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Abstract

Prewar Japancse cconomic development was driven by rapid agricultural
growth. The subscquent growth in income generated an industrialization process
in which small firms and factorics played an important role. However, these firms
faced scvere problems in penctrating forcign markets. Establishing a marketing
nctwork capable of export was subject to increasing returns to scalc and scope.
Thus the successtul transition to becoming a manufactured good exporter involved
solving a coordination problem. This coordination problem was solved through the
interaction of both the state and individual entrepreneurs. Trading companies
served as the institutional mechanism for the solution.

1. Introduction

Japanese industrialization and growth have become the envy of the world.
In fact, a large literature has evolved which seeks to try to explain this
impressive performance. Much of this literature is centered on the postwar'
rather than the prewar period. However, the rapid overall growth of the
Japanese economy began with the Meiji restoration in the late 19th century and
agricultural growth was actually occurring as early as the Tokugawa period
(17th and 18th centuries).

An excellent book on postwar Japan has been written by Takafusa Nakamura (1981).
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It is with the earlier, prewar, period that this paper will be concerned with.
Rapid growth was occurring even then and the foundations of the modern
Japanese economy were being established. In particular, a growing agricultural
sector provided the stimulus for the rapid expansion of traditional
manufacturing activities. Thus much of Japan's early economic success was the
result of a rural based process of development supported by traditional
institutional and organizational forms.

The above characterization is now widely accepted by scholars. However,
what is less understood is the mechanism by which traditional or cottage
manufacturing was transformed into modern industry capable of aggressively
penetrating foreign markets. That is, how was the transition to outward oriented

economic development accomplished?

The answer provided in this paper involves an institutional innovation
which promoted both the modernization of manufacturing and the development
of export markets. Specifically, it will be argued that trading companies
provided the means by which the above objectives were achieved. In addition,
the government played a crucial role in this entire process by promoting the
development of trading companies as the solution to a coordination problem
which plagued Japanese development.

The outline of the paper is as follows. Section 2 of the paper will briefly
summarize the data concerning growth rates, structural change, and the
composition of manufacturing and exports for Japan for the prewar period.
Section 3 will discuss the theoretical model which will be used to try to explain
the transition from traditional to modern, outward oriented industrialization.
Section 4 will apply this theoretical structure to Japanese experience. In this
connection, the role of general trading companies in fostering export oriented
development will be analyzed in Section 5. Section 6 will summarize the paper.

2. Overview of the prewar Japanese economy

Table 1 presents data on prewar Japanese growth rates of gross national
product and gross national product per capita. These are lower than that
achieved in the postwar period (Minami, 1986), however they are still
impressive. For all of the time periods presented, the standard of living in Japan
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was rising. Table 2 presents growth rates for the primary” and the mining and
manufacturing sectors. As can be seen, the growth of real gross domestic
product was much higher than that for the primary sector. However, the latter
is relatively high by today's developing country standards. Moreover, if one
compares the growth rates for agriculture in Japan, Germany, Denmark, France,
the U.K., and the U.S.A. for the 1880-1930 period, the Japanese growth rate
(1.62) is second only to that of Denmark. Thus productivity in Japanese
agriculture grew relatively rapidly by world standards.

During the time period 1874 to 1939 exports grew at an average annual rate
of 6.8% compared to 5.8% for imports. The export to G.N.P. ratio grew from
3.2% to 16.1% while the import to G.N.P. ratio grew from 6.0% to 18.2%. Thus
as mdustrialization took place the entire Japanese economy became increasingly
outward oriented with exports growing faster than imports (Yamazawa, 1990).
Of course, structural changes accompanied the economic growth. The primary
sectors share in gross domestic product declined from a high of 44.7% in 1888
to 18.3% in 1938. The same figures for mining and manufacturing were 12.8%
and 35.2%, respectively (Minami, 1986:1 17). The composition of exports and
imports also changed dramatically. With respect to exports, the share of primary
products declined from 47.1% of total exports in 1874-1880 to 6.7% in 193 1-
1939. Alternatively, the share of manufactured exports increased from 52.9%
to 93.3%. With respect to imports, the share of primary products rose from 8.0%
to 59.2% while that of manufactured products fell from 92% to 42.8% (Minami,
1986:227-31).

An additional characteristic of Japanese prewar industrialization deserves
comment. For much of the prewar era it was light industry which represented
the bulk of the manufacturing sector. This is illustrated in Table 3. Up to and
including 1920 production from light industries made up well over half of all
manufacturing production. Even as late as 1938 light industry made up almost
40% of all manufacturing. Among the light industries, textiles played an
extremely important role. Again, examining Table 3 one can see that textile
production accounted for about one-fourth of all manufacturing output.

Primary includes agriculture, forestry, and fisherics.
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Table 1

Growth Rates

Time GNP Growth Per Capita Growth
1889-1890 3.53 2.68
1891-1895 3.12 2.19
1896-1900 2.25 1.15
1901-1905 1.84 0.66
1906-1910 2.29 1.16
1911-1915 3.35 1.99
1916-1920 4.77 3.66
1921-1925 1.93 0.67
1926-1930 2.53 1.03
1931-1935 4.98 3.62
1936-1938 5.07 4.12
1889-1938 3.15 2.14

Adapted from: Ryoshin Minami, The Economic Development of Japan:A Quantitative Study (Hong Kong:
The Macmillan Press Ltd., 1986), p. 43.

Table 2
Growth Rates
Time Primary Mining and Manufacturing
1889-1900 1.37 591
1901-1910 1.66 5.82
1911-1920 1.62 6.40
1921-1930 0.75 4.82
1931-1938 1.30 8.88
Prewar Average 1.34 6.25

Adapted from: Ryoshin Minami, The Economic Development of Jupan: A Quantitative Study (Hong Kong:
The Macmillan Press Ltd., 1986), p. 102.

With respect to trade, the same sort of pattern emerges. As can be seen by
examining Table 4, the bulk of Japanese exports in this time period were
produced by light industries. Once again, textiles turn out to be the most
important of light industries. Furthermore, an increasing amount of this trade
was direct in nature. The term direct trade, imports and exports, refers to the
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Table 3
Shares of Manufacturing Output

1877 1900 1920 1938
Textiles 10.1 25.5 27.8 23.6
Light Industry 68.6 72.7 584 38.1
Heavy Industry 13.6 133 30.4 51.4

The Macmillan Press Ltd., 1986), p. 131.

Table 4
Composition of Commodity Exports
Period Light Industry Textiles Heavy Industry
1874-1880 40.7 38.6 7.6
1881-1890 46.4 450 12.0
1891-1900 53.7 52.0 13.1
1901-1910 58.2 537 14.9
1911-1920 60.4 555 19.7
1921-1930 71.5 66.3 12.6
1931-1939 54.3 47.6 27.0

Adapted from: Ryoshin Minami, The Economic Development of Japan: A Quantitative Study (Hong Kong-
The Macmillan Press Ltd., 1986), p- 227.

trade conducted or carried out by Japanese nationals rather than foreigners.
Thus direct trade excludes "foreign merchants as go-betweens" (Yamazawa,
1990:250). For the period 1870 to 1900 statistics for Japan proper indicate that
the direct export ratio, direct exports divided by total exports, rose from close
to zero to 35% while the direct import ratio rose to 40%. From 1901 to 1936,
the statistics are not available, but Yamazawa (1990:110-111) estimated these
ratios from statistics on record from the ports of Kobe and Yokohama. They
indicate that by 1920 the direct import ratio had risen to 90% while the direct
exports ratio rose to over 80% in the 1930s.

Thus industrialization in Japan involved an increased openness to
international trade (much of this trade was direct in nature), an expansion in
agricultural productivity, and the rapid growth of manufacturing, especially
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light manufacturing. How is this economic success to be explained?
Specifically, how was light manufacturing able to achieve the ability to
penetrate foreign markets? In the next section of this paper, several explanations
for this success will be reviewed.

3. Transition from the traditional to the modern

Tomlinson (1985) indicates that there are two general explanations of the
economic transformation of Japan. The first explanation is sometimes referred
to as the "growth from above" hypothesis. It argues that the crucial event in the
transformation process was the coming to power of an elite group of Samurai
administrators in 1868. These administrators used the powers of the state to
foster the activities of entrepreneurs so as to develop a modern industrial sector.
This view has, according to Tomlinson, been largely discredited.

However, there is a modified version of this view that is still regarded by
some as being valid. The economic transformation of Japan is seen to be the
result of the extraction of an agricultural surplus and its utilization as investment
in the establishment and expansion of a modern, manufacturing sector. The
surplus became available as the result of policies carried out after the Meiji
restoration by the state so as to promote the growth of agricultural productivity.
Thus Japan experienced a simultaneous expansion of agriculture and
manufacturing (Johnston and Mellor, 1961).

This view is closely related to the dualistic models of economic
development which originated with the work of W.A. Lewis (1954) and Ranis
and Fei (1961). In these models long-run economic development could only be
successful if a balanced expansion of the agricultural and modern,
manufacturing sector occurs. Most importantly, as Lewis pointed out, the
continued expansion of the modern sector was dependent upon the growth of
productivity in the traditional agricultural sector. However, such increases in
productivity are not enough to lead to development. If producers in the rural
sector were allowed to keep the productivity increases then the opportunity cost
of labor to the modern sector would rise thus cutting into profits and investment
there. The trick was to somehow transfer the fruits of increased productivity out
of the rural sector.

In the Japanese case this was achieved through the utilization of a land tax.
A land tax had existed in Japan prior to the Meiji restoration; however, it was
regularized and converted to a cash payment during this period. It was this
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surplus that was then utilized by the elite of the Meiji state to finance the
development and rapid expansion of the modern, manufacturing sector.

An alternative explanation of Japanese economic development has arisen
in opposition to the "growth from above" view. It originated with the work of
James Nakamura (1966). He argued that the estimate for agricultural growth
during the Meiji period overstated the actual growth which occurred. This was
a result of the fact that the level of agricultural production in the early part of
the period was significantly underestimated. These figures were originally
collected for tax purposes and thus peasant farmers understated output figures.
More importantly, Nakamura emphasized that previous scholarship had ignored
the significant increases in agricultural productivity which occurred during the
Tokugawa period (1600-1868) which was prior to the Meiji Restoration.

Hanley and Yamamura (1977:20) estimated that rice production expanded
by at least one-quarter of a percent annually between the late 17th and middle
19th centuries. By historical standards, this was quite rapid growth. Of course,
the state during the Tokugawa period attempted to capture much of this
increased agricultural surplus via a land tax. During the early part of the
Tokugawa period the burden of this tax must have been very high. However, in
the 18th and 19th centuries it appears that the burden of the rice tax on
agriculture significantly diminished. Evidence supporting this conclusion is
provided in the work of Smith (1988:53-59). He has gathered tax data for
eleven villages starting from the late 1600s until a little after 1850. This data
concerns the assessed yield of the farm land and the land tax as a percentage of
assessed yield. Since agricultural productivity was steadily rising throughout the
period one would have expected the assessment of the yield of land (for tax
purposes) would have also risen. However, it appears that from about 1700 on,
land ceased to be surveyed and assessments changed very little.

If assessed yields did not rise, one would have expected that the rice tax as
a percent of assessed yields would have risen. However, once again the
evidence indicates that there was very little change in the proportion of assessed
yield taken by government in the form of tax (Smith, 1988). Thus it would seem
that the benefits of increased agricultural productivity remained within the
agricultural sector.

The inability of the government to capture the increased production meant
that the foundation for the development of a landlord-tenant system of small,
household farms was established. The surplus of the land could now be captured
in the form of rent by the owners of land. In fact, a market for the renting of
land began to develop even though this was forbidden by the feudal authorities.
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Therefore a class of landlords began to develop but, because of the small scale
of Japanese rice agriculture, these were cultivating landlords, not absentee.

That the rural areas prospered relative to the large, urban areas (castle
towns) during much of the Tokugawa period is supported by other sorts of
evidence. Smith has pointed out that premodern growth in Europe was
characterized by significant urban growth. However, in Japan during the 18th
and the first half of the 19th centuries the castle towns either stagnated or
declined and the biggest declines occurred in regions with rapidly growing
economies. This decline in castle towns was accompanied by the development
of trade and cottage manufacturing in rural areas. Farmers in slack time periods
took up a variety of non-agricultural employments that were complementary,
in terms of time, to their agricultural activities (Smith, 1973:127-128). Thus by
the end of the Tokugawa period, Japan was characterized by a particularly
vibrant cottage manufacturing sector made up of very small household firms
catering to the strong demand emanating from the growing agricultural sector.

The trend with respect to land taxation continued into the Meiji period (late
19th and early 20th centuries). In 1873 the new Japanese government
reevaluated the value of all agricultural land and set an annual tax of 4% of
assessed value. However, as Yamamura (1986:49-51) has shown, the tax reform
led to tax reductions of 10% or more for fourteen of thirty-one prefectures and
increases of 10% or more only in six. In addition, it has been estimated that the
value of Tokugawa feudal revenues in the early 19th century were
approximately 103 million yen/year and that Meiji tax revenues (1878-1880)
were 71.4 million yen/year. Finally, in January 1987 Meiji officials lowered the
overall tax rate (Smethurst, 1986:49-51).

All of this implies that much of the increased productivity of the agricultural
sector remained with the farmers and that per capita income in this sector was
rising. The latter generated growth in the market for simple manufactured
goods, such as textiles and simple household goods. The expansion of
employment opportunities resulted in increasing numbers of Japanese becoming
part-time farmers by taking up non-agricultural work. Much of this involved
"farm households becoming involved in cottage industry production based on
orders from wholesalers, day labor, commerce or other nonagricultural
traditional industry" (Nakamura, 1981, 118-119).

With the Meiji restoration, the government of Japan sought to actively
promote the development of manufacturing. In an attempt to achieve the same
goal many of today's developing nations have pursued an import substitution
strategy in which tariffs, quotas, etc. are used to keep out foreign produced
goods so as to allow the development of domestic manufacturing. Japan, during
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the early part of the Meiji period (1868-1899), was unable to utilize such
policies. This was due to the fact that foreign powers had imposed treaties on
Japan which limited export and import duties to 5 % on most items. Inflation
gradually reduced the real values of these tariffs and it was not until 1899 that
Japan regained partial tariff autonomy. However, even after gaining tariff
autonomy Japanese tariff rates did not rise as high as they have in many of
today's developing nations. By international standards for the early part of the
20th century "Japan's tariff rates were moderate in nature; the average rate (T)
was only 24% at its peak in 1931, compared to a peak of 50-60% in the U.S.A."
(Minami, 1986:352) Most importantly, tariffs in Japan were not prohibitive and
this meant that Japanese firms had to face international competition.

The government, early in the Meiji period, undertook a number of other
initiatives to promote economic development. In 1872 the Japanese government
began establishing a nationwide educational system. All railway and telegraph
development up until the late 19th century was financed and managed by the
government. In addition, the government established and managed model
factories and plants in a number of industries (silk reeling, cotton textiles, brick,
glass and cement, and shipyards). However, financial crises led the government
to sell off most of these operations to private interests. Francks ( 1992:105)
points out that many of these factories were, under government controls, badly
managed, high cost operations.

However, the strong rural demand for simple manufactured goods provided
opportunities for the establishment of firms by private individuals to produce
to meet this demand. In addition, the fact that the demand originated from the
rural sector, the local customs, culture, and traditions created a demand for
highly differentiated consumer goods (differentiated by variation in climate,
geographical location, local customs). Thus this perspective implies that the
economic transformation of Japan was from the "bottom up". That is
agricultural growth over a long period of time generated large markets for
simple manufactured goods which provided opportunities for entrepreneurs to
establish manufacturing enterprises catering to this market. Thus the role of the
state from this perspective is minimal, whereas private entrepreneurs responding
to market opportunities play the pivotal role.

The major flaw with the above interpretation is that it tends to ignore the
role of international trade in the process of transformation. As the data in
section one indicate, much of the expansion of industry in Japan was in the form
of light manufacturing and this dominated a rapidly growing export sector. Most
production occurred in relatively small factories or workshops. In such an
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institutional setting, how is one to explain the success with which Japanese light
manufacturing was able to penetrate foreign markets?

One might answer the above question by pointing out that this type of
manufacturing was relatively labor intensive and thus it is only natural that
Japan would develop a comparative advantage in such commodities. However,
this answer presumes that exports occur automatically and ignores the problem
of marketing the product. In situations where large firms dominate an industry
the marketing of a product would presumably be carried out by the firm itself.
However, the agrarian based, decentralized process of development in Japan
resulted in industries dominated by large numbers of very small firms. True,
large conglomerates existed; however, they generally produced the raw
materials or intermediate products which were then processed by small firm
sectors into final products (Friedman, 1988). These clusters of very small firms
lacked the resources necessary to create a marketing network for the penetration
of foreign markets and the widespread distribution of goods. How was this
problem solved and what was the role of the state?

4. Japanese experience

Insight into the above problem is provided by the work of Murphy,
Schleifer, and Vishny (1989). They have recently formalized Rosenstein-
Rodan's (1943) work on the theory of the big push. The latter's idea is that the
expansion of a single manufacturing sector by itself is bound to fail. In order to
illustrate his argument, he used an example of a shoe factory. If a shoe factory
is established in isolation, the demand necessary to purchase all of the shoes
will be generated in the form of wages and other factor returns. However, the
employees of the shoe factory are unlikely to spend all of their income on shoes.
Instead, much of the demand would spillover into other commodities and, as a
result, the shoe factory would likely fail.

An alternative would be to invest in a wide variety of industries (big push).
The demand spillovers from other expanding industries are thus likely to
provide a market for the output of the shoe factory and the latter would succeed.
In other words, an investment in a single industry may, by itself, be
unprofitable, but as a component of a wide variety of other investments, it may
prove to be profitable.

For the most part this theoretical perspective is irrelevant as an explanation

of Meiji economic growth. The growth of the agricultural sector provided a
large enough market such that investment in light manufacturing was indeed
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profitable. Thus a coordinated expansion of many industries so as to provide
markets for each other's products was not necessary. The problem was not the
lack of a large enough market.

Having said this, however, a modified version of the formal model
developed in Murphy, Schleifer, and Vishny is relevant. Assume that the firms
in a variety of industries are subject to constant returns to scale, are competitive
In nature, and thus characterized by a large number of small firms. Furthermore,
assume that none of these firms can sell to foreign markets unless a marketing
network exists and that the provision of the services of such a network is subject
to significant economies of scale.

The last statement deserves some elaboration. In order to successfully
market commodities, offices for the storage, marketing, and servicing of the
product must be established in a number of different countries. In addition,
significant investments aimed at guaranteeing uniform quality are necessary. All
of these involve high fixed costs which imply that dramatic reduction in per unit
costs can be achieved by attaining a high volume of commodity traffic.

In addition to scale economies marketing networks are likely to also be
characterized by economies of scope. Once facilities are established for the
marketing of one particular commodity, silk for instance, they can readily be
modified to accommodate the marketing of other sorts of products such as
cotton textiles. Thus significant reductions in per unit cost could be achieved by
marketing a wide variety of products.

All of the discussion so far has been aimed at discussing the marketing of
products for export. However, such networks are also crucial for providing
imported inputs to domestic producers as well as final goods for domestic
consumers. Operations on the import side are also subject to both economies of
scale and economies of scope.

The implication of the above is that the marketing of exports and imports
requires operation on a large scale encompassing a wide scope of products. This
is quite likely beyond the technical capabilities of the small firms which
characterize industry in the above analysis. In addition, the latter most likely
will lack the capital to establish organizations of such size and complexity. It
follows then that successful outward oriented growth would require a particular
sort of institutional innovation. Profitable opportunities exist for entrepreneurs
to establish organizations which could provide the marketing services and
coordination necessary for industries, made up of a large number of small firms,
to penetrate foreign markets.






