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Japan's Trade Surpluses

In recent years, Japan has experienced large and
persistent trade surpluses. Its current account
balance rose from a small surplus of $5 billion in
1981 to $86 billion in 1986 and levelled off at
$87 billion in 1987. Relative to GNP, the surplus
increased over this period from less than one-half
of one percent to more than four percent.

Such a large trade surplus has generated tensions
between Japan and its trading partners, particu
larly the United States. Trade with Japan accounts
for almost 40 percent of the total U.S. trade defi
cit. This trade imbalance with Japan has put in
creasing pressure on the u.s. Administration to
seek ways to expand u.s. exports to Japan and to
protect u.s. domestic industries from Japanese
and other competition. The U.s. Congress has
considered broad, punitive trade bills designed to
slow imports from abroad, and has threatened re
taliatory sanctions unless access to Japan's beef,
agricultural, and construction markets is ex
panded.

However, contrary to popular opinion, the level
of protectionism in Japan actually has decreased
in the last several years even as Japan's surpluses
have risen. Thus, although further reductions in
Japan's barriers to U.S. exports may be desirable,
the explanation for the emergence of Japan's sur
pluseslies elsewhere. This Letter suggests that
Japan's trade surpluses are a reflection of macro
economic imbalances in saving and investment
between Japan and its trading partners. There
fore, the reduction of Japan's trade surpluses
hinges on adjustment of domestic and foreign
saving and investment behavior rather than on
reductions in bilateral trade barriers.

Current account balance
One measure of a country's international trade
position is its current account balance. The cur
rent account balance measures the difference

. between a country's exports of goods and serv
ices and its imports of goods and services. Na
tional income account relationships imply that a
country's current account reflects domestic pri
vate saving and investment behavior, as well as

J

domestic government saving. Whendomestic
private saving exceeds domestic private invest
ment and government tax receipts exceed expen
ditures, thereby generating net saving for the
economy as a whole, savings will flow abroad
into overseas assets. Such an accumulation of for
eignassets implies an excess of exports over im
ports, that is, a current account surplus. Thus, the
large trade surpluses in Japan may be associated
with high private saving relative to investment
and/or high government tax receipts relative to
expenditures.

Moreover, since Japan's current account surplus
is the rest of the world's deficit, macroeconomic
developments and saving-investment behavior in
the rest ofthe world also may be among the de
terminants of Japan's current account surplus.
Specifically, an excess of both foreign private in
vestment over foreign private saving and offor
eign government expenditures over tax receipts
also are associated with a current account sur
plus in Japan. Thus, for example, a rise in foreign
government budget deficits can contribute to a
rise in Japan's external surplus. (The Letter of
March 27, 1987, discusses the accounting rela
tionship between a country's trade balance and
domestic spending in greater detail.)

Recent trends
To weigh the contributions of domestic and for
eign saving-investment behavior to Japan's exter
nal surpluses, it is useful to look at recent trends.
Chart 1 plots four-quarter moving averages of Ja
pan's current account, private saving-investment,
and government saving balances as a share of
GNP over the period 1966to 1986.

Over the past twenty years, Japan's current ac
count balance has shifted widely from deficits to
surpluses. Surpluses averaging roughly two per
cent of GNP were recorded in 1971--72 and in
1978. Deficits averaging one percent of GNP
emerged at the time of the oil price crises of 1974
and 1979-80. The most recent surpluses, how"
ever, are significantly larger than those previously
attained. In1985, the surplus reached 3.7 percent
of GNP and in 1986,4.3 percent.
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Chart 1
Japanese Net. Saving
and Current Account Balances

Even though Japan's private saving rate has de
clined over the last twenty years, the demand
for domestic savings used for investment has de
clined by more. Thus the dramatic rise in Japan's
external surpluses in the 1980s can be attributed
to sharp drops in private investment and the gov
ernment budget deficit, and nono an increase in
private saving.

was attained in 1985. This improvement in the
budget balance reduced the public sector's de
mand for domestic saving.
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Chart 2
U.S. Net Saving Balances

Chart 2 plots four-quarter moving averages of the
private saving-investment and government saving
balances of the United States, Japan's largest tra
ding partner from 1966 to 1986. In contrast to re
cent trends in Japan, fiscal saving in the u.s.
shifted from small surpluses (0.5 percent of GNP
in 1979) to large deficits, averaging 3.4 percent
of GNP from 1982 to 1986. Along with these in
creasing deficits, the U.S. private saving-invest
ment balance has fallen in recent years. This
decline in net saving in the u.s. undoubtedly is
another important factor contributing to the de
velopment of Japan's current account surpluses.
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The global context
In a global context, Japan's net exports are net
imports by the rest of the world. These net im
ports reflect an excess of investment over private
and government saving in the rest of the world.
Since trade with the United States accounts for
nearly 60 percent of Japan's trade surplus, analy
sis of saving and investment behavior in the U.S.
provides a rough approximation of the role of for
eign factors in Japan's current account.Contrary to the common view, however, this rise

in Japan's net private saving is the result of a
sharp decline in investment rather than a rise in
saving. Private saving averaged 17.5 percent of
GNP from 1966 to 1974, 16.6 percent from 1975
to 1980, and 14.1.percent from 1981 to 1986.
Clearly, the trend has been a small decline in
Japan's private saving rate.

Chart 1 also shows that in recent years Japan's
net private saving-investment balance has in
creased as a percent of GNP. From 1966 to 1974,
this balance averaged 1.4 percent; from 1975 to
1980,3.2 percent, and from 1980 to 1986,3.7
percent. Between 1980 and 1986, it rose by al
most three percentage points.
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In addition to Japan's growing saving-investment
surplus, the behavior of governmentsav(ng (that
is, government receipts minus expenditures) also
has played a role in generating such large sur
pluses in Japan's current account in recent years.
Over the period from 1975 to 1979, the growth in
net private saving largely was matched by a rise
in government budget deficits that reached 4.1
percent of gross national output in 1978, well
above the average of 2.2 percent over the pe
riodfrom1966 to 1974. Since 1979, however, the
budget deficit has declined steadily, primarily as
a result of reduced spending. A small surplus

At the same time, since 1975, the rate of private
investment in Japan has fallen sharply. Net in
vestment averaged 18.9 percent of GNP from
1966 to 1974, 13.4 percent from 1975 to 1980,
and 10.3 percent from 1981 to 1986. This decline
in investment reflects the deceleration in Japan's
long-run growth rate and the resulting reduction
in domestic prospects for net investment.
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Keeping in mind that saving and investment be
havior domestically and abroad are jointly de
termined, empirical analysis can estimate the
relative contributions to Japan's current account
surpluses of declining U.S. net saving and rising
net saving in Japan. This analysis indicates that
the decline in the u.s. saving-investment balance
played as important a role in the emergence of
Japan's external surpluses as did Japan's saving
investment behavior. In other words, in the ab
sence of any effects of u.s. fiscal policies, Japan's
current account surplus in 1986 would have been
roughly one-half its actual level. Of the cumula
tive four percentage point increase in the ratio of
its surplus to potential GNP between 1981 and
1986, net saving behavior in Japan explains 2.5
percentage points and net saving behavior in the
u.s. accounts for 2.3 percentage points. (Busi
ness cycle factors worked to reduce the surplus
by roughly one percentage point.) Thus, U.s. pol
icies, as well as developments in Japan, have
played a role in Japan's emergence as a major
surplus country in international trade transac
tions.

Implications
These findings suggest that both Japan and the
United States may need to adjust their fiscal pol
icies to reduce Japan's large external surplus. Al
though the depreciation of the dollar since 1985

and the corresponding appreciation of the yen
have made Japanese exports less attractive and
imports from the u.s. more attractive, the United
States still needs to reduce its fiscal deficits, and
Japan simultaneously ought to increase its fiscal
spending relative to its tax receipts.

In fact, there are signs that such adjustments al
ready are occurring. Following the recommen
dations of the 1986 Maekawa Report, Japan has
moved to stimulate domestic demand and re
duce net saving. Government expenditures have
increased; stronger incentives for housing in
vestment have been provided; and taxes on pre
viously exempt savings accounts have been
introduced. The desire to stimulate a lagging
economy was the motive, but such measures also
should contribute to a decline in Japan's current
account surpluses.

At the same time, since 1986, the United States
has moved in the direction of reducing its fiscal
deficits. The federal budget deficit has been re
duced significantly, from $221 billion in 1986
(5.2 percent of GNP) to $150 billion in 1987 (3.5
percent of GNP). While it is unclear how quickly
the deficit will be reduced in the future, the trend
is in the proper direction.

Reuven Glick
Senior Economist
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