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EXECUTIVE SUMMARY

The recent increases in Japanese direct investment overseas may
just be a taste of what is to come as major Japanese exporters begin to
emphasize manufacturing in their major developed trading partmers. In
Canada, this investment has so far been concentrated in the automotive
sector, but this may only be the tip of the iceberg: in the next
decade Canada, along with other natioms, could well experience more

Japanese direct investment than it has seen in the entire period since
1951,

Japan's prominence as a foreign investing nation is not new. The
"Japanese economic miracle™ that transformed post—war Japan into one of
the world's leading economies made it a major exporter of high-techno-
logy consumer and industrial goods =—— and subsequently a prominent

capital exporting mation.

Japan's tradition of extremely high personal savings rates has
recently reinforced this trend: these savings were able to fuel Japan's
aggressive domestic investment program in years of substantial economic
growth; but more recently, with domestic investment moderating, they

were available to search out foreign investment opportunities.

What is new is the shift in emphasis from indirect foreign' invest-
ment to direct foreign investment. In overall volume terms, of course,
Japan's indirect investment continues to be far more prominent, parti-
cularly after having expanded dramatically in the early 1980s as
Japanese investors -— especially life insurance companies == rushed to
buy U.S. and Canadian governmment bonds. This was motivated by the
comparatively high North American interest rates fostered by the .U.S.
monetary authorities in their effor; to finance the huge federal budget
deficit.

(iv)



But recent changés in the international economic climate now call
for a new thrust in Japan's direct foreign investment, one that is
almost certain to narrow the gap between indirect and direct foreign
investment, What is more, the emphasis of Japan's direct foreign
investment will shift increasingly to developed countries and, in par-

ticular, to their manufacturing sectors.

The change in climate refers primarily to the late 1985 realign-
ment of the U.S. dollar, especially with respect to the Japanese yen.
In preceding years the United States had found itself in a dilemma:
its high interest rates were attracting foreigh capital (especially
Japanese) and in so doing were keeping the U.S. dollar very high rela-
tive to the currencies of Europe and Japan — with serious adverse con-

sequences for an already problem~ridden U.S. trade deficit.

Japan was a willing participant in the "G=5 Agreement” which saw
the United States, Japan, West Germany, France and the United Kingdom
agree to effect a new lower exchange rate for the U.S. dollar, particu-
larly relative to the yen. Its action also served to defuse some of
the protectionist sentiment or "trade friction™ that had been building
because of U.S. frustration over its own trade problems and Japan's

sharply contrasting trade surpluses.

From a Japanese perspective, these developments provide a compel-
ling reason for Japan to replace some of its exports with direct
investment, especially in the manufacturing sectors of North America
and Europe. Further support for such a move comes from Japan's inclin-
ation in recent years to substitute concern over proximity to major
markets and total productivity in place of labour costs in selecting

countries in which to undertake direct investment.

Such a move represents yet another shift im Japan's historic

(v)
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pattern of post-war direct foreign investment. Japan has always
attached considerable importance to its investment in less developed
countries (LDCs): in the early post-war years it was largely concerned
with its pressing need for assured supplies of natural resources; and
later its attention turned increasingly to setting up manufacturing
facilities in Southeast Asia and other LDCs that were using protective
tariffs to restriect imports (including Japanese imports) in a bid teo

foster domestic production.

Despite increased interest in advanced economies from the latter
half of the 19705 onward, direct investment in LDCs accounted for over
half of Japan's total direct foreign investment in 'Q9R] (whereas direct
investment in LDCs accounted for 22 percent of total U.S. direct
foreign investment and less than 15 percent of West Germany's total

direct foreign investment).

The shift to direct foreign investment in advanced econonmies,
especially North America, gained prominence as investment in support of
Japan's booming export activity grew (it focused on providing the
facilities needed by Japan's prospering trading compantes). It spread
to the financial sector in the early 1980s as Japan's presence in these
advanced economies assumed a higher profile. More recently it has
moved in a major way into such technologically advanced manufacturing
industries as automobiles and consumer electronics -—— areas where

future growth potential exists.

The prospect of transferring production from Japan to North
America and Europe has been greeted with surprisingly widespread
approval in Japanese government and business circles —- a reflection of
Japanese confidence in its technological edge and ability to come up
with new products to take the place of those increasingly being pro-

duced abroad.

(vi)
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Concern over the phenomenon known as “caving”™ (whereby domestic
industry is left a "hollow shell” following the transfer abroad of pro-
ductive capacity) has been limited. However, while only a relatively
small number of academics and labour representatives have expressed un=
easiness over the possible unewmployment 4implications for Japan, the
potential disruptive effeet of “caving™, should it materialize, remains

uncertain.

The prospect of strong growth in Japan's direct foreign investment
in North America is reinforced by the recént curreancy realignment., One
ostensibly optimistic study, undertaken a few years ago (and prior to
the G=5 Agreement), has already proved to be somewhat conservative: it
forecast a major expansion of Japan's direct foreign investment to
1990, but has already seen its 1985 prediction realised a full year
ahead of time.

While growth in Japan's indirect foreign investment may ease if,
as anticipated, greater U.S. fiscal discipline leads to lower real in-
terest rates, the outlook for direct foreign investment is exceedingly
bright =-- given the stimulus of currency realignment and the prospect
of continuing substantial Japanese current account surpluses. Japan's
total direct foreign investment may, under the most favourable circum-
stances, have the potential to expand to more than $180 billion by the
year 2000. Assuming the North American share follows its recent trend,
as much as $40 billion of additional Japanese direct foreign investment
in North America could be forthcoming up to the year 2000, an amount
considerably more than North America experienced in the entire 1951-84
period. '

Even though such things as the adverse effects of an appreciating
yen are possible inhibitors, it does appear that the amount of addi-

tional Japanese direct investment destined for North America will be

(vid)



substantial. On the basis of its historic share of North American
direct investment by Japan, Canada may see as much as US$4.0 billion of

Japanese direct foreign investment between 1985 and 2000.

The advantages of such investment are obvious: aside from provid-
ing substantial capital, Japan's investment in Canada would provide

much sought—after managerial skills and a transfer of technology.

The challenge for Canada is to create the best possible environ-
ment for the realization of this Tapanese direct foreign investment.
This involves, first, the establishment of an environment that is con-
ducive to Tapanese investment, one that ensures a climate confirming
Canada's traditiomal status as a solid choice for investment. Beyond
this, Canada is urged to adopt several recommended measures that pro=-
mote greater mutual awareness and enhance the mobility of information
and people for the ultimate purpose of realising Canada's full invest-

ment potential.

(viii)
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JAPAN'S DIRECT FOREIGN INVESTMENT
AND IMPLICATIONS FOR CANADA

PART ONE: JAPANESE FOREIGN INVESTMENT TRENDS AND PROSPECTS

l. INTRODUCTION

Over the past four decades Japan has evolved from an essentially
labour-intensive economy into one recognized globally as the leading
capital-intensive producer of high technology goods. One consequence
of this "Japanese miracle”™ has been the generation in recent years of
huge Japanese trade and current account surpluses. This in turn has
enabled Japan to undertake massive foreign investment, both indirect
and direct, benefitting both Japan and recipient economies around the

world.

STUDY OBJECTIVES AND OUTLIRE

The purpose of this study is to examine the trends and patterns of
Jaﬁan's foreign investment since the early 1950s and to determine, from
Canada's perspective, the opportunities that may be present for Canada.
to benefit from prospective Japanese direct foreign investment in this

country.

The study is divided into two prinecipal parts. Part One is con-
cerned with outlining the broad evolution of Japan's export of capital
and the factors influencing the patterns that have emerged. It inclu=-
des an overview of the trend of Japan's direct foréign investment since
the early 1950s. This is followed by an examination of Japan's recent



current account position and the relative prominence of indirect versus

direct foreign investment over the years.

The changing nature of Japan's direct foreign investment is the
subject of subsequent analysis, including a look at both the geographic
swings and the changing emphasis of such investment by industry sector.
Part One concludes with a look at the potential volume of Japanese
direct foreign investment in Canada and recommended steps that would

foster the realization of this potential.

Part Two examines the potential areas for industrial and techno-
logical cooperation between Canada and Japan in the electronics
industry, and looks briefly at some other areas such as aerospace and

biotechnology. Detailed examination of overseas investment and produc-

tion by Japan's electric and electronic industries includes a brief

historicﬁl sketch and a look at the changing geographical thrust of
such Japanese investment. Individual sectors of the industry group are
examined, including household appliances, consumer electronic goods

(especially colour television sets and video cassette recorders), semi-

conductors, and computers and computer accessories.
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2. JAPAN'S DIRECT POREIGN INVESTMENT: AN OVERVIEW

Japan's total direct foreign investment, though still small rela-
tive to its indirect foreign investment, has nevertheless exhibited
interesting gfowth patterns over the years and taken on greater
prominence. In fact, the latest statistics available, which appear in
Table 1, indicate that such expenditures exceeded $10 billionl in
fiscal year 1984,2 a new high for a post—-war period that has seen

over three decades of advancing outlays.

The size, nature and destination of Japan's direct foreign invest-
ment have all undergone change since 1951, when post-war foreign in-
vestment was first approved by the Japanese goveranment. Such invest-
ment was quite limited in the 1950s and focused on developing extermal
supplies of natural resources. Modest average annual increases during
the 1950s and the first half of the 1960s gave way to more pronounced
increases in the closing years of the 1960s, leading to outlays of
approximately $600 million in 1968 and 1969, Most continued to be
earmarked for resource investment, in particular iron and non-ferrous

metal resources (primarily copper).: .

This period also saw the start of investment in support of the
commercial activities of iajor trading €irms 4in Europe and North
America (particularly the United States). Most of the manufacturing
investment undertaken at that time, however, was directed primarily at

the developing nations of Southeast Asia. As part of their drive

Ipollar amounts referred to throughout this report are U.S.
dollars.

2In almost all cases throughout this report, years refer to -
fiscal years ending March 31 of the following calendar year.
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TABLE 1

JAPAN'S DIRECT OVERSEAS INVESTMENT (FY 1951 - 1984)

No. of Amount (8)
Cases (USS million)
1951 - 1971 4,637 4,435
1972 1,774 2,338
1973 3,093 3,494
1974 1,912 2,395
1975 © 1,591 3,280
1976 , 1,652 3,462
1977 1,761 2,806
1978 : 2,393 4,598
1979 2,694 4,995
1980 2,442 4,693
1981 | 2,563 8,931
1982 2,548 7,703
1983 2,754 8,145
1984 2,499 10,155

Total 34,313 71,431

a) Figures are the accumulated value of approvals and notification.

Source: Ministry of Finance, Japan.
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towards industrialization, these less developed countries (LDCs) had

imposed high protective tariffs and quotas as a means of promoting

domestic production, particularly of consumer goods. Japan's strategy
was to establish consumer goods manufacturing facilities in these coun-
tries and counter the adverse effects of these protective measures by

providing import substitutes.

Direct Foreign Investment Takes Off in the 1970s

The 1970s saw Japanese foreign direct investment rise dramatical-
ly. Following 1970 and 1971, when annual investment levels were
approximately $900 million, outlays rose to more than $2 billion —-
reflecting in large measure the relaxation of the Japanese government's
system of strict quotas on foreign exchange. @n additional factor was
the surge in global economic activity and the thrust in resource devel-
opment that accompanied post-recession récovery and subsequent expan;
sion. For Japan, a nation in need of natural resources to fuel its own
rapid economic expansion, the pressure to ensure adequate resurces was

especially acute.

Between 1972 and 1979, Japan's direct'foreign investment more than
doubled, rising to $5 billion annually by the close of the decade.
More of the increase was attributable to resource-related investment
than had been the case in the past. Investment in o0il and Iiquified
natural gas (LNG) was especially prominent, reflecting Japan's efforts
to deal with the two oil crises of 1973 and 1978.

Manufacturing Investment was Concentrated in LDCs

Manufacturing investment dufing the 1970s remained largely concen-



trated in the LDCs and was centred on automobiles, electronics,

chemicals and industrial machinery.

Early automotive manufacturing investment concentrated primarily
on assembly plants in the LDC market. (One notable venture in a devel-
oped economy was Toyota's failed attempt to set up a knockdown assembly
plant in Nova Scotia.) Otherwise investment in this industry during
the decade was principally for the purpose of establishing marketing

networks, mainly dealer chains in the United States and Europe.

Investment associated with electronics was also largely marketing
related, and corresponded with the start of colour TV manufacturing (by
Sony) in North America in the early 1970s. The push for import re-
placement in the LDC market accounted for additional investmenﬁ, though
most of it could be characterized as relating to less technologically

intensive consumer goods.

Chemicals investment by Japan was essentially small scale, and
focussed on such downstream chemicals as plastics, paints and PVCs.
Most of this investment related to developing economies, particularly
in southeast Asia. One large-scale exception proved to be disastrous:
Mitsui's petrochemical venture in Iran in 1973 fell victim to the
tumultuous developments that followed in that country, incurring huge
losses and ultimately forcing the company to write off its investment
there., Later in the decade, however, Japan was more actively -involved

in large scale petrochemical investment.

Industrial machinery investment grew rapidly during the 1970s, one
highlight being the construction of facilities for the manufacture of
ball bearings in North America (including Canada). Other smaller ven-

tures included investment in agricultural equipment and construction

equipment in southeast Asia.
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The trend in manufacturing investment was clearly upward in the
decade of the 1970s, setting the stage for the further expansion that
was to follow in the 1980s. At the same time, Japanese foreign direct
investment in the financizl sector gained considerable prominence, with
substantial outlays made for bank branches and acquisitions in advanced

countries (especially the United States).

Investment Responds to the Volatile 1980s

The 19805 have seen further significant developments in Japan's
direct foreign investment. As can be seen in accompanying Table 2, the
trend in total annual outlays has been erratic —— a2 reflection of the
volatile economic conditions that have characterized the first half of
the decade. 1In 1980, such investment declined by 6 per cent, mainly
because of a one-third fall off in mining investment. Recovery the
following year was promounced: spending almost doubled on the strength
of virtval across-the-board increases in all major sectors (and an
especially large 300 percent increase im mining investmwent, largely
associated with LNG-related investment).

A subsequent 14 pe}cent decline in 1982 might well have been
expected, given the worldwide recession conditions and overall
investment strength in the previous fiscal year. In fact, however,
while manufacturing investment did decline about 10 percent, the
decline can essentially be attributed to reductioms associated with
Indonesian LNG projects. In spite of a further decline in mining in
1983, Japan's total direct foreign investment rose by close to b per-
cent, largely on the strength of recovery in manufacturing.

The latest year for which figures are available, 1984, saw invest=

ment rise 24 percent -— even though a small decline in manufacturing



‘TABLE 2

JAPAN'S OVERSEAS DIRECT INVESTMENT TRENDS* BY INDUSTRY

$ million
1973 1978 1979 1980 1981 1982 1983 1984
Manufacturing 1496 ~2038 1693 1706 2305 2076 2588 2505
Resource
Development 609 461 1011 . 637 2645 747 418 534
Commerce and
Services 1173 1921 2123 2139 3871 4731 4940 6894
Branches and
Real Estate 216 178 168 211 110 149 199 221
TOTAL 3494 4598 4995 4693 8931 7703 8145 10155

*by fiscal years



virtually offset a marginal rise in mining. The gain can be credited
to the rising prominence of such tertiary industries as commerce, bank=-

ing and insurance, and other services, which rose almost 40 percent.

Volatility has not been the only distinguishing feature of Japan's
direct foreign investment in the 1980s. On.the whole, such investment
has risen dramatically: in 1984 it was double the $5 billion level of
1979, From a sectoral perspective, cme of the most notable develop-
ments has been the conspicuous downward trend (except for 1981) in
miring investment's share of the annual total =-- from 12 percent in
1980 to less than 5 percent in 1984. (Distribution by broad categories
is seen in Table 3.) While oil and gas remain relatively important,
significant reductions have been evident in iron and non-ferrous metal
mining.

Another important development has been the dramatic fise in the
share represented by commerce and other services. These tertiary in—-
dustries accounted for two out of every three dollars of direct foreign
investment in 1984, As recently as the early 1980s, this share barely
exceeded 40 per cent. Banking and insurance, which had represented 8

percent of the total in 1980, were up to 21 percent in 1984,

)

Manufacturing Investment Is Very Promising

While manufacturing's share of total Japanese direct foreign in-
vestment has lost some ground over the past decade, this isrunlikely to
be permanent because of the shifting trend in Japanese foreign invest-
ment. Japan's investment in the LDCs (especially in Latin America) has
indeed been shifting graduvally from manufacturing to natural resources;
but Japan's manufacturing investment in advanced economies is a differ- )

ent matter. During the 1980s,’ funds earmarked for manufacturing in



JAPAN'S OVERSEAS DIRECT INVESTMENT
DISTRIBUTION OF TOTAL BY INDUSTRY

TABLE 3

Per Cent Distribution

- - - - . - ) - h - - - T -.A. - o - - - H - : - : - - ) - T - -

1973 1978 1979 1980 1981 1982 1983 1984
Manufacturing> 42.8 44,3 33.9 36.3 25.8 27.0 31.8 24,7
Resource
Development 17.4 10.0 20.2 13.6 29.6 9.7 5.1 5.3
Commerce and
Services 33.6 41.8 42.5 45.6 43.4 61.4 60.7 67.9
Branches and
Real Estate 6.2 3.9 3.4 4.5 1.2 1.9 2.4 2.2
TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

*by fiscal years
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developed countries have expanded to the point where they now exceed

the manufacturing outlays directed to developing countries.

Japan's success as a major exporter is in large measure respon-
sible for this trend., Continuing large Japanese trade surpluses have
in recent years produced “"trade friction™ and givén rise to increasing-
ly protectionist sentiment in the United States and other economies
plagued with concern over high unemployment. In part as a strategy to
defuse such pressures, Japan has recently embarked on an ambitious
direct investment program. Included are a number of small car produc-
tion plants in North America and Europe, including Honda's plants in
Ohio and Ontario and Nissan and Toyota facilities. Similar ventures
have been undertaken or proposed in less developed nations such as

Mexico and Brazil.

Similar motives are in part responsible for Japan's direct parti-
cipation in the U.S. electronics field (in particular colour TV produc-
tion) and in semi-conductor production. Import substitution in part
explains similar moves to set up production in Europe. At the same
time, large-scale investment is continuing on integrated petrochemical

plants in Saudi Arabia and Singapore.

The sizable expansion of investment associated with the financial
and commercial sectors actually represents & continuation of a treand
that started in the 1970s and more recently has included such acquisi-
tions as the Bank of Tokyo's purchase of California banks. So pronoun-
ced has this trend been that, by January 1986, total foreign assets of
Japanese banks actually exceeded those of American banks.




3. JAPAN'S EMERGENCE AS A MAJOR EXPORTER OF CAPITAL
Japan's Surpluses Are a Key Factor

The remarkable transformation of Japan from an essentially unsoph-
isticated labour-intensive economy in the early post-war period to a
sophisticated high-tech producer today has over the years put it in an
enviable trade position. As Table 4 indicates, Japan has in recent
years experienced sizable trade surpluses: in 1984 its surplus reached
$44 billion, well in excess of second-ranked West Germany ($22 billion)
and third-ranked Canada ($16 billion). In striking contrast, of
course, is the United States, which saw its trade deficit soar to over
$108 billion in 1984, Statistics available for the first half of 1985
suggest that the gap between Japan and the United States is in fact

'l I Il B B O .

widening.

A look back to the late 1970s and early 1980s, however, reveals

that this sharp contrast is a relatively recent phenomenon. As recent=-

1y as 1979 and 1980, Japan's trade surplus was only around $2 billion,

i

reflecting the adverse situation that confronted energy-import-
dependent Japan in the period that followed the Iranian o0il crisis.

“his was well below Canada's surpluses of $4 billion in 1979 and $8
billion in 1980. During those same years, the United States recorded
trade deficits in the $25 billion range which, while large, did not
stand in as stark contrast with Japan as was the case in 1984, -

The Japanese and American Current Accounts
Stand in Sharp Contrast

Table 5 shows the current account balances of Japan and its major
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TABLE 4§

BALANCE OF TRADE FOR SELECTED COUNTRIES (1978 - 1985)
(US$ million) E

Japln.) U.S.A.b) Getmany, F.R. France U.K. Italy Canada Australla Brazil Mexico Korea, Rep. of
1978 24,396 -33,947 26,740 101 -2,965 2,912 4,186 92 -1,158 -1,745 -1,780
1979 1,843 ~27,536 16,870 -3,220 ~7,207 -990 6,179 2,50 =2,117 -2,830 -4,395
1980 2,123 -25,480 8,970 =13,419 3,715 -16,417 8,002 1,378 -2,0823 -2,830 4,834
1981 19,967 -27,978 16,570 -9,970 7,756  -10,901 6,609 -2,329 1,185 -4,099 -3,628
1982 18,079 -36,444 25,280 -15,785 3,423 -8,050 14,959 ~2,612 778 6,795 -2,5%4
1983 ’ 31,454 -62,012 22,270 -8,756 -1,0813 -3,215 14,877 3o 6,469 13,763 -1,763
1986 . 84,257 -108,281 . 22,340 -4,089 -5,677 -5,995 16,585 -814 13,086 12,799 -1,036
1984 11 I0.666¢’ —25.6490) 4,020 -991 -2,065 ~1,40) 4,101 10 3,600 3,429 -397
111 9.909" -32.507°) 4,880 -343 -1,930  -992 3,991 -503 3,623 2,745 -427
14 lJ,b’Ie’ -24,557°) 7,930 -476 -916 -2,91? 5,159 =313 3,477 2,581 431
1985 1 II,SGIC’ -29,532°) 5,330 ~-2,207 -2,080 - 3,854 -4 - - -
11 (P) 13,058¢) -33,001¢) - - - - - 250 - - -

#*  Calendor years.

a) Based on Balance of Payments Monthly.

b) Excludes milltary grante, Based on Economic Indicators.
¢) Seasonally adjusted.

Source: IMF, laternational Financisi Statistics, October 1985.



TABLE 5

CURRENT ACCOUNT BALANCE FOR SELECTED COUNTRIBRS (1978 - 1985)
' (US$ millton)

leln‘) 0.5.a.b) Cermany, F.R. France 0.K. ltaly Canada Australia Brazil Mexico Korea, Rep. of
1978 16,534  -15,427 9,230 7,066 2,246 6,237  ~4,298 -4,536 -7,036  =3,171 ~1,085
1979 -8,754 -991 -6,280 5,142 -954 5,816  -4,120 -2,646  ~-10,478  -5,459 -4,151
1980 ~10,746 1,873 -16,000 -4,208 8,690  -9,801 -953 -4,136  -12,806  -B,162 -5,321
1981 , 4,770 6,339 ~5,420 -4,809 15,070  -B,606  -5,055 -8,264  -11,751 ~-13,899 -4,646
1982 6,850 -8,051 3,140 -12,082 2,435 -5,686 2,110 -8,199  -16,312 6,796 -2,650
1983 . 20,799  -40,790 4,170 ~4,906 4,862 555 1,365 -5, 868 -6,837 4,752 -1,606
1984 35,003 -101,532 6,070 1 7133 -2,871 1,893 -8,273 42 - -1,371
19846 1 7,091¢) -19,064¢) 1,340 ~1,554 772 -1,138  -1,207 -1,735 -504 2,186 =640
11 8,834¢) -24,493¢) 380 342 -817 -210 310 -1,801 121 1,277 -492
111 7,232¢) -32,500¢) -780 545 -434 107 1,416 ~2,362 588 223 -454
v 11,711€)  -25,477¢) 5,140 678 1,273 -2,231 1,33 -2,395 -163 - 255
1985 1 9,428¢) -30,325¢) 1,670 -1,820 -509 - -568 -1,695 - - -
11 (p) 12,127¢)  -31,811¢) - - - - - -1,513 - - -

a) Based on Balance of Payments MHonthliy.
b) Based on Economic Indicatora.
c) Seasonally adjusted.

Source: INF, International Financial Statlstice, October 1985.
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trading partners and provides further evidence of the recent nature of
the contrast between Japan and the United States. As recently as 1980,
Japan's current account was in deficit by about $1l billion (reflecting
the adverse post-Iranian situation), while the United States was exper—
iencing a near $2 billion current account surplus. In 1982, the U.S.
moved to a current account deficit of a mere $8 billion; but it jumped
to $40 billion in 1983 and to $101 billion in 1984. In contrast,
Japan's current account surplus was under $7 billion in 1982, over $20
billion in 1983 and at $35 billion by 1984, Thus the spread had moved
from over $12 billion in the United States' favour in 1980 to over $136°
billion in Japan's favour by 1984!

The explanation for this dramatic contrast obviously lies in some
fairly recent developments. One is Japan's success in becoming much
more energy efficient as a means of coping with its energy scarcity
problems. The dominant factor by far, however, is the U.S. "strong
dollar™ policy of the early 1980s. With the U.S. government deficit
soaring in the 1980s, the need to attract both domestic and foreignm
funding of the deficit forced a rise in U.S. domestic interest rates.
The resulting influx of foreign capital led to an appreciation of the
U.S. dollar and an adverse shift in U.S. terms of trade -;.the conse-
quence of which was an aggravated trade imbalance and a serious deteri~-

oration in the U.S. current account balance.

“Trade Friction”™ Has Arisen in the 1980s

The swing in the balance of United States-Japan trade had conse=
quences of its own. What came to be known as “trade friction™ led to
increasingly protectionist sentiment in the United States. Even the
more restrained called for Japan to help correct the situation by (a) .

opening its own domestic markets more to imports and (b) adopting more
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stimulative fiscal policies to encourage domestic demand.

Japan's long~term capital account turned sharply negative in the
1980s (see Table 6). What seemed a remarkable high of almost $15
billion in net long-term capital outflows in 1982 was quickly dwarfed
by the sharp rise to .almost $50 billion by 1984,

Japan Has Become A Major Capital Exporter

It was during this period that Japan became a significant capital
exporting nation. Expecially important was the .increase in Japanese
institutional investors' activities, including those of life insurance
companies, banks, trusts and the governﬁent postal savings fund. Table
7 indicates the changes in the net outflow of capital from Japan by
types of investment since 1972, while Table 8 reveals the changing
prominence of each type of investment (as a share of the annual total)

over that same period.

In contrast with 1974 and 1975, when direct investment represented
over half of the total net capital outflow from Japan, in 1984 it
accounted for less than 10 per cent of the total. Over the same

- period, on the other hand, security investments increased dramatically,

rising to well over half of the total —— and largely on the strength of
purchases of foreign (mainly U.S. and Canadian) government bonds from
1977 onward. This was especially so in 1984, when close to $30 billion

went for the purchase of securities, primarily government bonds.

The statistics that follow illustrate the impact that U.S. wmone-
tary policy had in attracting Japanese capital investment to the United

States.



TABLE 6

JAPAN'S INTERNATIONAL BALANCE OF PAYMENTS - IMP BASIS (1978 - 1985)
(US$ aillion)

Current Balance Loung-term Basic Short-term Errors and
Current Trade Balance Services Tiransfers Capltal Balance  Capftal Omminsions Overall
- Balance Exports Importe Balance Balance
1978 16,534 95,634 71,038 - 24,596 -7,387 -675 ~-12,389 4,145 1,538 267 3,950
1979 -8,734 101,232 99,387 1,845 -9,472 -1,127 -12,976 -21,730 2,735 2,333 -16,662
1980 -20,746 126,736 124,611 2,125 -~11,34) -1,528 2,324 -8,422 3,161 =-3,115 -8,396
1981 . 4,770 149,522 129,555 19,967 -13,573 -1,624 -9,672 ~-4,902 2,265 493 -2,144
1982 6,850 137,663 119,584 18,079  -9,848 ~-1,381 -14,969 -8,119 -1,579 4,727 -4,971
1983 o 20,799 145,468 114,014 31,454 -9,106 -1,549 -17,700 3,099 23 2,055 5,117
1984 33,003 168,290 124,033 46,257 -71,747 -1,507 ~49,651 -14,648 -4,295 3,743 -15,200
1984 11 9,982 43,018 31,22 11,792 —1,633 =327 -14,314 4,332 -20 -910 -5,262
111 8,679 42,286 30,930 11,356 =2,420 =257 -12,422 -3,743 -1,967 2,387 -3,323
. v 11,536 44,390 30,874 13,516  -1,596 -384 -17,106 -5,570 ~-235 2,260 -3,543
1985 1 6,818 38, 164 29,227 8,937 -1,565 - -554 -10,355 -3,537 =577 1,700 ~-2,414
11 13,262 42,239 29,046 14,193 -611 =320 -17,166 -3,904 155 1,829 -1,920

Source! Bank of Japan, Balance of Payments Monthly, June 1985.



TARLE 7

HISTORICAL CHANGES IN THE NET OUTFPLOW OF CAPITAL FROM JAPAN
(US$ mllllon)

1972 1973 1974 1975 1976 1917 1978 1979 1980 1961 1982 1983 19844
Direct Investment 852 2,200 1,839 1,976 1,871 1,725 2,586 2,665 2,993 4,806 4,448 4,198 4,891
Deferred Payment . )
Credite L1 971 511 27 1,06) 1,255 -614 -885 1,210 3,315 2,84) 3,068 4,119
Government to .
Government Credlts 2,21t 2,765 1,027 1,295 1,53 1,463 7,296 7,048 2,706 4,933 9,249 8,357 9,624
Securlty Investments 1,469  [,412 -39 1 162 2,605 6,452 4,180 4,650 1,179 9,240 16,714 29,484
Equtty 12 7 15 357 200 =171 %9 -008 804 030
Bonde . 121 155 2,590 5,093 3,967 4,821 10,830 9,248 15,910 29,454
Others 1,259 340 117 266 264 -184 964 843 1,564 1,476 2,135 ‘ 1,593 2,910
Total 6,202 7,688 3,455 3,695 4,853 6,864 16,682 13,851 13,123 25,727 27,915 33,930 51,028

*Some HOF figures dlffer slightly €rom Table (8) for technical reasons.



TABIE 8

CHANGES IN NET CAPITAL OUTFLOW FROM JAPAN BY TYPE OF FORRIGN INVESTMENT (1972 - 1984)

1972 1973 1974 1975 1976 1977 1978 1979 1980 198] 1982 1983 19849
Ditect luvestment 13.7 28.6 53.2 $3.5 38.6 25.1 15.5 19.2 22.8 18.7 15.9 12.4 9.6
Veferred Payment ' .
Credite 6.6 12.6 14.8 0.7 21.5 18.3 -3.7 6.4 9.2 12.9 10.2 9.0 8.i
Government to ) . ' .
Government Credits 35.7 36.0 29.7 35.1 3.2 21.3 43.7 50,9 20.6 19.3 3.1 26.6 18.9
Secucity Investments 23.7 18.4 -1.1 1.6 3.3 38.0 38.7 30,2 35.5 43.5 33.1  49.3 57.8
Equity 0.3 0.1 0.2 ° 2.1 1.5 -1.) 1.4 -0.0 2.4 .1
Bonds : 2.3 3.2 37.8 6.6 28.7 6.7 42,1 33.1 46.9 57.7
Others 20.3 4,4 3.4 7.1 5.4 -2.7 5.8 6.1 11.9 5.6 7.7 4.7 5.8
Total 100.0  100,0  100.0  100.0  100,0 100.0 100.¢ 100.0 100.0 100.0 100.0 100.0  100.0

*Up to January, 1985, others full Eiecal year basis.
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Long Term Interest Rates and Spread

U.S. Jgpan Spread
1984 (Average) 12.48 6.81 5.67
1985 (August) 10.64 6.33 4,31
1985 (December) 9.50 6.30 3.20

The obvious wide spread is responsible for the flow of Japanese capital
to North America for the purchase of government bonds. (An informal
"rule of thumb” in Japanese business circles apparently has it that a 3
percent interest rate differential is sufficient to protect investors
from substantial capital losses in the event of anything but the most

dramatic exchange rate changes.)

The substantial outflow of indirect investment funds so far during
the 1980s can also be attributed to changes in Japan's foreign currency
regulations, which liberalized the conditions governing foreign invest-

ment by domestic institutional investors.

Interestingly, Japan has generated net capital outflows that have
in fact exceeded its current account surpluses, indicating it has in
the past few years contributed its surplus savings to the rest of the
world (see Table 9). In 1984 and 1985 (amnual projection based on
half-year data), Japan's net capital outflows exceeded the nation’s
current account surplus by approximately $15 billion and $17 billion
respectively (see Table 10). In the process, these capital infusionms
have helped finance both U.S. and Canadian public sector debt and have
helped promote recovery and expansion since the serious recession of
1981-82 in both countries. |



TABLE 9

JAPAN'S LONG-TERM CAPITAL ACCOUNT

(USS million) 1983 1984
Direct Investment(3) 3,612 5,965
Trade Credit(a) 2,589 4,937
Loans(a) 8,425 11,922
Securities(a) 16,024 30,795
other(a) | 1,809 3,156
Assets, total{a) (a) ' 32,459 56,775
Direct Investment(b) 416 -10

- Trade Credic(b) 8 3
Loans(b) C=37 -77
Securities(b) 14,148 7,194
External Bonds(b) 5,663 7,350
Ocher(b) 224 14
Liabilities, total(b) (B) 14,759 7,124

Balance (B - A) -17,700 ~49,651

a) ‘Plus shows an increase in assets; minus shows a decrease in assets.

b) Plus shows an increase in liabilities; minus shows a decrease in
liabilities.

Source: Bank of Japan.,

[ ] .I.. ll.. - .!.' i 'l.l'”'.l.'" ll.l”“ 'll"”"!.."”"..i'“ - e



" TABLE 10

CHANGES IN JAPAN'S LONG-TERM CAPITAL ACCOUNT, 1984 - 1985

1984 (of which 1985
U.S.) January-June
Current Acéount<
Balance 35.0 (35.0) 20.1
Long-Term Capital
Balance 49.9 (14.8) 28.9
OQutflow from Japan 56.8 (15.4) 35.4
- Direct Investment 6.0 (15.4) 3.0
- Deferred Payment Credits 4.9 (0.2) 3.0
- 6 - G Credits 11.9 (0.4) 6.3
- Security Investment 30.8 (11.3) 24.5
= Others 32.0 (6.4) 0.7
’_Inflow into Japan 7.1 (0.6) 6.7
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Japan's High Savings Rate is Important

Japan's ability to provide such substantial capital exports is in
part a result of its extraordinarily high savings' rate, Personal
savings as a percent of disposable income, presently around 24 per-
cent, represent the highest savings rate of any industrialized country
— roughly double the Canadian rate and seven times the corresponding
United States rate.

The explanation for such a high rate includés: a tradition of
private savings to finance income needs after retirement (in the
absence of well-developed public programs); Japanese government tax
incentives encouraging savings; a national penchant for substantial

insurance coverage; and generally lower domestic consumption rates.

In the 1960s and 1970s, Japan's rapid economic growth was fostered
by the existence of substantial savings to fuel dqmestic investment
needs. More recently, with domestic economic growth generally down to
a 4 percent upper limit, the absence of strong investment growth in the
face of continuing high savings rates has left insurance companies
flush with rapidly growing assets and searching for investment

opportunities abroad.

This same shift in the Japanese economy to less rapid economic
growth has brought with it the prospect of smaller and steadier private
sector investment in selected hi-tech industries and considerably
reduced investment in primary industries. With land prices so high in
Japan, there has been little domestic real estate investment to pick
up the slack. The public sector is unlikely to offset this, given the
trend toward smaller govermment and the reduced emphasis on fiscal

policy.
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U.S. Problems Prompted Action

The foregoing factors help to explain Japan's increased emphasis
on foreign capital investment in ‘recent years. From a U.S.
perspective, however, the prospect of continuing Japanese capital
outflows to the United States in the face of a huge and growing U.S.
current account deficit left little choice but to press for changes

that would help the United States redress its substantial problems.

Accordingly, U.S. Secretary of State Schultz in April 1985 press-
ed Japan to deal with the problem created for the U.S. by Japan's
trade surpluses and high savings rate. Japan countered with the argu-
ment that it was high U.S. interest rates, fostered by the "crowding
out” effect of U.S. budgetary. financing demands, that was the root of

the problem.

According to one Japanese academic, M. Itoh, Japan's current
account surpluses dught to have been accompanied by an appreciation of
the yen; but the steady outflow of Japanese capital to the United
States in response to higher interest rates prevented an appreciation

of the yen while holding up the external value of the U.S. dollar,

The substantial volume of Japanese foreign portfolio investment in
the United States in 1984 finally prompted recognition on all sides
that some measures had to be taken. In the summer of 1985 Prime
Minister Nakasone openly acknowledged the need to consider controlling
capital outflows. Mr. Gyoten, Director General of the Ministry of
Finance's International Currency Bureau, followed up with an “adminis-
trative guideline” advising Japanese institutional investors to adopt a

more careful approach with respect to their currency risks.
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The G=5 Agreement Has Important Implications for Japan

The September 1985 G-5 Agreement that followed provided an unpre-
cedented move in currency realignment. The five leading industrial
economies (United States, Japan, West Germany, France and the United
Kingdom) agreed to intervene in .international currency markets to
correct perceived currency misalignments (rather than to counter exces—
sive currency fluctuations). They agreed to engineer a 20 percent
increase in the value of the Japanese yen relative to the U.S. dollar
by November, 1985. This was achieved as planned, with the exchange
rate rising from 240 yen to the dollar to a recent low of under 180 yen
to the dollar. Furthermore, the adjustment was carried out without

major short—term currency disturbances.

This realignment did in fact discourage the outflow of portfolio
investment from Japan by reducing the value of U.S. dollar holdings
relative to the yen. However, it did not in fact reduce foreign hold-
ings: it simply slowed the outflow of indirect investment. (Some
increased investment actually occurred for “averaging”™ purposes, where
more was purchased with the higher valued yen in order to offset
losses.) Average outflow continued at a $5 billion per wmonth rate
during the summer-to-October period, and since last November the level

of investment has been sustained at a higherlevel.

Japan's Life Insurance Companies Have a Bigh Investment Profile

A look back at Tables 7 and 8 reveals the extent of forelgn
securities investment during the 1980s. Japanese life insurance com—
panies are by far the largest investing group, and their relative pro-
minence has been rising in recent years. Most of the near $15 billion

of foreign asset holdings of Japanese life insurance companies in 1984
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was denominated in North American currencies: 4] percent in U.S.
dollars and 29 perﬁent in Canadian dollars, with Australian dollars

accounting for another 19 percent.

Very recent evidence suggests that U.S. dollar investment has
begun tb weaken, while investment in Deutschmarks and sterling has
picked up. Nevertheless, European currency investmen: remains rela-
tively small, and the United States still appears to account for more
than one-third of the nearly $21 billion of indicated investment by

life insurance companies early in 1986.

It is interesting to note that almost one third of the foreign
securities investment of Japanese life insurance companies has been
allocated to Canada. Even more interesting d1s the stark contrast
between such indirect investment in Canada, valued at approximately
$4.5 billion, and the comparatively miniscule §184 million total

Japanese direct investment in Canada in 1984,

Given that indirect investment is essentially long term in nature,
it is indeed probable that it will continue to gfow so long as the
prevailing U.S.-Japan interest rate spreads are sustained. Even so,
however, with the Japanese government currently =trying to direct
investment funds to domestic applications and with the G-5 Agreement
reducing some of the earlier advantages of indirect foreign investment,
the strong likelihood is that Japanese direct foreign investment will
exhibit a stronger growth trend in the future. This implies that while
indirect investment will continue to constitute the lion's share of
total Japanese foreign investment, the gap between indirect and direct
foreign investment will gradually shrink.
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4, JAPAN'S DIRECT FOREIGN INVESTMENT:
RECENT DEVELOPMENTS AND TRENDS

Currency Realignment is Encouraging Direct Foreign Investment

While securities investment has played a dominant role in Japan's

foreign investment in recent years, conditions now appear to favour a

~rising prominence for direct foreign investment. This development is

attributable in part to the impact of currency realignments on rela-
tively interest-rate—sensitive portfolio investment and in part to the
new Japanese strategy of avoiding "trade friction™ (and implied protec-
tionist sentiment) through direct investment, especially in the markets

of the advanced economies with which Japan trades.

The G-5 Agreement will, of course, change conditions across the
broad spectrum of Japanese industry. With the yen recently up by about
one third in value (relative to the U.S. dollar) over August 1985,
large Japanese utilities are now finding ‘their oil import bills consi-
derably reduced (thanks also in part to the declining world price for
0oil). The currency alignment in fact is providing huge gains for
virtually all Japanese importers. | '

Japanese exportlers face a different situation. Only now is it
becoming apparent just how extensive a radgus:ment will be needed to
deal with the sizable deterioration in their price competitiveness.
Increased U.S. price tags for Japanese exports have been in evidence
since last September, when Japanese manufacturers first anticipated the
problems that currency realignment would bring., But even so, the
extent of the price adjustment has not been enough to cope with the

swift and extensive change in currency values.

Awareness of the ifevitability of currency realignment almost
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certainly was behind Toyota's decision to build two plants in North
America, including one in Cambridge, Ontario. So too was Honda's deci-
sion to double its Allistom plant capacity. A Mazda official suggested
it was now uneconomical to export from plants in Japan. That company's
actions confirmed that sentiment: Mazda is now planning a new plant in
Taiwan (in association with Ford) from which to export to Canada.
Nissan is expanding its Mexican facilities to serve the U.S. market.

Other illustrations are plentiful. Canon is pushing ahead with an
office automation plant in New Jersey, while NEC is expanding its PBX
plant in Australia to cope with competition from Canada and the United
States. Komatsu, a Japanese producer of civil engineering equipment,
is seeking to purchase U.S. facilities for the production of industrial
machinery. Japanese electronics producers are now increasing VCR pro-
duction in Europe and looking to set up production in the United
States, where currently there is no VCR production.

As these illustrations suggest, the recent (and ongéing) accelera-
tion in the development of on-site production extends across many
industries, including Japan's most technologically-advanced industries
(automobiles, electroniecs, semi-conductors, office automation equip-
ment...). This heightened level of direct foreign investment is expec=

ted to continue well into the future.

Other Factors Are Promoting Direct Foreign Investment

The G-5 realignment, while quite significant, is not the only
reason for expecting continued rapid growth in Japan's direct foreign
investment. Several other influences can be cited:
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(2)
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Japan's ratio of foreign production to domestic production (espec-
ially for manufacturing) has been very low compared with the
United States and West Germany. In comparison with the United
States (15 per cent) and West Germany (30 per cent), Japan has
maintained foreign production at only 3 per cent of domestic pro-

duction levels in recent years.

It should be noted that some Japanese manufacturing industries
have already moved up strongly: for example, Japan's electric/
electronics industry now has roughly a 30 per cent ratio. While
this is a rare case, other industries will certainly follow this

pattern.

A similar comparison of the ratios of overseas production to
exports reveals that U.S. overseas production is two to three
times as large as its exports, while Japan's overseas production
represents less than a third of exports -- about a tenth of the

U.S. ratio.

Japan's cumulative direct foreign investment as a share of gross
domestic product similarly is small when international comparisons
are made. As is evident from the 1983 data presented in Table 11,
Japan's share was less than half that of the United States and one
seventh that of the United Kingdom. While certainly indicative of
much scope for expansion, these statistics may already have become
somewhat obsolete, given that Japan's cumulative direct foreign

investment more than doubled by 1984.

The Japanese government now strongly supports industrial and tech-
nological cooperation with advanced "economies as a means of

helping to reactivate their domestic industries., This has been



DIRECT FOREIGN INVESTMENT AND GDP, end of 1983

TABLE 11

Cumulative Direct DFI as percen- DFI per
Foreign Investment tage of GDP capita
$ billion Z $
Japan 32.2 2.79 270
United States 226,1 6.90 964
United Kingdom 91.2 20,04 1,618,
West Germany 37.3 5.71 607

Source: JETRO
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reflected in the establishment of CITECs3 in Europe, the

United States and, most recently, Canada.

(4) Japan's ability to support foreign investment is likely to be
sustained by the probable continuation of current account surplus-
es (fostered in part by Japén's technological edge in manufactur-
ing). At the same time, the United States and the European
Economic Community =—— given the prospect of continuing Japanese
current account surpluses =-- will both 1likely press for more
Japanese investment in their 'fespective economies as a means of

helping to reduce unemployment.

" Even Bullish DFI Forecasts Now Seem Conservative

The question of growth prospects for Japan's direct foreign in-
vestment was addressed by a 1984 study by the ﬁapan Economic Research
Institute (see Table 12). 1Its forecast of a direct foreign investment
balance of _jﬁst‘ over $70 billion by 19854 proved to be somewhat
conservative (Japan actually realised the 1985 forecast value in 1984).

3CITECs are Centres for Industrial and Economic Cooperation
established by the Japan External Trade Organization (JETRO), a quasi-
governmental organization working to promote trade between Japan and
other nations. The CITEC recently set up in Canada adds to the Centres
established since 1984 in the United Kingdom, Franch, West Germany,
Italy, Belgium and the United States, The purpose of such CITECs is to
promote mutually beneficial exchange of investment and technology
between Japan and the nations in which they are located. ’

bpeferences are actually to positions at the- end of fiscal .-
years (1985 therefore refers to March 31, 1986).



TABLE 12

JAPAN'S FOREIGN DIRECT INVESTMENT: PROJECTIONS TO 1990 (I)

Projectioné in U.S.$ millions

1965 1970 1975 1980 1985 1990
North America 211 918 3,917 9,798 20,235 42,742
Latin America 281 566 2,881 6,168 11,643 22,503
Asia 188 751 4,219 9,830 21,432 42,367
Middle East 185 336 976 2,259 1,150 8,607
Europe 26 610 2,517 4,471 8,837 20,165
Africa 11 92 501 1,445 3,102 7,784
Oceania 7 281 930 2,525 5,072 13,207
Developed Countries 271 1,831 7,361 16,494 31,441 76,110
Undeveloped Countries 675 1,713 8,579 19,702 10,627 81,26l
Total 919 3,577 15,943 36,497 71,771 157,371




TABLE 13

JAPAN'S FOREIGN DIRECT INVESTMENT: PROJECTION TO 1990 (II)

Projections: Distribution in Percentage Terms

1965 1970 1975 1980 1985 1990

North America 25.4 25.5 21.6 26.8 27.1 27.2
Latin America 29.6 15.8 1801 16.9 15.6 14,3
Asia 19.8 21.0 26.5 26.9 28.7  26.9
Middle East  ©  20.6 9.3 6.1 6.2 5.5 5.5
Europe 2.7 17.9 15.8 12.3 11.8  12.8
Africa 1.2 2.6 8.1 4.0 4.5 4.9
Oceania 0.7 7.9 5.8 6.9 6.8 B.4
Developed Countries  28.9 51.3  46.2. 46.0  45.7  4B.4
Developing Countries 71.1 48,7 53.8 54,0 54.3 51.6
Total 100.0  100.0  100.0  100.0  100.0 100.0
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That same study forecast a cumulative investment of $1537 billion by
1990, with $42.7 billion allocated to North America. (As Table 13
indicates, this represented for North America a relatively stable 27.2

percent share of Japan's global direct foreign investment.)?

It is noteworthy that, as of March 31, 1985, Japan's actual direct
overseas investment in North America was valued at $21.47 billion, of
which Canada accounted for $1.58 billion (see Table 14).

As later discussion will indicate, even this bullish forecast to
1990 is likely to prove far too low. It underestimated 1984 by a com-

‘siderable amount and predates the G-5 Agreement, with its important

consequences for future foreign investment.

As further testimony to tﬁe promise of expanding Japanese direct
foreign investment, another study projected that total annual foreign
production by Japanese manufacturers would by 1997 be equivalent to
approximately 10 percent of total projected manufacturing production in

Japan that year.

Some Risks Must Be Considered

The prospect of large-scale production shifts abroad raises the
spectre of increased risk of “caving®, a phenomenon whereby a formerly
active domestic industry is to a degree abandoned, leaving it a 'hollow
shell'. Such a prospect had indeed been feared in the case of the
United States in the late 1950s and 1960s, when U.S. multinationals

- - - - - ‘-‘- F-. .-. ‘_‘ .-1

5The projections will be looked at more closely later in this .
study. -
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Table 14

JAPAN'S DIRECT OVERSEAS INVESTMENT BY COUNTRY

No. of Anounta)
(As of March 31, 1985) Cases (US$ million)
U.S.A. - 11,603 19,894
Indonesia 1,319 8,015
Panama 1,979 4,916
Brazil 1,274 4,274
Australia 1,129 3,153
Hong Kong 2,299 2,799
U.K. 963 2,766
Liberia 588 2,296
Singapore 1,665 1,930
Canada 673 1,575
Korea, Rep. of 1,207 1,548
Saudi Arabia/Kuwait 4 1,234
Mexico | 232 1,220
Netherlands 256 1,074
Total 34,313 71,431

a) TFigures are the accumulated value of approvals and notificationm.

Source: Ministry of Finance, Japan.



A G & BE I O S BN e BN N aE e
: v ; .

22

expanded their foreign-based production. Evidence of a caving effect
did appear in certain U.S. domestic industrial centres. The present
heavy reliance of the U.S. auto industry on foreign-supplied parts and
overseas assembly provides a possible illustration of caving in the
United States.

What is .strange is the absence of much concern over caving in
Japanese business and govermment circles, given the general recognition
that Japanese direct foreign investment appears to be on the threshhold
of a major expansion. While there is some opposition from Japanese
labour unions and academics (nmot unlike the situation in the United
States), it appears to represent the views of a surprisingly small
minority.

Even the leaders of Japan's major unions appear to favour expanded
foreign direct investment: they have realized the risks to Japanese
employment inherent in full reliance on export-based industries at a
time when protectionist sentiment and “trade friction" have emerged in
Japanese export markets. From labour's perspective, it is preferable
to expand foreign production, thereby protecting company profitability
in the long run, than to resist on the grounds that some jobs will be

lost. In essence, fear of protectionism is stronger than concern over

* the loss of some export potential.

As for Japanese business, it generally appears to believe that
caving will be averted. This view, however, is not unanimous: the
degree of optimism appears to vary from industry to industry, with
greater optimism apparent in Japan's more sophisticated high technology
industries. Sowe comfort appears to have been provided by the success-
ful transition from conventional production technology to higher-level
technology. '
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One example is the shift from domestic production of colour TVs to
foreign production in North America and Southeast Asia. Although the
shift was dramatic in scope, domestic Japanese manufacturers averted
the caving effect by shifting attention to VCRs, which represented a
major initiative associated with an even higher level of technology.
Another illustration is the Japanese textile industry's shift from
conventional textile production, which was allocated to plants in LDCs,
to more technologically sophisticated production at home. Such was the
case where Toray, a large Japanese textile producer, used its

sophisticated productive abjlities to produce carbon fibre.

Not surprisingly, the generally confident mood prevailing in Japan
reflects the distinct technological edge exhibited by Japanese industry
in recent years =—- an edge that promises to sustain the pattern of
current account surpluses well into the future., A MITI study in the
summer of 1985 reflected this attitude when it cautiously concluded
that a continuation of Japan's trendvof new product and new technology
development would help minimize the negative effects of increased
foreign direct investment on domestic production. Buoyed by such con-
fidence, the Japanese government has actively pursued a policy of sub-
stituting direct foreign investment for exports in order to eliminate

potential trade conflicts with other developed economijes.
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5. JAPAN'S DIRECT POREIGN INVESTMENT: GEOGRAPHICAL ANALYSIS
LDCs Were Early Beneficiaries

During the 1950s and 1960s, Japan's direct foreign investment was
heavily concentrated in LDCs: in 1966, almost 75 per cent of Japan's
total outlays were dirgcted to these less developed economies. Though
this trend began to ease during the late 1960s and beyond (see Table 15
for Japan's investment trends by region from the late 1970s onward),
the table that follows indicates that, even as recently as 1981,
Japan's concentration on LDC investment considerably exceeded that of

the United States and West Germany.

Direct Foreign Investment in LDCs, 1981
Z of total DF1

United States 21.9
West Germany - 14,7
Japan : 54.8

Several factors account for Japan's emphasis on LDC direct foreign
investment. During the period from the 1950s to the 1970s, Japan's
wage level was considerably lower than in North America and Europe.
This fact deterred Japan from undertaking direct investment in these
advanced economies, particularly in wmanufacturing, because of the
adverse effect it would. have had on its labour cost competitiveness.
Indeed, this advantage gave Japan a strong competitive edge in expand-
ing its manufacturing base in Asian nations. Such investment proved
mutually agreeable to both Japan and the LDCs whose industrialization
efforts tended to centre around a wall of 'high tariffs promoting

domestic production.

In addition, Japan in the early post-war years concentrated
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TABLE 15

JAPANESE DIRECT FOREIGN INVESTMENT

BY REGION
(Millions of Dollars)

Fiscal Year

Cunula-
1977 1978 1979 1980 1981 1982 1983 1984 tive
North America 735 1364 1438 1596 2522 2905 2701 3544 21,469
Latin America 456 616 1207 588 1181 1503 1878 2290 13,020
Asia 864 1340 976 1186 3338 1384 1847 1628 18,027
Middle East 225 492 130 158 %6 124 175 273 2,927
Europe 220 323 495 578 798 876 990 1937 9,072
Africa 140 225 168 139 573 489 364 326 3,198
Oceania 165 239 582 448 424 421 191 157 3,718
TOTAL 2806 4598 4995 4693 8931 7703 8145 10155 71,431

Notes: 1. Figures based on investments notified to Japanese government.
2. Figures rounded off to the nearest whole
3. Cumulative: fiscal 195] to fiscal 1984,

number.
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on resource-related investments. With the exception of some investment
in developed nations such as Canada and Australis, Japan's resource

investment initiatives leaned heavily toward such LDCs as Indonesia and
Middle East ecountries.

The gradual shift away from LDC investment started in the late
1960s, as Japan gradually evolved as an advanced and increasingly
capital~intensive economy. In subsequent years the level of commercial
and financial investment in advanced countries increased markedly, as a
supplement to Japan's growing commodity exporting activities. Through
the 18705 and into the 1980s, direct investment was undertazken to
establish branch offices of large trading companies; and it was fol-
lowed by finance-related investment to lay the ground for future Japan-
ese involvement in international financial activities. By the end of
1981, Japan's cumulative direct investment in the "nited States reflec-
ted 8 growing services orientation: while manufacturing was 29 per-

cent of the total, services were at a high of just under 34 percent.

During recent years, Tapanese managers began to realise that
labour costs were not as all-important a consideration as they had
thought. Rather than make all direct foreign investment decisions on
the basis of labour cost advantage or access to material resources,
they became more aware of the importance of accessibility to large
markets and of the need for more concentration on overall productivity.
On both counts, investment in advanced economies such as North America
was an attractive proposition. (Besides the appeal of North America's
high productivity economy, it was becominging increasingly obvious that
wage differentials with Japan were fast shrinking.

A more comprehensive picture of the pattern of recent Japanese
direct foreign i{nvestment is available in Tables 16 and 17, which give

detailed information by country, region and industrial sector.
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TABLE 16

JAPAN'S OVERSEAS DIRECT INVESTMENT BY COUNIRY AND REGION

1983 1984 Aggregate for FY 1951-84

Bo. of Ko, of Ko, of

Ipvest~ Percen—- lnvest- Percer- Ipvest- Percen-

ments Value tage ments  Value tage ments Value tage
U.S.A. 855 2,565 31.5 757 3,359 33.1 11,603 19,894 27.9
Canada a3 136 1.7 . 4] 184 1.8 673 1,575 2.2
North America Total 888 2,701 33.2 798 3,564 34.9 12,276 21,469 30.1
Panama 413 1,223 15.0 502 1,671 16.5 1,979 4,916 6.9
Brazil 29 410 5.0 30 318 3.1 1,274 4,274 6.0
Mexico 13 121 1.5 12 56 0.6 232 1,220 1.7
Peru 1 o] 0.0 - 6 0.1 92 685 1.0
Bermuda 3 14 0.2 5 29 0.3 73 453 0.6
Antilles 2 69 0.8 3 66 0.6 a3 248 0.3
Cayman Isl. 1 1 0.0 3 1 0.0 52 - 217 0.3
Chile 2 3 0.0 5 3?7 0.4 57 179 0.3
Bahanas 3 1 0.0 7 97 1.0 42 156 0.2
Argentina 2 5 0.1 1 1 0.0 109 151 0.2
Puerto Rico - - - 1 1 0.0 38 141 0.2
Venezuela 3 1 0.0 2 (o] 0.0 81 130 0.2
Others 25 30 0.4 19 7 0.} 452 249 0.3
Latin America Total 497 1,878 23.1 590 2,290 22.6 4,514 13,020 18.2
Indonesia 89 37 4.6 82 374 3.7 1,319 8,015 11.2
Bong Kong 178 563 6.2 119 412 4,1 2,299 2,799 3.9
Singapore 184 322 4,0 108 225 2.2 1,665 1,930 2.7
Republic of Korea 45 129 1.6 57 10?7 1.1 1,207 1,548 2.2
Malaysia 95 140 1.7 63 142 1.4 B79 1,046 1.5
Philippines 20 65 0.8 12 46 0.5 615 832 1.2
Thailand 73 72 0.9 76 119 1.2 1,002 711 1.0
Taiwvan 92 103 1.3 68 65 0.6 1,385 647 0.9
China 5 3 0.0 66 114 1.1 93 18?7 0.3
Brunedi 7 2 0.0 3 5 0.0 29 107 0.1
Others 37 76 0.9 20 2} 0.2 351 206 0.3
Asis Total 825 1,847 22.7 674 1,628 16.0 10,844 18,027 25.2
Saudi Arabia<Kuwait - 66 0.8 - 55 0.5 4 1,234 1.7
Iran - 1 0.0 - - - 108 1,003 1.4
Saudi Arabia ) 10 90 1.1 7 43 0.4 90 357 0.5
U.A.R. 3 1 0.0 2 148 1.5 40 229 0.3
Others 8 18 0.2 3 27 0.3 65 105 0.1
Middle East Total 21 175 2.1 12 273 2.7 307 2,927 4.1
Great Britain 66 153 1.9 68 318 3.1 963 2,766 3.9
West Germany 58 117 1.4 48 245 2.4 710 1,170 1.6
Netherlands 25 113 1.4 30 452 4.5 256 1,074 1.5
Luxembourg 8 265 3.3 7 315 3.1 71 916 1.3
France 50 93 1.1 50 117 1.2 629 751 1.1
Belgium 20 126 1.5 11 N 0.7 233 659 0.9
Switzerland 31 37 0.5 22 229 2.3 198 602 0.8
Spain 19 52 0.6 11 140 1.4 140 423 0.6
Soviet Undon - - - - - - 6 193 0.3
lrelend 2 3 0.0 1 1 0.0 53 179 0.3
Italy 12 13 0.2 6 22 0.2 127 149 0.2
Others 25 17 0.2 15 27 0.3 221 189 0.3
Europe Total 316 990 12.2 269 1,937 19.1 3,607 9,072 2.7
Libderia 54 323 4.0 51 281 2.8 588 2,296 3.2
2aire - 15 0.2 - - - 56 282 0.4
Nigeria 3 1 0.0 2 (o] 0.0 88 157 0.2
Zsmbia - - - 2 22 0.2 17 142 0,2
Others 8 - 24 0.3 11 23 0.2 306 321 0.4
Africa Total 65 364 45 66 326 3.2 1,055 3,198 4.5
Australia 95 166 2.0 T 62 105 1.0 1,129 3,133 4.4
New Zealand 22 11 0.} 4 15 0.1 204 238 0.3
Papua, New Guinea 9 3 0.0 11 17 0.2 179 197 0.3
Others 16 10 0.} 13 20 0.2 198 129 0.2
Total Oceania 142 191 2.3 90 157 1.5 1,710 3,718 5,2
TOTAL 2,754 8,145 100.0 2,499 10,155 100.0 34,313 71,431 100.0




TABLE 17
OVERSEAS DIRECT INVESTMENT BY INDUSTRY AND RECION AS OF MARCH 31, 1985
North America Latin Amecica Asia Hiddle Bast Europe Africa Oceania Total
A B A B A B A B A B A B A B A B

Foodstuffae 378 465 i 187 401 222 1 0 37 61 29 8 44 59 1,001 1,002
Textilen 130 24) 150 406 683 1,173 3 4 1i0 185 51 39 8 6 1,135 2,055
Lunber and pulp 82 598 41 197 281 186 - - 2 0 1 0 84 125 491 1,106
Chemlcals 193 591 21 557 738 1,25) 21 1,124 84 202 10 19 19 103 1,186 3,849
Iron and ateel/

nonferroun metals 132 1) 87 1,469 559 1,661 10 59 J02 224 27 - 17 105 J6l 1,222 4,805
Machlnery 350 533 118 347 614 504 6 1 138 189 2 0 2 3B 249 1,619
Electric/Electrontc 403 1,752 116 300 917 781 5 12 118 352 8 7 12 n 1,639 1,234
Tranaport machinery 81 975 49 667 23) 541 "6 4 26 299 5 14 13 246 413 2,746
Other 407 415 103 106 1,il5 736 19 43 131 252 8 6 29 75 1,812 1,63)
Manufacturing Total 2,156 6,483 896 4,236 5,601 7,057 1 1,257 948 1,765 81 211 335 1,040 10,148 22,048
Agriculture & Foresatry 156 243 198 171 344 242 4 2 ] 1 13 7 1860 102 898 768
Fighery 70 97 96 86 169 94 5 ! 5 2 - 71 105 49 529 399
Mining 228 896 136 1,421 178 5,88} 11 187 1 862 127 579 206 1,329 897 11,158
Construct lon 179 216, 65 163 364 194 51 39 16 42 16 20 9 28 710 703
Commerce 4,969 6,645 524 957 1,988 922 57 15 1,652 2,076 25 7 437 506 9,652 11,128
Finence & Llneurance 165 2,729 106 781 204 613 18 91 238 2,742 1 3 33 96 7177 7,054
Service Industries 197 958 180 461 677 1,707 15 4 121 141 63 619 12 130 1,965 4,021
Transportation 100 4 1,286 1,530 99 168 6 2 17 6 192 90i 12 9 1,712 4,660
Real estate 270 959 18 1 39 293 - - 11 46 - - 29 20 Je? 1,326
Other 00 1,587 860 1,135 513 613 J2 87 230 992 353 778 161 392 13,049 5,583
Non-Manufacturing Total 7,834 14,368 3,469 B,720 4,575 10,729 199 430 2,304 6,910 881 2,983 1,294 2,661 20,556 46,800
franches 281 134 50 41 506 205 3% 1,238 175 359 12 1 L] ] 10 1,071 1,989
Real Egtate 2,005 485 99 23 162 k1) 1 2 180 38 21 2 70 7 2,538 595
TOTAL 12,276 21,469 4,514 13,020 10,844 18,027 jo7 2,927 3,607 9,072 1,035 ,198 1,710 3,718 34,313 71,4)1

A3 Canes; B: Smillion
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JAPAN'S DIRECT INVESTMENT IN THE UNITED STATES

Japan today is clearly indicating a preference for investment in
advanced economies such as the United States and Canada. According to
Table 18, which indicates annual changes over the past few decades in
Japan's'direct investment in the United States and Canada, investment
in the United States varied in its relative prominence through the

1960s and 1970s, but has become more important in recent years.

For example, while Japanese direct investment in the U.S. gener-
ally accounted for 1less than 25 percent of Japan's total direct
overseas investment, in the 1980s it represents about a third of the
total. By 1984, the annual increase amounted to $3.4 billion, bringing
the aggregate investment since 1951 to just under $20 billion =-- almost
two thirds of this having come since 1980.

Access to Markets Is Now a Priority

There are several reasons for Japan's increased interest in North
American investment. Aside from reducing its traditional emphasis on
developing foreign natural resource supplies (which, with few excep-
tions, relate to LDCs), Japan has put a greater premium on gaining
closer access to its markets, It has found other costs, such as land,
cheap in North America compared to the corresponding costs in Japan.
The willingness of state and provincial govermments to provide major
tax and other concessions as a lure to Japanese direct investment is

certainly another attraction.

Recent international oil price developments provide further testi-
mony to the fact that resource~related investment has progressively

lost ground. By the end of 1981, Japan's balance of direct foreign



TABLE 18

HISTORICAL CHANGES IN JAPAN'S FOREIGN DIRECT INVESTHENT IN THE U.S. AND CANADA

(a) (c) (b)
Total Overseas Direct lInvestment Direct Investoent (c) as a per— (b) as a per- (c) as a per-
Direct Invest. fn Canada fn the U,S. centage of (a) centage of (a) centage of (b)
1951-1964 790 10 187 1.3 23,7 5.3
1965 159 11 k) 6.9 20.8 33.3
1966 227 38 71 16.7 .3 5.5
1967 275 4 53 1.5 19.3 7.5
1968 557 40 . 145 7.2 26.0 27.6
1969 665 10 119 1.5 17.9 8.4
1970 904 98 94 10.8 10.4 104.)
1971 858 14 216 1.6 25.2 6.5
1972 2,338 51 356 2.2 15.2 14.3
1973 3,494 113 8ol 3.2 22.9 14.1
1974 2,395 52 498 2.2 20.8 10.4
1975 3,280 59 846 1.8 25.8 7.0
1970 3,462 86 66 2.5 19.2 13.0
1977 2,806 48 686 1.7 24.4 7.0
1978 4,598 82 1,283 1.8 27.9 6.4
1979 4,995 93 1,345 1.9 26.9 6.9
1980 4,693 12 1,484 2.4 3.6 1.5
1981 8,931 167 2,354 1.9 26.4 7.1
1982 7,703 167 2,738 2.2 35.5 6.1
1983 8,145 136 2,738 1.7 33.6 5.0
1984 10,115 184 3,359 1.8 33.2 5.5
1951-1984 Total 71,390 1,573 19,894 2.2 27.9 7.8

All flgures in Smillion and percentages,
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investment in the "nited States was heavily weighted toward services
(or commerce). As Table 19 reveals, a full 79 percent of Japan's
balance of direct investment with the U.S. by that time represented
services. In contrast, services accounted for a smaller 35.4 percent
of Europe's total balance of direct investment with the Tinited States,
while for Canada the corresponding share of its direet investment
balance with the U.S. accounted for by services was again half that, or
only 17.1 percent.

The same table records Japan's direct investment balance with the
United States at the end of 1981 as $6.9 billion, placing it fourth
among the leading nations investing in the United States (the Nether—
lands was first at $20 billion; the United Kingdom second at $15.5
billion and Canada third at $12,2 billion). By 1984, however, the
fast—-paced developments of the 1980s had catapulted Japan's direct
investment balance with the United States to $19.8 billion (as seen in
Tables 16 and 18). '

Japan's reduced emphasis on direct investment in resources in the
United States is also apparent. Whereas 52.5 percent of Dutch total
direct investment in the U.S. was resource-based, and Canada's corres-
ponding share was 28.1 percent, Japan's resource investment represented
a miniscule 3 percent of its total direct investment bdalance with the
United States.

Japan similarly ranked low in terms of the share its direct manu-
facturing investment in the U.S. accounted for relative to its balance
of total direct investment in the Tinited States. Table 19 compares
such shares for major direct investors in the United States and places
Japan, at 16.1 percent, well down the list, behind Canada (47.4 per-
cent), West Germany (41.3 percent), United Kingdom (38.1 percent),
France (31.1 percent) and the Netherlands (22.8 percent).
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TABLE 19

BALANCE OF DIRECT INVESTMENT IN THB UNITED STATES, BY COURTRY AND SECTOR

Comnmerce Real
Manufacturing Resources or Services Estate TOTAL
Anount b Amount 2 Amount ) 4 Amount X Amount b 4 )

Canada 4,787 47.4 3,427 28.1 2,085 17.1 912 7.3 12,212 100
Europe 19,016 33.0 16,303  2B.3 20,821 35,4 1,966 3.4 57,705 100
" France 1,815 3. 2,786 AT 1,260  21.2 3 00 5,864 100
Weat Germany 2,917 41,3 630 8.9 3,336 47.2 183 2.6 7,067 100
liod1and 4,606 22,8 10,602  52.5 3,681  18.2 1,289 6.6 20,177 100
United Kingdom 5,910 38.1 208 1.3 8,972 57.8 436 2,8 15,527 100
Japan 1,11 16.1 208 3.0 5,438 79.0 1 1.9 6,887 100
Latin America 3,314 9.7 1,928 23.1 2,28) 27.) 827 9.9 8,352 100
Middie Baet 52 1.4 2,552 69.2 448 12.2 635  17.2 3,686 100

TOTAL 29,513  32.9 24,583  27.4 31,078 4.6 4,564 s.1 89,759 100

Source: Survey of Current Businese, 1982
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Japan's FDI in U.S. Manufscturing Is On the Rise

While such statistics reflect Japan's heavy bias toward direct
foreign investment in services in the U.S. as of a few years #go, it is
essential to keep in mind that Japanese investment in the United States
aimed at the manufacturing sector has risen dramatically over the past
few years. The purpose of such investment has been principally to sub-
stitute for == and not simply to supplement — Japanese exports to the
United States, reflecting Japan's strategy of reducing "trade friction”

problems.

Recent manufacturing investment has focused on several prominent
manufacturing industries. Major auto investment has seen Honda develop
facilities in Ohio, Toyota in California and Nissan in Tennessee. 1In
iron and steel, NKK (Nippon Kokan) acquired National Steel and Kawasaki
Steel acquired Kaiser Steel. As for the currently prominent electric/
electronics area, considerable investment has been undertaken in
consumer electronics and hi-tech electronics, including compact disecs,
drum heads, large-scale integrated circuits (LSI), digital PBX, ICs,

lead frames, etc.

Especially important is the extensive Tapanese direct investment
in research and development in the United States. Included are Sony's
SOCEL (Somy Consumer Electronics Laboratory); Toray's new U.S. re-
search lab (a joint Japan-Holland venture); Aisin's research institute
concerning advanced auto parts: Toyo-Jyozo's high-tech research 1lab
investigating interferon with Johns Hopkins University: and Sumitomo

Electric's fibre optics research centre in North Carolina.

Such examples of Japans's R and D investment in the United States
clearly attest to the benefits certain to accrue to the host country.

What is particularly illuminating is that Japanese business is prepared
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to invest in sophisticated high technology research of a basic nature
— the kind that will almost inevitably yield vast benefits for the

nation as a whole.

JAPAN'S DIRECT INVESTMENT IN CANADA

Japan's direct foreign investment in Canada, which amounted to
$184 million in 1984, is obviously quite small when compared with
Japan's direct foreign investment of $3.4 billion in the United States
(see Table 18). Furthermore, it represented only 1.8 percent of
Japan's total of $10.1 billion for 1984 (while the U.S. represented
33.2 percent). Viewed from a slightly different perspective, Japan's
direct investment in Canada was only 5.5 percent of its investment in

the United States.

On a cumulative basis, total Japanese direct investment in Canada
since 1951 has amounted to §1.58 billion,6 or 2.2 percent of
Japan's totzl direct foreign investment (and 7.8 percent of its aggre-

gate direct investment in the United States).

As Table 14 has already shown, Canada ranks well down in the list
of countries receiving Japanese direct investment. In terms of accumu=-
lated Japanese direct investment as at March 31, 1985, Canada ranked a
lowly tenth, immediately behind Singapore and ahead of South Korea.
Heading the list, quite understandably, is the United States, followed

p N .- .y - N . . ‘. . . - . o .
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61t is interesting to compare this figure with the recently
sharply higher $8 billion of indirect investment in Canada undertaken
by Japanese life insurance companies alone. A Statistics Canada report
recently referred to rapidly increasing Japanese participation in the .
secondary market for new Governmeat of Canada bond issues.
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by a number of LDCs (such as Indonesia, Panama, Brazil and Liberia) and
interspersed with a few advanced economies such as Australia and the

United Kingdom.

Closer examination of Japanese direct foreign investment over time
suggests that Canada probably did not always rank as far down the list
as it has recently. Table 19 shows that the pattern of Japanese direet
investment in Canada has been varied, generally representing larger
shares of total Japanese direct foreign investment in the latter half
of the 1960s than in subsequent years., Especially noteworthy is the
dramatic jump in share in 1966 and 1970. As in the other instances of
elevated Japanese investment in Canada, these represented heavy outlays
in the resource sector -—— underscoring Canada's special status in the
1960s and early 1970s as one of the few advanced nations that were

major suppliers of natural resources.

This yielded an unusual development: whereas recently Japanese
direct investment in Canada was only 5.5 percent of Japan's correspond-
ing investment in the United States, in 1970 it was actually 104.3 per-
cent, as the dollar amount of investment in Canada actually exceeded
that in the United States. Though total dollar volumes were not as
impressive as they are today, through most of the first half of the
1970s, Canada accounted for over 10 percent of Japanese direct foreign
investment in the U.S. Unlike recent years, when Canada has accounted
for less than 2 percent of Japan's total overseas direct investment, in
1966 and 1970 the respective shares were 16.7 percent and 10.8 percent.
The pattern began to change noticeably in the latter half of the 1970s,
when Japan's direct investment in the U.S. picked up substantially.
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Manufacturing Has Done Well = But Not in High Tech As Yet

A sectoral disaggregation of Japan's direct foreign investment in
Canada is displayed in Table 20. It indicates that, as of the end of
1983, investment was concentrated in both manufacturing and resource
development -- with each accounting for virtually one third of the
overall total of $1.4 billion. The prominence of manufacturing might
be somewhat surprising, given Canada's obviously strong resource back-
ground; but this becomes more readily understood by examining Table
21,

It reveals quite clearly that Japanese investment in Canada's
manufacturing sector concentrates heavily in three groups: lumber and
pulp; iron, steel and non-ferrous metals; and textiles. At 49 per-
cent, 22 percent and 12 percent respectively, these three represent
over 80 percent of Japan's manufacturing investment in Canada. All
three are illustratioms of predominantly primary manufacturing and
basic processing. This contrasts with the very small shares accounted
for by such advanced (and high value-added) industries as electrie/

electronics (4.8 percent) and tramsportation equipment (l.l percent).

A brief scrutiny of Tabie 22 shows that the relative industrial
distribution of Japan;s total overseas manufacturing investment differs
somewhat from its Canadian manufacturing investment. Cumulative manu-
facturing investment to the end of 1984 is led by irom, steel and non-
ferrous metals (at 22 percent of total manufacturing investment), with
chemicals second at 17.5 percent. Close behind are  electric/
electronic and transportation equipment, at l4.7 percent and 12.5 per-
cent respectively, indicating that the high technology industries now
account for over one quarter of Japan's cumulative manufacturing

investment abroad.



TABLE 20

JAPANESE INVESTMENT IN CANADA

BY MAJOR CATEGORIES

Cumulative to end of 1983

Amount
Cases ($ Million) Percentage

Manufacturing 142 459 33.0
Resource

Development 148 452 32,5
Commerce 214 227 16.3
Finance &

Insurance 17 126 9.1
Others 111 126 9.1
TOTAL 1,390 100.0

632



TABLE 21

SECTOR-BY-SECTOR BREAKDOWN OF JAPANESE MANUFACTURING

INVESTMENT IN CANADA

Cumulative to the end of FY 1983

Cases Amount ($ milliom) Percentage
Foodstuffs 36 30 6.5
Textiles 26 57 . 12,4
Lumber & Pulp 24 225 49.0
Chemicals 5 2 0.4
Ifon & Steel/

Nonferrous metals 20 102 22,2
Machinery 9 13 2.8
Electric/Electronic 12 22 4,8
Transport Machinery 1.1
Other 0.8
TOTAL 142 459 100.0
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TABLE 22

JAPAR'S OVERSEAS DIRECT INVESTMENT BY INDUSTRY (1983 - 1984)

1983

1984

1951 ~ 1984 Cumulative

Cases US$ million Percentages Cases US$ million Percentsges Cases US$ million Percentages
Foodstuffis B85 17 0.9 3.0 70 118 1.2 4,7 1,001 1,002 1.4 6,5
Textiles Sh 174 2.1 6.7 47 85 0.8 3.4 1,135 2,055 2.9 9.3
Lunhec-and pulp 25 91 [ | 3.5 26 s 1.1 4.6 491 1,106 1.5 5.0
Chemicals 96 450 . 17.4 15 22) 2.2 8.9 1,186 3,849 5.6 171.5
1ron and steel/ ‘ '
nonferroun metals 6} 479 5.9 18,5 52 718 7.1 28.17 1,222 4,805 6.7 21.8
Machinery 93 169 2.1 6.5 80 185 1.8 7.6 1,249 1,619 2. 7.3
Electrlc/Electrontc 118 502 6.2 19.4 146 409 4.0 16.) 1,639 3,234 h.5 14,7
Teanapottion Equipment 41 486 6.0 18,8 5) 437 4,3 17.4 A1) 2,746 3.8 12.5
Other . 1 160 2.0 6.2 128 215 2.1 8.6 1,812 1,633 2.) 1.4
'Hanulactutlng Total 706 2,588 3.8 100.0 677 2,505 24,7 100.0 10,148 22,048 30.9 100.0
Agrlculturg & Forestry 46 18 0.2 41 26 0.) 898 768 1.1
Fishery . 35 17 0.2 30 25 0.2 529 399 0.6
Mintng 42 j8z2 A7 20 484 4,8 897 58 15.6
Construction 80 55 0.7 70 12 1.1 710 103 1.0
Commerce 892 1,164 14.) 644 1,482 14.6 9,652 1,128 15.6
Flnance & Insurance 68 1,167 14.3 19 2,085 20.5 1117 7,054 9.9
© Service Industties 218 622 7.6 2,116 681 6.7 1,965 4,021 5.6
Transportstion 498 1,36) 16.7 558 1,651 16.3 1,712 4,660 6.5
Real estate 95 375 4,6 85 430 4.2 367 1,326 1.9
Other 36 193 2.4 &h 454 4.5 3,049 5,583 7.8
Non-Manufactucing Total 2,010 5,357 65.0 1,787 7,429 73.2 20,556 46,800 65.35
Aranches 38 200 2.5 35 221 2.2 1,071 1,989 2.8
Real Estate - - - - - - 2,538 595 0.8
TOTAL 2,754 8,145 100.0 . 2,499 10,155 100.0 34,313 71,40 100.0




Ml O Il UE N IR D B S e e

32

It is especially interesting that recent annual increases to
Japan's total overseas manufacturing investment indiéate an even
greater emphasis on the latter two high-tech industries (in 1983 and
1984 they represented over a third of new manufacturing investment).
From a Canadian perspective, of course, more recent developments
suggest that Canada too will be enjoying growth in these high-tech -
areas, given the current and planned production of more Japénese car

manufacturing facilities in Canada.

As already suggested, much of Japan's investment in Canada was
resource related in the 1960s and 1970s. In the 1960s, the emphasis
was on non-ferrous metal mines, especially copper; in the 1970s atten-
tion was directed toward coal production. Aside from some investment
in textile manufacturing in Ontario and Quebec, there was nc substan-

tial manufacturing investment by Japan in the 1970s.

One reason for the reduced prominence of Japan's investment in
Canada is its decreased emphasis on resources. Japan, a resource-poor
nation, will always have to concern itself with ensuring adequate
resource supplies. But a number of developments have reduced these
pressures: these include the vast progress made in energy comserva-
tion, lower levels of economic growth that correspondingly reduce
pressures on resources; and new technological advances that allow the
substitution of new materials (for example, plastics and fibre optics)

for traditional industrial materials (such as steel and copper).

Since the mid 1970s, Japanese direct.foreign investment has been
concentrated in the United States, especially in commerce, finance and
manufacturing. At first the emphasis was in commerce, as trading com=—
panies undertook investment activity to provide themselves with needed
office space. More recently, attention has turned to finance and manu-

facturing in keeping with Japan's shift toward import substitution == a
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move somewhat reminiscent of its much earlier move to investment in

LDCs to circumvent protectionist trade policies in those countries.

The shift in Japanese investment to the United States, particular-
ly in manufacturing, is in part attributable to the size and affluence
of the 1.8, market, thdeveloped countries and, in  par-
ticular, to their manufacturing sectors.

The change in climate refers primarily to the late '°°5 realign-
ment of the U.S. dollar, especially with respect to the Japanese yen.
In preceding years the United States h appear to have a decisive edge
by being able to offer greater incentives than their Canadian counter-
parts. What is more, Japanese awarenmess of individual regioms of the
United Stétes is vastly greater than their awareness of different areas
of Canada. The need for Canada to promote its image as an industrial

nation to the Japanese public is compelling.

It's Not All One Sided

Direct foreign investment between Canada and Japan is not all in
one direction. Table 23 indicates there have been years of fairly
substantial Canadian direct foreign investment im 'apan since the early
1970s.

According to Japan Ministry of Finance data, Canada had aggregate
direct foreign investment in .Japan valued at $§111 million, as of March
31, 1985, (One of the largest ventures is Alcan's 50 percent partici-
pation in a'large aluminum company project.) As Table 24 shows, Canada
ranked seventh among the leading direct investors in Japan, behind the
United States, the United Kingdom, Switzerland, West Germany, the
Netherlands and France. Its 1.8-percent share of the $6.1 billion
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TABLE 23

CANADIAN INVESTMENT IN JAPAN 1950 - 1983

Cases Amoux_lt : Smillion
1950 - 1970 45 13
' 1971 5
1972 7
1973 15 15
1974 13
1975 5
1976 12 1
1977 5 7
1978 18
1979 0
1980 12 13
1981
1982 3
1983 13 31
TOTAL 150 109
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of direct foreign investment in Japan also happens to be relatively
close to the 2.2 percent share that Japan's Canadian direct investment

represents of Japan's total direct foreign investment,
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TABLE 24

FOREIGN DIRECT INVESTMENT IN JAPAN BY COUNTRY

(as of March 31, 1985)

No. of Amount

Firms3) (US$ million)
U.S.A. 2,144 3,195
U.K. 364 318
Switzerland 246 309
Germany, F.R. ) 286 228
Netherlands 102 119
France 213 117
Canada 73 111
Panama i - 32
Belgium - 5
Other - 1,631
Total | 5,661 6,065

a) As of end 1984.

Source: Ministry of Finance, Japan.
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6. JAPAN'S DIRECT FOREIGN INVESTMENT: INDUSTRY SECTOR REVIEW
Iron and Steel/Non-Ferrous Metals

As Table 227 has already shown, this category of manufacturing
investment has been a Adominant component of total Japanese direct
foreign manufacturing investment: on a cumulative basis (1951-84), it
accounted for $4.8 billion of investment, or 21.8 perceant (and the
largest share) of the wmanufacturing total. From a geographical
perspective, virtually 65 percent of Japan's direct foreign investment
in this sector has been in Asia (34.6 percent) and Latin America (30.6
percent), with North America accounting for only 19 percent (see Table

17 for comparative statisties by region and by industry).

Most of the recent investment activity in this sector has been
related to secondary steel manufactnriqg and aluminum refining. Recent
ventures include NKK's takeover of National Steel in the United States
and a case of active involvement in the manufacture of steel cord for
radial tires. Such "downstream” investment is typical of the shift
that has seen Japan's investment change from primary production (as
represented by earlier concentration on helping LDCs build ironm and
steel .making capacity) to more sophisticated and higher wvalue-added
specialty steel products.

Investment in primary production, however, has not been abandoned.
The Ashahan aluminum refining project in Indonesia is still ongoing;

so too is the case of additional aluminum refinery investment under—

S S IS G O B B S m S S B SR B BN OB B O aE =

"This Table, along with Table 17 .(indicating Japan's direct
foreign investment by region and by industry group), will be used
throughout this section of the study.
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‘taken in Brazil.

Japan's Canadian investment has followed the trend to increased
concentration on secondary manufacturing. Japan has participated in
financing and providing technological assistance for Stelco's and

Dofasco's cold steel plate plant for automotive production.

The prominence of Japan's foreign investment in iron and steel,
especially in 1984, conceals the very strong likelihood that this
sector of manufacturing investment will gradually lose its dominant
position. (The sharp rise in 1984 was due to short-term concentration
of investment, particularly with NKK's takeover of National Steel in
the United States.) Japan's iron and steel industry, currently at its

~ mature stage, is now the world's largest. While it was once a key

factor in Japan's ascent to industrial superiority, it has in more

‘Tecent years been displaced == first by the auto industry and lately by

the booming electric/electronics group.

Textiles

Japan's foreign investment in textile; long ago passed its peak,
that industry having been the first that Japan concentrated on in its
direct foreign investment and in its climb to industrial maturity.
World supply and demand conditions are now well balanced and no sub—
stantial change is expected. The ebbing role of investment in textiles
is apparent: while cumulative investment in textiles since 1951
accounts for 9.3 percent of Japan's foreign direct investment in manu-
facturing, on an incremental basis it represented only 3.4 percent of
manufacturing dinvestment in 1984, Asia .accounts for the largest
portion (57.1 percent) of Japan's direct investment in this sector,

followed by Latin America at just under 20 percent.
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Japan's textile industry has now shifted the weight of its activi-
ties toward higher value added products and diversified to other rela-
ted industry areas, such as chemicals and cosmetics. Kanebo has become
closely identified with cosmetics, while Toray has diversified into

carbon fibre production.

As the heavy concentration of Japanese investment in Asian textile
manufacturing might suggest, the transplantation of textile produétion
to southeast Asia is fow at the saturation point. Japanese companies
currently account for 100 percent of textile-related production in
Malasia and Indonesia, 80 percent in the Philippines, and 60 percent in

Korea and Taiwan.

Industrial Machinery

Japan's foreign investment associated with industrial machinery
accounts for only 7.3 percent of the total accumulated foreign invest-
ment in manufacturing. Geographically, North America now accounts for
the largest share (32.9 percent), closely followed by Asia (31.1 per-

cent),

In earlier years, investment in construction machinery typically
would have been concentrated in LDCs or NICs (newly industrialized
countries). This Japanese investment in countrigs such as South Korea,
Brazil and Indonesia represented a move toward iPport substitution. 1In
more advanced economies, such investment by Japan was directed toward
marketing investment, involving such activities as building fran-

chises.

It is anticipated that some major firms (such as Romatsu) may

increase investment in advanced economies in today's post G-5 environ-
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ment. One illustration is.the extension of U.K. production facilities
for oil pressure maghinery to the U.S. Hos':ever, noet all situations are
alike. In the field of agriculture-related machinery, little movement
to the North American arena is anticipated, given that existing pro—-
ducers are invelved with small-scale machinery intended for intensive

farming, anrd not the large-scale implements used for North America's

‘extensive farming practices.

Investment in machine tool industries has been concentrated pri-
marily in LDCs and NICs (such as Singapore, Brazil and Taiwan), but
some movement to North America is anticipated. Makita, an increasingly
prominent tool manufacturer, has already made remarkable inroads into

the North American market over the past five years.

Expanded activity in the production and export of bearings has
been under way in North America since the 1960s, One illustration is
NIN's establishment of Canadian bearing plant in the 1970s, which
primarily acts as 2 supplier to the automotive industry. Expansion in
Europe currently is at an early stage, but as in the case of North

America, considerable stope for expansion exists.

Electric/Electronics

This sector of manufacturing has, along with automobiles, become
the main pillar of Japan's export performance since the 1970s., The
mere mention of such products as ecolour TVs, VCRs, computers, ICs and
advanced communicatibns equipment conjures up images of Japanese tech-
nology at its best and of virtually complete Japanese market domina-
tion, Recently accounting for over 16 percent of Japan's direct
foreign manufacturing investment, this sector has been following a l
generally strong rising trend in the‘19805.
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Its relatively recent emergence explains the heavy concentration
of Japan's investment in the United States market (54.2 percent), with
Asia a distant second at 24.1 percent. Japan's investment in the U.S.
electric/electonics group, at $1.75 billién, already represents 27 per
cent of Japan's total investment for all U.S. manufacturing, and is
about double that for the next-largest manufacturing group (transporta-

tion equipment).

While Table 25 indicates that, as of 1980, over 60 percent of all
Japanese overseas electric/electronics plénts were located in Asia,
they were clearly of a smaller scale than U.S. and Canadian plants =—-
given that by the end of 1980 aggregate investment in North America (at
$§662 million) was greater than Asia's $544 million (see Table 26). As
indicated, the heavy concentration of Japanese investment in North
America has since then swung the balance even further in Neorth

America's favour.

Though currently associated with the high-tech products that have
emerged over the past few years, this particular manufacturing group in .
the 1950s and 1960s primarily served LDC markets, providing import sub-
stitutes for such tariff-protected products as TVs. A major turning
point came in the late 1960s and early 1970s, when substantial Japanese
exports of colour TVs to the United States resulted in “trade fric-
tion®. Whereas Japan's direct foreign investment in this sector had
been essentially in LDCs and NICs, the post 1973 oil-erisis period,
with its currency adjustments, induced a rapid move to North America '

and Europe.

Sony was the first to move, setting up colour TV facilities in
1972. This was soon followed by investment by Matsushita, Sanyo, and
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TABLE 25

JAPANESE ELECTRICS & ELECTRONICS PLANTS OVERSEAS AS OF 1980

Number of Cases

Consumer Electronic Industrial Total

Electronics Componeqts Electronics
Europe 15 4 2 21
North America i5 7 9 33
Latin America 14 14 6 27
Asia 61 138 13 207
Others 23 9 4 37
Total 128 172 34 325
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TABLE 26

CHAKRGES IN INVESTHENT BY JAPANESE ELECTRONICS & ELECTRICS FIRMS BY RECION

Horth America : Asia Europe Othere Total
Percentage Percentage Percentage Percentage Percentsge

Fiscal Year $ mlllion of Total $ million of Total $ million of Total $ millfon of Total 8 willion of Total
1979 495 39%.0 473 37.2 72 5.2 230 18.6 1,270 100

1980 . 662 41.9 S44 34,5 127 8.0 2646 - 15.6 1,579 . 100

1981 991 48,2 601 29.2 173 8.4 290 16,2 2,055 100

1982 1,141 49.1 - 643 27.7 226 10.0 312 13.2 2,322 100

1983 1,509 53.4 688 24,4 294 10.4 33 1.8 2,824 100 -

1984 1,752 58,2 181 24,1 352 10.9 349 10.8 3,234 100
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Sharp and others,® in recognition of the fact that the advanced
economies were now their principal markets. Today Japanese producers
supply 40 percent of the colour TV market and 90 percent of the VCR
market. Because of high European tariffs, Japanese investment relating
to European VCR production is already well established. A correspond-

ing strong presence in North America is expected before long.

Investment relating to ICs has already been established in Europe,
where Japan has had to deal with high tariffs and strong political
pressures exerted by the European Economic Community. More European
investment is expecfed, as 1s a move to North America to take advantage
of the expanding market. Investment in LDCs, where production is
directed more toward transistors and diodes than to ICs, is not expect-

ed to expand substan:ially.

In the computer area, Japanese producers already have a dominant
position in hardware; and they are now embarking on a drive to
increase their position in computer software. The computer sector
represents one of the most important prospective sources of major

gains.

A movement to set up facilities in North America is anticipated
for manufacturers of photocopiers. Canon, now a major force in the
industry, has recently responded to the G—S'Agreemen: by accelerating
plans for its New Jersey plant,

The burgeoning market for industrial robots has led to very rapid
growth in related investment. With a $2 billion market in the United

8a comparison of the overseas production of these and other
major Japanese firms in 1983 is provided in Table 27.
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TABLE 27

OVERSEAS PRODUCTION OF MAJOR JAPANESE COMPANIES (1983)

Amount
(USS million)d)

Sanyo E;ectric
Matsushita Electric
Sony

Hitachi

Suzuki Motor

Toray Industries
Mitsubishi Electric
Fuji Kosan
Yo;hida'Kogyo

éharp

Asahi Glass

Yazaki

Hitachi Cable

Shin=-Etsu Chemical

Sumitomo Metal Industries

Asahi Chemical Industry

1,762
1,730
809
766
601
572
526
511
469
461
439
320
264
250
235

227

a) U.S. $1.00 = Y224.70 (as of March 31, 1984).

Source:

Shukan Toyo Keizai.
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States expected by 1990, FANUC, the dominant Japanese producer, has
been asked to invest in the United States. Similar requests have also
been made for the company to establish facilities in the United Kingdom

and Europe.

Chemicals

Japan's direct foreign investment in chemicals in the 1951-84
period ranks second only to iron, steel and non-ferrous metals in terms
of its share of total manufacturing investment (17.5 percent versus
21.8 percent). Consisting largely of “lumpy” investment, spending in
this sector has tended to fluctuate significantly according to where
and when the large projects have been undertaken. '

On a geographical basis, the most active region has been Asia
(32.6 percent of all areas), followed closely by the Middle East (29.2
percent). Large petrochemical plant investments in Singapore and Saudi
Arabia in 1983 contributed to the prominent position held by these two
regions: but the subsequent impact as activity varies has already

pulled down the annual increment in foreign investment in this cate-

- gory. For 1984, Japan's direct foreign investment in chemicals was

down to less than 9 percent of its total manufacturing investment (see
Tables *~ and 28), While this share may have risen in 1985, the expec-
ted completion in 1986 of some large projects will almost certainly
pull down the chemical sector's shate of total manufacturing investment

noticeably.

While these major primary investments exert a strong influence on
statistical aggregates, investment in other "downstream” areas is ex-
panding. In particular, increases are taking place in investment in

pharmaceuticals, soaps, printing liquids, biotechnology and specialty



— ) .{ ST x . " K -
’ i ¢ —' . - : - ) ’ ’
= ; . H . A
‘ . . B ! : - -

TABLE. 28

NISTORICAL CUIANGES IN OVERSEAS INVESTMENT BY THE JAPANESE CHEMICAL IRDUSTRY
(Units $100 willion U.S.)

Cumulative to  of Cases until

1970 1971 1972 197 1974 1973 1976 1977 1978 1979 1960 i981 1982 1983 1984 end of 1984 end of 1964
North America 3 1 2 15 1 18 24 48 58 60 13 40 101 89 118 591 193
Burope 16 2 - 18 13 4 6 6 16 15 9 I5 39 40 k] 202 84
Latin America’ 8 0 49 286 20 14 26 28 J6 14 l§ 7 14 26 10 557 121
Asia 19 13 9 32 34 49 44 15 189 63 193 136 132 207 56 1,253 738
Hlddlélﬂast - - - 19 15 4 161 159 402 86 80 Jo 37 a7 28 1,124 21

WORLD TOTAL 30 17 66 394 6l 151 270 323 703 238 1 228 322 450 223 3,849 1,186
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cliemicals == much of it in the U.S.

Transportation Equipment

As suggested earlier, Japan's auto industry in the 1970s becawme a
major engine of growth for the Japanese economy as Japanese auto
exports assumed a prominent position worldwide. 1Its continuing import-
ance is reflected in the strength of recent direct foreign investment
in that sector: outlajs on transportation equipment for the 1951-84
period were 12,5 percent of Japan's foreign investment in all manufac—-
turing (see Table 22), but annual increments in this sector in 1983 and
1984 have represented roughly 18 percent of the annual increment for

all manufacturing investment.

On a2 regional basis, aggregate Japanese direct foreign investment
in transportation equipment in the post-war period has been mainly in
North America (35.5 percent), followed by Latin America (24.3 percent)
and Asia (19.7 percent).

Up until the late 1970s, Japanese direct foreign investment in
transportation had distinct regional characteristics. In LDCs and
NICs, investment generally was for smaller-scale direct manufacturing,
assembly (knockdown) plants, and production of auto parts and motor-
cycles. In the U.S. and European markets, Japanese investment was
essentially for marketing development purposes and concentrated on
franchises and dealerships; A look at Table 29, which indicates the
type, year and country of investment by different auto manufacturers,

confirms this pattern.

In the aftermath of the second o0il crisis in the late 1970s, Japan
adopted 2 new policy of expanding its North American and European



TABLE 29

OVERSEAS DIRECT INVESTMENT IN PLANTS BY JAPANESE AUTOMOBILE COMPANIES 1958 - 1985

Nissan
Toyota Nissan Honda Hitsubishi Mazda Isuzu Suzuki Aino Daihatsu bDiesel
North America - U.S.A. AB4&, B71 ABO ABO, D78 A85
~ Canada 883 AB6
‘Eutope - Spaln ABO . ARG, DBA
- ltaly ABO D77 .
- U.K. EB) ABS :
- Portugal AT2 AR2
~ Belglum 062
Agia ~ Korea E82 AR2
-~ Tafwan _ 082 D83 caa
- China ’ c8s
~ Thalland c62, B8 C65 D65, D76 C64 c14 c66, B?7,78 D67 €65, B78 -
~ Phitllppines ‘ Cc82 D73 c12, B74 c79, B8RO D75 Cc?5 c83
- Indonesla B84, 877 D73, B17 73, A82 83 b73 878, B8B83
- Halaysia D75,Cc83,883,878 A83 Cc68
- india c84 c8) D4 c85 c8a Cc83, 083 .
-~ Paklatan : c83 ’ ch4
Latln America -~ Brazll Cc58
- Costa Rica c13
- Hexico 82
—~ Colombia ) c84 bB82
- Perv Cc65 C66 D74
Oceanla - New Zealand c75 ) 084
- Auatralla c68, 877 Cc76 c’9 . c13
Mlddle East - Saudi Arabla c80
- Turkey E?7}
- lran n74
Africa — Egypt ' Cc83
- Tunisla c82
- Nigerla b79

A: Asmembly Plant; B: Parts Production; C: Knockdown; D: Motorcycle; Et Others; Number = Year
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productive facilities., One reason for this surge in the 1980s was the
fear of increasing protectionist sentiment in the face of Japan's near
domination of the new car market. In an attempt to counter growing
“trade friction”, the major Japanese producers set out on a course of
import replacement, resulting in major assembly plant -undertakings in
1980 by Honda (in Ohio) and Nissan (in Tennessee) and later, in ‘984,
by Toyota (in California). '

The recent G-=5 Agreement and subsequent currency realignments now
provide additional motives for increased Japanese automotive investment
abroad. Japanese auto manufacturers now see a comparative advantage in
foreign production because of the swing to a reduce labour cost differ-
ential between North America and Japan and the reduction of profits
attributable to exchange rate developments (as well as proximity to the
largest car market in the world). In contrast with the situation only
a few years ago, when producing in North America was almost automatic-
ally dismissed, the current move to North American production repre-
sents a sensible way for Japanese auto producers to maintain their

market shares without incurring severe criticism.

As for LDCs: and NICs, countries such as Korea and Taiwan are

“already entering into triangular arrangements, whereby their auto

industries are coilaborating with Japanese and American auto prbdqcers
in the production of cars for the world market. Talks are also under
way between the major producers and China, now commonly considered the

"last great frontier”.

Canada, of course, has seen Japanese automobile investment soar in
the form of major projects by Honda (in Alliston, Ontario) and Toyota
(in Cambridge, Mntario), with obvious beneficial effects for Canada.
At the same time, however, auto -producers are aware of the danger of

possible saturation and accordingly will not necessarily rush to expand
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facilities without very serious consideration of the consequences. 4
moTe appropriate course of action, then, might be a shift in the diree~
tion of major parts production, ineluding perhaps engines or transmis-

siens.
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7. CONCLUSIONS AND RECOMMENDATIONS
Outlook for Japan's Foreign Investment

As mentioned earlier, a 1984 study by the Japan Economic Research
Institute predicted that total cumulative direct investment would reach
$71.77 billion by FY 1985. 1In fact, this figure was nearly achieved
earlier, at the end of FY 1984, when cumulative direct investment
reached $71.43 billion. These predictions were based on an amnual
average growth rate of 14.5 percent imn direct investment abroad by
Japanese firms. It seems now as though the figures for FY 1985 (ending
March 1986) will turn out to be substantially higher than those of the
previous year, due to the recent major investments which have been made

by Japanese firms abroad.

The reseach institute's predictions, it will be recalled, also
forecast that, by 1990, total cumulative investment would have reached
$157 billion, with an average annual growth rate of 17 percent. How-
ever, it should be noted that the econometric hypothesis upon which fhe
institute based its findings is not known, and may be arguable.

A teport of the planning committee of the Industry Structure Coun-
cil, released February 6, 1986, provides other predictions which may be
examined. The review focused on Japan's industrial society moving into
the 2lst century, and released its own forecast on the same subject of
direct investment abroad, based on the responses of major Japanese cor=-
porations to a Ministry of International Trade and Industry (MITI)
questionnaire. These indicated that cumulative overseas direct invest=-
ment might total $179.5 billion by 2000 (¥32.3 trillion, based on $1 =
Y180) with an annual average growth rate of 12 percent, lower than the
economic research institute's 14 percent figure for 1980-1985. In
fact, this 12 percent figure may be regarded as an extremely conserva-
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tive prediction, as it is less than the actual rate of increase (per

annum) over the 1980-1985 period.

It should be noted that the above predictions by the Japan Econo-
mic Research Institute preceded the G-5 meeting and the subsequent
currency realignment and increasing value of the yen. These events,
which have served as a substantial incentive for Japanese manufacturers
to invest overseas, will undoubtedly affect the actual investment
figures. Even the most recent estimates published by the Industrial
Structure Council may not fully reflect the impact of last autumn's
events, as part of its research was conducted before the September
meeting. Given these changes, it seems as if direct investment abroad

by Japanese firms will only overtake these projections.

The post-G-5 developments must be interpreted as on balance a
stimulus to increased Japanese direct foreign investment because of the
disadvantages posed to Japanese exportérs by the new foreign exchange
rate which provide compelling reasons to follow the growing trend of
offshore production. Furthermore, it is widely recognized by Japanese
exporters that direct investment abroad is one of the best ways of

averting the potentially harmful consequences of "trade friction”.

Given these factors and the already strong push for increased
direct foreign investment, Japanese investment is bound to increase and
probably at wmuch higher rates than predicted by various research
bodies. In this light, the 12 percent annual growth rate in investment
forecast by the Industrial Structure Council appears even more conser=-
vative, and it seems likely that a higher percentage increase will be
seen throughout the rest of the decade and into the 1990s. It would be
no surprise if the figure of $179.5 billion were achieved prior to.
2000, taking into consideration  the recent rapid increases in direct .

investment. Even if this figure‘is.not surpassed, however, but met, an
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additicnal S108 billion of Japanese direct foreign investment will be

made in the next 15 years.

Implications for North America and Canada

The questions remains as to how this figure will be distributed
worldwide, and particularly between the United States and Canada.
Predictions by the Japan Economic Research Institute (Tables 12 and 13)
suggest that North America's share of Japan's total direct foreign
investment will remain almost stable throughout the decade, around the
27 percent level. Actual statistics, however, confirm that, by the end
of 1984, this figure was 30.1 percent. Considering the recent interest
in import substitution and Japan's strong move to invest more in the
advanced economies, a much higher share for North America may in fact

be seen.

According ﬁo the Industry Structure Council Report, the United
States may expect to see total cumulative investment by Japanese firms
reach $58 billion by 2000, with an annual rate of increase of 14.2 per-
cent in direct investment in the intervening years. This would result
in the U.S. ha§ing a 32.4 percent share of total Japanese overseas
direct investment. As of March 1985 (the end of FY 1984) total cumula-
tive Japanese direct investment in the U.S. amounted to $19.97billion:
this means that over a fifteen year period an additional $38.1 billion
of Japanese direct investment is likely to be made.

With regard to Canada,‘the picture is similarly optimistic, if not
as grandiose. If the $179.5 billion figure is reached and Canada main-
tains its 7 percent share of Japanese investment in North America, it
seems likely that total cumulative direct investment in Japan in Canada
would reach $4.06 billion by 2000. Currently, this figure is $1.66
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billion, meaning that an additional $2.4 billion might be expected
within the neXt fifteen years. It seems most likely that more than
half of this will be made within the next few years, between the late
19805 and 1990s.

There are, of course, several factors that could prevent the full
extent of this increase from being realized. One concerns a negative
aspect of the G-5 Agreement's impact. The appreciation of the yen will
have some negative implications for the domestic operations of Japanese
manufacturers. Reduced profits from domestic operations as well as
from export sales could weaken these firms financially for a while,
undermining their ability to undertake foreign investment.

The process of domestic adjustment should take major firms, at
best, some six months to overcome. Large firms who are already well
established internationally will .likely have a sufficiently broad
financial base from which to launch their profit~generating foreign
investment plans —- regardiess of the short=term difficulties. As for
small and medium—sized firms, their ability to prevail may depend upon -
either their financial strength or, if applicable, their unique techno-
logical assets. Accordingly, it is not expected that this factor will

seriously undermine the forecast.

A second potentially disruptive factor concerns the risk that ex-
pected U.S. success in implementing new economic policies will not
materizlize. This could undermine the entire iInternational economic

¢limate.

The neéed in the United States to cope with continuing buge budget-
ary deficits in the first half of the '9RDs produced an odd mixture of
restrictive high interest rate monetary policy and investment incen=-

tives, such as accelerated depreciation and other tax measures, aimed
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at softening the adverse effect of high nominal interest rates on

domestic investment activity.

These steps did enable the financing of the U.S. federal deficit
while keeping domestic investment at adquate lévels. But at the same
time it resulted in the pronounced flow of savings from Japan to the
United States, at the same time sustaining the U.S. dollar at undesir-
ably high levels and thus undermining the U.S. trade performance.

The current hope and expectation is that real progress will be
made in reducing the federal deficit and achieving greater £fiscal
responsibility (with the aid of the Grammr—Rudman amendment mandating
government expenditure cuts). If realised, this would permit the
lowering of real interest rates =~ a step widely being encouraged to
sustain adequate economic growfh.

While this could obviously be less attractive for Japanese in-
direct investment, which is quite sensitive to interest rate levels,
such a scenario is compatible with continuing strength in Japanese

direct foreign investment.

Another consideration is the pressure that is being directed at
advanced economies to undertake more direct‘investment in LDCs. Under
the leadership of the World Bank and Treasury Department, steps are
being taken to direct capital from the advanced economies to the LDCs
as a means of'helping such debt-ridden economies as Mexico, Brazil and
other developing countries. - To date, however, this goal has not been

translated into real action.
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Benefits for Canada

In contrast with indirect foreign investment, which results in the
simple (though desirable) international transfer of capital, direct

foreign investment has several appealing features.

It does, of course, provide the needed financial resources that
help promote increased economic activity and a rising standard of
living. 1In addition, however, direct foreign investment often permits
the international transfer of managerial skills, through the movement

of key personnel and the transfer of technology.

Japan's highly respected reputation in business organization and
its position as a world leader in sophisticated technology and advanced
researech makes it a highly prized partner in business activity — as
is evident from the eagerness which has greeted its direct overseas
investment plans virtually around the globe. Once transplanted, new
technology may more readily be incorporated throughout the Canadian
economy and serve as a springboard for more widespread development of

technologically advanced industries in Canada.

Future Directions

The advantage of foreign investment to the host country are many,
and eagerly sought after by most countries. The challenge that con=
fronts these hosts is to create an environment that will attract this

foreign investment.

Canada has a good base on which to build. Vast resources, skilled
labour, political stability and 'a high quality of life, combined with
an overall history of steady economic growth haye all contributed to
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this in the past. But Canada cannot rest on its past laurels, and must
take 2 more active role in identifying and seizing opportunities to
attract new investment in an increasingly competitive global environ-—

ment.

To that end, the basic advantages that potential investors see
Canada as possessing must continue to. be promoted. Fiscal responsi~-
bility, policies promoting low interest rates and a stable currency and
a sound regulatory environment encouraging rather than stifling healthy
economic activity are key elements in this. Despite some past diffi-
culties in this direction, which eroded its status as a solid growth
prospect, Canada's economy is seen to be the target of a mumber of

policies promoting a more favourable investment environment,

The following more specific ideas are offered as ways of enhancing
Canada's ability to attract more Japanese direct investment, capital-

izing on opportunities that undoubtedly exist.

l. 1Identify the Opportunities

Canadians, particularly those involved in seliing Canadian poten=-
tial as a site for future investment, must become aware of the magni-
tude of the potential, and realize that at least an additional $3.4
billion could be attracted to this country from Japan over the next
fifteen years, the majority of which will be within the next decade.
This $2.4 billion figure represents the potential that exists if Canada
continues to maintain its 7 percent of Japanese direct foreign invest-
ment relative to the United States. Complacency, however, must be
avoided: this depends entirely on the efforts of Canadians. The

figure will undoubtedly rise or fall relative to these efforts.
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At this point in time, the Japénese,government is actively promo-
ting increased direct investment by firms abroad, despite a negative
impact on employment. Not only is it calculated that the 12 percent
growth in -overseas direct investment predicted by the Industry Struc-
ture Council will result in- decreasing opportunities to the tune of
560,000 jobs, the more realistic figure of a 15 percent growth (per
annum average) will méan the loss of an additional 410,000 jobs. 1In
addi:ibn, the trade surplus would decrease by some $52 billion. Yet

still the Japanese government is promoting investment abroad.

Canadians must capitalize on this opportunity before it dis=-
appears, and before domestic political pressure begins to build within

Japan.

2. Why Canada?

One frequently asked question by Japanese businessmen is why they
should invest in Canada. It has a good investment environment, politi-
cal stability, a well educated and relatively inexpensive 1labour
force.... But many of these advantages are also possessed by the
United States, which has the even more influential edge of having a
market ten times the §ize of that of Canada. The query by Japanese
businessmen is logical: why should they invest in Canada to take
advantage of the combined market when they can do so in the U.S.? Why
locate manufacturing facilities in Canada to export to the U.S, when
they could locate in the U.S. and export to the smaller Canadian
market? These are the questions which Canadians must be prepared to

answer,

In the meantime, a brief look at some statistics may offer a new

perspective on Japanese investment in the U.S. vis-a-vis that in
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Canada, and the opportunities available in North America. During the
April to September period of 1985, a total of 94 cases of investment in
the U.S. were noted. In contrast only 7 Japanese investments in Canada
were announced in the same period. 1In the U.S. investment was made in
a wide variety of areas, high technology, electronics, automotive in-
dustry, real estate, etc. In Canada, the scope and variety of these
investments were much smaller. Canadians should monitor the nature of
the Japanese investments in the U.S. in order to identify new opportu-

nities and maximize their competitive advantage vis—a-vis the U.S.

3. Public Relations

Canada should not underestimate the importance of public relations

and generally promoting Canada and its distinctive economic features

" and advantages within Japan. While the Japanese are becoming more

aware of Canada's diversity and nature thanks to the efforts of the
federal and provincial governments and those of the private sector, the
perception still largely remains that Canada is more of a 'dreamland'

than a place to do business.

This is in strong contrast to the efforts of other nations, parti-
cularly the U.S., in promoting their countries and regions. Research-
oriented Japanese businessmen are frustrated by the difficulty of
obtaining information about Canada (the only source being the Canadian
embassy library), especially when compared with the proliferation of
information centres and libraries that other national and regional

authorities maintain in Tokyo.

This issue is more important than it may first appear. A few -
opportunities that might have come  to Canada have been lost to the

United States not because of the superior investment environment south
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of the border but simply because of a greater familiarity with the

area.

4, Small and Medium Sized Business

Canadians should keep an eye on the developments within small and
medium sized businesses. Although the majority of previous investment
in Canada has been made by the larger Japan-based multinational corpor—
ations, this situation is likely to change in the near future. In
1974, small businesses accounted for only 5.4 percent of total Japanese
direct investment overseas, but by 1984 this had more than trebled,
totalling 16 percent of total value. But in terms of cases, investment
by smaller cpmpanies constituted nearly half of all foreign direct
investment. Growth in this sector is likely to increase even more
steeply. Larger,companies will both reach a limit to their expansion,
and will invite smaller coméanies to accompany them. This latter case
is already being demonstrated in connection with the automotive indus-
try, as parts suppliers move to establish joint ventures with 1local
producers following the move by Japanese auto manufacturers to locate
production facilities in North America. This trend can only continue,

and is being extensively promoted by the Japanese government.

5. Government Policy Initiatives

Although there is as yet little awareness of this in Canada, the
Japanese government is taking a wide variety of steps to promote
foreign direct investment. Especially notable are changes in the
financing policies of crown financing corporations, especially the '
Export-Import Bank of Japan (Exiﬁbaqk). In the paét few months, a new

financing rate for projects promoting industrial cooperation between
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advanced industrial economies has been introduced, together with poli-
cies allowing direct financing of foreign joint ventures and financing
manufactured imports and market development projects. These are the
sorts of opportunities which must be identified and pursued by inter=-

ested Canadians.

6. R & D Joint Ventures

A new interest of the Japanese public and private sector is the
promotion of international R & D ventures, partly to counter Western
criticism that while Japan has proved adept at adapting new technolo-
gies for production purposes it has not taken any steps to innovate.
To that end, Japanese firms and the government seem to be determined to
take advantage of their large capital surplus by establishing them-
selves as investors in internatiomal R & D. Here also exist many
opportunities for Canadians for 1linkages with Japanese researchers,

whether in the public or private sector.

7. The Reasons for Investment

Canadians must make clear to the Japanese the reasons they are

' encouraging new foreign investment, so that both will have a clear idea

of the type of investment that is appropriate given the objective. If
Canadians wish to offset a capital account deficit, indirect inQest-
ment, including more investment in real estate by Japanese institution-
al investors, should be promoted. If Canadians seek export income and
transfers of technology, they should concentrate on coming up with a
persuasive answer to the question of why invest in. Canada rather than
the United States. Or if investment is sought to create new employment

opportunities, a focus on sectors such as auto manufacturing would be
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most appropriate. A focus on regional development might translate into

emphasis on resources.

8. The Intangible Considerations

There exist a number of smaller consideratioms affecting Canada's
ability to attract new investment, including such things as the incon-
venience of renewing a visa annually with which the Japanese business-
man, particularly manufacturers and engineering representatives, must
deal. As the number of Japanese doing business in Canada is small and
the amount of red tape is relatively large in comparison with other
nations, this inconvenience may loom large in the minds of Japanese
when they think of Canada. This is one example of ways in which
Canada, without realizing it, can adversely affect its own image in the
eyes of potential investors. Conversely, by taking steps to improve
this situation, it could appear'as a country receptive to foreign busi-

ness and foreign businessmen within the Japanese business community.

Awareness of the opportunities, the active promotion of Canada as
an.attractive investment environment, and more subtle efforts to emsure
that Canada is in the forefront of investors' minds combine with these
smaller details to strengthen Canada's competitive edge in taking

advantage of future increases in Japanese overseas investment. -




DIRECT OVERSEAS INVESTMENT OUTSTANDING

TABLE 30

(as of end of 1983)

Amount Share
(US$ million) (%)

U.S.A. 226.1 43,9
U.K. 91.2 17.7
Germany, F.R. 37.3 7.2
Netherlands 33.3 6.5
Japan®) 32.2 6.2
Canada 22,0 4.3
France 21.6 4.2
Other 51.5 10.0
World, total 515.2 100.0.

a)

Figure is for external assets and liabilities of Japan.

Source: JETRO, White Paper on Overseas Investment, 1985.






