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Japan’s impressive growth from a war-
devastated nation in the 1950s to a major
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GAO found that Japanese industrial poli-
cies have changed significantly over timein
response to changes in the international
and domestic economies. The flexibility of
such policies may, in fact, be the key to the
apparent success of industrial policy in
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This report deals with the evolution of
industrial policies in Japan in both macro-
and microeconomic terms and presents
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puters, robotics, aircraft, shipbuilding, and
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As you requested, this report provides an analysis of Japanese
industrial policy. It discusses the formulation and content of
Japan's macroeconomic policies, specific industrial programs which
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COMPTROLLER GENERAL'S INDUSTRIAL POLICY:
REPORT TO THE CHAIRMAN, JAPAN'S FLEXIBLE
JOINT ECONOMIC COMMITTEE APPROACH

The interest in Japan's approach to industrial growth
centers around its apparent success in developing speci-
fic industries with good world market prospects and
shifting resources out of contracting industries.

The Chairman of the Joint Economic Committee requested
that GAO analyze Japanese industrial policy to explore
the contribution of macroeconomic policy to industrial
growth and to identify those industrial policies which
support growing industries and those which assist de-
clining industries to adjust. GAO looked at these poli-
cies as implemented in the computer, aircraft, robotics,
shipbuilding and textile industries. GAO found that
Japan's industrial policies and the instruments used

to implement them have changed significantly over time
in response to changes in the domestic and international
economy .

HOW DOES THE GOVERNMENT ENSURE SELECTED
INDUSTRIES' ACCESS TO INEXPENSIVE CAPITAL?

In the face of widespread industrial destruction and
critical shortages of capital following World War I1I
and the Occupation, Japan undertook restructuring of
its economy by encouraging and facilitating investment
in industries considered basic to an industrialized
economy. During most of the post World War II period,
interest rates were kept artificially low, so demand
for loanable funds exceeded supply. The government
rationed available funds through direct lending from
Japan's central bank to the city banks and, in turn,

to companies in order to encourage, or conversely dis-
courage, investments in certain designated industries.
Thus, steel, autos, and shipbuilding in the 1950s and
1960s and electronics and machinery in the 1970s re-
ceived funds while service industries did not. Such
credit rationing is today less effective in influencing
the pattern of industrial growth. This is due primarily
to the financial success of these industries and their
consequent ability to finance activities out of retained
earnings rather than depending on government funding,
and the growth of alternative financing sources.

(See pp. 7 to 14.)
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HOW HAVE HIGH PERSONAL SAVINGS
BEEN CHANNELED TO SUPPORT INDUSTRIAL GROWTH?

Significant amounts of personal savings have been
deposited in savings accounts operated through
Japan's post offices, referred to as the postal
savings system. The government, through the Fiscal
Investment and Loan Program, Japan's "second" budget,
directs the postal savings and pension systems to
financial intermediaries, such as the Japan Develop-
ment Bank, which make loans to targeted industries.
These loans have served as a signal to the private
financial sector, which in turn has channeled personal
and corporate savings into these same industrial
sectors. Since about the mid-1970s, the government
has found it needs to commit more of its resources

to non-growth-promoting purposes to assist a number
of structurally depressed industries and ensure the
quality of life of an increasingly aging population.
This is not to say that support for industrial growth
has ceased; today support is geared to developing and
diffusing technologies to improve productivity and to
contribute to high value added, resource conservation,
pollution control, and social welfare. (See pp. 15 to
22.)

IS ECONOMIC PLANNING AN IMPORTANT
CONTROL MECHANISM?

Macroeconomic planning consists of setting projections
of economic growth and general goals for the economy,
while microeconomic planning consists of determining
the resource needs of major industrial sectors based
on macroeconomic forecasts and goals. Planning cen-
ters around building a consensus to provide a common
direction for business, government, labor, and con-
sumers. Until the mid-1970s, that direction was
toward achieving high economic growth. Since then,
however, several factors have weakened the consensus
supporting high economic growth, most notably those
discussed in the previous section. These factors
are playing a larger role in the consensus building
and planning process. (See pp. 22 to 28.)

DOES GOVERNMENT CONTROL
INDUSTRIAL DEVELOPMENT?

Japan succeeded through the early postwar period
in marshalling an impressive array of industrial
policy instruments to foster investment-led growth.
Through the mid-1960s, the most powerful of these
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were controls imposed on economic activity through
the Foreign Exchange and Foreign Trade Control Law.
Through its rationing of foreign exchange, the gov-
ernment was able to control the types and volumes of
imports needed for industrial reconstruction and to
protect and strengthen Japanese domestic industry by
reducing foreign competition. Significant financial
support for industrial development coupled with ex-
tensive controls over trade and capital flows char-
acterize the foundation upon which Japan grew to be
an economic power. (See pp. 29 to 38.)

In the mid-1960s and throughout the 1970s, as the
Japanese economy began to grow, Japan began to
dismantle many of these industrial policy tools

in response to pressure from its major trading part-
ners. This process, however, has in some instances
been slow in materializing, particularly with refer-
ence to trade barriers. In numerous instances, while
access to the Japanese market was effectively restricted,
Japanese industries made significant inroads into
foreign markets. Successive rounds of the Multilateral
Trade Negotiations have reduced or eliminated tariff
barriers; today, however, non-tariff barriers such as
product testing, standards, etc., have become more
troublesome in all countries' trade relations.

(see pp. 40 to 44.)

As trade and investment laws changed, the Ministry

of International Trade and Industry (MITI) lost a
major source of its power over industry--the foreign
exchange allocation. Moreover, as key industrial
sectors have gained internal financial strength and ac-
cess to domestic and international capital markets,
MITI's direct influence and control over the direction
and course of industrial development has waned.

(See pp. 46 to 48.)

DO JAPAN'S INDUSTRIAL POLICIES ASSURE
SUCCESS AND HIGH GROWTH?

Today the emphasis of government support has shifted
from heavy industries to sophisticated technology tar-
gets; industries are assisted in developing and dif-
fusing, throughout the economy, technologies that
contribute to high value added; productivity, and
resource conservation. These include the computer,
robotics and aircraft industries among others.
Industrial policy programs for growing industries

Tear Sheet
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are implemented after extensive discussions between
the government and groups representing industry and
other interests. (See pp. 49 to 52.)

Direct subsidies to joint government-industry research
and development programs are widely used instruments
of government assistance for technology development, as
are tax and leasing programs for technology diffusion.
These mechanisms work through incentive rather than
control so the government has less direct influence
over industrial development than it had during earlier
periods. Significant obstacles hamper the success

of government policies in each growth industry we
reviewed. For example, development of leading-edge
computer technologies presents new risks for the
government and computer companies. Robotics manu-
facturers face an as yet undefined and undeveloped
market at home and abroad, and development Of new
commercial aircraft and aircraft engines has become

a task too costly for one company or one country to
undertake. Japanese companies, like those in other
countries, need to participate in international

joint ventures. The working relationship between

the government and industry is not as close as

it once was, and the trend toward less direct gov-
ernment influence over industrial development may
continue. (See pp. 53 to 65.)

HAS JAPAN SUCCESSFULLY ASSISTED
ITS NON-COMPETITIVE INDUSTRIES 1IN
ADJUSTING TO DECLINE?

Rising labor costs, yen revaluations, sluggish world
demand, lower priced products from Southeast Asia,
increased raw materials and energy costs, and foreign
market import restrictions have all contributed to
severe economic disruptions for some Japanese industries.
The government has attempted to assist these declining
industries to adjust to new circumstances by providing
incentives to scrap excess production capacity. The gov-
ernment also assists workers in these industries

through a number of unemployment and reemployment
programs. (See pp. 66 and 67, 75 and 76.)

In 1978, the Structurally Depressed Industries Law was
passed to address some generic problems of decline.
Different mechanisms are used for short- and long-term
problems. The thrust of the government's current finan-
cial assistance is to small- and medium-sized firms.
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Larger firms are expected to adjust on their own as
well as assume some of the burden of assistance to
small and medium firms. Not unlike the United States,
the Japanese Government has found that often political
reality significantly constrains the formulation and
implementation of economically rational decisions to
phase industrial sectors out of the economy.

(See pp. 67 to 72.)

Conflicts have arisen between government and industry,
and between firms within an industry, in setting prior-
ities and implementing "stabilization programs." His-
torically, high growth rates and a mobile and variable
labor force have helped to ease the adjustment process;
today's slower growth has made this process more dif-
ficult. (See pp. 73 to 76.)

Nevertheless, adjustment of declining industries has
occurred, although the long-term success of this
adjustment process may be questioned. 1In a slow
growth environment, recognizing that emerging indus-
tries can ease adjustment problems of declining in-
dustries and coordinating programs to assist resource
shifts from declining to emerging industries are key
elements of Japan's "positive adjustment" policy.
(See pp. 76 and 77.)
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CHAPTER 1

INTRODUCTION

In 1945 Japan faced an uncertain economic future, confront-
ing wartime destruction and an Occupation 1/ attempting to re-
structure the political and economic fabric of the nation.
Japan's phenomenal growth since World War II has sparked the
interest of many industrialized countries facing increased com-
petitiveness from newly industrializing countries and from Japan.

This report assesses the role of industrial policy in Japan's
postwar economic achievements in the context of the specific mech-
anisms employed, the more general context of macroeconomic fiscal
and monetary policies, and the economic planning process.

HISTORICAL OVERVIEW

At the time of its surrender in August 1945, Japan was faced
with inflation, shortages of food and energy, a standard of liv-
ing that had declined to pre-World War I levels, and the wartime
destruction of its cities. The Occupation authorities pursued
a policy of "economic demilitarization."”

U.S. policy toward Japan shifted with the burgeoning Cold
War. Facilitating Japan's economic recovery with an eye to creat-
ing an Asian "bulwark against Communism" became increasingly im-
portant to the United States. By 1948 some of the more stringent
economic measures of the early Occupation years had been moder-
ated, and in 1949 the United States instituted a series of eco-
nomic stabilization policies including the balanced budget
principle. It was the Korean War, however, that spurred the
beginnings of Japan's recovery through the foreign exchange
income earned from U.S. Army expenditures and the corresponding
expanding investments in industrial plant and equipment.

Japan regained its independence in April 1952. 1In the fol-
lowing years, Japan achieved an impressive rate of economic
growth and demonstrated increasing international competitiveness.
Table 1 shows real and nominal growth of Japan's gross national
product (GNP) since World War II.

MANAGING THE ECONOMY: BASIC ECONOMIC
TOOLS DEFINED

To assess the role of industrial policy and the resiliency
of the economy since 1973, it is necessary to define terms and
to show the relationship between monetary, fiscal, and industrial

1/This refers to the occupation of Japan by U.S. defense forces
following Japan's surrender in 1945 until Japan regained its
independence in 1952.



Table 1

Nominal and Real GNP Growth in Japan

Fiscal
Year
(note b)

1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980

a/ Real figures based on market prices in calendar

(note a)

Nominal Real

GNP GNP

(Yen -~ billions)
5,680 21,361
6,516 23,780
7,695 25,605
8,000 26,315
9,064 29,159
10,174 30,952
11,501 33,366
12,050 35,353
13,914 39,298
16,571 44,213
20,298 50,171
22,146 53,385
26,167 60,071
30,328 66,445
33,550 70,231
39,452 78,204
46,176 86,852
54,689 98,162
64,851 110,030
75,092 119,126
82,726 125,455
96,424 137,678
116,636 144,970
138,045 144,663
151,797 149,807
170,290 157,482
188,804 165,774
206,867 174,361
222,702 183,993
240,466 191,032

year 1975.

Growth Rates

Nominal

O~NAVNOBHOAN

@ 3O

(percent)

Real

p—
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-

P P o
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VN WHANONWWHORBSNIOWMBUMIANND OO FOWOWJW

b/ Japan's fiscal year runs from Apr. 1 to Mar. 31.

Source:

Compiled on the basis of Bank of Japan data.



policies and indicative economic planning. Industrial policy
is directed by the Ministry of International Trade and Industry
(MITI), indicative planning by the Economic Planning Agency,
and monetary and fiscal policy by the Ministry of Finance and
the Bank of Japan, Japan's central bank.

Macroeconomic management: monetary
and fiscal policies

Monetary and fiscal policies are essentially demand manage-
ment tools of the government. Generally, the U.S. Government
uses these tools to smooth business cycles and encourage employ-
ment. Japan, however, has used them primarily to maintain equi-
librium in balance-of-payments accounts and to direct investment
funds to industry to support economic growth.

Large portions of both the general account (Japan's budget)
and the so-called second budget--the Fiscal Investment and Loan
Program (FILP)--have been allocated to industry since World
War II. 1/ Moreover, tax exemptions and allowances geared to the
development of specific industries provided impetus to industrial
growth.

Until the mid-1970s, the Ministry of Finance and the Bank of
Japan strictly regulated banking, interest rates, and bond mar-
kets. Through this regulation the government was able to set
interest rates at extremely low levels, exert a great deal of
influence over commercial bank lending policies, and control
the allocation of foreign exchange and participation in capital
markets.

-

Indicative planning

Indicative planning by the Economic Planning Agency is the
process of setting macroeconomic growth goals for the economy.
Generally, Japan's indicative plans have been directed toward
cutting back in the primary sector (i.e., agriculture) and focus-
ing on the secondary and tertiary sectors (i.e., manufacturing
and services).

The indicative plans consist of projections for growth in
trade, GNP, production, prices, consumption, government income,
expenditures, and deficits, etc. The plans discuss at length

1/The general account consists of funds obtained through taxes
and payments to the Treasury; FILP consists of funds obtained
through the Post Office savings and insurance programs, etc.

The FILP account equals roughly 50 percent of the general account
and has been a significant source of loan funds to various tar-
geted industries. (See ch. 3.)



the government's objectives and policies, the justification for
these objectives, and the implementation of the plans. The plans
serve to achieve national consensus on long-range goals and the
direction in which the economy should head. Cabinet approval of
the plans gives them further meaning in a broad national sense.

Microeconomic management: industrial policy

Industrial policy consists primarily of the mechanisms used
by government to attain various sectoral goals. The basic focus
of industrial policy is microeconomic in that it directs attention
to specific industrial sectors and attempts to identify the best
way to encourage growth or adjustment to decline of a particular
sector. Various tools employed to encourage industry to grow or
rationalize include credit rationing, favorable access to invest-
ment funds and foreign exchange, the use of rationalization car-
tels, joint research and development programs, control over
licensing of technology, use of commercial policy (e.g.,tariffs,
quotas, export controls, etc.), and administrative guidance.

The process of targeting a specific industry begins with
deliberations by MITI's Industrial Structure Council, a group
responsible for drafting MITI's long-range plans (known as MITI
Visions), and composed of representatives from government, indus-
try, labor, academia, etc. Three such plans have been issued,
covering the 1960s, 1970s, and 1980s, and outlining basic goals
to be achieved and the criteria to be used in focusing government
assistance to industry. MITI's planning is differentiated from
that done by the Economic Planning Agency in that it more specif-
ically focuses on which industrial sectors are to be targeted for
growth and how. Specific details on mechanisms for targeting are

drawn up by industry subcommittees of the Industrial Structure
Council.

Dialogue between government and industry to achieve a con-
sensus on goals and mechanisms is critical to the effectiveness
of industrial policy. The role of industry and trade associ-
ations, individual firms, ad-hoc government committees, subgroups
of the various ministerial agencies, etc. cannot be overempha-
-sized. The cooperative working relationship which develops
through government-industry interactions is equally critical to
the success of industrial policy in Japan.

OBJECTIVES, SCOPE, AND METHODOLOGY

The Chairman of the Joint Economic Committee requested that
we undertake a study of Japan's industrial policies, particularly
for the expanding computer, robotics, and aircraft industries
and contracting shipbuilding and textile industries.

To meet the objectives outlined by the Committee, we surveyed
published literature in Japan and in the United States on these
issues (see appendix for a selected bibliography) and much of the



discussion of Japan's immediate postwar macro- and microeconomic
policies is based on these published sources. In addition, we
spoke with various government agency officials, industry repre-
sentatives, and academics in both the United States and Japan to
assess Japan's current macro- and microeconomic policies. Our
data collection efforts in Japan focused primarily on recent de-
velopments in Japanese financial markets and changes in monetary
and fiscal policy tools. We held interviews with officials of
the Bank of Japan and the Ministry of Finance, various private
sector representatives, and academics to discuss these issues.
We also concentrated on recent developments in industrial policies
for the five sectors we analyzed in detail through discussions
with representatives in government, industry, trade and industry
associations, and academics.

Since World War II, the United States has been the prime
mover behind multilateral efforts to lower and eliminate barriers
to free trade. However, the United States has restricted free
trade in response to foreign competition. These actions have
proven insufficient in remedying the decline of some major U.S.
industrial sectors. Consequently, Congress has begun to ex-
plore alternative approaches for increasing U.S. competitiveness
in international markets.

The interest in Japan's approach to industrial growth centers
around its apparently successful efforts to promote the develop-
ment of certain specific industries with good world market pros-
pects and to facilitate the contraction and shift of resources
out of other industries facing stiff foreign competition.

——

In order to address those factors which we believe to be most
responsive to the Chairman's request, we have presented Japanese
industrial policy in its historical, international, and macroeco-
nomic contexts to assess the factors that influence the conduct of
such policy. We assessed how industrial policies of the immediate
postwar periocd have changed over time with changes in Japan's do-
mestic economy and the international economy. Thus, we traced
macroeconomic monetary and fiscal policies from the 1950s through
the present, emphasizing those features which have directly af-
fected the nature and conduct of industrial policy and have caused
changes in the goals, focus, and tools of industrial policy.

Our report took into account the views of various experts
from academia and industry. 1In addition, we received comments
from individuals in the Japanese Government. Because the laws
cited in this report are Japanese, the report was not subject
to GAO's normal legal review procedures. Our review was per-
formed in accordance with GAO's current Standards for Audit of
Government Organizations, Programs, Activities, and Functions.



CHAPTER 2

BENEFITS AND CONSTRAINTS OF MACROECONOMIC POLICIES

ON INDUSTRIAL GROWTH

Japanese monetary policy in the postwar years has been
viewed as a means of achieving essentially three objectives:
domestic price stability, balance of payments equilibrium,
and maintenance of appropriate levels of business activity.
Of these three objectives, primary weight, at least in the
1950s and 1960s, was given to maintaining balance of payments
equilibrium. Indeed, Japan's monetary policy has been said
to have been characterized by "extremely swift and sensitive
reaction to balance of payments developments." 1/

Within this overall context of maintaining balance of pay-
ments equilibrium, monetary and fiscal policies in Japan during
most of the postwar period were geared toward supporting and ex-
panding investment-led growth. Monetary policies were directed
toward keeping interest rates low in order to give companies
access to relatively inexpensive money to facilitate investment-
led growth. 1In its role as financial intermediator, the govern-
ment funneled much of the high savings of the household sector -
into productive investment. Moreover, fiscal authorities also
directed substantial tax revenues to growth-promoting investments.
Beginning in the early 1970s, the government's ability to support
growth through macroeconomic policies diminished.

Monetary authorities were able to support and influence
investment-led growth by rationing credit. Because interest rates
were kept below what the free market would yield, the demand for
money always exceeded the supply. Rationing was administratively
possible because the corporate sector depended on direct loans
from Japan's 13 city banks which in turn depended on loans from
the Bank of Japan. 1In addition, fiscal authorities were able to
channel budgetary funds from tax revenues and savings in the
postal savings system to the corporate sector.

A final tool of macroeconomic policy, economic planning, had
its modern aegis during the Occupation years, with the establish-
ment of the Economic Stabilization Board and the drafting of 5
and 7 year economic growth plans. The plans have generally under-
estimated the actual growth rate of the economy, but they have
provided useful guides to government and business in establishing
economic priorities.

1/U.S., Congress, Joint Economic Committee, The Japanese Financial
System in Comparative Perspective, by Eisuke Sakakibara, Robert
Feldman, and Yuzo Harada, Joint Committee Print (Washington,
b.C.: Government Printing Office, 1982), p. 50.




Changes in the international and domestic economy during the
early 1970s have had a slow but discernible effect on the con-
tinued viability of this system and the conduct of fiscal and
monetary policy. Concerns with inflation and stable growth have
become priority goals for fiscal and monetary authorities, while
financial market development and internationalization of the
economy have lessened government control.

By 1965, Japan's trade balance was in surplus to stay and
GNP was exhibiting rapid growth. During the same year, Japan
broke with its longstanding practice of having a balanced budget.
As its economy grew, Japan took on a larger role in the inter-
national community, becoming a member of the General Agreement on
Tariffs and Trade (GATT), the Organization for Economic Coopera-
tion and Development (OECD), and a signatory of Article VIII of
the Articles of Agreement of the International Monetary Fund. 1/
Along with the rest of the world, Japan had to adjust to the sys-
tem of floating exchange rates and the oil shocks of 1973-74 and
1979. Growth in Japan has slowed and, at the same time, there
has been an increasing awareness of social concerns~-the environ-
ment and the quality of life of an aging population. It was within
this framework that Japan carried out macroeconomic monetary and
fiscal policies in the 1970s. This chapter traces historically
the benefits and constraints of macro-policies on industrial -
growth.

POSTWAR MONETARY POLICY

Who conducts monetary policy?

The Bank of Japan and the Ministry of Finance have had joint
responsibility for conducting monetary policy in Japan; the rel-
ative influence of each has changed over time, based on legal and
other factors. The Bank of Japan Law gives the Ministry of Finance
the right to general oversight of Bank operations. Changes in re-
serve ratio requirements require Ministry concurrence. Discount
rate policy and open market operations are conducted independently
by the Bank, although the Ministry has, at times, had a great deal
of influence on the discount rate. Maximum interest rates on de-
posits (excluding the postal savings system) are proposed by the
Ministry and the final decision rests with the Bank of Japan.
Although the Bank controls the foreign exchange funds general
account, allocating foreign exchange for industrial develop-
ment was a strong prerogative of the Ministries of Finance and
International Trade and Industry. In general, the close coor-
dination between the Ministry of Finance and the Bank of Japan

1/ Members of the International Monetary Fund accepting the obli-
gations of Article VIII agree to avoid imposing restrictions
on international payments and to refrain from using multi-

ple exchange rates or other discriminatory currency arrange-
ments.



is an example of the consensus nature of Japanese policymaking:;
that is, the belief that monetary and fiscal policies should be
unified in their support of industry. That is not to say, however,
that consensus does not break down, as it did most notably in the
early 1970s, when increased spending by fiscal authorities came
into conflict with inflationary concerns of the monetary author-
ities. Since the 1970s, the Bank of Japan has had primary respon-
sibility for monetary stabilization policies, and the Ministry of
Finance has been primarily concerned with fiscal policies.

Tools of monetary policy

As credit allocators, the monetary authorities have a number
of tools available to conduct stabilization policies. Because of
the system in which the demand for funds was kept in excess of sup-
ply, changes in the discount rate and reserve requirements were
relatively less important as monetary policy tools than the au-
thorities' ability to allocate credit. Variations in the dis-
count rate were very small and important not in changing the
volume of loans (because the rate was always at a level at which
demand exceeded supply) but as a government signal of relatively
tight or expansive periods. Changes in the reserve requirements
were even less significant.

Open market operations by the Bank of Japan d4id not entail
trading in any "open" market. Until 1972, the Bank's activities
consisted of allocating government bonds to a syndicate of banks
at a regulated price. The small amount of government bonds (be-
cause of low government deficits) and their heavily regulated buy-
ing and selling meant "open markets" were of little importance to
the Bank in implementing monetary policy.

The final tool of monetary policy is window guidance, through
which the Bank of Japan sets aggregate ceilings on borrowings by
the banking sector. In addition, the Bank of Japan sets informal
ceilings on its lending to individual banks, based on their daily
funds positions and longer term needs. Because a stiff penalty
is imposed on bank borrowings above these allocated ceilings (the
cost of borrowing is 4 percent above the official discount rate),
banks were virtually prohibited from exceeding their ceilings
with the Bank of Japan. This setting of aggregate and individual
ceilings was important only during relatively tight money periods.

Conduct of monetary policy is based on structural
characteristics of financial system

Credit rationing

Certain structural characteristics help to explain the con-
duct of monetary policy in the postwar period until roughly the
mid-1970s. Lending policy--the rationing of credit--was in fact
the principal tool exercised by the monetary authorities as a
monetary stabilization mechanism. Japan's economy has been char-
acterized by export-oriented, investment-led growth, which has led
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to a large demand for funds by the corporate sector. High debt
leveraging, which reinforced this growth, was made possible by
interest rates held artificially low by the government. Companies
raised money from bank loans rather than through equity financing
because the cost of raising capital through loans was relatively
cheap and because international transactions were virtually pro-
hibited and domestic capital markets were highly regulated. High
debt leveraging reinforced the system of credit rationing. 1/
Access to inexpensive capital reinforced the corporate sector's
desire to invest and made long-term investments less risky.

The major lenders to these high growth companies were the
13 city banks. These banks are allowed to have a national branch
system (whereas local banks are geographically limited), and they
hold about 60 percent of their deposits from corporations.

The city banks, facing high demand from the corporate sector
and having few sources from which to raise capital, turned to the
Bank of Japan. The Bank supplied money to the economy through 4i-
rect loans to the city banks according to a set of predetermined
targets. In meeting the cash needs of the city banks through di-
rect loans, the Bank of Japan operated somewhat differently than
other central bank authorities, which affect the money supply
primarily by purchasing government securities in an open market. -
Thus, throughout most of the postwar period, the Bank of Japan
was placed in a situation where its external liabilities (loans
to the city banks) were greater than its total deposits
(primarily reserve assets). 2/

Basically, then, the corporate sector depended heavily on
the city banks for a substantial portion of its investment funds.
In turn, the city banks depended heavily on the central bank for
their loan funds. These two factors reinforced the underdevelop-
ment of capital markets and the system of credit rationing. As a

1/This dependence of the corporate sector on bank borrowings is
often referred to as overborrowing. In a detailed discussion
of this phenomenon, Yoshio Suzuki states that between 1966
and 1970, the average proportion of corporate financing from
bank borrowings was roughly 49 percent as compared with 40
percent from internal sources and 11 percent from securities
issues. This proportion of debt financing in Japan was
roughly twice as great as that in other industrialized coun-
tries. See Yoshio Suzuki, Money and Banking in Contemporary
Japan (New Haven: Yale University Press, 1980), pp. 13-14.

2/This phenomenon is commonly referred to as overloan. Because
the Bank, at least through the early 1970s, was not involved
in purchasing securities or bonds, these secondary assets did
not play a role in controlling overloan as they did in other
industrialized countries. As a result, between 1956 and 1970,
the Bank was in this overloan situation.
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result, the monetary authorities had a great deal of influence
over the allocation of credit, both over those sectors which re-
ceived credit and those which did not, and thus the implementation
of industrial policy goals.

This dependence was largely limited to the 13 city banks and
that group of large companies with the highest growth. Smaller
companies borrowed from regional or local banks whose lending
abilities were determined by public deposits and legal reserve re-
quirements. Small exporters turned for financing to the trading
companies, which were usually affiliated with one of the major
city banks.

Monetary authorities were not concerned with inflation which
was low, nor with financing a government deficit which was insigni-
ficant. Any deficits which did exist were financed through an ar-
rangement between the government and the city banks in which bonds
were allocated among the banks at preagreed terms. The small amount
of government issues, in turn, inhibited development of a market
for government securities and issue price regulations discouraged
development of secondary or repurchase markets.

To summarize, corporations with the greatest demand for capi-
tal were clients of the city banks. Because of low interest rates
available from the banking sector due to actions of the Bank of
Japan, that capital was raised through bank borrowings. The banks
in turn met the demand for loans through borrowing from the Bank
of Japan. The predominance of direct loans to supply funds inhib-
ited the development of other financial markets. Moreover, the
highly regulated and relatively inactive market for government
and corporate securities inhibited development of a secondary
bond and securities market.

Indirect financing and underdeveloped capital
markets reinforce credit rationing system

Indirect financing

Of further importance in the Japanese financial structure
was the predominance of indirect financing. Small savers, faced
with a limited number of opportunities to invest and a tax sys-
tem favoring interest on savings over individual dividends, depos-
ited their savings with either private banks or the postal savings
system. Banks used these deposits for direct loans to their cor-
porate clients.

Interest rates on bank savings deposits were determined by
the Bank of Japan and the Ministry of Finance; rates on savings
in the postal system were determined by the Ministry of Posts and
Telecommunications, and the Ministry of Finance. The Ministry
of Finance has authority to regulate the branching activities
of the city banks and has strictly controlled these activities,
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resulting in few regional or local city bank branches. Thus, the
postal savings system, with 20,000 post office branches throughout
the country, has been more convenient for individual depositors.
Moreover, postal savings have been favored by individual savers
essentially because of the de facto differential tax treatment of
interest income in these accounts as opposed to that in commercial
bank accounts.

This regulation of interest rates and bank branching opera-
tions reinforced the predominance of indirect financing and the
government's position in channeling funds from the net saving to
net investing sector. This enhanced the government's role as
financial intermediator, which in turn socialized high risk and
strengthened the government's ability to direct funds to desired
industrial sectors.

Capital markets

As noted previously, capital markets did not develop until
the early 1970s. Government deficits were low throughout the early
postwar period and the few public bond issues were allocated to a
syndicate of 13 banks at pre-agreed terms. 1/ City banks, at least
through the early to mid-1970s, were willing to accept these terms
largely because these long-term issues could be sold to the Bank
of Japan in return for credit against their individual borrowing
ceilings. Thus, during this period, characterized by excess de-
mand for capital and high city bank profit margins, city banks
found these issues desirable. Because corporate sector issues
were highly regulated by the monetary authorities and debt fi-
nancing was relatively inexpensive, few such securities were
issued. As a result, competitive price formation necessary for
development of the long and medium-term markets did not occur

because of the highly regulated nature of the market and the fact
that few issues were floated.

The short-term money market, or call market, was the only
"free" market in Japan through the early 1970s. Because this
time period was characterized by excess demand for capital, how-
ever, interest rates in the call market were exceedingly high,

thereby limiting participation and making this a market of last
resort. 2/

1/In fact, long-term credit banks, mutual, local, and trust banks
were also part of this syndicate; however, the proportion of
bonds accepted by the city banks was significantly larger than
that for the other syndicate members. Securities houses, al-
though not part of the syndicate, accepted a small portion of
these issues as well.

2/This market throughout most of the period was an interbank lend-
ing market. Additionally, when discussing "below-market" inter-

est rates, it is the rate in the call market that is used for
comparison.
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International crises and domestic economic changes of the
1970s cause significant structural changes in Japan's
financial system

A number of domestic economic trends and international events
beginning in the early 1970s dramatically affected the conduct of
monetary policy and its effect on the industrial sector.

With the collapse of the Bretton Woods system—--the fixed ex-
change rate system created at the close of World War II--Japan was
no longer able to maintain its exchange rate of 360 yen to the
dollar. The Bank of Japan, fearing adverse consequences of a yen
revaluation on Japanese exports, initially attempted to maintain
the 360 yen rate, which resulted in a huge surplus of yen funds
in the economy and led to inflation.

Beginning in 1973, the monetary authorities initiated restric-
tive measures. Reserve requirements were increased five times dur-
ing 1973 and 1974, while the official discount rate was increased
five times during 1973. Price stabilization became the prime con-
cern of both the Bank of Japan and the Ministry of Finance, as
soaring increases in oil prices and Japan's other commodity imports
exacerbated inflationary pressures. Growth of the economy slowed.
As the secondary market began to develop, large rate differentials
between the issue price of government bonds to the syndicate and
the secondary market forced the increasingly reluctant city banks
to hold greater proportions of larger government debt.

The economy was slowly being internationalized. Large sur-
pluses in the balance of payments led to liberalized movement of
goods and capital. Large domestic companies were turning to the
international capital markets to raise funds largely through con-
vertible bond issues, and these companies' bond issues were under-
written by Japanese securities firms, a function forbidden to city
banks. Many companies had assets which exceeded those of medium-
sized banks because of their continued access to cheap money from
the Bank of Japan through the city banks and because their in-
creased participation as lenders in the unregulated call market
led to huge profits. Table 2 illustrates the decline in the re-
lative importance of the city banks in Japan's financial system.

Over time, these trends have made it increasingly difficult
for the monetary authorities to maintain artificially low interest
rates and heavily regulated markets. Consequently, a number of
steps have been taken to liberalize short and long-term interest
rates (see table 3). By October 1979, all bill market rates with
the exception of those for Treasury bills had been liberalized.
The government began issuing medium-term bonds, and those rates
which did remain regulated were adjusted more frequently. The
liberalizations were accompanied by substantial broadening of
secondary markets for government securities and other instru-
ments. At the urging of the Bank of Japan and in view of an
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Table 2

Simplified Balance Sheet of City Banks and Other Financial Institutions
(Unit = Y billion)

City Banks Other Financial Institutions
Year-end 1965 1370 1975 1965 1970 1975
Assets
Central bank
money 267.3 500.9 1,252.3 300.7 688 .4 2,240.1
Call loans
etc. 1.0 12.3 149.7 1,250.0 2,560.3 4,478.7
Investments 2,468.6 3,946.3 8,722.8 2,712.6 9,335.3 25,858.7
Loans 10,855.0 21,744.9 47,720.4 16,769.9 48,3851 116,261.4
Liabilities
Borrowin
from Bgd 1,136.4 2,123.6 1,489.6 54.1 229.7 287.7
Call money
etc. 1,327.0 2,567.3 6,624 .4 170.0 34.2 382.1
Deposits 10,897.8 22,060.9 53,613.1 19,475.8 56,655.0 133,318.6
Others 230.7 102.5 -3,884.9 1,333.3 5,050.2 14,850.5
Net reserve
assets -2,195.1 -4,177.0 -6,712.0 1,326.6 2,984.8 6,049.0

Source: Bank of Japan. Economic Statistics Annual ) ]
Notes: 1. Central bank money = Deposits at Bank of Japan + notes and coin (excluding
checks and bills)

Call loans etc. = Call loans + loahs for other financial institutions + -
bills sold
Call money etc. = Call money + loans from other financial institutions +

bills bought
Net reserve assets = Central bank money + call loans etc. - loans from BOJ -
call money

2. Financial Institutions includes the range of institutions covered in the
"flow-of-funds accounts."

ever-increasing deficit, the Ministry of Finance agreed to
liberalize interest rates for government securities.

Despite these liberalizations, regulation continues to exist.
For example, foreign companies are restricted in their ability to
raise capital. Existing controls such as these are in part respon-
sible for continuing low rates of interest. (The official discount
rate in Japan was last changed in December 1981 to 5.5 percent
while the prime rate at that time was 6.0 percent.)

The force of recent economic conditions has caused changes in
the relative importance of traditional monetary tools and credit
rationing is becoming less effective. Institutionally, concur-
rence by the Ministry of Finance and the rest of the government
about the need to control inflation and the Ministry's loss of
most foreign exchange controls put the Bank of Japan in a much
stronger position to influence policy. Interest rates have come

to supplant the position once held by credit rationing in affect-
ing the money supply.
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Table 3

Chronology of the Deregulation of Interest Rates

1978

June

Dealers in call markets were instructed by the Bank of Japan to change
their posted rates more frequently.

Financial institutions were permitted by the Bank of Japan to resell
bills bought on the bills discount market, provided that the resale took
place within one month after the purchase.

The Government started to issue three-year bonds through competitive
bidding.

The Bank of Japan corducted open market purchases of long-term govern-
ment bonds on a campetitive basis. (Before this action was taken, there was
a transition period fram non-campetitive scheme to campetitive bidding.)

October

An agreement was reached between the Bank of Japan and participants to
short-term money markets to create a seven—day call money market with freely
determined interest rates.

November

The Bank of Japan and participants to short-term money markets agreed to
create a one-month bills market with freely determined interest rates. They
also agreed to liberalize interest rates on three-month bills.

1979

April

The practice of setting posted call money rates was discontinued, result-
ing in the liberalization of all call money rates.

The Bank of Japan and the participants to short-term money markets agreed
to create a term call market, with a maturity of seven days or less.

May
) Non-residents were granted access to the repurchase market where the
instrument is repurchase agreements in securities.
Commercial banks were authorized to issue time certificates of deposit
(CDs). The interest rate on CDs was freed fram regulation.

October

An agreement was reached between the Bank of Japan and participants to
short-term money markets to disocontinue the practice of setting posted rates
on two-month bills, thus leaving the determination of all call and bill dis-
count rates in Japan to market forces.

Source: Organization for Econamic Cooperation and Development, Econamic
Survey: Japan, July 1980.
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POSTWAR FISCAL POLICY

Japanese fiscal policy in the postwar years has been charac-
terized by a number of distinctive features, among them the ad-
herence to a balanced budget until the mid-1960s and the budgeting
of significant resources for industrial development.

The principle of "sound finance"--the balanced budget rule
in effect until 1965--was a legacy of the Occupation years. The
deflationary policies introduced in 1949 included an insistence
on the preparation of a balanced budget as well as the introduc-
tion of a fixed exchange rate for the yen. By adhering to the
principle of a balanced budget, the government in effect re-
frained from deficit financing through either bank borrowing or
bond issues.

During the balanced budget era, tax revenues were generally
adjusted to keep receipts to roughly 20 percent of national in-
come forecasts, a principle generally designed to discourage rap-
id growth in public expenditures. Government expenditures in the
postwar years have been moderate relative to the size of the eco-
nomy and revenues; nonetheless, expenditures did grow rapidly
during 1955-65 despite annual decreases in tax rates, because
of the even more rapid growth in GNP.

The Japanese tax system has traditionally favored savings -
and investment. Fiscal authorities accomplished this largely by

--reducing double taxation of corporate income through
preferential treatment of dividends:

--excluding from taxable income the interest income
of small savers;

--favoring capital gains over dividend income; and

--keeping the average tax burden (combined with a
high savings rate) low as compared with other
industrialized countries.

In order to stimulate economic activity, the government
decided to abandon the balanced budget principle in 1965. Fiscal
authorities were able to increase public expenditures in excess
of tax revenues with income generated through government bond
issues. As was the case in monetary policy, changes in the in-
ternational and domestic economy in the 1970s led to significant
changes in the conduct of fiscal policy. Government spending in-
creased in response to (1) industrial adjustments to decreased
worldwide demand and increased energy prices and (2) increased
assistance to industry to aid social goals, such as retraining,
pollution control, etc. These growing demands on government
spending were accompanied by slower growth and, consequently,
declining tax revenues, which in turn led to budgetary deficits
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in the general account. Japan's second budget, the Fiscal Invest-
ment and Loan Program, funded through individual savings, did

not suffer as the Japanese continued to save even as inflationary
pressures grew.

An analysis of the two budgets does not indicate a shift
from spending for economic growth to spending for economic
decliine; growth continues to be of primary concern. However,
the government's ability to spend to assist industry to grow
is now limited and its concern with achieving high growth
rates is tempered by the demand and need for achieving
growth under increasingly constrained economic and social
conditions.

General account and FILP contributions
to investment and growth

General account

Japan's primary budget is the general account budget. This
budget, largely funded through general tax revenues (and to a
lesser extent through public bond issues after 1965), is the
basic operating budget of Japan. 1/

Table 4 summarizes general account expenditures and their
share of total expenditures/revenues for 1973-1981.

As a percent of total expenditures, social security payments,
including social welfare and insurance, public health services
and measures for the unemployed, grew between 1973 and 1978, then
declined slightly. Expenditures for national debt grew dramat-
ically from 4.5 percent in 1973 to 14.2 percent of total budgetary
expenditures in 1981. Regional development (local finance) and
public works (industrial infrastructure) expenditures declined
for the most part between 1973 and 198l.

In addition to the general account, there were 38 Special
Account budgets as of 1981. Each Special Account is established
by law and has its own revenue sources; e.g., transfers from the

1/According to one source, expenditures from the general account
for "industry and economy" rose from 6.6 percent in 1955 to
11.6 percent in 1975. 1In addition, the source notes that a
significant proportion of general account funds was also used
in "national lands conservation and development," which is
for public works or the buildup of industrial infrastructure
through public investment. Together, these two classifications
contributed to industrial development, 19.6 percent of the gener-
al account in 1955, 27.5 percent in 1965, and 25.9 percent in
1975. Takafusa Nakamura, The Postwar Japanese Economy (University
of Tokyo Press, 198l1), p. 135.
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Note:

Source:

Classification

Total Revenue/Lxpenditure
Socral Security
fducation and Science
National Debt Expense
Pensions and Others

Local Finance

National Defense

Public Works

tconomic Looperation

Measures for
Small Business

Transfer to foudstuff
Control Special Account

Transfer to Industrial
Investment Special Account

Measures for Energy
Miscellaneous

Reserves

1973

16,272,

2.219
1,656

688.
472.

3,243
979
2,848
139

80

816

1,987

65.

6
6(14 5)
5(10 B)
2(4 )
343 1)
9(21 2)

.0(6 4)

718 7)
5(0 9)

2(0 )

15 3)

8(0 5)

113 0)
0(0 4)

3.
2,

2,

Table 4

Expenditures of General Account Budget
Fiscal years 1973-81

Y 100 million

1974

19,1981

128 7(16 3}
307 5(12 0)
850 6(4 4)
596 6(3 1)

,198 7(21 9)
.225 6(6 4)

,964 9(15 4)

167 5(U 9)

103 (0 5)

998 3(5 ¢)

66 3(0 3}

448 9(12 8)
141 0(0 7)

1975
20,837 2
4,032 2(19.4)
2,698 3(12 9)
1,102 4(5 3)
755 9(3.6)
3,371 8{(16 2)
1,367 4(6 6)
3,313.7(15 9)
174 9(0 8)

126 8(0 6}

917 5(4 4)

65 3(0 3}
2,776 3{(13 3)
200.0(1.0)

24,650 2

4,829 3(19 6)
3,058 i(12 4)
1,843 0(7 5)

987.7(4 0)
3.942.2(16 0}
1,522 8(6 2}
3,792 3(15 4)

196 0(0 8)

148 1(0 6)

901 6(3 7)

63.2(0 3)

3.139 6(12 7)
155 0{0 6}

Figures have been readjusted for comparison.

197

5,712,
3,426
2.315.
1,162
4,826
1.699
4,984

210

19

=2

826

w7
3.608

262

(% share)

7

29,346 6

4(19 )
5(11 7)

3.9)

0(4 0)
8(16 4)
35 8)
8(1/ 0)
3(0 7)

(0 7)

1(2 8)

70 4)
3(12.3)
0{0 9)

6

3

1978
440 0

,786 5{19 7)
847 a(11 2)
.231 8(9 )
,329 1(3 9)
747 2016 7)
837 5(5 3)
L8031 1(16 8}

279 7(0 8}

229 5{0 7)

935 7{2 7)

273 8(0 8)

820 7011 1)

255 0(0 7)

1979

39,667
7,643
4,326
4,375
1,499
6.664
2.09?
6,663

37

2130

981

322
4,178

350

6
9(19 3)
410 9)
6(11 0)
A(3 8)
5(16 8)
6(5 3)
6(16 8)
6(0 9)

9(0 6)

9{2 5)

2(0 8)
6(10 5)
0(0 9)

1980

43,681
8,264
4,601
5.491
1.639
7.8°8
2,766
6,80

18l

242

955

424
4.432

350

4

418 9)
4010 5)
6(12 6)
9{3 8)
8(17 9}
5(5 2}
0{i5 6)

9{u 9)

100 6)

5(2 )

9(1 0)
8(10 1)
o(o 8)

1981
46,788
8,836
4,742
6,654
1.803
8./66
2,400
6,655

425

249

994

497
4,412

350

(inttial)

i

9(18 9)
o{io 1)
2(14 2)
0(3 9
6(18 7}
0(5 1)
(14 ¢2)

4{y 9)

7(0 5)

8(2 1)

5() 1)
6(9 4)
o(o 7)

Ministry of Finance, Quarterly Bulletin of Financial Statistics, Sept. 1977, Sept. 1981,



general account, receipts from government enterprises administered
under these accounts, interest revenue from loans, borrowings,
etc. These accounts provide another poocl of funds for numerous
purposes, including environmental control, energy development,
development of infrastructure and so on.

Fiscal Investment and Loan Program

Funds for the FILP, created in 1953, are largely received from
postal savings and annuity funds. These funds are held in the
"Trust Fund Bureau Fund" of the Ministry of Finance. At various
times the FILP account has equaled as much as 50 percent of the
general account budget and has increased gradually as a percent
of GNP from 4.38 percent in 1953 to 7.56 percent in 1980, as shown
in table 5.

Table 5

Relationship of FILP
to General Account Budget and GNP

General Account Nominal FILP as FILP as
Year FILP Budget GNP $ of budget $ of GNP
(Y billion)
1953 337.4 1,017.2 7,695 33.1 4,38
1954 285.8 1,040.8 8,000 27.5 3.57
1955 297.8 1,018.2 9,064 29.2 3.29
1956 326.8 1,069.2 10,174 30.6 3.2
1957 396.8 1,187.7 11,501 33.4 3.45
1958 425.2 1,331.6 12,050 31.9 3.53
1959 562.1 1,495.0 13,914 37.6 4.04
1960 625.1 1,743.1 16,571 35.9 3.77
1961 830.3 2,063.5 20,298 40.2 4.09
1962 951.3 2,556.6 22,146 37.2 4.30
1963 1,209.2 3,044.3 26,167 39.7 4.62
1964 1,403.5 3,310.0 30,328 42.4 4.63
1965 1,776.4 3,723.0 33,550 47.7 5.29
1966 2,085.4 4,459.2 39,452 46.8 5.29
1967 2,496.8 5,113.0 46,176 48.8 5.41
1968 2,783.3 5,937.1 54,689 46.9 5.09
1969 3,180.5 6,917.8 64,851 46.0 4.90
1970 3,799.0 8,187.7 75,092 46.4 5.06
1971 5,008.7 9,561.1 82,726 52.4 6.05
1972 6,037.8 11,932.2 96,424 50.6 6.26
1973 7,413.4 15,272.6 116,636 48.5 6.36
1974 9,457.8 19,198.1 138,045 49.3 6.85
1975 11,465.5 20,837.2 151,797 55.0 7.55
1976 12,403.1 24,650.2 170,290 50.3 7.28
1977 14,414.2 29,346.6 188,804 49.1 6.64
1978 14,043.9 34,440.0 206,867 40.8 7.20
1979 18,332.7 39,667.6 222,702 46.2 7.56
1980 20,679.9 43,681.4 240,466 47.3 7.56

Source: Compiled by GAO from Bank of Japan, Ministry of Finance
and the Economic Planning Agency data.
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FILP funds were largely directed, through financial inter-
mediaries such as the Japan Development Bank or the Japan Export-
Import Bank to large-scale industrial projects, trade financing,
and financing small- and medium-sized businesses. As table 6
shows, the FILP emphasized development of basic industries, hous-
ing, small business, transportation and communication, and so on.
During the early 1960s, the emphasis on basic industries began
to decline, while housing, environmental improvements, and roads
began to grow in significance. These trends in expenditures con-
tinued into the 1970s.

International and domestic economic
changes significantly change conduct
of fiscal policy

With abandonment in 1965 of the balanced budget rule, the
government began to increase spending in excess of revenues and
to reevaluate developmental goals. Between 1965-70, the govern-
ment began to attach increased importance to social welfare, envi-
ronmental protection, and other social development programs, which
were basically nonproductive investments, while continuing to
support specified industrial development programs.

The tight monetary policies of 1970-71 and the yen revalua-
tion shock in 1971 contributed to the beginnings of slowed growth._
Fiscal authorities attempted to overcome these pressures by in-
creasing spending and thus significantly increasing the issuance
of national bonds in 1971 and 1972. At the same time, monetary
authorities tightened monetary policy to cope with inflationary
pressures resulting from their attempts to keep parity in the
exchange rate following the demise of the Bretton Woods system.

No sooner had these measures been taken than the oil crisis
of 1973-74 hit, exacerbating inflationary pressures. As GNP fell
to a real growth rate of -0.21 percent in 1974, fiscal authorities
attempted to increase spending to overcome the recession following
the oil crisis. As a result, the general account deficit began
to skyrocket, as noted in table 7. This deficit continued to grow
following the oil shock.

With growth in GNP slower than pre-1974 levels, the start
of inflationary pressures, and the oil crisis of 1979, savings
began to decline. The absorption of government bonds which had
been little problem before this period because of high savings
and a strong demand for private investment funds, became increas-
ingly difficult. City banks became increasingly unwilling and
potentially unable to continue purchasing significant bond issues
to finance the growing government deficit.

Internal pressures of this nature led the government to
declare the fiscal year 1982 budget a "zero increase" budget
with but a few exceptions (defense, welfare, etc.). Projected
increases stand at 6.2 percent over the fiscal year 1981 budget.
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Table 6

Sources and Uses of Treasury Investments and Loans

. Sources (Y billions)

__.Uses (component ratios %)

Nat'l
lands

Environ- conserve . Transpor - Trade &

Public mental __ Facilities Agriculture, and drs- tation and Regional  Basic economic

Treasury  bond improve- PubTic Small forestry, aster commun - develop-  indus-  cooper-
Year Total funds issues Housing ment welfare Education business  fisheries relief Roads  catons ment tries ation

1953 337.4 298.9 38.5
1954 285 .8 251.4 34.4

1955 297.8 246 2 51.6 13.9 7.7 2. 4.6 8.2 89 7.6 3.7 12.3 86 151 71
1956 326.8 241.0 85.8 15.0 7.7 2.0 3.6 9.3 73 57 4.2 i2 2 14.2 138 50
1957 396.8 351 .6 45.2 13.8 9.3 1.7 3.1 16.9 6.2 4.2 2.7 1.4 9.6 20.2 09
1958 425.2 N6 53.6 15 4 9.6 15 3.1 4.6 71 4.8 3.4 97 9.4 21 4 ---
1959 562.1 466 .2 95.9 13.8 8 4 13 2.8 4.1 8.6 6.3 39 12.0 74 157 56
1960 625 1 506 .8 118.3 12.6 9.1 1.7 3.4 125 70 6 4 44 14 6 7.0 13.4 7.8
1961 830 3 666.2 164.) 11.6 10.2 3.0 2.6 13.7 64 56 5.7 13 4 8.0 10.7 9.3
1962 951.3 7591 192.2 12.8 10.3 3.0 2.5 13.8 56 5.0 6.5 14.2 7.7 127 5.9
1963 1,209.2 950.0 259 2 12.6 10.2 29 2.5 12.4 57 3.8 80 16 0 77 10 6 75
1964 1,403.5 1,128.5 302.0 12.6 11.3 31 2.8 13.2 61 4.0 7.8 14.4 8.1 85 81
1965 1,776 & 1,339.8 436.7 14.4 11.5 3.3 2.7 12.8 5.8 38 8.0 13.9 5.4 89 85
1966 2,085.4 1.4 .6 613.8 15.4 1.6 3.3 3.0 13.3 6.1 3.5 9.0 12.7 5.2 78 9.1
1967 2,496 .8 1,887 .4 609.4 16.0 na 3.2 30 13.8 5.9 2.6 9.9 133 4.7 66 9.9
1968 2,783.3 2,238 1 545.2 16 3 11.5 32 2.3 4.4 5.7 2.2 9.7 13.2 44 66 10.5
196% 3,180.5 2,665.5 515.0 17.3 1.3 3 2.4 149 5.5 1.7 8.8 127 43 5.9 iza
1970 3,799.0 3,301 7 497.3 19.3 it.6 2.8 2.2 15.4 5.0 1.6 86 13.2 4.0 5.7 106
9N 5,008.7 4,336.1 670.6 20.2 1213 2.7 2.3 15.4 5.1 1.4 8.2 13.2 4.2 5.4 9.8
1972 6,037 8 5,408 .6 629.2 20.4 14.0 2.7 19 14.5 4.8 1.9 9.4 12.2 3.9 4.7 9.6
1973 7,413.4 6,983 .4 430.0 18.1 6.4 1.9 2.0 14.8 4.6 2.3 94 131 39 35 89
1974 9,457.8 9,058.0 399.8 19 7 16 4 31 2.5 15.5 4. 1.0 87 13.6 36 3.0 8.8
1975 11,465.5 11,001.6 463.9 21.4 16.7 3.4 2.9 15.6 4.1 12 8.0 127 33 3.0 7.7
1976 12,4031 11,565.5 837.6 22.71 159 3.7 2.4 16.6 48 1. 7.6 11.4 2.8 2.8 8.2
1977 14,4142 13,378.2 1.,03.0 21 12.7 2.9 3.7 146 4.3 1.0 6.2 90 24 2.4 68
1978 14,043.9 12,670.7 1,373.2 26.2 15.8 3.5 5.0 17.0 51 1.7 7.5 ns 27 2.9 72
1979 18,332.7 16,754.8 1,577.9 23.5 131 34 4.5 15.9 4.7 1.3 5.5 9.5 2.3 26 5.7
1980 20,679.9 19,098 3 1,581.6 23.0 12.4 3.0 3.9 16.4 43 1.5 5.0 84 23 2.6 49
1981 22,989.7 21,389.) 1,600.6 22.2 1.8 2.9 3.5 16.6 4.0 1.2 5.1 8.5 1.9 26 4.4

Source: Compiled by GAO from Nagamura, The Postwar Japanese Economy, p. 137, for 1953-76 figures;
Quarterly Bulletin of Financial Statistics, Ministry of Finance, Sept. 1981, for 1977-81 figures.




Social programs are expected to experience budget cuts; e.g., the
Japanese National Railway may have to close down some of its more
unprofitable routes and raise its rates, the rice support program
may be cut, etc. In addition, part of the government effort to
restore fiscal balance is to make significant cuts in the size

and cost of the central government. The Ministry of Finance has
set a medium~term goal of reducing the structural budget deficit l/
by one-half of the fiscal year 1980 level, shown below, by 1984.

Table 7

General Account Deficit

Deficit as Deficit as &
Fiscal % of general of nominal
Year General account Deficit account o)1
(Y = 100 million)
1964 33,100 945 2.9% 0.3%
1965 37,230 3,140 8.4 0.9
1966 44,592 7,770 17.4 2.0
1967 51,130 8,338 16.3 1.9
1968 59,371 6,008 10.1 1.1
1969 69,178 5,211 7.5 0.8
1970 81,877 6,775 8.3 0.9
1971 95,611 13,478 14.1 1.6 -
1972 119,322 20,601 17.3 2.1
1973 152,726 25,394 16.6 2.2
1974 191,981 31,346 16.3 2.3
1975 208,372 59,319 28.5 3.9
1976 246,502 77,625 31.5 4.6
1977 293,466 104,563 35.6 5.5
1978 344,400 118,817 34.5 5.7
1979 396,676 138,925 35 6.2
1980 436,814 151,892 34.8 6.3
1981 467,881 122,700 26.2 (a)
1982 496,808 104,400 21.0 (a)

a/ Not available.

Source: Based on Bank of Japan data and Ministry of Finance
"Quarterly Bulletin of Financial Statistics."

i/The deficit in the general account has come to be referred to
as a structural deficit because government bonds issued during
1974-82 exceeded the value of construction bonds issued. Gov-
ernment construction bonds were considered justifiable under
the post-1965 rules of "sound finance" because they were floated
for productive public investment. The remainder of the deficit,
funding for social welfare and income transfer programs gener-
ally, is not considered justifiable grounds for deficit spending.
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From this abbreviated summary of fiscal policy in postwar
Japan, several conclusions are worth noting. Fiscal policy for
the most part seemed to be coordinated with monetary policy except
in the 1973-74 period. Both were geared toward stimulating invest-
ment and thereby encouraging growth. Fiscal expenditures from the
early postwar period demonstrate the importance attached to indus-
trial growth and highlight the government's role as financial inter-
mediator.

INDICATIVE PLANNING AND ITS CONTRIBUTION TO
INDUSTRIAL GROWTH

The development of national, multiyear economic plans began
during the Occupation years, with the establishment of the Economic
Stabilization Board and the preparation of a number of draft eco-
nomic plans. The Economic Planning Agency was created by statute
in 1955 following the Occupation and was given a specific mandate
to prepare national economic plans for Cabinet approval. Japan's
national plans typically have included estimates of macroeconomic
variables (such as GNP and the balance of payments) and planning
targets for achieving specific policy objectives. The plans them-~
selves are not considered rigid or binding; through 1970 they
underestimated the actual growth rate of the economy.

The draft plans prepared during the Occupation years focusegd
on economic recovery. The Economic Rehabilitation Plan for 1949-
1953 stressed industrial development through the establishment
and expansion of key basic industries considered essential to
economic reconstruction. Although the plan was not officially
adopted, its commitment to rapid reindustrialization remained
a cornerstone of Japan's economic policy in the postwar years.
Japan's first formally approved economic plan, the "Five Year
Plan for Economic Self-Support," was prepared by the Economic
Planning Agency and published in 1955.

Although there appears to be no causal link between the na-
tional plans and actual growth, these plans serve as an important
vehicle in achieving national consensus on long-range economic
goals and the direction in which the economy should head. Cabinet
approval of the plans provides them with further meaning in a
broad national context. The plans therefore legitimized actions
taken by the government to encourage industrial growth and allowed
government justification of such actions as nationally endorsed.

The aims of the Japanese Government have always been to
achieve improved standards of living, and economic stability
through economic growth. However, as table 8 outlines, the policy
objectives set out by the government to achieve these aims have
changed. Earlier plans outline the need to construct and develop
industries and infrastructure crucial to an industrialized economy,
to encourage savings needed for investment, and to improve effi-
ciency in the labor force and the economy in order to achieve
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Selected Features vf Econcmic Plans in

Table 8

lavan

Name of Plan

Date ;uéilshed

Cabinet at the time of

plan approval

Plan period (Fiscal years)
Performance prior

Econo— to the plan

mic Projection in the

growth plan

rate Actual performance

plan period
Method for projection

Aims

Major policy objectives

Five- Year Plan
for Economic
Self-Support

December, 1955

Hatoyama
1956-60

F.1952-55 8.6%

F.1956-60 5.0%
" 8.7%

Colm method
(Labour x pro-
ductivity)

Self-support of
the economy,
Full employment

Modernization of
production faci-
licles,
Promotion of
international
trade,

Reduction of
dependence on
import,
Encouraging
saving

New Long-Rapge
Economic Plan

ﬁeéemhe}, 1957
Kishi
1958-62

F.1953-57 7.3%

F.1958-62 6.5%

" 9.9%

chosen from 3
cases with dif-
ferent growth
rates

Maximization of
growth, Improve-
ment of national]
living,

Full ewployment

Improvement of
infrastructure,
Heavy-industri-
alization,
Promotion of
exports,
Encouraging
savings

Doubling
Hational
Income Plan

1960

December,
lkeda
1961-70

F.1956-60 9.12

Desirable balancelGrowth rate

F.1961-70 7.8%

‘" 10.7%
previously
decided

Maximization of
growth, Improve-
ment of national
1iving,

Full employment

Improvement of
social overhead
capital,
Improvement of
industrial
structure,
Rectifying the
dual structure
of the economy
and improvement
of social
stabilicy

Medium-Term
Economtc Plan

January, 1965

Sato
1964-68

F.1960-64 11.3%

F.1964-68 8.1%
. 10.6%

Economertric
model

Rectifying
imbalances

Modernization of
low productivity
sectors,
Efficient use of
labour force,
Qualitative
improvement of
national living

Economic and

Social Develop-
ment Plan

March, 1967

Sato

1967-71

F.1962-66 10.0%

F.1967-71 8.2%

" 10.9%

Econometric
mode

Balanced and
steady economic
development

Stabilization of
prices,
Improvement of
economic
efficiency,
Promotion of
social develop-
ment

New Lconomic and
Social Develop-
ment Plan

Aoril, 1970

Sato
1970-75
F.1965-69 12.7X
F.1970-75 10.6%

" 5.9%
Econometric

mode

Construction of
admirable society
through batanced
economic growth

Improving econo-
mic efficlency
from an inter-
national view-
point,

Securing price
stability,
Promotion of
social develop-
ment,
Maintaining ade-
quate economic
growth and culti-
vating develop-
ment foundations

Economic
and
Social Plan

Basic

February,
Tanaka
1974-77
F.1968-72 10.4%
F.1973-77 9.4%
" 4.2%
Econometric
model

Promotion of
national welfarg
Promotion of
international
cooperation

Creating com-
fortable
environment ,
Securing a
stable and com-
fortable life,
Stabilization
of prices,
Promoting
international
cooperation

1973 |

kconomic Plan for

the Second Half
of the 19/0s
May, 1976

Hika
1976-50

F.1971-75 5.17%

F.1976-80 a littl

over 6%
F.1976-78 5.7%
Econometric
model

Realization of a
richer national
lite and stable
development of
our country's
economy

Stability of
Prices and
Securing of full
employment
Securing of stabi
lized 1ife and

Creation of tavour+

able living en-
vironments,
Cooperation with
and Contribution

to the development

of world economy,

Securing ot econo-

mic security and
Fostering of

grounds ¢ 1 long-

term development

New Economic
and Social
seven-Year Plan

August,
Ohira
1979-85

F.1974-78 4.0%

el [.1979-85 5.7%

Econometric
mode !

Shtft to a stable
growth path

Enrichment of quality
of national life
Cunt{ibu(tun o the
development ot the

international economid
community

Attainment of full
employment and
stabilization of
prices,

- {Stabiltizatton and en-
richment of national
1ife,

Cooperation in and
contribution to the
development of the
waorld economy and
soclety,

Ensuring economic
security and foster-
ing the foundations
of further
development,
Reconstruction of
public finance and
new monetary
responses.

Source:

Economic Planning Agency 1981.




economic growth and improve living standards. As the Japanese
economy developed, however, increasing social needs arose which
could not be satisfied by industrial development or development

of key industrial sectors alone. For example, pollution concerns
became increasingly intense as did the need to encourage adjustment
for declining industries and the unemployed. Moreover, the plans,
particularly in the 1970s, stress the need to achieve economic
security as reflected in government efforts to conserve resources
and energy and develop technology. The important shift in emphasis
has been away from strict concentration on reconstructing industry
by encouraging and supporting investment in capital equipment as a
means to achieve goals of full employment and high economic growth.
Rather, in the aftermath of the economic disruptions of the 1970s,
emphasis today is being placed on assisting industry to meet envi-
ronmental and pollution control standards, to cooperate in conserv-
ing resources and energy, to develop advanced technology, and to
phase out or adjust to reduced profits, underutilized capacity,
unemployment, etc., in order to achieve stable development and
economic security for Japan.

Although national plans constitute a forecast of the direc-
tion of the economy rather than a rigid setting of targets, it
should also be noted that more specific planning does take place
at the sectoral level. Certainly in the postwar years the govern-
ment intervened significantly in the development and direction of
specific industries. National plans provided a basis for discus-
sions between government and industry in establishing specific
industry plans. Chapter 3 discusses this process in detail.

CONCLUSIONS

Recent economic conditions, both international and domestic,
have lessened monetary and fiscal authorities' ability to continue
support for rapid economic development. As more and more avenues
of financing open up to Japanese companies, credit rationing by
monetary authorities has become less effective as a tool for in-
fluencing industrial development. As government-set interest rates
move closer to those established in the free market and financial
regulations are eased, the dependence of the city banks on the
Bank of Japan lessens. Hence, those aspects of monetary policy
which have contributed to Japan's postwar growth are no longer
as effective as they once were.

Today Japan is still faced with massive budgetary deficits.
At the same time, the government is being pressured to provide
social amenities, address environmental concerns, assist declin-
ing industries, and provide retraining for the unemployed, while
continuing to assist potential growth sectors. Increased diffi-
culty in floating bond issues and declining savings rates will
make pressure to fulfill such demands even more severe. Interna-
tional and domestic factors have changed the complexion and nature
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of Japanese monetary and fiscal policy and, thus, their con-
tribution to industrial policy significantly. Moreover, these
factors have contributed to significant changes in the powers

and tools of those government agencies involved with implementing
industrial policy goals.
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CHAPTER 3

INDUSTRIAL POLICY AND ITS INSTRUMENTS

HAVE EVOLVED OVER TIME

Japan's postwar economic development, following the Occupa-
tion period, can be roughly categorized into four stages. During
the first stage, beginning in 1951 and lasting until approximately
1954, Japan concentrated on economic reconstruction and the re-
building of basic industries. In the 1955-64 period of industri-
alization, the government focused on "catching up" with other
industrialized countries and emphasized the growth of various
other industries including petrochemicals and automobiles.

There is a discernible break between these first two stages
of Japan's growth and its economic development in the late 1960s
and the decade of the 1970s. By the mid-1960s, Japan had largely
achieved its postwar development goals, and from 1965 to about
1975, it began placing growing emphasis on technology and social
development and welfare issues. Since then, following the eco-
nomic turbulence of the early 1970s, Japan has focused on adjust-
ing to stable growth, resource conservation, improving the quality
of life of its citizens, and the continued development of technol-
ogy as the primary means of supporting industrial development.
Table 9 summarizes the policy goals and major industry targets
during four stages of Japan's industrial development.

The goals of industrial policy, and the mechanisms available
to implement these goals, have likewise evolved as Japan's economy
has changed and developed. In the early postwar years, the policy
goals were primarily sector-oriented; government and business ad-
dressed themselves to rebuilding specific industries and sectors of
the economy. The government also had a number of powerful instru-~
ments to effect economic growth and development, notably its for-
eign exchange and trade controls. The policy goals have gradually
shifted from sector-specific to more general policies potentially
benefiting numerous sectors. Because of potential cross-industry
applicability of the technologies developed, such support today
benefits the computer, robotics, biotechnology, and aircraft indus-
tries, among others. Egqually significant, the government, most
particularly MITI, no longer possesses the power it once had to
direct the course and speed of industrial development. Exploring
this evolution--in the policy goals and the means available to
achieve them--is critical to an understanding and appreciation
of Japan's industrial policy.

GOAL SETTING: THE INDUSTRIAL
PLANNING PROCESS

As discussed in chapter 2, Japan has in the postwar years
prepared a series of national economic plans which generally
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Table 9

Changes in Government Policies and Targets: 1951 to Present

Period Policy needs & targets Important fields
1951~1954 Reconstruction of economy Electric power, coal mining,
and independence of economy ocean shipping, iron and steel
1955-1964 Catch up with developed
countries
°Encourage heavy and Machine and electric machine,
chemical industries synthetic fiber, Petro-chemical,
nuclear power
°Prepare for open econamy Petro-chemical, autamobile,
spinning, ammonia, camputer
°Improvement of interna- Ocean shipping, hotel
tional balance of payment
°Improvement of area gap Regional development, private
railroads
1965-1974 Social Cevelopment Urban develomment, regional
development, improvement of the
Social Welfare quality of life (pollution pre—

vention, etc.)

HBousing industry, national wel-
fare facility, safety measures

Development of damestic technology,
fostering damestic computer

Fostering damestic petroleum
campanies, damestic nuclear power

equipment
1975- Stable development of Resources and energy
econamy
(conservation of resources and
energy, storing oil, energy
diversification)
Development of technology
Improvement of the Urban develomment, regional
quality of life development, improvement of

the gquality of life

Source: Japan Development Bank, 1981.
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attempted to forecast the direction and growth of the economy.
More specific planning, primarily at the direction of MITI, how-
ever, does take place at the sectoral and industry level and pro-
vides a key to the process of industrial planning in Japan.

The steel and shipbuilding industries offer cogent examples of
the government-industry role in industrial planning in the early
postwar years and illustrate the breadth and depth of government
involvement in developing and ensuring the success of plans for
those industries' reconstruction and growth.

In the steel industry, emphasis was first directed to restor-
ing steel production capacity; the onset of the Korean War in 1950
and resultant increasing demand for steel helped to focus on the
need to expand capacity. The Cabinet accordingly directed MITI
to develop a growth strategy, which it did in consultation with
the industry itself. The result was the First Rationalization
Plan, two primary objectives of which were to increase existing
plant productivity and to construct new capacity. Government
assistance in achieving those objectives was provided through
tax benefits, direct government loans, and government-supported
loans from other financial institutions.

The Japanese Government also implemented a structured ship-
building program. Under "planned shipbuilding," begun in 1947,
the government annually determined the number of ships to be con-
structed. The shipbuilders selected to construct the vessels were
then provided with Japan Development Bank loans on highly favorable
terms.

It would be misleading, however, to suggest that even during
this period complete unanimity existed between government and
industry, or indeed between government agencies, concerning the
appropriate industrial policies vis-a-vis a given industry. For
example, during 1949-51, MITI and the Bank of Japan disagreed
over the fundamental issue of whether to sponsor the development
of a domestic automobile industry. The debate was resolved in
favor of the MITI position, and MITI subsequently went on to
develop plans for the industry's development. MITI's efforts to
rationalize and consolidate the industry in later years were,
however, frustrated by the opposition of auto producers.

Formalized planning begins in 1964

Postwar industrial planning began during the Occupation
years, although the first official plan was not adopted until
1955. The planning process became more formalized in 1964 with
the creation of the Industrial Structure Council. The Council,
an advisory body within MITI composed of representatives from
academia, industry, consumer groups, and labor unions, prepares
decade-long MITI "Visions" setting forth comprehensive general
industrial goals. Visions have been drawn up for the decades
of the 1960s, 1970s, and 1980s. These Visions are supported
and supplemented by sector-specific plans drawn up by the Coun-
cil's subcommittees. The purpose of such planning is to reach
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agreement on the general desired direction of the industrial
sector; according to MITI officials, this public-private sector
consensus building constitutes one of the Industrial Structure
Council's major contributions to the implementation of industrial
policy.

The emphasis of recent industrial planning has been on
developing a technology-intensive industrial sector composed of
high value added and resource-conserving industries. These fac-
tors form the government's criteria for targeting assistance.
Targeted assistance in the past was largely aimed at developing
the production processes of a given basic industry with "feeder"
or "linkage" effects for other industries; e.g. efficient steel
production benefits development of the auto industry while devel-
opment of the auto industry is linked to development of a parts
industry. Today, targeted assistance is directed more and more
toward products or processes that can make a contribution across
the industrial base, not merely in one industry as has been the
case in the past. Original and innovative technology is to pro-
vide the foundation for stable growth, Jjust as steel provided a
foundation for rebuilding the postwar Japanese economy. Techno-
logical advances are also expected to have a positive impact on
environmental and social issues. Thus, the multiplier effect of
technological innovations has become key in determining where
in the economy the government will direct its assistance.

——

The general goals discussed above were outlined in the MITI
Visions for the 1970s and 1980s. The 1980s Vision also included
concerns with conserving resources, particularly energy. Although
industries have not been designated as targets, per se, a number
of industries were specified as meeting the criteria of low re-
source and energy use and high technology and high value added.
Computers and aircraft and, later, robotics were all included.

THE EARLY POSTWAR YEARS: JAPAN MARSHALS
AN IMPRESSIVE ARRAY OF POLICY INSTRUMENTS
TO DIRECT ECONOMIC RECONSTRUCTION

Japan's commitment to economic reconstruction was manifested
in the development of a number of institutions and mechanisms de-
signed to achieve its postwar economic goals. These industrial
policy instruments--including the use of the banking sector to
channel funds for industrial growth, controls on trade and foreign
exchange, regulation of foreign investment, and easing of antimono-
poly legislation to permit, for example, industry rationalization--
provided the government with a powerful array of tools with which
to pursue the country's industrial and economic goals.

Public and private financial institutions
together finance industrial growth

Various banking laws enacted in the early postwar years
created financial institutions charged principally with pro-
viding funds to industries for economic reconstruction and
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development. The Japan Development Bank and the long-term cred-
it banks, 1/ through loans to basic industries and later to
other growth-targeted industries, supported the government's
economic priorities. Equally important, by absorbing much of
the risk associated with loans to specified industries, these
banks encouraged and supplemented city bank lending. The Bank
of Japan exercised indirect control over the lending patterns
of banks, principally through credit rationing, the purchase of
long-term credit bank issues, and recommendations to both the
long-term credit banks and the city banks, on the placement of
loans with certain industries.

The Japan Development Bank

The Japan Development Bank (JDB) was established in 1951
pursuant to the Japan Development Bank Law, and originally was
tasked with promoting economic reconstruction and industrial
development. As a fully owned government financial institution,
the JDB acquires loan funds from the Fiscal Investment and Loan
Program, by issuing external locan bonds and notes and from re-
ceipt of loan repayments.

As chart 1 shows, the FILP derives the most significant
portion of its funds from postal savings accounts. In addition,
a small percentage of funds is allocated to the FILP through the
Industrial Investment Special Account. Government-guaranteed
borrowings and bonds also contribute to the program. Total FILP
funds are then allocated for financing industrial development,
for public investments, and to local governments for public works.
As shown in the chart, the most significant allocation of FILP
funds is through government financial institutions such as the
JDB, the Export-Import Bank, and so on.

According to JDB officials, the Bank's primary aim is to
implement the government's economic policy goals. Those goals,
generally defined in the multiyear economic plans, are translated
by the JDB into specific loan programs in consultation with MITI.
The correlation between JDB loans and economic policy goals is
striking; in the first phase of postwar industrial development
close to 85 percent of JDB loans went to the four basic industries
targeted by the government for reconstruction.

1/The three long-term credit banks are private banks whose
principal source of funds derives from the sale of l-year
discount debentures and 5-year coupon debentures to banks,
corporations, and individuals. Their principal activity has
been providing long-term funds for investment in capital equip-
ment and working capital for Japanese companies. The latter
category has become more important in recent years as industries
receiving long-term credit bank funds are no longer the capital-
intensive, basic industries.
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As government economic priorities gradually shifted to
other industries in the late 1950s and early 1960s, so too did

JDB loan patterns.

from 1951 to 1981.

Table 10

JDB Loans by Project Area

(yen-billions)

Table 10 shows JDB loans by project area

New Loans vin budlions of yen)
Outstanding
at March
Fiscal vear 1951-1955 19561960 1961-1965 1966-1970 1971-1975 1976-1980 31, 1981
$ million
Resources and energy  Y117.4 ¥1lig.1 ¥Yi12.7 ¥157.0 ¥298.5 ¥1.111.8 ¥1,377.2  $6.527
Development of
technology 1.1 13.7 36.2 149.9 325.1 488.5 421.0 1.995
Ocean shipping 64.1 82.7 202.0 483.2 501.7 315.3 565.1  2.678
Urban development 1.7 5.4 27.8 149 4 485.0 725.2 1.076.5 5,102
Regional development — 10.3 1217 216.9 433.6 643.0 685.4  3.248
Improvement of quality
of life 0.8 0.6 3.6 17.7 613.1 854.9 1.007.3 4774
Qther development loans 89.3 71.9 148.6 189.1 170.5 210.1 260.1 1,233
Total ¥274.4 ¥302.7 ¥672.6 ¥1,363.2 ¥2,827.5 ¥4.348.7 ¥5.392.6 $25.557 -
Component Ratios of New Loans %)
Qutstanding
at March
Fiscal year 1951-1955 1956-1960 1961-1965 1966-1970 1971-1975 1976-1980 31, 1981
Resources and energy 42.3 39.0 16.8 11.5 10.6 25.6 25.5
Development of
technology 04 4.5 . 8.4 11.0 115 11.2 78
Ocean shipping 234 27.3 S 35.4 17.7 72 1.5
Urban development 0.6 1.8 4.1 11.0 17.2 16.7 20.0
Regional development — 3.4 18.1 15.9 15.3 14.8 12.7
Improvement of quality
of life 0.3 0.2 0.5 1.3 21.7 19.7 18.7
Other development loans 2.5 23.8 22.1 13.9 6.0 4.8 4.3
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Notes: (1) Loans in past years were classified in different ways, but they are reclassified as precisely as pos-

sible in accordance with the present way of classificaiton.

12)  Outstanding loans at March 31, 1981 include outstanding investment of B8 billion yen. but ex-
clude outstanding foreign currency loans of 5.5 billion yen.

Source:

Japan Uevelopment Bank

From its establishment through the late 1950s, the JDB
focused on the reconstruction of the economy by extending loans

to the steel, coal mining,

dustries.
vide loans
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coal ' ocean shipping and electric power in-
Beginning in the early 1960s, this Bank began to pro-
for the chemical and automotive industries as well



as the machinery, electronics and synthetic fibers industries.
From the late 1960s to the early 1970s, resource and energy
development began to decline in significance while loans for
technology development, and improvements in the quality of life
(e.g., pollution control) grew. By the last half of the 1970s,
in the aftermath of the o0il shock, the Bank's loans for resource
and energy development and security, again took on increased
significance, while pollution control and urban development
maintained their significance.

JDB implements the government's economic policy goals. Its
loan patterns, outlined in table 10 and chart 2, show the growing
importance attached to adjusting to stable industrial and economic
growth, as reflected in loans for energy and resource development
and development of technology. Moreover, significant growth in
loans for quality of life, and regional and urban development
loans designated for pollution control, relocation of industries
to underdeveloped regions and construction of housing, offices,
merchandise distribution centers, etc., demonstrate that social
development goals have also become an important policy target
of the government.

Foreign Exchange and Foreign Trade Control Law
proves powerful tool of government

In the postwar years, the Japanese Government used a number -
of mechanisms to regulate trade. The most powerful of these was
the Foreign Exchange and Foreign Trade Control Law enacted in
1949 under which the government allocated foreign exchange for
import purchases. Although minor changes were made to the law
after Japan regained its independence, its basic tenets remained
fundamentally intact during the 1950s and early 1960s; the law
itself was sufficiently broad to permit flexibility in its actual
application.

Japan's resort to the use of foreign exchange controls has
been ascribed to the need to ensure stability in its balance-of-
payments position. The difficulties the government faced in the
postwar years in acquiring and maintaining adequate foreign cur-
rency reserves--stemming from the import demand created by the
wartime depletion of supplies and destruction of capital equipment
and the inability of the war-damaged economy to generate signifi-
cant export sales--provided a reason for exchange controls. 1/

It should be noted, however, that the Foreign Exchange and
Foreign Trade Control Law also provided the government with a
highly effective tool for allocating resources to specific sectors

1/There were other actions available to, and exercised by, Japan
in controlling its international payments position, such as
clearing accounts to finance bilateral transactions and barter
trade.
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of the economy. Through rationing of foreign exchange for import

transactions, the government was able to control the types and

volumes of imports needed by those industries deemed central to
Chart 2

New Loans by Project Area (component ratios)
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economic reconstruction and development. By the same token, re-
strictions on imports offered a means of'protecting and strength-
ening domestic industry by reducing foreign competition.

The foreign exchange and import control system set up in
accordance with the Foreign Exchange and Foreign Trade Control
Law functioned essentially through a budget and licensing system.
Under this system, a foreign exchange budget was drawn up and
approved by a ministerial council. 1/ The budget, based on a fore-
cast of available foreign exchange for the budget period, normally
established the type and volume of goods to be imported, the source
of those imports, and the currency of payment.

Following approval of the foreign exchange budget, MITI issued
"imports announcements" informing prospective importers of approved
import items. Importers would then be required to obtain import
licenses in accordance with various allocation systems.

An added measure of control over imports was exercised through
the import collateral system, which required importers to deposit
a certain percentage of the value of the proposed imports (a mar-
gin determined by MITI). Failure to import the goods resulted in
forfeiture of the deposit unless legitimate cause could be demon-
strated. The import collateral system was in part intended to
discourage speculation in imported merchandise; by raising the -
collateral margin, it could also be used as a means of suppressing
import demand in correlation with tighter monetary policy.

The actual composition of Japan's imports in the early 1950s
reflects the directing of imports to redress shortages in food-
stuffs and basic raw materials needed for economic reconstruction.

As Japan's economy improved, exchange restrictions gradually
eased. Improved export performance allowed for a corresponding
expansion of the foreign exchange budget by the latter half of
the 1950s and greater recourse to an automatic approval system
for licenses (essentially the automatic approval of licenses for

designated items within the confines of the foreign exchange budget
allocations).

Commercial policies protected
developing industries

Tariffs

Japanese tariffs were revised during the occupation years
with new tariffs in place by 1951. As of 1958, approximately

1/Chaired by the Prime Minister and composed of the Ministers
of Finance, International Trade and Industry, Foreign Affairs,
Agriculture and Forestry, and Transportation and the General
Secretary of the Economic Planning Agency. The President of
the Bank of Japan served as an advisory member.
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one-fifth of import classification items--primarily raw materials--
were duty-free, with the remainder subject to duty rates ranging
from 5 to 50 percent ad valorem. Not surprisingly, duty rates for
specific items depended on the priority attached to the imported
product. Lower rates normally were applied to such items as drugs,
foodstuffs, and other raw materials, while higher, protective

rates usually were applied to manufactured goods--those most likely
to compete against domestic manufactures or those whose production
Japan sought to encourage.

The government also periodically granted temporary exemptions
from, or reductions in, duties on specific import categories, nota-
bly raw materials and industrial machinery required for industrial
reconstruction and growth.

Quotas

Import quotas did not take on great significance until the
mid-1960s. However, in the early postwar period, characterized by
a scarcity of foreign exchange, allocations of available foreign
exchange to specific sectors through the foreign exchange budget
and import control system empowered the government to control the
kinds and quantities of goods imported.

In the late 1950s, Japan also employed export quotas, 1/ -

although these quotas were not of great importance until the early
1970s.

Export incentives

Another feature of Japan's commercial policy has been the
various incentives employed to regulate exports. 1In addition to
the tax incentives and export cartel legislation discussed below,
Japan in the 1950s resorted to link trading as a means of encourag-
ing exports. Generally, under the link system, exporters of desig-
nated commodities were authorized to import various types of goods.
Because of the concurrent foreign exchange and import restrictions,
these imported goods commanded high profits in the domestic market,
thereby providing the favored exporters with added revenues. A
second system permitted exporters to retain a percentage of the
foreign exchange generated from their exports, which could be used,
for example, to finance overseas marketing efforts or to purchase
other import goods.

Link trading was discontinued in 1954 because of foreign
objections. According to the United States Tariff Commission,
now the U.S. International Trade Commission, the foreign exchange
retention system declined in significance by the late 1950s as
foreign exchange became less scarce.

1/In 1956 and 1957, Japan imposed quotas on textile exports to
the United States.
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Requlation of foreign investment:
a successful means of gaining
technology and technological know-how

The Foreign Exchange and Foreign Trade Control Law provided
the general mechanism for regulating external transactions. 1In
tandem with that law, the Foreign Investment Law was enacted in
1950 to specifically regulate the flow of foreign capital into
Japan. Its intent was to encourage that foreign investment which
would contribute to Japan's economic development and balance of
payments position.

The Foreign Investment Law enumerated the various types of
foreign investment subject to the law, and set forth criteria for
approving such investments. The criteria were both positive and
negative. For example, one of the positive criteria stipulated
that an investment contribute to the development of important
industries; on the negative side, approval could be withheld if
the investment were perceived to adversely affect economic
recovery. 1/

In the early postwar years the government, in recognition
of the vulnerable state of the economy, exercised a high degree
of caution in approving foreign investment, particularly forms
of direct investment. Such restrictions were essentially moti-
vated by the fear of foreign control of Japanese industry and the
desire to limit foreign investment--and attendant repatriation of
earnings--in the interest of husbanding scarce foreign exchange.
Accelerating economic development through the acquisition of for-
eign technology was emphasized.

The acquisition and use of foreign technology was considered
a key component of Japan's economic revitalization and growth
strategy. MITI, with its jurisdiction over industrial development,
played a key role in approval of industrial technology imports.
To better guide the inflow of needed technologies, MITI period-
ically issued lists detailing the kinds of desired technologies
by specific industry. Given the precarious state of the postwar
economy, technology imports primarily acquired through licensing
arrangements provided a relatively easy and safe means of closing
the technology gap created during the war years.

The government exercised tight control over the import of
technology in the 1950s, thereby directing technological processes
and know-how to those industries targeted for growth. The Foreign
Investment Law provided the principal legal basis for regqulating
technology contracts; firms were required to submit proposed
transactions to the cognizant government ministry for approval.

1/Robert S. Ozaki, The Control of Imports and Foreign Capital in
Japan (New York: Praeger Publishers, 1972), pp. 167-68.
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Government control over technology imports influenced not only

the composition of imported technology but also the terms on which
it was purchased and the structure of Japanese industry. The re-
quired approval of technology import contracts allowed MITI to
intervene in order to achieve more favorable contract terms: a
1968 OECD study 1/ charged that approval of contracts was con-
ditioned on, for example, changes in the scope of the technology
and reduction in royalty payments.

Relaxation of Antimonopoly Law:
cartels restrain trade

Japan's antimonopoly legislation is a legacy of the Occupation
era and reflects the antitrust principles espoused by its American
sponsors. As originally enacted in 1947, the Antimonopoly Law
prohibited private monopolies, participation in cartels, and such
activities as price-fixing. Restrictions were placed on stockhold-
ing, multiple directorates, mergers, and acquisition of assets.
Japan's Fair Trade Commission was created as the agency tasked
with enforcement of the law's provisions.

The Antimonopoly Law was amended in 1953, loosening restric-
tions on stock retention and interlocking directorates and mergers
and also authorizing depression and rationalization cartels. Those
changes, as well as certain legislated exceptions from the law and -
passive enforcement by the Fair Trade Commission, provided the
government with a certain latitude, particularly with respect to
encouraging the formation of cartels.

Cartels have been utilized by the Japanese in various indus-
tries as a means of controlling foreign trade, regulating produc-
tion and prices in periods of recession, encouraging industry
rationalization, and allocating market share. The 1953 amendments
to the law permitted the establishment of depression and rationali-
zation cartels. Other cartels have been legislatively exempted
from the provisions of the Antimonopoly Law as well. For example,
the Export-Import Trading Law legalizes the establishment of import
cartels, in accordance with certain requirements, whose members
can regulate import quantities and price.

MITI has also exercised administrative guidance as a means
of regulating production. Such "guidance cartels" generally func-
tioned through notifying either individual producers or an industry
association of desired production cuts after some prior industry
consensus had been achieved. Guidance cartels provided a flexible
means in the 1950s of coping with excess production (notably fol-
lowing the Korean War boom); during that period MITI, through its

1/ As discussed by Terutomo Ozawa, Japan's Technological Chal-
lenge to the West, 1950-1974: Motivation and Accomplishment
(The Massachusetts Institute of Technology, 1974), pp. 53-54.
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control over foreign exchange and imports, also possessed the
power to ensure "voluntary" compliance. 1/ MITI's use of adminis-
trative guidance cartels was essentially discontinued in the
mid-1960s, as Japan's Fair Trade Commission gained increasing
strength.

Tax measures

Japanese tax policy has been directed to stimulating eco-
nomic growth, and a number of tax measures have been employed
since the postwar years to foster industrial expansion and en-
courage exports. The enactment of special tax measures to benefit
economic growth was especially noticeable in the early 1950s, and
included accelerated depreciation for certain industrial equipment,
a special export income deduction, a tax-free reserve for export
losses, and reduced tax rates for interest and dividends. 1In later
years, some of these measures were amended or withdrawn, but many
survived into the 1960s. Observers are divided with respect to
the effectiveness of such measures.

The steel industry provides an example of tax measures used.
As part of an industry rationalization plan developed by MITI,
five tax and duty exemptions affecting the steel industry were
adopted in the 1951-52 period, including 2/

~-import duty exemptions on designated steelmaking equipment+

--a 50 percent increase in the depreciation base -allowed
on designated equipment;

--tax exemptions for reserves to cover price changes in
inventories and securities;

--tax exemptions for revaluation of assets; and
--tax exemptions for additional bad debt reserves.

This plan, which included other financial assistance, led
to the doubling of crude steel production over the plan period
(1951-54).

1/The Japanese steel industry offers an illustration of the
guidance cartel in operation. Overcapacity in the industry
owing to the mild recession of 1957 engendered severe price-
cutting, and informal consultations between MITI and the
industry were held to reach a consensus solution. As a
result, the "open price system" was instituted, which per-
mitted the major steelmakers to cooperate in setting prices
and adjusting production.

2/Ira C. Magaziner and Thomas M. Hout, Japanese Industrial
Policy, pp. 46-47.
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Tax measures of this nature meant that writeoffs for indus-
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tries which Japan sought to develop were high. In addition to
ordinary depreciation, which allowed first-year depreciation of

as much as 18.2 percent, the Enterprise Rationalization Law of
1952 provided that an additional 25 percent first-year depreciation
could be employed by designated industries. 1/ During the 1950s
and early 1960s, additional depreciation deductions could be taken
for strong export performance, first as tax writeoffs and later

as deferral of income. Criticism from the GATT in 1964 forced
Japan to change this system to a 5-year deferral scheme. Between
1964-72, there were two such schemes to encourage export strength--
a "basic" accelerated depreciation and a "supplemental" acceler-
ated depreciation. The basic accelerated rate was computed on the
proportion of exports to total sales multiplied by a stipulated
percentage figure which varied from 80 to 100 percent. The "sup-
plemental” accelerated depreciation rewarded incremental improve-
ment in export performance; allowances were based on a comparison
of export sales in the present and preceding accounting periods
(semiannual or annual) and permitted an increase in the standard
accelerated depreciation of between 30 and 60 percent. The net
effect of these depreciation allowances--standard depreciation
plus rationalization allowance, and basic accelerated and supple-
mental accelerated depreciation~-was to give growing industries

a tremendous cash flow advantage. In some cases, assuming a

40 percent export ratio, companies could depreciate up to

52.5 percent of their equipment in one year. 2/

In addition, a reserve for overseas market development, in
effect from 1964 through 1972 when it was eliminated for large
enterprises, was created as a 5-year tax deferral arrangement
on the same basis as the provision for accelerated depreciation
for strong export performance. The steel and automobile indus-
tries were notable in their claims under this provision. Table 11
summarizes export promoting tax measures in Japan.

MITI'S POWER AND INFLUENCE OVER INDUSTRY WANE
AS INDUSTRIAL POLICY INSTRUMENTS CHANGE

As Japan's economy grew in the mid-1960s, the nature of in-
dustrial policy also changed. As was true for monetary and fiscal
policy., industrial policy was in a transitional phase in the
mid-1960s. Basic industries had essentially been rebuilt, while
other industries such as autos and consumer electronics were,

1/These industries included fertilizers, petrochemicals, steel,
forging, construction and industrial machinery, electronics,
automobiles and parts, and aircraft, among others.

2/For more detailed discussion of these depreciation allowances,
see GAO's Report to the Congress, United States-Japan Trade:
Issues and Problems; (ID-79-53).
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Dates when measure
was in operation

Table 11

Export Promoting Tax Measures

Measure

1953-1964

1953-1959

1953-1959

1959 to present

1964-1972

1964 to present

1964-1972

1968-1978

Early 1950s to
present

Source:

Export income deduction. This measure directly shielded
export income from taxation.

Export loss reserve system. A reserve against the possi-
bility of cancelled export contracts was non-taxable.

Special depreciation for overseas offices of trading com-
panies. All depreciable assets in a new office overseas
were subject to a 50 percent write-off the first year.

Technology export income deduction. Companies are allowed
to deduct a portion of royalties paid from abroad from
their taxable income. The objective is to stimulate sale-
able technology development.

Overseas market development reserve. A small portion of
the revenue from current exports can be put into reserves_
from taxable income. Like all Japanese reserves, this
must later be returned to the income stream. This pro-
vision still applies for small businesses.

Overseas investment loss reserve. A small percentage of
current foreign investment expenditure each year can be

put into reserve to insure against investment losses.
This reserve fund is non taxable.

Export accelerated depreciation. Accelerated depreci-
ation was allowed on capital investment where the out-
put was to be exported. The degree of acceleration
depended on the proportion of plant and equipment
devoted to export.

Export special depreciation. This is an overlay accel-
eration on the previous provision.

Free trade zone investment loss reserve. This measure
is a variation on the overseas investment loss reserve
extended for free trade zones.

Magaziner and Hout, Japanese Industrial Policy.
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by the late 1960s and early 1970s, beginning to attain interna-
tional standing. The government began to recognize that continued
growth and health of the economy would largely depend on the abil-
ity to move into high technology and value added industries. At
the same time, Japanese authorities, recognizing that the redevel-
opment goals of the postwar period had been largely achieved, began
to focus increasingly on social welfare, public works, and the
consumer.

International events of the early 1970s further encouraged
this reevaluation process. The collapse of the Bretton Woods
system, the oil crisis, and serious inflationary pressures led
the Japanese Government to encourage "stable economic growth,"
rather than the previously desired rapid growth.

Trade liberalization

Japan's tight control over imports, exercised through the
Foreign Exchange and Foreign Trade Control Law, began gradually
to loosen up by the 1960s as the economy improved and Japan faced
increasing international pressure to liberalize trade. 1In 1960,
the government adopted a plan aimed at liberalizing 80 percent
of imports within 3 years; items were liberalized on a product-
by-product basis, through placement on automatic import license
approval lists. The government, however, was careful to protect -
key industries considered central to Japan's future economic de-
velopment; products from consumer electronics, heavy electrical
machinery, and the automotive industries, for example, were not
included in the liberalization plan.

In 1964, the foreign exchange budget system was abandoned
when Japan became a signatory to Article VIII of the International
Monetary Fund. Up to that time, foreign exchange alloca-
tions through the foreign exchange budget and import control sys-
tem served as the basis for restricting imports. With the loss
of the foreign exchange budget system, import quotas and tariffs
took on increased significance in protecting domestic manufacturers
from foreign competition. 1In April 1964, Japan had 174 items sub-
ject to quota restrictions; by October 1969, the number had been
reduced to 16l.

Participation in the Kennedy and Tokyo rounds of the Multi-
lateral Trade Negotiations pressured Japan into further trade
liberalization as its trade balance went into surplus with many
of its major trading partners. Today, Japan retains formal import
quotas on 27 items, including agricultural, livestock, leather,
and related products. Full implementation of the Tokyc round
tariff reduction agreements in 1987 will leave Japan with a trade-
weighted average tariff level lower than that of the United States
and the European Economic Community. 1/

1/Japan agreed in April 1982 to accelerate and implement tariff
cuts scheduled under the Multilateral Trade Negotiations agree-
ments for reduction in fiscal years 1983 and 1984.
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During the 1970s, as tariffs and quotas began to decline
in significance, non-tariff barriers were recognized as causing
disruptions in the flow of trade. Japan, like other trading na-
tions, was increasingly criticized for its non-tariff barriers.
Product standards, testing, labeling, and certification procedures
have presented particular problems in Japan's trade relations, as
have product approval procedures. In the last few years, Japan has
also been increasingly criticized for formal and informal barriers
to trade in services; e.g., banking, telecommunications, etc.

Capital liberalization

Japan has historically been cautious of the risks associated
with a widespread, massive introduction of foreign capital, and
as a result proceeded cautiously in the late 1960s to liberalize
capital movements. The government, as it did in trade liberaliza-
tion, took deliberate steps to minimize the impact of capital
liberalization on infant and weaker industries.

Japan's first major liberalization of capital transactions
occurred in July 1967 following a June 1967 policy decision by the
government concerning the liberalization of foreign direct invest-
ment. The policy thus established included (1) the government's
stated intent to liberalize substantially broad areas of the eco-_
nomy by March 1972 and (2) an emphasis on increasing the number of
sectors in which 50-50 joint ventures would be automatically ap-
proved, although efforts would be made to also increase the number
of industries given automatic approval for up to 100 percent,
foreign-owned subsidiaries.

In July 1967, 50 industries were liberalized--33 were placed
in category 1 (automatic approval of up to 50 percent foreign own-
ership) and 17 in category 2 (up to 100 percent foreign ownership).
This liberalization, however, as well as succeeding ones, applied
only to newly established enterprises. By approximately the end of
1970, 524 industries were liberalized--447 in category 1 and 77 in
category 2. In September of that year, the government also raised
the ceiling on the total amount of foreign equity holding in an
existing firm from 20 percent to less than 25 percent of total
capital. 1/

Those industries placed in either category 1 or category 2
were selected on the basis of judgments concerning an industry's
international competitive position. 1Industries considered strong
were placed in category 2, those less competitive in category 1.
Infant industries where technological gaps existed--such as
computers--were exempted from liberalization.

Japan's capital liberalization actions in the late 1960s have
been described less as a measure of its willingness to encourage

l/0rganization for Economic Cooperation and Development, The
Industrial Policy of Japan (Paris: OECD, 1972), pp. 140-42.
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foreign investment than as the enforced need to fulfill interna-
tional obligations. Liberalization was accompanied by precautions

to protect weaker industries and was postponed for industries en-
gaged in structural reorganization or considered not yet competi-
tive.

Since 1975, foreign direct investment in almost all industrial
categories has been under an "automatic approval” system whereby

=nn11r~:0-1r\nc waere apbroved rnnf-1nn‘lv within a 90-dav neriod. 1/
uy e G e WS rr lllllll (=3 4 M-

This system was further llberallzed with the 1980 amendments to

the Foreign Exchange and Foreign Trade Control Law and with repeal
of the Foreign Investment Law in the same year. The amendments
shifted foreign investment from an automatic approval to a prior
notification system, although the Ministry of Finance still retains
some powers to review investment proposals which may pose a serious
threat to Japan's economy or national security. Additionally, for-
eign exchange approvals required for remittance of funds under the
old law have been eliminated in certain cases.

Although under the new amendments foreign investors are not
required to obtain certificates of approval, they still must file
lengthy reports in Japanese with the Bank of Japan. After filing,
there is a 15-day waiting period. 1In cases where the government
does screen an application for reasons of national security, the
new law establishes a 5-month deliberation limit.

Technology import liberalization

As Japan's economy and balance of payments position improved,
controls over the import of technology were gradually eased. The
first such major relaxation occurred in 1959, when approval was
broadened to include technologies related to consumer goods.

Wide-scale liberalization of technology imports did not, how-
ever, take place until 1968. At that time, all technology con-
tracts with compensations less than $50,000 for certain industries
could be automatically approved. 2/

Amendments to the Foreign Exchange and Foreign Trade Control
Law in 1980 established the general principle that notification
of a technology license agreement be filed 30 days prior to the
conclusion of the agreement for transfer of technology. Under a
recent ministerial order, this 30 day period is not required and
agreements can be concluded in all but the most sensitive areas;
e.g., armaments, aircraft, atomic power, etc.

1/The exceptions to this rule included agriculture, fishing, mining,
petroleum, leather and leather goods, and large-scale retailing,
which are still subject to case-by-case screening for approval.

2/The government specifically excluded such sectors as air-

craft, weapons, nuclear energy, computers, petrochemicals,
etc.
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Antimonopoly Law enforcement is strengthened

Enforcement of the Antimonopoly Law remained weak and passive
until the 1970s, due at least in part to the politically weak sta-
ture of Japan's Fair Trade Commission. The decade of the 1970s,
however, has seen some changes both in the Commission's exercise of
its authority and the antimonopoly legislation it enforces.

By the mid-1970s, in the wake of the 1973-74 oil crisis and
ensuing inflation, the Commission stepped up enforcement, building
a momentum that ultimately resulted in the 1977 amendment to the
Antimonopoly Law (which included a cartel profits surcharge pro-
vision). There has also been a marked increase in business' aware-
ness of antitrust in recent years, as well as a growing anti-big
business, anti-cartel sentiment on the part of the public. The
Commission is steadily becoming more active in policing Japanese
antitrust laws, particularly price-fixing. Additionally, to
establish domestic cartels under the Antimonopoly Law, MITI is
presently seeking the advice and counsel of the Fair Trade Com-
mission to forestall potential antitrust action and to gain busi-
ness acceptance of cartel decisions. 1In the context of potentially
negative effects on the domestic economy, then, the Commission
has demonstrated increasing power and influence over the formation
of cartels.

—

Focus of tax measures changes

Basic and supplemental accelerated depreciation allowances
for strong export performance discussed earlier were dropped in
1972 and 1971, respectively, in the face of large trade surpluses.
The use of the rationalization allowance provided under the Enter-
prise Rationalization Law of 1952 was suspended in 1976. The
overseas market development deferral was eliminated for large
enterprises in 1972, but it continues in effect for small and
medium enterprises.

In addition to tax measures. which reinforced an economic
climate favorable to industrial growth, the government continues
to employ special tax measures to achieve particular policy goals.
Today, these measures, primarily special depreciation measures,
focus largely on environmental concerns, housing, energy, and
depressed areas and encourage the growth and development of high-
technology industries and diffusion of technologies. For example,
in addition to regular depreciation schedules, an increased initial
depreciation allowance is permitted

--for the purchase of energy saving equipment;
--for designated plant and equipment, such as that for

the prevention of environmental pollution or that
combining electronics and machinery;
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--on equipment and plant in underdeveloped areas
including coal mining regions, severely depressed
industrial areas, and industrial development areas; and

--for machinery and equipment acquired by small- and
medium-sized enterprises.

In addition to this increased initial depreciation, acceler-
ated depreciation schedules are alsc employed to achieve indus-
trial policy goals. For example, today accelerated depreciation
is granted for rental housing, new buildings in urban redevelop-
ment areas, machinery which fulfills rationalization plans for the
textile industry or promotes rationalization of small- and medium-
sized enterprises, and so on. (See chs. 4 and 5.)

MITI's loss of power

In sum, then, the combination of the above factors has led to
several changes--not only in the tools of industrial policy but
in MITI's power, as well. With increasing competition from newly
industrializing countries and economic hardships resulting from
the 0il crisis, MITI increasingly finds itself restraining com-
petitive Japanese industries from foreign markets and assisting
others to adjust to declining competitiveness. As trade and in-
vestment laws were amended and international trade negotiations
continued to call for reductions in tariffs and quotas and stan- -
dardization of non-tariff barriers, MITI lost a major source of its
power over industry; i.e., the foreign exchange allocation imple-
mented through MITI's quota system. Moreover, some of the "carrot
and stick" influence MITI previously had over key industrial sec-
tors began to wane as firms within these sectors began gaining in-
ternal financial strength and had increased access to domestic and
international financial markets. Additionally, economic costs to
the consumer of postwar economic development were recognized and
as a result, the Antimonopoly Law was strengthened as was the Fair
Trade Commission's enforcement ability. Worldwide recession and
competition from the newly industrializing countries led to a ris-
ing class of structurally depressed industries, many of which were
import-dependent or energy-intensive. Budgetary deficits, high
consumer prices, inflation, scarce resources, and unemployment led
to increasingly difficult decisionmaking and increasing difficulty
in achieving consensus. As a result, industrial policy decisions
have become more and more politicized. Ministry of Finance and
Bank of Japan desires to control inflation during this period won
out over MITI policies for industrial development:; hence stable
growth began to take precedence over rapid growth. As MITI lost
many of its tools of industrial policy to legislative or structural
changes, administrative guidance grew in relative significance. 1/

l1/Refers to the process whereby government officials "guide"

~ industries and firms in desired directions by informal means
and without statutory authority. This is a fundamental part
of the government-business relationship in Japan and occurs
in various government-business forums.
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Today, MITI continues to influence government and industry
views concerning the direction of industrial development. The
importance of the foregoing discussion is in emphasizing the
increasing economic, political, and social constraints within
which MITI must operate. As a result of these constraints and
legislative and structural changes, MITI has redefined the goals
of industrial policy: £first, the need for Japan to move up the
technological ladder to increase productivity, promote conserva-
tion of resources, and other social development goals; and, second,
the need to ease the adjustment problems of certain declining
industry sectors, particularly unemployment.

The focus of MITI's efforts has changed rather dramatically
over the last 30 years. MITI tools have changed from those of
control to persuasion through administrative guidance. In addi-
tion to the government's concentration on industrial development,
increased importance is now being attached to social welfare,
including environmental concerns.

EFFECTS OF INDUSTRIAL POLICY
CHANGES ON SECTOR~-SPECIFIC PROGRAMS

MITI must accomplish the increasingly conflicting goals of
industrial policy with fewer resources and fewer tools at its -
disposal. Chapters 4 and 5 will deal in detail with MITI tools
and implementation of industrial policy toward growth and decline
sectors under these new circumstances. These chapters illustrate
that because of budgetary deficits, constraints have been placed
on fiscal spending and MITI faces increasing difficulty in having
its industrial spending programs approved. Moreover, with fewer
legal bases for tools of industrial policy, MITI must largely
rely on administrative guidance and the few "carrots and sticks"
it has left to convince industry to follow its suggestions.
Finally, programs themselves have gone from industry-specific
to general programs potentially benefiting numerous sectors.
MITI's view is that industries are interdependent and therefore
government policies must be based on and recognize the inter-
relationships between industries. As a result, MITI programs to
promote growth tend to focus on basic research and development
with cross-industry applications.

In addition to responsibilities for promoting growth sectors,

MITI began in the 1970s to find itself directing retreat primarily
in two ways. First, MITI finds itself attempting to convince
strong, internationally competitive sectors to restrain their
penetration of foreign markets or to invest in those markets.
Secondly, in the 1970s, MITI saw the rapid increase of struc-
turally depressed industries. Some of these industries declined
as a result of the worldwide recession following the oil crisis
(e.g., shipbuilding) while others faced far longer term problems
from competition from the newly industralizing countries (e.g.,
textiles) or loss of competitive advantage because of the dramatic
increases in the cost of o0il (e.g, aluminum, an energy-

intensive industry). Because of the Structurally Depressed

.
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Industries Law which provides guidance on the adjustment
mechanisms, MITI, in conjunction with other cognizant agencies,
has significant influence over the adjustment process. However,
this adjustment process has sparked conflict within industries,
conflict with MITI, and, often, conflicts between industry and

its customers. A strengthened Fair Trade Commission has caused
further difficulty for MITI in resolving these problems. Further-
more, MITI finds this adjustment process during periods of stable
but slow growth far more complicated than that which had occurred
during high growth periods. The basic concern during high growth
is for the industry's firms; during the present slow growth period,
the concern is far more politically sensitive--unemployment.
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CHAPTER 4

INDUSTRIAL POLICIES FOR GROWTH INDUSTRIES

As Japan's economy has been rebuilt, its international com-
parative advantage has shifted and so too have the industries
targeted for government assistance. We examined government poli-
cies for three growth industries--computers, robotics, and air-
craft. Segments of each industry meet certain criteria enumerated
in the government's overall economic goals, such as contributing
to productivity or quality improvements in the Japanese economy
or soclety as a whole.

Industrial policy for these growth industries is implemented
within a framework of temporary laws which promote electronics
and machinery industries. A loosely constructed administrative
framework composed of numerous government and industry groups
distinguishes industrial policy implementation.

The major industrial policy tools in use today are joint in-
dustry government programs for research and development of indige-
nous technology and tax and other measures for the diffusion of
technology. Legal, administrative, and financial support for
growth industries is not new in Japan; the types of support, how-_
ever, constitute a departure from earlier periods of industrial
policy.

DESIGNATED INDUSTRIES ASSISTED ON BASIS
OF CONTRIBUTION TO ECONOMY WIDE GOALS

These three industries are in different stages of develop-
ment, but all meet the criteria set out in Japan's industrial
plans. Those documents stress the need for Japan to move up the
industrial ladder by supporting the development of industries
which are high technology, high value added and knowledge intensive
rather than resource intensive, and to incorporate such advances in
all industries.

For example, the computer industry, which dates to the late
1950s, provides the foundation for the technology based industrial
structure Japan wants to achieve. It also increases productivity,
adds value and technological content, and helps to conserve resour-
ces in all other industries. Many product lines of Japanese com-
puter companies are now internationally competitive.

The robotics industry holds much the same potential role in
Japan's industrial economy. Although it is a much newer industry,
the diffusion of robotics and robotic technology throughout the
agricultural, manufacturing, and service sectors can help to im-~
prove productivity and value added for the economy as a whole.
There is no clear-cut technological leader among robotics manufac-
turers, but the Japanese companies are expected to play a large
role as the international market develops.
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Civil aircraft represents a high value added industry which
combines many of the advances made in materials and process tech-
nology. Furthermore, the aircraft industry is expected to provide
technology spinoffs for other industries, e.g. new lightweight com-
posite materials. Civil aircraft production has gradually evolved
since the mid-1950s, and the Japanese industry today is responsible
for larger and more sophisticated segments of worldwide production.

LEGAL AND ADMINISTRATIVE FRAMEWORK
OF INDUSTRIAL POLICY

Industrial policy for growth industries in Japan is conducted
within a system of laws and administrative guidelines. Support
for the electronics and machinery industries has been contained
in a series of temporary laws which outline the role and responsi-
bility of the government, the method of funding projects, overall
industry and technology goals, etc. Companies, either independently
or through industry associations, participate in project-specific
goal setting and implementation. When the need arises, special
purpose organizations are set up to act as information or funding
conduits, or, to coordinate the conduct of basic research and de-
velopment (R&D). The incorporation of so many groups in the in-
dustrial policy process does not ensure agreement between all
parties, and in fact can lengthen the debate, but it does provide
a number of forums for airing and resolving problems encountered -
in developing and implementing policies.

Promoting growth industries through
temporary measures laws

The two most recent temporary measures laws, the Law on
Extraordinary Measures for the Promotion of Specific Electronic
and Machinery Industries or "Kidenho" and the Law on Extraordinary
Measures for the Promotion of Specific Machinery and Information
Industries, or "Kijoho", differ mainly in their coverage of indus-
tries. The Kidenho, which was in effect from 1971 to 1978, com-
bined promotional measures for the machinery and electronics
industries. In 1978, the Kijoho, which is in effect until 1985,
added the software industry.

For the electronics industry, the Kidenho focused on suppor-
ting prototype R&D, commercial production, and manufacturing im-
provements with government assistance. Several successful programs
were carried out during this period. For example, Japanese com-
puter manufacturers developed prototype technologies in integrated
circuits and commercially produced a third generation computer.
The Kidenho empowered MITI to identify these.and other products
which were to receive government assistance through "enhancement
programs”" after consultations with the Electronic and Machinery
Industry Council. It also allowed MITI to direct certain joint
activities which were exempted from the Antimonopoly Law. The
law permitted corporate mergers when needed to meet the goals of
enhancement programs. This provision was modified in the Kijoho
to support joint activities instead of mergers.
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The Kijoho had essentially the same goals as the Kidenho,
with increased emphasis on developing unexploited and leading
edge technologies. The law made provision for specifying tech-
nologies to be developed. In the 1978 Cabinet Order listing
such technologies, the computer, aircraft, and robotics indus-
tries were all represented. Although developing new technologies
is increasingly emphasized, earlier goals of improving production
technology and manufacturing productivity in the electronics and
machinery industries remain important.

The importance of the information processing industry was
recognized in 1970 with the passage of the Information Technology
Promotion Agency Law, establishing that Agency as the major channel
for government funding of computer software and services. Unlike
the two preceding laws, this legislation established a separate
government organization to support the software and information
processing industries. Although its investment in the Agency
ended in 1972, the government continues to provide subsidies for
Agency expenses. Support for the production and maintenance of
applied software systems is given through direct lending, credit
guarantees, and consignment programs. The Agency works primarily
with the 1400 small- and medium-sized data processing firms.

Industrial policies are administered by MITI with assistance -
from other government and non-governmental groups

The Ministry of International Trade and Industry, by law,
has major responsibility for designing and implementing industrial
policy for growth industries; the Ministry of Finance coordinates
financial support for industry with overall budgetary concerns.
Permanent industry associations exist for each major industry and
a number of other associations of manufacturers, users, consumers,
labor and academic groups, participate in developing and communica-
ting industrial policy concerns.

The MITI Minister is given responsibility for designating
products and establishing programs needed to meet industrial pol-
icy goals. Under the Kidenho for example, the Minister had the
authority to direct manufacturers to engage in joint activities
related to industrial standards, technology improvements, produc-
tion, and procurement.

The responsibility for computers, robotics, and aircraft falls
to MITI's Machinery and Information Industries Bureau. Divisions
within that Bureau have responsibility for individual industries;
e.g. Electronics Policy Division, Data Processing Promotion Divi-
sion, Aircraft and Ordnance Division, etc. Typically, advisory
councils representing industry and other nongovernmental interests
maintain close relationships with MITI divisions. MITI has at
times been required to consult with these groups in developing
and implementing policies. The Electronic and Machinery Industry
Council and the Aircraft Industry Council are two such groups.
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MITI's Agency of Industrial Science and Technology, with much
of the responsibility for developing and implementing the govern-
ment's research and development policy, cuts across the industry
specific MITI divisions. The Scitence and Technology Agency, at-
tached to the Prime Minister's office, shares major responsibili-
ty for government-supported R&D projects and funds and administers
a diverse range of activities.

The Ministry of Finance plays a crucial part of any
industrial policy discussion. Although the Ministry does not
propose projects or funding levels, it can reject a project pro-
posed by MITI or modify funding requests. Indeed, at times, the
budgetary concerns of the Ministry of Finance have delayed or
reduced funding of industry initiatives. For example, an inde-
pendent software technology center was forgone in favor of added
responsibilities for the Information Technology Promotion Agency.
A large scale R&D effort in robotics technology planned for this
year has been postponed; and MITI and the Ministry of Finance
have disagreed about the proper government role in the aircraft
industry for much of the industry's existence.

In addition to the governmental groups represented in the
policymaking and implementing process, a large number of indus-
try associations have been set up to institutionalize the pro-
cess. Some funding in the form of revenues from certain kinds
of entertainment, such as bicycle and auto racing, is designated
for the associations. The Society of Japanese Aerospace Companies,
Inc., represents the aircraft industry in government councils,
the Japan Electronic Industry Development Association and the
Japan Software Industry Association represent the information
industry, and the Japan Industrial Robot Association represents
the interests of robot manufacturers and users.

-

As in any industry association, a unified position requires
a good deal of compromise. For instance, the Society of Japanese
Aerospace Companies represents major engine as well as small parts
producers, and manufacturers as well as airlines, groups which
often have competing interests. One of its major functions is to
be an information conduit from the industry, for the industry,
and between companies within the industry.

The focus of these associations changes over time. The Japan
Electronic Industry Development Association, when established in
1958, represented the concerns of the electronics companies. As
production of computer systems by those companies and others has
grown, so has the Association's focus on computers within the
electronics industry.

The existence of an industry association does not always
guarantee that that industry's viewpoint will be accepted by
the government. The Japan Industrial Robot Association was
established at MITI's urging. Despite opposition from the Asso-
ciation, however, MITI successfully pushed the creation of a
robot leasing company.
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In the computer and aircraft industries particularly, a
number of other organizations act as spokesmen for both manu-
facturers and users, and as information conduits to and from
the government and society at large. For example, the Japan
Information Processing Development Center, established in 1967,
has played an integral role in identifying user requirements
for the fifth generation computer study currently underway.

CURRENT INSTRUMENTS OF GOVERNMENT ASSISTANCE
DIFFER IN STRENGTH AND EMPHASIS FROM FORERUNNERS

The major tools used by the government to implement in-
dustrial policy for growth industries are the organization of
joint R&D programs, direct financial assistance, and preferen-
tial tax treatment for the development and diffusion of tech-
nology. Increasingly, those R&D projects most qualified for
government assistance are very high risk and require large
amounts of capital as Japan attempts not just to catch up but
to push ahead in technological innovations. The organization
of R&D programs, regardless of the industry or technology in-
volved, follow a similar pattern. Special tax programs which
formerly were used to strengthen the financial position of
companies and to promote exports across the board are today
used mainly to develop and diffuse technologies. Market
protection through tariffs and quotas as used for infant in-
dustries in the 1950s and 1960s is gone, although domestic
market stimulation for some of today's growth industries does
exist. 1In industries such as civil aircraft, however, econo-
mies of scale cannot be reached in the domestic market and
greater international collaboration is taking place. The
government no longer gets involved in production arrangements.

Developing indigenous technology
increasingly important

Current industrial policy priorities stress development of
indigenous technologies. Most of the projects designed to do
this for the computer, robotics, and aircraft industries stem
from objectives identified in the Kijoho. 1In the computer and
aircraft industries, R&D programs are the major focus of govern-
ment support. They are becoming more important in robotics.

Government R&D projects in the computer industry fall into
two basic categories--those directed toward developing basic,
leading edge technologies and those concentrating on production
and manufacturing improvements. The latter category deals mainly
with applied software and the information processing industries,
and projects are under the auspices of the Information Technology
Promotion Agency.

Development of new technologies is the goal for the major-
ity of projects currently underway and are the most important
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when measured by direct yen subsidies from MITI. These projects
stress technologies rather than products and are mostly longterm
projects and, therefore, are not expected to have direct commer-

3 i i Ciy madnr mnradam+de ara
cial applications for a number of years. Six major projects are

currently underway: (1) development of basic technologies for
the next generation of computers, including operating software,
peripherals, and terminals, (2) research into functions likely
to be required of the 5th generation computer, which includes

many aspects of artificial intelligence, (3) development of high
speed scientific computers, (4) research and development of new
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emlconductor elements w1th greater performance capabilities,

(5) development of advanced information processing systems tech-
nology, and (6) development of an optical measurement and control
system. The U.S. Embassy in Tokyo has determined that total gov-
ernment subsidies of 11.2 billion yen for private companies is
planned for Japan's fiscal year 1982 for advanced computer, soft-
ware, and integrated circuit R&D. Table 12 shows government fund-
ing levels for these programs in 1981 and 1982.

Of further importance for computer-related R&D is the role
played by Nippon Telephone and Telegraph (NTT). According to
the U.S. Embassy in Tokyo, NTT activities are important because:

~--NTT is a public corporation with an annual R&D
budget of $350 million. -

--Private companies under contract to build telecommuni-
cations systems or components (for the most part the NTT
"family" of Nippon Electric Company, Fujitsu, Hitachi,
and Oki Electric) are also licensed to use NTT-developed
technologies.

--NTT engineers have participated with private company
researchers in the first stage of the 4th generation,
or very large scale integrated circuit (VLSI) project,
and the 5th generation projects.

~-Internal NTT projects closely parallel MITI's high speed
computer and optoelectronics projects.

Government assistance for R&D programs in the civil aircraft
industry also includes projects for new product development and
for the development of new, basic technologies. Government loans
are providing part or all of the funding for R&D work on a new
aircraft, a short take off and landing (STOL) plane, a new engine,
new materials, and aircraft-related electronics systems. The next
generation YXX airplane and XJB engine projects are expected even-
tually to result in products. However, the government's involvement
covers the earlier stage of research and development. Technolog-
ical requirements and specifications for the projects are still

54



Table 12
Camputer _and Related Electronic R&D Projects

HIGH SPEED COMPUTER FOR Total: 23,000 million yen
SCIENTIFIC & TECHNICAL USES 1981 31
1981-89 1982 813

To develop high speed logic and memory elements and parallel processing
systems. Association formed to coordinate projects, but research carried
out in individual campanies and one MITI laboratory; patents are government
property and expenses 100 percent government funded and non-repavable.

OPTICAL MEASUREMENT Total: 18,000 million yen
AND CONTROL 1981 2,418
1979-86 1982 3,238

To develop a system for remote control and monitoring of large scale
industrial processes using optical elements for sensing and transmission.
Joint company government research laboratories; patents are government
property and expenses 100 percent goverrment funded and non-repayable.

NEXT GENERATION INDUSTRIES Total: 104,000 million yen
BASIC TECHNOLOGIES R&D 1981 2,714
1981-90 1982 4,786

To conduct research in "revolutionary technologies," including new semi-
conductor elements, to be applied in industrial processes in the 1990s.

Ten national laboratories and 48 companies are participating in some part of
the project; expenses 100 percent government funded; patents are government
property and MITI has announced they will be disclosed to foreign firms.

SOFTWARE PRODUCTION TECHNOLOGY Total: 6,626 million yen
DEVELOPMENT PROGRAM
1976-81

To decrease cost of software production through autamation. Goals and budget
revised downward to develop library of working aids for programmers. Original
Automatic program generation goals now contained in "S5th generation project."

NEXT GENERATION COMPUTERS Total: 22,500 million yen
(PHASE II) 1981 6,200
1979-83 1982 5,616

To develop operating systems software and peripheral equipment camparable to
IBMs Future Series camputers. (First phase of this project was VLSI develop-
ment). MITI's original 50 percent share of expenses cut to 45 percent in 1982.

FIFTH GENERATION CQOMPUTERS 1981: 15 million yen
1979-91 1982 426

To design information processing systems to deal with the basic social
problems Japan sees for itself in the 1990s. An endowed research association
was established in April 1982 and foreign enterprises are invited to join.
NOTE: All dates are Japan fiscal year. All funding is government-supplied.
Source: U.S. Embassy, Tokyo
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evolving. Table 13 shows major projects with importance for the
aircraft industry and the levels of government funding.

Table 13

Aircraft-related R&D Projects
Supported with Government Funding

_Government Funding

Title Association/Agency Duration Total 1980 1981 1982
(Y million)
Yx (airframe) Civil Transport Development
Corporation (CTDC) 1978-82 16,300 6,943 2,043 338
YXX Research
(airframe) CTDC/to be determined 1981-87 25,000 -- 353 1,490
XJB Engine Association for Aeroj
(RJ-500) Engine Research o' 1980-87 40,000 1,787 8,722 5,322
Experimental Engine Agency of Industrial
(FJR 710) Science and Technology 1971-81 20,400 2,063 1,901 .-
STOL (airframe) Science and Technology Agency 1972 -84 25,000 2,009 4,385 --
Basic Technology for Agency of Industrial
Next Generation Industries: Science and Technology 1981 -90 104,000 -~ -- --
new materials -- -- 1,356 --

Source: GAD, based on U.S. and Japanese government documents.

The robotics industry will be affected by several, more
general, R&D efforts. For example, advances in software tech-
nology, such as developing optical recognition and processing
systems, which were begun as computer projects, have important
implications for robotics. 1In addition, one important R&D pro-
ject underway since 1977 has the goal of integrating computer
controlled machinery, such as robots, with other mechanical
components and lasers to develop whole plants for flexible,
automated manufacturing. A total expenditure of 13 billion yen
is projected for this project during 1977-83 and a number of
Japanese companies are participating with government laboratories.
A major program specifically to develop basic robotics technology

has also been proposed, but has been postponed because of budge-
tary constraints.

Focus on more basic, transferable
products and processes

The projects outlined above reflect an addition to the
type of R&D projects previously underwritten by the government.
They are, for the most part, more basic, high risk and long
term than such projects as the VLSI program completed in 1979
or the YS-11 twin engine turboprop project bequn in 1959, which
were aimed directly toward the output of a specific competitive
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product. In the computer industry, many of the companies them-
selves now have access to more funds for their own R&D programs
without government involvement. Robotics manufacturers typically
are the robotics users and, until recently, have designed systems
for their own use. 1In the aircraft industry, the government has
been guided by its early experience and lack of success in inves-
ting in the development and production of a commercial airplane,
the YS-11l, in the 1960s.

The technologies developed from current projects are expected
to have applications for their own industry as well as spinoff
effects on the economy as a whole; software, new materials, and
new function elements, for example, can contribute to any number
of industries, "new" and "old."

As domestic development of new technologies becomes crucial
for competitiveness and Japanese companies reach strong financial
positions, the companies are undertaking more research and devel-
opment on their own. The U.S. Embassy in Tokyo has determined
that total government subsidies to private companies for advanced
computer-related R&D represents less than 10 percent of total
Japanese advanced R&D expenditures in computer related fields in
Japanese fiscal years 1979 and 1980. There continues to be wide-
spread and significant company representation in government sup-
ported R&D projects, however. -

Government assistance is directed to an earlier phase of
the manufacturing process than has been the case. The govern-
ment does not participate in the production of commercial air-
craft or engines; testing capabilities and marketing are also
left up to the companies. 1/ Government efforts to direct the
production of the computer industry and to divide manufactur-
ing responsibilities have been unsuccessful and have apparently
been dropped in favor of joint R&D programs. The exception to
this in the computer industry, however, is procurement by the
public corporation, Nippon Telephone and Telegraph. NTT does
not have its own hardware production facilities and, to the ex-
tent that supplies are preferentially procured from Japanese
computer companies or a group of certain Japanese manufacturers,
that procurement assists in guaranteeing market demand. 2/

1/See GAO's Report to the Congress, U.S. Military Coproduction
Programs Assist Japan in Developing Its Civil Aircraft

Industry (ID-82-23) Mar. 18, 1982, for a discussion of
military aircraft programs.

2/NTT procurement policies have been the subject of ongoing Japan-
ese Government discussions.
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It is in the emerging robotics industry that some of the same
programs are being initiated that were evident in earlier stages
of the computer and aircraft industries, e.g. leasing and market-
ing assistance.

Government influence on R&D programs

In general, the more basic and high risk the technology
under development, the greater the government assistance, and
responsibility of government laboratories.

Government funding is usually predicated on the formation
of an association of participating companies. For example, the
Civil Transport Development Corporation was set up to represent
three Japanese manufacturers in the Boeing 767 joint venture
with Boeing and Aeritalia. The Japanese Corporation is respon-
sible for 15 percent of the project, and the three participating
Japanese companies have divided workshares. The Corporation
acts as the conduit for government money and as the agency re-
sponsible for coordinating the project. Although a small group
within the Corporation is currently studying the next generation
aircraft project (the YXX), a new association may be set up as
the coordinating body once the project gets underway. Similarly,
the Japanese Aeroengine Corporation represents three Japanese
manufacturers in the joint engine development project with Rolls
Royce.

——

In the computer industry, the same organizational and
administrative pattern is followed for R&D projects. The VLSI
Technology Research Association was set up as the umbrella
organization for the five companies and government labora-
tories involved in the project. The Association will remain
in place even though the R&D program is completed, for commer-
cial production and the repayment of government funds. The
Joint Systems Development Corporation was set up to develop
software production technology; the Computer Basic Technology
Research Association has been set up for the next generation
computer technology development program.

Organizations which have been or will be set up for the
newly announced 1981 R&D program for basic technologies for
next generation industries are shown in Table 14. This 10-year
project, which has application across industrial sectors has a
total budget of 104 billion yen.

The government exercises a great deal of discretion over
which companies participate in R&D projects. It owns the result-
ing patents for 100 percent, government funded projects. 1In
some cases the government shares control with the participating
companies, and in others it has access to resulting technologies.
Licensing costs and requirements also vary. R&D responsibilities
are allocated according to a company's technological and finan-
cial capability or lack thereof.
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Table 14
Organizations Involved in R&D Programs for Next Generation Industries

Cbiject Technology

Enterprises to Be
Commissioned

Core Orga-
nizations

New
Materials

High-efficiency separa-
tion film

Conductivity macro-
molecule

High-crystalline
macromolecule

Toray, Teijin, Asahi Chemi-
cals, Kuraray, Toyobo

Sumitomo Denko, Daiseru
Chemicals, Asahi Glass,
Mitsubishi Chemicals

Toray, Teijin, Asahi Chemi-
cals, Sumitomo Denke,
Sumitomo Chemicals

Macromolecule
Basic Technology
Research Union

Fine ceramics

Toshiba, Kyoto Ceramics,
Ishikawajima-Harima Heavy

Industries, XKobe Steel, Showa

Denko, Sumitomo Denko, Asahi
Glass, Electro-Chemistry,
Japan Gliass, uapan Special
Ceramics, Kurosaki Ceramics,
Toyota Machine Tools, Shina-
gawa White Brick, Inoue
Japax Research Institute,
Toyota Motors

Fine Ceramics

Technology Re-
search
Union

High-efficiency crys-
tal control alloy

Composite materials

(1) High-efficiency crystal
control alloy: Hitachi
Works, Kobe Steel, Daido
Special Steel, Mitsubishi
Metals, Hitachi Metals,
Sumitomo Demnko, Ishikawa-
jima-Harima Heavy Industries
(2) Processing technology
development: Mitsubishi
Heavy Industries, Fuji Heavy
Industry, Toyota Motors,
Toshiba Machines, Ishikawa-
jima-Harima Heavy Industries
Mitsubishi Electric Machines
Kawasaki Heavy Industries

(3) High molecular compos-
ite materials: Toray,
Teijin, Mitsubishi Chemi-
cals, Japan Carbon

Next-Generation
Metals Composite
Materials Re-
search and
Development
Association

’
Y

Bio-
technology

Technology .for large-
scale cultivation and
utilization of cells

Bio-reactor

Gene recombination and
utilization technology

Asahi Chemicals, Aji-no-
moto, Kyowa Fermentation,
Takeda Pharmaceutics,
Toyo Brewery

Kao Socap, Daiseru Chemi-
cals, Electro-Chemistry,
Mitsui Petro-Chemicals,
Mitsubishi Gas Chemistry,
Mitsubishi Chemicals
Sumitomo Chemicals, Mitsui
Toatsu, Mitsubishi Chemi-
cals Biological Science
Research Institute

Bic-technology
Development
Research Union

New
Function
Elements

Super-grid components

Three-dimensional
components

Elements with increased
resistance to environ-
ment

Fujitsu, Hitachi Works,
Sumitomo Denko

Japan Electric, Oki
Electric, Toshiba,
Mitsubishi Electric
Machines, Sanyo Electric
Machines, Sharp, Matsu-
shita Electric Machines
Toshiba, Hitachi Works,
Mitsubishi Electric
Machines

New Function
Elements
Research and
Development
Association

Saurce:

Denki Shimbun, Sept. 10, 1981
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In both the VLSI program and the XJB aircraft engine joint
venture with Rolls Royce, Japanese companies which were not orig-
inal participants were included to keep them abreast of techno-
logical developments. The R&D organizations as constituted in
Japan serve two purposes. They act as central accounting points
for the lending and repayment of government loans and as control
mechanisms to divide R&D tasks and technological advances within
an industry.

Forms of financial assistance

The Japanese Government provides a variety of financial
assistance measures to Japanese firms. The most common channel,
as discussed above, is direct subsidies for R&D through corpora-
tions or associations with a number of private company members.
The subsidies come directly from the general account budget, as
for the YXX transport and 5th generation computer projects. For
large projects, funds are usually matched in some proportion by
the industry. These funds have been given on a success condi-
tional basis; that is, as subsidies which must be repaid only if
and when commercial production which follows an R&D project is
profitable. The VLSI Association and the Civil Transport Devel-
opment Corporation are both in the process of negotiating such
repayment schedules. We do not know whether any success con-
ditional loans have yet been repaid. MITI is apparently tight-
ening some conditions; minimum repayments are required on some
success conditional loans and funding is more difficult to
obtain. ’

Loans have also come from the long-term credit banks, par-
ticularly for the software industry. The government agrees to
purchase a certain amount of credit bank issues, the proceeds of
which are then loaned to software companies through the Informa-
tion Technology Promotion Agency.

The Japan Development Bank is the most important industrial
policy funding institution. 1Interest rates are at prime and
below, and terms are commercial and longer. Variations in rates
and terms differ from project to project. For example, JDB loans
‘to the computer leasing company had terms of one to 25 years as
compared to the normal 7 to 10 years, and interest rates ranging
from 1.0 to 3.0 percent below prime. The JDB has provided 60 per-
cent of the robot leasing company's operating funds at 0.3 per-
cent below city bank rates. The importance of these loans how-
ever, and this is true of all JDB loans, is that no compensating
balances are required, as they are by the c¢ity banks. l/

1/City banks require that a certain percent of a loan remain on
deposit in the bank. These deposits are known as compensating
balances, and increase the cost of loans to borrowers.
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New loans for the development of technology stood at 10.5
percent of JDB's loans in fiscal year 1977, 13.0 percent in fis-
cal year 1978, 11.4 percent in fiscal year 1979, and 9.9 per-
cent in fiscal year 1980. 1/ Table 15 contains the categories
and amounts of JDB lending for technology.

Table 15

Loans for Development of Technology

vin billions of yen,

FY 1977 FY 1978 FY 1979 FY 1980
$ mullion
New loans ¥71.2 ¥129.0 ¥108.5 ¥96.4 $457
Development of clectronie computers Y 382 55.3 371 55.4 262
Domestically manufactured computers 35.5 33.5 45.0 54.0 256
Computer manufacturing plants 0.4 02 U.4 0.6 3
Data processing systems 27 1.6 1.7 0.8 3
Use of high technology in certain
electronic and machinery industries 3.3 7.8 10.2 145 69
Electronic industry 3.8 2.1 7.0 12.0 57
Machinery industry 4.5 5.7 3.2 2.5 12
Development of domestic technoloxy 247 65.9 51.2 26.5 126
Development of new technology 20 4 57.4 40.9 22.6 107
Trial manufacture for commercial usc 09 4.0 1.2 0.3 2
Development of heavy machinery 314 4.5 9.1 3.6 17

1/ Includes loans to Japan Electronic Computer Corporation.

Source: Japan Development Bank

Other public financial institutions, such as the Small Busi-
ness Finance Corporation and the People's Finance Corporation,
participate in industrial policy by lending to small companies
for robot installation. One of the Information Technology Promo-
tion Agency's major functions is to also guarantee software com-
panies' borrowings from private banks.

Government funds also act as a catalyst for private sector
lending. Once an industry begins receiving government funds,
it becomes a relatively low risk investment and the private

banks are more likely to look upon companies in that industry
with favor.

1/ The largest growth in component ratios of new JDB loans has
been in resources and energy, increasing from 17.0 percent
in fiscal year 1977 to 36.3 percent in fiscal year 1980.
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Other industrial policy tools focus on industry-wide
and economy-wide effects

There are a number of other industrial policy tools in
use in Japan today. For example, measures have been used to
promote the diffusion of products which embody new technolo-
gies. Commercial measures, although relatively less important
than in the past, are still in use. And tax measures, in addi-
tion to direct subsidies discussed earlier, promote technolog-
ical development.

Diffusing technology

One of the primary concerns of the Japanese Government has
been the diffusion of technology throughout the manufacturing

sector and indeed today,

throcughout the economy as a whole.

Table 16 summarizes government measures in place to encourage
diffusion of robot technology.

Table 16

Government Measures to Encourage Robot Use

Measure

Purpose

Government Support

Japan Robot
Leasing
Company

Direct low
interest loans
(below prime)

Special
depreciation

Source:

To lease industrial
robots more cheaply
and often for shorter
periods than private
leasing company

For small and medium-
size manufacturers to
automate processes
dangerous to humans
and prevent environ-
mental pollution

To encourage installa-
tion of robots by
manufacturers

MITI; Daiwa Securities America,

Low interest JDB loans
for operating expenses

FY 1980 Y140 million
1981 Y1,250 million

Funding from the Medium
and Small Enterprise
Corporation (FY 1981,
Y800 million) and the
People's Finance Cor-
poration

13% in 1980-81 and

10% in 1982 of initial
purchase price in
addition to ordinary
depreciation

Inc.

During the early development phase of the computer industry,
a leasing organization, the Japan Electronic Computer Corporation
(JECC), was set up with low interest loans from the Japan Develop-
ment Bank and the participation of seven major Japanese computer

manufacturers.
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organization were to (1) make Japanese manufactured computers
available to a wide spectrum of businesses, (2) allow the manu-
facturers to better compete with IBM, (3) guarantee a market,
and (4) rapidly return the price of the computer to the manufac-
turer for further investment. These objectives today have lost
their importance, because Japanese manufacturers are well estab-
lished and private leasing companies now fulfill the role once
held by the government-supported organizations. The government
has used the leasing company concept, however, for the robotics
industry. The Japan Robot Leasing Company (JAROL) was established
in 1980 with government encouragement. The government was espe-
cially interested in enabling small- and medium-sized firms to
gain access to robots.

Although the computer manufacturers originally requested
the JECC be set up, MITI wanted to hold an equity share. Both
the manufacturers and the Ministry of Finance objected to that
arrangement, and it was replaced by a final low interest lending
arrangement. JAROL also was established only after disagree-
ments between MITI and the robot manufacturers were resolved.

Tax measures have also been used to accelerate the diffu-
sion as well as the development of technology. A tax deferred
reserve fund is allowed for up to 40 percent of revenue accruing _
from the sale of general purpose software if that revenue is
used for software development. This tax measure serves several
functions--it provides companies with a tax subsidy for revenue
that is used for the development of general purpose software
programs and promotes their diffusion. The special tax depre-
ciation allowed for the installation of computerized robots is
similar in that it promotes the purchase of technology, thereby
increasing demand and encouraging manufacturers to produce robots
for users other than themselves.

Commercial policy no longer as important
for promoting growth industries

Government assistance through commercial policies has in-
cluded measures designed to increase exports (e.g. access to
financing and marketing assistance) and protection from imports
(e.g. tariffs, quotas, and nontariff barriers). The use of com-
mercial policy for these industries over the last decade has de-
clined in incidence, if not in effectiveness. Commercial policy
played an especially important role during the early years of the
computer industry, when Japanese manufacturers faced strong com-
petition from U.S. manufacturers. High tariffs, quantitative
restrictions, and controls over foreign investment were all used
to restrict entry. Because of multilateral and bilateral trade
negotiations and the increasing competitiveness of Japanese
manufacturers, protection through tariffs and quotas has de-
clined. Certain non-tariff barriers, such as government pro-
curement, are the subject of ongoing negotiations. Commercial
policy has not played as large a role in the present day ro-
botics and aircraft industries and deals mainly with export
promotion rather than import protection.
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Tax incentives for development
of technologies

Tax incentives for technological development are available
economy-wide. l/ Tax credits of up to 10 percent of total corpo-
rate taxes are available for investment in new R&D facilities and
equipment. Accelerated depreciations are allowed for facilities
used to produce certain technologies approved by MITI. Deductions
are permitted on income received from the export of technologies
or technical services.

EFFECTS OF INDUSTRIAL POLICY ON GROWTH:
SOME TENTATIVE CONCLUSIONS

Japan's industrial policy clearly supports a number of high
technology industries. These industries are not only important in
and of themselves but also for improving the performance and pro-
ductivity of the economy as a whole. Because of the emphasis on
technology, most of the government's efforts are in support of
company efforts to develop and diffuse innovative products and
processes.

Direct subsidies to joint industry government R&D projects
are a widely used form of government support. The associations
set up for each project also imply joint control and responsi- -
bility by all participants. Through its access to the technology
arising out of such projects, the government retains a measure of
influence. The positive effects of government assistance on pri-
vate bank lending, although not guantifiable, exist nonetheless.
However, as new technologies become increasingly important for
competitiveness, and their access to capital improves, manufac-
turers conduct more of their own R&D. Most of the companies
participating in MITI's highspeed scientific computer project,
for example, have separate, similar projects underway. 1In areas
where international collaboration is necessary, a new set of for-
eign companies and governments participating in projects further
loosen Japan's government-industry ties.

Preferential tax treatment has also been used to encourage
the diffusion of new technology. Government supported leasing
companies have successfully encouraged adoption of more modern
and productive technologies, (e.g., computers and robots) in
both manufacturing and service industries.

There are signs that the government and industry in Japan
have entered a new relationship, partly due to the relative
strength and/or needs of individual companies. The major com-
puter manufacturers are successful international competitors.

1/For a more detailed discussion of corporate tax treatment in
Japan, see "Corporation Income Tax Treatment of Investment and
Innovation Activities in Six Countries," prepared for the Na-
tional Science Foundation, PRA Research Report 8l1-1; August 198l.
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Although these companies received substantial government support
through the 1970s, today they are less dependent on the govern-
ment for protection and/or financial assistance and are carrying
out many of the previously provided activities on their own. Air-
craft producers in Japan and elsewhere need to participate in
joint multicountry ventures because of the costs and risks in de-
veloping and marketing a new plane or engine. Japanese robotics
producers are close to state-of-the-art technology; the major
producers are also major users and therefore need little govern-
ment encouragement to either develop or use robots in their pro-
duction processes.

Part of the changed relationship is also due to changing
government priorities, e.g., inflation, pollution, and energy
and social issues. The competing claims on government resources
from declining industries and non-industrial concerns means
that there are fewer resources at MITI's command. Some tradi-
tional tools, such as foreign exchange controls and protection
behind high tariff walls, are no longer available to the govern-
ment. Given the strength of the Japanese companies, such tools
would be neither justified nor useful.

All of this is not to say that the government in Japan ignores
the needs of industry or to claim that assistance that is available
is of little consequence. Government funds are still going into ~
the industrial sector, and the system of cooperation between indus-
try and the government remains in place. The nature and require-
ments of Japan's growth industries today are different than those
of industries previously supported with public assistance. The
government's ability to steer these industries without the instru-
ments of direct control available during earlier periods is unclear.
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CHAPTER 5

INDUSTRIAL POLICY IN THE DECLINING SECTORS

Another important goal of Japanese industrial policy is to
ease the adjustment problems of declining industries, particu-
larly unemployment. Although industrial decline is not a new phe-
nomenon in Japan, the worldwide recession following the 1973-74
0il crisis and increasing competition from the newly industrial-
izing countries led to a significant increase in the number of
structurally depressed industries and the severity of the prob-
lems facing such industries. In an economy experiencing rapid
growth, shifting resources into emerging industries to adjust to
changes in consumer taste, loss of competitiveness, and industrial
failures is relatively easy. This adjustment process, however, is
more complicated when an economy begins to face slower growth. The
absorption of unemployed workers by expanding industries, for ex-
ample, is less automatic than during periods of rapid economic ex-
pansion. In the mid-1970s, facing the aftermath of the oil crisis,
Japan, not unlike the United States, West Germany, Great Britain,
and other industrialized countries, began to experience significant
industrial problems, slower economic growth and increased exposure
to international trade and competition. Japan's problem, similar to
that of other industrialized countries, is not that industries are
in decline, but rather that adjustment to decline is no longer as
automatic as it was previously, creating severe economic and polit-
ical pressures which must be addressed by the government.

The Japanese response to decline is a coordinated approach
involving contractual obligations among industry, government,
and labor concerning shifts of industrial resources and tying
industrial adjustment to worker and community adjustment. Al-
though unemployment assistance and assistance to depressed
regions is provided by the government, also important to the
adjustment process are the incentives given to growth sectors
to relocate or to build new plants in these depressed regions.

Our review focused on two declining industries--shipbuilding
and textiles. Segments of the Japanese textile industry illustrate
a declining industry that has experienced a gradual but steady loss
of comparative advantage since the 1950s. 1In contrast, the ship-
building industry has not suffered a loss of comparative advantage
but faced severe economic disruption resulting from a sudden drop
in world demand for ships, particularly tankers, following the
1973-74 o0il crisis. Today, this industry is beginning to face po-
tential loss of its comparative advantage to increasing competition
from the newly industrializing countries.

INDUSTRY BACKGROUND

Shipbuilding

The Japanese shipbuilding industry was targeted for recon-
struction and development following its devastation in World
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War II. The industry received assistance in the form of interest
rate subsidies, preferential loans, special tax measures, export
credits, etc. By the early 1970s, Japan was launching over 50 per-
cent of the world's ships.

Japan's shipbuilding industry relies heavily on exports, so
it is particularly vulnerable to changes in world demand for ves-
sels, which in turn depends on the volume of world trade and world
gross national product. Thus, worldwide economic trends have a dra-
matic effect on the Japanese industry. By 1974, this industry held
a 61.8 percent share of the world market and was 83 percent depen-
dent upon exports. The effects of economic disruptions during the
latter half of the 1970s are evident, given that Japan's new launch-
ings dropped from 17 million gross tons in 1975 to almost 4.7 mil-
lion gross tons in 1979, a decrease of 72.4 percent.

Textiles

The Japanese textile industry has played a significant role
in the development of the Japanese economy and is still one of the
largest manufacturing employers in Japan. Within the industry, the
pattern of decline has been gradual but steady, varying by type of
raw material and by manufacturing process; e.g., between natural
and man-made fibers and among the yarn, cloth and apparel segments
of the industry. As Japanese wage rates rose in the 1960s, seg-
ments of the industry began to lose comparative advantage to com--—
petition from the newly industrializing countries. The government
initiated several programs to assist the industry when it became

apparent that such competition would continue to affect the health
of the industry.

LEGAL BASIS OF GOVERNMENT AUTHORITY

The government's response to problems of adjustment to decline
in the textile and shipbuilding industries is contained in numerous
pieces of legislation. The Special Textile Act (1967) and the New
Textile Act (1974) were promulgated to cope with long-term prob-
lems of the industry, while the Temporary Textile Act (1971) and
the Exceptional Textile Act (1973) were designed to deal with
short-term problems.

During the immediate post-oil-crisis period, no specific laws
were passed to cope with the problems of the ailing shipbuilding
industry. The Japanese Diet (Japan's national legislative body)
and the government recognized the problems the industry was fac-
ing and in developing a plan to assist the industry to adjust rec-
ommended that the government should

--support measures for structural improvement to
stabilize shipbuilding operations;

--develop measures to create demand for ships; and
--design measures to improve the employment situation.
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The Structurally Depressed Industries Law

The severity of the economic disruptions in the 1970s and
their effects on industry led to the passage of the Structur-
ally Depressed Industries Law in 1978. Provisions of this law
were designed to help industry make long-term adjustments to
changing domestic and international conditions under government
guidance. Initially, open hearth steel production, aluminum
refining, synthetic fiber production, and shipbuilding were
designated as depressed industries. This law set out general
criteria under which industries can apply for designation as
depressed and outlines the concept of a basic stabilization
plan to reduce industry capacity by disposing of equipment and
prohibiting new or improved equipment, and to provide measures
for stabilizing employment. Basically, this law provides the
government with a general framework, legal base, and guidelines
for assisting the adjustment of declining industries.

There are three basic criteria which industry must meet
to be designated structurally depressed under this law.

1. More than 50 percent of the industry's firms must
be experiencing financial difficulties.

2. The industry must be characterized by unusually
excessive plant capacity.

3. Firms representing two-thirds of the industry must
sign a petition seeking designation as structurally
depressed.

When an industry is so designated, the cognizant ministry is
empowered to formulate a stabilization plan for the industry.
The ministry must forecast supply and demand (including imports
and exports) in order to measure excess productive capacity,
establish the extent to which such capacity is to be shut down,
and decide how the shutdown is to be handled,i.e.,scrapping or
mothballing. During this analysis process, the ministry is re-
quired to consult with an industry advisory commission. Labor
unions are granted specific right to contribute to these delib-
erations by the law. The law also gives Japan's Fair Trade Com-
mission the right to reject or modify ministry plans if these
plans are considered too anticompetitive. The Commission's
approval of these plans exempts industries from provisions of
the Antimonopoly Law.

In addition, in order to carry out plans calling for
scrapping of plant or equipment, the law authorizes estab-
lishment of a depressed industries credit fund to ease prob-
lems caused by such scrapping. The fund was established with
8 billion yen from the Japan Development Bank and 2 billion
yen from the private sector. Under provisions of the law, the
cognizant ninistry is authorized to place restrictions on new

68



plant and equipment investment in the designated industries and
to use administrative guidance to encourage firms to shift into
different product lines. The authority given the government
over adjustment assistance to declining industries is a reflec-
tion of the increased difficulty of adjustment during slower
growth periods.

Other government assistance programs

Comprehensive policies aimed at assisting industries' ad-
justment include measures to (1) rationalize and assist small-
and medium-sized enterprises, (2) assist depressed regions, and
(3) assist the unemployed. These measures have been used in
both shipbuilding and textiles to ease the adjustment process.

The Law for Temporary Measures for the Unemployed in the
Designated Depressed Industries and the Law for Temporary Meas-
ures for the Unemployed in Designated Depressed Districts, ad-
ministered by the Ministry of Labor, provide the framework for
government assistance to displaced workers. 1In general, unem-
ployed workers receive unemployment insurance, retraining and
job-hunting allowances. Unemployed workers from structurally
depressed districts or industries are also entitled to extended
unemployment benefits, higher retraining allowances, and priority
treatment in job-hunting under the above two laws. MITI, or the
appropriate cognizant ministry, has primary responsibility for
determining which industries and which regions are to be desig-
nated as structurally depressed and eligible for government
assistance. The Ministry of Labor works with the responsible
ministries in these important decisions to ensure that employ-
ment adjustment is available to complement industrial and re-
gional adjustment.

These two employment adjustment programs are not mutually
exclusive; in fact, they sometimes overlap. For example, workers
in a depressed industry could also be covered by measures pro-
vided to workers in depressed regions. Moreover, with the special
measures provided to workers in small- and medium-sized companies,
a worker in a small shipbuilding company in a depressed region
would be entitled to benefits under all three programs. According
to Ministry of Labor officials, the benefits provided under these
three programs are the same basic measures provided to unemployed
workers in general, they merely involve more extensive coverage.

POLICY MECHANISMS FOR SHORT-TERM
DISRUPTIONS AND LONG-TERM PROBLEMS

In an effort both to fight immediate recession problems
and to remedy long-range industrial ills, the Japanese Govern-
ment has taken a two-pronged approach to dealing with the de-
clining industries. Anti-recession cartels have been formed to
deal with short-term price and production disruptions. Efforts
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to scrap excess capacity equipment and modernize production
processes are being pursued to deal with long-term problems of
competitiveness.

Both short and long-term measures have been used to help
the synthetic fiber segment of the textile industry adjust.
In response to a dramatic drop in domestic demand following
the oil shock of 1973-74, and later an equally dramatic drop
in exports, the government and industry determined that some
assistance measures for the industry were essential. The
industry itself, however, was unable to agree on an adjust-
ment scheme, and consequently MITI, in 1977, issued "guidance"
to the industry to institute production cutbacks of 25 percent
for certain man-made fibers. The cutbacks lasted for 6 months
and the industry gained as prices of these fibers firmed up
considerably. 1In April 1978, these cutbacks were then for-
malized through the formation of a Fair Trade Commission-
approved anti-recession cartel which was finally terminated a
year later.

The continuing effects of the recession and the steep
appreciation of the yen in 1977, however, led to the continuing
decline of the synthetic fiber segment of the textile industry,
which was declared structurally depressed in 1978 with the
passage of the Structurally Depressed Industries Law. The
basic stabilization plan developed in accordance with the law
was aimed at reducing production capacity by scrapping or moth-
balling equipment. Scrapping was to be completed by January
1979, and mothballing was to continue through March 1981.
Scrapping was intended to allow the synthetic fiber segment of
the industry to divest itself of unproductive equipment and
thus enable it to focus its attention on other more competitive
activities. A report by the U.S. Embassy, Tokyo, indicated that
production cutbacks by the industry had proven effective and
the Japanese industry was back on its feet again. It is impor-
tant to note, however, that the high cost of raw materials for
synthetic fiber production will pose a continuing threat to the
Japanese industry both domestically and internationally.

—

The Japanese shipbuilding industry similarly benefited from
provisions of the Structurally Depressed Industries Law. This in-
dustry, faced with a dramatic decline in world demand for ships
following the 1973-74 oil crisis and projections that future de-
mand would not approach pre-oil crisis levels, was also designated
structurally depressed under the law. As required by the law, a
stabilization plan was drawn up in consultation between the gov-
ernment and industry calling for roughly a 35 percent cutback in
production capacity. 1Individual firm scrapping volumes were devel-
oped in consultations between the industry, its associations and
the government and were determined on the basis of firm production
capacity. This scrapping effort proved insufficient to restore
balance in supply and demand; the Ministry of Transport thus recom-
mended that operating levels be adjusted to achieve production
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cutbacks. Participating companies formed an anti-recession cartel
in 1979 to carry out the scrapping program; operating levels for
fiscal year 1979 were set at an average of 39 percent of peak year
operating levels, and subsequently raised to 51 percent in fiscal
year 1981. The cartel was scheduled to terminate in March 1982;
according to the Ministry of Transport, the Fair Trade Commission
was not expected to approve an extension, presumably because it was
no longer considered necessary in view of the industry's renewed
competitiveness. The Japanese industry had succeeded in regain-
ing its export position, reclaiming a 46.5-percent share of the
world market, albeit at reduced absolute levels, by 1980.

Political constraints hamper industrial adjustment

The Japanese Government sometimes finds it politically dif-
ficult to declare that an industry, or segments of an industry,
should be phased out. The spinning segment of the textile indus-
try provides one example. Japanese Government officials acknowl-
edged that it is politically difficult for MITI to recommend
phasing out segments of the textile industry even though it may
want to advocate this course of action. Instead, government ef-
forts to restore a supply and demand balance have been aimed both
at scrapping equipment and at modernizing equipment and facili-
ties to increase efficiency. Thus, the government has instituted
measures aimed at revitalizing the industry through modernizing
equipment and facilities to increase efficiency while at the same—
time trying to lure these firms and workers into other activities.
MITI officials further explained that this is all part of the
bargaining process~-to get firms and workers to shift out of the
industry, the government has to offer the industry a comprehensive
assistance plan that includes measures to encourage modernization
as well as phaseout.

The government was faced with a similar political problem in
the shipbuilding industry when it had essentially determined that
Sasebo Heavy Industries should be allowed to go bankrupt and close
its doors. Although perhaps an "economically” rational decision,
the intervention of the Prime Minister forced the government to
reassess its position and bail the firm out of its economic
troubles.

Government officials noted that because of the effect a
phaseout or bankruptcy may have on a particular region or regions,
such economically rational decisions can be too politically and
socially costly. It is interesting to note that since Sasebo is a
major employer in the region, its bankruptcy would have caused
severe social, political, and economic problems in the area; em-
ployees would find it difficult to move into other activities in
that region. 1In the case of the spinning mills, however, although
admittedly wholesale phaseout of the industry would have caused
serious consequences in the Nagoya area, efforts to streamline the
industry were more successful, primarily because other expanding
industry was also located in the area.
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Emphasis of government assistance is on
helping small and medium firms

Japan's larger firms are expected to carry out production
capacity cutbacks without government assistance. This practice
is based on the understanding that major industrial companies
are highly diversified and engage in a number of economic
activities. The government perception is that major companies
are financially capable of handling the adjustment process on
their own and can shift resources into other industrial activ-~
ities within their own companies. However, one government con-
tribution is essentially to exempt these large companies from
the Antimonopoly Law while they are carrying out joint scrap-
ping activities.

The Japanese Government has adopted or supported a number
of adjustment assistance measures and programs to assist small-
and medium-sized firms, including

-~preferential financing through government, commercial,
and long-term credit banks;

~-~direct and indirect government purchase of scrapped
equipment;

~-~access to the designated depressed industries credit
fund; and

-~formation of joint scrapping associations.

In essense, this assistance is based on helping these firms to
(1) phase out without causing social disruption and/or (2) mod-
ernize so they can become more efficient. The Small and Medium
Enterprise Agency, under the jurisdiction of MITI, was estab-
lished in 1963. One of its functions is to provide loans at or
below prime interest rates to small- and medium-sized firms
through its affiliated financial institutions--the Small Busi-
ness Finance Corporation, the People's Finance Corporation,

and the Bank for Commerce and Industrial Cooperatives.

Large companies are sometimes expected to help repay the
government loans extended to small- and medium-sized companies.
In the shipbuilding industry, under the basic stabilization plan
drawn up by the industry and government, the seven major com-
panies have had to help the other shipbuilding companies in-
volved in the capacity cutback scheme to make the loan repayment
arrangement work. As agreed, all firms involved in the scheme
are to pay 1.3 percent of the price of each new vessel contract
order to a common fund established to repay loans from the banks.
In effect, the seven major shipbuilding companies have assumed
the role of guarantors of government loans to small- and medium-
sized firms in the industry even though they are not the bene-
ficiaries of these loans.
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GOVERNMENT CANNOT FORCE INDUSTRY TO
ACCEPT STABILIZATION PROGRAMS

Government has some leverage in
monitoring scrapping and capacity cutbacks

Much has been written about the ability of the Japanese
Government and industry to work together in developing appro-
priate industrial goals and policies. However, it is not always
clear as to what extent government pressure must be exerted to
ensure that companies comply with the objectives of ration-
alization plans. 1In the case of shipbuilding, the Ministry of
Transport has some legal authority which it can use as leverage.
Under the Shipbuilding Act of 1950, the Ministry is authorized
to issue permits to shipbuilding companies for the expansion of
production facilities and these companies are required to report
to the Ministry the manufacture of all vessels above a certain
tonnage. Although these measures were originally introduced to
enable the Ministry of Transport to regulate new entries into
the shipbuilding industry, they now appear to give the Ministry
the power to enforce the rationalization plan.

The Japanese Government has also generally avoided the use
of import restrictions when depressed industries face competition
from abroad. Continued imports require that an industry face
the problems of adjustment as quickly and efficiently as pos-
sible. 1In this sense, avoiding the use of import restrictions
forces the industry to recognize that adjustment is necessary,
thus providing the government some leverage in obtaining indus-
try compliance with stabilization plans. By maintaining a posi-
tion of "neutrality," the government is thus able to encourage
adjustment on the part of the industry while not having to ac-
cept "blame" for the industry's problems.

-

The passage of the Structurally Depressed Industries Law
also provided the government with some leverage in industrial
adjustment. As noted earlier, the law requires that the indus-
try voluntarily submit for designation as structurally depressed
when it is characterized by excessive productive capacity and
over half of its firms are experiencing financial difficulties.
Designation as structurally depressed implicitly obligates the
industry to work to achieve a restructuring or stabilization
program. Acceptance of the stabilization plan obligates the
government to provide guidance and/or assistance to the industry
in the adjustment process. The authority of the government to
monitor and regulate scrapping, mothballing, and new plant and
equipment investment allows the government added leverage in
enforcing stabilization plans.

The existence of leverage in developing a structural ad-
justment program is thus fairly apparent. What is not as appar-
ent is the leverage of the government in determining the exact
nature and content of these stabilization programs. Proposed
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stabilization plans have been a source of conflict between the
government and industry. There have been times when the govern-
ment has settled for less than what it would consider optimal
restructuring.

Development of basic stabilization plans:
conflict or cooperation

Specific industry plans developed under the 1978 Struc-
turally Depressed Industries Law are the result of extensive
discussions and interactions between the industry concerned
and the government. Consultative councils and the cognizant
ministry set the groundwork for these interactions. Such
councils typically consist of representatives from the troubled
industries, government, and other related industrial sectors.
The councils recommend necessary steps the industry should take
to improve its position. On the basis of these recommendations,
the cognizant government ministry develops a basic stabilization
plan for the industry. These stabilization plans have provided
for (1) permanent production capacity cutbacks, (2) demand crea-
tion, and/or (3) temporary adjustments in operating levels.

Despite a generally constructive working relationship, in-
dustry and government have sometimes failed to agree on certain
issues. In the shipbuilding industry, for example, disagree-
ments occurred regarding how the industry stabilization plan
should be carried out. The major shipbuilding companies raised
some objections to helping repay or guarantee loans which they
were not entitled to receive. Furthermore, large and small ship-
building companies disagreed as to who should bear the burden of
capacity reductions. The smaller firms claimed the larger firms
could afford to bear a greater share of the burden, while the
larger firms felt that all should suffer equally. Even among
the larger shipbuilders themselves, disagreements existed as to
the appropriate mix of capacity reductions.

The aluminum refining industry, a highly energy intensive
industry suffering from the dramatic increases in energy prices
following the o0il crisis, provides a further example of disagree-
ments. Conflict between government and industry over proposals
to aid the industry has caused significant delays in the devel-
opment of a final program for restructuring this industry. Nu-
merous proposals have been put forward since the industry's
designation as structurally depressed in 1978, including capa-
city reductions, reorganization of the industry itself, subsi-
dizing the cost of electric power for this industry, and so on.
To date, however, no long-term stabilization plan has been ac-
cepted by all the parties concerned, although in December 1981
a temporary tariff-quota plan to exempt from tariffs aluminum
imported by the industry was reportedly approved by MITI and
the Ministry of Finance.
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EMPLOYMENT ADJUSTMENTS:
PRIVATE INDUSTRY TAKES THE LEAD

Depressed industries have demonstrated that private industry
has the initiative, ability, and flexibility to make necessary
large~scale employment adjustments. In some instances, depressed
industries have been successful in shifting workers internally to
other divisions within the firm; in other instances, workers have

been placed externally with new firms. Both the textile and ship-
building industries have taken the lead in helping their excess
workers to adjust. Private firms have taken primary responsibil-

ity for retraining and shifting their workers into other indus-
trial activities when necessary. Large firms, in particular, seem
to be able to shift workers either into other activities within
their companies or to help place them in other industries.

The experience of one of the major shipbuilding companies,
Ishikawajima-Harima Heavy Industries (IHI) illustrates how one
such company dealt with its excess workers. When the shipbuild-
ing industry went into recession, about 4,600 workers left IHI
voluntarily. In addition, a mandatory early retirement program
was established for workers 55 to 59 years of age. Once these
workers left, the company was able to draw up a plan to deter-
mine how many workers should be shifted into other production
groups within the company. IHI retrained some workers to build
jet engines while other workers were shifted into the company's
nuclear power division. According to IHI officials, most workers
seemed willing to accept the transfer, although these shifts, in
some cases, have proven difficult.

Historically, growth industries were able to absorb excess
workers from depressed industries. For example, during the worst
part of the shipbuilding industry recession between 1977 and 1979,
IHI sent 300 to 500 employees to work temporarily in an auto plant
north of Tokyo. This arrangement was possible because the Japan-
ese auto industry at that time was growing rapidly and the company
welcomed the additional workers. According to company representa-
tives, all of the workers "loaned" to the auto company have since
returned to IHI, but not to its shipbuilding division.

Excess textile industry workers also were absorbed by growth
industries. The case of the cotton spinning segment of the indus-
try provides a typical example. The industry was hit particularly
hard because it is more labor-intensive than the synthetic fiber
industry. In the mid-1970s, spinning workers in Nagoya, the city
most affected by the industry's decline, were able to find Jjobs
at a nearby auto plant.

Variable labor force eases
adjustment process

In Japan, the practice of contracting out to smaller firms
part of production work and the existence of a large percentage
of women employees who were not regular, permanent employees in
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the workforce are two major characteristics of the shipbuilding
and textile industries, respectively. These characteristics have
made employment adjustment for firms in these industries a little
easier. In the shipbuilding industry, subcontractors or piece-
workers allowed the major firms in the industry greater flexi-
bility in reducing employment than a labor force composed entirely
of regular employees would have permitted. Part of the adjustment
was thereby spread among a large number of small firms, which are
eligible for government assistance. Although MITI has not attempt-
ed to trace what happened to displaced textile workers, some MITI
officials are of the opinion that, since many of these workers were
women, they probably went into one of the service industries or
dropped out of the job market altogether. Women accounted for
roughly 71 percent of the workforce in the textile industry and

71 percent of all textile workers displaced during fiscal years
1974-80.

LONG~-TERM POTENTIAL OF DEPRESSED INDUSTRIES UNCERTAIN

The success of government measures to assist declining
industries remains to be seen. Even if a rationalization plan
has been an appropriate response to one specific situation,
its effectiveness in addressing long~-term competitive problems
without further infusions of government assistance is open to
debate. The Ministry of Transport has expressed optimism about
the future of the Japanese shipbuilding industry, but industry
representatives are more concerned over the increasing competi-
tion from Korea and Taiwan. Added to this threat is the fact
that government efforts to rationalize the shipbuilding indus-
try have not been fully tested against increasing competition
from these newly emerging foreign shipbuilding industries.

The future is equally uncertain for the textile industry.
Even though efforts have been made to rationalize textile mill
products and synthetic fiber segments of the industry, these two
segments continue to face rising raw material and energy prices
leading to a potential loss of comparative advantage in export
markets and competition from imports. Reportedly, the government
has seen some success in its long-term strategy for the textile
industry. Although there is some question about the long-term
competitiveness of the high~quality, synthetic fiber fabrics and
apparel segment of the industry, the government has supported
resource shifts from such uncompetitive segments as textile mill
products into these higher value added sectors. Even if the ap-
parel industry proves to be competitive, the government will con-
tinue to be faced with the problem of how to best deal with the
uncompetitive sectors of the textile industry.

CONCLUSIONS

The Japanese Government has developed a coordinated approach
to problems of adjustment of declining industries. Within the
framework of the Structurally Depressed Industries Law, industry
and labor agree to stabilization and/or restructuring plans in
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return for government assistance in the adjustment process. The
significance of such programs lies in industry and labor recog-
nizing the need to restructure and being willing to do so, as
evidenced by acceptance of stabilization plans. By avoiding

the use of import restrictions the government forces industries
to recognize the need for adjustments. Moreover, careful analysis
of the causes and effects of the problems faced by a particular
industry allows the government to determine the most effective
mechanism for adjustment; e.g., scrapping, mothballing, and/or
modernization programs. Another important feature of the govern-
ment's adjustment programs is that the government does not accept
"blame" for the industry's problems or total responsibility for
its adjustment. Rather, responsibility for industrial restruc-
turing and employment adjustment is shared by industry and labor

with the government providing the incentives and funds where neces-
sary.

The adjustment process in Japan is not always smooth or easy.
Political considerations can hamper or override what would other-
wise be economically rational decisions on the part of the govern-
ment. However, measures to assist depressed regions and incentives
to encourage relocation of growth industries in these areas help to
alleviate some of these problems.

The ultimate success of the Japanese Government's adjustment
programs will lie in the government's ability to closely coordinate
adjustment to decline with incentives to encourage shifts of re-
sources into more competitive, promising activities. Tax incen-
tives to encourage new industries to locate in depressed regions
and programs of the Japan Development Bank to develop infrastruc-
ture and provide funding to attract industries to these areas are
all steps in this direction. 1In a slower growth environment, recog-
nizing that emerging industries can ease adjustment problems of de-
clining industries and coordinating programs to assist resource
shifts from declining to emerging industries are key elements of
Japan's positive adjustment policy toward decline.
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