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INDUSTRIAL POLICY FOR INTERNATIONAL

COMPETITIVENESS

A Case Study of Industrial Policy

in the Iron and Steel Industry of Japan

by Gwendolyn R. Tecson

Inspite of official and unofficial disavowal on the Japanese
side of the ‘Japan. Inc.’ thesis, somehow the belief still persists

that the Japanese government had engineered the industrial

growth of postwar Japan through its so-called ‘industrial policy’.

The image cvoked 1s that of government issuing out directives
which were then fulfilled to the letter by industries and firms
or of heavy subsidization of preferred industries (such as steel,
autos, electronics)in the process of :E.E::W them to gain
superiority in international markets. In turn such subsidiza-
tion system, carried out through various government controls
on the market mechamsm, had provided the government with
tool-proof sanctions against industries or firms that went

against well-defined plans of government.

A major reason for the persistence of this ‘myth’ is the lack
of transparency of the Japanése industrial policy itself. That
is, those who have argued against it have generally failed to
support their claim with convincing evidence on the degree of
the government’s policy intervention into resource markets
and industry activitynor on the degree of effectivity of such
intervention.

This is precisely the lacuna that the study wished to fill by
inquiring into the manner and degree of intervention of Japa-
nese industrial policy in the process of nurturing domestic
industries into the position of international competitiveness.
The ultimate objective was to derive n.osoovEE and policy

implications from the Japanese experience relevant to contem-
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porary developing country efforts at policy-making for indus-
trial development. Such a task demanded coverage and analy-
sis of the whole set of policies for industry nurturing and
industrial organization which had been adopted by govern-
ment. However, since the simultaneous analysis of such poli-
cies on an interindustry basis was beyond the capacity of one
researcher, the scope was limited to a specific industry, i. e.
the iron and steel industry which is generally considered the
core of the heavy industrial sector of Japan and the ‘symbol of

her industrial policy’ (Imai, 1976).
Organization of the Study

The study was organized as follows: Chapter I presented a
brief survey of literature on industrial policy, the scope of the
wn:mv& and the general methodology for analysis To provide
the reader with information on a number of issues to be ad-
dressed in the paper, Chapter Il presented an overview of the
Japanese 1ron and steel industry in terms of its industrial
and organizational characteristics, development experience,
and the sources of its competitive strengths and weaknesses
during the postwar period. However, given the premise that
the postwar industry development phase was but part of a
historical continuum, Chapter III probed into the historical

roots of Japanese industrial policy in the prewar period, start-

ing from the introduction of the modern steel industry into
Japan with the establishment of the government-owned
Yawata Ironworks. Then, the core chapters, Chapters IV and, V,
analyzed the major trade, fiscal, and financial policies applied
for industry nurturing in the postwar period as well as the
various types of policy intcrvention into industrial organiza-
tion. The degree of policy intcrvention and some of their possi-
ble effects on rclevant industry variables were evaluated,
along with an assessment of implications of such policies on
short-run efficiency. The final chapter then presented the main
features of Japanese industrial policy and drew out their
implications relevant to presentday developing-country poli-

cy-making.

Industrial Protection and Promotion Policy

The results of the evaluation of the postwar industrial incen-
tive policy are straightforward and run counter to any extrcme
version of the ‘Japan, Inc. thesis. Apart from government
direct subsidization of its own ironworks during the prewar
period, the military control of the industry during World War
11, and the short-lived subsidization scheme of the immediate
postwar reconstruction period, the degree of protection and
promotion of the industry was found to have been surprisingly

modest. Inspite of the quantitative controls on imports and
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foreign exchange of the 1950s, the Control Regime was found
to have provided only a moderate implicit protection to the
industry, and hence, modest penalties on user industries, in
general, of the import-controlled steel products. This was
concluded from the finding that the weighted average of
domestic price divergence from world prices of steel products
was only about 14% during the Control Period, 1. e., lower
than the 15% explicit tariff on such products at the time and
during the Liberalization Period after 1960. Fiscal incentives
to investment under the Rationalization Programs of 1951—
65 came 1n the form of accelerated depreciation allowances on
specifically designated rationalization machinery and techno-
logy-related equipment as well as tariff exemptions on impor-
ted rationalization machinery. On the other hand, financial
incentives in the form of preferential access to domestic curren-
cy and foreign currency loans at lower-than-market rates of
interest were provided by government financial institutions,
specifically by the Japan Development Bank.:---- and through
it, by the World Bank:-:---to encourage investment in new
equipment embodying more efficient technology. Estimation
of the subsidies implicit in the above multiple incentive
package showed their largest concentration during the Second
Rationalization Perod, i. e. during 1956—60. However, taken

together, they would have covered at most only 10% of

(gross) investment during the peak %mmnm of the Rationaliza-
tion Program (1957—60). Moreover, about half of such implicit
subsidies did not use up domestic savings as they were provi-
ded in terms of low-interest World Bank loans guaranteed by
the Japan Development Bank.

Raw-material sourcing activity was also subsidized through
cash subsidies to specialized ports and through preferential,
low-interest financing from government financial institutions,
particularly the Japan Export and Import Bank. Excluding
the indirect subsidies to the industry via the incentive policy
to the shipping and shipbuilding industries, total fiscal and
financial subsidies covered less than one percent of the value
of raw material imports. On the other hand, the imphcit
subsidization of the industry’s exports under the various
types of fiscal and financial incentives provided under the
general Export Promotion Policy was found to have becn no
more than 3 to 4% of the value of (direct) steel exports.

Thus, assuming additivity of implicit subsidies to the vari-
ous industry activities cited above, the over-all rate of promo-
tion of industry, excluding the implicit protective rate of the
Control Regime, would have come up to less than one percent
of industry output(or from 2 to 5% of value-added during the
second half of the 1950 s), a rate that can he considered

modest by any standard.
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How large were the induced effects of such policies vis-a-vis
their direct costs in terms of resource trannsfers to the indus-
try? Given the obvious limitations of attempting to measure
the differcnce between ‘policy-on’ and ‘policy-off’ scenarios,
our results suggest short-run net costs of industry-nurturing
policy. In particular the major portion of the implicit subsi-
dies, namely those originating from the fiscal and financial
incentives to investment, were found to have induced net
investment much less than the absolute value of the subsidies.
Moreover, the induced export revenue increase would have
failed to cover the value of the implicit subsidy on the indus-
try’s exports because the price clasticity of export demand
was not high enough. Such short-run inefficiencies, however,
must have been recouped in the long haul, given the long-run
price declines of the industry’s products, higher-than-average
capital and labor productivities, vigorous investment and
export activity which had certainly contributed to the high
growth performance of the economy. Nevertheless, there was
no edivence of massive resource transfers and correspondingly

large impact of policy.
Industrial Ovganization Policy .

A possibly even clearer argument against the validity of

the ‘Japan, Inc. thesis is offered by the findings on the degree

of effectivity of the industrial organization policies applied to
the industry. Analysis of the MITI-supervised de facto cartel
price policy showed that it had limited effectiveness in stabi-
lizing market prices of designated steel prodcusts, especially
during the recessionary periods when price stabilization was

considered most urgent. Further analysis of the cartel-suppor-

"ting measures, namely the production curtailment policy and

investment coordination policy likewise ?.o<.aoa evidence of
limited effectivity in terms of strict compliance by firms to
policy recommendations. In the case of the former, compari-
son of MITI-recommended production cuts and actual produc-
tion volume showed the integrated steel firms, which were
usually charged with supervision of compliance with the
directives, could not be said to have always scored better
than other cartel members in terms of prompt and strict
compliance with the proposed cuts. Moreover, outsiders or
non-members to the cartel, albeit relatively unimportant in
terms of market shares, were found to have generally in-
creased production during times of recommended production
curtailment, thus tending to reduce the effectivity of policy.
Moreover in the case of investment coordination policy, altho-
ugh 1t was able to bring together the principal steel producers
to exchange information on investment plans,there was little,

if any evidence, that consensus had been reached on an accept-
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able standard for investment allocation. Such findings on
the limited effectivity of the price cartel policy and its suppor-
tive measures underscore the inherent difficulty of achieving
any policy objective that runs counter to the competitive drive
of private firms. Indeed they hardly support the ‘government
commands, private sector follows’ parody of Japan’s industri-
al policy. ’

Such policy attempts at price, production, and investment
coordination, nevertheless, met with some response as a result
of the merger of the two largest firms of the industry. The
resulting creation of a dominant industry leader fitted well
the objectives of the MITI’s industrial reorganization policy 1n
the latter half of the 1960s. However, our analysis showed
that although the theoretical expectations of scale merits in
distribution, production, management efficiency were realized
to a limited degree after the merger, the dominant firm’s
emergence as a price leader showed some evidence of increased
maket power and an inflationary bias during the already
inflation-prone period of the 1970 s. Thus, therefore, calls for a
re-examination of the premises of industrial organization

policy itself.

Relevance to Developing Country Policy-making for
Industry Development

The results of our analysis, while suggesting the lack of vali-
dity of the ‘Japan, Inc. thesis in the case of an industry
which is said to symbolize Japanese industrial policy, never-
theless provided several insights 1nto efficient policy-making
for industry development based on the Japanese experience.

First, it was seen earlier that the protective and promotion
policy adopted did not lead to excessive price and resource
market distortions on a continuing basis. Implicit protection
was kept generally low even during the period of strict quan-
titative controls on imports and foreign exchange because of
the low-steel price policy of government which monitored
foreign and domestic price divergences and which eased
import controls during periods of excess domestic demand. In
the case of promotion policy, the degree of implicit subsidiza-
tion was found to have been rather modest, as a result of sev-
eral factors. Cash subsidies were rare and when granted, were
hardly substantial in amounts, relatively speaking. Tax incen-
tives generally took the form of tax deferrals. Moreover the
possible distortions and shortrun inefficiencies due to policy
were of limited duration because of the temporary nature of
policy application.

Secondly, inspite of the relatively small quantitative im-
portance of the implicit subsidies, these were selectively

applied and concentrated on the areas considered to be the
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sources of the industry’s lack of competitiveness vis-a-vis its
foreign counterparts. Incentive policy was thus not only
industry-specific, but also ‘problem-specific’ leading possibly
to a more intensive promotional package than would have
been achieved if incentives were dispersed over a wide range
of industry activities.

Thirdly, the well-defined export-orientation objective of the
industry’s rationalization program induced firms to adopt
technologies that would sharpen their long-run competitive
edge. Indeed, the over-all export--promotion strategy, based
on the dynamic view of Japanese industry development as
an cvolution from import-substitution to exportation, ensured
the success of the industrialization drive itself in helping to
break the limits to growth inherent in small, domestic markets
and to ease the balance of payments constraints to further
development.

Furthermore, the limited effectivity of policy intervention
into industrial organization implied that the apparently
‘heavy-hands’ government intervention into industrial organi-
zation was 1n fact flexible enough for the private sector deci-
sions to prevail. In turn this implied that there was ample
room for the market mechanism to operate, educing the poten-
tials of private firms which were the primary engine of Japan’s

high growth phenomenon.
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