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UNITED STATES-JAPAN STRUCTURAL
IMPEDIMENTS INITIATIVE (SII)

MONDAY, NOVEMBER 6, 1989

U.S. SENATE,
SUBCOMMITTEE ON INTERNATIONAL TRADE,

COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 2:05 p.m., in
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the subcommittee) presiding.

Also present: Senators Bentsen, Rockefeller, Packwood, Danforth,
and Symms. -

[The press release announcing the hearing follows:]
[Press Release No. H-50, October 5, 19891

FINANCE SUBCOMMIrrEE ON TRADE To HOLD HEARINGS ON STRUCTURAL IMPEDIMENTS
INITIATIVE

WASHINGTON, DC-Senator Max Baucus (D., Montana), Chairman, announced
Thursday the Subcommittee on International Trade will hold two hearings on the
U.S.-Japan Structural Impediments Initiative (SII).

The hearings are scheduled for Monday and Tuesday, November 6th and 7th, 1989
at 2 p.m. each day in Room SD-215 of the Dirksen Senate Office Building.

The SII was launched on May 25, 1989 when the administration announced its
plan to implement the Super 301 provision of the Trade Act. The SII is to be a set of
bilateral talks with the Government of Japan aimed at addressing structural eco-
nomic problems such as the Japanese distribution system and land policy-that
hinder U.S. exports to Japan. The first round of discussions for the SII were held
September 5th and 6th in Tokyo. The next round of discussions will be held on No-
vember 6th and 7th in the Finance Trade Subcommittee. The SII is scheduled to
conclude in the summer of 1990 with a mid-term report due this spring.

"I applaud the Bush administration for launching the SII. I have for some time
urged the administration to begin discussions with Japan to address these broader
structural problems," Baucus said.

"As the President's Advisory Committee on Trade Policy and Negotiations
(ACTPN) noted earlier this year these structural barriers may be blocking as much
as $30 billion in U.S. exports annually. If we are ever to eliminate the bilateral defi-
cit with Japan, these structural barriers must be eliminated or at least sharply re-
duced,'" said Baucus.

The purpose of these hearings will be to survey private sector views on the SII. A
wide range of representatives from the business community, organized labor, and
academy will testify.

"I believe these hearings will demonstrate a very wide consensus in support of the
SI1. In my view, SII is the most important ti'ade negotiation that the U.S. has ever
entered into," Baucus said. "If the SII does not succeed on schedule, I plan to push
for legislation requiring the administration to initiate Section 301 investigations
into some of the major Japanese structural barriers," said Baucus.

(1)
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OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator BAUCUS. The hearing will come to order. We are today
holding a hearing on the Structural Impediments Initiative that
the United States is conducting with the country of Japan. I think
this subject is potentially the most important trade initiative this
country will take this decade and perhaps into the next because it
finally begins to fundamentally address the heart of the problem in
our trade relation with Japan-namely the distribution system
problems, other anti-competitive practices, bid rigging, for example,
the keiretsus in Japan, the vertical integrations in Japan, as well
as fundamentally addressing some of the problems in this country
which tend to help prevent the trade deficit of being eventually
eliminated.

We are very honored today to have with us an array of Ameri-
cans to testify who have very direct experience. Also, we are par-
ticularly honored to have with us this afternoon the Chairman of
the full Committee, who has been very, very actively involved in
pursuing the remedies and finding remedies to the trade imbalance
that our country has with Japan, as well as some other countries.
And also, Senator Packwood, the ranking minority member of the
full Committee who is equally involved in trying to find solutions
to the trade problems we have.

At this point I would like to turn to my Chpirman, the Chairman
of the Committee, for any statements or questions that he want to
put generally to the panelists.

OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SENATOR
FROM TEXAS

The CHAIRMAN. Thank you very much Mr. Chairman. I congratu-
late you on the meeting. I very much agree with the importance of
it in the negotiations that we have ongoing with Japan.

But I would like to leave some questions for the panel. Unfortu-
nately, I have some conflicting commitments this afternoon and
will not be able to stay.

Ambassador Carla -1ills has said that all we can expect from the
SI talks is a substantial downpayment next year. I would like the
business sector representatives who testify to tell us what they con-
sider a satisfactory downpayment to be. In addition, I would like to
know what we should be doing in order to monitor the fulfillment
of those commitments.

Finally, we have a pretty sweeping reform agenda to propose to
the Japanese-open up their distribution system, eliminate the
cozy corporate relationships that keep out foreign investors, reform
land use policies, and the like. But this is a negotiation, after all,
and the Japanese have a pretty impressive list of structural re-
forms they want us to make to improve the bilateral trade balance,
including balancing the Federal deficit and increasing the U.S. sav-
ings rate. Is it realistic to think we can deliver on any of the Japa-
nese demands? Can we expect them to deliver on ours if we do not?

So those are some of the questions that I have. I'd like to see
them answered without spending all afternoon at it.

Senator BAUCUS. Thank you, Mr. Chairman.
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Senator Packwood.

OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S. SENATOR
FROM OREGON

Senator PACKWOOD. Mr. Chairman, thank you. Like the Chair-
man, I have to leave.

But I have two specific questions I would like to address to Mr.
Spero who is on the third panel. Mr. Spero is the President of
Fusion Systems. If I might read the questions and then I would
ask, Mr. Chairman, if he is not here if you would reread them for
me when he testifies.

The first question is: Although I am not a patent lawyer, I under-
stand that the United States has traditionally allowed multiple
claims in a single patent application. Conversely, I am told that
Japan, until recently, permitted only one claim per patent applica-
tion. This difference could lead to a situation where a single U.S.
multiple claim application containing ten patent claims could equal
ten separate applications in Japan. Could you comment on this
comparison problem.

The second question is: I would appreciate-and this is for Mr.
Spero-I would appreciate your assistance in understanding wheth-
er the total number of patent applications can be meaningful evi-
dence of patent flooding. I am told that in the United States there
have been more than 1,000 applications filed on a seemingly simple
product like automobile tires. Again, these could have contained
multiple claims. Does this large number of U.S. applications on
tires necessarily suggest that there is patent flooding in the United
States as well?

Thank you, Mr. Chairman. If Mr. Spero is not here and did not
hear those questions, could you ask them again and have him
answer them for me in writing?

Senator BAUCUS. You bet. Absolutely.
Senator PACKWOOD. Thank you.
Senator BAUCus. Thank you.
Now we get on to business. Let us begin with our first panel with

Mr. William Archey, vice president of the Chamber of Commerce
and also Mr. R.K.-Judge-Morris, director of international trade
for the National Association of Manufacturers.

Mr. Archey, why don't you begin.

STATEMENT OF WILLIAM T. ARCHEY, VICE PRESIDENT, INTER-
NATIONAL, U.S. CHAMBER OF COMMERCE, WASHINGTON, DC
Mr. ARCHEY. Thank you very much, Mr. Chairman. It's a pleas-

ure to be here today on behalf of the U.S. Chamber of Commerce.
I'm Bill Archey, international vice president of the U.S. Chamber.

The U.S. Chamber remains a strong supporter of the Omnibus
Trade and Competitiveness Act of 1988 and of its aggressive imple-
mentation, including use of Section 301 procedures to obtain trade
liberalization agreements with Japan and other countries.

As you probably know, Mr. Chairman, the Chamber was the only
general purpose national trade association that formally submitted
specific names of countries to the trade representatives office at
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the deadline requested and we did name Japan, along with Brazil,
Korea and India.

One of the points though that I would like to make is that Cham-
ber's board 4 years ago, to the great surprise of a lot of people in
Washington and certainly in the country, came out in favor of
mandatory retaliation in the case of the violation of trade agree-
ments with the United States. We still have that policy and strong-
ly believe in it.

As far as the structural impediments initiatives themselves go,
we do have reservations about those talks. We have even some am-
bivalence about those talks. We are particularly concerned about
the lack of specific milestones, criteria for success and a number of
other things that we think are a little vague. However, we also
note that it is currently, for the administration, the operative ap-
proach for seeking to resolve the structural disputes with Japan.
We, therefore, believe it ought to be given a chance to succeed.

What do you mean by that? We are talking about next spring.
We are talking about the same way that Ambassador Hills is talk-
ing about. In terms of this question, there are two points: What is
the downpayment; and, what is the blueprint?

Certainly we would not disagree with a minimum what Mrs.
Hills is talking about, which is the whole question of enforcement
of the antitrust laws of Japan and some backing off or removal of
the present distribution system problems as they pertain particu-
larly to the relevant small business legislation.

However, to go beyond that at this point, I think it is very diffi-
cult for us in our Committee to judge. I think that we laid out a
very large four pages of structural problems in our submission to
Mrs. Hills on March 24. It is a serious question as to whether or
not any of these are going to be attacked or resolved. Certainly
they are not going to be by April 30 of this coming year.

But what I would like to note is a couple of points. There are sev-
eral points. The first is that it has become pretty clear to the U.S.
Chamber-and we are going to be talking about this very publicly,
I believe, in January-that increasingly America's foreign policy
security interest in international relations in the 1990's are going
to be ,.more and more defined in economic terms. It also strikes me
that we are very unprepared to deal with that.

The second point, an assertive trade policy, in asserting the le-
gitimate rights of American exporters does not a protectionist
make and that always seems to get confused, that somehow or
other asserting the legitimate rights of American business in for-
eign markets to have legitimate equal access to those markets that
those companies have to us is not only not protectionist, it strikes
me it's fairly much common sense.

But it has always been a difficult thing for the United States to
have that assertive policy because one, we didn't have to for most
of the post-World War II era. Great powers and great governments
do not deal with that. I once had a State Department official say to
me, "Bill, you have to understand the reason why trade and eco-
nomics isn t a priority in the State Department is, is those trade
issues are just not significant."

My argument is that in the 1990's what we now refer to, those
"larger foreign policy interests" is being geopolitical strategic mili-
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tary concerns, than in the 1990's the "larger foreign policy inter-
ests" of the United States are going to be the trade and economic
ones. I just do not think we are structurally ready to deal with that
in our own turf.

The last point. What is increasingly occurring in the last few
months seems to me, this incredible dichotomy or conflict in terms
of the issue with Japan, that on the one side, even within the
United States, if the United States would get its act together we
wouldn't have to worry about all these things over in Japan.

The other side of the argument is, is if Japan would get its act
together and we do not have to do anything, everything else would
be fine as well.

My argument is that the notation that the United States has
problems of its own and Japan also has problems are not mutually
exclusive issues, that it has to be either one or the other. It has to
be both. It has to be us making some efforts in a number of areas;
it has to be the Japanese opening those markets.

My point is very simple. If Japan removes all of its present con-
siderable barriers to imports, particularly American imports, and
we do nothing on this side to improve what we do in the macroeco-
nomic and in the business policy sides, we will make some incre-
mental gain, but it is not nearly what it should be. If the United
States does everything right in the macroeconomic sense, in the
business policy sense, and Japan does nothing, we will see virtually
no major in roads into the Japanese market because much of the
Japanese market entry has nothing to do with market consider-
ations.

That concludes the summary of my comments. Thank you very
much, Mr. Chairman.

[The prepared statement of Mr. Archey appears in the appendix.]
Senator BAUCUS. Thank you very much, Mr. Archey.
Mr. Morris.

STATEMENT OF R.K. MORRIS, DIRECTOR, INTERNATIONAL
TRADE, INTERNATIONAL ECONOMIC AFFAIRS DEPARTMENT,
NATIONAL ASSOCIATION OF MANUFACTURERS, WASHINGTON,
DC

Mr. MORRIS. Thank you, Mr. Chairman. NAM shares your view,
Mr. Chairman, that the current negotiations with Japan, the struc-
tural impediments initiatives, are extraordinarily important. We
are grateful for the series of hearings you are holding and we ap-
preciate this opportunity to participate.

At the outset of my testimony, I want to state clearly that NAM
strongly supports the administration's May 25 decisions respecting
Japan-both the Super 301 decisions and the decision to initiate
the broader SII structure impediments negotiations.

In my prepared statement there is a discussion of the relation-
ship between these actions vis-a-vis Japan and the overall trade
policy of the United States. Here, I should like to concentrate
solely on the Japan issues. We should not kid ourselves. Japan de-
rives significant benefits from her trade surpluses with the United
States and other developed countries and from the difficulties
others encounter investing in Japan. We cannot expect help from
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the Japanese in reducing their surplus or our deficit unless we in
the United States can demonstrate the very great importance we
attach to constructive change in this area.

On May 11, Mr. Chairman, NAM offered its advice to Ambassa-
dor Hills on Japan and the Super 301 provisions of the 1988 Trade
Act. We expressed concern that the unique opportunity presented
by Super 301 might be diminished if all that resulted were sectoral
negotiations associated with the naming of priority practices. The
1988 Act itself seems to express this same concern when it says,
and I quote, "Our trade and economic relations with Japan are
complex and cannot be effectively resolved through narrow sector
by sector negotiations."

NAM suggested that, rather than focus on practices, the adminis-
tration follow the advice of another section of the bill and that the
President recommend to the Prime Minister of Japan an economic
summit. In making this recommendation, we provided USTR with
a list of NAM's concerns and expressed the hope that these would
figure prominently in future negotiations. We also suggested that
one or more of these concerns could serve as the basis of self-initi-
ated 301 cases if USTR concluded that that action were warranted.

The structural impediments initiative announced on May 25
spoke directly to these concerns. At this stage we want to do what
we can to make them a success. With that in mind, NAM has un-
dertaken a survey to try to learn more about the views of manufac-
turers on United States-Japan economic relations.

Today I can share with you only some of the preliminary results
of that survey. Later, we will provide the subcommittee -with--a-
final report. Of the approximately 50 companies who have respond-
ed so far, 90 percent have some business dealings with Japan,
either as exporters, importers or investors. Overwhelmingly, they
believe that Japan is less than half' as open as the United States to
both imports and investment.

As you know, Mr. Chairman, U.S. negotiators have identified six
facets of the Japanese economy as structural impediments to im-
proved economic relations. The preliminary results of the NAM's
survey suggest that of these those which relate to the distribution
of goods are the most important. Here I am including what some
might call antitrust considerations. But these include ((1) the exclu-
sionary business practices under which Japanese firms purchase
their parts and supplies from long-term business partners; ((2) the
closely related keiretsu system of relationships marked by cross
holdings of stock which feature so prominently in the activities of
Japanese companies; and ((3) the physical distribution of goods.

Mr. Chairman, I have just returned from a month long trip to
Japan. Throughout my stay, I was consistently reminded of the im-
portance of these impediments. A well-known business consultant
in Japan, for example, told our group that the mentality of pur-
chasing agents in Japanese companies is the single most important
non-tariff barrier in Japan. He was referring to the practice of
these executives of focusing almost exclusively on existing supplier
relationships.

Separately, we toured several Japanese factories and were im-
pressed, as one almost has to be, by the efficient use of labor. We
saw a lot of robots and no extra hands on the factory floors. In the
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shops and on the streets, however, the inefficiencies of the distribu-
tion system were clearly evident. Japan's service sector, including
its nearly 2 million retail outlets and 420,000 wholesalers, is a
wash with hidden unemployment.

I should note that the survey form that we are using is not re-
stricted to the six issues listed by the U.S. Government. We have
also asked for comments on other facets of Japan that might be ad-
dressed under SII, as well as on the characteristics of the U.S.
economy that the Japanese have identified as structural barriers
here.

In aggregate, respondents to NAM's survey believe that U.S. in-
vestors in Japan have not been able to operate with the same free-
dom as Japanese investors in the United States. I am sure Mr.
Pickens will have more to say about on that subject later on today.

Further, our respondents believe that, at least in some instances,
the Japanese patent system has been used to deny the legitimate
intellectual property rights of U.S. companies. It's my understand
that an NAM member company, Fusion Systems, will speak to that
issue.

Respondents to our survey also belief that administrative guid-
ance in Japan has been used to distort the allocation of resources
in a way that is detrimental to American interests. It is important
to note, however, that manufacturers who have answered the
survey agree that the Japanese have a point when they criticize
American training and education, that there is merit in Japan's
criticism on the emphasis of short-term strategies in the United
States, and that the Japanese are clearly correct in citing the rela-
tively low levels of U.S. export promotion as a factor undermining
U.S. competitiveness.

In summary, Mr. Chairman, both Japan and the United States
view their interaction with the outside world as a special source of
strength. For us, that idea is captured in phrases like "melting
pot" and "Nation of Immigrants." For Japan, it is expressed in the
slogan, "foreign technology/Japanese values."

The difference between the two approaches is that we in the
United States have assumed that everyone and everything can be
assimilated and that America will always benefit from the changes.
The Japanese, on the other hand, have struggled to borrow with
surgical precision and to protect themselves from the ramifications
of foreign influence.

Today, the two countries face challenges that are mirror images
of one another. Japan must learn to borrow more than technology
and selected systems. She needs to begin by giving markets a freer
reign and her consumers a better deal. We, on the other hand,
need to improve our ability to address foreign realities that cannot
be changed. We need to make ourselves competitive even in an
unfair world.

The SII offers both countries opportunities to meet these chal-
lenges and so lessen the growing tension between them. We will
continue to work for its success.

Thank you.
[The prepared statement of Mr. Morris appears in the appendix.]
Senator BAUCUS. Thank you very much, Judge.

0
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Mr. Archey, you mentioned that even if the United States does
everything right-and by that I assume you mean savings rates,
solve the budget deficit, significantly reduced if not eliminated,
better attention to some of the educational systems in our coun-
try-that even if, in your judgment, the United States does every-
thing right, that still there will not be a significant improvement
in the reduction of the trade imbalance with Japan.

Mr. ARCHEY. I think there will be some, but it will not be nearly
what it should be.

Senator BAUCUS. Could you expand on that, please? Why?
Mr. ARCHEY. Well, I think there will be some because there may

be some areas that if, you know, all this of doing things right in-
cluding increase in R&D, increase in capital investment, I mean
things that the companies themselves have to do, that if everything
was done right, there may be some companies in certain sectors
that a Japanese customer may, in fact, go with an American
vendor.

But what I am saying is, I do not think it is going to be great
because the issue is that those judgments are not made on market
considerations because it is not made on the basis of whether or
not the American company may have the best product, the best
quality-or at least of equal quality-better price, equal or better
servicing, the issue is not all of those market considerations. The
issue is, either you have been a long-term supplier, you are a part
of the family, you are a part of the keiretsu, and all those kinds of
things. The judgments are not made on the way American business
makes them, which is on the basis of the commercial consider-
ations.

Senator BAUCUS. Judge Morris, do you agree with that?
Mr. MORRIS. I think that that is the essence of the problem. Yes,

I would not disagree with that. But I believe that the structural im-
pediments initiative does-there are other components and that it
offers some hope.

In the first place, we are seeing with the cross investment, you
get access to the problems in Japan through the U.S. system, that's
the antitrust angle. Separately, to the extent that you can do
things on certain issues-whether it be the land values, whether it
be the large scale store law-everything you can do helps a little
bit. But the real nut that one has to crack is the interrelationship
between Japanese companies that are characterized by the term
"keiretsu."

Senator BAUCLUs. I would like each of you to tell us what, as a
minimum, you would like to see as a result of these talks. That is,
if there is some taik about blueprint, downpayment, et cetera, from
your point of view, what is the minimum that we should look at in
determining whether or not the talks have been successful. I men-
tion that because I am now drafting a bill which I will introduce
depending upon whether or not the talks are successful. The bill
basically provides that if the talks are lagging, if they are unsuc-
cessful, if they are unproductive, then the administration must use
Section 301 as a remedy to try to address at least the trade aspects
of the structural impediments that we are now addressing.

I will introduce that bill if it looks like it is dragging. But I
would like, from your point of view, to know, what the minimum

I i0I I
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standard would be in determining whether or not these talks are
successful.

Mr. MORRIS. It seems to me that you can break the analysis into
two, but in doing so you have to look at the Japan relationship as a
whole. In other words, you have to look at the Super 301 actions
that are happening as well as the structural impediments initia-
tive.

In the Super 301 case you have the clear ability of the Japanese
Government to change their practices, without in a sense changing
the whole society. That would be the place I think one would look
for a good faith effort on the part of Japan to open up.

With respect to the larger issues, things like the keiretsu system,
things like the land values problem, the question is: Is what Japan
has put forward credible? For example, they can initiate tax laws
which will have beneficial effects on land values, they can encour-
age movement out of Tokyo. There are lots of things that can be
done. But you are not going to see overnight shifts there.

So I don't think you can set up a definite answer in terms of the
big issues of what the test is. The test is whether or not it is a gen-
uine, good faith effort. I think that the experts at USTR can evalu-
ate that.

Senator BAUCUS. Mr. Archey.
Mr. ARCHEY. Judge and I agree almost on everything, quite

frankly, in this area and I have an enormous respect for his judg-
ment. But what constitutes a good faith effort is a little bit illusive
and has been for the last 15 years of trade negotiations with Japan.
On the other hand, it is a little bit like pornography. Youi know
when it is a good faith effort, but it is difficult to define it.

I think the reason for our concern is that it is the larger issues
that we are really going after. Mrs. Hills is fond of talking about
the fact that when they were over in Japan and Jules Katz was
over there they were talking with the companies about super com-
puters and some people-I do not know if they were government or
not-talking about the fact of, we will buy three super computers;
and the argument being that that is not the issue. The issue is that
if you buy three super computers but your market is still essential-
ly closed it is just merely another illusion and elusiveness on the
part of the Japanese. So the argument was, well then we will buy
five.

The point that I think has to be made is, is no. Let's make the
market open. Obviously what we are saying-one thing we do
agree with with Mrs. Hills is that at a minimum, why don't you
begin to enforce the antitrust laws of Japan which gets to some of
the problems that Judge has talked about in terms of one aspect of
how to reinforce the keiretsu system. I think that that is a mini-
mum.

The second point I think is, that we would like to see this blue-
print that USTR talks about and I would like to be able to make
that judgment when it is in front of me. We are putting together a
group now of things that we would like to see. But I must confess
to you, at this point in time it is too early for us to make that judg-
ment.

Senator BAUCUS. What about some numerical targets? I mean,
surely-I understand, you want the distribution system if not dis-
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mantled, at least open; antitrust laws enforced. How do you know
this coming March whether or not the blueprint will in fact result
in dismantlement of distribution systems, at least abolition of the
most obstructive practices involved?

Mr. ARCHEY. Well, I think Judge talked about there are a
number of laws that they could go about immediately making some
changes in. That would be the most concrete example, where the
changes were, in fact, effected. But number two is, again, as we see
with a number of countries we engage in trade negotiations with,
they will make those tangible changes.

We have seen this to some example in Korea. Laws are changed,
but it is very clearly intended not to implement that law terrible
effectively. So it cannot be just the changing of the law.

Senator BAUCUS. Well, that is the question I am getting at. So
they change the law, how do we know if it will be implemented?

Mr. ARCHEY. Well, I think that is the point that goes down to
this notion of the blueprint that has the kind of specific mile-
stones-I mean dates for when certain actions will take place that
we would like to look at. I don't-the problem with the question
that I think you are posing, Mr. Chairman, and Chairman Bentsen
is proposing, is that it is a valid question. I think it is a little early
to finally answer that question. But I think come this spring, the
U.S. Chamber, if it feels that what is coming out of the structural
impediments initiatives is not very forthcoming and it is basically,
you know, the Yogi Bear deja vu all over again, we are going to
recommend very strongly the ase of Super 301, even though every-
body says that ought to be the last resort.

Perhaps that should be. But I happen to think that after the
years of these negotiations that have not begotten substantial
market access of equality of opportunity to penetrate those mar-
kets, that maybe something like that has to happen.

Senator BAUCUS. Thank you.
Senator Danforth.
Do you want to respond?
Mr. MORRIS. Yes, Senator, thank you very much. There is some-

thing I wanted to say to that.
Super 301 is a very valuable tool. But I think it is important not

to overrate it in this sense. One, it is already possible for the ad-
ministration to initiate a 301 on anything. That's one point. And
the second point is, there are outs for the administration, even on
Super 301. In other words, you could go through the process and
not have a retaliation, even if you were not satisfied with the
result.

From our point of view, that would be a disaster. What I am
saying is, that it does not make sense for the United States from
the point of view of manufacturers to have its rhetoric louder than
it is prepared to carry through. So I think we are a little bit con-
cerned that we not get ahead of ourselves and that we understand
what the objective is to be achieved and what the government-ad-
ministration and Congress, together-are prepared to do in the
event that you do not achieve that objective.

In so far as milestones are concerned, I think we all know that
the real milestone is the deficit. If we do not get some reduction in
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our immovable $50 billion deficit with Japan, then some further
action is going to be necessary.

Senator BAUCUS. Thank you.
Senator Danforth.
Senator DANFORTH. Thank you, Mr. Chairman.
Well, I guess the question is, and both of you have been discuss-

ing it, how do we deal with large scale problems in measurable
form? That is really the issue that Mrs. Hills raised. She wants a
blueprint. She wants something that is concrete. That is also the
issue that Senator Baucus has raised with his suggestion that the
structural impediments talks be brought under Super 301.

I do not know the answer to that question, and I would welcome
anything more that either of you have to offer. I thought last May
that it was a good idea, together with the Super 301 designation of
Japan, to enter into these discussions. I do continue to think it is a
good idea. I guess the problem is: If you make it too concrete, if you
have too many benchmarks, too many targets, then it is no longer
a broad discussion. If you say to Japan, buy three super computers,
they will do that and think they've taken care of the problem.

So how can we be at once broad enough in our complaints to
avoid being thrown a few bones but also concrete enough to get
some meaningful solutions for these problems?

Mr. ARCHEY. I think the complaints, certainly the ones that we
delineated in our submission in March, they are general only in
the sense of categories, but quite specific as to within those catego-
ries-distribution, restrictive practices, administrative guidance to
companies, all of those things. We lay out in a fair amount of
detail about how it plays out. I think in those you can come to
some quantitative measurement that I think is enhancing of the
situation.

I would suggest, though, Senator, that one of the problems I
think we are going to head into-and it always happen, particular-
ly with Japan, although I think it is going to start happening with
Europe as well-when the United States plays tough, and in my
sense not protectionist, but tough, in asserting its rights, the debate
somehow or other in the front of the Washington Post or the New
York Times are up in the halls of Congress and in the Executive
Branch becomes a debate between protectionism and free trade.

It is about time we dropped those as being the essential param-
eters of the debate because they are both irrelevant. And yet, I can
guarantee that when we get down to the closing point next spring
the papers are going to be filled with "Senator Boom" who thinks
that we ought to be tougher is a protectionist.

Senator DANFORTH. Yes. And if you will excuse me, furthermore,
he will be tagged for engaging in Japan-bashing.

Mr. ARCHEY. Yes.
Senator DANFORTH. That is the label that is automatically and, I

think, mindlessly stuck on anybody who does anything other than
heap praise on Japan for what it is doing. If you raise the question,
if you- do anything other than blame America first for all of our
bilateral problems, then you are automatically labeled a "Japan
basher." So I think you are absolutely right.

Mr. ARCHEY. I see nothing that is going to change in terms of
this.
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Senator DANFORTH. It has nothing to do with free trade or pro-
tectionism.

Mr. ARCHEY. Right._
Mr. MORRIS. Could 1 make a-in the first place, I would agree

profoundly with Mr. Archey's comment that free trade and protec-
tionism are both somewhat irrelevant terms and it is regrettable
that the debate is characterized by them.

With respect to your beginning question, Senator Danforth, the
very large issues that are addressed in SII, one of the problems
with putting them under something like Super 301 is that when
you get in-if you were to measure retaliation, you would get into
such large numbers and it would be ridiculous and any threat
would not be credible. That is why I think one has to look for the
areas like super computers where threats are credible for the
measurable differences.

But I also think that whether it is in terms of anecdotal data, the
kinds of experience, however Mr. Pickens exercise turns out in
terms of the openness of Japanese society to investment in the way
that _we know it, these things can be judged and there is much
greater chance of progress if we keep pushing on those things. Be-
cause there are forces iff-fpfn-if it is in the retail area-there
are people who would like to operate those larger stores that will
benefit and work with us and you will see progress. But it is not
the kind of thing that is susceptible to a Super 301 action.

Senator DANFORTH. Can I ask you, you said that it is too early to
judge the SII because it is just getting under way. But how about
Super 301, is it too early to judge Super 301? Is the jury still out on
that or is this basically a good provision or a bad provision?

Mr. MORRIS. Oh, you mean the fact that it existed. I think that it
is a very good program, personally. I believe though, and I believe
that Ambassador Hills has characterized it properly to trading
partners who have yet to hear her. I have never heard anyone ac-
knowledge her testimony here and elsewhere that this is a setting
of American priorities. They always look at it as un-GATT retalia-
tion which has not occurred.

But the fact is that that provision did force a setting of priorities
which was desperately needed and in that sense it was a very, very
helpful tool.

Mr. ARCHEY. I guess I would agree that it has been useful. I
think it is a little early. But I give you one quick anecdote, Sena-
tor, because I think it captures a lot today as well. I was at a
dinner about 2 months ago, 3 months ago actually, for a prominent
foreign trade minister from Europe. I was sitting next to his execu-
tive assistant at the dinner. I threw out my argument that the Eu-
ropeans were awfully hypocritical about the American trade bill
when it came to Super 301 because this was unilateralism when
the entire underlying motive of 1992 is filled with the issue of reci-
procity that is far more ambitious, far more hard hitting in terms
of both outcome and magnitude than is Super 301 which is an at-
tempt to open up other markets by leveraging access to ours.

And interestingly he agreed, that indeed the Europeans are
being hypocritical. But he then said to me, he says, "But let me
explain why." He said, when you Americans want to assert your
trade rights you get together a large number of lawyers and legis-
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lators in a very public way and you bring them all together in a
very complicated way which opens you up to second guessing, and
you bring out these big 16-inch guns through legislation. It is there-
fore by definition subject to all kinds of second guessing. And then,
even when you go and do that and you use it, we wait about 3 to 4
months for you to start feeling guilty about having done it.

He said, invariably, that is what happens. Whereas, in our coun-
try, if we want to assert our trade rights we just do it. I am won-
dering sometimes if we couldn't get a little simpler about our ap-
proach to this because sometimes one of the arguments made about
Super 301 is-and we still are a strong supporter of it-that it
raises the public face-saving aspect so high that it forces countries
into a position where they may not want to cooperate.

I think it is still a little too early. We will see in the next round.
Senator DANFORTH. Thank you.
Senator BAUCUS. I have a couple of questions for both of you. Mr.

Morris, you mentioned that ultimately it is the reduction of the
trade deficit that determines how successful we are. How much
must the trade deficit be reduced, or how much do you think it will
be reduced if the SII talks are in fact successful?

Mr. MORRIS. I would hesitate to project a deficit reduction now.
Basically we only see a slight fall off in 1989, as opposed to 1988.
That is what we are upset about. I would comment that part of the
rationale for SII was that you were going after issues which could
not be resolved in a year. I think that that is true. That does not
mean that you do not have to make progress.

So that, while I believe it is the case that both for manufacturers
and in political terms, the real test in the end is going to be the
trade deficit, I am not prepared to say. I do not know. It would
false to say when we are going to see a big jump downward in that.
I am hoping within the next couple of years you will see it reduced.

There are trends, some of them not entirely encouraging like
Honda exports to Japan, which work in that direction. I am afraid
I cannot answer it. I do not know when we are going to see the
reduction, but I know we must see it. I know the Japanese know
that we must see it.

Senator BAUCUS. But you must have analyzed this to some
degree. Let's assume that talks are successful again. You know,
Ambassador Hills comes before the Congress, talks to you and men-
tions what she has done. It is a good blueprint and it looks like
Japan is in fact passing the laws and enforcing the laws which will
result in a much more competitive Japan. How much will the defi-
cit come down in your judgment?

Mr. Archey, do you have a view on that? What are we talking
about-10 percent, 50 percent, what?

Mr. ARCHEY. I am not sure that I want to get specific either. I
will give you one, perhaps, guidepost. If U.S. companies started get-
ting the percentage of market share in Japan that they have in
other developed countries in the world, like semiconductors-what
is it, 43 or 44 percent in Europe; 7 or 8 or 9 percent in Japan?
Super computers, 75 percent in the rest of the world; and it is
what, 10 to 15 percent at the most in Japan? The chemical indus-
try-a very large, very successful U.S. companies in Europe and in
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other developed countries-a minuscule percentage of the market
there. Pharmaceuticals.

What I am saying is that one-as you know in the dumping
countervailing duty area, sometimes when you have a nonmarket
economy you have to use a third country construct of what would
it be like if you were doing business with a third country that was
market-oriented.

I think we are going to have to start coming up with those kinds
of criteria that says, you know, what is a fair way to compare this
in terms of other countries of the world. The estimates are-a Bob
Lawrence study at Brookings that has been reinforced by a number
of other studies, that notes that the Japanese for the size of their
economy, per capita income, et cetera, under imports by some-
where between $30 and $50 billion.

So we are not talking about small numbers when we talk about a
system that is truly open.

Senator BAUCUS. But should we use figures like that-$30 bil-
lion-$40 billion-$25 billion?

Mr. ARCHEY. No. Because one of the things I think we have also
learned, Senator, is that-and I think we have learned it in some
instancess the hard way, and other ways I think we ought to be

ud of it-the United States, which we do not get enough credit
Super 301 trade bill and a lot of other things, we have opened a

I1 of a lot of markets up in this world and we have not always
bt-n the beneficiary of same.

But all this stuff of unilateralism about the United States, it is
interesting when we do certain things with Taiwan, Korea, et
cetera, how many other countries have benefited from our efforts
in having done that.

Senator BAUCUS. How easily can Japan act? What I am getting
at is this: It seems to me that land values in Japan are very much
overinflated. I saw the figure that the total market value of real
estate in Japan now is four times the total market value of Ameri-
can real estate, which is incredible. The area of Japan is the same
as the area of my State of Montana. It is just one of 50 States. If
the market value of Japanese land now is four times the market
value of real estate in the United States, then that is an ominous
statistic.

If that is the case, and if, say, Japanese stocks are overinflated-
most observers think that they are-and if there is this very intri-
cately related, you know, keiretsus and mutually inclusive business
arrangements in Japan as there seems to be, all of which tend to
be anticompetitive, tend to prevent the true market value from
being determined, add on top of that the sales of Japanese compa-
nies to their consumers, up to a 30, 40 percent higher retail sales
price compared to the sales price for the same good in the United
States-if you add all that together, that's just massive.

How easily can Japan dismantle all of that? We know it hap-
pened here in the United States facing the S&L industry when
land values were dramatically reduced. What is going to happen in
Japan? That is not to say all this is valid in Japan; it is all invalid
in my judgment. But how easily can Japan make these changes
and how can we help them make these changes? I wonder what
thoughts you have as to how easily they can do all this.
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Mr. ARCHEY. One, I do not think it is going to be very easy.
Number two is, though, the issue has not been tested because there
has never been enough pressure put on by the rest of the world to
focus on these kinds of issues so as to even think that one could
progress toward them.

I think it has been a very unfair rap on this so-called revisionist
school that--Van Wolferen, Prestowitz, Fallows, Chalmers, John-
son and others, that somehow or other when you call them the re-
visionists it is almost by definition pejorative. I think what they
have done is cut through an awful lot of the theology of Japan and
got it down into some issues that could be intellectually understood
in terms of how the system works or does not work.

And now that that has been defined, I think that the kind of
pressure that can be put on, where the buttons are, that have to be
pushed, because I will say I have been following this trade stuff, as
you have, Senator, for a long time. In the last 10 years one of the
things that has been very difficult is to pinpoint, what are some of
those things, those so-called structural systemic things. In the last
year and a half, 2 years, there has been a major advancement in
the diagnosis and definition of those.

I think now we can begin to put the kind of pressure on the
kinds of things that do not comport with the way the rest of the
world conducts trade.

Senator BAUCUS. I very much agree with you. In the years I have
followed this, my thinking has changed too. The names of the
economists and the observers that you mentioned are accurate in
breaking through some of the mythology that evolves around
Japan and this issue. I think too, as you said, and as Senator Dan-
forth said very eloquently, that this is not a free trade protection.
It is an issue et al. We are trying to find ways to open up markets.
We are trying to find ways to identify the buttons and to push
them so that both countries, in fact, are supporting the economic
well being of all the people in their country, not just an elite few
and in one country in particular.

I think we have come a long way. And I think this structural im-
pediments initiative is finally beginning to hit the bull's eye in
trying to address some of these problems. I appreciate very much
your testimony.

Judge, do you have anything else to add to this while we have
the chance?

Mr. MORRIS. Thank you, Senator. Yes, I would like to say two
things.

One, with respect to a remark that Senator Danforth made about
anyone who is not praising Japan being cited as a "Japan basher."
I, personally, think that is a serious problem, but it is one of the
reasons you have to keep hammering and let it be shown that
progress can be made in areas where you do have allies in Japan
as in the land issue, in Retail Law One. Unfortunately, in the area
such as the keiretsu system, it is harder to find allies, but it is a
more important issue. There, we have to work not only on the gov-
ernment of Japan and the business people that we deal with, but I
also am convinced from my brief exposure in Japan just last month
that we have a heck of a P.R. job here.
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That is to say, one gets hit with charges of inadequate quality,
nothing to buy. A lot of this is simply not true, but the case is not
made well enough and we need to begin to address it seriously.
That means we have to redefine America as a strong exporting
country, whether it be through stronger export finance, the whole
litany of issues that I know you know well. But I think we, in the
end, also have to look at the other side of the structural side of the
impediments as well as the Japan side.

Senator BAUCUS. Good. Thank you both very much. We appreci-
ate it.

Mr. ARCHEY. Thank you.
Senator BAUCUS. Okay, the next panel. Mr. Mitchell Kertzman,

President and C.E.O. of Computer Solutions and Chairman of the
Board of American Electronics Association; Mr. T. Boone Pickens,
Chairman and General Partner of Mesa Limited; and Mr. David
Leland, President of PlumCreek Timber Co., also a member of the
Steering Committee for the Alliance for Wood Products Exports
and also National Forest Products Association.

Before I begin, Senator Boren has some written questions that he
is going to submit to the witnesses and I know you will answer
them. He is an active member of this Committee. He is unable to
be here at this time.

Senator BAUCUS. Okay. Mr. Kcr.tzman, why don't you begin.

STATEMENT OF MITCHELL E. KERTZMAN, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, COMPUTER SOLUTIONS, INC., AND
CHAIRMAN OF THE BOARD, AMERICAN ELECTRONICS ASSO-
CIATION, BURLINGTON, MA
Mr. KERTZMAN. Thank you, Senator. It is good to see you again.

My name is Mitchell Kertzman. I am the chairman of the Ameri-
can Electronics Association and the C.E.O. and president of a com-
pany in Massachusetts called Computer Solutions. We are a $17
million software company that develops manufacturing software. It
is a pleasure to see that only in America can all the press turn out
to see a small company guy like me and I can pass the benefit on
to Mr. Pickens.

The American Electronics Association applauds the interest of
the subcommittee in the Structural Impediments Initiative and we
believe that the imbalance in commercial relations between the
United States and Japan will destroy the international trading
system unless it is effectively addressed. The SII talks are an excel-
lent approach to resolving the real problems between us.

The American Electronics Association is the largest association
representing the U.S. electronics industry. Our 3,500 member com-
panies include all segments of the industry from telecommunica-
tions, computer and instrument producers to semiconductor equip-
ment and material suppliers.

American Electronics exports to Japan are only $6.3 billion per
year compared to $26.8 billion of U.S. electronics imports from
Japan. Our trade imbalance in electronics with Japan has been in-
creasing slightly in recent years despite the substantial deprecia-
tion of the dollar vis-a-vis the yen and in spite of numerous United



17

States-Japan agreements in the electronics sector. We also forecast
continued deterioration in these trends.

While our industry is generally healthy today we are deeply con-
cerned with our longer term trends. Our global market share in
many segments in shrinking rapidly. For example, in radio and
radar we dropped from 68.8 percent in 1984 to 59 percent today;
and instruments from 56.7 to 43.9 percent; and trends in medical
equipment, components, data processing, semiconductors and some
telecommunications are similar. Most of this market share loss has
been to Japan.

The key problem facing U.S. companies in Japan is a strong
buying national, cultural tradition which extends to Japanese gov-
ernment procurements. Even American companies that are suc-
cessful in the Japanese private sector have serious problems pene-
trating the Japanese public sector. Firms in the same industry also
exhibit strong collusive behavior which is not addressed by the gov-
ernment of Japan.

We concur with the administration's decision not to treat struc-
tural adjustments as an unfair trade practice under the Super 301
umbrella. While Japan's system should not be regarded in this con-
text as an unfair trade barrier it is clearly doing damage to U.S.
industry and to their attempts to penetrate the Japanese market.

These talks should also seek to address the impact of structural
adjustment on bilateral investments. We believe that unless these
structural problems are addressed in a comprehensive fashion, the
future health of our industry is threatened as is the very survival
of the gashed trading system. It is extremely important that we
work with Japan to address all of these issues.

Among the categories identified for discussion under SII, the key
impediments facing American electronics firms in particular,
trying to sell in the Japanese market, fall into the category of ex-
clusionary business practices. This category includes government
procurement, intellectual property protection, toleration of anti-
competitive practices and binational attitudes.

Another key problem facing American companies in Japan is a
business structure where Japanese firms in the same keiretsu have
preferential purchasing agreements with one another. An example
of the result of Japan's government programs and private anticom-
petitive behavior is our semiconductor industry. The foreign share
of Japan's semiconductor market has consistently remained at 10
percent, despite changes in the exchange rate and greatly intensi-
fied efforts by U.S. manufacturers to penetrate the Japanese
market.

One reason is that huge vertically integrated firms that both
produce and consume semiconductors represent a large portion of
the semiconductor market in Japan. A very significant obstacle to
U.S. sales in the Japanese market has been an inability to pene-
trate the Government procurement market in Japan, even in the
NITI market where we have a trade agreement, our share is only
3.5 percent.

Although foreign computer manufacturers have been quite suc-
cessful in their penetration of the Japanese private sector, they
have had only negligible sales in the public sector. Foreign comput-
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er manufacturers' share of the Japanese public sector is 5.8 percent
as opposed to a 36.4 percent share in the commercial sector.

Now it is very important that we recognize that many of the
structural adjustment problems are our own responsibility. Frank-
ly, it is our hope that our colleagues in Japan will press the U.S.
Government in these talks to deal with our own economic problems
that impacted this bilateral trading relationship. High among these
problems from our point of view is the high cost of capital driven
by our enormous budget deficit and our tax system which favors
consumption over savings and investments.

Our Association has established a Japan task force, through
which we will work with the U.S. Government and our Japanese
colleagues to negotiate solutions to the bilateral problems that face
both countries. We hope that our effort will support the govern-
ment's structural adjustment talks. In addition to addressing these
problems, we believe it is critical that the SII talks address some of
our own problems that limit our competitiveness and our ability to
export.

Thank you, Senator.
[The prepared statement of Mr. Kertzman appears in the appen-

dix.]
Senator BAUCUS. Thank you, Mr. Kertzman.
Mr. Pickens.

STATEMENT OF T. BOONE PICKENS, JR., CHAIRMAN, BOONE CO.,
AND GENERAL PARTNER, MESA LIMITED PARTNERSHIP,
DALLAS, TX
Mr. PICKENS. Mr. Chairman and members of the committee, my

name is-Boone Pickens and I appreciate your invitation to testify
here today.

In response to Trade Representative Hill's statement about
downpayment, I really feel like we deserve more than a downpay-
ment. I guess very simply stated, if the deal is haywire, let's fix it;
but downpayment is overdue.

As you may already know, Boone Co. has a significant invest-
ment in Koito Manufacturing Co., a Japanese automotive lighting
company. Now I believe our treatment, thus far, by corporate
Japan, which contrasts sharply with the treatment accorded Japa-
nese investors in the United States, is symbolic of the current
trade relationship between our country and Japan.

Boone Co.'s position is truly unique because as foreigners we
have acquired such a large position in the Japanese company And
since our initial purchase of approximately 20 percent of that com-
pany in March of this year, we have now increased our holdings to
26 percent. Despite our position as Koito's largest shareholder, our
requests for financial and operating information about the compa-
ny have been met with responses inappropriate for any sharehold-
er, let alone a major shareholder. Moreover, our attempts to obtain
representation on the Board of Directors of Koito have been reject-
ed.

On the other hand, the next largest shareholder, Toyota Motor
Co., with 19 percent ownership, holds at least three seats on the
Board. At issue is what I call silent trade barriers that prevent
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Americans from entering Japan's markets while the Japanese are
free to invest in the United States. The Japanese, like other foreign
investors, face no real barriers of entry to the United States' cap-
ital markets.

Sony Corp., for instance, purchased CBS records in 1.987 for $2
billion and Columbia Pictures Entertainment, Inc. this year for
$3.4 billion. Bridgestone Corp. of Japan bought Firestone Tire and
Rubber Co. for $2.65 billion in 1988. Just last week, Mitsubishi
Estate Co. agreed to pay $846 million for a 51 percent interest in
the Rockefeller Group, Inc., which owns Rockefeller Center and
other buildings in mid-town Manhattan.

Nippon Life Insurance and Dai-ichi Mutual Life Insurance, both
shareholders of Koito, are two of the Japanese financial conglomer-
ates using huge cash surpluses to increase holdings of American
real estate.

Now this is only the latest of many Japanese purchases f'or
Hawaii to Los Angeles to New York, and these Japanese companies
are not limited to a minority stake in U.S. corporations. Many pur-
chase 100 percent of the shares of the company and take complete
control. Because of interlocking ownership in Japan, an American
taking complete control of a Japanese concern would be virtually
impossible.

A lot of people have asked me to be specific when I talk about
structural impediments and there are many, but a prime example
is our Koito investment. The one Japanese law designed to put
some limits on interlocking ownership has been watered down in
the last few years. Until 1982 no more than 70 percent of the out-
standing shares of all publicly traded Japanese countries could be
held by 10 percent or fewer shareholders. That standard has been
exceeded by Koito, but the limit was temporarily changed to %
percent; and this is a structural impediment.

After almost a year of analyzing all the facts, I have come to the
conclusion that Koito managers still resist my investment because
I represent a foreign threat their stable, closed cartel-like system.
They cannot afford to let any Americans on the inside for fear of
what we might discover. I have twice written Koito's large share-
holders and I have not yet received one response. I also have com-
municated with Koito's small shareholders, and I have received re-
plies from over 200 of those stockholders who hold more than 1
million shares of stock.

I brought along those replies which I will file with the Commit-
tee. But you can see, it is substantial from the small shareholders.
Not one-not one response from the large shareholders.

[The responses appear in the appendix.]
Mr. PICKENS. Of those who expressed an opinion, 88 percent have

been supportive of my efforts. One shareholder stated, "I will sup-
port your fight entirely. I ask you to cast away the managers who
neglect the rights of shareholders."

Mr. Chairman, the problem is not limited to the closed system
maintained by Japan. I urge you to examine the extent to which
the Japanese are exporting goods and services. The Japanese ex-
ported to the United States roughly $88 billion of goods and serv-
ices from July 1, 1988 to June 30, 1989. The automotive and elec-
tronics industry provided a good example of my point. Of that $88



20

billion, three major shareholders of Koito-Toyota, Nissan and
Matsushita-account for 18 percent or $16 billion of the total.
Those three are among the companies that contribute significantly
to the huge trade deficit that this country faces with Japan.

Mr. Chairman, Japan's closed system is keeping out American
competition and my great fear is that Japanese are also exporting
their system of cartels into the United States in contrivance of our
antitrust laws.

If Toyota's financial position is enhanced through the all power-
ful relationships with the Koito's of Japan, what is Toyota, Honda
or Nissan doing with its same Japanese-owned suppliers who have
followed their plants to the United States?

I am also convinced that the Japanese will use their U.S. oper-
ations as a platform for future entry into the European markets.
With that, they will export from the United States, from Japanese
plants, and it will be identified as American made.

For the past 100 years the United States has been free of trusts
and cartels and we cannot permit the Japanese to sneak theirs
through the back door. Busting Japan's trusts is essentially free
trade. But with more and more Japanese investment in the United
States, it is critical to the preservation of our own free enterprise
system of open competition.

In closing, I urge your support of two legislative initiatives that I
believe address the problem at hand. First, Senator Baucus, I en-
dorse your legislation that would grant a cause of action under Sec-
tion 301 in the event of a failure of negotiations under the Struc-
tural Impediments Initiative. And secondly, Representative Don
Sundquist recently introduced a House resolution which encour-
ages a reduction of barriers to Americans trading with or investing
in Japanese companies. I have learned that the Japanese listen
closely to members of the United States Congress. Therefore, I
think a similar resolution in the Senate could have a positive
impact.

In closing, I think it is time to take the gloves off these people
and trade-trade hard with them; come up with some barriers that
we can send our trade representatives to the table with.

I thank you for the opportunity to express my views.
[The prepared statement of Mr. Pickens appears in the appen-

dix.]
Senator BAUCUS. Thank you very much, Mr. Pickens.
Mr. Leland.

STATEMENT OF DAVID D. LELAND, PRESIDENT, PLUMCREEK
TIMBER CO., AND MEMBER, STEERING COMMITTEE, ALLIANCE
FOR WOOD PRODUCTS EXPORT, NATIONAL FOREST PRODUCTS
ASSOCIATION, SEATTLE, WA, ACCOMPANIED BY JOHN RA-
GOSTA, OF DEWEY, BALLANTINE
Mr. LELAND. Thank you, Mr. Chairman, for the opportunity to

testify. My name is Dave Leland and I am President of PlumCreek
Timber Co. I am also a representative of the Steering Committee
for the Alliance for Wood Products Exports.

As such, I would like to start off by saying that we support both
the Super 301 effort and the Structural Impediments Initiative. We
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think they both have a place and ought to move forward aggres-
sively.

Let me just tell you a little bit about PlumCreek. It's a small,
publicly held forest products company, with about $350 million in
revenues. We grow timber and sell logs in both the export and the
domestic market, as well as manufacture lumber, plywood and
other forest products. About 3 years ago we aggressively started to
export finished products (lumber and M.D.F.) from our mills in
Montana to Japan and other parts of the world. Today we export
about $23 million worth of forest products, about $16 of which is to
Japan, our single largest export market.

I would like to enter into the record the written testimony that I
have already submitted and would like to just make a few general
comments about some of the things we and other members of the
industry have experienced in our effort to export to Japan as indi-
cations of why both of these efforts-Super 301 and the Structural
Impediments Initiative-should move forward.

There seems to me three important impediments that we have
found in our business. One is the misclassification of tariffs. The
second is tariff escalations. The third thing has to do with stand-
ards, and in particular, certification of products made here in the
United States for use in Japan.

There is a product commonly used in Japan called a laminated
post that is a glue laminated structural member used in traditional
Japanese homes. The tariff classification as identified by the Japa-
nese Government recently has resulted in a tariff of 20 percent.
Under the tariff codes we believe it should be at 3.9 percent. A
tariff of 20 percent makes the manufacture of those posts here in
the United States uneconomic. The misclassification of the item in
the tariff code takes U.S. manufactures out of the market.

The lumber that goes into those posts comes from the United
States and sells for about $500 here. At their current S percent
tariff that represents about a $40 tariff.

If the value is added here by laminating that lumber to make the
structural post, that post would sell here for about $1,000, but
carry with it a 15 percent duty. That duty is $150. The duty on the
value-added portion, the difference between the raw lumber and
the post of $500 then comes out to be 22 percent, far more than is
necessary to protect the industry in Japan. That is an example of a
misclassification of tariffs as well as demonstrating the impact of
tariff escalation which results in overprotection of the Japanese in-
dustry. These are issues that I think should be properly taken care
of under Super 301.

One of the other issues is certification of products for use in
Japan. The Japanese Agriculture Service, JAS, requires certifica-
tion of wood products brought into Japan. Currently, if a producer
in the United States delivers forest products to Japan, particularly
lumber, the lumber must be reinspected in Japan at a cost ranging
from about 5 to 10 percent of the laid in cost of the product. In ad-
dition the additional inspection results in a delay in delivery time
and reduces the dependability of the U.S. supplier. That makes
that U.S. supplier undependable and often viewed by the Japanese
purchaser as less desirable source of product.
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We would think that it would be better to allow those certifica-
tions to be done here in the United States. Such authorization can
be achieved, but it takes a great deal of time to get authority from
the Japanese to do certification here in the United States.

Under the talks that took forth in 1984, 1985 foreign testing or-
ganizations are allowed here in the United States under the au-
thorization of the Japanese Agricultural Service. As of yet, it is my
understanding that only one has been certified in order to obtain
such authorization the Americation Testing Agency had to agree to
unnecessary and costly procedures not required anywhere else in
the world.

So I think that is an area that can be improved and should be
worked on through the Structural Impediments Initiative. With
that, I would like to conclude my comments.

[The prepared statement of Mr. Leland appears in the appendix.]
Senator BAUCUS. Thank you all. I'd just like to ask each of you

three questions. Number one: What is your minimum standard by
which you will know whether or not these talks are successful?
Second: By what date? And third: If the talks are unsuccessful by
the standards that you have given, what alternative action do you
recommend we take?

Mr. KERTZMAN. Well, from the point of view of the American
Electronics Industry, I think as you have heard before those are
difficult questions to answer. I believe that given our market share
in the rest of the world and our market share here that it is not
unreasonable to think that the doubling of our market share in
Japan across the electronics sector is a reasonable goal.

Senator BAUCUS. Right now it is 10 percent in semiconductors.
Mr. KERTZMAN. Well, let me tell you what I-we just had some

talks that I chaired with the EIAJ and I recommended the follow-
ing: That we should look not just at the goal that we are setting,
but the Japanese are very good at understanding total quality
management. One of the processes of that is that you set a long-
term goal and you measure continuous improvement to that goal. I
think it is important not just that we set a specific target and a
time for that target, but that we set a specific target and set a lot
of very short-term increments by which what we want to see is not
a specific number but improvement from the previous measure-
ment. Every single measurement should represent an improve-
ment.

I would like to see that kind of measurement.
Senator BAUCUS. If that is not there, and that is by your lights,

the talks are unsuccessful, then what do you recommend this coun-
try do-Congress or the administration or both?

Mr. KERTZMAN. Well, at this point I am hesitant to recommend a
Super 301 response because that has been a very controversial item
in our organization. Our Board of Directors did not approve the
Super 301-putting Japan on the Super 301 list. We voted that. I
would be reluctant to, as an individual, without the endorsement of
my Association, to suggest that here.

Senator BAUCUS. Okay.
Mr. Pickens, what about investment restrictions to Japan. How

are we going to open the doors on it?
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Mr. PICKENS. Well, of course, I want to see them open up and
give us the same entry into the Japanese markets that they have
into our markets here. You know, I am not in manufacturing and I
am not selling anything in Japan, so I have a different perspective
than the other two panelists here. But there is no doubt that we
have real problems in achieving representation after making a
huge investment.

As to the date, I do not know what date I could give you on that.
But my advice is simple-let's quit screwing around with these
people and let's get down to hard trading with them and give some-
body some strong measures that they can deal with because they
are rolling us at every meeting because our trade representatives
are going in with nothing to trade with and the Japanese know
that.

Senator BAUCUS. What other examples are there in addition to
your company and investment restrictions in Japan? I am trying to
get at how widespread the problem is with, say, major investors
like yourself trying to take a position and became board members.

Mr. PICKENS. You cannot-you know how corporate Japan is set
up. It is really a closed shop. Just look at this illustration over
here. You can see the red around approximately 65 percent of the
circle there and the red represents what is identified as stable
stockholders. Those people never sell; they never communicate.
You cannot get in. That really is descriptive of corporate Japan.

So their financial markets are closed to us. I am not trying to
take over a company there. I have been very forthright and up-
front about it. I made an investment. We are not trying to green-
mail the people. We told them that we wanted to be on the Board;
we were long-term shareholders; we asked them to give us a chance
to participate and they will not do that. They will not open them-
selves up. They will not let us on the Board.

So when you say, how do you get in there? Their financial mar-
kets are basically closed on everything to us there. There is noth-
ing open to us. Yet, the Japanese continue to march forward in
America, continue to buy. It is almost like being in a store with all
kinds of enticing items on the shelves and they are just going down
the isles stuffing their baskets with America-that is what it
amounts to. At the same time, we cannot go the other direction.

Senator BAUCUS. Okay.
Mr. Leland, I will ask you, what are your standards, by when,

what's the alternative?
Mr. LELAND. Okay. Well, I would like to separate Super 301 from

the SII. I think the SII is longer term in nature by the very kinds
of things that it has to deal with and I am unable to give you spe-
cific standards or specific time frames. But I think we should view
the SII as an ongoing process and that progress needs to be made
and if it is not, action should be taken.

With regard to Super 301 I think that we should expect $1 bil-
lion to $2 billion in incremental forest products trade by the year
1995 as a result of Super 301. That should be our minimum target.

Senator BAUCUS. Which of the two forms would be most produc-
tive-Super 301 or the SII-in the long run do you think?
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Mr. LELAND. Oh, I think clearly in the long run that if signifi-
cant changes can be made in the Structural Impediments, then
there is little need for Super 301. -

Senator BAUCUS. Is it true that immediately following the San
Francisco/Oakland Bay area earthquake an agency in Japan was
trying to spread the word that all the wooden structures in the Bay
area collapsed? Is that true? I heard that somewhere.

Mr. LELAND. I did not personally see the press report, but I un-
derstand the Fire Marshall from the city of Tokyo put out a press
release that basically said that the changes in wood products,
building codes, that were allowed under the MOSS talks of a few
years ago were bad because all of the or a great number of the
wooden base structures in San Francisco collapsed as a result of
the earthquake.

Now as I understand it, the fire marshal in San Francisco, indi-
cated that he (the fire marshal of Tokyo) was talking about some
other earthquake because the loss to wooden structures as a result
of the earthquake was slight. In fact, wood structures built under
the building codes within the last 20 years performed very well.

Senator BAUCUS. Have you read the VonWolfren book about
Japan?

Mr. LELAND. I have not. I must admit, I have not, Senator. I have
it on my desk. But it has not gotten into my briefcase yet.

Senator BAUCUS. Well I am reminded of his statement about the
relative realities that he sometimes sees in Japan, that often lots of
red herrings strewn across the negotiating table are different. In
other words, the assumptions behind the talks are always changing
because reality is always changing from Japan's point of view. I
must say instances such as this tend to indicate that. I am thinking
of another one. We have all heard of it. That is, that foreign skis
cannot be sold in Japan because Japanese show is different.

Mr. LELAND. How about the length of the digestive track?
Senator BAUCUS. I was just getting into that.
Mr. LELAND. Yes.
Senator BAUCUS. That is the next one. It is sad when one hears

these statements because they are illogical and they seem to indi-
cate some lack of good faith in trying to reach a negotiated solu-
tion.

Japan is a signatory to the GATT. Free trade is the underlying
premise of the GATT. It seems to me, therefore, that even if there
are cultural differences between our two countries-if Japan and
the United States are both signatories to the GATT, both countries
working under the premise of free and open trade, certainly Japan
should not indulge in these shifting changing realities and chang-
ing assumptions.

The fact is, the world is always changing and the world always
will change. This country has adjusted dramatically. The American
automobile industry has made very dramatic adjustments and I
think too that Japan too must make very dramatic adjustments to
the realities of the world so that both countries can mutually gain
economically. But a large part of that is Japan recognizing that
one of the assumptions of the GATT is open free trading, and logi-
cal, agreed upon solutions to problems.
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Mr. PICKENS. But the Japanese are very adaptable and adjusta-
ble around the world, except at home.

Senator BAUCUS. We are going to have to deal with that.
Mr. PICKENS. I am not optimistic about SI1 or 301, either one. I

think Congress has got to come up with some legislation that does
the job.

Senator BAUCUS. Well on that point, Mr. Pickens, 301 is the
brain child of the Congress-301 came from the Congress. This
Congress enacted Section 301; this Committee originated Section
301. And frankly, I think Section 301 has gone a long way to open
up markets around the world, including Japan.

Senator Rockefeller.
Senator ROCKEFELLER. And what markets have they opened up in

Japan? Oh, I am asking in the wrong direction. I am sorry.
A couple of questions. Are we going to have several rounds, Mr.

Chairman?
Senator BAUCUS. Sorry?
Senator ROCKEFELLER. What is our time limit here?
Senator BAUCUS. Oh, you can go as long as you want.
Senator ROCKEFELLER. All right. [Laughter.]
It is said that for $17 billion, between 1950 and 1983, in 42,000

separate transactions, Japan obtained virtually all the technology
in the world worth having, and the Japanese miracle occurred with
the research of the U.S., basic research, at its base. I take nothing
away from Japan, but it was the result of this technology purchase
as well as cross licensing, which means we will invest in your small
business if you will give us your technology. We were in the posi-
tion to say no but did not.

Now you can look at that in either of two ways. You can say the
Japanese bought our technology, or you can say that we sold it to
them. If we sold it to them, it was probably based upon an arro-
gance that it would not make much difference.

Mr. Kertzman, in your own particular case with your industry,
how do you defend that statement?

Mr. KERTZMAN. Well, it is your statement. The issue of what
they have bought-let's just say perhaps that in many cases tech-
nology was licensed. And perhaps I would say in many cases the
Japanese have assumed that there was more given with the license
than we assumed there was given. There is a lot of instances of
that.

Senator ROCKEFELLER. Does that mean that our lawyers were not
as sharp or what?

Mr. KERTZMAN. It means perhaps that we were naive. I would
say that there is probably a long track record of trust and naivete
on the part of American companies that I think you will find a lot
less of than you used to.

I will say, however, that the record of the Japanese advances in
technological competition is an excellent example of how adaptable
the Japanese really are when they really want to be adaptable. I
think if you look at the history of the Japanese from post-World
War II to the phrase "Made in Japan" and all that meant to their
understanding, that quality was important to competflag in the
world and their change in their entire culture of manufacturing
and productivity to focus on that goal, it shows how good the Japa-
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nese really are at working toward a goal and changing things when
they perceive it to be in their interests.

Our need now is to show that there is a different way of behavior
that is in their interests. I think we should not think of ourselves.
When we think about buying less from Japan, you know, that is
called protectionism. J would say to you that we are a customer of
Japan. We are also a competitor. When we say to Japan, if you do
not do certain things, we will not buy from you; that is not protec-
tionism, that is being an unhappy customer. The Japanese should
look at the United States as a growing, unhappy customer.

Senator ROCKEFELLER. Don't you agree that the Japanese really
never do anything unless there is a date certain and a specific
threat of retaliation? An this, in turn, creates tremendous ill will
in Japan, but, on the other hand, it is the only thing that really
seems to work?

Mr. KERTZMAN. I would say that there is a track record that-I
cannot point to a track record that says, dates certain and threats
work. What I can say is, the only thing that seems to work is when
the Japanese perceive something to be in their self-interest. From
that point of view, we have to structure our relationship with them
to make it obvious that what we want them to do is in their self-
interest, whatever those options are.

Senator ROCKEFELLER. There are two schools of thought. One is
held by Carl Von Wolferen and there is another school of thought
held by others, including some on this committee, although not the
two Senators present. That is, that the Japanese economy is so
highly leveraged that it is a house of cards doomed to collapse.

That is not my view. I think they have a house of steel with a
system which is probably unstoppable for the foreseeable future.
Therefore, the question is: What is it that triggers their self-inter-
est, to make them conform to what we would call reasonably open
markets or an instinct for opening? What do you think is necessary
to convince them that something is in their self-interest when the
economics make it hard to prove that it is in?

Mr. KERTZMAN. I, for one, think that what we have to trade with
is in effect we have our markets to trade with. I would also say
that the European communities--

Senator ROCKEFELLER. In other words, you mean you would up
the voluntary restraint agreement on automobiles or steel or what?
I mean, what would you withhold?

Mr. KERTZMAN. I would not make any specific suggestions, other
than to say that is one of the things we have.

Another thing we have, I would say, is that we have a developing
market opportunity in the European community and that one of
the things that we have as a way to deal with the Japanese is we
have our friendship with the Europeans and that there is some op-
portunities there to demonstrate positive corporate partnerships
and country partnerships and behavior. Let's just say that the
United States and Europe represents two extremely large markets
and that there is a powerful weapon there.

Senator ROCKEFELLER. Some people say that EC-92 may drive the
Japanese and the Americans together to take on the Europeans.

Mr. KERTZMAN. Well, the Japanese say that. I find that a scenar-
io that is hard to imagine right now.
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Senator ROCKEFELLER. Yes. I think i agree with that.
Look at orange juice. Our negotiators worked very hard to open

up the market for our orange juice and then the Brazilians move
in-take 85 percent of the import market in Japan. In the case of
Taiwan, we were negotiating with them on chocolate, opened up
the market, but did not adjust our chocolate and the Japanese
moved in. So, sometimes when others open up a market, the ques-
tion is: Are we prepared to fill the nitch? The market is open, but
who moves in? Is that of concern to you?

Mr. KERTZMAN. It is a tremendous concern to me. That is why I
said in my testimony that I believe we should focus not only on
what the Japanese are doing, but on our preparedness. For exam-
ple, what I focus on mostly in our association is the phenomenally
high cost of capital and the lack of patience of capital in this coun-
try. That no matter what you do with the Japanese market, if we
continue to have a cost of capital disadvantage of three or four
times, then we will continue to be unable to be competitive except
in innovative products like this Motorola phone. Which, by the
way, Motorola cannot sell in Japan, despite the fact that it is the
best in the world.

I think that we need to pay attention to our own house and the
cost and the availability of patient capital is going to ki!l us around
the world no matter what we do in SII or Super 301 or anything
else.

Senator ROCKEFELLER. What would be the most significant thing
we could do to bring down the cost of capital in this country?

Mr. KERTZMAN. I think you are looking at the Federal budget
deficit as the single one. That points to one.

Senator ROCKEFELLER. How would you have us do that?
Mr. KERTZMAN. Without being disrespectful, I believe that is

what we pay you for.
Senator ROCKEFELLER. No. I know that. [Laughter.]
I know that. But we asked you to be a witness to answer ques-

tions and that is not a helpful answer. [Laughter.]
Mr. KERTZMAN. What I would say is, that we have a, in my opin-

ion, difficulty in dealing with the long-term problem with the Fed-
eral budget deficit, which is that the Federal budget deficit and the
constraints of Gramm-Rudman are preventing all of us-both you
in Congress and the community which you represent-from collec-
tively thinking long term. In other words, we have chosen to look
at the budget deficit as of this year, next year, et cetera. And as a
result, we are not focused on the long-term issues here.

As a result, if I say to you, I believe that there should be a pref-
erence for capital gains-to take an example of something that our
Association is in favor of-you will say, well, I think that loses
money; how are we going to pay for it? We totally lose the question
of whether a preferential capital gains policy is good economic
policy.

To that extent, I believe that the issue here is an issue of admin-
istration leadership and congressional leadership and that it is
very difficult, for instance, for me to single-handedly say that the
electronics industry is willing to give up the R&D tax credit and
the capital gains preference and everything we fight for while
other people may be sitting at the table saying, well, let's thank
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the electronics industry, but in the meantime we want our prefer-
ence.

Getting all of us to drop our own self-interest is something that
requires leadership to provide. I think that leadership has to come
from the government.

Senator ROCKEFELLER. Mr. Chairman, let me make just one more
statement. I know my time has run out. I would like to agree with
what I think Mr. Pickens was saying-that this whole SII exercise
is a sham.

Mr. PICKENS. No, I don't believe-I just don't--
Senator ROCKEFELLER. Well then maybe somebody else said it.
Mr. PICKENS. No. I said I didn't think we were going to get much

out of it.
Senator ROCKEFELLER. Yes.
Mr. PICKENS. But I did not go so far as to call it a sham.
Senator ROCKEFELLER. Yes. But I think it is. I think that, in spite

of the good work that we did here to devise Super 301, the Japa-
nese see SII as a dialogue which is not going to lead to anything.
Again, there is no time certain and no clear action by that date.
They are going to talk about our budget deficit; we are going to
talk about the Fujitsu one yen bid, and so on. So we will go back
and forth, but there will be nothing really specific that comes from
it.

There maybe one good thing to come from this-that we will be
forced to recognize, somewhat against our will, that we are going to
have to find how to deal with the Japanese in a way that works for
us as well as for them. That is going to be a difficult process and
will take a long time. The Japanese are not accustomed to giving
in. Their acceptance of foreigners over the years has not been very
distinguished, although their acceptance of foreign ideas has been
very distinguished. But they are not going to give up on their suc-
cess, and, if one takes a narrow, shor-term view, there is no reason
why they should.

Tragically, we have not yet in this country mastered how to
make trade part of our bilateral relationship with Japan. It is still
fundamentally at the State Department and the NSC. Secretary
Mosbacher has done the best that he could, but he has not been
able to prevail. Ambassador Hills is still going through what Clay-
ton Yeutter was going through in his first couple of years, that is,
trying to deal as if Japan were following the same rules as we are,
and they are not.

I note that Korea and Taiwan made significant adjustments; to
escaped designation under Super 301. The Japanese really couldn't,
even if they wanted to, because of the problem with the LDP, polit-
ical instability at the time, and plus their structural and cultural
problems.

Let me stop there, Mr. Chairman. If there is going to be another
round, I would like to participate.

Senator BAUCUS. Thank you, Senator.
Mr. Kertzman, you mentioned that high cost capital is a major

impediment. I agree with you. I do not know that there is anyone
in this country who would disagree with you. Yet you also heard
Mr. Archey say that even if America does everything right, still
there is going to be a major problem here.
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Mr. KERTZMAN. Right.
Senator BAUCUS. Do you agree with that?
Mr. KERTZMAN. Yes, I agree with both sides. In other words, if

Japan does everything right and we do not adjust some of our prob-
lems here, we will not achieve our goals; and, if we do everything
right and they do not do everything they are supposed to do, we
will not achieve our goals. It has to be bilateral.

Senator BAUCUS. Mr. Pickens, could you please delineate a little
more fully the interrelationship between the Japanese investment
barriers on the one hand and trade barriers to U.S. products on the
other. That is, if Japanese investment barriers were eliminated,
perhaps U.S. investor, on Japanese Boards could see new opportu-
nities to sell American goods.

Mr. PICKENS. Well, let me say this, I feel expert in one area and
somewhat of a novice in the other. But you cannot believe the re-
sponse; I almost understand what it must be like to be a Senator
after hearing from so many people on this issue at I have gotten
myself involved in. I hear from CEO's of substantial corporations
in America, and I hear from individuals and it is incredible. But
100 percent of the comments are supportive of what I am trying to
accomplish. I get no criticism.

In all the other things I have ever undertaken in business for all
my life, there are usually two sides. In this one, there is only one
side. I hear the Japanese say that our products cannot compete.
My response to that is, let them have a chance. If we cannot com-
pete, well, so be it-we do not sell our products in the Japanese
market. But let us have a chance to come in.

I was down at Memphis the other day making a speech and I
bumped into the Federal Express people. They said it is incredible.
They said anything going into Japan-and you all have heard
these stories-I know that they look at every-inspectors open
every parcel and inspect it there and the inspector has to draw a
picture of the contents. In this high tech era that we are living in,
somebody draws a picture? No better than I can draw, I could not
get through more than three parcels a day. And I believe that
story.

You hear one right after the other. Let me speak just a second to
how well the Japanese have adapted to our financial markets in
America. They have looked at it. They see the opportunities here.
They see the undervaluation of assets and they want to be in on
what is going on. They are in all facets of it. They are participants
in LBOs in a nonoperative position, but just a participant. In many
LBOs the Japanese banks are participants. You have them in as
the primary participant in some deals. You have them in all,
really, all of our financial markets in America. They have adjusted
very quickly to how to play that game and they are in the deals.

At the same time, I ask for just simple representation on a Board
after we have 26 percent of the company. I asked for four seats out
of twenty. There is no way that I can have a great deal of influence
with four seats out of 20-20 percent of the Directors on the Board.
But I believe that I am due that representation and it is not even
taken serious. They will not cooperate at all-I had one meeting
with the management and it lasted only 15 minutes. That was all.

28-712 - 90 - 2
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Senator BAUCUS. Again, is it your view that if a Japanese compa-
ny were more open, it would probably be dealing less on a sweet-
heart basis with other major suppliers or customers, and its share-
holders and con:;umers would be getting a better price? Is that a
fair statement or not?

Mr. PICKENS. Well, look at the price that the Japanese consumer
pays. We know they pay twice as much for Sony television. We
know- that a Tcyota car costs $15,000 more than it does in the
United States. We know that the Japanese buy items in Hawaii
and smuggle them back into Japan because they are cheaper to get
back in that way What is going on here? Why is it that I can buy
a Toyota car in Dallas, Texas for $15,000 cheaper than somebody
can buy one in Tokyo?

Senator BAUCUS. The result is, that gives that Japanese company
unfair disproportionate market powers in the United States, be-
cause it is selling at twice the value to its Japanese consumers;
therefore, getting--

Mr. PICKENS. That is exactly right. I think the middle class in
Japan is catching on. We know. We have seen what has happened
to the eastern block and China. With modern communications-a
FAX, a TV and all-the Japanese are learning that their standard
of living is below that of America. It just is not up to the U.S.
standard. I think that this will create some real problems for the
Japanese leadership, that the middle class is going to get tired of
this.

Senator BAUCUS. Very briefly, Mr. Leland, how is Super 301
working? Would you make any changes or suggest any changes to
the administration?

Mr. LELAND. Well, it has just gotten started. As it started, we felt
a great deal of enthusiasm on the part of the Department of Inter-
national Trade and Department of Commerce. We see, as of cur-
rently, a little bit of that enthusiasm waning. Maybe it is because
they have too many other things on their plate. Maybe it is be-
cause the task, as everybody here has said today, is gigantic and
difficult. But we see that enthusiasm waning.

Senator BAUCUS. Where?
Mr. LELAND. In the ITR.
Senator BAUCUS. Can you be more specific? Where is it waning?
Mr. LELAND. Well, I think just with the effort itself. We need to

get that pumped up and get back on track. We are going to be call-
ing on you and others to do that.

Senator BAUCUS. My time is up.
Senator Rockefeller.
Senator ROCKEFELLER. It is fascinating because Japan is the story

of a society which, for the whole Tokugawa period, was an entirely
closed society. For example, there were some Dutch traders who
were allowed to live on an island off southern Japan. If one died,
they could not be buried on Japanese soil.

The Japanese after the Vietnamese War, our war in Vietnam, in-
furiated many in Asia and around the world by refusing to take
but a handful of refugees. In recent years, their policies toward
Southeast Asian refugees has changed some what.

There is also the whole story of Koreans in Japan. I was a stu-
dent in Japan, went to the university there, and learned the lan-
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guage. The story of the way the Koreans are treated there is redo-
lent with the kind of racism of which they accuse us.

We may rail at them, or offended and infuriated by the fact that
we put them back on their feet and now there is a new generation
there. If you think that the Japanese we are negotiating with now
are tough, wait until the younger generation comes along. They do
not remember the post-war period, and they are going to be a lot
harder. They have the world going their way. Societies tend to
move in cycles. They are cycling up; we are moving down right
now, in a relative sense, as we try to come to terms with this post-
war era.

They go to school 6 days a week; we do not. Toyota opens up a
plant in Georgetown, Kentucky, and, they say, we will come, but
we want the kids of our people to be able to go to school 6 days a
week. That is a pretty smart thing to ask. Now I think some of the
Kentucky kids are going to school 6 days a week in that particular
County.

There are 13,000 researchers here at any given time. They are in
our government and university labs. They can take everything
they want back home, yet we have very few people over there. I
worked hard to get a new Science and Technology Agreement, and
watched it very closely. Finally, we get the agreement, and what
does it mean? Well, we will see how good we are at competing by
how we take advantage of the new agreement.

We fight to remove some of the restrictions on the way imported
automobiles are examined in Japan. And who comes in, the Ger-
mans and other Europeans, to take that nitch. So the next question
is then: If we get Japan's markets open, what are we going to do
about it?

Mr. Chairman, it is kind of an overall sense of tremendous frus-
tration with Japan. They are not going to change in my judgment;
we have to change enormously. But even if we do, they still may
not be penetrable because of the cost of capital. We will never get
the cost of capital down to where they have it. We do not have the
keiretsu system. We cannot go to NEC, the largest builder of com-
puters in the world and the Sumitomo system and get low-interest
loans. We don't have a system to give a company 10 years while all
the other businesses in the group help with their cash position. We
dc not have that.

So the broader question to me is: What heaven's name do we do
to work out a system wherein we can deal with Japan? I do not see
such a system developing. Therefore, the only answer that seems to
occur is gaiatsu, foreign pressure, the very thing which made their
high school kids say in an Asahi Shimbun poll a year or so ago
that they expect the next war to be with the United States-a ma-
jority of the junior high school kids polled expect to go to war with
the United States during the course of their lifetime. It is absolute-
ly incredible. Yet we have polls in the United States with a similar
message-that Japan is considered a greater threat.

I really wonder what we are doing. Our emphasis is on the short-
term profit that several of you have mentioned. How do we change
that in our system?

The first bill that I ever worked on in 1985 when I came up here
was to try to get American businessmen to read Japanese technolo-
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gy literature, 10,000 journals a year. We will not read them. Why?
Because they are in Japanese. Do we speak Japanese? No. Can we
translate into Japanese? Yes. Do we do it? No.

There was one free enterprise group in Michigan trying to trans-
late Japanese technical journals for the use of American indus-
try-from superconductivity to air conditioning to whatever you
wanted-and they went broke last December. They went broke. So
now we are trying to do it through the Commerce Department. It is
a real quandary.

Senator BAUCUS. Thank you, Senator. I am glad you mentioned
that bill. It was my bill. [Laughter.]

Senator ROCKEFELLER. That is interesting. I thought it was my
bill. [Laughter.]

Senator ROCKEFELLER. It shows that we work together.
Senator BAUCUS. Senator Symms.
Senator SYMMs. Thank you very much, lr. Chairman, and mem-

bers of the panel. I apologize. I was not here for your testimony. I
will take the testimony and read it-and also for the first panel
that testified. I was tied up with the Republican leader on another
matter over in the cloak room so I missed the first part of this.

I think maybe, so that I do not ask redundant questions, that I
will just not ask any questions right now and read all the testimo-
ny and thank all of you for making the effort to be here to share
your insight with us.

Senator BAUCUS. Thank you, Senator.
Senator Rockefeller, any other questions?
Senator ROCKEFELLER. Max, let me just ask one more. Boone,

what do you think we ought to do? We have Super 301. The Con-
gress can sit here and pass any law in the world we want to. What
do you think we ought to do?

Mr. PICKENS. Well-and you know where I am going to go up
from as a business man, and I have been in a lot of negotiations,
and I have made a lot of deals in the past. But the first thing is, is
that I try to find analogies to the problem we have here. What I
find is the build up of defense during the Reagan administration
and what happened to us that we now can negotiate with the Rus-
sians and they want to disarm.

I think here you are going to have to come up with something
strong so we can bring them to the table. I really believe that the
Japanese must laugh at us when they come for trade negotiations.

Senator ROCKEFELLER. They do.
Mr. PICKENS. Yes. I mean it is a joke. I do not like being a joke. I

think you get our people ready to go, sit down and talk real busi-
ness with them.

Senator ROCKEFELLER. And do what? Do what? What can you do
in Super 301 other than literally putting up barriers which--

Mr. PICKENS. I think that is what you are going to come down to.
You know, I am a free trader. I really believe in free trade. I be-
lieve in a global economy and I believe if you cannot play in the
league you will have to go play in another league. But you cannot
send a team out on the field, like you are going to go out and play
the Redskins. You do not go out without pads on. If you just put on
the jersey and the pants and the shoes without socks, the game is
going to be over in the first 5 or 6 minutes because all your people
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are going to have broken bones. You do not go out, to play hard ball
with somebody unless you have a glove.

That is where we are right now. The Japanese just burn it in and
we are sitting there just bare handed trying to handle this thing
and it is not working.

Let me tell you something that really does concern me aboat
what I believe is going on. The Japanese are exporting their cartel
in the United States. They are bringing in the factory and they are
being very clever about the way they do it. They are moving
around all over the United States and with it they are gaining po-
litical influence. But at the same time all this is going on, they are
also bringing in their parts manufacturing people right behind
them.

I mean, you have talked to our parts manufacturing people in
American, they cannot get into this business. So they bring their
cartel in. They have the whole stream there, right up the line. And
then I think that the thing you are getting ready to see now is, just
as soon as you see the European markets opened up in 1992-the
Japanese have had real problems getting into the European mar-
kets-they are going to go into the European markets as "Made in
America." They are going to ride in on our good will and our coat
tail and they are going to be part of what we get in the European
markets and they will just export it right through here and right
on in.

It will be made in the United States, but it will be the Japanese
doing it. They are going to move it right in to those markets.

You know, this is a great concern to me. When I look over at
Toyota, which in this particular deal up here, if I might refer to it
one more time, Toyota and Koito, the relationship is Koito is a sub-
sidiary of Toyota. Toyota pulls all the strings over there. They have
a former Toyota man as a CEO. They have three Directors on the
Board. They run the company is what it amounts to. Toyota is sit-
ting there with $20 billion now in cash. Now where is the $20 bil-
lion going to go? They announced 30 days ago they are going to
double their car production in the United States, and the next day
I pick up the deal where Lee Iaccoca says he is going to cut down
production at Chrysler.

What is the deal here? We are losing jobs on one side, creating
jobs on the other side. There are only going to be so many cars
made. There are going to be only so many cars purchased. Why are
we going to turn all of this over to the Japanese if we get nothing
in return? It is not a trading relationship. We are getting picked
like chickens. This is pitiful.

Senator BAUCUS. Frankly, I think we have no choice but to exer-
cise the market power that we do have. Jacques DeLors, the EC
President has said publicly that he is not going to let happen to the
EC what has happened to the United States. He is not going to let
Japan take advantage of the European community in the same
way that Japan has taken advantage of the United States.

The point being, that if he is successful in not letting Japan do to
the European Community what Japan has done to the United
States, then Japan still has to look at the American market to sell
a lot of its products. The more we can exercise that leverage and
do, in fact, exercise that leverage in America, then the more we do
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have a club which, in fact, is effective. That is, we are not a paper
tiger; we are backing up our words.

We have no choice, it seems to me, but to exercise the leverage
that we do have. Otherwise, we can accept the status quo and we
know the status quo is worse than trying to say that--

Senator ROCKEFELLER. You know, Max, the last two or three
times that I have been in Japan, I sat down with Presidents of
major trading companies, in off the record sessions. Do you know
what they told me? They said, we wish that you would have passed
the Gephardt Amendment. Because at least that held out to us a
figure and a date. And it says, by such and such a time you have to
be at such and such a point, either by increasing imports or reduc-
ing exports. Interesting.

Senator BAucus. Thank you very much, gentlemen. We appreci-
ate it.

Our final panel includes Mr. Don Spero, president of Fusion Sys-
tems in Rockville, MD; Julian Morris, president of Automotive
Parts and Accessories Association, Lanham, MD; and Mr. Thomas
Howell, counsel for the American Natural Soda Ash Czrp., here in
Washington.

Mr. Spero, you are next. Where are you? There you are.

STATEMENT OF DONALD M. SPERO, PH.D., PRESIDENT, FUSION
SYSTEMS CORP., ROCKVILLE, ID

Mr. SPERO. It may surprise you to hear this, but I come before
you as a friend and admirer of Japan, in spite of the problems we
have had there. Fusion Systems has very important and valued
customers in Japan. We have key vendors in Japan. We have our
own excellent employees in Japan.

We began working in Japan a number of years ago. We are a
successful, private $33 million company. We export worldwide. A
third of our business is export and half of that export is in Japan.
We have been very successful in the Japanese market where we
dominate the niches where we have chosen to compete.

We entered the Japanese market in 1975 and in 1977 Mitsubishi
Electric Co. purchased and reverse engineered one of our products,
a high power ultraviolet lamp system which is used to manufacture
semiconductors, optical fibers, automotive parts and many other
products. A few months later, Mitsubishi began to file a flood of
patents in the field of high intensity microwave lamps.

To date, they have filed nearly 300 applications and these at-
tempt to copy and surround our technology. Some of these seek to
patent designs in the lamp system which they purchased from us.
Others represent attempts to secure patents on information clearly
in the public domain. And in a third category, others claim so-
called "improvements" on our technology that more accurately
represent trivial modifications.

One of just many examples: Mitsubishi has applied for a patent
on an electrical circuit which is a direct copy functionally of some-
thing that was in the manual of the product that they purchased
from us.

These tactics, interestingly, have not been attempted by Mitsubi-
shi in the United States or in Europe, where we also hold patents
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and dominate niche market shares. If these patents that they have
applied for are awarded in Japan, Mitsubishi is likely to assert that
Fusion can no longer make even the lamp that they purchased
from us in 1977 in- order to start their program. If that does not
define patent flooding and patent fraud, I do not know what does.

The Japanese patent system not only permits but invites this
kind of behavior on the part of large and powerful corporations.

Clearly, Fusion has collided directly with a massive structural
barrier in the form of the Japanese patent system. Most Americans
with experience in Japan readily acknowledge this problem, and
increasingly, U.S. companies are beginning to discuss the issue
publicly.

Former U.S. Patent Commissioner, Donald Quigg, said of the
Japanese patent system that it, "acts as a formidable trade barrier
to foreign business."

Increasingly, members of this Committee, of Congress and the
administration, are recognizing that intellectual property is a criti-
cal element of the trade and competitiveness issue. A majority of
the most valuable American innovation comes from small business-
es. Targeted innovators most often license their technology to
assure themselves at least a small share of the market. This prac-
tice is so common that former Commissioner Quigg said of the Jap-
anese patent system, "They indirectly have a massive mandatory
licensing system."

Regis McKenna estimated, and Senator Rockefeller earlier re-
ferred to this data, that between 1950 and 1978 Japan paid $9 bil-
lion for some 32,000 technology licenses from predominantly small
companies-inventions that cost the United States as much as an
estimated $1 trillion to develop.

The cost of this loss of our intellectual property base is enor-
mous. Most structural barriers to trade result in a current loss of
sales with a resulting unfavorable effect on the current trade bal-
ance. With the loss of intellectual property, however, we not only
lose today's market but suffer an amplification effect into the
future. The jet engine, the transistor, and optical fibers are but a
few dramatic illustrations of how technologies that may seem small
at first can become the foundation of entire industries in the
future.

The FSX debate focused congressional attention on involuntary
technology transfer and the relationship between competitiveness
and defense procurement policy. The Office of the U.S. Trade Rep-
resentative, the Departments of Commerce and State and the
Patent and Trademark Office have demonstrated active leadership
for securing effective protection of U.S. intellectual property in
Japan. They have kept their doors open. They have sought our
views and expressed support for our efforts in Japan.

But the Japanese, as has been mentioned here already, have de-
veloped a winning strategy and they will not change it without sig-
nificant external pressure.

A survey of 1,500 Japanese businessmen, conducted by the Amer-
ican Electronics Association in Japan, indicated that 68 percent of
those polled felt that Japan would change its policies only as a
result of foreign pressure.
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The challenge for U.S. policy is to develop constructive but pow-
erful incentives for such changes in Japan. Some already exist. For
example, it is clear that Japan would benefit from the growth of
innovation and entrepreneurship that it would experience if small
Japanese leading edge technology companies are allowed to create
and commercialize their own inventions.

In closing, I will say that the Japanese Government must be per-
suaded, in the context of SII talks or otherwise, to upgrade their
system of intellectual property protection to the standard of those
in Europe and in the United States, where innovators can operate
with a reasonable expectation that the fruits of their R&D will not
be routinely misappropriated, and where, with skill and hard work,
businesses can reap the rewards they deserve and continue to rein-
vest in technologies of the future.

[The prepared statement of Mr. Spero appears in the appendix.]
Senator BAUcUs. Thank you, Mr. Spero.
Mr. Morris.

STATEMENT OF JULIAN C. MORRIS, PRESIDENT, AUTOMOTIVE
PARTS & ACCESSORIES ASSOCIATION, LANHAM, MD, ACCOMPA-
NIED BY LINDA HOFFMAN, VICE PRESIDENT, GOVERNMENT
AFFAIRS AND INTERNATIONAL TRADE
Mr. MORRIS. Thank you, Mr. Chairman, for this opportunity. I

have taken the liberty of asking our Association's Vice President of
Government Affairs, Linda Hoffman, to accompany me.

Our presence here today, in support of the Structural Impedi-
ments Initiative, continues are Association's long quest for more
openness in the Japanese parts buying and distribution systems.

Near the beginning of the decade, this subcommittee convened to
hear about the burgeoning bilateral automotive trade imbalance.
Despite major efforts since then, by our Association, by the govern-
ment and teams of U.S. negotiators aided at increasing two-way
trade and shrinking the imbalance, I regret that the deficit has
swollen dramatically, nine fold in the last 8 years.

That hearing in 1981, held on the even of Tokyo auto parts nego-
tiations, parallels today's hearing on the eve of both the SII round
and a post-MOSS followup meeting in Tokyo. At that time, then
Deputy USTR McDonald told this subcommittee that U.S. negotia-
tors would convey the seriousness of Congress's concern over the
perceived lack of access to the Japanese market. APAA hopes, Mr.
Chairman, that this hearing will spur the delivery of that message
once again in volume and tone that simply cannot be ignored.

During the 1980's our industry has faced the compounding
impact of three import waves that have contributed over a third of
the United States-Japan trade deficit. First, there were torrents of
direct and captive import cars which continue today. Next came
the imported car plants which used American labor to assemble ve-
hicles largely designed in Japan and made of import parts. These
Japanese vehicles have displaced traditional high U.S. content
cars, eroded U.S. parts markets and left us with growing excess ca-
pacity.

Already vulnerable, our industry now faces its gravest threat
from a third wave, consisting of hundreds of foreign parts produc-
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ers moving on shore. With Japanese cars taking increasing shares
here and globally, we continued to be greatly troubled by a Japa-
nese auto industry structure that the USTR's 1989 trade barriers
report says "precludes," or rules out in advance the use of other-
wise qualified and competitive U.S. original and aftermarket sup-
pliers.

We believe the structure of Japan's automotive industry long has
excluded U.S. firms from equipping Japanese cars that dominate
the world market. Car company headed industrial financial group-
ings intertwine Japanese car companies and suppliers so tightly
that their parts makers are likened by one Japanese newspaper as
faithful servants of a feudal warrior chief. These keiritsus, as the
Japanese call them, are the foremost structural impediment we
know of in United States-Japan parts trade.

Although the 1980's have been punctuated by three key U.S.
Government initiatives to crack these keiritsus created barriers,
United States-Japan auto parts trade figures signal failure of in-
creasing proportion.

Japan's closed parts distrihlition web has joined the closed parts
buying system in the United States It remains difficult for Ameri-
ca's independent aftermarket, retailers and service outlets to pro-
vide a full line of replacement parts to owners of Japanese name-
plate cars. Tightly controlled Japanese parts suppliers generally re-
strict replacement parts sales to the car dealer network only. And,
since most United States and other independent parts makers do
not have the economies of scale that original equipment sales
equipment provide, tool up costs for production of many replace-
ment parts can be prohibitive.

Gaining a fairer shake at supplying the Japanese car building
and aftermarket service parts markets in the United States, Japan
and third markets was supposed to be the overriding goal of the
United States-Japan transportation MOSS negotiations that con-
cluded in August of 1987. MOSS failed in its primary goals of re-
forming Japanese sourcing practices in large part because of the
control we allowed Japan to exert over the agenda itself.

Five of the seven negotiating sessions were mired down by the
issue of how Japan would self-monitor post-MOSS progress. Rather
than crafting a system that measures the genuine successes of tra-
ditionally excluded U.S. firms, the agreement our government en-
dorsed allowed Japan credit for purchasing from their transplanted
traditional suppliers now locating in the United States.

This means our government is effectively rewarding Japan for
keeping the same tight bonds that the negotiations were intended
to loosen.

We relate this experience at today's hearing on SII because we
hope it will be instructive. Ambassador Hills' modest expectations
for an SII generated "blueprint" for change and a " downpayment"
of reform by next summer are not quite enough.

In 1980, Japan produced a parts trade "blueprint" calling for
broader American access to Japanese original equipment and
repair parts markets. The modest "downpayment" was a pledge to
increase U.S. parts imports to $300 million in 1981 and significant
increases thereafter.



38

Despite the blueprint, however, it was not until 1988 that Japa-
nese imports of U.S. parts finally passed the $300 million mark, a
rather paltry sum in relation to the $9 billion parts trade deficit
between our two countries. And at that, the goal was reached by
allowing Japan credit for purchases made from their own plants
now operating in the United States.

APAA believes that the SII must move us well beyond blueprints
and downpayments to accelerated payments and a trade structure
that assures fair commercial consideration.

We have high expectations for our SII because it stands on the
Super 301 foundation, which the 1988 Trade Act architects built as
a no-nonsense, results-oriented approach towards correcting trade
abuses. Our recommendations, which we have provided your staff
and which will be included in our full statement for the record, are
results-oriented also.

The SII, the post-MOSS talks and the Trade Act's new 5-year
Japan parts market initiative should buttress one another, adding
strength to our appeal to the Japanese Government for structural
changes in Japanese procurement and distribution practices.

The Japanese Government should be reminded that, thanks to
the potent new Riegle/Levin amendment, the trade law holds for-
eign governments accountable for the lack of fair commercial con-
sideration for U.S. products. As Senators Riegle and Wallop have
noted, government toleration of discriminatory industry practices
is just as damaging to U.S. exports as a direct action by the govern-
ment.

Thank you, Mr. Chairman.
[The prepared statement of Mr. Morris appears in the appendix.]
Senator BAUCUS. Thank you very much, Mr. Morris.
Mr. Howell.

STATEMENT OF THOMAS R. HOWELL, COUNSEL, AMERICAN
NATURAL SODA ASH CORP. (ANSAC), WESTPORT, CT

Mr. HOWELL. Mr. Chairman, I am Thomas Howell. I am an inter-
national trade attorney at Dewey, Ballantine, Bushby, Palmer and
Wood, and I am serving as counsel to the American Natural Soda
Ash Corp. or ANSAC. ANSAC is a Webb-Pomerene Corp. that rep-
resents the whole U.S. soda ash industry, the six producers of soda
ash.

I am presenting testimony today on behalf of John Andrews, the
President of ANSAC, who could not appear in person before the
Committee today. But I am also prepared to answer questions
about soda ash and the problems it has encountered in Japan over
the years.

The United States enjoys a natural resource advantage in soda
ash. We can produce higher quality soda ash than any other coun-
try in the world, higher quality at a lower cost. In any open com-
petitive situation, our industry is likely to prevail. However, we
have never confronted an open market situation in Japan. We at-
tribute the partial success we have achieved to date to the long
standing efforts of the U.S. Government negotiators on our behalf
as well as some significant actions by the Japan Fair Trade Com-
mission.
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However, while U.S. soda ash sales have increased in the past
several years, our sales are still regulated, to a degree, by a group
of Japanese soda ash producers and their affiliated trading compa-
nies.

Japan has a long history of resistance to import penetration in
soda ash. In 1983 the Japan Fair Trade Commission, after investi-
gation, found that an illegal cartel of Japanese soda ash producers
organized in 1973 was restricting sales of U.S. soda ash in Japan.
The JFTC found that these firms regulated the price of soda ash in
Japan, allocated market shares and import shares among them-
selves, and shared the profits and losses among themselves accord-
ing to an agreed ratio. They did not compete with each other.

The Japanese producers exerted pressure on Japanese soda ash
consumers not to procure imported soda ash through independent
channels-that is, by just buying it from the Americans. They were
required to buy imported soda ash from the producers group itself,
from the Japanese cartel. The JFTC exposed this activity, ordered
the Japanese producers to cease it, although it imposed no other
sanctions or fines of any kind. It simply told them to stop doing it.

In the immediate aftermath of the JFTC decision, U.S. sales in-
creased from an annual total of about 50,000 metric tons to ap-
proximately 200,000, 210,000 metric tons per year, which is about
18 percent of the Japanese market.

After that, however, U.S. import volume leveled off and stagnat-
ed thereafter at about the same level. A number of Japanese cus-
tomers, soda ash customers, reported renewed pressure from Japa-
nese soda ash producers. They cited that pressure as a reason why
they would not increase their purchases of U.S. soda ash, regard-
less of the price offered. ANSAC was told that a de facto quota had
been placed on U.S. sales by the Japanese producers.

In 1987, the JFTC opened a new investigation of the soda ash
market. After investigation, it concluded that while the Japanese
producers had not violated the Antimonopoly Law, they were en-
gaging in certain practices which as they put it "could be problem-
atic under some circumstances." Specifically, a practice existed
under which a Japanese customer receiving an offer from a U.S.
supplier first "pre-cleared" that purchase with a customer's regu-
lar Japanese supplier. In effect, they called up their regular suppli-
er and said, "we are considering buying U.S. soda ash, what do you
have to say about that."

ANSAC believes that this practice enables the Japanese soda ash
producers to apply pressure to their customers to limit or refuse al-
together their purchases from U.S. sources. The JFTC regarded
this practice as what they called a "gray area"-neither clearly
legal nor clearly illegal. They summoned in the heads of the Japa-
nese soda ash companies and warned them to take care not to vio-
late the Antimonopoly Law, and they indicated they would contin-
ue monitoring the market for evidence of renewed anticompetitive
behavior. But they again imposed no sanctions.

Last year and this year, ANSAC sales volume in Japan has in-
creased again. We expect this year our sales will be around about
300,000 tons, which is up from the 210,000 or so level in 1985, 1986.
It is an improvement. But it is evident that a significant part of the
market is still off limits to U.S. producers. While ANSAC has in-
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creased its total volume, they have not added new customers.
There is evidence that total volume of U.S. sales in Japan is still
being regulated by Japanese soda ash producers.

For example, ANSAC received a call at the end of 1988 from a
trading company that works with Japanese soda ash producers
asking to place an order for U.S. ash. They were very concerned
about whether the order would count against the U.S. export totals
for Japan for the year 1988 or for the year 1989. Now the question
of which year the total counted against is commercially irrelevant.
It has no business significance whatsoever. But it is quite relevant
if somebody is trying to administer a quota. They were obviously, it
appeared, trying to balance U.S. sales so that they would fit within
a quota for either 1988 or 1989.

Some major Japanese soda ash customers still refuse to buy U.S.
soda ash under any circumstances, regardless of price or other eco-
nomic factors. The Japanese soda ash producers and the trading
company affiliates own and operate the Toko Terminal, which is
the only facility in Japan dedicated specifically to handling soda
ash. So ANSAC has to sell its products and move its products into
Japan through a facility that is owned by its direct competitors.

The U.S. Government has raised this issue with the Japanese for
many years. In fact, Clyde Prestowitz was one of the prime movers
in devising a U.S. strategy for soda ash. Some of the conclusions
that can be drawn from our experience are:

First, that the bilateral trade imbalance is attributable to more
than just macroeconomic factors. I think that is fairly obvious from
what we have heard today.

Second, it is clear that more vigorous enforcement of the anti-
trust laws in Japan would help to open up additional market op-
portunities. It has for ANSAC.

Finally, it is important for U.S. industries that are seeking to
penetrate the Japanese market to work closely with the U.S. Gov-
ernment when they encounter market barriers. ANSAC has done
that for a number of years. I think the successes it has achieved to
date stem in substantial part to the close relationship they have
maintained with the USTR, Commerce, the Justice Department, in
partially leveraging open this market.

ANSAC agrees with you, Mr. Chairman, that structural impedi-
ments to the U.S. sales in Japan are one of the most significant
trade problems this country currently faces. We commend your
Committee for drawing attention to this problem with these hear-
ings and we hope that this summary of our experience has proven
of some value to you in assessing an appropriate U.S. policy re-
sponse.

[The prepared statement of Mr. Andrews appears in the appen-
dix.]

Senator BAucus. Thank you, Mr. Howell.
Since you are a trade attorney and have some direct experience

with the Japanese Fair Trade Commission, can you tell us in your
judgment whether at present Japanese antitrust laws generally are
sufficient, if not, you know, what basic changes should be made.
Next, whether the degree to which they are enforced-that is, the
antitrust laws are enforced in Japan. 1 will stop right there for the
time being.



41

Mr. HOWELL. I would say that by in large, the laws are sufficient
to deal with a lot of the kinds of problems that U.S. exporters face
when they export to Japan. Typically like here, it is a cartel work-
ing with a network of distributors, doing things that appear to us
at least to be pretty clearly illegal under Japanese law. The prob-
lem is enforcement. Soda ash is held out by the Japanese as one of
the examples of vigorous enforcement of the Antimonopoly law as
it affects imports.

If we are the prime example, then it is not a situation in which
enforcement has been very good. Because what has happened here
is, they basically found that a problem did exist, did find a cartel,
but nothing was done in a way that the Justice Department, for
example, would do things here-that is---

Senator BAUCUS. Why is enforcement a problem? Is it something
in the nature of the Japanese judicial system or is it that there is
too much discretion in the so-called executive personnel? Why is
enforcement a problem?

Mr. HOWELL. They are in a weak position in Japan. Every time
that they begin to take a forceful stance on these kinds of issues
there is a move launched in the Keidanren to abolish them. They
are regarded by many in Japan, I think, as a former MITE Minis-
ter put in--

Senator BAUCUS. You abolish them, you mean abolish the Com-
mission?

Mr. HOWELL. The JFTC, yes. In other words, if they press too
hard, I think they feel they put themselves in political jeopardy to
some extent in Japan. A former MITI Minister characterized them
as an alien protein grafted onto the body politic of Japan by the
U.S. occupation. I think that they have to be-they feel politically
that they have to be a little bit careful. You will find that, for ex-
ample, they do not proceed usually against the big industries that
are under MITI's wing-the big electronics sectors.

They have tried to some extent to enforce the Antimonopoly law
in the steel sector and they have run into lots of difficulties there.
They have had confrontations with MITI I think they feel that
there are some severe limits that are imposed on their ability to
proceed against a lot of these problems.

Senator BAUCUS. If that is the case, then what should Ambassa-
dor Hills secure as part of the talks in order to know that we will
achieve substantial progress in enforcing antitrust actions in
Japan?

Mr. HOWELL. Well, my feeling is that we have a right to expect
that they will enforce their law. It is something that I think when
we entered into, for example, GATT concessions with Japan, we
had a right to assume that they were going to enforce the laws that
were on the books to protect the benefit of the tariff concessions we
were getting when we got into a trading relationship with them in
the first place.

We should ask for them to enforce their law, recognizing that
perhaps there are domestic political problems there. We have a
right to ask for a fair enforcement of their laws as they affect our
sales in their market.
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Senator BAUCUS. We have a right to ask for it, but how do we
know we are getting it without waiting to see whether or not we
are getting it?

Mr. HOWELL. It is pretty clear to us. There was a problem in soda
ash. There probably are still problems. As those problems diminish
or as they go away, it will be pretty clear to us that they have. We
have a pretty clear idea of what represents success to us, at least in
our sector.

Senator BAUCUS. But what statutory changes or personnel
changes or budget changes or other indicators are there that we
could ask for in order to better assure the chance that the Commis-
sion will be a strong, and vigorous, and in fact enforce present, ex-
isting Japanese antitrust laws?

Mr. HOWELL. It is hard to say what specific things you would ask
for. One thing I would cite is just a more vigorous investigatory
policy. For example, in the second JFTC investigation in 1987, they
did not subpoena witnesses, they did not seize documents, they did
not conduct raids, they did not wiretap, they did not do the various
kinds of things that our Justice Department would normally do to
investigate a problem.

When they monitor a market a lot of times what they will do, for
example, is just send out questionnaires to people that are involved
and say, if you have heard anything that is of interest in terms of
anticompetitive acts, then we would be happy to have that.

I think my suggestion would be that they take a more vigorous
investigatory posture towards some of these industries. I do not
have an answer to the question in terms of whether more staff or
budget is the problem. I do not really thing that is it. I think it is
more a question of what they feel their job is or what they feel that
their role is in Japanese society. I would say that about all we can
do is really urge a more aggressive posture on them.

Senator BAUCUS. Mr. Spero, you say your company is successful
in Japan, yet you talked about the patent infringement problems.
First, do you believe that there are Structural Impediments in
Japan, other than the patent problem?

Mr. SPERO. Oh, certainly.
Senator BAUCUS. I mean, are they very significant in your view?
Mr. SPERO. Yes. The ones that have been mentioned are ones we

have experienced as well.
Senator BAUCUS. You do business in Japan. What advice do you

have for this Committee as to how we can knock down some of
those impediments?

Mr. SPERO. Well, I think you are taking a good step by holding
these hearings. That is a very broad question.

Senator BAUCUS. Anything else come to mind?
Mr. SPERO. I think that in the broad sense, I agree with com-

ments that have been made by other people on these panels that
the Japanese recognize whether their opponents in a negotiation
are dealing from strength. I think that the Super 301 and SII ini-
tiatives are both good ones but are likely to be insufficient, and
perhaps we are being laughed at. I tend to agree with that observa-
tion.

So I think it is important to have these kinds of hearings and
discussions between the government and the business sector to try
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to develop our own game plan to the point where we can come to-
gether as a nation and say to the Japanese, this is really what we
intend to do-and then proceed to do it. I think a lot of our prob-
lems are internal in that sense. These activities can help address
those.

Senator BAUCUS. What do we do to better assure that we are not
laughed at? I suppose a lot of this depends upon the stance that
Ambassador Hills and her team undertakes. That is, it is largely
up to the United States negotiators to determine at this point ini-
tially whether we are laughed at or not. That is, if they are very
aggressive and very far-reaching in finding solutions it is less likely
we are going to be laughed at. Of course, ultimately, it is up to the
Congress and more ultimately up to the American people to back
up our negotiators.

Mr. SPERO. Well, I agree with that. My own personal experience
with USTR, Commerce, State and other agencies of the Govern-
ment is that they are taking their charge very seriously. They are
attempting to do their homework. I do not think it really matters
whether we are laughed at. But that is an indication of whether
the Japanese are engaging in serious negotiation or stonewalling.
That is really the point.

So I think that our negotiators are trying to get organized, get
cases in place, get information so they can be specific and at least,
at the outset, getting the Japanese to admit that there is a prob-
lem. That is, in many cases, in negotiation the most difficult point.
I know in the bilateral working group on intellectual property ne-
gotiations between the United States and Japan on the patent
system the Japanese refuse to admit that there is even a problem.
They have been stonewalling our negotiators in discussions that
began in August of 1988.

They say our Japanese patent system is just like the German
system and there is no problem with that, so why don't you fix
your own internal system.

Senator BAUCUS. What is the answer to that?
Mr. SPERO. The system is structured on the surface to be the

same as the German system, but it does not operate that way. The
disparity between what is officially written down and what actual-
ly happens in Japan is a great gulf. Other people have talked about
that today. That is particularly true in the patent system.

Senator BAUCUS. You heard Senator Packwood's questions. He
asked me to ask them again.

Mr. SPERO. Okay.
Senator BAUCUS. I will just ask you, what is the answer?
Mr. SPERO. He was asking about multiple claims.
Senator BAUCUS. Right.
Mr. SPERO. I think the thrust of that question was whether the

existence of multiple claims in the U.S. cuts down the number of
patent applications filed here and therefore we can expect more
patent applications in Japan and that these large numbers are not
really patent flooding. I would expect that is the thrust of his ques-
tion.

Senator BAUCUS. That is right.
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Mr. SPERO. My answer to that is related to my answer to his
second question, which is: Does the mere measurement of the
number of patents applied for indicate patent flooding?

A large number of patent applications is smoke. It does not prove
that there is fire, but it sure is a good place to look. What really
matters is, looking at any pattern of filing and looking at the de-
tails, what is the quality of those applications? It becomes pretty
clear when you look at that, certainly in our case, that it is patent
flooding and not the filing of 300 or 350 good fundamental patents.
You have to look at the details.

Senator BAUCUS. Are you assured that the administration is ad-
dressing this patent infringement in the SII talks?

Mr. SPERO. Yes.
Senator BAUCUS. Sufficiently, in your judgment, at this point?
Mr. SPERO. Yes. It has been specifically included as an exclusion-

ary business practice, which is the portion of SII which is under
the jurisdiction of the USTR. I believe they are looking at that very
seriously indeed.

Senator BAUCUS. Mr. Morris, could you more precisely indicate
what more your industry would like in addition to the blueprint
that you have heard about? If you could just be a little more defi-
nite, please.

Mr. MORRIs. Well, at the barest minimum it would seem to us
that some means of blueprint by definition is fairly definite and
something like a time table, something like specific monetary goals
for their purchases would be most helpful indeed. But there seems
to be a timidity to even ask for these things and once they are
denied to us by the other side, we hear no more about them.

Moreover, it is very unsettling to find out that what is done is
not all that reliable either. So there are some flaws in the report-
ing system now w- ich were undertaken post-MOSS, immediately
after MOSS, to whcxe they are reporting their purchases of U.S.
auto parts and to begin with allowing them to include in those
numbers the purchases from their own transplant seems to me ba-
sically unfair and ought to be looked into at some length or negoti-
ated again. Because the more they do that, obviously, the less
progress is going to be made as far as any imbalance is concerned.

If ultimately they export the automobiles on which these parts
are installed, of course, to Europe or anywhere else, that is going to
compound the problem. But specifically, I would like to see that
they-or at least that we renegotiate the ability for them to in-
clude their purchases from their transplants here in the numbers
that they report on their purchases. That is just for openers.

Senator BAUCUS. What about numerical goals? The United
States-Japanese semiconductor agreement had numerical targets.
Some say that the agreement is unsuccessful. My view is it was
only unsuccessful because it was not enforced in Japan. Do you
think that there is an appropriate role for numerical targets in
reaching agreements?

Mr. MORRIS. Yes, I do.
Senator BAUCUS. Mr. Howell, would you agree, first, with respect

to your industry specifically and second, more generally?
Mr. HOWELL. Yes, I would say yes to both. With us, I think the

way we pegged our target was, we said what do we think would
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happen over there if the market were open. We think that the U.S.
sales would probably be about 35 percent of the total market, that
there would be a restructuring of the domestic industry over there.
They have some uncompetitive plants that we would have to shut
down.

In an open market situation that would happen and would have
happened already. We do not see any problem with setting that as
a target, saying that we have achieved our objectives when some-
thing like that has happened, and supplying the numbers and tell-
ing them what we expect will happen.

I think, as a general matter, that is quite defensible. I think
maybe it is the only thing that is going to produce any results in a
lot of situations.

Senator BAUCUS. Mr. Spero, your reaction?
Mr. SPERO. I would imagine that numerical goals are going to be

quite appropriate in some cases. But I do not think that that is as
important as deciding what happens when they are not met. The
problems with these negotiations is that we set the goals, and as
others have mentioned, they are not enforced. That is the defini-
tion of a negotiation where the power balance is incorrect.

Senator BAucus. How would we enforce them? Would we resort
to foreclosing American markets?

Mr. SPERO. Well, a lot of your panelists have mentioned that is
the biggest asset that we have. And I believe, yes. We have to think
of a way to use that constructively. People like myself who build
companies and take the entrepreneurship route are free traders
and we believe in not having the government tell us or anybody
else what to do.

But I agree with what Mr. Pickens said. What happens if you
send out a football team improperly prepared? We can have very
good players, but we have to be ready. If we do not figure out a
way to get the Japanese to pay attention to the fact that this very
important relationship is not proceeding well, that although they
may be satisfied with the ultimate outcome, we are not, and try to
address that before it becomes catastrophic, I do not think we will
get their attention.

So in summary, I think the issue is, what is the enforcement or
backup procedure.

Senator BAUCUS. Okay. Before we wrap up, do any of you have
any statements you would like to make? Somebody said something
today that deserves an answer. Any of you?

[No response.]
Senator BAUCUS. Well, I want to thank you all. This has been, I

think, one of the more productive hearings this Committee has had
this year. We are going to have another one tomorrow.

The hearing is adjourned.
[Whereupon, the hearing was adjourned at 4:28 p.m.]
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Senator BAUCUS. The hearing will come to order.
For years Japan has told the rest of the world that Japan is dif-

ferent. Snow ski exporters were told that they could not export skis
to Japan because Japanese snow was different. U.S. ranchers were
told they could not export beef to Japan because Japanese intes-
tines were different. The U.S. auto part exporters were told that
the U.S. test data on reliability and performance could not be ac-
cepted in Japan because Japanese driving conditions were differ-
ent.

I have always taken Japanese claims of uniqueness with a cer-
tain grain of salt. Sometimes they were excuses for protectionism.
But now some of our most respected economists have come to the
conclusion that Japan is, in fact, different. They agree that Japan
is unique from the rest of the world in one important way-
namely, that Japan is far more closed to imports than are other
developed nations.

The President's Advisory Committee on Trade Policy and Negoti-
ations recently issued a report that summarized the extensive evi-
dence of Japan's uniqueness. Studies done at the Brookings Insti-
tute and the Institute for International Economics have concluded
that Japan imports far less than one would expect for a developed
nation.

The problem is particularly severe for manufactured imports. In
1986 imports accounted for more than 37 percent of the manufac-
tured products consumed in Germany, 27 percent of those con-
sumed in France and 14 percent of those consumed in the United
States. But in Japan, imports accounted for only about 4.4 percent
of all manufactured products consumed. Even more strikingly, over
the last decade the United States has imported almost 60 percent

(47)



48

of the manufactured exports from developing nations. Japan has
imported only about 5 percent of them.

As many observers have noted, Japanese employers, a web of in-
formal trade barriers, such as distribution barriers, price fixing
and other collusive business arrangements to exclude imports. The
Act then concluded that these barriers could be depriving the
United States of as much as $30 billion of exports each year.

The Japanese economic planning agency, known as EPA in
Japan, a Japanese Government agency, has released several inter-
esting studies of these structural barriers. Several months ago the
EPA in Japan released a study that argued that the Japanese dis-
tribution system blocked imports. Just 1 month ago, the EPA re-
leased a study indicating that U.S. exporters were not the only
victim of structural barriers. The barriers also force Japanese con-
sumers to pay 50 percent more for the same products as consumers
elsewhere in the world.

These EPA findings provide strong support for the United States'
view that the Japanese market is, to the detriment of Japanese
consumers, largely closed to imports. The situation has improved
considerably-in recent months. Japan has increased its imports.
But Japan still lags far behind the rest of the developed world.

Even in sectors where the United States has made great progress
in opening the Japanese market, such as agriculture, informal bar-
riers still limit exports. For example, the United States beef ex-
ports to Japan increased markedly in the year since the agreement
was concluded to phase out the Japanese beef quota. But now I
hear reports from Tokyo that the closed distribution system is
keeping beef prices high and depriving Japanese consumers of low
cost, high quality imported beef.

As the beef experience demonstrates, until Japan eliminates
these structural barriers, the United States will not eliminate the
trade imbalance with Japan. This is not to say that the structural
barriers are the only cause of the trade imbalance. Certainly the
United States bears some of the blame. But there is no denying
that Japanese structural barriers are blocking U.S. exports to
Japan and forcing Japanese consumers to accept a lower living
standard.

With this in mind, the U.S. Government recently launched the
Structural Impediments Initiative, known as SII. It was conceived
as a broad effort to eliminate Japanese structural barriers. I
strongly support the thrust of SII and have argued for several
years that the administration should launch a broad negotiation
with Japan.

This subcommittee has already held two hearings on the SI!
Those hearings demonstrated broad consensus in the government
and the private sector that the Japanese structural barriers must
be eliminated.

The purpose of today's subcommittee hearing is to further ex-
plore the U.S. strategy for addressing this trade problem with
Japan. I am pleased that a number of representatives of the aca-
demic community have joined us to discuss the Japanese trade
problem and outline their proposed solutions.

Today's witnesses have some exciting, innovative ideas regarding
the U.S. objectives in the SII and U.S. trade policy toward Japan.
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The debate over U.S. trade policy over Japan increasingly centers
on the issue of what type of trade agreement the United States
should negotiate with Japan. Many argue that we can no longer
negotiate agreements that focus only on establishing fair trading
rules. Instead, they say we must begin to conclude agreements that
guarantee results.

As several observers have pointed out, this issue bears a striking
similarity to debate over using affirmative action to remedy racial
discrimination in this country. Given that discrimination against
imports has been such a persistent problem in Japan, does affirma-
tive action for imports make sense? If in limited sectors where U.S.
exports have been blocked by invisible trade barriers, and where
all else has failed, I believe that it does.

But embarking on such a course is not without risk. Today's dis-
cussion will shed some light on these very complex issues as well as
many others. I hope that the administration takes note of the con-
cepts discussed today and incorporates them into the SII. I also
hope that our Japanese friends take note of the wide consensus in
the U.S. academic community, that there is a serious United
States-Japan trade problem.

With that, let's begin our first panel which consists of Dr. Dorn-
busch, who is Ford International Professor of Economics at MIT;
Mr. Ernest Preeg, who is a William M. Scholl Chair in Internation-
al Business, Center for Strategic and International Relations; Mr.
Robert Lawrence, a Senior Fellow at Brookings; and Pat Choate,
Office of Policy Analysis at TRW. Could all four of you come up
here?

Okay, Dr. Dornbusch, why don't you begin? I understand you
have a potential early departure.

STATEMENT OF RUDIGER DORNBUSCH, PH.D., FORD INTERNA-
TIONAL PROFESSOR OF ECONOMICS, MASSACHUSETTS INSTI-
TUTE OF TECHNOLOGY, CAMBRIDGE, MA
Dr. DORNBUSCH. Not only potential, but I hope very real. Thank

you, Mr. Chairman.
I appreciate the opportunity to express to this Committee my

opinion on U.S. Structural Impediments Initiatives and U.S. trade
policy toward Japan. More generally, I believe the Structural Im-
pediments Initiative is yet another unfortunate and unproductive
way of dealing with our large trade balance deficit and the contin-
ued closeness of the Japanese market is unlikely to have results
and it is very likely. In fact, it has already created major friction.

The U.S. agenda includes such issues as Japanese land use, busi-
ness practices, antitrust-all of which hlive little to do with our
trade deficit. The Japanese agenda includes the U.S. budget deficit,
the short horizon of U.S. business, the lack of education, training
and productivity-all of which have much to do with our deficit. I
believe that if we enter the negotiations, if the Japanese agenda
comes off, our deficits will go away. On our own, it is very unlikely
that the negotiators will have any impact.

I believe it would be a useful thing if our negotiators sharply sep-
arated the trade balance issue from the market access issue. Fail-
ing to make that distinction lays us open rightly to the charge that
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our trade problems are a reflection of our macroeconomic problems
and as a result we never get to discuss the serious issue of market
access in Japan, which is a rightful concern for us.

I favor a hard-nosed approach to the market access issue and, of
course, with urgent priority a serious domestic policy of budget cor-
rection and savings. I want to argue very strongly against the use
of bilateral trade balance concepts that underlie the current negoti-
ation strategy. That is an unfortunate concept that Congressman
Gephardt has injected into the discussion.

It is worth remembering that it was invented in Hitler Germany
that it was the guiding principle for a long time in Soviet COME-
CON. But that even there, they had to give up on it. I think for a
free market economy it is a totally absurd concept. It borders on
barter.

Even the trade balance approach to market access in Japan is in-
appropriate because the trade balance reflects saving and invest-
ment. Our saving is low relative to our investment and, therefore,
we have a deficit. It is very hard to see how improved market
access in Japan would lower U.S. investment, something that is
certainly highly undesirable or how it would contribute to our in-
creased saving. One can imagine, yes, if U.S. firms could sell more
in Japan, made more profits, saved all those profits and paid more
in taxes, we would have an improved trade balance. But that is a
very indirect channel.

In fact, today, we cannot afford an improvement in the trade bal-
ance. The U.S. economy is fully employed and if we could sell an
extra $50 billion more in Japan our unemployment rate would go
into the red hot zone of overheating. We would have increases in
inflation, very substantial ones, higher interest rates, falling in-
vestment and certainly dollar appreciation that would hurt other
exports.

I want to direct your attention to the fact that our trade prob-
lem, above all, is an issue of U.S. fiscal correction and saving, not
of market access in Japan. But having said that, I do want to come
to the issue in these hearings--namely, what to do about the clo-
sedness of the Japanese market.

I think there is today very, very little difference of opinion
among those who have looked at the Japanese market, about the
fact that it is closed. Pieces of evidence only differ. My favorite one
is the ratio of imports of manufacturers to GNP in Japan, a con-
stant of 2.5 percent for 25 years. In every other country that ratio
has doubled or tripled.

The common argument is that Japan is a resource poor country
and therefore has to export manufactures and will not import is a
fallacy. Japan could export even more to pay for some imports of
manufactures. And so is the argument that the share of imports in
manufacturers has sharply risen. That is a reflection of the fact
that oil prices have fallen to half, not of sharply higher imports in
Japan.

An appropriate trade response toward Japan should not look not
at the mechanisms of how our goods are kept out or at sectors, but
rather set targets across the board, putting on Japan the burden of
adjustment. My favorite policy would be to require that Japan in-
crease its imports of U.S. value added at the rate of 15 percent per
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year for a decade and if that target is not met, there would be an
automatic across-the-board tariff surcharge on Japanese exports to
the U.S. market.

That would give Japan an incentive to act. It would depoliticize
and certainly in the silly way it is done, the negotiations that are
underway now.

Thank you very much.
[The prepared testimony of Dr. Dornbusch appears in the appen-

dix.]
Senator BAucus. Thank you very much, Doctor.
Dr. Preeg.

STATEMENT OF ERNEST H. PREEG, PH.D., WILLIAM M. SC OI
CHAIR IN INTERNATIONAL BUSINESS, CENTER FOR STRATEGIC
AND INTERNATIONAL STUDIES, WASHINGTON, DC

Dr. PREEG. Thank you. I am also very pleased to be here today to
discuss the structural impediments initiative.

I certainly believe that the SII should play a central role in bilat-
eral negotiations over the coming year and does have potential.
However, thus far the talks are lacking in credibility and I thidk
we face a real problem if next spring and summer, as our trade
balance is projected to worsen, that we come to a result that is not
credible or does not deal with the problem at hand.

Therefore, we need to think of ways to strengthen the SII process
and to make sure we do make some very substantial progress. I am
suggesting four steps that could move in that direction.

The first is that we need an integrated strategy for the overall
United States-Japan economic relationship. We just do not have
one. It has to combine the macroeconomic policy adjustment that
Dr. Dornbusch was just alluding to and the market access issues. It
has to relate bilateral objectives with what we do in various multi-
lateral forums and it has to have a longer term vision of where we
are going in this evolving relationship.

Second, I think we do, even within the SII, have to distinguish
between the macro policy adjustment and the market access objec-
tives and have a distinctive strategy for each. The macro issues, or
at least some of them, are on the agenda and what we need to do is
to have a bilateral focus on the adjustment process because we are
the two major countries out of balance, so that we can then move
to the G-7 or the more appropriate financial Minister forum to
really move ahead on an adjustment process.

That could involve targets or objectives, but I would submit that
they should be multilateral on current account, rather than bilat-
eral trade targets.

A third step we could take would be to link the SII bilateral ob-
jectives more specifically and more forcefully to parallel reinforc-
ing objectives in various multilateral forums.

In the prepared statement I have some specific suggestions in
terms of land use, in terms of access for foreign direct investment,
in terms of the engineering construction services industry. The
Japanese do V-ave commitments in the OECD, in the GATT. We
should be pursuing them there forcefully and that could have an
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overall more positive result if we are moving on both tracks at the
same time.

And lastly, fourthly, we need to specify objectives in the SII, both
in terms of market access and quantifiable results. In my view it is
a false dichotomy to say you have to do one or the other. Between
now and next spring, or next summer, we need to have some specif-
ic objectives in terms of market access, particularly on the Japa-
nese side, of course. But we then need some kind of monitoring
mechanism to see just what the results are, in close consultation
with our private sector to see whether, in fact, commitments un-
dertaken by the government of Japan are in fact being carried
through.

These are the four steps that I suggest could strengthen the proc-
ess of SII. It is based on the assumption that there is a process of
change underway in Japanese society toward a more open and
competitive economic system.

The structure and the workings of the Japanese economy are
very different today from ours. But I do not agree with those that
believe that the differences are so fundamental and so immutable
that we have to jettison our longstanding market-oriented ap-
proach to trade policy towards some kind of a bilateralism and tar-
gets.

Which brings me to my final point, Mr. Chairman. That is about
the alternative to the SII approach, enhanced as I would suggest,
but an approach based on opening markets and forcefully pursuing
these objectives. Some criticize the SIL as inadequate and advocate
what can appear to be simpler and more effective-namely, the ne-
gotiation of bilateral trade targets by sector or for aggregate trade.

Unfortunately, this is not going to work to the U.S. advantage. It
is going to lead to pervasive trade restrictions such as the existing
voluntary export restraints on automobiles and import floor prices
for semiconductors. This just makes our industry less competitive
and it gives greater profits to the Japanese industry, as in the two
cases that I mentioned, that they can reinvest to become even more
competitive.

Bilateral import restrictions, or even the threat thereof, are also
pushing Japan and its Asian trading partners closer together
toward a potential inward directed regional block, while undermin-
ing the GATT multilateral trading system. In sum, while the SII
can be painstaking and slow to produce concrete results, it should
work in the right direction of a more open competitive trading re-
lationship. And to change that policy course would weaken U.S.
international competitiveness at a time when it has become vital to
our economic future and for our future national security.

Thank you, Mr. Chairman.
[The prepared statefnent of Dr. Preeg appears in the appendix.]
Senator BAUCUS. Thank you, Dr. Preeg.
Our next, Dr. Lawrence.
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STATEMENT OF ROBERT ZEE LAWRENCE, PH.D., SENIOR
FELLOW, BROOKINGS INSTITUTION, WASHINGTON, DC

Dr. LAWRENCE. Thank you very much, Mr. Chairman. My testi-
mony makes four major points and I would like to deal briefly with
each of those.

Firstly, I believe that there is a need for this SII initiative. I
think it is supported by the evidence, which is very considerable,
that the Japanese market is unusually closed. You cited some of
the studies. Professor Dornbusch gave some evidence. I would like
to cite my indicator, which I think is the most important evi-
dence-that is, simply the behavior of prices. Prices of goods, inter-
nationally traded products, are 30 or 40 percent higher in Japan
than they are in other parts of the world. It simply must be true
that given these large differentials, something prevents people
from buying where the prices are low and selling where the prices
are high.

That is- the most important evidence, I think, about the closed
nature of that market. It is bolstered, however, by evidence on the
structure of Japanese trade. The low share of manufactured im-
ports, the low amount of intra-industry trade that characterizes the
Japanese trade and as well, the very high share of shipments
indeed of U.S. exports that are actually undertaken by Japanese
firms located in the United States.

Japan is unusual because its trade not only have a low amount
of intra-industry trade, but it also have an unusually high amount
of intra-firm trade indicating, in my judgment, that there are un-
usual incentives in the Japanese marketplac-e that strengthen do-
mestic monopolies and give the Japanese advantages as buyers of
products for that Japanese marketplace.

Secondly, I think it is important to be clear, as Professor Dorn-
busch underscored, that the SIL should focus on achieving a more
open market and not a lower trade deficit. If we confuse those two
objectives, then I think our policies will be muddied, appraising the
success or failure of those policies will be extremely difficult. It
may well be true that the trade deficit comes down, but we make
no headway in seeing that marketplace become open.

I think it is very important to keep those two arguments sepa-
rate and I agree with him that the primary concern of the detailed
structural discussions should be about the openness of that market-
place. And we should judge that by the behavior of prices in Japan
and the behavior of exports and sales in Japan. We should not con-
fuse that question with the aggregate trade deficit one, which is a
question of savings and investment.

Third, my testimony expresses some concern about the initiative.
First, while I think we are clear about our goals and what we
mean by an open market, I am not so sure that we have prior
agreement from the Japanese that they are committed to the same
goal. I would prefer to proceed initially with an agreement on that
goal.

Indeed, I think we should take a leaf out of the European book,
that we should sit down with the Japanese and come with a vision
of the kind of market, a single market you can call it, that we
would like to see between our two countries at some point in the
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future, maybe in the year 2010. We should then establish how we
get from here to there and then, and only then, proceed to sit down
and discuss the details. I really worry that we have a different ulti-
mate objective in mind than they do and it is critical to clear that
up before we get into the details.

Second, I think we should make sure that we not turn this dis-
cussion into a super impatient initiative. We are talking about de-
tailed structural aspects of one another's economies. These are
deep questions. They will certainly not be resolved by next March
or April. We need commitments to proceed in these areas. I think
it is worth proceeding to discuss the detailed differences. I think we
may have to support these talks by detailed discussions sector by
sector as well.

I do support this initiative therefore, but I am not sure that we
should expect that we will get dramatic changes overnight.

Now there is a major question and I think members of this panel
clearly differ on it. That is, whether we should continue to empha-
size the issue of rules of behavior or whether we should move in a
much more explicit fashion to aggregate, quantitative targets.

I personally believe that that would be an error. I believe it
would be an error because it could be counter productive in terms
of our ultimate goal, which is a genuinely open and contestable
market. I also believe there are significant signs that although the
significant barriers are present, the Japanese economy has been
changing-too slowly from our standpoint.

I would cite just one piece of information-the fact that the
volume of manufactured goods has doubled between 1985 and 1989.
So I do see signs that there are changes going on in Japan. I see
signs that our earlier strategies are working-working too slowly
perhaps. But nonetheless, I think it would be inappropriate for us
to change our tuneta-deviate from a strategy which has empha-
sized contestable markets and to shift towards a strategy which
would simply seek to quantify the results no matter how they were
achieved.

Thank you, Mr. Chairman.
[The prepared statement of Dr. Lawrence appears in the appen-

dix.]
Senator BAUCUS. Thank you very much, Dr. Lawrence.
The final panelist is Dr. Choate. Dr. Choate.

STATEMENT OF PAT CHOATE, PH.D., VICE PRESIDENT, OFFICE
OF POLICY ANALYSIS, TRW INC., ARLINGTON, VA

Dr. CHOATE. Mr. Chairman, Senator Rockefeller, I would like to
speak as an advocate of impatience this afternoon.

It seems to me that the most striking feature of American trade
negotiations with Japan is their share predictability. By now we
know in advance, not only which issues will be discussed, but we
also know the approaches that will be taken by both sides and we
know that the results will be achieved.

Let me give you an example. In August 1972 President Nixon
met with Prime Minister Tanaka in Honolulu. The primary subject
of their summit was the expanding American trade deficit with
Japan, which that year had reached an extraordinary level of $3.8
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billion. In response to the deficit problem, President Nixon called
on the Japanese to do a number of things.

First, he urged them to reduce their nontariff trade barriers.
Then he asked the Japanese to buy more American-made comput-
ers. Other U.S. negotiators pressed the Japanese to buy American-
made aircraft and satellites. President Nixon requested that the
Japanese purchase more American agricultural products. He said
the Japanese should eliminate barriers to the establishment of pur-
chases of retail outlets in Japan by U.S. companies and he called
on the Japanese to liberalize their business distribution system.

At the close of the conference, in the closing communique, Presi-
dent Nixon-and if I will quote-"The President also noted with
appreciation the recent decisions by the Government of Japan to
liberalize access to the distribution system by allowing improved
investment opportunities in retailing, processing, and packaging as
well as the decision to allow greater sales of computer products in
Japan."

In the end, both President Nixon and Prime Minister Tanaka af-
firmed their support for the GATT negotiations. On October 19,
1989, U.S. Trade Representative Carla Hills addressed the Japan
National Press Club in Tokyo. Ambassador Hills' main concern was
the massive United States-Japan trade deficit, which at this point
hit $50 billion. Her comments last month, while certainly timely,
are also hauntingly familiar.

Like President Nixon nearly 20 years before her, Ambassador
Hills encouraged the Japanese to reduce their nontariff barriers.
She called on them to lower barriers to the sales of U.S. satellites
and supercomputers. She urged the Japanese to buy more Ameri-
can forest and agricultural products. She told the story of how the
Japanese Government is keeping two of America's largest retail-
ers-Toys-R-Us and McDonald's-from opening stores in Japan for
2 years while it deliberates on the firms' investment applications.
And finally, she asserted that Japan's closed distribution system
hurts American exporters and Japanese consumers and urged that
that distribution system be liberalized.

In the end, like President Nixon, she also reaffirmed this na-
tion's commitment to another round of GATT negotiations. It
seems to me that what the Hills-Nixon example suggests is that
America seems to have a passion for process-oriented negotiations
rather than results.

In this testimony I identify seven other market opening meas-
ures that- we have negotiated with the Japanese over the past
decade, plus two other major measures, including the MOSS negoti-
ations and there have been additional. It seems to me that we are
really at a point which we must recognize that we end the decade
of the 1980's, that is, after all these market opening processes and
all of these negotiations, the Japanese market remains only mar-
ginally more open than it was at the end of the 1990's.

Indeed, Taylor Rand's observation about the bourbon seems ap-
propriate to us. That is, they forgot nothing; they learned nothing.

Now it seems to me that the one clear lesson of U.S. bilateral
trade negotiations of the past decades is, is that if it processes what
you want, process is what you will get. What we need are results.
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In the final analysis, it seems to me that the difficulty lies not
with Japan, but with we here in America. American trade policy
remains locked in the past. The obvious flaw in our thinking is
that Japan's economy is like ours. It is not, nor will it be, nor
should it be. And what's more, they keep telling us so and we keep
refusing to believe them.

Indeed, Japan operates in the world using a very different set of
assumptions. It operates using a very different end objectives and
our nations differ in many ways. Different is not better or worse.
Different is simply different.

What it suggests to me is that we have got to come to the point
where we recognize that Japan is unlikely to abandon its economic
system which serves its interests so well and adopt an approach
that serves ours well instead. It seems also to me, is that we are
clearly at a point where we need a bottom line approach in which
we negotiate with the Japanese on outcomes, time tables and
mutual responsibilities. We require agreement on levels of permis-
sible trade imbalances, the composition of trade, allowable market
shares, investment and practices like dumping in third markets.

My comment in sum, therefore, is this: I suggest that while the
intentions of S11 are laudable, its prospects for reducing the trade
imbalance are negligible at best. I fear that once again we will get
much process and few exports. In sum, it seems to me appropriate
for us to begin to devise a blueprint for a bottom line approach to
negotiations with Japan. I fear that we will need it next year when
SIL is completed.

[The prepared statement of Dr. Choate appears in the appendix.]
Senator BAUCUS. Thank you, gentlemen.
I would like to begin first by asking you, what leverage do you

think the United States has to reach a successful conclusion here?
There are those that say that the leverage we have is our market
and there are others who say that perhaps we are losing that lever-
age as the world changes.

So I am just going to ask the panelists your recommendations as
to what leverage we have to try to reach more market access in
Japan.

Dr. Dornbusch.
Dr. DORNBUSCH. I certainly believe that for conscious result ori-

ented trade policy we have very substantial leverage. This is a
large market. Japan has to play in the world market. They cannot
afford to get their own way now. But the SII will be totally unsuc-
cessful because we do not use leverage. There will be without doubt
a declaration that success was achieved, that there is a long-term
time table, that these are important structural changes and there
will be a few more supermarkets in Tokyo without any conse-
quence to our exports. We are not using any leverage; we are just
making noise.

Senator BAUCUS. Again, the leverage is what, the U.S. market in
your view?

Dr. DORNBUSCH. The U.S. market, the U.S. security umbrella for
Japan.

Senator BAUCUS. You are saying we should be prepared to use
those?
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Dr. DORNBUSCH. We certainly should. If we do not use them now
we will regret it later.

Senator BAUCUS. Okay.
Dr. Preeg.
Dr. PREEG. Well, I agree. It is the leverage of the U.S. market,

for exports. I also think more and more it is their direct invest-
ment in this country. It is very important to Japanese companies.
But they also have markets elsewhere-in Europe certainly-and
we should, as I said earlier, be concerting more with other trading
partners to put the pressure on the Japanese.

I also think that the SII-one other point-should be as much a
public as well as a private effort of diplomacy in that I think there
is a change. It may be very slow and gradual, but Japanese con-
sumers and Japanese in various walks of life are realizing that
there are gainers and losers within the Japanese society. We could
play to that as well.

As for the ultimate leverage, I think there is not an easy answer,
because putting trade restrictions on is not going to necessarily
help us, even though it could hurt them. I think the ultimate lever-
age should be much more in the macroeconomic adjustment. That
ultimately, if trade does not get more into balance we are either
going to have exchange rate adjustments or wc are going to have a
major recession in all countries-in the United States in particu-
lar.

Senator BAUCUS. Dr. Lawrence , what is our leverage?
Dr. LAWRENCE. Well, I think we have sticks and carrots. I think

on the stick side-because there is a presumption that somehow we
are forcing Japan to do something that is very bad for them. I
happen to believe that we are urging them to do something that is
mutually beneficial. So we do have some sticks. Clearly, ultimately,
if there is not headway, who knows what will come out of the Con-
gress and elsewhere -alternatives which the Japanese simply
won't find acceptable, I think, unless there is progress that is going
to occur. I think every day we get closer to a sense of frustration
building up in the United States where that could come about.

But I think I would like to emphasize, these initiatives will only
operate effectively to the degree that the Japanese are convinced
that they are worthwhile doing. When I look at Japan today, I do
see that there are important sectors of the Japanese economy that
find what we are urging them to do in their own economic interest.
I think the Economic Planning Agency and MITI-I think the Free
Trade Commission of Japan all will benefit as a result of this SLI.

I think that foreign pressure is critical in strengthening the
hands of those Japanese who are asking themselves the question:

-Why is it, if they are basically as productive as the United States is
in manufacturing, they only have 70 percent of our living stand-
ards. It is clear that that system is not delivering the consumption
and living standards levels that it ought to be.

So I think working on the carrot side in obtaining support from
indigenous Japanese elements is critical too.

Senator BAUCUS. Thank you.
Dr. Choate.
Dr. CHOATE. I think our only lever is our market access. I think

in approach it we must, in our negotiations, say that we are at-
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tempting to do what is best in our national interest. I presume
right off the bat that the Japanese are quite competent to define
what is in their own best interest.

I think it also important for us to recognize that once we are
willing to use market access as a means of opening that market,
then we have many levers. But because of the depth of this trade
deficit today, I think it is also imperative to realize, is that any ad-
justment in practices between our two countries is going to neces-
sarily involve a degree of pain here in the United States. I think it
is unavoidable. The only consolation we can have, it will be less
painful 'now rather than later.

Senator BAUCUS. Thank you.
Senator Rockefeller.
Senator ROCKEFELLER. Thank you, Mr. Chairman.
I guess I would direct this at Dr. Lawrence. We discussed this

somewhat yesterday, and the question is how one gets to the Japa-
nese in terms of getting them to make changes which are clearly
not in their interest unless they see that it really is in their inter-
est because of some action we might take. In a sense, it is ironic
because the large size of our market has been our greatest barrier
to overcoming our own lack of skills at exporting. But it is a tool,
the ultimate tool.

Now you can criticize the Semiconductor Agreement, which has
generated a lot of heat in Japan, but it has worked basically. It
started off slowly, but it has basically worked. You may disagree,
but it has worked more than anything else has.

My question is two-fold. There is no way you can talk about
using the leverage of our market without talking about putting up
barriers which turns into protectionism and there is no way to
clothe that i fine gowns; and we do not want to do that. But in a
sense you are all saying we have to.

And then there is a second question. That is, we talked yesterday
about polls and the Japanese young people who are very upset with
us. We are very upset with them. Rising tension. Two great coun-
tries with enormous bilateral interests that coincide, in fact, and
yet on the issue of trade and openness we both engender terrible
feelings. The question is: Do you think that we are in a period
where bad feelings are inevitable and necessary to the creation of a
new, but realistic, relationship and that, therefore, we should not
worry about a temporary bad relationship-a lot of flack going
back and forth across the ocean and genuinely bad feelings-be-
cause we are not, in fact, going to give up the cultural relationship,
the business relationships, the security relationships?

That is, we really shouldn't worry even as our bilateral relation-
ships appears to be substantially weakening. There is no other way
we can get to a more realistic relationship. You understand what I
am saying.

Dr. LAWRENCE. Well, on the first point-on using the market-
quite frankly I don't think we use, when we do use our market, I
do not think we use it in the right way at all. If you look at the
semiconductor agreement, what we do with Japan is we ask them,
please, to kindly voluntarily restrain their exports to us, but we do
not mind what price they charge.
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So what happens is, they restrict the quantity and they rip us off
on the price. That is the story with steel quotas. That is the story
with auto quotas. That is the story with semiconductors. If we
really are going to use our market as an effective tool, I think actu-
ally we should have followed our own trade laws, the letter of those
or the spirit of those, and when we find that there is dumping in
our market, when we find there is selling below cost, when we
want to use our market for any purpose at all, it is tariffs. We have
to use tariffs, not quotas, when we use our market. Let me just
state that.

The second point is, I think you make a very good point about
the bad feelings and the frictions. If you are getting into serious
negotiations there are goir'g to be winners and losers. There is no
way you are going to overcome these frictions. I think that the
search for a quick and easy fix, be it a free trade area or some
magic number for the trade deficit, some way of avoiding getting
into the nitty-gritty of the structural problems sector by sector is
an illusion.

I think there is no alternatives but to get down and to talk sub-
stance sector by sector. I know it is painful. I personally believe
that in numerous instances you can see that it has begun to show
results. I think if you look at the MOSS talks, the evidence in that
ACTEN Report indicates that our exports in the MOSS sectors
were twice as rapid as our exports generally. If you look at tobacco,
if you look at other areas, I think you have seen that in fact there
has been success.

So I would advocate looking at the details and I would not try to
avoid friction at all. I think friction is going to be inevitable and,
indeed, it is likely to grow. The more meaningful the results are,
and the greater the potential the results from the negotiations.

Senator ROCKEFELLER. Pat.
Dr. CHOATE. Well, I would have two comments, basically. The

first is is the way we have conducted trade policy in the past
should not be considered the standard on how we should conduct
trade policy in the future. I would note that in this process of ad-
justment that is going to happen, in some way I think we have to
recognize that we have had a relationship that is essentially un-
equal and nonreciprocal. And in developing a much more mature
relationship with the Japanese in modernizing this relationship, we
must simply assume that there are going to be frictions and that
there is going to be paid and there is, in effect, going to be a lot of
bullying of both sides as this goes forward in time.

But it is essential that we establish the equal and reciprocal rela-
tionships. And the challenge is to do it sooner rather thahi later.

Senator ROCKEFELLER. My time has passed. Senator Chafee, do
you have opening comments or questions?

Senator CHAFEE. I just have a couple of questions if I might, Mr.
Chairman. Thank you.

It seems to me that if the Japanese are saving more than we are
and if they are out producing us or building a better mouse trap,
that is fine. That is life. I have not supported the steel quotas or
the VRA's as far as the automobiles go and so forth.

But what do you say about conditions that are truly restrictive in
their markets to the entry of U.S. goods where U.S. goods are
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clearly competitive or even superior. For example, when you talk
with our major engineering firms and building construction compa-
nies, it annoys them considerably that the Japanese construction
companies are building some public works in this country-coming
in, bidding, getting the jobs, and building them.

Yet, somebody like Fluor, or whoever it might be, Bechtel, goes
to Japan and seeks to bid: first they have to be licensed to bid and
then there are all kinds of obstacles put into their bidding. Now
what do we say to that? Do we just accept that as one of these diffi-
culties that we have with an ally? What do we do? Dr. Choate.

Dr. CHOATE. I think that what we should do is find ways to re-
taliate. What we must demand is reciprocity and in doing that
what we in fact must say, that there is a very real difference be-
tween closing the U.S. market as a means to open another market
and closing the U.S. market for sure protectionism. The first will
expand trade ultimately; the latter will contract trade.

I think the other thing that we have to--
Senator CHAFEE. Well, isn't that what Super 301 is all about?
Dr. CHOATE. Yes. You know, I think that Super 301 is very appro-

priate in that. It should be very hardly administered. But when one
takes a look, for example, in other societies when one takes a look
for example inside Japan is what one suddenly sees is a power
structure that is set up in a triad, where on one side of the power
structure you will have the bureaucrats who control the agencies,
you have the Japanese diet which have a major hand in controlling
the bureaucrat, and then you have business interests that provide
the money into the LDP and, in effect, putting in something in the
neighborhood of 15 billion yen per election cycle. And so suddenly
what you have is a system that is balanced off in paralysis and
simply cannot react unless it has outside pressure upon it.

And so it brings us back to the point that the only way that we
will be able to get our firms into those markets is to bring that out-
side pressure and apply it firmly, fairly, consistently, and if need
be, for the long term.

Senator CHAFEE. Okay. Now, what do you say? I cannot read the
name there.

Dr. DORNBUSCH. Dr. Dornbusch.
Senator CHAFEE. Dr. Dornbusch, yes.
Dr. DORNBUSCH. I would like to say that we certainly should use

the access to the U.S. market as the stick, but it could really be a
big mistake to get into arguments about the Japanese on every
single item that is restricted because we have no idea how our
goods are kept out.

If General Douglas MacArthur did not get it right, now it is too
late. We should phrase our policy by saying, this is the growth rate
of U.S. value to be shipped to Japan and if you do not want it, then
we have a tariff. And you can arrange for the shipment. Your
firms can, anyone can. We do not care what it is, but this is the
growth rate.

The current strategy of saying we really do not like how you use
the land in downtown Tokyo, you ought to have more supermar-
kets, and we want an amendment to your antitrust laws, we would
not accept here; they cannot possibly accept there. It is not going to
happen and it just is totally counterproductive.
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Senator CHAFEE. Well, I do not think anybody argues with that. I
must say, it seems to me it is rather odd, us lecturing the Japanese
that they must spend more on their infrastructure. That is a cava-
lier attitude, it seems to me, for us to be telling them to do that.

Dr. Dornbusch seemed to be saying that if the trade is consider-
ably imbalanced we should lecture them in that point. But it seems
to me you have to take the specific items. If we build a better satel-
lite or computer or whatever it might be, then we have a legiti-
mate case. But I do not see how we can just go around complaining
that they are selling us more than we are selling to them.

I notice that we do not complain that Australia buys more from
us than we do from them. That is not a grounds for complaint. So
how can it work the other way around. Do you agree with that, Dr.
Lawrence?

Dr. LAWRENCE. Yes, I agree with you, Senator. You see, it may
satisfy some people to turn around to the Japanese and to say,
look, you just have to import a certain volume of goods and you
can decide what they are. But I wonder if it turned out that the
Japanese decided that the firms who imported those goods into
Japan were not American firms, not even foreign firms, but rather
the foreign affiliates of Japanese firms, would we really be happy?
Would we really find, even if mechanically the trade deficit turned
around, we were in a situation that we would find satisfactory?

Now I think it would be better for American workers and work-
ers employed by those Japanese. That is true. But I do not think
we would look at a Japan that was meeting those aggregate import
numbers, but through imports from Japanese subsidiaries around
the world and find that a satisfactory Japan.

I also do not think Japanese consumers would find that a satis-
factory Japan because they would realize that their trade was still
being controlled by these few companies, that prices of the prod-
ucts in Japan were still being controlled. So I do not really see that
by moving to say, you know, there is a simple solution with a few
numbers that we are going to impose on the Japanese, we are
really going to achieve the kind of contestable open markets that
are in the long run benefit of American exporters and Japanese
consumers.

That is the ultimate objective.
Senator CHAFEE. My time is up here. So a quick question, does

everybody approve of Super 301? Dr. Preeg.
Dr. PREEG. Well, Super 301--
Senator CHAFEE. Yes or no.
Dr. PREEG. As an ultimate weapon, yes.
Senator CHAFEE. All right. Thank you.
Senator BAUCUS. Senator Heinz.
Senator HEINZ. Mr. Chairman, thank you. I do have a question

for Dr. Preeg. Dr. Preeg, I understood you to say that you agreed
that the relationship with Japan is unequal and nonreciprocal cur-
rently. Would you agree with that?

Dr. PREEG. I would agree particularly in certain high tech sectors
in terms of access to market. There is no question that U.S. firms
do not have the kind of access that Japanese firms have here in
this country.

28-712 - 90 - 3
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Senator HEINZ. But you and Dr. Dornbusch would disagree with
the method of doing something about it; is that right?

Dr. PREEG. I would say yes in a couple of respects. First-it has
come up once or twice-but I certainly would like to reiterate that
there is a distinction between adjusting the huge unsustainable
overall imbalance in our trade bilaterally or multilaterally. That
has to be mainly macro-policy adjustment. We have our part to do
in restraining consumption, getting more of our resources into ex-
ports, et cetera. That is going to be the bulk of the answer to get-
ting our trade back in balance.

The other distinct objective, although it is supported to an
extent, is going after specific industry, specific practices in Japan
that keep our firms from having equal access, either exporting or
investing. I think the engineering construction sector that was just
mentioned by Senator Chafee is an ideal example of where we need
to press Japan at every step and in every way to make sure our
companies do get improved and ultimately equal access.

Now that will help-our trade balance to some extent. But it is a
more qualitative and targeted approach and it is not by any means
the overall solution to the trade imbalance.

Senator HEINZ. When you say macro-policy adjustment, I assume
what you mean is, the dollar should go a lot lower.

Dr. PREEG. It probably should, in my view, -although it is very
harl to project. The first thing we have to make sure is that our
own economy can restrain consumption enough so we have that
$100 billion or $150 billion of resources to shift into exports. Then
we have to have the mechanisms or the incentives to push them
into exports. That can affect interest rates and exchange rates also.

Senator HEINZ. There is a lot of evidence-and I will not take
the time of the Committee to quote it, I am sure you are familiar
with it-that shows that when the dollar did get down to 120 yen
and stayed there for quite awhile, and where the dollar was much
weaker in other currencies, we had a real export surge, even to the
debt burdened LDC's. We had an export surge to the EC.

But with respect to Japan, very little happened. Very little hap-
pened. Our experience has been echoed many times over by many
of Japan's neighbors, such as Korea, who also have a very difficult
time doing business in Japan. Do you have a comment on that, Dr.
Preeg?

Dr. PREEG. Very briefly because I think Dr. Lawrence probably,
if he might, would have more to say. The imbalance remains. In
certain areas we have restrained. I mean we have made some in
roads. But the bilateral trade balance certainly has not gone done
comparably with Japan as with the rest of the world.

Dr. LAWRENCE. Senator, I think one has to distinguish between
the overall trade deficit and what has happened to our exports as a
result of the exchange rate change. It is true, the overall trade defi-
cit with Japan has come down only slightly-from about $52 billion
to now about $45 billion in the recent numbers.

However, if we look at what happened in the Japanese market
place, it is simply untrue to say that our exports did not surge. The
volume of manufactured exports into Japan in the first quarter of
1989 was 100 percent higher than it was 4 years earlier in 1985.

Senator HEINz. Low base.
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Dr. LAWRENCE. That is true. But the issue here is: Is the market
sensitive to exchange rate changes? Do the Japanese respond at
the margin--

Senator HEINZ. No, that is not the issue. That is not the issue.
Dr. LAWRENCE. Well, I believe--
Senator HEINZ. No, no. To you that is the issue. To Dr. Preeg the

issue is: Can macroeconomic forces redress the unequal balance of
trade? That is the question. That is the issue. We are not asking
the question: Are exchange rates irrelevant? Of course, they are
not irrelevant. The question is: Do they have enough power, given
the structure of the Japanese economy?

I see Dr. Choate has a comment he would like to make.
Dr. CHOATE. Yes, I do. I think that in dealing with the Japanese

economy that it is necessary to look at it in a rather classic sense
as one would in political economy and focusing increasingly on the
political side of it rather than the classic macroeconomic side of it.
Macroeconomics can go so far. But beyond that what we are deal-
ing with are the political dimensions of economics.

That ultimately is what is going to determine it. Because what
we have is a political structural that emphasizes cartels and a dif-
ferent form of organizational structure in a society that has a dif-
ferent set of objectives that is essentially focused on global market
shares. And unless we deal with the political dimensions of the
issue, we can play with the macroeconomics all we wish and we
will have no results as we have seen over the past 5 years.

Senator HEINZ. As I interpreted your remarks, over the past 17
years.

Dr. CHOATE. I would even go maybe in the past 40 years.
Senator HEINZ. My time has expired.
Senator BAUCUS. Thank you, Senator.
Senator Bradley.
Senator BRADLEY. Thank you very much. Mr. Chairman, let me

pose the question not in terms of protection or free trade because
those are highly charged words, but in terms of unilateralism
versus multilateralism.

I would like to know if a bilateral imbalance with a country is
something that people should be concerned about if the multilater-
al balance is not alarming? Dr. Preeg?

Dr. PREEG. No. Clearly the multilateral balance is what counts. I
would say it is not just the trade balance, but the broader current
account balance. The target should be multilateral balance and
that would be a combination of surpluses and deficits on various
bilateral accounts.

Senator BRADLEY. Dr. Lawrence.
Dr. LAWRENCE. I would agree with that. Indeed, if you start to

set targets for bilateral trade imbalances you are going to lead
Japan to distort its trading patterns in a way that severely threat-
ens the multilateral trading system.

Senator BRADLEY. Dr. Choate.
Dr. CHOATE. In principle I agree with that.
Senator BRADLEY. Which is a better indicator of trade barriers?
Dr. LAWRENCE. I would suggest that neither tells you anything

about trade barriers. If you look at West Germany, which I think,
with the exception of its telecommunications market, people would
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say that is a very open market. That economy has a gigantic trade
surplus, one that is twice the ratio of GNP than Japan does. There-
fore, it runs huge bilateral trade surpluses with its European trad-
ing partners.

And we know, although there are some barriers there, it is a
very open market. So it does not tell you anything. In my judg-
ment, the kind of evidence you have to look at are things like price
behavior. Look at what happens to prices in Japan for the same
products and compare that to prices elsewhere around the world. If
those prices behave very differently then there is a prima facie
case to say that something is preventing people from buying where
it is cheap and selling where it is high.

So I do not think that bilateral balances tehl you anything about
barriers. They tell you-multilateral balances tell you a lot more
about saving and investment behavior.

Senator BRADLEY. Could each of you tell me what you think is
the connection between the U.S. budget deficit and the U.S. trade
deficit?

Dr. PREEG. There is a connection in that until we reduce our
overall consumption so that we can free up th resources to shift
into net exports, we are not going to be able to reduce our trade
imbalance. That was a problem in late 1988, early 1989. We were
making progress in reducing our trade deficit but then we ran up
against a full employment situation. There were no resources to
switch. And certainly the public sector bears a good part of the
blame, I would say, the major burden at this stage, to bring its ac-
counts back into balance. This is certainly a prerequisite to really
bringing our trade deficit down substantially.

Senator BRADLEY. Dr. Lawrence.
Dr. LAWRENCE. I think historically the emergence of a large

fiscal deficit and the associated decline in our national saving rate
was the major factor in giving us these trade deficits. I think if we
are going to turn them around, turning that fiscal position around
is essential in order to release the resources required in order to
generate the exports and substitute for imports that we require.

Senator-BRADLEY. Dr. Choate.
Dr. CHOATE. I would say it is major and significant, but not the

only contributing factor. I would say reducing the Federal budget
deficit is a necessary, but an insufficient condition, for reducing our
trade deficit.

Senator BRADLEY. How inuch of the trade deficit with Japan
would you attribute to trade barriers and how much to macroeco-
nomic policy? Dr. Preeg.

Dr. PREEG. Well, I do not think anyone can put a precise figure
on it. But I would say the major-and then again I am going back
to not just the bilateral imbalance but the fact that Japan has a
huge surplus projected to rise next year and our deficit, moving the
other direction-that the large majority of it Would be on the
macro rather than on the trade policy dimension of the equation.

Senator BRADLEY. What percent?
Dr. PREEG. As I say, I have not seen reliable estimates. People

talk about 10 percent. Perhaps some would go somewhat higher.
But I would say it would probably be in the range of the 10 percent
rather than higher.
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Senator BRADLEY. Due to trade barriers?
Dr. PREEG. Due to trade barriers, that if barriers were removed

they would--
Senator BRADLEY. And the rest due to macroeconomics?
Dr. PREEG. The rest to the basic economics of the--
Senator BRADLEY. Dr. Lawrence, do you want to venture into

these waters?
Dr. LAWRENCE. We'l, I think it is impossible to answer the ques-

tion. To a first approximation, I do not think there is a rigid rela-
tionship that any analytical model will give you between trade bar-
riers and the trade deficit. So I would not like to venture an
answer.

Senator BRADLEY. Dr. Choate.
Dr. CHOATE. In the mid-1980's the Commerce Department did

some rough calculations taking items that were roughly commod-
ities and they came up with a short list, somewhere in the neigh-
borhood of $17 billion to $20 billion. I would dare say if we would
calculate on a product-by-product line, do a cost comparison to try
to go to commodities it would probably be that or more. It is a sig-
nificant amount. The market is closed.

Senator BRADLEY. So you say what percent?
Dr. CHOATE. I can give you those numbers which constitutes 40

percent of the deficit.
Senator BRADLEY. Ten to 40 percent then is the range?
Dr. CHOATE. But what I am also saying is, that what is signifi-

cant is that the Commerce Department and the U.S. Government
has not and does not regularly make those calculations on a prod-
uct-by-product line.

Dr. LAWRENCE. But if I could just comment. If Japan imported
those $17 billion that would not be the end of the story, would it,
Pat?

Dr. CHOATE. No.
Dr. LAWRENCE. I mean, we would believe that what would

happen after that is the yen would get weaker, Japan would tend
to export more, so surely that $17 billion is just a starting point-
the upper bound on what it could possibly do to that bilateral defi-
cit.

Dr. CHOATE. Maybe the yen would not get weaker. They seem to
have a very good ability to manage that. So I would not necessarily
make that assumption. Particularly when you are dealing with
marginal amounts such as that and an economy of that size.

Senator BAUCUS. I would like to follow up a little bit on how
many of the items on the Structural Impediments list in fact are
directly related to market access in Japan. We have heard about
the distribution system which certainly by the estimate of most is
on that list-that is, does affect market access. Then we get into
anticompetitive practices in Japan-alleged anticompetitive prac-
tices under the auspices of the Fair Trade Commission in Japan
and Japanese statutes. Then we get into inflated land values in
Japan, stock market values, et cetera. There are all kinds of mutu-
ally exclusive business arrangements such as the keiretsu and ver-
tical integration. I do not have a full list in front of me. But I am
certain ,some of you have.
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It seems to me-and I would like your reaction- that despite
what some of the witnesses have said-I think Dr. Dornbusch was
one, maybe you, Dr. Lawrence, too-that even land values affect
market access of American products in Japan and also the inflated
stock market affects market access of American products in Japan.
The keiretsu certainly does. Other exclusionary practices do.

I tend to think that they do for different reasons. Let's take the
market value. It seems to me that if it is true that Japanese land
values are four times the total market value of the U.S. real
estate-I have seen nobody dispute that. Maybe one of you panel-
ists can and do-that is an opportunity, for landholders, property
owners, and stockowners-those who hold securities-to borrow
against those overinflated values. It gives them additional market
power that American companies do not have in this country.

That additional market power, even if it does not deny access to
American products, is in a certain sense unfair because it gives
those companies additional market power vis-a-vis the American
companies that they are competing with. This also seems to be true
for the other exclusionary practices-the anti-competitive and the
keiretsu vertical integration, et cetera.

So, is it true that these practices that are on the SII list do affect
market access in Japan or do they not affect market access in
Japan? Let me start with Dr. Choate and go down the line.

Dr. CHOATE. Well, I do think they affect market access in Japan.
That is one of the reasons why they were created in the first place.

The second issue, though, that I think that we have to say is it
reasonable for us to ask them to change those processes.

Senator BAUCUS. That is the next question I was going to ask.
Dr. CHOATE. And in my mind, the answer to that is no. For ex-

ample, the distribution system is a way by which the Japanese
maintain a low unemployment rate. In effect, if we are asking
them to change the distribution system, we are saying to them,
double or triple your unemployment rate. Politically, what is the
possibility of that? I think it is very small in a reasonable period of
time.

We talked to them on the Fair Trade Commission. The Fair
Trade Commission was something that was put into Japan during
the occupation. It was imposed upon that particular system. The
Fair Trade Commission has a long history of finding anticompeti-
tive practices and then having a benign enforcement of those par-
ticular practices.

On the question of the keiretsu, it is a long established operation
coming out of the Zibotsu. It is a mutation of reform of organiza-
tion that the Japanese have had for a great deal of time. The Japa-
nese, I contend, are not fair. The Japanese are simply operating as
the Japanese operate.

The question is: If we wish a different set of behaviors, then
what must we do here in the context of the relationship?

Senator BAUCUS. So you are saying it is proper for us to ask
Japan to dismantle those anticompetitive--

Dr. CHOATE. No. I do not think it is proper for us to ask them to
change their society and culture and organizational structure. I
think it is very proper for us to say what kind of bottom line re-
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suits that we want in this joint bilateral economic relationship.
That is reasonable.

Senator BAUCUS. But will that necessarily include Japan chang-
ing some of those practices?

Dr. CHOATE. That is their responsibility. How they do it is their
choice.

Senator BAUCUS. Okay. Dr. Lawrence. I'm sorry. My time is run-
ning up. Go ahead.

Dr. LAWRENCE. Okay.
Well, I think that there are barriers represented by these fea-

tures which have been identified. I would speak about h-ond use
rather than land values. The critical factor is that the iapanese
are misusing their land in a way that is--

Senator BAUCUS. Right.
Dr. LAWRENCE. I mean wasting it on growing things and so on. I

think we--
Senator BAUCUS. Intentionally by some at the top.
Dr. LAWRENCE. Yes. But I have a different philosophy. You see, I

think in an interdependent world economy it is impossible to
simply say, what you do is fine and what we do is fine. Because I
think--

Senator BAUCUS. That is the question I am getting at.
Dr. LAWRENCE. Exactly. If you have a vision-and I do-that at

some point in the future, 20 years down the road, what we want is
not simply a single European economy, but a single world economy,
then we have to learn how to adjust the structural friction points
that occur across economies. I do not see any substitute. Just as I
welcome the Japanese telling us what they find difficult about our
society; I think we have to tell them what we find difficult about
theirs.

Senator BAUCUS. My time is expiring-here. Just briefly, though,
what should our position be on these talks? What should that mu-
tually agreed upon goal be?

Dr. LAWRENCE. I think it should be to set a vision for a single,
integrated marketplace sometime in the future, to ask what con-
crete steps are required to achieve that, to establish that blueprint
and then to negotiate over it.

Senator BAUCUS. Based upon free trade and competitive, nonex-
clusionary free market principles?

Dr. LAWRENCE. I believe that that is what we should be trying to
persuade them.

Senator BAUCUS. Okay. Dr. Preeg, do you have a view?
Dr. PREEG. Just very briefly. I think all of these are legitimate

issues of negotiations on the agenda. We should put a particular
focus, however, on access to their market for our companies, rather
than on the cultural and the more traditional aspects of these poli-
cies. They have made commitments in the GATT, in the OECD and
to us elsewhere that we would have access.

Senator BAUCUS. Okay. Very briefly. My time is expired. I want
to give others a brief amount of time.

Let's assume that they keep the land values and overinflated
stock market and all these other practices which some say is not
market access, but do have the effect of very definitely damaging
American companies in other markets around the world, whether
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it is the United States or other countries. Are those off limits are
should they be addressed?

Dr. PREEG. They should be addressed and Japan should change.
Senator BAUCUS. In this forum, in the SI?
Dr. PREEG. This should be out front, very forcefully. At the same

time in the GATT or wherever else they have made their commit-
ments and they do need to change.

Senator BAUCUS. But in the SII you believe those should be ad-
dressed?

Dr. PREEG. Definitely, yes.
Senator BAUCUS. Okay. My time has expired.
Senator Rockefeller.
Senator ROCKEFELLER. Morita and Ishihara wrote a book which

has not been legally translated into English. It is interesting be-
cause it is a book that one would expect. Morita has been saying
these things to us in English for many years. Ishihara is a different
person. One can argue whether Morita should have associated him-
self with Ishihara. But, nevertheless, the book is being treated as a
great shock, although I am not sure what kind of a shock it really
is.

I mean it is a rather natural book for some Japan ese to have
written. I want to get back to this question of how far can you push
Japan without doing damage to the L'nderlying relationship. One
can argue, in fact, that the Japanese have been responsive on a
number of issues-on its sales tax, and removing commodity taxes,
on public works, the pressure to consume more, save less, spend
more within their own country, leisure time, overseas development
assistance has surpassed our own.

One can say they have shown a good deal more courage, in fact,
on internal financial movement than have we in this country who
are traumatized by one person's lips. They deserve credit for that.

On the other hand, we still have the $55 billion bilateral trade
deficit, and something has to be done. And face it or not, even if we
were solving trade problems with other countries, which we are
not, the Japanese would be a special case, simply because here are
the two of us competing to be number one. We have been; they
want to be. There is just so much emotion wrapped up into it that
friction is unavoidable. Now my question is: You have all previous-
ly said that denying them our market is the r. Lily way that you
really see them changing, in spite of some drabic changes which I
have suggested they have already made.

Also, you agreed, and others did yesterday, that even if markets
were open to our total pleasure, what we wanted, it might reduce
the trade deficit only between 10 and 15 percent, maybe 20 percent.
So then we are concluding logically, are we not, that market open-
ing through denying our markets or other tools really is not going
to make a significant difference and that we are saying that Amer-
ican patterns of behavior may be substantially more important
than market opening in Japan.

I am rather surprised to hear myself say that, but I think it is an
interesting question and I would be interested in your views.

Dr. CHOATE. Overall it will. In our total trade balance it is much
more important than opening the markets in Japan. But it seems
to me that the question that we must ask ourselves is: Is there an
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internal dynamic inside Japan to upset the harmony with inside
their own system for our benefit? I do not see that.

It would seem to me that the only way that we are going to be
able to persuade the Japanese to buy more American products-
and that is, after all, the purchase of SII in the final analysis-is
that we must concentrate on specific measurable results and time
tables, rather than demanding processes or in somehow or another
inducing the Japanese to adopt an Anglo-American free trade per-
spective and model.

Senator ROCKEFELLER. So you are saying that it is the principle
of access which is more important than the numbers? It is the prin-
ciple of fair trade more than the results of fair trade? Because you
appear to have agreed that the results of fair trade will be mini-
mal.

Dr. CHOATE. It is, I think, both the principal of access and also
the amounts that are taken. It is the principal of reciprocity and it
is also the amounts of goods that are taken. It is both.

Dr. LAWRENCE. I think that if you view the trade deficit as the
problem and the trade balance as the problem, that a more open
Japanese market will do very little to change that picture. So the
description that you gave, which is that even if we were free to sell
there, would we still have substantially the same sized trade deficit
in the aggregate and bilaterally, my sense is broadly, yes, probably
we would.

Senator ROCKEFELLER. Does that mean therefore that it's worth
doing?

Dr. LAWRENCE. No, there I would disagree. Because I do think
there is a question of trying to ensure that the two of us can actu-
ally have a stable trading relationship. I think that as long as
there is this asymmetry or perceived unfairness in the relationship,
as long as there are these major structural difficulties for the U.S.
firms in selling in Japan, the whole relationship has been called
into question.

So I think it is really that. It is a political dimension.
Senator ROCKEFELLER. I have to follow up on that, Mr. Chairman.

I understand your point. But it seems to be not a strong one, in the
sense that what we are doing has to be based on the trading aspect
of our overall bilateral relationship because that is the part which
is uncomfortable and which certainly gathers such attention. You
say that even with full access the trade results, the exporting re-
sults, in the United States are probably not very great. But we still
have this fascination on penetration and opening up markets, on
redoing the distribution system.

So it is really the principle. It is our souls that we are talking
about, more than our boat loads of goods.

Dr. LAWRENCE. I do not want to say-see, I think you have ex-
pressed the whole thing in quantitative terms. You have expressed
it in terms of the dimension of the trade deficit and imbalance. I
think where it would make a major difference is in prices-in
prices in Japan. I think that this SII's major thrust is making the
Japanese better off. I genuinely believe that.

I look at the costs that Japanese consumers pay for food and for
other products and I think Japan is a wonderful country when it
comes to production. They are very efficient. But when it comes to
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delivering a living standard for its citizens, I think it has done very
poorly. I think that is a major thrust of SII. So I think it would
make a major difference, actually, to the Japanese.

Senator ROCKEFELLER. But Pat, you see, is saying that should not
be our business. We are not trying to tell them how to redo their
society.

My time is up.
Senator BRADLEY. Senator Heinz.
Senator HEINZ. Thank you, Mr. Chairman.
I find it interesting that nobody has yet addressed what you

might call the micro consequences of the bilateral trade relation-
ship that Japan has with us and so many others. The consequences
that some of us see are the kind of irreparable harm to critical in-
dustries, some of which has no, been exactly by accident. Nobody
denies that Japan has long had a practice of industrial targeting,
nor that HDTV is a good current example of it.

Any comment on that?
Dr. CHOATE. Yes, I would comment. That Japan, much like a

spotlight moving across the landscape has picked off one specific
industry after another. There is a common practice in how it is
done. It begins with farming and production cartel at home, con-
trolling the market, doubling the prices. In effect, taking advantage
of Japanese consumers, taking the monopoly profit, using that to
engage in and the TAC upon industry off shore, dumping of specific
products in cases paying kickbacks to foreign importers engaging
in a massive political campaign to undermine any criticism of their
activities to consolidate the industry then use that as a base to leap
forward to other industries.

Senator HEINZ. Dr. Lawrence, Dr. Preeg, do you disagree with
that assessment?

Dr. LAWRENCE. Well, I think it is very exaggerated.
Senator HEINZ. Well, but is it fundamentally correct?
Dr. LAWRENCE. I think that there has been a process of nurtur-

ing industries and that the protection given from the domestic
market has in some cases helped them.

Senator HEINZ. So the answer is yes, but it is not as bad as he
says it is?

Dr. LAWRENCE. I think that is right.
Senator HEINZ. Yes. Dr. Preeg.
Dr. PREEG.' Clearly some segments of high tech industry*in

Japan, also in Europe, and we talk about it here, are being nur-
tured-if that is the word. It should be stronger than that. We need
to have a policy response.

Senator HEINZ. Okay. All right. You know, there is a range of
agreement here. Some see it blacker; some see it a little less black.
But you all agree, that Japan is playing a different game than they
are supposed to under the rules.

Now how many of you would say that Japan does, in fact, oper-
ate like a normal free market, capitalist economy? Dr. Choate, you
would say that they do not--

Dr. CHOATE. Absolutely.
Senator HEINZ [continuing]. Operate normally.
Dr. Lawrence.
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Dr. LAWRENCE. Well, I think they do deviate. But, you mentioned
the rules--

Senator HEINZ. Okay. I want to get to another question.
Dr. LAWRENCE. Okay.
Senator HEINZ. Dr. Preeg.
Dr. PREEG. I think it is a mixture and it is moving, however

slowly, in the right direction toward a more market oriented econo-
my.

Senator HEINZ. Okay. Let's assume for the moment that it is not
moving in that direction. Let's assume that it is more like Dr.
Choate's analysis. Let's assume, in fact, that Karel von Wolferen is
more right than wrong when he says in effect that what you have
is a system that is geared to producing the maximum amount of
unconstrained economic power, period. That is what it is all about.

Now if that were the case, if we could prove beyond any question
that that is the way the relationship between the Diet and the bu-
reaucracy and the industry that all the bureaucrats go into after
they reach their early retirement age, if that was the fact, Dr.
Preeg and Dr. Lawrence, what would you tell us to do as policy
makers? What would you advise?

Dr. LAWRENCE. I think this is exactly where the issue of dumping
comes in. I think this is precisely what--

Senator HEINZ. We have tried--
Dr. LAWRENCE. I would question whether we have applied our

own rules. I think what we have done is we have given quotas. So
what we have allowed the Japanese to do is to charge us high
prices for our steel and to earn high profits.

Senator HEINZ. I was here for that earlier.
Dr. LAWRENCE. So what I would do, where I found evidence of

the practices that you described, is to put--
Senator HEINZ. But that is not my question. Suppose you con-

cluded that that is the pervasive pattern, the pervasive pattern,
and that yes, you could file 10,000 suits, petitions on dumping, on
subsidies, on unfair trade practices, but that is unrealistic. I mean,
if you really came to the conclusion, not that they were guilty here
and guilty there, but that they have an economy totally committed,
a system that feeds off of more economic power without any con-
straint, that does not really buy into the concept of the GATT,
which is that somehow nobody should get too far out of line, other-
wise the entire system comes to a halt. What would you do?

Dr. Preeg, maybe you want to take a crack at it.
Dr. PREEG. I think if that were the case--
Senator HEINZ. And this is a hypothetical question. I want to em-

phasize that.
Dr. PREEG. If that were the case, it would be primarily a central-

ly controlled economy like the Soviet Union. We are not letting the
Soviet Union into the GATT and we should keep all our options
open to put quotas or whatever other responses we would have
against a nonmarket economy.

Senator HEINZ. I am not quite sure what your answer is. What
would we do?

Dr. PREEG. That if it were truly a nonmarket economy--
Senator HEINZ. I didn't say it was nonrnarket-I said it is a dif-

ferent--
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Dr. PREEG. Well, different in that the other forces override
market conditions in a pervasive, predominant way, it is a totally
different trading relationship. Then we would have to have a much
more forceful, more flexible response in putting on quotas or what-
ever other restrictions we felt were necessary if the other side is
not following the GATT or market-oriented trading practices.

Senator HEINZ. I think my time has expired.
Senator BAUCUS. Senator Bradley.
Senator BRADLEY. Yes, thank you, Mr. Chairman.
In the last 2 years, have exports from other countries to Japan

increased, do you know?
Dr. LAWRENCE. Yes.
Senator BRADLEY. By how much?
Dr. LAWRENCE. Well, in 1985 Japan-actually, just to give you a

number over the year of 1988 to 1987, it was up 15.6 percent.
Senator BRADLEY. From what country?
Dr. LAWRENCE. Well, these are very broad.
Senator BRADLEY. Worldwide?
Dr. LAWRENCE. Worldwide.
Senator BRADLEY. And the U.S. import increase has been how

much?
Dr. LAWRENCE. Over that period in 1988-I just want to make

sure I am getting the right numbers-it looked like 7.2.
Senator BRADLEY. 7.2 percent. So that U.S. exports to Japan have

increased less than the overall worldwide exports to Japan?
Dr. LAWRENCE. Well, but it is very sensitive to the period. There

are other periods-in fact--
Senator BRADLEY. You used the 4 year period earlier where there

was a 100-percent increase.
Dr. LAWRENCE. Yes. I do not have those numbers off the top of

my head, Senator.
Senator BRADLEY. Okay.
I want to ask the question because earlier one of the panelists,

Professor Dornbusch, suggested we request a 15-percent increase in
the value of U.S. exports to Japan. If that increase is not attained,
we should hit them with a surtax. And someone later pointed out,
15% was a low number compared to your comment that there had
been a 100-percent increase but that that started from a low base.

My question then would be: Well, a 15 percent increase from a
low base is not really asking too much; is it?

Dr. LAWRENCE. No. In fact, that is what they have achieved.
They have more than achieved. Professor Dornbusch in a paper
where he advocated this pointed out that in fact Japanese imports
from the United States have more than achieved his advocated
target over the last 4 years.

Senator BRADLEY. Do you have any comment, Dr. Choate, on
that?

Dr. CHOATE. I think your point about the low base is the relevant
point. I think there is also the question--

Senator BRADLEY. But I mean, does anyone want to comment on
the approach that says, you have to increase your U.S. imports by
"X" amount or there will be a surcharge?

Dr. PREEG. I just want to say that I think the right approach, the
right target, should be on a multilateral basis. Certainly the Japa-
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nese surplus has to come down, but the measure should be multi-
lateral, not bilateral.

Dr. LAWRENCE. And I do not favor imposing arbitrary quantita-
tive numbers on Japan.

Senator BRADLEY. Okay. Dr. Choate.
Dr. CHOATE. We bill this as a special relationship with Japan.

That would seem to me to speak toward special responsibilities on
the part of the Japanese to the United States, given the role that
we have played in protecting them in the foreign policy community
and in military.

It seems to me that an integral part of this must be one of deter-
mining how we are going to integrate the whole of our policies to-
wards Japan and not simply bifurcate them in to trade versus the
balance of policies.

Senator BRADLEY. Right.
So are you saying if we did not have any defense forces in Japan

then we would not have a basis for arguing that they increase their
imports?

Dr. CHOATE. No. I mean the basis that we argue their imports is
on the basis of what we take of their market. The question I think
that we would argue with them on is the basis of the totality of the
expenditures that we make to them and say to them, what is their
reciprocal responsibility to us.

Senator BRADLEY. But let's assume we do not have any defense
relationship.

Dr. CHOATE. Fine.
Senator BRADLEY. They still produce more goods than we want

and we produce less goods that they want.
Dr. CHOATE. Then in that case what we do is we talk about what

should be the bottom line results between our two economies, par-
ticularly as long as Japan operates with a very different set of eco-
nomic principles and competitive practices.

Senator BRADLEY. So all policy considerations aside, when it
comes down to it, you support the idea of managed trade with
Japan, with very specific quantitative targets, with retaliation on
both sides if those are not met.

Dr. CHOATE. I would talk about managing the whole of the rela-
tionship-imports, exports, investments and competition in third
markets.

Senator BRADLEY. Competition in third markets?
Dr. CHOATE. As we saw in the semiconductor accord, one of the

things that happened is we saw dumping of semiconductors in
third markets which was a means to undercut the American manu-
facturers.

Sertor BRADLEY. How would you--
Dr. CHOATE. There are many ways to get advantages. It is a ques-

tion that we must be sophisticated enough to deal with all of those
ways.

Senator BRADLEY. Yes. Is there a paradigm for your point in the
history of world trade?

Dr. CHOATE. As a paradigm, no. But we have never faced a cir-
cumstance such as this before either.

Senator BRADLEY. So do either of you know a paradigm of this
extent, of managed economic relationship between two nations in
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the history of world trade? I mean, was British mercantilism worse
than this?

Dr. LAWRENCE. No. I think this is clearly much more extensive.
Senator BRADLEY. Okay.
Dr. LAWRENCE. I don't even know if COMECON is the appropri-

ate paramount.
Dr. PREEG. No. We had a problem with Britain over 200 years

ago and we took--
Senator BRADLEY. Let me ask you, if what we are talking about

is increasing our so-called competitiveness, you know, as opposed to
simply trade numbers, is there anything that would increase our
competitiveness more than increasing our own productivity?

Dr. CHOATE. It seems to me that there is a dual agenda that is
required here. Obviously, we have to increase our competitiveness
and obviously that will require a package of measures that begin
from reducing the budget deficit, lowering the cost of capital, and a
whole series of other micro actions.

But I am also suggesting to you that building the best product,
with the best technology, involving the cheapest price and market-
ed and serviced with a religious fervor, all the five foundations of
first-class competitiveness, in and of itself does not guarantee suc-
cess. You have to have access to the market.
- If you can achieve it in Europe with free trade principles, then
that is the way to go. If you can achieve it in Canada with a free
trade accord, then that is the way to go. If however we are dealing
with a fundamentally different economic system operating under
different premises, then we require a different approach to that
system. The political dimension of it becomes as essential as the
economic principal.

Senator BRADLEY. Right.
Dr. Lawrence.
Dr. LAWRENCE. Well, I agree that-I think productivity- is the

most important. I would just like to comment and say that I do not
understand--

Senator BRADLEY. Could you explain-don't get into debate with
another panelist, but try to explain why productivity is the most
important aspect of international competitiveness.

Dr. LAWRENCE. Well, I think ultimately what is important for a
nation is the living standards that it can provide its citizens. That
is going to be ultimately determined by how productive your work-
ers are. It is really-if America is going to be the world's richest
nation, it has to be the world's most productive nation.

So in that sense, there is an intrinsic link between your produc-
tivity and your international competitiveness-

Senator BRADLEY. Dr. Preeg.
Dr. PREEG. I would agree and just add one thing. Productivity

today means moving forward in new technologies, both developing
and applying them. That not only has the economic consequence
you just mentioned but also has a national security consequence,
because we have to stay out front in productivity and new technol-
ogies to maintain our edge in national security as well.

Senator BRADLEY. One last question and then we are going to
close this panel off.
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Could you tell me, are any of the impediments cited in the SII
action susceptible to GATT action? I mean, can we deal with any of
these issues like the distribution system or land use in a multilat-
eral context since at least two of the three here have urged that we
deal with issues in a multilateral context?

Dr. CHOATE. Senator, we could deal with it and we could get a
finding. I think that the finding would be ignored, which is their
prerogative.

Senator BRADLEY. Would you describe how we would deal with
them, Dr. Preeg, if we were going to do it in a multilateral context?

Dr. PREEG. I think we should do it in parallel. If there are invest-
ment measures that hurt our export interests and nullify the
GATT commitments made by Japan, we can bring that case in
GATT. In the OECD, the Japanese have a commitment on the invi-
sibles code, that our engineering and construction companies
should have full access to their market. We don't. We should call
them and press them on that and use every example. I think we
should do that.

I think it not only could be more effective in just a purely eco-
nomic way, but politically it might be easier for Japan to take deci-
sions if we are pressing them both bilaterally and in the GATT and
in the OECD.

Dr. LAWRENCE. I would just add the land use question. It seems
to me that that does really boil down to, in a major way, to Japan's
agricultural policies. That is an area where I do think the GATT is
the appropriate forum, simply because we cannot exert the multi-
lateral pressures on Japan to rationalize the distribution of land
because clearly today there are subsidies being paid to farmers.
There are quota protection being given to farmers and the GATT
would be a place to deal with those issues.

Senator BRADLEY. Let me thank all three of you very much for
your testimony. I am sure that the Committee found it as interest-
ing as I did. Thank you very much.

Dr. CHOATE. Thank you. It was very stimulating.
Senator BRADLEY. Our last panel consists of Mr. Robert H. Rines,

Ph.D., J.D., president and professor of law, Franklin Pierce Law
Center, and lecturer on patents and innovation, electrical engineer-
ing department, Massachusetts Institute of Technology.

Mr. Rines, welcome to the subcommittee.
Dr. RINES. Thank you very much, Senator.
Senator BRADLEY. You may begin.

STATEMENT OF ROBERT H. RINES, PH.D., J.D., PRESIDENT AND
PROFESSOR OF LAW, FRANKLIN PIERCE LAW CENTER, AND
LECTURER ON PATENTS AND INNOVATION, ELECTRICAL ENGI-
NEERING DEPARTMENT, MASSACHUSETTS INSTITUTE OF TECH.
NOLOGY, CONCORD, MA
Dr. RINES. I would like to apologize for not having a prepared

statement in view of the shortness of time. But I would like to ask
your indulgence to be able, perhaps, to give a few introductory re-
marks over the 5 minute interval.

The area in which I have been asked to testify relates to the
question of whether Japan, in the way it administers its patent
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system, is creating a trade barrier. I think we heard a little earlier
today that there is some dispute as to whether the panacea here is
that we can sell in Japan's markets.

What about'the problem of Japan taking our technology and sell-
ing all over the world, never mind in Japan's markets. There I
would like to tell you three little stories.

I was privilegedto represent H.H. Scott, who was one of the two
pioneers in high fidelity and stereo technology. There was no such
word as stereo. I was there the night that Scott borrowed it from
physics in optics. And in the early days of stereo, indeed, you used
to have an AM station and an FM station to test whether the thing
was any good.

Mr. Scott invented a whole host of patents dealing with stereo
technology. All of a sudden we began to witness names we never
heard of from Japan-Kenwood, Panasonic, Sony-all kinds of
people invited to come to this country with their cameras and
other things and get very interested in this technology.

Gentlemen, I must remind you, that in this period from the
1950's to the early 1980's, this country was extremely hostile
through its Federal judiciary to the patent system. This country.
We even had a breaking point where two justices in Jungerson vs.
Ostby told the truth. Justice Frankfurter and Justice Jackson. They
said, while the patent office may have a passion in the United
States for granting patents, the remedy is not the equally great

passion in this court-the Supreme Court--for striking them down.
o that the only valid patent "is the one this court can't get its

hands on."
That is what those of us in the patent p cofession had to live with

from the 1950's until in the early 1980's, until in your infinite
wisdom-and it was infinite-you disenfranchised the Federal
Courts of Appeals from anything having b.o do with patents and re-
posed such in your new U.S. Court of Ap~peals for the Federal Cir-
cuit, which you staffed with patent lawyer/judges in part.

If you ever drop that responsibility our system isn't going to
work again. Because now we are excited about our system. People
trust it. People are investing. Not like in Hermon Scott's day.

But I want to ask you a question. Because I was powerless to sue
all these people at once and to stop them in a system where the
courts told you it was 7 or 8 years before you could even get a trial,
was it the fault of the Japanese that they took advantage of our
judiciary's open invitation to plunder with immunity?

The second story I want to tell you. About a year and a half ago
I sat with a young client, a doctor of science from the Massachu-
setts Institute of Technology. He had come to me as one of my stu-
dents a number of years earlier and Eaid, "I have a brand new
technology in the way of inspecting electronic circuits and all kinds
of other things. I do what the human bi ain does. Everybody else is
doing it by rote force." He asked me to help him found his compa-
ny.

I have been privileged in 40 years of practice probably to help
more high technology companies get stcerted and to be involved in
their development-albeit, primarily in the Northeast part of the
United States-than probably any other practitioner in the United
States.
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What I must say to you is, in helping thisyoung man try to de-
velop his company and his new technology, we tried to go to Ameri-
can industry to license it and to join with a small company. With
one exception, nobody had the guts. The one exception was Honey-
well.

But what happened with Honeywell was, that after negotiations
were all in place and their Optics Division was going to take this
whole thing over, we get what we call a new type CEO who came
in and without regard to anything said, "No acquisitions." And so,
my friends, we were faced with the possibility of seeing this tech-
nology go down the drain or be outmoded or see if the Japanese
were interested in it.

A couple of weeks ago, Nikon announced this new technology.
Our client and I sat in Japan with tears in our eyes. Sure we were
making him a millionaire. I got a little piece of the action. We
weren't giving a single job to an American. We weren't doing any-
thing but promoting the deficit in this country, but there was no
alternative.

The third little story I want to tell you is, we have heard a lot
about the way the Japanese administer their patent system.

Yes.
Senator BRADLEY. Could you maybe tell the third story in the

course of questions?
Dr. RINES. Delighted to.
Senator BRADLEY. Thank yott.
Senator Rockefeller.
Senator ROCKEFELLER. Dr. Rines, the patent problem is a serious

one in Japan. Would you agree? In my judgment, it is, and I have
held a number of hearings on this in the Commerce Committee.
Would you agree that it takes about 6 to 7 years to get a patent in
Japan, whereas it would average 18 months to 2 years at the most
in this country for a similar--

Dr. RINES. I would totally dispute those figures.
Senator ROCKEFELLER. All right.
Dr. RINES. That 18 months in the United States is a ridiculous

figure. We average somewhere between 21/2 to 3 1/2 to 4 years in the
United States, in my practice and anyone else I know about.

Senator ROCKEFELLER. In the high technology field?
Dr. RINES. High technology field.
Senator ROCKEFELLER. Would you pick one of those; 21/2 to 4

years is quite a range.
Dr. RINES. Yes, I would say that is the average for us in a high

technology field.
For example, take electronic circuits, things of this sort. That in-

spection system I told you about. Yes, that took 4 years to bring
through the patent office in the United States.

Now whether 6 years is an average in Japan, I cannot tell you.
But I do tell you this: That in Japan they have something we don't
have, called deferred examination. That is an American company
does not have to ask the Japanese patent office to take up their
case for 7 years. The practice permeates the American industry of
not asking them to examine the case because they want to wait
and see what happens to their technology.

Now it could well be 6 years.
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Senator ROCKEFELLER. Well, let me just challenge that for a
moment or at least ask about that. You are saying that high tech-
nology, if not patented within 2 to 3 years, probably has been su-
perseded by something else. What would be the sense of a high
technology company waiting for 6 years in order to ask for what
you have just described?

Dr. RINES. Senator, there is none. But what I would like to say is,
there is no sense in using the U.S. Patent Office if there is a 2-year
life to the technology. Who wants a 17-year patent life if it is only-
2 years of technology life. It is ridiculous.

Senator ROCKEFELLER. I am trying to get you to calm down a
little bit too. Are you saying there basically is not that much differ-
ence between the Japanese Patent Office practices and our Patent
Office practices in this country; is that what you are saying?

Dr. RINES. No, there is a difference. But any American company
that wants to get the Japanese patent in an expedited basis has a
way to do it, and that was my third story.

I had such an American company 3 months ago on the throes of
getting investment to do something in Japan and to sell to Japan.
This was a road marker.

What we did was, we went to the Japanese Appellate Tribunal of
the Patent Office and under the provisions of their 1987 law said,
will you expedite the case for us. We will do what you want us to
do to convince you there is an invention here. Within 2 months,
Senator Rockefeller, we had acceptance of that Japanese patent ap-
plication.

So that there are provisions where capital is about to be expend-
ed or where it already has been and the businesses are about to be
started, that the Japanese Patent Office will expedite, just like the
United States will the prosecution of an application.

Senator ROCKEFELLER. In our discussions yesterday I mentioned
that Jim Abegglen says that between 1951 and 1983, Japan, fcr $17
billion and through about 42,000 different transactions, mostly
with this country, purchased most of the technology which was and
has been useful. This is not to say that by any stretch of the imagi-
nation that they are only imitators. Japanese are now creators,
and they are doing basic research today.

But during this period, in some of these purchases, they also
used the leverage of cross-licensing. A majority of key technological
innovation in this country comes from small business, in fact, not
the largest companies. Those are the people you have been trying
to help.

Dr. RINES. That's correct, Senator.
Senator ROCKEFELLER. So a company is having some difficulties

and the Japanese say, well, we will take a position financially, but
then there will be a tradeoff. You give us the technology; we will
take the position-i.e., cross licensing.

Dr. RINES. Yes.
Senator ROCKEFELLER. It has been charged by some that that also

occurs with respect to the Japanese patent system because of the
delay. That is, a technology has value for only a limited number of
years, and people pretty much will say, okay, we will give you the
patent, but you give us the technology.

Are there inconsistencies or errors in anything that I am saying?
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Dr. RINES. Yes, there are, Senator.
This has amazed me in some of the testimony before your earlier

Committees. First of all, in Japan, unlike the United States, the
minute the fact that you have filed a patent application is pub-
lished-and this happens within 18 months-that starts the time
when nobody can infringe that patent without having to pay conse-
quences later.

So unlike the United States, we do not have to wait for the issu-
ance of a patent to accrued damages against an infringer. Japan
provides it when it publishes in 18 months. From that point on, you
can begin to notice people, even though you don't have a patent
yet.

So, you know, fair is fair, Senator. My feeling is that while the
Japanese have indeed spent billions to acquire a lot of technologies
and took a lot of technologies, because as I said earlier, at one time
we did not have a very effective patent system, we can do business
with the Japanese with regard to patents on a matter of almost
parity. It really does not make any difference whether we are talk-
ing about a Japanese patent or an American patent or a European
patent.

Senator, the European Patent Office takes 4, 5, 6 years. I have
cases before the European Patent Office in which I haven't gotten
a patent though I filed in 1982 and 1983.

Senator ROCKEFELLER. Well, we have some fundamentally differ-
ent information.

Dr. RNES. You do.
Senator ROCKEFELLER. And with respect to Europe.
Dr. RINES. This is why I welcomed the opportunity to come here.

If you would like to see documentation of what I am telling you
with regard to specific cases, it is easy to provide. I can provide it
right out of my own office.

But remember also, in Europe, the Europeans publish after 18
months. So these criticisms about flooding-the Japanese coming
in and flooding with improvement cases and blocking you-that
same thing can be done in Europe. But more important, the same
thing can be done by Americans if we are on the job. We can watch
the Japanese patents that are published in 18 months. We can file
improvements. If we are on our job, I see no difference between the
two systems merely because one is a little delayed.

Senator ROCKEFELLER. Then that is very encouraging. I just want
to say for the record-you say categorically that a 6-year delay in
high technology patent giving within the Japanese patent office is
simply inaccurate and is not the case?

Dr. RINES. It may be a true statistic. But I am saying I would
doubt very much if the American company, whoever it was, that
got the 6-year delay, really tried to get that patent out.

Senator ROCKEFELLER. Let me ask if you think that the Japanese
Patent Office is entirely independent or if it is responsive to MITI
of which it is a part. Do you think this relates to the whole ques-
tion of Japanese industrial planning, targeting, et cetera. Do you
think it is responsive to that or quite independent and operating its
own system?

Dr. RINES. Well, I am out of my scope, Senator, in being able to
know whether MITI does or does not have any real control. But if
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you want some observations of my experience with the Japanese
Patent Office, they very closely track Don Quigg's experiences.
They certainly try to be helpful, getting examiners to help you
with your cases and to interview you, assuming you do it in the
Japanese style, not just like the United States.

I get the feeling these are independent people. I have never had
a feeling, even in the Tokyo High Court, that anybody was looking
at me and saying, "Oh, your client is an American." I have never
had that feeling. I have always had the feeling we discussed things
on the merits. And from that I can only conclude that MITI must
give JPO a wide latitude to do things independently.

Senator ROCKEFELLER. Don Quigg, in fact, told me at one of my
hearings that Japan's law-referring to the patent law-appears to
be administered in a way that makes it a formidable but subtle
trade barrier. You have just quoted him, but you disagree with
that assessment of his?

Dr. RINES. I am afraid I do not know what he means by a trade
barrier. If you will make a couple of assumptions with me, Senator:
First that a company is going to really exert effort to try to get
their patent through the Japanese Patent Office, not just Ameri-
cans going over there. 1 mean using qualified Japanese people.
That they are going to put the money into it, that they are going to
promptly request examination. That if it is a real commercial
thing, they are going to take advantage of the Japanese law which
says, we will make it special if you are going to put money in it or
a commercial venture, we will handle it fast.

Then I say to you, I see very little difference between trying to
get the result of a relatively prompt patent in Japan and in the
United States. And, therefore, I do not see a trade barrier.

Senator ROCKEFELLER. The Japanese like to say that their patent
system is based upon and taken from the German system. It is my
experience that companies in this country do not find fault with
the Germany system but do find fault with getting patents in
Japan. Am I missing something?

Dr. RINES. You are not missing something. You have hit the nail
right on the head. I believe that the people who are whining and
complaining about this, have some bone to pick in Japan because
they are not able to do something else in Japan. And may be using
the patent as the whipping system. Because remember--

Senator ROCKEFELLER. Why would that be in their interest, if
they are trying in fact to get a patent?

Dr. ][INES. I do not know anybody that has not been able to get a
patent in a relatively reasonable time in Japan. In 40 years I have
nevpr heard of it, Senator. I am not the only one that would say
'his to you. I mean, as Chairman of the Patent/Trademark and
Copyright Research Foundation and in my other activities, I meet
with people all over the world, and particularly Americans.

They do have a grievance. There are things that were expressed
a little earlier by the earlier panel. But fair is fair. Let's not use
the patent system as an improper bit of hysteria. I just don't have
the experience that there is any difficulty in living within the rules
of the Japanese Patent Office to any substantial degree.

Since those rules are very similar to the German Patent Office
and now the European Patent Office, the same thing goes over
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there. Why aren't we complaining about that? Why aren't we com-
plaining because we have 4, 5, 6 years sometimes before we get a
European patent? Why isn't that a trade barrier.

Senator ROCKEFELLER. Well, I assume, especially with high tech-
nology, that we are complaining in any place where the patent
system takes an overly long time to process patents. You are
saying that you have never had an experience with an American
company which had difficulty in getting a patent from Japan? That
basically speaking--

Dr. RINES. Well, I think that is a true statement. I am not saying
it might not take us a year longer or something like this. But noth-
ing like 6 years.

I think there is something more important than getting the
patent. What do you do with a patent when you have the patent?
Who says that system is going to enforce it? Who is afraid of the
patent? The Japanese are so clever in using, not just their patents
system, but everything else in a quasi adversarial, quasi friendly
attitude that you can never come to grips with what do you do
about it.

There is almost no patent infringement litigation in Japan. But
look what they are starting to do here now that we have taught
them that we have a wonderful legal system in the United States
that is going to support patents. Now we begin to see them for the
first time suing on their own U.S. patents in the United States. We
taught them that. That is not their culture. That is not what they
do back at home.

It is an overall problem. A patent means nothing by itself.
Unless we take the totality of how do you commercialize, how do
you innovate, what do you do with it? And that immediately brings
you out of the patent office into their legal system, into their trad-
ing system, and into some of the real trade barriers that were ex-
pressed here earlier today.

Senator ROCKEFELLER. So you claim that people who say the Jap-
anese Patent Office responds with a question like, "We have a
translation problem in paragraph 3, please, what do you mean by
this?", then return it, and then send it back again saying "now we
find in paragraph 12 there is a difficulty, could you please explain
this.", are wrong?

In other words, this question of delay and stalling is quite foreign
to any understanding you have of the Japanese Patent Office?

Dr. RINES. What you just described to me is typical of a first or a
second action, not just from the Japanese Patent Office. If you will,
Senator, from the United States Patent Office. Nearly every patent
application in the high technology area where you are trying to
talk about new things they do not know about gets the rejection
under 35 U.S.C. 112. It isn't clear. It isn't definite. We don't like
this language.

I would like the opportunity, with my clients' permission, just to
take a few U.S. actions and a few Japanese actions in the same
case. Senator, there is no difference. That is the way a patent ex-
aminer works and that is the way I worked when I was a patent
examiner. And particularly you say translation trouble. If a compa-
ny wants to pay money to get the right kinds of engineers, they
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know how to translate it and they know how to go in and explain
things to their examiners.

If on the other hand you are operating like many American com-
panies I have observed, on a limited budget-this is all we want to
pay-defer the examination-we will take whatever claims they
want-I do not think it is fair for them to come later on and com-
plain, "Hey, we didn't get as good a patent. It took us longer. The
claims are narrower."

That is not my experience. And I'm certainly ready to document
it chapter and verse if you would like to see comparisons of United
States and Japanese patents-comparisons of time, claims, office
actions. You will find them not only similar to each other, but just
like the European Patent Office, too.

Senator ROCKEFELLER. Well, that is interesting. Do you know Don
Quigg fairly well?

Dr. RINES. I do. Donald is a wonderful friend and he has been
great to the Franklin Pierce Law Center and I love him.

Senator ROCKEFELLER. Would he agree with your assessment of
the situation?

Dr. RINES. I don't know whether Donald has been in it that close-
ly of recent years. I'm still on the firing line. I am still filing patent
applications and I am still prosecuting. I am saying, whether
Donald agrees or not, I will show you the evidence. I will give you
the cases.

Senator ROCKEFELLER. But in your discussions with Don Quigg,
would you say that he would agree with your assessment or not?

-Dr. RINES. Oh I think he would have to agree with that assess-
ment. Now whether he concludes from this that the Japanese are
stalling when they say, "I don't like this expression." or "I don't
understand this."; and the U.S. Patent Examiner is not stalling
when he says, "This isn't clear." and "This isn't statutory." What
conclusion he draws, I don't know.

He and I strangely have never discussed this issue of a trade bar-
rier. The first time I knew he was pitching it was when I read
what you had put in the Congressional Record, Senator, on his tes-
timony and I was surprised.

Senator ROCKEFELLER. So what you are saying then is that our
problems with the Japanese Patent Office are our fault?

Dr. RINES. Yes. I am saying that's my profession. My clients
want Japanese patents, I get them for them. I know how. My asso-
ciates know how. And I don't go and wait and take 7 years of
delay.

Senator ROCKEFELLER. How do you go about this? Again, give me
the sense of what it is that you do which belies the statistics of a 6-
year average wait? How do you go about that?

Dr. RIN s. First of all, I must say, you know, some of our clients
say, "Don't do anything in Japan yet. Don't ask for examination."
But they don't complain then that it takes 6 years. But there are
other clients, like this one I just told you about recently, who says,
"I have to get a patent or I'm not going to get the money, to build
this company. The Japanese want to put money in it.' We just
went right to the Japanese Patent Office. No politics, nothing.
There is no politics in patent offices any-where in the world from
my experience.
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We just went to the Examiner and said, "Look, we are going to
put this money in this. Your law says if you are going to put
money into something, we'll look at it . . ."-I think they call it a
preferred basis. And the Examiner told my associate, "Please, ex-
plain to me why these patents that I found aren't the same inven.-
tion. Give me samples of the invention." He made a whole list. Im-
mediately, within a week, I had those back to my Japanese associ-
ate.

1 offered to come over and go in to see the Examiner. He report-
ed back, "No, the Examiner says he's satisfied with this." Within 2
months we had our patent accepted.

Senator ROCKEFELLER. Did you think these people who have come
before the Commerce Committee to testify have just simply been
just lax, lazy, don't know the system, don't drive hard enough?

Dr. RINES. You said it, Senator. But I know some of them that fit
that description. It is something a little worse than that. I know
some that have very restricted budgets-in fairness, very restricted
budgets given to them on what they can do with foreign patents.
Then you cannot do what I just described to you. You cannot go
making trips to Japan to go interview the Examiner, take evidence,
show him experiments and do other kinds of things.

Senator, might I bring up one point that is really confusing to
me?

You talk repeatedly about the kind of high technologies that get
obsoleted in 2 years. There are some such; but they are not even a
candidate for a patent in the United States. Patents don't mean
anything unless the technology is not going to be rapidly obsoleted.
You can't move anywhere fast enough to do anything in 2 years.

In the United States you say there is an average quoted to you of
18 months. Assume that. How could I ever even go into court with
an infringement action? First of all, 18 months to prosecute tb,
patent and it takes the Patent Office 3 more months to print it. So
we're already almost in a 2-year cycle. How do I get into the court,
in the courts of the United States of America and do anything?

By the time I file my suit, my technology is obsolete. Whoever
put that bug in the head of the Senate, I would like to see him and
talk to him. Two year technologies are not candidates for patents
in any country.

Senator ROCKEFELLER. There is disagreement here, and I am in-
structed by what you are saying. I pray to God that what you are
saying is right.

Dr. RINES. Senator, I will assure you it is. I have 40 years of
firing line experience and I am telling it to you the way it is. Any
evidence you would like to have me produce, contrary to what you
have been told, I will show you tens of my own cases and you will
see about this business of narrow claims in Japan, about all these
extra times in Japan.

Senator ROCKEFELLER. Well, we may give you that opportunity.
Dr. RINES. I would welcome it, Senator. Because I think this is a

little bit unfair. The Japanese are killing us. I admit this. But let's
not use the patent system as a whipping boy.

Remember, these are unusual people. These are people who, so
far as I know, keep confidences.
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Senator ROCKEFELLER. I should say as I have said throughout this
whole process, I have no criticism of the Japanese patent profes-
sionals themselves. In other words, basically they have been a
victim, in my judgment, of underfunding. They have a new build-
ing now. They still do not have enough people. We are adding a lot
more people over here than they are over there by a factor of about
8 to 10. I am not questioning their professionalism. I think you
would agree with that.

Dr. RINES. Yes, there is something in that.
I am not saying it is quite as fast as our system. But on the other

hand, I don't think it is any slower than the European patent
system. And, of course, Commissioner Quigg and others have put a
big effort in this country to try to expedite the granting of patents.

Senator ROCKEFELLER. If somebody had been in Japan for a long
time-say 30 years-speaks fluent Japanese, has an optic fiber
product which he is trying to sell, and he can't sell much of his
product, although it has the highest quality and is the cheapest in
the world, this is somewhat of a problem. Motorola was facing that
on cellular telephone and to some extent still is, but that is moving
a little bit more towards resolution.

That isn't necessarily a patent problem.
Dr. RINES. No.
Senator ROCKEFELLER. That is a different kind of a problem.
Dr. RINES. No. Thirty years of patents would have expired long

since, so it is certainly not a patent problem.
Senator ROCKEFELLER. Yes. I am not saying he had been trying to

do optic fibers for 30 years. I was assuming he was living there for
30 years.

Dr. RINES. But was the complaint that he couldn't get a patent in
Japan?

Senator ROCKEFELLER. No. I'm moving away from the patents a
little bit.

Dr. RINES. Oh, excuse me, sir.
Senator ROCKEFELLER. To other kinds of problems. How would

you then generally characterize the problem. It would appear to
me that you would be of the school that would say Americans don't
have the resources, that those who do have the resources, but who
complain about the patent office are doing it simply as an excuse
or as a scapegoat or that Americans generally are not aggressive in
their approach to patents where they need them.

There are evidently a lot of American companies in high technol-
ogy who feel they do need patents and have expressed to us the
feeling that they are not getting the patents and are upset about
the system. Your characterization of them simply would be to say
that they are not working hard enough, not trying hard enough or
not applying the resources to it?

Dr. RINES. Yes, I would say that. But I also remind you, Senator,
that you have had people appear before you like the former Chief
Patent Counsel of Cibe Giegy who is now a professor at the Frank-
lin Pierce Law Center, who has taken the same view I have from a
very different background. His was a corporate background in the
pharmaceutical and chemical practice. Mine, while in chemical is
not in pharmaceuticals, it is in electronics, it is in mechanical, it is
across the board.
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I tell you, Senator, I don't know what the motivation is and I am
not disputing the statistics.

Senator ROCKEFELLER. Which statistics?
Dr. RINES. You. said 6 years or 5 years in the Japanese Patent

Office.
Senator ROCKEFELLER. No, but you said you were--
Dr. RINES. That is not my experience.
Senator ROCKEFELLER. And say then again what again your expe-

rience is in terms of time.
Dr. RINES. My experience in terms of time is, that if you will

promptly elect to have substantive examination when you file your
Japanese patent application, that assuming nothing goes wrong in
the Patent Office-the Examiner looks at it and says, "Oh, that's
good. I'll give you a patent."-the average time my Japanese asso-
ciates, Furuya & Co., tell me for the Japanese patent is 38 months.
I have a letter right here from them. I telexed them. I asked them,
please, what is your experience.

Now there will be other kinds of cases where we have to fight
with the Examiner. He doesn't recognize the invention. He says it
is too close to something else. He won't give us the claims we want.
That is just like the-United States. That is why you have averages.

I have cases pending in the United States 6 and 7 years. They
haven't issued yet. We have some real fights.

Senator ROCKEFELLER. Now, you are very involved with helping
small, as I indicated, start-up companies. Some people explain that,
as I indeed have, it is not Toshiba or Hitachi or Mitshubishi, it is
the smaller companies in Japan as well as perhaps in our own
country where some of the new technology comes from.

People say that the Japanese patent system is designed to help
these huge companies at the expense of everyone else. In other
words, quite the opposite of what I have just said. That larger com-
panies in Japan, from their own perspective, can move patents
much more quickly through the patent process. Do you have any
judgments on that?

Dr. RINES. Well, yes, I do. Let me take one that is favorable for a
moment. I happen to believe now you are hitting at something
where I think they take unfair advantage of us. Under the rules of
the Japanese Patent Office, the Japanese inventor has to reply
within 60 days to the Examiner's rejection. For foreigners, they
give us 6 months, presumably because we are far away. Here
again, it is showing you something about delay. Nobody told you
about that, did they?

Senator ROCKEFELLER. About which?
Dr. RINES. No, about the difference that a Japanese applicant is

required promptly within 60 days to reply to the Patent Office, but
we are given 6 months and then extensions of time. See, that is in
their law. So there are differences between the foreigner or the
American or other western or other applicant.

It is my view, in response to your question, that large corpora-
tions in Japan do not particularly understand the small inventor,
are really not concerned with the small inventor or the individual
inventor except when they come to buy technology from one of our
small inventors, let's say, or small companies. And they do have a
very different philosophy about the patent system.
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They are all for licensing. They are all for acquiring compulsory
licensing sometimes. And they try to push toward that, even
though their law says you can get an injunction for an infringe-
ment of a patent. They don't do that very often.

I might say that in this country too, in the 1950's to the 1980's,
there were no courts in the United States, or very few, that were
giving injunctions on patent cases in that era of judicial hostility.
That is something that has just started to be restored with a new
integrity in your Court of Appeals for the Federal Circuit.

So there is a different philosophy. But Japan isn't the only one
that has compulsory licensing. If people are not making, for exam-
ple, adequate use of an invention in the United Kingdom, others
can apply for a compulsory license. You don't have an exclusive
patent privilege. The same way under the European patent system.
Now we don't complain about that. It is a philosophy different
from ours. We don't complain that that is inimicable to our inde-
pendent inventor and yet it is.

But you are quite right, the Japanese do not understand. In their
culture they do not understand the importance of our individual-
ism, nor do they understand that their system should be particular-
ly administered to allow the exclusive privilege to stand, not that
we have to license somebody else. Because without the exclusive
privilege we can never start new companies.

Senator ROCKEFELLER. The Japanese patent and intellectual
property matters are a subject of discussion under SII. Does that
say anything?

Dr. RINES. Yes, it does. But the thing I would question was: How
did it get there? It got there on some representation that the Japa-
nese patent system in some people's views was being administered
in some kind of a discriminatory way that resulted in trade barrier
effects to the United States.

Senator, that may be true. I just tell you in 40 years I have never
seen it. I do not see it today.

Senator ROCKEFELLER. Well, that is very clear, Dr. Rines. I mean,
your point of view is very clear. I think what is interesting will be
to see how that stands up as we pursue this more. I certainly re-
spect your point of view. It is the first time I have heard that point
of view, except from the Japanese Patent Commissioner himself,
who told me as you did, that there is no problem.

And you two may both be right and I may be quite wrong. I am
always prepared to accept that. So this has been helpful and inter-
esting. I would like to be able to pursue this with you in a Com-
merce Committee context.

Dr. RINES. I would love to do it. I would like not to have just said
it, I would like to prove it to you.

Senator ROCKEFELLER. Right. I understand that.
I thank you for your coming here today.
Dr. RINES. Thank you for the opportunity and honor of coming.
Senator ROCKEFELLER. Right.
The hearing is adjourned.
[Whereupon, the hearing was adjourned at 4:23 p.m.]
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PREPARED STATEMENT OF JOHN M. ANDREWS, PRESIDENT, AMERICAN NATURAL SODA
ASH CORP. (ANSAC), SUBMITTED By THOMAS R. HOWELL

Mr. Chairman, I am John Andrews, President of the American Natural Soda Ash
Corporation ("ANSAC"). ANSAC is a Webb-Pomerene Corporation representing the
six U.S. producers of soda ash, a commodity used in the manufacture of glass, deter-
gents, and other industrial processes. My purpose in testifying today is to report to
you on the market access problems which ANSAC has encountered in Japan, which
are not a typical of the structural impediments encountered in other industries.

ANSAC's only business is exports, and we are therefore completely dependent
upon our ability to secure and maintain access to foreign markets. Because the U.S.
enjoys a natural resource advantage in soda ash, we can produce higher quality
soda ash, at a lower cost, than any other country in the world. In any open competi-
tive situation, our industry is likely to prevail. We have never confronted an open
market situation in Japan, although there are definite competitive opportunities.
We attribute the partial success we have achieved to date to the longstanding ef-
forts of the U.S. government on our behalf, as well as some significant actions by
the Japan Fair Trade Commission (JFTC) and the Ministry of International Trade
and Industry (MITI). Unfortunately, however, while U.S. soda ash sales have in-
creased in the past several years, our sales are still regulated, to a degree, by a
group of Japanese soda ash producers and their affiliated trading companies.

THE U.S. COMPETITIVE EDGE

Analyses of the causes of the bilateral trade imbalance with Japan are complicat-
ed by the fact that Japanese firms have achieved a competitive edge over some U.S.
industries, and U.S. firms have often failed to make a major commitment to serving
the Japanese market. The case of soda ash is important because it is one industry in
which the United States holds a commanding competitive edge over Japan, and
where the U.S. industry has mounted a major and sustained effort to penetrate the
Japanese market. The fact that we have encountered major barriers, and that the
Japanese Go', cement has been unwilling or unable to rectify the problem, suggests
that more fun(lamental problems underline the trade imbalance than factors such
as exchange rates or the efforts of U.S. companies.

Our competitive edge is substantial. The Japanese industry, lacking natural soda
ash deposits comparable to our own, must manufacture the product through a syn-
thetic process which is heavily dependent on imported raw materials and energy.
The U.S. soda ash industry uses substantial less manpower and less energy to
produce each ton of soda ash than the Japanese industry. Our cost advantage is so
significant that even when the dollar was at its strongest relative to the yen, we
could incur the costs associated with exporting the product to Japan (shipping, in-
surance, warehousing, etc.) and still remain price competitive in Japan. As the
dollar has declined in value relative to the yen, our cost advantage has further wid-
ened.

We have made a major commitment to expanding our market presence in Japan.
Since our large-scale entry into Japan in the early 1980's, we have repeatedly un-
dercut the domestic price (which was far higher than the world price) and Japanese
soda ash prices have declined by 35 percent. We continue to price below our Japa-
nese competitors. In order to demonstrate our commitment to our Japanese custom-
ers, we have warehoused approximately two months' worth of soda ash inventory at
seven locations in Japan, which is more inventory than the Japanese firms them-
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selves maintain. We have contracted with Sumitomo Shoji, a major Japanese trad-
ing company (which has no affiliation with Japanese soda ash producers) to distrib-
ute our product in Japan. Complaints from customers about the quality of our prod-
uct have been virtually non-existent. Former Ambassador Mansfield commented
several years ago that "I wish that more American exporters were making similar
efforts actively to adapt to the needs of Japanese customers."

JAPANESE MARKET BARRIERS

Japan has a long history of resistance to import penetration in this industrial
sector. In 1983, the Japan Fair Trade Commission (JFTC) found that an illegal
cartel of Japanese soda ash producers, organized in 1973, was restricting sales of
U.S. soda ash in Japan. The JFTC found that thes6 firms regulated the price of soda
ash in Japan, allocated market shares and import shares among themselves, and
shared the profits and losses among themselves according to an agreed ratio. Direct-
ly and through their affiliated trading companies, the Japanese producers exerted
pressure on Japanese consumers not to procure imported soda ash through "inde-
pendent" channels, that is, from a source other than the producers' group itself. The
JFTC ordered the Japanese producers to cease this activity, although it imposed no
fines or other sanctions. In the immediate aftermath of the JFTC decision, U.S.
sales increased from an annual total'of 50 thousand metric tons to approximately
210-220 thousand tons-about 15-18 percent of the market.

After this, however, U.S. import volume leveled off, and stagnated thereafter at
15-18 percent of the market. A number of Japanese customers reported renewed
pressure from Japanese soda ash producers, and cited that pressure as a reason why
they could not increase their purchases of U.S. soda ash, regardless of the price of-
fered. We were told that a de facto quota had been placed on U.S. sales by the Japa-
nese producers. In 1986 ANSAC instituted substantial price discounts, but sales
volume did not increase-the net effect of these discounts was a $3 million loss in
revenue on ANSAC's existing sales.

In 1987, the JFTC opened a new investigation of the soda ash market. It conclud-
ed that while the Japanese producers had not violated the Antimonopoly Law, they
were engaging in certain practices which "could be problematic under some circum-
stances." Specifically, a practice existed under which a Japanese customer receiving
an offer from a U.S. supplier first "pre-clears" this purchase with the customer's
regular Japanese supplier. We believe that this practice enables the Japanese soda
ash producer to apply pressure to the customer to limit or refuse altogether any
U.S. purchases. The JFTC regarded the practice as a "gray area"-neither clearly
legal-nor clearly illegal. It summoned in the heads of the Japanese soda ash compa-
nies and warned them to take care not to violate the Antimonopoly Law, and indi-
cated it would continue monitoring the market for evidence of renewed anticompeti-
tive behavior.

In 1988 and 1989, our sales volume in Japan did increase. Our sales reached 269
thousand metric tons in 1988, up from 231 thousand tons in 1987 and 211 thousand
tons in 1986. This year we expect that our sales will be 300 thousand tons. We are
gratified by these increases, which represent gains in market share as well as aggre-
gate volume. However, a significant part of the increased volume is attributable to
factors other than greater market openness. While we have increased our total
volume, we have not added new customers. We are concerned about the persistence
of structural barriers which continue to limit our ability to achieve the sales volume
which is warranted by our competitiveness and commitment to this market. For ex-
ample:

-There is evidence that our total sales volume in Japan is still being regulated
by the Japanese soda ash producers and their affiliated trading companies. At
the end of 1988, an order for soda ash was placed with ANSAC by a Japanese
trading company associated with the Japanese producers which was inordinate-
ly concerned over whether the shipment would count against U.S. totals for
1988 or for 1989-a concern which is commercially irrelevant but quite relevant
if someone is trying to administer a quota.

-Some major Japanese soda ash customers refuse to buy U.S. soda ash under any
circumstances, regardless of price or other economic factors.
The Japanese soda ash producers and their trading company affiliates, own and
operate the Toko Terminal, which is Japan's only port facility dedicated specifi-
cally to handling soda ash. Thus if we utilize Toko Terminal our product is han-
dled by our direct competitors, a fact which has caused problems for us in the
recent past. ANSAC has been the only user of this facility, and our competitors
have received all of the profits from it. The owners of the Terminal have reject-
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ed all of our overtures to buy an equity stake in the Terminal in order to gain a
voice in its operation.

U.S. MARKET-OPENING EFFORTS

The U.S. Government has been raising the soda ash issue with the Japanese gov-
ernment for many years. Soda ash has been a regular subject of official bilateral
discussions since the early 1980's. In addition, many officials in this and the prior
Administration have raised soda ash informally through numerous channels. Our
Embassy in Tokyo has taken an active interest in the problems confronted by our
industry. Many Senators and Congressmen have expressed their concern over this
issue to the Japanese Government, and Senator Wallop, a former member of this
Committee, has made two visits to Japan solely to raise the soda ash issue with the
Japanese Government.

These efforts have not produced dramatic breakthroughs in our sales efforts. But
it has become increasingly clear, with the perspective of time, that they have played
a major role in fostering the slow but steady growth in our market position which
has occurred to date and which, hopefully, will continue. We are grateful for the
support which we are continuing to receive from this Administration.

I should not neglect to point out that the Japanese government has not ignored
our concerns. While we would have welcomed firmer action by the JFTC against
anticompetitive practices in Japan, there is no question that the two JFTC investi-
gations have fostered a less restrictive market environment that is much more con-
ducive to expanded U.S. sales. Similarly, while some officials in MITI have bluntly
told us that we should expect no further grown in our sales in Japan-regardless of
economic factors-other MITI officials have worked with us to develop additional
market opportunities. This may well reflect their recognition that if Japan's soda
ash industry is losing competitiveness, a structural adjustment-leading to in-
creased overseas sourcing-is in Japan's long term interest.

At various points over the past several years, ANSAC has seriously considered
seeking relief against restrictive Japanese practices by invoking Section 301. We do
not rule out a Section 301 action in the future should our sales encounter increased
restrictiors, although based on our recent strong sales we have reason to hope that
this will not occur. However we have avoided Section 301 action until now because
of the adve.-se effect such an action could have on our relations with our Japanese
customers. We have instead chosen to employ a highly competitive commercial
effort, coupled with close monitoring by the U.S. and Japanese Governments to
ensure thai; our sales are not blocked by restrictive actions. This approach has pro-
duced some tangible gains, although we remain concerned that our current market
position in Japan could deteriorate rapidly if U.S. government monitoring is not
maintained.

CONCLUSION

I think that several lessons can be drawn from ANSAC's experience in Japan.
First, the bilateral trade imbalance is attributable to more than macroeconomic fac-
tors such as the exchange rate and savings rate, and U.S. trade policy that is based
only on the exchange rate is unlikely to eliminate the bilateral deficit. In our case
the deficit had nothing to do with our problems in Japan. Second, it is clear that
more vigorous enforcement of the Antimonopoly Law by the JFTC would help to
open up additional market opportunities for U.S. firms in Japan. Finally, it is im-
portant for U.S. industries seeking to penetrate the Japanese market to work close-
ly with the U.S. government when they encounter market barriers. In many cases,
unfortunately, simply being competitive and making a major commitment to serve
the market isn't enough.

Structural impediments to U.S. sales in Japan are one of the most significant
trade problems which this country currently faces. I commend your Committee for
drawing attention to this problem with these hearings and I hope that this summa-
ry of our experience has proven of some value to you in assessing an appropriate
U.S. policy response.

PREPARED STATEMENT OF WILLIAM T. ARCHEY

I am William T. Archey, Vic-e President, International, of the U.S. Chamber of
Commerce. The Chamber welcomes this most timely opportunity to comment on the
ongoing Structural Impediments Initiative (SII) discussions with Japan.
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As you know, on May 25, the Administration announced that certain restrictive
trade and investment practices in Brazil, India and Japan would be subject to pro-
ceedings under the "Super 301" provisions of the Omnibus Trade and Competitive-
ness Act of 1988 (1988 Trade Act). Those practices included quantitative import re-
strictions in Brazil; Japanese exclusion of foreign suppliers of satellites and super-
computers from government procurement; Japanese technical standards that
unduly restrict importation of forest products; restrictive trade-related investment
measures and barriers to trade in insurance services ii' India.

Also on May 25, the Administration announced that a number of "structural im-
pediments" to Japan-U.S. trade would be subject to "parallel" consideration, outside
the Super 301 procedures and timetables. According to the U.S. Trade Representa-
tive's (USTR) announcement, "these negotiations will address structural impedi-
ments to trade and balance-of-payments adjustment, and svch anticompetitive prac-
tices as bid-rigging, market allocation, and group boycotts. The negotiations would
initially focus on major structural barriers to imports, such as rigidity in the distri-
bution system and pricing mechanisms."

The Chamber remains a strong supporter of the 1988 Trade Act and its aggressive
implementation. In particular, the announcement of Super 301 proceedings was not
only crucial on the substantive merits but also an important recognition of Ameri-
can political reality. Many of the Chamber's members continue to encounter numer-
ous anticompetitive barriers to entry into the Japanese market. Moreover, polls
show that a significant majority of the American public believes that Japanese eco-
nomic prowess poses a greater threat to U.S. interests than does Soviet military
might. Given this attitude, the public will not long tolerate a trading system that in
effect amounts to an "open door" policy toward most Japanese imports while the
Japanese Government either imposes or tolerates wholesale impediments to U.S. ex-
ports.

The 1988 Trade Act's legislative history makes Congressional intent very clear.
We disagree with critics who maintain that the Super 301 provision is protectionist;
rather, we see it as Congress intended, to be aimed at opening markets, not closing
them. This provision was designed to combat generic or systemic practices that re-
strict U.S. access to foreign markets across the board. Specifically, the law requires
that the USTR seek negotiated agreements that will result in the elimination of"priority" trade restrictions in "priority" countries over three years, with the expec-
tation that U.S. exports will increase over that period. The law also requires that
elimination of the identified trade barriers have the greatest potential to increase
U.S. exports, "either directly or through the establishment of a beneficial prece-
dent." -

The Chamber strongly supports aggressive use of Super 301 procedures to obtain
trade liberalization agreements with Japan and the other designated countries. To
facilitate this process, the Chamber obtained information from numerous companies
and trade associations with worldwide interests and American Chambers of Com-
merce abroad, as well as from earlier National Trade Estimates reports and other
official sources. It was in this spirit that, on March 24, we submitted extensive docu-
mentation of barriers to U.S. trade in four countries, including Japan. Also in keep-
ing with the letter and spirit of the Super 301 provisions, our documentation focused
primarily on structural and trans-sectoral trade distortions. In Japan, distortions
that we cited included distribution systems and restrictive business practices that
discriminate against foreigners and would in many cases constitute antitrust viola-
tions if they occurred in the U.S.; so-called administrative guidance, which included
threats of punitive action against organizations that purchase imported goods;
public procurement practices that effectively exclude most foreign competitiPn;
granting import licenses only to Japanese importers and not foreign exporters,
which sharply limits foreigners' ability to gain market penetration on their own or
to switch importers if they are unsatisfied; and others.

The Chamber continues to have reservations over the SII process that was set in
motion on May 25. While the concerns of U.S. satellite, supercomputer and forest
roducts vendors were subject to specific timetables and procedures established in
uper 301, no such timetables and procedures were applied to the systemic trade

barriers in Japan (or Brazil and India, for that matter), which were targeted gener-
ally by the 1988 Trade Act and in greater detail by the Chamber's Super 301 sub-
mission. Indeed, the SII is not subject to any specific milestones or criteria for
progress beyond those that the negotiators choose to apply.

Our reservations notwithstanding, the Chamber also recognizes that the SII is the
currently operative U.S. approach for resolving structural trade problems with
Japan and should be given a chance to succeed. Our negotiators need our fullest
support as they seek to resolve some of the most pressing foreign economic policy
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problems that this Administration will face. For this reason, the Chamber does not
support at this time efforts to impose by legislation Super 301-style deadlines and
procedures on the SIT. However, the Chamber does support USTR Carla Hills' ap-
proach to the problem as she articulated it at the Chamber's International Forum
breakfast on Friday, October 27. At the breakfast, she stated that by next spring,
she expected a "blueprint" of specific steps and milestones toward the eventual
elimination of the structural impediments. We will be watching to determine wheth-
er or not this blueprint is genuine or merely cosmetic, as has so often been the case
with Japanese market- opening commitments.

I should note that increased market access resulting from resolution of these
problems will benefit not only U.S. exporters but also exporters from third nations
and, indeed, Japanese consumers who pay higher prices as a result of trade restric-
tions. It also needs to be emphasized that asserting America's legitimate trade intei-
ests is not protectionist It is what almost all developed countries do for their com-
panies and their interests. As my former boss and good friend, the late Commerce
Secretary Malcolm Baldrige, once said: "If trade is not fair, then it won't be free
very long; the best antidote to protectionism is to aggressively assert America's le-
gitimate trade rights in the international market."

As important as Japanese trade liberalization is to U.S. commercial interests, we
must not forget that the SII is and should be a two-way street, that is, a forum for
correcting some of the home-grown IU.S. deficiencies that undermine U S. competi-
tiveness in Japanese and other foreign markets. U.S. interests require that other
major issues falling outside the traditional scope of trade policy also be addressed.
U.S. interests and policies must be thought of in more generic terms, encompassing
broader issues of national concern, such as our investment and savings rates, the
high cost of capital, the quality and relevance of our education system and our abili-
ty to commercialize our research and development programs.

The U.S. has some serious problems here that also need to be resolved if it expects
to improve significantly its competitive position in world markets. The average
annual increase in U.S. investment in plant and equipment lags behind all of the
other Group of 7 nations. U.S. capital costs are significantly higher, personal sav-
ings rates are lower, and students' scientific and mathematical proficiency is sub-
standard. At stake here is nothing less than the economic viability of both the U.S.
industrial base and human resources in the highly technical and competitive global
economy of the 1990s and beyond.

Despite the urgency of these problems, the U.S. government is not only not
export-minded but also unique among industrial nations in its ambivalence about
what role it should play in trade and investment promotion. Take mixed credits-
combinations of export credits and subsidies with foreign aid. The U.S. has been
seeking an international agreement to eliminate all government subsidized export
financing. However, until the practice is eliminated universally, the U.S. should be
prepared to counter these subsidies, which result in highly favorable financing
terms for participating countries. According to an Organization for E:conomic Coop-
eration and Development report on mixed credit activity worldwide during 1984-
1987, total activity was $35 billion. While $24.5 billion, or 70%, of such activity was
attributable to four countries (Japan, France, Germany and Italy). the U.S. put up
only $1 billion, or 2.9%. Overall, we estimate that foreign mixed credit export fi-
nancing is costing the U.S. from $2.4 billion to $4.8 billion annually in lost exports
for capital goods industries. Take the U.S. and Foreign Commercial Service
(US&FCS). During the last ten years, there has been an ambivalent attitude toward
US&FCS on the part of the executive branch as to whether government should even
be involved in export promotion. As a result, the US&FCS has not received the nec-
essary senior-level support and has been consistently underfunded. However, it does
appear that export promotion is receiving more attention from Secretary of Com-
merce Mosbacher. We hope that this will in fact be the case and will be reflected in
both the US&FCS budget and programs.

The point is that it makes little sense for the U.S. government to seek open mar-
kets while continuing to neglect its own export promotion and financing programs,
if the net effect is to open those markets to foreign competitors that are aggressively
supported by their governments.

At the heart of this ambivalence is the executive branch's continuing reluctance
to recognize that U.S. national security is fundamentally dependent upon its eco-
nomic vitality, especially in today's marketplace. Other countries understand very
well the importance of economic vitality in today's global marketplace. It is very
clear that, in the 1990s, more of our foreign policy and security relationships will be
defined in economic terms. However, we have yet to understand what our competi-
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tors in Europe and the Far East understand very well-namely, that strength in
commerce and technology has strategic value.

While the American people understand this, there seems to be little awareness of
this within the executive branch, and perhaps even within the legislative branch.
Specifically, there is no central forum or decision-making body within the executive
branch whereby the economic and trade dimensions of foreign policy and national
security policy can be joined. As a step toward filling this void, the Chamber advo-
cates inclusion of the economic agencies (The Departments of Commerce and Treas-
ury and USTR) on the National Security Council as a means to ensure fuller consid-
eration of the economic implications of national security and foreign policy decision-
making. Senator Glenn and Representative Gephardt have indicated that they will
introduce legislation along these lines in the near future.

Clearly, there is much that also needs to be done by the American business com-
munity to match its foreign competition. Much progress has been made along these
lines. There has been considerable restructuring of a great deal of American busi-
ness, particularly in manufacturing, over the last five years with a much greater
emphasis on quality, productivity, servicing of products and other elements that
make American companies more competitive. This process of restructuring will con-
tinue. Indeed, it needs to be recognized that perhaps the increasing competitiveness
of American companies would not have occurred if it were not for the challenges
posed by foreign competition.

While the U.S. early must act to correct its own structural impediments and ele-
vate the importance of trade in its policy-making circles, this in no way justifies
weakening its resolve to open foreign markets, whether through multilateral, bilat-
eral or even unilateral means. U.S. businesses continue to face a wide range of
trade barriers and distortions in Japan that do not burden Japanese companies op-
erating in Japan or the U.S. We must continue to give the necessary support to our
negotiators, and even prod them into tougher positions when they appear to falter.
We must make it even clearer that we take our legitimate trade rights very serious-
ly and that we are prepared to take unilateral action if necessary and appropriate
to defend those rights.

The U.S. must acknowledge both to itself and to others that it has entered a new
era in which the economic vitality of a nation is an intrinsic component of its na-
tional security and its influence on the world stage. This means that the govern-
ment itself must be aware of this reality and, as with all of our developed-country
trading partners, must be willing to take a proactive stance toward inclusion of eco-
nomic interests in foreign policy and national security decision-making. Asserting
America's legitimate rights on the world economic stage is not protectionist. On the
contrary, it is in the clear interests of not only the U.S. economy but also the world
economy and trading system.

This concludes my testimony. I will be happy to attempt to answer any questions
that you may have.

PREPARED STATEMENT OF SENATOR MAX BAUCUS

(NOVEMBER 6, 1989)
On May 25th, the Administration announced its plan to implement the Super 301

provision of the 1988 Trade Act. In addition to naming Japan, India, and Brazil as
Super 301 priority countries, the Administration also launched the Structural Im-
pediments Initiative (SIT).

The Administration billed S11 as an effort to address structural economic prob-
lems in Japan and the U.S. that contribute to the bilateral trade imbalance. The
primary U.S. objective is to eliminate various Japanese structural trade barriers,
like the distribution system, price fixing, bid rigging, and vertical integration. The
U.S. is also interested in addressing some underlying economic problems that effect
trade flows, like the high Japanese savings rate and Japanese land policy. The Japa-
nese rightly responded that there were some economic problems in the U.S. such as
the U.S. budget deficit, that should be addressed as well.

When it was first announced, I applauded the SIT. I have for sometime urged the
Administration to begin discussions with Japan to address these broader structural
problems. As the President's Advisory Committee on Trade Policy and negotiations
(ACTPN) noted earlier this year, these structural harriers may be blocking as much
as $30 billion in U.S. exports annually.

As today's witnesses will attest, everything from U.S. computers to U.S. forest
products have been kept out of the Japanese market by structural barriers. If we
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are ever to gain access to the Japanese market, these structural barriers must be
eliminated or at least sharply reduced. Further international pressure could help
the U.S. address some of its own economic problems that hinder U.S. competitive-
ness.

The negotiations began on September 4th in Tokyo. Unfortunately, there have
been disturbing reports that the Japanese are less than committed to these negotia-
tions. There have also been reports of inter-agency squabbles in the U.S. holding up
the negotiations.

The U.S. and Japan have agreed to conclude the SII in the summer of 1990. A
mid-term report is due in March of 1990. These negotiations must succeed. In my
view, they are the most important trade negotiations that the U.S. has ever entered
into. The U.S. cannot continue to tolerate-either politically or economically-a $50
billion bilateral trade deficit with Japan. The U.S. cannot continue to allow Japa-
nese exporters access to our market while Japan slams the, door on U.S. products.

If the trade dispute with Japan is not addressed, the political balance in the U.S.
will shift. If the situation does not improve soon, the coalition in support of free
trade that has shaped U.S. trade policy since WWII will unravel. The U.S. simply
cannot continue to accept one way free trade. If free trade is to survive in the U.S.,
the Japanese market must be opened. Experience has demonstrated that this is
most likely to be achieved through bilateral negotiations.

Today, I have brought together an array of witnesses representing the American
business community. We will hear testimony from America's largest general busi-
ness groups as well as a wide array of specific industries. There are disagreements
between these groups on U.S. trade policy. But every one will attest to the tremen-
dous importance of the SII.

I am willing to give the Administration the leeway to pursue the SII on its own
schedule. But if SII doesn't work, we must prepare for the next step. The next step,
in my view, is to employ the tools of the 1988 Trade Act-primarily an expanded
and strengthened Section 301 provision to open the Japanese market.

Obviously, the broad economic problems, such as the high Japanese savings rate
and Japanese land policy, cannot realistically be addressed through Section 301.
They can only be addressed through broader economic discussions with Japan or
through internally driven reform in Japan. But some issues, such as the Japanese
distribution system and exclusionary business practices, can be addressed under Sec-
tion 301. In fact, many of my colleagues intended the Super 301 provision to be used
to address exactly these problems. It is even rumored that some in the Administra-
tion proposed initiating Section 301 cases on these problems in this year's round of
Super 301 cases.

It would be premature to move legislation to require the Administration to use
Section 301 in this manner until the SIT is given some chance to succeed. But if SII
appears to be lagging, I plan to introduce legislation to require Section 301 to be
used against Japanese structural barriers should the SI fail. And If the SI is not
demonstrating results by next summer, I am confident this legislation will pass Con-
gress.

The second round of SII negotiations are now being held here in Washington. I
fully and enthusiastically support the efforts of our capable negotiators-S. Linn
Williams, David Mulford, and Richard McCormack. I hope they can convince their
Japanese counterparts of the importance of these negotiations.

I recognize that our Japanese friends have made significant strides forward in
recent years. But Japan still has a considerable distance to go to open its market. I
strongly urge the government of Japan to treat SII as a chance

perhaps the last chance-to resolve our trade problems in a constructive forum.
U.S. patience is limited, and the clock is ticking.

PREPARED STATEMENT OF SENATOR MAX BAUCUS

(NOVEMBER 7, 1989)

For years, Japan has told the rest of the world that Japan is different. Snow ski
exporters were told that they could not export skis to Japan because Japanese snow
was different. U.S. ranchers were told they could not export beef to Japan because
Japanese intestines were different. U.S. auto part exporters were told that the U.S.
test data on reliability and performance could not be accepted in Japan because
Japanese driving conditions were different.

I have always taken Japanese claims of uniqueness with a grain of salt. Usually
they were simply excuses for protectionism. But now some of our most respected
economists have come to the conclusion that Japan is in fact different. They agree
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that Japan is unique from the rest of the world in one important way. Namely, that
Japan is far more closed to imports than other developed nations.

The President's Advisory Committee on Trade Policy and Negotiations recently
issued a report that summarized the extensive evidence of Japan's uniqueness. Stud-
ies done at the Brookings Institute and the Institute for International Economics
have concluded that Japan imports far less than one would expect for a developed
nation. The problem is particularly severe for manufactured imports. In 1986 im-
ports accounted for more than 37% of the manufactured products consumed in Ger-
many, 27% of those consumed in France, and 14% of those consumed in the U.S.
But in Japan, imports accounted for only about 4.4% of all manufactured products
consumed. Even more strikingly, over the last decade the U.S. has imported almost
60% of the manufactured exports from developing nations. Japan has imported only
about 5%.

As many observers have noted, Japan employs a web of informal trade barriers,
such as distribution barriers, price fixing, and other collusive business arrange-
ments, to exclude imports. The ACTPN concluded that these barriers could be de-
priving the U.S. of as much as $30 billion in exports each year.

The Japanese Economic Planning Agency (EPA)-a Japanese government
agency-has released several interesting studies of these structural barriers. Several
months ago, the EPA released a study that argued that the Japanese distribution
system blocked imports. Just one month ago, the EPA released a study indicating
that U.S. exporters were not the only victim of structural barriers The barriers also
force Japanese consumers to pay 50% more for the same products as consumers
elsewhere in the world. These EPA findings provide strong support for the U.S. view
that the Japanese market is-to the detriment of Japanese consumers-largely
closed to imports.

The situation has improved considerably in recent months. Japan has increased
its imports. But Japan still lags far behind the rest of the developed world. Even in
sectors where the U.S. has made great progress in opening the Japanese market,
sucl as agriculture, informal barriers limit exports. For example, U.S. beef exports
to Japan increased markedly in the year since the agreement was concluded to
phase out the Japanese beef quota. But now I hear disturbing reports from Tokyo
that the closed distribution system is keeping beef prices high and depriving Japa-
nese consumers of low-cost, high-quality, imported beef.

As the beef experience demonstrates, until Japan eliminates these structural bar-
riers, the U.S. will not eliminate the trade imbalance with Japan. This is not to say
that the structural barriers are the only cause of the trade imbalance. Certainly,
the U.S. also bears some of the blame. But there is no denying that Japanese struc-
tural barriers are blocking U.S. exports to Japan and forcing Japanese consumers to
accept a lower living standard.

With this in mind, the U.S. government recently launched the Structural Impedi-
ments Initiative (SI. SII was conceived as a broad effort to eliminate Japanese
structural barriers I strongly support the thrust of SIL and have argued for several
years that the Administration should launch a broad negotiation with Japan. This
subcommittee has already held two hearings on the SII. Those hearings demonstrat-
ed broad consensus in the government and the private sector that Japanese struc-
tural barriers must be eliminated.

The purpose of today's subcommittee hearing is to further explore the U.S_ strate-
gy for addressing the trade problem with Japan. I an pleased that a number of rep-
resentatives of the academic community have joined us to discuss the Japanese
trade problem and outline their proposed solutions. Today's witnesses have some ex-
citing and innovative ideas regarding the U.S. objectives in SII and U.S. trade policy
toward Japan.

The debate over U.S. trade policy toward Japan increasingly centers on the issue
of what type of trade agreement the U.S. should negotiate with Japan. Many argue
that we can no longer negotiate agreements that focus only on establishing fair
trading rules. Instead, we must begin to conclude agreements that guarantee re-
sults.

As several have pointed out, this issue bears a striking similarity to the debate
over using affirmative action to remedy racial discrimination in this country. Give
that discrimination against imports has been such a persistent problem in Japan,
does affirmative action for imports make sense? In limited sectors where U.S. ex-
ports have been blocked by invisible trade barriers and where all else has failed, I
believe it does.

But embarking on such a course is not without risk. Today's discussion will shed
some light on these very complex issues as weil as many others. I hope that the
Administration takes note of the concepts discussed today, and incorporates them
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into the SII. I also hope that our Japanese friends take note of the wide consensus
in the U.S. academic community that there is a serious U.S.-Japan trade problem.

PREPARED STATEMENT OF PAT CHOATE

Mr Chairman and Members of the Committee: I am pleased to have the opportu-
nity to share with you some thoughts on bilateral trade relations with Japan, and
particularly on the new Strategic Impediments Initiative. In fairness to you and my
employer-TRW Inc.-I also want to point out that the views that I offer are my
own and are not necessarily representative of the position of TRW or any other or-
ganization.

A PASSION FOR PROCESS

The most striking feature of American trade negotiations with Japan is their
sheer predictability. By now, we know in advance not only which issues will be dis-
cussed, but also the approaches that will be taken by both sides, and the results that
will be achieved. Let me explain.

In August 1972, President Nixon met with Prime Minister Tanaka in Honolulu.
The primary subject of this summit was the expanding American trade deficit with
Japan-which that year had reached the unprecedented level of $3.8 billion.

In response to the deficit problem, President Nixon called on the Japanese to do a
number of things.

" First, he urged them to reduce their non-tariff trade barriers.
" Then he asked the Japanese to buy more American-made computers. Other U.S.

negotiators pressed the Japanese to buy American-made aircraft and satellites.
* President Nixon requested that the Japanese purchase more American agricul-

tural products.
* He said the Japanese should eliminate barriers to the establishment or pur-

chases of retail outlets in Japan by U.S. companies.
e And he called on the Japanese to liberalize their business distribution system.
In response, the Japanese Government promised to "try to promote imports from

the United States and to reduce the imbalance in a more manageable size within a
reasonable period of time." They figured that three or four years would constitute a"reasonable" time frame.

The final Nixon-Tanaka communique emphasized the Japanese Government's
offer to improve its distribution system, to lower investment barriers for American
retail firms, and to permit more sales of U.S. computer products in Japan. Specifi-
cally, the communique read:

The President also noted with appreciation the recent decisions by the Govern-
ment of Japan to liberalize access to the distribution system by allowing im-
proved investment opportunities in retailing, processing, and packaging as well
as the decision to allow greater sales of computer products in Japan.

In the end, both President Nixon and Prime Minister Tanaka affirmed "the com-
mitments of both countries to initiate and actively support multilateral trade nego-
tiations covering both industry and agriculture and the reduction of tariff and non-
tariff barriers as well as formulation of a multilateral non-discriminatory safeguard
mechanism."

On October 19, 1989, U.S. Trade Representative Carla Hills addressed the Japan
National Press Club in Tokyo. Ambassador Hills' main concern was the massive
U.S.-Japan trade deficit an unprecedented $50 billion. Her comments last month,
while certainly timely, were also hauntingly familiar.

e Like President Nixon nearly twenty years before her, Ambassator Hills encour-
aged the Japanese to reduce their non-tariff barriers to American products.

* She called on them to lower barriers to the sales of U.S. satellites and super-
computers.

• She urged the Japanese to buy more American forest products.
* She told them the story of how the Japanese Government is keeping two of

America's largest retailers Toys-R-Us and McDonald's from opening stores in Japan
for two years while it deliberates on the firms' investment applications.

* And she asserted that Japan's closed distribution system hurts not only Ameri-
can producers by retarding U.S. exports to Japan, but also affects Japanese consum-
ers, who are forced to pay higher prices for those goods.

In the end like President Nixon-Ambassador Hills reaffirmed America's commit-
ment to the principles of free trade and the ongoing round of GAIT negotiations.
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The Nixon-Hills example is not unique. America seems to have a passion for proc-
ess-oriented negotiations with Japan. Consider for a moment the following seven
market-opening packages.

PACKAGE ONE

On January 30, 1982, a Japanese ad-hoc committee led by former MITI Minister
Esaki announced that the Japanese Government would reduce 67 non-tariff bar-
riers-primarily in the customs and standards areas-as a package of market-open-
ing measures. Japan established a new government-wide channel for foreign griev-
ances called the Office of Trade Ombudsman, and Japanese Customs authorities an-
nounced a five-point plan to improve foreign access to the Japanese market.

Following the announcement of this market-opening package, the Office of the
United States Trade Representative commented that the Japanese initiatives were
not exactly what they appeared to be. "Upon analysis," reported the USTR's office,
"it became clear that those 67 actions largely reflected a compilation of measures
that had already been undertaken by various Japanese Government agencies."

PACKAGE TWO

On May 27, -9-82, -the Japanese Government announced a second major market
access package. Through this initiative, the Japanese said, they would reduce tariffs
on 17 agricultural items, address problems with standards development, and allow
foreigners to participate in Japanese technical groups of domestic industry organiza-
tions that were formed to draft specifications to submit to Japanese Government
ministries. Despite heavy U.S. pressure, though, agricultural production liberaliza-
tion was not included in this package.

PACKAGE THREE

On January 13, 1983, Japan announced the reduction of tariff rates on 28 indus-
trial and 47 agricultural products. This third market-opening package included a
call for the simplification of import testing and certification procedures-including
acceptance of certain test data generated overseas for veterinary drugs, feed addi-
tives, high-pressure containers and electrical appliances.

In addition, the Japanese Government promised import-promoting administrative
reforms, as well as the expansion of the number of retail outlets allowed to handle
imported tobacco products.

PACKAGE FOUR

On October 21, 1983, the Japanese reduced tariff rates on 40 items. The Japanese
Government also called upon its industries to import more foreign products.

PACKAGE FIVE

On April 27, 1984, the Japanese Government announced that it would take sever-
al new steps to open Japanese markets to foreign products. Among the measures
that were promised were the elimination of tariffs on seven items, and the reduction
of tariff rates on 60 others. The package also included the liberalization of procure-
ment rules on satellites purchased by Nippon Telephone and Telegraph, as well as
those purchased in the private sector. The Japanese Government also accepted,
through this package, the submission of test data from suitable foreign testing orga-
nizations to certify a range of products.

Most importantly, this fifth market-opening package included the Japanese Gov-
ernment's statement of intent to allow government agencies, government-related
agencies and private firms the option of purchasing space satellites from foreign
suppliers in cases where purchases from a Japanese source is not necessary for the
domestic development of technology.

But in the spring of 1984, when the Japanese announced these initiatives, the
U.S.-Japan Trade Study Group comprised of businessmen from both the United
States and Japan-reported that many of the allegedly new undertakings had "been
previously announced." The Reagan Administration called the proposed tariff
changeti "too little, too late," and asserted that many of the promises made by the
Japanese Government were simply too vague.

PACKAGE SIX

On April 9, 1985, Japan unveiled another package of market access initiatives.
This time, the Japanese said, they would eliminate many of the technical standards
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used to select telecommunications terminal equipment. The Japanese Government
also agreed to enforce procedural transparency in the telecommunications industry.

PACKAGE SEVEN

On July 30, 1985, Japan announced an all-new "action program" for improving
foreign access to its markets. At the center of this package was-the Japanese Gov-
ernment's pledge to reform its standards and approval processes. This seventh pack-
age also outlined changes in tariffs, import quotas, government procurement, finan-
cial and capital markets, services and import promotion measures.

MOSS

In addition to offering these seven market-opening measures, the Japanese gov-
ernment has been involved in a series of more specific, market-opening negotiations
with the United States. The biggest of these talks was the January 2, 1985 Market-
Oriented Sector Selective (MOSS) proposed by Japan. The 1985 talks focused on tele-
communications, pharmaceuticals, medical equipment, electronics, and forestry
products. A year later they were expanded to include auto parts.

MAEKAWA REPORT

In October 1985, Prime Minister Nakasone formed an Advisory Group on Econom-
ic Structural Adjustment for International Harmony, chaired by Haruo Maekawa,
former president of the Bank of Japan. The Maekawa Group issued its final report
on April 7, 1986. It called for a major restructuring of the Japanese economy-an
increase in imports of manufactured goods, tariff reductions, streamlined standards
and certification procedures, and a simplified distribution system.

Yet, as we end the decade of the 1980's, and after all of these market-opening
processes and vast expenditures on negotiations, the Japanese market remains only
marginally more open than it was at the end of the 1970s.

Indeed, Tallyrand's observation about the Bourbons seems appropriate to us: That
is, they forgot nothing, they learned nothing.

PROCESS VERSUS RESULTS

The one clear lesson of U.S.-Japanese bilateral trade negotiations of the past two
decades is that if process is what you want, process is what you will get. But what
we really need is results.

In the final analysis, the difficulty lies not with Japan, but with us. American
trade policies remain locked in the past. They sit on three theoretical pillars-none
of which are appropriate for the circumstances in which we now find ourselves:

o First, that open markets and free trade are the most efficient means by which
to expand global trade and, therefore, should form the economic model that guides
world commerce.

* Second, that multilateral negotiations are the best way to open markets and
promote free trade.

* And third, that the United States has a primary responsibility among nations
to advance free trade.

The obvious flaw in our thinking is that Japan's economy is like ours. It is not.
Nor will it be. Nor should it be. What's more, they keep telling us so, and we keep
refusing to believe them.

Indeed, Japan operates in the world market using vastly different assumptions
that serve vastly different ends from America's. Our two nations differ in ways both
manifest and subtle, reflecting basic differences in history, culture, national aspira-
tions and politics.

Despite America's spirited urging of Japan to adopt the U.S. economic model-
reliance on market forces, free trade, and deregulation-this system enjoys little
appeal across the Pacific. Sure, it suits us. But it would never fit Japan-and they
know it.

Put another way, Japan has the world's largest accumulation of savings, is the
world's largest creditor, has the world's most advanced commercial technology, pos-
sesses the world's most advanced manufacturing capacity. Japan also has one of the
world's lowest unemployment rates and claims enormous social stability. Japan-
with an economy half the size of ours-is investing at a rate twice as fast as the
United States. Last year, in fact, Japan made more fixed capital investment than
the United States and Canada combined, which means that its competitiveness and
growth will surge inxthe 1990s. Japan has a $50 billion trade surplus with the

united States, and the prospects for strong "net national profits" from trade sur-
pluses for as long as one can calculate.
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Why would Japan wish to abandon an economic system that serves its interests so
well and adopt an approach that serves ours instead?

A BOTTOM-LINE APPROACH

If the United States is to reduce its trade deficits with Japan, we require a strate-
gy far different from those we have used in the past two decades.

Clearly, we must have trade-sensitive fiscal, monetary, and exchange-rate policies.
And the government must enforce domestic trade laws vigorously. But beyond
sound macroeconomic policies and the production of fully competitive goods and
services, America also requires a strategy that focuses on securing bottom-line re-
sults in its trade negotiations.

While this can be achieved through a variety of means, the goal must be results.
We require a long-term negotiating strategy that will concentrate on outcomes,
timetables and mutual responsibilities. We require agreement on levels of permissi-
ble trade imbalances, the composition of trade, allowable market shares, investment
in both countries, and practices like dumping in third markets.

Access to America's markets for both imports and investments is the best-per-
haps the only-negotiating chip the U.S. has. If we are unwilling to use it, we have
no negotiating leverage. Indeed, if we are unwilling to use that leverage while keep-
ing our markets open, why should anyone wish to do anything other than stall and
delay negotiations?

To be sure, America must not succumb to the lure of old-fashioned protectionism.
Rather, we must be sophisticated enough to discern the difference between closing
U.S. markets to avoid foreign competition and closing them as a device to open
Japan's markets.

And to be sure, we have permitted the fiscal and trade imbalance with Japan to
go on so long that the process of adjustment guarantees that pain is inevitable on
both sides of the Pacific. The only consolation is that the pain will be less horrible
now than it will be if we wait even longer to take action.

In sum, therefore, I would respectfully suggest that, while the intentions of the
SII effort are laudable, its prospects for reducing the trade imbalance are negligible
at best. It is ad-hoc, and not a continuing effort. And I fear that, once again, we will
get much process and few exports.

Thus, it seems appropriate for us to begin to devise a blueprint for a bottom-line
approach to negotiations with Japan. We will need it next year. Thank you.

PREPARED STATEMENT OF RUDIGER DORNBUSCH

THE STRUCTURAL IMPEDIMENTS INITIATIVE OR THE SECOND COMING OF GENERAL
DOUGLAS MACARTHUR 1

The Structural Impediments Initiative (SI) is yet another misdirected attempt to
come to grips with the large US trade deficit and the closedness of the Japanese
markets. Like previous initiatives, it creates expectations that cannot possibly be
fulfilled, inappropriate mechanisms for the remedy of our trade problems and un-
productive friction.

The US agenda in the SII discussions includes the Japanese distribution system,
exclusive business practices, land use, antitrust enforcement and the Japanese sav-
ings and investment rates. On the Japanese side the agenda lists the US budget def-
icit, the short-term orientation of US business, education and training as well as
productivity. It is no doubt a Japanese irony that their agenda would in fact elimi-
nate the US deficit while our own is unlikely to make a dent.

In fact, nobody seriously believe that the US can or even plans make any commit-
ments on the Japanese agenda points and accordingly not much will happen other
than broad Japanese commitments to make some adjustments Whether these ad-
justments ultimately translate into significantly higher US exports is wide open to
question. Certainly negotiations and adjustments in the past do not encourage any
optimism. 2

ITestimony before the Subcommittee on International Trade of the Senate Finance Commit-
tee, November 7, 1989.

2 In 1984 Treasury Secretary Regan told a Tokyo audience: "Your markets are not open ...
It's a message I have been delivering for three years now, and people have been saying to me:
Patience, Patience. I'm about to run out of patience I've have had this now three and a half
years How much more patience do you want. My response is: action, action, that's what I want

Continued
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We should be serious and hardnosed about opening the Japanese market, but our
negotiators are dead wrong to phrasing the issue in terms of bilateral trade balance
or any notion of trade balance at all. We should also not fool ourselves into believ-
ing that we can succeed in restructuring the Japanese economy, the second richest
in the world and our main creditor. If General MacArthur missed his chance in
1945, now it is too late.

We should concentrate on our objectives-results in terms of exports to Japan not
on the mechanisms. In the trench warfare of adjustment debates the Japanese have
shown their complete superiority in the past decade. We have come away embar-
rassed with the lack of success and embarrassed as noisy and ineffectual bullies.
Moreover, as long as our budget imbalance and low saving rates persist, the trade
deficit reflects predominantly our macroeconomic misalignment, not foreign restric-
tions. Japan skillfully plays this card and it provides an easy diversion from a seri-
ous discussion about market access in Japan.

We are seen as placing on other countries the blame for our inadequate perform-
ance and in the process fail to make our point that foreign market access is a legiti-
mate concern. The US negotiators should learn to separate clearly two issues: One
is adjustment of our external imbalance, which requires macroeconomic adjustment
at home. The other is market access in Japan which is, indeed, seriously impeded
and should be freed. 4n appropriate instrument for the latter is a result-oriented
trade policy which sets multi-year targets for Japanese import growth combined
with an automatic, across-the board-tariff surcharge if performance is inadequate.
Such a policy places on Japan the burden to achieve our market access objective.

TRADE IMPEDIMENTS AND TRADE IMBALANCE

The US trade deficits have unfortunately become central to the discussion of a
more active trade policy. The focus is undesirable because trade policy should not be
used to bring about trade balancing, and certainly not bilateral trade balancing.

The focus on bilateral imbalance which emerged from Congressman Gephardt's
protectionist approach is altogether unfortunate. Bilateral balancing is a concept
that originated in the 1930s in Hitler Germany; it was subsequently used in planned
economies and was the rule for a while in the eastern blocks COMECON; it also was
used in the immediate postwar period in Europe before the Marshall Plan and the
European Payments Union brought multilateral approaches back. Bilateral balanc-
ing is so primitive an organization of international exchange that it is almost tanta-
mount to barter trade. There is simply no excuse for such a focus and it is embar-
rassing that our administration perpetuates the use of this Schachtian notion in ne-
gotiations with Japan. It has no place in a market economy and even the Soviets
have given it up.

And even if there were a sense to bilateral imbalances, it is hard to interpret the
data in a way that suggests trade impediments abroad as a source of the imbal-
ances. Table I shows the bilateral balances in 1980 and 1988. The bilateral imbal-
ances with most foreign countries have grown in this period. Is this to suggest that
all and everyone of them has erected new trade obstacles to US exports? And if our
focus is on land use in Japan or business practices and distribution, have all these
emerged as obstacles in the past few years? And what has happened in Germany
and Canada to increase their bilateral surplus?

Table 1.-BILATERAL TRADE SURPLUS WITH THE US
[Bil(n $us)

1980 1988

World: 19.5 119.8
Japan ............................................................................................................................................ 10 .1 5 2 .1
G erm any ....................................................................................................................................... 0 .9 1 2.2
Italy .............................................................................................................................................. - 1 .1 4.8
C a nada .......................................................................................................................................... 0 .7 10 .6
East Asian Nics ............................................................................................. . . . . . . . ....... 3.0 28.4
M exico . . ....................................................................................................................... .............. - 2.6 2.6

now. I'm through with patience.. ." Quoted in J. Frankel The Yen/Dollar Agreement Institute
for International Economics Policy Analyses in International Economics No. 9, Institute for
international economics, Washington, D.C.).
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The $100 billion deterioration of the US trade balance in the 1980s reflects domes-
tic macroeconomic misalignment, not trade impediments. Our trading partners
rightly question how we can possibly expect to achieve trade balance without macro-
economics correction. they rightly fear that any forced trade improvement would
translate into inflation, higher interest rates, dollar appreciation and yet more com-
motion. Trade improvement at full employment must crowd out investment unless
there is an increase in personal saving or a reduction in the budget deficit. Neither
of these corrections is in sight although they are far more important for the nation-
al interest than Japanese practices in land use or antitrust.

Concretely, if Japan tomorrow decided to import an extra $50 billion from the US
thus would represent a 1 percent increase in demand for US goods and services. In-
cluding moderate multiplier effects the increase in real demand would push the un-
employment rate down by a full percentage point, well into the region of red hot
overheating. Moreover in many industries there is not even enough excess capacity
to respond to the demand increase and immediate increases in prices would result.
The sharp increase in inflation, and the Federal Reserve response in the form of
tight credit, would raise interest rates, drive down investment spending and bring
about further dollar appreciation. There is not even the expectation of a trade im-
provement.

The point is that the US trade balance reflects not only market access for US
goods abroad, and for foreign goods at home, but above all national saving and in-
vestment. If there were today a sharp improvement in US market access abroad
there is little doubt that exports would rise. But there are further effects that must
be spelled out: the US is at full employment so that an increase in real demand for
US goods must lead to crowding out. Increased exports would lead to higher real
interest rates and hence reduced investment and they would lead to dollar apprecia-
tion and hence increased imports. It is not even clear whether the trade balance
would improve At the risk of making a simple point, the trade balance will improve
only if the net effect of market opening abroad (taking into consideration the adjust-
ment of the entire world economy) is to raise US saving relative to investment or to
improve the budget deficit. The national income identity helps see this point: Net
Exports - Saving - Investment.

Japan saves more than it invests and accordingly there is a surplus in the exter-
nal balance In the US saving is not only low but also lower than investment and
accordingly there is an external deficit. Far from reflecting an investment boom,
and hence future profits to service the growing external indebtedness, our deficits
mirror a fall in private saving and large structural budget deficits.

Table 2.-SAVING AND INVESTMENT: 1983-87
[Percen of GNP, perkxl average]

S Saving Investment

u s ................................................................................... ..................................................................... 1 5 .7 1 7 .7
Ja p a n ..................................................................................................................................................... 3 1 .3 2 6 .1

It is conceivable that market access abroad could improve the trade balance-
firms make more profits, they invest little and save more and they pay more in
taxes which the government does not spend-but the outcome is not certain. This is
all the more the case when the economy is substantially at full employment, as is
the case in the US today, so that crowding out becomes inevitable. We might experi-
ence a trade improvement but it would carry with it a higher inflation, higher inter-
est rates dollar appreciation, a worsening of the budget deficit and a fall in invest-
ment. It is very doubtful that we really can afford a trade improvement today with-
out first undertaking a significant correction in the budget that frees the resources
required.

WHAT TRADE POLICY CAN ACHIEVE

Trade policy properly is directed to the standard of living not the trade balance. If
the US enjoys open markets abroad and allows unimpeded access at home the real
income of Us workers is maximized. Buy contrast, if foreign markets are protected
and the home market is closed to low cost imports real income of US workers is
reduced.

In a fully employed economy with suitable adjustment assistance there need not
be any concern about trade opening. Extra exports require resources for their pro-
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duction and they will naturally come from a reduced employment in import compet-
ing industries, the net result of successful trade policy thus is good jobs at good
wages. There is plenty of room for active trade policy: our own market is not as
open as we make ourselves believe. There are especially pervasive restrictions on
goods of interest to developing countries and in automobiles and semiconductors our
trade restraints (or their aftermath) continue to restrict imports. Foreign markets
remain closed in many cases. This is especially true of most developing countries
and, of course, of Japan.

US trade policy should seek to roll back the increasing protectionism through
nontariff barriers at home and to secure broader market opening abroad. The Uru-
guay Round offers one approach, although it need not be the exclusive vehicle. On
the contrary, a multi-track approach would enhance the credibility of a US commit-
ment to achieve more open markets abroad. Opening these markets provides oppor-
tunities for raising our real income. As noted above, however, market opening also
poses an adjustment problem. Either the opening must be accompanied by increased
saving or else by trade liberalization at home.

THE JAPAN PROBLEM

Perhaps the most striking failure of the GATT system is the continuing closed-
ness of the Japanese market. Although the country did participate in the various
rounds of tariff cutting, the Japanese economy remains basically closed in manufac-
tures trade and, of course, in agriculture. Tariff protection (or explicit quotas) are
not at issue as Table 3 shows. In fact, Japan seems somewhat of an onion with mul-
tiple layers of protection of one kind or another. As a result, a market as large as
one-fifth of industrialized countries (See Figure 1) effectively remains closed today.

Table 3.-POST-KENNEDY ROUND TARIFF RATES
[Percent]

SemiFinished FinishrdRaw Materials Manufactures Manufactures

U s ............... ...................................................... . ............................. ................... 1 .8 6 .1 7 .c
Ja pa n ............................................................... . .......................................................... 1 .4 6 .3 6 ..
C a nad a ............................................................................. ........................... . . . . ..... 2 .6 6 .6 8 .1
E E C ........................................................ ...... ............... ... . . ........................................ 1 .6 6 .2 7 .

Source GATT,

The finding that Japan remains a closed economy is based on the trendless, low
level of import penetration in manufacturing. This is shown in Table 4 as well as in
figure 2. Whereas all industrialized countries show major increases in import pene-
tration, for Japan the extent is smaller than everywhere else and shows no sign of
rising over the past decade.

Table 4.-IMPORT PENETRATION IN MANUFACTURING
[Percent of Apparent Consumption of Manufactures]

1975 1980 1985

C a rad a .......................................................................................................................... 19 .5 3 0 .6 3 8 .7
G e rm a ny ....................................................................................................................... 2 2 .9 2 7 .7 3 1.7
U K ................................................................... ............................................................ 1 4 .2 2 5 .3 3 3 .2
U S ............................................................... ...................................................... ......... 5 .5 9 3 1 2 .9
Ja pa n ............................................................................................................................ 4 .7 5 .8 5 .3

Source: OECD "The OECD Compatible Trade and Production Data Base: 1970-85." Paris, mimeo, 1988.

Three explanations have been offered traditionally. One is that Japan as a re-
source poor country is an exporter of manufactures and an importer of materials.
That argument is entirely correct and would lead us to expect that the manufactur-
ing content of exports should be far higher than that of imports. But clearly re-
source endowments are not the only source of trade, there is also intra-industry
trade based on gains from variety. For all industrialized countries other than Japan
much of the increase in import penetration reflects precisely this channel whereas
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in Japan it is virtually absent. Resource endowments then cannot be the explana-
tion.

The alternative argument is that government non-tariff barriers stand in the way
of imports. That has clearly been the case for public procurement and more general-
ly for anything that required facilitating regulation. But more important is probably
the third reason which goes under the heading of "culture" and as such seems
almost acceptable, Japanese consumers and firms "prefer" Japanese goods.

A striking piece of evidence of this effect has been brought by Max Kreinin who
reports on a survey of capital goods purchases by multinational firms located in
Australia. Whereas European and US multinationals purchase their capital goods
anywhere in the world, based on price and quality, Japanese firms buy their capital
goods virtually without exception in Japan! Japanese firms might purchase a rela-
tively larger or even very large share of their capital goods in Japan, but the exclu-
sive purchase in Japan -draws attention.

The mechanisms of the buy-Japanese attitude are diffuse. They range from famili-
arity and ease of business relations, inertia, a taste for discrimination to the social
pressures applied to deviant behavior by a business community which practices a
redlining policy against imports.

It does make a difference whether low import penetration is a reflection of a taste
for discrimination or whether it is mostly the outcome of a government and busi-
ness policy of trade restriction. In the former case one can take one of two views:
one is that one cannot argue with tastes If Japanese consumers are willing to forego
variety or pay more for made-in-Japan labels, so be it even if it comes at a terms of
trade cost to the rest of the world.

The alternative is to take the position that in an open world society discrimina-
tion is a bad habit (taste), a reflection of ignorance, that should be rooted out by
price and non-price measures. In this perspective import subsidies in Japan and
import performance criteria would be the right response. If tastes is not the main
reason, leaving the range from ignorance and inexperience to business-government
conspiracy as the principal source of low import penetration, there can be no reason
to accept the state of affairs and trade policy should remedy the problem in an ef-
fective manner. In fact, it does not really matter for our purposes what causes
Japan's imports to be low.

TRADE POLICY TOWARD JAPAN

Import discrimination in Japan is S fact and the cost of protection to Japanese
consumers is their own problem. But their discrimination hurts our export firms
and that is unacceptable in an open grading system.

Rather than focussing on the SII mechanism, which like the previous MOSS talks,
will do little measurable good, the US should develop a results-oriented trade policy
toward Japan. Results-oriented policy means that actual exports to Japan over the
next decade, rather than elusive discussions of the means and ends, become the
focus of policy. Specifically, a target should be set for the growth rates of Japanese
imports of US manufactures. Over the next decade, monitored on 3 year moving
averages Japanese manufactures imports from US should grow at an average (infla-
tion adjusted) rate of 15 percent per. year. a Over the reference period, assuming a 5
percent growth of apparent consumption, the share met by US supplies would rise
from about 2.5 percent today to 6 percent of Japanese apparent consumption of
manufactures. In terms of Japanese CNP, the import share of US manufactures
would rise from 0.7 percent to 1.7 percent.

There ought to be an effective sanction mechanism, automatic and forceful
enough to initiate a timely and complete Japanese understanding that adjustment
is required and this involves inevitably restrictions on Japanese market access in
the US. There are two possible routes. One is to maximize the disruptive effects for
Japan and minimize the costs to US consumers. This objective could be served by
developing a list of commodities for which substitute producers could easily and rap-
idly replace Japanese shipments. The alternative is to use across the board tariff
surcharges on ,Japanese imports, triggered automatically and proportionate to the
shortfall of Japanese import growth. This latter mechanism has the attraction of
minimizing the political intervention and fall out and is therefore highly preferable.

It is clear that such a policy raises any number of issues. The first question is
whether Japan would simply shift demand from European to US goods, and if so

3 In 1987 Japan imported $55 billion of manufactures of which $16.3 came or the US. Japa-
nese GNP in 1987 was about $2366 billion. Over the period 1985-88 the average growth of US
manufactures exports to Japan was 21.1 percent.
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what would be the European response to Japan and to the US? And what if Europe
made the same demands of Japan? Here the answer seems straight forward: one
would hope that Europe would make the same demand and (in exchange) forego the
growing tendency to discriminate against Japanese goods. If so Japan is effectively
faced with a multilateral challenge to open which, if met, will lead to freer trade.

Next in line is the issue whether Japanese firms might become the vehicles for
implementing the policy challenge. They would locate in the US to produce "Japa-
nese" goods for sale in Japan. There is no problem with Japanese investment in the
US, what is of interest is US located production and value added and if Japanese
firms are better at providing the employment, so be it. Whether the employer is a
US or Japanese firm is almost entirely irrelevant. Of course, it must be understood
that the trade growth results have to be substantially based on US value added
rather than accounting trade.

Third is the-possibility that Japan considers the US posture unacceptable and
threatens to trigger the sanction. The concern here is he spreading of economic
questions to wider foreign policy and national security concerns. It would be an illu-
sion to think that these issues are not in fact on the surface and in need of an
answer. Japan has grown up and is looking to define a role commensurate with her
economic strength. It is as well to trigger the search for that identity and let Japan
choose whether she is willing to be part of an open trading system of OECD coun-
tries or look for another role. Japan does have alternatives-increased integration
in Asia and possibly even with the Soviet Union.4 It would be a mistake to postpone
the policy challenge because, as these alternatives are being developed today, the
effectiveness of sanctions in the future is much less.

Finally, an effective market opening of Japan will free resources in Japan and
one must ask how the adjustment will take place. One possibility is that the real
income gains in Japan raise total demand. Another possibility is that resources
made redundant by import competition are absorbed in the export sector and thus
increase Japan's export competitiveness. There is no problem in this; the US policy
objective should be to open markets, not to defend against cheap imports that raise
our standard of living.

The state of siege mentality that shapes our trade policy is a reflection of our vul-
nerability as an economy and as a world leader. It stems from our persistent struc-
tural problems. To remedy these is the most urgent priority.

4 1 have explored these in an editorial in the Washington Post, National Weekly Edition, July
24-30, 1989.
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FIGURE 1
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PREPARED STATEMENT OF MITCHELL E. KERTZMAN

This subcommittee is to be commended for holding hearings on the Structural Im-
pediments Initiative (SID). Our commercial imbalance with Japan is a cancer eating
away at the health of the international trading system, and at the health of the
U.S. industrial base.

Reversing this unacceptable trade imbalance will require action by the U.S., as
well as by Japan. We applaud your close attention to these discussions as Congress
will have to work closely with the Administration in implementing U.S. action.

The American Electronics Association is pleased to have the opportunity, on
behalf of its members, to submit testimony regarding these structural impediments
talks. AEA represents over 3500 electronics firms from all over our nation in all
segments of electronics, including components, computers, telecommunications, and
software. The U.S. electronics industry is one of the fastest growing sectors in the
U.S. economy. It employs some 2.5 million workers, more than autos or steel. Prod-
ucts produced by our industry are vital to our national security, and critical to the
growth of many other sectors of our economy. In fact, electronics is so important
that many nations have targeted this sector for concerted national efforts to gain
global market share.

While our industry is generally healthy, we are deeply concerned with the longer-
term trends. Our global market share in many segments is shrinking rapidly. For
example, in radio and radar, we dropped from 68.8% in 1984 to 59% today. In in-
struments, we dropped from 56.7% to 43.9%. Trends in medical equipment, compo-
nents, data processing, semiconductors, and telecommunications are similar (see the
attached table). And most of this market share loss has been to Japan.

Our electronics trade deficit with Japan has been increasing, and reached $22.4
billion in 1988. Looking at trends of imports and exports in the electronics area, this
deficit could grow to $39.7 billion by 1993.1 As you can see from the attached chart,
this imbalance has increased even though the dollar has depreciated dramatically
against the yen. It is noteworthy that due to the currency changes of recent years,
our trade posture improved dramatically with all other countries except Japan.

We believe it is also extremely significant that our trade balance continues to de-
teriorate despite the numerous trade agreements in electronics that have been en-
tered into between the U.S. and Japan. Between 1979 and 1989 there have been a
total of 15 agreements related to electronics trade and market access issues between
the U.S. and Japan.2 These include agreements with NTT, a high tech agreement,
an agreement on semiconductors, an agreement on supercomputers, an understand-
ing on communications satellites, the MOSS talks on electronics, medical equipment
and telecommunications, supercomputers, and the science and technology agree-
ment. Clearly, individual agreements without a comprehensive strategy for monitor-
ing and implementation will not be successful.

U.S.-Japan trade problems are complex and not well understood. To a great
extent they stem from the differing socioeconomic systems in the two countries. Be-
cause the imbalance are largely caused by differing socioeconomic systems, we ap-
plaud the approach taken by the SI1 which puts the discussion clearly where it be-
longs-on solving the trade imbalance. And not on a discussion of fair or unfair
trade.

We concur with the Administration's decision not to treat structural adjustment
as an unfair trade practice under the Super 301 umbrella. While Japan's system
should not be regarded as an unfair trade barrier, it is clearly doing damage to U.S.
industry and their attempts to penetrate the Japanese market. These talks should
also seek to address the impact of structural adjustment on bilateral investment.
We believe that unless these structural problems are addressed in a comprehensive
fashion, the future health of our industry is threatened, as is the very survival of
the GATT trading system. It is extremely important that we work with Japan to
address all these issues.

Among the categories identified for discussion under SII, the key impediments
facing U.S. electronics firms trying to sell in the Japanese market fall under the
category of exclusionary business practices. This category includes government pro-
curement, intellectual property protection, toleration of anti-competitive practices
and buy national attitudes.

I"The U.S.-Japan Bilateral Electronics Trade Deficit: 1989-1993," Quick, Finan & Associates,
Washington, DC., June 1989, p. i.2 "Report to the American Electronics Association on Past Agreements Related to Electronics
Reached between the Government of the United States and the Government of Japan," Quick,
Finan, & Associates, Washington, DC., May 1989.
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A very significant obstacle to U.S. sales in the Japanese market has been an in-
ability to penetrate the government procurement market in Japan. Even in the
NTT market, where we have a trade agreement, our share is only 3.75%. Although
foreign computer manufacturers have been quite successful in their penetration of
the Japanese private sector, they have had only negligible sales to the public sector.
Foreign computer manufacturers' share of the Japanese public sector is 5.8% as op-
posed to a 36.4% share of the commercial sector.

An example of the result of Japan's government programs and private anti-com-
petitive behavior is the semiconductor industry. The foreign share of Japan's semi-
conductor market has consistently remained at 10% despite changes in the ex-
change rate and greatly intensified efforts by U.S. manufacturers to penetrate the
Japanese market. One reason is that huge vertically integrated firms that both
produce and consume semiconductors represent a large portion of the semiconductor
market in Japan. Additionally, other major users. such as the automobile industry,
are generally unwilling to purchase from non-Japanese sources. For example, the
U.S. supplies about 60 to 70 percent of the automotive industry's need for semicon-
ductors outside of Japan. In Japanese auto companies worldwide, however, our
market share is only 1 percent.

The Administration has indicated their intention to continue vigorously pressing
for enforcement of the semiconductor agreement under the current 301. We strongly
support this. In fact, Japan is now the world's largest market for semiconductors,
and full access to that market is critical.

Despite an 80 percent share of the world supercomputer market, U.S. manufactur-
ers have not been able to penetrate the public sector supercomputer market. The
U.S. sold its first supercomputer in the Japanese private market in 1979, and has
installed 16 out of a total 150 supercomputers that have been sold in the Japanese
market to date. Japan is the world's second largest supercomputer market with $1.5
billion in purchases through 1988. Forty percent of the market is publicly funded.
The Japanese Government did not procure any supercomputers until Japanese com-
panies developed their own supercomputers. To date, no U.S. supercomputers have
been sold to the Japanese Government as a result of a competitive bid. The only two
purchases of U.S. supercomputers by Japanese Government entities were done on a
noncompetitive basis under a special, one-time only, 1987 import promotion budget.

In August 1987, the U.S. and Japan negotiated the Supercomputer Procurement
Agreement, which called for a transparent, nondiscriminatory, procurement process.
The first formal review of the agreement in October 1988 found U.S. companies face
severe obstacles; no U.S. sales have been made or are expected in the near term
under the new procedures.

In 1983 the Japanese Government articulated a goal of developing a domestic sat-
ellite and associated launch service industry. The policy developed to reach this goal
included a prohibition against procuring foreign satellites. In response to U.S. con-
cerns, Japan has specified that private entities may purchase foreign satellites. De-
spite NTT's privatization in 1985, it is precluded from buying foreign satellites Until
1992. U.S. satellite manufacturers have been able to participate in the Japanese
Government satellite market only as subcontractors to a Japanese manufacturer.
Since satellites can often have R&D as well as commercial uses, one area of concern
for U.S. manufacturers is Japan's definition of what constitutes a research satellite,
and the belief that the Japanese government may fund all or part of satellites that
are primarily for commercial use.

A special area of concern for electronics companies is that of intellectual property
protection. Japan has one of the longest average periods of patent pendency in the
developed world. U.S. companies have waited up to twelve years to obtain a patent,
at which point their technology is often obsolete. We are also concerned about the
practice of patent flooding in which large numbers of applications are filed to cover
trivial changes in known technology, the extremely narrow scope allowed for claims,
compulsory licensing, and the practice of coercive cross-licensing.

Another key problem facing U.S. companies in Japan is a business structure
where Japanese firms in the same "keiretsu" have preferential purchasing arrange-
ments with one another. Several U.S. companies have been in situations where
their Japanese customers are in the same keiretsu group as the competing Japanese
manufacturers. Typically, the Japanese customers elect to purchase inferior equip-
ment made in the same keiretsu rather than more advanced equipment made by an
American manufacturer.We are supportive of the steps that the Administration has taken to deal with
these issues facing the U.S. and Japan. We believe that the U.S. and Japan need to
work together to forge a new trading system. We must take the differing socioeco-



107

nomic systems in each country and craft a new trading relationship that will allow
each country's companies to compete equitably and fairly in each other's country.

It is important that we recognize that many of the structural adjustment prob-
lems are our own responsibility. Frankly, it is our hope that our Japanese friends
will press the U.S. Government to deal with its own economic problems that impact
the bilateral trading relationship. High among these problems is the high cost of
capital driven by our enormous budget deficit and our tax system which favors con-
sumption over savings and investment. One by product of the low savings rate in
the U.S. is that the amount of money raised from the sale of stock has been shrink-
ing for the past three years. In the first three years of 1989, Japanese corporations
raised more than $110 billion as compared with $20 billion by American compa-
nies-the largest gap ever between the two countries. Also important is our govern-
ment's insufficient emphasis on trade promotion.

AEA will make every effort to support the government's structural adjustment
talks. We have established a Japan Task Force through which we will work with
the U.S. Government and our Japanese colleagues to solve the bilateral problems
facing both our countries. In addition, AEA recently had a successful meeting with
the Electronics Industry Association of Japan at which we expressed our concerns
regarding the structural impediments to .trade facing our members.

We hope that this committee will continue its oversight of the S1I process. AEA is
anxious to work with the Administration and the Congress to remove structural im-
pediments in the U.S. and to vigorously pursue eliminating impediments facing U.S.
electronics companies in Japan.
Attachment.
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PREPARED STATEMENT OF ROBERT Z. LAWRENCE*

It is a pleasure to be able to provide this committee with my views on the Struc-
tural Impediments Initiative (SII), the latest in the long line of negotiations between
the United States and Japan which focus on the bilateral trade problems between
our nations.

WHY SII IS NEEDED

There is evidence that imported products face unusually large barriers in the Jap-
anese market. In the case of agriculture, it is clear that formal quotas and tariffs
protect Japanese farmers. In the case of manufactured goods, the barriers are infor-
mal and their existence must be inferred from the unusual features of Japanese
trade structure and price behavior.

Japanese imports of manufactured products are an usually low share of Japanese
consumption. This low level of imports is undoubtedly influenced by the great dis-
tance between Japan and its trading partners (physically and culturally), the rela-
tively poor Japanese endowments of natural resources and the high quality of Japa-
nese products. But barriers of other types are also important.

Compared with other countries, Japan engages in an usually low level of intra-
industry trade. In Japan products are either exported or imported. Other industrial
countries have far more mutual interpretation of markets.

Foreign investment levels in Japan are extraordinarily low for a country of its
size. U.S. assets in Japan are roughly equal to levels in Australia, New Zealand and
South Africa combined.

Prices of goods are much higher in Japan than in most other countries. A useful
summary measure of goods prices in general is the purchasing power parity esti-
mates used by the OECD for deflating measures of inventories (of both consumer
and producer goods). In 1985, even when the yen was weak, goods prices in Japan
were 25 percent higher than in the United States and 42 higher than in the Europe-
an Community. In 1987, when the yen was stronger goods prices in Japan in 1987
were 85.6 percent higher than in the United States.

In a recent study, I analyzed distribution margins using input-output tables in
Japan and the United States. I found that in both countries payments to the retail
and wholesale trade sectors account for around a third of total value of final sales.
This suggests the high prices in Japan are enjoyed by manufacturers rather than
distributors. Indeed the different behavior of Japanese export and domestic prices
points to the capacity of producers for international price discrimination. Apparent-
ly, Japanese producers are able to maintain prices at levels which are higher in
Japan than elsewhere. This confirms in the aggregate, what many Japanese tourists
have discovered. Japanese goods cost less in other countries than they do in Japan.

While distribution margins on products, in Japan, in general appear similar to
those in the United States, this does not hold for margins on imported products. As
reported in a survey conducted by the Ministry of Trade and Industry, the prices of
imported brand name goods in Japan are 30-60 percent higher than those in the
USA and Europe.

Finally there is important evidence from the patterns of corporate involvement in
international trade. When America ships its exports to Europe, the shipments are
made mainly by U.S. companies to a buyer in Europe. Similarly when Europe sells
to the United States, the shipments are made by European companies to buyers in
the U.S. But when the U.S. exports to Japan, most of the shipments are made by
Japanese companies who buy or produce the goods in the U.S. This behavior results
from the domestic market power which induces Japanese firms to move downstream
through international backward vertical integration. Japanese firms control an un-
usually high share of Japanese trade because entry for foreign firms and products
has been so difficult.

In sum, these data support the anecdotal evidence that monopolistic practices in
Japan restrict new entrants, thereby allowing domestic firms to charge higher
prices. If prices for the same products are higher in Japan than the rest of the
world, barriers preventing arbitrage must exist. This suggests scope for policies to
remove these barriers.

* The responsibility for this statement is mine alone and does not reflect the views of the
Brookings Institution, its officers, trustees, or other staff members.
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THE GOALS OF S11

The goals of the structural impediments initiative (SI) are worthwhile. These are
to raise living standards in both Japan and the United States by opening the Japa-
nese marketplace. If impediments to imports were lower in Japan, Japanese living
standards would improve because consumers would be able to buy less expensive im-
ports. Living standards in the U.S. would also benefit because we would sell more
exports without having to reduce the value of the dollar.

While the goals of the initiative are admirable, I am concerned, however, about
three aspects of the current $11 discussions.

The first concerns its relationship to the trade deficit. It is common to read state-
ments by U.S. and Japanese officials which suggest that if the SII makes it easier
for Americans to sell and invest in Japan, our bilateral trade deficit with Japan will
automatically be reduced. But except in the very short run, this will not be the case.

One topic for both sides in the SII talks, the issue of savings and investment be-
havior in the two countries, does have obvious implications for the agegate trade
balance in goods and services of the two countries. The American trade balance is
not principally determined by trade policy but by the balance between out saving
and investment. The current account is by definition the difference between aggre-
gate saving and investment. If Japan lowers its national saving rate relative to its
domestic investment levels, its trade surplus in goods and services will decline. Simi-
larly if the U.S. cuts its budget deficit and raises its national saving rate relative to
domestic investment, our trade deficit will decline.

But the other topics initiated by the U.S. aim at making Japanese markets more
open. And there is no necessary relationship between the size of a nation's trade
balance and the openness of its markets. West Germany, for example, has one of
world's most open markets, but in 1988, as a share of GNP, its trade surplus was
almost twice that of Japan. Of course, even if it does not affect the overall trade
balance, the goal of the SII is worthwhile. A more open Japanese market would
result in greater volumes of trade and in improved world resource allocation. But
there is a danger that by concentrating on the trade balance data, we will ignore
the more important evidence, given by Japanese import and price behavior on
whether or not this initiative has achieved its goals.

The second concerns the groundwork for these talks. While it is useful that both
sides are making demands of each other, the talks will only succeed if both parties
are convinced they have desirable objectives. It seems to me that prior to engaging
in detail discussions about specific barriers, the U.S. and Japan should jointly out-
line a vision of the type of interaction we would like to see between our two coun-
tries over the long run. I believe we should commit ourselves to the goal of a bar-
rier-free market by the year 2000 or 2010. We should then jointly decide what kinds
of issues would have to be resolved to achieve this objective in much the same way
as the European Economies laid out a blueprint for their 1992 initiative. Indeed, in-
stead of telling each country telling the other what is wrong with their country, it
would be illuminating to have each country detail its own shortcomings. I am sure,
in, the case of the U.S. our list would not be very different from the Japanese.

The Maekawa report has already laid out a vision of an open Japan and the MITI
in Japan has engaged in similar exercises. The object of such an exercise would be
to get agreement on the kind of economic system we both want. If we are unable to
get such an agreement, there is no purpose served by getting bogged down in the
details.

The third concern I have relates to time frame. We must ensure that SII not
stand for a Super Impatient Initiative. Increasingly there is a recognition that eco-
nomic interdependence between nations has grown to the point where we can no
longer limit our concerns to border barriers. There is a need to resolve much deeper
structural problems. Commitments to deal with the questions could be made rela-
tively quickly. But given the deeply structural nature of the issues, the complete
implementation will take many years. There is a danger that policymakers will try,
as they have in the past, for a quick fix. There will be political pressures to declare
problems have been solved, when in fact they have not been.

Unfortunately, to resolve many of these questions there is no substitute for dis-
cussion about the details. The issues dealt with at a general level in these talks
might have to be supplemented by a more detailed sectoral focus. This requires an
immense commitment of resources by both nations.

WHAT IF SII FAILS?

Alternative approaches. Increasingly, there are calls for the U.S. to shift its de-
mands from equal opportunity to affirmative action. Some argue Japan will never
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play by Western rules. Indeed given the outstanding performance of the Japanese
economy, the outside world has no right to demand that Japan change practices
which have served it so well. Instead of trying to change Japan, the outside world
should simply negotiate quantitative import targets and allow the Japaneje Govern-
ment, which best understands its economic system, to ensure these are attained.
The new slogan is therefore "results rather than rules." If the SII talks fail, or if
political pressures mount, there is a danger U.S. policies will shift towards these
managed trade solutions.

Some are calling for targets for aggregate Japanese imports of manufactured
goods from the United States. Others advocate a more detailed sectoral approach to
setting import levels. Advocates of a results-oriented approach to Japanese trade
generally agree a managed trade system is not ideal, they suggest there is no other
way to deal with Japan.

But while a results-oriented approach might raise the volume of Japanese trade,
it could actually lead to a market with more rather than less government and corpo-
rate control. In fact, such an approach gives up on the idea the Japanese economy
will ever be genuinely open. It settles for making sure that at least Japan buys a
certain amount of imports as a quid pro quo for its exports. By insisting Japan im-
plement such a system, the U.S. would severely limit Japan's ability to become a
genuinely liberal economy. Sector-by-sector targets can only be enforced if the MITI
(Ministry of Trade and Industry) is powerful enough to guide Japanese firm behav-
ior in great detail. MITI would be forced to organize and monitor numerous buying
cartels. Firms would be forced to collude on how imported products are to be han-
dled. Instead of encouraging Japan in the liberal direction urged in its own official
Maekawa report, the policies would be driving it back towards precisely the system
the world finds so difficult in the first place.

It is hard to see why Americans will prefer a system of competition between bu-
reaucrats over a system of competition between firms. Our governmental system is
ill-suited to such a contest, and we are likely to do worse under it, than we do under
the current system.

The U.S.-Japan Semiconducter agreementnt is an example of results-oriented trade
policy. It is striking that the side letter to the Semiconductor Trade Agreement
(STA) negotiated between the United States and Japan called for the products of
foreign-owned companies to achieve 20 percent of the domestic sales by 1991. The
semiconducters which Texas Instruments produces in Japan or Korea, using Japa-
nese and Korean workers, qualify for this quota, the semiconducters NEC or Fujitsu
produce in the United States using American workers do not. As it has been imple-
mented, this initiative is certainly not designed to maximize its impact on the U.S.
industrial base. Indeed it could be met by the supply of semiconductors from Japan-
based foreign owned firms! It is an example, of how managed trade can be captured
by corporate interests, rather than interests representing US. consumers and work-
ers generally.

Let me conclude by noting that we should not look upon our policies of using ex-
change rates and rules-oriented approaches as a failure. The progress may have
been slower than many would like, but it is clear in thE. data. Since 1985, the Japa-
nese economy has made major adjustments. In fact, many of the barriers to the Jap-
anese market operate like tariffs rather than quotas. They keep imported products
expensive in Japan but they do not prevent marginal responses to price and cost
incentives. The result has been that as the Yen has appreciated, there has been a
dramatic increase in the volume of manufactured goods imports into Japan over the
past four years. The share of Japanese imports accounted for by the intra-firm ship-
ments of Japanese-owned firms abroad has been declining and the share of U.S. ex-
ports to Japan shipped by U.S. firms increased from 11.3 percent in 1980 to 17 per-
cent in 1987. Those who claim exchange rates do not change Japanese buying pat-
terns, have simply not examined the data.

It is also noteworthy that U.S. exports have surged in sectors in which negotia-
tions to change the rules have been concluded. According to the ACTPN Report to
Mrs. Hills, after ten years of pressure, virtually all barriers to the importation of
tobacco into Japan have fallen. The four sectors which were singled out for negotia-
tion under the maligned Market Opening Sector Specific (MOSS) talks in the mid-
1980's have shown impressive growth in Japanese imports. According to the report,
from 1985 to 1987, U.S. exports to Japan in the four product categories combined
increased by 46.5 percent, well above the 24.8 percent increase in total U.S. exports
to Japan over the same period. The report dismisses this performance because the
total increase in exports of the products (of $1.3 billion) was small relative to the
entire bilateral trade imbalance. But no one expected negotiations in a few sectors
to turn the entire imbalance around. The problem, may not be the approach, i.e.,
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emphasizing rules, but the limited resources and narrow focus of the number of sec-
tors brought into consideration. We need not only tough, persistent negotiations, but
enough patience to let the results begin to build.

This testimony has been concerned quite properly with Japan. But the U.S. is pri-
marily responsible for its trade deficit. If we had moved promptly to deal with our
key problem-the U.S. budget deficit-we could indeed be impatient with Japan.
But when we see the political problems posed for us by the relatively easy measures
of raising enough tax money to finance our spending, we should understand the
problems the Japanese face in making changes that go to the heart of their culture
and way of life.

PREPARED STATEMENT OF DAVID D. LELAND

BARRIERS TO THE JAPANESE WOOD PRODUCTS MARKET AND THE STRUCTURAL
IMPEDIMENTS INITIATIVE

My name is Dave Leland, I am President of PlumCreek Timber Co. and a member
of the Steering Committee of the National Forest Products Association's Alliance
for Wood Products Exports. Thank you for permitting me to appear today to discuss
the importance of the Structural Impediments Initiative to the U.S. wood products
industry. In addition, I would like to discuss briefly the relationship of the SII with
the Super 301 process, in which market access to Japan's wood products market has
been designated a trade liberalization priority.

As many of the Members of this Committee know, the U.S. wood products indus-
try is internationally competitive in both price and quality. On a unit cost basis, our
costs average much less than Japanese costs.

The commonly heard Japanese refrain that U.S. industry has not made the effort
to penetrate the Japanese market is not true for the wood products industry. For
more than twenty years, this industry has spent hundreds of man-years and mil-
lions of dollars seeking to further penetrate the Japanese market. I stress these
things to make it clear that we know the market, we're the most efficient producers
in the world, and we would increase sales dramatically except for the tariffs and
non-tariff barriers.

The Alliance for Wood Products Exports was formed because despite our efforts
and competitiveness, sales to Japan lag well below potential levels. For example,
over 70% of Japan's imports of U.S. wood products by value in 1988 were raw mate-
rials.

The reason the U.S. industry does not reach its potential in Japan is an inter-
related web of tariff and non-tariff barriers impeding importation and use of wood
products. Elimination or significant reduction of these barriers could increase ex-
ports of processed U.S. wood products by from $1 to $2 billion annually.

These barriers can be grouped into seven primary categories:
First is tariffs and tariff escalation. Japan's practice of applying no tariffs on raw

materials and escalating tariffs on value-added products results in effective rates of
protection on many important wood products of two or three times the nominal
rate. For example, as the recent Department of Commerce Study showed, Japan's
10% tariff on softwood plywood provides an effective rate of protection of over 26%.
This deliberate system of tariff escalation strongly skews Japan's imports toward
the importation of raw materials and away from the importation of value-added
products. In effect, the system robs the U.S. industry of its competitive advantage.

This problem must be addressed. Without elimination of these tariffs, the Japa-
nese market will remain largely closed to value-added products.

Unnecessary restrictions in Japan's wood standards and codes also severely re-
strict importation and use of wood. For example, Japan prohibits the construction of
garden apartments and commercial buildings out of wood. The Ministry of Construc-
tion classifies Oriented Strand Board with particleboard, despite the fact that OSB
is structurally competitive with plywood. Product certification for imported products
involves duplicative requirements and adds unnecessary expense and time to impor-
tation of U.S. wood products. These are only a few examples of the standards and
code barriers which impede both importation and use of wood products.

Third, Japan misclassifies a number of laminated wood products in its tariff
schedule, artificially increasing the tariff from 3.9% to 15-20%. This has a big
bottom-line effect on companies like PlumCreek which would like to sell more lami-
nated lumber in Japan. Japanese customers want these products, but this illegal
misclassification limits our ability to export.
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Fourth, Japan provides its wood industry with numerous subsidies. Of particular
concern to the U.S. industry are subsidies intended to counter market opening ef-
forts and which result in increased production. For example, after the MOSS talks,
Japan authorized over $1 billion in subsidies to counter-act the effects of market lib-
eralization. This must not happen again.

In addition to these groups of barriers, Japan's wood products market is protected
by three structural barriers which are also being addressed in the Structural Ird-
pediments Initiative.

Inefficient land/housing policies in Japan severely limit the consumption of wood
products by favoring agricultural uses of land over residential uses. Reform in thi.
area would not only dramatically increase importation and use of' wood products',
but would substantially improve Japan's standard of living.

Anticompetitive practices abound in Japan's wood products industry as in other
industries. If Japan refused to sanction cartels in logs, lumber and plywood (wheth-
er temporary "rationalization" cartels or otherwise), U.S. wood products producers
would have more of an opportunity to compete fairly in Japan.

As with nany other products, Japan's distribution system seriously increase- th.-e
cost of wood products. Relief in this area could be very valuable. For starter.r, th
Administration should include wood products among those products which it mo:1-
tors to determine if Japan's price structure is excessive.

In May, the Administration named barriers to Japan's forest products market as
a trade liberalization priority under the Super 301 provisions of the 1988 Trade all(;
Competitiveness Act. Negotiations to eliminate these barriers are underway, and
the industry is providing whatever support is possible.

With respect to the structural issues, liberalization of the Japanese market could
result in enormous long-term gains for both the Japanese consumer and potential
U.S. suppliers. While the industry fully supports the Structural Impediments Initia-
tive, it has also asked the Administration to discuss wood products specific structar-
al issues in the bilateral forest products negotiations.

In spite of the Administration's efforts to date, the industry is seriously concerneri
about results. The binational process must result in the elimination of a broad
tange of Japanese barriers, in particular tariffs. Elimination of minor technical bar-
riers will not result in the real export gain which should be obtained.

Similarly, addressing structural barriers for wood products, whether in the Strop
tural Impediments Initiative, cannot serve as a substitute for progress in the bi1 'iter-
al 301 negotiations on wood products.

Reform of Japan's distribution system and anticompetitive activities will 11ot oper,
the Japanese wood products market until the tariff and standards/codes barricr.
are eliminated. This is my central message to this Committee. The wood produ,:m
industry will be in the vanguard of support for S11, but real gains must be made in
the current sectoral talks on wood products.

The Alliance for Wood Products Exports, on behalf of the U.S. wood products in-
dustry, urges Congress to support structural reform in Japan. At the same time, the
Alliance strongly urges Congress to insist that real progress be made in opening the
sectoral markets which have been identified as trade priorities, in particular elimi-
nation of Japanese tariffs which severely limit importation of wood products.

PREPARED STATEMENT OF JULIAN C. MORRIS

INTRODUCTION

As the representative of more than 2,000 American producers and sellers of origi-
nal equipment (OE) and replacement, or aftermarket, parts the Automotive Parts &
Accessories Association (APAA) supports the Structural Impediments Initiative and
the special role it now plays in APAA's long quest for greater openness in the Japa-
nese parts buying and distribution systems. I

The openness of the U.S. market has enabled strong sales and profits for Japanese
auto and parts making industries. It is time Japan is told in volume and tone that
cannot be ignored that the price of continued openness is reciprocal access for U.S.
suppliers in Japanese parts markets.

Designated by the Administration as an important adjunct of the Super 301 proc-
ess, SI1 is the latest of four negotiated attempts this decade to build parts trade.
And, given the dramatic nine-fold swelling of the parts trade imbalance over the
course of prior efforts, shown in Appendix A, we believe it should be the last. More-
over, APAA believes the SII should be the final word on Japanese structural reform
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because Congress has equipped U.S. negotiators with the potent Super 301 market
opening tool.

APAA members make and sell the entire spectrum of automotive parts, accesso-
ries, tools, equipment, chemicals and supplies. APAA's 1,000 U.S.-based manufactur-
ing members represent a very significant share of the universe of 2,000 firms cited
by USDOC as being engaged primarily or solely in automotive parts and accessories
production for both OE and aftermarket consumption.

Thus, when I speak of APAA as industry's representative, the term refers to this
vast number of firms. It does not imply that APAA speaks for every firm in the
industry universe nor that APAA is the only group representing the large, diverse
U.S. parts industry.

My statement will address Japanese automotive industry parts sourcing and dis-
tribution barriers and the transplanting of these closed systems to the U.S.; discuss
the appropriateness of Super 301 treatment should the SII talks fail to reform Japa-
nese systems; and review APAA backed policy initiatives and proposals for results-
oriented talks to redress the huge trade imbalance.

IMPACT OF JAPANESE STRUCrURAL IMPEDIMENTS

Foreign car makers who can secure a significant share of the rich, open U.S.
market while protecting their home market from import competition, always enjoy
the upper hand in economies of scale and gain a global competitive advantage. For
over 10 years and three Administrations America's auto parts industry has warned
that this is the case with the Japanese.

The structure of Japan's automotive industry long has excluded U.S. firms from
equipping Japanese nameplate cars that dominate the world market. The Interna-
tional Trade Commissionis December 1987 report, Global Cometitiveness: The US.
Automotive Parts Industry, (USITC Publication 2037) excerpted in Appendix B, pro-
vides an extensive discussion of the various Japanese industrial groupings, or keirit-
sus, each of which includes an auto producer, bank, related parts makers, and other
financial and industrial operations.

The fact that keiritsus interweave companies "through equity exchanges, inter-
locking directorates, intra-group financial commitments, joint R&D efforts, and
membership to exclusive management councils or clubs" has the reported, well-
known effect of making it "difficult for potential outside suppliers (domestic or for-
eign) to sell to companies in the group." Japanese structural barriers figured promi-
nently in U.S. parts makers' responses to the USITC's 1987 global competitiveness
report as shown in the attached table (Appendix C).

The foremost structural impediment APAA knows of in U.S.-Japan parts trade,
keiritsus tie Japanese OEM's and suppliers so tightly that a leading Japanese news-
paper, the Nihon Keizai Shimbun, portrays Japanese suppliers as "vertically inte-
grated Japanese parts companies." They further are likened to "faithful servants of
a feudal warrior chief."

PARTS PROCUREMENT BARRIERS IMPORTED

APAA consistently has warned of the threat of market erosion for American
made original equipment and aftermarket sales. Japanese auto/parts inroads in the
U.S. through (1) direct and captive imports bearing little U.S.-made content, (2)
transplant assembly using largely Japanese content and (3) greater Japanese-con-
trolled parts in Big Three production could give Japanese auto/parts makers the po-
tential to control between 40% and 50% of the content of all cars sold in America in
the 1990's.

Already vulnerable, our industry now faces its gravest threat and the prospect of
permanent preclusion from the transplant assembly market as hundreds of Japa-
nese suppliers move on shore. Moving here originally to keep tight ties with Jdpa-
nese car makers, these companies have set their sights on selling to Big Three cus-
tomers, and to cracking the lucrative U.S. aftermarket.

I- deed, in testimony cited by the USITC, former Commerce Assistant Secretary
H.P. Goldfield explained that traditional Japanese family-like manufacturer-suppli-
er relationships not only pose the primary barrier to U.S. auto parts sales to Japa-
nese OEM's, but by their importation to the U.S. also "have effectively precluded
many U.S. suppliers from participating in this huge, fast-growing" transplant as-
sembler market.

While the falling dollar should have sharpened the competitive edge of American
companies seeking transplant sales, in many cases it turned against us by casting
the U.S. as an investment bargain for the Japanese. Japanese car companies pass
over attractively priced quality U.S. parts for parts from related Japanese supplier
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Plants set up here. And these parts plants, like their car company customers, con-
tinue to import capital goods and subcomponents for their assembly operations and
thereby contribute to the U.S. trade deficit. Indeed, Japanese automotive investment
in the US. appears to be increasing, rather than trimming, the trade deficit.

CLOSED PARTS DISTRIBUTION WEB IMPORTED

Japan's closed parts distribution web has joined the closed parts buying system in
the U.S. It is getting harder for America's independent aftermarket retailers and
service outlets to provide replacement parts to owners of Japanese nameplate cars.
Tightly controlled OE producers generally restrict replacement parts sales to the
car dealer network only. And, since most U.S. and other independent parts makers
do not have the economies of scale that OE sales provide, tool up costs for purely
replacement parts production can be prohibitive.

PARTS INDUSTRY'S PRIORITIES FIT SUPER 301 CRITERIA

In comments submitted as part of the Super 301 prioritization process and in
follow-up meetings with the Office of USTR, APA A reiterated our chief objective: to
break the chains binding Japanese car companies and Japanese suppliers to the ex-
clusion of U.S. companies. Auto parts trade's potential candidacy for Super 301
treatment stands on three important planks:

(1) The potential for significant sales increases should we succeed in loosening Jap-
anese OEM/supplier bonds is enormous. More U.S. parts sales to Japan-based OEM's
would spur exports while more U.S. firms' sales to Japanese transplant assemblers
would cut Japanese parts imports. Working together they could shave the automo-
tive products half of our bilateral trade deficit. The following statistics are evidence
of the staggering challenge we face in cutting the parts trade deficit with Japan:

-Japan's parts trade surplus increased five-fold between 1982 and 1988, from $1.6
billion to $9 billion.

-Japanese OEMs' almost total reliance on Japanese suppliers holds U.S. sales to
$300 million, less than one third of one percent of Japan's $85 billion market.

-Japan's transplant assemblers in the U.S. have domestic sourcing ratios of less
than 40 percent, a growing share of which is made by Japanese migrant suppli-
ers.

-The true parts trade deficit includes that quarter of Japan'S $85 billion parts
market devoted to building $24 billion in cars and light truck exports to the
U.S.

(2) The significant precedent that could be set, by breaking through the shell sur-
rounding Japanese OEM/supplier families to the exclusion of U.S. suppliers, would
warn emerging auto producing nations to steer clear of structural barriers.

(3) As to the likelihood of success, APAA believes that Japan and other nations
cited depend on continued U.S. market access, giving America the most potent
market opening tool. As former Undersecretary Smart said at the August 1986
opening MOSS round, Japanese auto makers who benefit the most from access to
the vast U.S. market also stand to lose the most unless Congress sees tangible
market opening results.

APAA believes that the Super 301 leverage is so important to the current SII
talks, that we have attached as Appendix D our suggested refinements for the 1990
Super 301 exercise as well as for the preparation of subsequent National Trade Esti-
mate reports.

U.S. POLICY BUILDING

Although the 1980's have been punctuated by three key U.S. government initia-
tives to crack keiritsu created barriers, U.S.-Japan auto parts trade figures (Appen-
dix A) signal failure of increasing proportion.

Indeed, the U.S. ends the decade with this USTR diagnosis of the problem pro-
nounced in the 1989 National Trade Estimate (NTE):

A prerequisite for selling most functional auto parts to Japanese vehicle makers
is to become part of their supplier "family." "Nonfamily" suppliers are preclud-
ed from both the original equipment and replacement (aftermarket) auto parts
markets for Japanese vehicles. The United States is trying to persuade Japanese
vehicle manufacturers to increase their purchases of competitive, high quality
US. auto parts. (Emphasis added.)

While APAA vigorously supports continued, intensified bilateral negotiations
aimed at increased sales, we believe the 1989 language should have incorporated the
following strong statement which the USTR made in the 1987 NTE: The "United
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States is trying to persuade Japanese manufacturers to give fair consideration to
competitive, high-quality US. -made parts. (Emphasis added.)

APAA sees the statements as complementary, in that it should not be difficult to
get Japanese OEM's to increase their purchases of U.S. parts once our industry
firms get fair consideration.

With Japanese cars taking increasing shares here and globally, American trade
leaders should take very serious note of the USTR's 1989 NTE finding that Japan's
aultomotive industry structure "precludes," or rules out in advance the use of U.S.
OE and aftermarket suppliers.

Gaining a fairer shake at supplying the Japanese car building and aftermarket
strvice parts markets in the U.S., Japan, and third markets was supposed to be the
overriding goal of the U.S.-Japan Market Oriented, Sector Selective (MOSS) talks
that concluded in August 1987.

Today, over two years after the concluding MOSS round, little U.S. sales progress
is evidenced in significantly cracking Japanese parts markets for high value-added
components and systems. MOSS failed in its primary goals of reforming Japanese
sourcing practices in large part because of the control the U.S. allowed Japan to
exert over the agenda itself.

Sidestepping America's primary MOSS objectives, Japan cherrypicked lesser
items such as trade promotion and sales monitoring from our negotiators' list of ob-
jectives. Five of seven negotiating sessions were mired down by the issue of how
Japan would self-monitor post-MOSS progress. Rather than crafting a system that
measures the genuine successes of traditionally excluded U.S. firms, the agreement
our government endorsed allowed Japan credit for purchasing from their trans-
planted traditional suppliers now locating in the U.S. This means our government
effectively is rewarding Japanese OEM's for keeping the same tight bonds that the
negotiations were intended to loosen.

The fact that the Administration's prescribed regimen as stated in the 1989 NTE
offers two post-MOSS tonics which hardly fit the malady diagnosed-Japanese self-
monitoring of U.S. parts purchases and greater Japanese Government assistance
with trade promotion events-indicates continued Japanese control of the parts
trade agenda. As subsidiary goals they can support but never substitute for the pri-
mary goals of reforming Japanese parts sourcing practices.

RECOMMENDATIONS

APAA believes the SII talks have set the agenda firmly towards keiritsu reform.
This new initiative also has tremendous potential to both reinvigorate the remain-
ing years of the post-MOSS bilateral talks, and to redirect those negotiations to
tackle the goals of automotive industry structural changes, goals that heretofore
have eluded the MOSS process.

In addition to the SII and post-MOSS talks, the 1988 trade act's Quayle Amend-
ment mandates a five-year, MOSS like Japanese parts market opening initiative.
These three initiatives should buttress one another, adding strength to our appeal to
the Japanese Government for dismantling what the trade act calls unacceptable
Japanese barriers to U.S. OE and aftermarket sales.

APAA has high expectations for SII and related reform efforts, because they
stand on the Super 301 foundation, which the 1988 trade act architects built as a no-
nonsense, results-oriented approach towards correcting trade abuses. To help drive
these negotiating vehicles APAA urges:

(1) Promptly convene the new auto parts industry advisory committee charged
with helping shape the Quayle initiative.

(2) Since private, not government, barriers are at issue, it is vital to define suc-
cessful outcomes. The 1980 bilateral parts trade approach should be revived, includ-
ing an update of Japan's 1980 parts purchase target and the establishment of time-
tables.

(3) Send Japan a strong signal by having Commerce follow the semiconductor in-
dustry precedent for monitoring progress, and collect voluntarily submitted data on
U.S. capital-affiliated firms' sales to Japanese parts markets. Similar Commerce
monitoring of U.S. firms' sales was key to the 1980 effort.

(4) Continue joint trade development efforts with stringent, bilateral follow-up
monitoring of related sales progress.

(5) Remind Japan that the potent new Riegle/Levin amendment of Section 301
now holds foreign governments accountable for the lack of fair commercial consider-
ation of U.S. products.

(6) Here at home, reform of the Foreign Trade Zone automotive subzone program
is needed to end multi-million U.S. tariff concessions that now help each transplant
OEM sustain the tight family links that exclude our sales. The first negotiating pri-
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APPENDIX B
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4-12

import duties on selected automotive parts entering France range from
about S to 14 percent ad valorem; the value-added tax renges from almost 19
percent to 33 percent, as shown In the following tabulation: k/

Va lue-added
import duty ta

SearLngs: iron, self-
lubricating, and porous... 4.9 18.6

Shock absorbers ............. 8.2 18.6
Vew car tires .............. 5.8 18.6
Car radios with speakers .... 14.0 33.3

gv9_y.tnt grograms.--Although the industry does not receive direct
Government assistance, the Covernment is nevertheless present through the
nationaLized automaker, Renault. Industry sources indicate that there is some
discussion of changing Renault's legal status from "state agency" to
"nationalized company." The change may be one step towards the company's
privatization.

Industry structure.--There are over 10,000 producers of automotive parts
in Japan empLoying some 600,000 persons. Approximately 8,JOO of these
producers are small firm having 29 workers or less, about 1,300 are
medium-size4 firms having 30 to 99 workers, and about 600 are large companies
having 100 or more workers. j/

Most Japanese auto parts producers are affLitated with one of the 11
Japanese automakers. Most of the auto producers are linked to larger networks
of Japanese companLes representing a wide range of industries. These networks
are known as "keirLtsu" industrial groups. The keiritsu structure links fic
in different industries to form conglomerations of companies. The keirLtu
structure is an interweaving of companies through equLty exchanges,
interlocking directorates, intra-group financial commitments, joint PAD
efforts, #d mebership to exclusive management councils or clubs. The
objective of these groups is to work collectLvely to increase total group
sales and employment. Hember companies generally have a strong tendency to
purchase from other member companies; this structure makes it difficult for
potential outside suppliers (domuetic or foreign) to sell to companies in the
group. I/

j/ According to an April 1961 report from the U.S. tabasy.
I/ The Structure of the Japanese Auto Prts industry, Dodvell Karketing
Consultants, 1906, and Stephan 5. Wickan, "The Character and Structure of the
Economy," Japan: A Country Study, ed. Frederick& Dunge (Washington, DC: The
American University, 1963), pp. 141-196.
I/ The Structure of the Japanese Auto Farts Industry, Dodvell Marketing
Consultants, 1983.
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There are six major keiritsu groups in Japan. At the core of each is a
major Japanese bank. I/ Tied to the bank and to each other are such diverse
operations as raw material producers, manufacturers of intarmsdiate and final
products, and service providers such as trading companies, insurance firms,
shipping lines, construction companies, and other ancillary service
providers. In 1984, these six groups accounted for almost 18 percent of net
profits of all Japanese businesses, almost 17 percent of total sales, over 14
percent of paid-up capital, and almost 5 percent of the Japanese work-force
(fig. 4-4). 1/ The groups and their affiliated auto producers are Mitsui
(Toyota Motor Co.) 1/, Mitsubishi (Mitsubishi Motors), Sumitomo (Toyo Xogyo,
comonly known as Mazda), ruyo (Nissan), !j/ Sanwa (Daihatsu), / and Dat-chi
Xangyo (Isuzu Motors). Other Japanese auto producers are associated with
smaller, less organized industrial groups such as Suzuki Motors, part of the
Tokai group. The largest Japanese auto producer that has no apparent group
affiliation is Honda Motor Co.

The Japanese auto producers, together with their affiliated auto parts
producers. are typically large enough to be considered "ktiritsu" style
groupings. J/ The major auto producing groups are the Toyota group (includes
Daihatsu Motors and Hino Motors through equity interest), the Nissan Group
(includes Fuji Heavy Industries Group and the Iisan Diesel Group through
equity interest), the Toyo Kogo Group, Honda Motors, Mitsubishi Motors, Isuzu
Motors, and Suzuki Motors.

Japanese auto producers rely more heavily on noncaptive suppliers th.n
U.S. auto producers. The U.S. average for outsourcing of parts by automakers
is 50 to 55 percent; for Japanese automakers, the average is about 75 percent.
The auto producers typically set up associations of their parts suppliers
known as "Kyoryokukai" to enhance cooperation and solidarity. Although the
recent trend has been towards a slight relaxation of group ties, members of
these associations typically sell most of their output to their one,
affiliated auto producer. Parts producers are usually very specialized, and
produce only one or two types of parts. On the other hand, each particular
automobile part used by an automiaker is typically produced by several
companies within each Kyoryokukei, so that the auto producer has multiple
suppliers, thus encouranging, competition in price A quality. Z/

The Toyota Motor Co., Japan'@ largest auto producer (ith 3.7 million
vehicles produced in 1985), ha 220 primary auto parts suppliers and over
1,000 secondary and tertiary suppliers. Toyota has foaed two auto parts

I

1/ Henry C. Vellick and Kable Wallick, rankingg and Finance," hALV'o!w
Giant. How the Jaeganese economy Works, ed. Hugh Patrick and Henry IRosovsky
(Washlngton, DC: The Brookings Institute, 1976) p. 294.
I Masseichi HiogamL, "Industrial Groups," Javan Economc Yearbook. 1964.
,/ Toyota is a significant grouping unto itself and only loosely connected to
the Mitsui Group.
4/ Nissan is also a significant group unto itself and only loosely connected
to the ruyo Group.
I/ Toyota has equity interest in Daihatsu.
J/ Industrial Groupinas in Jaman, Dodwell Marketing Consultants, 1985.
7/ "The Relationship Between Japanese Auto and Auko Parts Makers," prepared by
itsubishi iSesearch for the Japan Automobile Manufacturers Association, 1987,
and USITC staff interview with the Ministry of International Trade and
Industry officials, Tokyo, Japan, Apr. 20, 1967.
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Figure 4-4
KeLirtsu loupe: Structure of the six KeLrLtsj groups and theLr role in the
Japanese economy, 1984.
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supplier groups: Kyoho-KaI and Eiho-Kai. Toyota's equity Interest In its
affiliated suppliers ranges from 1.4 percent to 60.4 percent, with the average
around 25 to 30 percent. Toyota has a 14.6 percent interest In Daihatsu,
Japan's ninth largest automaker (with 1985 production of 579,000 vehicles),
and a 10.4 percent interest in Hino Motors, a leading Japanese truck
manufacturer (with 1985 production of 69,063 vehicles). Daihatsu Motors has
approximately 140 primary suppLiers, and its parts association is called
Daihatsu Kkoyu-Kai. Hino Motors has some 220 primary suppliers that form the
parts association Hino Kyoryoku-Kat. I/

The Nissan group is comprised of Nissan Motor Co., Nissan Diesel, and
Fuji Heavy industries. Nissan Motor Co., the second largest Japanese auto
producer (with production of 2.5 million vehicles in 1985), has about 160
primary auto parts suppliers and some 800 secondary and tertiary suppliers.
Nissan's two supplier associations are Takara-Kai and Shoho-Kl&. Nissan
Diesel has 60 parts suppliers that form the association Wimsan Diesel
Yayoi-Kai. Nissan Diesel produced 36,351 trucks and buses In 1965. Fuji
Heavy Industries, which ranked eighth in vehicle production in 1905 with
584,384 vehicles, has a total of more than 700 suppliers that are divided into
three Kyoryokukai's: Cunma Kyoryoku-Kai, Kyoryoku-Kai, and Isesaki
Kyoryoku-Kai. I/

The Toyo Kogyo group, which ranked third in production of automobiles in
1985 (with almost 1.2 million vehicles), has some 250 primary suppliers that
form two supplier associations, Yoko-Kai and Toyu-Kau. Mitsubishi Motors, the
fourth ranking Japanese auto producer in 1985 (with almost 1.2 million
vehicles), has 340 primary parts suppliers that form the Kashiva-Kai
association. Honda, ranked fifth in 1985 (with production of sLightly more
than 1.1 million vehicles), has some 400 to 500 suppliers, but does not have
them grouped into supplier associations like the other major auto producers.
Suzuki Motors has some 101 primary suppliers grouped into the Suzuki Kyoryoku
Kyodo Kumial auto parts association. In production, Suzuki was ranked as the
sixth largest Japanese auto producer in 1985 (with production of 781,901
vehicles). Teuzu, the seventh largest Japanese producer of automobiles in
1985 (with 587,015 vehicles), has 279 primary suppliers grouped into the Isuzu
Kyowa-Kai parts association. I/

Even though there sess to be some movement in Japan to relax the
relationship between parts producers and automakers, each parts supplier is
still heavily dependent on purchases from the patron automaker. This whole
concept of industrial grouping along the lines of the keiritsu structure has
caused problems for foreign producers trying to penetrate the Japanese
market. 1/

J/ World Motor Vehicle Date. 1907, Motor Vehicle Manufacturers Association;
and The Structure of the Japanese Auto Parts Industr, Dodwell Marketing
Consultants, 1983.
I/ World Motor Vehicle Data. 1987, Motor Vehicle Manufacturers Association;
and The Structure of the Javanese Auto Parts Industry, Dodwll Marketing
Consultants, 1983.
2/ Ibid.
4/ Indicated from responses to Comaission questionnaires. See also Rodney
Clark, The Javnanes coany (New Haven, CT: Yale university Press, 1979) pp.
73-87.
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The Japanese Auto Parts industries Association (JAPIA) has about 300
members who account for approximately 80 percent of industry production. I/
Most member companies have direct transactions with major automakers. JAPIA
members' production increased by 50 percent during 1982-65 to $49.1 billion in
1985 (table 4-6). Production of original equipment parts Increase4 at a
faster rate than did production of aftermarket products; production for export
rose by 131 percent to $3 billion in 1986 (fig. 4-5). The total number of
employees increased from 280,000 in 1962 to 329,000 in 1986; the number of
production workers rose by 14 percent during 1982-06 to 199,000 in 1986. In
addition, shipownts and R&D expenditures increased during 1982-66, as did R&D
as a percentage of sales (table *-7).

Table 4-6
Automotive parts: JAPIA members' production and employment, 1982-06

Annual
average.
percentage
change,
1986 over

Item 1982 1903 194 1985 1986 1982

Total production
billionn dollars) ........... 32.7 38.8 43.3 49.1 1/ 10.7

Employment:
Production workers (number). 173,912 174,317 162,192 192,105 198,702 3.4
Office workers (number) ..... 105.737 113,412 112,930 125,943 130,269 5.4

I/ got available.

Source: Report from the U.S. btbassy, Tokyo, Japan, March 1961.

]/ USITC staff interview with JANKA officials. Tokyo, Japan, Apr. 20, 1987.

28-712 - 90 - 5
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Source: U.S. GLOBAL COMPETITIVENESS:
52IE U.S. AUTO PARTS INDUSTRY, USITC 2037
December 19R?

6-3

Table 6-1
Automotive parts: Vontariff barriers experienced by U.S. prc
markets, by countries, 1982-86

APPENDIX C

ducers in foreign

Percentage of
Category Country(iss) ' total respondents

Quantitative restrictions and
similar specific limitations:

Licensing requirements ................

Quotas ................................

Embargo@ ..............................
Export restraints .....................
Exchange and other monetary
or floancial controls ...............

Maximum/minimum
price regulations ...................

Local content requirements ............

Restrictive business •
practices ...........................

Discriminatory bilateral
agreements ..........................

Discriminatory sourcing ...............

Nontariff charges on imports:
Border taxes ..........................

Port and statistical taxes ............

gondiscril|snatory use and
excise taxes and
registration fees ...................

Discriminatory excise taxes,
government controlled
insurance, use taxes, and
commodity taxes .....................

Colombia
Mexico
Venezuela
Brazil
Venezuela
Mexico
Mexico
Brazil

Venezuela
Brazil
Mexico
Canada

Venezuela
Mexico
Argentina
Mexico
Brazil
Venezuela
Korea

Japan
Korea
Mexico

West Germany
France
Japan
Korea
Braxil

Mexico
Canada
Canada
Venezuela
Brasil

West Germany

Brazil -
Israel

23
20
19
19
6
5
5
7

27
17
15
15

3
2
2

33
is
13
10

20
9
6

3
3

16
3
3

15

2
2
2

3
2
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Table 6-1 ,
Automotive parts: Nontariff barriers experienced by U.S.
markets, by countries, 1982-66--Continued

producers in foreign

Percentage of
Category Country(ies) total respondents

Nontariff charges on imports--Con.
Nondiscriminatory sales tax ........... Canada
Discriminatory sales tax .............. Mexico
Other taxes and fees .................. Australia

Canada
Government participation in trade:

Subsidies and other aids .............. Japan
Brazil
Mexico
Venezuela

State trading, government
monopolies, and
exclusive franchises ................ Venezuela

Hungry
Mexico
Romania

Trademark, patent, and other
intellectual property laws
which discourage imports ............ Mexico

Government procuraent ................ Iraq
Iran

Standards:
Health and safety standards ........... Australia
Product content requirements .......... Mexico

Brazil
Korea

Processing standards .................. Venezuela
Japan

Industrial standards ............. Japan
Requirements on weights and measures.. Japan

Labeling an
container require ts ............ Canada

MarketiLng requirements ................
Packaging requirmnts ................

Trademark problem ....................

Customs procedures and
administrative practices:
Ant dumping practices .................

Customs valuation .....................

2
2
2
2

14

5
33
7

5
3
3

3
5

3

2
2
3
3
1
I
2
2

Mexico
Canada
Canada
Japan
Taiwan
Brazil

Spain
West Germany
India
Brazil

3
2
2
1

3
2

2
2
3
3
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Table 6-1
Automotive parts: lontriff barriers experienced by U.S.
markets, by countries , 1982-86--Continue4

producers in foreign

Percentage of
Catelora CQuntry(ies) total reepondents

Consular formalities .................. United Arab 6
Wirates

Kuwait 5
Saudi Arabia S

Documentation requirements ............ Japan 3
Canada 2
Brauil 2
Mexico 2

Administrative difficulties ........... Japan 2
Venezuela 2

Merchant Lee
classification problems ............ Japan 2

Regulations on samples, returned
goods, and re-exports ............... Venezuela 3

Colombia 3
Countervailing duties ................. Brazil I

Japan I
Israel 1

Source: Compiled from data submitted in response to questionnaires of the
U.S. International Trade Comission.

More than any other country, Japan has been accused of erecting barriers
to U.S. auto parts exports. Specific actions consistently noted by U.S.
companies include alleged unfair links between Japanese suppliers and Japanese
automaker., unreasonable delays in negotiations for contracts, difficulty in
obtaining the information necessary for bids, unreasonable engineering or
design standards, and frequent product modification requests.

According to Conserce's Assistant Secretary for Trade Developsmnt, the
primary barrier to U.S. auto parts sales to Japanese vehicle manufacturers are
not Government barriers, but rather the traditional fsaily-like maufacturer-
supplier relationships that exist in Japan (se description of the Japanese
keiritsu system, pp*. 4-12 to 4-14). He claimed that these relationships
apply not only in the Japanese market (estimated to be a $50 billion market).
but also at the new Japanese vehicle assembly plants in the United States. He
adds that these ties "have effectively precluded may U.S. suppliers from
participating In this huge fat-growing market." J/ The difficulties
encountered in trying to penetrate the Japanese market have recently prompted
political negotiations (see MNS talks, p. 6-16) to improve the situation.
However, several U.S. manufacturers argue that the Japanese vehicle producers
are not serious about buying U.S.-made parts, but are showing interest only
because of pressure exerted by both the Japanese and U.S. Governments. I/

1/ Transcript of the hearing, pp. 6-S.
I/ "Counterfeit Parts: A $3 Billion a Year Industry," Autgiotive Parts
Intsrnationalo1 Dec. 30, 1986, . 6.
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APPENDIX D

AUTOMOTIVE
PARTS k
ACCESSORIES
ASSOCIATION

RECOMMENDED REFINEMENTS TO THE SUPER 301/NTE REPORT PROCESS

To ensure that America moves steadfastly towards our free trade
objectives, APAA suggests the following steps to enhance the
process for the 1990 Super 301 exercise as well as for the
preparation of subsequent National Trade Estimate (NTE) reports:

(1) The Super 301 public comment period should commence much
earlier next year, and a Federal Register notice and comment
period for NTE preparation in subsequent years is strongly
recommended. The comment period should last at least two
months. The responsible industry sector staff within USTR,
and others in the interagency process should seek and
incorporate more public comment, supplementing the
important, albeit limited, ISAC level participation.

(2) Strong USTR coordination of the interagency process
should begin with the publication of key contacts named by
each agency at both the staff and policy making levels.

We stress the need for contacts because the process is best
served by industry and government knowing one another and
exchanging information. It also builds an important element of
public accountability into the process.

(3) Industry sector contacts should make preliminary report
copy available to all extent possible to interested parties.
Material available only to ISAC members should be more
easily accessible to members wishing to contribute to the
report drafting process. Of course, the aspect of
accountability hinges on agencies providing some indication
as to the disposition of industry recommendations.

(4) Federal Register notice of interagency hearings should
provide all interested parties the opportunity to testify
or participate in a second round of written comments.
Through past experience APAA finds the give and take of
interagency hearings to be invaluable in gaining the
viewpoint of various policy makers. This public airing of
issues, unlike the closed ISAC process, stimulates
discussion and enhances policy making.

(5) Finally, we believe that when the final selections are
made, interagency contacts should provide interested parties
with some rationale for excluding major items.

(6) The Congressional hearing review process provides a
final and very important safeguard to ensure Administration
responsiveness to American industries and workers.

5100 FORBES BLVD, LANHAM. MD 20706. 301/459-9110. TELEX 4990739-APAA INT (VIA ITT)
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PREPARED STATEMENT OF R.K MORRIS

Mr. Chairman, Members of the Subcommittee, my name is R. K. Morris, and I am
Director of International Trade Policy for the National Association of Manufactur-
ers. I am pleased to be here today to discuss the structural impediments initiative
(SID between the United States and Japan.

I want to state clearly and at the very beginning of my testimony that the Nation-
al Association of Manufacturers supports the action taken by the Administration
this past May in initiating the SI! negotiations. Since these negotiations grew out of
the Super 301 provisions of the 1988 Omnibus Trade and Competitiveness Act, I
would like to begin by focusing on how the NAM approached the Super 301 issue.

SUPER 301 PROVISIONS

In candor I should point out that NAM's strong support for the Omnibus Trade
and Competitiveness Act of 1988 was independent of the special new negotiation re-
quirements it contained, requirements which we all know as Super 301. This is not
to say that Super 301 is in any way inconsistent with the Act as a whole; quite the
contrary. The Omnibus Trade and Competitiveness Act all but begins with the state-
ment that it should be "the highest priority of the United States government to
ensure future stability in the external trade of the United States." Super 301 (Sec-
tion 1302 of the Act) instructs the U.S. Trade Representative to identify certain
trade liberalization priorities for the United States. These two objectives could
hardly be more compatible or mutually reinforcing.

More than anything else, Mr. Chairman, Super 301 is about U.S. trade priorities.
The word appears repeatedly in the text of the statute as if to express Congress's
strong determination to see the Executive Branch come to grips with the need to set
priorities. The Super 301 decisions of May 25 clearly establish several priorities. The
most important of these are:

(i) that a successful Uruguay Round is the single most important market-opening
initiative for the Administration at this time;

(ii) that in bilateral terms, America's trade problems with Japan are among the
most serious we face. Addressing them effectively must be regarded as a high priori-
ty;

(iii) that certain specific Japanese trade practices should be addressed under the
Super 301 provisions of the Trade Act, but the larger causes of economic tension
between the United States and Japan must also be addressed, and that can be done
better in another framework;

(iv) that new techniques and mechanisms should be established for dealing with
these larger factors, referred to as structural impediments in the Administration's
decisions;

(v) that there are certain basic ideas about the conduct of international trade that
the United States believes in and will champion, both in the context of the Uruguay
Round and in other settings. One of these is the idea that intellectual property
should be protected and protected effectively throughout the community of trading
nations.

(vi) Another is the idea that the ability of governments to regulate investment
should not become an instrument for furthering beggar-thy-neighbor policies.

There is a broader point to be made as well. Prior to the Administration's an-
nouncement on May 25, some on Capitol Hill who were involved in drafting the
Trade Act talked to us about the Administration'schoices on Super 301 in terms of
either a -check-list or a strategy. It was pointed out that the Administration could
view Super 301 as a series of boxes to be checked off, or it could see in it the oppor-
tunity to articulate a trade strategy. I think that was a fair characterization of the
options Super 301 offered. NAM believes that the Administration chose the right
course; they fashioned a strategy.

FOCUS ON JAPAN

On May 11, NAM offered its advice as to how we thought the Super 301 provi-
sions of the 1988 Trade Act should be implemented. We did this in the form of a
statement submitted to Ambassador Hills and shared with others in the Administra-
tion. That statement concentrated solely on Japan. This was not because we thought
only one country should be named. I believe most of the company representatives
who took part in our deliberations assumed that more than one country would be
named a priority foreign country.

Our priority, however, was Japan. More than any other country, Japan has
become a symbol of our frustration over the erosion of U.S. international competi-
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tiveness. Since 1986, the U.S. trade deficit with Japan has been in the neighborhood
of $50-$55 billion (see chart at end of statement).

Those are higher deficits than we have ever run with any other country. And the
situation doesn't seem to be improving this year. Our deficit with Japan two-thirds
of the way through 1989 stands at $32.5 billion which is almost exactly where it
stood at this time last year.

These numbers reinforce what virtually everyone knows: Japan's manufacturers
have challenged American industry more profoundly than have those of any other
country. Further, Japan is the world's second largest economy, with a GNP of
roughly $3 trillion. It is already an enormous U.S. export market-$38 billion in
1988-and it has the potential of being a much larger one.

For these reasons alone, the NAM felt it was essential that Japan be named a
priority foreign country under Super 301. Not to have named Japan would have ren-
dered the concept of priorities all but meaningless. We were concerned, however,
that the unique opportunity presented by Super 301 would be greatly diminished if
all that resulted were new sectoral negotiations associated with the naming of prior-
ity practices in Japan. The 1988 Trade Act itself seems to express the same fear
when it says (Section 1306 (a7)), "our trade and economic relations with Japan are
complex and cannot be effectively resolved through narrow sector-by-sector negotia-
tions."

Accordingly, NAM recommended that no priority practices be named. instead, it
was our suggestion that the President follow the advice of Section 1306 of the 1988
Trade Act and propose to the Prime Minister of Japan a special economic summit
"for the purpose of addressing trade and economic issues." In making this recom-
mendation, we provided USTR with a list of NAM's concerns and expressed the
hope that these would figure prominently in future negotiations with Japan. (We
also suggested that one or more of them could serve as the basis for a self-initiated
301 case in the event that USTR concluded such action was warranted.)

The Administration's decision on May 25 was right on course. Yes, it named prac-
tices, but it also ensured that the dialogue with Japan will be focused on the larger
structural issues.

STRUCTURAL IMPEDIMENTS INITIATIVE

When NAM submitted its May 11 comments to the USTR, we also submitted a
list of obstacles affecting our trade with Japan. A copy of this list is attached to my
testimony today. Over the past menth, we have been conducting a survey to better
identify the most important impediments facing U.S. manufacturers trying to
export to or do business in Japan. This survey is not yet complete, but I would like
to share the preliminary results with the subcommittee today.

Of the approximately 50 companies who have responded so far, at least 90% di-
rectly deal with Japan, either exporting to, importing from, operating a joint ven-
ture, maintaining subsidiaries, or engaging in some other kind of arrangement. This
survey asked for input on several issues with regard to U.S.-Japan commercial rela-
tions including: (1) assessing how open the Japanese and U.S. economies are to im-
ports and foreign investment, (2) assessing the importance of the six issues identi-
fied by the United States Government in the Structural Impediments Initiative
talks, (3) assessing the importance of those issues identified by the National Associa-
tion of Manufacturers which are not clearly addressed in the SIT negotiations, and
(4) assessing the importance of the seven areas in the U.S. economy identified by
Japan as representing major obstacles to improving the U.S. trade with Japan.

In terms of openness, the companies responding to our survey believe that the
Japanese economy is not nearly as open to imports or foreign investment as the
U.S. economy is to foreign imports and foreign investment. On a scale of 1 to 5, with
1 representing a very closed economy and 5 a very open economy, the average score
for Japan was 1.9 for imports and 2.4 for foreign investment, compared with 4.6 and
4.8 respectively for the United States. In short, it is clear that our membership
views Japan's economy as much more closed than the United States'.

In terms of the level of importance for the six issues identified by the U.S. Gov-
ernment, the three issues identified as the most important were: (1) the exclusion-
ary business practices where Japanese firms procure parts and components from
long-term business partners to the exclusion of foreign suppliers, (2) the Keiretsu
relationship where Japan's "corporate families" or groupings results in vertical con-
trol of retailers by Japanese manufacturers and concomitant barriers to foreign
companies, and (3) the distribution system which is perhaps better thought of in
terms of a series of distribution systems instead of one. In some instances, the distri-
bution systems tend to discriminate against foreign goods. In almost all cases,
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Japan's distribution systems inflate the prices of final goods to the detriment of
American producers and Japanese consumers.

In that sense, all three of these impediments are related because they all ulti-
mately affect how goods get from producers to the consumers. It is clear the Admin-
istration focused on issues of major concern to the American business community,
but we would add that the U.S. Approach to dealing with these issues must be
shaped by an appreciation of the nature of American exports. Approximately 75 per-
cent of U.S. manufactured exports are capital goods and industrial supplies. We will
not expand our export opportunities in these areas simply by convincing Japan to
do away with the large retail store law. There may be merit in doing that, but we
also need to find a way to help American producers become permanent participants
in Japanese supplier networks. Our guess is that these networks are the dominant
factor in Japan's strikingly low propensity to import manufactured products, a phe-
nomenon that several recent reports have underscored.

In terms of the level of importance for those issues identified by NAM which were
not clearly addressed by the U.S. Government, the top three issues are: (1) invest-
ment policies and practices in Japan whereby U.S. investors in Japan have not been
able to operate with the same freedom as Japanese investors in the United States,
(2) the misuse of the Japanese patent system which may deny the legitimateintellec-
tual property rights of U.S. companies, and (3) Japanese administrative guidance
whereby the wishes/policies of Japanese bureaucrats to Japanese business can have
the effect of aggravating the U.S.-Japan trade imbalance by channeling resources to
industries that compete with U.S. industries.

As for the seven areas of the U.S. economy identified by Japan as impeding U.S.
competitiveness, respondents clearly saw merit in the following issues: (1) inad.
equate training and education of the U.S. workforce, (2) U.S. corporate behavior
with its emphasis on short-term strategies, and (3) the low level of U.S. export pro-
motion in both the public and private sectors. They clearly viewed, however, other
issues raised by the Japanese such as U.S. government regulations or corporate in-
vestment activities as having far less merit in terms of explaining our trade difficul-
ties with Japan.

I have only touched upon the top issues identified in the preliminary results of
our survey. We would be glad to share with this Subcommittee the final results
when they are completed.

CONCLUSION

The SII talks deal with market access and this is clearly a crucial element of U.S.
trade policy. But market access is only one element of the trade problem, and
market access initiatives can only be genuinely successful if coupled with aggressive
actions in other areas. There needs to be a strong U.S. export promotion program,
including a healthy Eximbank and a minimum of export controls. A system of rela-
tively stable exchange rates needs to be maintained, one that reasonably reflect the
competitiveness of the countries in the trading system. The LDC debt problem needs
to be credibly addressed. And above all, changes in U.S. law and policy generally
must take account of the need to promote U.S. competitiveness. Otherwise, we run
the risk of nullifying in some other way the progress that can be achieved through
the implementation of the 1988 Trade Act.

Thank you.
Attachment.

U.S.-JAPAN TRADE RELATIONS-AN NAM INVENTORY OF CONCERNS

(WHICH ACCOMPANIED THE NAM STATEMENT ON JAPAN AND SUPER 301)

1. Administrative Guidance. Every effort should be made to ensure that adminis-
trative guidance is not used to discourage imports, even in sector or product areas,
such as satellites and supercomputers, where Japan is in the process of building
major industries.

2. Depressed Industries. If the notion of comparative advantage has any meaning,
it is that countries ought to be willing to import those products in which their own
firms are not competitive. Japan's special legal provisions for 22 "structurally de-
pressed" industries tends to nullify this essential component of an open trading
system. In this context, trade distorting measures should be eliminated.

3. Intellectual Property Protection. The adequacy of Japan's protection of intellec-
tual property rights has been challenged in two important ways One set of problems
relates to specific features of Japan's patent system, such as the length of time it
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takes for Japan's patent office to examine applications and issue patents. Another,
potentially more serious charge, is that the system can be easily misused by Japa-
nese nationals. to effectively deny the legitimate intellectual property rights of U.S.
companies. This has been done through spurious interventions designed to delay the
issuance of legitimate patents and through multiple filings by Japanese firms, the
primary purpose of which is to force U.S. patent holders to enter cross licensing
agreements with them. Both governments should review both kinds of problems.

4. Investment Policy. On the assumption that both U.S. and Japanese companies
are active in both countries, there should be review of Japanese investment policies
to ensure (a) that they do not operate to the disadvantage of U.S. producers with
respect to their ability to operate with as much flexibility as their Japanese counter-
parts in both countries and (b) that they are not used to achieve questionable collat-
eral Japanese objectives, such as, access to proprietary information.

5. Japan's Customs Procedures. The Government of Japan should make every
effort to ensure that Japan's custom's procedures do not present unwarranted bur-
dens to importers.

6. Japan's Distribution Systems. There is reason to believe that the Japanese dis-
tribution systems are themselves a serious trade barrier. To the extent that these
systems produce price levels dramatically different from those prevailing in the rest
of the world, they have the effect of significantly reducing Japan's potential con-
sumption of imported products.

7. Japan 's High Savings Rate. Japanese macroeconomic policies should be modi-
fied to encourage more consumption, i.e., a higher living standard in Japan.

8. Japan 's Tied Aid. As the world's principal provider of foreign aid, Japan should
reduce the amount of aid tied to Japanese exports. Tied aid only exacerbates the
serious imbalances in the trading system (a) by increasing Japan's global trade sur-
plus and (b) by making it more difficult for the United States and others to sell to
developing countries. This issue needs to be addressed not only in terms of Japan's
stated policies but also in terms of the persistent pattern of subtle linkages between
Japanese contractors and project coordinators .in countries benefiting from Japanese
aid.

9. Japan's Violation of Trade Agreements. The U.S. Government has already de-
termined that Japan is not in full compliance with the 1986 Semiconductor Agree-
ment. U.S. negotiators need to emphasize that one-hundred-percent commitment to
the obligations of existing trade agreements, as well as any that may be negotiated
in the future, is a sine qua non of improved trade relations both politically and eco-
nomically. ,

10. Public Procurement. Given the large sums likely to be spent by Japan on
public procurement in the coming decade, the Government of Japan should review
its procedures to ensure that foreign firms have the same opportunity to bid on Jap-
anese public procurement projects as Japanese firms and to be successful.

11. Relative Absence of Intra-Industry Trade. Further analysis should be under-
taken in Japan to discover why Japan does not engage more in intra-industry trade
with a view to encouraging such trade.

12. Standards & Certification. Similarly, every effort should be made to ensure
that standards, testing and certification requirements are focused solely on issues
such as health and safety and are not used as import barriers. Further, the United
States and Japan should explore the possibility of an agreement providing for
mutual recognition of national testing and certification procedures.

(APPROVED BY THE NAM INTERNATIONAL TRADE POLICY COMMITTEE AND THE
INTERNATIONAL INVESTMENT AND FINANCE COMMITTEE, MAY 10, 1989)
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U.S. Trade Deficit with Japan and the European Community
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PREPARED STATEMENT OF T. BOONE PICKENS, JR.

Mr. Chairman and members of the Committee, my name is Boone Pickens. I ap-
preciate your invitation to testify here today.

I am General Partner of Mesa Limited Partnership based inl Dallas, Texas. I am
chairman of a private investment firm called Boone Co. which also is based in
Dallas.

I commend you for holding this timely hearing to identify the nature and the
scope of the structural impediments that preclude American entrepreneurs from
achieving legitimate entry to investment opportunities in Japan.

Boone Co. has a significant investment in Koito Manufacturing Company Ltd., a
Japanese automotive lighting company. The treatment we have received thus far by
corporate Japan contrasts sharply with the treatment accorded Japanese investors
in the United States, and it is symbolic of the current trade relations between ourcountry and Japan.

The Japanese quest for world economic dominance is evident in the treatment
that Boone Co. has received from the Board of Directors of Koito. At issue is what I
call silent trade barriers that prevent Americans from entering Japan's markets,
while the Japanese are free to invest in the United States at will.

Boone Co.'s position is truly unique because, as foreigners, we have acquired such
a large position in a Japanese company. The reaction from the Japanese business
and financial community has been particularly intense. We initially purchased 20
percent of Koito's stock in March of this year. In August of this year, we increased
our holdings to 26 percent.

Despite our position as Koito's largest shareholder, our requests for even the most
rudimentary financial and operating information about the company, which would
be granted as a matter of course for shareholders in this country, have been re-
ceived with curt and evasive responses. That is, responses that were inappropriate
for any stockholder, let alone the largest one. The most critical factor in making
sound investment analysis is the ability to obtain accurate, economic information on
a timely basis. Nevertheless, the entire system in Japan is geared toward the denialof a meaningful flow of information to shareholders.
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Moreover, our attempts to obtain representation on the company's board of direc-
tors have been resoundingly rejected by the board members. On the other hand, the
next largest shareholder, Toyota Motor Co. with 19 percent ownership, has at least
three seats on the board and appoints key operating management.

Mr. Chairman, I am not an expert in foreign affairs or trade relations. However, I
do travel quite extensively, and I speak to many different groups of people. During
my travels, I have sensed that my frustrations in dealing with corporate Japan are
not unique. Many Americans are frustrated and extremely concerned about our own
economic future in light of the significant advances by the Japanese in recent years.

These observations are consistent with the results of a poll conducted by Louis
Harris and Associates for Business Week during the week of July 7-11, 1989. This
poll of 1,250 adults nationwide asked a number of questions about the U.S. trade
deficit with Japan and economic relations between the two countries.

The question was asked, "If you had to say, which do you now think is a more
serious threat to the future of this country-the military threat from the Soviet
Union, or the economic threat from Japan?"

The answer provided an incredible statistic.
M ilitary threat from the Soviet U nion ................................................................................... 22 percent
Econom ic threat from Japan ..................................................................................................... 68 percent
N o d iff erence ................................................................................................................................ 5 percen t
N ot su re ......................................................................................................................................... 5 p ercen t

By a margin of three to one, the American people think the economic threat from
Japan poses a greater risk to the United States than the Soviet military.

Japan has the second largest economy in the world next to the United States, and
yet it continues to maintain a closed system. The Japanese roam the entire world,
trying to invest with their vast capital, but there is only one place-the United
States-where they have a truly open invitation. Ironically, they are unwilling to
provide access to foreigners seeking similar opportunities within their markets.

There is no doubt that the United States economy is the most open in the world.
Investors, foreign or domestic, need only to comply with our Federal and state secu-
rities laws in order to freely participate in our equity markets. Our laws are uni-
formly applied in principle, custom and usage. Foreign investors are not at a com-
petitive disadvantage.

This holds true for the Japanese who face no real barriers to entry into the
United States capital markets. Sony Corp. purchased CBS Records in 1987 for $2
billion; Bridgestone Corp. of Japan bought Firestone Tire and Rubber Company for-
$2.65 billion in 1988, and this year Sony Corp. bought Columbia Pictures Entertain-
ment Inc. for about $3.4 billion.

Japanese companies are not only purchasing control of our corporations, but they
are also buying significant amounts of real estate property throughout the United
States. Just last week, Mitsubishi Estate Co. agreed to pay $846 million for a 51 per-
cent interest in the Rockefeller Group Inc., which owns Rockefeller Center and
other buildings in mid-town Manhattan. The most prestigious business address in
America is now controlled by the Japanese.

This is only the latest of many billions of Japanese purchases of American real
estate, from Hawaii, to Los Angeles to New York. Nippon Life Insurance and Dai-
ichi Mutual Life Insurance, both shareholders of Koito where we now own 26 per-
cent, are two of the Japanese financial conglomerates using huge cash surpluses to
increase holdings of American real estate.

These Japanese companies aren't limited to a minority stake in U.S. corporations;
many purchase 100 percent of the outstanding shares of the company and gain com-
plete control. Because of interlocking ownership, an American purchase of complete
control of a Japanese concern would be virtually impossible.

Even the one Japanese law designed to put some limits on interlocking ownership
has been watered down in the last few years. Until 1982, no more than 70 percent of
the outstanding shares of all publicly traded Japanese companies could be held by
10 or fewer shareholders. That standard has been exceeded by Koito, but the limit
was temporarily changed to 80 percent. This is a structural impediment.

Japan s anti-foreigner nature was put into play more than 20 years ago. A prime
example can be cited in Toyota's articles of incorporation. In 1968, Eiji Toyoda, then
president of Toyota Motor, announced at the general meeting of shareholders that
"directors and auditors of the company should be Japanese." The announcement
was challenged in court, but Toyota insisted that this stipulation was necessary so
that the company could defend itself from being dominated by foreign capital. In
1975, the motor company formally deleted this portion from its corporate articles,
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although it is still a practiced policy under Eiji Toyoda who now serves as chairman
of the board.

Thus, as the United States maintains an open economy, Japan vigorously main-
tains a closed system. The cartel members who run Japan s economy will take what-
ever action necessary to ensure the maintenance of the status quo and their own
economic interests.

Koito management acts in concert with other members of the cartel to ensure
that the annual shareholders meetings of all major public companies in Japan are
scheduled on the same day. This dilutes shareholder attendance and participation,
and it prevents shareholders from using the annual meeting as a forum to obtain
information.

A select few members of the business and financial community exercise dominant
control over the policy of Japan's major, public companies. This small group can
cause one company to execute a contract on less than favorable terms in order to
benefit the parent company. Such a cozy system enables incumbent managers to
reward one another with favorable contracts between companies, without regard to
the impact on dividends or the shareholders. The cartel-like management uses these
relatively low-cost contracts to undercut competition in the world market and there-
by achieve its ultimate goals-increased world market share. We have all read
recent examples of bid rigging by Japan's major construction companies.

The Japanese themselves are aware of this system. A recent article in a leading
Japanese business journal, the Nikkei Sangyo Shimbum, confirms my view. An un-
named Japanese auto parts manufacturing executive is quoted as saying "unlimited
demands from trading partners who are major shareholders are a headache to us."
The article further states, "Their power as major shareholders is far greater than
that of trading corporations. If not properly handled, eventually the heads of corpo-
rations would be replaced. In the short term, the merit of mutual interlocking shar-
eholding is that the shareholder company can acquire shorter delivery time, stable
supply of quality products at lower prices by maintaining long-term, stable trading
relations. Shareholder companies have the right to intervene in the operations of
the companies in which they have stakes in such means as technical guidance to
improve productivity. Even though the dividends are small, the system fully pays
off, or brings even greater benefit." (October 5, 1989)

This "greater benefit" to Japan is nothing more than the absence of competition.
For example, Toyota never has any problem obtaining delivery of its auto parts
lighting system, because it vigorously exercises control over the business affairs of
Koito. The present chairman of Koito worked for Toyota for more than 30 years
prior to taking the Koito position. Other top officials at Koito have also been em-
ployed by Toyota. There is very little question that the incumbent managers of
Koito owe their loyalty to Toyota to the exclusion of other shareholders.

I was initially as much puzzled as I was frustrated about the Koito Board of Direc-
tors' response to Boone Co.'s investment. I did not understand why there was so
much animosity and resistance to my efforts. I made it clear that I was not interest-
ed in anything remotely related to greenmail. To the contrary, I have always said
and still explain that my sole reason for the purchase of the Koito stock was to
make a profitable, long-term investment. Japan is a growing economy, and it should
provide a fine return on investment.

Boone Co. remains a minority shareholder in Koito and has no prospect of acquir-
ing a controlling interest. The cartel can always outvote me, and the complex
system of cross-ownership of shares in Japan prevents Boone Co. from ever contem-
plating purchasing 100 percent of Koito. After analyzing all of these facts, I came to
the conclusion that Koito managers were resistant to my investment because I rep-
resented a foreign threat to their stable, closed cartel-like system. They could not
afford to let an American on the inside for fear of what I might discover.

I have twice written Koito's large shareholders, and I have not yet received one
response. I have submitted those two letters for your review. I also have communi-
cated with Koito's individual shareholders, and I have received replies from 200
stockholders who hold 959,299 shares. Of those who expressed an opinion, 88 percent
have been supportive of my efforts. I am also submitting some of those responses.
One shareholder stated, "I will support your fighting entirely. I ask you to cast
away the managers who neglect the rights of stockholders." And another said, "I
think that it is the proper right of a shareholder to request increase of interim divi-
dend, and Koito owes an obligation to distribute its profits to its shareholders. I give
my wholehearted support to activities of your company."

Mr. Chairman, the problem is not limited to the closed system maintained by
Japan. In dealing with the Japanese, you must-be concerned with more than the
inability of Americans to penetrate the barriers in the Japanese economy. You must
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also be concerned about the power of the Japanese to exert their dominance on the
world economy.

I urge you to examine the extent to which the Japanese are exporting goods and
services. The Japanese have exported to the United States roughly $88 billion of
goods and services from July 1, 1988 to June 30, 1989. Of that total amount, three
major shareholders of Koito account for 18 percent or $16 billion. The chart at-
tached as Appendix I illustrates that this is how the cartel works.

The automotive and electronics industry provides a good example of my point.
Toyota, Nissan and Matsushita-which together own 30.2 percent of Koito-are
among those companies that contribute significantly to the huge trade deficit that
this country faces with Japan. Initially, the Japanese entered this market merely by
achieving significant levels of retail sales of automobiles and electronic products.

In recent years, the Japanese have aggressively entered the manufacturing busi-
ness in the United States by opening their own production facilities. Before we
know it, the Japanese will have imported their system of cartel-manufacturing to -

the United States. They are keeping American competition out of Japan, and at the
same time are exporting their system of cartels into the United States in contriv-
ance of our anti-trust laws. This system is described in an article from the Nihon
Keizai Shimbun (the Japan Economic Journal) which appears as Appendix II.

If Toyota's financial position is enhanced through its all-powerful relationships
with the Koito's of Japan, what is Toyota, Honda or Nissan doing with its same Jap-
anese-owned suppliers who have followed their plants to the U7nited States?

For the past 100 years, our economy has been without trusts or cartels. We cannot
permit the Japanese to sneak theirs through the backdoor. Busting Japan's trusts is
not only essential to free trade, but with more and more Japanese investment in the
United States, it is critical to the preservation of our own free enterprise system of
open competition.

The last few months have been particularly interesting for me as I have always
been challenged by unique investment opportunities. I have never minded the com-
petition, and I have come to realize that the Japanese use two rule books, one of
which says they win and the other which says we lose. If we continue playing on
Japan's unlevel playing field, I am convinced that the United States will not remain
an economic leader in the emerging global economy of the 1990s.

In closing, I want to thank you, Mr. Chairman, as well as members of the commit-
tee and your respective staffs. I appreciate the difficulty of the task that you have
undertaken. It has taken us several years to realize the magnitude of our trade
problems and the enormity of the stakes involved. Your efforts are a critical first
step in mapping outfstrategy for opening the world economy to each potential en-
trant.

Finally, I urge your support of two legislative initiatives that I believe address the
problem at hand. First, I understand that Senator Baucus is considering the intro-
duction of legislation that would grant a cause of action under Section 301 in the
event of a failure of negotiations under the Structural Impediments Initiative. I en-
dorse this concept, and I urge you to work with Senator Baucus to ensure its pas-
sage. Second, Rep. Don Sundquist (R-TN) recently introduced H. Con. Res. 216,
which urges the reduction of barriers to Americans trading with or investing in Jap-
anese companies. I have found that the Japanese listen closely to members of the
United States Congress. Therefore, I think a similar resolution in the Senate could
have a positive impact.

Thank you for the opportunity to express my views.
Enclosures.

APPENDIX I.-KoiTo MANUFACTURING COMPANY LTD.-SHAREHOLDERS THAT EXPORT
TO NORTH AMERICA

Matsushita
Toyota Motor Nissan Moto( Electrk

Industrial

Profit before tax .............................................................................................................. 569,888 177,974 249,494
Gross sales ...................................................................................................................... 7,190,590, 3,580,110 4,074,674
Total assets ..................................................................................................................... 6,316,191 3,117,499 2,928,861
Exports amount ............................................................................................................... 2,462,581 1,462,839 1,378.436

(only cars)
Ratio of the export to North America to the total export .................. ................... 55.0% 47.0% 36.2%
Amounts of export to North America ............................................................................... 1,354,419 687,797 498,993
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Notes:
1. All figures represent million yen.
2. Figures for Nissan and Matsushita are based on the period beginning April 1,

1988 and ending March 31, 1989. The figures for Toyota are based on the period
beginning July 1, 1988 and ending June 30, 1989.

3. Total amount of the Japanese export is for the period beginning April 1, 1988
and ending March 31, 1989. During that time total exports to North America
were valued at 13,482,621 million yen, and the total to U.S. were valued at
11,846,329 million yen. For the period July 1, 1988 through June 30, 1989, total
exports to North America were valued at 13,964,314 million yen and the total to
the U.S. were valued at 12,280,873 million yen.

4. The following sources were used to compile this chart:
a. The Annual Securities Reports 1989 for Nissan, Matsushita, and Toyota.
b. The Summary Report on Trade of Japan 1989 (prepared and distributed by

Ministry of Finance.)
APPENDIX II.-NIHON KEIZAI SHIMBUN (JAPAN ECONOMIC JOURNAL) OCTOBER 20, 1989

CIRCULATION: 2,713,000

(FULL TRANSLATION)

Structural Adjustment Part I.-Power of Groups-7
Presidents of four automobile parts makers-Nissan Shatai Co., Ltd., Calsonic

Corp., Aichi Machine Industry Co., Ltd. and Tokyo Sokuhan Co., Ltd.--were all
changed at the end of this June. All the four companies are members of the
"Takara-kai," made up of Nissan Motor-affiliated parts companies. All the four new
presidents have been sent from Nissan according to the established custom.

An ex-Nissan official who stepped down from presidency at the end of this June
says, "All we can do is to just recommend our choice. Everything is decided by Mr.
Yutaka Kume, president of Nissan. I hear that a person who was not the initial
choice was appointed president of Kanto Seiki Co., Ltd. this May, since the top per-
sonnel change was got wind of in advance. Therefore, we had no idea who would be
sent to the four parts makers."

Executive managing directors, managing directors or directors of Nissan have
been customarily named presidents of major Takara-kai member corporations in ac-
cordance with the scale of these corporations. Their tenure is four years in two
terms. At the end of their tenure, they will retire without becoming chairman of the
company. This is an unwritten rule of the Takara-kai. The top personnel affairs of
these Takara-kai member corporations are completely under the control of Nissan.

Such Nissan-affiliated parts makers' groups as the "Takara-kai" and the "Shoho-
kai" are like lifelines for Nissan. A car is assembled using more than 30,000 parts.
Cars cannot be completed if any one of the conditions, including quality and the
appointed date of delivery of parts, is not satisfied. Therefore, the strength of parts
affiliate is directly reflected in the competitiveness of Nissan. Against this back-
ground, it is important to maintain strong parts affiliates. To this end, along with
the possession of shares of the affiliated parts makers, sending Nissan executives to
these companies is one of the most important means.

According to the estimation of the industry, Japanese automobile makers such as
Toyota and Nissan manufacture approximately 30 percent of their parts for them-
selves, while General Motors Corp. and Ford Motor Co. manufacture more than 50
percent for themselves. The gap, more than 20 percent, is produced by Japanese af-
filiated parts makers.

In some cases, Japanese complete car assemblers have made their affiliated parts
makers their wholly-owned subsidiaries, like one division within GM or Ford, by
processing the majority of the shares of these parts makers.

In many cases, however, complete car makers hold about 30 percent of the shares
of their affiliated parts makers at the most.

Yet, complete car makers send their officials as presidents or directors of their
affiliated parts makers, and incorporate these makers into their parts makers'
groups which are practically under their control. They even unify labor unions. The
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result is the affiliate groups special to Japan, which include not only capital rela-
tions but also other management matters.

Complete car makers have pressed their affiliated parts makers for discounts in
return for stable and quantitative orders they give. Parts makers have met such re-
quests from complete car makers even at the cost of profit and dividends. In other
words, complete car makers, which are shareholders of these parts makers as well,
have tolerated "low" directors, discounts and stable security of parts-"invisible
dividends."

This is an established "business rule" adopted not only by the automobile indus-
try but also by the overall industrial circles in Japan. This has made great contribu-
tions to the enhancement of international competitiveness of Japanese corporations.

However, this affiliate system of Japan appears to be a system ignoring the inter-
ests of shareholders to overseas shareholders who cannot enjoy such "invisible divi-
dends." It seems to overseas parts makers, who are not the members of the Takara-
kai, to be a very exclusive trading form.

Boone Co., the chief shareholder of Koito manufacturing Co., Ltd., requested Koito
at the end of September to increase the interim dividend for the period ending in
September, 1989 from Y4 per share to Y7 per share.

Kanji 10hizumi, a lawyer representing Boone Co., says, "Considering the Koito's
dividends, which are lower than those of American automobile parts makers, it is
clear that Koito is giving Toyota such invisible dividends as 'discounts' and 'observ-
ance of appointed dates of delivery.' It is unfair to the shareholders who, unlike
Toyota, cannot get profit other than dividends."

If Koito were a totally owned subsidiary of Toyota or an unlisted corporation, it
would be allowed to have any affiliate relations. However, it should give the top pri-
ority to the interests of shareholders as long as it is enjoying merits of stock listing,
including the fund-raising at low interest rates through the market," he adds.

A parts maker president says, "If it had not been Mr. Pickens that cornered Koito
shares, serious discussions would have been developed about the affiliate relations
in the Japanese automobile industry . . . ." He is disappointed that the focus of the
Koito issue has shifted to whether or not Mr. Pickens is a greenmailer. The real aim
of Mr. Pickens has not been made clear yet. However, claims of Mr. Pickens are
skirting along the heart of the Japanese affiliate system as a whole.

A Nissan director says in a puzzled way, "We used to be asked about our relation-
ship with our affiliated parts makers by GM and Ford. Before the Koito issue sur-
faced, I had told them that our affiliated parts makers were something like their
parts business divisions and that such parts makers were part of Nissan. However,
now I cannot make such a reply. I wonder how I can explain our relationship with
our affiliated part makers."

A Toyota director says, "It may be the time we should review the establishment
of a legal system that will streamline the relationship between parent companies
and their subsidiaries, allowing a holding company system. Then, issues like the
Koito case would not get bogged down this far."

Toyota has realized through the recent incident that the affiliated relations,
which are extremely vague in the light of the logic of capital centered on the corpo-
ration system, are about to be at a turning point. A major automobile maker top
executive notes, "Japanese manufacturing industries which greatly depend on affili-
ated makers would be severely damaged if legal defensive means against hostile
mergers and acquisitions (M&A) were not firmly established." The idea to revive the
holding company system has been rapidly spreading among Japanese corporate
managers.

BOONE Co.,
Dallas, TX, September 18, 1989.

Subject: Koito Manufacturing Co., Ltd.,
Request for Increase of Interim Dividend

Dear shareholder: Boone Co. has sent a letter to Koito requesting that its Board
declare an increased interim dividend for the current fiscal term. A copy of the
letter is attached, along with a Japanese translation for your convenience.
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As you are aware, Boone Co. is the largest shareholder of Koito with 20.2% of the
outstanding shares. As a large shareholder, we have taken several steps to attempt
to participate in the management and policies of Koito and to advance the position
of shareholders. The request for an increased interim dividend is made as a part of
these ongoing efforts.

As fellow shareholders, I hope that you will support this request and voice your
support to Koito. All shareholders will be equally benefited by these actions. If you
have any comments, opinions or questions, please contact me directly or through
our below mentioned attorney within ten (10) days of receipt of this letter.

Mr. Nobuo Miyake
Attorney-at-Law
Miyake, Hatasawa & Yamazaki
Sogo Nagata-cho Bldg.
11-28, Nagata-cho 1-chome,
Chiyoda-ku, Tokyo 100

Thank you for your interest and attention to this matter.
Sincerely,

T. BOONE PICKENS.
Attachment.

BOONE CO.,
Dallas, TX, October 5, 1989.

Re: Koito Manufacturing Co., Ltd.,
Dear Shareholder: On September 18, I sent a letter asking for your support for a

proposal to Koito to increase its interim dividend. More than 10 days have lapsed
since you received the letter, the period in which I requested your comments, opin-
ions or questions. However, I have not received any response from you.

Boone Co.-, the largest shareholder of Koito, again urgently requests your support
for the increase of interim dividends. I also again solicit your comments and opin-
ions on whether or not you, as a shareholder of Koito, will support this request. As
you recognize, an increased dividend would benefit all shareholders on an equal
basis. If I receive no answer from you, I can only assume that you, for some reason,
object to the increased dividend.

In a recent letter to Boone Co., Koito speculated that proceeds received by Boone
Co. from the dividend would flow to Azabu. This assertion is totally incorrect. As a
properly registered shareholder, Boone Co. would receive and retain its share of
dividends just like your company--no part of the dividend would directly or indi- -
rectly be paid to Azabu.

Clearly the right to receive dividends is an important component of a sharehold-
er's ownership interest in a company. All shareholders, regardless of their length of
ownership or size of holdings or cost basis, share equally. Japanese listed companies
are known for paying very low dividends. This occurs because Japanese companies
have clung to a custom of basing dividends on the par value of a stock. In most
other international markets dividends are based on the market value of the stock or
the net profits realized by the company, resulting in much higher average dividends
to shareholders.

The valuations of Japanese stocks have clearly been influenced more by the
mutual cross shareholdings system than by returns to shareholders. By "locking
away" shares in friendly hands, Japanese companies reduce the number of freely
traded shares. While this scarcity has contributed to higher stock prices, it also di-
lutes the influence of shareholders who are not part of the cross holding group.

When I combine the cross shareholding system with the unwillingness of major
shareholders to support higher dividends, I must question whether the major hold-
ers receive benefits not shared be all shareholders. Do the business relationships
and transactions between cross holding companies provide direct or indirect benefits
to certain shareholders? How do you reconcile the potential conflicts between your
position and interest as a shareholder and your interests as a party engaged in
transactions with Koito? And finally, how are the interests of shareholders who
have no business relationship with Koito protected?

It is ironic that Japanese companies are seeking to protect and cling to this
system at the same time that they are expanding their participation in foreign mar-
kets. Just last week, Sony announced two major acquisitions in the United States
totalling $3.6 billion. It was also reported in the Nihon Keizai Sangyo Shimbum that
Sony will, for the first time, appoint foreigners to its board of directors. The same
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article pointed out that only 3% of Japanese companies have foreigners on their
boards, compared to 21% for North American companies, 34% for European compa-
nies and 41% for Asian companies, excluding Japan. The discrepancy in these num-
bers dramatically illustrates the closed nature of Japan's corporate system. I strong-
ly ask your support for our continuing efforts to obtain board representation at
Koito.

As you have read, Boone Co. has determined not to call for a special shareholder
meeting at this time, although we will likely call for one later. I believe that a spe-
cial meeting would not be productive at this time because shareholders have shown
no willingness to fairly consider our proposals. Through our letters to you and
others, I hope to establish a constructive dialogue that will lead to legitimate consid-
eration of our ideas and proposals.

Therefore I again ask that you respond to this letter with your comments and
opinions, whether positive or negative. Please respond by October 13, in either Eng-
lish or Japanese, to either:

Boone Co.
2600 Trammell Crow Center
2001 Ross Avenue
Dallas, TX 75201 U.S.A.

or
Miyake, Hatazawa, Yamazaki Law Office
Sogo No. 10 Bldg.,
1-11-28 Nagata-cho, Chiyoda-ku,
Tokyo 100

Thank you for your interest and attention to this matter. look forward to hearing
from you.

Sincerely,
T. BOONE PICKENS, Boone Co.

BOONE CO.,
Dallas, TX, October 11, 1989.

Dear Shareholder: As you are well aware, Boone Co. sent a letter dated Septem-
ber 18 to Koito Manufacturing Co., Ltd. ("Koito") requesting that its Board increase
the interim dividend for the current fiscal term. Boone Co. also sent two letters to
its major shareholders asking for their support for the above proposal. Attached
herewith for your reference are copies of the above three letters in Japanese.

In responding to our request which was made solely for the benefit and in the
interest of all Koito's shareholders, Koito has taken but a nominal position stating
that the issue will be discussed at the Board meeting toward the end of November.
Judging from the past record of Koito's management, however, we doubt that Koito
will duly consider our sincere proposal.

Needless to say, the right to receive dividends is the most im portant component of
the shareholder's rights. As we indicated in our letter to Koito, Koito has sufficient
funds to increase its interim dividends for this term. As fellow shareholders, we
hope that you will support out request and voice your support to Koito. Also, we
would appreciate your comments an opinions by writing to us at the following ad-
dress:

Boone Co.
c/o Miyake, Hatasawa & Yamazaki
Sogo Nagata-cho 1 chome,
Chiyoda-ku, Tokyo 100

Thank you for your interest in and attention to this matter. I look forward to
hearing from ,ou.Aincerey,

T. BOONE PICKENS.

OUR FILE No. 1385-1, 83-13

SUPPORT

a. (Supports showing wills to be represented by Mr. Pickens)
1. I own 10,000 shares. As I agree to your opinion, I can have you as a nominee of

my shares. I am looking forward to your reply.
2. I will trust to you for the performance.
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3. Concerning the captioned case, I respect your bpinion and support its gist.
Therefore, I will trust to you for the performance. Do your best efforts.

4. 1 will trust to you for the performance concerning the requirement of higher
amounts of interim dividends.

5. I received your letter today, October 16 and read it with thanks. Requirement
of increasing the dividends should be done as soon as possible. I will trust to
you, Mr. Pickens entirely for the performance and wish you to achieve it. Do
your best efforts.

6. I entrust you with request for the increase of interim dividends of Koito as you
requested.

7. I entrust you with request for the increase of interim dividends of Koito as you
reuested.

8. I wil trust to you for this matter.
9. I thank you for your day-and-day efforts. I will trust to you for all the perform-

ance. Best regards,
b. (Criticism against Koito's neglecting its shareholders)
10. 1 am one of the stockholders of Koito. I think your assertion just due. I agree

to your requirement concerning dividends on proposal entirely. Do your best
in continuing your assertion. I feel deeply the necessity to amend the way of
holding general meeting of stockholders which is exclusive or formal.

11. I do expect the rights of stockholder to be more strengthened. I require the
due dividends to be paid for the stockholders after incompetent directors is
cast away not a moment. Fight a good fight!

12. I will support your fighting entirely. I ask you to cast away the managers who
neglect the rights of stockholders not a moment.

13. I read your letter. I have known the outline through mass-media. And I am
amazed at the infantile and unblushing reaction of Koito as follows, which
might not be the acts of the listed company and which neglect shareholders'
right:

(1) refusal of the request to dispatch the directors from you who is a first
stockholder on the list
(2) refusal of your request to increase interim dividends
(3) And also, irresponsibility of Koito's officers declaring the stock price of
Koito is 2,000 yen at most per a stock.

Needless to say, shareholders would expect high dividend and high stock price
and therefore the manager of companies should be bound to respond to such
expectation. But it is made known that Koito is not conscious of its responsi-
bility and duty and that Koito has been continued to be operated for private
business by the group of the companies related Koito. I think your claims,
requests and activities are all right and quite natural. Now, for very small
shareholders, I expect you will breathe new life into the Japanese company
and strongly claim shareholders' rights and interests.

c. (Criticism against Japanese companies' neglecting their shareholders)
14. I support your opinions completely. I was greatly indignant at Japan's tenden-

cy to ignore shareholders. I cannot admit issuance of shares to third parties
made by "Miyairi Valve" the other day. Hold out, please. I will cheer you.

15. (1 received your letter un October 16, and 1 wrote this reply promptly upon
receipt of such.) I received your letter today at the first time. I did not receive
your letter dated September 18. I thought nothing would be given to a small
shareholder (with 1,633 shares). While thinking it is natural for a shareholder
to desire much dividend, and it is unsatisfactory that besides Koito realizes
great amount of profits, they are kept in the company and dividends are not
properly distributed to shareholders and it is also unsatisfactory that per
intent of large shareholders the rate of dividend is set at a low level, I had
gven up, because small shareholders (I have owned my shares since before
world War II) has no power. I would like to give my whole-hearted support to
you who are making efforts to make Koito to treat shareholders (especially
shareholders keeping shares for long time) better. It was requested to reply in
October 13, but this is impossible, for I received your letter today.

16. I read your letter dated October 11. I completely agree to your opinion as to
increase of interim dividend. I am a small shareholder having shares since
about 1957, and I have no relationship with Koito. I have the same opinion as
you that profits distributed to shareholders are quite insufficient in Japan.
Please claim your proper rights while removing closed nature of the board of
directors. The above is my response though it is quite simple.

17. Response
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- (1) I agree with you if the increasing of dividends would be achieved.
(2) Japanese companies have treated their stockholders coldly from the an-
cient time. It is regrettable in comparison with U.S.A. This evil practice
should be amended gradually.

18. 1 have examined the opinions of Boon Co. and Mr.Pickens carefully. Not only
large shareholders but also 1, as one of small shareholders, always angry that
the Japanese managing style to neglect shareholders. I approve the request
for the increase of interim dividends. October 10th 1989

19. I agree to your assertion entirely. I will assist you fully to develop the people
so as to match the real internationalization to respect the stockholders. Do
your best.

20. Though I understand that a dividends shall be based on par value, I think
Koito strongly neglects its shareholders. Do your efforts. Good luck.

21. Thank you for your letters and I am sorry I sent this answer so late. I know
ur activity through mass-media. I am discontented very much with the
aring of Japanese companies to their shareholders and Japanese cross-hold-

ing system of shares. Therefore, I expect your action future and I hope that I
cooperate with you. by So Kitami, Representative Director, Kitami Wood Co.

22. I support your opinion regarding the increase of interim dividends of Koito.
Such Japanese traditional style of conduct that anyone do not anything with-
out others' demand may be applicable to the case of the economical friction
between Japan and the U.S. Do your best efforts to settle a precedent which
indicates what is shareholders' rights under the capitalistic system and to
make the situation of the present shareholders' rights in Japan to be accepted
in the world. They say even a worm will turn. For us, you are an ally more
reliable than "the Super Man."

d. (Objections to small dividends of Koito)
23. 1 have never examined the financial state of Koito but I hear that Japanese

companies are low at their ratio of earnings to dividends and have rather
tendency of down in these years. I expect that if you, at this time, analyze
thoroughly what you assert, it might be very beneficial to the new develop-
ment of Japanese economy.

24. I also think what you say is just correct. Why can't we be paid only such a
small dividends? I cannot take even a dinner by such a small dividends. I
have read your letter which my children brought to me on October 17. Best
regards to Boone Co. I expect that Mr. Pickens will cherish the stockholders
of Koito which is a good company. Best efforts!

e. (Other criticism against corporate system in Japan)
25. I require the increasing of dividend. It is regrettable that the directors of Japa-

nese companies would refrain from asserting their opinions because of the
consideration of the guard of their own status.

26. 1 require the increasing of dividend. It is regrettable that the directors of Japa-
nese companies would refrain from asserting their opinions because of the
consideration of the guard of their own status.

27. I agree to your policy.
(1) I think your ideas concerning the increasing of the interim dividends of
Koito are all important for the mere shareholders.
(2) I support your assertion or action for the internationalization of Japa-
nese stock market or of the listing of the company. Continue your fair as-
sertions actively.

28. Boone Company
Dear Mr. T. Boone Pickens.
I have read your letter of October 11, 1989. 1 am a stockholder who has no
relationship on trading with Koito.
I agree to and support your assertions which you submitted to Koito later,
that is (1) to require to take your seat in the Board of Directors of Koito, (2) to
require the increasing of interim dividends. That is because your require-
ments are quite reasonable and legal. Do your best for the sound development
of stock market in Japan. Best regards.

29. I require the increasing of dividend. It is regrettable that the directors of Japa-
nese companies would refrain from asserting their opinions because of the
consideration of the guard of their own status.

f (Conditional supports)
30. I agree increasing the interim dividends if Koito increases its sales and profits.

Do your efforts.
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31. If there should be a stability in Koito's financial background, I agree to your
requirement of increasing the dividends. I think the consideration for the
rights of stockholders should certainly be paid.

32. Regarding increasing the interim dividends of Koito, I have no knowledge
about shares and no information the management of Koito. I expect a in-
crease of dividends. It is a matter of course that the company should be oper-
ate in a satisfactory manner and improved, and that realizes a high profit
and fairly and properly divides.

33. I accepted the gist in your letter. I, as one stockholder, agree to the require-
ment of increasing the dividends. It, however, will be realized only after the
decision of general meeting of the stockholders. I will support you so long as
you continue to bring up Koito as the first stockholder on the list.

34. I am surprised to read the letter dated October 10th. I read on the paper that
Mr. Pickens sent letters to the shareholders asking their support of his re-
quest for the increase of dividends. I thought that you sent to only the large
shareholders. Although you said that the letters were send to the small share-
holders like us, I have not received the letter. I support Mr. Pickens' opinions.
I regret that the extra-ordinary shareholders' meeting, which was supposed to
be called about October 10th, as I read on a newspaper of about August, was
suspended to be called. The Nikkei Newspaper reported that a shareholder
who has more than 33 percent of the shares can control a company as he or
she wishes. Is that true? I think the stock price will rise if Mr. Boone Pickens
joins the management of Koito. I expect that you, Mr. Boone Pickens, will ex-
ercise your ability in Japan by all means and I ask you not to make Koito (or
Toyota) to purchase your shares, and not to forsake us. Do your best efforts.
P.S. I received this letter on October 16.

g. (Supports also expecting dividend by shares)
35. 1 support the demand of Boon Company. How about stock dividend?
36. I have read your letter and understood your opinion. I have not received the

letter dated September 18 as you mentioned. I think your opinion as a matter
of course. You have a great power, while I am only a small fry. i can do noth-
ing. I expect that Koito will grow more and more and I ask you we will be
able to receive dividends or stock dividends even one more yen. -

h. (Desires for stock price to be risen)
37. I agree to the amounts of the interim dividends to be increased. More than

that, the stock price should be raised higher. The days of only a small trading
of- Koito's stocks have been continuing. I presume that if there occur more
than the purchase order of 500,000 stocks, there should be the price limitation
soon. Instead of to urge Koito to increase the dividends from Y4 to Y7, the
stock price should be raised to the extent of about Y7,000 or Y8,000. And
thereafter, let Koito repurchase the suddenly-risen stocks on the condition
that of their obtaining no profits.

38. If permitted to say to Koito, I think the current price Y4,000 per a stock is no
good. The price should be more and more risen to Y7,000-Y8,000 per a stock.
After that, it shall be O.K. There is "world-wide" Toyota on the back-ground
of Koito. They say, We will never accept any director from exterior nor in-
crease the dividends." But I think there is no other way but to have our
stocks repurchased, if our stocks were such non-merit ones as our require-
ments would not be accepted.
I expect that Koito is very fearful of the stock price to be raised to the extent
of Y10,000 per a stock. Furthermore, I think it reasonable to solve this case as
soon as possible to get American governors' assist. I encourage you at least to
defeat Koito and Toyota. Finally, I wish you to absorb the 400,000 stocks of
short selling as soon as possible.

i. (A request for other shareholders' opinions)
39. Re: request for increase of dividends

(1) High dividends are good.
(2) It was difficult for me to read and understand your extend six sheets of
your letter. What are opinions of the shareholders who attend a shareholders'
meetings? Is it enough to have baking of shareholders who attend sharehold-
ers' meetings?
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i. (Desires for Mr. Pickens being a director)
40. I support your requirement concerning the increasing the interim dividends of

Koito. I wish you to continue to assert the rights of stockholders, to partici-
pate in the operation of the company as a director and to do your best as a
first stockholder on the list.

41. 1 agree to the request for increase of interim dividend. I support to participa-
tion of foreign directors in order to develop Koito and to guard shareholders'
rights. Hold out and do not give up.

j. (Without additional opinions)
42. I am one of the shareholders of Koito. Your request for increase of interim

dividend is fair and proper, so I hope you to push on your request to the last
as a representative of us, shareholders.

43. I think that it is the proper right of a shareholder to request increase of inter-
im dividend, and Koito owes an obligation to distribute its profits to its share-
holders. I give my whole-hearted support to activities of your company. Hold
out!

44. I support your request completely. Show your nerve!
45. 1 give my whole-hearted support to you. Best your efforts!
46. I hope you to do your best.
47. I cannot know exact figures, but I agree with you with regard to increase of

interim dividend.
48. I am one of the supporters of your request for increase of interim dividend to

Koito shares. I hope you to continue requesting increase of dividend and give
us, shareholders, more benefits.

49. 1 agree to all of the contents of your letter. As one shareholder, I agree with
you perfectly.

50. I agree. No specific opinion.
51. I agree with you.
52. I have read your letter. I also understand the situation from articles on news-

papers and others. feel you are confronting several difficulties and troubles. I
appreciate your more efforts and activities. I believe your intent must be un-
derstood some day.

53. I. agree with you.
54. 1 agree with you.
55. I agree with you.
56. I agree with you.
57. I agree with you.
58. f agree with you.
59. 1 agree with you.
60. 1 support your company.
61. 1 agree with you.
62. I agree with you.
63. 1 agree with you.
64. 1 agree with you.
65. I support your company.
66. Thank you for your letter. I also wish the interim dividends to be increased.
67. 1 support your strategy of increasing the interim dividends. I leave it to our

best efforts.
68. Thank you for your letter reached me on October 16. Against it, I here re-

sponse you immediately. I agree with you. Best efforts.
69. 1, as an stockholder of Koito, agree to your requirement to increase the divi-

dends.
70. 1 agree with you. Bravo!!
71. I support your policy.
72. 1 support your policy entirely. Do your best efforts.
73. I wish the dividends to be paid at the adequate ratio of earnings to dividends.
74. I expect the dividends of Koito to be increased.
75. 1 guess your company's operating is going on well. Regarding to Koito's case, I

think it a matter of course that if there were the increase of the operating
profits, it should be restored for the stockholders.

76. I have ever wondered why the amount of the dividends is so low. Thank you
for your letter. I do wish you to do your best efforts toward the increasing of
the dividends.

77. I support and approve Mr. Pickens' request for the increase of interim divi-
dends. October 17 1989
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78. As one of shareholders, I think that the opinions of Boon Co. and Mr. Pickens
is reasonable. I will also request for the increase of interim dividends.

79. I approve Mr. Pickens' request for the increase of interim dividends. I expect
that he will compel Koito to respect its shareholders.

80. I agree increasing the interim dividends.
81. I read you letter regarding your request for the increase of interim dividends.

Since I support your opinion, I expect your activities in Japan. I own only a
few shares and I have no power. And this is my first letter that asking me to
support a request an increase of dividends. Do you best efforts.

82. 1, as one of the stockholders of Koito, agree to your requirement of increasing
the dividends against Koito. We, stockholders, thank you for your best efforts
so far. I wish you, as our representative, to continue the activity of require-
ment of increasing the dividends since now.

83. 1 agree with you. Do your best effort.
84. I agree with you. Do your best efforts.
85. 1 here response you concerning your letter related to Koito. I am a mere and

general investor and have no particular relationship with Koito or Toyota. I
support your requirement of increasing the dividends entirely because for a
stockholder it is desirable to get more amount of dividends as possible.

86. I agree to your opinion. I understand what you say. I will trust to you entirely.
I received your letter on October 18 for the first time.

87. I support your request.
88. It is a matter of course that you request for the increase of dividends as share-

holder. I support the activity of your company, wholeheartedly.
89. Thank you for your letter. I understand your explanation. Thank you for your

kindness. We get sick and read your letter for the first time. We ask you to
help us. And ask you to inflate the stock price.

90. I think that your requests (request for the increase of dividends etc.) is right.
Do your efforts. I expect you.

91. With respect to increasing the interim dividends of Koito, I support your re-
quest.

92. I wish the interim dividends to be increased and the extraordinary share hold-
ers' meeting. I ask you that you tell me some information if anything hap-
pens. I will fully insist upon my shareholder's rights.

93. 1 eager to get more dividends through your efforts. I expect you.
94. 1 agree to your requirement of increasing the interim dividends. Do you best

efforts for many stockholders as a foreign director.
95. Re. requirement of increasing the interim dividends. I do wish as a stockholder

that the captioned case should be dared to achieved on this occasion. I re-
ceived your letter of October 16. I apologize you that I could not response
soon.

96. According to your letter, it appears that you have sent the letter of trust to
support the requirement of increasing the interim dividends but I have never
received one. Then, I support you concerning the problem of the interim divi-
dends and I will trust to you everything.

97. 1 agree to your requirement of increasing the interim dividends of Koito. I
wish you to do your best for us stockholders as a foreign director. Best re-
gards,

98. Thank you for your efforts. Since I do not have so many shares, I do not know
all of the truth in this case. However, I think that your exercising of the
shareholders' right is also useful for other shareholders I hope we will get
profit as the result of the faithful use of your rights.

99. I agree to the increasing of the dividends of Koito.
100. I agree with you entirely.
101. Reading your letter, I am afraid your efforts are very terrible. Do your efforts.
102. As I received your letter after the due date for submission, I have been at a

loss what I should do. I will entrust my whole rights to you because I support
your efforts to violate and improve the past evil custom. Do your efforts.

103. Dear sirs, I think the gist to treat the stockholders favorably quite due. But,
unhappily I have already sold all the stocks away.

104. Thank you for your letter. I am sorry to respond to your letter so late. Regard-
ing Koito, I agree with you. I ask you to do your best.

105. Dear sirs, I agree to your requirement of increasing the interim dividends of
Koito.

106. I do not know the details, but I am convinced of Koito's bright future and I do
require the interim dividends to be increased. I wish you and your concerns to
make the best efforts in all sincerely in this project.
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107. Thank you for your letter. I expect to get more dividends. Although we held
more than 600,000 shares in the name of three persons, I do not know precise-
ly how many shares I hold now. Therefore, please let me know whether or
not I have enough shares to say something.

108. 1 support your demand of dividends increase. I have not received your former
letter. I received only your letter on October 18. 1 have no idea to hold the
shares for a long time.

109. I agree the increase of interim dividends.

PREPARED STATEMENT OF ERNEST H. PREEG

U.S.-JAPAN ECONOMIC STRATEGY AND THE STRUCTURAL IMPEDIMENTS INITIATIVE

Mr. Chairman, I am pleased to come before this Subcommittee to testify on the
subject of U.S.-Japan negotiations within the framework of the Structural Impedi-
ments Initiative (SIi).

The SII can and should play a central role in bilateral negotiations during thb
coming year-and beyond in terms of implementing an agreed program of action.
The agenda is comprehensive and the initial selection of items on the Japanese side
constitutes the priority areas for moving toward balanced access to markets for im-
ports and investment.

Thus far, however, the SII lacks credibility for achieving concrete results. A disap-
pointing SI outcome next spring and summer, just as our current account deficit is
projected to worsen, could lead to severe conflict in U.S.-Japan trade relations and
increased pressures to restrict Japanese imports and investments in the United
States. Such an outcome would be detrimental to both U.S. economic and foreign
policy interests.

We should therefore seek means to strengthen the SI! negotiating process so as to
ensure a successful outcome. To this end, 1 would like to suggest four steps:

(1) We need an integrated strategy for the U.S.-Japan economic relationship. Such a
strategy is the most urgent priority for U.S. trade policy at this time, but unfortu-
nately we don't have one.

The strategy should have a clearly defined approach for reducing the trade inibal-
ance and achieving comparable access to each other's markets, particularly with re-
spect to high technology industry and foreign direct investment. It should relate bi.
lateral negotiating objectives to complementary objectives in the GATT, the OECD,
the G-7, and other forums. It should have a longer-term vision of how our two eco-
nomic superpowers--at the leading edge of unprecedented technological change-
can interact on the basis of fair and open competition, to the benefit of all nations.

It is in the context of such an integrated strategy that specific SII negotiating ob-
jectives should be crafted, and SII results assessed.

(2) We need to distinguish, in the SI negotiations, macro economic policy coordina-
tion from structural impediments to market access, and pursue a distinctive plan of
action for each category of issues.

Macro economic policy adjustment is rightly included within the comprehensive
SI agenda, in terms of Gramm-Rudman targets for the U.S. Federal budget deficit
and the need for the overall consumption level to be lower in the U.S. and higher in
Japan. Other macro policy instruments, however, such as interest rate and ex-
change rate policies, are not on the SII agenda. In any event, nmacro policy coordina-
tion rests primarily with finance ministers, principally in the context of G-7 delib-
erations. Thus far, the SII has little credibility in this area, such as in influencing
U.S. actions to reduce the budget deficit.

What the SII could and should do with respect to macro policy adjustment is to
provide a bilateral focus so that the United States and Japan can be more construc-
tive in G-7 deliberations, since our two countries are the major causes of current
disequilibrium in world trade. We need an agreed strategy for reducing our deficit
and the Japanese surplus. What this entails is described in a recent article of mine
in the Journal of Commerce (attached to this statement) The SII could help to devel-
op such a strategy at the bilateral level, including specific objectives for a phased
reduction of current account imbalances on a multilateral basis.

The issues relating to structural impediments to market access are more directly
linked to trade policy, and we should press Japan to provide comparable treatment
for U.S. exports and investment in Japan as Japanese firms receive in the United
States. The five items on the SII agenda for Japan-land use, corporate linkages,
exclusionary business practices, pricing mechanisms, and the distribution system-
all deserve full deliberations, with the objective of a specific action program that
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would lead to comparable treatment of American and Japanese firms in a more
open and competitive Japanese market.

(3) We need to link SI market access objectives to parallel negotiating initiatives
in various multilateral forums.

Japan has obligations in the GATT, the OECD, and elsewhere, and we should ex-
ercise our rights and influence in those bodies, in concert with the European com-
munity and other trading partners, to press Japan on the same issues we are ad-
dressing bilaterally.

We should also pursue the issues on the SII agenda in any new structure for
Asian-Pacific economic cooperation, which is being discussed by ministers today in
Canberra. The problems of trade imbalance between the United States and Japan,
and structural impediments to access to the Japanese market, have an important
bearing on Asian-Pacific regional prosperity, and it should be a common interest of
all participants at the Canberra meeting to have a successful result from the S11.

Parallel initiatives in multilateral forums should not be permitted to slow down
the SII process, and they need not do so. We can adhere-strictly to an agreed SI
schedule while pursuing action-oriented initiative elsewhere. Some examples of this
kind of linkage are:

(a) Land use. This is the most obvious link in which we will be pursuing agricul-
ture trade liberalization in the GAIT Uruguay Round in parallel with SIi negotia-
tions. What we need to do is to ensure that Uruguay Round agricultural delibera-
tions focus heavily on the high-cost, trade-restrictive impact of the Japanese land
use system. We should not let the Uruguay Round agricultural talks concentrate
entirely on the U.S.-EC relationship.

(b) Foreign direct investment in Japan. The Uruguay Round also has a negotiating
group on trade-related investment measures, and we should raise all appropriate as-
pects of Japanese institutional barriers to investment in a prominent way. In addi-
tion, the OECD Code on Liberalization of Capital Movements, to which Japan is a
signatory, should be utilized. We should press Japan either to live up to its commit-
ments or to consider explicit derogations, which Japan would be extremely reluc-
tant to do.

(c) Engineering/Constraction services. Both the Uruguay Round services sector ne-
gotiations and the OECD Code of Liberalization of Invisibles should be mobilized ac-
tively to focus on the inability of American companies to operate in Japan on a com-
parable basis with Japanese firms in this important sector.

An integrated bilateral-regional-multilateral approach would not only build great-
er pressures for Japan to be responsive, but it can make the process of change politi-
cally easier for Japan. Japan takes its commitments in multilateral forums serious-
ly, and can find it more acceptable to take actions if they are based--or can be ra-
tionalized-on compliance with such commitments. Needless to say, a broader nego-
tiating strategy, with relatively less bilateral concentration, would lessen negative
political fallout on the U.S.-Japan relationship.

(4) We need to specify our objectives in terms of both conditions of market access
and quantifiable results.

Debate over whether to seek changes in conditions of access or quantifiable re-
sults is a false dichotomy. Neither one by itself will work, and what we need is to
have both. clear commitments by the Japanese Government on changes in the con-
ditions of access should be the initial stage, by next July. Then a process of imple-
mentation is needed to monitor the actual results, based on close consultation be-
tween the U.S. Government and the private sector. One result of the SII next July
should be to establish a bilateral monitoring mechanism to compile results and con-
sider complaints.

With these four steps, the SII could play an important role in achieving a more
balanced economic relationship with Japan.

This conclusion is based on the assumption that there is a process of change
under way in Japanese society toward a more open and competitive economic
system. The structure and workings of the Japanese economy are currently very dif-
ferent from ours, but 1 do not agree with those who believe that the differences are
so fundamental and immutable that we must jettison our longstanding market-ori-
ented approach to trade policy.

1 believe, rather, that Japanese consumers and thoughtful Japanese in all walks
of life are coming to see their self-interest in a more open and competitive economic
environment. The political structure in Japan is facing growing pressures to take
the necessary actions. The role of the SII and of U.S. negotiating strategy in other
forums should be to support and accelerate this process of change. The S , in this
context, should be an exercise in public as well as private diplomacy. Our case rests
on the premise of access for and treatment of U.S. companies in Japan equal to
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what Japanese companies enjoy in the United States. It is a good case and should be
pursued with strong conviction.

A final comment is in order about the alternative to the S1I approach for the bi-
lateral trade relationship with Japan. Some criticize the SII as inadequate and advo-
cate what can appear to be simpler and more effective, namely, the negotiation of
bilateral trade targets, either by sector or for aggregate trade. Unfortunately, this
won't work to the United States' advantage. It is most likely to lead to pervasive
trade restrictions, such as existing voluntary export restraints on automobiles and
the import floor price for semi-conductors. In both of these cases, Japanese compa-
nies have been the principal beneficiaries through higher profits that were reinvest-
ed to make Japanese industries even more competitive. Bilateral import restrictions,
or the threat thereof, are also pushing Japan and its Asian trading partners closer
together toward a potential, inward-directed regional bloc, while undermining the
GAIT multilateral trading system. In short, while the SII can be painstaking and
slow to produce concrete results, it should work in the right direction of a more
open, competitive trading relationship. A change of policy course to bilateral targets
and restrictions, in contrast, will weaken U.S. international competitiveness at a
time when it has become vital to our future economic well-being and national secu-
rity.
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fall another 10 billion this year. However, the
moe broadly based current account deficit.
which includes the growing debt service pay-
menu to foreigners will likely level Otf in the
$1 billion rge this ye. The oternatonal
Monetary Fend projet as increase to 113
bii in 13110 due to the rtltbened dollar
The LMF also projects that the Japanese cur-
ren( account surplus wt increase from 37
blion to 800 bllio and the West German
surphs from IS3 boo to $57 bilmo

A much lower US current account deficit
sbold be a key objective for a soft landing
over the next year or two The basi economic
strategy should be to moderate domestic con-
sumption public and private, ad shift the re-
owees thus freed up to the export sector The

tricky part will be to implement suficiet ex-
penditare switching police" suc as exchange
rate adjustment. so that reduced comumptlon
will be ofet 1by increased exports and Import

relcmn.Otherwise. the soft landig could
turn Into a nasty recesska.

So far, rdectios f the current account defi-
cit has not bon spelled out in detl as a policy
objeve. The US. governmn does not even
have an official projection for nx year, and
current account objectives have no played a
prominmm role in discussions among key fi-
aance ministers There are three reason for

7Irt. a decli in the U. current account
deit must show up in other eountries' ac-
counts u reduced surpluses or increased di-
cith Ie major surplus countries - Japan and
the Federal Republic of Germany - project no
such declines, and they are not Inclind to
change polics to achieve them. Countries with
growing deficits, such as the Uaited Kingdm
and France. are em os disposed to discus
still lrs deficits.

Scood foiace, ministers an central bank-
ers are sM kee to discuss exchange rate ad-

ey to Soft
justsea, whkh can unsettle financIal
kets They nomnally prefer the object
exchange rate stability." Quite naturally,
finance miziste of the surplus countries
most reustant to exchange rate adjust
"Adjuatment," after a Implies appreciac
tber curnes, which wiU hring bowls 9
domestic industry.

Tir and perhas most important, the
economy was operating at tall capacity thri
the spring of this year. There were no sw
domestic resources to switch to exports. nI
fore, discussion of a trade adjustment sa
would have been futile.

Now. however, ther Is a significant clu
under way in the US economy. The pri,
saving rate has Inreased from 3% in IM
5 5% in the first half of 16. The federal de
should levei off this year and wW decline
year if the targets of the Gramm-Rudman-1
jigs Deficit Redaction Act are even
proac ed. Interest rates are steady. The ei
my is slowing down, particularly in
maoeactr sect, where trade adjust
wll be concentrate

In other wo the moment of truth
arrived for crafing a trade adyAtmem su
gy. Resorcs are becimng available for
switch to exports,

The logical scenario is for slower grow

Landing
oar- the United States to be &ceo( panied by faste-

* of growth in economies of our trading partners so
the as to absorb more imports from the United
are States. Downward movement in U.S. interest

not rates will put downward pressure on the dollar,
a of which likely will be necessary to give a re-
rem mew push to export

But were finance ministers. particularly
U1 those from surplus countries, up to the task

when they gathered in Wuhington la week?
* Unfortunately, the aswer was no. The mna-

, ter r ,om the seven major industrialised coun-
teg tries wooed a communique stating that 'a ris

of the dollar above current levels or an exces-
sive decline could adversely a&feet prospects

in" for the world ecooomy," reaffirming their com-vtet umtment to exchange rate stability despite the
M projection of an increased U.S current account

RoU. Now is the tie to formulate and implementW_ forceful. export-one-ted trade adjustment
P"strategy. Th first step is to establish a moo

the target for reduction of the US, current account
def it. which is the appropriate measure of
external Imbalance. The United States should
eek a decline of $50 bill to l100 billi over

bU the n two to three years, compatible with
rate- slower domestic consumption. Our principal
the trading partners need to respond with corre-

sponding declines in their surpluses, Then the
h In appropriate fiscal, monetary, exchange rate
- and trade policies need to be coordinated to-

ward that goat The principal U& comutment
would be to maintain Gramm-Rudman targets
to eminate the federal budget deficit.

If each a straty is not implemented, the
softening U.S. economy could easily spiral
dowird. Protectionist. pressure would buid.
Putp-prmoin fiscal measures would under-
mine dencit reduction. A deepening recession
at borne would be transmitted abroad as the
US export market dwindles

Trade adjustment will take place in any
event. The question is whether it will be
through a jointly agreed. eiport-orkned strata.

, among major trading nations or through a
d~upUve International recession. This Is the
bottom Line for so-caed international econom-
ic policy coordination
M n F. Peeg &t a IeLdow to LfernaTMi
bim at the Center for Sirate and Lter."

_J nab"ns &ttdMK Washington. D.C
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PREPARED STATEMENT Op DONALD M. SPEo

Mr. Chairman and Members of the Committee,
I welcome this opportunity to appear before the Finance Committee as you ad-

dress various aspects of the ongoing Structural Impediments Initiative. My remarks
will focus on the inadequacy of protection for intellectual property rights in
Japan-a topic currently and bite properly included in SII's agenda as a specific ex-
clusionary business practice.

Fusion Systems Corporation is a successful exporter to markets all over the world,
including Japan. With $33 million in sales, we export a third of our advanced tech-
nology products worldwide, with half of these exports going to Japan. We have been
successful in the Japanese market, holding dominant market share against strong
Japanese competitors in most of our specialized market niches.

In 1986 we opened a wholly owned subsidiary, Fusion Japan, in Tokyo, staffed by
six Japanese nationals. We hope to double that number next year. We thus have
valued customers, key vendors and outstanding employees in Japan. We have made
this major commitment to Japan in part because the combination of demanding cus-
tomers and tough competitors provides a healthy discipline that helps Fusion to
maintain its high quality and leading edge technology.

Yet, in spite of our ability to successfully invent, market and service superior ad-
vanced technology products and our willingness to take appropriate risks in the
world market, a powerful Japanese competitor can manipulate the Japanese patent
system to pose a serious threat to our business. Our competitor claims to have done
nothing wrong and MITI appeal to agree, dismissing our difficulties as a mere"commercial dispute."

Fusion entered the Japanese market in 1975, filing for patents on our core tech-
nology. In 1977, Mitsubishi Electric Company purchased and reverse engineered one
of our products, a high power ultraviolet lamp system used to manufacture optical
fibers, automotive components, semiconductor chips and many other products. A
few months later, Mitsubishi began to file a flood of patent applications in the field
of high intensity microwave-driven lamps-the technology pioneered and patented
by Fusion in the early 1970's.

To date, Mitsubishi has filed nearly 300 patent applications in Japan, copying and
surrounding our technology. Some seek to patent designs in the lamp system they
purchased from us. Others represent attempts to secure patents on information
clearly in the public domain. Still others claim so-called "improvements" on Fu-
sion's technology that more accurately represent trivial modifications. One Mitsubi-
shi application includes virtually an exact functional copy of a circuit diagram from
a Fusion manual. Another seeks to patent a simple clamp attaching two basic com-
ponents of our lamp system. Yet another seeks to patent the delay between two suc-
cessive steps in powering up the equipment.

It is as though we invented the car and our competitor then sought a patent on
the wheel-an essential component clearly in the public domain. If they "own" the
wheel, can we manufacture and sell the car? Their strategy is to use the threat of
their "wheel patents" to coerce us into licensing them our basic "car" technology, or
to charge us a royalty on each "car" we sell in Japan.

These tactics have not been attempted by Mitsubishi in the U.S. or Europe, where
we also hold patents and dominant niche market shares. But their excesses are so
blatant in Japan that, if these patents are awarded, Mitsubishi is likely to claim we
can no longer make even the lamp they bought in 1977 without violating "their"
Japanese patents. Indeed, they have already demanded "royalties" on sales of these
lamps, as well as our other products-in effect, a tax on our business in Japan.

In the United States, a similar pattern of behavior would constitute patent fraud
and we would have clear and available remedies. Not so in Japan. Indeed, the Japa-
nese patent system not only permits but by its nature invites this behavior on the
part of corporations large and powerful enough to afford it. Although a bilateral
U.S.-Japan Working Group on Intellectual Property has been established, Japanese
negotiators have so far shown little inclination to significantly alter their patent
system to curtail activities of this kind.

Clearly, Fusion has collided directly with a massive structural barrier in the form
of the Japanese patent system. Most Americans with experience in Japan readily
acknowledge this problem, and increasingly, though cautiously, U.S. companies are
beginning to discuss the issue publicly.

These cases dramatically illustrate the need for pro-active government focus at
the highest level to correct aspects of the Japanese patent system which, in the
words of former U.S. Patent Commissioner Donald J. Quigg, 'act as a formidable
trade barrier to foreign business."

I
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Senator Rockefeller's Commerce subcommittee has compiled a comprehensive list
of problems experienced by U.S. companies trying to protect technological knowhow
under the Japanese system. The Fusion case is one of many examples that demon-
strate how the Japanese patent system is short on both disincentives for piracy md
adequate remedies for those who find their technologies targeted by predators.

I will cite just a few examples: The average period of patent pendency in Japan is
about six years, but patent applications are made public after 15 months. Competi-
tors thus enjoy more than four years to use innovations disclosed in these applica-
tions to build market share without bearing the large entry level R&D costs. The
true innovator has no remedies until his patent is awarded. By then, market share
is irretrievably lost and, frequently, the technology itself is obsolete.

Having identified a promising technology in the marketplace or through open
patent records, companies can then file for patents on essentially trivial differences
from the existing patents or products. Without a broad scope of patent claims, or
doctrine of equivalents, patents in Japan are routinely awarded on claims showing
only very minor differences from existing technology.

Prior art--that is, previously existing technology-is supposed to be disclosed
under the Japanese system. Routinely, it is not, so the applicant need not explain
why his claimed invention is truly innovative. Mitsubishi, for example, did not tell
the Japanese patent office that it had purchased a Fusion product before filing its
first patents on high intensity-mic-owave lamps. Yet, the Japanese patent fraud
statute has never been enforced. Predatory companies thus feel free to target prom-
ising technologies and to file for patents derived from the products of others.

A majority of the most valuable American innovation comes from small business-
es which often can afford neither the time nor the expense of pursuing the slow,
costly and uncertain remedies offered by the Japanese patent and judicial systems.
Consequently, targeted innovators cross license their core technology to-pirating
competitors to assure themselves at least a small share of the market. So common is
this practice that former Commissioner Quigg has said of the Japanese patent
system, "they indirectly have a massive mandatory licensing system."

Regis Mcffenna, an adviser to Apple Computer, estimates that between 1950 and
1978 Japan paid only $9 billion for 32,000 technology licenses from predominantly
small companies-inventions that cost the U.S. as much as $1 trillion to develop.
Once the licenses are granted, U.S. innovators, whether large or small, typically
cannot succeed in Japan against Japanese competitors making the same products.

The costs of this loss of our intellectual property base are enormous. Most struc-
tural barriers to trade result in a current loss of sales with a resulting unfavorable
effect on the current trade balance. With loss of intellectual property, however, we
lose not only today's market but suffer an amplification of loss into the future.
What appears to be lost is just the tip of a technological iceberg; what follows is the
iceberg itself-the future and often dramatic expansion of today's new technology
into tomorrow's global industry. The jet engine, the transistor, and optical fiber are
but a few dramatic illustrations.

The FSX debate focused Congressional attention on the difficult matter of invol-
untary technology transfer (coincidentally, to Mitsubishi) and its potentially enor-
mous impact on U.S. competitiveness in the future. The Fusion-Mitsubishi dispute
similarly raises fundamental matters of public policy-involuntary transfer of the
vast array of promising advanced technologies that by most accounts form the true
long term foundation of our economic strength.

In the wake of the FSX debate, the Senate recently passed Senator Heinz' amend-
ment urging the Department of Defense to consider whether those with whom it
contracts are simultaneously pirating technology from U.S. companies. Senator
Rockefeller has proposed legislation to strengthen Section 337 for cases involving
theft of intellectual property.

Inclusion of the intellectual property rights issue in the SII talks reflects the
growing commitment of the Administration, as well, to helping U.S. companies pro-
tect what is for many the core of their ability to compete: the uniqueness of their
technology.

Spurred in part by the new Trade Act, the Office of the U.S. Trade Representa-
tive, the Departments of Commerce and State, and the Patent and Trademark
Office have demonstrated active leadership for securing effective protection of U.S.
intellectual property in Japan.

American business can certainly improve the way in which we approach protec-
tion of our technologies in Japan. With greater CEO involvement and strategic over-
sight, more careful selection of patent experts abroad and greater knowledge of the
pitfalls of the Japanese system, some problems can be avoided. But these steps can
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not adequately address the underlying structural barriers being discussed here
today and in various bilateral and multilateral negotiations.

These barriers are real and significant and constitute a critical element of Japan's
tactics for maintaining and enlarging its past successes. The Japanese have devel-
oped a winning strategy and will not change it on their own. A survey of 1500 Japa-
nese businessmen conducted by the American Electronics Association in Japan indi-
cated that 68% of those polled felt that Japan would change its policies only as a
result of foreign pressure. More specifically, Waseda University professor and
patent expert Teruo Doi told an American Chamber of Commerce in Japan group a
few weeks ago that any future change in Japan's obsolete patent system will depend
on foreign pressure, as it has in the past.

The challenge for U.S. policy is to develop constructive but powerful incentives for
such changes in Jipan. Some already exist. Clearly Japan stands to gain in the long
run by moving closer to the mainstream of intellectual property standards as
viewed by the world's major industrialized countries.

Equally clear, Japan will benefit from the growth of innovation and entrepreneur-
ship that it will experience if small Japanese leading edge technology companies are
allowed to create and commercialize their own inventions.

The Japanese Government must be persuaded, in the context of SII talks or other-
wise, to upgrade their system to the standard of those in the U.S. and Europe where
innovators can operate with a reasonable expectation that the fruits of their R&D
will not be routinely misappropriated with impunity-and where, with skill and
hard work, they can reap the rewards they deserve and continue to reinvest in the
technologies of the future.
Attachment.
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0 FUSION SYSTEMS CORPORATION760D Standlh Piece * Rockvi He, MO. 20855 USA * Phone: (301) 251-0300 * TLX: 710-828-0085

The Honorable William V. Roth, Jr.
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Senator Roth,

I have received your questions concerning our experience with the Japanese patent
system and am pleased to provide my responses for the Finance Committee hearing
record on the Structural Impediments Initiative.

As you are aware, I am not a patent attorney but rather the chief executive of a company
successfully doing business worldwide with advanced technology products. My
responses necessarily reflect that perspective and experience. The uniqueness and
superiority of our products are the basis of our success both here and abroad and,
therefore, our ability to protect the proprietary nature of our products Is fundamental to
our business.

Your questions and my responses follow:

I. Does the United States have a different patent standard than the rest of
the world?

Patent standards vary from country to country, with Germany, for example, holding to an
very high standard of patentability and inventorship and Japan holding to an extremely
low standard of patentability and inventorship. In our experience, the United States falls
in between but closer to the German patent standard.

In the United States, an inventor must first disclose all relevant prior art of which he is
aware and demonstrate that the "invention" claimed is not obvious when compared with
the prior art. As a practical matter, an applicant in Japan need not volunteer prior art.
-Mitsubishi, for example, did not disclose to the Japanese Patent Office (JPO) that they
had purchased and reverse engineered a Fusion lamp in 1977, immediately prior to filing
their first patent application on high power microwave lamps.

In practice, the patents granted by the JPO are much narrower in scope of protection than
U.S. patents. For example, the JPO may Insist that an applicant limit his claimed
invention to an exact percentage of a particular ingredient and then permit another
applicant to obtain a patent on virtually the same formulation with only a miniscule and
functionally Irrelevant change in the percentage of the ingredient. This narrow scope of
protection contributes significantly to the practice of surrounding true innovators with
predatory patent filings.
The U.S. has only one type of patent for machines and devices, but Japan also permits
*utility models," patents that protect minor Improvements In the structure of a device or
machine. Utility models were Introduced when Japan was Industrially weak to assure
that even the minor Inventions of Japan's fledgling companies could be protected-a
Justification that clearly no longer exists. The utility model system Is an Important cause
of the delay In Issuing patents since it almost doubles the workload and recordkeeping of
the Japanese Patent Office.
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2. What Is the difference between the "first to file* and "first to Invenr
standard of granting patents?

First to file patent systems reward the race to the patent office by granting patents to
those who file applications on particular inventions before anyone else. In first to invent
systems, the earliest Inventor Is rewarded with a patent whether or not a competitor has
beaten him to the patent office steps.

Apparently for administrative convenience, virtually all patent systems have adopted first
to file systems. Indeed, the U.S. system retains virtually the last remaining first to invent
system. As a result, Innovators with global businesses, such as Fusion Systems, have
learned to accommodate to these first to file stems in a number of countries.

In Japan, the first to file nature of the patent system contributes to the aggressive filing
practices of many Japanese companies. However, it is the combination of this aspect of
the system with other peculiarities of the Japanese system - low standard of
patentability, virtually assured Issuance of patents on any applications not opposed by
competitors, lack of punishment for patent fraud for failing to disclose known prior art. etc.
- that encourages patent flooding and other predatory practices in Japan more than in
other first to file countries.

3. Do U.S. firms receive "national treatment" in Japan In the area of patent
law? In other words, are U.S. firms treated differently than Japanese firms
under Japanese law?

In some respects, U.S. firms are subject to harsher rules under the Japanese patent
system than those applied to Japanese firms. Unlike the U.S. Patent and Trademark
Office (PTO), for example, the JPO will not accept an application in a foreign language
nor will they allow translation errors to be corrected. In the event of a dispute, the
Japanese translation governs, even If it contains translation errors. Clearly, U.S. firms
relying on translation of their English patents into Japanese will suffer a disadvantage
under this system over Japanese firms filing patents directly in Japanese.

Further, U.S. firms usually file In Japan under a treaty requiring a certified priority
document to be submitted to the JPO. The unextendabie deadline for filing this
certification frequently causes U.S. firms to lose patent rights in Japan but is of no
concern to Japanese firms which need not file this certification at all.

In yet another example, U.S. firms are required to hire Japanese patent attorneys to
handle their applications In Japan. Japanese companies are not required to use patent
attorneys and frequently do not. JPO permits Japanese attorneys to maintain a fixed fee
schedule requiring foreign firms to pay much more for filing an application than
Japanese companies. Thus, even excluding translation costs, American companies
typically pay more to file patents In Japan than Japanese companies.

Even more damaging, perhaps, is the treatment of foreign firms under Japanese practice
rather than law. Much predatory patenting Is undertaken with the ultimate goal of
extracting a cross license to valuable core technology - just as Mltsubishi sought a
royalty free worldwide cross license from Fusion Systems after surrounding our
microwave lamp technology with a flood of unworthy patent applications.

Typically, smaller Japanese firms agree to these cross licensing arrangements because
that Is *the Japanese way." These acquiescent firms are usually rewarded with an
assigned rung on the ladder - some pre-determined portion of the market. In the case
of a U.S. firm, however, that assigned place Is likely to be off the ladder entirely. The
practical result of such a cross license is that, when a Japanese firm can make the
Identical product under a license agreement, the "buy Japanese,, mentality will Insure
that little or nothing will be purchased from the U.S. Innovator.
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In sum, the Japanese patent system Is far more costly and opaque to U.S. firms than to
Japanese companies. Not surprisingly, U.S. companies obtain only about 4% of the
patents and utility models Issued In Japan, while Japanese com panes obtain 20% of
patents issued In the U.S. C

Donad Spero
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March 15, 1989

Senator Jay Rockefeller, Chairman
Commerce, Science & Transportation Subcommittee

on Foreign Commerce & Tourism
Committee on Finance
United States Senate
Washington, D.C.

Re: Hearings on Japanese Patent System

Dear Senator Rockefeller:

I am patent counsel for Fusion Systems Corporation, and
am writing to offer my views and comments on the Japanese
patent system. I ask that these be considered by your
Committee, and that they become part of the permanent record
of these hearings.

To begin with, the Fusion "story" bears repeating,
since it so clearly illustrates how the Japanese patent
system as presently structured, can result in fundamental
unfairness to American companies who are trying to protect
their technology in order to better compete in Japan.

Fusion Systems is a small high technology company which
is located in Rockville, Maryland. In the early 1970's,
they pioneered the development of a new product which later
became known as an "electxodeless lamp", and during the
decade of the 1970's they were the only producer of such
lamps in the world. However, in 1977, a large Japanese
company purchased the Fusion lamp, "reverse-engineered" it,
and proceeded to file patent applications in Japan directed
to various features of the Fusion lamp they had purchased,
as well as a'large number of additional patent applications.
This same company then entered the market with its own
version of the electrodeless lamp, and when the patent issue
was raised, demanded a cross-license under Fusion's basic
patents in return for a license under their patents
including those which had been copied from the Fusion
product.
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While in the United States this would be considered to
be unethical and illegal, apparently in Japan it is
acceptable procedure. The reason for this is the lack of
any meaningful "patent fraud" laws in Japan. This means
that it is not considered to be wrong to file for patents on
inventions which the patent applicant knows he did not
really invent. Further, it means that the patent applicant
is not obligated to advise the Patent Office of relevant
prior art of which he knows. This may result in the
incomplete examination of patent applications, since
frequently the patent applicant, who is working in the
specific technology involved, is aware of the best prior
art, which may not be available to the patent examiner. For
example, in the Fusion case, the patent examiner had no way
of being familiar with the features of the Fusion lamp which
had been purchased by the patent applicant who then filed
for patents on exactly such features. By way of background,
both the prohibition against filing patent claims on
inventions which were not invented by the applicant and the
duty for the applicant to cite the most relevant prior art
of which he is aware, have been basic tenets of U.S. patent
law for many years.

In Japan there is an opposition system, through which
any interested party may oppose the grant of a patent.
However, the opportunity for opposition is not a cure for
the omission of basic patent fraud standards. Thus, besides
being expensive, opposition proceedings put the burden of
"undoing" something on the opposer, which perhaps never
should have been done in the first place, as many
oppositions would no doubt be unnecessary if the patent
applicant had a duty of candor, and either did not submit
claims which it knew to be invented by another or advised
the Patent Office of the most relevant prior art to enable a
full examination. Finally, since there is no provision for
discovery in either oppositions or in patent litigation in
Japan, the patentee can continue to hide the best prior art,
even while suing another company for patent infringement.

It is fair Co ask the question:

"What is the result of a patent system which
allows the filing of patents on inventions which have
been made by others, puts the burden of defeating such
patents on the true inventor, and does not allow the
true inventor to discover key aspects of his case?"

The clear result is a system which encourages the
sharing of intellectual property rights rather than their
exclusive ownership. Many companies would rather agree to
cross-license their basic technology than contend with the
many obstacles incident to obtaining and maintaining an
exclusive patent position. Indeed, the Japanese patent
system allows the business strategy of one company securing
a position in the basic technology of another by filing for
"improvement" patents and then demanding a cross-license.

This practice finds support in the letter as well as
the spirit of Japanese law. Thus, under Article 92 of the
Japanese Patent Law, the patentee of an improvement
invention can petition the Government for a compulsory
license under a basic patent which is owned by another party
and which would be infringed by practicing the improvement.

By way of example, this might mean that if party A
invents the wheel, and party B is successful in getting a
patent on a wheel with red spokes, then party B can force a
compulsory license under the basic wheel patent.
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Of course, the thinking which underlies this type of
law is at odds with the basic concept of a patent as being
an "exclusive" right. Further, it is most detrimental to
American companies who are frequently in the position of
being the innovators of the basic technology.

In summary then, the undersigned is of the sincere
belief that the United States should encourage that the
patent laws of Japan be changed in the following ways:

1) to make it unethical and illegal for an attorney
or patent applicant to file patent claims which he knows
were invented by another party and thus are anticipated;

2) to require that all patent applicants have a duty
to disclose relevant prior art of which they are aware to
the Patent Office;

3) to provide for discovery in patent litigation; and

4) to repeal Articles 92 of the Japanese Patent Law
relating to compulsory licenses.

I especially feel that items 1 and 2 are essential to
provide a patent system which is fundamentally fair and
which results in the issuance of meaningful patents.

I am aware that in the United States, the enforcement
of the patent fraud laws has perhaps been too severe in
recent years, and no doubt some practitioners and companies
have been unjustly accused. As a consequence, there may be
some perception, especially on the part of those who feel
most vulnerable, that the patent fraud concept should not be
extended to Japan.

However, the fact that there have been some excesses in
this country does not justify the total absence of patent
fraud provisions in Japan, since it is my opinion that such
provisions are essential to the operation of a patent system
which is to be fair and meaningful. In this view I feel
confident that I would be joined by many other members of
the patent bar.

I therefore respectfully request that the Committee
carefully consider the foregoing comments. If additional
information should be desired, kindly contact the
undersigned.

Sincerely,

Martin Abramson

28-712 - 90 - 6
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49 FUSION SYSTEMS CORPORATION
7800 Sbndh Place * Rockvite. MD 20655 USA * Phone: (301) 251-0300 * TLX 710-828-0085 • FAX (301) 279-0661

November 21,1989

The Honorable Max Baucus, Chairman
Subcommittee on International Trade
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Senator Baucus,

On November 7, 1989, Dr. Robert Rines testified at your hearings on the
Structural Impediments Initiative as to the nature of the Japanese patent
system. Dr. Rines testified that there was no significant difference In the
period of pendency between the U.S. and Japanese patent systems and that,
In his 40 years of practice, he had perceived no significant difference In
operating within the U.S. and Japanese patent systems. He offered, In fact,
to provide extensive client flies supporting his claim.

Among Dr. Rines' clients Is a small U.S. company which Fusion Systems
acquired and operated for a period of time. Although Dr. Rines has never
represented Fusion Systems Corporation, he did serve as patent counsel to
the acquired company during the period or our ownership. We therefore can
speak to the experience of at least one of those clients.

Our documentation clearly demonstrates that, contrary to Dr. Rines'
testimony, the experience of this client shows the typical pattern of long
delays In obtaining Japanese patents--periods of pendency significantly in
excess of those experienced in the United States.

A listing of patent applications fled In the U.S. and Japan and the periods
of pendency follows:
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Country Date FIlied Date Issued Time Elagsed

USA 4/24/78 8/27/85 7 years and 4 months
Japan 4/12/79 Not yet Issued (pending over 10 years)

USA 10/5/78 2/24/81 2 years and 4 months
Japan 2/23/79 Not yet Issued (pending over 10 years)

USA 8/18/70 3/13/73 2 years and 7 months
Japan 8/16/71 1/18/78 6 years and 5 months

USA 3/24/72 12/73 1 year and 9 months
Japan 3/19/73 5/8/78 5 years and 2 months

USA 6/16/71 11/7/72 1 year and 5 months
Japan 5/18/72 2/26/82 9 years and 9 months

USA 9/6/78 1/20/81 2 years and 4 months
Japan 12/9/75 10/29/86 10 years and 10 months

USA 1/13/77 7/8/80 3 years and 6 months
Japan 12/27/79 Not yet issued (pending 10 years)

USA 6/21/76 7/11/78 2 years and I month
Japan 5/8/75 9/19/83 7 tears and 4 months

USA 6/20/73 9/3/74 1 year and 3 months
Japan 5/16/72 3/31/82 9 years and I month

USA 2/17/77 7/11/78 1 year and 5 months
Japan 5/22/78 Not yet Issued (pending over 11 years)

USA 10/4/82 12/25/84 2 years and 2 months
Japan 6/1/83 Not yet Issued (Exam not requested)

USA 4/22/83 6/4/85 2 years and 2 months
Japan 4/20/84 Not yet issued (Exam not requested)

USA 2/25/85 5/27/86 1 year and 3 months
Japan 2/25/86 Not yet issued (Exam not requested)

USA 3/29/85 3/24/87 2 years
Japan 3/26/86 Not yet Issued (Exam not requested)
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A similar evaluation of Dr. Rines' trademark filings for our former
subsidiary shows a similar pattern, with U.S. trademark protection
consistently Issued In a shorter time than similar protection In Japan.

It Is Important, too, to note that Dr. Rilnes did not address himself to such
overriding concerns as excessively narrow scope of claims and other
Incentives in the Japanese system to patent flooding and other predatory
practices. When asked about these matters informally after the hearing,

'Or. Rines said simply that such problems may exist but he was not asked
about them during the course of the hearing. Therefore his testimony
should be read in a very limited way, addressing as it does almost
exclusively the matter of delay, an area where a body of contrary evidence
already exists.

Dr. Rines testified that "people who are whining or complaining about (the
Japanese patent system) have some bone to pick In Japan because they are
not able to do something else In Japan." On the contrary, we at Fusion are
market leaders in Japan, having successfully attracted Japanese
customers with high quality, advanced technology products. It would be
folly, however, for successful innovators to ignore characteristics of the
patent system that Invite predatory competitors to use that system as a
lever to extract our most promising technologies.

Some may take Dr. Rines' testimony to represent an accurate statement of
the situation faced by U.S. businesses seeking effective patent protection
In Japan. It would be tragic and costly, however, if Congress chose to
craft Its policies based on the opinions of those who fall to see the
problems rather than those who not only recognize but are struggling to
deal with them. Senator Rockefeller's Commerce subcommittee has made
considerable strides In documenting the extraordinary difficulties faced
by U.S. businesses seeking intellectual property protection In Japan. I
would urge the Finance Committee to lend Its expertise and Its forum to
further exploration of these complex and pressing Issues.

I commend your'Initiative In holding the November SI hearings and was
pleased to participate. I respectfully request that this letter be included
in the hearing record.

/

Sincerey; ,1

Donald 1 Spero
President



COMMUNICATIONS

STATEMENT OF THE AMERICAN CHAMBER OF COMMERCE IN JAPAN

Prompt and comprehensive protection of Intellectual property rights by Japanese
patents, trademarks and copyright, Is one of the foundations of any company s busi-
ness operations in Japan. In recent years the Japan Patent Office (JPO) has made
progress in reducing the uncommonly long time required for the processing of
patent and trademark applications. The ACCJ also applauds the JPO's efforts to
promote the harmonization of intellectual property protection in cooperation with
the U.S. Patent and Trademark Office and the European Patent Office. Its construc-
tive attitude is also reflected in the decision, notified to the U.S. Government in
April 1989. to introduce service mark protection within the next three to four years
a move long sought by Japan's trading partners. The ACCJ, in conjunction with the
Japanese Government, continues to support the copyright protection of software.

POSITION

The JPO has shown a receptive attitude t,)ward discussing and dealing with re-
ported problems. However, there remain difficulties that Interfere with established
commercial relationships of American firms in Japan, or obstruct entry into the
Japanese market. The following are of particular concern to the ACCJ.

1. Average patent pendency-the period between filing of application and issue of
patent in Japan is one of the longest among developed countries. Coupled with the
practices of laying open all applications to public inspection 18 months after filing,
this can result in a long period of public access to the application without legal pro-
tection of the invention claimed.

2. The filing of large numbers of applications to cover slight variations in known
technology, facilitated by access to previously laid-open applications, is widely prac-
ticed by Japanese companies. Such "patent flooding" works against the JPO s ef-
forts to shorten patent pendency. Moreover, Interpretation of Patent claims by the
courts tends to be extremely narrow. This aggravates the problem of patent flooding
and reduces the protection afforded by a patent.

3. There is no discovery procedure whereby the owner of a process patent may
seek evidence of suspected infringement.

4. After examination, but before a patent is granted, a successful application is
published and may be opposed by third parties who offer reasons why the invention
may not be patentable. This often attracts similar or virtually identical oppositions
from numerous challengers. The applicant cannot prepare a general response, but
must defend against each opposition separately. Collusive oppositions can cause sub-
stantial delay in the grant of a patent, thus further prolonging the period of public
access to the information without legal protection of the invention.

5. Japanese law does not provide adequate protection of trade secrets-a problem
that grows with the increasing willingness of mid-career technical and managerial
personnel to change companies.

6. The JPO accepts patent applications in Japanese only, whereas the U.S. Patent
and Trademark Office accepts initial filing In languages other than English, fol-
lowed by a translation within a specified period. For priority status American appli-
cations to the JPO must be filed within a year after U.S. filing scant time for a
careful translation into Japanese in addition to revising the text to meet Japanese
criteria.

7. The JPO has long permitted firms in service industries to register trademarks
for products used in conjunction with their services. Rejections of such marks are
now being reported, however, and there is concern that existing registrations will
not be granted renewal.

(161)
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ACTION

The ACCJ urges the Government of Japan to take administrative or legislative
action for the following purposes:

1. To keep patent applications confidential prior to publication for opposition,
until average patent pendency becomes comparable to that in other developed coun-
tries.

2. To broaden the interpretation of patent claims sufficiently to protect minor
modifications, thus removing any need for redundant applications.

3. To provide administrative means by which a patent owner can obtain informa-
tion about processes suspected of infringement, with appropriate safeguards against
frivolous use of those means.

4. To consolidate multiple oppositions into a single opposition, to which the appli-
cant may provide a single response.

5. To establish and define trade secrets as a form of property and to provide
means for their protection.

6. To permit initial filing of patent applications in languages other than Japanese,
followed by a provision of a translation into Japanese within a reasonable period.

7. To resume the JPO's practice of registering and renewing the marks of service
industry firms in trademark classes appropriate to products used in their business,
and to expedite the promised establishment of a registration system for service
marks, thus providing full protection of these properties.
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STATEMENT OF THE CHOCOLATE MANUFACTURERS ASSOCIATION
AND THE NATIONAL CONFECTIONERS ASSOCIATION TO

THE INTERNATIONAL TRADE SUBCOMMITTEE
OF THE SENATE FINANCE COMMITTEE

Regarding Agriculture Trade and the General
Agreements on Tariffs and Trade

We appreciate the opportunity to submit written
comments to the Subcommittee. Since only agriculture producers
were invited to testify orally, we hope the Subcommittee
understands the importance of the agriculture section of the
trade negotiations to consumers of agriculture products.

Comments are in two sections. The first addresses
domestic sugar, peanut, and dairy price support programs which
the industry views as serious trade distorting practices that
should be eliminated in the Uruguay Round. The second is
directed to reductions in the present U.S. confectionery tariff
rates.

Summary

The U.S. confectionery industry's objectives in the
Uruguay Round include eventual worldwide duty free trade in
confectionery. Accordingly, we are prepared to table phasing
out U.S. import duties of 5% and 7% simultaneously with the
elimination of U.S. and foreign sugar, dairy and peanut trade-
distorting programs and commensurate reductions in foreign
confectionery tariffs.

The industry is not preparedto accept U.S.
confectionery duty rates below 5% and 71 prior to a multilateral
resolution of the agricultural support issue and reciprocal
tariff reductions.

We believe that it is vital for the United States to
begin phasing out its agricultural import quotas and changing
its own domestic price support programs in 1990 if the
Administration expects to successfully negotiate improved
international rules on agricultural trade. The U.S. support
programs for sugar, peanuts, and dairy are trade-distorting
practices which are:

Barriers to the industry's free international access to
lowest cost raw materials;

Cost burdens and administrative burdens handicapping
the competitiveness of U.S. semi-manufactured and
finished chocolate and non-chocolate confectionery in
the domestic and international market; and,

An obstacle to negotiating the elimination of tariff
and non-tariff barriers to U.S. confectionery in
principal international markets.

It is understood that the full schedule of products of
concern to the industry will be divided and negotiated
separately in the Uruguay Round. Sugar, dairy, peanuts and
unprocessed and semi-manufactured cocoa and chocolate raw
materials affected by U.S. price support programs will come
under the Negotiating Group on Agriculture. Finished non-
chocolate and chocolate confectionery will be negotiated in the
market access negotiations on a request-offer basis.

Attachment A is a comprehensive list of cocoa and
chocolate products of concern to the industry with HS and TSUS
numbers, tariff rates, and indications where quotas are applied.
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I. U.S. Non-Tariff Barriers - Agricultural Quotas
Support Programs

Peanuts, dairy and sugar are the basic ingredients for
confectionery. United States confectionery companies use 1.5
billion pounds of sugar, 400 million pounds of peanuts and well
over 200 million pounds of dairy products in confectionery. All
of these major ingredients are covered by import quotas and
domestic programs that significantly increase the cost to the
U.S. manufacturer. Quotas on sugar-containing products, dairy
products and peanuts are maintained under Section 22 of the
Agricultural Adjustment Act of 1933, as amended ("Section 22
quotas"). Section 22 permits the President to restrict imports
whenever they threaten to interfere materially with domestic
price support programs. Unlike Section 22, GATT rules require
agricultural import quotas to be accompanied by production or
marketing controls. Most Section 22 quotas, therefore, would be
illegal under the GATT but for a broad waiver the United States
obtained from its trading partners in 1955 specifically to
permit action under Section 22.

The sugar import quota is maintained under so-called
Tariff Headnote authority. In June 1989, a GATT panel decided
that this quota was not sanctioned by any international trade
rule. The United States has yet to indicate the substantive
changes it intends to make to the sugar program.

We believe that it is vital for the United States to
begin phasing out iEs-i-ic-ultural import quotas and changing
its own domestic price support programs in 1990 if the
Administration expects to successfully negotiate improved
international rules on agricultural trade. The U.S. support
programs for sugar, peanuts, and dairy are trade-distorting
practices which are:

Barriers to the industry's free international access to
lowest cost raw materials;

Cost burdens and administrative burdens handicapping
the competitiveness of U.S. semi-manufactured and
finished chocolate and non-chocolate confectionery in
the domestic and international market; and,

An obstacle to negotiating the elimination of tariff
and non-tariff barriers to U.S. confectionery in
principal international markets.

High cost for domestic ingredients result in a more
expensive finished product. Because of very low U.S.
confectionery tariffs, the industry faces heavy competition in
the U.S. market from foreign manufacturers who have access to
cheaper raw materials.

In the international market, the higher cost U.S.
confectionery export faces foreign tariffs ranging from 10% to
80% assessed on the CIF value. The higher the "upfront" cost to
bring American confectionery into a foreign market, the harder
it is to price competitively against strong local manufacturers,
and fund necessary advertising and promotion activities.

In order to maintain quality and cost efficiency in
both the domestic and international market the industry must
have access to lowest cost raw materials. Therefore the
industry strongly supports the Administration's objective of
phasing out trade distorting subsidies on sugar, dairy and
peanuts and establishing a market oriented agricultural trading
system.
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The relevant U.S. tariff item numbers for these
products are:

1701.11 Cane Sugar
1701.12 Beet Sugar
0402.10 Dry Milk
1202.10 Peanuts in Shell
1202.20 Peanuts Shelled

Sugar

Import duties are negligible at about six tenths of a
cent per pound. Most exporting countries that supply the U.S.
are exempt from duties under the Generalized System of
Preferences or the Caribbean Basin Economic Recovery Act.
Eliminating the remaining duty would have no substantive effect
on U.S. consumers or producers. Similarly, the one-cent per
pound import fee on refined sugar is an inconsequential part of
the protective structure.

The U.S. sugar program is enforced by restrictive
quotas on sugar and a broad range of sugar containing products.
Quotas assure the maintenance of an internal sugar price
significantly higher than world prices. For example, in the
first half of 1989 the average world price of raw sugar was
approximately 12 cents and 18 cents for refined. The U.S. sugar
program supported the market price of raw sugar at approximately
22 cents per pound. Normally this results in a wholesale fob
refined sugar price of about 25 cents for beet sugar and 26
cents for cane sugar.

The elimination of the U.S. sugar program would be a
major benefit to consumers. It is estimated that a six-cent
reduction in the raw sugar loan rate (from 18 cents to 12 cents)
would reduce the market price by an equivalent amount, i.e. to
16 cents per pound. This would result in an average refined
sugar price of approximately 20 cents per pound at the wholesale
level.

A 1988 study by the U.S. Department of Commerce
demonstrated that changes in the price of sugar are passed on to
consumers by food processors (as are changes in the prices of
other commodity inputs such as flour, oil and dairy products).
After taking into account retail markups and the price
protection provided for corn and other alternative sweeteners, a
one-cent reduction in raw-sugar prices lowers the wholesale cost
of all sweeteners by about $300 million. Thus, a six cent per
pound reduction would represent a savings to consumers of about
$1.8 billion.

The June 1989 GATT panel decision all but mandates the
U.S. Government to either eliminate or substantially increase
the sugar import quota as soon as possible - regardless of the
outcome of the Uruguay Round talks. The credibility of the
United States as a leader in world trade system reform will be
severely undermined if that decision is ignored or diluted.

Peanuts

The United States' peanut price support program is one
of the most egregious examples of agricultural protectionism in
this country. A comprehensive explanation of the operation of
the program and its effect on the domestic and international
market is appended to this statement (Attachment B). The
following paragraphs highlight the reasons it should be tabled
in the Uruguay Round and a multilateral agreement reached to
begin phasing it out in 1990.
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The basic elements of support for U.S. peanut prices
and farmer income are government loans; strict limits on
domestic supply by means of poundage quota; and the Section 22
quota which virtually bans imports.

The Food Security Act of 1985 authorizes the Secretary
of Agriculture to establish annually a national poundage quota
limiting the amount of peanuts that may be grown
for domestic supply and put upward pressure on the price. The
Section 22 quota on imported peanuts insures the limited supply
by allowing a mere 900 short tons of peanuts to be imported
annually -- less than 0.1% of total U.S. consumption.

Inflated Domestic Price

Production and import quotas create an artificial
shortage in the domestic supply of peanuts. The artificial
shortage combined with the USDA's current loan level of $617 per
short ton, drives up manufacturers cost to purchase "quota
peanuts" (grown for domestic edible use) to about $650 per short
ton or almost double the world price. The average world price
in 1989 for equivalent peanuts was $332 per short ton.

Each year the U.S. support price for quota peanuts far
exceeds production costs. In 1988, the support price was 50%
above production costs as calculated by USDA. However, because
USDA has consistently set the internal quota at far below actual
domestic demand, consumer industries have had to pay an
additional 10% premium over the already inflated support price
to purchase peanuts from the Commodity Credit Corporation (CCC)
or to entice the growers to deliver peanuts to the commercial
market rather than to the CCC.

If the peanut import quota were eliminated, U.S.
domestic prices would fall at least to the level of the inflated
USDA production cost estimate which is the basis for the support
price. A just completed study of the U.S. peanut program
(Attachment C) estimated that if U.S. quotas and subsidies were
eliminated and a free market was achieved, the price of shelled
peanuts would fall by at least 30%. Domestic consumers would
save a total of $378 million on 2.35 billion pounds of peanuts.

Increased peanut exports earnings

Increased export earnings for U.S. growers may be among
the most significant effects of eliminating the import quota.
The current system discourages production for export because the
U.S. grower will produce for the high support price. Any
residual production is "dumped* on the world market usually at
prices well below production costs. Elimination of the U.S.
import quota, and hence the de facto domestic subsidy, could be
expected to increase the world price and draw U.S. peanut
production into the world market.

Elimination of the U.S. peanut import quota and the
U.S. peanut program would have a definite positive impact on the
U.S. economy. The price support system used to protect peanut
farmers results in inefficient production, inflated prices for
the consumer, and minimal export earnings for the United
States. Any price support that current peanut farmers might
need during the transition from a closed to open market can be
provided through tariffs. Tariffs would offer a buffer to the
farmers at a minimum expense to U.S. consumers.

Dairy

In addition to import quotas, the Federal milk price
support program and federally sanctioned system of milk
marketing orders are the main policy instruments for
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establishing milk prices. The government maintains the support
price by purchasing manufactured products, such as non-fat dry
milk, at announced prices that are high enough to keep the price
of manufacturing grade milk at the support level. The Federal
Milk Marketing Order Program specifies minimum prices for milk
sold for fluid use in the marketing orders in the United States.

To maintain the domestic price support level for dairy
products, dairy imports into the U.S. are restricted through
Section 22 quotas. Under Section 22 quotas, imports of dairy
products have been held to negligible levels, about 1.5 - 1.9
percent of U.S. production since 1974.

Dairy quotas--compounded by sugar quotas also severely
limit access for semi-finished foreign chocolate and cocoa
preparations to the U.S. market. These are important raw
materials used in the production of confectionery, baked goods,
ice cream, and drink mixes.

Most countries support their dairy industries in some
way and their domestic dairy prices are on a par with the United
States. However, as with sugar and peanuts, the ability to
freely access the world market, including the modest one for
dairy, is an important cost control mechanism that should be
available to U.S. industry.

Il. Tariffs

Semi-manufactured cocoa and chocolate products not
already at zero rate of duty are:

1803.20 Cocoa paste, part or wholly defatted
1805.00 Cocoa powder unsweetened
*1806.1030 Cocoa powder sweetened
*1806.2040 Chocolate & other food preparations in

blocks, slabs, powder, etc., not
containing milkfat; or containing
butterfat, and milk solids

1806.2060 Confectioners coatings
61806.2070 Other
*1806.2080 Other

Currently there are absolute quotas on many items
falling into the astericked categories.

Products of concern to the industry and subject to
request offer are the following tariff items:

1806.31 Chocolate preparations - filled
1806.32 Chocolate preparations - not filled
1806.90 Other, Chocolate Confectionery
1704.90 Sugar Confectionery (Not containing

cocoa)

In the 1979 ToKyo Round, U.S. import duties on finished
chocolate and non-chocolate confectionery were immediately cut
to 5% and 7% and bound at that rate. Semi-manufactured products
such as bulk chocolate were staged down to zero duty effective
last year. Reductions to the equivalent level, however, were
not obtained from trading partners. U.S. semi-manufactured and
finished confectionery exports continue to face tariffs of
between 10% and 80% in foreign markets.

The Uruguay Round is an opportunity to redress this
inequity and obtain the same opportunities for U.S.
confectionery in foreign markets as foreign confectionery
manufacturers have in the United States.
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The U.S. Trade Representative has been requested to
seek a confectionery tariff level of not tiore than 7% among all
developed and newly developed nations effective January, 1991.
Less developed countries should immediately adopt confectionery
tariffs of not more than 20% with short term staging to 7%.

The U.S. confectionery industry's objectives in the
Uruguay Round include eventual worldwide duty free trade in
confectionery. Accordingly, we are prepared to table phasing
out U.S. import duties of 5% and 7% simultaneously with the
elimination of U.S. and foreign sugar, dairy and peanut U.S.
market access restrictions and price support programs and
commensurate reductions in foreign confectionery tariffs.

The industry is not prepared to accept U.S.
confectionery duty rates below 5% and 7% prior to a multilateral
resolution of the agricultural subsidies issue and reciprocal
tariff reductions. Further, we ask that the U.S. Trade
Representative consult with the industry if requests for U.S.
confectionery duty reductions are tabled in Geneva.

Conclusion

The confectionery industry urges the Administration to
table U.S. sugar, dairy and peanut import quotas and subsidy
programs and seek reductions in agricultural subsidies on a
multilateral basis. In combination, U.S. market access
restrictions, U.S. support programs and foreign subsidies
contribute to higher consumer costs; perpetuate inefficiencies
in domestic and international production; and distort world
trade in sugar, peanuts, and dairy, and products containing
them.

The elimination of trade distorting agricultural quotas
and price supports should also enable governments to relinquish
those tariff and non-tariff barriers to products containing
sugar, dairy and peanuts that were created and maintained solely
to protect and compensate domestic consumer industries
negatively affected by these subsidy programs.



ATTACHMENT A

UNITED STATES HARMIONIZED TARIFF SCHEDULE
CHAPTER IS COCOA AND CHOCOLATE PREPARATIONS

Beans
Shells, husks, waste

Cocoa Paste
Defatted
Part or wholly defatted

Cocoa Butter

Cocoa Powder Unsweetened

Cocoa Powder Sweetened
<65% Sugar by weight

Put Up for Retail Sale
Other

>65% sugar but <90%

Other:

BULK COCOIATE

Chocolate & other food
preparations in blocks,
slabs, liquid, paste,
powder, granular or other
bulk form weighing > 2 kg.

Containing not > 32% milk
or butterfat & not > 60%
sugar - in blocks or
slabs 4.5 kg or more

Not containing butter
or milkfat solids

Old No. *New No.

156.10 1801.00
156.50 1802.00

356.20
156.40

1803.10
1803.20

156.35 1804.00

156.40

156.45
156.45
156.45
183.05

1805.00

1806.1020
1806.1020.30
1806.1020.90
1806.1030

155.2025 1806.1040

156.25 1806.2020

156.3045 1806.2040.20

III

Duty Quota

Free
Free

Type Products

No
No

Free No
$.82/kg No

Free No

$.82/kg No

Free
Free
Free
10%

Fees

Free

9904.6020
Yes
Yes
9904.6020
9904.5040
Yes

Sugar

Sugar
Sugar
Sec. 22

9903.1710 EEC

Swt cocoa powder

Swt cocoa powder
>90% sugar

10 lb. blocks

5% No

'-A



fulk Chocolate & preparations
in blocks or containers
weighing > 2 kg. Con't:

Containing over 5.5%
butterfat

Containing not over
5.5% butterfat or
containing other
milk solids

Confectioners'coatings
and other products
except confectionery
containing not <6.8%
non-fat solids of cocoa
bean nib and not <15%
other vegetable fats

Other: Containing more
than 65% sugar

Other:

Old No. New No.

156.3050 1806.2040.40

156.3065 1806.2040.60

157.4700 1806.2060.00

183.0515 1806.2070

183.0030 1806.2080

Put up for retail sale 183.0030
Other 183.0030

1806.2080.45
1806.2080.90

Duty Quota Type

5% 9904.1063 Dairy

5%

Products
Chocolate Crumb

9904.1066 Dairy Chocolate Crumb

2. 51 No

10% 9904.5040
9904.6060

Sugar White Crumb o

10% Yes Sugar,
dairy, EEC

10% No
10% Yes

Blocks, Slabs or Bars
(weighing ls than 2 kg)

Filled-For retail sale
Filled-Other

Not Filled: Preparations
containing not > 32%
butterfat or milk solids
and not > 60% sugar

1806.3100

157.1045 1806.310045
157.1050 1806.310050

156.3020 1806.3220

Put up for retail sale 156.3b20
Other 156.3020

1806.3220.45
1806.3220.50

7% 9903.17059904.5040

7% Yes
7% Yes

5% 9904.1063
9904.1066

5% No
5% Yes

EEC Confectionery
Sugar
EEC
EEC

Dairy Confectionery
Butterfat

(2)



Blocks, Slab., Bars
weighing less than 2 Kg Con't:

Old No. New No. Duty Quota Type Products

Other Not Filled: 157.10 1806.3240 7% 9903.1705 EEC
9904.1075 Dairy
9904.1081 Dairy

Put up for retail sale 157.1045 1806.3240.45 7% No
Other 157.1050 1806.3240.48 7% 9904.1081 Dairy

Other:
Put up for retail sale 157.1045 1806.9000.45 7% No
Other 157.1050 1806.9000.90 7% Sugar, Dairy, EEC

HS Commodity Numbers are used for both import and export

KEY TO QUOTA REFERENCES

1903.1705 Non-restrictive quota on confectionery imported from EEC.
1903.1710 Non-restrictive quota on chocolate in ten pound blocks from EEC.
1904.1063 1989 Quota limit of 9,711 mt of chocolate crumb with 5.5% or more

butterfat. Allowed only from Ireland, UK,
Netherlands, and Australia.

1904.1066 1989 quota limit of 2,123 mt of chocolate crumb with les than 5.5%
butterfat. Imports allowed only from UK and
Ireland.

9904.1075 Imports prohibited of dried milk, whey, and buttermilk containing less
than 5.5% butterfat - alone or mixed with
sugar.

9904.1081 Imports of articles containing more than 5.5% butterfat but less than
45% prohibited except for small quantity from
Australia, Belgium & Denmark.

9904.5020 Imports prohibited of blended sugar syrups i.e. chocolate syrup
capable of further processing.

9904.5040 Imports prohibited of articles containing over 65% sugar and capable
of further processing.

9904.6020 1989 quota limit of 2,721 mt on articles containing over 10% sugar in
dry, amorphous form, ie. sweetened cocoa, not
for retail sale.

9904.6060 1989 quota of 76,203 mt on articles containing 20% or less of sugars
and intended for further processing.

1.31.89 (1)
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Attachment B

Peanuts

Elimination of the U.S. Section 22 peanut import quotas
while technically a U.S.-trade "concession,* in fact would
positively affect the U.S. peanut industry and peanut consumers
(including our members) in at least three ways: domestic peanut
production would increase; U.S. consumers would save as much as
$375 million; and finally, U.S. export earnings from peanuts
would increase by as much as $68 million. In our economic
analysis (see attachment C), we have assumed that if no import
restrictions applied and domestic peanut price for edible
peanuts were unregulated, domestic prices would fall nearly to
the level of long-term U.S. production costs. We have assumed
also that no trade barriers other than current tariffs would
exist following elimination of the quota. It is important to
note, however, that even if tariffs were to rise above current
levels, by eliminating import quotas, our members would be
better off, so long as tariffs were ultimately phased out.

1. Background

Under current law, the basic elements of support for
U.S. peanut prices and farmer income are government loans and
strict limits on domestic supply by means of poundage quota and
the Section 22 quota, which is a virtual ban on imports. The
Food Security Act of 1985 authorizes the Secretary of
Agriculture to establish annually a national poundage quota
limiting the amount of peanuts that may be grown for domestic
edible use. This national quota is assigned to specific areas
of the country. Portions of the quota are then assigned to
individual growers who cannot transfer those growing rights
across county lines. Thus, over half of the farmers who grow
quota peanuts must lease the quota rights from peanut-farm
owners who are not necessarily farmers.

The domestic production restrictions serve to limit
supply and raise prices only when backed by a strict limitation
on imports. The Section 22 quota on imported peanuts allows a
mere 900 short tons to be imported annually--less than 0.11 of
total U.S. consumption. The poundage quota combined with the
import quota creates an artificial shortage in the domestic
supply. This, together with the U.S. Department of
Agriculture's ("USDA") current loan level of about $617 per
short ton, drives up the price for "quota peanuts" (peanuts
grown for domestic edible use) to about $650 per short ton as
compared to the average world price equivalent in 1989 of $332
per short ton. The USDA floor price for peanuts represents
approximately a fifty percent return on the farmer's
investment. As a result, the U.S. farmer grows for domestic
consumption only, and the international market serves merely as
a market for residual production.

2. Domestic Peanut Production

The current system of national poundage quota depresses
peanut production directly and indirectly. The purpose of the
system is to limit sharply the domestic supply of peanuts thus
putting upward pressure on the price. Each year, USDA estimates
domestic demand for edible peanuts and sets the quota
accordingly. However, in six of the last seven years, the U.S.
Department of Agriculture has set the internal quota at a level
significantly below U.S. demand. In order to meet their basic
demand, buyers must purchase peanuts from the U.S. government
loan inventory at a price nearly ten percent above the already-
high support price. In 1987, peanuts available at the support



173

price totaled 2.567 billion pounds versus a demand of 2.8
billion pounds. The 1988-89 estimate again indicates a
shortfall of about 250 million pounds.

The two-tiered system also limits indirectly the
domestic supply of peanuts. Under the internal quota system
certain farms, chosen decades ago, were allocated shares of the
national poundage quota. Under this quota, USDA fixes the
amount of peanuts that can be sold each year for edible use in
the United States. Any farmer can grow peanuts. However, only
output from quota farms can be used for domestic edible
consumption and, therefore, qualify for Government's high
support price. The production quota system locks production
onto some of the most inefficient peanut-growing land.
Approximately twenty-five percent of the quota acreage yields
1,700 pounds or less per acre with an average cost of $0.23 per
pound..

These poundage quotas exclude more than one million
acres that are capable of pr,%ducinq 2,500 to 3,000 pounds per
acre at costs of only $0.17 to $0.19 per pound. The marketing
quota includes land that has been depleted of nutrients and has
insufficient water supplies, and, therefore, is capable of
yielding only 1,200 to 1500 pounds per acre. By simply
deregulating production and thus directing the farming to more
suitable land, U.S. peanut production could be increased
substantially.

3. Domestic Price

The allocation of production to marginal land also
contributes to exaggerated production cost estimates. USDA
relies on its cost estimates to calculate the support price.
Because many of the quota-farms are poorly suited to produce
peanuts, USDA cost estimates are artificially increased by $0.01
to $0.02 per pound. In a free market, U.S. production costs in
1988 would have been closer to $0.18 to $0.19 per pound rather
than the $0.205 calculated by USDA. Nevertheless, even these
inflated cost estimates are well below U.S. price support
levels.

Every year the U.S. support price for quota peanuts far
exceeds production costs. In 1988, the support price was fifty
percent above production costs as calculated by USDA. However,
as noted earlier, because of the insufficient quota, the price
paid by consumers is actually sixty percent above production
costs because they must pay an extra ten percent over the
support price to entice the growers to deliver peanuts to the
comercial market rather than to the Commodity Credit
Corporation.

World prices are much closer to U.S. production costs
than to the support price. If the peanut import quota were
eliminated, U.S. domestic prices would fall at least to the
level of the inflated USDA cost estimate. Assuming a
continuation of the quota system, in 1991, we project that the
world price would approximate $0.205 per pound due to U.S.
dumping of residual peanuts. The high domestic price acts as a
subsidy, and the subsidy from the domestic market allows exports
at prices approximately seven to ten percent below cost.

In a free market, however, the world price would rise
to $0.224 per pound as foreign and domestic buyers compete in
the same market. This translates into a reduction in the price
of shelled peanuts by at least thirty percent. Domestic
consumers would save a total of $378 million on 2.35 billion
pounds of peanuts.
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3. Increased U.S. Production

If the United States continues to use the two-tiered
price support system for peanuts. It is unlikely that peanut
production will increase above the current 4 billion pound
level. Recently, yields have been declining, in part because of
a reduction in the use of certain yield-enhancing chemicals.
However, the quota program itself is slowly reducing yields. As
land is locked into production, crop rotation becomes less
profitable and crop diseases become more prevalent. Domestic
consumption, regardless of price supports, will continue to
increase at a rate of at least one percent due to population
growth. Exports would remain in the 700 to 750 million pound
range.

In contrast, under a free market, U.S. production would
be expected to increase substantially. Although domestic prices
would fall from $0.336 to $0.224, U.S. growers would be less
reluctant to rotate crops and new more efficient acreage would
be brought into production. Inefficient producers with
production quotas would devote their land to other uses, while
efficient producers with no quota allotment would be more likely
to plant peanuts. In a free market, we project that production
would be about 4.4 to 4.5 billion pounds.

5. Export Earnings

Increased export earnings for U.S. growers may be among
the most significant effects of elimination of the import quota.
The current system discourages production for export, because
the U.S. grower will produce for the high support price.
Residual production is then sold on the world market at a price
that in most years does not cover the farmer's production costs.

Under the free market, the United States would no
longer be able to dump peanuts on the world market at prices
below production costs. Elimination of the U.S. import quota,
and hence the de facto domestic subsidy, would increase the
world price from $0.205 per pound to $0.224 per pound--in 1991,
that would be an increase of nine percent. This increase would
make the export market more attractive to the U.S. grower.

Enough suitable land exists in the United States to
produce 4.4 billion pounds at a cost equal to or less than $0.18
to $0.27 per pound in 1988. The United States would be able to
increase production since per acre yield would increase from
better crop rotation, retirement of low-yielding farms, and
entry of new lands previously ineligible for quota allotments.

With output at 4.4 billion pounds, U.S. export tonnage
should increase to 385,000 metric tons. The export value would
rise from $280 million to $348 million, or twenty-eight percent
of the world export market. Even if production failed to
respond and export tonnage dropped, the higher world price
resulting from an absence of U.S. dumping would improve U.S.
export values by $7 million.

Elimination of the U.S. peanut import quota and the
U.S. peanut program would have a definite positive impact on the
U.S. economy. The peanut quota is one of the most egregious
examples of agricultural protectionism in the United States.
The two-tiered price system used to protect peanut farmers
results in inefficient production, inflated prices for the
consumer, and minimal export earnings for the United States.
Any price support that current peanut framers might need during
the transition from a closed to open market can be provided
through tariffs. Tariffs would offer a buffer to the farmers at
a minimum expense to U.S. consumers.

I
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THE ECONOMIC CONSEQUENCES OF ENDING
THE U.S. IMPORT QUOTA ON PEANUTS

INTRODUCTION

U.S. domestic peanut prices have been supported for more

than fifty years by various government programs. Most recently,

The Food Security Act of 1985 features a two-tiered loan

mechanism and a national poundage quota limiting the quantity of

peanuts that may be grown for domestic edible use. This support

mechanism for domestic peanut prices is protected by a

quantitative restriction on peanut imports under Section 22 of

the Agricultural Adjustment Act of 1933. The import quota, which

allows less than 0.1 percent of total use to be imported, allows

the price support mechanism to operate.

Since a number of countries produce peanuts for the world

market at prices well below the U.S. price support (currently

$615.87 per ton for domestic edibles), the elimination of the

peanut import quota would open the U.S. market to foreign

supplies., In a free-market scenario, the U.S. domestic market

would be able to import peanuts at prices below the U.S. price

support which would cauwe internal prices to decline. How far

would U.S. prices decline? What would happen to world market

prices? Would U.S. production rise or fall in a free market?

What would happen to the quantity and value of U.S. peanut

exports/imports? If domestic prices decline, what would happen
p

to U.S. consumption? Would foreign peanut producers such as

Argentina and China benefit and by how much?

This study examines the likely economic impact of ending the

U.S. quantitative import restriction which would make ineffective

the price support and national poundage quota mechanisms. The

major findings of the study are:

(I) U.S. peanut production would rise. The current
poundage quotas lock land into production and disturb
natural rotations. Diseases have become difficult to
control in some areas and yields have declined. A free
market would allow additional prime growing land to
produce for the domestic as well as the world market
raising yields and production.
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(2) The U.S. consumer would save more than $375 million.
The current program sets the farm support price at
least 50 percent above the costs of production. In
addition, the U.S. Government's national poundage quota
is set too low which forces the consumer to pay an
additional 7 to 10 percent above the support price.
The elimination of the import quota would reduce
shelled peanut prices by at least 30 percent.

(3) U.S. peanut export earnings could rise by $68 million.
The current system is not export oriented. U.S. peanut
exports are a residual after domestic requirements are
satisfied.. Consequently, the U.S. is not a reliable
supplier to the world market. U.S. exports are highly
unstable fluctuating between 176,000 and 630,000 tons
during the last six years. In a free-market, world
prices would be higher on average (as U.S. dumping
would be eliminated) and the volume of U.S. exports
would stabilize and probably increase as U.S. peanut
production will rise in a non-quota market.

(4) Foreign suppliers would have an opportunity to increase
their export earnings by as much as $75 million. The
current two-tiered loan program in the U.S. subsidizes
the dumping of U.S. peanuts into the world market
during years of normal or above normal yields. The
dumping depresses world prices below U.S. production
costs and the world market equilibrium. The
elimination of the dumping would increase export values
by $75 million.

The sections of the study which follow examine the questions

listed above and present the major findings. The first section

analyzes the inadequacy and price effects of the national

poundage quotas which have been set by the U.S. government since

1983. The second section reviews U.S. production costs for the

1981-1988 period and forecasts costs for 1991 -- the first year

after the current program ends.2 The third section compares U.S.

production costs to U.S. and world prices with forecasts to 1991.

The next section reviews the role of the U.S. as a major supplier

of peanuts to the world market. Peanut production and export

shares for other major producers are also reviewed. The last

section of the report forecasts the economic impact of

eliminating the U.S. peanut import quota on prices, supplies,

demand and exports.

INADEQUACY OF U.S. NATIONAL POUNDAGE QUOTA

The U.S. Government has isolated its domestic peanut market

from the world market by an import quota which allows only 0.1

percent of its domestic use to be imported. In addition, the

0
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Government limits the quantity of peanuts that can be grown for

the U.S. market through an internal quota system. Certain farms,

chosen decades ago, are allocated shares of the national poundage

quota which determines the amount of peanuts that can be sold for

edible use in the United States. Any farmer can grow peanuts,

but only output from quota farms can be used for domestic edible

consumption and, therefore, qualify for the Government's high

price support. The 1989 price support for quota peanuts is set

at $615.87 versus a world price of $332 per farmer stock ton.'

One of the major deficiencies of the current program is that

the U.S. Department of Agriculture, the agency which determines

the annual internal quota, has set the quota at a level below

U.S. demand in six of the last seven years. A low quota forces

buyers to retrieve peanuts from the U.S. Government's loan

inventory at a price nearly 10 percent above the support price.

Consequently, edible peanuts in the U.S. often cost more than the

high price support level.

Table 1 and Charts 1 and 2 present historical data on the

U.S. quota poundage and demand levels for the 1978-1988 crop

years. Since the Agriculture and Food Act of 1981 was passed,

the quantity of peanuts available through the national poundage

quota has fallen short of demand for food and seed in six of the

last seven years. In 1987, the peanuts available at the support

price totaled 2.567 bIllion pounds versus demand of 2.800 billion

-- a 10 percent shortfall. The 1988/89 estimate again indicates

a shortfall of 250 million pounds. The deficiency forces U.S.

consumers to pay an additional 10 percent above the support price

(an extra $62 per ton) for the peanuts purchased from the

Commodity Credit Corporation (CCC).

In order to gain perspective with regard to the impact the

U.S. Government's peanut program has on domestic prices, output

and demand as well as its impact on the world market, the next

two sections review U.S. production costs and the relationships

between U.S. internal peanut prices and world prices.
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U.S. PEANUT PRODUCTION COSTS

This section o.f the report examines U.S. peanut production

costs and compares them with the minimum price support

established through legislation. USDA production cost data for

1981-1987 is presented in Table 2 along with estimates for 1988.

According to USDA figures, total U.S. production costs

(including economic returns to land, capital and labor) have

fluctuated betweAn 17.0 and 20.7 cents ($340-S430 per short ton)

during the 1980's. In those years in which yields exceeded 2,600

pounds per acre (1981, 1982, 1984, 1985), U.S. production costs

were below $400 per ton ($342-$388). In years when yields fell

below 2,500 pounds, USDA information indicates that production

costs exceeded 20 cents per pound and ranged from $410 to $430

per short ton.

There are strong arguments which support the thesis that the

USDA figures overstate actual production costs, especially if the

production and import quotas were eliminated. First, land prices

are inflated by the quotas. U.S. farm income per acre in peanuts

exceeds income from all other competitive crops by a wide

margin.4  The high returns in peanuts brought about by the quota

program inflate land costs and, therefore, production costs.

In addition to the inflated land values, the domestic

production quota inflates production costs in another way. Quota

allocations are based on acreage allotment patterns established

in the 1950's with only minor modifications since. Approximately

25 percent of the quota acreage yields 1,700 pounds or less per

acre with an average cost of 23 cents per pound. Quotas exclude

more than one million acres capable of producing 2,500-3,000

pounds per acre with costs of 17-19 cents per pound.

The production quota system combined with the high price

support has locked in nutrient-depleted soils and farms short of

water capable of yielding only 1,200-1,500 pounds per acre.'

Other acreage, often in the same state and region, which could

yield up to 3,000 pounds has been excluded. Consequently, USDA

I
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cost estimates are biased upward by 1 to 2 cents per pound. Free

market U.S. production costs in 1988 would be closer to 18-19

cents per pound rather than 20.5 cents. However, even the higher

USDA cost estimates are significantly below U.s. price support

levels which are compared in the next section.

U.S. PRODUCTION COSTS -- U.S. AND WORLD PEANUT PRICES

Table 3 and Chart 3 present historical information plus

1989-1991 forecasts for U.S. production costs, farm prices, the

quota support price, the farmer stock value of world prices and

the Rotterdam price of U.S. peanuts. The production cost figures

have been taken from Table 2.

U.S. Prices 50-60 Percent Above Production Costs

Chart 3 compares the U.S. support price with USDA estimates

of production costs and the world price expressed in terms of

farmer stock. The U.S. support price for quota peanuts far

exceeds production costs in every year. In 1988, the support

price is 50 percent above production costs using the USDA format.

The actual price paid by consumers is 60 percent above costs

because of the extra 10 percent paid to redeem peanuts from the

loan as a result of the quota shortage.

It is clear that U.S. domestic prices will fall if the

peanut import quota were eliminated. One could expect U.S.

prices for edible peanuts to at least decline to the fully loaded

USDA cost estimate. This study's 1991 forecast of U.S.

production costs has been set at 22.4 cents -- approximately 4

percent above the 1987 USDA estimate arid 9 percent above the 1988

figure. The forecast assumes 3 percent annual growth in costs.

Costs have experienced a slight upward trend during the 1980's as

various growth enhancers have been eliminated. Quality and

health concerns have forced farmers to forego the use of various

chemicals which have reduced yields and increased costs. The

upward trend in costs is expected to continue during the next

three years.
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U.S. Production Costs and World Prices

In order to compare the relationship between U.S. production

costs and world prices, Rotterdam CIF prices have been adjusted

back to farm prices in the U.S. (the next to last column in Table

3). Adjustments for transportation, shelling costs, the value of

the oil stock and the difference between metric and short tons

have been made. The information in Chart 3 indicates that the

farmer stock value of world prices is much closer to U.S.

production costs than is the support price. A key point to note

is that world prices drop below U.S. production costs in those

years in which the U.S. experiences favorable yields--

especially 1984/85 and 1988/89. Even though U.S. production

costs fell in both years, world prices fell even further.

One factor depressing world prices in 1984/85 was the large

increase in the supply of U.S. peanuts. High U.S. crop yields in

1984/85 increased U.S. production from 3.3 to 4.4 billion pounds.

U.S. exports increased from 744 to 860 million pounds in 1984/5

and to 1.043 billion in 1985/86. A significant quantity of

peanuts was exported in 1984/85 at prices below U.S. production

costs. The high support price for edibles ($550 per ton of

farmer stock) subsidized the sale of peanuts into the world

market ($280 per ton).

The same will be true in 1988/89. Although data is not

complete for the current year, world prices have averaged $332

per farmer stock ton versus estimated production costs of $410.

Again, U.S. production has increased -- from 3.6 to 4.0 billion

pounds -- and the USDA forecasts that U.S. exports will increase.

Because of the high subsidy for domestic edibles, farmers can

afford to sell part of their crop into the world market at price

levels below costs.

However, if the quota system is maintained, the 1991 world

price would approximate 20.5 cents instead of 22.4 cents due to

U.S. dumping.6 A subsidy from the domestic market would allow

exports at prices approximately 7 to 10 percent below cost. In a

free market, foreign buyers would compete on an even playing
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field with U.S. buyers for U.S. production. There would no

longer be a high domestic price to subsidi7a foreign sales.

World prices for U.S. peanuts would reflect U.S. production costs

(estimated at 22.4 cents per pound). In a free market, the

world price would have to rise to 22.4 cents as foreign and

domestic buyers compete in the same market.

In order to forecast the impact of a free market in 1991, a

brief review of world production and export shares by major

producer follows.

WORLD PRODUCTION AND EXPORTS BY MAJOR PRODUCER

World Production Shares, 1980-1988, 1989-1991

Table 4 and Chart 4 present 1980-1988 historical data for

peanut production by major producer.' Historically, India has

been the largest peanut producer in the world. However, China

has been expanding production and ranked first in 1985/86 and

1987/88. Production shares for the two largest producers are

generally close to 30 percent each.

The U.S. is the third largest producer with 1.6-2.0 million

tonnes. The U.S. share of world production has been relatively

stable at 8 to 10 percent during recent years.

Although Argentina is not a major producer of peanuts, it is

one of the world's largest exporters. Argentine peanut

production totals approximately 500,000 tonnes in a normal year-

- approximately 2 percent of the world total. A drought in 1988

reduced Argentine output to only 270,000 tonnes -- 1 percent of

the world total.

Other major producers include Brazil, Senegal, South Africa

and the Sudan. None of these countries, however, are significant

exporters.

World peanut production is expected to grow at a rate of 1

to 2 percent per year with each of the major producers

maintaining their approximate shares in 1991 (i.e., India (30%),

China (31%), Argentina (2%) and the U.S. (8%)].

J
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World Export Shares, 1980-1988, 1989-1991

Table 5 and Chart 5 present historical export tonnage for

the major exporters plus 1989-1991 forecasts. Historically,

China has been the largest exporter with 20 to 30 percent of the

world market. However, U.S. exports exceeded China's between

1981/82 and 1985/86. At present, U.S. exports account for 24-26

percent of the world total. Argentina is the third largest

exporter with 12 to 14 percent in normal years.

Generally, the three major exporters account for 60 to 70

percent of world exports. Chinese and Argentine exports have

grown faster than total exports during the 1980's. In the next

few years, exports from these two producers will keep pace with

or exceed the growth in world exports (2 percent).

The 1991 forecast for U.S. exports will be determined by

U.S. supplies and whether or not the U.S. is in the free market

or still under a quota program. Under the quota program, U.S.

exports will total approximately 340,000 tonnes given normal

yields and account for 25 percent of the world export market. In

a free market, U.S. exports are likely to reach 385,000 tonnes,

as will be explained later. In the free market scenario, U.S.

exports could account for 28 percent of the world export market.

U.S. peanut production and exports will be an important

determinant of the world price.

WORLD PRICES FOR U.S., ARGENTINE AND CHINESE PEANUTS

Table 6 and Charts 6 and 7 compare U.S., Argentine and

Chinese prices during the 1986-1988 period. Two sets of numbers

are presented for each country. The first is the Rotterdam CIF

price for shelled peanuts. The second series is the farmer stock

ton price for inshell peanuts.

The data clearly indicates that U.S. peanuts are of a higher

quality than the other two and command a premium of 11 to 12

cents in the Rotterdam market which translates into a 7 to 8 cent

premium at the farm gate. The U.S. premium widens during periods

of high prices (up to 21 cents in Rotterdam) and narrows when

prices are low (2 cents).
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The relationship between Argentine and Chinose prices

fluctuates. In 1986, Argentine prices were at a premium to the

Chinese. In 1988, the reverse was true with Chinese peanuts at a

premium to Argentine peanuts. In general, however, the Argentine

and Chinese price series follow each other closely.

In 1987, world prices fell to the $500-$600 range in Europe

which lowered the inshell price to $175 in the U.S. and $120-

$150 in the other two countries. It is extremely doubtful if

prices would have fallen this low if U.S. farmers had not been

subsidized by a very high domestic price. A farmer stock price

of $175 in the U.S. is 8 cents per pound -- more than 5 cents

below the variable costs of production (see Table 2). In fact,

U.S. export sales from April, 1987 to September, 1987 were at

prices well below variable costs.

The ability and willingness of U.S. producers to sell below

production costs in the world market puts an extra burden on

foreign suppliers. Foreign peanuts must remain at a discount to

the U.S. product because of quality differences. But those

differences must narrow as they did in 1987 when foreign

suppliers undoubtedly are forced to sell at a loss (5-6 cents per

pound at the farm gate). Again, if the U.S. wore in a free

market, subsidized export sales would not occur and all suppliers

would benefit.

U.S. SUPPLY/DEMAND BALANCES IN 1991, QUOTA VERSUS FREE MARKET

Table 7 presents historical U.S. supply/demand balance data

for 1981-1988 with forecasts through 1991. Three forecasts are

presented in 1991 -- one if the U.S. retains its current quota

system (1991q) and two other forecasts if the U.S. eliminates its

import quota and enters the free market (1991MY and 1991HY). The

two free market forecasts are based on two production projections

of either a moderate yield forecast (MY) or a high yield forecast

(HY) following trade liberalization.

f
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1991 Quota Forecasts

(a) U.S. Production

If the U.S. extends its current peanut program beyond 1990,

peanut production in the U.S. will remain near 4.0 billion

pounds. The forecast assumes 4.1 billion (see 1991q in Table 7).

Peanut yields have failed to grow during the 1980's. In fact,

yields have declined as growth enhancers have been eliminated. 8

Moreover, the quota program is slowly reducing yields as land is

locked into production, rotation is less than desireable and

diseases become more prevalent.

(b) U.S. Consumption

U.S. consumption of peanuts under the quota system will

continue to grow at the rate of 1 percent -- equal to population.

The forecast for 1991 is 2.35 billion pounds -- above the 1987/88

level of 2.257 billion but below the 1988/89 estimate of 2.50

billion pounds. The extra peanuts consumed in 1988/89 are due to

large purchases of peanut butter by the U.S. Government for the

school lunch program. The purchases will diminish or be

eliminated in future years if the nation's cheese and dairy

stocks return to normal levels. Consequently, the 1987

consumption figure was chosen as a base for the forecasts.

(c) U.S. Exports

U.S. exports will remain in the 700-750 million pound range

during periods of normal yields. A forecast of 750 million

pounds is used for the quota case in 1991. A 750 million figure

balances U.S. stocks which are stable near 870 million pounds.

Free Market Forecasts, 1991 (Table 7)

(a) U.S. Production

U.S. production in a free market is expected to increase.

Although domestic prices will drop from the projected 33.6 to

22.4 cents (the U.S. production cost level, see Table 3), crop

rotations will be freed, new acreage will be brought into

production and diseases will be easier to control. Inefficient

producers with production quotas will transfer land into other
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uses while efficient producers with no quota allotments will

enter the peanut industry.

An earlier study by the author examined peanut production

costs for 1982-1983 in seven major peanut growing states in the

U.S. The study concluded that free market U.S. production would

reach 4.8-4.9 billion pounds given 1981-1983 yields and costs of

15 cents per pound or less.9 Given the elimination of various

chemical yield enhancers since that time, production will be

closer to 4.4-4.5 billion in a free market. For the purposes of

this study, free-market output is estimated at 4.2 and 4.4

billion pounds, the moderate yield (MY) and high yield (HY)

forecasts. The output from new growers entering the production

stream combined with improved yields of current growers will

produce marginally more than the high-cost producers that leave.

(b) U.S. Consumption

High domestic peanut prices suppress U.S. peanut consumption

well below the equilibrium level of a free market. An edible

demand model for U.S. peanuts indicates that peanut use for food

would jump by 220 million pounds if the domestic price in the

U.S. fell from 33.6 to 22.4 cents in 1991 (a price elasticity of

demand of -.3 when related to farm gate prices). Given the quota

market food use forecast of 2.35 billion pounds, the 220 million

pound increase would raise free-market food use of peanuts to

2.57 billion pounds (inshell).

In a free market in which U.S. consumers pay the equivalent

of a farm gate price of 22.4 cents, consumer savings would total

$378 million dollars on 2.35 billion pounds of purchases.' 0  In

fact, the extra 220 million pounds would cost less than the

savings achieved and leave the consumer with additional

purchasing power for other goods.

(c) U.S. Exports

Given the production and consumption estimates for 1991, it

is possible to forecast U.S. exports by balancing stocks. In

recent years, stocks have averaged approximately 850 million

pounds (except in years following bumper crops). If one assumes
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that an equilibrium stock ratio is 20-22 percent (an average

value for 1981-1988), equilibrium stocks in 1991 will approximate

850-900 million pounds. The supply/demand equilibrium is

satisfied in 1991 when exports total 850 million pounds given

production of 4.4 billion (the high-yield case) or 700 million

when output totals 4.2 billion pounds (the moderate yield

scenario).

What do these export figures mean for U.S. and foreign

export earnings in 1991? The next section uses the forecasts to

answer this question.

FREE-MARKET IMPACT ON U.S. AND FOREIGN EXPORT EARNINGS

Table 8 illustrates the free-market benefits to U.S. and

foreign suppliers in terms of additional export earnings. In the

free market case, the U.S. no longer dumps peanuts into the world

market at prices below the cost of production. As discussed on

page 12, the consequence is an increase in world prices at the

farm gate level from 20.5 cents per pound in 1991 to 22.4 cents-

- up 9 percent. These prices translate into U.S. export prices

(FOB) of $825 and $905 per metric ton and Argentine and Chinese

prices (FOB) of $585 and $665 per ton. As a result, foreign

exchange earnings improve for -all exporters." It should be

noted that the 11 cent discount between U.S. and foreign

suppliers in the world market improves the percentage gain in the

export price ot foreign suppliers. A nine percent increase in
increase of 12 percent (weighted for U.S. as well as Argentina

and China) reduces world export demand by 3.6 percent. World

exports in 1991 are assumed to be 1.380 million tonnes if the

U.S. retains the quota system, but 1.330 million if the U.S.

enters a free market and world prices rise by 12 percent -- a

reduction of 50,000 tonnes.

Argentine Export Values, 1991

As Table 9 indicates, Argentine export values rise by $3

million if the U.S. achieves the HY (high yield) production level

of 4.4 billion pounds. If the U.S. is only able to produce 4.2
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billion pounds in a free market (MY = moderate yield), Argentine

exports increase by $12 million. However, Argentina's export

gain will be dependent on the farmers' response to higher world

prices. If Argentine farmers are more aggressive than assumed in

this study (i.e., Argentine's export share remains constant),

Argentine export values could increase by more than $12 million.

Chinese Export Values, 1991

The benefits to the Chinese of U.S. quota elimination varies

from $7 to $25 million depending on the U.S. production response

and if one assumes a constant Chinese export share. If China is

more aggressive and her export share increases, export values

could increase by more than $25 million. It is possible that

China and Argentina could capture most of the $75 million

increase in world export values since the two countries have been

the most aggressive exporters in the last decade as they are the

only countries to show significant growth during the 1980's.

U.S. Export Values, 1991

To the extent that U.S. production responds, U.S. export

values will increase by up to $68 million. Enough land exists

to produce the 4.4 billion pounds at costs equal to or less than

18-20 cents in 1988. It is likely that the U.S. would increase

production in a free market in that yields would increase from

better rotation, elimination of low-yielding farms, and the entry

of new land which is ineligible for a quota allotment.

With U.S. output at 4.4 billion pounds, U.S. export tonnage

would increase to 385,000 (metric) and the export value would

rise from $280 to $348 million. Even if production failed to

respond and export tonnage dropped, the higher price resulting

from no U.S. dumping would improve the U.S. export value by $7

million.

SUMMARY

The U.S. peanut program is expensive for the U.S. consumer,

and reduces U.S. foreign exchange earnings plus the export

revenues of foreign suppliers. The high price support for



188

domestic edibles costs the U.S. consumer more than $375 million

per annum. And the two-tiered price support program depresses

world peanut prices as the U.S. uses the world market as a

dumping ground for residual peanuts. U.S. export earnings are

reduced by up to $68 million and the export earnings received by

Argentina, China and other peanut exporters are reduced by $75

million.

Elimination of the U.S. import quota would push the U.S.

into the world market as U.S. consumers could purchase either

domestic or foreign grown peanuts. If the U.S. eliminated the

national poundage quota and the price support system, U.S.

production would increase from 4.0-4.1 to 4.2-4.4 billion pounds

as costs of production are low enough for the U.S. to compete in

the world market and to preclude the importation of peanuts

except during extreme weather years.

Other benefits of U.S. entry into the free market include

higher U.S. food consumption of peanuts at a lower cost. U.S.

peanut prices at the farm level would drop by 50 percent or more

which will increase U.S. food use of edible peanuts by 220

million pounds. U.S. exports could rise by $68 million and

Argentina and China would also experience increased export

earnings of $12 and $25 million, respectively.

FOOTNOTES

I U.S. statistics are in short tons unless otherwise noted.

World production and export statistics are in metric tons.
2 The cost forecasts assume no major economic changes in

the peanut industry.
3 A farmer stock ton refers to a short ton (2,000 pounds)

of peanuts which have not been shelled; cleaned or crushed.
4 See USDA, ERS, "Economic Indicators of the Farm Sector,"

ECIFS 7-3. Residual returns to management and risk in peanuts
averaged $149 per acre in 1985-1987 versus -$3 in soybeans, -$50
in corn, -$37 in wheat. The residual returns are in addition to
a net land return of $84 for peanuts versus $46 for soybeans, $42
for corn and $27 for wheat.

s The acreage information has been obtained from

discussions with government and industry personnel in Georgia,
Florida, North Carolina, Virginia and Texas.

6 The forecasts are consistent with the experience during

the 1980's. Except for the drought years of 1983/84 and 1987/88,

world prices for U.S. peanuts averaged 7 to 10 
percent less than

U.S. production costs.
? All tonnage figures in this section of the report are

metric. (
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e Various industry experts indicate that the elimination of
the growth enhancing chemicals have reduced yields by 200 to 300
pounds per acre since 1984. The acreage using the growth
enhancers was all irrigated land.

9 Bateman, MerrIll J. and Oveson, Richard M., "U.S. Peanut
Production Costs by Country," 1985.

10 This figure assumes a wholesale market price for shelled

peanuts of $770 per short ton. This figure is obtained by adding
shelling costs, subtracting the oil stock value and adjusting for
the ratio of edible kernels per ton of unshelled peanuts.

I The FOB prices are $77 less than the Rotterdam CIF
prices. Transport costs are assumed to be $77 per metric ton
between the origins and Europe. The edible kernel outturn in the
U.S.- and China is assumed to be 68.8 percent while the ratio is
60 percent in Argentina. The value of oil stock in the U.S. and
China is assumed. to be $25 per farmer stock ton (short) and $54
in Argentina. Shelling costs are assumed to be $140 per short
ton of farmer stock.

TABLE 1
U.S. SUOPLY/DEIAHD BALANCE

FOR EDIBLE PEANUTS
(Killton Lbs.. Xnshell)

1978 - 1988

Year

1978
1979

1980
1981
1982
1983
1984

1985
1986
1987
1988

Quota Poundage*
Potential Available

3360 3024
3376 .156

3142
3186
2640
2564
2493

2420
2876
2982
3085

2034
2679
2426
2329
2323

2266
2459
2567
2703

----- Domestic Demand.----
Food 0 Seed Total

1996 284
2028 271

1597
1649
2015
2023
2083

2205
2260
2256
2500

505
795
463
564
199

626
295
542
453

Supply
/Oemand
Balance

2280 744
2299 657

2102
2644
2478
2587
2282

303L
2555
2600
2953

-68
235
-52

-258
41

-763
-96

-233
-250

Potential quota poundage includes the national quota plus undermarketings.
Quota poundage available in the quantity delivered to the shelters less
the amount placed under loan.

Source: USDA. EDS. '01 Crops:
Issues.

TABLE 2
U.S. PEANT PRODUCTIONS COSTS

1961 - 1987

Costs per Planted Acre ($)

Variable (1)
MachInery (2)
General Overhead (3)

Total Economic Costs

Cost per Pound
.,VarLable

Other

Total Economtli Costs (V/0 Land)
W/ Land

Yield per Planted Acre

1961 1982 1903 1984 1965

322 308
53 57
31 27

308
60
28

327
60
29

312
53
24

1986 1987 1586.

305
S5
36

322
55
3S

330
55
3S

406 392 396 416 390 398 413 420

.122 .117 .131 .115 .1±3 .130 .141 .134

.032 .032 .036 .032 .028 .039 .040 .037

.IS4 .149 .169 .147 .141 .169 .161 .171
.194 .165 .205 .179 .171 .207 .21S .20S

2630 2626 23S0 2628 2772 2354 228L 2460

Source, USDA. EPA. 'Economic Indicators of the Farm Sector - Costs at Production. various Issues.

Outlook and Situation RepOrt." various
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TABLE 3
PAST AND PROJECTED

U.S. PEANUT PRODUCTION COSTS AND PRICES
GIVEN THE U.S. PEANUT PROGRAM

(Cents per Pound, Inshell)
1981-1991

USDA
U.S. Prod'n Costs Farm Support World Price

w/o Land w/ Land Price Price U.S. Rott.
Cents/Lb. S/MT*

1981/82
1982/83
1983/84
1984/85
1985/86
1986/87
1987/88
1988/89e

1989/90
1990/91
1991/92

* Shelled

19.4
18.4
20.5
17.9
17.1
20.7
21.5
20.5

15.4
14.9
16.9
14.7
14. 1
16.9
18.1
17.0

17.5
18.0
18.6

26.9
25.1
24.7
27.9
24.4
29.2
27.7
27.0

22.8
27.5
27.5
27.5
28.0
30.4
30.4
30.8

20.1
19.6
22.3
14.0
18.3
17.5
22.1
16.6

900.0
885.0
980.0
713.0
857.0
836.0
990.0
813.0

Forecasts (@ 3%)**

21.1
21.7
22.4

27.8
28.6
29.5

31.7
32.7
33.6

19.4
19.9
20.5

** Assuming continuation of the current U.S. peanut program.

Source: Costs of Production: USDA, ERS, "Economic Indicators of the
Farm Sector - Costs of Production," various issues.

Farm and Quota Support Prices: USDA, ERS, "Oil Crops -
Situation, and Outlook Report," January, 1989.

World Price: USDA, FAS, "World Oilseed Situation and
Market Highlights," various issues. U.S. price (fob) for
a pound of peanuts (inshell) derived from world price.
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TABLE 4
WORLD PEANUT PRODUCTION

(Million Metric Tons, Inshell)
1985/6 - 1988/9

------- FORECASTS -----

,.ntry 1950/1 1981/2 1982/3 1983/4 1984/5 1985/6 1986/7 1987/8 1988/9 1989/90 1990/1 1991/2

".S. 1.04 1.81 1.56 1.50 2.00 1.07 1.68 1.64 1.81 1.81 1.86 1.66

otal Foreign 15.16 18.09 16.06 17.11 18.05 18.67 18.75 18.08 19.75

Argentina .24 .27 .25 .33 .27 .44 .52 .45 .27 .45 .48 .50

Brazil .31 .31 .25 .22 .34 .22 .19 .17 .14
China 3.60 3.83 3.92 3.95 4.82 6.66 5.66 6.17 5.80 6.20 6.50 6.80

India 5.01 7.22 5.28 7.09 6.44 5.12 6.06 4.60 7.30
Senegal .52 .88 1.11 .57 .56 .59 .84 .93 .69
South Africa .31 .12 .09 .07 .20 .11 .12 .21 .22
Sudan .71 .84 .S0 .41 .39 .28 .45 .40 .40

Others 4.46 4.62 4.66 4.47 5.03 5.25 4.69 4.95 4.93

world 16.20 19.90 17.62 18.61 A0.05 20.54 20.43 19.72 21.56 21.75 22.00 22.25

Production Shares -- %

6 9 9 8 10 9 8 8 8

1 1 1 2 1 2 3 2 1
2 2 1 1 2 1 1 1 1

22 19 22 21 24 32 29 31 27
31 36 30 38 32 25 30 24 34

3 4 6 3 3 3 4 S 3
2 1 1 0 1 1 1 L 1
4 4 3 2 2 1 2 2 2
28 23 26 24 25 26 23 25 23

100 100 100 100 100 100 100 100 100

8 8 8

2 2 2

29 30 31

100 100 100

'murce: USDA, FAS. "World Oilseed Situation and Market Highlights.' FOP 10-88.
October. 1988 plus telephone conversation with USDA. FAS. April 28. 1909.

Forecasts: Cossiodity Information. Inc.

U.S.

otal Foreign
Argentina
Brazil
China
India
Senegal
South Africa
Sudan
Others

orld
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TAILS S

.MO-FLAW EXPORTS
Cinshel. 000 etrLc Tong)

1980/1 - 1991/92

1980/1 1981/2 1982/3 198314 1984/151985/6 1986/7 1987/8 1988/9 1989/90 1990/1 1991/2

226 261 309 337 390 473 301 280 318 340 340 318No Qota-Ky 386

914 746 779 617 706 893 944 1030 962

74 64 111 121 117 186 170 160 100 170 180 190
37 19 13 12 20 12 8 1s

305 157 232 160 212 333 398 359 330 370 385 405
71 46 35 60 40 15 40 10 so
13 10 6 2 13 20 20 42 38
3 6 0 0 0 0 25 31 30
52 39 5 6 47 21 1 37 so

133 131 70 51 15 11 10 75 75
226 274 307 205 242 295 272 308 274

1142 1007 1088 954 1096 1366 1245 1310 1300 1325 1350 1380

IExport Shares
U.S. 20 26 28 35 36 33

Total Foreign
Argentina 6 6 10 13 11 14
Brasil 3 2 1 1 2 1
China 27 16 2L 17 19 24
India 6 $ 3 6 1 1
Malavi 1 1 1 0 1 1
Senegal 0 1 0 0 0 0
South Africa 5 4 0 1 4 2
Sudan 12 13 6 S 1 1
Others 20 27 28 21 22 22

World 100 100 100 100 100

Source: USDA. FMS. Circular Series. FOP 10-88. October, 1988 plus
information gathered by telephone from USDA. FMS.

24 21 24 26 2S 23
28

14
1

32
3
2
2
0
1

22

100

12
1

27
1
3
2
3
6

24

100

6
1

27
4
3
2
4
6

21

100

13 13 14

28 29 29

100 loo 100

jntry

U.S.

rotal Foreign
Argentina
Brazal
China
India
Malavi
Senegal
South Africa
Sudan
Others

World
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TABLE 6
WORLD PEANUT PRICES

ROTTERDAM CIF AND ORIGIN FOB

Rotterdam. CIF
(Shelled)

----------$/MT -----------

Origin FARM
(Inshell)

-- -- - /ST ---- - - -
U.S. Argentina China U.S. Argentina China

1986: 1
2
3
4
5
6
7
8
9

10
11
12

1987: 1
2
3
4
5
6
7
8
9

10
11
12

1988: 1
2
3
4
5
6
7
8
9

708
715
715
706
867
956

1080
1346
1215
1585
1323
975
842
796
730
678
686
658
625
542
586
781
918

1048
1019
1081
1040

985
1105
1148
1085

878
789

660
635
615
616
735
710
860

1111
1108
1308

991
850
772
598
533
574
531
523
495
460
460
494
618
685
630
624
605
605
656
720
722
648
650

585
583
580
575
644
653
733
919
863

1066
730
650
637
581
495
510
525
525
525
505
523
545
606
636
626
648
679
710
815
859
827
756
672

279
283
283
278
378
434
511
677
595
826
663
445
362
334
293
260
265
248
227
175
203
324
410
491
473
512
486
452
527
553
514
385
329

231
218
207
207
272
259
340
477
475
584
412
335
292
198
162
185
161
157
142
122
122
141
208
245
215
212
201
201
229
264
2S5
225
226

202
201
199
196
239
245
294
411
376
502
293
243
235
200
146
155
165
165
165
152
163
177
215
234
228
241
261
280
346
373
353
309
256

Source: USDA. FAS. "World Oilseed Situation and Market High-
lights." October. 1988. p. 51 for Rotterdam. cif prices.
Origin farm stock prices derived from Rotterdam prices
by the following formula:

OFSP - ((RCIF - TRC)/1.1023)*EKR) * OSP - SHC

where:
OFSP
RCIFTRC
EKR
OSP
SHC

Origin farm stock price
Rotterdam cif price
Transport cost ($140/MT)
Ratio of edible kernels per farm stock ton
Value of oil stock per ton of farm stock peanuts
Cost of shelling per ton

I

I

I

I
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TABLE 7
U.S. PEANUT SUPPLY/DE:AnD

(Millions of Lbs.)
1901 - 1991

---------------. Supply-------------
Beg Stks Prod'n Imports Total

413 3982 2
757 3440 2
664 3296 2
611 4406 2

1424 4123 2

845 3701 2
1003 3619 2
833 3961 2
643 4000 2
643 4100 2

------------- Disappearance*-------------
Crush* Exports Food* Seed Total -

4397 420
4199 176
4162 220
5019 453
5549 630

4548 327
4624 374
4616 320
4645 450
4945 500

576 1649 795
681 2015 463
744 2023 564
860 2063 199

1043 2205 826

663
618
700
750
750

2260 295
2257 542
2500 453
2302 500
2325 500

3640
333S
3551
3595
4704

3545
3791
3973
4002
4075

Quote Forecast

1991q 869 4100. 2 4971 So0 750 2350 S00 4100

Free Market Forecasts

1991KY* 869 4400 2 5271 480 650 2570 50 4400
1991MY 669 4200 2 5071 450 700 2570 500 4220

' 19911Y reters to the tree market forecast in which higher yield a are obtained
due to new land and better crop rotation. 199LMY refers to the tree market
forecast in which moderate yield iJprovemntG are obtained due to new land end
better crop rotation.

Source: USDA. ES, 011 Crope. Situation and Outlook Report.' January. 1989 except
that Food and Crush have been adjusted for a 66.8% outturn ratio of edible peanuts
per farmer stock ton rather than the 75 percent estimate used by the USDA.

Year
Beg Aug 1

1961
1982
1983
1984
1985

1966
1987
1988
1989
1990
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TABLE 8
U.S., ARGENTINE AND CHINESE

EXPORT EARNINGS FROM PEANUTS
1991

Type of
Market

Argentine Exports
U.S. Quota
U.S. HY
U.S. MY

Gain: HY
Gain: MY

Chinese Exports
U.S. Quota
U.S. HY
U.S. MY

Gain: HY
Gain: MY

U.S. Exports
U.S. Quota
U.S. HY
U.S. MY

Gain: KY
Gain: MY

Quantity
(000 TMT)

190
172
185

405
367
394

340
385
318

Price* Value($/MT) ($Millions)

585
665
665

585
665
665

825
905
905

111
114
123

3
12

237
244
262

7
25

281
349
288

68
7

* U.S. prices .are based on 22.4 cents per pound at
gate in a free-market and 20.5 cents per pound under
system.

the farm
a quota

the U.S. export price results in a 13-14 percent increase in

export prices for Argentina and China.

A price elasticity of demand for world exports of -. 3 has

been used to determine the impact of higher prices on world

consumption and, therefore, exports. 1 2 The overall price

12 The -.3 price elasticity is consistent with estimates of
the U.S. price elasticity of demand and somewhat higher (in
absolute terms) than the -.15 and -.20 estimates obtained by the
author in other sutdies. The -. 30 estimate provides a somewhat
more conservative estimate of the gains to be made from the U.S.
entering the free market.
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CHART 1

U.S. Supply/Demand Balance
For Edible Peanuts

1978- 1988

(Million LbLs)
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CHART 3

Peanut Prices
(Inshell)

1981/82 - 1991/92

(Cents/Lb.)

Forecasts

% I

I I I I I I

85/6 90/1 91/2

- US Prod Costs - Support Price
..... World Price

* Forecasts assume extension of current U.S. peanut program

Commodity Information. Inc.
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CHART 4

World Peanut Production
Production Shares
1980/81 - 1991/92

P3% cvat (Asuming peanut quota ellmlauab)
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CHART 5
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CHART 6

World Peanut Prices
(Shelled)

Rotterdam, CIF
$/MT

Co-U.S.ily Iftina -----China

WorndenulPrce
Origin, Lob.

960
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Dataquost 1989 PRESIDENTS' SUMMIT CONFERENCE

TECHNOLOGY, TRADE, AND POLITICS
August 18, 1989

San Diego, California

Commercialization of Technology in Japan --The Challenge for CEOs

Peter D Miller
Representative Director, Access Japan K K

I Introduction
American innovators have become R&D workshops for Japanese competitors who
have purchased for $10 billion virtually all the technology in the world worth
having. As a key part of the investment required to control global markets,
it's a bargain. It is a lot less than the R&D investment required to develop
the technology in the first place. The videotape recorder was invented in
America in 1556, licensed In Japan in 1972, and first ccawercialized in 1975.
With it goes most of the electronics food chain, from chips to entertainment
software. Try to acquire a license for leading-edge VCR production from a
Japanese company -- you can't buy it at any price. This is a sensible business
decision, given the size of the global electronics market:

World Electronics Market ($ billions)

1988 1992

Europe $139 $182
Japan $246 $360
United States $258 $332
Other $127 $200

Total $770 $1074

Source: Dataquest

Controlling markets of this size is more profitable in the long run than
selling off assets.

For those unaccustomed to Japanese commercial and intellectual property prac-
tices, betting on ccmmercialiation of R&D in Japan is undeniably expensive
and risky -- but the alternatives are costlier and riskier. In fact American
corporate managers have been betting their companies -- and losing -- without
realizing it. Leadership at the top is needed to turn the situation around.

I will first try to explain why this has happened, then offer a few
suggestions as to how companies can improve the prospects for freely
ccmircializing their own technologies in Japan. Finally I will describe the
implications of these changes in international technology management for CM
leadership.
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2 Is Japanese Competition Unfair?
Is Japanese competition unfair? Of course it is. Since capitalism began, no
nation has ever become a world-class player without re-writing the rules of
international competition in its own favor. In propelling itself to the front
ranks of global trade, Japan has literally rewritten the book on economic
growth in ways that have restructured the terms of competition forever.

Japan is not a nation of entrepreneurs. Things like stability, predictibility,
keeping one's place are what matter. Accordingly the government's job is to
create a risk-free environment for the expansion of industry. This is done by
allocating capital to developmental targets rather than by the vagaries of
interest rates. Japan has the highest savings rate and the lowest interest
rates in the world, and a nderfully efficient mechanism for channeling the
savings of millions into industry. The zaibatsu launch new products with the
security of a guaranteed market share from within-group sales. Japanese
employees, small businesses, shareholders, and consumers subsidize inter-
nation.al ccmpetitiveness through workaholic behavior, low margins, nonexistent
dividends, and high prices respectively. Japanese consumers, for example,
must work five times as long as Americans to buy half a kilogram of fish or
rice, nine times as long to buy half a kilogram of beef, and three times as
long for four liters of gasoline. Manufactured goods also cost more in Japan,
as anyone who has compared camera prices in New York and Tokyo knows. (When
some entrepreneurs started re-importing audio equipment and undercutting
domestic Japanese prices, their import licenses were instantly cancelled.)

Japanese companies can invest in new plant and equipment without worrying
about whether the goods can be sold. Invariably they can command exorbitant
prices at home because foreign competition is negligible. And if managers
over-estimati denand and build excessive capacity? No problem, the surplus
can be dumvd on world markets. This builds market share and eventually turns
overseas markets into extensions of the domestic Japanese market. Japanese
catipanies routinely invest whatever it takes to purchase market share, in many
cases establishing a line item in the budget for this purpose. Like any other
investment, it funds an asset that generates future profits, in the form of
exclusive or shared ownership of a market. When the crunch comes, a
govenment-organized cartel will allocate shares in ac-cordance with relative
positions at that time. Official policies thus in effect require Japaneso
firms to build market share for the long haul.

Cost control in Japan's export sector has been enforced since 1986 by endaka
(Yen appreciation). In other words, a US policy intended to make Japanese
manufacturers less competitive made them moreso. They rationalized
operations, cut costs, automated, simplified assembly, etc. until exports
could be internationally competitive even at V120 to the Dollar.

Japan's trade practices clearly violate the traditional rules and neoclassical
economic assumptions of the international free trading system. Stuck with
economic and legal dogmas that once sustained American supremacy but no longer
do so, the United States is struggling to find new principles of action. No
nation, not even the United States, can be expected to adhere to principles
that do not serve its best interests. The unfair practices that have made
Japan an economic superpower will not lightly be abandoned.
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3 R&D in America
How well equipped are kerican companies are to respond to the way Japan has
rewritten the rules? Standard business-school thinking holds that profit
centers maximize overall corporate performance, reducing the CEO's job to
portfolio management. Water-tight compartments are set up and a systematic
disincentive to cooperation among them is built in. Japanese subsidiaries are
particularly vulnerable to profit-center philosophy because if they fail to
plough profits back into gaining market share, they will be unable to stay in
the market.

The federal government spends $61 billion a year on R&D, two-thirds of it
military. The one-third allocated to civilian R&D goes to projects like the
space station, atom smashers, and breeder reactors ($5 billion each).
Weaponry and gee-wizardry absorb many talented scientists but contribute
relatively little to what consumers vnt to buy.

Researchers in industry tend to consider marketability, manufacturability,
production cost, and customization technically uninteresting. New products or
processes are developed first for the United States; information about foreign
markets is rarely obtained, even if, as is increasingly the case, overseas
markets are more advanced.- Since Japan accounts for such a small proportion
of corporate sales, designing for the Japanese market is unimportant or at
most a matter of superficial cultural and language adaptation.

4 The Obvious Choice
Having gone through the design process without input from Japan, additional
investment is required to develop the Japanese market. At that point here is
how Japan usually appears: A place where the startup costs are enormous
(thanks to the devalued Dollar), where customers think they're doing you a
favor merely to explain what their requirements are, where the best people are
locked up in lifetime-employment serfdom, where the patent system is designed
to broadcast new technology rather than reserve it to inventors, and where
practical legal remedies are nonexistent. For both the corporate product
manager and the startup company, the difficulties of mastering a new set of
strange customer requirements, setting up an international service
organization, protecting the technology, and so forth are overwhelming. The
corporate patent and licensing department gets nothing from such an effort.
It generates revenues from licensing. An enormous investment for an uncertain
result, or an immediate return on no further investment at all. For a product
manager or a licensing manager, the choice of licensing is obvious. In 1987
Japanese companies spent $2 billion buying new technologies, $1.3 billion in
North America, the remainder in Europe. (Acquisitions of whole companies or
shares of them are additional.)

Is anything wrong with this picture? Not according to the traditional rules
of free trade. This massive transfer of technology has become the obvious
choice for many US companies because it's been set up to be that way. Japan
is perceived asa tough market, and the perception becomes a self-fulfilling
prophecy. Product and patent-licensing managers often merely react to the
incentives that appear "given," without realizing their companies will soon be
comipeting with their own licensed technologies not only in Japan, but all over
the world. Especially for technology-intensive companies, this is a sure
loser, because if all they have is a me-too product, ccm tition will be based
on who can sing the loudest karaoke songs. If on the other hand they choose



203

to comnrcialize their own technologies in Japan, that puts the customer's
decision back where it belongs -- price and performance. MITI itself found in
a recent study that successful foreIgn companies compete in Japan on the basis
of "exclusive technological strengths." Indeed that is virtually the only
advantage they have in Japan over domestic companies with superior name-
recognition, sales and service coverage, and zaibatsu-relationships. It is
hard to uderstand what causes American companies to bargain away their sole
advantage in Japan.

The practice has a long tradition. Bell Laboratories invented the transistor
in 1947 and from 1951 sold non-exclusive licenses to anyone for $25,000 each.

For a while the federal government required AT&T to license its inventions to
anyone in the world. In 1974 the US Justice Department forced Xerox to
license its dominant patents to anyone worldwide, including Japanese
competitors of Fuji-Xerox, who couldn't believe their good fortune.
National laboratories like Livermore routinely give away hundreds of billions
of dollars worth of aerospace technology and supercomputer codes for nothing.
The giveaway habit is hard to break.

The management of technology, like other functional specialties, is evidently
too important to be left entirely to specialists. The strategic importance of
proprietary technology is best appreciated in companies that emphasize
commercialization. A few American companies are designing products for markets
that presently exist only in Japan (not surprisingly, this is another onie of
the success factors cited in the MITI study). Rockwell supplies 80 percent of
the modem chips that go into facsimile machines, a product made almost
exclusively by Japanese companies. MRS is designing steppers for liquid
crystal display production, another market in which Japanese companies
predominate. The success of the Japanese semiconductor industry has helped
companies like Sun ard other suppliers of workstation hardware and software
for applications such as chip design, and Applied Materials, a maker of
advanced semiconductor production equipment which does sane design in Japan.

To see why many other American companies have failed to commercialize their
own technologies in Japan, we need to understand how the Japanese patent
system works.

5Ths jnn~anese Patnt System

Japan operates, in the words of US Patent Commissioner Quigg, the largest
system of imandatory licensing in the world. The Japanese patent system works
as follows:

1) Tho average period of patent pendency in Japan is six years, compared
to 19 months in the United States and less than two years in Europe.

2) Under Japan's patent opposition procedure, patent applications are
pub] ichod aftor 18 months. Owpotitore therefore have an averarje of
4 1/2 yw=ai Lu t .=,,ira atesit applicaticA-s before patent pr tcction
is granted. This is of course substantially longer than the life-
cycle of most high-technology products.

3) An incredibly narrow scope of claim interpretation often grants
patents to trivial or non-functional variations on innovative
technology, or to items in the public domain. There is no doctrine of
equivalents to prevent patents from being awarded to claims showing
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only cosmetic differences from prior art, For example, a Japanese
patent was awarded to a cheical compoud with a non-functional one-
percent difference in the proportion of an ingredient.

4) There is no effective obligation to disclose prior art in Japan.
Although a patent fraud statute is on the books, it has never been
enforced. Absent opposition, a Japanese patent may be granted on
direct copies of prior art, -regardless of the source of the original
invention. This practice often places the original inventor in a
position of infringing patents on his own technology in Japan.

5) These conditions cause large Japanese companies to engage in "patent
flooding," the practice of overwhelming the Patent Office and
potential opposers with numerous applications, many of which wi 11 be
granted by default. This enables Japanese companies with sufficient
patent-writing resources to establish a formidable patent position
with minimal investment in R&D. There are, for example, several
thousand superconductivity patent applications on file in Japan,
awaiting the day when commercialization will make them valuable.

Forty-four percent of all the patent applications filed in the world are filed
in Japan. In the United States, foreigners receive an average of 45 percent
of all patents issued. The top ten holders of US patents issued in 1988 were:

Comony US Patente Catpary US Patents
I Hitachi 907 6 N Am Philips 581
2 Toshiba 750 7 Siemens 562
3 Canon 723 8 Im4 549
4 GE 690 9 Mitsubishi Electric 543
5 Fuji Photo Film 589 10 Bayer 442

In Jaman, thA proportion of patents issued to foreigners is 17 percent.

Patent flooding tactics are frequently used to obtain technologies developed
by others, whether foreign or Japanese. Inventors can oppose derivative
patents, an administrative and legal process that may take five or ten years,
during which sales may be threatened. A patent position established through
patent flooding is typically used to drive customers away from products not
covered by large numbers of Japanese or which allegedly infringe existing
Japanese patents. Thus long before any legal resolution of a patent dispute
occurs, a ccrmrcial threat with little or no legal foundation often exists.
In many cases the claims presented to the Patent Office and to customers are
so trivial that people unfamiliar with patent flooding cannot believe such
claims will be taken seriously. Believe it. Even claims totally lacking
technical merit can damage competing .,ales. Cross-licensing is usually
represented as the obvious outcome of the Japanese preference for settling
disputes outside the courts. In this way the Japanese patent system becomes
an elaborate system of manatory licensing.

Occasionally an article appears in the wall Street Journal wondering why there
is no venture capital industry in Japan. My friends in what passes for a
venture capital industry there tell me it's because startup companies'
inventions are quickly appropriated by one or more of the zaibatsus through
the tecuiques described above. It follows that the changes in the Japanese
patent system sought by the United States and other countries will benefit
Japanese as well as foreign innovators.
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6 Twelve Suggestions
Before you conclude that the situation is hopeless, let me mention a few
things I have found useful. Advice on specific cases should be sought from
patent counsel in Japan. From the perspective of international technoloCgY
management, however, an intellectual property program that contains tne
fo] lowing 12 elements can materially improve the situation:

1) Conduct an intellectual property audit. Find out what Japanese patents
your company has applied for, have been opposed, are pending, have been
awarded. Understand that US patents have little or no value in Japan.

2) Docuinent technology and information disclosed in meetings and even in
informal talks. Consider the possibility of requiring assignment of
patents based on information disclosed in commercial discussions, rather

than relying on standard nondisclosure agreements. Or obtain patent
coverage in Japan before initiating discussions with prospective
distributors or partners.

3) Ask whether more- information is disclosed by filing a patent application
than by sale of product. If so, consider opting for trade secret
protection rather than patent protection.

4) Monitor patent applications and oppositions in key technologies.
5) Determine what is essential versus peripheral to product coverage. Don't

try to emulate the patent flooding approach, it's too expensive. Instead,
take advantage of the new rules permitting multiple claims in single
applications.

6) Rewrite Japanese patent applications to make then as easy to understand
as possible, removing extraneous material and disclosing only so much as

Is necessary to support specific claims. Merely translating US patents
into Japanese will unnecessarily restrict the scope of claims.

7) File patent applications before inventions are reduced to practice,
including improvements suggested by customers. Ideally, plan to have
patents issued, not just applied for, at the time of first sales -n
Japan, meaning applications must be filed five or six years before sales.

8) Emphasize the features in Japanese patent applications that are most
valued by Japanese customers, rather than just patenting the cleverest
technology.

9) Separate multiple claims to permit later division applications while
keeping the date of the original application.

10) Wen opposing competing or derivative patent applications, negotiate to
have their claims narrowed than to eliminate the patent entirely.

11) Use the Trade Act of 1988 to keep products made with unauthorized use of
US process patents out of US markets.

12) If licensing, make licenses nonexclusive to ensure broad market coverage
and encourage competition among different licensees. Restrict licenses
In terms of specific applications, markets, territories, sublicensing
rights, and other areas.

7 Market Development Options
The strategic advantages of a serious ocapetitive effort in Japan are clear
-- establishing a position in the second-largest market in the world, and
bringing real competition to the Japanese market to prevent its subsidizing
international gains. Licensing, distribution, Joint ventures, strategic
alliances, sales subsidiaries, local assembly or engineering, and other
options should be evaluated in terms of these strategic goals. The greater
the foreign supplier's comitment to the Japanese market, measured by
resources, people, and facilities in Japan, the greater attractiveness the

I. I -
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canpany has for Japanese customers. COnpanies equipped to customize products
and services in Japan through applications engineering, testing, arid providing
local rather than remote answers to technical questions, generally find their
sales in Japan are a lot better than those who can't provide those services.
And after they got finished paying for the facilities, their profits are a lot
better too. Another benefit is that improvements developed in such facilities
are often useable back in the United States and in other markets. Such
considerations influenced Kodak recently to invest $80 million in an R&D
facility in Yokohama.

Interim stages require less of an initial investment. The appeal of a trading
company, joint venture, or strategic alliance to many is to turn the "Japan
problem" over to someone else. But companies that treat them as an opportunity
to learn about Japan get a lot more out of such operations than passive
partners do. YHP is more profitable than HP, and Fuji Xerox made more money
that Fuji Photo Film last year. For Western companies that approach joint
ventures as a learning experience, they can provide a rich source of in-depth
knowledge, customer relations, and future staff.

Many foreign suppliers start cut in Japan with trading companies. Sales and
service in Japan are extremely personal, hence labor-intensive functions.
Sales per employee in Japan are typically half what they are in the United
States. Trading companies undertake the tremendously time-ccnsuming work of
entertaining customers, catering to their whims in everything from karaoke to
technical specifications, and providing whatever technical dialogue they may
be capable of. That is their stock-in-trade, and they do not want suppliers
to establish direct ties with customers. If suppliers find this really does
not serve their long-term interests, they must provide through their own
organizations the highly labor-intensive sales and service expected by
Japeiese customers. Kodak discovered that in order to compete, it had to show
customers it deals directly in Japan. In every instance of coversion to
direct or supplier-managed distribution that I have seen or been a part of,
Japanese customers have welcomed the change.

8 Changes in the CEO Role
How can CMXs in America and Europe respond to the changes Japan has wrought in
the terms of trade? By recognizing that the rules and incentives governing
their companies have been made obsolete, and restructuring them to meet new
requireients. By picking winners and then making them win. By in vesting for
the long haul. By gaining the cooperation of employees, vendors, Wall Street,
customers, and yes, even the government. By informing themselves and their
management team as fully as possible about what is going on in Japan. By
improving ccmmiunication within the company between engineering and marketing
people. By directing applied research specifically to ccamercialization and
customization. By listening to your Japanese subsidiaries and joint venture
partners, while getting independent. objective information, Py
developing a program . to commercialize
proprietary technologies in Japan. And above all, by bringing a corporate
vision to the work of specialists.



207

BUSINESS AFFAIRS ECONOMIC RELATIONS K
US firms see unfair trading by Japan over inventions

Call for patent medicine
By Bob Johnston* In Tokyo
D differences in the way Japan and the

US protect new inventions are be-
coming another focus of bilateral trade
friction, with US businessmen claiming
that the Japanese patent system encour-
ages theft of US intellectual property.

US companies are particularly upset
that approval of a patent in Japan can
take up to seven years, compared with
about two years in the US. The Japan-
ese system requires publication of the
content of a patent application after 18
months, making the invention vulnera-
ble to copying.

Concern about such practices
prompted the US Congress to pass a re-
taliatory revision to the Tri rff Act as
part of the omnibus trade bill in August,
As a result, US firms no longer need
provide evidence of injury before filing
suits against foreign companies for vio-
lations of intellectual-property rights.

Although the heads of the Euro-
pean, Japanese and US patent offices
met in Tokyo in the first week of Nov-
ember to iron out the differences be-
tween their various systems for the pro-
tection of intellectual property, Japan's
problem is essentially simple - too few
staff in theJapanese Patent Office (JPO)

to allow its system of patent registration
to handle the overwhelming demand.

The JPO had only 890 examiners to
deal with the 565,000 patent applica-
tions received last year. The European
Patent Office (EPO). which administers
a patent regime similar to that of Japan.
employs 1.400 examiners to handle
51,000 applications a year and the US
Patent and Trade Mark Office
(USPTO) had more than 2,100 examin-

ers to deal with 137,000 applications
lodged last year. ,,t ... .. . I

Because of its policy of severe fiscal
restraint, the Japanese Government has
limited recruitment to 46 newexaminers
this year, despite a huge backlogofappli-
cations that has built up because ofinsuf-
ficient staff. The EPO and USPITO, by
contrast. are rapidly expanding staff to
cope with patent applications which
have mushroomed in step with the quic-
kened pace of technological innova-
tions. Experts predict the world's intel-
lectual property will double between
now and the end of the .century,
threatening to swamp existing systems
for protecting inventions in a flood of
paperwork. . . .

In Japan, the present understaffing
means that a patent application on aver-
age sits three years in an in-tray before
being examined - and the delay is
lengthening. But unlike the US, where
an application's contents remain confi-
dential until the patent is granted, the
Japanese (and the European) practice
of publishing the contents of applica-
tions 18 months after receiving them,
US firms contend, allows Japanese
competitors to copy their ideas, then

apply, . for .11 patents
on multiple minor
variations.

The gap between
0 publication and ap-

roval of the patent al-
lows imitators several
years to commer-
cialise the .idea with
impunity; as 'Mary-,
land-based . Fusion.
Systems alleges Mit-
subishi Electric did
with its invention.In 1975, ' Fusion

applied for 20 Japan-
ese patents on a high-
intensity microwave
lamp. Two years later
- shortly after the
publication of the con-
tents of its 'applica-

tions - Mitsubishi deluged the patent
office with mnre than 200 applications
fc: patentsc 'imilar lamp. ..

Since mo ig a challenge to so
many patents ..ould be expensive, and
since failing to do so could lead to
charges of infringement, Fusion was
under pressure to cross-license its
technology to Mitsubishi. This, say the
Americans. is the motivation of such
patent flooding, or "nuisance filing."

. Some US critics go so far as to claim
that the Japanese patent system, like so
much else in Japan, is designed to foster
cooperation and industrial develop-
ment at the expense of the proprietary
rights of the inventor. The system cer-
tainly favours big companies with the
resources to file large numbers of pa-
tents and fight expensive legal battles.

But the peculiarity of the Japanese
patent system is not so much the system
- which is similar to that in most of the
rest of the world, except the US and the
Philippines - but differences in indus-
trial organisation and attitudes.

- In the West, unlike Japan, small and
medium-sized companies are frequently
the source of innovations. Such com-
F anies made half the patent applications

filed with the EPO last year. Further.
the Japanese propensity to file patents
originates from the systematic attitude
big Japanese companies take to promot-

.ing innovation, rather than the mere de-
sire to neutralise foreign competition.

B ig Japanese companies encourage
all employees to contribute ideas.

At a low level, this is formalised in the
teian system,' under which employees
write proposals for improvements to
company operations. For each proposal,
they get some sort of token, worth a
nominal sum, which can be redeemed at

*Icompany shops. Proposals are assessed
'and graded according to their useful-
ness. The top grades typically receive a
small cash bonus and sometimes also the
prestige of being featured in the com-

ipany's in-house magazine. The main be-
,nefits of the system come on the produc-
tion line, where a small improvement
can save money.. . ..I A similar approach is applied to pa-
tent applications. "Our way of thinking
[regarding innovation] is different,"
said lsao Hashimoto. a manager in
Hitachi's patent department. "It applies
not Just to researchers, but to factory
engineers and production people as
well." Hashimoto reckons a quarter of
Hitachi's 80,000-odd employees are
capable of coming up with patentable

.,inventions. . i ...
In some companies, exployees are

expected to produce patent ideas:
quotas are even set for researchers.
NEC, for example, requires each of its
researchers to file half a dozen applica-
tions a year, F.ven those working in its
basic research laboratory. In general,
Japanese managers seem to believe that
filing several patent applications a year
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shows that a researcher is doing good
%'o rk, they are given credit just for fil-
inF

Few Japanese patentsearn royalties.
In the electronics industry, few applica-
tions ever become patents. For Hitachi,
the success rate is just one in live. For
Japan as a whole, only about half the ap-
plications are granted, and of these pa-
tents only 10-150,1 are ever put to use.,

One reason for the low implementa-
tion rate is that the pace of change in
technology-driven industries such as
electronics is so fast that the companies
claim time is-insufficient to evaluate
each individual invention. Applications
are made automatically. "just in case."
After a patent has been filed, the Japan-
ese system allows the applicant seven
years to decide whether to have it
examined. USPTO Commissioner
Donald Quigg called this provision
'ridiculous" because it encourages ex-
cessive filing, more so in Japan because
the cost of a patent application is cheap.

In their haste to be first to file. Ja-
panese companies are lax in checking
whether the idea is original. Unlike the
US. Japanese law does not require ap-
plicants to provide "'prior art" dein-
onstrating that the idea is indeed new.
Their object in filing is often not to stake
out a basic technology, but merely to
block : eir competitors from using an
idea that they do not plan to use them-
selves, a practice known as "defensive
patenting."

Japanese companies are increasingly
using patents as a crucial part of their
business strategy, especially in Europe
(where Japanese companies account for
16% of all patents issued) and the US
(where they account for 17%). In 1987,
the top three companies obtaining US
patents were the Japanese giants
Canon, Hitachi and Toshiba.

One reason for this rush of applica-
tions is a desire by Japanese groups to
protect themselves against patent dis-
putes with increasingly litigious US
competitors. The US system is based on
who is first to invent, rather than, as in
the rest of the world. who is first to file
for a patent. Another reason is to give
them the bargaining power to obtain
new technology. Cash is nor en'.igh to
obtain lici-nces - companies may re-
fuse to sell - and if they do sell, a coM-
pan., without a counter barginin :chip
can Ile at a competitie dsadvantage
when several rivals are licensing the
same technology. Thus. building up a
patent portfolio is vital for cross-licens-
ing.

Aware that US firms feel disadvan-
taged, the JPO has begged Japanese
companies to be more selectve in their
filing, but without much success. It has
alsQ implemented a US-style "acceler-
ated examination" system for inven-
tions which have the highest probability
of being used and a "multiple claim"
system to reduce the number of applica-
tions. D

ECONOMIES

Managing China's open door
Trade officials seek way to control a widening trade gap

, I . "" ) ' 1, , I '" . , ' . J ,

By Louisedo Rosario .... - . ,; .. ,
C hina is likely to run a USS4-5 bil- are forecast to increase slightly to US$2

lion current-account :deficit this billion this year.
year as its phenomenal export'growth The visible trade gap is likely to
slows, and a Iong-supressed wave of im- 'widen furtherduring the last quarter, as
ports breaks in the last quarter. The def- December usually sees imports surge.
icit. a turnaround from last "year's In December 1986, China imported
USS300 million- surplus, is moderate US$5.54 billion, or 13% ,of the year's
enough compared with 1985's US$11.42 total imports. Last year that figure ro'e
billion deficit, and the US$7.03 billion to,US$6.56 billion - 15.1% of the
shortfall in 1986, but it highlights wor.- year's total.-
ries over whether China can keep ex- What, then, has caused the deficit?
P orts growing rapidly enough in the On the import sid,, in the first nine
iong term to meet the rising imporLbiLL .months,. the major factors were sugar
generated bymodernisation. (110% more in volume on a year-to-

From 1985-87, Chinese exports grew year basis), timber (71% more), fertilis-
by an annual average of 35% despite a ers (42% more) and pesticides (204%
drop in oil exports from 25% to 10% by. more). A boom in textile processing has
value of the total. in addition, the pro-, 'also pushed imports of cotton and syn-
portion of primary exports fell from thetic fibre by 560% and 54% respec-
51% to 33%, with manu- ,,. ,.
factured goods '-exports
surging ahead to account
for the overall growth.

But China's -. export 7? . iii ',,oi' .. vi' ,.., . . :,
drive is still' narrow-
ly based on a few geo-
graphic and sectoral mar- ,i '
kets. Hongkong, the US
and Japan buy. half of
China's exports, and tex-
tiles, coal, oil .and 'food .
make up more than half
of all exports. The rest
comprises a wide range of
low-value products such as
shoes, toys, " handicrafts , .

and tools. To move into ,
higher-value exports will
require a level of innova-.7 i"'i- ..... i...... .. .i ...tion, flexibility and1 m .
technology . impossible . $.-, ' ....... . u l,,., &,S,
under the present rigid ..trading system. -i - ' ' , ' "" "" '

The Ministry of Foreign Economic' lively between January and August.
Relations and.Trade (Moferti said im- :. Wheat imports grew by 27% in the
ports amounted to US$23.9 billion up to sameperiod. With a disappointing$ har-
20 September this year (24.6%, more vest (REVIEW, 3 Nov.), China is ex-
than in the same period in 1987). while pected to import more grain, sugar and
exports rose only 14.8% to US$28.5 bil- vegetable oil soon. But overall. China
lion. Customs statistics. which are com- may have a balance in its agricultural
piled independently and regarded as trade since exports of aquatic products,
more accurate than those of Mofert, vegetables, pigs and silk grew by 3-17%
show imports and exports both growing in the first three quarters
by 24% inthe firstnine months, with ex- .i Export growth this year is again led
ports totalling US$32.9 billion and in- by textiles, thou ghcotton-made exports
portsUS$36.3billion. '";'i'''. have suffered from domestic cotton

. However. the Customs statistics also shortages. In the first nine months, ex-
show imports growing faster than ex- ports of clothing grew by 30%, while
ports since July, with the visible trade those of cotton varn and cotton fibre
dclicit widening from US$1.16 billion dropped by 25% and 12% respectively.
fo. the first six months to US$2.26 bil- .! Crude oil exports amounted to 19.79
lion by the third quarter. Offsettingthis, million tonrms, a 5% increase. With
tourism income in the first six months favourable spot oil prices, China im-
amounted to US$1 billion. 26.6% more ported 1.86 million tonnes of refined
than last year. Net non-trade earnings oil, 41% more than in the correspond-
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STATEMENT OF DAVID S. GUTTrMAN

Reviewing a transcript of the testimony of Professor Robert H. Rines of the
Franklin Pierce Law Center about why American companies have problems with
the Japanese Patent System, I was surprised to learn that my experience and con-
clusions seriously differ from his on a number of points which I would like to clari-
fy.

I am a practicing L.A. patent attorney specializing in Japanese intellectual prop-
erty law who speaks and reads Japanese. From 1979-85 1 worked in Japan as a U.S.
Patent Attorney Consultant at international law and patent offices for about six
years. In 1982 in Tokyo I chaired the Licenses, Patents & Trademarks Committee of
the American Chamber of Commerce in Japan and have written a number of arti-
cles on the patent and trademark laws of Japan.

1. IS THE JAPANESE PATENT SYSTEM UNUSUALLY SLOW?

Professor Rines testified that he is not aware of anyone not getting a patent in
reasonable time. "In 40 years I have never heard of it, Senator." However, the expe-
rience of myself and many others is that the Japanese patent system suffers from
unreasonable delay, particularly due to a chronic shortage of patent examiners and
a appalling examination backlog. For example, in 1954 the U.S.-Japan Trade Study
Group (TSG), a bilateral group of American and Japanese business people in Tokyo
reported agreement that:

Perhaps the greatest problem of Japan's patent system is its slowness.... A
random check of the patent registrants' index by one American patent special-
ist in Japan suggests that the typical Japanese patent is issued about six years
after the application is filed.'

The TSG found that the delay was caused by an insufficient number of patent
examiners in the Japanese Patent Office (JPO) and inefficient examination prac-
tices. The TSG was skeptical that the understaffing problem would be solved by the
JPO's proposed massive building construction and computerization program.

More recently, on November 16, 1989 the American Chamber of Commerce in
Japan (ACCJ) adopted a Position Paper on Intellectual Property, warning that:

Average patent pendency-the period between filing of application and issue of
patent-in Japan is one of the longest among developed countries.

Before retiring as Commissioner of Patents, Donald J. Quigg on a number of occa-
sions publicly expressed concern about the JPO's delay in granting patents and its
chronic shortage of examiners.2 Last winter the American Group of the Pacific In-
dustrial Property Association (PIPA), representing about 70 U.S. companies that are
heavy users of the Japanese patent system, voiced similar concerns:

The most serious problem, in our view, is the time required for an application
to mature into a patent. It is common for a patent application filed in Japan to
be within the office, i.e. under prosecution, for as much as five or six years. This
is believed due to the small number of patent examiners working in the Japa-
nese Patent Office and the great number of patent applications filed, by both
Japanese and foreign applicants. 3

In Japan the patent office does not examine a pending application until a sepa-
rate Request for Examination is submitted with an Examination Fee. In his testimo-
ny Professor Rines stated that a major cause of delay is that American applicants
do not promptly file Requests for Examination of their Japanese patent applica-
tions.

Yet, in my experience even newly filed cases that are accompanied by a Request
for Examination are not promptly examined. This is because almost all examiners
have a multiyear backlog of cases on which examination has been requested. They
tend to examine these backlogged cases primarily in the order of the year in which
the application was filed, the date of the Request for Examination being of only sec-
ondary importance.

Recently the JPO issued to Texas Instruments Inc. a Japanese patent based on an
application so old (1959 priority) that the applicable Japanese patent law did not
require a Request for Examination, i.e. examination was automatic. Nevertheless, it
took 18 years from the time this particular application, of a type called a "division-

s Progress Report 1984, U.S.-Japan Trade Study Group, September 1984, Chpt. 6, pp. 57-59
(Tokyo, Japan).

' "U.S. Urges Japan to Hike Patent Office Staff", Investor's Daily, November 2, 1988, p. 20.3Statement of the Pacific Industrial Property Association, Hearing before the Subcommittee
on Foreign Commerce and Tourism of the Committee on Commerce, Science and Transporta-
tion, U.S. Senate, First Session on Japanese Patent Policy, Hrg. 101-19, p. 54, February 28, 1989.
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al," was filed by T.I. in 1971 until the JPO issued the patent this year.4 A basic
product patent on the integrated circuit (IC), it covers all IC chips made, used, or
sold in Japan and is worth about $500 million per year in royalties.

As can -be seen from the attached Chart 1 analyzing the 18 year examination
period, the primary cause of delay was time consumed in ordinary ex parte exami-
nation, followed by lengthy periods for a patent office appeal and an opposition pro-
cedure.5 By comparison, the U.S. Patent Office issued the parent U.S. Patent
3,118,743 to Texas Instruments in 1964!

2. DOES PATENT DELAY IN JAPAN MATTER TO U.S. COMPANIES?

Professor Rines testified, "I see no difference between the two systems merely be-
cause one is a little delayed."

However, I believe these problems have taken their toll. Please refer to Chart 2,
which shows the numbers of patent applications American and Japanese companies
filed in each other's country in recent years. Such applications are the patent "bar-
gaining chips" or leverage these companies hope to use to enter each other's
market. While the interest of Americans in Japan has been increasing rapidly in
recent years, there has been little increase in American patent filings in Japan.
However, Japanese companies have steadily increased their filings in the U.S.,
which has a more pro-inventor system.

Next, please refer to Chart 3, which shows the numbers of patents actually issued
to American and Japanese companies in each other's country. As you can see,
American companies have not been as successful in Japan as the Japanese are here.
Moreover, because of the chronic examiner shortage in Japan, there seems to be a
falling-off of patents issued to American companies. On the basis of population
alone, we would expect U.S. inventors to get twice as many patents in Japan as Jap-
anese inventors get here. In fact, the situation is worse than reversed.

I think these charts are representative of what has been happening to small and
medium-sized companies as well as large ones. However, the smaller companies
trying to do business in Japan are more greatly affected because their Japanese
patent portfolios are so much smaller: these lost or delayed Japanese patent rights
are their crown jewels.

3. CAN A LIMITED "ACCELERATED EXAMINATION PROGRAM SOLVE THESE PROBLEMS?

Professor Rines testified that "Any American company that wants to get a Japa-
nese patent on an expedited basis has a way to do it.' He then described getting one
of his client's cases accepted (not issued) within an incredibly short time, two
months.

It is true that the JPO provides for accelerated examination, but only in certain
limited cases., First, the applicant must be using or licensing the invention in
Japan, or have specific plans to do so within the next six months. Second, the appli-
cant must submit a detailed petition providing prior art, etc. While the JPO does
not require a fee for requesting accelerated examination, the Japanese Patent Attor-
ney Association has set a minimum Japanese attorney fee of Y120,000 (about $850).
Since the petition must include a statement of prior art, etc., an American applicant
will normally also have to pay a substantial fee to his U.S. patent attorney who co-
ordinates these matters and perhaps drafts some of the required statements, claims,
etc. And after all this, the JPO reserves the right to reject the Petition if it feels
that the case does not warrant accelerated examination.

In Japan, the Filing Fee one pays the JPO for a patent application causes it to be
automatically laid open to the applicant's competitors but does not get the case ex-
amined. Having fallen hopelessly behind, the JPO demands a separate Request for
Examination fee on top of the Filing Fee merely to examine the case. Now, with the
Petition for Accelerated Examination, in addition to these two fees, the applicant
must further pay a substantial attorney fee for the Petition to procure examination
in a reasonable time. Under these circumstances, while the Petition offers an expen-
sive safety valve for urgent cases, it has not been well received or much used by
U.S. applicants.

4 "Texas Instruments Gets Japanese Patent; Analysts See Sizable Addition to Revenue," Wall
Street Journal, November 22, 1989, p. A3.

5 "TI's IC Patent Finally Registered After 30 Years," Nihon Keizai Shimbun (U.S. ed.), No-
vember 26, 1989, p. 13 (in Japanese).6 As a courtesy to U.S. applicants, a translation of the Japanese Patent Office's lengthy Regu-
lation for Accelerated Examination was published in the U.S. Patent Gazette on March 25, 1986
at pages 1064 OG 28-36.
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4. DOES JAPANESE LAYING OPEN OF UNEXAMINED APPLICATIONS BENEFIT THE
APPLICANT?

In the U.S. pending applications are secret, but in Japan applications are laid
open by publication 18 months from the priority date. In a typical case filed in
Japan by a U.S. company, this publication in Japanese of its unexamined applica-
tion takes place about six months after the U.S. company's application is filed in
Japan and is of great benefit to the applicant's Japanese competitors.

Professor Rines testified that in return for the automatic disclosure of his secret
application, the applicant receives a right to royalties from those who practice the
laid open invention. "In Japan, unlike the United States, the minute the fact that
you have filed a patent application is published . . . that starts the time when
nobody can infringe that patent without having to pay consequences.

He was referring to Patent Act, Art. 65-3, which provides that an applicant whose
application has been laid open can warn anyone who thereafter commercially uses
his invention that a reasonable royalty may be due the applicant from the time of
laying open, if and when the application is finally issued. However, this is a rather
limited provisional right which in practice is almost never of practical benefit.

First, the applicant is not given any right to halt unauthorized use, only a provi-
sional right to collect a reasonable royalty for it. Second, each "infringer" must gen-
erally be given a formal warning, for the sending of which there is an attorney's fee.
Third, as a practical matter the patent must issue before one can sue for the royal-
ties. In practice such a warning has little deterrent effect on Japanese infringers
and may even encourage them to file a Protest or Opposition which can further
delay-one's application. Therefore, the "benefits" of this provision are largely ig-
nored by most practitioners as academic. Automatic laying open of applications usu-
ally only harms the applicant and benefits his competitors.

5. HOW IMPORTANT IS IT THAT AMERICANS BE ABLE TO CORRECT MISTRANSLATIONS?

Professor Rines was skeptical of the need for American applicants to correct the
Japanese versions of their applications. "And particularly you say translation trou-
ble. If a company wants to pay money to get the right kinds of engineers, they know
how to translate it, and they know how to go in and explain things to their examin-
ers."

However, due to great differences between the English and Japanese languages, a
survey of Japanese examiners reported that the applications of American companies
are often poorly translated by their Japanese patent attorneys. 7 Translations for
filing new applications are usually done under pressure of a priority deadline and
may involve breakthroughs in technology for which no standard vocabulary has yet
developed in either English or Japanese. Yet serious inadvertent discrepancies in
the Japanese translation from the English original cannot be corrected by amend-
ment.

Therefore, I do not agree with Professor Rines that we should ignore this problem
or blame American applicants for poor choice of attorneys. The Japanese Patent
Law should be amended to allow a filing deadline to be met by submitting an un-
translated application in any language and afterwards providing a translation. A
foreign applicant who files a Convention application based on a home country appli-
cation should be liberally permitted to correct errors in the Japanese translation to
conform to the original home country application.

CONCLUSION

I have only touched on a few of the more serious problems American companies
are having with the Japanese Patent system. Most applicants are not as fortunate
as the clients of Professor Rines in avoiding such pitfalls and would greatly benefit
if the Japanese Government voluntarily made its patent system more user friendly.
Complacency about the deficiencies of the Japanese patent system will diminish
America's great potential for high-tech sales in Japan, leaving Japan's substantial
influence on America's patent system and economy highly unbalanced.
Attachment.

7 "A Survey of Japanese Examiners' Views of Foreigners' Patent Applications," Patents & Li-
censing, April 1985, Vol. 15, No. 2, pp. 17-24.
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OPINION view Ve

Cavalier view of patents erodes incentive
companies to commercalize their own
invenuos in Japan.

By Peter D. Miler

Everyone knows what cau trade
imbalances - Japan's productivity, un-
deraiued (until 1986) currency, and
export-oriented economic structure. ver-
sus the U.S.'s lack of international com-
petitivene. its consumer-onented, deft-
cit-ndden economy, and overvalued (un-
til 1986) currency. The remedy was
nbvous: cheapen the dollar, make im-
ports more expensve and U.S. goods
more price-ompetitive overseas. and the
trade deficit would wither away.

It ha.%n't worked. Clearly the causes
of trade imbalances are deeper, and the
remedies lean obvious. than commonly
assumed.

Transfer of leadership to Japa

The Japanese market is the world-s
most dynamic, yet exporting to Japan
simply isn't worthwhile for many U.S.
companies. The key to this mrtery is the
superior ability of Japanese companies to
commercialize new technologies. U.S.
companies have an impressive record of
inventiveness but have somehow failed to
translate it into products. particularly in
Japan.

Conventional wisdom attributes U.S.
commercitalzation difficulties to laziness.
inattention to customer needs and the
aerogasce of the sicientific priesthood
toward mere applications engineerma.
Whatever mert there may be to these
charges, they neglect a far more enpor-
tant factor - the Japanese patent system.
which reduces the incentives for foreign

Peter D. Mille r s mepretenratiw di'ec-
icr. Fuion Japan K.K

Intellectual property not treated
as prupeety

In Japan. intellectual property -
patents. trademarks. copyrights and the
like - is considered more as a common
good than as a right of exclusive posses-
sion. This cultural norm operates to
disperse the scientific and artitic pin.
ducts of human ingenuity widely
throughout Japanese %ociety.

Long delays in issuance of Japanese
patents. for example. comnbined with pre-
grant public disclosure of patent applica-
tionrs make trade screts available to
anyone before the patent is awarded.
Patent rights are awarded to the first to
register them in Japan. not necessarily to
inventors Disclosure of prior art - a
previous invf.ntion resembling the
claimed invention - is not required, and
there is no effective penalty for patent
fraud.

A very narmrw scope of claim interpre-
tation encourages large numbers of filings
based on minor variations. Appeals and
adjudication can consume so much tine
(10 to 15 years in some cases) that the
technology becomes obsolete awaiting a
final determination as to patentability.
Cross-licering (the exchange of two
companies' basic inventions) is officially
encouraged and virtually forced on com-
pames unable to obtain timely patent
protection of the inventions.

Today's trade imbalances are 'Ierply
rooted in patent practices restnctmg for-
eign companies' ability to Commercialze
products in Japan. The exchange-rate
"fix- leaves large segments of trade un-
touched because Japanese comrvnie
control the technology, as in VTRs

In emerging areas of technology such
as supesrconductmvitty, the pattern as re-

peang itself Japanese companies have
filed more than 2.000 patent applications
in this key technology, many describing
products or processes that do not yet
exist. If granted, these patents wi.l pre-
vent fomgn companies from coumer-
cialihng working products or proves
in Japan.

Fusion Systms' experience
Innovative U.S. companies opting to

compete in Japan on the basis of proprie-
tary technology have attained notable

A case in point is Fusion Systensa
Corp., which was the first company to
commercialize high-intensity microwave-
driven light sources. In contrast to con-
ventional light sources that use electrodes
to energize the lamp. microwave energy
activates plasmas that emit light with
high intensity, reliability and control.
The lamp systems are used for high-speed
curing of inks, coatings and adhesives.
and for manufacturMg graphic arts films
and plates. scniconductors and many
other products.

Fusion first sold its products in Japan
in 1975, and Japanese customers wel-
comed the new technology.

A large Japanese electronics company
that is part of a major industrial group
purchased a Fusion product in 1977.
reverse-engineered it. and filed mote than
200 patent applications on the same
technology over the next several years. In
one ease, the compettor's application for
a patent on an electrical csrc! contained
a sliithdy altered copy of the drawing in
the Fusion insteucrion manual with no
functional differ=c whatsoever.

In another Case, the compettor's
application differed from the Fusion
prior or. only in regard to a function
which, thouth claimed in the patent
application, did not work as claimed. In

genera the competitor's patent applica-
tions were trivial modifications of the
basic Fusion design.

Fusion must oppose this flood of
patent applications or risk losing its owis
technology, and with it the Japanm
market. The competitor's objective is to
obtain through paperwork a patent posi-
lion ii Japan that will force Fusion to
cross-license its basic technology.

A systemic problem
The Japan Patent Office is burdened

by a workload consntng of 540.000
applications per year. to be judged by
on!y 856 examiners. If the system has
difficulty distinguishing real inventions
from copies, this is not the fault of the
Patent Office or of its hard-working
examiners.

Each examiner has less than half day
to study all the materials submitted in a
patent application - clearly an impossi-
ble task- Large Japanese companies em-
ploying hundreds of patent specialists,
who are rewarded for the quantity of their
output, exploit the system by flooding the
Patent Office with large numbers of
applications often containing trivial mod-
ifications of previous inventions.

Recent testimony before the U.S.
Senate Commerce Committee revealed
other cases of abuse of the Japanese
patent system.

Coming was told that its patent
application would be granted if it speci-
fled the percentage of an ingredient in a
chemical compound. Shortly therrmfer a
Japanese competitor was granted a patent
on a compound with a one-percentage
point difference of the same mrredient.
This difference had no effect whatsoever
on the performance of the product, but
it was sufficient for the Japanese com-
pany to avoid infringing the oninal U.S.
technology under Japanese practice.

Spec~lfic Improvements needed

Japan has initiated inpriv,-nents in
patent administration by broaemng the
sope of patent applications, effective
$in= January 1988. In February 1988 the
Counitee on Problems or Patent Ad-
amistation called on large companies to
carry out thorough self-examination as to
patentability before filing applications.
. In addition to the Committee's recoin-

medations. the following specific sc-
tions would improve the famess and
effectiveness of the Japanese patent
syaen
" Requiring disclosure of prior art in

patent applications.
" Broadening the scope of patent

claims and claim interpretation to
discourage applications based on
trivial variations.

" Effectively penalinng infringement
and fraudulent patent filings.

" Keeping applications secret until
granted.

" Eliminating pre-grant patent
opposition.

" Providing patent owners with effec-
tive means of learning facts sur-
rounding alleged acts ofinfringement
(discovery).

* Providing prompt court appeal of
patent office demsions.

" Making injunctive relief available.
Japan, as a leader in technology,

should welcome such change, since the
basic purpose of any patent system is to
foster innovation and contribute to the
stock of new technology. It fact. the
resulting stimulus could create a renai-
sance of inventorship in Japan.

Such changes would improve other
mountric" incentives to export. transfer

tIechnoiogy to, and commercialize inven-
tions in Japan. They offer the best (and
perhaps the otdly) prospect for comecIng
the gross imbalances that now distort
world trade.
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The Editor
Business Week
1221 Avenue of the Americas
New York, NY .10020

Dear Sir:

I want to rectify one important omission from your "Rethinking
Japan" article. It concerns Japanese treatment of U.S. (and I
imagine also other foreign) patent applications.

Let me describe my own experience: I was department manager at
Westinghouse Research in the 70's, where my group pioneered the
so-called "active matrix" flat screen display technology. This
technology has now spread across the globe, because it is the only
one that can generate a full color TV image comparable to that of
the cathode ray tube. Its main practitioners are the large
Japanese electronics companies who today use these screens in
their pocket TVs, but larger ones will soon appear in laptops and
desktop terminals also. However, from 1972 to 1979, Westinghouse
was alone In the field, and all its patents, generated in the
early to mid-70's are, by virtue of this fact, pioneering patents.

Despite its undisputed primacy, Westinighouse's patent apple ications
- with a solitary exception - were turned down by the Japanese
examiners as "obvious" or "already invented in Japan". This was
palpably untrue and unfair, but Westinghouse did not contest the
decisions, possibly because they did riot consider disolays to be
of great commercial importance to them. [The solitary exception
turned out to be the basic patent on the design and construction
of a flat liquid crystal color TV screen, which all the Japanese
manufacturers today are infringing!]

Recently I started a company, Magnascreen, to exploit some novel
concepts on how to build very large area color flat television
screens ("wall-TVs"). We have basic patent applications pending
in the US Patent Office and we have been considering making
applications in other countries, including Japan. Trie competition
to develop such screens is enormous, and the Japanese have formed
a large industrial consortium to build them with the technology
they "borrowed" from us - a very good reason for my company to be
looking for patent protection.

However, our patent counsel has expressed the view that filing in
Japan would be a total waste of time and money, and would actually
be counterproductive. In his experience the only applications
granted by the Japanese examiners are those where a Japanese
licensee is involved! In that case, the application "goes through
like a breeze"; otherwise, "forget it". In addition, the details
of the patent description are widely disseminated before any
patent action is taken, thereby allowing competing Japanese
companies to copy the designs. In due course the applicant is
then informed that his idea was "obvious" or has already been
invented In Japan.

In light of this advice, we have decided not to file applications
in Japan. The other side of the coin is - much discussed in tie
media - that an increasing and large proportion of U.S. patents
are today held by Japanese companies, who rush in to patent the
smallest changes or improvements in their products, and get their
applications reviewed and granted in good faith. It seems to me
that here is another blatant example of total non-reciprocity in
our relations with Japan, and it fits in only too well with a
strong "revisionist" view. Or is the above story just more
"Japan-bashing""

T. . Brody
President and CEO
Magnascreen Corporation"
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STATEMENT OF MITSUBISHI ELECTRONIcs AMERICA

Dear Mr. Chairman and Members of the Subcommittee: On behalf of the nearly
4,000 U.S. employees of Mitsubishi Electronics America, Inc., and its affiliated com-
panies, I wish to thank you for permitting me to clarify the record of the November
6, 1989 hearing held by the Subcommittee on International Trade regarding the
Structural Impediments Initiative. During that hearing your Subcommittee was
given an erroneous and one-sided description of a dispute involving Mitsubishi Elec-
tric Corporation and Fusion Systems Corporation. This letter will provide your Sub-
committee with an accurate and balanced assessment of this matter.

First, on page 2 of his testimony Mr. Spero states that Fusion filed four patents in
Japan in 1975 on its "core technology." It is important to view the exact nature of
Fusion's "core technology" in the context of overall developments in this area.

Specifically, microwave technology had been known for decades before Fusion was
established. A number of companies in the United States, Japan arid elsewhere had
been active in the microwave area for many years preceding Fusion's development
of this "core technology." Various designs for electrodeless lamps using microwave
technology have been known since the early 1950's. Mitsubishi has conducted ongo-
ing development in this area since the 1950's. Indeed, Mitsubishi filed an application
with the Japanese Patent Office on a microwave system utilizing a discharge lamp
in 1965, nine years before Fusion first filed on its "core technology."

Second, Fusion proposes to the Subcommittee that "patent flooding" was found on
the basis of Mitsubishi's filing of 300 (actually 257) patent applications in this area
of technology with the Japanese Patent Office. What Mr. Spero failed to say was
that these applications have been filed over a period of a dozen years, thus averag-
ing about only 20 per year.

Moreover, Mr. Spero did not advise your Subcommittee of one of the important
differences in the U.S. and Japanese patent systems, a difference which precludes a
proper comparison based solely on the number of applications filed. The U.S. uti-
lizes a multiple claim system wherein an unlimited number of claims can be includ-
ed in a single patent application. For example, one of Fusion's 1975 U.S. patent ap-
plications contained 26 separate claims. In contrast, until recently the Japanese
Patent Office utilized a single claim system whereby only one claim was normally
permitted per application. Thus, a patent applicant in Japan would until recently
have had to file 26 different patent applications to cover the same claims that
Fusion covered-jn a single U.S. application.

Third, Fusion's criticism of Mitsubishi for purchasing and allegedly reverse engi-
neering a Fusion lamp is disingenuous. This criticism is unfounded. All major com-
panies in the U.S. and elsewhere routinely purchase and analyze products on sale in
related technical areas. In 1977, Mitsubishi's marketing personnel purchased and
analyzed a lamp sold by Fusion. It found the product to be of moderate utility for a
small market sector not of interest to Mitsubishi. Rather, Mitsubishi continued its
prior research engineering efforts on a lamp: (i) utilizing different technology; (ii)
meeting different technological needs; (iii) for a different marketplace. These efforts
resulted in the advances patented by Mitsubishi.

Fourth, the analogy offered by Mr. Spero at page 3 of his testimony is inapt. A
more accurate approach is to analogize the original invention of microwave trans-
mission of energy to the invention of the internal combustion engine. The Fusion
lamp would then be analogous to the application of this original invention in a mo-
torbike, with the Mitsubishi lamp analogous to application of this original invention
in an automobile.

Moreover, the patent systems of the United States, Japan and elsewhere expressly
contemplate patents on improvements to existing product components. In the
United States as well as elsewhere, there are examples of basic products and tech-
nologies too numerous to mention on which hundreds and even thousands of patent
applications have been filed. As noted above, moreover, those U.S. applications
could have contained multiple patent claims, making the sheer number of patents
sought even higher.

Fifth, Mr. Spero alleges that Mitsubishi is attempting to coerce Fusion into licens-
ing its technology to Mitsubishi. This is totally false. The cross-licensing proposal
here did not originate with Mitsubishi. As Mr. Spero knows, it was Fusion's agent
that originally proposed a cross-license arrangement to Mitsubishi. Pursuant to this
overture, initial discussions were held between the parties on this issue. However,
after Fusion decided that it would attempt to gain a commercial advantage by seek-
ing to apply political pressure, Mitsubishi repeatedly informed Fusion that it has no
interest in a license from Fusion.
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Finally, Mitsubishi has made substantial efforts to resolve this commercial dis-
pute. The issues here involve somewhat complicated questions of technology and
patent law. Mitsubishi has continued to seek a good faith business solution through
negotiations with Fusion.

At the same time Mitsubishi has sought the opinions of independent and reputa-
ble experts on the issues of Japanese patent law, microwave technology, and busi-
ness practices. As described in the attached letter of last year to Ambassador Yeut-
ter and in the accompanying exhibits, Mitsubishi went to three experts, two Ameri-
can and one Japanese. Mitsubishi requested that Stanford Research Institute ana-
lyze the respective technological developments by Mitsubishi and Fusion. Mitsubishi
also requested Mr. John Manning, long time head of IBM's patent licensing pro-
gram, to examine the history of negotiations between the two companies. Finally,
Mitsubishi sought and received a lengthy legal opinion of Yuasa and Hara, the pre-
eminent patent law firm in Japan. The reports of each of these experts support Mit-
subishi's position and refute Fusion's allegations from a legal standpoint, an engi-
neering perspective, and a business point of view.

These reports were forwarded last year to former U.S. Trade Representative Clay-
ton Yeutter. A copy of this submission to Ambassador Yeutter is attached. After
analysis and review, we understand that Ambassador Yeutter concluded that this
issue was a business dispute between two companies to be resolved through normal
business techniques. In any event, Ambassador Yeutter took no further action on
the matter.

Once again, I deeply appreciate this opportunity to clarify the Subcommittee's
record on this issue. I would be glad to respond to any questions that the Subcom-
mittee might have.

STATEMENT OF DONALD J. QUIGG

Falls Church, VA, November 27, 1989.
Hon. JAY ROCKEFELLER,
US. Senate,
Hart Building,
Washington, DC.
Attention: Ira Wolf
Dear Senator Rockefeller:

At the request of your staff, I have reviewed the testimony of Dr. Robert H. Rines,
given in the proceedings of a Hearing on Structural impediments Initiatives, of the
Subcommittee on International Trade, Committee on Finance, United States Senate.
held on November 7, 1989. I am pleased to respond to that request.

Much of Dr. Rines testimony had to do with performance of the United States
Patent and Trademark Office in the period from the 1950s until 1980. I will not con-
sider those comments. The real question as you addressed it to Dr. Rines had to do
with the Japanese patent law and how it is administered.

Dr. Rines was correct in stating that it is possible to have an application made
special under the Japanese law. However, he used an important qualifier. "Restrict-
ed budget!" He stated, "I know some that have very restricted budgets ---. Then
you cannot do what I just described to you." (p. 85, Is. 17-20).

The Japanese have about 860 patent examiners. They receive more than 500,000
applications a year. How many applications can they afford to examine on a special
basis and still examine more than a small percentage of the total? It is impossible.
So what Dr. Rines appears to have been saying is that if you have enough money,
you can be one of a select few that can get a patent in a reasonable amount of time.
If you don't have the money, you wait your normal turn.

The best figure that I have for the average time the Japanese take for examina-
tion of an application is about 3 years. The time that an applicant takes to request
examination during the deferred examination period cannot be laid at the feet of
the Japanese administration. They do, however, have a provision of their law which
permits competitors to delay the issuance of a patent. That is their pre-issue opposi-
tion. That can take an additional 2-3 years after the examiner has decided that the
invention is patentable.

Dr. Rine argues, p. 75, Is. 20-24, that "unlike the U.S., we do not have to wait for
the issuance of patent damages against an infringer." I believe that what he was
saying was that after the application is published 18 months after filing, damages
can begin to accrue.
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One problem with that system is that a person doesn't have the slightest idea
what to use to determine whether an infringement is taking place or not. There has
been no search or examination. On the other hand, the publication gives a party an
opportunity to take any and all of the published information and use it in a re-
search program for the purpose of building a fence around the basic invention
before the basic inventor can get his patent. If a patent issues before publication, as
in the U.S., the patentee could control that situation.

As for the accrual of damages after publication, that provides no help if the appli-
cant wishes to control the use of his invention. Injunctive relief is not available
until the application is published for opposition. The applicant can ask for an in-
junction at that time, but at very great risk. A substantial bond is required. That is
a large risk that most companies do not care to take. Thus, there is in effect a man-
datory licensing system which provides the applicant damages (royalties) until the
patent issues.

In his testimony, p.83, et seq., Dr. Rines assumes that 1 have concluded that the
Japanese are stalling when they reject applications on single issues rather than
doing a full search and rejecting on all issues and letting the applicant respond com-
pletely at one time. I have made no judgment as to that. My conclusion has simply
been that as the practice is carried out, it provides an excellent opportunity for
delay.

Although U.S. practice has nothing to do with how the Japanese carry on their
operation, I must take exception to Dr. Rines conclusion, p.72, Is. 5-8. The U.S.
Patent and Trademark Office figures are averages. Thus, I cannot evaluate his con-
clusion that in practice it takes between 2.5 and 4 years to get a U.S. patent. How-
ever as of October 31, 1989, when I left the Office, the average pendency was 18.3
months. That was a terrific accomplishment by a great group of almost 1600 exam-
iners and their supporting staff. They can be justly proud of their efforts.

Dr. Rines mentioned, p. 72, Is. 16-18, that it took him about 4 years to obtain a
patent on an electronic circuit from the U.S. Patent and Trademark Office. He did
not mention the time frame of years in which he was operating. However, on Octo-
ber 31, the average pendency of applications in Examining Group 250 (Electronic)
was 19.7 months.

I have no information that would cause me to change the conclusions set out in
my speech to the Japan-American Society of the State of Washington which you had
published in the Congressional Record, S3962, on April 13, 1989.

I hope that these comments will be of some help to you in your efforts to elimi-
nate trade barriers.

Sincerely,
DONALD J. QUIGG.

DONALD J. QUIGG, ASSISTANT SECRETARY OF PATENTS AND TRADEMARKS

(Japan-America Society of the State of Washington)

TITLE: U.S./JAPAN INTELLECTUAL PROPERTY RIGHTS AND TRADE POLICY

Thank you for inviting me to be a part of this very fine program, and for the
opportunity to address the major role intellectual property plays in the global econ-
omy.

We live in an ever increasingly interdependent global community where economic
power is the major new force... A world created by American creativity and tech-
nology... A world, however, no longer singularly dominated by American technolo-
gy.

For the next few minutes, I would ask that you look beyond the confines of the
typical intellectual property professional, beyond the world of prosecution and liti-
gation, and beyond the issues of infringement and licensing, and clients, and bil-
lings.

Try, if you wills to see just where intellectual property protection fits into the
greater scheme of things-how it relates, for example, to technological progress, to
the competitiveness of established businesses and the nurturing of new ventures, to
the social well-being and the national economy.

You will see that this interrelationship appears more evident than ever before in
the 200 years since Thomas Jefferson was examining patent applications. A great
deal is riding on the strength of our intellectual property protection system. And
I'm not just talking domestically. America's success in international markets will be
increasingly dependent upon the establishment of sound and fair systems of protec-
tion throughout the world.
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In the past few years we have heard much about the ground we have lost in most
sectors of world trade. If we are going to reverse that trend, we must create an
international intellectual property protection system that will assure a growth of
multilateral trade for everyone.

In many cases, the effects of inadequate intellectual property protection on trade
are obvious. For example, if a country's patent law does not cover pharmaceutical
inventions ... or the term of protection is very short ... or the penalty for infring-
ing a patent is very small... people can make and sell a pharmaceutical in compe-
tition with the inventor's product. The pirate probably can price the pharmaceutical
far lower than the inventor can, because the pirate has no research and develop-
ment costs to recoup. The more product the pirate sells, the less the inventor ex-
ports. The effect of Japan's patent system on our exports is not this obvious. Com-
pared with the patent laws of many countries, Japan's patent law is good. Most in-
ventions are patentable, protection extends for 20 years from the date the applica-
tion for a patent is filed (but no more than 15 years after the patent is granted), and
courts can grant both injunctions and damages to a patentee whose patent is in-
fringed. But as Alfred Korzybski has said, "The map is not the territory." To deter-
mine whether the law has adverse trade effects, you must look at how- the law actu-
ally works.

Japan's law appears to be administered in a way that makes it a formidable, but
subtle, trade barrier. An inventor's competitors can use the law to delay, almost in-
definitely, the issuance of a patent for the invention. Competitors can use an inven-
tion before the patent issues without the inventor's authorization because it is very
difficult for the inventor to seek damages and next to impossible to obtain an in-
junction before he has a patent. In other words, they indirectly have a massive man-
datory licensing system. This is particularly bad if the invention has a short liTe.
The Japanese were given a copy of this speech last week and responded that many
of my comments about their system are unfair. Their comments with respect to
what I have just said are:

(1) The unexamined publication system is well established in the world.
(2) Applicants are provided with the right to demand payment of compensation,

for the use of invention disclosed in the publication of unexamined application.
(3) After publication for opposition, inventors can exercise the right to injunction

and compensation.
In Japan, however, an unauthorized user can develop improvements in connection

with an invention and apply for patents on those improvements, making cross li-
censing almost a requirement for an inventor who wants to do business in Japan.
The threat of compulsory licenses enables Japanese competitors to obtain licenses at
favorable rates. They then can produce and sell products that compete with the in-
ventor's in the Japanese market and, often, elsewhere. That means fewer U.S. ex-
ports to Japan. Perhaps one means of combatting this is for the U.S. inventor to
make sure that all possible uses of the invention are disclosed in the early basic
application.

The Japanese response to the latter situation was:
(1) As you know, inventions without inventive steps are not entitled to patent.
(2) Cross licensing is a common form of business transaction in the world. Cross

licenses are established after careful evaluation of the patents involved between
parties.

(3) Thus cross licensing in Japan need not be disadvantageous to the owners of
basic patents. However, as the saying goes, "Justice delayed is justice denied." The
opportunity for delay under Japan's law appears to be limitless. A major cause of
delay, we believe, is that the Japanese Patent Office is seriously understaffed to
handle the volume of application it receives. Last year, approximately 511,000
patent and utility model applications were filed with the Japanese Patent Office
contributing to a backlog of approximately 2.5 million (of which 627,000 have re-
quested examination). Their Office has approximately 860 patent examiners to
handle those applications. Even if you subtract 50% of the applications which will
never be examined, that leaves a huge number of applications per examiner. The
Office has announced plans to hire approximately S5 new examiners this year.
Some improvement!

In contrast, the U.S. Patent and Trademark Office has approximately 1500 patent
examiners and we plan to add 245 more per year over the next several years. Since
1981, we have increased our examiner corps from around 800 to the current level
and, as a result, we have been able to reduce the average pendency of patent appli-
cations from about 25 months to 19 months. Pendency in Japan is approximately 5
years (a 2 year period before examination is requested and a 3 year period to com-
plete the examination). A major cause of delay in processing applications.., is un-
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derstaffing. The problem is exacerbated because examiners do not appear to include
all of the reasons for the rejection of the application in a single Office action to
which the applicant could respond. Instead, examiners appear to reject an applica-
tion on a piecemeal basis. They will reject an application on a single issue. If the
applicant overcomes that rejection, either by convincing the examiner or by appeal-
ing the matter to higher authority, the examiner will only then apply another possi-
ble reason for rejection. This can go on indefinitely.

The Japanese response was:
(1) Examiners are supposed to examine swiftly and appropriately.
(2) Examiners are supposed to indicate reasons for rejection as comprehensively as

possible.
(3) The JPO provides enough opportunity for response to applicants including

cases of insufficient translation.
This does not address what actually takes place.
Competitors of an applicant can use this apparent practice of rejecting an applica-

tion one reason at a time to their advantage. Once a patent application is published,
18 months after it is filed, outside parties can submit information to show why the
published application should be rejected. The information can be submitted in writ-
ing, by telephone, or in a personal interview with the examiner. Although the
person submitting the information will be notified whether the information is used,
the applicant, currently, is not told that any information was supplied. The only
way the applicant can learn if its application has been reviewed by anyone or that
someone has submitted information about invention's patentability is to review the
application file oh a regular basis. That can be very costly for a foreign firm. At a
meeting last week of the Working Group on Intellectual Property under the US/
Japan Trade Committee, the Japanese Government promised to modify this practice
by notifying the applicant and keeping a record in the file of all communications
with outside parties.

But, a Japanese competitor can still use the system by reviewing published appli-
cations and submitting information to the examiner-a little at a time. If the exam-
iner rejects the application on the basis of one submission, the competitor can wait
to see whether the applicant is able to overcome the rejection. If the applicant does
overcome the rejection, the competitor can submit more information. If the examin-
er decides that the invention is patentable, the competitor can use the same infor-
mation to oppose issuance of the patent. In essence, the competitor gets two bites at
the apple all before a patent issues.

Often several competitors will file oppositions if an examiner decides that an in-
vention is patentable. Each opposition may be based on the same or different infor-
mation. Each competitor has only the cost of a single opposition. The applicant must
bear the costs of translating and responding to each opposition. Many applicants,
particularly small businesses, either agree to license the competitors at low rates or
give up entirely. Either way, the local competitors win.

The Japanese say:
(1) The opposition system is well established all over the world.
(2) Excluding exceptional cases, the number of oppositions fined against an appli-

cation is normally small. (1.8 on average).
(3) Opposition provides a relatively inexpensive system for the stabilization of

patent rights.
Nevertheless, the Japanese examiners also appear to require much narrower

claims than would be allowable in the United States. They do this by requiring
actual working examples for each claim. In the United States, an applicant must
disclose his invention so that one skilled in the art could practice the invention, but
we do not require working examples for everything claimed. Obviously,- the narrow-
er the claim, the easier it is for someone to "invent around" a patent by making
minor modifications.

Competitors do "invent around" significant inventions for which applications are
pending. Many times the competitors will fine many of their own applications for
small improvements of the basic invention. The applicant finds that it must oppose
many of these applications or license those competitors in order to be free to sell its
own product in Japan. Once again, maybe a portion of the blame lies with the U.S.
attorney who prepared the case.

The Japanese respond by saying: If the applicant discloses his invention in the
specification in such a manner that one skilled in the art could practice the inven-
tion without difficulty, examiners will not require actual working examples for ev-
erything claimed, or require narrowing of claims. This is one of the topics of the
Trilateral Conference.
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However, if a patent owner refuses to give owners of dependent patents licenses,
they can apply to the Japanese Patent Office for a compulsory license. It has never
been necessary for the Japanese Patent Office to issue a compulsory license because
patent owners agree to licenses rather than have the Government force them to do
so. His product then must compete with his licensees' products in Japan and that
reduces his sales. The license fees he receives are significantly lower than his profits
would have been.

The Japanese say:
* Mr. Quigg's charge is totally unfounded.
* Impartiality and transparency of the proceeding concerning licensing are guar-

anteed.
Compulsory license is not granted if it would unjustly injure the interests of the

owner of basic patent right.
* * * * * * $

As you can see, the Japanese Patent Law acts as a formidable trade barrier for
foreign businesses. The U.S. Government has been working multilaterally and bilat-
erally to eliminate the barriers it creates. Under the auspices of the World Intellec-
tual Property Organization in Geneva, both the United States and Japan are par-
ticipating in negotiation of a Draft Treaty on the Harmonization of Certain Provi-
sions in Laws for the Protection of Inventions. This effort, which began in 1985, has
produced a Draft Treaty of more than 20 Articles, some with rules. If ultimately
adopted by Japan the treaty would bring about some significant improvements in
Japan's Law-broader claims and a longer "grace" period, for example. The United
States would have to change its First-to-Invent practice in favor of First-to-File, as
part of a balanced package of improved protection standards internationally. We
tested the water with that announcement-and the ripples are still spreading
around the world.

Sentiment on that point within the United States seems to range from "never" to
"let's dispose of 'First-to-Invent' unilaterally." But in the context of the Geneva
meetings, I emphasized that we would give it up only if it were part of that "bal-
anced package." I want to explain exactly what I mean by that.

We are looking for equally significant concessions on the part of our partners in
such a treaty. Stated in another way, we expect to eliminate or modify elements in
laws of various countries that tend to tilt the playing field against inventors of
other countries. We expect to gain items of interest to the United States ... items
such as an international grace period, a broad definition for patentable subject
matter, an adequate patent term, among a number of other things.

Also, we are relying upon your advice in pursuing these harmonization discus-
sions. We need and will seek the active participation and advice of the bar, U.S.
industry and the Congress in this endeavor. So do not hesitate to become involved,
to give us your opinion-or to voice that opinion to your bar representative.

We also are discussing harmonization of patent laws with Japan and the members
of the European Patent Convention. These talks, called "the Trilateral," began as
discussions among the European Patent Office, the Japanese Patent Office and U.S.
Patent and Trademark Office regarding harmonizing our automation systems.

For example, automation discussions included strategies for sharing electronic
system design criteria, patent data standards for storage and retrieval, and so or,

en, the Trilateral sessions started to explore the possibility of harmonization of
certain examining practices in the three offices. "Unity of invention" and "inven-
tive step" were the first topics addressed, followed by such additional topics as ad-
ministrative procedures. For example, those involve specific requirements for claim-
ing priority, timing and scope of amendments, and for filing applications in lan-
guages other than the official language of an office. Still later, the Trilateral ses-
sions turned to the subject of scope of patent- coverage, particularly for biotechnol-
ogy and computer-software-related inventions. They also began to address disclosure
requirements. So it was that the Trilateral gradually entered a broad patent law
harmonization arena, topic by topic.

Since these discussions have expanded to numerous topics, the 13 member states
of the European Patent Convention had to be added because the European Patent
Office does not have authority to speak for the member states about issues that
would require changes in national law or in the convention. The larger group, called
the "Club of 15," met last fall for the first time and decided to coordinate the posi-
tions the group will take in the WIPO harmonization discussions as well as to ana-
lyze areas in which the laws and practices of the members of the Club of 15 might
be harmonized.
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Duringthe sixth Trilateral Conference last October, the U.S. Patent and Trade-
mark Office, the Japanese Patent Office, and the European Patent Office finalized
and agreed upon a text for harmonizing the unity of invention practice. We now
need to obtain authorization to implement this practice.

Under the General Agreement on Tariffs and Trade (GAIT), we are working with
the Japanese and other countries to establish minimum standards of protection for
each form of intellectual property, including trade secrets and rights in semiconduc-
tor chip mask work lay-out designs. The Japanese have been very helpful in GATT
in opposing the effort by certain developing countries to block progress. The negotia-
tions in GATT, however, are not designed to harmonize laws, but to establish mini-
mum levels of protection worldwide and to provide a means for resolving disputes
between countries if one believes that another is not fulfilling its obligations.

We also are working with the Japanese bilaterally on those issues that are of con-
cern to us which are not being addressed in WIPO, GATT or the Trilateral. It is in
the U.S.-Japan Working Group on Intellectual Property that we are addressing
the delays caused by understaffing. We are also negotiating regarding copyright
issues involving computer software and sound recordings, trademark issues, trade
secret protection, and other matters such as internal and border enforcement of in-
tellectual property rights. The Working Group met most recently last week.

I am hopeful that, over time, these efforts will bear fruit, that the patent laws of
the world will be- harmonized.

George Bernaid Shaw wrote something, often repeated by others, that I believe is
appropriate here. "You see things and say, 'Why?', but I dream things that never
were, and I say, 'Why ndt?'" I dream of a day when an inventor, to get protection
worldwide for his invention, will be required only to file one patent application in
his native language in his own country. The processing of the application will be
done once according to standards set internationally by treaty. If the patent is
granted, the inventor will merely register his right with the other countries in order
to be protected. To make sure that the patents are interpreted uniformly in each
country, it would be necessary to have an international court of patent appeals.

* * I * • • •

In today's global economy, we must work in partnership with Japan and all the
other countries of the world. There is no surer way of impoverishing ourselves than
to try to go it alone by not working with the other countries of the world.

By not working with our trading partners, I think of the story of a Sunday school
teacher who asked her class, "Who wants to go to heaven?" All the children raised
their hands except for one little boy in the back of the room. The teacher, astound-
ed, says, "Charlie, don't you want to go to heaven?" "Yep," he says "but not with
this bunch."

As I said at the beginning, we live in an ever increasingly interdependent global
community no longer singularly dominated by American technology or trade.

To paraphrase Commissioner Yoshida, at one of our recent meetings, "It appears
that we all have basically the same dreams for the future of patents on an interna-
tional scale. Of course, we cannot be satisfied with leaving them only dreams. We
now have the responsibility of striving to contribute-to the development of patent
harmonization throughout the world."

I believe our current efforts will help achieve that harmonization and thereby en-
- hance America's success in the international markets.

Thank you very much.

S-ATEMENT OF THE U.S. COUNCIL FOR AN OPEN WORLD ECONOMY

Statement submitted by David J. Steinberg, President, U.S. Council for an Open
World Economy, to the Subcommittee on International Trade of the Senate Commit-
tee on Finance in hearings on the U.S.-Japan Structural Impediments Initiative. No-
vember 4, 1989

(The U.S. Council for an Open World Economy is a private, nonprofit organization
engaged in research and public education on the merits and problems of developing
an open international economic system in the overall national interest. The council
does not act on behalf of any "special interest.") -

In the release announcing these hearings, the Chairman of the Subcommittee on
International Trade is quoted as calling the Structural Impediments Initiative
(aimed at structural economic impediments obstructing U.S. exports to Japan) "the
most important trade negotiation that the U.S. has ever entered into." If the SII
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may correctly be called a negotiation, it is hardly the most important in U.S. trade
history. It is hardly a negotiation at all-that is, it is not a bargaining exercise capa-
ble of producing an agreement of much depth and overall substance. The reason is
that the Structural Impediments Initiative is itself encumbered by a structural im-
pediment-namely, the absence of a negotiating framework dramatic enough, com-
prehensive enough, indeed electrifying enough, to energize concessions and commit-
ments as far-reaching as those involving institutional and possibly cultural issues
like land policy, the distribution system, the level of savings in contrast to invest-
ment, etc., in Japan. The United States would have its own array of trade barriers
and other economic policies to reform. The only initiative capable of encompassing
all structural impediments, or of making far-reaching inroads even in a limited
array of structural impediments, is a free-trade initiative aimed at programming to-
tally free (and, indispensably, totally fair) trade among the contracting parties. (I
have outlined such a strategy in previous presentations to the Senate Committee on
Finance and other Congressional committees.)

Until a coherent free-trade initiative is undertaken, the current brand of Sl talks
should be shelved. Re-examining issues that have been on the agenda of U.S.-Japan
discussions for many years, the current SII talks (looking toward an interim state-
ment by the American and Japanese conferees next spring and a program of action
next summer) are great intellectual fare, but incapable of inducing the results each
country expects from the other. Economically far-reaching, culturally impacting,
and politically difficult, the reforms necessary from both sides won't happen unless
impelled, in fact compelled, by a free-trade compact programming totally free-and-
fair trade-involving the United States, Japan, and as many other countries as care
to join-in accordance with a realistic timetable. Japan would then be faced with
the crucial, perhaps excruciating, choice between (a) staying out, at great cost to its
economy in competition with countries that participate, and (b) coming in and
making the drastic, productive changes that participation in an authentically free-
trade compact would demand.

This free-trade compact (a free trade area under the rules of the General Agree-
ment on Tariffs and Trade) would also impel, in fact compel, a range of U.S. reforms
of policy and performance (fiscal, monetary, education, investment, productivity,
product quality, etc.) that might otherwise be as resistant to change as are many of
Japan's structural impediments on which so much attention has been focused. Such
urgently needed changes in the United States have at least as much to do with im-
proving U.S. trade and overall economic relations with Japan as the changes we
seek in Japan's structural impediments to U.S. exports.

Is the United States-government, industry, agriculture, labor, the public at
large-prepared or preparing for an initiative really capable of dismantling struc-
tural impediments to fair and open access to the Japanese market? Far from it. In
fact, the SII process may lead to increasingly rancorous relations between the
United States and Japan if (as is quite likely) nothing of much substance in lower
trade barriers emerges from this exercise. The chairman of the Subcommittee on
International Trade has already warned that, if the SII does not succeed on sched-
ule, he plans to push for legislation requiring the Administration to initiate aggres-
sive measures against some of the major Japanese structural barriers-leading sup-
posedly to U.S. retaliatory measures if Japan is not forthcoming with acceptable
concessions within a certain period. Retaliation is capable of inducing counter-retal-
iation in direct or oblique ways.

So, as the Strategic Defense Initiative dwindles into a less ambitious project, say
hello to the new arrival in the "initiative" series of government policy planning-
the Structural Impediments Initiative. Will our attention be shifting from "Star
Wars" to trade wars?

The chairman of the Subcommittee on International Trade stated in the Senate
on September 26 that "if free trade is to survive in the United States, the Japanese
market must be opened." My rejoinder is that, if the Japanese market is really to
be opened as wide as our government feels it should, then free trade must not only"survive in the United States; the United States must, at long last, launch a free-
trade strategy worthy of the name. On October 30, the U.S. Trade Representative
said: "If the second largest market in the world (Japan) will not open its market,
the largest market in the world (the United States) cannot have a trade strategy
that includes free trade and open markets." I would rephrase the U.S. Trade Repre-
sentative's statement, as follows (withholding any question about Japan' s ranking
among world markets): If the second largest market in the world (Japan) will not
open its market, the largest market in the world (the United States) must have a
trade strategy that includes free trade and open markets-a free-trade strategy of
the kind I have advocated.
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We have never had a coherent, definitive, deliberate, explicitly free-trade strate-
gy, and we are not prepared or preparing for one now. Nor, with hardly an excep-
tion, is anyone advocating such an initiative.

STATEMENT OF THE U.S.-JAPAN BUSINESS COUNCIL

REPORT OF THE JOINT TASK FORCE ON U.S.-JAPANESE PATENT SYSTEMS

The joint task force from U.S. and Japanese industry met in Washington on Octo-
ber 25 and 26, 1988, pursuant to the joint statement of the 25th Japan-U.S. Business
Conference in Tokyo on July 10-12, 1988 to examine their two patent systems and
make preliminary recommendations for harmonization. At a hearing conducted by

.Senator John D. Rockefeller, IV, chairman of the Subcommittee on Foreign Com-
merce and Tourism of the Committee on Commerce, Science, and Transportation on
February 28, 1989, the chairman of the U.S. group testified on behalf of the U.S.
group, based on the discussions of the joint task force. The U.S. group also submit-
ted a preliminary report to the Executive Committee prior to its February 1989
meeting in San Francisco.

The following represents an agreed statement of the joint task force.
The task force discussed current problems relating to patent law, patent office

rules and practice, and enforcement of patent rights in both the United States and
Japan. They also discussed problems relating to recently publicized criticisms of the
Japanese patent system. As to allegations raised by particular U.S. companies, the
Japanese group took the position that they are not true. In any event, the joint task
force did not feel that it could evaluate or offer conclusions concerning disputes be-
tween particular companies.

Preliminarily, the group wishes to commend the efforts of their governments and
those of other involved countries, as well as the World Intellectual Property Organi-
zations and to endorse current activities in connection with the Uruguay Round of
the General Agreement on Tariffs and Trade, to improve intellectual property sys-
tems and to harmonize the patent systems of the world. It supports those efforts; its
comments should be viewed as consistent with those goals.

It should also be stated that there are many points of harmony that exist between
the U.S. and Japanese patent systems and that these similarities are due in part to
the constructive collaboration that has existed between the governments, industry,
and the bar in the two countries. Our further comments are made against that
background.

THE JAPANESE PATENT SYSTEM

Regarding the Japanese patent system, the joint task force strongly recommends
large increases in the staffing of the Japanese Patent Office, and other efforts, in
order to greatly lessen the backlog of pending patent applications and the time of
pendency of such applications in the Patent Office.

The task force recognizes that the relatively large number of Japanese patent ap-
plications filed in Japan by Japanese companies is due in large part to the Japanese
single patent claim practice which existed for many years. The practice was
changed recently and the task force supports efforts to encourage rapid adoption of
the new multiple claim practice.

Additionally, the U.S. group recommended that (1) the Japanese Patent Office
permit patent applications to be filed in foreign languages, as is now possible in the
U.S. Patent and Trademark Office, subject to timely submission of acceptable trans-
lations, (2) correction of translation errors be permitted, based on consistency with
the priority document, and (3) and (4) the Japanese systems of lengthy (seven-year)
deferred examination and pre-grant opposition be eliminated in order to lessen the
frequently long period of time before a patent is granted and effectively usable to
maintain exclusivity.

The Japanese group felt that the question of filing in a foreign language should
be dealt with in a multilateral forum. They believed that there are difficulties in
using a foreign language text as a source document for permitting corrections of
translation errors. They stated that any alleged disadvantages in the deferred exam-
ination and pre-grant opposition systems would be lessened by ensuring an efficient,
speedy, and early examination of patent applications and efficient and speedy con-
duct of oppositions. They pointed out that the deferred examination serves to lessen
the workload at the Japanese Patent Office and thereby shortens pendency time.
The Japanese group was of the opinion that the opposition system prevents patents
of questionable validity from being granted and enforced.
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The U.S. group noted that many deferred applications are eventually examined
and the problem of examination is thus merely put off to the future. The Americans
believed the answer lay in a prompt, effective patent office examination. They be-
lieved that with pregrant oppositions and invalidity trials, a patent can be effective-
ly tied up in challenges for all or most of its lifetime. While they recognized that
these recommended changes would not solve all problems with the Japanese patent
system, their total impact would be beneficial.

The joint task force also considered issues relating to Japanese patent litigation
practice, with the U.S. group expressing interest in broader interpretation of pat-
ents in the courts, faster handling of litigation, and greater ability to obtain prelimi-
nary injunctions. The Japanese group pointed out that the average litigated case is
disposed of in less than four years, that courts have recently interpreted patents
more broadly than in the past, and that preliminary injunctions have been granted
in a significant percentage of cases. The U.S. group welcomed and encouraged these
trends, although they had not themselves experienced the changes.

THE U.S. PATENT SYSTEM

Regarding U.S. patent practice, the joint task force recommends (1) modification
or elimination of interference practice if a suitable package of changes can be
agreed upon in harmonization talks being held under the auspices of WIPO, (2)
modification or elimination of 35 U.S.C. 104 and the so-called Hilmer doctrine, sub-
ject to the WIPO harmonization talks, (3) some expansion of the right of third par-
ties to participate in reexamination practice, beyond the current procedure now
under review in the Patent and Trademark Office, and (4) change of patent term to
begin with date of patent filing rather than date of patent grant in order to avoid
unduly extended patent terms resulting from protracted preissuance proceedings.
The group also supports the current trend toward a more reasonable and compre-
hensible application of the duty of disclosure.

The Japanese group expressed concern that the U.S. Patent and Trademark
Office has granted some patents that should have been rejected and that, in a time
of stronger enforcement of patents, third parties could be and have been harassed
by such patents. The U.S. group is also committed to issuance of quality patents. It
commented that the overall performance of the U.S. Patent and Trademark Office
was generally of a high quality and that the strengthening of the patent system was
healthy and important for innovation.

GENERAL COMMENTS

In general, the joint task force (1) recommends that applicants submit to patent
offices the closest prior art known to them in order to ensure that only valid patents
are granted, (2) agrees that patent applications should only be filed on inventions
made by the applicants which have not been copied from others and which are not
known to be unpatentable, (3) supports adoption of a uniform standard for ensuring
unity of invention, (4) opposes any kind of administrative interference or influence
on the patent examination or adjudicative process and disapproves of collusive oppo-
sitions or reexaminations intended to harass or overwhelm patent applicants, (5)
supports current trends to permit grant of broader patents, when properly support-
ed by disclosure, and to interpret patents to provide protection in accordance with
the importance of the inventive contribution embodied in the patent, even if beyond
the literal scope of the patent claims and specific embodiments disclosed, (6) urges
adoption of a uniform grace period, and (7) supports maintenance of a uniform arid
high standard of patentability in the U.S. and Japanese patent offices.

It is hoped that the above-noted views of the joint task force will contribute to the
improvement and harmonization of the U.S. and Japanese patent systems and to
mutual understanding between industry and government in both countries. It be-
lieves that the meetings were conducted in a spirit of professionalism and good will.
The task force will be pleased to meet again if circumstances indicate the desirabil-
ity of doing so.

ALAN D. LoURIE.
S. UCHIHARA, Chairmcn, April 19, 1989.
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Hidden Wall: A Native Son "
Battles Japan's Trade Barriers
Ryusuke Hasegawa 's Frustrating 4 Years

By Fred Hiatt
vmiis Pa .'e S5mo

TOKYO-It seems, at first, a fa-
rmliar story. American busnessnian
comes to Japan with great hopes.
works his heart out and, four years
later, retreats to New Jersey, a
beaten man.

Ryusuke, Hasegawa had heard
such tales, but thought he was un-
mune. Hasegawa. a naturalized
American. was born in Japan 49
years ago. attended colege here
and didn't leave until he was 24,
Japanese master's degree in hand.
No one could complain that he
didn't know the language or cus-
toms.

He cam., moreover. with a high-
teds product to sell, a $12 billion
corporation, Allied-Signal Inc., to
back him up an a partnership ith
some blue-chip Japanese consaies

Yet this month Hasegawa, Like
hundreds of less-prepared bAsiness-
men before him, wll indeed retreat,
somewhat bitterly, to New Jersey.
He has spent much of his time de-
fending Allied's invention against
patent challenges by Japanese corn-
petitors and meeting and during
with potential customers who never
seemed quite ready to buy, At the
same time. the Japanese govern-

meant was funding research to catch
and surpass Alied-Signal.

'I feel bad for American compa-
nies,' Hasegawa said in a recent in-
terview. 'We do a lot of basic re-
search, and when we are about to
be successful, a Japanese company
comes in and gets the business,"

Hasegawa's disappointment may
help explain one side of the $50 bil-
lion U.S. trade deficit with Japan
that is frustrating polacymakers and
inflaming anger on both sides of the
Pacific Like many foreigners be-
fore him, Hisegaws ran into invisi-
ble culturl'uade barriers, a Japa-
nes Instinct, official and unofficial,
to protect its industry from foreign
competition and the wilLingness of
cash-rich Japanese firm to invest
hugely in research rather than cede
any ground to competitors.

And while Allied's failure so far
cannot be blamed solely on Japan,
the company appears to have avoid-
ed many pitfalls to which Japanese
often attribute American business
failures here, such as lack of cultur-
al and linguistic understanding or an
expectation of instant results in this
difficult market.

With Hasegawa's departure, Al-
lied-Signal vill not give up its ef-
forts to sell the amorphous metal
products it developed in its New

Ryuauka HaseIawa vice present of Nipp oaAaoliMai

Jersey laboratory. Hasegawa, who
will visit frequently, still thinks Al-
lied's ont venture here will sc-
ceed.

Moreover, A.lied-Signal has oth-
er subsidiaries, joint ventures and
affiliates, some of which have been
here more than 50 years, together
generating sales of $700 million a
year.

Altogether, U.S. exports to Japan
totaled $42 lhon in 1988, up from

.31.5 billion the previous year.
But Hasegawa, in a recent inter-

view. acknowledged that he is frus-
trated by the meager frius of his
four years' labor. Nippon Amor-
phous Metals Co. Ltd., as the joint

venture between Allied and theMitsW group is called, is st earn-
ing only $2 million a year, halt its
operating expense

I thought. 'This is rdculou I
speak the language. I undertand
the customs, this mn't going to hap-
pen to me,'' Hasegawa said. And
then things didn't go as I expected.

'The Japanese Like harmony," he
continued. 'You azy, 'Buy ours, it's
cheaper.' and they won't. And you
say, 'Why not?' And they say. 'Be-
cause we're happy. You're destroy-
ing our harmony, Everything was
harmonious until you came along.'

"We buy Japanese cars because
Sea HIASEGAWA. G10, Coa l
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they're good. Well, we have a high-
tech product that is good-and
they're not Listening to us."

Hasegawa wears the navy suit of a
buinessman but. wth his shy manner
and hair falling just above his eyes,
has the look of a scientist. In fact, he
is both, an engineering PhD from the
Clornia institute of Technology as
well as vice president of Nippon
Amorphous Metals Co.

He left Japan in'the 1960s to get
.the best science education possible.
SLike many Japanese scientists-in-
:cluding Susumu Tonegawa, Japan's
-Nobel laureate who did his priz-win-
•nmg research in Switzerland and now
-wrks at ~he Massachusetts Lnatitute
:of Technology-Hasegawa was at-
.irscted by an openness in U.S. labs
that encouraged creative thinking.
* 'In Japan, you can't speak your
mind,' he said. VThe troessoir is all-
)ow You an do Improvement
over certain technology, but if you

- want to do something drastically diE-
'ferent, it ia very difficult"

So Hasegawa chose to stay, work-
-ing first for International Business

Machines Corp. and, for the past 14
years, at Allied-SignaL There, in the

:197os, he was part of a laboratory
:team. alWg with Indian-bom David
'MAmsii that discovered how to
-make 'amorphous metals-'
: Such metals are heated until mol-
-ten, and then suddenly cooled-from
-. ,000 degrees centigrade to room
temperature in a milisecond-so that
they retain the cryst structure of A
qd. With the process Allied devel-

oped, components of computers and
other electronics can be made mall-
er. and electric transformers in utdity
p-e can be made more energy-effi-
cent.

'Japan has no oil," Hasegawa said,
so he believed utilities here would
welcome the product. Enough utilty'
pole transformers are replaced here
annually to offer a $65 million mar-
ket, he uidrSeversl utilitie in the
United States, including Virginia
Power Co., have begun replacing old
transformers manufactured by Wes-
tinghouse or General Electric Co.
with those that use Allie amor.
phous metal

They are more expensive to buy
than traditional steel transformers.
according to the Electric Power Re-
search Institute- but save money in
the long Tun by mini i ng energy
loss.

But after four years, Hasegawa
was unable to interest a single elec-
tric company here in Alld's product.
The utilities never said no, but always
they needed more t4me, more tests,
more study. Allied's efforts chal-
lenged two of Japan's most powerful
corporation, Nippon Steel and Kawa-
aki Steel, which make the silicon

steel now used in transformers- Hase-
gawa said giant firms use their mus.-
cle to keep competitors out, threaten-
ing to cut off supplies if the system is
disrupted.

Haegawa noted that Allied's Japa-
nese patents on amorphous metals
expire in the mad-i990s. 'The utifies
say they're interested, but not now,'
he said. "They may be waiting for our
patents to expir,'e.

Indeed. a Nippon Steel spokewm
said his company is developing its
own capability to make amorphous
metal, aided by more than $11 million
from the government's New Technol-
ogy Development Corp. since 1981.
But the spokesman, who asked not to
be named, denied that Nippon Steel
presmed utilities to stay awy from
Allied. 'We are -u po wth
ow own edlit' be said

' A spokesman for Tokyo EectricPower Co. dedined to comment
Meanwhile, another corporate gi-

ant, -Hitschi Metals Co., challenged
Aled's patents and filed its own. The
tme spent in patent cout troubled
Hasegawa most, since he believes
that Hitachi changed Allied's process
slightly and claimed it ass new inven-

'If you invent a knife of a different
shape, in Japan you can patent that,'
Hasegwa said. 'In the United States,
it's st il a knde.' A Hitachi official dis.
agreed, arguing that Hitachi indepen-
dently invented a way to make atmor-
phous metal. Hitachi has won one
legal battle against Allied, allowing it
to sell some products in the United
States, while most Japanese battles
remain unresolved.

Whatever the merits of t case,
Allied's complaints are not unusul
according to a US. C4mmercie De-
patment official.

'Many practitioners in the United
States believe that Japanese court
have been less than friendly in provid-
ing a fair measure of protection tops-
tented inventions,' Michael Kirk. a
sistant commissioner for external
a fair, tol a Senate baasmnrttee in
February.

In at1, Hasegawa aid he came to
fee that Japaiese companies regard
his venture with assico because it
is foreiv. despatc his Japes part.
aers aind his ovsa Japazese heritage.

"The Japnese have thi strange
custom,' he sai4 "They have to do
everything theanselves, Why-do they
have to make scotch whiskey? Why do
they have to make wine They don't
even have a grape suited to wine

'I was born in Japan, I was brought
up in Japan, but I il don't under-
Kid iL"

GIO tDAT Jun 23,1989 ...
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The Japanese Patent System: A Non-Tariff
Barrier to Foreign Businesses?

Arthur WINEBERG'

Japan has been accused ever, on the floor of the United States senate of using its
patent system to advance its own industries at the expense of foreign enterprises. ' It is
true, as shown below, that the Japanese have been able to use the patent system for
their own competitive advantage, by creating formidable and sometimes unassailable
obstacles to foreigners seeking the same patent protection in Japan they receive
elsewhere. But it is also clear that the objective of Japan's patent system does not
include discrimination against foreigners. Enjoying patent protection in Japan
requires an understanding of the Japanese way of viewing patents and business
affiliations. The fact that foreigners find it more difficult to receive patents injapan is
due to their lack of understanding of the Japanese way. This article explores the
Japanese patent system to show how foreigners must adapt themselves to the system,
for the Japanese system does not conform to the foreign way.

Last year in the United States, the Japanese were awarded almost 20 per cent of
the patents issued:2 that is more in percentage terms than all foreigners were awarded
in Japan. In Japan foreigners receive only about 17 per cent of the patents issued, and
Americans only 7 per cent. 3 The other developed countries generally award
foreigners more than 40 per cent of the patents they issue. For example, in the United
States, foreigners received about 45 per cent of all patents issued in 1986.

United States companies claim that for inventions for which they receive United
States patents, they do not experience commensurate success in getting patents in
Japan.' Tales of foreigners' frustrations over difficulties in protecting their inventions
in Japan are part of the oral tradition of doing business in Japan. The statistical
evidence available confirms that foreigners are not given the same protection for their

- inventions in Japan as theJapanese obtain in Japan and in foreign countries.

' Attorney. Director of the Office of Unfair Import Investigations. International Trade Commission. The
views expressed here are those of the author and do not reflect the opinion of the Commission, or any of its
Commissioners.

All references to "Article" concern the Tokkyoho (Patent Law) No. 121, 1959. as amended Law 41, 1985.
1 See e.g. Senator D'Amato. The Danierfirom Japan, Congressional Record-Senate. S12805 (October 7,

1985).
Annual Report Fiscal year '86, Commissioner of Patents and Trademarks. Washington, D.C. 1987, Tables

9. 14, 16. See also The Washington Post, 17 March. 1987, C-2.
IJapan Statistical Yearbook, 1985, p.67 2.
I See e.g. Testimony of Jonathan W. Hinton. Vice President and General Manager, SOHIO Engineering

Materials Company, Before the Subcommittee on Economic Goals and Intergovernment Policy of the Joint
Economic Committee on the Case of Japan: Barriers to U.S. Exports. 22 August, 1985.
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Current data about the success of patent applications involving the same claim of
invention in the United States and Japan suggest that United States companies fare far
worse in Japan than in the United States. In the last three years United States
industries have accused Japanese companies before the International Trade Commis-
sion (I.T.C.) of infringing 28 U.S. patents. Of these, United States companies had
filed corresponding patent applications in Japan in 16 instances, of which only three
had matured into patents. The experience of United States companies in other
countries is better: of the 75 U.S. patents which foreign companies (non-Japanese)
were accused of infringing before the I.T.C., corresponding patent applications were
filed in the domicile of the foreign company in 34 instances, and patents awarded in 17
instances. It would appear that American companies have much more difficulty
securing patent rights in Japan than Japanese companies experience in the United
States.

These data and anecdotal evidence are particularly worrying, because an examin-
ation of the principal provision, of th'Japanese patent laws does not reveal anything
particularly different or discriminatory. Japan has patterned its patent law on that of
the Federal Republic of Germany. In addition, many other countries give priority to
the first to file, disclose the contents of the patent applications within a certain time of
filing (laid open applications), examine applications only upon request (deferred
examination), and allow the granting of the patent to be opposed (public opposition
to patent applications). Nonetheless, the costs and difficulties which confront
foreigners trying to obtain patent protection injapan appear to be greater than those in
other developed countries.

This article begins with an analysis of the Japanese laws governing patents. It
focuses on how theJapanese patent laws are peculiarly suited tojapanese culture, and
on the resulting problems foreigner; must confront when applying for patents in
Japan. A modest proposal for dealing with the Japanesc patent laws is offered at the
end of this article.

TheJapanese view of patents in the economy and in society is very different from
ours. They have drawn up patent rules that reflect a view of patents as a competitive
weapon. TheJapanese recognize the competitive advantages the owner of intellectual
property- has. While the western nations think of patents as just another form of
property to be exchanged in the marketplace, in the hands of the Japanese patents
become blunt weapons to be used to gain competitive advantage.

As a society, the Japanese view inventions more as a public, and less as a private,
good than we do in the United States. As a result, in Japan cross-licensing is more
prevalent, and patents are seen more as a means to reward inventions and less as a right
to exclude others from use than in the United States.

TheJapanese patent system, by its design and operation, reflects two other basic
Japanese values. In addition to treating trade as a "net sum" game, theJapanese make
every effort to avoid direct social confrontation and litigation. The patent application
system is full of opportunities to file opposition. But once the patent is issued, the
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procedure for contesting validity or enjoining infringement is neither simple nor
expedient. The delays and uncertainties created in dealing with opposition and
infringement litigation re-enforce the Japanese cultural proclivity for cross-licensing
each other. Moreover, the Japanese have a village or insular mentality-they are more
willing to share and license their intellectural property with other Japanese.

SCOPE OF PATENTABILITY

The Japanese essentially use the same standards as the United States for
patentability-novel, useful and non-obvious. (Article 49) A patent will not be
registered when: the invention was publicly known in Japan or publicly used in Japan
prior to the filing of the patent application, described in a publication distributed in
Japan or elsewhere prior to filing, or was obvious to one of ordinary skill in the art
(Article 29); the invention relates to unpatentable subject matter (Article 32); the right
to obtain a patent is co-owned (Article 37); another person has filed an application
earlier than the one under examination (Article 39); the detailed explanation of the
invention in the specifications is insufficient for a person skilled in the field to which
the invention belongs to understand it, or matters indispensable for the construction
of the invention are not specifically described in the claim (Article 34(4) and (5)); the
application covers more than one invention and does not fall under Article 38; or the
applicant is neither the inventor nor his successor in title to the invention. (Article
49(iv)).

If none of these defects exists and the invention is "industrially applicable", the
inventor is eligible for a patent. The only inventions not patentable in Japan are:
inventions manufactured by the transformation of the atoms and those liable to
contravene public order, morality or public health. (Article 32)

PERSONS ENTITLED TO FILE AN APPLICATION

Japanese citizens can file patent applications, but an inventor who is not a
Japanese citizen cannot file his own application. He must have a patent administrator,
who is a citizen of Japan, file the application on his behalf. (Article 8) Even with a
patent administrator, a person who is not ajapanese subject may not be allowed to file
for patent protection in Japan unless the country of which he is a citizen accords
Japanese nationals a like privilege, or is a party to a treaty with Japan providing for
reciprocity or national treatment in the enjoyment of patent rights. (Article 25)

REQUIREMENTS OF AN APPLICATION

Like almost all countries except the United States, Japan follows a first-to-file

The United States has a similar exception, see 42 U.S.C. 2181.
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system of patenting. (Article 39)' If two or more patent applications are filed for the
same invention, only the first can obtain a patent on the invention. If a patent
application is not promptly prepared and filed for each claimed invention, someone
else may discover the same invention later, file a patent and acquire exclusive rights.
Moreover, e,,en ifthc inientorfiles.first, anyone who at tire time lie files has ,aade the inv'etinii
indcpcndcitly or has been commercially ivorking the ii'ention in jap,,m shall have a ton.
exchsive license. (Article 79) Consequently, ajapanese inventor is eager to file so he can
assert priority. The Japanese throughout the research and invention process con-
stantly evaluate not only whether the results arc patentable, but also when the process
is far enough advanced to file a patent application.

In fact, the patent laws encourage thejapanese to file a patent application as early
as possible. Japan has no requirement that the applicant must show he has reduced the
invention to practice. 7 In addition, for the first 15 months after the application is filed,
the applicant is usually allowed to modify his application freely. (Article 17) Thereby,
in his eagerness for priority, a Japanese very often files his patent application before
the invention is even developed to a point where the inventor can describe it with the
requisite specificity. But since an application ran be amended freely in the first 15
months (Article 17) and thereafter for numerous reasons without losing priority (scc
Articles 17-7, 17-3),' the applicant is able to secure priority by early filing and as the
continuing research allows, subsequent perfection ofthL application through amend-
ment. To those such as U.S. inventors who file only after the invcntion is conceived
and reduced to practice, priority may be lost, at least in Japan.

Iftwo or more applications relating to the same invention are tiled on the same
date, the applicants must agree among themselves as to who will obtain a patent for
the invention. If they cannot agree, none of them will obtain it. (Article 39(2)) This
system does not encourage confrontation. On the contrary, the incentive is clear:
reach anl agreement voluntarily or there will be no patent fur anybody. This is one
example of how theJapanese system does not closely associate property rights with
the power to exclude others, It is to the applicants' joint advantage and in the
individual interest of each to agree to name one as the inventor. He immediately in
consideration, grants the other applicants a royalty-free license with the right to
license related patents.

A The United States, Canada and the Phtlippincs arc the only countries whose patent laws do not detcrinine
priority iii accordance with the first-to-file principle. Rosenberg, Pa.reir Law Fitdau, eils, p.10-3.

An application, when filed at the Patent Office, must contain: the name and domicile or residence of the
applicant; the date of filing; the title of the invention; and name and domicile or residence of the inventor. 1 he
application must also be accompanied by the specification, which may include drawings where necessary, aid
will include: the title of the invention, a briefexplanation of any drawings, a detailed explanation of the invciitlon,
and the scope of the claim or claims. (Article 36) The required "detailed explanation of the intention" in the
specification must contain a statemetit of the purpose, composition. atd effect of the invention in such a way that
any person having ordinary knowledge in the technical field to which the invenition belongs may easily work the
invention. (Article 36(4)) In contrast to U.S. patent law, the applicatioi i need not contain an enabling disclosure or
have been reduced to practice.

' But if an amendment is filed after 15 months of priority date, which wou.d change the gist of the application.
it cannot be accepted. Article 53(l).
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LAID OPEN APPLICATIONS AND EXAMINATION

The content of the application is "laid open" to the public 18 months after it is
filed 9 unless it has already been published, which is unusual. (Article 65-2) Laying
open for public inspection is done by publishing the application in the Patent Gazette,
including specifications and drawings. (Article 65-2) The invention is therefore no
longer secret.

Laying open the application has the effect of promoting licensing of the inven-
tion. By laying the application open to the public, the invention becomes known to
the public, so anyone can use it commercially or for research and development. After
the application is laid open, the applicant may require any person who commercially
worked the invention before publication, but after being warned of the application
and its content, to pay what would be a reasonable royalty rate if there were a patent.
(Article 65-3(1)) This right to require compensation is not exercisable until after a
second publication, i.e. publication for opposition. (Article 65-3(2)). While it is true
that I person who uses the invention commercially becomes liable for royalty
payments beginning on the date the application is laid open, the applicant cannot
collect payment until the patent is issued. If a person limits his use of the invention to
research and development, he incurs no liability. In fact, if his research and develop-
ment succeeds, and he improves the invention described in the patent application, and
files an application on the improvement, he will earn the right to use the invention
commercially even after it is patented. Specifically, in order to use his improvement
he has to use the invention, then statute grants him the right (with payment of a
reasonable royalty) to the invention. By creating conditions favorable to improving
an invention by making it public early, and by imposing compulsory licensing, the
laying open of the application creates a potential limitation to the patent right of
exclusivity.

Laying open the application is the beginning of determining the patentability of
the invention. Before a patent is issued, the application must first be subject to exam-
ination. Examination is only upon request, and any person may request examination "I
(Articles 48-2 and 48-3(1)) When the requestor is a person other than the applicant,
the latter is notified. (Article 48-4) lf no one requests examination, seven years after
the date of filing, the application is deemed to be withdrawn. (Article 4 8-3(1))t

The request for examination initiates the examination process. An examiner

As a signatory to the Paris Convention (Paris Convention for the Protection of industrial Property, Mr 27,
1883.21 U.S.T. 1629, T.I.A S, No. 6923; 192L.N.T.S 4459). Japan will recognize the earliest foreign application
as the priority filing date for the Japanese patent application, as long as the Japanese application was filed within
12 months of the earliest foreign application and the foreign application was filed in one of some 80 other,
countries signatory to the Paris Convention. If priority is based on a foreign application. the 18-month period
before publication is computed from the filing date of the foreign application. Thus, publication can be as early a'
six months aftc filing of the application in Japan.

The fee for examination is not insignificant: 33.1)L) yen per case plus 5.30(X yen per invention.
The scven year deadline is waived if there is a division of the patent application, a conversion of the

application to a utility model, or a new application upon declination of aniendmen-but the request must then be
iiadc within V1 days of the originating action Article 48-3(2).
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considers the application and if he does not find any reason for refusal, he orders the
pending patent application published for opposition. (Article 52) The substantive
examination to determine whether the claimed invention is patentable occurs only
after publication for opposition. (Article 51) Those persons filing opposition provide
the patent examiners with arguments and grounds against granting the patent.

Many applications arc filed defensively and examination is never requested. The
applicant may not believe the claim merits a patent, or the expense of examination,
but by filing, he preempts anyone else from receiving a patent for the invention and
can oppose another application on the grounds it lacks novelty. 12 In these instances a
request for examination is rarely made, as the filing serves the entire purpose of
declaring priority.

Upon publication for opposition, the law also grants the applicant the exclusive
right to exploit commercially the invention claimed in the application. (Article 52(4))
The applicant can also sue and thereby exercise the right which was created and given
him at first publication to receive compensation from those having used his invention.
(Article 62-3) However, that right is less than it first appears. It is created con-
tingeitly, but enforcement is delayed until it is established that the patent right will
not be defeated at the patent office. The patent may never be issued, and if it is not, the
right is deemed never to have arisen. If, upon an applicant's request, a court enjoins
someone from commercially exploiting the invention, and then the patent is not
registered, the applicant becomes liable to indemnify any damage caused to the
enjoined party. (Articles 52(3) and 52(4)) Thus, until the patent is registered and all
invalidation proceedings are complete, courts do not enforce the applicant's exclusive
right to exploit the invention commercially. In fact, regarding the statute's pro-
visional right, a defendant is expressly given the right to request suspension of the
court suit to enforce the provisional right. 3 This inchoate right o!" the patentee
becomes, when the patent is issued, the right to recover damagrs for use of the
invention from the publication of the application. In effect, publication creates a
contingent liability on anyone, other than the applicant and his licensees, who
commercially works the invention. In practice, the creation of contingent liability
provides an incentive to those wanting to use the invention to negotiate a license with
the applicant.

The applicant also has incentives to license. If the invention is commercially
valuable, others will want to use it. However, if a license to protect them from suit by
the patent owner is not forthcoming on reasonable terms, those who want to use the

In the first-to-file system in Japati. the tirst ,tiveitot who files is eligible for a patent, cvctn if others have
discovered the ilveimi earlier. as long as thi. first applcaiit mdepe.iideitly invented the claimed invention O1
course, fifth earlier inventor operates the 3tivention in public prior to the date oflthe application, neither receives
a patent for the iivettioi

" Article 52-2 hi actions for infrigemcmt and iiivalidatim. the coutrt at its own nitiative may suspend the
court procidmg peiding trial at the latent Office. (Articles 0,5 and 168) Oily with respect to actions to enforce
provisional rights may the defendant iitiate the suspe sion of the court proceedings pending adminiistrative
action of the Patent Office



234A

TIlE JAPANESE PATENT SYSTEM 17

invention may file opposition to the patent application, increasing the risk the patent
will never be registered, or will be registered with much narrower claims, and
certainly increasing the cost of prosecuting the patent.

An essential part of the examination process is the filing of opposition. Within
two months of publication for opposition, any person has the right to oppose an
application. All an opponent needs to do is file a written opposition stating the
grounds for it together with any supporting evidence. (Article 55) The Japanese
Patent Office relies upon such persons to show why a patent should not be issued, and
the office provides them with a number of opportunities to oppose the application.

The oppositions are given to the applicant along with "an adequate time limit"
("adequate" being determined by the Patent Office) to submit a written reply. (Article
56) As part of his reply, the applicant may amend the wording of his claims, or
narrow, or completely withdraw certain claims in order to put in question the
grounds for opposition. (Article 64) The applicant also may file a written response to
the opposition without filing an amendment. (Article 57).

After ruling in writing on any initial opposition, the examiner must also decide
whether or not a patent is to be granted for the application. (Articles 58, 60)

TRIAL AT TIlE PATENT OFFICE

The examiner's decision is not final. The dissatisfied party, whether applicant or
opponent, or anyone else, can appeal against an examiner's decision by a request, in
writing, for a trial. (Article 121, 123, 131)

If the examiner decides to refuse the application, within 30 days of the rejection
the applicant can demand a trial before the Trial Board of the Patent Office. (Article
121) As part of this appeal, he is again given the opportunity to amend the claim to
take into account the weaknesses in the application as found by the examiner. (Articles
17-3, 50)

If the examiner issues the patent, any person may request a trial for its invalida-
tion. (Article 123) This can be requested at any time. In fact, the only way of
challenging the validity of a patent is by trial before the Patent Office. Thus, anyone
sued for infringement will probably request an invalidation trial. Thus, even someone
who did not oppose the patent initially, or someone whose opposition was unsuccess-
ful before the examiner, can demand a trial for invalidation of the patent on the same
or different grounds from those put before the examiner. (Article 123) Any party who
demands trial for invalidation may also ask to intervene in the trial for invalidation.
(Article 148)

A decision to invalidate a patpnt, when it becomes conclusive, means that the
patent is considered never to have existed. (Article 125) For this reason, trials for
infringement are usually suspended pending the outcome of an invalidation trial. (see
Article 168 (2))

The trial for invalidation is conducted by a body of three or five trial examiners
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appointed by the President of the Patent Office. 4 (Articles 136, 137) There is no pre-
trial discovery by the parties, although a party may request the preserving of evi-
dence. (Article 150) The trial may be by oral examination or examination of docu-
ments. (Article 145) The decision is by majority vote, in writing, and must provide,
infer alia, the conclusion and the reasons therefor. (Articles 136, 157)

The trial decision at the Patent Office is not necessarily final either. The losing
party may demand a retrial. (Article 171) The time limit for this is relatively liberal.
There is a 30-day rule for the party demanding retrial, but it has many exceptions. For
example. in special circumstances, the demand for retrial may be made up to three
years from the date on which the ground for retrial first arose. (Article 173) The s!i-,-e
procedure rules apply to retrial as to trial. (Article 174)

An appeal can be made to the Tokvo High Court. (Article 178) It must be
instituted within 31) days from the date the trial decision is transmitted. (Article 178 (3)
and (4)) There is no time limit by which the Tokyo High Court must decide.

In sun, an applicant may have to defend his right to a patent to four forums.
4'xaminer, trial board, retrial board, and the Tokyo IHigh Court, before his patent
rights are enforced by a court. In the meantime, from the time the application is first
published, the invention ceases to be secret. If it is commercially valuable, others will
want to use it, and so the), will have an incentive to challenge registration of the patent
for the ivention. Opposition before the Patent Office is the first way to attack
patent inJapan; it gives potentially affected parties an opportunity to stop the patent
from being registered. Opposition is not the only solution. Anyone, at anly time,
including immediately after his opposition is rejected, canl request a trial for invalida-
tion at the Patent Oftice. Anyone adversely affected by the issuance of a patent in
Japan must challenge its validity at the Patent Office. The presumption of patet'
validity ill an infringenint in a Japanese court suit is irrebuttable. however, a party
facing all infringement suit canl always demand a trial for invalidation (Article:
123(1))" and the court will usually suspend the suit until the invalidition proccdur s
are completed. Even ifa patented withstands the attack on the validity of its patent, the
subsequnt itnfringement trial wvill continue at intervals of two-three months f-01
several years before a decision is ruindered. As one Japanese attorney observed, the
trial system may be deliberately inefficient, i.e. too few judges? and long-delayed
d'cisioms, inl order to encourage the parties to settle their dispute amicably. Adding
the years taken to resolve the question of infringcnieit to those from the time of
application to registration of the patent (five to seven years for an application

I lhk. I% %tl% u , it ll lt'I lll cit .. "d it i i dt' d lti N .IjItlgc'% l'ctai .t h li' iur)' ,. sltv has nt bt'ti
.1dolliItl ill J.1pti

I 1 .1 ll.iri V 1.1. 1 l mI t I hll v thir ili .1111 t 3111it it; I1j%cd (,it J 11ihlil a t hionl dist ribtc i i .1 .rtieii t ointiil
,rlior to th I' lilll g oliht ' il i applit . mtlmu tir te h 1t i ofobvlioitiitess, lc li [i, dti1iiind .111 iilt .i ftio.iOi1 trial not
lI.cr flhlul lij . yt'r% tro::, tlhe rgstritioii otthl pihchi right. (Article 124)

. jap by bsihiiko I.kt-da ill b ir t ,,.ii l lutpim r bnli, . NieIlcr. tcd . 19 tillp
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vigorously opposed), regardless of the intent behind the long path leading to the
enforcement of patent rights judicially, the amicable solution of licensing appears
much more attractive.

By laying open the application and examining only upon request, Japan's patent
system puts the burden on any would-be infringer to file opposition to the patent
application with the Patent Office. The system is built of counterweights. Com-
petitors and others likely to make use of the invention have an incentive to oppose the
patent unless they receive a license, and applicants have an incentive to license them to
avoid their being opposed. The process of filing and responding to opposition
increases the cost of prosecuting the patent application and the likelihood that the
patent will not be registered, or delays the date on which the patent is registered.
Thus, applicants-can avoid costly opposition by licensing those who oppose the
patent application.

Publication also allows the research and scientific community to incorporate this
advancement relatively promptly into the body of knowledge and accelerate tech-
nological development. In Japan, the applicant must share his invention with the
public almost immediately. The opportunity to use the invention for research pro-
vides an early possibility of improving the invention and advancing the community's
body of knowledge. If someone realizes the opportunity and invents an improve-
nient, his reward is not only a patent for his improvement, but also a license for the
basic patent.

The Japanese require compulsory non-exclusive licensing of patents in several
other situations aswell. In addition to the case of a patent for an "improvement" to the
main patent, when the patentee has not used the invention continuously for three
years, or when having others use the patented invention is particularly necessary for
the public interest, the person who intends to use the invention may request the
patentee, or the exclusive licensee, to consider granting a non-exclusive license.
(Articles 83, 92, 93) If the parties cannot agree on a royalty, they must take rhe matter
to arbitration. Under these circumstances also, the patentee does not have the
exclusive ri. t to exploit the patented invention commercially.

Compulsory licensing provisions promote cross-licensing. An applicant for a
patent for an invention knows that his competitors will oppose the issue of a patent,
increasing his costs of prosecution and delaying the date of issue; all the while the
competitors will use the basic invention and work on an improvement which, if
successful, will give them the right to license the original invention. However, by
voluntarily granting a license to his major competitors promptly, the applicant can
avoid the expense and delay of opposition and challenges to his patent rights, and
because no compulsory liccning is yet realized, may reccive'a higher royalty than if
he had waited.

The activities of MITI arc another reason for widcspead licensing injapan, where
many technological breakthroughs are made at the laboratories of the Agency of
Industrial Science and Advanced Technology, a division of MITI, or in joint projects
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with private firms. In either case, MIT! owns the patents and licenses all Japancse
companies requesting a license. These licenses for MITI technology were not avail-
able to foreigners until a few years ago when, for the first time, a United States
company, IBM, was granted a blanket license to MIT! patents.

There is also another form of compulsory licensing through administrative
guidance, without the law being involved. As a condition for approving a direct
investment by a foreign enterprise, MITI has in the past required foreigners to license
their technology toJapanese competitors."M For example, in 1967 Texas Instruments
was finally allowed to enter thcjapanesc market to make semiconductors. At the sanme
time Texas Instruments' pioneer Kirby patent for the semiconductor process was
accepted for registration only on the conditions that Sony be taken as a joint venture
partner and that the whole Texas Instrun:clits semiconductor patent portfolio be
licensed to the nascent Japanese industry. '

As explained, the path to obtaining a patent can be long and on average requires
five to seven years after the application is filed. )uring this period, while his invention
is made public, the applicant cannot stop anyone from using it commercially. Anyone
who is commercially exploiting the invention may be incurring substantial con-
tingent liability, but even after the patent is issued, its owner will be faced with long
and costly court proceedings before he can recover damages. The combination of a
culture that avoids confrontations and litigation with a patent system that depends on
the opposition of interested persons to put forward grounds for a patent not being
issued, and that allows the invention to be be used without any immediate recourse,
strongly favors a negotiated resolution. Thus, the inventor grants a license to those
who want to use the invention, if they appear to be prepared to file opposition and
intend to exploit the invention commercially. Moreover, when the potential opposers
arc granted a license, and do not oppose the application, parent applications that are
weak and possibly worthless pass quickly through the Patent Office and are issued.
Correlatively, patent applications made by foreigners who do not grant licenses to
local opposers find the issuing of the patent long, arduous, and costly.

"lhcJapacsc patent system encourages the patent applicant to reach an under-
standing with others about the use of the invention. Public disclosure of applications,
multiple opportunities to oppose them, and compulsory non-exclusive licensing
tinder certaill circumstances, all contribute to the pervasive licensing ofpatents in the
Japanese economy.

Japan has a different view of intellectual property from the United States and

I" Martin. Edward II., li.*cu 5mV ol P,u.t.s, Tnrdconarks and Kwi'-H.'u. in .trr,',it Ic al .-. pi't l'i D,,ni
I.m'o i.t ih ti r a.t . Richard C Allio. editor. ABA. 1972

"i' i the rc'ciitly ontluded litigatiol btitwceii llexas iistruments aid the Japaiie.e semiconductor
industry conceriing patcot nfriimgecm. Mittisbi-Ahi iii dcfcnse claimed that "Tc~xs Istrunents was required in
about IX)7 by MI! I to grant loenses for all its semi-conductor technology to the japaicsc companies as .

cotiditioii for allowing rexas histruicnis to build a semicoiidoctor plant in Japan and otherwise do busines
therc. Sce also. Nom-Tar 'radIie lu n,'r t,, ih 7"lmdmi,'I',y Tr,ad, Cohcni. Fcrguoi mnd ()ppwnheimer. cds
Boulder a.id Londoii. 19 8 5

. p. 17



238

TIlE JAPANESE PATENT SYSTEM 21

Europe. In Japan, a patent principally gives the right to an inventor to rcceive
paynicnt for use of his invention. The view is prevalent injapan that the advancement
of knowledge contributed by an invention belongs principally to the community; the
latter, to encourage invention, provides a reward for the inventor. Keeping an
invention to oneself is not the Japanese way. if in fact the inventor does not try to
patent his invention in Japan, but tries to keep it secret, his secret is not protected by
Japanese law as it would be in the United States and Europe.

This fundamental difference is one reason U.S. and European businesses have
had trouble protecting their intellectual property in Japan. The United States recog-
nizes that an invention is the property of its inventor and, as consideration for his
making the invention public, the state protects his monopoly rights for a certain
period. Similarly, if the inventor decides not to make his invention public at the risk of
someone else independently discovering the same invention, the United States and
European countries recognize the right to make that choice concerning his property
and, unlikeJapan,-" will provide real legal protection for his trade secrets. The right to
maintain an invention secret is not questioned. The principal focus in the United
States is on the individual's right to do what he wants with his property. His
inventions belong to him. They become part of the public's knowledge by his choice.
In Japan there is a different compact between the inventor and the state from that in
the United States. This different relationship is most strikingly exemplified in the
distinct views of patent licensing. In Japan licensing is encouraged and in some
instances compulsory. In the United States, licensing of patents has been viewed with
suspicion and often outlawed. It is only recently, in response to thejapanese domina-
tion of our home markets, that the United States government has stopped discourag-
ing licensing of intellectual property.21

In short, there are three reasons why Japanese citizens receive a much higher
percentage of the patents issued in Japan than in other countries. First, thejapanese are
more aggressive in seeking patents. Injapan, patent applications have been known to
be filed in anticipation of putting the invention into operation and written as if it were
already in use. There is a race to the patent office in Japan and so the Japanese "think
patent" throughout the research process. In recent years, the legal and political
environments in the other developed countries have become more favorable toward
patents and companies have begun to consider patenting very early in the research
phase. As this trend continues, they will be filing more patent applications and
receiving more patents in Japan.

Patent applications for commercially valuable inventions meet with strong
opposition. Japanese companies arc better able to handle the opposition process, and

-' In Japa, irade secret law i es ntiafy' unfair competition and busimess tort law. See apayuw. Un'miamir
Ciimlp6iimrm Priv,'tni Law, tratislatcd in Pinncr's IVorld (I fair Comparmnn L.aw, (11. 1)jvid ed. 1978).

:' See e.g. Remarks of Chark-s Rule, l)cputy Assistant Attorney Gencral. Antitrust I)visioli. U.S. Dcpart-
memr of justice. TIhe Anmtrust Impl ario,s (f Inmcfrprioraf Irtcmr k Ailer hr .\'m , N,,-.No., IINA's 1'atcet.
I rademark & (opyright jolroal (I J ime. 19i86)
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their patent departments arc ready to respond to opposition in the short time allowed,
without the geographical and language barriers which face foreigners, and the con-
comitant need for time-consuming translations and consultations. Knowing the
particular difficulties that opposition presents to foreign applicants, Japanese com-
panics vigorously oppose their applications, requiring many foreigners to abandon
them, some to grant licenses to thcirJapanese competitors, and others to eschew filing
completely. For example, a foreigner filing an application covering a basic invention,
or a key area of technology, may be confronted with as many as IX) oppositions.2

Every one of the oppositions must be fully answered in a short period of time.
The burden imposed by this opposition can be overwhelming and, in the face of

it, foreigners often abandon their applications, and others do not file at all. Without a
presence in Japan it is practically impossible to respond to such a volume efopposi-
tion, but many foreign corporations of significant size have :!o presence there. For
example, of the 2(X) largest U.S. corporations, only a little more than half have
Japanese subsidiaries.' More foreign companies need to consider collaborating with
each other in doing business in japan, including joining together to file and prosecute
patent applications.

The costly opposition process is not the only impediment especially faced by
foreigners in Japan. Once an invention is made public, no-one can be stopped from
using it until the patent issues, which can take up to seven years, or during litigation,
which moves at a snail's pace. During that period the party using the invention will be
working to improve it and, if he does invent an improvement and patents it, this
entitles him to a license for the original patent. Thus, the ability in Japan to stop
someone from using your patent is limited. As a result, the alternative course of
licensing becomes more attractive.

The pressure in Japan is on the licensing of patent "applications". The Japanese
regularly share inventions and cross-license their patents. Cross-licensing would
clearly discourage opposition at the Patent Office. For foreign companies, though,
cross-licensing Japanese competitors in the Japanese market often means ceding it to
them. Unless a tfbreign company has a decided advantage'of some kind, it %% ill not be
able to compete successfully injapan againstJapanese companies. So, a unique feature
or product derived from the patent right of exclusivity may be the only means for a
foreign company to compete successfully. However, if the price of obtaining a patent
is giving away the right to cxiusivity, 4he reward may no longer be worth the price.

While the environment in which foreigners apply for patent protection injapan is
not favorable, the institutional barriers and conduct of the Japanese industry can be
overcome. Patent protection is available in Japan, but it is not cheap, and it cannot be
obtained easily.

;: See e.g. Testimony ofJonathan W. I lnton. Vice President and General Manager. SOHIO Engineering
Materials Company. Before the Subcommittee on Economic Goals and Intergovernment Policy of the Joint
Economic Committee on the Case ofJapan. Barriers of U.S. Exports, 22 August, 1985.

:' Tradiie WiniJapan. Keizai Koho (enter, 1985. p.
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