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In seeking to understand t.ke skiking changesl ia W e  inter- 
natianal economy since Warfd W a r  E, we will examiae the decade 
of the 1950s, when the Marsha21 Plan and other psswar recon- 
stPuc#Aoa plans tier2 being kplernenked; &e 1960s, when much of 
this ~ecoxtstruction was campleted; and the early P9?0s, which begin 
the decade of "econsmic es-equaliw, 

Az this appendix quantifies some of the changes in the world 
economy only since World W a r  11, m-e should remember that khe fre- 
qra.ent use of 1950 as a base year could lead to some distorterr con- 
cXasions unless adequate allowance is made far the unusual and very 
different circumstances which Leading countries found thernselve s in 
at that t i i i e *  h 1950, Eurape and japan had had only a few ywrs to 
rebuild their war -torn ecaxiomieo. The U. S. , on the other hand, was 
in a much stronger position, Thus, dWhg the 1950s, starting from 
a much smaller but previously strong base, we wodd have expected 
other industrialized countries to show more rapid growth. in virtually 
aXL respects - - G W ,  exports, etc. Thus, compazaf ~0x1s over mare 
recent periods, say the sixties, ox the late sixties, are sometimes 
more valid. 

Further, since different countries might during any given 
period have different growth potentials, for a variety of reasons, 
simple absolute compasisans of growth rates map overlook the 
quality of the economic performaaae in more meaningful and momre 
relative terms- -i, e. , in relation ta a comtryDs fdl potential. 



SEARE OF WORLD GROSS XATIONAL PRODUCT 

The growth of uifo~ld grass national product fCNPB and 
the declitne h &e US share--from mare &an 39% 3470--are 
feahres of &has% 1, Ceroaidy, a seduction of the US share was 
to Be expected itl! the 1950s .as PHre pastmar recanstractisf- took 
place, This decline has conEn*.xed ia &s 196Os; our share dropped 
to 30% by i970, Nonetheless, we shsdd not farget &at from f 950 
b 1970 #he US has ahom very sabsbnGd growth--from a GNP of 
$285 billion in 1950 to $977 billion .fa 1970; and the absolute differ- 
ence Between &e US CNP and &at of sther natioao has grown since 
1950, Further, the GTaP share of the US 5s still the largest of any 
nation--by far, Still, we should not too qui~kiy eq la ia  away our 
ecsn3ssnyts lack of aay sigaificasr2: real GNP growth in the latter half of the 
sixties. 

The share of the Exx~opean Community QECf has grown 
steadily - -approaching 15Tb by 1970. The United Kingdarn' s share 
bas declined ia both Cacades. h the last tez years alone, the 
Becline has accelerated--a 25% decrease in GNP share from nearly 
5 to 3 6%. E-ten so, when one adds the U&ed Kingdom to the 
present EC am3 ~onsiders ~e other countries now being considered 
 OF entry-, the expanded EG accounts today for nearly 20% of the wasld's 
G W .  

The growth sf Japan since 1950 Es sknique. Historians will 
relate &at few u&er c~anfries, If anyY have ever grown so much so 
fast, 3ap;aats share of world GMf 'has abo~frt doubled every tan years 
and staads in 1970 at more than 9% - even &bough it began in 195G 
with only 1,594 oaf the wor1dfs CW. Since 1955, Japan's GNP has 
gram .a.~11%u,aUy about 15% in current prices and about 10% in real 

Pndzastrial p~odpxci5on has increased evem mare rapidly. 

To provide a fur*er sense sf postwar advance, Charts 2 and 3 
show iadcxcs 04 real GNP growth and industrial production for Japan, 
&c ilzlrzi~ed States, the Uaited Kingdom, ialg and W e s t  Germany, The 
United Xiragdlom has lagged in rates of growth during all this past 
decade, Err recent years the United States has shown a slower rate 
of growth than a91 except the United Kingdom. 

The C h i  share of the less developed c~untries (LDCs) has 
increased slightly s k c a  l"aSO, but the gap beheen their per capita 
incame and &a& of the developed countries has widened because of 
mare rapid population grow& in the LDCs, 



Data on the G W  of the Peopf ei  s Republic of China zre 
necessar2y estimates. These est i rnakes  show that their shsra 
of world GNP h2s remained steady at aboat 4% for 20 years. In 
fact, some contrast is provided by Cfiraa a ~ d  Jagan; in lS%, China 
was producing nearly three tzmes as much as Japan; but by 1970, 
Japan was producing about 5590 more than Chis t  -- with s d y  one - 
eighth tkc population, 

The Soviet Union has increased its share sfigkdy, although 
more slowly during the 1960s than during the 1950s. The Soviet 
share is now I 6 - l / t %  of world GNP. 





Index of Real GNP Growh 





ECONOMIC GROWTH AND INVESTMENT 

One critical factor in economic growth is the rate of invest- 
ment. h the last few years, as Chart 4 shows, Japan has plowed back 

_L_ 

39% of its total GXP, or twice the rate of US investment (18%). This 
does not tell the whole story, however, since these investment data 
include housing - -which clearly received less attention in Japan. The - 
rates of machinery and equipment investment in Japan, as well  as in - 
Germany have in fact been two times that in the United States (Chart 5). 

Japan's high rate of investment is aided by several key factors. 
First, high rates of consumer savings--which last year ran about 25% of 
Japanese personal income, compared with about 7% in the United States. 
Put anather way, Japanese consumers have more inclination than 
Americans to defer the enjoyment of their incomes, and they allocate 
much less to a currently improved standard of living. Second, Japan has 
much lower defense expenditures, now j u s t  aver 0.870 of GNP- -about 
one-tenth of our rate of 8% of GhiP Third, lower Japanese tax burdens 
reflect both lower defease spending ind les;  social investment (chart 7). 

IU ..-"a- - L 

Other major indrrstrialized economies in Europe have also 
invested a greater share of output than the United S + ~ t e s .  For example, 
Germany, France, and the Wetherlaads - -which maintain a variety of 
investment incentives--invest 8 to 9 percentage pabts more of their 
G N P  than the United Sbtes ,  or more than 25% of GNP compared with 
our 18Y0. Defense expenditures were 5.6% of GNP for the United Kingdom, 
3.8% for France, and 2.9% for West Germany, 

Earnings are one of the important determinants of business 
investment; a decline in profits not only hinders economic activity but 
also slows the rate at which new technology is acquired, Thus, recent 
lower profits of American corporations have hindered US investment 
in new plant and equipment, From 1969 to 1970, pre-tax earnings of manu- 
bachrxbg, service, and other non-financial corporations fell both in abso- 
lute amount and in percentage share of GNP, as shown by Chart 8. In 
1970, profits in rnanufacturicg reached their lowest level in three decades, 
its a percent of G m .  
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There have beca some important structural or qualti+ative 
shifts reflecting increasing capability in the rest  of the world, For 
example, the gains made by other camtries in two key manufactures - - 
steel and motor vehicles--arc seen in Charts 9 and I t ,  The US share 
of world motor vehicle production feLP from 7670 in 1450 to 48% in 1960, 
to 31% in f 970, Japan's share of both manufactures has risen the 
fastest &ring the past decade - -from 27a to E7Yo for motor vehicles and 
6% to 16% for steel. 

.Chart 10 portrays the production of raw steel measured in - 
tons, It shows Japanese production moving from the 1950 bass of less 
than 5 million tons fartifically low, of course, because of the  devast- 
ation of steel plants during the war) to over 93  million tons in 19'70. 
Japan's economic projections suggest that by some t h e  in the middle 
scveaties it might pass the US in steel output, and perhaps be the world 
leader, 

The EC has also recovered from World W a r  ll and its steel 
output (with the United Kingdom included) has already surpassed ours; 
in 1971 the USSR will top the United States in steel pr~duction, 

Technological capability is, of course, another dimension of 
overall industrial capability. It is obviously difficult, to quantify th is  
in a single chart, but a variety of studies show that other countries 
have made major progress in reducing the so-called 'ftechological. 
gap* " Pagents are one indication- -but only one - - of technological 
streng4t. Below are data on applications to the U. S. patent oRfice 
and the growing share that are a£ foreign origin. Clearly, the U. S, 
leads and, just as clearly, the foreign share of these applicatio~s is 
growing significantly. As can be seen, the U. S, patent applications have 
increased srightly during the enkire decad~. of t h e  sixties, whiie patent 
czpplicariorss from Earaigoer s bave nearly doubled, 

APPLIGATiOKS TO US PATENT OFFICE 

Total 
(thousands) 

1961 83.1 
2962 85-10 
190 3 85.7 
1944 87.6 
196 5 94-6 
1966 88 -3  
1967 87.9 
194 8 93.1 
1969 98-4 
1870 0103.2 
f9Tl~est)304,0 

Foreign 
17. L 
18, 3 
19.2 
20.6 
22.3 
21.7 
24.0 
26.3 
30.5 
27.0 
30.0 

Foreign as 
Yo of US 
25.8'36 
27,470 
ZS.8Yu 
30.7% 
30,870 
32*5% 
37.7% 
39.3% 
44.9% 
35.4% 
40*5Yo 
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INTERNATIONAL RESERVES 

Though the world's supply of international reserves almost doubled in 
20 years, to a total of $92 billion in 1970 (Chart 11)* this growth did not keep - 
pace with growth of GNP or the advance in world trade; reserves therefore 
fell as a percent of trade. In fact, GNP more than doubled in the 1960s 
while reserves increased about 50%. The extraordinary growth in reserves 
from the end of 1970 to August 1971 is importantly attributable not only to 
n,ro\.-ing deficits in the US basic balance of payments, but also to speculative 
flows of dollars into foreign currencies. 

The ZS share of international reserves declined from almost 50% to less 
than 2670 in only 20 years. Much of the loss during the 1950s was to be 
expected as other countries built up reserves from their abnormally low 
level of the immediate postwar period. The declining US share during the 
1960s was largely due to the demand for additional international liquidity, 
which was supplied mainly through our balance-of -payments deficits. 
It should also be noted that the US share of international. reserves is affected 
by the role of the U. S. dollar as the world's majar reserve currency: when 
the United States incurs balance -of -payments deficits, the resulting dollar 
outflows become part of other countries' reserves, But when we have 
surpluses, the returning dollars do nat add to our reserves; instead overall 
world reserves decline, 

The United Kingdom, whose pound sterling is a m i n ~ r  reserve currency, 
bas seen its reserve share drop from 6% to 3% in only tea years. The share of the 
present EG grew from about 6% of reserve holdings in 1950 to 267'0 in 1966 and 33% 
in 1970, Its 1971 share was more than three times that of the United States. As 
a measure of the rate of change in the international economic environment, 
recall that less than 20 years ago there was concern about a dollar shortage in 
Europe, 

Japanese reserves have been growing rapidly from about 1% of the world 
total in 1950 to il% in 1971. By the end of 2970, Sapan's reserves stood at 
$4.8 biblion, a d  mainly because of a burgeoning trade surplus and the efforts 
of Japanese firms to hedge against yen re-luation, her reserves topped the 
$12 billion mark by August 31, 2972. LDCs markedly increased their reserves 
in the 1960s--a significant p a r t  of these increased reserves accrued to oil- 
producing countries. 

If one were to probe more deeply into the purpose of international reserves, 
one would see that some countries are holding more reserves than needed for 
liquidity requirements. (This can be seen by examining the high ratio ol reserves 
to trade in certain countries. ) The Inkexnational &Monetary Fund System assumed 
periodic devaluations 2nd revahations of foreign currencies to maintain payments 
balance, The reluctance to revalue because of revaluation's adverse effect on 
the foreign prices of a cocmtryts exports), has built into the international monetary 
system significant structuria5 inequity and rigidity, 
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! O u r s  is a world of rapidly .panti i~g trade--a fivefold increase in saky - - 

20 gears (Chart 12). 

A strong export position can be orre important indication of a country's 
competitjve position, Exports are sometimes an early point of contact with 
technological deve2ogrnents of competing countries and are therefore an 
indication of ltacbtrological advantages. Furthermar e, inaeased exports 
permit greater specialization and hence higher standards of living far the citizens 
of the trading nations. Finally, exports sdficient to achieve balance of payments 
equilibrium make it possible for countries to earn "the foreign exchange'' with 
which to buy imports--which, in turn, can make a large contribution to a real 
standard of living, We must avoid therefore any inference that exports are 
"good'"and imports '?bad," Our ability, through expanding and balanced trade, 
to buy more imports helps achieve a furdarnentall purpose of trade- -improving 
the consumer's standard of living. 

Tbe US share of ~ o r l d  trade has fallen slightly--about one percentage point 
i.n each of the past decades--and is now about 14%- (Looked at in another way-- 
comparing the overall growth in exports during the 29503 among leading 
irulustrialized countries shows that the US has; lagged in manufacturing 
export growth -- Chart 13* 1 

The growth in the EC1s share of world exports has been from 15% in 1950 
to 28% in 1970, including trade among EC members, lf the other countries that 
are being taken into the expanded EC axe included, the enlarged EC will 
a c c o w  fur nearly 40% of world trade- It will account fur 50% of world trade 
in industrial producfs, or thxce timen the US share, 'f9?0, a single ceuntrg, 
Germany, slightly surpsserl. the Unite4 States as the leading exporter of 
manufactures, with exports in %his category exceeding $30 billion, 

Abornt half of &he Eels trade, however, i s  among i t s  members, But even. 
ignoring internal trade, the expanded EC would account for as mucb a s  
mare trade than does the United States, 

The EC's internal trade has been growing about twice as Ekst as i t s  externat 
trade, and many attrribrrze this growth to the absence of iaternal barriers, 
A ~uesrion for the future i s  the extent to which EC trade will stimulate total 
aro;ld trarle, a d  how much of its activity represents diversion of trade within 
the EC, 

Sizzce 1850 the UK share of warld exports has dropped from tO% to 6%- 
Japan's has risen from 1% ta 6%. Japan's record of export; growth is unmatched 
among industriaElized nations--am am-1 gro-h of 1% over tbe past 26-year 
period. Zn only 20 years, the ratio between these two c o d r i e s f  exports has 
shifted from ten to ope in the Uaited Ki&ornfs favor to one of relatfve quality 
today. 



The LDCs* share of e,uports dropped f ram 33% to 19% in 
tfre 20-yeat period, p a d > -  because of the sharp decline in raw 
rnatedal p ~ c e s  Erom the high (1950) levels of the Korean W a r  and 
pardy because the LDCs have not shared sig~ificaatly in the growth 
of trade .in m a 5 ~ . ~ a c ~ e d  goods, 

The Saviet share has stayed at 4% for more &an a decade, 
and ~ o - + & i d s  sf this represents exports  to ather C o r n m ~ s t  coun- 
tries, Ud ike  the western hduskrialized countries, the k u i e t  Ufiion 
has i.a the past rejected economic kterdependence,  a p p r c e t y  fear- 

the vx~J.ae~abitity that such relationships imply, Akro, it i s  probably 
true &st some Soviet products may simply- be less atbraeeve vataets 
t .hsz asse of other countries, 

The PapEecs Republic of China's very small share of woffd 
e x p r t s  - -less fhaa 2%- - is alrnes:: the same as it was ten years ago. 
Again, the camparisan %-<cI~ fapan is iilurritratiag, Twenty years ago, 
&ese m-o c o ~ t s f r r s  were at a a ~ n d s f i  in world exports, fn 2970, Sapiur 
exreedad Chi-" eqmrts by almadr 7 times* tfse a&ar hard, China 
has s ~ o m f s u o  rcsaurres + -  land, raw materials, and pcapfe - -  and 
brge powathi itsr fufkxiro gaewtk and $tvet(apmatrt, 



United Kingdom 
Japan 

Less Devdoped 



Export Growth in Manufactures 
for Selected Countries 

Percent increase 1960-70 

United Kingdom 

United States 

France 

West; Germany 

Belgium- 
Luxembourg 

Netherlands 

Canada 

italy 

Japan 490 



If, TRADE TRENDS 

US GNP - - GOODS A h 4  SERVICES 

fn considering the future of trade, long-term data  show that 
the United States is becoming an economy with a high 
of its output in services. Goods are becoming less important in our 
fokl econotnic output, and employment has been shifting to services 
occepations. 

By 1970,servicea made up about 40% of our output, but these 
industries employed about 60% of the labor force (chart 14). This 
trend raises same important questions about fie future structure of 
our economy. Increasing productivity in services is much more 
difficult &an in manufacturing. Some economists predict and.view 
with equanimity the United States' international future as a "mature 
creditor" -- engaged largely in services, drawing income rrom 
Toreign investments, and importing more goods than it exports. 
Others are disturbed by this trend, anci ask: To what extent is such 
an occurrence in o w  national intare st? How dependent can a coun- 
try be on services and goods produced by others and still be a world 
power? W i l l  investment income grow sufficiently to make it possible 
to have balance-of-papents equilibrium with significant trade 
deficits? More positively, what kind of economy and, in particular, 
manufacturing capability do we want for the United States in the 1970s 
and 1980s? These are some of the kinds of questions that seem to 
deserve more study than they have received. h the meantime, our 
current analysis should note that most services are hard to export; 
thus a view of exports as a percentage of manufactured products 
(rather than of GhF) is revealing. 



US GNP: Goads vs Sewices 
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.ESFOR'E*S m- RELATION TO PRODUCTION 

Orme can anderstand why a comfrjr such as Canada is so 
cancemed a"bouk American hvcstment and trade policy when one sees 
that 63% e£ Canada's g o d s  production is exported, Likewise, the share 
of Gn;iEed dstm p r ~ d u c ~ a n  milt is errported ns four emes &e us 
f5g-a. The EG"s actera& trade is only 22% of g o d s  production, but half 
of the irsternationa.l trade of EG members is with other EC members, 
west G e m e y * s  exp* percentage, 37% of goods produced, is almost 
&zet a z e s  *st of the United States, Japants percentage approaches 
Gemanyes ,  with exports equal to 30% of goods produced (Chart 19. 

A high ratio 2£ exports to total goods prud~ced makes countries 
more aware of: their exehaage rates, One of the main reasons for our 
balance-of-payments problems is that other countries have been re- 
I~ctaat to revalue their currencies - =an action which would make their 
experts less competitive abroad. 15n Sack, over the past15 years, these 
have been almost e c e  as many developed country devaluations as 
rre~;xltuations~ ) If is probably true Shaf: no one needs to have a balance- 
ef -payments s~rplus who does not want it, Yet  , many jabs are t+ed 
4ixacdy to exports arrd can be protected by "he maintenance ~f undervalued 
eurrancies even if it is at &I expense of higher domestic prices and a 
reduced variety of goods available to domestic consumers. 

To ~5. 3 S R  &ese problems should seem less important, since 
the Sovier; Union's sat50 of exports to production, is far lower than anyone 
elgab (only 8%). But fie Souiet Union is also less vulrtexable to outside 
threats ;nab. pressures. 
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ES FOREIGN TRADE 

I;"S exports ia 1970 were aboxxt $43 biEon and imports were about $40 
bilkion, yie1dh.g a favorable trade balance of about billion {Chart 16). 

C 

For 1971, the balance has beerr projected as a deficit of about $2 billion, 
a reversal of aaizzl~l US eqeriesze ,  azld the first trade deftcit ss.lnce 1893. 

&rim$ the f%ffs, both exports @% growth a~aaELy) and knp9rt~ (10% 
gr&& amua21y) have B e e s  g r d n g  faster khan OUI economy, Thi s  
expading trde  has been beca9Aci;al in many ways, 

ate the largest i ~ w f . Z a a 1  trader in the world. Even thoagb on& 
;a small percentage uf aur GXP is devoted to trade, we have a Ezeaiavy* impact 
oa ~ilarld t-1 imperas a& experts, &r trade affects others more than it 
docs us* 

I t  i a  aoticcablc that, in the period ccsverad here, our favorable balance 
bas shifted frsm an average of* atsoat $4 - $5 BiZXiaa in the first half of the 
1960s to ast. avepagt of sboak $2. f MItiort in the Five years aading 1970. 
E we were to taka a ~ t  certain items that senre w o ~ l d  say art not properly 
p t t  ~f -- aid-related transfers -*  a d  add costs associated with 
imporfs -- for ~xarnpfe, Er~lgkO it& instiragtea - - we would sea that the 
TJnirid Satas  hat run s trade deficit in reccat years prior to  tkc t9f I  deiESc5t 
~ V ~ F ~ C X ~ C B ~  

Our rrsc?r, of eewsc. h a  human as welt as ~ ~ ~ ~ r n i ~  aerpects. There 
are i~creasiag and uaderstadabk comerzx~ about the effect af aur trade in 
geseral, sad irnjp~rzs ia particular, on ES jobs. Ht Is e~tirnatsd, bar example, 
that behweea 600,000 lisd 75Q.008 jobs ware tosz between 5964 1971 aar 
asr~ trade baiakcc shifeed from a 94-8 bitlior; atzrpZugi to an ezrtintgted $2 billion 
deficit, A precise co8culatiurx. of $he effects of US trade en US jobs i s  difficuli 
ro rrakc and inwolaes same rsnjeckre. FAaist: sf the studiee on job effects 
come so zhxee bs-d eonciusians I[itEtI.seugb these t;Yfteb sf stuslies have received 
zoo fink ~ttewisa ;a& are subject ta m z y  qtak;ificationsj: 

I, The net job effects are relatively small -- in the range 
of a few hvadree tr101usan.4 jobs OE a teal US w ~ r k  f ~ r e e  of mere tblz 
86 zifl$an, This is prt ly  a. ftwk~rion of the relatively small percentage 
of our GSP a c r 0 a . d  far by boreiga trade -- about 4% each. far axper%@ 
a d  i m p o ~ s  and. a muck smaEEtr fraction, of csurse, Ear the trade 
baZaae:e itself, 

2, The figures ia %he most  raceat Departme& sf Eisbsr fob i m p c t  
a t d i e s  sibw that trade has b d  .a net favorable effect on US ernglqrment. 



.c a %pat+, I f  trade b E h  =aps s € a p p $  Ewkere g6ete ware ~lt~rt31.t.iu-e~ 
go %rode$, ear tab1 emprEqrrtc~ =-o?tirtQ prebbEg- be rdueed bt;~~ a 
3-2 E ~ C Y Q ~ & ~  Aa e x c e p t i ~ ~  is TP7'1, w h e ~ ~  Because ax;' the trade 
dePicft. t k t e  may b v e  boea a smaE3. jab loss +s a eeautt: of trdre, 
Bu% %%is sbosld b~ ZTC=TS& i~,&er the! exchange a t e  rretafigm~Zrf;~ 
a& mzw I~adi~kg arrangemeats Saiq  seg&$aLd hats= b r f  their 
~XferZ. 
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US Foreign Trade Trends 
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CS FOREZG3 TRADE TREE33S -- PlrUmFACTURED PRODUCTS 

A more rapidly w+d&ng gap in cmr trade balance is f ~ u d  in the 

I 
sa-caU& " " a e ~ t e ~ ~ o i ~ w - ~ ~ ~ i v e r r  rnaufacrhured products, and is 
probably he+itabfe result of spreading kdustria3ization. As corntries 
beg-h p f d ~ c t i c m  of pr&acts easiest for them, new sources of shoes, 
I;ac&iles, sp~rt5ng gosds, and the Eke appear (Chart 201, 

%Fit& more coaxtries becornkg oar competitors in products requiring 
less tecbal~gy~ it is I ike I j -  that: our exports of the future will depend 
i_~rcreasSxsgly ~ j ; r  "*.t:clhrtp10~*-~~~ive'~rsducts Chart 21). More than 
kl.f mzr foreigrr sales are in this category -- and ocr favorable balance 

1 here i s  aver $43 't)iUi~m for E9n. is expected #at this 1971 ' ' t e h ~ k 3 g y ' -  
htmsf -*'ec" I P ~ Z O S  w-iU abut equal OUT ' 'nu~~t e c h ~ f ~ g y - i r k t ~ s i v e ~ ~  defici t  

There are, QX emrse, important problems of definition in 
di a b p f  a h h g  "'rcchmf sgy-isten~i%*e~ or %untechnola;gy intasivetr 
p ~ & t ~ e s ,  5cSme a r p e  ?%at sat least one whole class af products included 
ia the '"zcs,k@fspgy-inteasi~e" category -- a s  d e £ i ~ &  by Dr, Boretsky 
Q D w r m e a t  of Csmmerce] -- dees  not betang in that category. (Automolsilc~1 
ape an ~$te .s  m~ntiorrd example,) W13t ether6 argue that while particular 
p r & ~ & s  sf c e z ~ ~ ~ u r  rsregariee are t'rsehelogy-intensi~~I " others of that 
same a t e g a q  are not (cs?rtab chemicals wodd be an euample). Such 
Befinit+ens are matters ab judgmeat, and the reader should Took at the 
dpzcilic pradua categories and arrive at  his own condusiona (Chart ,223. 
On baharc, hewever, the trends are SO m e r f d  that it: seems safe to 
conelude khzL our trade position b s  be& heavily dependent on higher 
~ttz.h.S~?L@,~ p ~ d ~ e ~ ~  

Chart-Q 23 a& 24 give examples of individual grdac te  that have 
risizlg 01r 2';aBisg trade balances, W h i l e  our trade surpXtfs grew for 
aircraft, computers, and ~hemiesls, there are rapidly growing deficits 
in R I O ~ ~  vehicles, temfles, clakhing, and faahwear. 

Hsweues, we shudd remember that in receat years the undervalued 
currwties ad certain other csurrtriles have m i l e  us unnecessarily 
bepeadent on *high tecWJ+agy prOduds for which relative prices are oftea 
3 1 ~ s  amp~mIE.r campetithe fachr. Conversely, Fairer exchange rates 
wit2 make sQmc QI w r  'LP~~~tecbob;$y-intii:~~siv~~~ produets much more 
compe~ ik i~e  in w r I d  trade, 

Chark 25 s~~-mmarizes trade balance treads covering &r; four baeic 
..1111 

sf products -- mazurrfackured and noaman-dactztr& -- we have 
used in this aszlysis, 
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US RAT30 OF 33APQRTS TO CUFiSUhWTIOX -- MANUFACTUREXl PRODUCTS 

Another vcay of 55es-g &the penetration a£ foreigrt. prduets h t o  the 
Gaited States is by specific market shares, foreign goods do d o m t e  
some highly es ible  caasomer categories: the fareign market ahare is 
En excess siE 50% for amateur m m a n  picture cameras, black and *hike 
f;dsa-r~ion sets%, mat;~~qcEes, radies, cas,sePt"~e recorders, and 3 5 m  
s a  earneras CChart E6J* 

It should be rem-berea3 that the numbers preseated in this e h ~  
are aggregate mark& pmdra9ias of some very large and diverse product 
feelds, in the case a6 text~les, fer example, there are a aubshtiai3 amber 
of specific a d  major prodaet cafeg~ries ifZ which market pmetratiorr is 
weU aver 50%. The sitsation ia steel f zs simiEar. 

Zt ~ ~ o k 3  appear that the vast mjorfty ol cansumass like the wtri ety, 
ficFnsarr, sr 3-er prices of these imports, .U re s t r i~ t i~ns  w e ~ e  te Exnit 

~~aiiaklriliity or increase L5e price uf such P F Q ~ U C ~ S ~  C O ~ Y ~ ~ P I  wMlt3d 
iw d w t k  feel that tht;ejr "$*~;ttify atrE EifeF2ab ea~ffcred. To illustrate this, 
sbedres s f  sueh p r d a a s  as 1F;foes and tbtf~visi;an. sets suggest; that with* 
smgsr~s, their priced :a tE,%? Vnitc~Sti States might r im 3Eo. Far tape recar- 
ders a3d a rl-emk~ GI etktr  key Stems, prices could rise as much as 9%. 
Acic34 5~0m unfavrrra5le cmssrnsr reastkoa, restrictkng these pr@ducta wmld 
sh=;sb.&sEy add to i ~ & r i a ~ + y  pressures, 

PnIrj.ustry s=ei h b r  view impr: penctraticrn as competition which caurcr 
sigaifieatzi: adj~strr~cnr plrsblcma, The speed af econarn'rc; c b n g s  can alsa 
aggr~%~aFe f%is  ~ d f ~ % f m e ~ t ~  i~ some of tRc cases, muck ef t b  ponatratisrr 
t a ~ k  place wizhire s period of: tee years or leas,  -At the same? time, within 
mes: of these prsduct eategoties we wiU see cndividul  daftantic ccmtpnies 
~ b a f ,  by seme ~~rnbirwfi~n 01 pracfrzet innoqtat f m, cpatit y, highly prsbctivct 
ttl.eh~iy&es, and effeetlv-e markcttrsg compete a%@rtivcSy, And in emmpZe~ 
S G C ~  as f raasist~r radios as c ~ m p c t  *xtrtss, eonsurner w r k e t s  ~ V C  hem 
brlebadazeb by k"rnp~rt*t~. 

$33 rkez peae~ratozt i s  related te the rap id i t y  with which tcchnoXogy, 
yr"si~~cf~cz~ring ki~ow-kmx, c~pifa1, and gatsbe are tronsfe rrcd round the 
waz3b. It raw ~ L e s  m ~ c b  Eess time Ier a produet first deve2qxb in O L ~ &  

ecatmtry ra appear o g s i ~  iah w r y  similar fer-rfi in another cuafitry, During 
~cke first q-tearttr af this C C ~ ~ U X Y ,  B 8 ~ n e  studies suggest this P~DCRSS tmk 

2Q yeare; by the seeowd q i a e r r  of the ~t~ts t lry ,  this  period bad beerr 
shassncd ra te..: years; arid l i ~ a l l y ,  t~ the E9606, it b e  been sbortrzlrcsd ts 
three years, 

Since, irr the aggregate, ireports are stt i1 s ~ R X I A X L  Eraetfan af $;)83r t ~ a f  - - 
a&g.~%, 2%  OM p";produce f k I &  they 9rr also a v e r y  s m ~ f f  brxglrort of axsr,. 
k t  O n  rke other &arid, it is also clear tksf $ ~ C C  FAC qtibd=sixtirg the Q Y ~ F ~ ~ I ;  
aggregate marker: sh? y e  gai3.g tcj: f ~ f c i g ~  probtxta thss ~ ~ & @ g e j  $ $ i a f f i f i g ~ ~ $ j y  -- d0ppraa;i2*t;ely dsr;&Si~g, 

.1; 



a to Consumption, 1970 







e Batance wSth Canada 



grade ~ 6 %  #z the LC s A m s  rapid .gfawth ir't both exparts atid f rsrprtsp 
&;a sre-ay rsa:rskrtf a sk+i&q psitr-sre trade b3;aace of a h t  $ l , B  MfEirrr En 
1?78 a d  liaia e s t i ~ z e d  39,5 biEEaa CCkart E_ta,l. TEsia babr;ee ir aided 
tq ~ s ~ @ % r s  irc t e c h ~ E ~ y ; . - M s m k e e  prmd~icfs 6 t h  Westers  Europe edmatrzil 
a: 54.5 SilE- for P T l  fCha~). 

Xi$$ ~ Q L %  c a r n ~ ~ & i t % ~ s ~  %Ce @C ect-~atfie~ b w e  *at31 bee% 158d casZQmr?n~: 
ligrs tq r B s  G'&%ed shfss. T ~ % ? E € !  atre, h m o v e ~ ,  cczrtpizz te~ejlreies 

f~ t52 EX P b t  Sre prohbty ili5 the e c ~ m i c  QX p f i t i ; ~ - ~ ~ ~ f  iakerests eb %be 
Gaited ahnes, p e i e ~ ~ i a r f y  fog the ~ P E ~ Q *  The ECf r vadr3fe import levy 
ey-'aRem ngrz'rraHtaraB g d s  &&er %+hi& 3 Iewy is appLid against the 
%mpeed  ~ P ~ F P C ~  9a t+bf its if-IE price iie the EC t e d s  to be at or abwe 
i&q~mB p ~ i ~ a ~ s )  2s &e]Ct.e&&y 1 ~ e s % t i g t i ~ ~  ;k& i t s  imwet o.rr; ~ a m e  US p r d ~ c ~ t s  
f R ~te ,Wbly  kr;yg, Ear csmpt+e* eqwarts ta Eur9'~)e oE r major cr~lmrtre&ty 

ro wybsstnse -**bid2 is ? S ~ ' F I ~ ~ O C Z  f o kba! Pevp-t~iltve itseteased more 
'~*a;ua 55% seBge $Qh. Ezgmrto 9;t g x r i m  rpubjec t f&t levies, hawever, hawe 
g r w a  5~~~249% OFPD * * Q B ~ Y  )15% avsr oatire p e r i d .  A d .  irr recant. years, 
~ a i ~ * e a ~  ' n % ~  EC ~t GS ~ P X ~ O O  ~ d e r  I a g q  b ~ e  d e ~ t f a ~ &  3U%J-35% from 
$Aqf r wakJ 

Aw%$@F probtcw mbtas to )sae$ar~~SaF eorilE tireotmesz granted srsrma 30 
~ Q W + % X : ~ ~ Z  by ~ Q c  EC:  it^: ~ T * C S ,  L%QW e @ u & f f ~ k ~  pkt~e%jf preiEewrzt:ii22 ~ C C B B S  
rkdr tmar%ets d9r EC ~ z v . ~ $ % a ~ r r d  P ~ ~ Q C E O .  The effgetg of t h g ~ e  gfeferezxe~ 
~ E Q  w r  P S X F O S  ~ = ~ ~ Q F E S  te t$e &~mrpw~ity fg a clear example ol: w b t  fssm our 
ea&m5a 2s x d 1 Z s ~ ~ i ~ ~ ~ z t 3 r y  set, datrimestal t9i beth US ecommic rldsreska 
as4 3 he pa3~cil;z$e 9% a *L~i.ri$azf;rat, apes t sa41~1g warld, 

Pa w- up; h EqSO, EC was nlrl idear by 2970, if be3 bscumt the #rer2dSs 
masz S ~ i p r ~  ~ra&ag ate&- b 20 years it %as changed B&k the p~.litPc3~f a d  
U \ C O W ~ I C  g h q ~ e  ~f Ex+oj)rit a& Z ~ Q  ~ a r f 4 . ~  The p ~ l ~ ~ e s s  ef u&f i~;~t io#,  WMEQ 
sucaess$v.$ in wea~emim aid riwGries, ~ X S  Q ~ B ~ R  ezeatebE imp~rtank mm 
eeea~mj~ pr6bEtms far ~ $ 4  Uaifeef $&at~s*  
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3'21, story is tcld by the akmost vertical growth curves of trade with our 
Xo, 2 tradiq partner, O w  exports to Japan have grown more than 1'7% 
azmilly during the past five years, aad their ex~orks  to us have grown even 
faster, Japan is thus both a g o d  supplier a d  customer. Only the F a r  East 
;absorbs a larger portion ab 3a3an1s e x p r t s  than does the United States 
which absorbs over 305 fC&art 33)- 

b$ucb of the Japanese export effort is aimed at the Uaited States, causing 
pressares an same of m r  domestic companies, Even our superiority in 
"*tecbl[og)t-iaensiveP7 products does not show up in the US-Japan trade 
balances, h fact, there is no other country in the world with which w e  have 
a negative ba2zinee on technology -intensive products, This deficit was mope 
than 51 b5liazs in 2970 and 3ts estimated at more than double that for 1971, This 
particolar deficit is larger than it would have been had Tapan had fewer 
import restr2etiaas an grovdh idustries, such as computers and other 
milv~%acd c1ectron;ic pr;duc.ts in which the United States excels &hart 32). 

Sfare Japan is an insular #tian 2nd a cauntry poor in raw materials, 
mamat import many basic commodities, The bulk of Japan's purchases from 

the United Statesm-about 73%--are agricultural products 2nd industrial raw 
mat& als, necessary for both domestic consumption and processing into 
exports, Japan, in turn, * a d s  to  sell us increasing amounts of sophisticated 
products, reflecting numerous gains in their technology and know-how. 

Japan's ovezsll trade surplus is unusually large, given its amount of 
tradec-in 1970 Japan's trade surplus exceeded $4 bi Zlion--and it is growing 
rapidly. Pt; was estimated to reach more than $7 bilXioo in 191L And in 
t h d r  ihre-year plans and projections, the Japan Eeonomic Planning Agency 
aad ether research groups project favorable trade balances averaging about 
$11 bZLZio5 by 1925, 

Chart: 33 shows Japars's trade balance a d  its foreign excbnge reserves 
before 15 August: 2971. Not only has the growth of trade surplus and reserves 
beea substantiill, but it has beea accompLisbed during a period of full emplay- 
meat a& rapid domesfic growth -- ~6di t ions  which shouZd tend to increase 
imports. It seems clear that an undervalued currency contributed heavily to 
this simtion--along with an apparent drive for "exports for exports sake. 

Clearly, there i s  a large a d  growing dollar inibalance in our trading 
rebtioarjhip rxrith Japan. Is there also a lack of symmetry, or more accurately 
perhaps, even t ck of equity, in Japanese -America= commercial relationships? 



A s  an example, exatm5ne the case sf autorr~obiles. Japan's au...; .s iPes 
enter the US market unimpeded, but for a modest tariff. Sapan's acp: . exports 
to the United States are rising rapidly--from 69, 000 automobiles in 1967 to 354,000 
automobiles in 1970. fa the first half of 1972, Japanese auto exports to  the 
United Sates were up 124% over this previous year. Presumably because of 
lower transporfation costs, the Japanese effort is aimed at our W e s t  Coast 
market, 3n the  early months of this year, Japanese cars accounted for about 
20% of new car salts in the Lrczs Angeles metropolitan area. 

On the other hand, our automobile manufacturers face a variety of 
restrictions in Zapan. Our two large st  autornobi le manufacturers, General. 
 motors and Ford, can own only a minority share of a company in Japan, on 
terms which are specified. They are also subjected to restricl5ons on the 
management cornpositioa of a Japanese affiliate. 

I£ instead of investing, these US manufacturer P should want to  export 
automobiles to 3 apan they confront extensive r estrictions, Commodity and 
road taxes are aimed at the larger cars from the United States--taxes that 
result in a Gadillac that costs $8,000 in the United States being sold for 
$30,000 in Japan; even the Pinto which sells for about $2, OQQ in the United States 
sells for nearly $5,500 when exported to Japan, General Matars, the largest 
exporter to Sapan, accounts for only 0.1940 of the very large Japanese market. 
To be sure, some of our mast papular automobiles may not be suited to the 
Japanese market, but these artificial burdens clearly impede our exports to 
Japan. 

There are a variety of other restrictions, quantitative and qualitative, 
often aimed at protecting growth industries of the future (fields where the US 
would be in a strong position to expark). These measures ineluae faSormaP 
agreements between the Japanese Government and busfcess officials - - 
an elusive tactic known as tiadministrative guidance" that is effective because 
of the str oag spirit of government -basines s cooperation existing in Japan 
a d  the eco~omic power the government can bring to bear against any violator, 
Obviously, we should consider a11 these restrictions in our trade negotiations, 
As will be shown Later, w e  should also remember that Japan hits already 
made some progress on its own in the direction of removing some of these 
restrict%ons, 



US Trade with Japan 





Japan: Balance-&-Pa y men& Trends 
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f be a-e1B ~ E T B I  p K c r a  of trade t t f ~ t  1s) 3wi$rsn% btetwsaa t&e 
F&Ee# %%as BE& ?be kg s~ ?r.satt'&%P Qn the %krc.r f l~~rn  af trade hshw e@& 
3 a p %  a d  3%e EG { W j *  





rh? SB~&QR& 2s %he smrbd= L25 share -- a l p  9350 mrf2ispn erf axl;zotts -- 
a d  less r q ~ e ' ~ ,  C~-,PF dt&kes BCFT geEtirzg the daminant share 6f ~ E ~ ~ c E Q  

S89%3 * 

C 

i ha %%%re ?ksEw&rc ts kbe t i g M  hxggtrre of khe ;'hEm~st vertical Ttnea, 
*%acb iis E"~Q ? i ~ t c L d ~ ~ % ~  Tta4zag ~ i t k  G;30mmur.tst c~unfries  utsu&kIy re- 
q J r f . e s  ba ~ t e r -  smszq they bo sat b.ee st~Eie tent e~)~-ite~$HBfe taraLeneYe 
ChBe r f ecr %*srf.& ~ W B Z E P ~ E S  b y e  set up spe~ta3 e ~ ~ r ~ t t i ~ ~ h s  ;tin& special 
f r ; ~ a r s d ; % g  &rfasg~mm.Es far hdi~dizng s m r  of the htaiqere aspeet6~ of tmde 
*%Eb Pikc cbmm%~l%f  as* t % e S .  

wc 335 8r-ak;w tksrc ;;rra many p~ltticai and ~&tic~~rrol security eon- 
%:&* ra%-,m% bet Ea~t -Wsr~ i :  F E Z O ~ P ,  pa f i r c ~ h  rly t rr. hi gk-teekncslogy prsbets 

r e  t h r t  On@ spc~Fti-~ ccmt ~tbaierr: ~k @st C96t~te i l  tttlff 
%c L,Q pr~-+wh a r ~ * w a ~  C G Q P Q ~ ~ ~  f ~ p u ~  eo ohis cornpien equatim, En 
~ 3 r k  ":gapel tPfc C=.SF+@S~~ 99 ffitet~itb~r&S Eeanornfr~ P~htey wklJ be werking 
sZ&;c.+.%y V - A - ; % ~  tkr 3&rso~&T Src;rgril'nf CmnctE and tka *her: interaoted 
*,~F%rnr*t%% agrae-,e@, 
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tVa-ld L,radn &as been e ~ c o ~ i t g ~ d  in r e ~ e n t  year& by- the reductien 
of kaaibf niSxe3 ;% the p - ~ t - K ~ ~ m t d y  Rar:nCfc ad GATT. Tarifb ase now 
; F S ~  F = ~ E P % ~ ~ S Z  ~ H T T & ~ S  f ~ ) :  trade EPF ht ~ h - t i 2 ~ k ~ ~ 3 0 g ~  m a t t ~ f a ~ t ~ ~ e ~  
%eBWtr~rt  fi.esre5-d ~ant r3 . :~  s, 

@,&ri%ifata'i-e rc%trkrf iwxs (qunraal, ra.sed at ',fie trme by the EC aad 
J a w s  almsst +&rely ~ ~ E . ~ E  cf-rtain cot~ggiirzes of kmp&rt~, have 
k r s  ~ ? % t y -  red%g~d, H+mvc~er, t % e  EC E,ds sabstihsted sr pretee- 
%q%r Gmrnmie Wg.fre~~~~t~1:a I  P~l:h.~f X T * ~  varh~BEe Levy system to shield its 
a g . ? ; ~ ; ~ % f ~ ~ r r l - ~  3& fapan st& has lac rr.nmber of quantttalive ~cstrict ions.  
$3 $BY kL,"n;%eb $t=!i~a%, t h e  aumblr;r ar' epaaBr t&t~~~  r ~ s t r i e t r ~ n ~  has been 
..Ue +.,,rrfa$rd 3~ 3 ~ .  qE%r*mr;E fa mekefatc :hc growth af imparts of partiedar 
~ ~ r n @ d t t 1 ~ ! 9  %%c& 3% 9 7 3 ,  8t lcJc  I ~ . % r l e l ,  and meat, 



Td?r:ff r ~ r i a c t ; ~ z s  ~fi .r Icr t h ~  Kt~n~cSg R s u ~ d  arc sebeduled ta be 
~ . ~ p i r t d  E f ee.~osry $I ' - s lZ:  haweve F *  the ref. rerma+D prsibi2itSas for 
mprsyr-rst, Cra;der the Rmzrdy R C T U X ~ ~  ~ V B  rage duties W P F ~  L*B- 

d ~ ~ i r 3  by d~irtt,4-0h:d~0~& mest rate$ W T ~  cut: by aft crountricr; but ruts 
.e Zkwr ~d f ;!bs FK?W?S;E~E~ ~f ier  adest ions1 appafiurtieies 2 0  etimuXala 
r & d ~ -  

alu5g yiGeh C s ~ a b a  and  POP,, has rafativ~Ey more rates abctve Is%, 
wk~:r~-  E B ~  hiwsa rrradewofl p~ssibififtrcrs m y  e ~ i s t .  4 i . 2 ~ 0 ~  in the Isw 
;-arga, progr-C~S :w c l i m i ~ s t i n g  ''n{.ti$ancc" ~Euties is probably possible. 
#CFs d 3?, 1 
-a2 -- 

Bct each . :e~x~ediey  @F. tariff case ~ ~ s t  be e--mined on the hcts  
QP 2 s  t%w rktr; a ~ d  r'e~mpek-i~iv@ ebracter i5t ic8t  +3& faitriff re b t ~ ~ t i 0 ~ 8  
wiFr raqwrc Cozrgrirss isma1 aurheprity, 

FisaZy, the mere &CZ : k t  t 4 ~ t y  is low and might be termed by 
a *  ss%:e a ~ z i s ~ s . c z ~ '  dufy may b a ~ e  little to $6 with its protective effect 

0 s  its zrsdicg pre-.ltla3s. The aluminum industry, for exa~r~ple, con- 
sldeas our present 5% ing& duty c ~ ~ e g a l  is its competition with Canada. 
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QUAhTST'ATIVE RESTMCTIONS ON AGRICULTURAL IMPORTS 

The American farmer, Fwith h i s  high productivity, has earned a significant 
5xrkernationaI competitive edge and can be expected to support a t5beraL trade 
psficy. 

Though many factors besides a single percentage number can determine 
the actual effect of a restriction, we can probably use such data to suggest 
broad trends or draw comparisons between countries, 

An important quantitative restrictton is the EC's variable import levy 
system which applies to almost 34% of agriculturaP imports by va he. 
Chart 38 shows the extent of this system by the dollar value of imports 
subject to the lev)*, As indicated earlier, these levies inhibit imports 
by keeping the import price at or above the domestic price. 

In the case of Canada, where agricultural restrictions are Xow, there 
has been much healthier growth of our agricultural exports and our resulting 
balance of trade in agricuihral products. 



Agricultural imports Covered by 
Quantitative Restrictions, 1970 



INQUSTRU1E IMPORTS FROM OECD COUNTICIES SUBJECT 
TO QUAKFITATITTE RESTRICTIONS 

Chart; 39 shows the number of quantitative restrictions by major 
trading areas against idustrial imports from members of the Organiz+ion 
for Economic Cooperat5on and Development (developed countries). The 
mere number of quantitative restrictions is not the only criterion, since 
some quotas, of course, restrict imports far more than others. Nevertheless, 
this chart helps us see certain trends that are probably significant, 

A look at the United States figures shows the significant number of 
such restrictions added since 1963. Meanwhile, the Community and, in 
particular, Japan have reduced their quantitative restrictions. 

Looking elsewhere, of most significance is the large number of special 
restrictions - -in some 73 categories- -which the EC exercises to discriminate 
specifically against 3apan. These restrictions help explain why trade is 
relatively light between Japan and the EC, and why the export pressures 
from Japan are far heavier in our direction. 

One might wonder how such discrimination could be practiced within 
the GATT structure, As part of the original negotiation on Japanese entry 
into GATT, the member states of the EC legally reserved the right to 
continue discrlrninatorv restrictions against Japan. Clearly, these rights 
have been applied and have apparently helped achieve their desired effects: 
protecting European industries and markets, thus accentuating Japanese 
competitive pressures on the United States. Other countries, including the 
US, also retained the right to maintain those restrictions in violation of 
GATT which they had in force when GATT was established. 
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h considering the quantitative restrickioas pic.t;urre of Chart 39, w e  skcauId 
remember that the relative importance of nonquantitakire nonkariff barriers 
has been growing, and that our trading partners perhaps tend 4 0  be more s&r,tle, 
ixigexxiaus, axxi less direct than we about amounciag the exhtence of some of 
these qualitatbe barriers. 

I 
i Y e t  we should not become overly self-righteous ia this regard, since 
1 the United Statas certainly has some important barriers of this type; for 
I example* ather countries find our "Buy Americanu policies in governmeah 
I procurement an important barrier. I 
I There may be a growing tendency in Europe to use the device of ix&srslPf 
/ adopted iaduatrial stsndards as trade barriers. The area of pollution &batorneat 

cost sharing a d  standards affords potentially very important ogpsrtnrwitiwzs k a  
impose q~1it;ative restrictions. Even mare broadly, busiaess barr5er~ %hat 
discriminate against foreign companies &axes, incentives, etr. 1 car% play 
restrictive rales, 



W h l e  a 'balaace of payments problem is an international monetary 
problem, its roots oftea rest in policies that a country takes to meet domestic 
eco~lomic OP political needs or security objectives. Thus, balance of payments 
~xobkems art often really problems of defense spending, or aid, or trade, or 
invesf:m& abroad, We also End that these last four elerneats are inter-elated 
and b v e  cross effects (e, g, , investment abroad leads to Later fncorne, while 
h some cases inducing exports to the new foreign affiliate). Therefore, 
while the solutions to balance of payments problems will inevitably involve 
"bankers," tbose soZut.ions may often be found in nonmonetary policies. 

Domestic policies that touch off balance of payments troubles aft? often 
implemented -with the knowledge that they may result in short-term instability 
in rht; ixxttsrnatio-l monetary system, and costs to domestic ccnsurners. 
Under these circumstances, appropriate exchange rate adjustments can make 
very Xacgc contributitzns to eqdlibriurn in the international economic system. 
Moreover, i f  the adjustmeat system caa be made more flexible, adjustment 
w i l  be more gradual a d  thus less pol5tically sensitive. 

Under the present: monetary system, exchange rate adjustments have 
been infrequent as each country has pursued its own economic interests. 
We must formulate cooperative and constructive programs to deal with 
persi6tes-t: balance-of -payments pr oblerns that have r esulied, 

The United States has run a basic balance-of -payments deficit in almost 
every year since 1950, Aceording to the presumptions of a responsive 
rnonetar y system, this should have t esult ed in an effective devaluatioa of 
the dollar. Yet ,  note that because of changes in effective prices of other 
currencies (mostly devaluations), the dollar has, in effect, been revalued 
since 1959 (Chart 40)- The "comparative official dollar" had in fact risen 
4.770 relative to other currencies at the beginning of 1970, 

BaPaace-of-payments deficit problems have tended to be of two broad 
types: 

I, &ong -Term Persistent Problems --These are caused by 
a variety of factors that can be influenced by longer -range policies 
concerning trade and export matters, defense expenditures, foreign 
Snvestrnent, etc., as well as by fundamental domestic policies 
affecting relative prices, costs, and productivity. 

2. Short -Term Transitorv Problems- -Highly erratic move - 
meats b v e  usually been caused by differences in interests rates bekeen 
countries or by stock market investment flows. In recent years, 



~ c i g a ~ o n  of pssible  carre:cg ad-&str;lesPts has also resuIteE in 
large if5rternatiorzzL i;zrpieaE fTe~--%, Bszsiaessmtrz arrd bankers W8at  

to protect their sk~x%=term a s s e t s  by moving out of currenc2es which 
m y  be denlued i&ls those which might be retatued; and speca- 
latots hope far quick praGts by similar actions, Short-term rn~vemmiks 
b v e  became an even greeten  P P B ~ I ~ F F I  during the 1960s becta~se of 
grcm%ng amaEx&fs of mobile EuradoTLszs flcmselg defhed as dollar 
balances held in b&s over seas), 

A variety of ba~l;~nce-~f-pyments measurements c d s t  wh2ckf 
indicate our net positkm--i, e., the &iffereace between our inflows 
a& 6*;~Ef~cwrs, The current account and basic klaxlces reflect persistent 
Eang-term movements a d  the liquidity a d  official ~ & t l + i i e & ~  balances 
irrchde the effects a£ short-term r'lows, 



vement in the ive Rate 
of Exchange of the US Dollar 



The current accowt balance mesures the difiercnce between US 
pur~bstts  OE foreign g s a d  services, a d  sales of US gaods alzd services 
abraad, The defbitioa commoaly used in t h e  Udteei States atso fncludas 
payme- of pensions a d  personal a d  organized charitable rernittazrccs 
to faz&gaezs, as well as the foreign exchange cost of our m5litary Ss- 
burseneats in foreign ccnmtries. 

This accau& was in surplus every year between I960 and 1970, although 
there were s ide  %ariatione as seen in Chart 41. Surpluses averaged almost 
$6 biEXiua isr the mid-1%0~ skritrrk: to about $2, billion in recrat years; 
for 1971 the curre* accepr~ may shew a $1 billion deficit, 



US Current Account Balance 
(NlerchaKtke. investment income, services, military, and 
transfers, excluding government grants) 

Best measure ~f US compefitive positien and transfer abroad of US reaj resorurces- 



The bade hiw.xe adds private 10%-term cagi;il movcmests 
9 0 % * e m &  grasts and capit&E tra~sacfio~~s to the current accaant 
b d k ~ e & .  As iarzdiatcs, & ~ C C  YfofId war 33 we usually have 
bad basic balance deficit in the $1- 5 billion-$3 billon range, but it 5s 
ceemtd  t h i s  d&iciO wil l  ~ e a c k  ill record $8-$9 bilIiorr in 1971. The 
persisteace sf kk5s deficit bas, of E Q L ' J I S ~ ,  c~ntrib'tfked sig&fi~&~%'kf y fo 
the b?rxiid~p of fereiga reserves CS d~l l lar~  abroad, 

The Etp31ad States bas a large zzat orrtfXow on the capital acecruat, 
mainly aeribu-bls tu US private direct a d  athen" investment abroad arm3 
~ O V C E ~ ~ X  grants and loans, For example, in 2970 a curre& aceourzt 
suxp%rus of 52.2 biEXi~8 w%6 amsighed by a deficit of $5.3 billion on 
tbc graaPs a d  Song-term capiml B C C C ~ ~ ~ & ~  prcxkacing a basic balance deficit 
of $3. O b11li0~r 
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One purpose sf this overall presentation is to  help predict the likely 
hture--ad understanding the past is, of course, one basis for doing 
that, A9y ressunihle prognosis of our future balance af payments r eqdr es 
zn, examination of the major components of the basic balance--which, it 

be s e a ,  is a composite of very different forces and trends. 

Clearly, the chief contributor to our deteriorating basis balance has 
been our declining trade position. A s  ,Chart 43 illustrates, the aade 
S U P ~ X U S ,  which averaged over $5 billion annually in the early 1960s, was 
only slightly more than $1 billion in 1968 and 1969. The situation improved 
sa-mewhat in 1970, but this was mainly because of an unusually large 
increase in exports of basic commodities, The deteriorating trend con- 
tinued in 2972, with pre-August projections indicating a trade deficit 
for the year of about $2 billlion, 

Our worsening trade balance trends can be seen even more clearly 
when the data are adjusted to eliminate the influence on our trade of the 
MS~OUS stages of the business cycle at home and abroad. The resulting 
10%-term US trade trend has been steadily worsening since 1964, and 
prior to the recent international currency adjustments, our adjusted trade 
deficit for 1972 was predicted at more than $3 billion. By comparison, 
those of W e s t  Germany and Japan have been sharply improving since the 
mid-1960s and would have probably reached surpluses of over $7 billioa 
in 1972 without the arrency adjustment actions that have been taken. 



US Basic Balance Trends 
Merchandise 



H~wever , there ore ather divergent trends that also affect the 
balance in significant ways. A major deficit item has been government 
outlays abroad for the military, and far economic and military aid. As 
Chart 44 shows, these combined expenditures resulted In an outflow - 
of $?, 2 billion in 1910, or $3 billion mare than in 1950. 

The deficit on US military expenditures has gradually increased from 
about $0.6 billlion in I950 to $3.4 bilLion in 2970. This i s  made up of gross 
US military expenditures absoad of $4,8 billion, less foreign military 
purchases from the United States of $2.4 billion. 

Ananalysis of the geographic composition of this deficit indicates that 
$1.2 billion (or somewhat Less if one takes credit for certain off s e t s )  is 
in Europe, and that most of the remainder is in the Far East, including 
Japan, The military deficit in the Far East is expected to decline in the 
post-Vietnam period, probably to be off set to some exkent by whatever 
we decide to do in additional economic support in Southeast Asia. A 
major part of aur military deficit balance is almost $700 million paid t o  
Japan for various bases, support services, products, and other mis - 
cel%neous i tems. Thus, one significant factor in America's basic balance 
in  the 1970s will be the rate of progress made in defense burden-sharing. 
Fardgn aid outlays in 1976) stood at $3.8 billion or about the same level 
as in 1950, when most aid was under the Mar shall Plan, 

Outlays for economic aid, about 81.9 billiaz, repress& reEources 
diverted by the U. S. They do not, however, automatically odd to our 
payments deficit because aid allocatio~s increase U. S. exports and 
because repayments of principal and interest on past U. 5. loans show 
up as receipts in the current account. Xf these offsetting items are 
netted against the outflow for economic aid, part of the stated deficit 
wodd be eliminated. 
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As E b r t  45 illustrates, our overall service transactions have remained 
at about a $1 billion deficit during the 1960s. But dt'nin the category thexe 
have been two impartant and diverging t r e ~ d s ,  Our ear=rzings on fees anel 
royalties - -main5 from sales of our advanced tlechslology z&rcrad - -tripled 
betweerr 1960 a& 1970 and, after considering the small amounk paid to 
foreigners for their technology, this a c c o u *  showed a $2. % billion surplus 
in 1970, O n  %he &her ha*$ QUF net payments abroad for travel and 
passenger X'area have grown al;z@diiy, reaching a deficit af $2,3 billion 
in 1970. About $300 miXlioa axmually is spem for travel to Ga-da am3 
&fexico, TWS gro-h reflects a series of technological and marketiag 
sevolutions 5n the last dacade--jet trsvel, tours, expansion of travel for 
business P?~~C~)OSBS,  sad growiag US affluence, P ~ r t  sf this deficit i s  
compensated for in major ways in ather acco-asks --such as the sale af 
US jet af,rcra& ' t : ~  overseas airlines, 



1 US Basic Balance Trends 
I Senrises 



P e ~ h a p s  the most surprising deficit rompesrsators in o w  basic 
balance are private eapi-l-related flaws, As Charts 46 andx itlustrake, 
iucome fzom OUT for~iga  &sect investment has been greater khan our new 
c8pitzd QU~Z~OWS, a& t h e  gap h s  been widening. The surplus w-as $1.6 
billion in 1970, campared -wit$ $8, ? biZUsn in 19613 (Chart 47)- jlf all 

P 
ptimta: US invt;stsment inconxe earnings abroad are com$.ed, including 
b o d s  and stocks and shatt-term assets, 0 % ~  gross income has mare than 
q-hpled h 218 years--from $B,5 billion. in 1950 to $8,7 billion in 197%. 

This does not incIue3e about $ 2 - 5  bilEan earned abroad in 1976 
that was not brought Wck to the U, S, , i. e. Hrans~mitkedii erairigs, ) 
Deducting iacome, interest, a d  dividend payments to foreigners who 
iavest in the United States, the US still had an irsveahent inco,me balansrca 
of $4,5 billiasa in $970, %a~ther improvement in the private capital-related 
account hae beear the recexxt aceeleration ~f foreign direct investment irr 
the Uaited Sates--whish reached $1 'biuion in 1970, campared with a small 
net oaxtf2~t .  b%lr.fag 1963 and 3964. F~rthsrmore, in 1970, for eigmer s 
invested hers $0.5 billion mare than they took home in direct investment 
incsxne {Chart Bbj, 
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US BASIC BALAPSGE - -RETGXOPTAL, COMPOSITION' 

Another way of eexamining our basic balance 5s to break down these 
flows witkt oar main ecanomic partners. Xn 1970, as shown in Chart 48, 
and in recent years, our major deficits have been ~ 5 t h  Canada and Japan, 
a d  in both cases the trade a M  'Basic balances have bees about the same. 
This similarity, however, hides fairly large nontrade movements: for 
instance, in 1970 w e  earned $300 million more f rsrn direct investment 
in Canada than we invested there, On the other hand, our net travel 
deficit ~ 5 t h  Canada amouted to nearly $200 million, Pn the Japanese 
case, we earned on a k~et basis more than $400 xnill2sn in 1970 from 
selling servises--but these eardngs were offset by our military-related 
outlays in Japan of nearly $700 rni13ianea, Private cap5k't-related dealings 
with Japan are minute since Japan keeps out mos* direct foreign invest- 
ment. Oxis relatively large trade surplus with the EC--$I, ? billion--was re- 
duced to amuch smaller basic surplus because a& our military outiays there 
of $1 bi;Uioxa, Also in 9970, our new direct iavestrneat in the EC topped 
our investme~t income f r m  there by $200 mi2E9n. However, on the 
PIUS side, our net earnings from fees and royalties amounted to  $500 
miEon. With LDGs we have a basic balance deficit,as our trade surplus 
is more than offset by our economic and military aid outIZows. 

As menticatled above, the $ 5 billion jump in our 1971 basic balance 
deficit is mainly attributable to  a worsening sf our trade balance, O n  
a country-by-corzctry basis--estimated from data for the first six months 
of I97X--aar growing deficit wi'th Ja;?an accounted for roughly half of the larger 
overall basic balance deficit (Chart 49). Declirdlrg surpluses with the E43 
and the United Kingdom were also important, Although our trade deficit 
with Canada grew, our basic balance position with Canada improved slightly. 

Whi le  we expect to run basic balance surpluses with some countries 
aad deficits with others, leach country's own overall balance of payments 
position should be near zero. Such equilibrium is a sign sf a well-functiorxing 
international monetary system. But the United States recorded by far its 
largest bash balance deficit in 1971--estimated at more than $8 bllfoa--  
while other countries were recording large surpluses, As C'hart 50 fndaicates, 
Japan is expected to have the largest surplus --$3.5 billion- -a& Canada 
i s  next with $1.5 billion. Smaller surpluses are expected for numerous other 
countries, including $0.4 billion for the United Kingdom and $0.3 billion for 
Fraace, This demonstrates that the international monetary system and 
exct-&we rate parities existing before August 15 failed to  bring into equilibrium 
the payments pnsitions between the United States and other countries. 
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Swings in the US Basic Balance 
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The liquidity balance f ormulatisrr of the balance of payments measures 
the aaaua3 change in short-term claims of all foreigners (both priwte 
axxi o-Zf5cial agencies) against U , S. reserves. The liquidity balance adds 
to the basic balance movements of U . S. private liquid short -term capital. 
Chart 51 shows %he ktquidlity h1ance since L35l. - 

These capital movemeats have been volatile and have had major and 
sometLmcs traamai3c effects on both the level and distribution of world reserves, 
Ew-ther, the fiquidiky balance has been generally worsening: during much of 
the 19QOts the deficit was about $4 billion; in 1969 and 1970, it was closer to 
$6 billion; and for 1971, the deficit will be about $9-$10 billion. 
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US OFFICIAL SETTWEMENTS BALANCE 

The official. settlements balance adds liquid short-term private foreign 
capital movements to the liquidity balance. It measures changes in clajrns 
against us held by foreign official monetary agencies and in the level of 
US reserves. I t  is pr~bably the best indication we have of the  pressure on 
the U. S ,  dollar in foreign exchange markets. 

Urge  gyrations in world short -term capital movements occur because 
national economies may be in different phases of economic growth and cycles. 
In turn, these different phases often call for different national monetary 
policies - -different rates of growth in money supply and rates of interest. 

Money naturally flows where it can earn the highest rate of return for 
a given rf sk, Since the dollar is the principal transaction currency, vast  
capital movements most often are into or out of dollars. These short-term 
movements of billions of dollars have at times put heavy strain on the 
international monetary system, and have provided some countries more 
dolIars than they wanted to absorb into their domestic reserves, 

A world of rapidly growing economies requires adequate growth in global 
reserves, in order to keep pace with the growing level of exports and imports, 
It is generally agreed that several. billion dollars of additional reserves are 
needed am~uzrlly. US deficits provided large portions of this annual growth 
in other countries' reserves ia the 1950s and l960s, and our own reserves were 
therefore reduced. 

A s  Ghart 52 illustrates, our offf cia1 settlements balance has swung widely - 
in recent years, In 1968 and 1969, the United States had a surplus because 
interest rates were higher here than in other major money markets, In 
1970, when our interest rates dropped below foreign rates, short-term 
capital funds flowed abroad and we experienced a deficit of nearly $10 billion. 
In 1971, our large deficit--estimatecl at $3Q billion-- was only partially due 
to the interest rate differential, More important, especial1 y after mid-April, 
was the fact that US a d  foreign firms and banks were shifting from shart-term 
dollar a s s e t s  iato German marks and other foreign currencies in adicipation 
of their revaluation. 



Adds liquidshwt-tern private foreign wpiiaf muvements tsr liquidlity 
baIsm* h?#wing " b e f u ~  the line" US reserve assets end 
QflYci~I liabilities fo foreign monetary auihon'tr'es. Besf measure of 
shod-fern position w f  US ddfarr in foreign axchange markets. 



TRENDS ZSf US LcIQUfD FOREIGN ASSETS A l W  IJABIUTES 

While. the Equidity and official settlements balances indicated annual 
chzmges ir. our payments pasition, Chart 53 shows total foreign, short-term - 
claims against the dollar, both official and private, and ou? % t a E  reserves 
at the end of each three-month period. Foreign claims ezine.-;ded our 
reserves at the end of 1970 by $30 billion. This gap had widened to $37 
bimon by June 1921, and to almost $50 billion by September 1971. 

However, ady official liabilities could be submitted to the United States 
for redemption in gold prior to August 15, 1971. The United Sbtas can also 
use other reserve assets (i. e. , the SDRs or "Special Drawing Rightstt) to - 
make foreign payments, or may draw some foreign currencies from the 
Intc~nationa1 Monetary Fund and use those funds to repurchase dollars 
from foreign monetary authorities. Even so, as we moved through 1971 
it w a s  increasingly obvious that our remaining reserves were highly 
mherable, By the end of 1970 our liquid liabilities to foreign official 
agencies exceeded our combined reserve assets by $6 billion, By 
September 197l the excess was $30 billion, 

Including near-liquid liabilities in these figures, the shortfalls of our 
reserve assets on these b o  dates become $9 billion and $39 billion 
respectively, 
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hariczm bushtssmezn have made increasiqiy heavy idvestments 
iitfirrd, We b v e  seen same of itkc b d i a k e  effects on our own balance- 
of -payzzexzts pooit;,on raad have anticipated some of the long -range benefits 
fa be g a k e d  by this broad@ * of the base for our natnonal income. There 
are, however, other coasequences here and abroad to be taken into account 
far %he future. 

I Daring 1966)-t970. GS direct in-veshents in plant razd equipment abroad 
more %ha doubEe3, to a tat& of $78 billion The share going t o  
EUFQPC, where our i~vesf rnent~  have nearly guad~upled to mgre than $24 billion, 

1 
has risen most rapidly--cansing periodic comer8 in impartant European 
quarters about a possible ''American takeovertr of existing businesses. (All 
sftgdies ki this fi'i-i-8d suggest ghat the preponderant amount of this US invest- 
ment is "aewt' iavestrne~t 3rd not the pure hase of existing companies, ) In 

I only tea years theEuropean shareoftotalUSforeign&rect investment rose 
from 23% to 918, On an overal basis, a s.t.ady covering the year 1964 showed 

I 

that US enterprises accounted for about 6% of total rnanufacttlring sales in 
Europe--with US representation somewhat stronger than that in "advancedvp 
industries in which large firms play a dominant role: machinery and trans- 
port equipment (automotive, for example). A highly visible exception is the 
computer idustry ,  in which US companies have a larger market share, 

Canada continues t o  be the largest single recipient of US investment by a 
wide margin, but its share had declined from about 3570 in 1960 to 29% of the 
total in 2970, or about the same as a11 of Earope. Thus, during the 196Qs, the 
rate of increase of US investment was obviously slower for Canada than for 
Europe, This concentration of U S  investment in Canada is  a major factor leading 
Prime Minister Trudeau to say that ''living next to the United States is like 
sleeping with an elephant," On the other hand, we should not forget that 63% 
of Canada's manufactured goods are exported--which, of course, means Canadian 
jobs--a3d our investments in Canada cc~tribute imporhntly to her export capability. 

Latin America's share of total U S  direct investment abroad has fallen 
sharply--£ram 26% in 1960 to less than 20% in 1970. Our total investment in 
Lath America, however, increased by about three-quarters during the 2960s 
and accounted for about 14% of total new U S  investment abroad, But in the 
last year or so the rate of increase in U S  investment in the region has slowed, 
due in part to the growing fear of expropriation of American assets, an issue 
with which we must deal, Some studies of a few years ago suggest that about 
169% of Latin America's manufacturing output is US owned --though this of course 
varies greatly by type of manufacturing (such fields as rubber and chemicals 
have stronger US represenkation), 



Note the small and relatively -changed amount of US investment in 
Japan -in tea years- - sfill less than 2% of total US foreign investmeat and 
only slightly more than $1 billion, This is certainly sat the result of a 
lack of interest or ardor by US brrsiness. Rather, it reflects Japanese 
invsstment restrictions born of a traditional fear of caatrol of their 
enterprises by "outsiders, '' and the special problems such antside interests 
present in an economy with such close interrelationships 05 labor, business, 
and, government. 

Direct foreign investments in the United States are less thzi $l2 binion, 
about one-sixth of what we have invested abroad, even though the US GNF 
is of course larger than that of all. Europe. Much could be said for inczeasing 
the ;unamt of foreign investment in the United States. 
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GS INiE!5TMEMT T REEDS ( P U N T  AND EQUIPMENT) 

Chart 5$ shows American companies were still investing more than six 
times as much in 1370 on domestic operations as abroad, but the ratio is 
being reduced. The rate of growth Q£ overseas investments over the past 
ten years is ruining at twice the rate of domestic expansion; whereas 
between ?960 arid 1970 domestic investment in plant and equipment increased 
by 119$, investment by US-owned companies increased by 247%. By and 
large, this is explained by the following factors: (1) more rapidly growing 
markets abroad, (2) the befief that some of those markets were less compet- 
itive than the US market, (3) lower production costs, (4) movement behind 
trade restrictions, and ( 5 )  most important, if American firms are to partici- 
pate in these foreign markets, competitive conditions require local production, 
which in turn requires a direct invest.ment. 

Wow much has direct investment abroad resulted in lower econ~mies of 
scale in this country? W a s  it always a necessary cozdition to capturing these 
markets? To what extent does it continue to be? What is the effect on US 
employme&? How does this large investment affect export potential from the 
United States? Answers t o  these questions will help us formulate a trade and 
investment policy geared to market conditions in the 2970s. 
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US DLEECT EXPCRTS VERSUS SALES OF US-OWNED 
FOREIGN AFFILIATES 

Sales of our foreign affiliates are now about two and one-half times our 
direct exports of manufactured commodities, and nearly 7570 greater than 
total 'JS exports, Moreover, foreign affiliates1 sales have been growing almost 
twice as fast as our exports during the past decade, even though our exports 
have more than doubled In that period (Chart 57). 

Several factors underlie this development. 

--Many foreign markets for our products are growing rapidly 
but, at the same time, are growing more competitive. Both the 
size of the markets and their competitiveness have made it 
aLtkractive or necessary fm invest abroad in order to tap them. 
Chart 54 shows that most sales of US foreign manufacturing affiliates 
are in the local market abroad--7870 in 1968. W h e n  we add another 
14% of sales that go to third markets overseas, we find that only about 
8% of sales axe back to the United Sates. This last figure has grown 
in recent years--though it appears on closer examination that a 
dominant portion of increasing exports to the US by American affiliates 
abroad results from the US-Canada Auto Agreement, 

--As foreign markets grow more sophiaticazed in their requirements, 
it becomes necessary t o  tailor products to  meet specific customer needs 
in specific markets. This does not mean that such plants necessarily 
limit US exports of that product. Quite the contrary, the presence of a 
plant abroad to complete the final assembly often makes available an 
outlet far US exports that otherwise wouId not have existed. 

--Sor.e argue that the United States has not done enough to make 
exporting attract ive to US firms, 

--The emergeace of the multinational corporation has facilitated 
the development of worldwide markets sad sources. The multinational 
corporation, to be discussed, is  a major phenomenon in the world 
economy. 
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THE MULTINATIONAL CORPORATION 

Americans must come to know the new industrial type--the multi- 
national corporation (MNC)--which will increasingly affect our way of life 
during the l9?Qs and 1980s. Here are some of its distinctive characteristics: 

First, MNCs depend heavily on overseas income. There 
are many American companies now earning from one-fourth to 
one-half of their income abroad. The MNC is sensitive to policies 
affecting foreign investments --investments which, as we have 
seen, provide return flows of income that are a major positive 
factor in our balance of payments. 

Second, the MNC has the resources and the scope to think 
and act with world wide planning of markets and sources. Many 
international opportunities require capital and technology on a 
scale only large multinational corporations can supply. 

Third, since the MNC operates across national boundaries, 
it speeds up the transfer of know-how. It hastens changes--bringing 
important benefits but: atso accelerating adjustment problems. 

Fourth, the development of the MNC has aroused serious 
concern among labor unions. They claim there are major US job 
losses resulting from these companies which are characterized 
as {'job exporters," As "evidence" of this, it is said that about 
50% of the US international trade transactions are "intracorporatet'-- 
which are assumed to result in lost US jobs. Actually, as pointed 
out earlier, many of these transactions result in increased exports 
from the United States that would not have bean possible without the 
foreign plant. One study shows that over half of all exports of manu- 
factured products from the United States flow from MNCs and in 
turn about half of these go from the parent to the subsidiary plant 
abroad, A more recent study indicates that among America's 
larger MNCs, their positive net trade balance with their affiliates 
increased 85% from 1960 to 1970. Also, as mentioned above only 
about 8% of the output of U S  foreign manufacturing subsidiaries is  
im-ported back to the US (Chart 58). 



Fifth, the MNC is also a source of concern to some gsvermments, 
since from i t s  wide base it is often able to circumvent national 
rnoneta~y, fiscal, and exchange policies, The possibility of 
distortions arising from intxacorporate psi cing practices to take 
advantage of national variations in tar, laws has also been cited 
with concern. 

Sixth, studies indicate that MNCs tend to be companies that are 
growing at rates signs5 cantlp higher than for all manufacturing 
industries as a uotEo3e- -including their growth in domestic employment. 

N o t  enough is k n o w  with certainty about the specific economic effects 
of MNCs, inclcxehg their effect on jobs in this country, One thing, however, 
is already clear. These corporations are a major force in expanding both 
world trade and America's role in the world economy. Also. MNCs are an 
integral part of our technological and managerial expertise, To seriously 
restrict the activities of these corporations in their foreign operations would 
obviously be a major step back from the relatively open and interdependent 
world we have fried to help build. 



VX, LESS DEVELOPED COUNTRIES (LDCa) 

The ccrmparative view of world economic affairs Is that the g a p  between 
rich and poor countries cantinues to widen. Some LDCs are making sub- 
stan$ial?y more progress than others, bat poverty and misery still extend 
widely over the less developed world. 

GRC-WTH OF FREE WBRLD GWP 

Both the developed ant3 less developed economies grew at fairly similar 
rates dtiring the past decade, with the LDCs having a s Hght edge at 5.4% 
(Chart 59). However, since population. growth is significantly marc sopid 
5n LDCs, their per capita income grow%h is significantly less than in the 
industrialized countries- -less than 3% compared with 4% in the developed 
countries, Inevitably, the per capita income gap between the developed 
countries and LDCs cant4sBues to grow. 

In the next three decades the world's populakion will probably have 
increased by 3 billion to some 6.5 billicn, and the LbCst share of the total, 
will also increase. Thus, unless some £?mdamenkal new forces affect W s  
explosive equation, we are likely to see an ever increasing number of 
people left on the low side of the income gap. 





- SO- 

With *a-thirds of the Free Worldbfs people living in LDCs, it is important 
to took behim3 the fsgxwes a d  try to ~mderstand what Efc is Like on an income 
of $200 per year. as compared 0~5th $3,000 for the one-third living ia developed 
cua.ntties [with due allowmce8 for statistical difficulties in these figures- ) 
{Chart 60). 

Productidty is so low in the LDCs thzt there is usually little Left aver to sell 
a x e  subsistence meds have been satisfied, Perhaps as many as 10% of children 
die befate the age of four, and as many as a quarter are undernourished, some 
af them 2 0  the poi* of physical impairmeat, Only about a t E ~ d  of the present 
high school age pcrptrlation 3s in schoal, 

Even if per capita GWP in the LDCs were to grow substantialty faster 
than in the deve2opect csoutries, the absolute dollar gap would continue to increass. 
This is because the ccanornic base in the dewelaped countries is so much larger 
rtbt a amall percentage growth w5l provide a substantial increase in dollar terms, 
Fox example, a $200 increase in per capita CNP would mean a doubling in the 
LDCs and oIXZy about a 4% to 5% rise .En the United States. 

"CIcrsing the gap" is not a feasible objective, but increasing standards of 
living i s  passible, However, to put this in perspective, if  the population of an 
LlX i s  iacreasing 2.5% axf~ually and its real GNP is climbing at IGk annually, 
t ~ e r y  few are), then per capita GNP will double 19 a decade. In the more 
Wi-ll case where GNP i s  iscreasing at only 5% surnually, it would b k e  a 
qurter of a C C D ~ V P ~ ~  fox per capita GNP to doubl2--from $200 to $400. These 
levels, by the year 2000, do not hold reassuring prospects for the populztians 
of LBCs. 
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FREE WORLD FINANCIAL FLOWS TO LDCs 

Other cotxitries are providing an increasing share of the official aid 
to LDCs while our support is dropping. In 1969 the US Governmentts share 
fell below 50T0 of the total. Given our decreasing share of the world's GMP 
compared to other developed countries, and our much laxger share of the 
defense budget on behalf of ourselves and the Free World, w e  should be 
pleased that the rest of the F r e e  World is picking up an increasing share of 
responsibility gbrt6l). As a percent of GNP, a number of leading 
industrialized countries are already giving more aid than we, 

For all t h i s ,  however, we need to remember that "aidrf can coves trans- 
actions that are normal, commercial dealings. 

At least two reasons explain the rapid growth of the private capital 
flows from other industrialized countries to LDCs. One is that these other 
developed couzx:ries, and in particular Japan, are trying to build LDC 
markets a& are extending export credits on an expanded basis. For example, 
it i s  estimated that almost; 40% of Japan's foreign aid programs have been 
of this type* Another is that the market for raw inaterials from LDCs is becoming 
very important and competitive, and other countries are therefore investing 
heavily in certain LDC s, Japan, in particular, is committing major financial 
resources to Long-term loans to these LDCs--in return for which Japan receives 
long-term access to low-cost raw rnater ials, a d  also sells Japanese capital 
equipment to mine the raw materials, 
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US TRADE WMW FREE WORLD U)Cs 

In 1970, US exports to LDCs reached the record level of $13.2 billion. 
With imports of $10.8 billion, our trade balance with LDCs was $2.4 billion. 
About 25% of our exports to LDCs are financed through foreign aid (Chart 62) 

shows that the share of US exports going to Free World LDCs 
remains nearly the 1960 level--about 31%. However, the share of our import 
coming from LDCs has fallen sharply--from about 37% in 1960 to  about 27% 
in 1970, Raw materials account for the bulk of our purchases from these 
countries, and our imports of those materials have increased more slowly 
than our imports of manufactured goods. (US tourists add significantly to  
the daXIar receipts of some LDCs, even though such dollars do rtat show 
up in the trade balance. ) 
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ECONOMIC A h '  EXPORT GZOWTH ICN LESS DEVELOPED COUNTRIES 

There is a distinct ambivalence in some of our attitudes about LDCs 
and their exports to us. Those of us in the industrialized world know that 
t h e s e  countries will nut become economically and politicaUy viable, stable, 
and iadependent: until they amin minimum levels c - income far higher than 
at present. Mast of these countries cannot depend on agriculture alone to 

I achieve these income levels, A modern economy typical3y requires both 
i industry and services; if W C s  are to grow rapidly, they must industrialize. 

1 This  is where our ambivalence appears. On the one hand, we know that 
I this growing industriaEzation wi l l  concentrate initially in Pow-technology, 
I 
1 labar-intensive products - - whose production usually requires less capital, 
I 
I 

less training, a d  few technical skills -- in short, where there is relative 
ease of entgy, Increased bidustrial capacity genezates export potential -- 

I and yet, as we have seen earlier, it is precisely in these aontechnology- 

1 intensive products where we see the krgest  US balance-of-trade deficit. 
1 I t  is also where we see the largest job and company dislocations in our own 

country, and where we hear the loudest appeals for protection, On the 
other hand, we also know that 3 W ) C s  cannot sell their exports, they will 1 not be able tu buy imports from other countries. Still, it appears that the US is 

I absorbing a disproportionate sbre  of LDC rnanafactured exports - -roughly 
I 
1 one-third- -about double our share of imports generally. 
I 

The importance to LDCs of their exports is shown in Chart 8%. Notice 

I 
that in those couatries &use GNB growth is 570 annually or less, exports 
are growing even more slowly -- 3% to 5% Examples are kadia, Morocco, 
Tunisia, Columbia, and Ecuador, However, when GNP grows in the 670 to 
7% range -- exports grow orr, the average somewhat faster, In this category 
we find Greece, Nicaragua, Portugal, Columbia, El Salvador, and 
Pakistan, And, in those. ZSCs that have achieved a GNP growth rate of 8Yo 
or more, we see a major leap in exports -- arr, average export growth of 18% 
in such countries as South Korea, Panama, Taiwan, Iran, and Spain. 
F~rtbernaore, wherr we look at the faster growing LDCs, we see they are 
not relying on expfoihtion of natural resources. M o s t  concentrate on 
"nontechnology-ktensivet' manufactured products; aad their growing exports 
are taking place i~ spite of reduced ss halted US foreiga aid. 

W e  see in many of these LDCs migrations of rural populations into 
cities unable to accommodate them: new nonagridtural jobs increase 
very slowly in many comtries, Thus cities suffer very high rates at: 
unempEoyment -- often 25% to 40% of the labor force. Xn this situation, 
those developed countries restricting exports from UDCs can obviously 
be pair&& as villains responsible for the lack of jobs, It has been said 



that P c r f i a  economics bzcames important enough, it becomes poEtica1 -- 
and in. the 3970s, political problems with the D C s  are likely to be 
economic problems. 

There are also imporlax& financial aspects to LDC growth reqizirernents. 
Current LDC export earnings are inadequate to finance investment and to 
service their rapidly growing debt, It has been estimated that by the mid-  
f970s, LDCsg debt service will rtrn about $10 billion per year. 

The LDCs can meet their foreign exchange needs in one of three ways. 
One is through rapid increases in new foreign aid loans, which, given the mood 
at least im the United States, seems unlikely. A second way is to attract 
more foreign. investors by improving the conditions for and security of 
foreign investment. The third vmy is to avoid continuing debt crises and 
refinancing problems through rapid export growth, This Last w i l l  require 
expanded access to  the large markets of the developed countries. 
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VEL US USE OF XATURAL RESOURCES 

Along with men, methods, and money- -access to low- ccst raw materials 
impor&mtZy affects a countryf s competitiveness. W I e  the first three of 
these factors are somewhat under the control. of individual countries, raw 
materiaLYs are where one finds &em; and none of the major economic powers 
is seE-sufficient in materials. The USSR comes closest to  being self- 
sufficient; but at the other extreme, Japan must import vistualy all of its 
industrial raw materials. 

Developed countries, facing expanding demands for raw materials and 
limited supplies avaiiabf e domestically, are turning increasiagly to less 
developed cauntrie s, Competition for LDC raw materials will intensify, 
and expanded transport facilities will be needed to move them from source 
to point of processing. 

Al&augh we are a major producer of raw materials and fuels, we must 
import 15% of our requirements, Among important crude materials, we 
import 10%-15% of both crude oil and copper, 30% of iron ore, and mare 
than 80% of bauxite needs (Chart 65). We are scf f -  sufficient ia coal and 
zinc, while we must izrapart all or most of our tin, natural rubber, nickel, 
and chrome. 

As good-quality domestic resources are depleted, we find it is cheaper 
to turn to higher -grade foreign sour cas. Long- range pr~jections indicate 
that by the year ZOO0 we will  import 30%-50% of our mineral requirements, 
including a significantly increased share of our oil needs. 

OUT growirrg dependence on foreign raw material resources has majar 
policy implications, including: 

I. A growing bade deficit in basic commodities--especially oil-- 
anll h c r  eased capita2 outflows .to develop and exploit foreign mineral 
resources have majar balance-of-payments implications, 

2;. A greater US impact on warZd raw material markets. The United 
States will compete with other developed countries, notably the Japanese, 
who will also be faced with shrinking domestic sources and rapidly growing 
needs. 

3. Environmental effects 9f the rnourrtiog energy requirements of a 
rapidly expanding industrialized world, 

4. Tlns effects of t h i s  entire raw materials equation upon AznericaEs 
furure carnpetitiveasss in the world econcmy, and our vulnerability due 
to reliance upon foreign supplies. 

5. Finally, the implications of all these factors for the development 
of new clean energy sourres--the subject of t5e President's recent 
message, 
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OECD COUNTRIES ROLE l[N THE WORLD ECONOMY 

The 1940's wi l l  preseat us with some new problems and some old, 
if aggravated, fmstratiorrs. Pet, we shall always want to remember that 
the countries that account far much of the wosldk inindustrial production 
,and worZd trade are sfso our allies in an economic and security partner- 
ship thaL has led the world to an era of unprecedented peace and 
prosperity (Chart 66) .  

Clearfry, both Europe aad Japan now have the potentid to become 
major iaward-Iookhg blocs with the GMP, trade, and the monetary 
reserves to do what they must do ixr their own ecoaomic self-interest. 
In the same veb, each of b s s e  areas have the technological base -- 
nuclear and missile -- to constmct atomic weapons systems in a Pew 
years. 

Thus, as we adjust to the new economic realities of the P97OVs, 
this chart helps r e e d  us of the need to avoid actisss and attitudes that 
could provoke our partners or ourselves to withdraw into large ecsn~mic, 
political, and perhaps ultimately, military shells, 

The task, to put it more positively, is to build a structure fox peace 
in the 1970's that takes into account the growing resources of our partners -- 
resources that enable them both to compete and trade ia an open, peaceful 
way and to share in the security and dereloprrtcat burdens of the Free World. 
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TEEE JAPANESE ECUNOkffEC MIRACLE -- A SpecW Review 

America's traditional and cultural t ies have been with Western Europe. 
Chxr bguage  apd oar impetus as a nation grew from our Europe= heritage. 
as did most of our economic instititkio~s. Throughout our history, most US 
trade, investmeat, anri security relationships bouad us wi th  the Atlantic nations. 

Americare fztmiliaritp with Europe= ways of &\ought a d  action is 
obvious. Less familiai to us are the instibtions and history of Japan, the 
country selected for description in this spedal review. It i s  because Japan 
is both adtarally distant from Amerfcans and because that ~ t i o a  has achieved 
a remarkable g r a d  of o&pt  a d  trade that this special review is devoted to it*. 

Ody about ten years ago, 5f one had B e e n  asked to think doud about 
Japanese products one would probably have mentioned velysmall market 
shares of Japanese photographic equipment, some electronic equipment, and 
toys -- but certainly nothing as basic as steel or automobiles, 

Today# the Japanese have passed the economies of W e s t  Germang, 
Ftance, zlnd the United Xinpdoa and rank b e k d  only the United States and &e 
Soviet Union in totrl output. Their groarth rate of the past 20 years has 
surpassed everyone's expectations, 

WVERNMENT-BUSEXP3ESS PAR TNERSWUP 

Japan is a special kfpd of economic phenomenon. There is an assumption 
that the key objectives of government and 'ousiness are asseatially the same: 
the maiat:emeo of Japan's econodc health at home and the promotion of 
%ha n a ~ a n t s  ecoa~mic interests abroad. 

The system of goveroment-business interaction which underlies Japan's 
successful grew& does not lend i tself  eas2y to description in Western terrne, 
Japan's is neither an u p p h d ,  free-ezrtergrirre economy like that of the 
United States, not a centrally p b e d  economy like those of Eastern Europe 
and the SOY% Uaioa, 

bkmy factors bave brougM about the Japanese phenomenon, Any list 
of &em would haw to include the insular psychology of an island nation, a 
humogeaem~s d a r e  a d  sense of racial idatity, and the need and win to 
recover from SHLe devast;ation of Wozld W a r  II. The Japanese apgejar to have 
asked themselves, '@What are the implications for us of trying to recover a 
pcmer£d position ip the world, d e  mainhipieg our LOW profile in overell 
foreign a d  defense p d i ~ i e s ?  " 

*A vari* of BC)UPC~S were used to  prepare this material. Qne of the most 
i m p o m  was the Boston Cossdtjgg Grovp, which has specialized in a 
variety of studies of the Japanese economy. 



Part of the dnswer to U s  question has been a complerr appratus of 
ktera&on 5~1mlvjtng several. guvement daistries such as the Ministry 
of Finance, the Ministry of International Trade aad Industry (MXTI), and 
the Bank of LTapaz~: a d  formal hierachid groups of industries, trade associa- 
tiotlsr and labor. 

A rnajor segment of Japanese governmeat officials devote themselves 
to s t h d a t h g  growth az.d lhprovhg 'f3Ushess prospects -- the Japanese 
governnre* sees itself as a partner 4 t h  business in faditating economic 
growth. 

The situation is Ear different from that: ia the United States -- where it. 
is probably true that major efforts of governmeat officials are de-oted not 
to growth a d  stirnulatiem, but to restraint and regulation of b ~ s % . ~ * - s s  and 
labor: the role of: the umpire, 

The Japztnese system bcludes a range of formal and infoc- xal chumtls 
ss c o m d c a f i o n  between government a d  industry, Thus, by hie time a 
new policy decision is aazaouaccd, Cpvidaspread consultation has tam phce, 
and a ecrsseasus has aft&% betea reached, ~ammdcat ioa  is facilitated by 
the close gtrsgnai t ies of business and government officials, 

The Japanese recognize the as& for broad, long-range economic 
jphrrahg, while avoi4hg avtrly detailed irnplernenatioa, Plans of We Japan 
Economje Flaming Ages- are prepared b consdtatioxn with leading industry 
experts, WhiXe these plans lack legal s;rrr&iorr, they exc& a pawerful 
in.itrence on tke thrust axrd direction of the Japanese economy. 

Japan is pat a sot5dized economy in the sense of detailed government 
production p h s ,  However, viewing the Japanese ccuzmmy 8s a type of 
Wurmal coag&omexate i s  helpfvl. EZ is a fo rm of busisass orgdaa&ion 
which, #rough strong finaxcia1 management, cap chamel caab sows rapidly 
from ~~w-growth to bigb-growth sectors. 

The 33- of Japan i s  the f b c i d  cater  and, fcIlowing guidefjaes of 
ekre Blaxmbg Agency, determines the paaxe assf directim of grcmth by 
allowing companies in rapidly growing industries to empl~y more debt tkan 
they codd safely incur by themselves, 

UTUJZATXOM QF CAPITAL RESOURCES 

Japan" Egh capitat r e i n y e s h e  rate (39% of GNP) was noted eaxlicr. 
The Japanese system £or the aB.oca#oo af this capital  deservers conrmW, 

First, Sapa~eae co~para&iorrs ampby- %age ammmts of debt ia: their 
capital rstrueture. In the Japanese &eel Mustry, for  examp1 e, debt  



I 
I ( = P I L ~ T ~ ~  BCCO-s for nearly $O% oof capital, Far majar Japanese corporations, 
h 

t debf-to-equity ratios often ~ n z  four ar five to one, in shrp contrast to the 
Fortune average for 500 G,S. corpratians of less than I). 5 to one, TMs 
practice enables major Japanese corporations to q a a d  capacity much faster 
than vmdd be possible ii they had to depend mainly on retabed earnings or 
f i e  uaderdeveloped Japanese security markets. 

How can Japanese comprnies assme the leva1 of risk associated with 
su& heavy debt, a d  what are the implications for resource allo-csltion 
within the l e c ~ ~ ~ m y ?  3n brief, the government a£ J a p a  stands b&hd the 
d e h  poljition of major companies, ensur ing bath that fiaa~ndng will be 
available for rapid growth a d  that the government can play a central role 
irr determining the sabre  and direction of that growth, As fewer guafaatcres 
apply to smaller or less efficient firms, the system encourages a rapid 
move mward caneentratiun sf pro$tnctblrx in the hands of the larger, mare 
efficf a t  prcadueere, 

Sbce the commercial. banks uf Japan provide the major source of M e  
ZQ c ~ r p r a t i e n s  wio aun aggressive ]lending p%q, they are dtimrttely dependent 
a p n  the Bank of Japan, The fact ire that no major compan:yfs lean i s  likely 
ZQ be raUd d e a s  the Ban& of 3 a p u  wants it On sever;il occasions 
Qe. regex& years, the Bank Bras earmarked funds to 'be charmeled through the 
commercial e to major c;ampmics #at have been, fax all practical 
pusrpscs, baakmt;. Major changes b asragernent;, urgaratian, and 
opcraelon~ bavc be- k,5e cmditicrzas attathad to these finaaehga. 

Ar~~thcr irmsdWkioa crhazacctcristi af the b a p n ~ s e  system, eongfamsrrtc 
g r ~ ~ p i m g s  called Zaibatsus, operate to decrease the financial risk of large 
smnpades, 

These groups usually Eaclde, besides numerous manufacturing f ima ,  
a major comesckIt  b;ra&: axd axi ixxkernatianal trading camp-. Zaibateu~ 
would ;asrmaUy d-rf ; ~ n y  cong%oxnc;aatss is t h i s  crwatxry. The heads of the 
major mmpaies review operating results, growth p2Axzsc and capita1 
requiremezas mu& as do the beads of di*sioars af a U, S. cctft@oxrrexate, 
They are uswaUy is * ~ ~ e h t e d  fieXds or k t .  the rehtismship of  srupp1ior a d  
user, Largely beauso csf tke depeade~ca  of Japanese cornpasis8 on 
rih~rt-term debt, s b a k  *b each Zaibatsu plays a C~S~TBI ,  tale, 



A pers i s l e  myth a h t  3apazz is that sf "eltap hboz, '' 3t is r;ommady 
assumed that tke growth of the Japsese eceafomy is based primarily an law 
hbcsr c~10as, M a y  corntries ~2 Asia have far lower h'tror casts and far more 
raw materials but acme has the combhation of Japan's efficient use 4 

cationt af h b r  axd capital res~prrees, a d  a g ~ v ~ x m n e n t ~ f l u s b e ~ s  
partnership to promote gxcmvth. 

Saps% h b r  rates have, of course,, bees Law compared with those 
~f &erne Western coatz ies [Chart 67). However, in the soipiristictat& 
sectors rtZ the ecora;omp -- a a s a  Eke steel a d  amachatrery that are grawbg 
fastest ad are most camp&tive h w r l d  teadc -- d i r e e  labor ratcar are at 
E u r q s m  'ieo~els, Wage i n c r ~ s e s  of abut  14% ammally d v h g  l965-7Q in 
madaearhg seetars have Beem jost ifhd by bigh pradu&vity rises of abut 
$ 5 5  am*a11y, ar e ~ e a  XA steel. Japanese ~ X V I ~  g ~ ~ w t h  irr pr&ctiyJi,e 
9f fi8,5% op1wced wpce gab+, b the United Stsf t a r ,  en the ather hand, wage 
g;xizas mixeded prr&uetivir?)r kereastss d'~i:rbg the Xzr& half af khe 29&a. As 
P res9jk. &Q wit h h r  CQIS~ gap cczatbrted to *den a0 the dtsadvorntags of 
%%a W ~ E E &  5 e t~rr  16r&u&+&y $reutl:Er 3arpxz kor ahso s p r r d  majar 

is f opaneafa real wager relotitre to G h t ~ d  States and &her d&velcq& 
cowrrics ~C*%FP @I. 



Average HourIy brnings ot Wage 
Worlren In Manufacturing, 1970 



x of Reat Avevage Wourty Earnings 
of Wage Worlrem in Manufactun'ng 



THE "LGE-E E&P]PLOY*WhT" SYSTEM 

Japnese workers are Q t i ~ d 1 ~ ~  hired direct l~ out of school 
a d  spend their careers aae campy. This permanent emplay- 
Imest spatem, #hi& appears in£iexib3e to wes$ern observer* 

% eeosemic: miracle: 

2, C-ea.serseEp, -gemeat i s  prabbly willing to expend 
Eitirg~r r m s  l;s retraia; a worker, Icnawiq that such am bvea?mept  
$a, 3es p I E % Q ~ ~  ta P C C T P ~  I;~~ITO&LT cczqxuq- thr~ug;eS the workerte 
? gg%~&g* 

5, Sher  wages are r i d  h p r m ~ z l y  ta ag~. %;pber costs are i ~ r  

&recr icmf;d%~ d the averalga age of &e work farce., T ~ u B ,  $he fast- 
grmbg firm 4az iadusE?yj rsr &F$@ n a b e r s  of yamg WOZI~IZS 

asr advaaage over the slw- 
W e-~prise. The sbar -gx ~ B S ~ ~ X * ~ S O ~  therefore. en~asnhzrs 
izereirs-ly w ~ c a ~ p t i ~ v p :  Pshr coots, 

miis e , ~ + J o p t ~ Z  S y S a e - m  i% ZWC as iElfe%e3&2k Be i~ f%rst appealem 
t&si*%ary rcdxrer*pum,g age i s  55 - wherz the (~'mpl~yer~t it gives i l ~  lamp- 
s - ~  p & s % ~ z  +&is$ i s  =@x rcaUy adsqmfs to suppx% him f ~ r  the remaihps 
&$ year* of &e BSe lie emsey, Me i s  therefare waiiabla to be rehkreb 

his c o m w y  $cw o s d s i b b r p  or suhwer-2ntaafrsar a% B tempwary werker. 



Top maaagement is not subject to early mandatory retirement: 
after being desigaoted a director of the company, usually in his 
forties or =ties, a Japanese executive is exempt from any m d a t o r y  
retirement requirernenf, Prcsumabfy, th3s permits the selection of 
f he mast o ~ s ~ ~ g  to stay past fifty -five. 

The effectiveness of worker training is dependent upon the literacy 
and education of the ppdatiaa. Japan's educational level f s high: 
illiteracy, for example, is negEigibfe, A higher percentage of Japan's 
secondary schcrol. age population is in secondary school than in the 
United States -- abut: 91% versus 78%. While college enrollment in 
the United S h e s  exceeds that in Japaa, &e Japanese college enrollment 
per thoasand exceeds European Zevef s, 

Tbe Jagacse emphasize technical training. For example, Japarr 
now graduates more engkeers than the United States -- w i h  about half 
of the pqutsion, me Gaited S-tcs, however, still graduates more 
Ph, D, 'sj Japan's vocaticr~al-t.echnica1 eclucational system is highly 
developed, permitting them to  direct the young into, skill8 that will be 
in high demand in the future. 

h the next pages, we shall review data an productivity and unit 
labr costis &at are the composite result of many objective factors -- 
capital input, trabing, increasing te~hmlogy, longer work hours, 
etc, QZn Japan, &e average work week is a b u t  49 hours, versus 
37-39 in the US). While  it is bard to quantify in a chart, it is worth 
mting that a variety of foreign 3a arnaUsts visiting Japanese automebile 
plants, for example, refer ts various worker motivational factors: 
'%llingness to wufk, " '%isclpXif3e, " "pride, " ''finishing up the wsrk, '" 
etc, 



FULL CAPACITY POLICY 

One consequace of the Japanese Lifetime employment policy is that 
labar tends Pa be treated as a fixed cost, Also, because of the propor- 
zEaa of debt: is its capital structure, the financial casks of a Japanese 
cos"upazy are largely fixed. Therefore, a Japanese company is dzriven 
ro operate at high capc%ty as long as 5#& revenues cover variable oar 
"eu%--of-pocketw coats. This can prduce export prices which are 
ext:rlerneX. I-, 

Ta aa ecoamy where industrial autpat bat consistently itlcreaaed 
mare thaa 20% a~nuaUy for a11 i~durrtrg, it is reasonable to place main- 
Eenaae8 of markel: share as a primary corparatcr objective, These gains 
pltro tbs cEfeetive c~mmitrne~t QE the government rls stimulate rapir& 
ecsnomic grew%& have caaocd fapaoese companies to add capadty i n  
oaticip$ion of marker: apaasian, Given the capital casts of n m  facili- 
tier, riareefs i s  dome xo ensure that they sill be operated at capacizy a d  
araiWLe prductes moved e o  world ntazfrets. This explains in part at 
bast &a ~edency  ef Japanese e x p ~ r t s  te increase sharply and qdckty 
ylbeara h~r tase  i~ domestic demand slackens pesidically, m d  helps 
ezpkh sme  BZ the problems fareign competitors have with short-term 
Japan@%@ p5.jciag prie ias ,  

Their we eE kbrrr, capitol, and goad management priicti~ts has 
yiek4ed Japanese prodactivity im-pxsvemems tz.zmatched by M h e r  kdus-  
trig3 c ~ u s ~ r i t s ,  TEte foUcrurirarg &arks add re~zt-itst;icaX s u b s t t ~ ~ a  f o this 
c @mckasi em* 

Blla hber COSES 4iChar~ 69) the United Stake8 has an l~xceMsrrt 
pwforwace from 1966 ikroiugkt 1665-66. wbca annual productivity in- 
tsearcs equtizd, or evea exee~des5, wage iacreasas. More recontry, 
we see hf: reh8viz Gem- r;s%W have risen nbrpiy, spurred by an 
i&h%ioa~ry beam aad a substaatiat currency revaluation, En tke case 
o ~ P  Great Britain, see a atroetg trend of risiz8g wit; costs, in  spite of 
s~bszas~iah dei..atltz?iticsn, 

'E"Ers chstrr speaks eIoqtre&fry of Saplanase prdwriuity p s x f ~ ~ r n a n u ; s ~ ~  
a d a  eves mere remarrk;itb%e by the fact chat wage increases were aboitt; 

a m d B y  beweeas l965 a d  1670. Am imporrzmr; questfun i s  haw long 
1ap.n caa C U E ~ ~ M B  this d q u e  perf~rmaace; inifhtiomwy pressures are 
$etEt&zsg there tm, 



By very competitive export: pricing and by t a x  and other incentives, 
Japan has been able to a s e  its gr~ductivitp grmvth to keep prices dawn fos 
its export products (Chart 70 )  even though coastzmer prices have risen, - Since consumer prices ob~l~tksly  include the cast of services (whith in 
Japan have risen. very rapidly), the disparity betw ecn export an6 consumer 
prices is necessarily overstated to some degree in these numbers. More 
analytical work must be done in order to establish valid comparieons of 
this type, based sollety on. &e? prices of comparable goods that are both 
csnst~lned domes tically and exported, 



Unit Labor Costs in Manufacturing 



sumer and Export Price Indexes 
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JAPANESE TECHNOLOGY 

The J'apanese put major emphasis on high technology. Much 
foreign technology has been acquired through royalty agreements and 
various kinds of technical agreements. In some cases, it has been 
brought in. by f~reigl; companies as their equity in Japanese companies - - 
but with a handful of exceptions, the foreign firms have received only 
minority participation in such joint ventures. 

Malty American companies, knowing of severe investment 
restrictions (and in some cases import restrictions an these high 
technology products), chose royalties as the most practical way to 
get r evenue for their techology . 

Thus, while most countries depend on direct foreign investment 
or domestic R & D to aequire advanced technology and know-haw, Japan 
has purchased these needs outright through licensing agreements. 
Japanese royalty and management payrrrents abroad were more than, 
$650 million in 1970, and more than half was paid to the United States. 

The comparison between Japanese royalty payments and those 
of the US and Germany is striking: from 1964 to 1970, while Japanese 
papeais grew from $200 nillzon to $650 million, US royalty and 
managemexat p a p e  ats abroad increased from $108 million to $198 
million; comprabXe W e s t  German payments totalled $192 million in 
1967, Japanese royalty and malzagement payments to foreigne~s were 
about six times greater than JapanBs d5rect investment income payments 
to foreigners, A sirnirar ratio for W e s t  Germany is roughly T:2 and for 
the United Kingdom 1:2 (Chart 71). 

In total, Japaa has paid out $3.4 billion aver the past tea years 
for access to a vast amount of foreign tecbnolsgy. The costs of develop- 
ing this t e~bo logy  internally would have been much higher. ;In the 
future, 3apaaese plans suggest an increase in R & B invesbent from 
about $3 billion in 1970 to nearly $13 billfan in 1980, Clearly, Japaa has 
decided to accelerate the development of its own ta.c;*rr;. :.:, 3y. 



r Japan: Direct lnvestmen-t vs Technology Purchases 
Million US S 

aimad for m]rafty ad 
boa siir &nes &ai of 

imm pywnts abmd dur- payments abroad 
*ika &o far West &r- 

Direct invest menf 
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63 65 67 69 71 

1973 wmvlrtfive direct fort?@ investment in Japan excluding 
fe-ictwesihzent esmingsr $900 miIIion. 



JAPANESE ZXFORT PROMOTION POLICY 

One common misperccpf5oa about Japan is the view that Japan'r growth 
is the resdt of exports. (As we have seen, Japan exports less of its pro- 
duction than some industrid countries. ) 

h fad, the export successes a£ Japaa have been built upan high 'levels 
of domestic demand, From -mbreUa frames to motorcycles, #he initial 
industrial growth has been to supply the rapidly expanding Lacd market, 
with the export thrust following some three to five years later. 

The cliche Has it that "Japan exports t o  live, " and these is truth in this. 
Eat it would be more accurate t~ say "Japan imports to live. " The country's 
raw material positf on is well born; there is little in abundance axid much 
that is lacking. Seventy percent: of Japan's imports are industrial raw 
mterials, including more than 80% of its coking coal, 9870 of its iron ore, 
and 99% of its oil. Exports provide the foreign exchange to purchase the 
required imports, Exports are therefore of critical importance; they are 
not, however, the explanation fur Japan" economic growth. 

Perhaps the most effective export advantage enjoyed by Japanese companies 
in comparison to their U. S. counterparts is the Japanese trading company, 
which may well  be the world' s most efficient international marketing charmel. 
These huge enterprises handle 88% of Japant s international trade, maintaining 
sahs offices around the world and collecting market intelligence worldwide. 

Each company markets hundreds of products and can efficiently fill  its 
large ships with many small orders. It is estimated that the top 12 of these 
marketipg enterprises handle 50% to 60% of Japan's exparting companies. 
In total, the trading companies handle about three-fourths of all Japanese 
exports. Their huge sales volumes enable them to operate on small margins 
[the top five averaged a 0.15% rehrn on sales in 1969). They also assist h 
export and raw material fi~wacbg. The result is that small and medium- 
sized Japanese compaaies can seU their products to woxld markets at 
competitive prices. Small Erms in the United States, conversely, are often 
unable ko overcome high exportkg costs and stiU sell .theix products at 
competittve prices, 

Most large Japanese companies compete vigorously overseas (e, g, , 
Niarsaa aad Tayota in Noxth America). However, when a trading company 
handles the products of more than one company in an industry, it may 
allocate sales between them. Overseas competition in this case occurs 
beheen trading companies and not between individual producers. fat 
addition, numerous competitors (both m~ufacturers and trading coAmpanies) 



often form joint ventures to exploit raw Amaterial sources. (Generally, 
the Japanese governmeat does not attempt to extend its antitrust rcgu3;ltory 
powers outside S a p n  and, indeed, aften encourages various cooperative 
efforts. ) 

The co;ltinued eestence of disparities in oceaa freight rates will deter 
export expansion. This is particularly true in trade with Japan. Fre-  
quently the rate on the sane c a m . d t y  is higher from the U, 5. to Japan 
*an vice versa. Far example, the e s h a t e d  ocean freight cost of an 
automobile impurted from Japan is $70: and exported to Japan $250. 

For all the reasozs mentioned above, Japan's competitive strength in 
exports bas increased steadily in recent years, However, a coordinated 
government-business trade promotion campaign. including various financing 
and tax incentives, as well as an overall national commitment to exports, 
also explains Japan's successful export performance. 

Because go many of Japan's exports to the United States are highly 
visik7e (e, g. , home eXectronice products, automobiles, and rrrotoreycles) 
or basic industrial products Ce. g. ,  steel), it would be natural t~ assume 
that the Japanese push exports of every product they make. However, 
Japan has net made the mistake of seeking unlimited objectives with limited 
resources. In fact, the Japasese have chosen selected products in which 
to pursue international competitive supremacy, In 1970, about 60% of 
Japan's exports were accounted for by four industrial groupings: trans- 
portafion equipment (ships and cars), 17%; steel, 16%; electrical and 
electronic equipment, 113%; and textiles, 12%. Ns other industry accounted 
far as much a s  6% of the total. 

The London Economist has made a historical study of 3apan9s induetrial 
spscializafion. First, it pointed out that Japan thought of certain industries 
as "'throw-away industries, " not only because Japan was no 'longer competi- 
tive in these industries, but also because it was regarded as a mistake to 
try to gain a competitive position isn those areas, Goal, paper pulp, 
rranfearous metals, and agricrslturaX products are cited examples of suck 
industries. 

Second, $he Japanese identified "early stage industrialization'' activities 
(cuZeo~ textiles, sewing machines, bicycles, pttery, atc. ) in which they 
no longer wished to compete in a vigorous way or invest precious capital. 
Comprxies in these fields bad to release men, materials, and ressurcelr 
gar  more efficient and rapidly growing enterprises. It is, of course, 



L%S %.fa~~%ef of Fe80PFCrPS  &l E@SS e=e$g~ft €0 More 
e££icient rectors that farril%tates rapid e t o ~ a d t  g r a d .  A review sf 
Satpan*s spending 'gristities far the 1940s shop~s a ~ubsmntiaf ata.lisg 
d m  of the .j;apaaese tm&!!e hdrostrry as it shifts to, other countpies 3n 
Southeast Ada. and substantial expenditure for retraining today's *extila 
workers. 

Third, the Japanese fcrcos rm industries of the future and emptey ai 
*-ariefy ef protective and isee~tive devices to develop &air capablities 
in &esc critieall fields, 

Ts make clear the mdes  QX g o 7 r * e r ~ ~ ~ t - ~ s i n e ~ ~  intera~t3an by 
wEch sbzeh gaalr are attained, we wiU e x m e  briefly the cases ef the 
J a p a ~ a e  steel arsd eamputei I$du;str*iesc 

Fsr maw basic steef prodoets, Jnpm9cse damastic psicar are 20% to 
40% b c l w  U, S. prices, iaprlese government and indastry hove warkad 
tasetber ta enhasea the t ~ m p ~ t i f i v e  strength of their steel iadustry; and 
Xsw capital, material, a d  labor costs have bem systematically cemPlind 
with ~ ~ V ~ P ~ I I C C ~  kntmr=qlE~-~ to make S~rpantllar rtoal &e weald's fhrrzpeet. 

Ar &p em3 ~f WOFXB W a r  EX, with azdy three of 95 wartima bhat furnace. 
self yrrdacfng, arttd rsw materials u=vaib,1e domeslieaXly, the dapxrsas 
Cabiset decided ts wake steel ons ai the priorit). industries in theti reemery 
plan CaIong *aria eoaf, electrie power, and ehamioal fertilizsus), ma 
?u",i&str~ of Finance graxt%w$ specifti %x aC3vantages to these critiea3 i n k s =  
tries, and helped &am gar: capital by advidsg commercial Bank$ to give them 
pri~r l ty  3rd Zmw interest rates an loans 

Steel p b n ~ s  were bdE* on AZled-in Band a=* to deep water prt's; a d  
 he Japanese sst cwt t.o m i s h i z e  fzaresprWio~ costs by bailding the wat5dFa 
Largest a04 most effidemt ships ts  carry ore directly to t B s  pzantmi a d  a a r q  
away fWshed steel *s* 

As  dswCa3.r0 for steel rase fsDming the outbreak a£ *he Korean; War ,  
i~duskry aad governrumant agreed on the First Ratiorxztlizatioa pESzx-8 (1951 
1.9551 to achieve scale izwe~~srzts a& advan~ed teckniqrzes - - $356 million 
woa isve6tcd in t h e ~ e  years, Skky percent af m c k i ~ r z r y  irxvsstmcrst was 
spat an imported eqGpment -- on wkieh impart dutie+ were elimk~f;l~fbCE. 





roz%?.xa3s :'~r p+vfec:2i.nn i~ tEe c~;;E.s%~-c ' ' i r i a n t  industry" a . rgment .  andar 
mbic2i aq ec':bn-o~ic domcsg5i;c t6ust.q- i a- aIIg*-ad tn establish ecsn~mier  
af b r s e  ~ a f e  p r * ~ & i c t 5 0 ~  =%iXlt?! f t ~ r e t ~ g ~  stqzptiers, *ha are already 
p a ~ d ~ ~ s r q  i- y ~ ~ ~ ~ m e  m%rckle$s. are g r e v e n t ~ d  E f c g l r n  hempetinn i~ &c 
i~$%rd!:  i ? - & ~ ? 3 % ~ + * ~  3 w%rf k~t . f  

+ o l.re APT &16(;3. ar;ai.,@u~re% wZ"TP 'F;& s ~ ~ ~ c z I Y ~ E ~  @#empf aey prti#n of kit6 
qTr i . ta+xrze j  iwiaorry %F@S E%O: A R ! ~  IC?ate~9pSy L a w .  tamel0 far P T ~ & u c S ~ ~ *  
RnD, ~ F L G  irsvi m a ~ e ~ i a l s  w e r e  per-rrsiee$, U d e r  tkig aut:Y%rLty, MITE 
eaesB2ishct s +atre! E E  Sclt9i9 a f $ ~ e r $ ~ i ~ ~ , g  trhe pradwfiam of .pcsriph~rr%I equip- 

B,E & kfge- iiesirc estqwrcr p+eje~t s p ~ ~ s ~ r e d  by tkr: gsvemmsat. 
C;ue i i r-ms are cecJ-gmraaifig r s  develop a b r g e  $ & T @ * S ~ F ~ R ~ $  SYB~QTSP. 

2.. hitet I m ~ h y  mgatiariens, the gorrcrrrrmetrt attswed 18-M t;e sstirrbXi&h 
a !C@%-ulca.s& w b s i b i a v  En Tapm uader seamre: ~ Q Y P F ~ E C C ~ ~ B R S  a d  kn reta~;~11 
for rke Elre*~,sr~g by SBM of basic pateats tss  alSl Irttercfctz~d lapadrreae -now 
P&ctxrrsrs, f h e w  restrierions TrieTade L;aj markel: %Fare eaiUmgs, (B) 
ye-q-~ise=enr8 $0 expaw -c~mp~.ters i~ iimswts equivaleot to S Z C ~ Q ~  i n  Japan, 
fey prier ansct.grreew-est 0.,4 sew pp,xdue~ insrducrdarr and clearance aX 
ms++mg&setqrlsg cehe&g'ces, 4df approval ai mew g k n ~  facitities, (a )  corrtro2 
of reehtml~egy ~~.jra?:sfe r s , lac-Iwiirng ;7ippromL of rrsw :+$srat~r)r X&cikitia;s and 
-~,k.&ia dcv&E~pt--eszr, f~ sgiae sf these ee~trictio:i~ 5 d  becliilase sf ~tharnr, it 
~*h~osM be ski$ 18zzt: EBM is J ~ k ; j a ~  i 8  w e r y  sucees~fu;L1, 



* 3. kn lQ?X, a3:~ L%c Za+pnese rampatct m-drket represected impreed  
m&ch=nes 6 % ~  ca~n t i zg  EBfI'5 Japanese gredw%isnj. A a-irfe range of i r n ~ + t  
rt~sW~;kt.;essg kas redac~4  *%is $&a;;= ta 15% duu- :ng the E'SbOs, 

:op,.r 4 ~ 1 4  t ~ , r s  its C ~ 3 f  afut~ntirsn te m ~ k i n g  arrangements fer 
faseig~ jGc-3rca$ sE Paw m.sterlaXs 11~rtthai;rf having t(r face the intsr-1 
yressgres resuttiztg ~:P~~+PE"I zrlassiing higher eeslr ar Psswer qwiibf 
&a-m.ps?rl~ p r ~ d ~ m i ~ _ ~ ~ l  - d i f f l ~ a i & i ~ ~  w,hJrrk hiwe L k e ~  e x p 2 e i ~ n c ~ F f  ie ~t:Orc(~r 
p& Ftd @f );k;& Y + i 4 3 ~ 2 4 $ -  



mixring firms ta expand ~ a p c i % y  and prtls-ide &ern with Iuraw-how 
rsr~gb mowgeme~t caz+ar2.ac%f. f Re b a n s  are asaally tied to purchases 

i . ~  Zapan. as& t r ~ y ~ e ~  IS Lz tbs newly mineb QET~POE* Prafits are earned 
* t w ~ h  - sales- of m&chineq- dad eqaipmentI on management contracts. and 
frem intarcst OR IQBHLS. the f apane~e  avoid fie sometimes gotiticalfy 
aensf avc large- scale repatriatien af profits. Af so, repayment in kind 
seems 3esa QEP~QUS te LDC3 &an cash repayments. Direct o'4taership, 
=hen i k  does -cur, is us'6~bEIy  T TOPS^ a minority share, 

4, as ghc dramatic grmrkh Q E  Japan's steel industry $llustsates+ the 
Qi~ab~aagage re I s p n  ~f &tr Zang distances rrmr tnrhfch raw materials must 
b~ t r a ~ s p r g a d  has b ~ s a  avercornrs by sr.per-sized ore carriers and tankers, 

&e ridq-ter ?as&an ~f mast plants, an efficient sea tra~sporfsltioxt 
seb-sta {$apart ie a m -  SE; w ~ ~ Z d ' s  i a r g e ~ t  bt~ifder QZ ~Bips) ,  a d  the cartel- 
fxe$ R E ~ & - Y Q ' L ~ ~ s .  B~sg=tr?rrn pa~rhisir?;h;r paliey of 3apiinrs prsdueers. 

A s  fn&ie&res, Japan ie already the worldr$ Zargest impaster 
is;sf Sr~ss. Q+@, c a k i ~ g  C-1, C O ~ ~ C T  Q ~ Q S .  and crude oil and rank8 second o d y  
3eStnd &is;. YdxebX S a t e s  i s  ismpr4s OF baaxite, It i s  a15u the worXdFei m0h3t 
4ymmmih gr@w*& wa'~"k4~ far r a w  ntat4r"iah a d  4 1 1  likely csaenuer so at 
Leas? & F W . Z ~ ~  the ~~*:54-1976s, as Japan's 1949 projected reqsriremaats are 
~ W ~ E Z  duublc &r 6933 BevcltZ. 'me iair;r;nsa@ itre at.rder&king steps to aaaura 
4dqm:e ~ U P G F C  %r~~pr'.es. Leng- tc~m c~ntracts wi& foreign mineral 
~I&UCBTPS= -S~rcO~dfag mamy &', S, firms - =are $sing csnc3ttded- Japan i s  
axpr,dS?"rg i t$  fleer (ri super- sired ere carriers and t a a k e r ~  to kr~ep shipping 
e a u r i  dws, '12akya" lens-wrm ecr4nomie P ~ B ~ S  indicate that greatly is- 
creased S D V ~ S ~ S R ~  Scm raw mt%rarisO# wfEf, be u n ~  important urea of &air 
rsgi6dy g + ~ ~ i m g  i 3 ~ ~ r m k I o ~ a l  reserve S. 

SQ &Z"situssI~~ of the Japanese e c s ~ ~ n z i c  miracle should leave the 
kspressio~: rhat 33~52% SS -wit!?o~i; prraab~tms. Industziaf plXurion i s  high 

budger project;-Eo;~.xs f ~ r  the 1970s show 2i.rge Encreases in sxpartd.i.tulraa 
fer ~ S V ~ F . ~ P F ~ C ~ ~ I  praf;cfeti~n* Aauher problem i s  the potential Eimitaticrn 
of pser  ar*aiZability, StiS anather Is the gr&ng 2nd largely mglactad 
=em? for s~cIaB services - - such a s  ksusibg, highways, and health. Again, 
projeexed Japamse badgets :or the 19'40s show increases of three times or 
,mars Ism some ok these key areas. k b 0 r  i tn i~ns  m y  become more demanding 
and carrrsw-crs may be less *isPiZliiag to save, Productivity irrcreasas m y  be 
harder gain. 
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Yet, *&e Japanese have not ody a unique government-business 
partnership, they also df splay a high degree of cohesiveness. They 
exhibit excellent morale, work hard, and have a sense of their future. 

If: would be a mistake to mnderes-ate or ~vereseitnate their potential, 
just as it would be a mistake to believe we ;!auld or would want to trans- 
pliant their whole system to the United States. MonetheXess, the developed 
counh.iss 02  the worl6 can tzndoubtediy learn from the Japanese experience. 


