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I. Problem 

With respect to the role of foreign trade in the economic growth of Japan, 

there is a stereotyped vicious circle theory, which is recurrently reproduced with-

out apparent consideration of its origin and development. Most Marxian eco-

nomists in Japan, consciously or unconsciously, take this stereotyped point of 

view. Professor Shinohara, who is not a Marxian economist, recently presented 

an interesting modern version of the stereotype in an effort to explain the process 

of Japanese economic development prior to ¥~rorld War II.1 The substance of 

this stereotyped vicious circle theory of Japanese economic development may 

be summarised as follows : 
. (a) On the supply or cost-price structure side, the inflow of cheap rice (par-

ticularly from the former colonies, Korea and Formosa) permitted a lower cost 

of living and general wage level ; the inflow of cheap rice forced primary industry 

to shrink relative to other sectors and to provide secondary industry with a reser-

voir of cheap labor; the abundant supply of cheap labor from the agricultural 

sector reduced the cost of manufactures, particularly those with high labor content, 

resulting in a relatively small labor share and fairly high capital share ; the low 

cost of manufactures with high labor content made exports expand rapidly; the 

high capital share stistained capital accumulation and industrialization at a rapid 

rate ¥vhich was far above that in foreign countries. 

(b) On the demand side, the lo¥v ¥vage level and lolv labor share made do-

mestic demand for the quickly expanding output of manufactured goods so small 

that an outlet for them had to be sought abroad ; in order to force exports to in-

* I am indebted to Professors J. Richard Huber, Alan Gleason, Mryohei Shinohara, Masa-
hiro Tatemoto, Kiyoshi Matsui, Kaname Akamatsu for their helpful comments on an earlier 
draft written in Japanese. Such defects as remain in the paper are, of course, my own res-
ponsibility. 
l Professor Miyohei Shinohara has written several articles on this toplc. A good summary 
of his own is presented in his essay, "The Contnbution of Foreign Trade to the Long-Run 
Development of Japanese Economy," Kokusai Keizai (in Japanese), ed, by the Japan Society 
of International Economics. No. 6, May 1955, pp. 60-78. 
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crease at a rapid rate, the terms of trade had to be deteriorated through strategic 

lo~vering of export prices; a greater rate of industrial gro~vth than that of foreign 

countries tended to create a latent deficit in the balance of trade, ¥vhich in turn 

necessitated a further deterioration in the terms of trade2; the burden of the 

deterioration in the terms of trade ¥vas lvholly shifted to laborers and farmer~s, 

for ¥vhom there rernained little possibility of raising their real income and level 

of living. 

Thus the vicious circle may be summarised as a set of causal relations bet-

lveen cheap labor, the narro~vnes~s of the domestic market in the face of a rapid 

rate of capital accumulation, and the need for an export drive, ¥vhich required 

in turn cheap labor. According to the stereotype view, the Japanese economy, 
over the long run, gre¥v rapidly merely in quantity of population, capital, produc-

tion and foreign trade and this quantitative expansion did not contribute very 

much to improving the real income and ~velfare of farmers and laborers.3 It is 

understood that foreign trade ¥vas necessary for the rapid quantitative expansion, 

but it ~vas regarded as the very cause of the vicious circle because of an inherent 

tendency to¥vard deterioration in the terms of trade. 

2 In a tl;vo country model, the change in country l's trade balance is shown by the follolv-

ing formula: 

d
 
B
 dtl =(17 +7?/2 1)(r r )+eaR2 EIRl 

¥vhere Bl stands for the balance of trade of country 1, ,?1 and ~: for the price elasticity of the 

import-demands of countries I and 2, el and e2 for the income elasticity of their import-demands, 
rl and r2 for the rates of change through time in the price levels of the exports of the two count-

ries, and Rl and R2 for the rate of change through time in the national income of the respec-
tive countries. 

Thrs formula was expounded by Harry Johnson, but Shinohara also independently pre-
sented essentially the same one. See. H. G. Johnson, '"Increasing Productivity. Income and 
Price Trends, and the Trade Balance,'" Economic Journal, Sept. 1954, pp. 466~67. Miyohei 
Shinohara, op. cit_, pp. 61-62. 

According to the formula, supposing that el equals E2 and that ~1+v2 is larger than unity, 

then if R1 is larger than R2' the trade balance of country I tends to be a deficit balance. In 

order to maintain an equality bet~veen exports and imports, (ra~rl) should be positive, or, 

in other words, the terms of trade should change against country 1. The degree of the de-
terioration in the terms of trade depends upon the amount of potential deficit and the value 

of vl+vs' Such reasoning as the above is the basis on which Professor Shinohara contends 
that the Japanese terms of trade had a long-run tendency toward deterioration. 
However, the facts of historical development make Professor Shinohara's use of the formula 

in this case highly doubtful. The country 2 mentioned in the fcrmula represents a group 
of countries with which Japan (country l) trades. The formula is applicable only if the group 

of trading countries remains unchanged. Actually Japan's trading area has expanded rapidly 
through time. Consequently, even if the rate of economic gro~rth of each tradmg country 
is lower than that of Japan, the multiplication of trading countries may result in an increase 
In their aggregate import-demands for Japanese exports sufficient to meet an increase in Japa-
nese import-demands for their exports. 
a It must be taken into account that a huge increase of material output was needed merely 
to maintain the same real income per capita for the rapidly growing population. 
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I seriously doubt,4 how'ever, the truth of the contention of Professor Shinohara 

and others that the terms of trade of Japan sholved a long-run tendency to de-

teriorate, and that the vicious circle had persistently occurred since our industl 

rialization around 1890. It seems to me that their generalization is too s~veep-

ing. In this paper. I shall try to show hrst that the deterioration in the terms 

of trade occurred only in the t~vo periods of rapid transformation or of structural 

change in 1905-13 and in 1932-37. Secondly, an attempt w'ill be made to show 

through analysis of the unique features of various key indices and of the balance 

of payments, that the vicious circle, as described above, was confined to the 

period of 1932-37. Thirdly, it lvill be shown by an analysis of the gains from 

trade that, except for the vicious circle period, our foreign trade has contributed 

much tow~ard raising the real wage level. My investigation will be confined mainly 

to the analysis of the terms of trade5 and related matters during the period from 

1890 to 1937. 

II. Commodity Terms of Trade 

Chart I depicts an index of the Japanese commodity terms of trade (1913 
=100), in which the Oriental Economist series, 181~3-1928, is connected with 

the Yokohama Specie Bank series, 1928-1938. Recalculation and some revi-
sions may be needed,6 but in this paper those series are used for the time being 

without any modification. 
What trend one may interpret from the chart is a problem. Some may 

a Lockl;~rood's view has led to alarm and repercussions in Japan particularly among the 
stereotype theorists. In comparing the indices of manufactunng production and exports 
of manufactures to foreign countnes, he states that "About all one can say Is that their [the 
two indices'] behavior also fails to bear out the notion that Japanese industry developed mainly 
to serve a foreign market, or that it found its major stimulus m export opportumtres. 
home demand for Japanese manufactures thus absorbed continuously most of the output 
of industry, as well as primarv products and serl'ices. It developed par~ pass~t with the ex-
pansion of overseas trade." ~~Tilliam ~~r. Lockivood. The E~conomic Developmel~t of Japan, 
Growth alid Structural Chalege 1868-1938, Ox_'ford Umverslty Press, 1955, p. 369. 
At another place (p. 309) he says, "the Idea that the drive for forelgn markets vras the 

motar force of Japanese Industrialization is nothing but a hterary invention. It has little 

relationship to the facts." 
5 The several kinds of terms of trade referred to in this paper are defined as follows: 
Let eP and iP stand for the price of export and import respectively, and let suffix O and 
l represent the base and current years. The (net) commodity terms of trade will be 

ePl / iPl 
ePQ / iPo ' 

Let eQ stand for the export volume, then the income terms of trade will be 

(, ePl eQl )// iP1 
ePo ' QO iPo ' 

Let eF stand for the unit cost of export in terms of labor input, then the single factoral 

eP iPl eFl and the iactoral income terms of trade will be : l( terms of trade will be eP ) 
i"~'~Po eFO ' 

ePl eQl ~ /( iPl eF1 ~ (ePo ' eQo)/ ~iPo ' eFO )' ¥ 
6 Professor J . Richard Huber is trying to revise the Japanese terms of trade figures. 

t
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conclude that there is a long-run tendency to¥~'ard deterioration in the Japanese 

terms of trade7 by drawing a straight line from 1907 do~vn to 1937. I prefer,8 

holvever, to infer the following step-like changes shown by dotted lines on the 

chart . 

In Period I, 1880-1905, the terms of trade were constant at about the 125 

level, although cyclical fluctuations were experienced. 

In Period II, 190(~13, the terms of trade deteriorated rapidly from 142 in 

1906, the second year of the Russo-Japanese War, or 145 in 1907 to 100 in 1913. 

the average annual rate of deterioration being 3.750/0' 

In Period 111, 1913-31, the terms of trade were again kept fairly constant 

' Professor Shinohara takes a view that the terms of trade deteriorated to one thrrd oi 
1903 to 1937 and the deterioration prevented a deficit in the balance of payments and support-
ed the rapld expanslon of exports. ~'1ryohel Shinohara, op, cit., p. 64. 
* Cf. ¥Villiam W. Lockwood, op. cit., pp. 317-318. 
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at the 100 Ievel, although big cyclical fluctuations, particularly an unfavorable 

change in 1918 and quite a favorable change in 1922 and 1923, took place. 

In Period IV, 1931-1937, the terms of trade again deteriorated rapidly from 

100 to 60.8, the average annual rate of deterioration being 5.80/0' 

Thus, we can distinguish the t~vo periods of decline from the two periods 

of level trend. 

The tendency of Japan's terms of trade may be compared, as sho¥vn in Chart 

l, with that of the United Kingdom's, which is presented by Professor Kindle-

berger.9 The comparison is obscured by the facts that, from 1870 to 1900, Japan 

was a primary-good exporting country ~vhile England was a highly industrialized 

nation, and that World War I gave rise to quite diflerent effects on each country. 

It is, ho~vever, clear that no deterioration corresponding to that of the t~vo periods 

of'decline in Japan can be seen in England, and that, moreover, there is a sharp 

contrast between the two countries in the tendency of the terms of trade during 

1929-38. It may be better to infer, as Professor Kindleberger shows,1 that the 

English terms of trade, especially the current-account terms of trade, were kept 

fairly constant throughout 1870-1937. England experienced, ho~vever, a great 
deterioration in the terms of trade from about 1800 to 1870.2 This is the period 

of decline in England, which may correspond to Japan's t~vo successive periods 

of decline. 

The decline in the terms of trade appears, in Japan as well as in England, 

in the period of rapid transformation in the cornposition of industries and foreign 

trade from agriculture to light industries and then to heavy and chemical industries. 

It is usual for every industry to experience three phases of grow'th : (i) a rising 

rate of growth of output, (ii) a slower rate of gro~vth of output, and (iii) an absolute 

decline in output.3 In a period of transformation, one group of industries gro~vs 

up rapidly and the other group declines gradually. The gro~ving industries reduce 

costs of production and prices o~ving to advanced equipment, the economies of 

scale, etc., while t,he declining industries experience overproduction and sell their 

products at very low prices, just covering their variable capital expenses. Thus, 

both the growing and declining industries in combination make the terms of trade 

deteriorate greatly. ~_'10reover, the gro~ving new industries usually need addi-

tional imports of capital goods and raw materials, but they are not yet able to 

9 Charles P. Kindleberger, The Terms of Trade. A European Case Siudy, The Massachusetts 
Instrtute of Technology, 1956, pp. 12-13. 
1 Charles P. Kindleberger, ibed., p. 27. He refers there to the terms of trade of industrial 
Europe as a whole. 
2 According to Imlah, the English export price index (1880=100) fell from 414.1 in 1800 
to 109.6 in 1860 and ll8.7 in 1870, whlle the import price index fell from 202.0 to 1 14.3 and 
ll5.5, and therefore the terms of trade deteriorated during the period by 500/0 or more. See, 
Albert H. Imlah, "The Terms of Trade of the United Kmgdom, 1798-1913," Jourleal of Eco-
,eomic History. Nov. 1950, pp. 177-182. ¥V.W. Rostow, The Process ofEco,~omic Growth, Norton, 
1952, Chap. 9, and Appendix 111. 
s See, for example, Walther G. Hofimann, Br~lish Industry, 7700-1950, translated by W. 
O. Henderson and W. H. Chaloner, Oxford, 1955, especlally pp. 180-186. A similar idea 
was independently developed and verified in Japan by Professor Kaname Akamatsu, "Types 
in the Development of Our Imported Industnes," Shog.~'o Ketzm Roleso, Vol. 15, 1932, pp. 
179-210, and The Hiiotsubashi Review. Nov. 1956, pp. 68-80 
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cover the additional imports by their own exports. In order to accomplish the 

transformation of industrial structure, the additional imports should be covered 

either by foreign borro~ving or by an export drive of the old declining industries. 

If an industry declines mainly because of a decreasing and inelastic demand abroad, 

then the export drive of the declining industry results in a heavy deterioration 

in the terms of trade. 

Once the growing industries reach the second phase and some balance between 

various industries is established, each industry expands steadily with accompany-

ing cyclical fluctuations of output and prices due to changes in domestic and foreign 

demands. This is the period of balanced growth of industries, in which the terms 

of trade are also kept fairly stable as a trend though involving cyclical fluctua-

tions. The fluctuation in the terms of trade during this period is governed mainly 

by business cycles and changes in incomes and prices abroad, while the deteriora-

tion tendency in the period of transformation stems mainly from domestic causes 

such as cost-saving improvements in the growing industries and the cut-throat 

drive toward exports in the declining industries. 

It is not easy to show a clear picture of structural change in industries and 

foreign trade. The change in the proportion of gainful workers employed in 
secondary industry (shown in Table 1) reflects a rapid industrialization, firstly, 

in the period from 1893-97 to 1908-12 and, secondly, in the period from 1928-32 

Table I The Percenlage of Total Gailoful Workers 

Employed ile Secolrdary 1lrdeestry 

Source: Kazushi Ohkalva et aL. The Growth Rate of the Japa'~ese Economy Since 1878, 
Kinokuniya, Tokyo. 1957, p. 28. 

to 193~42, and sho~vs a fairly stable percentage in the case of secondary industry 

during the inter-transformation period. Table 2 shows that during the inter-

transformation period, i.e, from 1919 to 1931, the percentages employed in the 

textile and the h^eavy and chemical industries relative to all manufacturing re-

mained fairly stable, and that after 1932, the heavy and chemical industries ex-

panded rapidly lvhile the textile industries contracted. 

It is more difficult to show a clear picture of the structural change in foreign 

trade, for exports or imports are so diversified and multiplied year by year that 

each item, particularly if recently introduced, does not amount to a large enough 

sum to be dealt ~vith separately. The composition of exports in Table 3 represents 

a shift, first, from food and crude materials to semi-manufactures during the period 
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all Maneifactcerilcg I,rdustries 

1 49 

Heavy and chemical industries consist of metals, machines and chemicals. 
Source: Economic Planning Board. DaiaPaper olc the Employmelet Problem, Series No. 7, 

1957. 

Table 3 Com position of Exports (Per Cent of Total Value) 

source: The Oriental Economist. The roreign Trade ofJapale, A Statistical Rev~ew, 1935, 
p. 450. 
Ministry of Finance, Foreign Trade Retur'e of Japal~, 1938. 

1893- 1913 and, secondly, from semi-manufactures to finished manufactures during 

the period 1923-1937. As Table 4 may partially suggest, the expansion of ex-

ports from 1893 to 1913 took place mainly in raw silk and cotton yarns, both 

being classified as semi-manufactures. From 1923 to 193 1 exports expanded 
in the line of raw silk and cotton fabrics, the latter of ~vhich accounts for the in-

creased proportion of flnished manufactures. The increased proportion of finished 

manufactures in 1937 as compared with 1931 is due to the expansion of cotton 
fabrics on the one hand, and on the other to the addition of new exportable com-

modities such as artificial silk, steel, medicine, chemicals, iron-manufactures, 

machines, shipbuilding, etc. 
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Table 4 Exports of Selected Commodities as a Per Cent of 

the Value of Total Exports 

Source : The same as Table 3 

I cannot agree with the view that the terms of trade in Japan showed a per-

sistent tendency to decline over the long run. The terms of trade in Japan show, 

as I have depicted above, clearly distinguishable periods of level trend and dec-

line, and consequently they do not support the sweeping generalization of a steady 

long-run deterioration. Moreover, from the technical point of view of the cal-

culation and statistical significance of the terms of trade,4 a long-run trend might 

have no validity, particularly when an economy gro¥vs so quickly and both im-

ports and exports change so greatly in character as was the case in Japan.5 

I have endeavored to show that the two periods I have defined as periods 
of decline in the terms of trade ¥vere unique periods of rapid transformation in 

the structure of Japanese industry and trade. In addition, I have pointed out 

theoretical and historical relations betw'een the structural transformation and 

the deterioration in the terms of trade. In order to know whether or not the 

deterioration in the terms of trade during the periods of transformation was the 

result of the vicious circle mechanism, it is necessary to examine further the ex-

tent to which export drives actually took place, the balance of payments diffi-

culties, and changes in the cost-price structure of industries. These examina-

tions will be made successively in the following sections. 

III. Were Japaeeese Exports Driven? 

The Japanese economists who adhere to the vicious circle stereotype claim 

that by deteriorating the terms of trade strategically, the Japanese economy 
has driven exports abroad because of the narro~vness of the domestic market. 
Foreigners also condemn the rapid expansion of our exports, particularly in the 

' Many cautions needed are suggested by Robert E. Baldwin, "Secular Movements m the 
Terms of Trade." Amer~can Eco,wmlc Revtew, lvlay 1955, pp. 25q.-2~', 
' See, Will]am W Lockwood, op- cit., p. 317. 
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1930's, in the name of "exchange dumping" or "social dumping." It is of course 

not easy to prove ~vhether Japanese exports w-ere driven or not, but it will be 

sho¥vn that there ¥vas a clear difference betiveen the period of level trend, 1913-

31, and the period of decline in the terms of trade during the 1930's. 

Firstly, Chart 2 depicts the manufacturing production (Nagoya series),6 

the volum~ of exports7 and the income terms of trade. Since the manufacturing 

ch**t 2 I*di*es 'f M**'~f**t~**~g P*.d~.tion *~d v.tu** .f E*p"ts, **d 
l*"** T**ms ot T**d* 1873-]938 (]913= Ioo) 

""" "' """g '" "' ion 
v.l~** 'f E* **ts 

200 ~ ~~~~ "'"~* *'~* ' '" ' 200 

30 

...~ 

s.**.*= Appendi* 

production index is considerably under-estimated for early periods, 1905 may be 

a good starting year for comparison purposes. In 1905-1917 or 1918, both the 
manufacturing production and the export volume indices rose steadily together 

at a rapid rate, although the latter oscillated a little more widely. In the post-

war depression, 1919-21, and in 1923, the year of the great earthquake, the 
gro¥vth of manufacturing production was arrested, while exports declined, and 

a wide gap between the t¥vo indices appeared. Again from 1922 to 1929, except 

1923, both indices rose rapidly in parallel fashion, a wider fluctuation being 

experienced in the latter. After a decline of both indices during the world 

economic crisis, both increased rapidly following 1931, but here exports expanded 

not in parallel fashion but faster than manufacturing production. This was a 

unique feature of the 1930's. 

The difference between the volume of exports and the income terms 'of trade 

accounts for the change in the commodity terms of trade. Up to 1913 the in-

come terms of trade were above the export volume index, for the commodity 
terms of trade were kept more favorable than in 1913, the base year. Between 
1913 and 1931, the income terms of trade were occasionally above and sometimes 

' "Honpo Seisan Suryo Shisu," Shogyo Keezai Ronso, Vol. 16. No. 3. Nov. 1938 pp. 478-479 
' This covers only the trade of Japan Proper with foreign countries, not incl~din a an's 
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below the export volume index due to cyclical fluctuations in the commodity 

terms of trade. From 1932 to 1937, the income terms of trade diverged ¥videly 

below the export volume index, and this was obviously brought about by a big 

deterioration in the commodity terms of trade. Such a gro~ving divergence is 

seen only in the 1930's. The difference between the degree of the correlation of 

the export volume and the income terms of trade for the period prior to 1930 

and for the 1930's is more clearly shown by Chart 3. 

Chart 3 Export Volume and Income Terms of Trade 
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It may be safely inferred that manufactures were not driven abroad during 

a period such as 1905-31 when the volume of exports, which consisted mainly 

of semi- and finished manufactures, grew in parallel fashion with or at a slolver 

speed than manufacturing output. The export-drive was confined to the period 

of 1932-37, when exports expanded faster than manufacturing output and the 

commodity terms of trade deteriorated enormously. The period of 1905-13 
1;,',"as another period of rapid industrial transformation and of deterioration in the 

terms of trade, but it had many dis-similarities as compared with the 1930"s. A 

further study is needed for the period of 1905-13. 

Secondly, Table 5, ¥vhich is calculated from Hilgerdt's ludeistrializaiiol~ aleet 

Foreiglc Trade,8 confirms our above conclusions as far as the comparison of changes 

in production and exports of manufactures by periods in Japan is concerned.9 

8 League of ~~1~ations, hrdus!rializatioee and Foreigl~ Tr(rde, 1;~rritten by Folk-e Hilgerdt. 1945. 
9 In 1936-38, the manufacturing production increased by /~90/0 relative to 1930, whlle manu-
facturing ex'ports increased by 85 o/o ' 
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As compared with more advanced countries, which are our competitors in manu-
facturing exports, and with the world as a whole, in the first period of 1906-10 / 

191 1-13, Japanese manufacturing production increased faster than that of foreign 

countries 1~'~hile Japanese manufacturing exports expanded as rapidly as tho~~e 

of the United States and a little faster than those of the world. In the second 

period of 1921-25 / 1926-29, Japanese manufacturing production increased a 
little faster than that of foreign competitors and of the world while the expan-

Table 5 Prod uction alrd Trade ile 

Prod uctio,e 

Manufactured Articles 

Trad e (ex ports) 

Column (a) is the original index, the base of which is 1913=100. 
Column (b) shows each period m a given group as a per cent of the first period In that 

group. 
Source: League of Nations, Iudustrialization aud Foreigls Trade, 1945, p. 130, p. Ib~7, 
pp. 162-163. 
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sion of Japanese manufacturing exports lagged far behind that of the United 
States. The situation ¥vas, ho~vever, quite different in the third period of 1926-

29 / 1936-38, in which not only manufacturing production increased faster in 

Japan than in other countries but Japanese manufacturing exports expanded 
enormously in contrast to other countries' contraction or slow recovery from the 

~vorld crisis. It may be concluded that only in the third period did Japan engage 

in an export drive and intrude into competitor's markets. 

Thirdly, it is said that the export proportion, i.e. the ratio of exports 

to national income, is more likely to increase in a period of depression than it is 

in the immediately preceding period of prosperity and that it is inversely correlated 

~vith the terms of trade ¥vhich are said to deteriorate during depressions.1 The 

phenomenon is called 'crisis exporting', in which the deterioration in the terms 

of trade plays the same role as in the vicious circle mechanism,2 though the former 

results in an export drive of a short-run nature and the latter results in that of 

a secular nature. 

Chart 4 shows the Japanese terms of trade index and export proportion 
index, the latter of which is calculated by first dividing the export volume index 

by the real national income index, and then taking as 100 the export proportion 

Chart 4 Terms of Trade and Export Proportion Index 1903-1938 (1913=100) 
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1 See, Werner Schlote, British Overseas Trade, from 7 700 lo the 1930's, translated by W. H. 
Chaloner and W. O. Henderson, Oxford, 1952, pp. 75-79. 
2 Professor Shinohara stressed the similarity of the role of the terms of trade played in 
crisis exporting and in his vicious circle mechanism. See, Mlyohel Shinohara, "The Economic 
Development and Foreign Trade of Japan," Nippon It'eizai-no Kozobunseki, ed. by lchrro 
Nakayama. Vol. '_, 1954, p. 108, 
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thus obtained in 1913 (15.2% ¥vhen exports to Korea and Formosa are excluded 

and 17.2% when they are included). The t~vo indices apparently show a fairly 

good inverse correlation throughout the ¥vhole period from 1905 to 1937. First-

ly, the export proportion decreased and the terms of trade improved in 1918-23 

when the w'orld business cycle ¥vas dowmvard and the Japanese economy suffered 

the great earthquake. During the world economic crisis of 1929 to 1930, both 

indices decreased, and then the terms of trade improved while the export propor-

tion decreased from 1930 to 1931. Secondly, the export proportion increased 

and the terms of trade deteriorated when the world economy was prosperous 
in such periods as 1905-13, 1913-18 (World War I), and 1923-29, Now, the first 

set of facts is quite contrary to the crisis exporting theory and also to the vicious 

circle theory. The second set of facts has no connection with the crisis export-

ing theory, and scarcely supports the vicious circle theory. 

Concerning the period during 1932-37, there still remains a question. From 

the point of view of the short-run business cycle, it was a period of slow recovery 

of the world economy and of rapid expansion of our economy. However, from 
the point of view of secular trend, it was a period of secular stagnation of the world 

economy which might, as the vicious circle theory assumes, necessitate a deteriora-

tion in the terms of trade in order to increase the export proportion in Japan. 

It may be concluded that only in the period of 1932-37 were Japanese exports 

persistently driven abroad in the face of an unfavorable world economic situa-
tion. 

Fourthly, it is not enough to analyse only the terms of trade. The compo-

nents of the terms of trade and the export volume also should be investigated. 

The indices of these variables are drawn in Chart 5. In period II, 1913-31, there 

was a fairly regular cyclical pattern of behavior evident in these indices, as Profes-

sors Morgan and Paish pointed out3 with reference to the United Kingdom. Since 

the price fluctuation in primary commodities was wider than in manufactured 
goods, in the upward phase of the world business cycle Japan's import prices rose 

first ; the increase of purchasing po¥ver among primary goods exporting countries 

resulted in the increase of Japanese export volume,4 which was then followed by 

rise in our export prices ; our terms of trade deteriorated, for the rise of import 

prices was faster and greater than that of export prices mainly due to the dif-

ference of price elasticities. In the downward phase of the world business cycle. 

import prices fell first at a greater rate than that of the succeeding fall in export 

prices, and as a consequence the terms of trade became favorable while the 
volume of export declined or grew at a slower rate than otherwise. 

In period I, 1905-13, and in Period 111, 1931-37, however, all indices shol~i'ed 

not a cyclical pattern but a kind of trend. In period I, the import price index 

s D. J. ~-forgan and P. W. Paish, "The Purchasing Power of 13ritish Exports Further Con-
sidered,'" Economica, Nov. 1955, pp. 329-335. See also, R. L. Marris, "The Purchasing Power 
of British Exports," Ecofeo,nica. Feb. 1955, pp, 13-9-8, and "The Purchasing Power of British 
Exports-A Rejoinder," Economica, Feb. 1956, pp. 67-70. 
4 The decline in the export volume in 1923 Iv'as irregular- since it lvas brought about by 
the great earthquake in that year. 
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Chart 5 Indices of Import Price, Export Price, Export Volume 
and Terms of Trade (1913=100) 
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rose substantially ; the volume of exports increased at a rapid rate with the export 

price index fairly constant ; consequently the terms of trade deteriorated enor-

mously. In period 111, the trend pattern was about the same as in period I, 
except for the rising trend of the export price index in the former period. It 

seems to me, however, that there was some fundamental difference between the 

two periods, although a thorough analysis has not yet been made of period I. 

In period I, the world economy was prosperous and expanding rapidly and, there-

fore, our import prices rose. In period 111, the world economy was sluggish 

and m "Sturm und Drang," and import prices were deliberately pushed up as 
a result of our drastic exchange depreciation. Other differences will be noted 

presently. Thus, it may be concluded that only in period 111 did Japan try 
deliberately to expand her exports.5 

Fifthly, according to Professor Tatemoto's calculation6 there exists a con-

spicuous difference in income and price elasticities between 1924-29, on the one 

hand, and 1932-37, on the other hand. The income elasticity abroad for our 
exports decreased from 1.70 in the first period to 0.90 in the second period, while 

the price elasticity increased from 0,lO to 0.94, both elasticities being estimated 

by multiple correlation. The elasticity of substitution of 'world demand for 
Japanese and competitor's exports showed a fivefold increase from 0.45 to 2.20. 

These changes in elasticities tell us that our export price cuts worked eflectively 

* Professor Lockwood seems to be right in stating that "...periods of high incomes in Japan 
were apt to be periods of high incomes and high prices abroad. A notable exception was 
the Japanese economic recovery after 1931 in the midst of continuing world depression. Even 
then the yen prices of imports rose steeply as national income Increased, owing to the deprecia-
tion of the currency." William W. Lockwood, op. cit., p. 380. 
6 Masahiro Tatemoto and Hiroya Ueno, Keizai-kozo Ito Keiryo-keizai-teki Bunseki, Osaka 
University, 1957, pp, 105-l08. 
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for expanding trade in 1932-37, ~vhile our exports w'ere influenced predominantly 

by changes in the world incomes during 1924-29. 
In short, all indices, which have been examined from five points of view, 

show that only the period of 1932-37 had the unique features of an export drive 

supported by a huge deterioration in the terms of trade. It may be safely in-

ferred that those unique features were the causes and effects of the vicious circle 

mechanism ~vhich was peculiar to that period. Obviously, in the period of 191~~ 

3 1 , our exports varied not as a result of a deliberate export drive policy, but in 

accordance with the world busines s cycles. 

IV. The Balalece of Paymeleis 

It may be worth inquiring if a latent tendency toward a recurrent deficit 
in the balance of payments has really existed, as the vicious circle theorists argued, 

and, if so, what kind of deliberate policy has taken place in order to overcome 

the latent deficit. The task is not easy since the ex-post account of the balance 

of payrnents is always kept in balance and, in the aggregate, it indicates nothing 

about latent forces. However, a gold movement, which is apt to be an accommo-

dating factor in the balance of payments, may suggest something important. 

The relation between the net and gross terms of trade as shown in Chart 

6 gives a good picture of changes in the balance of trade. In the base year, 1913, 

an import surplus amounted to 15.50/0 Of the total import value. When the 
gross terms of trade were above a line marking 84.5, our balance of trade incurred 

Chart 6 Net and Gross Terms of Trade (1913=100) 
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an import surplus, and when they were below our balance of trade enj oyed an 

export surplus. From the chart, it is clear that Japan experienced an export 

surplus in 1915-18 and in 1932-38, while an import surplus occurred in other 

periods. A clear co-variation bet~veen the t¥vo terms of trade is seen, except 
¥vheie large fluctuations of the gross terms of trade took place such as in 1905, the 
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year of the Russo-Japanese War, and in 1923, the year of the great earthquake. 

The co-variation sho¥vs, as would be theoretically expected, that a downward 
change in the gross terms of trade, i,e. an improvernent in the balance of trade, 

tends to pull do~vn the net terms of trade and vice versa. It is apparent, there-

fore, that the net terms of trade did not deteriorate because of the occurrence 

of an import surplus. Instead, they deteriorated while the balance of trade was 

improving, particularly in 1905-1914 and 1932-1937. In any case, there is no 

evidence in these facts of the operation of the vicious circle mechanism. 

Table 6 The Balal~ce of Paytnenis, 1904-1936 

(in million yen) 

surplus (+) deficlt (-) (1)+(2) 
net export (+) 
net import (-) 

I
 

1
1
 

lll 

rv 

. 1904-1914 
Annual Average 

. 1915-1919 
Annual Avcrage 

. 19_70-1929 
Annual Average 

. 1930-1931 
Annual Average 

. 1932-1936 
Annual Average 

Total 

-727.4 
(- 66.1) 

+ I , ･_1 9. 2 

(+243.8) 

-4 ~_14.9 
(-421.5) 

-301. 1 
( - 150. 5) 

-~~37.5 
(- 47.5) 

-4,261.7 

-260.5 
(- 23. /~) 

+ I , 843. 9 

( +368. 8) 

+ I , 896. 3 

(+ 1 89. 6) 

+216.6 
(+ro8.3) 

+767.3 
(+153.5) 

+4,463.6 

Penod 

(5) 

Changes in 
Outside Gold 
net decrease(+) 
net mcrease (-) 

(6) 

Payments in 
Gold (4)+(5) 
net payment(+) 
net receipt (-) 

I
 

n
 

lll 

lv 

. 1904-1914 
Annual Average 

. 1915-1919 
Annual Average 

. 1920-1929 
Annual Average 

. 1930-1931 
Annual Average 

. 1932-1936 
Annua] Average 

Total 

-198.8 
(- 18.1) 

- (-2_26. 1) 
+ I , 088. 1 

(+ I 08. 8) 

+ 167. 3 

(+ 83.7) 

- 8.7 (- 15.8) 

-152.6 

- 20. 2 (- ro.9) 

- ( - 350. 7) 

+ 635. 9 

(+ 63.6) 

+ 84･- . ~~ 

(+42_1. 1) 

+ 54./~ 
(+ ro.9) 

-340.7 

-987.9 
(- 89.8) 

+3, 063. l 

(+612.6) 

--･,3rs.6 
(-231.9) 

- 4.5 (- 42.2) 

+ 529. 8 
(+ ro6. o) 

+ 2cn.9 

+ 78.6 
(+ 7.2) 

- ･~2. 8 (- 1 24. 6) 

- 52. 2 (- 45.2) 

+674.9 
(+337.4) 

+ 1 33. 4 

(+ 26.7) 

- 88.1 
(7) 

Capital 
Movements 
net inflow (+) 
net outflow (-) 

(8) 

R*sid**ts 

(3) + (6) + (7) 

+ I , 370. 4 

(+ 1 24. 6) 

- 
, 405. o 

(- 28 1 , o) 

- .8 (- I , o) 

- 80. 6 (- 190. 3) 

-945.3 
(- 189. 1) 

- 

+262.3 
(+ 23.9) 

- 5.2 (- 19.1) 

- ( - 1 69. 3) 

+377. 1 
(+ 1 88. 6) 

- 60. 8 (- 72.2) 

- 
Source : Zaisei Kilryu Tokei Geppo, ed. by the 'Ministry of Finance, No. 5, 1950. 
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Table 6 shows the balance of payments, according to Ministry of Finance 
,estimates which are generally considered among the most reliable.7 In this table, 

a shipment of silver is included in merchandise trade. It is assumed that gold 

shipments in column (4) and changes in outside gold in column (5) consist of pay-

ments in gold in column (6). Capital movernents in column (7) are badly imper-

fect estimates and ambiguous. Throughout the whole period, 1904-1936, the 
import surplus of merchandise trade, 4,261 million yen, was covered by the net 

receipts of invisible trade, 4,463 million yen, maintaining a favorable balance in 

the current account. Consequently, regardless of the capital movements, Ivhich 

were really small in amount as compared ¥vith total exports and imports, our 

trade was kept well in balance during the whole period and resulted in a small 

amount of gold receipts, 340 million yen. The pattern of balancing the pay-
ments, however, diflers in each sub-period. 

In period I, 1904-1914, both merchandise and invisible trade incurred a 
deficit amounting to about I ,OOO million yen, but the deficit was covered with 

no difficulty by the net inflow of capital, 1,370 million yen, Ieaving a net receipt 

of gold of 120 million yen. Following the establishment of the gold standard 

in 1897, which was made possible by the inflow of the Chinese war indemnity, 

a good amount of foreign capital flowed in. The Russo-Japanese war expendi-
ture and the post-war industrialization ¥vere financed in substantial part by foreign 

capital amounting to 1,784 million yen8 in 1904-1914. Thus, it may safely be 

said that in 1904-1914, because of the enormous inflow of foreign capital, Japan 

did not actually experience a balance of payments problem even though she en-

gaged in rapid industrialization. Japan did not in this period take any deliberate 

measures for an export drive, for it is reported that, in 1914, "Japan had two 

alternatives: either to raise the specie holdings of the Bank of Japan or to adopt 

deflationist measures whereby to depress commodity prices and so accelerate the 

export trade... But just ¥vhen the authorities ¥vere on the point of installing this 

ne¥v plan, the ¥Vorld ¥Var broke out, changing the financial situation entirely."9 

In period II, 1915-1919, both merchandise and invisible trade earned enormous 

foreign eYchange, amounting to 3,063 million yen, and consequently there was 

no worry about the balance of payrnents pressure. Japan acquired gold in the 
amount of 1,753 million yen and the remainder ¥vas used to pay ofi old foreign 

debts and to lend capital abroad in the estimated amounts of 245 and 830 million 

yen respectively.1 

In period 111, 1920-1929, Japan experienced a huge import surplus, 4,215 

million yen, 450/0 of which was covered by the export surplus of invisible trade, 

and a net deficit of 2,319 million yen rernained to be covered. The Government 

did not take any positive measures to foster exports but paid a part of the deficit, 

amounting to 636 million yen, in gold, which ¥vas acquired during World ¥Var 

7 Zaisei Kinyu Tokei Geppo, ed. by the Ministry of Finance, No. 5. Jan. 1950. 
8 The Oriental Economist. The Foreign Trade of Japal~, A Staitstical Review, 1935, p. 24. 
9 The Foreig'~ Trade of Japan, ~bid., p. 24. 
l Zaisei Ke'eyu Tohe~ Geppo, ~bid., p. 5. 
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I . A certain amount of capital, 990 million yen,2 was borrowed from abroad, 

No satisfactory explanation seems to be available concerning why column (7) 

of Table 6 show's 9.8 million yen of outflow of capital in spite of a large amount 

of foreign borrowing. The total of the gold payment and the foreign borrow-
ing is still short of the deficit in the current account. It seems to me that a large 

p art of the shortage was covered by selling our foreign investment carried during 
World ¥Var i and a small part of it, particularly the deficit in 1929, was deferred 

to 193(~31. 

On January 1 1 , 1930, in spite of the fact that the World Crisis had already 

started. Japan lifted, at the old par, the gold ban, which had existed since World 

¥~Jar I. Then, a substantial amount, 842 million yen, of gold was sent abroad 

in a short period, and consequently the gold ban was restored on December 13, 

1931. A part of the drain of gold w-as accounted for by the deferred payments 
of the previous year, but a large part of it was due to a rapid capital flight. Thus, 

it may be concluded that, during 192C)-193 1 thanks to the gold reserve accumulated 

during ¥Vorld War I, Japan was able to meet trade deficits without resorting 

to any deliberate measures for an export drive. 

In period V, 1932-36, positive measures for a deliberate export drive started 

when the exchange rate was allowed to fluctuate freely at the end of 1931 and, 

internally, a reflationist policy was adopted. As Chart 7 shows, the deprecia-
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tion of the yen ¥vas far larger and faster than the depreciation of major foreign 

currencies, and, as Chart 8 shows, it went in advance of and at a greater rate than 

the fall in the purchasing power parity.3 Needless to say, these changes stimulat-

ed greatly the expansion of our export volume, though the increase of export 
volume failed to create an export value surplus because of the great deterioration 

in the terms of trade. The current account, however, had a surplus of 530 mil-

lion yen. This surplus was not 'enough to cover our foreign investment amount-

ing to 945 million yen as shown in Table 6. According to other estimates, our 

investments in Manchuria amounted to I ,388 million yen4 for the period 1932-

36. Thus, we had a current account surplus, but we were required to ship gold. 

In short, the first structural transformation in 1904-14 was made easy in 

its finance by the inflow of foreign capital and did not necessitate an export drive 

and the vicious circle. Only in the second structural transformation period of 

1932 to 1936, did Japan experience a balance of payments difficulty not because 

of the pressure of an ordinary import surplus but in order to realise huge invest-

ments in Manchuria and to import a large amount of war materials. In the inter-

transformation period, the balance of payments deficits in 1920-31 were covered 

by gold and foreign exchange earned during World War I and neither an export 

drive nor the vicious circle mechanism occurred. 

V. Gailes from Trade 

It has been made clear that the terms of trade in Japan sharply deteriorated 

in the t~vo periods of industrial transformation, 1905-13 and 1932-37, but that 

they remained constant with respect to trend in the inter-transformation period. 

Moreover, there were so many substantial differences bet¥veen the two transfor-

mation periods that the vicious circle generated by an export drive may be said 

to have occurred only in 1932-37. In addition, it is expected that there may 

exist some diflerences in the gains from trade during 1932-37 as compared with 

the preceding period. Particularly, in order to judge if the vicious circle did 

occur or not, it is necessary to investigate the variations in the gains from trade 

¥vhich occurred as a result of different movements in labor productivity and the 

commodity terms of trade. ¥Ve shall not be concerned here with wider effects 
of foreign trade on technological, cultural, social and political changes in Japan.5 

Instead, the analysis will be confined to evaluating gains from trade by means 

of several kinds of terms of trade. This method of evaluation is not adequate 

and encounters difficulties in the period of transformation arising from changes 

in the composition of industry and trade. It is hoped that a better technique 

of evaluation will be invented in the future. 

' See, Ginjiro Shibata, "Fluctuations of the Exchange Rate and Japan's International 
Balance of Payments," The Third Amulal Report of the Japan Statrstical Society, 1934, pp. 
35-46. 
' Zaisei Kinyu Tokei Gappo, ibid., p. 6. 
5 See, for example, Lockwood, op, cit,, pp. 318-346. 
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The net commodity terms of trade shown in Chart I and Chart 9 may not 
be a good index of the gains from trade except for short periods when other things 

such as the industrial structure, the trade pattern, the efficiency of production, 

etc. remain unchanged, although their changes have impacts upon and stimulate 

the re-orientation of the economy and trade as a w'hole. 

The income terms of trade shown in Chart 2 are a better index of the gains 

from trade. The compound rate of growth of the income terms of trade is 5.60/0 

per year in 1905-13, 7.lo/o in 1921-29, and 5.70/0 in 1931-36. This means that 

the contribution of foreign trade to economic development in terms of the capacity 

to import (i.e., the purchasing power of exports) increased more rapidly in the 

period of balanced growth, 1921-29, than in the two periods of transformation, 

1905-13 and 1931-37. 

Chart 9 Indices for Exports 
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~~Jhen technical advances and the reduction in the unit cost of exports in 

labor and capital are rapid and great, the commodity terms of trade do not repre-

sent correctly the real gains from trade. If the commodity terms of trade deteriorate 

less than the reduction in the unit cost of exports, some surplus still grows, Ieaving 

room for raising the real wage level and / or the capitalist's profit. This kind 

of deterioration in the commodity terms of trade should be strictly distinguished 

frorn another kind of deterioration due to a true export drive which is necessitated 

by overproduction accompanying no technical advance. Thus the so-called single 

factoral terms of trade may be a better index than the commodity terms of trade. 

As sholvn in Chart 9, the unit cost of manufactured goods in terms of labor 

input6 remained unchanged in 1914-22, but from 199_2 to 1931 it decreased rapidly 

to 500/0 relative to 1914, and in 1932-36 it remained again unchanged. The dif-

' Unfortunately there is no rehable series for years prior to 1914. 
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ference of movement between the cost index and the commodity terms of trade 

may be considered to represent the changes of surplus in our export industry. 

The surplus increased very much in 1922-31 since the commodity terms of trade 

declined far less than unit cost, ~vhile the surplus decreased rapidly in 1932-36 

since the commodity terms of trade deteriorated enormously with unit labor cost 

fairly constant. The different tendencies noted above are reflected in the move-

ment of the single factoral terms of trade. The factoral income terms of trade7 

sho¥vn in Chart 9 are the single factoral terms of trade modified by the index of 

export volume and may reflect a compound contribution of trade to the real wage 

level and to the volume of employment in export industries. They show how 
greatly the gains from trade increased in 1922-29, and that the rate of increase 

in the gains from trade ¥vas slowed down in 1932-36 despite the enormous increase 

in the export volume. Indices in Chart 9 also show the fact that only in 1932-

36 was there an export drive under conditions of stable unit cost. Such a situa-

tion would tend to set in motion the vicious circle mechanism. 
An investigation of similar indices for cotton fabrics and silk as representative 

export industries may help to clarify in which major industry and in what period 

the vicious circle occurred. The commodity terms of trade for the cotton fabrics 

are the ratio of the export price of cotton fabrics to the import price of raw cotton, 

and those for silk are the ratio of the export price of silk to the general price of 

wholesale commodities in Japan (no imported material is needed in the silk industry) . 

By comparing Charts 10 and 11, it may be observed that the cotton fabrics exports 

were more successful than silk exports both in the expansion period, 199_3-29, 

and in the export drive period, 1932-37, although both exports suffered equally 

severe set-backs in the world depression. Concerning the cotton fabrics exports, 

in 1923-31 the labor cost per unit lvas reduced to about a third, resulting in a 

huge increase of surplus, the rapid improvement of the single factoral terms of 

trade, and a big expansion of export volume. In 1932-37, the single factoral 

terms of trade became unfavorable because of the deterioration in the commodity 

terms of trade in the face of a fairly constant unit labor cost. The export drive 

of cotton fabrics was successful in the sense that the deterioration in the commodity 

terms of trade stimulated a rapid increase in export volume. Concerning the 

silk exports, however, in 1923-31 the commodity terms of trade deteriorated at 

the same rate as the reduction in cost (about 30~/0)' Ieaving the trend of the single 

factoral terms of trade unchanged and providing no room for raising the real 

income level of farmers (earnings from work in the silk industry constitute an 

important part of farm income). Again in 1932-37, the commodity terms of 
trade deteriorated further at the same rate as the cost reduction, but the deterio-

ration in the commodity terms of trade and the export drive did not bring about 

any expansion of the export volume because of the growing competition of syn-

thetic fibers. Thus the vicious circle ¥vas more serious in the case of the silk 

industry and farmers than in the case of the cotton fabric industry and its laborers. 

1 See. Note 5 on page 145 above. 
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If similar indices for some of the new industries which lvere growing in 1932-

37 were available, their comparison with the cotton fabric and silk industries, 

which were already stagnating, would be interesting. Unfortunately, reliable 

data are not available. 

What ¥vere the results in each period of economic development as far as labor 

income was concerned? Although a further study is needed, Charts 12 and 13 
may suggest something important. As shown in Chart 12, the real ~vage-income 

in manufacturing industry rose rapidly from 1914 to 1931 and then leveled off, 

while that in agriculture rose in parallel fashion up to 1925 and then fell. The 

gap between agriculture and manufacturing industry is partly explained by the 

difficulty in the silk industry. It is clear that thc real wage-income increased 
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steadily in the period of balanced groWth, 1914-31, ~vhile it increased slow'ly or 

decreased in the periods of industrial transformation and export drive, 1905-

13 and 1932-37. These different features are more clearly seen in the trend of 

labor share shown in Chart 13. It may be concluded that only in the period 1932-

37 did a rapid transformation of the economy and a deliberate export drive combine 

to give rise to the Vicious circle and a serious pressure upon labor"s real consump-

tion level. 

VI. Caucludilcg Remarks 

I have tried to prove the incorrectness of the hasty generalization of the 

stereotyped theory that the drive for foreign markets was the motor force of 
Japanese industrialization over the long run, resulting in a vicious circle between 

the deterioration in the terms of trade and cheap labor. The vicious circle was 

confined to 1932-37, the period of war preparation, rapid transformation to heavy 

industry, and an investment rush to Manchuria. In view of the powerful political 

and military factors behind the deterioration of the terms of trade and the export 

drive, it is even possible that the vicious circle played a relatively minor role in 

the situation. Prior to the 1930's, Japan experienced prosperous decades of 
balanced growth of industries and trade and steadily raised its real wage level. 

Since World War II, it seems to me, the Japanese economy and trade have recover-

ed and are grow-ing according to the pattern of the pre-1930's, a pattern which, 

it is hoped, will not revert to that of the 1930's. 
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Appelid~X .' Statistical Data 

Table A (1913=100) 

[April 
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(1)-(4) The series of the Oriental Economist, The Foreig,c Trade of Japan, A Statistical 
Review, 1935, is connected in 1928 to the series of the Yokohama Specie Bank, Weekly 
Circular. These cover only the foreign trade of Japan Proper with foreign countries, ex-

cluding trade with the colonies. , 
(7) "Honpo Seisan Suryo Shisu," Shogyo Ketzai Ronso. Vol. 16. No. 3. Nov. 1938, pp. 
478-479. 
(8) N_ ational income and its deflator are Ohkawa series. The Growth Rate of the Japauese 
Economy, ed. by Kazushi Ohkawa, Tokyo, 1957, p. 247, p. 130. 
(9) Mryohei Shinohara. Shotoku-1~umpai to Chi,cgin-hozo. Tokyo, 1955, p, Il. 
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