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CHAPTER 4

Why Is Kaizen Critical for Developing 
Countries?: Kaizen as a Social Innovation 

in the Era of Global Inequality

Go Shimada

1  IntroductIon

One of the most important global issues we face today is rising inequality 
in both developed and developing countries (Piketty 2014). Even if the 
inequality between countries has converged with the economic growth of 
emerging states, domestic inequality has worsened (Milanović 2016), so 
the global economy today faces convergence and divergence at the same 
time. In regional terms, even if the overall economic gap has lessened, 
African countries still lag behind those in other regions. To change this 
situation, industrial sector development is certainly important, but to 
catch up, what African countries need to do is twofold. The first is to move 
their production possibility frontier (PPF) outward (movement of the PPF 
curve itself). For this, the best performing firms need to develop techno-
logical and/or production innovations. They can also introduce new tech-
nology and/or production methods from developed countries. These 
moves will allow their production possibility frontier to expand.
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The second way is to assist average firms to reach their production pos-
sibility frontier using existing technology (movement toward the frontier). 
A number of researchers (Baily and Solow 2001; Baily et al. 1992) have 
discovered that most firms operate well below their optimum level, com-
pared with the best performing firms in the same industry. In other words, 
there is a huge and persistent difference in productivity between the lead-
ing and average firms in an industry (Stiglitz and Greenwald 2015). And, 
internal technological breakthrough innovation does not occur very often. 
Rather, most firms adopt proven technologies and try to catch up to the 
leading firms.

Both the movement of the PPF itself and the movement of individual 
firms toward the frontier can accelerate the economic growth of Africa and 
reduce the economic gap with developed countries. However, these 
changes may not be enough to tackle the issue of rising inequality in each 
country. We cannot expect the benefit of industrial development or firm 
growth to easily trickle down to the poor. Then, how can we make indus-
trial development work for the poor? More precisely, can Kaizen contrib-
ute to solving the issue of inequality for each country? This chapter tries 
to answer this question looking back at Japan’s experience.

2  In the era of declInIng labor Share In gdP: 
toward SocIal InnovatIon

Innovation is the source of economic growth. The Nobel Laureate Robert 
Solow (1956, 1957) showed that technological progress is the source of 
economic growth, rather than capital accumulation and increases in labor. 
Leapfrog innovation is important. We, however, need  to remember 
that most of the innovations are small and incremental changes. These 
changes include both technological and production processes. These are 
not dramatic, but they are fundamental to the everyday operation of firms. 
It is also important to grow in the long run, not just enjoy short-term 
growth from innovation. That is why, Kenneth Arrow analyzed techno-
logical progress as focusing not only on research and development (1962a) 
but also on learning by doing (1962b).

As Stiglitz and Greenwald (2015) discussed, although technological 
and production innovations are important, they often increase just private 
returns, not social returns. There are reasons for this. First, the large firms 
in developed countries are more able to produce innovations compared 
with small and medium enterprises (SMEs) and firms in developing coun-
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tries. This is because they have more financial resources. Since their market 
is bigger than that of the SMEs, there are economies of scale for large 
firms in innovation.

Second, the first innovators, which are often large firms as discussed, 
can enjoy a monopoly over this new technology under strict intellectual 
property regimes (e.g., WTO/TRIPS [World Trade Organization/Trade-
Related Aspects of Intellectual Property Rights]). As is well known in 
respect of monopolistic competition, firms produce less than the social 
optimum and increase the price whenever they can. This happens to many 
pharmaceutical drugs, which are essential for the lives of people in devel-
oping countries but are not affordable for the poor.

Third, under monopolistic competition, R&D investment in the area is 
often reduced. New innovations may be created based on existing tech-
nology, but without access to the technological information, it is hard to 
make investment within firms, especially in small and medium enterprises 
and firms in developing countries. Thus, future production will be smaller 
than the socially desirable level. In this contest, Kaizen can bring produc-
tion innovation for firms without cost, and has very large spillover effects 
from the methods of production it advocates across sectors (institutional 
spillover). While the costs include more than just investment cost, there 
are no patent use costs as Kaizen is not patented.

As Fig. 4.1 shows, to increase productivity two types of innovation are 
required: production innovation and technological innovation. For a firm 
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Fig. 4.1 Factor to increase productivity and types of innovation. (Source: 
Author)
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producing basic products, changes in production processes are required 
for an increase in productivity. As the sophistication level of products goes 
up, technological innovation becomes more important. In other words, 
Kaizen is more important for many small and medium firms that produce 
relatively less sophisticated products, allowing them to improve their 
productivity.

However, productivity growth is a double-edged sword. This is because, 
on the one hand, although it improves a firm’s performance, on the other, 
it means firms can operate with fewer workers (Shimada 2015a, 2017a, 
2018a, 2019; Shimada and Sonobe 2018; Higuchi and Shimada 2019). 
Further, since most technological innovations tend to be labor saving 
technologies, productivity growth could have negative consequences on 
the lives of workers if they lose their jobs. It is important to consider the 
distributional aspect of productivity growth. Figure 4.2 shows the share of 
labor compensation in gross domestic product (GDP) over the last two 
decades for selected countries. As is shown, there is declining trend. This 
means that the share of income distributed to workers in GDP is decreas-
ing, and this is a global trend. In the age of rising inequality, the 
 distributional aspect of productivity growth thus becomes very important. 

Korea Colombia Kazakhstan
South AfricaTurkeyMexico

Fig. 4.2 Share of labor compensation in GDP at current national prices. (Source: 
Author, based on Penn World Table 9.0)
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Then, the question comes into mind could Kaizen contribute to this? The 
next section will examine this, analyzing how Kaizen worked in Japan 
when it was introduced, and paying special attention to its impact on labor.

3  uS aId to JaPan: JaPan’S exPerIence IntroducIng 
Kaizen to create SocIal InnovatIon

Japan introduced Kaizen in 1955 with assistance from the United States. 
As we will see in detail, there were three different aims for that introduc-
tion by each stakeholder: Japanese firms; the United States; and labor 
(Shimada 2015a,  2017a, 2018a, b,  2019; Shimada and Sonobe 2018; 
Higuchi and Shimada 2019). First, for Japanese firms, the main objective 
was to increase production with less labor. Because of World War II, the 
production capacity of Japanese firms was much lower than in the pre-war 
period. At the same time, the labor movement using confrontational 
methods such as strikes was very active. Under this condition, it was dif-
ficult for Japanese firms to meet market demands. So, for firms, there was 
a huge demand to increase productivity.

Second, for the United States, there were two objectives. Initially, after 
World War II the main objective was to democratize Japan, dismantling 
large enterprises and, at the same time, promoting small and medium 
enterprises and the labor movement (Shimada 2018a). After the start of 
the cold war though, the objective changed toward keeping labor unions 
on-side and away from the Soviet bloc. Third, for labor unions, when US 
aid was decided, they were against the productivity movement, because 
they feared that their jobs would be lost with increasing productivity. 
However, as they kept negotiating with employers, they started to secure 
wage increases, which raised their living standards considerably.

In the next section, we will examine why Japan introduced Kaizen from 
these three different perspectives. We will also examine what kind of 
impact this had on Japanese society. To begin this analysis, we start by 
looking at the situation existing soon after World War II.

3.1  Economic Policy During the United States’ Occupation 
of Japan: The GHQ Policy Toward Economic Recovery

GHQ policy had a huge impact on how Japan recovered from the devasta-
tion of World War II, not just in the short term, but over the long term 
until today. The GHQ, especially the GS (Government Section), had a 
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clear policy to transform Japan from the old regime to a democratic, non- 
autocratic and non-militarized country. The GS was the hub for making 
these policies. A lot of the New Dealers who participated in the New Deal 
program of US President Roosevelt worked in the GS,1 and the occupa-
tion policies strongly reflected their political and economic views. Further, 
it had strong influence on industrial policies in Japan, as we will review in 
the next section. GS personnel were very radical, and in his memoir, for-
mer Prime Minister Yoshida Shigeru even called them “radical elements,” 
and mentioned that they used Japan as a laboratory for testing their 
theories.2

The old systems that GHQ considered necessary to change were: (1) 
political system and bureaucracy; (2) conglomerates (zaibatsu) which 
were controlled by family-owned holding companies; and (3) landlord-
ism. These were considered to have supported Japan’s militarism during 
the war. Based on notions of democratic reforms, the GHQ launched a 
series of policies to: (a) purge leaders and public officials who were respon-
sible for the war; (b) abolish the internal security law, giving freedom of 
expression to the mass media, political parties and organizations, such as 
labor unions; (c) dissolve conglomerates and trusts; and (d) reform land 
ownership.3 These policies changed the political balance between the 
existing old regime and the leftist political parties, small and medium 
enterprises, and the labor movement (Tsunekawa 2010), and had a huge 
influence on industrial policy, which will be discussed next as the essence 
of Japan’s inclusive economic growth in the post-war period.

3.2  The Necessity to Improve Productivity for Recovery After 
the War4

3.2.1  Hyperinflation
After the war, Japan suffered very serious hyperinflation. There were two 
reasons for this: first, Japan’s production capacity was totally destroyed by 
bombing during the war, as Table 4.1 shows.5 Due to this, supplies of 
almost all goods were affected by shortages. To be more precise, almost 
no products were available at the regulated market price, and prices went 
up in the black market; second, the money supply was increased to mon-
etize the huge stock of war debts to victorious countries. This very rapid 
money supply increase was another reason for hyperinflation. One of the 
policy priorities for the Japanese government, therefore, was to increase 
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production to bring basic food and necessary goods to people and to sta-
bilize inflation.6

During the same period, the dissolution of the conglomerates was 
implemented. Bisson, the top economic analyst of the GS at GHQ, 
thought that during the war Japanese cabinets were largely controlled by 
conglomerates and industrial capitalists (Schonberger 1980). In 1947, the 
GHQ required the stock owned by the conglomerates’ holding companies 
to be sold to the public.7 At the same time, the GHQ adopted policies to 
promote SMEs as a counter force to the former conglomerates’ larger 
firms. Policies such as the establishment of an SME agency to support new 
SMEs and help them compete with the erstwhile-conglomerate compa-
nies; the enforcement of anti-monopoly laws in 1947; and the establish-
ment of the Japan National Finance Corporation for SMEs in 1953 to 
support SMEs financially were introduced. These SME-related policies 
made Japan’s industrial policy more inclusive, as we will see later.

3.2.2  Labor Movement
Other than hyperinflation, there was another reason underpinning the 
necessity for productivity increases. While increase in production was the 
policy priority in Japan at this time, the labor movement also became very 
active soon after the war. This was also related to the GHQ policy men-
tioned above. The GHQ released communist political leaders such as 
Tokuda Kyuichi from prison as a part of its policy to give freedom of 
expression to mass media, political parties, and organizations. As soon as 

Table 4.1 Indices of industrial production, 1946–1947

Period SCAP index (1930–1944 = 100) United nations index (1937 = 100)

1946 31.8 19
  January 17.7 11
  August 35.9 22
  December 38.1 23
1947 38.8a 25
  January 33.6 20
  August 40.0 25
  December – 27

Source: Japanese Economics Statistics, GHQ, SCAP (Supreme Commander for the Allied Powers), 
September 1947, 7–9; and Monthly Bulletin of Statistics, United Nations, February 1948, 26 (Bisson 
1949)
aFirst eight months only
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they were released, they attracted popular support.8 At the same time, 
Article 28 of the Constitution of Japan promulgated in November 1946 
guaranteed the three rights of work (the right of workers to organize, to 
bargain, and to act collectively).

Against the GHQ’s intentions however, the labor movement became 
too active and radical.9 With the establishment of the People’s Republic of 
China in 1949 and the start of the Cold War between the United States 
and the Soviet Union, the GHQ changed its stance on the labor move-
ment and tried to repress it.10 However, the labor movement continued to 
spread all over Japan. As the labor movement became stronger, conflict 
between the government and labor movement increased day by day. In 
1950, the GHQ started its red purge of government and journalism, as 
well as private companies (for a detailed discussion on this topic, please 
refer to Shimada 2018a). Finally, private companies were under pressure 
to increase production to tackle the shortage of all kinds of goods from 
basic food to steel in the market and to increase productivity with less 
labor because of the strong labor union movement. Otherwise, the short-
age of labor would impede any production increase.

3.2.3  Cold War
As described above, there was strong incentive for private companies to 
increase productivity. At the same time, during this period the United 
States was enthusiastic about transplanting the productivity movement 
not only to Japan but also to war-torn Europe through their aid programs 
such as the Marshall Plan and the Point Four Program.11 The main objec-
tive for the United States was to influence labor unions, keeping them as 
social democrat and not allowing them to become communist 
(Sovietization). Therefore, it was natural for the US government to sup-
port the productivity movement in Japan, as Japan was strategically impor-
tant in East Asia. In 1951, a plan was drafted in Japan to establish a 
productivity organization with support from the FOA (Foreign Operation 
Administration) of the US government (Shimada 2015a,  2017a, 
2018a, 2019; Shimada and Sonobe 2018; Higuchi and Shimada 2019).12

3.2.4  Creating Social Innovation
The plan to introduce the productivity movement met fierce opposition 
from labor unions (through the Sohyo or General Council of Trade Unions 
of Japan). The unions feared that with increased production, jobs could be 
cut, and work intensified for employees. So, in 1955 they declined to par-
ticipate in the US-assisted productivity movement. However, as it was 
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suggested by the United States that there be three partners (government, 
private companies, and labor), labor was essential for the country to 
receive aid from the United States. As the aid plan was stalled, long nego-
tiations between the three sides were held. Finally, as a compromise, the 
JPC (Japan Productivity Center) issued three guiding principles for the 
productivity movement, influenced by the Philadelphia declaration of the 
ILO (International Labor Organization) of 1944. Based on this, labor 
agreed to participate in the movement, stressing the importance of “indus-
trial democracy.” With this agreement, many bureaucrats and business 
personnel studied productivity improvement with support from the 
United States. This significantly helped Japan’s manufacturing sector to 
grow, and the Toyota Production System (TPS) or Kaizen was born from 
the productivity movement and spread all over Japan.

The principles are as follows:

 1. Expansion of employment

In the long term, improving productivity should lead to expanding 
employment. However, from the standpoint of the national economy, a 
public-private partnership is essential in formulating valid policies to pre-
vent the unemployment of surplus personnel through job relocations or 
other measures.

 2. Cooperation between labor and management

Labor and management must cooperate in researching and discussing 
specific methods to improve productivity in consideration of specific cor-
porate circumstances.

 3. Fair distribution of the fruits of productivity

The fruits of productivity should be distributed fairly among labor, 
management, and consumers in line with the state of national economy.

There were dual aims. One was to enhance competitiveness to expand 
markets by utilizing resources effectively and scientifically, while at the 
same time reducing production costs. The other was to boost employment 
and to enhance real wages and the standard of living. The expansion of 
employment and wages was very important to improve living standards in 
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Japan. This also changed the nature of labor-management relations from 
combative to collaborative. Without this collaborative partnership between 
labor and management, high economic growth may not have occurred. In 
1960, Prime Minister Hayato Ikeda also announced a plan to double the 
income of the Japanese people in ten years. This collaborative relationship 
between employers and employees was the basis of the inclusive economic 
growth of Japan.

4  ImPactS on wage: Kaizen aS SocIal InnovatIon

Then, what were the impacts on labor, especially on wage and living stan-
dards? Figure 4.3 shows the labor compensation in Japan’s GDP by firm 
size. As it is clear from the figure, labor share has been steadily increasing 
in both large firms and SMEs since the 1960s in Japan. This is in sharp 
contrast with the current global trend seen in Fig.  4.1, which shows a 
declining trend in labor share.

Fig. 4.3 Share of labor compensation in Japan’s GDP by firm size. (Source: 
Author, based on Penn World Table 9.0)
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Figure 4.4 also shows that the wage rate index by industry and by size 
of enterprise increased at the same rate not only for large companies but 
also for micro and small enterprises. As wages increased, living standards 
have improved in Japan.

As shown in Fig. 4.5, as GDP per capita increased, the ratio of house-
holds on welfare rapidly decreased from around 40% in 1952 to around 
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20% in the mid-1970s. We used this measure as there is no long-term time 
series data on poverty in Japan because there was no official definition of 
the poverty line until 2009. Although the Ministry of Welfare published 
estimated poverty rates from 1953 to 1965 based on a comprehensive 
survey of living conditions, they terminated its publication in the mid- 
1960s. This was because it was thought that poverty was no longer an 
issue in Japan. Therefore, instead of the poverty ratio, this chapter uses 
“the ratio of households on welfare” as, even if this data is technically not 
very precise with respect to the poverty ratio, at least it can show us the 
trend of poverty over time. The ratio of households on welfare dropped to 
less than 15% in the early 1990s. Therefore, it appears that Japan’s eco-
nomic growth was pro-poor growth, especially during the rapid growth 
period from the 1960s to the 1980s.

East Asia including Japan is known for its record of high and sustained 
economic growth, as the World Bank (1993) discussed. This was also char-
acterized by highly equal income distributions (Birdsall and Sabot 1993).13 
To develop its economy, soon after World War II, Japan  developed an 
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industrial policy called the priority production system and made huge invest-
ments in infrastructure. Both of these policy measures were the basis for 
Japan’s high economic growth. These policies, however, do not explain 
why Japan’s economic recovery after the war was inclusive. Economic 
growth does not necessarily become inclusive. The keys to understanding 
the inclusiveness were the tension with the labor union and the introduc-
tion of the productivity movement (later called Kaizen because of this 
tension). The introduction of Kaizen made Japan’s economic growth 
inclusive (Shimada 2015b, 2017a; Shimada and Motomura 2017).

5  concluSIonS and PolIcy ImPlIcatIonS

As we have seen in this chapter, Japan created a social innovation through 
the process of conflict and negotiation between labor and employers to 
share the profits equitably. This innovation not only improved the lives 
of people but also strengthened the competitiveness of firms. This is 
because employees became loyal to the firms they belong to with life-
time employment and company-specific labor unions (most Japan’s labor 
unions are not organized by industry). Under life-time employment, the 
prospect of wage increases raises labors’ motivation to work. This is not 
technological innovation, but an innovation to boost firm performance 
and, hence, economic growth. This win-win situation, achieving eco-
nomic growth and equality, was a social innovation. Developing coun-
tries as well as developed countries need this social innovation to tackle 
the issue of inequality in the age of globalization and rapid economic 
growth. As we have seen in this chapter, Kaizen is essential knowledge, a 
missing piece, for both developed and developing countries to achieve 
equitable growth.

noteS

1. These include Courtney Whitney (Chief of the Government Section), 
Charles Louis Kades (Chief and Deputy Chief of the Government Section), 
and Thomas Arthur Bisson (Top Economic Analyst).

2. Mr. Yoshida singled out T.A.  Bisson for special criticism (Schonberger 
1980).

3. Land was confiscated in 1946 and 1947. This land reform reduced income 
inequality and expanded the middle class a lot.
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4. For details of  the discussion of  this section, please see Shimada (2017b, 
2018a).

5. The official SCAP index is based on the low 1930–1934 levels of produc-
tion output. Bisson (1949, 104) mentioned that the UN index is a better 
measurement since Japan needed to reach at least the 1937 level of pro-
duction to become economically self-supporting.

6. Following the hyperinflation, Japan was forced to adopt austerity mea-
sures, called the Dodge Plan, by the United States.

7. Bisson regarded the hyperinflation Japan suffered during this period as a 
result of conscious and deliberate policies of the conglomerates and 
bureaucrats. The various taxes against big stockholders became meaning-
less with a devalued yen. Further, he argued the inflation raised stock valu-
ation of those companies, generating more gains (Schonberger 1980)

8. Bisson (1949, 44) mentioned that: “The Communists were the one group 
that could point to a consistent record of opposition to Japanese militarism 
and the war. This factor helped them to muster popular support as soon as 
their leaders were released from prison.”

9. Bisson (1949, 74) recalled that: “….the occupant authorities became 
increasingly disturbed by the `left-wing` character of the programs spon-
sored by the new political parties. And after the first election in April 1946, 
the emphasis of occupant policy was placed on controlling rather than 
encouraging the growth of the popular movement.”

10. Because of this change in policy, as Dower (2000) described, communist 
leaders, such as Tokuda, were embarrassed. Because of this, when they 
were released in October 1945, he read “Appeal to the People” that said: 
“We express our deepest gratitude that the occupation of Japan by the 
Allied forces, dedicated to liberating the world from fascism and milita-
rism, has opened the way for the democratic revolution in Japan.” Later, 
the communists were forced to justify his statement, saying that the refer-
ence to “Allies” included the Soviet Union.

11. With the aid from the United States, productivity centers were established 
all around Europe: UK (1948), Denmark (1949), Turkey (1949), Austria 
(1950), West Germany (1950), Netherlands (1950), Trieste (1950), 
Belgium (1951), Italy (1951), Switzerland (1951), Greece (1953), Sweden 
(1953), France (1954), among others (Shimada 2018a).

12. This is one of precursor organizations to the USAID (United States 
Agency for International Development).

13. Some academic papers have estimated the poverty rate. For instance, Otake 
(2003) estimated that the Gini coefficient very rapidly improved, especially 
in the 1960s. The coefficient was 0.31 in 1963, and it had become 0.25 by 
1971.
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