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Trade Imbalances and
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HE U.S. GOVERNMENT and members of the
media have exchanged heated rhetoric with
Japan regarding the existence and size of the
trade deficit between the two countries which,
according to the U.S. Department of Commerce,
stood at $42 billion in 1990.* The rhetoric on
both sides is exemplified by books such as Trad-
ing Places: How We Allow Japan to Take the
Lead in the United States by former U.S. trade
negotiator Clyde Prestowitz, fr. and Japan is Not
te Blame: It's America’s Fault by Osamu
Shinomura, a government economist in Japan.
Each of these books blames the other country
for the large bilateral trade imbalance between
the two. This type of rhetoric assumes that the
existence of a bilateral trade deficit is prima
facie evidence that at least one country is an
unfair trader.

In addition, these types of books implicitly
endorse what is called the “mercantilist” view
of trade—that the bigger the trade surplus a
country runs (at the expense of trade deficits
for other countries), the better off that country

is. This view, however, was discredited long ago
because it denies that trade can be mutually
beneficial to both countries. Of course, if trade
were not mutually beneficial, it would not
geeur.

Misperceptions about the nature of the trad-
ing relationship and the cause of the trade
imbalance between the United States and Japan
exist on both sides of the Pacific. This article
looks at some of the underlying causes of bilat-
eral trade imbalances. The paper first examines
this issue theoretically, then focuses specifically
on trade between the United States and Japan.
The purpose of this article is to determine
whether the U.8. trade deficit with Japan is a
natural consequence of the composition of trade
between the two countries, the result of “un-
fair” trading practices, or some combination of
the two. The paper concludes with a discussion
of recent trade talks between the United States
and Japan, and some words of caution about in-
terpreting the meaning of the bilateral trade
deficit with Japan.

1This is seen by the increased call from many in Congress,
such as Sen. Richard Gephardt of Missouri and Rep. Helen
Bentley of Baltimore, for increased protectionist policies.
Similarly, Congress recently passed the Omnibus Trade
and Competitiveness Act of 1988, which greatly increased

the power of the U.5. trade representative and Congress
to bring charges of unfair trade practices against foreign
countries.
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TRIANGULAR TRADE

In a world in which trade is conducted across
many countries, it is extremely unlikely that trade
would be balanced between all pairs of coun-
tries, especially if there are significant differ-
ences in the composition of their imports and
exports. As demonstrated below, it is far more
likely that a country will import goods from one
country and export goods to another. This pat-
tern is called “triangular” trade.

A Simple Example

Suppose there are three islands, A, B and C,
each of which produces one product. Island
A produces fuel, which is used to keep the peo-
ple of Island A warm, and as an input in boat
production on Island B. Island B produces boats,
but needs fuel from Island A to do so. These
boats are used for fishing (the residents of
Island B eat only fish) or shipping food. Island
C produces fruits and vegetables for domestic
consumption, and can also sell them to Island A
{whose residents are all vegetarians) if it has
hoats. The residents of Island C also desire boats
for recreational purposes.

If, for simplicity, the value of goods exported
is the same for each island and equals
$100,then trade can be described by the follow-
ing tahle:

Exports {+) Imports {~) Balance
Island A B C A B C
A - 100 0 — 0 100 {100-100=0
B 0 — 100 N — 0 {100 100)=0
C 100 0 — 0 100 — {100 100} =0
£
Y

Although no island in this example runs an
overall trade deficit, each island runs bilateral
trade imbalances with the other two. As this
highly-simplified example suggests, only under
improbable circumstances will trade balance
between any pair of countries.

One implication of this example is that policies
which hinder trade in an attempt to reduce bi-
lateral trade imbalances will generally make
both countries worse off. For example, a coun-
try with few energy resources will import
significant amounts of oil from oil-exporting
couniries. To run balanced trade with the oil-

exporting countries, the oilimporting country
would have to export an equivalent amount of
products (in terms of value} to the oil-exporting
countries. If, however, the oil-exporting coun-
tries prefer products produced by other coun-
tries, the oilimporting country can eliminate
its bilateral trade deficits only by importing less
oil, which could have negative repercussions on
both economies.

The Composition of U.S.-Japan
Trade

Japan has few natural resources, and conse-
quently, as table 1 shows, relies heavily on im-
ports of oil and raw materials. To pay for these
imports, Japan primarily exports finished manu-
factured products to industrialized countries,
with the United States receiving the largest pro-
portion of these exports.

The composition of U.S. trade differs consid-
erably from that of Japan because the United
States primarily imports and exports finished
products. In fact, in 1988 (the last year for which
complete data is available), approximately 80
percent of U.S. trade (both imports and exports)
was in manufactured goods. This difference in
the composition of trade (seen in figure 1) for
the two countries is reflected in the bilateral
trade balances between the countries.

Table 2 shows bilateral merchandise trade
balances for the United States and Japan vis-a-
vis each other and other groups of countries
for selected years between 1965-1989. While
there has been a substantial increase in the over-
all U.S. trade deficit since 1975 (with some im-
provement in recen{ years), the United States
generally runs a surplus (or smaller deficit) with
the western European countries (who import a
significant amount of manufactured products)
and a deficit against Japan and the developing
countries. This pattern existed even before 1876,
when the U8 merchandise trade balance turned
negative. For example, although the United
States had a $2.2 billion trade surplus overall in
1975, its bilateral trade balance with Japan was
a $2.8 billion deficit.

Japan, on the other hand, generally runs a
trade deficit against the oil-exporting countries
and Canada {which exports raw materials and
food to Japan} and a surplus against the United
States; this surplus occurred even in 1980, when
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Figure 1

United States and Japan’s Trade by Commodity
for 1988
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SOURCE: OECD Economic Qutlook: Historical Statistics
1This includes food, heverages, tobacco, crude materials and mineral fuels.

2This includes machinery, transport equipment and other manhufactured goods.

Japan's gverall trade balance was in deficit.?
Thus, Japan must run a surplus against other
countries to pay for its trade deficit with (pri-
marily) oil-producing countries even if it were to
reduce its trade surplus to zero, As a result, it
appears unlikely that U.S.-Japan trade will ever
balance. According to one study, triangufar

trade patterns alone predetermine a U.S. bilat-
eral deficit with Japan of approximately 311
billion annually.?

Recent U.S. bilateral trade deficits with Japan,
however, have substantially exceeded $11 hil-
lion. The U.S. deficit with Japan reached a high

2The Japanese trade deficit during those years was primar-
ily a result of the oil shock of the 1970s, hence the sub-
staniial increase in its trade deficit with oil-producing
countries.

3Bergsten and Cline {1985, 1987). When exchange rate
effects are included, this estimate becomes larger.
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of $57 billion in 1987, and currently (in 1990)
stands at $42 billion.* To explain deficits of this
magnitude, other factors besides triangular trade
patterns must be examined.

Several other factors play a role in deter-
mining the magnitude of the trade deficit with
Japan. These factors are both macroeconomic
(such as the different savings and investment
rates) and microeconomic {such as industry
structure and barriers to trade).3

A nation’s savings and investment behavior
has a significant effect on its trade balance. The
balance on goods described in the previous sec-
fion is called the merchandise trade balance; it
is the most commonly cited trade balance statis-
tic. The current account, the most general mea-
sure of a country’s trade balance, includes trade
in services and earnings on foreign investment
both in the United States and abroad {see shaded
insert on next page).®

The macroeconomic determinants of the cur-
rent account can be generated from national in-
come accounting identities. The gross national
product (GNP} of a country is defined as the
following:

(DGNP =C + 1+ G+ X ~ M,

where C is private domestic consumption, I is
private domestic investment, G is government
spending, X is exports, and M is imports. This
can be rewritten as:”

R)CA = (3 - T + (T - G}

where CA is the balance on the current account,
T is tax revenue and S is private domestic sav-
ings.* Thus, any surplus (deficit} in the current
account must be due to an excess {shortfall) of
net domestic savings, either private, as shown
by (6—1), and/or public savings, as given by
(T—G).

Table 3 presents the current account balance
for the United States and Japan for selected
vears between 1965 and 1988, along with esti-
mates of net domestic savings and investment
rates as a percentage of their respective gross
domestic products (GDP).* Any shortfall in net
savings must be made up by importing foreign
savings; this relationship is measured in the cur-
rent account. If a country has a negative cur-
rent account balance, such as the United States,
it is a net debtor (that is, it owes more to the
rest of the world than it is owed).

As is seen in table 3, the savings/investment
ditferential is almost identical to the balance on
the current account.’® If the savings/investment
(or current account) balance is negative, as it
has been for the United States since 1982, then
that country is a net debtor, which simply means
that it spends more on government expen-
ditures and private investment than it saves.
This indicates that U.S. citizens have chosen
higher levels of consumption now at the ex-

4These numbers are from the U.S. Department of Com-
merce, which uses the same classification for both imports
and exports, and thus is a more consistent series. These
numbers are not used in the table, however, because a
similar measure of the trade balance for Japan is not
availabie.

SAnother important macroeconomic factor is the behavior of
the dollar/yen exchange rate. However, the nature of the
relationship between exchange rates and the trade bak
ance is the source of a vast literature. The exact link be-
tween these variables remains unresclved. Even studies
that argue that the exchange rate has been a substantial
factor in the trade imbalance between the United States
and Japan remain unable to completely expiain the size of
the trade deficit. For simplicity, therefore, the relationship
between the dollar/yen exchange rate and the U.5.-Japan
trade balance is ignored here. For discussions of this rela-
tionship, see, for example, Haynes, Hutchison and
Mikesell {(19886), Bergsten and Cline (1985, 1987) and
Sakamoto {1988},

8While the magnitude of the merchandise trade and current
accounts are not identical, they have moved fairly closely

together over time. Although the current account is the
more general measure of trading activity, bilateral current
account figures are not available. For a more detailed
discussion of the balance of payments statistics, see U.S,
Department of Commerce (1990).

7For a derivation of Eguaticn 2, see Chrystal and Wood
{1988).

8For details and a more comptete discussion of nafional
income accounting in an open economy, see Dornbusch
{1980},

fThe difference between GNP and GDP is that GDP ex-
ciudes net factor payments from abroad white GNP in-
cludes them.

1990 fact, the only difference is due to measurement error,
because the current account is measured in terms of
goods, services and income flows rather than in terms of
savings and investment. The difference is analogous to the
statistical discrepancy between the expenditure and in-
come approaches to calculating GNP.
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pense of lower consumption later, instead of
saving more now and consuming more later.!!

How does this affect U.8. trade with Japan?
Japan has a positive fand, until recently, an in-
creasing} savings/investment balance.'? This
mearns its citizens have chosen to attain higher
levels of consumption in the future relative to
higher current consumption. As a result, Japan's
net savings are invested abroad, with much of
its savings flowing into the United States. In-
deed, the United States has been a good place
for foreign citizens to invest their savings for
several reasons; until recently, the United States

has had relatively higher interest rates than
many industrial countries, and it is a safe haven
for foreign investments since there is essentially
no possibility that the United States government
will default on its bonds.

As a result, the fundamental difference in
their net savings positions is a significant factor
in the size of the U.S.-Japan bilateral trade
deficit.

Eivroeconomic Factors

Microeconomic factors also affect the volume
of imports and exporis and therefore the trade

“1There is much debate over whether the size of the U.S.
current account deficit is undesirable, For some arguments
as to why a current account deficit might have a positive
effect on an economy, see Chrystal and Wood (1988).

12The "'high” rate of savings in Japan is usually attributed
to many different factors, including the price of housing,
the demographics of the population and the tax system.

For a discussion of the savings and investment rates and
their implications for Japan’s economy, see Bergsten and
Cline (1985, 1987) and Belassa and Noland (1988). For a
discussion of some problems in measuring the savings
rates in the two countries, see Christiano (1989) and
Hayashi (1989).
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balance of a country. It is often argued that
Japan has implicit and explicit trade barriers
and that its economy inherently has a more
protectionist structure than economies in other
industrialized countries.

There have been several attempts to measure
empirically how “open” the Japanese economy
is to imports. Such estimates vary widely due to
different assumptions and methodologies. In
general, however, these studies usually find lit-
tle evidence that the composition of Japan's ex-
ports and imports deviates substantially from
what general economic trade theory would pre-
dict, given Japan's comparative advantage and
location.'® Nevertheless, the perception that
Japan is more protectionist than other industri-
alized countries still remains. As a result, there
have been several hilateral negotiations between
the United States and Japan such as the Market-
Oriented Selected Sector (MOSS) talks in the
mid-1980s directed at increasing trade in spe-
cific sectors.’* There is some evidence that these
talks have had some success. In the past four
vears, U.S. firms have increased their annual
sales in semiconductors by nearly $1 billion
{roughly a 4 percentage point increase).’ More
recently, such talks have expanded to include
more general policies that affect trade, as seen
in the recently-concluded Structural Impedi-
ments Initiative (5ID. These talks were an at-
tempt to “identify and solve siructural prob.
lems in both countries that stand as impedi-
ments to adjustments in trade and halance of
payments accounts, with the goal of contribu-
ting to a reduction of trade imbalances.”*® The
SlI is discussed in more detail below.

Explicit Trade Barrvisrs — In terms of its
explicit trade barriers, Japan's tariffs and subsi-
dies are fairly low. Figure 2 shows the change
in tariffs before and after the Tokyo Round of
negotiations of the General Agreement of Trade
and Tariffs (GATT), the last completed round

of multilateral trade negotiations, which demon-
strates that Japan has reduced these barriers by
more than the European Community, In fact,
Japanese tariff rates on industrial goods are,

on average, lower than U.5. rates. Overall, most
studies agree that Japan's explicit trade barriers
are not out of line with other industrialized
countries.

There are certain sectors, however, that re-
main heavily protected in Japan. The most ex-
treme example is rice, which cannot be import-
ed by Japanese law. Japanese officials argue
that this ban is necessary for national secur-
ity, hecause of Japan's dependence on foreign
sources for much of its food stuffs. U.S. indus-
try officials, on the other hand, argue that if
the ban were lifted, U.S. rice exports could rise
to as much as $656 million.?”

Typically agriculture is heavily subsidized in
industrialized countries; the U.S. rice industry is
no exception. As of 1986, the U.5. rice industry
was the most heavily subsidized U.S. grain.** As
a result, if current negotiations succeed in open-
ing Japan's rice market to foreigners, U.S, rice
subsidies will have a distorting effect on trade.
Studies that attempt to measure the effect of
eliminating this trade barrier with Japan must
take into account the price distortions resulting
from subsidies in other countries as well.

Imuplicit Trade Barrviers — A more con-
tentious issue between these countries, how-
ever, involves implicit trade barriers, which are
less clearly defined and therefore their effect is
more difficult to measure. Such barriers can
take various forms. Table 4 provides a descrip-
tion of selected trade barriers, most of which
Japan has been accused of emploving. The first
section lists explicit trade barriers, while the
fower half of the table lists implicit barriers. For
example, standards, testing and certification
procedures can be used as trade barriers if the
regulations discriminate against foreign firms.

135ee, for example, Saxonhouse and Siern (1989), Bergsten
and Cline (1885, 1887) and Belassa and Noland (1988). For
a critical discussion of these studies, see Cline (1980). For
a dissenting view, see Lawrence (1987).

14These talks focused on four areas: telecommunications,
electronics, forest products and medical equipment and
pharmaceuticals. These sectors (exciuding forest products)
are imperfectly competitive, which creates the possibility
that profits are earned above economic costs (including
the cost of capital). Recent trade theory has suggested
that government can, through trade barriers, shift these
profits from foreign to domestic firms. This policy s called

“‘strategic trade policy,"” {although the term strategic refers
to the government acticns, not national security). The prac-
tical problems of trying to use this policy, however, appear
to override its theoretical justification. For further discus-
sion, see Krugman (1987} and Coughlin and Wood (1989).
"58chlesinger (1990)
B Agsistant trade secretary Charles Daliara in Rowen (1980).
70ffice of the U.S. Trade Representative (1990).

*¥This is determined using producer subsidy equivaients.
For more detail, see Webb, Lopez and Penn (192Q).
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Figure 2
Rate of Average Tariffs

Before and After the Tokyo Round

Before After
SOURCE: OECD Econemic Surveys: Japan

Before After

One example of this type of discriminatory prac-
tice — taken from a recent book by former U.S.
trade negotiator Clyde Prestowitz, Jr.— oceurred
when U.S. firms attempted to sell baseball bats
in Japan.** After a U.S. company finally received
approval to seli aluminum bats in Japan, new
standards for the required safety seal from the
government were introduced that necessitated
the use of a specific aluminum alloy as well as a
base plug not found in U.S.-produced bats.

After the 118, filed a formal complaint through
procedures established by GATT, the standards
were Tevised to aliow U.S. firms access to the
Japanese aluminum baseball bat market. New

restrictions, however, were then passed, requir-
ing inspection of the factory and products to
take place in Japan. Because the bats were pro-
duced in the United States, Japanese officials
individually inspected every lot of bats upon ar-
rival in Japan. This slowed down imports and
increased the cost of importing bats, making
them less competitive. While this issue has since
been resolved and the restrictive requirements
have been eliminated, it provides a good exam-
ple of how implicit trade barriers are used.?®

Another example of implicit trade law restric-
tions is seen in the Japanese Large Scale Retail
Store Law, which was recently modified as a re-

98ee Prestowitz, Jr.(1888}.

20Fgr further discussion and analysis of implicit trade bar-
riers in Japan, see Christelow {1985-86), Cline (1990) and
Belassa and Noland (1988).
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sult of the 811 talks. This law required neighbor-
hood approval in Japan for any store larger
than 5400 square feet. Neighberhood shop
owners were able to effectively block large
retailers from opening stores that could charge
lower prices because of their economies of scale
{for example, because of the volume of each
product bought by Toys "R” Us, it can charge
lower prices than a small neighborhood toy
store that purchases only a few of each
product),

This policy blocked foreign firms, such as Toys
“R"” Us, from opening stores in Japan. Some
firms in the United States also argued that lim-
iting the size of each shop reduced the likeli-
hood of U.5. products being sold. Many Japan-
ese, on the other hand, argued that these laws
serve to protect a way of life in Japan. Al
though changes in the retail store law that
weaken the power of neighborhood shop owners
may increase U.5. access 1o these markets, it
may also, in the eyes of some Japanese, have
adverse social consequences by altering the
structure of neighborhoods.?' This conflict be-
tween domestic and trade policy goals underlies
much of the problems that arise in negotiating
trade disputes between Japan and the United
States.

IMPLICIT THADE BARBRIERS:
TRADE POLICY OR DUOMESTIC
POLICY?

One difficulty in determining the intent of
econoinic policies is the problem of separating
domestic and trade-related policies, such as in
the retail law described above. Another example
of this problem can be seen in the different
anti-trust legislation in the United States and
Japan. While it is illegal in the United States
for a company to require a distributor to sell
only the company’s line of products, this prac-
tice is permitted under certain conditions in
Japan.?? As a result, many U1.S. manmuifacturers
have had difficulty finding distributors for their

products because the existing distribution sys-
tern is controlled by companies already in the
market. While U.S. policymakers have consid-
ered this an unfair trade practice, new Japanese
firms trying to enter these same markets en-
counter the same difficulty. Thus, referring to
these regulations as “unfair” trade practices may
be incorrect, because the policy treats both
foreign and domestic firms exactly the same. In-
deed, at the heart of this problem is the debate
between the notion of reciprocity, the idea that
firms must be given the same opportunities in a
foreign country that foreign firms would have
in the domestic market. and the notion of na-
tional treatment, which argues that foreign firms
should be treated the same as a nation’s
domestic firms.2*

Another example of the problem of distin-
guishing between domestic and trade policies is
the relationship between suppliers and pur-
chasers. Companies in Japan typically have long.
term implicit (and sometimes explicit} contracts
with their suppliers. While it has frequently
been alleged that these arrangements are in-
tended to exclude foreign firms, they actually
serve several useful economic purposes unre-
lated te foreign trade. For example, because
Japanese land prices are higher than those in
the United States, it is relatively more costly for
firms to hold inventories in Japan. As a result,
firms arrange for more frequent purchases of
inputs (referred to as “just in time” scheduling)
rather than maintaining sizable inventories of
raw materials, Long-term arrangements with
suppliers provide one way to economize on the
costs of frequent recontracting. Other Japanese
policies that are sources of trade disputes be-
tween the United States and Japan include the
procedures for obtaining patents, government-
supported research and development and public
expenditure on infrastructure (such as roads
and sewers).?

Criticism of domestic practices affecting the
flow of trade has also been leveled against the
United States. For example, the U.8. government

2'See, for example, Sanger (1980).

*2lnder the Antimenopoly Act, restricting the business tran-
sactions between the firm’s trading partners and competi-
tors is, in general, illegal if such conduct could result in
limiting the options of the firm’s competitors. Whether the
husiness opportunities of the competiior have been re-
duced is to be decided on a case-by-case bhasis, and there
are many exceptions o these regulations.

#3This article assumes that national treatment is the appro-

priate policy. For a recent discussion of this issue, see
Bhagwati and Irwin (1987).

24These policies are described in greater detait in Belassa

and Noland {1988).
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budget deficit has been blamed for much of the
11.8. trade deficit, because it contributed to the
demand for foreign savings. As a result, the size
of the federa!l deficit has been an issue in re-
cent negotiations to reduce the U.S. bilateral
trade deficit with Japan. Thus, issues that once
were considered purely domestic now begin to
enter trade negotiations. The most recent exam-
ple of this phenomenon is the Structural Im-
pediments [nitiative {see shaded insert above).

Whether that initiative will be successful in

reducing the U.S.-Japan trade deficit is unclear.
Perhaps the biggest problem is that there are
few obligations for either country to implement
specific policies. Not surprisingly, as a result of
these talks there has been considerable debate
over the usefulness of this type of bilateral trade
negotiation.® Recent evidence, particularly in
Japan, suggest that these talks have had some
effect. Aside from the changes to the Large-

25For a discussion on how to measure the effectiveness of
these types of policy declarations. see von Furstenberg
and Daniels {1990},
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Scale Retail Store Law already discussed, the
current Japanese budget calls for a 6.2 percent
increase in spending on public works (such as
roads and housing)?® In fact, some analysts have
suggested that these negotiations actually pro-
vide a rationale for countries to implement un-
popular domestic reform.?” For example, al-
though regulations limiting the size of retail
stores are very popular, one effect of this law is
that consumers pay higher retail prices. For this
reason, there has been pressure (both inside
and outside Japan} to open these markets; the
Sl included an agreement to relax these regula-
tions. In the United States, the agreement to
maintain non-discriminatory treatment of
Japanese investment in the United States comes

at a time when there is increasing concern
voiced in the media regarding recent Japanese
purchases in the United States of such high
profile items as Rockefeller Center in New York
City and Columbia Pictures in Hollywood.?® A
new round of talks on structural impediments
began January 17, 1991.

A more serious problem with bilateral trade
agreements is that the issues they attempt to
address are inherently multilateral rather than
bilateral. In general, a reduction in Japan's trade
restrictions affects its trade with not only the
United States but virtually all other countries as
well. For this reason, there has historically been
more support, particularly in the United States,
for multilateral negotiations.

ZThompson (1990}, See also “You Won't Know it in 2000”
{1991).

27Gee, for example, Frankel (1990).

%See, for example, Smith {19980}, For a discussion of
foreign investment in the United States ang some of the
commen misperceptions, see Tolchin and Tolchin (1988).
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CONCLUSION

Many people assume that the existence of a
bilateral trade deficit is considered prima facie
evidence of unfair trade practices by the coun-
try running the trade surplus. However, this ar-
ticle has shown that many factors determine
the bilateral trade balance between two coun-
tries. These factors include the composition of
trade, the net savings position of each country
and the types of anti-trust legislation and en-
forcement policies. Much of these differences
are due to different economic characteristics, in
terms of natural resources and industrial struc-
ture, as well as social and cultural differences.
None of these factors however, suggest that
trade is ever likely to balance bilaterally be-
tween any pair of countries.

This conclusion certainly applies in the case
of U.S.-Japan trade. Much of the U.S.-Japanese
bilateral trade deficit can be attributed to dif-
ferent savings/investment ratios and the dif-
ferences in the composition of trade hetween
the two countries. Unless fundamental domestic
economic changes occur in both the United
States and Japan, it is unlikely that the trade
imbalance between the two countries will be
significantly reduced. As a result, U.S. policies
designed simply to reduce the trade imhalance
will likely be ineffective or even detrimental to
both countries’ economies.
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