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Foreword

International cooperation to advance the benefits from more open and less
distorted agricultural markets took a step forward when agreement was
reached in the Uruguay Round in 1994. However, actual reforms in many
countries, including Japan, have been minimal.

Japanese agriculture il has widespread government intervention that distorts
production, consumption and trade in agricultural products. These distor-
tions are costly to both consumers and producersin many countries.

This study represents afurther step in ABARE's ongoing research into policy
issues affecting world commodity markets and international trade. The report
provides information designed to facilitate a better understanding of exist-
ing Japanese agricultural policies and their effects, and the potential for bene-
ficial reform.

W~

BRrRIAN S. FISHER
Executive Director

=

May 2001
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Summary

Domestic support

High protection levelsin agriculture continue to prevail in several countries
including Japan. Agricultural support policiesin Japan are designed so that
consumers pay for aimost all of the domestic support — through substan-
tialy higher prices. In 1999 such consumer transfers constituted over 80 per
cent of total support in Japan. At the wholesale level, domestic prices are
often multiples of world market prices. On average, support to producersis
almost twice the world market value of production. For some commodities,
however, the proportion isfar higher. For rice, for example, Japanese producer
pricesin recent years have fluctuated between about four and a half and six
times world market prices while those for wheat have fluctuated around six
times world prices. Milk and sugar are other products with support that is
substantially above the average.

These high levels of support come at a substantial cost to the Japanese econ-
omy because they retain resourcesin Japan’s high cost agriculture that could
obtain far higher returns in other parts of the economy where Japan has a
comparative advantage. They also disadvantage producersin countries with
lower levels of agricultural protection such as Audtralia. High levels of protec-
tion restrict access to markets and cause unstable prices.

Although protection of the agriculture sector remains high in Japan, the
sector’s contribution to the Japanese economy has been in decline for many
years. Agriculture now contributes only 2 per cent to gross domestic prod-
uct and over 60 per cent of farmers are now older than 60 years of age. But
the support, along with restrictive land laws, regul ations affecting entry and
exit, and high land values associated with competition from other land uses,
have helped sustain very small scale, high cost production systems for most
of Japan’s agriculture.

Japan is attempting to reverse the trends of a static to declining agriculture
and aging farm population by maintaining high levels of domestic support
and protecting its farmers from competition with imported products. Although
there have been some adjustments toward larger farm enterprises, most farms
remain extremely small by any measure. The main form of adjustment has
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been, and continues to be through farm family members changing from being
dependent on farm incomes to earning more of their incomes from nonfarm-
ing pursuits. More than 80 per cent of farm family income is now earned
outside the farm.

Benefits from liberalisation

Thereisan apparent paradox with agricultural support. While most economies
would gain from liberalising trade and reducing market distorting policies,
the ones with the most to gain are those with the highest support and largest
distortions — such as Japan. In the case of agriculture, the governments of
these same countries tend to be the least willing to reform their policies, for
political reasons.

The benefits from liberalisation are widespread, but the adjustmentsthat are
necessary to realise them are typically concentrated in particular regions.
With liberalisation, the former recipients of support face adjustment and may
incur financial losses. The potential losers are visible and vocal, while the
more numerous gainers are widely dispersed, with individual gains often
small. In addition, the links between liberalisation and the subsequent gains
are not usually evident to the gainers. So domestic consensus for agricul-
tural reform can be difficult to achieve.

To indicate the potential economic gains from agricultural liberalisation an
analysis has been carried out, in which a 50 per cent reduction in al forms
of agricultural support is assumed for all countries. A general equilibrium
model is used to indicate the impacts of such areduction. This partial agri-
cultural trade liberalisation scenario |eads to estimated global economic gains
of US$54 billion ayear. The largest gainers would be the economies where
agricultural support is currently the highest as they are the ones with the
largest distortions. In fact, aimost 17 per cent — or US$9 billion — of the
gains accrued to Japan.

To achieve the potential domestic and global economic benefits from agri-
cultural reform, the balance of production must be reoriented away from
high cost producing countries such as Japan that are providing high levels
of support toward countries with lower costs and low support. This would
enableincreased agricultura production in the most efficient producing coun-
tries and facilitate the movement of resources to industries that have a
comparative advantage in countries that currently protect their agricultural
industries.
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Threats to agricultural liberalisation in Japan

Multifunctionality of agriculture

Increasing emphasis is being placed by Japan on the so-called ‘ multifunc-
tional’ nature of agriculture— that is, the unpriced spillover benefits of agri-
culturethat are in addition to the supply of food and fibre. This devel opment
could pose amagjor threat to further agricultural trade liberalisation in Japan.
The focus of Japan’s argument is on benefits of flood mitigation and rural
employment.

However, in addition to the positive spillovers from agriculture there are
negative ones. Such spilloversinclude environmental damage, such as chem-
ical and animal effluent leaching into water supplies, that can be exacerbated
when production is intensified under protection.

However, because the continuing high levels of domestic support are being
targeted at agricultural production as awhole and not targeted at the specific
objectives of flood mitigation and rural employment, this approach islikely
to be less effective and more costly than policies designed specifically to
meet those objectives. If Japanese society places ahigh value on these posi-
tive spillovers, it should be prepared to pay to preserve them. Payments linked
explicitly to the nature and size of these benefitswill generally be much more
effective in attaining the desired spillover effects than general support to
agriculture.

Food security

A widely recognised definition of food security isthe ability of al people at
al timesto have physical and economic access to sufficient, safe and nutri-
tiousfood to meet their dietary needs and food preferences for an active and
healthy life.

In Japan, food security issues are sometimes included as spillover benefits
associated with the multifunctionality of agricultural production. Food secu-
rity is often used asamgjor rationale for high levels of agricultural support
in Japan. However, under al but the most extreme concelvable circumstances,
Japanese people have the wealth and ability to ensure that their food secu-
rity requirements are met — whether the food is produced domestically or
elsawhere.

Agricultural trade policiesin Japan 3



Japan’s preoccupation with food security is manifested in policy stances
predicated on trying to maintain particular levels of self sufficiency. Where
there is adesire politically and culturally to protect agriculture, it can be
convenient to confuse self sufficiency with food security. In Japan, with its
scarce agricultural resources, high levels of food self sufficiency, short of
people being starved, cannot be achieved in any case because Japanese agri-
culture depends on imports of fertilisers and energy that are necessary for
intensive agricultural production.

Because support for production in Japan is aready multiples of the real value
of Japan’s food output, and the associated costs of resource misallocation
are substantial, it is more efficient to pursue food security through trade than
through protecting and supporting domestic production. The high cost of
support to sustain self sufficiency levels meansthat, although it is also costly
to maintain large stocks, it isless costly to pursue food security goals through
stockpiling food purchased at world prices and to diversify sources of supply,
than to pursue self sufficiency goals.

The New Basic Law —away forward?

There will be continuing pressures from agricultural industries in Japan to
prevent trade liberalising reform of the current high support, high cost agri-
cultural arrangements. However, new technologies are driving globalisation
and the costs of resisting this movement are rising. Japan’s economy has
benefited from the partial liberalisation of the beef sector since the early
1990s and can benefit significantly from further liberalising its agricultural
markets.

The New Basic Law for agriculture, passed by the Japanese Diet in mid-
1999, does not appear to provide much more than a prescription for main-
tenance of the status quo along with formalising of targets for food self
sufficiency that exceed present levels and that seem likely to continue to do
so. Nevertheless, one article of the law (Article 30) indicates that ‘the state
shall take necessary measures for allowing the prices of farm products to
form appropriately, reflecting the real supply/demand situation and quality
evaluation, in order to promote agricultural production responsive to
consumer demands'. At the same time, however, it provides that ‘the state
shall take necessary measures for mitigating the adverse effects of signifi-
cant price changes of farm products on farm management’. Taken at face
value, this second provision could negate the effects of market based reforms
on Japanese production that might be construed to flow from the first.
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Concluding comment

The Japanese economy has languished for almost a decade, with low growth
rates, and difficult fiscal management and public debt problemsin the wake
of the bursting of the speculative bubble of the late 1980s and early 1990s.
The problems for the economy are often portrayed as arising largely from
the government using public funds and debt to sustain severa large, other-
wise nonviable financia institutions that are carrying large nonperforming
loans. But the management problems extend well beyond the financia system.
In fact, there are important parallels between the policies of providing support
to sustain fundamentally nonviable financial institutions and the provision
of protection and support to many fundamentally nonviable farming activi-
ties. The one substantial difference is that the extreme levels of support to
farming are provided mainly through indirect taxes on Japanese consumers
through inflated food prices, whereas the support for the financial sector is
financed directly by taxpayers and through government debt. Both of these
sets of measures are being pursued at a substantial cost in terms of curtailed
growth of the Japanese economy.

If the Japanese economy is to achieve its potential for improving the lives
of Japanese people, reformsto reduce the high costs from agricultural protec-
tion will need to be pursued.

Agricultural trade policiesin Japan 5



| ntroduction

The Uruguay Round of multilateral trade negotiations that concluded in 1994
has had little effect in liberalising agricultural trade policies in Japan.
Agricultura support levelsin Japan are among the highest in the world and
continue to impose significant costs on domestic consumers and producers
worldwide. In 1999, 65 per cent of Japan’s farm recei pts stemmed from
support from government policies. Thisisamost as high asthe 67 per cent
in the period from 1986 to 1988, which was the highest support period since
1979 when support estimates werefirst collected on a consistent basis (OECD
2000). This compareswith an average level of agricultural support in OECD
countries (measured in producer support estimates) in 1999 of 40 per cent
(figure A).

The significance of support provided to Japanese farmersis seen most clearly
when calculated per hectare of agricultural land (figure B). During the period
1997-99, support in Japan averaged over US$10 600 per hectare, the high-
est of any OECD country; in 1999 it was aimost US$11 800 per hectare.

Agricultural support policiesin Japan are
designed so that Japanese consumers pay for

) Producer support estimate
amost all of the domestic support. In 1999,

The producer support estimate

over 80 per cent of the producer support was
provided through market based price support
and heavy restrictions on imports, leading to
transfers from consumersin Japan to produc-
ers (OECD 2000).

The impact of government policies on con-
sumers in Japan is measured by the
consumer support estimate (CSE) for agri-
cultural commaodities.

In 1999, 53 per cent of the amount spent by
consumers in Japan on agricultural com-
maodities consisted of support to domestic
producers (OECD 2000). For rice, 85 per

(PSE) is a measure of domes-
tic support. It isan indicator of
the annual monetary value of
gross transfers from consumers
and taxpayers to agricultural
producers, measured at the
farm gate, arising from policy
measures that support agricul-
ture, regardless of their nature,
objectives or impacts on farm
production or income (OECD
2000). The PSE can also be
expressed as a percentage of
the value of grossfarm receipts,
valued at farm gate prices, in-
cluding budgetary support —
as shown in figure A.
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Producer support estimates, 1999
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above world market levels (figure C).

The persistence of high levels of agricultural support in Japan since the rati-
fication of the Uruguay Round Agreement on Agriculture servesto highlight
weaknesses in the agreement and its implementation (Roberts, Podbury,
Freeman et al. 1999). The key weakness in the case of Japan is that tariffs
for many commodities are still so high that they effectively prohibit imports
beyond strictly limited levels. For example, the tariff equivalent for ricein

1999 was set at ¥351 a kilogram (when the
world price was equivalent to ¥55 akilo-
gram), making it unprofitable for private
tradersto import rice. Also, imports of many
products enter under tariff-quotas that
provide for reduced tariffs for quantities up
to aspecified level. Generally, the tariffsfor
imports beyond the tariff-quotas are
extremely high or prohibitive, asisthe case
for rice. So the tariff-quota quantities also
act as a constraint on quantities imported.

Japan hasjustified its high levels of domes-
tic agricultural support by arguing that the
support is heeded to achieve food security
objectives and to maintain the so-called
‘multifunctionality’ of agriculture. However,
studies have shown that such objectives can

Consumer support estimate

The consumer support estimate
(CSE) is a measure of the
annual monetary value of gross
transfersto or from consumers
of agricultural commoditiesto
producers, measured at the
farm gate, arising from policy
measures that support agricul-
ture, regardless of their nature,
objectives or impacts on con-
sumption of farm products
(OECD 2000). The CSE can
also be expressed as a percent-
age of the value of total con-
sumption, valued at farm gate
prices, minus budgetary
support to consumers.
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be achieved in more cost effective waysthan
the current support measures (ABARE
1996a; Garnaut and Ma 1992).

The economic case for further substantial
reform of Japan’s agricultural trade policies
isstrong. The agricultural sector isthe most
supported sector in the Japanese economy.
For example, in 1995, 96 per cent of all
Japanese subsidies notified under the WTO
provisions were for the agriculture sector
(WTO 1998hb).

If trade policy in Japan were liberalised, the
agriculture sector would contract and other
more efficient sectors, such as manufactur-

What is ‘ multifunctionality’

For those who use ‘ multifunc-
tionality’ to justify agricultural
protection, the term refers to
any unpriced spillover benefits
that are additional to the provi-
sion of food and fibre.

Claimed benefits range from
environmental values, rural
amenities and cultural values,
to rural employment and rural
development. In some coun-
tries, food security is also
emphasised (OECD Secretariat
1998).

ing, would expand as resources previously tied up in the highly inefficient
agriculture sector move to the rest of the economy (Harrigan 1996). As a
result, the Japanese economy would become more efficient and higher
economic growth would be achieved. Also, food pricesto consumerswould
fall substantially and consumer choice over food products would increase.

The greatest benefits to the Japanese economy would be achieved by liber-
alising trade barriers on the most highly protected agricultural products such
asrice, wheat, feed grains, sugar, milk and meat (figure D). Importantly, low
income consumers who spend arelatively large proportion of their income
on food would gain significantly (ABARE 1988).

D Producer support estimates, by commodity, Japan, 1999
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At aglobal level, reforms to Japanese trade policies would reduce market
distortions in world agricultural markets, increasing returns to agricultural
producers in other countries and exporters, and improving world price stabil-
ity (Roberts, Podbury, Freeman et a. 1999).

The key issue in reforming Japanese agricultural policiesis for producers
and consumers to face lower market prices that change with world market
prices. When compared with average world prices, Japan’s producer prices
are almost three times as high and consumer prices nearly twice as high
(WTO 1998b). This means that producers respond to prices determined by
government, not to prices that reflect consumer demands and the efficient
operation of the Japanese economy. This point was acknowledged in arecent
Japanese government report that formed the basis of Japan's new funda-
mental philosophy and basic guideline for formulating future agricultural
policies, the New Basic Law. It stated that ‘ under the current policy it is diffi-
cult to convey the supply and demand situation and consumer needsto farm-
ers accurately, and this prevents farmers from cultivating the management
sense.’

The purposein this report isto demonstrate the limited extent to which Japan
hasliberalised its agricultural trade policiesto date and to identify the bene-
fitsthat can be achieved through further trade liberalisation and policy reform.

10 ABARE research report 01.5



Japanese agricultural policies

Japan’s remarkable industrial devel opment and economic growth during the
mid to late twentieth century were accompanied by equally rapid increases
initsrates of domestic support to the agriculture sector. Agricultural protec-
tion in Japan grew especially from the mid-1950s. It reached a peak in the
mid-1980s and again in the mid-1990s. While fluctuating, it has not shown
atendency either to rise or fall over the past decade and a half (figure E).

In the past decade or o, there have been several major reasons given for the
chronic high level of support in Japan, including the desire to reverse the
trends of declining rural incomes, a decreasing agricultural land base, falling
agricultural employment and falling self-sufficiency ratios (Australia—Japan
Research Centre 1999).

In this chapter, the overarching issues affecting the Japanese agriculture
sector are outlined and some of the key policiesimplemented by the Japanese
government, including the main components of the New Basic Law, to
address these issues are discussed.

Generdl issues

A sector in decline

The gross value of agricultural output in Japan was rising until the mid-
1980s. It then stabilised, before declining gradually over the past decade.
Japan is an extreme example of agriculture in most industrialised nations,
the agriculture sector in Japan being very small when compared with the
whole economy. In 1997, the gross value of agricultural output was ¥10.2
trillion, about 2 per cent of Japan’s total gross domestic product.

Agricultural employment

The importance of agriculture as an employer in the Japanese economy
declined significantly over the latter half of the twentieth century. In 1975,
employment in the agriculture sector was 11.4 per cent of total employment.
By 1997, the share had approximately halved to just 5.9 per cent of the total
employment in Japan (3.9 million of 65.6 million people employed). This
decline occurred despite the high level of domestic support to agriculture. It

Agricultural trade policiesin Japan 11



E Agricultural support (PSE) as a percentage of
the supported value of production, Japan

70
60
50
40

%

1979 1983 1987 1991 1995 1999

primarily reflects the replacement of labor with other production inputs as
well as, in recent years, the gradual decline in the overall size of the sector.

The replacement of labor with other farm inputs over time has been a char-
acterigtic of agriculture throughout most of the world, irrespective of whether
countries have had little support for agriculture or, as in the case of Japan,
substantial support. Since the mid-1970s, most other major sectors of the
Japanese economy have increased their employment — arecent exception
being employment in the manufacturing sector, which has been falling since
1990 (figure F).

Japan’s farming population is aso aging. A breakdown of the farming popu-
lation by age reveals that over 60 per cent of all farmers were older than 60

F Employment, by industry, Japan
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G Distribution of agricultural workers, by age, Japan
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yearsin 1997 (figure G). Since 1995, with the retirement of farmers aged
over 60 years, the number of workersin this age group has decreased some-
what.

According to the Japanese Ministry of Agriculture, Forestry and Fisheries,
younger people wanting to enter farming from a nonfarming background
face a serious handicap in obtaining the necessary land because of the very
high prices of that land (MAFF 1995; Food and Agriculture Policy Research
Center 1998). This means that ownership restrictions (institutional owner-
ship and qualifications) combined with inflated agricultural land prices, part
of which is caused by high agricultural support, form a substantial barrier to
entry or rationalisation. Thisis seriously hampering economies of scale and
farm efficiency.

Providing domestic support to agriculture has been seen by some in Japan
asaway of stopping the declinein employment in the agriculture sector. As
indicated in the previous paragraph, there has been awidespread trend inter-
nationally for labor to be displaced by other inputs in farming irrespective
of levels of support, and Japan is no exception. Clearly, continuing high agri-
cultural support in not preventing the drift away from agricultural employ-
ment.

Farmincomes

One of the main objectives of agricultural policy in Japan has been to obtain
comparable living standards between rural and urban communities. Politicians
in Japan generally promote such policies because the current electoral system

Agricultural trade policiesin Japan 13



gives a disproportionately high weight to rural votes. For lower house
elections, the average rural vote is worth three urban votes and for the upper
house it isworth up to six urban votes (Boonekamp 1995).

MAFF data indicate that farm household income now exceeds the income
of nonfarm employed households by around 30 per cent (MAFF 1999c;
Statistics Bureau 1998). While average farm household incomes now
markedly exceed those in nonfarm employed households, income per
employeeis over 10 per cent lower in farm households than in nonfarm
employed households, reflecting the larger number of employeesin farm
households. At the same time, however, in most locations the cost of livingin
arural environment isless than in an urban environment, so it is difficult to
make a judgment about the income effects of current support arrangements.

An important factor of farming in Japan isthat very few Japanese farm house-
holds specialise in agricultural production. In 1997, around 82 per cent of
farm household income was derived from nonagricultural activities, predom-
inantly from wages and salaries earned by part time farmers at alternative
employment in their local towns and cities (MAFF 1999c). Not only isthis
true for Japan as awhole but it is also true for most regions within Japan.
The area where earnings from agriculture represent the highest proportion
of farm household income is Hokkaido where, in 1997, agricultural income
represented 43 per cent of the total. The next highest was Kyushu, where
agricultural income was 18 per cent of the total. The lowest was in the
Chugoku region in south west Honshu where agricultural income was only
6.2 per cent of total farm family income (MAFF 1998, p. 188).

Decreasing land base

Japan is asmall and mountainous country. About two-thirds of itsland mass
consists of mountainous areas and forests. Much of the remaining land is
used for residential and industrial purposes and for infrastructure, leaving
only about 13 per cent for cultivation for agricultural purposes and less than
1 per cent for pastures. With continuing urbanisation, the area of agricultural
land has declined by around 1 per cent each year in the past two decades.
Between 1985 and 1997 the area of cultivated land fell from 5.4 million
hectares to 4.9 million hectares.

Scale of Japanese farms

By any standards, the scale of most forms of agricultural production in Japan
isvery smal. Thisisespecialy the casefor cropping activities. The average

14 ABARE research report 01.5



farm size in 1997 was just 1.5 hectares. Only 5 per cent of farms with rice
exceed 2 hectares. Most farms with beef cattle are also small, the number
with more than 100 cattle being only 4 per cent of the total in 1998.

In contrast, dairying has undergone substantial restructuring over the years
and, now, amost a quarter of the farms have more than 50 cows. In Hokkaido,
the largest dairying area, the proportion isaround 60 per cent. Yasaka (2001)
indicated that the average dairy herd size per farm increased 26 timesin the
past forty years and that the average herd size now exceeds that in the
European Union. The scale of intensive pig and poultry operations, which
are not as constrained by the limited land area, isrelative large.

If farmers in Japan were subjected to world market prices, the relatively
small size of most Japanese farms would mean that very few farms would
be of a sufficient scale to maintain profitability once farm wages were taken
into account. Major structural adjustment in Japanese agriculture would
therefore be necessary if it were to be more competitive. Individual farms
would need to become multiples of their current sizes.

Policies affecting the ownership and management of Japan’s cultivated land
are having an impact on the growth in scale of Japanese farming operations.
The trend is toward consolidation, but agricultural policies mean that the
rate of consolidation is dow. The number of smaller farms (0.5-1.5 hectares)
isfalling, while the number of farms of more than 3 hectaresisrising (figure
H). Thisincrease isdriven mainly by farmers who wish to expand their oper-
ations by leasing land from small farmers. This is demonstrated in figure |
by the increase between 1985 and 1995 in the percentage of farms that are

H Share of cultivated land, by farm size, Japan
hectares
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I Proportion of farms operating on leased land, Japan
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now operating on leased land. Thisis particularly the case for farms greater
than 5 hectaresin size.

The number of relatively large farms, although still small, is slowly rising
and the development of intensive and multiple farm management is occur-
ring as Japan’s farming operations slowly move toward consolidation. Farm
consolidation has been very slow overall because of land pricesinflated by
support arrangements, the better pensions that owners of farm land receive
and because of the aging of the farm population and the practice that many
farmersat or near retirement retain their farm lands (Trewin 1999). Another
important contributing factor is that prices of agricultural land are being
inflated by competition for scarce land from nonagricultural alternative uses
(Food and Agriculture Research Center 1998).

Also limiting the degree of farm consolidation are some tenancy laws and
the exclusion of joint stock companies from farming operations. Some
tenancy arrangement laws actually discourage land sales and subsequent
farm consolidation. According to the Japanese Ministry of Agriculture,
Forestry and Fisheries, this disincentive for farmersto sell their farm land
isthe major factor impeding growth in Japanese farming scale (MAFF 1996).

Joint stock companies

A major impediment to increased farm scale and efficiency are the regula-
tions surrounding joint stock companies. These companies are similar to
Australian, US and European public companies. The Farmland Law currently
prohibitsjoint stock companies from purchasing farm land. Thelaw’sbasic
principleisthat farm land should be owned by cultivators of the land (Honma
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1999). Under current arrangements, apart from sole ownership by afarmer,
only four types of organisationa structures are allowed to own land — limited
partnerships, partnerships, limited companies (with aminimum shareholder
value of ¥3 million) and agriculture cooperatives.

A bill was passed in the Upper House in November 2000 to amend this
Farmland Law to alow joint stock companiesto purchase farm land. While
the amendment allows joint stock companies for the first time to actually
own land, restrictions would apply to both voting rights and board member-
ship, so that effective control would remain with farmers. For example, each
corporate member’s voting rights is limited to 10 per cent, or atotal of 25
per cent among all corporate members. Thus, 75 per cent control remains
with the traditional farmer members.

Other restrictions applying to these amendments limit the attractiveness of
companies as a means of attracting investment capital into agriculture. For
example, one restriction is that the limited and joint stock companies can
engage in nonagricultural activities, but turnover from these other activities
must be less than half the total turnover of the company. A far more limit-
ing restriction is that, although corporations can become members of farm-
ing joint stock companies, the member corporations must be engaged in
continual dealing with the corporatised farm. This dealing can be as a supplier
of inputs, processor or distributor of its products (for example, supermarkets
and food processors) but the corporation must have an ongoing contract for
these services or products. A significant effect of this restriction that imposes
adegree of backward integration will be to exclude investment companies
investing in agriculture — there are few obvious reasons why supermarkets
would backward integrate into farming when they have the ahility and free-
dom to source their supplies from numerous alternative sources.

The effect of these restrictions will be to leave control with the farmers. As
aresult, it isunlikely that the amendments to the Farmland Law will lead to
asustained investment flow of capital from other sectorsinto Japanese agri-
culture. Without wide ranging and profound structural changes that would
necessitate such investment, it would not be possible for most of Japanese
agricultural producers to be competitive against products from most ater-
native sources.

It islikely, therefore, that the agriculture sector in Japan will continue to
push for and rely on high levels of domestic support to achieve the broader
self-sufficiency goals of the Japanese government.
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| mports remain important in Japan

After the European Union, Japan is the next largest importer of agricultural
commoditiesin the world. Over three-quarters of these imports come from
north America and Asia. In 1997 Japan imported nearly 11 per cent of the
value of agricultural imports worldwide (WTO 1999). These imports repre-
sented almost 20 per cent of Japan’stotal value of importsin that year. Japan
isaparticularly large importer of animal feed, meat and skim milk powder
and it ranks along with the United States as the world’s largest importer of
cheese. Despite the traditional place of ricein the Japanese diet, imports of

rice arerelatively small.

Food self sufficiency

Sdf sufficiency infood in Japan has been
declining for many years. In 1997,
Japan’s self sufficiency ratio was 41 per
cent, the lowest in the developed world.
Self sufficiency rates for many major
commodity groups, apart from sugar and
wheat, have fallen significantly since
1975 (figure J). The Japanese govern-
ment’s response to the falling self
sufficiency rates is examined further in
chapter 5. Thereislittle doubt that
attempting to reverse this trend has been
afactor promoting the prolonged levels
of high domestic support. In fact, as part

l New Basic Law

The New Basic Law:

 representsachangein policy
and has a broad acceptance
in Japan, including from
MAFF;

* contains provisions that pro-
mote self sufficiency and the
so-called * multifunctionality’
of agriculture; and

» promotes reforms to internal
pricing arrangements to better
reflect the supply—demand
situation.

J Self sufficiency ratios in commodity groups, Japan
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of the New Basic Law (see box 1), Japan has recently announced self suffi-
ciency targets. Asisindicated later in this study, even the present levels of
self sufficiency in Japan are in a sense illusory because of Japan’'s depen-
dence onimports of critical inputs, such as petroleum for fuel, fertilisersand
chemicals, for agricultural production.

Reform under the WTO

Under the WTO Agreement on Agriculture, there were two main approaches
to reducing agricultural market distortions. One was to reduce barriers to
trade (increase market access) and market distorting subsidies. The other
was to encourage countries to reorient support away from highly distorting
price support to less distorting production limiting arrangements or decou-
pled arrangements, with payments under these arrangements being exempted
from agreed reductions in domestic support (Roberts 1997).

Dirty tariffication

Generally, the reductions in actual tariffs from ‘tariffication’ — whereby
tariff and nontariff barriers were converted to tariffs and then negotiated
down — were small. There were two main reasons for this: first, protection
levels during the base period (1986-88) were the highest for the previous
fifty years; and, second, unrepresentative tariff equivalents were used as a
base for reduction commitments — Ingco (1995) termed this ‘dirty tariffi-
cation’.

Dirty tariffication is basically the difference between what would have been
arepresentative tariff conversion and the one actually offered. This practice
was widespread in the Uruguay Round of negotiations which concluded in
1994 and the provisions of which were progressively applied for agriculture
from 1995 to 2000, as some countries offered tariff equivalents that were
obviously inflated. Dirty tariffication occurred in several commoditiesin
Japan, including rice — see chapter 3. The effect was that relatively large
reductionsin some bound tariffs had very little effect on market access.

Apart from beef where the Japanese market became more open as a result
of the replacement of quantitative restrictions by tariffs from 1989, access
for many agricultural products to the Japanese market since the conclusion
of the Uruguay Round has been largely within tariff-quotas that are applied
to assure at least current access and to increase access to agreed minimum
levels. If in the current WTO agricultural negotiations that commenced in
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early 2000 substantial progressis not made in reducing Japan’s often exor-
bitant applied tariffs beyond tariff-quota quantities, it may be necessary to
rely substantially in the future on tariff-quotas as a mechanism to at least
assure current access for some products and to further advance access for
others.

This highlights the important role that provision of minimum access and
assurance of current access will need to continue to play in future negotia-
tions

Mar ket access

Under the Agreement on Agriculture there were small gains in assuring
current access and opening markets through minimum access arrangements,
using tariff-quotas as the relevant mechanism. However, the tariffs for beyond
guota imports were generally prohibitive, enabling tariff-quotas to be used
largely asatool for managing trade within highly distorting support systems
rather than for prizing or keeping markets open (Roberts, Podbury, Andrews
and Fisher 1999).

Special safeguards that were intended to provide a cushion for producers
against substantial increasesinimports are, in some cases, being used as an
integral part of market management systems. Special safeguards are also
used to protect producers against drops in import prices. Japan has used
specia safeguards— for example, in the pork market following substantial
increases in imports of pork.

Tariffication of state trading

Before 1995, Japan restricted imports of several agricultural commodities
through the operations of state trading enterprises. In the WTO Agreement
on Agriculture that emerged from the Uruguay Round, tariffication was
intended, in principle, to make markets more accessible to imports, at |east
partly reducing the monopoly power of these enterprises. The concept of
tariff-quotas was introduced as something of a half way house between a
tariffs only system for barriers to market access and former nontariff barri-
erssuch asimport quotas and direct quantity restrictions on imports. Under
the tariff-quotas, a specified quantity of imports of a particular product is
permitted entry at alower tariff than the tariff on imports of that product
above the specified quantity. This access quantity does not necessarily provide
a guarantee of that volume of imports. It does, however, provide an access
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opportunity at a lower tariff than would otherwise be the case for imports
up to the specified quantity.

Anyone can buy these imports, but they must be sold to the relevant state
trading enterprise when the products arrive at the port of entry. Thissaleis
made at the price declared to the customs authorities as the total import cost,
including the original price, tariff, transport and insurance costs (cif). As
soon as theimports are sold to the state trading enterprise, the enterprise has
to sell the products back to the original importers at a higher price calculated
by adding the markup to the total import cost. These markups generated by
the state trading enterprise are transferred to farmers, while the tariff revenue
goesinto the general account for government expenditures.

The access quantities committed in this category are the amounts that the
state trading enterprises are obliged to import. The state trading enterprises
can also import beyond the access quantities and charge the same markups
as on the access quantities. Hence, if state trading enterprises choose to import
beyond their access quantities, there are no incentives for private enterprises
to import — they could purchase the commodities from the state trading
enterprises at alower cost.

Domestic support

For the purposes of the WTO Agreement on Agriculture, levels of domes-
tic support that are subject to negotiated reductions are measured by what is
termed an aggregate measurement of support (AMS). Under the agreement,
the AMSwasto be reduced by 20 per cent from its 198688 base level over
the implementation period 1995-2000, with the reduction being for agri-
culture as awhole. The AMS is the sum of price support and nonexempt
subsidies |ess producer levies. In turn, price support is defined as the differ-
ence between administered internal support prices and afixed external refer-
ence price that was set at the 198688 average, multiplied by the quantity
eigible for support.

In Japan, agricultural support is provided predominantly through price support
that is under-scored by supply control through restrictions on imports and
the use of administratively determined internal support prices.

Because of the importance of price support, it might be expected that Japan’s
domestic support would have declined along with its commitments to reduce
its AMS during the implementation period. Yet, for most major commodi-
ties, that did not happen. Actual support levels declined initially during the
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implementation period at atime PSEsfor selected major agricul-
when world prices had risen. tural commodities, Japan a

However, support levels subse-
guently rose again and in 1999 were

198688 1997 1999

still as high asin the 198688 base % % %
period (table 1). This maintenance Rice 88 78 88
of actual support levels for many Wheat 88 86 88
highly supported products occurred ~ Sugar 67 59 67

despite the commitment to reduce M 84 75 80

domestic Support for agnculture by a Producer support estimates (PSES) are defined as
thelevel of support as a percentage of the

20 per cent. supported value of production.
Source: OECD (2000).

How could it be that actual support

levels were maintained at the same time as Japan met its commitments to
reduce its domestic support by 20 per cent? The answer lies partly in a some-
what greater orientation of Japanese support toward exempt forms of support
such as provision of government services. However, it lies principally in the
means by which the AMS is measured and the fact that it is not representa-
tive of actual domestic support.

Price support, the dominant element of the AMS in Japan, is measured as
the difference between internal administered support prices and a constant
external reference price, whereas the actual level of market distorting price
support is determined as the difference between actual internal prices and
actual import prices at world market levels. Through much of the period
between the 198688 base period and 1999, with the exception of the period
1995-97 when world market prices rose markedly for most products, import
parity prices declined in terms of yen. The strengthening of the yen relative
to most other currencies contributed substantially to this development. This
declinein actual import parity prices was not reflected in AMS levels, which
are calculated using a constant external reference price. So, by implement-
ing some reductions in internal support prices, Japan was able to meet its
AMS reduction commitments. However, the actual levels of support were
maintained as the actual levels of world market prices fell by as muchin
terms of yen as did the internal administered prices.
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Commodity analysis
Japaneserice policy

Price support * Increases consumer prices
Reduces import access
Increases domestic production surpluses

Land diversion schemes Increase cost to Japanese taxpayer
Increase inefficient production of other

crops on marginal land

Riceis Japan’s principal agricultural product, accounting for around 35 per
cent of the value of al agricultural output and using almost 41 per cent of
the total area devoted to agriculture and fodder crops (MAFF 1999b).

Prices

The pricing and marketing of ricein Japan are subject to government inter-
vention. Aswell as determining the purchase prices that underscore the
market, the government determines the prices at which the government
agency may sell. Although there has been atrend toward private selling, the
extent of government trading and the restrictions on imports are sufficient
to maintain the extremely high internal prices and levels of protection.
Japanese consumers are paying for virtualy dl of the support that is provided
to the rice industry through high support prices that are sustained by the
exclusion of competition from imported rice. Japanese consumers have been
paying around four to six times the world price for domestic rice (figure K).
An alowance for transport and handling is made in this calculation.

In late 1999 the Japanese government lowered the price at which it buysrice
from domestic rice growers by 2.7 per cent. The purchase price was cut to
around US$2500 a tonne. The Japanese government also lowered the price
of imported rice by 1.6 per cent to US$2150 a tonne. This compares with a
world price equivalent of around US$480 atonnein 1999 — that is, the
Japanese price was still 4.5 times the world price.
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K Japanese and world rice prices
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There are two major types of rice that dominate production, consumption
and trade in the world rice market. One type, indica, isalong grained rice,
while the other, japonica, is a shorter grained rice. Indica accounts for around
90 per cent of the total volume of global rice trade. The Japanese have a
consumption preference for japonicarice, with the major exporters of japon-
icarice being the United States, China, Australiaand Italy.

For many years, Japan’simports of rice were negligible. Japan is now obliged
to import quantities of foreign grown rice under the WTO Agreement on
Agriculture (figure L). Imports have averaged around 575 000 tonnes for the
past five years. Most imported rice is stored for twelve months before it is

L Supply and disposal of rice, Japan
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released for other purposes such as food aid; thisis an additional barrier to
importing.

Consumption

Rice consumption per person in Japan has been falling for the past forty
years. The amount of rice consumed per person fell by 7 per cent in the 1990s
(MAFF 2000). This reduction per person has combined with slower growth
in population to result in aggregate consumption declining slowly. Young
people now eat much less rice than did their parents. The sale of rice was
controlled for many years by the Japanese government’s Food Agency until
the Staple Food Control Law wasintroduced in November 1997. This resulted
in the widespread relaxation of government regulations on domestic market-
ing of rice and made it possible for consumers not only to select from retail
outlets but also to select from different brands of rice. Whilethereisvisible
growth in the consumption of some particular brands, overall consumption
of rice per person remains lower than historical levels.

Production

Improved yields and high levels of support kept rice productionin Japanin
the 1990s at around an average of 10 million tonnes a year until 1997.
However, production has been lower recently at about 9 million tonnes a
year, most of which is for domestic consumption. Even so, with consump-
tion declining, surpluses have become along term problem. The government
has tried to reduce these surpluses by encouraging farmers to divert land
away from rice paddies to other uses such as soybeans and sugar beet and
also use of significant quantities for overseas food aid in some years.

Production controls

Throughout most of the 1970s and early 1980s large public stocks were accu-
mulated as production of rice in Japan far exceeded consumption. Now, not
only arethe high pricesfor rice stimulating production, but consumption has
been slowly declining as diets have moved gradually away from starchy
staples, including rice, asincomes have risen (ABARE 1988). Overproduction
was further aggravated by bumper rice harvestsin the mid-1990s and by the
start of imports under Japan’s minimum access commitments.

There have been several responses by government to address the problem
of rice surpluses. In the 1970s the response of policy makers to the supply
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imbaancein rice was not to reduce incentives to produce and increase incen-
tives to consume by reducing support prices, as would occur from the oper-
ation of market forces. Rather, it wasto maintain support prices and embark
on aland diversion program where payments were made to farmersto divert
rice land to other crops and activities.

The diversion program is currently funded jointly by grower and govern-
ment contributions. There are several aternative uses for the diverted land.
These include *diversion to general crops such as soybeans, wheat, barley
and feed grains, diversion to permanent crops such as fruit trees, diversion
to the so-called multifunctional purposes such as crops for landscape conser-
vation, conservation of paddy fields without cropping, diversion to specific
crops such as vegetables, land improvements during the production period,
and conservation management’ (Food Agency 1998).

Diverted areas peaked at 826 000 hectaresin 1991 — an area equivalent to
nearly athird of Japan’stotal rice paddy area. Since 1994, total subsidy
payments for set-aside areas and payments per hectare have again been
increasing (WTO 1998b). Consequently, the area of rice planted has contin-
ued to fall. Between 1975 and 1998 the area planted to rice had fallen by
amost 35 per cent (figure M).

Current production controls are claimed by MAFF to provide greater scope
for individual production decisions by farmers. Under a*‘ mutual compensa-
tion’ system, producers not implementing production controls are required
to give financial assistance to those who do implement the production
controls.

M Area planted to rice, Japan
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2000
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26 ABARE research report 01.5



Stockpiling

Japan’s current policies on rice stockpiling took effect in November 1995,
as part of the Law for Stabilisation of Supply—Demand and Price of Staple
Food, with the main goal of maintaining supplies at aflexible target level of
about 1.5 million tonnes (WTO 1998b). The actual amount stockpiled is
essentially determined by supply and demand trends. After falling to around
zero in 1994, the stockpile increased to nearly 2 million tonnes at the end of
1996. About 5 per cent of the rice stockpiled isimported. Japan also exports
significant quantities of rice (for example, 560 000 tonnesin 1995) as food
aid (WTO 1998b).

Much of the rice that has been imported by Japan under its tariff-quota
arrangements has been stored for long periods or used asfood aid. The MAFF
budget for stockpiling rice was ¥243.3 billion in 1999, or about 7.1 per cent
of the total MAFF budget. The extra quantities imported would increase
effective import demand and have a positive impact on world prices.
However, quantities diverted to food aid do not compete on the domestic
market and therefore do not directly reduce the market distortions in Japan
arising from the present highly regulated and protective arrangements. To
the extent that this diversion occurs, the benefits to the Japanese economy
from greater use of resources in internationally competitive activities rather
than growing rice at high cost for sale to Japanese consumers at high prices
are not being obtained. The Japanese government’s policy toward stockpil-
ing rice and its costs are analysed further in chapter 5.

Simultaneous Buy and Sell Scheme

A limited amount of rice isimported through the simultaneous buy and sell
method, whereby importers and wholesalers offer tenders simultaneously
for the selling and buying prices of each variety of rice. The prices offered
by the wholesalers reflect the market demand and differences between these
prices and the prices quoted by importers are the market evaluation of the
price differentials on imported rice. The Food Agency collects the differ-
ence between the selling and buying prices.

According to MAFF, the risk in significantly expanding this simultaneous
buy and sell system isthat the government may no longer be able to ensure
rice imports at the agreed quota levels in the event of alack of domestic
demand (WTO 1998b).
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Uruguay Round commitments

One of the more important developments from the Uruguay Round for agri-
culture was the opening of a degree of tariff-quota access to the Japanese
market for rice. Previously, the Japanese rice market was virtually closed to
imports, with only very small quantities of specialised types allowed entry.

However, with the conclusion of the WTO Agreement on Agriculture in
1994, the Japanese government agreed to permit entry of an increasing
volume of imported rice over the 1995-2000 implementation period (table
2). Some countries were allowed to delay tariffication for traditional staples
until 2000, but their minimum access commitment would be higher for each
year in which they did not tariffy. Initially the Japanese government chose
not to accept tariffication of import barriers. Instead, it undertook to import
amounts increasing from 379 000 tonnesin 1995 to 758 000 tonnes in 2000.
This represented an increase from 4 per cent of consumption in the 1986-88
base period progressively to 8 per cent in 2000. However, the Japanese
government also maintained the ability to accept tariffication before the end
of the implementation period, in which case the annual increasesin imports
for years beyond the time when tariffication was adopted would be half those
initially agreed.

The outcome of the refusal of tariffication for rice was the larger volume of
minimum access imports, which ironically placed greater downward pres-
sure on domestic rice prices. The pressure was strong enough for the govern-
ment to replace the import quantity control with anew tariff measurein April
1999. The tariff equivalent was set at ¥351 a kilogram for 1999. Thisis
prohibitively high— no rice imports

are expected by private traders. The Access levelsto the Japaneserice
minimum access commitment was mar ket
reduced by almost 38 000 tonnes to
644 300 tonnes in 1999, and by Tl R T .
almost 76 000 tonnes to 682 200 access  after tariffication
tonnesin 2000 (table 2). Kt Kt
Controversy surrounded the Japan- 199 ELERY Ll
e 2 : 1996 454.8 454.8
ese tariffi cation of rice because the o5, 530.6 530.6
tariff equivalent was based on the 1ggg 606.4 606.4
price gap between different quaities 1999 682.2 644.3
of domestic and imported rice. 2000 758.0 682.2

Honma (1999) pointed out that the sources: Young (1994); WTO (1998a).
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tariff equivalent for rice was cal culated by comparing the Japanese internal
price with prices for Thai broken rice, which is used in both food and food
processing. If the Japanese price had been compared with comparable qual-
ity rice, for example from the United States, the tariff equivalent would have
been far lower. Although this procedure was not prohibited, given a¥150-200
a kilogram differential between the two qualities of rice, several countries
including Uruguay, the European Union, Australiaand Argentina criticised
the way in which the tariffication was done (Honma 1999).
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Japanese dairy policy

Import tariff quotas, tariffsand  Restrict imports, increase pricesto con-

special safeguards sumers, increase prices to domestic
producers
Deficiency Payment Scheme Increases in consumer prices or taxpayer

costs, depending on how financed (schemeis
to be replaced by another income support
scheme)

For several decades, Japanese dairy policy has been characterised by the
goals of increased self sufficiency and farm income support. While farm
income support remains a central abjective, changes in the forms of deliv-
ering such support are being finalised to introduce a greater degree of market
influence than the present highly insulated system. Even so, the support to
Japanese milk producers arises largely through limitations, controls and
tariffs on imports of dairy products that are not being directly affected by
the changes to domestic support arrangements.

The nature and extent of those charges and controls on imports will remain
prime determinants of internal prices to Japanese consumers of dairy prod-
ucts. They also underpin support to domestic producers, although they have
been supplemented by direct payments for processing milk through the
buying and selling operations in domestic and imported dairy products by
Japan’s Agriculture and Livestock Industries Corporation (ALIC) and
measures to control supplies and interregional competition for fresh milk.

In the past, the payments for manufacturing milk have taken the form of defi-
ciency payments to enable producer returnsto reach an administratively set
guaranteed price. With the changes that are occurring in support arrange-
ments, ALIC will no longer be involved in the buying and selling operations
for domestic dairy products and changes are to be made to replace deficiency
payments by another form of support payments.
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Production and prices

Milk production is controlled through an informal production quota arrange-
ment and administered by the many industry producer organisations through-
out the milk producing regions of Japan. The government guarantees producer
prices for afixed quantity of milk used in manufacturing through a system
of standard transaction prices and deficiency payments. This system of
support, known as the Deficiency Payment Scheme, has been implemented
through ALIC (OECD 2000).

Producer returns for liquid milk for direct human consumption, which consti-
tutes around 60 per cent of total Japanese milk production, however, are not
covered by these government controls. They are maintained above manu-
facturing milk returns by informal restrictions on the trade in liquid milk
between regions.

Japan’s Deficiency Payment Scheme has had two main objectives— to main-
tain stable supplies of dairy commodities and to promote dairy farming in
remote areas. A stable supply of dairy commodities has been maintained by
allocating a predetermined national milk quota to producers. The scheme's
producers are prefectural farm cooperatives of dairy producers. If the quota
was exceeded the deficiency payment would not be made. In 1999, the defi-
ciency payments attributable to the annual subsidy volume of 2.4 million
tonnes were about ¥26 billion (Global Agriculture Information Network
1999h).

Dairy farming in remote areas has been encouraged by guaranteeing an aver-
age price of milk for dairy farmersin designated regions. Without this mech-
anism, dairy farming in areas such as Hokkaido that has historically been
considered well suited for dairy farming would be limited by location and
price disadvantagesin marketing milk over other prefectures closer to mgjor
centres.

Deficiency payments were determined by the difference between the guar-
anteed price (the farmer’s actual receipt for milk) and the standard transac-
tion price (the dairy manufacturer’s actual payments to dairy farmers for
milk for processing) (table 3). The guaranteed price was based on stabilisa-
tion index pricesfor skim milk powder and butter. The guaranteed price was
supposed to reflect the average cost of milk production in remote regions
plus dairy manufacturers average overheads and sales margins.
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3 Dairy deficiency payments, Japan

Standard Volume subj ect

Guaranteed transaction Deficiency to deficiency

price price payment payment

¥/kg ¥/kg ¥/kg kt

1989 79.83 67.25 12.58 2 300
1990 77.75 65.98 11.77 2350
1991 76.75 65.40 11.35 2 400
1992 76.75 65.40 11.35 2 400
1993 76.75 65.26 11.49 2 350
1994 75.75 64.26 11.49 2 300
1995 75.75 64.26 11.49 2300
1996 75.75 64.26 11.49 2300
1997 74.27 63.46 10.81 2 400
1998 73.86 63.02 10.84 2400
1999 73.36 62.56 10.80 2 400

Source: MAFF yearbook 1999.

The guaranteed price was more than two and a half times the world indica-
tor price, the New Zealand manufacturing milk price, in 1999 (figure N). In
fact, the lower standard transaction price was still more than double the world
indicator price. Thisisaresult of domestic prices being propped up by import
restrictions on dairy products. As fresh milk is a nontraded item interna-
tionally, the impact of any liberalisation on prices will also depend on the
relative efficiency of dairy processing compared with international competi-
tors and the proportion of domestic milk used for fluid milk production.

N Japanese and world milk prices
100
80 Japanese yuaranteed price
60
Japanese standard fransaction price
40
¥/ky World price

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
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The Indicative Stabilisation Prices Scheme has supported Japanese whole-
sale pricesfor milk powder, butter and condensed milk. The indicative stabil-
isation price for each particular product was determined on the basis of the
standard transaction prices paid for milk along with estimated processing
costs. ALIC then maintained market prices close (within 90-104 per cent)
to the indicative stabilisation price by purchasing, stockpiling and selling
domestic and imported dairy products as required.

The corporation is aso empowered to purchase and release imported prod-
ucts to ensure that prices remain below the upper limit. However, to ensure
stability of the system, imports of butter and skim milk powder for human
consumption outside the ALIC process are effectively stopped by high tariff
rates (Australian Dairy Corporation 1999).

The ALIC aso monitors the prices of skim milk powder and butter. They
have intervened by buying and selling specific domestic and imported dairy
products to bring the price of the productsinto a desired range, determined
by the stabilisation index. The corporation aso undertakes emergency imports
of dairy productsin case of shortages (Global Agriculture Information
Network 1999b). An example of such emergency purchases was the purchase
of 12 000 tonnes of skim milk powder in September 1999.

The Law for Partial Amendment of the Temporary Law for Compensation
Pricefor Producers of Milk for Manufacturing Use was passed in the Japanese
Diet and promulgated in May 2000. Consequently, in mid-2001, the
Deficiency Payment Scheme will be abolished and replaced by producer
subsidies. Full details of the new scheme are yet to be finalised, but producer
subsidies will be set annually in the light of the unit rate paid in the previ-
ous year and changesin costs of raw milk production (Yasaka 2001).

Consumption

Consumption of dairy products in Japan increased steadily in the 1990s
(figure O).

Sixty per cent of Japan’s milk production is consumed as fluid milk. In 1996,
domestic production of raw milk for drinking and for supply to dairy prod-
uct manufacturers amounted to about 5.2 million tonnes and 3.35 million
tonnes respectively. Various imported milk products also contribute to the
domestic supply of dairy products, bringing the overall consumption of dairy
products to over 12 million tonnes.
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O Supply and disposal of milk products, Japan
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Trade

With the highest consumption of dairy products per personin Asia, Japanis
adominant market for Australian and New Zealand dairy products. Japan is
anet importer of dairy products, producing only 15 per cent of itstotal cheese
requirements and 75 per cent of its skim milk powder requirements (ABARE
1999a). In recent years there has been an increase in both consumption and
imports of cheese. Cheese consumption in Japan has increased by around 5
per cent ayear since 1994.

WTO dairy sector reform

Japan’simports of butter and skim milk powder have been closely controlled
under tariff quotas agreed in the Uruguay Round negotiations. The market
for cheeseis more open, with imports entering on atariffs only basis. There
isarelatively wide range of tariffsfor various types of cheese. For processed
cheese, the tariff is now 40 per cent compared with 79.7 per cent in the base
period 1986-88. Aswell as cheese entering on atariffsonly basisthereisa
scheme for natural cheese for processing that links quantities that are allowed
entry duty free to use of domestically produced cheese. However, because
the domestic cheese industry is relatively small, most imports now enter
under the normal tariff arrangements.

Apart from cheese where tariff reductions and relative openness have been
instrumental in enabling imports to increase, Japan’s commitments to
Uruguay Round reforms have had very little impact on support levelswithin
the dairy sector (seetable 1) because of tight constraints on imports through
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tariff quotas and special safeguards. There are now some indications of more
substantial reform in the sector, although these are mainly at the margin,
relating to internal pricing and support mechanisms and not considering the
role of trade liberalisation.

The deficiency payment scheme and the pricing arrangements for raw milk
for manufacturing that applied up to 2001 arein the process of being reformed
and restructured. The support price (the standard transaction price of raw
milk for processing) and deficiency payments had, until 2001 been prime
determinants of the contribution of support for milk to Japan’soverall AMS
for domestic support, which was subject to a 20 per cent reduction over the
period 1995 to 2000.

The guaranteed support priceisto be discontinued and the deficiency payment
replaced by another form of direct payment. These changes are designed
principally to enable support to be maintained but in away by which most
of it will be excluded from incorporation in the AMS which is subject to
limitations under the WTO Agreement on Agriculture. As Yasaka (2001, p.
60) observed, ‘for reduction of AMS, it was thought wise to abolish the price
support for dairy products’. But he also observed that ‘this reduction was
only aformality’. Essentially, the reforms, at least asthey involve the elim-
ination of support pricesfor manufacturing milk and changesto the form of
government support payments, constitute maintenance of price support in
fact but not in name.

To more fully understand the motivation for this‘formal’ change, it is neces-
sary to appreciate the basisfor determining the AMS under the present WTO
Agreement on Agriculture. The AMSisthat part of domestic support that is
subject to agreed reductions under the agreement. It is determined from the
sum of price support and nonexempt forms of government payments such
as deficiency payments. However, the price support element does not measure
true price support, which is determined from the difference between actual
internal prices and border prices, which, for Japan, would be actual import
parity prices. For the purposes of the agreement, the price support element
is determined from the difference between actual administered support prices
and a constant external reference price that was set at the average import
price for the agreed base period 1986-88.

The degree of actual price support, as opposed to the highly truncated form
accepted for the AMS in the agreement, is determined primarily by border
measures that, for Japan, take the form of tariff quotas and safeguards on
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imports and management of the flow of imports to the market by the state
market managing body. By doing away with the formal high administered
support price but by maintaining the import barriers that provide the primary
actual price supports, the actual market prices and price support for milk
products and manufacturing milk can be maintained while the price support
element of the AMS can be eliminated. That does not exclude the potential
a the margin for the reformsto influence the extent to which prices for drink-
ing milk consumption can be maintained above manufacturing milk prices.
Such additional price support for drinking milk depends on the extent to
which regional price formation arrangements can isolate the drinking milk
market from the manufacturing milk market. In any event, the support for
manufacturing milk that arises from import barriers for dairy products will
provide afloor for drinking milk prices.

The changes to Japanese pricing arrangements for milk for processing are
likely to result in there being a distinction from how they were provided in
the past without there being any significant difference. The fact that such a
change can be made to obtain actual reductionsin Japan’'s overall AMS high-
lights the inadequacy of the present arrangements for reducing domestic
support under the current WTO Agreement on Agriculture.

Effective reforms that ensure that high levels of domestic support will be
reduced require price support to be determined, not from administered support
prices and a constant external reference price, but from actual internal and
external prices (Roberts et al. 2001). If actual price support, not the highly
contrived version that isincorporated in the present AMS were included in
the AMS, it would not be possible for Japan or others to manufacture reduc-
tionsin their AM S by changing the form of their support arrangements while
changing their content minimally if at all.

Therevision, within the framework of Japan’s New Agriculture Basic Law,
aims to correct the rigid price formation structure for many specific dairy
commodities that has existed until now under the guaranteed price based
subsidy payment arrangement. It has been suggested that these reforms will
bring more transparency and market influence into the system. However,
while these reforms are likely to reduce the part of the AMS attributed to
dairy support, and may introduce an element of flexibility into internal pric-
ing, Japanese dairy farmerswill continue to receive substantial government
protection and assistance on an open ended basis with no sunset clause, with
much of the support continuing to take the form of high internal prices for
milk that are underpinned by restrictions and charges on imports.
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Asapilot project, in September 1999, MAFF established a dairy commod-
ity market in which skim milk powder and butter was imported under the
minimum access scheme introduced as a result of the Uruguay Round and
traded in monthly biddings. Theoretically, the skim milk powder and butter
prices for the minimum access quantitieswill be determined by market forces,
in which the prices fluctuate in response to market demand and supply.
However, the imports themsel ves are entering under tariff-quota limitations.
The reform deliberations for milk do not appear to have taken the position
of importsin market suppliesinto consideration, other than indirectly in the
context of target levels of salf sufficiency, so the situation on the supply side
isavery constrained one — hardly one that might be considered to be truly
market oriented.

Increasing demand for dairy inputs by Japan’sindustrial and food process-
ing sector is expected to exceed the Uruguay Round commitments over time,
leading to the possibility of additional import opportunities. Within Japan,
however, thereis concern in some quarters about the effects of extreme price
fluctuationsif producers are subject to more open import competition. MAFF
isin the process of devising arelief measure consisting of compensation
paymentsto producersfor lossesincurred if extreme price fluctuations occur.

Although imports of dairy products have increased since the conclusion of
the Uruguay Round, Japanese consumers are still faced with prices severa
times the world price.
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Japanese sugar policy

Price Stabilisation Law * Increases producer price

* More inefficient domestic production of
sugar
More food processors moving offshore
Increases consumer price
Reduces imports
Increases consumption of substitutes

Japan has one of the world’'s most diverse sugar and sweetener industries.
Sugar production includes both domestic beet and cane sugar production,
which together account for only athird of annual sugar consumption. The
balance isimported largely in raw form for processing by alarge sugar cane
refining industry. Japan’s production of high fructose corn syrup (HFCS) is
second only to that in the United States and provides an aternative caloric
sweetener to sugar for the food and beverage manufacturing industry
(ABARE 1999b).

Complex government policies of producer price supports, surcharges and
tariffs underpin a high cost sugar industry in Japan. The domestic price for
sugar is among the highest in the world. The very high levels of support for
sugar that form part of the stabilisation scheme in Japan have contributed
to adeclining trend in sugar consumption and imports over the years
(figure P).

Production

Sugar beet isthe main source of domestic sugar production in Japan. Around
three-quarters of the 92 000 hectares of land under sugar production in Japan
is planted to sugar beet (MAFF 1999c). In 1997-98, around 3.7 million tonnes
of sugar beet and 1.4 million tonnes of sugar cane were produced. Of the
total production of processed sugar in 1997-98, approximately 640 000 tonnes
originated from sugar beet and 164 000 tonnes from sugar cane. Japan’stotal
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domestic sugar production has remained relatively steady between 800 000
and 1 million tonnes ayear for the past decade. Production is maintained at
these levels only with the assistance of high levels of Japanese government
support.

Beet sugar

Refined beet sugar production has consistently been between 550 000 and
650 000 tonnes over the past two decades. Despite some improvementsin
productivity, Japan’s beet sector has remained high cost. The year to year
stability of the sector is explained by along standing price stabilisation
scheme.

Sugar cane

The area of land under sugar cane has fallen gradually over recent years as
aresult of high labor costs and substantial mill operating costs — Japan is
one of the world's highest cost producers of sugar cane. Thishasresulted in
a steady decline in cane sugar production — current production is around
30 per cent lower than production in the early 1980s (MAFF 1999c).

In recent years, only about 15 per cent of total raw cane sugar processed by
Japan’s refineries has been of domestic origin, with the balance supplied by
imports. Raw cane sugar refining capacity has been significantly underutilised
in recent years because of the fal in raw sugar imports following the contrac-
tion in domestic demand for sugar.

Consumption

Although total sweetener consumption in Japan has remained fairly constant
over the past two decades, consumption of sugar has been declining. This
has predominantly been the result of competition from sugar substitutes and
dietary changes away from products containing sugar (ABARE 1999b).

In 1998-99, Japanese sugar consumption was 2.4 million tonnes, down from
2.8 million tonnesin the early 1990s (figure P). This equates with per person
consumption of 18.9 kilograms, compared with 23 kilograms in 1990-91.
Consumption is very low compared with that in other industrialised coun-
tries with similar living standards. High fructose corn syrup (HFCS) isthe
dominant aternative sweetener, with consumption in 1996-97 estimated at
737 000 tonnes (ABARE 1999b).
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P Sweetener consumption, Japan

HFCS consumption

1 Sugar consumption

1981 1984 1987 1990 1993 1996
-82 -85 -88 -91 -94 -97

Prices

In November 1999, wholesale prices for refined sugar in Japan were esti-
mated at ¥133 a kilogram, continuing the gradual declinein pricesthis decade.
However, they were till greatly above world sugar prices because of Japan's
domestic support system. World market prices for raw sugar, after allowing
for freight to Japan have fluctuated between about ¥20 and ¥33 a kilogram.
The downward trend in Japanese wholesal e prices continued in 2000, falling
by about ¥10 a kilogram in the year to December.

MAFF expects that consumer prices will be reduced by the same amount.
Reductions in Japan’'s domestic sugar prices are aimed at boosting domes-
tic demand because sugar consumption had fallen to about 2.3 million tonnes
in 1998-99 — afall of around 15 per cent over the past decade (table 4).
This can be explained by competition from sugar substitutes such as HFCS
and imports of products containing sugar.

The wholesale price of HFCS has been about 60 per cent of the price of sugar
— thus offering a clear incentive for substitution where technically feasible.

Trade

Japan, with imports of 1.5-1.6 million tonnes ayear (table 4), is consistently
Asiaslargest sugar importer. However, annual imports are currently about
15 per cent lower than they were a decade ago, reflecting the contractionin
domestic sugar consumption. Almost al of Japan’simports are of raw sugar,
with Australia and Thailand usually accounting for 80 per cent of the total.
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4 Supply and disposal of sugar, Japan

1991 1992 1993 1994 1995 1996 1997 1998
-92 -93 -94 -95 -96 -97 -98 -99 f

kt kt kt kt kt kt kt kt
Production 1002 906 845 821 900 767 876 932
Consumptiona 2793 2572 2634 2677 2622 2493 2400 2390

Imports 1845 1730 1706 1774 1705 1652 1606 1499
—raw 1842 1728 1703 1772 1703 1649 1602 1497
—white 3 3 3 3 3 3 2 2
Exports 2 1 1 1 4 11 9 7
—raw 1 0 0 0 0 0 0 2
—white 1 1 1 1 4 11 9 5

a Calculated as production plus imports, less exports and change in stocks. s Estimated.
Source: Licht (1999).

Japanese sugar policies

Japanese sugar policies have significantly distorted both the domestic sweet-
ener market and the world sugar market. Administered support prices estab-
lished under the Sugar Price Stabilisation Law constitute the main element
of Japanese sugar policy. The main objectives of the stabilisation law areto
stabilise the domestic sugar price, to protect the domestic sugar market from
import competition and to provide income support for farm households
(ABARE 1988). High support prices are reinforced by substantial import
protection and heavy regulation.

Asaresult, support for Japan’s sugar industry is very high. For example, for
the period 1997-99, the producer subsidy estimate for Japanese sugar was
64 per cent. This compares with an average of 48 per cent for the OECD as
awhole and 4 per cent for Australiafor the same period (OECD 2000). With
world prices having fallen significantly in 1999, the producer support esti-
mate for Japan rose to 67 per cent but it is expected to fall in 2000 with a
recovery inworld prices. Much of the support isin the form of transfers from
consumers of sugar, who pay substantially above world market prices, and
also through charges on high fructose corn syrup.

Under the stabilisation law, import prices are increased to domestic price
levels through the activities of the Agriculture and Livestock Industries
Corporation. Each importer is required to sell all imported sugar to the
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corporation at the average import price current at the time of entry. The corpo-
ration simultaneously sells back the same sugar to the same importer at a
higher price inclusive of import duties, levies and surcharges. The levies
increase as import prices drop below a minimum stabilisation price while
the rate of surcharge is determined from the size of domestic sugar and
dextrose production relative to total market supplies of sugar and dextrose
(Mitsui and Co. Ltd 1990). For Japanese financial year 1999 (April-March),
the minimum stabilisation price set by MAFF was ¥23 000 atonne (¥23 a
kilogram). Therefore, whenever the average import price was below the mini-
mum stabilisation price, the difference was charged in levies.

Funds from the surcharges on imports are used to subsidise domestically
produced sugar. The various levies, surcharges and duties, being built into
the difference between the price paid by importers of raw sugar and the price
at which the same sugar is sold back to them, effectively determine the extent
towhich internal sugar prices exceed world prices. This meansthat domes-
tic consumers are effectively financing the transfers. To these consumer
funded transfers are added taxpayer subsidies to fund additional support to
the Japanese sugar industry.

The mechanisms by which the support has been provided to the domestic
beet and cane sugar industries involve minimum producer prices that proces-
sors and millers must pay to growersfor beet and cane, and subsidies through
trading losses on domestic sugar by the Agriculture and Livestock Industries
Corporation (ALIC). Each year, MAFF sets minimum purchase prices for
sugar beet and cane. In 1998, those prices were ¥16 880 atonne and ¥20 160
atonne respectively. Broadly, ALIC purchased the beet and cane sugar
produced domestically at prices that were deemed necessary to provide the
required support and sold it back to the processors or refiners at much lower
prices that were competitive with the prices at which it sold imported sugar
back to the importers. The extent of the support provided for domestic beet
and cane sugar respectively in thisway is evident from figures Q and R
respectively.

The system for delivering support has been modified from October 2000,
with the gap between the ALIC purchase and selling prices being replaced
by direct subsidies. For refined beet sugar produced in Hokkaido, the initial
subsidy rate was ¥99.171 akilogram. For raw cane sugar, the subsidy ranges
from ¥208.38 a kilogram in Okinawato ¥217.485 a kilogram in Nanboku
Daito Idand. These subsidy rates approximate the former difference between
the Corporation’s purchase and selling prices.
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Q Beet sugar prices, Japan
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200 Aygency purchase price - refined domestic

1580
Aygency purchase price — raw domestic

100 —
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50 Agency selling price - raw domestic =~ ——
/\
¥/ky Estimated cif price imported raw cane suygar
1989 1991 1993 1995 1997 1999
-90 -92 -94 -96 -98 -2000
R Raw cane sugar: domestic and import prices, Japan

250 —
Ayency domestic purchase price

200
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100 Aygency domestic selling price
¥/ky Estimated cif price imported raw cane sugar
1989 1991 1993 1995 1997 1999
-90 -92 -94 -96 -98 -2000

WTO commitments

Under the terms of the WTO Agreement on Agriculture, Japan’s key commit-
ments for sugar involve a 15 per cent reduction in the combined total of
tariffs and levies on imports from their average level that applied in the base
period, 1986-88. For centrifuga raw sugar, thistotal wasto be reduced from
¥84.5 akilogram in 1995 to afina bound level of ¥71.8 akilogram in 2000.

Japan reduced the import tariff component of thistotal from ¥20 akilogram
in 1994 to ¥15in 1997 and to ¥10 in April 1998. Although these reductions
are substantial, the extent to which they have translated into lower domes-
tic prices has been partially offset by changes to the other surcharges and
levies on imported sugar (ABARE 1999b).
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|mplications of Japanese policies

Japanese sugar policies have distorted both the Japanese sweetener market
and the world sugar market. The high sugar support price directly depresses
Japanese sugar use and provides an incentive to increase sugar production
to levelsin excess of those that would have occurred in the absence of
support. In addition, the high support price for sugar has encouraged the
development and expansion of the HFCS industry. As aresult, high fructose
syrups have increased their share of total sweetener consumption in Japan
at the expense of sugar (figure P).

By directly encouraging increased sugar production and depressing sugar
consumption as well as encouraging the substitution of HFCS for sugar,
Japanese sugar policies have significantly reduced Japanese import demand
for sugar. This has contributed to lower world prices for sugar and lower
incomes for sugar producers in exporting economies. As aresult, some
resources have been forced out of sugar production in low cost sugar export-
ing countries and resources continue to be misallocated in Japan.

With the high internal pricesin Japan, the trade distortions that have evolved
are not surprising. For example, some food and drink manufacturers have
moved offshore, so that finished products rather than ingredients enter Japan.
Also there has been increasing imports of ‘blends’ containing sugar, such as
sugar blended with bean paste, coffee, milk powder and other products to
avoid sugar duties. These blends are classified under different headings, with
lower tariffs applying. Imports of sugar blends are now running at an esti-
mated 350 000 tonnes a year.

Little progress has been made in reforming global sugar policies since the
Uruguay Round of trade reforms concluded in 1994. Japanese sugar imports
have actually decreased since the implementation of the Uruguay Round
agreement and the differential between world and domestic prices has so far
barely changed.

Simulating the effects of Japanese policy reforms

One areafor policy reformisreduction of the import charges on sugar enter-
ing the Japanese market. The estimated effects on Japanese and world markets
of an assumed complete removal of these charges were estimated by ABARE
(1999b) using its Sugabare model.
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In the reform simulation undertaken for the Japanese sugar market it was
assumed that the combined import duties on sugar were progressively reduced
from their current level to zero by 2005. Loss of revenues from import duties
would reduce funding for producer subsidies. However, with other govern-
ment support measures assumed to continue, Japanese producer prices would
remain well above world prices.

The gradual removal of the Japanese import charges on sugar resultsin world
raw sugar pricesrising by an estimated 5 per cent relative to the baseline (no
policy change) scenario by 2005. The price increase is the result of an esti-
mated 33 per cent increase in Japanese imports of raw sugar because of lower
domestic production and higher consumption.

Domestic Japanese producer and consumer prices would fall as the import
charges were removed, despite an increase in world sugar prices. Reduced
domestic producer prices would result in Japanese farmers reducing produc-
tion by an estimated 22 per cent or 200 000 tonnes ayear. At the same time,
lower pricesto users (for direct consumption and manufacture) would bring
about an estimated 300 000 tonne rise in consumption and a US$1 billion a
year gain to Japanese consumers.
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Japanese livestock policy

Partial liberalisation e Lowers consumer prices
(primarily for beef) Increases imports

Specia safeguards

Restrict imports and consumption
* Increase costs to consumers
* Increase support to producers

The Japanese livestock sector is characterised by disparate levels of support
and protection. Support levelsfor dairying and pig meat are high relative to
levelsin other countries and are comparable with those for the most heav-
ily supported Japanese crop industries. Support for beef, although till signif-
icant, is much lower by Japanese standards, while that for poultry and eggs
is considerably lower still. Levels of producer support estimates for these
commoditiesin recent years and in the peak support period of 1986-88, are
shown in table 5.

While the very high general levels of support for agriculture impose high
costs on the Japanese economy through diverting resources from activities
that are profitable without support to agricultural industries that are unprofit-
able without support, there are

further costly disparities caused by PSEsfor selected animal

the wide differences in support products, Japan a

between the various animal products

and between them and other agri- 1986-88 1997 1999
cultural products. % % %
There have been some reductionsin g"k 3‘2‘ 15 —
support for beef resulting fromtrade 5 gefmea " 32 gg
liberalisation and reductionsintariffs.  poytry 12 12 1
However, reductionsfor other animal  Eggs 18 17 16

products have either been small (for 5 producer support estimates (PSEs) are defined as

milk, poultry and eggs) or support thelw?leé)f ;mefrtasgrgcentage of the
. . supported value of production.
has actual Iy nsen (plg meat). Source: OECD (2000).
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Support to livestock farmersin Japan is still delivered primarily through
the maintenance of internal prices at substantially above world market
levels, with its associated distortions of output, consumption and trade
volumes. The much reduced rates of economic growth that have applied
since 1993 and the increasingly stringent environmental constraints that
have increased investment costs to manage waste disposal have resulted in
aslight decline in livestock production in Japan over recent years. Self
sufficiency in livestock products has also declined, substantialy in the cases
of pork and beef.

The Basic Plan, which is required under the Basic Agricultural Law, antic-
ipates a decline of 3 per cent in total Japanese meat consumption by 2010.
However, consumption of beef is expected to increase, along with imports
of beef (up by 60 000 tonnes). Consumption of chicken and pork isforecast
to fall.

Scale of production

The scale of livestock production in Japan has increased over the past three
decades. Increasing costs to meet environmental regulations have been a
driving force behind this shift in the scale of production (Rae 1999). The
trend to larger scale intensive unitsis especially apparent in poultry and pig
production. For example, the number of farm households with pigs hasfallen
by 94 per cent since 1975, with the average size of operations increasing
twentyfold from an average of 34 pigsin 1975 to around 700 pigsin 1997
(table 6).

6 Livestock sector structural change, Japan

1975 1985 1997

Number Livestock Number Livestock Number Livestock
of farms per farm of farms per farm of farms per farm

'000 no. 000 no. 000 no.
Dairy 160 11 82 26 39 49
Beef 474 4 298 9 143 20
Pigs 223 34 83 129 14 702
Broilers 12 7 305 7 21 459 4 28579
Layers 507 230 123 1037 7 20879

Source: MAFF (1999c).
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Prices

The pricetrends faced by Japanese consumers relative to world market prices
have differed greatly for beef and pig meat since the late 1980s. For beef,
they fell from 76 per cent above world market pricesin 1986-88 to 40 per
cent above world prices in 1999. For pig meat, the opposite has happened
— in 1999, Japanese internal prices for pig meat were 122 per cent above
world market prices compared with 73 per cent above them in 1986-88
(OECD 2000).

Beef

The greatest reform of any of Japan's agricultural industries has occurred
for beef. Beef is one of the few commodities for which Japan has signifi-
cantly reduced its production support. Consumer prices have fallen and
consumption has risen significantly (figure S).

The liberalisation of beef commenced in 1989 when a decision was made to
replace previous arrangements that involved both quantitative restrictions
and tariffswith tariff-only barriers to market access, with a declining sched-
ule of tariff over time. Further tariff reduction were agreed in the Uruguay
Round that concluded in 1994.

Import quotas have traditionally been the measure used to assist Japanese
livestock producers because they provide the government’s importing agency
with substantial revenue. This revenue is then distributed at the agency’s
discretion rather than going directly to subsidise beef production. Asaresult

S Supply and disposal of beef, Japan
Supplies for domestic consumption
1500
1000 Imports
500 7_.7/_,
Production
kt
Changes in stocks Exports
-500

1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998
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of bilateral agreements, import quotas were increased in 1988-90 and then
replaced by tariffsin 1991, with progressive reductions to 50 per cent in
1993.

Then, as aresult of the Uruguay Round, Japan agreed to reduce its applied
tariff, with a safeguard clause to raise the tariff to the bound rate of 50 per
cent if imports exceeded acritical level. The tariff equivalent was cut from
50 per cent in 1993 to 38.5 per cent in 2000. The safeguard has been trig-
gered on several occasions.

Following two decades of rapid expansion, growth in Japanese beef produc-
tion slowed from the mid-1980s, and after a peak in 1994, production has
declined dightly. The removal of import quotas and reduction in tariffs have
lowered domestic consumer prices and encouraged an increase in beef
imports and consumption. Japan’s imports of beef rose significantly in the
first half of the 1990s (figure S). Flat incomes and unfounded health and
safety concerns about imported beef (related to E. coli and bovine spongi-
form encephal opathy or mad cow disease) appear to have contributed to the
recent static demand.

Along with the tariffication of imports of beef, wholesale pricesfor beef have
declined, especially for lower quality cuts used for meat processing. Prices
for domestically produced wagyu beef (higher quality specialised beef from
traditional Japanese breeds) have not declined as much because its substi-
tution with imported beef is very limited (figure T). Even though thereis
limited substitution between wagyu and imported beef, the decline in wagyu
pricesis nevertheless indirectly related to the tariffication of beef imports

T Wholesale prices of steers, Japan

2000 Wagyu

Dairy

500
¥/ky

1988 1990 1992 1994 1996 1998 2000
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and the resulting drop in prices of high grade, domestic dairy steer beef and
higher quality imports.

This decline in prices has resulted in an increase in beef consumption in
Japan, which has been reflected in a substantial increase in imports. When
the Livestock Industry Promotion Corporation had total control over beef
trade, imported beef was used largely as a buffer to help stabilise market
prices and was therefore often stored. Japanese consumer preferenceis for
fresh beef. Since tariffication in 1991, the strongest growth has occurred in
imports of fresh and chilled beef.

This growth in imports following liberalisation may have been substantially
larger had the entire decline in wholesal e prices been passed on to consumers.
An apparent relative lack of competition in the Japanese retail sector, with
retailers absorbing at least a part of the lower wholesale price as increased
margins, may have contributed to this.

Pork

Pork imports have increased rapidly since the late 1980s — between 1993
and 1996, they rose by 31 per cent (figure U). However, these increases are
not totally attributable to policy reforms such as tariffication — rather more
from decreases in domestic pork production following heat waves and hog
diseases.

Japan has tariff-only protection for pork. The tariff equivalent was intro-
duced as a specific duty applied if the import price of pork was lower than

U Supply and disposal of pork, Japan
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aspecified level. However, for most pork imports, adifferential tariff system
operates, with the difference between the cif import price for shipmentsand
a specified minimum price being collected aslong as the cif priceislessthan
the minimum price. If the cif priceis greater than the minimum, an ad
valorem duty is applied. The system is designed so that competition from
imports will not prevent internal prices from being maintained between
administratively set upper and lower stabilisation prices.

Pork is one of the productsthat are specified in Japan’s schedule for the WTO
Agreement on Agriculture as eligible for application of special safeguards
that allow for temporary increases in import duties at times when imports
increase rapidly or import prices drop sharply. Such safeguards were trig-
gered several timesin 1995 and 1996 (Honma 2000) and again in 1997. For
a commodity such as pork for which imports have been rising over time,
thereisapotentia for the specia safeguard mechanism to provide a marked
impediment to trade. Thisis because the import quantity trigger mechanism
in the agreement relates imports in a particular period to the average level
over the previous three years. The mechanism also provides for the trigger
to be alower percentage of previousimports whereimports represent alarge
proportion of total market supplies than when they represent asmall propor-
tion. Where imports are increasing over time and they represent a large
proportion of total supplies, asisthe case with pork in Japan, the chances of
the safeguards being triggered can be relatively high, providing a brake on
the extent to which market accessis actualy liberalised.
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Japanese wheat and barley policies

Key policy Major impacts

Prohibitive beyond quotatariffs < Virtualy static imports at low levels
and state trading « High transfers from consumers to producers
 Very high producer prices

Self sufficiency

Before the Second World War, wheat and barley were regarded as staple
foods in Japan, which was then largely self sufficient in both commaodities.
Barley mixed with rice formed the staple diet of farmers and low income
workers because barley was relatively cheap compared with rice (ABARE
1988). In 1996, however, domestic production was able to constitute only 7
per cent of wheat consumption and 8 per cent of barley consumption in Japan
(figuresV and W).

Production and consumption

Other than rice, the main grains produced for direct human consumption in
Japan are wheat and barley. While domestic production of grains has been
falling, Japan’s requirements for grains have been relatively static for the
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W Supply and disposal of barley, Japan
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past decade. The urbanisation of Japan has resulted in significantly reduced
demand for rice and coarse grains for human consumption, and an increase
in the demand for wheat (Rae 1999). The amount of wheat imported has not
changed significantly since the implementation of the Uruguay Round
commenced in 1995.

Feed grains provide the basis for Japan’s intensive livestock industries and
imports are allowed relatively free entry. However, for wheat and barley,
which are domestically produced, imports are subject to quantity controls
despite the low level of domestic production.

The New Basic Law

Increasing self sufficiency in wheat has been identified by the Japanese
government as one of the high priority areasin the New Basic Law. Under
the Basic Plan, which was developed under the New Basic Law, it is set
down that the share of Japan’s domestic production in total supplies of wheat
should rise from 9 per cent (570 000 tonnes) to 12 per cent (800 000 tonnes)
by 2010. Doubts remain about whether these planned production increases
are feasible. Underpinning these production projections is the assumption
that land planted to wheat will increase by 20 000 hectares by 2010 and that
yields will increase by about 25 per cent. If Japan’'s average yields had been
rising, such agrowth target might be conceivable. However, average yields
for wheat have not increased since 1985.

Despite some new financial measures that were announced in 1999, aimed
at encouraging farmersto use abandoned and margina rice paddies for wheat

Agricultural trade policiesin Japan 53



production, it is believed that these incentives would not be sufficient to
encourage farmers to allocate more land to wheat at the expense of other
crops. It isaso difficult to see where the increase in productivity will come
from, given that the potential new land to be brought into production will,
at best, be marginal (hilly and mountainous areas).

Prices

The Japanese Food Agency directly controls both producer and resale prices
of wheat. The agency imports most of Japan’'s wheat and sells it to millers
at around double the cif import price. Profits to the Food Agency made from
these sales are used to offset the costs of purchasing the domestic crop, for
which farmers receive up to three or four times the resale price to millers.
For example, in 1998 the Food Agency paid the equivalent of US$1445 a
tonne to domestic producers and sold domestic wheat to the mills for the
equivalent of US$402 a tonne. For imported wheat, the average cif pricein
1998 was about US$245 a tonne, and the agency sold that wheat to millers
for around US$486 a tonne.

Grains policy and WTO commitments

In May 1998 the Food Agency announced a‘New Wheat Policy’ that it
planned to implement through the 2000-02 crop years. The plan calls for
eventual private sector purchases of domestic wheat and a new compensa-
tion program for domestic wheat producers. One aspect of this policy that
has already commenced is the Simultaneous Buy and Sell (SBS) system
(similar to that used for rice) for imported wheat and barley for feed use.
Under this scheme, the Food Agency sells imported wheat and barley to
domestic feed manufacturers at the same time as it buys the grain from
importers. This SBS system has been adopted for wheat and barley feed
imports primarily because of lobbying by the domestic livestock industry.
The livestock industry argued that competitive domestic feed costs were of
particular significance to them because of the high level of relatively cheap
beef imports.

In the WTO agreement, Japan undertook to allow tariff-quota access of 5.74
million tonnes of wheat, meslin, triticale and their processed products by
2000 (box 2). Thisis almost the same as import levels in the base period
1986-88. Imports are subject to tariff-quotas. The beyond quota tariff
remained unchanged at more than twice the world price and the within quota
tariff fell by only 12 per cent to ¥46 500 atonne, which is still @most twice
the world price.
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Despite falling domestic production, imports have not increased significantly
since the implementation of the Uruguay Round commitments because of
the lack of increased market access and beyond quotatariffs remaining
prohibitive. Effectively, the tariff-quota limits, along with Japan’s inability
to produce more than a minor amount of wheat, are preventing any under-
lying market influences, arising through increases in incomes and changes
in taste and preferences, that might advance the position of wheat within the
Japanese market for grain.

2 Summary of tariff rates for
Japanese grains tariff-quotas
Wheat Barley and products
Minimum or agreed access
1995 5.565 million tonnes 1.326 million tonnes
2000 5.740 million tonnes 1.369 million tonnes
Indicative world market price
1995-96 ¥25 000 atonne ¥17 000 atonne
Within quota tariff
1995 Government markup of Government markup of
¥53 000 atonne ¥34 000 atonne
2000 Maximum government Maximum government
markup not to exceed markup not to exceed
¥46 500 atonne ¥29 500 atonne
Beyond quota tariff
1995 ¥65 000 atonne ¥46 000 atonne
2000 ¥55 000 atonne ¥39 000 atonne

Sources: Young (1994); Country schedules for the WTO Agreement on Agriculture.
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Measuring the potential benefits of
further trade liberalisation

Simulation Impacts on Japan

Partial agricultural liberalisation  Increase of $9 billion in gross domestic
(50 per cent reduction in product
agricultural support globally)

As noted in previous chapters, implementation of the Uruguay Round
Agreement on Agriculture has resulted in only limited benefits from agri-
cultural trade liberalisation, particularly in Japan. Minimum access require-
ments led to some increase in imports but prohibitively high tariffs on beyond
guotaimports effectively restricted imports to quotalevels and have enabled
very high levels of market distorting support to be maintained. Thus, there
are significant potential gains from further liberalisation of agriculture.

In this chapter, the potential gains from reforming policies affecting agri-
culture in Japan are estimated.

Analysis using amodel of the world economy

The analysis reported in this study is based on simulation results from
ABARE's global trade and environment model (GTEM) — a nontechnical
description of GTEM is provided in box 3. GTEM is an appropriate frame-
work for analysing complex trade policy issues because it takes into account
theinteraction between different sectorsin each major economy and between
economies. The model provides estimates of the impacts of policy changes
on key economic variables. These include trade and investment flows between
regions, the prices of consumer goods and inputs into production, sectoral
and regional output and, ultimately, regional income and expenditure.

Country and commodity aggregation

The coverage of the regions and commodities used in this study is shownin
box 4. Coverage has been disaggregated to represent key commaodities and
groups of commadities and awide range of countries and regions.
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In the commodity coverage, eleven are primary agricultural goods and eight
are processed agricultural products.

It should be noted that the specific aggregation chosen could hide potentialy
important trade effectsin specific commodities and countries, and thus some
care needs to be taken in interpreting results.

3 The GTEM modeling framework

Themodel

The analysis of the impacts of agricultural trade liberalisation reported in this
chapter is based on simulation results from ABARE's global trade and environ-
ment model (GTEM). GTEM isamultiregion, multiperiod general equilibrium
model of the world economy. It is derived from the MEGABARE model
(ABARE 1996b) and the GTAP model (Hertel 1997). GTEM was designed
specifically to assess economic policy issues with long term, global dimensions.

A description of GTEM isgivenin Schneider et a. (2000) and the model code
is available on ABARE's website (www.abareconomics.com).

The database

The starting point for the GTEM database is the GTAP version 4.0 database
(McDougall, Aziz and Troung 1998), which contains 50 sectors — including
20 agricultural sectors — and 45 regions. It is based on 1995 production and
trade data. Support to sectorsin each region is represented by tariff equivalents
(to capture tariff and nontariff import barriers), domestic support payments and
export subsidies. Detailed information on agricultural support isincluded to
allow policy experiments that test the implications of changing support for
economic variables such as national income, terms of trade, production, consump-
tion and trade.

The GTAP database for agriculture has undergone substantial alteration before
usein GTEM. Where necessary, the input—output tables have been modified to
remove obvious errors and improve consistency. Protection data have been modi-
fied to more accurately represent agricultural policies asthey applied in the 1995
base period. For example, many bound tariff rates in the original GTAP data-
base have been replaced by applied rates that more accurately capture the effects
of tariffs on marginal returns to producers and consumer prices.

In this study, version 4e of the GTAP database is used in GTEM. The standard
GTAP database has been modified to improve the representation of economic
structures and policies in the 1995 base period (Freeman et a. 2000)

The modeling does not take into account gains from technology transfers or
other dynamic gains.
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4 GTEM region and commodity aggregation

Regions

Australia

New Zealand

Japan

Indonesia

Malaysia
Philippines

Thailand

China

India

Canada

United States
Argentina

Brazil

Rest of Latin America
European Union (15)
Africa

Rest of World

Commodities

Paddy rice

Wheat

Coarse grains

Vegetables, fruit and nuts
Oilseeds

Sugar cane, beet

Other crops

Live cattle and sheep

Live pigs and poultry, hides and skins
Raw milk

Wool

Ruminant meat products (beef and sheep meat)
Non-ruminant meat products
Vegetable oils and fats

Dairy products

Processed rice

Sugar

Other food products
Beverages and tobacco
Textiles

Manufactures

Motor vehicles

Services

Energy

Chinaincludes Hong Kong. Rest of Latin Americaincludes Mexico, Chile, Central America,
Venezuela, Colombia, Rest of Andean Pact, Rest of South Americaand Uruguay. Rest of World
includes the Republic of Korea, Singapore, Chinese Taipei, Sri Lanka, Rest of South Asia,
Central European Associates (including Bulgaria, Czech Republic, Hungary, Poland, Romania,
Slovakiaand Slovenia), former Soviet Union, Turkey, Rest of Middle East and other countries
not specified here. The Rest of World region also include developed countries of the EFTA
region (including Norway, |celand and Switzerland). Textiles include wearing apparel and leather
products. Manufactures include wood products, paper products and publishing; petroleum and
coal products, chemicals, rubber and plastic products; mineral products; metal products;
nonferrous metals, ferrous metals and transport equipment nec, electronic equipment, machinery
and equipment nec and manufactures nec. Services include electricity, gas and water distribution,
construction, trade and transport, financial, business and recreational services, public
administration and defence, education and health, and dwellings. Energy includes cod, oil, gas,
minerals nec, forestry and fishing. See McDougal, Aziz and Troung (1998) for definitions.
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Basic principles. gains from trade liberalisation

The argumentsin favor of trade liberalisation are based on two fundamen-
tal ideas in trade theory. One is that the size of the global economy is
maximised when each country focuses on producing and exporting the goods
and services that they can produce and deliver most efficiently, and import-
ing the goods and services that are produced less efficiently domesticaly.
The other is that a world trade system that is undistorted by government
intervention will deliver price and profit signals that lead to a globally effi-
cient pattern of production. Put another way, when comparative advantage
isthe sole basis of trade, the allocation of resources cannot be atered in any
way to improve the economic wellbeing for al countriesin the trading system
(Caves and Jones 1985).

Theworld economy, however, is characterised by government intervention,
often in favor of inefficient sectors where countries do not have a compara-
tive advantage. This moves productive resources away from their optimal
uses, resulting in higher costs of living, lower incomes and lower economic
growth. Once the distorting policies arein placeit is very difficult for them
to be removed (Anderson 1998).

Under these circumstances, trade liberalisation and more generally the
removal of market distortions can be expected to translate into higher
economic growth performance than would otherwise be the case.

Another important finding in the literature is that countries can benefit from
unilaterally reducing their own trade barriers without waiting for othersto
open up their markets. Within aunilateral setting, the most important effect
of liberalisation occurs as market forces take a greater role in allocating
scarce resources to their most profitable uses and competition compels firms
to innovate and adopt cost saving measures. These factors act to increase
national income (Harrison, Rutherford and Tarr 1995).

Reference case

Before simulating policy changes, it is necessary to construct a baseline or
reference case to project likely levels of output, trade, protection and other
variables in the absence of the policy changes. This scenario projects the
situation in the absence of any further multilateral trade reform beyond that
agreed in the Uruguay Round.
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The reference case provides a benchmark against which alternative reform
scenarios can be compared. Projections are for the period 1995-2010. The
reference case contains projections for population, gross domestic product
(GDP) and agricultural policies as they are expected to evolve given the
implementation of agreements from the Uruguay Round.

Some judgment is required in projecting agricultural support levels, because
these may vary with market conditions and the way in which policy reforms
under the Uruguay Round have been and will be implemented. In general,
relatively shallow cutsin agricultural support levels from the 1995 base
period have been assumed, because to date there islittle evidence that much
reduction in support has actually occurred (Roberts, Podbury, Freeman et al.
1999). Nominal rates of assistance for agriculture in OECD countries at the
beginning of the Uruguay Round implementation period in 1995 averaged
60 per cent. Latest figures for 1999 suggest a significant increase to around
the levels of the mid-1980s, which were the highest in at |east the past half
century (Freeman et a. 2000).

Theingtigation of tariff rate quotas to replace nontariff barriers ensured mini-
mum access levels for some commodities, but tariffs on overquota imports
are often prohibitive. For example, overquota rice imports into Japan attract
atariff of ¥341 akilogram (equivalent to US$3200 a tonne at mid-2000
exchange rates — in comparison, world japonicarice prices in 1999-2000
averaged under US$440 atonne). In the European Union, beef imports draw
a12.8 per cent ad valoremtariff plus a specific tariff of 1768 ECU (US$1690)
atonne (in comparison, the US cif beef price in 1999-2000 was US$1980 a
tonne).

In many cases under the Agreement on Agriculture, quotas were set to allow
importsto rise to 5 per cent of the 198688 base level of consumption by
2000. Although these minimum access provisions resulted in some improve-
ment, on the whole there remains much to be done in removing border
protection.

For the simulation exercise, rather than reduce all 1995 tariffs by 36 per cent
from the 198688 average, with minimum cuts for individual items of 15
per cent (developing country cuts are two-thirds of these), as agreed under
the Uruguay Round, reductionsin tariffs over the baseline are based on avail-
able information on applied ratesin 1995 and likely rates in 2000. Support
has actually risen for many products since 1995, because 1995 protection
levels were low at atime of high of world prices (Freeman et al. 2000).

60 ABARE research report 01.5



Switch to domestic support

One change observed over the base period has been the switch to forms of
domestic support that were exempted from cuts under the WTO Agreement
on Agriculture. Forms of domestic support that are deemed to have few or
minimal trade distorting effects are exempt from reduction commitments.
This has encouraged a switch from direct output and input related subsidies
and export subsidies to direct income support. For this reason, for most coun-
triesit is assumed that there are no reductions in domestic support over the
baseline.

Export subsidies

A similar approach appliesto export subsidies. In the European Union, these
have largely been replaced with direct domestic compensation payments.
This maintains production distorting effects but eludes reduction commit-
ments. The United States also provides direct payments for farmers produc-
ing for export. The agreed 198690 base period also allows scope for
increases in subsidised exports in some cases. In other instances unused cred-
its from earlier years were carried forward to allow greater subsidised
volumesin future years. For these reasons exports subsidies have not acted
asaconstraint in the baseline.

Partial agricultural liberalisation scenario

To assess the economic effects of continuing agricultural liberalisation alone,
afurther 50 per cent reduction in tariff equivalents, domestic support and

5 Simulation assumptions

The major assumptions of the GTEM analysisin this report include:

» theanalysisinvolves, for al participating countries, a 50 per cent reduction
for agriculture in tariff equivalents, domestic support and the value of sub-
sidised exports beyond what the Uruguay Round achieved;

« thereforms are implemented over the period 2005-10 — the reductions are
assumed to apply to both devel oped and devel oping countries and to be phased
in evenly over six years from 2005;

 thereareno rents, or water in the tariff — this means that reductions in tariff
equivalents lead to increases in imports; and

» domestic support is assumed not to be decoupled.
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the value of subsidised exportsin all countries over and above the agreed
Uruguay Round commitments is simulated (see box 5). It is assumed that
the reductions are phased in evenly over six years from 2005. Results focus
on the impact of the reforms on gross domestic product, terms of trade and
tradein different products.

Results

General equilibrium models of the world economy such as GTEM are able
to capture the impacts of policy changes on anumber of economic variables.
The estimated impacts of policy changes, such as tariff and subsidy reduc-
tion measures, on economic variables are expressed as the percentage devi-
ations between the equilibrium levels of those variablesin the reference case
and their equilibrium levelsin the policy simulation.

| mpacts on income

The estimated overall economic impacts of 50 per cent agricultural trade
liberalisation alone are presented in table 7. Thefirst point to note isthat the
global impact and the impact on all regionsis positive. Global gainsin gross
domestic product amount to over US$53 billion ayear (in 1995 dollars). The
distribution of gains between countries depends on trade flows and the depth
of reductions. As the bulk of the market distorting protection isin the
European Union, Japan and, to a lesser extent, the United States, it is not
surprising that much of the gain (US$39 billion) isin these countries. Almost
aquarter, or US$9 hillion, of these gains are in Japan. On a per person basis
the annual gains to Japan are greater than for any other country except the
European Union.

| mpacts on terms of trade

The terms of trade measure captures changesin relative prices facing differ-
ent countries. Terms of trade increase if export pricesrise relative to import
prices and declineif import pricesrise relative to export prices. Under agri-
cultural liberalisation aone, the greatest benefits among devel oping coun-
tries from increased terms of trade are likely to accrue to agricultural
exporting countries. This is because world market prices are likely to rise
with the reduction in market distorting domestic and export subsidies and
the increased levels of market access that increase world import demand.

Agricultural importers are the most prone to any adverse effects from partia
agricultural trade liberalisation because of rising prices of agricultural imports.
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Japan is adversely affected by movementsin itsterms of trade, reflecting its
high reliance on agricultural imports and a severe land constraint in agri-
cultural production. In this context, the countries such as Japan that have
experienced negative terms of trade effects from agricultural trade liberali-
sation aone are generally those that have a comparative advantage in nona-
gricultural products. Their economies are likely to obtain greater benefits
from a more comprehensive round of trade liberalisation. For example,
comprehensive liberalisation of agriculture and manufacturing resultsin a
0.43 per cent increase in Japan’'s terms of trade, compared with a 0.47 per
cent decrease under partial agricultural trade liberalisation (Freeman et al.
2000).

| mpacts on output

In general, trade liberalisation for agriculture alone results in higher levels
of production and exportsin countries that have had relatively low levels of

Impact of 50 per cent agricultural trade liberalisation on gross domestic
product and terms of trade

Annual increase Changein
inreal GDP termsof trade
Us$m % %
Africa 479 0.08 -0.20
Argentina 312 0.08 2.69
Austraia 189 0.04 1.74
Brazil 1447 0.16 0.60
Canada 66 0.01 0.30
China 2570 0.18 -0.27
European Union (15) 28 310 0.25 0.01
India 894 0.19 -0.17
Indonesia 64 0.03 0.06
Japan 8980 0.14 -0.47
Malaysia 467 0.35 -0.15
New Zealand 264 0.32 341
Philippines 208 0.24 -0.40
Thailand 505 0.23 0.35
United States 1830 0.02 0.40
Rest of Latin America 329 0.03 0.10
Rest of World 6 360 0.15 -0.32
Total 53 249 0.14

Source: GTEM simulations.
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support and protection. For those that have higher levels of support, agri-
cultural liberalisation would place downward pressures on agricultural
production and on subsidised exports while imports would tend to increase.
Resources currently used in agriculture would flow more to other activities.
Broadly, liberalisation constrains production in the European Union and
Japan and for some commodities in north America, and provides greater
market access opportunities for exporters including those in many develop-
ing countries.

Impacts on nonagricultural outputs

Despite partia agricultura liberalisation leading to some decline in Japanese
agricultural production, Japan’s economy as awhole stands to obtain signif-
icant benefits from liberalisation. These benefits arise mainly in the form of
gainsto consumers who would face lower market prices aswell asfrom the
redirection of resources away from agriculture into other sectors, alowing
increased production in those sectors.

Estimated change in Japaneseimports and outputs, relativeto the
reference case, from partial agricultural trade liberalisation, 2010

Imports Price of imports

Value cif Export (incl. tariff Volume
(excl. duty) Volume value equivalents)a produced
% % % % %

Commodity
Wheat 16.8 4.8 na -18.0 —43.3
Other grains 81 12 na -22.3 —49.7
Oilseeds 6.2 - na -6.5 -135
Live cattle and sheep 73.0 54.0 na -16.9 -7.0
Other animal products 82.8 72.8 na -21.6 -15
Beef and sheep meat 13.7 8.7 na -85 6.4
Other meat products 20.3 15.7 na -11.6 -18
Vegetable oils and fats 7.1 4.2 na 3.0 -11
Dairy products 99.6 81.6 na -324 -8.0
Processed rice 160.7 150.0 na -37.0 -10.1
Sugar 24.0 21.0 na -15.1 -71

Sector

Textile -0.3 -0.1 0.7 0.1 0.3
Manufacturing -0.2 -0.2 0.5 0.3 0.2
Motor vehicles -0.2 -0.2 1.0 0.3 0.4
Services -0.1 -0.1 04 04 0.1

a After reductionsin import duties. na Not available. Source: GTEM results.
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Asaresult of the allocation of resourcesto other sectors from liberalisation
for agriculture alone, jobs lost in agriculture are taken up in other parts of
the economy and part time farmers alocate more time to off-farm work. The
value of output and exportsin all other sectors increases (table 8).

|mpacts on agricultural commodities

Rice

The increase in the value of Japanese rice imports of 161 per cent in 2010
in response to reductions in import barriers is the largest estimated change
compared with the reference case. Such a change would take imports as a
proportion of Japanese rice consumption from 9 per cent in 2004 to just over
25 per cent in 2010, amoderate increase reflecting the standard assumption
of limited substitutability between imported and domestically produced rice.

Nonetheless, the only suppliers of the japonicarice favored in Japan —
Australia, the United States and China— would be expected to significantly
increase their exports of processed rice.

Grains

The more open markets following liberalisation would result in increasesin
the values of imports of wheat and other grains by Japan — of almost 17 per
cent and 8 per cent respectively in 2010 relative to the reference case.
Reductions in support result in decreased Japanese production and increased
imports. Increased supplies from the United States, Canada, Australia and
several developing countries could be expected to meet demand.

Livestock

Partia agricultural trade reform is estimated to result in increasesin the value
of beef imports into Japan of 14 per cent in 2010 relative to the reference
case, increasing market opportunities for major exporters.

Dairy

In response to the various reforms, farm level milk production in Japan is
reduced by an estimated 8 per cent while the opening of markets where
imports are currently suppressed would increase imports greatly. It is esti-
mated that Japan would experience the largest percentage increase in the
value of dairy product imports by any country — a doubling. There would
also belarge increasesin importsin the United States and Canada. Australia
and New Zealand would be major suppliers of the additional quantities to

Japan.
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Sugar

Sugar is one of the most highly protected productsin the world, with substan-
tial distortionsto markets in both developing and devel oped countries. Trade
liberalisation would result in marked reductions in subsidised EU produc-
tion and exports, and large increases in import demand by other major import-
ing countries including the United States and Japan.

Increasesin the value of sugar imports of 24 per cent in 2010 in Japan follow-
ing partia agricultural trade liberalisation would expand the market for sugar
exporters such as Australia, Thailand and Brazil.
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Factors affecting further Japanese
trade liberalisation

Although substantial gains to the Japanese economy would arise from liber-
alising agricultural trade and reducing domestic support, there are severa
emerging ‘threats’ to realising such reforms. These stem from the so-called
‘multifunctionality’ of agriculture, concerns about food security and Japan’s
New Basic Law.

Multifunctionality

A major impediment to negotiations of further Japanese trade liberalisation
is the increasing emphasis that Japan is placing on the so-called ‘multi-
functional’ nature of agriculture. Advocates of the concept of ‘ multifunc-
tionality’ emphasise the unpriced spillover benefits of agriculture that are
additional to the supply of food and fibre and use these benefits as a justifi-
cation to maintain high levels of subsidies and protection for their agricul-
tura sectors. Claimed benefits of multifunctionality include: environmental
values, rural amenities, cultura values, rural development and rural employ-
ment (OECD Secretariat 1998).

Current Japanese examples of claimed spillover benefits

Flood mitigation and rural employment are argued to be two of the main
spillover benefits of agricultural production in Japan warranting ongoing
protection of agriculture. However, there are more efficient ways of achiev-
ing these outcomes that are less costly to Japanese consumers and taxpay-
ers and that do not reduce the welfare of other countries and of Japan itself.

Flood mitigation and soil erosion

Currently, paddy rice production in Japan is given credit for important
spillover benefits in flood mitigation and control, and prevention of soil
erosion. Thisis despite the fact that forests play a similar role (Nishimura
1991). In fact, over 60 per cent of Japan is covered in forest, so forests may
well play an even more significant role than rice paddies.

All rice in Japan, whether produced in paddies or in upland fields, is heav-
ily supported. However, the upland fields, such as those in the Hokuriku
region, are not cultivated in the same way as paddy fields. The spillover
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benefits of flood mitigation provided by upland rice fields are relatively much
smaller than those associated with paddy fields (MAFF 1999a). Therefore,
if support for rice production was based on the multifunctionality benefits
of flood mitigation, the rice produced in upland fields should probably have
amuch lower rate of support. Instead it is currently protected at the same
rate as paddy rice (production is currently supported at prices over six times
the world market price). The question of the most efficient means of obtain-
ing the spillover benefits of flood control, water storage and the prevention
of soil erosion isamatter to be determined by scientific research.

Cultivating paddy fieldsis unlikely to be the only way of providing the desired
environmental benefits. There would obviously be a number of other flood
mitigation options that need to be assessed and compared with the costs (such
as fertiliser leaching into ground water tables) and benefits (flood control
and prevention of soil erosion) of growing rice.

However, even if it can be demonstrated that cultivated paddy fields are the
most direct and least cost form of providing flood mitigation benefits, the
most efficient policy isto pay farmers based on their capacity to maintain
specific paddy fields as a water buffer. Payments would be directly related
to the contribution of the fieldsto flood mitigation and would be made only
to growerswho provide the spillover of flood control at apayment rate based
on the degree of water buffering provided by paddy maintenance or alter-
native activities. This means that not all farmers would be subsidised at the
same rate (Roberts, Podbury, Freeman et al. 1999).

The key difference between the method of subsidising farmers at different
ratesfor their contribution to flood mitigation and the current broadly based
support measure is that the payments that farmers receive would be decou-
pled from the production and price for rice. Under a decoupled system,
producers would receive the world price for rice instead of the artificially
high supported price while those tending the paddies would receive remu-
neration according to the flood control benefits of the activity. This would
minimise both the distortion to the all ocation of resources domestically and
theinternational spillover effects on rice producersin other countries (Roberts,
Podbury, Freeman et al. 1999).

Rural employment

Another argument used by Japanese supporters of multifunctiondity to justify
the high levels of agricultural support are the alleged spillover benefits of
enhanced rural employment (OECD 1998).
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While agricultural industries are located in rural areas, rural economies are
not necessarily dominated by agriculture. In Japan, many rural areas are adja-
cent to urban areas and have numerous nonfarm as well as farm activities.
For example, in 1997, Japanese farm households earned an average of 82
per cent of their income from nonfarm sources (MAFF 1998).

If rural employment is a desired social policy, a more efficient and lower
cost option would be to redirect agricultural support payments specifically
to rura or regional employment programs. Furthermore, reductions in cost
of agricultural support would reduce taxation burdens on nonagricultural
activities including those in rural areas, advancing opportunities for non-
agricultural employment in such areas.

Domestic spillovers have international consequences

Enhancing spillovers as a policy objective is a domestic issue. However,
because the Japanese government’s justification for continued support for
rice production to provide flood mitigation and rural employment benefits
distorts world production and trade, it becomes an international issue. Such
policies not only impose considerable costs on consumers and taxpayersin
Japan, but also impose costs on efficient agricultural producers elsewhere.
Thisis contrary to the aims of the World Trade Organisation that are to
increase the economic benefits from more open markets.

Positive and negative spillovers

In apolicy context, the provision of agricultural support is strongly argued
by many in Japan as an appropriate mechanism for enhancing spillover bene-
fits. Maintaining and enhancing these spillover benefits may appear to be
reasonabl e objectives of any country; however, providing high levels of
domestic support to agricultural industriesis highly unlikely to be the most
efficient way of achieving such outcomes. There is also evidence that the
process of producing agricultural commaodities and achieving the spillover
benefit may be conflicting goals. For example, extensive crop production
and hedgerows are not always complementary — using large agricultural
machinery to cultivate small fields surrounded by hedges is impractical
(Conniff 1997).

There are strong arguments against using agricultural support policies to
enhance spillover benefits. Indeed there is a strong case that the current way
in which its advocates are recommending the concept of multifunctionality
be applied in Japan is little more than a rationalisation for continuing agri-
cultural protection. There are two key reasonsfor this.
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First, in addition to the positive spillovers from agriculture there are nega-
tive spillovers. These include environmental damage, such as water pollu-
tion from animal effluent and fertilisers, increased salinity and loss of
vegetation. In Japan, the main source of surface water and ground water
pollution from agricultureis through leaching of nitrate and phosphorus from
fertilisers. However, the discharge of livestock wastes and pesticide runoff
isalso asignificant source. The negative spillovers of livestock production,
such as offensive odors and wastes, reflect, in part, the fact that Japan has
one of the highest rates of livestock stocking density in the world and this
isincreasing (Tahe 1992). Further, there is considerable evidence that protect-
ing agriculture worsens such negative spillovers (US Environment Protection
Agency 1990; Mahé and Ortalo-Magné 1999. These papers are not specific
to Japan but their conclusions are applicable).

Second, providing agricultural support isavery indirect and high cost way
of enhancing spillover benefits. Policiesthat directly target specific positive
spillovers are more effective and efficient (Roberts, Podbury, Freeman et al.
1999).

Subsidising agriculture means that production and input use in Japan is higher
than would be the case in the absence of support. Thisin turn leads to the
production of even more negative spillovers from the greater amounts of
inputs used. For example, the maintenance of high levels of agricultural
protection in Japan has resulted in extremely high fertiliser use in Japanese
agriculture. MAFF recently completed the first survey of chemical and
fertiliser use in Japanese agriculture and found that the use of chemicals per
hectare in Japan is higher than in any other country (Global Agriculture
Information Network 1999a). There are indications to suggest a close asso-
ciation between the level of producer support and the rate of application of
fertilisers (figure X) and pesticides (Parris and Melanie 1993).

To date, agriculture has not featured dominantly in the Japanese environ-
mental policy process because of areluctance to impose additional costs on
farmers by introducing more stringent environmental policies. Both agri-
cultural and environmental policy reform have been strongly opposed by
farm lobby groups in Japan, which traditionally have exerted a powerful
influence on policy making despite the relatively small farming population
(Honma 1999).

The additional costs that strengthening environmental policies could impose
on farmers are seen to run counter, at least to some extent, to Japan’s
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traditional policy of encouraging ahigh level of food salf sufficiency (George
and Rapkin 1993). The increase in costs to producers to meet such guide-
lines will reduce their profit margins and thereby lead to lower production.

The high levels of farm input use prevaent in Japan can a so be traced partly
to the large number of part time farmers in Japan. Almost 82 per cent of
Japanese farm household income comes from off-farm sources (MAFF 1998).
Asthe opportunity cost of the labor of part time farmersis high, such farm-
ers often rely heavily on the use of high levels of fertilisers, pesticides and
other labor saving farm inputs (Hayami 1998). It is suggested by Hayami
that larger commercial farmsin Japan make more effort than small part time
farmers to conserve soil fertility with the use of organic fertilisers. Without
the high levels of support offered to farmers, the number of profitable small
(fertiliser intensive) farmsislikely to decrease substantially.

Addressing spillovers directly

Providing agricultural support is avery indirect, high cost and often inef-
fective way of achieving enhanced spillover benefits from agriculture. Most
of the benefits claimed by supporters of the concept of multifunctionality as
abasis for continuing agricultural support in Japan and elsewhere are only
indirectly related to agricultural production. In these cases, subsidising agri-
cultural production is unlikely to enhance positive spillovers because the
subsidy is not targeted at the spillovers themselves.

A more direct and effective way of enhancing spillover benefitsisto explic-
itly pay for specific spillovers to be supplied. If society places a high value
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on the positive spillovers, it should be prepared to pay to preserve them.
Payments linked explicitly to the size of those benefits will generally be
much more effective in attaining the desired spillover effects than support
to agriculture (Roberts, Podbury, Freeman et a. 1999). The receipt of such
payments would need to be conditional on generating the desired spillover
benefit.

With direct payments being used to address the spillovers, markets should
then be alowed to address production outcomes. Hence, the price that produc-
ersreceive for their output should be the unsupported world price.

Some countries already have targeted policies for achieving some of the
spillover benefits. For example, the Countryside Stewardship Scheme in
England offers direct paymentsto conserve, restore and/or maintain arange
of landscape, wildlife and historical features (MAFF United Kingdom 1999).

There are no strong arguments based on effectiveness and efficiency for
pursuing spillover benefits through broad based agricultural protectionist
policies unless al of a number of stringent criteria are met. Those include
— all spillover benefits and costs must be taken into account, including the
costs to the national economy and to those el sewhere; the net spillover bene-
fits, if any, must be jointly produced with the supported agricultural prod-
ucts and in direct proportion to production of the supported products; and
there must be no lower cost, usually more direct, other means of achieving
the spillover benefits. It is extremely difficult to envisage situations where
all of these conditions would be met. For example, addressing the issue of
flood mitigation or soil erosion in some areas by providing support to al rice
growers at several timesworld prices does not meet the necessary criteria.

By increasing domestic production and reducing imports, Japan’s agricul-
tural support policies have negative impacts on producers from other coun-
tries. When support is provided through price support, as with rice in Japan,
trade is reduced and world prices are depressed. Using agricultural protec-
tion in Japan to obtain multifunctional benefits also lowers the benefits from
agriculture, including multifunctional benefits everywhere else.

Food security

Food security is often used as arationde for high levels of agricultural support
in Japan. In fact, food security issues are often included as claimed spillover
benefits associated with the ‘multifunctionality’ of agricultural production
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in Japan. However, food security can be achieved through other more effi-
cient and less costly means.

It would only be under abnormal circumstances, such aswar or amajor co-
ordinated export embargo, that Japan’s food imports could be threatened.
But protection of high cost domestic industries would do little to secure
supplies for more than a short time if trade flows were interrupted. Thisis
because much of Japan’s agricultural production is based on imported inputs.
For example, Japan’slivestock production isbased on imported feeds. Further-
more, crop production depends largely on intensive use of large quantities
of fertilisers and chemicals that are either imported or manufactured from
imported mineral oil (ABARE 1996a). In 1997, of the 1.5 million tonnes of
fertiliser used in Japan, 64 per cent was imported (FAO 1999). Any restric-
tions on imports of ail, fertilisers and chemicals would limit Japan’s ability
to sustain production.

Consequently, Japan’'s present food production levels are far higher than
those that could be sustained in isolation — that is, Japan's present levels of
food self-sufficiency are illusory in terms of providing food security in the
event of trade being cut off.

Food security and self sufficiency

Food security is defined by the FAO as the ability of all people at all times
to have physical and economic access to sufficient, safe and nutritious food
to meet their dietary needs and food preferences for an active and healthy
life (FAO 1996). Food security therefore deals with people’s ability to obtain
food, regardless of where the food is produced. Accessto food is determined
largely by incomes and the presence of efficient markets and infrastructures
that provide access to these markets. Japan has all these aspects and so could
ensure food security by purchasing food from the cheapest sources — that
is, the world market.

However, Japan's approach is different. Japan is attempting to achieve food
security through self sufficiency in food. In 1997, Japan’s self sufficiency
ratio was 41 per cent on a caloric basis, the lowest rate among devel oped
nations. If established trends were to continue, this ratio would fall to 38 per
cent by 2010 (Koyama 2000). Japan has serious concerns with thislow level
of self sufficiency because it is believed that an increasing dependence on
trade will make Japan vulnerable to being cut off through conflict or embar-
goes and vulnerable to world food shortages and price fluctuations and hence
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has alower level of food security (Ohga 1998). Given these concerns and
the declining self sufficiency ratio, Japan has attempted to change self suffi-
ciency into a policy objective rather than a function of demand and supply
by incorporating the concept of self sufficiency ratio targets into the New
Basic Law (Article 15-2(2)). In March 2000 Japan announced a target self
sufficiency ratio of 45 per cent in its‘Basic Plan for Food, Agriculture and
Rural Areas'.

Instead of being athreat to food security, food trade with many countries
could actually reduce any potential impacts on food suppliesin the event of
aconflict or embargo and so would actually improve food security in Japan.
Such embargoes are unlikely and, apart from the 1973 US soybean export
embargo, have been rare in recent times. An importing country can improve
the certainty of suppliesin the event of an embargo or restriction on exports
by any particular supplying country by developing supply relationships with
anumber of major producing countries. The basis for a potential shortage
of food is aso questionable as many widely accepted models do not predict
the massive increase in prices that the model used by the Japanese does
(box 6).

6 Food supply and demand models

Japan uses an undocumented model to predict food supply and demand. The
results from this modeling work have been used to support Japan’s policy for
sdf sufficiency infood. In some instances the model provides predictions where
there are no apparent shortages in food. In others, under extremely pessimistic
assumptions and with per person consumption increasing, some food shortages
are apparent. However, the model does predict massive world price increases
for food — of around 400 per cent by 2025 — which may result in additional
supplies being attracted into the market (Trewin 1999).

In the early 1980s, MAFF also forecast that there would be shortages of food
and that world market prices would rise to many times their 1978 levels. How-
ever, in real terms, prices have actually fallen below 1978 levels and have
remained low ever since.

There are dso anumber of well documented and tested modelsthat predict world
food balances and prices. One such example is the International Food Policy
Research Ingtitute’s IMPACT model that has been widely accepted (Mitchell,
Ingco and Duncan 1997). This model predicts an increase in world food supplies
of around 13 per cent and adeclinein real prices of between 9 and 19 per cent
by 2020.
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Food security via agricultural support policies?

Japan is awealthy nation that has the capacity to obtain its food supplies
from the world market at prices that are substantially below those currently
being paid for highly protected domestic production. Furthermore, Japanese
purchasing power is sufficient to ensure that the quality of imported prod-
ucts would be equal or superior to that of domestically grown products
(ABARE 19963).

It isimportant to note that for wheat, rice and poultry, Japan’s consumption
is equivalent to a declining proportion of world trade (table 9). Currently,
trade accounts for only a small proportion of total world production. For
example, world trade in rice averaged only 5 per cent of production during
the 1990s (ABARE 2000). As markets become more open, total volumes
traded will rise and Japan will increasingly be able to draw supplies from
other countries. However, restrictive
trade policies will continue to limit
trade relative to production. The
small size of the world market in
some commodities such asrice and

Japan’sfood consumption
relativeto world trade

the large variability in that market Wheat  Rice  Poultry
are largely brought about by the % % %
restrictive trade policies adopted by  1984-86 7 82 109
Japan and other countries (Tyersand 198789 6 75 92
Anderson 1992). Modeling, includ- 199092 6 0 5

1993-95 6 60 39

ing that discussed in chapter 4,
shows that in the event of substan- Source: US Department of Agriculture (1996).
tial trade liberalisation, Japan could draw substantially increased agricul-
tural suppliesfrom awide range of countries that would increase production
and exportsif greater access to markets were available.

Sockpiling

Given Japanese agriculture’s dependence on imported inputs, in the event
of Japan being isolated, it islikely that domestic food production could only
be sustained for arelatively short period. For example, the slaughter of live-
stock would enable Japan to maintain its meat suppliesin the very short term.
The period over which food supplies could be sustained could be extended
by maintaining a strategic stockholding of grain and other key food and feed
products, although maintenance of such stocks would be at a cost to the econ-
omy. If the Japanese considered that maintaining strategic food stocks was
desirable, it would be far less costly to the Japanese economy if products for
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stockholding were imported at world prices than if they were produced
domestically by highly protected, high cost agricultural industries.

The Japanese government currently stockpiles some quantities of staple
foods, especialy rice. Japan’s current policies on rice stockpiling took effect
in November 1995, as part of the Law for Stabilisation of Supply—-Demand
and Price of Staple Food, with the main goal being to maintain supplies at
aflexible target level of about 1.5 million tonnes (WTO 1998b). The other
major agricultural products subject to stockpiling requirements include 1
million tonnes of wheat for food, about 50 000 tonnes of soybeans for food
and about 1.2 million tonnes of animal feed (WTO 1998b). Thistotals around
3.7 million tonnes of grain.

For the 1999-2000 Japanese financial year, the MAFF budget allocation for
the storage of rice was¥243 billion. This represents 7.1 per cent of MAFF's
total budget. Details on the stockpiling of rice are outlined in box 7.

Liberalising rice trade and stockpiling sufficient rice to meet a production
shortfall would be a more efficient policy instrument for achieving food secu-
rity than using distorting domestic agricultural subsidies. Stockpiling,
although representing a direct cost to the government for storage facilities
and maintenance, would be more efficient than distortionary agricultural
production and trade policies that cost Japanese consumers and the wider
economy through higher prices and a misallocation of resources.

If Japan were to store rice for contingency, in case of domestic production
shortfalls, a substantial increase over present stored volumes could be
achieved through storing an additional 2 million tonnes. Thisamount of rice
isthe largest deviation below average production in Japan for over fifty years.
Current production is around 9 million tonnes and the average variation in
production isaround 10 per cent (figure Y). Under conditions of excess stor-
age capacity, as currently apply, it is estimated that storing an additional
2 million tonnes of ricein Japan, evenif it were stored in refrigerated ware-
houses for the whole year would be ¥26.3 billion ayear. This compareswith
the extra cost to consumers of the current arrangements, under which they
have to pay up to six times the world price for rice, at the wholesale
level.

OECD (2000) estimates of consumer support for rice in 1999 were ¥2266
billion for total consumption of approximately 9 million tonnes. So even
based on this simple analysis, Japan would be much better off liberalising
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7 Rice stockpiling in Japan

In Japan the Food Agency stores rice in government designated warehouses.
The storage costs of such warehouses are lower than normal charges paid by a
private organisation for rice stocks. Although the costs paid by the Food Agency
vary from warehouse to warehouse, industry sources indicate that the average
storage costs are ¥25 per tonne a day in a normal temperature warehouse and
¥36 per tonne aday in arefrigerated warehouse.

A total of around 13 600 warehouses, with atotal storage capacity of 12.5 million
tonnes, are designated by the Japanese government for stockpiling government
marketed rice. Of these warehouses, refrigerated warehouses comprise 57 per
cent of capacity, with the balance being normal temperature warehouses.

Stockpiling policy

The Food Agency’s basic policy of stockpiling 1.5 million tonnes of rice (with
avariation of 500 000 tonnes) equates to around two months consumption.
However, the stockpile of government marketed rice reached 3.44 million tonnes
in October 1988 following excellent harvests. Actua stocks have remained well
above the 1.5 million tonnestarget since 1988, apart from 1994 when a produc-
tion shortage in Japan resulted in atemporary significant decrease in stocks. The
Japanese government planned to reduce the stockpile of rice to 1.89 million
tonnes by the end of October 2000.

To keep grain temperature at 15 degrees Celsius or below and maintain mois-
ture of the grain at an appropriate level, the Food Agency policy isto stockpile
ricein refrigerated warehouses. However, newly stored riceis usually stored in
normal temperature warehouses after harvest until April in the following year.
Thericeis then transferred to the refrigerated warehouses after the middle of
April. Without thistransfer, the quality of the rice would deteriorate quickly and
fumigation would be required to prevent damage caused by insects.

Distributing stockpiled rice

Stockpiled riceis currently distributed in the Japanese market under brand names
indicating its origin — for example, Takumae-Kun is a blend of old and new
rice with the exact blend varying between prefectures. The government believes
that the oldest stockpiled rice that is acceptable to consumers is three year old
rice and that the maximum blending ratio of three year old rice to new riceis5
per cent and that for two year old rice is 25 per cent. The average market price
for the stockpiled blended riceis around 25 per cent less than that of new rice.
Despite these ‘guidelines’ some Takumae-Kun rice was harvested in 1995, so
consumers have actually revealed that they will eat rice that is older than the
three year acceptance rate outlined above.
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trade in rice — stockpiling could continue in case of a production shortfall
or other emergency.

If the rationale for stockpiling rice was the unlikely event of trade embar-
goesthat might last several years, then subsidising domestic rice production
again is not the most efficient policy. Much of Japan’s agriculture is heav-
ily reliant on imported inputs. Unless these inputs were also stockpiled on a
grand scale, Japan would not be able to produce enough ricein any instance.

Instead of subsidising rice production, if trade was used to obtain sufficient
supplies of food during normal situations, trade links with various rice export-
ing countries could be established. Such links would diversify the sources
of supply so that Japan would not be adversely affected if one or two key
exporters suffered a production or crop shortage. The variability of rice
production for Thailand and United States combined and the ‘world’ islower
than the variability of production in Japan alone (figure Y). This meansthat
Japan would be better off relying on imports for food security inrice. They
would have less variation in supply than if they just relied on their own rice
production and the lower cost of rice to consumers facing the world price
for rice would increase the purchasing power of their incomes, thereby further
improving their food security.

Japan’s New Basic Law
In July 1999 the Japanese Diet passed a bill for the Basic Law on Food,

Agriculture and Rural Areas (New Basic Law), which replaced the
Agricultural Basic Law of 1961. The New Basic Law followed areport by
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a Specia Advisory Committee to the Prime Minister in September 1998.
The changes resulted from pressures from Japan’s trading partners and from
Japanese interest groups and consumers. Many of the changes were contained
in earlier guidelines agreed to between the government and agricultural
groups in the fundamental Principles of Agricultura Policy Reform adopted
in December 1998.

The New Basic Law aims to provide a dynamic, sustainable vision for
Japanese agriculture (Trewin 1999). It contains €l ements that might be inter-
preted as making Japanese agriculture more market oriented. For example,
Article 30 providesfor pricesfor farm productsto reflect ‘ appropriately’ the
real supply/demand situation and make production responsive to consumer
demand. However, it then provides that the state should take necessary
measures for mitigating the adverse effects of significant price changes of
farm products on farm management. The meaning of ‘ appropriately’ reflect-
ing the real supply/demand situation, when the normal role of pricesin
competitively structured markets that are open to the world is to reflect the
real supply/demand situation, is difficult to interpret. It suggests that there
could be adesire to interpret the supply/demand situation in avery limited,
internally focused way, especially considering other provisionsin the law
requiring food self sufficiency targets. Furthermore the provision that the
state should act to mitigate the effects of price fluctuations would reduce the
effectiveness of real market price signals as determinants of production and
of correcting supply/demand imbalances. Nevertheless, there is some recog-
nition provided in the GATT (Article XI1X) and in the special safeguards
provisions of the present WTO Agreement on Agriculture for measures to
ameliorate injury to domestic producers from marked price reductions (WTO
1994).

In line with the provisions of the new Basic Law, price support policies for
anumber of major commodities are now under review, with the stated aim
of increasing market functions (Australia—Japan Research Centre 1999).
There is, however, no indication that any of these reviews have led to any
increased trade liberalisation.

Decoupling and concerns with the New Basic Law

If the objective is to provide effective income supplements to farmers, the
least distorting method is through systemsthat are designed to have aslittle
impact on production and consumption as possible. While it is recognised
that systems that do not affect production or consumption at all would be
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very difficult to design, the types of systems that would most closely approach
these criteria are ones involving lump sum transfers that are unrelated to
production, prices or input use (International Agricultural Trade Research
Consortium 1988). Such payments can be made on an ongoing periodic basis
provided they arein no way related to important market variables. Payments
under such arrangements are described as ‘ decoupled’.

The New Basic Law does not outline the reductions in support and trade
barriersthat would be necessary to make the agriculture sector more market
oriented. In fact, the New Basic Law places significant emphasis on main-
taining and expanding the agriculture sector.

A major concern about the New Basic Law isthat it lacks specifics, leaving
implementation open to interpretation by bureaucrats. For example, the New
Basic Law mentions that food should be available at reasonable prices (Article
2-1); however, a continuation of high levels of support to commodities such
as rice would result in prices continuing to be many times world prices (a
tariff equivalent for rice of 1100 per cent according to Fu 1999). Other
concerns include some of the specific arrangements, such as tariff-quotas
that could favor particular countries with which Japan is running large trade
deficits (Trewin 1999).

Article 12 of the New Basic Law indicates that consumers should be encour-
aged to better understand food, agriculture and rural areas. This, along with
asdlf sufficiency target of 45 per cent for 2010 set by the Council for Food,
Agriculture and Rural Area Poalicies (JIRC 2000) that is above current self
sufficiency levels of around 40 per cent, implies the favoring of a shiftin
consumer purchases to Japanese products despite these products not neces-
sarily matching consumers’ evolving dietary preferences. Japanese consumers
have expressed a preference for Japanese products, but only on the condi-
tion that prices come down to alevel similar to imported products and close
substitutes (Trewin 1999). If Japanese consumers had an absolute prefer-
ence for Japanese food, implying nonsubstitutability of imports, current price
supports could be implemented without the present high tariffs and other
barriers. However, it appears that the Japanese authorities do not believe the
preference to be large, as they have maintained the high barriers.

The New Basic Law isalso very general and lacking in specifics. This gener-
ality leads to some inconsistencies between it and the recent WTO Position
Paper generated by Japan, The Fundamental Position of Japan on the
Upcoming WTO Negotiations on Agriculture, Fisheries and Forestry (WTO
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Position Paper 1999). For example, some articles mention measuresto allow
pricesto form appropriately (Article 30-1) yet arrangements such asimport
restrictions and producer subsidies supporting the stated self sufficiency goals
work against such price mechanisms (Article 18-1). Article 2 is inherently
protective and encourages increased domestic production and less trade but
criticiseslimitations put on trade by exporters. The encouragement of domes-
tic production as a basis for food supplies ‘together with an appropriate
combination with imports and stockpiles' implies a judgmental approach
that is not indicative of commitment to true market based approaches to
reform. However, the criticism of limitations put on trade by exporters has
much to commend it, given that limitations on exports undermine the confi-
dence that importers can have in the international market as areliable source
of necessary supplies.

There are some more positive aspects of the New Basic Law from a trade
liberalisation viewpoint. The increase in use of market tenders along with a
trend toward gradually lowering guaranteed prices may improve the effi-
ciency of the state trading enterprises and internal price formation.

One area of particular concern to the sustainability of Japanese agriculture
and the efficiency and competitiveness of Japanese agricultural industriesis
the management structure. While Japanese agriculture is based on the
extremely small farmsthat currently predominate, it will not be able to access
many production economies that can be obtained from alarger scale of oper-
ation. Article 21 of the Basic Agricultural Law stipulatesthat the state should
promote agricultural production infrastructure and take other necessary
measures for improving farmers: management structure and efficiency. While
recognising the need to address the inadequacies of the present structure, the
means of addressing them are not indicated.

In this context, one area of debate in the council has been about whether
joint-stock corporations should be allowed to own farm land. According to
Honma (2000), the Agricultural Land Law states that farm land should be
owned by cultivators of the land. As joint-stock companies are owned by
nonfarming stockholders, they have been excluded from land intensive farm-
ing enterprises. Farmers resisting change to the law indicate that joint-stock
companies could purchase land speculatively, neglect it and wait for the
chanceto convert it to residential or industrial use. However, the same incen-
tivesface present farmers. Clearly, joint-stock companies represent only one
form of entity that could help change Japanese farming structures to enhance
their economic efficiency. However, the difficultiesin even obtaining agree-
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ment on how they might be given aroleisindicative of an inertiathat is
impeding the restructuring of Japanese agriculture to make it more efficient
and competitive.

State trading enterprises

In Japan, for some commodities, the state trading enterprises can import as
much as they want of commaodities and sell them in the domestic market. As
long as the markups charged by the state trading enterprise are less than the
tariff equivalents charged on private imports, there are no incentives for
private enterprises to import.

The tariffs on privately imported goods are collected by the Ministry of
Finance while the markups are collected by the state trading enterprise and
used for promoting domestic production. However, as the markups for most
goods are less than the tariff equivalents, there is very little private trade.

Article XV11 of the GATT statesthat state trading enterprises shall purchase
or sell only in accordance with commercial considerations and shall afford
the enterprisesin other countries adequate opportunity to compete for partic-
ipation in such purchases or sales. However, in Japan, imports by the
Agriculture and Livestock Industries Corporation are linked directly to buffer
stock operations to stabilise domestic prices. Also, the Food Agency controls
importsto implement its own domestic policy objectives and, because of the
markup and tariff equivalent differential, limits the ability of exportersin
other countriesto trade.

The activities of the state trading enterprises continue to erode the compet-
itive conditions in the markets of the commoditiesinvolved. With the likely
addition of Chinato the WTO, rules on state trading will be a major issue
not only specific to Japan at the current WTO agricultural trade talks.
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Some final observations

Despite the commitments that Japan made as part of the Uruguay Round of
multilateral trade negotiations, Japan's levels of support for all agricultural
products, with the exception of beef, remain around the record levelsin the
mid-1980s when the Uruguay Round negotiations commenced.

Much work has gone into bringing agriculture fully into the multilateral trad-
ing system. But that work will be of limited value unless market distortions
in agriculture can be reduced substantially toward levels of other mgjor traded
goods.

A key goal of current and future WTO negotiations should be to advance
the benefits of trade through further reducing market distortions imposed by
countries with high levels of agricultural support.

The benefits of Japan’s current agricultural policies are far exceeded by the
costs to consumers, nonsubsidised producers and the Japanese economy
generally. Japanese consumers clearly lose through having to pay very high
prices for highly supported products. Other Japanese industries, such as
processing, also lose through the higher cost of their inputs. Supported farm
incomes lead to higher land prices, thereby raising production costs and
reducing farmers’ rate of return. These high land prices and an intensely
regulatory approach to entry into farming and transfer of farm land deter
new farmers and incumbents wanting to expand their farming scale.

Japan’s agricultural support policies aso have negative impacts on other
countries, including Australia. Japan’s distorting domestic support policies
reduce production in many countries. Thisisnot only the case for exporting
and potential exporting countries but it also leads to areduction in produc-
tion in other net importing countries. Proponents of the current Japanese
agricultural policies use the argument that Japan imports more food than any
other country. However, this is because of the size and affluence of the
Japanese population and the country’s poor agricultural resource endow-
ments — not because of trade liberalisation.

Nor do recent developments such as the new Basic Agricultural Law or
the advancement of multifunctionality as abasis for justifying agricultural
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protection provide an indication of commitment to trade liberalising reform.
If the potential gainsto the Japanese economy from further liberalisationin
Japanese agricultural trade areto berealised, it isimportant that the imped-
iments to true market related reforms are addressed and that policy induced
distortions to agricultural production, trade and prices are substantially
reduced. True market related reforms go much further than reformsto domes-
tic processing and handling institutions— they involve increasingly expos-
ing domestic producers to international competition and developing
sufficiently flexible internal arrangements and institutions to facilitate the
continuous adjustment that arises from such competition.

At times of rapid growth in the economy overall, the perception can arise
that the economy can accommaodate the costs arising from maintaining the
kinds of extreme levels of support that have developed for Japanese agri-
culture. However, since 1993, the previously rapid growth in the Japanese
economy has come to an abrupt halt, and the economic burdens arising from
the support for agriculture and noncompetitive practices in some other key
sectors are impairing the ability of the economy to shake off its present
malaise.
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Glossary

Above (or beyond) The tariff rate that applies to quantities of imports above

tariff-quota tariff

Aggregate
measurement
of support (AMS)

Allocated tariff
-quota access
Applied tariff

Base period

Bound tariff rate

Consumer
support estimate

or beyond the specified quantities entering within a tariff-
quota.

The measured level of domestic support that is subject
to limitations and reductions under the WTO Agree-
ment on Agriculture. It is applied for a member’s agri-
culture as awhole but is determined from the sum of
commodity specific AMS levels and non commodity
specific nonexempt support. Commodity specific AMS
levels are the sum of price support and honexempt
commodity specific subsidies, |ess specific agricultural
levies or fees paid by producers. In turn, price support is
the difference between administered support prices and
constant external reference prices (import parity for net
importers and export parity for net exporters) that are
maintained at the average for the 198688 base period,
multiplied by the quantity of production eligible to
receive the administered support prices.

Access of imports to a market within tariff-quotas that
is allocated to specific supplying countries.

The actual tariff rate applied to imports at a particular
time.

The time period agreed during the negotiations as the
basis on which al reductions and commitments are made.
For the WTO Agreement on Agriculture, the base period
for market access commitments is 1986-88; for export
subsidy commitments, the base period is 198690 (Young
1994).

The maximum tariff rate that a WTO member undertakes
to apply. The bound rate provides a ceiling that applied
tariff rates cannot exceed, except by negotiations, with
compensation for affected trading partners.

Anindicator of the annual monetary value of gross
transfersto (from) consumers of agricultural commodities,
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(CSE)

Decoupling

Export subsidies

Fill rate

Food Agency

Food security

GATT

I mplementation
period

measured at the farm gate level, arising form policy
measures that support agriculture, regardless of their
nature, objectives or impacts on consumption of farm
products. The CSE can also be expressed as a percent-
age of the value of total consumption, valued at farm gate
prices, minus budgetary support to consumers.

The provision of support to producers that is not linked
to variables that affect markets, including production,
prices, trade or factors used in production. Such support
is less market distorting than support that is linked to
those variables.

Government payments or other financially quantifiable
benefits provided to domestic producers or exporters
contingent on the export of their goods or services (Young
1994).

The proportion of atariff-quota quantity that is actually
imported in a particular year.

The Food Agency is part of Japan’s Ministry of Agricul-
ture, Forestry and Fisheries. It is responsible for ensur-
ing the orderly and stable supply of some foods includ-
ing rice. The agency establishes annual plans for the
stabilisation of supply, demand and prices of rice. The
agency buys, sdlls, stockpiles, imports and transportsrice
in accordance with this plan (MAFF website).

The ability of all people at all times to have physical
and economic access to sufficient, safe and nutritious
food to meet their dietary needs and food preferences for
an active and healthy life (FAO 1996). Food security
therefore deals with people’s ability to obtain food,
regardless of where the food is produced.

The General Agreement on Tariffs and Trade which
was formed in 1947 with the view to reducing tariffs and
other trade barriers and eliminating discriminatory treat-
ment in trade in order to raise the living standards of
member countries.

The period over which the provisions of an agreement
are put into effect. For the WTO Agreement on Agricul-
ture, the implementation period is 1995-2000 inclusive
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In (or within)
tariff-quota tariff

Marginal cost

for developed countries and 1995-2004 for developing
countries.

The reduced tariff rate that applies for the specified
quantities that enter within atariff-quota.

The additional costs that aproducer incursin producing
one additional unit of output.

Marginal revenue The additional revenue that a seller receives from sell-

Minimum access

ing one more unit on the market.

A minimum quantity of imports that is allowed into a
market. In the Uruguay Round negotiations for agricul-
ture, it was agreed that, at the beginning of the imple-
mentation period, minimum access should be 3 per cent
of consumption in the 198688 base period, rising to 5
per cent of base period consumption by the end of the
implementation period.

Multifunctionality Any unpriced spillover effects that are additional to the

provision of food and fibre in agricultural production.
These include environmental and socia effects.

Multilateral trade Eight rounds of multilateral trade negotiations have been

negotiations

Nonallocated
tariff-quota
access

Producer support
estimate (PSE)

Quantitative
restrictions

held under GATT auspices since 1947. Each round repre-
sented a discrete series of interacting bargaining sessions
among the contracting parties. The aim was mutually
beneficial agreements, working toward the reduction of
barriers to world trade (Young 1994).

Access of imports to a market within tariff-quotas that
isglobal and not allocated to specific supplying countries.

A measure of the value of monetary transfers from
domestic consumers and taxpayers to producers, expres-
sed as a percentage share of the total supported value of
farm production. The higher the PSE, the higher the level
of support.

Explicit limits, or quotas, on the physical amounts of
particular commaodities that can be imported or exported
during a specific time period. These restrictions are
usually measured by volume but may sometimes be
measured by value (Young 1994).
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Quota rents

When a country limits production or market supplies
through quota restrictions (on productions or imports),
internal prices are maintained above levels that would
apply without the quota restrictions. The difference
between the internal price and the price that would apply
without the quota restrictions is termed a quota rent.
Where production or import quota rights are tradable,
those rents represent the price at which quotas will be
traded.

Special safeguard A provision in the WTO Agreement on Agriculture that

provision

Spillovers
(externalities)

Tariff

Tariffication

Tariff-quota

World Trade
Organisation
(WTO)

WTO Agreement
on Agriculture

allows importing countries to increase tariffs on com-
maodities specified in the agreement schedules, tempor-
arily beyond bound levels, when world prices drop
sharply or thereis asignificant increase in imports.

Any benefits or costs associated with the production
or consumption of a product that are not incorporated in
the price or cost of the product.

A duty (or tax) levied by an importing country on
goods transported from another customs area. Tariffsraise
the price of the imported good, thus making them less
competitive within the market of the importing country.

Conversion to tariff equivalents of nontariff measures
applying to particular products and the opening of mini-
mum access opportunities for these products.

A specified quantity of imports for a particular product
that is permitted entry at alower tariff than the tariff on
other imports of that product.

The institution established at the beginning of 1995
to cover arange of objectives concerning international
trade. It subsumed the GATT. Its objectives include: to
set rules for international trade and trade related activi-
ties; to provide aforum to negotiate trade liberalisation
multilaterally; to settle trade disputes between contract-
ing parties; to provide information on trade and trade
policies; and to cooperate with other multilateral insti-
tutions (Anderson 1996). There are currently 136 member
countries.

The Agreement on Agriculture that was negotiated in
the Uruguay Round and which was ratified in 1994,
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