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Abstract 
This paper examines the competitiveness of Japanese firms in the manufacturing sector 
since the middle of 1980s when the Japanese FDI outflow was accelerated. In stead of a 
standard residency-based balance of trade, we use the idea of ownership-based net 
foreign sales introduced by DeAnne Julius (1990, 1991). The calculated results show 
that the Japanese overseas activities have made the firms with foreign affiliates abroad 
become more competitive through selling their products in the local market of the 
foreign country.  Major exporting sectors such as electric machinery and transport 
machinery have sustained strong competitiveness. The competitiveness of Japanese 
firms is also conformed by upward tendency of profit rate in foreign affiliates abroad. 
Using Dunning terminology the ownership advantages the Japanese firms acquired 
abroad would mainly come from their inherent management and production system.  
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1. Introduction 
Growing overseas production often replaces that of home country for the local 

production of host countries and results in the export reduction. Whether it has overall 
negative effect on the trade balance of home country depends on the degree of 
complimentary effects such as the demand for capital goods and intermediate goods. As 
time goes on, the more overseas production would cause more export substitution and 
thus negative effect on the trade balance. One may argue that we should consider the 
direct investment income abroad such as dividends and patent fees as the positive 
effects on balance on goods and services based on location base (residency base). 
Although discussion with residency base describes the comparative advantage of a 
country, it cannot grapes the whole picture of the competitiveness of the firms in the 
concerned country. As Dunning (1988) points out, multinational firms maintain or 
increase their market share abroad based on the ownership-specific advantages of 
property rights and intangible assets. 

Since the late 1970s the US had suffered from a huge trade deficit and there were 
discussions on competitiveness of the US multinational companies1. If we include the 
activities of the multinational firms abroad and calculate the trade with foreign firms, 
the net trade balance may defer from that of the standard measure of the export- import 
trade balance. As we see in the next section, DeAnne Julius (1990, 1991) introduced a 
concept of competitiveness, which incorporated the sales and purchases of the 
multinational firms, and based on her calculated results on trade balance stressed that 
the US multinationals contributed to the national economy in the 1980s.      

Although Japan maintained huge trade surplus, the surplus dropped to ¥ 8.7 trillion 
(US$ 79.6 billion) in 2005 from the previous year’s level ¥ 12.0 trillion (US$ 110.4 
billion). The decrease was mostly due to the rise of imported oil price. If the trade of 
natural resources were excluded, the trade balance on manufacturing goods amounted 
for ¥32.3 trillion, 1.25 times that of in 1986 when the Japanese yen was adjusted 
towards appreciation based on the G5 Plaza Agreement. Facing the requirement of 
reducing the huge trade surplus, the major exporting Japanese companies had 
accelerated their investment abroad.  

Now, the accumulated Japanese outward FDI, which reached US$ 372 billion at 
the end of March 2005, has had a big impact on the economy of the host countries as 
well as the Japanese economy2. When the Japanese companies rushed into their 

                                                 
1 Kravis and Lipsey(1992) discuss U.S. export competitiveness with the shares of the United States 
and the shares of the U.S. multinational enterprises in world manufacturing exports.   
2 Kiyota and Urata (2005) showed that in 2000 Japanese companies with foreign affilites (Japanese 
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transplants abroad, even the Japanese businessmen had worried about the 
de-industrialization with technology transfers from their companies and a loss of the 
competitiveness. As we have seen before, Japan has not lost its competitiveness in terms 
of the standard trade balance. If Japanese business activities abroad are considered, can 
we say that the Japanese companies have still maintained their competitiveness? If the 
trade balance of Japanese companies with foreign ones has been deteriorated, the 
current leading industries such as electric and transport machinery may become hollow 
in the future. To address this question, the next section describes the concept of the 
competitiveness introduced by Julius. Section 3 overviews the activities of the foreign 
affiliates of Japanese companies3. Section 4 examines the competitiveness of the 
Japanese firms, followed by concluding remarks in section 5.  
 
 
2. Measurement of Competitiveness 
2-1 Julius Approach 

Instead of the standard trade of balance in goods and services based on residence, a 
National Academy of Sciences (NAS)4 study panel and Julius (1990, 1991) proposed 
alternative measures of foreign trade based on ownership. Steven, Obie, and Lowe 
(1993) compared these two approaches with empirical data and raised several 
conceptual and empirical issues. They showed that that Julius’ approach surpasses the 
NAS one in that hers overcome the difficulty of dealing with the statistical data. They 
also stressed that the net foreign sales Julius used conceptually is equal to the balance 
on goods & services and direct investment income5.  

Following the Julius’ discussion on the trade of two countries including FDI related 
trade between parents and their affiliates abroad, we divide the firms of each country 
into domestic firms and foreign firms as Figure 1. 

In home country (H), firms consist of domestic companies A and affiliates of foreign 
companies B. Similarly, in foreign country (F), firms consist of the local firms C and 

                                                                                                                                               
multinationals) accounted for 95.1% and 85.4% of Japanese exports and imports respectively, 
although in terms of number of firms their percentage share is only 13.8% of total Japanese firms.  
3 The terms “the foreign affiliates of Japanese companies” and “the Japanese affiliates of foreign 
companies”, which Bureau of Economic Analysis (BEA) of U.S. Department of Commerce uses in 
the Survey of Current Business, correspond to “Japanese affiliates” and “foreign affiliates”, which 
METI usually uses. To avoid confusion, we follow the terms BEA uses.  
4 Anne Y. Kester ed.(1992). 
5 Steven, Obie, and Lowe, p.57-59. In the paper, they decomposed exports of goods and services 
into three components and proposed the new alternative residency-based balance, so-called U.S. 
cross-border exports of goods and service.   
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foreign affiliates of home country D. Let AC indicate commodity flow from domestic 
firms to the local firms of foreign country. Likewise, DC shows the sales of foreign 
affiliates of domestic companies (affiliates abroad) to the local firms of the foreign 
country. Using these terms, exports E and imports M of home country are expressed as 
follows6. 

 
 Figure 1                              

    H F 
           Domestic companies                          Foreign firms 
 A C 
 
  B                                 D Affiliates of  
                   Foreign owned affiliates                   home country 
                                                         
  
 
    

)2(
)1(

DBCBDACAh

BDBCADACh
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EEEEE
+++=
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Where :ACE exports to the local firms of foreign country 
      :ADE  exports to affiliates abroad from domestic companies 
      :BCE exports from the affiliates of foreign companies to the local firms of 

foreign country 
      :BDE exports from the affiliates of foreign companies to affiliates abroad 
   CAM : imports by the affiliates of foreign companies from the local firms of 

foreign country 
      DAM :imports by domestic companies from affiliates abroad 
      CBM :imports by the affiliates of foreign companies from the local firms of 

foreign country 
      DBM :imports by the affiliates of foreign companies from affiliates abroad  
 
The trade balance of home country hh ME − , which is based on the residency concept, 
includes the trade of the affiliates abroad in the domestic market DAAD ME ,  of home 
country and that of the affiliates of foreign companies in the local market CBBC ME , . 
                                                 
6 The notation we use is different form that of the Julius’. 
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Thus, it seems to reflect the comparative advantage of the country. As we discuss later, 
these trades include intra-firm or intra-industry trade across the border, so they do not 
necessarily reflect the competitiveness of the firm or the industry concerned because 
they are only residency-based, but not based on firm’s ownership. To indicate the 
competitiveness of the firms’ ownership base, we need to introduce the concept of 
foreign sales hS  and foreign purchases hP ; the trade of the foreign affiliates with the 
domestic firms and the trade of the affiliates of foreign companies in the local market as 
follows:     
 

)4(
)3(

CDBDBACAh

DCDBABACh

SESMP
SMSES

+++=
+++=

 

 
Where ABS :sales by domestic firms to the affiliates of foreign companies 
      DCS :sales by affiliates abroad to the local firms of foreign country 
      BAS :purchases by domestic companies from the affiliates of foreign companies 
      CDS :purchases by affiliates abroad from the local firms of foreign country 
 
Foreign sales and foreign purchases can be called as foreign trade based on ownership 
concept respectively. Using (1) and (2), (3) and (4) can be rewritten as (5), (6) 
respectively. 
 

)6()()()(
)5()()()(
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    Starting overseas production creates the demand for parts and components by the 
affiliates abroad ( ADE ) and thus exports of home country may increase. This 
complimentary effect may be greater than the substitution effect DCS . As time goes on, 
the local components requirements may refrain ADE , increase local purchases of parts 
and components CDS , and with the expansion of overseas production local sales DCS  
re-imports to home county DAM  increase. In terms of the residence base, ADE  reflects 
the exports of home country. Suppose that the foreign market does not increase. The 
demand for parts and components from the affiliates abroad does not change the 
competitiveness of home country because the demand in the domestic market is only 
transferred to that in the foreign market. As (3) and (4) shows, in terms of ownership 
base, net foreign sales do not change, so ADE  does not indicate the competitiveness of 
the firms concerned. Although export substitution by overseas production may decrease 
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the exports of home country, the competitiveness of the firms does not change if the 
affiliates sale the same amount of their production to the foreign market. Taking into 
account the foreign sales and foreign purchases makes us to use the ownership based 
trade balance hh PS −  as an indicator of the firms’ competitiveness. For the discussion 
of competitiveness of the Japanese firms, the ownership-based approach is preferable to 
the residency-based approach. 
 
2-2 Net Foreign Sales in U.S. 
    Using this concept tells us another aspect of the competitiveness of US 
multinational firms in the 1980s and justifies their activities in spite of the seriously 
deteriorated trade balance in the US. Table 1 shows that while U.S. net exports in 1986 
amounted to minus US$ 144.4 billion, the net foreign sales recorded a plus of US$ 56.7 
billion. To get foreign sales, FDI related trades (exports to foreign affiliates of US 
companies ADE  and exports by US affiliates of foreign companies to home 
country BCE 7) were deducted from exports of goods and services, and local sales (local 
sales to foreign affiliates of US companies ABS  and local sales by foreign affiliates of 
US companies DCS ) were added. Foreign purchases were derived by deducting FDI 
related trades (imports from foreign affiliates of US companies BDE  and imports by 
foreign affiliates of US companies CBM ) from imports of goods and services and 
adding local purchases (local purchases from foreign affiliates of US companies BAS  
and local purchases by foreign affiliates of US companies CDS ). In the table 1 exports 
from foreign affiliates in home country to the affiliates abroad BDE  and imports by the 
affiliates from the affiliates abroad DBM  are excluded due to a lack of the data. Julius 
assumed that BDE  and DBM  trade were negligibly small. As already shown, Steven, 
Obie, and Lowe calculated the net foreign sales in 1991, in which BDE  and DBM  
were included. The percentage share of BDE  to total sales of the US affiliates of 
foreign companies and the share of DBM  to total sales of foreign affiliates of U.S. 
companies are 0.4% and 0.8% respectively. Both are very small as Julius expected. 
Julius also calculated the net foreign sales for Japan in 1983. In that year Japan reached 
trade surplus US$ 31.4 billion and net foreign sales amounted to US$ 41.7 billion. If 
comparison of both calculations was allowed without considering the three years time 
deference, US firms were more competitive than the Japanese ones in terms of 

                                                 
7 Julius originally used the terms “US-owned firms abroad” and “Foreign-owned affiliates in US” in 
stead of the BEA terms “foreign affiliates of US companies” and “US affiliates of foreign 
companies”. 
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ownership base8.  
  

Table 1 US Trade Balance versus Net Foreign Sales, 1986 
Foreign Sales  
Exports of goods and services  
Less: exports to foreign affiliates of US companies     ADE  
     exports by US affiliates of foreign companies BCE  
Plus: local sales to US affiliates of foreign companies ABS  
    local sales by foreign affiliates of US companies  DCS  
    Total foreign sales  

US$ billion
  304.0 
   71.3 
   50.7 
  400.4 
  865.2 
 1,447.6 

Foreign purchases 
Imports of goods and services 
Less: imports from foreign affiliates of US companies  BDE  
     import by US affiliates of foreign companies CBM  
Plus: local purchases from US affiliates of foreign companies  BAS  
     local purchases by foreign affiliates of US companies CDS  
     Total foreign purchases 

 
  439.4 
   65.6 
  124.5 
  616.5 
  558.5 
 1,424.3 

     Net exports 
     Net foreign sales 

 -135.4 
  +23.3 

(Source) Julius(1991), p.25 Figure10. 
 (Note) Notations are added by the author. 
 

The idea of net foreign sales raises different aspects of overseas activities of 
multinationals. Now, what has happened to the competitiveness of the Japanese firms 
since the middle of the 1980s when the Japanese FDI accelerated? Except Julius’ 
calculation of the net foreign sales of Japan in 1983, the above preceding analyses dealt 
only with the U.S. case. Our main concern is to discuss the competitiveness of major 
industries in Japan, but not industry total. Before discussing the competitiveness of the 
Japanese firms we overview the main features of the activities of the foreign affiliates of 
Japanese companies and the Japanese affiliates of foreign companies in the next section. 
   
 
3. Japanese Owned Firms Abroad versus Foreign Owned Firms in Japan  
3-1 General features 

As Table 2 shows, there exists a huge gap between the activities of the foreign 
affiliates of Japanese companies and those of the Japanese affiliates of foreign 
companies. By the end of March, 2005, the Japanese firms established 14,955 affiliates 

                                                 
8 Based on the calculation by Lowe (1995, 2006), the U.S. net foreign sales recorded $US 26.2 
billion in 1991 and $US -489.7 billion in 2004. Although the U.S. net foreign sales have been 
deteriorating, they are better than the balance goods and services.  
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abroad, 6.7 times higher than the number of the Japanese affiliates 2,230. The 2004 
overseas sales totaled ¥162 trillion (US$ 1,503 billion), 5 times the sales of the Japanese 
affiliates ¥32 trillion (US$ 296 billion). The overseas sales in manufacturing were ¥79 
trillion (US$ 732 billion), which accounted for one fourth of those by the US companies 
and the sales of the Japanese affiliates amounted ¥19 trillion (US$ 173 billion), one 
fourth of the overseas sales of the foreign owned affiliates in Japan. Nearly 90% of the 
overseas manufacturing products by the foreign affiliates of Japanese companies were 
directed to the local sales and one tenth to exports to Japan. The Japanese affiliates of 
foreign companies sold nearly 80% of their manufacturing products in Japan, and 
exported 20%. The total purchases of the foreign affiliates of Japanese companies were 
¥132 trillion (US$ 1,126 billion), 80% of the sales of total industry. Out of the purchases 
of the Japanese owned affiliates in manufacturing ¥59 trillion (US$ 545 billion), two 
thirds were from the local market, and 35% were from Japan. The total purchase of the 
Japanese affiliates of foreign companies amounted ¥20 trillion (US$ 190 billion) and 
accounted for 62% of the total sales. The Japanese affiliates in manufacturing purchased 
73% in Japan and 27% from outside Japan. As to employment, the foreign affiliates of 
Japanese companies employed about 4.1 million regular workers and the Japanese 
affiliates employed 431 thousand which accounted for only 0.9% of the total regular 
workers in Japan. The overseas rate of profits to the sales was 3.7 % slightly higher than 
that of the Japanese affiliates of 3.4%.   
              
Table 2 Activities of the Japanese Owned Firms and Foreign Owned Firms in Japan 

2004 (¥ billion, in parenthesis US$ billion) 
 Japanese owned firms Foreign owned firms 

Number of firms   
Sales, industry total  
Sales in manufacturing 
 Local sales 
 Exports to home country 
Purchases, total industry 
Purchase in manufacturing 
 Local purchases 
 Imports from home country 
Number of regular employees 
 (thousands) 
Profit 
Profit rate per sales (%) 

   14,955   
  162,638   (1,503) 
   79,155    (732) 
   70,482    (652)   
    8,674     (80) 
  131,599   (1,216) 
   58,969    (545) 
   38,408    (355) 
   20,561    (190) 
    4,055 
 
    6,079 
     3.7 

    2,230 
   32,045    (296) 
   18,765    (173) 
   14,696    (136) 
    4,069     (38) 
   19,883    (183) 

10,563     (98) 
    7,671     (71) 
    2,892     (27) 
     431 
 
    1,100 
      3.4 

(Source) METI (2006), The 35th Survey of Overseas Business Activities. METI (2006), 
The 2004(38th) Survey of Trends in Business Activities of Foreign Affiliates. 
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3-2 Overseas Activities of the Foreign Affiliates of Japanese Companies 
      Although the deregulation of the Foreign Exchange Law in 1980 enabled the 
foreign firms to set up transplants in Japan without any restriction, the domestic laws 
and the Japanese business customs hindered inward FDI. That resulted in the huge FDI 
outflow and the few FDI inflow in Japan. As an indicator of the gap between these FDI 
outward and inward flow, the ratio of the Japanese FDI outflow to foreign FDI inflow in 
Japan was quite large. It moved around 10-15 in the 1980s and the early 1990s and 
jumped to 23.7 in 1987 when the Japanese FDI outflow spurred. The US government 
criticized the business regulations in Japan and requested the deregulation of the laws 
and the reform of the social costumes. The deregulations in service, finance, insurance 
and telecommunication, which were mostly performed in the early 1990s, stimulated the 
foreign FDI in Japan since the latter half of 1999s. Thus, the ratio dropped to 2-4 in the 
late 1990s. As we saw in Table 2, the activities of the foreign owned affiliates in Japan 
is still far below those of the Japanese affiliates abroad. The activities of the Japanese 
companies have had dominant roles in the foreign sales and purchases which we will 
discuss in section 4. So, only the activities of the Japanese affiliates are overviewed in 
this subsection.        
   
(1) Number of Firms Established 

The number of the Japanese owned affiliates in Asia amounted to 8440, 56% of the 
total affiliates, followed by North America 2737, and Europe 2361. After easing the 
Japanese Foreign Exchange Law in the late 1960s, most of the labor intensive FDI such 
as textile was directed to Asia. The comparison of this figure with those in 1980 and 
1990 makes us to notice the drastic change of the Japanese overseas activities. In 1980, 
the total number of the Japanese affiliates abroad was 3567, of which 1497 were in Asia, 
829 in North America, and only 499 in Europe. In addition to cultural and geographical 
distance, as Dunning and Cantwell (1989) and Dunning (1992) pointed out, unit labor 
cost in was substantially higher than that in Japan and there were different regulatory 
environment among the European countries at that time, thus the entry cost for the 
Japanese firms in EU was high9. The Japanese economy in the 1980s experienced trade 
frictions with North America and the EU and the deregulation of the Foreign Exchange 
Law, which enabled the Japanese companies to invest abroad without any restriction, 
and resulted in a rapid increase of foreign investment to the areas of the advanced 
countries rather than developing countries. In 1990, the total foreign affiliates reached 
7986, more than double as that of 1980. The number of the affiliates in North America 
                                                 
9 See Dunning and Cantwell (1989), p.11 and Dunning (1992), p.25. 
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was 2287, 2.8 times higher than that of 1980 and in Europe the number accounted for 
1461, 2.9 times the 1980s. The bubble crash in the late 1980s caused the Japanese 
companies to make serious losses and to focus on seeking for the business opportunities 
in Asia, such as the ASEAN and China take advantage of cheap labor cost in the first 
half of 1990s. The Japanese companies established 6213 affiliates in Asia by end of 
1999. However, after the Asian crisis in 1998 the Japanese companies, which 
established transplants there, faced serious profit losses. Some moved their plants into 
China and other looked for the business opportunities in Central and Eastern Europe.  
         
Table 3 Number of Overseas Affiliates Established as of March, 2005 by region and 
industry 
 Total North 

America 
Asia Europe 

Total 
Agriculture, forestry and fishery 
Mining 
Manufacturing 
  Chemical 
  Iron and metals 
  Machinery 
  Other manufacturing 
Wholesales and retail trade 
Transport & information 
Other services 

14955
116
117

7765
1039
390

4192
2144
3953
1199
1805 

2737
15
21

1309
189
79

752
289
784
193
415 

8440 
37 
17 

5116 
641 
271 

2676 
1528 
1807 
594 
869  

2361
14
15

914
166
16

553
179
967
196
255 

 Latin 
America 

Middle East Oceania Africa 

Total 
Agriculture, forestry and fishery 
Mining 
Manufacturing 
  Chemical 
  Iron and metals 
  Machinery 
  Other manufacturing 
Wholesales and retail trade 
Transport & information 
Other services 

778
23
14

258
25
11

151
71

162
158
163 

72
      0 

2
12
2
1
8
1

42
5

11 

448 
22 
46 

122 
12 
5 

37 
68 

159 
28 
71  

119
5
2

34
4
7

15
8

32
25
21 

 (Source) METI (2006), The 35th Survey of Overseas Business Activities. 
 
Looking at the industry structure, the affiliates in manufacturing sector accounted for 
more than half of the total, and wholesale and retail trade for one fourth. Nearly two 
thirds of manufacturing affiliates were concentrated in Asia. Since the early 1950s, the 
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Japanese trading companies established their affiliates abroad and most of the Japanese 
manufacturing companies had relied on the activities of the trading companies for their 
export-import trade. During the 1970s, major exporting companies in Japan began to 
establish wholesales and retail trade subsidiaries abroad to create their own market. The 
wholesales and retail trade has had important roles on the trade in Japan. Especially, in 
Europe it accounted for 40% of the industry total. 
 
(2) Overseas Production  
  As we saw in the previous section, the Japanese overseas sales in manufacturing 
reached ¥79 trillion (US$ 732 billion) in 2004, eleven times higher than those in 1980, 
and the overseas production ratio10, which was only 3.0% in 1985, recorded at 16.1%11. 
Especially, the ratios in transport equipment and electric machinery accounted for 
36.0% and 21.3% respectively in 2004. If we focus on the firms with overseas operation, 
the ratio reached 30.0%. As Figure 1 shows, since 1995 overseas sales in the major 
three areas have surpassed 95% of the total sales. The sales by the affiliates in Asia 
accounted for nearly 40% in 2004, followed by North America 35%, Europe 19%. AS 
we discussed before, by the early 1980s the activities of the affiliates in Europe were 
negligible compared to those in North America and Asia. The trade frictions with some 
EU countries forced the major Japanese companies to set up transplants there. Starting 
local production would replace the production of exports from Japan for local 
production. But it did not help to reduce the huge trade surplus of Japan as we will see 
later.  
    

Figure 1 O verseas Sales in M anufacturing (\ trillion)
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10 Overseas production ratio is defined as overseas affiliates’ sales in manufacturing / (sales of the 
total domestic firms in manufacturing x 100 + overseas affiliates’ sales in manufacturing). 
11 The ratio is still below that in the US and German. The overseas production ratio in US and 
German already reached 25.2% and 21.3% in 1993 respectively. 
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    We find the important role of the Japanese trading companies in Figure 2. Their 
sales (¥77 trillion in 2004) accounted for 48% of the total sales, although their role 
lowered. In 1980, the wholesale and retail industry had dealt with 80% of the overseas 
sales, 92% of the exports by the affiliates to Japan, and 95% of the imports by the 
affiliates from Japan. The sales in the transport machinery recorded ¥33 trillion in 2004, 
three times as those in 1995. The sales of general machinery and chemical also 
experienced remarkable increase.    
 

Figure 2 O verseas Sales by Industry

1 3 1 2
13 11

51

41 5 2 3
20 17

60

87 2 4
22

33

77

42
0

20

40

60

80

100

F
oo
d

C
he
m
ic
al

S
te
el

G
e
n
e
ra
l

m
a
ch
in
er
y

E
le
ct
ri
c

m
a
ch
in
er
y

T
ra
n
sp
o
rt

m
a
ch
in
er
y

W
ho
le
sa
le
s

a
n
d
 r
e
ta
il

S
e
rv
ic
e
s

Source: sam e as Figure 1

\ 
tr
ill
io
n 1995

2000

2004

 

 
(3) Affiliates’ Trade with Japan  
     The METI data on the Japanese overseas business activities provide information 
on sales destination (local sales, exports to Japan, and exports to the third countries), 
and origin of purchases (local purchases, imports from Japan, and imports from the third 
countries). Table 4 shows the destination of the foreign sales and foreign purchases in 
1980 and 200412. As a total, nearly 90% of the overseas products were sold at the local 
markets, and 10% of them were exported to Japan. In North America, while the ratio of 
local sales increased from 88% in 1980 to 92.5% in 2004, the ratio of exports to Japan 
decreased. On the contrary, in Asia the ratio of local sales decreased and the ratio of 
exports to Japan increased. In Europe most products were sold locally. The percentage 
share of exports in sales sent to Japan increased from 7.0% in 1980 to 19.1% in 2004. 
The ratio of local purchases accounted for two thirds to the total purchases in 2004. The 
ratio dropped to 47.0% in 1986 when the Japanese FDI accelerated. The Japanese 
affiliates abroad imported parts and components for their production more than amounts 

                                                 
12 When we discuss the trade of two countries (Japan and the rest of the world), exports to the third 
countries and imports from the third countries can be included into the local sales and the local 
purchases respectively as on the Table 4.  
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of their local product, so the ratio of imports from Japan increased to 53% at that time. 
 The requirement of local contents in North America and EU forced the Japanese 

parts and components companies to invest abroad and the affiliates to seek for the local 
suppliers, and thus resulted in the gradual decrease of the ratio of imports from Japan. 
But the percentage ratio of imports from Japan is still high in Europe. On the other hand, 
as we can see from the remarkable change of the ratio of imports from Japan to the total 
exports in Japan (from 4.7% in 1980 to 35.0% in 2004), the role of the trade of the 
affiliates abroad with Japan increased.           
 

Table 4   Sales and Purchases of the Foreign Affiliates of Japanese Companies  
(¥ billion, in parenthesis ratio of each item to the total sales or total purchases, %) 
      1980      2004 
Sales destination  
Local sales 
Total area 
North America 
Asia 
Europe 

Exports to Japan 
Total areas 
North America 
Asia 
Europe 

Ratio of the export to the 
total imports in Japan (%) 

 
 

5564 (88.4) 
1468 (88.0) 
1924   (96.4) 
 344   (96.4) 
 
 682   (11.6) 
 128    ( 7.7) 
 271   (10.8) 
   1    (0.3) 
 
 7.0 

 
 
  70482   (89.0) 
  26243   (92.5)   
  21306   (68.5) 
  14283   (93.7) 
  
  8674   (11.0) 

   1042    (3.7) 
   5722   (21.8) 
    352    (2.3) 
 
   19.1 

Origin of purchases 
Local Purchases 
 Total area 

North America 
Asia 
Europe 

Imports from Japan 
Total areas 
North America 
Asia 
Europe 

 Ratio of imports to the 
total exports in Japan (%)  

 
 
  1855   (57.2) 
   396   (40.4) 
   771   (50.7) 
    66   (53.1) 
 
  1388   (42.8) 
   482   (49.1) 
   631   (41.5) 
    56   (44.5) 
 
    4.7 

 
 
  38408   (65.1) 
  13449   (64.9) 
  15221   (64.9) 
   5770   (51.2) 
 
  20561   (34.9) 
   6655   (31.7) 
   7871   (33.5) 
   5025   (44.6) 
 
   31.5 

  (Source) METI (2006), The 35th Survey of Overseas Business Activities. 
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(4) Employment 
    The geographical distribution of the employees in Table 5 shows us that the 
affiliates in Asia employed 2,743 thousand workers and accounted for two thirds of the 
total, followed by those in North America (644 thousands and 16%), and those in 
Europe (437 thousands and 11%). In addition to the cultural and geographical 
similarities, most FDI was established by small and medium firms and labor intensive 
type. As for the industry structure, the workers in manufacturing accounted for 83%. 
Especially, the workers in machinery shared more than half of the total industry. The 
share percentage of the manufacturing defers by area. While in Asia the share reached 
nearly 90%, in Europe it was two third. On the other hand, in North America and in 
Europe wholesale and retail sales accounted for 21.5% and 20% of total industry 
respectively, more than double the average in the total area, 9.9%.     
 
Table 5 Number of regular employees of the Foreign Affiliates of Japanese Companies 
of March, 2005 by region and industry (thousands) 
 Total North 

America 
Asia Europe 

Total 
Agriculture, forestry and fishery 
Mining 
Manufacturing 
  Chemical 
  Iron and metals 
  Machinery 
  Other manufacturing 
Wholesales and retail trade 
Transport & information 
Other services 

4,055 
   8 

11 
3,379 

167 
108 

2,434 
670 
402 
101 
154  

644
1
2

456
31
13

317
95

138
21
26

  

2,743 
3 
2 

2,463 
99 
86 

1,795 
483 
148 
57 
74 

  

437 
1 
0 

291 
30 
1 

205 
55 
88 
12 
46  

 (Source) same as Table 3. 
 
(5)Profit 
    The 2004 figure of Table 6 shows that the profit rate is highest in Asia 4.3%, and 
more than double of that in Europe 2.1%13. In general, the profit rate in manufacturing 
is higher than in non-manufacturing sector. Among manufacturing sector, the profit rate 
in chemicals is the highest, recording 11.3% in 2004, followed by general machinery 
(5.0%) and transport machinery (4.5%). Although the profit rate dropped in 1998 when 
the Asian crisis occurred, there is a tendency of the profit increasing over the decade.  
    
                                                 
13 Profit rate is defined as operation profit / sales x 100. 
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Table 6 Profit rate of the foreign affiliates in 2004 by area and industry (%) 
 Total 

Area 
North 
America 

Asia Europe 

Total industry 
Manufacturing 
Non-manufacturing 

  3.9 
  4.9 
  2.9 

  3.6 
  4.0 
  3.2 

  4.3 
  5.8 
  2.9 

  2.1 
  3.0 
  1.4 

(Source) same as Table 3. 
 
    Figure 3 tells us a much clearer picture of the upward tendency of the profit rate. 
At the beginning of the operation, most Japanese owned affiliates had a negative profit 
which was compensated by their parents. During the bubble period in the late 1980s, the 
profit rate of total industry was nearly zero. The profit loss after the bubble forced major 
Japanese companies to make more profit abroad. Japanese companies prefer green field 
FDI14. As expected, it takes time to make profit. Ten years ago, the profit rate of the 
total area was below 2%. Although the profit rate was still low in Europe, where most 
Japanese FDI were newly established since the late 1990s, it also gradually increased 
from the level of 0.4% in 1994. Profit rate increase may indicate some aspect of gaining 
competitiveness of the Japanese owned affiliates, although profitability should be based 
on the performance of their sales in the domestic moves and abroad.  
 

Figure 3 C hange of profit rate of total industry by area (%)
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14 Most Japanese firms prefer green field investments. According the effective answers of the 
questionnaire survey by METI on 2001, among 7826 affiliates abroad 6898 were established as 
green field investments, which accounted 87% of the total.  
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4. Net Foreign Sales and Competitiveness 
4-1 Data 
    To calculate the net foreign sales we have to use two different sources of the data. 
As for trade data, we use balance on goods provided by the Ministry of Finance (MOF). 
The Ministry of Trade and Industry (METI) provides two kinds of data; Survey of the 
Basic Survey of Overseas Business Activities and Survey of Trends in Business 
Structure and Activities. While the former deals with the activities of the foreign 
affiliates of Japanese companies, the latter with those of the Japanese affiliates of 
foreign companies. There are some problems to be discussed related to the data 
limitation. 
 
(1) Inconsistency between MOF data and METI data 

Every year, the Ministry of Economy, Trade and Industry (METI) conducts a 
questionnaire survey covering Japanese firms, which established their transplants 
abroad and have been doing business there. MOF also provides the data on Japanese 
FDI outflows and inflows as well as direct investment income, but is not consistent in 
METI data as BEA of U.S. Department of Commerce does. The commodity 
classification of trade data does not correspond to the industrial classification of METI 
data. Although the data on the trade balance in the next subsection are adjusted to 
industrial classification, some discrepancies are inevitable. 

 
(2) Data coverage on METI data  

The data of Table 2 are based on the survey conducted in July 2005, which 
examined the 2004 activities of the parents companies and their subsidiaries abroad. 
Questionnaires were sent to 4,337 domestic firms of which 2,651 firms (60.5%) replied, 
which established 14,955 affiliates abroad. Similarly, the number of the foreign owned 
affiliates 2,230 is based on the questionnaire survey conducted on July 2005 by METI 
in which rate of effective answers was 59.5%. Thus, the figures of both data are 
subjected to the ratio of effective answers every year. 
 
(3) The percentage share of ownership of the affiliated companies 
     METI conducts a survey on the affiliates in which the parent companies invested 
at least 10% of the total fund. If we count all the survey results as activities of the 
affiliates, the calculated results will be overestimated, because the affiliates are not all 
fully owned. Some affiliates are fully owned by several Japanese parents. As the survey 
results are not adjusted according to the share of the ownership, there may be some 



 17

double counting. To avoid these problems we have weighted the activities of the 
affiliates by the percentage of ownership15. The percentage share of the ownership of 
the foreign affiliates of Japanese companies was 82% in 2004, so in general the foreign 
affiliates are mostly majority owned. 
 
(4) Double counting of economic activities in the sales data 
    Overseas sales data are mostly used as activities of the affiliates because of the low 
coverage of the production data. If the sales data are added up without considering input 
of intermediate goods, we will face double counting which arises in intra-firm trade 
among the foreign affiliates. Specifically, as we have shown, the early stage of the 
Japanese overseas sales had heavily relied on the wholesales and retail trading affiliates 
whose sales also include the purchases from the foreign affiliates. As Julius’ analysis in 
section 2 deals with the total sales of the foreign affiliates of Japanese companies, 
foreign sales tend to be overestimated. Excluding the sales of the non-manufacturing 
sector enables us to avoid most of the double accounting. Although there may be still 
some double accounting between the trades among the foreign affiliates, we guess the 
figure without non-manufacturing is much smaller that of with it.   
              
4-2 The foreign trade since the middle of 1980s 
    After the second world-war, Japan succeeded in her industrialization by importing 
natural resources and exporting industrial products. During these twenty years the trade 
balance in Japan seems to be almost stable around ¥10-14 trillion as in Figure 1, but it 
experienced fluctuation with the foreign exchange rate of the yen against dollar. While 
the difference between the exports of total industry and those of manufacturing is 
negligible, there is a huge gap between the imports of total industry and those of 
manufacturing. The gap arises from imports of food, raw materials, and mineral fuels. 
The gap resulted in that of the trade balance between total industry and manufacturing. 
Since the production of natural resources in Japan had already lost in competitiveness, 
the trade balance of manufacturing would be a better indicator than that of total industry 
to discuss the issue of the competitiveness of the Japanese firms. Now, the trade surplus 
of manufacturing increased from ¥ 24.6 trillion in 1986 to ¥ 30.1 trillion in 2004, 
although it dropped to ¥22.3 trillion in 1995 due to the appreciated yen.  
 

                                                 
15Steven, Obie, and Lowe (1993) pointed out these issues on pp.56-57.    
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Figure 4 Trade balance in Japan
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Figure 5 shows the trade balance of major sectors in manufacturing. Textiles and 
non-ferrous metals lost their comparative advantage. On the other hand, chemical 
gained it. Iron and steel and four machinery sectors still continue to have trade surpluses. 
Specifically, the trade surplus in general machinery, electric machinery and transport 
machinery increased and these three export-leading sectors accounted for 90% of the 
trade surplus of manufacturing in 2004.        
 

Firure 5 Trade balance in Japan by industry (\ trillion)
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4-3 Competitiveness of the Japanese firms 
    This section discusses how the Japanese companies have been competitive in terms 
of net foreign sales, which incorporate the activities of the Japanese affiliates abroad 
and the foreign affiliates in Japan. 
 
(1) Trade balance versus net foreign sales 

The net foreign sales (foreign sales minus foreign purchases) of manufacturing in 
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2004 amounted to ¥39.8 trillion (US$ 368 billion), 1.3 times the net exports of ¥30.1 
trillion (US$ 278 billion). As to the foreign sales, the activities of the Japanese affiliates 
recorded ¥74.1 trillion ( ADE  + DCS ), 1.2 times the exports. The foreign purchases, 
which recorded ¥62.9 trillion (US$ 581 billion), also were more than double of the 
imports of goods. Especially, the activities of the Japanese affiliates at the local market 
have had major role on the foreign sales and purchases. The local sales and purchases 
accounted for 60% of the total foreign sales respectively. As expected, the activities of 
the foreign affiliates ( BCE , ABS , CBM , BAS ) are much smaller those of the Japanese ones. 
These overseas activities have enabled the Japanese firms more competitive.  

To inquire the relation between net foreign trade and net foreign sales much detail, 
we next discuss the calculated results from two aspects; movement of foreign sales and 
purchases, and net exports and net foreign by industry. Average values in a certain 
period are shown in Figure 6 and 7 to avoid yearly fluctuation of the data.   
 

Table 7 Japanese Trade Balance versus Net Foreign Sales of Manufacturing, 2004 
Foreign Sales  
Exports of goods  
Less: exports to the foreign affiliates abroad     ADE  
     exports by the Japanese affiliates         BCE  
Plus: local sales to the Japanese affiliates    ABS  
    local sales by the foreign affiliates     DCS  
    Total foreign sales  

¥trillion (US$ billion) 
 60.3     (557) 
  16.7     (155) 
   4.4      (41) 
   6.2      (58) 
  57.4     (530) 
 102.7     (950) 

Foreign purchases 
Imports of goods 
Less: imports from the foreign affiliates      DAM  
     import by the Japanese affiliates       CBM  
Plus: local purchases from the Japanese affiliate BAS   
     local purchases by the foreign affiliates  CDS  
     Total foreign purchases 

 
  30.2     (279) 
   7.1      (65) 
   2.4      (22) 
  10.8     (101) 
  31.3     (289) 
  62.9     (581) 

     Net exports 
     Net foreign sales 

  30.1     (278) 
  39.8     (368) 

 
(2) Change of the competitiveness of the Japanese firms      

As Figure 6 shows how the competitiveness of the Japanese firms changed 
over the two decades. By the late 1980s, there was not such a much big difference in the 
activities between the foreign affiliates of Japanese companies ( ADE , DCS , DAM , CDS ) 
and the Japanese affiliates of foreign companies ( BCE , ABS , CBM , BAS ). Furthermore, the 
level of the activities of the foreign affiliates of Japanese companies was not 
comparable to that of the exports and imports. The sales and purchases of the foreign 
affiliates grew faster than those of the Japanese affiliates and export-import trade in 
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Japan, and the local sales of the foreign affiliates of the Japanese companies surpassed 
the exports in the late 1990s. The foreign sales, which amounted to ¥ 91 trillion during 
2000-2004 average, reached one fourth of the Japanese GDP and is 1.9 times the 
Japanese exports. The increase of the local sales has enabled the activities abroad to 
become more profitable. As we discussed in the previous section, the roles of the FDI 
related trade such as export to Japanese affiliates abroad and imports from the Japanese 
affiliates have been increased. Although these trades not are regarded as the net foreign 
sales, the intra-firms trade supported creating and developing the foreign market.  

      

Figure 6 Activities of the Japanese firm s, period average
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(3) Net exports versus net foreign sales by industry 
    Figure 7 shows the differences of the competitiveness by industry. During 
2000-2004 the net foreign sales are greater than the net exports in all sectors of 
manufacturing. The Japanese companies have sold their products by the activities 
abroad rather than only by exporting their products. In textile and non-ferrous metals 
the sales of their products at the local market have compensated their trade deficit, 
though the net foreign sales are still negative. The difference between the net foreign 
sale and the net exports may be used as an indicator of competitiveness. Even if the 
firms lose in comparative advantage, they can expand the market abroad through 
overseas production. It is the largest in electric machinery ¥3.5 trillion, followed by that 
of transport machinery ¥3.1 trillion. When we go back to the activities in the 1980s, the 
difference in each sector was small because most of the major manufacturing companies 
just started production or made decision to invest abroad. The machinery industries 
have led the foreign sales, which accounted for 85% of those of total manufacturing. 
Specifically, the foreign sales of transport machinery and electric machinery accounted 
for 62%. How did the Japanese firms acquire and enhance competitiveness? We see the 
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specific advantage of the Japanese firms using the terminology Dunning (1988) used.   
 
(4)Ownership advantages of the Japanese firms    
 Whether the Japanese firms maintain the competitiveness in the future depends 
on how they can exploit their ownership advantages (O advantages). Except some cases 
such as Honda and Sony, through out the 1950s and the early 1960s, major Japanese 
companies had acquired competitiveness through the government intervention such as 
financial aid and tax exemptions for large scale investment, implementation of 
infrastructure, import restrictions and capital control16. The government policies under 
the infant industry scheme enabled the firms to gain the location advantages in Japan. 
When the foreign investment was restricted by the Japanese foreign exchange law, the 
Japanese trading companies had crucial roles on exploring the foreign market17. Since 
the late 1960s when the restriction of the law was eased, we see two kinds of FDI 
investment patterns in the 1970s with facing appreciated yen and rise of the labor cost. 
The first pattern was manufacturing FDI in Asia. The Japanese financial aid to the 
Japanese labor intensive industry made it possible to acquire the location advantages (L 
advantages). The second was wholesales FDI by manufacturing companies in Europe 
and North America. The activities of Japanese owned affiliates in wholesales explored 
the market there. The trade frictions with Europe and North America in the late 1970s 
and in the 1980s saw the rushed manufacturing FDI in the electric and automobile 
industry. The Japanese automobile makers have had strong relationship with the 
suppliers, known as the keiretsu (hierarchical) network. When the makers started 
overseas production, they relied on their suppliers for the intermediate goods. The 
requirement of local contents in the foreign countries induced the suppliers which have 
had strong tie with the auto makers to go abroad. The long termed relationship between 
the auto maker and their suppliers has made it possible to internalize the intermediate 
goods (Internalization (I) advantages). We have also seen the internalization process in 
cases of the Japanese automobile FDI in Central and Eastern countries since the late 
1990s.                
     

                                                 
16 Ozawa (1997) explains the background of the Japanese economic policies for protecting the 
Japanese industry after the Second World War. See Ozawa (1997) pp.382-389.  
17 The governmental agencies such as Japan External Trade Organization also played important 
roles to promote export-import trade.   
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Figure 7 N et exports versus net foreign sales by
industry, 2000-04 average
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It is worthwhile to note that transfer of the Japanese management and 

production system as the most important factor for acquiring and enhancing 
competitiveness, although the way of transplanting defers by host area. When the 
Japanese firms started production in South East Asia in the late 1960s and 1970s, they 
applied their management style. With the support by the governments in the host 
countries, the Japanese owned affiliates faced little resistance. In North America and 
Europe, they experienced some amendment of their management, application and 
adaptation, according to the socio-cultural environment. Abo (1994), based on research 
results of Japanese automobile and electric firms in the U.S., investigates how and why 
was the Japanese management style successful or not. Kumon and Abo (2004) 
investigate the Japanese owned manufacturers in Europe and evaluate the conditions for 
the international transfer of the Japanese system. In the U.S. and Europe, they stress 
“hybrid factories”, which combine elements of Japanese and European management and 
production system. Ando (2005), based on case studies Japanese automobile and 
pharmaceutical industry, investigates how the affiliates overcome the difficulties of 
trading in Europe using a Dunning scheme OLI advantages18. When the Japanese 
owned affiliates were successful in transferring their management style with some 
adaptation, they could raise productivity and improve quality. The Japanese owned 
affiliates abroad being successful in their operation could possess net advantages which 
Hymer (1960) uses in an imperfect market. Whether Japanese owned affiliates can 
exploit their ownership advantages (O advantages) depends on how they are successful 

                                                 
18 Over the past four years the author visited 20 Japanese owned automobile firms in Central and 
Eastern Europe to make questionnaire survey. Most of them were established after the late 1990s and 
three fourth of them are suppliers of the car makers in Japan. The affiliates applied the Japanese 
management and production system with some amendment. Although in a few firms the system met 
with resistance by the workers, the rest of them were successful in the transfer.  



 23

in their management in the local production in the host area.             
  
 
5. Concluding Remarks    

We have discussed the competitiveness of the Japanese firms with net foreign sales 
which incorporate the overseas activities. As Julius pointed out, the discussion required 
the amendment of the standard trade balance. Although Japanese FDI substituted the 
exports, the trade surplus of major exporting industries increased due to the 
complimentary effects such as exports for parts and components. Moreover, the 
overseas activities enabled textiles and non-ferrous metals to compensate part of their 
trade deficits. The industries, which maintain a trade surplus, have become more 
competitiveness by their foreign sales. Especially, the major leading exporting industries 
seem to have benefited through the intra company or intra industry FDI related trade. 
We also examined contents of ownership advantages as a factor of competitiveness of 
the Japanese firms. 
    The concept of ownership based trade enabled us to make clear how and to what 
extent the Japanese firms have been more competitive through overseas production. 
However, there are some limitations to our analysis. As we have seen in section 4-1, our 
results of net foreign sales may be overestimated somehow due to the overlapped 
ownership of the Japanese companies and double counting of sales among the trade of 
affiliates. On the other hand, data coverage based on survey questionnaires may cause 
underestimation of the overseas activities and those of the Japanese affiliates of foreign 
companies. Our analysis was confined to discuss how Japanese firms have become 
competitive over the two decades19 . The next discussions will be to investigate 
determinants of competitiveness of the Japanese firms and to examine how 
competitiveness defers by major areas; North America, Asia, and Europe.       
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