Japan is the world’s second largest economy after the USA, accounting for nearly one
fifth of world GDP and more than two thirds of East Asian GDP. Its individual
regions alone constitute major Asian markets in their own right. Japan has been
Australia’s largest trading partner for three decades, and is its third largest foreign
investor. Japan buys one fifth of Australian exports, supplies nearly one sixth of
Australian imports, provides one fifth of inbound tourists, is Australia’s principal
market for major commodities and is an increasingly important buyer of high-value-
added goods and services. Japan and Australia also enjoy strong people-to-people,
cultural, academic and strategic ties, creating the basis for an increasingly important
partnership in the twenty-first century.

The significance of this relationship makes it important for Australians to
understand the dynamics of the Japanese economy and society. This report analyses
the changes occurring in Japan today, highlighting the implications for Australia of
socioeconomic and political trends, economic and structural reform, liberalisation
priorities and sectoral developments.

The report is divided into five parts. The first evaluates the major issues facing Japan
and examines the socioeconomic, political and economic environment, in effect
setting the scene for the rest of the book. The second part analyses the international
side of the Japanese economy and the factors contributing to changing trade and
investment patterns. It discusses how this can translate into bilateral business
opportunities, as well as joint projects in third countries. The third section studies
major domestic influences on the structure and competitiveness of Japanese industry,
revealing how reform is proceeding quite differently in finance and distribution.

The fourth part of the report deals with market access. It examines the market
liberalisation measures that Japan has adopted to date and major issues in bilateral
and multilateral trade negotiations. This section also looks at market access
techniques, evaluating the advantages of entering the Japanese market through some
of its smaller regions, each of which is larger in terms of consumer purchasing power
than many other Asian economies. The final part examines issues and opportunities
in sectors of particular interest to Australia: agriculture and food, energy, transport
and services. The report concludes with a summary of the major findings and their
possible implications for Australia.

CHOICES FOR THE TWENTY-FIRST CENTURY

A number of major issues are confronting Japan as it heads into the twenty-first
century. The choices it makes will determine its direction over the next 10 to 15
years and will have an important impact on Australia. Most of the key issues facing
Japan are not new; many have been debated for years. While some are being



Executive Summary

addressed effectively, others may not be resolved in the short to medium term. The
central themes and issues explored in this report include:

=  socioeconomic change

= thebroad impact of a declining labour force and a rapidly growing proportion of
aged people

= therole of government in the economy

= macroeconomic management and sustainable growth

= factors influencing the exchange rate

=  globalisation and the impact of changing trading and investment patterns

= the direction of deregulation and reform in government administration,
financial markets, transport and distribution, agriculture, industry and
education

<  market protection and access

= innovation and emerging industries.

SOCIOECONOMIC CHANGE HAS BROAD IMPACT

A sluggish economy, a dramatic increase in the population aged over 65 years,
internationalisation and unprecedented affluence are challenging Japan’s
socioeconomic fabric. At home, at work and at leisure, rising expectations and
changing attitudes are affecting the labour market, the role of women and consumer
preferences.

The rising share of the elderly in the population will have the broadest impact.
Indeed, it is the imperative underlining many current reforms. With one third of
Japanese expected to be over 65 years of age in 2040, double the 1995 level, and with
the population peaking around 2010, Japan must prepare for a potentially serious
labour shortage, declining savings and investment, and heavy pressure on health and
welfare facilities. Companies are already preparing for the opportunities, targetting
the ‘silver market’ with a range of new goods and services. The need to bolster
national savings to fund future retirees is also influencing macroeconomic policy.
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Japan’s Population by Age Bracket (1995 to 2065)
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Family life is changing as nuclear families replace extended families as the norm, and
more people live alone. Consumers are increasingly sophisticated and
discriminating, demanding value-for-money above all. This has altered the
traditional preference for Japanese-made goods and has intensified competition.

Labour practices are undergoing fundamental changes as companies endeavour to
become more efficient and innovative in a fiercely competitive business
environment. Performance and merit will increasingly determine advancement,
better suiting a younger generation seeking more rewarding careers and workers
willing to retrain to meet increasingly sophisticated employment needs. With the
looming labour shortage, some companies have begun to evaluate how they might
better utilise female employees. In addition, the stigma of working for foreign
companies is fading as ambitious younger people value their more flexible, merit-
oriented labour practices, making it easier for foreign firms to recruit quality staff.

CONSERVATIVES CAN PRODUCE REFORM

Following four years of political instability, the Liberal Democratic Party (LDP) is
back in power, albeit in a minority government. Its survival will depend on how
successfully the Hashimoto Government manages political dynamics in the Diet and
the electorate, and delivers administrative and economic reforms.

The LDP held power for 38 years (1955 to 1993), fulfilling its main policy goals of
catching up with the West economically and improving Japanese living standards. It
achieved these by the 1980s, but failed to reach a consensus on how to deal with new
problems that emerged. In the midst of a major recession, policy-making paralysis
and numerous scandals weakened the conservatives’ long-standing unity. Several
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groups broke away from the LDP, forming new conservative parties with reformist
platforms. As a result of this split, in the 1993 elections, the LDP was replaced by an
eight-party coalition government led by pro-reform conservatives. However, in the
next three years, four coalition governments achieved little policy unity and few
reforms, apart from electoral reform. A record low turnout in the 1996 election
underlined voter disillusion. Lack of viable alternatives and a desire for stability
helped the LDP win enough seats to form a reasonably stable minority government.
The Hashimoto Government has targetted six key areas for reform: public
administration, banking and finance, the fiscal system, social security, education, and
general economic and structural problems.

Japanese Lower House Elections 1955 to 1996
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With conservative forces expected to continue to dominate the Lower House of the
Diet, several patterns of government could emerge: a single large conservative party
(effectively a reunified LDP); two medium-sized parties (traditional conservatives
and more progressive conservatives); or fluid alliances of several conservative parties.
In the first case, if a majority of conservatives can agree on a new central policy
platform with broad appeal (for example, continued reform, but with minimal social
cost), chances for stability will be enhanced. However, the process of consensus
decision-making that this could entail would reduce the pace of reform. In the case of
other regroupings, the party in control would set the pace for reform.
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GROWTH DEPENDS ON REFORM AND DEMOGRAPHICS

Following a prolonged recession, Japan’s broad macroeconomic environment is now
reasonably attractive, with improved growth prospects and negligible inflationary
pressures. Over the longer term, however, the potential growth rate will decline
unless deregulation, innovation, and structural and fiscal reform offset the economic
impact of a higher ratio of elderly to working-age population.

Demographics will have a number of further longer-term macroeconomic
implications. A shrinking workforce combined with a growing proportion of elderly
will have enormous budgetary implications. The savings rate will decline as retirees
draw on savings, making recourse to fiscal stimulus more difficult. In addition, as the
savings rate decreases, the current account surplus and capital outflows could shrink.

These long-term pressures will drive economic reforms aimed at allocating savings
more efficiently, increasing productivity, raising the potential growth rate and
reducing the need to resort to regular fiscal stimulus measures.

CHANGING TRADE STRUCTURE MEANS NEW BUSINESS

Yen appreciation, investment overseas (especially in Asia) and a more streamlined
distribution sector have altered substantially Japan’s trade structure over the last
decade. Exports of high-value-added parts and capital goods are becoming more
significant than final products, particularly consumer goods. At the same time,
purchases of intermediate and final products, especially consumer goods and
processed foods, are surging, while imports of raw materials are expanding more
slowly. Trade in services is expanding rapidly.

Despite rapidly growing exports of higher-value-added manufactured items and
processed food, Australia’s share of Japanese imports declined from 5.8 per cent in
1985 to 4.8 per cent in 1996. This is because primary commodities continue to
dominate Australia’s exports to Japan while their share in Japanese imports is
declining overall. While such commodity trade remains vital to Australia, excellent
opportunities exist to tap into Japan’s fast growing demand for high-value-added
products. Processed foods, housing and construction materials, alcoholic beverages,
jewellery, cosmetics, fashion apparel, even refined copper, are growth segments in
which Australia has a comparative advantage.

JAPAN’S GLOBALISATION CAN BENEFIT AUSTRALIA

Although Japan’s overseas production (based on foreign assets) is a small proportion
of its total output and less than half that of other major industrialised nations,
Japanese firms are the fastest growing group among the world’s 100 most
internationalised companies (UNCTAD, 1996). Rising import penetration and
strengthening global competitive forces will drive internationalisation and
liberalisation in Japan. Outbound direct investment will continue to be motivated
by overseas market development opportunities and the need to transfer offshore
labour-, land- and energy-intensive processes which have become unviable at home.

After bottoming out in 1993, Japanese foreign direct investment (FDI) has resurged,
with new outlays exceeding US$20 billion in 1995. This FDI is shifting from an
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emphasis on mass consumer goods assembly to a focus on higher-value-added goods
and services. As with trade, these changing patterns have affected Japanese direct
investment in Australia. While this generally has declined since 1989, due to
contracting property and financial sector interests, Australia has attracted more
export-oriented manufacturing and mining investment. Sustaining this trend in the
face of strong competition from other host countries will require persistent
microeconomic reform aimed at providing an internationally competitive business
environment. Surveys of Japanese companies in Australia reveal that Australian
suppliers also need to lift their performance.

FDI inside Japan totalled just US$5.3 billion between 1988 and 1995, or 2.5 per cent
of Japanese outbound FDI over the same period. It represents just 0.02 per cent of
GDP, compared to 0.77 per cent in the G7 less Japan (USA, Canada, UK, France,
Italy, Germany) and 1.33 per cent in Australia. Australia accounted for just under
1 per cent of FDI in Japan between 1988 and 1995.

Although low, foreign direct investment in Japan can still play a critical role in
facilitating trade and establishing specialised distribution networks. Over the past
15 years, regulatory and bureaucratic barriers to foreign investment have eased
significantly under a policy officially encouraging inbound investment.

Key success factors for investors in Japan include strongly differentiated product
portfolios (such as unique technology), ability to effectively transfer core
competences, appropriate structure, realistic goals, a positive corporate image, good
management, quality staff and the right partners. Given the relatively strong ‘trade-
pull’ effect associated with FDI in Japan to date, Australian companies may find that
a stronger presence in Japan will greatly assist their business efforts. Both the
Australian and Japanese Governments offer assistance to potential investors, as well
as to exporters. (See Information for Companies, at the back of the book.)

Japanese trading houses are important potential partners for Australian businesses.
In reducing their reliance on low-margin trading activities, the sogo shosha are
moving into more sophisticated intermediary functions (such as setting up
infrastructure financing consortia), and investing directly in resource processing,
manufacturing, services and infrastructure development. Australia and Australian
companies are well placed to attract trading company investment and to engage in
joint activities in third countries.

FINANCIAL REFORM IS CRUCIAL

Japan’s financial sector, burdened by heavy regulation and inefficiency, constrains
economic revitalisation. Liberalisation to date has intensified competition; however,
faster reform is required if Japan is to meet retirees’ needs and cope with constant
innovation in international financial markets. The Hashimoto Government’s ‘Big
Bang’ 1996 to 2001 financial market liberalisation plan, if fully implemented, will be
an important step forward and should serve as a catalyst for futher reform.

While gradual and incremental in nature, reforms are producing change in the
financial sector. Diversification of funding sources has reduced large firms’
dependence on banks, forcing banks to develop new services to sustain relationships
and broaden their client base. Many financial institutions are restructuring to
improve efficiency and overcome bad loan problems, and compete in a fast-moving,
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increasingly sophisticated market. Foreign financial firms are establishing a stronger
presence. Indeed, for many years, some have been at the forefront of financial
market innovation, particularly in the securities sector. Foreign companies, with
lower costs and stronger capacity to price risk, are expanding their share in the
insurance and pension markets, which are under considerable pressure to reform.

BARRIERS HURT COMPETITION AND EFFICIENCY

Although Japan is perceived as a very difficult and complex market, its tariff and
core nontariff barriers are often lower and less distorting than those of the European
Union (EU) and the USA. Even some Japanese business practices, widely regarded
as unofficial entry barriers, are similar to EU and US practices. The major barriers to
market access arise from Japan’s excessive regulation, lack of transparency, weak
enforcement of competition policy and numerous exemptions to the Antimonopoly
Act. These barriers affect local as well as foreign companies, reducing competition
and efficiency in the economy in general.

Over the years, commercial and economic necessity and foreign (especially US)
pressure have combined to produce varying degrees of liberalisation in many sectors.
Indeed, deregulation now is increasingly accepted as beneficial, and foreign goods
encounter far fewer barriers to entry than in the past. The Hashimoto Government
strongly supports deregulation and is widely expected to achieve more than previous
governments. Nevertheless, the pace and substance of reform remain major issues.
Some commercial pressure for deregulation has eased with the weakening of the yen,
and strong links among government, bureaucracy and business interests continue to
stall deregulation in key sectors. In addition, some parts of the bureaucracy, reluctant
to trust the market and facing reduced influence under regulatory and administrative
reform, may reregulate as it deregulates.

Despite these cautions, liberalisation has gathered momentum, and major reversals
are unlikely to occur, particularly under the current Government. In coming years,
many existing barriers will weaken or disappear.

STREAMLINING DISTRIBUTION CUTS COSTS

A fragmented, multitiered distribution system has contributed significantly to Japan
having the highest prices in the OECD. Since the 1980s, external pressure,
deregulation and especially market forces (yen appreciation, recession and consumer
and business pressure) have combined to bring about change. This has produced
more streamlined distribution networks, strong emphasis on efficiency and costs,
technological innovation, greater choice and above all, lower prices. Prominent
Japanese retailers such as Daiei and Ito-Yokado lead the change.

The previous retail structure of a few department store and supermarket chains
alongside hundreds of thousands of very small shops is changing as large-scale stores
and shopping complexes burgeon and the small-retailer sector shrinks. The
wholesale tier similarly is reshaping into fewer, larger players. Having gained control
over pricing and merchandising, the largest retailers are replacing manufacturers as
controllers of the distribution system. They are acquiring products more directly,
often bypassing wholesalers to take delivery straight from manufacturers and,
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increasingly, from overseas suppliers. Japanese retailers and wholesalers also are
expanding offshore, not only to actively source cheaper products, but also to invest in
fast-growing Asian distribution systems. These trends will continue, producing fewer
but larger retail and wholesale companies over the medium term. Foreign firms
should consider these trends in reviewing their Japan distribution strategies.

JAPAN’S REGIONS ARE ATTRACTIVE MARKETS

Each of Japan’s eight regions constitutes a major Asian market. The Kanto
(surrounding Tokyo), Kansai (centring on Osaka-Kobe) and Chubu (extending from
Nagoya) economies each far surpasses any other Asian market, including China.
Even the smallest region, Shikoku, has a higher per capita income than any other
Asian economy.

Japanese Regional Economies Compared to the Rest of Asia
GRP/GDP, US$ billion, 1994
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The regions play a pivotal role in Japanese life. Historically the main instigators of
change, today the regions are taking an increasingly independent approach to
revitalising their economies, actively encouraging both local and foreign investment
and forging closer ties with Asia. Many companies based in Tokyo and Osaka are
developing regional strategies, seeking growth opportunities and lower production
costs.

Foreign companies, too, should consider the advantages of adopting a regional
approach to the giant Japanese market. Distribution systems are not so entrenched,
companies are not so huge, and competition, while strong, is not so fierce as in the
main centres. Indeed, numerous Australian small and medium-sized companies have
forged lucrative business ties with Japanese SMEs (although what is ‘small’ in Japan
may be relatively large in Australia). The Australian Government encourages such
an approach through its network of regional Austrade offices. Direct Qantas and
Ansett services to Japan’s major regional gateways bypass the congested Narita
Airport and facilitate doing business in the regions.

AGRIFOOD CHALLENGES REMAIN

Despite very high rates of protection, Japan relies heavily on imported food. Indeed,
it is Australia’s most important agrifood market. Except for 1995 and 1996, agrifood
exports to Japan have grown strongly over the past decade, especially in the higher-
value processed food category. Dependence on beef, which comprises nearly half of
the value of Australia’s agrifood exports to Japan, has recently declined, and the
variety of nontraditional products has expanded.

Traditional ties to the land and the weighting of the rural vote make agricultural
policy sensitive, despite the irrefutable economic arguments favouring reform.
However, with the younger generation leaving the fields for the cities and the
proportion of elderly in the farming population increasing rapidly, the urgency for
reform may eventually overcome political wariness.

Demand for imported food will continue to grow, stimulated by changing lifestyles
and the shrinking agriculture sector. The planned reform of Japan’s Agricultural
Basic Law offers some hope of fundamental policy change. However, the pace is
likely to be slow and the reforms incremental.

ENERGY REFORM MAY LOWER PRICES, RAISE IMPORTS?

Japan’s ongoing energy market reform and restructuring is vital to Australia, which
supplies 56 per cent of Japan’s coal and a rising share of its liquid natural gas imports.
Indeed, Japan takes nearly half of Australia’s energy exports. Industry’s share in
energy consumption is falling as manufacturing shifts from heavy to less energy-
intensive industries. At the same time, the energy share of the residential,
commercial and transport sectors is growing, reflecting rising living standards and an
expanding services sector. Dependence on oil will continue to decline slowly, as
nuclear energy and gas become more prevalent in electricity generation. While a
declining population may lower energy demand in the long term, this will probably
be outweighed by the relatively strong growth in consumption per capita, particularly
in the residential sector.
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Japan’s electricity and gas tariffs, and petroleum product prices are among the highest
in the OECD. With manufacturing facing stiffer competition, the business
community is pressing for deregulation and reform of energy utilities to reduce their
production costs. Reforms allowing new entrants and imports are now underway in
the electricity, gas, coal and petroleum refining and distribution industries. While
reform plans in sectors like electricity and household gas are cautious, industrial gas,
petroleum products and retail gasoline prices could decline significantly, potentially
increasing import demand. Phasing out domestic coal industry subsidies in 2001
should benefit Australian coal exporters. However, if Japan achieves its target of
stabilising greenhouse gas emissions at 1990 levels by 2000, it could have a
significant negative impact on energy exporters.

TRANSPORT PROBLEMS POSE A LONG-TERM CHALLENGE

Economic recovery will place Japan’s transport infrastructure under significant
pressure. Even during recent years of sluggish economic performance, heavily
regulated and unionised transport systems have hindered companies’ efforts to
streamline distribution and cut costs. It still costs twice as much to move a container
within Japan as to ship it from Australia to Yokohama. International shippers and
even firms shipping goods from one port to another often use cheap feeder lines out of
Pusan (Republic of Korea) into less expensive, less congested Japanese regional ports.

To reduce these constraints, the Japanese Government is encouraging a modal shift
in domestic distribution systems, including greater use of rail and coastal shipping to
ease road congestion. Restrictions on road freight (such as limitations on vehicle size,
container cargoes, regional service boundaries) are gradually being eased.
Nevertheless, road transport’s reliability, speed (despite congestion) and
convenience will be difficult for rail and coastal shipping to match unless the
authorities resolve important regulatory and efficiency issues. While progress on rail
freight may remain stymied by entrenched interests, coastal shipping may be
sufficiently liberalised to become an efficient mode within 10 to 15 years. Australia’s
fast ferry industry is in a good position to participate in the revitalisation of this
sector.

Australia-Japan trade and tourism flows are directly affected by problems in
international aviation and shipping. These include capacity constraints at Japan’s
main air and seaports, especially Narita Airport, which handles 60 per cent of
outbound passengers and 70 per cent of international air cargo with only one runway.
Other major issues include rigid fare structures, high operating and expansion costs,
low labour flexibility and productivity, lengthy and opaque customs clearance and
quarantine procedures, and ineffective use of electronic data networks.

Over the next 10 to 15 years, many of these problems will be tackled. Additional
runways are planned for all major airports by 2010, and 15-metre deep berths are
being developed at ports around Japan to accommodate the most modern container
vessels. Customs clearance will become increasingly automated, reducing approval
times (especially important for perishables) and improving regional port procedures.
Competition is being introduced in domestic aviation, including easing the rigid
fares and slots systems, and allowing new discount carriers. In addition, government
and business are encouraging airlines and shipping companies to tackle labour
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rigidities and install new technology to improve productivity. Costs, however, will
remain high, primarily because many new runways, airports and container terminals
will be built on costly reclaimed land sites.

CONSIDERABLE SCOPE EXISTS FOR TOURISM GROWTH

Japanese tourism to Australia is rising steadily, totalling 800 000 in 1996 and
expected to exceed 1 million by 2000. This represents an approximate 5 per cent
share of Japan’s outbound tourism, indicating considerable scope for development.
Although Australia remains a popular destination, competition from other countries
is intensifying. With pricing and packaging the key determinants of tourists’ choice
of destination, innovative marketing and industry cooperation are vitally important.
Bilateral negotiations on Japanese pricing and packaging restrictions should
eventually produce a more competitive environment.

SERVICES SECTOR OFFERS NEW OPPORTUNITIES

Within the broad tertiary sector, which represents 54 per cent of Japan’s GDP,
‘miscellaneous services’ are a major engine of growth, providing 86 per cent of
employment expansion from 1991 to 1996 and accounting for 16 per cent of GDP in
1995. These services include:

e  leisure

e leasing

= information industries, such as information technology and multimedia

= cleaning, catering and linen services

=  broadcasting

= advertising

= entertainment venues, such as theme parks, cinemas and sporting facilities

=  personal services, such as childcare, hairdressing and housekeeping

-  professional services such as legal, accountancy and consulting

=  business support services such as temporary staffing, logistics, building
maintenance and security

=  education and training
= environmental management such as waste disposal
=  health care and pathology services.

While some areas are regulated tightly, the general trend toward deregulation in
nonmanufacturing will facilitate growth and innovation. Some newer segments, such
as personal services and certain leisure and information areas, enjoy minimal
government intervention (so far) and virtually nonexistent traditional barriers; these
offer particularly attractive opportunities for international companies to develop
innovative goods and services for the Japanese market. Importantly, changing
attitudes toward foreign companies over the past decade or so should help investors
in the services sector. Consumers and businesses increasingly view foreign companies
not only as sources of new products, technologies and services, but also as important
contributors to competition, employment and innovation.

11
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TAKE A GOOD LOOK AT JAPAN

A New Japan? Change in Asia’s Megamarket encourages Australian companies to take
a new look at Japan. While the business environment in Japan is expensive,
competitive and challenging, it is in many ways less complex than other markets in
the region. Japan has a strong institutional framework; regulation is being reduced
and becoming more transparent; and business practices are becoming less opaque.
Consumer tastes are changing, making foreign products easier to market. The
distribution system is becoming more streamlined and the financial sector is more
internationalised. Regional Japan offers attractive gateways to the market, and niche
segments are emerging that are often unfettered by the restrictions that hinder access
to more traditional sectors. In planning for the coming decade, companies should
seriously assess the Japanese market for trade and investment opportunities, as well as
for strategic alliances.

The report also has messages for Australian state and federal governments which are
seeking to increase exports to and investment from Japan. Japanese investors in
Australia generate strong net exports and are major users of locally sourced inputs.
However, governments and industries alike will find it a major challenge to attract
quality Japanese investment in coming years, due to competition from countries
offering lower costs, higher returns and faster growing domestic markets. Australia
must therefore continue to market strongly in Japan its strengths and comparative
advantages, while proceeding with microeconomic reform at home. As Japan-
Australia trade and investment move up the value chain, important new
opportunities will emerge in a variety of complementary areas. The government can
assist in facilitating market access and identifying opportunities; however, it is up to
companies to capitalise on them.

12



Chapter 1

Japan is at an important turning point. It is a challenging time, perhaps the most
challenging since the postwar period when Japan set in place the institutions and
practices that allowed it to rebuild and catch up with the West economically in less
than 50 years. Today Japan must reshape those institutions and practices to meet the
requirements of the twenty-first century. This time, however, the challenges differ
significantly and the goals are not so clear cut.

How Japan addresses these challenges in the next few years will significantly affect
Australia. Japan is our largest trading partner and our third largest foreign investor.
Japan buys one fifth of our exports, supplies nearly one sixth of our imports, provides
one fifth of inbound tourists, and is our principal market for coal, beef, gold, iron ore,
LNG, aluminium, petroleum, uranium, cotton, seafood, cheese and animal feeds. It is
also a major market for wool, sugar and wheat, and for an expanding range of high-
value-added products and services.

Japan’s impact goes well beyond trade. The Japanese economy makes up around 18
per cent of world GDP and over 70 per cent of East Asian GDP (CY1995 data, World
Bank, 1997). Its current account surplus totals a massive US$70 billion and its
foreign assets exceed US$800 billion. Japan plays a major role in the Asia-Pacific
region, and its future direction will affect the region’s prosperity and stability. With
Asia increasingly dominating Australian trade, investment and bilateral relations,
developments in Japan will have a far-reaching effect on Australia in the twenty-first
century. Australians therefore need to understand the challenges and choices Japan
faces and how Japan is likely to approach them.

This report analyses the major economic, socioeconomic and political issues facing
Japan. Focusing on structural reform, deregulation, market access and business
opportunities arising from liberalisation and socioeconomic change, it identifies
likely trends and also explores why some issues may take years to resolve.

TAKE ANOTHER LOOK AT JAPAN

A key message of the report is that Japan, the world’s second largest economy with a
GDP of US$5.1 trillion in 1995, offers a huge market that Australian companies
should not ignore. Alone, the Kanto region surrounding Tokyo is a larger, wealthier
market in terms of GDP than the combined economies of China, the Republic of
Korea and Australia. The Kansai region around Osaka has a larger economy than
ASEAN. Moreover, Japan is no longer the tightly closed market it once was. It is
opening up in many ways.

B The US GDP was US$7 trillion in 1995 (World Bank, 1997).
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Overview

In the past, many foreigners accepted the thesis that Japan was unique and that
foreigners would never be able to comprehend its complexity. Many concluded that
doing business in Japan would be too difficult, and some confirmed this through
experience. However, many foreign companies have done well in Japan, including
Australian firms.?

The attitude that Japan is too complex and difficult persists today, although
circumstances have changed. Import acceptance and penetration have expanded
rapidly, for example. Japan has opened up considerably in recent years and, with its
well developed institutional and legal framework, offers a more transparent, less risky
business environment than many other Asian markets. While doing business in
Japan remains challenging, companies are encouraged to look closely at the
opportunities that this major market offers. (See Chapters 5 - Trade, 6 -
Internationalisation, 7 - Finance, 8 - Market Access, 9 - Distribution, 10 - Regions, 11 -
Agriculture, 13 - Transport and 14 - Services.)

One important recent shift affecting overseas suppliers and investors in Japan is the
changed attitude toward things foreign. In the past, local goods and services were
clearly preferred, while foreign ones, apart from well known brands, were suspect.
This posed a major barrier for foreign suppliers and investors. This attitude,
combined with market protection, keiretsu relationships and a tightly controlled
distribution system, gave Japanese companies considerable leeway in maintaining
high prices. Consumers were offered little choice, high prices and medium quality.®

Today, while national pride remains strong, people recognise that foreign inputs and
products can equal and at times surpass Japanese ones. The key criterion is
increasingly value for money, not origin of product. Foreign products’ success is
reflected in rapidly growing import penetration ratios. Exporters to Japan must pay
close attention to developments in-market to ensure that their products continue to
represent the best possible value. (See Chapters 5 - Trade, 6 - Internationalisation, 8 -
Market Access, 9 - Distribution and 10 - Regions.)

In summary, companies could benefit by taking another look at Japan: the timing is
right, the market is more accessible than in the past, and good opportunities abound.

KEY ISSUES

This chapter highlights the key issues confronting Japan today. Some have been
debated for years without significant action. Others are relatively new, arising from
the uncertainty of recent times. Japan’s responses to these issues will largely
determine its direction over the next decade.

2 See Kishi and Russell, 1996, for some interesting case studies.

3 Many goods destined for the domestic market were not of the same quality as those made for export.
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Overview

This chapter first looks briefly at the ‘big picture’ issues, such as national identity and
international relations. It then examines the Hashimoto Government’s deregulation
agenda, and the political, economic and structural factors that will affect its
achievement. Finally, the chapter assesses some of the challenges that Japan will face
as it heads into the twenty-first century.

REDEFINING IDENTITY: A NEW JAPAN MODEL?

Japan is undergoing a period of introspection, reflecting on its national identity and
its place in the world. It is reviewing the model which achieved past goals, seeking
one which will provide it with the flexibility and innovation needed to progress in
the twenty-first century. Other countries, especially in Asia, look to Japan for models
of, for example, business management, industry policy, administration and
environmental management. They are observing keenly as Japan progresses to the
next stage of its development; lessons learned eventually will apply to them.* Major
Japanese companies, too, are redefining and differentiating themselves as they
become increasingly global. (See Chapter 6 - Internationalisation.)

SHOCK TREATMENT

A number of ‘shocks’ have buffeted Japan in the 1990s, including the collapse
of the bubble economy, major currency fluctuations, a prolonged recession,
the Great Hanshin (Kobe) Earthquake, scandals involving leading
politicians, bureaucrats and corporations, the Aum Shinrikyo cult gas attacks,
and increased violence and drug-related crime.® These have affected the very
cohesion that helped Japan achieve economic success in the postwar period,
eroding self-confidence and leading to reflection on the state of society. On
the positive side, shocks have also precipitated necessary change.

INTERNATIONAL ROLE

Internationalisation has acted as a catalyst on business and the economy, prompting
a more assertive foreign policy. A more mature and confident Japan is taking a more
proactive and constructive role in international and regional affairs. Asia will be a
major focus in the next century, reflecting Japan’s growing trade and investment
interests in this region. One of Japan’s main concerns is how to handle relations with
China, with which it has had an ambiguous relationship, recognising China as a
‘mother culture’, but also seeing it as a major future competitor (East Asia Analytical
Unit, 1996).

4 Countries and companies alike have adopted many successful elements of the ‘Japan Model’ (including
industrial development, quality control circles, team management, just-in-time systems).

s ‘Shock’ is used in Japan to refer to major unexpected events which have a significant impact.
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THE JAPAN-AUSTRALIA PARTNERSHIP

Strong trade, investment, tourism, people-to-people and official ties should continue
to underpin the Japan-Australia relationship. Close business and government
cooperation in regional and international activities and fora further strengthens the
partnership.

Japan has been Australia’s most significant trading partner for three decades. Indeed,
this report is being released in the lead-up to the fortieth anniversary of the landmark
Commerce Agreement between Australia and Japan, signed by Japanese Minister for
Foreign Affairs Minister Nobusuke Kishi and Australian Minister for Trade John
McEwen on 6 July 1957.6 While the relative weight of the economic relationship
may decline somewhat over time, reflecting structural changes in the Japanese
economy and changing trading patterns between Japan and Australia, it will remain
significant in absolute terms. As a reliable supplier of vital resources, Australia will
continue to be acknowledged, inter alia, for its contribution to Japan’s economic
development.

Other important links are developing and broadening between Australia and Japan.
The Asia-Pacific Economic Cooperation (APEC) group is a good example of
successful joint endeavour, as are the earlier Pacific Basin Economic Council (PBEC)
and Pacific Economic Cooperation Council (PECC) initiatives. In addition, Japan is
Australia’s strongest, most vocal and most consistent supporter in the Asian region,
including supporting Australia’s bid to join the Asia-Europe Meeting (ASEM).
Similarly, Australia supports Japan’s bid for a permanent seat on the United Nations
Security Council and a more active Japanese contribution to regional stability and
security.

Australia and Japan share common positions on many important issues, making them
effective partners to promote shared objectives, not only in the Asia-Pacific region.
To further strengthen this, the two countries are developing a ‘Partnership Agenda’
setting out in a broad framework a working agenda covering economic, political and
security issues. One significant new initiative concerns mutual recognition
arrangements, which, if agreed, would facilitate merchandise trade. Other initiatives
envisage closer cooperation in defence and security.

DEREGULATION PROGRAM TARGETS SIX AREAS

Japan’s deregulation program aims to improve competition, efficiency and flexibility
in areas of the economy plagued by structural rigidity, inefficiency and regulatory
constraints. A key objective is to enhance the competitiveness of export-oriented
industries and progressively expose protected sectors to market forces. Commercial
imperatives and overseas pressure are driving much of the recent liberalisation,
which is proceeding despite efforts by entrenched political and economic interests to
maintain the status quo in some cases.

6 While they signed the Agreement in their respective capacities of Foreign Minister and Trade Minister,
Kishi was at the time Prime Minister of Japan (February 1957 to July 1960) and McEwen Deputy Prime
Minister of Australia. This agreement recognised the advantages and potential benefits to both countries
of embarking on a new era of closer economic interaction as they attempted to put behind them the
lingering antagonisms engendered by the Pacific War.
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The Hashimoto Government has targetted six major areas for reform: public
administration, fiscal policy, economic and industry policy, the financial sector,
health and welfare, and education. Determining the right pace and depth of
liberalisation, however, remains a major challenge. (See Chapters 4 -
Macroeconomics, 7 - Finance, 8 - Market Access and 13 - Transport.)

While Japan’s bureaucrats contributed much to the country’s postwar development,
they no longer are regarded as an omniscient elite; many Japanese regard them, along
with politicians, as being at the core of Japan’s problems. Indeed, the substantive
reform that Japan needs may not occur if bureaucrats in certain ministries retain their
strong authority. Recognising this, Prime Minister Hashimoto made administrative
reform a key policy of his Government, creating widespread uncertainty in the
bureaucracy, which had been largely immune from structural change. To cut costs
and streamline government administration, the number of ministries may be reduced
from 22 to between 11 and 14. However, the bureaucrats are survivors, and some
analysts suspect that they may be re-engineering their roles to retain as much
influence as possible; they also suspect that some deregulation may really be
reregulation in disguise.

Nevertheless, progress is occurring. The Fair Trade Commission, for example, is
asserting its role and taking on previously unmovable interests and groups, including
ministries. The Office of the Trade and Investment Ombudsman also is becoming
more effective. In addition, ‘administrative guidance’, the unwritten law through
which the bureaucracy exercised considerable power, is increasingly being forced
into the open, and is being either legally enacted or rejected. (See Chapters 4 -
Politics, 7 - Finance and 8 - Market Access.)

Achieving sustainable growth is a growing concern. Managing fiscal policy,
including reducing public debt, reversing the declining savings rate and easing
budgetary pressures occasioned by the ageing population, will remain major
challenges in coming decades. Stop-gap solutions, such as regular minibudgets, are
not effective stimuli in the long term. While tax cuts might provide some stimulus,
they must be weighed against growing budgetary pressures. Indeed, tax increases are
more likely than tax cuts in coming years as Japan tackles its growing public debt and
fiscal deficit. Consensus is growing that the only way to avoid economic stagnation is
to free up the economy through reform, deregulation, restructuring and innovation.
(See Chapter 4 - Macroeconomics.)

While recognising that Japan’s policies were effective in developing internationally
competitive industries, many Japanese now criticise the system for overly protecting
inefficient sectors. High cost structures and inefficient practices and regulations,
particularly in services such as finance, transport, communications and distribution,
burden all economic activity and give Japan the highest consumer prices among
member countries of the Organisation for Economic Cooperation and Development
(OECD). Deregulation is proceeding; however, the extent to which the government
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will protect emerging industries remains to be seen. (See Chapters 6 -
Internationalisation, 8 - Market Access, 9 - Distribution, 10 - Regions, 12 - Energy,
13 - Transport and 14 - Services.)

Financial sector reform is underway, but the extent and time for completion remain
uncertain. Reform is crucial and urgent, as the sector is central to improving
economic performance and meeting the growing needs of a rapidly ageing
population. A key objective of reform is to increase efficiency, flexibility and
innovation in financial institutions, so as to provide Japanese borrowers with
internationally competititve services, and investors, including retirees, with
reasonable returns. With mature sectors likely to decline, reforms also aim to ensure
sufficient capital flows to prospective new sectors and enterprises. This will require a
less tightly controlled, more efficient, accountable and transparent financial system.
Despite their high priority, these reforms will take years.

Fear of risks, such as unemployment resulting from rationalisation, mergers,
bankruptcies and other restructuring, has held back deregulation in a number of
sectors, including finance. New holding company legislation may assist deregulation,
for example, by enabling companies to form subsidiaries to absorb surplus employees
or to allow talented workers to try out new ideas under venture capital programs. At
the same time, however, establishing holding companies could allow firms to delay
hard decisions, which in the long term would not be good for employees or for
efficiency. (See Chapter 7 - Finance.)

Foreign companies traditionally viewed the distribution system, with its complex,
multitiered maze of relationships and financial arrangements, as a major barrier to
the Japanese market. However, commercial imperatives arising from the recession
and the appreciating yen of the early to mid-1990s are driving liberalisation. Intense
competitive pressures have forced efficiencies, innovation and ‘price destruction’,
and to a certain extent have eroded the network of loyalties among producers,
suppliers, wholesalers and retailers. In addition, sustained foreign pressure has raised
domestic awareness of the world’s most complex and costly distribution system.

While some official deregulation has occurred, more is needed. The main
beneficiaries to date are consumers, who enjoy improved choice, variety, price and
quality. Many companies also have benefitted from lower costs and greater sourcing
and marketing flexibility. However, with the weaker yen, pressure for further
efficiencies and reform is easing. (See Chapters 9 - Distribution and 13 - Transport.)

The growing aged population has become an urgent issue, making broad change and
reform imperative. People over 65 years of age will make up more than 20 per cent of
Japan’s population by 2010, compared with just 12 per cent in 1990. Moreover,
recent forecasts indicate that Japan’s population will peak at 128 million in ten years,
then decline to a mere 70 million by the end of the twenty-first century (Ministry of
Health and Welfare, 1997). This has major implications for health care, social
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welfare, tax revenue, the workforce, families, technology, savings, investment, trade
and growth. (See Chapters 2 - Socioeconomic Evolution, 3 - Politics, 4 -
Macroeconomics, 7 - Finance and 14 - Services.)

From around 2000, a declining labour force could reduce output growth unless Japan
steps up the pace of structural reform, vigorously adopts new technologies, makes
better use of the female workforce and perhaps employs more immigrants. Japanese
employment practices are undergoing experimental changes, and larger companies
may slowly alter lifetime employment and seniority-based promotion and salary
systems. The younger generation entering the workforce over the next decade should
enjoy a more mobile and flexible system, with more rapid advancement opportunities
for bright, ambitious and innovative employees. (See Chapter 2 - Socioeconomic
Evolution.)

Education remains a major issue, as many Japanese recognise that the current system
is not providing the analytical, technical and creative skills that young people will
need in the future, or even at present. Persistent problems include resistance to
technological advances, and pressure to conform to the status quo in schools.
Learning by rote rather than learning to find and apply information is still common,
and many teachers discourage questions. Experts concur that a strong champion is
needed to push through the necessary changes, which would aim to maintain high
education standards while promoting greater creativity in the classroom and in
extracurriculur activities. (See Chapters 2 - Socioeconomic Evolution and 14 -
Services.)

POLITICAL EVOLUTION

In many ways, Japan’s postwar political system is at a crossroads. The old Cold War
divisions along conservative and socialist/‘communist lines are fading rapidly, as is
public tolerance for a certain amount of corruption and deal-making in the system in
exchange for stability and economic growth. The Japanese voters of the 1990s are
uncertain about the future and concerned about economic and social security. They
desire a competent, fair and reliable government and political system.

While the October 1996 Lower House elections effectively returned the Liberal
Democratic Party (LDP)’ to government, reflecting the electorate’s continuing
conservatism, the record-low turnout highlighted the extent of voter apathy and
cynicism. Electoral reform has yet to take hold fully, and many doubt it will. Some
analysts predict a return to control by a single party with numerous personality-
dominated factions. Others are more optimistic, expecting politics to become more
policy focused and less personality oriented.

A stronger policy focus may be occurring already. Prime Minister Hashimoto has
strengthened his position by making himself acceptable to both sides of a party in
which the traditional division along factional lines is becoming a split between

7 The LDP held government for an uninterrupted period from 1955 to 1993.
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conservatives and moderates. He has enhanced his credibility by effectively handling
numerous difficult policy issues, including the jusen housing loans debacle, the US-
Japan alliance, and economic and administrative reform. At present, the opposition
is in disarray and the LDP is strengthening as conservative independents return to
the fold. To regain a strong hold on power, however, the LDP Government will have
to deliver workable solutions to Japan’s economic and social problems and navigate
wisely on security issues. (See Chapter 4 - Politics.)

JAPAN INC

A common perception exists that Japan has been run for much of the postwar period
by the government-business-bureaucracy ‘iron triangle’ and networks of business
relationships referred to as ‘Japan Inc’. This was viewed as a closed circle which
planned industrial and economic development and restricted the scope for foreign
competition. While of diminishing relevance, this ‘circle’ is unlikely to disappear
altogether. Rather, the relationships are evolving in different ways. For example,
corporate self-interest is gaining importance, as Japanese business faces increasing
cost and competitive pressures at home and abroad. In addition, growing exposure to
liberalisation trends worldwide and ever-faster technological change has raised
questions about the effectiveness of the traditional system which allowed the
government to pick winners (and protect losers), but which also produced severe
rigidities and structural inefficiencies in sectors not exposed fully to international
competition.

Technology could reduce the effectiveness of government-business-bureaucracy
links. Business relationships in Japan increasingly depend on advanced technology,
such as computerised distribution and point-of-sale links, or networked financial
services. This could ostensibly reinforce exclusive business relationships (including
cartel behaviour) and weaken competition. However, technological advances more
probably will force companies to establish flexible rather than exclusive
relationships, because the pressures to constantly innovate will drive companies to
seek the most appropriate suppliers and partners available, inside or outside the
group. Fast-growing mail order and Internet sales pose additional competitive
challenges. (See Chapters 8 - Market Access, 9 - Distribution and 13 - Transport.)

STRUCTURAL CHANGE

Globalisation, competition from East Asia, demographics and economic factors
(such as the fluctuating yen) will continue to drive structural change in Japan. The
manufacturing sector will continue to rely on technological innovation to produce
higher-value-added goods, and will move offshore lower-value-added operations.
The services sector will evolve rapidly, absorbing workers displaced from
manufacturing. Reforms, if sustained, will improve communications, transport and
financial services, enhancing the business environment, cutting costs and
streamlining transactions, distribution and the supplier-customer interface.

Competition may eliminate many smaller companies in traditional sectors, such as
distribution, retailing and locally oriented manufacturing. Creative and flexible
medium-sized firms (many of which would be classified as ‘large’ in most countries)
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are emerging, especially in the tertiary sector, but also in manufacturing. At the same
time, many larger enterprises are consolidating their positions. (See Chapters 4 -
Macroeconomics, 5 - Trade, 6 - Internationalisation, 9 - Distribution, 13 - Transport and
14 - Services.)

‘Hollowing out’, in essence the transfer of domestic production offshore, has
underpinned Japan’s move into higher-value-added exports in recent decades. Given
the very rapid rise in US dollar-based wage rates in Japan over the last decade, the
hollowing out of labour-intensive processes is a natural phenomenon which should
be encouraged to improve efficiency in the economy. However, it has become a
concern since the pressures of structural rigidities and yen appreciation from 1985 to
1995 made many companies uncompetitive, leading them to move to lower-cost
production sites in Asia. In addition, firms remaining in Japan increasingly source
inputs from abroad.

However, Japan still has a comparatively low ratio of offshore production to total
manufacturing. In 1995, just 10 per cent of Japan’s manufacturing took place
overseas, compared with 25 per cent of the USA's and 21 per cent of Germany’s.
Hollowing out is only a concern if otherwise viable firms are forced by slow domestic
reform and an unrealistic exchange rate to relocate overseas.

The trend toward moving offshore slowed in 1996 and 1997 as the economy
improved and the yen strengthened to well above the ¥104:US$1 rate that many
firms considered their breakeven point (Economic Planning Agency, 1996).
However, large cost disparities remain between Japan and its trading partners.
Continued liberalisation should help prevent inappropriate hollowing out in future.
Ongoing structural adjustment will see greater specialisation in higher-value-added
industries, leading to the development of new high-technology and services-based
sectors. In addition, the solid, albeit slow, liberalisation moves in the financial sector
may forestall any significant hollowing out of the Tokyo money market. (See
Chapters 4 - Macroeconomics, 5 - Trade, 6 - Internationalisation, 7 - Finance and 8 -
Market Access.)

CAN THE YEN BE MANAGED?

Managing the yen to prevent excessive fluctuations and appreciation will remain
difficult. Many Japanese manufacturers are comfortable with the currency in the
¥110 to ¥120:USS$1 range, where it is cheap enough to sustain exports but not so
weak as to overprice the increasing volumes of imported inputs. A return to levels of
¥80 to ¥90:US$1 would cause great concern.

A number of reforms underway should reduce, over the medium term, the likelihood
of extreme currency fluctuations. Financial system reform aims to make Japan an
‘advanced international financial market (that) would promote access to and use of
the yen across national borders, ... allowing smoother fundraising by foreigners in
Japan as well as freer use of the yen abroad’ (Prime Minister Hashimoto, 1997). This
could smooth capital flows and ease exchange rate fluctuations, ensuring that
currency movements more appropriately reflect Japan’s economic fundamentals.
Macroeconomic management and continuing trade and investment liberalisation
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also may reduce the yen’s volatility. (See Chapters 4 - Macroeconomics, 6 -
Internationalisation and 7 - Finance.)

CAN JAPAN ACHIEVE A TECHNOLOGICAL EDGE?

Japan’s research and development intensity is among the highest in the OECD:
2.8 per cent of GDP between 1990 and 1994 (OECD, 1996).% Despite Japan’s
success, the government is concerned about the economy’s long-term innovative
capacity, given continued weaknesses in basic research.® Companies’ focus on
advancing their comparative advantages in applied technology has led to a further
decline in basic research in the 1990s, igniting concerns about ‘hollowing out’ of
R&D in a number of industries, including information technology, biotechnology
and new materials. Analysts have begun to question whether Japan may not be
falling irretrievably behind the US in terms of technological innovation (Nikkei
Weekly, 14 April 1997, p. 7).

To address these issues, Japan made a new commitment to basic R&D in 1996, with
legislation establishing a five-year science and technology development program and
encouraging venture capital investments. Fully implemented - and it will take
considerable political will to do so given fiscal constraints - the program would see
government science and technology spending rise to 1 per cent of GDP by 2001,
comparable to that of the USA and Europe. However, increasing the science and
technology budget may not be enough to give Japan a technological edge. The
country also may need to refocus its educational and training system to foster greater
creativity, and encourage an entrepreneurial system which advocates inventiveness
with its inherent element of risk.

Faced with domestic technical and human resource constraints, many Japanese
companies are commissioning R&D or establishing R&D activities overseas. Some
are joining the round-the-clock R&D trend by setting up R&D centres or
commissioning R&D in strategic locations such as the USA, Australia and Europe.
Under such programs, teams work on the same project around the clock, thus
progressing faster than a single one-time-zone research team. Companies then can
combine the world-class research with Japan’s strengths in designing innovative
processes and applications to develop winning products. This phenomenon is likely
to continue, hastening product development, further shortening product life cycles
and intensifying competition. The Japanese companies that can effectively develop
and use such links will maintain a technological edge. (See Chapters 2 -
Socioeconomic Evolution, 6 - Internationalisation and 14 - Services.)

8 The private sector finances and conducts more than two thirds of Japan’s research, while the government
funds about 20 per cent and other national sources about 10 per cent. The government’s main role is to
promote the exchange of research personnel between industry, academia and the public sector and to
disseminate information on R&D (OECD, 1996, pp. 134).

9 Weaknesses in basic research and the potential hollowing out of R&D were major concerns discussed in
the 1996 White Paper on Science and Technology, issued by the Prime Minister’s Office in May 1996
(OECD, 1996, p. 190).
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MANAGING CHANGE

Japan, in most ways, has achieved its goal of catching up with the West in
terms of economic power and international status. The challenge now is to
form a new national consensus around goals appropriate to take Japan into the
twenty-first century. Broad objectives are to remain competitive and enhance
the quality of life by coping successfully with intensifying international
competition and the challenges of an ageing and contracting population.

Reactive, piecemeal reform could place the Japanese system under major
stress, or even force it into long-term cyclical decline. Many Japanese are
urging the government to develop well thought-out, farsighted and far-
reaching measures that will resolve critical problems, enable Japan to regain
its growth momentum, and better position it to manage future challenges.

Much will depend on the Government’s continuing reform zeal. Achieving
the right pace and scope of reform to satisfy the majority while placating
entrenched public and private sector interests, and at the same time
endeavouring to achieve a majority in the Diet, will not be easy.

While the Hashimoto Government’s reform policy statements have been
lauded, they also have been criticised by pro-reformists as insufficient and by
anti-reformists as excessive. The pro-reformists point out that many measures
are not new, but have simply been repackaged, and that many are too gradual
to meet pressing needs. The anti-reformists say that Japan cannot cope with
major deregulatory shocks on top of the traumas experienced in the past few
years. They claim that people want stability. However, consumers and
businesses that have benefitted from the liberalisation, especially those still
facing high costs and international competitive pressures, are urging the
government to persevere.

Balancing these conflicting elements and proceeding in the nation’s best
interest will require great persistence, acumen and statesmanship.

THE CHALLENGES OF THE TWENTY-FIRST CENTURY

Japan’s objectives for the twenty-first century go beyond the goal of economic growth
(‘catching up with the West") which dominated much of the twentieth century. A
maturing economy, it must meet high expectations for quality of life and stability and
solve the social challenges an ageing society and increasing internationalisation pose.

The challenges ahead include:
« determining an appropriate domestic and international role for government

= attaining sufficient growth to support a large aged population with a shrinking
workforce and a declining population overall. This is a major incentive for
removing excess regulation and government intervention, freeing up the
economy and nurturing innovation

= embracing technological advances and providing the younger generation with
the tools to take advantage of them
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= improving the quality of life of individual Japanese
«  determining new comparative advantages and building on them

= defining a broader national interest and the appropriate bilateral, regional and
multilateral mechanisms to promote it.

The choices Japan makes in coming years will determine its capacity to meet the
challenges ahead. The choices will need to be timely to ensure that living standards
and growth continue to improve even as demographic change reduces the fiscal
options. The general consensus is that Japan will weather the current period of
political, economic and social uncertainty, achieving sufficient liberalisation and
innovation to sustain domestic and international competitiveness.

Overall, Australia-Japan relations are strong and multifaceted, and should continue
to strengthen and diversify into new areas of trade, investment and international
cooperation. While the pace of reform in both countries will determine to a certain
extent how ties mature, the potential benefits for Australia of Japan’s liberalisation
are substantial. Australia must remain well informed about the changing dynamics of
the Japanese market and the relationship, if it is to grasp successfully the
opportunities that emerge.
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Chapter 2

Japan is undergoing extensive societal introspection and change, driven primarily by:

= unprecedented affluence
= rising quality of life expectations, especially by youth and women
= adramatic ageing of the population

< an urgent need to revitalise the economy, following the worst recession for
decades.

Traditional Japanese institutions and practices are being challenged. Extended
families are increasingly the exception rather than the norm; families are getting
smaller; young and old people are living alone; women are participating more in the
economy, although not realising their potential; and the younger generation is
becoming more individualistic. Companies are restructuring and adjusting
employment practices, rewarding merit and performance alongside the traditional
seniority and loyalty; this in turn is producing a more fluid labour market. At the
same time, Japan may face labour shortages in the first half of the twenty-first
century. Some options are to use more efficiently existing labour resources,
particularly women, make greater use of foreign workers and free up the labour
market by continuing the deregulation process.

Consumer purchasing patterns also are changing, reflecting evolving tastes, wider
choice and greater price consciousness. Rising affluence has increased expenditure
on services and travel, and as the economy recovers from the recent recession,
shopping is less constrained.

In short, important changes are occurring that will affect doing business in Japan in
coming years. This chapter examines these trends and their implications for
companies. It first looks at the key demographic developments such as the ageing
population, changing household structures, generational differences and the status of
women. It then assesses the challenges to traditional labour market practices and the
education system. Finally, it examines how consumers are changing their spending
patterns.

TODAY’S SOCIETY

The 1996 annual White Paper on The National Lifestyle (Economic Planning Agency,
1996) claims that societal flux has eroded Japan’s self-confidence with people tired of
crisis and confused by change. The main reasons are that:

= the Japanese economic miracle ended abruptly with the collapse of the bubble
economy and the deepest and most prolonged recession in Japan’s modern
history, provoking much uncertainty about the future

27



Socioeconomic Evolution

= structural change, especially of households, birthrates, the labour market and
enterprises, has caused Japanese people to reassess the way they live and their
expectations for the future. Indeed, the central role of loyalty, which has
traditionally underpinned Japanese society, began to be re-examined in the
business environment as longstanding relationships, including those between
employer and employee, came under strain during the prolonged recession

= aspate of natural crises hit Japan: the 1993 drought and rice crop failure
necessitated the first-ever substantial rice imports; and the 1995 Great Hanshin
Earthquake caused major loss of life and drew criticism of Japan’s ability to
construct safe infrastructure and manage natural disasters

< Japan’s international corporate image was damaged by scandals exposing
inadequate internal management practices, such as the negative impact on
world copper markets of Sumitomo’s secret copper trading, Daiwa’s failure to
report US losses as required by US law and the US sexual harassment class
action suit against Mitsubishi

< scandals involving government and bureaucracy damaged the traditional
respect for the bureaucracy and faith in political leadership, such as the
Ministry of Finance’s failure to avert the collapse of the housing loan
companies, the 1996 scandal implicating the Health and Welfare Ministry in
the use of blood products tainted with AIDS virus and corruption charges
implicating politicians and bureaucrats

= Japan’s image as a harmonious, crime-free society was damaged following the
1995 poison gas attacks on Tokyo subways by Japanese cult members and
increases in violent and drug-related crimes.

It is not surprising, therefore, that longstanding institutions, role models and ideals
are no longer sacrosanct. Although more people feel their quality of life has
improved, they also are more pessimistic about the future than they were a decade
ago (Nikkei Weekly, 25 November 1996, p. 1, based on the White Paper on National
Lifestyle).

Japan’s population is expected to peak at 130 million between 2010 and 2015,
declining to 103 million by 2065 (Management and Coordination Agency, 1996, p.
33). In 1996, of a population of 126 million, 16 per cent was aged under 15, the next
70 per cent was aged between 15 and 64, and the remaining 14 per cent was aged 65
and over. Between 65 and 70 per cent of Japanese live in urban areas and surrounding
residential districts; more than 50 per cent live in Tokyo, Osaka and Nagoya. People
aged under 30 comprise more of urban than rural populations. Although income
disparity gradually is increasing, one thing unchanged in recent decades is that, like
most Western countries, most Japanese still consider themselves to be middle class
(Figure 2.1).

The proportion of elderly in Japan’s population is rising dramatically, and life
expectancy, already among the longest in the world, is still increasing.! The

1 For example, average life expectancy in 1995 was 77 years for men and 83 years for women. Australia
also has relatively high life expectancy: 74 years for men and over 80 years for women.
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proportion of elderly in the population will grow most rapidly over the next two
decades; by 2015, 25 per cent of the population will be aged over 65 (Figure 2.2). By
2040, almost 30 per cent of the population will be aged over 65, compared to 14 per
cent aged under 15. By 2040 then, 43 per cent of the population will be outside the
labour force (compared to 30 per cent at present), leaving just 57 per cent of the
population to support the children and the retired.?

24%

Figure 2.1

Self-Perception of Living Standards in Japan (1995)
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] Intermediate middle class
B Lower middle class

[ Upper middle class

] Lower class

[] Upper class

I Don't know

57%

Note:

Based on a Prime Minister’s Office survey in May 1995 of 10 000 people (with an effective response rate of
73.5 per cent).

Source: lJapan External Trade Organisation, 1996a, p. 146.

Of all socioeconomic developments, the ageing of the population has the most
profound implications for Japan. These include:

a smaller workforce paying taxes to support social services
a larger proportion of older employees in the workforce

a shrinking economically active population with greater incentive to save for
retirement, thereby altering consumption patterns (See Chapter 4 -
Macroeconomics)

a growing economically unproductive population drawing on savings and
pensions, reducing funds available for investment

more retired people seeking paid or unpaid postretirement occupations

increased demand for aged-care goods and services, straining the medical and
welfare budget

business opportunities emerging in the ‘silver’ (aged-related) industries
(see Chapter 14 - Services)

a society more influenced by the aged, and therefore more conservative.

However, a large proportion of Japanese retirees continue to work after retirement.
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Japan’s ageing population is explained mainly by the declining birthrate, which at
1.4 children for each woman in 1995, was the lowest in the world and far below the
2.1 rate needed to maintain a constant population size. This rate is projected to
decline further to 1.38 in 2000 and then climb slowly to hover around 1.6 from
2025.2 The birth rate is declining because:

Year

2065
2055
2045
2035
2025
2015
2005

1995

while more women work outside the home, work practices do not
accommodate working mothers

the economic cost of having children, especially of education, is relatively high
government and societal support for working mothers generally is lacking
more women are marrying later, or never marrying*

more married couples are having fewer children or refraining from having
children at all.

Figure 2.2

Ageing of Japan’s Population: 1995 to 2065
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Figures in parentheses next to the year indicate the total population (millions of people) projected for that year.

Source: Management and Coordination Agency, 1996, p. 33.

Based on a study by the National Institute of Population and Social Security Research using 1995 census
data, reported in the Nikkei Weekly, 27 January 1997, p. 3. However, Professor Noriyuki Takayama,
Hitotsubashi University, anticipates that the birth rate could fall to 1.1, the current rate for Tokyo, because
child rearing is so unrewarding for women and expensive (Far Eastern Economic Review, 3 April 1997,
p. 36).

Many women do not expect marriage will improve their quality of life yet most adhere to societal norms
and marry. In many cases, marriage places a heavy burden on women who become working mothers. In
1996, nearly 50 per cent of women in their late twenties and 20 per cent of women in their thirties were
single. It is forecast that 14 per cent of women born in 1980 will never marry, and the rate for future
generations will be similar (Nikkei Weekly 27 January 1997, p. 3, p. 6; Japan Times, 13 February 1997).
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Increasing pressure is on government and business to address the declining birth rate
and future labour shortages by easing the burden on working mothers; using and
rewarding more effectively available labour, regardless of age, sex and nationality;
and accelerating economic deregulation, allowing a more efficient use of labour
resources.

HOUSEHOLDS AND FAMILIES

While marriage is relatively stable by Western standards, in 1996 divorce reached a
record high in Japan at 1.7 divorces per 1 000 people,® compared to 2.8 divorces per
1 000 people in Australia. The number of single-parent families has risen up to
50 per cent since 1970 (The Economist, 21 December 1996, p. 28). By the mid-1990s
nuclear (two-generation) families comprised just over 60 per cent of households.
Single-member households comprised 25 per cent of households and three-
generation households comprised 13 per cent. Unlike in the past, most newly
married couples now live apart from their parents, because:

«  ‘they will lose independence if living with parents’
=  ‘they dislike having to yield to the wishes of the older generation’

=  ‘the house is too small, so two or three generations cannot live together’ (Japan
External Trade Organisation, 1996b, p. 20, based on the 1993 Basic Survey of
National Life).

The number of single-member households is rising, as affluence, education and
increased adaptability enable more young and old people to lead independent, self-
reliant lifestyles. When grandparents live in an extended family it is often at the
request of their children who benefit from pooling family assets and having live-in
housekeepers and baby-sitters. Increasingly, grandparents object to this role being
thrust on them (Fujiwara, 1995).

Most married women with grown children or with no children work, mostly in part-
time positions. Of all women working full time, 41 per cent are married; whereas, of
those working part time, 78 per cent are married. These women spend some of their
extra income on travel, eating out, cultural pursuits, and high-quality personal effects
such as clothing and accessories. They also save for children’s education or use
money for mortgage repayments. Although the employment situation for women
deteriorated during the recession, the number of double income families is expected
to increase. In addition to increasing household purchasing power, this phenomenon
is changing consumption patterns. More time at work leaves less time for the home,
boosting demand for convenience foods, home services, education, child care and
flexible shopping hours. It also leaves fewer family carers for elderly relatives,
increasing demand for aged-care services.

s As reported in the Nikkei Weekly, 9 September 1996 and 13 January 1997, based on data from the
Ministry of Health and Welfare. Most divorce occurs among couples married less than five years.
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The first baby boomer generation, born immediately after World War 11 into a life of
scarcity and intense competition, was also the first to experience the affluence
Japan’s economic prosperity generated. They sacrificed much to enable Japan to
achieve rapid economic growth and catch up with the West, obeying requirements to
conform. They tend to be very status conscious, buying fashionable products that
provide prestige and excitement, and spent lavishly during the bubble economy
period.

The second baby boomer generation, born in the early 1970s, are very different.
Typically, they are:

= very concerned with their individual identity
= less competitive than preceding generations

< less committed to work, changing jobs at a higher rate than preceding
generations and focusing more on family and personal fulfillment

= governed less by sexually prescribed roles than previous generations
« very aware of and burdened by the ageing population

e extremely fashionable and style-literate, knowing what they want and
dismissive of anything that does not suit their taste.

The younger generation’s increased focus on individualism and quality of life has led
the older generation to label them as lazy and lacking the capacity to maintain
Japan’s place as a leading world economy.

WOMEN’S STATUS CHANGING, SLOWLY

In the 1990s, over half of working-age women are employed and more women than
men enter tertiary education often with higher grades than males, but still Japanese
women lag behind women in other industrialised nations. Increasingly, they are
aware of this but tend to be risk adverse when assessing the impact of change against
the security of traditional values.

While more women than men now turn out to vote, they have little influence in the
political system. In 1996, women comprised only 7.6 per cent of national politicians,
well below many other countries.® In December, 1996 of 500 seats in the lower house,
women held only 23 or 4.6 per cent; of 250 upper house seats, women held 34 or
13.5 per cent.

The one area where Japanese women express themselves freely is in consumption;
they are by far the most active consumers in the world (Fujiwara, 1995).
Traditionally, Japanese women managed the family budget, controlling regular
expenditure on food and household items, but also strongly influencing spending
decisions on consumer durables, education and leisure activities. This role now is
expanding with increased affluence. For example, in 1996 the Japanese (mainly
women) accounted for 70 per cent of worldwide sales of designer-label clothes
(Nikkei Weekly, 22 April 1996).

6 Comparable figures are 21 per cent in Australia, 11.4 per cent in Indonesia, and 38 per cent in Sweden.
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Young women in their 20s and 30s who live with their parents and commute to work
have very high purchasing power, are extremely fashion conscious and enjoy
shopping. These ‘single aristocrats’ spend more on clothing, accessories and
cosmetics than any other age group; they save for expensive sports, domestic and
international travel, weddings and their own homes; and they list friends, travel and
good health as their main interests. These women also work for longer, although they
can be pressured if they are not engaged or married by 26, the average age for first
marriage.

Japanese women were once stereotyped as ‘meek and patient’. Whilst Japanese
women had power within the home, their influence outside the home was very
limited. However this is changing, albeit slowly. Younger Japanese women are losing
their fear of being thought ‘unfeminine’ if they speak their minds, and teenage girls
increasingly adopt the curt ‘male’ speech patterns. Older women, too, are more
assertive. For example, in March 1996, hundreds of housewives in Hiroshima
Prefecture forced a referendum which deposed the local mayor because he would not
build a new hospital for the aged, whose main carers are housewives (The Economist,
1 June 1996, p. 91).

However, in politics, public administration and business, women have yet to achieve
the influence of their counterparts in other industrialised countries. According to
Shizue Kato, the 100-year-old ‘grandmother’ of Japanese feminism and the first
woman elected to parliament, Japanese women now are among the best educated and
richest in the world, but need to be more assertive and take on decision-making
positions (The Economist, 1 June 1996, p. 91).

OVERSEAS TRAVEL

Japanese overseas travellers have almost doubled in less than a decade (Figure 2.3
and Chapter 14 - Services). Even during the post-bubble recession, the strong yen
encouraged overseas travel, which declined only in 1991. The two most travelled
groups are young female tourists and older businessmen (Table 2.1). Significantly, in
1995 the Japan Travel Bureau reported a marked increase in families travelling
together. Exposure to overseas living standards through travel and living abroad has
encouraged the Japanese to improve the quality of their lives. They seek better
housing, more leisure hours, various leisure activities and more high-quality,
reasonably priced goods and services, including imports.

33



Socioeconomic Evolution

Figure 2.3
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Source: Japan External Trade Organisation, 1996a, p. 158 (based on the Ministry of Justice’s Annual Report of Statistics on
Legal Migrants, 1995).

Table 2.1

Profile of the Japanese Traveller (1994)

Travellers, Most-travelled by age millions of people
Total Population — 20-29 years old 3.8

Male — 40-49 years old 1.8

Female — 20-29 years old 2.4

Most common reasons for travel per cent of travellers
First — Tourism 83.0

Second — Business 13.0

Third — Scientific study and research 9.0
Strongest growing reasons for travel per cent change from 1993
First — Business 18.0

Second — Tourism 13.0

Third — Study and acquisition of technical skills 11.0

Most popular destinations per cent of travellers
First — USA 32.0

Second — Republic of Korea 11.0

Third — Hong Kong 7.0

Source: Japan External Trade Organisation, 1996, pp. 158-59 (based on the Ministry of Justice’s Annual Report of Statistics on
Legal Migrants ).
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THE JAPANESE AT WORK

Japan’s labour market is facing major structural change in the wake of recession,
financial crisis, increased import penetration, heightened competition and an ageing
population. Employers are confronting complex management issues as they seek to
improve competitiveness. The production of many low-value-added products already
has moved overseas, especially to Asia, to benefit from lower costs and to service
local, as well as Japanese, markets. At home, employers must balance an immediate
need to restructure enterprises and reduce workforces with the longer-term prospect
of labour shortages.” It will be critical to the control costs associated with more older
workers, given the seniority based remuneration system.

Employees are experiencing unprecedented job insecurity as a result of the
restructuring. This shocks those who have been devoted to one company. People of
all age groups, but especially those just beginning their careers, are reassessing the
balance between their private and working lives. The result is traditional attitudes to
corporate loyalty are eroding.

Japan’s record unemployment of 3.5 per cent in 1996, although low by world
standards, reflects a turbulence unusual to the Japanese labour market. Furthermore,
if hidden unemployment® were included, the rate would be 8 to 10 per cent, similar
to many other industrialised countries.®

Unemployment has hit younger people and women. The unemployment rate for
people aged 16 to 25 is more than double the official national average mainly because
companies cut recruitment instead of dismissing existing employees during the
recession. Also younger workers are more inclined to leave jobs they find
unsatisfying, making them relatively mobile (Figure 2.4). Thus, at any given point
they are more likely to be between jobs and recorded as unemployed.

While firms have been reluctant to retrench permanent male staff, they have
retrenched part-time employees, a category almost entirely female. Moreover, in
1996, for every male Japanese graduate seeking work, 1.3 jobs were available; for
every female, fewer than 0.5 jobs were available (The Economist, 1 June 1996, p. 91).
Female graduates call the present employment situation the ‘super ice age’, and
consequently complain more about discrimination. While statistics do not yet show
large numbers of unemployed people in their mid- to late careers, company
restructuring efforts focus on this age group and it faces an unprecedented rate of
early retirement or transfers to subsidiaries or other companies.

v Government forecasts show the young workforce (aged 20 to 29) declining from its current level of
around 19 million to about 12.5 million over the next two decades. The size of the total Japanese
workforce is expected to start to decline even earlier, probably before the turn of the century.

8 That is, counting people who are so discouraged by employment prospects that they drop out of the
labour market and others who are not included in official statistics, such as part timers who would like to
work full time.

N A senior economist at Sakura Institute of Research expects that the recent 3 per cent unemployment rate
may be the natural unemployment rate of a more mature Japanese economy (Nikkei Weekly, 3 February
1997, p. 3). If this is the case, it will entail a major change in employment policies and attitudes.

35



Socioeconomic Evolution

Figure 2.4

Trends in Workers Wishing to Change Jobs
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Source: Ministry of Labour, 1996.

Nevertheless, actual employment cutbacks are tempered by expectations of a labour
shortage in the next century due to the ageing population. This, combined with a
traditional reluctance to dismiss workers outright, means that the level of
underemployment remains significant.

LABOUR MARKET RIGIDITIES

Lifetime employment and seniority-based labour management practices are only the
norm for male workers in larger enterprises, estimated to cover between 20 to
40 per cent of the labour force. However, all employees in Japan tend to stay with
the same company for relatively long periods; in 1996 the average length of
continuous employment for men was 12.7 years and 7.4 years for women, higher
than for any other country (Nikkei Weekly, 25 November 1996, p. 2).1° These and
other institutional arrangements have led to labour immobility, thereby impeding
enterprises’ ability to adjust quickly to change - a reason often used to explain the
length and depth of the recent recession. For example:

= an important part of the government’s unemployment relief program assists
firms to maintain labour rather than redeploy workers to more profitable
activities

= retirement pension systems are not portable

= the size of the retirement lump sum tax exemption is a function of the length
of continuous service with one firm, rather than a function of total working
life.

10 For example, the corresponding figure for men in the USA was 7.5 years, and in the UK was 9.2 years.
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As well as impeding the movement of labour from declining to emerging industries,
labour market rigidities affect Japan’s performance at the micro level, both
domestically and overseas. Management practices and protectionist policies insulate
many domestically oriented businesses from global competition. Restrictions on
competition enable companies to maintain inflexible and outdated business
practices and to pay higher input costs. These burdens are passed on to consumers as
higher prices. The key issues include:'t

=  risk-averse behaviour: employees are reluctant to make bold decisions which
might derail a lifetime career; this conservatism stifles firms’ progress

= barriers to women: as attitudinal and structural impediments to the effective use
of women’s qualifications and abilities abound, Japan underuses half its
potential labour supply

= individual fulfilment: the lack of alternative employment opportunities means
that employees are often subject to the whims of management in job
assignment, regardless of individual abilities and preferences

=  personal lives: companies often instil a culture whereby willingness to accept any
transfer, work excessive hours and take few holidays are criteria for promotion
to management positions; this seriously affects family life

= workplace concerns: firms’ incentive to respond to concerns about work
conditions is weakened as they know employees are unlikely to leave

< conformity: workplace practices encourage corporate cultures emphasising
conformity; this reduces their ability to integrate diverse viewpoints and
negatively affects creative decision making and the flexibility required for
global operations.

In the past, some of these characteristics were advanced as aspects of Japan’s
traditional values system that assisted the economy to rapidly achieve Western
income levels. That so many basic workplace features now are seen as barriers to
change indicates the challenge management faces in reassessing core values and
realigning priorities. For this reason, change is unlikely to be rapid.

CHANGES IN THE WORKPLACE

Nevertheless, the changes occurring in the workplace include encouraging staff to
take holidays, offering early retirement programs, basing pay and promotion more on
merit and less on seniority, refusing to guarantee lifetime employment and practising
more flexible recruitment. For example, almost 60 per cent of the 251 companies
listed on the Tokyo Stock Exchange reported that they gave preferential treatment to
employees prepared to take early retirement, compared with only 20 per cent in 1980
(Institute of Labour Administration’s annual 1995 survey). One-third offered early
retirement benefits to employees aged under 50, and 6 per cent to employees aged
under 40 (Look Japan, December 1995, p. 5).

1 These are according to Rochelle Kopp, Managing Principal of Japan International Consulting in Chicago
and author of The Rice Paper Ceiling (Nikkei Weekly, 29 April 1996, p. 7).
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More companies are recruiting throughout the year according to need rather than
relying on an annual graduate intake. Daiei, for example, has even ended the
traditional celebrations for new graduates entering the company to discourage
expectations of lifetime employment. Although not a mainstream trend, some
progressive companies appoint foreign executives to introduce change. A more
positive attitude towards foreign employees, especially in their promotion to
management positions, could eventually help deal with labour shortages. Even
opportunities available to foreigners in local and prefectural governments are
reported to be increasing (Nikkei Weekly, 3 February 1997, p. 1). Similarly, working
for foreign companies is becoming more acceptable among Japanese, giving foreign
investors better access to high-quality employees. Indeed, more ambitious young
graduates, especially women, see working for foreign companies as more rewarding
than working for traditional Japanese enterprises.

Part-time employment? has grown rapidly in the 1990s due to its flexibility in
controlling labour costs in a flat and increasingly services-oriented economy. In
1995, part-time employment grew eight times faster than full-time employment
(2.5 per cent versus 0.3 per cent), and relatively strong growth should continue.
Because more women work part time and for less pay, part-time workers’ earnings as a
proportion of full-time earnings have fallen.

CHANGING LABOUR PRACTICES

Nippon Steel’s three-year restructuring plan, which started in 1994, will
abolish 4 000 white-collar positions and 3 000 blue-collar jobs. Half of the
white-collar reduction will be through attrition and the remaining 2 000
employees will be transferred to affiliate companies.

Fujitsu introduced a merit-based salary system for its professional staff to give
management some discretion in rewarding employee ability and performance.
Between 1994 and 1997, 7 000 managers and 6 000 senior professionals from
a workforce of 54 000 were moved to this system.

Nihon Unisys, in 1994, transferred employees aged 50 to 55 to subsidiary
companies, in theory extending their employment to the age of 63. These
employees also were given the chance to start new careers in related firms. For
example, Nihon Unisys assisted employees aged 48 to 58 find new jobs with
subcontractors or, alternatively, guaranteed business to any employee aged
under 55 with 20 years’ service who started a business in a relevant field.

East Japan Railway Company introduced the ‘New Life Plan with Paid Time
Off’, which more than 600 employees accepted. Under this plan, employees
aged 55 and over were given retirement options ranging from extended paid
leave and transfer to an affiliated company, to early retirement.

Source: Australia-Japan Economic Institute, 1996, p. 14.

12 Less than 35 hours work per week.
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While demand is mostly for unskilled part-time workers, outsourcing has increased
the need for skilled workers. This development has placed pressure on the 1986
Manpower Dispatching Business Law, under which the Ministry of Labour retains
control over private temporary employment agencies and restricts the employment
categories they can cover. In 1997, the Ministry increased the number of categories
from 16 to 28 but pressure remains on the Government to remove more restrictions
to improve labour market flexibility. In the meantime, temporary placement agencies
are branching out into career counselling and retraining.

While companies practise early retirement policies, after many years’ debate the
Government is extending the retirement age. From 1998, the official retirement age
will be increased from 55 to 60, and it may be further extended to 65. However, large
companies oppose moves in this direction due to the cost of maintaining expensive
elderly labour. Despite the official retirement age, in 1994, 75 per cent of men aged
60 to 64 years, and 50 per cent aged 65 to 69 still worked (Japan External Trade
Organisation, 1996b, p. 29). At the same time, the Government gradually has
shortened the working week for large companies, with small and medium-sized
companies to follow within two years.

FEMALE EMPLOYMENT

According to the Ministry of Labour, in 1995, 20.5 million women comprised nearly
40 per cent of the workforce (Japan External Trade Organisation, 1996a, p. 125) - a
proportion only slightly lower than Australia’s 43 per cent. The female labour force is
being redistributed from factories and primary industries into white-collar
occupations (Figure 2.5). In 1994, more than one third of working women were in
clerical positions, up almost 10 percentage points from 1960. More than one quarter
were in professional, technical and sales occupations, the fastest-growing segments.?
However, the proportion of women employed as officials and managers remained
relatively unchanged, at a minuscule 1 per cent (Table 2.2).%

Table 2.2

Working Women - Per Cent Who Are Managers

Japan USA Canada Germany
(1995) (1993) (1993) (1991)
Female employees who are managers 1.0 11.4 13.1 1.6

Source: Japan External Trade Organisation, 1996a, p. 125.

13 The one exception to these trends has been the dramatic growth in women classified as labourers.

Ed By comparison, in Australia, women comprise 22 per cent of managers and administrators, 41 per cent

of professionals, 36 per cent of paraprofessionals, 6 per cent of tradespeople, 71 per cent of clerks,
51 per cent of sales and personal service workers, 9 per cent of plant and machinery operators and
24 per cent of labourers and related workers (Australian Bureau of Statistics, 1994).
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Figure 2.5

Changing Female Employment Structure
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While Japan adopted Equal Employment Opportunities legislation in 1985, the law
contains no punitive measures, so it is relatively ineffective. In 1984, before the
Equal Employment Opportunities law was enacted, 66 per cent of companies
admitted to hiring men for skilled and managerial jobs and women for clerical tasks.
By 1992, although some progress had been made, the figure was still a high
40 per cent (The Economist, 1 June 1996, p. 91). Japan compares poorly with
international levels in that:

= only 4 per cent of managers are women (Table 2.3)
= only 0.3 per cent of board members in large Japanese corporations are women

< women earn only 62 per cent of men’s earnings on average (compared to
65.5 per cent in Australia)

e the 1947 Labour Standards Law restricts women’s working hours, thereby
limiting their career opportunitiest®

= the first workplace sexual harassment case was only won in 1995.

Many women seeking professional careers opt to join international companies or
organisations, or to start their own businesses. For example, between 1975 and 1995,
the number of Japanese women employed in specialist or higher positions in the
United Nations grew from 19 to 190 (Nikkei Weekly, 6 May 1996, p. 14). In most

% This law prohibits women from working more than six overtime hours per week and a total of 150
overtime hours per year; working on public holidays; and working between 10 p.m. and 5 a.m. All
manufacturing and most services jobs are covered by the law. In July 1996, a council established by the
Ministry of Labour proposed eliminating this law (Nikkei Weekly, 9 September 1996, p. 1).
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cases, however, Japanese women still have to choose between a family and a career.
With the workforce shrinking, Japan can ill afford to ignore the skills of its highly
educated and talented women.

Table 2.3

Women As a Per Cent of Managers in Japan
Pre- and Post-EEO Law

1984 1994

Total Department Section Chief Total Department Section  Chief

head head  clerk head head clerk
Per cent of
managerial
positions at

this level 100.0 7.1 25.0 67.9 100.0 6.9 28.4 64.8
Women as
per cent of
managers at

this level 25 1.1 1.5 4.0 3.9 1.4 2.6 6.4

Note:  Based on data from companies with 100 or more employees.
Source: Japan External Trade Organisation, 1996a, p. 124 (based on Ministry of Labour data).

EDUCATION

Japan’s education system, long hailed as one of Japan’s fundamental strengths, now is
subject to increasingly trenchant criticism (Table 2.4). The system, by perpetuating
loyalty to the status quo, focusing on rote learning and failing to foster inquisitive
minds, is hindering attempts to revitalise the economy. Education tends to be highly
structured and inflexible, disadvantaging students who attend schools that do not
prepare them for entrance examinations in Japan. After exposure to Western
schooling, Japanese parents often despair that their children are discouraged from
even asking questions in class. According to Professor Hideo Aiso® ‘it is not enough
just to acquire knowledge; students must also be able to organise and use it’ (The
Australian, 23 October 1996, p. 28). Improved education is essential to keep Japan
internationally competitive, yet in some key areas (for example, foreign languages
and computers) Japan has fallen behind other developed countries. Consequently,
Prime Minister Hashimoto included education reform as one of his ‘six pillars of
reform’.

16 Professor Hideo Aiso is Keio University’s Chair of the Graduate School of Media and Governance.
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Table 2.4

Participation Rates in Japanese Education
Per Cent, 1986 and 1995

1986 1995
Total Males  Females Total Males Females
Advancement to high school 94.2 93.1 95.3 96.7 95.8 97.6
Advancement to universities and junior
colleges within two years of high
school graduation 34.7 35.9 335 45.2 429 47.6

Note: Japan has an average 99.99 per cent participation rate in compulsory education.
Source: lJapan External Trade Organisation, 1996a, p. 152 (based on Ministry of Education data).

The education system shows some preliminary signs of change. Inagakuen High
School is one example (see box). The innovative 4 000-place Shonan Fujisawa
Campus of Keio University is another. It aims to nurture individuality, originality
and internationalisation and has ten applicants for every available place (The
Australian, 23 October 1996, p. 28).

THE NEW-LOOK JAPANESE SCHOOL?

Inagakuen High School, north of Tokyo enrolls 3 000 students, and is the
largest upper-secondary school in Japan. It is a comprehensive school that
aims to foster individuality and creativity, offer educational freedom and
choice, and emphasise internationalisation. The school’s motto is: think for
yourself and be creative in society.

Entry is competitive: only one in three applicants is accepted. Some students
travel 2.5 hours per day to attend the school. Each year, 90 per cent of
Inagakuen students apply for university places and about half are successful,
above the national average.

Source: The Australian, 23 October 1996, p. 28.

However, the tight hold of the Ministry of Education, or Monbusho, over the formal
education system may impede reform. While freedom to determine courses and
curricula in universities has increased, the Ministry continues to control student
intake to protect small regional universities. It apparently took US intervention
before the Ministry of Education allowed publicly funded universities to subscribe to
the Internet.
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As education broadens in Japan, demand for more nontraditional educational
services will increase. Education is being reassessed and its lifetime value
strengthened.’ Universities gradually are offering more evening classes, opening
their doors to mature-age students and playing a larger role in retraining an
increasingly mobile labour force. Demand for vocational education is increasing as
more people seek postretirement pursuits. (See Chapter 14 - Services.)

Another force driving change in the education system is the transformation of
Japanese employment practices. As university degrees no longer guarantee secure
long-term employment, many students seek alternative qualifications for working in
smaller enterprises and starting their own business. Universities and business colleges
have responded by offering more courses in entrepreneurship, for example at
Toyohashi Sozo College near the city of Nagoya. One third of its students are
accepted on their high school credentials; the rest complete a special entrance exam.
In 1996, applicants exceeded places ten-fold. The story is similar with the three-year-
old University of Aizu, Fukushima Prefecture. Students also are increasingly keen
participants in Japan-wide seminars on entrepreneurship by the MITI-affiliated
Venture Enterprise Centre (Nikkei Weekly, 3 October 1996).

CONSUMER VALUES

In the late 1980s when the economy was booming and incomes were rising, the
Japanese became well known for extravagant spending. During the recession of the
early 1990s, consumers became preoccupied with low prices and frugality, and
consumption expenditure plummeted. However, in late 1995, as expectations of
economic recovery strengthened, consumers began to move towards ‘smart
shopping’,*® and since then, value for money has become the primary concern. This
section explores how consumption patterns are evolving in Japan.

In recent years, exporters to Japan have benefitted enormously from consumers’ more
positive attitude towards imported goods. Whereas expensive brand-name imports
were always fashionable and popular, consumers were less receptive to other
imported products. Imports are increasingly acceptable because:

= consumers are less tolerant of the large price discrepancies between domestic
and foreign products

= import prices are lower due to the strong yen of the early 1990s and distribution
system reforms

= quality, after-sales service and marketing have improved as more exporters
become familiar with market requirements

1 According to Katsuhide Kusahara, Director General of the Monbusho’s Lifetime Learning Bureau, Japan is
entering ‘a new stage of social evolution where education is valued throughout an individual’s lifetime’
(Look Japan, January 1996, p. 9).

18 ‘Smart shopping’ refers to the trend of spreading purchases across a variety of price ranges, from cheap
insignificant brands to expensive famous brands, but always with the overriding objective of seeking
sound quality and good value.

43



Socioeconomic Evolution

=  market-opening measures and deregulation facilitate import access

= consumers are better informed through personal travel, TV, mail order
shopping and the Internet.

However, just as brand-name consciousness is deeply embedded in consumer
behaviour, so too is strong loyalty to Japanese products. Thus, although import
penetration has increased significantly and should continue to do so, this does not
mean that Japan has suddenly become an ‘easy’ export destination. However, it is
more accessible than previously. (See Chapters 5 - Trade, 8 - Market Access and 9 -
Distribution.)

Social and economic change, especially increasing real incomes, also have affected
consumers’ purchasing decisions (Tables 2.5 and 2.6). The distribution of household
disposable income has changed since the early 1980s, as:

=  expenditure on services generally increased more than expenditure on goods

= relative expenditure on food declined

=  expenditure on education and housing increased strongly.

A breakdown of food expenditure also demonstrates the effects of increased affluence
and changing lifestyles on consumer preferences (Table 2.7). For example, while
expenditure on rice fell, spending on prepared foods, fruit juice and bread increased.
(See Chapter 11 - Agrifood.)

Table 2.5

Monthly Household Budget in Real Terms

1983 1994 Per cent
Yen Per cent of Yen  Per cent of change:
disposable disposable 1983
income income to 1994
Total disposable income 344 133 100 481178 100 40
Total living expenses 272 199 79 353116 73 30
of which
Food 72 099 21 81 513 17 13
Housing 12 929 4 22 446 5 74
Water and utilities 15 774 5 19 150 4 21
Furniture and household utensils 11 216 3 13 239 2 18
Clothing and Footwear 18 910 6 21 963 5 16
Medical care 6 436 2 9474 2 47
Transportation and
Communication 25729 8 37 301 8 45
Education 10 414 3 18 988 4 82
Reading and recreation 23 462 7 34 549 7 47
Other living expenses 75 230 22 94 491 20 26

Note:  Percentages rounded to nearest whole number.
Source: lJapan External Trade Organisation, 1996b, p. 24 (based on data from the Office of the Prime Minister’s Report on the

Household Budget Survey, 1994 ).
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Table 2.6

Changes Taking Place in Consumer Purchasing Patterns

Quality
Japanese consumers seek quality, reasonably priced products. Minor faults, for example, in
presentation, unimportant in other markets, can make products unacceptable in Japan.

Recent developments
Packaging: While quality packaging is important, excessive packaging is being reduced to avoid
waste and lower costs.

Price

During the post-bubble recession, less expensive products became popular. Retailers responded
with cheap imports, both foreign-branded and private-brand merchandise.

Recent developments
Daily shopping: Purchasing fresh food daily is still common. Daily price fluctuations are monitored
and supermarket and department store specials are watched carefully.

Brand consciousness: For items such as sporting goods, cosmetics, shoes, and bags, brand-names
remains important. Good quality, wellknown brands at reasonable prices are most popular.

Fashions

Consumption in Japan has long been characterised by short-lived ‘fads’ often started by new
products featured in the media, magazine articles and advertising campaigns.

Recent developments
Individualism: Individual rather than group-oriented expression now is more socially accepted,
influencing the purchasing of personal consumer items.

Brand consciousness: Young adults are fashion conscious and influenced by popular brands.
Value for money is important.

Colour preferences

Popular colours show both traditional and Western influence. Traditional colours are more
subdued. Dress is influenced by age; older people choose more conservative colours.

Recent developments
Clothing: Greater colour variety is popular across all age groups.

Variety: Similarly, more colourful products are popular.

Environment
Environmental consciousness has risen steadily in recent years.
Recent developments

Recycling: Businesses are reducing excess packaging; disposable products are being revised; and
recyclable goods are increasing.

‘Friendly” products: Organically grown and other ‘environmentally friendly’ products are
attracting attention, indicating good opportunities for ‘clean and green’ goods.

Source: Japan External Trade Organisation, 1996b, pp. 31-34.
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Table 2.7

Annual Food Expenditure by Household

‘000 Yen
1985 1988 1991 1994 Per cent
change
1985-1994

Rice 75.3 (8) 64.4 (7) 61.8 (6) 63.4 (6) -16
Bread 23.5(3) 24.2 (3) 27.6 (3) 28.8 (3) 22
Fish and shellfish 130.1 (14) 128.9 (13) 140.0 (13) 128.2 (12) 2
Meat 96.8 (10) 93.1 (10) 98.5 (9) 88.9 (8) -8
Vegetables and seaweed 114.8 (12) 117.9 (12) 135.5 (13) 128.2 (12) 12
Milk products and eggs 44.0 (5) 40.9 (4) 47.9 (4) 46.6 (4) 6
Prepared foods 60.0 (6) 68.3 (7) 85.0 (8) 89.4 (9) 50
Green teas 6 (1) 6.4 (1) 6.6 (1) 6.7 (1) 2
Black teas 3 (<1) 1.6 (<1) 1.0 (<1) 0.8 (<1) -41
Coffee and cocoa 1(1) 7.0 (1) 7.3(1) 7.6 (1) 7
Fruit juice 9 (1) 9.3 (10) 11.8 (1) 12.5 (1) 58

Note:  Parentheses indicate percentage of total food expenditure, rounded to nearest whole number.
Source: lJapan External Trade Organisation, 1996b, p. 25 (based on data from the Office of the Prime Minister’s Report on the
Household Budget Survey, 1994).

REGIONAL SIMILARITIES AND DIFFERENCES

The postwar trend towards greater homogeneity throughout Japan continues.
Consumers receive the same education, read common newspapers and watch
nationally broadcast television programs. Ownership of commonplace consumer
durables (Table 2.8), except heating and cooling devices, varies little between
regions. Clothing expenditure also is fairly constant across the country. However,
regional differences remain, especially in industrial infrastructure, specialisation and
scale, and local traditions and culture, all of which affect lifestyles and market
opportunities. The cost of living is higher in urbanised areas. Spending on leisure and
education activities is also higher, reflecting the greater range and choice. (See
Chapter 10 - Regions.)
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Table 2.8

Proliferation of Main Consumer Durables, December 1995

Per cent of households nationwide Average years of use!
Refrigerator 97.8 11.6
Washing machine 99.0 8.9
Vacuum cleaner 98.3 7.7
Air conditioner 77.2 10.4
Colour TV 98.9 9.3
VCR 73.7 7.5
Video Camera 31.3 6.6
Computer 394 5.9
Car (new) 47.0 6.3

Note: 1. Denotes the average period that households which brought new items during October to December 1995, had
previously owned comparable items.
Source: lJapan External Trade Organisation, 1996a, p. 146 (based on Economic Planning Agency data).

NEW OPPORTUNITIES FROM SOCIAL CHANGE

An ageing population, greater import penetration, increased affluence and exposure
to foreign ideas through travel, and economic restructuring have coincided to
produce extensive change in Japan. Traditional practices in the market, the
workplace and the home are giving way to new approaches. Many institutions and
practices being challenged served Japan well in the past, but now are outdated.

Most families are nuclear, and one-child families are increasingly the norm. Single-
member households also have increased significantly. Jobs are less secure, and
younger people’s career structures are unlikely to follow the same paths as their
parents. As firms restructure to improve competitiveness and prepare for forecast
labour shortages and an older workforce, labour is becoming more mobile.
Increasingly, merit and performance will determine success. A key issue in coming
years will be how to best use scarcer human resources, for example, attracting more
women to the labour market. In turn, the education system is under scrutiny, with
some changes occurring as the need for reform becomes more urgent.

Consumer spending patterns have changed significantly. Expenditure has increased
on services and decreased on goods, and imported products are much more
acceptable. Following a period where frugality was shoppers’ major concern,
economic recovery has made shoppers more aware of value for money regardless of
the price category. Compared with a decade ago, after accounting for inflation, the
typical household spends nearly twice as much on housing and education and 50 per
cent more on health, transport, communication and leisure activities. Some of the
opportunities arising from this shift in expenditure are covered in Chapters 9 -
Distribution and 14 - Services.
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Virtually all the changes explored in this chapter give rise to business opportunities
in Japan, ranging from servicing the needs of the aged and dual-income families to
introducing innovative new ideas in leisure, tourism and education. These changes
also are reducing gradually the insularity of the Japanese market and increasing the
acceptance of things foreign, making it easier to do business in Japan. However,
being successful in Japan still requires thorough research, a professional approach to
marketing, a quality product, long-term commitment and plain hard work.
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Chapter 3

Following four years of political uncertainty, Japan appears to be heading back into a
somewhat more stable period of conservative rule, although the situation will remain
fluid in the short term. The survival of the current Liberal Democratic Party (LDP)
Government headed by Prime Minister Ryutaro Hashimoto will depend largely on its
success in delivering economic and governmental reforms that set Japan on a healthy
course for the coming decades.

The Japanese Government will confront a number of difficult and controversial
issues over the next few years, including:

=  determining the appropriate role for government, choosing between extensive
intervention in the economy, and continued administrative reform and
economic deregulation, which would lead eventually to comparatively minor
intervention

= reassessing foreign policy alignments as Japan’s economic interests in Asia grow
and as its international role broadens

= establishing a new security policy that will be broadly acceptable to the
electorate and meet Japan’s national interest.

Japan’s choices on these and other issues will be crucial for its future, although as in
other democracies, the different groups probably will compromise. With
conservative values and politics expected to predominate in coming years, voters will
be looking for a pragmatic and flexible approach that delivers results.

This chapter explores the evolution of the Japanese system of government and
politics from the postwar period to the present day, with a focus on economic and
social policy. It analyses how the LDP stayed in power for nearly four decades, how it
responded to change and the need for reform over that period, why it lost
government in 1993, and how the current LDP Government is addressing reform.
Finally it looks at how the political framework may evolve.

THREE POSTWAR PHASES OF GOVERNMENT

Japan’s postwar political and governmental system has evolved in three main phases:

1. The 1945 to 1952 US Occupation. This imposed fundamental changes on
the Meiji and militarist governmental structures, including enacting a new
Constitution (see box). Japan was firmly incorporated into the US Pacific
security alliance, setting the external parameters for Japan’s postwar foreign and
defence policies. The alliance of conservative parties which was to become the
LDP pragmatically accepted these changes, and developed a two-pronged
policy platform giving priority to economic growth and limited rearmament
within the US alliance. This won broad electoral support and formed the
foundation for the LDP’s domination of government for the next four decades.
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2. The 1955 to 1993 period of one-party LDP government. The LDP realised
its chief policy goal of economic growth and ‘catching up with the West’, the
main element in maintaining its popular mandate. The strategies and processes
of government of this period became known as the ‘1955 system’. By the 1990s,
however, Japan faced new global and domestic circumstances and challenges,
and the conservatives failed to agree on policies to address them. This produced
a party split and in July 1993, the LDP lost government.

3. The 1993-to-present period of political uncertainty. Between mid-1993 and
1996, Japan had four prime ministers, heading first a short-lived coalition of
reform-conservatives and socialists, then an uneasy two-year LDP-socialist
coalition. Following elections in October 1996, Ryutaro Hashimoto formed a
minority LDP government with policy support from the socialists and some
former LDP members, including independents. Defections from the breakaway
parties since have raised LDP numbers in the 500-seat Lower House of the Diet
(Parliament) from 239 to 244 seats.

US OCCUPATION: 1945 TO 1952

The US Occupation imposed changes that constituted a major watershed for the
Japanese system of government. It established political, economic and security
settings which were radically different from the conservative parties’ initial
preferences. However, the conservative parties pragmatically accepted and
effectively used these changes to secure a prolonged hold on government.

The USA initial priority was to transform Japan into a demilitarised, Western-style
democratic state. One of the first actions of the Supreme Commander for the Allied
Powers (SCAP?!), General Douglas MacArthur, was to draft a new Constitution
introducing a dramatically more open political system under civilian control and
guaranteeing a full range of political freedoms. 2

Three conservative groups (Liberal Party, Progressive/Democratic Party and Japan
Cooperative Party), the Japan Socialist Party (JSP) and the Japan Communist Party
(JCP) contested the first postwar elections in April 1946. The conservatives won
over half the seats and combined to form a coalition government. Although the JSP
and the JCP won a sizeable number of seats in following elections, they remained
disadvantaged by funding shortages, lack of administrative experience and
unconvincing policies. The JSP was part of the Katayama and Ashida Coalition
Governments in 1947 and 1948 (Appendix Table 3.1), but then had to wait almost
half a century to again join government. The JCP never did.

B The abbreviation SCAP was used to refer to both the SCAP Commander and the SCAP Headquarters in
Tokyo.

2 This contrasted with the partial democracy of the Meiji and Taisho periods and the repressive military-
controlled society of the 1930s and war years. The Meiji (1868 to 1912) and Taisho (1912 to 1926)
periods produced the beginnings of democratic government in Japan, with the formation of the first
modern political parties from the 1870s, the promulgation of a Constitution in 1889, the establishment
of a national bicameral legislature (the Diet) in 1890, the introduction of universal male suffrage in
1925, and almost two decades of political party-dominated governments (Taisho period).
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JAPAN’S POSTWAR CONSTITUTION: TO REVISE OR
NOT TO REVISE - THE CONTINUING QUESTION

On the fiftieth anniversary of Japan’s postwar Constitution, debate continues
on whether to revise it to better reflect Japan’s present-day realities. One of
the US Occupation’s earliest reforms was to substantially revise the 1889
Meiji Constitution.® The first postwar national elections were held in March
1946 in accordance with the SCAP-proposed Constitution, which the newly
elected National Diet adopted with only minor alterations and formally
promulgated in November 1946; it came into effect on 3 May 1947.

The new Constitution was based on Western democratic principles tailored to
Japanese traditions and the postwar circumstances.

=  Sovereignty was to reside in the people rather than the Emperor, with
the Emperor declared no longer divine but rather a symbol of the state
and the unity of the people.

e The predominant power of government was vested in an elected
bicameral legislature representative of and responsible to the people,
based on universal adult franchise.

< An executive was formed based on the majority party of the Lower
House of the legislature and was answerable to it.

= Anindependent judiciary was established.
e  The military was excluded from any part in government.

=  The full range of Western liberties was established: freedom of religion,
speech, association, assembly and creed, and universal adult franchise.

The new Constitution’s most remarkable element was the renouncement of
armed forces and the so-called ‘No War’ clause of Article 9. Most Japanese
support Article 9, which politically limits the scope and level of rearmament but
has been interpreted to allow the development of self-defence forces (SDF).

Debate over constitutional revision has continued throughout the postwar
period but has recently become more open and broader in scope. According to
media polls on the fiftieth anniversary of the postwar Constitution, while
nearly 70 per cent of most poll respondents said that Article 9 (now referred
to as the Peace Clause) should not be changed, the public would like the
Constitution to better reflect contemporary issues such as the environment,
freedom of information and the electoral system. Half of respondents in one
poll said that ‘new issues have arisen to which we cannot make an effective
contribution internationally under the current Constitution’. A cross-party
group of senior Diet members will study the Constitution and propose possible
revisions.

In September 1945, following the SCAP’s directive, the Shidehara Government appointed a committee
‘to remove the undemocratic principles’ from the Meiji Constitution’ (Storry, 1968). The SCAP, however,
found the committee’s revisions insufficient and in February-March 1946 drafted in effect an entirely new
Constitution (though technically still a revision of the 1889 Meiji Constitution), though also accepting
some changes by the Shidehara Government (Livingston et al, 1973).
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By 1947, the external parameters of the US Occupation had changed dramatically.
The deterioration in US-USSR relations and growing communist power in China
shifted US policy toward securing Japan as a buffer state and ally against
communism. Japanese political stability and economic recovery replaced reform in
the order of priorities, and initial US plans to purge the economic leadership,
dismantle the zaibatsu (financial and industrial conglomerates), strengthen
unionism, and force Japan to pay large reparations to Asia, were modified or reversed.
The purges were stopped, with most of those purged returning to normal life.* Many
of the old conservative elite reestablished their power bases. Finally, General
MacArthur’s successor, General Matthew Ridgeway, announced in April 1951 that
the Japanese Government could reconsider Occupation-sponsored laws and
institutions. It promptly acted upon this and recentralised the system of government,
among other measures.

The reversal of US policies set major political parameters which favoured the
conservatives over the socialists and communists. At the same time, the USA’s
superpower status and postwar generosity, including economic assistance for
reconstruction, contributed to Japanese acceptance of the historic changes to the
system of government.

THE YOSHIDA DOCTRINE

Shigeru Yoshida (1878 to 1967), five times Prime Minister between 1946 and
1955, played a crucial role in adapting the conservatives to the radical
postwar reforms and in formulating Japan’s postwar objectives. He developed
a conservatism quite distinct from the prewar emphasis on traditional values
and loyalty to the Imperial system. Blaming the military for Japan’s defeat and
economic devastation, he welcomed the initial US Occupation policies of
demilitarisation and resisted post-1947 pressures to rearm (Welfield, 1988).
Yoshida’s flexible and pragmatic conservatism, his strong prioritisation of
economic growth, and his adherence to limited rearmament within the US-
Japan security alliance have had a lasting influence on Japanese conservative
policies and politics.> This approach became known as the Yoshida Doctrine.

A number of US policy measures during this period contributed to economic
development and political stability over the next half century, including:

= the 1946 to 1950 land reforms, which revived agricultural production and
benefitted six million rural households. The land reforms raised the proportion
of owner-cultivators from around 30 per cent to 75 per cent of total
landholders, reduced tenanted land from 50 per cent to 10 per cent of

4 The early Occupation purges covered prewar and wartime leaders including military leaders, politicians,
business people, and bureaucrats. From 1950, SCAP redirected the purge to force 21 000 communists
and other perceived radicals out of jobs in government, the media and the private sector (Livingston et al,
1973).

s As the leading conservative figure of 1945 to 1955, and influential until his death in 1967, Yoshida was
also patron to several future conservative leaders including: Hayato lkeda, Eisaku Sato, Masayoshi
Ohira and Kiichi Miyazawa.
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cultivable land, helped diminish rural poverty and linked most farmers into the
postwar economic renewal (Livingston et al, 1973)

« partial deconcentration of the zaibatsu, delinking them from single-family
ownership and control, and allowing new types of conglomerates to be formed
under more modern management and ownership structures (Livingston et al,
1973)

= entrenchment of the power of the bureaucracy from the US Occupation’s
operation through it, which continued much of the prewar bureaucratic
structure, policies and personnel (Johnson, 1982)

= removal of the military’s influence on government and economic management
freed up both policy making and fund allocation in favour of nonmilitary
economic development.

Japan’s current defence parameters were also set in this period.® A strong general
preference for strict limitations on rearmament was an important element in the
eventual majority acceptance of the US-Japan security alliance. This security
framework, a fundamental parameter of postwar politics and economic development,
allowed the Japanese Government to concentrate on economic issues.

THE LDP IN GOVERNMENT: 1955 TO 1993

While the old conservative political parties had resumed their traditional rivalries
during the Occupation, they and business became concerned about the JSP’s
reunification in 1954 and its growing electoral support. This motivated the two main
conservative groups, the Liberal Party and the Democratic Party, to merge as the
Liberal Democratic Party (LDP) at the end of 1955.

The LDP sustained its hold on government for the next 38 years (Figure 3.1) by:

= making economic growth, good economic management and higher incomes
and living standards, its main policy platform

= adapting to change in electoral priorities, modifying its ‘conservative’ policies
and broadening its support base to represent a large number of interest groups

« allying itself with the bureaucracy for effective policy development and
delivery

= maintaining strong backing from business which saw the LDP as the best party
to deliver political stability and a capitalist economic system

6 By the outbreak of the Korean War in 1950, a Maritime Safety Force and armed National Police Reserve
(NPR) were established which later formed the nucleus of a new army and navy. The 1951 Peace Treaty
was accompanied by the US-Japan Security Treaty and the indefinite continuation of US forces in Japan
(including continued US occupation of Okinawa and the Ryukyu Islands, operation of the US Seventh
Fleet out of Japanese ports, and maintenance of around 260 000 US troops in Japan (Welfield, 1988)).
In 1954, the US-Japan Mutual Assistance Agreement was signed, under which the Japan Defence
Agency and the Self-Defence Forces (Ground, Maritime and Air) were established by legislation.
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securing the support of farmers freed from tenant farming and debts by the land
reforms,” by firstly, subsidising agricultural incomes with price support policies,
and secondly, as the rural population declined, maintaining a disproportionate

number of rural constituencies through unequal weighting of rural and urban
votes

benefitting from the opposition’s policy weaknesses and political divisions
developing strong funding mechanisms and electoral organisations
attempting to avoid controversial foreign policy initiatives

maintaining a security policy for the Cold War period which the electorate
considered realistic and acceptable.

Figure 3.1

Japanese Lower House Elections 1955 to 1996
Party? Votes by Number of Seats”
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Election
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Feb 1955
May 1958
Nov 1960
Nov 1963
Jan 1967
Dec 1969
Dec 1972
Dec 1976
Oct 1979
Jun 1980
Dec 1983
July 1986
Feb 1990
July 1993
Oct 1996

Notes:

Source:

a. Some parties changed over the period, but have been grouped as follows: 1. LDP: for 1955 election, votes of still
separate Liberal and Democratic Parties combined. 2. Non-LDP: all conservative parties formed by LDP defectors: New
Liberal Club/NLC, 1976 to 1983 elections; Shinseito/Japan Renewal Party, Nihon Shinto/Japan New Party, and
Sakigake/ Harbinger Party for 1993 election; Shinshinto/New Frontier Party, Minshuto/ Democratic Party, and
Sakigake for 1996 election. For the 1993 and 1996 election results, as far as possible, non-ex-LDP members of these
parties have been subtracted from the ex-LDP count and added to the relevant party of former membership. 3. JSP vote
includes Democratic Socialist Party/DSP, and for 1996 election, the Social Democratic Party of Japan
(Shakaiminshuto)/SDPJ, the new name of the JSP from January 1996. 4. Komeito first contested elections in 1967 and
joined Shinshinto for 1996 election, though Komeito seats for October 1996 are shown separately here for the
purpose of the graph.

b. Lower House seats were: 467 in 1955 to 1963, 486 in 1967 to 1969, 491 in 1972, 511-512 in 1976 to 1993,
and 500 in 1996.

Statistics Bureau (Prime Minister’s Office), Japan Statistical Yearbook, various years.

In the early 1950s, Japan’s population was about 40 per cent rural (in contrast to less than 10 per cent

by the 1990s), so the rural vote was a significant proportion of the electorate.
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Much of the real power in the LDP was held by factions which formed around
preeminent leaders who could be regarded as potential prime ministers.® The
factions were ‘formal political entities with a headquarters, regular meetings, a
known membership, an established structure and firm discipline’, and were regarded
as ‘parties within a party’ (Thayer, 1973).° Their key functions were to:

= supply candidates for party leadership contests (usually the faction leaders)

=  participate in party decision-making to choose the LDP leader and allocate
cabinet positions and other posts in government and the party

= raise and distribute most party funds

=  assist and back faction members in election campaigns (with the multimember
constituency system institutionalising factional rivalry).

The leaders who recruited the most members to their factions had the best chance of
winning party leadership contests and thereby becoming prime minister. After
Eisaku Sato was Prime Minister (1964 t01972), the leaders of the five main factions
(Tanaka, Miki, Fukuda, Ohira and Nakasone) in effect took turns at holding the
office over the next 15 years.!® When faction leaders died, some factions split; others
continued under a new faction head; and a small number continued under collective
leadership.

Effective fundraising gave factions their power. With the postwar land reforms
removing social and other services provided by the prewar landlords, rural areas
supported the politicians who did most for them (Thayer, 1973). Local politicians
competed to be each electoral district’s most prominent purveyor of largesse. Their
extensive funding needs were provided primarily by the faction, although personal
funds, business contributions and money from other supporters were also
important.t! Interfactional competition and the system of ‘money politics’ were
heavily criticised for harming the LDP’s cohesion and attention to policy making,
and became a major focus of political reform by the 1990s.

In 1972, Kakuei Tanaka assumed leadership of the Sato faction and developed it into
the most powerful in the LDP’s history. It became the archetype of factional ‘money-
power politics’, discrediting the factional system and leading to the undoing of the
LDP itself (Johnson, 1995). The Tanaka faction ended the previous balance of

8 The LDP’s formal structure comprises a president (elected biannually, usually by LDP Diet members and
representatives from each party prefectural organisation), vice-president, secretary-general, executive
council, Policy Affairs Research Council and other bodies. The party president becomes prime minister
when the LDP is in government.

N The LDP’s factions were primarily centred around the Lower House members, with House of Councillors
members operating less significant Upper House factions, while simultaneously belonging to Lower
House factions.

10 The death of Ohira in office resulted in Suzuki’s unexpectedly becoming prime minister to complete the
Ohira faction’s turn, and Nakasone’s becoming prime minister earlier than expected.

1 Thayer (1973) gives the example of a typical young Dietman in the mid-1960s receiving US$700 in
monthly salary, having to expend an absolute minimum of US$2 000 per month to ‘cultivate’ his
electorate. In addition, election campaigns required an enormous expenditure of US$40 000 to
$80 000 (in mid-1960s US dollars).

57



Politics

factional power and verged on taking over the party. Its huge funding and
disbursements machine allowed it to exert influence across all spheres of
government. Despite being implicated in a number of corruption scandals, Tanaka’s
mastery of the political system allowed him to remain Japan’s most influential
politician, with all prime ministers needing his support to hold office, until he
suffered a cerebral haemorrhage in 1985.12 His faction under Noboru Takeshita
continued to be the most powerful until it - and the LDP - split in 1993.

LDP policies for most of the 1955 to 1993 era were essentially based on the Yoshida
doctrine. However, considerable change in the Japanese electorate between 1955
and 1993 led the LDP to adjust and broaden its policies to meet new concerns.

The economic expansion of the 1950s and 1960s raised incomes and living
standards, expanded educational opportunities and created a predominantly urban
middle-class society. The concerns of the 1970s reflected society’s higher
expectations, including managing the transition from industrial to postindustrial
society, developing social services, improving the quality of life, and examining the
adverse effects of rapid growth, including environmental pollution. As opposition
parties responded to these concerns, the LDP’s vote declined to a postwar low in the
1970s, forcing the party to review its policy stance. By passing several landmark
antipollution laws, giving greater policy and budget priority to social welfare, and
doing more to address rural areas’ development needs, the LDP rebuilt its electoral
support by the 1980s.

As the LDP broadened its original support base of mainly business, agriculture and
the bureaucracy, to embrace a wide range of interest groups articulating new
concerns,®* some observers suggest that it transformed itself into a ‘catch-almost-all’
pragmatic centrist party. The only difference from a fully pluralist democracy was
that interest groups had to express their views through a few specified channels, such
as LDP party organs and specific ministries (Muramatsu and Krauss, 1987).

Some analysts contend that the bureaucracy provided the main leadership in
Japanese policy making in the 1955 to 1993 period (see box). Others attribute the
primary role to an ‘iron triangle’ of LDP leaders, big business and the bureaucracy
who in effect combined to form ‘Japan Inc’ (Kosai, 1987). (See Chapters 1 - Overview
and 8 - Market Access.)

12 Despite his haemorrhage, Tanaka continued to be reelected as a Diet member by the Niigata Third
District until the July 1993 elections, when his daughter Makiko succeeded him. (It is common in Japan
for a relative to succeed a politician in a seat.)

13 A survey among interest group leaders conducted in 1980 found that the LDP had the highest support
among all types of interest groups, including welfare bodies, and only excepting labour and citizen/
political entities (Muramatsu and Krauss, 1987).
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Business was central to economic policy formulation during 1955 to 1993. Four main
groups of business organisations'* developed and articulated the private sector’s
views through a range of channels, including regular personal contact; position
papers; the industry-specific shingikai (‘deliberation councils’) run by ministries with
mainly business participants; presentations to LDP organs and committees; special
groups and clubs formed around leading LDP figures;*® groups of politicians and
businessmen who came together around a common issue; and marriage, family, social
and educational ties.

A major development in LDP politicians’ contributions to policy making was the
emergence of the crossfactional zoku (‘tribe’ or ‘group’) of Diet members who shared
an interest in a particular area of public policy, and which became increasingly
specialised and important (Muramatsu and Krauss, 1987).

DEBATE OVER THE BUREAUCRACY’S ROLE IN
JAPAN’S ECONOMIC SUCCESS

The source of Japan’s economic success is debated widely. Johnson (1982)
argues that the postwar bureaucrats were the central influence; they opted for
a system of public-private cooperation in development, after considering
Japan’s experience with total state control (early Meiji period) and a
completely free private sector (1880s to 19205s).

Johnson describes the key government policy tools as:

= the Ministry of International Trade and Industry (MITI), which evolved
from the Meiji period to become the ‘pilot agency’ of postwar economic
guidance

e atwo-tiered banking system of government-guaranteed ‘city banks’ and
government created and owned financial institutions which allowed
overlending to strategic industries

= control of the primary budget by the bureaucracy, rather than the Diet

« the so-called ‘second’, or ‘investment’, budget for strategic industries
controlled by MITI and the Ministry of Finance - financed by pooling
postal savings into the Fiscal and Investment Loan Plan

=  extensive control of foreign exchange and foreign trade by MITI under
the Foreign Exchange and Foreign Trade Control Law of 1949, which
remained in use until the 1970s

These were: leaders of basic industries and large financial institutions; representatives of the four main
formal business organisations (Keidanren/Federation of Economic Organisations; Nihon Shoko
Kaigisho/Japan Chamber of Commerce and Industry; Keizai Doyukai/Japan Association of Corporate
Executives; Nikkeiren/Federation of Employers’ Organisations); private company owners; and
representatives of industry federations, such as the Japan Coal Association and Japan Steel League
(Thayer, 1973).

For example, the Choei Society of about 40 company and bank presidents was just one of about 20
groups which formed around Prime Minister Sato in the 1960s (Thayer, 1973).

15
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= an elaborate trade promotion apparatus set up in the 1950s (MITI’s
Japan External Trade Organisation, JETRO)

< atax system which encouraged exports, allowed rapid depreciation on
investments in ‘industrial rationalisation’, excluded strategic machinery
from import duties, made deductible royalties paid for foreign
technology, inter alia.

Johnson points out that many other special institutions and characteristics
also were relevant to the success of Japan’s guided industrial development.®
Critics of Johnson’s thesis that the bureaucrats were the chief architects of
Japan’s postwar success, while admitting its merit in explaining aspects of
Japan’s early postwar development, strongly qualify it by pointing to other
contributory elements, such as:

< the important role of other ministries in economic policy, especially the
Ministry of Finance, which became at least as powerful as MITI

= the consistency of Japan’s macroeconomic management with other
OECD countries’ policies

« the increasing internationalisation of the Japanese economy from the
1970s

= LDP leaders’ key role in identifying and pursuing overall national goals
=  the decline in the bureaucrats’ relative influence from the 1970s

= the declining willingness of the private sector to follow bureaucratic
direction from the 1980s.

The dominance of economic objectives in LDP policy goals effectively required LDP
presidents and prime ministers to have some expertise in the field (Kosai, 1987).
Most of the 15 LDP Prime Ministers during 1955 to 1993 had been Minister of
International Trade and Industry or Minister of Finance.'”

An important policy development was the attempt to clearly emphasise the benefits
of economic growth to all citizens. In contrast to the 1955 and 1957 LDP plans
emphasising higher production capacity and heavy industry development, Prime
Minister Ikeda’s (1960 to 1964) 10-year ‘National Income Doubling Plan’
incorporated improved living standards and social development as a central

16 These included: inducements to high personal savings; the distribution system; the ‘descent from heaven’
(amakudari) whereby retired bureaucrats assumed senior management positions in companies they
previously regulated; the structure of major industrial groupings (keiretsu); the ‘dual economy’ featuring
vertical linkages between major corporations and numerous small and medium-sized subcontractors and
suppliers; enterprise unions; the lifetime employment system in large corporations; the seniority wage
system; the low level of equity in companies (due to the government-supported system of bank
‘overlending’); and the system of cross-shareholding among keiretsu companies which gave ordinary
shareholders a low degree of influence.

1 This was a major change from the predominantly diplomatic or military backgrounds of conservative
prime ministers in the 1880s to 1920s.
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objective of economic growth (Kosai, 1987). Achieving this income growth target
strengthened the LDP’s mandate.

Most importantly, the LDP delivered economic growth and ‘caught up with the
West’ in terms of national wealth. Japan’s impressive growth rates from the 1950s
through to the late 1980s allowed its gross domestic product (GDP) and per capita
GDP to overtake those of the UK by 1970 and those of the USA and Germany by

1990 (Table 3.1).

Table 3.1

Real GDP, GDP per Capita: Japan, USA, Germany, UK
1950 to 1995, in 1990 US dollar terms

Japan USA Germany UK
Real Real GDP Real Real GDP Real Real GDP Real Real GDP
GDP  percapita  GDP  percapita = GDP  percapita = GDP  per capita
US$ bn us$ US$ bn us$ US$ bn us$ US$ bn us$
1950 268 3210 1 606 10 547 226 4520 357 7 058
1960 479 5 089 2234 12 365 527 9513 470 8 970
1970 1236 12105 3 256 15 879 932 15 357 621 11 207
1980 1960 16778 4276 18 772 1204 19 562 752 13 349
1990 2932 23734 5522 22 097 1504 23780 979 17 000
1995 3128 24984 6 066 23061 1803 22 089 1037 17 794
Note:  The figures for Germany before 1995 are for the former FRG only.

Source: International Monetary Fund, 1997.

In the 1980s and early 1990s, several postwar policy parameters fundamental to the
LDP’s political strategies altered or disappeared. Many of the issues that emerged as a

result remain pertinent today and are described below.

Economic Factors

Achieving economic equality with the West left the LDP without a central

policy goal.

Without a common central policy goal, policy differences on other issues and
difficulty prioritising objectives weakened LDP cohesion, increasing the party’s
vulnerability to fissures and splits.

US-Japan trade friction intensified as Japan accounted for the main share of the
growing US merchandise trade deficit, which nearly trebled between 1980 and
1990. Similar frictions arose between Japan and Western Europe.

The end of the Cold War raised questions about continuing the US-Japan
security alliance and redefining national security, and removed a major check
on US-Japan trade friction.
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Per Cent

External and internal pressures grew to correct Japan’s imbalance between
strong export-oriented output and below-OECD-average domestic
consumption.

The LDP attempted to address issues such as rising budget deficits and fiscal
reform at the same time as it faced electoral pressures to increase public
spending.

The doubling of the yen’s value against the US dollar (from ¥238:US$1 to
¥108:US$1) between 1985 and 1993 significantly reduced Japan’s
international competitiveness, forcing major cost-cutting across Japanese
industry and pushing numerous export-oriented manufacturers and their
suppliers offshore. (See Chapter 6 - Internationalisation.)

The bursting of the 1987 to 1991 ‘bubble economy’ resulted in massive asset
deflation, bad loans, a prolonged recession and fast-growing imports, arousing
fears in the electorate that Japan’s economic superpower status would be
shortlived. Furthermore, attaining such status had not necessarily improved
quality of life to the extent expected.

Traditional backers of the LDP, including big business under strong competitive
pressure in domestic and international markets, began to press for policies and a
vision that would facilitate the structural reforms and revitalisation Japan
needed to survive in the new global economic climate.'®

Figure 3.2

Voter Turnout in Japanese Lower House Elections

1949 to 1996
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Source: Statistics Bureau (Prime Minister’s Office), Japan Statistical Yearbook, various years.

For example, see Makihara, Minoru 1993, pp. 70-76.
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Political Factors

=  Public disapproval grew over ‘money-power politics’, structural corruption and
the institutionalised ‘sale of access’ to LDP decision makers (Johnson, 1995).
Citizens were particularly dissatisfied with the Tanaka faction’s overwhelming
domination of the LDP, which reduced public accountability.

< Dissension grew between old-style and younger more reform-oriented LDP
politicians, causing growing factional cleavage.

= Once highly respected bureaucrats were tarnished by bribery and corruption
scandals, policy uncertainty and growing infighting.

=  The emergence of an overwhelmingly urban electorate by the 1980s created
new voter concerns and expectations, and highlighted the unequal weighting
given to rural voters.

=  Falling voter turnout and rising votes for other parties in prefectural and
gubernatorial elections reflected increasing disillusion with LDP party politics.*

e The LDP’s focus on meeting the demands of individual interest groups and
increasing corruption in the ‘sale of access’ process, stultified the party’s
economic policy-making ability.

1993 TO 1997: DIVISION AND REGROUPING

The LDP lost government after 38 years, following the general elections of July 1993.
The electorate did not reject the LDP; the party destroyed itself by splitting in early
1993.2% The Tanaka/Takeshita faction split was the key element, with 48 members
breaking away to form Shinseito (Japan Renewal Party) under Ichiro Ozawa and
Tsutomu Hata, and Sakigake (Harbinger Party) under Masayoshi Takemura, leaving
the LDP with 227 members.?

The main achievement of the eight-party coalition which came into government
under Prime Minister Morihiro Hosokawa?? in August 1993 was a major reform of
the Lower House electoral system in 1994.2° This included:

= abandoning the postwar system of multimember constituencies of three to five
members which led to intraparty competition, factional politics and campaigns
more focused on personality than policy

19 By 1995, more than 50 per cent of voters said they had no party allegiance (Stockwin, 1995).

20 Figure 3.1 shows that in the July 1993 elections, the LDP plus recent LDP defectors (223 plus around 88)
still won more than enough seats for a majority in the Lower House.

21 The other half of the Tanaka/Takeshita faction remained in the LDP under the leadership of Keizo Obuchi.

22 Morihiro Hosokawa, a former LDP governor of Kumamoto prefecture, was elected as an LDP member to
the Upper House in 1992, but broke away to form the Nihon Shinto/Japan New Party in the same year,
which won four seats in the mid-1992 half Upper House election, and 35 seats in the July 1993 Lower
House election.

23 Japan passed its first electoral law in 1890, and has tried various electoral arrangements over the past
100 years. The middle-sized electoral district with three to five elected members was first introduced in
1925, and after a single postwar election in 1946 based on large electoral districts, was renewed in
1947.
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= introducing a combined system of:
— 300 single-member constituencies; and

— 200 seats based on proportional representation, for which the country was
divided into 11 large blocs. This combination produced 500 Lower House
seats (replacing the former 512)

« tightening rules for political funding aimed at eliminating ‘money-power
politics’.

Apart from introducing electoral reform, the coalition, first under Hosokawa, then
briefly under Prime Minister Hata, failed to thrive. It lacked a united vision for
change and sought to introduce reform too quickly. Also, organisational weakness
prevented it from forging broad support for its policies from business, interest groups
and the bureaucracy. Similar problems hindered the subsequently reconstructed
coalition of opposition parties (Shinshinto, or New Frontier Party) dominated by
Ichiro Ozawa, whose policy agenda represented too bold and abrupt a change from
the postwar pattern; even within his own party it was unacceptable. Furthermore, his
reputation as a political fixer cast doubt on his reform credentials.

After the reformist coalition government collapsed within a year, the remaining
bulwark of the LDP, led by Yohei Kono, formed a coalition government with the JSP
in August 1994, under Socialist Prime Minister, Tomiichi Murayama. The small
mainly LDP-breakaway party, Sakigake, also took part. However, it could only be a
temporary partnership. The JSP, abandoning its 50-year policy platform based on
socialist economic principles, neutrality and nonalignment, for a new platform based
on market economy principles and acceptance of the Self-Defence Forces and the
US-Japan Security Treaty, effectively abandoned its identity as a distinct party. Some
argue that the JSP, now the Social Democratic Party of Japan (SDPJ), at this point
virtually became a faction of the LDP (Stockwin, 1996).

In the meantime, the LDP was working through the shock of the 1993 defeat and
bitterness toward leading defectors like Ozawa, trying to reinvent itself and recover
electoral support. Ryutaro Hashimoto, who became LDP leader from September
1995, is considered a flexible and pragmatic conservative who reads the electorate
and the political situation skillfully.?* Hashimoto recognised the range of challenges
Japan faced. After Prime Minister Murayama resigned in January 1996, coalition
members agreed that Hashimoto should head the government until the next Lower
House election. Hashimoto’s image was enhanced when he achieved broad
agreement to reaffirm the US-Japan security alliance in April 1996.%

24 A major boost to Hashimoto’s standing was his successful handling as MITI Minister of the acrimonious
1995 auto dispute with the USA. Many Japanese were impressed by Hashimoto’s bold and self-confident
style in dealing with the US Government.

25 This reaffirmation had originally been timed for a scheduled November 1995 visit by President Clinton to
coincide with the Osaka APEC Meeting. So due to the rescheduling of the visit, it was Hashimoto rather
than Murayama who enjoyed the limelight from hosting it. Nonetheless, Hashimoto achieved an agreed
approach on the reaffirmation across the government and thus made the visit a success.
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In the October 1996 Lower House elections under the new electoral system, the LDP
increased its preelection position from 211 (out of 511 seats) to 239 seats in the 500-
seat Lower House. Despite the lowest voter turnout in the postwar period (Figure
3.2),% it was clear the electorate wanted stability and ‘known quantities’ after four
coalition governments in three years, sharp currency fluctuations, a prolonged
recession, the January 1995 Kobe earthquake, the Aum Shinrikyo sarin gas attacks,
and business and bureaucratic scandals. Securing ‘policy support’ for the LDP’s
reform agenda in both the Lower and Upper Houses* from former coalition partners,
the Social Democratic Party of Japan (SDPJ) and Sakigake, Prime Minister
Hashimoto was able to form a minority LDP government in November 1996.

Prime Minister Hashimoto understood the issues and offered solutions. His
November 1996 ‘Big Bang’ Statement on financial deregulation (see Chapter 7 -
Finance) was followed by a major policy package in January 1997, centring on:

= fiscal reconstruction to cut central and local government budget deficits to a
maximum of 3 per cent of GDP by JFY2005 (later revised to JFY2003)

< reform and revitalisation of the education system to encourage diversity and
creativity

= reform of the social security system to address issues related to the ageing
population

= economic restructuring focusing on bold deregulation, corporate tax reform and
repeal of the ban on holding companies

= financial system reform, including liberalising foreign currency transactions,
improving market access and strengthening the independence of the Bank of
Japan

= administrative reform, including raising ministries’ and agencies’ ethical
standards and eradicating improper practices.

26 The low voter turnout was partly attributed to voter uncertainty about the new electoral procedures.

21 The 252-seat House of Councillors or Upper House comprises 100 seats elected by the national
constituency, and 152 seats elected from prefectural constituencies, with each of the 47 prefectures
having a minimum of 2 seats in its prefectural constituency, and the more populous prefectures having
more (for example, Tokyo has 8). Half of the Upper House seats come up for election every three years
for a six-year term. The powers of the Upper House are subordinated to those of the Lower House, but
except for passage of the budget and ratification of treaties, a two thirds majority in the Lower House is
required to override a negative vote by the Upper House on all other legislation (including any
amendment to the Constitution). (Appendix 3.3.)
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Achieving the right balance on the pace and depth of reform will be vital. Prime
Minister Hashimoto appears to be steering the reform agenda at medium speed,
appealing to a broad middle ground between the no-change and progressive

ADMINISTRATIVE REFORM TO STREAMLINE GOVERNMENT

Administrative reform has been an active issue since the 1960s, when growing
budget deficits raised concerns. For example, Prime Minister Nakasone (1982
to 1987) linked fiscal reconstruction to administrative reform as his
government’s principal goal. In recent years, the Hosokawa and Murayama
Governments both adopted administrative reform as a key policy goal.
Overall, however, progress has been limited: budget deficits continue to rise
and bureaucracy remains extensive.

In the October 1996 election campaign, Prime Minister Hashimoto
announced his ‘Kasumigaseki Reform Initiative’,® a plan to reduce radically
over the next decade the number of central government ministries and
agencies from the current 22 to between 11 and 14, to reduce regulation,
improve efficiency and lower the cost of government.?® The proposal involves
splitting MITI along international and domestic lines, and splitting MOF
along budget and regulatory lines. The three main criteria for change will be :

1. whether government regulations on private sector activities could be
abolished

2. whether the private sector could better perform public sector services

3. whether local authorities could take over some central government
functions.

Business has long supported administrative reform, partly to reduce corporate
taxes but also to reduce government intervention in business. The Keidanren
supports structural changes to strengthen the Prime Minister’s authority and
create an Economic Cooperation Ministry and a new Trade Representative’s
Office (as in the US system).

So far, the Hashimoto Government has encountered inertia and resistance
from bureaucrats. Some political observers see administrative reform as a
high-risk political strategy with little chance of success. Others consider that
the electorate will support Hashimoto’s attempts to tackle such an important
reform issue. Most importantly, Hashimoto has recognised that administrative
reform is essential for Japan’s future and is determined to progress it. However
the reforms which do eventuate are unlikely to be as major or clear cut as
planned.

conservatives. In the past, this approach has unified most conservatives.

29

Kasumigaseki is where the main central government ministries and agencies are located in Tokyo and is

a commonly used term to refer to the government and bureaucracy.

Relocating government functions out of Tokyo, and even establishing a new administrative capital, is an

option.
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The Hashimoto Government is making progress on key objectives, including:
= implementing some financial deregulation measures
e  gaining passage of the JFY1997 budget

e  raising the consumption tax as planned from 3 per cent to 5 per cent in April
1997

=  passing legislation to override Okinawan refusal to renew land leases for US
bases in time to meet the expiry date of the old leases

=  obtaining widespread support to repeal the postwar ban on holding companies,
in line with general OECD practice.

However, the business community clearly wants to see more results before giving the
LDP full support.*®

Despite initial predictions of a short life span, in 1997 the Hashimoto Government
appears increasingly likely to stay in office until the next Lower House elections (due
by September-October 2000). Continued defections from opposition LDP-
breakaway parties have bolstered its Lower House numbers, indicating it may secure
a majority in coming months. In the meantime, support from ex-LDP independents
gives the LDP an effective Lower House majority. Importantly, the opposition is in
disarray, providing little threat.

The LDP’s recent resurgence does not necessarily imply that the process of political
reshaping and realignment has run its course, or that it is simply a case of ‘back to the
LDP’. Changes over the past four years have shaken up both the LDP’s policy
framework and its traditional factional alignments. Strategic alliances, both between
groups still within the LDP, and with groups and individuals in breakaway-LDP and
other parties, will continue to form. By early 1997, emerging groups within the LDP
suggested some possible directions:

=  Kayukai, led by older party members, principally Seiroku Kajiyama, favours a
larger conservative alliance (Ho-ho rengo), embracing parts of Shinshinto

=  Shinseiki (New Century), led by Koichi Kato, comprising generally younger
politicians, advocates closer links with the more progressive non-LDP parties.

Other groups are forming as well, partly along traditional factional lines, suggesting
that the LDP’s factional problems remain to be resolved.®

0 Following the post-1993 political uncertainty, scandals and electoral reform, the business community
stepped back from its traditional support for the LDP. For example, in 1993 the Keidanren suspended its
annual political funding contributions (mostly to the LDP) of around ¥13 billion.

st The former factional affiliation of the 356-member LDP (244 Lower House and 112 Upper House
members) at mid-1997 stood as follows: former Mitsuzaka faction (83 members); former Miyazawa
faction (72); former Obuchi faction (88); former Watanabe faction (68); former Komoto faction (24); and
no factional alignment (21).
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CONSERVATIVE GOVERNMENT LIKELY TO PREVAIL

Although Japan’s political system has featured a long period of single-party rule
without the familiar Western pattern of power alternating between a ‘conservative’
and a ‘progressive/reformist’ party, it is democratic and will continue to evolve in
accordance with Japanese choices.

Given the fluidity among conservative parties and factions and disarray in the
opposition, the situation will remain uncertain in the short to medium term.
However, because the Japanese electorate is predominantly conservative, the longer-
term outlook for Japanese politics would appear to centre around three possibilities:

1. areturn to a single large conservative party (such as the LDP) if a key leader
like Hashimoto can maintain strong leadership and secure agreement on key
reforms

2. temporary alliances of conservative parties to form government or support key
issues

3. the emergence of two fairly large conservative parties, one strongly
conservative and the other reform-conservative.

AN UNDERLYING CONSERVATIVISM?

A number of factors make the Japanese electorate and political culture largely
conservative.

e  The vast majority of the population has become middle class.

=  The proportion of older voters, who have little propensity for radical
change, is increasing.

e Concern is increasing about a loss of social harmony and stability
following the numerous ‘shocks’ of the 1990s.

e The continuing sluggish economy is giving rise to anxiety over
economic revitalisation.

< Japan, like many other democracies, is experiencing a trend towards
more centrist policies, and less electoral support for left-wing parties.

=  Voters want parties which present - and are likely to implement -
pragmatic policies.

e The external security environment is a source of concern, with
predominant issues including China’s future intentions in the region,
instability on the Korean peninsula and future US-Japan defence
arrangements.

Until a clear trend emerges, policy-making and implementation will reflect the
fluidity of the political situation and uncertainties in the administrative system.
However, the LDP now has had considerable time to reflect on its failure to produce
appropriate new policies from the mid-1980s to respond to Japan’s new issues and
challenges. Also, conservative government in Japan has had a strong track record of
recognising the need for change and delivering economic reform.
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Appendix 3.2

Period Prime Minister Political Parties in Government

Aug 1945 - Oct 1945 Prince Higashikuni Appointed by Emperor after surrender

Oct 1945 - May 1946 Kijuro Shidehara Appointed by SCAP as interim government

May 1946 - May 1947 Shigeru Yoshida (LP)®  Coalition of three conservative parties

May 1947 - Mar 1948 Tetsu Katayama (JSP)b Coalition of JSP and Ashida’s Progressive/
Democratic Party

Mar 1948 - Oct 1948 Hitoshi Ashida (DP)° Conservative-socialist coalition government

Oct 1948 - Jan 1949 Shigeru Yoshida Coalition of three conservative parties

Jan 1949 - Oct 1952 Shigeru Yoshida Conservative coalition

Oct 1952 - Apr 1953 Shigeru Yoshida Conservative coalition

Apr 1953 - Dec 1954 Shigeru Yoshida Conservative coalition

Note: a. LP: Liberal Party; b. JSP: Japan Socialist Party; c. DP: Progressive Party, renamed Democratic Party.

Period Prime Minister Key Policy Goals and Features?

Dec 1954 - Dec 1956 Ichiro Hatoyama Priority to modernising production facilities
and expanding exports

Dec 1956 - Feb 1957 Tanzan Ishibashi Goal set of achieving full employment

Feb 1957 - Jun 1958 Nobusuke Kishi Priority to improving infrastructure, more
heavy industry, expanding exports

Jun 1958 - Jul 1960 Nobusuke Kishi New US-Japan Security Treaty pushed
through despite mass protests; leads to
Kishi’s resignation

Jul 1960 - Dec 1960 Hayato Ikeda National ‘iIncome Doubling’ Plan

Dec 1960 - Nov 1963 Hayato Ikeda Emphasis on economic growth to improve
quality of life

Nov 1963 - Nov 1964 Hayato Ikeda

Nov 1964 - Jan 1967 Eisaku Sato Emphasis on moderate growth and
controlling inflation

Jan 1967 - Dec 1969 Eisaku Sato Declaration of the three non-nuclear
principles and four nuclear policies

Dec 1969 - Jul 1972 Eisaku Sato Return of Okinawa to Japanese sovereignty
achieved

Jul 1972 - Dec 1972 Kakuei Tanaka Normalisation of Japan-China relations

Dec 1972 - Dec 1974 Kakuei Tanaka ‘Plan for Remodelling the Japanese
Archipelago’; large increases in domestic
infrastructure spending

Dec 1974 - Dec 1976 Takeo Miki Focus on Japan’s role in international
economy

Dec 1976 - Dec 1978 Takeo Fukuda Dealing with stagflation, price stabilisation
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Prime Minister

Key Policy Goals and Features?

Period

Dec 1978 - Oct 1979
Oct 1979 - Jun 1980
Jul 1980 - Nov 1982
Nov 1982 - Dec 1983
Dec 1983 - Jul 1986
Jul 1986 - Oct 1987
Oct 1987 - Apr 1989
Apr 1989 - Jul 1989
Jul 1989 - Feb 1990
Feb 1990 - Apr 1990
Apr 1990 - Nov 1991

Nov 1991 - Jul 1993

Masayoshi Ohira

Masayoshi Ohira

Zenko Suzuki
Yasuhiro Nakasone
Yasuhiro Nakasone

Yasuhiro Nakasone
Noboru Takeshita

Sosuke Uno
Toshiki Kaifu
Toshiki Kaifu
Kiichi Miyazawa

Kiichi Miyazawa

Pursuit of stable growth path; efforts for
fiscal reconstruction to deal with budget
deficits

Dealing with second oil shock ; electoral
rejection of general consumption tax

Efforts for fiscal reform without tax increase
Major emphasis on administrative reform

Abolition of 1 per cent of GNP ceiling on
defence expenditure, and increase in share
carried by Japan of costs of US defence
forces in Japan

Introduction of 3 per cent general
consumption tax

Electoral reform proposals (failed)

Legislation passed to allow limited
Japanese SDF participation in UN Peace-
Keeping operations

Electoral reform proposals (failed)

Note:

a. Information on main policy goals mainly drawn from Kosai, 1987.

Period

Prime Minister

Participating Parties

Aug 1993 - Apr 1994

Apr 1994 - Jun 1994
Jun 1994 - Jan 1996
Jan 1996 - Oct 1996
Nov 1996 -

Morihiro Hosokawa

Tsutomu Hata

Tomiichi Murayama
Ryutaro Hashimoto
Ryutaro Hashimoto

8-party coalition led by Shinseito, JSP,
Komeito

8-party coalition led by Shinseito, JSP,
Komeito

3-party coalition of LDP, JSP, Sakigake
3-party coalition of LDP, JSP, Sakigake
LDP (at first with policy support from SDPJ
and Sakigake, but by mid-1997 near

majority in own right due to defections
from other parties)
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Appendix 3.3

Party® Votes by Number of Seats
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a. The total number of Upper House (House of Councillors) seats was originally 250, and increased to 252 in 1972
with the reversion of Okinawa; 100 seats are elected from the national constituency, and 152 elected directly from
prefectural electoral districts. The term of office for the Upper House is six years, with approximately half the members
up for election every three years. The next half-House election is due in mid-1998.

b. Some parties changed over the period, and have been grouped as follows:

1. Non-LDP represents all conservative parties formed by LDP defectors: New Liberal Club/NLC, 1977 to 1983
elections; Nihon Shinto/Japan New Party for 1992 to 1995 elections; Shinshinto/Japan Renewal Party and Sakigake/
Harbinger Party for 1995 elections. For the 1995 election, as far as possible, non-ex-LDP members of these parties
have been subtracted from the ex-LDP count and added to the relevant party of former membership. 2. JSP vote
includes Democratic Socialist Party/DSP votes, and for 1995 election, those for the Social Democratic Party of Japan/
SDPJ, the new name of the JSP from January 1996. 3. Komeito first contested Upper House elections in 1965, and
joined Shinshinto for 1995 elections, though Komeito seats for 1995 election are shown separately here for the
purpose of the graph.

Statistics Bureau (Prime Minister’s Office), Japan Statistical Yearbook, various years.
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Jan 1946
1946-50
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1947-48
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Dec 1948
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Appendix 3.4

Emperor Hirohito announces Japanese surrender, and appoints first postwar
government

President Truman’s Initial Post-Surrender Policy Directive for Japan issued
outlining Occupation policies and tasks; Allied Occupation forces arrive

Formal Japanese surrender to General MacArthur on USS Missouri in Tokyo Bay;
Occupation commences; Japanese demobilisation and disarmament

Severe shortages of food and goods cause periods of major inflation (up to
300 per cent per year)

SCAP installs new interim Japanese government, with Kijuro Shidehara (a prewar
liberal) as Prime Minister; SCAP dissolves Japanese Imperial Army and Navy,
releases wartime political prisoners

SCAP has Shidehara government legislate Trade Union Law, with rights to
organise, bargain collectively and strike; rebirth of Japanese labour movement
Emperor Hirohito issues rescript renouncing any claims to divine status

SCAP’s Land Reform program to boost agriculture increases farmers’ land
ownership

SCAP presents proposed new Constitution; first postwar central government
elections held in accordance with proposed Constitution; three conservative
parties win 248 of 464 Lower House seats

SCAP purges Hatoyama Ichiro, head of largest conservative party (Liberal Party -
Jiyuto); conservative-led government formed under PM Shigeru Yoshida (Liberal
Party)

Labour Relations Adjustment Law imposes some restrictions on trade union
activity (such as limited right to strike by government and public utility
employees)

After passage through National Diet, new Constitution formally promulgated
Change in external security parameters together with change of economic views
in USA causes gradual reversal (gyaku kosu) of overall US policies towards
Japan, away from reprisals and reform towards expediting recovery and
rebuilding

SCAP bans general strike planned by new labour movement

Diet passes Fundamental Law of Education, replacing Meiji Imperial Rescript on
Education, and laying down new principles for postwar education system

Local Autonomy Law passed, introducing new system of popular elections,
instead of appointments, for prefectural governors and elected prefectural
legislatures

Second postwar elections; socialist-conservative coalition government formed
under PM Tetsu Katayama (Japan Socialist Party -JSP - Nihon Shakaito)

New postwar Constitution comes into legal effect

Third postwar elections; conservative-socialist coalition government formed under
conservative PM Hitoshi Ashida (Democratic Party- Minshuto)

US Army Undersecretary Draper leads business mission; recommends reversal of
Occupation economic policies towards rebuilding Japanese capitalism;
establishment of 10 000-strong Maritime Safety Force (Kaijo Hoan Tai)

US economic mission led by Federal Reserve Board member Ralph Young
recommends measures to control inflation including fixed exchange rate, but
rejected by SCAP

Fourth postwar elections; conservatives regain government under PM Yoshida
US National Security Council’s ‘Nine-Point Program’ on new direction for
economic policies for Japan; curtails SCAP authority in economic policy

Chinese communists defeat Kuomintang and declare People’s Republic of China
(PRC)
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Jan 1949

Feb-April 1949

Jan 1950

Mid-1950

June-July 1950

April 1951

8 Sept 1951
1950-51

28 April 1952

1952
April 1952

Aug 1952

Oct 1952
1953-60

April 1953

Aug 1953-
March 1954
Mar-June 1954

1954
Dec 1954
Nov 1955
Dec 1955
1956

1956-62
Dec 1957

1959

Fifth postwar elections; conservatives retain government under PM Yoshida; Japan
Communist Party (JCP - Kyosanto) wins 35 Lower House seats, a postwar peak

US banker Joseph Dodge (as delegate of President Truman) leads economic
policy review mission; his recommendations for reduced US subsidies to Japan,
balanced budget, and fixed Yen-US$ exchange rate at ¥360:US$1 (rate retained
for next 22 years) all implemented

JCP embarks on campaign of strikes, industrial sabotage, and non-cooperation
with Occupation; SCAP and conservatives fear domestic communist revolution
PM Yoshida establishes Cabinet Research Office (Naikaku Chosa Shitsu) within
PM’s Office to strengthen independent advice to PM

Outbreak of Korean War; US military intervention, with US forces from Japan;
major stimulus to Japan’s economic recovery; SCAP establishes 75 000-strong
National Police Reserve Force (Keisatsu Yobitai), doubles size of Maritime Safety
Force

President Truman dismisses General MacArthur; succeeded by General Matthew
Ridgeway

Treaty of Peace for Japan signed at San Francisco by United States, Japan, and
47 other nations, but not China or USSR; US-Japan Security Treaty also signed
Release of purged prewar politicians who return en masse to political scene, with
most disruptive effect on conservative parties; JSP splits into Left/ Right JSP
Formal end of the Occupation and resumption of Japanese sovereignty; entry into
force of US-Japan Security Treaty (with no time limit)

Due to US pressure on Japan, agreement on Japan-Taiwan Peace Treaty
Maritime Safety Force transformed into new navy under name of Maritime Patrol
Force

Yoshida government sets up a National Security Agency (Hoan Cho), as outer
bureau of PM’s Office, to be in charge of an enlarged and transformed Police
Reserve (renamed National Security Force - Hoantai) and expanded Maritime
Safety Force

Conservatives retain government at general elections with reduced majority; two
socialist parties increase Lower House seats from 46 to 111 seats

Reports of disease (mercury poisoning) among inhabitants of Minamata,
Kumamoto prefecture

Fall in conservative support at general elections though retain government, but
socialists win 138 Lower House seats; depurged former leader of Liberal party,
Ichiro Hatoyama, splits from party with 35 followers, leaving PM Yoshida with
minority government

Three conservative parties (Liberal and Democratic parties, and Hatoyama’s
group) begin to discuss unification; negotiate to reach a common defence policy
US-Japan Mutual Security Assistance (MSA) Agreement; Defence Agency
(Boeicho) set up under Defence Agency Establishment Law; Self-Defence Forces
(SDF-Jieitai) established by law

Reunification of right and left socialist parties into JSP

Yoshida forced to resign as PM over petty scandal; Ichiro Hatoyama becomes PM
Main conservative parties merge to form Liberal Democratic Party (LDP-
Jiyuminshuto)

Economic Counsel Board renamed Economic Planning Agency (EPA-Keizai Kikaku
Cho); PM Hatoyama announces first Five-year Plan for Economic Self Support
Japan admitted to membership of the United Nations; official diplomatic relations
restored with USSR; Law Concerning the Structure of the National Defence
Council (Kokubo Kaigi) passsed

First postwar period of rapidly rising urban land prices

Kishi government introduces New Long-Range Economic Plan (1958-62) ‘to serve
as guideposts for economic cooperation within the basic framework of free
enterprise and a free market’

Reported bronchial ailments among citizens of Yokkaichi, Mie prefecture (traced
to petrochemical industry); JSP splits again, into JSP and Democratic Socialist
Party (DSP - Minshushakaito)
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Jan 1960 Kishi government announces agreement on new US-Japan Security Treaty, to
remain in force for ten years; considerable domestic opposition mounts to new pact
May 1960 Kishi government achieves Diet ratification of new security treaty using
unconventional tactics; mass demonstrations against treaty
June 1960  Anti-treaty demonstrations continue; Kishi resigns, succeeded by Hayato lkeda
(follower of Shigeru Yoshida’s views)
Oct 1960  JSP Secretary-General, Inejiro Asanuma, assassinated by right-wing extremist
Nov-Dec 1960 Prime Minister Ikeda announces his National Income Doubling Plan; LDP wins
297 seats in Lower House election
1963 Japan becomes a signatory to the GATT
1964 Japan admitted to membership of the OECD, an economic milestone; also joins
the IMF
Oct 1964  Japan hosts 18th Olympic Games; China tests first atomic bomb
1964-65 Minamata disease (mercury poisoning) reported in Niigata prefecture
Nov 1964  PM lkeda dies in office; succeeded by Eisaku Sato; new opposition party, Komeito
(Clean Government Party) established by Buddhist organisation Soka Gakkai
1966 Beginning of budget deficits and use of national bonds to fund expansionary
fiscal policy
July 1967  Basic Law for Environmental Pollution Control passed
Oct 1967  Shigeru Yoshida dies at age of 90
Dec 1967 PM Sato announces ‘three non-nuclear principles’ and ‘four nuclear policies’
1970 Commonly called Kogai Gannen, the inaugural year of era of environmental
challenges; LDP sponsors several landmark antipollution laws, including
strengthening of the 1967 Basic Environmental Law
US-Japan Security Treaty extended, with either signatory able to annul with one
year’s notice
1971  *Nixon shocks’ - US decision to shift to normalisation of relations with PRC without
advising Japan, and US imposition of 10 per cent surcharge onto all imports into
US market
1971-73 Environment Agency established; four major environmental pollution cases
(involving mercury, cadmium and petrochemical poisoning) won by victims/
plaintiffs
Dec 1971  USA pushes Japan to accept Smithsonian Agreement for first revaluation of the
yen since 1949, by 17 per cent up to Y307:US$1
1972  Okinawa reverts from US to Japanese administration and sovereignty
Sept 1972  PM Kakuei Tanaka restores official diplomatic relations with PRC
1972 PM Tanaka announces his ‘Plan for Remodelling the Japanese Archipelago’
1972-73  Second postwar period of rapidly rising urban land prices
May 1973 Japan agrees with OECD conventions to fully liberalise capital inflows, with some
exceptions
Oct 1973-  First oil shock (price of Arabian light crude rises fourfold to US$11.65 per
Jan 74  barrel); subsequent recession and severe inflation; reassessment of long-term
energy plans to reduce oil dependency, and increase nuclear power and natural
gas use
Mar 1973 Japan conforms with international replacement of fixed exchange rates with
floating rates; yen floats upward to ¥265:US$1
1974  Press exposure of extent of Tanaka’s ‘money-power politics’ forces his resignation
as PM, and out of LDP, but remains Diet member; succeeded by Takeo Miki as PM
1976 PM Miki reaffirms moderate national defence posture, puts a ceiling on defence
expenditure of 1 per cent of GNP, with strong public support
1976 Lockheed bribery scandal breaks, leading to arrest of Tanaka and others over
bribery allegations; but Tanaka remains most powerful LDP figure
1976 8 LDP Diet members resign from party to protest against Tanaka’s ‘money-power
politics’ and form New Liberal Club (NLC)
1978 Japan-China Treaty of Peace and Friendship
1979  Second oil shock; electorate rejects Ohira proposal for consumption tax
June 1980 Death in office of Prime Minister Ohira; succeeded by Zenko Suzuki
Oct 1983  Kakuei Tanaka found guilty of receiving Lockheed bribes, and appeals
Dec 1983 LDP loses 36 seats in Lower House elections; coalition with NLC to retain
government; Tanaka reelected with record majority; Tanaka faction loses only 2 seats
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Feb 1985

1985
Sept 1985

1985-88
1986

1986-90
Aug 1986
Jan 1986-
Feb 1987
Jan 1987
Jan 1989

1989
April 1989
May 1989

July 1989

1989-90

April 1990
Aug 1990

1989-92
1992
Oct 1992
1992

May/June 1993

July 1993

July 1993

Aug 1993

Dec 1993
Nov 1993-
Jan 1994

Dec 1993
March 1994

Kakuei Tanaka paralysed by stroke, his personal influence declines, but Tanaka/
Takeshita faction remains most powerful

Maekawa Report recommends restructuring of Japanese economy

Plaza Accord agreed by G5 Finance Ministers, contributing to significant
appreciation of the yen against the US$

Yen appreciates from ¥238:US$1 to ¥128:US$1

US trade deficit with Japan reaches peak of US$60 billion, exacerbating US ire
about Japanese market access and economic structure

Third postwar period of rapidly rising urban land prices

New Liberal Club (NLC) disbands

Bank of Japan lowers official discount rate from 5 to 2.5 per cent,

its lowest level since 1945, giving birth to period of supereasy credit that leads to
bubble economy (baburu keizai)

PM Nakasone formally abolishes 1 per cent of GNP ceiling on defence
expenditure, but defence spending remains around this level

Showa Emperor (Hirohito) dies after 63 years on throne; his son Akihito succeeds
and the new Heisei (Peaceful Life) era begins

Takeshita government introduces consumption tax of 3 per cent

PM Takeshita resigns over Recruit scandal; Sosuke Uno briefly succeeds him

LDP announces major program of political reform but too late to prevent big fall in
electoral support; PM Uno soon caught up in scandal

Upper House half election sees big loss in LDP vote and JSP gain, mainly due to
public disgust at corruption scandals; LDP makes Toshiki Kaifu PM in effort to
project new clean image

Bank of Japan raises official discount rate from 2.5 to 6 per cent and introduces
tougher credit controls; Tokyo Stock Exchange Nikkei Stock average falls by
almost half after 12 years of continuous rise; bursting of the bubble economy
(baburu hokai)

Electoral System Council report recommends major electoral reform

Shin Kanemaru resigns as Deputy PM and head of Tanaka/Takeshita faction over
Sagawa Kyubin scandal

Structural Impediment Initiative (SIl) Talks initiated by Bush Administration to
address market access issues and US trade deficit

Morihiro Hosokawa, LDP Upper House member, breaks away from party to form
Nihon Shinto (Japan New Party), which wins four seats in mid-1992 half-Upper
House election

First visit to China by a Japanese Emperor (Akihito) and Empress

Landmark legislation passed to allow limited Japanese SDF patrticipation in UN
Peace-Keeping Operations (PKO) in Cambodia

Split from LDP of 48 members to form two new parties: Shinseito (Japan Renewal
Party) led by Ichiro Ozawa and Tsutomu Hata; and Sakigake (Harbinger) Party
led by Masayoshi Takemura; LDP left with 227 members, and No-confidence
motion in Diet passed; brings down LDP government and precipitates elections
US-Japan Economic Framework Agreement; Clinton Administration aims at
reducing Japan’s trade surplus on sector-by-sector basis

Lower House elections; the split LDP loses government after 38 years, though old
LDP still wins largest number of seats (223), and LDP defectors in Shinseito 55
seats, Sakigake 13 seats and some of Japan New Party’s 35 seats; thus in effect
still a conservative majority; Yohei Kono becomes LDP leader in opposition
Formation of 8-party coalition government under PM Morihiro Hosokawa
comprising Shinseito, JSP, Komeito, and others

Hosokawa Government agrees to end ban on rice imports under UR agreement
Hosokawa government gets electoral reform laws passed for new Lower House
electoral system, after initial rejection in Upper House, and considerable
compromise

Death of Kakuei Tanaka, the 1972-85 godfather of Japanese politics

Hosokawa government announces major deregulation program
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1994
June 1994

Sept 1994

Dec 1994

Dec 1994-
Apr 1995
17 Jan 1995

March 1995
July 1995

Aug 1995
Aug-Sept 1995
Sept 1995

Dec 1995

Jan 1996

April 1996

Oct 1996

Oct 1996
Nov 1996
1996

Dec 1996
Jan/Feb 1997

March 1997

April 1997
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PM Hosokawa resigns over financial impropriety allegations and stalling of 1994
budget; Tsutomu Hata becomes PM, but JSP withdraws from government over
exclusion from Ozawa’s scheme for new reform coalition; Hata left with minority
government

US merchandise trade deficit with Japan reaches new record of US$67 billion
Hata Government presents deregulation package; end of coalition government
under PM Hata, in face of imminent no-confidence motion by LDP; formation of
coalition government comprising LDP, JSP and Sakigake, under socialist PM
Tomiichi Murayama

JSP makes major changes to its long-standing postwar policy platform, in
particular abandoning neutrality and non-alignment, recognising SDF as
Constitutional, and accepting US-Japan Security Treaty

Formation of Shinshinto (New Frontier Party)from Shinseito, plus some of
Komeito, and seven other parties; former PM Toshiki Kaifu wins leadership over
Hosokawa and Hata

Rapid yen appreciation which peaks at ¥79:US$1; widespread business alarm,
especially among manufacturers, and calls for government action

Great Hanshin (Kobe) Awaji Earthquake kills over 6 500 people and does
extensive damage to housing and infrastructure, including Kobe port; severe
national psychological shock; strong public criticism over goverment’s bungled
disaster relief efforts

Major sarin gas attack on Tokyo subway by Aum Shinrikyo (Aum Supreme Truth)
religious sect; 11 people killed

US-Japan auto accord reached after difficult confrontation

50th anniversary of end of Asia-Pacific War; Diet’s Resolution on apology for
Japan’s role passed after great difficulty, and not satisfying most countries
affected

MOF and US Treasury reach understanding over limit to yen appreciation; yen
begins to fall against US$

LDP biannual Presidential elections; Ryutaro Hashimoto elected leader

Ichiro Ozawa wins leadership of Shinshinto replacing former PM Kaifu
Murayama resigns as PM of coalition government; Hashimoto becomes PM; JSP
reconstitutes itself as Social Democratic Party of Japan (SDPJ - Shakaiminshuto)
US-Japan Leaders Summit in Tokyo; President Clinton and Prime Minister
Hashimoto reaffirm commitment to US-Japan security alliance for Asia-Pacific
regional security

Democratic Party of Japan (DPJ-Minshuto) formed from parts of SDPJ, Sakigake
and other parties, led by Yukio Hatoyama (ex-LDP/Sakigake) and Naoto Kan
(ex-LDP/Sakigake)

First general elections held under new electoral system; LDP improves from pre-
election 211 seats to win near majority of Lower House (239 seats)

LDP forms minority government under PM Ryutaro Hashimoto, with policy support
agreement from SDPJ (15 seats) and Sakigake (2 seats)

Ex-PM Murayama resigns as SDPJ leader; succeeded by Takako Doi

Hashimoto government announces ‘Big Bang’ financial reform and deregulation
package; former PM Hata with supporters split from Shinshinto to form the Sun
Party (Taiyoto)

More defections from opposition parties to LDP, now with 241 Lower House seats;
Shinshinto rocked by arrest of ex-member Tomobe in Orange Kyosai Kumiai
scandal

Hashimoto Government announces its plan to reduce central and local
government budget deficits to no more than 3 per cent of GDP by 2005 (later
revised to by 2003)

Hashimoto government raises consumption tax, as previously announced, from
3 to 5 per cent; LDP Lower House numbers reach 244 from more returning
defectors; yen reaches ¥127:US$1, its lowest level in four years
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Chapter 4

Japan’s macroeconomic management will be an important determinant of economic
performance in coming years. Much depends on how the authorities manage fiscal
and monetary policy, including developing strategies to deal with the declining
savings rate and the budgetary pressures emerging from an ageing population. Low or
zero growth is a major problem with the Japanese economy facing the challenge of
achieving sufficient growth rates to allow solid and sustainable improvements in
living standards. Stop-gap solutions, such as regular minibudgets to provide a
midyear boost, have proved ineffective in the long run. Cutting interest rates to
below their current record low of 0.5 per cent is not viable. Cutting taxes might
provide some stimulus, but must be weighed against growing budgetary pressures. A
weaker yen would stimulate growth, but Japan is reluctant to encourage further
depreciation, given international opposition. The main requirement to generate
sustainable growth, therefore, appears to be faster deregulation and reform. This and
subsequent chapters assess Japan’s options for sustaining economic growth and the
likely policy developments over the next five to ten years.

The analysis in this chapter follows two interwoven themes. The first theme is the
existing macroeconomic environment in Japan, the main forces that shaped it, short-
term trends in key variables such as growth, inflation and the current account, and
the likely role of macroeconomic policy. Compared to the period between 1992 and
1995, Japan’s growth prospects are reasonably robust in 1997 and 1998. As this
growth is increasingly driven by the private sector, it should boost import demand.

The second theme is the longer-term outlook for the Japanese economy, which faces
major challenges: longer-term structural adjustment, continuing reform and the
ageing population. Japan’s potential growth rate could decline due to the contracting
workforce. Ageing is also likely to reduce the savings rate and the current account
surplus. In addition, the yen could strengthen as retirees repatriate funds currently
invested overseas.

Addressing these longer-term challenges will require bold action to promote
productivity growth, check threats to potential expansion of new sectors, and
encourage more efficient allocation of potentially scarce savings.

SHOCKS TO THE SYSTEM

The Japanese economy has been shaken by a series of ‘shocks’ in recent years,
including:

«  dramatic appreciation of the yen

« the collapse in asset prices known as the ‘bursting of the bubble economy’

= the crisis in the financial system

«  the Kobe earthquake

= the unsettled political climate.
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Difficulties in dealing with these shocks, together with major structural problems
such as low productivity in nonexport-oriented sectors, have undermined economic
recovery in recent years (Figure 4.1). Recovery from the oil shock in 1973 was much
faster than recovery from the recession of the early 1990s.

Figure 4.1

Japanese Real GDP Growth
1971 to 1996

Per cent

Source: Organisation for Economic Cooperation and Development, 1997a and previous years.

RECENT MACROECONOMIC EXPERIENCE

Between 1992 and 1995, the weakest components of economic activity were business
investment and net exports (Figure 4.2). Business investment was weak because of
low profitability, low capacity utilisation and the appreciating yen. The fastest
growth came from public investment, reflecting Japan’s expansionary fiscal policy,
though this adversely affected the government’s budget balance (Figure 4.3). While
private consumption growth averaged only 1.5 per cent per year, it contributed more
to growth than public investment, reflecting its 60 per cent share of GDP.

80



Macroeconomics

Figure 4.2

Average Growth by Type of Expenditure

Business Net

investment exports
0 ; ; ; ; ;

Private Government Public Residential
s consumption consumption  investment investment
3 5
5
a
10 A
15
20 -

Source: Organisation for Economic Cooperation and Development, 1997a and previous years.

Figure 4.3

General Government Structural Budget Balance as a Percentage of GDP
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Note:  The structural budget balance discounts cyclical influences by subtracting the effects of cyclical deviations (for example,
higher deficits in recessions) from the actual budget position.
Source: International Monetary Fund, 1996.
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In 1996, growth rose to 3.6 per cent, its highest level since 1991. In the first half of
the year, public investment grew 26.8 per cent while net exports continued to detract
from growth. Private domestic activity strengthened over the year. Business and
residential investment were the fastest growing components. Private consumption
grew 2.7 per cent in 1996, up from 1.7 per cent in 1995, due mainly to real disposable
income growing 2 per cent in 1996, the highest increase since 1992.! Net exports
inhibited growth, with losses similar to those recorded in 1995.

Two important changes occurred in the second half of 1996:

1.  Following the substantial depreciation of the yen in late 1995 and early 1996,2
net exports increased, contributing positively to growth in both the September
and December quarters.

2. Fiscal policy exerted a contractionary influence on economic activity, with
public investment declining sharply as expenditure from the September 1995
stimulus package ceased.

In contrast to fiscal policy, monetary policy continues to stimulate private sector
demand. Short-term interest rates have fallen since mid-1991, and the official Bank
of Japan discount rate has been 0.5 per cent since September 1995. Market call rates
have been at or below the official discount rate since this time (Figure 4.4). Long-
term rates also have fallen, dropping to below 2.5 per cent in late 1996 and early
1997.

SHORT-TERM POLICY INFLUENCES AND PROSPECTS

Since the impact of the September 1995 minibudget has largely run its course, fiscal
policy will be essentially contractionary due to:

1. the consumption tax rise from 3 per cent to 5 per cent in April 1997

2. higher income tax rates from 1997 following cessation of temporary tax cuts
introduced in 1994,

Furthermore, in line with legislative requirements, contributions to the National
Pension Scheme will rise 5 per cent in real terms in 1997 and 1998 (Organisation for
Economic Cooperation and Development, 1996b). The Ministry of Finance argued
successfully for these measures to address the growing fiscal deficit.

B Real disposable income was estimated to have grown 2 per cent in 1996 (Organisation for Economic
Cooperation and Development, 1996a). Negative factors affecting consumption expenditure in 1996
include the public health scare in the Japanese summer and the statistical impact of the leap year which
detracted from June quarter growth. By the December quarter, these factors acted to boost growth as they
had created a lower base.

2 Between April 1995 and June 1996 the yen depreciated 30 per cent against the US dollar.
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Figure 4.4

Japanese Interest Rates
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Source: Organisation for Economic Cooperation and Development, 1997b and previous years.

In coming years, the adoption of the fiscal policy target proposed by the Fiscal System
Reform Council to lower the combined deficits of the central and local governments
to 3 per cent of GDP by 2005 (from 7.4 per cent currently) will require additional
fiscal tightening.® Monetary policy will remain expansionary, with any increase in
official interest rates likely to be delayed until late in the year when the effects of tax
increases can be more clearly assessed.

For the recovery to continue, private sector demand must accelerate sufficiently to
offset ongoing fiscal policy contraction. Provided the yen does not appreciate
sharply, business investment is likely to continue growing solidly in 1997 and 1998,*
driven by the substantial progress made in restructuring, low capital costs and wage
restraint. The major uncertainty is whether private consumption will fall as taxes and
income deductions rise. The more households run down their savings to finance this

3 This figure differs from that in Figure 4.3 as it is not adjusted for the economy’s recent cyclical weakness.

In its December 1996 Economic Outlook, the OECD forecast real growth of business investment of
7.7 per cent in 1997 and 8.7 per cent in 1998.

4
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decrease in disposable income, the smaller will be the impact on consumption.® The
consensus among forecasters is for growth to dip in 1997 and pick up again in 1998
(Table 4.1).5

Table 4.1

Forecasts of Real GDP Growth in 1997 and 1998

Forecast real GDP growth (per cent)

Organisation 1997 1998
OECD 1.6 3.7
International Monetary Fund 2.7 n.a.
Consensus Forecasts 1.4 2.4
The Economist survey average 1.8 2.7
JP Morgan-Japan 2.4 2.8
Daiwa Institute of Research 1.5 2.7
Official® 1.9 n.a.

Note: a. For Japanese fiscal year.
Source: Organisation for Economic Cooperation and Development, 1996b; International Monetary Fund, 1996; The
Economist, 29 March 1997; Consensus Economics, 1997.

LONG-TERM GROWTH POTENTIAL

Notwithstanding the forecast for accelerated economic activity in 1998, in the
longer term Japan faces a decline in its potential growth rate, driven by the growing
proportion of elderly in its population. (See Chapter 2 - Socioeconomic Evolution.)
The International Monetary Fund (IMF) estimates Japan’s potential growth will be
around 2.5 per cent per year in CY1995-2000, dropping gradually to around
1 per cent per year by 2015 as growth in the working-age population slows
(Meredith, 1995a, p. 47).” The steady decline in potential growth post-2000
highlights the need for bold action to hasten structural reform and thus boost
productivity growth.

5 The impact of the consumption tax increase on consumption will also depend on whether business
absorbs any of the increase, but in net terms this may be less important because absorbing this increase
will depress profitability.

6 Assumptions differ on the impact of new taxes on consumption and on variables such as the exchange
rate.

v This projection is based on the assumption that total factor productivity growth will continue at the rate
expected for the 1990s; that the capital-output ratio will increase in line with the declining relative price
of capital goods; and that the participation rate of the working age population will be roughly constant
beyond 2000 (Meredith, 1995a, p.47).
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Japan’s New Economic Plan to Fiscal Year 2000, adopted by Cabinet in December
1995, recognises the link between structural reform and potential growth. It argues
that real GDP growth of 3 per cent per year is achievable in JFY1996-2000 by
continuing broad structural reforms. Without ongoing reform, it anticipates growth
would be only 1.75 per cent per year.

EMPLOYMENT

Weak output growth caused employment to expand only 0.2 per cent or less per year
between 1993 and 1995 (Figure 4.5). In 1996, employment growth rose slightly to
0.5 per cent. This weakness caused the unemployment rate to rise steadily to a record
high of 3.6 per cent in May 1996, though it fell back to 3.3 per cent by December
1996.8

Figure 4.5
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Source: Organisation for Economic Cooperation and Development, 1997a and 1997b.

Though the labour force grew at around 0.5 per cent per year between 1993 to 1995, the participation
rate fell by 0.3 percentage point to 63.4 per cent. However, in 1996 participation increased by
0.1 percentage point from its level in 1995.
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While the weak labour market has a strong cyclical element, structural influences are
also important. For instance, slow structural reform in the Japanese economy reduces
the extent to which expanding areas, particularly the services sector, can create new
employment. Moreover, lifetime employment contracts® make forced redundancies
largely unacceptable. This makes employers reluctant to take on new workers and
hinders the creation of new jobs. While this was not a significant constraint in
Japan’s high growth era, it is now. Some companies, recognising this, are discouraging
expectations of lifetime employment. (See Chapter 2 - Socioeconomic Evolution.)

INFLATION

Between 1991 and 1995, concerns about deflation increased as yen appreciation and
flat economic activity contributed to substantial and sustained declines in wholesale,
producer and land prices, falls in the consumer price index and falls in the GDP
deflator, the most general indicator of price pressures (Figures 4.6 and 4.7). In 1996,
with the exception of land prices, a depreciating yen and strengthening economic
activity caused price trends to turn around or at least stabilise, and concerns about
deflation faded. However, with continued spare capacity, ongoing deregulation, tariff
reform and globalisation, inflationary pressures are likely to remain subdued.

Figure 4.6
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These predominate primarily in large companies.
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Figure 4.7

Land Prices and the GDP Deflator
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Source: Organisation for Economic Cooperation and Development, 1996b; Nikkei data base.

JAPANESE SAVINGS

Strong savings performance since World War 11 has been critical to the Japanese
economy’s phenomenal success, promoting high growth rates and rapid
accumulation of physical and financial assets with minimal dependence on
international capital. Unlike many other developed nations, Japan’s solid savings
record continued even after it became fully industrialised, and its average ratio of
gross savings to GDP remains well above that of other major industrialised countries,
including Australia (Figure 4.8).

However, this is changing. Between 1991 and 1995, Japan’s savings rate dropped by
3.5 percentage points to 30.8 per cent of GDP, mostly due to steeply falling
government savings (Figure 4.9). Private savings, which are dominated by household
savings, declined steadily in the 1980s. They recovered partly in the first half of the
1990s but remain 2 percentage points below their peak of the mid-1980s.
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Figure 4.8

Average Gross Savings Rates as a Percentage of GDP, 1985 to 1995
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Figure 4.9

Japanese Savings by Sector as a Percentage of GDP, 1985 to 1995

35

30

- v
~ 20
c
9 Total savings
< == Private savings

15

Public savings

10 1

5 =

0 T T T T T T T T T 1

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995

Source: International Monetary Fund, 1996.

88



Macroeconomics

Fiscal consolidation should stop the decline in general government savings in the
late 1990s and lift overall savings. Over the long term, the dominant influence on
savings is likely to be demographic, as the ratio of elderly to working age households
increases. (See Chapter 2 - Socioeconomic Evolution.) The ratio of the elderly to the
working age population is projected to rise more than 28 percentage points to 46 per
cent between 1990 and 2030 (Meredith, 1995b).1° On its own, this will decrease
substantially the aggregate savings rate, as elderly households run down savings while
working age households accumulate them.' In 1990 elderly people’s household
savings as a percentage of disposable income were -3.5 per cent, versus 25 per cent for
working households (Meredith, 1995b, p. 39).

Moreover, current Japanese social security tax rates are unlikely to be able to support
the projected ratio of elderly to working age households.*? Failure to act will see
general government debt increase rapidly after 2010 to above 50 per cent of GDP in
2025, thus reducing government savings (Meredith, 1995a, p. 49). To avert this,
additional revenue or expenditure measures equalling around 2 per cent of GDP in
1995 will be needed (Meredith, 1995a, p. 48). The magnitude of the necessary
adjustment means revenue measures are likely to dominate; options include further
increasing social security contributions, increasing the consumption tax or
eliminating the special deduction for pension income in the personal tax system.
However, these measures would lower consumption by working age households and
also reduce their savings rate. By incorporating such tax increases between 1990 and
2030, the IMF projects that household savings would decline from 21 per cent of
disposable income to 10 per cent as the ratio of elderly to working age population
rises from 18 per cent to 46 per cent (Figure 4.10).%® Every percentage point change
in the elderly to working age population ratio is expected to reduce aggregate
household savings by around 0.4 percentage points.'4

10 This measure of ageing differs from that discussed in Chapter 2 - Socioeconomic Evolution in that it looks
at the ratio of the elderly to the working age population rather than the ratio of the elderly to the total
population.

1 Holding the savings rates of elderly and working age households constant, each 1 percentage point rise
in the ratio of the elderly to the working age population will lower the aggregate savings rate by 0.2
percentage point.

12 Meredith (1995a, p. 46) found that even after accounting for the 1994 pension reform plan which
envisaged increases in contribution rates, decreases in benefits and postponement of the eligibility age to
be phased in over 30 years, further measures, totalling almost 2 per cent of GDP if implemented in 1995,
would be needed to fully offset the burden of the ageing population. This finding is in line with the OECD,
which argues that a rise in national taxation of 3 per cent of GDP will be needed to cover the rising
expenditure on health, welfare and the basic pension that will be associated with the ageing of the
population (Organisation for Economic Cooperation and Development, 1996a, p. 63).

3 These figures assess household savings as a percentage of disposable income rather than GDP because
they are based on the family income and expenditure survey.

14 This result compares to a 0.2 percentage point decrease from a one percentage point change in the
elderly dependency ratio (the ratio of the elderly to the working age population) when only the
population shares are changed (Meredith, 1995a).
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Figure 4.10

Projected Declines in the Gross Japanese Household Savings Rate
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Other factors reducing Japanese savings over coming years include shorter working
hours and slower growth rates.

Declining savings as a result of demographic factors probably will reduce
substantially Japan’s domestic investment, its external surplus or both. The decreased
pool of savings will need to be allocated more efficiently, making further reform to
the financial sector vital. (See Chapter 7 - Finance.) The impending decline in
savings also increases the urgency of further broad economic reforms to increase the
potential growth rate, as the pressures on government finances will make recourse to
fiscal stimuli increasingly difficult.

BALANCE OF PAYMENTS

Japan’s balance of payments situation is the focus of significant domestic and
international (mainly US) attention, and drives foreign and domestic pressure for
trade liberalisation in Japan.
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On an annual basis, Japan’s current account surplus has been declining sharply since
1993 (Figures 4.11 and 4.12).* This is due mainly to the falling trade surplus as a
result of yen appreciation. In 1995, the net services balance also deteriorated by
US$4.9 billion as increasing numbers of Japanese travelled abroad; it deteriorated
even more in 1996.

Figure 4.11
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Source: Organisation for Economic Cooperation and Development, 1997b and previous years.

In the second half of 1996, with the weaker yen stimulating export growth, the
current account surplus increased 6.3 per cent on its levels in the first half of the year.
Provided the yen does not appreciate sharply, the current account surplus is likely to
increase further as exports continue to grow in 1997 and 1998.1 However, over the
long term, the current account surplus is expected to shrink as Japan’s ageing
population increasingly runs down its savingst” and import penetration grows.

1% All this discussion of Japan’s current account is in US dollar terms but the trends are similar in yen terms.

16 The OECD forecasts a current account surplus as a percentage of GDP of 1.4 per cent in 1997 and
1.5 per cent in 1998, with growth in export volumes of 7.5 per cent in 1997 and 8.7 per cent in 1998.

b The impact of ageing on savings was examined in detail in a previous section on savings.
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Figure 4.12

The Current Account Surplus as a Percentage of GDP
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Net capital flows!® mirror movements in the current account surplus (Figure 4.11).
Over the longer term, as Japan’s current account surplus decreases, its net capital
outflows will fall.

The key components of capital flows vary considerably from year to year
(Figure 4.13). Changes in the forces driving different types of capital flows also have
been substantial.®* Understanding the changes that have occurred over the last
decade helps in interpreting recent movements in Japanese capital flows and in
assessing likely future trends.

18 Net capital flows refer to inward flows less outward flows. A negative number in any of the charts in this
section for any category indicates a net capital outflow.

10 For further details see Kahkonen (1995).
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Figure 4.13

Main Components of Japanese Capital Flows
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The key force driving capital flows in the 1980s was the liberalisation of regulations.
For instance, net portfolio investment outflows surged from the early 1980s and
exceeded US$100 billion in 1986 and 1987 as capital controls were liberalised
progressively.22 From 1985 on, this asset accumulation was matched closely by
borrowing in foreign currencies, which shows up in the other investment category of
Figure 4.10, to satisfy regulations forcing banks to keep a low level of overall exposure
to foreign currency risk. Liberalising rules governing capital flows, together with an
appreciating yen, steadily increased net direct investment outflows from the mid-
1980s through 1990.

By the late 1980s, investment stocks had adjusted following the relaxation of capital
controls, and net portfolio investment outflows and associated borrowings in foreign
currency decreased rapidly. Completed stock adjustment increased Japanese investor

20 Other factors included deregulation of the domestic financial sector, which induced domestic financial
institutions to search for profit opportunities abroad; a structural change from depository-type financial
institutions (such as postal savings banks) towards securities-oriented institutions (such as insurance
companies) which increased a trend towards foreign securities holding; and the increase in land and
equity prices in the late 1980s which contributed to the accumulation of foreign assets by Japanese
residents.
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sensitivity to fundamentals, such as interest rate differentials and exchange rate risk.
Consequently, tighter monetary policy from mid-1989, the already heavy exposure to
foreign currency assets and reduced interest rate differentials in their favour saw
Japan become a net recipient of portfolio investment in 1990, while net direct
investment declined under lower pressure from the exchange rate. This turnaround
in capital flows was given further impetus by the bursting of the asset price bubble in
1990. According to Kahkonen (1995) this event:

= reduced financial institutions’ ‘hidden assets’ (unrealised capital gains),
decreasing the extent to which exchange rate losses could be offset by domestic
capital gains, thereby reducing capacity to face exchange rate risk on foreign
securities

= attracted foreign buyers of Japanese equity and discouraged direct investment
abroad, especially in real estate

=  created some concerns about capital adequacy, particularly the need to conform
to Bank of International Settlement guidelines, which led banks to downsize
their international positions

= forced firms facing stringent cash flow conditions domestically to liquidate
holdings of foreign assets (including real estate).

After 1992, net outflows of portfolio investment resumed as Japanese interest rates
declined. This portfolio investment has primarily been in debt securities, such as
bonds, rather than overseas equities. However, since the major stock adjustments had
been made, swings in the level of portfolio investment were not as great as in the
1980s. The implication for the future is that while net portfolio investment will
remain sensitive to fundamentals such as interest rates and exchange rate
expectations, swings like those of the 1980s will be unlikely.

Three other important developments occurred in recent years:
= Net direct investment outflows increased 66 per cent between 1993 and 1996.

=  Growth in reserve assets accelerated after 1992 as the Bank of Japan purchased
monetary gold and foreign exchange to counter yen appreciation (Figure 4.13).

= A high net inflow of other investment in 1996 reflected the extension and
repatriation of loan investment as Japanese banks tried to improve capital
adequacy ratios and liquidity by decreasing offshore loans (Australia-Japan
Economic Institute, 1997, p. 8).

Japanese capital flows to Australia are closely related to the forces determining
overall Japanese capital flows and profoundly affect the Australian economy. Japan’s
willingness to buy Australian bonds helps keep down the cost of funding long-term
projects in Australia. Direct investment flows from Japan significantly contribute to
real economic activity in Australia. In addition, Japanese capital flows influence the
level of demand for the Australian dollar and trading on the local share market.?

21 One market participant claims that Japanese capital currently accounts for about 2 days’ turnover per
year on the Australian Stock Exchange.
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In the 1990s, securities dominated Japanese long-term capital flows to Australia,
mostly in semigovernment bonds, with equities investment small but increasing
(Figure 4.14). From 1992 to 1994, Japanese investors withdrew heavily from
Australian securities, while continuing investment elsewhere in the world (Figures
4.14 and 4.15). Factors driving the disinvestment in Australia included a fall in
Australia’s long-term bond yields relative to the USA and key European countries,
such as Germany, and an exchange rate that depreciated against the yen and the US
dollar until late 1993.

In 1995 securities investment surged due to:

=  perceptions, which proved to be correct, that exchange rate gains could be
made by investing in Australian dollar securities

= an increase in yields on Australian securities relative to those on US and
German securities

=  recognition that Australia had ‘beaten’ inflation

= the surge in holdings of dual currency instruments which allow Japanese
institutions and individuals to extract a yield in yen from bonds redeemable in
Australian dollars.?

This strong investment in securities fell in the first half of 1996.2 Japan’s purchases of
Australian securities totalled US$1.1 billion in the first half of 1996, compared to
US$2.3 billion in the first half of 1995 and US$7.5 billion in the second half (Bank
of Japan, 1996b). Weakness continued in the second half of 1996 driven by
perceptions that other currencies (such as the Canadian and New Zealand dollars)
had become more attractive than the Australian dollar and by investors taking
capital gains on Australian dollar bonds.

However, subject to perceptions of likely trends in the A$:¥ exchange rate and
continued low inflation, interest in securities investment in Australia is likely to
remain high on average. Unless major structural change occurs, Australia’s shortage
of local savings, its current account deficit and its heavy international debt burden
will keep long-term interest rates relatively high. These high returns will attract
Japanese investment from pension funds, insurance companies and householders.

22 Issuance of dual-currency bonds increased from A$5.5 billion in 1994 to A$13.4 billion in 1995. In the
first nine months of 1996, issuance stood at A$13.3 billion (Stammer, 1997).

23 Because of changes in the classification of Japan’s balance of payments figures, it is difficult to make
more extensive comparisons of capital outflows to Australia between 1995 and 1996. Nonetheless, the
overall decline in Japan’s financial flows to Australia in the first half of 1996 was much larger than the
decrease in outflows of debt securities, as Japanese banks repatriated capital to Japan (just as they did in
the world as a whole) thus decreasing their loan assets in Australia. In the first half of 1996, loan assets
fell by US$1.2 billion compared to a rise of US$190 million in the first half of 1995.
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Figure 4.14
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Figure 4.15
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THE YEN: TRENDS AND FUTURE PROSPECTS

Exchange rate instability has affected significantly economic activity in the 1990s.

Between mid-1990 and April 1995, the yen appreciated steadily against both the US
dollar and in real effective terms (against all currencies after inflation). In April 1995
the yen peaked at just over ¥80:US$1 (Figure 4.16).

Figure 4.16

The Yen:US$ Exchange Rate and the Real Exchange Rate
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Source: Nikkei data base; International Monetary Fund, 1996¢ and previous years.

Japan’s relatively low inflation made Japanese exports more competitive and
necessitated the yen’s appreciation against the US dollar and other currencies to
stabilise the real exchange rate (or real competitiveness). Other factors causing the
yen to appreciate were:

= avicious circle whereby appreciation reduced the yen value of overseas wealth,
leading to reduced capital outflows and further yen appreciation, which in turn
produced more sales and fewer overseas purchases of foreign assets

= Japan’s long-running current account surplus

=  expansionary fiscal policy, which increased real interest rates, attracting foreign
capital inflows that put pressure on the exchange rate. Expansionary Japanese
fiscal policy probably helped the yen appreciate between December 1993 and
August 1994, when Japanese long-term bond yields increased by 1.7 percentage
points and the yen appreciated 10.2 per cent against the US dollar. (See box.)
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the ‘Great Hanshin’ (Kobe) earthquake of 17 January 1995 which the
Economic Planning Agency estimates damaged around 0.8 per cent of Japan’s
net fixed assets. This reduction in capital stock may have caused the yen’s value
to surge in the first half of 1995 as capital was repatriated from overseas to meet

Japan’s investment needs.

STIMULUS PACKAGES AND THE EXCHANGE RATE

Economic modelling work undertaken for the East Asia Analytical Unit
indicates that the expansionary fiscal packages between 1992 and 1995 (five
‘minibudget’ stimulus packages totalling almost ¥60 trillion) at times could
have contributed to the yen’s appreciation,? which in turn contracted
economic activity (McKibbin, 1996).

Economic Stimulus Packages, 1992 to 1995

Date proposed

August April September  February  September

1992 1993 1993 1994 1995
Total package (¥ trillion)  10.7 13.2 6.2 15.3 14.2
Per cent of GDP 2.3 2.8 1.3 3.2 3.0

Source: International Monetary Fund, 1996.

Base Case

In his base case scenario, McKibbin found a permanent fiscal expansion of
2 per cent of GDP would, without other ‘shocks’, increase real short-term
interest rates by 60 basis points and long-term interest rates by 45 basis
points® due to an expected fall in public saving. This rise in interest rates would
appreciate the yen by 9 per cent in real terms relative to all other currencies.?

The effect of fiscal policy on interest and exchange rates was most apparent
between December 1993 and August 1994, when after two packages, long-
term interest rates increased 1.7 percentage points and the yen appreciated
10.2 per cent against the US dollar (Figure 4.17). Moreover, Japanese
long-term rates increased before US long-term rates suggesting domestic
causes of the appreciation: expectations that public savings would fall due to
expansionary Japanese fiscal policy and a growing consensus that the Japanese
business cycle had reached its trough. While long-term interest rates
subsequently fell, this was because the effects of expansionary fiscal policy on
interest rates were offset by other factors. These included lower growth
prospects in Japan and the expectation of substantial fiscal consolidation in
the USA, both of which reduced expectations about the future global demand
for capital.

The other major component of the overall fiscal expansion were income tax reductions in Japan Fiscal Year
(JFY) 1994, 1995 and 1996 which reduced government revenues by ¥17 trillion (Organisation for Economic

Cooperation and Development, 1996a, p.205).
A basis point is one hundredth of a percentage point.

The OECD (1996a) in work examining the effectiveness of fiscal policy in Japan in recent years, assumed
interest and exchange rate effects that, when compared to the actual size of the packages relative to

GDP, are less than the sensitivities derived from McKibbin’s model.
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Figure 4.17

The Yen-US$ Exchange Rate and Japanese and US Interest Rates
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Delays between Announcement and Implementation

The stimulus package of February 1994 was characterised by significant delays
between announcement and implementation, with actual JFY1994
expenditure growing by only 1.5 per cent (¥0.6 trillion). Spending announced
in the February 1994 package and completion of projects from earlier
packages together should have increased government spending by
¥7.5 trillion in JFY1994 (OECD, 19964, p.207). In a simulation where fiscal
expansion is announced well ahead of implementation, higher long-term
interest rates and yen appreciation precede the actual fiscal stimulus, leading
to an initial contractionary effect.?” This suggests that at this crucial time in
the recovery process, the significant gap between announcement and
implementation may have exacerbated the existing weakness in economic
activity. It could be argued that the Government had an incentive to
maximise the ‘headline’ cost, compared to the true fiscal cost, because it was
subjected to considerable international, particularly US, pressure at the time
to stimulate growth to promote imports.

Minimising the actual fiscal costs of packages compared to the ‘headline cost’ will have effects similar to
delaying implementation of packages. In particular, crowding out of private sector investment will occur
instantly due to expectations pushing up interest rates, while economic activity is only lifted by the extent
of the true stimulus rather than the headline figure. The Japanese Government has minimised the fiscal
costs of all the packages by counting local government expenditure, spending already included in
previous budgets, and spending that is not a net addition to baseline government expenditure, such as
disaster relief and compensation for Uruguay Round liberalisation measures.
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When the yen surged to ¥80:US$1 in April 1995, it overshot sustainable levels.
Exchange rates of well above ¥100:US$1 were not sustainable because such rates
were inconsistent with maintaining even a moderate external surplus, which
population ageing is likely to necessitate (International Monetary Fund, 1995,
p. 35). Indeed, by early May 1997, the yen had depreciated by almost 60 per cent
against the US dollar and was back to 1988 levels, although it has since appreciated.

The depreciation was largely due to a combination of domestic measures and
coordinated international actions. The major initial factor pushing the yen from
¥85:USS$1 in July 1995 to ¥98:US$1 in September 1995 was the coordinated
intervention by the monetary authorities of the major industrialised countries,
responding to concern that the yen’s sharp appreciation could reduce drastically
Japan’s economic activity.®® This action was aided by further relaxation of Japanese
monetary policy from July 1995,%° culminating in the cut in the official discount rate
to a record low of 0.5 per cent on 8 September.

In August, the Japanese Government announced a package of measures, effective
immediately, to promote capital outflows, increasing demand for foreign currencies
and reducing appreciation pressures on the yen. (See box.) This reform package
responded to the view that large institutional investors had been very limited
supporters of offshore investment after suffering from the recent yen appreciation,
and had actually added to demand-side pressures on the yen by reducing offshore real
estate, equity and securities investments. While the regulations affected were not
major constraints on capital outflows, the announcements were well timed and, with
concerted currency interventions, saw the US dollar appreciate by around 10 per
cent against the yen in August 1995.

In early 1996, partly due to lagged effects of the appreciation, the Japanese current
account surplus continued to contract rapidly. This fuelled further depreciation, as
did movements of USA-Japan long-term interest rate differentials in favour of dollar-
denominated assets (International Monetary Fund, 1996, p. 33). Central bank
intervention remained important in maintaining downward pressure on the yen.
Indeed, G7 member® central banks (including the Bank of Japan) were the largest
single source of demand for US dollars in 1996 (The Economist, 2 November 1996,
p. 95).

28 This intervention was clearly in the interests of Japan, the USA and Germany. The USA would avoid
substantial Japanese divestment, while Germany’s competitiveness would be boosted by a stronger
dollar vis-a-vis the yen and the Deutschemark.

20 On 7 July 1995, the Bank of Japan, in an effort to further push down short-term market rates, announced
that it expected them to fall on average to somewhat below the official discount rate and supplied
abundant liquidity to the market.

30 The G7 consists of the USA, Japan, France, Italy, UK, Germany and Canada.
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MEASURES TO PROMOTE CAPITAL OUTFLOWS IN 1995

Key elements of the package on 2 August 1995 to promote capital outflows
were:

= liberalising restrictions on external loans denominated in foreign
currency by institutional investors

= abolishing restrictions on external yen loans by insurance companies
which involved other lending partners

= providing institutional investors with greater flexibility in their
accounting treatment of offshore bond holdings

e easing the regulation of foreign exchange banks’ foreign exchange
positions to enable investment into foreign denominated bonds

<  promoting the capacity of public funds (including development funds
and investment funds) to expand foreign denominated investments.

OUTLOOK FOR THE YEN

In coming months, the stabilisation of Japan’s current account surplus and the
maintenance or widening of the gap between Japanese and US interest rates are
factors which could prevent the yen from appreciating above ¥115:US$1 and may
even encourage further depreciation. In May 1997, Japan’s long-term interest rate
was 2.7 per cent versus 6.7 per cent in the USA.%

However, if the increase in Japan’s current account surplus evident in late 1996 and
early 1997 is sustained, central banks may become less committed to a weak yen.* In
addition, if the detorioration of the US current account evident in late 1996
continues, this would put pressure on the yen to appreciate relative to the US dollar,
as would any narrowing of differentials between US and Japanese interest rates late
in 1997.3% These short-term factors are likely to remain dominant influences on the
¥:US dollar exchange rate in the medium term.

US progress in reducing its budget deficit will continue to influence the ¥:US$ rate.
If the US fiscal consolidation program is viewed as serious, the yen will experience
upward pressure because of reduced interest rate differentials between the USA and
Japan; a watered-down program will reduce pressure. However, in the medium to
long term, a major US structural fiscal contraction could reduce the US current
account deficit, which in the long term may stimulate appreciation of the dollar.

st The equivalent figures for short-term interest rates (3-month certificates of deposit) were 0.47 per cent and
5.69 per cent; prime rates were 1.63 per cent in Japan and 8.25 per cent in the US.

32 In 1996 a strong US dollar suited not only Japan, but the US and Germany as well; it helped the US
reduce inflationary pressures and helped boost output in both Japan and continental Europe. An early
sign that this commitment may be ending is G7 support for a lower dollar in late April and early May
1997 (Asian Wall Street Journal, 12 May 1997).

33 Between the second and fourth quarters of 1996, the US current account deficit deteriorated from
2.1 per cent of GDP to 2.4 per cent (Australia-Japan Economic Institute, 1997).
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Assessing long-term trends in the yen’s value is even more difficult than assessing the
short to medium-term outlook. One view is that a declining current account surplus
as savings rates fall will remove some pressure for yen appreciation. An alternative
view is that in coming years, a trend appreciation of the yen in real effective terms is
likely as funds move back to Japan to maintain an ageing population’s consumption
levels as savings rates fall (McKibbin, 1996). In this view, the main motivation for
running current account surpluses is to fund future consumption.

INTERNATIONALISATION OF THE YEN

Internationalisation of the yen involves increasing the yen’s role both as an
international currency for trade and finance and as a nominal anchor currency
against which other countries may peg their currencies (Kawai, 1994, p. 1). Greater
internationalisation of the yen is likely to further strengthen the economic
integration of Asia. It also may facilitate diversification of currency risk.

The most recent statistics from the Ministry of International Trade and Industry
indicate that, as of March 1996, 36 per cent of Japan’s exports were denominated in
yen, compared to 20 per cent in the late 1970s, 34 per cent in 1988 and 40 per cent in
1994 (Kawai, 1994). The use of yen is strongest in services trade (50 per cent). Yen-
denominated imports account for 18 to 20 per cent of the total, compared to 2 per
cent in the late 1970s, 13 per cent in 1988 and 22 per cent in 1994. The decline in
the use of the yen among Japanese importers after 1994 was probably a response to
rapid appreciation in 1995. Recent depreciation may see increased use of the yen in
Japan’s international trade.

Much of the yen’s increasing internationalisation over the past 15 years is due to
Japan’s strongly growing commercial ties with Asia. (See Chapters 5 - Trade, and 6 -
Internationalisation.) The yen is most prevalent in trade flows between Japan and
South East Asia; this trade was previously heavily dollar denominated. Most of
Japan’s international loans to the region now are also yen denominated. Finally,
while it accounts for just 7 per cent of global currency reserves, the yen comprises at
least 30 per cent of the foreign currency reserves of Indonesia, the Philippines,
Singapore and Taiwan (Desai, 1996).

Increasing internationalisation of the yen will be driven by:

e ongoing changes in Japan’s trade structure towards items which are
traditionally more likely to be yen denominated, such as machinery and
equipment

= increasing yen-denominated investment and lending flows between Japan and
Asia

= growing complementarity and interdependence of the economic structures of
Japan and other Asian countries

= Japan’s low and stable inflation rate encouraging more Asian countries to hold
yen as a reserve currency
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= recent abatement in appreciation pressures, encouraging more countries to
borrow in yen and peg their currencies to the yen.

However, Japan’s short-term money market’s continued shallowness, compared to
that of the USA, significantly constrains yen internationalisation, making it difficult
to use yen-denominated assets as liquid working balances for international trade and
capital transactions. Money market liquidity would be increased by eliminating
transaction taxes, stamp duties and withholding taxes (Garber, 1996, p. 5). (See
Chapter 7 - Finance.)

LONG-TERM PRESSURES TO DRIVE CHANGE

Between 1992 and 1995, Japan experienced a period of unprecedented weakness in
economic activity. Growth improved in 1996 and over the next year or two, the
macroeconomic environment should be healthier, with stronger economic
expansion and continued low inflation.

Pressures for structural reform and economic change will remain strong. These
pressures include the rapidly ageing population, declining savings and potential
growth rates, possible further yen appreciation and the need for broad-based reforms
to overcome inefficiency in the economy and ensure international competitiveness.
A return to higher levels of growth in the longer term will depend on astute
macroeconomic policy management and microeconomic reforms. A key long-term
macroeconomic issue will be bringing Japan’s fiscal position back to a healthy state.
Further microeconomic reforms are necessary across a broad range of areas, discussed
in subsequent chapters.
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Chapter 5

Australia has a longstanding record of success in the Japanese market. Australian raw
materials and energy are crucial to Japan’s economic development; this enormous
trade is still growing and remains vital to Australia. However, Japan’s trade structure
is changing, with imports of manufactures and processed food growing rapidly, and
trade in services expanding strongly. To maintain its successful record, Australia’s
exports will have to evolve in line with Japan’s changing patterns of import demand.

Australian companies keen to explore opportunities in emerging Asian markets
often ignore potentially more lucrative opportunities in Japan. This chapter
identifies a number of high-growth market segments that Australian companies
could find very attractive. A case in point is Australia’s sales of cheese to Japan which
have been growing 20 per cent a year over the last decade and which now exceed
Australia’s total exports to Vietnam. In that sense, Japan could be seen as Asia’s most
lucrative ‘emerging’ market. However, increasing Australia’s share in high-growth
and other segments will require increasingly broad Australian business
understanding of the factors driving change in Japan’s trade structure and future
demand trends.

This chapter assesses these factors and trends, examining Australia’s performance in
the Japanese market and identifying opportunities.

Some of the key conclusions of the analysis are:
« Japan’s strong import growth in recent years is not just due to the strong yen.

=  ‘Reverse imports’ (Japanese firms’ exports to Japan) may slow in response to the
weaker yen. However, they will remain substantial, reducing companies’
vulnerability to yen appreciation and other cost factors.

=  Australia’s market share in Japan may continue to decline, but exporters should
enjoy further expansion in such areas as processed foods, housing and
construction materials, and some high-value-added manufactured items. In
recent years, Australia’s share of Japan’s service imports has also declined.

JAPAN’S CHANGING TRADE STRUCTURE

The last decade has seen both rapid overall growth in Japan’s imports and substantial
changes in composition. Strongest import growth occurred in the late 1980s and
from 1994 to 1995 (Figure 5.1). The latter period of rapid import growth is
particularly striking as it occurred despite extremely sluggish economic growth. In
1996, import growth dropped to 6.8 per cent; the OECD forecasts similar rates for
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1997 and 1998. Although these growth rates are less spectacular than those of 1994
and 1995, they still entail vast opportunities as import growth of 6 per cent per year
translates into an extra US$19 billion in imports.

Figure 5.1

Japanese Nominal Import Growth 1985 to 1998
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Note:  These growth rates and all subsequent growth rates are based on US dollar figures unless indicated otherwise.
Source: Department of Foreign Affairs and Trade, STARS data base; Organisation for Economic Cooperation and Development,
1996.

Three key trends occurred in the composition of Japan’s imports between 1985 and
1995 (Figure 5.2):

= the plunge in the share of fuels from 43 per cent in 1985 to 16 per cent in 1995

= therise in the share of processed food from 6 per cent in 1985 to 10 per cent in

1995

= the doubling in the share of manufactured goods to 56 per cent over the decade
to 1995.

Fuels

Growth in mineral fuel imports has been slow, with substantial declines in the shares
of petroleum, coal and coke, and natural gas in Japan’s total imports. This
contraction has been evident since the first oil shock. It reflects the continued
restructuring of the economy away from energy-intensive activities, and rapid growth
of other imports. Nonetheless, Japan remains the world’s second largest fuels
importer after the USA.
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Figure 5.2

Substantial Changes in Import Composition
Japan’s Merchandise Imports, 1985 to 1995
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Source: Department of Foreign Affairs and Trade, STARS data base.

Processed Food

The rise in the share of processed food imports reflects an annual growth trend? of
over 13 per cent between 1985 and 1995, compared to Japan’s overall import growth
of 9.4 per cent. Meat is the most important item within the processed food category
(Figure 5.3). Over the last decade, alcoholic beverages, fish, and beef imports have
grown dramatically. Other processed food items growing more than 15 per cent per
year include:

=  fruit juices

= non-alcoholic beverages

< €ggs

«  preserved fruit and fruit preparations

e  sugar confectionery

«  prepared or preserved meat and meat offal.2

All annual average rates of growth in this chapter are trend rates derived by log-linear regression using
the least squares method. This is more robust than the average (compound) annual growth rate as it takes
account of all observations and is less likely to be affected by unusually high or low values at the end
points of a given period (Department of Foreign Affairs and Trade, 1995).

This category includes items such as liver and sausages.
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Figure 5.3
Meat Dominates Processed Food Imports
Japan’s Processed Food Imports, 1995
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Source: Department of Foreign Affairs and Trade, STARS data base.

Manufacturing Imports

As manufacturing imports have grown, their composition has changed. The shares of
machinery, transport equipment and miscellaneous manufactures (clothing,
footwear, prefabricated buildings and travel goods) increased substantially, while the
share of chemicals and ‘manufactured goods classified by material’ (iron and steel,
nonferrous metals, textiles, leather, rubber and paper products) declined (Figure 5.4).

Figure 5.4

Expansion in Imports of Machinery and Transport Equipment
Japanese Manufactures Imports, 1985 and 1995
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Source: Department of Foreign Affairs and Trade, STARS data base.
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Strong growth in capital and consumer goods imports and weak growth in
intermediate goods imports have driven these changes.

Machinery and Transport Equipment

Over the last decade, machinery imports grew 19.4 per cent per year and imports of
transport equipment grew 18.7 per cent; machinery import growth was particularly
strong in 1994 and 1995.° The fastest growing imports over the decade were
telecommunications, sound recording and automatic data processing (ADP)
equipment, office machines, electrical machinery and road vehicles (Figure 5.5).

Figure 5.5

Trend Growth in Machinery and Transport Equipment Imports
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Source: Department of Foreign Affairs and Trade, STARS data base.

The fastest growing individual items with trend annual growth rates of between
61 per cent and 26 per cent were:

e  televisions

e audio and video recorders

= equipment for distributing electricity

e trailers and semi-trailers

3 In 1994 and 1995, machinery imports grew 28.7 per cent and 52.5 per cent compared to
28.7 per cent and 18.6 per cent for transport equipment.
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= motor cycles
= motor vehicles
«  parts and accessories for office and ADP machines

= radios
= telecommunications equipment and parts, and accessories of radios, televisions
and videos

= household electrical and nonelectrical equipment.

Other Manufactured Goods

Over the last decade, annual growth has surpassed 20 per cent across a broad range of
commodities, including a variety of finished consumer goods (Figure 5.6). The most
significant item is clothing and clothing accessories, which expanded from
1.5 per cent of Japanese imports in 1985 to 5.6 per cent in 1995.

Figure 5.6

Import Growth Among Other Manufactures, 1985 to 1995
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Imports of housing products are expanding rapidly; prefabricated buildings,
nonexistent until 1990, reached US$289 million in 1995. Similarly, imports of
household accessories such as furniture, mattresses and electric light fittings have
expanded dramatically.*

4 In 1995, Japan’s total imports of furniture, mattresses and bedding, and electric light fittings were
US$1.1 billion, US$550 million and US$58 million respectively.
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Chemicals and Manufactured Materials
Within these two slow growing import categories, fast growing segments include:

< veneers, plywood and particle board and clay construction materials,

expanding at annual rates of 20 per cent and 11 per cent between 1990 and
1995

= iron and steel products and metals manufactures.

Opportunities exist to fill market niches in these areas. Strong demand in 1995 for
iron and steel products and metal manufactures was manifested in growing imports of
items as diverse as iron and steel ingots, tubes and pipes, wire and cutlery.

Export growth was solid in the first half of the 1990s, but not as high as in the peak
years of the late 1980s (Figure 5.7). After a contraction of 5 per cent in 1996, growth
should pick up again in 1997. Export composition has changed substantially,
primarily within manufacturing sectors, which still dominate Japan’s merchandise

exports. Machinery exports’ share rose solidly, while that of transport equipment fell
(Figure 5.8).

Figure 5.7

Japanese Export Growth, 1985 to 1998
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Source: Department of Foreign Affairs and Trade, STARS data base; and Organisation for Economic Cooperation and
Development, 1996.
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Machinery

Electrical machinery and parts, office and automatic data processing (ADP)
machines, general industrial machinery and parts, power generating machinery and
equipment, and specialised machinery contribute most to export growth (Figure 5.9).
In general, the fastest growing items in all these categories have been either parts or
capital goods in which it has been easier for Japan to remain competitive, while
exports of final products have been extremely weak. In the case of electrical
machinery and parts, and office and ADP machines, exports of valves, tubes,
semiconductors and integrated circuits, electrical apparatus used in circuits, and parts
and accessories for office and ADP machines, have expanded strongly over the last
decade. Exports of office machinery and household electrical and nonelectrical
equipment have been weak (Figures 5.10 and 5.11).
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Figure 5.9

Machinery and Transport Equipment Exports, 1985 to 1995
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The share of telecommunications and sound recording equipment fell over the past
decade (Figure 5.9). Exports of televisions, radios and audio and video recorders
experienced trend annual growth rates close to, or below zero. However, exports of
telecommunications and sound recording equipment parts grew at a trend annual
rate of 11.4 per cent from 1990 to 1995, to be worth more than US$7 billion.

Transport Equipment

The share of both road and nonroad vehicles in total exports fell (Figure 5.9). The
divergence between the export performance of final products and parts is again
apparent.®

s Exports of road vehicles grew at a trend annual rate of 0.2 per cent from 1990 to 1995, with the
equivalent rate for exports of parts of road vehicles being 13.0 per cent.
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Figure 5.10
Exports of Parts Expand ...
Share of Major Items in the Electrical Machinery and Parts Segment
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Figure 5.11
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FACTORS DRIVING CHANGING TRADE PATTERNS

Several factors have been responsible for the striking changes in Japan’s trade
structure over the last decade, including:

= the appreciation of the yen

=  outward foreign direct investment (FDI) flows

= theincrease in supply capacity in Asia

= reforms in the distribution sector

= changes in tastes

< income growth

< reductions in formal and informal barriers to entry into the Japanese market.

As distribution sector reforms, changes in tastes and market access issues are analysed
in later chapters, only their interaction with other trade related factors is examined
here.

The yen appreciated from around ¥260:US$1 in early 1987, to ¥80:US$1 in
mid-1995, but by early May 1997, had depreciated back to ¥127:US$1, although it
has since recovered somewhat. In the first half of the 1990s, the appreciation was
greater in real terms against a basket of currencies than in the late 1980s (Figure
5.12). Consequently, the appreciation in the first half of the 1990s more seriously
strained Japan’s competitiveness and had a greater impact on its trade structure.

Effects on the Structure of Trade

Exchange rate changes affect prices and, consequently, the structure of trade. Yen
appreciation causes the yen price of imports to fall and increases the foreign currency
price of Japanese exports.t

Estimates of responsiveness of demand for various imports to changes in their relative
price’ indicate that if the relative price of consumer goods imports decreases by
1 per cent, demand increases by 0.9 per cent. A 1 per cent price decrease will
increase demand for capital goods by 0.6 per cent, for food by 0.3 per cent and for
industrial supplies by 0.1 per cent (Table 5.1). However, as these figures are from
1981 to 1992, price responsiveness may have increased further.

Except in those few cases where Japanese producers fully absorb the appreciation by announcing a
proportionate drop in their yen prices. Overall, Athukorala and Menon (1993) found that after adjusting
for reductions in the price of imported inputs, a 1 percentage point appreciation of the yen resulted in a
0.42 to 0.53 per cent increase in foreign currency export prices in Japan’s main manufacturing export
sectors.

7 In the equation from which these estimates are derived, the price factor is represented by the ratio of the
import price index to the relevant domestic wholesale price index.
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Figure 5.12

Divergence of ¥:US$ Exchange Rate and the Real Effective Exchange Rate
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Table 5.1

Price and Income Elasticities of Demand for Imports by Commodity Type

Food Mineral Industrial Capital Consumer
fuels supplies goods goods
Price elasticity 0.3 na 0.1 -0.6 -0.9
Income elasticity 1.6 0.7 0.9 1.2 1.9

Note:  Estimates made for 1981 to 1992.
Source: Economic Planning Agency, 1993, p.183.

Two factors which have progressively strengthened the price effects of a given change
in the exchange rate over the last decade are:

1.  the greater extent to which exchange rate appreciation changes final prices as a

result of distribution sector reforms and greater competitive pressures

the increased sensitivity of demand for consumer goods, capital goods and food
to changes in prices. For consumer goods, flat incomes and changes in tastes
and values may have made demand more price sensitive. Intensified
international competition may have similarly affected demand for capital
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goods. For food, continued liberalisation of Japanese agricultural trade, and
changes in tastes and values may have increased the observed price sensitivity
of demand for imports.

The increasing responsiveness of the import penetration index for final goods to the
yen/US dollar exchange rate since the mid-1980s indicates these forces have been at
work (Takao and Nemoto, 1995, p. 13). Further support comes from an Organisation
for Economic Cooperation and Development (OECD) finding of a structural break
in the price responsiveness of Japan’s demand for imports in 1990 to 91 (OECD 1996,
p. 26).8

Future Trends

In the medium to long term, price variations from changes in the value of the yen are
less likely to contribute to import growth than in 1994 and 1995. At that time, high
import growth occurred in a stagnant economy and with a sharply appreciating yen.
Since mid-1995, the substantial yen depreciation probably has detracted from import
growth. However, the exchange rate may well reemerge as an important factor
driving growth in Japan’s imports.

Effects on Exports

The appreciating yen has hurt consumer goods, as this sector faces fierce
international competition, and demand is especially sensitive to even small changes
in foreign currency prices. The effect has not been as severe in exports of capital
goods and sophisticated parts, where Japan maintains a competitive advantage.

Foreign direct investment (FDI) has a strong impact on Japanese trade. In the second
half of the 1980s, Japanese investment in the USA and Europe increased
significantly due to fears about the introduction of protectionist barriers in those
markets. (See Chapter 6 - Internationalisation.) The main effect was to replace exports
from Japan. An illustration of this is Japanese investment in the US auto industry.
Japanese FDI increased Japanese car makers’ production capacity in the USA to
above 2 million units by 1996, reducing Japan’s car exports to the USA from
2.7 million in 1985 to 1.2 million in 1995. Moreover, Japan is now importing cars
made by Japanese companies in the USA.®

Japanese FDI in Asia has been driven by pressures on competitiveness arising from
the yen appreciation, Asia’s lower unit labour costs and increased supply capacity.

8 In a similar result, Sanwa Bank (1997) found that growth in Japan’s imports since 1994 has been faster
than would be expected, based on previous relationships between imports and price and income factors.
Another factor contributing to these results is the increase in the price sensitivity of Japan’s aggregate
imports that occurs as a result of the increasing share over time of consumer goods, which are the most
price-sensitive class of import. This underlines the need to do more disaggregated econometric work
looking for structural breaks in the price and income responsiveness of Japanese imports.

9 In 1996, Japan imported 69 317 passenger cars from the USA (Japan Automobile Importers
Association, 1997).
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Asia’s rapidly growing domestic markets have also been an important factor. This
FDI has affected the structure of Japan’s trade by:

= contributing to the strong growth in Japan’s exports of capital equipment

= contributing to the switch towards parts exports, and from exporting to
importing finished products. These trends are clear in the consumer electronics
and electric machinery industries, in which capital and technology-intensive
intermediate goods are exported from Japan to local operations in Asia for
labour-intensive assembly. A proportion of the final product is then exported
back to Japan

- facilitating the continued move by Japanese exports up the ‘value chain’. For
example, while Japan both exports and imports colour televisions, the exported
televisions have a higher unit value (Economic Planning Agency, 1994,
p. 284).

Overall Effects on Trade

Economy-wide studies of the link between FDI and trade indicate that FDI tends to
expand both exports and imports. For instance, in a study of Japan’s food, textiles,
wood and pulp, chemical products, ferrous and nonferrous metals, general machinery,
electrical machinery and transport equipment industries, Kawai and Urata (1995,
p. 23) found a significant positive relationship between Japan’s FDI and imports in
all sectors, and a positive relationship between FDI and exports in all sectors except
wood and pulp.® In all sectors except food, Japan’s FDI tends to worsen its bilateral
trade balances.™

In contrast, the Ministry of International Trade and Industry (1996) found that the
effects of overseas production activities on Japan’s trade balance were positive
between JFY1991 and JFY1994. However, these positive effects decreased since
JFY1992 and turned negative in JFY1995. This is due to a relatively slow growth rate
in the export inducement effect of FDI (whereby parts and capital equipment are
exported to offshore plants) and strong increases in ‘reverse imports’ from these
plants (Figure 5.13).

Will Reverse Imports Go Backwards?

Rising reverse imports helped drive rapid import growth in 1994 and 1995; they
comprised 16 per cent of total imports in 1995 versus 5 per cent in 1992. This in turn
reduced major Japanese companies’ vulnerability to exchange rate appreciation.

The substantial depreciation of the yen since mid-1995 may reduce or slow the
growth of reverse imports. For example, reverse imports of passenger cars declined by
15 per cent in 1996. Other indications of likely slowing in reverse imports include:

=  Kyushu Matsushita Electric Company’s transfer in February 1996 of production
of personal fax machines from Malaysia back to Japan

10 Coefficients for ferrous and nonferrous metals and transport machinery were positive but not statistically
significant.

1 This finding is supported by Hufbauer et al (1994) who found that direct investment tends to increase
imports more than exports. In both these studies, the FDI data used was on a notifications basis. This
means that the results need to be treated with caution. (See Chapter 6 - Internationalisation.)
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= Hitachi-Maxell’s decision in 1996 to move production of videotapes from
Malaysia and the USA back to Japan.*?

However, shifting production from one location to another is part of the highly
flexible system that Japanese companies have developed in response to sustained yen
appreciation. To preserve this flexibility, pulling back from overseas production or
reducing the level of reverse imports is not likely to occur on a large scale, unless
companies are confident that the yen is unlikely to appreciate strongly again.

The composition of reverse imports may change over time. For instance, as Japanese
demand for high-end consumer products (such as digital video disks) expands,
reverse imports of final products may fall because these high-end products are still
largely produced in Japan. On the other hand, reverse imports of more standard parts
for these fairly complex new products may grow faster.

Figure 5.13

Imports from Offshore Enterprises
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Source: Ministry of International Trade and Industry, 1996.

12 See Asian Wall Street Journal, 4 November 1996, p. 1.
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The effects of FDI in Asia on Japanese trade flows are part of a more general increase
in supply capacity in Asia (Table 5.2). The Newly Industrialised Economies (NIEs)*®
have substantially increased their world market share of plastics, textiles and apparel,
iron and steel, machinery and transport equipment products. ASEAN nations** have
strongly raised their share of world exports of office and ADP machines,
telecommunications, audio and video recording equipment, footwear, clothing,
travel goods and furniture. China has increased its world market share of clothing,
footwear and, to a lesser extent, telecommunications and audio and video recording
equipment.

These increases in supply capacity put pressure on the structure of Japan’s trade, as
falling Japanese trade concentration ratios and world export share in many of these
trade categories show (Figure 5.14).

Figure 5.14

Export Share and Trade Concentration?, Japan, 1985 and 1995
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Note: a. The trade concentration ratio is a commonly used measure for examining patterns of trade specialisation. The trade
concentration ratio for a given industry is defined as [(exportsimports)/(exports+imports)]x100.
Source: Department of Foreign Affairs and Trade, STARS data base.

3 The NIEs are Hong Kong, the Republic of Korea, Taiwan and Singapore.

E These figures are for four ASEAN members: Indonesia, Malaysia, the Philippines and Thailand. The other
members, Singapore, Brunei and Vietnam, are excluded.
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These rapidly growing, export-oriented economies supply an increasing share of
Japan’s imports and compete with Japanese exports in third countries. They also
represent markets for Japanese products, particularly capital goods and parts.

While Asia’s supply capacity has been increasing for years, these increases have only
recently had strong affects on Japan’s trade structure because of interactions with
factors such as the yen appreciation, the increase in Japanese offshore operations,
reform in the distribution sector and the recession in Japan.

Table 5.2

World Export Share of Asian Countries and Country Groups (Per Cent)

1985 1990 1992 1993 1994 1995

China

Apparel and clothing accessories na 9.3 12.8 14.3 17.0 17.4
Footwear na 6.4 115 13.7 14.9 15.8
Telecommunications, and sound

recording and reproducing equipment na 2.5 3.2 3.4 4.1 4.8
ASEAN(4)

Furniture and parts thereof; bedding,
mattresses, mattress supports, cushions

and similar stuffed furnishings 1.6 3.5 4.8 6.3 6.8 7.3
Travel goods, handbags 1.2 3.8 4.3 4.8 4.8 4.9
Articles of apparel and clothing

accessories 4.6 6.2 7.4 8.1 7.6 8.5
Footwear 1.6 5.1 7.0 7.8 9.2 10.7
Office and ADP machines 0.2 1.8 3.3 3.9 5.0 5.7

Telecommunications, and sound
recording and reproducing equipment 0.9 4.4 6.7 7.9 9.2 10.2

NIEs

Plastics in primary forms 3.2 7.7 11.7 13.2 14.4 16.7
Plastics in nonprimary forms 2.4 6.8 8.5 9.2 9.6 10.0
Textile yarn, fabrics, made-up articles 14.3 20.1 22.7 24.8 25.8 27.0
Iron and steel 4.2 5.6 7.4 8.9 8.0 8.8
Power generating machinery and

equipment 1.9 3.4 3.7 4.4 4.8 54
Machinery specialised for particular

industries 21 4.2 6.1 7.3 7.0 7.3
Metal working machinery 1.8 4.5 5.8 7.6 8.0 8.1
General industrial machinery and

equipment and machine parts 2.3 4.3 6.0 6.8 7.2 7.5
Office and ADP machines 6.3 16.9 20.0 215 23.0 24.7

Telecommunications, and sound
recording and reproducing equipment  11.7 23.3 22.5 245 25.3 25.7

Note:  ASEAN(4): Association of South East Asian Nations members Indonesia, Malaysia, Philippines, Thailand.
NIEs: Newly Industrialised Economies: Hong Kong, Republic of Korea, Singapore, Taiwan.
Source: Department of Foreign Affairs and Trade, STARS data base.
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Japanese income growth affected import structure more in the second half of the
1980s than in the first half of the 1990s because income grew very slowly in the latter
period. Income growth generally reinforces the effects on import structure flowing
from price changes (Table 5.1). The exception is imports of food, which have a high
degree of income responsiveness despite a low degree of observed price
responsiveness.

Continuing economic recovery, ongoing trade liberalistion and distribution sector
reform should further stimulate food imports, offering important opportunities to
food exporters such as Australia. In 1996, when GDP growth was at its highest level
since 1991, food imports grew by over 15 per cent (Ministry of Finance, 1997).%°

Imports of some luxury items, such as jewellery and designer fashion labels also rose
strongly in line with increased economic activity.’® These emerging trends may
create niche opportunities at the top end of the Japanese market.

Exports and Growth in World Income

The sensitivity of Japan’s exports to the growth in world income has decreased'” due to
changes in Japan’s export structure. The two most important related changes have been:

1. the fall in the share in Japan’s total exports of consumer goods (which tend to
be more sensitive to growth in world income than other exports)

2. therise in the share of capital goods exports (which tend to be less sensitive to
growth in world income).

Nonetheless, robust growth in world income clearly boosts Japan’s export
performance and has helped sustain export growth despite the appreciating yen.®

AUSTRALIA’S PENETRATION OF THE JAPANESE MARKET

Japan’s imports from Australia show continuing dependence on primary products®
(Table 5.3). Fuels account for 33 per cent and minerals, unprocessed food and other
rural products account for a further 30 per cent. Nonetheless, over the last decade
Japan’s imports of processed food and elaborately transformed manufactures (ETMs)
have increased strongly.

1% This growth rate is derived from yen figures. It is thus not directly comparable with other growth rates
mentioned in this chapter which are derived from US$ figures.

16 According to the Nikkei Weekly (22 April 1996, p. 22), sales of expensive designer label fashions have
been booming for some time. Imports of jewellery, in yen terms, grew 5.5 per cent in 1995 and 10.1 per
cent in 1996.

1 For instance, according to the Economic Planning Agency (1993) the responsiveness of Japan’s exports
to a 1 per cent rise in world income fell from 1.2 per cent between 1974 and 1985 to 0.5 per cent
between 1985 and 1992.

18 Between 1991 and 1996, annual growth in world output has been rising, with growth rates of 0.5 per
cent, 1.7 per cent, 2.5 per cent, 3.7 per cent, 3.5 per cent and 3.8 per cent respectively (International
Monetary Fund, 1996b).

0 The material in this section draws substantially on work done in the North Asia Projects section in the
Department of Foreign Affairs and Trade. Some of this appears in Walters (1997).
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In 1995, merchandise imports from Australia reached US$14.5 billion, up 6 per cent
from 1994, but well below the overall 22 per cent increase in Japan’'s imports.?
Between 1991 and 1995, imports from Australia grew 2 per cent per year, compared
to total import growth of 10 per cent per year. This performance was down from 1985
to 1990 when Japan’s imports from Australia grew 13 per cent per year, versus the
15 per cent growth of total imports. Over the decade from 1985, Australia’s market
share has declined substantially, especially since 1991 (Figure 5.15).

Figure 5.15

Australia’s Share in Total Japanese Imports, 1985 to 1996
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Source: Department of Foreign Affairs and Trade, STARS data base.

Primary commodities’ domination of Japan-Australia trade has driven the fall in
Australia’s market share, because manufactured imports are the most rapidly growing
areas of Japan’s merchandise imports. Australia’s export penetration index for Japan
(which shows the average change in market shares for individual products) increased
by 7.5 per cent from 1989 to 1995 (McNamara, 1997).2

20 Unless indicated otherwise, figures for Japan-Australia trade are for Japan’s imports from Australia. This
is to facilitate comparison of our performance with that of other countries.

21 Formally, the export penetration index measures the change in Australia’s market share that would have
occurred in the absence of changes in the product composition of imports from their 1989 level.
Drysdale (1997), who undertook a similar analysis to McNamara (1997), also emphasises the
importance of the commodity composition effect in explaining the fall in Australia’s market share in
Japan.
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Table 5.3

Japan’s Imports from Australia: Percentage Share and Value
Value in US$ million in parentheses

1985 1990 1993 1994 1995

Fuels 39.7 32.0 37.1 33.0 34.9
(2961) (3964) (4527) (4506) (5079)

Processed food 7.5 11.4 14.6 16.0 15.3
(659) (1412) (1786) (2180) (2224)

Minerals 24.3 19.8 16.5 15.1 15.8
(1809) (2450) (2018) (2063) (2301)

Other rural 10.8 11.7 9.0 9.5 8.8
(801) (1443) (1093) (1302) (1282

Unprocessed food 7.6 4.7 6.5 6.8 6.5
(569) (576) (799) (925) (947)

Total Primary Products 89.9 79.6 83.7 80.5 81.3
(6 699) (9 845) (10 223) (10 976) (11 833)

Simply Transformed Manufactures 6.6 10.2 6.4 7.2 7.7
(488) (1 262) (778) (981) (1122

Elaborately Transformed Manufactures 1.3 3.1 3.9 4.2 4.6
(99) (388) (479) (575) (666)

Total Manufactures 7.9 13.3 10.3 11.4 12.3
(587) (1650) (1257) (1556) (1788)

Other 2.2 7.1 6.0 8.2 6.4
(166) (873) (737) (1 109) (937)

Total 100 100 100 100 100

(7 452) (12 368) (12 217) (13 641) (14 558)

Note:  Other items consist of confidential items, monetary gold and unclassified trade.
Source: Department of Foreign Affairs and Trade, STARS data base.

Unprocessed Food

Crustaceans, wheat, animal feed and barley constituted 87 per cent of Japan’s
unprocessed food imports from Australia in 1995. From 1991 to 1995, the value of
fruit and vegetable imports from Australia grew from US$25 million to

US$45 million, a trend annual rate exceeding 20 per cent.?

22 Imports of other cereals also have risen strongly over the 1990s but were adversely affected by the

drought, falling from US$45 million in 1994 to US$12 million in 1995.
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However, over the decade, Australia’s overall share of Japan’s unprocessed food
imports fell (Figure 5.16). This is largely because Japan’s total imports of crustaceans,
its single most important unprocessed food import, grew twice as fast as its crustacean
imports from Australia.?®

In the unprocessed and processed food sectors, significant market access issues affect
Australian exporters. These, together with more general policy influences on
agricultural imports, are examined in Chapter 11 - Agrifood.

Figure 5.16

Australia’s Market Share by Import Type, 1985 to 1995
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Source: Department of Foreign Affairs and Trade, STARS data base.

Processed Food

As the growth rate for Japan’s imports of processed food from Australia (14.5 per cent
per year over the decade to 1995), is slightly higher than for Japan’s overall processed
food imports, market share in the 7 to 8 per cent range has been maintained
(Figure 5.16).

Beef accounted for more than 50 per cent of Japan’s imports from Australia and was
the most important item in imports worth over US$100 million in 1995 (Figure
5.17). However, beef’s steady market share of around 40 per cent over 1988 to 1994 is
changing. It declined to below 38 per cent in 1995 and declined further in 1996 due
to strong US competition.

23 Japan’s total imports of crustaceans grew at an annual rate of 9.8 per cent between 1985 and 1995
compared to growth in imports from Australia of 5.4 per cent.
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Japan’s imports of Australian sugar, molasses and honey, the next most important
item, grew at twice the rate of Japan’s overall imports of these items. This strong and
sustained growth increased imports from US$64 million in 1985 to US$259 million
in 1995.

Figure 5.17

Japan’s Imports of Australian Processed Food
Worth More than US$100 million in 1995
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Source: Department of Foreign Affairs and Trade, STARS data base.

Australia’s performance in Japan’s dairy markets has been impressive in the 1990s.
(See box.) Imports of Australian cheese and curd grew 19 per cent per year from 1990
to 1995, twice the rate of Japan’s overall cheese and curd imports. Since 1993
Australia has overtaken New Zealand to become Japan’s top supplier, with 27 per
cent of the market in 1995. Imports of Australian milk, cream and milk products also
have expanded strongly since the late 1980s, although they fell sharply in 1995
despite strong growth in Japan’s overall imports of these items.?*

24 Japan’s imports of milk, cream and milk products from Australia fell from US$72 million in 1994 to
US$54 million in 1995. The drought in Australia does not seem to have reduced exports, with total
Australian exports rising from US$626 million in 1994 to US$655 million in 1995.
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HOW TO SUCCEED IN DAIRY EXPORTS TO JAPAN

The Australian Dairy Corporation (ADC) operates as a single entry channel
for selling bulk Australian dairy produce on the Japanese market. It has a
nonexclusive right to import and distribute branded final dairy products.

Three key success factors are to work closely with important customers, use
major promotional campaigns, and coordinate well between Australian and
Japanese offices.

Working Closely with Important Customers

Most of ADC'’s business consists of supplying bulk cheese to major food
companies and cheese repackers. In recent years, it has imported branded
finished products such as ice cream, Australian camembert and cream cheese
for niche marketing into the wholesale/retail system. However, it does not sell
bulk cheese directly into the markets of its main customers. This ensures that
the main distribution channel for Australian cheese in the market is not
jeopardised. ADC also is keen to keep its existing means of distribution
because Japan’s product liability laws make it risky to have a high exposure to
branded food, and as a government corporation, ADC cannot assume a high
level of brand marketing liability.

Using Promotional Campaigns

Four years ago, ADC cooperated with Japanese cheese producers, repackers
and retailers to launch the ‘Dairy Good’ logo for cobranding Japanese dairy
produce made from Australian cheese. A major promotion campaign raising
public awareness of the level of Australian content in Japanese cheese
products followed. This campaign supported the individual marketing efforts
of Japanese producers and retailers.

Cooperating between Offices

ADC in Australia liaises directly with dairy producers, such as Bonlac and
Murray Goulburn, negotiates prices, takes orders from the major trading
companies, prepares all shipping documents and negotiates freight rates.
ADC Japan negotiates supply contracts with major trading companies, acts
as a coordinator between the trading companies and ADC in Australia, deals
with any claims arising out of shipments, and undertakes the promotion of
Australian dairy produce.

Source: Economist Intelligence Unit Australia, 1996a.

In 1994, with partial opening of the Japanese rice market, imports from Australia
reached US$133 million, up from nearly zero. This high level of imports was largely
due to a drought-induced shortfall in domestic production; imports from Australia
dropped to US$15 million in 1995. Many other processed food imports from
Australia have expanded strongly in the 1990s (Table 5.4). (See Chapter 11 -
Agrifood.)
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Table 5.4

Rapid Growth Areas in Processed Food

Item Trend growth,  Trend growth,  Imports from  Total Japanese
Australia world Australia imports
1990-95 1990-95 1995 1995
per cent per cent US$ million US$ million
Fruit and vegetable juices 57.6 16.2 46.7 538.9
Chocolate and other foods
containing cocoa 20.1 6.4 37.5 319.3
Malt 63.3 35.9 54.3 300.0
Alcoholic beverages 11.6 2.0 16.8 1955.9

Source: Department of Foreign Affairs and Trade, STARS data base.

Australia could improve substantially its exports of fish, vegetables, roots and tubers,
preserved fruit and foods and non-alcoholic beverages (Table 5.5).

Table 5.5

Areas of Processed Food Where Australia’s Market Share Is Low

Item Imports from Australia  Total Japanese imports Australian market share
1995 1995 per cent
US$ million US$ million
Fish 34.1 2 336.2 1.4
Vegetables, roots and
tubers 4.6 1236.1 0.4
Preserved fruit and foods 13.4 854.2 1.6
Non-Alcoholic beverages
(mainly mineral water) 1.2 315.9 0.4

Source: Department of Foreign Affairs and Trade, STARS data base.

Other Rural Products

Wool and woodchips dominate Japan’s imports of other rural products from
Australia, with 75 per cent of imports in the ‘other rural products’ category in 1995.
Cotton accounted for a further 10 per cent. Between 1988 and 1995, Japan’s imports
of Australian ‘other rural’ products fell 4.8 per cent per year, losing market share
(Figure 5.16). Medium-term prospects are poor because of the likelihood of
continued contraction in Japan’s textiles sector.

The weak performance since 1988 is largely due to the halving of wool prices in 1989
to 1993 and Japan’s contracting textiles sector. Japan’s woodchip imports have
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overtaken wool as the leading ‘other rural’ category item since 1993. Nevertheless,
Australia’s share of Japanese woodchip imports has fallen in the 1990s.2 Australian
woodchip export restrictions limit export potential, although export quotas were
increased in July 1996. This and recent investments by Japanese trading houses in
Australia should increase woodchip exports. (See Chapter 6 - Internationalisation.)

Minerals

Iron ore dominates Japan’s minerals imports from Australia, accounting for 65 per
cent of the total in 1995. Other significant items were ores and concentrates of
nonferrous base metals such as lead and zinc (13 per cent), copper ore and
concentrates (8 per cent), and nickel ore and concentrates (8 per cent).

Japan’s mineral imports from Australia grew at around 4 per cent per year between 1985
and 1995, similar to the overall mineral imports growth, but well below manufactured
imports growth. Australia’s market share was steady at around 23 per cent from 1991 to
1994 but fell to 20 per cent in 1995 (Figure 5.16). This decline was driven by rapid
expansion of Japan’s imports of copper ores and concentrates. It occurred despite 10 per
cent growth in Japanese imports of iron ore from Australia in 1995.%

Japan’s emphasis on diversity of supply and Australia’s high existing share of the
Japanese market (Figure 5.18), could compound the effect of Japan’s slowly
expanding mineral imports on Australia’s overall share of Japan’s imports.

Figure 5.18

Sources of Japan’s Iron Ore, Lead and Zinc Imports, 1995
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Source: Australia-Japan Economic Institute, 1996.
25 In 1996, Australia had a 24 per cent share of Japan’s woodchip imports (Ministry of Finance, 1997).

26 Japanese statistics indicate that further growth occurred in 1996.
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Japanese imports of nonmonetary gold (which dominate the ‘other’ category in Table
5.3) have performed strongly over the last decade, growing from negligible levels to
almost US$1.1 billion in 1994. Gold imports from Australia fell in 1995 to around
US$900 million and fell again in 1996.2 The diversion of sales to the Republic of
Korea, whose imports of Australian nonmonetary gold doubled in 1995, may partly
explain this fall (Walters, 1997).

Fuels

Over the last decade, Japan’s imports of Australian fuels have grown at a trend
annual rate of 7.4 per cent, compared to a 0.8 per cent annual growth in Japan’s
overall imports of these items. Consequently, Australia’s share increased
substantially, reaching 9.4 per cent in 1995 (Figure 5.16).

Coal accounted for 64 per cent of Japan’s total fuel imports from Australia in 1995.
Australian coal has maintained a market share of over 50 per cent throughout the
1990s, well above the level in the second half of the 1980s.

Since 1990, imports of natural gas have increased dramatically. They were valued at
US$1.3 billion in 1995 and accounted for 25 per cent of Japan’s fuel imports from
Australia. Imports of crude petroleum were significant in the first half of the 1990s,
with the level of these imports reflecting spot market conditions. (See Chapter 12 -

Energy.)

Simply Transformed Manufactures

Australia’s share of Japan’s imports of simply transformed manufactures (STMs) has
fallen since 1988 (Figure 5.16), due largely to trends in the world aluminium market
and fluctuations in Japan’s imports of aluminium. Over the last decade, these
accounted for 60 to 80 per cent of Japan’s total STM imports from Australia. Japan’s
imports of aluminium from Australia peaked at US$1.1 billion in 1988 and 1989, but
fell back to US$0.5 billion over the four years to 1993. Australia’s share in Japan’s
total aluminium imports fell from 23 per cent in 1989 to 14 per cent in 1993. Despite
20 per cent growth in 1994 and 1995, Australia’s market share fell to 13 per cent in
1995. Japanese figures indicate it recovered to 14 per cent in 1996 (Ministry of
Finance, 1997).

Pearls and precious stones imports from Australia totalled US$161 million in 1994
but fell to US$116 million in 1995, despite a 10 per cent expansion in Japan’s
imports of these items. With further growth likely, Australian suppliers need to be
alert for new opportunities.?®

Imports of iron and steel flat rolled products and clay construction materials grew
strongly to US$74 million and US$22 million, respectively, by 1995.% Clay

27 In yen terms, imports of nonmonetary gold from Australia fell by over 40 per cent in 1996.

28 The Australian Financial Review (7 April 1997, p. 11) reported that in 1996 Japan’s imports of precious
stones and metals from Australia fell 30 per cent (in yen terms) due to the collapse of a large Japanese
distributor. This indicates the need for suppliers to gather good market intelligence.

29 From 1990 to 1995, trend annual growth in Japan’s imports from Australia was 21 per cent for flat
rolled products of iron and steel and 32 per cent for clay construction materials. This compared to growth
in total Japanese imports of these items of -0.7 per cent and 11 per cent.
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construction materials, used in Japan’s rapidly growing housing products market, had
a 15.8 per cent market share in 1995.% (See Chapter 9 - Distribution.)

Elaborately Transformed Manufactures

Japan’s most rapidly growing imports are consumer and capital goods, which largely
fall into the category of elaborately transformed manufactures (ETMs). In 1985 to
1991 the trend annual growth rate of ETM imports from Australia was 32.5 per cent.
This was higher than for ETM imports from OECD countries and similar to growth
from Asian countries.® In recent years, performance has weakened to 13 per cent
during 1992 to 1995, versus 17 per cent for the OECD and 28 per cent for Asia.

Japan’s imports of ETMs from Australia are diverse (Figure 5.19). Since 1992, Japan’s
largest ETM import from Australia has been ADP equipment, which attained a 2 per
cent market share in 1991 to 1994. However, strong growth in ADP imports in 1995
and declining imports from Australia (from US$117 million in 1994 to US$98
million in 1995) cut the share by half.

Figure 5.19
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Source: Department of Foreign Affairs and Trade, STARS data base.

30 These imports from Australia are dominated by ceramic building bricks, flooring bricks and support tiles.
They were worth US$15 million in 1995.

st Japan’s imports of ETMs from the OECD grew at an annual rate of 17.2 per cent during 1985-89, and
from Asia 28.3 per cent.
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Japan imported almost US$50 million worth of passenger motor vehicles from
Australia in 1995 (0.5 per cent of the import market). Most came from Mitsubishi
Australia. Competition is fierce as Japanese, European and US players vie for market
share and because Australian plants are relatively small scale and high cost.®? Indeed,
in 1996, Australia’s share of Japan’s passenger car imports fell to 0.3 per cent, and
Mitsubishi Australia’s exports dropped from 2 281 vehicles in 1995 to 1 434
(Ministry of Finance, 1997; and Japan Automobile Importers Association, 1997).

Japanese imports of Australian internal combustion piston engines/parts and motor
vehicle parts/accessories grew rapidly in the late 1980s and early 1990s, but have
since slackened. Australia’s market share peaked at 13 per cent and 7 per cent,
respectively, in 1991, falling to 9 per cent and 4 per cent, respectively, in 1995. To
maximise such exports, Australia needs to establish internationally competitive auto
component makers with the economies of scale and scope to integrate into Japanese
auto companies’ international division of labour. (See box.)

OPPORTUNITIES AND CHALLENGES IN AUTO PARTS EXPORTS

Japanese parts suppliers are organised in tiers around their major customers,
the car makers. The first tier comprises 10 to 20 companies, many of which are
substantial. The second tier comprises a few hundred suppliers and the third
tier comprises thousands of small suppliers and subcontractors.

In the Japanese motor vehicle components industry, pressure is intense to
globalise operations to meet continuing parts standardisation requirements and
generate large-scale economies. In this environment, car makers have moved
closer to their first-tier suppliers to ensure access to joint design and
development capability, flexible and reliable delivery, and support in achieving
high-quality production in offshore locations. Lower-tier suppliers, particularly
of low-technology items such as mufflers and pressed parts, are hit hard as car
makers and upper-tier suppliers increase in-house production to better utilise
capacity, standardise parts and seek cheap supply sources, usually offshore.

Foreign suppliers can access the Japanese global parts supply chain by:
= licensing technology to first-tier suppliers (some US and German
companies have achieved this)

= becoming a qualified supplier in offshore locations where Japanese
manufacturers and parts suppliers are actively seeking to increase the
proportion of locally made components

«  establishing joint venture production in Japan and other locations
= replacing lower-tier suppliers by exporting directly to Japan.

Australian producers tapping into these opportunities need:

= ahigh degree of technical sophistication
= sufficient production capacity to meet export demand
= the availability of capital for offshore investment.

Source: Economist Intelligence Unit, 1996b.

32 Motor vehicle production in Australia is relatively costly and new motor vehicle imports face a tariff of
22.5 per cent. Also, exports rely on the export facilitation scheme whereby exports earn credits which
can be used for the purchase of duty-free inputs for motor vehicle production.
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Strong demand for refined copper was important in boosting Australia’s ETM exports
to Japan in the late 1980s and early 1990s. Such imports peaked at US$122 million
in 1991, representing 24 per cent of Japan’s ETM imports from Australia. Between
1992 and 1995, Japan’s annual imports of copper products from Australia fell by half,
driving down Australia’s share in Japan’s ETM imports.*

Japan’s imports of ‘other ETMs’ from Australia rose rapidly over the last decade
(Figure 5.19). Chemical products are particularly significant, worth US$54 million
in 1995. Pigments, paints and varnishes grew 30 per cent per year between 1990 and
1995, reaching almost US$27 million by 1995, representing 5.6 per cent of Japanese
imports of these items.

Among the most rapidly growing imports from Australia in the ‘other manufactures’
category are measuring instruments, nonelectric parts, sporting goods, veneers and
other worked wood (Table 5.6). Recently a Japanese company invested A$90 million
to produce medium-density fibreboard for export. (See Chapter 6 -
Internationalisation.)

Table 5.6

Selected Rapidly Growing Japanese Imports from Australia

Commodity 1995 imports 1995 level of Trend growth 1990 Trend growth
from total Japanese to 1995 in imports 1990 to 1995
Australia imports from Australia ~ world imports

US$ million US$ million per cent per cent

Nonelectric parts and machine
accessories 35.1 289.1 26.4 8.0
Measuring, checking, analysing
and controlling instruments and

apparatus 28.4 3373.9 40.9 7.5
Tyres, tyre treads and inner tubes 17.7 654.7 14.5 3.2
Veneers, plywood, particle board

and other worked wood 13.0 2 601.0 23.8 19.9
Sporting goods 11.7 2131.1 29.0 10.9

Source: Department of Foreign Affairs and Trade, STARS data base.

While Japan’s demand for energy and fuels is likely to remain enormous by world
standards, Australia will have to work hard to maintain its impressive market share.
The rewards would be large. For example, even if Japan’s demand for fuels grows a
fairly sluggish 5 per cent overall between 1995 and 2000, and Australia maintains its

33 Even in 1995, Japan’s imports of copper items from Australia represented 7.4 per cent of Japan’s total
ETM imports from Australia, while Japan’s overall imports of copper items represented 1 per cent of
Japan’s total ETM imports.
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1995 market share of 9 per cent, Australian exports would expand US$250 million
by 2000.

Another fundamental challenge is to increase Australia’s share of Japan’s rapidly
growing imports of manufactured goods and processed food. Japanese demand for
processed food is income responsive, and the current post recession period is an
opportune time. The income-sensitive markets for luxury items such as jewellery,
pearls and precious stones, and designer clothes also offer lucrative opportunities.

Australian companies already are exploring opportunities in housing and
construction materials, including veneers, plywoods, particle board and other worked
wood, pigments, paints and varnishes, and clay construction materials. (See Chapter
9 - Distribution.)

More generally, Australia must continue to move its exports up the value chain in
the Japanese market. Refined copper is by far Japan’s most important copper import.*
However, in other important copper segments with higher unit values, Australia has
no presence (Figure 5.20). Imports of all types of copper are likely to continue to
expand as Japanese companies globalise their input sourcing.

Figure 5.20

Market Size and Unit value for Japanese Imports of Copper Items, 1995
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Source: Department of Foreign Affairs and Trade, STARS data base.

34 Total imports were US$1.1 billion in 1995.
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JAPAN’S TRADE IN SERVICES

Japan’s trade in services is growing rapidly. Over the last decade, service debits and
credits have grown faster than merchandise imports and exports.®® Two marked
contrasts with Japan’s merchandise trade are:

1. Japan is not a provider of internationally competitive services.
2. Japan consistently runs a deficit in services trade (Figure 5.21).

Figure 5.21

Japan’s Services Trade Balance, 1985 to 1995

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995

O 1 1 1 1 1 1 1 1 1 J

-5000

-10000

US$ million

-15000

20000

25000 -

Source: Bank of Japan, 1996.

Transport and travel dominate Japan’s service debits with shares of around 25 per
cent each (Figure 5.22). Since 1993, the most rapidly growing item has been
construction services, followed by travel, and royalties and license fees.®® Transport
and business, professional and technical services dominate Japan’s service credits
with shares of around 25 per cent each; travel is of little significance (Figure 5.23).

35 Over the period 1985-95, Japan’s service debits and credits (in US$ terms) grew at trend annual rates of
17.5 per cent and 18.3 per cent compared to growth in merchandise imports and exports of 9.4 per cent
and 8.7 per cent respectively.

36 In US dollar terms, these items increased by 48 per cent, 34 per cent and 28 per cent, respectively,
between 1993 and 1995.

137



Trade

Figure 5.22

Transport and Travel Dominate Japan’s Service Imports
Japan’s Service Debits in 1995
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Note:  The ‘other’ category consists of insurance services, financial services, merchandising and other trade related services,
personal, cultural and recreational services, and government services.
Source: Bank of Japan, 1996.

Figure 5.23

Business and Transport Dominate Service Exports
Japan’s Service Credits in 1995
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Note:  The ‘other’ category consists of insurance services, financial services, merchandising and other trade related services,
personal, cultural and recreational services, and government services.
Source: Bank of Japan, 1996.
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Statistics on Australia-Japan services trade differ from those used above as they
include investment income. Excluding investment income, Japan has a growing
services trade deficit with Australia (Figure 5.24).

Figure 5.24

Japan’s Service Trade Balance with Australia
and Australia’s Market Share
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Japan’s most important services debits to Australia in 1995 were travel and transport,
with shares of 39 per cent and 31 per cent, respectively.*” Both grew rapidly between
1988 and 1993, but travel debits stalled in 1994 and 1995. This has been a major
factor in Australia’s declining share of Japan’s services debits from 2.1 per cent in
1993 to 1.6 per cent in 1995.

Prospects for growth in Japan’s services trade are bright. Ongoing deregulation will
increase the relative size of Japan’s service sector, as will higher incomes.
Globalisation of corporate activities, one factor behind the growth in world services
trade, offers good opportunities in Japan. Also, Japan’s service industries are not
internationally competitive and are often a receptacle for excess labour (Dodds,
1994). (See Chapters 13 - Transport and Chapter 14 - Services.)

The shares quoted are those derived when investment income is included as a service.
The share of investment income is 18 per cent.
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OUTLOOK

Japan’s trade structure has changed substantially over the last decade and will
continue to evolve, reflecting currency movements, overseas investment patterns
and growing supply capacity in other Asian countries.

While Japanese imports may not expand as rapidly as in 1994 and 1995 in coming
years, they will still be enormous by world standards. As the recovery continues,
income growth will drive imports. Just as changes in various aspects of Japan’s
economy, such as distribution system and market access reforms, magnified the yen’s
impact on imports in recent years, these factors may make demand for imports
increasingly income sensitive.

Because most of Japan’s imports from Australia are primary commodities, the slowest
growing area of Japan’s imports, Australia’s overall market share may continue to
decline in the short to medium term. However, the value of Australia’s exports to
Japan is rising, and good opportunities exist to expand them significantly, especially
in a range of ETMs, processed foods, housing-related products, luxury goods and
services.
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Chapter 6

Increasingly the Japanese economy is feeling the impact of international forces.
Japanese companies are the fastest growing group among the world’s 100 most
internationalised companies (ranked by foreign assets), increasing from 11 in 1990 to
19 in 1994 (United Nations 1996a). Furthermore, the Ministry of International
Trade and Industry (MITI) expects Japan’s overseas manufacturing production to
soon exceed the value of its exports.!

Japanese foreign direct investment (FDI) totalled US$240 billion between 1988 and
June 1996. It has focused on developing offshore markets and maintaining markets at
home for products that can be manufactured more competitively abroad. (Chapter 5
examines the impact of this on trade). Asia will remain a major destination, with
companies moving high-cost plants and functions out of Japan to lower-cost sites,
producing goods for world markets as well as for Japan. ‘Hollowing out’ will not leave
just a skeleton manufacturing sector in Japan; rather, Japanese manufacturing will
continue to move up the ‘value chain’. This in turn will stimulate the development
of support functions such as production of inputs, research and development, and a
variety of other services. (See Chapter 14 - Services.)

While Japanese direct investment in Australia has declined since 1989, it has
switched from sometimes speculative real estate deals to longer-term manufacturing
ventures. Attracting stronger flows of Japanese direct investment, particularly in
manufacturing, will require Australia’s economy to be competitive enough to support
plants and R&D that can be integrated into multinational corporations’ global
activities. This will necessitate faster microeconomic reform.

As part of a worldwide trend, Japanese trading houses are diversifying their activities
in Australia, engaging in downstream resource processing, infrastructure
development and other ‘nontraditional’ areas. They represent valuable potential
allies for Australian companies in the Asia-Pacific region.

FDI in Japan is minuscule relative to the size of the market, and no major increase is
anticipated. While the investment environment in Japan has improved over the past
15 years, it remains challenging. That said, the trade pull effects may be strong
enough to warrant increased Australian investment in Japan in order to broaden
exports to that market.

This chapter examines Japanese FDI in a broad context and includes a detailed
consideration of Japanese investment in Australia. It also looks at FDI in Japan,

B In Japanese Fiscal Year (JFY) 1995 sales of products manufactured by Japanese companies overseas
should be similar to Japan’s total exports ¥40.9 trillion.
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given its strong trade effects and its capacity to facilitate structural adjustment.
Finally, the chapter assesses the trading houses’ important role in trade and
investment and the dynamic adjustment they are undertaking.

MEASURING OUTWARD FDI

Different Japanese data sources give different pictures of FDI. The Ministry of
Finance (MOF), the most commonly quoted source, provides industry-level detail.
However, these data have four major weaknesses in that:

1.  they refer to notifications (not all projects notified are realised)
2. they do not record disposal of assets

3. transfer of ownership of an asset from one Japanese company to another may be
recorded as FDI when it is not FDI, with divestment offsetting investment

4.  they exclude reinvestment, which is funded by local borrowing and internal
reserves.

The Balance of Payments data from the Bank of Japan (BOJ), on the other hand,
exclude reinvestment until 1996 but does not suffer the other listed weaknesses.
Consequently, where possible, BOJ data are used throughout this report. Australian
Bureau of Statistics (ABS) data are used to examine the industry composition of
Japanese FDI in Australia. These are also subject to important limitations, which are
outlined later.

JAPANESE FDI OVER THE LAST DECADE

In the late 1980s, Japanese outward direct investment grew rapidly, mainly to the
USA and Europe, although South East Asia also enjoyed substantial and sustained
inflows (Figure 6.1). The additional liquidity generated by easy monetary policy and
rising asset prices was the dominant macroeconomic force behind this investment.
Robust economic activity, large markets and a desire to set up production bases
pending the introduction of the North American Free Trade Area (NAFTA) and
free trade within the European Union (EU) drove Japan’s FDI in the USA and
Europe. Pressure to reduce production costs was a more important factor in Japan’s
FDI in South East Asia.

Between 1990 and 1992 Japanese FDI flows fell sharply as liquidity was reduced by
the tightening of Japanese monetary policy and the collapse in asset prices. Since
1993, Japanese direct investment has resurged, although it remains well below its
1990 peak. However, the increasing importance of reinvestment, funded by local
borrowing and internal reserves and not counted in FDI statistics, means that the
total level of Japanese FDI is understated.?

2 See Ministry of International Trade and Industry, 1996a, p. 43.
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Figure 6.1

Japanese FDI Flows by Region
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The FDI surge since 1993 has been dominated by strong investment in South East
Asia and China (Figure 6.1). MOF data indicate that manufacturing investment led
this surge (62 per cent of FDI between 1993 and 1995). In China, FDI in electrical
machinery became the single most important sector by JFY1995, followed by
machinery and textiles (Figure 6.2). In ASEAN(4),2 the fastest growth has occurred
in iron, steel and nonferrous metals.*

Yen appreciation and relative competitiveness have been important in driving
Japanese investment in Asia. Other contributing factors are strong economic
expansion and relatively higher profitability than in other regions (Figure 6.3).

3 The ASEAN(4) countries are Indonesia, Malaysia, the Philippines and Thailand.

4 Between 1990 and 1995, investment notifications in iron, steel and nonferrous metals grew at a trend
annual rate of more than 20 per cent. Growth rates in machinery and electrical machinery were in excess
of 5 per cent while investment notifications in food and chemicals contracted.
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Figure 6.2
Direct Investment in China Has Surged
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Figure 6.3

FDI in Asia Is Most Profitable
Ratio of Ordinary Profit to Sales by Region
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Investment in the USA and Europe, despite some recovery in 1995, is only 33 per
cent and 28 per cent, respectively, of the 1990 peak. Overcapacity due to excessive
investment in the late 1980s has contributed to this weakness as have relatively weak
economic growth, profitability’ and lower levels of investment in real estate in the
1990s.

FUTURE TRENDS IN OUTWARD FDI

Japanese FDI remains strong, rising 22 per cent in the first half of 1996 over the first
half of 1995. A recent survey indicates that among companies with medium-term
investment plans (JFY1996 to JFY1998), 70 per cent of respondents plan to increase
FDI and less than 10 per cent plan to decrease it (Nakatani et al, 1996). Interest
focuses on China and South East Asia. The Newly Industrialising Economies (NIEs)®
have become substantially less popular because of rising costs, and the USA
continues to be a more attractive investment destination than Europe. The
industries most favoured for manufacturing FDI are chemicals, electrical and
electronic equipment (both assembly and parts), general machinery and automotive
parts.

In the long term (the next ten years), companies view India and Burma as attractive
prospects (Export-Import Bank of Japan, 1996). Japan’s relatively small presence in
Latin America and Eastern Europe could also grow.

The yen'’s relative weakness at present is unlikely to halt strong FDI growth in Asia.
Uncertainty about the yen’s future value will drive FDI as Japanese companies seek to
decrease vulnerability to exchange rate fluctuations and associated changes in
competitiveness, particularly as they remain less internationalised than their
counterparts in the USA and Germany (Figure 6.4). Matsushita, for example, plans
to increase its overseas production ratio from 23 per cent in 1996 to 30 per cent by
April 2000 (Financial Times, 18 January 1996, p. 23), while Toyota plans to
manufacture 33 per cent of its production offshore by 2000, versus 25 per cent in
1995 (Economist Intelligence Unit [EIU], 19964, p. 14).

Since 1989, the exchange rate has not greatly affected profitability in Asia
(Figure 6.3). This suggests that even if the yen remains weak, investment in Asia will
continue to be relatively profitable, given Asia’s strong economic growth outlook
and Japan'’s relatively high cost structures.

5 Because of lower risk in Europe and North America, investors would not expect either profitability or
sales growth to be as high as in Asia.

6 The NIEs are Hong Kong, Taiwan, the Republic of Korea and Singapore.
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Other factors encouraging FDI in Asia include:

= the continuing trend for Japanese companies to utilise more local parts, as
reflected in the relatively strong FDI intentions in the automotive parts and
electric machinery parts sectors

= the growing attractiveness of the nonmanufacturing sector.

Figure 6.4

Share of Overseas Production in US, German and Japanese Output
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Increased investment risk in a particular country would rapidly reduce direct
investment flows to that country. Many low-cost destinations, including China,
Indonesia, Vietnam, India and Burma, are competing for FDI, making switching
between countries relatively easy. Increased risk in one location is more likely to lead
to a transfer of investment to other Asian sites, rather than a withdrawal from Asia.

Offshore production of high-value-added goods is likely to gain momentum over the
next decade, with production for world markets increasingly motivating overseas
production. Overseas R&D will increasingly motivate FDI over the next decade
(Table 6.1).
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Table 6.1

Motivations for FDI

Percentage of respondents seeing the various
factors as a motivation for FDI?

Motivational factors Short to medium term Long term

Reinforcing of overseas production of

high-value-added goods for host country markets 19 35
Reinforcing of overseas production of

high-value-added goods for world markets 10 41
Reinforcing overseas R&D 7 30

Reinforcing domestic R&D and production of
high-value-added products in Japan 33 45

Note:  a. Multiple responses allowed.
Source: Adapted from Tejima, 1995, p. 81.

These trends have encouraging long-term implications for Australia’s ability to
attract Japanese FDI. The increasing importance of production for world markets
means that Australia’s small domestic market will become less important provided
the country can fit competitively into the global production and innovation chain.
This underscores the importance of continued microeconomic reform. Moreover,
FDI expansion in high-value-added products and R&D should favour Australia, as it
has comparative advantages in these areas. However, Australia needs to market these
advantages if it is to win a share in emerging opportunities such as global networks
for round-the-clock R&D.

EFFECTS OF FDI ON JAPAN

In addition to its impact on trade, FDI affects domestic R&D, employment,
investment and the Japanese economy’s ability to restructure.

After expanding almost 350 per cent between JFY1989 and JFY1993, R&D
expenditure by Japanese offshore manufacturing enterprises fell 16.4 per cent overall
in JFY1994, although it rose 19 per cent in Asia (Ministry of International Trade and
Industry [MITI], 1996a). A mere 3 per cent of Japanese companies see the shift to
overseas production having substantial negative effects on domestic R&D (Nakatani
et al, 1996, p. 66).

Offshore enterprises help R&D in Japan as they facilitate access to leading-edge
technology and integrate new production technology (Economic Planning Agency,
1995). They also allow Japanese companies to spread R&D costs over a wide range of
activities and access lower-cost capabilities and highly experienced professionals
offshore. This is particularly important as many technologically advanced industries
vital to Japan’s future, such as semiconductors, electronics, pharmaceuticals and
telecommunications, have high and rising R&D costs (United Nations, 1995).
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The net effects of outbound FDI on employment were positive between JFY1992 and
JFY1994. They were expected to become negative in JFY1995 (MITI 19963, p. 58).
Employment in the motor vehicle industry, in particular, has declined as the industry
expanded offshore.

Different forces determine domestic investment and FDI, so FDI is unlikely to
restrain domestic investment to a large extent.” This is mainly because:

Per Cent

while the exchange rate significantly determines FDI in Asia, domestic demand
fundamentally determines domestic investment; an appreciating exchange rate
indirectly forces down domestic demand (Economic Planning Agency, 1995)

in addition to remittances from the Japanese parent, strong reinvestment by
offshore affiliates and local external financing characterise the funding of
Japanese FDI, especially in more mature locations (Figure 6.5).

Figure 6.5

Financing of FDI by Source and Region, JFY1994
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Rao et al (1994) found a positive and statistically significant relationship between outward Japanese FDI
and domestic gross capital formation. The United Nations (1996a, p. 98) found that since 1988
outbound FDI in manufacturing has been associated with less domestic investment. Both these studies use
Ministry of Finance data which is based on notifications and is too unreliable for econometric uses.
Moreover, the United Nations used fairly crude and arbitrary econometric equations and did not
explicitly account for the influence of changes in economic growth in Japan and the rest of the world, or
pressures on competitiveness.
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Moreover, much of the investment substitution that does occur involves
restructuring whereby Japan moves out of areas in which it has lost competitiveness
(Table 6.2).

Table 6.2

Japan’s Export Structure, 1960 to 1994

Per cent share of total exports

1960 1970 1980 1990 1994
Textiles 30 12 5 3 2
Steel 10 13 12
Motor vehicles 3 7 18 18 14
Electrical machinery 7 15 17 23 25
Other 50 53 48 52 55
Total 100 100 100 100 100

Source: Economist Conferences, 1996.

IS FDI HOLLOWING OUT JAPANESE INDUSTRY?

Hollowing out has been variously described as the transfer of production bases to
overseas sites, a fall in domestic employment levels, a decline in technological
standards, the replacement of domestic production by imports and the replacement
of manufacturing by nonmanufacturing industry (Okina and Kohsaka, 1996, p. 51).
Some of these changes, such as falling levels of overall employment and declining
technological standards, have not occurred in Japan. Others are part of economic
restructuring which underpins Japan’s movement into higher-value exports (Table
6.2).

Inappropriate ‘hollowing out’ will occur if industries that could be competitive in
Japan are forced offshore because of policy failures. Overshooting of the exchange
rate caused considerable concern in 1995. More seriously, inefficiency of the
domestic service sector (such as utilities, transport, distribution and finance) retain
the capacity to drive inappropriate hollowing out and consequently motivate
business pressure for reform of these sectors.

JAPANESE FDI IN AUSTRALIA

Of the total stock of FDI in Australia at 30 June 1995 (A$129.4 billion) Japan
accounted for A$18.7 billion, or 14 per cent, compared to shares of 27 per cent for
the USA and 24 per cent for the UK.2 Japanese FDI is most prominent in finance and

8 These figures are derived from unpublished ABS statistics.
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insurance, then in property, business services and mining (Figure 6.6).
Manufacturing attracts 15 per cent, split between machinery and equipment, and
other manufacturing.

While Australia’s high competitiveness in mining and energy products is a major
factor, strong Japanese investment in mining has also helped to expand exports to
third markets.

Figure 6.6

Japanese FDI in Australia, 30 June 1995
A$ Million and Per Cent Share
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Source: Australian Bureau of Statistics, unpublished data.

Japanese FDI in Australia totalled US$12.5 billion between 1988 and the first half of
1996, peaking in 1989 (Figure 6.7).° Australia’s share of total Japanese FDI fell
rapidly from 8 per cent in 1992 to 3.3 per cent in the first half of 1996 as Japanese
FDI in Asia rapidly expanded. The decline is consistent with broader trends; a steady
reduction in Australia’s share of world FDI flows since the late 1980s (EIU 1996b)
and Japan’s increased investment in Asia at the expense of OECD countries.

N These Bank of Japan statistics are on a calendar year basis and are calculated using a separate
methodology to the ABS statistics and thus cannot be compared directly with the ABS statistics quoted
above.
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The composition of Japanese FDI in Australia has changed substantially over the
past decade. The shares of finance, property, business services and insurance fell
markedly, while the shares of manufacturing and mining rose (Figure 6.8).1° The
change in composition is especially marked in the two years to June 1995
(Figure 6.9). Japanese FDI went to mining (A$486 million), wholesale trade
(A$434 million) and machinery and equipment manufacturing (A$216 million).
The investment in wholesale trade largely reflects increased activity by Japanese
trading houses (discussed later in the chapter), while Toyota and Mitsubishi invested
in machinery and equipment production. In property and business services, Japanese
banks and real estate companies continued to liquidate assets.'*

Figure 6.7

Japanese FDI in Australia, 1988 to 1995
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10 The change in composition is borne out by Ministry of Finance statistics on Japanese investment
notifications in Australia which show a substantial fall in the share of real estate and a rise in the share of
manufacturing (Australia-Japan Economic Institute, 1996a).

1 In Figure 6.8 data on investment in property and business services are not presented separately because
of confidentiality restrictions between July 1985 and June 1990. Divestment in property and business
services has occurred since 1992.
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Figure 6.8

Composition of Japanese FDI in Australia,
July 1985 to June 1990; July 1990 to June 1995
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Note:  These shares are approximate as data for some industries are confidential. However, this problem appears to be
neither widespread nor of strong quantitative significance.

Source: Australian Bureau of Statistics, unpublished data.

Figure 6.9

Japanese Direct Investment in Australia, July 1993 to June 1995
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ABS data reported in this section are the best available statistics on the industry
breakdown of Japanese FDI in Australia. However, their coverage is limited because:

= investment is recorded against the country which was the immediate departure
point for the funds

=  funds are allocated to the ‘predominant industry’ of a foreign subsidiary even if
the funds are invested in another sector*?

= investment funds, except reinvested profits, obtained in the host country will
not show up as direct investment. If they are borrowed from a foreign bank
operating in Australia which in turn obtains these funds from its parent, then
they will show up as direct investment by the foreign bank’s home country.

EXPORT ORIENTATION AND SUPPLY SOURCING

Two key questions arise regarding Japanese investment in Australia.

1.  Towhat extent is it export oriented?
2. To what extent are inputs sourced locally?

Japanese FDI in the mining sector is highly export oriented, with overseas sales
comprising 93 per cent of the total in JFY1994. A 1993 survey found that the
dominant motivation for Japanese manufacturing FDI in Australia was to supply the
local market (Nicholas et al, 1996).1* Nevertheless, MITI data indicate that in
Oceania, which is dominated by Australia, export orientation within manufacturing
has been increasing steadily since 1992 (Figure 6.10). In manufacturing, exports of
food rose from 33 per cent of sales in 1990 to 64 per cent in 1994, while exports of
transport equipment rose from 3 per cent to 8 per cent of sales. The outlook remains
bright. Projects recently completed or underway with substantial export potential
include:**

< A3$900 million investment in a third potline for the Boyne Island aluminium
smelter

= Mitsubishi Australia’s A$500 million investment in the replacement model for
the Magna/Diamante range and Toyota’s A$600 million investment in new
model development (Mitsubishi Australia exported 1 434 vehicles to Japan in
1996 and significant numbers to the USA)

12 The most pertinent example of this in a Japanese context is that trading companies’ investment in
wholesale trade (their principal area of business) is not all occurring in wholesale trade.

13 On a scale of 1 (not important) to 4 (very important) Japanese manufacturing firms rated supplying the
Australian market as easily the most important reason for investing in Australia with a score of 3.9
compared to 2.7 for supplying other countries (Nicholas et al, 1996).

E Because of the way ABS statistics are collected, the full value of some of these projects may not be
showing up in ABS statistics.
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= investment in food processing including dairy products, sake, rice crackers and
infant formula (annual exports of baby and powdered food total
A$115 million)

e  A3$90 million investment in the production of medium-density fibreboard
(annual exports of A$70 million).™®

Figure 6.10

Export Orientation by Japanese Affiliates in Australia
1990 to 1994
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Per Cent
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Source: Ministry of International Trade and Industry, 1996c.

The ratio of Japanese subsidiaries’ imports of intermediate goods to total purchases of
intermediate goods has trended down since 1980, particularly in the manufacturing
sector (Table 6.3). For plant and equipment, the share of imports in total purchases
fell from 12.5 per cent in 1989 to 2.9 per cent in 1992 for all sectors, and from
9.1 per cent to 2.8 per cent in manufacturing (MITI 1989, 1992). Nicholas et al
(1996) also found that Japanese operations in Australia source most inputs locally.*®

1% All these export statistics, except for the exports of Mitsubishi, come from Austrade’s records of Japanese
investment projects in Australia. The statistics on Mitsubishi Australia come from Japan Automobile
Importers Association (1997).

16 In contrast to the MITI results, however, Nicholas et al found that Japanese investors relied more on
Australian suppliers for raw materials and component parts than for capital goods. Virtually no Japanese
firms in Australia sourced inputs from other Japanese firms.
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Table 6.3

Ratio of Imports to Total Purchases of Intermediate Goods
by Japanese Affiliates in Oceania, 1980 to 1994

1980 1987 1988 1989 1990 1992 1994

All sectors 46.2 61.8 46.6 35.5 35.5 43.0 35.8
All manufacturing 80.5 61.0 61.8 65.5 55.5 39.8 50.7
Transport equipment 97.9 60.4 53.9 72.7 57.0 40.7 71.0

Source: Ministry of International Trade and Industry, 1996¢c, 1992, 1989 and 1980.

Figure 6.11 shows that Oceania’s trade balance benefits from Japanese investment.
Japanese affiliates export nearly twice as much to Japan as they import. Although
they import from other parts of Asia twice as much as they export to the region, the
overall balance is in Oceania’s favour.

Figure 6.11

Trade Flows of Japanese Affiliates in Oceania in JFY1994, US$ Million
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Source: Ministry of International Trade and Industry, 1996¢.
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ATTRACTING FURTHER JAPANESE FDI

Rapid growth in Asia, the lure of emerging markets, and the huge rich markets of
North America and Europe make it very difficult for Australia to compete for
Japanese investment capital. Policies conducive to attracting FDI will be vital.

High rates of return are a major factor driving Japanese investment in Asia. Japanese
investors are least satisfied with their Australian operations’ profitability, production
costs and productivity (Nicholas et al 1996). The most crucial step that Australia
can take to increase Japanese FDI is to continue the process of microeconomic
reform to provide a low-cost and competitive business environment.

THE TRANS-TASMAN CHALLENGE

In JFY1994, the ratio of profit to sales among Japanese affiliates in Australia
was 1.4 per cent, compared to 4.8 per cent in New Zealand. Within
manufacturing, the respective profit rates were 2.3 per cent and 15.6 per cent.

Source: Ministry of International Trade and Industry, 1996c¢.

Tariff reductions are an important aspect of the ongoing microeconomic reform
process. The small size of Australia’s domestic market means that in the future only
internationally competitive projects within global production chains will be
attractive to Japanese and other investors. To facilitate this, Australia must ensure
that globally oriented manufacturing can secure inputs at internationally
competitive prices. Reforms which decrease international shipping costs, increase
the efficiency of ports and reduce domestic transport costs will be crucial.

Tax reform is also important. Australia as an investment site is generally competitive
with Asia, but two contrasts are that:'’

1. tax regimes in Asia impose a far lower burden on personal savings, which are
ultimately utilised to finance business investment

2. Australia’s narrow indirect tax base is increasingly an anomaly in the region.

The former feeds into the overall macroeconomic assessment of a country, while the
latter contributes to the prevalence of seemingly arbitrary taxes, such as the fringe
benefits tax and the financial institutions duty.*®

While a 1989 JETRO survey found that labour problems were perceived as the major
disadvantage to locating in Australia, a 1993 survey found that Japanese investors

1 Pender and Ross (1995) found that for parent companies from OECD countries wishing to invest in the
Asian region, Australia’s average real effective tax rates compare favourably with Indonesia, Korea,
Taiwan and Thailand. Only investments into Malaysia and Singapore face lower rates. They also noted
that Australia relies less on tariffs and import duties than these Asian countries.

18 The existence of seemingly arbitrary taxes emerged as a significant problem in the EIU’s 1996 survey of
a group of major foreign investors in Australia. This was because head offices of overseas investors found
it hard to understand why these taxes were imposed (EIU, 1996b).
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were fairly satisfied with their Australian labour relations and work practices
(Nicholas et al, 1996, p. 5).1° The ongoing reform of Australia’s industrial relations
system may have played a role in this reversal. Also, 70 per cent of manufacturing
firms in the 1993 survey had successfully transplanted Japanese work practices into
their operations.

However, the same survey revealed that Japanese firms saw Australian managers as
‘amateurish, indulgent with labour and delivering poor product quality and customer
service’ (Nicholas et al, 1996, p. 5). More recently, a survey of Asian managers found
that on most management qualities examined (including ability to look into the
future, acceptance of responsibility and managerial expertise), Australian managers
were less competitive than their counterparts in Japan, the USA, Germany, the UK
and Taiwan.?® Improving management quality could make Australia considerably
more attractive, given its competitive labour costs.?

Nicholas et al (1996) also found that Japanese firms were dissatisfied with the
Australian suppliers’ reliability of delivery. Price, quality, standards and
specifications, after-sales service and product availability were also ‘less than
satisfactory’ (Table 6.4). Australian firms will need to improve their performance as
suppliers to generate more business from Japanese subsidiaries in Australia.?

Table 6.4

Satisfaction with Australian Manufacturing Input Suppliers
Standard Error in Parentheses

Criteria Ranking?
Quality 2.7 (0.18)
Price 2.8 (0.15)
Reliability of delivery 2.4 (0.20)
Availability 2.5 (0.20)
Adequate standards and specifications 2.7 (0.11)

Note:  a. Scores calculated by assigning 1: very unsatisfied, 2: unsatisfied, 3: satisfied and 4: very satisfied.
Source: Adapted from Nicholas et al, 1996.

10 A late 1996 survey of 55 multinationals (but no Japanese firms) operating in Australia also found that
industrial relations problems were relatively minor, being only the seventh biggest hurdle to investment
after high local taxes, little incentive from the government to invest, small size of the Australian market,
high port and shipping costs, uncertain outlook for industry policy and physical distance from export
markets (EIU, 1996b).

20 Industry Task Force on Leadership and Management Skills (1995).

21 The NSW Department of State and Regional Development (1996) provides figures which indicate that in
Sydney, Melbourne and Brisbane, wages and salaries in skilled occupations (office administrator,
systems analyst, accountant, engineer and plant manager) are in the bottom half of a list of major world
cities, including Asian cities.

22 As seen earlier, the propensity of Japanese subsidiaries to import intermediate inputs has already fallen
substantially over the last decade.
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Reforms require continued and vigorous implementation to demonstrate a clear and
consistent priority to industry. Corporate headquarters see this as vital for investment
(EIU, 1996b, p. ix).

While less important than an attractive business environment, investment
incentives are nevertheless an element which must be considered, given their
availability in competing host nations. There are two broad types of incentives:

1. product-based incentives, such as tariffs and import quotas, which directly
affect returns from domestic sales

2.  factor-based incentives, such as cash grants and tax holidays, which directly
affect after tax profits.

Product-based incentives may attract import substitution industries. However, for
multinationals seeking a cheap export base such policies raise input prices (Bureau of
Industry Economics, 1993, p. 155). Factor-based incentives can increase a particular
site’s relative attractiveness, but are unlikely to outweigh factors like costs of raw
materials, local work practices and quality of infrastructure. The available evidence
indicates that investment incentives are not an important factor in attracting
Japanese FDI; Japanese companies rate federal and state financial assistance as of
minor importance in their decision to locate in Australia (Nicholas et al, 1996).2

Moreover, even when incentives influence investment decisions, they may not be of
real national benefit because:

= where decisions to invest are already justifiable on economic fundamentals,
incentives simply transfer wealth to overseas companies

= when incentives are crucial for gaining an investment, and are made in ‘bidding
war’ circumstances, their cost could exceed any benefits

=  practical difficulties of designing, applying and monitoring effective incentives
compound these problems (Bureau of Industry Economics, 1993).

23 Financial assistance from both Commonwealth and State governments was rated among the least
important location factors by Japanese manufacturing, financial services and tourism firms in Australia.
This indicates that such incentives are likely to be a waste of taxpayers’ money, particularly when states
are bidding against each other to attract investors.
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THE INVESTMENT APPROVAL PROCESS IN AUSTRALIA%

The Australian Government welcomes foreign investment. The Foreign
Investment Review Board, a non-statutory body, advises the government on
foreign investment policy and its administration. Responsibility for foreign
investment policy and for making decisions on proposals rests with the
Treasurer.

Prior approval is required for acquisitions of substantial interests in existing
Australian businesses with total assets over A$5 million (A$3 million for
rural properties) or new businesses involving a total investment of over
A$10 million. Projects where investment is above A$50 million are
scrutinised more carefully than smaller projects. However, objections are not
normally raised unless proposals are contrary to the national interest. Very few
projects are rejected outright.

In restricted sectors (real estate, banking, civil aviation and media), proposed
investments require prior approval against well established criteria.

FOREIGN DIRECT INVESTMENT IN JAPAN

The Japanese market is one of the largest and wealthiest in the world, yet inbound
investment remains low. Between 1988 and 1995, it totalled only US$5.3 billion,
just 2.3 per cent of Japanese outward direct investment over the same period.?® In
1994, inward FDI was 0.02 per cent of Japan’s GDP, compared to 0.75 per cent in the
USA, 0.77 per cent in the G7 (excluding Japan) and 1.33 per cent in Australia. The
low level of foreign investment is an important policy issue for Japan as industry
continues to move offshore, and for Japan’s trading partners as inbound investment
can stimulate imports.

FDI flows into Japan were relatively strong between 1990 and 1992, but weakened
during the post-bubble recession (Figure 6.12). Ministry of Finance data on
investment notifications indicate that the ratio of manufacturing FDI to
nonmanufacturing FDI has declined, reflecting the growing importance of services in
the Japanese economy. (See Chapter 14 - Services.) In manufacturing, FDI focuses on
chemicals and machinery, although their relative importance varies.

The dominant foreign investor in Japan is the USA. The 1990s featured three key
trends: strong European investment, particularly from the UK, Germany and France,
between 1990 and 1992; fairly sustained US investment from 1992; and increased
Asian investment, from the NIEs and South East Asia, from 1993 (Figure 6.13).

24 For further details see Treasury Department (1996).
25 Outward FDI flows in 1988 to 1995 were recorded as US$ 228 billion (Bank of Japan, 1996).
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Figure 6.12

Inbound Direct Investment Remains Minuscule
Foreign Investment in Japan
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Figure 6.13

Asian Investment in Japan Growing
Foreign Investment in Japan by Origin
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Australian FDI in Japan is minuscule, compared to investment in other important
trading partners (Table 6.5). Between 1988 and 1995, it constituted 0.8 per cent of
total inward FDI in Japan.

Table 6.5

Australian Direct Investment in Selected Countries (A$ Million)

July 1989 to June 1995
Japan USA UK New Zealand
Australian FDI 16 5229 7 607 3330

Source: Australian Bureau of Statistics, unpublished statistics.

In recent decades, official controls on FDI inflows have been liberalised gradually.
Significant changes took place in 1980, when Japan adopted a policy of allowing all
foreign investment in principle, and in 1992, when administrative requirements were
reduced, entry requirements eased, and benefits such as tax breaks and loan
guarantees offered to foreign entities to reduce start-up costs (Japan External Trade
Organisation [JETROY], 1995; and Nikkei Weekly, 27 May 1996).2

Factors inhibiting direct investment flows into Japan include high business costs,
especially of employment, real estate and distribution (Table 6.6).2” Although
average rents in Tokyo fell 60 per cent between 1991 and 1995, and restoration and
fitout costs fell almost 50 per cent, real estate costs continue to discourage FDI in
Japan (American Chamber of Commerce in Japan [ACCJ], 1995b, p. 21).
Interestingly, nonmanufacturing respondents considered Japanese business practices
and demanding customers to rank above business costs as factors impeding
investment.

Early profits on investments are rare; it takes eight years on average to establish a
positive cash flow (ACCJ 1995a, p. 21). A relatively high effective tax rate on
foreign investment (principally corporate tax and withholding tax on dividends)
compared to other OECD members and Asian nations, also discourages investment
(Pender and Ross, 1995, p. 18).%

26 See Information for Companies, at the end of this report.

21 Cost is a key obstacle to FDI in Japan, according to the ACCJ (1995a) and ACCJ (1995b). A January
1997 survey ranked cost-based factors (high labour and land costs) behind unofficial restrictions and
official regulations but ahead of all other constraints (Nikkei Weekly, 13 January 1997, p. 1). The
influence of regulations as a market barrier is examined in more detail in Chapter 8 - Market Access.
These regulations are in turn a major contributor to Japan’s high costs.

28 The average effective tax rate for foreign investment into a subsidiary in Japan was 30.2% (Pender and
Ross 1995, p. 18).
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Table 6.6

Constraints to the Establishment of Foreign Corporations in Japan
Number of Companies and Per Cent?

Constraint Overall Manufacturing  Nonmanufacturing
High business costs 433 (82.8) 105 (81.5) 323 (53.2)
Japanese-style business practices 349 (66.7) 7 (66.9) 263 (66.8)
Demanding customers 319 (61.0) 5 (65.4) 234 (59.4)
Difficulty in recruiting personnel 249 (47.6) 0 (61.5) 169 (42.9)
Exchange fluctuations 213 (40.7) 7 (43.8) 156 (39.6)
Administrative procedures 167 (31.9) 5 (27.7) 131 (33.2)
Insufficient preferential treatment 137 (26.2) 3 (25.4) 104 (26.4)
Insufficient information services 111 (21.2) 2 (24.6) 9 (20.1)
Difficulty in procuring materials and parts 102 (19.5) 8 (29.2) 4 (16.2)
Difficulty in raising funds 8 (18.7) 5(19.2) 3(18.5)
Government regulations 8 (18.7) 8 (21.5) 1 (18.0)
Infrastructure problems 7 (14.7) 1(16.2) 6 (14.2)
Poor residential environment 51 (9.8) 3(10.0) 38 (9.6)
Total number of responding companies 523 130 394

Note:  a. Multiple responses allowed.
Source: lJapan External Trade Organisation, 1996.

Limited use of mergers and acquisitions, which are an important mechanism for
establishing a quick presence in a country, has also inhibited inward FDI flows. In
Japan, only 46 cases of FDI through mergers and acquisitions, were reported in 1994,
compared to 423 in the USA (JETRO, 1996, p. 27). Factors that inhibit them
include: opaque auditing rules; tax statements making it hard for outsiders to
adequately evaluate a company’s financial position; high costs; cross-shareholdings;
strict limits on the establishment of holding companies; and a 5 per cent ceiling on
bank ownership of stock in other corporations (ACCJ 1995b, p. 21 and EIU 1996¢).
However, merger and acquisition activity is increasing, with deals by foreign
companies totalling US$ 1.5 billion in the first nine months of 1996. Most prominent
were Ford’s purchase of shares in Mazda and News Corporation’s purchase of a stake in
Asahi Broadcasting in association with Softbank (Australian Financial Review,
25 September 1996, p. 12).

Several recent initiatives should facilitate mergers and acquisitions, including:

e  the easing of restrictions on holding companies®

20 The impact of the liberalisation of restrictions on holding companies depends on Japan adopting a system
of consolidated taxation. If such a system is not adopted, companies could face a higher tax burden if
they set up holding companies.
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= theavailability of loans from the Japan Development Bank to foreign-affiliated
companies to purchase Japanese firms

= the planned streamlining of administrative and legal procedures

= the establishment by MITI of a merger and acquisition information centre
within the Foreign Investment in Japan Development Corporation (FIND).
Experts at the centre provide information on procedures and maintain
information on Japanese companies seeking foreign partners or buyers.

In Japan as in Australia, a favourable business environment will be as conducive to
foreign investment as it will be to local investment. Deregulation of banking and
insurance, including removing barriers between banks and securities companies in
1992, encouraged strong FDI growth in JFY1994 and JFY1995. The ‘Big Bang’
financial market reforms are likely to stimulate further FDI inflows into the banking
and insurance sectors. (See Chapter 7 - Finance.)

ECONOMIC SIGNIFICANCE OF INWARD FDI

Foreign investment’s overall contribution to total domestic assets, sales,
employment, investment and R&D is slim, but is higher in manufacturing than in
nonmanufacturing, and substantial in the oil products sector (Table 6.7).%

Table 6.7

The Importance of Inward FDI in Domestic Activity

Share in domestic economic activity

Assets? Sales®  Employment*  Investment®  R&DP
All industry 0.8 1.2 0.4 1.3 2.9
Manufacturing 2.1 2.8 1.1 3.8 3.0
- oil products 21.5 26.6 15.4 27.7 14.4

- chemicals/
pharmaceuticals na na na 4.3 5.5
- general machinery na na na 5.2 8.7
Nonmanufacturing 0.3 0.6 0.1 0.2 na
- commerce 0.5 0.8 0.2 1.2 na
- services 0.5 0.3 0.1 0.1 na

Note: a. JFY1993 figures; b. JFY1994 figures.
Source: Ministry of International Trade and Industry, 1997.

30 These data are based on surveys undertaken by MITI (MITI, 1997). The surveys do not capture all foreign-
affiliated firms and had response rates of around 50%. Thus they underestimate the level of activity
generated by foreign firms.
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INVESTING IN TRADE?

Inward investment affects Japan’s trade, with the stimulus to imports exceeding the
stimulus to exports.3 MITI reports that in JFY1994 foreign companies accounted for
more than 14 per cent of Japan’s imports but only 5 per cent of its exports; imports
exceeded exports by ¥2 trillion (US$20.1 billion).** Moreover, the ratio of imports to
total purchases was 37 per cent, with purchases from parent companies accounting
for about 50 per cent of imports (MITI 1997, p. 9). The largest foreign company
importers are in textiles (72 per cent of procurement), precision equipment
(72 per cent), pharmaceuticals (71 per cent) and petroleum (49 per cent).

Inward FDI can play a critical role in tapping into Japan’s import market. First, FDI
in Japan can increase imports from the parent company (Wood, 1994, the
Wednesday Group, 1993 and Encarnation, 1992). This effect is greater when the
foreign investor controls the operation.

Second, investment in distribution networks, local representation and initial
marketing for brand identification are likely to generate new business links, build
loyalty among customers, allow better monitoring of tastes, provide better after-sales
service and thus play a stronger role in boosting Japanese imports. BMW successfully
demonstrated this in its marketing and distribution networks in Japan (Kishi and
Russell, 1996). Small and medium-sized enterprises (SMES) in Japan also recognise
that a presence in the market is vital and that agents and distributors are no
substitute for this (Market Penetration Taskforce, 1994a).

THE IMPORTANCE OF A JAPAN PRESENCE FOR
FOREIGN COMPANIES

In the late 1970s, when all foreign brands were sold in Japan by agents or
produced locally via licensing arrangements, Louis Vuitton (which makes
upmarket suitcases) invested directly. This allowed it to reduce prices over
time, expand volumes, present a unified image and build staff loyalty.

Catering to Japanese tastes motivated dairy products producer, DMV KK, and
kitchen and bathroom hardware manufacturer, Stanadyne, to move beyond
agents to a branch office. These companies found that agents had different
objectives, could not be relied on for market monitoring and did not invest
enough in technical support or marketing.

The local presence of Clestra Hauserman, a French manufacturer of
relocatable partitions, enhanced its ability to collaborate with the small
subcontractors who installed its partitions and added accessories.

Source: Kishi and Russell (1996) and Market Penetration Taskforce (1994b).

st Econometric studies of the relations between FDI in Japan and trade yield varying results but are of little
value because they use Ministry of Finance data on investment notifications which are not closely related
to actual FDI.

32 Even after excluding petroleum, the figure is ¥1 trillion.
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FDI is essential to establish market access in service industries like business and
financial services. Inward FDI can also develop supply contracts with local
companies, giving foreign firms an edge in supplying them offshore (ACCJ 1995b,
p. 46).

From Australia’s perspective, increased investment in Japan could strengthen our
noncommodity exports. The burgeoning trade in processed food and building
materials presents some of the best opportunities for inward FDI (the case study of
the Australian Dairy Corporation in Chapter 5 provides an illustration).

CRITICAL SUCCESS FACTORS FOR INVESTING IN JAPAN

High costs and complex regulations are largely beyond the control of individual
companies, but many key success factors lie within their grasp.® The most important
are outlined below.

- Capitalising on Differentiating Factors

Differentiating factors can include proprietary technology, price, brand,
franchise recognition, and product functionality or uniqueness. Companies
possessing two or more of these differentiators achieved average profit increases
of 43 per cent during 1991 to 1994 (ACCJ 1995b, p. 11). Outstanding ‘multiple
differentiators’ include computer firms Compag and Apple, multiline consumer
products companies such as Amway and Johnson and Johnson, and auto makers
Daimler Benz and BMW.

= Quickly and Effectively Transferring Core Competences into Japan

Amway, McDonald’s, Philips and Kentucky Fried Chicken have done this
effectively.

- Assessing Realisable Scale of Activity

Failure to assess a realisable scale of activity in the huge Japanese market can
result in either over or underinvestment, as well as investment decisions based
on unrealistic revenue goals (ACCJ 1995a, p. 34).

- Establishing and Maintaining a Positive Corporate Image

Image goes with extensive after-sales service, timely delivery and meticulous
attention to presentation and packaging. For example, Amway has a strict code
of behaviour for its distributors. It also offers full refunds (Kishi and Russell,
1996).

-« Ensuring Good Management

Management quality can often explain why one company in Japan succeeds
where another fails. High-quality management was a factor in Proctor and
Gamble’s ultimate success in the Japanese household goods market (Kishi and
Russell, 1996). Good management includes strong leadership, open
communication with employees, hiring and training of good staff, and the
development of a solid, unified corporate culture.

33 See Kishi and Russell (1996), American Chamber of Commerce in Japan (1995b) and Market
Penetration Taskforce (1994) for more comprehensive discussions of these and other factors.
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Identifying the Right Partners

Factors to consider include the importance of long-term relationships and
networks in Japan and the critical impact of distribution methods. Strong
distributor relationships are central to the success of BMW and Amway in
Japan.

Recruiting and Motivating Staff

Promoting teamwork, sharing information and conveying a sense of mission to
employees are important management skills (Kishi and Russell, 1996). Hiring a
high-quality manager and giving him/her sufficient autonomy are important to
the success of a venture.

Choosing the Right Set-Up When Moving Beyond an Agent

A branch office may be an economical first-stage but joint ventures may better
meet government investment requirements or achieve economies of scale. For
instance, Ericsson regarded its joint venture with Toshiba as crucial for
breaking into the Japanese mobile phone market (Market Penetration
Taskforce, 1994b). Subsidiaries are preferable where competitiveness is already
very strong and where maintaining control and protecting proprietary skills
and technology are important.

OUTLOOK FOR FDI INTO JAPAN

Overall, it is becoming easier for foreign companies to enter the Japanese market,
provided they adequately prepare for a fiercely competitive business environment.
Some of the factors facilitating entry include:

leaner and more flexible operations than local companies, and lower fixed cost
structures

a more favourable regulatory and cost environment

greater acceptance of the idea of working for a foreign company. Indeed,
ambitious young people, impatient with the slow pace of advancement under
the traditional Japanese system are attracted to foreign companies by merit-
based promotion

greater acceptance of foreign products, provided they compete well on quality
and price with local goods. (See Chapters 8 - Market Access and 9 -
Distribution.)

liberalised merger and acquisition procedures and holding company rules,
which make it easier to establish a presence.

TRADING HOUSES

There are thousands of trading companies in Japan. The largest are the general
trading houses, or sogo shosha, which have played a major role in developing Japan’s
international trading links and are increasingly involved in international investment
activities. Their main source of revenue has been high-volume, low-margin trade in
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raw materials, commodities and manufactured goods. They are among the world’s
largest companies and are the most internationalised of Japanese companies.®
Marubeni is a good example.

MARUBENI

Marubeni’s global network comprises 300 offices and 1 000 subsidiaries and
affiliated companies in more than 100 countries. The company has a client
base of 100 000 people, and a product line of over 50 000 items. Its activities
include trade and marketing, investment, engineering, infrastructure
development, health and education programs, and consumer services.

Marubeni Australia has a head office in Sydney and branch offices in
Adelaide, Brisbane, Darwin, Melbourne, Perth, Fremantle and Noumea
(Ogawa, 1996).

Despite their high degree of internationalisation, the volume of exports and imports
that trading houses handle has declined (Figure 6.14). While these volumes are
clearly sensitive to domestic economic activity, other factors are also involved, many
of which are related to the competitive pressures created by yen appreciation. These
factors include:

= the increasing tendency of retailers and manufacturers to import directly,
instead of through trading houses

= the ongoing trend for manufacturers of sophisticated goods (such as cars and
electronics) to deal directly with retailers or set up their own marketing and
distribution channels

= the stagnation of energy-intensive industries in Japan

= the continuing move of Japanese industry offshore, and the associated
expansion in intracompany trade.

The ratio of net profit to sales, which has traditionally been low due to razor thin
margins on trading house activities, has plummeted (Figure 6.15). New sources of
revenue have not grown fast enough to offset the declining import-export business.

34 Of the world’s 500 largest companies, based on revenue, in 1996 five Japanese traders were in the top
ten: (Mitsubishi Corporation (1), Mitsui and Co. Ltd (2), Itochu Corporation (3), Sumitomo Corporation
(5), Marubeni Corporation (6), with Nissho Iwai in eleventh place (Fortune 1996).
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Figure 6.14
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Figure 6.15
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Source: Australia-Japan Economic Institute, 1996b.

170



Internationalisation

WHAT FUTURE FOR TRADING HOUSES?

Despite these pressures, the outlook for trading houses is bright. Over the last decade
they have reduced their dependence on trade-based activities by changing their
structure and focus in Japan and expanding offshore (Figure 6.16).

Figure 6.16

Shares of Imports and Exports in Sales: Top 9 Trading Houses
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Source: Australia-Japan Economic Institute, 1996b.

The 1990s recession, falling asset prices and the slow pace of deregulation spurred a
concerted effort to restructure, decrease costs, increase productivity and settle debt
(Australia Japan Economic Institute, 1996b, p. 6). These efforts are ongoing and will
assist trading houses as they intensify their push to diversify. The lifting of the ban on
holding companies from January 1998 should advantage trading houses, providing
their various business arms with greater autonomy and stronger ability to seize
market opportunities. (See Chapters 7 - Financial Markets and 8 - Market Access for
further details on holding companies.)
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ITOCHU’S RESTRUCTURING

In April 1997, Itochu Corporation reorganised into eight in-house companies
and eliminated the overall sales division. Under the new scheme, head office
will allocate capital, operating funds and personnel to each of the companies,
which will develop their own business plans, restructure their organisations
and decide personnel matters.

The in-house companies will be involved in such activities as currency trading,
securities, insurance and distribution, construction and real estate, consumer
products, energy and chemicals, information and multimedia, and machinery
and textiles. However, even after the holding company legislation becomes
effective, whether these in-house companies will actually become in-house
subsidiaries will depend on Japan moving to a consolidated tax system.

Source: Nikkei Weekly, 20 January 1997.

Among the most promising growth areas in Japan are the information and
telecommunications industries, in which the trading houses already have large
investments (Table 6.8). Over time these investments should produce stronger
earnings, higher cash flows and better capital gains (Kato, 1996). Two areas of
particular promise are cable television and satellite broadcasting, which are likely to
produce handsome payouts in the long term, notwithstanding some potential for
competition between the two media (Kato, 1996, p. 59).

Table 6.8

Investments in Domestic Communications Businesses
Yen Billion

Itochu Sumitomo Mitsui Mitsubishi Nissho lwai  Marubeni

Total domestic
communications

investments? 100.8 46.0 37.4 34.1 23.7 9.6
Cable TV 12.9 20.4 2.0 0.9 0.5 0.6
Satellite operations 10.5 13.8 8.5 12.6 13.8 0.4
International calls 5.5 1.8 1.8 1.8 1.2 1.2
Domestic calls 1.3 3.5 11.7 12.0 0.9 1.6
Cellular, PHS® 2.1 1.2 5.3 5.0 2.9 1.1
Software 4.3 2.7 1.9 0.4 1.1 0.4

Note:  a. Excludes hardware sales houses and loans and guarantees, except for cable television where past restrictions on
direct investment have had a large impact. b. PHS: personal handy phone service.
Source: Kato, 1996.
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Trading houses are also exploiting domestic opportunities presented by deregulation
of petroleum retailing and power supply and are entering the retail sector to offset the
trend by retailers to import directly. (See Chapters 9 - Distribution and 12 - Energy.)

The six largest trading houses have invested heavily overseas since the late 1980s and
further expansion is expected (Figure 6.17). Growth will remain fastest in Asia,
which will absorb 25 per cent of the overseas investment of the top five trading
houses in 2000, double the level of 1994 (Kato, 1996, p. 39).

Figure 6.17

Investment? by the Six Largest Trading Houses® by Region in JFY 1994
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b. These are Itochu, Marubeni, Mitsui, Sumitomo, Mitsubishi and Nissho Iwai.
Source: Kato, 1996.

North American operations have shifted from trading activities to investing in and
managing local businesses. Prominent activities include processing and
manufacturing food, chemicals, steel, and other industrial raw materials, as well as
establishing motor vehicle dealer chains, finance and leasing companies (Kato, 1996,
p. 40). Itochu and Mitsui now derive more than 60 per cent of their US profits from
investments in local companies, with returns on investment as high as 20 per cent
(Kato, 1996, p. 41).
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Changes in Asia have also been substantial. During the 1980s and early 1990s the
trading houses focused their diversification efforts on two main types of business:
infrastructure projects linked to Japan’s foreign aid program and the construction of
manufacturing facilities and related infrastructure for Japanese and non-Japanese
companies (Kato, 1996, p. 44). In addition, they continued to be heavily involved in
developing resources such as liquefied natural gas.

As in the USA, the trading houses are now investing in manufacturing and
processing activities, especially steel, petrochemicals and motor vehicles. Typically
they provide up to 30 per cent of the total equity capital,® procure the raw materials,
build the plants, market the final product and become involved in managing the
venture after start-up.

The World Bank forecasts that developing East Asia’s demand for infrastructure will
exceed US$150 billion per year in the late 1990s (Australian Financial Review,
18 December 1996, p. 8). The trading houses are well equipped to adapt to the
demand for private sector funding being spurred by the sheer enormity of Asia’s
infrastructure demand. Their size and strong international connections ensure they
can:

=  provide finance or pull together attractive financing packages
= accept risk in infrastructure projects

= find the right international partners and suppliers with the most competitive
mix of products, technology, human resources and skills

< beinvolved in all aspects of project design (Kato, 1996, p. 46).

The third item is of particular interest for non-Japanese companies, as the yen’s
appreciation and Japan’s high cost structure has priced many Japanese firms out of
the market. Particular areas of opportunity are engineering, heavy machinery and
banking (Kato, 1996, p. 47). Trading houses are joining forces with foreign
companies, as shown by Mitsui’s successful bid for a build-own-operate contract for a
US$2.6 billion coal-fired power station in Indonesia. Mitsui secured funds from the
export-import banks of Japan and the USA, and brought in an American partner to
operate the plant after start-up. Itochu also has participated in a joint venture with
John Holland (an Australian engineering firm) to rehabilitate a 450-kilometre
stretch of railway in the Philippines (Baldwin, 1996).

JAPANESE TRADING HOUSES IN AUSTRALIA

Trading companies have been in Australia since the nineteenth century. They are
the most important conduit for Australian exports to Japan, particularly for primary
commodities such as coal, iron ore, oil and gas, nonferrous metals and wool. They
also export bricks and pavers, motor vehicle components, woodchips, salt and

35 According to Kato (1996), Mitsui and Marubeni are investing even more in their ventures in Malaysia
and Indonesia.
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processed foods. The top seven Japanese trading houses in Australia were involved in
exports worth A$15.1 billion in 1995, more than our total exports to Japan and more
than one fifth of Australia’s total merchandise exports.*

Trading houses continually seek new trading opportunities in Australia. For small
and medium-sized enterprises, trading houses can offer a channel for breaking into
the Japanese and other export markets. They can assist in dealing with the main
difficulties that SMEs have in exporting, including providing finance, market
information and overseas facilities (McKinsey et al, 1993).

Trading houses in Australia have traditionally invested in resources particularly coal,
iron ore, and the North West Shelf gas project where trade activity is concentrated.
However, the trading houses now invest heavily outside traditional areas, including
in agricultural and mineral processing, highly sophisticated value-added
manufacturing operations, infrastructure and services.

Opportunities exist for Australian companies to form joint ventures with trading
houses in third countries. In addition to the John Holland-Itochu joint venture,
AWA is working with Marubeni to supply air navigation equipment to a Mongolian
airport project, and Telstra is working with Itochu, Sumitomo, Nippon Telegraph
and Telephone and the Indonesian Indosat on a privatised telephone network in
Jakarta worth US$500 million. Barclay Mowlem Construction has an A$40 million
contract from Marubeni for an overland conveyor belt for an Indonesian cement
plant (Business Review Weekly, 27 January 1997, p. 48). Further opportunities are
arising in construction, infrastructure development, mining, and livestock
management.

36 The top seven Japanese trading houses in Australia (based on export volumes) are Mitsui and Co.,
Mitsubishi, Itochu, Marubeni, Sumitomo, Nissho Iwai and Kanematsu. Export figures for the trading
companies are from Business Review Weekly, 27 January 1997, p. 54. Figures for ltochu, Marubeni and
Kanematsu are for the 12 months ending March 1996. Caution is needed in interpreting these figures as
trading houses may ‘claim’ exports on the basis of rather limited equity relationships.
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SELECTED TRADING COMPANY INVESTMENTS IN AUSTRALIA,
1992 TO 1996

Manufacturing:
Sumitomo (17 per cent) and Mitsubishi (14 per cent) invested with Comalco

and Yoshida in the A$900 million third potline at the Boyne Island
aluminium smelter.

Nissho Iwai has a joint venture with Furakawa and possibly other trading
houses and nonferrous metals companies in the A$250 million reopening and
expansion of a Port Kembla copper refinery and smelter.

Mitsubishi has a joint venture with Meiji Milk Products and Murray
Goulburn in an A$44 million powdered milk plant, and with BHP in an A$70
million methanol research plant.

Infrastructure:

Sumitomo and Mitsubishi have a minority partnership with Comalco, NRG
Energy and Yoshida in the A$42 million Gladstone power station upgrade
stage 2.

Mitsubishi has a minority partnership with BHP Australia Coal, QCT
Resources, AMP and Pancontinental in the A$30 million expansion of the
Hay Point coal export terminal (production starts in 1997).

Mitsui and Itochu have a joint venture with BHP Iron Ore in the
A$85 million tunnel under Port Headland Harbour, infrastructure associated
with a direct reduced iron project.

Mitsui and Itochu have a joint venture with BHP Iron Ore in the
A$490 million infrastructure project for a hot briquetted iron plant (excludes
tunnel under Port Headland harbour).

Agriculture:

Mitsui and Nippon Paper own an A$60 million eucalypt plantation near
Collie (production starts in 2005).

Itochu and Oji Paper Company own a A$60 million eucalypt plantation near
Albany (export of woodchips starts 10 years after planting).

Services:

Mitsui has a joint venture with Burmah Fuels and Woolworths in petrol
retailing (Australian Financial Review, 16 October 1996, p. 1).

Itochu has a partnership with Country Road in global retailing of clothing
(The Australian, 14-15 September 1996).

Source: Access Economics (1996), unless otherwise specified.
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PROACTIVE APPROACH, GOOD BUSINESS ENVIRONMENT
KEYS TO FDI GROWTH IN AUSTRALIA AND JAPAN

Japanese FDI has grown strongly since 1992, but Australia has largely missed out.
Because Japanese companies employ more than 75 000 people in Australia,®
purchase large volumes of local goods and services, and contribute heavily to exports,
action is required to reverse the decline in Japanese FDI. Surveys indicate that
enhancing operating conditions and the general business environment could well
attract more Japanese investment. The trading houses, for example, are looking to
expand and diversify their operations in Australia.

In Japan, inward FDI makes only a limited contribution to the Japanese economy.
Intensified liberalisation and reform would further improve the environment for
foreign, as well as domestic, investment. Australia, however, cannot be complacent.
It must proactively explore investment opportunities in Japan as a way to increase
value-added exports to Japan and to take advantage of emerging opportunities in a
variety of sectors.

This estimate of the total number of employees of Japanese companies in Australia comes from Australia-
Japan Economic Institute, 1996c.
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Chapter 7

Japan’s financial sector, a vital link in the country’s postwar economic success, has
come under strong pressure since the bubble economy burst. Handicapped by heavy
regulation and inefficiency, it constrains economic revitalisation. With the rapidly
growing proportion of elderly in the population, a healthy financial sector is crucial
to Japan’s future; it is the channel through which citizens build wealth to fund their
retirement and whereby savings are converted into productive investments.

While considerable liberalisation has occurred over the past two decades, further
reform is essential if Japan is to preserve the living standards of its increasingly elderly
population, cope with the competitive challenge of constant innovation in
international financial markets and ensure its industries’ competitiveness.

LIBERALISATION TRENDS IN JAPANESE FINANCIAL MARKETS

Interest rates: liberalisation of interest rates began in 1985; all interest rates
were liberalised by 1994,

Corporate finance: eligibility requirements for firms wishing to issue bonds
and stocks were progressively relaxed during the 1980s and early 1990s.

Relationship banking: regulations preventing banks and securities companies
from entering each other’s lines of business were relaxed in 1992.

Pension markets: rules restricting investment advisory companies from
managing Japanese corporate pension funds were relaxed in February 1996.

Insurance markets: life and nonlife insurers were allowed to enter each
other’s fields from April 1996.

Holding companies: the ban on holding companies will be lifted in January
1998, making it easier for financial companies to expand into new activities.

The ‘Big Bang’ statement of November 1996 set out important financial
market liberalisation objectives to be achieved over five years.

This chapter examines pressures on the banking, insurance and pensions sectors from
bad loan problems, lack of competitiveness, globalisation of the financial services
industry and the reform process. It also assesses administrative reform in the financial
sector and identifies areas in which pressures will intensify. Finally it evaluates how
effectively government and business are responding to these pressures, highlights
reform trends and analyses the implications for foreign companies.
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THE ‘BIG BANG’: CATALYST FOR FURTHER REFORM

The fundamental challenge for Japan’s financial sector is to increase the rate of
return on its assets, reduce the sector’s costs and, by allocating lower cost funds to the
most productive uses, improve the economy’s efficiency, companies’ competitiveness
and society’s capacity to support its ageing population. The newly elected
Government of Prime Minister Ryutaro Hashimoto recognised these imperatives in
November 1996, in its Statement on Japanese Financial System Reform.* The so-called
‘Big Bang’ statement aims to bring Japanese financial markets into line with their
international counterparts by 2001. Importantly, it should act as a catalyst for further
reform and when fully implemented:

=  banks, securities companies and insurance companies will operate more freely
in each others’ main business areas

=  barriers separating business undertaken by commercial, long-term credit and
trust banks will be lower or nonexistent

= the foreign exchange bank system will be abandoned, enabling companies to
undertake foreign exchange activities on their own account

= insurance premiums will be liberalised and commissions on stock brokerage will
be deregulated

= restrictions on management of investment trusts and pension funds will be
further eased.

KEY INFLUENCES ON THE BANKING SECTOR

The key factors influencing the banking sector include changing sources of corporate
finance, the aftermath of the bad loan difficulties, efforts to deal with the sector’s
high cost structures, lack of international competitiveness and the impending
passage of the holding company legislation.

Until the 1980s, Japanese capital markets were regulated heavily and credit was
rationed. Banks dominated industrial finance, the stock market was fairly
underdeveloped, and bond markets were inaccessible to all but public utilities, long-
term credit banks and the largest, least risky firms.2 By favouring heavily the banks
and restricting alternative methods by which corporations could raise finance, the
prederegulation system artificially raised the cost of capital.?

1 The Big Bang package’s formal name is ‘Reform of Japan’s Financial System - For the Rebirth of the
Tokyo Market in 2001".
2 For comprehensive discussions of the evolution of the Japanese financial system, see Suzuki (1987)

and Yoshino (1995). For an authoritative chronology of the 1980s deregulation, see Takeda and
Turner (1992).

s Calder (1993) and Bank of Japan (1993) found that in the prederegulation system, bank stocks
consistently outperformed nonfinancial stocks as a result of banks earning supernormal profits on
their lending.
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Relaxing eligibility requirements for bond and stock issues during the 1980s and early
1990s enabled securities markets to develop rapidly. Now stock and bond issues are
an important feature of corporate funding and since 1988 the commercial paper
market has also been available (Table 7.1). These changes more competitively
determine capital prices. Even after the collapse of the bubble economy, the primary
bond market’s share in GDP was double that of the early 1980s (Figure 7.1).

Table 7.1

The Funding of Corporate Liabilities

1980 to 1996

Year (1) Of which 2) (3) Trade

Securities Private  Govt credit

issued by loans loans

corporate

sector

Of which: ~ Bonds  Stocks  Foreign ~ Commercial
bonds paper

1980 8.6 2.9 5.1 0.6 0.0 48.1 5.7 37.6
1985 8.5 2.8 4.6 1.1 0.0 52.2 6.1 33.2
1988 14.6 5.2 7.1 1.9 0.4 50.7 7.3 27.4
1989 16.3 5.0 7.6 2.4 1.3 51.8 7.4 24.5
1990 18.0 4.8 8.0 3.4 1.7 51.5 7.3 23.2
1992 17.9 5.0 7.6 4.1 1.1 51.8 8.3 22.1
1994 17.3 5.9 7.5 3.0 1.0 52.1 10.0 20.5
1995 17.4 6.2 7.5 2.8 0.9 51.2 10.4 21.0
1996 17.5 6.5 7.4 2.7 0.8 50.0 10.4 22.2

Note: 1. The sum of bonds stocks, foreign bonds and commercial paper.

2. Private loans are loans from private financial institutions.

3. Government loans are loans from government financial institutions

4. Any failure of subtotals to sum to totals is due to rounding.
Source: Adapted and updated from Yoshino (1995).
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Figure 7.1

The Primary Bond Market as a Percentage of GDP
by type of bond, 1979 to 1995
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Note: 1. A straight bond is a simple debt contract between an investor and a firm.
2. A warrant bond has a straight debt component but also gives the purchaser certain rights to buy up the firm’s
securities (usually stocks) on pre-specified terms.
3. A convertible bond is similar to a warrant bond in that it gives the purchaser the option to convert debt into equity at
a certain rate and in certain conditions. However, the option to exercise rights over a firm’s securities is often
detachable from debt in a warrant bond and can be traded separately.

Source: Bank of Japan, 1996a.

IMPLICATIONS FOR BANKS

The increased importance of securities markets in the 1990s along with firms’
stronger capacity to fund projects internally (Figure 7.2), has allowed large-scale
enterprises to reduce their dependence on the banks. When stock prices collapsed in
1990, many large firms chose to switch from equity-related to straight debt (direct
debt between lenders and borrowers) rather than revert to bank debt. By 1994, the
largest manufacturing companies raised as much as 80 per cent of their funding
directly from local and foreign capital markets (Organisation for Economic
Cooperation and Development [OECD], 1996, p. 177). This decreased dependence
has important implications for banks.

Many large firms have switched their ‘main bank’ affiliation. Small and medium-
sized enterprises, with fewer corporate finance options, have less flexibility.
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Figure 7.2

Internal Funding as a Percentage of Total Physical and Financial Investment
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Source: Bank of Japan, 1996c.

MAIN BANK RELATIONSHIPS

Japanese financial markets operate a system of ‘main bank relationships’
whereby a long-term, multifaceted relationship is forged between a firm and
its ‘main’ bank. This system does not involve any legal mechanisms, but is
understood to exist when a firm does much of its business through a single
bank and when that bank has substantial shareholdings in the firm (up to a
legal limit of 5 per cent of outstanding equity).*

Traditionally, main banks have played a major role in disciplining and
controlling firms, and ensuring they are efficiently managed (often by sending
in managers).

With large firms more freely switching banks, the main banks are less able to exert
their former discipline. Large firms also are less willing to hold bank shares if returns
are not adequate. For instance, in 1996 Hanwa Corporation, a steel trader, sold
1.6 million shares in Sumitomo Bank, its main financial backer.® Banks are
responding by slowly selling share holdings in their customer corporations (Asian

In practice, there is a great deal more to main bank relationships, see Aoki et al (1994) and Sheard
(1994) for more detailed discussion.

While no data are available for JFY1996, the share of banks in the stock holdings of listed companies
only fell by 0.1 percentage point between JFY1990 and JFY1995 to 21.6 per cent (Long-Term Credit
Bank, Research Institute, 1996).
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Wall Street Journal, 25 July 1996, p. 1). If this trend continues, patterns of cross-
ownership between banks and their clients will weaken significantly and may break
down eventually. Foreign financial institutions operating in Japan see this as a
positive development.

Among the large strong banks, ongoing financial sector deregulation has mitigated
the effects of large firms’ lower loan demand and main bank switching. These banks
have expanded business through debt issues and foreign exchange transactions.
Weaker banks, however, are seeking to improve efficiency by withdrawing from
noncore business, making it difficult for them to expand their client relationships as
their lending declines. (For further details see the section on bank restructuring.)

Large firms’ growing financial independence also encouraged the city banks to
develop their clientele among smaller firms.® Their increased lending to real estate
firms in the second half of the 1980s seriously rebounded on them when land prices
collapsed in 1991. They also gradually increased their lending to other small firms,
with the proportion of outstanding loans and discounts to non-real estate small firms
rising by 5 percentage points between 1984 and 1995 (Figure 7.3).

Figure 7.3

Composition of City Banks’ Lending
1984 to 1995
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Source: Bank of Japan, 1996a.

The ten city banks are The Daiichi-Kangyo Bank, The Sakura Bank, The Fuji Bank, The Bank of Tokyo-
Mitsubishi, The Asahi Bank, The Sanwa Bank, The Sumitomo Bank, The Daiwa Bank, The Tokai Bank and
the Hokkaido-Takushoku Bank. They are among Japan’s largest banks.
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Until about 1988, the shift of corporate finance away from banks and progressive
deregulation of deposit rates put downward pressure on bank margins.” However,
since monetary policy easing began in 1991, the compression of average funding
costs and effective lending rates has been reversed partially. This is because banks
have not passed on reductions in official interest rates to their borrowers because
they need to repair the bad loans damage to their balance sheets (Okina and
Sakuraba, 1994). In doing so, they seem to have discriminated heavily against
smaller firms. This may reflect two factors:

1. Large firms, through their access to a wide range of corporate finance
instruments, have considerable power to resist banks' efforts to maintain
artificially high loan rates.

2. Banks paid increasing attention to risk issues after the bad loans debacle; this
led to rising risk premiums on small business lending.

Over time, as banks resolve their bad loans problems and increasingly compete for
small firms’ business, margins on small business loans should contract.

THE BAD LOANS ISSUE

In the mid and late 1990s, the financial system laboured under the bad loans problem
which originated in the bubble economy of the late 1980s. At that time, land and
stock prices rose rapidly due to an accommodating monetary policy. Banks, failing to
foresee the inevitability of a correction, lent too heavily to real estate projects
depending on persistent asset price inflation.

Moreover, given what they supposed was reasonable collateral (real estate), banks
extended overdrafts on an unprecedented scale, with the percentage of total loans
advanced as overdrafts by city banks rising from 1.9 per cent in 1980 to 17.6 per cent
in 1990. This caused further problems as the uses to which overdrafts are put cannot
easily be monitored.

Another strategic error that the banks made during the bubble economy years was
responding to pressure on their margins by increasing turnover (Bank of Japan,
1991). This made credit screening and monitoring functions subordinate to loan
promotion activities.

As a result of their imprudent lending, banks were saddled with bad loans and
collateral that could be sold only on highly unprofitable terms. At the end of
September 1996, the Ministry of Finance estimated total bad loans in the banking
system at ¥29.2 trillion (US$266 billion), including ¥23.6 trillion (US$215 billion)
in bad loans by the 20 major banks, which hold over half the nation’s deposits.

v Deposit rates were progressively deregulated between 1985 and 1994. According to Ministry of Finance
(1993) data, the effect was exacerbated by a steady decline in the size of compensating balances.
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Nevertheless, this estimate was a major improvement on the September 1995 bad
loans estimate of ¥37 trillion (US$368 billion), due to massive loan write-offs and
improved share prices.

Private sector organisations, such as the major research institutes, usually advance
considerably higher bad debt estimates, with ¥50 trillion (US$446 billion) being a
median estimate in late 1996. The disparity is mostly due to the Ministry of Finance
figures excluding loans made by non-bank financial institutions because these
overlap with bank lending to non-banks.

The ability of the banks to deal with these bad loans varies considerably. Major
commercial (or city) banks are in the soundest position because although they have a
substantial share of the nonperforming loans, they also have the largest reserves on
which to draw. In JFY1995, the 21 leading banks wrote off an estimated ¥10 trillion
(US$104 billion) in bad loans,® compared with only ¥4.9 trillion (US$49 billion) in
the preceding year. At the end of March 1996, all city banks were above the 8 per
cent capital adequacy requirement set by the Bank for International Settlements.®

Regional banks present a more complex picture. Many with an urban focus lent
heavily in the real estate boom of the late 1980s, and now carry a heavy burden of
nonperforming loans. In contrast, many regional banks that maintained their
traditional lines of business emerged relatively unscathed.

Generally, the second-tier regional banks are in a more precarious position. They are
widely perceived to be financially unsound, with their deposit base actually
contracting slightly in 1995, despite the deposit base of regional banks growing by
8 per cent. The second-tier regional banks’ precarious position is mainly due to the
erosion in the 1980s of their traditional client base, small rural business, which led
the banks to increase their real estate sector exposure. The erosion was caused by
other financial institutions poaching business and by a structural decline in rural
firms’ demand for funds. The recession exacerbated these trends.

Many non-bank financial institutions, including the infamous seven failed mortgage
companies, the jusen, are also in serious trouble, although it is difficult to gauge
accurately the extent of their problems. In early 1996, Yamaichi Research Institute
estimated that about 40 per cent of Japan’s 19 000 non-bank financial institutions
were in difficulty, with at least ¥32 trillion (US$302 billion) of their loans
unrecoverable (Nikkei Weekly, 18 March 1996).

Agricultural cooperatives also are experiencing difficulties due to lending to the
jusen. (See Chapter 11 - Agrifood.) Nevertheless, because Japan’s electoral system
heavily weights rural constituencies, agricultural cooperatives are likely to be
supported through their current difficulties rather than reformed or abolished.%?

8 There are now only 20 leading banks because of the Bank of Tokyo - Mitsubishi Bank merger.

o The BIS ratio is the ratio of a bank’s capital to risk-weighted assets. It is set at a minimum of 8 per cent
under a 1988 international agreement . The ratio affects the financial leverage of banks and is designed
to measure and control their solvency.

10 The use of public money for bailing out the jusen, to which the cooperatives lent extensively, shows the
depth of political sympathy for agricultural financial institutions. However, this decision was deeply
unpopular with the electorate at large.
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THE COMPETITIVENESS OF BANKS

Japanese commercial banks seriously lag behind their international counterparts on
most financial criteria (Table 7.2). The banks represented here often are more
efficient than the smaller institutions in the Japanese financial system.

Table 7.2

Principal Management Ratios for Commercial Banks of G3 Countries
(Per Cent)

Japan USA Germany
Year 1990 1993 1994 1990 1993 1994 1990 1993 1994

Yield on working assets 7.7 5.0 4.6 10.8 7.7 1.7 78 7.6 6.7

Interest on funds raised 6.7 3.7 3.2 8.0 40 4.0 5.8 54 45
Profit margin 1.0 13 1.4 2.8 3.7 3.7 20 22 22
Own capital + assets 39 47 4.9 6.5 7.8 7.9 8.8 75 7.6

Profits = own capital 9.7 41 25 10.3 20.6 22.2 7.9 131 128
Expenses <+ income 949 96.2 97.6 94.1 82.0 79.8 91.9 88.3 86.9

Profits + assets 0.4 0.20 0.1 0.7 1.6 1.8 0.7 1.0 1.0
Personnel expenses
-+ assets 0.5 0.5 0.5 1.6 1.6 1.6 1.2 1.2 1.1

Note:  Profits are current profits; the expense: income ratio is in current terms.
Source: Bank of Japan, 1996b.

In addition, banks are failing to meet international standards in sophisticated
financial products and frequently fail to offer convenient and competitive services to
their depositors. Foreign financial institutions have played a key role in introducing
innovation and international best practice into the Japanese market. Citibank, for
example, introduced 24-hour automatic teller machines, retail foreign currency bank
accounts and telephone banking (Australian Financial Review, 28 August 1996,
p. 15).

The pressures of bad loans and ongoing deregulation have intensified banks’ efforts
to improve their competitiveness. Mechanisms used include:

= mergers and acquisitions

« withdrawal from unprofitable lines of business

- staff reductions.

In April 1996, the Bank of Tokyo and Mitsubishi Bank merged to form the world’s
largest bank. Considerable rationalisation is occurring, as approximately 3 000 excess
jobs are shed (Nikkei Weekly, 13 November 1995, p. 25). This merger unites the two
banks’ complementary skills. Before the merger, the Bank of Tokyo was renowned for
its prowess in international financial transactions, while Mitsubishi Bank had great
expertise in domestic lending.
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Another important merger will take effect from April 1998 between Hokkaido
Takushoku Bank (the weakest of the ten city banks) and Hokkaido Bank, a regional
bank which services the same area. The combined institution will operate only in
Japan (Nikkei Weekly, 7 April 1997, p. 1).

Increasing competition in financial markets and the persistent bad debt issue are
likely to force further consolidation among banks with poor capital adequacy and
profitability. Regional banks and cooperatives/credit unions are particularly strong
candidates. Some of Japan’s trust banks and long-term credit banks also may merge or
be absorbed by the city banks. Pressures on the long-term credit banks are
particularly pronounced as city banks enter large-lot commercial lending, the core
business of long-term credit banks, and the large firms continue to access directly
securities markets.

The dismantling of regulations and laws segmenting financial markets gives banks
opportunities to expand their services, including establishing securities companies,
managing debt issues and engaging in foreign exchange businesses. City banks,
including Fuji, Dai-Ichi Kangyo and Sanwa, also are establishing subsidiaries to
provide investment advice for pension funds (Nikkei Weekly, 16 September 1996,
p. 12).

In some cases, banks are withdrawing from particular lines of business to concentrate
on banking or geographic niches. Daiwa Bank, for example, is restructuring
aggressively, after it lost US$1.1 billion from unauthorised trading in the USA. In
April 1996, it announced a three-year plan to concentrate on its strengths: the
Kansai area, the Asian market and trust business (Asian Wall Street Journal,
23 September 1996, p. 13). Nippon Credit Bank announced in April 1997 that it
will sell all its real estate and lease it back, implement substantial staff reductions
(20 per cent by March 1998), and withdraw from all overseas operations (Nikkei
Weekly, 7 April 1997, p. 1).

The tendency for Japanese banks to withdraw from foreign operations is broadly
based.! The trust banks reduced their overseas representative offices from a peak of
54 in March 1992 to 30 in September 1996. The regional banks, including the
second-tier regionals, closed 12 overseas branches in the first nine months of 1996.

Staffing levels are being reduced across city banks, trust banks and long-term credit
banks. Across the 20 major banks, employee levels will be cut by around 10 per cent
over two to three years from late 1996 (Asian Wall Street Journal, 23 September 1996,

p. 13).

1 Again Daiwa is at the forefront. It has closed all its US branches and plans to close a further 16 overseas
branches by March 2000 (Asian Wall Street Journal, 23 September 1996, p. 13).
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If carried out, this rationalisation will be significant by international standards. In
Australia between 1991 and 1996 compulsory retrenchments abolished 15 000 jobs,
or 10.8 per cent of bank employment (Finance Sector Union, 1997). With
substantial restructuring only just starting in Japan, the banks are set to remain under
strong competitive pressure, with further employment cuts likely.

IMPACT OF THE NEW HOLDING COMPANY LEGISLATION

The lifting of the ban on holding companies from January 1998 will allow
entities to be established to manage shareholdings in other firms. This will
affect the competitive position of banks by:

= enabling banks to expand into other sectors, such as pensions and
insurance, at less cost and risk than via the present method of setting up
new subsidiaries. On the other hand, this reform may facilitate the move
of non-bank financial institutions into banks’ main areas of business

e encouraging further mergers and acquisitions, with trust banks as
particular targets

- facilitating restructuring of core business as banks transfer surplus
employees to new subsidiaries. While in some cases this will let excess
staff generate new income (such as venture capital businesses utilising
employees with specific talents), in others it may delay necessary staff
reductions.

However, two constraints must be resolved to ensure the new holding
company provisions are effective:

1.  without a consolidated tax system, a firm divided into subsidiaries under
a holding company system may face an increased tax burden;*? and

2. the ban on financial companies holding or acquiring more than
5 per cent of the stocks of a domestic company should be lifted.*

THE INSURANCE AND PENSION SECTOR

The insurance and pension sector also has experienced acute pressure, primarily due
to the bursting of the bubble economy, the growing proportion of elderly in the
population and deregulation.

12 Under the current system, each subsidiary in a corporate group is separately taxed. A system of
consolidated taxation would allow tax-free dividends to the holding company to be paid and operating
losses to be shared.

13 Insurance companies can acquire up to 10 per cent of stocks of domestic companies.
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Life insurance companies encountered four major difficulties in the 1990s:

1.  Their unrealised profits on shareholdings suffered heavy falls due to the
extended weak share prices.

2. As life insurers have held a fairly high proportion of their assets in foreign
currency-denominated bonds over the years,* their failure to hedge against
exchange risks proved disastrous as the yen appreciated. Moreover, with the
prolonged weakness of the stock market, they have been unable to offset
foreign exchange losses against unrealised capital gains on shares.

3. They are also burdened with some non-performing loans.*®

4.  The recession and low inflation have lowered average yields on assets held by
life insurers.

These pressures widened the gap between the guaranteed dividend yield that insurers
must pay policy holders and their average returns. In April 1996, the requirement
that life insurers guarantee a minimum return of 4.5 per cent per year was lowered to
2.5 per cent per year.

Continued pressure on the life insurance sector is likely. From 1 April 1996, the door
was opened for life and nonlife insurers to enter each other’s fields, with 11 nonlife
insurers establishing crossover subsidiaries on 1 October 1996 (Nikkei Weekly,
23 September 1996, p. 12). Moreover, insurance premiums will be liberalised by 2001
as part of the reform package announced on 11 November 1996.

Bad loan problems, low investment yields and the potential for life insurers to enter
into nonlife insurance areas put pressure on nonlife insurers.’® The agreement
reached between Japan and the USA in December 1996 allowing insurers to freely
set premiums on car insurance is another potential source of pressure. This will
stimulate price competition in the car insurance market, almost half of the nonlife
insurance sector. The ‘confirmation’ in October 1996 that car insurance can be sold

14 They did this because they were legally required to pay returns based only on interest income. As foreign
bonds offered a higher yield, insurers held onto them, ignoring the exchange rate risk. Recent changes to
this law have enabled life insurers to pay returns on the basis of capital gains as well.

1% In JFY1995, the big eight life insurance companies (Nippon, Dai-ichi, Sumitomo, Meiji, Asahi, Mitsui,
Yasuda and Chiyoda) had ¥474 billion (US$4.9 billion) in disclosed bad loans and ¥1.2 trillion
(US$12 billion) in restructured loans (Nikkei Weekly, 1996).

16 Bad loan provisions among the big five nonlife insurers (Tokkio Marine and Fire, Yasuda Fire and
Marine, Mitsui Marine and Fire, Sumitomo Marine and Fire, and Nippon Fire and Marine) totalled
¥81.1 billion (US$841 million), with an average investment yield of 3.71 per cent (Nikkei Weekly,
27 May 1996, p.15). Six of the eight major Japanese life insurers have established nonlife subsidiaries
while the other two linked up with existing nonlife insurers (Nikkei Weekly, 8 July 1996, p. 12).
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by mail order will also stimulate competition.” These developments should benefit
foreign insurance companies because:

= they have a better capacity to price risk than Japanese companies who have
been used to heavy regulation

= their costs are lower because, unlike Japanese companies, they do not employ
huge numbers of sales people.®

As a result, foreign companies, who sold just ¥134 billion (US$1.4 billion) of the
¥6.32 trillion (US$67 billion) in nonlife insurance premiums in 1995, are likely to
increase their market share (The Economist, 21 December 1996, p. 108).

The fundamental challenge facing Japan’s pension system is coping with the rapidly
growing proportion of elderly in the population. In recent years, falling returns on
assets have compounded this challenge. For instance, since 1991, the average return
on assets in Japan’s corporate pension scheme has been between 3.5 and 4.5 per cent,
well short of the 5.5 per cent rate of return necessary to fund future liabilities.

One important change that has been instituted to cope with these pressures is raising
the ‘mandatory’ retirement age from 55 to 60 from 1998. (See Chapter 2 -
Socioeconomic Evolution.) Moreover, from April 1997 pension schemes will be
required to value assets and investment returns on market, rather than book, value.
This will bring any hidden losses into the open and allow equity managers’
performance to be assessed more easily.

Deregulation also is being used to improve returns. Laws governing the asset
management of private pension funds have changed significantly, with further
change likely. In particular;

= the limitation that no more than one-third of assets may be placed with
investment advisory companies was eased from April 1996 to one-half of assets,
and will be abolished by April 1999

=  constraints on where funds may be invested will be eased significantly, with a
50 per cent reduction in the percentage of funds that must go to government
bonds and other safe assets.

The first of these changes will make it easier for pension funds to select fund
managers according to performance and will result in investment advisory firms,
many of which are foreign owned, having full access to the market. This increased
role for investment advisory firms will come at the expense of trust banks and life

b No actual rule prevented direct sales of car insurance by nonlife insurers; a Ministry of Finance official
was reported as saying that the announcement on car insurance was made to ‘confirm that there is room
for mail-order sales of auto insurance in the Japanese market’ (Nikkei Weekly, 7 October 1996, p. 12).

18 The big five Japanese nonlife insurance companies employ 270 000 sales people (The Economist,
21 December 1996, p. 108).
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insurers who dominate management of private pension funds'® and offer little variety
in returns, risk or portfolio structures. Life insurers are likely to be particularly hard
hit as a result of the reduced guaranteed return that they offered in April 1996.

The second change may increase investment in foreign securities and domestic
equities and lead to greater variation in fund managers’ performance.

In the public pension system, which accounts for around 70 per cent of total assets
managed in Japan’s pension schemes (Takahara and Tanaka, 1996, p 61),
deregulation has been much more limited. The Ministry of Health and Welfare now
allocates a tiny proportion of assets to specialist fund managers.

THE FUTURE OF TOKYO’S FINANCIAL MARKET

Japan is central to development in the Asia-Pacific region and home to some of the
world’s largest corporations; this will sustain Tokyo’s status as an important financial
centre. Its well developed communications networks, well populated capital and
money markets, vigorous corporate finance activity and strong demand for
sophisticated financial management will underpin the Tokyo financial market’s
continued development. However, ‘financial hollowing out’, moving financial
transactions normally carried out domestically to overseas markets, could reduce
Tokyo’s prominence as a financial centre. A major motivation of the November 1996
‘Big Bang’ reform package was concern that Tokyo’s financial market could not
compete with New York or London and that Hong Kong and Singapore were
increasingly challenging Tokyo for business.?

According to the Economic Planning Agency (1995, p. 253), frequently quoted
examples of hollowing out in Japanese financial markets are:

= rising trade in Japanese stock on the London market

e rising trade in Nikkei 225 futures on the Singapore International Monetary
Exchange

- falling volume of exchange rate transactions on Tokyo markets
= withdrawing of foreign stockbrokers from Tokyo markets
-«  fewer foreign firms listed on the Tokyo Stock Exchange

= shifting by nonresidents from samurai bonds (yen bonds issued in Japan) to
Euro-yen bonds (issued offshore).

The combination of weak Japanese economic growth relative to Asian and other
OECD countries and structural problems have driven these trends. Although rents
and other operating costs have fallen since the bursting of the bubble economy,
Tokyo remains very expensive, particularly as transaction volumes are declining.

10 In JFY1995, trust banks and life insurers had shares of 56 per cent and 39 per cent, respectively, of
employee pension fund assets. Investment managers held the remaining 5 per cent (Organisation for
Economic Cooperation and Development, 1996, p. 181).

20 See for instance Dr Alan Greenspan’s comments as reported in the Australian Financial Review,
20 November 1996, p. 1 and Sydney Morning Herald, 13 November 1996, p. 30.
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Taxes also hinder financial transactions in Tokyo. For instance, the higher tax rate
on domestically issued bonds and the comparatively high commissions and fees in
Tokyo encourage offshore issues, contributing to financial hollowing out.

Other factors driving financial hollowing out include:
=  the system of fixed brokerage commissions

= the antiquated settlements system for some financial instruments and
disparities between domestic and international accounting standards

=  bureaucratic conservatism, particularly the resistance to developing new and
sophisticated financial products

= lack of transparency in the regulatory regime, due to Ministry of Finance
intervention.

Successfully implementing the 11 November 1996 reform package designed to bring
the regulatory structure of Tokyo’s financial markets into line with other major
financial markets by 2001 should address many of these factors. The package will
continue the move away from the administered, discretionary environment that has
characterised Japan’s financial markets, deregulate commissions on stock brokerage
and ensure that Japanese accounting practices correspond with those in most other
OECD countries.

IMPLICATIONS FOR AUSTRALIAN FINANCIAL INSTITUTIONS

The need for a financial institution to be physically represented where it trades has
diminished over time and consequently many foreign firms have reduced their Tokyo
operations. However, new opportunities are opening up in the pension and insurance
markets and in the banking sector.

Foreign firms’ access to Japan’s pension and insurance markets has improved. As
discussed previously, opportunities to manage pension funds and provide nonlife
insurance are expanding steadily. Foreign firms usually have lower costs, a better
capacity to price risk and strong money management skills. As the process of
liberalising Japanese insurance premiums continues, these opportunities should
spread to life insurance. One option for foreign firms is to acquire a small to midsize
Japanese company through the share market.

As part of the reform of the insurance industry, large Japanese life and nonlife
insurance companies will be allowed to enter the so-called ‘third sector’ of Japanese
insurance, covering products like personal accident, nursing and cancer insurance.
This will increase pressure on foreign operators as they currently have a 35 per cent
share in such segments (The Economist, June 15 1996, p. 79).

21 Allianz Fire and Marine Insurance Japan Ltd, a subsidiary of Germany’s Allianz Group, is reportedly
considering this option (Nikkei Weekly, 3 February 1997).
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GIO JAPAN SMALL YET VIABLE

Australia has a minimal presence in the Japanese nonlife insurance sector.
However, GIO Reinsurance is one Australian company that has carved out a
market niche and challenged the myth that the only way to enter the
Japanese market is on a large scale.

GIO’s presence in Japan began in 1986. Its Japan office has one Australian
representative and a Japanese secretary. GIO’s clients are the 21 Japanese
nonlife insurers, but after the recent deregulation in the Japanese insurance
market, six potential new clients have emerged. This fairly limited market and
GIO’s focus on nonlife reinsurance have helped make its operation feasible,
despite its very small size.

The yen appreciation in recent years led GIO to reduce the number of
contracts it wrote in Japan, as ultimately its exposure to risk is in Australian
dollars. Premium income peaked at A$40 million for a few years, then fell to
around A$30 million, causing some tensions with clients.

GIO considers Japan a difficult market. The key lessons of its experience
include:

e recognising the importance of doing things the way they are done in
Japan, rather than the way they usually are done at home

e being aware of the importance of long-term relationships with
customers.

GIO considers it an important advantage that its representative is highly
knowledgable about and immersed in the society in which he works. It is also
important to have a representative who understands Australian practices and
can speak clearly on Australia’s market deregulation experience.

Source: EAAU interview.

In recent years, opportunities for foreign firms in Japanese banking have not received
the same high-profile coverage as those in the pension and insurance markets. Much
of the demand for foreign banks in Tokyo stems from Japanese banks’ lack of
expertise in sophisticated financial products. Derivatives markets are a prime
example. The low level of derivatives trading in Japan suggests that Japanese
financial institutions do not fully meet the needs of their clients for derivatives and
that opportunities exist for capable foreign firms.?? For instance, a number of foreign
banks currently provide Japanese oil refineries and chemical companies with

22 At the end of 1993, Japan accounted for about 34 per cent of the value of stocks and bonds traded in the
USA, Japan and Europe, yet it accounted for a mere 9.6 per cent of the derivatives associated with those
instruments (Economic Planning Agency, 1995). Japanese commercial banks still make over 80 per cent
of their income through interest receipts. US banks present a stark contrast; reflecting the much broader
range of transactions in which they engage, they make only about half of their income this way
(Economic Planning Agency, 1995).
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commodity swaps. Japanese banks have not provided swaps because they believed the
Banking Law’s prohibition on banks dealing in commodities also applied to these
instruments. Although the Ministry of Finance recently ruled out this interpretation,
Japanese banks have yet to develop expertise in commodity swaps.

Another example is in foreign exchange. Foreign banks tend to be more skilled in
settlement and risk participation, and are highly price competitive. Consequently,
foreign banks’ business is likely to expand from April 1998 when revisions to the
Foreign Exchange and Foreign Trade Control Law take effect.?®

Foreign banks also have expanded their standard lending activities, with loans and
discounts growing by 9.0 per cent in 1995 and by a further 11.6 per cent in 1996, to
their highest level since 1992. This growth is driven by Japanese banks’ financial
difficulties and, in particular, the premium they pay on borrowings in international
capital markets.?* Penetration is still extremely low, with these loans and discounts
comprising only 1.6 per cent of the total loans and discounts of domestically licensed
banks (Bank of Japan, 1996a). However, over the long term, further growth is likely
as main bank relationships continue to weaken. If foreign banks improve their
effective penetration of the market by expanding their automatic telling and
computer banking networks or developing links with domestic banks, growth could
be even stronger. The agreement between Citibank and the Ministry of Post and
Telecommunications is an interesting development, securing Citibank access to
23 000 Post Office ATM machines (Nikkei Weekly, November 25 1996, p. 1).

ADMINISTRATIVE REFORM IN THE FINANCIAL SECTOR

In addition to the ongoing deregulation of Japan’s financial markets, administrative
reform in the financial sector is underway. This important process will affect the
Ministry of Finance’s powers, the oversight of bank and non-bank financial
intermediaries and the role of state financial institutions.

The Ministry of Finance’s perceived failure to foresee and prevent the jusen problem,
and its general inability to control the financial sector’s risk exposure during the late
1980s, generated intense debate about the supervision of financial institutions in
general and the Ministry of Finance’s role in particular.

23 See Nikkei Weekly (3 March 1997, p. 1) for further details.

24 This is the so called ‘Japan premium’ which reached a level of more than half a percentage point on
three-month Euro-Yen loans in the wake of the Daiwa Bank scandal in the USA (The Asian Wall Street
Journal, 23 September 1996, p. 13).
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ANZ’S OPERATION IN JAPAN

All four major Australian banks are in Japan. With branches in Tokyo and
Osaka and 89 employees, ANZ is the largest. ANZ has three main lines of
business in Japan.

Important aspects of this business include providing bid and performance
bonds for Japanese companies undertaking projects, predominantly in Asia;
and letters of credit and other trade services.

In bid bonds, ANZ guarantees companies can meet their contractual
obligations for a project when they are at the bidding stage. In performance
bonds, ANZ guarantees that obligations can be met once the contract has
been awarded.

Personal Banking
This line of business includes providing:

< foreign currency deposits (largely in Australian and New Zealand
dollars)

=  property loans for purchases of Australian property by Japanese citizens
and Australian expatriates

= remittances from Japan to countries such as the Philippines, India and
Pakistan

=  banking for Japanese students studying overseas.

Providing foreign currency deposits has grown rapidly in recent years as
Japanese citizens take advantage of higher yields offshore and seek profits by
holding assets in appreciating currencies. One rationale for ANZ’s
involvement with student banking is to establish a long-term client base
among future high net worth individuals.

Treasury Business

This includes: wholesale foreign exchange activities on both the spot and
forward markets, largely in Australian and New Zealand dollars, and yen; and
money market services.

Overall, ANZ’s operation in Japan is regarded as quite profitable, compared to
other foreign banks. However, the operating environment is tough, with high
operating costs and taxes. Focusing on niches where ANZ’s competitiveness is
strong is a key ingredient of its success. For example, ANZ’s extensive network
in Asia allows it to provide competitive exchange rates and other services to
facilitate crossborder business, while its Australian base is an advantage in
providing competitively priced foreign currency deposits in high-yielding
Australian and New Zealand dollars.

ANZ is closely monitoring Japan’s ongoing financial sector deregulation. Its
growth strategy in an increasingly deregulated environment includes moving
into investment banking activities and integrating a securities presence into
its Treasury business.

Source: EAAU interview.
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One area where the new arrangements have become clear is prudential supervision.
The Government has announced that a new agency, tentatively called the Financial
Supervision and Inspection Agency, will be established under the auspices of the
Prime Minister’s Office. It will assume the Ministry of Finance’s responsibility for
overseeing bank and non-bank financial intermediaries and securities markets from
the end of March 1998. The new agency will be responsible for resolving
institutional failures and other difficulties, consulting with the Ministry of Finance
where public funds are required.

While the agency will oversee non-bank financial institutions, it will, in line with
present practice, share this responsibility with the Ministry of Agriculture, the
Ministry of International Trade and Industry, and other agencies for agricultural
cooperatives, labour cooperatives and leasing companies. This is a disappointing
outcome as it continues the lack of clarity in regulatory responsibility for regional
non-bank financial institutions; this significantly contributed to the failure of the
regulatory system in relation to the jusen.

The Ministry of Finance also established a three-stage process for handling troubled
financial institutions which the new agency would ultimately be expected to adopt.

1. Stage 1 would require institutions to develop a financial recovery plan that
would satisfy regulators. It would be triggered if an international institution’s
capital-to-assets ratio fell below 8 per cent, or 4 per cent for institutions
operating domestically.

2. Stage 2 would entail direct intervention such as closing branches, reducing
asset/loan portfolios and ending dividend payments. This would be triggered if
capital-to-asset ratios fell below 4 per cent for international institutions and
2 per cent for domestic entities.

3. Stage 3 would be triggered by institutional insolvency, when an institution
would be closed.

However, concerns remain that the consultative requirements in such events among
the new agency, the Ministry of Finance and the Cabinet are not sufficiently
transparent.

Another issue which is part of the administrative reform process and which has
important implications for the smaller regional financial institutions, is the practice
of retiring Ministry of Finance bureaucrats into positions in private banks, generally
the smaller regional banks, cooperatives and credit unions. Once regarded as a way of
maintaining communication between the Ministry and the banks, the practice is
now suspected of breeding incestuous relations between the regulatory Ministry and
banks whose conduct it must regulate.

A key strand of the administrative reform process is to reassess the appropriate role of
government within the economy. Within the financial sector, the efficiency and
desired profile of Japan’s state financial institutions is a key issue. Currently 13 state
financial institutions are controlled by nine government instrumentalities. The
increase in significance of government loans for corporate finance suggests that state
financial institutions are crowding out private sector lending activity (Table 7.1). If
the Japanese financial system is to become ‘free’ and ‘fair’ as Prime Minister
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Hashimoto’s November 1996 statement envisages, then this preponderance of state
financial institutions needs urgent attention.

THE POSTAL SAVINGS SYSTEM

Probably the highest priority area for reform is Japan’s postal savings system. Japan’s
postal savings system is the largest savings institution in the world. Its importance
relative to total personal savings in Japan declined steadily throughout most of the
1980s, but rebounded in the 1990s (Figure 7.4). This is largely due to the system’s safe
haven status in periods of private bank crisis.

Figure 7.4
Postal Savings as a Proportion of Total Personal Savings
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Note: a. 1996 figures are provisional.
Source: Bank of Japan, 1996a, 1996¢.

In coming years, the proportion of total personal savings in postal savings is expected
to fall, although postal savings will remain very substantial in absolute terms. The
main factors affecting postal savings will be:

= growing confidence in private banks as their bad loans problems are resolved

= the spread of automatic telling which will enlarge the private banks’ branch
network

= the continued emergence of new savings instruments.
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Most postal savings system funds go to government bonds, housing loans, loans to
public corporations, like the National Highway Authority, and local government
investment projects, rather than their best available use by the market. As Japan’s
savings rate continues to fall, it is imperative that this vast pool of savings be
allocated more efficiently with a greatly strengthened role for market forces. Indeed,
postal savings are so important to Japan’s total savings that privatisation of the postal
system, including the postal savings system, should be considered as Minister for
Health and Welfare Koizumi advocates.

Another problem is that the postal savings system is exempt from various fees and
taxes that apply to other financial institutions, including deposit insurance.® This
creates an unequal regulatory environment in the savings market.

FUTURE PROSPECTS

Since the early 1980s, Japan’s financial markets have undergone profound regulatory
changes, accentuated by new methods of corporate financing, the bad loans problem,
lack of competitiveness, poor return on assets and population ageing. These factors
have altered bank-client relationships, particularly among large firms, widened gaps
between strong and weak banks, and opened up significant opportunities for foreign
firms, particularly in pension and insurance markets.

Looking forward, three key factors have the capacity to improve the health of the
Japanese financial sector:

1. implementing completely the financial sector reform package announced by
Prime Minister Hashimoto in November 1996 (vested interests opposing
liberalisation include the weaker banks,?® the 230 securities firms that earn
commissions on share trading and from selling mutual funds, and the many
insurance salespeople).

2. removing the public sector from the provision of financial services by reforming
and rationalising the large number of government financial institutions
(removing concessions for the postal savings system and increasing its
commercial orientation is particularly urgent, given its importance in
absorbing and investing Japanese savings).

3. strengthening the regulatory regime for bank and non-bank financial
institutions, by removing overlapping administrative jurisdictions.

25 Government guarantees on the security of postal savings mean that taxpayers provide implicit deposit
insurance for postal savings.

26 One disturbing development is the decision to mount a A$170 billion rescue of Nippon Credit Bank, the
weakest and smallest of Japan’s three long-term credit banks, with funds from the central bank, the Bank
of Japan, private banks and insurers (Australian Financial Review, 8 April 1997, p. 10).
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Chapter 8

Japan is perceived as a difficult and complex market, closed and unique. While
official tariff and core nontariff barriers appear no more prohibitive in Japan than in
the EU or USA, excessive regulation, widespread lack of transparency and abuse of
bureaucratic discretionary power impede new market entrants. Yet increasingly,
foreign companies have been successful in Japan.

The import-driven market opening begun in the early 1990s may represent the last
phase of Japan’s progression to a mature, high income economy. The spread of this
phenomenon to non-export oriented sectors, which were protected from
international competition, is not only inevitable, but desirable.

This chapter examines the many impediments to doing business with Japan and the
ongoing deregulation and market-opening process. It also discusses the factors that
influence Japan’s market and evaluates how they might shape the market over the
next decade.

TRADE AND THE JAPANESE ECONOMY

Although Japan is the world’s third biggest trading nation, exports and imports do
not represent significant proportions of Japan’s GDP compared to other member
countries of the Organisation for Economic Cooperation and Development
(OECD). Exports contributed just 12 per cent to Japan’s GDP in 1995, the second
lowest among G7 countries (Figure 8.1).! Moreover, the importance of exports to
Japan’s GDP has remained relatively unchanged over the last decade, hovering at 10
to 12 per cent (Figure 8.2). Despite a heavy reliance on foreign sources of mineral
and agricultural products, Japan’s imports are also relatively small compared to its
GDP (Figure 8.1).

Trade’s small role in overall economic activity and the virtual segmentation of
export-oriented and domestically oriented sectors contribute to the relatively
inward-looking nature of the Japanese economy and the difficulty foreign firms
experience when they seek to establish a presence in Japan. Until the early 1990s
recession revealed major structural weaknesses in the economy, Japan had relatively
few domestic imperatives to encourage greater internationalisation. (See Chapters
6 - Internationalisation and 9 - Distribution.) However, the constantly appreciating yen
threatened the viability of the strong export-oriented sectors, and as the 1990s
progressed, increased import penetration meant the nontraded sectors needed to
become more internationally competitive. The rapid development of Japan’s Asian
neighbours, especially China, and their potential to become serious competitors, also
has driven this change.

1 G7 countries are Japan, the UK, USA, France, Italy, Germany and Canada. The USA had the lowest
figure, with exports contributing 11.8 per cent to GDP (Figure 8.1).
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Figure 8.1

Japan Has Relatively Low Trade Dependency
Exports and Imports Expressed as a Percentage of GDP (1995)
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Figure 8.2

Exports a Relatively Small Proportion of Japan’s GDP
Exports as a Percentage of GDP
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Over the past decade, Japan’s trade structure has altered dramatically and this trend
should continue. (See Chapter 5 - Trade.) In particular, imports grew strongly in
1994 and 1995, in the midst of recession. Although weaker, the 6 per cent growth
rate projected for 1997 and 1998, still represents US$19 billion in extra imports
annually.

ARE FOREIGN COMPANIES LOCKED OUT OF JAPAN?

Sales for the top 100 foreign-owned companies in Japan are US$155 billion;
equivalent to the GDP of Thailand or Indonesia. Foreign manufacturers and
marketers have positions in nearly all sectors of the Japanese economy. More
than 40 have over US$1 billion each in annual sales. Thirteen countries are
in the top 100 companies list. While the USA dominates the list, one third of
the companies are from Europe and 11 from Asia - including eight from the
Republic of Korea.

IBM is Japan’s largest foreign-owned company, with sales of over
US$14 billion and majority interests in 31 enterprises. Indeed, foreign
companies stand out in the high technology sector. Phillips, Texas
Instruments, Motorola, Apple Computer, Hewlett Packard, Unisys, Samsung
Electronics, Intel and Digital Equipment all have sales over US$1 billion.
Ford is the second largest foreign-owned company in Japan. It had equity in
seven Japanese companies and sales of over US$28 billion in 1994,

Successful medium to large foreign companies have learned that:

= technology is important; it should be effectively used as an entry
mechanism and not sold off to the highest bidder

< management control is critical to competitive success and should not to
be shared or diluted

= success will usually require patience although sometimes it can be
relatively quick. Amway, for example, became the 28th largest foreign
company in Japan in just 15 years.

Source: Asian Wall Street Journal, 4 March 1996, p. 10.

BARRIERS AT THE BORDER - TARIFFS

Japan’s trade-weighted industrial tariffs are among the lowest in the developed
world.?2 However, tariff barriers in agriculture, processed food, textiles and apparel
remain relatively high. (See Chapter 11 - Agrifood.) Under Uruguay Round
reductions, the simple average tariff on industrial products is estimated to fall to
4.6 per cent; on an import-weighted basis, the average will decline from 3.9 per cent
to 1.7 per cent. Tariff and nontariff measures will be eliminated on a most favoured

2 This section benefits from using a report (OECD, 1996b) on the patterns and pervasiveness of tariff and
nontariff barriers. Two major reasons for relying on this report are: it compared all OECD countries, thus
making it possible to include Australia in the discussion; and it covered core nontariff barriers and their
effects.
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nation (MFN) basis on all pharmaceuticals, construction and medical equipment
and beer. With some exceptions, tariffs will also be eliminated on steel, distilled
spirits, furniture, agricultural equipment, paper and pulp, and toys. Agreement was
reached to ‘work’ towards tariff cuts of up to 50 per cent on ceramics, glass, textiles
and clothing (General Agreement on Tariffs and Trade [GATT], 1995).

Japan’s tariff structure is no more prohibitive or distorting than that of the EU, USA
or Australia (Table 8.1).

Most tariff lines® in Japan, the EU and USA are bound* by an upper limit which
they cannot legally exceed (Indicator 1).

Australia and Japan have more tariff lines where the tariff is zero than the EU
and USA (Indicator 2).

The USA has the highest proportion of specific and compound tariffs, which
tend to disguise very high ad valorem equivalents and distort domestic
production patterns more than ad valorem tariffs.5 Japan’s proportion is less than
half the US proportion (Indicator 3).

Awustralia has the highest simple average bound tariff rate, followed by Japan.
However, Japan and the USA have the lowest simple average applied tariff rate
(Indicators 6 and 7).

Japan has the lowest import-weighted and production-weighted tariff rates®
followed closely by the USA (Indicators 8 and 9).

Australia has the highest incidence of highly distorting tariff spikes’ followed
closely by Japan (Indicator 10).

The dispersal of tariff rates® for Japan, Australia, the USA and EU varies by less
than 2 percentage points, suggesting that the distorting effects of tariff
dispersion are similar in each country (Indicator 11).

A tariff line, or tariff classification, is a heading or subheading that is not further subdivided and which
has a rate of duty set for it. A tariff schedule is part of a Tariff Act - there can be many schedules in an Act.
A tariff chapter groups together similar products identified with a particular industry.

During the GATT/WTO process, nontariff barriers are converted to an equivalent tariff, which is then
‘bound’. When tariffs are bound for a particular product, they cannot be raised above the specified rate.
Bound rates are often higher than the tariff which is actually used (the ‘applied’ rate). For example, while
the bound tariff for Japan’s beef imports is 50 per cent, in April 1997 the applied rate was 44.3 per cent.

A specific tariff is a specific charge on the particular item to be imported, regardless of its value, while an
ad valorem tariff is levied as a percentage of the value of the goods to be imported. A compound tariff
consists of two parts: ad valorem and specific.

Weighted average tariff levels take account of the relative importance of each product in a country’s
trade. However, weighting by import volumes assigns a small weight to highly protected products, thus
underestimating the degree of protection. For example, no weight at all is given to prohibitive tariffs. By
contrast, the use of domestic production as a weight overrepresents highly protected products.

A tariff spike is when a tariff for a product is three times higher than the national average MFN tariff rate
for all products. Tariff spikes have a highly distorting effect on domestic production decisions by
attracting a relatively high proportion of resources of one sector of the economy into a particular industry.

This is measured by the standard deviation of tariff rates across products. If products within a given group
face widely different tariff rates (that is, have a large standard deviation) this can result in large changes
in relative prices and seriously distort domestic consumption and production patterns. The larger the
standard deviation, the less reliable the results are.

210



Market Access

Table 8.1

Structure of Tariffs? in Selected OECD Countries
(1993, Per Cent)

Indicators USA EU® Japan Australia®
1989 1993 | 1988 1993 | 1988 1993 | 1988 1993

1. Bound tariff lines 98.1 98.1 91.8 92.7 89.8 90.5 18.4 21.7
2. Duty-free tariff lines 17.4 14.4 10.5 109 | 21.8 35.1 8.7 42.9

3. Specific and
compound tariffs/
all tariffs 17.6 17.0 106 111 7.4 8.8 | 123 21

4. Tariff quotas/all tariffs | 0.1 0.2 1.0 2.4 1.0 1.2 7.6 0.2

5. Tariffs with no
ad valorem equivalent | 1.3 1.6 8.4 8.1 1.0 1.2 11.6 1.0

6. Simple average bound

tariff rate 6.3 6.5 7.5 7.6 8.2 8.2 14.3 10.0
7. Simple average

applied tariff rate 6.2 6.4 7.4 7.6 6.9 6.5 14.2 8.2
8. Importweighted

average tariff rate? 4.0 4.0 6.0 6.2 4.1 3.9 13.7 6.4
9. Production-weighted

average tariff rate® 4.7 4.9 7.3 7.7 4.0 3.3 14.4 6.9

10. Domestic tariff ‘spikes’ | 4.5 4.0 2.2 2.3 5.4 7.0 3.1 8.4

11. Overall standard
deviation 7.7 8.6 6.1 6.1 8.8 9.3 14.3 10.1

Notes: Technical terms are defined in footnotes and the glossary. a. Applied MFN tariffs; b. Indicators encompass sliding
charges; c. Indicators encompass auction premiums for quantitative restrictions; d. Constant OECD import weights;
e. For the EU, German weights are used.

Source: Organisation for Economic Cooperation and Development, 1996b.

In Japan, the USA, Australia and the EU, the rate of tariff escalation® between the
second and final stage of processing is small (and even negative in the USA and
Australia), but between the first and second stages of processing it is dramatic
(Figure 8.3). This tariff structure facilitates imports of raw materials and finished
products, but protects domestic producers of semi-finished products. While the EU’s
tariffs are generally higher than those of either the USA or Japan, the increase in
tariffs between each level of processing is smaller, creating less bias towards domestic
production in any stage of processing. Japan and the USA have much lower tariffs
than the EU in agriculture, forestry and fishing and manufacturing (Figure 8.4).

N Tariff escalation occurs when tariffs are higher for more transformed products. Tariff escalation creates a
bias in favour of domestic industry involved in higher stages of processing and value adding.
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Figure: 8.3
Semiprocessed Products Most Protected
Comparative Tariff Escalation (1993)
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Figure 8.4

Tariffs Impede Agricultural Raw Material Imports
1993 Tariff Barriers in the First Stage of Processing (Raw Materials)
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Source: Organisation for Economic Cooperation and Development, 1996b.
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NONTARIFF BARRIERS

Not only are Japan’s tariffs generally lower and less distorting than those of the EU
and the USA (Figures 8.3 and 8.4 and Table 8.1), but Japan also has fewer core
nontariff barriers (NTBs).2* While in OECD countries about 34 per cent of tariff
lines are subject to core NTBs, in Japan it is 38 per cent, in the EU 59 per cent, and
in the USA 70 per cent (OECD, 1996b, p. 19). Japan also has less dramatic and
therefore less distorting NTB escalation between the first and second stages of
processing (Figure 8.5).1! In the USA, in the second stage of processing, core NTBs
are about seven times more prevalent than in the first stage of processing; in Japan,
they are four times more prevalent.

Resort to both price control measures and quantitative restrictions is less common in
Japan than the EU or USA (Figure 8.6). Quantitative restrictions are the most
common core NTBs, except in Australia where they have been eliminated entirely.
In Japan, the most common form of quantitative restrictions is nonautomatic
licensing (Table 8.2), while in the EU and the USA, voluntary export restraints are
most common. The EU and USA also use price control measures relatively often.

Table 8.2

Incidence of Core NTBs in Japan (1993)

NTB categories Frequency ratio Import coverage ratio

1988 1993 1988 1993
Quantitative restrictions (QRs) 7.3 6.7 6.5 2.8
- Export restraints 0.3 0.3 0.2 0.2
- Nonautomatic licensing 5.7 5.7 1.0 1.0
- Other QRs 1.6 1.0 5.5 1.8
Price control measures (PCMs) 0.3 0.3 0.7 0.8
- Variable charges 0.3 0.3 0.7 0.8
- AD/CV? actions and VEPRs 0.0 0.0 0.0 0.0
- Other PCMs 0.0 0.0 0.0 0.0

Note:  VEPR: Voluntary Export Price Restraints. a. AD: Antidumping actions; CV: Countervailing actions; AD/CV involve the
imposition of duties or some form of price undertaking. As it is difficult to determine which AD/CV actions are
legitimate and which are not, they are all included.

Source: Organisation for Economic Cooperation and Development, 1996b.

10 Nontariff barriers include price control measures and quantitative restrictions. Price control measures
include voluntary export restraints, variable charges, anti dumping and countervailing duties, and
administrative pricing, including minimum or reference import prices. Quantitative restrictions include
nonautomatic licensing, export restraints, quotas and prohibitions.

1 The prevalence of NTBs is measured using frequency ratios, which indicate the proportion of national
tariff lines that are affected by core NTBs, irrespective of whether the products are actually imported.
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Figure 8.5
Incidence of Japan’s NTBs Relatively Low
NTB Escalation (1993)
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Figure 8.6

Use of Core NTBs Much Higher in the EU and USA
Incidence of Core NTBs (1993)
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While core NTB frequency in all sectors is much lower in Japan than in the EU or
USA, the pattern of their occurrence is similar: they are highest in manufacturing,
then agriculture, forestry and fishing, and have a relatively low incidence in mining
and quarrying (Figure 8.7). Japan’s core NTBs are most frequent in textiles and
footwear; food, beverages and tobacco; and agriculture, forestry and fishing
(Table 8.3).

Figure 8.7

Incidence of Core NTBs Across Sectors (1993)
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Source: Organisation for Economic Cooperation and Development, 1996b.

Japan’s average incidence of tariffs and core NTBs is therefore much lower than in
the EU and USA. Only in the case of simple average bound tariffs and domestic tariff
spikes does protection in Japan (and Australia) exceed that of the EU and USA. This
contrasts sharply with the popular view that Japan’s market is more closed than those
of the EU or USA. In a Nikkei Weekly survey of foreign-affiliated companies in Japan,
for example, 62 per cent of respondents reported that the Japanese market is less
open than the US or EU markets.’? If the Japanese market is especially difficult for
foreigners to enter, then this does not appear to be due to formal protection measures.
Rather, other factors must create this problem. The rest of this chapter analyses these
factors and how they shape the Japanese market and influence its accessibility.

The results of this survey are consistent with other surveys. The survey was conducted during November
and December 1996 and reported in the Nikkei Weekly, 13 January 1997, p. 1. Questionnaires were
sent to 550 companies, of which 94 responded; of these, 67 have been in Japan more than ten years.
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Table 8.3

Pervasiveness of Core NTBs Across Sectors in Japan

Sector Frequency ratio Production-weighted
frequency ratio
1988 1993 1988 1993
Quantitative restrictions (QRs) 7.3 6.7 6.5 2.8
Agriculture, forestry, fishing 5.9 5.2 na na
Mining and quarrying 3.1 0.4 na na
- Coal Mining na na na na
- Crude petroleum na na na na
- Metal ore mining na na na na
- Other mining na na na na
Manufacturing 7.9 7.4 2.1 1.8
- Food beverages and tobacco 11.2 6.7 10.8 7.9
- Textiles and apparel 21.3 21.4 20.1 20.1
- Wood and wood products 0.0 0.0 0.0 0.0
- Paper and paper products 0.0 0.0 0.0 0.0
- Chemicals, petroleum products 0.8 0.7 1.0 0.8
- Nonmetallic mineral products 0.0 0.0 0.0 0.0
- Basic metal industries 0.9 0.9 0.5 0.6
- Fabricated metal products 0.0 0.0 0.0 0.0
- Other manufacturing 0.0 0.0 0.0 0.0
All products 7.7 7.1 2.1 1.8

Note:  na: not available.
Source: Organisation for Economic Cooperation and Development, 1996b.

GOVERNMENT REGULATIONS

One of the most common complaints from foreign and domestic companies in Japan
is excessive regulation (Figure 8.8).%° In the Nikkei Weekly survey mentioned above,
foreign-affiliated companies listed official regulations as the second biggest hurdle in
the Japanese market after unofficial restrictions and business practices. Companies
believe official Japanese regulations are;

= not transparent (43 of the 94 respondents)
e«  too numerous (39)

13 Regulations are often introduced on the grounds that, left to themselves, unregulated economies could
produce undesirable outcomes, not least due to market failures. The three main reasons for deregulation
are: some regulations produce undesirable side effects or fail to achieve objectives, known as ‘regulatory
failure’; technological developments sometimes make previously useful regulations obsolete; and
regulation may prevent economies from reaping the benefits of increased globalisation. Ambitious and
well planned regulatory reform can raise living standards and improve consumer choice (OECD, 1996a;
Shigehara, 1996).
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=  too lengthy in the approval process (38)
=  biased towards Japanese firms (25).

While these factors often restrict new domestic entrants, some mainly affect foreign
firms. According to Yoshisuke Ishiuchi, Director, Compaqg KK, Japan takes a long
time to authorise the use of technologies which are industry standards elsewhere. A
German electronics maker reported that product approvals from the Ministry of
International Trade and Industry and the Health Ministry require more paperwork
and visits than anywhere else in the world (Nikkei Weekly, 13 January 1997).

Figure 8.8
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Source: Financial Times, 20 August 1996, p. 11 (based on Economic Planning Agency data).

While deregulation has been espoused by Japanese leaders for more than a decade,
achievements have generally fallen far short of the rhetoric. (See Appendix 8.1.)
Despite some important progress, deregulation has been slow and often confined to
incremental change on relatively minor technical issues. Foreign and domestic
analysts agree that a more radical approach is needed if Japan is to achieve its
objective of ‘freedom in principle with regulation as the exception’.

The Hashimoto Government, elected in 1996 on a platform of deregulation and
economic and administrative reform, has the opportunity to achieve more than past
governments, because:

« languishing domestic economic activity and increasingly competitive world
trade mean that Japan cannot afford to be complacent in deregulating
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=  domestic pressure for deregulation, particularly from export-oriented sectors
which can no longer bear the cost of cosseted domestic sectors, is much
stronger than in the past, complementing international efforts for faster
progress.

The most recent major reform package is the three-year Deregulation Action Plan,
announced in 1995 and reviewed in 1996 and 1997 (Appendix 8.1). While by 1997,
all sectors of the economy were included in the Deregulation Action Plan, originally
priority was given to:

<  housing and land

e  (distribution

=  standards, certification, imports

e  energy

«  pollution, waste

= information and telecommunications

«  transportation

= finance, securities and insurance

< employment and labour

=  dangerous articles.

During the Deregulation Action Plan review, countries were invited to submit
requests for deregulation and regulatory reform. In 1997, approximately half of
Australia’s requests met with a positive response (Table 8.4). These requests were
formulated by the Australian government in close consultation with Australian
business. The Australian Embassy in Tokyo then liaised with the relevant Japanese

government agencies in order to ensure that Australia’s requests were given due
consideration.

Since the Japanese economy is heavily regulated, deregulation benefits are likely to
be substantial (Table 8.5). Further deregulation could increase labour productivity by
20 per cent and decrease output prices by 10 to 20 per cent (OECD, 1996a).
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Table 8.4

1997 Deregulation Action Plan: Responses to Australian Requests

Industry Deregulation Action Plan Response
Housing and MITI will harmonise Japanese standards for wood products with international
construction standards, once these standards are developed.

MOC will submit a revised version of the Building Standards Law to the regular
Diet session in 1998 to allow the current prescriptive standards to be replaced by
performance-based standards.

MOC agreed to eliminate, in principle, government housing loan corporation
construction standards which the Building Standards Law has made redundant.

Procedures applying to construction standards are to be simplified to eliminate
requirements duplicated under the Construction Business Act. Relevant regulations
will be examined in JFY1998.

MOC will examine the implementation of performance-based standards for wood
products and wood product construction methods.

The approval process for water supply equipment will be eliminated and replaced
by performance-based criteria, with independent third party certification, by
October 1997.

MITI affirmed that Japan will play an active role in developing International
Standards Organisation building standards.

Agricultural MAFF will streamline and speed-up current animal and plant import quarantine
products procedures by computerising current processes and establishing an electronic link
with customs clearance procedures. This is to be fully implemented in JFY1997.

MHW will allow use of ‘date of packing’ rather than ‘use-by date’ on bulk dairy
products over 10 kilograms, provided the items are raw materials for processed
food and not for direct consumption.

MHW amended relevant laws to replace paper certificates with electronically
transferred government health certificates for products such as meat. This is to be
trialed mid-1997.

Legal services MO intends to finalise within JFY1997 its response to the 1996 review of work
experience qualifications of registered foreign lawyers.

Racehorses The Japan Racehorse Association will conclude a study in JFY1997 to develop a
method to allow foreigners not living in Japan to own and race horses in Japan.
Information The request to abolish the need for Type 1 carriers?® to seek authorisation of
and telecom- accounting rates for trade in telecommunications services for markets where both
munications sides of the transaction are competitively supplied, was ‘too difficult to implement’.
Transport® MOT announced that it will examine its requirement for inspection of vehicle

repairs done by an unlicensed individual. This is tentatively scheduled to conclude
in June 1997. No decision was made to remove brake systems from products
covered by disassembling repair inspection.

Note: a.Japan has Type | and Type Il carriers. Type | provide telecommunications services by establishing infrastructure. Type
Il supply all other telecommunications. Type | carriers must obtain Ministry of Posts and Telecommunications
authorisation for tariffs, access charges and accounting rates. Type Il set charges at their own discretion
b. Not subject to a specific Australian request but of interest to Australia.
JFY: Japan Financial Year (April to March); MITI: Ministry of International Trade and Industry; MOC: Ministry of
Construction; MAFF: Ministry of Agriculture, Forestry and Fisheries; MHW: Ministry of Health and Welfare; MOJ:
Ministry of Justice; MOT: Ministry of Transport.

Source: Department of Foreign Affairs and Trade, 1997.
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Table 8.5

A Snapshot of Some Important Areas of Deregulation

Area Where Important Progress Has Been Made Potential Gains from Further
Deregulation
Distribution Gradual relaxation of regulations Labour productivity could be increased

(Chapters 9, 11)

Telecommuni-
cations
(Chapter 14)

Electricity
(Chapter 12)

Air and road
transport
(Chapter 13)

Financial
(Chapter 7)

governing large retail stores,
resulting in more large retail stores.
Relaxation of regulations surrounding
rice distribution, resulting in more
rice retailers.

Mobile phones: divestiture of NTT’s
mobile phone service from NTT
resulted in subscription fees falling by
92 per cent (1985-1996); elimination
of regulation preventing people from
owning, rather than renting, portable
phones resulted in subscribers
increasing from 40 000 (1985) to

to 12 million (1996).

Imports of refined petroleum products
were liberalised in 1996.

Airlines: controls on ticket discounting
liberalised, with new groups applying
for domestic routes.

Road freight: pricing and entry
regulations relaxed in 1990.

Domestic and foreign investment
advisory firms allowed to manage
pension funds.

Announcement of Tokyo financial
market ‘Big Bang’ reforms.

by 20 per cent. Output prices could be
reduced by 10 to 20 per cent,
stimulating demand for goods and
services. Further deregulation will give
stores flexibility to move towards high-
value-added operations and customers
more choice of when and where to
shop. Improved procurement practices
could reduce input costs. Need to
eliminate inefficient zoning
regulations.

Labour productivity could be increased
by 20 per cent. Output prices could be
reduced by 10 to 20 per cent.
International service costs could be
reduced. Further deregulation could
include: abolishing price control and
entry restrictions; breaking up NTT; and
clarifying costs and conditions for third
party access to NTT’s network.

Labour productivity could be increased
by 10 per cent. Output prices could be
reduced by 10 to 15 per cent. Entry
restrictions could be relaxed, regional
monopolies dismantled and rate of
return control reduced so as to
increase competition.

Labour productivity could be increased
by more than 20 per cent. Output
prices could be reduced by 10 to 20
per cent. Airlines need to reduce
restrictions on entry, fares and labour
use. Road freight needs to reduce
restrictions on licences, especially
practices forcing trucks returning
empty after delivering freight.

Notes:
economy.

Productivity and output gains are based on OECD calculations using 1985 input-output table on the Japanese

Source: Shigehara, 1996; Organisation for Economic Cooperation and Development, 1996a.
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The general consensus is that deregulation is becoming more firmly entrenched in
Japan. With the benefits from early deregulation becoming more widely evident and
understood, public support seems to be growing. The major issues now are pace and
substance. It is also important that increased administrative guidance, which lacks
transparency, and other new barriers not be substituted for the abolished regulations.
Fully utilising the 1994 Administrative Procedures Law, which was designed to
increase transparency of bureaucratic decision-making and to impose uniform rules
on application processing, dispute handling and use of administrative guidance,
could counter any tendencies toward reregulation.

NOT ALWAYS MARKET BARRIERS THAT LEAD TO FAILURE

The American beverage, Snapple, was launched in Japan in May 1994, when
natural soft drinks and iced teas were increasing in popularity. Snapple also
had a powerful ally in Seven-Eleven Japan, a major convenience store chain.
(See Chapter 9 - Distribution.)

However, many traits that made Snapple popular in the USA made it
unpopular in Japan. Consumers were attracted to trying the drink, but they
were not repeat buyers. When confronted with this, Quaker Oats, the firm
that acquired Snapple Beverages in 1994, did nothing. Hisao Takeda, a Tokyo
marketing consultant who represented Snapple in Japan, indicated that
Quaker refused to do anything to change its drinks and skimped on marketing.
In a market where 1 000 new soft drinks are launched each year, and
companies routinely spend several billion yen to advertise a new drink,
Quaker spent just ¥200 million on marketing Snapple’s name. Quaker’s two
Japanese partners, Calpis Food Industry and Itochu, also tried in vain to
convince Quaker to modify its Japan strategy for Snapple.

Consequently, Snapple sales plunged from 2.4 million bottles per month in
early 1995 to 120 000 bottles per month in April 1996, and were expected to
decline to nothing. Marketing experts believe that Snapple will not get
another chance in Japan.

Source: Asian Wall Street Journal, 12-13 April 1996, p. 10.

JAPANESE BUSINESS PRACTICES

Japanese business practices are commonly cited as a major barrier to entry into the
market. The distribution system is the most frequently cited problem (see Chapter 9
- Distribution), followed by keiretsu and industry associations (Figure 8.9). Industry
associations, which provide access to people, market data and industry information,
are notoriously difficult for non-Japanese companies to enter. Furthermore, the
distinction between industry association and cartel can be indistinct. (See Box -
Industry Association or Cartel?) Whether Japanese business practices are competitive
or anticompetitive is a contentious issue. However, new entrants, foreign and
domestic, do find it difficult to establish themselves in Japan.
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Figure 8.9

Unofficial Barriers to Doing Business in Japan

Complicated
distribution
system

Keiretsu system

Industry associations
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Source: Nikkei Weekly, 13 January 1996, p. 3 (survey of foreign companies in Japan).

The term keiretsu is widely used, just as widely interpreted, and not surprisingly, a
matter of ongoing contention.* Generally, keiretsu refers to various forms of
interfirm relationships. The three main - often overlapping - keiretsu relationships
are: financial keiretsu (company links through major banks, trading companies and
cross-shareholdings), and vertical and distribution keiretsu (vertical integration of
companies engaged in production and distribution activities).

The commonly cited criticisms of keiretsu relationships are that:

= they shut out new foreign and domestic suppliers from intermediate product
markets

« the long-term nature of contractual relationships is exclusive and impedes
competition

Keiretsu are contentious due to their perceived relationship to zaibatsu, the prewar conglomerates which
derived power from owning huge trading companies and major banks, and which were broken up and
banned during the US occupation due to their supposed contribution to Japan’s war machine. Some of
the zaibatsu were the forerunners to today’s keiretsu groups such as Mitsubishi, Mitsui and Sumitomo,
three of the world’s largest companies. The term ‘keiretsu’ was originally coined by the foreign media
and used to loosely describe unofficial trade barriers arising from Japanese business practices. It has
since become the subject of ongoing academic debate (see, for example, Drysdale 1995 versus
Lawrence 1993). The main issue of contention is whether the inherent nature of keiretsu relationships is
horizontal, and therefore anticompetitive, or vertical, and therefore competitive. Research undertaken for
this study led to the conclusion that keiretsu relationships are vertical in nature.
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= they produce a unique form of corporate governance, leading to a higher degree
of corporate stability and facilitating the pursuit of longer-term objectives,
thereby giving Japanese firms a market advantage.®®

THREE TYPES OF KEIRETSU

Financial keiretsu involve companies linked by a common relationship with
one or more of the major banks (known as ‘main banks’), a trading company
and usually some cross-shareholdings. Cross-shareholding is limited by law to
5 per cent, and group-based business usually accounts for only 15 to 20 per
cent of turnover. Mutual financing, a conference of senior company
presidents, shared research and some mutual assignment of senior corporate
officers are the main forms of cooperation. Financial keiretsu often comprise
companies actively competing against each other for business. In their outer
periphery, apart from a preferred relationship with a particular bank, they
function with complete autonomy.

Vertical and distribution keiretsu tend to have a core industrial company
with relatively high levels of equity in a core group of upstream suppliers and/
or downstream activities, typically 20 to 50 per cent. The level of group-based
business tends to be high, 50 to 90 per cent of turnover. Although group
members often have unrelated side businesses, companies all contribute to a
common final product. Intercompany cooperation tends to be based on
closely coordinating research and development, production scheduling and
quality control. As the core company usually has several sources of supply for
key components, there is a mixture of competition and collaboration. While
most companies supply to nonmembers, they usually have an unspoken
agreement regarding ‘acceptable’ and ‘unacceptable’ competitors.

Source: Sheard 1994, 1996; Economist Intelligence Unit, 1996.

None of the above factors in themselves make keiretsu relationships anticompetitive.
For example, while contractual relationships in the market for inputs may tie firms so
closely that they resemble different parts of one firm, such relationships will work
only if they are mutually beneficial and competitive in the marketplace. The post-
bubble recession and import-induced competition weakened or destroyed many
longstanding business relationships in Japan, providing an entry point for more
competitive domestic and foreign suppliers.

15 Corporate governance refers to the process by which the capital market monitors the actions of corporate
management and holds management accountable for its decisions. Some of the features of corporate
governance resulting from keiretsu relationships are that main banks provide a type of a contingent
governance structure reducing the risk of bankruptcy; capital costs are reduced through heavy reliance
on bank finance; and risk of indirect control by takeovers or mergers and acquisitions is limited. (See
OECD, 1996c for a detailed analysis of Japanese corporate governance.)
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The nature of keiretsu relationships is not unique to Japan®® (Ishiguro, 1996).

17

Some German banks have more powerful corporate ties than Japan’s financial
keiretsu.

US firms are more vertically integrated for auto parts distribution than their
Japanese counterparts. General Motors and Ford have both internalised their
auto parts markets whereas Toyota, for example, sources its auto parts by
contracting suppliers.

Despite concerted efforts to increase its share of the US colour film market, Fuji
Film’s share has fluctuated between 9 and 13 per cent, while Kodak’s share is

around 70 per cent - which is similar to the reverse situation in Japan.t’

COMPETITIVE BENEFITS OF KEIRETSU

Reduced internal management costs: internal production involves a larger
workforce and therefore a larger internal management burden. Very large
corporations are often inefficient due to limited mutual understanding and
slow decision-making processes. The keiretsu system of dividing production
provides more flexibility and may be more efficient. For example, in 1990
while both General Motors and Toyota made the same number of cars,
General Motors had 750 000 workers, while Toyota had 65 000 workers. The
reason for this difference is that General Motors produces most of its own
components internally, while Toyota purchases its externally.

Joint development: production of a range of goods, product differentiation
and short lead times are keys to competitive strategy. Sharing technical,
market and management information allows assemblers and suppliers to
speedily undertake joint development, and increases the keiretsu’s
competitive strength.

Multiple ordering: an assembler simultaneously orders identical parts from
several suppliers. This invokes competition among suppliers, keeping costs
down.

Incentives and penalties: the incentives for the assembler in a keiretsu is that
it has reliable, high-quality and speedy transactions with reduced internal
management costs. The market imposes penalties if the assembler does not
bring the suppliers up to standard. For the supplier, the incentives are
technical instruction, financial security and human resource assistance from
the assembler. On the other hand, if quality and deadline criteria are not met,
the supply quota may be reduced or the relationship suspended.

Source: Tokyo Chamber of Commerce and Industry, 1993.

For further discussion on similarities between Japanese, US and EU business practices (and government

policies) see Oppenheim, 1992.

In 1996 the USA took Japan to the WTO over what it alleges are unfair practices that keep Kodak’s share

of the Japanese market below 10 per cent.
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The interaction between politicians, the bureaucracy and large companies, often
referred to as the ‘iron triangle’ or ‘Japan Inc’, has been an important feature of
Japanese economic life.®® Many analysts believe strong intervention by the Ministry
of International Trade and Industry (MITI) and the Ministry of Finance (MOF)
contributed to the Japanese ‘economic miracle’. Big business has actively
participated in formulating policy; the bureaucracy has been the highly respected and
trusted adviser; and ministries have heavily utilised ‘administrative guidance.” (See
Chapters 1 - Overview and 3 - Politics.) However, foreign companies frequently cite
this triangular relationship as a barrier to fair competition in Japan.

Today, this system is being challenged. A series of scandals exposing corruption and
mismanagement have cost bureaucrats their traditional high standing, heightened
the electorate’s disillusion with politics and damaged the image of some leading
corporations. The bureaucracy is increasingly seen as impeding the change that
business, consumers and even some politicians demand.

Recognising these developments, the Hashimoto Government has prioritised
administrative reform, known as the ‘Kasumigaseki reform’.2® (See Chapter 3 -
Politics.) Proposals for administrative reform include downsizing and redefining
bureaucratic functions, moving all but the core ministries out of Tokyo, and
establishing a new capital. While the bureaucracy vigorously opposes the relocation,
some observers suggest that the threat of relocation could be used as a bargaining
chip to force ministries to reform and restructure. For example, while MITI has been
the strongest proponent of deregulation and market opening, it is reluctant to
relinquish its own regulatory powers in industries like energy. At a time when other
ministries were required to downsize, MITI sought to increase its 1996-97 budget,
mainly to continue initiatives to help industries in distress. (See Chapter 10 -
Regions.) Other ministries, like Labour, Education, Agriculture, Transport,
Construction, and Posts and Telecommunications are even more reluctant to
relinquish their regulatory roles.

A tradition which has sustained strong links between large companies and the
bureaucracy is amakudari, or ‘descent from heaven’. Through this practice, retiring
senior bureaucrats assume senior positions in companies they formerly regulated,
while maintaining close ties with the bureaucracy. Amakudari can lead to serious
conflicts of interest and impede the progress of deregulation. As such, it has attracted
increasing levels of public criticism. Recently Prime Minister Hashimoto targetted it
as a practice to be abolished.

With private firms increasingly reluctant to accept bureaucratic retirees, amakudari
may already be weakening. In 1995, 189 former senior bureaucrats (about half as
many as at the peak of amakudari in 1985), moved directly into private sector jobs.?

18 For a detailed analysis, see Johnson, 1982; Murakami and Patrick, 1987; and Tabb, 1995.
10 Kasumigaseki is the district where many government offices and ministries are located in Tokyo.
20 This requires waiving a law whereby retirees must wait two years before making such a move.
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Due to fewer jobs in the manufacturing sector in 1995, financial institutions, for the
first time, were the largest employers of amakudari retirees. However, it is unclear
whether the decline in amakudari reflects reduced job prospects due to the recession,
a response to public criticism or weakening of the iron triangle.

COMPETITION POLICY

Japan’s competition policy is founded on the provisions of the Antimonopoly Act,
which aims to prevent private monopolies, ‘unreasonable’ restraints on trade
(especially through horizontal cartels) and unfair trade practices. Weak enforcement
and past proliferation of officially sanctioned cartels attracted considerable foreign
criticism. Furthermore, the scope of the Antimonopoly Act is limited by exemptions
provided either in the Act or by specific laws (GATT 1995, p. 85). Statutory
exemptions include:

«  ‘natural monopolies’ such as railways, electricity and gas

< resale price maintenance? for designated commodities and literary works
e cartels introduced to help depressed industries

= cartels introduced to assist firms during economic restructuring

« cartels maintained by small to medium-sized enterprises (SMEs) under the
SME Organisation Act

« cartels under the Environmental Sanitation Act (for example, to prevent
‘excessive’ competition and deterioration of health standards in hairdressing
and beautician businesses)

=  export and import cartels authorised under the Export and Import Transaction
Law (for example, to import silk products from China).

The number of cartels exempt from antimonopoly restrictions fell from over 800 in
1970 to 47 in 1996; reforms announced in 1996 promise to abolish remaining cartels
by 1999. Furthermore, despite the recent recession, the Government has not
introduced new cartels to bolster depressed industries over the last decade. Instead,
cartel-type arrangements have come under pressure from the recession and foreign
competition. However, according to Ushio Chujo, a Keio University economist,
cartels are a cultural tradition dating back to the 1600s; therefore, many Japanese
people do not necessarily disapprove of them (Asian Wall Street Journal, 5 December
1995, p. 1).

The Fair Trade Commission (FTC), which reports directly to the Prime Minister, is
Japan’s sole fair competition body. Its authority is limited to matters related to the
Antimonopoly Act. Its major target areas are:

«  price cartels (especially bid rigging where it affects taxpayers)

21 Regulations that govern the resale price of specific products so as to protect their value.
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=  import restrictions
=  activities of deregulated bodies.

The FTC has been considerably strengthened in recent years, especially its
investigative sections. Under the 1995 Deregulation Action Plan, for example, the
number of investigators increased to 220 from 191 in 1990.

Companies may soon benefit from FTC action on import constraints and obstruction
of parallel imports. The FTC will examine whether government-regulated quality
inspection procedures impede free competition by restricting market entry. Reports
indicate that the FTC believes some inspection procedures are so arbitrary that only
a handful of firms with special ties to inspection bodies receive authorisation for their
products, thereby allowing them to monopolise markets. Even when such approvals
are not legally required, they are often de facto requirements, again impeding
competition. The FTC has already determined that inspection procedures governing
hospital catering and linen have prevented free competition. Other areas of focus are
electrical appliances, telecommunications devices, transport equipment and medical
instruments (Nikkei Weekly, 20 January 1997, p. 3).

INDUSTRY ASSOCIATION OR CARTEL?

While wood-burning stoves constitute a relatively new industry in Japan, old
‘bad habits’ remain. In 1993 the presidents of the largest companies in the
industry established the Japan Fireplace and Stove Association (JFSA) to
lobby the government, especially over outdated regulations, and to meet
monthly for informal business discussions.

Wood-burning stoves are about four times more expensive in Japan than in
the USA. Paul Kastner, a founding member of the JFSA and President of
Fireside Stoves is quoted as saying ‘Every once in a while someone says, “I
don’t want to cut prices, so you don’t either”. It’s kind of understood, so we
don’t need to talk about it ... Nobody wants to cut prices. When the yen was
strong, nobody made the first move to cut prices, so they stayed the same.” Yet
he insists that the JFSA is not a cartel. Reportedly, the Fair Trade Commission
said it would be impossible to prosecute an industry group for an unspoken
agreement arising in this way - an explicit agreement to raise prices would
need to be found for prosecution. Parallel importers, who undercut prices, are
kept out of the JFSA.

A representative from Asuka International, the largest importer not
belonging to the JFSA, said it was easy to undercut JFSA members. However,
they did not undercut too much as they did not want to ‘get into a fight’ with
the JFSA.

Source: Nikkei Weekly, 13 November 1995.

227



Market Access

From January 1998, the longstanding ban on holding companies will be lifted.?
Critics believe holding companies will stifle competition and increase the power of
business groups such as the keiretsu. Foreigners are concerned that holding
companies will restrict market access. Proponents of holding companies, such as
major corporations and the LDP, argue that they will help Japanese companies
compete globally by enhancing corporate flexibility and strengthening Japan’s weak
venture capital sector.

The changes required to the antimonopoly law to facilitate the legal establishment of
holding companies also protect against holding companies stifling competition. The
main revisions to the law are to:

= lift the general ban on holding companies

= ban holding companies that would result in an over-concentration of power
« notify the FTC when assets exceed ¥300 billion

=  clarify legal provisions and limit bureaucratic discretion

= provide for FTC to take action against violations

=  maintain restrictions on stockholdings of financial institutions

= maintain restrictions, at least temporarily, on stockholdings of large
nonfinancial companies.

Preliminary indications suggest that some Japanese companies, especially large
trading houses, already are restructuring to take advantage of these changes.
However, taxation reform will also be necessary to make holding companies
attractive options. (See Chapter 6 - Internationalisation and 7 - Finance.)

MARKET REFORM INFLUENCES

In the past, much economic reform has occurred as a result of gaiatsu, or foreign
pressure. While domestic pressure for reform has strengthened considerably over the
past few years, participation in multilateral and regional fora such as the World Trade
Organisation (WTQO) and Asia-Pacific Economic Cooperation (APEC), and direct
bilateral discussions will continue to have an important influence on Japan’s reform
agenda.

Japanese business is actively calling for reform and deregulation in response to
competitive pressures at home and abroad. In its December 1995 report, the
Administrative Reform Committee, a private sector advisory body monitoring the
implementation of administrative reform and deregulation, and reporting to the
Prime Minister, called for structural reform of Japan’s society, politics and economy of
a magnitude to ‘rival and even exceed the Meiji Restoration and postwar reforms’.
(See Chapter 3 - Politics.)

22 Although holding companies are commonplace in most countries, they are a sensitive subject in Japan,
due mainly to their association with the former zaibatsu.
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Proponents of reform tend to be larger companies in export-oriented sectors rather
than smaller businesses in domestically oriented sectors. Small to medium-sized
enterprises (SMEs) are usually more reluctant to back deregulation as it has often
protected them from open market forces. The survival of the Large-Scale Retail
Stores Law, for example, is in large part due to SMEs’ lobbying efforts. (See Chapter 9
- Distribution.) The Japan Chamber of Commerce, which traditionally represents
smaller companies, opposes further deregulation, citing its negative impact on
employment and regional development. Even in larger companies, some are cautious
about deregulation. While a positive attitude to reform may prevail generally, when
it comes to specific deregulation proposals, strong vested interests usually oppose
reforms that directly involve them. However, as understanding of both the need for
and the benefits accruing from reform are becoming more widespread, even
conservative elements are re-evaluating their attitudes.

COMPETING INTERESTS IN DEREGULATION

Not all foreign firms welcome deregulation. Some foreign cosmetic
manufacturers, including Christian Dior, did not appreciate the removal of
barriers to cosmetic imports in 1996. The Ministry of Health and Welfare
removed a regulation requiring importers to submit manufacturer-certified
lists of ingredients for cosmetic products. The regulation had restricted such
imports to Japanese subsidiaries of foreign manufacturers or to licensed
importers able to obtain certified lists of ingredients. It had kept out parallel
importers who undercut designated importers by offering products obtained
through unofficial distribution routes. Now, foreign brand-name cosmetics are
brought into Japan by parallel importers at prices 30 to 50 per cent below
those offered by official distributors.

Parallel imports have long been a source of contention between Japanese
retailers and foreign brand-name manufacturers. European ski makers and US
car parts makers have tried to stop parallel imports by pursuing patent claims
on their goods. However, the FTC ruled that attempts to block parallel
imports by designated importers were illegal. In March 1995, the FTC accused
an agent of Herend Porcelain Manufacturing, a Hungarian porcelain maker,
of violating the antimonopoly law by trying to obstruct a discounter from
selling products at 30 per cent below the official price.

The deregulation of the drug law created interest from discount retailers and
supermarket chains. Pasona, a discount retailer in Tokyo, began offering
brands including Chanel, Christian Dior and Clinique. Daiei, Japan’s largest
supermarket chain, and Seven-Eleven, a convenience store chain, were also
exploring the possibility.

Source: Financial Times, 20 March, 1996, p. 6.
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Japan’s peak business organisation, the Japan Federation of Economic Organisations,
or Keidanren, strongly supports deregulation, recently calling on the Government to
rid Japan of unnecessary regulation and criticising the bureaucracy’s inordinate
slowness to cooperate in this process.? Keidanren believes that the existing
socioeconomic system is reaching the limit of its effectiveness and has even become
an impediment to further progress. It calls for strong political leadership and a small,
transparent and efficient government (Keidanren, 1996). Keidanren and other pro-
reform business groups, such as the Committee for Economic Development (Keizai
Doyukai), criticised the March 1996 revision of the Deregulation Action Plan as too
weak, especially in relation to the Antimonopoly Law, retail trading and the labour
market (Nikkei Weekly, 1 April 1996, p. 3).

Japanese consumer advocacy groups tend to be conservative, do not want to upset
the status quo and favour government control. In fact they often appear more
concerned about producers’ interests than consumers’. They are most prolific in the
food sector, where they lock out imports with often unsubstantiated concerns about
food safety and the need for food self-sufficiency. (See Chapter 11 - Agrifood.)

Consumers instead exercise influence through their purchasing power. In 1993,
before the influx of cheap imported goods, average prices in Tokyo were 1.4 times
higher than in New York and Paris, and 1.5 times higher than in London (Japan
External Trade Organisation [JETRO], 1995, based on a survey by the Economic
Planning Agency). The difference was especially apparent in food, clothing, shoes,
energy, water and rent. (See Chapters 11 - Agrifood and 12 - Energy.) The growing
demand for value for money and a greater willingness to try foreign products is
placing inefficient domestically oriented manufacturers under considerable pressure.
(See Chapters 2 - Socioeconomic Evolution, 6 - Internationalisation, and 9 -
Distribution.)

A PERSONAL PERSPECTIVE

Makiko Mannami’s local supermarket always stocked the same Japanese
vegetables; the store’s range was limited and prices were high, but no one
expected otherwise. However, in the last year, the store suddenly began selling
oranges from Florida, apples from New Zealand, grapefruit from Israel and
pumpkins from Mexico. Mannami worries that foreign growers use dangerous
chemical sprays on their produce - one of the claims that Japanese farmers
have used against food imports - but she likes the prices and the variety. So
she’s buying foreign. ‘I can’t read the labels on some of them but they’re cheap
and look good, so | buy them all the same’, says the 37-year-old Tokyo
housewife.

Source: Far Eastern Economic Review, 1 February 1996, p. 40

23 Speech by Dr Toyoda, head of Keidanren and Chairman of Toyota, to symposium on The Economic
Benefits of Deregulation, Tokyo, July 1996.
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Japan has always attached high priority to multilateral trade diplomacy and is a
founding member and strong supporter of the WTO. Japan is party to the Plurilateral
Trade Agreements concluded in parallel with the Uruguay Round trade negotiations,
including the new Agreement on Government Procurement. Japan’s bilateral
relations also are likely to benefit from the reinforced multilateral rules embodied in
the WTO (GATT, 1995, p. 15).

With the establishment of the WTO, the scope of its work has broadened from that
traditionally dealt with by its predecessor, the GATT. Japan appears to support, to
varying degrees, most of the WTQO'’s new work: trade-related issues arising from
investment, competition policy, the environment and regional trade arrangements;
but not trade and labour standards. However, Japan has been reluctant to discuss
further negotiations on agricultural trade liberalisation ahead of their formally agreed
recommencement date of 1999. (See Chapter 11 - Agrifood.)

WTO DISPUTES INVOLVING JAPAN

Disputes at consultation stage (date of filing)
e Lack of Japanese copyright protection for pre-1971 sound recordings:
complaint by the EU (May 1996, earlier complaints by EU and USA)

=  Restrictions in Japanese photo-film market: complaint by USA (June
1996)

= Japan’s retail distribution system: complaint by USA (June 1996)
e Brazil’s car import regime: complaint by Japan (July 1996)

Panel investigations under way (date established)

« Japanese liquor taxes: complaint by EU, Canada and USA (October
1995). Panel report upholding complaint completed June 1996. Japan
considering an appeal

Disputes settled
=  Japanese telecom’s procurement complaint by EU suspended

=  Threat of US punitive sanctions: complaint by Japan withdrawn after
car dispute settled.

Source: Financial Times, 8 August 1996, p. 6.

Japan has strong economic interests in APEC. In the first eight months of 1996,
APEC countries accounted for 74 per cent of Japan’s exports and 68 per cent of its
imports. Japan’s involvement in APEC has had two main effects on its trade policies
and markets:

1. It provided a new focus for trade and investment liberalisation. As one of the
instigators of APEC, host to the third Leaders’ summit in Osaka in 1995, and
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one of the strongest economies in the region, Japan’s commitment to the APEC
concept is strong.

2. The commitments made collectively and individually in APEC have added to
the momentum for deregulation and reform in Japan.

Japan’s 1996 Individual Action Plan (IAP), containing a significant number of
measures already underway, was comprehensive. Issues concerning Australia, such as
food labelling and timber standards, are to be addressed early in the program. The
main elements of Japan’s AP include:

=  toundertake to accelerate implementation of its Uruguay Round obligations as
per its 1995 downpayment package and its 1996 deregulation package

=  to commit to revise administrative arrangements to facilitate plant and animal
imports, indicating that Japan accepts agriculture as a legitimate element of
APEC liberalisation (see Chapter 11 - Agrifood)

=  toreview access for foreign lawyers (see Chapter 14 - Services)

e to review telecommunications and maritime services (linked to successful
outcomes in ongoing WTO negotiations), other transport, energy and tourism

= to eliminate the prior notification requirements for foreign investors in the
mining industry by 2000

e to begin aligning all domestic and international standards from 1997,
completing the task by 2010.

Japan’s commitment to APEC should continue to generate strong pressure for
liberalisation of trade policies and market access. However, as the 2000 deadline for
implementing Uruguay Round commitments and the 2010 deadline for liberalising
trade and investment under APEC draw closer, Japan will need strong political
leadership to deliver its commitments. Domestic opposition to liberalisation of the
agriculture sector, in particular, will present a formidable challenge. (See Chapter 11 -
Agrifood.)

The USA has wielded enormous influence on Japan’s post-World War 11 trading
environment. Over the past decade, however, the US-Japan relationship has been
strained by highly publicised trade disputes, fuelled by the simultaneous increases in
the Japanese trade surplus and the US trade deficit. In the second half of 1996, China
displaced Japan as holder of the largest trade surplus with the USA, and Asian
countries displaced the USA as the main contributors to Japan’s overall trade surplus.

The USA has pressured Japan to liberalise its markets (Appendix 8.2). Many US-
Japan market access arrangements benefit all exporters to Japan because they are
implemented on an MFN basis. However, a degree of trade diversion is evident from
US pressure on Japan and Japan’s interest in relieving that pressure in the most
effective way. For example, the Australian car and beef industries have had concerns
that US-Japan trade agreements could displace Australian exports to Japan.
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TRADE POLICY - USE AND MISUSE IN US-JAPAN RELATIONS

USA-Japan trade disputes usually arise from US accusations of unfair
Japanese trade practices - typically involving claims that Japan’s markets are
closed to US imports or that Japan is dumping products on the US market.
The resulting bilateral negotiations often span several years, climaxing with
US threats of tough trade measures against Japan, and being resolved by a
form of ‘managed trade’. Whether these USA-Japan trade disputes are based
on real barriers to trade with Japan, or on other factors, is a highly divisive
issue. However, these differences cause considerable friction between Japan
and its trading partners, leading to calls both for protectionist retaliation and
for Japan to increase its imports. For Australia and other third countries, such
disputes raise concerns that purchasing decisions may not be commercially
based.

Japan’s rapid rise to economic superpower status coincided with a period of
declining competitiveness in the USA. The threat to US economic
hegemony is arguably a major cause for heightened trade tensions between the
USA and Japan. Laura Tyson, Chief Economic Adviser to President Clinton,
in a 1993 book gives an informative perspective on this conflict. She claims
that what was once considered an alarmist view had become a mainstream
opinion: that the USA’s economic competitiveness was in slow but
perceivable decline. She believes that the debate in Washington had shifted
from discussing the problem to taking action on it.

Motorola’s attempts to sell cellular telephones in Japan in the 1980s is one
US-Japan trade dispute examined by Tyson. She claims that Motorola’s case
was clear cut in that the company used trade policy to win the opportunity to
compete on the basis of its proven abilities, and not as a substitute for them.
However, Motorola’s case is exceptional in this respect. Tyson argues that
more often than not, weak producers, not strong ones, fall back on trade
policy to protect themselves at home, rather than to exploit market
opportunities abroad. Furthermore, given the politics of trade policy decisions
in the USA, she believes it is hard to be optimistic that deserving cases will
always be distinguished from undeserving ones.

Although the USA was successful in using trade policy to allow Motorola to
compete fairly in the Japanese market, Tyson argues that this was not without
cost. First, the dispute heightened trade tensions between the USA and
Japan. It strengthened stereotypes in each country: in Japan it reinforced the
view that Americans are ‘unreliable and whining bullies’, and in the USA,
that Japan is an ‘unfair and predatory’ trader. Even more importantly, Tyson
argues that the Motorola case was dangerous because it strengthened
incentives for US companies to resort to trade policy to win their competitive
battles.

Source: Tyson, 1993
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Threatened US retaliation against Japan over alleged barriers to car and car parts
imports in 1995 raised fears that the USA may continue to rely on unilateral trade
measures, thereby undermining the rules-based dispute mechanisms of the WTO.
Since then, the USA has largely adhered to the multilateral agenda. The US
decision to allow the WTO to mediate in the Fuji/Kodak film dispute is a marked
shift from its previous bilateral approach, whereby agreements were usually clinched
at the last minute under the threat of US trade sanctions.

Probably Japan will continue to take a more proactive stance in bilateral trade
disputes with the USA and be less inclined to capitulate to pressures for ‘managed
trade’ outcomes.?* This is illustrated by Japan’s insistence on a multilateral resolution
of disputes over cars, semiconductors and colour film. Despite this trend, the USA is
likely to remain the strongest single external influence on Japanese markets and
trade policies.

Australian economic and trade interests are actively pursued by the Australian
Government through the Australian Embassy in Tokyo, including through
government-to-government consultative arrangements. Austrade, through its offices
in Japan and Australia, directly assists Australian companies to access the Japanese
market. (See ‘Information for Companies’ section at the back of this book.) The
Government takes a proactive and vigilant approach to market-access issues, closely
monitoring Japan’s deregulation and market-opening measures, and pursuing
concerns through a range of multilateral and regional mechanisms, as well as
bilateral consultations (Table 8.6).

A type of international trade in which some sectors or products are not traded according to the demands
of market forces. More modern versions of managed trade seek to increase exports through numerical
targets, usually at the expense of third-country exporters.
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Australia-Japan Bilateral Market Access Developments
Fourth Quarter, 1996

Event

Timing

Comment

Research and voluntary

testing programs for E-coli
0-157 conducted by MHW and
MAFF

Interhome Expo in Kobe featuring
Australian Pavilion with
representation from 30 Australian
companies

Seminars on Australian housing
in newly erected Consul-General’s
residence in Kobe for Japanese
industry and local government
officials

Approval for export of emu meat
and meat products to Japan

Inaugural Australia-Japan housing
and building talks

Prime Minister Howard launched
Australian Business Internet site
during his visit to Tokyo

Australian citrus exports - sealing
of individual cartons

Exports of molluscan shellfish
(including natural oysters)

Mid-August to
end October

4-8 September

5-6 September

12 September

17-18 September

19 September

20 September

20 September
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In consultation with AQIS and AMLC,
close liaison was maintained with
MHW/MAFF on research and
voluntary testing programs for imported
beef and some vegetables following
major outbreak of E-coli 0-157 in July.
Successfully ensured no Australian
product implicated.

Australian pavilion visited by 63 000
people. Approximately A$10 million
worth of business in Australian housing
and building products contracted, with
greater commercial benefits in the
longer term.

Stimulated interest in Australian housing
in the industry, and greater under-
standing of Australian performance
standards for building practices among
construction officials and industry.

Following approach from industry,
agreement reached with MAFF and
MHW on conditions of export.
Procedure requires AQIS certification
similar to that negotiated for kangaroo
meat exports. Small niche market.

Wide-ranging exchange of information
between officials as well as industry
organisations. Both sides agreed to
closer cooperation in this area,
including through mutual recognition,
harmonisation of standards and joint
research projects.

Embassy site already rated one of the
most popular in Japan. Prime Minister’s
launch attracted positive press coverage.

On behalf of AQIS, negotiated lifting of
longstanding MAFF requirement for
each carton of citrus exports (oranges
and lemons) to be individually sealed.
MAFF now accepts freight container-
sealing, reducing costs to industry.

Negotiated extension of agreement
with MHW to include access for
molluscan shellfish from six major
harvesting areas in South Australia,
adding to earlier access for Tasmania.



Market Access

Table 8.6 (Cont.)

Event

Timing

Comment

Annual Import Board meeting

Finalisation of protocol for
export 0f1995/96 season stored
hay to Japan

Electronic health certification for
export meat

Officials meeting on MRA
between Australia and Japan

Visit by AJBF delegation to
examine Japan’s distribution

Submission of Australian market
access complaints to OTO

Follow-up visit to Japan MBA

Clarification of Australian
interest in a film co-production
agreement with Japan

25 September

September

September/
October

8 October

6-10 October

18 October

21-24 October

24 October
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Presentation by the Chairperson,
ANZCC] - with input from the Embassy
- highlighting benefits of deregulation
for foreign companies and Japanese
consumers, and urging more progress.
Also identified ongoing difficulties
Australian exporters face in selected
areas.

A$200 million market suspended of
following death of Japanese dairy cows
due to rye grass toxicity from hay
imported from Western Australia.
Negotiated new industry-wide protocol
with MAFF.

Agreement finalised with MHW for
pilot trial of health certificate via
Australian-developed (unaccepted)
system. Trial to commence February
1997 and run 6 to 8 weeks. Full
implementation will lead to significant
cost savings (documentation and time)

for Australian meat industry.

Australian interest in multisectoral
proposal aimed at easing market entry
for a range of products. Australian
delegation included representatives
from DIST, DPIE, JAS-ANZ and NATA.
Raised level of understanding of
Australian certification system.
Agreement to establish technical/
official working group to carry forward
negotiations.

Facilitated high-level business mission
report on distribution system for system
exporters and potential exporters to
Japan.

OTO agreed to examine two issues:
difficulties in access to the Japanese
market for Australian race horses; and
financing by the Maritime Credit
Corporation acting as a barrier to entry
for foreign ferries/boat builders.

Facilitation of further contacts by
Australian housing and building
materials exporters, including
attendance at Tokyo home fair.

After several years of negotiations,
Australian Film Commission advised it
does not wish to pursue an agreement
with Japan.
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Table 8.6 (Cont.)

Event Timing Comment

Gazettal of Area Freedom for 26 October Negotiations commenced in 1991 and
Tasmania from Tobacco Blue actively pursued over the past

Mould 12 months. Opens market opportunities

for tomatoes, capsicums and other
eggplant family products.

Preparation of a market access end October In conjunction with NZ Embassy, survey

survey of ANZCCJ members prepared a questionnaire to help
identify impediments to Australian
business operating in Japan.

Lodging of Australian Government’s 15 November Submission contained priority requests
third submission on deregulation, relating to regulatory barriers covering
including a number of meetings land and housing issues,

with agencies concerned telecommunications, shipping, food

and agricultural products, and other
discriminatory trade practices.

Representations to MHW on date 22 November Joint submission with Danish, US and

marking for bulk dairy products NZ Embassies, lodged with MHW
seeking exemption on behalf of the
dairy industry from ‘use by date’
markings on all bulk dairy products
(10kg packs and above). Major market
for Australian bulk cheese and skimmed

milk powder.
Ambassador’s presentation to the 28 November Registered Australia’s keen interest in
Administrative Reform Committee further deregulation.
Approval for export of new-born 4 December Following acceptance by MAFF on
calf serum AQIS certification requirements for

export of calf serum originating in NZ
and further processed in Australia.
New market for Australian company.

Lifting of import ban on Kensington 4 December Following acceptance by MAFF of

Pride Mangoes disinfestation research, ban on
mangoes from within 80km quarantine
zone has been lifted, opening way for
further exports of over A$1 million
during current season.

Approval for export to Japan of 4 December Submission originally made on behalf
carry-on packs of Australian beef of Australian exporter in 1993. Actively
jerky from Guam Airport duty-free pursued issue with MAFF following
shops renewed interest by exporter. MAFF

approval is based on current AQIS
export certification arrangements.

Notes: MHW: Ministry of Health and Welfare; MAFF: Ministry of Agriculture, Forestry and Fisheries; AQIS: Australian
Quarantine Inspection Service; NZ: New Zealand; AMLC: Australian Meat and Livestock Corporation; ANZCCJ:
Australia and New Zealand Chamber of Commerce in Japan; MRA: Mutual Recognition Agreement; DIST: Department
of Industry, Science and Technology; DPIE: Department of Primary Industries and Energy; JAS-ANZ: Joint Accreditation
System - Australia New Zealand; NATA: National Accreditation Testing Association; AJBF: Australia-Japan Business
Forum; MBA: Master Builders Association; OTO: Office of the Trade Ombudsman.

Source: Department of Foreign Affairs and Trade, 1997.
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JAPANESE ASSISTANCE TO FOREIGN BUSINESS

The Japanese Government has numerous programs to facilitate inward foreign direct
investment (FDI). (See Chapter 6 - Internationalisation.) The March 1994 External
Economic Reform Package extended measures announced in 1992 to promote
inward FDI, such as preferential tax treatment, an extended loss carry-over period, an
enlarged preferential loan scheme and strengthening of the activities of the Foreign
Investment in Japan Development Corporation (FIND)? and JETRO. This package
also included the establishment of the Japan Investment Council to further improve
the investment climate for foreign firms. Chaired by the Prime Minister, it includes
representatives of foreign firms, business associations and relevant authorities. In
1995, it was decided to continue many of these measures until 2006. (See Information
for Companies after Chapter 15.)

The Japanese Government also has introduced measures to promote imports. Import
promotion programs aim to encourage domestic producers and distributors to switch to
imported products by temporarily subsidising their transition costs and to attract
foreign exporters and investors by temporarily subsidising entry costs (GATT, 1995,
p. 73). Measures include tax incentives, concessional loans, import promotion
activities by JETRO, improvements in infrastructure and programs to teach
foreigners how to do business in Japan. Since 1994, more specific programs have been
introduced in targetted sectors such as vehicles and components, housing and
building materials. In contrast to most general measures, tax incentives are only
available for manufactured products already entering Japan duty free (GATT, 1995,

p. 73).

Foreign Access Zones (FAZs) were introduced to address Japan’s trade surplus and
the post-bubble recession. These high-profile zones have been established close to
ports and airports to facilitate imports under the temporary Import Promotion and
Domestic Investment Act. FAZs aim to revitalise local economies, facilitate imports
and encourage inward investment. They differ from free-trade areas by offering a
much more comprehensive range of facilities and not necessarily having integrated
bonded areas. By 2000, Japan will have 21 FAZ sites, with the first six announced in
1992. Each FAZ involves massive capital investment in facilities and infrastructure,
such as roads, airports and sea ports. Many FAZ facilities are in low-growth areas and
regions where foreign companies have not traditionally conducted business.

A FAZ typically consists of:

=  processing and assembling factories for imported goods
= storage and distribution facilities

=  joint physical wholesale centres

= permanent exhibition halls/trade fair grounds

= import-related information centres

25 The Foreign Investment in Japan Development Corporation is a mixed capital company established in
June 1993 exclusively to provide technical support services to foreign investors in Japan.
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=  support facilities for import procedures

=  subsidised offices for foreign import businesses
=  cargo information control

=  direct sale shopping centres.

Managing each FAZ is a ‘third sector’ company (daisan sector kaisha) comprising both
private and public (all levels of government) investment. Each FAZ determines its
own specialisation and geographic focus. Appendix 8.3 presents a case study of the
Ehime FAZ, one of the first to come into operation.

The FAZ initiative, now five years old, is yet to have significant impact on the
economy. While FAZ objectives are seen as useful, some questions have been raised
about their future.

= Are FAZs the most effective method of increasing imports into Japan? Heavy
government involvement appears contrary to pressure for less government
intervention in the economy.

= Is there enough underlying consumer demand to justify the size of the capital
investment in FAZ sites? Officials from four FAZ sites in Japan could not offer
rigorous evidence of sufficient demand to support the investment.

« Is the primary focus of the FAZ on promoting imports or on revitalising local
economies? In many cases, emphasis is on revitalising the local economy. While
both objectives are important, FAZs were established under a law for ‘import
promotion and domestic investment'.

NEW MARKET BARRIERS?

As old barriers to foreign competition in Japan are removed, new ones may take their
place. The most recent economic revitalisation measure, the five-year Specific
Measures Law to Promote Business Reform for Specific Industries, announced in the
second half of 1996, applies to over 200 industries including manufacturing, mining,
retail and wholesale industries. It offers wide-ranging benefits including:

=  subsidised capital from Japan’s Development Bank and the Industrial Structure
Improvement Fund

e tax exemptions

=  concessionary treatment under the Factory Land Law and cuts to real estate
acquisition tax

e grants to promote employment stabilisation and job training by local
governments

= cooperation with educational institutions to promote research and
development through tax concessions and low interest loans

e introduction of stock options to motivate and improve the quality of
executives.
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As a safeguard, the legislation provides for relevant business reform plans to be sent
to the FTC to ensure they are compatible with international arrangements.
Nevertheless, the significant subsidies and government intervention implied under
the Specific Measures Law raises concern that bureaucratic power and discretion may
not be reduced significantly in the short to medium term.

THE MARKET IS OPENING, ACCESS IS IMPROVING

Japan’s formal protection through tariff and core nontariff barriers does not make its
market more difficult to access than those of the EU or USA. Indeed, the Japanese
Government has introduced many measures to actively promote imports and foreign
participation in its markets. However, Japan’s regulatory environment presents a
significant obstacle for foreign companies. Over-regulation, a lack of transparency
and excessive bureaucratic discretion in decision making, all make it a difficult
market for new domestic and foreign entrants. An important step will be to break the
strong link between the public and private sectors and delineate a more appropriate
government role in the economy.

The Japanese economy continued to evolve structurally during the first half of the
1990s. While the pace of change has been brisk considering the recession, it has
lagged behind the business community’s expectations. Even with the strong domestic
pressure for deregulation, the bureaucracy is generally reluctant to reduce
significantly its market intervention. This has provoked public dissatisfaction,
particularly as the bureaucracy is now often perceived to be self-seeking.

Government efforts to reduce the regulatory drag on the economy have improved
efficiency. However, excessive regulation and weak enforcement of antimonopoly
provisions still impede many sectors. Although Japan’s market is now more open and
easier to do business in, remaining vested interests will necessitate continued
pressure from consumers, industry and foreign governments for free and fair
competition. Nevertheless, strong support from the Hashimoto Government
provides the prospect of faster reform in the last years of this decade.
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A Decade of Unfolding Regulation in Japan

Date Name

Major measures

Comments

Nakasone Government

1986 Maekawa Report

Hosokawa Government

Sept 1993 Emergency

economic stimulus
package

Sept 1993  Interim Report on

Deregulation

Feb 1994

Hata Government
June 1994

Murayama Government
July 1994

Offered recommendations for
long-term structural reform.

Proposed deregulation as one
of three elements of package -
94 regulations to be eased in
four main areas: increasing
business opportunities,
enhancing competition,
promoting imports, reducing
paperwork.

Recommended abolishment of
all regulation ‘in principle’
and establishment of an
Administrative Reform
Promotion Headquarters
chaired by the Prime Minister
(established January 1994).

Deregulated 250 items over
short term, with additional
531 items to facilitate the
coordination and streamlining
of various procedures such as
submission of natifications and
reports.

Proposed bureaucratic reform.

Listed 279 items for
deregulation focussing on real
estate, access to markets by
foreign and Japanese
companies, information and
communications, financial
services.
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Noted as beginning of period
when attempts to deregulate
the Japanese economy
gradually gathered
momentum.

Criticised for insufficient
measures and some items
already were announced or
deregulated.

Used words ‘in principle’ -
interpreted as weakening the
recommendations. Criticised
for business leaders and
academics not being involved
enough.

Offered impressive number of
reforms; however, many were
no more than an effort to
reduce overall number of
regulations by combining
them.

Drafted proposal to abolish,
privatise or otherwise reform
special government
corporations which met with
hostile reaction from
bureaucracy; final report
failed to note a single special
corporation in need of review.

Noted some items were from
recommendations of Keidanren
package of 196 proposals
submitted to the government in
May 1994. Described as the
most substantial move forward
in several years. However,
many items left for medium-term
resolution, including abolition
of LSRSL.
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Appendix 8.1 (Cont.)

Date Name Major measures Comments
Oct 1994 Convened Administrative Aimed to incorporate private
Reform Committee (ARC) under sector suggestions into five-
LDP coalition government. year deregulation and import
program. Specifically: to
simplify standards and
certification procedures for car
parts and provide preferential
tax treatment for inward FDI.
Jan 1995  Interim Listed 500 areas for Categorised only 117 areas
deregulation deregulation out of total 1 800 as substantive steps; no
report of ARC requested. timeframe given for
implementation.
Mar 1995 Deregulation Indicated 1 091 measures in Repeated many items from
Action Plan (DAP) ten major sectors aimed at previous announcements. The
creating an internationally 700 new items were of no
open economy. Included great consequence and lacked
annual reviews and ongoing implementation detail. The
consultation with trading package was criticised for
partners. Initially was to be lacking substance.
implemented over 5 years,
then reduced to 3 years.
July 1995  Annual Report on Aimed to give the public a Work begun under Hosokawa
Deregulation true and clear picture of Government. Criticised for not
deregulation process. First describing regulations in
such report released by simple terms or explaining
Economic Planning Agency. why so many regulations
remained.
Nov 1995 ARC deregulation Offered 53 proposals for Acknowledged for adding to

report

Hashimoto Government
Mar 1996 Revised DAP

July 1996  White Paper on
the Current State

of Deregulation

revising the government’s
ongoing deregulation plan.

Added 569 measures (and 1
extra sector), bringing total to
979. Announced that 818 of
original DAP measures
partially or wholly
implemented. Competition
policy to be strengthened.

Management and
Coordination Agency
examined effects of
deregulation on 13 sectors.
Reaffirmed commitment to
deregulation in face of
mounting criticism from
business about slow pace of
reform.
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debate on deregulation but
criticised as not offering
enough to consumers,
especially on failure to
recommend abolishment of
LSRSL

Contained potentially useful
deregulation in
telecommunications and
financial services but criticised
as falling far short of ambitious
deregulation, especially in its
failure to abolish LSRSL.

Reported that deregulation had
a positive effect on a range of
business activities. Of 655
deregulation requests from
private sector in JFY1995, 119
had measures taken (18 per
cent) with a further 54 under
review. Suggested continuing
bureaucratic reluctance to
respond to private sector
requests.
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Appendix 8.1 (Cont.)

Major measures

Comments

Date Name

July 1996  EPA proposal for
priority areas for
deregulation

Nov 1996 Financial sector ‘Big
Bang’

Jan 1997  Hashimoto’s

agenda for reform

April 1997 Revised DAP

Highlighted five priority areas
for deregulation: information
and telecommunications,
distribution, finance, land and
housing, and labour. Medical
care and welfare added.

Represented a landmark
proposal to reform Japan’s
financial sector by 2001. Set
clear markers for the reform of
important parts of the system.
Aimed to ensure free and fair
operation of financial markets
and to make Tokyo a global
market.

Set six priority areas for
reform: fiscal structure;
education; social security;
economic structure; financial
system; and administration.

Final annual review of DAP.
890 new measures added,
brought total to 2823,
covering all sectors of
economy. The deregulation
process accelerated by a new
requirement that government
advisory councils examining
potential deregulatory
measures conclude discussions
by September 1997.

Noted as important step in
creating deregulation
momentum. Attempted to break
link between political
leadership and bureaucratic
organisations. Estimated 4.3
million jobs could arise from
reform in the six sectors.
Hashimoto upgraded proposal
to ‘Cabinet Priority Measure’.

Received generally positive
reaction, though criticised for
the long implementation
period. In March 1997 some
suggestion the end date for
reform may be brought
forward to 1999. Seriousness
of the Big Bang questioned in
April 1997 following rescue of
Nippon Credit Bank.

Gave Hashimoto opportunity at
opening of Diet to outline
agenda for reform of Japanese
economy, to reaffirm
commitment to reform and
warn against ‘slackening or
postponing the pace of
reform’.

Criticised by some private
sector commentators as lacking
in substance, but Japan’s
business leaders generally
positive. Key business
organisations stressed the need
for effective implementation
and further promotion of
deregulation. Useful progress
in agriculture, housing and
legal services.

Notes:

LDP: Liberal Democratic Party; LSRSL: Large Scale Retail Store Law.
Sources: Department of Foreign Affairs and Trade, 1997; George-Mulgan, 1996.
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EPA: Economic Planning Agency; FDI: Foreign Direct Investment; JFY: Japan Financial year (April to March);
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Appendix 8.2

USA-Japan Trade Arrangements

Date of
initiation

(expiry date)

Product/service

Arrangement

Measures taken

I. Arrangements and measures affecting exports (Voluntary Export Restraints)

(July 1993)
1962
(Dec 1994)

1964
(Dec 1994)

1981
(Mar 1994)

1986
(Dec 1993)

1992

(within 7 years)

Ball bearings
Metal flatware
Pottery and
chinaware

Passenger cars

Machine tools

Fibre

na

na

na

na

Arrangement concerning
trade in certain machine
tools

na

Il. Arrangements and measures affecting imports

1. Trade liberalisation and deregulation

1986

1988

June 1990

Oct 1994

Feb 1995

July 1995

Medical equipment
and pharmaceutical
products

Beef and oranges

Wood products

Insurance

Financial services

FDI in Japan

Report on Market Opening
Sector Selective. Talks on
medical equipment and
pharmaceuticals

na

Measures to be taken by
the Government of Japan
relating to wood products

Measures by the
Government of Japan and
the Government of the US
regarding insurance

Financial services
agreement between both
governments

Agreement between
governments on inward FDI
and buyer-supplier
relations
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Restricted exports to US market
Restricted exports to US market
Restricted exports to US market
Restricted exports to US market

Restricted exports to US market

Relaxed legal approval system
and tariff revision

Abolished import quotas and
tariffication

Relaxed standards and revision
of tariff category

Increased both governments’
market access of foreign
insurance suppliers’
intermediaries

Allowed foreign investment
advisory companies to compete
in Japan for the management of
public pension assets for the first
time, and for larger share of
corporate pension assets. Japan
also liberalised corporate
securities market and cross-
border financial transactions

Promoted increased foreign
business presence in Japan and
encourages stronger links
between Japanese buyers and
foreign suppliers
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Appendix 8.2 (Cont.)

Arrangement

Measures taken

Procedures to introduce
supercomputers

na

Measures related to
Japanese public sector
procurement of computer
products and services

Improvement measures on
NTT procurement
procedures

Date of Product/service

initiation
(expiry date)

2. Public procurement procedures
June 1990 Supercomputer
June 1990 Satellites
Jan 1992 Computer products

and services
Dec 1992 Telecommuni-
cations equipment
Jan 1994 Public works

3. Import facilitation

Sept 1990 Amorphous metals

June 1991 Semiconductor
products

Jan 1992 Automobile parts

Jan 1992 Glass products

Action plan on reform of
the bidding and
contracting procedures for
public works

Joint announcement

Semiconductor products
arrangement

Global partnership plan of
action

Global partnership plan of
action
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Streamlined procedures and
improved transparency

Streamlined procedures and
improved transparency

Streamlined procedures and
improved transparency

Streamlined procedures and
improved transparency

Streamlined procedures and
improved transparency

Established evaluation method
based on economic efficiency
and encouraged purchase of

amorphous metal transformers
by Japanese utilities

Improved market access through,
inter alia, development of
foreign semiconductor design-
ins, avoidance of injurious
dumping through antidumping
measures

Japanese auto manufacturers
announced would increase part
imports and government
indicated it would promote
design-ins and assist sales
missions

Government offered
encouragement for establishing
internal antimonopoly act
compliance programs by the
private sector, and for
establishing buyer-supplier
relationships with foreign
producers
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Appendix 8.2 (Cont.)

Date of Product/service Arrangement Measures taken
initiation

(expiry date)

April 1992  Paper products Measures to increase Provided government
market access in Japan for encouragement for establishing
foreign paper products internal antimonopoly act

compliance programs by the
private sector, and for
establishing buyer-supplier
relationships with foreign
producers

Nov 1994 Telecommunications Measures on Japanese Streamlined procedures and

products and public sector procurement  improved transparency
services of telecommunications

Nov 1994 Medical technology = Measures related to Streamlined procedures and

products and Japanese public sector improved transparency
services procurement of medical

technology products and

services

Jan 1995 Flat glass Measures by the Increased market access for
government of Japan and  competitive foreign flat glass;
the government of the USA  efforts by manufacturers to
regarding flat glass export to Japan

July 1995 Civil aviation Accord between two Offered access for Federal

August 1995

March 1996

governments

Automobiles and

auto parts governments

Civil Aviation
governments

Accord between both

Accord between both

Express to the Japanese market
from its regional hub in the
Philippines

Eliminated unnecessary and
burdensome regulations placed
on foreign auto parts. Provisions
for measuring anticipated
increase of US cars in Japan

Relaxed restrictions on air cargo
services

Il. Broader Arrangements Affecting Imports, Exports and Production

Jan 1986

Jan 1992

Structural issues

Structural issues
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Market Opening Sector
Specific (MOSS) talks

Structural Impediments
Initiative (SII) talks

Focused on telecommunications,
electronics (with separate
semiconductor negotiations),
forest products, medical
equipment and pharmaceuticals.
USA achieved many of changes
sought. Examples: Japan to
implemented tougher intellectual
property rights for electronics
and accepted foreign test data
for most pharmaceuticals

Japanese measures: amended
Large Scale Retail Store Law;
Antimonopoly Act and Corporate
Law; enacted Administrative
Procedures Law

US measures: committed to
budget deficit reduction
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Appendix 8.2 (Cont.)

Date of Product/service Arrangement Measures taken
initiation
(expiry date)
July 1993 Structural issues Framework for a new Committed Japan to address

economic partnership

major barriers in five defined
areas: government procurement;
regulatory reform and
competitiveness; other major
sectors; economic harmonisation;
implementation of existing
arrangements and measures.
Japan committed to reduce its
current account surplus as a
percentage of GDP

Note: na: Not available.

Source: General Agreement on Tariffs and Trade, 1995, p. 21; United States Trade Representative, 1996.
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Appendix 8.3

The Ehime Foreign Access Zone (FAZ), one of the first in Japan, is situated close to
the airport and seaport of Matsuyama, the largest city in Ehime Prefecture, Shikoku.
(See map in Chapter 10 - Regions.) The Ehime FAZ aims to:

« revitalise the local economy by creating new employment opportunities,
increasing the efficiency of the distribution system and immersing the local
business community in a more competitive, international environment

= increase imports, especially of raw materials from Pan-Pacific countries for
further processing, value adding and sale in Japan.

Capital invested in the Ehime FAZ Company was ¥3 427 million. Around
60 per cent of this capital came from the prefectural and local governments and the
Ministry of International Trade and Industry (MITI); the remainder came from
private investors (with an average investment of ¥10 million to ¥50 million). In
1996, the company employed 47 people, 42 of whom were seconded from other
companies which continued paying their salaries.

The Ehime World Trade Centre, known as Item Ehime, and Ehime International
Logistics Terminal, known as I-Lot, are the two main components of the Ehime FAZ.
The Ehime Government built Item Ehime, which opened in 1996, and the FAZ
company manages it. I-Lot is an integrated bond site. The cost of building this site
was ¥3 400 million, of which ¥940 million came from the Ehime Government, the
remainder came from other levels of government and the private sector. Some offices
at Item Ehime also belong to I-Lot.

The Ehime Government actively promotes its FAZ, providing nearby vacant land for
lease to companies involved in importing, especially processing firms. Tax incentives
and grants from the different levels of government assist companies relocate. Both
the Ehime and Matsuyama Governments contribute to the costs of holding trade
exhibitions and sending missions overseas.

By 1996, its third year of operation, the Ehime FAZ company was still not profitable.
Although activity in Matsuyama port had increased, economic activity and interest
in internationalisation had not changed notably. The small market makes it difficult
for potential exporters to fill containers destined for Ehime. The Ehime FAZ
Company therefore encourages exporters to share containers. It also tries to match
Japanese with foreign business interests.

While the Ehime FAZ initially focused on China and the Republic of Korea,
Australia is one of its most recent interests. In February 1997, the Governor of
Ehime, Sadayuki lga, led a trade delegation of 30 business representatives to Sydney
to meet Australian companies active in building materials, processed and fresh food,
cut flowers, furniture and car components. Kakadu Traders, Marbletrend Bathrooms,
Emerald Export and George Weston Foods were some of the 60 companies that met
directly Japanese business representatives, without using a trading company. Several
building companies were asked to quote prices on kit homes, which could lead to the
development of the first Australian housing development in Ehime Prefecture.
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Chapter 9

Long characterised by excessive regulation and protection, high land costs, public
tolerance of the highest prices among member countries of the Organisation for
Economic Cooperation and Development (OECD), notorious inefficiency and
support for the status quo, Japan’s distribution system is changing radically.
Consumers have unprecedented choice; companies have unprecedented challenges
and opportunities. Although the fragmented, multitiered traditional system is
becoming more streamlined and modernised, persistent efforts will be required to
achieve improved efficiency and liberalisation.

In the past ten years, key factors driving change in the distribution system have
included:

e growing market access pressure from overseas, preeminently the USA,
providing vital impetus for deregulating the distribution sector

= the 1992 to 1995 recession, which heightened consumer price consciousness
and forced manufacturers, wholesalers and retailers to compete by cutting costs
and reducing prices

« the appreciation of the yen from 1985 which led to rapid import growth,
intensifying and diversifying competition.

Notable results are that:

-  fierce competition is forcing weaker firms out of business or into mergers

= the number of retail and wholesale firms is shrinking, while the average size of
firms is growing

=  both domestic and foreign firms are restructuring their distribution channels,
and the distribution system is flattening out

= continuing technological advances are increasing the gap between large and
smaller firms, the latter finding it difficult to invest in new technology

= large retailers are challenging manufacturers for control of the distribution
system, especially through control of the price chain

= retailers and wholesalers are increasingly expanding offshore to source cheaper
products and take advantage of emerging opportunities, primarily in Asia.

The Japanese distribution system is being transformed, offering more choices and
lower prices for consumers, and more opportunities for domestic and foreign firms.
However, the patterns of deregulation and change have been largely reactive. The
real challenge lies in Japan’s taking a more proactive approach in setting priorities for
reform and change in the distribution sector.
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This chapter explores how reforms in the distribution system are influencing
competition, prices, choice and channels. It also assesses prospects for further
change.

HIGHLY COMPLEX TRADITIONAL SYSTEM

The Japanese distribution system has long been unusual among OECD countries
because of its multiple tiers and players, with their tight vertical links.t Until the
19905, a stark contrast existed between the Japanese system and the much flatter and
more competitive distribution systems that had evolved elsewhere.

Japanese feudal commerce was based on numerous specialised trade organisations
separated by product type or artisan skill. Highly segmented vertical distribution
channels dominated each area of trade,? with interpersonal relationships and
loyalties playing a strong part in business connections. Until recently, Japan’s
postwar distribution system was similarly complex and multitiered. Each tier
comprised hundreds of thousands of mostly specialised companies: manufacturers;
primary, secondary and tertiary wholesalers; and retailers. The vast majority were
very small. Close associations and interfirm loyalties connected numerous vertical
specialised distribution channels, an important link contributing to continuity of the
system.

The merchant-wholesalers dominated Japanese commerce from the early
seventeenth century to the end of World War 11. They controlled most warehousing
and transport and financed most transactions within the distribution system. They
became the primary entrepreneurs between producers and consumers (Kikuchi,
1994, p. 12). They financed the early manufacturers and reinforced their interest by
distributing the manufacturers’ products. They also wielded control over small and
medium-sized retailers by providing the means of distribution and finance.

In the postwar period, manufacturers took over leadership of the distribution system
because:

=  the large-scale government financing and channelling of national savings
targetted manufacturers

=  manufacturers led product development
= large-scale manufacturing grew with automated mass production
= mass marketing developed through new media, especially television

= manufacturers liberated themselves from the wholesalers’ control, by selecting
their own wholesale agents and building up their own marketing channels

B France also has a fragmented distribution system, with similar numbers of wholesalers and retailers,
although not as extensively vertically integrated as the Japanese system (OECD, 1995).

2 The za of the twelfth to sixteenth centuries were feudal guilds of artisans or merchants, separated by
product type. The kabu-nakama of the seventeenth to nineteenth centuries were specialised, closed
unions with trade monopolies in their respective areas of business. Similar exclusive unions operated
from the late nineteenth into the mid-twentieth century (Kikuchi, 1994, pp. 10-12).
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< many large manufacturers established their own affiliated stores, bypassing
wholesalers. Some allowed such stores to stock only their products, with very
little autonomy in pricing or other matters.

WHOLESALERS IN THE POSTWAR PERIOD

Most of Japan’s primary wholesalers (around 230 000 in the early 1990s) are
relatively old firms with historical ties to particular manufacturers. The top
several hundred are generally referred to as Class A wholesalers and include
all the large trading houses. The secondary wholesalers (300 000 to
400 000 registered and unregistered) have traditionally bought from the
primary wholesalers and sold to both large retail outlets and a vast network of
subwholesalers who service the hundreds of thousands of tiny shops and stalls
throughout the country. While many secondary wholesalers are sizeable, they
have generally not been able to buy directly from manufacturers because of
the primary wholesalers’ exclusive rights. Most of the 300 000 or so registered
and unregistered tertiary wholesalers are very small specialised operators using
small trucks and even bicycles to service small retailers (Kikuchi, 1994, p. 12).

Price control was the key factor in manufacturers’ dominance of the postwar
distribution system. This was asserted through an intricate system of rebates which
gave all players a share of the profits. The traditional distribution system favoured
multiple specialised firms and highly segmented sales channels. Extensive regulation
of specific industries and products through licensing and permit systems, taxation,
administrative guidance and other measures protected small and medium-sized
wholesalers and retailers.

The key legislation supporting this policy was the Large-Scale Retail Store (LSRS)
Law, enacted in 1974 to contain the fast growth of department stores and
supermarkets (Terada, 1994). The LSRS Law instituted a lengthy (up to ten years)
and complicated approvals process to establish and expand large retail outlets
(involving application for 42 licences stipulated under 19 different laws).

IMPACTS ON EFFICIENCY

Extensive protection, regulation, multiple tiers and marked product segmentation,
close vertical associations and loyalties, and rigid pricing discouraged competition
and change. As a result, consumers had limited choice of prices and products. With
manufacturers selling goods on consignment and allowing the return of unsold items,
wholesalers and retailers were protected from losses and had little incentive to
determine what customers really wanted to buy. All this contributed to overall
inefficiency and higher costs.® The President of Daiei, Japan’s largest supermarket
chain, once described Japan’s traditional distribution system as doing ‘little more

3 View of Nobuyuki Ohta, a retail analyst and Chairman of the Council of Fashion Designers, reported in
Nikkei Weekly, cited in Australia-Japan Economic Institute Economic Bulletin, 1995, p. 8.
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than performing an inventory control function, quietly buying up (domestic)
manufacturers’ production’.*

This, combined with the large number of retail stores and low labour productivity in
the sector, produced the highest prices among OECD members (OECD, 1995, pp.
82-118). Japanese prices steadily rose from 30 per cent below the OECD average in
1960 to 50 per cent above the average by 1993. Although prices have fallen (kakaku
hakai: ‘price destruction’) since mid-1994, and the currency has depreciated since
mid-1995, Japan continues to have the highest overall prices in the OECD. High
income only partially explains this phenomenon (Ariga and Ohkusa, 1994).

Japan’s higher prices originate in the distribution channel (OECD, 1995). Surveys of
factory gate prices revealed Japan’s differentials with the USA and Germany to be
only 14 and 3 per cent, respectively. Yet, final sales prices were 50 per cent dearer in
Japan than in the USA in 1994, and 35 per cent dearer than in Germany. Services
and inputs such as international air freight, telephone calls, financial transactions
and energy also cost 30 to 150 per cent more in Japan than in the USA and Germany
(OECD, 1995). Largely because of price rigidities in the system, consumers
benefitted little from the large rise of the yen in the late 1980s, from ¥238:US$1 in
1985 to ¥141:US$1 in 1990. (See Chapters 4 - Macroeconomics and 5 - Trade.)

Restricted entry of foreign manufactures and nonbulk foods further limited choice
and competition (Saxonhouse, 1993). Even with lower tariffs, the closed distribution
system ensured that imported goods cost at least the same as local goods, restricting
the number of wholesalers and retailers willing to handle them.

REFORMS AND FORCES FOR CHANGE

Since the 1980s, however, far-reaching changes in the distribution system have
injected greater competition and consumer choice.

Factors contributing to regulatory and market-driven reform (see Chapter 8 - Market
Access) include:

= US pressure to deregulate large-scale retail stores, licensing and other areas

= the massive yen appreciation since 1985 and the recession of the early 1990s.
These led to substantially higher imports, placing considerable cost pressures
on companies. Consequently, suppliers and distributors were urged to produce
savings, leading to more streamlined distribution networks

- the recession-enhanced awareness of the need for further economic reform in
the distribution system

= prominent Japanese businessmen championing change in the retail sector,
affecting the whole distribution system

« the dramatic post-bubble decline in land prices lowering entry and operati