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The Effectiveness of Economic Controls:
The Early Postwar Yearsin Japan

Part I1: Political Economy of Economic Controls

By Yoshiro Miwa & J. Mark Ramseyer

Abstract: Despite the many economic studies documenting the problems governments face in
trying to control or guide economic growth, the literature on postwar Japan posits an exception:
during the first three years after World War 11, the Japanese government (working with the Allied
occupation) effectively promoted growth. Through a variety of price, quantity and import controls
(collectively called the "keisha seisan hoshiki," or the "priority production method"), it boosted
production in several vital industries -- most prominently coal and steel.

Thisdid not happen. The early postwar Japanese government merely continued the controls it
had used during wartime. Those controls had not promoted growth during the war, and they did
not promote it after. Instead, they simply created the predictable combination of official shortages
and black-market supplies.

By the late 1940s the economy started to revive, but it did not revive because of these
command schemes. Instead, it revived because these bureaucrats abandoned their attempts at
control. They did not abandon the controls because of any change of heart. Instead, they
abandoned them because voters made them abandon the controls. 1n 1948 Japanese voters threw
out their socialist coalition cabinet and installed the predecessor to the modestly right-of-center
governments that would rule Japan for the next half century. That government then ended the
controls and imposed monetary discipline.

Crucialy, the Japanese government did not shift economic policy because of any pressure
from Washington. Instead, it shifted from socialist-oriented controls to a more market-oriented
approach before the Washington shift (symbolized by Dodge's arrival) usualy credited with the
transformation. Before then, interventionist American bureaucrats had dominated occupation
policy, and backed the growth-retarding controls implemented by the Japanese government.

The dynamics between the occupation bureaucracy and the Japanese government are crucial.
During the early post-war years, interventionist bureaucrats ran the Allied occupation. Similarly
interventionist Japanese officials had then used pressure from those Allied bureaucrats to hold at
bay their domestic rivals who (having seen first-hand the failure of economic controls during the
war) hoped to dismantle the wartime control structure. During the first years of the occupation,
these interventionists successfully kept the controls in tact -- but brought about an economic
disaster. Under strong electoral pressure, in 1948 their non-interventionist rivals prevailed.
Shortly thereafter (crucially -- thereafter, not before), non-interventionists in Washington forced a
similar shiftin Allied policy as well.

All this should put in perspective the role that the Allied occupation played in the Japanese
recovery. Fundamentally, occupation bureaucrats did not promote economic recovery; during the
early post-war years, they dramatically retarded it. Japan did not grow because of occupation
policy; it grew in spite of it. And the shift toward healthier economic policies did not begin in
Washington; it began among Japanese voters, and began in opposition to Washington.

We begin by showing the ineffectiveness of the "priority production method" and the
intellectual origins of the myth of its efficacy (Sections 2-3). To make the point in more detail, we
take the coal industry as a case study (Section 4). We then turn to the electoral determinants of
Japanese policy (Section 5), and conclude by exploring the effect of the occupation (Section 6).
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Potsdam Declaration (July 26, 1945) 7 12
50

(7) Until such a new order [of peace, security and justice] is established and until
there is convincing proof that Japan's war-making power is destroyed, points in
Japanese territory to be designated by the Allies shall be occupied to secure the
achievement of the basic objectives we are here setting forth.

(12) The occupying forces of the Allies shall be withdrawn from Japan as soon as these
objectives have been accomplished and there has been established in accordance
with the freely expressed will of the Japanese people a peacefully inclined and

responsible government.

11

(11) Japan shall be permitted to maintain such industries as will sustain her economy
and permit the exaction of just reparations in kind, but not those which would
enable her to re-arm for war. To this end, access to, as distinguished from control
of raw materials shall be permitted. Eventual Japanese participation in world

trade relations shall be permitted.

2
(1) United States Initial Post Defeat Policy Relating to Japan, SWNCC 150/3, August
22, 1945. 9 22
(2) Basic Directives for Post-Surrender Military Government in Japan Proper,

JCS-1380/15, November 3, 1945.

1 2 International

Trade and Financial Relations 3 51

(1) The occupation forces will be under the command of a Supreme Commander

50 [1982b 151 ]
51 [1982b 64-67 | SWNCC State-War-Navy Coordinating
Committee

26



@

13.

designated by the United States. Although every effort will be made, ..., to arrive
at policies which will satisfy the principal Allied powers, in the event of any
differences of opinion among them, the authority of the United States will be
decisive.

The authority of Emperor and the Japanese Government will be subject to the
Supreme Commander who will possess all powers to effectuate the surrender
terms and to carry out the United States policies during the period of his
responsibility. ... [Tlhe Japanese government will be permitted, under his [the
Supreme Commander] instructions, to exercise the normal powers of government
in matters of administration. ... The policy is to use existing form of Government

in Japan, not to support it.

2 2. The Basis and Scope of Military Authority

52

(2) ...In addition to the conventional powers of a military occupant of enemy territory,

you have the power to take any steps deemed advisable and proper by you to

effectuate the surrender and the provisions of the Potsdam Declaration.

(13) You will not assume any responsibility for the economic rehabilitation of Japan or

the strengthening of the Japanese economy. You will make it clear to the Japanese
people that:

a. You assume no obligations to maintain, or have maintained, any particular
standard of living in Japan, and

b. That the standard of living will depend upon the thoroughness with which
Japan rids itself of all militaristic ambitions, redirects the use of its human and
natural resources wholly and solely for purposes of peaceful living, administers
adequate economic and financial controls, and cooperates with the occupying
forces and the governments they represent.

It is not the policy of the United States to prevent the eventual achievement by
the Japanese working effort and resources of conditions of living in Japan
consistent with objectives specified in paragraph 11 [on Objectives and General

Basic Principles].

GHQ

52

[1982b 162-75 ] JCS Joint Chiefs of Staff

27
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Trade and Financial Relations 60

Japan shall be permitted eventually to resume normal trade relations with the
rest of the world. During occupation and under suitable controls, Japan will be
permitted to purchase from foreign countries raw materials and other goods that
it may need for peaceful purposes, and to export goods to pay for approved
imports.

Control is to be maintained over all imports and exports of goods, and foreign
exchange and financial transactions. Both the policies followed in the exercise of
these controls and their actual administration shall be subject to the approval and
supervision of the Supreme Commander in order to make sure that they are not
contrary to the policies of the occupying authorities, and in particular that all

foreign purchasing power that Japan may acquire is utilized only for essential

needs.
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3 2 FEC McCoy

FEC-230

67

68

JCS-1380/15 Democratization of

Japanese Economic Institutions 25

69

It is the intent of the United States Government to encourage and show favor

to:

a. Policies which permit a wide distribution of income and of ownership of the
means of production and trade.

b. The development of organizations in labor, industry, and agriculture organized
on a democratic basis. Accordingly, you will:

(1) Require the Japanese to establish a public agency responsible for reorganizing
Japanese business in accordance with the military and economic objectives of
your government. You will require this agency to submit, for approval by you,

plans for dissolving large Japanese industrial and banking combines or other

large concentrations of private business control.

67 [1982a 4 3 ]
68

Miwal[1993]
69 [1982b 170 ]
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(2) Establish and maintain surveillance, until satisfactory plans for reorganization
have been approved, over the Japanese businesses described in subparagraph
(1) above in order to ensure conformity with the military and economic

objective of your government.

'dissolving large dJapanese industrial and banking combines or other large
concentrations of private business control'
'large' 'combine’
'large concentration'
'concentration'
'control’ 'dissolving'
'a public agency responsible for

reorganizing Japanese business'
70
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(ibid., pp.334-35) 'An enterprise that is big in this sense obtains from its
bigness a special kind of power, based upon the fact that it can spend money in large
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large company is in a position to hurt without being hurt.' Conglomerate debate
Scherer [1971, Chapter 11]
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[6-3-3].

[Edwards FEC-230]

FEC-230 Edwards

Summary of Recommendations (
) 79

1. The larger Japanese business enterprises should be systematically surveyed
in order to make sure that all the zaibatsu have been identified and subjected to
the program for ending zaibatsu power.

In this survey, the term zaibatsu should be interpreted to include any private
enterprise conducted for profit, or combination of such enterprises, which, by
reason of relative size in any line or the cumulative power of its position in many
lines, restricts competition or impairs the opportunity for others to engage in
business independently, in any important segment of business; and any individual,
family, allied group, or juridical person owning or controlling such an enterprise or
combination.

In applying this standard, it should be presumed...that any private enterprise

or combination operated for profit belongs to the zaibatsu if it is very large in total

assets; if, though somewhat smaller in assets, it is engaged in business in various

unrelated field; if it controls substantial financial institutions as well as

substantial industrial or commercial ones; if it controls a substantial number of

other corporate enterprises; or if it produces or sells a large proportion of the total

supply of the products of a major industry.

2. Zaibatsu corporate combines should be dissolved. Dissolution of top holding

companies, though a valuable first, step, is not sufficient for this purpose.

GHQ 4
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80
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Miwa and Ramseyer[2002]
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scope of the program should wait upon experience.)
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115

19. The Japanese authorities will be expected to develop and effectively carry
out programs of working activity that will enable them out of their own resources
and labor to accomplish the following:

a. To avoid acute economic distress.

b. To assure just and impartial distribution of available supplies.

c. To meet your demands for the needs of the occupying forces.

d. To meet the requirements for such reparations deliveries as may be
agreed upon by the Allied Governments.

In order to achieve these aims, the Japanese authorities will have to make the

utmost effort to maximize production of agricultural and fishery products, coal,

114 1945 10 13
[1970
103-7 1 [1976a 242-43 ]
3 [1994 4 6-15 |
3
()
()
115 [1982b 169-70 1]
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charcoal, housing repair materials, clothing and other essentials. In the event that
they fail to do so, you will direct them to take such measures as in your judgment
are necessary.

21. The Japanese authorities shall be permitted on their own responsibility to
establish and administer any controls over economic activities that are
appropriate or necessary in order to achieve the economic ends specified in
paragraph 19. Both the policy and the administration of these controls shall be
subject to your approval and supervision particularly in so far as they may conflict

with the paragraph 15....

'acute economic distress'

Yes
GHQ
JCS-1380/15
19 21 4
116
[6-3-1] JCS-1380/15  Democratization of Japanese Economic
Institutions 117
116
1986 187
117 [1983 157 1]
SCAP
JCS1380/15
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issolve the Control Associations. Any necessary public function previously
(3) Dissolve the Control Associat A blic funct 1
performed by these associations should be transferred to public agencies,

approved and supervised by you.

Democratization of Japanese Economic Institutions
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Potsdam Declaration 11

11. Japan shall be permitted to maintain such industries as will sustain her
economy and permit the exaction of just reparations in kind, but not those which
would enable her to re-arm for war. To this end, access to, as distinguished from
control of, raw materials shall be permitted. Eventual Japanese participation in

world trade relations shall be permitted.

Edwin W. Pauley
Pauley 1945 9 15 Truman

Pauley 11 1
11 13 Pauley 12 6
Washington Pauley Interim Report Pauley

122

In steel, and in machine tools and other machinery made from steel, Japan's
own figures show that she still has, in workable condition, more than twice the

facilities that she had when she invaded Manchuria in 1931.
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GHQ

SWNCC 150/3 [6-2] GHQ
JCS-1380/15 Foreign
Economic Transaction 26 Civilian Supply Policy and Standard of Provision

130

26. You will establish controls over all Japanese foreign trade in goods and

services. Such controls should be so operated as to give effect during the initial

period to the following policies:

a. Exports shall not be approved if such goods are clearly needed to meet
minimum domestic requirements.

c. Exports other than those directed to be shipped on reparation account or as

restitution may be made only to those recipients who agree to provide necessary

imports in exchange or agree to pay for such exports in foreign exchange.

e. Approval should be given only to imports which are clearly in accord with the

economic policies elsewhere set down in this directive.

29. a. You will assure that all practicable economic and police measures are

taken to achieve the maximum utilization of essential Japanese resources in order
that imports into Japan may be strictly limited. Such measures will include

production and price controls, rationing, control of black markets, fiscal and
financial controls and other measures directed toward full employment of
resources, facilities, and means available in Japan.

b. You will be responsible for providing imported supplies only to supplement

local resources and only to the extent is needed to prevent such widespread

disease or civil unrest as would endanger the occupying forces or interfere with

military operations. Such imports will be confined to minimum quantities of food,
fuel, medical and sanitary supplies and other essential items, including those
which will enable local production of such supplies which you would otherwise

have to import.

29
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130
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Potsdam Declaration 6

(6) There must be eliminated for all time the authority and influence of those
who have deceived and misled the people of Japan into embarking on world
conquest, for we insist that a new order of peace, security and justice will be

impossible until irresistible militarism is driven from the world.

JCS-1380/15  Elimination of Certain Elements in the Japanese Economic Activity
23

23. You will prohibit the retention in or selection for positions of important
responsibility or influence in industry, commerce, or agriculture of all persons who
have been active exponent of militant nationalism and aggression, of those who
have actively participated in the organizations enumerated in paragraph 5g
(above, Political and General Part) of this directive, and of any who do not direct

future Japanese economic effort solely towards peaceful ends. (In the absence of

evidence, satisfactory to you, to the contrary, yvou will assume that any persons

who have held key positions of high responsibility since 1937, in industry, finance,
commerce, or agriculture have been active exponents of militant nationalism and
aggression.)

Potsdam Declaration
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SCAPIN550
1946 1 6 George Atcheson
denazification

SCAP

ESS
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E G 391 914
2,000
[6-3]

137

[6-6]. Dodge line

Government regulation and control of every aspect of economic activity was never
stronger in Japan than in the early years of the American Occupation. These
misguided policies delayed Japan's economic recovery. Things began to change with
the arrival in Tokyo of Joseph M. Dodge, President Truman's new special emissary to
Japan. The fiscal austerity measures and reforms introduced at his suggestion became
know as the Dodge line.

The relaxation of government controls over Japan's economy forms the major part
of a "reverse course" in American policy. The initial goals of Occupation policy had
been to punish the guilty (as defined by the United States!) and to strengthen political
democracy. As the Americans set about achieving these aims, they regarded Japan's

rapid economic recovery indifferently, at best (Flath 2000 p.83).
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Joseph M. Dodge 9

MacArthur Truman 9
Nine-Point Economic Stabilization Program 1948 12
11 9 NAC
National Advisory Council on International Monetary and Financial Problems
National
Security Council, NSC 12 10 FEC
FEC-329 MacArthur
9
Recommendations with Respect to U.S. Policy toward Japan (NSC-13/2)
NSC-13/2 1948 5 NSC
10 7 NSC 9 Truman
20
9 15
SCAP
141
15 Economic Recovery 19 Control of Japanese Economic War
Potential

15. Second only to U.S. security interests, economic recovery should be made

the primary objective of United States policy in Japan for the coming period.

140 (1983 314 ] NSC Dodge line
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19. Production in, importation into, and use within Japan of goods and
economic services for bona fide peaceful purposes should be permitted without

limitation, except:...

9 SCAP
Dodge Washington
9 Dodge
1948 2 1 142
[1986 193-94 ] 9
2
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(4)
(5)
(6)
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143
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NSC-13/2

FEC MacArthur
GHQ NSC-13/2 MacArthur
9 144
9 1948 12 19 MacArthur
1950 5 5,600
9
1983 683-84
NSC-13/2  Supreme Commander for the Allied Powers 8

8. This Government should not at this time propose or consent to any major
change in the regime of control. SCAP should accordingly be formally maintained
in all its existing rights and powers. However, responsibility should be placed to a
steadily increasing degree in the hands of the Japanese Government. To this end
the view of the United States Government should be communicated to SCAP that
the scope of its operations should be reduced as rapidly as possible, with a
corresponding reduction in personnel, to a point where its mission will consist
largely of general supervisory observation of the activities of the Japanese
Government and of contact with the latter at high levels on questions of broad

governmental policy.
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'America had won its right to intervene with blood rather
than with financial aid, of course, but also the Japanese people themselves were part of
the answer.'
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151
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Washington

GHQ 127 130

151
Roosevelt

Henry Morgenthau, Jr. Morgenthau plan

[1976a 12-22 ]
Gillingham[1991, p.365]
Conclusion "The [Roosevelt's] Grand Design had little value as
a reconstruction strategy, and the wartime domestic consensus behind it crumbled with
the death of Roosevelt and the onset of peace. No master hand or idea guided America's
postwar foreign policy; when not merely an emergency response, it was the product of
interventions by representatives of factions split off from what had been the New Deal
coalition. After 1945 America was at war with itself in Germany, Europe and the world
at large. U. S. military government in the defeated Reich was chaotic. From one side
practical men pushed for recovery without reform, on the other radicals demanded
precisely the opposite. Such conflicts had to be resolved and coherence introduced into
U.S. policy before conditions in Germany and in Europe could be normalized.
There was nothing elegant about the political stabilization process in the
United States. It began with the expulsion of the Left and was accompanied by a
thundering anti-Communist rhetoric that would eventually cause brain disorders in the
body politic. Yet crude methods were needed to consolidate bipartisan support for the
decisive departure in foreign policy known as the Marshall Plan.'
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