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SUMMARY

An objective of this study was to analyze the impact on Japanese
corporate profits of the shift from 20 vyears of exceptionally high economic
growth and massive investments to the current period of very much more
modest national growth objectives. The study found that profits of non-
financial corporations, after eliminating inflation generated inventory
profits, declined drastically after 1973 as a consequence of Japan's most
severe recession since the 1930's. Corporations incurred heavy after-tax
losses due to a combination of high fixed costs for labor and interest
payments and unutilized capacity, as well as the leverage effect on
profits of high debt-equity ratios so characteristic of Japanese corporate
financing. This had improved by 1977, yet corporations did little more
than break even.

Several measures of economic "profitability" were computed for the
period 1970-77 in order to analyze the return on investment. These orofit
ratios were exceptionally high during the last years of the high growth
era. Thev subseqguently deteriorated, and, in recent years, have generally
dropped below comparable ratios for U.S. corporations.

An original feature of this study was deriving a orofitability measure
for Japan recently advanced by economists as a more appropriate indicator
of incentives for business investment. This so called "a" ratio consists
of two separate valuations of the same physical assets, namely, the value
investors place on outstanding corporate equity and debt compared with the
current replacement cost of corporate physical assets. The "g" ratio for
Japan was estimated at .65 in recent years. This is lower than the
comparable ratio for the United States, currently about .75. The fact that
ratios in both countries are well below the "equilibrium" rate “hought to
be 1, suggests that there is little incentive for corporate managers to
acquire new physical assets. The low Japanese "q" ratio is very much
influenced by the exceptionally high prices for land, and investors may
well discount this in their valuation of corporate assets. If so, the
"true" ratio for Japan would be higher but still less than 1 in recent
vears,

A final objective was to analyze how "profitability" influenced the
rate of corporate investment in Japan. This was only partially realized
because of the short time period, 1970-77, for which data were available
and the likelyhood that the relationship existing during the high growth
era no longer prevails in recent years. The study found significantly
high correlations between profit ratios and the rate of real investment in
plant and equipment for Japan but not for the United States. These results
reflect to some ¢¥téfl thelsimiltaledus *Mpate *Sh Loth Japanes~ profits and
investment of chanbes;ih t@t?f.gu%gyi'?n QN? éndstbé overhana of excess
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A final conclusion was that despite lower "profitablity"” and more
excess capacity of Japanese corporations in recent years, compared with
the Unite States, the rate of real investment remains considerably
higher. Perhaps this reflects Japan's inability to raise the stock of
capital relative to labor to the high levels attained by other leading

industrial countries.

While the study presents new insights into Japanese corporate
profitability and investment behavior, it leaves unanswered the
specific nature of this complex relationship. It also raises questions
apout differences in behavioral relations between countries.

Executive Seminar in National
and International Affairs

April 1979
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The choice of this topic reflected my desire to re-explore an
old issue: how profits influence business investment decisions.
Ther. has been extensive theoretical treatment of the determinants
of c¢c2 tal accumulation in terms of both motivation of the
indi-widual investor and from a macro point of view. The conclusion
is that new capital investment is stimulated by prospective profits
and will be undertaken whenever expected returns exceed costs. To
cite an old example, wine should be aged until the increment in
..arket value from allowing the wine to mature one more year just
equals the additional cost of holding it.

While theoretical propositions seem clear-cut, empirical
evidence of their universal application has been more elusive,
There have been repeated attempts in recent years to measure just
how the volume of business capital investment is détermined and
understand the way in which profits as well as other factors
influence it. There has been extensive analysis of investment
behavior in the United States and some in other industrial countries.

My objective in this study was to extend the analysis of
profits and investment to another large industrial country so as to
provide a basis of comparison with analy51s of the United States.
More specifically, it was to derive various profit ratios deemed to
be Important in influencing business investment and compare levels
and trends with the same ratios for the United States published by
the Council of Eccnomic Advisers. The reason for selecting Japan
was dictated vorimarily by the availability of the necessary data to
compute the several profit ratios. Unfortunately the recently
published data are available only for the period 1970-77 which is
too short a time span to satisfactorily test various hyvotheses of
how investment is determined.

Nevertheless, this study presents new information on how
Japanese profits and business investment have behaved in recent
years, following two decades of rapid growth. A relatively new
measure of profitability deemed to be an important determinant of
business investment was also calculated. This ratio of the market
valuation of business net assets to their replacement cost,
baptized "g", incorporates the influence of stock market values,
unlike the other profitability measures. The study presents for
the first time, the "g" ratio for Japan, heretofor available onlv
for the United States and Great Britain.

This study has been written with a minimum of economic jargon,
even though it deals with complicated economic concepts and involves
many technical accounting and statistical details. A concerted
effort has been made to present the results in plain English so
that they can be understood by all. Highlights are presented in
the Summary and each of the analytical sections (II and III) ends
with a set of conclusions. Details on the derivation of the
profitability mgasyres ,ang, technical matfers yegarding the date
have been relega@ed to thg lags sgctipny ¢n Jogrces jand Methods for
those who have more'than gusg a Pasging jnterest sig the subject.
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I am indebted for advice and counsel so willingly given by
variqus experts and specialists in Washington and Tokyo,
pgrxlcularly in gathering all of the necessary data. I especially
wish to acknowledge the encouragement from George M. von Furstenburg
to sursue this subject, and the genuine interest and invaluable
assistance of Takao Akabane of the Economic Planning Agencv in
grranging meetings with knowledeable experts in Tokvo. JIt is my
nope that the results of this brief study will be of interest at
least, to those in the economics profession. ’

William E. Escoubé
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This intrdductSrysedidn’ ofesents a brief historical sketch of
the phenomenal rise of business investment in Japan and introduces
a fow rudimentary economic concepts of how investment is stimulated
and the role of profit.

.
[
.
a

A country's stock of physical capital consisting of factories,
commercial and public facilities, houses, and land with its embodied
natural resources, represents the nation's real wealth in a very
hasic sense. Additions to this stock of assets are created through
a flow of new investments, a portion of which merely replaces worn-
out or obsolete existing capital stock.

This flow of investment plus consumption represents the nation's
total expenditure or national income which is another more
conventional measure of a country's current wealth or well-being.

An increase in the amount business spends on investment not only
increases national income but it also raises the stock of physical
capital. Equipping the labor force with more plant and equipment
enables it to increase its production and enjoy a higher standard cf
living. As the rate of production rises additional opportunities
for further investments are created.

This cumulative process is well illustrated in Javar. For
nearly a century the establishment of the country has been growth
oriented. 1/ 1In the twenty years to 1973 real GNP rose at an anrual
average of nearly 10 percent. It surpassed the government's own
national goal, established by Prime Minister Ikeda in 1961 and
maintained until the end of the decade, of doubling national income
in 10 years {(i.e. an average annual growth of 7.2 percent).
Business capital stock increased at a pace quite outside the range
observed in other advanced countries and was the main contributor
to the very rapid rise in output and real income per worker,

Growth of gross stock of plant and equipment reached an average of
13.1 percent per year in Japan during 1967-71 as compared with a
rate of only 3.5 percent in the United States (1948-69) and 5.5
percent in West Germany (1950-62) 3/. Despite the enormous demand
for business capital in Japan its prices relative to that of other
goods produced in Japan fell during this period indicating very
substantial productivity advances in the production of capital goods.
Corporate earnings on business capital appear to have been very
handsome indeed over this period. 1In fact, the labor share of
national income generated by the Japanese business sector anpears t
have been lower than in any other major industrial country. 4/

These high profits were themselves an inducement for further
investment to earn even larger total profits on capital employed in
production and distribution. The rapid 10 percent annual rise in
GNP over this entire period assured businessmen that additional
facilities were indeed justified. Despite high profits, most of
which were plowed back into further investment, financing require-
ments were so large that business had to borrow heavily from banks
and through ,QCFasSional ,issies,.0f Securities. «With high rates of
savings by PJ4pargge hdyssholds, belld dargelye inedepvosits a: financial
institutiorgs 2thts ecotdprly %as *gble tolmolilizd fhe financial as well
as real resdUrets *t&*SUstlir®such hidh *rat®s 8 fixed business



o BSOS & ae® o S [ X ] [ ] L
L [ N J . & . .

.
L]

[ ] L X 2
s e
*

oo ns
L X R J
[ X X

[ ]
investmentzgéqgéténg:té @s much 'as one fifttheoé GNP in some years.

X ° . o9 0. s o8 L3 ase ) . . .
Government policy was directdd tdwata accommoaatlng business in
meeting its financial requirements. Only when inflation got out of
hanc and the balance of payments deteriorated did monetary policy
restrain the pace of investment.

Economic theory stresses the importance of a profit motive in
investment decisions. Surveys of American businessmen indicate that
they do in fact analyze profitability of possible future invest-
ments. 2. This involves a comparison of the present value of future
streams of income against costs. Profitability can be expressed as
a "rate of return" on invested capital. This is then compared with
the "cost of capital" or finance, based on a combination of new debt
and equity. Investment is profitable whenever the expected rate of
return is greater than the cost of capital.

It is possible to use interest rates and stock market indicies
to derive estimates of the current cost of capital for the business
sector as a whole. It is not possible, however, to derive an
expected rate of return on prosvective business investment for the
economy as a whole. The future can only be judged in terms of vast
trends. It is for this reason that past rates of profit earned on
existing investments are impocrtant indicators of changes in
profitability that have already taken place and are likely to
influence future investment plans.

Profits and profit rates are however influenced by changes in
costs and prices as well as the rate at which current capacity is
being utilized. These same factors will, of course, influence
expected profitability of any additions to the capital stock. In
view of the inter-related movements of profits on past investments,
changes in output, inflation and monetary variables, it has proven
difficult to establish empirically precisely how they influence the
rate of new business investment. Economists have offered various
alternative formulations of the determination of investment, vyet
when they are tested all of them involve substantial margins of
error.

The following section presents and discusses the level of
profits and profit ratios in Japan for the period 1970-77. This
period includes the last years of the high growth era and the
period of slower growth since 1973. Section III attempts to
measure the extent to which a decline in "profitability" is
associated with a much slower rate of capital investment.
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Throughout Japan's history -pursuit of profit has not been held in
high aesteem. There has, however, been a strong emphasis on frugality,
a high rate of reinvestment, and maintaining a high quality of family
manac .ment in the entrepreneurial class. A recent survey of business
indicated that both profit and the rate of growth in sales were tied
for top of the list of goals. Therefore it is likely that Japanese
corporate managers look toward longer term objectives including strong
~rofit positions, but not necessarily in the short run.

Profits can be measured in various ways, but most aggregate
economic analysis prefers to rely on profits as presented in the
national income accounts rather than data based primarily on
corporate financial accounting procedures. National income accounting
procedures are now standardized internationally. They make ’
adjustments to business financial reports to reflect, among other
things, uniform rates of economic depreciation of capital equipment
(rather than those adopted for tax and financial reporting reasons),
elimination of vprofits or losses on inventories due to price level
changes, and recently in the United States adjustments to eliminate
an upward bias in current vrofits from depreciation based on
historical rather than current replacement costs. The Japanese
national income accounts do not yet incorporate that last adjustment
although officials are well aware of the bias in reported profits for
which they have made adjustments in some of their analytical work. 8/
With this one exception Japanese and U.S. national income data on
profits are quite comparable.

In addition to the national income data, the analysis below
relies upon financial balance sheets and the fixed capital stock of
the corporate sector published in the Japanese Annual Revort on
National Accounts, 1979. The analysis focuses on orivate non-financial
corporations and therefore excludes government owned enterprises and
financial institutions. "

Declining Profit Levels

Japanese private non-financial corvorations earned very
substantial profits in periods of economic boom. In 1970 they peaked
at 8.5 trillion yen before taxes or 5.9 trillion yen after taxes.
Reported book profits were even larger during the 1973 boom but more
than all of the gain represented inventory profits made during a very
severe inflationary period. In the recession and slower growth years
that followed pre-tax profits eroded as can be seen in Table 1.
They dropped by more than one half from 1973 to 1974, but have
recovered, to some extent, in the years 1976 and 1977. After taxes,
however, non-financial corporations incurred very substantial losses
in the three years 1974-6 and just about broke even in 1977. 9/
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TABLE 1

pProfits of Corporate Non-Financial Business,
Japan and the United States, 1970-77

1970 1971 1972 1973

JAPAN - in billions of yen

Undistributed profits 1/ 4,732 2,886 3,085 2,567
secepividend payments, net 1,182 1,188 - 1,225 1,555
ssses profits after taxes 1/ 5,914 4,074 4,310 4,121
o0 08ne
** Profits tax liability 2,628 2,870 2,886 4,075
."'°'Profits before taxes —/ 8,542 6,944 7,196 8,196
3 [ ] .
sesednventory valuation adjustment 328 -84 784 5,453

»
..l:ﬁl
e¥e©@, - in billions of dollars
. [ ]

- + “sndistributed profits 1/ 2.9 8.3 14.1 10.6
.", Dividend payments, net 19.9 20.0 21.7 23.9
P *es  profits after taxes 1/ 22.8 28.3 35.8 34.5
[ A X R E XJ
:-:N@rofits tax liability 27.3 29.9 33.5 39.6
. Profits before taxes 1/ 50.1 58 69.3 74.2
(A XN X J
:0:--Inventory‘valuation adjustment 5.1 5.0 6.6 18.6
. éapital consumption adjustment -1.5 - .5 -2.7 -1.8
eveose
. [}

1/ After inventory valuation adjustment.

Sources: Japan - Annual Report on National Accounts 1979, pp.

United States -~ 1979 Economic Report of the President, p.

1974

-3,949
1,735
-2,214

6,218
4,004

7,218

-6.
26.
19.

onN

42.7
62.5

1975

-2,980
1,508
-1,472

5,330
3,858

696

19.8
28.5
48.3

2467

196

-2,013
1,501
- 511

5,200
4,689

2,408

1977

(X N N J
-2r368
%,445
-u:’ﬂ:
soRGO®
5,95%
69034
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Several reasgns Yanibe etted fol sthe highlys dolatile profits
of Japanese corboraticnst®e Thé 197225 Ydcess38 Was the most severe
since the mid 1930's. Japanese companies typically have heavy fixed
co ts as a result of the "lifetime" employment practices which
prevent quick and substantial reductions in the labor force during
per ds of slack demand and production. In addition, the
cheracteristic of heavy reliance on debt rather than eguity financing
entails a continuing heavy interest burden. Lastly, Japanese
companies are reportedly operating with considerable unused capacity
because of the slow recovery, which makes no contribution to sales
and profits.

Table 1 also illustrates that profits in the U.S. of non-
financial corvorations have been considerably less volatile during
the same 1970-77 period. Moreover, profits recovered more rapidly
from the last recession so that by 1977 they were roughly double
the pre-recession level of 1972. Furthermore, there has also been
a notable increase in dividend payments year-by-year in contrast to
Japan where net dividend payments have in fact been declining.

Profitability Ratios

Various profitability measures have been devised by economists
and financial analysts, but many of them serve highly specialized
analytical needs. This study presents four separate profit measures
deemed useful in analyzing aggregate behavior of the business sector
and which are thought to be important determinants of business
investment. The Japanese ratios can be directly compared with those
for the United States published in the 1979 Economic Report of the
President. lg/ There is one slight difference between the two sets
of ratios, namely, U.S. profits are adjusted downward to take into
account the fact that depreciation charges are based on historical
cost of capital assets rather than on current replacement costs.

All of these ratios tend to move broadly together over the
business cycle although there are differences in volatility and in
their levels. As mentioned before, Japanese profits and profit
ratios are heavily influenced by cyclical movements. There are high
and statistically significant correlations between each of the ratios
and a measure of cyclical variation such as the operating rate in
manufacturing. il Over the same period the profit ratios in the
United States showed no such significant correlation with the
similar operating rate variable.

All of the profit ratios discussed below are presented in
Table 2 for both Japan and the United States.
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TABLE 2

Determinants of Business Investment:
Japan and the United States,

PAN
*eeso Profitability" ratios:

:-:o}: Market value/replacement cost

. . of net assets
coee "q" including land
‘e O° "q" excluding land
[ R A N XN J
2+ Cash flow/GNP
[ XN XN ]
*ese3s Rate of return on depreciable
. . assets
[ ] L J [ ]
L L 2]

e 44 Rate of return on stockholder
[ ] - L

« oo equity

[ A X RN ¥ ]

ssesse Investment and operating rates
HE in manufacturing:

[ A XX X RN

ssee9e Real business investment/GNP

L N ] [ 4

e ®
esealle Increase in real net stock of
“ense’ fixed assets

7 Operating rate in manufacturing

1969 = 100

1970-77
(in percent)
1970 1971 1972 1973 1974 1975 1976
.703 .656 .743 .738 .637 .605 .657
1.200 1.127 1.323 1.322 1.074 .981 1.051
17.5 14.7 14.5 13.3 7.5 7.3 7.6
27.6 20.6 19.9 23.0 18.4 11.9 13.0
11.0 6.3 6.4 8.7 5.3 1.0 2.0
21.0 19.7 18.6 20.1 18.9 17.4 16.6
23.5 17.2 14.2 14.2 8.6 5.4 4.3
97.5 91.9 92.5 96.0 87.9 75.0 81.2

>e
L]
»



United States

1.

.....é'
e

s » Jources:

Market value/replacement cost
of net assets -"g" excluding land

Cash flow/GNP

Rate of return on depreciable
assets

Rate of return on stockholder
equity

Real private investment/GNP

Increase in real net stock of
fixed assets

Operating rate in manufacturing
1969=100

Japan - see text; United States -

TABLE 2 (Continued)
1970 1971 1972 1973 1974
.911 1.000 1.076 1.016 .756
7.9 8.2 8.6 8.0 6.9
10.1 10.3 11.5 12.3 11.4
4.4 5.2 6.4 8.7 8.4
10.2 9.8 10.0 10.6 10.7
3.9 3.3 3.8 4.8 4.0
91.9 90.5 96.4 101.5 97.7

85.4

(line 6)

1976 1977

.825 .768

9.1 9.0

[ R Y N R J
[ ] L Z
XXX ]
10.45°°10.6
[ ] L J
.O...
L ]

4.8 °* *6.2
:...'.
9.4* 9.7
[ XX N K J

L ] L ]
[ X R X )
1.58 4°2.5
LN ] L J

* o
93.0 **95.6

1979 Economic Report of the President, p. 128, *
Table 30, although capacity utilization rate in manufacturing (line 7) was
converted to an index 1969=100 so as to conform to Ja
real net stock of fixed assets

panese data and increase $thS*S
(non-residential buriness and residential)®

for non-financial corporations was derived as the percent increase in yvear-end*®***,

constant dollar net stocks from data in the Survey of Current Business,
and September 1978 p.

pp. 49 and 52,

Iy

46.
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This relatively new measure, baptized "gq" by its proponents, is
of c¢onsiderable interest to economists because it is thought to
convey important information about investment incentives not available
in ot or measures. 12/ This study presents, for the first time, the

" 1"

q" ratio for Japan - world's second largest free-enterprise economy.

This measure is simply the ratio of two separate valuations of
+he same assets. One is the value investors place on the outstanding
corporate equity plus debt, the other (denominator) is the current
market value of replacing corporate net assets (fixed cavital,
inventories, land and net non-interest bearing financial assets.)

The normal equilibrium value 1s thought to be 1. Values above 1
would stimulate purchases of new productive assets in excess of normal
replacement and growth. For example, if market values of houses are
above current building costs new housing construction would be
stimulated. Alternatively, if "g" is less than 1 because equity
prices and debt values are depressed, purchases of new assets would
be discouraged because financing would be expensive relative to the
cost of new physical assets. For example, prospective investment
earnings have to be high enough to prevent total earnings per share
from declining and creating a delution of equity. As Keynes pointed
out over 40 years ago in his General Theory:

"Daily revaluations of the Stock Exchange, though they are
primarily made to facilitate transfers of old investments
between one individual and another, inevitably exert a
decisive influence on the rate of current investment. For
there is no sense in building up an enterprise at a cost
greater than that at which a similar existing enterprise
can be purchased; whilst there is an inducement to spend
on a new project what may seem like an extravagant sum, if
it can be floated off the Stock Exchange at an immediate
profit." 13/

Moreover, the stock market is not only a determinant of eguity
values and, therefore the cost 0f new financing, it is a leading
economic indicator both in Japan and the United States, avrarently
distilling important expect ._.ons about future business cvrospects.
This expectational element con:iained in the "g" ratio but not
contained in the three other profitability ratios presented in this
study, based solely on past profits, is thougnt to make "g"
particularly relevant in analyzing future investment decisions.

" L]

Derivation of "g" for the United States has not yet been
standardized and the cseveral sets of estimates differ. Conceptually
the denominator should include all of the corporate assets: fixed
plant and equipment, inventories, land, timber and underground
resources, and net non-interest bearing financial assets. The
current replacement cost of timber and underground resources has
been excluded because there are no reliable aggragate estimates
available. Thp*mgeket valdueg ¢fedand hokdingseissdncluded in one

U.S. estimate putgigot] injothe¥s.s & 2o +i ¢
s s e s e s s s e e et s 2
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For Japan,? W@ seograte sfitids are sresentecs, eincluding and
excluding land.es Asetart b&*sdeh *ih *ablfe®2 hé*'q" values are very
different, the one including land is well below 1, whereas the ratio
excluding land is generally above 1. This is because in Japan land
valucs are extremely high, and, unlike the United States, the current
mark- . value of corporate held land exceeds the replacement cost of
all of the factories and other net fixed assets. This reqguires a

short digression.

The "scarcity" of land in Japan reflects in vart a large
vopulation on a small land area, much of which is mountainous. It also
reflects an unwillingness of property owners to sell except at very
high prices. It is qguite common for the published lists of taxpayers
with the highest incomes in Japan to consist largely of persons who
made enormous capital gains on land sales. 14/ Current land prices
are therefore established in a highly restricted market, where sellers
are reluctent and buyers are generally hoping to make capital gains
rather than earn overating orofits from their land purchases. 15/
vValuation of all land at these "scarcity" prices results in a very
different composition of Japan's national wealth compared with the
United States. Land revresents roughly half of the national wealth
of Japan, and buildings eqguipment and machinery less than 40 percent,
whereas in the United States buildings, etc. represent almost
two-thirds and land less than one-quarter of the total. 16/

This situation very much affects the "g" ratio since the market
value of land represents 40 percent of the non-financial assets
included in the denominator for Japan in 1977. 11/ Conceptually "qg"
should contain all assets. If it is excluded for analytical vpurposes
then some amount should be subtracted from the numerator as well.
There is no clear answer whether this should be at book value or some
other amount.

The guestion arises: how to interpret Janan's "g" ratio in view
of the hich valuation of land. ©One alternative is to consider "g" as
a realistic indication of Javaness investor attitutes, the same as in
any other country. 1In that case, a low "g" ratic - never rising above
.75 even during boom years - would signify persistent and very
pessimistic expectations by Japanese investors about the ability of
corporations to make profitable investments. This interpretation
does not appear to be consistent with other information. Japanese
equity prices have continued to rise rapidly, yields are at historical
lows (less than 2% compared with 4.6% in the U.S. in 1977) and price-
earnings ratios virtually at their peak (an average of 23 times
earnings compared with less than 10 in the U.S. in 1977). Moreover
the rate of private investment in Japan remains considerably higher
than in the United States and other industrial countries, measured
either in terms of the ratio to GNP or as annual percentage increases
in the real net stock of fixed assets (see Table 2).

An alternative interpretation, and the one adopted in this
study, is that investors do not appraise the value of corporate land
holdings at full curregt markeg pr}qei,uéu;.?g.iomewhat lower
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prices. Investors$ may *betunawars efe the Sifl?,pxtent of corporate

land holdings and current purchases. Often these are made by
affi’iated companies or joint-venture firms whose real assets go
unrecurded in the unconsolidated financial statements of their

parer’ companies., Moreover these affiliates are often under-
capitalized, relying on the willingness of Japanese banks to advance
credit against mortgages. Corporate land purchases have often been
motivated by speculation. The National Land Agency estimated they
totaled 9,800 billion yen in 1973 -- equivalent to more than half of
the total amount spent by corporations on gross investments in plant
and equipment. 18/ Most of these speculative land purchases were
financed by borrowing in anticipation of a continued rapid rise in
prices resulting in large capital gains. Apparently when land
prices fell slightly in 1974 corporations found themselves locked in,
unable to realize their hoped for profits. 1In early 1976 a survey
indicated that over half of the firms considered their holdings of
"marketable real estate" to be "excessive." /

If current land prices are clearly an inappropriate measure to
use for "g" in Japan, and the other extreme of excluding land assets
altogether (i.e. valuing land at zero) is too low, then the
appropriate or "true" value lies somewhere in between. Considerable
more experience with "g" is needed before its full meaning is
clearly understood.

In this study, the two extreme values for Japan's "a" are
shown in the tables. They have remained remarkably stable over
1970-77 in view of the very wide swing in corporate profits. The
upsurge in Japanese equlty prices since 1975, despite reductions
and omissions of dividends, has contributed to the maintenance of
"g" which is not very different from its values in the mild
recession year of 1971. This contrasts with the experience in the
United States where "g" has declined from about unity in the early
1970's to an estimated .7 in 1978. Therefore the U.S. "g" has
dropped below that prevailing in Japan.

Corporate Cash Flow to GNP

Cash flow represents internally generated funds comprising
after-tax profits, depreciation, and any inventory profits or
losses. These funds are used for a variety of corporate purposes
such as divident payments, purchases of real or financial assets, or
repayment of outstanding debt. Availability of adeguate internal
funds is deemed to be an important factor influencing investment
decisions because they must be utilized in a manner that strengthens
future earnings. Corvorate managers have greater discretion in
investing their own funds compared with borrowed funds.

Japanese non-financial corporations generated very large cash
flows until the onset of the 1973 recession. High profits in 1970
boosted totads cash {loy, tQ }7;5 percent of GNP but dropped to an
average of 14 pgrcent in she thréd, dulsequene sears. After the
onset of the:ﬁeéésgiqn:it:dgqpﬁed.béléw g gercent because of very
poor profits'.® Ih* tle Ynited Sta%es:tbe.Qasb.ﬁ%ew ratio is currently
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above that in 5apa§1 ag.though: ghe, 'lo_r;ge:—:run. a.'%erige of 9.3 percent

from 1955-70 is conSLderably loweér than that prevailing in Japan
during that period.

Rate of Return on Depreciable Assets

This measure compares the flow of pre-tax profits, inventory
nrofits, and interest payments against the stock of fixed assets
{after depreciation) and inventories valued at current replacement
cost. It avoids the distinction between debt and equity and
therefore is perhaps more appropriate to use for Japan where
corporations characteristically rely heavily upon borrowed funds
-rather than additianal stocks. Even in the United States
it is a useful measure since purely tax considerations of being
able to expense interest payments may well influence whether
financing is done through debt or equity.

Japanese corporations earned very high rates of return on their
depreciable assets during the high growth years, and in 1970 almost
reached 28 percent. The onset of inflation drove up both the
replacerent cost of assets and inventory profits so that a high rate
of return was maintained until very recently when it drooped below
12 percent. This is not very different from the 10 1/2 percent level
currently prevailing in the United States especially taking into
account the fact that the Japanese ratio would be perhaps 1 percent
lower if depreciation were adjusted to current replacement rather
than historical cost.

Rate of Return on Stockholder Equity at Replacement Cost

This measure, unlike the cash flow and the rate of return on
depreciable assets ratios, takes into account the inflationary impact
on corporate balance sheets and their income flows. Inflation
requires increased business financing just to hold the same volume of
inventories and liguid assets, for example. Generally, these
requirements are met by increased indebtedness, not just because
interest is tax deductible, but also because inflation reduces the
real burden on corporations of outstanding debt. Increased interest
payments also impact adversely upon profits.

This ratio seeks to correct for this downward bias on after-tax
profits by including the unrealized capital gains of a lower real
debt brought on by inflation. 20/ These ad]usted profits are then
compared, in ratio form, to corporate net worth in which tangible
assets (net plant, inventories and land) are valued at current
replacement costs. The ratio would appear to be pvarticularly
appropriate to Japanese corporations with their large debt-equity
ratios and the leverage this produces on profits, a fact which the
Japanese are well aware of. 21/

The rate of return on equity of Japanese non-financial
corporations reached an exceptionally high point of 11 percent in
1970 but sub.sequentlyo d.roppedoto abeut « 2@ p¢rcent in 1971-2,
During the &aars.of raaua 1nflat10n,'l9?3 4y sugrealized cavital gains
on outstanfiiing®8dbt®s we-re exceotlonaily °h;ggl ®eMore recently, 1975-7,
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the return®dn**@qtiity Ras**drodbped ¥ a*very 1w level of only 1 to 2
percent, as capital gains on debt have not offset the adverse impact
on »rofits of high leverage and underutilized capacity.

Tapanese returns on eqﬁity these past three years are well
belcw those recorded in the United States during the postwar period
of roughly 6 percent.

conclusions

It is useful to summarize the conclusions reached in this
section before going on to analyze how profitability influences
investment in Japan. Profits and profit ratios of Japanese non-
financial corporations were high until the onset of the recent era
of slower growth beginning in 1974. Profitability has generally
dropped below, or at least to, levels prevailing in the United
States. Correlation results indicate that, unlike the United States,
Japan's low profit ratios reflect the high excess capacity and

comparatively low operating rates in manufacturing. The so-called
"q" ratio is difficult to interpret for Japan in view of the strong
Japanese preference for land as an investment asset. Unlike the

other measures, it has been exceptionally stable despite dramatic
changes in profits and GNP growth rates. The "true" value of the
Japanese "q" ratio in 1977 lies somewhere between .65 and 1.0,
perhaps not very different from the U.S. "g" of .77.
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The periocd under review, 1970-77 may well include a fundamental
chang> in Japan's economic history. The 20 year era of rapid growth
during which real GNP increased an average 10 percent a year appears
to hav . ended in 1973. The new national objective of more modest
rates of advance averaging only 6 1/4 percent per year were embodied
in the government's Medium-Term Economic Plan 1976~80. The
subsequent plan, yet to be approved by the government, has scaled
d~wn the growth objective to an average of 5.8 percent per year. The
1970-77 period also includes the deepest Japanese recession since the
mid 1930's which had very severe repercussions on business orofits
and has left industry with excess capacity.

In view of this fundamental change in future economic prospects
it is quite likely that orofit-investment relationships of the past

Advisors comments that:

era have been changing. The nature of this relationship and the

determinants of investment remain one of the unanswered questions in

economics. Even in the United States, the Council of Economic
|
|

"Economists have suggested several alternative formulations,
or models, of the determination of investment, which
emphasize to various degrees the influence on investment
of growth in output, variations in capacity utilization,
changes in cash flow and in the rental price of capital,
and the ratio between the market value of capital and
its replacement cost. All involve substantial margins of
error." 23/

In Japan, the recuced rate of growth in income and outonut has
been accompanied by a very marked slowdown in investment, measured
elther in terms of business investment to GNP or increases in
business real net fixed capital stock. That real stock had risen by
a phenominal 23.5 percent during one year (1970) but the average
rate from 1971-73 had remained at a remarkably high rate of 15 percent.
In the last two years for which data is available, 1976-7, annual
increases have dropped to a little less than 4 1/2 percent
(See Table 2). While this appears very low in comparison with the
past 1t is high in terms of international standards. In the U.S.
the net capital stock of non-financial corpcrations increased in
average at less than 4 percent from 1955-75, and in the last three
years at a rate of only from 1 1/2 to 2 1/2 percent.

Correlation Results

In order to test whether or not there is any relationshio
between the several profit measures and increases in the real net
stock of business fixed capital, simple correlations were comnuted,
With the exception of "g", all of the Japanese profit ratios showed
statistically significant high correlations with changes in the
capital stock which are presented in Table 3, While this does not
imply anything about the diregtipn Qf,cqusglity, it seems reasonable
to presume tiat'the sewere pmessure op profitg ¢ombined wish
pessimistic expeetations Of ary smmedgatq reflitef of those pressures
through a rapsdeeconesned ¥eCowerys must shav?e* had an influence on the

12
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TABLE 3

Correlation Results:

1970-77

Business Profitability Against
Changes in the Real Net Capital Stock,
Japan and the United States,

(XX X
L ] L
Independent Correlation Regressitarees
secses Variables __Coefficients Coefficipnise®
*eves’ - — Standard t esccse
secsse R2 Error Statistic Constant Coef*f*retent
o o . R °
[ ] [ ] o o
JARAN "g" including land .228 .053 1.60 - .442 .88
. o excluding land .310 .049 1.96 - .285 3T
([ E I A XN ) * % .... :
¢« cash flow/GNP ratio .912 .018 7.88 - .068 1.%17°
se0e L ] L ] :
*eeses rate of return on depreciable assets .892 .021 7.02%* - .096 1.%155°
(A XN X J
L L] * L]
e "ee® rate of return on stockholder equity .844 .024 5.71%* - .015 1.837°
L ]
[ L ] .
s *es’ Operating rate in manufacturing .755 .030 4.35%* - .556 LTe3ee
([ E XN Y R ) .. .l
(XX X J
UNPPED STATES "g" excluding land . 267 .009 1.72 - .015 .053
[ ] L ] ® o
sesess cash flow/GNP ratio - .400 .008 - 2.17 126 - 1.132°°
IR N RN ) L] [ ]
¢+ ' ¢ rate of return on depreciable assets . 485 .007 2.51% - .067 Rl
de00ce
esee’ rate of return on stockholder equity .302 .008 1.83 .004 .457
operating rate in manufacturing .386 .008 2.12 - .121 .163
* Statistically significant at the 5 percent level,

** Statistically significant at the 1 percent level.

SOURCE:

Table 2
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Tapacity utilization, as measured by the operating rate index
in mar-Tacturing, was also highly correlated with the rate of increase
in th net capital stock. This indicates that all three variables
profitability, the operating rate, and investment move in unison. It
is impossible to measure the separate influences they have on each
other with the very short data period available in this study.
" vertheless, correlations of three of the four profit ratios
against investment were higher than for the operating rate.

Similar correlations for the United States on the other hand
were very low over that same 1970-77 period, and except for one they
were not statistically significant.

Intervoreting the relationship between "g" and the rate of

investment is more 2ifficult. The simple correlation coefficients
are very low, and not significantly different from zero, both for
Japan and the United States. The reasons, however, are different:

in Japan "q" has been relatively stable but the rate of investmen*
has dropped sharply, whereas in the United States both "g" and the
rate of investment were relatively steady at one level for half the
period but then both shifted to lower levels for the remainder of
the period.

what is interesting to note is that over the entire period the
"true" Japanese "g" has been higher in the U.S. and Japanese
investment rates have remained well above those in this country.

Whether "g" can be used to draw international comparisons may
be premature. The hove that it would be an indicator of the
influence of investor sentiment prospective on corporate investment
is yvet to be demonstrated, on the basis of the experience in Japan
and the United States. Why "a" deviates so far from its supvosed

equilibrium value of 1 also remains unanswered.

Japanese Views of Investmen* 3=havior

Most Japanese generally ignore profit in analyzing the
determinants of business investment. Perhaps it reflects the general
public's attitude that other factors have greater fundamental
importance. In any case, some econometric models are able to
satisfactorily explain the rate of business investment without any
financial variable. On the other hand, monetary variables like
the rates of interest on business loans, are used by some analysts
as a signal of monetary ease or tightness rather than an indicator
of the required rates of return on investment. Such models
generally rely primarily on variables as changes in production index,
operating rates in manufacturing, consumer spending, and the size of
the existing capital stock,.
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On the exhes hand YZmandae tale gel)® qyiry sthat expectations
play an important role in investment decisions. Recent annual
repcrts of the Economic Planning Agency have stressed the profit
motis : "When an enterprise makes a decision on additional
invest—ent in plant and equipment, an esséntial condition is that the
expec .ed profit rate in the future is higher than the interest
rate." 24 There has been extensive analysis in these annual
reoorts of changes in the profits and profit ratios of various
secments of non-financial business, the impact of leverage and the
_ Zluence of profit on investment. Their conclusion is current
or recent profit rates are important factors in determining
investment in plant and equipment. Zé/ Moreover, these analyses have
stressed, that, based on past behavior, Japanese businessmen act in
a manner to maximize current prof;ts (after interest payments) and
"that in making a decision on plant and equipment investment, they
invest when the exvected »rofit rate exceeded the level of interest
even a little (that is, they invested until the marginal profit rate
equaled the marginal interest rate)." 26/

According to EPA officials one of the main reasons for
favorable expectations during the veriod of heavy investment and
rapid growth was that until 1973 most businesses were operating
at a point on their long-run average cost curve, where costs were
still rapidly declining. Therefore additional plant and equipment
would achieve substantial reductions in unit costs although output
and sales would have to be increased somewhat. Apparently corporate
managers were prepared to cut prices if necessary and aggressively
market their additional production. EPA officials believe that most
pusinesses no longer face this situation, since they have now
expanded thelr operations to the point where they are at the flat or
bottom portion of their long-run average cost curves and close to
the minimum efficient scale.%l/ Therefore, unlike previous periodé
of recession and economic slack in Japan, additions to existing
capacity are no longer profitable because they are unlikely to lead
to substantial cost reductions, as in the past. This is thought to
be one of the chief reasons for the decline in the rate of business
investment to GNP.

Future revival of investment is thought to devend heavily upon
replacement needs. Much of the Japanese business capital stock was
acquired recently so that its average age is still young, especially
in manufacturing, compared with the United States. According to
data supplied by the Japan Development Bank the average age of
Japanese plant and equipment in 1976 was 7.2 years for all business
and 6.8 years in manufacturing plants compared with 10.2 years and
7.9 years respectively in the United States. However, the average
age in Japan has already begun to increase because of the modest
level of new investment these past few years. Gross investment is
not expected to revive substantially until the average age of the
Japanese capital stock begins to approach and perhaps exceed that in
the United States. At that time, not anticipated until 1981 by
analysts at The Japan Development Bank, heavy replacements will

become due. IR - SRR L A S - A
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Aqditions to fixed business capital are related (statistically)
to business profit ratios in Japan based on data developed in this
stud . This is consistent with Japanese views that business
opetatgs under a strong objective to maximize profits. However, the
determinants of business investment are more complex, in part, '
because investment and profits are both influenced by the scale of
output and capacity utilization. This study did not seek to assess
the influence of these other factors that are deemed to be relevant.
The importance of "gq" as an investment determinant remains
unanswered for Japan as it does for the United States.

[ ] e o o o L * [ ]

o o ¢ o e o o [ 4 e o e o o o e o
o o o o o o o [ 4 [ X 2 J ] [ ] ® o o
[ 2 ] e o LA [ ] L] o o [ [ ] e o o
L e o * o L] e o o e o o e & o
"9 000 & 000 o 00 (A J [ ] L] . L XX ] a0

16



0 S06 » sSo00 »
e o * o ¢ ® [ L]
. . ‘. * s o

Iv. SOURCE‘S AUD 'VlE’I‘HCiDS.. ®ee

L ]
L]
[ XX K]
[ ZXT R XY

For the benefit of those readers who are interested in details

of t.ue derivation of the several Japanese profit measures, this
sect’ n provides the sources of data and indicates the methods.

One of the purposes of this study was to derive measures for
Japan that could be compared with similar measures already computed
for the United States. Various studies of U.S. profits could have
ween selected as the basis of comparison. The 1979 Economic Report
of the President contained the most recent presentation of four
broad and widely advocated profit measures and were selected for
this reason. 28 Ratios for Japan were derived by the same CEA
methods, as far as vossible.

The main Japanese data source for computing all of the ratios
was the Annual Report on National Accounts, 1879 issued in January
by the Economic Planning Agency of the Japaness government. It
contains not only the up-to-date full set of national income and
oroduct statistics, but also presents the stock of fixed capital
and financial balance sheet accounts for the period 1969-77. The
Report contains separate data for Japanese non-financial corporations.
Unidentified page references are to this Report, which is in
Japanese.

"QO" Ratio of Market Value toc Replacement Cost of Net Assets

The published sta+tistics for the balance sheet accounts and the

net stock cof fixed assets, inventories and land valued at current
market prices (i.e replacement cost) include government enterprises
(pp. 430-1). This study utilized unpublished EPA data excluding

these enterprises, such as the national railways, highway, and
housing corporations, the telephone and telegraph company, etc.

The market value of oriva*ely owned non-financial corporations
consists of equity and net interest bearing debt. It is measured
indirectly. Japanese corporations do not rewort on a consolidated
basis although there is some interest in this direction. Desnite
the prevelance of wholly or jointly owned ventures and corporations
in the Japanese corporate system this need not create statistical
problems. Equity investments in affiliates are carried at book
value in parent financial statements but it is assumed that the
market value of those investments will be reflected in the value of
the parent's equity. Inter-affiliate debt will conceptually net
out to zero in aggregate, and equity assets in the balance sheets
were excluded.

Equity consists entirely of common stock since Japanese law
prohibits issuance of preferred stock. Its market value was
derived by dividing annual net dividend payments of non-financial
corporations (pp. 248-9 and corrigenda) by an appropriate dividend-
price ratio. [The,pirgt Secfion of Tokyo Stock Exchange included 926
corporations i 31977 -Tpatorepresented 54-percent of all listed
corporations ih sJgpang bpt 94'percent-o -market Nalue of all

e (XX ) ] L] .o a0 o ... . OQ. Q.
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listed corporatitulstedT%® Thwe sFiraf section, swheeleincludes all of
the well known Japanese companies provides the broadest index. A
divi'end yield is published but it_is computed only on the basis of
those companies paying dividends. 30 In December 1977 only 777 or
84 pe .ent of the companies listed on the First Section paid
divicends. Moreover, the average dividend yield of 1.82 percent was

naturally somewhat lower than the 1.97 percent on lesser known
companies of the Second Section of the Tokyo Stock Exchange.

In Japan, equity ownership is broadly distributed, although as
in the United States, the individual investor has been a net seller
for the past decade. On March 31, 1977 individuals owned about
one~-third of total shares outstanding, and financial institutions
and non-financial corporations each held about one-third.

Despite large holdings by financial institutions and non-financial
corporations, officials of Nomura Research Institute believed that
movements of equity prices reflected primarily the changing demand

by individual investors (including foreigners) rather than buying and
selling by corporate and financial investors.

In view of all of these factors, the published dividend yield
statistics for the First Section of the Tokyo Stock Exchange
represent a broad and comprehensive indicator of the value nlaced
on Japanese equities, suitable for deriving "g" ratio.33/

The market value of the principal outstanding balances of net
interest-bearing debt is represented by a stream of coupon vayments
plus the repayment of principal at maturity discounted to the
present. Unpublished balance sheet figures were used excluding
government enterprises, (similar to those published on pp. 430-1).
The main liability item, other than bonds shown sevarately and loans
from public sector which was reported to be virtually all long-term,
is "loans from private sector" which combines both short-term and
long-term debt. A percentage relationship was estimated for each
year from slightly different data published by the OECD which does
present a breakdown between 1027 and short-term, but as of March 31

rather than end of December. 3% Netted against the total of these
long term liabilities were holdings of long-term bonds and
government securities. To 2btain net liabilities during the vyear,

year-end amounts were averaged.

Concrete information on maturities is more difficult to obtain.
Bonds are issued for seven years, but represent only a smail portion
of total long-term debt. Most of it represents borrowing from
banks and other financial institutions. Loans from the three
so-called long-term credit banks 1is for only five years. Using that
as a base an average maturity of three years was assumed in view of
the rapid increase in total long-term debt that has occurred.

Choice of an appropriate Japanese interest rate also presents
problems. The financial system has been described as "a
disequilibrium system in which institutional controls, including
rationing, haye**talen :aWay“fibm inlt2tegl . raes*bome of the functions
of allocatingsregofrcgdss”® 354, SiMlce bublisifed harket or average
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interest restessedo nete reflbotemankat’oreassutds, and credit from a
friendly bank group 1s the predominant form of finance, it was
concluded after considerable discussion with Japanese financial
experts that the yield on corporate industrial bonds in the secondary
marke+ might best capture the influence of changing credit
ava. .ability, even though trading in this market is light. Thisg
vie.d is computed for the last business day of each month by the
Tokyo Stock Exchange by their so-called "simple interest method." 36/
Tis method, in comparison with the "yield to maturity" concept used
‘n the United States, results in somewhat lower yields when bonds are
selling above par and somewhat higher yields when below par.

This average annual yield index was utilized along with a
three-year maturity in deriving the discounted value of net long=-
term debt. Net corporate interest payments (p. 247) were broken
between payments on net long- and net short-term debt on the assump-
tion that the interest rate was roughly the same so that the
proportion of each *ypve of interest bearing debt at book value could
be applied. The value of net short-term interest bearing debt
consisted of a porticon of bank loans less transferable and other
deposits and short-term bills and bonds.

Total market value comprises equity, the discounted value of
long-term interest bearing debt, and short-term interest bearing
debt at book value.

The replacement cost of the net assets of the non-financial
business section include: assets already valued by EPA at current
market prices (balance sheets on pp. 430-1) like fixed assets,
inventories, and land, plus net outstanding non-interest bearing
financial assets (cash, accounts receivable and pavakle, other
assets and liabilities). The value for the year is the average of
the two year-end values. Conceptually, all assets should be
included, however there are serious problems in measuring the market
value of resources like timber, oil and minerals on corporate owned
land. In Japan where natural resources are few this presents a
relatively insignificant problem. 1In the United States, on the
other hand, estimates of "gq" apparently exclude the value of these
resources. The current market value of U.S. corporate owned land is
excluded from the ratio published by CEA. 37/ Section II discussed
the very high value of land in Japan. In deriving the Japanese
capital stock data the Economic Planning Agency relies on annual land
price surveys conducted by the national and the provincial governments
which contain a sample of 40,000 plots of land. Therefore the
quality of this data is very high.

Corporate Cash Flow tc GNP

This comprises non-financial corporations, excluding Japanese
government enterprises, and includes reinvested profits (after
inventory valuation), dividends, and capital consumption allowances,
all divided by’GNP°® (ph. :2%&-1)%°, The tpithli*Cohumption allowance
is published &nill@eintludind*overnyen} tgnthrprises (pp. 206-7).
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This is a profit concept net of depreciation, comprising
rein ested profits (after inventory valuation), dividends, and net
inte~2st paid (pp.246-7). This flow of "earnings" of private non-
finsmacial corporations is divided by the net stock of fixed assets
fcr the same corporations valued at current replacement cost
(pp. 430-1).

Rate of Return on Stockholder Equity at Replacement Cost

This measure, for private non-financial corporations, includes ‘
not only reinvested profits (after inventory valuation) and dividends |
but also the estimated capital gains from the real reduction of net
debt. The latter was derived from balance sheets (pp. 430-1) by
taking the year-end value of the so-called "financial assets'" less
corporate shares and "other" financial assets net of the so-called
"liabilities to third parties" less "other" liabilities, and
multiplying this outstanding net debt by the change in prices
measured in terms of the GNP deflator from the fourth gquarter of one
year to the fourth quarter of the next year. These total returns
(which in the U.S. include the capital consumption adjustment) are
divided by stockholder equity i.e. paid in capital plus reinvested
earnings. This measure of net worth is derived from balance sheets
in which physical capital, inventories and land are all valued at
current replacement cost (pp. 430-1).

Real Private Investment to GNP

The ratio is published (pp. 82-3) and represents gross domestic
non-residential fixed capital formation by the private sector in
machinery and equipment in constant prices divided by GNP in constant
prices.

Increase in Real Net Stock of Fixed Assets

This was computed as the annual percentage change in the vear-
end net stocks of fixed assets in constant prices of non-financial
corporations (pp. 586-7). The data include government enterprises.

Operating Rate in Manufacturing

The MITI (Ministry of International Trade and Industry) index
of the operating rate in total manufacturing is currently published
with a base of 1975=100. Because in that year manufacturing was
operating at a rate well below previous years, the index was
converted to a base of 1969=100, a year when the rate reached a
cyclical peak in Japan. For the United States, the FRB index of
capacity utilization rate in manufacturing was similarly converted
to an index form with 1969=100.
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j 1/ oOhkawa and Rosovsky, p. 224 * ¢ *°

2/ 1 enison and Chung, p. 63. Nevertheless, it apparently did not
raise the stock of capital relative to labor in Japan to levels
p vailing in the United States and West Germany. Ibid., pp. 74-5.
| 3/ Ibid.
| 4/ 1bid., pp. 29-30, Okhawa and Rosovsky, p. 41
| : =21G
1 , 5/ Schall, Sundem and Geijsbeek
|

6/ 1979 Economic Report of the President, p. 129

7/ Caves and Uekusa, p. 8

8/ e.g. See Economic Planning Agency Economic Survey of Japan 1977/78,
pp. 72-3

9/ In view of these heavy losses, the question arises why profits tax
liabilities continued to increase. Corporations were taxed on their
inventory profits and profits on their sale of real estate and
purely financial investments (which are not carried into the
national income accounts but were reputed to be very substantial).
More detailed statistics for 1977 available in the Annual Report on
National Accounts, 1979, p. 37 indicate the following:

1977 Non~financial Corporations In billions of yen

Profit from operations (after
inventory valuation adjustment and

capital consumption allowances) 19,054.5
Other income: interest 4,206.0
dividends 815.7

rent 324.3

Total income 24,400.5
Payments of: interest 15,933.5
rent 1,259.2

Other Current transfers, net 357.9
Net income before taxes 6,849.8
Direct tax liabilities 5,956.8
Profits after taxes 893.0
Divident payments, gross 2,260.5
Reinvested earnings -1,367.5

10/ P. 128, Table 30
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Ratio R2
"gq" including land .555
"q" excluding land .669
cash flow/GNP .725
rate of return on depreciable assets . 897
rate of return on stockholder equity .927

James Tobin and William C. Brainard, "Asset Markets and the Cost of
Capital," in Bela Belassa and Richard Nelson, eds., Economic
Progress, Private Values, and Public Policy, Essays in Honor of
William Fellner, pp. 235-62

John Maynard Keynes, The General Theory of Employment Interest and
Monev, p. 151

Mills and Ohta in Patrick and Rosovsky, eds, Asia's New Grant,
p. 699

Land rents are capitalized into land values at a much lower rate
in Japan than in the United States. Ibid.

Supplied by the Economic Planning Agency, U.S. based on Conference
Board data

If land were included in the U.S. "g" ratio it would represent
only about 11 percent.

Economic Planning Agency, Economic Survey of Japan, 1975/76, o. 132

Ibid., p. 130

George M. von Furstenburg and Burton G. Malkiel, "Financial Analysis
in an Inflationary Environment," pp. 575-88

Economic Planning Agency, Economic Survey of Japan, 1975/76, p. 130

One estimate placed it at 18 percent for manufacturing in 1976,
see OECD, Economic Survey = Japan, July 1977

Economic Report of the President, 1979, p. 129

Economic Survey of Japan, 1976/77, p. 94

Ibid., p. 92
Ibid., p. 96

See Aubrey Silberston, "Economics of Scale in Theory and Practice,"
PpP. 369~ 91’. see o
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Nomura %qg9p, Xenkyughe (Nomura ggsearcp.ynsiltute), Zaikai Kansoku
(Business Circle View’, January 19 9, p. 21

N-mura Research Institute, Manual of Securities Statistics, 1978,
pp. 122 £f£f

Bank of Japan Statistics Department, Economic Statistics Annual,
1977, Table 101, p. 189

This would be consistent with the capital asset pricing model,
which has been tested against the Tokyo Stock Exchange. One U.S.
study concluded that security prices moved in accordance with the
model, whereas two Japanese studies concluded they did not. See
Henry Wallich and Mabel Wallich, in Patrich and Rosovsky, eds.,
Asia's New Grant, pp. 304.9

Average annual yields are also published in Nomura Research
Institute, Manual of Securities Statistics, 1978, pp. 122 ff

OECD, Financial Statistics, 12 (Tome I), 1978, pp. 622-3

Henry Wallich and Mabel Wallich, op.cit., p. 314

Nomura Research Institute, Manual of Securities Statistics, 1978,
p. 263; Yield=coupon rate+face value-current pricetcurrent price
years to maturity

1979 Economic Report of the President, Table 30, p. 128
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