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MEMORANDUM 0036 

INFORMATION 

MEMORANDUM FOR: 

FROM: 

SUBJECT: 

NATIONAL SECURITY COUNCIL 

RICHARD ALLEN 

DON GREGGDi 

January 26, 1981 

Continuation of Japan/US Economic 
Relations Group 

Attached is the report to the President of the US and the 
Prime Minister of Japan prepared by the Japan/US Economic 

'ons Grou (the so-called "Wise Men") . I sat i n on 
the meeting earlier tis mont wen the report was passed 
to Mr. Mondale. All those at the meeting urged that the 
group be continued. 

I have read the report with some care and fully support 
this group's continued existence. Japan/US relations, as 
you are well aware, are very complicated and it is highly 
valuable to have a joint group of senior people that can 
speak unsparingly to both the Japanese and American 
governments. 

The Department of State is now trying to reprogram funds 
to allow the Wise Men to continue. 0MB, when it learns of 
this effort, may ask you what your view is. This note 
constitutes a suggestion that 0MB be told that the Wise 
Men are a very worthwhile effort that deserves continued 
funding support. 

Attachment 

µ 



MEMORANDUM 

MEMORANDUM FOR: 

FROM: 

SUBJECT: 

THE WHITE HOUSE 

WASHINGTON 

RICHARD ALLEN 

HENRY OWEN\eJ) 

January 21, 1981 

US-Japan Economic Relations Group 

Attached is a copy of the report of the US - Japan Economic 
Relations Group (The "Wise Men") which was presented to Vice 
President Mondale on January 7, plus a summary report of that 
meeting. As you will see, the Group offered specific suggestions, 
not generalizations, about how the two governments can improve 
the management of their economic relations. 

The Wise Men have served useful purposes inputting specific 
recommendations to the Japanese government (e.g., for e nding 
Japanese agricultural protectionism) that it would have been 
difficult for the us to put forward on a government-to-govermaen~ 
basis. It is increasingly difficult politically for the Japanese 
government to take actions that are believed to have been urged 
on it, even privately, by the us Government. The Wise Hen by 
contrast, are seen by the Japanese public as part of their own 
establishment, since they include Japanese members of great 
prestige. Hence it is difficult for a Japanese government to 
be seen not to be taking their recommendations seriously. 

I gather from Henry Nau that there may be some concern as to 
whether the Wise Men will offer Japan advice which differs 
from that of the US Government. In my experience, the US 
members of the Wise Men are responsive to US Government views. 
They are an effective conduit through which we can convey 
needed suggestions to Japan, rather than a loose cannon 
ball on the deck of a ship. 

If the Group goes out of existence, we will lose the services 
of a prestigious lobbying group within Japan that can put 
pressure on the establishment there to make policy choices 
that Japanese politicans would other wise avoid. One measure 
of this pressure is the extensive Japanese media coverage 
was given to issuance of the report and the fact that Priae 
Minister Suzuki publicly instructed his Foreign Minister to 
hold a meeting with appropriate Ministers to study it. 



Henry Nau also asked me what I would think of putting the group on 
a wholly private basis. This depends on what is meant by private: 

-- The members are already private citizens who serve without 
compensation. 

-- There would be advantage in having the two-man staff made 
up of private citizens, instead of State Department officers on 
detail, as at present. This hinges, however, on getting more money; 
the State Department officers are free. 

-- Private financing has been sought for the Group, principa11y 
from the Ford Foundation. The Foundation's view was that since the 
Wise Men were set up to advise governments, they should be financed 
by governments. The attempt to secure private financing should be 
renewed, but this will take time. 

-- An essential public ingredient of the operation, which should 
be maintained, is the charge that was laid on the Wise Men to report 
directly to heads of government . This is what gives them their 
prestige and makes it possible to recruit first-class members for 
the Group. 

But the first thing is to get 0MB to provide interim financing for the 
Group now, since its present funding expires January 30. Interim 0MB 
financing would provide time either to get new money from the Congress 
or to seek private financing. 

cc: Henry Nau 
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Foreword 

The Japan-lJnited States Economic Relations Group, consisting of 
eight private citizens of the two countries, was established pursuant to 
a joint communique of May 2, 1979 from the late Prime Minister Ohira 
and President Carter. The purpose of the Group is to examine factors 
affecting the bilateral economic relationship over the longer-run and 
make recommendations to the President and the Prime Minister 
designed to strengthen it. 

The Group's chainnen are Ambassador Nobuhiko Ushiba, fonner 
State Minister for External Economic Affairs, and Ambassador Robert 
S. Ingersoll, fonner Deputy Secretary of State. Other members are
Akio Morita, Chainnan, Sony Corporation, Shuzo Muramoto, President,
Dai-Ichi Kangyo Bank, Ltd., Kiichi Saeki, Chairman, Nomura Research
Institute, A. W. Clausen, President, Bank of America, Hugh T. Patrick,
Professor of Economics, Yale University, and Edson W. Spencer, Chair
man, Honeywell, Inc. Joint consultations among all members took place
in Washington in December, 1979, Tokyo and Oiso in May, 1980,
Honolulu in August, and Sa� Francisco in November. The Group was
substantially aided by small and effective staffs and a series of com
missioned background studies in both countries.

During the past year, the Group examined a broad range of 
bilateral and multilateral issues relating to Japan-United States eco
nomic relations. The members have consulted with a wide segment of 
organizations, private and official, and with many individuals in both 
Japan and the United States so that their views could be considered 
in the discussion and recommendations. The Group came away from 
its work with a strengthened conviction that the bilateral economic 
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relationship is of tremendous importance to the future security and 
welfare of both countries, and indeed to the world. The Group 
believes that the current economic and political relationship between 
the two countries is, in general, healthy and mutually rewarding. To 
enhance the relationship and improve the two countries' ability to 
meet shared global challenges, however, the Group has addressed a 
broad set of problems. These include such matters as inadequate con• 
sultative mechanisms between the two governments, mistaken or out
dated perceptions of each country in the other country, inadequate 
American economic performance, lagging liberalization of the Japanese 
market, unresolved energy issues, and the politicization of economic 
and 'trade disputes. All too often, both governments and their re
spective private sectors have failed to face up to difficult problems. 

Given its purposes, most of the Group's recommendations are 
addressed to the Presideht and the Prime Minister and directly concern 
the two countries' relations. Others, such as those on improving United 
States productivity and on the internationalization of Japan, are direct
ed primarily to just one government and appear more domestic in nature, 
but will have an important beneficial effect on United States-Japan eco
nomic relations. Still other recommendations are addressed to the private 
sector since in the market oriented private enterprise system of both 
countries, it is consumers, management, and labor that ultimately deter
mine the success of the economic relationship. The Group believes that 
implementation of all its recommendations, while some are politically 
difficult, is in the long-term national interests of both countries and 
will enhance the relationship between them. 

Executive Summary 

Over the past year, the Japan-United States Economic Relations 
Group has exam,ined a broad range of bilateral and multilateral issues 
relating to the two countries' economic relations. We have found 
that a generally healthy economic and political relationship exists 
between Japan and the United States, but that a number of problems 
need to be addressed to improve the bilateral relationship and enhance 
the effectiveness of the two countries in cooperatively dealing with 
global challenges. These problems included inadequate consultative 
mechanisms between the two governments, mistaken or outdated 
perceptions of each country in the other country, inadequate American 
economic performance, lagging liberalization of market access in 
Japan, and, all too often, a failure by the governments and private 
sectors in both countries to face up to difficult problems. 

I. THE UNITED STATES-JAPAN ECONOMIC 
RELATIONSHIP IN A GLOBAL CONTEXT 

Because of their broad international ramifications, many of the 
problems affecting United States-Japan economic relations are 
not amenable to bilateral solutions. Progress in solving these broader 
economic problems, however, rests heavily on a close, effective, and 
comprehensive partnership between Japan and the Unite~ States, the 
two largest market economies in the world. 

This partnership should be based on three principles: 

ill 
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The relationship between Japan and the United States involves 
shared responsibilities for the management of the international 
economic and political order. 
Japan needs to develop and articulate a new, more active 
international role. 
The United States needs to recognize more fully the implica
tions of the postwar diffusion of power and the demands of 
a more interdependent world. 

In implementing these basic principles, it is important to adhere to 
key guidelines such as those provided by GATT and similar existing 
international agreements. 

Close intergovernmental relations are the key to developing a 
stronger sense of global responsibilities and addressing interrelated 
aspects of bilateral and global issues. 

A review of existing consultative mechanisms shows the 
need for closer and more regularized consultations at all 
levels. 
Beginning in 1981, there should be periodic joint meetings of 
cabinet officials of the core departments and ministries 
dealing with foreign relations, trade and industry, energy, 
agriculture, and financial and monetary Issues. 

To improve the effectiveness of their bilateral cooperation and 
strengthen their ability to work together on global problems, both 
Japan and the United States need to develop new international roles 
and to "internationalize" their societies. 

In order to make more reliable and effective the cooperation 
and coordination between Japan and the United States with 
regard to security as defined by the terms of the Japan-United 
States Security Treaty, Japan should clarify its defense role, 
strengthen its self-defense capabilities, and shoulder a more 
equitable burden with the United States in attaining compre
hensive security. Japan must contribute to both regional 
and world security, specifically by augmenting economic 
cooperation with Third World countries, and undertaking 
diplomatic and political initiative and leadership. 
The United States must improve the quality of its consulta-

V 

tions with its allies, including Japan. Because domestic political 
considerations often put a premium on prompt, decisive, and 
unilateral presidential action, it will require strong leadership 
and some political sacrifice to forego unilateral policy de
cisions in favor of increased consultation with allies. 
Both governments should improve training in international 
affairs for civil servants ( especially those in more domestically 
oriented ministries and departments). 
Encouragement should be given to increased and even more 
intensive and effective contacts and communications among 
business leaders in Japan and the United States through 
existing mechanisms and economic organizations as well 
as through new channels as appropriate. 
There should be increased joint policy research activities 
and intensified exchange programs for legislators, business 
and labor leaders, and others in the public and private sectors. 

II. BASIC ELEMENTS OF THE ECONOMIC 
RELATIONSHIP 

The United States-Japan economic relationship is of substantial 
benefit to both countries by stimulating competition, expanding 
product choices, adding to available capital and technology in each 
country, and increasing overall economic efficiency. At the same time, 
there are inevitable frictions over such matters as changing patterns of 
competition in particular industries, bilateral merchandise trade and 
current account imbalances, the handling of foreign exchange rate 
fluctuations, and efforts to coordinate macroeconomic policies. The 
President and the Prime Minister should play a more active role in 
improving public understanding of the causes and implications of 
bilateral and global economic interdependence. 

In particular, there needs to be a better understanding of the 
reasons for trade and current account imbalances. There have 
been serious adverse consequences of a continued, narrow 
Unites States focus on the bilateral trade imbalance. 
The trade imbalance reflects structural differences between the 
two countries and would exist even if there were perfect 
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access to the Japanese market for American products or 
if American economic policies were well managed. It reflects 
an efficient allocation of resources for the two countries. 
Current account balances are affected by many factors, 
including changes in energy costs, the interaction of domestic 
demand and world business cycles, and differences between 
domestic savings and investment rates. 
Better criteria than trade and current account balances in 
evaluating a nation's economic policies and perfonnance 
include stability and predictability of Its macroeconomic 
policies, its avoidance of unfair trade practices, access to its 
markets, its avoidance of using exchange rate policies to 
promote its exports and its trade, worker retraining, and 
other positive a_djustment measures to solve domestic problems 
of adjustment to the system of international competition. 
Because savings in Japan seem likely to remain relatively high 
compared to domestic investment demand, it is likely that 
Japan will have a long-run tendency to run a current account 
surplus and thus be a capital exporter. 
While Japanese capital exports wilf benefit the world, the 
United States will continue importing large amounts of 
manufactured goods from Japan. Japan should avoid sudden 
surges of exports in specific products which cause serious 
injury to American or other foreign firms. 

Exchange rate fluctuations have been particularly wide in recent 
years. The efficient operation of the floating exchange rate adjustment 
mechanism requires a well balanced, long-rate per~pectlve within 
government monetary institutions. 

Japan should -continue its trend toward greater responsibility 
for the maintenance of the international financial system by 
further improving capital liberalization and sharing the 
responsibilities of a key currency country. 
Exchange rate stability requires also stable, predictable macro
economic policies, control of inflation and improved produc
tivity perfonnance in the United States. 

Attempts to tightly coordinate macroeconomic policy and set 
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bilateral macroeconomic targets have proved inffective in the past 
as well as politically controversial. 

The United States and Japan should consult closely on macro
economic policies, but avoid attempts at tight coordination. 
There need to be new.forums for macroeconomic consultation 
at both the cabinet and working levels. 

Ill. THE IMPACT OF ENERGY ON THE 
RELATIONSHIP 

Cooperation or conflict in energy policies may well be the most 
important test of the viability of the American-Japanese partnership. 
A high degree of energy interdependence requires more intense 
consultations on all aspects of the energy problem. 

A ministerial level joint committee should be established to 
meet at least once a year on a regular basis to review and 
coordinate the disparate consultations now carried out in 
various other forums and address energy problems in a com
prehensive manner. 

One of the most critical threats to the security and economic 
well-being of both countries is the possiblity of a major interruption 
in petroleum supplies. The two governments are simply not prepared 
to deal with this threat. 

It is imperative that the two governments immediately under
take a qisis maqagement study and formulate specific 
measures to be taken in the event of a large-scale supply 
interruption. 
Contingency planning should be expanded as quickly as 
possible to other major petroleum consuming countries. 
The United States and Japan should take the leadership in 
strengthening the capacity of the International Energy Agency 
to deal with both large-scale and small-scale supply inter
ruptions and coordinate stockpiling policies. 
To improve the efficiency with which currently available 
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petroleum supplies are transported and used, there should be a 
change in United States policy to allow Alaskan oil which is 
surplus on the United States West Coast to be exported to 
Japan in exchange for other oil already committed to Japan. 

To develop alternative supplies of energy supply, there needs to be 
very substantial research and development in energy related technolo
gies. 

Both governments, but especially Japan, must make a much 
greater effort in energy research and development. A 
substantially augmented Japanese program would not only 
help equalize the burden, but be an important contribution 
to meeting Japan's global responsibilities. 
No alternative source of energy can be overlooked. Both 
governments and their private industries should accelerate 
nuclear power development, including the use of the fast 
breeder reactor as it becomes economically feasible. 

Because of vast United States coal reserves, coal offers a particu
lary attractive basis for substantially augmented United States-Japan 
energy cooperation. Both countries can benefit from further develop
ment of United States mines and exports to Japan. 

The two governments should foster an environment that will 
encourage investment by the private firms of both countries 
in coal development, including mining, transportation 
facilities, and coal gasification and liquefaction in the United 
States. 
The two governments should explore possibilities for bilateral 
arrangement embodying secure access to markets for American 
coal in Japan and American assurance of coal supply to Japan. 

Increased United States exports of oil, coal, and nuclear energy 
materials will improve the bilateral trade balance between Japan and 
the United States. 

IV. AMERICAN PRODUCTIVITY AND THE 
MANAGEMENT OF THE UNITED ST ATES 

ECONOMY 

ix 

As long as the United States economy suffers from Inflation, low 
savings rates, low rates of capital formation and investment, inadequate 
expenditure on research and development, burdensome regulation, and 
low productivity growth, the United States-Japan economic relation
ship will face severe strains. Improved United States management and 
strengthening of the supply side of its domestic economy could be one 
of the most important factors in improving United States-Japan 
economic relations. 

To improve productivity, the following steps should be taken by 
the American government: 

Productivity should be a major focus of United States 
economic policy. To do this, the President should convene a 
White House National Productivity Conference. 
Economic policies should foster a non-inflationary, stable 
economic climate, t:onducive to investment and improvements 
in productivity. 
The President and Congress should develop specific longer
term programs to improve savings and investment rates such as 
investment tax credits, the reduction of personal and 
corporate and capital gains taxes in a non-inflationary manner, 
and the shortenings of depreciation schedules. 
The President and Congress should adopt new programs to 
stimulate research and development and innovation. 
The American government should reduce the regulatory 
burden and make productivity a principal consideration In the 
formulation and implementation of regulations. 
The United States government should sponsor a compre
hensive research program on the measures Japan and other 
foreign countries have taken in the public and private sectors 
to increase productivity. 

Given the proper economic environment, it is the primary respon
sibility of the private sector to improve productivity performance. The 
following steps should be taken in the private sector: 
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United States corporate management should make long
term productivity improvement a principal objective, building 
productivity considerations into corporate objectives, 
management attitudes, and management compensation 
programs. 
Management and labor should consult closely on productivity 
trends and problems and on opportunities for improving 
productivity performance. 
Corporate and labor leaders in both countries should establish 
joint programs to enhance productivity and increase bilateral 
understanding of shared problems. 

V. JAPAN'S MARK.ET: OPEN OR CLOSED? 

The American perception of the Japanese market as closed to 
foreign business has contributed to tensions in the bilateral relationship. 

In terms of tariffs and quotas, the Japanese market is as open 
as the American market for comparable manufactured goods. 
In terms of government procurement practices, foreign 
if\vestment rules, entry of services, and procedures for 
standards, inspections, and testing, Japan's market is not as 
open as the American market and more needs to be done to 
liberalize market access in Japan's own national interest. 
There are special difficulties for foreign business in Japan from 
more intangible factors such as administrative procedures, 
traditional business customs and mores, and cultural and social 
barriers to foreign influence. 

To improve market openness in Japan and the foreign perception 
of the Japanese market as open, the following measures should be 

taken: 

The recently enacted, more liberal Foreign Exchange and 
Foreign Trade Control Law should be implemented by the 
Japanese government in ways fully consonant with the 
principle of freeing foreign transactions from restraint. 
Exceptions to this principle allowable in the new law should be 
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invoked only in genuine emergency situations. 
Both governments should implement the GATI government 
procurement code and cooperate in seeking to increase its 
coverage in later renegotiations of the code. 
The Prime Minister should establish a powerful central office 
for the consideration and resolution of trade and investment 
issues. This office should deal with broader policy issues as 
well as company-specific complaints. 
The two governments should provide support and financial 
assistance to the Trade Study Group, a voluntary group of 
American and Japanese governmental officials and business
men in Tokyo who have played a major role in identifying 
trade barriers and. bringing together foreign and Japanese 
business and Japanese governmental authorities to resolve 
trade problems. 
Japan should make its economic decision-making processes 
more publicly visible, like those of the United States. There 
should be additional opportunities for private sector access to 
these processes. 
American businessmen need to improve their efforts to gain 
access to the Japanese bureaucracy. 

VI. INDUSTRIAL TRADE ISSUES 

Competition in industries such as textUeg, automobiles, steel, 
and electronics products has been a major source of controversy in 
United States-Japan trade relations. Trade protection is not an 
appropriate remedy for industrial trade problems. In general, it delays 
economic adjustment and hurts the ability of the protected industry to 
meet the demands of international competition. It also can seriously 
injure the overall competitiveness of an economy by increasing rates of 
inflation. Protectionist measures are also contrary to consumers' 
interests in lower prices, wide choice of designs, quality, and services. 

The following basic principles should govern industrial trade 
relations: 

The two governments should foster a stable, non-inflationary 
investment climate which encourages economic growth and 
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facilitates adjustments. 
Both governments should maintain policies promoting a world 
free trade and investment environment. 
Both governments should adhere to the principle of equal 
national treatment in programs relating to industries. 
There should be a clear understanding in both countries of 
foreign industrial policies and specific industrial problems. 
There should be periodic bilateral discussions between 
Japanese and American governments on trade and investment 
restrictions, liberalization programs, implementation proce
dures, and industrial programs. 
There should be bilateral business, labor, and government 
dialogues, consonant with law, to identify and discuss 
potential industrial trade issues before they become major 
disputes. 
Both governments need to be more conscious of the inter
national implications of domestic economic policies. 
Corporations, especially in the United States, need to have 
a longer-term, more internationally oriented perspective. 

Free trade and investment policies should be maintained for all 
industries, including the steel, automotive, and semiconductor 
industries. 

VII. AGRICULTURAL TRADE ISSUES 

Mutually beneficial economic interdependence is nowhere more 
evident than in the case of agricultural trade, but steps need to be taken 
to further open the Japanese market to foreign agricultural products, 
restructure Japanese agriculture to make it more efficient and compet
itive, and to improve food security for Japan. 

Japan should continue to shift away from the use of quanti
tative restrictions on agricultural imports and to ultimately 
eliminate them by redirecting support policies so that inter
national prices are more adequately reflected in determining 
the level of domestic price supports. 
Japan should continue to encourage the expansion of the 
land rental market to help increase the average size of farms 
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and strengthen the position of full-time farmers. 
The fear of food shortages in Japan is very real, but food 
security cannot be guaranteed through high protection of 
inefficient agriculture except at extremely and unacceptably 
high social and financial costs. 
To increase food security, Japan should establish a more 
adequate wheat and feedgrains reserve. 
The United States and Japan should enter into negotiations 
leading to medium-term supply and purchase arrangements. 

VDI. PROBLEMS IN U.S. TRADE LAW AND 
THE UNITED STATES-JAPAN ECONOMIC 

RELATIONSHIP 

There is concern in Japan that recent changes in American trade 
laws have moved in some areas in a protectionist direction and may act 
as a non-tariff barrier to trade. At the same time, many Americans 
believe that these laws are fully consistent with international codes, 
provide legitimate defense for domestic industries against unfair trade 
practices, and are needed to support an overall liberal trade policy. 

Because of the differences of opinions in this area, both 
governments should undertake an examination of American 
and Japanese trade laws and practices. 
Similar efforts should be carried out on a private basis among 
specialists in both countries. 
As a long-term measure, the two governments should provide 
leadership in further strengthening international codes dealing 
with injurious trade practices. 

IX. ECONOMIC DISPUTES AND POLITICAL FRICTION 

United States-Japan economic and trade issues have often become 
serious political issues in both countries, jeopardizing valuable cooper
ation in non-economic as well as economic arenas. Both governments 
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should make strong efforts to contain politicization of inevitable 
instances of economic friction. 

Officials in both countries should improve their knowledge 
of and sensitivity to the domestic political situation of the 
other country in order to avoid highly visible political conflict. 
Especially on the United States side, there is a need to discard 
misleading images, such as that of "Japan, Inc." 
On the Japanese side, there is a need for government, medfa, 
and other leaders to put American political statements and 
Congressional actions in a broader perspective. 
Americans must be sensitive to the use of what appear to be 
heavy-handed pressuring tactics. Japan should respond earlier 
to "softer" signals and not invite pressure. 
Each side should avoid using the other as a scapegoat despite 
the short-run political benefits of sometimes so doing. 
United States officials should beware of intruding too deeply 
into Japanese economic decision-making, particularly on issues 
normally considered domestic in nature. 
Japanese negotiators should speak up more, countering 
American criticism as squarely as possible, to minimize 
misunderstandings or misperceptions of their position. 
A cardinal principle in American-Japanese diplomacy in the 
future should be an effort to negotiate on the basis of mutual 
and reciprocal benefit. 

X. CONCLUSION 

The sheer size of the United States-Japan share of the global econ
omy and world trade requires the maintenance of a close, mutually 
rewarding economic relationship. It is vital to both countries and the 
world. Yet, in any bilateral relationship as encompassing, intense, and 
diverse as that between Japan and the United States, there will inevi
tably be some differences in national interest and, therefore, occasions 
for bilateral tension. What is essential is that these occasional differ
ences be viewed in a broader, long-term perspective, addressed directly 
and resolved in a mutually beneficial manner, and not be permitted to 
Imperil the overall relationship. 
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In its work, the Group could not examine all of the many 
challenges the two countries face in their economic interactions with 
each other and the rest of the world. We chose to give attention first to 
those issues which have been most visibly troubling the United States
Japan economic relationship. We feel that a number of potentially 
important problems need further attention. These include not only 
issues of trade relations and differences in the structure of the two 
econo~es, but also those involving the shared global responsibilities 
of a more comprehensive United States-Japan partnership. Continuing 
attention to these issues in both countries is the best guarantee of a 
healthy long-term United States-Japan ecpnomic relationship. 



CHAPTER I 

The United States-Japan Economic 
Relationship in a Global Context 

The United 'States and Japan are the largest and second largest 
industrial democracies. Both nations have a vital stake in the pres
ervation and promotion of a stable world order favoring the survival 
and prosperity of societies based on principles of law, non-aggression, 
popular sovereignty, and private entrepreneurship. As great trading 
nations, both are fundamentally dependent on open world trade 
and monetary systems. Both are vitally concerned with securing 
adequate supplies of energy and raw materials at reasonable prices and 
in the economic development and political stability of developing 
countries. 

Aside from their shared interests in the international economic 
and political order, Japan and the United States have an important 
and mutually beneficial bilateral relationship. One measure of this is 
the value of the two way trade between the two countries, which will 
reach $50 billion in 1980. The United States is Japan's largest trading 
partner, buying 25 1>ercent of Japan's merchandise exports and Japan 
is the second largest foreign market for the United States, purchasing 
IO percent of U.S. exports. Another measure is the very close security 
relationship, underscored by the existence of the . United States-Japan 
Security Treaty of 1960. A third measure is the two way steady stream 
of private citizens and government officials moving between the two 
countries for consultations on almost every facet of public policy. 

A bilateral relationship involving so much and so many forms of 
interaction cannot be free of friction. Paradoxically, shared interests, 
presumptions of close cooperation, and intense interaction can create 
differences and tensions which countries less closely linked would be 
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unlikely to experience. Because the United States and Japan share 
similar, but not identical, perspectives on and interests in developments 
in the world at large and because they try to cooperate on many inter
national issues, differences can arise on how such issues should be 
approached, the respective roles and responsibilities of each country, 
and the actual and appropriate degrees of burden sharing. Because 
each nation has its own language, history, culture, and values, there 
are some differences in objectives and perceptions as wdl as some 
problems in communications. 

While frictions between the United States and Japan are inevi
table, particularly in their economic interrelationship, it is essential 
that these frictions be managed so they do not obscure the overriding 
importance of common interests, or prevent constructive cooperation 
in fostering the kind of international order in which both societies 
thrive. 

TOWARD A COMPREHENSIVE PARTNERSHIP 

The Japan-United States Economic Relations Group has been 
assigned by the President and the Prime Minister to find ways to 
improve the management of the United States-Japan economic relation
ship. This relationship does not exist in a vacuum. Many of the 
challenges of the United States-Japan economic relationship are multi
lateral as well as bilateral in nature, such as the need to deal with oil sup
ply and price problems, global inflationary pressures, and new stresses 
on the international trade and monetary system. Because of their 
broad international ramifications, many of the problems affecting the 
United States-Japan economic relationship are not amenable to bilateral 
solutions. But progress in solving the broader problems of international 
economy rests heavily. on a close and effective bilateral partnership. 

The bilateral economic relationship is linked also to shared political 
and security concerns. Perceptions of burden sharing in the political 
and security areas affect the way the two countries approach bilateral 
economic problems. Similarly, perceptions of the economic balance 
between the two countries affect mutual expectations with respect to 
political and security matters. These linkages should not be overdrawn. 
There la no simple relationship between economic capabilities on the 
one hand and political or security capabilities on the .other. The 
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multiple Issues facing the two countries should be considered first and 
foremost on their own merits. But the existence of some degree of 
linkage among these various dimensions is a political reality. 

During the past decade, the United States, Japan, and the rest of 
the world have been adjusting to new patterns of multlpolarity in the 
international arena during this period. The growth of Western Europe 
and Japan have led to greater equality among the advanced countries 
in wealth and economic power and, as corollary, to a relative decline 
in the position of the United States. As a result, old patterns of 
unilateral American leadership of the non-communist world have had 
to yield to new and often less orderly patterns of consultation and 
negotiation among allies of more equal stature. 

Energy problems, slower world economic growth, global inflation, 
and challenges to the political order have clearly demonstrated the need 
for the industrial democracies to establish new modes of enhanced co
operation based on a more equitable sharing of the burdens of sustain
ing an international order in which democratic governments, market
based economies and a liberal international economic system can 
prosper. 

The Group believes that the long-term well-being of the United 
States and Japan requires a· flexible, comprehensive, and outward
looking partnership, attuned to the realities of the altered power 
relationship between the two countries, and encompassing global as 
well as bilateral economic, political, and security concerns. The 
American-Japanese partnership should not be a closed one, but open 
to maximum cooperation with other countries sharing the same ideals 
and interests. 

This new partnership should be built around three basic principles: 

The relationship between Japan and the United States involves 
not only bilateral and reciprocal obligations, but also shared 
responsibilities for the management of the international 
economic and political order. 
Japan needs to develop and articulate a new and more active 
international role, based on a broader vision of its self-interests. 
The United States must recognize that its national interests 
require it to come to grips with the global diffusion of power 
and the realities of interdependence. 
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In implementing these basic principles, it is important to adhere to 
key guidelines such as those provided by GATT and similar existing 
international agreements. 

In the following pages, we will discuss these basic principles in 
greater detail. 

SHARED GLOBAL RESPONSIBILITIES 

Some of the Jong-term issues of the 1980s can be foreseen. Energy 
issues, which we will discuss in more length in Chapter III, will remain a 
serious challenge to the industrialized nations. Japan, the United States, 
and other nations will need to develop new sources of supply, strength
en programs to cope with supply emergencies, and undertake strong 
conservation programs. 

Another set of issues relates to the rapid industrialization of the 
"newly industrializing countries (NICs)," including Korea, Taiwan, 
Brazil, and a number of other economies. While the rise of the newly 
industrializing countries is a welcome reaffirmation of market oriented 
principles and contributes to world order, it also creates difficult 
domestic adjustment problems for mature economies and hence, new 
strains on the international economy. 

There will be continued demands in the coming decade by the 
developing countries for advanced country foreign assistance, market 
access, technology transfers, and commodity stabilization programs to 
assist their development. Japan and the United States should work 
together and with other developed countries to accommodate legiti
mate interests of the developing countries on the basis of mutual 
benefit. 

Japan and the United States will have a continuing interest in 
coordinating their economic and political policies toward non-market 
economy countries. While they have generally pursued parallel and 
cooperative policies with respect to East-West economic relations, 
leaders of both countries need to be aware of the possibility that 
policy divergencies could emerge as a result of the different geographi
cal and economic positions of Japan and the United States and the dif
ferent weights each may assign to political and economic factors in 
dealing with non-market countries. 

Both nations have a strong interest in the future direction of China. 
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China's new openness to joint ventures wi~h foreign firms and its 
approaches to international trade have created substantial new business 
opportunities. It is both natural and healthy that there will be vigorous 
competition among Japanese and American firms in responding to the 
opportunities. At the same time, because of the interest of the two 
countries in China's modernization, it is also important that a sense of 
common purpose prevails between them at the policy level. 

Many of the other issues of the 1980s cannot easily be predicted. 
Undoubtedly, there will be continued challenges to international peace 
and the principle of non-aggression, as occurred in 1979 when the 
Soviet Union intervened in Afghanistan. In this case, Japan and the 
United States cooperated in boycotting the 1980 .Moscow Olympics 
and in economic sanctions against the Soviet Union, and Japan increased 
its foreign assistance to Pakistan. Japan and the United States will be 
called upon increasingly to consult and act cooperatively on political 
issues on the basis of the mutual sharing of responsibilities for main
taining international order. 

We believe that to enhance the sense of shared global responsi
bilities and improve public awarene~ of the value of their close bilateral 
relationship, Japan and the United States should reaffirm the funda
mental importance of their alliance. 

Too often the tensions rather than the underlying shared and 
complementary interests receive public attention. It is essential that 
there be better mutual appreciation of common perspectives, values, 
interests, and actions in pursuit of those interests. 

Consultations are key 'to developing a deeper sense of shared global 
responsibilities, increasing each government's understanding of the 
sensitivities, interests, and political realities of the other government, and 
providing a broader framework for addressing interrelated aspects of 
the bilateral and global issues. While consultative mechanisms are not 
a substitute for or guarantor• of good policies, they increase the chances 
of mutually desirable policy outcomes. 

Our review of existing consultative mechanisms has led us to the 
conclusions that there need to be closer and more regularized consul
tations between the two governments at all levels - summit, cabinet, 
subcabinet, and working level - and on a broad range of issues. Obvi
ously, these consultations will be most intense at the lower levels. It is 
essential, however, for the cabinet level officials to be acquainted with 
their counterparts and with the problems of the other country. We 
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recommend that there be periodic joint meetinp that would bring 
together the cabinet officials of the core departments and ministries 
dealing with foreign relations, trade and industry, energy, agriculture, 
and financial and monetary problems. The rarst such meeting should be 
held in 1981 as the new United States Administration begins its work, 
and thereafter whenever there are significant changes in either country 
or the international situation. Other cabinet officials should be brought 
into these meetings as needed. We recommend elsewhere in this report 
other more regularized forms of consultation in the fields of macro• 
economic policy, energy, productivity, and industrial and agricultural 
issues which could be held in conjunction with these meetings. 

The new United States.Japan partnership should contribute to 
international security in its broadest terms for the benefit of both 
countries. In this context, security can be regarded as the maintenance 
of peace, the preservation of a liberal international economic system, 
and the promotion of an international political order in which demo• 
cratic governments and the principle of individual rights are respected. 

The provision of security requires the use of various kinds of re• 
sources - political, economic, military, and even cultural. It is not 
necessary that Japan and the United States use the same mix of re• 
sources in carrying out their respective role in a new and comprehensive 
partnership. Clearly, each country's role needs to be backed by its re• 
spective society at large, and it is a political fact of life that some SO• 

cieties find it more difficult to provide one kind of resource rather than 
another. The important point is not that the contributions to the over• 
all international security by the United States and Japan be identical, 
but that they be complementary in nature and more equitable. Japan 
and the United States should consider the most efficient means of 
dividing their international responsibilities in accordance with their 
respective capabilities. 

While it is not appropriate for the Group to make detailed rec• 
ommendations on the exact division of international responsibilities 
between Japan and the United States, it is useful to suggest some of the 
general directions. 

JAPAN'S NEW ROLE IN INTERNATIONAL AFFAIRS 

Japan's present international role is not commensurate with its 
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economic size or with the global reach of its µiterests. A new partner
ship with the United States, based on a more equitable sharing of inter
national responsibilites, will require a substantially greater effort by 
Japan in all fields. The Group strongly believes that Japan's own 
national interests require it to take up a larger burden in maintaining a 
liberal international economic order and international stability. We will 
discuss the security, political, and economic dimensions of Japan's new 
role. 

For constitutional and political reasons, it is not realistic or 
prudent to expect Japan to undertake a sudden, major expansion of its 
military forces. We believe, however, in order to make more reliable 
and effective the cooperation and coordination between Japan and 
the United States with regard to security as defined by the tenns of 
the Japan-United States Security Treaty, Japan should clarify its defense 
role, strengthen . its self-defense capabilities, and shoulder a more 
equitable burden with the United States in attaining comprehensive 
security. Japan must contribute to both regional and world security, 
specifically by augmenting economic cooperation with Third World 
cowitries, and undertaking diplomatic and political initiative and 
leadership. In addition, Japan can and should continue to explore 
ways to further expand its share of the financial cost of maintaining 
American forces on its territory. 

For its part, the United States must be sensitive to the political 
constraints on Japan in the military area, not to mention the strategic 
limitations inherent in Japan's geographical situation. Unfortunately, 
much of the public debate between Japan and the United States 
regarding defense has focused on Japan's military spending as a 
percentage of gross national product (GNP). This is not a very 
satisfactory indicator of the adequacy of Japan's defense effort and 
overemphasis on it !ends to divert attention from sober discussions of 
security threats and defense requirements and onto one of the most 
sensitive issues in Japanese domestic politics. We believe it is far more 
fruitful to consider the adequacy of Japan's self defense efforts 
in relation to its security requirements and overall resources rather than 
simply in relation to an arbitrary figure derived from GNP. 

Japan should make a proportionately much larger contribution in 
the political and economic rields, because Japan will inevitably bear a 
smalle~ proportion of the military burden of international security. 
A maJor element of this cost will be an expanded foreign assistance 
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program to the developing world. Not only should Japan's foreign 
assistance program be enhanced in quantitative term1, but It also needs 
to be improved qualitatively. At the present time, Japaneae foreign aid 
is too closely tied to Japanese commercial interest• and too geographi
cally concentrated in regions where Japan ha1 sub1tantial economic 
interests. If Japan's foreign aid programs are to be recast In terms of a 
framework of overall security, the redistribution of aid might favor 
countries in Africa or South Asia where Japan'• economic interests 
are smaller, but where assistance is needed to promote general political 
stability. In this respect, the major increases In aid to Pakistan and 
Turkey in recent years are welcomed. The United States should also 
cooperate in this field. It is noteworthy that more than half (55 
percent) of Japanese aid is untied. We encourage both gO\lemments to 
further untie their aid. 

In the political field, Japan's diplomacy has been often character
ized by passivity and reluctance to take a forthright stand, even when 
an international principle of political issue important to Japan has been 
Involved. As Japan's economic importance has grown, the passive 
nature of its diplomacy has been increasingly challenged. It should not 
be necessary for other countries to have to cajole or pressure Japan into 
taking political or diplomatic positions where Japan's own Interests are 
Involved. We believe Japan should develop a more active foreign policy 
in accordance with an enlightened, broad view of its global interests in 
international peace and an open trading system. 

A NEW AMERICAN ROLE 

Like Japan, the United States has been slow to adjust to an altered 
global environment. The United States expects, and properly so, that its 
allies will play an increasingly significant role in defending an open 
International economic and political order. If allies are going to be 
committed to sharing the burdens and responsibilities, they must also 
share in the definition of the goals to be pursued and detennination of 
means of implementing those goals. On too many issues, the United 
States has taken policy positions in advance of its allies and only later 
1ouaht their 1upport. Since the American position did not take Into 
account adequately the interests and sensitivities of the allies, they may 
be reluctant to give full support. A aubaequent and often very public 

debate occurs in which the United States appears to be pressuring Its 
allies to accept its position, and its partners appear to be resisting. 

This not only creates an image of disunity, weakening the effective
ness of the alliance, but reinforces stereotypes in public opinion of a 
"bullying" United States and "selfish" allies. 

The effectiveness of free world action and the commitment of all 
partners to coordinated policies, will be maximized by close and 
genuine consultation at early stages. While consultation and policy 
coordination have been given considerable attention In American rhe
toric, the practice of American diplomacy has left much to be desired. 
Domestic political considerations put a premium on a president appear
ing to act promptly, decisively, and hence unilaterally.It will, therefore, 
reqube both strong American political leadership and some political 
sacrifice to forego unilateml policy decision in favor of increased 
consultation and coordination with allies, but we believe the long
term national interests of the United States reqube it. 

Consultation does not mean that the United States need always 
concede to allied points of view and even to seek a consensus among its 
allies before taking action on matters affecting its own interests. It does 
suggest, however, that the United States make a maximum effort to 
discuss its interests and policy considerations with its allies ahead of 
time and seek to accommodate their perspectives and interests to the 
extent possible consistent with its own interests. 

INTERNATIONALIZING THE AMERICAN AND 
JAPANESE SOCIETIES 

New American and Japanese international roles can be sustained 
only by enlightened and outward-looking public and private sector 
leadership and by domestic societies conscious of their nations' global 
interests and supportive of the kinds of policies needed to maintain a 
harmonious bilateral relationship and pursue common international 
objectives. 

The Group believes that concerted, long-term efforts are needed to 
make American and Japanese governmental and political leaders, 
businessmen, and individuals in other parts of the private sector more 
aware of each other's society and more conscious of their own societies' 
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role in the world community. 
In both governments, there is still a lack of civil servants trained in 

the culture of the other country and aware of its economic and political 
interests. Many officials in more domestically oriented ministries and 
departments have little interest in or concern about the impact of their 
work or decisions on the rest of the world. Yet in an increasingly inter• 
dependent world, decisions regarding transportation, environment, 
domestic energy programs, health and safety regulations, and a host 
of other presumably "domestic" issues can have significant inter
national economic or political repercussions. We recommend that 
each country take steps to train more specialists on the other country 
and that each aovenunent utilize those resources in its major political 
and economic departments or ~tries. The United States particularly 
needs to develop its competence in this area. 

To improve mutual understanding of the political decision- making 
processes of each other's country, we also recommend that each 
aovemment should make available to the government officials of the 
other country short, in-country educational programs oo its 
penunent, economy, and society. 

Legislatures play a major role in both international and domestic 
decision-making processes. Moreover, because legislators are public 
opinion leaders, it is important to the United States-Japan relationship 
and to each country's international role that they be knowledgeable 
about the other country. 

We recommend that there be expanded parliamentary exchange 
between members of the Congress and the Diet. In addition to private 
exchange programs, there should be established an official, annual 
United States-Japan parliamentary meeting, similar to existing programs 
between the Congress and the parliaments of Canada, Mexico, and the 
countries of the North Atlantic. Such meeting should be constructed 
around a definite agenda of issues. 

Business leaders play an important role in United States-Japan 
relations, and have a significant influence on economic policy making 
in both countries. We would hope that both American and Japanese 
businessmen would develop more informed and long-term perspectives 
on the bilateral and international aspects of the United States-Japan 
relationship. 

Encouragement should be given to increased and even more 
intensive and effective contacts and communications among business 
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leaden in Japan and the United States through exJstlng mechanisms and 
economic organizations as well as through new channels as may be 
appropriate. Such efforts should include cooperative schemes such as 
sharing of knowledge and experience on energy conservation in 
industrial processes and on productivity improvement and also joint 
research and seminars on the legal framework of bilateral trade and on 
potential industrial trade issues. 

The role of private educational, research, cultural, and phil
anthropic institutions in internationalization of both societies should 
also be emphasized. Private institutions not burdened with day-to-day 
dealings with immediate international issues nor constrained by the 
need to pursue more narrowly defined national interests are uniquely 
capable of developing policy alternatives in a longer-term and inter
national . perspective. Bilateral or multilateral joint programs by such 
institutions can contribute greatly to the opening of the two societies 
to each other and the rest of the world. Similarly, these institutions can 
be effectively engaged in promotion of public understanding of 
international policy issues, and in developing human resources with 
knowledge and expertise for international activities. While such 
programs have been increasing in ·both countries, we are deeply 
concerned about the inadequacy of these programs compared with 
more rapidly growing needs caused by increasing international inter
dependence. We recommend that each government substantially 
increase its attention to and fmancial support for international 
programs and institutions dedicated to promoting such programs. 
In the United States, there are pressing domestic problems which have 
to be addressed, but it is in the interest of all the Americans that 
international problems not be neglected. 

In Japan, there should be greater government encouragement of 
private sector efforts in international affairs programs and international 
education. We believe that Japan, like the United States, should provide 
tax incentifts for private, non-profit institutions engaged in inter
national activities. 



CHAPTER II 

Basic Elements of 
the Economic Relationship 

The United States-Japan economic relationship is the source of 
substantial benefit for both countries. The similarity and comple
mentarity of the two largest economies in the free world provide 
enormous market opportunities and an important competitive stimulus 
through trade, capital, and technology flows. 

The increasing interaction of the two economies is also the source 
of recurrent economic and, not infrequently, political tension. 
Changing product trade patterns, merchandise trade and current 
account imbalances, foreign exchange rate fluctuations, and attempts 
at coordinated macroeconomic policy intervention have brought about 
domestic economic disruptions and political problems in both 
countries. 

The successful management of the bilateral economic relationship 
requires an understanding of the underlying causes and implications 
of our increasing global as well as bilateral economic interdependence. 
Nations which are structured and managed to operate in this compet
itive, interdependent world economic environment have prospered 
more than nations which have been unable or unwilling to make the 
necessary domestic economic and political adjustments. 

The purpose of this chapter is to discuss the bilateral economic 
relationship in broader and longer-term perspective, and to develop 
recommendations to enhance the benefits and reduce the conflicts 
inherent in our global and bilateral economic interdependence. 
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GLOBAL AND BILATERAL ECONOMIC 
INTERDEPENDENCE 
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The interaction of the United States and Japanese economies takes 
place within the context of · an increasingly interdependent global 
economic system. In the last decade world trade has grown by 424 
percent from $572.S billion in 1970 to a projected $2,998 billion 
by 1980. 

For the United States, international trade has become much 
more important to its overall economy. The ratio of United States 
exports of goods and services to GNP has increased substantially 
from 6. 7 percent in 1970 to 12.1 percent in 1979 while the share 
of imports of goods and services in GNP has increased from 6.1 percent 
to 11.9 percent in the same period. Most of this increase was in non
oil imports. United States oil imports increased from 0.3 percent of 
GNP in 1970 to 2.5 percent in 1979. However, since the United States 
economy grew less rapidly than the world economy, its share of world 
exports declined from 15 .1 percent in 1970 to 12.2 percent in 1979. 

Japan's trade shares have moved less dramatically. Japan's exports 
were 11.3 percent of GNP in 1970, 12.6 percent in 1979. Imports, 
10.2 percent of GNP in 1970, were 13.3 percent in 1979. Japan's 
share in world exports was 6.8 percent in 1970; it increased only 
slightly to 6.9 percent in 1979. 

The United States-Japan economic relationship parallels the 
global trend toward increasing interdependence. In the 1970s bilateral 
trade grew 376 percent from $ 10.5 billion in 1970 to an estimated 
$50 billion in 1980. Each country is the other's largest overseas trading 
partner. United States trade with Japan is roughly equal to United 
States trade with West Germany, France, and England combined. 
Japanese trade with the United States is larger than Japanese non
oil trade with Asia and almost double Japanese trade with Europe . 

The increase in the value of bilateral trade does not fully reflect 
our growing bilateral economic interdependence. Japanese dependence 
on imported agricultural commodities and raw materials and United 
States comparative advantage in these products are important factors 
in bilateral relations. Japan is the largest market for United States 
exports of many of these products, and the United States is Japan's 
largest supplier of agricultural commodities. 

Both countries are also increasingly dependent on bilateral trade 
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in manufactured goods as a consequence of healthy intra- and inter
industry specialization and the gains specialization brings. Each 
country is the other's largest supplier of manufactured goods. For 
1980, United States manufactured goods exports to Japan are 
expected to reach nearly $70 billion, and Japanese manufactured 
exports to the United States are estimated at $280 billion. 
This deficit in manufactured goods overwhelms the large surplus the 
United States maintains in agricultural commodities and raw materials 
and leaves the overall bilateral merchandise trade in substantial deficit 
for the United States. The size of this deficit has been subject to large 
cyclical swings over the years. 

Bilateral merchandise trade is only one aspect of the United 
States.Japan economic relationship. The fastest growing sector in 
both countries is in service industries, now account1n1 for more than 
half --of GNP in the United States and Japan. Traditional industries 
such as banking and other financial services, insurance, transportation, 
and communications are expanding, and new industries such as 
electronic data processing and computer software are becoming 
increasingly important. 

Bilateral service trade, principally investment income, and 
fmancial, transportation, and insurance service income is an important 
part of th~ United States-Japan economic relationship. Japanese data 
provide more comprehensive coverage than American data. They 
indicate that United States service exports to Japan have increased from 
$2.6 billion in 1970 to $12.S billion in 1979. Japanese exports of 
services to the United States have also increased rapidly from $2.0 
billion in I 970 to $9.9 billion in 1979. The bilateral balance 
on services trade rose from $644 million to $2.6 billion in favor of 
the United States during the same period. The United States data show 
smaller amount~ of bilateral trade in services and a smaller United 
States bilateral surplus. 

The increase in bilateral economic interdependence is also 
reflected in the growth .in long-term capital flows, both portfolio and 
direct investment. Through the 1960s, foreign investment in Japan 
had been largely restricted to minority joint venture participation. 
AJ a result, the percentage of foreign investment in Japan is extremely 
low compared .to that in other advanced industrial countries. Never
theless, United States direct investment in Japan has increased from 
$1.48 billion book value in 1970 to approximately $4.8 billion by 
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the end of 1980. This represents 3 percent of total United States 
foreign investment, and 60 percent of foreign investment in Japan. 

Japanese foreign investment has grown dramatically in the last 
decade from a total of $2 billion in 1970 to $16 billion in 1979. The 
favorable balance of payments position, an appreciation of the yen, 
the relaxation of Japanese foreign investment restrictions, the 
increasing international competitiveness of Japanese firms, and the 
growing international position of Japanese financial institutions have 
all stimulated this increase in Japanese overseas investment. 

Japanese direct investment in the United States has increased 
from S0.2 billion in 1970 to $3.4 billion in 1980. Japanese investment 
in the United States currently provides 7 percent of total foreign 
investment in the United States. Increasingly, Japanese investments 
are moving toward long-term investment rather than more traditional 
portfolio and other short-term dollar denominated assets. Continued 
healthy growth of Japanese direct investment can be expected. 

SOURCES OF BILATERAL ECONOMIC AND 
POLITICAL CONFLICT 

The benefits of United States and Japanese economic inter
dependence have not been without economic and political costs. 
Individual industry trade issues, merchandise trade and current account 
imbalances, foreign exchange rate fluctuations, and attempts at 
coordinated macroeconomic policy intervention have contributed 
to certain domestic economic dislocations and political problems in 
both countries. 

A certain amount of short-term economic dislocation is the 
inevitable cost of global interdependence. The interaction of inter
national trade and capital flows with such domestically generated 
phenomena as changing demand patterns, changing availability and 
costs of capital and labor, and technological change force domestic 
economic adjustment. This process of structural adjustment will 
benefit consumers through better products at lower prices and open 
new export markets to domestic producers. At the same time when 
OPEC extracts petrodollars from importing countries by its market 
power and when domestic macroeconomic mismanagement results 
from the complication of greater international economic interaction, 
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inevitable global interdependence can have serious adverse conse
quences. 

Some of these economic problems and much of the resulting 
political tension can, however, be ameliorated through deeper 
appreciation of the dynamics of trade and capital movements. However, 
better understanding simply leading to increased patience on the part 
of policy makers and the general public is not enough. Improved 
working of existing adjustment mechanisms and new mechanisms are 
also necessary. 

One source of bilateral economic and political conflict is shifts 
in competitive trade patterns in specific industries. We discuss this 
problem in Chapter VI. In this chapter, we review three other major 
sources of bilateral economic tensions. 

The Bilateral Trade and Global Current Account Imbalances 

Data on the respective global current positions of the United 
States and Japan and the bilateral merchandise trade balance are 
given in Table 1. 

Among the most politically divisive issues in United States-Japan 
trade relations is the singular and simplistic focus In the United States 
on the bilateral merchandise trade imbalance. As the recent House 
Ways and Means Trade Subcommittee Report on United States-Japan 
Trade issued on September 5, 1980 noted, 

"From an economic point of view, a bilateral merchandise trade 
deficit should not be an object of great concern, as long as a 
nation's worldwide current account (goods and services) is in 
rough balance. This economic truth is a political falsity." 

This statement underlines the need for the Administration and the 
Congress to play a more active role in educating their colleagues and 
the public on the benefits of world trade, the global character of 
trade and capital flows, and the necessary adjustment processes implicit 
In global economic interdependence. The Group is concerned about 
the adverse economic and political consequences of a continued, 
excessively narrow United States focus on the United States-Japan 
bilateral merchandise trade balance. It is unrealistic and divisive. It 
encourages the United States' other trading partners to use the same 
I 

Global Current 
Account Position 

TABLE I 

Bilateral Merchandise 
Trade Balance 
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Total Trade 

U.S. Japan U.S. Japan U.S. Japan 
data data data data 

(billlons of dollan) 

1970 2.3 2.0 -1.2 1.5 10.5 10.5 
1971 -1.4 5.8 -3.2 3.4 11.3 11.6 
1972 -5.8 6.6 -4.1 4.0 14.0 13.9 
1973 7.1 -0.1 -1.3 1.3 18.8 17.5 
1974 2.1 -4.7 -1.7 1.9 23.0 23.5 
1975 18.3 -0.7 -1.7 1.0 20.8 20.8 
1976 4.4 3.7 -5.3 5.5 25.7 25.7 
1977 -14.1 10.9 -8.0 8.6 29.1 30.1 
1978 -14.3 16.5 -11.6 10.7 37.3 38.7 
1979 -0.8 -8.8 -8.6 7.6 43.8 44.4 
1980• 0 to +5 -13 to -15 -9.9 n.a. 51.0 n.a. 

• Estimated 

Note: The United States has a deficit in bilateral trade, Japan a surplus. 

Sources: Current account: 
U.S.- Survey of Current Busines, 
Japan- Balance of Payment Monthly 

Bilateral Merchandise Trade: 
U.S.- Department of Commerce, Bureau of Cen,u,, FT 990 
Japan- Balance of Payment Monthly 

argument against the United States to reduce their own bilateral trade 
deficits with the United States. A country is properly concerned about 
Its trade and capital flows with the rest of the world as a whole, not 
with bilateral balances. Just as an individual derives income from 
one source and spends it elsewhere, a country has bilateral surpluses 
with some countries and deficits with others. 

Even global trade and current account balances should not be 
fundamental national economic goals with the same status as low 
unemployment, price stability, and improvements in the standard 
of living. Balance in the inflows and outflows in either of these two 
accounts need not necessarily be a goal at all. Countries, like 
individuals, find there are times when it is desirable to invest more 
than they are saving and, therefore, to borrow from others. It makes 
sense for some countries to be capital importers and others capital 
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exporters. Such imbalances may well reflect real economic benefits 
for a country, depending upon domestic and international circum
stances. 

Accordingly, merchandise trade and current account balances 
are not only rough indicators, they may be misleading measures of 
the state of American or Japanese international economic relations. 
Better criteria for evaluating whether or not a country's behavior is 
beneficial to the operation of the international economic system are 
the extent to which: 

(I) its macroeconomic policies are stable and predictable; 
(2) market tactics and strategies of its companies do not involve 

dumping, subsidies, collusion, or other unfair activities or 
disruptive injury to trading partners; 

(3) access to its market for foreign goods, services, and assets 
is promoted on a reciprocal basis with trading partners; 

(4) its exchange rate policy is not manipulated to promote exports 
and reduce imports; and 

(5) its trade policy responses to domestic dislocation caused 
by international competition stress positive measures of 
structural adjustment assistance and worker retraining rather 
than protectionist measures. 

The Bilateral Merchandise Trade Imbalance 

Structural differences between the two economies are an important 
source of the United States-Japan merchandise trade imbalance. Japan 
is highly dependent on imported energy, agricultural products, and 
raw materials, only partially supplied by the United States. Japan must 
pay for these imports by exporting manufactured goods. The United 
States is the world's largest market for manufactured goods and pur
chases one-quarter of Japanese exports. While the United States has 
greatly increased its raw materials and manufactured exports to Japan, 
the composition of its export is very different from Japan's import 
structure. For example, 40 percent of Japan's imports are oil and 
the United States at present does not export oil. 

I 

Any significant change in the structure of bilateral trade would 
require major changes in the structure of the two economies as well 
as a change in global trade flows. lbis is neither politically realistic 
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nor economically rational for either country. To a substantial degree 
the bilateral trade imbalance reflects an efficient allocation of resources 
for both countries. 

Even if there were perfect access to the Japanese market for 
American products, Japan would still have a large bilateral merchandise 
trade surplus with the United States. The removal of the remaining 
Japanese barriers will not significantly change trade patterns in the 
short-term . lbis is clearly stated in the introduction of the recent 
Special Progress Report of the United States-Japan Trade Study Group, 
a binational government and industry joint study committee : 

''We recognize that even the total elimination of non-tariff barriers 
would not have a dramatic impact on United States-Japan trade, 
at least in the short-run. There are more fundamental and difficult 
steps to be , taken to reduce the trade imbalance, particularly 
on the side of the United States." 

While this statement is true, the size of the bilateral imbalance 
can respond to changes in the actual openness to foreign trade of the 
Japanese economy. Chapters V and VII review the question of the 
relative openness of the Japanese economy. 

Solutions to the problems hindering further United States export 
growth are even more important in a global context than that of the 
bilateral trade imbalance. Even so, the Group believes one of the 
most important factors in the bilateral trade relationship is the 
management and performance of the United States economy, partic
ularly government and industry policies toward exports. No change 
would improve the United States-Japan economic relationship more 
than an improvement in the fundamental strength of the United States 
economy'. Chapter JV in thi; report addresses these issues in greater 
detail. 

In addition, United States exports to Japan and indeed to all 
the world are inhibited by a lack of United States business attention 
to· foreign market opportunities and by government disincentives to 
exporting. Industrial exports account for a noticeably lower percentage 
of GNP in the United States than any other advanced industrial 
country. Much of American business has traditionally had little interest 
in foreign markets. The size and familiarity of the American domestic 
market, combined with ignorance about foreign markets, have deterred 
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American firms from realizing important foreign market opportunities. 
In addition, a variety of United States . laws and government policies 
tend to make exporting less attractive. 

Current Account Imbalance 

The global balance (but not bilateral balance) on current account 
is a somewhat more meaningful description of a nation's overall trade 
position than the balance of merchandise trade. The current account 
includes merchandise trade, service transactions, and transfers. As 
Table I indicates United States and Japanese global current account 
positions have fluctuated widely in recent years as a consequence of 
massive changes in imported energy costs and subsequent export 
expansion, the interaction of domestic demand and world business 
cycles, and differential domestic savings and investment rates. Both 
Japan and the United States are likely to have cunent account surpluses 
in 1981. 

The large Japanese current account surpluses in 1977-78 were a 
major source of bilateral political tension causing the United States and 
other governments to pressure Japan to reduce its surplus. Japanese 
efforts to respond did not satisfy its trading partners and aggravated 
Japan's budget deficit, causing domestic resentment. Japan relied on 
exchange rate appreciation and sustained economic growth to reduce 
the surplus over a longer period. 

Titis controversy was politically costly for both countries yet 
proved neither effective nor necessary. The Japanese actions did not 
address the fundamental reasons for the cyclical or long-term Japanese 
current account movements. Other factors, especially the new round 
of OPEC price increases which raised Japan's oil bill by $10 billion 
annually, helped to turn _the $16.5 billion surplus to a $8.8 billion 
deficit by 1979. Even before the oil price increases, however, the 
turnabout had begun. Titis episode could have been avoided if there 
had been a broader understanding in both countries of the role of 
the current account under the floating exchange rate system, and the 
structural origins of the Japanese current account position. 

As is stressed above, a balance in a nation's current account position 
Is not required for either short-run or long-run equilibriwn. If a 
country's expenditures on private consumption, private investment 
goods, and government are less than its production, the exc~ss of 
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production will show up as exports and the current account will record 
a surplus. When its expenditures exceed production, this gap wiJ,l be met 
by imports and the current account will record a deficit. Whether an 
economy is in current account surplus or deficit will depend on the 
relationship between investment, both public and private, and savings. 

Thus, domestic savings and investment patterns in both the United 
States and Japan have an important impact on their respective trade 
and current account positions. Japanese savings rates are the highest 
in the world. OECD data show recent personal and corporate savings 
at 32 percent of GNP in Japan, and 19 percent in the United States. 
The ratio of Japanese househol'1 saving out of disposable income is 
almost four times that in the United States. 

If, as seems likely, savings in Japan remain high relative to domestic 
investment demand, Japan will have a long-term current account 
surplus. In 1979-80 energy price increases and cyclical fluctuations 
overwhelmed this trend and resulted in a significant current account 
deficit. These forces may again slow or offset the tendency toward 
surplus. 

Surpluses will inevitably result in net capital outflows from Japan. 
One important question will be the relative size of the alternative forms 
of these flows - foreign assistance, direct investment, long-term 
portfolio investment , and short-term capital movements. The trend 
toward increasing Japanese exports of capital has important implica
tions for Japanese policies toward domestic capital markets and inter
national financial movements. Japanese financial institutions and the 
Japanese yen are expected to play an increasingly important inter
national role. 

Because saving and investment patterns in the United States and 
Japan are significantly different, there may well be substantial long
run -differences in the impact on their respective balance of payments 
positions. The future prospects for the United States current account 
balance appear less clear. Much depends upon the absolute and relative 
improvements in saving and investment performance. If the United 
States is to maintain a surplus in its current account over the longer
run while improving its domestic economic performance, private 
savings will have to increase above the amounts required to finance 
private investment and any government budget deficits. 

The Group urges the President and the Prime Minister to play 
a more active role in improving public understanding of the cause 
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and implications of bilateral and global economic interdependence. 
The increasing economic interaction between the United States 

and Japan will continue to generate economic conflicts which must 
be resolved in ways which encourage competition and cooperation 
rather than conflict and isolation. Policy makers and the public at 
large in both countries must learn to put traditional domestic economic 
issues in a longer-term, international context. In so doing, the bilateral 
relationship will itself be better managed. 

In both countries, administrations and legislatures as well as 
industry, labor, and media representatives need to understand better 
the long-term benefits of the bilateral economic relationship and 
the complex and at times lengthy adjustment process necessary for 
mutually beneficial economic interdependence. 

Americans often mistakenly focus only on the bilateral trade 
balance and neglect the causes and implications of changing inter
national trade and investment patterns. Many Japanese continue to 
regard trade and current account surpluses as unqualified policy 
objectives, without taking into account adequately the implications 
for other domestic and foreign policy goals. 

Leaders need to stress that global free trade and capital flows 
benefit consumers through wider selections of better products at 
lower prices, and provide opportunities for producers of exports. 
At a national level, they encourage economic growth by stimulating 
higher productivity, efficient use of capital and labor, and economies 
of scale. 

The Group urges both governments to be sensitive to the inter
national effects of sustained large cunent account surpluses or deficits. 

The preceding discussion has pointed out that, depending upon 
a country's fundamental economic circumstances and policies, it 
may be efficient nationally and internationally to have large sustained 
current account surpluses or deficits. This depends upon the successful 
operation of internation~ capital markets and domestic adjustment 
and trade specialization. 

It appears possible that over the longer-run, Japan, as a high saving 
nation, will have large current account surpluses. Capital accordingly 
will flow out of Japan. The Japanese financial institutions and busi
nesses will have to play an important role in making investment funds 
available, directly as well as indirectly, to non-oil developing nations 
and others likely to be in current account deficit positions. The 
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Japanese government should be aware of these trends and encourage 
these capital flows and not hamper them. 

The world is short of savings and capital. Japanese savings and 
capital export would benefit the world. At the same time, other 
countries will be importing more from Japan. Given the bilateral 
trade structures, this implies the United States will continue to be 
importing large amounts of manufactured goods from Japan. Both 
governments must be sensitive to the adjustment problems this implies 
for American industry. In particular Japan should avoid sudden surges 
of exports of specific products which cause serious injury to American 
or other foreign firms. 

A global Japanese current account surplus implies little about 
the state of the United States balance of payments. That depends 
essentially upon the performance of the American economy in 
competing in domestic markets against imports, in competing in world 
markets with exports, and in generating domestic saving to finance 
domestic investment. American leadership in the world would be 
enhanced by a strong balance of payments position and a.strong dollar. 
This will require domestic macroeconomic and other policies, as 
discussed in Chapter IV, to strengthen the American economy. 
Fundamentally, this can only be achieved, of course, through the more 
effective operation of American enterprises in both domestic and 
international markets. In both the United States and Japan, government 
creates the environment and influences incentives; management and 
labor carry the burden of the actual performance of the economy 
through the private enterprise, competitive market system. 

FOREIGN EXCHANGE FLUCTUATIONS AND 
ADJUSTMENT MECHANISM 

The interaction of the United States and Japanese economies in 
a turbulent world environment requires an adjustment mechanism to 
allow for differences in national economic performance, monetary 
policy, and trade and current account balances. 

Since 1973, floating foreign exchange rates have provided the 
adjustment mechanism for trade and current account positions. 
Countries which run chronic trade and current account deficits without 
compensating capital inflows find their currencies depreciating and, 
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In tum, find import costs rising and export prices improving. 
Foreign exchange rate fluctuations as an adjustment mechanism, 

however, differ from the earlier pegged rates system. The exchange 
rate moves in response to changes in trade and current account 
positions and capital flows. Moreover, to a substantial degree the 
exchange rate depends upon the expectations of those engaging in 
foreign exchange market transactions on the future course of trade 
and current account performance and on the monetary and other 
policies of the authorities. To the extent that such expectations are 
unstable, the system may well generate quite volatile movements in 
exchange rates. 

The floating foreign exchange rate system also differs from the 
fixed rate system in terms of the speed and precision of the balance 
of payments adjustment process. lt takes time for the volume of 
trade and direct investment flows to respond to exchange rate changes. 
Indeed, the initial effect is to exacerbate the imbalance; the medicine 
of exchange rate adjustment makes the patient temporarily worse 
before it cures him. For example, in 1977-78 when the yen appreciated, 
the dollar value of a given volume of Japanese exports already 
contracted for in yen increased and the dollar value of yen denom
inated imports decreased (the so-called J-curve effect). Thus, until 
trade quantities could respond, Japan's global and bilateral current 
account surplus in dollar terms increased even as it decreased in yen 
terms. Because this process and the time it takes has not always 
been well understood, at times exchange rate movements have overshot 
the degree required for correction of the balance of payments, and 
policy makers and politicians have become frustrated and impatient 
over the seeming lack of progress. 

These problems of exchange rate fluctuations have proven 
particularly acute in the United States-Japan bilateral trade relation
ship. In response to the differential international economic perfor
mances of Japan and the United States, the yen/dollar exchange rate 
fluctuated as much as 35 percent within 18 months in 1977-79. 
The size and speed of this shift accelerated the adjustment process 
yet over-responded to the magnitude of the bilateral trade imbalance. 

The efficient operation of the floating foreign exchange rate 
adjustment mechanism requires a well balanced, long-range perspective 
within government monetary policy institutions. Government inter
vention in foreign exchange markets may be appropriate to moderate 
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very short-run fluctuations, but should not attempt to impede longer
term movements. Given the enormous impact of foreign exchange 
rates on domestic monetary policy and trade and capital flows, central 
banks are always under great temptation to undermine the foreign ex
change rate adjustment mechanism rather than make other adjustments. 

For example, Japanese government intervention in foreign 
exchange markets in late 1977 to prevent further appreciation of 
the yen was perh.,os counterproductive. It may have delayed the 
adjustme111. procesi, and contributed to an even greater appreciation 
before reaching a peak in the fall of 1978. Foreign exchange market 
intervention is not necessarily inappropriate. The United States dollar 
defense program announced in November 1979 reversed the decline 
of the dollar through a coordinated package of foreign exchange 
market intervention and domestic monetary policy actions. In this 
instance, the dollar's depreciation had exceeded levels justified by 
longer-term economic conditions and intervention was appropriate. 

In the future, the yen/dollar relationship has the potential to 
become more stable with the increasing international role of the yen. 
Japanese government capital liberalization and Japanese bank participa
tion in international syndicates, greater reserve currency and trade use 
of the yen, increasing petro yen deposits, and larger yen markets 
will probably moderate short-run fluctuations of the yen exchange 
rate. 

The Group believes Japan should continue muming the trend 
toward greater responsibility for the maintenance of the international 
financial system. 

The increasing impact of the Japanese economy on the world 
economy and the vital importance of a stable international trade 
and financial system suggest that Japan should share the burdens of 
a key currency country. 

The 1979 Foreign Exchange and Foreign Trade Control Act 
continues an important Japanese trend in relaxing restrictions on 
foreign participation in domestic economy and encouraging a greater 
international role for Japan. 

Stability of the yen/dollar exchange rate also depends importantly 
upon the stability of the dollar. Fundamentally, this can be achieved 
only by improved performance of the American economy, cyclically 
and in the longer-run. This requires stable, predictable macroeconomic 
policies, control of inflation, and improvement in United States pro-
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ductivity performance. These themes underlie the policy recommen• 
dations for the United States throughout this report and are addressed 
more specifically in Chapter IV. 

POLICY COORDINATION AND SYSTEM 
MAINTENANCE 

Perhaps the most complex issue in the bilateral relationship is how 
the two countries should attempt to coordinate policy responses to 
cyclical economic problems in both their bilateral and global 
manifestations. The appropriate degree of international coordination 
of domestic macroeconomic policies is extremely difficult to deter• 
mine. 

Simulations of a number of linked, multinational, large-scale 
econometric models suggest that a variety of coordinated macro• 
economic policies might have provided greater exchange rate stability, 
smaller current account imbalances, and higher production and employ
ment, without much greater inflation. H~wever, there is a real danger 
that attempts to fine tune the global economic system by coordinating 
domestic economic policies on such a basis may not be justified by our 
understanding, may impede domestic economic performance, and 
exacerbate rather than improve international adjustments. 

To study this further, the Group sponsored research on the 
interdependence of the United States and Japanese economies, the 
cyclical recurrence of trade and current account problems, and foreign 
exchange fluctuations. The results confirm the Group's view that 
attempts to coordinate closely demand management and monetary 
policies, with efforts to set specific GNP growth and other macro
economic targets, have not been very effective and may have created 
unnecessary political problems. Given the lack of political feasibility 
and our current level of technical knowledge, a less structured form 
of consultation would have been preferable. 

The results of the Group's research provides support for the 
following conclusions: 

(I) Tightly coordinated macroeconomic policy may at times 
be counterproductive. Household and corporate expectations 
have an important impact on macroeconomic behavior. 
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Where macroeconomic policy coordination becomes the 
subject of high profile diplomatic and political negotiations, 
it may distort rather than stabilize these expectations. 

(2) Attempts to set bilateral macroeconomic targets and to 
coordinate policies tightly for such macroeconomic variables 
as growth rates of output, savings, investment, and money 
supply consume enormous amounts of time and political 
capital, and may have relatively little influence on subsequent 
national economic performance. 

(3) Synchronizing macroeconomic policies in the interest of 
improving bilateral relations may work against global stability. 

The Group distinguishes between efforts at precise coordination 
and close consultation on specific macroeconomic targets and policies. 
Coordination at times implies strenuous efforts by one government 
to influence the dome~tic goals of the other, at high political cost, 
and without adequate final results. Consultation should be used for 
an honest exchange of information on the current economic situation, 
future prospects, and thinking regarding appropriate policy actions. 
In this way each government can take into account its interaction 
with the other in formulating its own policies. Consultation is 
important not only in terms of each other's economies, but also in 
light of common external shocks, particularly those of large oil price 
increases. 

We believe both coW1tries should engage in close consultation 
but not tight coordination of macroeconomic policies. 

The United States government should recognize the limitations 
of efforts to coordinate macroeconomic policies through international 
agreement among major industrial countries on precise growth rates 
and other' targets. The maintenance of a stable international economic 
system requires both good ·domestic' economic performance and general 
agreement on the framework of the system and its rules, including 
those for exchange rates and other adjustment mechanisms. What 
is needed is not unrealistic efforts to agree on specific macroeconomic 
targets, but close consultations on economic conditions and future 
policy responses. 

At the present time, the annual meetings of the Economic Planning 
Agency of Japan and the Council of Economic Advisors of the United 
States serve a very constructive purpose by bringing together senior 
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economic policy officials in a non-political forum for the exchange 
of views. 

The Group recommends that in additi~n to these meetings: 
(I) there should be annual meetings of the ranking authorities 

in both governments who formulate and implement macroeconomic 
policy. Sub cabinet meetinp should be held on a regular basis. While 
their focus will undoubtedly continue to be on current issues, 
opportunities should be sought for frank exchanges on longer-range 

issues. 
(2) there mould be more frequent working level consultations 

between the professional staffs of the governmental organizations 
responsible for economic policy. Where appropriate, these consultations 
ahould be expanded to include experts from the private sector and 
academic community. 

CHAPTER W 

The Impact of Energy on the Relationship 

The importance of energy issues in the United States-Japan relation
ship can hardly be c;,verstated. Since the two countries are the largest 
conswners and importers of petroleum in the free world, the actions of 
each have a direct impact on the other and on the rest of the world. 
Because energy plays such a crucial role in the economies and societies 
of both countries, in instances of rapid price increases of threats of 
supply interruption, there are strong economic, political, and psy
chological incentives for each country to act hastily and independently. 
The resentments which can arise in such cases constitute a serious 
threat to the overall strength of the bilateral relationship. Indeed, the 
most important test of the viability of the United States-Japanese 
partnership may well be the two countries' ability to sustain strong, 
effective, and cooperative measures in dealing with current and future 
energy problems. 

It has been estim;lted that for every $1 per barrel increase in the 
price of crude petroleum, United States real GNP growth will be 
reduced by 0.1 percent and Japanese growth by 0.2 percent. A signif
icant interruption of supply would, of course, have a far more devastat
ing impact. 

Both Japan and the United States, therefore, have a vital common 
stake in securing adequate and stable supplies of reasonably priced 
energy. Attaining this objective is a major challenge to the indus
trialized democracies, particularly in the coming decade. While projec
tions of future energy supplies and consumption are often highly 
speculative, it is likely that future oil supplied will be tight. Oil supplies 
could be further jeopardized by political change in one or more export-
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ing countries, and the shift to non-petroleum energy sources will take 
time. Energy, therefore, will remain a critical security and economic 
issue during the 1980s. 

If the United States and Japan handle energy issues poorly, major 
tensions could be introduced into the relationship. Properly handled, 
energy represents a significant opportunity to deepen United States
Japan cooperation. For these reasons, the Group believes it essential 
that Japan and the United States try to anticipate potentially serious 
problems, such as supply interruptions or large price increases, and plan 
coordinated approaches to deal with such problems. For the longer
term, they should work together to eliminate the threat of energy 
crises by increasing production, especially from alternative energy 
sources, and improving energy conservation. 

ENERGY INTERDEPENDENCE 

The United States and Japan consume approximately half (30 
percent and 20 percent respectively) of the 26.5 million barrels of pe
troleum which the advanced industrialized countries of the OECD 
(Organization for Economic Cooperation and Development) import 
each day. Given their size in energy markets, there is a high degree of 
interdependence between them and with much of the rest of the world. 
Energy interdependence has many different dimensions, including 
energy prices, supplies, domestic energy policies, and foreign political 
and economic policies. American decontrol of domestic petroleum 
prices, for example, has been welcomed in Japan as a step toward 
increasing domestic American production and reducing consumption, 
thus reducing American pressure on world oil markets. Speculation by 
some Japanese companies in spot market purchases of Iranian oil in 
late 1979 following the taking of American hostages in Iran was 
severely criticized in the l}nited States on both economic and political 
grounds. A failure of American policies in the Middle East could have 
a strong influence on energy supplies in Japan. If Japan fails to curb 
its energy imports, this would increase its need to export manufactured 
goods, affecting American industry and United States-Japan economic 
relations. If the United States fails to curb petroleum imports, its grow
ing dependency could weaken its overall international credibility and 
iU value as an alliance partner for Japan. Indeed, there is virtually no 
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significant policy issue relating to energy that can be considered as pure
ly domestic by either country. Each country has a very high stake in 
the energy and energy-related policies of the other. 

The United States and Japan have similar or complementary inter
ests on many energy issues, such as avoiding oil supply disruptions, 
maintaining the political stability and the international security of 
petroleum exporting countries, building up petroleum stockpiles, 
stimulating development of new energy sources, and diversifying 
sources of supply. But they often have different approaches to the 
achievement of these objectives, in part because of their different 
energy situations and resulting different priorities. As a country far 
more dependent on external energy sources, Japan has less flexibility 
and gives energy security issues an even higher priority than the United 
States. This has led to misunderstandings and controversy in the past, 
on, for example, the two countries' different postures in the Middle 
East and different approaches toward the development of nuclear 
energy, and could do so again. Consequently, a high degree of inter
dependence requires more intense consultations on all aspects of the 
energy problem. 

The Group beliews that it is hnportant for the two countries to 
enhance the frequency, quality, and scope of inter-gcmmmental con
sultation on ellerJY policy and policy implementation. We recommend 
the establishment of a ministerial level joint committee to meet at least 
once a year on a regular basis to review and coordinate the disparate 
consultations now carried out in various other forums ~ address 
energy problems in a comprehensive manner. 

These meetings might be timed to coincide with present lnterna• 
tional Energy Agency (IEA) ministerial meetings and the cabinet level 
consultations we recommend in Chapter I. 

We also recommend that a small. standing committee be establlahed 
to provide-backup for the ministerial committee and assure that energy 
Issues are addresaed in a long-range and broad context. 

Inter-government work on energy issues should be complemented 
by broad programs of private level policy research on all aspects of 
energy interderendence .. We recommend that both aowmmenta 
increase their funJing for joint energy policy studies to be carried out 
in private imtitutions. Such joint research will reinforce habits of co
operation on energy issues consistent with an age of increasing energy 
interdependence. 
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ENERGY SUPPLIES: A CRITICAL SECURITY ISSUE 

One of the most serious threats to the security and economic well
being of both the United States and Japan as well as to their close 
relationship is the possibility of a major interruption in petroleum sup
plies. As the 1979 Iranian crisis demonstrated, a political change in 
even a medium-sized exporter can have a significant impact on supplies 
and prices of petroleum in the industrialized world, affecting rates of 
growth, inflation, and employment. A study by the United States 
Congressional Budget Office estimates that just for the United States, a 
year-long supply interruption of 3.5 million barrels per day in 1984 
would cause real GNP in the United States to drop by 6.6 percent 
($272 billion), while unemployment would increase by 2 percentage 
points and inflation.by 20 percentage points. 

A supply interruption of this magnitude would have a much more 
shattering effect on Japan. The United States depends on petroleum for 
only half its total energy requirements, and half of that is derived from 
domestic wells. Fifteen percent of United States petroleum needs are 
supplied by Persian Gulf oil producing countries. In contrast, petroleum 
accounts for 75 percent of Japan's total ener,zy requirements and vir• 
tually all has to be imported. Almost 78 percent of Japan's petroleum 
needs are supplied by the politically fragile Persian Gulf region. 

In any consideration of American-Japanese energy cooperation, the 
importance of Japan's much greater degree of energy vulnerability must 
be fully recognized. For Japan, the threat of an interruption of petro• 
leum supplies is the emotional equivalent of the Soviet threat for the 
United States. American policies regarding petroleum, coal, and nuclear 
energy development as they relate to Japan have not been sufficiently 
sensitive to this Japanese energy concern, creating apprehensions in 
Japan about United States policy in a serious energy emergency. On the 
other hand, Japan's energy policies have often been too exclusively fo
cused on its own national oil supply interests to the detriment ofa more 
encompassing sense of international responsibilities, including broader 
political and security issues and considerations. 

The Group is deeply concerned about the failure of both govern• 
me~ts to adequately and comprehensively address energy security and 
supply issues. We believe several steps should be urgently undertaken: 

(1) The Prelliclent and the Prime Minister should exercise strong 
leadership in stressing to their citizens the seriousness and fragility of the 
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world energy situation. 
(2) It is imperative that the two goftfflfflents Immediately undff. 

take a crisis management study and joindy formulate specific measures 
to be taken in the event of large-ecale supply interruptions. A wide 
range of emergency scenarios should be considered, including the pos
sibility of a prolonged interruption of Persian Gulf petroleum. The Iran
Iraq war, although apparently limited in nature, illustrates the urgency 
of carefully planned and multilaterally coordinated steps, agreed to 
ahead of time, to cope with supply emergencies. Prior planning will 
strengthen the effectiveness of countermeasures and help defuse what 
would undoubtedly be very strong domestic pressures for independent 
action at the time of an energy emergency. The danger of a catastroph• 
ic supply interruption is so serious that we believe the governments 
of Japan and the United States should undertake planning immediately 
on a bilateral basis and expand emergency planning as quickly as pos• 
sible to include other major petroleum consuming countries. 

(3) As the two largest energy consumers, Japan and the United 
States should take the initiative in strengthenin1 the OECD/IEA 
framework to addrea broad aspects of energy security in a more com
prehensive and effective fashion. Current multilateral and bilateral dis
cussions have tended to focus almost exclusively on petroleum, but 
should be expanded to include other energy sources as well. There 
also needs to be improl'ed coordination of stockpiling policies. At the 
present time, stockpiles vary widely in different consuming countries; 
Japan's of about 100 days of consumption is considerably larger than 
the United States Strategic Petroleum Reserve of only 15 days of im
ports plus company-<:ontrolled stock of 25 days of imports. Larger 
stockpiles will not only help in coping with a prolonged crisis, but will 
aJso help in ameliorating the initial psychological impact of a large-scale 
supply interruption. More evenly distributed stockpiles would help 
prevent charges of unfairness that couJd be raised during an emergency. 

The Group is also concerned that the IEA emergency sharing pro
gram does not deal sufficiently with small-scale interruptions of supply. 
The Iranian oil crisis of 1979- 80 showed that even relatively small
scale interruptions can have a significant effect on worldwide petroleum 
prices, causing political concerns, economic distress, and international 
tensions. 

We recommend, therefore, that the two countries continue their 
efforts to improve the capability of the IEA to deal with inteffllptiona 
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of less than the 7 pm:ent figure that now trigen the petroleum sharing 
plan. Both countries should also improve domestic rnechanJsma for 
prompt implementation of poUcies adopted in emergency situations. 

OTHER PETROLEUM POLICIES 

Aside from the above steps, there are other ways in which Japan 
and the United States can increase the efficient use of currently avail• 
able petroleum supplies and maximize energy conservation. 

One of the most obvious of these relates to Alaskan North Slope 
petroleum. Alaskan oil can now be made available to the West Coast of 
the United States in quantities exceeding refining capabilities in that 
region, but it cannot \>e efficiently transported to the East Coast and 
mid-sections of the continental United States. Current American law 
and policy prevent the export of Alaskan oil to other countries, like 
Japan, where it could be transported economically , even in return for 
other petroleum that could more cheaply be transported to the eastern 
parts of the United States. Energy economists have estimated that sig
nificant efficiencies could be achieved through swapping arrangements, 
beneficial to consumers in both the United States and in Japan. 

(1) We recommend the United States modify its petroleum export 
policy to permit the sale of Alaskan oil to Japan in return for the sale 
(or swap) of other petroleum now committed for export to Japm. A 
change of American legislation or an exercise of the waiver authority in 
current legislation permitting swapping would have an important sym
bolic effect on American-Japanese relations, give credibility to the con
cept of petroleum-sharing, help reduce the bilateral imbalance of trade, 
and represent a more efficient and less expensive use of Alaskan oil by 
cutting transportation costs. 

Both governments should intensify their effort to conserve the use 
of all energy , especially petroleum. From 1973 to 1979, crude oil 
imports of the United States increased from 3,244,000 barrels a day to 
6,397,000 barrels a day. During the same period, Japan's crude oil 
imports decreased slightly from 4,992,000 barrels a day to 4,846,000 
barrels a day. The per capita total energy requirements of the United 
States remain almost three times those of Japan . While the economic 
structure, geographic size, and lower population density of the United 
States make continued higher per capita energy and petroleum use 
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very likely for a long time to come, there is clearly much additional 
room in the United States for petroleum · conservation measwes. 
Japan also can augment its conservation programs, particularly in the 
case of its highly energy-intensive agricultural sector. 

(2) We applaud the commitments to conservation made during 
the past two Economic Summit Conferences. In addition, the Group 
recommends that the United States learn from Japan's progress in 
developing an effective petroleum conservation program. Recognizing 
the importance of competitive market forces, the United States and 
Japan should develop annual industry-by-industry comparisons of 
energy use and savinp, and draw from each other's experiences in pro
moting conservation in industrial processes through existing or new 
private binational industrial organization. 

ENERGY RESEARCH AND DEVELOPMENT 

Effective solutions to the energy problem in the long-term require 
the United States and Japan to diversify their sources of energy and 
particularly, to develop non-petroleum energy sources and related 
technology. Before discussing specific alternative energy sources, it 
should be emphasized that the development of all alternative sources 
will require very substantial funding. Both governments have increased 
their support for energy research and development and related tech
nology, but the American government is currently making a much more 
substantial effort. IEA statistics for 1979 shows · that the United States 
government spent $3.7 billion in energy research and development 
while the Japanese government spent $0.9 billion, about half th: 
American amount on a per capita basis. 

The Group recommends that both governments, but especially 
Japan, make a much greater effort in energy research and development. 
A su~stantially augmented Japanese program would not onJy help 
equalize the burden, but also be an important contribution to meeting 
Japan's global responsibilities. 

A maximwn effort should be made to coordinate American and 
Ja_panese energy research and development programs, although a cer
tain degree of duplication is not only inevitable but also desirable. 
Given their different energy situations, the two countries have different 
priorities in terms of alternative energy sources, and research and 
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development cooperation should be developed with complementary 
priorities in mind. 

Energy research and developm~nt inevitably involve both the 
government and the private sector. The nature of the relationship 
between the government and the private sector varies in the two coun
tries, particularly at the commercialization phase of new technologies. 
The two governments should discuss with each other and with their 
respective private industries means of developing compatible structures 
of 1ovemment-private industry energy cooperation to facilitate effi
cient uae of the private secton of both countries in joint or comple
mentary reaearch and development projects. 

NUCLEAR ENERGY 

Japan's energy policy gives a high priority to the development of 
nuclear power as an alternative source of energy. Indeed current govern
ment plans anticipate that nuclear energy will supply 14 percent of 
Japan's energy needs by 1995, making nuclear energy the third largest 
source of energy after petroleum and coal. Japan's ambitious nuclear 
fuel cycle, must be understood in light of Japan's higher degree of 
energy vulnerability. For Japan, nuclear energy provides the energy 
source least dependent on other countries. 

A major and unfortunate dispute occurred in 1977 when the 
United States, because of a general policy of discouraging nuclear pro
cesses which might result in nuclear weapons proliferation, refused to 
export material for Japan's almost completed pilot reprocessing plant 
at Tokaimura. Japan has a strong policy in support of non-proliferation 
and there is no quention of Japan using plutonium to acquire a nuclear 
weapons capability; rather it was a question of whether American 
worldwide restrictions would be credible if an exception were made 
for Japan. Eventually a compromise was reached allowing the 
Tokaimura facility to start up on a limited basis. 

Japan has also been concerned about the basic health of the 
American nuclear energy industry which has played a major role in 
the development of Japan's nuclear energy program. TI ere is a frar in 
Japan that American government restraints on domest.c development 
of nuclear energy will affect the industry's ability to assist in Japan's 
"rogram. 
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The Group strongly believes that in the current energy situation, 
neither country can afford to overlook the efficient development of 
any alternative energy source. We recommend that both governments 
and their private industries move forward to fully utilize the potential 
of nuclear energy. We recommend that the President and the Prime 
Minister accelerate nuclear power development, including use of the 
fast breeder reactor when it is economically feasible. The two govern
ments should work together to demonstrate the feasibility of permanent 
disposal of nuclear wastes to answer questions of legitimate public con
cern. In both countries, cooperation should be intensified on improved 
reactor safety systems. In addition, Japan and the United States should 
continue to strengthen national, bilateral, and multilateral safeguards as 
part of their common objective to prevent nuclear weapons 
proliferation. 

COAL AND OTHER ALTERNATIVE FUELS 

Coal offers a particularly attractive basis for reduoing dependence 
on Middle East petroleum supplies, expanding alternative energy 
sources, and improving the bilateral trade balance. Both countries intend 
to increase their use of coal as an energy source, but Japan has limited 
coal reserves, while the United States produces half of the coal in the 
non-communist world. Both countries can very substantially profit 
from further exploitation of the reserves of the United States and 
exportation of coal to Japan. Because coal development requires large
scale investments, this will be furthered by assurances to American coal 
producers of secure access to the Japanese market and by Japanese 
coal consumers of a secure source of supply from the United States. 
At the same time, such arrangements must take into account Japan's 
desire to purchase coal from a diversity of sources (Australia currently 
is Japan's major supplier) and at competitive prices. 

(I) Both governments should take steps that would facilitate sub
stantial and profitable private investment in mines, transportation, and 
utilization facilities. Substantial Japanese private investment in the 
further development of the American coal industry would be very 
desirable. Governments have a direct obligation to improve harbor 
facilities. As a first step, the United States should expeditiously resolve 
environmental and transportation issues relating to coal. Japan should 



38 

resolve environmental issues related to its expanded use of coal. 
(2) Both governments should also seek to develop new fonns of 

coal gasification and liquefaction through innovative technological 
development. The jointly sponsored SRC-11 liquefaction project is a 
useful model for further cooperation by government and private 
industry in synthetic fuel development. It should be recognized that 
rapid commercialization of such technologies will depend on market 
forces and prevailing energy prices. 

(3) The United States and Japanese governments should explore 
possibilities for bilateral agreements combining secure access to 
markets for coal in Japan with American a!l.fflrances of supplies. 

Given the critical nature of energy supply problems, no alternative 
source of energy can be neglected. While we believe that nuclear energy 
and the expanded use of coal represent the most feasible alternatives to 
petroleum in the nearer-term, a wide range of other energy sources -
geothermal, hydroelectric, oil shale, tar sands, biomass, and solar -
deserves careful attention from both governments. 

CHAPTER IV 

American Productivity and the 
Management of the United States Economy 

As long as the United States _economy suffers from inflation, 
low rates of savings and capital formation, inadequate attention to 
research and development, and an overly burdensome regulatory envi
ronment, low productivity growth will continue to cause serious 
strains to the United States-Japan economic relationship. One of the 
most important factvrs in improving our bilateral relationship could 
well be a fundamental strengthening of the "supply side" of the United 
States economy. 

Recently, there has been a growing interest in the United States 
in improving United States productivity growth and reinvigorating 
the industrial base of the American economy. As the national debate 
in the United States develops, we will be supporting efforts in the 
Executive Branch and Congress to achieve these goals. Our own recom
mendations highlight those areas which have a special impact on United 
States-Japan economic relations, and more broadly, United States 
global economic performance. 

UNITED STATES PRODUCTMTY AND ECONOMIC 
PERFORMANCE 

The health of United States economy can be measured in a general 
way by "productivity," or the efficiency with which an econom:· 
produces goods and services. Productivity, often expressed in terms of 
output per manhour or real GNP per worker, is a common statistical 
indicator used to compare economic performance over time, or between 
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nations and industry sectors. These definitions focus on labor produc
tivity, although · it can also be useful to focus on output per unit of 
capital, raw materials, energy, or a combination of all such inputs. 

However one measures United States productivity, it is clear that 
the growth in United States productivity and economic efficiency has 
declined sharply in the last decade. From 1967 through 1973, United 
States labor productivity in manufacturing rose 2.9 percent a year 
on average. It slowed to a 1.5 percent average annual rate from 1973 
through 1979. Productivity growth in the first half of 1980 declined 
even further to negative 1.2 percent , reflecting strong cyclical factors 
as well as long-term trends. 

Productivity growth rates have an important impact on United 
States domestic and global economic performance in three main areas: 
international trade, domestic inflation, and the domestic standard of 
living. Low relative rates of productivity growth lead to slow growth 
in real wages, higher costs, cost-push inflationary pressures, reduced 
profits, limited capital for investment in new technology and modern 
plant and equipment, and weaker domestic and global competitiveness. 

PRODUCTIVITY AND GLOBAL ECONOMIC 
PERFORMANCE 

United States productivity growth has also declined relative to 
the rest of the industrialized world as shown in Table I . In the postwar 
period, the United States has had the lowest productivity growth raid 
of any advanced industrial economy. The implications of this long
term trend in productivity growth rates for United States international 
economic performance are profound. The disparity in United States 
productivity growth relative to its trading partners is closely related 
to the decline of the United States share of global markets. and increas
ing import pressure in th<: United States domestic markets. 

Between 1950-67, United States manufacturing productivity 
increased at an average annual rate of 2.6 percent and during 1967-
73 it grew at an average annual rate of 29 percent. In 1973-79, 
United States productivity slid to a 2.2 percent average annual growth 
rate, and continued to decline to a low 1.0 percent average annual 
rate in 1977-79 largely due to cyclical reductions in business output 
and capacity underutilization. 
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TABLE I 

INTERNATIONAL COMPARISON OF MANUFACTURING PRODUCTIVITY 
(Average annual growth in output per hour, 1950-79) 

United States 
Japan 
Canada 
France 
West Germany 
Italy 
United Kingdom 

1950-79 1950-67 1967-731973-791977-781978-79 

2.4 2.6 2.9 2.2 0.5 l .S 
8.5 9.S 10.0 4.2 7.9 8.3 
3.9 4.1 5.1 4.8 4.7 0.8 
5.2 4 .9 6.1 5.1 4.9 5.4 
5.7 6.1 5.3 5.0 3.4 5.2 
6n 6A 12 33 3n 22 
2.7 3.0 4.2 0.6 1.2 2.2 

Source: U.S. Bureau of Labor Statistics 

Japanese productivity grew 9.5 percent on an average annual basis 
between 1950-67 and increased 10.0 percent during 1967-73. In 
1973-79, Japanese productivity declined to a 4.2 percent average 
annual rate due to the first oil shock of 1973 and the ensuing high 
rate of inflation for several years thereafter. Japanese productivity 
growth increased in the I 978-79 period to 8.3 percent as the Japanese 
economy has readjusted to energy price increases and moved to sounder 
growth based on private investment. We have not studied the sources 
of Japan's productivity improvement in any detail, although we consid
er this an important topic for future consideration. It is at least clear 
that the recovery and increase of productivity after the oil shock of 
1973, and in spite of the second oil shock of 1977 and thereafter, 
far surpasses that of the other countries, particularly that of the United 
States. Titis is the point to whicl!, we must pay close attention in 
our study. 

The impact of these global productivity trends have been obscured 
in the short-term by currency devaluations, protectionist trade meas
ures, and significant differences between aggregate productivity levels 
and the productivity of individual industries and firms. While the 
aggregate United States level of productivity is high, in some industries 
such as steel, automobiles, and consumer electronics, the United 
States is no longer the world's most efficient producer. 

Productivity will determine future global competitiveness which 
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will, in turn, detennine global market share and global trade patterns. 
The longer-tenn implications of these differences in recent productivity 
arowth perfonnance, however, must be put in broader perspective. 

First, there is an important difference between the level of current 
United States productivity and rate of growth of United States pro
ductivity. The level of United States productivity is still the highest 
in the world while the average annual rate of productivity growth 
in the United States is the lowest in the industrialized world, causing 
the gap between the level of United States productivity and the levels 
of productivity in Japan and Europe to shrink. 

Second, decline in productivity growth perfonnance is not limited 
to the United States. All other advanced industrialized nations are 
experiencing some relative decline in productivity growth rates as 
their economies reach an advanced stage of development. 

Third, the increases in the level and growth rates of productivity 
in the rest of the industrialized world are a positive development. 
It has been in the interests of the United States to develop strong 
economic partners. In many ways the shrinking productivity gap 
between the United States and its trading partners retle~ts the long
tenn success of United States international economic policy and 
foreign policy in general. 

Finally, it is not at all clear what the future long-tenn trends in 
productivity in advanced industrial countries will be, or how United 
States productivity growth rates will compare with other nations. 

In the 1960s there was a great deal of optimism about the impact 
of rapid advance in technology on long-tenn productivity trends. 
The decline in United States productivity growth rates in the 1970s 
was not anticipated. 

In spite of recent productivity perfonnance, there is r~om for 
cautious optimism about future growth trends. The major technological 
innovations of the 1960s and 1970s, such as those in the communi
cations industry, have greatly increased productivity across a wide 
range of manufacturing · and service industries. Many of these inno
vations, such as those in micro-electronics, have not yet been fully 
exploited and are expected to provide a major stimulus for significant 
shifts in the structure~ and productivity of the economies of the 
industrialized world. 

Much of the diffusion of these new technologies will depend on 
the current system of international free flows of goods, services, capital, 
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and technology. Technological development will depend on current 
research and development expenditures, future economic conditions, 
and the management of the entire innovation process. A significant 
factor will be the receptivity and utilization of these new technological 
and organizational innovations in each country's own socio-economic 
environment. 

PRODUCTMTY AND INFLATION 

The decline in United States productivity growth rates has been an 
important factor in the acceleration of cost-push inflation in the United 
States. Table 2 shows recent changes in labor costs and the consumer 
price index. Price increases stimulate wage increases which lead to 
unit labor cost increases, which in turn lead to further price increases 
and fuel inflationary pressures. 

Low productivity growth rates also make efforts to unwind the 
wage price spiral particularly difficult. An increased productivity 
growth would provide a margin which would allow wage increases 
to catch up with price increases. Without this margin, wage earners 
remain pitted against employers in a struggle which passes on and 
continues the inflationary burden. 

The importance of this linkage between inflation and productivity 
cannot be overstated. Unless the United States can control inflation, 

TABLE 2 

PRODUCTIVITY AND REAL HOURLY COMPENSATION GROWTH 
INTHE U.S. 

(Average annual growth rates) 

1948-6S 1965-73 1973-78 

Nominal hourly compensation 4.6 S.5 9.0 
Real hourly compensation 2.9 2.1 0.9 
Productivity 2.6 2.0 0.8 
Unit labor costs 1.9 4.6 8.1 
Consumer price index 1.6 4.4 8.0 

Sources: U.S. Burt!6U of Labor Stott,tlc1 
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all other short-term policy measures to increase United States produc
tivity will be substantially undermined. Effective long-run policies to 
improve productivity growth require a consistent sacrifice of current 
consumption and an investment of these resources to productive 
investment for the future . 

REASONS FOR POOR U.S. PRODUCTIVITY GROWTH 

There is no consensus about the causes of poor United States 
productivity growth rates. While experts agree on some fac tors, others 
are more controversial. This is certainly true of the slowdown in United 
States productivity growth in the last decade. Our purpose is not to 
fuel this debate,. but to summarize the results of contemporary re
search. 

The origins of declining United States productivity growth differ 
industry by industry and firm by firm. No aggregate measure of produc
tivity is an accurate reflection of the differences in productivity growth 
!rends in specific sectors. In 1973- 78, average annual productivity 
~crea~ed 6.9 percent in the communications industry, 3.0 percent. 
m agnculture , 1.8 percent in manufacturing, 0.8 percent in service 
in~~stries, but felJ 2.0 percent in construction and 3.7 percent in 
mtnmg. Nevertheless, a number of generalizations can be made about 
the reasons for declining United States productivity growth. 

Fluctuations in Economic Conditions and Policy Respomres 

One of the most important reasons for the recent decline in pro
ductivity growth is that labor productivity varies considerably over 
the business cycle. During periods of low or declining demand, firms 
do not immediately reduce employment because of the expectation of 
future costs of recruiting and training new workers. 

As a result , output declines more rapidly than employment during 
a downturn, and increases more quickly than employment during 
a recovery. The combination of these cyclical movements and the 
lag between output changes and employment levels cause considerable 
fluctuation in capacity utilization and measured labor productivity. 

Two recessions in the past decade have had a major impact on 
United States productivity growth. Low capacity utilization during 
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the 1974-75 recession reduced productivity as output declined 
faster than employment. This decline in productivity was then exac
erbated by the 1980 recession. 

Fluctuations in government policies have contributed to declining 
productivity growth. Monetary policy has been unstable, and fiscal 
policy has experienced considerable mid-course corrections. As various 
anti-inflation policies of tight money, high Interest rates, and fiscal 
restraint have been introduced and abandoned, private sector concern 
with instability and Inflation has Increased. Without a stable, non
inflationary economic climate, neither management nor labor has had 
an incentive to seek productivity gains as the source of long-term 
increases In real profits and wages. 

The mix of fiscal and monetary policies has also led to decllning 
productivity. Fiscal and monetary policy have tended to encoura~ 
consumption and discourage investment decisions which would 
promote productivity. Fiscal policy in the current political climate 
remains focused on Keynesian demand stimulation with little positive 
effect on United States productivity. Monetary policy has been used 
principally to control inflation and support the dollar on international 
markets. 

Energy Price Increases and Investment Distortions 

The rapid rise in oil prices in 1973-74 and again in 1979-80 
contributed to the decline in United States and global productivity 
growth rates in two ways. Fint, the energy crisis was a major factor 
in bringing on the inflation and recession of the global economy. 
The repeated shocks of sudden, large oil price increases have made 
the world a less certain economic environment, and hence new pro
ductive investment less attractive. 

Second, the rapid rise in energy prices made some existing energy
intensive and energy-inefficient plant and equipment obsolete, and 
led to a substitution of labor for energy in new Investment. This has 
resulted, in the near-term, in some decline In the productivity of labor. 
This will lead in time to an increase in the efficiency of energy use 
in the production process. 

This twofold impact of energy prices on investment decisions 
has important implications for United States relative productivity 
and global competitiveness. Partly as a result of relatively cheaper 
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energy prices in the United States and partly as a result of govern
ment poli~y and ma~agement decisions, the productivity cap;tcity 
ln the United States 1s not as energy-efficient as that of its trading 
partners. The differences in magnitude and direction of investment 
between the United States and its trading partners suggest that this 
gap will grow in the future. 

Capital-labor Ratios and Inadequate Capital Formation 

Another element in labor productivity growth is the rate of 
increase in the amount of plant and equipment per worker ("capital
labor ratio"). The capital-labor ratio is detennined by the size of the 
work force, and the magnitude and kind of investment. The more 
modem plant and equipment each worker has, the more productive 
he will be. 

Throughout the postwar era until 1973, there was a growth in 
investment in plant, equipment, and technology per worker. The 
recession of 1974-75 triggered an unprecedented decline in the 
net capital-labor ratio in J 976-77, reflecting both weak investment 
in plant and equipment and a rapid increase in employment. Recent 
capital-labor ratios have not returned to the pre-1974 recession peak. 

The direction of United States investment has also changed 
significantly in the last decade, increasingly concentrated in short
lived assets and investments which have higher short-term returns 
and make little contribution to basic productive capacity. This shift 
in United States investment largely reflects uncertainties about inflation 
and future return on longer-term investments. In addition, in the 
United States there is too heavy emphasis on short-term financial 
results and quarterly earnings statements. This may result in manage
ment focusing investment decisions on short-range returns, rather 
than on the long-term health of the business. Annual as opposed to 
long-range incentive plans for managers also tends to shorten the 
horizon for investment decisions. 

These recent trends in the magnitude and kind of United States 
Investments are in marked contrast to those of United States' trading 
partners. Japanese investment in plant and equipment as a percentage 
of GNP is currently twice the United States ratio. Relatively lower 
rates of inflation combined with generally longer corporate investment 
perspectives help direct capital toward investments which contribute 
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to long-term productivity increases. 

Declining Innovation and Research and Development Expenditurea 

The current decline in United States research and development 
expenditures as a percentage of GNP has long-term implications for 
United States productivity growth. Research and development, 
particularly basic research, is the foundation of technological progress 
and innovation. Low research and development expenditures slow 
the entire innovation process from basic research through commercial 
application. 

Total research and development as a percent of GNP in the United 
States has declined from 3 percent in the 1960s to 2.2 percent by 
the mid-l 970s. Reductions in United States government funded research 
and development hav.e been the principal cause. Private sector research 
and development as a percent of GNP has remained relatively stable 
at 1.3 percent of GNP. 

The commercial benefits of government funded research and 
development are difficult to assess in the abstract. And, for many 
United States industries, the value has shifted over time. The United 
States semi conductor industry benefitted greatly from the United 
States space program funded research in the early 1960s. Yet, the 
current United States government program to develop very high speed 
integrated circuits for military applications has drawn protest from 
parts of the United States industry who argue that it may bid up the 
price for scarce private sector engineering talent without stimulating 
innovations of commercial interest. 

Private sector research and development expenditures, which 
have remained relatively stable as a percent of GNP, are more closely 
tied to commercial in~ovation and, therefore, productivity growth. 
Yet, in recent years there has been a marked shift in the United States 
toward a smaller nwnber of smaller projects with lower risks and 
faster returns. 

Much of United States corporate research and development has 
also become defensive in focusing more on product differentiation 
and regulatory compliance rather than on developing new products 
and basic improvements in . processes which would improve produc
tivity. 

The reasons for this quantitative and qualitative decline in United 
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States research and development expenditures are the same as those 
which have distorted all investment in a highly inflationary and 
unstable economic environment. Investors are increasingly unwilling 
to take risks and commit resources to the future. This has had an 
even greater impact on research and development investment because 
it entails even greater risks and longer payback periods than plant 
and equipment investments. 

Regulatory Environment 

An important reason for the recent decline in United States 
productivity growth has been an antagonistic, burdensome, and highly 
uncertain regulatory environment. While the health, safety, and 
environmental objectives are desirable, the costs in productivity growth 
have been significant. 

The most direct cost of the growing regulatory burden has been 
the deflection of declining investment toward health, safety, and 
environmental compliance. The benefits of these investments, while 
important to the nation's long-term economic and social health, are 
not measured in terms of current labor productivity. 

The indirect cost to the United States economy has perhaps 
been even greater. In addition to diverting capital from productive 
to non-productive investments, regulations have increased the cost 
of product development, added to the costs of product liability loss 
protection and prevention, lengthened product cycles, increased 
reporting requirements, disproportionately burdened small business, 
and raised uncertainties and risks in ultimate standards. 

Some of the direct investment costs cannot be avoided, and 
represent a legitimate expense for past failures and future benefits. 
There are several areas, however, where an improvement in the 
formulation and implementation of regulations can substantially 
reduce both direct and indirect costs to United States productivity. 

An international comparison suggests that United States trading 
iJ>&rtners have become more successful in developing and implementing 
health, safety, and environmental regulations which do not undennine 
the investment climate and productivity growth. 

lntersectoral Employment and Productivity Shifts 

A major source of the recent decline in United States productivity 
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growth has been the structural change in the United States economy 
from shifting employment and productivity patterns in individual 
sectors. 

The most important structural change in this century has been 
the employment shift out of agriculture. By the end of the 1960s, 
the movement of a substantial part of the work force out of a low 
productivity sector and the subsequent increase in productivity of that 
sector has been completed. It should be noted that United States 
agriculture now has the world's highest labor productivity. 

One of the most significant structural changes in the United 
States economy in the last decade has been the relative decline of 
the manufacturing sector and growth of service industries. The impact 
of this shift on United States productivity growth is not entirely 
clear. Some service industries, such as retail trade, have lower than 
average productivity growth rates. Yet, in other service such as finance 
and communications, the level of productivity growth is above average. 

Changes in Labor Composition 

The rapid increase in relatively inexperienced and unskilled 
workers in the United States labor force also has been a factor in the 
recent decline of United States productivity growth rates. The rapid 
expansion of employment in recent years has compounded the impact 
on productivity growth rates. 

These changes in the demographic composition and size of the 
United States labor force have affected United States productivity 
growth in several ways. First, new employees generally lack skills and 
experience, and reduce the average quality of the labor force. 

Second, these new employees require an investment in training 
which requires a diversion .of resour~es and is not recorded in current 
productivity measures. Finally, the rapid expansion of the work force 
may have reduced the incentive for investments in plant and equip
ment, and increased the substitution of labor for capital. 

IMPROVING U.S. PRODUCTIVITY 

Continuation of poor economic performance by the United States 
economy has extremely important global economic and security 
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implications. So long as the United States economy suffers from 
inflation and reduced productivity growth, American industries will not 
be able to compete with their Japanese and other counterparts. We 
are concerned that unless the American economy is strong, the political 
will to support policies of broad partnership with Japan and other 
allies will be undermined. 

There are other groups and institutions which are conducting 
comprehensive studies of the United States productivity problem and 
can address productivity issues in more detail. However, because of 
the importance of United States economic performance to United 
States-Japanese economic relations, we stress the following general 
points. 

Improving the performance of the American economy and 
increasing productivity growth rates will require cooperative efforts 
by the American government and by the private sector. 

The Role of the United States Government 

(1) The President should make productivity a major focus of 
United States economic policy. We urge that a White House National 
Productivity Conference be convened to create greater public 
awareness of -the need to stimulate productivity growth, identify 
reasons for poor United States productivity growth performance, and 
develop new policies and programs to reverse this trend. 

(2) The Government should adopt policies which foster a non• 
inflationary, stable economic climate, conducive to investment and, 
thus, to improvements in productivity. High inflation and uncertainty 
about the future direction of the economy have been the major 
deterrents to the kinds of longer-term investmeo"ts in new facilities, 
equipment, and technology that will improve productivity. Much of 
current United States inflation is not due to oil price increases, but is 
directly attributable to government policies such as many years of 
large budget deficits, ·excessive taxes, import restrictions for some 
industries, and burdensome and costly regulations. 

(3) The President and the Congress should develop specific longer
term programs to increase supply~ide determinants of economic 
performance such as savings and investment rates. The tax system 
should be restructured to provide greater incentives for savings and 
investment relative to consumption. It is essential that the heavy 
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burden of penonal and corporate tu rates be reduced oft!' time in a 
non-inflationary manner. Investment incentives for industry should 
be enhanced by shortening depteclation schedules and indexing them to 
reflect replacement costs. Double taxation of dividends should be 
eliminated. InffStment tu credits should be increued and expanded. 

Increasing the real rate of return on savings is essential to stimulate 
higher household savings in the United States. The recent phased 
deregulation of interest rates on passbook deposits, lower capital 
gains tax rates, and increased opportunities for tax deferrals for 
individuals will help. It is essential, however, to develop fiscal and 
monetary policies to bring inflation under control. 

(4) The President and the Congms must develop new programs 
to encourage increased spending on reaearch and development and 

to stimulate innovation. 
The Group believes that tax incentives and other generalized 

programs to stimulate innovation and research and development are 
preferable to selective government support, although such support may 
be necessary in certain defense-related fields or where the scale is too 
large, the risks too high, or the payback too distant for private industry 
to undertake the necessary research and development entirely on its 

own. 
We recommend additional tax incentives for private sector research 

and development (such as those already existing in Japan) and new 
measures to enhance the attnctiveness of cooperation in basic research 
between private corporations and academic institutions. There should 
also be improved tax treatment for venture capital used for commercial 
innovation, especially in the case of smaller finns. 

(S) The American government should reduce the regulatory 
burden on American industry and improve the equity and predictability 

of the administration of existing regulation. Cost analyses suggest that 
the cost of implementation of some regulations is disproportionate 
to their benefit. The impact on productivity should be an important 
consideration in the formulation and implementation of government 

regulations. 
In some instances, regulations based on design rather than setting 

performance standards have impaired their effectiveneM ~nd raised the 
costs of compliance. Uncertainty in the way regulations may be 
.implemented also often adds to the costs for private industry and 

discourages investment and innovation. 
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· (6) The United States government should sponsor a comprehensive 
research program to determine what micro- and macroeconomic 
measures Japan and other foreign countries have taken in the public 
and private sectors to increase productivity and explore how these 
experiences can be effectmely uaed in the United States. The continued 
high productivity growth rate in Japan indicates that management, 
labor, and government policies and practices in that country may 
provide lessons for the United States. 

The Role of the Private Sector 

The Group believes that given the proper economic environment, 
it is the primary responsibility of the private sector in both countries to 
improve productivity performance. In this regard, we applaud the 
initiative of the· private sector in the United States in establishing 
the American Productivity Center as a focal point for research and the 
exchange of information on productivity problems in the United 
States. We also applaud other efforts in the private sectors and 
academic institutions of both countries to promote research, education, 
and innovation leading to productivity improvements. 

(I) We believe that American corporate management should make 
productivity a principal responsibility of corporate leaders and a major 
test of their competence. Productivity considerations should be built 
into corporate objectives and be retlecte.d in management attitudes. 
Management compensation plans should take into account the 
productivity perfonnance of companies and managers. Compensation 
plans should reflect a long-tenn perspective rather than rewarding 
performance baed on short-range fmancial resultl. 

(2) Management and labor must work cooperatively to identify 
the reasons for poor United States productivity performance and 
develop joint programs for improvements. 

We encourage consultations among labor, management, and outside 
experts on productivity trends, problems, and opportunities. These 
consultations should help speed ·the dissemination of proven .. best 
practices," such as management-labor councils and quality circles. 

(3) Much of the success of Japanese industry in improving 
productivity is due to the relationship between employers and 
employees. This is reflected In job security and a joint sharing of 
responsibility for the success of companies. While some American 
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companies pursue similar practices with success, there are things 
American management can learn from Japanese management tech
niques in personnel relationships. This is a place where American 
industry may have an opportunity for innovation. 

Corporate leaders in the United States and Japan should establish 
joint programs to enhance productivity ~ increase bilateral under
standing of such shared programs in productivity improvements and 
business management. We believe the private sectors should develop 
vigorous bilateral programs drawing upon each other's experiences. 
Both have much to gain since Japan has maintained the world's highest 
productivity growth rate while the. United States has the highest level 
of aggregate productivity. 
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Japan's Market: Open or Closed? 

There is a pervasive perception in the United States that Japan's 
market is more closed than those of other advanced countries, and 
particularly the American market. This perception contributes to a 
strongly negative image of Japan as a country which does not play the 
international trade game fairly, and it provides ammunition for those in 
the United States who advocate restrictive trade measures against Japan. 

In Japan, the dominant perception is that Japan's market for 
manufactured products is as open as any in the world, and the American 
businessmen have not fully utilized the market opportunities available. 
Moreover, it is widely believed that while Japan has been liberalizing 
market access very rapidly, there are growing signs of protectionism in 
the United States and elsewhere, reflected in growing demands on 
Japan to accept temporary export restraint and other restrictions. This 
perception contributes to a negative image of the United States as a 
country which has allowed its own economy to become weak and is 
using Japan as a scapegoat. 

These perceptions, and whatever realities lie behind them, represent 
very serious problems in American-Japanese relations. They lead to 
strong resentments, often bitterly expressed in the political arena and 
widely reported in the media, affecting other aspects of the relationship. 

The Group, therefore, believed it essential to examine the facts 
about the Japanese market and the American economy. In the previous 
chapter, we looked at the question of whether or not the American 
economy was perfonning adequately; in this chapter we are concerned 
with the question of whether or not the Japanese market is as open as it 
should be. 
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IS JAPAN'S MARKET CLOSED? 

All national markets are to some degree "closed." The real ques
tion, therefore, is whether or _not the Japanese market is more closed 
than the markets of the United States and other advanced countries. In 
this chapter, we will be discussing only the market for manufactured 
products. Japan's agricultural sector is certainly more protected than 
that of the United States, a subject which is more fully addressed in 
Chapter VII. 

It is impossible to measure precisely how "open" any nation's 
market is. One needs to look at such diverse factors as the fonnal struc
ture of tariffs and quotas, less formal official measures such as the 
practical administration of st~ndards, customs, procedures, and invest
ment approvals as well as intangible national cultural attitudes toward 
foreign trade. We have concluded that in terms of average tariff levels 
and quotas on manufactured products, Japan's market at the end of the 
phasing in of current tariff reductions will be no more closed than that 
of the United States. Indeed, given infonnal U.S. "quotas" in the fonn 
of . orderly marketing arrangements, Japan's market may well be less 
closed. In tenns of government procurement, standards, inspections 
and testing requirements, and foreign investment and service sector 
restrictions, Japan has made substantial progress in removing barriers, 
but more needs to be done to make its market as open to imports of 
products, services and capital as that of the United. States. Other 
factors, such as administrative procedures, regulatory requirements, 
business practices, and cultural and social barriers, are very difficult to 
compare. It is our judgment, however, that these infonnal barriers 
make it especially difficult for foreigners to fully penetrate Japanese 
business and society, 

In sum, the Group believes that Japan is not yet as "open'' as the 
United States to foreign imports, capital, and influences. On the other 
hand, Japan appears to be generally meeting its international obliga
tions to provide equal national treatment in those areas where there are 
treaties or international trade codes, and in this sense, Japan is playing 
according to the rules. The Group strongly believes, however, that in 
its own national interests and in the interests of a more harmonious 
American-Japanese economic relationship, Japan should strive to sub
stantially improve access to its market and society and publicize this. 
The United States and Japan should provide international leadership in 
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setting an example and in strengthening the institutions and practices 
supporting freer flows of trade, capital, technology, human resources, 
and cultural and social influences. Both societies have a great deal to 
gain. 

THE LEGACY OF PAST PROTECTIONISM 

In the early postwar period, the Japanese market was highly pro
tected. All international trade in goods and all foreign exchange trans
actions were carefully monitored and regulated. Import licenses were 
required, even for raw materials. All foreign investment and foreign 
exchange transactions required prior approval. 

Beginning in the early I 960s, however, and continuing to this day, 
there has been an ext~nsive liberalization of tariffs, quota restrictions, 
and capital restrictions both as a result of unilateral Japanese measures 
and Japan's assumption of broader international obligations upon join
ing such institutions as the GATT, IMF, and OECD. This liberalization 
process is described in a paper in the appendix. 

Trade liberalization was often politically painful for the Japanese, 
while seeming painfully slow to non-Japanese. Viewed in terms of 
other economies, Japan's liberalization has occurred in a relatively short 
period, but viewed in terms of Japan's economic expansion, it was 
tardy. Moreover, the protectionism of the earlier period has left im
portant legacies, both in foreign perceptions of the Japanese market by 
those whose experiences with Japan were formed in the earlier period 
and in Japanese bureaucratic orientations and regulatory and adminis
trative survivals of the earlier era which still inhibit market access. We 
will examine a number of controversial elements and recommend steps 
needed to root out the remaining elements of Japan's protectionist 
past. 

TARIFFS AND QUOTAS 

Japan's remaining tariff and quota barriers to trade in manufac
tures are comparable to those of other developed countries. Significant 
tariff reductions were agreed to during the Tokyo Round of Multi
lateral Trade Negotiations, amounting to cuts of almost 60 percent on a 
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trade-weighted basis on industrial products of interest to the United 
States. As a result of Japan's tariff reduction commitments, its average 
tariff level on GATT-bound industrial products (on a trade-weighted 
basis) will be on J 3.2 percent by the end of the eight-year period for 
phasing in MTN-agreed-to tariff cuts. Whether GA TT-bound or applied 
duty rates are used as the basis of calculation, Japan's average tariff 
levels on industrial products will be lower than U.S. tariff levels on 
comparable products by the end of the implementation of the GA TT 
Tokyo Round reductions in 1987. 

As for quotas, Japan now has quotas for only five manufactured 
products, the most significant being leather goods. As in the case of the 
American market, formal industrial quotas are not an important barrier 
to access to the Japanese market for manufactures. Indeed, because 
Japan has agreed to orderly marketing agreements on voluntary re
straints on some of its exports to Western Europe and the United States, 
it now is far more the victim of other countries' formal and informal 
quotas than a perpetrator of quota restrictions in international trade in 
manufactured goods. 

We believe that both Japan and the United States should continue 
their long-term efforts to reduce tariffs and quantitative restrictions on 
the basis of reciprocity and most favored nation treabnent. 

FOREIGN EXCHANGE CONTROLS AND FOREIGN 
INVESTMENT 

The level of American and other foreign investment in Japan is 
relatively low compared to foreign investment in other advanced coun
tries. In fact, companies with 25 percent or more foreign-owned 
equity account for only 4 percent of total Japanese manufacturing 
sales and only 2 percent of total business sales. 

Generally, the preferred vehicle for foreign direct investment in 
most countries has been the wholly-owned subsidiary; this in fact is the 
principal means by which American firms have entered foreign markets 
and Japanese and European firms have entered the American market. 

In Japan, however, government restrictions throughout most of 
the postwar decades severely discouraged foreign businesses from estab
lishing wholly-owned subsidiaries and limited their participation in the 
Japanese market to minority joint ventures, sales through trading com• 
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panies, or technology licensing agreement with Japanese firms. As a 
result, foreign ownership of business fmns in Japan remains limited. 

We note, however, that as in the case of tariffs and quotas, Japan 
has taken significant steps in formally liberalizing foreign exchange and 
investment controls. Over the past decade many legal barriers to for
eign investment have been dismantled. Wholly-owned subsidiaries are 
not allowed in all but a few sectors such as mining, agriculture, and 
fisheries. Effective December 1, 1980, the restrictive Foreign Invest• 
ment Law of 1950 was repealed and a new and more liberal Foreign 
Exchange and Foreign Trade Control Law and implementing regula
tions went into effect. This law is based on the general principle that 
external transactions, including foreign direct investment, should be 
free of control, except in the case of emergencies and special excep
tions. This reverses the basic concept behind the previous Foreign• 
Investment and Foreign Exchange Laws - that, in general, transactions 
should be restricted except where permission was granted. 

Even under the new law, however, various controls remain in place 
or could be reinvoked. Prior notice of direct investment in Japan 
above a certain percentage of shares is still required, and governmental 
authorities may still block transactions by refusing to accept notifica
tion. Where proposed direct investments are deemed to endanger 
national security or national order, are judged to do serious damage 
to Japanese business in the industry where the investment is planned, or 
have a serious adverse impact on the management of Japan's national 
economy, the Foreign Exchange Council established by the government 
may require changes in or disapprove the investment. Moreover, for
eign investment is closely monitored and unfriendly acquisitions of 
existing Japanese firms by foreign investors ("takeovers") remain 
virtually impossible. It should be noted, however, that takeovers as a 
means of corporate expansion are relatively rare in Japan, even among 
wholly domestic firms. 

Under the new law, bank borrowings by foreign interests and short
term overseas lending are generally permitted. So too are portfolio 
investment, the issuance of bonds, and the acquisition of real estate in 
Japan by non-residents. Prior notice, however, is required in many 
cases. 

The new law and the related orders and regulations only set the 
basic policy directives. Actual implementation of the new system will 
determine how much liberalization has actually been achieved. We ap-
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plaud the basic thmst of the Foreign Exchanae and Foreign Trade 
Control Law, and we strongly recommend that it be implemented by 
the Japanese government in ways fully consonant with the principle of 
freeing foreign tnnsactions from restraint. Exceptions under the law 
should be conrmed to genuine emergency situations. Moreover, we 
hope that the revised law will encourage further steps toward the free
ing of interest rates and the encouragement of competition ~ong 
financial institutions. This is desirable for a more efficient and inter
nationally acceptable financial system. We believe Japan should con
tinue to liberalize its foreign exchange and investment practices. 

ST AND ARDS, INSPECTIONS, AND APPROVAL 
PROCEDURES 

Like other industrialized countries, Japan has established an array 
of health, safety, environmental, and other standards as well as testing, 
certification, and licensing procedures to accompany them. The back
ground paper, contained in the appendix, notes at least twenty-three 
laws and regulations in Japan regarding various standards which could 
affect imports. This has added another layer of bureaucratic hurdles 
to those which foreign producers must surmount in order to market 
their products in Japan. While there is a legitimate national interest in 
health, safety, environmental, and industrial standards, the administra
tion of standards, testing, certification, inspection, approval, and regis
tration requirements may implicitly discriminate against new or foreign 
competitors. 

For example, until recently a foreign manufacturer could not apply 
directly to the appropriate Japanese agency for testing and approval ; 
instead, he needed to apply through a Japanese importer who might not 
be familiar with the technical aspects of the product. Product testing 
for the sale of electrical equipment in Japan has been required to be 
performed in Japan, while the principal American testing company, 
Underwriters' Laboratory, maintains testing facilities in Japan for 
Japanese products to be exported to the United States. Another illus
trative problem was the unavailability of Japanese Industrial Standards· 
marks (JIS marks) for products manufactured abroad. Although JIS 
marks are entirely voluntary and not required by law, in practice many 
government agencies regard them as mandatory for procurement and 
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regulatory compliance. Since March 1980, foreign manufacturers have 
been permitted to apply for JIS marks. 

Very substantial recent progress has been made in the area of 
standards promulgation, testing, and approval procedures. Both Japan 
and the United States signed the Standards Code negotiated at the 
MTN, providing for greater public visibility of governmental procedures 
for establishing and modifying standards. In addition, the United 
States and Japan reached in 1979 a bilateral standards agreement to 
address specific bilateral problems. The agreement ·provides for arrange
ments for acceptance of foreign test data in selected product such as 
electric appliances and some agricultural chemicals. The regulations on 
stability tests for new drugs were revised in April 1980 to allow accept
ance of foreign test data, and foreign test data for animal vaccinations 
have also been accepted. 

Foreign representation in Japanese government, industry, and joint 
institutions which develop, modify, and administer standards presents 
a problem in some industries. Japanese authorities appear ready to 
extend foreign access to standard setting procedures, testing, and certifi
cation processes. On some standards setting bodies like the Joint Indus
try-Government Electrical Standards Committee, foreign participation 
has recently been permitted. 

Another recurring problem has been that Japanese standards have 
been based on design rather than performance criteria. A foreign prod
uct may not be approved for importation due to a difference in design 
even though it may have performance characteristics similar or superior 
to approved Japane:e products. 

Finally, the lack of effective appeals procedures under Japanese 
law serves to discriminate against new or foreign competitors and prod
ucts. The more decentralized discretionary nature of the Japanese 
bureaucracy makes foreign firms fear that formal appeals will be in
effective and potentially counterproductive. Both the Japanese govern
ment and the American business community should make efforts to 
improve the workirtgs of these procedures. 

We applaud the recent bilateral and multilateral standards agree
ments and urge Japan and the United States to continue to reduce 
barriers to trade in the administration of health, safety, environmental, 
and industrial standards. 
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CUSTOMS VALUATION AND CLASSIFICATION 

Foreign producers have long complained about Japanese customs 
valuation and classification procedures. One recurrent problem has 
been the use of "customs uplift" by Japan, raising the import valuation 
for tariffs and making the customs cost higher and more unpredictable 
for the foreign producer. Another problem has been the instances of 
arbitrariness and inconsistency in customs classification. Interpreta
tions may vary by port, and decisions made by local customs officials 
are difficult to appeal. Although an appeals procedure does exist, 
foreigners are afraid to use it for fear of reprisals by the local officials. 

Many of the customs problems appear to have been or are being 
addressed. The new GATT code on customs valuation establishes a 
uniform procedure based on transaction value and should minimize the 
·application of uplifts. The Ministry of Finance in July 1980 established 
Customs Counselors in chief ports to give advice on problems of tariff 
classification, valuation, reduction, and exemption from customs duties. 
We applaud this step and hope Japan will continue to monitor potential 
customs problems. 

ADMINISTRATIVE GUIDANCE 

One of the most difficult aspects of the Japanese economic system 
for non-Japanese to understand is the nature of the government-business 
relationship. The more embracing set of consultations between the 
private and public sectors and less of an adversary relationship than in 
the United States lend substance in some American eyes to the concept 
of !l "Japan, Inc." This image presents a very false and misleading im
pression of the Japanese economy. It is also very harmful to United 
States-Japan economic relations because it creates the false impression 
that Japan can manipulate exports and imports at will. Business does 
not meekly respond to government fiat nor is government the creature 
of business. 

Most Japanese, however, do acknowledge the existence of govern· 
ment reliance on administrative guidance, usually describing the in
formal means by which the government attempts to influence business 
without resorting to legislative or regulatory measures as would be the 
case in the United States. While administrative guidance is part of the 
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fabric of Japanese government-industry relationships, some Japanese 
contend that it has become less effective. Busine", they contend, 
ignores administrative guidance except when it is in an industry's or 
firm's interest. The Japanese government has few effective incentives 
or disincentives to enforce compliance on domestically and inter
nationally competitive industries. 

How administrative guidance affects foreign trade is not clear. In 
recent years, there has been little evidence of government pressures to 
restrain imports. Much more prevalent have been government efforts to 
restrain exports, as in the case of Japanese automobile exports to the 
United States. In this case, the industry has apparently paid little at
tention to the government. 

Administrative guidance often serves a legitimate function in the 
Japanese economy, and its constructive use should not be condemned. 
What is important in the context of American-Japanese relations is that 
it should not be used in ways that discriminate against foreign interests. 
We believe that when administrative guidance is exercised, it should be 
exercised in a publicly visible, transparent fashion, and the rationale 
should be explained, even post facto. 

ANTI-COMPETITIVE BEHAVIOR 

"Administrative guidance" has sometimes been used by Japanese 
industry as a rationale for anti-competitive busine" practices which 
could affect imports and is certainly harmful to the interests of con
sumers. In a r:3Ct'f'lt case involving price fixing by an illegal petroleum 
cartel, the industry claimed that their behavior had been suggested by 
MITI, an argument the government denied. This particular case is being 
addressed in the courts. 

The Fair Trade Commission has statutory authority to investigate 
allegations of violations of Japan's anti-monopoly act. The Fair Trade 
Commission is gradually" playing a stronger and more aggressive role in 
carrying out its function. 1be Group strongly applauda the woatc of the 
Fair Trade Commission and hope that it will vigoroualy defend com
petitive business and international trade principles in Japan. 
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GOVERNMENT PROCUREMENT 

Japan, like European countries, has had virtually no history of 
government procurement by competitive bidding. The Government 
Procurement Code, agreed upon during the MTN, requires such a sys
tem. This is a revolutionary change for Japan, and there is a great deal 
of domestic opposition to the new code. At present, the major issue is 
the coverage of procurement by governmental "public policy com
panies," such as the Japan Tobacco and Salt Public Corporation, and 
Nippon Telegraph and Telephone (NTT). Nippon Telegraph and Tele
phone, which operates under the nominal supervision of the Ministry of 
Posts and Telecommunications, is a quasi-governmental organization 
with a statutory monopoly on domestic communications services and 
communications equipment procurement. Foreign and Japanese firms 
have been excluded from the Japanese telecommunications market as a 
result of single tender procurement practices which link product devel
opment with product procurement. Only four NTT aff'diated "family" 
companies are authorized to participate in product development, and 
therefore, procurement contracts. 

It is not our function to suggest specific solutions to such current 
trade disputes, such as those involving the NIT. We believe, however, 
that in keeping with the principles of freer intemational trade, the MTN 
procurement code should be implemented by both parties and that 
coverqe of the code should be increased with successive reneaotiations. 

DISTRIBUTION SYSTEM 

The complex and often seemingly inefficient Japanese distribution 
system appears to inhibit foreign access to the market place. 

Although distribution channels in Japan vary according to industry, 
product-type, and characteristics of the final retail outlets, in general 
they involve many more layers of wholesalers than in the United States. 
The predominant pattern for apparel, furniture, stationery, and sundry 
goods, for example, involves passing the goods from producer to pri
mary wholesaler to secondary wholesalers to retail outlets, and finally 
to consumers. Such a complicated network is necessary in these 
industries because of the large number of competing producers, the 
retailers' consequent need to stock a wide variety of merchandise lines, 
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and the small size of most retail outlets. In Japan, about 85 percent of 
retail establishments have less than four employees; the comparable 
figure in the United States is 65 percent. 

A simpler pattern of distribution has now developed for handling 
many categories of consumer goods. This pattern, whereby large 
primary wholesalers purchase directly from producers and channel 
goods directly to retail outlets without participation of secondary 
wholesalers, is the predominant purchasing method used by large-scale 
retail stores. It is also prevalent in the home electric appliances 
industry where production is dominated by a few large-scale manufac
turers. 

There is a trend in some industries for producers to supply retailers 
directly, such as in the automobile industry. This pattern, however, is 
typical of only a very small part of the Japanese economy. 

Japan's economy will be dominated by small producers and small
scale retailers for some time to come. Given this structure, the use of 
intermediaries is inevitable. Wholesalers make available to the small
scale retailers a broad selection of products the retailer could never 
identify himself; they play a major role in transportation, storage, 
dividing shipments, and packaging; and they often provide financing. 

The distribution system is a fact or" economic life in Japan, which 
discriminates against new market entrants both foreign and domestic. 
Yet, some non-Japanese companies have applied their expertise in 
exploiting the inherent inefficiencies of this system and have done well 
in marketing their products in Japan. We believe that although the 
Japanese distribution system is complicated, the exporter willing to 
patiently study . the system, carefully select the best channel for his 
products, and spend the money necessary to develop the market, can 
effectively and profitably market his products through the Japanese 
distribution system. 

BUSINESS PRACTICES 

In the private sector, there are significant differences in the nature 
of commercial relations in Japan and the United States. Japanese com
mercial relations depend on a number of long-term, non-quantifiable, 
and often personal variables. American commercial relations, on the 
other hand, stress more immediate and quantifiable price and cost 
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considerations. In Japan, commercial disputes are typically resolved 
by negotiation and compromise rather than through the use of legal 
documents, lawyers, and courts. 

Japanese corporate group or keiretsu procurement practices are 
often regarded as a considerable obstacle to foreign marketing strategies. 
The stringent quality and after-sales service demands of Japanese con
sumers also tend to favor domestic suppliers more accustomed to pro
viding such services as a normal part of a transaction. 

In this context, it is important that exporters to Japan understand 
and try to use to their advantage Japanese business practices. 

For instance, Japanese finns have a strong preference of developing 
long-tenn, stable business relationships rather than engaging in spot 
transactions using whomever happens to be the lowest cost supplier at 
the time. After-sales service is an important part of this strategy. 
Among Japanese companies the period and scope of after-sales service is 
seldom precisely defined in contract provisions. Rather, it is under
stood in an all-embracing sense. In contrast, in the United States, the 
tenns for after-sales service - the extent of the supplier's responsibility 
for stocking spare parts, holding periodic inspections, granting technical 
services, and the like - must be clearly set down in the written contract. 

In Japan, socializing and maintaining close personal relationships 
among business partners are important for succeeding in business in the 
long-run. Even in making the initial approach, it is advisable that the 
initial contact be made by a suitable third party. In starting negotia
tions, a personal visit to the Japanese enterprise is preferred over send
ing a business letter. As Japanese enterprises usually make decisions by 
group consensus, it is necessary to proceed step by step, moving up 
through the hierarchy of the company structure. 

SOCIAL AND CULTURAL FACTORS 

Despite all that has been done and can be done by law and policy 
to open the Japanese market, Japanese culture presents many difficult 
barriers to foreign penetration. As an island country closed to the 
world for several centuries, Japan entered the modem era a highly 
homogeneous society. It had a unique culture that the Japanese people 
properly have been determined to preserve. Despite Japan's assimila
tion of Western technology and culture, the Japanese have succeeded 
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to a remarkable degree in maintaining their own values and fonns of 
social intercourse. With these, they have also maintained a sense of 
uniqueness and separateness. 

This sense of separateness, which has been reinforced by Western 
prejudice and discrimination against Japanese, has made it difficult for 
the Japanese to fully participate in the international community, in 
spite of the high degree of interdependence linking Japan economically 
and politically with other countries. While foreigners are treated as 
honorable guests in Japan, they remain guests no matter how long th!y 
stay. This is reflected in Japan's overly complicated immigration and 
visa laws and procedures. 

The difficulty of the Japanese language for non-Japanese to learn 
undoubtedly also contributes to foreign perceptions of Japan as a 
closed society. With the Japanese language's unique structural charac
teristics, its complex writing system (which includes the use of Chinese 
characters and two separate phonetic syllabaries), its rich vocabulary 
and subtle fonns of expression, not many Westerners have achieved 
working fluency in Japanese and only a handful can be said to have 
"mastered" it. Although the Japanese are hardly to be blamed for the 
complexity of their language or the failure of the foreign businessmen 
to devote enough time to its study, its difficulty contributes to a 
general sense of Japanese society as closed and impenetrable. 

We believe that while it is the primary responsibility of those who 
want to work in Japan to accommodate to the Japanese culture and 
society, the Japanese government should encourage greater communi
cation and social interaction with the international community. We 
have made a number of recommendations along this line in Chapter I. 

OPENING THE JAPANESE MARKET 

Twenty years ago, the American market was already substantially 
open. Japan's market WI.ls very closed, the consequence of wartime 
policies and postwar economic weakness. Since that time, Japan has 
made some substantial progress in liberalizing market access, although 
as our survey has shown, much more needs to be done if Japan is truly 
to exercise leadership on behaJf of an open world trading system. 
Progress will take time, especially when it comes to those business 
practices and cultural traits which are deeply imbedded in Japanese 
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society. Just as the United States cannot legislate "export conscious-
ness," Japan cannot legislate "import consciousness." . 

The Group, however, believes that there are measures which Japan 
can take to further open its market and to remove real and symbolic 
trade irritants. We also believe that there are measures which the 
American government and business community should take to improve 
American access to the Japanese market. 

1he Creation of an Office of Trade Ombudaman 

A major problem· of Japanese trade policy has been those bureau
cratic attitudes, practices, and regulations inherited from an earlier pro

. tectionist era. While some of Japan's government ministries have become 
sensitive to broader international trade policy issues, others are much 
more domestically oriented and are reluctant to consider the inter• 
national impact of their decisions or review the special problems of 
foreign importers. The decentralized and discretionary nature of the 
Japanese government compounds this problem. Often there are no 
clear higher channels of appeal, or foreign businesses do not exercise 
appeal rights, fearing retribution. . 

Bureaucratic rigidities should not be an obstacle to trade with 
Japan. We believe it essential that some Japanese ministries tradition~
ly more oriented toward domestic considerations take greater cogni
zance of the international consequences of their decisions. Japan could 
address trade import problems more effectively if appropriate govern
mental institutions were created to help resolve interatency conflict. 
These institutions would also be symbolic of Japan's commitment to an 
open market and open world trading system. 

We, therefore, urge the Prime Minister of Japan to establish a 
powerful central office for the coDlideration and resolution of trade 
problems. This office should act as a government-wide ombudsman for 
trade and investment issues. Governmental regulations having trade 
significance administered by domestically oriented ministries could be 
reviewed by the office. It is important that the office not be attached 
to a single ministry, and that ti has power to intervene in administrative 
processes. It should be staffed with highly qualified individuals with 
technical expertise and_ experience in other governmental ministries. 

We believe that this office should deal with broader policy issues as 
well as with company-specific complaints regarding nwket access to 
Japan. 
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In 1977, the Trade Facilitation Committee {TFC) was established 
to provide for the resolution of company-specific complaints. While 
generally successful, this mechanism is limited by being attached to a 
aingle Japanese ministry - MITI. It also lacked jurisdiction over trade 
problems in other ministries and service sector issues an area we believe 
will become much more important in United Stat~s-Japan economic 
relations. 

By referring company-specific complaints to the central office we 
have recommended be created, such complaints can be considered 
across a broader spectrum of issues, at a higher level, and with reference 
to any ministry. 

Support for the Trade Study Group 

'The Trade Study Group (TSG) was organized in 1977 on a volun
teer basis by American and Japanese business representatives and 
government officials. The TSG has served a number of very important 
functions. It has established working committees and task forces which 
have identified and analyzed foreign business complaints and brought 
them to the attention of Japanese government officials. It has provided 
a forum for direct contacts between American businessmen and Japa
nese officials, hefping to increase understanding on both sides. It has 
also encouraged American business efforts to improve market access in 
Japan through specific trade promotion program. As a result of the 
TSG, testing and certification procedures for electric appliances have 
been liberalized. 

We applaud the work of the Trade Study Group and believe that 
the two governments should give it their full support, including fman,:ial 
assistance, to make its opentions even more effective. 

Improve Transparency and Openness of Governmental Economic 
Decision-Making Procesies 

In comparison with the American governmental decision-making 
process, that of the Japanese government remains much more opaque. 

· Such concepts as public hearing procedures, public comment on govern
mental regulations prior to their promulgation, public right to informa
tion, due process, and appellate review do not play as great a role. This 
system often discriminates against foreigners, and also Japanese not in 
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the traditional information network. 
As the result of Japan's international obligations, including the new 

MTN codes, Japanese decision-making in some areas will become more 
accessible to the public, including foreigners. We urge Japan to con
tinue to expand the public visibility of its governmental economic 
decision-making and implementing processes and to provide for ad
ditional opportunities for access to these processes by the private sector. 

More Strenuous American Business Effort to Expand Access to Japanese 
Bureaucracy 

Japanese business, sometimes with governmental support, has en
gaged in extensive activity in the United States to promote its int~rests. 
This activity includes ~e sponsoring• of research and seminars, testify
ing before Congress and other governmental bodies, attending hearings 
and press conferences, and public relations efforts. There are fewer 
institutions available for such activities in Japan. Moreover, the Ameri
can business community has not been as active as it could be in seeking 
direct or indirect access to Japanese bureaucratic and political institu
tions. A more open Japanese economy requires not only steps by 
Japan to provide easier access, but also by non-Japanese to take advan
tage of the opportunities provided. American businessmen might con
sider the creation of an organization similar to the United States-Japan 
Trade Council in Washington and respresentation in Japanese industry 
associations. We urge Japanese industry associations to welcome for
eign participation. 

Finally, it should be noted that liberalization of the Japanese 
economy remains politically difficult for the Japanese government. 
Japan's ability to continue to liberal~e will be influenced by the ability 
of other advanced countries, especially the United States, to maintain 
free trading policies. We have noted a disturbing trend in the United 
States and Western Europe of growing protectionist pressures, reflected 
in requests to Japan to exercise temporary export restraints while do
mestic industries elsewhere .. adjust." Growing protectionism among 
Japan's trading partners undermines the political effectiveness of those 
in Japan who support freer trade and a more open Japanese market. 
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CHAPTER VI 

Industrial Trade Issues 

Many of the most controversial issues in recent American-Japanese 
economic relations have centered around competition in specific indus
tries, such as textiles, steel, color televisions, and autos. These issues 
reflect intensified international competition and relatively rapid shifts 
in the structure of competitive positions. Low tariff and trade barriers 
as well as modem communications and marketing systems assure 
that consumers become aware of products on a worldwide basis so 
that changes in comparative advantage will soon be reflected in trade 
flows. This is a geperal change, and it is true of not just Japanese-Ameri
can relations. It is welcome because it increases economic efficiency 
and has substantially benefitted both the American and Japanese 
economies in overall terms. Yet it also places tremendous adjustment 
pressures on particular industries. 

What are the factors behind national differences in comparative 
advantage? The basic determinants are such factors as a nation's en
dowment of raw materials, capital, technology, and labor resources. 
As we have explained in Chapter II, such basic structural factors play a 
strong role in influencing the kind of products traded between the 
United States and Japan, with American merchandise exports more 
diversified among agricultural products, raw materials, and manufac
tured goods, whereas Japanese exports are concentrated in manufac
tured goods. 

The structure of comparative advantage also reflects differences in 
government policies. Macroeconomic policies which influence the gen
eral investment climate and policies towards a particular industry can 

, be important factors in determining relative competitive positions and, 
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therefore, trade patterns. 
Finally, corporate organization and strategy are also significant in 

detennining shifts in competitive positions of individual industries. 
A firm's capacity to compete in the world marketplace is also influ
enced by its own management decisions, although these are also shaped 
by more general public policies and economic conditions. 

The Group examines three industries - steel, automobiles, and 
semiconductors - where there have been significant trade issues be
tween the two countries. Automobiles are currently the most signifi
cant trade problem between the United States and Japan; steel has been 
a recurring trade problem over the past decade; the semiconductor 
industry reflects differences in industry structure, capital markets, and 
government research and development policies which may cause trade 
problems in the future. From our study, we have derived some general 
public policy principles as well as more specific industrial recommenda
tions designed to encourage mutually beneficial responses to industrial 
problems. 

GENERAL PRINCIPLES 

(1) Both governments should foster a stable non-inflationary 
economic climate which encolJn8eS economic growth and facilitates 
adjustment. 

Both the United States and Japan have relied primarily on the pri
vate sector responding to market forces to achieve economic growth and 
development. A significant exception in the 1950s and 1960s for Japan, 
however, was the targeting of some .. key" Industries. In these decades 
the Japanese government, in consultation with industrial leaders, desig
nated certain sectors as target industries to receive priority in allocation 
of foreign exchange, direct and indirect governmental loans and loan 
guarantees, and tax incentives. These target industries were also pro
tected by trade barriers and restrictions on foreign investments, as were 
virtually all industries. Specific target industry measures involving trade 
and investment barriers as well as tax incentives and research and devel
opment aid were also used in the 1970s for promoting some high tech
nology sectors. Although these policies were important, probably a 
more Important factor in Japan's industrial growth was the highly com
petitive domestic market, encouraging firms to adopt more productive 
technologies and processes. Another major factor was that Japanese 
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firms were oriented towards exporting, forcing constant awareness of 
international competition when making pricing, product, and production 
decisions. 

Although we do not recommend that the United States emulate 
specific Japanese policies and programs, we do believe that the Ameri
can government should take steps to improve the overall climate for 
industry by such mechanisms as incentives for capital formation, 
support for research and development, export market development pro
grams consistent with international rules, and regulatory reform. We 
believe that for the United States general measures to promote produc
tivity, investment, and research and development are generally prefer
able to measures that provide for special tax treatment or government 
aid to specific targeted industries. We discuss some of these measures in 
more detail in Chapter N. 

We also see a need in the United States for closer collaboration 
between industry· and the government in considering general economic 
conditions and assessing specific industry problems. We welcome the 
creation of the tripartite government-business-labor committees for 
automobiles and steel in the United States and believe such committees 
should be estJlblished in other industrial sectors, whether or not they 
are currently experiencing trade problems. 

Japan's economic structure and policy-making framework has been 
oriented toward rapid economic growth. Slower domestic growth in 
Japan since the early 1970s has created serious adjustment problems. 
Since underlying cond_itions suggest that both the domestic economy 
and world trade will continue to grow at slower rates, the major chal
lenge facing Japan will be to establish a new government-business con
sensus to achieve industrial adjustment under conditions of slower 
growth. 

With respect to the American-Japanese relationship, slower domes
tic growth in Japan creates incentives for capital-intensive Japanese 
firms to seek to contin1,1e past rates of expansion through larger export 
markets. This indeed has been the experience of the Japanese auto
mobile and steel industries, where continued high rates of growth in a 
saturated domestic market contributed to export expansion. Under 
present international conditions, however, further rapid export expan
sion is likely to be difficult. 

It is essential, therefore, for the Japanese government to encourage 
domestic sources of growth as one important way of reducing the 
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potential of global trade frictions and of easing internal adjustment 
problems. 

(2) Both go,ernments should maintain policies promoting a world 
free trade and imestment environment. 

Trade restrictions do not promote industrial growth. Instead, they 
shield industries from international competition, weakening their in• 
centives to adjust to this competition and expand export opportunities. 
It is in the national interest of both countries to promote rather than 
postpone the domestic economic changes necessary to meet global 
competition. Free trade and investment promote economic efficiency, 
help retard inflation, expand investment opportunities, and widen 
consumer choice. 

We believe that both Japan and the United States should vigorously 
defend and abide by the international trading rules and bilateral accords. 
Remaining barriers to trade and investment in both Japan and the 
United States should continue to be removed. Mature economies are 
not justified in using trade barriers to protect either infant industries 
or older industries. 

The Group recognizes that it is not politically realistic to expect 
some industries to face the full force of sudden foreign competition. 
Owners, workers, and communities will seek some form of import 
restraint. Protection, in the event of injurious and seriously disruptive 
trade flows, is permissible under GA TT trade rules. Such protection, 
however, should be of limited duration, designed to facilitate rather 
than to impede adjustment processes. Both governments should recog
nize the inherent limitations and often significant costs of such protec
tion. In view of the increasing requests by European countries and the 
United States for temporary restraints on Japan's exports for adjustment 
purposes, these governments should insure that the protected industries 
efficiently utilize any time provided for adjustment. 

(3) Both governments should adhere to the principle of equal 
national treatment in programs relating to industry. 

Formal trade and investment restrictions have largely been re
moved in Japan, the United States, and most other major trading coun
tries. Except for politically sensitive sectors such as agriculture, steel, 
and textiles, further liberalization will result in only marginal changes in 
trade and investment patterns. 

Discrimination against foreigners in domestic promotion policies 
may, however, become a major source of bilateral and global friction. 



74 

Foreign owned flnns are not always accorded equal national treatment 
with domestic finns in participation in government programs to pro
mote domestic industries. 

Foreip owned f"mns in the countries should be treated equally 
with domestic f"mns. They should be pennitted equal participation in 
tax incentives, grants, loam, guarantees, reseuch and development pro
p-ams, procurement contracts, and other fonns of direct and indirect 
aovernment support for domestic industries. 

(4) There should be a clearer understanding in both countries of 
foreign industrial policies and specific industrial problems. 

Many bilateral trade problems have arisen as a result of mispercep
tions and the unclear identification of the impact of industry promo
tion policies. Often American industry has complained of Japanese 
trade and investment restrictions or industrial assistance programs, 
when, in fact, these restrictions have been phased out or assistance 
programs ended. This has led to Japanese complaints that the U.S. 
industry and government do not adequately recognize the basic causes 
of Japan's international competitiveness. Similarly, in Japan there are 
misperceptions about some facets of American policies and practices, 
such as American trade laws and the economic problems of some 
American industries. 

We believe such misperceptions could be substantially reduced by 
more frequent consultations by both the United States and Japanese 
governments and between government and the private sector in both 
countries. 

The Group recommends that periodic bilateral discussions be held 
between the Japanese and the American governments on trade and 
investment restrictions liberalization programs and implementation 
procedures, and on industrial promotion policies. Such policies should 
be clearly identified in scope, mapitude, and duration to facilitate 
understanding. 

We also recommend that there be enhanced bilateral busine&s, 
labor, and government dialogues, consonant with the laws of each 
nation, to identify and discuss.potential industrial sector problems be
fore they become major economic and political disputes. 

A change in bilateral and global trade patterns is likely to be re
flected in trade statistics only at the final stage of a shift in comparative 
advantage and competitiveness. Government intervention is likely to 
be least effective and most counterproductive at this stage. Adjustment 
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is most likely to be successful when potential problems are recognized 
at an early stage. 

(5) Both governments need to be more conscious of the inter
national implications of domestic policies. 

In an interdependent world, it is essential that considerations of 
international trade and competitiveness be kept in mind when domestic 
economic policies are being fonnulated. In the United States many 
policies which affect industrial structure and competitiveness reflect 
domestic political concerns. International trade has been traditionally 
of relatively low priority. As a result, the United States has adopted 
some policies and regulations which act as disincentives to export or 
injure the ability of American finns ti> remain competitive against 
foreign products in domestic markets. Recently, a number of. Execu
tive and Congressional reports have identified such measures, and we 
hope that corrective action will be taken. We strongly urge prompt 
implementation of the recommendations of the President's Export 
Council. 

In Japan, on the other hand, general macroeconomic policies 
and industry-specific policies reflect a generally greater emphasis on the 
importance of international trade. This helped increase the global 
·competitiveness of Japanese industry. Japan, however, has been slower 
to recognize the advantage of import and investment liberalization than 
of export promotion measures. We are encouraged by major advances 
in these areas in recent years, but believe more progress is needed. We 
discuss this subject in Chapter V. 

(6) Corporations, especially in the United States, need to have a 
longer-term and more internationally oriented perspective. 

There is no clearly identifiable "American" or "Japanese" cor
porate strategy. However, we have noted a difference in emphasis 
between the American corporate concern with current profitability and 
the longer-term Japanese perspective emphasizing corporate growth. 
This difference reflects national business practices in each country and, 
particularly, the requirements of raising capital. The American empha
sis on quarterly and annual profit-and-loss statements tends to dis
courage longer-term investments and overseas market development 
programs which may return profits only many years after the initial 
investments. This, in tum, retards American competitiveness in over
seas markets and, in the absence of market growth, may retard the 
adoption of modem technology. 
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Although there are many exceptions, another general difference is 
that Japanese corporations, like Japanese economic policies, tend to be 
more internationally oriented. Japan's highly successful international 
trading companies facilitate participation in foreign trade by small and 
medium-sized Japanese firms. Also these trading companies tend to 
promote exports of the other members of same industry group. In con
trast, in the United States, generally only larger finns are active in 
international markets, and large-scale international trading corporations. 
and corporate groupings do not exist. 

We urge that American corporations adopt a lonaer-tenn perspec
tive that will increase the competitiveness of American industry in 
domestic and international markets as well as facilitate adjustment in 
an era of rapidly chanaina competitive positions. 

We applaud the stronger public and private efforts in the United 
States to encourage corporate · awareness of overseas market opportuni
ties. We also welcome Administration and Conaressional support for 
leaislation to encourage the establishment of larger-scale, better financed 
American trading corporations. We recommend that this leaislation be 
enacted. 

SPECIFIC INDUSTRY RECOMMENDATIONS 

Steel 

Steel is a major intermediate product. Protection of the American 
steel industry maintains inefficient mills, raises the costs of production 
of steel users such as the automobile industry, and thus fuels inflation 
and weakens the competitive position of other American industries. In 
the absence of protection, newer, more competitive plants would survive, 
strengthening the U.S. steel industry and permitting U.S. steel users to 
buy steel at world prices. ·.This would place no additional burden on the 
American people as taxpayers through government subsidies or con
sumers through high prices. 

We urge that in the long-run the United States adopt a policy of free 
.trade in steel and that there be no industry-specifac policies instituted to 
protect the American steel industry. Free trade policies need not con
done dumping or illegal subsidies. The laws to counter such unfair 
trade practices should be vigorously enforced. 
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The U.S. steel industry needs to revitalize itself to become an ef
ficient competitor. In the long-run the industry will benefit from the 
Group's policy recommendations for general improvements in incentives 
for capital formation, such as accelerated depreciation rates, investment 
tax.credits.and support for research and development. 

In addition the United States has recently reinstated the Trigger 
Price Mechanism for steel imports for a five-year period. This is one 
way to increase domestic steel industry profits for reinvestment pur
poses, though the Group notes the burden of higher steel prices borne 
by American users of steel. Direct government assistance to U.S. 
producers would be preferable as it would hold down steel costs for 
users. It would enable them to maintain a more competitive position 
against foreign competitors paying the world market price of steel. 
Moreover, such direct assistance would be easily identifiable, highlight
ing the costs of industry support to the American public. 

The Group recommends that, if it be continued, the Triger Price 
Mechanism be utilized for no longer than five yean. During that time, 
the U.S. steel industry must be expected to become competitive. 

We recognize that free trade in steel may result in a substantial rise 
in the share of imports. There would be an acute unemployment prob
lem in the communities in which older plants are located. Even under a 
policy that attempted to maintain greater national self-sufficiency in 
steel, however, these plants would be subject to eventual replacement 
by new facilities, not necessarily in the same location. 

We urge generous adjustment aaistance to communities and 
workers unemployed because of adaptation of the steel industry to 
its changed international position. 

There is a danger that the reduction of domestic steel capacity will 
fall disproportionately on defense-critical items (most of which come 
from the older plants), such as tank turrets, special weapons components, 
and tube production for large bore gun barrels. Explicit governmental 
assistance may be r •·~ded to build and maintain the productive capabili
ties- required for these defense needs. However, these defense require
ments need to be carefully defined and identified. 

The Japanese steel industry is likely to face increasing competition 
from new capacity built in lower wage Asian countries. Japanese pro
ducers can maintain the competitive position of its current capacity by 
upgrading the quality of its product line and by cost-reducing innova
tions. 
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We recommend that Japan continue its free trade policies toward 
■teel in the future, particularly in trade with the newly industrializecl 
countries. 

The problems of the steel industry are worldwide. While neither 
the steel industry in Japan nor in the United States is directly supported 
by the government, many other governments do subsidize or own steel 
plants. Both the United States and Japan may have to exercise their 
rights under GATT codes to off ectively protect their steel industries 
from dumped or subsidized steel imports. 

Automobiles 

The_ domestic and international position of the U.S. auto industry 
has declined temporarily while the Japanese auto industry is becoming 
increasingly. competitive in world markets,. particularly in the U.S. 
marke~. This shift in competitive positions and trade patterns has led 
to critical problems for a major sector in the U.S. economy: high un
employment in the U.S. auto and related industries, and a severe 
impact on many American communities. 

We_ ~ticipate that the U.S. automobile industry will be strongly 
competitive once the transition to small car capacity has been com
ple_ted. D~ this transitional period, unemployment and adjustment 
assis~ce is necessary for workers in the automobile and related in
dust~~s and for communities disporportionately impacted by this 
transition. 

The Group believes quotas or other restrictions on U.S. imports 
of Japanese automobiles not to be in the interats of either the United 
States or Japan. Such restrictions would limit the choice of U.S. con
sumers, channel demand toward less energy-efficient vehicles exacer
~ate U.S. inflation, while not effectively addressing either U.S. unem
ployment or capital formation problems. 

The decision whether to manufacture automobiles in the United 
States should be left to Japanese producers and should be essentially 
a business decision, reflecting overall corporate strategy and marketing 
strategy, and taking into account the economic eocial and litical . . . . ' • po 
eDVll'Onment m which rums reprd it both natunl and desirable to 
e~tab~ production facilities in important foreign markets through 
direct mvestments. To force investment in manufacturing facilities 
by non-economic factors is contrary to the concepts of trade liberal-
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ization and international specialization, and could be a costly waste of 
resources. 

Japanese government restrictions on hnports and foreign invest
ment in the auto industry are now minimal, although Japan was slow to 
lift these baniers. Recent bilateral negotiations have addressed the 
problems of the commodity tax differential between large and small 
cars, standards, testing,certification, and inspection procedures. Japan's 
tariff on automobiles has been reduced to zero. Further propea on 
auto part tariffs and on some of the above standards, testing, certifJCa
tion, and inspection issues is still needed, but the primary respon11"bility 
for expanding U.S. auto sales in Japan rests with U.S. manufacturers 
and their representatives in Japan. 

Semiconductors 

Private industry in the United States pioneered in the development 
of the semiconductor industry. Until recently the U.S. semiconductor 
industry enjoyed worldwide technical and market leadership, but Japa
nese semiconductor manufacturers are fast overtaking the lead enjoyed 
by U.S. manufacturers. 

This industry and the related computer industry present a possible 
future source of trade friction between Japan and the United States, 
even though many of the issues between the two countries are on the 
way to resolution as trade and investment restrictions are lifted. 

Semiconductot trade between the two countries is continuously 
growing as imported semiconductors complement the domestic produc
tion in each of the two countries. There have been an increasing num
ber of Japanese semiconductor manufacturers who are locating their 
operations in the United States and U.S. manufacturers are likewise ex
panding their investments in Japan. Such cross-investment, based on 
normal commercial considerations, will no doubt reduce the potential 
of future trade conflicts. The substantial trade and investment liberal
ization measures recently implemented in Japan could benefit the 
American semiconductor manufacturers and may lead to further 
expansion of U.S. investment in Japan. 

This trade and investment expansion attests to the critical impor
tance of maintaining and strengthening a free and open trade and in
vestment environment so as to guarantee the future growth of this 
industry on a worldwide basis. 
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In spite of these encouraging trends, there still exist some basic 
problems in the semiconductor industry. The very'rapid rate of techno
logical development in this industry requires substantial capital invest
ments in research and development, production facilities, and equip
ment, which in turn requires that there be an investment climate that 
favors capital formation and rationalization of the industry in both 
countries. 

In order to avoid potential trade and investment problems between 
Japan and the United States that might arise as a result of friction be
tween the Japanese and U.S. semiconductor industry, the Group recom
mends the following: 

(I) That the Japanese and U.S. tariff cuts agreed to in the MTN 
should be accelerated to arrive more promptly at the 4 ½ percent level. 
Both countries then should move as quiddy-u possible to reduce their 
tariffs to zero. 

(2) That U.S. manufacturen in Japan and Japanese manufacturers 
in the United States be allowed by the respective governments to par
ticipate in government research and development and procwements on 
the basi1 of equal national treatment. 

We note that our recommendations in Chapter IV, on pro
ductivity, would encourage competitive developments in the tJ.S. 
industry in general and in particular would benefit capital-intensive 
industries with rapid obsolescence of plant and equipment. 

CHAPTER VII 

Agricultural Trade Issues 

Mutually beneficial economic interdependence between Japan and 
the United States is nowhere more evident than in the area of agri
cultural trade. Japan is the world's largest importer of agricultural 
products, and the United States is Japan's foremost supplier , American 
foodstuffs accounting for a quarter of Japan's caloric intake. The 
United States is the world's largest exporter, and Japan has become its 
most important single customer, purchasing more than $5 billion in 
agricultural goods in 1979. It has been estimated that one of every 
twenty acres cultivated in the United States produces food for Japan. 

The transformation of Japan's food system is a major cause of the 
development of this symbiotic relationship in agricultural products. 
Thirty years ago, the Japanese diet reflected a traditional grain-based 
pattern of food consumption; now animal products account for 
approximately 20% of Japan's caloric intake, and this percentage will 
undoubtedly continue to climb. Given Japan's limited arable land, this 
dietary change baa necessit,ated increased dependence on foreign 
imports, particularly of livestock feed. During the past two decades, 
Japan's dependence on food imports has increased from 20% to 50% of 
primary food energy consumed, with half coming from the United 
States. For feedgrains, the percentage of imports from the United 
States is much higher; the United States accounts for 95% of Japan's 
purchases of soybeans, 82% of its corn imports, 75% of its imports of 
soybean meal, and 59% of its wheat purchases. 

Despite the highly complementary nature of the agricultural 
relationship, agricultural trade has at times been a source of serious 
economic friction. The intensely publicized United States-Japan 
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trade dispute of 1977 - 78 over the liberalization of Japanese beef 
and citrus quotas could have escalated into a bilateral crisis. It is 
obvious that Japanese agriculture is now, and will be for some time to 
come, the target for trade liberalization pressure as there are protec
tionist agricultural quotas and other measures protecting its domestic 
farm sector which deny full access to a market in which the United 
States is highly competitive. 

We believe there are significant opportunities to further enhance 
mutually beneficial complementarity in the United States.Japan 
agricultural relationship. In this chapter, we will consider ways and 
means of so doing through the further opening of the Japanese market 
for American exports, the restructuring of the Japanese agriculture to 
develop a more efficient and internationally competitive farm sector, 
and the achieving of appropriate measures of food security. 

mE HIGH COST OF AGRICULTURAL PROTECTIONISM 

Japanese agricultural and marine product imports substantially 
increased during the period of high Japanese economic growth . From 
1965 to 1979, imports of agricultural products alone increased three 
and a half times. During the same period, the number of agricultural 
and marine product items subject to import quotas decreased from 73 
to 22. Also, the number of items under residual import restrictions has 
decreased from 103 agricultural items in 1962 to 17 presently. Thus, it 
can be said that Japan has substantially liberalized agricultural trade in 
the process of economic growth. 

Nevertheless, the fact that Japan still retains agricultural quotas 
assure that agricultural trade will continue to be an issue in American
Japanese economic relations. While farmers in both countries receive 
protection against competitive foreign agricultural imports, Japan's 
level of protection is · much higher and affects the bilateral economic 
relationship much more seriously. The fact that the price of rice paid 
to Japanese producen is about three times the world price is the most 
obvious measure of the extent of the Japanese government's agricultural 
protectionism. 

This protectionism is very costly. It has been estimated that the 
resource cost of agricultural protectionism in Japan was $15 billion in 
1977 - 78, more than half of Japan's gross agricultuml output. This 
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is not only expensive for Japanese conswners and taxpayers ; it also 
hurts Japanese farmers by discouraging higher ·productivity growth in 
the agricultural sector. There is ample evidence that Japan co~d be an 
efficient and competitive producer of a number of agricultural 
products, but a basic restructuring of its food policies are required. The 
fact is that Japan is now making a much greater effort to protect 
existing inefficient patterns of agricultural production rather than 
adjusting to a new, more competitive pattern. The immediate go~ of 
policy should be the nanowing of the gap between world market pnces 
and domestic agricultural prices. 

Both governments, but especially Japan, should reduce protc:c:tion 
of their farm secton. In this respect, the shift in emphasis in Japan's 
food policy away from a particular percentage of-self-sufficiency and 
toward more flexibility can be welcomed. 

Agricultural protection in Japan reflects social welfare policies 
toward the farm sector and is sustained by the political influence 
wielded by a highly organized agricultural community. Clearly, a 
politically and economically viable policy of reducing import barrie_rs_ to 
agricultural products must be · accompanied by means of providing 
income stability for Japan's farmers. 

We recommend that Japan continue its efforts to shift away from 
the ue of quantitative restrictions on lllricultunl imports and to 
ultbnately eliminate them by redirecting support policies so that inter
national prices are more adequately reflected in determining the level 
of domestic price supports. Today, quota restrictions reflect domestic 
pricing considerations rather than the balance of payments ~ecessity. 
However, quota restrictions permit much of the extra cost paid by the 
consumer to be reaped by the importer with a quota share, not by the 
farmer. In order to eliminate such quantitative restrictions, the Ja~a
nese government should make comprehensive study of protective 
measures, pricing policies, restructuring of agriculture, and other 
factors. Although the Japanese experience with deficiency payments 
on mild products and soybeans show that the deficiency payments 
system may not improve productivity in the Japanese context, it should 
be considered as one of the pOSSt'ble alternatives. The Japanese govern
ment needs to carefully study the economic and budgetary implications 
of the use of deficiency payments. 

During the period that quota restrictions remain in use, the appli
cation of such restrictions should be predictable and information on 
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their operation should be available to the public. 

RESTRUCllJRING JAPANESE AGRICUL nJRE 

If hberalization of agricultural imports is to mean a destruction of 
domestic agriculture in Japan, it will be resisted not only by the 
farmers, but by many other Japanese who value the contnbution 
agriculture makes to society beyond its purely economic aspects. The 
only long-term answer is to make structural adjustments in agriculture 
that will foster a domestic farm sector efficient enough to compete 
against international competition. This restructuring will benefit 
J~panese f~ers and consumers, and it will enhance trade relationships 
with the United States. We will consider several important areas where 
reforms are needed. 

Land Tenure 

Economies of scale are a key to improving agricultural productivity. 
In Japan, very small-scale farming operations make it impossible for 
Japanese farmers to achieve the economies of scale needed to be 
internationally competitive. The average size of agricultural operation 
per farm household is 1.J hectare of arable land in Japan, compared to 
4 hectares in Italy, 15 hectares in France, 26 hectares in Great Britain, 
and 69 hectares in the United States. 

Only one of every eight Japanese farmen is full-time. Indeed, 
some 70 percent of Japanese farm families receive almost all their 
income from factory or other non-farm work. One reason for this is 
that current Japanese land tenure policies engender fears that leasing or. 
leaving one's land is tantamount to losing it forever. Moreover, land 
rents are controlled at very low levels. For these reasons, there is little 
incentive for the large proportion of less efficient part-time farmers 
to rent their land to full-time farmers. The latter are largely denied the 
opportunity to expand the size of their operations. 

The Japanese government has begun to grapple with these 
problems. We recommend that as put of a policy of developing a more 
productive and competitive agricultural sector, Japan should further 
encourage a land rental market to help increae the •ffl'lle fann Rize. 
Landowners need a~urances that they will not lose their right to own 

land by renting it to full-time farmers. 

Rice Policy 
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Despite steadily decreasing consumption of rice in Japan, Japan pro• 
duces a surplus of rice at prices about three times the world market 
price. This policy has led to mounting surpluses. In 1979,Japan began 
to dispose of these surpluses through exports, and this, in tum, created 
trade problems with major rice exporting nations, including the United 
States. 

Japan's rice policy has other negative features. Professor Yujiro 
Hayami points out in a paper summarized in the appendix that the 
high level of rice price supports is the main obstacle to the restructuring 
of Japanese agricultu,e. The price support program has absorbed a 
high proportion of the government's agricultural budget which should 
instead be devoted to agricultural adjustment. It encourages the con
tinuation of inefficient part-time fanning. It uses land which could be 
more productively devoted to forage, increasing Japan's ability to 
develop an internationally competitive livestock industry. 

Government price supports should not encourage the production· 
of commodities whose prices are already much higher than the world 
market price. We recommend that Japan make stronger efforts to hold 
down the production and price of rice. 

Citrus Fruits and Beef 

In the United States, Japanese quotas on citrus fruits and beef have 
become symbolic of Japanese agricultural protectionism. These quotas 
are being gradually expanded, but they are likely to become an issue 
again in United States-Japan economic relations unless there is a more 
fundamental change in Japanese policy. This is true even though 
market projections suggest that if quotas were lifted completely, 
United States export of these commodities would still be relatively 
modest compared to the very large export of soybeans and grains 
to Japan. Agricultural experts in both countries believe that Japan 
could develop internationally competitive citrus and beef industries. 
Protectionism, however, discourages rationalization of these industries 
and tends to preserve inefficient production methods. Moreover, 
because of high consumer prices, it discourages domestic market 
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expansion. 
Alternatives should be found to the total dependency of farm 

income stability for citrus fruits and beef import quotas and domestic 
price support policy. Japan should accelerate meam of increuina the 
efficiency of its domestic citrus &uit and livestock induatriea. Aside 
from the land tenure policy changes, there should be more intenae 
raearch, extemion, and market analysis and development propams. 

Japan's fear of food shortages, particularly after the world food 
crisis in 1973, is probably the most difficult aspect of Japan's food 
policies for Americans to fully appreciate. Since the war, one of the 
foremost concerns of the Japanese government, regardless of who was 
in power, has been that of assuring a dependable supply of food and 
especially of the principal grains through the promotion of domestic 
agricultural production. The memory of acute shortages of food during 
and immediately after the war is still very much with most of the adult 
population in Japan. 

Accompanying the dramatic increase in agricultural imports over 
the years has been a substantial decline in Japan's self-sufficiency in 
foodstuffs, creating apprehension among the Japanese people. 
Although self-sufficiency and even surpluses are maintained for rice, the 
ratio of self-sufficiency for all cereals is less than 40 percent, the 
lowest of any majpr industrialized country. 

The impact of the United States' unilateral embargo of soybeans 
in 1973 must be understood in this context. The continuing threat of 
shortage in petroleum supplies has also helped to keep alive the fear of 
a comparable food crisis in Japan. 

The United States must be cognizant of the extreme sensitivity of 
the question of food dependency and security of food supplies in Japan. 
To provide for a better political environment for the reduction of 
Japanese barriers to agricultural trade, there must be much stronger 
assurances of food security. On the other hand, it is unrealistic for 
Japan to substantially increase its level of self-sufficiency of food. 
Food security cannot be guaranteed through continued high protection 
of inefficient agriculture except at extremely and unacceptably high 
social costs. 

Assuring Japanese food security is a matter of interest for both 
Japan and the United States. 

We recommend that for its part, Japan should establish a 
contingency wheat and feedgraina reten'e. Though expensive in budget-
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ary tenns, such a reserve would be a far cheaper method of providing 
food security than high agricultural protection. Moreover, it would not 
impede the restructuring of Japanese agriculture. 

We recommend that both go¥effll11ents should enter into neaotia
tions leading to medium-tenn supply and pU)lebae commitments. An 
earlier agreement, the "Abe-Butz Gentlemen's Agreement" of 1975, 
provided for three years supply and purcha.,e commitments for several 
important agricultural commodities. These commitments were actually 
exceeded. The United States has a similar long-tenn arrangement with 
the Soviet Union. 

Such finn commitments would enable both governments, and their 
fann communities, better plann long-tenn policies for the products 
involved. 

POLICY CONSULTATION 

A recurrent problem in United States.Japan agricultural trade re
lations has been the tendency on the part of both governments to make 
unilateral decisions without proper awareness of or sensitivity to the 
interests of the other country. Recent instances include the United 
States soybeans embargo, the initial American negotiating position on 
beef and citrus during the MTN, changes in Japanese quota programs, 
and the Japanese rice disposal program. 

The overall agricultural relationship is 90 hnportant to both 
countries that very careful attention should be given to improving the 
quality of intergovernmental consultations. Neither country reacts well 
to surprise announcements from the other. Comprehensive and frank 
exchanges will reduce the surprise factor. The main purpose of these 
exchanges should be to alert the other side to policy changes and 
sensitize the other country's officials to the economic and political con
siderations underlying these changes. Annual consultations between 
the respective departments are a clear requirement, and since polltical 
and diplomatic comidentiona ltrongly influence agricultural policy in 
both countries, broader repreaentation II needed at theae discusdons. 
At such consultations, all major aspects of each country's food policies 
should be frankly discussed, including production and consumption 
trends, trade restrictions, the domestic and international aspects of 
pricing policies, and each country's major agricultural agreements with 
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third countries such as the United States.Soviet Union agricultural trade 
agreement. 

CONCLUSION 

This chapter recommends some very basic changes in both the 
domestic and international trade aspects of Japanese agricultural and 
food policies. The Group understands tha_t implementation of these 
changes raises some very difficult economic, social, political, and even 
psychological issues in Japan. Nevertheless, we believe that the changes 
we have recommended are in Japan's own interests and will be beneficial 
to Japanese food producers and consumers as well as on United States
Japan agricultural trade relations. While recognizing that the steps we 
have recommended will take time, we strongly urge the Japanese 
government to initiate major steps in the directions we have 
recommended. 

CHAPTERVlll 

Problems in U.S. Trade Law and the 
United States-Japan Economic Relationship 

In Japan, the United States is and has long been regarded as the 
principal exponent of a freer international trading system. This per-· 
ception has been undergoing change, however, largely because of the. 
many instances in which Japanese exports to the United States have 
become the target of import relief requests or unfair trade practice 
complaints. There has been increased concern in Japan that while the 
United States has continued to ask Japan to liberalize access to its 
market, changes in American trade laws and trade policies have_ 
increased, little by little, barriers surrounding the American market. In 
particular, there is growing concern in Japan that aspects of American· 
"unfair trade practice" laws, in themselves, may act as a subtle and 
largely unrecognized non-tariff barrier to trade. Many believe that this 
is not yet the case, but that it is possible in the future, depending on 
how the present laws are interpreted and whether or not they are 
further amended in a direction favoring protectionism. 

BACKGROUND 

American trade laws relating to import relief and unfair trade 
practices have been in force for many years, but were relatively little 
used during the 1950s and 1960s. This reflected two important factors. 
First, the United States had trade surpluses during most of this period 
and there was relatively little import pressure on major American in
dustries. Secondly, the laws themselves were relatively difficult to 
invoke. To be eligible for import relief, for example, an industry had 
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to prove that it had suffered serious injury, a major cause (meaning a 
cause of more importance than all other causes combined) of which 
was an increase in imports due to past U. S. tariff concessions. A 
complainant, therefore, had to prove to the Tariff Commission 
serious injury; it had to show that increased imports were more im
portant than all other causes combined in causing that injury; and it 
had to demonstrate that increased imports were the result of tariff 
concessions. Even if it succeeded in convincing the TariffCommissidh, 
the President was not required to grant relief. The very restrictive 
nature of the law, the ref ore, discouraged industries from using it. 

The perception was well established in the United States that the 
unfair trade practice laws were so difficult to successfully invoke that 
they offered no protection even where protection might be warranted 
under generally agreed international rules. 

By the late i 960s, the international economic situation affecting 
the United States had substantially changed. The United States began 
to suffer m~rchandise trade. deficits. Several important industries, 
notably textiles and steel, clamored for import relief, and the labor 
movement, which had supported liberalized trade through the early 
1960s, had largely turned protectionist ·by the end of the decade. To 
discourage a growing trend on the part of import-impacted industries to 
seek statutory relief on an individual basis, the Executive Branch pro
posed easier access to import relief and protection against unfair trade 
practices. The Congress, in the Trade Act of 1974, further expanded 
upon the Administration's proposals. 

"Major" cause, for example, in import relief cases was changed to 
"substantial" cause (meaning important and not less than any other 
cause). The link between increased imports and tariff concessions was 
dropped. Negative findings in countervailing duty and anti-dumping 
cases were r_nade appealable. In assessing whether a foreign industry 
were dumping, the Treasury Department was required to disregard 
home market sales below cost of production, making it easier for U.S. 
firms to prove dumping and theoretically possible that dumping could 
be found even when export prices exceeded home market prices. Trrne 
deadlines were included in the anti-dumping and countervailing duty 
statutes, and a new provision was added to the body of trade law 
allowing the President to retaliate against the imports of countries 
engaged in unfair measures against American exports. 

These statutory changes were accompanied by increase~ usage of 
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these statutes by domestic industries seeking protection, in many cases 
against Japanese importers. However, collection of duties averaged 
several years after a fmding of dumping and there was growing, 
American concern that legitimate petitions were not being accepted by 
the Treasury Department. In reaction to such complaints, the Trade 
Act of 1979 further amended the anti-dumping and countervailing duty 
statutes, primarily by expediting time deadlines for decisions and 
reducing administrative flexibility. 

The anti-dumping case was only one of several actions brought 
against Japanese television manufacturers, however. There were also 
allegations of price fixing brought up under antitrust legislation, of 
subsidization leading to a countervaiw)g duty action based on the 
remission of the Japanese commodity tax. Escape clause relief was 
finally granted and a three-year long orderly marketing arrangemeJtt 
reached with Japan in 1977. For Japanese producers and much of 
the interested Japanese public, these cases suggested that American 
trade laws could be used by industries in the United States to haras., 
their foreign competitors and impose high legal costs on them. 

It should be noted that amendments relating to unfair trade 
practices and import relief were only a part of the Trade Acts of 1974 
and 1979. These acts authorized U~ted States participation in the MTN 
and implemented the codes and other agreements reached. The overall 
thrust of both laws were unquestionably beneficial to the broader 
interests of both the United States and Japan in freer trade. 

TWO VIEWS OF THE IMPACT OF 
AMERICAN TRADE LAWS 

We sought the advice of several American trade law experts on the 
question of whether or not the American legal system, in itself, has 
become a barrier to trade. The materials, which we have included in 
the appendix, reflect two sharply contrasting views. 

One of these views holds that American import relief and unfair 
trade practice laws have been amended in ways that permit their use 
as instruments of protectionism. Advocates of this view argue that there 
has been a lowering of injury and causality requirements for import 
relief and an expansion of the definitions of "dumping" and "unfair 
trade" generally. They also point to the addition of Section 301 in the 
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Trade Act of 1974 providing new legal bases for trade restrictions and 
to the procedural changes in countervailing and anti-<lumping statutes 
in the Trade Act of 1979 as protectionist-oriented changea. The 
uncertainty of the standards embodied in these laws, particularly the 
dumping standard, operates to deter competition. Since importers 
senerally cannot predict what prices or practices will be condemned as 
unfair, price competition is inhibited. Moreover, because American 
trade laws are sometimes very sweeping and overlap with each other 
and because different administrative channels are involved, there is 
an incentive for domestic industries to use first one and then an\)ther 
statute, seeking relief from different government agencies and harassing 
their competition. Even if they are unsuccessful in securing relief, they 
may well impose heavy legal costs upon the foreign producers, perhaps 
even deterring them from future entry into ~ American market. 
Finally, some proponents of this view argue that American antitrust 
legislation exacerbates the problem by making it virtually impossible 
for private industry to reach negotiated settlements or engage in 
voluntary export restraints. Fearing anti-<lumping complaints, foreign 
exporters may try to agree on sustaining certain minimum prices, only 
to run afoul of the antitrust law's proscription against price fixing. 

Another view dismisses the charge of "legal protectionism." 
American unfair trade practice laws, admittedly overlapping, are very 
legitimately designed to protect American industries against unfair 
trade practices. If the laws have been amended, that is because they 
were not working effectively in the past and more effective application 
is consistent with international codes and is politically needed to pursue 
a liberal international trade policy. Foreign producers have very broad 
rights under these laws; they can appeal positive determinations. The 
stricter time deadlines may well benefit them by resulting in early dis
missal of frivolous or malinfonned complaints. The American legal 
system is no more a trade barrier than the Japanese distribution system; 
it is a fact of doing business in the United States, and it operates with
out substantial bias. Proponents of these views argue against any 
relaxation of the antitrust laws on the grounds that settlements on a 
private sector basis would open the door to price fixing and other 
anti-competitive behavior injuring American conswners. While such 
settlements may be favored by some foreign traders, they are 
unacceptable to the United States. 
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COMPLICATING FACTORS 

Discussion of the trade impact of American trade laws is compli
cated in several important factors. Some of the more important of 
these are the following: 

(1) There is a tendency in Japan to regard the relevant American 
laws and actions brought under these laws as peculiarly directed toward 
Japan. In fact, these laws are directed against practices, not countries, 
and most of the complaints brought under American anti-<lumping and 
countervailing duty statutes do not involve Japanese products. The 
increase in the use of these laws may reflect a general increase in 
litigation of all kinds in the United States over the past ten years and 
thus be a systematic problem rathel'. than one peculiar to foreign trade 
or to American-Japaneae trade. The alternative to litigation may well 
be increased resort to the Congressional political process for relief. 

(2) There is a tendency in the United States, especially in the 
Congress, to believe that a clear dividing line can be drawn between 
"fair" and "unfair" trade practices which can be readily determined 
by the administering authorities. In fact, the existence of "dumping," 
"subsidies," and other alleged "unfair trade practices" is often 
extremely difficult to establish, and it is all the more difficult to set 
appropriate margins of. relief. Variations in products between home 
and foreign markets, in manufacturing processes, in business practices, 
in taxation systems, and the like do not permit the kind of precision 
on which the American laws are premised. Foreign manufacturers 
often cannot determine in a technical sense whether or not they may be 
dwnping, but since the laws are prospective;if foreign manufacturers 
have mistakenly believed they were not dumping, but are found to be 
dwnping, they can comply.and will suffer no penalty. 

(3) There is widespread lack of knowledge in both countries about 
the operations of the law, the business practices, and the intentions of 
competitors in the other country. What may appear to be "multiple 
harassment" to a j apanese company could be very well regarded as a 
very legitimate and overdue exercise of legal rights by an American 
company. . . 

(4) The fact that the international Anti:Dwnping and Subsidies 
Codes agreed to under GA 'IT auspices are not self-executing treaties 
in the United States, but require domestic implementing legislation to 
become effective further increases foreign suspicion. Only the imple-
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monting legislation can be considered by the Unitod States adminiatering 
authorities and courts. Since this legislation differs from the strict 
wording of the codes and interprets the codes in ways that some 
believe may depart from international usage, there is concern in Japan 
and elsewhere that the United States may not be conforming with the 
spirit and letter of the international agreements. ' Any violation may be 
addressed through international dispute settlement mechanisms. 

(5) There is much uncertainty about how the most recent changes 
in American Jaw will be interpreted. While some specialists believe that 
the Trade Act of 1979 substantially liberalizes trade (especially by 
adopting material injury standards in anti-dumping and countervailing 
duty statutes), others argue that the new legislation will result in a rash 
of anti-dumping and countervailing duty actions. In fact, these laws 
have not yet been properly tested and no definitive judgment can be 
made. 

(6) Certain procedural elements of the American trade laws give 
rise to additional Japanese concerns. For example, a provision of the 
anti-dumping act under which attorneys for complaining parties can 
obtain under protective order the cost and sales data provided to the 
American government creates fears by Japanese businessmen that their 
competitors will be able to obtain access to highly sensitive proprietary 
information. Protective orders, however, have been long used in 
American legal practice and are considered by many legal experts 
essential to the proper administration of the trade laws. 

RECOMMENDATIONS 

We believe the United States and Japan should give Berious 
considerations to the issues inwlved in the concept of "legal protec
tionism" and undertake an examination of American and Japaneae 
legal pl'IM;ticea to determine whether a signif"JCaDt non-tariff barrier is 
involved and recommend any appropriate leplative or regulatory 
changes. 

Such an examination should be carried out on both the private 
and inter-governmental level as soon as possible. Such an examination 
should consider, among other factors, the use of the emotionally laden 
terms ''fair" and "unfair" trade practices for categorizing complicated 
and unclear trade practices, the operation of the time deadlines under 
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American laws, the locus of the burden of proof under American laws, 
the consistency of American and Japanese trade policies and laws with 
international standards, and the feasibility of less litigious means of 
resolving trade disputes. 

Recognizing that aues of law play a major role across the spectrum 
of American-Japaneee economic relations, we urge the Prime Minister 
and the President to encourage increaaed contacts and symposia among 
thOle in Japan and the United States with a knowledge of or interest 
in each other's legal systems. Greater familiarity with the legal system 
of the other country should reduce problems of misperception and 
mistrust. 

As a longer-term 1C>lution, we believe the American and Japaneee 
governments should leek to further strengthen international codes 
dealing with injurious trade practices. No agreement was reached on a 
"Safeguards Code" at the MTN to further defme acceptable import 
relief standards. The two governments should also seek broader inter
national agreements defining acceptable and unacceptable subsidies and 
improving anti-dumping rules in the interests of greater simplicity, 
predictability, and fairness. 

Finally, it is possible that because of the overlapping nature of the 
American trade laws, they could be used to harass foreign competition. 
We recommended that the American government ensure this does not 
happen. 



CHAPTERIX 

Economic Disputes and Political Friction 

Do trade and economic disputes between the United States and 
Japan become more politically visible and embittered than the 
economic disputes of either country with other trading partners? The 
Group believes that they do and that this is one of the most serious 
problems in United States-Japan relations because it places a heavy 
burden on the relationship and jeopardizes cooperation in non
economic as well as economic fields . It is important to analyze the 
reasons that United States-Japan economic and trade disputes often 
become important political issues and to find means of coping with the 
political problems involved. 

The underlying causes of excessive "politicization" of economic 
issues in United States-Japan relations are both economic and political 
in nature. On the economic side, the major factors are the size of the 
trade flow between the two countries, the visibility of many of the 
products involved, and the rapidity with which competitive conditions 
in certain industrial sectors change. 

United States-Japan trade conflicts are highly visible because the 
trade itself is highly visible. In l 980. United States imports of one 
Japanese product, automobiles, will be $8 billion, larger than the total 
imports from any other non-OPEC trading partner except Canada. 
Japan's imports of American agricultural products and raw materials 
will reach $7 billion , larger than total Japanese imports from any other 
non-OPEC nation. Americart consumers are especially cognizant of 
Japanese imports because such a high proportion of them are widely
used consumer products such as automobiles and televisions or basic 
industrial products such as steel. The Japanese public is highly aware 
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of the importance of American agricultural products, such as soybeans, 
to Japan's food supply. The rapidly changing patterns of competitive 
advantage in product sectors between the two countries, often aggra
vated by wide foreign exchange rate fluctuations, add to the stress of 

adjustment . 
In addition, the persistence of certain economic conditions, such as 

low United States productivity growth and the bilateral imbalance of 
merchandise trade reinforce and feed stereotypes - that the United 
States is declining in economic tenns and that Japan does not play the 
trade game fairly. These stereotypes shape public thinking and are 
often reflected in the public statements of politicians and in the media. 
They strengthen the sense of righteousness by each country's publics 
and often governmental leaders in their country's position on trade 
issues, reducing the room for quiet, negotiated compromise and increas
ing the chances of polarization of national attitudes and politicization. 

In previous chapters we have discussed many of the bilateral 
economic issues in United States-Japan relations, including low produc
tivity growth, the question of whether or not the Japanese market is 
closed, agricultural protectionism, and the handling of macroeconomic 
issues. However, even if all our recommendations on these subjects 
were fully implemented, there would still be troublesome trade disputes 
simply as the result of the changing nature of international competition 
betw Jen two <ghly dynamic societies. Leaming to cope with inevitable 
economic frktions, therefore, is an essential part of improving the 
climate of the United States-Japan economic. relationship. 

To learn more about the political dynamics of economic problems 
and their lessons for the future, the Group commissioned studies by 
American and Japanese scholars on the politics of several recent 
economic issues - steel, automobiles, citrus and beef, government 
procurement policy, and macroeconomic policy coordination . These 
studies illustrated a variety of bilateral economic disputes, including 
disputes over Japanese imports into the United States, barriers to 
American exports to Japan, and broader macroeconomic issues. The 
full studies and the conclusions and recommendations of the authors 
appear in the appendix. A number oflessons deserve treatment here. 
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DOMESTIC POLITICS 

Increased Understanding of Each Other's Economies and Domestic 
Political Processes 

Many Japanese and Americans have little appreciation for the other 
country's relevant domestic political interests involved in any bilateral 
economic dispute . Some Japanese still look back to the dependent 
postwar relationship with the United States, leading them to be 
impatient with the inability of the United States to adopt a generous 
policy toward Japan as in the past. On the other hand, some Americans 
still have an image of their country as the dominant partner of a depen
dent relationship and expect Japan to agree to American requests at 
any cost if enough pressure from the outside is applied. Another 
misleading image, commonly held in the United States, is that of 
"Japan, Inc.," where industry and government are perceived as working 
closely and hannoniously together. These images are superficial and 
false. The fact is that neither government can easily make concessions 
to the other on issues of importance to large domestic interests. In 
both count:iesdomestic interest groups have been increasingly assertive, 
at the same time more international economic coordination has become 
highly desirable. 

The Group believes that policy makers in both countries need to 
pay much greater attention to the domestic political conf"iguration of 
the other side as weD as their own in working out settlements to 
bilateral economic issues. 

In this regard , it is important to reiterate the need to international
ize both Japanese and American societies. We have made a number of 
recommendations on this subject in Chapter I, suggesting the need for 
greater contacts among governmental officials ( especially parliamentari
ans) and private s~ctor leaders. We have also urged that both countries 
train and efficiently use more experts knowledgeable about the other 
country and skilled in communicating with its officials. 

It is particularly important to improve Japanese understanding of 
the American political process. American politics are vocal and de
centralized, generating an enonnous volwne of words and actions, 
many of which have little lasting impact. Since both the Congress and 
the Executive Branch have a role in detennining United States trade 
policies, there is no single , authoritative voice. This is often a source of 
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confusion to Americans as well as to non-Americans. The Japanese 
media naturally reports those that refer to Japan often without careful 
analjsis of their significance. Statements of American members of 
Congress and business leaders often receive wide publicity in the 
Japanese press, while sometime even the Japanese Foreign Minister's 
visits to the United States receive very scanty American media atten
tion. We urge the Japanese government, media, and other leaden to 
help their countrymen put specific United States e~nts in broader 
perspective. Not every Congressional speech matters ; not every criti
cilm of Japan reflects a broadly or deeply-held view. 

For both governments, but especially for the American government, 
it can be very useful to encourage those politicians or other leaders who 
hold misleading or superficial images to travel to the other country. 
This exposure to the other society, its complexities, and the difficulties 
its officials face in making concessions or dealing with domestic 
pressures, can be constructive in educating those who advocate simplis
tic solutions to bilateral trade problems or believe that major and 
immediate concessions are politically feasible. 

Political Leadership 

Good understanding of the politics of economic issues in the other 
country will mean very little, without effective political leadership able 
to sustain a reasonable negotiating position against potential assaults at 
home. In both the United States and Japan, international economic 
decision-making power is dispersed among many competing centers. 
This is especially true in the United States where Congress plays a major 
role in many trade policy decisions. Past experience has shown that 
senior trade officials of high ability and with good political connections 
with either the bureaucracy or parliament of their own country can 
retain the initiative and facilitate an early resolution of the issues. 

The Group believes that for many reasons, particularly the growing 
importance of trade to both economies, both countries need strong 
political leaden to take charge of major trade negotiations and facilitate 
effective political management at home and abroad. 

The Use of Legislative or Private Sector Study Groups 

In assisting political leaders and governmental officials who manage 



100 

bilateral economic relations, a very constructive role can be played by 
small groups of consequential figure~ (based in either country or both): 
which combine deta~hment from current -executive responsibilities with 
serious attention to the issues. The Task Force on United States-Japan 
Trade of the House Ways ancl Means Committee has evolved into one 
such group. The informal "Trade Study Group" (referred to ~ Chapter· 
V) is another group. Joint efforts by the United States-Japan 
Economic Council and the Advisory Council on United States-Japan 
Economic Relations have been helpful over the years. 

We urge both governments to support the efforts of private sector 
and parliamentary groups williog to give close attention to United 
States-Japan economic issues. Such groups can play an important 
role in educating publics and political colleagues and in providing a 
more detached, non-executive perspective on issues. 

BARGAINING TACTICS IN UNITED STATES-JAPAN 
RELATIONS 

American Pressuring 

One way economic issues have become highly politicized is through 
the use of what many Japanese regard as intense American pressure on 
economic issues and what Americans perceive as the most effective 
negotiating strategy given the lack of successful alternatives. As shown 
in the case studies in the appendix, often an initial expression of strong 
concern by the United States (whether made directly by the American 
government or indirectly through labor union, business or Congressional 
complaints) elicits little apparent governmental response by Japan. 
Those Japanese bureaucrats directly concerned, however, at times 
suggest more specific and forceful American approaches. When these 
are forthcoming, they are represented as demands (however tactfully 
they have been put) by the Japanese media and entangled in a highly 
complex Japanese domestic policy debate. Since, however, there is 
some Japanese government movement, it appears as if "pressure" has 
achieved a result, but from the Japanese perspective, the pressure comes 
across as bullying and insensitive to the Japanese tradition of decision• 
making where vagueness is required while a consensus is being worked 
out. 
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While strong pressure has been sometimes effective from an 
American point of view, it has also embittered political relations be• 
tween the United States and Japan, reinforcing American perceptions 
of Japanese stubbornness except under threat and Japanese perceptions 
of the United States as arrogant and presumptuous. 

The Group believes that in managing economic conflicts, officials 
in both governments should work very hard to avoid employing (or 
seeming to employ) inteme, highly visible United States pressure as a 
~talyst for Japanese policy change. 

For the Japanese, the need is to respond earlier to "softer" signals 
and to find alternative domestic sources of support for internal policy 
change. For instance, necessary economic changes (such as liberaliza• 
tion of import quotas) should be ·argued on their own merits, and 
supported by interest groups with stake in an open international 
economy. These issues should not have to become issues in American• 
Japanese relations. ' For the Americans, the need is not to abandon 
efforts to influence Japanese policies, but to resist invitations to 
·escalate, to be firm and persistent about United States aims without 
presuming to dominate Japanese behavior,and to look for issue-specific 
sources of leverage where possible rather than linking economic issues 
in a broad package which appears as a frontal challenge to Japan as a 
society. 

We believe that the escalation of differences into major disputes 
can often be prevented by timely consultations among senior experts 
from both capitals. When the Japanese and American governments 
appear to be operating on the basis of different assumptions about 
economic or trade facts and trends, there should be serious analytical 
discussions between their senior specialms. 

American officials also need to be aware of intruding too deeply 
on Japanese economic decision-making, particularly upon issues 
nonnally considered domestic. Japanese officials should be careful not 
to invite such intrusion. American pressure has been most resented and 
least effective where it has been regarded as intruding upon "domestic 
issues" as in the 1977 - 78 effort by American officials to secure Japa· 
nese agreement to certain macroeconomic targets. 

American and Japanese officials should also beware of using the 
other country as a "scapegoat" for internal problems or issues, despite 
the short-term political gains there may be in so doing. 



102 

Japanese Reticence 

The problem of misperception between the United States and 
Japan in negotiating situations is often exacerbated by different bargain• 
ing styles. While Americans often employ an adversary style of bargain
ing, emphasizing the negative aspects of the case of the other side (as 
lawyers do in court), Japanese tend to remain reticent. This can lead 
Americans to conclude that Japanese are acknowledging guilt, 
American actions, including stronger pressure, based on this assumption 
in tum can breed further Japanese resentment. 

We recommend that Japanese negotiators should speak up more, 
countering American criticism as squarely as poaible, to minimize mis
understandings or misperceptions of their position. When the United 
States government criticizes Japanese policy or makes specific requests, 
the Japanese government should respond with rational explanations of 
its positions and counter-arguments instead of saying nothing, appear
ing to acquiesce, or simply saying "no." 

Summit Diplomacy 

Negotiators should beware of attempting to force concessions on 
specific issues by linking them to the success or failure of a summit 
meeting. Because of the importance of the United States in Japan's 
pattern of international relations, meetings between the Prime Minister 
.and the President assume considerable significance to Japan. Such 
meetings are useful for facilitating decisions on important issues, but 
only if the groundwork has been carefully carried out at the working 
level. Threats (or implied threats) to cancel summit meetings or to 
portray them as unsuccessful in order to force concessions on issues 
where deep and seriou~ disagreement exists will not be productive. 

Mutual Benefits 

A cardinal principle in American-Japanese diplomacy should be 
an effort to negotiate on the basis of reciprocal national benefit. If 
one government or the other appears to be making repeated conces
sions, this will undoubtedly embitter. the political atmosphere and 
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encourage a public backlash against further concessions in the country 
which is yielding. 

In a new, equal partnership, both the United States and Japan have 
many adjustments to make. Few economic disputes are black and 
white. Both governments should enter negotiations with an eye not 
only on what they may gain, but what they should give up in order to 
achieve a successful agreement. 
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Conclusion 

Each year, Japan and the United States together produce about 35 
percent of the world's new output and engage in almost 20 percent of 
the world's trade. For this reason, the two countries' success in main
taining a close, mutually beneficial relationship is not only vital to their 
own prosperity and security, but critical to the world as a whole . Pro
gress in solving the broader problems of the international economy 
depends in large part on a close, effective United States-Japan partner
ship. 

In the preceding pages, we have repeatedly stressed that in any re
lationship as encompassing, intense, and diverse as that between Japan 
and the United States, there wiJI inevitably be some differences of 
interest and some friction. What is essential is that this friction be 
viewed in a broader perspective and not be allowed to imperil the 
overall relationship. 

The Japan-United States Economic Relations Group has been a 
unique experiment in the two countries' relations. Never before have 
the two heads of government jointly requested a binational group of 
private citizens to examine the issues affecting the relationship and 
make policy recommendations directly to them. 

We all believe this experiment has been highly successful. During 
the past year, we have engaged in many hours of intense discussion and 
as this report demonstrates, have been able to arrive at common points 
of view on many issues. The Group has sponsored research involving 
both Japanese and American experts, and believes that this kind of 
joint policy oriented research can have an important impact on im
PfC?Ying mutual understanding of bilateral and global problems. 
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In the past year, we could examine only some of the many 
challenges the two countries face in their economic interactions with 
each other and with the rest of the world. We chose to give attention 
first to those issues which have been most visibly troubling the United 
States-Japan economic relationship. We feel that a number of poten• 
tially important problems need further attention. These include not 
only issues of trade and institutional structure, but also those involving 
the shared globaJ responsibilities of a more comprehensive American
Japanese partnership. Their consideration would benefit from further 
examination by a binational group not burdened with day-to-day 
governmental policy responsibilities . 
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