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Abstract

The purpose of this disseration is to analyze on the case study of postwar Japan the following
three issues : (1) whether the government can promote economic development through changes
in a country’s industrial structure and the organization of individual industries ; (2) what
types and tools of government intervention, as well as what international and domestic
conditions are important for the effectiveness of industrial policy, or under what conditions
industrial policy can achieve its goals, and can bring benefits that outweigh its costs ; and
(3) what lessons can be drawn from Japan’s postwar experiences with regard to the possible
adoption of some industrial policy measures by Eastern European governments (seen on
the case of Bulgaria).

I have adopted a methodology of investigation that borrows heavily from the so-called
“comparative institutional approach” (see, for instance, Peter Evans, “Embedded Autonomy :
States and Industrial Transformation”, Princeton, N. J,. Princeton University Press, 1995).
This approach is based on the view of free markets and states as social institutions which
evolve historically and are embedded in the economic, political, and cultural setting of a
certain country. This approach also suggests that one should look for the reason why
industrial policy has worked in some countries, and why it has failed in others, in the system
of economic, social, and political institutions which vary considerably across countries.

Failures of government intervention in developing countries during the postwar period
have called into question two basic assumptions on which industrial policy was based :
(1) about the so-called benevolent state -the assumption that the government represents the
national or public interest ; (2) about the so-called emnipotent state ~the assumption that
the government can achieve its goals. Scholars who reject these assumptions usually view
the state-society relationship as an antagonistic, zero-sumgame (for example, “strong state



vs. weak society”), and question the effectiveness of government intervention in industry
due to its inability to gather and process enough information, or due to the costs of “rent-
seeking” activities.

However, social scientists who adhere to the “comparative institutional approach” believe
that under certain conditions industrial policy can be effective, and that costs related to
government intervention need not to be very high because policy outcomes and costs depend
on country-specific institutional features (for example, the internal organization of the
goverment and the private sector, state-society relations, etc.). In this dissertation I have
adopted the comparative institutional perspective because, in my opinion, it helps overcome
the narrow, purely economic analysis of industrial policy by neoclassical economists, and
the simplified view of the state-society relationship as an antagonistic, zero-sum game. The
study of Japan’s industrial policy by Chalmers Johnson (1982), Daniel Okimoto (1989), and
Ha-Joon Chang (1994) have showed that embeddedness in the society may not lead to the
“capture”of the state by particular interests, and that it may enhance state capacity to
promote economic development. This is thought to be one of the main reasons for the
effectiveness of Japan’s industrial policy over the 1950s and the 1960s.

In the first chapter I have overviewed the main theories about economic development
and government intervention-classical, neoclassical, neomercantilist, Keynesian,
developmental, and institutional. The classical and neoclassical tradition in economic theory,
for instance, claims that free markets, free trade, and a minimalist state intervention are
best for economic development in all countries. In addition, scholars belonging to this
tradition usually focus on economic growth, implying that high rates of growth will inevitably
lead to development.

By contrast, scholars with different theoretical background argue there are multiple paths
to development, or there are no universal policy solutions valid for all countries. These
scholars point out that the problems of economic development are structural and cannot
be solved only through economic liberalization, adding production inputs, and introducing
the latest technology. Economic growth is not basically the same as development because
high rates of growth in different countries have produced different developmental outcomes.

Those who do not adhere to neoclassical economic theory usually argue for a higher of
government intervention in the economy, and in particular for a public policy influencing
the allocation of resources among industries, regions, and social groups. In particular, [
have given a detailed account of the theories of Friedrich List and Alexander Gerschenkron
which justified government intervention in a country’s industrial structure on the basis of
the argument that this country was a “late developer” and had to undertake an industrial
“catch-up” effort. Although these theories referred mainly to the cases of Germany and
Russia of the nineteenth century, there is hardly any doubt that Japan’s first experiences
with industrial policy during the Mejij era (1868-1912) reflected similar circumstances.

In the second chapter I have explored the influence of various theories and historical
developments on the way of thinking of Japanese policymakers from the Meiji Restoration
until the early 1970s. In my opinion, the view of economic development as a government-guided
“catch-up” effort can be attributed to the work of three main factors : (1) a strong sense
of vnlnerability to an external threat to national security due to Japan’s relative backwardness
in economic and military terms, and the lack of natural resources ; (2) a political system
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giving high social status and a great deal of power to a bureaucratic elite which identified
itself with the national interest as standing “above” the particular interests represented by
businessmen and politicians ; and (3) special circumstances such as the economic depression
of the 1920s and 1930s, the domination of Marxist and German Nazi ideology about centralized
state control in the prewar and wartime periods, the defeat in the Pacific war, and the US
occupation (1945-52).

After the end of World War II, the prewar and wartime trends towards supplanting market
competition by state intervetion were reverted, but free-market principles were not embraced
thoroughly. Market competition was viewed not as an end in itself, but rather as a tool
for achieving national goals such as “catch-up with the US” and “economic independence”.
As a result, during the postwar period Japanese policymakers took a dynamic, long-term
approach to comparative advantage, industrial structure, and economic development. Thus,
postwar industrial policy was the natural outcome of certain way of thinking shared by
bureacratic, business, and political elites, and reflecting the ideology of “economic
nationalism”.

Furthermore, I have focused my analysis on two types of government intervention which
were carried out over the 1950s and the 1960s : (1) “industrial structure policy” defined as
policy designed to alter the allocation of resources among industries ; and (2) “industrial
organization policy” defined as policy aiming to change the market structure of individual
industries. The second type of government intervention was based on the idea that restricting
market entry and price competition among firms in a certain industry might help develop
few large companies able to compete internationally. This way of thinking resulted in a
lax enforcement of antitrust regulations in postwar Japan.

In the third chapter I have examined whether Japan’s postwar industrial policy was
effective, and for what reasons. I have described in details the effects of industrial policies
such as the priority production system, chenneling long-term funds for equipment investment
to firms in “basic industries” through private-bank lending and thorugh policy-based finance
(most notably, loans by the Japan Development Bank), the system of foreign exchange quotas,
controls of the import of technology and foreign capital inflows, special tax measures, cartels,
and administrative guidance.

There is a considerable evidence in support of the argument that government policies
have played an important role in the “industrial rationalization” of selected industries (for
instance, iron and steel, shipbuilding, etc.), and that the policy of import protection has
acted in favor of export promotion due to possibility to realize dynamik economies of scale
in industries such as automobiles, heavy electric equipment, and electronics. JDB lending,
in particular, has been instrunmental in providing long-term investment funds to four “basic
industries” (electric power, marine transportation, coal mining, and iron and steel), and in
reducing private firms’ risks to invest in industries promoted by the government.

I have presented an evaluation of the effects of Japan’s industrial policy on economic
development over the 1950s and the 1960s from three perspectives : (1) that of the World
Bank ; (2) that of “economic rationality” ; and (3) that of “goals-versus-results”. Most of
the analysts agree that Japan’s industrial policy was effective in influencing both resource
allocation among industries and the market structure of individual industries. Although
it is not clear whether this has resulted in higher rates of growth than would have been



possible in the absence of government intervention, there seems to be no doubt that the
goals of “catch-up”, “economic independence”, and international competitiveness of heavy
manufacturing industries were achieved partly thanks to industrial policy.

At the same time, one can find numerous examples of industrial sectors that achieved
export success without any help from the government, as well as industries in which
industrial policies ended up in failure. David Friedman and Toshimasa Tsuruta, for instance,
have described the failure of government intervention in the designated machinery sector
(the case of machine tools). In addition, Tsuruta has provided evidence on the failure of
MITI’'s policy towards the petrochemical industry. Although designed to prevent the
emergence of excess capacity, this policy finally ended up in promoting capacity increases
by petrochemical firms that strove to meet MITI's scale requirements. Another unintended
consequence of government intervention was that all firms in the industry built excess
capacity almost simultaneously.

Therefore, while industrial policy measures undoubtedly brought some benefits in the
form of higher capital investment than it would have otherwise been possible, the same
measures gave rise to a number of negative effects-excess capacity, “torrential rain” exports,
collusive behavior of firms in individual industries, high consmer prices, and institutional
barriers to imports (for example, “distribution keire the”). Thus, the merits and demerits
of government intervention can be seen as two sides of the same coin, and the evaluation
of industrialpolicy depends on whether benefits are weighed against costs from the viewpoint
of static economic efficiency, or from the broader perspective of political economy.

What were the reasons for the effectiveness of Japan’s industrial policy over the 1950s
and the 1960s ? In my view, one group of reasons stemmed from the favorable international
environment. Thanks to its strategic position as an US ally helping to prevent the spread
of communism in Asia during the Cold War, Japan was able to take advantage of various
benefits arising from the postwar Pax Americana. These were, for example, the
implementation of a radical macroeconomic stabilization program known as the “Dodge
line” (which stopped the priority production system in 1949), the “special procurement demand”
related to the war in Korea (1950-53), and exchange rate stability (1949-71) under the “Bretton
Woods” system, to name just a few.

Another group of reasons, in my opinion, could be found in the country-specific institutional
conditions. For example, studies of Japan’s industrial policy have discovered that it worked
best in industries composed mainly of few large firms which produced standard, mass-
consumption goods, and were characterized by relatively stable technology and consumer
demand. Next, industrial policy in Japan was elaborated and implemented by an elite
bureaucracy that attracted the “best and brightest” university graduates, had jurisdiction
over a wide range of sectors, was organized in vertical and horizontal bureaus, and was
internally cohesive due to the system of meritocratic recruitment and infomal personal ties
(like gakubatsu, or university connections).

Furthermore, industrial policy was effective due to a special triangular relationship among
senior bureaucrats, business leaders and LDP politicians. Strategic interdependence, not the
domination of one side over the others, lay at the heart of this relationship. More specifically,
although MITI possessed huge administrative powers, it had to garner private-sector support
for its industrial policy by representing aggregate business interests in the process of policy
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formationthrough various institutional channels : the system of vertical bureaus (genkyoku),
the “deliberation councils” (shingikai), the “industry associations”, and informal personal
ties between government officials and business leaders (some of which were amakudari
bureaucrats). Likewise, although industrial policy formulation and implementation was left
to MITI under a system of “division of labor” with LDP politicians, the ministry had to
count on politicians’ support for the passage of necessary legislation in the Diet.

During the 1950s and the 1960s, government officials, business representatives, and LDP
leaders also shared common goals, common way of thinking, and certain benefits from the
triangular relationship. The latter did not exclude numerous conflicts, but these were resolved
through compromise due to the awareness of interdependence and to informal personal
networks.

The biggest problem with postwar relationship between bureaucrats, businessmen, and
politicians was that it did not allow policymaking to take place under open, transparent,
and rule-based democratic procedures. As a result, moral hazard problems such as
“structural corruption” or “bad adhesion” (seizaikan yuchaku) arose. Nonetheless, this system
was quite flexible and showed an ability to incorporate both special group interests (like
those of farmers, small and medium-sized businesses, the construction and real estate
industries) and the interests of the general public.

Finally, in the epilogue I have drawn some lessons from Japan’spostwar experiences with
industrial policy for a postcommunist country like Bulgaria that faces the challenges of
economic development during the 1990s. At this stage of investigation, I believe there are
two groups of lessons. The first one is related to the long-term, dynamic approach of Japanese
policymakers to comparative advantage, industrial structure, and economic development. The
example of postwar Japan has also showed that this approach can be compatible with a
market economy and a mutually reinforcing state-society relationship.

The second group of lessons is related to the international and institutional conditions
Jor the effectiveness of industrial policy. Unlike Japan of the 1950s and the 1960s, Bulgaria
faces today an unfavorable international environment characterized by intense competition
and global economik integration. Under these conditions, Bulgaria’s industrial policy will
be less effective (compared with that of postwar Japan) because of the lower ability of national
governments to design and implement independent policies.

Furthermore, Japan’s postwar experiences have demonstrated the importance of a country’s
institutional conditions for the success or failure of industrial policy. For example, the
predominance of state-owned enterprises, the nature of “state-society relations”, the absence
of an elite bureaucracy with considerable powers and of “intermediate institutions” mediating
the government-business relationship, of public institutions, all these and other factors
typical for present-day Bulgaria indicate that industrial policy is more likely (compared
with that of postwar Japan) to end up in failure, or to bring costs outweighing its benefits.

Nonetheless, 1 belive that the present neoliberal model of free-market reforms will not
lead to economic development, and that Bulgaria should find its own balance between
government intervention and free-market forces.
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