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Abstract

Japan's post-war transformation from military defeat in 1945 to becoming the world's second-largest economy by 1968 represents
one of the most consequential and closely studied economic developments of the twentieth century. This paper provides a
comprehensive academic analysis of Japan's ascent, situating it within a wider international political economy shaped by the
Bretton Woods monetary system, Cold War geopolitics, and evolving global trade architecture. The analysis demonstrates that
Japan's “Economic Miracle” was not the product of market forces alone but emerged from a synergistic interaction of institutional
reconstruction, state-led industrial policy, strategic currency undervaluation, technological upgrading, and integration into a
stable, rules-based international monetary system. Emphasis is placed on the pivotal role of the Bretton Woods framework. In
particular, the fixed and strategically undervalued exchange rate of ¥360 per U.S. dollar created a durable competitive advantage
that supported export-led industrialisation and long-term investment planning. The paper further examines how the international
economic environment fundamentally changed in the 1970s following President Nixon's suspension of dollar—gold convertibility
and the opening of diplomatic relations with China, setting the stage for China's rise as a low-cost manufacturing rival. China's
adoption of a tightly managed renminbi—dollar peg, combined with market reforms and accession to the World Trade Organisation
(WTO) in 2001, enabled it to integrate into global value chains, surpass Japan in export performance, and overtake it as the world's
second-largest economy in 2010. By integrating institutional economics, developmental state theory, international business, and
global political economy, the paper provides an explanation for Japan's rise and subsequent relative stagnation, offering broader
lessons for states navigating industrial development under shifting monetary and geopolitical conditions.

Keywords: Bretton Woods System, Developmental State, Export-Led Industrialization, Japan’s Economic Rise, International Political
Economy

1. Introduction

Japan’s ascent from total defeat in 1945 to industrial leadership
by the 1970s remains one of the most remarkable economic
transformations in modern history. Between 1950 and 1973,
Japan’s real GDP expanded at an average annual rate of 9.6%,
the highest sustained growth performance recorded by any major
economy [1]. Industrial output increased more than tenfold, while
manufactured exports rose from approximately US$2 billion
in 1955 to nearly US$70 billion by 1975 [2]. By 1968, Japan
surpassed West Germany to become the world’s second-largest
economy, a position it retained for more than forty years [3]. These
achievements led scholars to describe Japan’s experience as the
“Economic Miracle.”

The roots of this transformation, however, lay not only within
Japan’s domestic reforms but also in the global economic order
established through the Bretton Woods Conference of 1944.
Bretton Woods sought to secure post-war peace by preventing
currency instability, competitive devaluations, and protectionism
factors widely understood to have contributed to the Great
Depression and the rise of authoritarianism in the 1930s [4]. For
Japan, Bretton Woods provided a fixed yet adjustable exchange-
rate regime that insulated it from volatile international capital
flows and delivered a strategically undervalued yen, fixed at ¥360
per US$1 in 1949. This became a foundational element in Japan’s
export-led industrialisation. By the early 1970s, however, the
global economic landscape shifted dramatically.
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President Richard Nixon’s unilateral suspension of dollar—gold
convertibility in August 1971, the “Nixon Shock”, brought about
the collapse of the Bretton Woods system. Almost simultaneously,
Nixon’s 1972 diplomatic opening to the People’s Republic of China
paved the way for China’s entry into global markets. China later
adopted a low-valued renminbi tied to the U.S. dollar, mirroring
the currency undervaluation strategy that had once benefited Japan.
China’s ability to maintain an undervalued currency, combined with
its accession to the World Trade Organisation in 2001, allowed it to
integrate deeply into global value chains and emerge as the world’s
largest exporter by 2009, surpassing Japan and reshaping global
manufacturing [5]. By situating Japan’s experience within these
broader systemic dynamics, the paper shows that both Japan’s rise
and its subsequent stagnation reflect the interaction of domestic
capabilities with shifting global monetary regimes and geopolitical
realignments.

2. Japan in 1945: Devastation, Collapse and the Institutional
Vacuum

Japan emerged from World War II in a state of profound economic,
social, and institutional collapse, creating the conditions that
made comprehensive reconstruction unavoidable. Japan in 1945
faced a level of destruction unprecedented in modern industrial
history. Strategic bombing by Allied forces had annihilated major
urban and industrial centres: Tokyo, Osaka, Nagoya, Yokohama
and Kobe were reduced to ruins. According to more than 40% of
Japan’s urban built environment was destroyed. Industrial output
had collapsed to approximately 15% of 1937 levels [6,7]. The coal
industry, critical to Japan’s energy and industrial base, operated at
less than half its pre-war capacity. Steel production had fallen to
roughly 5% of its wartime peak.

The transport sector, including railways, ports, bridges,
and shipping, was incapacitated, while telecommunications
infrastructure was virtually non-functional. Economic collapse
quickly translated into a social crisis. Hyperinflation soared to over
500% per year in the immediate post-war period, eroding wages and
savings [8]. Rationing provided insufficient food, forcing millions
to rely on the black market. Returned soldiers and repatriated
civilians added to the high unemployment. The financial system
verged on collapse, with banks burdened by uncollectable wartime
loans. Politically and institutionally, Japan faced what describes as
institutional discontinuity. The militarist regime that had governed
since the 1930s dissolved instantly [9].

The emperor’s quasi-divine authority was renounced in January
1946. Bureaucratic ministries persisted but lacked coherent
governance. The zaibatsu family-owned conglomerates-
maintained control of capital but were discredited by their
association with wartime expansion. The state lacked legitimacy,
economic policy direction, and the institutional foundations
needed for reconstruction. Japan in 1945 was therefore not merely
a defeated nation; it was a society without functioning economic
or political institutions. The subsequent reconstruction of this

institutional architecture under Allied Occupation was essential to
Japan’s post-war trajectory.

3. Occupation Reforms, Institutional Reconstruction and the
Foundations of Growth

The U.S.-led Allied Occupation (1945-1952) fundamentally
reshaped Japan’s political, social and economic institutions,
establishing the foundations on which post-war recovery and
long-term growth were built. SCAP (Supreme Commander
for the Allied Powers, General Douglas MacArthur) believed
instability and political extremism could only be prevented
through democratization, decentralization, and structural
economic reforms. These reforms laid the groundwork for Japan’s
transformation into a stable capitalist democracy integrated into
the U.S.-led international order.

3.1. Land Reform and the Reorganization of Rural Society
Land reform, implemented between 1947 and 1949, redistributed
approximately 38% of arable land from absentee landlords to
former tenant farmers [10]. This transformation had far-reaching
effects. It eliminated pre-war rural hierarchies, improved
agricultural productivity, and raised rural incomes. It also increased
domestic demand for manufactured goods, as newly empowered
farmers could purchase consumer durables, an important precursor
to industrial expansion. By weakening quasi-feudal landlords,
the reform also reduced the risk of rural unrest or communist
mobilisation.

3.2. Democratization and Labour Reform

The 1947 Constitution introduced parliamentary democracy,
individual rights, gender equality, and the renunciation of war
under Article 9. Labour unions were legalised, and by 1949,
union membership exceeded five million workers [7]. Labour
reforms contributed to a more equitable distribution of income
and increased worker participation in economic decision-making.
Although labour unrest was initially widespread, the growth of
enterprise unions and cooperative labour—management relations
later contributed to high productivity and industrial stability.

3.3. The Dissolution of the Zaibatsu and Corporate Reform
The zaibatsu conglomerates that had dominated pre-war
economic life were dismantled. Their holding companies were
dissolved, shareholding concentrated among founding families
was confiscated, and many senior executives were removed.
Although the zaibatsu later restructured into keiretsu networks,
the occupation reforms weakened concentrated economic
power, increased competition, and opened opportunities for new
entrepreneurial and industrial actors.

3.4. The Dodge Line and Macroeconomic Stabilisation

In 1949, American banker Joseph Dodge implemented a stringent
stabilisation programme to curb hyperinflation and restore
fiscal discipline, establishing the fixed exchange rate that would
underpin Japan’s export strategy. The “Dodge Line” balanced
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the government budget, eliminated subsidies and fixed the yen at
¥360 per US$1. Although the policy triggered a short recession, it
restored monetary stability, attracted foreign confidence and laid
the macroeconomic foundations for export-led growth [11]. This
fixed exchange rate would become crucial to Japan’s economic
miracle.

3.5. Emergence of a New Developmental Bureaucracy
Occupation reforms also facilitated the emergence of powerful
economic ministries, most notably MITI, the Economic Planning
Agency and the Japan Development Bank. These institutions
became central to Japan’s developmental state model, coordinating
industrial policy, technology transfer, and export strategy.

3.6. Article 9, Demilitarisation, and the Reallocation of
Resources to Economic Reconstruction

A critical yet often underemphasised factor in Japan’s post-war
economic recovery was the constitutional limitation on military
power imposed under the Allied Occupation, most notably through
Article 9 of the 1947 Constitution. Article 9 stated that “the
Japanese people forever renounce war as a sovereign right of the
nation” and that “land, sea, and air forces, as well as other war
potential, will never be maintained” [12]. Although Japan would
eventually establish the Self-Defence Forces (SDF) in 1954, these
forces operated under strict legal constraints and a doctrine of
exclusively defensive capability. As a result, Japan was effectively
prohibited from maintaining a large standing army or engaging
in military expansion. This constitutional pacifism fundamentally
shaped Japan’s post-war political economy by keeping defence
expenditure extraordinarily low (typically below 1% of GDP) one
of the lowest ratios among advanced industrial states [13].

The economic implications of this demilitarisation were profound.
By not maintaining a large military establishment, Japan avoided
the fiscal burden of defence procurement, troop maintenance,
and overseas military commitments. Instead, resources that the
defence sector might have otherwise absorbed were redirected
toward industrial policy, technological upgrading, infrastructure
development, and education. Argues that low defence spending
was a structural advantage of the Japanese developmental state,
allowing the government to allocate capital toward strategic
industries such as steel, automobiles, shipbuilding, and later
electronics [2]. Similarly, notes that Japan’s lack of a heavy
military-industrial complex freed it from the “guns versus butter”
dilemma that constrained many Western economies during the
Cold War [14]. Rather than splitting resources between domestic
welfare and defence capability, Japan channelled its fiscal capacity
toward growth-enhancing investments central to its economic
miracle.

Moreover, the United States’ security guarantee under the 1951
U.S.Japan Security Treaty (AMPO) reinforced this dynamic by
externalising Japan’s national defence. Because the United States
undertook responsibility for Japan’s strategic security, Japan

could maintain minimal defence expenditures without incurring
heightened vulnerability. argues that this “security umbrella”
created a unique developmental context, enabling Japan to act as
a “civilian power” focused on economic expansion rather than
military ambition [15]. This arrangement provided long-term
certainty for industrial planners, who could prioritise capital
accumulation, export promotion, and technology acquisition rather
than heavy military research or defence-industry development.

In effect, Article 9 created a political institutional environment in
which Japan’s national priorities were economically rather than
militarily oriented. The prohibition on a standing army removed the
domestic political constituency for large-scale defence spending,
while U.S. protection made military restraint strategically
feasible. This combination enabled Japan to commit an unusually
high proportion of its national resources to reconstruction and
industrial upgrading during the formative decades of its post-
war transformation. The result was a development model where
economic growth became the central measure of national
power. Japan’s pacifist constitution, therefore, did not simply
reflect a moral or ideological stance; it was an economically
consequential institutional constraint that contributed directly to
Japan’s remarkable post-war growth performance. Together, these
reforms created a credible institutional framework, stabilised the
macroeconomy, and established a platform for Japan to participate
in the Bretton Woods international trading system.

3.7. The Korean War, Reverse Course, and Japan as a Strategic
Anti-Communist Ally

The outbreak of the Korean War in June 1950 rapidly transformed
Japan’s role in the emerging Cold War order and accelerated
its economic recovery. Initially, U.S. occupation policy had
emphasised demilitarisation and the dismantling of pre-war
industrial capacity, but the advance of communist forces in
East Asia, the victory of the Chinese Communist Party in 1949,
and the North Korean invasion of the South led Washington to
reclassify Japan from a defeated enemy to a critical strategically
[16]. Japan was repositioned as a “forward base” for U.S. military
operations: American and UN forces relied heavily on Japanese
ports, shipyards, repair facilities and logistics infrastructure, while
Japanese firms supplied uniforms, vehicles, steel, chemicals and a
wide range of other materials required for the war effort.

These so-called “special procurements” are estimated to have
injected billions of dollars into the Japanese economy between
1950 and 1953, providing an external demand shock that restored
full employment, revived idle factories and reignited industrial
output [1,7]. At the same time, the security logic of containing
communism in Asia underpinned the signing of the 1951 San
Francisco Peace Treaty and the U.S. Japan Security Treaty,
formally ending the occupation and anchoring Japan within the
American alliance system. In economic terms, the Korean War
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thus acted as an unintended but highly effective stimulus package,
reinforcing Japan’s integration into a U.S.-led anti-communist bloc
while turning it into a key manufacturing platform and logistical
hub for Cold War military operations.

4. Bretton Woods and the International Architecture of Post-
War Stability

The Bretton Woods Conference of 1944 established a new
international monetary order to prevent the instability and economic
nationalism that characterised the interwar period and enabled
the pursuit of long-term export-led development. The architects
of Bretton Woods, including John Maynard Keynes and Harry
Dexter White, sought to create a system of fixed exchange rates
anchored to the U.S. dollar, with the dollar convertible into gold
at US$35 per ounce. This system reduced exchange-rate volatility,
discouraged competitive devaluations, and provided a framework
for the rebuilding of global trade [4]. For Japan, Bretton Woods
provided an indispensable foundation for post-war recovery and
growth. The fixed exchange-rate system insulated Japan from
currency crises, stabilised its external accounts and fostered the
conditions necessary for long-term industrial planning.

Japan’s exchange rate—fixed at ¥360 per US dollar from 1949
until the early 1970s—quickly became undervalued relative
to Japan’s rising productivity levels. This undervaluation
significantly boosted Japan’s export competitiveness, enabling
Japanese firms to gain market share in global manufacturing.
Bretton Woods also encouraged peaceful economic cooperation
by constraining destabilising currency movements. By reducing
the risk of exchange-rate conflict, it contributed to the integration
of former adversaries, including Japan and West Germany, into
a stable U.S.-anchored trade regime. This system made global
commerce more predictable, provided access to U.S. markets, and
allowed Japan to import American technology indispensable for its
industrial upgrading. Japan’s identity as a peaceful trading nation
was inseparable from the Bretton Woods system. It is unlikely that
Japan’s post-war export-led model could have succeeded without
the monetary stability that Bretton Woods established.

5. The Developmental State: Institutions, Industrial Policy and
Coordinated Capitalism

The transformation of Japan’s economy during the 1950s and
1960s was underpinned by a distinctive model of state—business
coordination widely known as the developmental state. This
model, extensively analysed by, is characterised by a powerful,
insulated, and competent bureaucracy capable of steering the
national economy through targeted industrial policies [2]. Unlike
laissez-faire economies, where market forces determine industrial
evolution, Japan’s bureaucratic elites, particularly within the
Ministry of International Trade and Industry (MITT) possessed both
the autonomy and the institutional capacity to direct investment,
shape industrial priorities, and coordinate long-term economic
Strategy.

MITIemerged as the central institutional pillar of this developmental
state architecture. Created in 1949, MITI coordinated Japan’s
industrial transformation through a mix of administrative guidance
(gyosei shidd), selective protectionism, technology licensing
controls, export discipline, and sector-specific planning. Far from
operating as a rigid command authority, MITI functioned as a
technocratic agency that mediated between government objectives
and private-sector capabilities. Its officials, often recruited from
elite universities, drew on sophisticated economic analysis, sectoral
expertise, and deep networks within industry to identify strategic
sectors where Japan could achieve global competitiveness. These
ranged from steel and shipbuilding in the 1950s to petrochemicals,
automobiles, consumer electronics and advanced machinery in the
1960s.

The developmental state model allowed MITI to shape the
trajectory of national industrialisation through highly targeted
interventions. By controlling access to foreign exchange during
the early post-war period, MITI effectively determined which
firms could import essential capital goods or license Western
technologies. Administrative guidance allowed MITI to influence
corporate investment decisions without resorting to formal
legislation, while tariff and non-tariff barriers shielded infant
industries from premature foreign competition. MITI also used
export targets to discipline firms, ensuring that domestic protection
was accompanied by strong international performance. In doing so,
MITT operated not merely as a regulatory body but as a strategic
“pilot agency”, orchestrating the allocation of capital, technology
and labour in ways aligned with national development goals [2].

It is within this institutional context that Japan’s post-war economic
miracle becomes intelligible. The developmental state framework
enabled Japan to concentrate resources in high-potential industries,
coordinate technological upgrading, and accelerate the diffusion of
best practice across the private sector. MITI’s role in promoting
productivity-enhancing innovations such as quality control
systems, lean production techniques, and foreign technology
absorption was instrumental in driving the sustained growth
that characterised the high-speed era. In this sense, the Japanese
state was neither passive nor purely regulatory; it was strategic,
developmental, and deeply embedded within the industrial system,
guiding national economic evolution with a coherence unmatched
by many Western economies.

The Japanese financial system reinforced these industrial policies.
The central bank system provided stable, long-term loans to firms,
enabling them to invest heavily in capital-intensive industries.
Keiretsu networks fostered stable corporate relationships,
reducing uncertainty and facilitating information sharing. This
coordinated capitalism differed significantly from the shareholder-
focused Anglo-American model and was particularly effective
in supporting technological catch-up. Japan’s technological
strategy emphasised incremental innovation, just-in-time supply
chain management, and continuous improvement (kaizen), rather
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than radical innovation. Firms such as Toyota, Sony, NEC and
Hitachi imported foreign technologies, refined them and often
surpassed their original designs. This process aligns with insights
on late industrialisation: that backward nations can proliferate by
borrowing and improving upon advanced technologies [17].

6. Export-Oriented Industrialisation and Global Market
Integration

Japan’s economic miracle rested heavily on export-oriented
industrialisation (EOI). During the 1950s and 1960s, Japan
transitioned from labour-intensive sectors to capital-intensive
industries. Manufactured exports increased dramatically,
becoming the driving force of Japan’s economic growth. By
1970, manufactured goods accounted for more than 90% of
Japan’s exports [3]. Japan’s competitive advantage was rooted
in high product quality, sophisticated manufacturing systems
and disciplined managerial practices. Japanese firms adopted
TQM and statistical quality control, helping them achieve global
reputations for reliability and efficiency. The Toyota Production
System revolutionised automobile manufacturing and became an
international benchmark. The fixed exchange rate under Bretton
Woods amplified these strengths by making Japanese goods
consistently cheaper in foreign markets than those produced by
American or European firms. Export profits fuelled reinvestment
in research and development, machinery, and international
expansion. As argues, the intensity of domestic competition and
the sophistication of domestic demand further reinforced the
global competitiveness of Japanese firms [18].

7. The Undervalued Yen as a Strategic Driver of Japan’s
Export Competitiveness

Japan’s economic miracle cannot be explained without
acknowledging the centrality of its undervalued currency during
the Bretton Woods period. The ¥ 360-per-US-dollar exchange rate,
fixed in 1949, quickly became undervalued as Japan’s productivity
improved and inflation stabilised. Under normal market conditions,
rising productivity would have led to currency appreciation.
However, the fixed exchange rate prevented such adjustments,
creating a structural price advantage for Japanese exports [11].
This undervaluation acted as a powerful mechanism for Japan’s
export-led growth in three principal ways. First, it made Japanese
products significantly cheaper in global markets.

For instance, a transistor radio manufactured for ¥3,600 could
retail for merely US$10 abroad—far below American competitors
priced at US$20-30. This price advantage enabled Japanese firms
to penetrate markets traditionally dominated by American and
European manufacturers. Second, the undervalued yen provided
implicit protection for domestic industries by making imports
comparatively more expensive. This import insulation bolstered
MITT’s industrialisation strategy and allowed infant industries such
as automobiles, consumer electronics, petrochemicals, and steel to
grow without premature competition from foreign producers.

Third, the fixed exchange-rate regime provided a stable foundation
for long-term investment. Firms, banks, and keiretsu groups could
plan multi-year capital expenditures without fear that currency
fluctuations would erode export profits. This stability encouraged
heavy industries like the steel and shipbuilding industries,
requiring long planning horizons, to expand aggressively. The fixed
currency thus served not merely as a macroeconomic stabiliser but
as an industrial policy instrument that enhanced competitiveness,
enabled technology acquisition and facilitated Japan’s rise as a
global manufacturing leader.

8. The Collapse of the Bretton Woods System and the Loss of
Japan’s Monetary Advantage

The structural advantage Japan derived from the fixed ¥360
exchange rate ended abruptly in the early 1970s. Mounting inflation
in the United States, fuelled by the Vietnam War and expansive
fiscal policy, placed increasing pressure on the dollar—gold
relationship. As global confidence in the dollar faltered, speculative
pressure on U.S. gold reserves threatened the sustainability of the
US$35 per ounce convertibility [4]. On 15 August 1971, President
Richard Nixon suspended the convertibility of the dollar into gold,
effectively ending the Bretton Woods system. This “Nixon Shock”
transformed the international monetary landscape. Without the
gold anchor, major currencies began to float freely. The yen
subsequently appreciated significantly relative to the dollar,
undermining Japan’s export competitiveness.

For more than two decades, Japanese firms had relied on a fixed
and undervalued yen to maintain global price competitiveness.
The transition to a floating regime forced Japanese policymakers
and firms to confront new uncertainties and pressures. The yen’s
appreciation made Japanese goods more expensive abroad,
reducing their market share. Consequently, Japan was compelled
to restructure its industrial strategy by shifting towards higher-
value products and offshoring production to Southeast Asia.

The collapse of Bretton Woods thus marked a turning point in
Japan’s economic trajectory. While Japan remained competitive,
its structural advantage had diminished, exposing its industries to
intensified global competition and exchange-rate volatility.

9. Nixon’s Opening to China: A New Geopolitical and Economic
Era

Almost simultaneously with the collapse of Bretton Woods, another
transformative event reshaped the international economic order:
Nixon’s diplomatic opening to the People’s Republic of China in
1972. This watershed moment ended decades of Chinese isolation
and set the stage for China’s economic reforms under Deng
Xiaoping, which began in 1978. China’s reform agenda embraced
market mechanisms, openness to foreign direct investment
and the creation of Special Economic Zones such as Shenzhen.
Multinational corporations were encouraged to invest in China,
taking advantage of its vast low-cost labour supply and favourable
regulatory environment. China’s leaders were acutely aware
of Japan’s post-war development model and sought to emulate
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it—particularly Japan’s focus on export-led growth, technology
transfer and industrial upgrading [5]. By the mid-1980s, China
was emerging as an increasingly significant manufacturing base.
The geopolitical alignment initiated by Nixon thus had profound
long-term consequences for Japan: it introduced a competitor that
not only replicated Japan’s developmental model but possessed
demographic and scale advantages Japan could not match.

10. China’s Dollar Peg and Strategic Currency Undervaluation
One of China’s most important economic decisions was to fix the
value of its currency, the renminbi (RMB), to the U.S. dollar from
the 1980s to the early 2000s. This is known as a “dollar peg.” A
dollar peg means that China did not allow its currency to rise or
fall freely in global markets. Instead, the Chinese government kept
the RMB at a set exchange rate against the U.S. dollar, adjusting
it only very carefully. By keeping its currency undervalued, China
made its exports cheaper in world markets. This strategy worked in
a similar way to Japan’s fixed exchange rate of ¥360 per U.S. dollar
under the Bretton Woods system: it gave Chinese manufacturers a
built-in price advantage when selling goods abroad, helping China
become a major global exporter.

By pegging its currency to the dollar, China ensured stability for
foreign investors a major incentive for multinational corporations
relocating production. At the same time, China’s undervalued
currency provided a dramatic price advantage in global markets.
As the U.S. dollar weakened in the early 2000s, China’s dollar peg
made Chinese exports even cheaper, amplifying its competitive
position.

The results were profound. Chinese exports grew from US$62
billion in 1990 to over US$1.5 trillion by 2010 [3]. China became
the world’s largest exporter in 2009 and surpassed Japan as the
world’s second-largest economy in 2010 [19]. China had, in effect,
leveraged a monetary strategy similar to Japan’s under Bretton
Woods but at a far larger scale.

11. China’s Accession to the World Trade Organisation (WTO)
in 2001 and the Consequences for Japan

China’s accession to the WTO in 2001 further accelerated its
rise and had significant implications for Japan’s economy. WTO
membership provided China with guaranteed access to global
markets and enabled deeper integration into global supply chains.
The WTO accession commits members to non-discrimination,
reduced tariffs and transparent trade practices. For China, it also
required opening key sectors to foreign investment, allowing
multinational corporations to expand production operations and
source components across Chinese manufacturing networks. For
Japan, China’s WTO entry intensified competitive pressures in
several ways. First, China’s low-cost labour and export-friendly
policies undercut Japanese manufacturers in sectors such as
electronics, consumer goods, steel and automotive components.
Japanese firms that had once dominated global markets faced
competition from Chinese firms offering cheaper alternatives.

Second, China rapidly became the world’s manufacturing hub,
drawing foreign direct investment away from Japan. Many
Japanese corporations relocated production to China to maintain
their competitive edge, contributing to domestic deindustrialisation
in certain regions and weakening Japan’s manufacturing base.
Third, China’s WTO membership accelerated its participation
in global value chains, allowing it to move up the technological
ladder. Over time, Chinese firms increasingly competed not only
in low-end manufacturing but also in mid- and high-technology
sectors—areas once dominated by Japanese firms, including
robotics, telecom equipment and electronics. China’s WTO
accession thus represented a structural shift in global trade that
further eroded Japan’s export-driven growth model and cemented
China’s position as East Asia’s dominant industrial power.

12. Japan’s Post-1990 Stagnation: Structural and Institutional
Constraints

Japan’s stagnation from the early 1990s onwards cannot be
attributed solely to external pressures. Domestic factors also
contributed significantly. The collapse of the asset price bubble
in 1991-92 triggered a banking crisis, widespread insolvencies
and prolonged deflation. The ensuing “Lost Decade” (which in
effect extended into two decades) reflected both financial fragility
and deeper institutional rigidities. Japan’s post-war institutions,
lifetime employment, seniority-based wages, keiretsu cross-
shareholding and main-bank relationships, while effective during
the high-growth era, became constraints in a mature, innovation-
driven economy. Labour-market inflexibility reduced mobility,
discouraged entrepreneurship and limited the dynamism of
Japan’s start-up sector. Corporate governance structures inhibited
restructuring and hindered the reallocation of capital away from
declining industries.

Demographics further exacerbated these constraints. Japan’s
population is the oldest in the world, with more than 29% aged 65
or older [3]. A shrinking labour force and rising dependency ratios
have reduced potential growth, lowered productivity and increased
fiscal burdens. In the international domain, Japan’s manufacturing
base increasingly faced competition from China and other
emerging economies. The yen’s appreciation, particularly after the
1985 Plaza Accord, made Japanese exports less competitive and
accelerated the relocation of production overseas. The stagnation
of Japan’s economy can therefore be understood as the result of a
combination of domestic institutional rigidities and international
structural changes that collectively undermined the export-driven
developmental model of the post-war era.

13. Structural Shifts in Global Technology, China’s Hardware
Ascendancy, and Japan’s Relative Decline

Japan’s economic trajectory since the 1990s cannot be fully
understood without situating it within the transformative
technological and geopolitical shifts that reshaped the global
economy at the turn of the twenty-first century. While domestic
factors, including demographic ageing, institutional rigidity, and
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prolonged financial fragility, play an important role, a growing
body of academic research emphasises that Japan’s long-run
stagnation is also the product of profound changes in global value
creation. The global shift toward software-driven value creation
and China’s rapid rise in hardware manufacturing undermined
Japan’s traditional sources of competitive advantage.

13.1. The Global Shift from Hardware to Software and the
Changing Logic of Value Creation

Beginning in the mid-1990s, the global economy underwent a
paradigm shift away from hardware-centred industrial activity,
where Japan held an enduring comparative advantage, toward
software, digital services, and platform-based ecosystems, sectors
in which Japan was significantly less competitive. Scholars such
as argue that the emergence of “general purpose technologies,”
most notably the internet, fundamentally changed the sources
of competitive advantage by increasing the strategic centrality
of complementary software, applications, and network-based
value [20]. further demonstrate that productivity gains in the
digital era stem primarily from software-enabled organisational
transformation rather than from hardware production [21].

These shifts placed Japan at a structural disadvantage. Although
Japan had been a world leader in consumer electronics, precision
machinery, and automotive engineering, these hardware strengths
were increasingly misaligned with the emerging logic of digital
capitalism, which privileged adaptability, platform dominance,
and intangible asset accumulation. highlights that Japan’s
institutional architecture was “systematically hostile to software
entrepreneurship,” while identifies a persistent “capability gap” in
software development rooted in hierarchical corporate structures
and engineering norms inherited from the manufacturing era
[22,23]. As notes, Japanese electronics firms failed to build
software ecosystems comparable to those of Microsoft, Apple,
or Google [24]. Japan thus remained a global hardware giant in
a world that was rapidly pivoting toward software-driven value
creation.

13.2. Japan’s Institutional and Organisational Constraints in
the Digital Era

Japan’s organisational and institutional characteristics, which
underpinned its success in manufacturing during the high-growth
era, became increasingly constraining during the internetrevolution.
The Japanese model, characterised by kaizen (continuous
improvement), tightly coordinated supply chains, and long-term
relational contracting, was ideally suited to incremental innovation
and high-quality mass production. Firms such as Toyota, Sony,
Sharp, Panasonic, Fujitsu, and NEC built formidable competitive
advantages through superior process engineering, cross-functional
communication, and incremental improvement.

However, the global digital economy required different
organisational competencies: rapid iteration, openness to
disruptive experimentation, agile networks of entrepreneurs and

investors, and labour-market fluidity. highlight how hierarchical
engineering structures and risk-averse corporate cultures inhibited
experimentation and hindered the development of competitive
software capabilities [25]. show that lifetime employment systems
limited inter-firm mobility, suppressing the fluid exchange of
ideas foundational to entrepreneurial ecosystems [26]. In contrast,
comparison of Silicon Valley and Route 128 highlights that
decentralised networks, venture capital, and labour mobility are
essential for thriving digital clusters [27].

These conditions were largely absent in Japan. Japan’s
telecommunications and ICT regulatory frameworks further slowed
adaptation notes that Japan’s ICT sector lacked the regulatory
flexibility needed for rapid innovation, while argues that Japanese
electronics firms failed to transition into software-centric business
models and platform ecosystems [24,28]. As global economic
value shifted toward intangible assets and digital networks,
Japan’s institutional architecture increasingly misaligned with the
new sources of competitive advantage.

13.3. Nissan Motors and Japan’s Struggle to Compete in the
Electric Vehicle Era

Japan’s difficulties in adapting to twenty-first century technological
change are perhaps most clearly illustrated by the trajectory
of Nissan Motors, a firm that once represented the country’s
innovative capacity yet has struggled to retain competitiveness
in the global electric vehicle (EV) market. Nissan was an early
pioneer in EV technology, launching the Nissan Leaf in 2010 as
the world’s first mass-produced fully electric passenger car. The
Leaf initially positioned Nissan as a global leader, achieving more
than 500,000 cumulative sales by 2022 and becoming one of the
best-selling EVs of its generation [29].

However, despite this promising start, Nissan failed to convert early-
mover advantage into sustained leadership. As global competition
intensified particularly from Tesla in the United States and BYD,
NIO, and XPeng in China, Nissan’s relative position weakened
substantially. This shift reflects deeper structural dynamics within
Japanese industry: the difficulty of transitioning from hardware-
centric engineering to software-driven mobility technologies.
A central challenge for Nissan has been organisational inertia, a
characteristic well documented in studies of Japanese corporate
governance. Japan’s automotive firms excelled during the twentieth
century through production systems based on incremental
improvement, stable employment systems and tightly coordinated
supply chains features that underpinned global excellence in lean
production and kaizen.

Yet these strengths became liabilities in an era defined by rapid
iteration, platform-based mobility services and disruptive
innovation. As argue, Japanese corporate culture emphasises
stability and consensus, slowing decision-making and discouraging
the risk-taking required for digital technologies [25]. This dynamic
was evident in Nissan’s cautious investment in next-generation
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batteries, limited diversification beyond the Leaf platform and
delayed commitment to dedicated EV architectures. Leadership
instability following the 2018 arrest of Carlos Ghosn further
constrained strategic agility, intensifying existing organisational
rigidities at a moment when global EV markets were accelerating
dramatically.

Equally significant is Nissan’s limited software capability,
mirroring broader national challenges documented in the literature
on Japan’s digital stagnation. Modern EVs are not simply electric
versions of petrol cars; they are software-defined vehicles that rely
on advanced battery-management systems, over-the-air updates,
driving algorithms, network integration and telematics. Scholars
including highlight Japan’s structural weaknesses in software
engineering, rooted in hierarchical organisational structures and
insufficient labour mobility [22,23]. Nissan struggled to match
the digital sophistication of Tesla’s vertically integrated software
ecosystem or the rapidly evolving digital competencies of Chinese
manufacturers.

The result was a widening performance gap: Tesla vehicles offered
superior range, charging-network transparency and software-driven
upgrades, while Chinese EVs provided competitive performance
at significantly lower cost. Nissan’s reliance on external suppliers
for batteries, its slow progress in autonomous driving and its
limited capacity for over-the-air vehicle updates demonstrate the
technological constraints that emerged from this organisational
and capability mismatch. Nissan also faced intensifying cost-
based competition from China. As documented by, China’s
EV ecosystem benefited from large-scale industrial policy,
integrated supply chains, cost-efficient battery production and a
massive domestic market [5,30,31]. BYD’s vertically integrated
battery manufacturing gave it a structural cost advantage, while
government incentives and strong domestic demand created rapid
economies of scale.

Nissan, by contrast, contended with higher production costs in
Japan, a stronger yen, and slower adoption of advanced battery
chemistries such as LFP (lithium iron phosphate), which became
central to the cost-leading Chinese EV segment. China’s accession
to the WTO in 2001 further intensified competition by lowering
trade barriers and accelerating foreign investment inflows,
including from Japanese automakers seeking cheaper production
bases. Ironically, these strategies—intended to reduce costs—also
facilitated China’s technological upgrading and manufacturing
dominance.Strategic partnerships, which might have mitigated
Nissan’s challenges, also faltered.

The Renault—Nissan—Mitsubishi Alliance, once regarded as
an innovative model of cross-border corporate cooperation,
became weakened by governance conflicts and diverging
strategic priorities. Rather than enabling shared EV platforms
or accelerating software development as originally intended the
alliance struggled to coordinate investment and organisational
integration. Leadership crises, cultural tensions and financial

pressures undermined the alliance’s capacity to compete with
more agile rivals. This strategic fragmentation contrasted sharply
with the unified platform strategies of Tesla or the state-supported
industrial coalitions present in China. Taken together, Nissan
Motors’ trajectory provides a vivid contemporary example of
how Japanese firms have struggled to adapt to a global economy
increasingly shaped by digital capability, software integration and
rapid technological transformation.

Nissan’s early leadership in EVs was undermined by organisational
inertia, technological capability gaps, intensified foreign
competition and strategic misalignment within its corporate
alliances. Its experience reinforces broader academic insights into
Japan’s relative economic decline: strengths that once generated
competitive advantage in hardware-intensive sectors no longer
align with the demands of a software-driven, platform-based
digital economy [20,27,32]. In this sense, Nissan serves not merely
as a corporate case study, but as a microcosm of the challenges
confronting the Japanese developmental model as global value
creation moves decisively away from the industrial paradigms that
once underpinned Japan’s post-war economic miracle.

13.4. China’s Capture of the Global Hardware Manufacturing
Base

While Japan faced internal constraints and structural misalignment
with the digital economy, China rapidly emerged as a formidable
competitor in precisely the domains that had anchored Japan’s post-
war economic ascendancy. China’s financial reforms, beginning
under Deng Xiaoping in 1978, combined low-wage labour with
state-directed industrial policy and a pragmatic embrace of
foreign investment. By the late 1990s, China had become the
preferred global hub for the assembly of consumer electronics,
telecommunications equipment, and a wide array of manufactured
goods. emphasises that China’s policymakers strategically targeted
electronics, semiconductors, and intermediate manufacturing
industries where economies of scale and labour intensity provided
natural entry points [30].

Demonstrates that China’s undervalued renminbi, combined with
Special Economic Zones (SEZs) and export incentives, attracted
enormous investment from Japanese firms seeking to reduce
production costs amid rising wages and a strengthening yen [5].
documents China’s deepening integration into global value chains,
initially through low-end assembly, then into components, systems
integration, and eventually indigenous innovation [31]. Japan’s
production costs, already elevated by rising domestic salaries
and an appreciated yen after the Plaza Accord (1985), were
increasingly uncompetitive relative to China’s massive scale and
currency-driven cost advantage.

By the early 2000s, China could manufacture the same categories
of hardware that had once defined Japan’s global competitiveness
televisions, semiconductors, personal computers, mobile phones,
and digital devices but at significantly lower cost, with faster
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turnaround times, and eventually at comparable quality levels.
China’s accession to the World Trade Organisation (North) in 2001
consolidated this structural shift, providing China with frictionless
access to global markets while accelerating the relocation of
Japanese manufacturing abroad.

13.5. Combined Structural Effects on Japan’s Economic
Trajectory

Taken together, these developments illustrate that Japan’s
stagnation after the 1990s was not merely the result of domestic
macroeconomic challenges or cyclical downturns, but a structural
outcome shaped by global technological transformation and
competitive realignment. Scholars consistently highlight that
Japan missed the software revolution while China captured the
hardware base that had historically sustained Japan’s export-led
development. argues that Japan’s industrial identity remained
rooted in hardware manufacturing even as global value creation
shifted decisively toward software, networks, and platform
economies, domains in which Japan was institutionally and
organisationally disadvantaged [33]. shows how China’s WTO-
driven integration fundamentally reconfigured global production
networks, drawing investment, capabilities, and market share
away from Japan 15].

Empirical studies by confirm that Japan lost competitiveness in
ICT hardware to China as early as the mid-1990s [34]. These
developments align with major theoretical frameworks: analysis
of technological revolutions explains how new paradigms shift
value creation away from incumbents; concept of path dependence
highlights how institutions that drive success in one era can generate
rigidity in the next; and global value chain framework demonstrates
how manufacturing relocates toward regions that offer cost, scale,
or institutional advantages [31,32,35]. Together, these perspectives
suggest that Japan’s developmental model—so effective during
the industrial catch-up phase—became increasingly incompatible
with the demands of the digital, software-led global economy.

13.6. Lessons for International Business, Industrial Strategy
and Global Political Economy

Japan’s experience offers important lessons for contemporary
states and businesses navigating globalisation, technological
change and shifting geopolitical conditions.

 First, stable international monetary regimes matter. Japan’s
success under Bretton Woods demonstrates how predictable
exchange rates and capital controls can create an environment
conducive to long-term industrial planning and peaceful economic
competition.

* Second, the exchange-rate policy is a powerful development
tool. Japan’s undervalued yen and China’s undervalued renminbi
highlight how currency strategy can shape competitive advantage
and industrialisation paths.

* Third, coordinated industrial policy can accelerate technological
catch-up. Japan’s developmental state, characterised by MITI,
keiretsu and main-bank finance, enabled rapid upgrading, though

such institutions must evolve as economies mature.

* Fourth, demographic trends fundamentally shape economic
potential. Japan’s ageing population limits its ability to sustain
high growth, illustrating the importance of demographic policy
and labour mobility.

« Fifth, globalisation is dynamic. Advantage shifts from one nation
to another as structural factors, including currency regimes, scale,
institutional flexibility and technology, evolve. Japan’s rise and
China’s subsequent ascendance demonstrate how developmental
advantages can migrate across economies.

14. Conclusion

Japan’s post-war economic miracle was not simply the product
of effective domestic policy or institutional strength, it was the
outcome of an alignment between Japan’s developmental ambitions
and the unique international conditions of the Bretton Woods era.
The stability of the fixed exchange-rate system, combined with a
deliberately undervalued yen, provided the structural foundation
for Japan’s export-led industrialisation, technological catch-
up, and integration into global markets. Japan’s success was
therefore deeply embedded in the monetary order and geopolitical
architecture of the second half of the twentieth century. Japan’s
post-war economic miracle remains a defining case in international
financial history. Arising from the total devastation of 1945,
Japan rebuilt its institutional foundations, utilised a powerful
developmental state model, and capitalised on the global monetary
stability provided by the Bretton Woods system.

The fixed and undervalued yen under this system served as a
cornerstone of Japan’s export-led growth, enabling technological
upgrading, industrial expansion and global market penetration on
an unprecedented scale. However, the collapse of Bretton Woods
in 1971 and the Nixon Shock removed Japan’s structural monetary
advantage. Concurrent geopolitical developments, most notably
Nixon’s opening to China, set the stage for the rise of a new
competitor. China adopted an undervalued dollar peg, embraced
export-led industrialisation and, following its accession to the
WTO in 2001, integrated deeply into global supply chains. China’s
rise transformed global manufacturing, displacing Japan in many
sectors and eventually surpassing it as the world’s second-largest
economy.

Japan’s subsequent stagnation reflects both external forces, such
as China’s rise and currency realignment, and internal constraints,
including demographic decline and institutional rigidity. As the
global economy continues to evolve, Japan’s experience offers
vital insights into the interplay between monetary regimes,
industrial policy, demographics, and international competition.
Japan’s rise and relative decline illustrate a broader historical
pattern: economic miracles are context-dependent, shaped by
global institutions, geopolitical choices and domestic capabilities.
As global economic power continues to shift, the lessons of
Japan’s experience underscore the importance of monetary
arrangements, industrial flexibility, and geopolitical alignment
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for states seeking to navigate the evolving architecture of global
economic competition.
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