in Chibaand opened a
service center for al of Asiain Sapporo in January of 2001.

Asthereis no such resale system in the US, from 1990 “ superstores’ began to appear
that are known for their large stock of books and discount prices, with price battles broadening.
Amazon.com was able to grow quickly because of their speedy delivery and their low prices. In
Germany, where aresae system similar to that in Japan exists, they attempt to infiltrate the
market by providing free shipping, In Japan, at the time of January of 2001, shipping isfree.
Amazon's entry into Japan is promoting anew look at the resale system, and thisitself isthe
focus of much attention.

2. BOL.com

The large German media company Bertelsmann Group isthefirst media group to sell
their own publications over the Internet, and is planning to grow al over theworld. The
Bertelsmann Group always enters aforeign market by tying up with alocal company, and doing
thingsthe way they are donelocally. By tying up with Kadokawa Shoten Publishing Co., Ltd. in
Japan, they have gotten themselves up and running surprisingly quickly. With proven resultsin
various international markets, Bertelsmann brings a“globa standard” to thisfield in Japan,
spurring anew wave in the industry, and as such there will be alot of focus on how things will
proceed from here.
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VIl. References

A. Rdated Organizations

Japan Book Publishers Association

6 Fukuromachi, Shinjuku-ku, Tokyo TEL 03-3268-1301
http://Aww.jbpa.or.jp/

Japan Federation of Commercial Cooperatives of Bookstores

1-7 Kanda Surugadai, Chiyoda-ku, Tokyo ~ TEL 03-3294-0388
http://www.shoten.co.jp/index.htm (Japanese only)

Japan Magazine Publishers Association

1-7 Kanda Surugadai, Chiyoda-ku, Tokyo ~ TEL 03-3291-0775

http:/Aww.j-magazine.or.j p/FIPP/

Japan Publication Wholesalers Association
1-7 Kanda Surugadai, Chiyoda-ku, Tokyo ~ TEL 03-3291-6763

Japanese Society for Rights of Authors, Composers and Publishers (JASRAC)
3-6-12 Uehara, Shibuya-ku, Tokyo TEL 03-3481-2121

http://Aww.jasrac.or.jp./

Network Music Rights Conferencel ] NMRCL
20 Sanbancho, Chiyodarku, Tokyo TEL: 03-5275-9011

B. Related Sites

1.Books

Kinokuniya Shoten BookWeb by Kinokuniya Co., Ltd
http://bookweb.kinokuniya.co.jp/ (Japanese only)

JBOOK (by Bunkyodo Co.,Ltd.)
http://Amww.jbook.co.jp/ (Japanese only)
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http://wwwjbpa.orjp/
http://www.shoten.co.jp/index.htm
http://www.j-magazine.or.jp/FIPP/
http://www.jasrac.or.jp./
http://bookweb.kinokuniya.co.jp/
http://www.jbook.co.jp/

Maruzen Co., Ltd.(Maruzen Internet Shopping)
http://Amww.maruzen.co.jp/ (Japanese only)

Yaesu Book Center
http://Aww.yaesu-book.co.jp/ (Japanese only)

Sanseido Bookstore Co., Ltd.
http://ww.books-sanseido.co.jp/ (Japanese only)

Asahiya Shoten Ltd.
http://Amww.netdirect.co.jp/ (Japanese only)

Junkudo Co., Ltd., Book Web
http:/Amww.junkudo.co.jp/ (Japanese only)

Hon-ya-san Inc.
http://mww.honyasan.co.jp/ (Japanese only)

Book Service Co., Ltd., by Yamato Transport Co., Ltd.
http://ww.bookservice.co.jp/ (Japanese only)

bk1 by Book1, Inc.
http://www.bk1.co.jp/ (Japanese only)

bol.com by BOL Japan, Inc.
http:/Aww.jp.bol.com/

e-Shopping! Books Corp.
http://ww.esbooks.co.jp/ (Japanese only)

Amazon.co.jp by Amazon.com Inc.
http://www.amazon.co.jp

2.CDs

@MUSIC by Avex Network
http://atmusic.avexnet.or.jp (Japanese only)

25


http://www.maruzen.co.jp/
http://www.yaesu-book.co.jp/
http://www.books-sanseido.co.jp/
http://www.netdirect.co.jp/
http://www.junkudo.co.jp/
http://www.honyasan.co.jp/
http://www.bookservice.co.jp/
http://www.bk1.co.jp/
http://www.jp.bol.com/
http://www.esbooks.co.jp/
http://atmusic.avexnet.or.jp/

Label Gate Co., Inc.
http://mww.label gate.com (Japanese only)

Liquid Audio Japan, Inc.
http://Aww.liquidaudio.co.jp/ (Japanese only)

Culture Convenience Club Co., Ltd.[] CCC[
http://Aww.tsutaya.co.jp/ (Japanese only)

Tower Records, Inc.

http://www.towerrecords.co.jp/ (Japanese only)

CDNOW Japan Inc.
http:/Aww.cdnow.co.jp/
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