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TWENTY-FIRST CENTURY CHALLENGES

By Edward |. Lincoln

The Japanese National Diet Building, Tokyo. Image source: http://en.wikipedia. org/wnkllNatlonaI Diet_Buildin,

apan continues to provide a fascinating case study for

economists and political scientists who study the way mar-

ket economies function. From the 1950s through the
1980s, that fascination had been fueled by high rates of eco-
nomic growth, generated by an economy that operated under
very different rules than those generally taught in American
economics courses. In the 1990s, Japan presented an equally
fascinating set of problems—slow growth, deflation (for the
first time in an advanced economy since the 1930s), and an
alarming number of bad loans im the banking system. Now
Japan provides a laboratory to study how much of the previous
economic model needs to be.changed to put the economy back
on a more successful growth trajectory. Furthermore, Japan
provides the first example of an economy facing the challenge
of producing growth in a society with a decreasing population.

THE HIGH-GROWTH YEARS

On the surface, Japan has been a market-based economy like
the United States, in which most of the productive resources are
owned by the private sector and output is sold in private mar-
kets that are, présumably, driven by supply and demand. In the
US version of this model, govei‘nment s role should be limited,

largely to provide a regulatory framework to prevent fraud or
predatory-competition, and to prov1de fiscal and monetary poli-
cies that will reduce the impact of recessions and prevent high
inflation. But from the 1930s through the 1980s, the Japanese
government was far more intrusive in the operation of the econ-
omy than was the case in the US. To be sure, in those years the
US government was also somewhat more intrusive in markets
than in earlier decades, but the extent of government interven-
tion in-Japan was far greater and the style quite different.

Suspicious of the ability of markets to allocate productlve
resources efficiently, the Japanese government attempted to
guide the market through a variety of means, both formal and
informal. For example, regulation emasculated the bond and
stock markets, while favoring banking, so that financial re-
sources were allocated mainly through commercial banks.

. . . Japan provides the first example
of an economy facing the challenge
of producing growth in a society with
a decreasing population.

Skewing the financial system toward banks served the govern-
ment’s goal of influencing allocation of productive resources—
as manipulating a handful of leading banks was far easier than
influencing the stock or bond markets, with their thousands of
participants. The government provided informal guidance to
these commercial banks about how to lend their funds, through
both private conversations with bank managers and by exam-
ple, through the lending portfolios of the government’s own
policy banks (such as the Japan Development Bank).

In the corporate sector, a number of industries (such as
steel and petrochemicals) worked closely with the then-Min-
istry of International Trade and Industry (MITI—now renamed
the Ministry of Economy Trade and Industry, METT) in ways
that resulted in some coordination of important corporate de-
cisions such as investment and pricing. Other industries oper-
ated in explicitly regulated markets that tended to protect
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Some have argued that government
was instrumental in generating high
growth, directing resources toward
new capital-intensive industries, such
as steel or shipbuilding.

weaker or smaller firms and enabled official or informal pric-
ing collusion among firms. Trade protectionism and controls
on foreign investment in Japan ensured that domestic firms
could grow in the cocoon of government guidance without
pesky outbreaks of international competition. Finally, MITI as-
sisted with industry research and development, bringing oth-
erwise competitive firms together for joint efforts to tackle new
production technologies.!

rom 1950 through 1973, the Japanese economy grew at

an average annual real (inflation-adjusted) rate of almost

ten percent. The combination of very high growth rates
and the intrusive nature of the government in the economy cre-
ated an obvious analytical question: did the economy perform
that well because of industrial policy? Academic debate over
. this question has raged for at least the past three decades. Some
have argued that government was instrumental in generating
high growth, directing resources toward new capital-intensive
industries, such as steel or shipbuilding. These industries might
not otherwise have attracted commercial financing during a
time when wages in Japan were low (so low that the logical
flow of resources would be to labor-intensive industries, such
as textiles) and overseas competitors strong.* Others have ar-
gued that, in actuality, most -govemmént—supported industries
did not turn out to be internationally competitive.’

One dilemma in this ongoing debate is that it is easy to
find specific examples of industries where government was
heavily involved in shaping outcomes and which subsequently
~became highly: successful internationally (steel, shipbuilding,
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and semiconductors, for example). But, did government pro-

. motion really cause them to grow much faster than they would

have otherwise? And, did their growth increase the overall
growth of the economy? The answer remains difficult to show

. conclusively. At the very least, however, it is certainly possi-

ble that the government fostered a domestic environment of
optimism. Business, believing that the government would
promote growth and stand behind those industries in which
it showed an interest, may have invested more aggressively

" in additional output and new technology than it would have

otherwise.

The conclusion that government involvement in Japan’s
economy might have a positive impact was strengthened in the
years from the mid-1970s to the beginning of the 1990s. By
the mid-1970s, Japan had become a mature, industrialized
economy with a level of GDP per capita equivalent to the major

economies in Europe, and at about eighty percent of the US -

level. Only successful developing countries can produce an-

nual economic growth rates of ten percent, but even at a slower

pace relative to the high-growth era, Japan continued to grow
faster than the US. This strong performance was most pro-
nounced in the five-year period from 1987 to 1991, when av-
erage annual real growth was five percent, double the 2.5
percent growth rate in the US over the same years. Some
observers, believing that Japanese growth should have
converged to the US level, believed the Japanese model of
economic organization, including the more hands-on role
of the government, was superior to that of the US.*

THE SLOW-GROWTH YEARS
In retrospect, the second half of the 1980s was an aberration
due to unusually low interest rates and a speculative bubble
in the stock and real estate markets that was not sustainable.
Reality finally caught up with Japan in the 1990s, with average
annual growth from 1992 through 2002 at only one percent—
well below the- performance of the US over these years
(3.2 percent). Since then, growth has improved, but only to
around two percent (still below.the US level).

The sluggish performance of the economy since the early

1990s sparked a debate in Japan over structural reform that con-.
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