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LETTER OF TRANSMITTAL

JULY 1, 1988.
To the Members of the Joint Economic Committee:

I am pleased to transmit to you the third in a series of studies by
Joint Economic Committee staff members which focus on the trade
surplus phenomenon, and the problems which today's unprecedent-
ed trade surpluses pose for the world trading system and, over
time, for the countries that hold them.

The decision to undertake these studies reflects the Committee's
concern that the huge and growing imbalances in international
trade flows constitute a serious threat to the health of the world
economy. While the United States is posting unprecedented trade
and current account deficits, others, notably Japan, the Federal Re-
public of Germany, Taiwan, and South Korea, are running up
trade and current account surpluses of comparable significance.
Over the long run, these imbalances cannot be- sustained. The
longer they continue, the greater the danger that markets will
impose a correction in the form of a world recession.

Much of the discussion of world trade imbalances has focused on
the adjustment tasks facing deficit countries. The Joint Economic
Committee has contributed to the discussion, most recently with
the August 1987 study "The Legacy of Foreign Debt," and in a
number of earlier studies and reports. As the world's largest debtor
nation, the United States has been the focus of much of this discus-
sion, and it is clear that decisive changes are needed in a mix of
U.S. policies to increase the ability of U.S. producers to compete in
markets at home and abroad. This study is in no way intended to
minimize the gravity of the U.S. trade deficit and the complexity of
the challenge we face in attempting to reduce that deficit.

However, the task of remedying global imbalances does not rest
exclusively with the world's deficit countries. A more balanced
international trading system will also require policy modifications
on the part of countries with large trade and current account sur-
pluses. While from the perspective of an individual country sur-
pluses may seem desirable, the benefits will continue to accrue
only in the short term. When large surpluses-and deficits-persist
in the world trading system, they pose a serious threat to the func-
tioning of the system as a whole. In the long term, the prosperity
of all trading nations depends on the successful functioning of this
system.

The JEC's studies of the world's major surplus economies are de-
signed to explore the causes of surplus and the policy alternatives
for addressing them. They start from a premise that recession in
any country is a costly and undesirable solution to the problem of
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imbalance, for surplus and deficit nations alike. Their purpose is to
provide a better understanding of the surplus phenomenon, there-
by contributing to economic policies directed to assuring orderly re-
ductions in world trading imbalances and minimizing the risk of
world recession.

The sources of surplus are rooted in particular institutions and
practices which vary from economy to economy, and therefore
these studies are organized on a case-by-case basis. The first in the
series focused on Taiwan, the trading nation with the highest ratio
of current account surplus to GNP. The second study focused on
the Federal Republic of Germany, the nation with the slowest
growth rate among the major surplus nations. This third study fo-
cuses on Japan, the nation with the largest absolute surplus and
lowest ratio of imports to production in manufacturing. A subse-
quent study will explore a fourth surplus country, South Korea.

The series is a collaborative effort among the international
economists of the Committee staff who extensively review each
study prior to release. This third study was written by Lee Price,
Senior Economist on the staff of the Joint Economic Committee.
The author is grateful for the assistance of the U.S. Embassy staff
in Tokyo for their assistance in the preparation of the study.

It is my hope that these studies will prove useful to you in ana-
lyzing the developments taking place in the world economy.

Sincerely,
PAUL S. SARBANES,

Chairman.
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INTRODUCTION

With a population of 122 million and gross national product
(GNP) of $2.6 trillion-both roughly half the size of the United
States-Japan has the world's second largest economy. It is, howev-
er, a market in which foreign export competitors participate rela-
tively little since Japan spends a lower share of its income on
imports than any other major industrial market economy (see
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This low total spending on imports is all the more remarkable
because the nation pays a relatively high percentage of income for
imported raw materials and food.

It is the pattern of trade in manufactures that sets Japan apart.
Imports supply a much smaller share of Japan's market for manu-
factured goods than in other industrial nations. Moreover, in con-
trast to other major industrial nations, this share has changed very
little over the last two decades (see Figure 2).
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FIGURE 2
Import Content of Finished Manufactures

Percent

etalY U.S.

M 91963

Germany France

_ 1985

Source: OECD, Structural Adjustment and Economic Performance, 1987

Japan's manufactured exports, which make up 98 percent of itstotal exports, now exceed those of the United States and almostmatch those of West Germany, a nation tightly enmeshed in two-way manufactures trade with the rest of Europe.
This study examines the buildup of Japan's extraordinary tradesurplus since 1979 and the prospects for reducing it in the future.It outlines the dimensions of the surplus (and accompanyingwealth abroad), examines the conditions underlying the trade sur-plus, and reviews recent Japanese efforts to adjust to the rapid ap-preciation of the yen since 1985. Finally, looking to the future, thestudy examines options for faster reduction of the surplus whichcould have important ramifications both for improving the stand-ard of living at home and relations with the nations abroad.
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RECORD TRADE SURPLUSES AND FOREIGN ASSETS

Last year, Japan recorded surpluses of $97 billion in merchan-
dise trade and $87 billion in the current account. Both surpluses
have risen every year since 1979 and have reached the highest
levels ever recorded by any nation.

On the assumption of unchanged exchange rates, the Organiza-
tion for Economic Cooperation and Development (OECD) foresees
only a $2 billion decline in Japan's trade and current account sur-
pluses in 1988 and a further $2 billion decline in the trade balance
and a $5 billion in the current account balance for 1989 (see Figure
3). Looking even further into the future, those preparing Japan's
new Five Year Plan have projected the current account surplus to
remain as high as 2 percent of GNP in 1992. Coupled with other
Plan projections, that implies a surplus of $70 billion at an ex-
change rate of 125 yen per dollar.

FIGURE 3
Current Account and Trade Balance
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Japan's trade surpluses and foreign wealth in the 1980's reflect a
combination of traditional patterns and new elements. Japan has

(3)



4

had "export-led growth" for decades, in the sense that the export
sector has grown faster than the rest of the economy and propelled
it forward. But until the early 1970's imports kept pace with ex-
ports and therefore large trade surpluses did not emerge.

Developments since 1979 have certain limited parallels to two pe-
riods in the 1970's, albeit on a far larger scale. In those periods,
too, exports were growing much faster than imports, Indeed, the 15
years from 1971 to 1985 saw only four years in which domestic
demand grew faster than domestic output (see Figure 4).

FIGURE 4
Output vs. Demand Growth
Percent change from previous year
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Years of relatively high domestic demand growth occurred in

1972-73 and again in 1978-79, in the wake of adjustments to large
surpluses. In both cases, surpluses had developed, the yen then ap-
preciated rapidly, and import volume increased. The trade surplus
had already begun to taper off as a share of GNP when in 1973 and
1979 oil shocks actually pushed the Japanese trade balance into
deficit.' In the 1980's, the relationship between the exchange rate
and the trade balance was changed by the emergence of large cap-
ital flows.

' This does not mean that the possibility of future oil price hikes in and of itself provides justi-
fication for Japan's current large trade surplus. Japan is hardly unique among industrial na-
tions in having substantial net imports of oil, and the international trading system could not be
sustained if all oil.importers tried to run trade surpluses large enough to cover potential in-
creases in oil import costs. With a current account surplus now more than three times its oil
import costs, oil prices could quadruple and Japan would still have a current account surplus.
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CREATION OF THE TRADE SURPLUS SINCE 1979

Although Japan's trade balance rose every year from 1979 to
1987, underlying trends changed in 1985 when the period of rapid
yen appreciation began. In 1979, Japan had an $8 billion trade defi-
cit, equivalent to 1 percent of GNP. Exports rose 65 percent in
volume terms over the next six years, while import volume rose
only 4 percent.

The entire increase in Japan's trade balance in the six years be-
tween 1979 and 1985 can be traced to the manufacturing sector,
particularly in competition with U.S. producers. Manufactured ex-
ports shot up 73 percent; to $173 billion, while manfactured im-
ports increased by a third to $36 billion (see Figure 5). (For a dis-
cussion of the success of Japanese exporters relative to U.S. produc-
ers, see Appendix 1.)

FIGURE 5
Manufacturing Imports and Exports
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Rapid yen appreciation caused export volume to taper off and
import volume to rise, but the trade surplus in financial terms
whether measured in dollars or yen continued to climb from 1985
to 1987 (see Figures 6 and 7). During this period, exports rose more
than imports in dollar terms and exports fell less than imports in
yen terms.
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FIGURE 6

Trade in Dollars
Billions

Source: IMF

FIGURE 7

Trade in Yen
Trillions

Source: IMF

The seasonally adjusted dollar measures of both trade and cur-
rent account surpluses have rebounded since mid-1987 (see Figure
3, p. 3). Despite a significant increase in the volume of imports, the
nominal gap between exports and imports is widening for several
reasons. As indicated in Figures 6 and 7, nominal exports are
rising again after two years of decline. Export volume has begun to
expand again and export prices are being raised in yen as well as
in dollar terms. Exports have been running 75 percent greater
than imports. If the rate of growth of imports is not 75 percent
greater than the rate of growth of exports, the trade gap expands.

FOREIGN ASSETS AND EARNINGS

Japan has converted the earnings from its export surpluses into
unprecedented purchases of financial assets abroad. At the end of
1980, Japan held $12 billion more in assets abroad than foreigners
held in Japan. By the end of 1987, Japan had a net foreign asset
position of $241 billion, far exceeding the record net asset position
of $141 billion set by the United States in 1981 (see Figure 8).
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FIGURE 8
Net Asset Position of Japan and the U.S.
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This extraordinary net asset position means rising net earnings
on foreign investments that raise Japan's current account. As re-
cently as 1981, Japan made higher payments on foreign investment
in Japan than it had receipts on investments abroad. By 1987, net
earnings on foreign investment reached $17 billion. They are now
becoming an important component of the current account surplus
as shown in Figure 9. Each year that the current account remains
in surplus, Japan accumulates more net foreign wealth, which in
turn should generate greater net investment earnings and more
upward pressure on the yen.
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FIGURE 9
Current Account, Net Investment Income

6l25m of Dodi

80 - - 80

70- - 70

80 - Current Account / - 0

50 -50

40- 40

30- - 30

20- - 20

10 1

0 - ~~~~~~~~~~~~~~~~~~~~~~~~~0
-10 -10

Net Investment Income
-20 I 1 ~~~~~~~~~~~~~~~~~~~~~~~~~~~~-20

70 71 72 73 74 75 78 77 78 79 80 81 82 83 84 85 88 87

Paradoxically, while Japan's $87 billion current account surplus
in 1987 made it the world's largest net lender, it was also the larg-
est net borrower of short-term funds. According to the Bank for
International Settlements (BIS):

. . . net inflows of short-term capital soared [into
Japan] from $59.4 billion in 1986 to a staggering $91.8 bil-
lion in 1987. The bulk of these inflows represented net
short-term foreign borrowings by the banks-to a consider-
able extent in foreign currency-and appear to have been
partly related to resident investors' desire to cover the ex-
change risk to their foreign investment.2

Japan's capital transactions in 1987 also included net lending of
long-term capital of $136.5 billion, and net government lending of
$42.3 billion. At the end of 1987, Japan had accumulated net for-
eign assets worth $241 billion, with net long-term assets of $410 bil-
lion offset by net short-term liabilities of $169 billion. It should be
noted that, although Japanese financial institutions have invested
heavily in long-term bonds with higher yields, the high turnover
rate indicated by Japanese statistics for purchase and sales of for-
eign bonds indicates that they have been holding individual bonds
for short periods of time.

Japan's net investment earnings reflect not simply its net assets
but also its role as a financial intermediary with short-term liabil-
ities and long-term assets. Part of net investment earnings derive

2 Bank for International Settlements, 58th Annual Report, June 13, 1988, p. 72
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from the fact that rates of return on long-term assets are generally
higher than those on short-term assets.

Japanese investors have experienced foreign exchange losses
since 1985 on their foreign assets, particularly those denominated
in dollars. While U.S. bonds and notes have paid an average of 3 to
5 percentage points more than Japanese securities with compara-
ble maturities, this differential has not offset the depreciation of
the dollar relative to the yen.

On the other hand, Japan's financial institutions have pursued
long-term goals that require acquisition of more foreign assets even
at the risk of exchange rate losses. As the traditional tight con-
straints on investments abroad have been loosened, Japan's major
insurance and pension funds have taken advantage of the opportu-
nity to diversify their assets away from the yen. In addition, Japa-
nese securities firms have recently begun moving aggressively into
the New York and London bond and equity markets and are en-
couraging foreign as well as Japanese investors to use their serv-
ices. For example, Japanese firms were the lead manager for 39
percent of the Eurobonds issued last year in contrast to only 12
percent in 1985 (see Figure 10).

FIGURE 10
Lead Manager of Eurobond Issues

By Nationality of Firm
1985 1987

OTHER US .OTR
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Japanese banks have also become much more active in interna-
tional markets. Widely quoted international rankings of the asset
size of banks are misleading in this regard because the U.S. bank-
ing system is more decentralized than the systems in Japan and
other industrial nations. Comparisons and actual international ac-
tivity by banks are more appropriate. For example, the relation-
ship between Japan's net foreign assets and competition in interna-
tional banking is shown by the trends in cross-border and foreign
currency lending. Although they trailed American banks in such
lending to nonbank borrowers as recently as the second quarter of

87-086 - 88 - 2
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1985, Japanese banks now do more than twice as much of suchlending as American banks (see Figure 11).

FIGURE 11

International Claims on Nonbanks of U.S.- and Japanese-Owned Banks
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Source: Bank for Inlernational Settlements

Note: International claims include both cross-border claims andclaims on domestic residents in a foreign currency.

As part of this trend, Japanese banks have expanded their oper-ations within foreign borders. Again the contrast with U.S. banksis striking. In the last five years, the assets of Japanese banks oper-ating in the United States expanded from $113 billion to $295 bil-lion, while the assets of U.S. banks in Japan stagnated at roughly$20 billion (see Figure 12).
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FIGURE 12

Assets of Bank Branches and Sudsidiaries Abroad

Source: Federal Reserve Board

Fears of disruption in its export industries and of exchange
losses on Japanese holdings of non-yen financial assets have had a
great influence on the Japanese government's position on interna-
tional currency questions. Not long after the September 1985 Plaza
Agreement to bring down the value of the dollar, the Japanese gov-
ernment began to express concern that the yen might appreciate
too far or too fast. If yen appreciation must occur, the government
prefers a slower pace in order to limit damage to export industries
while resources shift to more domestically oriented industries. For
that reason, when the yen climbed rapidly against the dollar sever-
al times in 1987, partly in response to curtailment by private Japa-
nese investors of their purchases of dollar assets, the Bank of
Japan stepped in to purchase tens of billions of dollar assets. In
1987, the Japanese government acquired an additional $52 billion
in net foreign assets while Japanese investors acquired only $7.5
billion in net assets privately (see Figure 13).
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FIGURE 13
Net Foreign Assets

(Billions of Dollars, End of Period)

Private Japanese investors were not alone in their reluctance toacquire more dollar assets in 1987, but they were among the larg-est participants in the exchange markets and bond markets whichbecame very sensitive to each other. Beginning in late March andagain in August, a sharp decline in the dollar against the yen oc-curred, accompanied by a rise in U.S. bond rates and a drop in Jap-anese bond rates (see Figure 14).
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FIGURE 14
Exchange Rate and Long-Term Interest Rates
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This divergence between U.S. and Japanese bond rates suggests
that investors-Japanese and non-Japanese alike-were moving
out of dollar bonds and into yen bonds. Private investment in U.S.
securities declined from $79 billion in 1986 to $36 billion in 1987.
The persistently large external imbalances of Japan and the
United States were important factors in the sharp setbacks in 1987
for three interrelated markets: dollars, bonds, and equities. In its
analysis of the causes of the worldwide crash in equity prices, the
BIS annual report describes the primary cause as "the uncertainty
over how international payments imbalances would be resolved." 3

In addition to financial holdings, Japan has also expanded its for-
eign direct investment (FDI). 4 By the end of March 1988, Japan

3 Bank for International Settlements, 58th Annual Report, June 13, 1988, p. 86.
4 Japanese data on foreign direct investment are derived from declarations to the Ministry of

Finance of plans to transfer funds from Japan for the purpose of making direct investments
abroad. These data will overstate the level of FDI to the extent that such plans are not carried
out. However, when Japanese firms borrow funds from abroad to make their direct investments,
the data understate the value of directly controlled foreign assets.
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had direct investments officially measured at $139 billion, of which
$50 billion was invested in the United States. The character of Jap-
anese direct investments in the United States has changed marked-
ly in recent years. Traditionally, the largest investments here were
in enterprises to distribute and service imports from Japan. While
such commercial investments continue to grow, they have been
overtaken by direct investments in manufacturing and real estate
and almost overtaken by investments in financial institutions (see
Figure 15).

FIGURE 15
Cumulative Japanese Foreign Direct Investment
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The above data may substantially underestimate the value of
assets controlled by Japanese investors in these industries because
it is based on the value of funds transferred out of Japan. To the
extent that Japanese investors borrow funds abroad as "leverage,"
they may acquire assets that exceed the value of the funds trans-
ferred out of Japan. For example, the Japanese FDI data show in-
vestment of $4.4 billion in real estate in fiscal 1987. However, Ken-
neth Leventhal & Co. has estimated that Japanese investors actu-
ally bought real estate in the United States worth $12 billion in
calendar 1987.5

Japan's investment in foreign manufacturing has stepped up
since 1985, particularly in the United States and East Asia. Yet it
remains at modest levels compared to domestic investment. For ex-
ample, in fiscal 1986 Japan's manufacturers invested $3.8 billion in
operations abroad, roughly 5 percent of their $84 billion of invest-
ment that year at home. That compares to their $1.7 billion of
direct foreign investment in 1980, roughly 3 percent of domestic in-
vestment at the time.

5 Douglas Frantz, "Japanese Buy Record $12.7 Billion of U.S. Property," Los Angeles Times,Apr. 5, 1988, Part IV, p. 5.
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Japanese multinational manufacturers produce far less abroad
than their American counterparts. In 1985, the foreign affiliates of
American-based manufacturing firms had output worth 24 percent
as much as their U.S. parents. That same year, output by foreign
affiliates of Japanese firms was only 3 percent of parent firm pro-
duction in Japan.6

6 Susan MacKnight, "Offshore Production: Boon or Bane for the Japanese Economy?" Japan
Economic Institute, Report No. 5A, Feb. 5, 1988.



SOURCES OF EXPORT EXPANSION
The spurt in Japan's trade surplus in the 1980's resulted from

macroeconomic policies at home and abroad that favored its ex-
ports while policies and practices in Japan continued to limit im-
ports. The nation's manufacturers not only responded swiftly and
effectively to exceptional export opportunities but they also benefit-
ed from shifts in investment patterns within Japan.

Government policies in the early 1980's facilitated massive in-
vestment shifts that worked to the advantage of exports. Lending
for housing and public investment was curtailed; investment funds
were freed to seek higher financial returns abroad; and, despite an
overall decline in savings and movement of savings abroad, invest-
ment by manufacturers grew rapidly. With growth in output and
employment propelled by the boom in exports, the government had
room to impose a restrictive fiscal policy for eight consecutive
years, from 1979 through 1986.

MACROECONOMIC POLICY CONTRASTS

For much of this decade, the relationship between the policies
pursued by Japan and the United States has shown more than the
usual interdependence. Linked together by the expanding flow of
capital from Japan to the United States, the fiscal policies of Tokyo
and Washington approached symbiosis: Japan maintained a policy
of reducing its fiscal deficits while Washington steadily increased
its borrowing.

The boom in exports kept the contractionary effects of Japan's
austere fiscal policy from materializing at home. That boom, in
turn, depended heavily on American economic policies. American
policies caused U.S. interest rates to rise, which attracted Japanese
investors and kept the yen at levels very competitive for Japanese
producers in competition with U.S. producers on world markets.
American policies also stimulated rapid growth of domestic
demand in the United States, Japan's most important export
market.

Most economists expected the higher U.S. interest rates to de-
press interest-sensitive spending. This happened less than expected
because foreign lenders, especially the Japanese, provided capital.
Japanese and American fiscal policies would each have faced
stronger political opposition in the absence of the other.

The contrast between the two nations' fiscal policies is striking.
According to the fiscal analysis done by the International Mone-
tary Fund (IMF), the fiscal policy of the Japanese central govern-
ment had a contractionary effect for the period 1981 through 1986
while U.S. policy was neutral in 1981, expansionary from 1982
through 1985, and contractionary in 1986 (see Figure 16).

(16)
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FIGURE 16
Effect of Central Government Policies
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The other side of Japan's rising current account surplus from
1979 to 1985, the growing excess of domestic savings, was generated
primarily by sharply reducing investment. Overall, fixed invest-
ment in Japan declined as a share of nominal GNP from 32 per-
cent in 1979 to 28 percent in 1985. Despite the drop in overall in-
vestment, however, real investment in the manufacturing sector
expanded rapidly. On the savings side, reduction in savings by
households was largelv offset bv increased savings by government.
In effect, the overall drop in domestic investment was largely re-
placed by net investment in assets overseas.

Housing construction fell substantially from the late 1970's to
the mid-1980's. Between 1974 and 1979, spending on housing con-
struction had hovered in a narrow range around 7 percent of GNP.
That percentage dropped steadily through 1985 when it reached
only 4.6 percent-one-third less than in 1979 (see Figure 17).
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FIGURE 17
Types of Investment
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The drop in housing construction is explained largely by the re-
duction or elimination of several government programs to assist
private investment in housing and the shift in private lending
away from housing to meet the more lucrative demand for credit
by other borrowers at home and abroad.

Conversely, the rapid appreciation of the yen since 1985 has been
a boon to the housing industry. Private financial institutions have
found domestic mortgage lending more attractive relative to for-
eign investment. In addition, with the threat of a slowing economy,
the government expanded credit and other assistance for housing.
In 1987 the number of housing starts surpassed the levels of the
late 1970's, although the boom was concentrated in small rental
housing and the amount of floor space under construction and
share of GNP for housing still remain below 1979.

As in housing, investment in the public sector fell precipitously
in the period 1979 to 1985, from 10 percent of GNP to 7 percent
(see Figure 17). This cut in investment accounted for most of the 4
percent of GNP drop in the public sector deficit during that period.
According to Ministry of Construction data, public investments in
sewage systems, water supply, schools, hospitals, and land develop-
ment were all sharply curtailed in 1983 and 1984 compared to pre-
vious years. Rapid yen appreciation and the consequent setbacks
for export industries that began in 1985 have also brought a turna-
round in public sector investment, although far more modest than
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in housing. The prospects for further expansion are examined in
the discussion of fiscal policy later in this report.

Despite the decline in total investment, private investment in
plant and equipment grew substantially from 1979 to 1985. Over
the period, such investment grew almost twice as fast as overall
GNP (50 percent as opposed to 27 percent) and its share of real
GNP rose from 15 percent to 18 percent (see Figure 18). However,
such investment absorbed ony 1 percent more of GNP in nominal
terms (see Figure 17) because investment goods did not rise in price
as much as the GNP average. The sharp increase in real invest-
ment laid the basis for more exports, while the smaller increase in
nominal investment meant that there was more savings available
for investment abroad.

FIGURE 18
Shares of Real GNP
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Surveys of major businesses indicate that the manufacturing
sector was increasing its investment faster than other sectors.
Thus, the period 1979 to 1985 was not only marked by a shift of
investment into private plant and equipment, but a rising share
went into expanding capacity in manufacturing, particularly capac-
ity related to exports. As a result, manufacturing output as a share
of real GNP expanded from 28 percent in 1979 to 35 percent in
1985, an increase of 25 percent (see Figure 18).

Manufacturing firms increased investment on new equipment by
80 percent from 1979 to 1985 and their share of overall investment
was rising, according to surveys. As indicated by Figure 19, the
growth of manufacturing investment was accompanied by in-
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creased manufacturing output and more than matched by the
export volume of manufactured goods.

FIGURE 19
Trends in Manufacturing, 1979-1986
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From the standpoint of policy and politics, business spending to
hire and train labor represents an important form of investment
not reflected in the national income accounts for investment. The
major manufacturing firms have a policy of "life time employ-
ment." Under this policy, most of the work force is protected
against job loss until retirement age at 55 or 60. The share of em-
ployment in manufacturing sector did not decline in the 1980's as
it had in the 1970's. Since the sector continued to post much faster
productivity growth than the rest of the economy, its share of total
output grew rapidly. The combination of the enlargement of the
manufacting work force due to expanded production for export and
the "life time employment" policy will affect the size of the manu-
facturing sector for some time to come.

Consistent with the general pattern of a shift of investment into
more commercially oriented activity, research and development
(R&D) expenditures rose sharply from 1979 to 1985. The share
of the nation's economic activity allocated to R&D went up by a
third, from 2.1 percent of GNP in 1979 to 2.8 percent in 1985 (see
Figure 20).
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FIGURE 20
Nondefense R&D as a Percent of GNP

Although Japan devotes the same 2.7 percent of GNP to R&D as
the United States, almost all Japanese R&D is for nondefense pur-
poses. In 1985, the last year of comparable data, Japan spent 50
percent more of its GNP on nondefense R&D than the United
States (2.7 percent versus 1.8 percent). In total dollar amounts,
Japan spends 90 percent as much on nondefense R&D as the
United States.

GATES OPENED FOR CAPITAL OUTFLOW

While Japanese government policies led to a reduction in total
investment spending at home. they expanded opportunities for in-
vestments abroad. In the late 1970"s, the Ministry of Finance (MoF)
ended its traditional tight control on overseas investments and
began permitting substantial capital outflows. In the context of the
growing imbalance between internal savings and investment in
both Japan and the United States in the 1980's, the change in cap-
ital policy had significant effects on exchange rates, interest rates,
and trade.

Prior to 1978, Japan's major financial investors, particularly the
insurance companies and pension trusts, had been virtually pre-
cluded from holding foreign securities. The Foreign Exchange and
Foreign Trade Control Law was amended in 1979 (effective Decem-
ber 1980) to reflect the changing administrative practice of permit-
ting financial institutions to acquire foreign securities at a con-
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trolled pace. Over time, the MoF has progressively permitted them
to invest more of their portfolios abroad.

The policy on capital outflow overwhelmed a broader policy de-
signed to internationalize the yen, a policy that the U.S. Govern-
ment actively supported. That broader policy included measures to
permit greater foreign borrowing in yen terms in Tokyo, greater
access for foreign financial institutions to operate in Japan, and
creation of new financial instruments.

In practical terms, however, the result of Japan's change in cap-
ital policy has been a flood of capital out of Japan but only a trick-
le into Japan. Between 1982 and 1987, $465 billion in long-term
capital flowed out of Japan, while only $49 billion flowed in. A sub-
stantial portion of the capital outflow went into U.S. bonds and
permitted the U.S. budget deficit to be financed with less pressure
on U.S. interest rates.

Allowing Japanese financial investors to take advantage of
higher interest rates abroad worked to the benefit of Japan's
export industries. The large net capital outflow offset upward pres-
sure on the yen from Japan's mounting trade surplus. The yen did
not strengthen as promptly in the 1980's as it had in the mid-
1970's. The yen began to appreciate sharply in late 1976 when
Japan's current account had reached barely 1 percent of GNP. The
new rules permitting capital outflows in the 1980's help to explain
the absence of strong yen appreciation even as the current account
expanded steadily to reach 4 percent of GNP (see Figure 21).
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FIGURE 21
Exchange Rate and Current Account
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To the extent that the outflows went primarily into dollar assets,
they also contributed to upward pressure on the dollar, giving Jap-
anese producers an additional cost advantage over U.S. producers
in international markets. With the Japanese government commit-
ted to fiscal austerity (until mid-1987), it very much welcomed the
boost that capital outflows gave to exports.

LABOR COSTS AND PRODUCTIVITY

Lower labor costs have also contributed to the trade success of
Japanese manufacturing in the 1980's. Although the gap between
the hourly labor costs in Japan and in the United States has been
narrowing, a gap still remains. In 1960, when technology and pro-
ductivity in Japan lagged far behind North America and Europe,
hourly labor costs in Japan were orly 10 percent of U.S. costs-
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comparable to the newly industrializing economies of East Asia
and Latin America today. As the gaps in technology and productiv-
ity have closed, hourly labor costs in Japan have risen faster than
in the United States. The yen has appreciated and, as a result, Jap-
anese hourly labor costs in manufacturing were 84 percent of U.S.
labor costs in 1987 at the average exchange rate for the year of 144
yen per dollar (see Figure 22). The gap would be narrower at cur-
rent exchange rates.

FIGURE 22
Japan's Hourly Manufacturing Labor Costs
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Hourly labor costs tell only part of the story. To evaluate the
trends in a nation's competitiveness, hourly labor costs can be ad-
justed for productivity changes to calculate so-called unit labor
costs. In comparison with the United States and most other com-
petitors, Japan's manufacturing sector has had faster productivity
increases so that its unit labor costs have risen much less than
hourly labor costs. As shown in Figure 23, Japanese unit labor
costs fell more sharply relative to U.S. unit labor costs in the early
1980's than did hourly labor costs.
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FIGURE 23
Unit Labor Costs in Manufacturing, U.S. Dollar Basis
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Japan's unit labor costs have remained remarkably low relative
to the world as a whole despite the dramatic nominal appreciation
of the yen. Figure 24 shows that, if the nominal yen appreciation is
adjusted downward for the lower increases in unit labor costs for
Japan than for its trade competitors, Japanese manufacturing was
more competitive at the end of 1987 than it had been in late 1978.
During the rapid expansion of exports up to 1985, Japan's unit
labor cost adjusted exchange rate was particularly low.
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FIGURE 24
Trade - Weighted Exchange Rate Indices
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BACKGROUND TO SLUGGISH IMPORTS

Among industrial nations, Japan has a unique trade pattern. On
the export side, although they may seem ubiquitous, Japan's export
products are concentrated in a few industries. On the import side,
there is very low import penetration in the industries for which
Japan has significant domestic production. In terms of obvious im-
pediments to imports, the Japanese economy appears relatively
open. Its tariff rates rank among the lowest in the world and few
quotas remain. According to Japan's critics, however, this trade
pattern-focused exports and very limited imports-is the result of
an aggressive strategic industrial policy and widespread trade pro-
tection.

The more significant import barriers are less visible and are not
quantifiable: government "guidance" of industry, regulations which
work in favor of domestic producers, periodic support for industries
when they become less competitive, creation of "depression car-
tels," and toleration of cartel-like business relationships developed
in manufacturing, agriculture, construction, and distribution. Al-
though most of these practices grew up to serve a variety of pur-
poses, they have the effect of curbing imports. Recent books with
many scholarly case studies document Japanese government sup-
port for specific successful export industries and less visible trade
barriers. I

INDUSTRIAL POLICY AND CARTELS

The Japanese government has placed a high priority on develop-
ing a successful manufacturing sector. Unwilling to leave to
market forces the exclusive responsibility for determining the
structure of its industry, important ministries have cooperated
with industry to accelerate the expansion of manufacturing, par-
ticularly for export. As Miyohei Shinohara explains:

For Japan with only a partially developed economy, a
late starter on the road to industrialization, the general
consensus was to obtain economically advanced status as
quickly as possible. To reach this goal, it was necessary for
the government to take the lead in guidance and direction.
It was often necessary that government be the mediator to
placate the vital and active firms in the private sector. It
was no mistake that government provided supportive in-
dustrial measures for those businesses with comparatively

See, for example, Chalmers Johnson, MITI and the Japanese Miracle: The Growth of Indus-
trial Policy, 1925-1975, Stanford University Press, 1982; Miyohei Shinohara, Industrial Growth,
Trade, and Dynamic Patterns in the Japanese Economy, Tokyo University Press, 1982; Clyde
Prestowitz, Trading Places: How the U.S. Allowed Japan To Take the Lead, Basic Books, 1988;
and Bela Balassa and Marcus Noland, Japan in the World Economy, Institute for International
Economics.

(27)
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higher income elasticity and with relatively higher speed
in technical progress (p. 40).

Shinohara identifies the tools used for these industrial policies as
special tax measures, low-interest loans by quasi-governmental fi-
nancial institutions, import restrictions, coordination of investment
in plant and equipment, promotion of economies of scale through
mergers, deferment of trade and capital liberalization, and other
forms of "administrative guidance" (p. 39).

The two most important ministries intervening to assist the de-
velopment of Japanese manufacturing have been the MoF and
Ministry of International Trade and Industry (MITI). MoF plays a
central role in fiscal, tax, money, and credit policy. It oversees the
budget where it directly develops tax policy and sets the ground
rules for fiscal policy. MoF has close links with private financial
institutions whose top ranks are filled with former MoF officials.
Over the years, MoF has worked to encourage private savings and
favor credit being channeled into industry rather than to consum-
ers. Japan's central bank (Bank of Japan) generally defers to MoF.
MITI regularly publishes "visions" of the desirable developments
for specific industries or groups of industries. These visions derive
from close consultation with companies in the industries and with
outside experts. Although companies are not bound by law to con-
form to the "visions" and the consequent administrative guidance
from MITI, they defer to a degree that American businessmen find
surprising, for reasons described by Michio Morishima:

Since the Meiji period,2 the business world has always
been guided by the government, and has reaped the bene-
fits by swarming around the government . . . even though
a government communication might be no more than a
suggestion, a request or a notification and with no binding
force, in as far as it came from MITI at all any enterprise
feared a cold reception should they fail to comply and
therefore had no choice but to do so. In Japan to be desert-
ed by the government is to be relegated to being a second-
rate enterprise. As a result all major enterprises have not
only moved their head offices to Tokyo, but also taken on
as directors former high officials of MITI and the Finance
Ministry in an attempt to preserve close contacts with the
government. 3

Two recent panels assembled under the auspices of the General
Agreement on Tariffs and Trade (GATT) with members acceptable
to Japan concluded that "administrative guidance" was "a tradi-
tional tool of Japanese government policy based on consensus and
peer pressure" and that "in the special circumstances prevailing in
Japan could therefore be regarded as a governmental measure en-
forcing supply restrictions." 4

2 The Meiji period, which began in 1868, brought a major shift in the policy of the Japanese
government away from almost complete isolation from the rest of the world and toward signifi-
cant economic ties with the West.

3 Michio Morishima, Why Has Japan Succeeded? Western Technology and the Japanese Ethos,
Cambridge University Press, 1982, pp. 189-190.

4 General Agreement on Tariffs and Trade, "Japan-Trade in Semiconductors: Report of the
Panel," Mar. 2, 1988, p. 38, quoting in part "Japan-Restrictions on Imports of Certain Agricul-
tural Products: Report of the Panel," Nov. 18, 1987.
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The companies are motivated to follow MITI guidance not only
by tradition and peer pressure, but also by practical rewards, as
Shinohara explains:

. . .it has been much more effective to have the negotia-
tions mediated [by MITI], leading to a great deal less re-
dundant equipment than if investment were made by a
disunified approach. Moreover, companies can then at-
tempt the enormous amount of investment needed without
worrying so much about future risks, since they are as-
sured that MITI will step in if difficulties arise (p. 39).

When difficulties arise, MITI steps in to help arrange cartels and
discourage purchase of imports. In Japan, the two oil shocks re-
duced the competitiveness of goods produced by energy-intensive
industries but nonetheless imports of such goods have remained at
remarkably low levels. Twenty-two "depressed industries" have
been protected under the 1983 extension of the 1978 Temporary
Measures Law for the Stabilization of Specific Industries. Among
the industries protected by the law have been aluminum, ammoni-
um, cement, cotton spinning, ferroalloys, nylon staple, paper, petro-
chemicals, phosphoric acid, polyester filament, polyester staple,
shipbuilding, soda ash, steel, sugar, urea, and wool yarn. Many of
these industries make intensive use of energy, which is expensive
in Japan.

All the "depressed industries" have become uncompetitive in
international markets and therefore vulnerable to rapid increases
in imports in the absence of barriers. These laws were supposed to
assist the steady reduction of Japanese capacity and increase in im-
ports. With rare exceptions, MITI has successfully helped these in-
dustries to coordinate cutbacks in capacity, but Japanese produc-
tion in these industries has not been scaled back.5 A few industries
are specifically protected by high tariffs. In the case of both urea
and soda ash, the books by Balassa and Noland and by Prestowitz
have documented evidence of quiet agreements between the indus-
try and its purchasers to restrict their purchases of imports. There
is at present no comparable documentation to explain the low im-
ports of the other depressed industries.

According to the annual report of the Japanese Fair Trade Com-
mislio cam tels are legally sanctioned in dozens of indus-
tries, including chemical fertilizers and liner board. Cartel-like be-
havior has been observed in other industries not on the FTC iist.

Cartels present a serious trade problem when they coincide with
closed domestic markets. In an open economy, cartelization should
present an opportunity for foreign exporters. When cartels raise
prices, as they have done in Japan, imports rush into open markets
at lower prices. In Japan, not only have imports remained low in
cartelized industries, but some of the cartelized industries have
continued to be major exporters.

5 With both production declines and substantial import growth, the aluminum industry repre-
sents a notable exception. The aluminum industry had become particularly uncompetitive due
to the high energy component in its costs. Moreover, aluminum comprises a significant part of
the costs of some export industries that could not afford to pay much above world3 market prices.
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AGRICULTURE AND LAND POLICIES

The interconnected policies on agriculture and land profoundly
affect much of the Japanese economy. For a nation with a popula-
tion of 122 million, Japan devotes very little land to urban use.
Three-quarters of its land is taken up by mountains and forest and
two-thirds of the remaining land is farmed.

With vivid memories of food scarcity during World War II, the
Japanese often express concern for maintaining agricultural self-
sufficiency and the government provides strong incentives to keep
land in farming. Both chambers of the Diet unanimously passed
resolutions in support of the ban on rice imports as recently as
1980 and 1984.

Strict quotas and large subsidies help to maintain the profitabil-
ity of many farm products at costs often two to 10 times greater
than world market prices. Taxes on farmed land can run as low as
1 or 2 percent of those on residential land. As a result, vast
amounts of land are cultivated in scattered small plots throughout
major urban areas, particularly with rice or trees.

Despite these incentives for farming, however, substantial ero-
sion of self-sufficiency has occurred. As recently as 1960, Japan pro-
duced 82 percent of the grain (including rice, other edible grains,
and feed grains) and 79 percent of the calories it consumed. By
1983, those self-sufficiency ratios had fallen to 32 percent and 54
percent, repectively. 6

The sale of land is discouraged because annual property taxes
are low relative to the sales and inheritance taxes on land. This
applies to all land, regardless of its current use, and restricts the
supply of land available for development.

Land development is slowed because developers must negotiate
payments to neighbors to give up their right to sunlight and pay-
ments of tenants-including small businesses-to give up their
right to remain in their location. More intensive use of land is im-
peded by the inadequacy of central sewage systems and congested
traffic. Because the average height of buildings remains just over
two stories in Tokyo-and even lower in other urban areas-the
cost in terms of land required for each square foot of floor space is
extremely high. As land and floor space costs have soared, some de-
velopers have found it profitable to invest time and money in nego-
tiating with neighbors, tenants, and government to arrange high-
rise construction. The skyline emerging around a few major busi-
ness and shopping areas attest to their success.

Proponents of fundamental reform of land, argicultural, and
public works policies envision a transformation of the Japanese
landscape and economy. For them, freer trade in agriculture and a
major public works effort would lead to more affordable and better
housing, greater demand for leisure time, and more interest in con-
sumption. Some steps along these lines have been taken in recent
years but they have faced strong resistance. Current agricultural
policies are backed not only by farmers but also by a politically
potent network of farm cooperatives that supplies farmers with

6 Organization for Economic Cooperation and Development, National Policies and Agricultur-
al Trade: Country Study Japan, 1987, p. 145.
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seed, feed, fertilizer, credit, and insurance, and in addition pur-
chases, processes, and distributes their production. Moreover,
owners of urban land would object to radical changes that might
threaten their property values.

AFFILIATED BUSINESSES

Perhaps more significant than government-initiated barriers to
imports are the barriers created by the private sector. These bar-
riers tend to favor established domestic producers at the expense of
imports or even newcomer Japanese producers.

The pattern of formal and informal relationships among Japa-
nese corporations put imports at a disadvantage. Daniel Okimoto
has described the significance of these relationships for foreign pro-
ducers seeking to supply the Japanese market, particularly with
machinery and components used by other businesses:

. . .structures of corporate interdependence, subcon-
tracting networks, and long-term, reciprocal relationships
raise significant barriers to foreign producers trying to
break into the Japanese market. . . . having to break into
a labyrinth of intertwined networks is much harder than
selling into a less structured market like America's, which
functions more on the basis of spot transactions. In Japan,
the framework of interdependence is reinforced by a busi-
ness culture that prizes mutual trust and reciprocity....

In Japan, corporate consumers of intermediate goods
place prime importance on establishing close working rela-
tionships with supplier firms. They want to work out to-
gether new product designs, technical specifications, and
the manufacturing details. They also want to be able to
ask suppliers to cut prices when business conditions call
for it. Such cooperation requires both sides to enter into
long-term reciprocal relationships. For foreign firms wish-
ing to break into a network, it is essential to have manu-
facturing facilities located near corporate customers so
that the continual give-and-take of long-term negotiations
can be carried out.7

Prior to World War II, the Japanese economy was dominated by
a few large and powerful family-owned conglomerates engaged in
multifaceted manufacturing, finance, and foreign trading (zai-
batsu). During the postwar occupation of Japan, the U.S. attempt
to break up the zaibatsu was only partially successful. A more
loosely knit system of keiretsu often bearing the same name (e.g.,
Mitsubishi, Mitsui, Sumitomo) arose in their place. Each keiretsu
typically includes a major bank, a sogo sosha (trading company
handling most of the imports and exports of the keiretsu's affili-
ates), and noncompeting industrial firms in steel, electronics, appli-
ances, components, machinery, and similar industries. These firms

7 Daniel Okimoto, "Outsider Trading: Coping With Japanese Industrial Organization," in Ken-
neth B. Pyle, The Trade Crisis: How Will Japan Respond? Society for Japanese Studies, Seattle,
1987, pp. 96 and 90-91.
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own significant portions of each other's stock.8 As much as possi-
ble, each keiretsu member is expected to conduct its business with
keiretsu affiliates and to avoid doing business with their competi-
tors.9 According to Japanese experts on keiretsu practices, the com-
petitive pressures of a much stronger yen are forcing some Japa-
nese firms to choose import suppliers over keiretsu affiliates.

In fact, intra-industry ties between original equipment manufac-
turers (OEM's) and their component suppliers are often tighter
than interindustry keiretsu ties. The major OEM's in the auto, ma-
chinery, and equipment industries have a large number of suppli-
ers whose production is dedicated solely to a single OEM. Over the
years, they have developed products together and shared fat years
and lean years. In recent lean years, the OEM's have expected
their suppliers to accept price cuts of 10 to 20 percent, along with
production cuts of the same magnitude.

Whether the arrangements are formal or informal, the barriers
confronting potential importers of equipment or components
cannot be overcome quickly or easily. The common prescriptions
for raising Japan's imports-a higher yen and some rigorous sales
efforts by foreign exporters-have had a limited effect in overcom-
ing these barriers. The higher yen has induced some well-estab-
lished Japanese suppliers to shift production offshore. But to par-
ticipate in Japan's market for producer goods on a significant scale,
newcomer suppliers usually find that they must either license their
technology or enter into joint ventures with well-connected Japa-
nese producers. In either case, most of the newly supplied produc-
tion ends up being manufactured in Japan and not imported. Ac-
cording to a study by a Japanese expert on science and technology,
Akio Etori, Japanese entities made 32,000 contracts to obtain for-
eign technology over the period 1950 to 1978. Mr. Etori computed
the total cost of those contracts at $9 billion and concludes that
"for a fraction of the U.S. annual expenditure on science and tech-
nology, Japan closed the technology gap." 10

DISTRIBUTION SYSTEM

The structure of the distribution system, at both the retail and
wholesale level, also has the effect of impeding imports. The ineffi-
ciency of the system further increases prices to consumers. Japan's
Economic Planning Agency has estimated that the Japanese distri-
bution system's productivity is 31 percent below that of the United
States.

The small stores that dominate the retail level present a difficult
and expensive distribution network for importers to penetrate.

( A substantial portion of the stock of the average company on the Tokyo Stock Exchange
(TSE) is never traded because it is held by its keiretsu affiliates. This percentage increased from
the late 1960's to the mid-1970's as keiretsu members raised their holdings to prevent foreign
takeovers when government restrictions on foreign ownership were lifted. Some experts have
suggested that this mutual support in the uity market helps explain the fact that, despite
much loftier price-earnings ratios, stocks on the TSE declined less than those on exchanges in
the rest of the world in October 1987.

9 Some stock analysis in Japan have accounted for the extraordinary demand for stock in the
recently privatized telecommunications monoply Nippon Telegraph and Telephone (NIT') (price-
earnings ratio of 270) on the basis that other major companies are buying it in the hope of ob-
taining keiretsu-type favored treatment.

IO Victor F. Zonana, "When It Comes to Forging Alliances, Japan Proves a More Willing Part-
ner," Los Angeles Times, Feb. 22, 1988, Part IV, p. 5.
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Since smaller stores generally carry smaller inventories and less
variety, they are much less likely to carry imports than larger
stores.

The dominance of small stores is reinforced by law. A movement
toward larger stores was halted by the Large Retail Store Law of
1974. In the 20 years before that law, stores with more than 50 em-
ployees had expanded their share of retail sales from 9 percent to
21 percent. Eight years after the law, their share had dropped back
to 20 percent.1 1 Under the law, both councils and MITI must ap-
prove the opening of a large store. Since small shopkeepers sit on
the local councils and constitute the major urban base of support
for the ruling party, the Liberal Democratic Party (LDP), such ap-
proval is rare.

The situation at the wholesale level complicates the problem fur-
ther. Foreign exporters of consumer goods considering whether to
supply small retailers not only face heavy marketing expenses but
also the resistance of powerful wholesalers. Small retailers depend
on their suppliers for credit, other financial assistance, and exper-
tise. Wholesalers usually permit small retailers to sell on consign-
ment, which spares them inventory expense. Wholesalers often pro-
vide business advice for salesmanship, displays, accounting, etc.
This is particularly helpful to the many small retailers who have
gone into business after retirement from their first career at age
55. In addition, wholesalers and manufacturers use their leverage
to prevent their purchasers from changing to cheaper sources of
supply. Japanese wholesalers and the few major retailers have tra-
ditionally shown little interest in the past in obtaining imports. Re-
cently, however, second tier department stores have begun carrying
low-cost imports from Korea, Taiwan, and other Asian nations in
addition to the traditional luxury imports from Europe and the
United States.

There is a sharp contrast between Japan and the United States
in this respect. Japanese officials often complain that American
companies do not "try hard enough" to sell in the Japanese
market, as if Japanese companies took all the initiative in pene-
trating the U.S. market. In fact, however, American wholesalers
and retailers have considerable independence in choosing their sup-
pliers, and they often have been quick to seek out lower cost for-
eign suppliers. Over the last two decades, they have initiated and
expanded relationships with foreign manufacturers.

The ability of U.S. retailers and wholesalers to switch to import
suppliers with impunity does not inevitably result from traditional
American business practices. Indeed, in the early stages of penetra-
tion by Japanese competitors, American manufacturers of cars,
televisions, and other products tried to prevent their distributors
from also carrying Japanese products. They were unsuccessful be-
cause U.S. distributors' independence has been enforced by Ameri-
can antitrust authorities in the Federal Trade Commission and De-
partment of Justice. The counterpart agency in Japan, the Fair
Trade Commission, has never had the political mandate to enforce
such independence. Indeed, Japan's FTC has a very different man-

" Edward J. Lincoln, Japan: Facing Economic Maturity, Brookings Institution, 1988, p. 276.
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date. It presides over retail price maintenance arrangements and
works with manufacturers to establish "fair competition codes"
whose practical effect is to reduce the competitive threat posed by
newcomers to the market.

CONSTRUCTION INDUSTRY PRACTICES

The construction industry provides another example of private
economic structures impeding potential foreign suppliers with gov-
ernment assistance. The so-called dango system has traditionally
determined the allocation of work on Japanese construction
projects without competitive bidding.12 Under the system, potential
competitors meet on a regular basis to discuss upcoming projects
and to reach a consensus over which company will do what por-
tions of the work. With the exception of joint ventures based in
Japan, foreign firms do not participate in the dango system and
foreign-made equipment is rarely used.

In recent years, foreign companies have taken an interest in par-
ticipating in major Japanese construction projects like the Kansai
airport (being built offshore from Osaka) and the Tokyo Bay
Bridge. As a matter of international economic balance, the poten-
tial stakes go beyond imports of the services of construction compa-
nies for design and management of these two projects. Foreign con-
struction companies are much more likely to import foreign mate-
rials and equipment for use on projects than Japanese companies.
Since the Japanese government has plans for public construction
projects worth tens of billions of dollars in coming years, foreign
construction companies and foreign governments have strong in-
centives to push for a more open system.

EFFECTS OF IMPORT BARRIERS

Since many of Japan's import barriers take subtle forms, the
measurement of their impact is difficult. Nonetheless, the available
evidence on the magnitude of these barriers suggests that they are
quite substantial: prices of goods in Japan far exceed those in other
industrial nations; import penetration remains low in the dozens of
industries where cartels have been formed to bolster domestic
prices; over the last three years of rapid yen appreciation, export
prices have been cut far more than domestic prices; and imports
grew very slowly during the earlier 1979-85 period despite excep-
tionally strong economic growth and the rising value of the yen.

Japanese consumers must pay much more than consumers in
other industrial nations for equivalent traded goods-indeed, the
retail prices of goods in Japan often run much higher there than in
the United States. When Japanese travelers go abroad and discover
made-in-Japan manufactured goods at substantially lower prices,
they often return with large quantities. 13 Recent estimates by the

12 For a detailed description of the dango system in construction, see Nobuo Takahashi,
"Dango' Underpins Construction Bid System," Japan Economic Journal, Oct. 10, 1987; Bruce
Roscoe, "The Tightest of Closed Shops Still Prospers," Far Eastern Economic Review, June 11,
1987, p. 71; Karl Schoenberger, "Construction in Japan Runs on Dango: Collusive Inner Circle
Hurdle for U.S. Firms Despite Recent Pact," Los Angeles Times, Apr. 3, 1988, Part IV, p. 6.

'3 Damon Darlin, "Japanese Learn Thrills of Bargain Shopping From Mentors Abroad," Wall
Street Journal, Mar. 11, 1988.
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OECD and Nomura Research Institute suggest that prices in Japan
average 80 percent higher than U.S. prices for comparable prod-
ucts. Some of that difference no doubt results from the inefficient
Japanese distribution system. However, Nomura has also estimated
that Japanese prices are almost 50 percent higher at the wholesale
level, a discrepancy that cannot be attributed to the distribution
system.

One of the factors contributing to higher prices in Japan are the
cartels which operate in both export and import competing indus-
tries. Whether the industry exports or not, domestic prices tend to
exceed world market and Japanese export prices in cartelized in-
dustries. Such differences in prices could not be sustained if im-
ports had open access to the Japanese market.

Whether an industry operates as an officially recognized cartel
or not, when import barriers permit it to charge domestic prices
above world market pripps, it can make use of the additional prof-
its to become more aggressive in exporting.

The response of Japanese exporters to the rapid yen appreciation
since 1985 provides further indication of the closed nature of the
Japanese market. Japanese export prices have fallen sharply rela-
tive to domestic wholesale prices (see Appendix 2 for more detail).
This implies a kind of price discrimination by Japanese producers,
with export prices bearing little relationship to domestic prices. In
some cases, export prices may have been higher than domestic
prices in 1985 but dropped below them by 1987. Since price discrim-
ination can persist only if the two markets are kept separate, Japa-
nese exporters appear able to keep their exports from reentering
the domestic market to undercut domestic prices.

A possibly extreme example of price discrimination occurred re-
cently with cordless telephones. Retailers directly supplied by the
Japanese manufacturer sold the phones for the equivalent of $657.
Another firm imported similar phones back from the United States
and retailed them in Japan for $80. Not surprisingly, re-imports
were outselling the model that never left Japan by 10 to 1. The
manufacturer admonished retailers for selling lower quality export
products and bought up their entire supplies of 3,000 phones at a
cost of almost $250,000.'4

One recent study found that Japanese exporters were raising
their dollar export prices far less in response to the yen's rapid aD-
preciation since 1985 than they had done in the episode of rapid
appreciation in the late 1970's' 5 The breakdown by product catego-
ry suggested that export price hikes had been most restrained in
products such as electronics where Japanese exporters face much
more intense competition from East Asian newly industrialized
countries (NIC's) than they did in the 1970's. This implies that a
Japanese market more open to NIC imports would undercut some
of the profits that Japanese firms now make in their home market.

14 Fred Hiatt "Flap Over Bargain Phones Shows U.S.-Japan Differences," Washington Post,
Feb. 14, 1987, p. K18; Damon Darlin, "Japanese Learn Thri Is of Bargain Shopping From Men-
tors Abroad," Wall Street Journal, Mar. 11, 1988.

I Bonnie Loopesko and Robert Johnson, "Realignment of the Yen-Dollar Exchange Rate: As-
pects of the Adjustment Process in Japan," International Discussion Paper No. 311, Federal Re-
serve Board, August 1987.
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In the period since 1970, Japan has increased imports rapidly
only when the yen was appreciating very rapidly: 1971-73, 1977-79,
and 1985-88 (see Figure 25). In contrast, strong income growth and
a strengthening real exchange rate during the period 1979 to 1985
brought only modest increases in imports. During this period
Japan's economy grew 27 percent in real terms. Its growth rate
averaged 4.4 percent-double the average 2.2 growth rate for
OECD nations as whole.16 Meanwhile, the trade-weighted and in-
flation-adjusted yen appreciated in real terms between 1979 and
1985. Such appreciation accompanied by much faster growth than
the rest of the world would have caused a substantial increase in
imports and a declining trade balance for most nations.

FIGURE 25
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I6 U.S. growth averaged 2.4 percent for the period. The only significant period during which
the U.S. growth exceeded Japan's came in 1983 and early 1984, when the United States was
rebounding from its deepest postwar recession.



PROSPECTS FOR REDUCING THE IMBALANCES
Since the summer of 1987 the economy in Japan has been grow-

ing much faster than any other major industrial nation. National
output grew at an annual rate of 7 percent in the second half of
1987 and 11 percent in the first quarter of 1988. Strong growth is
projected to continue for the balance of 1988, providing a propitious
situation for the government to adjust the nation's trade and in-
vestment patterns to restore international balance.

Dismantling the Japanese import barriers discussed earlier in
this report would benefit Japanese consumers and speed the reduc-
tion of international imbalances. At the same time, if the govern-
ment used other measures to maintain strong internal growth, the
availability of, and competition from, cheaper foreign imports
would raise living standards of Japanese consumers. Because
import liberalization would reduce Japan's large surpluses, it
would relieve pressure for further appreciation of the yen.

Experience from 1979 to 1985 indicates that surpluses continue
to expand with only modest yen appreciation and no import liberal-
ization. Moreover, rapid appreciation of the yen in 1971-73, 1977-
78, and 1985-88 made only modest reductions in Japanese surplus-
es. The destabilizing effect of rapid yen appreciation on financial
markets was seen in the abrupt declines in the dollar and dollar
bonds that occurred in 1987 (see Figure 14, p. 13).

Japan's domestic economy and economic policy have proved to be
quite resilient as rapid yen appreciation has stalled "export-led
growth" since late 1985. With investments redirected toward sup-
plying domestic demands, high growth and low unemployment
could be maintained. In particular, greater investment in housing
and infrastructure has buoyed the economy since 1985 and could
continue to do so for some time to come.

Externally, however, Japan has continued to give less priority to
areas without commercial rewards. Among industrial nations, it
ranks near the bottom in terms of the share of its resources devot-
ed to defense and to development assistance. To the extent that
Japan has provided development assistance, it has had a reputa-
tion for tying aid to purchases of Japanese exports. Japan also im-
ports a low proportion of the manufactured exports from develop-
ing nations.

PRECEDENT FOR REDUCING LARGE SURPLUSES
With pressures mounting to make fundamental changes in the

way it conducts economic policy, Japan will need to develop re-
sponses to the evolving situation. In this context, the U.S. experi-
ence four decades ago may be illuminating. While the world econo-
my has changed fundamentally since 1945 and no nation today has
the economic hegemony then possessed by the United States, it

(37)
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may nonetheless be useful to recall the U.S. decision to accept re-
sponsibility to promote world economic prosperity in the postwar
period. It was a decision that ultimately redounded to the economic
benefit of the world economy and the United States. Not only were
the fears of lapsing back into a depression in the absence of war
not realized, but the U.S. efforts helped launch the world economy
and its own economy on a trajectory of the most rapid and sus-
tained period of growth ever seen.

Immediately after World War II, the United States took the initi-
ative in working with other nations to organize the United Na-
tions, the International Bank for Reconstruction and Development
(World Bank), and the IMF. The nation committed major financial
resources to the Marshall Plan and to the multilateral institutions
that it helped to create. It established an exchange rate regime
that permitted struggling foreign nations to set values for their
currencies that made them very competitive with the United
States. The U.S. market was actively opened up to imports, not
only with the negotiation of the GATT, but also by helping foreign
producers to establish contacts and markets in the United States.
In the private sector, U.S. manufacturing firms invested heavily
abroad, substantially upgrading the capital stock and technology of
foreign nations.

These measures had a profound effect on the U.S. trade position
in the short term while laying the basis for a generation of world
economic growth which benefited the United States. Between 1946
and 1951, imports doubled and the merchandise trade surplus de-
clined from more than 3 percent of GNP to less than 1 percent.
Massive unilateral transfers by the United States made the current
account barely positive in 1951 (see Figure 26).
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FIGURE 26
U.S. Trade Balance and Current Account
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In making these commitments, the United States had practical
concerns that resemble those of Japan today. In 1947, the United
States had exports twice as large as imports, manufacturing capac-
ity greater than domestic demand, and dependence on exports to
markets where demand far exceeded capacity. The United States
was worried about political developments in its major foreign mar-
kets where restrictions on its exports and investments were threat-
ened. The world was beset by fears of imminent worldwide reces-
sion that would have fallen hardest on major exporters such as the
United States.

The United States of the late 1940's also had some domestic eco-
nomic conditions that have some parallels in Japan today. After
years of restricted consumer credit, American households then had
substantial savings and a strong interest in investing them in af-
fordable housing and accompanying durable equipment. There
were great unmet needs for public infrastructure. A major shift in
the allocation of investment and employment was required to re-
store balanced economic growth. Here again, U.S. policies intro-
duced in the late 1940's are instructive. For example, the United
States provided incentives for housing construction and helped
channel credit into that sector.

POLITICAL STRUCTURE AND THE MAEKAWA REPORT

Every major change in Japan's economic policies and practices
proposed by informed observers has provoked strong domestic re-
sistance. Nonetheless, in October 1985, soon after Japan agreed to
join in coordinated efforts to lower the dollar relative to the yen
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and other currencies, Prime Minister Nakasone appointed an ad
hoc commission to study medium-term and long-term policies to re-
spond to "the recent environmental changes surrounding Japan in
the international economic situation." The panel was chaired by
Haruo Maekawa, former Governor of the Bank of Japan.

The Maekawa report noted the need to reduce import barriers in
the areas discussed earlier in this study: agriculture, distribution,
housing, infrastructure, regulatory matters, and restrictive busi-
ness practices. The language of the report was the subject of major
battles with the affected ministries and, perhaps as a consequence,
is often ambiguous and very general. The report received positive
reviews from politicians and the press abroad when it was pub-
lished immediately prior to the 1986 economic summit, but the re-
views in Japan itself were highly negative and the report had no
immediate effect on Japanese policy.

Since then, the report has received little public or media atten-
tion in Japan. While acknowledging this, Japanese officials contend
that the report has nonetheless focused debate within the govern-
ment and that, unlike the first report, a substantively similar
second Maekawa report in 1987 has received the endorsements of
the bureaucracy in the ministries and the leadership of the Liberal
Democratic Party which has controlled the parliament (Diet) since
its formation in 1955.

These endorsements are crucial if major policy changes are to
take place. Political power in Japan is shared by the leadership of
the LDP, senior civil servants, and certain segments of business. To
a degree unusual in industrial nations, Japan's civil service pro-
vides the training grounds for subsequent leaders not only in the
ministries themselves, but also in the LDP and major businesses.

The recommendations of the Maekawa report would, if aggres-
sively implemented, benefit urban consumers and export indus-
tries. The effect on urban consumers would be direct since more
open trade and a more competitive distribution system should
bring prices in Japan down closer to world market prices. The
effect on export industries would be more indirect, but also signifi-
cant. A consequence of today's large trade surpluses is the strong
upward pressure that financial markets are putting on the yen,
thereby forcing export industries to make painful adjustments to
maintain their sales. A more open market for imports would re-
lieve some of the upward pressure on the yen. Indeed, a significant
opening of the market could allow trade balance to be restored
without a higher valued yen.

Despite positive benefits to these important constituencies, the
report has encountered stiff resistance from agricultural coopera-
tives, small retailers, wholesalers, financial institutions, construc-
tion firms, and some manufacturing firms who are the major fman-
cial backers of the LDP. Rural opposition is particularly important,
since the party's voting strength is concentrated in rural areas
which are disproportionately represented in the Diet.

This rural bias is changing, but it is not yet clear how fast this
change will be and how it will affect economic policymaking. The
Japanese Supreme Court has been unwilling to require reappor-
tionment except in instances when the populations of urban prefec-
tures districts become very far out of line with rural ones. There is
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a growing understanding among the leadership of the LDP that,
even at the risk of offending some major financial backers, it must
do more to appeal to the "salaryman" who works in urban facto-
ries and offices. The "salaryman" now often votes for candidates of
opposition parties but is coming to represent an increasing share of
the electorate.

THE ROLE OF RECENT FISCAL POLICY

Japan's most recent fiscal policy has played an effective role in
stabilizing the domestic economy but it has had little effect in re-
ducing external imbalances. Earlier in the decade as the economy
was propelled by export growth fiscal policy contributed to the cre-
ation of excess national savings. Budget debates during 1987 and
1988 have reflected a tension between the goals of eliminating
budget deficits and maintaining growth.

Since 1979, Japan has followed a course of fiscal austerity which
the government has termed "fiscal reconstruction." During this
period, the deficit of the central government was reduced from 6.1
percent of GNP in 1979 to 3.3 percent in 1986 while the combined
deficit for all levels of government was reduced from 4.7 percent in
1979 to 0.6 percent in 1986 (see Figure 27). Both deficit measures
expanded in 1987, but are projected to resume shrinking in 1988
and 1989.
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The official "fiscal reconstruction" goal of eliminating the deficit
of the central government's general account by fiscal 1990 (ending
March 1991) was recently reaffirmed by the new prime minister,
Noboru Takeshita. The general account, which includes most of the
budget except major construction and investment programs, still
runs a deficit of roughly 2 percent of GNP.

The direction for fiscal policy under the new prime minister re-
mains unclear. On the one hand, Mr. Takeshita served as Finance
Minister during the early years of Mr. Nakasone's term when
budget policy was most austere. However, he has retained Mr.
Miyazawa, his successor as Finance Minister, in that post. Mr.
Miyazawa has favored a more stimulative fiscal policy at least
since his 1984 campaign to become prime minister and he oversaw
the stimulative 1987 supplemental package.

The framework of fiscal policy is established in discussions be-
tween the LDP and the ministries in the fall of each year. The
budget that emerges in December from that process is normally ap-
proved by the Diet in the spring without change. Every year since
1979, the general budget approved in the spring has reduced real
spending over the last general budget. The initial budget for fiscal
1988 repeats the pattern of austere initial budgets.

The Japanese government is understandably far more concerned
with maintaining strong domestic growth and low unemployment
than it is with reducing external imbalances. The evolution of the
1987 budget strongly indicates the ineffectiveness of external pres-
sure for stimulus in the absence of internal pressure and the re-
sponsiveness of Japanese fiscal policy to domestic priorities. It may
give some indication of the prospects for fiscal policy in 1988.
During 1986, the Japanese government had responded to foreign
pressures for faster growth with assurances that the 1987 budget
would be stimulative. Although there were initial attempts to
defend it as such abroad, the budget for 1987 was undeniably con-
tractionary as proposed in December 1986 and approved in May
1987.

Subsequent evidence revealed that the domestic economy was
stagnating. The number of people unemployed rose by 10 percent
in the first half of 1987 (see Figure 28), and growth of domestic
output went to zero in the second quarter of 1987 (see Figure 29).
With fears growing that the fast-rising yen might put the economy
into recession, the government began work on an expansionary
supplementary budget. The structure of the Japanese economy
puts a high premium on avoiding recessions. Japanese companies
typically rely much more on debt than equity than do companies in
other industrial nations. In addition, the major companies have
policies of "lifetime employment" for most of their work force.
These policies have the advantage of instilling loyalty and support
for labor-saving technology in good times, but effectively raise fixed
costs to be carried in hard times.
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FIGURE 28
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FIGURE 29
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Immediately after the initial budget was approved in May, the
government unveiled its supplemental budget. This two-year pack-
age of public works spending and tax cuts was quickly approved to
provide new stimulus worth 1 percent of GNP each year. Two
smaller supplemental budgets were approved in the fall of 1987
and early 1988. In combination with the contractionary initial
budget adopted for 1978, however, even this extraordinary package
resulted in only a modest net stimulus for the year (see Figure 16,
p. 17).

The Japanese government, like other governments, is more sensi-
tive to domestic political pressure than to pressure from abroad.
Strong foreign political pressure failed to win an expansionary ini-
tial budget. The midyear supplemental budget was more potent
than was required to placate foreign critics. In contrast, domestic
political pressures for expansionary fiscal policy were mild as the
initial budget was prepared in the fall of 1986. Later as exchange
rate appreciation took its toll on export industries and unemploy-
ment rose in the spring of 1987, the domestic pressures grew and
produced a major supplemental package.
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Although the Japanese government has hailed its initial budget
for fiscal 1988 as the first initial budget in many years to increase
total central government spending, that does not necessarily mean
a boost for the economy. In the Japanese budgetary system, "cen-
tral government spending" is a term which includes both direct
outlays by central government ministries and revenue sharing
transfers to the prefectures. Because of strong economic growth,
central government revenues are rising quickly, as are the outlays
associated with revenue sharing. Central government ministries, on
the other hand, are actually reducing their outlays, a fact masked
by the expansion of revenue-sharing transfers to the prefectures.
With the central government retaining its share of increased reve-
nues but cutting its spending, the budget approved in April once
again has a contractionary effect (see Figure 16, p. 17).

Unfortunately, fiscal measures alone will do little to reduce ex-
ternal imbalances unless they are complemented by a sufficiently
strong yen and specific measures to lower barriers to imports.
Indeed, although Japan has adopted the fiscal stimulus recom-
mended by many concerned with international imbalances and al-
though domestic growth had accelerated, the net external surplus
measured in dollars has started to grow again (see Figure 3, p. 3).

REDUCTION OF IMBALANCES THROUGH IMPORT LIBERALIZATION

Recent and past experience indicates that the decline in Japan's
trade surplus will depend more on trade policy and exchange rates
than on the growth rate of GNP. While the level of imports will be
affected by whether GNP expands at the 3.75 percent rate project-
ed by the new Five Year Plan or at the 2.6 percent rate considered
"recessionary" by Japan in 1986, a more significant means of re-
ducing the surplus would be major import liberalization.

It would be possible for Japan to accelerate its growth rate and
still not reduce its international imbalances. Indeed, Japan's exter-
nal imbalances have expanded since the second quarter of 1987 de-
spite rapid GNP growth. The most recent available data (through
the end of 1987) show real GNP growing at an average annual rate
of 8 percent for the last two quarters of 1987. That boom was led by
growth rates of 28 percent in housing, 22 percent in public invest-
ment (largely public works), and 9 percent in private nonresiden-
tial investment. However, the import contribution to all three of
those sectors remains quite low.

Research done by Nomura Research Institute indicates that
import liberalization can be more effective in reducing the surplus
than further yen appreciation. Compared to its base case with
modest reductions in the surpluses, import liberalization would
reduce the current account by $12 billion in fiscal 1988. In contrast,
yen appreciation to 113 per dollar (instead of the base case of 123
per dollar) without import liberalization would raise the current
account surplus by $6 billion because of the reverse "J-curve
effect" of raising the dollar value of exports (see Figure 30).1

'Nomura Quarterly Economic Review, May 1988, p. 13.
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FIGURE 30
Scenarios for the Current Account Balance
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Japanese policy appears committed to sustaining strong growth
and preventing an increase in unemployment. If 1987 practice is
repeated in 1988, the government will adjust fiscal policy to main-
tain domestic growth but move slowly to take measures that
reduce imbalances. Whether growth slows will depend on the inter-
play of conflicting trends.

On the one hand, the expansionary effects of the tax cuts and
public works in the three supplemental budgets passed during
fiscal 1987 probably have not entirely dissipated. On the other
hand, the yen appreciated sharply again in late 1987 and, with
some lag, may hurt export industries and slow the economy before
the end of the year. Moreover, the pace of housing and public
works is expected to slow due to pressures on land prices. Nonethe-
less, both are expected to be large and expanding sectors in the
Japanese economy for some time. Japan could help reduce its ex-
ternal imbalances by permitting foreign firms greater participation
in the construction industry, but it has been reluctant to do so.

Placing the focus on import liberalization rather than output
growth does not mean that faster Japanese output growth is not
desirable since it helps reduce external imbalances indirectly by
creating jobs for workers displaced by agricultural and manufac-
tured imports. That changes the climate to become more receptive
to more imports which, in turn, reduce the surplus.
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The structural resistance to reducing Japan's trade surplus can
be seen by considering manufactures and nonmanufactures trade
separately. Japan's $160 billion trade surplus in manufactured
goods is only partially offset by its $65 billion deficit in other goods.
For Japan's trade surplus to decline, either the manufactures sur-
plus must decline or the nonmanufactures deficit must rise.

As the two oil shocks indicated, a sharp rise in commodity prices
could make a dramatic change in Japan's external accounts, but
such an increase is neither on the immediate horizon nor a pre-
ferred route toward external balance. Rapid growth in agricultural
imports is another possibility, but past experience suggests that is
unlikely.

That leaves narrowing the manufactures surplus as the remain-
ing option which could occur as a result of some combination of
further appreciation of the yen and import liberalization. Total
output in manufacturing need not decline if domestic demand ex-
pands to take up the slack. However, the types of additional pro-
duction demanded at home will differ somewhat from that which
recedes in trade competition. If yen appreciation brings about the
reduction in the surplus, losses will fall more heavily on price-sen-
sitive export industries. To the extent that import liberalization
narrows the surplus, import competing industries would bear the
brunt of losses in production.

IMPORT LIBERALIZATION AND THE CONSUMER

At an exchange rate of 125 yen per dollar, Japan's GNP per
capita of $23,765 runs 25 percent ahead of the U.S. level of $19,050.
This does not mean that the average consumer in Japan enjoys a
higher material standard of living. Because consumption accounts
for 57 percent of GNP in Japan but 66 percent in the United
States, per capita consumption spending is only 7 percent higher in
Japan (see Figure 31).
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FIGURE 31
Per Capita Consumption Spending
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Although they spend 7 percent more per person in nominal
terms, Japanese consumers can buy much less than Americans be-
cause they must pay much higher prices, due in large measure to
import restrictions in Japan. Indeed, as noted before, the retail
prices of goods made in Japan often run much higher there than in
the United States, the consequence of import barriers, an ineffi-
cient distribution system, higher sales taxes, and differential pric-
ing. The OECD estimates that prices in Japan average 70 percent
higher than U.S. prices for comparable products. When higher
prices in Japan are factored in to the analysis, consumption per
capita in Japan is only 63 percent as high as in the United States
(see Figure 31).

HOUSING AND INFRASTRUCTURE

To account for Japan's strong growth, recently at the April 1988
meeting of the Group of Seven, Japanese Minister of Finance
Kiichi Miyazawa explained that "Japan is really a developing
country-there is a lot we should be doing in my country in social
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overhead and infrastructure." 2 The Japanese have long acknowl-
edged and been concerned about these differences. The large gap
still separating Japan from other major advanced nations in their
housing and public infrastructure was documented in a 1986 OECD
study Urban Policies in Japan, initiated at the suggestion of the
Japanese Ministry of Construction.

Key elements in the new Five Year Plan prepared for Prime
Minister Takeshita resemble those in the one prepared for Prime
Minister Tanaka before the first oil shock. Upon taking office,
Prime Minister Tanaka directed the Economic Planning Agency to
chart a course for major investments in public infrastructure and
housing which developed into a Five Year Plan and his book Build-
ing a New Japan. It is widely believed in Japan that efforts in
these areas were deflected by the two oil shocks of the 1970's.

Households must pay substantially more for housing in Japan
than in other industrial nations despite the fact that the average
floor space per home in Japan is roughly two-thirds of the norm in
European nations. Policies that have long restricted the supply of
land for residential use (discussed below) and credit for home own-
ership have held down the supply for housing and made the price
of housing higher. With respect to the credit available for housing,
the OECD study noted that "because a high priority has been given
to industrial development in Japan, housing production has not in-
creased in line with growth in the economy." 3

In 1983, 11.4 percent of households lived in housing that did not
meet "minimum standards" and 51 percent did not meet "average
standards." "Minimum standards" consisted of being equipped with
toilet, washroom, bathroom for the exclusive use of the household
(except for single units), and floor space per person of 230 square
feet for a single person, 210 square feet for two, and 180 for three.
"Average standards" also included heating, hot water supply, and
50 to 70 percent more floor space per person.

In 1985, only 34 percent of Japanese homes were connected to
central sewer systems. That amount is up from 6 percent in 1960,
but still well below the connection rate of other major industrial
nations (see Figure 32). Although the connection rate is 99 percent
for Osaka and 82 percent for Tokyo, it is only 60 percent for Yoko-
hama and 43 percent for Hiroshima.

2Hobart Rowen, "Miyazawa: No Rush To Reduce Trade Surplus," Washington Post, Apr. 17,
1988.

'Organization for Economic Cooperation and Development, Urban Policies in Japan, 1986,
p. 65.
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FIGURE 32
International Comparisons of Sewer Connections
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Many urban housing units without sewage connection rely on
cisterns which must be regularly sucked out by roving trucks.
Others lack cisterns as well but may share bathroom facilities with
other housing units. Although cisterns are more practical than cen-
tral sewage in low density areas, they pose environmental hazards
in the high density urban areas of Japan. The government has set
a target of reaching the 85-90 percent connection rate typical of
Europe early in the next century. The recent period of fiscal aus-
terity has put it behind schedule. In 1982-84, new construction of
sewage lines was cut significantly. As a result, the OECD reported
that Japan had hooked up only three-quarters of its target in the
Five Year Plan period that ended just before its 1986 study.

Japaix has a well-regarded system of interurban and intraurban
railways. The nation has nonetheless become increasingly depend-
ent on cars and buses and its system of roads and highways is also
underdeveloped. Within urban areas, only 49 percent of roads are
paved. As traffic has become more congested, bus running speeds
have slowed markedly. With sidewalks along only 13 percent of
urban streets, Japan has an exceptionally high rate of pedestrian
traffic fatalities. Tokyo still lacks a ring road system and progress
is slow in creating one.

Park space is very -carce in Japan's urban areas. Tokyo has only
2 square meters of park space per capita, compared to 10 in Paris,
19 in New York, 33 in London, and 46 in Washington. The average
for 11 major Japanese cities is only 3.2 square meters. Over the last
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40 years, while the area of parks has remained about 3 percent of
Tokyo's land area, woodland in the area has dropped from 11 per-
cent to 3 percent.

Housing and public infrastructure take on particular importance
as the population ages. Japan has a relatively low proportion of its
population over age 65 today, but that will change rapidly over the
next 20 years. An exceptionally large share of the population is
now in the forties and fifties age group with an improving life ex-
pectancy. The changing age structure means fewer people will be
at work. Since his bid for Prime Minister in 1984, the current Min-
ister of Finance Miyazawa has emphasized that investment in
housing and infrastructure should be accelerated now, while the
share of the population of working age is still high.

DEFENSE-RELATED MEASURES

By widely used measures of defense costs, Japan spends roughly
1 percent of its GNP on defense compared to 6.7 percent for the
United States and an average of 3.3 percent for other members of
the North Atlantic Treaty Organization (NATO), as shown in
Figure 33.

FIGURE 33
RATIO OF DEFENSE SPENDING TO GDP, 1986
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While some have concluded that Japan should spend substantial-
ly more on defense as a way of reducing international trade imbal-
ances, there are constraints on how much Japan can be expected to
reduce imbalances with defense-related measures. Limitations on
Japan's military effort derive from constitutional guidelines, con-
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sistent practice in the postwar era, and concerns of their neighbors
that are unlikely to change significantly in the near term.

It should be noted that comparisons solely on the basis of per-
centages of GNP can be misleading. Japan's GNP is much larger
than all NATO members other than the United States. With the
inclusion of military pensions used in standard NATO comparisons,
Japan's defense spending comes closer to one and a half percent of
GNP and ranks at least sixth in the world and by some estimates
third after the United States and the Soviet Union. Moreover, since
its GNP has been growing faster than NATO nations, Japan's de-
fense spending since 1981 has grown faster in real terms than that
of all NATO members except the United States.

Japan inevitably spends less of its GNP on defense than other in-
dustrial nations, however, since it has a very limited defense estab-
lishment. In the 1950's and 1960's, Japan's defense spending failed
to keep pace with the rapid growth of the economy, and by the
mid-1960's dropped to less than 1 percent of GNP (with military
pensions excluded). In 1976, the LDP made it a matter of policy to
keep defense spending below 1 percent of GNP. Soon after taking
office in 1982, Prime Minister Nakasone sought to change LDP
policy to permit narrowly measured defense spending in excess of 1
percent. In his last year, he persuaded the party to exceed the 1
percent barrier for fiscal 1987. Defense spending that fiscal year
was 1.004 percent of GNP and that adopted in the 1988 budget
edges up to 1.013 percent (excluding military pensions).

Japan's Asian neighbors are extremely wary of any significant
Japanese military presence beyond its territorial waters. From
Korea and China through Southeast Asia and the Indonesian archi-
pelago, there are bitter memories of conquest and occupation by
Japan in the 1930's and 1940's. In recent years, the Japanese Min-
istry of Foreign Affairs has sponsored public opinion surveys in
Southeast Asia that reveal widespread apprehension that Japan
would become a "threatening military power" if encouraged to
assume a greater defense role. Government leaders of these nations
often caution the United States against encouraging Japan to
expand its military activities beyond legitimate self-defense needs
or independent of the United States. Mr. Takeshita highlighted his
assurances on this point in speeches to Southeast Asian heads of
state meeting in Manila in December during his first speech
abroad as prime minister and in his first speech when the Diet
opened in 1988.

There are ways for Japan to spend more on defense and reduce
international imbalances without increasing its military forces and
equipment, however. For example, it could provide larger financial
support for U.S. military efforts on its behalf. Japan's 1988 fiscal
budget provides for a 10 billion yen increase in support for U.S.
forces in Japan, up only 3 percent from fiscal 1987. This compares
to the 5 percent increase predicted for Japan's GNP and a sizable
increase in U.S. expenditures on Japan's behalf. Japan imports
much of its oil from the Persian Gulf where the United States has
sent additional forces at a cost of $30 million a month. In addition,
the United States operates 118 military facilities in Japan where it
stations some 46,000 Americans and employs thousands of Japa-
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nese. U.S. costs in Japan have risen as the yen-dollar exchange
rate has doubled over the last few years.

As another possibility, Japan could do considerably more to
reduce the trade imbalance and yet spend less on defense. Japan
could pay half as much for imported military aircraft as it now
pays for virtually identical aircraft produced domestically under li-
cense from U.S. companies. The government is willing to pay the
additional cost because it hopes that its aerospace companies can
learn the latest technology from the U.S. companies. Ongoing dis-
cussions with the United States about the new FSX fighter plane
suggest that Japan once again intends to have as much as possible
produced in Japan, thereby spending more money per plane and
avoiding balance-correcting imports.

ASSISTANCE TO THIRD WORLD GROWTH

Economic assistance appears to offer a promising path for Japan
to put its economic surpluses to work for the advantage of the
world trading system. Polls in recent years have shown that 75 per-
cent of the Japanese public supports the ongoing level of foreign
aid. However, Japan spends less than 0.3 percent of GNP on offi-
cial development aid which exceeds the U.S. percentage but is well
below the other OECD nations. Japanese officials have recently de-
cided to increase development aid from 0.29 percent of GNP to the
OECD average of 0.35 percent of GNP over five years.

Given the yen's appreciation and a modest increase in the yen
budget for aid, Japanese officials predict that their aid disburse-
ments will reach $10 billion this year and surpass those of the
United States. U.S. officials emphasize that most of these disburse-
ments will take the form of loans and that the "grant equivalent"
of Japanese aid (based on grants plus the present value of the dis-
count provided on the loans rather than the value of the principal
disbursed) will still fall short of the "grant equivalent" of U.S. aid.
Among OECD donor nations, Japan has the lowest share of dis-
bursements in the form of grants.

Japan's foreign aid program has traditionally focussed on project
lending that "has so far been export-oriented, aimed at increasing
Japan's exports to developing nations." 4 Japanese aid agencies
have typically required as a condition for assistance that engineer-
ing/consultancy services be provided by firms either from Japan or
a developing nation. In practice, virtually all Japanese aid has as-
sisted projects designed by Japanese engineers. Not surprisingly,
the resulting project plan details have favored equipment pur-
chases from Japanese suppliers.

Since 1982 the question of development assistance has been over-
shadowed to some extent by the debt crisis in the developing world.
Foreign debts are a burden on growth and development in much of
the Third World where many nations are struggling to solidify
newly democratic governments. The magnitude of the problem has
become clear as more than 40 nations have been unable to meet
their scheduled debt service payments. Despite the difficult inter-

4 Shoji Ochi, Deputy President, Japan Center for International Finance, a private banks' re-
search institution, quoted in Sumio Kido, "Development Aid Increase To Showcase Global
Policy," Japan Economic Journal, May 28, 1988, p. 6.
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nal adjustments which many of these nations have pursued in
order to meet foreign obligations, private lending to them has de-
clined sharply. The result has been a growing negative net re-
source transfer. Resources which would otherwise have been direct-
ed to domestic growth have gone instead to debt service payments,
and gross capital formation and the rate of economic growth have
fallen significantly.

The debt crisis in the developing world has affected the industri-
alized world as well, weakening financial institutions in the credi-
tor nations and effectively shrinking what had once been impor-
tant export markets for the industrialized nations. Although the
crisis is now into its seventh year, there have been only unilateral
and piecemeal efforts to address it.

Foreign hopes that Japan would make a major contribution to
resolving this problem were heightened when the Japanese govern-
ment announced a Third World debt proposal in April 1987. Japan
said it would recycle $30 billion of its current account surplus into
untied assistance to developing nations over three years. It appears
that, in fact, this Third World lending plan fails to deliver as much
as initial news reports would suggest. Although specific details of
the plan have yet to be made public, enough is known to raise
questions about how much the plan will expand growth in the most
debt-burdened nations.

Of the total, $10 billion represents funds previously committed to
the World Bank, IMF, Asian Development Bank, and other multi-
lateral development banks (MDB's). Another $8 billion is attributed
to Japan's giving the MDB's permission to borrow funds in the
Tokyo capital market. That is only fractionally above the annual
level at which Japan has been permitting the MDB's to borrow for
several years.

Of the remaining $12 billion, $9 billion is slated for cofinancing
arrangements with World Bank projects. Those loans could come
from Japanese private banks or one of two government agencies,
the Japanese ExIm Bank (JEXIM) or the Overseas Economic Coop-
eration Fund (OECF). The private banks and JEXIM would provide
loans only on commercial terms and only after the World Bank has
certified a project as justified. JEXIM regulations also require that
the borrowing nation have a standby IMF arrangement. There are
probably not many borrowers who could meet such conditions but
who would be unable to borrow on commercial terms in the ab-
sence of the Japanese program.

The final $3 billion will be lent by the OECF bilaterally over
three years. That amount does not represent new money since the
OECF had already been budgeted at that level in previously ap-
proved budget plans. It is not clear how much of this lending will
have below-market interest rates and how far below it will be. In
the. past, concessionary terms have been provided primarily to the
International Development Agency (IDA) nations (those considered
the poorest by the World Bank) which would exclude the major
Latin American debtor nations.

In summary, the proposal for a $30 billion program over three
years seems a very small improvement over previous policy for a
nation which runs such large annual trade and current account
surpluses. The current program may also be of little benefit to the
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major debtor nations, since most of the major debtors are in Latin
America, but only $2 billion has been slated for Latin America.

The failure of these and other piecemeal efforts to resolve the
problem suggests the need for a more concerted, comprehensive ap-
proach, involving a multilateral framework for reducing and re-
structuring the debt of heavily indebted developing nations. A debt
facility could provide such a framework. Tying debt reduction to a
debtor nation's policy reform, the facility would purchase debt at a
discount from the commercial banks and pass the discount along to
the borrower in the form of restructured repayment obligations.
Since developing nations' loans are already being discounted on
world secondary markets, the facility would help to regularize a
process already underway and ensure that the discount is passed
through to the debtor nation.

In this regard, at the Economic Summit meeting in Toronto in
June 1988, the Japanese government offered a new proposal for an
IMF role in factoring commercial loans to the most debt burdened
nations. This proposal was apparently first raised with the govern-
ments of other summit nations only a few days before the summit
and was not adopted. However, it is noteworthy as an indication of
an emerging Japanese willingness to play a more assertive role in
international economic policymaking.

Japan could also use its current surplus position to contribute to
growth in the Third World by buying more manufactured imports
from there. According to the most recent data compiled by the
GATT, Japan imported only $10.5 billion in manufactured goods
from developing nations, less than one-seventh as much as the
United States (see Figure 34). This is particularly striking since
some of the most competitive manufacturers in the Third World
are geographically much closer to Japan than to the United States.
Since 1985, imports from East Asian developing nations have been
increasing at more rapid rates from very low levels. However, MITI
analyses indicate that the bulk of new imports have been arranged
by Japanese manufacturing firms seeking profits to offset exchange
rate-related losses. Thus, import growth could slow if exchange
rates stabilize.
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FIGURE 34
Total Manufactured Imports from Developing Countries

so - (WiIkom of WI=)

70 -

700

eo - ~~~~~~~~~United States

50-

40 -

30-

20-

I10 l1aaan

198o 1981 1982 1983 1984

Source: General Agreement on Tariffs and Trade



THE ROAD AHEAD
Japan today has the world's largest surpluses of trade and sav-

ings and the second largest market. Japan has been slow to recog-
nize that a nation of such size strongly influences world economic
health, to its own and everybody else's long-term gain or loss. Pur-
suing its own commercial goals, Japan has contributed to world
growth and prosperity by supplying innovative products at com-
petitive prices. In the 1980's in particular, as the United States has
borrowed heavily from abroad, Japan's surpluses have provided a
flow of savings to the world economy. However, it is clear that cur-
rent imbalances cannot be continued indefinitely and that the
health of the world economy will require a redirection of effort.

Today, no major national economy can long stay immune to
changes in the world economy. For the first half of the 1980's, U.S.
imports rose rapidly and spurred growth in the rest of the world.
Japan's export industries benefited more than most. Now that the
U.S. economy appears to be on a course of reducing its net imports
of manufactures, world economic growth faces new threats: lack of
demand rather than a lack of savings; and financial instability
stemming from international imbalances. Japan can significantly
contribute to reducing both threats by increasing its imports on a
sustained basis, particularly through import liberalization.

Rapid growth alone has not ensured declining external balances
in the last year nor, in periods of more stable exchange rates, a
sustained rise in imports. Fundamental reforms to liberalize the
treatment of imports appear necessary for Japan to maintain
import growth and to approach external balance without further
substantial yen appreciation. In addition, Japan can do more to
assist the defense efforts of its political and economic friends de-
spite the severe constitutional limitations at home and political
constraints abroad. Finally, as the world's largest creditor and
source of new lending, Japan can well afford to provide relief to
indebted developing nations whose growth is being stunted by ex-
ternal debt burdens. Those developing nations and others would
also benefit from greater opportunities to export into the Japanese
market.
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APPENDIX 1

TRADE GAINS FOR JAPAN AND LOSSES FOR THE UNITED
STATES, 1979-85

A large portion of Japan's trading gains up to 1985 were won at
the expense of U.S. producers, either in the U.S. market or in third
country markets lost by U.S. exporters. According to Japanese
trade data, the trade surplus with the United States increased by
$33 billion, over half of the overall trade balance improvement of
$57 billion (see Table A). With its exports to the United States
rising by 150 percent, Japan's dependence on the U.S. market rose
sharply from 26 percent of its exports in 1979 to 37 percent in 1985.

TABLE A.-JAPAN'S TRADE WITH WORLD AND UNITED STATES, TOTAL AND MANUFACTURING
BiBoMs of dilars]

1979 1985 Change

Total:
World:

Exports........................................................................................................... 101.9 176.0 74.1
Imports.......................................................................................................... 109.0 125. 8 16.8
Balance.......................................................................................................... -7.1 50.2 57.3

U.S.:
Exports........................................................................................................... 26.0 64. 7 38.7
Imports.......................................................................................................... 20.3 26.3 6.0
Balance.......................................................................................................... 5.7 38.4 32.7

Manufactures:
World:

Exports........................................................................................................... 99.6 173.4 73.8
Imports.......................................................................................................... 27.1 36.4 9.3
Balance.......................................................................................................... 72.5 137.0 64.5

U.S.:
Exports........................................................................................................... 25.7 64.2 38.5
Imports ............................................... 8.5 13.6 5.1
Balance.......................................................................................................... 18.2 50.6 32.4

Japan fared much better in the U.S. market than did the rest of
the world taken together. Between 1980 and 1985, U.S. imports
from the rest of the world rose 29 percent overall while imports
from Japan rose 120 percent (see Figure 35).

(59)
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FIGURE 35
U.S. Imports
1980-100
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In the expanding markets outside the United States, Japanese
exporters found better opportunities as U.S. exports receded. From
1980 to 1985, the volume of U.S. manufactures exports eroded 18
percent, the equivalent of $37 billion in lost exports for 1985.
During that same period, Japan's exports to the rest of the world
grew by $35 billion, in part by winning some of those lost U.S.
export sales and in part by growing with the world market.

Overall U.S. exports to Japan, as measured in current dollars,
fared little better than those to the rest of the world from 1979 to
1985 despite the facts that the Japanese economy was growing
much faster than other markets and that the yen depreciated
much less than other currencies. U.S. exports to Japan rose from
$18 billion to $23 billion, while exports to the rest of the world in-
creased from $182 billion to $213 billion. There are no volume
measures of U.S. exports on a country basis, but reasonable esti-
mates suggest that U.S. export volume to Japan was roughly con-
stant through the period.

Japan benefited disproportionately from the decline in the U.S.
trade balance over the period 1979 to 1985. If U.S. imports from
Japan had risen only as much as imports from the rest of the
world and exports to Japan as little as exports elsewhere, the U.S.
deficit with Japan would have risen to $16 billion in 1985 instead
of the $50 billion that occurred.



APPENDIX 2

DROP IN EXPORT PRICES RELATIVE TO HOME PRICES

Indexes developed by the IMF suggest that a relatively closed do-
mestic market assists Japanese manufacturers in maintaining
their export markets. Figure 36 charts three indices that each
adjust the nominal trade-weighted yen value with a different rela-
tive cost or price factor. The index adjusted for unit labor costs re-
flects the cost of production in Japan relative to its trade competi-
tors; the one adjusted for wholesale prices reflects the relative
price of goods sold in Japan; and that adjusted for export unit
values reflects the relative price of goods exported from Japan.

FIGURE 36
Trends in Export and Domestic Prices
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Table B compares the change in these three indices during two
periods of rapid yen appreciation, from the first quarter of 1977 to
the third quarter of 1978 and from the first quarter of 1985 to the
last quarter of 1987.
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TABLE B.-INCREASE IN INDEX VALUES
[In percent]

Index 1977:1-1978:3 1985:1-1987:4

Unit labor cost adjusted................................................................................................................... 30.2 31.9
W holesale price adjusted.................................................................................................................. 23.3 30.2
Export price adjusted.. ..................................................................................................................... 18.8 19.6

In a world of free markets and competitive pricing, export prices
and domestic wholesale prices would track fairly closely. That did
not occur in either period, although the divergence has been much
wider in the recent period: relative wholesale prices rose 4.5 points
more than exports in the first period but 10.6 points more in the
second.

The rapid appreciation of the yen in both periods lowered the
cost of inputs imported into Japan relative to the cost of Japanese
labor. If producers pass these lower costs on to their customers,
wholesale and export prices rise less than unit labor costs. In fact,
during the recent period, wholesale prices have almost entirely
matched unit labor cost increases. This suggests that Japanese
manufacturers have not been passing on import cost savings fully
to Japanese customers. At the same time, export prices have risen
much less than either unit labor costs or wholesale prices. The gap
between the unit labor cost index and export price index appears
too wide to explain by cheaper imported inputs alone. The profits
made from keeping the gains from cheaper imports and not passing
them on to domestic customers may be subsidizing lower prices on
exports.

Analysis done by the Ministry of International Trade and Indus-
try indicates an even wider discrepancy between domestic prices
and export prices since 1985. It shows that domestic prices have
risen more than domestic input prices over the last three years
while export prices have fallen by more than 10 percent relative to
domestic input prices.'

I Ministry of International Trade and Industry, The 1988 White Paper on International Trade
(summary in English), June 7, 1988, Fig. 15.
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