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Industrial Policy, Part I: The Japanese Model

Declining productivity and rising unemployment in many of America’s basic manufacturing enter-
prises are the reasons why a growing number of individuals claim we must embrace an “industrial
policy’ designed to revitalize industry, reclaim markets lost to foreign competitors, and increase
employment.

Qriginally, when industrial policy first surfaced during the Carter Administration, it was called
“reindustrialization,” and it meant subsidies to or bailouts of declining or sick industries. But now the
emphasis has shifted away from saving old industries where the outlook is bleak, and toward new,
“*high technology’’ sectors where the profit and employment future seems bright. For the most part,
proponents want measures like targeted tax breaks and investment credits, job retraining and educa-
tional programs, and increased federal spending on research and development. But some advocate
better “‘cooperation’” between business, unions, and the government; and others want wage and price
controls, or even centralized credit allocation, i.e., economic planning.

Industrial policies have an unpromising track record in England and Western Europe, and
command-type planning in the communist countries is a disaster. Nevertheless, many insist that
industrial policy can work, and that'it has worked —particularly in fapan,

Japan after World War 11 is clearly a great success story. Between 1957 and 1973, its economy grew
at an average annual rate of 10 percent in real terms, while Japanese workers’ real wages tripled. Since
the mid 1960s, Japan has ranked third in total GNP behind the U.S. and the UL.5.5.R., but ahead of West
Germany and France. Throughout this period, unemployment has been unbelievably low—averaging
between 1 and 1.8 percent in the 1960s and early 1970s. Although the growth rate of the economy has
slowed in recent years, it is still impressive; and of course, the success of japanese manufacturers in
America and Europe is legendary.

It is also clear that Japan has achieved its success in tandem with a degree of “partnership” be-
tween big business and planners in the government’s powerful bureaucracies that is quite unusual by
Western European or American standards. fapan has pursued an industrial policy, and its economy has
grown spectacularly. For that reason it is important that we Ameticans understand their past
experience while we contemplate our own future.

In the upcoming months, the MANHATTAN REPORT will explore the emerging debate on in-
dustrial policy in America in light of the lessons we can learn from Japan. In this issue, we interview Dr.
Hugh Patrick, Professor of Far Fastern Economics and the Director of Yale University’s Economic
Growth Center, on the refative importance of planning ta Japanese economic growth. Thomas Pepper,
Director of Hudson’s Corporate Environment Program, and jimmy Wheeler and Merit fJanow, both of
the Hudson Institute’s Professional Staff, discuss the implications of japanese industrial policy for
America, based on their recently completed report to the Departments of Commerce and State, and
the Trade Representative’s Office. Finally, we consider the Honda Motor Company’s rise to promi-
nence—as George Gilder tells it, in an excerpt from his forthcoming book,
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The Japanese Economic Miracle:
An Interview with Hugh Patrick

Manhattan Report—Is Japan an example of a suc-
cessfully planned economy?

Hugh Patrick—Japan is not a planned economy
in the sense of the Commanist bloc nations. Most
resources in Japan are allocated through the
private sectar; and their government is small
‘relative to other advanced industrial nations. The
government owns very little of the means of pro-
duction.

lapan has had five year economic plans, but
they were “indicative’ They were essentially pro-
jections of what the government thought the
growth rate of the economy was going to be. They
were used to help the state formulate its macro-
economic policies and budget priorities, such as
how much the Ministry of Transportation or the
Ministry of Construction could likely plan on
spending, and so forth. The five year plans did not
set specific industry targets, nor were they binding
on the allocation of public or private sector
resources.

MR-—Haw about the “industrial policy” of the im-
portant government bureaucracies, such as the
Ministry of International Trade and Industry
(MIT?

Hugh Patrick— The essence of Japanese industrial
policy was the selection of industries or groups of
industries to receive differentially favorable or un-
favorable tax, finance, or technology import treat-
ment, etc.,, relative to other sectors, giving them a
leg up in the market place.

Onthe broad sectoratlevel, it is clear that dur-
ing the fast growth period, roughiy from the mid
1950s to the mid 1970s, Japan consciously
affocated resources not to housing or consumer
credit, but to business; and particularly to certain
big businesses. Agriculture, which was a lagging,
not a leading, growth sector, also received special
help. During this period in the U.S., on the other
hand, we allocated resources to aerospace and
defense, to agricuiture, and to housing —the latter
through the favorable tax treatment of mortgage
interest payments, So, in this sense, the U S, also
made “industrial policy”” decisions, although our
priorities were different,

You must keep in mind the profound differ-
ence in the position of the American economy
versus that of Japan or Germany at the end of the
war. Japan was devastated, in desperate straits.
They knew that reconstruction of their industrial
base had to have priority; reaping the fruits, in
terms of more and better housing, would have to
come later, Alsg, having lost the war and their em-
pire, sacrifices could be asked of everybody.

We must afso distinguish between the broad
support government policy gave to all industry,
such as import quotas.and tariff protection for
manufactured preducts, and the differential ad-
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vantages to specific, targeted industries,
MR—Did Japanese manufacturing firms grow
through exploiting the domestic market, or were
they export oriented from the start?

Hugh Patrick—One of the misunderstandings
about Japan is the rofe of foreign trade, Japanese
exports as a share of their GNP are really quite
low--12 or 13 percent—compared to the Euro-
pean Common Market countries. Almost every
industry that has grown in Japan grew initially in
the domestic market. Same of them achieved suf-
ficient strength to compete in world markets, but
that came later,

MR —That sounds like the American pattern in the
late T9th century and early 20th century.

Hugh Patrick—That's right. We take for granted
the free trade environment in the post World War
it era; we forget our own very extensive history of
protection for manufacturing enterprise.

To return to Japan in the high growth period,
one may say that the planning bureaucracy, such
as MITI, aimed mostly to identify and favor in-
dustries it perceived as future “winners, thoughto
some  extent it also helped “losers” to
“rationalize!’ The two losers in the migd 1950s and
1960s were cotton textiles and coal mining, They
continued to protect these industries from im-
ports. But oif was allowed to replace coal in many
cases; and textile firms were encouraged to scrap
some spindies and move into synthetic fibers and
other materials,

fn other industries where an “excessive”
number of firms developed, the government at-
tempted to encourage mergers. The automobile
industry is an excellent example. But the remark-
able thing was that the gavernment’s policy was a
faiture. They did not succeed in bringing about
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“In the rapid growth era...private sector dynamism was so strong
that the government'’s role was more to restrain demand

than to stimulate it.”" —Hugh Patrick

industrial consolidation nearly to the extent that
they hoped to do. And in retrospect, it was prob-
ably wise that the industry was aflowed to evolve
on its own. Certainly the idea that the market was
saturated proved, in retrospect, to be in error.
There are now some half-dozen major auto-
mobile firms in Japan*

The automobile industry is a very good ex-
ample of a non-strategic industry that grew
without differentially beneficial or unique govern-
ment favors. Like virtually all industries it grew ina
protected domestic market because the demand
for automobiles grew; and then it began to
penetrate international markets.

For that matter, the consumer electronics in-
dustry was never selected by the government asa
priority industry, either.

MR—But these two industries are the ones we in
America virtually identify with the competitive
threat posed by “Japan, Inc”

Hugh Patrick—The japanese government did
favors for every industry, and there were many
industry-specific tax benefits, accelerated depre-
ciation measures, etc., that existed also. But
neither automobiles ar consumer electronics got
really special deals. And domestically, competi-
tion in these industries was strong. A lot of firms
could and did enter, and many were shaken out.
As a whole, they grew very well outside of MITI's
industrial policy.

The steel industry, on the other hand, was

one of the favored few. But here too, the industry
grew primarily in a domestic setting, although
Japanese firms did export maybe a fifth of their
output to Southeast Asian countries. It wasn't
really until the late 1960s that the steel industry
could compete internationally, particularly in
America and Europe.
MR-Did industrial policy aim ultimately at
creating export industries? Did the government at-
tempt to foster monopolies among their favorites?
Hugh Patrick—No. | think the general strategy of
industrial policy was to identify industries re-
garded as important for the domestic economy
and then nourish their growth. But within the con-
text of special measures, and given the import
protection umbrella, the government did foster or
create a number of firms that could compete with
each other to reduce price, improve quality, in-
novate technologically and so forth. Take petro-
chemicals, for instance. Instead of allowing one
firm to develop multiple plants, MIT! would insist
that new firms be set up, quite often as subsidiaries
of companies in related chemical fields. The aim
was to have four or five competitors, rather than
just one huge firm.

*See The Entrepreneur, po12 infra.

MR— This seems to be a different pattern than the
one pursued by many developing countries ena-
mored of planning, where specially favored
import-substitution industries are state monoplies.
Hugh Patrick-Most countries that have pursued
import substituting industrialization have been
much Jess successful than Japan. They have been
content to stay behind their protected domestic
market, but without the vital internal competitive-
ness that existed in Japan. Another difference has
heen that when the Japanese industry became
reasonably strong in a global context, the special
trade protections and government incentives
have been removed.

I'd like to add here that we mustn‘t think
Japanese planners picked winners flawlessly. The
government tried to develop some industries that
failed, or at least did not succeed alt that well; and
we tend to forget about these. Commercial air-
craft and shipping are good examples. The pri-
vate, commercial banks were not willing to follow
government leadership, because they did not see
great profit opportunities. Banks were willing to
follow the government’s strategic industry policy
when they saw great prospects. But simply be-
cause the government laid its blessing on an
industry, or made funds available to it, did not
mean that the banks would follow. And they were
not required to follow. The credit allocating mech-
anisms of the Japanese were much freer, looser,
and market-oriented than some writers about
Japan imply.

Indeed, looking at Japanese industrial devel-
opment as a whole in the postwar period, | think
the predominant source of its success was the en-
trepreneurial vigor of private enterprises that
invested a great deal and took a lot of risks, The
main role of the government was to provide an ac-
comodating and supportive environment for the
market, rather than providing leadership or direc-
tion. Unquestionably, government planning
hodies were important in a few industrial sectors,
but not in many others, which flourished on their
own, That's why | have always felt that, when
lonking at Japan, the real question is, what made
entrepreneurs so willing to invest so much, so will-
ing to take so many risks?

After all, it is not as if the government guaran-
teed the existence of all firms, or eventhose inthe
favored sectors. When an industry is in trouble
because of a recession, or because of structural
difficulties, they will try and help it over the rough
spots. But not everyone will continue as before.
They do not guarantee specific firms. If a par-
ticular firm makes bad decisions they are willing to
fet it go down the drain.

MR- Does, or can, lapan pursue industrial policy
as it used to?
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“The total tax taken out of Japanese personal income is

Hugh Patrick—The situation is quite different
than it was ten or twenty years ago. There are
many more interest groups in the political process
to be satisfied. You cannot ask people for the same
types of sacrifices,

Another point is that when Japan was a fol-
fower nation catching up, it could look to the U.S.
for a model of what its future industrial structure
might be. The future is now much more uncer-
tain; it is harder to pick who will be the winners
ten or twenty years down the road.

Moreover, Japanese firms in many industries
now face competitive threats from the rest of the
world, and they must pay attention to the prob-
fems of adjustments even more so than in the past.

In some textiles, for instance, Japan is facing
stiff competition from the developing world. And
in any energy-intensive industry, such as petro-
chemicals, pulp and paper, aluminum, etc., the
future is not bright at all,

Finally, Japan is no longer the protected
market it once was. The domestic market is open
to imports, which implies relatively less ability on
the part of government to channel investment
through trade policy, or, as in the days of adverse
trade balances, through control of foreign ex-
change.

MR—On the other hand, the government, in
tandem with business, some argue, is gearing up
for a major assault in the high technology areas,
like computers.

Hugh Patrick—The government clearly en-
courages research and development (R&D)
through tax policies and other measures, though
much less through direct government spending
than in America. The lion's share of our R&D is
defense related, and they don’t have that. A far
greater proportion of their R&D goes to commer-
cial purposes,

On this computer business, | would be a little
wary. The government may end up spending a
great deal, and it may be to ultimate good effect
for Japanese industry. But even if this happens,
one will be unable to conclude that the govern-
ment had been the indispensable, vital factor,
After all, the amount that the private sector spends
on its own is not unrelated to what the govern-
ment spends. just because the government spent
it would not mean if they didn't, the private sector
would not have.

What we can learn from the Japanese is the
importance of thinking through long-run strategy
about how a society and an economy should de-
velop; and the importance of fostering a set of in-
stitutions and policies within which entrepreneurs
can operate, investors can invest, and, in general,
the economy can grow. With growth, problems of
unemployment do not loom so menacingly, and
paying for the problems of growth is much easier.
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substantially less than in the U.S"
—Hugh Patrick

| think that is the essence of what might be
called supply-side economics, Japanese style: to
provide greater inducements for savings and in-
vestment, research and development, and tech-
nological innovation; and to keep government
Macroeconomic  activity  within  reasonable
grounds accordingly. We seem to be groping for
some American eguivalent.

The Japanese are, however, very pragmatic
about economic policy and do not believe very
much in the invisible hand. That's why there is
much greater tolerance for positive intervention
and leadership, although the government does
not try to command too many resources for its
own use, or crowd out private investment, as it
were. The Japanese, for instance, distrust so-
called “excessive” competition, and tend to be
quicker generally than Americans to seize upon
“market failure” as a reason for government
intervention.

MR-—Quicker than Americans? That's hard to
believe.

Hugh Patrick—On the other hand, their
understanding that the world is the relevant
market, and not Japan, is a big practical difference
in their attitude toward antitrust and giant enter-
prise.

MR-—-Would you attribute low levels of govern-
ment spending on social programs, or defense —
or budget balancing-as a positive growth factor?
Hugh Patrick—In the rapid growth era until the
early 1970s, private sector dynamism was so
strong that the government’s role was more to re-
strain demand than to stimulate it. It opted for
small government—little on defense (for other,
very sensible reasons) and social welfare-—and a
balanced budget. It was a classic case of relatively
tight budgets and relatively easy money.

The story has been very different since the
first oil shock. Private saving continued at a very
high rate while business investment stowed. Once
the inflationary surge of 1973-74 was brought
under contral the government engaged in a very
stimulative fiscal policy, with budget deficits much
greater than those in the United States. At the
same time it tackled problems not handled in the
high growth era, notably social welfare, pollution
control, and housing,

it is not widely known that since 1970 there
has been a substantial increase in government
spending in social welfare areas: its share of
GNP doubled, rather quietly, from about 5 per-
cent to about 10 percent. Since the U.S. share is
around 12 percent, the Japanese are now ap-
proaching our level,

They have had nationat health care programs
for along time, and there are of course arguments

{Continued on back cover}
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