
For most of the period fol-
lowing the signing of the San
Francisco Peace Treaty in 1951,

relations between Japan and the
United States we re pre d o m i n a n t l y
bilateral. The two go ve r n m e n t s
s h a red policy goals and dominated
policy developments. The re l a t i o n-
ships with each other dominated
Japanese foreign policy overall and
American policy in Asia.

But starting in the mid-to-late
1980s and accelerating since then,
once unambiguously bilateral ties
h a ve become far more complex and
consequently ambiguous in char-
a c t e r. Three forces have driven these
c h a n ges: 1) alterations in ge o p o l-
itics, 2) the enhanced role of priva t e
capital flows, and 3) the rise in
number and importance of mu l t i-
lateral orga n i z a t i o n s .

S h a red Goals: From the end of
the US Occupation, Japan and the
US shared the same side in the
bipolar international are n a ,
including an unmistakable

commitment to the military con-
tainment of USSR, China and other
c o m munist regimes in Asia. Closely
linked to this military goal we re
intimate economic relations even as
both pursued distinctive but com-
patible versions of capitalism.

In the bipolar world that pre va i l e d
until the collapse of the USSR in
1989, Japan was America’s single
most important anti-communist ally
in Asia and integral to what has
been described as “America’s gr a n d
c rescent of communist containment”
— military bases that stre t c h e d
f rom the Aleutian Islands thro u g h
Japan, South Korea, Ta i wan and the
Philippines south and on to
Southeast Asia, ending in New
Zealand and Australia.i

Japan relied without question on
US military force, including the so-
called nuclear umbrella, as the
primary component of its own
defense policies. This included the
stationing of large numbers of
American troops on Japanese soil.
Japan had no military alliance
a r r a n gements with any country other
than the US, and while the US had
n u m e rous alliances throughout the
world, in Asia, all of its ties we re
based on bilateral ties, rather than
on multi-member alliance structure s
such as NATO. The single most

important of these was its alliance
with Japan.

P redicated on these American
guarantees of Japan’s security and
access to US markets, Japan
pursued a systematic strategy of
rapid economic development at
home and a low posture abroad in
a reas both diplomatic and military.
From direct economic assistance in
the early postwar years and con-
tinuing on to a dispro p o r t i o n a t e l y
low value for the yen, low cost tech-
n o l ogy transfers, and a dispro p o r-
tionately open market for Japanese
exports through much of the 1970s
and into the 1980s, the US pro v i d e d
Japan with widespread economic
assistance calculated to assist Japan
in becoming an economic success
story that could be projected as a
model for Asian and other deve l-
o p m e n t .

Bilateral Institutions. B e y o n d
s h a red goals, bilateral institutional
mechanisms formed a second
important feature of the re l a-
tionship. The exe c u t i ve branches in
both countries dominated this
p rocess—in the US it was primarily
State, Defense and later the USTR;
in Japan, the Ministries of Fo re i g n
Affairs (MOFA), International
Affairs and Industry (MITI) and
Finance (MOF), and periodically,
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the Japan Defense Agency (JDA ) .i i

R a rely did actors other than the two
go vernments’ official agencies exe r t
m o re than marginal influence ove r
policymaking. Particularly limited
in their influence we re Japanese
parliamentarians and the US
C o n gre s s .

In contrast, ties between the US
and its Western European allies
we re embedding in a series of
multilateral orga n i z a t i o n s ,
including NATO, the Euro p e a n
Coal and Steel Community and
e ventually the EU. Such mu l t i l a t e r a l
o rganizations ga ve European allies
a series of formats within which to
f o rge temporary alliances on spe-
cific issues or to bundle issues and
e n ga ge in trade-offs from one issue
to another.

N o n - L i n k a g e . A third feature of
the bilateral relationship invo l ve d
the functional separation of issues,
particularly those of security and
economics. In the aftermath of the
1960 Security Treaty crisis, a suc-
cession of Japanese go ve r n m e n t s
worked diligently to ensure that any
popular Japanese frustrations with
the military aspects of the treaty not
i n t e r f e re with the country’s focus on
high-speed growth. US defense and
f o reign policy establishments did
their best to keep issues of eco-
nomics subordinate to security.

Institutional arrangements facili-
tated this separation: institutions

d e voted to military problems did not
deal with trade; monetary issues
we re dealt with along still a separate
track. Similarly separated we re envi-
ronmental, cultural, and foreign aid
issues. Functionally specific
a gencies in both countries wo r k e d
with one another on such matters
re l a t i vely independently of issue
l i n k a ges. On the re l a t i vely rare
occasions when broader coordi-
nation was necessary, the White
House or the Prime Minister’s Office
became the ultimate fulcrum on
which the relationship hinge d .

Although the US-Japan
relationship was bilateral it wa s
also asymmetrical. The US has
a l ways possessed vastly more mil-
itary and economic re s o u rces than
Japan and its foreign policy go a l s
a re global, not regional. For the
most part, Japan, even after its GNP
became the second largest in the
world, remained at best a re g i o n a l
p o we r. Under bilateralism, Japan
was typically dependent on the US
and locked into a complex and
embedding relationship. D e s p i t e
polite fictions about joint consul-
tation, the US had a re l a t i vely fre e

hand in the use of its troops in
Asia. More o ve r, the US was com-
mitted to defend Japan although
Japan had no re c i p rocal re s p o n s i-
b i l i t y.

For decades, economic, trade
and investment relations we re also
bilateral and unequal. Not until the
US began to experience domestic
economic problems did it begin to
p ress Japan to alter its economic
policies. The key turning point
came in the early 1970s when the
US went from the wo r l d ’s large s t
c reditor nation to its largest debtor.
C o n ve r s e l y, Japan began to expe-
rience a major shift in its interna-
tional balance of payments that
peaked in 1993 at nearly $132
b i l l i o n .i i i T h roughout the 1970s and
1980s, the size of the Japanese
bilateral trade surplus was a huge
and growing irritant.

By the late 1980s and early 1990s,
this re l a t i vely harmonious bilateral
relationship ran headlong into thre e
complicating challenges: changes in
geo-politics, changes in global
capital flows, and the incre a s i n g
importance of multilateral orga n i z a-
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tions. The nature of the bilateral
relationship began to change .

G e o p o l i t i c s . Bilateralism had been
based on an Asia-Pacific in which
the security tableau was simplisti-
cally clear. Japan was far and awa y
the richest and most industrially
d e veloped democracy in Asia,
making it a very logical anchor for
US policies in the region. When the
Cold War ended and the overt thre a t
of nuclear war was reduced the
bipolar clarity that had allowed the
US and its allies to demarc a t e
‘friend’ and ‘foe’ disappeared as
well. Within Asia, new and potential
conflicts centered on intra-state
conflicts, particularly those invo l v i n g
religious or ethnic splits, and subse-
quently on non-state terro r.

The increased economic we l l -
being and democratization of
s e veral other Asian powers, most
particularly South Korea and
Ta i wan, and to some extent
Thailand, the Philippines and
Malaysia, also complicated
bilateralism. Japan was no longe r
the sole outpost of industrial-
ization and democratization in the
region. The security commu n i t y,
meanwhile, has been deve l o p i n g
t h rough a variety of new mu l t i-
lateral forums such as the ASEAN
Regional Forum (ARF), the Six
Party talks and Track II dialog u e s .

Also undercutting past security
certainties has been the heady

economic growth and expanded
military capability of China. China’s
leaders began the tentative embrace
of more pro - Western and capitalist-
friendly policies, t h e reby con-
t r i buting to an impro ved re g i o n a l
security climate and opening the
way to a host of previously implau-
sible diplomatic and economic ties
b e t ween China and its non-com-
munist neighbors. China’s influence
in the region, as well as over US-
Japan ties, has skyro c k e t e d . B u t
uncertainties about Chinese inten-
tions and the potentially compet-
i t i ve impact of Chinese economic
growth remain high.

Both US and Japanese policy-
makers have expressed va r y i n g

concerns about the potential
security rival and economic thre a t
posed by China’s rapid economic
liberalization and growth. Pre s i d e n t
C l i n t o n ’s policy of “strategic
e n ga gement” with China paralleled
by diminished economic interest in
Japan enhanced worries among
Japanese policymakers about so-
called “Japan passing” in which the
US no longer felt any particular

necessity to approach Asia thro u g h
Japan; it could instead deal dire c t l y
with other Asian countries, particu-
larly China. The current result is a
trilateral relationship – US unilater-
alism pushes Japan and China closer
t ogether while any warming of ties
b e t ween either Japan or China on
the one hand and the US on the
o t h e r, forces a recalibration of
i n t e rests by the party left out.

In today’s post - September 11
world, Asia now re p resents not a
bipolar map defined largely by
armies and alliances, but rather a
vastly more complex tableau
marked by intensified national
concerns over economic security as
well as over military security, a

region in which military issues are
no longer defined in clearly bipolar
terms, and a region with far more
multipolarity than at any other time
in the last hundred years.

Global Capital Flows. Since the
early 1980s, there has been an
e x p l o s i ve increase in the amount 
of capital moving across national

Continued on page 4
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borders. By far the largest pro-
portion of these capital move -
ments is private, not go ve r n m e n t a l ,
t h e reby limiting prior powers of
national go vernments to shape
monetary policies.

Expanding flows of private capital
h a ve had a major impact on both the
Japanese and American political
economies, enhancing the choices
of private capital holders, re d u c i n g
go vernment control, and re s h a p i n g
the nature of the US-Japan bilateral
relationship. Most fundamentally,
they have sparked a series of closer
economic ties across the re g i o n ,
making the Japanese economy far
m o re regional than it was pre v i o u s l y.
For the US such changes meant an
explosion of influence by inve s t m e n t
banks, bond rating agencies, mu t u a l
fund managers, and mu l t i n a t i o n a l
i n ve s t o r s .

Internationalization generally has
combined with important liberaliza-
tions of Japan’s domestic curre n c y
regime to erode many of the eco-
nomic foundations that pre v i o u s l y
underpinned “Japan, Inc.” The
ability of Japanese go vernment offi-
cials and the Bank of Japan to set
e x c h a n ge rates has diminished while
the power of international markets
and currency speculators and the
significance of global finance ove r
US-Japan relations have risen
s h a r p l y.

Also affected has been Japanese
o u t ward investment. This exploded
in Asia, generating a twofold shift in
Japanese foreign economic policy.
First, foreign direct investment and
globalized production netwo r k s
b e gan to outweigh simple pro-
duction and trade from the home
islands. And second, Asia gained in
importance within the corporate
strategies of numerous Japanese-
owned companies.

Although many Japanese-owned
companies remained international
export powerhouses, their pro d u c t s
we re no longer manufactured exclu-
s i vely or even predominantly within
Japan. Indeed, by 1995, Japan wa s
manufacturing more overseas (¥41.2
trillion) than it was exporting fro m
the home islands (¥39.6 trillion).i v

M o vements by Japanese money
into Asia contributed to a bottom-
up process of economic re g i o n a l-
ization. The various national
economies of Asia became incre a s-
ingly interlinked. Similarly, intra-
Asian trade expanded considerably.
Japanese exports to the rest of Asia
rose from 25.7 percent in 1980 to
42.1 percent in 1995; by this time,

for the first time in decades,
Japanese exports to Asia we re
greater than to the US. By 2002
China had replaced the US and
J a p a n ’s number one trading partner.

I n c reased competition and accel-
erated global capital flows ga ve rise
to two phenomena in the 1990s: (1)
demands for reforms in Japanese
corporate, accounting and financial
practices (many of which have been
s t rongly resisted by domestic
Japanese political and corporate
policymakers), and (2) a flow of
money into equities and fore i g n
e x c h a n ge speculation in Asia,
further catalyzing regional gro w t h
and interconnectedness. Equally
i m p o r t a n t l y, howe ve r, much of this
money was quick to flow out at the
first signs of exchange rate insta-
bility; it was a major source of the
c u r rency and market collapses of
s e veral Asian countries in 1997-98.v

But in the aftermath of the Asian
economic crisis of 1997-98 and as a
result of Japan’s own slow economic
adjustment, Japan’s prior economic
p redominance within Asia has been
shrinking, further diluting the

“Expanding flows of private capital have had a major impact

on both the Japanese and American political economies,

enhancing the choices of private capital holders, reducing

government control, and reshaping the nature of the US-

Japan bilateral relationship.”
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p reeminence of bilateralism
b e t ween the US and Japan.

I n c reasing Multilateralism. A s
noted, postwar American policies
we re quite different toward Euro p e
and Asia. Interactions in Euro p e
we re largely multilateral, whereas in
Asia, US policy was built around a
series of parallel bilateral alliances.
E ven in the economic arena, Asian
multilateralism was far slower to
e vo l ve than in several other parts of
the wo r l d .

Indeed, the US strongly re s i s t e d
any Asian regional proposals that
s u g gested Asian exclusivity at the
expense of US inclusion. Even APEC
generated initial ambivalence by the
US; it wa s n ’t until the 1994 launch
of NAFTA that Washington bega n
to show real interest in APEC and
this has wa xed and wa n e d .

The US has been even more
resistant to Asian multilateral orga n-
izations aimed at security. Only with
the arrival of the Clinton Adminis-
tration did the US commit itself to

the development of mu l t i l a t e r a l
forums for security consultation as
one of ten major goals for US policy
in the Asia-Pacific. And the US
commitment was to “forums for
consultation” rather than a full
embrace of multilateral security
i n s t i t u t i o n s .

Japan has historically been far
m o re re c e p t i ve to mu l t i l a t e r a l i s m
and working within the va r i o u s
international organizations than
has the US. But the persistence of
bilateralism left Japanese officials
in a far weaker bargaining position
than their US counterparts, partic-
ularly on trade issues. Thus, after
the many trade frictions of the mid-
to late-1980s, Japan was anxious to
reduce its dependence on the US
and also on those global mu l t i-
lateral organizations where US
influence was ove r w h e l m i n g .

As a consequence, Japan became
i n c reasingly pro a c t i ve in fostering
regional organizations on a host of
p roblems. Multilateralism in Asia
o f f e red Japan with a way to re a s s e r t

enhanced regional influence in wa y s
far less threatening than any uni-
lateral steps might have been. Japan
was consequently an early and
s t rong supporter of the Asian
D e velopment Bank, the ASEAN
Regional Forum (ARF), the Asia-
Pacific Economic Cooperation
forum and a host of informal, non-
official institutions such as the
Pacific Economic Cooperation
Council (PECC), the Pacific Basin
Economic Council (PBEC), and the
Pacific Trade and Deve l o p m e n t
C o n f e rence (PA F TAD) all of which
helped lead to APEC’s formation,
as well as dozens, if not hundre d s ,
of so-called “track two” dialog u e
p rocesses. 

F u r t h e r m o re, the downside of its
bilateral security relationship with
the US was made clear to Japan in
the first Bush Administration’s
deeply critical reaction to Japan’s
behavior in the Gulf Wa r. While
Japan tried to earn alliance cre d i t

i    Bruce Cumings, Paralex Visions: Making Sense of American-East Asian Relations at the End of the Century (Durham, Duke University Press, 1999).
ii   D e s t l e r, Fukui and Sato, The Textile Wr a n g l e; Atsushi Kusano, Nichi—Bei: Massatsu no Kozo; Hideo Ôtake, Gendai Nihon no Seiji Kenryoku Keizai

K e n r y o k u [ Political and Economic Po wer in Contemporary Japan] (Tokyo: San’ichi Shobo, 1979); Akio Watanabe, (ed.) Sengo Nihon no Taigain Seisaku
[ Po s t war Japanese Fo reign Policy] (Tokyo: Yuhikaku, 1985), inter alia.

iii  E d ward J. Lincoln, Japan: Facing Economic Maturity. ( Washington, D.C.: Brookings, 1988), p. 4.
iv   Far Eastern Economic Review, July 4, 1996, p.45.
v    T.J. Pempel (ed.) The Politics of the Asian Economic Crisis (Ithaca: Cornell University Press, 1999), esp. Chaps. 2-5. Stephan Haggard, The Political

Economy of the Asian Financial Crisis ( Washington, D.C. Institute of International Economics, 2001).
vi   Michael J. Green, “The Challenges of Managing U.S.-Japan Security Relations after the Cold Wa r,” in Curtis New Perspectives, p. 244.
vii  Michael J. Green, J a p a n ’s Reluctant Realism: Foreign Policy Challenges in an Era of Uncertain Power., (New York: Palgr a ve, 2001), p. 193.
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The Weak Case of Linking Chinese Demand 
And Japanese Deflation
by Naoki Tanaka, The 21st Century Public Policy Institute

In its March 13 statement of
J a p a n ’s domestic corporate
goods price index for Marc h ,

the Bank of Japan reported that
commodity prices rose 0.2 perc e n t
o ver the same month the pre v i o u s
y e a r. This development marked an
a d vance into positive territory —
the first time in nearly four years.

Many economists expre s s e d
relief, believing that Japan is finally
seeing an end to the struggle to
vanquish deflation. They arg u e
J a p a n ’s domestic corporate go o d s
price index is being driven by
Chinese demand for many pro d u c t s ,
especially basic materials, which has
boosted prices for iron ore, steel
materials, petro c h e m i c a l s .

But this explanation is too facile.
Each discrete unit of commodity
prices must be examined. The com-
modity-price index is only a com-
posite value comprised of va r i o u s
items, including both appre c i a t e d
and depreciated items. In order to
m e a s u re the strength of the linkage
b e t ween surging Chinese demand
and easing Japanese deflation,
detailed examinations should be
made on changes of price index item
by item.

To thoroughly examine the sta-
tistics, I divided the 1,300 pro d u c t s
that comprise the corporate go o d s
price index into ten increments of
10 percent each based on the
amount that each pro d u c t ’s price

has changed from the same-month
period in the previous year (the top
segment covers products whose
prices showed the greatest appre c i-
ation vis-à-vis the prior). I then
assigned values to each, and took
the 130th product from each
segment in order to analyze its
price shift over the twe l ve - m o n t h
p e r i o d .

I then applied this approach to
the products that comprise the Bank
of Japan’s corporate goods price
index – i.e. assigning values to each
p roduct in the most-appre c i a t e d
c a t e go r y, beginning with the pro d u c t
that showed the highest rise within
that catego r y, down to the pro d u c t
that showed the lowest. Selecting
the product that falls exactly on the
top-10 percent line (the 130th of
1,300 products), a price appre c i-
ation of approximately 5 perc e n t
f rom the same-month period in
p revious year has been maintained
since spring 2003.

Thus, this product can be con-
s i d e red to have reached a plateau. A
look at products that have re c e n t l y
been positioned on this top-10
p e rcent line (the products whose
d e grees of appreciation we re at
exactly the top-10 percent mark
o verall) shows that there has
recently been an appreciation of
slightly more than five percent in the
prices of products occupying that
position. Since the five perc e n t

a p p reciation level was reached early
last spring, it zigzagged around that
l e vel for some time, and has re c e n t l y
resumed an upward trajectory.

In light of this, the phenomenon
by which commodity prices in the
rest of the world we re pushed
u p ward by the surge in demand fro m
China only got its start in the fall of
last year when scrap iron prices and
charter ship prices began to rise
s i g n i f i c a n t l y. Looking only at the
top-10 percent line, it would seem
that Japan’s prices have been large l y
stable since early spring 2003. And
some items did appreciate signifi-
c a n t l y. For example, steel prices
h a ve been boosted far more than
those of top-10 percent line
p roducts. Steel, there f o re, can be
classified into a group of items
s t rongly influenced by surg i n g
Chinese demand.

But if consideration is narro we d
to the 10 perc e n t - a p p reciation line,
it is clear that prices reached a
plateau at the five percent appre c i-
ation level compared to the year
p r i o r. Products at the top-20
p e rcent line are appreciating at
about two percent since early
summer 2003, albeit with some
fluctuation. Just looking at the price
a p p reciation of products that
p resently compose the top 10 or 20
p e rcent within the domestic cor-
porate goods price index, it is clear
that the largest impact on the appre-
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ciation does not originate in China.
Instead, the price appre c i a t i o n
should be ascribed to domestic
f o rces or to forces at work in the
global economy as a whole.

At the same time, about half of
all the product prices actually fell in
the 12-month period. Further, 20
p e rcent of them showed neither
a p p reciation nor depre c i a t i o n
during the past several months.
Simply put, the prices of 20 perc e n t
of the indexed products are hov-
ering around zero, 30 percent of
the products have increased in the
past year, and 50 percent have
fallen. The overall ave r a ge for these
1,300 products, then, is a 0.2
p e rcent increase in March over the
same month in the previous year.

It is plain to see that some prices
h a ve been driven up by surg i n g
Chinese demand. But those
p roducts only account for less than
10 percent of the total – clearly not
enough to have ended Japanese
deflation. This phenomenon is just a
small part of the overall story, and
those products that form the large r
outline of the Japanese economy

b e gan to show impro vement fro m
a round spring of last year, being
adjusted a little bit at a time within
Japan, perhaps reflecting trends in
the overall international economy.

The media seems to have
misunderstood the causal link
b e t ween Chinese demand and
easing Japanese deflationary
p re s s u re.  Common sense tells us
that there ’s no way that Japan’s
e m e rgence from deflation can be
o wed to surging Chinese demand –
J a p a n ’s GDP (¥500 trillion), is more
than three times larger than China’s ,
e ven if the comparison is made on
the basis of purchasing power parity.
Thus, if China’s economy is only a
third, or perhaps even a fourth as
l a rge as Japan’s, an overheating of
one part of China’s mu c h - s m a l l e r
economy is not of sufficient scale to
benefit Japan’s economy as a whole.
The difference in the size of the two
economies is simply too large for
China to have that much of an effect
on Japan.

T h e re is, of course, a China effect
on the Japanese economy. China
possesses essentially limitless

flexibility in its capacity to supply
l a b o r- i n t e n s i ve products, but this
fact in itself isn’t enough to
transform the base of Japan’s
economic structure ove r n i g h t .

Instead, the supply side of the
Japanese economy should be
examined as the root cause of the
recent up-tick in the domestic
e c o n o m y. Corporate Japan has
i n c reasingly become awa re of
C h i n a ’s challenge, and is moving to
d i f f e rentiate its supply structure .
We have to tackle China’s challenge
t h rough more realistic appro a c h
while utilizing statistical materials
a vailable to eve r y b o d y. Economic
analysts, including me, should keep
this in mind.

Mr Tanaka is the Chairman of the
21st Century Policy Studies Institute.
Further information about the
Institute can be found at:
h t t p : / / w w w. 2 1 p p i . o rg
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and international pre s t i ge thro u g h
its economic contributions, the US
made it clear that it still measure d
security in the traditional currency of
military forc e .v i

The breakup of the Soviet Union
and its European empire re v i t a l i z e d
J a p a n ’s impulse toward mu l t i l a t e r-
alism and multilateral diplomacy.v i i

Japanese policymakers began to
s e a rch for increased re g i o n a l
security arrangements, particularly
in Asia but also in enhanced ties to
E u rope, that would allow it to claim
a more active contribution to
‘ burden sharing,’ while reducing 
its dependence on the bilateral
relationship alone.

O verall, both the US and Japan
b e gan to rely increasingly on mu l t i-

lateral organizations as an additional
set of tools with which to ‘manage ’
their financial and economic re l a-
tions and both have sought on
various occasions to pursue their
trade issues, not through dire c t
n e gotiations as had once been the
case, but rather through the WTO
dispute settlement system.

In these and other ways, there f o re ,
multilateral organizations, both
those focused primarily on Asia, and
those that are truly global, now
p rovide a totally new array of forums
within which both Japan and the US
a re reshaping their pre v i o u s l y
bilateral relations. To date, there is
little clarity on which side ga i n s
m o re through such bodies. 
But preliminary results suggest that
Japan has used them to considerable
a d va n t a ge to counterbalance its pre-

vious weaknesses under bilateralism.
One undeniable consequence,
h o we ve r, is that both go ve r n m e n t s
can now enga ge in “forum
shopping,” assessing in advance the
potentially most valuable institution
within which to raise any particular
issue. No longer is either side
limited to direct bilateral
n e gotiations. 

TJ Pempel directs the Institute of
East Asian Studies at UC Berkeley.
He and Ellis Krauss have just
released their new book, “Beyond
Bilateralism: US-Japan Relations in
the New Asia Pacific.”
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