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Preface

Globalization and multilateralization of the world political economy have
created new pressures for all industrialized democracies to adapt, change,
and reform their policies and economic structures. However, none seems
more challenged by these pressures than Japan, a country that has re-
sisted global rules for its domestic markets for many years. The country’s
postwar focus on strategic industrial policy, infant industry protection,
and export promotion has created many obstacles to becoming a truly
integral player in a globalized economy. So, is Japan changing, and how?
To what extent will the combined pressures of decade-long recession,
“hollowing-out” of production, deregulation, and strengthened interna-
tional trade rules turn Japan into a different marketplace?

This book argues thatrather than assuming a passive, compliant stance,
Japan is trying to manage the effects of globalization with policies that
are proactive and occasionally aggressive, and that result in “permeable
insulation.” “Insulation” is the outcome of a set of policies that have at
their core an attempt at continued protection of domestic interests—for
example, by allowing restrictive practices in the distribution system that
fall outside the scope of international agreements. However, in contrast
to previous instances of industrial policy, this new insulation is “perme-
able” in that it allows those sectors in need of more freedom in corpo-
rate strategy to break free from the fetters of domestic protection.

Permeable insulation is Japan’s attempt to manage the forces of glo-
balization by affecting both the speed and the reach with which global
rules and markets affect domestic players. It is Japan’s attempt to struc-
ture a process that is potentially upsetting and disruptive. It is the outcome
of a mix of active and passive measures by both government and firms
taken in response to world challenges in the twenty-first century.

This book began serendipitously as a panel at the New England Po-
litical Science Association annual meeting in May 2000 organized by
Mireya Solis, and also including William Grimes, Patricia Nelson, Saadia
Pekkanen, and Ulrike Schaede. While the topics included some of the
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hoariest and most picked-over debates in the field of Japanese political
economy—trade, aid, exchange rates, and cartel behavior—we were
excited to find that each of us had taken a new, interesting tack at these
themes. The papers emphasized innovative attempts by Japanese policy
makers and firms to pursue their interests in a deeply changed policy
environment. )

Over several head-clearing lattes in Harvard Square, the co-editors
went on to identify a unified framework for understanding Japan’s com-
plex, managed response to globalization, which we termed “permeable
insulation.” The project that followed has been a truly multinational,
multidisciplinary one, straddling the insights of political science, busi-
ness, law, and economics. Still, this book is emphatically not eclectic, as
it centers very tightly around the unified focus of permeable insulation.
As in any collaborative work, the editors had to make some choices,
particularly in terms of chapter selection. Permeable insulation is a wide-
spread phenomenon in twenty-first century Japan, and we could easily
think of many more areas in which permeable insulation and structural
adjustment are transforming established policies and relationships. In
the end, we decided to pick topic areas where the terms of the debate
seemed to have been most static over the years, to see whether and how
important changes were bubbling up.

In putting it all together, we have incurred many debts of gratitude. The
project received a major boost from the generous financial assistance by
the Japan Foundation Center for Global Partnership for a March, 2001,
conference entitled “Japan Changes: The New Political Economy of Struc-
tural Adjustment and Globalization™ at IR/PS (Graduate School of Inter-
national Relations and Pacific Studies) at the University of California,
San Diego. The conference included revised versions of the earlier pa-
pers, as well as new contributions by Christina Ahmadjian and Mark El-
der. The authors were fortunate to benefit from the insights and suggestions
of an outstanding cast of discussants: Richard Feinberg, Stephan Hag-
gard, Takeo Hoshi, Lawrence Krause, Ellis Krauss, Koichi Kurokawa,
David McKendrick, Barry Naughton, James Shinn, and Yoshiro Tsutsui.
Ellis Krauss also kindly served as a first, and tremendously helpful, critic
of ourintroductory chapter.Joseph A. Grimes provided useful comments
on Chapters 1, 2, 3, and 18. We are also grateful to Patricia Loo at M.E.
Sharpe for her support and enthusiasm for this book, and for her effi-
ciency at moving it through the publication process.

The editors and authors collectively thank the many Japanese policy
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makers and company officials who have been so generous in providing
information and opinions regarding the issues addressed in this book.
Most prefer anonymity, but some individuals are cited in the chapters
that follow. The standard academic disclaimer applies, as the authors
alone are responsible for any remaining errors.

Finally, the co-editors especially thank the contributors to this book
for their cooperation and diligence. We had been forewamed by many
colleagues about the headaches of editing—what a relief to find that
this project was different! Particularly, in addition to being reliable au-
thors, Saadia Pekkanen and Chris Ahmadjian provided valuable com-
ments on Chapters 1, 2,and 10. As we spent many weekends and evenings
stooped over our computers writing, revising, and editing several times
over, we often neglected home affairs in favor of incoming e-mails. We
thank Charles and Melinda for their positive encouragement and good-
humored patience.

U.S. and WW.G.
La Jolla and Boston
October 2001

Throughout the book, personal names appear in Western order, with
the given name followed by the surname. Macrons (6, @) indicate long
vowels in Japanese terms, except for Americanized phrases and well-
known cities (Tokyo).



Introduction

The Emergence of Permeable Insulation

Ulrike Schaede and William W. Grimes

Circumstances have changed dramatically between the early 199@s, when
the world hailed Japan as one of its economic superpowers, and the
early twenty-first century, as the country entered its second decade of
economic stagnation. Domestically, Japan's industries have experienced
major structural change, the relocation of production abroad, deregula-
tion, and experimental macroeconomic policy such as zero-level inter-
est rates. Internationally, the rise of the yen after 1985 and the increasing
competitiveness of industrializing economies in Asia have reduced op-
portunities for firms producing inside Japan. At the same time, trade
liberalization and financial market integration have increased pressure
for governments throughout the developed world to comply with inter-
nationalrules in such diverse areas as competition policy, financial regu-
lation, subsidization of private investment, and the adoption of
multilateral trade dispute settlement. External and internal pressures have
thus combined to force Japan to change in potentially fundamental ways.
Interestingly, however, many Japan observers disagree about just how
much, and into what, Japan is changing.

How Japan is changing is so difficult to evaluate because Japan’s
reactions to these pressures for change have unfolded in ways few
would have predicted. At one level, Japan has reacted to the internal
and external challenges by removing regulations, restructuring indus-
tries, revising associated policies, and playing a more prominent role
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in multilateral organizations. But despite change in some unexpected
areas, many pockets of old practices remain in the very areas where
true change seems to be most called for. Many seasoned observers of
Japan are therefore at a loss as to how existing models and past experi-
ence provide a roadmap to predict change in Japan. Overstating the
case only slightly, one can say that by the late 1990s Japan analysts
were largely divided into two schools of “change forecast.” One group
has argued that Japan is not actually changing at the core, but is basi-
cally continuing its attempts at industrial and other policies that pre-
serve the Japanese system (e.g., Yamamura 1997, Dore 2000, Carlisle
and Tilton 1998). Analysts from the opposite camp have argued that
for Japan to regain its competitive strength, it will finally have to open
up and completely reform; some even claim that this complete over-
haul has already begun, and is turning Japan into a fundamentally new
entity (e.g., Nakatani 1999, Katz 1998, Edwards 1999).

Incontrast to these two scenarios, we submit that Japan is in fact chang-
ing significantly, but in unforeseen ways and often with surprising conse-
quences, leading to possible misinterpretation by those who adhere to one
of the two polar views. Some of Japan’s new policy choices are unprec-
edented, whereas others look much like previous measures and reactions.
If we want to understand the new Japan fully, we need to evaluate both
new and familiar policies in light of a fundamentally altered domestic and
global situation. And even in instances where the actual policy measures
look familiar, their intended and unintended consequences may well be
different, given the changing global environment.

We argue that Japan’s responses to the economic and global politi-
cal challenges of the twenty-first century are best understood as ‘“‘per-
meable insulation”—a dual-track approach that allows for sectoral
policy differentiation, and therefore calls for a case-by-case evaluation
of policy intent and policy outcome. Permeable insulation is Japan’s
attempt to manage the process of globalization by differentiating its
speed and reach by political issue-area and economic sector.

Changing Japan

The main reason why Japan observers continue to be divided in their
interpretations is that at the turn of the century, the past is a less than
perfect predictor of Japan’s future strategies. This difference derives
from the fact that throughout the postwar period of rapid growth, Japan

THE EMERGENCE OF PERMEABLE INSULATION S

fundamentally reacted to shocks, whether external or internal, from a
position of strength. Even though Japan’s policy makers may not have
seen it that way at the time, during the 1960s and even following the oil
shock recession in the 1970s, Japan’s economy operated under signs of
enormous upward potential. In terms of international competition, Ja-
pan could continue to purchase advanced technologies abroad, as “catch-
up” was not yet fully accomplished and the international environment
allowed ongoing infant industry protection and export promotion. In-
dustrial policy was especially effective in the face of global excess ca-
pacity in basic materials such as steel in the late 1970s and early 1980s,
allowing Japanese firms to survive worldwide slumps and capitalize on
the ensuing disarray in global markets caused by recessions in other
countries. Specific structures of economic organization, such as keiretsu
corporate alliances and enterprise-based unions, provided insulation with-
out rigidity and contributed to Japanese firms’ ability to avoid the kind
of paralysis seen in many Western countries beginning in the 1970s.!

Domestically, too, the Japanese state worked from a position of
strength. Even well into the 1980s, the state had many tools at its dis-
posal to reconfigure economic structure in a relatively orderly way—
both through direct means, such as the ability to arrange recession
cartels and create incentives to increase energy efficiency following
the 1973 oil crisis, and more indirectly, such as through tax policies
that encouraged research and development. Moreover, solid govern-
ment finances in the early 1970s allowed the Japanese state consider-
able latitude to encourage adjustment in some industries, and to
maintain protection in others through the heavy use of deficit-financed
compensation during global stagflation later that decade.?

However, by the early twenty-first century, Japan’s position had
changed dramatically, due to a domestic push for change in some im-
portant sectors of the economy, the concurrent external pressure for
economic globalization, and the multilateralization of world politics.
The changing domestic and global environment in the 1990s and the
early twenty-first century mean that Japan can no longer operate from
a position of comparative strength; the country now has to face adver-
sity from a position of comparative weakness. With technological
catch-up accomplished in the manufacturing sectors, Japan is strug-
gling to adopt new models of industrial policy and business organiza-
tion in an attempt to induce more rigorous efforts at innovation. Trade
disputes with the United States and the European Union put limits on
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overt government policies aimed at blocking imports and promoting
exports. Multilateral organizations such as the World Trade Organiza-
tion (WTO) further limit Japan’s latitude to protect specific industries
at the expense of free trade flows. The slow but continuous process of
deregulating and revising foreign trade laws and specific industry laws
since the 1980s has progressively undermined the state’s powers of ad-
ministrative guidance.> While the state’s guidance of business strate-
gies has never been one-directional or absolute, it is now more than
ever dependent on industry cooperation. Finally, the combination of
electoral politics and the ongoing economic crisis of the 1990s and
early twenty-first century has caused Japanese fiscal policy to focus
almost completely on helping the economically weakest (often also the
politically strongest) sectors through distributive, rather than strategic,
economic policies (Grimes 2001). The transformation of large parts of
industrial policy into compensation has also reduced potential for eco-
nomic growth—and thus growth in both government revenues and cor-
porate profits. In combination, these factors have fundamentally
altered policy intent and policy measures in Japan.

Given this underlying shift in relative power, the Japanese state has
had to modify its policy approach to allow new openness in some in-
stances while providing continued protection in others. To be sure,
other countries faced similar challenges as they approached the turn of
the century. However, among industrialized nations, Japan is arguably
the one that has pushed the political agenda of industrial policies
hardest—regardless of whether or not these were successful. The reli-
ance on industrial policy throughout the postwar period has created or
strengthened institutions and processes that, in combination, have re-
sulted in a distinctive political economic path that continues to guide
and constrain Japan’s future choices. The very existence of interven-
tionist tools and precedents makes it difficult for policy makers to
leave matters to the market, even where they prefer to do so. As a re-
sult of this legacy of industrial promotion and protection policies, Ja}—
pan faces particular challenges in dealing with the changing domestic
and global situation at the beginning of the twenty-first century.

Permeable Insulation

The shift in relative strength of the Japanese state, combined with this
legacy in political processes and institutions, makes it difficult to apply
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past experience and assumptions in evaluating current Japanese poli-
cies. Even where policy measures look quite familiar, their causes and
consequences are often unexpectedly different. We propose that the analy-
sis of Japan’s new policy measures, and their intended and unintended
outcomes, is greatly advanced by the new perspective of “permeable
insulation.” While permeable insulation includes parts of the 1980s trade
concept of the “new protectionism,” which was mainly implemented
through nontariff barriers, it extends well beyond trade policies. As an
analytical category, permeable insulation calls for more precision in that
itintroduces differentiation, both by sector and issue area, into the study
of Japanese policies.

“Insulation” occurs in the sense that, in many areas, government and
corporate policies continue to have at their core an attempt to shield
companies from full competition and the rigor of market forces. Insu-
lation is seen in the continued efforts by the Japanese government to
design policies that support domestic firms in intermational competi-
tion and also shield domestic sectors from that same competition. It
can also be seen in industry-led efforts to ensure survival by informally
regulating domestic competition. These efforts fit comfortably into the
traditions of managed competition that have characterized Japanese in-
dustrial policy for so long.

Importantly, this insulation is “permeable” in that it is not absolute,
but rather allows for differentiated application by industry, institutions,
or issue areas. Permeability has two main consequences. First, not all
parts of government pull in the same direction, leading to trade-offs
and loopholes for industries to get around rules they reject. The “em-
bedded mercantilism,” which Pempel argues has constituted a domi-
nant policy paradigm in Japan’s political economy, is being replaced
with a less comprehensive policy approach, even if the underlying
principle of protection or promotion may remain unchanged. Thus,
Japanese foreign economic policy is becoming ever more “‘un-
bundled,” or much less coherent (Pempel 1987, 1998). Second, indus-
trial policies have become less inclusive or binding. For instance,
under the former industrial policy regime, if one industry (perhaps
steel) asked for continued protection while another (perhaps automo-
biles) preferred to operate independently, the pro-active industry
would have been held back by protectionist policies. In contrast, in the
new environment, the policy outcomes or protectionist walls are more
permeable for industries not interested in this protection. In fact, poli-
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cies of insulation are themselves permeable to the new dynamics of
international markets. An example of this paradox can be seen in the
campaign for internationalization of the yen—a policy that, as Grimes
(Chapter 3) shows, was aimed at insulating Japan’s markets from ex-
ternal volatility, but where success would ironically depend on accep-
tance by international markets.

Thus, the new insulation is permeable because reductions in state
power vis-a-vis the private sector since the 1990s have combined with
stricter world trade rules and diminished solidarity among private in-
stitutions such as keiretsu. “Insulation” in post-developmental Japan is
increasingly flexible, as it is used either to stave off change or to make
its pace more manageable, depending upon the sector. In the twenty-
first century, more than ever before, Japanese firms are making strate-
gic decisions about how to embrace the global economy in the context
of more diversified and less predictable government policies.

“Permeable insulation” means that Japan’s response to the global
and domestic challenges of the 1990s is neither one of retreat and de-
nial, nor one of full acceptance of global standards and practices. In-
stead, the basic thrust is one of pragmatic utilization of new rules and
circumstances to continue industry policies of promotion or protection
in a new, post-developmental, paradigm. Moreover, the approach sees
Japan, for the first time in memory, as an active player in actually
shaping the international environment through political and legal
means, rather than simply reacting to real or perceived shocks. This
new approach of shifting its insulation strategies to global or regional
frameworks is one of the most important facets of Japan’s response to
the global economic and political pressures of the twenty-first century.

Politics and Permeable Insulation

The new permeable insulation does not rely on a unitary state.* Rather,
even more than before, it is based on clientelistic subgovernments, or
what Calder (1988) has called “circles of compensation” among firms
in a given sector, and the bureaucrats and politicians who support them.
What is more, the new vulnerability of ruling coalitions and of indi-
vidual Diet members, caused by the long-dominant Liberal Democratic
Party’s (LDPs) initial breakup in 1993, has created more interest in
the substance of policies among politicians (see Chapter 2).> More-
over, politicians’ endeavors to play a more prominent role were helped
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by the obvious policy failures of the post-bubble 1990s, which politi-
cians were quick to attribute exclusively to the bureaucrats. The increased
diversity of a larger number of political players represented by more
activist politicians also resulted in more diverse results. While the in-
creasing role of politicians, as agents of constituent interests or ideo-
logical preferences, served as a catalyst to change in some areas (such
as corporate governance reform or the campaign to promote the yen as
an international currency), it may also have hindered such change in
others (such as policies related to the distribution system). Moreover,
the shift in power from bureaucrats to politicians has also increased the
tendency to support certain sectors for reasons of pork-barrel politics,
rather than industrial growth strategy. Economically troubled sectors
that can mobilize votes and political funds now find it easier to receive
support, often at the expense of politically weaker, though potentially
more viable, sectors.

Despite the increasing role assumed by politicians, bureaucrats still
fight to maintain or expand their jurisdiction. In any country, the inher-
ent rigidity of laws and governmental processes means that the bureau-
crats’ incentives and regulations change only incrementally, even though
reforms may accumulate into significant transformation over time. Path-
dependence limits policy choices, as future actions are dependent on de-
cisions and commitments made in the past. Thus, even in the face of
changing needs, conscious efforts to transform behavior-—of politicians,
bureaucrats, companies, and consumers—tend to coexist with surprising
continuity in existing practices. System inertia and deliberate efforts to
uphold established routines translate into resistance to change even in
the face of apparently unavoidable pressures for structural adjustment.
Japan is no exception to this general rule—and in the early twenty-first
century, the outcome has been permeable insulation.

Evidence and Examples

Pressure for permeable insulation can be observed both externally and
domestically. Externally, trade and financial deregulation have disabled
most official levers of control previously employed by industry-pro-
moting agencies such as the former Ministry of International Trade and
Industry (MITI; now the Ministry of Economy, Trade, and Industry
[METI)). Moreover, a fundamentally bilateral approach to solving trade
disputes with the United States has largely been replaced with multilat-
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eral agreements administered by the World Trade Organization. Finan-
cial controls on cross-border transactions, too, have been visibly re-
formed. And so it seems that compliance with the rules of global trade
has been achieved. Yet, whereas officially Japan has indeed proceeded
with deregulation, lifted market entry rules, and ended overt subsidies
and other preferential policies that may distort free trade, many of these
measures have been accompanied by a variety of complementary, com-
pensatory, or substitute policies that must not be overlooked. These ad-
ditional policies mean that while there may be compliance on paper, we
find de facro resistance and continuing policy insulation in many areas.

The chapters in this book show how Japan’s permeable insulation
paradigm functions in practice across a variety of key policy issue-
areas. The very range and scope of different industries and policy is-
sues underscore that permeable insulation is indeed a generic practice,
and thus an important phenomenon that constitutes a specific, identifi-
able approach to regulating economic activity. The book first ad-
dresses Japan’s use of permeable insulation in intemational affairs,
and then focuses in on domestic issues.

At the international level, Japan must address most directly the chal-
lenge of managing globalization. Here we see both the state and firms
trying to shift the global competitive playing field through policies of
permeable insulation. In trade and currency issues, the Japanese gov-
emment has consciously sought to exploit global rules in order to insu-
late its domestic economy from globalization-induced volatility.
Meanwhile, the actions of both firms and the state in moving increas-
ing amounts of manufacturing abroad show a clear attempt to shape
the Japanese economy’s structural transformation so as to minimize
the costs of adjustment in Japan.

William W. Grimes (Chapter 3) describes attempts to make the yen
a key currency in Asia as a step toward increasing the economic inte-
gration of East and Southeast Asia and, more importantly, as a means of
insulating the Japanese economy from financial and currency shocks.
Paradoxically, to achieve this insulation by making the yen more attrac-
tive as an international currency, Japan has to open its financial mar-
kets. Yet, financial market liberalization coexists uneasily with more
interventionist measures meant to manipulate directly the intemasional
supply and demand for yen. To promote insulation through permeability
in the most globalized of sectors has been a bold move, which high-
lights the difficulties of managing globalization.
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Saadia M. Pekkanen (Chapter 4) observes a skillful application of
WTO rules to further Japan’s foreign policy purposes, as well as its
sectoral domestic interests. Aggressive legalism has served Japan’s in-
terests in opening markets abroad; at the same time, Japan has been
very successful at finding industrial policy measures that go beyond,
and thus remain outside, the range of intemational agreements and
conflict resolution mechanisms. This has allowed the continuation of
protectionist policies without directly violating intermational rules—
indeed, Japan has claimed that it has been stricter than some of its trad-
ing partners in adhering to official intenational rules, even as many of
its product markets remained effectively insulated.

Focusing in on the government role in the relocation of production
outside Japan, Mireya Solis (Chapter 5) presents evidence of subsidies
for outbound foreign direct investment (FDI) during the postwar era
that dwarf the efforts of any other country. These subsidies have been
directed to manufacturing industries, including in industries that were
likely to compete with production inside Japan. This is surprising,
given that Japan has long been among the world’s pre-eminent practi-
tioners of export promotion and import protection. Solis shows that
FDI subsidies were used with the dual purposes of promoting the com-
petitiveness of Japanese firms by insulating them from the effects of a
consistently high yen after the mid-1988®s, and also relocating small
firms in declining sectors outside Japan to alleviate pressures on
Japan’s industrial structure.

Patricia Nelson (Chapter 6) looks at the efforts of Japanese firms to
maintain competitiveness by relocating production outside the country.
Some have argued that relocation of production threatens the Japanese
economy with becoming ‘‘hollowed out”—that the govemment’s in-
ability or unwillingness to stop the relocation of production to South-
east Asia by Japan’s flagship industries might undermine the country’s
export base. Nelson analyzes patterns in the opto-electronic industry to
show how Japanese firms have responded to the pressures of globaliza-
tion and cost competition in a sector that has been intemationally
dominated by Japanese firms for decades.

These four case studies of permeable insulation in the external arena
give evidence of unprecedented, though quiet, attempts by Japan to
shape the intemational environment to its own changed needs, rather
than simply responding to existing global reality. Ironically, these ef-
forts to change its external environment paralleled the weakening of
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Japan's economy and an increase in competition from other Asian
countries. Despite the pro-active nature of the policies, the goals were
often defensive. For example, Japan’s more pro-active WTO policies
reflected at least partly its continued vulnerability to bilateral U.S.
pressures; by multilateralizing trade disputes, policy makers hoped to
draw on the strength of international commitments and pressure from
the United States and Europe. The main rationale for yen international-
ization was, similarly, insulation. Meanwhile, Japan’s FDI assistance
programs were aimed at improving structural adjustment within Japan,
while supporting Japanese firms in their struggle to attain or maintain
competitive advantage.

Permeable insulation is equally visible in domestic economic poli-
cies and industry organization, where distinctive patterns of ministerial
guidance of industry, competition (antitrust) policy, and interfirm and
labor-management relations persist. While politicians and industry
have both gained more influence at the expense of the bureaucracy,
and legislation has gained importance relative to administrative guid-
ance, Japan’s political economy is still by no means an open and trans-
parent political marketplace. Organizational features such as corporate
governance, keiretsu telations, and employment structures, while un-
der revision, are evolving—but into a new system that resembles exist-
ing global practices in some parts while maintaining traditional
Japanese practices in others.

The second section of this book contains three in-depth case stud-
ies that highlight these processes. Mark Elder (Chapter 7) shows how
METT has shifted its policies of industry promotion in response to
new realities. While traditional industry promotion policies are no
longer attractive to successful firms, and have been widely derided as
useless for new economy sectors, Elder argues that METI has indeed
managed to develop an array of market-conforming policies that are
sensitive to the challenges of economic globalization. While it is too
early to judge their effectiveness, these policies clearly indicate
METT’s active participation in the shift toward permeable insulation.

Ulrike Schaede (Chapter 8) argues that, due to an increase in the rela-
tive importance of private sector self-regulation, deregulation has not led
to open markets across all industries. As deregulation has progressed and
ministries have lost many of their former control mechanisms over in-
dustry, trade associations have filled the regulatory void and increased
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their self-regulation—that is, autonomous, private sector formulation
and enforcement of industry rules. In relying on self-regulation, indus-
tries have a choice between self-promotion (opening markets to compe-
tition) and self-protection (closing markets through restrictive rules that
substitute for previous government rules). The outcome is a classic case
of permeable insulation: Industries that prefer continued protection face
little government interference with their use of anticompetitive measures
to insulate their markets, while more competitive industries can elimi-
nate protective barriers if they wish.

The concept of industry self-regulation points to the possibility of
privatized permeable insulation—in other words, leaving policy
choices on industry structure to the private sector. This is particularly
effective in areas where sectoral interests are so greatly divergent
that a single, uniform national solution would be infeasible. Christina
L. Ahmadjian (Chapter 9) argues that the corporate governance de-
bate of the early twenty-first century is a case in point. Several years
of discussion of how to reform corporate governance—that is, the
processes by which chief executives of large, publicly traded firms
are held accountable to and by their shareholders—Iled to only lim-
ited legal revisions to enhance transparency and uniformity. Instead,
the outcomes have largely been agreements to disagree, leaving each
company to structure its governance system as it sees fit for its own
strategic purposes. Despite familiar-sounding terminology, in most
Japanese companies proposals for change more closely reflect endur-
ing Japanese systemic and legal characteristics than they resemble
U.S. practices.

In both external and domestic policy issue-areas, we find that efforts
at market opening are often less complete than they appear at first, or
are accompanied by additional measures that shift the effects and out-
comes of policies in directions that favor well-connected firms or sec-
tors. What looks like a progressive policy, if viewed in isolation, often
combines with other policies and practices to reinforce the policy ob-
jectives of permeable insulation.

As we note in the concluding chapter, permeable insulation may
well be an effective way for Japan to cope with globalization and do-
mestic reorganization. Globalization creates pressures for large-scale
structural adjustment in the economy, but such adjustment is always
painful, both economically and politically. Permeable insulation is
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Japan’s particular attempt both to adapt to globalization and still to
maintain some of the bases of the domestic political and social order.
Managed globalization may mean that Japan’s integration into the glo-
bal economy will be slowed—but that may well be the intended conse-
quence of permeable insulation.

Notes

L. Keiretsu are corporate groups in which firms maintain preferential trade rela-
tionships buttressed by cross-shareholdings. Keiretsu member firms offer each other
preferential treatment in commercial and financial transactions through a main bank
and trading company, may exchange personnel and information, and in times of
crisis are expected tohelpeach other out (Gerlach 1992; Aoki 1988;Hoshi and Kashyap
2001). Japanese labor-management relations are also based on long-term, exclusive
relationships. Labor unions are typically enterprise-based. Related to the practice of
lifetime employment within major firms, there is a strong expectation that firms and
unions will cooperate, because their long-term goals overlap: Ensuring the survival
of the firm in crisis is more important than fighting a temporary wage cut (Kume
1998; Ito 1992). Dore (1986) has argued that such long-term relationships within
the Japanese political economy were importantin allowing for flexible responses to
crises, even though they may have appeared to constrain firms’ choices.

2. Many authors have argued the importance of industrial policy for Japan's
postwar economic development, although debate continues on how successful
these policies really were, and who designed them (Johnson 1982; Komiya, et
al. 1988; Okimoto 1989; Schaede 2000; Woo-Cumings 1998). Industrial policy
sought to promote heavy industry in the 1950s and 1960s, and later high-tech-
nology industries, through a variety of measures, including tax incentives, pref-
erential access to finance research consortia, and access to foreign exchange
and other resources. Recession cartels were temporary cartels authorized by the
government to maintain pricesin a given sector in the face of a short-term down-
turn in demand; these were important policy tools because industrial policies
encouraged high levels of investment that made firms vulnerable to slowdowns
indemand (Yamamura 1982). Energy policy was particularly interesting, given
Japan’s extremely high levels of reliance on foreign energy sources (Samuels
1986). As the Japanese economy matured, adjustment policies for declining in-
dustries became an increasingly important task relative to infant industry pro-
motion (Lincoln 1988; Calder 1988).

3. Administrative guidance is one of the fundamental tools for the implementa-
tion of industrial policy (see, for example, Johnson 1982; Upham 1987). It consists
of ministries making recommendations or offering judgments that are informal and
donot carry the weight of law. Despite the lack of legal enforceability, such recom-
mendations are effective because they entail implicit rewards for cooperation and
the potential for administrative punishments for noncompliance (such as the refusal
of business licenses in an unrelated field) (Shindé 1992; Haley 1991). The reduc-
tion of licensing requirements and of ministries’ discretionary funds have reduced
the effectiveness of administrative guidance (Schaede 2000).
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4. Based on Johnson’s (1982) initial analysis of Ministry of Trade International
Industry (MITI) and his concept of a “developmental state,” many subsequent
observers have overdrawn the strong state picture and assumed a unitary govern-
ment with politicians and bureaucrats all driven by one goal. Johnson did not
claim this in his 1982 book, and it would have been a misrepresentation, as Japa-
nese politicians have always been concerned about their particular constituencies,
whose interests were often at odds with other interests or the bureaucrats’ agenda.
Yet, the uninterrupted rule by the Liberal Democratic Party (LDP) from 1955 to
1993, the continuity in bureaucratic promotion processes, and the overarching
goal of economic growth across all economic sectors created the appearance of
unity and continuity in policy goals between the 1950s and the early 1990s. By
2001, this situation had changed in that differences across affected interests were
more clearly discernible, and arguments on policy options were more often held
publicly.

5. The LDP, conservative in spite of its name, has dominated Japanese politics
since it was formed in 1955. In 1993, aninternal conflict led to the exit of a signifi-
cant fraction of its members in the Diet (parliament), and a seven-party coalition
ruled the country for about ten months before the LDP was able to returnto powerin
a coalition with two smaller parties. In the years since then, the LDP has remained
dominant, albeit within coalition governments. On LDP dominance and the events
of 1993, see Saté and Matsuzaki (1986), Curtis (1988, 1999), Calder (1988), Kohno
(1996), and Pempel (1998).
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Japanese Policy Making in a
World of Constraints

William W. Grimes and Ulrike Schaede

As Japan moved into the twenty-first century, it found its position and
options within the world economy and domestically fundamentally
changed. In contrast to most of the postwar era, which had been a period
of growing opportunities, the 1990s and early twenty-first century were
characterized by growing constraints. Legal, political. and economic
changes both within and outside Japan had narrowed the possibilities
for policy makers and corporations seeking to protect firms and sectors
from the challenges of an ever more competitive marketplace.

While the early 1990s offer a convenient dividing line between ris-
ing opportunities and rising constraints, in fact most of the trends that
became visible then had already come into play much earlier. For ex-
ample, cost pressures began to affect the economic calculus for the
most advanced Japanese firms as early as in the 1960s (see chapter 6).
Problems of declining industries accelerated over the course of the
1970s, 1980s, and 1990s. The roots of Japan’s worsening fiscal situation
in the late 1990s dated back to the rapid growth of deficits in the 1970s.
Deregulation in finance began in the early 1980s (although it lagged be-
hind more aggressive efforts in the United States and United Kingdom),
and the push for administrative reform and privatization can be traced
back to the Second Provisional Council on Administrative Reform
(Rinchd) in 1980. Flux in the world of electoral politics came to the sur-
face in the break-up of the long-time dominant Liberal Democratic Party
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(LBP) in 1993, but the forces that underlay the change had been build-
ing for at least a decade or two (Pempel 1998; Murakami 1982). Simi-
larly, while the World Trade Organization (WTO) was established in
1993, the importance of legalism in international trade disputes had
been on the rise since the mid-1980s (see Chapter 4).

As the Japanese state moved from a position of strength to one of
weakness over the course of the 1990s, economic policy making be-
came more and more challenging. This shift occurred at a time when
economic globalization and the multilateralization of world politics
made domestic policy increasingly interdependent with forces outside
Japan. Economic stagnation in the 1990s greatly reduced the public
acceptance of traditional, informal, and deal-based policy tools that
solely benefited firms in trouble. As a result, a whole set of economic
policy tools became either ineffective, prohibitively expensive, or too
difficult to use, raising a profoundly difficult challenge for Japanese
policy makers used to firmly established procedures in regulating and
promoting the sectors under their jurisdiction.

Thus, at the tum of the century the economic situation called for
policy innovation, just as the state had lost considerable leverage over
economic and societal actors. In the face of such constraints, “permeable
insulation”™ emerged as the de facte consensus solution for Japanese
policy makers and firms. As subsequent chapters in this book demon-
strate, attempts at permeable insulation were often hit-and-miss, and in
some instances permeable insulation was an unintended, but welcome
result. Regardless of how it came about, permeable insulation meant that
policies provided continued protection for those sectors demanding it,
while also allowing more competitive industries to break out. Whether
or not this policy approach will ultimately prove beneficial for Japan
remains to be seen; but in any event, the policies of permeable insulation
imply continued attempts by Japan’s government to protect certain parts
of the economy. In this sense, permeable insulation reinforces the bifur-
cation of Japanese industries into world-competitive exporting sectors
and domestically focused, less efficient ones. Permeable insulation also
means that Japan is adapting to new world rules of globalization while
maintaining pockets of its old mercantilist approaches at home.

This chapter considers the economic and political issues that af-
fected the Japanese government’s ability to respond to the challenges
of economic globalization, and thus led to permeable insulation. Some
of these constraints, such as rising deficits, deflation, and an aging so-
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ciety, resulted in practical difficulties in funding initiatives, while oth-
ers, such as deregulation, reduced the ability of the state to influence
private actors. At the same time, political flux and the changing rela-
tionship between politicians and bureaucrats affected the actual pro-
cesses of policy making, bringing new voices to the table and
potentially reducing the strategic focus of economic policy. While the
substance and origins of these issues varied considerably, they had the
combined effect of calling for new approaches and closing off options
previously available and feasible for policy makers.

Global Challenges

The economic pressures brought on by globalization and the mount-
ing domestic call for less state intervention created inexorable pres-
sure for a different approach to economic policy and structural
transformation in Japan. The rise of competition, particularly from
other East Asian countries, as well as the globalization of production
networks in industries such as automobiles and information technol-
ogy hardware, created pressures for changing a broad spectrum of busi-
ness practices.

Meanwhile, increased multilateralism in the world political economy
pushed Japan toward more acceptance of legalism and trade openness.
This new international regulation reached well beyond just trade in
goods, and both the scope and the enforceability of such regulation had
expanded considerably since the latter 1980s to include capital-adequacy
rules for banks engaging in international lending (the so-called Basel
Accord), trade in services (the General Agreement on Trade and Ser-
vices), and protection of intellectual property rights (the Agreement on
Trade-Related Aspects of Intellectual-Property Rights), among others.

In particular, the establishment of the WTO subjected trade disputes
to a much higher degree of legal argumentation and legal finality. As
Pekkanen (Chapter 4) observes, while Japanese trade officials were
quick to learn how to use this legalism to support domestic trade inter-
ests, the increased focus on legal processes nevertheless introduced
constraints for Japan’s policy makers in trying to protect domestic
firms and sectors. Thus, while in some cases Japan tried to employ the
new multilateralism as a “shield” to protect domestic interests, global-
ization nevertheless limited the ways in which policy makers and cor-
porations could affect insulation.
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In terms of markets, the main transmission mechanism of globaliza-
tion is price, or the cost of production. The long-term process of eco-
nomic development naturally shifts cost advantage from labor-intensive
to capital-intensive and then to knowledge-intensive economic activi-
ties, and Japan’s rapid rise only accelerated this process. While exit
from some inefficient sectors was accomplished successfully starting
as early as the 1970s (e.g., in aluminum smelting), industry decline
also triggered loud calls for protection. Policies of protection thus
shifted away from a focus on infant industry support toward maintain-
ing profit levels in some of Japan’s most inefficient industries, such as
food processing and textiles (Katz 1998). Productivity in many of
these protected sectors has stagnated, creating ever greater gaps with
producers outside Japan.

The long-term process of shifting production costs accelerated con-
siderably in the latter half of the 1980s, due to the rapid rise in the
value of the yen that began in 1985. When it became clear that the
doubling of the nominal value of the yen would be long-term, Japanese
firms realized they were at a structural cost disadvantage relative to
their intermational competitors. This accelerated the pace of outward
foreign direct investment (FDI), including considerable investment in
manufacturing facilities in low-wage, high-skills economies in East
and Southeast Asia (see Chapter 6). Meanwhile, competitors in Korea,
Taiwan, and elsewhere in Asia enjoyed improved productivity coupled
with an overall devaluation of their currencies against the strengthen-
ing yen. Because this new competition came mostly from lower value-
added, less knowledge-intensive production, the squeeze was
particularly strong on Japan’s lower-tech manufacturing and assembly.
The trend of relocating this type of production into East Asia contin-
ued through the 1990s and into the twenty-first century.

Meanwhile, the strength of U.S. and European firms in information
and biotechnology created severe competitive pressures in high-tech
manufacturing and services. While some Japanese firms were impor-
tant. players in research and development of new materials (such as in
superconductivity), the shift to the new economy did not play into
Japan’s established strengths in high-quality mass production of con-
sumer durables. Industrial policies that had been so supportive of the
manufacturing industries were evidently much less helpful in fostering
cutting-edge frontier industries (Vogel and Zysman 2002). Thus, at the
beginning of the twenty-first century, Japan faced the dual challenges
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of a “hollowing-out” of production and the need for innovative busi-
ness models based on new technologies. One industry where this chal-
lenge was successfully tackled was telecommunications, where Japan
quickly assumed a leading position in cellular phone technology. In
spite of individual success stories, however, Japanese manufacturers as
a whole were struggling.

Political Constraints

Japan’s responses to the challenges of global competition were natu-
rally based on domestic politics. Concurrent with the challenges of
multilateralism and globalization, however, fundamental domestic
changes affected the political processes from within. The malaise of the
Japanese economy and the fiscal problems of the government greatly
reduced the state’s ability to deal effectively with ailing sectors through
public works and other support programs. In addition to the quantitative
limits, the established processes of Japan’s domestic politics also expe-
rienced a qualitative shift. For many years, observers of the Japanese
political scene quite readily accepted Chalmers Johnson’s notion that
the politicians *‘reigned” while the bureaucrats *“ruled” (Johnson 1990,
p. 80). Even scholars heralding the rise in influence of LDP Diet mem-
bers in the 1980s (especially the so-called zeku, or policy tribes) based
their analyses on the assumption that the strength of individual politi-
cians was a function of their access to the bureaucracy (Inoguchi and
Iwai 1987; Satd and Matsuzaki 1986).! Critiques of policy failures start-
ing in the early 1990s built on this apparent truth, and reformist politi-
cians as well called for a reassertion of political control overbureaucracies
that were no longer responsive to the national interest (Katd 1997; Nikkei
1994; Ozawa 1994).

Advocates of the view that bureaucracy-led industrial policy was a
key factor in Japan’s rapid postwar economic growth have often
pointed to pragmatic flexibility as one of its most positive attributes. A
small cadre of bureaucrats with excellent technical skills and access to
pertinent information was able to make decisions quickly and effec-
tively, without the endless negotiations and adjudication of a variety of
interests that characterize legislative activity. While this way of look-
ing at bureaucratic decision making has come under considerable at-
tack from those who argue that bureaucracies are either utterly
self-interested, hidebound, or simply agents of politicians, evidence
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suggests that Japanese bureaucrats have generally enjoyed a consider-
able degree of freedom from heavy oversight, especially when com-
pared with their counterparts in other industrialized democracies (Kim,
et al. 1995). Yet, at the beginning of the twenty-first century, the fun-
damentals of this system were increasingly challenged.

Parties in Flux

Probably the single most startling political change of the last half-cen-
tury was the end of 38 years of LDP one-party dominance in 1993.?
While the immediate policy implications were only short-lived, with
the LDP regaining power within a year, it marked a new era of political
flux and affected in important ways not only the relations between poli-
ticians and bureaucrats, but also the role of politicians in policy making
more generally.

Despite a bewildering array of party formations, splits, and mergers
that made a full account of post-1993 Japanese politics read like a Rus-
sian novel, one clear trend emerged: the realignment of Japanese elec-
toral politics to the center-right of the political spectrum. While the
LDP was going through divisions and mergers, the Left seemed to be
wasting away. By 2001, the Social Democratic Party of Japan was al-
most a vestigial party and the Japan Communist Party, while good at
receiving protest votes, was virtually a nonentity in single-member
districts.? By the Upper House election of 2001, none of the parties that
were viable players in Japanese politics—including pre-eminently the
LDP, the Democratic Party, Kdmeitd, and the Liberal Party—could be
clearly identified as “progressive.”

As of 2001, it was unclear whether the new Democratic Party would
prove to be as short-lived as some of its predecessors; but regardless of
its fate, Japanese politics seemed to revolve around a much smaller
slice of the ideological spectrum. In earlier years, the main opposition
parties were composed mostly of politicians whom hardly anyone
thought fit to govern. By the late 1990s debates over actual policies,
rather than just political posturing, had become a focal concem for
Diet members, and concrete policy measures had become the center of
political debate. The new ideological interchangeability of many mem-
bers of the LDP with opposition party politicians suddenly made de-
fection across party lines easy and created leverage for politicians with
strong policy positions to push those issues, rather than confining their
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energy to LDP party power struggles. Moreover, the shift toward the
center also brought on a much more vigorous and informed policy de-
bate than previously, since differences between parties rested on more
subtle distinctions than before.

By the tum of the century, the increased fight for votes ironically of-
ten created confusion and even gridlock. Moreover, uncertainty over the
efficacy of existing party strategies was growing. For example, in the
summer 2000 Lower House election, the LDP’s decision to cater to tra-
ditional farming and public works constituencies led to the loss of many
urban seats, threatening to turn the LDP into a rural party—an unpalat-
able long-term option in heavily urbanized Japan. The intra-party reac-
tion to that loss eventually led to the accession of Jun’ichird Koizumi, a
self-proclaimed anti—pork barrel reformer, as the party’s leader in an un-
precedented internal election in the spring of 2001. ®n the back of
Koizumi’s extraordinary personal popularity and an allegedly radically
different reform agenda, the LDP scored an important victory in the
2081 Upper House election. Even so, the remaining strength of tradi-
tional constituencies within the LDP created considerable doubt that the
new strategy would be sustainable, and observers were divided as to
whether Japanese politics was really changing, or just allowing more
permeability and flexibility into a fundamentally closed core system.

Patterns of Political Support

Japanese electoral politics has often been described as “‘compensation”
based (Calder 1988; Woodall 1996). In this view, subgovernments com-
posed of knowledgeable zoku politicians, bureaucrats, and firms in a
given sector have cooperated to ensure prosperity for the sector, votes
for the politicians, and ease of regulation and access to post-retirement
jobs for the bureaucrats. When policies became necessary that might
harm other firms, those finns would be compensated through public
policy—whether through specific, beneficial deregulation or reregulation,
or through public funds in the form of tax breaks, public works projects,
Or government procurement.

Such equalization of benefits and costs worked quite well in a grow-
ing economic situation such as Japan experienced through the 1980s.
However, the logic of compensation critically relied on one of two pro-
cesses: the offering of public funds on a large scale, or extensive li-
censing requirements based on a discretionary approval process. Either
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of these could be offered selectively to firms or sectors considered to
be deserving of compensation. This system required that the govern-
ment had something to distribute that economic agents wanted, and
that there were sufficient resources to satisfy all interests concerned.

Changes in the 1990s and early twenty-first century brought to the
fore the contradictions of compensation as a basic principle of political
decision making. First, the immense costs of compensating large num-
bers of ailing firms and sectors in an overall stagnant economy, with
little return in terms of job creation, only served to exacerbate the bud-
get deficit. And despite their political utility, the long-term effect of
these policies was to help create pockets of economic inefficiency that
contributed to slower economic growth (Katz 1998; Takenaka 1999).
Over time, compensation also created political costs in the form of fis-
sures within the LDP. At the tum of the century, the leadership of old-
style compensation-oriented politicians, such as Shizuka Kamei and
Yoshird Mori, was challenged by *“reformers™ such as Taku Yamasaki,
Jun’ichird Koizumi, and Koichi Katd (collectively known as YKK).
The massive setback for the LDP among urban voters in the June 2000
Lower House election demonstrated that the limits of compensation
politics as an electoral strategy had been reached. While compensation
was likely to remain one tool of governing, the fiscal situation made it
impossible for it to be the main principle of governance. and forced the
government to choose among constituencies.

Politicians and Bureaucrats

Whatever differences there may have been among individual LDP poli-
ticians and across the various LDP factions, one thing was clearly ap-
parent across all ranks of politicians in 2001: the desire to present
themselves as reformers not beholden to bureaucrats. Rightly or wrongly,
the series of policy failures of the 1990s were attributed to the bureau-
crats and undermined the public trust in Japan's elite administrators.
Political entrepreneurs were quick to take advantage of this sentiment to
gain stature by defying bureaucratic power. An outstanding early ex-
ample of this strategy was former Minister of Health and Welfare Naoto
Kan’s revelation of a cover-up regarding HIV-tainted blood by his min-
istry in 1996. Likewise, Foreign Minister Makiko Tanaka’s highly pub-
licized rows with her subordinates in 2001 and 2002 were populist—and
popular—assaults on the alleged sins of an entrenched bureaucracy. More
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consequentially, heated criticism of policy mistakes of the Ministry of
Finance (MOF) by politicians across the entire spectrum led to the re-
moval of the MOF’s financial oversight functions to a new agency in
1998. Moreover, in the course of the 1990s, politicians also assumed
more important roles in the process of compiling general budgets and
fiscal stimulus plans (Grimes 2001; Mabuchi 1997). In contrast to ear-
lier attempts at assuming leadership, at the tum of the century politi-
cians did indeed become more deeply involved in policy making and
implementation. In addition to asserting more authority over bureau-
crats, politicians sought to change the structure of their interactions with
the bureaucracy; this process culminated in a complete ministerial reor-
ganization in 2001, combined with an effort to expand the politicians’
roles in the administration.

Government-Business Relationships

Just as bureaucrats became increasingly vulnerable to scrutiny by poli-
ticians, they were also losing power vis-a-vis private business and soci-
ety due to a reduction of policy tools, more rules on transparency, and a
longer-term trend of growing corporate independence from government
guidance.

Perhaps the single most distinctive feature of Japanese regulation
has been its informal nature. So-called administrative guidance was of-
ten effective because bureaucrats possessed a variety of rewards and
punishments to change companies’ costs of cooperation. In particular,
the ability to approve or deny access to resources such as tax breaks,
subsidized loans, and entry into restricted business sectors, combined
with the fact that bureaucratic decisions were effectively not subject to
outside review, meant that bureaucrats could influence companies’ ac-
tions even where they apparently lacked legal standing to do so
(Upham 1987, Shindd 1992). Yet, the scope and importance of such
rewards and punishments progressively declined, especially from the
1980s onward. Formal entry barriers, such as legal trade restrictions
and tariffs, were eliminated or reduced in many sectors, and direct
government financial support was generally of less importance except
in specific sectors (e.g., construction, agriculture) and for small firms
(Schaede 2000a; see also Chapter 3).

Moreover, the bureaucrats’ tools of administrative guidance became
more open to public scrutiny with the Administrative Procedures Law
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of 1993. This new law required bureaucrats to issue a written explana-
tion of a permit approval or denial, thereby opening up the possibility
of legal recourse on such decisions. To be sure, to protect their turf
bureaucrats tirelessly designed ways around these rules, such as tum-
ing a permit requirement into a notification requirement that, while
possibly less effective, remained outside the new review process.
Regulated firms that strove for the good will of their cognizant minis-
try often still felt obligated to follow the ministry’s advice. Impor-
tantly, however, the new law made it easier for firms that opposed
government interference to challenge or resist that guidance.

More broadly, there was evidence for a rise in the rule of law. As a
number of authors have argued, a considerable amount of regulation in
Japan has not traditionally been strictly based on law, but has rather
been based on regulators’ extended interpretations of law (Shindd
1992; Haley 1987, 1991; Upham 1987). Haley (1991) even argued that
this was a strategic move by the bureaucrats to evade Diet members’
and courts’ scrutiny of their actions. With the reduction in nontrans-
parent punishment available to regulators, however, firms could more
forcefully threaten to challenge administrative action, thus further re-
ducing the flexibility with which officials could respond to changed
economic circumstances.

Adding to the bureaucrats’ dilemma in how to uphold their roles in
Japan’s political economy was the revelation, through a series of
scandals, that Japan’s elite bureaucracy was not as impartial as had
been claimed. In particular, officials of the MOF were found to have
been entertained by the very banks they were supposed to supervise,
inspect, and regulate (Mabuchi 1997; Nikkei 1994). In addition to the
spin-off of the banking supervision functions to the newly created
Financial Supervisory Agency (later renamed the Financial Services
Agency) in 1998, these scandals triggered calls for more rule-based
regulation and fewer informal contacts between the ministries and
their regulated firms. Reformers singled out the functions of the
MOF-tan (a special employee position in a bank in charge of regular
contacts with the ministry; see also Chapter 8) and the system of post-
retirement employment of government officials by the private sector
(amakudari) as main mechanisms of informal regulation, and called
for their reform or even removal.* Yet, in spite of loud media calls
for a reform of the amakudari system, there was evidence that the
core features of the system were to remain in place. Some retiring
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officials kept a low profile for a few years to avoid criticism, but
2001 data on the number of retired officials and their destinations
showe