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The Voluntary Export Restraint: Bad Medicine for a Sick Patient

Abstract

When former General Motors chairman Charles "Engine Charlie" Wilson told Congress in 1952, "...what is
good for the country is good for General Motors, and what is good for General Motors is good for the
country" (Greenwald 45), he articulated the attitudes the American auto companies had about the
economic and social relationship between the United States and its automobile industry. That was true in
1952, but since then American interests and those of its car manufacturers, have diverged significantly
because of the auto makers' single minded devotion to high short run profits and their inability to change
quickly enough to meet a dynamic consumer demand. Nowhere is this more evident than in an analysis of
the rise of Japanese car makers in the U.S. auto market, especially with respect to the Voluntary Export
Restraint (VER).

This article is available in The Park Place Economist: https://digitalcommons.iwu.edu/parkplace/vol1/iss1/6
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The Voluntary Export Restraint:

Bad Medicine for a Sick Patient
by Joshua Yount

| ntroducti on
Wien fornmer General Mdtors chairnman Charles "Engine

Charlie" Wlson told Congress in 1952, "...what is good for the
country is good for General Mdtors, and what is good for Genera
Motors is good for the country" (Geenwald 45), he articul ated

the attitudes the American auto conpani es had about the economc
and soci al relationship between the United States and its
autonobi |l e industry. That was true in 1952, but since then
Anerican interests and those of its car manufacturers, have

di verged significantly because of the auto makers' single m nded
devotion to high short run profits and their inability to change
qui ckly enough to neet a dynam c consuner dermand. Nowhere is this
nore evident than in an analysis of the rise of Japanese car
makers in the U.S. auto narket, especially with respect to the
Vol untary Export Restraint (VER). After U S. auto makers m ssed
the conpact car boat in the 1970's, they cane to the governnent
on their hands and knees pointing to their bal ance sheets,
uttering "Engine Charlie's" immortal words and begged for pro-
tection fromconpetition. Still, they hadn't |earned their

| esson. After they got the VER U.S. car nakers grabbed t he qui ck
cash and onlx belatedly, with selective nodels, did they try to
catch up with the Japanese. In the end, American auto nakers and
consuners paid, and are still payln? the price of the
consequences of the car conpanies' flawed approach to an

aut onobi | e market. No |longer engrossed in the tail fin, the
approach is one based on dynamc efficiency, internationa
conpetition, and high consunmer expectations.

H story

The late 1960's and 70's were not only a tinme of
unprecedented political and social change, nmarking the |oss of
i nnocence for the baby boomgeneration, but also served as a tine
of change in international economcs. Nowhere was that nore
evident than in the autonobile industry. Starting in the late
1960' s and continuing through the entire decade of the 70's, the
Japanese nmade serious inroads into the Amrerican autonobile narket
by producing small, fuel efficient cars with an enphasis on
quality. The initial success of Japanese producers in the U S.
aut onobi | e market rested on four factors, cited by Robert
Orandal | : the rise in oil prices created by the CPEC cartel's
restriction of petroleumsupply, the introduction of new federa
safety and em ssions regul ations, the overall superior quality
and | ongevity of Japanese cars, and the najor cost advantages
hel d by Japanese auto makers. First, the two oil shocks of the
70's greatly inflated the price of gasoline, and in the [and of
"fuel efficient” cars like the Cadillac H Dorado and the Ford
Thunderbird, the rise in the price of gasoline had a maj or effect
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on American consuner incone. The Japanese producers of the snall,
fuel efficient cars suddenly found thensel ves on the |eading edge
of consumer denmand. Second, not only did Anerican conpanies fin

t hensel ves | aggi ng behind in car styling, but because of new
federal regulations, U S. car nakers were also lacking in safety
and eni ssions control inprovenents, totaling approximately $1000
a car. Third, Japanese cars had superior quality and needed fewer
repairs. In fact, they were rated three to four times better than
fhe cars the big three were producing in 1981. Finally, the
reason nost cited by experts and non-experts, and the nost
difficult to overcone for U S. auto conpani es, was Japan's
substantial and significant cost advantage due to |ower
conpar ati ve wages, greater productivity, smaller inventories, and
a deval ued yen matched with a strong dollar (8-11).

These four factors proved disastrous for the Anerican auto

I ndustry, which [ost 10%of its market share in just five years
to the Japanese (Collyns and Dunaway 152). The bad times cane to
a head in 1980 when all four auto nakers posted conbi ned | osses
of $4.2 billion, Chrysler was bailed out ﬁy t he governnment, and
Anerican Mtors was bought by Renault ﬁfb ret 57). In addition,
there was a 39% unenpl oynent rate in the Arerican auto industry
and anong its suppliers (MGwan and Vaughn 416). In response,
both Ford and the United Auto Wrkers filed petitions with the
governnent requesting assistance. The U.S. International Trade
Comm ssion ruled that the U S. car makers' |nab|I|tK to neet the
consuner demand for small fuel efficient cars was the prinar
cause of their dem se, not Japanese car nakers. So instead o
trade restrictions the Carter admnistration proposed an industry
aid Package. Trade restrictions were not far off, though. Wen
Ronal d Reagan took office, his admnistration |aunched the
Econom ¢ Recovery Program (ERP), which enhanced Carter's aid
package by providing tax relief, relaxing regulations, and
Eéessurlng the Japanese into proposing a Vol untary Export

straint of 1.68 billion cars per year (MGowan and Vaughan
416-17). Reagan hoped that these supposedly tenporary neasures
woul d bol ster donmestic auto makers' sales, providing themwth
time to catch up with J%Pan on down-sizing, re-styling, fuel
efficiency, quality, and productivity (Qandall 12). By follow ng
these steps, the expectation was that U S. auto nmakers woul d
recapture their |ost nmarket share and the U. S. econony woul d be
able to regain 300,000 |ost auto worker jobs (Ponfret 57).

The Reagan admnistration continued to request the quota
through March of 1985, with an increase to 1.85 mllion cars per
year 1 n 1984. Then, because of the reassurgence of the U . S. auto
I ndustry and the record profits posted b% onmestic producers, the
U S. did not request a continuation of the VER Neverthel ess,
Japan's Mnistry of International Trade and |Industry (MTIl) took
the voluntary aspect of the agreement to heart and continued the

uota systemafter raising the limt to 223 mllion cars per year
?Ch]chl 49-50). MTI clainmed to be continuing the VER to prevent
anti-inport feelings in the U S. and thus continued the VER at
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2.3 mllion cars per year until 1992 when the quota was cut back
to 1.65 mllion as the U.S. auto industry once again faced hard
times (Johnson 1). The effects of this nost recent cut in the
guota have yet to be registered, but reliable predictions can be
nmade-fromthe observed effects on Japanese producers, U.S.
producers, and U.S. consuners in the first ten years of the

U S.-Japan Voluntary Export Restraint.

Ef fects on Japanese Producers

It seens evident that the Voluntary Export Restraint has
been beneficial to Japan if only because of MTI's insistence on
mai ntai ni ng the quota past 1985 when the U.S. stopped requesting
its continuation. The reasons for MTI's continuation of the
quota lie in the effects it has had on Japanese auto nakers, sone
i ntended, many not. The first and nost noticeable, as well as
predicted effect of the VER on Japanese autonobile exports, was
t he sudden and nmarked increase in price, $2825 per car in 1984
al one (Collyns and Dunaway 162-5, 169). Dardis and Lin argue that
the price increase can be attributed to the reduction in sxfply
the quotas forced on Japanese auto makers (278-9)(Fig 1). ter
the VER was instituted the suppIK curve becane SES' with P; as
the new hi gher price and Q as the new | ower quantity. However,
the rise in price due to a restriction in supply, known as the
pure price effect, was not the only change in the autonobile
mar ket, though. Another inportant factor affecting consuner
choi ce and the prices of Japanese cars was the fundamental change
in the types of cars sold by Japanese auto nmakers. The Japanese
noved upscal e to produce higher quality, nore expensive cars
because they coul d no |onger sell as.nagy cheaF smal | cars as
they wished inthe U S. (Dardis and Lin 278). In fact, Robert
Feenestra estimates that Japanese cars |nproved.?ua[|ty-mnse by
30% bet ween 1980 and 1985 (143). The upscal e shift in product m X
again alters the supply curve (Fg 3). The greater production
costs of higher quality cars shifts the sypﬁly curve out to
SES, with EF representing the cost of higher quality, CP-P),
known as the quality effect, section c, |eaving section a,
(P- P2), torepresent the pure price effect. t hough t he hi gher
prices reduced sales by 1.5 mllion cars in 1984 (Q,- ) , the
I ncrease in price nore than conpensated for the loss in revenue
due to the loss in sales; producers ga|ned sections a and ¢, and
| ost section b (Dardis and Lin 279-80). The exact anounts of
t hese gai ns depend on the assunptions about the reactions of U. S.
producers, who al so raised price and |nProved quality. If the
pure price effect is assuned to be equal between the producers of
the two nations, then Japanese producers Palned $1.00 billion in
1984. On the other hand, if the quality effect was equal, then
they gained $5.21 billion! (Collyns and Dunaway 166-9) (Table 1
p.13). The likely result |ies sonewhere in between the two
extremes, but the attractiveness of the quotas for Japanese auto
makers is certainly evident.
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Figure 2
Figure 1 Market for Japanese auto makers
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Besides price increases and quality improvement, the VER
affected Japanese producers in many ways. Since the VER caused
Japanese car prices to increase more than U.S. prices, price
competition was no longer as viable a competitive strategy as it
was prior to the VER. Consequently the Japanese turned to
non-price sales efforts to maintain market share. Quality
improvement was one important step. No longer solely producers of
econo-boxes, Lexuses and Acuras began to roll off Japanese auto
makers’ production lines ("Goals" 69). The second important
non-price sales effort was advertising. After the VER was
instituted in 1981, Japanese auto companies’ advertising
expenditures increased significantly in order to facilitate
product differentiation by promoting new, higher quality models,
and to increase brand admiration by fighting anti-import fever.
Who can forget people jumping up and down about Toyotas, singing,
"I love what you do for me, Toyota!"? These two steps kept
Japanese companies from losing their entire market share and
proved to make them stronger competitors in the long run.

In addition to the strengthening effects on Japanese car makers
of increased profits, quality, product differentiation, and brand
admiration, Richard Pomfret describes two precedents set by the
VER that greatly benefited the Japanese. The first was the trend
that the VER set toward instituting anti-free trade agreements,
subsequently followed by much of Europe and Canada. Because these
VERs limited the supply of cars that could be exported, the
profits that could be made exporting cars were squeezed (58-9).
If the equation (P, -c -s -t)q% equals the profits from
exporting, w_, profits will not be able to grow significantly
because the quota fixes q_. This opens up foreign direct in-
vestment as a more profitéble option, where (P, =€),y —Fy
equals profits w., (Martin 339-42). Cars built 1in the country
they are sold in are not subject to a quota, therefore, profits

The Park Place Economist/Spring 1993
22



can grow. A ded bK the small MES of Japanese auto plants, the
JaEanese set up shop in Anerica through joint ventures in places
like Freenont, California and Bl oomngton, Illinois, and alone in
% aces |like Marysville, Chio and Snyrna, Tennessee (Qmchi 50;

ce 22). This proved to be a very wi se nove because it hel ped
spread risk for when the dol | ar weakened, as it did in 1985, and
prOV|ded[£;oducers with a quota-free place to build cars (Martin
339-42; rger 61). The nost hel pful effect of the VER for
Japanese producers was the de facto approval of a Japanese
aut onobi | e producer cartel, by letting themlimt quantity and
drive up price, the same way OPEC drove up oil prices in the
70's. The big problemfor the U S. was that it couldn't conplain
of the anti-conpetitive nature of MTIl's settlnﬂ of a quota and
al l ocating market shares because the U S. was the one who
suggested the quota in the first place (Ponfret 58). These
precedents are the lasting legacy of the VER and in the long run
may be the VER s greatest cost to both the Arerican auto industry
and the U. S. econony.

Al though the VERwas primarily instituted to make U. S. car
manuf acturers stronger, it was al so hoped that, in turn, Japanese
producers woul d be hurt. Yet besides an initial 7.5%drop in
mar ket share, that .was subseﬁuently recovered, Japanese auto
makers were not hurt at all. |In fact, increased profits, inproved
quality, greater brand admration, foreign direct investnent, and
a legal cartel seemto be the true effects on Japanese car
conpani es of the sane Voluntary Export Restraint that was
supposed to save the Anerican auto industry.

Effects on U S. Producers

As wi th Japanese producers, the U.S. auto makers believed
the VER to be beneficial because they felt that the VER
conpensated for the tax and currency advantages held by the
Japanese, thus allow ng Arerican car conpanies to be conpetitive
(Callahan and Wl lians 40; |acocca 227-30; Fisher 21-3). Because
the supply of Japanese cars was |limted, their price rose
significantly (figs 1 & 2), (table 1). Inturn, this caused the
demand for U S. autonobiles, a substitute, torise, ultimately
raising the price of Arerican cars (Dardis and Lin 282-4) (fig
3). The attractiveness of this policy can be seen by | ooking at
the increase in revenue that results when denmand shifts to D,
price rises to p;, and quantity increases to Qg causing revenue
to increase fromp*g.jB to p,0g.A In 1984, these mar ket
al terations caused donestic car prices to rise $1, 187, and
assumng equal pure price effects, $4.93 billion in transfers
fromconsuners to producers occurred, versus $1.27 billion in
transfers assumng equal quality effects (Collyns and Dunaway
166-9) (table 2 p.13).

Because donestic producers raised price |less than the
Japanese, their market share rose 6.75% in 1984, to |eave U S.
produced car sales unaffected in the face of the industry w de
decline in sales due to the across the board Frlce_hlkes bK al
producers (Coughlin and Wod 39). Al though sales did not change,
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Figure 3
Demand and supply for US. auto makers

0 d Q

profits reached record levels for all U S car nmakers, totaling
$9.8 billion in 1984, for three prinmary reasons (Qncni 50).
First, and nost inportantly, prices junped $1,187 per car, which
al one woul d have substantially increased profits. Second, and
counter to the ains of the VER automakers enpl oyed | ess | abor
per autonobil e because of the introduction of robots and
autonation into auto plants (Dardis and Lin 289). Third, the

| abor that U. S. auto nmakers did enpl oy cane cheaper than it did
bef ore, because each of the bug t hree secured wage and benefits
concessions fromits workers (Qrandall 13).

Al t hough retooling and reduci ng the nunber of workers
necessary to build a car represent positive long run steps taken
by Anerican car manufacturers, for themit was a case of too
little too late. For exanple, it was at least ten years before
U.S. auto conpanies could offer up even a fewtruly conpetitive
car nodels. Rather than investing nore of their short run profits
to quickly catch up with the Japanese on productivity, quality,
and styling, auto executives purchased financial, aircraft, and
conput er compani es, w ote books, headed nonunment restoration
comm ssi ons, and gave thensel ves hefty bonuses for earning
profits froma restrictive trade agreenent. Wiile Anerican auto
conpani es and their executives hid behind the VER counting their
noney, as the 80's went on, Japan and ot her nations i nproved
their conpetitiveness and started to gain market share fromthe
bi g three once again. For non-quota countries such as South
Korea, the VER provided its car conpanies, |ike Hyundai, wth an
opportunity to sneak into the |ow end of the market and enul ate
Japan's low price strategies of the 1970's (Ponfret 58; Berger
61). For Japan, strategies such as foreign direct investnent and
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increased sales efforts allowed themto whittle away at donestic
producer market share. Overall it seens that the VER in
contradiction to what it originally intended to bring about,
resulted in encouragi ng increased conpetition fromabroad, while
fostering foot dragging and conplacency in Detroit.

Effects on U.S. Consuners

Bot h Japanese and Anerican autonobil e nanufacturers
recei ved benefits and absorbed costs fromthe Voluntary Export
Restraint to greater and | esser degrees, but one groug was
fortunate enough to endure only one kind of result; that group
bei ng consuners and that result being nmonunental costs. The nost
obvi ous cost to consuners lies in the rise in price of both
Japanese and American cars, totaling $1,649 per car in 1984,
considering pure price and quality effects (Collyns and Dunaway
161 3,166-9) (table 3 p.13). The per car cost translates into
both transfers to producers and deadwei ght |oss (fig 4) as prices
rise fromp; to p, because of the VER s reduction in consuner

sur pl us. ction a represents a transfer fromconsuners to
Figure 4
CoststoUS consuners
$
P2
a b
Pi
D
@2 ql U

producers, which only considering pure price effects equal ed
$5.47 billion in 1984, and Section b represents the deadwei ght
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| oss, which under the same assunption, equaled $130 mllion in
that year (Collyns and Dunaway 166-9). Many people, such as "free
trader" Lee |acocca, would justify these costs by saying that
even if it didn't create jobs, the VER saved jobs, for a while at
least. CGrandall and others estimate that the VER saved between
40,000 and 75,000 jobs, at a cost of nearly $160, 000 per job per
year (Candall 16; Goughlin and Wod 39). Al though this may be
far below M. lacocca' s hefty salary, it would be an
extraordinarily |arge paycheck for an auto worker. The VER surely
nmust have seened to be a fairly sinple answer to the U . S. auto

i ndustry's woes back in 1981. Unfortunately for U S. consuners no
one was | ooking out for the woes this policy would inflict on
them Consequently, they paid the price.

Concl usi on

~In 1991 when President CGeorge Bush led a trade negotiation
m ssion to Japan, bringing with himthe heads of the big three
U S. auto nakers, the true folly of the Voluntary Export
Restrai nt becane apparent. The U.S. auto makers, once again
feeling the squeeze of a weak econony and conpetition from _
abroad, nade a |lot of noise about unfair conpetition and donestic
content percentages. Their behavior stens fromtwo possible
causes: first, that U.S. auto nakers pulled their favorite
scapegoat out of the closet as they usually do when busi ness
turns sour, and second that the U.S. still l|ags behind Japan in
Product|V|ty, styling, and quality. The true cause is probably a

ittle of both, but since it seens that the U S., after ten years
of the VER, has not caught up with the Japanese, it would follow
the VER has failed to achieve its objectives. In fact, if the

ef fects on Japanese producers and consuners are considered, the
VER failed mserably, |eaving behind as its |legacy a fiercely
conpetitive Japanese autonobile cartel, a conplacent, excuse
maki ng Anerican auto industry, and scores of consuners stung bY
artificially high car prices. The fact that the VER did not help
the U S. auto industry in the long run points to another reason
for its existence. As Dardis and Lin suggest, the Voluntary
Export Restraint was, and always will be a political neasure
enacted to placate workers and producers, not an economc
solution to a deep-seeded probl em of 8ross m snmanagenent and
inability to nmeet consumer demand (290-1).
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