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. JJ, it ; b g cernpl..alnll of 11allonaJ se-

. • :. y , r :.. ,&rust pro!).!~. sald II won\ 
. : J· ., ·\ Ytt: proposed SIIO mnnoii IC·, 
J· ;.-•";'.!.. ' Pea("" 
-~!! ~~~~~~ . . 

-'._v 
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l' :ilg some of Its senior anUtrust 

' lJ> ars lo set tht sta c (or a re-
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llckl,~p ~=.;;...;.;'-i=;...;;;=.,.:-•i 
mt?Fr ol . w com~ a 
~ i,iaJor ~ 01 ilic Pcu•win:s 
~ mLnJllure bearings. Indus\[)' 
nmenl ofllclals s.1l<l . 
'q,nrtmenl olllclals and prlnte 

, lawyen also Aki 1M declsloo 
· !t s prttedenl for how (Nleral anti­

. ' :· ~l!ey maken wlll deal wllh luture 
~' by otbtr U.S. companll.'S that such 

,,; . :: r,vcrs\:11 mergers art necessary t.o 
· ., :;;:ioU-,1:l t:itJr cornpelltln position 1n ID· 
n~~h,gly lllernatlonal markets. 

· ?a;il McGrath, the head ol the Justice 
~partmenl'a anlllrust division, said t e 
l!.!ffJOSed "didn' t ralst 
flc 111 comortlllve C90tecns to warrant", 
.fu!mt efforts 10 try to block thr lransac· 
lion. Mr. AtcCrath's decision, accordlnt to 
lllm!eys lamlUar wllh the defalls, wn.s:_ I 

, butdon lhe assum >lion lhai the Pelerliot· ~ 
OU •• • ~ 

q 
0 

• market, i 

.!.'°".:::·= J::t:'&'~r:! : 
lldals .., a few days 119 ~ Mr. 1 
Mc<Jralll lo try lo bled or at ltlll rauuc• J 

I 
• . t.ure the mercer becawe fll coacma1 Ulal 1 

, · _ Mlaebu could 1&111 u ...-easonably tarp f 
·, . sbare fll die -.ture-beartnr market and t 

· dbc:oarqe potaUa.l campeUIOrl from lrJ- ,
1
-

t Ille lo tell lo _die PalalOII, . 
•· "'-ta- oflldall earlier • Uall -ar1 h 
' • • • 1'"8 •- I~ t dted uUoaal lffllr1ty CODCmll.11 request• 

Inf a fedttal llllerqelCf ltudy to deter· . 
snlne wllelher Ille propoNd acquisition 

. should be blocked by the rovemmenL Tbat 
~,lnr dldn'J prompt any action to try to 
block the acqulslUoa, after New Hamp­
ablre Dall Bearinp ueadivn usured the 
Penta,oa tJaat the company's manuractur-i 
Inc facllllla would remain under the di .­
reel coolrol of the U.S. subsidiary and 
would be available to handle mllltary con· 

. tncll. MlDebea bas prom!Rd to Invest u 
· •mucll u $50 million to lnrpro,, Nnr 

· •' · Hamplblre Ball Bearlnp' facmlles, ac• 
· cordlnc to documents provided ~ the di'· 

partmenl and to a Senate Armtc1 Services. 
1bcommllt~Usal beJd beartnp on iJie a,. : 
tt lAst Septembtr. ' 
· Delense Dcpartmt'llt olOdals orlclnally 
lid they were concerned because more 
WI half I doun U.S. ball·beaq. ~ Df makers 
an dropped out or the buslllcls since the 
llt 1960s, 111d btcaUR as muct• as 60'1, of 
trtaln kinds or ball bcarln~s sold In thb 
buntry an made by lorelp·ba:sed compa, 

r~ew Hamp.wire Ball Bearings' olllclnls: 
/ouldn't be reached lo commeot on lbe de-
j"lon. . · . : \ 

- ·•...-.~·-•,, 
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Toyo Dearin& Co. ~.iiie : ·, ,_ 
joint venture lo m~m;f 
roller bearings In the U · ·, 1, · 
: Actually, the Joinl. V(:i •, 1.. 

'manuraclurln&fadlilie.1: L;-,• ,\ 
Its research labor.::h!,··, • · 
trademark.-

An NTN Toyo spo!•;~sr, . 
formal 1t1nlng lhis fa l? ~. ~ . 
decided, but NTN Toyo ';; · · r· ,,, .. 
the planned venture, re p:;. -t!; ·· , 
slaL.e In the future, possiL . , . , 

fr ,.. , ,;.,! 

'' 

l~S Au~~~ ~\.!S 
'=l--'2-2· "i £, 

.. ·---------WAn ... o ,..s x...,u,.., ... ,~ """0""•""••-e fltf'ORt! _ 

. ~~ t;!• \~ •:".. tt:-~ ·, 
~t-· {: ' "'",..,t ~¥, ... , 

.. ~ ,, I_ ,..\I f', •• : :l;};i ... 
•J.+;if.f,togui, NTN of Japan 
; 1o Make Bearings 
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.. \.4iJro1I.P.'l<•sul Corp . .\nd NTN Toyo Bc"nng Co. Ltd. of 
.• ., ,e: .. , ~;;.st i..t.-ck announced they will form a Jointly-owned 
.. -; .,c;;,,:_,,'.J to make and distribute tapered and cylindrical 
ll)lkr bearings. 

.•:._,>deral-Mogul has manufocturfnt ~cllitles In Alabama 
;.;;ti Ullnols. wilh rese.arch facilities in Ann Arbor, Ml. lo be 
t:w.iudetl In the RC\¥ comp.my. NTN Is a mnlor International 
producer and distributor of benrinKi, with m.,nufacturlng 
laclllles in Jnpnn. the U.S .. Canada and West Germany. 

Kayo Seiko Co. Ltll .• anoUier Japanese ni.anufac:lurer of 
bearln115, also has a U.S. manufacturing facility, In South 
Carolina. 

·, .:.:t:dcral l\1ogul, NIN Agree 
,) n ·Iloller Bearings \Tenture 

.:·•,,nt11111,d from pair 4) ature burincs manuractured in 
,,., 1fficlal:derlined lo dis- facililies in Japan, the U.S., Can­

'H r 10w much the Japanese ada and West Germany. In addi­
t'l ; fundi ng for the joint ,·en- tion to bearings, NTN makes · 
. \ ul the sum is expected to constant-velocilr. joints for rronl· 

· -i:,y large since the two planls wheel-drive can, parl feeders 
· :tpproxlmatelr S100 mlllion · and a broad variety or precision 
,h of bearings a year. ·michlnery,· indudln& ball 
"" two fac ilities produce screws.•, .. • · :-. " · · 

'. 1:.> red and cylindrical roller · · Observers believe lhal easing ' · 
h~uings for heavy truck, con~ trade frictions is one .major con- ·; 
i trcclion and agricultural equip- slderation behind NTN Toyo's ·. 
rncn t u well u for general move. The Japanese firm already _ 
indust rial purposu. NTN and manuracturH ball bearings in 
fedcral-Mogulwilleachconlrib- . the U.S. through two subs idl- · :_ 
ute personnel to the projecl arieJ-American NTN Bearing 

Officials said the agreement ltlfg. Co. and NTN Elgin Corp., •. 
brlween federal-Mogul and both based in Chlcaio. · · · : 
NTN provides that the "manurac• federal -Mogul is a manurac:. · 
luring and distribution expertise lurer and distributor or antl -fric• 
or both comp111les will be ull• Uon bearings, engine and trans• _: 

. llied lo benentcuslomeu In the minion products, 1ealin1 '· 
United Stales 1!tlh timely deli,- . devices, precision forged prod- . 
ery and avail!b111ly ofbigh-qual• ucls, fastening systems and metal · · 

. tty products, and that federal~ and masonry cutting tools. Those 
. Mogul will become a dislrtbulor producu are sold to customers In · 
· or the newly formed company, the transportation, farm equip- ·: 

NTN and Io me . or NTN' 1 menl, construction, manuractur• ·· 
· amliales. · in& and aerospace industries. ; · : 

lnJapan,tbeNTNToyoomclal Officials al the two companies:: 
confirmed that NTN Toyo said the proposed transaction 1s ·: 
exports appruximately 35 billion subject lo negotiation of.a pur- ·4: 
yen, or S140 million or bearings lo chase price and definitive agree•' · 

. the U.S. per rear, making it the menu. as well as approvals from 
JariesteaporterfromJapan. the U.S: and Japanese .:· 

lleadquartered in Osaka. NTN governments. · · . ' 
· ·produces man,· types or bearings . -TSl1lASA flJRl!KAWA : 

lncl~din_g super-precision mini· ~-· · .. , AL l\'RIGLEl'. _ 

AMERICAN METAL MARKETIMt.: ING HEWS. JULY 22. 111115 
. . . . 
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.. ~,•sf:tixe llall Bearings ·• .. 
~ \:~~~rid~icturing Space · 

~~.iii. •--.f.Jtw U u npshlre Ball Bearln&s Inc. here . 
' ,,,., .. ,,.,;r l~?.! tlr ffi il!lllracturlns 1pace lo Its oper•• . 
~ pi!r1 of rm e&'fort to accelerate 1l1nlnc1DUJ Ill . 

· ,. : !Je.irlnes, spokesmen aald. 
' r',u ldcnt no~l1 Bradley aald about 95 percent or 

J 'I: '. :.cu to'date baa been the production or miniature 
,·~, >.: !t!np under one Inell la diameter for aero1p1ce, 
·, 11 t nd machine tool purpoaea. Jtwlll now alep up It• 
, .. i hearings up lo rourinches In diameter, build ... It ls 
· · . n atomen u much II an ~P.•ard bro1denln1 or our 

,_,1 • .,•; • i,1ebea Co. or Japan, the comfi1n;;1 parent, 11ld late 
r;;·, · .;~~ · ,culd spend from $15 to $50 ml Ion In .. 111odemlutlon 
"t : , ~. ;J•r . ., 11t New Hampshire plinlsahould they buuccessrulln 
4!1 • • .- - .1 ,i,e (!i.MM/MN, Nov. 19). Minebea complfled the acquisit ion 
l 'i. : ;ind this ls the first move toward lhe realiullon or lhQse 
!Ld :; 

~-· ~ '' said it Is now e1Umite4 that "dowhalream plan, for equip- I 

. pa,'' : i, -~hases" ind other expansions will result In an expenditure 
· , i,• • , n $30 million and $45 million over approximalely the nexl 
r ., •. H '. • i i. . ·. 

- ,·' , ', mpshire Ball Bearings will occupy about 30 percent or the 
; •L~hr building In JaITrey's Drumlin lndustrlal Park until late 

•·~-r. b ?r, when Berger-Lahr vacates the property. Miniature bear-
',::; v ill t>e produced here. . 

; '.,1,·\ .;;;" the machinery for the Jaffrey raclllty will be transferred 
. fro m Nr.•~ Hampshire's Peluborough plant. Bradley 11ld. Thal plant, • 

;,,hkh currently employs about 900, will now produce "1 blcher per-
ce nt:ige orlarger-siie bearings," he sa id .. ·· · · · 

A "1lgnlfinnl amou nt.or turnln_g and grin~in& ini_chln~ry !'111 ~ ., 
pun:hased for the Pelerborough sate," Bradley slid . . • ··. · · ,:,. : . 

New Hampshire Ball Burlngs also has a plant In Laconi,. N.H. ,.- .. 
. •, .. ·• .. :-- -~. ·; ~· .. :-- ~ .. '·· -.--: ·· . .; • . ~.~-~--.;~.t--,•:·:: '~' .. ;-1:~·: :~ 

--'· ... ,-,, .. .. .. ,, . .......... 1, . ... . . 
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· • . .. . ............ - ... 
Employee-O,vned llyatt-Clark• 

· . .. Is Offered for Sale.7'/_ .-:>· __ :, .(>: 
, (C•ntlnued front pa1e 11 ·· . equlpmul and lh·e rall~oad· :" 

btcome leu popular. aRermarkel (AMM./MN, Feb. 4). · 
· To counter this, Hyatt-Clark · :Still, pligued by many prob- : 
has spent aggressively on capllal lems, Including Increased Jap• 
Improvements almost since Ila .anese compellllon, Lowenstein 

· .Inception, when ll lnlllated a five 11id llyall-Clark needs an .lnfu. 
· year, $31-million capital spend- , .. •Ion of capital, which It cannot 

Ing program which included the provide Itself, (or production 
·. pure hue of numerically-con- . equipmenl lie wo~ld nolspecify , 

trolled machining centers ," . exactly how m~clt capita l is 
·. chucl!.ing lathes, grinders, heat needed or what sp~ctnc equip." ; 

lrtallng equipment and other .. 111entlhe firm seebio buy .. . ,· ·. · 
· . gear(AIUI/MN, Ocl 24, J9s:i). The .; llyaU-Clark's new markets, h~ ·· 

company haa conUnued to make aald, ls one or the_ attractions or·· 
these capital lmprovemenlJ and the company, 11 la a GM conlr•~ · 
Lowenstein ·111d the firm spent .-that the automaker would con: : 

· .. aboul$9 million lbla pul ,ear. . • tlnue lo buy a portion 11rtts bear-. 
. . . . • Ing needs from the company 

•. · 'l'be company hu ••~ sought · ~rou&b 1987."· · . , · ' · ; 
out new markets, lnclud1nc (arm ' •· : ~YU rJNIWAII 

\ . . . ·.· ·; ,-· 

. . .•,• ·•1·1;•: ···, t . ,':' ' . -: • . · . · • . .. ...... . 
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~ ·: ~~· ~1'i1nkc1{ Is I~i·iuing Steel, · . . · ·_. .: 
... : .. . _Bc~ring-s Busiitcss Units ·'. . ·:-· 

.; . n,· ,:wRIA T. 1.aRll£ ' . . 
J'l1T~BURGII_:_ Tim lien Co., C.inlon, Ohio, Is rrtallne l•·o busl• 

ness units, one for bcarln& production and one for aleel business, 
ht-ginning next year:- . .. · · · · : •.• .. · · · . 

The more II part or lbe t'OIDpany's prnlousl1 an,aounred 
reorganization (AlU.1, Aue, 7). · . · · . · 

Effeclh·e Jan: J Peter J. Ashton wlll bt-ron1e executive ,·Ire 
. 1iresldcnt, beartnes, an~ Charles_& Cr•il will become excculh·e 

vice president, steel. · · · · , ··· · · •. . · • 
· Al pres~nt Jame, W. ru,. • ·ho '."'ill rellre In Ma1: is excruth·~ 
,·Ice pre~!rlcnl and h:is rcs11011siblllty for both lhe bcarlnS and 
1teelmak111g buslnes~<'S. · :: : ·. . · · . :· . '. · .· • ' , . 

. Und~r the rcslrudurinc, "·hkh a spokesman said ls·onlya first 

. slrr .. l':3lrobe Slt'~I Co., Lalrol,e,ra., ..-111 operate as a scp.ir:ite 
· s~b~1d1ary an~ will reporl lo Joseph f. Tool Jr., prcsi1knt or· 
Timken. Prenously Latrobe Sleet. a specially steel producer 
reported to rili, a spokesman said. , . · · · · • 
: ~fficials explal~~d lhal lhc two ne"· exet'utlu ,ice presidents .· 

·• , .• 1 · CC'onllnurd on pa,:t 20J . • · . 

A' . ICeallnurd lro,n 1•~g, JS) 
: :would hl\'e full rr~p(lnsibility for 

lhr businesses lhl'y hl'ad. 
· Un,ler the new slrurlure sub­

sldiuy companies 11111 di\'i~iuns 
outside or lhe Unllcd SI ales, but 
part or Ilic currl'nl inlcrualional 

· uperalion :iloni: 11ilh .ill bea ring 
pla n!,, will become part or lhe 
bearing business unil. In arldi ­
lion, r~ ~clions in lhc corporate 

dh-lslon ncre~~ary lo the.bearing 
t-uslness will become parl of the 
11ew unit · 

The nc11· slccl business u11 it 
•ill include all slccl plants and 
Jrp_artmenls In the U.S. as ,rell as 
corpora le division funcllons ncc-
c~sary lo lhe unil . 

1-"ollowl ng I he rcslru~turing · 
1hr ror porale division will report . 
lo Tool . .· .;· · 

~\_ 1\1.inebea lli.ts 'l\·afalgar Uitl : .. 
1'fwASlilNGTON-Tbe president or be~rin& m~nufaclurer 
J.llncbea Co. Ud., •·hkh earlier this year o,·erume objections 
.lhat Its acquisition of New Hampshire Ball Bearings Inc. posed a 
lhrul lo the national security urthe United Slalca, lasl week said 
a U.S. fir111'1 hosllle bid fur }tint.ea •-ould l~Lllt.t.e.red 
berause II prestdle,d secuclti tis lo Jap1n::Jflnebca has been 
kiic!Ine orr Ille a ,·ant'ts or J&J.Antelcs-bued trar~lp.dlold­
lncs Ud. and lrj-lrij lo ciiiimm.JUlc a.Irlc.rulli mtrccr..w.ilh Sankyo 
Seiki }tlanufaclurinc Co. ltlnebea prcsldcril Takaml Takah ashi 
lold I press conference-lit inlcndcd lo use whatever meas ur es 
arc nrcesury to rend oil Trafalcar's bid, Including lhe naliona i 
securilr argumcnl lllnebea also manufactures !lec~ronlc srs -
lcmsand ~ther pruducta. : : . . -~- .-· . ·. ; : ~ .... -. . . 

~. Textron Puts . :. 
Fafnir Division 
On Safes lllock 
PROVIDENCE, R.1 .-F~r~lr 

Bearing division. New Britain, 
Conn ., last week became the 
th ird operating unit or Text~on 
Inc. lo be placed on _the selling 
block by Textron in ,ts errorl lo 
pay oIT a $1.4 billion purchase or 
Avco Corp .. Greenwich, Co_nn . 

. Fafnir Is I rnanuracturer or high• 
precision ball bearings, with 
more than $225 million In ules 
last year. · · · 

Textron has already sold Its 
Spencer Kellou Specially Chem• 

. lull division, and Bell Hell· 
- copter Textron, fort Worth, 

Teus (At.tM/MN, llarch 3). A pre• 
llmlnary agreement for the ,~le 
or Us Jones & Lamson Machine 
Tool division lo • California 

. lnveslor croup btaded b)" Donald 
• C. Jloodes, president of Sullivan 

Machinery Co., S•~la Barbar~. 
Calif., ls being finali1ed. 

Salocnon Brothers Inc., Ne"· 
York, bu been appointed 
earlusive financial advisor lo 
assist In the Fafnir sale . .. 

A Textron spokesman s~•.d the 
cocnpany was Mnot In a posahon lo 
discuss" potential buyers for 
Fafnir. 
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DEPUTY UNITED ST A TES TRADE REPRESENTATIVE 
EXECUTIVE OFFICE OF THE PRESIDENT 

WASHINGTON . DC 20506 
202·395·51 1 4 

March 12, 1987 

Memorandum For: Ambassador Yeutter 

From: Ambassador Smith~ 

Subject: Fairchild/Fujitsu - Final Preparations 

An EPC discussion of the Fairchild/Fujitsu merger could occur the 
week of March 23. As we position ourselves for the Cabinet 
discussion of this matter, there are a number of issues we need 
to consider. 

( 1) The NSC has accepted the mu1 ti-agency request to develop a 
broader framework for ll.S. national security interests in the 
inward foreign direct investment area. However, the NSC 
explicitly rejected the notion that the Fairchild/Fujitsu 
decision should await its work. Therefore, our final strateg y 
will not benefit from the results of the NSC deliberations. 

(2) Packaging the issue - We understand that the White House is 
considering discussing this issue in the same week as the 
Semiconductor Agreement and supercomputers, if not in the same 
meeting. It is not clear how this would affect our ability to get 
a positive result from the Cabinet on the Fairchild/Fujitsu 
issue. On the one hand, general frustration •,,it h the Ja panese 
resulting from the semiconductor and supercomputer issues could 
create a cli ma te in which Treasury and State might be more 
receptive to a hard line on this investment, especially since the 
strongest arguments on the investment issue are linked to 
supercomputers and domestic semiconductor industry 
competitiveness. On the other hand, a number of agencies mig ht 
recoil from taking three anti-Japanese decisions in a row and 
might argue that the ambiguous nature of the analysis of this 
issue warrants an accommodating position. We can probably have 
some influence on the scheduling decision if we act quickly. 
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(3) Final Agency Positions - There is now a strong consensus 
among DOC, ourselves, NSF, OSTP and DOD that the merger should be 
discouraged. We need to be sure that both NSF and - OSTP are 
invited to the EPC on this issue. All of those agencies (although 
DOD remains hard to predict) share the concerns that this 
transaction would create pressure for additional takeovers and 
speak with a common and increasingly powerful voice in 
interagency deliberations. Nevertheless, State and Treasury 
remain opposed to interference and will be difficult to ■ove if 
they remain united. We have bad no indication that the poaition 
of those two agencies reflect either Secretary Shultz' or 
Secretary Baker's views on this issue or how strongly those views 
are held. You should discuss with Secretary Baldrige (see below) 
ways in which you might be able to informally broach this issue 
with either or both of them. 

DOD remains an ally but with possibly a different agenda. It 
continues to press the idea of legally binding assurances by 
Fujitsu of net technology flows to the U.S. as a solution. From 
our standpoint this could be the worst of all possible solutions. 
First, it is not clear what the legal authority would be for 
extracting these assurances not to mention difficulties in 
monitoring and enforcement. Second, it will not address our 
domino effect concerns, especially if companies know that their 
only obstacle is to generate promises whose true value can only 
be judged for into the future and especially if the pressure for 
imitation is related to the acquisition of the distribution chain 
rather than technology. Third, technology transfer requirements 
are one of our priority TRIM's for discipline in the Uruguay 
Round. Adoption of that practice, with the prospect that it could 
well have to be repeated in other investments, would undermine 
our initiative before it even gets started. We should search fo r 
ways to discourage DOD. 

(4) Strategy with DOC - Your breakfast meeting with Secretary 
Baldrige on Friday should focus on a number of aspects of this 
issue. First, you should reach agreement that neither the legal 
assurances option nor any option which would •1et the deal go 
through while sending a signal• are viable. I have already 
reviewed my reasons on the former. The seco~d is also not a 
solution, although it could well be where Treasury and State 
steer the discussion. It is argued that rejection of that option 
is tantamount to saying that the Cabinet is incapable of 
responding to changed circumstances. That is simply not the case. 

The problem with the signal approach is that it assumes that 
futur e de als will be clearly distinguishable fro~ thi s on e in 
terms of size, technology involved, Defense supply relationship, 
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et c . In fact, th e Agencie s analysis shows that there a$ 2 a . number 
of additional mergers whic h would only differ frorr this·one by 
small degrees. In such a scenario, the CFIUS could very plausibly 
decide that there was not a basis for discriminating among U.S. 
companies and Japanese investors. By the time sufficient inroad s 
had been made into the u.s.-owned industry to alter Cabinet 
views, significant additional damage could be done. 

You should also find out from Secretary Baldrige his objectives 
for going public with the debate on this matter. While it could 
stimulate Congressional and private sector comment which to date 
bas been noticeably lacking, bis approach seems to have far aore 
counterproductive implications. Despite bia attempts to aaintain 
the linkage to national security, the issue is now fraaed as a 
retaliatory measure to Japan's closed supercomputer market. 
Framing the issue this way detracts from the real concerns 
related to this issue and will make it more difficult to sustain 
those concerns if the Japanese respond in supercomputer market 
access. It could also harden both State and Treasury's position 
since the Baldrige approach links inward investment policy to 
market access in goods, a linkage which both agencies have 
successfully opposed in the past in debates on amending Section 
301. Hi s hi ghl y visible strategy is somewhat difficult to 
understand given the fact that we ultimately will have to rely on 
jawboning to block the deal. Our most likely course of action is 
to discreetly discourage the merger through the GOJ or Fujitsu 
directl y . His approach is hard to square with th e mo re low­
visibility approach which our limited legal options seem to 
require. The heavy commercial policy spin which Secretary 
Baldrige has put on his public discussion would also seem to 
confirm what Treasury and State have said from the start - that 
the real motivations for interfering with this transaction are 
counter to the Administration's 1983 Investment Policy Statemen t . 

~ It appears that Fujitsu is itself a takeover candidate of 

cc: 

Nippon Steel. Fujitsu has also just concluded a j o i n t 
venture with GTE in which Fujitsu will take 80 percent 
ownership of GTE's voice and data equipment business. Thi s 
would seem to add additional credence to the notion that 
Fujitsu is following a strategy of acquiring ready-made u.s. 
distribution channels. 

Ambassador Woods 
Joe Massey t..,.-"" 

Alan Holmer 
('i /I l ( / 

Pre pa r ed by Don Eis s / . · ~ 

CJeared by Bru ce Wil so n_.,:,./ ( 



THE WHITE HOUSE 

WASHINGTON 

March 14, 1987 -

MEMORANDUM FOR GARY L. BAUER 

FROM: Michael A. Dr~ 

SUBJECT: Fujitsu/Fairchild Merger (with EPC Schedule) 

This memorandum provides background information on the 
proposed Fujitsu acquisition of Fairchild in anticipation of 
an EPC meeting on the subject. In addition, it outlines the 
EPC schedule for the next two weeks. First, the schedule: 

March 16 

March 18 

March 23 

UPCOMING EPC SCHEDULE: 

The House Trade Bill 

1) The Farm Credit System 
2) The Canadian Free Trade 

Agreement 

Japanese Semiconductor 
Agreement 

March 24(or 25) 1) Japanese Supercomputers 
2) Fujitsu/Fairchild 

FUJITSU ACQUISITION OF FAIRCHILD: 

Background: 

Fairchild is currently owned by Schlumberger, a Nether­
lands Antilles corporation with principal offices in New York 
and Paris. Although publicly traded on the New York Stock 
Exchange, Schlumberger has significant shareholding by 
members of the Schlumberger family, who are French nationals. 
Its principal business in in oil field and other testing 
equipment. Fairchild has manufacturing facilities in the 
U.S. and Japan, R&D facilities in the U.S., and assembly 
operations in Germany, Brazil, the Philippines, Korea, and 
Singapore. 

Schlumberger acquired Fairchild in 1979 for $425 mil­
lion. For the last several years, Fairchild's losses have 
averaged about $100 million a year. It is the second largest 
supplier of semiconductors to the U.S. military, largely 
through sales to military contractors. When it acquired 
Fairchild, Schlumberger negotiated an arrangement with the 
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Department of Defense to insulate a subsidiary with classi­
fied military contracts from foreign control or influence. 
That subsidiary in not involved in the present acquisition. 

Fujitsu is the world's ninth largest semiconductor 
producer, and Japan's largest computer firm. It is an 
integrated electronics firm, producing semiconductors for its 
own use, as well as for · sale in the world market. It earns 
the bulk of its revenues from sales of data processing (60%) 
and communications (14%) equipment. It has participated in 
at least two coproduction agreements with the U.S. military. 

The proposed acquisition is friendly. A new U.S. 
company would be created which would be 18 percent owned by 
Schlumberger and 82 percent owned by Fujitsu. The company 
would retain Fairchild's current CEO and have a six member 
Board of Directors (five appointed by Fujitsu and one by 
Schlumberger). 

The U.S. policy for foreign direct investment is open. 
The President has encouraged it consistently. The potential 
issue arises only because of the nature of the product 
manufactured by Fairchild (semiconductors and products 
dependent on them) and the buyer -- Japanese. Some believe 
that increased Japanese control of this industry could have 
adverse implications for U.S competitiveness in electronics, 
the development of supercomputers, and military technology. 
If, for these reasons, the U.S. acted to block the acquisi­
tion -- when it would not do so if the investor were American 
-- it might violate the U.S./Japanese Friendship, Commerce, 
and Navigation Treaty. In addition, it could adversely 
affect our efforts to negotiate a multilateral investment 
agreement as part of the new round of the GATT and resolve 
bilateral investment issues with Canada. 

The condition of the U.S semiconductor industry is 
precarious. After a long period of dominance in this tech­
nology, American industry now shares leadership with Japan 
and is losing ground in the newest generations of semiconduc­
tor products. The Japanese now dominate much of the semicon­
ductor memory products and the U.S. is facing new competition 
in non-memory products. 

Unlike many U.S. industries seeking trade protection, 
American semiconductor manufacturers are highly competitive. 
Yet, they have been in a two year slump with dramatic finan­
cial and market share losses; with Japanese companies the 
beneficiaries. Much of the Japanese gain can be attributed 
to their closed market and predatory pricing tactics. With 
extremely high development costs for new semiconductors and 
rapid change (new products may be overtaken by even newer 
ones every three years), volume production is crucial to 
achieving economies of scale and sufficient profits to invest 
in new products. 
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The closed Japanese market restricts U.S. companies to 
the U.S. and Europe, while Japanese companies may sell in 
Japan, the U.S., and Europe. Thus, American firms can 
capture only 10 percent of the Japanese market, while com­
manding 55 percent of the European market with the same 
products and against the same competition. This was the 
basis for the current Section 301 issue on semiconductors. 
Attached is an issue paper prepared for the President at the 
beginning of the 301 case which provides background on 
semiconductors and describes the competitive situation; still 
accurately. 

Status of Issues: 

The proposed acquisition is being examined by the 
Committee on Foreign Investment in the United States (CFIUS), 
chaired by Treasury. This group will prepare the briefing 
paper for the EPC. 

It appears that the U.S. has few legal options to block 
or approve the deal. If we wish to influence it, we may have 
to resort to suasion of the Japanese Government. "Jawbon­
ing", however, may be effective given the growing trade 
friction arising over the semiconductor agreement, super­
computers, and Kansai Airport. 

CFIUS is currently debating six possible implications of 
the merger. These implications will form the basis of the 
paper that will be prepared for the EPC. They are: 

Military dependence on Japanese semiconductors; 

Impact on technology capability of the U.S. 
industry; 

Impact on development of U.S. supercomputers; 

Impact on the competitiveness of the U.S. 
semiconductor industry; 

Impact on the U.S./Japanese semiconductor agreement; 
and, 

Diversion of technology to the Soviet Bloc. 

Agency Positions: 

Even though the analysis is still under way, the agen­
cies have developed preliminary positions. There is strong 
consensus among Commerce, Defense, USTR, NSF, and OSTP [the 
latter two are not members of the EPC] that this merger would 
create pressure for additional takeovers of the U.S. semicon­
ductor industry by Japanese firms. To varying degrees, each 
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wishes to block or place strong conditions on the Fujitsu/­
Fairchild merger. 

Both State and Treasury are opposed to any U.S. inter­
ference in the transaction. 

Evaluation: 

Since CFIUS is one of the interagency groups closed to 
OPD, I have not participated in the debates nor been privy to 
the detailed analyses underway. Nevertheless, my preliminary 
sense is that it would be inappropriate to consider this in 
isolation. Our issues with the Japanese on semiconductors 
(access to Japan and pricing) and supercomputers are of much 
greater significance. The question should be, then, how can 
we use this issue to give us negotiating leverage on the 
other two? A step in the right direction is to have EPC 
consideration of all three issues within a two day period. 

I will offer specific recommendations as we get closer 
to the EPC meetings. 



November 1, 1985 

THE IMPLICATIONS OF SEMICONDUCTOR TRADF. 

On June 14, the Semiconductor Industry Association petitioned for 
Section 301 relief from Japanese practices which denv market 
access. At the June 24 issues lunch we discussed the signifi­
cance of the petition; this is the first from a competitive 
industry. Since then, the ouestion of semiconductor trade has 
been active. Anti-dumping cases against Japanese companies have 
been filed and Secretarv Baldriqe's Strike Force is developin~ a 
strategy for dealing with Japanese trade practices. This paper 
outlines the implications of this question for American competi­
tiveness. 

A semiconductor takes its name from electrical characteristics 
which allow it to act as both an insulator and a conductor. It 
can selectivelv store, generate, or process electrical signals, 
that is, process information. It consists of a small (10 milli­
meters square) piece of silicon upon which is etched an elec­
trical circuit. With the lines of circuitry only 1/1000 of a 
millimeter apart, as many as 100,000 "gates", or decision points, 
can be on a single chip. Because of the extreme sophistication 
needed to manufacture the chips, onlv U.S. and Japanese firms are 
active. As much as $200 million investment is needed for each 
fabrication plant. 

There are two basic roles a chip can play. First, it can simply 
store info~mation and return it on demand. Each "memory" cell 
can be accessed in less than 250 billionths of a second. Memorv 
chips are rated by the amount of information they can store. The 
current standard is 256,000 bits of data. Although these are 
standard, high volume, devices, their manufacture requires verv 
precise and complex enqineerinq skills. Consequentlv, a firm 
must make memory chips to have a base of production which allows 
it to also produce more romplex items. 

The second form is a logic chip. It actuallv processes data as 
the "brains" of an electronic svstem. Computers as we know them 
today would not be possible without these chips. A logic chip is 
rated by the amount of information it can process in each step. 
The current standard is 16 bits. These are even more complex to 
produce than the memory chips, and are needed in smaller quan­
tities. Nevertheless, thev are the kev to the development of new 
electronic systems. 

The pace of chip development has been accelerating. In 1978 the 
first chips offered onlv 16K of memory and processed it in 4 bit 
segments. By 1981, the capabilitv had risen to 64K of memorv and 
processing at 8 bits. Since 1984, 256K memorv and 16 bit pro­
cessing has been available. By 1986-87, 1 million hit memory 
chips and 32 hit processing will be cornmerciallv feasible. And, 
by 1990, 4 million bit chips may be available. These chips will 
revolutionize the commercial applications of electronics bv 
allowing the development o~ devices not now possible. 

Until recently, the U.S. was the undisputed leader. Five years 
ago, U.S. manufacturers supplied 65 percent of the world's 
semiconductor market. Today, they have lost 10 points to 
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Japanese competitors. The worst market conditions since chips 
were introduced has marked 1985. A combination of a slump in 
computer demand, Japanese dumping of chips, and Japanese market 
barriers has led to a drop in U.S. production of about ?.O 
percent. In spite of the lost volume and profits, U.S. 
chip-makers will invest over 10 percent of gross revenue on R&D 
and another 25 percent on plant and equipment this year. 

Each new semiconductor product which has come to the market has 
been marked bv a short lifetime (as little as 3½ vears) and 
rapidly falling wholesale prices (as much as 80 percent over the 
life of the product). Thus, if a firm cannot cnmpete fully in 
each product developed, it cannot amass the capital and the 
engineering expertise to develop the next generation. Drop out 
in one area, and drop out permanentlv. 

Four U.S. firms dropped out with the previous (64K) generation of 
memory chips. Onlv Texas Instruments, Micron Technology, and 
Motorola produce the 256K chips. (IBM produces chips only for 
internal use. Even so, it sources some 60 percent of needs from 
outside suppliers.) 

The competition for the next generation of products will come 
from Japanese firms. Japanese companies now supply 60 percent of 
64K chip needs, and 90 percent of the latest application of those 
chips. The European market is larqe, but has no significant 
domestic manufacturers. 

The Japanese firms have grown so quicklv because of a concerted 
plan. MITI promotion began in 1958. For the next 15 y ears, the 
Japanese market was protected bv prohibitive quotas, tariffs, and 
foreign investment controls. In the late 1970's, formal barriers 
were replaced with government ctirected and funded R&D and in­
formal limits on U.S. penetration of the Japanese market (10%). 
We have been negotiating with Japan ever since. Little has been 
accomplished and evidence of explicit subsidies is mounting. 

The analyses now under wav in the trade Strike Force will docu­
ment whether the Japanese have truely been engaged in unfair 
practices. Recommendations will be made shortlv. The outcome of 
the issue, however, will have a significant affect on America's 
competitiveness. Almost every seqment of both the manufacturing 
and services sectors of the economy has been changed by computers 
and other electronic devices -- all made possible by semiconductnr 
chips. The design, availabilitv, and price of those chips 
determine in the most basic way how these other industries will 
develop. As American chip manufacturers drop out of the market, 
more than a company is lost. Each permanent loss takes with it 
one more bit of American creativitv, entrepreneurship, and 
technical talent. 

Office of Policy Development 
November 1, 1985 



THE IMPLICATIONS OF SEMICONDUCTOR TRADE 

Talking Points 
November 4, 1985 

O Very few items can, in themselves, determine the structure and 
future of a nation's economv. Semiconductors represent such an 
item. Almost every facet of our personal and professional lives 
has been affected bv the "electronics revolution". 

0 Multifold in_creases in the capability, size, and speed of 
semiconductors in the next few years will undoubtably bring about 
another revolution. 

O Their manufacture requires large amounts of capital invest­
ment. Even more importantlv, it requires high levels of engi­
neering expertise and a great degree of innovation. Given the 
rate of change within the industry, one simplv cannot keep up 
without participating in the development and manufacture of each 
generation of devices. 

0 The U.S. is loosing its once commanding lead. We invented the 
transistor, the integrated circuit, and the semiconductor chip. 
As recently as five years aqo, U.S. companies had 65 percent of 
the world market. That has now dropped to about 55 percent and 
shows signs of dropping even further. Our industrv will loose $1 
billion in 1985. 

0 Two factors seem to account for this. 

0 First, the Japanese government has restricted it own market. 
Through oppressive tariffs, quotas, and informal measures they 
have restricted U.S. companies to about 10 percent of the Japanese 
market. With the short life span of each device (as little as 3; 
years), it is crucial for each manufacturer to gain economies of 
scale through volume production as quicklv as possible. Thus, 
U.S. firms may market in the U.S. and Europe. Their Japanese 
counterparts are free to market in the U.S., Europe, and Japan. 

0 The best indicator that U.S. products can command more than 10 
percent of a market is Europe. There, in spite of Japanese 
pricing practices which I will mention in a moment, U.S. com­
panies capture 55 percent of the market. 

0 The next factor is price. During the short life span of thesP. 
devices, their price falls dramaticallv, sometimes as much as 80 
percent. Some of this, of course, is due to volume production 
and legitimate pri~e competition. Some of it is almost certainlv 
due to below cost pricinq. 

0 Antidumping cases have been filed against Japanese semiconductor 
firms with every generation of device since 1976. 
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O Recent investigations by the Department of Commerce of 256K 
memory chips found prices of $2-2.50 and production costs of 
$2.60-4.00. 

O Thus, U.S. companies may be faced with an impossible dilemma. 
Loose market share and, with it, the resources to continue to 
invest in new precut .. Or, retain market share by charging below 
the cost of production and still loose the resources for new 
investment. Trade negotiations have failed to resolve this 
dilemma. 

0 The USTR in investigating a Section 301 case dealing with 
access to the Japanese markets. 

O Secretary Baldriqe's trade Strike Force has been looking into 
the pricing aspects of the problem. He will report to the EPC on 
preliminary results tomorrow. Recommendations will be made 
shortly on whether we should take unilateral action (such as 
initiating a dumping case). 

0 However the specific issues might be decided, the abilitv of 
U.S. companies to continue to participate in the development and 
manufacture of semiconductors will have implications for all 
other sectors of the economv. This may be the most important 
industry-specific trade issue to come before vou. Unlike all the 
others which were aimed onlv at preserving an uncompetitive 
structure, this is aimed at the future of one of our most competiti vP, 
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MEMORANDUM 

OFFICE OF THE UNITED ST A TES 
TRADE REPRESENTATIVE 

EXECUTIVE OFFICE OF THE PRESIDENT 
WASHINGTON 

20506 

March 19, 1987 

TO: The Economic Policy Council 

FROM: Ambassador Yeutter 

SUBJECT: U.S.-Japan Semiconductor Agreement 

ISSUE 

In the Semiconductor Agreement signed September 2, 1986, the 
Government of Japan committed to enhance market access opportunities 
in the Japanese market for foreign-based producers and to prevent 
dumping by Japanese producers in third country markets. Six 
months later, there has been no increase in the foreign share of 
the Japanese market and significant dumping by Japanese producers 
continues in third country markets. 

RECOMMENDATIONS: 

The TPRG unanimously recommends that: 

(1) A Federal Register notice be published immediately, announcing 
possible candidates for sanctions in response to the failure by 
the Government of Japan to fulfill its obligations under the 
Semiconductor Agreement; 

(2) After a three week period for public comment on the proposed 
list of products (attached), the President would issue a Proclamation 
raising tariffs to a prohibitive level on a non-MFN basis on a 
list of products valued at [$90-138 million]; and 

(3) If by the end of public comment period, no significant 
progress is detected in market access (this information will be 
available by mid-April), the President would again issue a 
Proclamation raising tariffs to a prohibitive level on a non-MFN 
basis on a list of products valued at [ $165 million] . These 
sanctions could be enacted at the same time for failure by the 
Government of Japan to fulfill its market access and prevention 
of dumping commitments under the agreement. 

( 4) These sanctions remain in force until such time as the 
Government of Japan is in full compliance with the agreement. 

--CONFI OE~Tf AL 

Classified By Amb. M.B. Smit 

Declassify On OADR 
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BACKGROUND 

In the President's determination of the semiconductor Section 301 
case on July 31, 1986, he noted that the Agreement: 

• • . will open up the Japanese market to U. s. exports of 
semiconductors and help prevent the dumping of semiconductors 
in the United States and third country markets ..•• I hereby 
determine that any future failure by the Government of Japan 
to meet the commitments and objectives of the Agreement 
would be inconsistent with a trade agreement or an unjustifiable 
act that would burden or restrict U.S. commerce. 

o On January 28 emergency consultations were held under the 
terms of the agreement to address evidence of continued 
widespread and significant sales below cost in third countries 
by Japanese companies and lack of progress on market access. 
This meeting (led by Smith/Smart/McMinn) followed official 
bilateral meetings in October, November, December and 
January to address major problems under the agreement. 
These meetings ended with MITI rejecting our evidence of 
continued dumping and requesting an additional 6 months to 
"wait and see" whether foreign sales in Japan increase. 
Smith/Smart/McMinn judged this response unacceptable and 
gave the Japanese 30 days to eliminate all aspects of 
dumping in third country markets and 60 days to demonstrate 
positive trends in actual sales in Japan; otherwise the U.S. 
reserved the right to take whatever actions it deemed 
appropriate. 

THIRD COUNTRY DUMPING 

o In the arrangement, the Government of Japan agreed to 
prevent dumping in third country markets by Japanese semicon­
ductor firms by monitoring company-specific sales prices to 
the first unrelated party in third country markets. (See 
attached legal analysis for additional details on the 
breached commitment.) 

MITI's compliance has been late and inadequate. The GOJ's 
failure to immediately enforce the provisions against third 
country dumping resulted in major price differences between 
the United States and third country markets. 

o The Department of Commerce analysis of Japanese pr1.c1.ng 
activity in third country markets demonstrates that significant 
dumping of DRAMs and EPROMs continues. This analysis is 
based on pricing activity during the entire month of February 
1987, and the foreign market values determined by Commerce 
in the antidumping suspension agreements covering DRAMs and 
EPROMs from Japan. (See summary attachment) 

CfJNFIBENT+AL 
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o The results demonstrate that both DRAMs and EPROMs from 
Japanese producers (Fujitsu, Hitachi, Mitsubishi, NEC, Oki, 
and Toshiba) are being sold at prices significantly below 
the U.S. foreign market values in the European, Asia-Pacific, 
and Others markets DRAM prices were 59.39 percent and EPROM 
prices were 63. 58 percent of the foreign market values, 
based on weighted averages (this does not include pricing in 
the United States and Japan). The comparison of December to 
February simple averages is 50.12 percent - 68.75 for DRAMs 
and 58.15 - 58.72 for EPROMs (Note: the preferred weight 
average figures for December are not available.) 

On February 25, the TPRG unanimously decided that should the 
Department of Commerce analysis of the pricing activity of 
Japanese exports to third county markets demonstrate the 
continuance of significant dumping (defined as prices less 
than 80 percent of the weighted-average foreign market 
value), these results should be forwarded to the EPC for 
their consideration. The TPRG further agreed to recommend 
that the EPC take action to encourage compliance with the 
agreement. The objective of EPC action would be to encourage 
the Government of Japan and the individual Japanese companies 
to forthrightly implement the prevention of dumping and 
market access provisions of the agreement. Thus, termina­
tion of the agreement would not be the intended result, 
although Japan could choose to terminate the agreement and 
takes its chances on antidumping duties and Section 301 
retaliation. 

MARKET ACCESS 

o In the Agreement Japan committed to "gradual and steady" 
improvement of access by foreign capital-affiliated semicon­
ductor companies in Japan over the life of the Agreement. 
(See attached legal analysis for additional detail on the 
breached market access commitments.) 

o U.S. company sales were 8.4 percent of the Japanese semicon­
ductor market over the 9 months prior to the signing of the 
Agreement. At the time of the November consultations, the 
Government of Japan forecast that foreign sales of semicon­
ductors in Japan would grow about 1.2 percent by March 31, 
1987. such growth would have met the requirements of the 
Agreement for gradual and steady growth. 

o At the January 28 emergency consultations, however, we 
conveyed to the Japanese concerns over the lack of progress 
on increasing market access to date. U.S. industry statistics 
demonstrated no increase ( and possible reduction) in the 
foreign share of the Japanese market since the agreement was 
signed. (U.S. sales made-up 99.5 percent of foreign semicon-

C8HFI OEt✓TIPJ:-



4 

ductor sales in Japan in 1986.) Third and fourth quarter 
1986 data indicate U.S. share is flat at 8.4 percent and 
industry booking-to-billing data for the first quarter of 
1987 {preliminary) indicate no significant improvement. 

RECENT DEVELOPMENTS 

o On February 13, MITI issued Administrative Guidance to 
Japanese semiconductor producers that they should cut back 
their 256K DRAM and 64, 128 and 256K EPROM production 10 
percent in the first quarter of 1987 (January-March). 
Intelligence sources indicate that MITI has strengthened its 
enforcement of its export license system. To date, these 
actions have not had an appreciable impact on the marketplace. 

o Since the January consultations, the Government of Japan is 
reportedly taking the following actions: revocation of all 
outstanding export licenses; refusal to issue new export 
licenses; extension of the period of time required for 
approval of export license applications; instructions to 
semiconductor producing companies to identify companies 
authorized to export their products and to ensure that such 
exporting companies not dump into third country markets; and 
instructions to semiconductor producing companies to decrease 
production of 256K DRAMs and EPROMs by 10 percent. In 
response to inquires from U.S. Government representatives, 
MITI will only state that it is taking action to prevent 
dumping, but, that the specifics of such action will not be 
disclosed. The Government of Japan has alleged that U. s. 
companies are selling semiconductors below cost in both 
Japan and third country markets. 

o MITI also announced its intention to establish in March the 
foreign semiconductor sales promotion organization and 
organize symposia to promote foreign semiconductors in 
Japan. U.S. industry has expressed dissatisfaction with the 
proposed activities of the sales promotion organization 
because they believe it is a repetition of their individual 
company efforts. 

RISKS OF RETALIATION 

o Could lend credence to EC charge in pending GATT dispute 
settlement proceedings that the effect of this agreement is 
to create a cartel raising prices to EC buyers. 

o Non-MFN tariff could result in GATT complaint, counter­
retaliation, or termination of agreement by Japan. 

o CONCLUSION: The TPRG considers these risks acceptable. 
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ATTACHMENT A 

eoNFIBENllAl: LEGAL ANALYSIS ON BREACHED COMMITMENTS 

BACKGROUND 

In his July 31, 1986, Determination under Section 301 of the Trade 
Act of 1984 President Reagan determined that any future failure by 
the Government of Japan "to meet the commitments and objectives" 
of the Arrangement would be actionable under section 301 either 
as inconsistent with a trade agreement or as an unjustifiable act 
that would burden or restrict U.S. commerce (51 Fed. Reg. 27811, 
Aug. 4 , 19 8 6) • 

MARKET ACCESS 

In the exchange of letters by which the Arrangement entered into 
force, the Government of Japan committed to implement the measures 
provided for in the Arrangement. With regard to market access, 
the objective of the Arrangement is concisely set out in paragraph 
I.6 of the classified side letter to the Arrangement: 

The objective of the Arrangement is for long-term 
stable relationships to develop between foreign capital­
affiliated semiconductor companies and Japanese 
semiconductor users. Sales are anticipated across a 
wide range of competitive products. Through the 
efforts by both sides, foreign capital-affiliated 
companies and Japanese companies will enjoy long-term 
prosperity under free competition in the Japanese market. 

To attain this objective, the Government of Japan made several 
commitments. In article I.l of the Arrangement, Japan joined the 
Government of the United States in declaring its desire to 
enhance free trade in semiconductors on the basis of market 
principles and the competitive positions of the semiconductor 
industries in the two countries. Japan committed: (1) to impress 
upon Japanese semiconductor producers and users the need to 
aggressively take advantage of increased market access opportunities 
in Japan for foreign-based semiconductor firms; and (2) to 
provide further support for expanded sales -of foreign-produced 
semiconductors in Japan through establishment of a sales assistance 
organization and promotion of stable long-term relationships 
between Japanese purchasers and foreign-based semiconductor 
producers. Finally, both Governments agreed that the expected 
improvement in access by foreign-based semiconductor producers 
would be gradual and steady over the period of the Arrangement. 

The commitments are elaborated in the classified side letter. In 
paragraph I.2 the Government of Japan: (1) "recognize[d]" the 
U.S. industry's expectation of growth of semiconductor sales in 
Japan by foreign capital-affiliated companies, (2) "consider[ed]" 
that this could be realized, and (3) "welcome[d]" its realization. 
In paragraph I.3 the Government committed to "encourage" Japanese 
semiconductor users to purchase more foreign-based semiconductors 

~ -NFffJENffAb-
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(in Japanese diplomatic parlance "encourage" means commitment to 
take strong action to produce the agreed upon result). 

Although the Government of Japan has taken a few proforma steps 
toward satisfying these obligations, it has not shown any evidence 
of serious, concerted efforts to fulfill the Arrangement's 
obligations to increase market access opportunities in the 
Japanese market for foreign-based semiconductor producers. The 
Government of Japan recently accelerated the schedule for estab­
lishing the semiconductor sales promotion organization and 
scheduled symposia to promote foreign semiconductor sales in 
Japan, but these steps could and should have been taken in September 
1986. There are no signs of developing long-term stable 
relationships between foreign semiconductor producers and Japanese 
users. Indeed, early reports of optimistic and encouraging 
meetings between U.S. firms' sales representatives and previously 
inaccessible purchasing agents of Japanese users have ceased. 
There are little or no signs of sales across a wide range of 
products. Indeed, foreign firms' sales in Japan remain essentially 
flat. 

PREVENTION OF DUMPING 

A similar picture is presented with respect to the third country 
market measures. In article I.3 of the Arrangement the Government 
of Japan also committed: (1) to monitor costs and export prices 
on semiconductor products exported by Japanese semiconductor 
firms from Japan in order to prevent "dumping" (circumvention of 
antidumping measures taken in the United States) ; and ( 2) to 
encourage Japanese semiconductor producers to conform to this 
principle. 

Paragraph II.5 of the classified side letter elaborates that in 
order to prevent "dumping" the Japanese would "take appropriate 
actions available under laws and regulations in Japan, including 
ETC [the Export Trade Control law]." 

Again, as with market access, the Government of Japan has taken 
inadequate steps toward satisfying these obligations, and it has 
not shown any evidence of serious, concerted efforts. The 
Japanese did not take the first step to implement the prevention 
of dumping provision until September 20. Then MITI merely 
requested that companies not make sales in third countries at 
prices below cost, and left it for the companies to "determine" 
on their own what below cost meant. MITI did not require Japanese 
companies to submit cost and price data to it until November 30. 
At the mid-November consultations, MITI's response to our concerns 
was to lower the threshold of the requirement for an export 
license from one million to fifty thousand yen. MITI also issued 
administrative guidance to Japanese companies, that all future 
contracts with unrelated parties in third countries should be at 
or above company-specific cost of production. Despite our 
protests, MITI refused to apply these instructions to export 
shipments contracted for prior to November 17. Further, Japanese 
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companies still defined the level of their own costs without 
verification by MITI. 

It was not until after the January emergency consultations that 
MITI strengthened its export license controls and Administrative 
Guidance to request the major Japanese producers to reduce their 
production of 256K DRAMs and 64, 128 and 256K EPROMS by 10 
percent through March. As evidenced by the Commerce data, the 
degree of below-cost export sales by Japanese producers belies 
any argument that Japan is taking the promised appropriate 
actions to fulfill its commitment. 

PRESIDENTIAL AUTHORITY TO ACT 

Under section 301 of the Act, the President is authorized to take 
all appropriate and feasible action within his power to enforce 
U.S. rights under a trade agreement or to obtain the elimination 
of an act, policy, or practice of a foreign government or 
instrumentality that denies U.S. benefits under a trade agreement 
or is unjustifiable, unreasonable or discriminatory and a burden 
or restriction on U.S. commerce. 

Section 30l(b) specifically authorizes the President, inter alia, 
to suspend or withdraw the benefits of trade agreement concessions 
and impose duties or other import restrictions on the products of, 
and fees or restrictions on the services of, a foreign country 
for such time as he deems appropriate. Measures under section 
301 may be taken on a discriminatory or nondiscriminatory basis 
at the discretion of the President. 

Thus, in response to the apparent failure by the Government of 
Japan to fulfill its obligations under the U.S. -Japan Semiconductor 
Arrangement, the United States has the legal authority to impose 
tariff increases on products imported from Japan on a non-MFN 
basis having a value comparable to the effect on United States 
commerce of Japan's failure to fulfill its obligations under the 
Arrangement. 

CQNFIBENTIAL 
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RECOMMENDED SANCTIONS LIST 

The dollar value of products recommended for inclusion in the 
Federal Register exceeds the estimated damage by Japanese practices 
to allow for flexibility in choosing products for possible 
sanctions after the public comment period. Products recommended 
fall into two groups: semiconductor bearing, and non-semiconductor 
bearing. Products in the semiconductor bearing group are produced 
by the Japanese firms found to be dumping, and have good alternate 
sources of supply in the United States or from other countries. 
The Japanese could possibly circumvent U.S. sanction-s against some 
of these products by exporting the parts to the U.S. and assembling 
the finished products domestically. Products in the non-semi­
conductor bearing group are recommended for possible santions 
because they are produced by the relevant Japanese firms, and 
good alternate sources of supply exist. 

Semiconductor Bearing Products 

1986 IMP/ JAP'S IMPl 
TSUSA PRODUCT IMPORTSl CONS2 SHARE3 

684.5815-30 Telephone Sets and Parts 333.0 na 44% 
676.3055 Hard Disc Drives 187.8 19% 78% 
684.57 Telephone Switching App. 165.0 na 46% 
676.3046 Displays, non-color 78.9 35% 22% 
676.15 CPU's -- 32 bit 75.0 na na 
678.5061 Radio-tape player comb. 31.7 na 27% 
678.5066 Phono-tape player comb. 20.5 na 29% 
684.80 Communication Satellites 0.5 na 3% 

TOTAL: $ 892.4 

Non-Semiconductor Bearing Products 

TSUSA PRODUCT 
1986 IMP/ JAP'S IMP 

IMPORTS1 CONS 2 SHARE3 

68220,68225 Small Electric Motors $ 69.5 12% 50% 
724.4565 Computer Tape 64.2 21% 45% 
661.200x Air Conditioners, Window 27.0 2% 32% 

TOTAL: $160.7 

11986 imports for consumption from Japan, c.i.f., millions 
of dollars 

2Total imports as share of U.S. consumption, 1985 (DOC estimate) 

3Japan's share of total U.S. imports, 1986 

~OMFIOENTl~t --



2 

Semiconductor Bearing Products 

Central Processing Units (CPU's) -- 32 bit 
TSUSA: 676.15,20,30 (New category break-out) 
1986 Imports from Japan: Estimate $60 - 90 million 

o This category includes full 32 bit and 32/16 bit microcomputers, 
super microcomputers, supermini computers, and mainframe 
computers. Of the total $630 million in CPU imports from 
Japan in 1986, 32 bit CPU's constituted an estimated $60-
90 million. 

o All systems in this category have ample alternative U. s. 
sources of supply. Japanese producers NEC and Hi ta chi 
market Japanese produced 32 bit mainframe systems in the 
U.S. through Honeywell and NAS, respectively. 32 bit 
systems are among the fastest growing CPU segments in the 
U.S. marketplace. There are strong indications that Japanese 
firms are planning to increase their marketing efforts in 
the U.S. in the future. 

o DOC and ITA are working together to develop technically 
enforceable definition. 

o The precise imports figure for the proposed breakout 

Telephone Sets 

TSUSA 

684.5815 
684.5825 
684.5830 

PRODUCT 

Single line phones 
Multiline telephones 
Parts 

TOTAL: 

1986 JAP'S IMP 
IMPORTS! SHARE3 

$ 87. 0 
100.3 

145.7 
187.3 

47% 
83% 
44% 

24% 

o Alternate suppliers of both single and multiline telephone 
sets are plentiful. Both types of telephones are produced 
domestically, and have numerous alternate foreign suppliers. 
Market disruption from restricting Japanese supply would be 
minimal. 

o Single line phones are produced in Japan by: NEC, Hitachi, 
Oki, Panasonic, and Toshiba (as well as others). Multiline 
phones are produced by NEC, Fujitsu, and Toshiba. 

Hard Disc Drives 
TSUSA: 676.3055 
1986 Imports from Japan: $187.8 million 
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o Japan's U.S. market share of hard disc drives is still 
relatively low (12-15%) and alternate domestic sources are 
plentiful. The UK and FRG also supply a small portion of 
the U.S. market. 

o Fujitsu, Hitachi, and NEC are the largest Japanese exporters 
to the United States. 

Telephone Switching Apparatus 

1986 JAP'S IMP 
TSUSA P~ODUCT IMPORTS SHARE 
684.5710 Key System Switching App. $ 37.4 46% 
684.5720 Other switching App. 24.9 45% 
684.5730 Parts 102.7 38% 

TOTAL: 165.0 

o Key Switching Apparatus: Good alternate domestic as well as 
foreign sources of these products exist. Toshiba, Iwatsu, 
and NEC are the largest Japanese suppliers to the U.S. 
market. 

o Other Switching Apparatus: Category includes PBX systems 
and central off ice systems. Japan's present U.S. market 
share is quite small (probably 5% or less), and U.S. and 
Canadian producers generally still have a technological 
edge. Japanese firms want to increase their share of this 
market. While hard data is unavailable, presumably Toshiba, 
NEC, and Iwatsu are the largest Japanese supplies to the 
United States. 

o Parts, Switching Apparatus: The vast majority of these 
parts are probably being imported by NEC for assembly in its 
Texas plant. Inclusion of parts on the list would probably 
lead NEC to begin sourcing from U.S. suppliers again. U.S. 
companies have plenty of capacity to fill this supply. 

computer Displays, non-color 
1986 JAP'S IMP 

TSUSA PRODUCT IMPORTSl SHARE3 

676.3041 Monochrome displays $ 38.2 11% 
676.3046 Other displays 40.7 34% 

TOTAL: 78.9 22% 

o Good alternate sources of supply exist, both abroad (Taiwan 
and Korea now export more monochrome displays than Japan), 
and domestically. 
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o NEC, Toshiba, Mitsubishi, and Fujitsu are all major producers. 

Radio Tape-Player Combinations 

TSUSA: 678.5061 
1986 Imports from Japan: $31.7 million 

o Plenty of alternate suppliers exist: Taiwan and South Korea 
together they account for 55% of imports). Japan has been 
losing market share to these countries. 

o Hitachi, Mitsubishi, and Matsushita produce these products. 

Radio-phonograph-tape-player Combinations 
TSUSA: 678.5066 
1986 Imports from Japan: $20.5 million 

{ 

o Good alternate sources of supply exist in Taiwan and Korea 
imports from Japan are declining 

o Hitachi, Mitsubishi, and Matsushita produce these products. 

Communications Satellites & Parts 

TSUSA: 684.80 
1986 Imports from Japan: $ 0.5 million 

o Imports to date have been parts of satellites, primarily 
travelling wave tubes from NEC. There are good U.S. as well 
as European sources of alternate supply. 

o Inclusion would preclude Japanese access to a market they 
have shown interest in penetrating. 

Non-Semiconductor Bearing Products 

Small Electric Motors 
TSUSA: 68220, 68225 
1986 Imports from Japan: $69.4 million 

o These are electric motors of 1/40 horsepower or less, which 
are used in a variety of electric and electronic products. 

o Japan's U.S. market share for these products is low (5-10%) 
and alternate sources are numerous, both domestically and 
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abroad (e.g., Singapore, Hong Kong, Taiwan). 

o Hitachi, Mitsubishi, and Toshiba are the largest Japanese 
exporters to the U.S. 

Computer Tape 
TSUSA: 724.4565 
1986 Imports from Japan: $64.2 million 

o Category contains computer tape and other types of magnetic 
recording media for computers (e.g., floppy disks). 

o Imports from Japan are growing (1986 figures are about 
double those of 1984) , but Japan's share of imports is 
falling, reflecting increasing imports from a number of EC 
countries. 

o Domestic sources of these products are numerous and competitive. 

0 Japanese imports are from a number of companies. 
(Maxell) is a major exporter of these products. 

Air Conditioners, Window 
TSUSA: 661.2003 - 661.2009 
1986 Imports from Japan: $ 27.0 million 

Hitachi 

o Japan's share of the total U.S. market is below 1%. Domestic 
sources of supply are numerous and quite competitive. 

o Imports have been growing. 1986 Imports from Japan ran about 
7 or 8 times 1985 levels. 

o Matsushita, Hitachi, and Toshiba all export window AC's to 
the U.S., but their share of imports is not known. 



The following attachment is being made available to the TPRG but 
will not be attached the paper going to the EPC. 



DATE 1Q 1986 2Q 1986 

U.S. SALES 1 179 224 

SIZE OF JAPANESE MARKET 4 2,229 2,631 

U.S . SHARE IN JAPAN 8.0% 8.5% 

EXPECTED MARKET SHARE6 NA 8.5% 

LOST SALES $0 $0 

BONFf DENTIAt-
MARKET ACCESS 

ESTIMATED LOST U.S. SALES 
($ millions) 

3Q 1986 4Q 1986 

242 2272 

2,882 2,732 

8.4% 8.4% 

8.5% 9.125% 

$3.2 $20.1 

ESHMAIED~TOTAL~LQST SALES (12 month period · · 9/01/86 to 8/31/87): $168 Million 

$166.32 Million 

$165 Ml LLION 

REDUCTION TO ACCOUNT FOR NON·U.S. SALES 

TOTAL (with rounding) 

DESCRIPTJON OF ANALYSIS 

$168 x 99 percent= 

= 

Attachment A 

1Q 1987 2Q 1987 3Q 1987 4Q 1987 

251 3 2743 2953 3173 

2,8005 2,8695 2,9375 3,0055 

8.4% 8.4% 8.4% 8.4% 

9.75% 10.375% 11.0% 11.625% 

$37.8 $56.7 $50.47 NA 

Despite the market access prov1s1ons of the Semiconductor Agreement, the U.S. share of the Japanese market has held at slightly above 8.0 percent. 
The estimate of lost sales·· $165 million · · is annualized from the period beginning when the Agreement was signed in September 1986. This 
estimate is based on the following three assumptions: (1) U.S. market share continues to be flat at 8.4 percent (U.S. share has not been signifi· 
cantly higher than this since the first quarter of 1985); (2) the size of the Japanese semiconductor market grows at an annualized rate of 10 
percent in dollar terms in 1987 (1986 growth was 22.5 percent and forecasts predict growth in the 10-15 percent range in dollar terms in 1987). 
However, even if there is zero growth in the Japanese semiconductor market in 1987, the estimate of lost sales totals $158 million; and (3) the 
"Expected Market Share" growth is "gradual and steady" over time, as provided in the agreement. 

The "Expected Market Share" growth is assumed to be linear and 0.605 percent per quarter based on the goal of reaching at least 20 percent in f i ve 
years. This expected growth is compared to the actual (extrapolated) U.S. share to calculate the estimated lost semiconductor sales. Since the 
USG is committed to improving foreign market access in Japan on a non-discriminatory manner and this agreement does not require a Japanese prefer· 
ence for U.S. products, non·U.S. sales are subtracted from the estimate of lost sales. Non·U.S. semiconductor sales in Japan made-up 0.5 percent 
of total foreign sales in Japan in 1986 (down from 1.2 percent in 1985). Thus, we have reduced the estimated lost sales figure by 1.0 percent to 
$166.32 million to capture only lost U.S. sales. This 1.0 percent reduction is 100 percent h i gher than the actual 1986 non·U.S. share in Japan. 
In addition, this figure has been rounded down to $165 million to provide even greater leeway. 

2 

3 

4 

5 

6 

7 

U.S. sales based on WSTS 

Includes estimate of December sales based on continuation of October and November trend 

Based on the assumption that U.S. market share remains constant at 8.4 percent. 

WSTS data that conforms closely with offic i al MITI statistics. 

Assumes 10 percent annual growth rate in the Japanese semiconductor market in 1987; 1986 growth in dollar terms was 22.5 percent. 

The Agreement calls for "gradual and steady" improvement of access with the expectation that foreign capital -affiliated compan i es' sales 
will grow to "at l eas t slightly above 20 percent of the Japanes e market in Five year s " (1991). 

Excludes est i ma te for the month of September to provide ro~,~r=r[JE~~11r\t timef r ame (09/01/86 through 08/31/87). 
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Producer Surplus and it Application to the Semiconductor 
Agreement. 

I. Producer Surplus Defined 

1 

Producer surplus is a measure of the value of sales opportunities 
based on observation of market behavior. Change in producer 
surplus is a measure of the effect of policies or demand shifts 
on suppliers. In the simplest case (an upward sloping supply 
curve and a homogeneous product) producer surplus is the area 
above the supply curve and below the price line. If one of the 
quantities is not directly observable, it may be estimated from 
the known quantity, the price change (as a proportion of the 
observed price), and an estimate of the price elasticity (an 
estimated relationship between changes in price and changes in 
quantity). 

Analysis of producer surplus changes in the case of semiconductor 
sales to third markets is more complex, but the principle is 
unchanged. Supply curves tend to be nearly flat for exports to a 
specific market and the Agreement requires price/quantity 
combinations not on the firm supply curves. Supply elasticities 
are not relevant because producer surplus under the agreement (if 
implemented in full) is a quasi-rent resulting from Japanese 
firms pricing above their supply curves. Because general 
shortages are not observed at current prices, current prices must 
be consistent with the market demand. The relevant changes in 
quantity are determined by the elasticity of demand, as a result 
of these complications. The relevant loss in producer surplus is 
the revenue loss that would have occurred if the higher prices 
specified in the agreement and the lower sales levels those 
prices imply had prevailed. 

II. Why the Concept of Producer Surplus is Important 

Producer surplus is preferable to comparisons of quantities 
because a firm may maintain or even increase the quantity sold as 
a result of a drop in the equilibrium price. This is 
particularly likely when supply curves are flat and non market 
driven restrictions on price are considered. The firm may be 
worse off as a result of the drop in prices, but this may not be 
detected through examination of quantities or revenues. 

III. What Producer Surplus Isn't 

Profits - Although there should be a relationship between 
producer surplus and prices, this isn't necessarily the case. 
Profits are determined by accounting conventions; a shift to more 
or less conservative accounting methods may have a large impact 
on reported profits. 

National Welfare - Producer surplus changes in one industry do 



not occur in isolation. In general, trade policy action that 
increases producer surplus in one industry lowers national 
economic welfare by creating more than offsetting losses 
government revenue, consumer surplus, and producer surplus in 
other industries. 
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3. 

Calculating Change in Producer Surplus for less than FMV sales of 
DRAMS and EPROMs in Third Country Markets 

Basic Data: DOC data 

Value of MOS Memory sales by U.S. firms 
Proportion of MOS Memory in DRAMs 
Proportion of MOS Memory in EPROMs 

345 million 
40% 
21% 

Calculated Short Run (Quarterly) Price Elasticities of Demand 

DRAMs** 
( 16K and higher) 

EPROMs** 
(32K and higher) 

Calculations 

-1.0 

-1.0 

Value of Third Country Market 
producers ($345 m. * 0.40) 
Value of Third Country Market 
producers ($345 m. * 0.21) 

sales of DRAMs by us-owned 
= $138.00 m. 

sales of EPROMs by us-owned 

Price change to restore FMV pricing for DRAMs 
and EPROMs 

Implied quantity change for DRAMs 
- ln (Q+dQ)/Q = e*ln (P+dP)/P 
Implied quantity change for EPROMs 

ln (Q+dQ)/Q = e*ln (P+dP)P 

Producer surplus (i.e. Rent) Loss for DRAMs 
(138*(1.0 - 0.427)*(.744) 

Producer Surplus (i.e. Rent) Loss for EPROMs 
(72.45*(1.0 - 0.427)*(.744) 

Net Loss in Quasi-Rent to U.S. Semiconductor Firms 

= $72.45 

+74.4% 

-42.70% 

-42.70% 

58.8 

30.9 

$89 million 

** The elasticities used in this calculation are assumed. 
Estimates of loss of producers surplus are sensitive to 
elasticity assumptions. Some estimates suggest elasticities 
may be larger than unity and producer surplus loss smaller. 
For example, an assumed elasticity of about -2.0 would 
result in a total producer surplus of about $55 million. 



rd Attachment C 

U.S. LOSSES FROM CONTINUED DUMPING IN THIRD COUNTRIES 

The Department of Commerce believes that the estimate of U.S. losses 
due to third country dumping by Japan is conservative for at least 
three reasons: 

1) These figures are based on lost sales in the MOS memory market. 
This is the market for which we have hard evidence of Japanese 
dumping. However, we believe that the Japanese are dumping 
nonmemory products into both the U.S. and third countries based 
on allegations by domestic semiconductor manufacturers. Had the 
agreement not been signed, it is likely that the industry would 
have initiated antidumping cases on other nonmemory products. 

2) The market size figures used in this analysis measure in-market 
consumption. While these figures are the most up-to-date and 
concrete market information available, they underestimate the 
actual size of the market especially in Asia where a large share 
of the market activity is for transshipment to another country, 
not for consumption in that market. 

3) Given that the relative competitiveness of the two countries' 
industries has not changed over the past year, we have assumed 
that each country's market share should remain constant. This 
assumption, however, does not take into account the appreciation 
of the yen over the past year. Rather than a constant market 
share over the past year, one would e xpect that Japan's market 
share in third countries would have declined. 

U.S. Loss 

Before calculating the loss from continued Japanese dumping in third 
countries based on changes in Japan's revenue market share, two 
questions must be answered: 1) Does the change in Japan's revenue 
based market share accurately reflect the loss in revenue to U.S. 
companies and 2) once the loss is calculated, what part of it can be 
attributed to Japanese dumping? 

Calculating the U.S. loss from Japanese dumping in third countries on 
the basis of Japan's increase in revenue market share severely 
underestimates the total loss to U.S. companies in third country 
markets. Since revenue is determined by the price times the quantity 
sold, selling at less than fair value underestimates the value of the 
goods sold and the actual loss to the U.S. companies from losing 
these sales. To correctly calculate the actual loss, Japan's market 
share increase should be adjusted by a multiplier that reflects the 
amount of Japanese dumping in third countries. 



To reflect the differences in costs between sales in the U.S. and 
third countries, we have reduced the U.S. FMV by the amount of any 
U.S. selling and movement expenses. We think this underestimates the 
actual fair value of sales in third countries as some additional 
selling and movement expenses would occur in any third country sale. 

Japanese sales in third countries averaged 57.34 percent of the 
adjusted FMV. To reflect the actual increase in Japan's market 
share, this increase should be multiplied by the inverse of the above 
percentage (1.74). The new market share would then be multiplied by 
the value of the market to get the total loss to the U.S. 

For example, a U.S. producer loses a sale of 5000 chips because of 
Japanese dumping. The value of the lost sale should be based on a 
fair value for that product rather than the artificially low Japanese 
price. Therefore, if the FMV is $1. 00/unit and the Japanese sold at 
$0.55/unit, the loss to the U.S. producer should be $5000 not $2750. 
By multiplying $2750 by the inverse of the percentage that $0.55 is 
of $1.00, one can determine the actual loss ($5000). 

$2750 X 1/.55 (i.e. 1.82) = $5000 

Any sales loss due to ~n increase in Japan's revenue based market 
share requires an adjustment since the sales figure would be derived 
by multiplying quantity by an artificially low price. Therefore, we 
have adjusted Japan's market share to account for dumping in third 
countries. 

In general, two factors determine the success of a sale, quality and 
price. 

Quality: The quality of U.S. memory devices is equal to that of the 
Japanese as demonstrated during ITC's injury hearings. Although a 
1979 Hewlett-Packard study showed that Japanese DRAM chips were ten 
times less likely to fail than U.S. chips, by January 1982, the same 
testing program revealed that the quality of the two countries' chips 
were equal. This was due to a massive effort on the part of the U.S. 
semiconductor industry to improve the quality of its chips; the 
failure rate of U.S. semiconductors in 1985 had dropped to 6 percent 
of what it had been in 1981. 

Price: From an examination of bid information on over $3.5 million 
worth of sales in third countries during December, we found that U.S. 
companies were competitive with the adjusted FMVs and were bidding at 
prices below the FMV 99 percent of the time. While U.S. companies 
may not have won every one of these sales, had the Japanese companies 
bid at, or even near, their adjusted FMV it is likely that the U.S. 
would have won a large share of these. 

Therefore, we believe that the sales loss can be attributed 
reasonably to Japanese dumping in these markets. 



THIRD COUNTRY DUMPING 

MOS Memory 

1986 
MOS MEMORY 
MARKET* 

$ MILLION 

85-86 CHANGE 
IN JAPANESE 
MARKET SHARE** 

ADJUST FOR 
3RD COUNTRY 

DUMPING*** 
LOST 
SALES 

Europe 

Other 3rd 
Countries 

$822 

$222 

X (+8% 

X (+6% 

X 1. 74} = $114.4 

X 1. 74} = $ 23.2 

TOTAL LOST SALES $137.6 

* 

** 

*** 

Consumption figures. While these figures are the most 
up-to-date and concrete market information available, they 
underestimate the actual size of the market especially in Asia 
where a large share of the market activity is for 
transshipment to another country, not for consumption in that 
market. Category includes DRAMs, ROMs, (both EPROMs and 
EEPROMs) and SRAMs. Used by interagency agreement. Source: 
Dataquest. 

Source: Dataquest 

Japanese sales in third countries during the fourth quarter of 
1986 averaged 57.34 percent of the foreign market values 
(FMVs) determined in the context of the suspension agreements 
on DRAMs and EPROMs with reductions for U.S. sales related 
expenses. To reflect the actual sales loss to U.S. companies, 
the Japanese increase in market share has been adjusted to 
reflect fair values using as the multiplier 1.74, i.e., the 
inverse of 57.34 percent. 



ATTACHMENT D 

PROS AND CONS OF ANALYSES OF TRADE DAMAGE IN THIRD COUNTRY MARKETS 

PRODUCER SURPLUS APPROACH 

Pro: 

o More accurately reflects agreement, which is cast in terms 
of price levels rather than market shares. 

o All elements (including product categories and elasticities) 
are based on actual evidence. 

Con: 

o Appears to constrain the U.S. to its present small share 
(i.e., its present demand curve) of the world DRAM market. 
The movement along a demand curve assumed by this approach 
ignores the fact that as the U.S. (re)gained sales to 
markets denied to them by Japanese dumping, the demand curve 
for U.S. products would shift outward. 

o Only estimates producer loss for DRAMs and EPROMs. While 
dumping cases have not been filed on other MOS memory products, 
this approach disregards Japanese pricing on SRAMs, for example, 
which have shown 20 percent price declines in the months 
subsequent to the signing of the Agreement. 

o Model incorporates a number of assumptions; such models are 
only as good as the data and assumptions they are based. 

LOST SALES APPROACH 

Pro: 

o Based on view that no credible economic reason aside from 
dumping exists to explain the growth of Japanese market 
share during the past year. Given the relative competitiveness 
between the two industries and the appreciation of the yen, 
one would expect the Japanese market share to decline or at 
best stay constant. These assumptions are not based on an 
insistence that U.S. market share remain fixed. 

o Estimates losses for the entire range of MOS memory products, 
an area with both a documented history and continued allegations 
of Japanese dumping. 

o Reflects actual experience as well as economic theory. Aims 
to account for what happened in the marketplace. 
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Con: 

o Appears to assume that U.S. and Japanese market shares must 
remain fixed. 

o Appears to assume upward sloping demand curves, thereby 
contradicting credible evidence that higher prices reduce 
demand. Specifically, assumes that 74percent price increase 
does not decrease demand, and that an increase in sales to 1985 
level is warranted despite the price increase. 

o No evidence of dumping for three of five major product 
categories chosen, that account for roughly 39% of total. 
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Contact: Sandra H. McCluskey 
(202) 546-0200 

PROTECTIONISM WON'T HELP U.S. COMPUTER FIRMS, STUDY SAYS 

WASHINGTON, January 28 , 1988 -- Protectionism and government subsidies for 

U.S. semiconductor firms will not help increase America's competitiveness in 

high technology, says a new study from the Cato Institute. 

Software industry expert Eugene Volokh writes that the "voluntary" 

Semiconductor Trade Agreement forced on the Japanese in 1986 hurt American 

computer firms by raising the cost of the chips they use. 

Following are some highlights of the study: 

* The agreement broke down, as cartels usually do, because of wide-

spread "cheating" on the cartel arrangement. 

* The agreement called for the Japanese government "to ensure that U.S. 

firms' share of the [Japanese chip] market rose significantly above the 10 

percent level." In other words, the Japanese government was required to 

"impose controls on private Japanese citizens that few Americans would 

tolerate from their own government .... Imagine what the Japanese must 

feel when a foreign government tries to require such intrusive controls of 

citizens' daily business lives." 

* Japanese firms are frequently accused of "dumping" chips at below 

cost, but there is little solid evidence of that. "The bottom line is that 

'dumping' is just a pejorative name for a variety of perfectly sound, fair 

business practices that are beneficial to American consumers." 

-- more --

CATO INSTITUTE/ 224 SECOND STREET SE, WASHINGTON, D.C. 20003 / PHONE (202) 546-0200 , 
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* A recent Defense Science Board report on "defense semiconductor 

dependency" manages to completely misunderstand the semiconductor industry. 

For instance, it warns that a Japanese advantage in memory chip production 

means that the United States has lost technological leadership , but in fact , 

"in the computer industry .. . it is design advances in fields such as 

artificial intelligence, software engineering ... , and execution speed 

. that are important." 

* "The findings of the report vary from the implausible and unproven 

(that interruption of foreign semiconductor supplies will damage the United 

States in case of war or mobilization) to the implausible and vague (that 

some sort of 'leadership' is being lost in the entire computer industry 

because of uncompetitiveness in memory chips) to the irremediable and 

downright silly (that any foreign production is a risk to the United States 

because the Soviets might steal it)." 

* The $2 billion that the Department of Defense proposes to invest in a 

federally funded Semiconductor Manufacturing Technology Institute , as 

endorsed in the congressional trade bills, ought to be "kept in the hands of 

the private sector , which is known for making generally sounder economic 

decisions than the government . By taking $2 billion out of the private 

sector's hands, the DOD may actually hurt American technological leadersh i p" 

because it will be depriving other industries of funds that would otherwise 

be invested in them . 

Volokh's study, "The Semiconductor Industry and Foreign Competition," 

is no. 99 in the Cato Institute's Policy Analysis series. The Cato 

Institute is a Washington-based public policy research organization. 

- - 30 --
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THE SEMICONDUCTOR INDUSTRY AND FOREIGN COMPETITION 

by Eugene Volokh 

Perhaps the most disquieting aspect of the troubles 
presently faced by America's semiconductor industry is that 
high technology was the very area in which the United States 
was supposed to be superior. When the automobile and steel 
industries were in deep trouble in the late 1970s and early 
1980s, pundits predicted that the future of American industry 
lay in "sunrise industries," high-technology fields where 
the cheap labor available to foreign competitors would be 
more than compensated for by our Yankee ingenuity. 

Unfortunately, it seems we Yankees do not possess a 
monopoly on ingenuity, for the Japanese semiconductor industry 
has proven very competitive. In one particular area--the 
production and sale of general-purpose memory chips, so-called 
DRAMs (Dynamic Random Access Memory) and EPROMs (Erasable 
Programmable Read Only Memory)--the performance of American 
companies has been disastrous. In 1975, U.S. merchant pro­
ducers (companies that make chips to sell to others rather 
than just for their own internal use) had 100 percent of the 
U.S. DRAM market. In 1986, they had 5 percent of that mar­
ket.[1] When all chips sold by merchant producers are taken 
into account, the U.S. producers' market share declined from 
60 percent in 1975 to less than 50 percent in 1985, while 
the Japanese share rose from 20 percent to 40 percent in the 
same period.[2] 

Naturally, such a loss of industrial competitiveness 
and the accompanying losses in employment quickly turned the 
issue from a private one into a public one. In 1983, the 
Semiconductor Industry Association (SIA) published a report 
that accused the Japanese of a variety of unfair trade prac­
tices.(3] In 1986, the United States and Japan signed the 
Semiconductor Trade Agreement, under which the Japanese prom­
ised to take steps designed to alleviate the plight of American 
chipmakers. In February 1987, the Department of Defense's 
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Science Board issued its "Report on Defense Semiconductor 
Dependency," which asserted military reasons for protecting 
and strengthening America's semiconductor industry; in April 
1987, in response to Japanese violations of the 1986 Semi­
conductor Trade Agreement, the U.S. government imposed trade 
sanctions on Japanese imports; and, currently, the congres­
sional trade bill would authorize $500 million over the next 
five years to finance Sematech, a government-industry research 
consortium to develop new semiconductor manufacturing tech­
niques, a proposal advanced by the SIA and then by the Defense 
Science Board. 

This, of course, is not the first time foreign trade and 
protectionism have been discussed in the United States, and 
will certainly not be the last. In a democracy, it is inevit­
able that whenever one segment of society feels put upon by 
forces it believes are outside its control, it will petition 
the government for help; and there might well be some cases 
where a hands-off approach to international trade is not the 
best solution. However, before the United States embarks on 
a new round of trade protectionism, it should first investigate 
where the true interests of the nation as a whole--not just 
the semiconductor manufacturers--lie. 

Us vs. Them 

"We don't want [a U.S.-Japanese trade war] and the Japan­
ese certainly don't want one," said the late Secretary of 
Commerce Malcolm Baldrige. "Japan sells about $85 billion 
worth of goods to the United States in a year, while we sell 
about $27 billion to the Japanese. Who has the most to 
lose?"[4] This presented, of course, a classic mercantilist 
question, and Baldrige clearly implied that the party with 
the most to lose was Japan--that the United States trade 
deficit with Japan indicated that Japan was somehow getting 
the better end of the deal. 

Mercantilism, however, is not a highly regarded economic 
theory these days, and has not been for about 200 years. 
The classical mercantilists measured a nation's wealth by 
the amount of gold--these days, it would be by foreign re­
serves--that the nation possesses; when the United States 
buys $100 million of goods from Japan, the United States 
"loses" $100 million and Japan "gains" it--U.S. wealth is 
decreased and Japan's is increased. 

Classical economists, starting with Adam Smith, success­
fully challenged mercantilist analysis by pointing out a 
simple fact: an informed voluntary trade is, by definition, 
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to the advantage of both parties involved. This is a cliche, 
but a cliche is merely an often-repeated truth, and this 
truth is worth repeating. The United States doesn't really 
"lose" $100 million by trading with Japan; it exchanges $100 
million for some amount of goods, an amount that is clearly 
worth more (to the American purchasers) than $100 million. 
Similarly, Japan does not "gain" $100 million from the trade-­
it gains $100 million minus the value of the goods to itself. 
Both parties gain, or else they would not trade. A cash 
trade "deficit" usually turns out to be a wealth surplus, 
since the dollars we give up are more than offset by the 
goods we get in return. 

On the microeconomic level, when a Japanese chipmaker 
sells chips to an American chip user (typically a computer 
manufacturer), the American clearly gains by getting a better 
deal than he otherwise could; cessation of international 
trade would certainly hurt the American computer maker a 
great deal, since it would drive up its costs and thus its 
product prices, and drive down profits. One third of the 
total production cost of a microcomputer is in the chips.[5] 

This is why it is useless to speak of which trading 
partner has the most to gain from trade and which has the 
most to lose. Japan's gains and the U.S. gains are hard to 
compare, since they are largely subjective, reflecting the 
value that each places on the goods that were sold; suffice 
it to say that both sides gain, and gain rather handsomely 
indeed. 

In fact, it appears that in the short term, chip consumers 
may gain more than chip producers. Chip producers--American 
as well as Japanese--have been having an unprofitable streak 
recently, suffering hefty losses while their customers have 
been raking in the benefits in low prices. Although this is 
unlikely to remain a long-term trend (economics teaches us 
that people rarely sell things at a loss for long), these 
days our cash trade "deficit'' in the chip trade might actually 
mean a "surplus" in the total amount of wealth being exchanged. 
This is important because it is tempting--and, to some parties, 
profitable--to label the current trade situation as a case 
of "Us vs. Them," with "us" being the United States (the 
good guys) and "them" being Japan (the bad guys). The trouble 
with this idea, though, is that at least some of "us"--the 
chip consumers--benefit as much as "they" do from low Japanese 
chip prices. The real losers are American chipmakers, who 
are seeing themselves being undercut by Japanese competition. 
Japanese competition is not "bad for America"; it is bad for 
some Americans and good for others. 
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"Unfair" Competition 

Naturally, U.S. chipmakers are not willing to simply 
complain that the Japanese outcompete them. The American 
public has little patience for companies that are failing 
just because they cannot do as good a job as the next guy. 
In fact, the Semiconductor Industry Association's 1983 report 
concentrated on several specific allegations of "unfair" 
competition: 

* Dumping. The Japanese are said to sell their chips 
at below cost to the United States, thus forcing American 
chip manufacturers to take similar losses just to stay even. 

* Government Targeting. The Japanese have the benefit 
of government subsidies (from the infamous Ministry of Interna­
tional Trade and Industry, or MITI) which American chipmakers 
do not receive, so the game is not being played on a "level 
playing field." 

* Import Restraints. While the Japanese merrily export 
chips (and other things) to the open U.S. market, they stub­
bornly refuse to let American exporters return the favor. 

The great thing about being in favor of fairness is 
that it is, by definition, so hard to oppose. When a presi­
dential candidate campaigns on a platform of fair trade, how 
could anybody disagree with him? What would be the alterna­
tive, "unfair trade"? 

Still, before launching a crusade for fair international 
trade, we must ask ourselves a few key questions: 

* Are the trade policies in question really unfair? 

* Do these trade policies contribute substantially to 
the American producers' woes? 

* Even if these trade policies are unfair, could we not 
profit from them? 

* If we find that we do want to do something about Japan­
ese trade policies (whether or not they are fair), will our 
planned actions actually bring about the desired results? 

The answers to these questions are by no means obvious. 
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Dumping 

The dumping issue has surfaced with a vengeance in the 
U.S.-Japanese "voluntary" Semiconductor Trade Agreement of 
August 1986. Prior to the agreement, U.S. authorities had 
declared the Japanese guilty of selling chips below cost, 
with the intent of driving American competitors out of the 
market and then recouping their losses using their "unfairly 
won" market share. In response, Japan agreed to a "worldwide 
minimum price for Japanese chips determined by the U.S. govern­
ment.11[6] Note the adjective "worldwide"--Japanese exports 
to other countries, such as Europe, South Korea, etc. would 
be controlled by this agreement just as surely as exports to 
the United States. 

Now, let us defer for a moment the allegation that dumping 
is "unfair"--we will get to it shortly. Is Japan's sale of 
chips below cost to American firms actually harmful to American 
interests? The mercantilist would, of course, say yes. 
Mercantilists consider any successful competition by a foreign 
producer to be harmful. If the foreign producer happens to 
be unrestrained by considerations of cost, that just makes 
it all the more likely that the producer can compete success­
fully. 

The trouble with the mercantilist view is that it con­
siders only the interests of the American chip producer. 
The American chip consumer, on the other hand, is more than 
glad to buy chips for less than they cost to make. Just as 
any low-priced competition is bad for the producer (whether 
it is "fair" or "unfair"), so it is good for the consumer. 
An American computer manufacturer does not really care how 
much it costs the Japanese to produce a silicon wafer; he 
has his own competitors to worry about, and he will profit 
from any price decrease in his product's components, whatever 
its origin. 

From a macroeconomic point of view, the situation looks 
even better. Suppose that the Japanese are selling the United 
States $100 million of chips that cost them $125 million to 
make. Presumably, to the American chip consumers, the chips 
are worth $150 million (or some amount greater than $100 
million, or else they would not be buying them). In terms 
of net change in wealth--factoring in both cash and product 
value--Americans gained $50 million and the Japanese actually 
lost $25 million. Both American gains and Japanese losses 
are greater than what they would be if no dumping took place. 
Admittedly, this is a crude model, but seemingly the only 
reasonable one--how can the Japanese (or anyone, for that 
matter) at all profit from selling a product below cost? 
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But, the anti-dumping argument goes, the consumer benefits 
from foreign dumping are only short-term, to be followed by 
long-term disadvantages caused by dumping's destruction of 
the domestic competition. Dumping, it is said, is actually 
"predatory pricing," in which dumpers sell products at arti­
ficially low prices, drive the competition out of business, 
and then take advantage of their monopoly position to recoup 
their losses by charging exorbitant rates. Certainly, if 
this were true, we might well be justified in forgoing the 
short-term advantages of dumping in order to avoid the long­
term harm from the imminent monopoly. 

But this just is not true. Predatory pricing is a theore­
tical bugaboo with no real possibility of practical manifes­
tation. It requires more than just an establishment of a 
monopoly (which is itself a hard proposition, considering 
the losses a firm has to incur to get it)--it requires reten­
tion of the monopoly even after prices are raised. 

Once the Japanese manufacturers, at great cost to their 
pocketbooks, destroy the American chipmakers and start charging 
monopolistic prices, what is to prevent a would-be competitor 
from undercutting them? Certainly there are entry costs, 
but they may be more easily borne by the would-be competitor 
than the dumping costs incurred by the would-be monopolist. 
Furthermore, there are plenty of "captive producers" in the 
domestic market who produce chips but simply do not choose 
to sell them to others;[?] if someone tries to charge monopoly 
prices, the captive producers can easily jump into the fray 
with little start-up costs. (Western Electric, for example, 
tried to use its "captive" chipmaking ability to sell to the 
commercial market in 1983--an arguably bad time to do this.[8]) 

But, finally, let us even assume that not a single chip­
maker or would-be chipmaker remains on American shores. It 
is a capital error to assume that the Japanese are somehow 
the monolithic Japan, Inc., able to monopolize anything in 
every way. Even the Defense Science Board report, while main­
taining that Japanese chipmakers often cooperate in R&D, 
acknowledges that "in the application of resulting technology 
to products [chips), the [Japanese) companies compete fierce­
ly."[9] To really profit from predatory pricing, the fiercely 
competing Japanese companies would have to organize a cartel 
to keep prices artificially high. But the only people guilty 
of even contemplating any sort of semiconductor industry 
cartel these days are the American chipmakers and the American 
government. 

If the Japanese are not dumping for predatory pricing's 
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sake, why are they dumping at all? There must be some reason 
for anything as silly as selling something below cost. 

There is indeed a reason, and it is hardly as sinister 
as the protectionists would have us believe. According to 
one observer, "Japanese companies were accused of selling 
below what the anti-dumping laws call 'fair market value,'" 
which is based on "average rather than marginal costs."[10] 
Say that company A spends $100 million to build a plant and 
another $100 million on R&D for the basic chip design. It 
then produces 50 million chips a year, each costing $1 to 
make (raw materials, labor, etc.). What is the cost to be 
used for fair market value calculations? If the initial 
investments are depreciated over 5 years, it would cost $90 
million ((100+100)/5+50} per year to produce 50 million chips, 
an average cost of $1.80 each. 

Unfortunately, though company A may have definitively 
calculated the "fair market value" of a chip at $1.80, it 
may have a hard time getting the market to agree. Prices 
are, of course, determined not just by the supply curve but 
also by the demand curve; if the customers are not willing 
to pay more than $1.25 for each chip, the company will be 
hard put to make them pay more (unless, of course, it can 
get the government to enforce a Semiconductor Trade Agreement). 

What is more, there is nothing unfair or unreasonable 
about selling each chip for $1.25. The firm still makes a 
profit of $.25 on each chip sold, because it only costs $1 
to produce that chip. It may take more time to recoup the 
original investment this way, but as long as the price is 
higher than the marginal cost, it is a sound business decision 
to keep selling. (Prices below average cost might call into 
question the soundness of the original decision to get into 
the business in the first place, but it is too late to do 
anything about that once the fixed costs have been paid.) 

Other perfectly good reasons can be supplied for selling 
chips at below what one might think to be the "cost." Boom­
bust conditions, endemic in the industry, drive prices down 
below average cost;(ll] chip obsolescence, which happens 
every few years, does the same. Another reason for below­
cost sales is to liquidate large surpluses--products that 
are already on the shelf and that must be gotten rid of at 
any price, even below marginal cost.[12] 

The bottom line is that "dumping" is just a pejorative 
name for a variety of perfectly sound, fair business practices 
that are beneficial to American consumers. 
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Japanese Governmental Subsidies 

A more serious fairness issue that has been raised by 
critics is that the Japanese chip producers supposedly enjoy 
governmental subsidies that U.S. chipmakers do not have. 
Therefore, U.S. chipmakers cannot possibly compete without 
matching subsidies of their own, whether they be direct pay­
ments or some sort of artificial price supports. 

One would not want to argue that the Japanese subsidies 
were a good thing. In fact, one of the troubles with subsidies 
is that they tend to reproduce at an amazing rate, with each 
nation creating subsidies to offset other nations' subsidies 
and each industry demanding subsidies of its own whenever it 
is seen that the government is willing to subsidize some other 
industry. 

However, the questions we must ask are (1) What exactly 
has the scope of Japanese subsidies been? and (2) Are Japanese 
governmental subsidies really bad for America? 

In the recent debate over protectionism and industrial 
policy, the name of Japan's Ministry of International Trade 
and Industry (MITI) has acquired an almost mythical status. 
Both industrial policy advocates and protectionists have 
sought to explain much of Japan's economic success as a result 
of MITI's intervention--the former to justify a comparable 
American industrial policy and the latter to justify American 
retaliation in the name of ''fairness." 

The facts, however, do not justify this point of view. 
According to David Henderson, former senior staff economist 
with the president's Council of Economic Advisers, "The idea 
that central planning is responsible for Japan's success is 
a myth. MITI has made no contribution to many of Japan's 
biggest industrial successes."[13] 

In fact, in the late 1970s, only 28 percent of Japanese 
R&D expenditures (including defense) was paid for by the 
Japanese government; at the same time, 48 percent of U.S. R&D 
was government-funded.[14] In the computer industry, Japan 
spent $127 million in the 1976-82 period while the United 
States spent $279 million in the shorter 1978-82 period. 
The Japan Development Bank's low-interest loans to the elec­
tronic machinery industry in 1982 were equivalent to less 
than 0.5 percent of the total plant investment by the in­
dustry.[15] The Semiconductor Industry Association's report 
indicates that in 1978 (the last year for which it provides 
figures), MITI's semiconductor industry subsidies were $45.7 
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million--but equipping a single production facility can cost 
up to $75 million.[16] 

Note that the Defense Science Board's report recommends 
that the Department of Defense (DOD) spend $400 million per 
year to stimulate the U.S. semiconductor industry.[17] Accord­
ing to one study, "When American negotiators complain of the 
Japanese joint research ventures in electronics, the Japanese 
quickly point to the Defense Department's VHSIC (Very High 
Speed Integrated Circuit) program. Even the production equip­
ment developed for thi~ program will not be permitted to be 
sold abroad .... We claim that the purpose of such defense 
programs is not commercial development. Whatever their pur­
poses, our trade partners retort, these policies have commer­
cial consequences and must be considered when negotiating."[18] 
The very existence of the vast U.S. defense establishment 
(much bigger than Japan's) guarantees that much high-technology 
research would be subsidized by the DOD. Our slate is hardly 
clean in the area of government subsidies, especially when 
one considers how small MITI's and the Japan Development 
Bank's aid to Japan's semiconductor industry has really been. 

In fact, whatever subsidies the Japanese government has 
provided in the past have had hardly the effect that the 
protectionists and the subsidy enthusiasts claim. It is 
certainly not clear that the subsidies actually helped Japan's 
economy; in fact, the evidence points to the contrary. 

If the Japanese government chooses to give, say, $100 
million to the Japanese semiconductor industry, there is no 
doubt that the industry will be helped. By using that $100 
million to pay for what would otherwise be $300 million of 
semiconductors, the industry can now profitably sell them 
for, say, $250 million (while at the same time, even equally 
productive American competitors would have to charge $350 
million to make the same profit). 

We may concede that American chipmakers will not like 
this state of affairs (just as they would not like it if the 
Japanese managed to sell chips for $250 million without any 
government help). However, the buyers naturally have an 
entirely different opinion. The $100 million Japanese govern­
ment subsidy actually goes directly into the American chip 
buyers' pockets. Without the subsidy, the American buyers 
would have had to pay $350 million. With the subsidy, they 
only have to pay $250 million. The Japanese manufacturers 
still make the same $50 million profit, with the Japanese 
taxpayer footing the bill--and there are more American com­
panies buying computer chips than making them. 
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On a macroeconomic level, the picture with subsidies is 
the same as with dumping. Americans acquired $350 million 
of wealth for $250 million cash; the Japanese acquired $250 
million cash but had to give up goods that cost them $300 
million to produce. It appears that the United States is 
the real beneficiary here, not Japan; in fact, if these are 
the real terms of our trade, then the answer to Secretary 
Baldrige's question--"who has the most to lose" from a cutoff 
of trade?--is emphatically the United States. 

Government subsidies are not a good idea, either for 
the Japanese or the Americans. Though they do indeed help 
those being subsidized (which includes both Japanese producers 
and American consumers), they are economically foolish for 
the subsidizing government and are cruelly unfair to those 
trying to compete on their own. 

However, in our quest for "fairness" we should neither 
overestimate the level of Japan's subsidies (which is rela­
tively small) nor ignore the money that the U.S. government 
is pouring into the American semiconductor industry through 
lucrative defense contracts (many of which cannot even be 
bid on by foreigners). Neither should we ignore practical 
political considerations. What subsidies the Japanese govern­
ment does provide are--like all subsidies--politically en­
trenched and thus very difficult to remove. Imagine for a 
moment that a foreign competitor demanded that the U.S. govern­
ment stop subsidizing its farmers. The U.S. government, 
American consumers, and foreign competitors would all benefit 
from abolition of subsidies, but the chances of this are 
slim. In fact, if we impose our own subsidies to "counteract" 
Japanese subsidies, we will surely have as hard a time removing 
them as we would convincing the Japanese to remove theirs. 

Japanese Import Restraints 

One other thing that the Japanese have been accused of 
doing is shutting their markets to American exporters. To 
the extent that the Japanese do this--and they do--their 
protectionism is every bit as counterproductive as that which 
is now being proposed for the United States. However, the 
key questions are, first, whether there really are import 
restraints in the semiconductor industry, and, second, how 
large a role they play in the troubles of U.S. chipmakers. 

The Semiconductor Industry Association's 1983 report 
discusses alleged Japanese import restraints as well as Japan­
ese government subsidies. One of its recommendations, in 
fact, is that 



the U.S. government should insist that U.S. 
semiconductor firms receive commercial oppor­
tunities in Japan that are fully equivalent 
to those enjoyed by Japanese firms ... U.S. 
firms must receive real, not "cosmetic" mar­
ket access, reflected in significantly great­
er participation by U.S. firms in the Japan­
ese market. This will require an affirmative 
action program to normalize competition in 
Japan. The Japanese government should estab­
lish programs to see that this result is 
achieved. (Emphasis added) [19] 
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However, while the report produces evidence that U.S. semi­
conductor firms do not have a large market share in Japan, 
it offers no evidence that this is caused by Japanese govern­
ment restrictions on imports. Consider the report's limp 
analysis: 

[T]his low share [12 percent of the market], 
coupled with Japan's history of import re­
strictions, suggests that barriers to sales 
of foreign semiconductors remain.[20] 

Neither the SIA report nor any subsequent publications 
have documented substantive import barriers, i.e. real, govern­
ment-enforced barriers, rather than individual preferences 
(however irrational) on the part of Japanese consumers. 
Furthermore, the measures proposed by the report are futile 
almost to the point of being dangerous. The "affirmative 
action program" recommended by the report--and then echoed 
in the 1986 Semiconductor Trade Agreement, which "called for 
... U.S. chip makers to get more than their current 10 
percent share in the Japanese market"[21]--is not something 
that is easily forced on a sovereign ally. How exactly do 
we force Japanese chip purchasers--not "Japan," but private 
citizens, free to buy what they please--to buy American chips 
simply in order to boost American companies' market share? 
This "affirmative action'' is one of the most irrational eco­
nomic policy proposals imaginable. It requires massive govern­
ment interference in corporate purchasing decisions and guaran­
tees sales to firms that have been unable to earn them; all 
in all, a very poor incentive system. 

In fact, there are a lot of good reasons why in a market 
free from government import restraints American producers 
might fail to make headway. First, even discounting transpor­
tation costs, salesmanship does not travel well. Obviously, 
a Japanese salesman will do better at selling to Japanese 
just because he knows the market better (incidentally, the 
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years of American trade superiority have undoubtedly taught 
the Japanese salesman to know even the American market better 
than Americans know the Japanese). Second, many Japanese 
companies consume more of their own chips than do most American 
"merchant suppliers."(22] Finally, there is, no doubt, some 
simple chauvinism at work. But considering the recent campaign 
in the United States to "Buy American"--a campaign supported 
by state and federal legislation, not just private bias--can 
we really be outraged? And, even if we are, what can the 
Japanese government do about it? 

What is more--and perhaps the most injurious thing to 
American pride--there does not even seem to be a very good 
reason for the Japanese government to restrict American DRAM 
and EPROM imports. The U.S. government certainly does not 
restrict Ame~ican chip sales, and still the Japanese seem to 
be able to outcompete American firms in the United States 
itself. This being the case, it seems pretty obvious why 
U.S. chip manufacturers have only a 10 percent market share 
in Japan and why it is quite unlikely that they will ever 
get anything higher, at least until they can compete better 
in their home market. In other words, in those areas where 
American chipmakers hurt most--and where calls for trade 
reform are loudest--opening up the Japanese market (if it is 
indeed closed) will help least. 

To summarize the issue of Japanese import restrictions: 
(1) where they exist, they are undoubtedly bad, and should 
be abolished forthwith; (2) they do not seem to exist in 
the semiconductor industry; and (3) even if they did, they 
would not be very relevant as long as American chipmakers 
cannot even compete in their home market. 

Semiconductors and National Security 

The preceding discussion has been strictly concerned 
with economic issues, concentrating on the pocketbooks of 
chip consumers and chip producers more than anything else. 
National security, however, is a horse of a different color. 
Few would argue that for the sake of lower chip costs we 
should endanger American security. If American defense re­
quires American-built chips, there is no doubt that American 
industry should be protected at all costs. 

In February 1987, the DOD's Defense Science Board released 
its ominously titled "Report of the Defense Science Board 
Task Force on Defense Semiconductor Dependency." Its con­
clusions were "that a direct threat to the technological 
superiority deemed essential to U.S. defense systems exists" 
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and that "U.S. defense will soon depend on foreign sources 
for state-of-the-art technology in semiconductors," considered 
by the board to be "an unacceptable situation" (emphasis in 
original). [23] 

To avoid this "unacceptable situation," the Board recom­
mended a vast DOD- and industry-funded research program, 
focusing on the establishment of a Semiconductor Manufacturing 
Technology Institute (costing the taxpayers a projected $1 
billion over 5 years) plus various other spending in universi­
ties, the DOD, and industry (amounting to an extra $160 to 
$350 million per year) .[24] 

Conspicuous by its absence from the report was any recom­
mendation of import restrictions, whether tariffs or anti­
dumping agreements. Although governmental support of Japanese 
industry, "allegedly explicit and implicit trade barriers," 
and dumping were all mentioned as possible causes of Japanese 
leadership, they were largely discounted. According to the 
report, "changes in these policies by themselves will not 
solve the problems that beset the U.S. semiconductor indus­
try."[25] 

The report's refusal to recommend import restrictions, 
however, is the only reasonable thing about it. In its main 
thrust--that Japanese leadership in the DRAM and ROM sectors 
of the semiconductor industry somehow threatens American 
national security--the report is an utter failure. In fact, 
none of the 100-odd pages of evidence that it presents actually 
support this position. 

The key point that the report seeks to make is not that 
the U.S. defense industry uses semiconductors extensively--
in this day and age of high technology, that much is beyond 
doubt--but that domestic production is somehow inherently 
superior to foreign production in meeting the needs of the 
defense industry. In other words, if we can build our missiles 
and fighter planes equally well with Japanese chips as with 
American chips--a plausible assumption, since the laws of 
physics and electronics work equally well for Japanese and 
Americans--then there is no reason why we should prefer more 
expensive American goods to cheaper, more efficient foreign 
goods. In fact, the report admits as much: 

Finding 2.6. Acquisition of specific devices 
or materials for foreign sources for defense 
applications is not a critical problem as 
long as the U.S. has the knowledge and re­
sources to substitute domestic sources in a 
timely fashion should the supply of foreign 
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products and technology be interrupted. How­
ever, this substitution is possible only if 
it can in fact be accomplished within the 
time available and does not impoverish U.S. 
capabilities in other important areas.[26] 

Readers will search in vain for any evidence that substi­
tution of domestic production for interrupted foreign produc­
tion cannot be reasonably accomplished; the report certainly 
produces no such evidence. In fact, not only are chips a 
manufactured good (unlike oil and strategic metals), which 
can be produced by anybody who has the knowledge, but there 
is also plenty of American industrial capacity (and expertise) 
that can be easily converted to producing DRAMs and ROMs. 

Remember, the leadership that the Japanese have is mostly 
in production of mass-market general-purpose memory chips. 
For economic purposes, we may draw distinctions between the 
"merchant" production that the Japanese have a lead in and 
the "captive" production by domestic companies such as AT&T 
and IBM for internal use; however, the fundamentals of chip 
production and design are the same in both cases. In time 
of war, AT&T and IBM can certainly be convinced to sell their 
chips to others; it is just that in time of peace, they choose 
not to for economic reasons. 

Not finding any direct evidence that interruption of 
foreign supplies will not be easily remediable when it occurs , 
the report had to grasp for more tenuous straws such as "tech­
nological leadership." The issue of leadership centers on 
the premise that if we "lose" DRAM and ROM manufacturing to 
the Japanese, we will lose not only that particular segment, 
but also many (if not all) other portions of the electronics 
industry. Figure 1, taken from the Defense Science Board's 
Report, makes this point and relates it to national security. 
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Figure 1 
Summary of the Basic Findings of the Defense Science Board 
Task Force 

U.S. military forces depend heavily on technological superi­
ority to win. 

Electronics is the technology that can be leveraged most 
highly. 

Semiconductors are the key to leadership in electronics . .. 
Competitive high-volume production is the key to leadership 
in semiconductors. .. 
High-volume production is supported by the commercial market . .. 
Leadership in commercial volume production is being lost . .. 
Semiconductor technology leadership will soon reside abroad. 

This argument, like all good fallacious arguments, is 
90 percent correct. It is true that U.S. military forces 
depend on technological superiority; it is true that competi­
tive high-volume production is the key to leadership in mer­
chant DRAM and ROM production; it is true that merchant DRAM 
and ROM production leadership is already residing abroad. 
What are questionable are two key points: (1) that merchant 
DRAM and ROM leadership is equivalent to semiconductor tech­
nology leadership, and (2) that "semiconductors are the key 
to leadership in electronics." 

On the surface this seems like a pretty good record 
(only two errors out of seven assertions and six implications). 
Unfortunately, these are fatal errors, and betray either a 
misunderstanding of (or a desire to mislead about) the way 
computers and the computer industry work. 

A computer system consists of two distinct parts: the 
software, the programs that tell the machine what to do; and 
the hardware, the pieces of electronic equipment that actually 
execute the instructions provided by the software. It is 
easy to overemphasize the importance of hardware, because 
it is "real"--it can be seen, touched, weighed, and mea­
sured--whereas software is merely a set of electronic encod­
ings, bits that are turned on or off. However, software costs 
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have risen from 20 percent of the total cost of a computer 
system in the mid-1960s to 80 percent of the total system 
cost by the mid-1980s. When a cruise missile looks down on 
a piece of terrain and decides whether or not it should drop 
a bomb on it, only a small fraction of the work is done by 
the hardware (the cameras, the chips, the detonation devices, 
etc). The majority of the image recognition and analysis is 
done by the software. 

Hardware itself can be divided into two components: semi­
conductors and everything else. "Everything else" includes 
disks, disk drives, tape drives, terminals, and printers. 
While semiconductors can legitimately be called the "smarts" 
of hardware, they are by no means the only component. A 
personal computer certainly would not do much if it were 
made of semiconductors alone. 

Finally, semiconductors themselves fall into two cate­
gories: memory chips and logic chips. Memory chips, such as 
the DRAMs and ROMs, are the subject of today's protectionism 
debates. They allow the computer to store and access data. 
Of all the functions of the computer, they implement two: 
"remember a piece of information" and "recall a piece of 
information." Logic chips implement all the other functions 
of the computer. The Motorola 68000, the 8080, 6502, Z80, 
etc. (just to name a few of the more widely known ones) are 
all logic chips and can truly be considered the smarts of 
the computer, or at least of the hardware side. 

The key factor in logic chips is not cost but design; 
both the speed of operation and the ease of programming of 
the computer are largely determined by the quality of the 
logic chip design. To its credit, the Defense Science Board's 
report admits that the United States still has a lead in 
"design-intensive custom logic and microprocessors,"[27] 
though it claims that the U.S. lead is being reduced by Japan­
ese advances. No evidence for this decline is presented 
beyond Table 1 of the report, which merely states that the 
United States has a lead that is perceived to be declining.[28] 
Furthermore, the major recommendations of the report emphasize 
subsidies of memory chip manufacturing, not logic chip design. 

There is no doubt that all of the above-mentioned compo­
nents--software, non-semiconductor hardware, logic chips, 
and memory chips--are necessary for any computer system; no 
computer system will run without all four ingredients. How­
ever, the "leadership" argument states that memory chips are 
not just necessary but are vital to continuing superiority 
in all (or most) of the other fields. 
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This is simply wrong. The place of memory chips in the 
computer industry is well defined--they store and retrieve 
data. The Japanese may make them cheaper; the trend in today's 
technology is to make them more compact; with luck, they can 
even be made faster (a substantial consideration for today's 
computers). They will not, however, be made smarter; it 
takes logic chip advances and, especially, software advances, 
to add new smarts to computer systems. When the Defense 
Science Board's report says that "electronics is the technology 
that can be leveraged most highly,"[29] the technological 
advances that provide the leverage will come mostly from 
logic chips and software. 

Memory chip production has become a manufacturing issue, 
not a design issue. As one observer points out, "A company's 
competitive position in the production of memory chips depends 
primarily on its manufacturing capabilities, whereas its 
competitive position in logic chips depends more on its design 
and engineering skills."[30] Perhaps in automobile and steel 
production--mature industries where the basic design has 
been long settled--manufacturing capability is indeed the 
key to leadership. In the computer industry, however, it is 
design advances in fields such as artificial intelligence, 
software engineering (to maximize software quality and minimize 
maintenance costs), and execution speed (partially a memory 
speed issue but mostly a logic chip and especially software 
issue) that are important. 

What we have here is a crude sort of "Not Invented Here" 
syndrome, an attitude that "we can only make a good computer 
if we make every single one of its components." The Defense 
Science Board's chapter on "Effects on Downstream Industries" 
(where "downstream industries are those which use the products 
of the semiconductor industry," presumably including computer 
makers and defense contractors) puts it bluntly: 

A strong domestic semiconductor industry is a 
prerequisite to a strong position in these 
downstream industries since the ability to 
perform competitive services and sell com­
petitive products depends upon access to 
the most advanced semiconductor devices.[31] 

As any good entrepreneur will tell you, any company 
that tries to do everything itself will lose to one that 
buys its expertise from those most competent to provide it. 
IBM bought the operating system for its wildly successful 
IBM PC from Microsoft, Inc.; Apple bought the logic chips 
for its MacIntosh from Motorola. Neither sacrificed "tech­
nological leadership"; in fact, they enhanced their leadership 
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by focusing on those areas that they are best at. Economists 
know this as Ricardo's "comparative advantage"; businessmen 
know it as just plain good business. 

Other findings of the report are as suspect as the ''inter­
rupted foreign supply" issue and the "technology leadership" 
issue. A very interesting one is Finding 2.7: 

Even more critical is the possible movement of 
electronic device and system capabilities to 
overseas locations from which the Soviet Union 
can readily access the technology. In that 
case, the U.S. could lose the considerable 
margin of advantage it holds over the U.S.S.R. 
in this critical area of technology--and upon 
which it relies to offset quantitative mili­
tary disadvantages.[32] 

In other words, it is not enough that the United States produce 
all of its own semiconductors--Japan must not be allowed to 
produce any. Production and design capabilities do not "move"; 
they replicate. Even if the United States regains a competi­
tive advantage over Japan, Japan will still have its own, 
constantly improving, semiconductor industry, every bit as 
accessible (or inaccessible) to the Soviet Union as it is 
now. The only possible solution to the concern of Finding 
2.7 is a preemptive strike against all foreign producers of 
semiconductors. Only by making sure that nobody except the 
United States can make semiconductors can we prevent the 
Soviets from stealing the technology. 

Where the findings of the report vary from the implausible 
and unproven (that interruption of foreign semiconductor 
supplies will damage the United States in case of war or 
mobilization) to the implausible and vague (that some sort 
of ''leadership" is being lost in the entire computer industry 
because of uncompetitiveness in memory chips) to the irremedi­
able and downright silly (that any foreign production is a 
risk to the United States because the Soviets might steal 
it), the report's recommendations are almost innocuous: 

1. "Support the establishment of a Semicon­
ductor Manufacturing Technology Insti­
tute which would develop, demonstrate, 
and advance the technology base."[33] 
Projected cost: $250 million from in­
dustry, plus $200 million per year over 
five years from the DOD. "The principal 
and most crucial recommendation of the 
Task Force is that an Institute be 



established by a consortium of U.S. 
firms ... to jointly advance the 
state-of-the-art in generic semicon­
ductor manufacturing technology. An 
appropriate objective would be the 
development of the manufacturing tech­
nology needed for the 64 megabit DRAM." 
[Emphasis in original.][34] 

2. "Establish at Eight Universities Centers 
of Excellence for Semiconductor Science 
and Engineering."[35] Projected cost: 
$50 million per year from the DOD. 

3. "Increase DOD spending for research 
and development in semiconductor mate­
rials, devices, and manufacturing in­
frastructure."[36] Projected cost: 
$60 million in the first year, rising 
to $250 million in the fourth and final 
year (paid by the DOD). 

4. "Provide a source of discretionary 
funds to the DOD's semiconductor sup­
pliers to underpin a healthy industrial 
research and development program."[37] 
Projected cost: $50 million per year 
(paid by the DOD). 

5. "Establish under the DOD a Government/ 
Industry/University forum for semicon­
ductors."[38] Projected cost: $200,000 
per year (paid by the DOD). 
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After all the problems elucidated by the report, the 
recommendations seem almost a relief: only $2 billion of 
taxpayer money over five years--small change to the DOD, 
smaller yet to the federal government. 

Ignore for a moment that the ostensible reason for this 
funding--the bugaboo of "dependency on foreign supplies"-­
appears to be fictional. It is admitted that one of the 
reasons that Japan is doing better than the United ·states in 
memory chip manufacture is more R&D expenditure (according 
to the report, 13 percent sales vs. 10 percent in 1970-85) .[39] 
So, the report suggests, pump in some R&D money. Even if 
the subsidy is not vital for national security, it might 
help a slumping industry, and besides, it won't really hurt 
anything. 
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But $2 billion invested in such research is $2 billion 
not invested in something else--perhaps something more profit­
able for investors and for the nation. As one analysis states 
the problem, "The government directly funds some 775 research 
laboratories across the country, employing some 80,000 people 
(about one-sixth of the nation's scientists and engineers) 
and gobbling up about half of the annual $123 billion that 
goes to pure and applied research nationwide .... But the 
work they do ... does almost nothing for the country's 
broader economic competitiveness. Since the 1950s, only 
5% of the government's 28,000 patented inventions have been 
licensed for commercial use."[40] 

There are several good reasons for this condition. For 
one, government-funded bodies, lacking a profit incentive, 
are plagued with vast economic inefficiencies (witness the 
Pentagon's penchant for $600 toilet seats) and thus provide 
far less bang for the investment buck. The government, by 
monopolizing half the national research budget and one-sixth 
of the nation's scientists, is consigning both of these valu­
able resources to a much less economically productive life 
than they would otherwise lead. 

Second, the investment decisions themselves, being made 
for fundamentally noneconomic reasons, often ignore economic 
realities and subsidize the impractical or unprofitable. 
The Defense Science Board's report says that "The principal 
policy difference [between Japanese and American subsidies] 
is ... that Japan has elected to focus its subsidies on 
emerging, leading edge industries, whereas the U.S. has to a 
considerable degree elected to subsidize sunset indus­
tries."[41] This praise of MITI's business acumen is largely 
unwarranted. As Katsuro Sakoh writes, ''It seems clear that 
most of the funds disbursed by [Japanese] policy-implementation 
financing institutions are allocated by political or social 
considerations, rather than for consciously planned targeting 
of specific manufacturing industries."[42] In Japan, agricul­
ture, coal mining, and shipbuilding have received vast govern­
ment aid; automobiles and consumer electronics have gotten 
virtually none. Agriculture is now a massive budget drain, 
domestic coal production has decreased from 54 million metric 
tones in 1962 to 19 million metric tons in 1978, and ship­
building is operating at 35 percent of capacity; automobiles 
and consumer electronics are, of course, Japan's great success 
stories.[43] Even in Japan, the government-invested dollar 
(which goes where privately invested dollars fear to tread) 
provides an inadequate rate of return. 

Finally, note that nobody is better than the government 
at throwing good money after bad. What will happen when the 
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$2 billion runs out five years from now? Will American semi­
conductor companies be willing to dig into their own pockets 
to continue this high level of R&D investment? Or will they 
run to the DOD asking for another two or three billion dollars? 

All in all, it seems that the $2 billion that the DOD 
proposes to invest would be much better kept in the hands of 
the private sector, which is known for making generally sounder 
economic decisions than the government. By taking $2 billion 
out of the private sector's hands, the DOD may actually hurt 
American technological leadership by depriving other industries 
of funds that would have otherwise been invested in them. 
Five years from now, those industries will in turn be hurting, 
and the Defense Science Board will perhaps recommend govern­
mental subsidies for them too because for some mysterious 
reason these industries were not sufficiently funded in the 
past. 

Americans can sleep securely tonight, knowing that our 
alleged "dependency'' on Japanese semiconductors is unlikely 
to lose us world War III. Semiconductor manufacturers, how­
ever, cannot sleep securely, because they are in a bad spot 
profit-wise. Their predicament is quite likely caused by 
the low levels of R&D expenditure by American industry, and 
should perhaps be remedied by higher levels of R&D expenditure 
by American industry. Why the DOD should get involved in 
this is not clear; what is clear is that DOD involvement 
will not help the American economy as a whole. 

The Economic Costs of Protection 

An important question alluded to in the discussion above 
was this: even if we decide that something ought to be done 
about various Japanese trade practices (fair or unfair), 
what alternatives do we have? Can we make sure that our 
actions do not cause more harm than good? 

One of the points that the above arguments tried to 
establish is that dumping and Japanese government subsidies 
actually have highly desirable effects for American chip 
consumers and, perhaps, for American as a whole. On the 
other hand, there is no doubt that the effects on American 
producers are quite damaging and can lead to a variety of 
costs. One could readily claim that, although cheap chips 
are good for the United States, their advantages are more 
than offset by the dislocation and suffering caused by declines 
in native chipmaking industry. Certainly protection of Ameri­
can workers should also be given some weight. 
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Alas, protecting the American worker is easier said 
than done. According to a report on trade protection in the 
United States published by the Institute for International 
Economics (IIE), the costs of saving American jobs by protec­
tionism are literally staggering. Some 640,000 jobs were 
preserved in the U.S. textile industry by protectionist action 
in the years 1957-86.[44) Each job saved was estimated to 
cost the U.S. consumer from $22,000 to $42,000.[45] The 
recent spate of protection of the auto industry saved an 
estimated 55,000 jobs between 1981 and 1985, at a cost of 
$105,000 per job [46); in carbon steel production, protec­
tionism saved about 7,000 to 9,000 jobs between 1969 and 
1986, at a cost of $240,000 to $750,000 per job saved.[47) 
In fact, the lowest cost per job saved among the 31 cases 
studied by the IIE was in the fisheries industry, where 27,000 
jobs were saved at a cost of $21,000 each. 

These numbers may at first seem so high as to be implaus­
ible, but upon reflection they are actually quite logical. 
Restrictions on cheap imports coupled with the removal of 
competitive pressures on domestic producers will certainly 
raise prices dramatically. In fact, price increases are 
exactly what any producer wants, even if he pretends that he 
just wants to save workers' jobs. The only thing that is 
surprising is just how much of a price increase is seen for 
so little job savings. 

Self-defeating side effects are also not uncommon. 
According to the IIE study: 

An important factor in the difficulties of 
the textile industry during the 1950s was the 
protection benefiting United States cotton 
growers. This permitted foreign cotton tex­
tile manufacturers to obtain their raw mate­
rial at much lower prices than their United 
States competitors.[48] 

Is it so unlikely that, if American computermakers are 
not allowed to buy cheap foreign chips, they will soon be 
seeking protection because foreign computermakers can suc­
cessfully undercut them? 

The 1986 U.S.-Japanese Semiconductor Trade Agreement 

The 1986 Semiconductor Trade Agreement between Japan 
and the United States was actually implemented with price 
increases very much in mind. A worldwide minimum price for 
Japanese chips was established, allegedly to counteract Japan-
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ese "dumping" effects. According to the Wall street Journal, 
"Assigned prices for 256-kilobit D-rams, for example, ranged 
from about $3 to $7.50, compared with a $2.25 average price 
before the agreement."[49) 256-kilobit EPROMs that sold for 
$2.53 in Japan cost $3.95 in the United States. Before the 
agreement took effect, it was estimated that it would cost 
American consumers an estimated $568 million a year.(50) 

By early 1987, it was fairly clear that the Japanese 
were not meeting the terms of the agreement. The agreement 
called for: 

1. The Japanese government to prevent 
Japanese firms from selling chips 
either to U.S. companies or to anybody 
else (besides the Japanese themselves) 
at less than "fair market value"; and, 

2. The Japanese government to promote 
U.S. chip sales to Japan and ensure 
that U.S. firms' share of the market 
rose significantly above the 10 percent 
level; if needed, the Japanese govern­
ment would force Japanese companies 
to curtail their own production. 

In April 1987, with neither goal being met, the United States 
slapped a 100 percent punitive tariff on $300 million of 
Japanese consumer imports such as televisions, computers, 
and power tools.(51) 

Now, it is never a good thing when trade agreements--or 
any other kind of international agreement--are violated, 
even when they were bad agreements to start with. Unfortun­
ately, reality makes fools of us all, and this agreement was 
made seemingly in ignorance of certain economic and political 
realities. As Fortune magazine put it, "the agreement has 
produced every perverse effect a free-trader could imag­
ine."(52) 

Like any trade restriction, the semiconductor accord 
begat a flourishing "gray market." "Chip brokers" smuggled 
chips out of Japan to other Asian countries, plugged them 
into dummy circuit boards (chips wired into circuit boards 
are not covered by the agreement), and sold them to U.S. 
companies at 20 to 40 percent below the prices set by the 
agreement. "Suitcase brigades" would fly with suitcases 
full of chips to the United States, Hong Kong, South Korea, 
Taiwan, or Singapore, relying on the easy portability of the 
chips (tens of thousands, worth hundreds of thousands of 
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dollars, could fit into a bag) and lax customs checking (cus­
toms agents being loath to check every business traveler's 
suitcase). "'We aren't doing it deliberately', contends 
Tomihiro Matsumura, a senior vice president of NEC who heads 
the corporation's semiconductor group. It happens anyway, 
he says, because assigned prices in the U.S. 'go against the 
fundamental principles of business.' 'No matter what you 
do,' he explains, 'what is cheap is going to flow to where 
it's expensive. '"[53] 

The gray market, which would have arisen anyway because 
of the American shortage of cheap chips, was exacerbated by 
the corresponding Japanese glut. As U.S. demand for the 
now-overpriced Japanese chips fell drastically, the Japanese 
began to face a vast oversupply. "'Prices just cratered', 
says Wilfred Corrigan, the president of LSI Logic Corp., a 
Milpitas, California concern that makes chips in the United 
States and Japan. 'They had to do something with all those 
chips they could not sell over here. '"[54] 

Needless to say, with the glut caused by the first goal 
(stopping "dumping"), the second goal (increasing American 
market share in Japan) became virtually impossible to meet. 
If Americans had a hard time competing with preaccord prices 
in .Japan, they would have a much harder time competing with 
the lower postaccord prices. On the other hand, Japan's 
legitimate export business was further hurt by the extended 
waiting period that MITI imposed for export licenses in order 
to stop the gray marketeers. 

Squeezed by these restrictions, Japanese companies pushed 
even harder in markets not covered by agreements, and also 
moved to buy American companies. This did not sit well with 
American protectionists, either; for instance, Fujitsu's 
planned acquisition of Fairchild Semiconductor Corp. was 
vetoed by the Reagan Administration in March of 1987 for 
fear of "giving away precious technology" to foreigners.[55] 

In light of all this, it is not surprising that the 
Japanese--who only reluctantly accepted the agreement in the 
first place--should be equally reluctant to fully enforce 
it. Naturally, while Americans see the Japanese as the trade 
villains, the Japanese do not agree. Japan is beginning to 
have unemployment woes of its own, with some experts predicting 
6 percent unemployment rates in a country used to rates of 
less than 3 percent.[56] Now their export industries--financed 
to a large extent by high Japanese saving rates, representing 
the sacrifices of the Japanese consumer--are, in Japanese 
minds, being made to pay for their own efficiency. 
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The complaints that the United States makes about Japan 
can easily be reversed in the minds of the Japanese. The 
Americans say that the Japanese spend "too little" and save 
"too much"--but some of former prime minister Nakasone's 
Japanese critics argue that it is rather the Americans who 
save too little and spend too much.[57] Americans complain 
about Japanese willingness to take short-term losses in order 
to obtain higher market share (which is exactly what the 
allegations of "dumping" mean), but the Japanese can easily 
put the blame on the American companies so obsessed with the 
bottom line that they avoid necessary short-term sacrifices. 

Perhaps the worst aspect of the 1986 agreement is that 
it essentially requires the Japanese government to exercise 
dictatorial powers over its own citizens, a people as enamored 
of liberty as Americans are. As one observer has explained 
the demands placed on the Japanese government by the agreement, 

To increase the U.S. share of the Japanese 
memory chip market, the Japanese must some­
how compel private Japanese companies to 
purchase American products .... If it 
is to prevent dumping in either the United 
States or other markets by Japanese compan­
ies, the Japanese government must closely 
monitor exports by its computer firms and 
enforce strict price controls.[58] 

Note that if the agreement called merely for elimination 
of overt import tariffs, the Japanese government could do 
that by a simple unilateral action; if the agreement attempted 
to prevent dumping to the United States alone, the American 
government could simply intervene at the border. Instead, 
the agreement calls for far broader restrictions, which require 
the Japanese government to take steps to coerce Japanese 
companies to do what the Americans want. Recall the vast 
opposition that America's own "affirmative action" policies 
and price controls have met with; imagine what the Japanese 
must feel when a foreign government tries to require such 
intrusive controls of citizens' daily business lives. 

The U.S. government essentially strong-armed the Japanese 
into setting up a cartel, a cartel which was against the 
interest of American consumers, which was not practically 
enforceable by the Japanese government, and which, curiously 
enough, would have been criminal under U.S. antitrust law if 
two American producers had tried it. It is a well-known 
economic fact that people always break cartel agreements 
(witness OPEC) because cheating is so tempting, being to the 
benefit of both the cheating producer and the consumer. It 
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should hardly be surprising, then, that such a misguided 
trade agreement would inevitably fail; the laws of economics 
and politics are not easily overturned with a stroke of a 
pen. Rather than using the agreement's failure as an excuse 
to exacerbate trade tensions, perhaps we should instead learn 
from it the mischief that protectionism can cause. 

Conclusions 

Several conclusions may be drawn from the evidence assess­
ed here: 

1. Japanese "dumping"--a reasonable and 
proper business practice labeled "unfair" 
by rather specious reasoning--is actually 
a boon to American consumers of chips. 
American chip consumers, like all con­
sumers, love cheap products and use them 
to become more competitive themselves. 
American chip producers object to "dump­
ing" for an obvious reason: nobody likes 
competition, especially efficient com­
petition. 

2. Japanese government subsidies, while 
hardly something to be approved of, have 
in effect been subsidies to American 
consumers just as much as to Japanese 
producers. Subsidies always distort the 
international trade picture, but these 
subsidies have not been remarkably large 
(nor is the American slate clean here, 
considering the volume of U.S. high­
tech subsidized by the Defense Depart­
ment) . 

3. Import restrictions against the Ameri­
can chips in question are largely myth­
ical, hypothesized solely on America's 
low share of the Japanese market (a 
rather arrogant argument, implying that 
the Japanese can outcompete Americans 
only if they have import restrictions 
working in their favor). Import re­
strictions in other areas are present 
and should be removed; however, this 
is only likely to help those American 
industries that have proven able to 
compete well at home. 



4. Japanese superiority in DRAM and EPROM 
production hardly threatens U.S. na­
tional security, either directly (by 
threat of cut-off of strategically vi­
tal supplies) or indirectly (as a loss 
of some sort of "industrial leadership"). 
In fact, the best way to preserve Ameri­
can leadership in high technology as a 
whole is to ensure maximum supplies of 
the best and cheapest goods available, 
regardless of where they come from. 

5. Even if we wanted to protect our market 
against the Japanese, it would cost us 
truly vast amounts of money. Histori­
cally, trade restraints in various in­
dustries have cost tens of thousands 
of dollars per job saved; these costs, 
incidentally, may be a measure of just 
how much benefit American consumers 
derive from the absence of these re­
straints. 

6. It is hardly a surprise that the 
Japanese violated the Semiconductor 
Trade Agreement. Part of the agreement 
established a goal--increased American 
market presence--that was made virtu­
ally impossible to achieve by the other 
part, which drove down Japanese domestic 
chip prices. Both aspects (anti-"dump­
ing" and increased American market pres­
ence) called for the Japanese govern­
ment to impose controls on private 
Japanese citizens that few Americans 
would tolerate from their own govern­
ment. 

7. Finally, before we panic about our 
"loss of technological leadership," we 
must not automatically assume that what 
is good for the chipmakers is good for 
the United States. By modern standards, 
DRAMs and EPROMs are remarkably low-tech; 
in fact, it is their consumers--who would 
be most hurt by increased protectionism-­
that are on the true forefront of tech­
nological development. 
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As usual, good solutions are hard to come by. In the 
years after World War II, when all our would-be competitors 
were lying in ruins, the United States enjoyed an unprecedented 
period of superiority in a vast number of industries. Much 
as we would like to retain this superiority, it is easier 
said than done. Protecting American industries hurts America 
as well as foreign competitors; better solutions need to be 
found. Perhaps they lie in lower interest rates or higher 
savings rates; perhaps we have something to learn from the 
Japanese zaibatsus, which (in a manner quite offensive to 
American antitrust laws) unite many diverse companies in 
diverse industries into a stronger, more competitive whole. 

What seems clear is that a new round of protectionism 
and trade warfare will help no one, neither our competitors 
nor ourselves. 
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