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PREFACE

This Note examined the data from two surveys of identical products priced in the
Japanese and the U.S. markets. These surveys were conducted as part of the Structural
Impediments Initiative talks between the U.S. and Japanese governments. The price
comparisons are analyzed in the context of the economic concept of the Law of One Price and
of previous research on patterns of trade. The findings are relevant to questions regarding
the openness of the two markets.

This research was conducted as a joint product of the RAND Graduate School (RGS)
and the Center for U.S.-Japan Relations. Initial research was conducted as part of an RGS
tutorial entitled “Economic Relations with Japan.” Additional support for this research was
provided by the Center for U.S.-Japan Relations as part of the project “Fairness and Equity

in U.S.-Japan Business and Government Relations.”






SUMMARY

Price comparisons of goods sold in both the U.S. and Japanese markets have been
conducted because significant price differences between markets are assumed to be evidence
of barriers to trade. These price comparisons have consistently found that prices for a wide
range of goods are substantially higher in Japan than in the U.S. or other markets. A review
of the data from two recent price comparisons indicates that the price differences between
Japan and the United States are related to the country of origin of the firm manufacturing
the product. Prices of approximately one-quarter of the goods made by U.S. and European
firms in the surveys are similar or lower in Japan than in the United States, with the
remainder being higher in Japan. In contrast, about three-quarters of Japanese products
have similar or lower prices in the United States than in Japan,suggesting that some
mechanism leads to higher prices for foreign goods in the Japanese market but does not
affect Japanese domestic goods.

There is apparently a smaller price differential between the Japanese and U.S.
markets for products made by U.S. firms in Japan than for products made by U.S. firms in
the United States. The similar results of the 1989 and 1991 surveys also suggest that the
price differentials are persistent, although there is some evidence that the differentials are
declining. Finally, a breakdown of the data into particular product groups indicates that the
price differentials between the Japanese and U.S. markets exist in all product groups. Prices
for services, such as airline fares and express mail, appear to vary little between the two
markets.

One reason for the higher prices for foreign but not domestic goods in Japan is higher
costs of distribution for foreign products. The survey data provided some support for this
explanation, as products made by U.S. firms in Japan have a lower price differential between
the two markets than U.S. or European products that are exported to Japan. An alternative
explanation is that U.S. firms are exercising monopoly power in the Japanese market and
charging higher prices for their products. However, the wide range of goods in this survey
and the product-group comparisons cast doubt on this explanation. One explanation that can
be ruled out is that the prices differences are simply a result of the lagged reaction of prices
to exchange rate movements. Both surveys were conducted during periods of relative

exchange rate stability, and both showed similar results.
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1. INTRODUCTION

BACKGROUND

The deficit in the U.S.-Japan merchandise trade relationship has increased
dramatically during the 1980s, from $10 billion in 1980 to over $60 billion in 1986. Since
1986, the deficit has declined to approximately $50 billion per year. Economic analyses have
generally agreed that formal trade barriers in the Japanese market are not the most
important reason for the large bilateral trade deficit. Macroeconomic factors are generally
thought to be responsible.l However, many of these same analyses have established that
Japan’s level of imports of manufactured goods is lower than the levels of other developed
countries. This Note examines price comparisons, the most recent economic technique
enlisted in an analysis of Japan’s apparent low level of manufactured imports. Price
comparisons have been conducted because substantial price differences between markets are
assumed to be evidence of barriers to trade. Large price differences for foreign goods
between the Japanese and U.S. markets suggest that barriers to trade are responsible for the

low level of manufactured imports.

EXAMINING TRADE PATTERNS

As part of the attempts to reduce the formal barriers to trade in the last half century,
there have been several efforts designed to document the existence of formal barriers to
trade, such as tariffs and quotas. By these measures, Japan appears to be fairly open
compared with other developed nations.2 After the Tokyo Round of tariff reductions, the
average rate of duty for manufactured goods was estimated at 5.4 percent in the United
States and 4.9 percent in Japan.3 Since the efforts failed to document any more than this
low level of formal barriers, efforts were undertaken to estimate a level of implied protection
in the Japanese market based on the idea that there existed some invisible barriers to trade.*
Using a variety of methods, some authors found that Japan did have some implied level of
protection,® and others found no significant difference between the actual level of imports

and the “expected” level of imports.® In both cases, there is no strong theoretical basis for the

1See, for example, Bergsten and Cline, 1985.
2For example, see GATT Secretariat, 1980.
3Balassa and Balassa, 1984, p. 180.

4Cline, et al., 1978; or Deardorff and Stern, 1985.
5Balassa and Noland, 1988.

6Saxonhouse, 1983.
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calculations. Although Japan often appears as an outlier since its imports patterns differ
considerably from those of other advanced industrial countries,” there are several potential
explanations for these differences, only one of which is that Japan has some invisible barriers
to trade.8 To correct this lack of a theoretical basis, models based on either the factor
proportions? or intraindustry trade theoriesl® were developed or applied to this debate.
These efforts have contributed to our understanding of predictive models of trade, but they
have not answered the question of whether Japanese barriers to trade lead to the observed

pattern of imports of manufactured products.

PRICE COMPARISONS

The most recent method used in the effort to document Japan’s apparent lack of
manufactured imports has been price comparisons between the U.S. and Japanese
markets.11 The consistent finding has been that prices for a wide range of goods are
significantly higher in Japan than in the U.S. or other markets.12 While this indicates that
Japanese consumers are generally worse off than consumers in other countries, it does not
necessarily mean U.S. or other foreign producers are disadvantaged by some form of trade
barrier. If prices are uniformly higher in the Japanese market, all producers selling to
Japanese consumers are equally disadvantaged, including Japanese producers. The primary
implication of higher prices for all goods is that Japanese consumers are worse off than their
foreign counterparts.13

Two price comparisons have been conducted as part of the Structural Impediments
Initiative (SII) talks, taking account of the country of origin of the product. The analysis
indicates that the price differentials between J. apan and the United States differ according to
the country of origin of the product. Although the prices of U.S. and other third countries’

products are higher in Japan than in the United States, Japanese products are not more

TLincoln, 1990.

8Geographica1 distance from trading partners and labor quality are examples of competing
explanations.

9Leamer, 1984.

1°Lawrence, 1987.

1IMITI, 1989; Economic Planning Agency, 1989; U.S. Department of Commerce/MITI Price
Survey, 1989; and U.S.-Japan Price Survey, 1991.

12The interpretations of the price study are suggested by the headlines “U.S.-Japanese Survey
Shows Prices Higher There than Here,” Business America, Febrary 12, 1990; Paul Blustein, “Study
Says Prices are Higher in Japan than U.S.,” Washington Post, November 8, 1989; and Clyde
Farnsworth, “Consumers Pay Dearly in Japan,” New York Times, November 8, 1989.

13This type of finding could presumably lead to charges of dumping, since one of the conditions
is that prices for imported products in the United States are lower than prices for those same goods in
the producing country.
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expensive in Japan than in the United States. Findings of the price comparisons appear to
contradict the ideas of both reciprocal and national treatment. Reciprocal treatment requires
that foreign goods in Japan be treated the same as Japanese goods are treated in foreign
markets. That condition would be met if prices of Japanese products in the United States
were as high as prices of U.S. products in Japan. National treatment requires that foreign
goods in Japan be treated as domestic goods are treated in Japan. That condition would be
met if the prices of foreign goods in Japan were not significantly different from the prices of

domestic goods in Japan.

CAUSES OF THE PRICE DIFFERENTIALS
There are several potential causes for the observed pricing patterns, not all of which

reflect discriminatory treatment of foreign products. These include:

*  Unmeasured costs of distributing foreign goods in Japan.
*  Exercise of market power by foreign firms in the Japanese marke.

*  Incomplete adjustment of prices to exchange rate shifts.

This Note first examines the data provided by the price comparisons in the context of
the “law of one price.” This background helps address the question of whether the
comparisons reflect some unusual pattern of pricing. The second step is to discuss whether
these data provide any evidence for or against the potential causes listed above.

The next section briefly reviews the economic concept of the law of one price and the
evidence for the “law” among manufactured products. These discussions are helpful in
describing when and why prices for identical goods might differ between countries. Section 3
presents the data from the price surveys with a focus on the role of the country of origin. The
final section summarizes the results and relates these findings to the three potential causes

of the price differentials.
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2. THE LAW OF ONE PRICE AND PRICE COMPARISONS

Price comparisons between nations are based on the concept of the law of one price,
which states that in the absence of transport costs and trade restrictions, arbitrage will
equalize the price of goods in different markets around the world. If the law of one price
were to hold in U.S.-Japanese price comparisons, we would expect to observe either country’s
goods to be somewhat cheaper on average in the domestic than in the foreign market. The
amount of the differences would depend on the level of tariffs and transportation costs.! This
should apply to both U.S. and Japanese goods. However, the prices of manufactured goods
do not conform closely to the law of one price. Therefore, to evaluate the results of the U.S.-
Japan price comparisons, it is useful to examine the conditions under which the law of one

price does or does not work to equalize prices.

FINDINGS OF THE PREVIOUS RESEARCH

Deviations from the law of one price appear to fall along a continuum. Prices of
commodities tend to conform closely to the law of one price. For example, one author states
there is “little doubt that the prices of primary commodities traded on major organized
exchanges are fully arbitraged when literally all adjustments for contracts are made.”2
However, work prepared for the United Nations suggests that large price differences for
certain nontradable products and services exist between countries, especially the developing
countries.3 Prices for manufactured goods such as those included in the price comparisons

appear to fall between these two extremes.

Systematic Divergence

Observation of the effects of exchange rates shifts on relative prices in different
countries permits development of information on the performance of the law of one price for
manufactured goods.# The law predicts that prices in the foreign market will quickly change
to reflect any move in exchange rates. The empirical findings indicate that prices normally

adjust over a period of a few years and that not all of the exchange rate effects are ever

1Estimates of the transport costs for U.S. exports can be found by dividing the U.S. port price on
an F.A.S. (free alongside ship) basis to the C.LF. (cost, insurance and freight) delivered price to the
foreign port. C.LF. prices are typically 5 to 20 percent higher than the F.A.S. prices.

2Dornbusch, 1988.
3Summers and Heston, 1984; and Kravis, Heston, and Summers, 1982,
4See for example, Aizenman, 1986; Isard, 1977; and Davutyan and Pippenger, 1985.
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passed through.5 Since exchange rates are not immediately translated into prices at the
retail level, a price survey immediately after a shift in exchange rates would show that prices
for U.S. goods in Japan are different from prices for the same goods in the United States.

As an example, if a product produced in the United States for $1 were sold at cost in
Japan in 1985, the price would have been approximately 250 yen. One year later, the same
$1 product would have directly translated into 150 yen. However, the surveys indicate that
the foreign price would not immediately reflect the full shift in exchange rates, and the price
in Japan would have been somewhere between 250 and 150 yen, say 200. Therefore, a price
survey conducted at that point would have observed the 200 price, which translates into a
dollar price of $1.33—a higher price for the same U.S. product in Japan than in the United
States. Therefore, large shifts in exchange rates could lead to systematic effects on the
results of price comparisons.

Figure 1 shows the yen/dollar exchange rate from January 1980 through December of
1990. The yen/dollar exchange fluctuated between 200 and 250 for the first half of the
decade, then declined for the next three years. Recently, the dollar has fluctuated between
120 and 160 yen.

If the price survey had been taken during or after the 1984—1986 period when the
dollar was declining relative to the yen, we would expect to observe higher than expected
prices for U.S. goods in Japan and lower than expected prices for Japanese goods in the
United States. However, the first Ministry of International Trade and Industry
(MITI)/Department of Commerce price survey was taken during a period of modest dollar
appreciation and was approximately four years after the1984—1986 depreciation. The survey
occurred when the dollar had appreciated from a low of 123 approximately one year earlier to
142 at the time of the price survey. The effect of the appreciation would be prices for U.S.
goods in Japan that are lower than in the United States, and prices for Japanese goods in the
United States that are higher than in Japan.6 The second price survey was conducted 18
months later, when the exchange rate was 137 yen to the dollar. During that time, the
exchange rate had fluctuated between 158 and 129 yen to the dollar. Therefore, exchange

rate changes should not greatly affect the results of the second price comparison.

5Mann, 1986; and Isard, 1977, p. 946. Isard suggested that one of the reasons for the differences
in his study was that the products were not sufficiently close substitutes.

6This is the opposite of what was observed in the price surveys.
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Fig. 1—U.S.-Japan Monthly Exchange Rates

Market-specific Divergence

Individual market factors must also be considered. Differences in consumer
preferences and in the degree of market power exercised by the seller have a potentially
important influence on the price to the final purchaser. These market factors are important
in prices of noncommodity goods, and therefore prices of certain goods in one market may be
either higher or lower than those same goods in a foreign market. It is also possible that
individual products were available at a sale price at the time of the survey. However, these
market factors should not generate price differences that are systematically related to the
country of origin of the product. Therefore, price comparisons that are consistent across
product groups or are systematically related to the country of origin of the product indicate
something other than random fluctuations.

In the absence of barriers to entry in a market, the degree of market power exercised
by producers in a product area is likely to be similar to the degree of market power in the
other. For example, if a U.S. firm charges a much higher price abroad than domestically, the
profits may induce entry in that foreign market from its domestic rivals.” The exercise of

market power by foreign firms may be an incomplete explanation for any observed

Large differentials could also lead to the development of a “gray market” where unauthorized
distribution of the firm’s own products could occur in the foreign market.
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differentials. For these price differentials to be sustained, there would have to be barriers to
entry for the other firms, both domestic and foreign.

RELEVANCE OF THE LAW OF ONE PRICE FOR PRICE COMPARISONS

The findings of the law of one price research indicate that a price comparison must
consider the type of goods since prices for many goods do not appear to conform to the law.
The surveys also provide information on the characteristics of price comparisons that lead to
more meaningful results. One is to use products that are identical in the two markets, since
it is difficult separate any effect that the product differences may have from the “pure” price
difference for identical products between the two markets. A second important characteristic
of price comparisons is to include a wide range of products from a variety of product areas
since individual market factors may affect the prices for certain products or industries.
Finally, exchange rate fluctuations can have a large effect on price comparisons. Therefore,
price comparisons are more meaningful in periods of stability in exchange rates. A better

approach would be to conduct regular price comparisons over a period of years.
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3. U.S.-JAPAN PRICE COMPARISONS

Data from two price comparisons conducted by the Department of Commerce/MITI,!
although not ideal, have several characteristics that make the results more valuable.
Government officials chose the products in the initial survey with the intent of selecting
goods that were important to the overall trade of the two countries. The goods were name-
brand products made by U.S., European, and J apanese companies; and, in most cases, the
goods sold in Japan and the United States were identical. A wide range of goods included
autos, auto parts, consumer electronics products, food products, capital goods, and
miscellaneous products. A series of prices at discount and specialty stores in major U.S. and
Japanese cities were collected for each of these goods in both the U.S. and Japanese markets.
For each of the products, data were also collected on the origin of the firm producing the
product and on the country where the product was manufactured. Finally, the survey was
repeated after 18 months, with the same products where possible.

Results from these surveys show that prices in Japan were 41 and 37 percent higher in
1989 and 1991 based on a simple average of all the products in the surveys.2 Previous
surveys also found that prices in Japan are higher than prices in the United States for the
same products.

However, with these data, it is possible to address other questions about the price
differences between the U.S. and Japanese markets. The primary question addressed here is
whether the price differences between products in the United States and Japan are based on
the country of origin of the firm. Findings of asymmetric price differentials are relevant for
policy purposes since these might indicate some form of discrimination against foreign

products. The data can also be used to begin to address questions regarding:

*  The importance of the location of production.
*  The persistence of the price differences.
*  The consistency of price differences across product groups.

*  The existence of price differentials for services.

1Department of Commerce/MITI Price Surveys, October 1989 and April 1991. Survey data are
provided in Appendix A and B.

2six weighted averages were computed for the goods in the first survey based on weights from
the Japanese and U.S. Consumer Price Indexes (CPIs). The weighted averages tended to show the
same results (see Business America, February 12, 1990, p. 35).
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The remainder of this section presents the results from the price surveys in two formats to

address these questions.

PRICE DIFFERENCES BASED ON THE COUNTRY OF ORIGIN OF THE FIRM

The finding that prices are generally higher in Japan is well documented, both by
these surveys and by others conducted recently. However, the implications of these findings
are not immediately relevant to the question of whether the apparent low level of
manufactured goods imported into Japan is a result of barriers to trade. Higher prices for all
products in Japan would not necessarily lead to low levels of imports of manufactured goods
since these goods would presumably be competing on an equal basis with domestically
produced goods. However, the apparent low level of manufactured goods imported into
Japan would be consistent with a price system that charges more for imported goods than for
domestically produced goods.? The results from these recent price comparisons make it
possible to observe whether the price differences are related to the country of origin of the

firm producing the product.

Simple Averages of Prices

For the purposes of these comparisons, the products in the two surveys were divided
into three groups based on the firm’s origin in the United States, Europe, or Japan and
simple averages of Japanese/U.S. prices computed for all products. The statistic used in the
comparisons is the percentage by which the Japanese price was higher than the U.S. price.4
If the price of the product is higher in Japan than in the United States, this percentage is
positive; and if the product is less expensive in Japan, the percentage is negative. Table 1
presents the results for the 1989 and the 1991 survey.

The prices of the 42 products produced by U.S. firms in the 1989 survey averaged 65
percent higher in Japan than in the United States. In that same year, prices for the 23
European products averaged 76 percent higher in the Japanese market than in the U.S.
market. Products of Japanese firms, however, were 2 percent more expensive in Japan than
in the United States in the 1989 survey. The 1991 survey results are similar.

These findings suggest that Japanese products are not much more or less expensive at

home than in the United States. This is contrary to the general impression of the previous

3This was the rationale for the studies that sought to estimate trade barriers in the Japanese
market.
4This percentage is computed by (Py/Pys - 1)*100
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Table 1
Prices Ratios by Origin of the Firm

Percent Average
Number of  Price is Higher
Area of Origin Products in Japan
1989 Survey
United States 42 65
Europe 23 76
Japan 54 2
Total® 119 41
1991 Survey
United States 45 62
Europe 22 64
Japan 44 -3
Total? 111 37%

9The original survey listed 121 products. The movie ticket
(a type of service) and the bed linens from Australia were
excluded from this calculation in order to focus on the
differences between the prices of U.S., European, and Japanese
products.

bThe orginal survey listed 112 products. The movie ticket
was excluded from the calculation in order to focus on the
differences between the prices of U.S., European, and Japanese
products.

studies that prices of all goods tend to be higher in Japan.5 The tables show that prices for
U.S. and European goods, however, were significantly higher in Japan than in the United
States.® These large differences are evidence that price differentials between the U.S. and

Japan depend on the country of origin of the firm.

Percent of Products at Higher or Lower Prices

These simple averages are subject to potential problems because large average values
could be generated by only a few products. It is therefore useful to analyze the same data in
a different way and display the results graphically. Figures 24 show the price differences
by country of origin in terms of the number of products with positive or negative price
differences of less than 20 percent (similar), between 20 and 40 percent (higher or lower), and

greater than 40 percent (much higher or much lower). Although the break points between

5Although the prices for Japanese goods are similar in price in the two markets, the domestic
prices might still be considered “high” in relation to foreign prices. Domestic prices for goods should be
(at least on average) lower by the amount of any tariff and transportation charges, which normally
range from 5 to 20 percent of the price.

6The average price differential between the price of imports in Japan and in the United States is
statistically significant at the .01 level for U.S. and European imports in both the 1989 and 1991
surveys. The t-statistic is 5.4 (65 d.f.) for the difference of means test between (PyRyg — 1) and
(Py/Pys - Dfor U.S. products and 3.3 (25 d.f.) for European products. The 1991 t-statistics are 4.7 (66
d.f)and 3.0 (24 4.f.).
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Fig. 2—Differences in U.S. and Japanese Prices for U.S. Products

the categories are somewhat arbitrary, price differences of less than 20 percent could occur
for various reasons, including local market factors and transportation costs. Price increases
of more than 20 but less than 40 percent would obviously merit more attention but still
would not be surprising given the slow and often incomplete adjustment of prices to new
levels of exchange rates and due to market factors that may affect prices of certain products.
Few prices differences would be expected to be greater than 40 percent.

Figure 2 shows approximately 60 percent of the products made by U.S. firms included

in the two surveys were more than 40 percent higher priced in Japan than in the United
States. The remainder of the products were either higher or similar in price, although one
product was lower in price in Japan than in the United States. As shown in Fig. 3, the
distribution for products produced by European companies was similar, indicating that these
products were also substantially more expensive in Japan than in the United States.
The distribution of prices for Japanese goods contradicts the notion that prices for all goods
are higher in Japan (Fig. 4). The prices follow a clear bell-shaped curve. Approximately 60
percent of the Japanese products have prices in Japan that are similar to the prices of those
same goods in the United States, and the remainder fall into the other categories. The
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Fig. 3—Differences in U.S. and Japanese Prices for European Products
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Fig. 4—Differences in U.S. and Japanese Prices for Japanese Products
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results for Japanese products are consistent with the notion that specific market factors may
generate prices differences for individual products but that there are no systematic
differences between prices of Japanese products in the United States and Japan. These data
do not indicate that Japanese consumers pay higher (or lower) prices than U.S. consumers,
at least with respect to Japanese products, nor do transport costs add significantly to the
prices of Japanese goods in the United States.

Another way to consider these data is by the percentage of products having a “foreign”
price similar to or lower than the “home” price. If only because of the higher transportation
costs to the foreign market, we would expect most foreign prices to be higher than the home
prices. In the case of products made by Japanese firms, however, approximately three-
quarters of the products are either the same price or less expensive in the United States than
in Japan. However, only about one-quarter of the products of U.S. firms in the surveys have
“foreign” prices that are similar to or lower than “home” prices.

These data clearly indicate the importance of the origin of the firm producing the
product in any discussion of the price differences between the J apanese and U.S. markets.
There are large and systematic differences between prices in the United States and Japan for
goods that are produced by U.S. or European firms. In the case of U.S.-made products,
almost two-thirds were more than 40 percent higher in price in Japan than in the United
States. A similar percentage of the products made in Europe were more than 40 percent
higher in Japan than in the United States. No products made in either the United States or

Europe had Japanese prices more than 40 percent lower.

ADDITIONAL QUESTIONS
Other questions are relevant to the price differentials observed in the two surveys. In
some cases, however, the data available in the two studies are not sufficient to answer these

questions conclusively.

Are Prices Influenced by the Location of Production?

The primary division of products presented above was made on the basis of the
nationality of the firm, regardless of whether that firm manufactured the product in Japan,
the United States, or Europe. However, the price surveys also include information on the
location of manufacture of the product; and, in some cases, the origin of the firm and the
location of manufacture are different. For example, in the 1989 survey, six of the 42 products
were made by U.S. firms in Japan; and in the 1991 survey, seven of the 45 products were

made by U.S. firms in Japan. These data might help determine whether the origin of the
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firm or the location of production is important in the price differentials. For example, if
products of U.S. firms are more expensive in Japan regardless of the location of production,
factors specific to imports—such as higher distribution costs—in Japan are probably not the
cause of the higher prices. Under those circumstances, factors that affect both U.S. goods
exported to Japan and U.S. goods produced in Japan would be indicated.

Based on the 1989 survey data, prices for U.S. goods made in Japan averaged 24
percent higher in Japan than in the United States. In the 1991 survey, prices for U.S.goods
made in Japan were 30 percent higher in Japan than in the United States. These average
price differentials are lower than the differentials for all U.S. products (65 and 62 percent)
but are still higher than the price differentials for J apanese products (+2 and —3 percent).
This suggests that costs specific to imports can account for only part of the higher prices
observed for foreign goods in Japan. However, the survey includes only a small number of
U.S. products made in Japan, so additional data would be useful to further explore the

importance of the location of manufacture.”

Is the Price Differential Between the Japanese and U.S. Markets Declining?

The price differences between the U.S. and Japanese markets for foreign goods appear
to have declined slightly between the 1989 and the 1991 surveys. For example, the average
price differential for U.S. products declined from 65 percent to 62 percent, and the average
differential for European products declined from 76 to 64 percent. However, it is not possible
to conclude that the prices differences are narrowing based on these data since the declines
are not statistically significant.® Additional price comparisons would be necessary to address
this question. The data from the two surveys do confirm that the differences are not a one-

time result of currency fluctuations.

Are There Significant Differences by Product Groups?

Another question that can be addressed with these data is whether the price
differences are consistent across all product groups. Table 2 shows the data for both surveys
with the products divided into five groups. ‘

The prices of the eight Japanese autos and auto parts in the 1989 survey averaged 29
percent higher in Japan than in the United States. Similarly, the average of the ten U.S.

"Prices of European products produced in Japan and Japanese products produced in the United
States would also provide insight into this question, but only two of such products were included in
each survey. ’

8In these cases, the t-statistics for the difference of means tests are .8 (94 d.f.) and .44 (42 d.f.).
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Table 2
Prices Ratios by Product Group

1989 Survey 1991 Survey

Japanese U.S/Eur. Japanese U.S./Eur.

Products Products Products Products
Product Type (percent) n (percent) n (percent) n (percent) n
Autos/parts 29 8 105 10 5 7 108 10
Electronics —4 29 35 5 -7 24 45 6
Capital goods 5 11 46 11 —4 8 31 12
Food/lliquor 10 4 93 19 10 3 63 19
Other —46 2 49 20 -3 2 65 20

and European autos and auto parts prices in the 1989 survey was 105 percent higher in
Japan than in the United States.

Not all of the product groups have sufficient data for meaningful interpretation, but
general observations are possible. For example, the price differentials for Japanese products
are generally close to zero, except where n is small. The one exception is autos and auto
parts for 1989, where the average Japanese price was 29 percent higher than the U.S. price.
All five product groups showed consistently higher prices in the Japanese market than in the
U.S. market for U.S. and European goods. In both surveys, automobiles and auto parts show
the highest differential in U.S. and Japanese prices. The price differential between the U.S.
and Japanese markets for U.S. and European capital goods and food/liquor both appeared to
decrease over the period, while the differential for other products appeared to increase.

These data are also relevant to the discussion about the price differences being the
result of the exercise of market power by foreign firms in Japan. Certain foreign food or
liquor products might command high prices in Japan, at least temporarily. However, in the
absence of restrictions on (or collusion among) other foreign competitors, large price
differences would be difficult to sustain. Since the price differentials for imports are largest
in the auto and auto parts group, market power for U.S. and European firms in Japan—
according to this explanation—would be most important in that group. However, the success
of the Japanese auto industry in both domestic and foreign markets makes that explanation

implausible.

Are Price Differentials for Services Similar to Those of Products?
Price data for a small number of services were also collected as part of the two

surveys.? The services consisted primarily of airline fares and express mail charges. Prices

9These price data are provided in App. C.
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seem to be the same for most services. For example, in the 1989 survey, the largest
difference between the Japanese and U.S. fares for an identical airline tickets was 8 percent,
and most of the price differences were less than 1 percent. Similarly, one airline ticket in the
1991 survey was priced 7 percent higher in Japan than in the United States, but all other
prices were within 1 percent.

The price comparisons of services provide a sharp contrast to the large differences
exhibited by prices of products traded between the United States and Japan. Further
investigation and further pricing of service transactions would be necessary to determine
why the law of one price functions effectively in these markets, but not in the product

markets.
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4. CONCLUSIONS

FINDINGS OF THE PRICE COMPARISONS

The Department of Commerce/MITI price surveys reviewed in this Note had several
characteristics that made them particularly useful for price comparisons. The surveys
included a broad range of identical products sold in both the United States and Japan, and
the surveys were conducted in a period of stability in exchange rates. The results of the
simple averages and the number of products with higher and lower prices indicate that it is
primarily foreign goods that are higher in price in Japan than in the U.S. The prices of
Japanese goods, however, exhibit a distribution consistent with the idea that market factors
may cause prices for individual goods to be higher or lower, even by substantial amounts.
Therefore, the country of origin of the firm appears to be an important factor in the price
differentials between the two markets.

The survey results raise further questions about the price differences between the two
markets. The small number of products in the survey made by U.S. firms in Japan showed
approximately half the price differential of products made by U.S. firms in the United States,
suggesting that the location of production is also important in the size of the price
differentials between the two markets, but additional information is necessary to answer this
question more conclusively. There is insufficient evidence to determine whether the decrease
in the average price differential from the 1989 to 1991 survey for both U.S. and European
products in Japan is simply a function of fluctuations in prices or whether it represents a
narrowing of the price differences between the Japanese and U.S. markets for those
products. Certain patterns are also evident among product groups, but more research into
these product areas is necessary to explain the causes of these differences. Finally, the
pricing of services does not show any of the patterns that were evident in the pricing of

products. The law of one price appears to hold in the pricing of services.

THE CAUSES OF THE PRICE DIFFERENCES

Each of the potential reasons for the observed results of the price comparisons, each of
which has substantially different implications. One reason is higher costs of distribution for
imports. As mentioned above, U.S. products made in Japan appear to have a lower price
differential between the two markets than U.S. products imported into Japan, supporting the
idea that at least part of the difference may be due to higher distribution costs for imports.

However, more and different types of evidence are needed to address this question.
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An alternative explanation is that U.S. firms are exercising monopoly power in the
Japanese market and charging higher prices for their goods. The consistent findings across
the large range of goods included in the survey and the within-group comparisons cast doubt
on this explanation. In any case, the exercise of market power is an insufficient explanation
since restrictions on other competitors would be necessary for these price differences to be
sustained.

One explanation that can be ruled out is that the price differences are simply a result
of the lagged reaction of prices to exchange rate movements. Both surveys were conducted
during periods of stability, and both showed similar results.

The findings are sufficiently informative to merit further application and discussion of
the price comparisons in the context of the U.S.-Japan trade relationship. Additional surveys
would help address the question of whether the observed price differentials are declining, as
now appears to be the case. The current results are evidence of unequal treatment of foreign
goods in the two countries, but that could reflect either unusual treatment of foreign
products in Japan or unusual treatment of foreign products in the United States. A study

including other countries in the comparison would help address this question.
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Appendix A
1989 PRICE SURVEY DATA
Price in the Percent
Originof  Origin of Price in United Higher in
Product Company Product Japan® States Japan
Liquor uUs. Us. 6.84 2.19 212
Liquor U.S. U.s. 27.35 8.99 204
Liquor U.s. U.S. 1.37 0.50 174
Sparkplug Us. uU.s. 2.89 1.16 149
Golf clubs Us. us. 754.23 320.00 136
Pharmaceutical U.S. U.s. 5.99 2.59 131
Casting machine Us. u.s. 993.00 431.00 130
Liquor U.S. U.s. 6.84 2.98 130
Pen uUs. U.S. 35.21 15.80 123
Ketchup U.s. U.S. 2.59 1.29 101
Shaver Us. U.s. 90.14 44.95 101
Golf clubs Us. U.s. 659.15 340.00 94
Car U.s. U.s. 25,425.00 13,507.00 88
Cereal U.s. u.s. 3.38 1.89 79
Cereal Us. U.S. 4.58 2.59 77
Blue jeans U.s. Us. 55.63 32.00 74
Calculator Us. uUs. 288.73 169.95 70
Bed linen U.s. U.S. 45.77 27.00 70
Paper Us. U.S. 7.75 4.75 63
Chocolate UsS. u.s. 0.63 0.39 62
Paper Us. uUs. 9.86 6.25 58
Fast food us. Japan/U.S 14.08 8.93 58
Fast food Us. Japan/U.S. 2.61 1.69 54
Chromatograph Us. Europe 12,294.00 8,381.00 47
Golf balls UsS. U.s. 1.64 1.13 45
Chocolate uUs. U.s. 1.27 0.89 43
Chromatograph U.S. Europe 13,873.00 9,828.00 41
Fragrance UsS. uUs. 80.99 60.00 35
Golf clubs uUs. U.s. 690.14 535.00 29
Porcelain furnace Us. U.Ss. 2,391.00 1,878.00 27
Jam U.S. U.S. 2.32 1.85 25
Golf clubs Us. Us. 211.27 175.00 21
Tire UsS. Japan/U.S. 60.42 50.95 19
Tire US. Japan/U.S. 48.80 41.95 16
China U.S. U.S. 98.59 85.00 16
Spectrophotometer Us Japan 5,704.00 5,344.00 7
Chromatograph u.s Europe 7,254.00 6,880.00 5
Video tape Us. Japan/U.S. 9.17 9.77 -6
Chromatograph US. US. 39,806.00 42,875.00 -7
Film U.s. Us. 3.17 3.65 -13
Cigarettes us. u.s. 1.55 1.80 -14
Golf balls uUs. U.S. 1.13 1.50 -25
Sparkplug Europe Europe 7.60 1.69 350
Sparkplug Europe Europe 7.60 1.69 350
Liquor Europe Europe 32.82 13.98 135
Jam Europe Europe 5.28 2.35 125
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Appendix A—continued

Price in the Percent
Originof  Origin of Price in United Higher in
Product Company  Product Japan? States Japan
Oscilloscope Europe Europe 13,681.00  7,500.00 82
Jam Europe Europe 4.51 2.49 81
Oscilloscope Europe Europe 13,882.00 7,825.00 77
Liquor Europe Europe 6.84 3.98 72
Oscilloscope Europe Europe 12,678.00  7,500.00 69
Chocolate Europe Europe/U.S. 10.56 6.50 62
Fragrance Europe Europe 95.07 65.00 46
Liquor Europe Europe 22.56 15.49 46
Fragrance Europe Europe 80.99 57.00 42
Pen Europe Europe 260.56 185.65 40
Liquor Europe Europe 1.37 1.00 37
Tire Europe Europe 61.34 47.81 28
Oscilloscope Europe Europe 12,678.00 10,270.00 23
Shaver Europe Europe 61.13 49.95 22
Car Europe Europe 29,578.00 24,228.00 22
Car Europe Europe 59,635.00 50,319.00 19
China Europe Europe 78.87 72.00 10
Tire Europe Europe 72.18 66.98 8
Cigarettes Europe Europe 2.25 2.33 -3
Sparkplug Japan Japan 2.82 1.16 143
Sparkplug Japan Japan 3.02 1.35 124
Camera lens Japan Japan 118.31 64.95 82
Camera lens Japan Japan 192.25 129.85 48
Audio tape Japan Japan/U.S. 2.85 1.94 47
Liquor Japan Japan 144 1.00 44
Laser printer Japan Japan 2,17254  1,550.00 40
Liquor Japan Japan 13.67 10.00 37
Oscilloscope Japan Us. 10,423.00  8,235.00 27
Spectrophotometer Japan Japan 8,504.00  7,013.00 21
Car Japan Japan 16,880.00 14,042.00 20
Microwave oven Japan Japan 190.14 159.99 19
Camera lens Japan Japan 251.41 219.95 14
Liquor Japan Japan 13.67 11.99 14
Spectrophotometer Japan Japan 13,556.00 12,062.00 12
Spectrophotometer Japan Japan 15,282.00 13,651.00 12
Camera Japan Japan 416.90 379.95 10
Microwave oven Japan Japan 376.76 349.95 8
Car Japan U.s. 15,977.00 15,045.00 6
Chromatograph Japan Japan 10,446.00  9,962.00 5
Audio tape Japan Japan 1.54 1.49 3
Audio tape Japan Japan 2.78 2.69 3
Chromatograph Japan Japan 3,636.00  3,647.00 0
Oscilloscope Japan Japan 4,789.00  4,860.00 -1
Oscilloscope Japan Japan 5,599.00  5,745.00 -3
Video camera Japan Japan 908.45 950.00 -4
Chromatograph Japan Japan 3,019.00 3,174.00 -5
Cordless phone Japan Japan 217.42 230.00 -5
Car Japan Japan/U.S. 9,852.00 10,555.00 -7
Oscilloscope Japan Japan 3,507.00  3,830.00 -8
Oscilloscope Japan Japan 7,028.00  7,680.00 -8
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Appendix A—continued
Price in the Percent
Originof  Origin of Price in United Higher in
Product Company  Product Japan® States Japan
VCR Japan Japan 341.86 379.99 -10
Camera lens Japan Japan 215.49 239.95 -10
Cordless phone Japan Japan 115.54 130.00 -11
Cordless phone Japan Japan 112.68 129.00 -13
Film Japan Japan 3.10 3.59 -14
Car Japan Japan/U.S. 11,944.00 13,923.00 -14
Video tape Japan Japan/U.S. 8.94 10.70 -16
Cordless phone Japan Japan 139.44 169.00 -17
Tire Japan Japan 53.40 65.00 -18
Camera Japan Japan 461.97 575.00 ~20
VCR Japan Japan 423.90 529.95 -20
Tire Japan Japan 63.66 80.00 -20
Battery Japan Japan 1.27 1.69 -25
Calculator Japan Japan 4.79 6.50 -26
Video Camera Japan Japan 542.25 739.00 -27
Port CD player Japan Japan 204.23 285.00 -28
Portable CD player Japan Japan 118.31 169.00 -30
Portable CD player Japan Japan 123.24 179.00 =31
Fragrance Japan Japan 20.42 32.00 -36
Audio tape Japan Japan 146 2.39 -39
Battery Japan Japan 0.92 1.88 -51
Ketchup Japan Japan 232 5.19 -55
China Japan Japan 8.45 19.00 -56

8Converted at the October 1989 exchange rate of 142 yen to the dollar.
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Appendix B

1991 PRICE SURVEY DATA

Price in Percent
Originof  Origin of Price in United Higher in
Product Company  Product Japan® States Japan
Spark plug Us. us. 14.44 3.77 283
Flat sheet Us. uUs. 65.66 20.00 228
Flat sheet U.s. u.s. 28.45 9.99 185
Beer uUs U.S. 1.41 0.55 156
Wine Us uUs. 7.05 299 136
Pen Us. us. 21.74 9.56 127
China U.S. Us. 131.31 59.00 123
Shaver U.s. U.s. 109.43 49.95 119
Eye product UsS. us. 5.54 2.87 93
Chocolate bar Us. U.S./Europe 0.71 0.38 87
Men’s jeans U.S. U.S. 49.81 26.99 85
Laser printer us. uUs. 824.63 449.00 84
Jam us uUs 3.63 1.99 82
Dental casting machine Us. U.sS. 791.51 44442 78
Cereal us. Japan/U.S. 0.89 0.50 78
Paper U.s. U.s. 8.75 5.06 73
Calculator Us. uU.s. 284.51 169.95 67
Golf ball us. Us. 3.28 1.96 67
Paper UsS. uUs. 11.67 7.00 67
Whiskey uUs. uUs. 20.45 12.49 64
Chromatograph Us. U.S/Europe 14,534.20 8,930.00 63
Pizza us. Japan 14.59 8.99 62
Golf clubs uU.s. uUs. 698.87 449.99 55
Cereal U.s. U.S./Europe 0.95 0.62 53
Hamburger UsS. Japan 2.77 1.82 52
Golf clubs u.s. Us. 649.26 449.99 44
Wine U.s. U.s. 5.50 3.99 38
Auto tire Us. Japan/U.S. 65.80 48.00 37
Car U.s. us. 29,471.97 21,695.00 36
Fragrance uUs. Us. 83.89 65.00 29
Dental furnace us Us. 2,426.81 1,895.00 28
Auto tire Us. Japan/U.S. 52.96 41.95 26
Ketchup U.s. Us. 2.19 1.86 18
Chromatograph uUs. U.S/Europe 6,026.73 5,160.60 17
Chromatograph Us U.S./Europe 56,385.28 49,932.80 13
Oscilloscope U.s. uU.s. 4,170.89 3,750.60 11
Oscilloscope Us. uUs. 2,512.09 2,287.23 10
Golf clubs uUs. Us. 144.44 135.00 7
Golf clubs UsS. U.s. 576.31 540.00 7
Video tape U.S. Japan/U.S. 3.02 2.99 1
Chromatograph US. Japan/U.S. 19,609.07 20,916.00 —6
Chromatograph U.s. U.S./Europe 11,147.33 12,727.60 -12
Film uU.s. Us. 3.04 349 -13
Golf ball Us. U.s. 0.96 1.20 -20
Chocolate bar Us. UsS. 0.73 0.99 —26
Spark plug Europe  Europe 7.88 1.98 298
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Appendix B—continued
Price in Percent
Originof  Origin of Price in United Higher in
Product Company Product Japan? States Japan
Spark plug Europe  Europe 7.88 1.98 298
Jam Europe  Europe 5.78 2.69 115
Beer Europe  Europe 1.44 0.83 73
Oscilloscope Europe Europe 14,980.59 8,926.25 68
Chocolate Europe  Europe/U.S. 10.94 6.75 62
Fragrance Europe  Europe 104.03 64.79 61
Whiskey Europe  Europe 28.92 18.99 52
Oscilloscope Europe  Europe 12,483.83 8,202.50 52
Wine Europe Europe 691 4.69 47
China Europe  Europe 81.70 55.50 47
Oscilloscope Europe Europe 12,586.27 8,564.38 47
Auto Tire Europe  Europe 68.57 47.95 43
Fragrance Europe  Europe 69.30 50.00 39
Jam Europe  Europe 4.01 2.99 34
Car Europe  Europe 67,843.89 51,450.00 32
Car Europe Europe 33,192.44 27,660.00 20
Whiskey Europe  Europe 22.57 19.99 13
Auto tire Europe  Europe 83.89 74.95 12
Shaver Europe  Japan/Eur. 65.87 59.00 12
Pen Europe  Europe 188.67 188.00 0
Cigarettes Europe  Europe 2.33 2.50 -7
Spark plug Japan Japan 2.85 1.49 91
Beer Japan Japan/Can. 1.34 0.92 46
Sake Japan Japan 15.87 10.99 44
Oscilloscope Japan UsS. 9,664.47 6,950.00 39
Audio tape Japan Japan 2.63 1.99 32
Audio tape Japan Japan 2.63 1.99 32
China Japan Japan 36.48 28.50 28
Cordless phone Japan Japan 108.70 89.97 21
Camera lens Japan Japan 152.98 129.95 18
Camera Japan Japan 1,130.59 999.00 13
Car Japan UsS. 20,528.25 19,020.00 8
Camera lens Japan Japan 67.84 64.95 4
Auto tire Japan Japan 66.38 65.99 1
VCR Japan Japan 423.54 429.88 -1
Audio tape Japan Japan 1.56 1.59 -2
Microwave oven Japan Japan 165.96 169.98 -2
Auto tire Japan Japan 53.25 54.95 -3
Camera Japan Japan 555.27 578.50 —4
Audio tape Japan Japan 1.43 149 —4
Chromatograph Japan Japan 8,764.34 9,286.25 -6
Sprectrophotometer Japan Japan 7,251.27 7,742.00 -6
Film Japan Japan 3.25 3.50 -7
Oscilloscope Japan Japan 5,5667.58 6,000.00 -7
Chromatograph Japan Japan/U.S. 2,5653.26 2,755.00 ~7
Camera lens Japan Japan 216.72 239.95 -10
Sprectrophotometer Japan Japan 28,596.56 31,825.00 -10
Sprectrophotometer Japan Japan 11,540.76 13,205.00 -13
Car Japan Japan 18,325.15 21,205.00 -14
Microwave oven Japan Japan 145.17 169.98 -15
CD player Japan Japan 246.47 289.95 -15
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Appendix B—continued
Price in Percent
Originof  Origin of Price in United Higher in
Product Company Product Japan® States Japan
Cordless phone Japan Japan 202.80 239.95 -15
Video camera Japan Japan 842.82 999.95 -16
Video camera Japan Japan 573.68 689.00 -17
Calculator Japan Japan 4.95 5.99 -17
Chromatograph Japan Japan 3,063.92 3,752.50 -18
Car Japan Japan 10,898.79 13,368.00 -18
CD player Japan Japan 107.97 139.00 -22
CD player Japan Japan 118.98 169.00 -30
Car Japan Japan 8,911.62 13,105.00 -32
Camera lens Japan Japan 115.44 169.95 -32
Fragrance Japan Japan 21.16 32.50 -35
VCR Japan Japan 339.22 574.99 —41
Cordless phone Japan Japan/China 109.43 189.00 —42
Ketchup Japan Japan 2.59 6.39 -59

BConverted at the April 1991 exchange rate of 137 yen to the dollar.



-25.

Appendix C
SURVEY DATA ON SERVICES

Table C.1
1989 Survey Data for Services

Pricein Percent
Pricein  United Higherin

Service Company Japan States Japan
Airline Flights
LA/Tokyo/LA U.s. 2114 2114 .0
LA/Tokyo/LA Japanese 2114 2114 .0
NY/Tokyo/NY U.s. 2744 2744 .0
NY/Tokyo/NY Japanese 2744 2744 .0
Tokyo/LA/Tokyo  Japanese 2068 2070 -1
Tokyo/LA/Tokyo  U.S. 2068 2070 -1
Tokyo/NY/Tokyo U.S. 2860 2876 -6
Tokyo/NY/Tokyo Japanese 2860 2862 -1
Tokyo/LA/Tokyo  Japanese 1669 1549 7.7
Tokyo/LA/Tokyo  U.S. 1669 1671 -1
Tokyo/NY/Tokyo  U.S. 2007 2006 .0
Tokyo/NY/Tokyo Japanese 2007 2010 -1
LA/Tokyo/LA Japanese 950 950 .0
LA/Tokyo/LA u.s. 950 950 .0
NY/Tokyo/NY Us. 1304 1304 .0
NY/Tokyo/NY Japanese 1304 1304 .0
Express Mail
Tokyo to NY U.s. 36 36 .0
NY to Tokyo u.s. 33 33 .0

Movie ticket U.S./Japan 11.27 6.50 73
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Table C.2

Price in Percent
Price in United Higher in
Service Company Japan States Japan
Airline Flights
Tokyo/NY/Tokyo Bus. Class  Japanese 3,052.25 3,058.00 -2
Tokyo/NY/Tokyo Bus. Class U.S. 3,052.25 3,059.00 -2
Tokyo/LA/Tokyo Bus. Class  Japanese 2,251.98 2,257.00 -2
Tokyo/LA/Tokyo Bus. Class U.S. 2,251.98 2,257.00 -2
NY/Tokyo/NY Bus. Class Japanese 3,239.00 3,024.00 7.1
NY/Tokyo/NY Bus. Class Us. 3,036.57 3,024.00 4
LA/Tokyo/LA Bus. Class Japanese 2,389.85 2,330.00 2.6
LA/Tokyo/LA Bus. Class uUs. 2,339.69 2,330.00 4
NY/Tokyo/NY APEX Japanese 1,365.63 1,370.00 -3
NY/Tokyo/NY APEX Us. 1,375.70 1,370.00 4
LA/Tokyo/LA APEX Japanese 1,120.52 1,124.00 -3
LA/Tokyo/LA APEX Us. 1,128.67 1,124.00 4
Express Mail
Express Mail uUs. 43.77 33.00 32.6
Express Mail Japanese 18.24 18.00 1.3
Movie ticket U.S/Japan 7.00 67

11.67
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