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ABSTRACT

The Japanese oil industry is currently in a critical 
condition of unprofitability and excess capacity. In Japan, 
this has been attributed to the past oil crises. In other 
words, unexpected inopportune circumstances have been 
thought to be a cause of the dilemma. However, considering 
the previous poor financial performance and existence of 
excess capacity, in addition to the fact that the industry 
has been under government control, the government must have 
made some critical mistakes in its policies for the oil 
industry, and the oil crises must have only helped to fuel 
the critical condition.

This study analyzes the following policies: the 
permission system for capacity expansion, price 
intervention, and the import prohibition of oil products, 
as well as the tax and the stockpiling systems. It will be 
shown that these policies adversely affected the industry.
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Chapter 1 
INTRODUCTION

Currently the Japanese oil industry* is experiencing 
the serious problems of nonprofitability and excess 
capacity. Its profit margin, as expressed by the ratio of 
earnings before income tax to sales (EBIT/Sales) in 1983 
was 1.0% when the average for manufacturers was 3.8%. The 
operating rate of the oil industry facilities was 65% in 
1983, leaving 35% idle capacity. By contrast, during the 
1960s the Japanese oil industry grew rapidly as the 
Japanese economy increased its reliance on heavy industry. 
This change in industrial mix required much heavy oil and 
naphtha. Additionally, during the 1960s, the international 
crude oil market was very stable because the major 
companies were exerting their cartel power on producing 
countries in the Middle East.

Why is there such a disparity in the condition of the 
Japanese oil industry between the 1960s and the mid-1980s? 
It is widely said to be a result of the sharp decrease in 
the demand for oil caused by oil conservation and

♦In Japan, "oil industry" denotes an oil refining 
industry and does not include exploration, development, and 
production of crude oil. Oil resources in Japan are 
virtually nonexistant.
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substitution for petroleum products due to the tremendous 
price increases resulting from the oil crises of 1973 and 
1979. Actually, the consumption of oil in Japan decreased 
31% from 260 million kiloliters (refined crude oil for 
consumption) in 1973 to 180 million kiloliters in 1985. 
However, other factors need to be considered: (1) because 
of its position as the most important energy supplier, the 
oil industry has been under the protection of the 
government; (2) even before the oil crises, the financial 
performance of the industry has been poor compared with the 
performance of other industries; and (3) there had existed 
excess capacity even before the energy crises.

Central to this study is an analysis of government 
policies controlling oil to discover whether those policies 
adversely affected the industry.

Chapter 2 will analyze the current condition and the 
characteristics of the Japanese oil industry. Chapter 3 
will review the historical performance of the oil industry, 
focusing on nonprofitability and excess capacity. Chapter 4 
will examine the Petroleum Industry Act, the backbone of 
Japanese industrial policy. In Chapter 5, Japanese oil 
policy will be compared with policies affecting three other 
industries in Japan: agriculture, steel, automobiles. In 
addition, Japanese oil policy will be compared with
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policies for the refining industry in three other 
countries: West Germany, the United States, and the 
Republic of Korea. Conclusions and suggestions for further 
inquiry are in Chapter 6.
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Chapter 2 
CHARACTERISTICS OF THE 
JAPANESE OIL INDUSTRY

2.1 Dependency on Imports
As a result of the oil crises of the 1970s, energy 

markets have dramatically changed. Demand for oil in Japan 
has decreased since 1979 because of the world recession, 
the conservation of oil, and the substitution of other 
energy sources for oil. On the other hand, the supply of 
oil has increased because of the increased exports from 
non-OPEC areas, especially Mexico and the North Sea. This 
has resulted in a loose supply-demand situation since 1981, 
and the price of oil has gradually decreased.

Under such circumstances, Japan's dependence on oil 
imports (99.7%) has not changed much since the 1970s. Japan 
is as dependent on imported oil as are the West European 
industrialized countries (Table 2.1). Britain is the 
exception with its North Sea oil reserves.

The share of each exporter changed after the first oil 
crisis (Table 2.2). Before the first crisis (1973), most 
oil was imported from OPEC countries. After the crisis, the 
imports from OPEC decreased by about 19%, and Saudi Arabia 
replaced Iran as the highest-share exporter. This came
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Table 2.1

Dependence on Oil Imports, Selected Countries, 1985

Dependence on Dependence on
Country Imports Oil for Energy
Japan 98.7% 55.0%
U.S. 32.4 40.2
W.Europe 70.6 45.9
Australia 30.1 34.3
Africa 36.4 42.4
Middle East 0.0 68.6

Source: BP Statistical Review of World Energy, 1986, 
British Petroleum Co., London.
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Table 2.2 
Share of Oil Exports to Japan

Exporters 1968 1973 1979 1984
OPEC 94.8% 92.9% 81.7% 77.4%
Saudi-Arabia 19.6 19.9 26.9 26.7
Iran 38.2 31.0 13.0 6.5

Non-OPEC 5.2 7.1 18.3 22.6
Mexico, Brunei 0.1 3.1 5.2 9.0

Source : Japanese Oil Industry, 1986, Japan Energy Society, 
Tokyo.
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about because (1) The Pahlavi regime, which was friendly to 
the major oil companies, fell during the Iran Revolution in 
1979; (2) The major oil companies increased the supply from 
non-OPEC countries to counter the increased power of OPEC, 
(3) Japan was trying to spread its risk of shortage by 
buying from several suppliers.

To stabilize oil supplies for Japan, the government 
encouraged companies to take part in the development stage 
to secure equity in foreign oil development projects. In 
1967, the Resource and Energy Agency set a target that 
declared, "In 1985, 37% of imported oil will be developed 
by Japan." However, by 1985, this figure was only 11.1% 
because of the difficulty in meeting the cost caused by the 
decreased crude oil price under circumstances of oil 
oversupply. The Japanese energy supply currently is faced 
with the prospect of unstable crude oil supply.

2.2 Change in Demand
Such the oil crises, the demand for oil in Japan has 

dramatically decreased. Also, consumption patterns of oil 
products has also changed. In this section, these changes 
in demand for oil will be discussed.
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2.2.1 Decline in the Demand
The demand for oil in Japan increased after World War 

II until the oil crisis (Figure 2.1). However, from 1979 
until 1984, the demand dropped 25%. Two factors account for 
this.

First, because of the high price and the instability 
of the crude oil supply, the substitution of other energy 
forms for oil accelerated (Figure 2.2). Approximately 77.6% 
of Japanese energy consumption came from oil at the peak in 
1973; this figure dropped to 58.4% in 1984. The use of 
nuclear energy increased, even though more reliable 
instrumentation and safer methods of disposing of 
radioactive waste are required. In addition, the use of 
coal has revived since 1979. As shown in Table 2.1, 
however, Japan is still the most oil dependent country 
except the Middle East countries which take advantage of 
their rich oil reserves.

Second, as a result of the efforts to conserve energy 
in industry and in homes after the energy crisis, consumed 
energy as a whole gradually decreased by 12% in 5 years 
(Figure 2.3). Figure 2.4 illustrates the energy use per GNP 
in Japan. This figure shows the conservation of energy. 
Additionally, it portens the intensity-of-use hypothesis.
An intensity-of-use hypothesis was developed by Malenbaum
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(1975) to explain the behavior of the long-run mineral 
demand in response to changes in income. He argues that the 
amount of minerals that society demands follows a curve 
that initially rises with income (positive elasticity 
coefficient), then flattens out (zero elasticity 
coefficient), and finally decreases (negative elasticity 
coefficient)— an inverted-U shape curve, as income 
increases. He explains this in two ways. First, it is 
caused by changes in the nature of a nation's economy as 
per capita income rises. An undeveloped economy moves from 
agriculture to manufacturing as it modernizes, and then it 
becomes a service-oriented economy which requires less 
energy. The second cause is the substitution of minerals, 
especially as technology allows a product to be made with 
less material in energy. Figure 2.5 shows the energy per 
GNP, plotted against increasing GNP per capita. This 
supports the intensity-of-use hypothesis applied to energy, 
although there are doubts. For example, there is still the 
demand for buildings, electricity, and much more that 
requires energy, even in a service-oriented economy. This 
figure shows that the Japanese economy is on the downward 
sloping portion of the intensity-of-use curve and its per 
capita income is also growing. Japan is evidently now 
heading towards a more service-oriented economy.
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2.2.2 Change In Consumption Patterns of Oil Products
Since the oil crisis, the relative importance of the 

various oil products in consumption has changed. Heavy oil 
amounted to about half of the oil products in 1980, but 
decreased to 37.2% in 1985. Gasoline and light oil have 
gradually increased (Figure 2.6). It is hard to find 
convenient and feasible substitutes for the gasoline and 
light oil which are used for transportation. Furthermore, 
since sales of automobile have increased steadily, gasoline 
supply has also increased, even though automobile fuel 
economy has advanced. On the other hand, conservation and 
substitutes have dramatically reduced the amount of heavy 
oil used in heavy industry. The demand for heavy oil by the 
four main users is shown in Figure 2.7.

The electric power industry, the biggest, oil user, by 
advancing its nuclear power capacity and replacing oil with 
LNG in thermal power generation, decreased its use of oil 
by 26% in 10 years. Moreover, the industry is planning to 
decrease oil-fired electricity: 23% (133 billion kWh) of 
total electricity generation in 1985 will be decreased to 
15% (115 billion kWh) in 1995 (MITI).

The steel industry, the second largest user in 1974, 
also dramatically reduced its use of oil because of the 
industry depression, as well as the conservation and
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substitution movements. In this industry, 120 million tons 
of steel production in 1973 fell to 96 million tons in 
1982. The causes for this reduction were world recession 
and increased exports of economical steel from less 
developed countries such as Korea. As production decreased, 
energy consumption also decreased by 27% during those nine 
years. In addition, the industry substituted coal and LNG 
for oil in order to regain a competitive position.

The cement industry and the pulp industry, major users 
of oil, have also substituted coal for heavy oil in order 
to achieve a secure energy supply. From 1979 to 1984, the 
use of heavy oil in the cement industry decreased by 75%, 
while production decreased by only 10%. During the same- 
period, use of heavy oil in the pulp industry decreased by 
36%, while production decreased by only 6%.

As a result of decreased production, the use of heavy 
oil as a whole decreased. Also the endeavors to substitute 
and conserve oil resulted in the decreased use of heavy oil 
per unit of production, as shown in Figure 2.8.
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2.3 Structure and Characteristics of the 
Japanese Oil Industry
In this section, the structure of the Japanese oil 

industry will be examined, with particular attraction to 
the two classes of firms— the foreign-affiliated Japanese 
firms and the wholly Japanese owned firms. In addition, how 
oil firms within the industry compete among themselves will 
be described.

2.3.1 Structure
The most outstanding weakness of the Japanese oil 

industry is that an upstream stage, which consists of 
exploration and development, is appreciably less developed 
than other stages. Twenty development firms have developed 
crude oil in a host countries such as Saudi Arabia and 
Indonesia. However, the oil developed by the Japanese 
companies was only 11.2% of total Japanese oil consumption 
in 1985 and is not expected to increase in the future 
because of the world oil glut. The Japanese oil industry 
consists of refining companies, transport companies, and 
distribution companies, quite different from the American 
vertically-integrated firms. However, those transport and 
distribution companies are affiliated with the refining 
companies. Thus, in Japan, "the oil industry" denotes an
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oil refining industry.
One notable characteristic of this industry is that 

these companies have no close relationship with "zai- 
batsu," a company group originally owned by a single 
family. Although most of the big firms in Japan belong to 
company groups such as Sumitomo, Mitsubishi, and Mitsui, 
the oil industry does not belong, for historical reasons. 
"Zai-batsu" gained power before World War II by gaining 
possession of steel and coal facilities from the 
government. However, oil refining did not exist in Japan in 
those days. After World War II, in 1949, under the 
direction of occupation authorities, four international oil 
firms— Mobil, Shell, Esso (now Exxon), and Getty— formed a 
joint venture to develop oil refining in Japan. No wholly 
Japanese-owned refineries were permitted. In 1952, with the 
end of the occupation, the prohibition was removed, but at 
that time those company groups concentrated on development 
of the coal industry as the principal energy source. 
Consequently, firms which did not belong to groups tried to 
enter the industry. As this movement became known, entry 
became restricted by the Petroleum Industry Act of 1962.

Another characteristic of the Japanese oil industry is 
the increased role of the "sougou-shousha" specific to 
Japanese business or trading companies. The function of
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"sougou-shousha" is to assist firms in arranging the sale 
and purchase of crude oil and in obtaining financing.
Figure 2.9 shows the share of suppliers which import crude 
oil from the producing countries. The role of "sougou- 
shousha" has dramatically increased because the foreign 
major oil companies, which had cut Japanese crude oil 
supplies sharply during the oil crisis, had become 
unreliable.

2.3.2 Foreign-Affiliated and 
Japanese-Owned Firms

After the occupation ended in 1952, and Japanese 
companies started operating refineries, Japan's dependence 
on oil products from foreign-based firms decreased, even 
though the crude oil going into the domestic-based 
refineries came almost entirely from foreign-owned sources. 
As a result, two kinds of oil companies emerged: (1) 
foreign-affiliated Japanese firms such as Nippon Oil Co 
(the principal shareholder is Cartex), Shell Oil Co. 
(Shell), Esso Oil Co. (Exxon), Mobil Oil Co. (Mobil), 
Mitsubishi Oil Co. (Getty); and (2) wholly Japanese-owned 
firms, so called independents, such as Idemitsu Oil Co., 
Kyoudou Oil Co., and Cosmo Oil Co.

In most cases, the foreign-affiliated firms were not
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under complete control of the foreign majors, but stocks 
held by those majors amounted to 50%. This allowed the 
majors to continue to have a foothold in one of the world's 
largest and fastest growing markets. The Japanese interests 
are to attain stability of crude oil supply, to generate 
sufficient capital to expand and modernize capacity, and to 
maintain adequate leadership.

Since the 1950s, MITI has favored Japanese-owned 
refineries over foreign-owned firms. Ironically, as a 
result of MITI's ppolicy, the foreign-owned firms are now 
in a stronger position than the Japanese-owned refineries 
because they are less burdened with overcapacity, and the 
gasoline percentage of sales is much larger than that of 
the Japanese-owned firms. This is discussed in more detail 
later.

2.3.3 Competition
Table 2.3 shows the concentration ratios for the 

Japanese oil refining industry, compared with selected 
industries. It appears that the refining industry is less 
highly concentrated than in many other industries. However, 
one of the limitations of the concept of concentration 
ratios is that it does not take into account the degree to 
which firms are vertically integrated. Griffin and Steele
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Table 2.3
Concentration Ratios of Selected 

Japanese Industries in 1983

Percentage Percentage 
of Shipments of Shipments

Number of by Four
Industry Firms Largest Firms
Petroleum Refining 34 39.4%
Pulp 31 41.2
Drug 39 42.3
Blast Furnaces and 24 71.0

Steel Mills
Cement 8 82.1
Electronic 47 58.6

Equipment
Automobile 13 76.9

by Eight

58.5% 
68.1
59.7 
89.9

100.0
74.8 
92.0

Note : The percentages are calculated on the total yen 
value of the industry shipments.

Source : Data from Company Reports, 1985, Touyou-Keizai, 
Tokyo.
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(1980) discuss the vertically integrated structure of the 
petroleum industry. They argue that there is a drawback to 
this structure in that it has anticompetitive effects 
caused by the increased capital required to enter the 
market and the manipulated prices. In terms of 
profitability, transaction costs can be less when using 
highly competitive markets, for example, in the drilling 
stage, than when integrating firms vertically. In addition, 
the large size of the structure might create for the firms 
certain managerial and organizational diseconomies. 
Nevertheless, vertical integration has been a major goal of 
petroleum companies in the United States. Their motivation 
for establishing this goal has to do with cost-saving* 
effects, such as (1) storage costs, which are minimized by 
assured oil supply from upstream stages; (2) refinery 
design costs, which can be less expensive when processing a 
constant quality of crude oil; and (3) a broad category of 
transaction costs, such as those incurred for research and 
development. Additionally, the vertically integrated firms 
can join together and plan their capital investments 
cooperatively.

For the upstream side of the Japanese refining 
industry, which is not vertically integrated backward, two 
aspects should be considered: the purchase of crude oil
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Itself and transportation. Currently, crude oil can be 
imported relatively easily through "sougou-shousha" because 
the international crude oil market is not tight and the 
dominant power of the cartel has declined, although 
foreign-affiliated firms can import crude oil with better 
conditions. For transportation, all of the crude oil 
imported now is transported by tankers, which are easy to 
charter, and not by pipeline. Therefore, as far as upstream 
operations are concerned, competition is not inhibited by 
entry barriers in Japan. However, as for downstream 
operations, sales of the oil products, this is not true.
For the gasoline market, gasoline stations are perfectly 
integrated by the oil refining firms. For industrial use 
oil, such as heavy oil and naphtha, the refining firms and 
the big users have a mutually dependent relationship as the 
energy suppliers and the main customers. Therefore, for the 
downstream, market entry for newcomers is so difficult that 
it reduces the possibility of competition.

However, what should be noticed is that according to 
the Petroleum Industry Act, the only refineries which may 
start up as a business are those that have received sales 
guarantees. Furthermore, those companies must also refrain 
from interfering with the existing oil refineries. 
Additionally, the Japanese government maintains control via
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the requirement of annual permitting of production and the 
yield ratio of the products. Thus, abrupt expansion by any 
one company is prevented by this government policy. As a 
result, the Japanese oil industry is less competitive than 
it appears because of the legal, rather than economic, 
barrier to entry.

These are the current characteristics of the Japanese 
oil industry. For the next step, the trend of the business 
performance of the industry is an important question.
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Chapter 3 
FINANCIAL CHARACTERISTICS AND 
CAPACITY OF THE OIL INDUSTRY

3.1 Financial Characteristics
Financial performance of the Japanese oil industry has 

been appreciably worse than that of the nation's other 
industries. In reviewing financial performance, this 
section will look at historical trends, determinants, and 
the influence of the oil crisis.

3.1.1 Trends
Until the oil crisis of 1973, crude oil prices had 

been low. The major companies as a cartel had controlled 
prices to stabilize the movements of the international 
markets. However, after the oil crisis, they lost their 
power and international crude-oil prices became unstable 
and high. Thus, unstable prices made oil an unreliable 
energy source for users and, subsequently, high prices led 
to diminished competitiveness. As a result, the financial 
condition of the Japanese oil companies worsened. The 
historical trend shown in Figures 3.1 and 3.2 indicates 
that the financial performance of the industry had been 
worse than other industries even before the oil crisis.
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This was caused by the factors which were built in during 
the high economic growth period in Japan, to be discussed 
in the next section. In turn, these factors led to the 
current poor financial performance. Figure 3.1 compares the 
profit margin (earnings before income tax/sales), which 
shows a company's profitability, with the average 
manufacturer's margin. As indicated, this margin has been 
much less for the oil industry than for manufacturers, even 
before the oil crisis. This implies that the oil companies 
put more importance on sales expansion than on improving 
profit. Figure 3.2 is the debt ratio (the difference 
between total assets and equity divided by total assets), 
which shows the health of a company's financial condition. 
This ratio had also been smaller than the average of 
manufacturers even before the oil crisis. It was a result 
of a lack of accumulation of past profits which led to the 
increased debt. Since demand for oil increased as Japan's 
economy developed, oil companies needed to expand their 
capacity. However, lacking profit accumulation, they had to 
borrow for their plant and equipment investment.

3.1.2 Determinants of Financial Performance
As shown in Figures 3.1 and 3.2, the financial 

performance of the industry has been poorer than
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manufacturing in general. This situation is not without 
cause and is partially related to the Japanese government's 
industrial policy discussed in detail in Chapter 4.

First, under the permission system for capacity 
expansion, company applications for expansion have been 
judged based on company sales volume. This has caused the 
oil companies to reduce prices of its main products, heavy 
oil and naphtha, in order to increase sales and gain 
permission for capacity expansion, necessary actions in 
light of the increasing demand for the two products and the 
continuing growth of the economy. Moreover, oil comapnies 
had no choice but to reduce the oil product prices to be 
competitive since the products are essentially of 
homogeneous quality. These main characteristics of product 
pricing were made clearer by the government's pricing 
system in 1975. In addition, there had been some other 
government policies which adversely affected the industry. 
For example, the import prohibition of oil products 
retarded the rationalization of the industry. These are 
considered in Chapter 4.

Second, historically oil has been the major source of 
indirect tax revenue, levied on commodities before they 
reach the consumer and paid ultimately as part of their 
market price, which in 1983 amounted to 7.4% of all tax
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revenue. But the oil industry could not offset the raised 
tax by increasing the oil price in order to remain 
competitive. Furthermore, a large portion of the oil tax 
revenue does not directly benefit the oil industry, but 
benefits instead the coal and road construction industries.

Third, the large portion of costs for stockpiling, 
necessary for national security, has been imposed on oil 
companies. This problem is discussed further in Chapter 4.

Fourth, in terms of structure, the Japanese oil 
industry is extremely weak in the upstream stages of 
exploration and development. In 1981 and 1982, 78% of the 
operating income of Exxon came from its exploration and 
production (Petroleum Economist 1983). For Pennzoil,* 
upstream earnings amounted to 78% of the total operating 
income in 1983, 77% in 1984, and 43% in 1985 (Petroleum 
Economist 1986). In contrast to the situation in the United 
States, companies in Japan have been trying to take their 
share of an "unprofitable" limited pie.

Fifth, the Japanese oil industry is subject to the 
rate changes in foreign exchange because crude oil is 
imported. Usually, the falling dollar is said to be 
beneficial to the imports in Japan and the rising dollar to 
be injurious because most quotes are in dollars. In the 
Japanese oil industry, however, this is not necessarily
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true. In 1978, for example, a dollar fell to 210.4 yen (the 
average during the year) from 268.5 yen in the previous 
year; during this period the financial performance of the 
Japanese oil industry deteriorated because the purchasers 
strongly demanded a reduction in the prices of oil products 
because of the falling dollar. Due to the homogeneous 
quality of the oil, refiners had to reduce the price as 
mush as necessary in order to remain competitive. Companies 
have tried to cover the risk of the exchange rate by the 
forward exchange contracts and the reduction of the usance 
term. However, to some extent this kind of risk is 
unavoidable.

In Chapter 4, the first three determinants of 
financial performance mentioned above, will be analyzed in 
detail.

3.1.3 Influence of the Oil Crisis on Financial Performance
As illustrated by Figures 3.1 and 3.2, even as crude 

oil prices increased throughout the 1970s and stabilized in 
the early 1980s, the Japanese oil companies still could not 
improve their financial performance. Following the 1973 oil 
crisis, they continued the experience decreases in 
profitability and increases in debt ratio. Even since 1986 
as prices fell further, Japanese consumers demanded greater
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reduction in oil product prices. This pressure caused the 
oil companies to reduce prices in order to remain 
competitive and resulted in continued nonprofitability 
within the industry.

Since the oil crises, the financial performance of the 
oil industry has worsened (see Figures 3.1 and 3.2). Profit 
margins were negative in 1975 and 1981. Also, the trend of 
the margin has been downward. The debt ratio of the oil 
industry has been above 90% since the oil crises. This 
ratio in the oil industry has not improved much, while 
other manufacturers have reduced the ratios in order to 
keep their financial condition sound, reducing financial 
costs by repaying debts. This high debt ratio was a result 
of the required debt for purchases caused by the rising 
crude oil prices. Furthermore, the government imposed on 
the industry a cost for constructing stockpiling facilities 
and tanks, and for air pollution devices to remove sulfuric 
acid. As the industry followed these government policies, 
its debts grew because the government did not fully 
subsidize constructioniand inventory costs. To make matters 
worse, the worldwide high interest rates around of the 
early 1980s contributed to the distress. Interest payments 
were 680 yen per kiloliter of crude oil in 1968, 1,260 yen 
in 1975, and 3,294 yen in 1981. The debt to total assets
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ratio increased by 4% in 1981. This contrasts with other 
industries such as the automobile industry which tried to 
offer stocks and bonds with low rates.

Another critical result of the oil crisis was the 
change in the cost structure of the oil industry. Before 
the oil crisis, crude oil prices had been low and stable. 
Additionally, the demand for oil had been increasing at a 
high rate of about 15% annually. Thus, companies had 
invested substantially in the expansion of capacity. 
Therefore, the cost structure^of the industry was typically 
that of the heavy process industry, of which 30% of the 
total costs were fixed costs. This implies that one of the 
most critical factors which determined profit were 
economies of scale and the operation rate of the 
facilities. This situation changed after the oil crisis.
The costs for crude oil dramatically increased and the 
weighted costs of the crude oil in proportion to the total 
cost became greater. Table 3.1 shows the change in the cost 
structure. In 1968 the crude oil portion of total cost was 
53%. This figure rose to 77% in 1981. This caused the crude 
oil price to be the most critical factor for industry 
profitability. Thus, profitability came to depend on how 
smoothly companies could offset increased crude oil price 
by rasing oil product prices. This was a difficult task
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Crude Oil Price 

Refining Cost 

Tariff 

Interest 

Others

Total

Table 3.1
Cost of Oil Products 

(Yen/Kiloliter)

1968 1975 1981
(GIF) 4,310 23,560 53,544

(53%) (76%) (77%)
2,400 4,200 7,312

(30%) (14%) (11%)
640 530 560
(8%) (2%) (1%)

680 1,260 3,110
(8%) (4%) (4%)
100 1,270 4,884
(1%) (4%) (7%)

8,130 30,820 69,572
(100%) (100%) (100%)

Source: Energy, 1983, Japan Energy Society, Tokyo.
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because (1) competitiveness depends on the price for the 
homogeneous quality of oil, and the industry has fallen 
into excess competition due to decreased demand; (2) the 
government strongly intervened in pricing based on policies 
such as the guidance price, which was somewhat flexible but 
constrained companies from raising prices on their own; (3) 
since the performance of the Japanese economy had been 
better than that of foreign countries, the oil companies 
expected the yen to rise in the near future. This 
expectation did not encourage the industry to take a 
positive attitude in dealing with imminent problems.

The change in the cost structure caused the influence 
of the currency exchange rate to strengthen because of the 
increased importance of crude oil in the total cost. Figure
3.3 depicts the historical trend of the loss or profit of 
the industry (loss or profit in earnings before income 
tax). The accumulated profit during those ten years was 
about 828 billion yen in 1975 constant yen, and as much as 
43% of profit came from the foreign exchange gain. The 
circumstance that companies could enjoy this windfall 
profits prevented the industry from positively dealing with 
the problem of fluctuations of the currency exchange and 
has kept profitability unstable and dependent on external 
factors. The Council for the Oil Industry suggested in 1981
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that the industry be encouraged to make exchange forward 
contracts and set the target at a third of all crude oil 
imports. This caused the forward contracts to rise to 30* 
in 1982 from 5* in 1981. However, this fell to 24* in 1983. 
The expectation to gain windfall profits still prevails.

3.2 Independent and Foreign-Affiliated Firms
Since the entry of wholly Japanese-owned companies 

(the so-called independents), in 1952, there have existed 
two kinds of oil firms, the independents and the foreign- 
affiliated firms. These two types of firm are compared in 
this section.

Figure 3.4 shows the historical trend of the profit 
margin (earnings before income tax per sales) and indicates 
that the profit margin of the independents has been about 
two percentage points lower than that of foreign-affiliated 
firms. Furthermore, since the oil crisis, the independents 
have begun to show a loss. In 1984, the profit margin of 
the foreign-affiliated companies was approximately 1.7*, 
while that of the independents was -0.6*. The independents, 
even though they are under protection based on government 
policy, have shown the poorer financial performance. Tables
3.2 and 3.3 compare, the 1984 financial performance of 
independent and foreign-affiliated firms and their



PR
OF

IT
 

MA
RG

IN
 

(E
B

IT
/S

A
LE

S
)

T-3451 42

3 -

2 -

-1  -

-2
67 68 69 70 71 72 73 74 75 76 77 78 79 80 81

YEAR

D FOREIGN—AFFILIATED + INDEPENDENTS

Figure 3.4 
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Source: Oil Manual, 1986, MITI, Tokyo.
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Table 3.2
Financial Performance in 1984 

(Billion Yen, Percentage of Total)

Foreign
Affiliated

Total Firms Independents
Sales 18,660 8,499 (45.5%) 10,161 (54.5%)
Operating Income 467 249 (53.3%) 217 (46.7%)
Interest (Net) -351 -99 (28.2%) -252 (46.7%)
Foreign Exchange Gain -62 -20 (32.3%) -42 (77.7%)
EBIT 85 144(169.4%) -59(-69.4%)
Net Profit 63 85(134.9%) -22(-34.9%)

Net Working Capital 
Ratio

0.077 0.148 0.020
Debts to Total Assets 0.462 0.362 0.540
Ratio

Note: EBIT is earnings before income tax.
Source : Japanese Oil Industry, 1986, Japan Energy Society, 

Tokyo.
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Table 3.3
Financial Performance per Kiloliter of Oil Products in 1984

(Japanese Yen)

Unit Price 
Operating Income 
Interest (Net)
Foreign Exchange Gain 
Earnings before income 
Net Profit

Total
Foreign
Affiliated
Firms Independt

66,919 67,987 66,038
1,690 1,995 1,438
-1,273 -792 -1,671
-223 -165 -274
308 1,150 -389
228 682 -141

Source : Japanese Oil Industry, 1986, Japan Energy Society, 
Tokyo.
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financial performance per kiloliter of oil-product. The 
tables also show the lower efficiencies and lack of 
profitability for the independent firms. This tendency has 
not changed since the inception of the oil industry in 
Japan; the independents achieved only 28.8% of the total 
profit of the Japanese oil industry in the 1970s while 
selling 53.1% of the products. Between 1980 and 1984, their 
profit was 16.4%, and sales were 53.5% of the total. Why 
did such a difference occur contrary to the expected result 
that the independents would be profitable under government 
protection?

First, this difference arose out of the cost 
discrepancy. Foreign-affiliated firms, which have had close 
relationships with the majot companies, have had priority 
concerning an economical and stable supply. Especially 
around 1980, there existed four to five dollars in price 
difference for crude oil between cheaper Saudi Arabia crude 
oil and other crude oil. Then the foreign-affiliated firms, 
which could get Saudi Arabia oil through the major 
companies, gained an advantage over the independents. 
Furthermore, the usance term (the period from contract to 
payment), for foreign-affiliated firms is shorter than that 
of the independents, making the foreign exchange loss per 
unit smaller (Table 3.3).
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Second, the different yield ratio led to the different 
financial performance. Before the oil crisis, the 
independents were eager to increase the sales of heavy oil. 
This was because the license of capacity expansion had been 
based on the volume of sales under the government policy, 
and it was easier to increase sales of heavy oil by taking 
advantage of the close relationship with the main 
consumers, the domestic heavy industry firms. However, as a 
result of government guidance and competition among the 
independents, the heavy oil price has been kept low, 
causing the independents to remain unprofitable. In 
contrast, the foreign-affiliated firms, which were excluded 
from the heavy oil market, had no choice but to increase 
the sales of gasoline in order to expand their market 
shares in Japan. Fortunately, this led to better 
profitability because of the higher market price for 
gasoline. Under the current government industrial policy, 
the change in yield ratio of the oil products is based on 
the amount of sales. Therefore it is hard for the 
independents to raise the ratio of gasoline 
instantaneously. Consequently, the future of the 
independents is not bright ; demand for heavy oil is 
decreasing, but demand for gasoline is increasing. These 
policies are discussed in more detail in Chapter 4.
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Third, as a result of the government industrial policy 
favoring independents prior to the oil crisis, independents 
were allowed to expand their capacity to a greater extent 
than were the foreign-affiliated firms. As a result, when 
the demand for oil decreased after the oil crisis, the 
independents had more idle capacity and thus experienced 
higher fixed unit costs. For example, in 1981, the 
operating rate of the foreign-affiliated firms was 61.4%, 
while that of the independents was four percentage points 
lower at 57.5%.

3.3 Excess Capacity
In general, the oil refining process consists of (1) 

distillation, which separates the crude oil for each 
product, utilizing the boiling point difference; (2) 
cracking, which produces the gasoline; (3) rectification, 
which treats physically and chemically the products from 
cracking: and (4) blending and compounding, which 
standardize the final products. In this process, the 
notable facilities are the crude oil distillation units and 
the catalytic cracking units. The crude oil distillation 
units are facilities working for the distillation process ; 
all of the crude oil must go through this unit. Therefore, 
"capacity" is generally expressed by the amount of crude
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oil which can be treated by the distillation unit during a 
measured period. This thesis will use this definition. The 
working capacity is naturally expressed as the amount of 
crude oil treated, and the idle capacity is expressed as 
the amount which can be treated but actually is not 
distilled. The catalytic cracking units are facilities 
which do the secondary processing, separating light gravity 
oil from heavy gravity oil produced in the distillation 
process. As the demand for oil declines, distillation units 
have to be eliminated. On the other hand, upgrading of the 
facilities through the introduction of the catalytic 
cracking units should be encouraged when the demand for the 
gasoline increases and the demand for heavy oil decreases. 
This is the current Japanese market situation.

Figure 3.5 shows the total capacity, working capacity, 
and idle capacity. Before the Petroleum Industry Act took 
effect in 1962, companies expanded their capacity to obtain 
greater market share and economies of scale. This situation 
continued for a while even after the enactment of the Act. 
During the latter half of the 1960s, idle capacity was kept 
small; however, it began to increase in the 1970s until the 
oil crisis abbreviated this movement.

Figure 3.6 illustrates the operation rate— the amount 
of crude oil actually distilled divided by the amount which
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can theoretically be distilled. During the 1950s and the 
first half of the 1960s, the rates were extremely low. They 
were extremely high between 1967 and 1971 and far beyond 
the target of MITI, 80%. Since 1973, they have declined and 
are expected to continue to decline, although 16% of 
capacity was scrapped in 1983.

The goal of the government industrial policy has been 
to develop the wholly Japanese-owned firm, as discussed 
above. In this policy, the government gave priority to the 
independents for the expansion of capacity up to 1971 
(Figure 3.7). However, it led, ironically, to a more 
serious condition, since expansion of oil sales could not 
follow capacity expansion. Figure 3.8 is the operation rate 
of the independents and the foreign-affiliated companies. 
The ratio of the independents has been about ten percentage 
points below that of the foreign-affiliated firms. 
Obviously, this has been a burden for the independents.

These developments suggest strongly that government 
policy for the Japanese oil industry, both before and after 
the oil crisis, has adversely affected the industry. The 
policy will be analyzed in Chapter 4.
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Chapter 4 
GOVERNMENT POLICY AND 
THE OIL INDUSTRY

4.1 Historical Trends
For all practical purposes, the history of Japanese 

oil refining industry started after World War II. In 1949, 
under direction from SCAP (Supreme Commander for the Allied 
Powers), the occupation authority began transferring some 
of its own control and supervisory powers to the Japanese 
government. At that time, the government promoted the 
refining of imported crude oil. Four international oil 
firms— Mobil, Shell, Esso (now Exxon), and Getty— formed a 
joint venture ; however, no wholly Japanese-owned refineries 
were permitted.

In 1952, with the end of the occupation, the Japanese 
government started developing so-called independents, 
wholly Japanese-owned firms. In those days, the Foreign 
Exchange and Foreign Trade Control Law, passed in 1949, was 
effective. This law required that any citizen who acquired 
foreign exchange through trade had to turn it over to a 
government account, and the Foreign Exchange Control Board 
was put in charge of how these funds would be used. Almost 
all of the foreign exchange was allocated to importers.
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based on how much they had imported. Therefore, the amount 
of imported crude oil was controlled by the government. The 
oil firms, especially the independents, adopted a two
pronged strategy: import cheap and low-quality crude oil, 
from most of which only heavy oil could be distilled, in 
order to get a larger allocation of foreign exchange ; and 
expand the market share by sales of heavy oil utilizing 
their good relationship with the domestic heavy industries.

During the 1950s, when the worldwide free trade 
principle was diffused, the importation control of crude oil 
was maintained via foreign exchange control. In the annual 
conference of the IMF (International Monetary Fund) in 1961, 
liberalization of international trade was imposed upon Japan 
and Japan started the free import in 1962. At the same time, 
the Japanese government enforced the Petroleum Industry Act, 
which has strongly controlled and protected the oil 
industry. One of the most important principles of the law 
was to develop the independents ; Kyoudou Oil Co. was 
established in 1965 and given financial assistance and 
priority for capacity expansion.

The fatal defect of Japanese energy management 
historically has been its excessive dependence on foreign 
countries. In an effort to balance this situation, the 
Japanese government established the Petroleum Corporation
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in 1967. Its functions are (1) to be an information center 
for exploration and development, (2) to negotiate with host 
countries for exploration and development, (3) to invest in 
projects, (4) to guarantee exploration borrowings from 
financial institutions, and (5) to advise on technical 
matters. In 1967, the Japanese government projected that, 
by 1985, 37% of its oil would come from its own wells, but 
this figure resulted in only 11.1%. This inaccurate 
projection is attributed to the fact that economical oil 
deposits had already been leased by international major 
companies.

Since the 1973 oil crisis, stockpiling has been 
encouraged, along with conservation and substituted energy 
sources. Furthermore, the Petroleum Storage Act was enacted 
in 1975. This Act requires oil firms to maintain a 
stockpile sufficient to maintain the nation's average 
90-day consumption, which is prescribed by the policy of 
IEA (International Energy Agency). In 1983, national 
stockpiling was 18%; private stockpiling was 82%.

As the Japanese economic power has grown, its closed 
market has been criticized by developed countries.
According to the Petroleum Industry Act, the importation of 
oil products can be accomplished with the notification 
requirements. However, imports of oil products were
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virtually prohibited under Japanese government 
administrative guidance. Under pressure from foreign 
industrialized countries, the government decided to 
liberalize oil product imports in late 1986. The Petroleum 
Industry Act requires importers to register with the 
government and to maintain facilities for quality control 
and storage, an action that favors refineries over other 
groups. The govenment regards the oil refining industry as 
the only entity with the appropriate sense of responsibility 
to ensure a stable supply of energy. Although it is too 
early to assess the influence of the liberalization, it will 
surely cause a great change in the Japanese oil industry.

4.2 Petroleum Industry Act
As discussed above, the Japanese oil industry has been 

under government control since the early postwar period. 
Among the regulated industries, the degree of government 
intervention in the oil industry has been said to be the 
greatest. The basis of the government regulation has been 
the 1962 Petroleum Industry Act. The basic principles of 
this law are as follows. First, the government intended to 
develop the wholly Japanese-owned firms, because the oil 
business was defined as a strategic industry for its
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Important role as the energy supplier. Therefore, the 
government was afraid that the expected necessary energy 
would be dominated by subsidiaries of foreign major 
companies and controlled by foreign countries.

Second, domestic refining was a very important 
requirement for the Japanese government. In those days, 
Japan's economy was less developed in that it did not have 
enough foreign currency. In order to retain as much foreign 
currency as possible, the government tried to import crude 
oil and refine it domestically. At the same time, it tried 
to encourage activation of Japanese industry.

Third, the government tried to control the capacity 
for oil refining because it was afraid free competition 
would cause excess capacity, due to the capacity expansion 
necessary to realize economies of scale.

Fourth, the government intended to control the price 
of oil products because oil determined the cost of many 
other domestically manufactured goods.

The purpose of this law was to ensure a stable and 
economical supply of oil, thereby contributing to the 
development of the national economy and the improvement of 
the lives of the people. As a result, the oil industry was 
destined to be a government-controlled industry and a 
sacrifice to Japanese industrial development.
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The provisions prescribe that any firm must gain a 
MITI license to enter the refining business, and MITI must 
judge the import amount of crude oil and any expansion of 
refining capacity for the oil companies (Articles 4, 7, and 
12). Refineries are required to submit annual production 
plans, and MITI is empowered to change these plans (Article 
10). Moreover, MITI is empowered to set standard sales 
prices for oil products (Article 15). Also, MITI is 
required to establish an oil supply plan every year 
pertaining to the coming five years. These plans are 
supposed to be considered as a consensus forecast of the 
industry (Article 3), and serve as a kind of indicative 
plan or guide, although changes are frequently made.

Additionally, this law has various corollary effects. 
For example, although the import of oil products is not 
prohibited in this law, MITI uses the administrative 
guidance based on Article 4 of the additional rules in 
order to restrict free imports. On the basis of this law, 
MITI began to control the oil industry as if it were a 
centrally controlled economy, even though Japan 
theoretically is not one.

There were some turns and twists on the bureaucratic 
route to approval of the Petroleum Indsutry Act. Encouraged 
to liberalize importation in the IMF Conference in 1961,



T-3451 60

the government sponsored a mission to Europe to research 
oil policies in those countries. The government conclusions 
were as follows: (1) a stable supply of economical energy 
must be realized, (2) Japan should develop flexibility of 
substitution in its uses of oil or coal, (3) cooperation 
should exist with foreign major companies, (4) the specific 
national condition and tradition must be taken into account 
for the policy. However, no regulating policies were 
suggested in the report. The Organization for European 
Economic Cooperation (OPEC) suggested in the Robinson 
Report in 1960 that the stable and economical supply of 
energy should be and can be realized, based on consumer 
choices. In those days, in European countries where the 
Japanese government regarded the incumbent policies as 
prototypes, they planned to have the free market mechanism 
control energy supplies.

However, in the final stage of the enactment, the 
Energy Council insisted on a much more restrictive policy 
such that some portion of oil would be under government 
control, and the government would establish a national oil 
company to gain that control. The industry resisted the 
excessive regulation. As a result, some regulations, such as 
the government's right to make unannounced inspections of 
refineries, were eliminated. But most of the regulative
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provisions were passed in the Diet in 1962.
The government's desire for a tight regulative policy 

originated out of a fear of extreme policy change. In other 
words, since the government had strictly controlled the 
industry through the Foreign Exchange and Foreign Trade 
Control Law, its conservative attitudes caused it to fear 
unexpected results caused bu extreme change. Section 4.3 
reviews the economic theory of government intervention in 
order to clarify the rationality and contradiction with 
economics of the Japanese government industrial policy for 
the oil industry.

4.3 Economics of Government Protection
The early valuable insight of the economic system was

the principle of the "Invisible Hand" in The Wealth of
Nations (1776) by Adam Smith. He asserted that every
individual, in pursuing only his own selfish good, was led
to achieve the best good for all, as if by an invisible
hand. He concluded that any interference with free
competition by government was almost certain to be
injurious. Samuelson (1976) also acknowledges the virtue of
a free competitive system:

A competitive system is ah elaborate mechanism 
for unconcious coordination through a system of 
prices and markets, a communication device for
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pooling the knowledge and actions of millions 
of diverse individuals. Without a central 
intelligence, it solves one of the most complex 
problems imaginable, involving thousands of 
unknown variables and relations. Nobody 
designed it. It just evolved, and like human 
nature, it is changing; but it does meet the
first test of any social organization it can
survive.

However, as he discusses later, such a free enterprise 
system can be realized only when the complete checks and 
balances of perfect competition, which are unrealistic, are 
present. Thus our real system is a mixed system of 
government and private enterprises.

There are some impediments to the efficiency of 
perfect competition. First of all, "imperfect competition" 
in a broad sense is a major concern. Monopoly, oligopoly, 
monopsony, and so on, are considered in this situation. In 
the microeconomic theory, the efficient condition for 
production and exchange is at the point where the Marginal 
Rate of Substitution (MRS) is equal to the Rate of Product 
Transformation (RPT). Assuming good x and good y are 
produced,

MRS (of x for y) = Px / Py = MRx / MRy
= MCx / MCy = RPT (x for y). (4.1)

where P is the price, MR is the marginal revenue, and MC is
the marginal cost. However, a profit-maximizing firm in the
imperfectly competitive markets sets the product price
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above the price at which MR = MC. This causes relative 
prices to no longer carry the information necessary to 
ensure efficiency. As a result,

MRS (of x for y) = Px / Py > MRx / Py
= MCx / MCy = RPT (x for y). (4.2)

It must be noticed that when the price is equal to the 
marginal cost, what individuals are willing to pay for a 
good at the margin is exactly what it costs to produce that 
good. When this equality fails to hold, demand and 
productive technologies are not tied together, then 
resources are not efficiently allocated.

Second, an externality such as the air pollution due 
to industrial smoke and other debris impedes the ability of 
the price system in the perfect competitive system to 
allocate resources efficiently.

Third, public goods production also leads to a failure 
of the perfect competitive market. A public good is a good 
that once produced is available to all on a nonexclusive 
basis, such as national defense. Individuals tend to take 
the position of free rider as a consequence, and resources 
are underallocated to this kind of good. Consequently, 
government has to produce these or finance the production.

Fourth, the distributional problem may also lead to 
failure. In a perfectly competitive market, the differences
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between the rich and the poor might be great even if the
economy as a whole is efficient in the Pareto sense.

The conditions mentioned above are the common view of
the failure of the perfectly competitive market and exhibit
the necessity for government intervention in the economic
system. Samuelson (1976) also points out that, in the real
world, competition is nowhere near "perfect."

The most serious deviation from perfect 
competition comes from monopoly elements. These 
may result in wrong pricing, creation of 
distorted patterns of demand by repetitive 
advertising, incorrect and wasteful resource 
allocation, and monopoly profits.
The infant industry argument has been the main

argument for government protection. The argument can be
applied to the Japanese government for the oil industry.
Corden (1974) analyzes the justification for the
government's infant industry policy. In order to defend his
argument, he distinguishes between internal and external
economies; the question of how to operate is internal to
the decision-making unit, the firm; the benefit, however,
can be external to the firm. The first approach using
internal economies shows the imperfection of private
information in a perfectly competitive system. Private
enterprise may not expect growth in demand and tends to be
pessimistic, owing to lack of imagination and information.
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or to excessive caution. On the other hand, the planners or 
civil servants can get information from the applicants for 
protection; moreover, government planners may be more 
optimistic and more ready to speculate about the future 
because they will not personally have to meet the losses 
even if the projections fails. Thus, a useful policy is for 
the state to disperse adequate information.

The second problem is the imperfection of the capital 
markets. It is hard for the infant to obtain financing to 
cover initial losses at a rate of interest which correctly 
indicates the social discount rate. This difficulty will 
lead to underinvestment, or failure to invest at all.

The external economies approach discusses three 
elements. First, the fear that trained employees may resign 
causes firms to hesitate to invest in human capital. Thus, 
the government could aid in the development of the infant.

Second, firms try to keep new knowledge and ideas 
confidential in order to have an advantage over the others 
in the same market. However, as a result of an inevitable 
diffusion process, the more new knowledge there is to 
diffuse, the more external economies there are likely to 
be. Therefore, government assistance for technologic 
advancement is required to avoid stagnation of research and 
development.
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The third approach is for a country to market its
goodwill. Successful production and sales may increase
goodwill for all similar products produced in the country.
Therefore, the assistance of government should be
encouraged in order for the country to gain as a whole.

It is emphasized that the protection should or could
be temporary. This is because (1) learning is a
characteristic of the firm's infant period, thus it may
itself be temporary until it becomes competitive; (2) as
the firm and industry expand, the imperfection of
information or the capital market will be improved; (3) the
use of a tariff may be a method of protection, and could
end once imports of the product have been completely
replaced; (4) the importation control retards technological
development and cost reduction of domestic production. Mill
(1897) supports these assertions.

The only case in which, on mere principles of 
political economy, protecting duties can be 
defensible, is when they are imposed 
temporarily (especially in a young and rising 
nation) in hopes of naturalizing a foreign 
industry, in itself perfectly suitable to the 
circumstances of the country. The superiority 
of one country over another in a branch of 
production, often arises only from having begun 
it sooner. There may be no inherent advantage 
on one part, or disadvantage on the other, but 
only the present superiority of acquired skill 
and experience. A country which has this skill
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and experience yet to acquire, may in other 
respects be better adapted to the production 
than those which were earlier in the field.
In terms of economics, government intervention in an

industry can be justified only during the industry's
infancy. In Section 4.4, this economic rationale is used as
one of the most important bases for the evaluation of the
Japanese government oil industrial policy.

4.4 Policies which Influenced the Oil Industry
Because of the importance of the oil industry as an 

energy source for Japanese economy, the Japanese government 
set the Petroleum Industry Act in 1962. The main policies 
which have strongly influenced the industry and have led 
to the current situation are the permission system for 
capacity expansion, the pricing system under guidance, and 
the prohibition of oil products importation by the 
administrative guidance. In addition, the tax system and 
the stockpiling system have also imposed burdens on the 
industry. In the following sections, each of these policies 
is analyzed and evaluated.

4.4.1 Permission System for Capacity Expansion
As often discussed in the infant industry argument, 

one of the government roles is to counteract the
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imperfection of private information in a competitive 
system, as discussed in Section 4.3. When the permission 
system for capacity expansion is regarded as an effort to 
improve information dissemination, this policy itself can 
be economically justified. However, the method of the 
Japanese government to achieve this function, the 
permission system supervised by MITI, has adversely 
affected the industry.

MITI has permitted expansion, based on the oil demand 
projections by the government, and has limited firms to 
supplying amounts based on past production and sales. The 
yield ratio of each product has also been permitted, based 
on the same criterion. Additionally, the operation rate of 
each firm had been taken into account for the judging; 
however, this criterion was abandoned in 1966.

In critiquing the permission policy, first of all, the 
government oil demand projection, the primary basis for the 
judgment, just has to be evaluated for accuracy. Figure 
4.1 shows the actual oil consumption and the government 
five-year demand projections.

It is clear that consumption was underprojected up to 
1970 and that the projection was modified upward every 
year. This must have been caused by the government1s 
inability to appropriately estimate the change in energy
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sources and the economic growth in the country. As a 
result, incentives to expand capacities were unnecessarily 
created. These oil refiners expected demand to rise more 
than supposed and planned to increase their heavy oil sales 
in order to gain permission for increased capacity; thus, 
expanding their market shares.

Heavy oil sales promotion occurred because capacity 
expansion was permitted based on past production and sales. 
It was easier to sell heavy oil than to sell gasoline 
because of the nature of the respective consumers.
Heavy oil was purchased by major industries, making it 
easier for the refineries to market and transport 
relatively vast amounts of oil. Moreover, the independent 
refineries could take advantage of their identities as 
purely Japanese firms in order to make connections with 
domestic major industries. However, the large number of 
small retailers made marketing and transportation of 
gasoline difficult. Therefore, gasoline production of 
independents was kept low. As a result, in 1970, the ratio 
of the amount of heavy oil to that of gasoline sold by the 
independents was 5.5 to 1, whereas the ratio of the 
foreign-affiliated firms was 3.7 to 1. However, as will be 
discussed later, the price of heavy oil was kept so low by 
the government that independents made only a slight profit.
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and sometimes, suffered a loss. The oil firms, especially 
the independents, continued to expand the sales of heavy 
oil. In order to achieve this strategy, the oil firms 
further reduced the heavy oil price and ignored the 
potential for profitability. This strategy resulted in 
unprofitability for the oil industry, especially for the 
independents. According to the Petroleum Industry Act, the 
yield ratio is also controlled based on past production and 
sales of each product. Therefore, the Petroleum Industry 
Act prevented the independents from abruptly increasing 
their production of profitable gasoline. This led to the 
extreme disparity in business performance between them, as 
shown in Chapter 3. Ironically, this was contrary to the 
primary government goal to develop the wholly Japanese- 
owned firms.

In contrast, beginning in 1971 government projections 
were overestimated, and the government had to modify the 
projections downward every year. Evidently, the government 
could not estimate the influence of the oil crises 
appropriately. As Corden (1974) says, the "optimistic" 
tendency of the government planners must also have been one 
of the factors. As a result of government overestimates, 
the firms fell to victim to excess capacity (Chapter 3).

Plant and equipment investment is one of the most



T-3451 72

important considerations for the industry, requiring long
term vision. However, government projections, the primary 
basis for the investments, were so inappropriate that large 
annual modifications were required (Figure 4.1). The 
detrimental influence of these inaccurate projections has 
been realized in the form of unprofitability and excess 
capacity.

Another policy which should be pointed out is that 
MITI abandoned the operation rate criterion for the 
judgment in 1966 as mentioned above. Up to that year, MITI 
set a target for the operation rate at 80% and took into 
account the rate of each firm to establish the basis. In 
the mid-1960s, MITI decided to establish the Kyoudou Oil 
Co., a semi-governmental corporation created in order to 
achieve greater control of domestically refined oil by 
Japanese-owned firms. To provide the new company with 
sufficient capacity , the government abolished the 
operation rate criterion. This abolishment diluted the 
consciousness of the operation rate and adversely affected 
the industry by causing a delay in the scrapping process 
when the industry faced the oil crises. After the crises, 
many developed countries, expecting decreased demand for 
oil, began to reduce their capacities. Japan was very slow 
to follow suit (Table 4.1).
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Table 4.1
Capacity of the Oil Refining Industry 

(thousand barrels daily)

Operation
Rate

1980 1981 1982 1983 1984 (1984)
Japan 5,940 5,940 5,940 4,973 4,973 0.63
W.Europe 
W.Germany 
Britain

20,055
3,095
2,629

19,655
3,021
2,482

17,705
2,937
2,260

16,635
2,471
2,092

15,285
2,386
2,008

0.74
0.91
0.78

N.America 
U.S.

20,400
18,250

20,455
18,290

19,120
16,860

17,890
15,865

17,675
15,660

0.78
0.77

Source : Oil Manual, 1986, MITI, Tokyo.
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As stated above, the government role in counteracting 
the imperfection of private information is important in 
terms of economics. However, Japanese government regulation 
directed at capacity expansion was inappropriate to the 
industry. The fact that the Japanese oil firms promoted the 
sales of unprofitable products and reduced prices further 
in order to get permission for capacity expansion damaged 
the industry. Therefore, the government probably should 
have left capacity expansion decisions to the firms, and 
limited its role to providing information on oil demand 
projections. This might have prevented unprofitable sales 
promotion and encouraged firms to sell their products in 
accordance with their sales capacity.

Nonetheless, there might be some room for government 
intervention. First of all, Figure 4.2 shows the refinery 
operating cost indices and shows the economies of scale for 
refining capacity. It appears that capacity of less than 
about 80,000 barrels per day is disadvantageous because of 
smaller economies of scale. On the other hand, plants 
with capacities of over 80,000 barrels make little 
difference in terms of economies of scale. In order to gain 
as much efficiency of scale as possible, the government 
should have suggested that the new capacity average in 
excess of 80,000 barrels per day when the industry advanced
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beyond its infancy. Since the policy of minimum capacity 
could be a barrier to entering the industry, a monopoly 
could emerge in its infant stage. However, as the oil 
companies matured in the mid-1960s, minimum capacity should 
have been prescribed to help the industry compete with 
foreign refineries. Actually, in Japan there have existed 
many uneconomical refineries (Table 4.2). This occurred 
because companies did not want to abandon capacity which 
they constructed when they were in infancy in order to keep 
their market share of expected increasing consumption of 
oil. The government has not allowed companies to increase 
their refining even if they have abandoned an operation.

Figure 4.3 shows economies of scale for tankers.
Taking into account that the average capacity of a tanker 
in current use is 88,000 tons, economies of scale force 
firms to unite in order to combine tanker companies. Thus, 
a joint transportation system should have been encouraged . 
Only presently is it being discussed within the government.

Free competition, including minimum government 
intervention, should have been practiced within the 
Japanese oil industry.
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Table 4.2 
Number of Refineries in Japan

1965 1970 1975 1980
Scale (daily) (%) (%) {%) (%)
More than 100 5(13) 16(40) 25(50) 22(44)
thousand barrels
80-100 thousand 2 (5) 3 (8) 6(12) 8(16)
barrels
50-80 thousand 9(24) 7(18) 8(16) 8(16)
barrels
30-50 thousand 12(32) 8(20) 6(12) 6(12)
barrels
Less than 30 9(24) 6(15) 5(10) 5(10)
thousand barrels

1986
(%)

22(48) 

4 (9) 

9(20) 

4 (9) 

7(15)

Source : Oil Manual for the Post-war Period, 1987, The 
Federation of Petroleum, Tokyo.
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4.4.2 Price Intervention
Generally, commodity prices are determined by the 

relationship between demand and supply. This economic 
principle is not encompassing enough to explain the pricing 
of oil products in Japan. The prevailing determinant of the 
price of oil products in Japan is government intervention. 
In terms of economics, price intervention can be justified 
when it corrects distorted prices caused by impefect 
competition, such as monopoly. However, the government has 
controlled the prices in order to develop Japan's heavy 
industrialization by means of setting the prices of 
industrial-use oil products low.

There are two ways the government intervenes in
pricing. One way is administrative guidance, which means 
that MITI suggests very rough instructions for pricing to 
each firm, and these instructions are not publicized. Most 
of the guidance is in the form of ceiling prices.

The other way is the setting of the standard prices.
This is the more compulsory one in that the standard prices 
of oil products are publicized and inflexible. The 
government authority for the standard prices is provided by 
Article 15 of the Petroleum Industry Act. The purpose of 
this article is to correct the prices distorted by the 
defects of free market pricing. MITI published standard
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prices twice : November 1962 through February 1966, and 
December 1975 through July 1976. The first was published to 
sustain the declined prices caused by capacity expansion in 
the early 1960s by the oil firms which expected the 
enforcement of the Act to restrict capacity expansion. The 
second was published in response to the increasing crude 
oil prices caused by the oil crisis.

Another characteristic of the oil products price is 
that it is subject to external factors such as the policies 
of exporting countries. The effects of these external 
factors are evidenced in the oil crisis and these 
influences have increased as the proportion of crude oil 
price within the oil products price has increased.

The third characteristic of price is that it is 
subject to the movements of the market. The reason for this 
movement is that oil products are joint products which 
cause firms to adopt process cost accounting as the 
necessary accounting method. This method does not allow 
firms to calculate the costs of individual products. They 
must calculate profit or loss as a result of all product 
costs. This leads to dynamic movements in the pricing of 
each product. Moreover, the nature of the heavy industries 
is such that it is going to increase the operation rate for 
the lower unit cost. This, as well as the homogeneous
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nature of oil products, causes prices to move downward in 
order to keep firms competitive, even under administrative 
guidance.

Figure 4.4 shows the change in the price of each 
product. Before the oil crisis, the price of heavy oil and 
naphtha was set lower than that of other products by the 
administrative guidance in order to encourage heavy 
industrialization. However, these price differences were 
much less than during other periods to keep the coal 
industry, then the main energy industry, competitive.

Following the first oil crisis in 1973, the price 
difference became more predominant. As a response to the 
crude oil surge in 1974, MITI advised firms to increase 
their prices for heavy oil and naphtha by 8,000 yen and 
that of gasoline by 17,100 yen. Moreover, MITI published 
standard prices under the pretext of protecting the weak 
oil firms. Consequently, the profitability of gasoline and 
the unprofitability of industrial oil products became 
apparent (Table 4.3). This led to poorer performance by the 
independents, most of whose sales are in heavy oil (See 
Chapter 3). At that time, MITI decided to encourage 
domestic heavy industrialization rather than developing 
independent oil firms. For this policy choice, active 
lobbying of the heavy industries which are members of
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Table 4.3
Profitability of Oil Products in 1975

Profit as a

Products
Cost

(Yen/Kl)
Standard
Price
(Yen/Kl)

Profit
(Yen/Kl)

Whole of
Product
(Million

Gasoline 31,000 53,700 22,700 338,298
Kerosene 31,000 32,600 1,600 25,040
Naphtha 31,000 29,700 -1,300 -22,510
Heavy Oil 31,000 24,700 -6,300 -270,314

Source : Japanese Oil Industry, 1986, Japan Energy Society, 
Tokyo.
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"zai-batsu," large company groups with massive political 
power, was effective. As a result of this policy choice of 
MITI, the independents were sacrificed for the good of the 
heavy industrialization in Japan.

In the second oil crisis in 1979, MITI advised firms 
to increase the price of each product by the same amount in 
order to prevent expansion of price differences. However, 
this policy resulted in a proportionately larger price 
increase for the heavy oil users with respect to the lower 
initial price of heavy oil. As a result of this user's 
impression along with the user's intended conservation and 
substitution of oil, the possibility of demand and price of 
heavy oil recovery disappeared.

The purpose of government intervention concerning 
pricing should be, in terms of economics, to correct 
distortion caused by defects in free market pricing.
However, MITI has actually executed this authority of 
intervention based on another principle, that of 
encouraging domestic heavy industrialization. This misuse 
of authority, together with the firms' strategy to increase 
sales of unprofitable heavy oil to get permission for 
capacity expansion— which was also led by MITI's policy—  
has damaged the oil firms, especially the independents. 
Moreover, when the firms declined into an unprofitable
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situation, MITI could not protect them from price-cutting 
pressures caused by the monopsony power of the heavy 
industries. This absence of protection occurred because 
MITI, which was afraid of abrupt substitution of oil, 
allowed oil firms to reduce prices to any degree necessary 
to keep oil products competitive with other energy sources. 
MITI accomplished this by setting ceiling prices only in 
its administrative guidances. In summary, MITI1s pricing 
policies have acted contrary to the primary purpose of the 
Act which was to help the independent firms.

4.4.3 Import Prohibition of Oil Products
In the post-World War II era, many governments 

restricted their foreign trade in order to develop their 
domestic industries. From 1962 to 1967, the Kennedy Round 
was held to determine the need for a worldwide tariff 
cut. As a result, for example, the average tariff rate in 
the United States was reduced from 13.5% to 9.6% of GIF 
(Cost, Insurance, and Freight) value. The average rate 
declined from 15.5% to 9.5% in Japan (Preeg 1970). Instead, 
the nontariff barriers, such as the import quota, appeared. 
The Japanese government enacted the import prohibition of 
oil products so that firms would be coerced into importing 
crude oil and refining it domestically. The import
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prohibition was not specified in the Petroleum Industry Act 
because MITI was afraid that this would give the impression 
of excess protection and intervention; instead, import 
prohibition was imposed on firms in the form of 
administrative guidance.

The effect of import prohibition is that, not only can 
the domestic firms expand their quantity of sales, but also 
the domestic price would be above the world price and more 
profits could be gained, as shown in Figure 4.5, in which 
supply and demand curves are assumed to be linear. Assuming 
that the supply curve of domestic producers is Sd, the 
world price of the product is PI, and the demand curve 
in the market is Dd, the supply curve in the market is Sd+i 
without prohibition. In this case, the market share of 
domestic producers is Q1 and their sales value is P1Q1, 
while those of foreign producers are Q3-Q1 and PI(Q3-Q1), 
respectively. However, the introduction of import 
prohibition results in the supply curve Sd, which increases 
the sales value of domestic producers to P2Q2.

Considering the import prohibition as the extreme case 
of import quota, there are two reasons for the import quota. 
The first is to improve the balance of payments. In the 
post-World War II period, most countries had a shortage of 
foreign currencies. Japan had the same problem in that it
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was trying to reduce payments to foreign countries by 
importing the less expensive crude oil and refining it 
domestically. The value added by refining was thus retained 
by Japan. In the case of a tariff adopted for trade 
barriers, which is discussed later, the import quantity and 
values may increase as a result of the price cuts of import 
products. However, the quota limits the import quantity 
itself so that the import quantity and values will not 
increase.

Another reason for the quota is that it gives the 
government more flexibility. It had been agreed to restrict 
government power of raising tariffs in international 
agreements such as the Kennedy Round. As a result of 
international public opinion, imposing quotas was less 
constrained, especially in the 1960s. On the other hand, 
there is an argument that the import quota, including 
import prohibition, cannot be easily removed, and domestic 
firms do not become efficient once it is imposed. Firms 
tend to become lenient in their attitudes and are subject 
to becoming more inefficient. One aspect of this tendency 
is that there have existed in Japan many uneconomical small 
refineries whose capacities are under 80,000 barrels per 
day (Table 4.2).

In general, a tariff and a subsidy could be
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implemented as alternatives to protect industries. Figures
4.6 and 4.7 show the effects, respectively, of a tariff and 
a subsidy. Individually, a tariff and a subsidy in the same 
amount cause the same increase in production for domestic 
firms (Q1 to Q2). However, in the case of a tariff, the 
price increase and, consequently, the quantity demanded 
reduces from Q4 to Q3. On the other hand, a subsidy 
promotes domestic production with the total demand 
remaining the same. From the point-of-view that sufficient 
economical energy should be supplied in order to encourage 
domestic industrialization, a subsidy is more appropriate 
to the infant industry policy rather than a tariff.

Moreover, tariffs are rarely eliminated once imposed 
(Friedman 1979). In contrast, a production subsidy has the 
advantage of being subject to more frequent public review 
as part of government1s ordinary budget review process 
(Lindert 1986).

As discussed in Section 4.3, it is difficult for the 
infants, such as the Japanese oil industry in the post- 
World War II period, to obtaining financing for new high- 
quality and large-scale facilities. Therefore, import 
control itself can be justified in the infant process 
because it can develop an industry by preventing 
predominance of foreign import goods. However, the
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government of Japan should have adopted a temporary method 
for the oil industry, as Mill (1897) stated. In retrospect, 
it seems clear that a subsidy program for the Japanese oil 
industry would have been more appropriate than those 
policies adopted by MITI.

4.4.4 Stockpiling System
Oil remains the dominant energy source for Japan; 

approximately 60% of all energy derives from oil, and 99.8% 
of that oil is imported. This extreme dependency on foreign 
oil requires Japan to consider how it will cope with the 
emergent situation of difficult-to-import oil. There can be 
three counterplans for this kind of situation. The primary 
approach is to conserve and develop domestic oil resources. 
However, this plan will not work in Japan where there are 
very little oil resources. The second approach is to 
diversify the exporting countries in order to decrease the 
overall risk. Although the Japanese government has used 
this particular policy, the fact that a substantial number 
of exporting countries are politically unreliable and that 
worldwide crude oil prices are likely to be linked affect 
this policy to the extent that it does not become 
satisfactory strategy. Thus, the third plan, the 
stockpiling system is necessary for the emergent situation
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in Japan.
In terms of economics, stockpiling is required for 

energy security due to the existence of externalities which 
can negatively affect the oil supply. An externality is the 
effect of one economic agent on another which is not 
reflected in normal market transactions. In the case of the 
supply of Japanese oil, the social marginal cost exceeds 
the private marginal cost due to the risk of unstable crude 
oil supplies. Thus, oil products may not be allocated 
efficiently in Japan. Consequently, stockpiling is required 
in order to compensate for this potential inefficient 
allocation of oil.

Stockpiling has the following effects : (1) it 
maintains domestic economic activity by release of the 
stock, (2) it can be a threat to the embargo of exporting 
countries, (3) it can mitigate the price fluctuations in 
the emergent situation, (4) it can gain time needed to 
develop the substitution energy, (5) it creates a 
cooperation in relation to the world collective security 
system, and (6) it is the most reliable counterplan which 
Japan can initiate on its own.

In other countries, the importance of stockpiling was 
recognized earlier due to the experiences of the Suez 
crisis in 1956 and the oil embargo to European countries
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caused by the third Middle Eastern War in 1967. EC 
(European Community) set the guidance of the 90-day 
equivalent oil stockpiling in 1972 and IEA (International 
Energy Agency) discussed the necessity of gaining the 90- 
day stockpiling through 1980 in 1974. In such a worldwide 
current of the times, following the administrative guidance 
to increase the stock to the equivalence to 60-day 
consumption up to 1974, the 1976 Petroleum Storage Act was 
enacted to gain the stock equivalent to 90-day consumption 
through 1980. The 90-day stockpiling goal was achieved in 
1980 (Figure 4.8). The necessity of a stockpiling system 
needs no discussion; however, a matter which should be 
studied is the degree of burden imposed on the oil firms. 
Furthermore, stockpiling requires substantial capital to 
implement. However, the government imposed on the firms the 
task of stockpiling under the pretext that they possessed 
the know-how for stockpiling. Oil is an indispensable 
energy resource in Japan. Therefore, in terms of economics, 
security of energy supply, which can be achieved by 
stockpiling to a degree, can be regarded as a public good 
which provides benefits to all individuals. As discussed in 
Section 4.3, governments need to produce public goods or 
finance their production. However, in Japan, the government 
has imposed most of the stockpiling costs on the oil



ST
OC
KS
 
EQ
UI
VA
LE
NT
 
TO 

DA
YS

T-3451

110

100

90

80
70
60

50

40
30 -

20 -

8375 81 8276 77 78 79 80

YEAR

□ PRIVATE STOCKS * NATIONAL STOCKS

Figure 4.8 
Stockpile of Oil in Japan

Source : Oil Manual, 1986, MITI, Tokyo.



T-3451 96

companies.
The government offered some financial assistance, but 

this assistance has not been helpful to oil companies. The 
government's financial assistance applied to purchasing 
crude oil and constructing tanks, including the purchase of 
lands. Concerning the purchase of crude oil, the Petroleum 
Corporation, the semi-governmental enterprise, borrows from 
financial institutions with a government guarantee and a 
government grant for 4% interest. Then the Corporation 
lends to oil firms at the rate which is the difference of 
the rates at which the Petroleum Corporation borrowed from 
the banks and 4% of a government grant. For example, if the 
Petroleum Corporation could borrow at the prime rate, 7.6% 
(until 1975), oil firms have to bear the difference, 3.6%. 
The firms have to repay the loans in 3 years ; however, this 
time period is too short because the money is supposed to 
be spent for stockpiling, not for sale goods. As a result, 
the oil firms had to renew debts from financial 
institutions without financial help for interest and the 
government guarantees.

For constructing tanks, an individual oil company can 
borrow from the Development Bank at less than prime rates. 
Joint companies can borrow from the Petroleum Corporation. 
However, the amount of money they can borrow for
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constructing a 100,000 kiloliter tank is limited to 700 
million yen (about $4.9 million) from the Development Bank 
and 1.1 billion yen (about $7.7 million) from the Petroleum 
Corporation. Constructing a tank costs about 3.4 billion 
yen (about $23.8 million); thus, the financial help covers 
only 20% to 32% of the cost of the tanks.

Even after the 90-day stock has been achieved, costs 
such as interest payments, power costs, repair costs, 
insurance expenses, personnel expenses, and fixed assets 
taxes occur every year. According to Takemoto (1986), 45- 
day stocks are sufficient for the,oil business activity, 
and oil purchases and operating costs needed to maintain 
the 45-day national stocks totaled 270 billion yen (about 
$1.2 billion) in 1980. That year, the operating income for 
the whole industry was 467 billion yen (about $2.0 
billion). Moreover, only 14% was subsidized by the 
government and 86% of costs were imposed on private firms 
(Table 4.4). Even after stockpiling is achieved, operating 
costs are imposed as above. In 1984, when the operating 
income was 102 billion yen (about $0.4 billion), operating 
costs for national stockpiling were 500 billion yen (about 
$2.1 billion); only 7% was subsidized.

In 1976, the government acknowledged the necessity of 
maintaining a stockpile of greater than 90-day supply.
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Table 4.4
Costs for National Stockpiling in 1980 

(billion yen)

Purchases of 
Crude oil
Operating
Cost
Total

Subsidy
24.6
(25.3%)

12.3
(7.1%)

36.9
(14.0%)

All Firm’s 
Expenditure

72.6
(74.7%)

161.0
(92.9%)

233.6
(86.0%)

Total
97.2
(100.0%)

173.3
(100.0%)

270.5
(100.0%)

Industry Sales 25,939.0
Industry Operating Incom 467.0

Source: Energy, 1986, Japan Energy Society, Tokyo
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taking into account Japan's higher dependency on oil than 
European countries. However, in order to lighten the burden 
on the oil firms, the government should be responsible for, 
not only the amount in excess of 90-days, but also that 
amount provided by firms for national security.
Furthermore, a reformed loan system which allows long-term, 
no-interest loans, and many more subsidies should be 
adopted to reduce the high costs imposed on the firms. When 
crude oil prices were dramatically increasing, private 
stochpiling was acceptable to private firms. However, 
considering the current oil glut, excess stocks run counter 
to a private firm's rationale. As stated above, the 
government should follow the economic rationale that the 
government produces public goods and finance this 
production. Thus, the current stockpiling system must be 
reviewed in order to promote the recovery of the oil 
industry.

4.4.5 Tax System
In Japan, tax revenue from oil is the third largest, 

after income tax and corporation tax, comprising 8.6% of 
all tax revenue. In 1983, the amount of oil taxes was 3,076 
billion yen (about $12.9 billion), or 14,450 yen (about 
$60.60) per kl (Table 4.5). In the same year, the average
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Table 4.5
Tax Revenue from Oil in 1983 

(billion yen)

Items Amount Percentage
Gasoline Tax 
(53,800 yen/kl)

Light-Oil Tax 
(24,300 yen/kl)

Petroleum Tax 
(<CIF+tariff>*3.5%)

Tariff on Crude Oil 
(640 yen/kl)

Others

1,950

469

429

136

92

63.4

15.2

13.9

4.4

3.1

Total 3,076 100.0

Source : Petroleum Industry, 1985, Shigeyoshi Iwabe, Tokyo.
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crude oil price was 45,923 yen (about $192.50) per kl and 
the average price of oil products was 64,344 yen (about 
$270) per kl; thus, 78% of the margin was taxes.

The largest portion of the oil tax is the gasoline 
tax, more than 60%. This revenue, in addition to that from 
light-oil tax, is spent on road construction. This use was 
specified as a temporary measure in the postwar period in 
order to encourage Japan's rapid development. However, it 
has been renewed repeatedly even during times of slow 
development, although IEA has advised the Japanese 
government to recycle the tax into the oil industry itself.

Petroleum tax is a tax spent on the oil industry 
itself and implemented in 1978. This tax is imposed on 
imported crude oil, in addition to the tariff. In 1983, the 
petroleum tax generated 13.9% of all tax revenue from oil.

Tariff on crude oil was originally exempted in the 
postwar period. However, it has been imposed since the 
1960s to maintain the competitiveness of the declining coal 
industry, which had sustained Japan's industrialization, 
and gain the source of subsidy for the coal industry.

A point to be emphasized is that most of the tax 
revenue from oil, more than 80%, is spent for road 
construction. On the other hand, only 11% is recycled into 
the oil industry itself. The important effect of public
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investment, such as road construction, has recently been 
the most vital source of business stimulation. Thus, it 
might be more equitable if the revenue comes from a general 
source of government revenue and public construction bonds. 
There is discussion that the tax on oil should be increased 
in an effort to promote conservation. However, since most 
of the revenue is spent for road construction, which leads 
to an increased demand for automobiles and results in 
increased oil consumption. This is clearly a contradiction 
to the policy of conservation.

Additionally, it is extremely difficult to offset the 
cost increases of oil products, including the raised tax 
rate, to maintain competition. As shown in Table 4.6, the 
tax rate for gasoline has been increased seven times since 
1954, however, these increments were not offset each time. 
In 1961, wholesale prices in the market were reduced in 
order to increase sales because firms expected the 
Petroleum Industry Act to be executed in 1962, even though 
there was a tax rate increase. In 1979, even the crude oil 
price increase could not be offset. Thus, part of the tax 
increments necessarily became the burden of the oil 
industry.

As stated in Section 4.3, one of the main purposes of 
taxation is to correct the distribution of income. However,
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Table 4.6
Tax on Gasoline 

(Yen / Kl)

Increment
of

Increment
of

Increment Wholesale Crude Oil (b) - (c)
Year Tax of Tax(a) Price(b) (C) - (a)
1954 13,000
1958 18,300 5,300 645 357 -5,012
1959 22,700 4,400 2,116 -1,149 -1,135
1961 26,100 3,400 -2,797 -274 -5,923
1963 28,700 2,600 485 -87 -2,028
1973 38,700 10,000 4,164 783 -6,619
1976 43,100 4,400 2,256 1,347 -3,491
1979 53,800 10,700 6,487 7,835 -12,048

Source : The Petroleum Statistics, 1981, MITI, Tokyo.
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it is counter to economic rationale to impose a large tax 
on an unprofitable oil industry. Additionally, this tax 
revenue is not reinvested in the industry.

In conclusion, the current tax system is too great a 
burden for the industry. First of all, the tariff on crude 
oil should be removed. As explained, the tariff was 
originally implemented to keep the coal industry 
competitive and to generate funds for subsidizing coal. 
Since the oil crisis, however, oil has become less 
competitive due to increased prices and unstable supplies. 
Furthermore, coal, especially imported coal, has revived as 
a substitute for oil and, once again, has become 
competitive. Under such circumstances, the tariff makes 
little sense and is an excessive burden to the oil 
industry. Moreover, the purpose of the tax revenue, as well 
as the reduction of the tax rates, should be reviewed.
Taxes should be recycled into the oil industry for, for 
example, stockpiling.

These excessive tax burdens, which are contrary to 
economic rationale to distribute income, not only distress 
the oil industry but also raise the prices of other 
Japanese products because of increased energy costs. Thus, 
the current system must be improved.

As discussed above, the Japanese industrial policy has
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adversely affected the industry. To evaluate the Japanese 
policy for the oil industry, it is effective to compare it 
with Japanese industrial policies for other industries as 
well as with those of other countries.
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Chapter 5 
INDUSTRIAL POLICY COMPARISON

Historically, and especially in the postwar period, 
the government of Japan intervened in many industries to 
stimulate the economy. Economic stimulation by governments 
was a common effort to effect recovery after World War II. 
Most governments have carried out industrial policies to 
develop industries, although the degree of intervention and 
their methods varied.

This chapter compares Japan's industrial policies for 
its oil industry with its policies for its other 
industries, and with oil policies of other governments.

5.1 Japan's other Industrial Policies
The government of Japan has intervened in industries, 

more or less, since World War II. In this section, the 
author clarifies the Japanese policy which has adversely 
affected its oil industry, indicating points of difference 
with those for other domestic industries. In addition, the 
author discusses the commonalities of these policies.

5.1.1 Agriculture
Agriculture, like the oil industry, is a necessary
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industry for a country's continuance. In Japan, the 
Ministry of Agriculture, Forestry and Fishery (MAFF) has 
jurisdiction over the agricultural industry, and protected 
it in the postwar period by means of controls on 
agricultural imports, price controls, and provision of 
lands to poor farmers. By the 1960s, the expanding number 
of low-income farmers and the pressures from foreign 
countries for an open market in agricultural products 
became a prominent problem. As a result, the government 
enacted the Fundamentals of Agriculture Act in 1961.

The goal of the Act, which is relatively abstract, is 
to improve income, productivity, and the industrial 
structure of agriculture. The problem of the low income of 
farmers was emphasized and was attributed to the existence 
of impoverished farmers caused by the excess farmer 
population. Thus MAFF intended to liberalize agricultural
imports and to retrain less competitive farmers for factory

if
work. The imports would focus on those imports which were 
cheaper than domestic products. For example, import prices 
for wheat and soybeans were $71 and $139 in 1970, while 
those of domestic products were $219 and $290. MAFF tried 
to improve the productivity and average income of farmers 
by decreasing their population, trying to achieve a more 
intensive structure and economies of scale. This MAFF



T-3451 108

policy is the opposite of MITI1s policy for the oil 
industry, which was to put oil under Japan's control by 
prohibiting imports. As a result of the MAFF policy, the 
farm population decreased 30% from 13 million to 9 million 
between 1961 and 1970. This increased the amount of 
agricultural land per farmer from 0.507 hectares in 1960 to 
1.180 hectares in 1984. It also resulted in a rise in the 
farmers standard of living (Table 5.1). The government 
achieved its agricultural policy goals, but dependency on 
foreign agricultural products became extremely high (Table 
5.2). Japan has little concern over this dependency because 
most of the products are imported from politically stable 
or friendly exporters, such as the United States, Canada, 
and Southeast Asia. This situation differs from the oil 
industry in which imports come from unreliable exporters, 
such as Middle East.

The Japanese government generally follows the free 
market pricing system and is abstaining from price 
intervention in the agriculture industry, although, with 
some products, such as dairy beef and pork, the shortage 
remedy system is applied. With this system, when market 
prices are below a given price determined by the 
government, the government subsidizes the difference. This 
policy is different from MITI's oil pricing policy where
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Year
1960
1964
1968
1972
1977
1983

Table 5.1
Living Expenses per Capita 

(thousand yen)

Japanese
Farmers
60.7

101.2
177.4
311.5 
667.1 
916.9

Average of 
All Japanese 
Workers

80.0
127.7
194.2
303.8
604.2
828.8

Source : Government Policy for Agriculture in Japan, 
1986, Committee of Agricultural Statistics, 
Tokyo.
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Table 5.2
SeIf-supply Ratio of Agricultural Products

(percentage)

Year Japan U.S. Britain W.Gen
1960 82 134 53 84
1965 62 132 62 67
1970 46 111 59 70
1975 40 174 64 80
1980 33 149 96 90

Source: Agriculture in Japan, 1987, Nobuhiro Uehara, Tokyo.
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oil prices are controlled by means of administrative 
guidances and standard prices. MITI does not necessarily 
take into consideration free market pricing.

Additionally, in the agriculture industry, effective 
policies for infant industries, including financial aid, 
low 'interest loans, and establishment of institutions, were 
realized in the postwar period. The oil industry did not 
have these benefits.

As stated above, the goal of MAFF policy was to 
achieve economies of scale to keep the industry 
competitive, and to protect the industry by means of 
subsidies. In contrast, MITI protected the oil industry by 
means of import prohibitions. The MAFF policy is consistent 
with the economic rationale discussed in Chapter 4.

The noticeable exception is the policy for rice. Rice, 
which is a Japanese staple food, is purchased by the 
government and resold to consumers at a lower price. This 
system was implemented because the government was afraid of 
unstable prices and effects of price fluctuations on 
consumers. In addition, the government, which has been 
afraid of becoming dependent on imports for its staple food 
supply, has prohibited rice imports. This policy is similar 
to that for the Japanese oil industry which prohibited 
imports of oil products. As a result, production
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cost-cutting has not been achieved for rice. The cost of 
domestic rice production is five times as high as that in 
the United States. This cost disadvantage is now a target 
for pressure from foreign countries to open the market to 
rice imports.

5.1.2 Steel
The steel industry in Japan began in 1901 when the 

Yahata government steel plant was opened. In World War II, 
steel plants were severely damaged, reducing annual 
capacity from 7.7 million tons in 1943 to 0.5 million tons 
in 1945. The government started reconstructing the steel 
industry after the war. During the 1950s, the industry got 
financial aid in the form of low interest loans from the 
United States, which refrained from steel exports in order 
to make the Japanese steel industry independent. The U.S. 
strategy was to make Japan a breakwater against the Soviet 
Union and the strategic plant in Asia. In 1960, the 
Japanese government implemented the modernization policy to 
attain the international level of productivity.

The Open Sales System was implemented in 1958. In this 
system, the government gathers together steel company 
executives every year and indicates the amount of 
production for the whole industry for the year. Afterward,
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the companies allocate the production among themselves and 
publish a unified price. Thus, this system is an intended 
formation of a cartel by the government. The government 
persuaded the Fair Trade Commission to allow formation of 
the cartel, using its political power over the Commission. 
However, as the companies grew, they competed for capital 
of scale. Because steel products are homogeneous and the 
price was unified, the companies had no alternative way to 
make profits. In the mid-1960s, individual companies began 
to ignore the cartel in order to reduce prices and increase 
sales shares because of the economic recession. MITI, which 
learned the limitation of the cartel policy, tried to 
strengthen a large company which could be a price leader. 
Thus, the Nippon Steel Corporation was established in 1969 
by merger of the two largest companies, consolidating 35.4% 
of the sales in the industry into one firm. As a result, 
this large company has led the cartel and has succeeded in 
stopping excess competition for capacity expansion.

On the other hand, some Japanese steel companies 
started exporting steel products to the United States in 
the mid-1960s. At that time, the United States was 
experiencing an economic boom, partly because of the 
Vietnam War, while Japan was in economic recession. Since 
then, MITI has considered raising the steel industry as an
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export-oriented industry in order to get foreign exchange. 
Primary energy industries, such as oil, were considered 
simply as suppliers for domestic use. In order to stimulate 
the steel industry, the government constructed harbor 
facilities because 99.59$ of iron ore was imported. Coastal 
industrial zones were created where the steel companies 
could get benefits of owning cheap, convenient, and 
developed lands.

The most outstanding policy defference between the 
steel and the oil industries is that the government was 
trying to administer the steel industry by introducing a 
cartel, while the oil industry was controlled by direct 
intervention. This difference was caused, first of all, by 
the industrial structure around 1960. The steel industry 
consisted of 24 companies, and the market share of the 
largest five companies was 709$ in 1958. The Japanese oil 
industry consisted of 34 companies and the share of the 
five largest was 409$. In addition, the share of the two 
largest companies before the establishment of Nippon Steel 
Co. was 35.49$; therefore, the steel industry structure was 
more appropriate to the formation of a cartel. Differences 
in the historical backgrounds of the two industries were 
also reflected in the MITI's industrial policies.

The fact that the steel industry was designated to be
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an export-oriented industry by MITI has also influenced the 
disparity in policies. In the steel industry, positive aids 
such as construction of harbor facilities and coastal 
industrial zones were achieved by the government to 
encourage exports and earn foreign-exchange, while the oil 
industry has been required not only to construct the 
infrastructures but also to bear the cost of stockpiling. 
Additionally, the oil industry has been required to sell 
its products at low prices to develop industrialization in 
Japan. Furthermore, the government did not quickly respond 
even after the oil industry faltered because of the 
government's pricing intervention. For the steel industry, 
however, the government quickly took steps, such as the 
establishment of a price leader, to forestall the breakup 
of the steel cartel and to make the industry competitive 
with foreign countries.

Currently, the Japanese steel industry, which exports 
more than 509$ of its production, is in trouble, mainly due 
to the worldwide recession and low-priced products from 
Korea and Taiwan.

5.1.3 Automobiles
The Japanese automobile industry has expanded 

dramatically since the special order in 1950 to the United



T-3451 116

States for the Korean War effort. The automobile industry 
is an attractive industry because (1) it leads to the 
development of allied industries, and (2) it stimulates 
growth of other industries by increasing transport 
capacity. In 1955, the government decided to develop the 
automobile industry as an export-oriented industry in order 
to get foreign-exchange and to develop Japanese economy, 
and began to protect the industry. First of all, the 
government initiated an import quota on foreign cars. 
Second, to develop the technology, the government mediated 
technical cooperation, for example, between Austin and 
Nissan, Willys and Mitsubishi. Third, the government 
financial institutions, such as the Japan Development Bank 
and the Japan Long-term Credit Bank, played important roles 
in providing low-interest loans. Additionally, the 
government invited the auto makers to join in a kind of 
contest to make the best car whose engine capacity would be 
350-500 cc: maximum speed, 100 km an hour: and price,
$700. It promised to finance the mass production of the 
best car. Although no car could fully satisfy those 
conditions, the contest encouraged technical advances. At 
that time, the government promoted mergers of small- and 
medium-sized auto makers and rationalization of the 
industry by means of systematization of small parts makers
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into the big auto makers.
In 1965, the government abolished the auto import 

quota because of pressures to open the domestic market to 
foreign firms. The number of imported cars a year rose from 
about 10,000 in 1965 to somewhere between 15,000 and 20,000 
during the next ten years. This small number was the result 
of a 40% tariff on imports and a higher commodity tax than 
for domestically produced cars. Additionally, the inflow of 
foreign capital was regulated so that it was below 35% of 
each company's total capital. This was a troublesome 
obstacle for companies such as General Motors, Ford, and 
Chrysler. On the other hand, as a result of government 
encouragement of research and development by Japanese auto 
makers, auto exports rose from 100,000 cars in 1965 to 1.3 
million cars in 1971. In 1985, the number was 6.7 million.

The government industrial policy for the automobile 
industry was to protect the domestic market from foreign 
invasion as had been done for the oil industry. This policy 
continued as the industry grew. However, the difference for 
the auto industry was that the government compensated for 
less competitiveness caused by import control by 
encouraging exports and competition in foreign countries.
On the other hand, the oil industry remained less 
competitive because the industry was not encouraged to
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export its products and compete in foreign markets while 
its domestic market policy excludes any importation.

5.2 Comparison with Oil Policies of other Countries
The government industrial policy in Japan has been one 

of the most overbearing in the free world. The government 
of Japan has controlled the oil industry more strictly than 
any of its other countries. In the following sections, the 
government intervention in the Japanese oil industry will 
be compared with government intervention in the oil 
industries of other countries.

5.2.1 West Germany
The oil refining industry in West Germany is, contrary 

to that of Japan, least subject to government intervention. 
The German government has adopted the social market economy 
philosophy as the backbone of its industrial policy. The 
social market economy philosophy, to which the economic 
"miracle" of the 1950s and general continued economic 
expansion have been attributed, is that the most promising 
means of securing prosperity is competition. Thus, the 
government has not intervened in pricing and capacity 
expansion. On the other hand, the German government found 
it necessary to obviate the monopolistic power and
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established the Cartel Office in 1957. This office has been 
responsible for important investigations for cartel 
movements. However, affected companies can appeal through 
the courts, including the Supreme Constitutional Court. 
Ultimately the Minister of Economic Affairs may reverse any 
judgment if it is felt that a merger is in the public 
interests. As a result, there are various kinds of oil 
companies in West Germany, such as major companies, foreign 
small companies, German-owned companies, and joint 
ventures. In addition, there are trade companies for oil 
product imports, because the government, unlike Japan's 
government, has allowed companies to import oil products.
In the mid-1960s, as a result of the excessive competition, 
two German-owned oil companies were taken over by non- 
German major companies ; however, the government still 
continued to insist on the social market economy philosophy 
and did not positively protect the domestic industry.

For protection against oil product imports, the 
government of West Germany imposed a high tariff during the 
infancy of the oil refining industry. This tariff was 
abolished in 1964.

Faced with the decreasing share of domestic companies, 
about 20% in the mid-1960s, the Ministry of Economic 
Affairs implemented a new policy that kept the market share
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of German-owned companies commensurate with the original 
oil industry policy. However, the government played only 
complementary roles, such as introducing low-interest loans 
to German-owned companies, unlike Japan's government, which 
established the semi-national company and gave domestic 
companies priority for expanded refinery capacity.

In 1975, two German-owned companies, VESA and 
Gelsenberg, merged, with the government owning some shares 
of the new company. However, this government ownership was 
due to the fact that the Cartel Office had refused the 
proposed purchase of the stocks of Gelsenberg by VEBA on 
the ground that it would be in breach of the Act against 
Restriction of Competition. The government, which advocated 
the establishment of a viable, German-owned oil company 
capable of participating in international activities, 
purchased the shares of Gersenberg for VEBA. Therefore, the 
government ownership of the company does not imply that the 
government shirked its traditional policy of social market 
economy philosophy or that it intervened in the oil 
industry.

As indicated earlier, the principle of the government 
industrial policy for the oil refining industry in West 
Germany is to protect the independence of the industry and 
to support the principle of competition, contrary to that
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in Japan, which controls the industry. As a result, since 
1980 after the oil crises, the refining industry in West 
Germany abandoned 43% of its capacity in five years in 
order to recover its profitability. On the other hand, that 
in Japan which has lost spontaneity under the government 
control abandoned only 12% during the same period.

5.2.2 The United States
Theoretically, government intervention in industries 

has been avoided in the United States. However, the oil 
refining industry has not been free of government 
intervention since the Sherman Antitrust Act of 1890 
forbade agreements among companies in an effort to 
monopolize the market. The Sherman Act was originally aimed 
at the oil industry.

Since the United States became a net importer of oil 
for the first time in 1948, there has been the vast problem 
of idle capacity, along with the availability of cheaper 
oil imports. As a result, voluntary restrictions on crude 
oil commenced in early 1955 ; however, the restictions were 
not designed to protect the refining industry because the 
restictions did not include finished goods. The government 
was still reducing tariffs, trying to reduce postwar trade 
barriers. Tariffs were almost 20% of crude oil price in the
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late 1930s, but they had decreased to less than 10% by 1942 
and less than 3% by 1958.

However, loopholes, exemptions, and the apparent 
absence of penalties for noncompliance disrupted the 
voluntary restrictions regulating in actual imports 
exceeding quotas throughout the period from 1957 to 1959. 
Mandatory quotas went into effect in 1959, which completed 
the return to a protectionist trade policy. Presidential 
Proclamation 3279, which established the Mandatory Oil 
Import Control Program, specified that the total quantity 
of permissible imports would vary directly with changes in 
total demand. Finished goods were also included in these 
quotas at this time. In those days,* one of the principles 
for government industrial policy was that national security 
is enhanced by a healthy oil industry, with "healthy" 
defined as the ensured survival of small, independent firms 
in order to encourage market competition. Thus, the 
governmnet gave priorities for allocation of import oil to 
small, independent refineries. For example, in 1971, the 
cost of imported crude oil was $1.92 per barrel while the 
cost of domestic crude oil was $3.31 per barrel. This 
priority was very advantageous to those small refineries.

Since the mid-1960s, foreign oil prices and freight 
rates had risen, and demand for oil in the United States
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had gradually increased. As a result, quotas became 
unnecessary and policy changes began to be discussed. In 
1973 the President terminated the oil import control and 
the United States returned to a free trade posture in 
international oil trade. In short, the U.S. policy in this 
phase was to deregulate imports of crude oil and products 
and to encourage the domestic oil industry to be 
competitive.

Soon after this liberalization, the oil crisis in 1973 
brought the United States back to interventionism. The U.S. 
government, reacting to high prices imposed by OPEC, 
devised a "two-tier" system of price controls. "Old oil" 
from existing wells was kept at a lower price to check 
windfall profits, and the price of "new oil" from newly 
drilled wells was higher. Small refineries with less than
175,000 barrels per day of capacity received a 
proportionately greater number of entitlements to purchase 
cheaper "old oil." This plan was designed to keep the 
market "healthy," as in the priority of mandatory quotas in 
1959.

In 1975, President Ford introduced a forty-month 
phaseout period on these price controls and the United 
States again headed toward deregulation and free 
competition of the oil refining industry again. By 1984,
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this resulted in the shutdown of 21% of refineries operated 
by the twenty largest companies and 29% of those of 147 
smaller companies in 1980.

As described above, the U.S. government tried to keep 
the oil industry in a competitive condition, whereas 
Japan's government has overtly controlled the industry. 
Although the U.S. government often intervened in the 
industry by giving priority to small refineries, those were 
methods to keep the industry healthy. The intervention of 
the U.S. government has been fundamentally different from 
Japan's policy, which tried to keep the industry under the 
government's control.

The U.S. government has often controlled the import of 
oil in emergencies, such as during the period when imports 
exceeded domestic production in 1959, and during the oil 
crises. However, these controls, which were executed in 
order to preserve national security, were also basically 
different from Japan's import controls which were designed 
to protect the industry.

5.2.3 The Republic of Korea
The current situation in the Republic of Korea is 

often compared to that of Japan in the 1960s because they 
had common problems caused by dense population and the
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lacking of significant natural resources. In addition, the 
Korean economy, like the Japanese economy in the 1960s, is 
rapidly growing.

Prior to the 1960s, there was no significant oil 
industry in the Republic of Korea. Petroleum constituted 
only 8.1% of the energy consumption in 1961; it rose to 
63.0% in 1982. Government policy prior to the 1960s was to 
minimize oil consumption for foreign-exchange savings and 
to focus on the domestic production of coal.

Beginning in the early 1960s, energy consumption 
increased rapidly as Korean industry developed. As a 
result, living standards rose and the government became 
faced with a problem of energy shortage. It was forced to 
change its energy policy and began to encourage oil as the 
primary national fuel. Thereafter, Korea developed a 
problem of foreign-exchange shortage. To alleviate this, it 
began to import crude oil rather than oil products in an 
effort to reduce foreign-exchange expenditures. By 1962, 
Korea announced plans to build its first refinery and 
invited international bids for construction because of the 
shortage of domestic capital. In 1963, Gulf Petroleum in 
the United States and the government of the Republic of 
Korea established the Korean Oil Corporation (K0C0). As a 
result of the construction of the refinery, the government
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virtually prohibited the import of oil products. KOCO was a 
joint-stock company, an entity in which the government had 
an equity, but not outright control. During the earlier 
period of importation of refined products, the government 
had maintained direct price control. After the KOCO 
refinery began to supply local demand, the government 
stepped back from such rigid control and set only the 
maximum price for each product. In the beginning of the 
1970s, demand for oil continued to increase. As a result, 
the government encouraged establishment of joint ventures 
between foreign companies and domestic companies or the 
government.

Being faced with the oil crisis in 1973, the 
government sought a long-term solution to its vulnerable 
Middle East oil supply. The government adopted the strategy 
of building a refinery involving energy-producing nations 
such as Saudi Arabia, Kuwait, and Indonesia. This strategy 
could cover both the shortage of foreign-exchange in Korea 
and unstable supply of crude oil. The government 
established the Ministry of Energy and Resources (MER) in 
1978 and all activities related to peiroleum were 
transferred from the Ministry of Commerce and Industry.

In retrospect, the Republic of Korea has intervened in 
the oil refining industry, like other oil importing
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countries including Japan, by means of controlling price, 
of setting maximum price, and virtual import prohibition of 
products. However, compared with Korea's government policy, 
it is clear that the Japan's policy, which introduced the 
permission system for capacity expansion and the standard 
pricing system, has been much more strict and controlling.

One noticeable different policy principle in the 
Republic of Korea from that in Japan is that Korea has 
encouraged introduction of foreign capital to refineries. 
Japan has given priority to and protected wholly Japanese- 
owned companies over foreign companies in order to put the 
important energy under their own control. Korea's approach 
was unavoidable due to problems of shortage of foreign- 
exchange and an unstable supply of crude oil. However, it 
is too early to conclude which policy, Kirean or Japanese, 
was appropriate.

5.3 Summary
As stated above, a common feature of the Japanese 

industrial policy has been to control imports in order to 
protect the domestic market from foreign goods invasion. 
Meanwhile, the government has encouraged some industries to 
export their goods and has tried to correct retarded 
technological development and cost reduction, which are the
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defects of import control, by promoting international 
competition and positive financial aid. This case is shown 
for both the steel and automobile industries. Therefore, it 
is natural that industries, such as the oil and rice, which 
were not export-oriented, are currently in a critical 
situation due to pressures from foreign countries to open 
Japan's market. Moreover, in the oil industry, stockpiling 
costs and high taxes, most of which are not reinvested in 
the industry, have been imposed. In addition, government 
intervention in pricing and capacity expansion, which are 
rarely seen in other industries, promoted an unprofitable 
sales record within the oil industry. This is shown in 
Figure 5.1. This was due to its position as the primary 
energy supplier, in addition to that of being a 
nonexporting industry.

The degree of government intervention in the Japanese 
oil industry has been strong compared with the industries 
in other countries. West Germany has persisted in operating 
under the social market economy philosophy since World War
II. U.S. government intervention was designed to keep the 
oil industry in a competitive condition. Even Korea, which 
has partially governmentally-owned refineries, did not 
dominate its industry as strictly as Japan in that the 
Japanese government introduced the permission system for
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Source : Oil Manual, 1986, MITI, Tokyo.
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capacity expansion and the standard pricing system. The 
Japanese oil industry, which implemented appreciably more 
strict government control than those countries mentioned 
above, is currently threatened with a greater number of 
imported oil products due to its lesser degree of 
competitiveness. In addition, its excess capacity has not 
been efficiently abondoned even under such critical 
circumstances. This situation supports the hypothesis that 
the government industrial policy in Japan has adversely 
affected its oil industry.
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Chapter 6 
CONCLUSIONS

In many ways, the Japanese oil industry has been like 
one under a centrally planned economy. Friedman (1979) 
refers to the centrally planned economy in Freedom to 
Choose. He describes experiential examples to show the 
superiority of the free market system over the centrally 
planned economy by contrasting East and West Germany,
Russia with extreme communism and Yugoslavia with less 
extreme communism, and so on. One of the most notable 
examples is the comparison of the textile industry of Japan 
in the latter half of the 1800s with that of India in the 
post-World War II period. The two countries in each period 
were in very similar circumstances. Each had an ancient 
civilization and sophisticated cultures. Each had a highly 
structured population. Japan had a feudal structure in 
those days and India had a rigid caste system. The textile 
industry of both countries in the beginning of each period 
had extensive production in the home with handloom 
weaving. In India, the handloom weaving was subsidized and 
guaranteed a market by the government under a centrally 
planned economy; thus, even now it is dominant in the 
industry. The Japanese textile industry developed as a
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result of competition under the free market system and 
ultimately became a major export industry. As these 
experiential examples show, the centrally planned economy 
often retards the technological development of an industry 
and finally retards the development of the industry itself.

The Japanese oil industry has not been an exception to 
the statements of Friedman. The government policy of 
excessive intervention in the industry brought it to 
critical condition. The permission system for capacity 
expansion and price intervention ptomoted unprofitable 
sales, resulting in its poor profit accumulation. The 
import prohibition of oil products retarded its 
technological development and cost reduction in order to be 
competitive with foreign products. In addition, stockpiling 
costs and heavy taxes which do not benefit the industry 
imposed financial burdens. These occurred due to the 
industry's position of a primary energy supplier and no 
export-oriented industry.

However, these controls were originally implemented by 
the government because it feared the risks associated with 
being totally dependent on foreign sources of refined 
petroleum products. Hence, the Japanese government 
acknowledged the necessity of a secure oil supply and 
pursued its policy of control.
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Thus, recommendations for the Japanese oil industry 
are as follows.

(1) Concerning transportation, companies should 
cooperate to share tankers in order to reduce the 
cost for the industry as a whole (Section 4.4.1). 
Considering that the average capacity of a tanker 
in current use in Japan is only 88,000 tons, a 
joint transportation system should be implemented 
in order to take advantage of the economies of 
scale for tankers.
In addition, companies should begin improving 
their transportation efficiency by investigating 
the shipping of the final products to the 
importing countries of the oil products, assuming 
there exists this market.

(2) For refineries, government intervention in pricing 
and capacity expansion should be eliminated, and 
the free market system should be allowed to 
operate in order to make the industry competitive 
with foreign producers (Sections 4.4.1 and 4.4.2). 
The price of gasoline is set artificially high. 
Therefore companies produce more gasoline and less 
industrial-use oil than if free-market prices 
prevailed. The companies, in turn, are more
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concerned with increasing gasoline production than 
with reducing excess capacity.
As long as the government maintains this pricing 
control, oil products made in Japan cannot be 
competitive with import oil products.
Furthermore, as a result of the permission system 
for capacity expansion, oil companies have not 
tried to decrease their excess capacity because 
they would need to renew permission if the oil 
demand revives.

(3) Concerning import control, the government of Japan 
has prohibited oil product imports since the 
inception of the industry, and liberalized it 
under pressures from foreign countries by the end 
of 1985. However, the government should have 
protected the domestic oil industry with subsidies 
in order to make it competitive with foreign 
producers (Section 4.4.3).
However, the government budget in the 1960s might 
not have been able to support such subsidies. 
Therefore, practically mixing policy with tariff 
or import quota may have worked.

(4) Taxes, most of which are not reinvested in the oil 
industry should be used to diminish the costs of
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necessary stockpiling (Sections 4.4.4 and 4.4.5). 
The government should note that energy security is 
a public good and that the production costs of 
such security should be borne by the government.

Finally, cultural aspects of the Japanese should not 
be ignored when governmental policy is evaluated.
Originally the government's regulatory policy was based on 
the intention to keep oil under Japanese control, because 
oil was strongly influenced by foreign-affiliated companies 
in the postwar period. This policy option came partly from 
the characteristics of Japanese who have been exclusive- 
minded. In addition, the policy to protect the infant 
industry, which should have been removed after the industry 
grew to a degree, continued to exist even after the 
industry matured. This occurred in part because of the 
conservatism of the Japanese who do not like to modify 
rules once they have implemented them. In addition, once an 
importation prohibition is imposed, it is extremely 
difficult to remove it.

A further study of the government industrial policy 
could be done on declining industries, such as the current 
oil, coal, and aluminum industries in Japan. While the 
necessity and the degree of government intervention in 
infant industries are discussed in this thesis, additional
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work could be done on to what degree and how the government 
should intervene in declining industries. In principle, the 
government should not intervene in industries after they 
mature. However, there may be some problems, such as 
unemployment, for which the government could provide aid. 
Furthermore, the government may find the necessity of 
rationalization for declining industries. This may lead to 
further study of the merger and acquisition theory as 
applied to declining industries.

As discussed above, the typical industrial policy of 
Japan has been to protect the domestic market from foreign 
products and to encourage exports to foreign countries. 
However, this type of industrial structure in Japan may be 
forced to change because of further pressure from foreign 
countries. Therefore, a new type of industrial government 
policy, which shifts more of its economic drive toward 
domestic development and less toward exports, must be 
studied in order to promote the survival of Japan.
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