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Foreword

In November, 1979, a conference on Japanese-American economic
relations was held at the Claremont Hotel in Berkeley, CaUfomia, under
the auspices of the Institute of East Asian Studies at the University of
California. Attending the conference were approximately two hundred
representatives of business, joumahsm, and education in the Bay Area.
Each paper read at the conference was followed by a period of questions
and discussion. The authors of the papers, all with long practical expe
rience in Japanese-American economic relations, are identified on the
preceding page. The papers are printed here in the hope that they will
contribute to a better understanding of issues of great importance to both
countries.

The first paper in the volume, by James Abegglen, describes the
radical nature of these problems. The author states that the present ten
sion between Japan and the United States over trade is likely to be a
long-term condition because it has deep structural causes in the relative
decline in the productivity of American industry. Thus, the deficits are
likely to continue, and they are likely to be accompanied in the future by
intensified competition from Japan in high-value-added industries. U.S.
imports of such products cannot be offset by increased exports of semi
finished or labor-intensive products to Japan; in these sectors the United
States cannot expect to compete with Asian exporters to Japan. Nor will
Japanese investment in this country provide a significant offset. The dis
advantages of Japanese investment in high-technology industries abroad
are considerable. They include the loss ofeconomies of scale, uncertainties
of supply of reliable parts, and Japanese inexperience and sense of in
adequacy in managing a foreign work force.

It is a grim prospect, but Abegglen is not entirely without hope. The
Japanese market is now as open to industrial imports as any in the world;
the risein Japan of large-scale retailerslikeDaiei and Seiyu has easedthe
marketing problem for the foreign company in Japan; and in some in
dustries U.S. companies have advantages of size and technology over
Japanese competitors. Chemicals, pharmaceuticals, food-processing, and
computers are industries in which individual U.S. companies already are
doing or may in the future do exceedingly well in Japan. Abegglen
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believes that, if General Motors is not too badly hurt by government
subsidies to competitors and anti-trust actions, the company in the 1980's
may "have both the product and the resource capacity to make a serious
impact in the Japanese domestic auto market." Yet, over-all, he expects
U.S. industry to do poorly in competition with Japanese companies, even
in the U.S. domestic market. And he fears that—asin the past in textiles,
color television, and steel—solution to noncompetitiveness will be protec
tionism in one form or another. The results of an increasingly general
resort to protectionism,he warns, willbe "simply appalling."

Ambassador Tadao Kato's paper concerns trade issues between the
United States and Japan, but he begins by asserting that the two countries
are "today bound by ties of global significance" that transcend economic
relations. This beUefis shared by most authors in this volume, and it is the
grounds for much of their alarm over the tension that massive U.S. trade
deficitswith Japan have generated. Kato joins Abegglen and Mulkem in
rejecting the widespread American behef that the deficits result from
market restrictions in Japan. Japan's markets are today as open as any in
the world, Kato says, and U.S. deficits are largely the cumulative result of
differential productivity gains in Japan and the United States during the
past two decades. He fears a protectionist reaction in the United States,
stating that it will require an extraordinary amount of mutual under
standing to preserve and expand the free-trading system in the face of
continuing trade imbalances.

The article, "U.S. Trade Relations: Economic and Strategic Impli
cations," by Louis Mulkem, will give no cheer to readers dispirited by
the Abegglen paper noted above. Japan is rapidly replacing the United
Statesas the world'sforemost industrialpower, a movementthat Mulkem
thinks is likely to continue. The trend is based in parton Japan's rapid
development but equally on the erosion of the basic industrial competi
tiveness of theUnited States. Themagnitude of theresulting shift, which is
already well underway, has not yet been grasped by Americans, who
comfort themselves with the behefthat chronic trade deficits with Japan
are the product of unfair trade practices and have responded with pro
tectionist measures. These have only made matters worse, Mulkem as
serts, by protecting noncompetitive industries and raising the costs of
producers using their products.

Mulkem believes that the most critical reason for the loss of U.S.
industrial competitiveness is lackof an intelUgent national economic pol
icy. By economic poUcy he means "an integrated program of national
economic priorities, to be debated, modified, and implemented through
our estabhshed political process." Presumably such a program would
permitAmericans, in much the same way as the Japanesedo, to "reaUo-
cate human and capital resources into industries of high growth, high
technology, and capital intensive productivity." Mulkem insists that such
a program is practicable. Butwhenhe also states that a necessary condi-
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tion ofsuccess isa new sense ofcollaboration andmutual understanding
among government, business, and labor, the reader may wonder at his
optimism.

Keiske Yawata's paper, "Japanese Quality: How itwas Built up and
Maintained," discusses one of the major reasons for Japan's export suc
cess. The relative slackness of quality control in theUnited States is the
otherside of that coin, though the authordoes not sayso. He points out,
however, that quality-control methods in the two countries are funda
mentally different InJapan they depend on acombination ofdesign and
control during production; whereas in the United States they depend
mainly on screening for defective products after production. Not only is
the former method more effective, Yawata states, it is also considerably
cheaper. Why, then, one wonders, is itnot adopted in the United States?
The author suggests a possible answer, indirectly, when he notes that the
Japanese method requires a high degree ofquality-consciousness among
workers, made possible by Japanese workers' identifying with their com
pany and its product. Conceivably Yawata's method is less suited to
American workers, whose company identification isnotably weaker.

Walter Hoadley, executive vice-president and chiefeconomist ofthe
Bank ofAmerica, emphasizes that both the United States and Japan face
difficult economic problems, and that the method by which each addresses
orfails to address these problems will have economic consequences for the
other country. Government expenditures in Japan, for example, have
since 1974 been running 20 to 40 percent ahead of revenues, and the
resulting deficit has been financed by the sale of government bonds. This
practice cannot be indefinitely sustained, Hoadley argues, either govern
ment spending must be reduced or additional taxes levied. Lower gov
ernment spending would impact unfavorably on U.S. interests by reduc
ing Japanese imports; higher taxes, on the other hand, would lower busi
ness profits in Japan and might reduce Japan's competitiveness in world
trade with at least short-term benefits to some American companies.
Hoadley beUeves, however, that the solution to one country's economic
problems will be generally favorable to another, and that some problems
can best besolved cooperatively. He Usts as examples energy development
and conservation, dollar-yen capital market linkages, and assistance to
developing countries.

Whatever the reasons, Japan's export success and the United States's
lack of it led to severe problems in 1978 when the accumulated trade
surplus ofJapan and the accumulated deficits ofthe United States reached
mammoth proportions. The United States demanded that Japan take
measures to solve the imbalance, and the demandwas backedfrom many
other countries with large trade deficits with Japan. Koei Narusawa,
managing director of the Bank of Tokyo, describes in his paper how in
1979 this dangerous situation was turned around. The turnaround was
aided somewhat by the appreciation ofthe yen, which encouraged imports
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and dampened export demand; but government policies—public works,
emergency imports, voluntary restraint of exports among others—were
largely responsible for moving Japan abruptly from anover-all surplus to
an over-all trade deficit. Significantly the U.S. trade deficit with Japan,
though reduced by these measures, was not eliminated, suggesting the
underlying U.S. weakness in world trade. That weakness, clearly, cannot
beremedied exclusively bythe cooperation oftrading partners; measures
ofself-helpare also needed.

Few Americans would quarrel with the goals aimed at in these
papers. It is on the details of implementation that interests and opinions
diverge, making efiective action difficult. The necessary stepto a consen
susenabling action would seem to be a general and realistic appreciation
of the rapid loss of competitiveness of the American economy and the
reasons for it. The Institute of EastAsian Studies hopes these papers will
contribute to such understanding.

Thomas C. Smith

April 9,1980



U.S.-Japanese Trade
Competition in the 1980s:
Changing Context
and New Issues

James C. Abegglen

The 1970s havebeen difficult years for the U.S.-Japanese relation
ship. As the Japanese economy moved to U.S. levels ofper capita output,
Japan maintained a large surplus in trade with the United States, and
expanded its share of the U.S. market. As the U.S. economy grew more
slowly, the U.S. lost a share of the Japanese market, with the national
problem ofamajor trade deficit and aseries ofindustry-specific problems
of competing with Japanese producers. The result has been two major
trade crises, oneat thebegiiming and the other at theendof thedecade,
and continuing tension around the trade issue.

The importance tothe two countries and tothe world ofJapan and
the United States maintaining mutually supporting relations must surely
be clear. It mustalso beclearthat thisrelationship hasbeendamaged and
is likely to be further damaged by a continuation ofconflict and confron
tation over trade competition. Yet thenature ofthetwo economies issuch
thattrade conflict will inevitably continue andwill quite likely reach crisis
levels periodically during the next few years. Perhaps the best that can be
achieved is to attempt to foresee the course of trade interaction, and
anticipate and try tohandle critical problem areas inanorderly and timely
fashion. There seems Uttle excuse for surprise, crisis, and confrontation as
in the recent past, and the cost of a failure to anticipate problems may
prove to be very great.

Trade Between the Two Economies

In a sense, Japan is the "cause" of the problem. That is, it is the
dynamism ofthe Japanese economy compared with the more static U.S.



economy that destabilizes previous trade patterns. Looking to the 1980s,
some effort to try to understand the probable pattern ofJapanese devel
opment seems required as a basis for identifying new issues that may arise
in the trade relationship.

A basic change in the context of trade interaction in the 1980s is
likely to be the long-discussed shift by Japan from being an importer of
basic materials to being an importer of semifinished goods. The shift is
historic, and poses real problems for Japan in terms ofsupply strategy.

Japan is notoriously dependent on imports of food, raw materials,
and energy. The need for these imports is immutable. Throughout Japan's
industrialization, the capacity to process those imported materials was
entirely sited inJapan. That is, virtually all ofJapan's needs for petroleum
products have been met by on-shore refiners of imported crude oil. A
similar pattern apphes to bauxite, copper ore, wood products, and the
whole range of essential materials, imported in basic-raw-material form
and processed in Japan.

This pattern ofimporting raw materials and processing on-shore was
the inevitable result ofJapan's basic raw material vulnerability. However,
from the late 1960s on, it began to be clear that the pattern needed to
change. The requirements of pollution control, the costand difficulties in
obtaining sites, and the relatively high cost ofenergy inJapan, meant that
these pollution-intensive, energy-intensive, and land-extensive processing
facihties were becoming uneconomic inJapan itself. Through the 1970s,
not least owing toincreases inenergy costs, the forces driving the shift to
processing off-shore increased in strength.

Parallel to this Japanese requirement, the countries supplying the
raw materials became steadily more aggressive through the 1970s in their
demands that value beadded tothe materials before their export. In this
sense Japan iswell-positioned regarding the north-south problems ofthe
1980s, because her needs and the needs of"the South" are complemen
tary. Japan will, in fact, seek to supply capital and technology to the
countries with raw materials. The process allows Japan to sell more so
phisticated goods (including the plants for material processing), while
allowing the host countries to achieve higher incomes from the value
added to the materials.

There has been widespread agreement in Japan that this change
should take place, and that it is in Japan's interest that it take place
rapidly. Investments have been made in a number ofindustries, notably
aluminum, petrochemicals, and wood products, and in a number of
countries, notably Indonesia, Australia, Canada, and Brazil. The effects
will become apparent in the 1980s, as Japan's incremental demand in
those industries isincreasingly metfromoff-shore sites. (TheMiddle East,
Siberia, and mainland China will be additional investment/source
points.)



ForJapan, the process poses two difficult trade problems. The first is
strategic. What level of domestic processing capacity is the minimum
acceptable instrategic terms? All ofthese products are basic and critical to
the economy. To reduce Japanese processing capacity to the level suffi
cient only to meet domestic demand isa simple decision; it means only
that Japan will no longer export these products. However, togo further in
reducing on-shore processing capacity istoraise thequestion ofsecurity of
supply. IsJapan secure against supply interruption with domestic capacity
sufficient to meet 75 percent of domestic demand? Fifty percent? Even
less? Processing in Japan is not economic. How much processing is re
quired strategically?

This strategic issue is difficult in its own right. It serves, too, to
highlight a further question, more tactical than strategic, concerning sup
ply security. The host countries for this type ofinvestment tend tobeless
stable economically and politically thandeveloped countries. Security of
supply off-shore therefore requires a diversification of sources, so that a
failure ofsupply from onesource canbebalanced byanother source. Thus
aluminum, wood products, and petrochemical projects are underway or
being planned in several countries, rather than being concentrated in a
single suppUercountry.

Japan is ahuge importer ofmaterials, taking agood portion oftotal
world trade inmany items. She is not, however, afavored customer, either
from ageographic standpoint or, often, for poUtical reasons. At the end of
the supply pipeline, and totally dependent, Japan must have as much
assurance ofsteady supply at reasonable prices as circumstances allow.
Thus Japan needs large-scale supply sources with some geographic di
versity.

It is in this context of a broad shift in the economy and in the
strategic and tactical questions posed for Japan that we can look at the
U.S. position. First, the United States is unlikely to be a site for any
substantial part of these raw-material sourcing and processing invest
ments. As a mature economy, the United States offers few raw-material
investment sites of a scale and attractiveness sufficient to compete with
other investment sites. An example is the precipitate decline during the
past ten to fifteen years in the U.S. share ofJapan's coal imports; the
UnitedStates isnot the mostattractive source forcoalin terms ofquality,
logistic efficiencies, and scale compared with Australia (and perhaps the
People's Republic ofChina next). Thus, in trade terms, the United States
is unlikely to be the beneficiary ofthe trade consequences, orinvestment
consequences, ofthis shift inthe Japanese processing pattern.

Further, theUnited States—oddly, perhaps—has proven tobenotan
entirely reUable supplier. The infamous cancellation ofsoybean supply
contracts inthe early 1970s is the most emotionally charged example ofthe
problem, but U.S. quotas on wood product exports to Japan and the U.S.



banonexport toJapan ofNorth Slope crude arenoless cogent reminders
to Japan that, for theUnited States, domestic political needs have a clear
andconsiderable priority over trade needs ortrade rationality. Again, the
conclusion must be that thechanges in pattern ofsupply toJapanarenot
likely to greatly benefit the U.S. trade balance.

The second broad shift in the trade context, the shift off-shore of the
Japanese supply of labor-intensive goods, similarly seems unlikely to
benefit the United States as supplier. Japanese wage rates have been rising
rapidly. Atrecent exchange rates they are 50percent higher than British
wage levels, nearing parity with manufacturing wage levels in the United
States. Given that Japanese productivity has been increasing by about 8
percent annually for the past five years, while U.S. productivity has in
creasedlittle,we can expectJapanese wagerates soon to be at and above
U.S. levels.

This shiftin labor rates is the counterpart to the pressures that are
shifting raw material processing oflf-shore. Asian economies with Sinic
culturalbases, literateworkforces, and rapid growthrates—the economies
of South Korea, Taiwan, Hong Kong, and Singapore—are increasingly
suppliers of labor-intensive manufactured goods to Japan. In textbook
fashion, the Japanese imports are now largely textiles and footwear, along
with the kinds ofsundry light manufactures thatJapan, many years ago,
exported in large amounts (e.g., toys, household goods). This oflF-shore
sourcing is tosome unknown extent the result ofsmaller Japanese manu
facturers moving their production off-shore, especially to the Korean and
Taiwan free-trade zones. The shift of light manufactureoff-shore seems
likely to continue, asJapan provides thecapital, technology, andmarket
in this sector, aswell asin theraw-material processing sector.

Again, theseseemnot to be productareasin which the UnitedStates
iswell-positioned tocompete. The U.S. share ofJapanese manufactured
imports has dechned from 38 percent in 1968 to23 percent in 1978. Asia's
newly industrializing countries have increased their share of Japanese
manufactured imports from 2 percent in 1968 to 15 percent in 1978.

It ispossible thatby theendof the 1980s some parts of theUnited
States will have sufiiciently low wage levels, compared with other econ
omies, as to compete in the Japanese market against other low-wage
producers. Britain isnearing thatposition now. But formost ofthedecade,
at least. United States wages will not be low enough to attract Japanese
investment, and the United States will not be competitive in supplying
Japan with those goods atthe low end ofthe value-added technology scale
that Japan will be purchasing fromabroad.

The question arises whether the trade problem with the United
States will bemitigated by Japanese investment inproduction facilities in
the United States. Thus U.S. production by Japanese companies would
take the place of exports from Japan. There has been some increase in



Japanese investment in the United States, but the level of investment
remains low. The advantages offered by the United States as an invest
ment site are limited, as noted. The disadvantages of production invest
mentabroadareconsiderable—for example, fragmentation of production
sites and resulting loss of scale economies, the difficulties of securing
supplies ofreliable parts inthe United States, and Japanese inexperience
andsense ofinadequacy with respect to managing a foreign work force.

Investment todatehas largely been theresult ofU.S. protectionism,
as with color-television receiver assembly and production. This response
to closed or closing U.S. borders can be expected to continue. Total
Japanese production investment inthe United States, compared with the
incidence and amount of production investment elsewhere, is Ukely to
remain small,and to have little impact on the trade balance.

The two broad changes in the context of Japanese trade—Japan
importing semifinished materials that are energy-intensive in their pro
cessing, and importing manufactured goods that are labor-intensive in
their manufacture—are simply the next phase of the long process of
economic growth and increase inper capita output and income that Japan
has been experiencing for nearly acentury. To further raise national levels
ofincome, Japanese resources ofcapital andlabor need tobefocused on
areas ofhigher cost efficiency and higher value added.

The implication ofthis projection is that the Japanese economy will
continue on trend to perform well, and to grow faster thanother major
economies. Japan's high level of savings makes possible high levels of
capital investment. This investment makes possible continued growth.
The relatively high growth itself contributes tocontinuation of the cycle,
because under conditions of rapid growth, theshift of laborresources, in
particular, is poUtically possible at a rate not possible ina slow-growing
economy. The high level of education of the labor force, and its high
mobility from jobtojobwithin acompany (in part because ofthe absence
of skill-based unions) means that the resources are available and able to
move to moresophisticated productlevels in manufacture.

We can think of U.S.-Japanese trade competition, therefore, as a
situation inwhich Japan continues toexert a destabilizing effect from the
factthatshewill continue togrow relatively faster, continue to experience
relatively more rapid increases in productivity and therefore in cost
effectiveness, and continue to shifther productmixdownstream to higher
value-added manufacture. If this general projection isat all accurate, the
only expectation can be for continued and considerable trade friction.
This process puts Japan on collision course with the United States insuch
product areas as electronics, where the United States has thus far held the
advantage.

The sequence is visible. It was only a decade orsoago thatthe focus
ofU.S.-Japanese trade tension was on textiles. The next crisis sector was



steel. The most recent was color television. Each succeeding area of
problemwas in a highervalue-addedproduct sector.(And be it noted for
laterdiscussion, in each case the United States solved the tradeproblem
by protectionism, using the device of Orderly Marketing Agreements, all
of which are still operative.) The current problem sector appears to be
automobiles. And considerable agitation has begun around the issue of
semiconductors. The United States still enjoys a favorable balance on
semiconductor trade with Japan, but the U.S. industry, observing the
situation with color television and preparing for the worst, has begun a
ferocious campaign against Japanese semiconductor exports to theUnited
States.

This is perhaps an appropriate point at which to take a step back,
and instead of inquiring into future trends, review some basics of the
Japanese trade position. These form the framework against which the
newer trends appear.

First, Japan will run a surplus on its trade in manufactured goods.
Japan must import all food, material, and energy necessary to power a
modemeconomy. To pay for those imports, Japan will export manufac
tures. By definition, then, Japanwill run a surplus onmanufactured-goods
trade. Further, Japan has a large deficit on its invisibles account—with
Britain andtheUnited States inparticular—and cancover thatdeficit only
by a manufactured-goods trade surplus. And again, Japan will invest
abroad; to do so requires foreign-exchange funding, and the manufac
tured-goodsexport surplus willprovide those funds as well.

Second, the United States is the largest market for manufactured
goodsin the world and the most important for Japan. The U.S. share of
Japan's exports is declining, but the importance of the market has no
substitute. Therefore, any discussion on the future of trade must be based
on these home truths: Japan will mn a surplus in manufactured-goods
trade, and a considerablepart of that surplus willbe from its trade with the
United States. The yen will move to make that surplus possible (and
decline againstthe dollaras that surplusmayfrom timeto time diminish).
The political and strategic consequences of the United States' failing to
understandand accept this factare simply appalling.

(It is perhapssufficient to note here a few of the advantages to the
United States of thissituation. Viewed multilaterally, Japan's deficit with
other traders who, in turn, are in deficit to the United States is much to the
United States' advantage. Japanese goods provide good value to an
infiation-racked U.S. economy. The trade ofU.S. farmers and farm prod
ucts profits from Japan's large purchases from the United States. And the
strategic costs to the United States of an alienated Japan would be great.
But thisaspectof the trade issue is to the sideof the presentdiscussion.)

Theproblem, then, isa structural imbalance in U.S.-Japanese trade
in manufactured goods, not related to tarifis, quotas, or other formal as-



pectsof trade relations. Thisstructural imbalance is much exacerbatedby
the relative decline in U.S. trade competitiveness, not only with respect
to Japan but to other suppliers to the Japanese market. The problem is
aggravated because of Japan's own economic success, which causes Ja
panese growth and competitiveness to increase most rapidly in those
product areas where the United States has hitherto enjoyedsome advan
tage. Given all this, it can only be concluded that U.S.-Japanese trade
relations will remain troubled.

/

Competition between Japanese and U.S. Companies

Curiously, whenweconsider future trendsand issues in competition
between Japanese and U.S. companies, it is possible to see more change,
and somewhat better prospects from a U.S. point of view, than when we
look at relations between the economies as a whole. The macroeconomic

pattern seemsbleak for the United States,but the microeconomic pattern
in terms of prospects for particular companies or industries seems more
promising.

Let us consider the question of specialization, or segmentation. It is
all very well to speak of economies shifting broadly to higher value added;
they do, albeit slowly, but individual companies deal in specific products
and deal with the issue of building a dominant position in a particular
area. This may not at any time be congruent with the broad changes in the
economy as a whole. Thus Britain's United Biscuits or Imperial Chemical
Industries may flourish intemationally quite against the current of their
parent economy's over-all performance.

Japanese companies will undoubtedly confront competitors in the
next decade from which, until now, they have been sheltered. A principal
change is the degree of openness of the Japanese economy to imported
goods. Japan will shortly have the lowest tariff levels in the world, and
already has relatively few quotas. These are both substantive and symbohc
indications of the degree to which the economy has been opened. In many
cases, U.S. companies will not be able or willing to take advantage of this
opening, but the opportunity for U.S. firms is there.

Further, Japan is unlikely, during the decade, to be able to reverse
this process ofopening. Trade is essential for Japan. Exports are necessary
to pay the import and invisibles bill. Japan can hardly take protectionist
initiatives when under challenge and protectionist threat around the
world. Japan is open, and will become more so, just as Britain and the
United States during their heydays ofeconomic power pursued free-trade
policies.

Besides, the exchange-rate advantage enjoyed by the Japanese
competitor is largely gone. An undervalued yen was a mighty sword in the
hands of the Japanese exporter. With floating exchange rates, that price



advantage is lost. Indeed, for some U.S. companies, the probable im
provement invalue ofthe yen against the U.S. dollar will bring consider
able benefits.

Theexchange rate refiects the average of the performance of the two
economies, and the average of the performance of companies in the
economies. At any time, someU.S. companies, whodominate their fields
of business, will havecostpositions morefavorable than the average U.S.
firm. One thinks of such well-managed U.S. firms as Dow Chemical,
Eastman Kodak, IBM, Caterpillar, Du Font, and Weyerhaueser. These
companies, and companies like them that have not sold theirtechnology,
that have made the necessary marketing investments in Japan, that are
determinedcompetitors foramarketshare, andthattakealongviewoftheir
business,willbe the beneficiariesof an open Japanese market and a weak
ened U.S. currency relative to the yen.

The well-managed U.S. firm has one great advantage over its Ja
panese competitor. TheU.S. firm operates within thelargest single market
in the world. If its production is essentially concentrated in the United
States,and if it is the largestproducer in the United States,it is then almost
automatically the low-cost producer in the world.That advantage can be
dissipated by lack of export effort, or canceled by protectionism and
exchange-rate disadvantage. But in relatively free trade, with a favorable
exchange rate and determined management, these companies should be
able to make a great impact on the Japanese market. Indeed, some of them
already have, with annual export sales to Japan in the hundreds of mil
lions of dollars.

There are other changes that work to the disadvantage of the Ja
panese producer. The erosion of wage-rate differences has already been
noted. Lower wages have provided an advantage to the Japanese
company in many industries. The importance of wage rates can be—in
deed often is—exaggerated. Wage costs are the real issue, and productivity
is the key. Still, lower wage rates help, and for the Japanese company that
help isnow gone. Indeed, wage-rate advantage may reverse in favor of the
U.S. producer.

Still another change that may work to the advantage of the U.S.
competitor in trade with Japan is the rise in Japan of large-scale mass
retailers. Companies like Daiei, Ito-Yokado, Nichii, and Seiyu are multi-
billion dollar retail firms now, and growing rapidly. The Japanese exporter
to the United States has frequently chosen to take advantage of the giant
retail chain to achieve market penetration with low marketing costs.Until
recently, there was no balancing opportunity in Japan, because the retail
system was made up almost entirely of small-scale operations. A Daiei
with sales of $5 billion, more than half in nonfood items, offers U.S.
companies a similar opportunity of low-cost entry to the Japanese market
as the Sears, Penneys, and Kresses of the United States have offered to the



Japanese. With increasing disposable incomes making luxury purchases
by the consumer possible, and increasing concentration of distribution
providingincreasedaccess to the consumer, the foreignsuppher of a range
of consumer goods has in the years to come an opportunity in Japan not
hitherto available.

With this market increasingly accessible in the 1980s, it becomes
more apparent, too, that for all the over-all strength of the Japanese
economy, there are industrial areas in which the Japanese position is
relatively weak. Japan's chemicalindustry is an example. In this industry,
scale of production is critical for many products. Yet the Japanese chem
ical industry is fragmented, with far too many producers. At the same
time,German, British, and U.S.firms in thisindustry are largecompanies.
There is no Japanese chemical company even near the size of Hoechst,
Bayer, BASF, Imperial Chemical Industries, Dow Chemical, Union Car
bide, or Du Font.

Production of caustic soda is one example of Japan's problems.
Japan has the enormous number of thirty-eight caustic-soda producers.
Twomight be sufficient and efiective; three might wellbe too many. The
worldmarket is led by Dow,with ICI an important rival.The problemsof
supply of causticare substantial, breaking into an estabhshed pattern of
supplier-customer relations is difficult, and setting up distribution facil
ities is costly. But it seems inconceivable that Japan can maintain its
present caustic-soda industry in the face of opening markets, rising pro
duction costs, and a litter of small-scale producers. Caustic soda is only
one of a large number of chemical products and intermediates in which
the Japanese industryis fragmentedand high-cost. PVC, with twenty-odd
producers, is still another example.

The solutionfor Japan, in order to maintain competitiveness against
world suppliersof these chemicals, would seem to be a seriesof mergers
and acquisitions designedto consohdate and concentrate the industry into
the hands of a few efficient producers of sufficient scale to compete with
the largeWesternfirms. Here, however, Japan isvictimof itsownstrength.
The very pattern of employment relations and company identification that
serves Japan so well in raising productivity levels and ensuring high
quahty of output makes it nearly impossible in Japan to buy, sell, and
merge companies.

Again, the conclusion must be that the Japanese economy over-all is
indeed very strong and will continue to be so, but there are sectors in
which Japanese companies will come under severe competitive pressure.
The result can only be beneficial to the Japanese economy, but may be
hard on many individualJapanese companies.The chemicalindustry was
used as an example, but the pharmaceutical industry and the processed-
foods industryalsohave toomanyproducers, undistinguished technology,
and disadvantages in access to raw materials.



Another major diflFerence between the 1980s and previous decades
in terms ofcompetition between Japanese and U.S. companies arises from
the fact that, in many of the product sectors in which competition will be
most severe, the U.S. competitor has an established position in Japan from
which to compete. The contrast with the earlier period is almost total.
There were then no foreign companies producing steel in Japan, no
foreigncompanies producing and marketing radio and televisionreceivers
in Japan, no foreign companies producing and selling passenger cars in
Japan.

The pattern of competition until recently has been drearily similar.
The Japanese entry to a product area begins with a large number of
companies attempting initial production. The Japanese market, totally
protected from both imports and foreign investment, then grows rapidly.
This growth,enjoyedentirelyby domesticproducers, allowsthem to bring
their costs down to world levels rapidly and without foreign intervention.
After fierce domestic competition, a few winners emerge in a strong
position. From this protected and substantial domestic base—a fortressas
it were—the Japanese competitor has moved his troops out into the world
market.

This pattern will not obtain for the battles of the 1980s. The largest
producer of computers in Japan is not a Japanese-owned company, but
IBM. Its wholly owned Japanese subsidiary, with sales of more than $2
bilhon, is the industry leader. It is seen by technical graduates of Japan's
top universities asoneof the nation's half-dozenmostattractiveemployers.
It is a formidable organization, wholly Japanese except in its ownership.
In semiconductors, America's Texas Instruments is a major factor in the
market, with a wholly owned company producing and marketing in Ja
pan. Burroughs and National Cash Register have well-estabhshed posi
tions in the Japanese electronics industry, as have Honeywell and Hew
lett-Packard. The hst need not be made exhaustive; the point is clear. In
this industry, clearlya major competitivebattlefield of the 1980s, there is a
difference. Farsighted and aggressive U.S. managements did what was
necessary to build up a position in Japan. They have staff and facihties in
place. However the industrydevelops, and however comparative advan
tage may develop in terms of particular products, the earUer pattern of
Japanese industry developmentand export success will not apply to this
sector. The competitive interaction will be more balanced, and the pros
pect is for mutual specialization rather than for an overwhelming position
achieved by one side.

Pharmaceuticals is another industry where the foreign-investment
presence is substantial. Chemicals is still another, where foreign firms,
appropriately, havefocused efforts moreon buildingan import and sales
capabihty than on building production facilities. Off-shore sourcing for
specialty chemicals is proving an effective basis for competition within
Japan.
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Looking at corporate competitive interaction, then, a number of
critical changes are in process or in prospect. The Japanesemarketismore
open. Distribution problems are lessening. Some sectors of Japanese in
dustry are weak by international stjindards, and are now exposed toworld
competition. Insomesectors ofspecial importance to tradecompetition in
the 1980s, foreign companies (and especially U.S. companies) have built
strong positions in the Japanese market.

The picture that emerges, therefore, is that trade problems over-all
will continue, withJapanese traderemaining insurplus against theUnited
States and Japanese economic performance continuing to surpass that of
theUnited States byaconsiderable margin. However, this over-all pattern
can be applied to individual companyperformance onlywithcare.There
are realchanges taking place at this level, largely to the advantage of the
U.S firm.

In one sense, the presented situation describes a classic movement
toward trade specialization. There will be sectors in which Japan will
import in large amounts. In some of these, leading U.S. firms are likely to
have a strong position. This pattern of specialization, with U.S. successes
aswell asproblems at thecorporate level, maywell helpto mitigate some
of the potential political problems of the over-all trade imbalance and
conflict. To the extent that Japan is exporting unique products(the video
tape recorder is the current example) that do not affect individual U.S.
firms, this, too,will makeforan over-all tradeimbalance, but less poUtical
friction, inasmuch as no particularU.S. firm is beingdamaged.

This view supposes, of course, that major U.S. firms are in fact
allowed to compete aggressively, in Japan and elsewhere. It is romantic
nonsense and political demagoguery to speakof small-business exports as
a solution to trade problems. Some small businesses will do wellin Japan
and elsewhere. But substantial solutionsto trade problems,and substan
tial contributions to the U.S. trade balance, will be provided only by a
smallnumberof largecompanies. It is entirely possible that U.S.govern
ment efforts to limit the competitiveness of IBM, and of Kodak, and of
General Motors will be successful—to the considerable disadvantage of
U.S. competitiveness in the Japanese market.

The General Motors case is interesting. We are treated to the spec
tacle of Mr. Douglas Fraser, president of the United Auto Workers and a
directorof the Chrysler Corporation, stating, "I am getting increasingly
weary about the Japanese government always being willing to take and
take and take and very rarely giving anything." Mr. Fraser continues, as
reported by the Associated ftess, "The governmenthas got to get tough
withthe Japaneseauto companies." Suchremarks are destructive, serving
to increase misunderstanding and prejudice. In fact, provided U.S. sub
sidies to high-costcompetitors do not greatly harm General Motors, and,
providedthe JusticeDepartment allows the marketplace to determine the
economics, the 1980s hold the promise that General Motors willhave both
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the product and the resource capacity to make a serious impact in the
Japanese domestic auto market. Only with a competitive product andcost
position canthecost to theUnited States of theAmerican auto industry's
past mistakes be remedied. Mr. Fraser's attack on Japan, and eflForts to
salvage a weakU.S. competitor, are not helpful.

The area of attitudes and feelings, and their political consequences,
maybe therealissue of the 1980s. TheUnited States hasfordecades been
spending beyond its resources, consuming ratherthan saving and invest
ing, hence the long relative decline in the U.S. economic position, the
decline in value ofthe dollar, lossoftrade share, and general realization of
a slippage of power.

It is hardly surprising that the U.S. response is one of resentment
toward the rapidly growing economies, and toward Japan in particular
because ofthe long lidstory ofpatronizing Japan. Certainly, protectionism
wason thesteadyincrease in theUnitedStates evenbefore the attritionof
the U.S. position was sovisible or widely realized.

With increasing U.S. irritationover trade problems, and responses
of the sort that Mr. Eraser indulgedin, a counter tendencyisdiscernible in
Japan. Theview iswidespread inJapan thattheJapanese work hard and
others do not; that they produce high-quality goods and the goods of
others are shoddy. There is rising self-confidence, and an increasing im
patience that Japan is being blamed for what is seen in Japan as the
incompetence of those doing the blaming. The increase in Japanese
willingness to reactrather than passively accept criticism wasexemplified
by the Japanese Foreign Ministry report, published in August 1979, de
tailing thecauses ofthepoorexport performance oftheUnitedStates. The
report was the first official publication of the sort, and seems to signal a
different Japanese attitude in future trade discussions, an attitude that
Japanhasdonewhat it must andcan, andthatthetradeproblem must find
remedyin an improvementin U.S. economic performance.

This attitude has in it the potential for greatly increased tensions, as
confrontationmaybecomemore the mode and the Japanese may become
lessaccommodating towardill-informed criticism. It is a dangerous busi
ness for both countries, this trade issue. It is not being handled well, as
confrontation recurs, and threatens to intensify. The issuesare not going to
disappear in the 1980s. It will takeconsiderable conscious, deliberate, and
continuous effort on both sides to contain the potential damage to rela
tions of the trade competition. That effort was not made in the 1970s to a
sufficient degree.The 1980s willbe more difficult becauseof this history,
and the effort required to maintain constructive relations even greater.
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Japanese—U.S. Economic
Relations: Issues and Prospects

Tadao Kato

Geographically separated though they are by an ocean, Japan and
the United Statesare today bound together by ties of global significance,
transcending purely economic relations. In addition to being natural
trading partners across the Pacific—with a two-way trade larger than that
of any other overseastrading partners—both are leading industrial nations
and exponents of market economics. The number of visitors across the
Pacificreached nearly 1.4million last year. The two nations are allies with
shareddemocratic values and a common interest in peaceand prosperity
in the Pacific basin and in the world.

A study of Japanese-U.S. relations released by the prestigious Po
tomac Associates reveals that, asked what countries are important to the
United States, 88percentof the Americanpeoplecitenext-doorneighbor
Canada, 86percentJapan, 85percentWestGermany,and lesserpercent
ages other countries.

Similar opinion polls in Japan showed that 84 percent of the Ja
panese people felt the same way toward the United States. American pro
grams proliferate on Japanese television. We have Hollywood movies,
disco music, and, yes, even jogging.

For Japan, relations with the United States have been, and will
continue to be, the cornerstone of our foreign policy. Likewise, the Carter
Administration has consistently made relations with Japan central to its
Asian foreign policy.

Yet, to point out how veryclosethe relations betweenJapan and the
United States are is not to imply that this relationship has been trouble-
free.

The disequilibrium in our trade balances is perhaps the single most
glaring example ofour economic and trade friction. The United States ran
up massive trade deficits with Japan in 1977 and 1978, and 1978 ended
with a deficitof $11.6 billion, 50 percent more than even the 1977 deficit.
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Those figures were viewed with alarm not only in the United States but
also in Japan, where the private and public sectors moved for a quick
resolutionto this threat to the developmentof sound economic and trade
relations between our two countries.

Of course, no quickremedy was available, for economies are a bit
like the bucking broncos in a rodeo—it takes a long time to bring them
under control, and meanwhileyou just have to hold on and break your
butt trying.

The record trade deficit in 1978 was certainly not for lack of Japa
nese efforts to balance her trade. The Japanese government and private
industry did everything possible. For example, the government unilater
ally lowered its tariff" duties, simplified import procedures, dispatched a
special import-promotion mission totheUnited States, andtook a number
of other special measures to promote imports. At the same time, Japan
also moved to stimulate domestic demand—and hence to create a larger
market for imports.

The Japanese government's special efforts to stimulate domestic
demand for the sake of international equilibrium have to a large extent
beenbased upon heavy deficit spending. National bond issues reached a
record high 39percent of all treasury revenues in fiscal 1979. As a result,
Japan will find it difficult further to increase government spending inthe
budget forfiscal 1980 (from April 1980 through March 1981). Large-scale
deficit financing has already reached such a level that the problem of
restoring budgetary soundness is becoming more serious, and the possi
bility ofinstituting additional indirect taxation has been under discussion
for some time. In fact, the hint of such an unpopular cure for the problem
is thought to be oneof the reasons the government partyfailed to gain a
comfortable majority in the recentelection for the Lower House.

Despite these difficulties, Japan's economic policies have been ori
ented toward the goal of a better external balance, and it is no accident
that Japan's global current account in the first eight months of 1979
registered a $2.9 billion deficit. Together with theimprovement ofJapan's
global external balance, hertrade surplus with theUnited States fell from
$7.7 biUion in the first nine months of 1978 to $4.2 billion in the same
period of 1979.

Even clearer evidence of this trend is provided by the OECD Eco
nomic Survey ofJapan issued onAugust 13,1979. In thisreporton 1978 and
the early months of 1979, the OECD noted several"remarkable develop
ments" in Japan's efforts to coordinate its economicpolicies internation
ally, among them the fact that economic recovery was sustained by the
growth of domestic demandrather than by exports. Asfar as the adjust
ment in the balance of payments is concerned, the report pointed out that
the large current account surplus in the first half of 1978 had virtually
disappeared by the spring of 1979, mainly because of the growth of
domestic demand and the impact of currency appreciation. Looking at
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Japan's trade trends on a global basis, theOECD report said exports are
expected to bedown 3 percent byvolume in 1979, while imports may be
up about 10percent.

Let me next touch on the so-called"closed Japanese market." With
past mounting deficits in U.S. trade with Japan, many Americans came to
echo—and evento believe!-the Utany that thisdeficit wasprimarilyattrib
utable to what wastermed the closednature of the Japanese market. This
issimply nottrue. Japanese markets are today at least asopen as arethe
markets ofany other industrialized nation—the United States included.

Japan has made a major efibrt to internationalize and open its
economy. AndJapan's leadership role in guiding the Multilateral Trade
Negotiations (MTN) to a successful conclusion hasbeen only partof that
efibrt. These negotiations were recently agreed upon among Japan, the
United States, and the EuropeanCommunity nations, in order to lay the
basic rules for world trade in the 1980s and to promote mutual tariflF cuts
and equitable trade practices. Japan has agreed in the MTN to cut its
tariffs by approximately 50 percent on a global basis. By comparison, the
equivalent figures areapproximately 30percent fortheUnited States and
about 25percentfor the EuropeanCommunity.

After these MTN tariff cuts have taken place, the Japanese average
tariffwill beonly 3percent globally, thelowest figure in theworld andeven
lower than the4.3 percent of the UnitedStates. On a Japanese-U.S. bilat
eral basis, the average tariffs under the MTN arrangements will be 3.1
percent on U.S. exports to Japan and 4.4 percent on Japanese exports
to the United States. Yet myths die hard, and the low percentage of in
dustrial goods inJapan's total imports isalso occasionally cited tosubstan
tiate the charge that Japan's marketsare closed.

Although theabsence of industrialized neighbors untilrecently, and
the inherent need for resource-poor Japan to earn its way by importing
commodities and exporting finished goods, makeit unUkely that Japanese
industrial imports will ever equal our resource imports, there has been
major improvement in this areaaswell. Industrial products accounted for
nearly 30percent ofJapan'simporttotalin thesecond quarterof 1979. In
dollars, manufactured-product imports jumped from $4.4 billion in the
first quarter of 1978 to $7.3 billion in the second quarter of 1979. In
Japanese-U.S. trade, Japanese 1978 imports of U.S. manufactured prod
ucts were48 percentmore than in 1977, and the figure for the January-
September period of 1979 was 45 percent more again than in the same
period of 1978.

There are several issues which require urgent attention from the
global economiccommunity.

The first majorissue confronting usis the energy problem, which has
had serious repercussions for the world economy, both in that higheroil
prices have exacerbated inflation across the board and in that anxiety
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about future oil supplies has cast a pall over economic growth rates.
Moreover, thisproblem hasundoubtedly hadthegravest ramifications for
those developing countries that lack oil resources.

At the Tokyo Summit last June, the participants, themselves ac
counting for 70 percent ofthe world's total oil consumption, agreed upon
specific import curtailment targets from 1979 through 1985. In addition,
the energyministers from the leadingindustrializednationsmet in Parisin
September to formulate a still more explicit follow-up to this Tokyo
Summit agreement. Those efibrts are most significant in providing a
definite outlook foroilsupply and demand among the industrial nations.

The Japanese record gives some idea of what can be done in con
serving energy. Between 1973 and 1978, Japan's real GNP increased by 22
percent, butourimports ofcrude oil, which for all intents and purposes
means our totalconsumption ofcrude oil, decreasedby6 percent. Inother
words, Japan produced more with less. This remarkable feat resulted
largely from private-sector initiative. After the oil crisis, industry moved
ambitiously todevelop and install new energy-frugal technologies, such as
consolidated blast furnaces for steel, and improved smelting furnaces for
aluminum. In addition, a broad-based pubUc campaign was launched to
conserve energy, and more energy-efficient products were developed.
Such electrical appliances as refrigerators, television sets, and air condi
tioners now consume less energy than they did before the oil crisis. The
fuel efficiency ofJapanese cars has improved 30 percent in the past three
years.

The per-capita energyconsumption in the United Statesis2.6times
Japan's, making it all the more essential that the United States step upits
efforts to conserve energy. The constructive energy policies now being
implemented in the United States are welcome evidence that the United
States realizesthe urgencyof this issue.

Development of alternative energy sources is another important
aspect of this issue, and Japan and the United States have been cooper
ating inthis area for a long time now. As one recent example, thebilateral
agreement on scientific and technological cooperation signed during
Prime Minister Ohira's visit toWashington inMay 1979 provides for close
cooperation between the two countries.

As a part of such cooperation, an agreement on joint research for
nuclear fusion was signed in August 1979 by the Department of Energy
and the Japan Atomic Energy Research Institute, with each side putting
up half of the $135 million needed for this five-year project. Several
Japanese scientists are already working side-by-side with their American
counterpartsat the General Electric Company in La Jolla.

The second problem confronting both Japan and the United States
isinflation. The OECD countries' average price increase was 6.9 percent in
1978, and isexpected tobeapproximately 9percent in 1979. Yet together
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with this, we have also been plagued with recession in the wake of re
peated oil crises. Consequently, efforts to contain inflation must neces
sarily be coupled with simultaneous efforts to minimize the decline in
economic growth rates. Along with formulating effective fiscal and finan
cial policies, we must also marshal policies toimprove productivity, as was
appropriately agreed upon at the Tokyo Summit.

Japan has already had some success with this approach. Moving
decisively inthe wake ofthe oil crisis, Japanese industry invested heavily
in productivity. Processes were modernized, automated, and consolidated
to improve production ef&dency. The results speak for themselves. While
the U.S. automobile industry's productivity increased 29 percent from
1970 to 1977, the Japanese auto industry's productivity rose 44 percent
during the same period. Productivity improvement figures for other in
dustries are similar: in steel, 10 percent for the United States and 27
percent for Japan; inelectrical machinery, 21 percent for the United States
and 90 percent for Japan.

As a report byyour own comptroller general, the so-called Bentsen
Report, has recently noted, the United States' productivity increases inthe
eighteen years 1960-77 were less than one-third of Japan's. It is my
contention thatthis productivity differential isalso largely responsible for
the trade differential.

The third major subject before us is the maintenance of the free
trade system. I hope you will not think the battle has been won simply
because the MTN were successfully concluded. This was a mosthistoric
andmost heartening agreement, andI amconfident thatit will help us to
conduct our future trade under sound rules and equitable codes, leading
tothe steady development of the free-world economy. Nevertheless, this
does not mean that the threat of protectionism has been eliminated. I
know only too well that, inthe real world, trade does not obey only the law
of comparative advantage.

Each ofus isprone toprotectionism. "Justthis once," we say. Yet it is
never "just this once" when the poison of protectionism infects world
trade. Thatis why we must do everything possible to contain protection
ism through continuous international consultation andcooperation, even
after the gratifying success achieved in the MTN. Protectionism is the
antithesis of productivity—the bane of sound growth—and we must con
tinue to open ourmarkets to ensure that protectionism never again ap
pearspreferable to freetrade.

Looking againat Japanese-U.S. economic relations in thecontext of
this international economic situation, it is clear that positive coordination
of our trade, anti-inflation,and energy development must be high on our
common agenda.

There is growing recognition in Japan, for example, that weshould
shift the emphasis of our economic policy to give greater priority to
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enhancing the quaUty of life, improving the social infrastructure, includ
ing housing, sewerage, and social-welfare facihties, and encouraging con
sumer demand—including the demand for imports of manufactured
goods.

The United States is also reexamining herbasic economic manage
ment poUcies to dampen inflation, to improve the competitiveness of
American industry in domestic and world markets, and to improve U.S.
trade and payments balances with the world.

Because these economic poUcy eflbrts are related to structural
changes in theeconomy, it takes time for them toshow upin thestatistics.
However, they are already having animpact, and I am confident that they
will continue tomake the two economies even more compatible.

In addition to these economic concerns, there are also cultural and
perceptional differences between Japan and the United States. The Japa
nese distribution system, relations between big manufacturing enter
prises andtheir subcontractors, various health andsafety regulations, and
other distinctively Japanese factors, are derived in part from social and
cultural traditions. While we must continue tomake every effort toensure
a smooth flow of trade, we must remember that many of our policy
differences are rooted in basic cultural diflFerences.

Yet many of Japan's most vocal recent critics in the United States
andEurope have notbothered todifferentiate between problems thatcan
bedealt with inthe short term and those thatrequire long-range solutions.
When Japan fails toproduce animmediate response toa long-term issue,
theycharge foot-dragging, and arguewithmoreemotionthan reason. This
emotionalism is regrettable, for it comphcates the situation and further
delays a solution. Only an understanding of each other's circumstances
can defuse emotional antagonism.

Next, letme share with you some thoughts on theprospects for our
bilateral and global relations in the 1980s. Dire predictions abound. We
are running out of oil. We are heading into a recession. And there are
manyplaces where armedconflict coulderupt and escalate. Yet I believe
that we can ensure that these grim prophecies donot come true. Cooper
ation is the key.

First,it isimportant to extendthescopeofour internationaleconom
ic activity beyond trade into international investment. Columbia Uni
versity recently published a survey, "Economic Impact of the Japanese
Business Community in the United States." Let me briefly summarize
some highlights.

The growing economic interdependence of the United States and
Japan, as evidenced by the $36 billion trade between them, has led to the
emergence of a largeJapanese business community in the United States.
By 1978, more than a thousand business entities had been established in
the United States by Japanese interests, directly providing jobs for an
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estimated 81,300 local residents. Japanese investments in these U.S.
operationsexceed$3.4billion.The 210U.S.manufacturing subsidiariesof
Japanese firms produce $4.8bilhon worth of goods. About $3.9billion in
American goods, or 3 percent of all U.S. exports, were exported to third
countries by Japanese trading companies. This is a very considerable
involvement in the U.S. economy.

Moreover, this is reciprocated by an equivalent U.S. involvement in
the Japanese economy. In 1978, there were460U.S. manufacturingfirms
in Japan (by which I mean firms having a U.S. capital investment of at
least50 percent). DespiteJapan's relatively high wage levels, U.S. direct
manufacturing investment in Japan has consistently hovered around 3
percentof all U.S. direct manufacturing investment overseas since 1971.
Moreover, as a study commissioned by the American Chamber of Com
mercein Japan in July 1979 pointedout, "U.S. manufacturinginvestment
in Japan ... has been veryprofitable." Japan welcomes thismanufactur
inginvestment, and America's evenheavier participation in the Japanese
service sector.

Asaresultofthisgrowing mutualinvolvement, thetwo economies are
becoming increasingly complementary. Atthe same time, this pooling of
personnel, capital, and technological resources will make it possible to
move into still more sophisticated andknowledge-intensive areas. This is
important, because not only does progress by the advanced industrialized
countries enhance standards of living worldwide, it also makes room for
the developing countries tomove into the traditional manufacturing sec
tors, and thus to become contributing participants in international eco
nomic growth.

Nevertheless, the transition will not be without its trials, as people
instinctively resist the building ofa broader, stronger international econ
omy. Thus it is significant that the OECD countries have reached general
agreement on the Positive Adjustment Policy in an efibrt to thwart pro
tectionist measures and actively to promote the readjustment of their
industrial structures.

Second, I visualize the 1980s as a decade of intensified scientific and
technological cooperation among the advanced industrialized countries.
Trade will beonly one aspect ofmuch more complex economic relations,
inevitably including closer industry-to-industry and business-to-business
contacts andcooperation. Direct investment in manufacturing will open
up new routes for the exchange ofcapital goods, components, and raw
materials among nations. Production of new technology and technical
agreements on research and development for new products and equip
ment will have a similar effect.

Paramount among theresearch and development areas demanding
a concerted approach in the 1980s is energy. Unless we develop and
commercialize technology such as alternative energy production, nuclear

19



fusion, and solar energy, we will never be free of energy shortages. No
where can international cooperation be more productive. In addition to
thenuclear-fusion project mentioned earlier, the UnitedStates and Japan
have also agreed to develop coal-liquefaction technology that could tap
the United States' immense coal deposits and enable the United States to
export liquefied coalgas, as well as coalitself, to Japan. Solartechnology
also oflFers outstanding opportunities for joint development to mutual
benefit.

Nor are science and technology as a means to world economic
activity limited to the energyfield. Food production, health, communica
tion—these are just some of the manyother imperatives weface. There is
no lack of areas for scientific and technological cooperation between the
United States and Japan. And, as we incur the increased costs of this
scientific andtechnological research fordeveloping new energy andother
technologies, for protecting and improving the global environment, and
for realizing the Third World's potential, there will be more sharing of
risks and burdensamongthe advancedcountries. Thiswill, in turn,create
a climate still more conducive to thecooperative approach.

In scientific research and development, in overseas economic activ
ity, andin domestic economic policies, it is imperative thatwe coordinate
our orientationsand adjust our structuresto accommodate each other. As
in Japan, so also in the United States, adjustments can be costly and
painful. Yet the reasons for making these adjustments are compelling in
both cases, provided business, labor, and the consuming pubUc recognize
the long-term benefits to be gained. We need more business leaders to
speak out. We need more government leaders tospeak out. And we need
more academic people to speak out on the importance—indeed the im
perative—of integrating our nations within the world community. Isola
tion isnota viable alternative. We must gettoknow each otherbetter, and
this must include both broad exposure to a wider audience and depth of
tmderstanding among our opinionleaders. That isone of the reasons I am
so appreciative of the work of the Institute of East Asian Studies in
Berkeley. We must shake off out-dated stereotypes and cooperate with
each other in recognition of the reality asit exists today andaswe would
like it to exist tomorrow. I am appreciative of the honest economic re
search being done by Boston Consulting, American banks, and other
impartial organizations. Academic and business leaders—in the United
States asinJapan—have it within their power tonudge the public toward
that enhanced awareness and enhanced understanding so necessary to
international cooperation. And upon that cooperation hangs the fate of
mankind.

In conclusion, in free-enterprise economies, there are Umits to what
governments can accomplish by adjustments in national policy. The
creative decisions, the decisions which make the real difference in national
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economic performance, are made in the marketplace by producers and
customers. To that extent, the thoughtful and successful negotiations
betweenour twogovernments over the past twoyears,and the long-range
policy decisions our respective governments are now considering or
actually implementing, will be fruitful only if business leaders seize the
opportunities provided and makethe mostof them.

I am confident that they will do so, for in the United States, as in
Japan, the creativity, imagination, and enterprise of the private sector
have always beenthewellspring ofnationalvigor and strength. ThusI am
optimistic about the prospects for the future—optimistic not because I
think everything isgoing well, but because I believe we know what needs
to be done, and because I beheve we can do it—all of us—together.
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U.S.-Japan Trade Relations:
Economic and Strategic
Implications

Louis J. Mulkern

The purpose ofthese comments is to focus attention on the economic
relationship between the United States and Japan, and where it might be
heading in the next ten years. Japan and the United States are the leading
democracies of Asia and the West, and the two largest economies in the
world. Their economic performances in the decade ahead will largely
determine the tone and quahty of the global economic environment for
the remainder of this century.

At the turn of the decade, we are well into fundamental changes, not
only in our bilateral relationship, but in the international economic order,
in which Japan is challenging the United States as the foremost industrial
power. The impUcations of this development for the United States, for
Japan, and for the rest of the world, are far-rea6hing.

This shifting is not in the interest ofeither country, first, because it is
not based solely on Japan's rapidly developing industrial strength, but
includes a steady erosion in the basic industrial competitiveness of the
United States; and second, because the effects of declining American
industrial power extend well beyond the economic sphere and into some
areas where Japan may be less incUned to expand its role.

Further, the decline in American industrial competitiveness is large
ly the result of our failure to understand the competitive dynamics of
international trade, and to respond with national policies and programs.
Nothing less than a fresh and comprehensive structuring of basic econom
ic pohcy, with strong leadership in government, industry, and labor will
reverse the downward trend. The private sector on its own cannot effect
the necessary changes.

Given such an effort, however, the changes necessary to restore
America's industrial leadership can be accommodated within her free-
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enterprise system and her existing governmental structure. With a restor
ation of U.S. competitiveness and economic vitality, the potential for
economic cooperation and balancedtrade between the United States and
Japan, to the benefit of both countries and the world shouldbe evident. It
is not a question of U.S. potential—the potential is clearly there.
Ultimately, it is a question of leadership, will—and a reahzation that our
economy requires the cooperative efforts of industry, government, and
labor.

I would like to elaborate on the comparison of Japan and the United
Statesas industrialpowers, because I believe that fewAmericans haveyet
realizedthe depth and magnitude of our economic problemsor how for
midable is the Japanese challenge. First, bearing in mind that Japan
is a nation of a hundred milhon people, let me note that the Japanese per
capitaGNP—the measure ofhowmuchthe average citizen produces, and,
ultimately, of howwellhe willhve—is nowessentially equivalentto that in
the United States, but growingfaster and with much greater momentum.
In historical terms Japan's productivity has overtaken the American with
breathtaking speed and force. As recently as the 1950s, Japan's GNP per
head wasabout 6Vi percent of the U.S. GNP. At the current exchange rate,
it is around 90 percent, and given the trends in GNP growth and cur
rency-exchange rates, it seems most probable that Japan will pull ahead
permanently some time during the next year or so.

Perhaps the most compelling evidence of Japan's industrial superi
ority, however, is the comparative performance of the two economies in
world trade. Last year, the United States ran a $4.8 billion deficit in its
industrial trade—Japan'ssurplus was$77billion. On a bilateral basis,U.S.
over-all trade result with Japan was an $11 billion deficit, but in manu
factured goods alone (that is, without the effect of American agricultural
exports) the deficitwas $19.2bilUon. Japan's share of the world market for
manufactured goods is now equivalent to that of the United States ($96
billion versus $100 billion for the United States in 1978),but is still rising,
while the American share continues to decline.

It is, of course, comforting (and, therefore, popular) to believe that
the chronic U.S. trade deficit with Japan is the product of unfair Japanese
trade practices, such as dumping, and of artificial protectionist barriers in
the Japanese marketplace. But this ignores the sheer magnitude and
manifest strength of Japan's industrial base. Yes, the Japanese have at
times engaged in both dumping and protectionism, but the idea that Japan
achieved a $77 billion trade surplus, sohd profits, and steadily rising levels
of real wages and livingstandards during a period of thirty years by selling
dear in a protected home market, while pouring massive volumes of
high-quality goods into foreign markets at or below cost is not merely
self-deceptive—as the underlying premise of a national economic policy
—it is dangerous.
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Likewise, a trade deficit as largeas ours is withJapan, built up over
so long a time and sustained through a massive currency adjustment,
cannotbe explained awayin termsof questionable trade practices. It can
be based only in a serious and fundamental disparity in industrial com
petitiveness. I would, in fact, contend that the current trade imbalance
actually understates the competitive disparity, having been influenced
much more in recent years byAmerican protectionism than byJapanese.
In the absence of U.S. political pressures, Japanese inroads into U.S.
markets would be even deeper.

Perhaps the following figures will add further perspective to the
comparison:

In 1978, Japaneseinvestment in newplant and equipmentwas $144
bilhon versus $148billion for the United States. This means that, with half
asmanypeople, Japan in 1978 was building newindustrial capacity at the
sameabsolute rate as the U.S. The 1979 figure for Japan isprojected at an
increase of 21 percentover 1978. Of the world's largest30banksin 1978,4
were American, with assets totaling some $225 bilhon; 11 were Japanese,
with assets of more than $600 bilhon.

Although the United States is stih the leading producer of new
technology, and although westihretain the lead in manyimportantareas
of high technology, Japan is overtaking the United States in the techno
logical content of its industrial output.For several years, Japan hashad a
tradesurplus with the United States in products classified as "high tech
nology" items. Given the continuing highrate of Japanese capitalinvest
ment, the strong presumption must be that the trend is continuing in
Japan's favor.

Thus, as we enter the 1980s, Japan is the second largest economy
in history, with per capita GNP equivalent to that of the United States
and growing faster. It is building newindustrial capacity at a faster abso
luterate. In terms ofproduct quaUty and technological content, it isequal
to, or slightly ahead of, the United States. It has a formidable base ofmod
em, capital-intensiveindustries, postured to compete for market share on
a global scale. It hasa strong export position, a large tradesurplus, a strong
currency, and the highest rates of personal savingsand capital formation
among the major economies.

By contrast, the United States has suffered a steady loss of share in
the world market for manufactured goods, and, indeed, to foreign com
petition in our owndomestic markets. We haveseendevelop a largeand
threatening trade deficit, and have allowed the dollar to deteriorate to
about60 percent of its previous value against the currencies of our prin
cipal trade competitors. We are experiencing all the domestic strains and
stresses which would naturally accompany a downward shift in our posi
tion in the intemational economic order: inflation, unemployment, pop-
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ular resistance to rising taxes, budgetary cutbacks, erosion of confidence
in our leadership, and a rising level of tension among business
special-interest groups unable to survive in a competitive environment.

Whythe dramaticdifference in our twosituations? Various explana
tions have been given for Japan's success in industrial competition and
world trade. It was first attributed to cheap labor, until it was discovered
that Japan became even more competitive as real wages rose. More re
cently, it hasbeenexplained by"a different workethic," the "advantage"
of havingbeen destroyed by WorldWar II, questionable trade practices,
low defense expenditures, and so on.

Most of these factors have had some effect, but I believe the most
important reason ismuch more straightforward. If there isa single, critical
difference between Japan'seconomic performance and that of the United
States, it is simply intelligent national economic policy. An economy, in a
sense, is a collection of industries, each with its own characteristics:
growth, productivity levels, capital intensity, allinteracting with—like itor
not—govenunent. Thepattern isdynamic, and theover-all strength of the
economy (and the economic welfare of the average citizen) will be deter
minedby the interaction of thisevolving pattern.

Perhaps a few observations on the connection between marketshare
and productivity will be of value here. As pressures on our economy
continue, there is much talk about productivity; however, few Americans
appear to understand what productivity really is andhow to improve it.
TTie critical parameter in productivity isthe totalunitcost ofvalue added,
regardless of how the value is added. How much does it cost to produce
and market each candy bar, automobile, or ton of steel? Productivity is
important in relative terms, andismost important relative tocompetition.
Regardless of howproductive you may be in the absolute, if yom com
petitor is more productive than you are, he can make a comparable
offering at a lower price. He can dominate your market. The true and
critical measure of productivity is unit cost relative to competition. And
the single most important determinant of relative productivity is market
share.

Thismeansthat superiormarket share alonecan conveya significant
cost/productivity advantage on one producer relative to an equally dili
gent and intelligent competitor.

Japanese policy hasrecognized these basics, andhasbeenstructured
to create an environment whichsupports growth-potential industries and,
within national economic policy, downgrades the less productive ones.
The mechanics of this policy are those commonly available to all demo
cratic governments, including ourown: taxation, tariffs, quotas, subsidies,
and monetary controls. Through the use of these tools, togetherwith an
extraordinary emphasis on quality of education, a close working rela-
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tionship between government and industry, and an understanding of the
dynamics of international competition, the Japanese have been able to
achieve competitive superiority in a long succession of major industries
previouslydominated by the United States and European producers.

At the corporate level, also, Japanese firms have been both aggres
sive and strategically astute. They have appreciated the leverage that
derives from market share, and have single-mindedly pursued global
share, seeking market opportunities around the world and designing their
products to fit those markets. Their strategic time horizons are long, and
their market-research efforts are painstaking. They have diligently man
aged their costs downward as market growth has increased scale and
experience, shifting production offshore as required to maintain compet
itive factor costs, and they have used these cost reductions aggressively to
price-compete for additional share. One area of unusual competitive
strength has been the cooperative relationship between Japanese man
agement and labor, and most notably the so-called Ufetime-employment
system. This arrangement, which almost any American can quicklyprove
vnH not work, has not only created a strong sense of loyalty and mutual
dependence between Japan's corporations and their workers, but also,
since new technology does not threaten jobs, has allowed Japanese in
dustry to absorb technology during the past three decadesat a rate which
would have been difficult here.

In summary, then, Japan has identified growth industries for its
major efforts, and has fostered those industries for global competition.
Government and business, acting in collaboration, have systematically
reallocated human and capital resources into industries of high growth,
high technology, and capital-intensive productivity. There is nothing
questionable, or inscrutable, or, for that matter, even particularly Japa
neseabout this approach. It is simplysound policyfor any large economy
wishing to improve the Uving standardsof itspeople, and it isadaptableto
almost any governmental infra-structure.

The United States does not have an economic policy, and, at the
national pohcy level, hasUttle apparentunderstanding of the dynamics of
international competition. We have protected our low-technology in
dustries, most often after their loss of competitive position, and have
shownhttle regardfor the over-all qualityof our industrialbase,or for the
competitive positions of thosehigher-technology industries on whichour
livingstandards and economic growthso largelydepend.

There is too httle policydialogue between government and industry,
and, indeed, no consensusabout the proper role of government in econom
ic pohcy formulation. I would suggest that there could be no more
devastating weakness for any major nation in the 1980s than the inability
to define the role of government in the economy.We have the lowest rates
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of savingsand capital formation among the major industrial powers—Ja
pan the highest. Our relative productivity has steadily declined, and our
once-enviable technological lead has been largely dissipated.

At the policy level, we have persistently ignored the mounting signs
of our impending industrial crisis. The lossof world leadership in steel by
the United States industry to Japan in the 1960s was perhaps the most
significant single development in the postwar history of either country. A
perceptive United States government would have recognized this devel
opment as a matter of the highest strategic importance, and would have
set about urgently to assure the restoration of our competitiveness.
What we did in practice was to attribute Japanese inroads into our markets
to dumping, and impose import restrictions on Japanese steel. This saved
jobs in the U.S. steel industry, and supported the revenues and margins of
our steel producers. At the same time, however, it also raised the costs
—and thereby eroded the competitiveness—of every other American pro
ducer who uses steel in his products.

This situation raises even broader questions with respect to econom
ic poUcy. What are our national economic objectives, and how do we
propose to achievethem? Which industries are contributing to our over-all
economy?Which industries are critical to our longer-term national inter
est? Japan clearly perceives the computer and telecommunications in
dustriesas the watershedcompetitiveareas of the 1980s, just as steelwasin
the 1960s. It is manifestly a Japanese policy objective of the highest
priority that Japan become the global leader in those sectors, and all
machinery of government and industry are organizing to compete vigor
ously toward that end. No other course makes sense for Japan, because
leadership in thosefields, combinedwithJapan's other competitive assets,
would virtually assure Japan's industrial leadership well into the next
century.The issueis, of course, equally compelling for the United States,
but I wonder if anybody can tell what our pohcy is, and what our gov
ernment is doing to promote our longer-term interests in this regard.
How, for example, does the Justice Department's relentless pursuit of
IBM contribute to the attainment of our national goals in this critical area?

We havetreated our trade deficit with Japan as a politicalproblem, to
benegotiatedaway, rather thana symptom ofdeclining competitiveness. Our
attempts to reduce this deficit without addressing its basic causes—to
reduce it through political pressures, protectionism, and devaluation of
the dollar, have, at best, only moderated the downward spiral.

Particularly in the Japanese market, U.S. firms are performing far
below their competitive potential, largely because very few have yet made
a truly determined effort. With important exceptions, they have not de
veloped specific strategies for Japan, nor have they committed the talent
or resources needed to build strategically significant positions in main
stream Japanese markets. The effect is that we have provided our Japa-
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nese competitors with a strategic sanctuary in which to gain experience and
build cost positions from which to launch global export drives.

Looldng ahead, the prospect, for both Japan and the United States,
is for moreof thesame. Thereisno reasonto expectthat the Japanesewill
abandon the patternwhich has thus far served them sowell. Japan has all
the machinery in place, with considerable forward momentum, to con
tinue enhancing its position well into the future. Programs of increasing
sophistication and productivity, propelledby Japan's extremely high lev
els of education, savings, and investment, and supported by its com
pany-orientedand technology-receptive workforce, willbe expanded.

It also seemslikely that the Japanese homeland will,as time passes,
function less exclusively as a production center and increasingly as the
headquarters of a global economic system, as the outward flow of tech
nology, managerial skills, and capital investment increases. All these de
velopments will be facilitated by Japan's ongoing trade surplus as will
Japan's ability to develop and maintain raw-material sources, and to tap
foreign sources of new technology through direct investment in re-
search-and-development facilities abroad.

I would like to emphasize two points. The first is the seriousness of
the issue. I beUeve that our declining economic performance is the most
urgent problem confronting the United States today and for the fore
seeable future. Everything else that we do or hope to do depends on
our abiUty to support, through our economic effort, those activities nec
essary to the functioning of our democracy. Few Americans appear to be
aware of the extent to which our national policies, our objectives, and,
indeed, our aspirations for our society are based implicitly on the as
sumption of continuing U.S. world industrial leadership. Fewer still are
aware that we are losing that position. We are fond of saying that the
American free-enterprise system is the greatest economic machine in
history. But, if we cannot make the machinery work under competitive
stress, then the perception that it is the best system will be small consola
tion.

Second, however, there is no reason why we cannot make it work.
We still have the world's largest economy, and its largest and most affluent
domestic market. We have a well-established research-and-development
base, and a head start in most of the advanced technologies where future
industrial growth will be concentrated. Reversing the pattern I have de
scribed is well within our means, and will not require any fundamental
departure from our free-enterprise system. It will require, however, much
more coordination between government, industry, and labor than we have
followed heretofore.

There is the most urgent need for a basic U.S. economic policy,
developed and articulated by the executive branch under the leadership
and direction of the President. I am not referring here either to an Amer-
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ican versionof the Japanese systemor to a socialistic"planned economy,"
but rather to an integrated program of national economic priorities, to be
debated, modified, and implemented through our estabhshed political
process.

Our objective must be toward global market share in those higher-
technology industries which represent potential for above-average pro
ductivity and growth. Difficult decisions must be made between the
higher-productivityindustries that drive the international competitiveness
ofour economy and those lower-productivity industries that hold us back.
A successful pohcy will require not only industry-specific objectives, pol
icies, and programs, but also measures to stimulate savings, capital for
mation, and the strategic penetration of foreign markets; rational
apphcation of antitrust legislation and protectionist actions; and central
coordination to evaluate the effects of business decisions on over-all na

tional economic performance.
All of this, of course, will require much stronger and more sophisti

cated leadership in both the executive branch and the Congress. It will
require greater collaboration among government, business, and labor, and
a much clearer understanding by the pubhc of these issues, and of the
ultimate consequences of the course on which we are now embarked.

And, as we undertake to set our own economic house in order, I
would hope that the United States would develop a more realistic and
sophisticated approach to our trade relations with Japan. Our unwilling
ness to face up honestly to the seriousand progressiveerosionof American
industrial competitiveness, and our consistent exaggeration of the role of
Japanese protectionism as the root cause of our difficulties has only di
verted usfrom facing reality. If thefocus ofour imbalances withJapancan
be found honestly and discussed frankly, both sides will benefit. World
industrial leadership will not be an unmixed blessing for Japan if it is
based in large part on an erosion in the strength and influence of its most
important trading partner and principal military ally.

Finally, a decline in the economic vitaUty of the United States,
coming at just the point when Japan is achieving its full potential, will
deprive our bilateral economicrelationshipof what could be its finestera.
With both nations at full potential and working in concert toward com
mon economic goals, these two large industrial powers, with their com
bined populations approaching 350 million, their high incomes and edu
cation levels, and their superior technological and capital resources, could
make technological advances, create trade flows, and generate economic
benefits, for the two countries and others in the world, which would dwarf
anything we have yet seen. But this is not the course we are on.
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Japanese Quality:
How It was BuUt Up
and Maintained

Keiske Yawata

Muchhas been said about the success of Japaneseforeign trade. In
orderto understand how this success was achieved, the postwar history of
Japanese industrial development isherereviewed in relationto thequality
of products. The sixfive-year plansof NipponTelegraph and Telephone
Corporation (NTT) had an impact on the quality concept in telecom
munications and relatedindustries. The quahty conceptwastaughtby two
American consultants and further developed.

The Postwar History of Japanese Industry

When WorldWar II ended in 1945, Japanese industrial production
was at 30 percentof the prewarlevel. Agricultural productionwas 6 per
cent, real GNP 50 percent, real wages 30 percent, and real consumption
per capita only 6 percent of the respective prewar indicators. The infia-
tion rate was 100 percent in the six months starting August 1945. This
economic chaos was overcome by cooperation between the occupation
forces, the Japanesegovernment, and privatecompanies. The outbreak of
the Korean war in 1950 triggered a large demand for war supplies and
rapid development of industrial activities. Economic recovery was accel
erated,and the U.S.-Japanesepeace treatywassigned. Real consumption
per capita in 1953 exceeded the prewarlevel. War-triggered developments
in electronics, such as the miniaturization of vacuum tubes, had stimulat
ed somesectors of industry—for example,radio manufacturing.

Transistorswere in production as early as 1954, and developmentof
a transistorized computer started before 1960.The transistor radio was a
significant apphcation of the transistor, and became the brightest star of
the exportable electronics-equipment industry. Commercial color-tele-
vision broadcastingalsostarted around this time.The economy continued
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to boom into the 1960s. The NTT launched its second five-year plan in
1958, spending 500 billion yen. Construction and service industries made
maximum efforts tosupport theTokyo Olympics in 1964. New roads and
highways, subways, and hotels were built. Satellite communication, first
experimented with in 1963, was fully used during theOlympics.

Thedesk-top calculator industry was bomin themid-1960s asone of
the major appUcations of integrated circuits. The NTT's third five-year
plan emphasized reducing the shortage of office and home telephones, a
nationwide dialing system, and improved service in the countryside.
Electric washing machines, refrigerators, and black-and-white TV were
rapidly becoming commonplace in Japan, with automobiles and color TV
following them. With the introduction of color TV, the quality image
changed, primarily because of the price of color-TV sets. Consumers ex
pected quaUty in a high-priced item like colorTV, and TV-set manufac
turers ran a quahty competition with the cooperation of the components
producers.' Thisquality concept later led to what iscalled "Parts PerMil
lion (PPM)quahty."^ It wasbeUeved that quality should be built-in rather
than tested for later, especially by semiconductor producers.

Because no defense industry existed, the Japanese electronics in
dustry was developed around consumer goods. In addition to the
consumer, the NTT played an important role. The stringent quahty re
quirements imposed on supphers resulted in companywide zero-defects
campaigns and quality-control drives. These concepts originated in the
United States and were introduced into Japan, but it was the Japanese^
who took them so seriously that each employee in a company was made
aware of the quaUty-control concept and encouraged to suggest quahty-
improvement ideas. All industrial goods being free of tariff barriers, the
Japanese electronicsindustry had to strengthen its competitive position in
worldwide trade. All electronics manufacturers are equipped in their
domestic-production factories with fully automatic facilities to meet qual
ity and cost requirements. In order to offset the export industry, the
domestic economy is stimulated by government expenditures in the pubUc
sector. The mass production of microcomputers has opened up a whole
new world of solid-state applications."*

To analyze the technological development of Japanese industry,
some data are presented in Figures 1 and 2. World War II ruined research
and development facihties and activities in Japan. Most of the postwar

1. "American Manufacturers Strive for Quality—Japanese Style," Business Week,
March 12,1979, p. 32M.
2. J. M. Juran, International Conference on Quality Control, 1978.
3. "American Manufacturers Strive for Quality—JapaneseStyle," Business Week,
March 12,1979, p. 32C.
4. "The Microprocessor: A Revolution for Growth," Business Week, March 19,
1979.
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Figure 1

TECHNICAL LICENSES EXPORTED TO
THE UNITED STATES (1976)

Chemicals 36.6%
Electronics 20.9%
Steel 6.6%
Textiles 8.1%
Others 27.8%

Worldwide: 83,404 Million Yen
United States: 12,898 Million Yen (15.5%)

Source: Science and Technology Agency,Tokyo

industrial efforts were aimed at restoring production. It took Japanese
industry twenty years to achieve levels of research and development ex
penditure comparableto the United States. In 1951 the number of patents
applied for in the U.S. by Japanese parties was less than 1 percent of the
number of patents applied for in Japan by U.S. parties. In 1973 the gap
was narrowed to about 40 percent. This means that the Japanese
contribute much more today to technical development than twenty years
ago. It is true that Japan imported much of its technology after the war to
fillthe gap, but the imported technologywasfurther developed, and today
Japanese technology is more sophisticated than the technology that was
originally brought to Japan. Some of this technology is now being ex
ported back to the United States. Figure 1 shows the volume of technical
Ucenses exported from Japan to the United States in 1976, which should
be considered a contribution by Japan to U.S. industry.

The Role of the NTT

A summary of the NTT's six five-year plans and an additional
seven-year plan is shown in Figure 2. Until 1977, customers had to wait
several months in some exchangesto get a telephone installed, so all plans
emphasized volume expansion. Diversified services, such as data com
munication, started later, in the fourth five-year plan, when telephone
saturation was foreseen and emphasis was switched to more or lessquah-
tative expansion of telephone services.

In all these plans, the NTT has continued to emphasize the quaUtyof
the equipment used in its system, and an extra-reliable telephone service
has been achieved by close coordination between the NTT's Electrical
Communication Laboratories and suppliers. All equipment is developed
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Figure 2

NTT FIVE-YEAR-PLAN ACHIEVEMENTS

1953-57 Restoration of telephone system;
reduction oftelephone shortage inthe metropolitan areas ofTokyo and
Osaka;
completion of dialing system between six major cities and intercity
dialingwithineconomic regions.

1958-62 Nationwide dialing systemplanning;
number of ofl&ce telephonesincreased;
expansion ofdialing system to allmajor cities;
use of public telephones in farming and fishing areas to spread tele
phone service.

1963-67 Improvement of telephone supply;
intercity dialing anddialing between allprefectural capitals;
extension of telephone service in provincial cities.

1968-72 Improvement of home telephone supply;
increase in central offices in more congested areas and expansion of
dialing service;
continued rural telephone service expansion;
development of data communication service;
distribution of intercity repeaters.

1971-77 (Additional Seven-Year Plan)
Lead time for telephone installationminimized;
automation of all central offices;
extension of data communication service;
establishment of total communication network.

1973-77 Diversification of telephone service;
shortening of lead timefor telephone installation;
continuation of data communication development;
improvement of telephone charging system.

1978-82 Maintenance of short lead time for telephone installation;
improvement of service to subscribers;
security of communication service;
contribution of telephone service to improved social security.

with the material and parts carefully specified at an early stage. Funda
mental design is arrived at after extensive technical discussions between
the NTT and the suppliers to fix the specifications, and every bidder is
given a fairchance to supplytheNTT.Therehasbeenmuchdebateabout
the NTT's supply system, but I believe that there is an advantage to the
traditional cooperative development over an open bidding system so far
asbuilt-inquality and reliability are concerned.

It is this stringentconceptof quality, developed under cooperation
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between the NTT and its suppliers, that has made Japanese
semiconductors so reliable. Two of the four exchange-equipment sup-
phers, Hitachi and Nippon Electric Company, are also the two largest
semiconductor supphers and have consumer electronics divisions as well.
They have applied the same quality and design philosophy to
consumer-grade semiconductors as they do to NTT-grade semiconduc
tors. By so doing, they have accomplished better quality and reliability
with higher production yields, leading to lowercosts. It is firmly believed
in Japan that stringent quality control at the product design stage and in
the manufacturing process ultimately results in lower production costs
than screening each production lot to obtain high quality products.

Japanese Foreign Trade

The export of electronics started with the transistor radio. In the
early 1960s, black-and-white TV, and later, in the mid-1960s, color TV
took the lead among electronics exports from Japan. Toward the late
1960s, the variety of export items increased, as calculators and compon
ents were added. High productivity and high quality made these electronic
products extremely competitive.

Both high productivity and high quality come from the traditional
management style, loyalty of the employee, and proper training in quality
control. Low manufacturing costs were achieved by production in volume
and by cutting comers in labor and material wherever possible. The
integrated circuit replaced discrete components and contributed to the
improvement in rehability and cost reduction. Market studies were con
ducted to determine the needs of customers, and products were designed
to fit these needs. Again, it was the Japanese who implemented what had
originally been taught them by Americans, and again the student out
shone the professor.

Quality Standards

For many years after the war, the image of Japanese products was
one of low prices and poor quality, a typical example being the transistor
radio. When Japan became competitive in the automobile, steel, and TV
fields, the quality of products was an important tool in the marketing
strategy of Japanese producers. Today many U.S. businessmen realize
that quality is sometimes more important than marketing and financial
know-how.

Japan owes the quaUty concept to W. Edward Deming and J. M.
Juran.^ Deming lectured to Japanese management in 1950on the impor
tance of the statistical quality-control method, which triggered innovation

5. "American Manufacturers Strivefor Quality—Japanese Style," BusinessWeek,
March 12, 1979,p. 32F.
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rather than imitation. Deming himself admitted that no other statistician
had seen his work bear such fruit. J. M. Juran's Quality Control Handbook
is still used as a textbook by Japanese quality-control managers. His
emphasis on the quahty-control functionof modem managementacceler
ated the Japanese quality revolution.

Leaders of the semiconductor industry often say that Japanese
quaUty is the result of rigorous testing and screening. Japanese quahty-
control engineersdo not beheve in screened quahty because it is the design
and production process that determine the quality of the product and
production lot. Thus, the design of a product is carefuUy examined by
quahty-controlengineers, and eachproduction lot is inspectedmany times
during the production process.Byenforcingsuch stringent quahty control,
each worker is made aware of the importance of quahty, and workman
ship thus improves.

In many Japanese manufacturing organizations, workers form smah
groups that meet regularly to define problems in their daily work and dis
cuss each one to find ways to solve it by themselves. The quahty-control
concept has been adopted not only in engineering and manufacturing but
in management as weU. It is often wrongly believed that higher quahty
costs more. ActuaUy, Japanese managers have proved that a good quah
ty-control systemreducesover-allmanufacturing costs.Sony in San Diego
and Panasonic in Chicago have demonstrated that it is not the high tum-
over of American labor that makes quahty control in the United States
more difficult than in Japan. Both Sonyand Panasonic make high-quahty
television sets using American labor.^ The difference between U.S. and
Japanese management in quahty-control pohcy may be that U.S.
managers are oriented toward short-term defect detection and the Japa
nese toward long-term defect prevention.

Marketing Strategy for Foreign Firms

Japan, as an island nation, aims at self-sufficiency in production.
During the Tokugawa period, from the seventeenth to the nineteenth
century, the country was almost completely closed to foreigners. After the
industrial revolution, many raw materials were imported and foreign
currency had to be earned in order to maintain a balance. After World
War II, more industrialization took place, and even agricultural products
were imported. The circle of industrialization, raw material imports, and
shortage of foreign currency pushed Japan's exports. As already noted,
efforts to increase exports resulted in enormous success. Exports came to
exceed imports. In order to sustain domestic industry and maintain the

6. "American Manufacturers Strive for Quahty—JapaneseStyle," Business Week,
March 12, 1979, p. 32E.
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trade balance, imports had to be increased. It has often been said that it is
impossible for a foreign firm to sell in Japan. Several reasons make it
difficult to sell foreign manufactured goods in Japan: Japanese products
sellin preference to foreign products because the label is in Japaneseand
easy to read, domestic brand identity has been established, after-sale
service is better, or the design is more fitted to the Japanese people and
environment. In other words, Japan has a built-in nontariff barrier which
is culture-related and tough to break. Can this be overcome? I think the
answer is yes. There are a few conditions, however:

(a) Long-term commitment must be made by the foreign manufacturers to
get a share in the Japanese market.

(b) The foreign producers must try harder to study the Japanese con
sumer's needs and design products to fit them.

(c) The foreign producers must have their own sales organization.
(d) A good partner or a consultant is very helpful in understanding the

culture and establishinggood relationshipswith the local people.

Perhaps long-term commitment is the crucial factor for success.
Japanese culture, as described in many books and articles,^ is based on
long-term relationships or connections, whether between customer and
suppher, professor and student, or company and employee. A newly es
tablished company may perhaps hire experienced staff by offering higher
wages. The fact that an employee chooses a higher wage over the rela
tionship with his previous employer indicates that he is not a traditionally
minded Japanese, and he may not be the best person to start a good re
lationship with his customers. How does a Japanese company get new em
ployees? Usually by hiring new graduates. A manager in the personnel
division will have a long-term relationship with a key professor in each
college. Thus, everything depends on long-term relations. It probably
takes ten years to become a factor of any kind in the Japanese community,
starting from scratch. Such long-term relationships have given rise to
the hfetime employment system. The employer assumes that each em
ployee will stay with the company all his life and plans a career develop
ment for him. The employee also assumes lifetime employment without
a written contract. This employment concept results in a strong pater
nalism on the employer's part and loyalty on the employee's part, and
the quality of the latter's work is high.

Many have recognizedthat Japan owesits successin foreign trade to
the quality of her products. Some U.S. firms have seemingly adopted a

7. Edwin Reischauer, The Japanese, (Cambridge, Mass.: Belknap Press, 1977).
Mits Noda, "Business Management in Japan," MIT Technology Review, June/
July 1979,p. 20.
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policy similar to that of Japanese firms, but cultural differences make it
difficult to use the same system of quality control and management, and
modifications are needed. Yet in the combination of advanced quality
control methods and greater attunement to the Japanese market lie the
challenges to American industry.
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Economic Rearmament for the

United States and Japan

Walter E. Hoadley

A rigorousprogram of economicrearmament (as distinguished from
the military concept) is called for at this time for the United States and
Japan, albeit in differentways for the two nations. The success of such a
program will largely determine the future course of financial trends in
both nations, their ability to meet domestic and international market
changes, and the outlook for the value of the U.S. dollar and the Japanese
yen.

The world faces enormous challenges as it enters the decade of the
1980s. There is widespread apprehension about economic slowdown, so
cial tensions, and political confrontations. With global population sky
rocketing and staggering human wants to be met, the United States and
Japan among other major nations must expect to be inundated with
requests—more likely demands—for assistance from their own peoplesas
well as from others in all comers of the earth.

Never will the United States and Japanese economic and financial
systems be put to a more far-reaching test.Whileboth are nowamongthe
strongest and most powerfulnations, neither seemsadequately prepared
for what lies ahead.

Lurking in the background of course is the smoldering issue of
military rearmament.

For the United States, there are concerns about the spreading global
military power and intentions of the SovietUnion. The United States now
devotes about 5 percent of its GNP to defense, in contrast to 13-15 percent
in the USSR, and less than one percent in Japan.

President Leonid Brezhnev's recent speech in East Berlin made
some conciliatory gestures, but combined them with new threats, presum
ably to forestall deployment of updated Western atomic missiles in
Europe. Thus, the arms race now continues, to ofiset Soviet missiles in
place.
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Earlier confirmation of Soviet military forces in Cuba and signs of
growing unrest in Southwest Asia have stirred new American anxieties,
stalling the salt II treaty ratification and strengthening the position of
those who feel the United States must enlarge its materially reduced
defense capability.

President Carter's budget requests for 1980also reveal that he feels
that the U.S. defense budget must now be increased. It can be expected
that the question will soonhit the headUnes—how muchlongershouldthe
United Statesprovidea defense umbrella at minimalcostfor Japan?

In Japan, the rearmament issueis similarly threatening.How much
longer can Japan depend upon the United States for over-all defense?
How safe from attack are the vital petroleum sea lanes from the Middle
East to Japan? Will Japanese pubhc opinion on the rearmament issue
change in the future?

Major Fiscal Problems Loom.—Both the United States and Japan
face rising governmental costs because of growing pressures for more
mihtary capability. Yet large internal budget deficits already generate
economic and political problems for the UnitedStates and Japan.

Thepresent voter mood across theUnited States andJapanisclearly
not supportive of higher taxes. In the UnitedStates, a taxpayer revolt has
already broken out in several localities (e.g., California's Proposition 13).
The recent Japanese Dietelections also produced negative results for the
ruhng Liberal Democratic party of Mr. Ohira. Many voters apparently
reacted negatively to the government's plan to raise taxes and wanted to
show their displeasure.

Clearly theJapanese and U.S. governments havetough fiscal battles
ahead. Inflation tends to increase government revenues disproportion
ately by pushing more taxpayers into higher tax brackets, but inflation
also generates public unrest and undermines confidence in government
policies, programs, and leaders.

Structural Changes Dominate Outlook.—The worldwide economy is
currently in the throes ofmajor structural changes, which will persist for
manyyears. Far more changes than merely business cycles are involved,
and some have profound implications for global finance and U.S.-Ja-
panese economic-financial relations.

The financial markets inwhich the United States and Japan actively
participate have already been greatly affected by such noncyclical changes
as (1) energy shortages and price increases, (2) increases in over-all infla
tion and interest rates, (3) recycling ofsurplus OPEC oil revenues through
theEurocurrency markets, (4) thedecline in theacceptance andvalue of
the U.S. dollar, and the gradually increasing reserve role of the German
markand theJapanese yen, (5) the growing sophistication and numbers of
global financial lenders and borrowers, (6) the resurgence of gold as an
investment, especially as a hedge against inflation, and (7) the concerted
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eflForts of central banks, the International Monetary Fund (IMF), and
other international organizations to try to influence the value of world
currencies and reserves.

On the whole, the world's major financial markets have adjusted
well to all these changes, but many observers are skeptical about the
prospects for further such adjustments in the years ahead.

U.S. Economic-Financial Prospects.—kgdAn&X this general back
ground of change, let us look more closely at the economic rearmament
needs of the United States and the financial trends and prospects of the
United States.

To understand what is transpiring now in the United States requires
an appreciation of the difference betweencyclical and structuralchanges.

The U.S. economyis still very strong—at or close to its all-time high
by most traditional economic measures. Recessionary slowing is
underway because of inflation, restraint in government spending,reduced
new housing, and lower consumer outlays, mainly for large-sized auto
mobiles and household durables. To date, "rolling adjustment" has been a
much better description of the recent courseof our economythan "reces
sion."

In fact, despite massive fearsand predictions, technically a recession
hasnotyetoccurred, because therehavenotbeen two successive calendar
quarters of negative U.S. realgrowth. But recent strong FederalReserve
anti-inflationmeasures will almost certainly bring about further economic
slowing and a technical recession in 1980. Moreover, the impending pres
idential election campaign of 1980 is likely to produce some further
disruptive governmental measures, ranging from tax cuts to mandatory
wage, price,credit, and other controls.

For manyyears to come, the United States will be wrestling withits
currentmajoreconomic problems—inflation, energy, the balanceof pay
ments, the dollar, domestic fiscal and monetary discipline, and productiv
ity. None ofthese problems isprimarily cyclical and none canberesolved
in a short period.

Economic Rearmament Means Resolving Major Problems.—In my
view, in meeting these problems, the United States will be seeking to
rearm itselfeconomically by correcting someeconomic excesses and mis
takes of the past twoor threedecades. No doubt therewill be intermittent
periods ofuncertainty andprobably some temporary setbacks, butI firmly
beheve solid progress will be made during the 1980s on each problem
—and hence in over-all economic rearmament. Let's also recognize that
complete success could in due course raise entirely different questions
about a majornewU.S. competitive threat to the restof the world.

Important to Japan, each new corrective goal promises to affect
U.S.-Japanese relationships. There will be excellent opportunities for
closer ties, but also for possible new clashes and tensions.

41



Inflation is now widely accepted in the United States as America's
primary problem, well ahead of unemployment, which had dominated
national concerns since the 1930s. A slowing U.S. economy in 1980 is
certain to cause some added unemployment, but it is likelyto be concen
trated in a few industries and regions. Full employment, that is,thejobless
rate which will cause inflation neither to increase or decrease, is now about
6.5 percent in the United States.

Efibrts to check U.S. inflation will draw attention, among many
other things, to costsof imported goods and services, sources of external
credit,especially from foreignlendinginstitutions, and drains on the U.S.
Treasury for expenditures to support foreign nations and overseas pro
grams. In eachof theseinstances, Japan can be expected to be drawninto
the discussion.

Strengthening orweakening oftheexchange rate ofa country can be
used conveniently as a scapegoat if one wants to criticize that country.
Japanese products selling in the United States arenow higher priced, and
have added toU.S. inflation, incontrast to the situation a few years ago.
The recent weakness in the yen may have temporarily slowed this import
price advance trend from Japan. Japanese banks in recent years have
sharplyincreased their dollar lending in the United States and elsewhere.
The Federal Reserve's latest efibrts tocurtail credit expansion indomestic
markets still leave a loophole for foreign bank lending from oflTshore
directly to U.S. domestic borrowers. Should Japanese and other foreign
banks decide to take advantage ofthis loophole, they can no doubt expect
some criticism and perhaps even some demands for official restraint
through tax levies or other means.

The cost to U.S. taxpayers of providing a military umbrella for
Japan is likely to come up in media and official discussions, even though
the Japanese government has been increasingly sharing U.S. military costs
inJapan. The Japanese are seen by many from the U.S. side as getting a
"free ride." However, if analysis should reveal that military rearmament
by Japan could aggravate the global arms race, the higher costs to the
United States could well exceed present expenditures to protect Japan.

Clearly, Japanese leaders must (1) become increasingly and openly
sensitive to efibrts to reduce the serious U.S. inflation rate, and (2) seek
diligently to avoid being charged, either correctly or incorrectly, with
aggravating ratherthan helping tosolve our inflation problem.

Energy has been accepted asavery real problem for the future bythe
principal U.S. business leaders, but most Americans still beheve that the
problem is contrived. To some extent, the Japanese are seen as com
pounding the U.S. petroleum problem by aggressive buying efibrts to
insure their own supphes from diversified sources, with resultant still
higher world and domestic oil prices. No doubt, the Japanese have some
similar feelings about U.S. oil-purchase pohcies.
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After many pledges, made at Shimoda and elsewhere, the United
States and Japan have made very limited joint progress in exchanging
some technical papers onenergy development andresearch in thefields of
liquefying coal and solar energy, and various technical fields, such as
drilling for coal andoil, andextracting oilfrom shale. However, almost no
one in the United States is aware of any joint progress in energy areas.
Probably nothing at the moment could help strengthen U.S.-Japanese
economic relations more than well-pubUcized, even if modest, energy
successes resulting from strong joint efibrts. A substantial energy pro
gram, with expenses shared by the two countries, would also help unblock
present U.S. political reluctance to allow Alaskan oil to be shipped to
Japan in exchange for oil purchased by the Japanese from the Middle
East, with substantial savingsfor both sides.

The Japanese have made some strides in energy conservation in
many products sold in the United States, but these energy-reducing
features need to be publicized far more to the American consumer.

The U.S. balance ofpayments deficit, ofcourse, isgreatly influenced
by massive oil imports. Further expected OPEC price advances will mask
the corrective process which isnow underway inother aspects ofthe U.S.
international trade and payments accounts. The U.S. trade deficit with
Japan, even though declining in the short run, continues to be looked
upon with suspicion in the United States because ofits magnitude. This
will remain true despite repeated Japanese explanations of the need for
greater over-all global reserve balances to shield Japan from its substantial
economic and financial vulnerabiUty as a nation almost entirely depen
dent upon foreign resources and trade, as well as to enable Japan to
continue to provide aid to developing nations.

At the moment there is some optimism among U.S. and other
officials that the American current account, covering trade and services,
will move from deficit tosurplus in 1980. The contention isthatthelower
value of the U.S. dollarand the slowing of the U.S. economy will reduce
imports, and together with higher interest rates will bring the U.S. balance
ofpayments into closer equilibrium with other industrial nations, includ
ing Japan.

This favorable prospect certainly would help ease problems between
theUnited States andJapan over thepersistent Japanese trade surplus. In
my view, these expectations should be monitored closely and not taken for
granted because (1) further oil price increases must be anticipated, (2)
productive capacity places limitations on most major U.S. exports, (3)
unusual U.S. consumer hedge buying is underway for quality foreign
products, even to the point ofdrawing down savings, and (4) there are
strong convictions among many financial executives worldwide that the
U.S. dollar will continue to lose status as a reserve currency, probably
reinforced by eventual implementation of the new International Mone-
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tary Fund dollar substitution account. The latter is designed to ease the
pressure of unwanted dollars, but its very existence also tends to confirm
the chronically lower status of the U.S. dollar in the world's finanri^l
markets.

A weaker U.S. dollar has now come tobea pocketbook issue among
the American people, because itmeans higher prices for imported goods.
U.S. voters are therefore wiUing tosupport promising efibrts tostrengthen
it.

There is rather conclusive evidence—on technical economic grounds
—that the U.S. dollar is now undervalued against European currencies,
but not against the Japanese yen. Thus, financial olficers in Japan, the
United States, and around the world confront a treacherous situation.
On the occasion ofany positive economic or political development, the
U.S. dollar can easily rise 2 to 5percent insome markets ina very short
period. Yet, until the general negative attitude abroad toward the U.S.
dollar changes for the better, it is unlikely that there can be sustained
restrengthening generally.

Japan definitely has a major stake inshaping the future course ofthe
U.S. dollar because of its heavy dependence on dollar trade and the
emerging role ofthe yen as a more important trading currency. The yen's
position asa modest defacto reserve currency isnow established andmust
be expected to increase gradually.

Domesticfiscal-budget discipline isa chronic problem in theUnited
States, as well as inJapan and most other nations. For several decades,
U.S. economic pohcy has mainly emphasized putting idle labor forces and
resources towork, almost in theabsence ofanyconcern abouttheeconom
ic-financial costs or the resulting inflation. Budget deficits have per
sisted in good times and bad times, only to be validated and accommo
dated by expansive Federal Reserve monetary pohcy.

As inflation has come tobe recognized as an evil—i.e., a tax—by the
American people, there has been mounting pressure to find the root
causes. Generally now, there is public agreement that excessive govern
ment spending, leading to excessive monetary expansion, is the primary
source of inflation. Accordingly, there are definite signs that large seg
ments of the pubhc currently abhor more than modest increases in gov
ernment outlays,and in particular object to fiscal deficits.

The U.S. federal budget process involves budget expenditure and
receipt proposals from the White House, buthas more recently included a
parallel congressional budget system, also designed to estimate revenues
and expenditures, so as to place some advance legislative limits on pro
jected budget deficits. Inpart this congressional procedure was set up to
counterbalance the fiscal power of the president. In fact, however, the
Congress has become more deeply involved inthe federal budget process
because the nation's voters are demanding more fiscal-budget discipUne
byelecting more officials who agree with this objective.

44



All this means that prospects for greater restraint in goverrunent
spending are slowly butsteadily increasing across the United States. Cer
tainly this isnoguarantee against future deficits, especially inrecessionary
periods, when so-called "built-in stabilizers" reduce tax receipts and pour
outbenefits to theunemployed. Nevertheless, some machinery isin place
to force more fiscal-budget discipline which in time should mean less
monetary expansion and less inflation.

Japan again has a clear-cut interest in the outcome. Its success or
failure will have a direct impact not only on the course of U.S. inflation
and U.S. interest rates, but on the value of the dollar, as well as on the
buying attitudes ofAmerican producers, consumers, andinvestors.

Productivity is another matter of structural concern for the United
States. Traditionally, productivity gains have averaged three percent or
more aimually, butin recent years there has been a pronounced drop in
this measure. Very recent official estimates have reported very small gains
ornetlosses in U.S. productivity. Nonetheless, theover-all absolute level
still remains at the top of worldperformance.

Theunfavorable aspects ofslowly growing ordeclining productivity
are that they reduce the living standards of U.S. citizens, aggravate
inflation, and undermine the international competitive position of the
United States. Formany years, U.S. productivity advances helped cancel
inflationary developments, butthis is obviously no longer true. Japan has
managed tokeep itsproductivity improvements much higher.

As the economy adjusts toward slower growth and becomes more
service-oriented, Japan will probably be unable to maintain the high
productivity experienced inthe past, but its productivity is still forecast to
be higher than that ofother major countries. (Productivity inall industries
inJapan increased by 9percent inthe fiscal year 1978, ending March 1979.
In May 1979, the increase was 12 percent, largely due to the increase in
capacityutilization.)

Clearly, an essential part of any U.S. economic rearmament pro
gram must be rebuilding productivity. This is not likely to take place
quickly, however, because the most rapid national productivity advances
inany nation are derived from (a) shifts ofworkers from rural to urban
jobs, (b) substantial increases ineducational achievements, and (c) output
gainsfrom installedcapacity.

Noneof these nowoffers a majorpotential for the UnitedStates. In
each instance, improvements have already been largely realized. The
United States now has only about 5 percent of its population on farms;
ilhteracy is at the one percent level; 50 percent or more of adults have
some college education, and full-employment conditions prevail widely,
except forsome older industries and facilities.

Since the United States is no longer predominantly an agricultural
or industrial nation, it follows that its major new productivity break
throughs will probably have to come in the broad personal, business,
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and government-related service field. There are no satisfactory measures
ofproductivity in these areas, so itwill be diflicult to judge progress ac
curately.

Closely allied are effort and motivation, which too often seem to
diminish as taxes increase and personal economic security is achieved.
Incentives to invest and produce are also adversely affected where infla
tion increases effective tax rates and erodes purchasing power. These
circumstances now prevail in the UnitedStates.

U.S. Financial Trends and Prospects
As the decade of the 1970s comes to a close, the United States and

most other financial markets around the world are marked by volatile
exchange rate changes, high interest rates, surging movements ofcapital
funds, and strong but ebbing credit demands. This unsettled period fol
lows two earher crises in the same decade. The U.S. and global financial
systems successfully met the two previous challenges and seem prepared
to cope with the new one as well.

The principal difference this time, however, is the growing force of
inflation in stimulating unusual demands for credit, as well as driving up
the cost of money to record levels. In particular, financial market
responses to restraining government policy changes have been dramatic,
but not always in the direction desired oflScially, as in the past.

One of the most significant recent U.S. financial market develop
ments for Japan has been the tendency for many Americans to cut their
fin^dal savings rates and use more credit in order to maintain or improve
their hving standards. This has been the source of much finanripg of final
sales in the United States in 1979 of products made in Japan. Obviously
this caimot besustained indefinitely.

Until recently the real rates of interest in the United States (i.e.,
nominal rates corrected for inflation) have been negative. Thus, there has
been astrong economic incentive for many to borrow. In the recent past,
however, both short and long rates have climbed sharply. In fact, the real
short-term rate has become positive and tangibly expensive.

Long-term nominal rates arestill generally below thecurrent rate of
inflation for prime quahty borrowing organizations, but this gap could
close in the coming months. Much depends, ofcourse, onthe outlook for
U.S. inflation.

So long as long-term interest rates remained relatively low, itcould
be assumed that long-term lenders were convinced that inflation would
notgetoutofcontrol. More recently, some doubts aboutthefuture course
of U.S. inflation have arisen. Long-term lenders have become less willing
to make extended new commitments, and many financial executives have
made fundamental reappraisals oftheir strategic financial plans for the
years ahead.
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Accordingly, the U.S. capital markets are now reflecting more
structural changes. The recent General Motors agreement to adjust re
tirementbenefits for inflationhas similarly caused a basically new look at
long-standing corporate pension-investment policies, which "locked up"
future actuarial payment obligations by purchasesof seemingly adequate
high-yielding long-termbonds.The wisdomof such policiesis at leastnow
open to question.

For the first time in probably fifteen years or mpre, the question is
again being raised whether common stocks may not be a better inflation
hedge than bonds. Inflation hedging by equity investments had been an
American assumption, but actual adverse experience in recent decades
has driven many stockholdersentirely out of the market. It is possiblenow
that more professionaland public interest in buying and holding common
stocks will occur.

For Japan, these major structural changes in U.S. financial afiairs
bear close watching. They mirror shifting American attitudes toward the
future and to some extent the attitudes of foreign financial leaders as well.

Japan Also Faces a Need for
Economic Rearmament

In contrast to U.S. Jewa«^/-oriented economic and financial policy,
Japan has long given the highest priority to ^M/?/?/y-enhancement policy.
Some reversal in this emphasis seems inevitable in the period ahead.

Japanese average personal income in U.S. dollars may well equal or
surpass U.S. personal income early in the 1980s, but actual real average
living standards in Japan are now recognized to be substantially lower
than in the United States.

The difference Ues in the prevailing higher price level, shortages of
housing and many general pubUc infrastructure facilities, practical limi
tations on some imports, and the absence of a comprehensive social
security system, which necessitates a higher level of personal saving for
retirement years. Moreover, there is only Umited use ofconsumer credit in
Japan.

Economic rearmament in Japan seems likely to take the form of
strengthening consumer real purchasing power, reinforced by stepped-up
investment in the public sector to broaden the infrastructure base for
higher hving standards. The changing attitude of many Japanese seems
increasingly to reflect the complexity of the people's demands for a greater
sharing in their country's economic achievements. The Japanese govern
ment is acutely aware that its general economic strategy must now be
driven heavily by the domestic economy. The economic plan through 1985
stresses this point.

In addition, consumer research in Japan also indicates a slowly
rising demand for more extensive use of retail credit. More and more
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Japanese travelers overseas recognize the extensive use of retail credit in
the United States and elsewhere.

In the field of corporate accounting and financial markets, Japan
has long lagged behind the principal industrial nations, particularly the
United States. The key point here, of course, is that Japanese companies
have been permitted to employ considerably more leverage or debt. The
concept of maximizing return on total assets,capital employed, or equity,
which is the backbone of management goals and performance measures in
the United States,ought to be emphasizedmore in Japan.

The world's financial markets have traditionally accepted strikingly
lowerfinancialstandards for Japanese companies, initiallybecause of the
limitedfinancial resources available to them and subsequently because of
the assumption that the Japanese government stood firmly behind all
major Japanese companies engaged in international business and bor
rowing.

The principalquestionnowis when the majority of Japanese com
panies willbe able to stand the full test ofglobal market evaluation of their
performance, especially if the monetary situation should tighten appre
ciably. Up to now, Japanese managements have apparently judged their
results largely on marketshare, sales gains, and profits on sales—a system
which major U.S. and many other leading transnational companies
deemphasized years agoasinadequate to gauge howwell allaspects of the
business are being managed.

Closely related, these same tighter measures of financial results are
widely used by analysts who evaluate performance as a basis for recom
mending purchases orsales ofcommon stocks ontheU.S. andothermajor
securities exchanges. Few Japanese common stocks are now listed on these
same leading world exchanges, in part because of prevailing financial
performance standards.

Perhaps it also should be noted that U.S. corporate accounting
evaluation standards are currently undergoing still more far-reaching
changes to include greater disclosure of adequacy of internal control
systems to insure that values of assets and liabilities are more carefully
monitored, some inflation impact measures, and extensive information on
possible corruptpractices as well as corporate governance procedures.

While there is still considerable debate in the United States over the
need for all this additional disclosure, the trend is clear. Managements
listing their securities on U.S. exchanges will have to tell more about how
and why they are conducting their businesses, so that stockholders will be
more fully informed, and therefore better protected from surprises.
Needless to say, Japanese businesses require more improvement in this
area.

The Japanesesecurities markets, of course, function verydifferently
from those in the United States. Price fluctuations are subject to official
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control, listing isnot too rewarding for foreign corporations, and the truly
international dimensions of the market are limited. Nevertheless, Japa
nese government pohcy is slowly moving toward Uberalization of some
longstanding constraints.

There is stillgreat Japanese official reluctance to estabhsh an open
yen market in Tokyo, but a start has at least been made in the short and
medium maturity sector of the market.

For Japan to achieve financial stature commensurate with its eco
nomicaccomplishments, there must be a greater commitmentto making
Tokyoa major effective capital market. Admittedly, time-zonedifferences
do not permit current transactions between Tokyo, London, and New
York, but an international financial organization with offices in these three
cities can avoid any time-zone problems.

There is clearlya larger place for Japan in the future global financial
system. Japanese financial institutions have expanded widely into the
United States and elsewhere, in the world's major cities, capitahzing
fully on the opportunities in these countries for foreigners. However,
the opportunities for foreign banks and other financial institutions in
Japan are far less clear. In general, such "outsider" organizations ap
pear to be judged as necessary, but more for emergency or shock assistance
than for regular growth purposes.

Japan has long managed its international finances with great skill,
using funds from abroad extensively,leveraging capital substantially, and
engaging in currency-exchange operations to maximize gains with mini
mum risk to the yen.

There has been considerably less success, however, in management
of internal finances. Since 1974, the Japanese government's budget has
had an annual deficit,with expenditures running 20 to 40 percent ahead of
revenues. About 40 percent of this continuing deficit has been covered
mainly by directed sales of government bonds to Japanese commercial
banks.

It now seems evident that this budget financing practice cannot be
sustained indefinitely. Either government spending must be cut, or addi
tional taxes must be levied.

Here is the crux of Japan's homeland need for economic rearma
ment. Higher taxes on businesses will reduce already very thin profits.
Higher taxes on consumers will inhibit higher living standards. Lower
government spending will rule out some essential infrastructure projects
and certainly not permit much military rearmament.

There is a real quandary for Japan here, rooted in expansionary
overseas poUcies through the years. Performance over-all has seemingly
been exemplary, but not in the same fundamental economic terms that
U.S. companies and many other world leaders have employed. It is not
clear how Japan can continue to meet its home financial needs, continue to
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spread its capital over the world, persist in using overseas financial re
sources more or less on the same terms and conditions as other prime
borrowers, and provide increasing aid to developing nations. There seems
to be a need for some reappraisal in Japanese priorities. Certainly, it will
not be possible to continue all present poUcies and programs and add
many new ones without some reseating of the order of preferences.

Japan and the United States Must Find
Major Projects for Joint ElForts

Through the years there has been much close cooperation between
Japan and the United States on many matters. There have been few
instances, however, where the results have been strikinglyin the interests
of both countries and widely publicized and acclaimed as such. It is not
clear why this has been so—is it because of limited tangible results, pro^
prietary rights, few truly mutually beneficial agreements, political and
competitive restraints, or inadequate attention to public education as
regards the successes of joint Japanese-U.S. endeavors?

In my judgment, the time has come for a purposeful new efibrt on
both sidesto findat leasta few majorprojects whichare important to each
nation and the world, and which woulddemonstrate U.S.-Japan soUdar-
ity. Successful pursuit of these projects could also go a long way toward
helping the needed economic rearmament of the two countries.

Three areasof intensified mutual efforts seempromising:

7. Energy Developmentand Conservation

Japan is almost entirely dependent upon overseas energy sources.
The United States is roughly 50 percent dependent upon foreign petro
leum. Both nations have an enormous stake in this global and national
issue. Thereseems to be little pohtical interest in sharing currently avail
able energy resources with each other, but sharing netadditions toenergy
should be more feasible, and acceptable to both sides.This could encom
passsuchitems as newdimensions of nuclearsafety, moresynthetic fuels,
improved coal-conversion systems, and similar developments, as well as
breakthroughs in energy consumption in automobiles, other transporta
tion, electronics, and buildings.

It would be worthwhile to undertake more joint financing of some
newresearchand development projects, with scientific and technological
innovations cross-licensed as evidence of lasting mutual benefits. There
will be problems, no doubt,overpresentvested interests and someprivate
or publicdesires for exclusivity. Nevertheless, the currentcrisis in energy
provides a unique opportunity for solid cooperation betweenJapan and
the United States. Moreover, there are intriguing possibilities for inno
vation in financing as well as in scientific techniques.
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2. Dollar-Yen CapitalMarket Linkages
Against a general background ofcontinued dominance of the U.S.

dollar, but stillsome lessening of its role in future world financial markets
and reserves, there is need for more attention to future dollar-yen rela
tionships. The yen seems destined to become more important in global
financial afiairs, but is unlikely to be offered or accepted as a general
substitute for the dollar for some time to come.

The yen cannot continue indefinitely to be heavily shielded from
global market demand-and-supply forces and restricted mainly to Japa
nese national interest use. The availability of yen is a persistent concern
across the world.

Would it notbeuseful tohavetopauthorities in bothnationsexplore
the mutual interests of stronger dollar-yen relationships in, for example,
trade, securities markets, consumer credit, capital markets, travel, and
housing? An orderly transition for the yen to full international currency
status would seem to be in the interest not onlyof Japan and the United
States, butofmany other parts of the financial and economic world. The
Japanese have now lost total control over the movement oftheir currency,
and manypastpolicies are thusobsolete.

3. Assistance to Developing Countries

Population projections alone indicate massive problems ahead for
developing countries trying to meet the rising expectations of their peo
ples. Japan has been much more pragmatic than the United States about
developing stronger ties with developing nations, particularly those which
have raw materials needed byJapan. Again, the time seems at hand for
closer U.S.-Japanese working relationships.

These could include greater (1) jointdevelopment support for some
nations by special financial programs related to international develop
ment banks, (2) joint training systems for enlarging thecorps ofmanagers
and technicians necessary to use modern equipment in developing na
tions, (3) attention to political-ideological differences evident in North-
South dialogues, and (4) possiblejointcooperation infurthering economic
andfinancial relations with thePeople's Republic of China, aswell as the
USSR. Neither the United States nor Japan can expect the world of the
1980s to be the same as in recent decades, when our national priorities
tended todeal lightly with the role ofmost developing nations. There is no
reason tobelieve any two countries cansuflSciently assist orsatisfy aspiring
developing nations, but the United States and Japan could reinforce their
own goals and programs by much more closely coordinated efforts.

These joint efforts should be openly bilateral to insure that close
working relations are being pursued with vigor. They would supplement
other activities through official international organizations.
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Conclusion

The United States and Japan must now move beyond the stage of
being friends, competitors, and opportunists to become realists. This
means finding a new basis for more tangible cooperation—well beyond
iimumerable conferences—mutually successful for each, and helpful and
visible to the world. There is no time to lose, because the 1980s will
repeatedly test U.S.-Japanese relationships, not only in economics and
finance, but in other aspects as well.
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Japan's Fiscal and Monetary
Policy and U.S.-Japanese
Financial Cooperation
in the Pacific

Koei Narusawa

In theeconomic development ofJapana dramatic change tookplace
in 1979. First, a marked turnaround in the nation's current balance of
payments occurred; its persistent large surplus, which hadbeen causing
widespread anxieties, turned into a deficit after March 1979. Second, the
size of the monthly deficit has been on the rise since then. The Interna
tional Monetary Fund applauded this rapid and successful balance-of-
payments "adjustment process." As a part ofthis over-all adjustment, the
trade imbalance between the United States and Japan, in favor of the
latter, has been slashed substantially. The bilateral trade imbalance
between the European Community and Japan, on the other hand, has
changed, albeit slightly, in the latter's favor.

Japan's balance-of-payments turnaround is attributable to a num
ber of factors. The government policy to cope with Japan's external
surplus proved successful. This policy included fiscal stimuli designed to
enhance over-all domestic demand, fianked by an "easy and cheap"
monetary policy which induced a higher demand for imports of raw
materials in particular, while lessening internal pressure for exports. A
substantial part of the government expenditures for public works, in
particular, was financed by issuance of government bonds, the share of
which in the aggregate revenue will reach the historic high of approxi
mately 40percent during thecurrent (1979/80) fiscal year. Ontopof this,
the government took special measures to facilitate the process of bal-
ance-of-payments adjustment, which included emergency imports
amounting to$4billion; advanced implementation ofa number ofcuts in
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import duties to whichJapan committedherself in the MultilateralTrade
Negotiations (MTN); and voluntary restraint in respect to some major
Japanese export items, such as TV sets.

Some incidental factors have also contributed to the upsurge in
Japan's import bills: substantial rises in the prices of primary products
almost across the board—which in my viewcontributed to worldwide in
flation—particularly of crude oil, tantamount to that of the previous oil
shock. Furthermore, the movement of the exchange rate of the yen
vis-4-vis major currencies, including the U.S. dollar, played a major role.
Thecorrective effect stemming from thesharp rise in thevalue of theyen
beforeNovember 1,1978, whena package of U.S.measures to defendthe
dollar was announced, started tomake itselffelt aftera time lag(phase 2of
the J-curve effect). This appeared, ironically enough, to coincide with the
initial adverse effect of theensuing depreciation of theyen, thus acceler
ating the already increasing imports while putting the brake on Japan's
exports (phase 1 of the J-curve effect).

Another factor of Japan's balance-of-payments turnabout was the
resurgence ofprice inflation. In Japan, this was mainly due to the higher
import prices mentioned above, which in turn were accelerated by the
exchange depreciation. Hence the present inflation in Japan can be de
scribed as predominantly "imported inflation," although a part of the
general price increase, mainly inthe upstream sectors ofindustry, resulted
from briskdomestic demandgenerated by the enhanced economic activ
ities. These factors will give a clue to the conspicuous contrast between
the Wholesale Price Index and the Consumer Price Index. Togive a few
figures, the WPI inOctober 1979 is reported tobe 14.5 percent above the
corresponding level for 1978, while the latest similar figure for the CPI
remains aslow as4.3 percent. It is true that theperformance ofwholesale
prices isbound tobetransmitted tothatofconsumer prices with a certain
time lag. It is, however, generally anticipated by economic analysts in
Japan that asubstantial part ofthe pressure deriving from the higher price
of basic manufactures will be absorbed by the finished-goods
manufacturing industries without being passed ontothe final selling price.
This has mainly been made possible by the relatively efScient use of
productive capacities, as well as by remarkable improvements in labor
productivity in these downstream sectors.

Japan's economy is still immune to cost-push inflation, the typical
feature of so-called homemade inflation. For this reason, I am not se
riously concerned about thepresent inflation inJapan. Whether thetradi
tional favorable relationship between productivity andwage hikes will be
maintained in the future constitutes a crucial question for Japan's econ
omy. Finally, the rate of growth in the fiscal year 1979/80 will turn out to
bemore than 6 percent net, substantially higher than the corresponding
rate for the previousyear.
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It will be relevant in this context to make two comments. First, what
matters is not so much the diflference in the percentage rate of growth as
the driving forces sustaining economic growth: while a stimulative fiscal
pohcy, coupled with the external surplus, was responsible for economic
recoveryin 1978, the accelerated rate of growth for the fiscalyear 1979/80
is almost exclusively due to enhanced personal spending and private
capital investment, both of which are more autonomous in nature than
those which played a major role in the preceding year. Second, the resur
gence of the oil crisis wasdoublybound to affect oil-consuming countries
adversely: the initial inflationaryimpact generated by the higher oil price
willbe relayedto the ensuingdefiationary bias to be brought about by the
huge transfer of real purchasing power from oil-consuming to oil-pro
ducingcountries. In Japan, thedegree ofdefiationary gapthusproducedis
estimated to be as high as more than 1 percent of her total GNP. (The
figure forWest Germany isreported tobe intheregion of0.7 percent.) We
have, therefore, to anticipate a slowdown of Japan's economy in 1980.
Tentative forecasts made by a number of institutions in Japan regarding
the magnitude of thisdefiationary impactvarywidely, ranging fromzero
growth, predicted by the most pessimistic school of thought, to an opti
mistic 5 percent growth rate.

Many economists in Japan refer to the following factors as major
causes for the yen's recent weakness: the growing deficit in Japan's bal
ance of payments mentioned earlier, the huge interest-rate differential
existing between the United States and Japan, and Japan's extreme vul-
nerabiUty to the oilsituation. Nevertheless, anotherfactor, in myview, is
more decisivethan those mentioned. Let me start with a comparison of the
economic performance of West Germany and Japan. West Germany has
also registered a deficit in her monthly current balance of payments since
June 1979, which is reportedly likely to continue well into 1980. The
German rate ofinflation does not differ too much from the Japanese. West
Germany is less vulnerable to the oil situation than Japan, but is by no
means immune. A more or less similar interest-rate differential does exist
between the United States and Germany. The exchange performance of
the DM, however,is entirely in contrast to that of the yen.The present rate
of the DM to the U.S. dollar is maintained as a result of intensive inter
vention by the FederalReserve Bankin supportof the dollar.

I have high regard for the so-called confidence theory, advanced
mainly by European bankers in connection with the currency problem.
The German mark has continuously enjoyed the status of the strongest
currency in theworld fortwo decades, whereas theJapanese yenemerged
as one of the strong currencies only in the wake of President Nixon's
announcement in August 1971, which included the virtualdevaluation of
the U.S. dollar. In addition, Japan had a bitter experience of
hyperinflation in 1974 asanaftermath oftheprevious oilcrisis, which was
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not shared by Germany. On top of this, Japanese tend to look at things
pessimistically. Such pessimism is likely to have its echo outside Japan.
Japan's vulnerability to the oil crisis is also likely to lead to excessive
uneasiness inside and outside Japan. These are the major reasons for the
lack of confidence in the yen, which by no means corresponds to the
relatively healthy performance of the economy.

The Japanese authorities have been keen on trying to forestall an
excessive weakeningof the yen,with little success. In the firstplace,major
poUcy measurestaken by the Central Bankcompriseheavyinterventionin
the market, totaling more than $10 billion dollars since the beginning of
1979. In the second place, new measures to curtail capital outflow from
Japan have been implemented. The present rate of around 245 yen to the
U.S. dollardoesnot reflect the fundamentals of Japan's economy by any
standardof measure. Thisundervaluation of the yen isnot onlygenerally
accepted in Japan but seems to be gettingincreasing support in the United
States as well. Comments we hear from time to time implying that Ja
panese economic management is tacitly intending to turn away from its
domestic-demand orientation back to the previous exportorientationare
totally without foundation. On the contrary, both Japanese government
andbusiness areworried aboutthepresent yenrate,at which thecurrency
is undeniably undervalued. The reason is twofold: for one thing, it is no
doubtaccelerating the imported inflation. For another, Japan is afraidof
thegrowing danger ofescalating protectionism asa result ofher regained
competitive edge over the United States and the European Community
countries in the widespectrumof manufacturedgoods.

In view of the described changed domestic economic situation, the
Japaneseauthorities took the necessary policy measures, characterized, in
the first place, by a succession of hikes in the discount rate, up to the
present level of 6.25 percent per annum, coupled with stricter "window
guidance" with a view to restricting lending by commercial banks.
Furthermore, thegovernment has beenendeavoring to postpone already
budgeted outlays for public works. One of the major objectives of fiscal
poUcy in 1980 will, no doubt, focus on how to restrain the growth rate of
the total budget, while lessening its heavy dependence upon borrowing by
means of government bonds.

How abouttheyenratein thefuture? Aturnaround in theexchange
market may beexpected sometime in thenearfuture. It could betriggered
bya numberof factors: (1) a growing perception in Japan and abroadthat
the yen rate has depreciated in excess of the degree justified from the
balance-of-payments-adjustment point of view; (2) improvement in the
world oil situation, which will inevitably diminish uncertainties about the
future, with Japan the largest probable beneficiary; and (3) prospective
improvement of Japan's balance of trade. There are several indicators
pointing to the narrowing of the trade deficit in the months ahead, which
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include regained pricecompetitiveness, the expectedslowdown of Japan's
economy, and improvement in Japan's terms of trade, mainly due to
sluggishness in the world commodity markets resulting from the
anticipated worldwide recession in 1980.

Finally a comment on possibilities of U.S.-Japanese financial co
operation. Major geographical regions in this context will be both the
ASEAN countries and the People's Republic of China. Of particular
importance willbe the questionof financial cooperationwithregard to the
latter. Japan has no intention of establishing a monopolyin her economic
presence in China.Three declared principles governing Japan's financial
assistance to China are: (1) close collaboration with the United States and
Europeancountries; (2) due consideration to be given to Japan's existing
close ties with friends in the ASEAN region; (3) no military assistance to
be given to the People's Republic of China.

With respect to principles (1) and (2), I see many opportunities
presented for mutual cooperation both on a private basis and in coopera
tion with international lending institutions such as the World Bank or the
Asian Development Bank. The Western Pacificis the area generally rec
ognized as the mostdynamicpart of the worldwhen welook ahead to the
remaining two decades of the century. As the leading industrial countries
whichalready have strong involvementwith this region, the United States
and Japan willhave to cooperatemore closely and successfully than ever.
Suchcooperationwillbe in the interestsnot onlyof the recipientcountries
but of the donor countries as well.
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